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H O W  TO  USE TH IS  VOLUM E
Scope of the Volume . . .

This volume, which is a reprint of volumes 3 & 4, looseleaf editions 
of AICPA Professional Standards, includes the currently effective Ac
counting Research Bulletins, the Opinions and Statements of the 
Accounting Principles Board, the Accounting Interpretations issued 
by the A ICPA, the Statements and Interpretations of the Financial 
Accounting Standards Board, the successor to the Accounting Prin
ciples Board, and the Statements of the International Accounting 
Standards Committee.

How this Volume is arranged . . .
T he  contents o f th is  vo lum e are arranged as fo llo w s :

Preface, Introduction 
Financial Accounting—General 
Financial Statement Presentation 
Revenue and Expense 
Assets
Liabilities and Deferred Credits 
Capital
Special Industry Applications 
International Accounting Standards 
A IC P A  Accounting Interpretations

How to use this Volume . . .
The arrangement of m ateria l in  th is  vo lum e is indicated in  the 

general table o f contents a t the fro n t o f the volume. There is a detailed  
table o f contents covering  the m ateria l w ith in  each m a jo r division.

T he  m a jo r d iv is ions  are d iv ided  in to  sections, each w ith  its  ow n  
section num ber. Each paragraph w ith in  a section is dec im a lly  num 
bered. F o r example, A C  section 2012.20 refers to  the tw e n tie th  para
graph  o f section 2012, Reporting the Results o f Operations. A IC P A  
A cco u n tin g  In te rp re ta tio n s  have the same section num ber as the sec
tio n  to  w h ich  they relate, b u t the num ber is a lways preceded by  a “ U ” . 
F o r example, A C  section U1091 refers to  A IC P A  A cco u n tin g  In te r 
p re ta tions o f section 1091, Accounting fo r  Business Combinations.

FASB Statements are located in the major divisions related to 
their subject matter. FASB Interpretations are assigned the same 
section numbers as the pronouncements to which they relate except

A IC P A  Professional Standards
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that a hyphenated number in serial order is added. For example, sec
tion 4211-1 is the first interpretation of section 4211.

Statements of International Accounting Standards are included 
in section 9000 in chronological order.

Appendix A  is a cross-reference index which lists the Accounting 
Research Bulletins, Opinions and Statements of the Accounting Prin
ciples Board, Statements and Interpretations of the Financial Account
ing Standards Board, and Statements of International Accounting 
Standards in numerical order cross-referenced to the section numbers 
in this volume in which material from the pronouncements still in 
effect may be found.

Appendix B is a cross-reference index which is arranged by section 
numbers in this volume and which indicates the Accounting Research 
Bulletins, Opinions and Statements of the Accounting Principles 
Board, Statements and Interpretations of the Financial Accounting 
Standards Board, and Statements of International Accounting Stand
ards from which the material in the section was derived.

Appendix C is a schedule of the major changes which have taken 
place in Accounting Research Bulletins 43 through 51, in the Opin
ions and Statements of the Accounting Principles Board, and pro
nouncements of the Financial Accounting Standards Board since June 1953 
when ARB No. 43 was issued. The dates of change are also indicated.

Appendix D is a cross-reference index which is arranged by sec
tion numbers and which indicates the A IC P A  Accounting Interpreta
tions and FASB Interpretations relating to the official pronounce
ments. By reference to this appendix, it  is possible to determine 
whether an Interpretation has been issued on any official pronouncement.

Appendix E lists the American Institute of Certified Public Ac
countants Industry Audit/Accounting Guides and Statements of Posi
tion. Accounting principles applicable to specialized situations are 
discussed in these publications.

The topical index uses the key word method to facilitate reference 
to the pronouncements. This index is arranged alphabetically by 
subject, w ith references to section and paragraph numbers.

Copyright © 1978, American Ins titu te  of Certified Public Accountants, Inc.
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AC Section 100
Preface • Introduction 
FINANCIAL ACCOUNTING— 
GENERAL

. . . preface and introduction to current text o f 
accounting pronouncements . . . fundamentals o f 
financial accounting . . . nonmonetary transpc- 
tions . . . changes in accounting principles and 
estimates . . . price-level changes . . . foreign 
operations . . . business combinations

TABLE O F C O N TEN TS
Section Paragraph

100 Preface 

500 Introduction

510 General
Accounting and the Corporate System...................... .01-.04
A pp licab ility  o f Committee O p in ions....................  .05
Voting Procedure in Adopting O p in ions................. .06-.07
Authority o f O p in ions.....................................................08-.09
Opinions Not Retroactive........................................ .10
The Company and Its A ud ito rs .............................. .11

520 Excerpts from  the AICPA Code o f
Professional Ethics

Rules o f C onduct.........................................................  .01
Interpretations o f Rules o f C onduct............................02-.07

1000 Financial Accounting— General

1010 Fundamentals o f Financial Accounting
Statement by APB . . . .................................................... .01-.04

1020 Basic Concepts and Accounting Principles Under
lying Financial Statements o f Business Enter
prises

1021 Purpose and Nature o f the Statement
Purpose o f the S ta te m e n t............................................ .01-.02
Nature o f the S ta te m e n t............................................... .03-.07
Terminology ....................   .08

1022 Summary o f the Statement
Statement by A P B ......................................................  .01
Financial S ta tem en ts ...................................................... .02-.08
The Environment o f Financial Accounting................. .09-.12

A IC P A  Professional Standards Contents
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1 0 2 2  Objectives o f Financial Accounting and Financial
Statements ................................................................... .13-.16

Basic Features and Basic Elements o f Financial
Accounting ................................................................... .17-.18

Generally Accepted Accounting Principles............... .19-.23
Dynamic Nature o f Financial A ccounting............  .24
Characteristics and Limitations o f Financial Ac

counting and Financial Statements...................... .25-.27
Use o f financ ia l Accounting In fo rm ation ................. .28-.31

1 0 2 3  T h e  E n v iro n m e n t o f  F in a n c ia l A c c o u n tin g
Statement o f the A P B ...................................................... .01-.03
Uses and Users o f Financial Accounting Informa

tion . . . . .........................................................................04-.09
Users with Direct Interests ...........................  .05
Users with Indirect Interests ......................... .06
Common and Special N eeds................................ .07-.09

The Organization o f Economic Activ ity in Society .10-.16 
Economic Activity in Individual Business Enter

prises ............................................................................. .17-.26
Economic Resources..........................................  .18
Economic O bligations .....................................  .19
Residual Interest ...............................................  .20
Relationship Among Economic Resources, 

Economic Obligations, and Residual In
terest ......................  .21

Changes in Economic Resources, Economic
Obligations, and Residual Interest................22-.26

Discussion o f Classification o f Events. . .25
Cost ...........................................................  .26

Measuring Economic A c t iv i t y .........................................27-.33
Measurement Problems ....................................... .28-.29
Exchange Prices .......................................... .30-.33

1 0 2 4  O b je c t iv e s  o f  F in a n c ia l A c c o u n tin g  a n d
F in a n c ia l S ta te m e n ts

Statement o f the A P B .....................................................01-.02
Objectives o f Particular Financial Statements. . .03
General Objectives ...................................................... .04-.12

Statement o f the General O bjectives................. .05-.10
Discussion o f G enera l-O bjectives. .................... .11-.12

Qualitative Objectives ...................................................13-.37
Statement o f the Qualitative Objectives . . . .15-.22
Com parability ............................................  .23-.33

Com parability W ith in a Single Enter
prise .......... ............................................ .24-.25

C onsis tency...............................................  .26
Regular Reporting P e rio d s .................... .27
Com parability Between Enterprises. . . .28-.33

Adequate D isc lo su re ................................   . . .34
Reliability o f Financial S ta tem ents.....................35-.37

Achieving the Objectives ............................................... .38-.41

Section Paragraph

Copyright © 1975, American Ins titu te  of Certified Public Accountants, Inc.
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Section Paragraph

1025 Basic Features and Basic Elements o f
Financial Accounting

Basic Features o f Financial Accounting...................... .01-.16
Statement o f the Basic Features o f Financial

Accounting .............................................. .02-.15
Basic Features and the Environment............  .16

Basic Elements o f Financial Accounting.................... .17-.23
Financial Position ...................................................19-.20
Results o f O p e ra tio n s ............................................ .21-.22
Interrelationship o f Financial Position and

Results o f Operations ................................  .23

1026 Generally Accepted Accounting Principles—
Pervasive Principles

Generally Accepted Accounting Principles................01-.06
Pervasive P rin c ip le s ..........................................................07-.38

Pervasive Measurement Principles...................... .08-.32
Initia l R e c o rd in g ...........................................09-.10
Income Determination ...........................  .11
Revenue and R e a liza tio n ........................... .12-.17
Expense Recognition ................................ .18-.24
Application o f Expense Recognition

P rinc ip les ...............................................  .25
Effect o f the In itia l Recording, Realiza

tion, and Expense Recognition Prin
ciples ..........................................................26-.28

Unit o f M e a s u re .......................................... .29-.30
Effect o f the Unit o f Measure Principle .31-.32

M odify ing Conventions ........................................ .33-.38
C onserva tism ............................................. .35
Emphasis on Income ..............................  .36
Application o f Judgment by the Ac

counting Profession as a W hole. . . .37-.38

1027 Generally Accepted Accounting Principles—
Broad Operating Principles

Principles o f Selection and Measurement................. .03-.05
Measurement Bases ........................................ .05

Statement o f the Principles o f Selection and
M easurem ent................................................................ .06-.13

Principles That Guide Selection o f Events
and Assignment o f Dollar Amounts................0 7 -.11

Accounting fo r Those Assets and Liabilities
That Are Not Resources or O b liga tions. . .12

A IC P A  Professional Standards Contents
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1 0 2 7  Principles That Determine Effects on Assets,
Liabilities, Owners’ Equity, Revenue, and 
Expenses o f an Enterprise ............ .13

Principles o f Financial Statement Presentation. . .14-. 15
Fair Presentation in Conformity with Gen

erally Accepted Accounting Principles. . . .15

Statement o f the Principles o f Financial Statement
Presentation ................................................................ .16-.28

1 0 2 8  G e n e ra lly  A c c e p te d  A c o u n tin g  P rin c ip le s—
D e ta ile d  A c c o u n tin g  P rin c ip le s

1 0 2 9  F in a n c ia l A c c o u n tin g  in th e  F u tu re
Dynamic Nature o f Financial Accounting................. .02-.03
Basis fo r Evaluation ...................................................... .04-.07

Practical Operation and Internal Consistency 
o f Generally Accepted Accounting Prin
ciples   .05

The Environment ...............................................  .06
Objectives o f Financial Accounting and

Financial Statements ................................... .07
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Note ...............................................................................  .14

1 0 4 0  N o n m o n e ta ry  T ra n sa c tio n s

10 4 1  A c c o u n tin g  fo r  N o n m o n e ta ry  T ra n sa c tio n s
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Discussion ...........................................................................05-.17
Present Accounting fo r Nonmonetary Trans
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Nonreciprocal Transfers with O w ners.......... .05
Nonreciprocal Transfers with O ther Than
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Nonreciprocal Transfers o f Nonmonetary
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Nonreciprocal Receipts o f Nonmonetary
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Nonreciprocal Transfers o f Nonmonetary
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Fair Value N ot Determ inable......................... .17
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AC Section 100 
Preface

(This preface represents a combination of the pref
ace prepared by the committee on accounting pro
cedure in  1953 fo r Accounting Research Bulletin  
Number 43, Restatement and Revision of Account
ing Research Bulletins, and a statement of subse

quent developments.)

.01 Since its organization the American Institu te of 
Certified Public Accountants, aware of divergences in ac
counting procedures and of an increasing interest by the 
public in  financial reporting, has given consideration to 
problems raised by these divergences. Its  studies led it, 
in  1932, to make certain recommendations to the New York 
Stock Exchange which were adopted by the Institu te  in  
1934. Further consideration developed into a program of 
research and the publication of opinions, beginning in  
1938, in  a series of Accounting Research Bulletins.

.02 Forty-two bulletins were issued during the period 
from 1939 to 1953. E ight of these were reports of the com
mittee on terminology. The other 34 were the result of re
search by the committee on accounting procedure directed 
to those segments of accounting practice where problems 
were most demanding and w ith  which business and the 
accounting profession were most concerned at the time.

.03 Some of these studies were undertaken to meet 
new business or economic developments. Some arose out 
of the war which ended in 1945 and the problems follow
ing in  its wake. Certain of the bulletins were amended, 
superseded, or w ithdrawn as changing conditions affected 
their usefulness.

.04 Although the committee has approved the objec
tive of finding a better term than the word surplus fo r 
use in  published financial statements, i t  has used surplus 
herein as being a technical term well understood among 
accountants, to whom its  pronouncements are p rim arily  
directed.

.05 The committee on accounting procedure and the 
committee on terminology of the American Institu te of 
Certified Public Accountants were superseded on Septem-
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ber 1, 1959, by the Accounting Principles Board. A t its 
firs t meeting, on September 11, 1959, the Board approved 
the follow ing resolution:

The Accounting Principles Board of the Amer
ican Institu te  of Certified Public Accountants on 
September 1, 1959, assumed the responsibilities of 
the former committees on accounting procedure 
and on terminology.

During its existence, the committee on ac
counting procedure issued a series of accounting 
research bulletins and the committee on term i
nology issued a series of accounting terminology 
bulletins. In  1953, the firs t forty-two of the ac
counting research bulletins were revised, restated, 
or withdrawn and appeared as Accounting Re
search Bulletin No. 43 and Accounting Termi
nology Bulletin No. 1. Since 1953, other bulletins 
have been issued, the last accounting research bul
letin  being No. 51 and the last terminology bulle
tin  being No. 4.

The Accounting Principles Board has the au
thority, as did the predecessor committees, to re
view and revise any o f these bulletins and i t  plans 
to take such action from  time to time.

Pending such action and in  order to prevent 
any misunderstanding meanwhile as to the status 
of the existing accounting research and terminol
ogy bulletins, the Accounting Principles Board 
now makes public announcement that these bul
letins should be considered as continuing in  force 
w ith  the same degree of authority as before.
.06 The Accounting Principles Board has issued a 

number of “ Opinions”  and “ Statements.”  Certain of the 
Opinions modify Accounting Research Bulletins or other 
Opinions. W ith  these revisions, a ll currently existing Bul
letins, Opinions and Statements continue in  fu ll force 
and effect.

.07 The Institute staff has been authorized to issue 
Accounting Interpretations of accounting questions having 
general interest to the profession. The purpose of the 
Interpretations is to provide guidance on a timely basis
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without the formal procedures required fo r an Accounting 
Principles Board Opinion. These Interpretations, which 
are reviewed w ith  informed members of the profession, are 
not pronouncements of the Board.

.08 This looseleaf edition has been instituted to fa
cilitate reference to the Bulletins, Opinions, Statements 
and Accounting Interpretations and to provide an effec
tive means of reflecting modifications of them on a timely 
basis. Due to the fact that i t  is a compilation of pro
nouncements of the predecessor committee and the Board, 
the composition of which has changed during the periods 
of their existence, i t  has been considered desirable to 
maintain the language of the pronouncements in their 
original form and context to the extent feasible. Accord
ingly, such terms as committee and Board appear un
changed from the original pronouncements.

.09 The Council of the Institute passed the following 
resolution 1 at its  May 7 , 1973 meeting:

Whereas in 1959 the Council designated the Ac
counting Principles Board to establish accounting 
principles, and

Whereas the Council is advised that the Financial 
Accounting Standards Board has become operational, 
i t  is

Resolved, that as of A p r il 1, 1973, all authority of 
the Accounting Principles Board shall terminate, ex
cept in  respect of action taken on pronouncements of 
such Board approved p rio r to A p r il 1, 1973 fo r ex
posure, and action of the APB Chairman in respect 
of pronouncements not issued by such Board; and that 
on June 30, 1973 or upon approval fo r final issuance fo r 
all such APB pronouncements, whichever firs t occurs, 
the Accounting Principles Board shall be dissolved.

Resolved, that the Accounting Standards Execu
tive Committee is hereby designated as the Senior 
Technical Committee of the Institute w ith respect to

1 See section 510.08 for the Council Resolution establishing the Finan
cial Accounting Standards Board as the body to  establish accounting 
principles pursuant to Rule 203 o f the Rules o f Conduct o f the American 
Institute of Certified Public Accountants.
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financial accounting and reporting, and cost accounting, 
as defined in the statement of its responsibilities, au
thority  and structure approved by the Board of Direc
tors, except as hereinabove provided w ith respect to 
the authority of the Accounting Principles Board and 
its Chairman until the dissolution of such Board.

 The next page is 7091.  
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Introduction—General
(This section of the introduction was prepared, ex
cept as otherwise indicated herein, by the commit
tee on accounting procedure and was issued in  
June 1953 as a part of Accounting Research Bulle
tin  No. 43, Restatement and Revision of Account

ing Research Bulletins.)

ACCOUNTING AND THE CORPORATE SYSTEM
.01 Accounting is essential to the effective functioning 

of any business organization, particularly the corporate 
form. The test of the corporate system and of the special 
phase of i t  represented by corporate accounting ultim ately 
lies in  the results which are produced. These results must 
be judged from the standpoint of society as a whole—not 
merely from that of any one group of interested persons.

.02 The uses to which the corporate system is put and 
the controls to which i t  is subject change from  time to time, 
and all parts of the machinery must be adapted to meet 
changes as they occur. In  the past f ifty  years there has been 
an increasing use of the corporate system fo r the purpose of 
converting into readily transferable form  the ownership 
of large, complex, and more or less permanent business en
terprises. This evolution has brought in  its  tra in  certain 
uses of the processes of law and accounting which have 
led to the creation of new controls, revisions of the laws, 
and reconsideration of accounting procedures.

.03 As a result of this development, the problems in  
the field of accounting have increasingly come to be con
sidered from  the standpoint of the buyer or seller of an 
interest in  an enterprise, w ith  consequent increased recog
n ition  of the significance of the income statement and a 
tendency to restrict narrowly charges and credits to surplus.
The fairest possible presentation of periodic net income, 
w ith  neither material overstatement nor understatement, 
is important, since the results of operations are significant 
not only to prospective buyers of an interest in  the enter
prise but also to prospective sellers. W ith  the increasing 
importance of the income statement there has been a tend
ency to regard the balance sheet as the connecting lin k

AC Section 510
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between successive income statements; however this con
cept should not obscure the fact that the balance sheet has 
significant uses of its  own.

.04 This evolution has also led to  a demand fo r a 
larger degree of un iform ity in  accounting. U niform ity  
has usually connoted sim ilar treatment of the same item 
occurring in  many cases, in  which sense i t  runs the risk of 
concealing important differences among cases. Another 
sense of the word would require that different authorities 
working independently on the same case should reach the 
same conclusions. Although un iform ity is a worthwhile 
goal, i t  should not be pursued to the exclusion of other bene
fits. Changes of emphasis and objective as well as changes 
in  conditions under which business operates have led, and 
doubtless w ill continue to lead, to the adoption of new ac
counting procedures. Consequently, diversity of practice 
may continue as new practices are adopted before old 
ones are completely discarded.

APPLICABILITY OF COMMITTEE OPINIONS

.05 The principal objective of the committee has been 
to narrow areas of difference and inconsistency in  account
ing practices, and to further the development and recogni
tion of generally accepted accounting principles, through 
the issuance of opinions and recommendations that would 
serve as criteria  fo r determining the su itability  of account
ing practices reflected in  financial statements and represen
tations of commercial and industrial companies. In  this 
endeavor, the committee has considered the interpretation 
and application of such principles as appeared to i t  to be 
pertinent to particular accounting problems. The commit
tee has not directed its  attention to accounting problems 
or procedures of religious, charitable, scientific, educational, 
and sim ilar non-profit institutions, municipalities, profes
sional firms, and the like. Accordingly, except where there 
is a specific statement of a different intent by the commit
tee, its  opinions and recommendations are directed p ri
m arily to business enterprises organized fo r profit.

VOTING PROCEDURE IN ADOPTING OPINIONS

.06 The committee regards the representative char
acter and general acceptability of its  opinions as of the
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highest importance, and to that end has adopted the follow
ing procedures:

(a) Any opinion or recommendation before issu
ance is submitted in final form to all members of the 
committee either at a meeting or by mail.

(b) No such opinion or recommendation is is
sued unless i t  has received the approval of two-thirds 
of the entire committee.

(c) Any member of the committee dissenting from 
an opinion or recommendation issued under the pre
ceding rule is entitled to have the fact of his dissent 
and his reasons therefor recorded in the document in 
which the opinion or recommendation is presented. 
.07 Before reaching its  conclusions, the committee

gives careful consideration to p rio r opinions, to prevailing 
practices, and to the views of professional and other bodies 
concerned w ith  accounting procedures.

AUTHORITY OF OPINIONS
.08 The Council of the American Institu te passed the 

following resolution 1 at its  May 7, 1973 meeting:
Whereas in 1959 the Council designated the Accounting 

Principles Board to establish accounting principles, and 
Whereas the Council is advised that the Financial Ac

counting Standards Board has become operational, i t  is 
Resolved, that as of the date hereof the Financial Ac

counting Standards Board, in respect o f Statements of 
Financial Accounting Standards finally adopted by such 
Board in accordance w ith  its  Rules of Procedure and the 
bylaws of the Financial Accounting Foundation, be, and 
hereby is, designated by this Council as the body to establish 
accounting principles pursuant to Rule 203 of the Rules of 
Conduct of the American Institu te of Certified Public Ac
countants; provided, however, any Accounting Research 
Bulletins, or Opinions of the Accounting Principles Board 
presently issued or approved fo r exposure by the Accounting 
Principles Board prior to A p ril 1, 1973 and finally adopted 
by such Board on or before June 30, 1973, shall constitute 
statements of accounting principles promulgated by a body

1 See section 100.09 fo r the Council Resolution which relates to  the 
internal A IC P A  adjustment to the designation of the FASB as the body 
to establish accounting principles pursuant to  Rule 203 of the Rules of 
Conduct of the American Institute of Certified Public Accountants.
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designated by Council as contemplated in  Rul e 203 of the 
Buies of Conduct2 unless and un til such time as they are 
expressly superseded by action of the FASB.

.09 The committee contemplates that its  opinions need 
not be applied to immaterial items. I t  considers that items 
of litt le  or no consequence may be dealt w ith  as expediency 
may suggest. However, freedom to deal expediently w ith 
immaterial items should not extend to a group of items 
whose cumulative effect in  any one financial statement may 
be material and significant. [As amended, effective after 
August, 1970 by the revision of notes to APB Opinions 
starting w ith  APB Opinion No. 16.]

OPINIONS NOT RETROACTIVE
.10 No opinion issued by the committee or by the 

Board is required to have a retroactive effect unless i t  con
tains a statement of such requirement. Thus an opinion 
w ill ordinarily have no application to a transaction arising 
p rio r to its publication (or stated effective date), nor to 
transactions in  process of completion at the time of publi
cation. But while the committee considers i t  inequitable 
to make its  statements retroactive, i t  does not wish to 
discourage the revision of past accounts in an individual 
case i f  i t  appears to be desirable in the circumstances. [As 
amended to reflect Board policy—beginning w ith  APB 
Opinion No. 6, October 1965—of stating the effective date of 
each Opinion.]

THE COMPANY AND ITS AUDITORS
.11 Underlying all committee opinions is the fact that 

the accounts of a company are p rim arily  the responsibility 
of management. The responsibility of the auditor is to 
express his opinion concerning the financial statements and 
to state clearly such explanations, amplifications, disagree
ment, or disapproval as he deems appropriate. W hile 
opinions of the committee are addressed particularly to cer
tified public accountants whose problem i t  is to decide what 
they may properly report, the committee recommends simi
la r application of the procedures mentioned herein by those 
who prepare the accounts and financial statements.

  The n e x t page is  7101.  
2 See section 520, Excerpts from the A IC PA  Code o f Professional Ethics.
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Excerpts from the AICPA 

Code of Professional Ethics

Effective March 1, 1973

RULES OF CONDUCT

.01 Rule 203—Accounting Principles. A  member shall 
not express an opinion that financial statements are pre
sented in  conformity w ith  generally accepted accounting 
principles i f  such statements contain any departure from an 
accounting principle promulgated by the body designated 
by Council to establish such principles which has a material 
effect on the statements taken as a whole, unless the member 
can demonstrate that due to unusual circumstances the fi
nancial statements would otherwise have been misleading. 
In  such cases his report must describe the departure, the 
approximate effects thereof, i f  practicable, and the reasons 
why compliance w ith  the principle would result in  a mis
leading statement.

Interpretations o f Rules o f Conduct

Interpretation under Rule 203— Accounting Principles

.02 203-1—Departures from  established accounting 
principles. Rule 203 was adopted to require compliance w ith  
accounting principles promulgated by the body designated 
by Council to establish such principles. There is a strong 
presumption that adherence to officially established account
ing principles would in  nearly a ll instances result in  financial 
statements that are not misleading.

.03 However, in  the establishment of accounting prin 
ciples i t  is difficult to anticipate a ll of the circumstances to 
which such principles m ight be applied. The rule therefore 
recognizes that upon occasion there may be unusual circum
stances where the litera l application of pronouncements on 
accounting principles would have the effect of rendering 
financial statements misleading. In  such cases, the proper 
accounting treatment is that which w ill render the financial 
statements not misleading.

AC Section 520
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.04 The question of what constitutes unusual circum
stances as referred to in  Rule 203 is a matter of professional 
judgment involving the ab ility  to support the position that 
adherence to a promulgated principle would be regarded 
generally by reasonable men as producing a misleading 
result.

.05 Examples of events which may jus tify  departures 
from a principle are new legislation or the evolution of a 
new form of business transaction. An unusual degree of 
m ateriality or the existence of conflicting industry practices 
are examples of circumstances which would not ordinarily 
be regarded as unusual in the context of Rule 203.

.06 203-2—Status of FASB Interpretations. Council 
is authorized under Rule 203 to designate a body to estab
lish accounting principles and has designated the Financial 
Accounting Standards Board as such body. Council also 
has resolved that FASB Statements on Financial Accounting 
Standards, together w ith  those Accounting Research Bulle
tins and APB Opinions which are not superseded by action 
of the FASB, constitute accounting principles as contem
plated in  Rule 203.

.07 In  determining the existence of a departure from 
an accounting principle established by a Statement of F i
nancial Accounting Standards, Accounting Research Bulle
tin  or APB Opinion encompassed by Rule 203, the Division 
of Professional Ethics w ill construe such Statement, Bulletin 
or Opinion in  the lig h t of any Interpretations thereof issued 
by the FASB.

 The next page is 7151.  
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Fundamentals of Financial 
Accounting
[Source: APB Statement No. 1.]

Issue date, unless 
otherwise indicated:
A pril 13, 1962

STATEMENT BY THE ACCOUNTING PRINCIPLES BOARD
.01 The Accounting Principles Board has received 

Accounting Research Study No. 3, “ A  Tentative Set of 
Broad Accounting Principles fo r Business Enterprises, "  
by Robert T. Sprouse and Maurice Moonitz. The Board 
previously had received Accounting Research Study No. 1,
‘ ‘The Basic Postulates of Accounting,"  by Maurice Moonitz.
Study No. 1 was published in  September 1961 and Study 
No. 3 is scheduled for publication toward the end of A p ril 
1962.

.02 In  the opinion of the Director of Accounting Re
search, these two studies comply w ith  the instructions to 
the Accounting Research Division to make a study of the 
basic postulates and broad principles of accounting. P rio r 
to its  publication, Study No. 3 has been read and com
mented upon by a lim ited number of people in the field of 
accounting. Their reactions range from endorsement of the 
ideas set fo rth  in  the study of “ Broad Principles”  to mis
givings that compliance w ith  the recommendations set fo rth  
by the authors would lead to misleading financial state
ments. The Board is therefore treating these two studies 
(the one on “ Postulates”  and the other on “ Principles” ) 
as conscientious attempts by the accounting research staff to 
resolve major accounting issues which, however, contain 
inferences and recommendations in  part of a speculative 
and tentative nature.

.03 The Board feels that there is ample room fo r im 
provement in present generally accepted accounting prin
ciples and a need to narrow or eliminate areas of difference 
which now exist. I t  hopes the studies w ill stimulate con
structive comment and discussion in the areas of the basic 
postulates and the broad principles of accounting. Ac-

AC Section 1010
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counting principles and practices should he adapted to 
meet changing times and conditions, and, therefore, there 
should be experimentation w ith  new principles and new 
forms of reporting to meet these conditions. The Board be
lieves, however, that while these studies are a valuable con
tribution to accounting thinking, they are too radically 
different from present generally accepted accounting princi
ples fo r acceptance at this time.

.04 A fte r a period of exposure and consideration, 
some of the specific recommendations in these studies may 
prove acceptable to the Board while others may not. The 
Board therefore w ill await the results of this exposure and 
consideration before taking further action on these studies.

  The next page is 7171.
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Purpose and Nature o f 
the Statement
[Source: APB Statement No. 4 , Chap. 1, as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
PURPOSE OF THE STATEMENT

.01 The American Institu te  of Certified Public Ac
countants through its  Accounting Principles Board is 
engaged in  a program of advancing the w ritten expression 
of financial accounting principles fo r the purpose of increas
ing the usefulness of financial statements. The Board has 
been directed to devote its  attention to the broad funda
mentals of financial accounting as well as to specific ac
counting problems.1 This Statement of basic concepts1 2 and 
accounting principles underlying financial statements of 
business enterprises3 (sections 1021-1029) states the 
Board's  views in  response to that directive.4

.02 Sections 1021-1029 have two broad purposes, one 
educational and the other developmental. They are in 
tended to provide a basis fo r enhanced understanding of 
the broad fundamentals of financial accounting. They are 
also intended to provide a basis fo r guiding the future

1 See “ Report to  Council o f the Special Committee on Research Pro
gram,”  The Journal o f Accountancy, December 1958, pp. 62-68 and Report o f 
Special Committee on Opinions of Accounting Principles Board, 1965, sum
marized in The Journal of Accountancy, June 1965, pp. 12, 14, and 16.

2 The term basic concepts is used to refer to  the observations concerning 
the environment, the objectives of financial accounting and financial state
ments, and the basic features and basic elements of financial accounting 
discussed in sections 1023-1025.

3 See section 1023.12 fo r a discussion of business enterprises. Although 
sections 1021-1029 apply to business enterprises, some of the contents may 
also apply to not-for-profit organizations.

4 Three accounting research studies were among the sources used in 
preparing sections 1021-1029: Accounting Research Study No. 1, The Basic 
Postulates o f Accounting, by Maurice M oonitz; Accounting Research Study 
No. 3, A Tentative Set o f Broad Accounting Principles fo r Business Enter
prises, by Robert T. Sprouse and Maurice Moonitz; and Accounting Re
search Study No. 7, Inventory of Generally Accepted Accounting Principles 
fo r  Business Enterprises, by Paul Grady. (Accounting research studies are 
not pronouncements of this Board or of the Institute, but are published fo r 
the purpose of stimulating discussion on important accounting issues.)

AC Section 1021
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development of financial accounting. To achieve these pur
poses sections 1021-1029 (1) discuss the nature of financial 
accounting, the environmental forces that influence it, and 
the potential and lim itations of financial accounting in  pro
vid ing useful information, (2) set fo rth  the objectives of 
financial accounting and financial statements, and (3) pre
sent a description of present generally accepted accounting 
principles.

NATURE OF THE STATEMENT
.03 Sections 1021-1029 are p rim arily  descriptive, not 

prescriptive. They identify and organize ideas that fo r the 
most part are already accepted. In  addition to the sum
mary in  section 1022, sections 1021-1029 contain two main 
parts that are essentially distinct— (a) sections 1023 to 
1025 on the environment, objectives, and basic features of 
financial accounting and (b) sections 1026 to 1028 on pres
ent generally accepted accounting principles. The descrip
tion of present generally accepted accounting principles is 
based p rim arily  on observation of accounting practice. 
Present generally accepted accounting principles have not 
been form ally derived from the environment, objectives, 
and basic features of financial accounting.

.04 The aspects of the environment selected fo r dis
cussion are those that appear to influence the financial 
accounting process directly. The objectives of financial 
accounting and financial statements discussed are goals 
toward which efforts are presently directed. The account
ing principles described are those that the Board believes 
are generally accepted today. The Board has not evaluated 
or approved present generally accepted accounting p rin 
ciples except to the extent that principles have been adopted 
in  Board Opinions. Publication of sections 1021-1029 does 
not constitute approval by the Board of accounting p rin 
ciples that are not covered in  its Opinions.

.05 Section 1029 describes the dynamic nature of finan
cial accounting and the need fo r continual reexamination 
of generally accepted accounting principles. The section 
describes how present generally accepted accounting prin
ciples may be evaluated on the basis of the material in 
sections 1023 to 1025. The section also indicates some of 
the proposals that have been made fo r improving financial

A C  § 1021.03 Copyright © 1976, American Institu te  of Certified Public Accountants, Inc.
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accounting information. These proposals, which the Board 
has not evaluated, may also be evaluated on the basis of the 
material in  sections 1023 to  1025.

.06 Sections 1021-1029 are a step toward development 
of a more consistent and comprehensive structure of finan
cial accounting and of more useful financial information. 
They are intended to provide a framework w ith in  which the 
problems of financial accounting may be solved, although 
they do not propose solutions to those problems and do not 
attempt to indicate what generally accepted accounting 
principles should be. Evaluation of present accounting 
principles and determination of changes that may be desir
able are le ft to future pronouncements of the Board.

.07 The status of Statements of the Board is defined 
in  section 1029.14. Sections 1021-1029 do not change, super
sede, or interpret Accounting Research Bulletins or Opin
ions of the Accounting Principles Board currently in  effect. 
The normal procedures established to maintain the effec
tiveness of these pronouncements and to interpret them 
continue in  effect unchanged. Sections 1021-1029 do, how
ever, modify some of the definitions of technical accounting 
terms in the Accounting Terminology Bulletins.5 The fo l
lowing sections are superseded:

Accounting Terminology Bulle tin  No. 1, paragraphs: 
9—accounting

21—balance sheet
26— assets
27— liabilities

Accounting Terminology Bulle tin  No. 4, paragraph 2, 
cost.

The follow ing sections are amended:
Accounting Terminology Bulletin  No. 2, paragraphs:

5— revenue 
8—income

Accounting Terminology Bulletin No. 4, paragraph 3,
expense.

These changes are noted by footnotes at appropriate places 
in  sections 1021-1029. 

* The Accounting Term inology Bulletins do not have the same authori
tative status as the Accounting Research Bulletins and the Opinions of the 
Accounting Principles Board but are useful guides to  financial accounting 
terminology.

A IC P A  Professional Standards AC §1021.07
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TERMINOLOGY
.08 Technical language is  used in  financial accounting. 

Many technical terms used in  financial accounting are 
words th a t have wide common usage hu t tha t are given 
special meanings by accountants. Many im portant tech
nical terms are defined or discussed in  sections 1021-1029. 
The meaning o f these terms is  best understood in  the con
te x t o f the discussions in  which they appear. The terms 
and the sections in  which they are defined or discussed are:

Sections
A cco u n tin g ............... ..............
A ccrua l_____________________
Assets______________________
Balance sheet______________
Basic elem ents_____________
Basic features______________
Basic financial statements.__
Business enterprise_________

C asualties_________________
C ost________________________
Current assets_____________
Current lia b ilitie s __________
Deferred charges___________
Deferred credits _....................
D epreciation_______________
Economic ob liga tions_______
Economic resources_________
Exchanges_________________
Expenses .................................
External events____________
E xtraord inary ite m s________
F a ir presentation (o r presents 

fa ir ly )  in  conform ity w ith  
generally accepted account
ing  p rin c ip le s____________

F a ir va lu e _________________

Financial accounting_______
Financial p o s itio n __________
Financial statements _______
Gains_______________________

1023.01
1022.27, 1025.08
1025.19
1022.03, 1025.20
1025.17
1025.01
1027.17
1021.01 (footnote 3), 
1023.12
1023.23
1023.26, 1026.28
1027.25
1027.25
1025.19 (footnote 2)
1025.19 (footnote 4) 
1026.23, 1027.10 (M-6B)
1023.19
1023.18
1023.23
1025.21, 1026.18-.19
1023.23
1027.25

1027.15
1026.09 (footnote 5), 
1027.07 [M -1A (1 )]
1023.02 
1025.20
1022.02 
1027.25
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Sections
General objectives__________  1024.01, 1024.04
Generally accepted accounting

p rinc ip les................ ........ ..... 1026.01-.04
Going concern ........................ 1025.04
Income statement .............. . 1022.04,1025.22
In terna l events_____ _______  1023.23
L ia b ilitie s  ....................... ........  1025.19
Losses........................... ............ 1027.25
M atching ..................... ............  1026.11 (footnote 6)
Net incom e.............................. 1025.21
Net lo s s________ ___________ 1025.21
Net realizable value_________  1023.31 (footnote 11)
Nonreciprocal transfe rs ......... 1023.23
Owners’ e q u ity ................... ..... 1025.19
P roduction.... ........................... 1023.10,1023.23
Profit-directed a c tiv itie s ____ 1024.06 (footnote 4)
Q ualitative objectives_______  1024.13,1024.14
Realization ........... ............... . 1026.14
Residual in te re s t___________  1023.20
Results of operations.________ 1025.22
Retained earnings________ _ 1027.25
Revenue___ ________________ 1025.21,1026.12
Statement of changes in  finan

cial p o s itio n ______________ 1022.06
Statement of retained earnings 1022.05 
Substantial authorita tive sup

po rt ..................... .................  1026.01 (footnote 1)
Transfers between the enter

prise and its  owners_______  1023.23
W orking ca p ita l............... ....... 1027.25
[A s amended, effective fo r fiscal periods ending after 
September 30, 1971, by APB Opinion No. 19.]

  The next page is 7181.  
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AC Section 1022 
Summary of 
the Statement
[Source: APB Statement No. 4 , Chap. 2, as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE 
ACCOUNTING PRINCIPLES BOARD

.01 Accounting is a service activ ity . Its  function is 
to provide quantitative inform ation, p rim a rily  financial in  
nature, about economic entities tha t is intended to be useful 
in  m aking economic decisions. Sections 1021-1029 deal w ith  
financial accounting fo r business enterprises, the branch of 
accounting tha t focuses on the general-purpose reports on 
financial position and results o f operations known as finan
cial statements.

FINANCIAL STATEMENTS
.02 Financial statements are the means by which the 

inform ation accumulated and processed in  financial ac
counting is periodically communicated to those who use it.
They are designed to serve the needs of a varie ty of users, 
pa rticu la rly  owners and creditors. Through the financial 
accounting process, the m yriad and complex effects of the 
economic activ ities of an enterprise are accumulated, an
alyzed, quantified, classified, recorded, summarized, and 
reported as inform ation of two basic types: (1) financial 
position, which relates to a po in t in  time, and (2) changes 
in  financial position, which relate to a period of time. Notes 
to the statements, which may explain headings, captions 
or amounts in  the statements or present inform ation tha t 
cannot be expressed in  money terms, and descriptions of 
accounting policies are an integral pa rt of the statements.
[A s amended by APB Opinion No. 22, December 31, 1971.]
Financial Position—
The Balance Sheet

.03 A  balance sheet (or statement of financial posi
tion) presents three m ajor categories: (a) assets, (b) lia 
b ilities, and (c) owners’ equity, the difference between to ta l 
assets and to ta l liab ilities . A  balance sheet a t any date
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presents an indication in  conform ity w ith  generally ac
cepted accounting principles of the financial status of the 
enterprise at a particu la r point of time.

Changes in Financial Position—
The Income Statement

.04 The income statement fo r a period presents the 
revenue, expenses, gains, losses, and net income (net loss) 
recognized during the period and thereby presents an ind i
cation in  conform ity w ith  generally accepted accounting 
principles of the results of the enterprise’s profit-directed 
activ ities during the period. The inform ation presented in  
an income statement is usually considered the most im port
ant inform ation provided by financial accounting because 
p ro fita b ility  is a paramount concern to those interested in  
the economic activities of the enterprise.

Changes in Financial Position—  
Changes in Owners’ Equity

.05 A n income statement is usually not sufficient to 
describe the to ta l change in  owners’ equity during a period 
because changes arise from  sources other than pro fit- 
directed activities. The to ta l change in  owners’ equity is 
described by three statements: an income statement, a 
statement of retained earnings, and a statement o f other 
changes in  owners’ equity. A  statement of retained earn
ings presents net income (as shown in  the income state
ment) and items such as dividends and adjustments o f the 
net income of p rio r periods. A  statement o f other changes 
in  owners’ equity presents additional investments by 
owners, retirements of owners’ interests (except fo r the 
pa rt considered to be a d istribu tion  of earnings), and 
sim ilar events. I f  these other changes are simple and few 
in  number, they are often presented in  notes to  the other 
financial statements rather than in  a separate statement.

Changes in Financial P o s it io n -  
O ther Statements

.06 A  statement of changes in  financial position shows 
the m ajor sources o f increases in  an enterprise’s assets fo r 
a period in  addition to net income, fo r example, from  bor
rowing, owners’ investments, and disposal o f assets other 
than through normal operations. I t  also shows how the
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enterprise used its  assets during the period, fo r example, 
in  acquiring other assets, in  paying debt, and in  d istribu
tions to owners. [As amended, effective fo r fiscal periods 
ending after September 30, 1971 by APB Opinion No. 19.]

.07 Other statements tha t analyze specific changes in  
financial position are occasionally presented, fo r example, 
changes in  p lant and equipment, changes in  long-term lia 
b ilities , and cash receipts and disbursements. Statements 
tha t analyze changes in  each asset, each lia b ility , and each 
item  of owners’ equity could be prepared, but statements 
o f changes in  financial position in  addition to those already 
discussed are seldom presented. [As amended, effective fo r 
fiscal periods ending after September 30, 1971 by APB 
Opinion No. 19.]

The Source o f Financial Statements
.08 Financial statements are the end product of the 

financial accounting process. This process is  governed by 
generally accepted accounting principles, which determine 
the inform ation tha t is  included, how i t  is organized, mea
sured, combined, and adjusted, and fina lly  how i t  is pre
sented in  the financial statements. The principles reflect 
the objectives and the basic features o f financial accounting 
(discussed below). A ll o f financial accounting—principles, 
objectives, and basic features—is grounded in  the environ
ment o f business enterprises.

THE ENVIRONMENT OF FINANCIAL ACCOUNTING
.09 An understanding o f financial accounting and an 

a b ility  to  evaluate the inform ation i t  produces depend not 
only on delineation of accounting principles and the fea
tures and objectives of accounting, but also on an under
standing o f the environment w ith in  which financial 
accounting operates and which i t  is intended to reflect 
(section 1023). The users o f financial accounting in fo rm s  
tion  and economic a c tiv ity  in  society and in  ind iv idua l 
business enterprises are aspects o f the environment im port
ant to an analysis of the problems of financial accounting.

Users
.10 Needs and expectations o f users of financial state

ments are a part of the environment tha t determines the 
type of inform ation required of financial accounting. A

Concepts, Accounting Principles Underlying Financial Statements 7183
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knowledge of im portant classes o f users, o f the ir common 
and special needs fo r inform ation, and o f th e ir decision 
processes is helpful in  im proving financial accounting 
inform ation.

Economic Activ ity
.11 Economic a c tiv ity  can be described in  terms of

(1) its  general nature in  h igh ly developed economies,
(2) the economic resources, obligations, and residual in 
terest o f a business enterprise and the economic activities 
tha t change them, and (3) the ways o f measuring economic 
activ ity .

.12 Describing economic resources, economic obliga
tions, and residual interest and the economic activ ities that 
change them is im portant because the basic elements of 
financial accounting—assets, liab ilities , owners’ equity, 
revenue, expenses, and net income—are related to these 
economic elements. A  discussion of the measurement o f 
economic a c tiv ity  is also relevant because measurement 
difficulties underlie many o f the problems o f financial 
accounting.

OBJECTIVES OF FINANCIAL ACCOUNTING 
AND FINANCIAL STATEMENTS

.13 The basic purpose of financial accounting and 
financial statements is to provide financial inform ation 
about ind ividua l business enterprises tha t is useful in  mak
ing  economic decisions (section 1024). General and quali
ta tive  objectives aid in  fu lfillin g  th is basic purpose and 
provide means fo r evaluating present and proposed account
ing principles.

.14 General objectives determine the appropriate con
tent o f financial accounting inform ation. These objectives 
are to present reliable financial inform ation about enter
prise resources and obligations, economic progress and 
other changes in  resources and obligations, to present in fo r
mation helpfu l in  estimating earnings potential, and to 
present other financial inform ation needed by users, par
ticu la rly  owners and creditors.

.15 Certain qualities or characteristics make financial 
inform ation useful. P roviding inform ation tha t has each 
o f these qualities is an objective o f financial accounting.
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These qualita tive objectives are relevance, understand- 
a b ility , ve rifia b ility , neutra lity, timeliness, com parability, 
and completeness.

.16 The objectives o f financial accounting and finan
cial statements are at least p a rtia lly  achieved at present, 
although improvement is probably possible in  connection 
w ith  each of them. Constraints on fu ll achievement of the 
objectives arise from  (1) conflicts of objectives, (2) environ
mental influences, and (3) lack o f complete understanding 
of the objectives.

BASIC FEATURES AND BASIC ELEMENTS 
OF FINANCIAL ACCOUNTING

Basic Features
.17 The basic features o f financial accounting (section 

1025) are determined by the characteristics of the environ
ment in  which financial accounting operates. The features 
are:

(1) Accounting entity—economic activities of in d iv id 
ual entities are the focus of financial accounting.

(2) Going concern—continuation of en tity  operations 
is usually assumed in  financial accounting in  the 
absence of evidence to the contrary.

(3) Measurement of economic resources and obliga
tions—financial accounting is p rim a rily  concerned 
w ith  measurement of economic resources and obli
gations and changes in  them.

(4) Time periods—financial accounting presents in fo r
mation about activ ities fo r re la tive ly short time 
periods.

(5) Measurement in  terms of money—financial ac
counting measures in  terms o f money.

(6) Accrual—determ ining periodic income and finan
cial position depends on measurement of noncash 
resources and obligations.

(7) Exchange price—financial accounting measure
ments are p rim a rily  based on exchange prices.

(8) Approximation—approximations are inevitable in  
the allocations required in  financial accounting.
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(9) Judgment—financial accounting requires informed 
judgment.

(10) General-purpose financial information—financial 
accounting presents general-purpose financial in 
form ation.

(11) Fundamentally related financial statements—state
ments of financial position and changes in  financial 
position are fundamentally related.

(12) Substance over form—financial accounting empha
sizes the economic substance of events even though 
the legal form  may d iffe r from  the economic sub
stance and suggest d ifferent treatment.

(13) M ateria lity—financial reporting is only concerned 
w ith  significant inform ation.

Basic Elements
.18 The basic elements of financial accounting are 

assets, lia b ilitie s , owners’ equity, revenue, expenses, and 
net income (section 1025). These elements are defined in  
terms of (a) economic resources, economic obligations, and 
residual interest and changes in  resources, obligations, and 
residual interest and (b) generally accepted accounting 
principles.

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES
.19 Generally accepted accounting principles (sec

tions 1026 to 1028) incorporate the consensus1 at any time 
as to which economic resources and obligations should be 
recorded as assets and liab ilities , which changes in  them 
should be recorded, when these changes should be recorded, 
how the recorded assets and lia b ilitie s  and changes in  them 
should be measured, what inform ation should be disclosed 
and how i t  should be disclosed, and which financial state
ments should be prepared. In  th is Statement, generally 
accepted accounting principles are divided into three 
levels: pervasive principles, broad operating principles, 
and detailed principles.

.20 Pervasive principles (section 1026) form  the basis 
fo r much of the accounting process. They include pervasive 
measurement principles and m odifying conventions. The
1 See section 1026.01, footnote 1.
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pervasive measurement principles—fo r example, realization 
—broadly determine the events recognized in  financial ac
counting, the basis of measurement used in  financial ac
counting, and the way net income is determined. The modi
fy in g  conventions—fo r example, conservatism—affect the 
application of the pervasive measurement principles.

.21 Broad operating principles (section 1027) are gen
eral rules, derived from  the pervasive principles, tha t gov
ern the application o f the detailed principles. They are 
described in  th is Statement in  two groups, principles of 
selection and measurement and principles of financial state
ment presentation. The principles of selection and measure
ment include principles tha t guide selection of events to be 
accounted fo r and assignment o f dollar amounts and p rin 
ciples tha t determine the effects of recorded events on as
sets, liab ilities , owners’ equity, revenue, and expenses of the 
enterprise.

.22 Detailed principles are the numerous rules and 
procedures tha t are based on the broad principles and spec
ify  the way data are processed and presented in  specific s it
uations. Detailed principles are discussed but not listed in  
section 1028.

.23 The three types of principles determine the opera
tion  of the financial accounting process. A ll three levels of 
principles are conventional. They have developed on the 
basis of experience, reason, and custom; they become gen
era lly accepted by agreement (often ta c it agreement) and 
are not fo rm ally derived from  a set of postulates.

DYNAMIC NATURE OF FINANCIAL ACCOUNTING

.24 Present generally accepted accounting principles 
are the result o f an evolutionary process that can be ex
pected to continue (section 1029). Principles change in  re
sponse to changes in  economic and social conditions, to new 
knowledge and technology, and to demands by users fo r 
more serviceable financial inform ation. Change is more pro
nounced in  the detailed principles than in  the broad operat
ing principles; the pervasive principles tend to be the most 
stable. Nevertheless, because the principles are conven
tional and have been developed in  relation to a specific 
environment and w ith  assumptions about needed financial 
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inform ation, they are a ll subject to  review, evaluation, and 
possible change.

CHARACTERISTICS AND LIMITATIONS OF FINANCIAL 
ACCOUNTING AND FINANCIAL STATEMENTS

.25 The environment, objectives, and basic features of 
financial accounting determine the structure of financial ac
counting and provide constraints and conditions on its  op
erations. The accounting principles tha t are generally 
accepted at a particu la r tim e as the basis of reporting repre
sent a response to these influences, constraints, and condi
tions as they exist a t tha t tim e and determine not only the 
scope of financial accounting inform ation at the tim e but 
also its  relevance. These principles are the result o f the 
h istorica l development of financial accounting, the way in  
which needs of users of financial accounting inform ation 
are perceived, and the way accountants interact w ith  the 
environment.

.26 The complexity of the economic a c tiv ity  tha t forms 
the subject m atter of accounting gives financial accounting 
some definite lim its. Taking one approach in  financial ac
counting requires rejection of other approaches and lim its  
the scope of accounting. The approach taken is reflected in  
certain characteristics of the financial accounting process 
and its  product, the financial statements. In  the m idst of 
the continuous and complex interactions found in  the eco
nomic environment of enterprises, periodic measurements 
are made based on a re la tive ly simple classification system. 
Faced w ith  the uncertainty and jo in t effects tha t character
ize economic activ ity , accountants adopt conventional pro
cedures tha t emphasize verifiable measures and are based 
on assumptions tha t certain causal relationships exist and 
can be traced.

.27 Some of the more im portant present character
istics and lim ita tions of financial accounting and financial 
statements are brie fly described.

Historical Report. F inancial accounting and financial 
statements are p rim a rily  h istorical in  tha t inform ation 
about events tha t have taken place provides the basic 
data of financial accounting and financial statements. 
General-Purpose Financial Statements. Financial ac
counting presents inform ation designed to serve the

Financial Accounting—General
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common needs o f a varie ty o f user groups w ith  prim ary 
emphasis on the needs of present and potential owners 
and creditors.
Fundamentally Related Financial Statements. Finan
cial statements are fundamentally related. Aspects of 
financial position presented in  the balance sheet are 
related to changes in  financial position presented in  the 
income statement and the statement of changes in 
financial position.
Classification. In form ation about financial position 
and results of operations is classified based on the pre
sumed needs of owners, creditors, and other users.
Summarization. Transactions and other events of a 
business enterprise that have sim ilar characteristics are 
grouped and presented in  summary form.
Measurement in  Terms of Money. F inancial state
ments in  the United States are expressed in  terms of 
numbers of U. S. dollars. Changes in  the general pur
chasing power o f the do llar are not reflected in  the basic 
financial statements.
Measurement Bases. Several measurement bases are 
used in  financial accounting, fo r example, net realiz
able value (receivables), lower of acquisition cost and 
present m arket price (inventories), and acquisition 
cost less accumulated depreciation (p lant and equip
ment). Financial statements in  general do not purport 
to reflect the current value o f the assets of the enter
prise or the ir potential proceeds on liqu idation under 
present generally accepted accounting principles.
Accrual. The effects of transactions and other events 
on the assets and lia b ilitie s  of a business enterprise are 
recognized and reported in  the time periods to which 
they relate rather than only when cash is received or 
paid.

Estimates and Judgment. The complexity and uncer
ta in ty  o f economic ac tiv ity  seldom perm it exact mea
surement. Estimates and informed judgment must 
often be used to  assign do lla r amounts to the effects 
o f transactions and other events tha t affect a business 
enterprise.

i
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Verifiab ility. A lthough estimates are unavoidable in  
financial accounting, an attempt is made to keep the 
effects of estimates to a minimum by basing financial 
accounting measurements p rim a rily  on enterprise 
transactions and requiring corroboration by outside 
evidence before increases in  value are recognized. Es
timates included in  financial accounting are usually re
lated in  some way to data derived from  verifiable 
events and the estimates are accounted fo r in  a con
sistent and systematic manner.
Conservatism. The uncertainties tha t surround the 
preparation of financial statements are reflected in  a 
general tendency toward early recognition of unfavor
able events and m inim ization o f the amount of net as
sets and net income.
Substance Over Form. A lthough financial accounting 
is concerned w ith  both the legal and economic effects 
o f transactions and other events and many of its  con
ventions are based on legal rules, the economic sub
stance of transactions and other events are usually 
emphasized when economic substance differs from  legal 
form.
Technical Terminology. Many o f the terms used in  
financial statements are common words to  which ac
countants have given technical meanings.
Audience. Financial statement users are presumed to 
be generally fa m ilia r w ith  business practices, the tech
nical language of accounting, and the nature of the 
inform ation reported.

[A s amended, effective fo r fiscal periods ending a fte r Sep
tember 30, 1971 by APB Opinion No. 19.]

USE OF FINANCIAL ACCOUNTING INFORMATION
.28 Appropriate use o f financial accounting inform a

tion  requires a knowledge o f the characteristics and 
lim ita tions of financial accounting. Financial accounting 
inform ation is produced fo r certain purposes by the use of 
conventional principles. Use o f the inform ation fo r other 
purposes or w ithout a general knowledge of its  charac
teristics and lim itations may lead to  m isinterpretation and 
errors.

.29 An im portant characteristic o f financial state
ments, fo r example, is tha t the inform ation they contain de- 
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scribes the past, while decision m aking is oriented toward 
the future. A  record of past events and a knowledge of past 
position and changes in  position, however, help users evalu
ate p rio r decisions and th is inform ation is also a starting 
po in t fo r users in  predicting the future. Decision makers 
should not assume, however, tha t the conditions tha t pro
duced past results w ill necessarily continue in  the future.

.30 Financial statements are designed to provide an 
im portant pa rt of the inform ation tha t users need fo r many 
o f the ir decisions. The inform ation contained in  the state
ments should not be relied on exclusively, however, and 
should be supplemented by other inform ation about the 
specific prospects of the company, the industry in  which i t  
operates, and the economy in  general.

.31 A  knowledge of the characteristics and lim ita tions 
o f financial statements also helps users avoid pu tting  undue 
reliance on single measures or the results of a single year. 
Net income or earnings per share of a single year, fo r ex
ample, should not be overemphasized since these amounts 
are derived from  complex computations, are based on esti
mates and judgments, and often have the ir meaning mod
ified by inform ation in  the notes to the financial statements. 
In  reaching decisions users should consider movements in  
the components of net income, the effects of estimates and 
judgments, the possible effects of inform ation disclosed in  
notes, and sim ilar factors.

  T he  n e x t page is  7201.  
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AC Section 1023
The Environment of 
Financial Accounting
[Source: APB Statement No. 4 , Chap. 3, as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
.01 Accounting is a service activ ity . Its  function is to 

provide quantitative inform ation, p rim a rily  financial in  
nature, about economic entities tha t is intended to be useful 
in  m aking economic decisions—in  m aking reasoned choices 
among alternative courses of action. Accounting includes 
several branches, fo r example, financial accounting, mana
gerial accounting, and governmental accounting.

.02 Financial accounting fo r business enterprises is 
one branch of accounting. I t  provides, w ith in  lim ita tions 
described below, a continual h istory quantified in  money 
terms of economic resources and obligations of a business 
enterprise and of economic activ ities tha t change those re
sources and obligations.

.03 Financial accounting is  shaped to a significant ex
tent by the environment, especially by:

1. The many uses and users which i t  serves,
2. The overall organization o f economic a c tiv ity  in  

society,
3. The nature of economic a c tiv ity  in  ind iv idua l busi

ness enterprises, and
4. The means of measuring economic activ ity . 

Environm ental conditions, restraints, and influences are 
generally beyond the direct control of businessmen, ac
countants, and statement users. Understanding and evalu
ating financial accounting requires knowledge of th is 
environment and of its  im pact on the financial accounting 
process. Aspects of the environment are reflected in  the 
basic features and basic elements of financial accounting 
(see Section 1025) and in  generally accepted accounting 
principles (see Sections 1026 to 1028).
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USES AND USERS OF FINANCIAL 
ACCOUNTING INFORMATION

.04 F inancial accounting in fo rm ation1 is used by a 
va rie ty of groups and fo r diverse purposes. The needs and 
expectations of users determine the type of inform ation re
quired. User groups may be broadly classified in to  (1) 
those w ith  direct interests in  business enterprises and (2) 
those w ith  ind irect interests.

Users w ith  Direct Interests
.05 Some users have or contemplate having a direct 

economic interest in  business enterprises. Examples of 
these users and of the types of evaluations and decisions 
fo r which they use financial accounting inform ation are:

Owners—retain, increase, or decrease proportionate 
ownership; evaluate the use and stewardship of re
sources by management.

Creditors and suppliers—extend credit; determine 
terms of cred it; require security or restrictive coven
ants in  terms; enter su it or force bankruptcy or receiv
ership; increase or decrease reliance on the enterprise 
as a customer.

Potential owners, creditors, and suppliers—commit re
sources to the enterprise; determine amount of commit
ment; evaluate the use and stewardship of resources 
by management.

Management (including directors and officers)—assess 
nature and extent of financing needs; evaluate results 
o f past economic decisions; set dividend policy; pro
ject fu ture  financial position and income; assess 
merger and acquisition possibilities; recommend re
organization or dissolution.

Taxing authorities—evaluate tax returns; assess taxes 
or penalties; make investigations and audits.

Employees—negotiate wages; term inate employment; 
or, fo r prospective employees, apply fo r employment.
Customers—anticipate price changes; seek alternative 
sources or broader bases of supply.

1 The term inform ation is sometimes applied only to relevant data. Sec
tions 1021-1029 do not distinguish between the terms inform ation and data.
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Users w ith  Indirect Interests
.06 Some users of financial accounting inform ation 

derive an interest because the ir function is  to  assist or pro
tect those who have or contemplate having a d irect interest. 
Examples are:

Financial analysts and advisors—advise investors and 
potential investors to  retain, increase, decrease, or ac
quire an investment in  the enterprise; evaluate pros
pects o f investment in  the enterprise re lative to  a lter
native investments.2
Stock exchanges—accept or cancel lis tings; suspend 
trad ing ; encourage changes in  accounting practices or 
additional disclosure o f inform ation.
Lawyers—determine whether covenants and contract
ual provisions are fu lfille d ; advise on lega lity  o f d i
vidends and p ro fit sharing and deferred compensation 
agreements; d ra ft pension plan terms.
Regulatory or registration authorities—assess reason
ableness o f rate o f re tu rn ; allow or require increases or 
decreases in  prices or rates; require or recommend 
changes in  accounting or disclosure practices; issue 
cease-and-desist or stock-trading-suspension orders.
Financial press and reporting agencies—prepare de
scriptive analyses; combine, summarize, or select 
inform ation to  present in  descriptions; conform in fo r
mation to uniform  presentation arrangements; compute 
trends and ratios.
Trade associations—compile industry statistics and 
make comparisons; analyze industry results.
Labor unions—form ulate wage and contract demands; 
assess enterprise and industry prospects and strengths.

Common and Special Needs
.07 Financial accounting inform ation may be directed 

toward the common needs o f one or more o f the user groups 
cited above or may be directed toward specialized needs. 
Examples of inform ation directed toward common needs 
are the general-purpose reports on enterprise financial posi

2 Investment bankers are users w ith  derived interests when they act 
as analysts and advisors to  issuers of securities and investors in securities. 
They are users w ith  direct interests when they purchase and sell securi
ties on their own account.
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tion  and progress known as the balance sheet, the income 
statement and the statement o f changes in  financial position.
The emphasis in  financial accounting on general-purpose in 
form ation (see section 1025.12) is based on the presumption 
tha t a significant number o f users need sim ila r inform ation. 
General-purpose inform ation is not intended to  satisfy spe
cialized needs o f ind iv idua l users. [A s amended, effective 
fo r fiscal periods ending a fte r September 30, 1971 by APB 
Opinion No. 19.]

.08 Examples o f inform ation tha t is  derived from  fi
nancial accounting records and directed toward specialized 
needs are some financial reports submitted to  regulatory au
thorities, special financial reports prepared to  obtain credit 
or loans, many reports to  management, tax returns, and 
statistica l financial inform ation given to  trade and industry 
associations. In form ation prepared fo r a particu la r pur
pose cannot be expected to serve other needs well. Further
more, the problem of ascertaining specialized needs o f a 
large number o f users, the cost o f attem pting to serve these 
needs on an ind iv idua l basis, and the confusion tha t m ight 
result from  disseminating more than one set of inform ation 
about the financial results o f an enterprise’s operations 
m ilita te  against attem pting to serve a ll needs o f users w ith  
special-purpose reports.

.09 Im proving financial accounting requires continu
ing  research on the nature o f user needs, on the decision pro
cesses of users, and on the inform ation tha t most effectively 
serves user needs.

THE ORGANIZATION OF ECONOMIC 
ACTIVITY IN SOCIETY

.10 A ll societies engage in  certain fundamental eco
nomic activ ities:

Production—the process o f converting economic re
sources in to  outputs o f goods and services tha t are in 
tended to have greater u tility  than the required inputs.
In  sections 1021-1029 the term  production is used in  th is 
broad sense and encompasses the provision o f services 
and the movement and storage o f goods as w ell as 
changes in  physical form  o f goods. The term  produc
tion therefore is not used in  sections 1021-1029 synony
mously w ith  the term manufacturing.3 3

3 See paragraph .23 fo r further discussion of production.
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Income distribution—the process o f allocating rights 
to the use of output among individuals and groups in  
society.
Exchange—the process o f trad ing resources or obliga
tions fo r other resources or obligations.
Consumption—the process o f using the fina l output of 
the production process.
Saving—the process by which individuals and groups 
set aside righ ts to present consumption in  exchange 
fo r righ ts to fu ture  consumption.
Investment—the process o f using current inputs to in 
crease the stock o f resources available fo r fu tu re  out
put as opposed to immediately consumable output.

.11 In  less developed economies each form  o f economic 
a c tiv ity  is re la tive ly simple and many of the  processes are 
merged in to  one another. Ind iv idua ls or groups produce fo r 
th e ir own consumption; the d istribu tion  of claims to out
pu t and income is d irect and obvious; exchange is the ex
ception rather than the ru le ; and saving and investment 
occur together as some ind ividuals or groups set aside pa rt 
o f the product of the ir current e ffo rt fo r fu ture  rather than 
present consumption.

.12 In  contrast, economic a c tiv ity  is specialized and 
complex in  h igh ly developed economies like  the United 
States. Goods and services are produced by specialized 
units. These units may be government owned, bu t in  the 
United States most productive a c tiv ity  is carried on 
through investor owned business enterprises. Business en
terprises are individuals or associations o f ind ividuals tha t 
control and use resources fo r a va rie ty o f purposes includ
ing  the purpose of yie ld ing a re turn to the owners of the 
enterprise. They produce fo r sale rather than the ir own 
consumption and generally engage in  m arket exchanges to 
acquire inputs fo r the production process and to dispose o f 
goods and services produced.

.13 W ith in  producing units, the production process 
itse lf is often specialized and complex. Modem organiza
tion  perm its and modem technology requires long, con
tinuous, and in trica te  processes in  which products and 
services are often the jo in t result o f several productive re
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sources. Rapid changes in  technology change patterns of 
inputs and of outputs and contribute to changes in  the ir re l
ative prices. Likewise, sh ifts in  consumer demands and 
preferances affect the prices of outputs and through these 
the prices of inputs used in  the production process.

.14 Savings and investment are also separate, special
ized activities. Savings are invested through a complex set 
o f intermediaries which offer the saver diverse types of 
ownership or creditor claims, most of which can be freely 
traded.

.15 The complexity and d ive rs ity  of modern economic 
organization have im plications fo r financial accounting:

(1) Since economic a c tiv ity  of business enterprises 
tends to be continuous, relationships associated 
w ith  intervals of time like  a year or a quarter of 
a year can be measured only on the basis of as
sumptions or conventional allocations.

(2) Because o f the com plexity of modem production 
and the jo in t nature of economic results, the rela
tive  effects of the various productive resources are 
intertw ined, not only w ith  each other but w ith  ex
ternal market events. Computing the precise 
effects of a particu la r inpu t u n it or a particu la r ex
ternal event is therefore impossible except on an 
a rb itra ry  basis.

(3) In  a dynamic economy, the outcome of economic 
a c tiv ity  is uncertain at the tim e decisions are 
made and financial results often do not correspond 
to o rig ina l expectations.

.16 On the other hand, certain elements of modem 
economic organization help to provide an underlying con
tin u ity  and s ta b ility  to some aspects of economic a c tiv ity  
and hence to the task of measuring tha t ac tiv ity . In  par
ticu la r:

(1) Several forms of enterprise, especially the cor
porate form , continue to exist as legal entities fo r 
extended periods of time.

(2) The framework of law, custom, and trad itiona l 
patterns of action provides a significant degree of 
s ta b ility  to  many aspects of the economic environ-
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ment. In  a society in  which property righ ts  are 
protected, contracts fu lfilled , debts paid, and credit 
banking and transfer operations efficiently per
formed, the degree of uncertainty is reduced and 
the predicab ility of the outcome of many types of 
economic activ ities is correspondingly increased.

ECONOMIC ACTIVITY IN INDIVIDUAL 
BUSINESS ENTERPRISES

.17 The economic activ ities of a business enterprise 
increase or decrease (1) its  economic resources, (2) its  
economic obligations, and (3) the residual interest in  its  
resources.

Economic Resources

.18 Economic resources are the scarce means (lim ited  
in  supply re lative to desired uses) available fo r carrying on 
economic activities. The economic resources of a business 
enterprise include:

1. Productive resources
These resources are the means used by the enter
prise to produce its  product:
a. Productive resources of the enterprise—

These include raw materials, plant, equipment, 
natural resource deposits, patents and sim ilar in 
tangibles, goodwill, services, and other resources 
used in  production.

b. Contractual righ ts  to  productive resources—
These include contractual righ ts to the use of 
resources o f other entities (including in d iv id 
uals) as w ell as righ ts  to delivery of materials, 
plant, and equipment from  other entities. Con
tractual righ ts  to resources of other entities 
often arise in  m utual commitments in  which 
payment is to  be made as, or shortly after, the 
goods or services are used or received.

2. Products
These resources are outputs of the enterprise, con
sisting of (a) goods awaiting exchange, and (b)
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p a rtia lly  completed goods s till in  the process of 
production.4

3. Money
4. Claims to receive money
5. Ownership interests in  other enterprises.

Economic Obligations

.19 The economic obligations o f an enterprise a t any 
tim e are its  present responsibilities to  transfer economic 
resources or provide services to  other entities in  the future. 
Obligations usually arise because the enterprise has re
ceived resources from  other entities through purchases or 
borrowings. Some obligations, however, arise by other 
means, fo r example, through the im position of taxes 
or through legal action. Obligations are general claims 
against the enterprise rather than claims to specific re
sources o f the enterprise unless the terms of the obligation 
or applicable legal rules provide otherwise. Economic 
obligations include:

1. Obligations to pay money
2. Obligations to provide goods or services

These are norm ally contractual obligations calling 
fo r the transfer of resources other than money 
according to  specified conditions. The obligations 
may arise because payment fo r the goods or services 
to  be provided has already been received or as the 
result of a m utual commitment.

Residual Interest

.20 The residual or owners’ interest is the interest in  
the economic resources o f an enterprise tha t remains after 
deducting economic obligations. I t  is the interest of those 
who bear the u ltim ate risks and uncertainties and receive 
the u ltim ate benefits o f enterprise operations. A t the start 
o f the enterprise the residual interest equals the owners’ 
in itia l investment o f resources. Increases or decreases in  
enterprise resources tha t are not offset by equal changes 
in  enterprise obligations change the residual interest. *

4 The products of an enterprise also include services provided to other 
entities. Services provided to others cannot be inventoried, however, and 
therefore are not resources of the enterprise.
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Relationship Among Economic Resources,
Economic Obligations, and Residual Interest

.21 The relationship among the resources of an enter
prise and the claims and interests in  those resources im p lic it 
in  the definition of residual interest is :
Economic Resources — Economic Obligations =  Residual 
In te re s t5
The resources, obligations, and residual interest of an enter
prise are the basis fo r the basic elements of financial posi
tion—assets, liab ilities , and owners’ equity—dealt w ith  in  
financial accounting (see section 1025.19-.20).

Changes in Economic Resources, Economic 
Obligations, and Residual Interest

.22 Resources, obligations, and residual interest of an 
enterprise change over time. Changes in  resources and 
obligations include acquisitions and dispositions of re
sources, incurrence and discharge o f obligations, and 
changes in  the u tility  or prices of resources held. Because 
resources, obligations, and residual interest are related, 
changes in  them are also related and a change in  to ta l 
resources is always accompanied by a change in  obligations 
or residual interest. Events tha t change resources, obli
gations, and residual interest are the basis fo r the basic 
elements of results of operations—revenue, expenses, and 
net income (see section 1025.21-.22)—and other changes in  
financial position w ith  which financial accounting is con
cerned.

.23 Events tha t change the resources, obligations, or 
residual interest of an enterprise may be classified in  many 
ways. The fo llow ing classification is intended to be com
plete, to  avoid overlapping, and to h igh ligh t differences 
tha t are im portant to financial accounting. This classifica
tion  of events is used in  section 1027 as the basis fo r pre
senting the principles of selection and measurement.

I. External events: events tha t affect the enterprise 
and in  which other entities participate.
A . Transfers of resources or obligations to or 

from  other entities. *
5 Expressing the relationship in a mathematical equation goes beyond 

descriptions of terms and assumes appropriate measurement. Measurement 
of economic activity is discussed in paragraphs .27-.33.
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1. Exchanges—
These events are reciprocal transfers of 
resources or obligations between the en
terprise and other entities in  which the 
enterprise either sacrifices resources or 
incurs obligations in  order to  obtain other 
resources or satisfy other obligations. E x
changes occur i f  each party to the trans
action values tha t which he w ill receive 
more than tha t which he must give up and 
i f  the particu lar exchange is evaluated 
as preferable to alternative actions. E x
changes encompass many of the economic 
interactions o f entities; they include con
tractua l commitments as w ell as transfers 
of goods, services, money, and the exchange 
of one obligation fo r another. Some ex
changes take place on a continuous basis 
over time instead of being consummated 
at a moment of time—fo r example, accumu
lations of interest and rent.

2. Nonreciprocal transfers—
These events are transfers in  one direction 
of resources or obligations, either from  the 
enterprise to other entities or from  other 
entities to the enterprise.
a. Transfers between the enterprise and 

its  owners—
These are events in  which the enter
prise receives resources from  owners 
and the enterprise acknowledges an in 
creased ownership interest, or the enter
prise transfers resources to owners and 
the ir interest decreases.6 These trans
fers are not exchanges from  the point 
of view  o f the enterprise. The enter
prise sacrifices none of its  resources and 
incurs no obligations in  exchange fo r 
owners’ investments, and i t  receives

6Interactions of enterprises w ith owners acting as customers, suppliers, 
employees, debtors, creditors, donors, etc., rather than as owners are ex
cluded from  this category.
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nothing o f value to itse lf in  exchange 
fo r the resources i t  distributes.7 Trans
fers of th is  type also include declaration 
of dividends and substituting owner
ship interest fo r obligations.

b. Nonreciprocal transfers between the 
enterprise and entities other than 
owners—
In  these transfers one of the two en
titie s  is often passive, a mere beneficiary 
or v ic tim  of the other’s actions. Exam
ples are g ifts , dividends received, taxes, 
loss o f a negligence lawsuit, imposition 
of fines, and theft.

B. External events other than transfers o f re
sources or obligations to or from  other entities.
Enterprise resources may be changed by ac
tions of other entities tha t do not involve 
transfers of enterprise resources or obliga
tions. Examples are changes in  specific prices 
of enterprise resources, changes in  interest 
rates, general price-level changes, technologi
cal changes caused by outside entities, and 
vandalism. In  addition to the ir d irect effects 
on the enterprise, these types of events also 
introduce an element of uncertainty in to  pro
duction and exchange activities. Unfavorable 
effects of these events may at best be insured 
or hedged against or provided fo r through 
policies tha t promote orderly adaptation to 
changed conditions.

I I .  In terna l events: events in  which only the enter
prise participates.

7 The distinction between exchanges and transfers between an enter
prise and its owners is important in financial accounting today because 
resources are normally recorded at the cost (see section 1026.28) in an 
exchange; owners’ investments have no cost to the enterprise and are 
recorded at the fair value of the assets received (see section 1027.08, M-2). 
Furthermore, revenue and expenses can result from exchanges but not 
from  transfers between an enterprise and its owners.
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A. Production.
Production in  a broad sense is the process by 
which resources are combined or transformed 
in to  products (goods or services). Produc
tion does not necessarily a lte r the physical 
form  of the items produced; i t  may involve 
sim ply a change in  location or the holding of 
items over a period of time. Production en
compasses a broad range of activities, includ
ing  m anufacturing, exploration, research and 
development, m ining, agriculture, transporta
tion, storage, m arketing and d istribution, mer
chandising, and provision of services. Each 
of these activ ities is intended to result in  a 
product w ith  an exchange price greater than 
the cost of the resources used in  its  production. 
Production includes a ll the internal events 
o f an enterprise except casualties. (The 
term production therefore is not used in  sec
tions 1021-1029 synonymously w ith  the term 
manufacturing.)

B. Casualties.
Casualties are sudden,8 substantial, unantici
pated reductions in  enterprise resources not 
caused by other entities.9 Examples are fires, 
floods, and other events o rd ina rily  termed acts 
o f God. Some events in  th is category are 
sim ilar to  those in  category IB  in  tha t they 
introduce an element o f uncertainty and may 
be insured against.

.24 N et income or loss can result from  each of the 
types o f events listed except transfers between an enter
prise and its  owners.

.25 Discussion of Classification of Events. C lassifying 
events involves problems regardless of the system of clas
sification chosen. F irs t, the distinctions between classes 
probably cannot be made clear enough to  make the class *

8 Casualties also include concealed progressive changes in assets that
are discovered after substantial change has taken place, fo r example, dam
age from  settling of a building foundation.

9This definition of casualties differs from that in the Internal Revenue
Code, which includes some external events as casualties.
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in  which every event belongs obvious. For example, the 
distinctions between external and internal events and 
between production and casualties involve borderline situa
tions which require judgm ent in  assigning events to classes. 
Second, more than one event can occur a t the same time 
and place. For example, when employees are a t work, 
exchanges are taking place between the enterprise and the 
employees (wages and salaries are accruing) and produc
tion  is taking place at the same time. Single occurrences 
must sometimes be analyzed in to  component events tha t f it  
in to  separate classes. F ina lly , the economic substance of 
some events may d iffe r from  th e ir legal form . Classifica
tion  of th is  k ind  of event may d iffe r depending on whether 
its  form  or its  substance is considered to govern (see sec
tion  1025.14).

.26 Cost. Changes in  resources, obligations, and resi
dual interest often involve economic cost to the enter
prise. Economic cost is  the sacrifice (th a t which is given 
up or foregone) incurred in  economic activ ities (see section 
1026.28 fo r treatm ent o f cost under generally accepted 
accounting principles).

MEASURING ECONOMIC ACTIVITY
.27 Comparison and evaluation o f diverse economic 

activ ities are fac ilita ted  by measurement10 o f enterprises' 
resources and obligations and the events tha t change them.

Measurement Problems
.28 The complexity, continuity, and jo in t nature of 

economic a c tiv ity  (see paragraphs .12 to  .15) present prob
lems in  measuring the effects o f enterprise activ ities and 
associating them w ith  specific products and services and 
w ith  re la tive ly  short tim e periods. The need to  relate meas
urements to  each other also presents problems because i t  
requires selecting like  quantitative attributes and ignoring 
others. A ttribu tes are selected on the basis o f concepts tha t 
specify the a ttribu te  to  be measured and how and when 
measurements are to  be made. Disagreements over meas-

10 The terms measurement and valuation are often used interchangeably 
in accounting to mean simply the quantification of resources, obligations, 
and changes in them in money terms. An accounting research study on 
measurement and valuation in financial accounting is now in progress. The 
technicalities of differences between measurement and valuation, i f  any, w ill 
be examined in that study.
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urement concepts are the source o f many of the differences 
o f opinion about how to achieve the objectives of financial 
accounting and financial statements. (The objectives are 
discussed in  section 1024.)

.29 Because the resources and obligations of an enter
prise and changes in  them are inseparably connected, meas
u ring  the resources and obligations and measuring changes 
in  them (including those changes tha t are the source of net 
income fo r a period) are two aspects of the same problem.

Exchange Prices
.30 The effects of economic activ ities are measured in  

terms of money in  a monetary economy. Money measure
ments are used to relate economic activ ities tha t use diverse 
types of resources to produce diverse types of products and 
services. Fluctuations in  the general purchasing power of 
money cause problems in  using money as a u n it o f measure 
(see sections 1026.30 to  1026.32).

.31 Resources are measured in  terms of money through 
money prices, which are ratios at which money and other 
resources are or may be exchanged. Several types of money 
prices can be distinguished based on types o f markets (pur
chase prices and sales prices) and based on time (past 
prices, present prices, and expected fu ture prices). Four 
types of money prices are used in  measuring resources in  
financial accounting.

1. Price in past purchase exchanges of the enterprise 
This price is usually identified as historical cost or 
acquisition cost because the amount ascribed to the 
resource is its  cost, measured by the money or other 
resources exchanged by the enterprise to obtain it.

2. Price in  a current purchase exchange
This price is usually identified as replacement cost 
because the amount ascribed to the resource is mea
sured by the current purchase price o f s im ila r re
sources tha t would now have to  be paid to  acquire 
i t  i f  i t  were not already held or the price tha t would 
now have to  be paid to  replace assets held.

3. Price in a current sale exchange
This price is usually identified as current selling 
price because the amount ascribed to the resource
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is  measured by the current selling price of the 
resource tha t would be received in  a current 
exchange.

4. Price based on future exchanges
This price is used in  several related concepts— 
present value of future net money receipts, dis
counted cash flow, (discounted) net realizable value, 
and value in  use. Each indicates tha t the amount 
ascribed to the resource is measured by the ex
pected net fu ture  money flow related to the resource 
in  its  present or expected use by the enterprise, d is
counted fo r an interest factor.11

.32 Each of these concepts has a t least some current 
application in  financial accounting. Their application is 
discussed in  connection w ith  present generally accepted 
accounting principles in  section 1027.05.

.33 Measuring economic activ ities in  terms of ex
change prices has certain lim ita tions because some im port
ant changes tha t affect these activ ities are not changes in  
monetary attributes of resources. Examples are (1) physi
cal changes in  resources during production, (2) certain 
external events, such as technological changes and changes 
in  consumer tastes, and (3) certain broad forces in  the 
economy, such as changes in  governmental attitudes toward 
business operations. Reporting these changes in  terms of 
exchange prices when they occur requires certain assump
tions, fo r example, assumptions concerning the presumed 
effect of these changes on prices of enterprise resources. 
The alternative is to w a it to report these changes u n til they 
affect aspects of resources tha t are d irectly  related to 
exchange prices or u n til exchanges occur.

  The next page is 7221.

11 Current selling price and net realizable value differ conceptually, although 
they may give the same amount under certain conditions: (1) future sales 
price is expected to be the same as current sales price (or no better 
estimate of future sales price than current price is available), (2) no future 
costs are expected, and (3) discounting is ignored.
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AC Section 1024
Objectives o f 
Financial Accounting and 
Financial Statements
[Source: APB Statement No. 4, Chap. 4 , as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
.01 The basic purpose o f financial accounting and 

financial statements is to provide quantitative financial in 
form ation about a business enterprise tha t is useful to  state
ment users, pa rticu la rly  owners and creditors, in  making 
economic decisions. This purpose includes provid ing in fo r
mation tha t can be used in  evaluating management’s effec
tiveness in  fu lfillin g  its  stewardship and other managerial 
responsibilities. W ith in  the framework of these purposes 
financial accounting and financial statements have a num
ber of objectives tha t (1) determine the appropriate content 
of financial accounting inform ation (general objectives) 
and (2) indicate the qualities tha t make financial account
ing inform ation useful (qualita tive objectives). The objec
tives provide means to evaluate and improve generally 
accepted accounting principles (see section 1029.07).

.02 The content of financial accounting inform ation 
can be examined on two levels. F irs t, the appropriate con
tent of particu la r financial statements prepared a t a given 
date may be examined. Second, the appropriate content of 
financial accounting inform ation in  general, w ithout regard 
fo r the conventions a t any particu la r date, may be 
examined.

OBJECTIVES OF PARTICULAR FINANCIAL STATEMENTS
.03 The objectives of particu la r financial statements 

are to present fa ir ly  in  conform ity w ith  generally accepted 
accounting princip les1 (1) financial position, (2) results

1 See section 1026.01-.04 for a discussion of the nature of generally 
accepted accounting principles. See section 1027.15 fo r a discussion of fa ir 
presentation in conformity w ith generally accepted accounting principles.
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of operations, and (3) other changes in  financial position. 
Financial position and changes in  financial position of an 
enterprise are defined in  terms of its  economic resources 
and obligations and changes in  them tha t are identified and 
measured in  conform ity w ith  accounting principles tha t 
are generally accepted at the time the statements are 
prepared.2

GENERAL OBJECTIVES
.04 The objectives o f pa rticu la r financial statements 

are stated in  terms o f the accounting principles tha t are 
generally accepted at the time the financial statements are 
prepared. These principles may change in  response to  a 
varie ty of forces.3 General objectives th a t give direction 
to the development o f accounting principles are therefore 
required. These general objectives are broader or longer 
range than those fo r particu la r financial statements and 
indicate the appropriate content o f financial accounting 
inform ation in  general. They are independent o f generally 
accepted accounting principles a t any particu la r time. 
Im proving financial accounting to better achieve the gen
eral objectives involves difficulties, which are discussed in  
paragraphs .38 to .41.

Statement o f the General Objectives
.05 A  general objective o f financial accounting and 

financial statements is to provide reliable financial inform a
tion  about economic resources and obligations o f a busi
ness enterprise. This inform ation is im portant in  evaluat
ing the enterprise’s strengths and weaknesses. I t  indicates 
how enterprise resources are financed and the pattern of 
its  holdings of resources. I t  aids in  evaluating the enter
prise’s a b ility  to meet its  commitments. The inform ation 
indicates the present resource base available to  exploit 
opportunities and make fu ture  progress. In  short, inform a
tion  about economic resources and obligations o f a business 
enterprise is  needed to form  judgments about the a b ility  of 
the enterprise to  survive, to  adapt, to  grow, and to  prosper 
amid changing economic conditions.

.06 Another general objective, of prim e importance, is 
to  provide reliable inform ation about changes in  net re- * *

2 See section 1025.17-.22.
3 See section 1029.02-.03 fo r a discussion of the dynamic nature of

financial accounting.
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sources (resources less obligations) of an enterprise tha t 
result from  its  profit-directed activities.4 Alm ost a ll who 
are d irectly concerned w ith  the economic activities of an 
enterprise are interested in  its  a b ility  to operate success
fu lly . Investors expect a dividend return or increases in  the 
price of ownership shares or both. An enterprise tha t 
operates successfully is more like ly  to be able to  pay credi
tors and suppliers, provide jobs fo r employees, pay taxes, 
and generate funds fo r expansion. Management of the 
enterprise also needs inform ation about economic progress 
to  plan operations and evaluate progress in  comparison 
w ith  previously established goals. To survive, the enter
prise needs some minimum level of success in  its  pro fit- 
directed activities over the long run.

.07 A  related general objective is to provide financial 
inform ation tha t assists in  estimating the earning potential 
o f the enterprise. In form ation about the past and present 
may help users of the inform ation in  making predictions. 
Trend figures usually (though not invariab ly) are better 
aids to prediction than the results of a single year. E xtrap
olations of financial data, however, should be made only 
in  conjunction w ith  the best additional inform ation avail
able about the enterprise, its  circumstances, and its  
prospects.

.08 Another general objective is to provide other 
needed inform ation about changes in  economic resources 
and obligations. Examples are inform ation about changes 
in  residual interest from  sources other than profit-directed 
activ ities and inform ation about financing and investing 
activities. [A s amended, effective fo r fiscal periods ending 
a fte r September 30, 1971 by APB Opinion No. 19.]

.09 A  fu rth e r general objective is  to disclose, to the 
extent possible, other inform ation related to the financial 
statements tha t is relevant to statement users’ needs. Exam
ples of disclosures of th is type are descriptions o f the ac
counting policies adopted by the reporting entity. [As 
amended by APB Opinion No. 22, December 31, 1971.]

Concepts, Accounting Principles Underlying Financial Statements

4 The term profit-directed activities is used in sections 1021-1029 to refer 
to  all activities of an enterprise except transfers between the enterprise and 
its owners.
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.10 U nderlying the preceding discussion is the recog
n ition  th a t decisions of financial statement users involve 
the process o f choosing among alternative courses of action. 
Owners make choices on whether to  increase, retain, or dis
pose o f holdings in  various enterprises. Creditors often 
must choose between enterprises in  deciding whether to 
extend credit. Management makes choices, fo r example, 
between alternative business activ ities and between a lter
native investments. Generally, statement users compare 
performance both between enterprises and over two or more 
reporting periods fo r the same enterprise. (See paragraphs 
.21 and .23-.33 fo r a discussion o f com parability in  financial 
accounting.)

Discussion o f General Objectives
.11 The general objectives aid in  im proving account

ing  principles by re la ting the content of the inform ation 
to  the underlying activities of business enterprises and to 
the interests and needs o f users of the inform ation.

.12 The general objectives do not specify which re
sources and obligations and changes should be measured 
and reported as assets, lia b ilitie s , revenue, and expenses in  
financial accounting. They contain no im plication that 
assets and lia b ilitie s  ideally should include all resources 
and obligations or tha t a ll changes in  assets and lia b ilitie s  
ideally should be reported.5 Furthermore, they do not 
specify how the resources and obligations to be recorded 
should be measured. A  complementary set of objectives, 
the qualita tive objectives, aids in  determ ining which re
sources and obligations and changes should be measured 
and reported and how they should be measured and reported 
to make the inform ation most useful.

QUALITATIVE OBJECTIVES
.13 Certain qualities or characteristics make financial 

inform ation useful. P rovid ing inform ation tha t has each 
of these qualities is an objective o f financial accounting.

5N ot all resources and obligations and changes in them are presently 
reported. For example, rights under executory contracts, obligations 
whose amounts are indeterminate, and changes in market price of pro
ductive resources are generally not recorded as assets, liabilities, revenue, 
and expenses, although they may be disclosed. (See sections 1026-1028 
on generally accepted accounting principles.)

Financial Accounting—General
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These qualitative objectives are at least pa rtia lly  achieved 
at present, although improvement is probably possible in  
connection w ith  each of them. Constraints on fu ll achieve
ment of the qualitative objectives are caused by conflicts of 
objectives, by environmental influences, and by lack of com
plete understanding of the objectives (see paragraphs .38 
to .41).

.14 The qualitative objectives are related to the broad 
ethical goals of tru th , justice, and fairness that are accepted 
as desirable goals by society as a whole. To the extent that 
the objectives are met, progress is made toward achieving 
the broad ethical goals as well as toward making financial 
information more useful. The qualitative objectives are 
less abstract than the ethical goals o f tru th , justice, and 
fairness and can therefore be applied more d irectly to fi
nancial accounting. Nevertheless, they are also generali
zations that require judgment in  using them to evaluate 
and improve accounting principles.

Statement o f the 
Q ualita tive Objectives

.15 The Board believes that financial accounting has 
seven qualitative objectives (0-1 to 0-7). The prim ary 
qualitative objective is relevance.

.16 0-1. Relevance. Relevant financial accounting in 
mation bears on the economic decisions fo r 
which i t  is used.

The objective of relevance helps in  selecting methods of 
measuring and reporting in  financial accounting that are 
most like ly  to aid users in  making the types of economic 
decisions fo r which they use financial accounting data.6 In  
judging relevance of general-purpose information atten
tion is focused on the common needs of users and not on 
specific needs of particular users. A  v ita l task is to deter
mine these common needs and the information that is rele
vant to them (see sections 1023.07 and 1023.09). Relevance 
is the prim ary qualitative objective because information 
tha t does not bear on the decisions fo r which i t  is used is 
useless, regardless of the extent to which i t  satisfies the 
other objectives.  

6 See discussion on uses and users in section 1023.04-.09.
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.17 0-2. Understandability. Understandable financial 
accounting information presents data that 
can be understood by users of the informa
mation and is expressed in  a form  and w ith  
terminology adapted to the users’ range of 
understanding.

Understandability is important because accounting in fo r
mation must be intellig ib le i f  i t  is to be useful. Users of 
financial statements can understand the information only i f  
the data presented and the ir method of presentation are 
meaningful to them. Understandability also requires that 
the users have some understanding of the complex economic 
activities of enterprises, the financial accounting process, 
and the technical terminology used in financial statements.

.18 0-3. Verifiability. Verifiable financial account
ing information provides results that would 
be substantially duplicated by independent 
measurers using the same measurement 
methods.

Measurements cannot be completely free from  subjective 
opinions and judgments. The process of measuring and 
presenting information must use human agents and human 
reasoning and therefore is not founded solely on an “ objec
tive rea lity .”  Nevertheless, the usefulness of information 
is enhanced i f  i t  is verifiable, that is, i f  the attribute or 
attributes selected fo r measurement and the measurement 
methods used provide results that can be corroborated by 
independent measurers.

.19 0-4. Neutrality. Neutral financial-accounting in 
formation is directed toward the common 
needs of users and is independent of presump
tions about particular needs and desires of 
specific users of the information.

Measurements not based on presumptions about the parti
cular needs of specific users enhance the relevance of the 
information to common needs of users. Preparers of finan
cial accounting information should not try  to increase the 
helpfulness of the information to a few users to the detri
ment of others who may have opposing interests.

.20 0-5. Timeliness. Timely financial accounting in 
formation is communicated early enough to

© 1974, American Institute of Certified Public Accountants, Inc.AC § 1024.17



be used fo r the economic decisions which i t  
m ight influence and to avoid delays in  mak
ing those decisions.

.21 0-6. Comparability. Comparable financial ac
counting information presents similarities 
and differences that arise from basic simi
larities and differences in  the enterprise or 
enterprises and their transactions and not 
merely from differences in  financial account
ing treatments.

Problems in  achieving comparability are discussed in  para
graphs .23 to .33.

.22 0-7. Completeness. Complete financial account
ing information includes all financial ac
counting data that reasonably fu lf ill the 
requirements of the other qualitative objec
tives (0-1 to 0-6).

The first six qualitative objectives specify qualities that are 
desirable in  reported financial information. The objective 
of completeness specifies that a ll information that has the 
six qualities in  reasonable degree should be reported.

Comparability
.23 Comparability means the ab ility  to bring together 

fo r the purpose of noting points of likeness and difference. 
Comparability of financial information generally depends 
on like  events being accounted fo r in  the same manner. 
Comparable financial accounting information facilitates 
conclusions concerning relative financial strengths and 
weaknesses and relative success, both between periods for 
a single enterprise and between two or more enterprises.

.24 Comparability W ith in a Single Enterprise. A  
comparison of the financial statements of one enterprise at 
one date or fo r one period of time w ith  those of the same 
enterprise at other dates or fo r other periods of the same 
length is more informative i f  the following conditions exist:

(1) The presentations are in  the same form—that is, 
the arrangement w ith in  the statements is identical.

(2) The content of the statements is identical—that is, 
the same items from the underlying accounting 
records are classified under the same captions.

Concepts, Accounting Principles Underlying Financial Statements 7227
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(3) Accounting principles are not changed or, i f  they 
are changed, the financial effects of the changes 
are disclosed.

(4) Changes in  circumstances or in  the nature of the 
underlying transactions are disclosed.

.25 I f  these four conditions are satisfied, a comparison 
of the financial statements furnishes useful information 
about differences in  the results of operations fo r the periods 
involved or in  the financial positions at the dates specified.
To the extent, however, that any one of the conditions is 
not met, comparisons may be misleading.

.26 Consistency—Consistency is an important factor 
in  comparability w ith in  a single enterprise. Although finan
cial accounting practices and procedures are largely con
ventional, consistency in their use permits comparisons over 
time. I f  a change of practice or procedure is made, dis
closure of the change and its effect permits some compara
b ility , although users can rarely make adjustments that 
make the data completely comparable.

.27 Regular reporting periods — Regular reporting 
periods are also an important factor in  comparability w ith in  
a single enterprise. Periods of equal length facilitate com
parisons between periods. Comparing the results of periods 
shorter than a year, even though the periods are of equal 
length, however, may require consideration of seasonal 
factors. (See section 2071, In terim  Financial Reporting.)

.28 Comparability Between Enterprises. Compara
b ility  between enterprises is more difficult to attain than 
comparability w ith in  a single enterprise. Widespread pub
lic  interest in  investment opportunities in  recent years has 
focused attention on the desirability of achieving greater 
comparability of financial statements.

.29 To make comparisons between enterprises as 
meaningful as possible, the four conditions outlined in  para
graph .24 as well as other conditions should be satisfied.
The most important of the other conditions is that, ideally, 
differences between enterprises’ financial statements should 
arise from basic differences in the enterprises themselves 
or from the nature of their transactions and not merely 
from differences in  financial accounting practices and pro- 
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cedures. One o f the most im portant unsolved problems at 
present, therefore, is the general acceptance of alternative  
accounting practices under circumstances which themselves 
do not appear to be sufficiently d ifferent to ju s tify  d ifferent 
practices.

.30 Achieving com parability between enterprises de
pends on accomplishing two d ifficu lt tasks: (1) iden tify ing  
and describing the circumstances tha t ju s tify  or require the 
use o f a particu la r accounting practice or method, (2) elim 
ina ting  the use o f alternative practices under these c ir
cumstances. I f  these tasks can be accomplished, basic 
differences under which enterprises operate can be reflected 
by appropriate, and possibly different, practices.

.31 Pending accomplishment o f these tasks, users of 
financial statements should recognize tha t financial state
ments o f d ifferent enterprises may not be fu lly  comparable; 
th a t is, they may to an unknown extent reflect differences 
unrelated to basic differences in  the enterprises and in  the ir 
transactions. Evaluation o f differences is  not completely 
effective in  the absence o f c rite ria  governing the applic
a b ility  o f various practices and methods.

.32 Supplemental disclosures are sometimes directed 
toward overcoming th is present weakness in  financial re
porting, but disclosure does not necessarily make financial 
statements comparable. For example, a statement user may 
not safely assume tha t he has made comparable the finan
cia l statements o f tw o enterprises which use different ac
counting methods even though he has been able to pu t them 
on the same inventory or depreciation method through the 
use o f disclosed inform ation, because the circumstances 
may d iffe r to such an extent th a t sim ila r methods may not 
be appropriate.

.33 The Accounting Principles Board and others in  the 
accounting profession are continuing to  work on problems 
o f com parability between enterprises. The Board has, fo r 
example, developed crite ria  fo r application o f practices and 
procedures in  some problem areas and expects to deal w ith  
others in  the future. The great va rie ty o f business enter
prises and the large number o f d ifferent circumstances in  
which enterprises operate, even w ith in  the same industry, 
make the task a d ifficu lt one. The Board ranks compara-
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b ility  among the most important of the objectives of finan
cial accounting, however, and is attempting to narrow areas 
of difference in  accounting practices that are not justified 
by differences in  circumstances.

Adequate Disclosure
.34 Financial information that meets the qualitative 

objectives of financial accounting also meets the reporting 
standard of adequate disclosure.7 Adequate disclosure re
lates particularly to objectives of relevance, neutrality, 
completeness, and understandability. Information should 
be presented in a way that facilitates understanding and 
avoids erroneous implications. The headings, captions, and 
amounts must be supplemented by enough additional data 
so that their meaning is clear but not by so much informa
tion that important matters are buried in  a mass of triv ia .

R eliab ility  o f 
Financial Statements

.35 Achievement of the qualitative objectives of finan
cial accounting enhances the re liab ility  of financial state
ments. Reliability of information is important to users be
cause decisions based on the information may affect their 
economic well-being. R eliability does not im ply precision 
of the information in  financial statements because financial 
accounting involves approximation and judgment (see sec
tions 1025.10 and 1025.11).

.36 The responsibility fo r the re liab ility  of an enter
prise’s financial statements rests w ith  its management. 
This responsibility is discharged by applying generally ac
cepted accounting principles that are appropriate to the 
enterprise’s circumstances, by maintaining effective sys
tems of accounts and internal control, and by preparing 
adequate financial statements.

.37 The users of financial statements also look to the 
reports of independent auditors to ascertain that the finan
cial statements have been examined by independent experts 
who have expressed their opinion as to whether or not the 
information is presented fa ir ly  in  conformity w ith  gen
erally accepted accounting principles consistently applied.

7A U  section 430 (volum e 1, A IC PA P rofessional Standards) .
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ACHIEVING THE OBJECTIVES
.38 The objectives of financial accounting and finan

cial statements are at least pa rtia lly  achieved at present, 
although improvement is probably possible in  connection 
w ith  each of them. The objectives are often difficult to 
achieve, however, and are usually not equally capable of 
attainment. Constraints on fu ll achievement of the objec
tives arise from (1) conflicts of objectives, (2) environ
mental influences, and (3) lack of complete understanding 
of the objectives.

.39 The pursuit of one objective or one set of objec
tives may conflict w ith  the pursuit of others. I t  is not 
always possible, fo r example, to have financial statements 
tha t are h igh ly relevant on the one hand and also timely 
on the other. Nor is i t  always possible to have financial 
accounting information that is both as verifiable and as 
relevant as desired. Only i f  a ll other objectives are not 
affected w ill a change in information that increases com
pliance w ith  one objective be certain to be beneficial. Con
flicts between qualitative objectives m ight be resolved by 
arranging the objectives in  order of relative importance 
and determining desirable trade-offs, but, except fo r the 
primacy of relevance, neither accountants nor users now 
agree as to their relative importance. Determining the 
trade-offs that are desirable requires judgment.

.40 Constraints on achieving the objectives may stem 
from influences of the environment on accounting. F irst, 
the objectives, which are based largely on the needs of users 
of financial information, are not necessarily compatible w ith  
environmental influences. The inherent difficulties of meas
urement in  terms of money, fo r example, mean that in fo r
mation produced by accounting w ill necessarily fa ll short 
to some extent of objectives of verifiab ility  and compar
ability. Second, financial accounting costs money. A n tic i
pated benefits from proposed changes in  financial account
ing information that are intended to better achieve the 
objectives must be weighed against the additional cost in 
volved. Finally, changing financial accounting practices to 
better achieve the objectives involves user costs and dislo
cations that may tend to offset the advantages to be ob
tained. For example, changing practices may affect busi
ness arrangements that were initiated on the basis of
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practices before the change. Also, the costs of learning how 
to use new types of information and the reluctance to 
change ways of using information may reduce the benefits 
otherwise obtainable from improvements.

.41 The Board believes that the objectives discussed 
in  th is section are helpful in  evaluating and improving 
financial accounting information even though they are 
stated in  general terms. Obtaining clearer understanding 
o f the nature and implications of the objectives is an impor
tant prerequisite to further improvement of financial ac
counting and financial statements.

  T he  n ex t page is  7241.  
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AC Section 1025
Basic Features and 
Basic Elements of 
Financial Accounting
[Source: APB Statement No. 4 , Chap. 5 .]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
BASIC FEATURES OF FINANCIAL ACCOUNTING

.01 The basic features of financial accounting are a 
d istilla tion of the effects of environmental characteristics 
(described in  section 1023) on the financial accounting 
process. These features underlie present generally ac
cepted accounting principles, discussed in sections 1026 to 
1028, but they could also serve as a foundation for other 
accounting principles that are based on the same environ
mental characteristics.

Statement o f the Basic Features 
o f Financial Accounting

.02 The following thirteen statements (F-1 to F-13) 
describe the basic features of financial accounting. Each 
statement contains a parenthetical reference to environ
mental characteristics from which i t  is, at least in  part, 
derived.

.03 F-1. Accounting entity. Accounting information 
pertains to entities, which are circumscribed 
areas of interest. In  financial accounting 
the entity is the specific business enterprise. 
The enterprise is identified in  its financial 
statements. (sections 1023.12, 1023.17)

Attention in  financial accounting is focused on the eco
nomic activities of individual business enterprises. The 
boundaries of the accounting entity may not be the same 
as those of the legal entity, fo r example, a parent corpora
tion and its subsidiaries treated as a single business enter
prise.

A IC P A  Professional Standards AC § 1025.03
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.04 F-2. Going concern. An accounting entity is 
viewed as continuing in  operation in  the ab
sence of evidence to the contrary.1 (section 
1023.16)

Because of the relative permanence of enterprises, finan
cial accounting is formulated basically fo r going concerns.
Past experience indicates that continuation of operations 
is h igh ly probable fo r most enterprises although continua
tion cannot be known w ith  certainty. An enterprise is not 
viewed as a going concern i f  liquidation appears im m i
nent.

.05 F-3. Measurement o f economic resources and obli
gations. Financial accounting is p rim arily  
concerned w ith measurement o f economic re
sources and obligations and changes in  them. 
(sections 1023.10, 1023.17-.19, 1023.22-.24,
1023.27)

The subject matter of financial accounting is economic ac
t iv ity  and financial accounting therefore involves measur
ing and reporting on the creation, accumulation, and use of 
economic resources. Economic activities that can be quanti
fied are emphasized in  financial accounting. Accounting 
does not deal d irectly w ith  subjective concepts of welfare or 
satisfactions; its  focus is not sociological or psychological.

.06 F-4. Time periods. The financial accounting 
process provides information about the eco
nomic activities of an enterprise fo r specified 
time periods that are shorter than the life  of 
the enterprise. Normally the time periods 
are of equal length to facilita te comparisons.
The time period is identified in  the financial 
statements. (sections 1023.13, 1023.15-.16,
1023.28)

Interested parties make evaluations and decisions at many 
points in  the lives of enterprises. The continuous activities 
of enterprises are therefore segmented into relatively short 
periods of time so that information can be prepared that 
w ill be useful in decisions.

1 The corollary observation is that i f  liquidation appears imminent, 
financial information may be prepared on the assumption that liquidation 
w ill occur.
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.07 F-5. Measurement in  terms of money. Financial 
accounting measures monetary attributes of 
economic resources and obligations and 
changes in  them. The unit of measure is iden
tified in the financial statements. (sections 
1023.12, 1023.17, 1023.27, 1023.30-.31)

Measurement in terms of money focuses attention on mone
ta ry  attributes of resources and obligations; other aspects, 
such as physical attributes, are not emphasized. Money 
measurement entails significant problems (see sections 
1023.28,1023.29 and 1023.33).

.08 F-6. Accrual. Determination of periodic income 
and financial position depends on measure
ment of economic resources and obligations 
and changes in  them as the changes occur 
rather than simply on recording receipts and 
payments of money. (sections 1023.17, 
1023.20-.22, 1023.24, 1023.27, 1023.29, 1023.31)

Enterprise economic activ ity  in  a short period seldom fo l
lows the simple form of a cycle from  money to productive 
resources to product to money. Instead, continuous produc
tion, extensive use of credit and long-lived resources, and 
overlapping cycles of activ ity  complicate the evaluation of 
periodic activities. As a result, noncash resources and obli
gations change in time periods other than those in  which 
money is received or paid. Recording these changes is 
necessary to determine periodic income and to measure 
financial position. This is the essence of accrual accounting.

.09 F-7. Exchange price. Financial accounting meas
urements are p rim arily  based on prices at 
which economic resources and obligations are 
exchanged. (sections 1023.12, 1023.28,
1023.30-.33)

Measurement in  terms of money is based prim arily  on 
exchange prices. Changes in resources from  other than ex
changes (fo r example, production) are measured by allocat
ing prices in  p rio r exchanges or by reference to current 
prices fo r sim ilar resources. The multiple concepts of ex
change price (section 1023.31) require decisions about the 
prices relevant to the uses of financial accounting informa
tion.
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.10 F-8. Approximation. Financial accounting meas
urements that involve allocations among rela
tive ly  short periods of time and among 
complex and jo in t activities are necessarily 
made on the basis of estimates. (sections 
1023.12-.13, 1023.15-.16, 1023.28, 1023.33)

The continuity, complexity, uncertainty, and jo in t nature 
of results inherent in  economic activ ity  often preclude defin
itive  measurements and make estimates necessary.

.11 F-9. Judgment. Financial accounting necessarily 
involves informed judgment. (sections 
1023.04, 1023.07-.08, 1023.15-.16, 1023.28-.29, 
1023.32-.33)

The estimates necessarily used in  financial accounting (F-8) 
involve a substantial area of informed judgment. This pre
cludes reducing all of the financial accounting process to a 
set of inflexible rules.

.12 F-10. General-purpose financial information. F i
nancial accounting presents general-pur
pose financial information that is designed 
to serve the common needs of owners, cred
itors, managers, and other users, w ith  p r i
mary emphasis on the needs of present and 
potential owners and creditors. (sections 
1023.05-.08,1023.24)

General-purpose financial statements are prepared by an 
enterprise under the presumption tha t users have common 
needs fo r information (see section 1023.07). Although spe
cial-purpose information may be prepared from  financial 
accounting records, i t  is not the prim ary product of finan
cial accounting and is not discussed in  sections 1021-1029.

.13 F-11. Fundamentally related financial statements.
The results of the accounting process are 
expressed in  statements of financial position 
and changes in  financial position, which are 
based on the same underlying data and are 
fundamentally related. (sections 1023.22, 
1023.24,1023.29)

The basic interrelationships between economic resources 
and economic obligations and changes in them make
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measurement of periodic net income and of assets and 
liab ilities part of the same process and require that the 
financial statements be fundamentally related. The mea
surement bases used to quantify changes in  financial posi
tion are necessarily related to the measurement bases of 
the resources and obligations used in representations of 
financial position.

.14 F-12. Substance over form. Financial account
ing emphasizes the economic substance of 
events even though the legal form may 
differ from the economic substance and 
suggest different treatment. (sections 
1023.02, 1023.25, 1023.27)

Usually the economic substance of events to be accounted 
fo r agrees w ith  the legal form. Sometimes, however, sub
stance and form differ. Accountants emphasize the sub
stance of events rather than their form so that the 
information provided better reflects the economic activ i
ties represented.

.15 F-13. M ateria lity. Financial reporting is only 
concerned w ith  information that is signifi
cant enough to affect evaluations or deci
sions. (section 1023.04-.06)

Basic Features and the Environment

.16 The basic features of financial accounting described 
above are the result of environmental factors and influ
ence the financial accounting process. The relationships 
between the features and the environment and among the 
features themselves are complex. The relationships 
between environmental conditions and the basic features 
of financial accounting can be illustrated w ith  examples. 
The importance of money in a highly developed economy 
is the basis for the feature of measurement in  terms of 
money (F-5). The complexity and continuity of economic 
activity, the jo in t nature of economic results, and the 
uncertain outcome of economic activ ity  are important fac
tors in the features of approximation (F-8) and judgment 
(F-9).
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BASIC ELEMENTS OF FINANCIAL ACCOUNTING
.17 The basic elements of financial accounting— 

assets, liabilities, owners’ equity, revenue, expenses, and 
net income (net loss)— are related to the economic 
resources, economic obligations, residual interest, and 
changes in  them which are discussed in  section 1023. Not 
a ll economic resources and obligations and changes in  
them are recognized and measured in  financial accounting. 
The objectives of financial accounting (section 1024) 
provide broad criteria that aid in  selecting economic 
resources, obligations, and changes in  them fo r recognition 
and measurement. The basic features are additional fac
tors in  determining which economic elements and changes 
in them are recognized and measured. The particular 
economic elements and changes to be recognized and mea
sured at any time as the basic elements of financial account
ing are determined by generally accepted accounting 
principles in  effect at that time. The basic elements of 
financial accounting therefore are defined in terms of both
(1) economic resources and obligations of enterprises, and
(2) generally accepted accounting principles.

.18 Because generally accepted accounting principles 
change, the concepts of assets, liabilities, owners’ equity, 
revenue, expenses, and net income also change, subject to 
the constraints of the economic elements referred to in  their 
definitions. The definitions themselves, therefore, provide 
criteria fo r determining those economic resources, eco
nomic obligations, and changes in them that are included in 
the basic elements at any particular time but do not pro
vide criteria fo r determining from a broader or longer- 
range perspective those economic elements that should he 
included in the basic elements. Under the definitions given, 
determining the items that should be included in  the basic 
elements is part of the overall problem of determining what 
generally accepted accounting principles should be. Crite
ria  intended to help solve that problem are provided by 
the general and qualitative objectives of financial account
ing and financial statements (section 1024).

Financial Position
.19 The basic elements of the financial position of an 

enterprise are assets, liabilities, and owners’ equity:
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Assets—economic resources of an enterprise that are 
recognized and measured in  conformity w ith  generally 
accepted accounting principles. Assets also include cer
tain deferred charges that are not resources2 but that are 
recognized and measured in conformity w ith  generally 
accepted accounting principles.3
Liabilities—economic obligations of an enterprise that 
are recognized and measured in  conformity w ith  gener
ally accepted accounting principles. L iab ilities also in 
clude certain deferred credits that are not obligations4 
but that are recognized and measured in conformity 
w ith  generally accepted accounting principles.5
Owners’ equity—the interest of owners in an enterprise, 
which is the excess of an enterprise’s assets over its 
liabilities.6

Owners’ equity is defined in  terms of assets and liabilities, 
just as residual interest is defined in  terms of economic 
resources and obligations (see section 1023.20). The rela
tionship among assets, liabilities, and owners’ equity im
p lic it in  the definition of owners’ equity is:

Assets — Liabilities =  Owners’ E q u ity 7
.20 The financial position of an enterprise at a particu

la r time comprises its  assets, liabilities, and owners’ equity

2 Deferred charges from income tax allocation are an example of 
deferred charges that are not resources. The term deferred charges is 
also sometimes used to refer to certain resources, for example, prepaid 
insurance.

3 This definition differs from that in Accounting Terminology Bulletin 
No. 1, paragraph 26, which defines assets as debit balances carried forward 
upon a closing of books of account that represent property values or rights 
acquired.

4 Deferred credits from income tax allocation are an example of 
deferred credits that are not obligations. The term deferred credits is also 
sometimes used to refer to certain obligations, for example, subscriptions 
collected in advance.

5 This definition differs from that in Accounting Terminology Bulletin 
No. 1, paragraph 27, in that (1) it defines liabilities primarily in terms 
of obligations rather than as credit balances carried forward upon closing 
the books, and (2) it excludes capital stock and other elements of owners’ 
equity.

6 This definition isolates owners’ equity as a separate element. Owners’ 
equity is included in the definition of liabilities in Accounting Terminology 
Bulletin No. 1, paragraph 27. Owners’ equity is conventionally classified 
into several categories (see section 1027.24).

7 Expressing the relationship in a mathematical equation goes beyond 
descriptions of terms and assumes appropriate measurement. Measurement 
of economic activity is discussed in section 1023.27-.33.
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and the relationship among them, plus those contingen
cies, commitments, and other financial matters that per
ta in to the enterprise at that time and are required to 
be disclosed under generally accepted accounting prin 
ciples. The financial position of an enterprise is presented 
in the balance sheet8 and in  notes to the financial state
ments.

Results o f Operations

.21 The basic elements of the results of operations of 
an enterprise are revenue, expenses, and net income:

Revenue—gross increases in  assets or gross decreases 
in  liab ilities recognized and measured in conformity 
w ith  generally accepted accounting principles that re
sult from those types of profit-directed activ ities9 of 
an enterprise that can change owners’ equity.10

Increases in assets and decreases in liab ilities designated 
as revenue are related to changes in  resources and obliga
tions discussed in  section 1023.22. Revenue does not, 
however, include all recognized increases in  assets or de
creases in liabilities. Revenue results only from those 
types of profit-directed activities that can change owners’ 
equity under generally accepted accounting principles. 
Receipt of the proceeds of a cash sale is revenue under 
present generally accepted accounting principles, fo r ex
ample, because the net result of the sale is a change in 
owners’ equity.11 On the other hand, receipt of the pro
ceeds of a loan or receipt of an asset purchased fo r cash, 
fo r example, is not revenue under present generally ac-

8 The definition of balance sheet in this paragraph differs from that in 
Accounting Terminology Bulletin No. 1, paragraph 21, in that it defines the 
content in terms of assets, liabilities, and owners’ equity, rather than balances 
carried forward after closing books kept according to principles of accounting.

9 See section 1024.06, fn. 4, for the definition of profit-directed activities.
10 The definition of revenue in this paragraph differs from that in Ac

counting Terminology Bulletin No. 2, paragraphs 5-7, in that (1) it empha
sizes the nature of revenue rather than the usual point of recognition—the 
sale, (2) i t  includes the proceeds rather than only the gain from  sale or 
exchange of assets “ other than stock in trade.”  Gain is defined in sections 
1021-1029 as a net concept, the result of deducting expenses from  revenue. 
See section 1027.24 for a discussion of gains in financial accounting.

11 I f  by coincidence the proceeds of a sale are equal to the cost and 
owners’ equity does not change, receipt of the proceeds is nevertheless 
revenue because a sale is a type of event in which owners’ equity can 
change under present generally accepted accounting principles.
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cep ted accounting principles because owners’ equity can 
not change at the time of the loan or purchase.

Expenses—gross decreases in  assets or gross increases 
in  liab ilities recognized and measured in  conformity 
w ith  generally accepted accounting principles that re
sult from those types of profit-directed activities of an 
enterprise that can change owners’ equity.12

Decreases in  assets and increases in liab ilities designated 
as expenses are related to changes in  resources and obliga
tions discussed in section 1023.22. Expenses, like revenue, 
result only from those types of profit-directed activities 
that can change owners’ equity under generally accepted 
accounting principles. Delivery of product in a sale is 
an expense under present generally accepted accounting 
principles, fo r example, because the net result of the sale 
is a change in owners’ equity. On the other hand, incur
ring a lia b ility  fo r the purchase of an asset is not an 
expense under present generally accepted accounting prin 
ciples because owners’ equity can not change at the time 
of the purchase.

Net income (net loss)—the excess (deficit) of revenue 
over expenses for an accounting period, which is the 
net increase (net decrease) in  owners’ equity (assets 
minus liabilities) of an enterprise fo r an accounting 
period from profit-directed activities that is recognized 
and measured in conformity w ith  generally accepted 
accounting principles.

The relationship among revenue, expenses, and net income 
(net loss) im plic it in  the definition of net income (net 
loss) is:

Revenue — Expenses =  Net Income (Net Loss)13
12 This definition of expenses differs from that given in Accounting 

Terminology Bulletin No. 4, paragraphs 3-4, and 6. I t  is similar to the “ broad” 
definition in the Terminology Bulletin except that it includes the cost of 
assets “ other than stock in, trade” disposed of rather than only the loss (see 
section 1027.24 for a discussion of losses in financial accounting). The 
“ narrow” definition of expenses recommended in the Terminology Bulletin 
fo r use in financial statements excludes “ cost of goods or services sold” 
from expenses and is incompatible w ith the definition in sections 1021-1029. 
Expense in this “ narrow” sense should always be modified by appropriate 
qualifying adjectives, for example, selling and administrative expenses or 
interest expense.

13 Expressing the relationship in a mathematical equation goes beyond 
descriptions of terms and assumes appropriate measurement. Measurement 
of economic activity is discussed in section 1023.27-.33.
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.22 The results of operations of an enterprise fo r a 
period of time comprises the revenue, expenses, and net 
income (net loss) of the enterprise fo r the period. The 
results of operations of an enterprise are presented in the 
income statement.

Interrelationship o f Financial 
Position and Results of Operations

.23 The financial position and results of operations of 
an enterprise are fundamentally related. Net income (net 
loss) for an accounting period, adjustments of income of 
p rio r periods, and investments and withdrawals by owners 
during the period constitute the change during the period 
in  owners’ equity, an element of financial position. Other 
relationships between the income statement and the bal
ance sheet, for example, the relationship of cost of goods 
sold to inventory and of depreciation to fixed assets, are 
further indications of the interrelatedness of the state
ments.

  The n ex t page is  7261.
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AC Section 1026
Generally Accepted 
Accounting Principles—
Pervasive Principles
[Source: APB Statement No. 4 , Chap. 6, as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

.01 Financial statements are the product of a process 
in  which a large volume of data about aspects of the eco
nomic activities of an enterprise are accumulated, ana
lyzed, and reported. This process should be carried out 
in  accordance w ith  generally accepted accounting princi
ples. Generally accepted accounting principles incorporate 
the consensus1 at a particular time as to which economic 
resources and obligations should be recorded as assets and 
liab ilities by financial accounting, which changes in  assets 
and liab ilities should be recorded, when these changes 
should be recorded, how the assets and liab ilities and 
changes in  them should be measured, what information 
should be disclosed and how i t  should be disclosed, and 
which financial statements should be prepared.

.02 Generally accepted accounting principles therefore 
is a technical term in  financial accounting. Generally ac
cepted accounting principles encompass the conventions,

1 Inasmuch as generally accepted accounting principles embody a con
sensus, they depend on notions such as general acceptance and substantial 
authoritative support, which are not precisely defined. The Securities and 
Exchange Commission indicated in Accounting Series Release No. 4 that 
when financial statements are “ prepared in accordance w ith  accounting 
principles fo r which there is no substantial authoritative support, such 
financial statements w ill be presumed to be misleading or inaccurate 
. . ." The A IC P A  Special Committee on Opinions of the Accounting 
Principles Board defines generally accepted accounting principles as those 
“ having substantial authoritative support." Problems in defining sub
stantial authoritative support are discussed in  Marshall Armstrong, “ Some 
Thoughts on Substantial Authoritative Support,”  The Journal o f Ac
countancy, A p ril 1969, pp. 44-50.
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rules, and procedures necessary to define accepted ac
counting practice at a particular time. The standard2 
of “ generally accepted accounting principles’ ’ includes 
not only broad guidelines of general application, but 
also detailed practices and procedures.2 3

.03 Generally accepted accounting principles are con
ventional—that is, they become generally accepted by 
agreement (often tacit agreement) rather than by formal 
derivation from a set of postulates or basic concepts. The 
principles have developed on the basis of experience, rea
son, custom, usage, and, to a significant extent, practical 
necessity.

.04 In  recent years Opinions of the Accounting Prin
ciples Board have received considerable emphasis as a 
major determinant of the composition of generally ac
cepted accounting principles. A ll of the Accounting Re
search Bulletins and the early Opinions of the Accounting 
Principles Board include the statement that “ . . . the 
authority of the bulletins [o r Opinions] rests upon their 
general acceptability. . . .”  Beginning w ith  Opinion No. 
6 (October 1965), however, Opinions of the Accounting 
Principles Board include a statement to reflect the adop
tion in  October 1964 by Council of the American Ins ti
tute of Certified Public Accountants of a resolution that 
provides in  essence that accounting principles accepted 
in  Opinions o f the Accounting Principles Board constitute, 
per se, generally accepted accounting principles fo r Ins ti
tute members. [Effective March 1, 1973 members are gov
erned by Rule 203 of the AICPA Code of Professional Ethics 
in  reporting departures from generally accepted accounting 
principles.] (See section 520.)

.05 In  sections 1021-1029 the discussion of present gen
erally accepted accounting principles is divided into three 
sections: (1) pervasive principles, which relate to financial 
accounting as a whole and provide a basis fo r the other

2 The independent auditor’s report gives the auditor’s opinion as to 
whether the financial statements “ present fa irly  the financial position 
. . . and the results of . . . operations, in conform ity w ith  generally 
accepted accounting principles. . . . ”

3 “ The term ‘principles of accounting’ as used in reporting standards 
is construed to include not only accounting principles and practices but 
also the methods of applying them.”  A U  section 410.02 (volume 1, A IC P A  
P rofessional Standards ) .
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principles, (2) broad operating principles, which guide 
the recording, measuring, and communicating processes 
of financial accounting, and (3) detailed principles, which 
indicate the practical application of the pervasive and 
broad operating principles. This classification provides 
a useful framework fo r analysis, although the distinctions 
between the types of principles, especially between the 
broad operating and detailed principles, are somewhat 
arbitrary. This section discusses the pervasive principles. 
The broad operating and detailed principles are discussed 
in  sections 1027 and 1028, respectively.

.06 The three types of principles form  a hierarchy. 
The pervasive principles are few in  number and funda
mental in nature. The broad operating principles derived 
from the pervasive principles are more numerous and 
more specific, and guide the application of a series of 
detailed principles. The detailed principles are numerous 
and specific. Detailed principles are generally based on 
one or more broad operating principles and the broad 
operating principles are generally based on the pervasive 
principles. No attempt is made in  sections 1021-1029 to 
indicate specific relationships between principles.

PERVASIVE PRINCIPLES
.07 The pervasive principles specify the general ap

proach accountants take to recognition and measurement 
of events that affect the financial position and results of 
operations of enterprises. The pervasive principles are 
divided into (1) pervasive measurement principles and 
(2) modifying conventions.

Pervasive Measurement Principles
.08 The pervasive measurement principles (P-1 to 

P-6) establish the basis fo r implementing accrual account
ing. They include the in itia l recording principle, the rea
lization principle, three pervasive expense recognition 
principles, and the un it of measure principle. These p rin 
ciples broadly determine (1) the types of events to be 
recognized by financial accounting, (2) the bases on which 
to  measure the events, (3) the time periods w ith  which 
to iden tify  the events, and (4) the common denominator 
of measurement.
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.09 In it ia l Recording. The principle fo r in itia l record
ing of assets and liab ilities is important in  financial ac
counting because i t  determines (1) the data that enter 
the accounting process, (2) the time of entry, and (3) 
generally the amounts at which assets, liabilities, revenue, 
and expenses are recorded.

P-1. In it ia l recording of assets and liabilities. Assets 
and liab ilities generally are in it ia lly  recorded on 
the basis of events in  which the enterprise ac
quires resources from  other entities or incurs 
obligations to other entities.4 The assets and 
liab ilities are measured by the exchange prices5 
at which the transfers take place.

.10 The in it ia l recording of assets and liab ilities may 
also reflect the elimination of other assets or liabilities, 
fo r example, the payment of cash in  acquiring equipment. 
The amounts at which assets and liab ilities are in itia lly  
recorded may be carried w ithout change, may be changed, 
fo r example, by amortization or w rite  off, or may be 
shifted to other categories. The effects of transactions or 
other events to which the entity is not a party are usu
a lly  not recognized in  the accounting records un til trans
actions of the enterprise occur, although there are signifi
cant exceptions to th is general principle (see section 
1027.09). The effects of executory contracts also are gen
erally not recognized un til one of the parties at least 
pa rtia lly  fu lfills  his commitment.

.11 Income Determination.6 Income determination in  
accounting is the process of identifying, measuring, and 
relating revenue and expenses of an enterprise fo r an

4 This principle does not cover the first recording of assets produced 
or constructed by the enterprise from other assets that previously have 
been in itia lly  recorded. Accounting for produced or self-constructed assets 
is discussed in paragraph .23.

5 In  transfers that involve deferred payments of money, the deter
mination of exchange prices requires a realistic rate of interest (refer to 
section 4111.) [As amended, effective October 1, 1971, by APB  Opinion 
No. 21.]

In  transfers that do not involve money prices, such as barter trans
actions or investments by owners, assets are usually measured at “ fair 
value,”  that is, at the amount of money that would be involved if  the assets 
were received in exchanges that involved money prices. For exceptions to 
this general rule see section 1027.08, M-2B and M-2C.

6 The term matching is often used in  the accounting literature to 
describe the entire process of income determination. The term is also often
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accounting period. Revenue fo r a period is generally 
determined independently by applying the realization 
principle. Expenses are determined by applying the ex
pense recognition principles on the basis of relationships 
between acquisition costs * 7 and either the independently 
determined revenue or accounting periods. Since the point 
in  time at which revenue and expenses are recognized is 
also the time at which changes in amounts of net as
sets are recognized, income determination is interrelated 
w ith asset valuation. From the perspective of in
come determination, costs are divided into (1) those 
that have “ expired”  and become expenses and (2) those 
that are related to later periods and are carried forward 
as assets in the balance sheet. From the perspective of 
asset valuation, those costs that no longer meet the cri
teria of assets become expenses and are deducted from 
revenue in  determining net income.

.12 Revenue and Realization. Revenue is a gross in 
crease in  assets or a gross decrease in  liab ilities recognized 
and measured in conformity w ith  generally accepted ac
counting principles that results from those types of 
profit-directed activities of an enterprise that can change 
owners’ equity (see section 1025.21). Revenue under pres
ent generally accepted accounting principles is derived 
from three general activities: (a) selling products, (b) 
rendering services and perm itting others to use enterprise 
resources, which result in interest, rent, royalties, fees, 
and the like, and (c) disposing of resources other than 
products—for example, plant and equipment or invest
ments in  other entities. Revenue does not include receipt 
of assets purchased, proceeds of borrowing, investments 
by owners, or adjustments of revenue of prio r periods.

.13 Most types of revenue are the jo in t result of many 
profit-directed activities of an enterprise and revenue is

applied in accounting, however, in a more lim ited sense to the process of 
expense recognition or in an even more lim ited sense to the recognition 
of expenses by associating costs w ith  revenue on a cause and effect basis 
(see paragraph .21). Because of the variety of its meanings, the term 
matching is not used in sections 1021-1029.

7 See section 1023.26 for a general discussion of the term cost and 
paragraph .28 for a discussion of the meaning of the term cost under 
present generally accepted accounting principles.
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often described as being “ earned”  gradually and continu
ously by the whole of enterprise activities. Earning in 
this sense is a technical term that refers to the activities 
that give rise to the revenue—purchasing, manufacturing, 
selling, rendering service, delivering goods, allowing other 
entities to use enterprise assets, the occurrence of an event 
specified in  a contract, and so forth. A ll of the profit- 
directed activities of an enterprise that comprise the proc
ess by which revenue is earned may be called the earning 
process.

.14 Revenue is conventionally recognized at a specific 
point in  the earning process of a business enterprise, usu
a lly when assets are sold or services are rendered. This 
conventional recognition is the basis of the pervasive 
measurement principle known as realization.

P-2. Realization. Revenue is generally recognized 
when both of the follow ing conditions are met:
(1) the earning process is complete or v irtua lly  
complete, and (2) an exchange has taken place.

.15 The exchange required by the realization principle 
determines both the time at which to recognize revenue 
and the amount at which to record it. Revenue from sales 
of products is recognized under this principle at the date 
of sale, usually interpreted to mean the date of delivery 
to customers. Revenue from services rendered is recog
nized under this principle when services have been per
formed and are billable. Revenue from perm itting others 
to use enterprise resources, such as interest, rent, and 
royalties is also governed by the realization principle. 
Revenue of this type is recognized as time passes or as 
the resources are used. Revenue from sales of assets other 
than products is recognized at the date of sale. Revenue 
recognized under the realization principle is recorded at 
the amount received or expected to be received.

.16 Revenue is sometimes recognized on bases other 
than the realization rule. For example, on long-term con
struction contracts revenue may be recognized as construc
tion progresses. This exception to the realization principle 
is based on the ava ilability  of evidence of the ultimate 
proceeds and the consensus that a better measure of
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periodic income results. Sometimes revenue is recognized 
at the completion of production and before a sale is made. 
Examples include certain precious metals and farm  prod
ucts w ith  assured sales prices.8 The assured price, the 
difficulty in  some situations of determining costs of prod
ucts on hand, and the characteristic of un it interchange- 
ab ility  are reasons given to support this exception.

.17 The realization principle requires that revenue 
be earned before i t  is recorded. This requirement usually 
causes no problems because the earning process is usually 
complete or nearly complete by the time of the required 
exchange. The requirement that revenue be earned 
becomes important, however, i f  money is received or 
amounts are billed in  advance of the delivery of goods or 
rendering of services. For example, amounts fo r rent or 
magazine subscriptions received in advance are not treated 
as revenue of the period in  which they are received but 
as revenue of the future period or periods in which they 
are “ earned.”  These amounts are carried as “ unearned 
revenue” —that is, liab ilities to transfer goods or render 
services in the future—un til the earning process is com
plete. The recognition of this revenue in  the future period 
results in  recording a decrease in a lia b ility  rather than an 
increase in  an asset.

.18 Expense Recognition. Expenses are gross de
creases in assets or gross increases in liab ilities recognized 
and measured in  conformity w ith  generally accepted ac
counting principles that result from those types of profit- 
directed activities of an enterprise that can change owners’ 
equity (see section 1025.21). Important classes of expenses 
are (1) costs of assets used to produce revenue (for exam
ple, cost of goods sold, selling and administrative expenses, 
and interest expense), (2) expenses from nonreciprocal 
transfers and casualties (fo r example, taxes, fires, and 
the ft), (3) costs of assets other than products (for exam
ple, plant and equipment or investments in  other com
panies) disposed of, (4) costs incurred in  unsuccessful 
efforts, and (5) declines in  market prices of inventories 
held fo r sale. Expenses do not include repayments of

8 This increase in assets is often reported in the income statement as a 
reduction of cost of goods sold rather than as sales revenue.
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borrowing, expenditures to acquire assets, distributions to 
owners (including acquisition of treasury stock), or ad
justments of expenses of p rio r periods.

.19 Expenses are the costs that are associated w ith  
the revenue of the period, often directly but, frequently 
indirectly through association w ith  the period to which 
the revenue has been assigned. Costs to be associated 
w ith  future revenue or otherwise to be associated w ith  
future accounting periods are deferred to future periods as 
assets. Costs associated w ith  past revenue or otherwise 
associated w ith  p rio r periods are adjustments of the 
expenses of those p rio r periods.9 The expenses of a period 
are (a) costs directly associated w ith  the revenue of the 
period, (b) costs associated w ith  the period on some basis 
other than a direct relationship w ith  revenue, and (c) 
costs that cannot, as a practical matter, be associated w ith  
any other period.

.20 Three pervasive expense recognition principles 
specify the bases fo r recognizing the expenses that are 
deducted from revenue to determine the net income or loss 
of a period. They are “ associating cause and effect,”  
“ systematic and rational allocation,”  and “ immediate 
recognition. ’ ’

.21 P-3. Associating cause and effect.10 Some costs 
are recognized as expenses on the basis of 
a presumed direct association w ith  specific 
revenue.

Although direct cause and effect relationships can seldom 
be conclusively demonstrated, many costs appear to be 
related to particular revenue and recognizing them as 
expenses accompanies recognition of the revenue. Exam
ples of expenses that are recognized by associating cause 
and effect are sales commissions and costs of products sold 
or services provided.

.22 Several assumptions regarding relationships 
must be made to accumulate the costs of products sold 
or services provided. For example, manufacturing costs

* See paragraph .38.
10 The term matching is often applied to this process (see paragraph .11, 

footnote 6).
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are considered to “ attach”  to products on bases of asso
ciation such as labor hours, area or volume of facilities 
used, machine hours, or other bases presumed to indicate 
the relationship involved. “ A ttach ing”  costs to products 
often requires several allocations and reallocations of 
costs. Also, assumptions regarding the “ flow”  of costs 
or of physical goods (LIFO , FIFO, average) are often 
made to determine which costs relate to products sold 
and which remain in inventory as assets.

.23 P-4. Systematic and rational allocation. In  the 
absence of a direct means of associating 
cause and effect, some costs are associated 
w ith  specific accounting periods as ex
penses on the basis of an attempt to allo
cate costs in a systematic and rational 
manner among the periods in  which bene
fits are provided.

I f  an asset provides benefits fo r several periods its  cost 
is allocated to the periods in  a systematic and rational 
manner in  the absence of a more direct basis fo r asso
ciating cause and effect. The cost of an asset that pro
vides benefits fo r only one period is recognized as an 
expense of that period (also a systematic and rational 
allocation). This form of expense recognition always 
involves assumptions about the pattern of benefits and 
the relationship between costs and benefits because neither 
of these two factors can be conclusively demonstrated. 
The allocation method used should appear reasonable to 
an unbiased observer and should be followed systemati
cally. Examples of items that are recognized in  a sys
tematic and rational manner are depreciation of fixed 
assets, amortization of intangible assets, and allocation 
of rent and insurance. Systematic and rational allocation 
of costs may increase assets as product costs or as other 
asset costs rather than increase expenses immediately, fo r 
example, depreciation charged to inventory and costs of 
self-constructed assets. These costs are later recognized 
as expenses under the expense recognition principles.

.24 P-5. Immediate recognition. Some costs are 
associated w ith  the current accounting 
period as expenses because (1) costs in-
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curred during the period provide no dis
cernible future benefits, (2) costs recorded 
as assets in  p rio r periods no longer pro
vide discernible benefits or (3) allocating 
costs either on the basis of association w ith  
revenue or among several accounting 
periods is considered to  serve no useful 
purpose.

Application of this principle of expense recognition re
sults in  charging many costs to expense in the period in 
which they are paid or liab ilities to pay them accrue. 
Examples include officers’ salaries, most selling costs, 
amounts paid to settle lawsuits, and costs of resources 
used in unsuccessful efforts. The principle of immediate 
recognition also requires that items carried as assets in  
prio r periods that are discovered to have no discernible 
future benefit be charged to expense, fo r example, a patent 
that is determined to be worthless.

.25 Application of Expense Recognition Principles. 
To apply expense recognition principles, costs are analyzed 
to see whether they can be associated w ith  revenue on 
the basis of cause and effect. I f  not, systematic and 
rational allocation is attempted. I f  neither cause and 
effect associations nor systematic and rational allocations 
can be made, costs are recognized as expenses in the period 
incurred or in which a loss is discerned. Practical meas
urement difficulties and consistency of treatment over time 
are important factors in determining the appropriate ex
pense recognition principle.

.26 Effect of the In it ia l Recording, Realization, and 
Expense Recognition Principles. The essential effect of 
these principles as they now exist is that measurement 
of the assets, liabilities, revenue, and expenses of a busi
ness enterprise is based p rim arily  on its own exchanges. 
Resources and obligations that result from  executory con
tracts are generally not recorded as assets and liab ilities 
un til one of the parties at least pa rtia lly  fu lfills  his com
mitment. Furthermore, not all changes in the u tility  or 
price of assets are recognized. Increases in  assets and the 
related revenue are usually not recorded i f  they result
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from events wholly internal to the enterprise. For exam
ple, revenue that is earned during the production process 
is generally not recorded un til the goods and services pro
duced are exchanged. Also, increases or decreases in 
assets and related revenue and expenses that result from 
events in which the enterprise does not participate directly 
are usually not recorded.11 For example, most changes 
in  prices of productive resources are not recognized un til 
enterprise transactions take place.

.27 Under the in itia l recording, realization, and ex
pense recognition principles assets are generally carried 
in  the accounting records and presented in  financial state
ments at acquisition cost or some unexpired or unamor
tized portion of it. When assets are sold, the difference 
between the proceeds realized and the unamortized por
tion of acquisition cost is recognized as an increase (or 
decrease) in  the enterprise’s net assets.

.28 The in itia l recording and realization conventions 
are the basis fo r the “ cost princip le”  (which is more accu
rately described as the acquisition-price or historical-cost 
rule). Cost can be defined in  several ways—for example, 
as the amount of money that would be required to acquire 
assets currently (replacement cost) or as the return from 
alternative uses of assets, such as selling them (oppor
tun ity  cost). However, “ cost”  at which assets are carried 
and expenses are measured in  financial accounting today 
usually means historical or acquisition cost because of the 
conventions of in itia lly  recording assets at acquisition cost 
and of ignoring increases in assets until they are exchanged 
(the realization convention).11 12 The term cost is also com
monly used in financial accounting to refer to the amount 
at which assets are in itia lly  recorded, regardless of how 
the amount is determined.

.29 Unit of Measure. In  the United States, the U. S. 
dollar fu lfills  the functions of medium of exchange, un it of 
account, and store of value. I t  provides the un it of meas-

11 Exceptions include the cost o r market rule for inventories (see 
section 1027.09).

12 See section 1023.26 fo r a general discussion of the term cost. The 
discussions of cost in section 1023.26 and paragraph .28 are broader than 
that in Accounting Terminology Bulletin No. 4, paragraph 2, which defines 
only historical or acquisition cost.
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ure for financial accounting. Stating assets and liabilities 
and changes in them in  terms of a common financial de
nominator is prerequisite to performing the operations— 
fo r example, addition and subtraction—necessary to meas
ure financial position and periodic net income.

.30 Defining the un it of measure in terms of money 
presents problems because of decreases (inflation) or in 
creases (deflation) in  the general purchasing power of 
money over time. The effects of inflation in  the United 
States are not considered sufficiently important at this 
time to require recognition in financial accounting 
measurements.

P-6. Un it of measure. The U. S. dollar is the un it of 
measure in  financial accounting in  the United 
States. Changes in  its  general purchasing 
power are not recognized in  the basic financial 
statements.

.31 Effect of the Unit of Measure Principle. The 
basic effect of this principle is that financial accounting 
measures are in  terms of numbers of dollars, w ithout 
regard to changes in  the general purchasing power of 
those dollars.

.32 The un it of measure principle is applied together 
w ith  the other pervasive measurement principles. Costs 
are therefore measured in terms of the number of dollars 
in itia lly  invested in  assets. I f  moderate inflation or defla
tion persists fo r several years or i f  substantial inflation or 
deflation occurs over short periods, the general purchasing 
power of the dollars in which expenses are measured may 
d iffer significantly from the general purchasing power of 
the dollars in  which revenue is measured. Methods of 
accounting which tend to minimize th is effect in  the deter
mination of periodic income—most notably the last-in, 
first-out method of inventory pricing and accelerated depre
ciation of plant and equipment—have become generally 
accepted and widely used in the United States. Methods 
of restating financial statements fo r general price-level 
changes have been used in  some countries that have experi-
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enced extreme inflation but are not now used in  the basic 
financial statements in  the United States.13

M odifying Conventions
.33 The pervasive measurement principles are largely 

practical responses to problems of measurement in  finan
cial accounting and do not provide results that are con
sidered satisfactory in  all circumstances. Certain widely 
adopted conventions modify the application of the per
vasive measurement principles. These modifying conven
tions, discussed in the following paragraphs, have evolved 
to deal w ith some of the most difficult and controversial 
problem areas in financial accounting. They are applied 
because rig id  adherence to the pervasive measurement 
principles (1) sometimes produces results that are not 
considered to be desirable, (2) may exclude from financial 
statements some events that are considered to be import
ant, or (3) may be impractical in  certain circumstances.

.34 The modifying conventions are applied through 
generally accepted rules that are expressed either in  the 
broad operating principles or in  the detailed principles. 
The modifying conventions are a means of substituting 
the collective judgment of the profession fo r that of the 
individual accountant.

.35 Conservatism. Frequently, assets and liab ilities 
are measured in  a context of significant uncertainties. 
H istorically, managers, investors, and accountants have 
generally preferred that possible errors in  measurement 
be in  the direction of understatement rather than over
statement of net income and net assets. This has led to 
the convention of conservatism, which is expressed in 
rules adopted by the profession as a whole such as the 
rules that inventory should be measured at the lower of 
cost and market and that accrued net losses should be 
recognized on firm  purchase commitments fo r goods fo r 
inventory. These rules may result in stating net income 
and net assets at amounts lower than would otherwise 
result from applying the pervasive measurement principles.

13Section 1071, Financial Statements Restated fo r General Price-Level 
Changes, issued in June 1969, recommends supplementary disclosure of 
general price-level information.
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.36 Emphasis on Income. Over the past century 
businessmen, financial statement users, and accountants 
have increasingly tended to emphasize the importance of 
net income and that trend has affected the emphasis in  
financial accounting. Although balance sheets formerly 
were presented w ithout income statements, the income 
statement has in  recent years come to be regarded as the 
most important of the financial statements. Accounting 
principles that are deemed to increase the usefulness of 
the income statement are therefore sometimes adopted by 
the profession as a whole regardless of the ir effect on the 
balance sheet or other financial statements. For example, 
the last-in, first-out (L IFO ) method of inventory pricing 
may result in  balance sheet amounts fo r inventories that 
become further removed from current prices w ith  the 
passage of time. LIFO, however, is often supported on 
the grounds that i t  usually produces an amount fo r cost 
of goods sold in determining net income that more closely 
reflects current prices. This result is believed to com
pensate fo r the effect under the L IFO  method of present
ing inventories in the balance sheet at prices substantially 
different from current prices.

.37 Application of Judgment by the Accounting Pro
fession as a Whole. Sometimes stric t adherence to the 
pervasive measurement principles produces results that 
are considered by the accounting profession as a whole to 
be unreasonable in  the circumstances or possibly mislead
ing. Accountants approach the ir task w ith  a background 
of knowledge and experience. The perspective provided 
by this background is used as the basis fo r modifying 
accounting treatments when strict application of the per
vasive measurement principles yields results that do not 
appear reasonable to the profession as a whole.

.38 The exception to the usual revenue realization 
rule fo r long-term construction-type contracts, fo r exam
ple, is justified in  part because strict adherence to reali
zation at the time of sale would produce results that are 
considered to be unreasonable. The judgment of the pro
fession is that revenue should be recognized in  this situa
tion as construction progresses. S im ilarly, the most mean
ing fu l concept of net income in  the judgment of the pro-
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fession is one tha t includes a ll items of revenue and 
expense recorded during the period except fo r certain 
items tha t can be clearly identified w ith  p rio r periods 
under carefu lly specified conditions. E xtraord inary items 
are segregated in  the current income statement so tha t 
the ir effects can he distinguished. Also, avoiding undue 
effects on the net income of a single period is judged by 
the profession to be im portant in  certain circumstances. 
For example, actuarial gains and losses recognized in  
accounting fo r pension cost may be spread over the cur
rent year and fu ture  years.

  T he  n ex t page is  7281. 
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AC Section 1027
Generally Accepted 
Accounting Principles—
Broad Operating Principles
[Source: APB Statement No. 4 , Chap. 7, as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
.01 The br oad operating principles guide in  selecting, 

measuring, and reporting events in  financial accounting. 
They are grounded in  the pervasive principles discussed 
in  section 1026 and are applied to specific situations 
through the detailed principles discussed in  section 
1028. The broad operating principles are broader and less 
specific than the detailed principles. For example, the 
detailed principle of first-in , firs t-ou t inventory p ric ing 
is one application o f the broad operating principles of 
product cost determ ination and asset measurement, and 
stra ight-line depreciation is one o f the detailed principles 
through which the broad operating principles tha t deal 
w ith  systematic and rational expense allocation are ap
plied. A lthough the broad operating principles are more 
specific than the pervasive principles, they are also gen
eralizations. Consequently, exceptions to the broad oper
ating principles may exist in  the detailed principles 
through which they are applied.

.02 The financial accounting process consists o f a 
series of operations tha t are carried out systematically in  
each accounting period. The broad operating principles 
guide these operations. The operations are listed sepa
ra te ly although they overlap conceptually and some of 
them may be performed simultaneously:

(1) Selecting the events. Events to  be accounted fo r 
are identified. Not a ll events tha t affect the 
economic resources and obligations of an enter
prise are, or can be, accounted fo r when they 
occur.
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(2) Analyzing the events. Events are analyzed to 
determine th e ir effects on the financial position 
of an enterprise.

(3) Measuring the effects. Effects of the events on 
the financial position o f the enterprise are meas
ured and represented by money amounts.

(4) Classifying the measured effects. The effects are 
classified according to the ind iv idua l assets, lia 
b ilities , owners’ equity items, revenue, or expenses 
affected.

(5) Recording the measured effects. The effects are 
recorded according to the assets, liab ilities , own
ers’ equity items, revenue, and expenses affected.

(6) Summarizing the recorded effects. The amounts 
of changes recorded fo r each asset, lia b ility , own
ers’ equity item, revenue, and expense are sum
med and related data are grouped.

(7) Adjusting  the records. Remeasurements, new 
data, corrections, or other adjustments are often 
required a fte r the events have been in itia lly  
recorded, classified, and summarized.

(8) Communicating the processed inform ation. The 
inform ation is communicated to users in  the form  
o f financial statements.

The broad operating principles, which guide these eight 
operations, are divided in to  (1) principles o f selection and 
measurement and (2) principles o f financial statement 
presentation.

PRINCIPLES OF SELECTION AND MEASUREMENT
.03 The principles o f selection and measurement are 

conventions tha t (1) guide selection o f events to be ac
counted fo r by an enterprise, (2) determine how selected 
events affect the assets, lia b ilitie s , owners’ equity, rev
enue, and expenses o f the enterprise, and (3) guide assign
ment o f do lla r amounts to the effects o f these events. They 
are classified in  th is  section according to the types of 
economic events tha t affect the economic resources, 
economic obligations, and residual interests of enterprises, 
as discussed in  section 1023 (see section 1023.23). The 
types o f events are
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I.  External Events
A . Transfers o f resources or obligations to  or 

from  other entities:
1. Exchanges (reciprocal transfers)
2. Nonreciprocal transfers

a. Transfers between an enterprise and its  
owners

b. Nonreciprocal transfers between an en
terprise and entities other than owners

B. External events other than transfers

I I .  In te rna l Events
A . Production
B. Casualties

Each type of event is  explained brie fly in  the lis t o f p rin 
ciples in  paragraphs .07 to .11 and more fu lly  in  section 
1023.23.

.04 A dditiona l principles other than those tha t guide 
recognition of events govern accounting fo r those assets 
and lia b ilitie s  tha t are not resources and obligations (see 
section 1025.19) and the related revenue and expenses and 
govern reporting of accounting changes and corrections of 
errors in  previously issued financial statements (See section 
1051). [As amended, effective fo r fiscal periods beginning 
a fte r Ju ly  31,1971, by APB Opinion No. 20.]

Measurement Bases
.05 Four measurement bases are currently used in  

financial accounting: (1) price in  a past exchange of the 
enterprise (h istorica l cost), which is the prim ary basis of 
measurement in  financial accounting and is usually used in  
measuring inventory, p lant and equipment, and many other 
assets, (2) price in  a current purchase exchange, used, fo r 
example, in  applying the lower of cost and m arket ru le to 
inventories, (3) price in  a current sale exchange, which 
may be used, fo r example, in  measuring precious metals 
tha t have a fixed monetary price w ith  no substantial cost 
o f m arketing, and (4) price based on fu ture exchanges, 
used, fo r example, to  estimate fu tu re  costs when revenue 
is recognized on the percentage-of-completion basis. The
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measurement bases are described more fu lly  in  section 
1023.31.

STATEMENT OF THE PRINCIPLES OF 
SELECTION AND MEASUREMENT

.06 The principles of selection and measurement are 
presented in  three sections:

1. The principles of selection of events and the 
principles of measurement (assignment o f do llar 
amounts) are presented together fo r each type of 
event in  paragraphs .07 to  .11. Principles of selec
tio n  (S-1 to  S-7) and measurement (M -1 to M-7) 
th a t deal w ith  the same items are identified by the 
same number (e. g., S-4 and M-4). Other im portant 
principles tha t constitute am plifications o f or excep
tions to  the general ru le  are listed under i t  and 
identified w ith  the general princip le  (e. g., S-4A). 
The statement of a princip le  is followed by a short 
discussion i f  fu rth e r clarification is  needed.

2. Principles th a t govern accounting fo r those assets 
and lia b ilitie s  that are not resources or obligations 
are discussed in  paragraph .12.

3. The principles (E -1 to  E-10) of determ ination o f 
the effects o f events on the basic elements are pre
sented in  paragraph .13.

Principles That Guide Selection of 
Events and Assignment o f Dollar Amounts
I.  E x te r n a l  E v e n ts

A . T ra n s fe rs  o f  R esou rces  o r  O b lig a t io n s  to  o r  f r o m  
O th e r  E n t i t ie s

.07 1. E x c h a n g e s  are reciprocal transfers between the 
enterprise and other entities tha t involve obtaining re
sources or satisfying obligations by g iv ing  up other re
sources or incurring  other obligations. Exchanges may 
take place over tim e rather than a t points of time (fo r 
example, accumulations o f interest and rent).

S-1. E x c h a n g e s  re c o rd e d . Exchanges between the en
terprise and other entities (enterprises or ind i-
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viduals) are generally recorded in  financial 
accounting when the transfer of resources or 
obligations takes place or services are provided.

M-1. E x c h a n g e  p r ic e s . The effects o f exchanges on 
assets, lia b ilitie s , revenue, and expenses are meas
ured at the prices established in  the exchanges.
S-1A. A c q u is it io n s  o f  assets. Resources acquired 

in  exchanges are recorded as assets o f the 
enterprise. Some assets th a t are not car
ried  forw ard to  fu tu re  periods are imme
diately charged to  expense (see S-6C).

M-1A. A c q u is it io n  cos t o f  assets. Assets ac
quired in  exchanges are measured a t the 
exchange price, tha t is, a t acquisition cost. 
Money and money claims acquired are 
measured a t th e ir face amount or some
times a t the ir discounted amount.
D is c u s s io n . Cash, accounts receivable, 
and other short-term  money claims are 
usually measured a t th e ir face amount. 
Long-term notes receivable are measured 
at the ir discounted amounts when the 
notes nom inally bear no interest or an in 
terest rate clearly below a reasonable rate.
(See section 4111.) [A s amended, effective 
October 1, 1971, by APB Opinion No. 21.]
M -1A (1). F a i r  v a lu e . In  exchanges in  

which neither money nor prom
ises to  pay money are ex
changed, the assets acquired 
are generally measured a t the 
fa ir  value of the assets given 
up. However, i f  the fa ir  value 
o f the assets received is more 
clearly evident, the assets ac
quired are measured a t tha t 
amount.
D is c u s s io n . F a ir value is  the 
approxim ation o f exchange 
price in  transfers in  which 
money or money claims are not
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involved. S im ila r exchanges 
are used to approximate what 
the exchange price would have 
been i f  an exchange fo r money 
had taken place. The recorded 
amount (as distinguished from  
the fa ir  value) o f assets given 
up in  a trade is  generally 
not used to  measure assets 
acquired.

M -1A(2). A c q u is it io n  o f  a g ro u p  o f  asse ts  
i n  one exchange . A  group of 
assets acquired in  a single ex
exchange is measured a t the 
exchange price. The to ta l price 
is allocated to the ind iv idua l 
assets based on the ir re lative 
fa ir  values.

D is c u s s io n . F a ir value o f assets 
acquired is used p rim a rily  as a 
device fo r allocating to ta l cost, 
not as the measurement basis 
o f the assets acquired.

M -1A(3). A c q u is i t io n  o f  a  bus iness  in  a n  
exchange . A  business acquired 
in  an exchange is measured at 
the exchange price. Each in d i
vidual asset acquired (other 
than goodw ill) is measured at 
its  fa ir  value. I f  the to ta l 
exchange price exceeds the 
amounts assigned to the in d i
vidual assets, the excess is 
recorded as goodwill. I f  the 
to ta l amount assigned to ind i
vidual assets exceeds the ex
change price, the difference is 
recorded as a reduction o f the 
amounts assigned to the assets 
(also see S-2A and S-2B).
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S-1B. D is p o s it io n s  o f  assets. Decreases in  assets 
are recorded when assets are disposed of 
in  exchanges.

M-1B. A s s e t d is p o s it io n s  m e a su re d . Decreases 
in  assets are measured by the recorded 
amounts th a t relate to  the assets. The 
amounts are usually the h istorica l or ac
quisition costs of the assets (as adjusted 
fo r am ortization and other changes).
D is c u s s io n . In  p a rtia l dispositions, meas
urement o f the amount removed is gov
erned by detailed principles (e. g., firs t-in, 
firs t-ou t; last-in, first-ou t; and average 
cost fo r inventories) tha t are based on the 
presumed “ flow ”  of goods or the pre
sumed “ flow ”  o f costs.

S-1C. L ia b i l i t ie s  re c o rd e d . L ia b ilitie s  are re
corded when obligations to transfer assets 
or provide services in  the fu ture are in 
curred in  exchanges.

M-1C. A m o u n t o f  l ia b i l i t ie s .  L ia b ilitie s  are meas
ured a t amounts established in  the ex
changes, usually the amounts to  be paid, 
sometimes discounted.
D is c u s s io n . Conceptually, a lia b ility  is 
measured a t the amount o f cash to be paid 
discounted to the tim e the lia b ility  is  in 
curred. Most short-term  lia b ilitie s  are 
sim ply measured a t the amount to  be paid. 
Discounted present values are often used 
i f  the obligations require payments at 
dates tha t are re la tive ly fa r in  the future. 
Pension obligations and lia b ilitie s  under 
capitalized long-term leases are measured 
a t discounted amounts. Bonds and other 
long-term lia b ilitie s  are in  effect meas
ured a t the discounted amount o f the 
fu ture  cash payments fo r interest and 
principal. Long-term lia b ilitie s  are dis
counted when the notes nom inally bear no 
interest or an interest rate clearly below a
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reasonable rate. (See section 4111.) [As 
amended, effective October 1, 1971, by 
APB Opinion No. 21.] The difference be
tween the recorded amount o f a lia b ility  
and the amounts to be paid is amortized 
over the periods to m aturity.

S-1D. L ia b i l i t y  decreases. Decreases in  lia b ili
ties are recorded when they are discharged 
through payments, through substitution 
o f other lia b ilitie s , or otherwise.

M-1D. L ia b i l i t y  decrease m e a su re d . Decreases in  
lia b ilitie s  are measured by the recorded 
amounts tha t relate to the lia b ilitie s . A  
p a rtia l discharge o f lia b ilitie s  is meas
ured a t a proportionate p a rt of the re
corded amount o f the lia b ilitie s .

S-1E. C o m m itm e n ts . Agreements fo r the ex
change o f resources in  the fu tu re  tha t at 
present are un fu lfilled  commitments on 
both sides are not recorded u n til one o f 
the parties a t least p a rtia lly  fu lfills  its  
commitment, except tha t (1) some leases 
and (2) losses on firm  commitments are 
recorded.
D is c u s s io n . A n exception to  the general 
ru le  fo r recording exchanges is  made fo r 
most executory contracts. A n exchange of 
promises between the contracting parties 
is an exchange o f something o f value, 
but the usual view  in  accounting is tha t 
the promises are off-setting and nothing 
need be recorded u n til one or both parties 
a t least p a rtia lly  perform (s) under the 
contract. The effects o f some executory 
contracts, however, are recorded, fo r 
example, long-term  leases tha t are re
corded as assets by the lessee w ith  a cor
responding lia b ility  (see discussion a fte r 
M-1C).

S-1F . R e ve n u e  f r o m  exchanges. Revenue is re
corded when products are sold, services
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are provided, or enterprise resources are 
used by others. Revenue is also recorded 
when an enterprise sells assets other than 
products (usually presented as p a rt o f a 
gain or loss—see paragraph .24).

M-1F. Revenue measurement. Revenue from  ex
changes is  in itia lly  measured at prices 
established in  the exchanges. The rev
enue amounts are reduced (o r expenses 
recorded) fo r discounts, returns, and 
allowances.
Discussion. Revenue is  usually recognized 
a t the tim e o f exchanges in  which cash is 
received or new claims arise against other 
entities. However, exceptions are made, 
fo r example, fo r certain products tha t 
have an assured selling price (see S-6D) 
and long-term construction-type contracts 
(see S-6E). Revenue is not recognized 
on purchases.
S-1F (1). Recognizing revenue and ex

penses i f  proceeds are collecti
ble over a long period without 
reasonable assurance of collec
tion. The terms of an exchange 
transaction or other conditions 
related to receivables collect
ible over a long period may 
preclude a reasonable estimate 
of the co llectib ility  of the re
ceivables. E ither an ins ta ll
ment method or a cost recov
ery method of recognizing 
revenue and expenses may be 
used as long as co llectib ility  is 
not reasonably assured.

M -1F(1). Measuring revenue and ex
penses on installment or cost 
recovery methods. Under both 
installm ent and cost recovery 
methods the proceeds collected
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measure revenue. Under an in 
stallment method expenses are 
measured a t an amount deter
mined by m u ltip ly ing  the cost 
of the asset sold by the ra tio  of 
the proceeds collected to the 
to ta l selling price. Under a 
cost recovery method, expenses 
are measured at the amounts 
o f the proceeds collected u n til 
a ll costs have been recovered.

S-1G. Expenses directly associated w ith rev
enue from  exchanges. Costs of assets sold 
or services provided are recognized as 
expenses when the related revenue is rec
ognized (see S-1F ).

M-1G. Expense measurement. Measurement of 
expenses d irectly  associated w ith  revenue 
recognized in  exchanges is based on the 
recorded amount (usually acquisition 
cost) of the assets tha t leave the enter
prise or the costs o f the services provided 
(see S-6A(1) fo r a discussion of product 
and service costs).
Discussion. Revenue is usually accom
panied by related expenses. For example, 
sale of a product leads to recording of 
revenue from  the sale and an expense fo r 
the cost of the product sold. I f  an asset 
other than normal product, such as a 
build ing, is sold, the undepreciated cost 
of the asset is an expense to be subtracted 
from  the revenue on the sale.

.08 2. Nonreciprocal transfers are transfers in  one 
d irection of resources or obligations, either from  the enter
prise to other entities or from  other entities to the enter
prise.

a. Transfers between an enterprise and its owners. 
Examples are investments of resources by owners, 
declaration of cash or property dividends, acqui-
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sition of treasury stock, and conversion of con
vertib le debt.

S-2. Owners’ investments and withdrawals recorded. 
Transfers of assets or lia b ilitie s  between an enter
prise and its  owners are recorded when they 
occur.

M-2. Owners’ investments and withdrawals measured. 
Increases in  owners’ equity are usually measured 
by (a) the amount o f cash received, (b) the dis
counted present value o f money claims received 
or lia b ilitie s  cancelled, or (c) the fa ir  value of 
noncash assets received.1 Decreases in  owners1 
equity are usually measured by (a) the amount 
of cash paid, (b) the recorded amount of noncash 
assets transferred, or (c) the discounted present 
value of lia b ilitie s  incurred.
Discussion. Measurement of owners’ investments 
is generally based on the fa ir  value of the assets 
or the discounted present value of lia b ilitie s  that 
are transferred. The m arket value of stock issued 
may be used to  establish an amount at which to 
record owners’ investments but th is amount is 
only an approximation when the fa ir value of the 
assets transferred cannot be measured directly. 
S-2A. Acquisition of a business as a whole 

through issuance of stock. The acquisi
tion of a business as a whole by an enter
prise through the issuance of stock is 
recorded when i t  occurs. (See S-2B fo r a 
discussion of poolings of interests.) 

M-2A. Acquisition of a business through issuance 
of stock measured. A  business acquired 
through issuance of stock is measured at 
the fa ir value of the business acquired. 
Each ind iv idua l asset acquired (other 
than goodw ill) is measured a t its  fa ir 
value. I f  the fa ir  value of the whole busi
ness exceeds the amounts assigned to the

1 The fa ir value of assets received is often measured by the fair value of 
the shares of stock issued.

A IC P A  Professional Standards AC § 1027.08



7292 F in a n c ia l A c co u n tin g — G enera l

ind ividua l assets, the excess is recorded 
as goodwill. I f  the to ta l assigned to in d i
vidual assets exceeds the fa ir  value of the 
whole business, the difference is recorded 
as a reduction of the amounts assigned 
to the assets.

S-2B. Poolings of interests. Business combina
tions effected by issuance of voting com
mon stock tha t also meet other specified 
crite ria  are accounted fo r as poolings of 
interests and not as acquisitions of one 
business by another. A  business com
bination accounted fo r as a pooling of 
interests is accounted fo r when i t  occurs.

M-2B. Poolings of interests measured. The 
assets, liab ilities , and elements of owners’ 
equity of the separate companies gen
era lly become the assets, liab ilities , and 
elements of owners’ equity of the com
bined corporation. They generally are 
measured a t the tim e of combination by 
the combined corporation at the amounts 
at which they were then carried by the 
separate companies. The revenue and 
expenses of the combined corporation fo r 
the period in  which the companies are 
combined include the revenue and ex
penses of the separate companies from  
the beginning of the period to the date of 
combination. Financial statements fo r 
p rio r periods presented in  reports of the 
combined corporation combine the finan
cial statements of the separate companies.

S-2C. Investments of noncash assets by found
ers or principal stockholders of a corpora
tion. Transfers o f noncash assets to a 
corporation by its  founders or principal 
stockholders are recorded when they 
occur.

M-2C. Founders’ or principal stockholders’ in 
vestments of noncash assets measured.
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Transfers of noncash assets to a corpora
tion  by its  founders or principal stock
holders are sometimes measured at the ir 
costs to the founders or principal stock
holders rather than at the ir fa ir value 
a t the date o f transfer.

b. Nonreciprocal transfers between an enterprise 
and entities other than owners. Examples are 
g ifts  and donations, taxes, loss of a negligence 
lawsuit, im position of fines, and theft.

S-3. Nonreciprocal transfers recorded. Nonreciprocal 
transfers w ith  other than owners are recorded 
when assets are acquired, when assets are dis
posed of or the ir loss is discovered, or when 
liab ilities  come in to  existence or are discovered. 
[As amended, effective fo r transactions entered 
in to  after September 30, 1973, by APB Opinion 
No. 29.] (See section 1041.)

M-3. Nonreciprocal transfers measured. Those non
cash assets received in  nonreciprocal transfers 
w ith  other than owners tha t are recorded are 
measured at the ir fa ir value on the date received. 
Noncash assets given are usually accounted fo r 
at fa ir value. L iab ilities  imposed are measured 
at the amount to be paid, sometimes discounted. 
[As amended, effective fo r transactions entered 
in to  a fte r September 30, 1973, by APB Opinion 
No. 29.] (See section 1041.)

.09 B. External events other than transfers of re
sources or obligations to or from  other entities. Examples 
are changes in  specific prices of enterprise assets, changes 
in  interest rates, general price-level changes, technological 
changes caused by outside entities, and damage to enter
prise assets caused by others.

S-4. Favorable external events other than transfers 
generally not recorded. External events other 
than transfers tha t increase market prices or 
u tility  of assets or decrease amounts required to 
discharge lia b ilitie s  are generally not recorded 
when they occur. Instead the ir effects are usually 
reflected a t the time of la ter exchanges.
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M -4 . Retention of recorded amounts. A s s e ts  w h o se  
p r ic e s  o r  u t i l i t y  a re  in c re a s e d  b y  e x te r n a l e v e n ts  
o th e r  th a n  t r a n s fe r s  a re  n o r m a l ly  r e ta in e d  in  th e  
a c c o u n t in g  re c o rd s  a t  t h e i r  r e c o rd e d  a m o u n ts  
u n t i l  th e y  a re  e x c h a n g e d . L ia b i l i t i e s  t h a t  c a n  be  
s a t is f ie d  f o r  less  th a n  t h e i r  re c o rd e d  a m o u n ts  b e 
cause  o f  e x te r n a l e v e n ts  g e n e r a l ly  a re  r e ta in e d  
i n  th e  re c o rd s  a t  t h e i r  re c o rd e d  a m o u n ts  u n t i l  
th e y  a re  s a t is f ie d .

S -4 A . Some fa v o ra b le  events recorded. 
E x a m p le s  o f  th e  fe w  e x c e p t io n s  to  p r in c i 
p le  S -4  a re  (1 )  e a rn in g s  o f  c o m p a n ie s  
w h o s e  v o t in g  s to c k  is  o w n e d  b y  m in o r i t y  
o r  5 0 %  s h a re h o ld e rs  w h o  h a v e  th e  a b i l i t y  
to  e x e rc is e  s ig n i f ic a n t  in f lu e n c e  o v e r  in 
ve s tee s , (2 )  in c re a s e s  in  m a r k e t  p r ic e s  
o f  m a rk e ta b le  s e c u r it ie s  h e ld  b y  in v e s t 
m e n t c o m p a n ie s  a n d  (3 )  d ec rea ses  in  th e  
amounts required currently to satisfy 
lia b ilitie s  to provide services or deliver 
resources other than U. S. dollars, fo r 
example, foreign currency obligations 
and obligations under warranties. [As 
amended, effective fo r fiscal periods be
ginning a fte r December 31, 1971 by APB 
Opinion No. 18.]

M-4A. Measuring favorable events. Recorded 
increases in  m arket prices are measured 
by the difference between the recorded 
amount of the securities and the higher 
m arket price. Recorded decreases in  
lia b ilitie s  are measured by the difference 
between the recorded amounts of the lia 
b ilities  and the lower amounts estimated 
to be required to satisfy them.

S-5. Unfavorable external events other than transfers 
recorded. Certain unfavorable external events, 
other than transfers, tha t decrease market prices 
or u tility  of assets or increase lia b ilitie s  are rec
orded.
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M-5. Measuring unfavorable events. The amounts of 
those assets whose decreased m arket price or 
u tility  is recorded are adjusted to the lower mar
ke t price or recoverable cost resulting from  the 
external event.
Discussion. Recording unfavorable external 
events other than transfers varies depending on 
the type o f asset or lia b ility  and is governed by 
specific rules. The m ajor rules are described 
below.

S-5A. Cost or market rule fo r inventories. A  
loss is  recognized by application o f the 
ru le  o f lower o f cost and m arket to inven
tories when th e ir u tility  is  no longer as 
great as th e ir cost.

M-5A. Measuring inventory losses under the cost 
or market rule. Replacement price is  used 
in  measuring the decline in  price o f inven
to ry  except th a t the recorded decline 
should not resu lt in  carrying the inven
to ry  a t an amount th a t (1) exceeds net 
realizable value Or (2) is lower than net 
realizable value reduced by an allowance 
fo r an approxim ately normal p ro fit mar
gin.

S-5B. Decline in  market price o f certain market
able securities. I f  m arket price o f m arket
able securities classified as current assets 
is  less than cost and i t  is  evident th a t the 
decline is  not due to  a temporary condi
tion  a loss is  recorded when the price 
declines.*

M-5B. Measuring losses from  decline in  price of 
marketable securities. The loss on a price  
decline o f marketable securities is meas
ured by the difference between the rec
orded amount and the lower m arket price.*

*  M o d ifie d  b y  section  5132, A ccoun ting  fo r  C erta in  M arke tab le  S ecurities.
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S-5C. O bsolescence. Reductions in  the u tility  o f 
productive fa c ilitie s  caused by obsoles
cence due to  technological, economic, or 
other change are usually recognized over 
the remaining productive lives of the 
assets. I f  the productive fac ilities  have 
become worthless the entire loss is then 
recognized.

M-5C. M e a s u r in g  obsolescence. Obsolescence of 
productive fa c ilitie s  is  usually measured 
by adjusting rates o f depreciation, deple
tion, or am ortization fo r the remaining 
life  ( if  any) o f the assets. I f  productive 
fac ilities  have become worthless, unamor
tized cost is recognized as a current loss.

D is c u s s io n . In  unusual circumstances 
persuasive evidence may exist o f im pair
ment o f the u tility  o f productive fac ilities  
indicative of an in a b ility  to  recover cost 
although the fa c ilitie s  have not become 
worthless. The amount a t which those 
fac ilities  are carried is sometimes reduced 
to recoverable cost and a loss recorded 
p rio r to disposition or expiration of the 
useful life  of the facilities.

S-5D. D a m a g e  caused  b y  o th e rs . The effects 
o f damage to  enterprise assets caused by 
others are recorded when they occur or 
are discovered.

M-5D. M e a s u r in g  d a m a g e  caused  b y  o th e rs . 
When enterprise assets are damaged by 
others, asset amounts are w ritte n  down to 
recoverable costs and a loss is recorded.

S-5E. D e c lin e  in  m a rk e t  p r ic e s  o f  n o n c u r re n t  
asse ts  g e n e ra lly  n o t  re c o rd e d . Reductions 
in  the m arket prices o f noncurrent assets
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are generally not recorded u n til the assets 
are disposed of or are determined to be 
worthless.

M-5E. Retention of recorded amount. Noncur
rent assets whose m arket prices have 
declined are generally retained in  account
ing records at the ir recorded amounts 
u n til they are disposed of or have become 
worthless.
Discussion. In  unusual circumstances a 
reduction in  the market price of securities 
classified as noncurrent assets may pro
vide persuasive evidence of an in a b ility  
to recover cost although the securities 
have not become worthless. The amount 
at which those securities are carried is 
sometimes reduced and a loss recognized 
p rio r to disposition of the securities.

S-5F. Increases in amounts required to liquidate 
liabilities other than those payable in  
U. S. dollars recorded. Increases in  the 
amounts required currently to satisfy lia 
b ilitie s  to provide services or deliver 
resources other than U. S. dollars, fo r 
example, foreign currency obligations and 
obligations under warranties, are often 
recorded. Increases in  amounts required 
currently to liqu idate lia b ilitie s  payable 
in  U. S. dollars because of changes in 
interest rates or other external factors 
are generally not recorded u n til the lia b il
ities are liquidated, converted, or other
wise disposed of.

M-5F. L ia b ility  increases measured. Recorded 
increases in  lia b ilitie s  from  external 
events other than transfers are measured 
at the difference between the recorded 
amount of the liab ilities  and the higher 
amounts estimated to be required to 
satisfy them.
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I I .  In terna l Events
.10 A. Production. Production in  a broad sense is the 

economic process by which inputs of goods and services are 
combined to produce an output o f product which may be 
either goods or services. Production in  th is sense is there
fore not restricted to manufacturing operations, but in 
cludes activ ities such as merchandising, transporting, and 
holding goods.

S-6. Production recorded. U tility  added to assets by 
the internal profit-directed activ ities o f the enter
prise is generally not recorded at the time of 
production. Instead, h istorica l or acquisition 
costs, including costs of the production process, 
are shifted to d ifferent categories of assets or 
to expenses as events in  the enterprise indicate 
tha t goods and services have been used (either 
p a rtia lly  or completely) in  production operations 
of the period. The costs tha t continue to appear 
in  asset categories are deducted from  revenue 
when the products or services to which they have 
been related are sold at a la te r date (see S-1G).

M-6. Production measurement. U tility  created by pro
duction is generally not measured at the time of 
production. Instead, previously recorded amounts 
(usually acquisition costs) are shifted or allo
cated between asset categories or between activ i
ties or periods in  a systematic and rational 
manner.
Discussion. Accounting fo r production encom
passes much of the internal accounting fo r the 
enterprise. Accounting to determine costs of 
manufacturing products and providing services 
(cost accounting) is a pa rt of production account
ing  in  general. The purpose of production 
accounting is to relate costs to revenue when the 
product is sold or services provided or to relate 
costs to particu lar accounting periods.

S-6A. Costs of manufacturing products and pro
viding services. Costs of m anufacturing
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products and provid ing services during a 
period include (1) costs of assets that are 
completely used during the period in  
m anufacturing products and provid ing 
services and (2) allocated portions of the 
costs o f assets tha t are p a rtia lly  used 
during the period in  manufacturing prod
ucts and provid ing services, assigned in  a 
systematic and rational manner to those 
activities.

M-6A. Measuring costs of manufacturing prod
ucts and providing services. Costs of 
m anufacturing products and provid ing 
services are measured at the recorded 
amounts (usually acquisition costs) of 
assets used d irectly  and by allocations in  
a systematic and rational manner of re
corded amounts of assets used ind irectly. 
Discussion. Cost accounting often in 
volves shifts and allocations of acquisition 
costs. The shifts and allocations are 
based on observed or assumed relation
ships between the assets used and the 
activities o f m anufacturing products or 
provid ing services. An example of a 
sh ift to a d ifferent category is the sh ift 
o f costs from  raw materials inventory to 
work in  process inventory. Examples of 
allocated costs are overhead costs such as 
power, ind irect labor, repair costs, and 
depreciation of p lant and equipment.
S-6A(1). Product and service costs.

Costs assigned to products and 
services provided are those 
costs of m anufacturing prod
ucts and provid ing services 
tha t are considered productive, 
including d irect costs and in 
direct costs (absorbed over
head). Costs of m anufacturing 
products and provid ing serv
ices fo r a period that are not
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assigned to  product or service 
costs are charged to expense 
during the period, fo r example, 
unabsorbed overhead.

M -6A(1). Measuring product and service 
costs. Product and service 
costs are measured by the sum 
o f productive costs of manu
facturing products and provid
ing services assigned to units 
of product or service in  a 
rational and systematic man
ner.

S-6B. Expenses from  systematic and rational 
allocation. Some expenses are associated 
w ith  accounting periods by allocating 
costs of assets over the ir useful lives.

M-6B. Determination of expenses by systematic 
and rational allocation. These expenses 
are allocations of the recorded amount of 
assets in  a systematic and rational man
ner to the period or periods of the assets’ 
lives.

Discussion. I f  a ll the benefits of an asset 
are related to one period, the recorded 
amount of the asset is charged as expense 
in  tha t period. I f  the asset w ill benefit 
several periods, the recorded amount is 
charged to expense in  a systematic and 
rational manner over the periods in 
volved. Depreciation, depletion, and 
am ortization o f long-lived assets are 
examples of amounts allocated to  periods 
as expenses (excluding amounts allocated 
to costs of m anufacturing products and 
providing services, see S-6A).

S-6C. Expenses recognized immediately. The 
costs of some assets are charged to ex
pense immediately on acquisition.
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M-6C. Measurement of expenses recognized im
mediately. Expenses from  immediate 
recognition are measured a t the acquisi
tion prices of the assets acquired.
Discussion. Enterprises never acquire ex
penses per se; they always acquire assets. 
Costs may he charged to expenses in  the 
period goods or services are acquired 
either under th is princip le of immediate 
recognition or, i f  they only benefit the 
period in  which they are acquired, under 
the princip le  of systematic and rational 
allocation (see S-6B). Examples of costs 
tha t often are charged to expense imme
diately are salaries paid to officers and 
payments fo r advertising.

S-6D. Revenue at completion of production. 
Revenue may be recorded at the comple
tion  of production o f precious metals tha t 
have a fixed selling price and ins ign ifi
cant m arketing costs. S im ilar treatment 
may also be accorded certain agricu ltura l, 
m ineral, and other products character
ized by in a b ility  to determine u n it acqui
sition costs, immediate m arketability at 
quoted prices tha t cannot be influenced 
by the producer, and u n it interchange- 
a b ility .

M-6D. Revenue measured by net realizable value 
of product. Revenue recorded at comple
tion of production is measured by the 
net realizable value of the product.
Discussion. Recognition of revenue at 
completion of production is an exception 
to principles S-1F  and S-6. The net realiz
able value of product is its  selling price 
less expected costs to sell.2

S-6E. Revenue as production progresses. Reve
nue from  cost-plus-fixed-fee and long-term

2 See section 1026.16, footnote 8, for a discussion of income statement 
treatment of revenue recognized at completion of production.
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construction-type contracts is  recognized 
as production progresses using the per
centage-of-completion method i f  the to ta l 
cost and the ra tio  of performance to  date 
to  fu ll performance can be reasonably 
estimated and collection o f the contract 
price is reasonably assured. When the 
current estimate o f to ta l contract costs 
indicates a loss on long-term construction- 
type contracts, in  most circumstances pro
vision is made fo r the loss on the entire 
contract.

M-6E. M e a s u r in g  re ve n u e  as p ro d u c t io n  p r o 
g resses. Under cost-plus-fixed-fee con
tracts, revenue recognized as production 
progresses includes either reimbursable 
costs and an allocated portion of the fee 
or an allocated portion of the fee alone. 
Under long-term construction-type con
tracts, revenue recognized as production 
progresses is  measured at an allocated 
portion o f the predetermined selling price. 
Product or service cost is  subtracted 
from  revenue as an expense as production 
progresses fo r long-term construction- 
type contracts and fo r those cost-plus- 
fixed-fee contracts fo r which recorded 
revenue includes reimbursable costs.
D is c u s s io n . Recognition o f revenue as 
production progresses is  another excep
tion  to principles S-1F and S-6.

.11 B. C a s u a ltie s . Casualties are sudden, substantial, 
unanticipated reductions in  enterprise assets not caused 
by other entities. Examples are fires, floods, and abnormal 
spoilage.

S-7. C a s u a ltie s . Effects o f casualties are recorded 
when they occur or when they are discovered.

M-7. M e a s u r in g  c a s u a ltie s . When casualties occur or 
are discovered, asset amounts are w ritte n  down 
to  recoverable costs and a loss is recorded.
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Accounting fo r Those Assets 
and Liabilities That Are Not 
Resources or Obligations

.12 Accounting fo r those assets and lia b ilitie s  tha t are 
not resources or obligations (see section 1025.19) and the 
related revenue and expenses is governed by detailed p rin 
ciples, fo r example, principles fo r accounting fo r deferred 
federal income taxes in  section 4091. The principles are 
generally related to the m odifying conventions, especially 
emphasis on income (see sections 1026.33 to 1026.38).

Principles That Determine Effects 
on Assets, Liabilities, Owners’ Equity,
Revenue, and Expenses o f an Enterprise

.13 Principles (E -1 to  E -10) that summarize the effects 
o f selection and measurement on the basic elements of 
financial accounting are related to changes in  assets, lia b ili
ties, owners’ equity, revenue, and expenses rather than to 
types of events. The firs t of these principles recognizes the 
interrelated effects of events.

E-1. Dual effects. Each recorded event affects at least 
two items in  the financial accounting records. The 
double entry system o f recording is based on th is 
principle.

In  the fo llow ing principles, the changes in  assets, liab ilities , 
owners’ equity, revenue, and expenses that are recognized 
in  conform ity w ith  generally accepted accounting principles 
are listed, together w ith  some indication of the dual effect. 
Recognized changes are derived from  the preceding p rin 
ciples of selection of events and assignment of dollar 
amounts.
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E-2. Increases in assets arise from  (1) exchanges in  
which assets are acquired, (2) investments of 
assets in  the enterprise by owners, (3) nonrecip
rocal transfers of assets to an enterprise by 
other than owners, (4) shifts of costs to  different 
asset categories in  production, and, occasionally,
(5) increases in  amounts ascribed to produced 
assets. Increases in  assets sometimes arise from  
external events other than transfers.

In  exchanges, asset increases may be accompanied by de
creases in  other assets (e. g., a purchase fo r cash), increases 
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in  lia b ilitie s  (e. g., a purchase on account), or recognition 
o f revenue (e. g., a sale fo r cash). In  production, costs 
may be shifted from  one asset classification to  another 
w ith  no change in  to ta l assets. I f  production increases 
are recorded (e. g., a t the completion o f production of 
precious metals), the increase is recognized as revenue or 
reduction of expenses. Earnings o f companies whose voting 
stock is owned by m inority  or 50% shareholders who have 
the a b ility  to  exercise significant influence over investees, 
and increases in  the m arket prices of securities held by 
investment companies are examples o f asset increases recog
nized on external events other than transfers. [As amended, 
effective fo r fiscal periods beginning a fte r December 31,
1971 by APB Opinion No. 18.]

E-3. Decreases in  assets arise from  (1) exchanges in  
which assets are disposed of, (2) w ithdrawals 
of assets from  the enterprise by owners, (3) non- 
reciprocal transfers o f assets from  the enterprise 
other than to  owners, (4) certain external events 
other than transfers tha t reduce the m arket price 
or u tility  o f assets, (5) sh ifts or allocations of 
costs to  d ifferent asset categories or to  expense 
in  production, and (6) casualties.

In  exchanges, asset decreases may be accompanied by in 
creases in  other assets (e. g., a purchase fo r cash or a sale 
fo r cash or on account), decreases in  lia b ilitie s  (e. g., 
payment o f a debt), or increases in  expenses. A n increase 
of expenses in  an exchange may result i f  an asset acquired 
is used up almost immediately or i f  fu ture benefits of an 
expenditure cannot be determined and i t  is  therefore 
w ritten  o ff to expense immediately. The sale o f products 
results in  a decrease in  product held by the enterprise 
and reduces an asset and increases an expense.

E-4. Increases in liabilities  arise from  (1) exchanges 
in  which lia b ilitie s  are incurred, (2) transfers 
between an enterprise and its  owners (dividend 
declaration), and (3) nonreciprocal transfers 
w ith  other than owners in  which lia b ilitie s  arise.

In  exchanges, lia b ility  increases may be accompanied by 
decreases in  other lia b ilitie s  (e. g., a note given on an 
account payable), increases in  assets (e. g., a purchase on
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account), or an expense (e. g., office salaries incurred but 
unpaid).

E-5. Decreases in  liabilities arise from  (1) exchanges 
in  which lia b ilitie s  are reduced, (2) transfers 
between an enterprise and its  owners (debt con
verted into capital stock), and (3) nonreciprocal 
transfers w ith  other than owners in  which lia 
b ilities  are reduced (forgiveness of indebtedness).

In  exchanges, lia b ility  decreases may be accompanied by 
increases in  other lia b ilitie s  (e. g., a note given on an 
account payable), decreases in  assets (e. g., payment of 
an account), or revenue (e. g., goods delivered or services 
rendered to satisfy a customer prepayment).

E-6. Increases in owners’ equity arise from  (1) invest
ments in  an enterprise by its  owners, (2) the 
net result of a ll revenue and expenses recognized 
during a period (net income), and (3) nonrecip
rocal transfers to an enterprise from  other than 
owners (g ifts  and donations). Owners’ equity 
may also be increased by p rio r period adjust
ments.

E-7. Decreases in owners’ equity arise from  (1) trans
fers from  an enterprise to  its  owners (dividends, 
treasury stock acquisitions), and (2) net losses 
fo r a period. Owners’ equity may also be de
creased by p rio r period adjustments.

E-8. Revenue arises p rim a rily  from  exchanges. Occa
sionally revenue arises from  production, and 
rare ly from  nonreciprocal transfers and from  
external events other than transfers.

Revenue from  exchanges is usually accompanied by asset 
increases but may be accompanied by decreases in  lia b ili
ties (“ unearned revenue” ).

E-9. Expenses arise from  (1) exchanges, (2) nonre
ciprocal transfers w ith  other than owners, (3) 
external events other than transfers, (4) produc
tion, and (5) casualties.

Expenses tha t arise in  exchanges are costs associated 
d irectly  w ith  revenue recognized when assets are sold or 
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services are provided [includ ing product and service costs, 
see S -6A (1)]. Expenses tha t arise in  production are 
(1) costs of m anufacturing products and provid ing services 
not included in  product or service costs (fo r example, 
unabsorbed overhead), (2) expenses from  systematic and 
rational allocation of the cost o f assets over th e ir useful 
lives (excluding amounts allocated to costs of manu
facturing products and provid ing services, see S-6A),
(3) expenses recognized immediately on the acquisition of 
goods and services, and (4) costs o f products fo r which 
revenue is recognized at the completion of production or as 
production progresses (see S-6D and S-6E).

E-10. E ffe c ts  o f  a c c o u n tin g  f o r  assets a n d  l ia b i l i t ie s  
th a t  a re  n o t resou rces  o r  o b lig a t io n s  (see sec
tion  1025.19 and paragraph .12). Accounting 
fo r these assets and lia b ilitie s  results in  increases 
and decreases in  assets and increases and de
creases in  liab ilities . The income statement 
effects are usually confined to increases and 
decreases in  expenses.

PRINCIPLES OF FINANCIAL STATEMENT 
PRESENTATION

.14 The principles o f financial statement presentation 
guide the communication of the inform ation provided by 
the financial accounting process. They are related to the 
principles of selection and measurement and the pervasive 
principles but are not derived d irectly  from  them. The 
presentation principles are more closely related to  the objec
tives o f financial accounting and financial statements. The 
general objectives tha t deal w ith  the type o f inform ation 
to  be provided (fo r example, reliable inform ation about 
economic resources and obligations and economic progress) 
and the qualitative objectives based on characteristics of 
useful inform ation (such as com parability, completeness, 
and understandability) d irectly  influence the content of 
some o f the presentation principles. The basic features of 
financial accounting, pa rticu la rly  accounting entity, ap
proxim ation, and fundamentally related financial state
ments, also influence these principles.
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Fair Presentation in Conform ity w ith  
Generally Accepted Accounting Principles

.15 The qualita tive standard o f fa ir  presentation in  
conformity w ith generally accepted accounting principles 
of financial position and results o f operations is particu
la rly  im portant in  evaluating financial presentations. This 
standard guides preparers o f financial statements and is the 
subjective benchmark against which independent public ac
countants judge the proprie ty of the financial accounting 
inform ation communicated. Financial statements “ present 
fa ir ly  in  conform ity w ith  generally accepted accounting 
principles ”  i f  a number o f conditions are m et: (1) generally 
accepted accounting principles applicable in  the circum
stances have been applied in  accumulating and processing 
the financial accounting inform ation, (2) changes from  
period to period in  generally accepted accounting principles 
have been appropriately disclosed, (3) the inform ation in  
the underlying records is properly reflected and described 
in  the financial statements in  conform ity w ith  generally 
accepted accounting principles, and (4) a proper balance 
has been achieved between the conflicting needs to disclose 
im portant aspects o f financial position and results o f oper
ations in  accordance w ith  conventional concepts and to sum
marize the voluminous underlying data into a lim ited 
number of financial statement captions and supporting 
notes.

STATEMENT OF THE PRINCIPLES OF FINANCIAL 
STATEMENT PRESENTATION

.16 The principles of financial statement presentation 
guide reporting of financial accounting inform ation. They 
are conventional and subject to  change in  the same manner 
as the principles of selection and measurement. Twelve 
principles (R-1 to R-12) of financial statement presentation 
are stated; two are amplified by related principles; several 
are followed by explanations o f th e ir characteristics or 
applications. [As amended, effective fo r fiscal periods end
ing a fte r September 30, 1971 by APB Opinion No. 19.]

.17 R-1. Basic financial statements. A  balance sheet, 
a statement of income, a statement of 
changes in  retained earnings, a statement of 
changes in  financial position, disclosure of
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changes in  other categories o f stockholders' 
equity, descriptions o f accounting policies, 
and related notes is the minimum presenta
tion  required to  present fa ir ly  the financial 
position and results of operations of an 
enterprise in  conform ity w ith  generally ac
cepted accounting principles. [A s amended, 
effective fo r fiscal years beginning a fter De
cember 31, 1971, by APB Opinion No. 22.]

The basic financial statements are usually presented fo r 
two or more periods to enhance th e ir usefulness. H istorica l 
summaries are also often presented. Other inform ation 
may be provided as supplementary to the basic statements, 
fo r example, data as to revenue and net income by lines of 
business, inform ation regarding physical output, and finan
cial statements restated fo r changes in  the general price 
level. These kinds of inform ation, however, are not now 
considered necessary fo r a fa ir  presentation o f financial 
position and results o f operations in  conform ity w ith  gen
era lly accepted accounting principles. [A s amended, effec
tive  fo r fiscal periods ending a fte r September 30, 1971 by 
APB Opinion No. 19.]

.18 R-2. Complete balance sheet. The balance sheet 
or statement o f financial position should 
include and properly describe a ll assets, lia 
b ilities , and classes o f owners' equity as 
defined by generally accepted accounting 
principles.

.19 R -3 . Complete income statement. T h e  in c o m e  
s ta te m e n t o f  a  p e r io d  s h o u ld  in c lu d e  a n d  
p r o p e r ly  d e s c r ib e  a l l  re v e n u e  a n d  e xp e n se s  
a s  d e f in e d  b y  g e n e r a l ly  a c c e p te d  a c c o u n t in g  
p r in c ip le s .

U n d e r  n a r r o w ly  s p e c if ie d  c o n d it io n s  a n  in c o m e  s ta te m e n t  
s h o u ld  e x c lu d e  a  fe w  ite m s  t h a t  re p re s e n t a d ju s tm e n ts  o f  
p r i o r  p e r io d s ’ n e t  in c o m e .

.20 R-4. Complete statement of changes in financial 
position. T h e  s ta te m e n t  o f  c h a n g e s  in  f in a n 
c ia l  p o s i t io n  o f  a  p e r io d  s h o u ld  in c lu d e  a n d  
p r o p e r ly  d e s c r ib e  a l l  im p o r ta n t  a s p e c ts  o f
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the company’s financing and investing ac
tiv ities . [A s amended, effective fo r fiscal 
periods ending after September 30, 1971 by 
APB Opinion No. 19.]

.21 R-5. Accounting period. The basic time period 
fo r which financial statements are presented 
is one year; “ in te rim ”  financial statements 
are commonly presented fo r periods of less 
than a year. (See section 2071, In terim  F i
nancial Reporting.)

.22 R-6. Consolidated financial statements. Consoli
dated financial statements are presumed to 
be more meaningful than the separate state
ments of the component legal entities. Con
solidated statements are usually necessary 
fo r fa ir  presentation in  conform ity w ith  
generally accepted accounting principles i f  
one of the enterprises in  a group d irectly  or 
ind irectly  owns over 50% of the outstand
ing voting stock of the other enterprises.

Consolidated financial statements present the financial posi
tion  and results of operations of a parent company and its  
subsidiaries essentially as i f  the group were a single enter
prise comprised of branches or divisions. The resulting 
accounting en tity  is an economic rather than a legal un it, 
and its  financial statements are considered to reflect the 
substance of the combined economic relationships to an 
extent not possible by merely provid ing the separate finan
cia l statements of the corporate entities comprising the 
group.

.23 R-7. Equity basis. Unconsolidated subsidiaries 
and investments in  50% or less of the voting 
stock of companies in  which the investors 
have the a b ility  to  exercise significant in 
fluence over investees should be presented 
on the equity basis.

Under the equity basis, net income during a period includes 
the investor company’s proportionate share of the net in 
come reported by the investee fo r the period (subsequent to 
acquisition in  the period of acquisition). The effect is that
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net income fo r the period and owners’ equity at the end o f 
the period are the same as i f  the companies presented on the 
equity basis had been consolidated. Dividends received are 
treated as adjustments of the amount of the investment 
under the equity basis. [As amended, effective fo r fiscal 
periods beginning after December 31, 1971 by APB Opinion 
No. 18.]

.24 R-8. Translation of foreign balances. F inancia l 
inform ation about the foreign operations o f 
U. S. enterprises should be ‘ ‘ translated”  
in to  U. S. dollars by the use of conventional 
translation procedures tha t involve fore ign 
exchange rates.

.25 R-9. Classification and segregation. Separate dis
closure of the im portant components of the 
financial statements is presumed to make 
the inform ation more useful. Examples in  
the income statement are sales or other 
source o f revenue, cost o f sales, deprecia
tion, selling and adm inistrative expenses, 
interest expense, and income taxes. Exam
ples in  the balance sheet are cash, receiv
ables, inventories, p lant and equipment, 
payables, and categories of owners’ equity.

Owners’ equity of corporations is conventionally classified 
in to  categories including par or stated amount of capital 
stock, additional paid-in capital, and retained earnings.
Net income or net loss, p rio r period adjustments, dividends, 
and certain transfers to other categories o f owners’ equity 
are among the changes in  owners’ equity tha t affect re
tained earnings.

R-9A. Working capital. Disclosure o f com
ponents o f w orking capital (current 
assets less current lia b ilitie s ) 3 is 
presumed to be useful in  manufac
turing, trading, and some service 
enterprises. Current assets and cur
rent lia b ilitie s  are distinguished 
from  other assets and lia b ilitie s . * 3

3 Because the term working capital is sometimes used to describe current 
assets alone, the difference between current assets and current liabilities 
is sometimes described as net working capital.
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Disclosure of working capital is norm ally accomplished 
by classifying current assets and lia b ilitie s  separately. 
Current assets include cash and other assets tha t are rea
sonably expected to be realized in  cash or sold or consumed 
during the normal operating cycle of the business or w ith in  
one year i f  the operating cycle is shorter than one year. 
Current lia b ilitie s  include those expected to be satisfied 
by either the use of assets classified as current in  the same 
balance sheet or the creation of other current liab ilities , or 
those expected to be satisfied w ith in  a re la tive ly short 
period of time, usually one year. (See section 2031.)

R-9B. Offsetting. Assets and lia b ilitie s  in  
the balance sheet should not be offset 
unless a legal rig h t of setoff exists.

R-9C. Gains and losses. Revenue and ex
penses from  other than sales o f prod
ucts, merchandise, or services may 
be separated from  other revenue and 
expenses and the net effects dis
closed as gains or losses.4

Revenue and expense result from  dispositions of assets 
other than products of the enterprise as well as from  sales 
of products or services. For disclosure purposes, revenue 
(proceeds received) and expenses (cost of assets re lin 
quished) on dispositions of assets other than products are 
separated from  other revenue and expenses and the net 
amounts (revenue less expense) are shown as gains or 
losses. I f  these gains or losses are not m aterial in  amount 
they may be combined w ith  other income statement amounts. 
Other examples of gains and losses are sizable w rite 
downs of inventories and receivables, sizable gains and 
losses on sale of temporary investments, gains and losses 
recognized in  nonmonetary transactions, and gains and 
losses on foreign currency devaluations. Gains and losses 
include items that are of a character typ ica l of the custom
ary business activities of the entity, which may be disclosed 
separately i f  the ir effects are m aterial, and extraordinary 
gains and losses, which should be presented separately 
(see the fo llow ing princip le). [As amended, effective fo r *

4 Losses are sometimes defined in the accounting literature as expired 
costs that produce no revenue. “ Losses”  of that type are a subclassification 
of expenses in sections 1021-1029.
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transactions entered into after September 30, 1973, by APB 
Opinion No. 29 (See section 1041); as modified, effective 
for fiscal years beginning on or after January 1, 1975, pur
suant to FASB Statement No. 2. (See section 4211.)]

R-9D. Extraordinary items. Extraordinary 
gains and losses should be presented 
separately from other revenue and 
expenses in  the income statement.

Extraordinary items are events and transactions that are 
distinguished by their unusual nature and by the infre
quency of their occurrence. [As amended, effective for 
events and transactions occurring after September 30, 1973 
by APB Opinion No. 30.] (See section 2012.)

R-9E. Net income. The net income of an 
enterprise fo r a period should be 
separately disclosed and clearly 
identified in  the income statement.

Identify ing the amount of the net income is considered 
necessary fo r fa ir  presentation in  conformity w ith  gen
erally accepted accounting principles.

.26 R-10. Other disclosures. In  addition to informa
tive classifications and segregation of data, 
financial statements should disclose all addi
tional information that is necessary fo r fa ir  
presentation in  conformity w ith  generally 
accepted accounting principles. Descrip
tions of accounting policies and notes that 
are necessary fo r adequate disclosure are an 
integral part of the financial statements.

Financial statements cannot provide all of the informa
tion available about an enterprise. They are essentially 
summaries of a large quantity of detailed information. 
Furthermore, the information given on the face of the state
ments is largely restricted to that which can be represented 
by a number described by a very few words. Normally in 
formation of that type needs amplification to make i t  most 
useful, and the financial statements, descriptions of account
ing policies, and notes are necessary fo r adequate disclosure. 
In  addition to the four types of disclosure specified below 
that are considered necessary, additional disclosures are 
commonly made, fo r example, disclosure of nonarm’s-length
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and nonmonetary transactions. [As amended, effective for 
transactions entered into after September 30, 1973, by APB 
Opinion No. 29.] (See section 1041.)

In  general, information that m ight affect the conclusions 
formed by a reasonably informed reader of the financial 
statements should be disclosed. Disclosure principles carry 
an implied responsibility to present information so that its 
significance is apparent to a reasonably informed reader. A  
mass of detailed information, overly compressed informa
tion, and language that may be a barrier to communication 
are unsatisfactory. Financial statements should inform the 
reader o f matters that may affect his interpretation of them, 
and may provide additional information that w ill facilitate 
his understanding and use of the statements. [As amended 
by APB Opinion No. 22, December 31, 1971.]

R-10A. Customary or routine disclosure. In 
formation about measurement bases 
of important assets, restrictions on 
assets and of owners’ equity, con
tingent liabilities, contingent assets, 
important long-term commitments 
not recognized in  the body of the 
statements, information on terms of 
owners’ equity and long-term debt, 
and certain other disclosures re
quired by pronouncements of the 
Accounting Principles Board and 
the Committee on Auditing Proced
ure of the American Institute of 
Certified Public Accountants and 
regulatory bodies that have ju ris 
diction are necessary fo r fu ll dis
closure.

R-10B. Disclosure of changes in  accounting 
principles. Disclosure of changes in  
accounting principles, practices, or 
the methods of applying them, to
gether w ith  the financial effect, is 
required in accordance w ith  section 
1051, Accounting Changes. [As 
amended, effective fo r fiscal periods
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beginning after Ju ly  31, 1971 by 
APB Opinion No. 20.]

R-10C. Disclosure of subsequent events. Dis
closure of events that affect the en
terprise directly and that occur 
between the date of, or end of the 
period covered by, the financial 
statements and the date of comple
tion of the statements is necessary 
i f  knowledge of the events m ight 
affect the interpretation of the state
ments, even though the events do 
not affect the propriety of the state
ments themselves.

R-10D. Disclosure of accounting policies. 
Description of the accounting poli
cies adopted by the reporting entity 
is required as an integral part of the 
financial statements. [As amended, 
effective fo r fiscal years beginning 
after December 31, 1971, by APB 
Opinion No. 22.] (See section 2045.)

.27 R-11. Form of financial statement presentation.
No particular form  of financial statements 
is presumed better than a ll others fo r a ll 
purposes, and several forms are used.

.28 R-12. Earnings per share. Earnings per share 
information is most useful when furnished 
in  conjunction w ith  net income and its  com
ponents and should be disclosed on the face 
of the income statement.

A  single figure fo r earnings per share involves the same 
lim itations of usefulness as does a single figure fo r net 
income. Unless earnings per share statistics are presented 
in  conjunction w ith  financial statements and w ith  other 
historical information, the ir usefulness in  evaluating past 
performance of an enterprise and attempting to formulate 
an opinion as to  its  future potential is lim ited. Further
more, earnings per share should be disclosed fo r (a) income 
before extraordinary items, and (b) net income. Earnings
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per share disclosure should take into consideration matters 
such as changes in  the number of shares outstanding, con
tingent changes, and possible d ilu tion from potential con
versions of convertible debentures, preferred stock, options, 
or warrants.

 The next page is  7321. 
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Generally Accepted 
Accounting Principles—
Detailed Operating Principles
[Source: APB Statement No. 4 , Chap. 8, as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING 
PRINCIPLES BOARD

.01 The detailed principles of accounting are the large 
body of practices and procedures that prescribe definitively 
how transactions and other events should be recorded, 
classified, summarized, and presented. They are the means 
of implementing the pervasive and broad operating prin 
ciples discussed in  sections 1026 and 1027.

.02 The detailed accounting principles are not enum
erated in  sections 1021-1029 fo r several reasons:

1. Many detailed accounting principles are already 
found in  Opinions of the Accounting Principles 
Board and in the Accounting Research Bulletins.

2. The pervasive principles and the broad operating 
principles that underlie the detailed accounting 
principles tend to evolve slowly. The detailed prin
ciples, on the other hand, change relatively fre
quently. A  comprehensive statement of detailed 
principles therefore would need continual revision 
to avoid becoming obsolete.

3. A  comprehensive statement of detailed accounting 
principles would include material that the Board 
cannot, as practical matter, consider at this time.

.03 Opinions of the Accounting Principles Board and 
Accounting Research Bulletins are the most authoritative 
sources of generally accepted accounting principles fo r mem
bers of the American Institute of Certified Public Account
ants.1 Opinions of the Accounting Principles Board and 
Accounting Research Bulletins deal w ith  specific subjects

1 See sections 100.09 and 520.

AC Section 1028
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but do not constitute a comprehensive lis t of detailed ac
counting principles. No comprehensive authoritative lis t of 
detailed accounting principles is presently available.2 [As 
amended, effective May 7 , 1973 by Council Resolution.] (See 
section 510.08.)

.04 Securities and Exchange Commission pronounce
ments are an important source of detailed principles in  
some areas. These pronouncements specify requirements 
fo r Securities and Exchange Commission reports and in
fluence financial accounting and reporting practices. 
Actual accounting and reporting practices are another 
important source of detailed accounting principles in  areas 
not covered by Accounting Principles Board Opinions or 
the Accounting Research Bulletins. Publications of pro
fessional organizations, fo r example Industry A ud it Guides 
published by the American Institu te of CPAs, and surveys 
that disclose predominant or preferred accounting practices 
may also provide evidence of authoritative support. On the 
other hand, isolated instances of actual practice cannot be 
regarded as authoritative.

.05 Accounting textbooks and other accounting w r it
ings may also be referred to as sources of detailed account
ing principles in  areas that are not covered by Accounting 
Principles Board Opinions or the Accounting Research 
Bulletins. The information from these sources must be 
regarded as tentative. No one textbook or other w riting  
may be regarded as authoritative in  itself. The consensus 
of a number of writers, however, may be a good indication 
of existing detailed principles not covered by Accounting 
Principles Board pronouncements.

  The next page is  7331.  

2 Accounting Research Study No. 7, Inventory o f Generally Accepted 
Accounting Principles fo r  Business Enterprises, by Paul Grady, is a valuable 
source of those detailed accounting principles that existed at the time of 
its publication in 1965. This is an “ unofficial”  source, however, because 
Accounting Research Studies are not pronouncements of the Accounting 
Principles Board or of the Institute, and the fact that the study quotes 
extensively from the Board Opinions and the Accounting Research Bul
letins in no way changes the status of either the pronouncements or 
the study.
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AC Section 10 29
Financial Accounting 
in the Future
[Source: APB Statement No. 4 , Chap. 9, as amended.]

Issue date, unless 
otherwise indicated: 
October, 1970

STATEMENT OF THE ACCOUNTING 
PRINCIPLES BOARD

.01 Description of the environment, objectives, and 
basic features of financial accounting and financial state
ments and of broad generally accepted accounting p rin 
ciples has been an important objective of the Accounting 
Principles Board since its inception. Issuance of sections 
1021-1029 is a basic step in  the Board’s program of deter
mining appropriate practice and narrowing areas of differ
ence and inconsistency.

DYNAMIC NATURE OF FINANCIAL ACCOUNTING
.02 Present generally accepted accounting principles 

are the result of an evolutionary process that can be ex
pected to continue in the future. Changes may occur at 
any level of generally accepted accounting principles. The 
pervasive and broad operating principles are relatively 
stable but may change over time. Changes occur more fre
quently in  the detailed principles used to apply broad p rin 
ciples to specific situations.

.03 Generally accepted accounting principles change 
in  response to changes in  economic and social conditions, 
to new knowledge and technology, and to demands of users 
fo r more serviceable financial information. The dynamic 
nature of financial accounting—its ab ility  to change in 
response to changed conditions—enables i t  to maintain and 
increase the usefulness of the information i t  provides.

BASIS FOR EVALUATION
.04 Although sections 1021-1029 do not specify what 

generally accepted accounting principles should be in the 
future, they are intended to provide a basis fo r evaluating 
principles and guiding changes in  financial accounting.
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Orderly change in  financial accounting is promoted by 
evaluation of present and proposed principles in  terms of 
the ir internal consistency and practical operation and in  
the ligh t of observations concerning the environment and 
objectives of financial accounting and financial statements.

Practical Operation and Internal Consistency 
o f Generally Accepted Accounting Principles

.05 Present generally accepted accounting principles 
can be analyzed to determine i f  they are operational and 
internally consistent.1 Analysis can focus on individual 
principles and on their implications fo r and consistency 
w ith  other principles. Evaluations of this type can aid in  
narrowing areas of difference and promoting the usefulness 
of financial accounting information.

The Environment
.06 Generally accepted accounting principles can also 

be evaluated by relating the financial accounting in for
mation they produce to the economic activities that the 
information attempts to represent. The significant con
straints placed on accounting measurement by the com
plexity, continuity, and jo in t nature of economic activities 
are important in  this evaluation.

Objectives o f Financial Accounting 
and Financial Statements

.07 Understanding the objectives of financial account
ing and financial statements (section 1024) is v ita l in 
evaluating and improving generally accepted accounting 
principles. The general objectives relate the content of 
financial accounting information to the interests and needs 
of users. The content of financial accounting information 
can therefore be appraised by determining the extent to 
which i t  serves these interests and needs. The qualitative 
objectives indicate the characteristics of useful information 
and thus provide criteria fo r appraising the usefulness of 
financial accounting information. The objectives are now 
achieved w ith  varying degrees of success but improvement 
is probably possible in achieving each of them. Some objec
tives may conflict, however, so that improvement in  one

1 Although consistency of principles is desirable, improving financial 
accounting may require changes that temporarily increase inconsistency 
among principles.
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area may be at the expense of another area. Generally 
accepted accounting principles should therefore be eval
uated to determine the degree to which the objectives are 
met and the extent to which present principles represent 
an optimum practical solution to the problem of resolving 
conflicts between objectives.

PROPOSALS FOR CHANGE
.08 Suggestions have been made that present generally 

accepted accounting principles be changed ( l )  to eliminate 
differences in  accounting practices that are not justified by 
differences in  circumstances, (2) to make them more inter
nally consistent, (3) to improve the ir effectiveness in  ac
complishing the objectives of financial accounting, and
(4) to reflect more adequately the economic activities repre
sented. These suggestions have resulted in  a number of pro
posals in recent years which have not been fu lly  evaluated 
but which, i f  accepted, would result in  significant changes 
in  generally accepted accounting principles and the result
ing financial statements. B rie f mention of some of these 
proposals in  the follow ing paragraphs does not, of course, 
im ply a degree of present acceptance nor constitute a fore
cast of future acceptance. Reference to them in  sections 
1021-1029 does not give them substantial authoritative 
support.

.09 Some proposals contemplate change w ith in  the 
basic historical-cost-based accounting described in  sections 
1021-1029 in  connection w ith  present generally accepted 
accounting principles. The proposed changes, fo r example, 
would broaden the measurement and recognition criteria  
so that some items, such as contracts, commitments, and 
leases, that are not now recorded as assets and liab ilities 
would be included in  financial statements; also, criteria  
would be established fo r associating inventory costs and 
the costs of long-lived productive assets (plant and equip
ment) w ith  the related revenue, both to  narrow the range 
of acceptable procedures and to reduce the necessity of 
making essentially arb itrary choices among procedures. A l
though adopting these kinds of proposals would introduce 
significant changes, financial accounting fo r the most part 
would s till re ly on relating acquisition costs w ith  revenue 
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to determine income and on acquisition prices as the basic 
recorded amount of assets.

.10 Other proposals contemplate more sweeping 
changes in  the financial accounting structure or the content 
of financial statements. For example, they would revise the 
realization principle to perm it accrual of increases in  value 
of resources during production, substitute current replace
ment prices, current selling prices, estimated future selling 
prices, or discounted present-value concepts fo r acquisition 
prices as the basis of measurement, recognize changes in  
the general level of prices, and incorporate budgets as part 
of the basic financial statements.

.11 S till other proposals would change the presenta
tion of financial accounting information rather than its ac
cumulation and processing. New financial statements and 
new forms of existing financial statements have been pro
posed. The use of ratios instead of money amounts has 
been suggested, pointing to an emphasis on information 
such as trends, relationships, rates of return, and state
ments expressed in  terms of percentages, rather than on 
absolute dollar amounts. Development of ways of dis
closing information more effectively than in  narrative notes 
has been proposed, including more use of graphs, charts, 
and other visual aids.

.12 Considerable interest has been shown in  interna
tional accounting standards or “ international generally 
accepted accounting principles.’’ Prerequisite to the devel
opment of accounting standards on an international scale 
is not only knowledge of accounting practices and princi
ples in  various countries but also some attempts on the part 
of the accounting profession of each country to  formalize 
and codify the accounting practices used in the country.*

.13 These proposals are mentioned in  sections 1021- 
1029 not to give them recognition or support but to ind i
cate the general nature of potential changes in  ideas and 
conditions in  the future. Financial accounting promises to 
he as dynamic in  the future as i t  has been in  the past. The 
Accounting Principles Board w ill be involved in  guiding 
future changes in  generally accepted accounting principles.

* See section 9000, International Accounting Standards.
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I t  invites a ll those interested in  continued improvement in  
financial accounting to participate actively.

NOTE
.14 Statements of the Accounting Principles Board 

present the conclusions of at least two-thirds of the mem
bers of the Board, which is the senior technical body of the 
Institu te  authorized to issue pronouncements on accounting 
principles. This Statement is not an " Opinion of the Ac
counting Principles Board”  covered by action of the Coun
cil of the Institu te in  its May 7 , 1973 Resolution designating 
the Financial Accounting Standards Board as the body to 
establish accounting principles pursuant to Rule 203 of the 
Rules of Conduct of the American Institute of Certified 
Public Accountants. amended, effective May 7, 1973 
by Council Resolution.] (See section 510.08.)

  The next page is 7401. 
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AC Section 1041
Accounting For 
Nonmonetary Transactions
[Source: APB Opinion No. 2 9 .]

Effective fo r transactions 
entered into a fte r Septem
ber 30, 1973, unless other
wise indicated

INTRODUCTION
.01 Most business transactions involve exchanges of 

cash or other monetary assets or lia b ilitie s1 fo r goods or 
services. The amount of monetary assets or liab ilities ex
changed generally provides an objective basis fo r measur
ing the cost of nonmonetary assets or services received by 
an enterprise as well as fo r measuring gain or loss on non
monetary assets transferred from an enterprise. Some 
transactions, however, involve either (a) an exchange w ith  
another entity (reciprocal transfer 1) that involves princi
pally nonmonetary assets or lia b ilitie s1 or (b) a transfer 
o f nonmonetary assets fo r which no assets are received or 
relinquished in exchange (nonreciprocal transfer1). Both 
exchanges and nonreciprocal transfers that involve lit tle  
or no monetary assets or liabilities are referred to in  this 
section as nonmonetary transactions.

.02 Questions have been raised concerning the deter
mination of the amount to assign to a nonmonetary asset 
transferred to or from an enterprise in  a nonmonetary trans
action and also concerning the recognition of a gain or loss 
on a nonmonetary asset transferred from an enterprise in 
a nonmonetary transaction. Practice has varied ; some non
monetary transactions have been accounted fo r at the esti
mated fa ir  value of the assets transferred and some at the 
amounts at which the assets transferred were previously 
recorded. This section sets fo rth  the views of the Board 
on accounting fo r nonmonetary transactions.

Definitions
.03 The meanings of certain terms used in this sec

tion are:
1 See paragraph .03 of this section fo r definitions of these terms. 
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a. Monetary assets and liabilities  are assets and lia 
bilities whose amounts are fixed in  terms of units 
of currency by contract or otherwise. Examples are 
cash, short- or long-term accounts and notes receiv
able in cash, and short- or long-term accounts and 
notes payable in  cash.2

b. Nonmonetary assets and liabilities  are assets and 
liab ilities other than monetary ones. Examples are 
inventories; investments in  common stocks; prop
erty, plant and equipment; and liab ilities for rent 
collected in advance.2

c. Exchange (or exchange transaction) is a reciprocal 
transfer between an enterprise and another entity 
that results in  the enterprise’s acquiring assets or 
services or satisfying liab ilities by surrendering 
other assets or services or incurring other obli
gations.3

d. Nonreciprocal transfe r3 is a transfer of assets or 
services in  one direction, either from an enterprise 
to its owners (whether or not in  exchange fo r their 
ownership interests) or another entity or from 
owners or another entity to the enterprise. An 
en tity ’s reacquisition of its outstanding stock is an 
example of a nonreciprocal transfer.

e. Productive assets are assets held fo r or used in  the 
production of goods or services by the enterprise. 
Productive assets include an investment in  another 
entity i f  the investment is accounted fo r by the 
equity method but exclude an investment not ac
counted fo r by that method. Sim ilar productive 
assets are productive assets that are of the same 
general type, that perform the same function or 
that are employed in the same line of business.

Applicab ility
.04 This section does not apply to the following trans

actions:  

2 Section 1071.17-.19, Financial Statements Restated fo r General Price- 
Level Changes, and section 1071B, contains a more complete explanation of 
monetary and nonmonetary items.

3 Section 1027.06-.09, Basic Concepts and Accounting Principles Underlying 
Financial Statements o f Business Enterprises, contains a more complete 
explanation of exchanges and nonreciprocal transfers.
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a. A  business combination accounted fo r by an enter
prise according to the provisions of section 1091, 
Business Combinations,

b. A  transfer of nonmonetary assets solely between 
companies or persons under common control, such 
as between a parent company and its subsidiaries 
or between two subsidiary corporations of the same 
parent, or between a corporate jo in t venture and its 
owners,

c. Acquisition of nonmonetary assets or services on 
issuance of the capital stock of an enterprise,4 and

d. Stock issued or received in stock dividends and 
stock splits which are accounted for in  accordance 
w ith  section 5561.

This section applies to regulated companies in accordance 
w ith  section 6011, Accounting Principles fo r Regulated 
Industries, and i t  amends section 1027, Basic Concepts and 
Accounting Principles Underlying Financial Statements of 
Business Enterprises, to the extent i t  relates to measuring 
transfers of certain nonmonetary assets. Some exchanges 
of nonmonetary assets involve a small monetary considera
tion, referred to as “ boot,”  even though the exchange is 
essentially nonmonetary. This section also applies to those 
transactions. For purposes of applying this section, events 
and transactions in which nonmonetary assets are involun
ta rily  converted (fo r example, as a result of total or partia l 
destruction, theft, seizure, or condemnation) to monetary 
assets that are then reinvested in other nonmonetary assets 
—are monetary transactions since the recipient is not obli
gated to reinvest the monetary consideration in other non
monetary assets.

DISCUSSION
Present Accounting fo r Nonmonetary Transactions

.05  Nonreciprocal Transfers with Owners. Some non
monetary transactions are nonreciprocal transfers between 
an enterprise and its owners. Examples include (a) d is tri
bution of nonmonetary assets, such as marketable equity

4 The Board has deferred consideration of accounting for those trans
actions pending completion and consideration of Accounting Research 
Studies on intercorporate investments and stockholders’ equity except to 
the extent they are covered in section 4062, Accounting fo r Stock Issued to 
Employees.
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securities, to stockholders as dividends, (b) distribution of 
nonmonetary assets, such as marketable equity securities, 
to stockholders to redeem or acquire outstanding capital 
stock of the enterprise, (c) distribution of nonmonetary 
assets, such as capital stock of subsidiaries, to stockholders 
in  corporate liquidations or plans of reorganization that 
involve disposing of all or a significant segment of the 
business (the plans are variously referred to as spin-offs, 
split-ups, and split-offs), and (d) distribution of nonmone
tary assets to groups of stockholders, pursuant to plans of 
rescission or other settlements relating to a prior business 
combination, to redeem or acquire shares of capital stock 
previously issued in a business combination. Accounting 
fo r decreases in owners’ equity that result from nonrecipro
cal nonmonetary transactions w ith  owners has usually been 
based on the recorded amount of the nonmonetary assets 
distributed.

.06 Nonreciprocal Transfers w ith Other Than Owners.
Other nonmonetary transactions are nonreciprocal transfers 
between an enterprise and entities other than its owners. 
Examples are the contribution of nonmonetary assets by 
an enterprise to a charitable organization and the contri
bution of land by a governmental un it fo r construction of 
productive facilities by an enterprise. Accounting for non
monetary assets received in a nonreciprocal transfer from 
an entity other than an owner has usually been based on 
fa ir  value of the assets received while accounting fo r non
monetary assets transferred to another entity has usually 
been based on the recorded amount of the assets relin
quished.

.07 Nonmonetary Exchanges. Many nonmonetary 
transactions are exchanges of nonmonetary assets or serv
ices w ith  another entity. Examples include (a) exchange 
of product held fo r sale in  the ordinary course of business 
(inventory) fo r dissimilar property as a means of selling 
the product to a customer, (b) exchange of product held 
fo r sale in  the ordinary course of business (inventory) for 
sim ilar product as an accommodation—that is, at least one 
party to the exchange reduces transportation costs, meets 
immediate inventory needs, or otherwise reduces costs or 
facilitates ultimate sale of the product—and not as a means 
of selling the product to a customer, and (c) exchange of
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productive assets—assets employed in production rather 
than held fo r sale in  the ordinary course of business—for 
similar productive assets or fo r an equivalent interest in 
sim ilar productive assets. Examples of exchanges in cate
gory (c) include the trade of player contracts by profes
sional sports organizations, exchange of leases on mineral 
properties, exchange of one form of interest in an oil pro
ducing property for another form of interest, exchange of 
real estate fo r real estate. Accounting fo r nonmonetary 
assets acquired in a nonmonetary exchange has sometimes 
been based on the fa ir value of the assets relinquished and 
sometimes on the recorded amount of the assets relin
quished.

Differing Views
.08 Views of accountants differ as to appropriate 

accounting fo r all of the types of nonmonetary transactions 
described in paragraphs .05 to .07.

.09 Nonreciprocal Transfers of Nonmonetary Assets to 
Owners. Some believe that accounting fo r nonreciprocal 
transfers of nonmonetary assets to owners should be based 
on the carrying amount of the nonmonetary assets trans
ferred because only that method is consistent w ith  the 
historical cost basis of accounting.

.10 Others believe that accounting fo r transfers of 
nonmonetary assets to reduce certain owners’ interests 
other than through a reorganization, liquidation, or rescis
sion of a p rio r business combination should be based on the 
fa ir  value of the nonmonetary assets distributed or the 
fa ir  value of the stock representing the owners’ equity 
eliminated, whichever is more clearly evident. In  their 
view, disposing of the value represented by a nonmonetary 
asset is a significant economic event, and the unrecorded 
increase or decrease that has resulted in  the value of the 
nonmonetary asset since its acquisition should be recog
nized.

.11 Many who agree w ith  accounting based on fa ir  
value fo r a nonreciprocal transfer of a nonmonetary asset 
that reduces certain owners’ interests also believe that dis
tribu ting  a nonmonetary asset as an ordinary dividend (but 
not d istributing a nonmonetary asset as a liquidating d iv i
dend or in a spin-off, reorganization or sim ilar distributions)
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may be regarded as equivalent to an exchange w ith  owners 
and therefore recorded at the fa ir value of the nonmonetary 
asset distributed, particularly i f  the dividend is distributable 
as either cash or the nonmonetary asset at the election of the 
owner. They believe that failure to recognize the fa ir  value 
of nonmonetary assets transferred may both misstate the 
dividend and fa il to recognize gains and losses on nonmone
tary assets that have already been earned or incurred by the 
enterprise and should be recognized on distributing the 
assets for dividend purposes.

.12 Others generally agree w ith  the view that nonrecip
rocal transfers of nonmonetary assets to certain owners 
should be accounted fo r at fa ir  value but believe that d iv i
dends and other prorata distributions to owners are essen
tia lly  sim ilar to liquidating dividends or distributions in 
spin-offs and reorganizations and should be accounted for 
at the recorded amount of the asset transferred.

.13 Nonreciprocal Receipts of Nonmonetary Assets.
Many believe that a nonmonetary asset received in a non
reciprocal transfer from other than owners should be re
corded at fa ir  value because fa ir value is the only value 
revelant to the recipient enterprise. Others believe that 
such nonmonetary assets should be recorded at a nominal 
value since fa ir  value cannot be reasonably determined in 
view of performance obligations usually agreed to by the 
recipient as a consideration fo r the transfer.

.14 Nonreciprocal Transfers of Nonmonetary Assets 
to Other Than Owners. Some believe that accounting for a 
nonreciprocal transfer of a nonmonetary asset to an entity 
other than an owner should be based on the carrying amount 
of the asset transferred because only that method is con
sistent w ith  the historical cost basis of accounting. Others 
believe that failure to recognize the fa ir  value of a non
monetary asset transferred may both understate (or over
state) expenses incurred and fa il  to recognize gains or losses 
on nonmonetary assets that have already been earned or 
incurred by the enterprise and should be recognized when 
the transfer of the asset is recognized as an expense.

.15 Exchange Transactions. Some believe that ac
counting for an exchange of nonmonetary assets between 
an enterprise and another entity (an enterprise or ind i
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vidual acting in a capacity other than a stockholder of the 
enterprise) should be based on the fa ir values of the assets 
involved, while others believe that accounting fo r the ex
change should be based on the carrying amount of the asset 
transferred from the enterprise. Those who advocate the 
former view believe it  to be the only method consistent 
w ith  the accounting principle that an asset acquired should 
be recorded at its cost as measured by the fa ir value of the 
asset relinquished to acquire it. Those advocating the latter 
view believe that revenue should be recognized only i f  an 
exchange involves monetary assets; therefore recognizing 
fa ir value is inappropriate unless a monetary asset is re
ceived in an exchange.

.16 Many accountants who accept the concept that 
accounting fo r an exchange of nonmonetary assets should 
be based on fa ir value believe that problems of measure
ment and questions about the conditions fo r recognizing 
revenue require modification of the concept in two types of 
exchanges. They therefore conclude that:

a. Fa ir values should not be recognized i f  an enter
prise exchanges product or property held fo r sale 
in  the ordinary course of business fo r product or 
property to be sold in the same line of business.
The emphasis in  that exchange, in their view, is on 
developing economical ways to acquire inventory 
fo r resale to customers rather than on marketing 
inventory to obtain revenue from customers. There
fore, “ swapping”  inventories between enterprises 
that are essentially competitors and not customers 
of each other is merely an incidental early stage of 
an earning process, and revenue should not be rec
ognized until the time of sale of the exchanged prod
ucts (in  the same or another form) to a customer of 
the enterprise.

b. Fa ir value should not be recognized i f  an enterprise 
exchanges a productive asset fo r a sim ilar produc
tive asset or an equivalent interest in the same or 
similar productive asset. Therefore, revenue should 
not be recognized merely because one productive 
asset is substituted fo r a sim ilar productive asset 
but rather should be considered to flow from the
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production and sale of the goods or services to 
which the substituted productive asset is committed.

.17 F a ir Value Not Determinable. General agreement 
exists that a nonmonetary transaction, regardless of form, 
should not be recorded at fa ir  value i f  fa ir  value is not 
determinable w ith in  reasonable lim its. Major uncertainties 
concerning realizability of the fa ir  value proposed to be 
assigned to a nonmonetary asset received in a nonmonetary 
transaction are indicative of an inab ility  to determine fa ir 
value w ith in  reasonable lim its. Some believe that only an 
exchange transaction between parties w ith  essentially 
opposing interests provides an independent test of fa ir 
value to be used in measuring the transaction; therefore 
fa ir  value is determinable w ith in  reasonable lim its  only in 
a negotiated exchange transaction. Others believe that fa ir 
value in  a nonreciprocal transfer is also often determinable 
w ith in  reasonable lim its  and should be recognized in certain 
types of transactions.

OPINION
Basic Principle

.18 The Board concludes that in  general accounting 
for nonmonetary transactions should be based on the fa ir 
values 5 of the assets (or services) involved which is the 
same basis as that used in monetary transactions. Thus, 
the cost of a nonmonetary asset acquired in  exchange fo r 
another nonmonetary asset is the fa ir  value of the asset 
surrendered to obtain it, and a gain or loss should be recog
nized on the exchange. The fa ir value of the asset received 
should be used to measure the cost i f  i t  is more clearly 
evident than the fa ir value of the asset surrendered. Sim
ila rly , a nonmonetary asset received in a nonreciprocal 
transfer should be recorded at the fa ir  value of the asset 
received. A  transfer of a nonmonetary asset to a stock
holder or to another entity in  a nonreciprocal transfer 
should be recorded at the fa ir  value of the asset transferred, 
and a gain or loss should be recognized on the disposition 
of the asset. The fa ir value of an entity ’s own stock reac
quired may be a more clearly evident measure of the fa ir 
value of the asset distributed in a nonreciprocal transfer i f  
the transaction involves distribution of a nonmonetary asset

5 See paragraph .25 for determination of fa ir value.
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to eliminate a disproportionate part of owners’ interests 
(that is, to acquire stock for the treasury or fo r retirement).

.19 The Board believes that certain modifications of 
the basic principle are required to accommodate problems 
of measurement and questions about the conditions for 
recognizing revenue. These modifications are specified in 
paragraphs .20 to .23.

Modifications of the Basic Principle
.20 F a ir Value Not Determinable. Accounting fo r a 

nonmonetary transaction should not be based on the fa ir 
values of the assets transferred unless those fa ir values are 
determinable w ith in  reasonable lim its (paragraph .25).

.21 Exchanges. I f  the exchange is not essentially the 
culmination of an earning process, accounting for an ex
change of a nonmonetary asset between an enterprise and 
another entity should be based on the recorded amount 
(after reduction, i f  appropriate, fo r an indicated impair
ment of value) of the nonmonetary asset relinquished. 
The Board believes that the follow ing two types of non
monetary exchange transactions do not culminate an earn
ing process:

a. An exchange of a product or property held fo r sale 
in the ordinary course of business for a product or 
property to be sold in the same line of business to 
facilitate sales to customers other than the parties 
to the exchange, and

b. An exchange of a productive asset not held fo r sale 
in  the ordinary course of business fo r a similar 
productive asset or an equivalent interest in the 
same or similar productive asset (sim ilar productive 
asset is defined in paragraph .03 and examples are 
given in paragraph .07).6

.22 The exchanges of nonmonetary assets that would 
otherwise be based on recorded amounts (paragraph .21) 
may include an amount of monetary consideration. The 
Board believes that the recipient of the monetary considera
tion has realized gain on the exchange to the extent that 
the amount of the monetary receipt exceeds a proportionate *

6 The fact that an exchange of productive assets is not a taxable trans
action for tax purposes may be evidence that the assets exchanged are 
sim ilar for purposes of applying this section.
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share of the recorded amount of the asset surrendered. The 
portion of the cost applicable to the realized amount should 
be based on the ratio of the monetary consideration to the 
total consideration received (monetary consideration plus 
the estimated fa ir value of the nonmonetary asset received) 
or, i f  more clearly evident, the fa ir value of the nonmone
ta ry asset transferred. The Board further believes that 
the entity paying the monetary consideration should not 
recognize any gain on a transaction covered in  paragraph 
.21 but should record the asset received at the amount of 
the monetary consideration paid plus the recorded amount 
of the nonmonetary asset surrendered. I f  a loss is indicated 
by the terms of a transaction described in  this paragraph 
or in  paragraph .21, the entire indicated loss on the ex
change should be recognized.

.23 Nonreciprocal Transfers to Owners. Accounting 
fo r the distribution of nonmonetary assets to owners of an 
enterprise in  a spin-off or other form of reorganization or 
liquidation or in  a plan that is in  substance the rescission 
of a p rio r business combination should be based on the re
corded amount (after reduction, i f  appropriate, fo r an ind i
cated impairment of value) of the nonmonetary assets dis
tributed. A  prorata distribution to owners of an enterprise 
of shares of a subsidiary or other investee company that has 
been or is being consolidated or that has been or is being 
accounted fo r under the equity method is to be considered 
to be equivalent to a spin-off. Other nonreciprocal trans
fers of nonmonetary assets to owners should be accounted 
fo r at fa ir  value i f  the fa ir  value of the nonmonetary asset 
distributed is objectively measurable and would be clearly 
realizable to the distributing entity in  an outright sale at 
or near the time of the distribution.

Applying the Basic Principle
.24 The Board’s conclusions modify to some extent 

existing practices as described in  paragraphs .05 to .07.
The conclusions are based on supporting reasons given in 
paragraphs .08 to .17.

.25 F a ir value of a nonmonetary asset transferred to 
or from an enterprise in  a nonmonetary transaction should 
be determined by referring to estimated realizable values 
in cash transactions of the same or sim ilar assets, quoted
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market prices, independent appraisals, estimated fa ir  values 
of assets or services received in exchange, and other avail
able evidence. I f  one of the parties in  a nonmonetary trans
action could have elected to receive cash instead of the 
nonmonetary asset, the amount of cash that could have been 
received may be evidence of the fa ir  value of the nonmon
etary assets exchanged.

.26 F a ir value should be regarded as not determinable 
w ith in  reasonable lim its i f  major uncertainties exist about 
the realizability of the value that would be assigned to an 
asset received in  a nonmonetary transaction accounted for 
at fa ir  value. An exchange involving parties w ith  essen
tia lly  opposing interests is not considered a prerequisite 
to determining a fa ir  value of a nonmonetary asset trans
ferred; nor does an exchange insure that a fa ir  value fo r 
accounting purposes can be ascertained w ith in  reasonable 
lim its. I f  neither the fa ir  value of a nonmonetary asset 
transferred nor the fa ir  value of a nonmonetary asset re
ceived in exchange is determinable w ith in  reasonable lim its, 
the recorded amount of the nonmonetary asset transferred 
from the enterprise may be the only available measure 
of the transaction.

.27 A  difference between the amount of gain or loss 
recognized fo r tax purposes and that recognized fo r ac
counting purposes may constitute a tim ing difference to 
be accounted fo r according to section 4091, Income Taxes.

Disclosure

.28 An enterprise that engages in one or more non
monetary transactions during a period should disclose in 
financial statements fo r the period the nature of the transac
tions, the basis of accounting fo r the assets transferred, 
and gains or losses recognized on transfers.7

EFFECTIVE DATE

.29 This section shall be effective fo r transactions 
entered into after September 30, 1973. Transactions re
corded previously for a fiscal year ending before October 1, 
1973 should not be adjusted. However, transactions re

je c t io n  2051.11, Consolidated Financial Statements, includes additional 
disclosures that are preferred if  a parent company disposes of a subsidiary 
during the year.
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corded previously for a fiscal year that includes October 1, 
1973 may be adjusted to comply w ith  the provisions of 
this section.

 The  n ex t page is  7431. 
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AC Section 1051
Accounting Changes
[Source: APB Opinion No. 20, as amended.]

Effective fo r fiscal years be
ginning a fte r July 3 1 , 1971, 
unless otherwise indicated 

INTRODUCTION
.01 A  change in accounting by a reporting entity may 

significantly affect the presentation of both financial posi
tion and results of operations for an accounting period and 
the trends shown in comparative financial statements and 
historical summaries. The change should therefore be re
ported in  a manner which w ill facilitate analysis and under
standing of the financial statements.
Scope o f Section

.02 This section defines various types of accounting 
changes and establishes guides fo r determining the manner 
of reporting each type. I t  also covers reporting a correction 
of an error in  previously issued financial statements.

.03 This section applies to financial statements which 
purport to present financial position, changes in financial 
position, and results of operations in conformity w ith  gen
erally accepted accounting principles. The guides in  this 
section also may be appropriate in  presenting financial in fo r
mation in other forms or for special purposes. Companies 
in  regulated industries may apply generally accepted ac
counting principles differently from nonregulated companies 
because of the effect of the rate-making process. This sec
tion should therefore be applied to regulated companies in 
accordance w ith the provisions of section 6011.

.04 This section does not change the policy of the 
Board that its Opinions, unless otherwise stated, are not 
intended to be retroactive. Each published section specifies 
its effective date and the manner of reporting a change to 
conform w ith  the conclusions of each section. An industry 
audit guide prepared by a committee of the American Ins ti
tute of Certified Public Accountants may also prescribe the 
manner of reporting a change in accounting principle.1 Ac
cordingly, the provisions of this section do not apply to 
changes made in conformity w ith  such pronouncements 
issued in the past or in the future.

1See AC section 6000 Appendix for a list of A IC P A  Industry A u d it/ 
Accounting Guides.
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.05 This section reaffirms the provisions of previous 
Board Opinions that prescribe the manner of reporting a 
change in accounting principle, an accounting estimate, or 
reporting entity except fo r the following sections:2

a. Section 2041.03, Comparative Financial Statements, 
has been amended to insert a cross reference to this 
section. This section identifies numerous accounting 
changes and specifies the manner of reporting each 
change.

b. Section 2010.19, Reporting the Results of Opera
tions, has been superseded, and section 2011.13, 
Earnings per Share, amended by APB Opinion No.
30. This section specifies an additional element in 
the presentation of the income statement. [As 
amended, effective for events and transactions oc
curring after September 30, 1973 by APB Opinion 
No. 30.] (See section 2012.)

c. Section 2010.24 has been superseded. Although the 
conclusion of that paragraph is not modified, this 
section deals more completely w ith  accounting 
changes.

TYPES OF ACCOUNTING CHANGES
.06 The term accounting change in this section means 

a change in (a) an accounting principle, (b) an accounting 
estimate, or (c) the reporting entity (which is a special type 
of change in accounting principle classified separately for 
purposes of this section). The correction of an error in pre
viously issued financial statements is not deemed to be an 
accounting change.
Change in Accounting Principle

.07 A  change in accounting principle results from 
adoption of a generally accepted accounting principle d if
ferent from the one used previously fo r reporting purposes. 
The term accounting principle  includes “ not only account
ing principles and practices but also the methods of apply
ing them.”  3

.08 A  characteristic of a change in accounting prin 
ciple is that i t  concerns a choice from among two or more 
generally accepted accounting principles. However, neither

2 Sections 1021-1029, Basic Concepts and Accounting Principles Underlying 
Financial Statements o f Business Enterprises, have been amended to the ex
tent that they relate to reporting accounting changes.

3 A U  section 410.02 (volume 1, A IC P A  Professional Standards).

AC § 1051.05 Copyright © 1975, American Ins titu te  of Certified Public Accountants, Inc.



A c c o u n tin g  C hanges 7433

(a) in itia l adoption of an accounting principle in  recognition 
of events or transactions occurring fo r the first time or that 
previously were immaterial in their effect nor (b) adoption 
or modification of an accounting principle necessitated by 
transactions or events that are clearly different in  substance 
from those previously occurring is a change in accounting 
principle.

.09 Changes in  accounting principle are numerous and 
varied. They include, fo r example, a change in the method 
of inventory pricing, such as from the last in, firs t out 
(L IFO ) method to the first in, first out (F IFO ) method; a 
change in depreciation method fo r previously recorded 
assets, such as from the double declining balance method to 
the straight line method; 4 a change in the method of ac
counting fo r long-term construction-type contracts, such as 
from the completed contract method to the percentage of 
completion method; and a change from recording costs 
as expense when incurred to deferring and amortizing them. 
(Paragraph .11 covers a change in accounting principle 
to effect a change in  estimate.) [As modified, effective for 
fiscal years beginning on or after January 1 , 1975, pursuant 
to FASB Statement No. 2.] (See section 4211.)

Change in Accounting Estimate
.10 Changes in estimates used in accounting are neces

sary consequences of periodic presentations of financial 
statements. Preparing financial statements requires estimat
ing the effects of future events. Examples of items fo r which 
estimates are necessary are uncollectible receivables, inven
tory obsolescence, service lives and salvage values of depre
ciable assets, warranty costs, periods benefited by a deferred 
cost, and recoverable mineral reserves. Future events and 
their effects cannot be perceived w ith  certainty; estimating, 
therefore, requires the exercise of judgment. Thus account
ing estimates change as new events occur, as more experi
ence is acquired, or as additional information is obtained.

.11 Change in estimate effected by a change in ac
counting principle. Distinguishing between a change in  an 
accounting principle and a change in  an accounting estimate

4 A  change to the straight line method at a specific point in the service 
life of an asset may be planned at the time the accelerated depreciation 
method is adopted to fu lly  depreciate the cost over the estimated life of the 
asset. Consistent application of such a policy does not constitute a change 
in accounting principle fo r purposes of applying this section. (Section 
2043.02d covers disclosure of methods of depreciation.)

A IC P A  P ro fe ss io n a l S tanda rds AC § 1051.11
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is sometimes difficult. For example, a company may change 
from deferring and amortizing a cost to recording i t  as an 
expense when incurred because future benefits of the cost 
have become doubtful. The new accounting method is 
adopted, therefore, in  partia l or complete recognition of the 
change in estimated future benefits. The effect of the change 
in  accounting principle is inseparable from the effect of the 
change in  accounting estimate. Changes of this type are 
often related to the continuing process of obtaining addi
tional information and revising estimates and are therefore 
considered as changes in  estimates fo r purposes of applying 
this section.
Change in the Reporting Entity

.12 One special type of change in  accounting principle 
results in  financial statements which, in effect, are those of a 
different reporting entity. This type is lim ited mainly to
(a) presenting consolidated or combined statements in  place 
of statements of individual companies, (b) changing spe
cific subsidiaries comprising the group of companies for 
which consolidated financial statements are presented, and
(c) changing the companies included in  combined financial 
statements. A  different group of companies comprise the 
reporting entity after each change. A  business combination 
accounted fo r by the pooling of interests method also results 
in  a different reporting entity.

Correction o f an Error in Previously Issued Financial Statements
.13 Reporting a correction of an error in  previously 

issued financial statements concerns factors similar to those 
relating to reporting an accounting change and is therefore 
discussed in  this section.5 Errors in  financial statements 
result from mathematical mistakes, mistakes in  the applica
tion of accounting principles, or oversight or misuse of facts 
that existed at the time the financial statements were pre
pared. In  contrast, a change in  accounting estimate results 
from new information or subsequent developments and ac
cordingly from better insight or improved judgment. Thus, 
an error is distinguishable from a change in  estimate. A  
change from an accounting principle that is not generally 
accepted to one that is generally accepted is a correction of 
an error fo r purposes of applying this section.

5 A U  section 561, Subsequent Discovery of Facts Existing at the Date 
of the Auditor's Report, discusses other aspects of errors in previously 
issued financial statements.
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VIEWS ON REPORTING CHANGES 
IN ACCOUNTING PRINCIPLES

.14 An essential question in  reporting a change in  ac
counting principle is whether to restate the financial state
ments currently presented fo r p rio r periods to show the new 
accounting principle applied retroactively. A  summary of 
differing views bearing on that question is:

a. Accounting principles should be applied consistently 
fo r a ll periods presented in  comparative financial 
statements. Using different accounting principles 
fo r sim ilar items in  financial statements presented 
fo r various periods may result in  misinterpretations 
of earnings trends and other analytical data that are 
based on comparisons. The same accounting p rin 
ciple therefore should be used in presenting financial 
statements of current and past periods. Accordingly, 
financial statements presented fo r p rio r periods in  
current reports should be restated i f  a reporting 
entity changes an accounting principle.

b. Restating financial statements of p rio r periods may 
dilute public confidence in  financial statements and 
may confuse those who use them. Financial state
ments previously prepared on the basis of account
ing principles generally accepted at the time the 
statements were issued should therefore be con
sidered final except fo r changes in  the reporting 
entity or corrections of errors.

c. Restating financial statements of prio r periods fo r 
some types of changes requires considerable effort 
and is sometimes impossible. For example, adequate 
information may not be available to restate financial 
statements of p rio r periods i f  the method of record
ing revenue from long-term contracts is changed 
from the completed contract method to the percent
age of completion method.

d. Restating financial statements of p rio r periods for 
some changes requires assumptions that may furnish 
results different from what they would have been 
had the newly adopted principle been used in  p rio r 
periods. For example, i f  the method of pricing in 
ventory is changed from the FIFO  method to the

AC § 1051.14A IC P A  Professional Standards



7436 F in a n c ia l A c c o u n tin g — G e n era l

L IF O  method, i t  may be assumed that the ending 
inventory o f the immediately preceding period is 
also the beginning inventory o f the current period 
fo r the L IFO  method. The retroactive effects under 
that assumption may be different from the effects of 
assuming that the L IFO  method was adopted at an 
earlier date.

OPINION

Justification fo r  a Change in Accounting Principle
.15 The Board concludes that in  the preparation of 

financial statements there is a presumption that an account
ing principle once adopted should not be changed in  ac
counting fo r events and transactions of a sim ilar type. 
Consistent use of accounting principles from  one accounting 
period to another enhances the u t il i ty  of financial statements 
to users by fac ilita ting  analysis and understanding of com
parative accounting data

.16 The presumption that an entity should not change 
an accounting principle may be overcome only i f  the enter
prise justifies the use of an alternative acceptable account
ing principle on the basis that i t  is preferable. However, a 
method of accounting that was previously adopted fo r a 
type of transaction or event which is being terminated or 
which was a single, nonrecurring event in  the past should 
not be changed. For example, the method of accounting 
should not be changed fo r a tax or tax credit which is being 
discontinued or fo r preoperating costs relating to a specific 
plant. The Board does not intend to imply, however, that a 
change in  the estimated period to be benefited fo r a deferred 
cost ( i f  justified by the facts) should not be recognized as a 
change in  accounting estimate. The issuance of an Opinion 
of the Accounting Principles Board that creates a new 
accounting principle, that expresses a preference fo r an 
accounting principle, or that rejects a specific accounting 
principle is sufficient support fo r a change in  accounting 
principle. The burden of jus tify ing  other changes rests w ith  
the entity  proposing the change.6

6The issuance of an industry audit guide by a committee of the 
American Institu te o f Certified Public Accountants also constitutes suffi
cient support fo r a change in accounting principle (paragraph .04).
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General Disclosure— A Change in Accounting Principle
.17 The nature of and justification for a change in 

accounting principle and its  effect on income should be dis
closed in  the financial statements of the period in  which the 
change is made. The justification fo r the change should 
explain clearly why the newly adopted accounting principle 
is preferable.

Reporting A Change in Accounting Principle
.18 The Board believes that, although they conflict, 

both (a) the potential d ilu tion of public confidence in  finan
cial statements resulting from restating financial statements 
of p rio r periods and (b) consistent application of accounting 
principles in  comparative statements are important factors 
in  reporting a change in accounting principles. The Board 
concludes that most changes in  accounting should be recog
nized by including the cumulative effect, based on a retro
active computation, of changing to a new accounting 
principle in net income of the period of the change (para
graphs .19 to .26) but that a few specific changes in account
ing principles should be reported by restating the financial 
statements of p rio r periods (paragraphs .27 to .30 and 
.34 to .35).

.19 For all changes in  accounting principle except 
those described in paragraphs .27 to .30 and .34 to .35, the 
Board therefore concludes th a t:

a. Financial statements fo r p rio r periods included fo r 
comparative purposes should be presented as pre
viously reported.

b. The cumulative effect of changing to a new account
ing principle on the amount of retained earnings at 
the beginning of the period in which the change is 
made should be included in  net income of the period 
of the change (paragraph .20).

c. The effect of adopting the new accounting principle 
on income before extraordinary items and on net 
income (and on the related per share amounts) of 
the period of the change should be disclosed.

d. Income before extraordinary items and net income 
computed on a pro forma basis 7 should be shown

7 The pro forma amounts include both (a) the direct effects of a change
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on the face of the income statements fo r all periods 
presented as i f  the newly adopted accounting prin 
ciple had been applied during a ll periods affected 
(paragraph .21).

Thus, income before extraordinary items and net income 
(exclusive of the cumulative adjustment) fo r the period of 
the change should be reported on the basis of the newly 
adopted accounting principle. The conclusions in  this para
graph are modified fo r various special situations which are 
described in  paragraphs .23 to .30.

.20  Cumulative effect of a change in accounting p rin 
ciple. The amount shown in the income statement fo r the 
cumulative effect of changing to a new accounting principle 
is the difference between (a) the amount of retained earn
ings at the beginning of the period of a change and (b) the 
amount of retained earnings that would have been reported 
at that date i f  the new accounting principle had been applied 
retroactively for all p rio r periods which would have been 
affected and by recognizing only the direct effects of the 
change and related income tax effect.8 The amount of 
the cumulative effect should be shown in the income state
ment between the captions “ extraordinary items”  and “ net 
income.”  The cumulative effect is not an extraordinary 
item but should be reported in a manner sim ilar to an extra
ordinary item. The per share information shown on the face 
of the income statement should include the per share amount 
of the cumulative effect of the accounting change.

.21 Pro forma effects of retroactive application. Pro 
forma effects of retroactive application (paragraph .19-d 
including footnote 7) should be shown on the face of the 
income statement fo r income before extraordinary items 
and net income. The earnings per share amounts (prim ary 
and fu lly  diluted, as appropriate under section 2011, Earn
ings per Share) fo r income before extraordinary items and
and (b) nondiscretionary adjustments in items based on income before taxes 
or net income, such as profit sharing expense and certain royalties, that 
would have been recognized if  the newly adopted accounting principle had 
been followed in p rio r periods: related income tax effects should be recog
nized fo r both (a) and (b). D irect effects are lim ited to those adjustments 
that would have been recorded to restate the financial statements of p rior 
periods to apply retroactively the change. The nondiscretionary adjust
ments described in (b) should not therefore be recognized in computing 
the adjustment fo r the cumulative effect of the change described in para
graph .20 unless nondiscretionary adjustments of the prior periods are 
actually recorded.

8 See footnote 7.
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net income computed on a pro forma basis should be shown 
on the face of the income statement. I f  space does not per
m it, such per share amounts may be disclosed prominently 
in  a separate schedule or in tabular form in the notes to the 
financial statements w ith  appropriate cross reference; when 
this is done the actual per share amounts should be repeated 
fo r comparative purposes. Pro forma amounts should be 
shown in both current and future reports for all periods 
presented which are prio r to the change and which would 
have been affected. Section 1051A illustrates the manner 
of reporting a change in accounting principle. I f  an income 
statement is presented fo r the current period only, the ac
tual and the pro forma amounts (and related per share data) 
fo r the immediately preceding period should be disclosed.

.22 The principal steps in computing and reporting the 
cumulative effect and the pro forma amounts of a change in  
accounting principle may be illustrated by a change in de
preciation method fo r previously recorded assets as follows:

a. The class or classes of depreciable assets to which the 
change applies should be identified. (A  “ class of 
assets”  relates to general physical characteristics.)

b. The amount of accumulated depreciation on recorded 
assets at the beginning of the period of the change 
should be recomputed on the basis of applying retro
actively the new depreciation method. Accumulated 
depreciation should be adjusted fo r the difference be
tween the recomputed amount and the recorded 
amount. Deferred taxes should be adjusted fo r the 
related income tax effects.

c. The cumulative effect on the amount of retained earn
ings at the beginning of the period of the change 
resulting from the adjustments referred to in  (b) above 
should be shown in the income statement of the period 
of the change.

d. The pro forma amounts should give effect to the pro 
forma provisions for depreciation of each p rio r period 
presented and to the pro forma adjustments of non- 
discretionary items,9 computed on the assumption of 
retroactive application of the newly adopted method *

9 See footnote 7.
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to all p rio r periods and adjusted fo r the related income 
tax effects.

.23 Change in  method of amortization and related dis
closure. Accounting for the costs of long-lived assets re
quires adopting a systematic pattern of charging those costs 
to expense. These patterns are referred to as depreciation, 
depletion, or amortization methods (a ll of which are re
ferred to in this section as methods of amortization). V ari
ous patterns of charging costs to expenses are acceptable 
fo r depreciable assets; fewer patterns are acceptable fo r 
other long-lived assets.

.24 Various factors are considered in selecting an 
amortization method for identifiable assets, and those factors 
may change, even fo r similar assets. For example, a com
pany may adopt a new method of amortization fo r newly 
acquired, identifiable, long-lived assets and use that method 
fo r a ll additional new assets of the same class but continue 
to use the previous method fo r existing balances of previ
ously recorded assets of that class. For that type of change 
in  accounting principle, there is no adjustment of the type 
outlined in  paragraphs .19-.22, but a description of the 
nature of the change in method and its effect on income 
before extraordinary items and net income of the period 
of the change, together w ith  the related per share amounts, 
should be disclosed. I f  the new method of amortization is 
however applied to previously recorded assets of that class, 
the change in accounting principle requires an adjustment 
fo r the cumulative effect of the change and the provisions 
of paragraphs .15 to .22 should be applied.

.25 Pro forma amounts not determinable. In  rare 
situations the pro forma amounts described in  paragraph .21 
cannot be computed or reasonably estimated fo r individual 
p rio r periods, although the cumulative effect on retained 
earnings at the beginning of the period of change can be 
determined. The cumulative effect should then be reported 
in  the income statement of the period of change in  the 
manner described in  paragraph .20. The reason fo r not 
showing the pro forma amounts by periods should be ex
plained because disclosing those amounts is otherwise re
quired and is expected by users of financial statements.

.26 Cumulative effect not determinable. Computing 
the effect on retained earnings at the beginning of the period
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in  which a change in accounting principle is made may 
sometimes be impossible. In  those rare situations, disclosure 
w ill be lim ited to showing the effect of the change on the 
results of operations of the period of change (including per 
share data) and to explaining the reason fo r om itting 
accounting for the cumulative effect and disclosure of pro 
forma amounts fo r prio r years. The principal example of 
this type of accounting change is a change in inventory 
pricing method from FIFO  to L IFO  fo r which the difficulties 
in  computing the effects of that change are described in  
paragraph .14-d.

.27  Special changes in accounting principle reported 
by applying retroactively the new method in  restatements 
of p rio r periods. Certain changes in  accounting principle 
are such that the advantages of retroactive treatment in  
p rio r period reports outweigh the disadvantages. Accord
ingly, fo r those few changes, the Board concludes that the 
financial statements of a ll p rio r periods presented should 
be restated. The changes that should be accorded this 
treatment are: (a) a change from the L IFO  method of 
inventory pricing to another method, (b) a change in  the 
method of accounting fo r long-term construction-type con
tracts, and (c) a change to or from the “ fu ll cost”  method 
of accounting which is used in  the extractive industries.

.28 The nature of and justification fo r a change in  
accounting principle described in  paragraph .27 should be 
disclosed in  the financial statements fo r the period the 
change was adopted. In  addition, the effect of the change 
on income before extraordinary items, net income, and the 
related per share amounts should be disclosed fo r a ll periods 
presented. This disclosure may be on the face of the income 
statement or in the notes. Section 1051B illustrates the 
manner of reporting a change in  accounting principle retro
actively by restating the statements of those p rio r periods 
affected. Financial statements of subsequent periods need 
not repeat the disclosures.

.29 Special exemption fo r an in itia l public distribution.
The Board concludes that in  one specific situation the appli
cation of the foregoing provisions of this section may result 
in  financial statement presentations of results of operations 
that are not of maximum usefulness to intended users. For 
example, a company owned by a few individuals may decide
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to change from one acceptable accounting principle to an
other acceptable principle in  connection w ith  a forthcoming 
public offering of shares of its equity securities. The poten
tia l investors may be better served by statements of income 
fo r a period of years reflecting the use of the newly adopted 
accounting principles because they w ill be the same as 
those expected to be used in future periods. In  recognition 
of this situation, the Board concludes that financial state
ments fo r all p rio r periods presented may be restated retro
actively when a company first issues its  financial statements 
fo r any one of the following purposes: (a) obtaining addi
tional equity capital from investors, (b) effecting a business 
combination, or (c) registering securities. This exemption 
is available only once for changes made at the time a 
company’s financial statements are first used for any of 
those purposes and is not available to companies whose 
securities currently are widely held.

.30 The company should disclose in  financial state
ments issued under the circumstances described in  para
graph .29 the nature of the change in accounting principle 
and the justification fo r i t  (paragraph .17).

Reporting a Change in Accounting Estimate

.31 The Board concludes that the effect of a change 
in  accounting estimate should be accounted fo r in  (a) the 
period of change i f  the change affects that period only or
(b) the period of change and future periods i f  the change 
affects both. A  change in  an estimate should not be ac
counted fo r by restating amounts reported in  financial 
statements of p rio r periods or by reporting pro forma 
amounts fo r p rio r periods.10

.32 A  change in accounting estimate that is recognized 
in  whole or in  part by a change in  accounting principle 
should be reported as a change in  an estimate because the 
cumulative effect attributable to the change in  accounting 
principle cannot be separated from the current or future 
effects of the change in  estimate (paragraph .11). Although

10 [Superseded, effective fo r financial statements for fiscal years begin
ning after October 15, 1977, by FASB Statement No. 16.] (See section 2014.)
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that type of accounting change is somewhat sim ilar to a 
change in  method of amortization (paragraphs .23 and .24), 
the accounting effect of a change in  a method of amortiza
tion can be separated from the effect of a change in  the 
estimate of periods of benefit or service and residual values 
of assets. A  change in  method of amortization fo r previ
ously recorded assets therefore should be treated as a 
change in  accounting principle, whereas a change in  the 
estimated period of benefit or residual value should be 
treated as a change in  accounting estimate.

.33 Disclosure. The effect on income before extraor
dinary items, net income and related per share amounts 
of the current period should be disclosed fo r a change in  
estimate that affects several future periods, such as a 
change in  service lives of depreciable assets or actuarial 
assumptions affecting pension costs. Disclosure of the ef
fect on those income statement amounts is not necessary 
fo r estimates made each period in the ordinary course of 
accounting fo r items such as uncollectible accounts or inven
tory obsolescence; however, disclosure is recommended i f  
the effect of a change in the estimate is material.

Reporting a Change in the Entity

.34 The Board concludes that accounting changes 
which result in  financial statements that are in effect the 
statements of a different reporting entity (paragraph .12) 
should be reported by restating the financial statements of 
a ll p rio r periods presented in order to show financial in fo r
mation fo r the new reporting entity fo r all periods.

.35 Disclosure. The financial statements of the period 
of a change in the reporting entity should describe the 
nature of the change and the reason for it. In  addition, the 
effect of the change on income before extraordinary items, 
net income, and related per share amounts should be dis
closed fo r a ll periods presented. Financial statements of 
subsequent periods need not repeat the disclosures. (Sec
tions 1091.56-.65 and 1091.93-.96, Business Combinations, 
describe the manner of reporting and the disclosures re
quired fo r a change in reporting entity that occurs because 
of a business combination.)

A IC P A  Professional Standards AC § 1051.35
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Reporting a Correction of an Error in Previously Issued 
Financial Statements

.36 The Board concludes that correction of an error in 
the financial statements of a prio r period discovered subse
quent to their issuance (paragraph .13) should be reported 
as a p rio r period adjustment. (Section 2010.17 covers the 
manner of reporting prior period adjustments.)

.37 Disclosure. The nature of an error in  previously 
issued financial statements and the effect of its correction 
on income before extraordinary items, net income, and the 
related per share amounts should be disclosed in the period 
in which the error was discovered and corrected. Financial 
statements of subsequent periods need not repeat the dis
closures.

M ateria lity
.38 The Board concludes that a number of factors are 

relevant to the materiality of (a) accounting changes con
templated in  this section and (b) corrections of errors, in  
determining both the accounting treatment of these items 
and the necessity fo r disclosure. M ateria lity should be con
sidered in relation to both the effects of each change sepa
rately and the combined effect of all changes. I f  a change 
or correction has a material effect on income before extraor
dinary items or on net income of the current period before 
the effect o f the change, the treatments and disclosures 
described in this section should be followed. Furthermore, 
i f  a change or correction has a material effect on the trend 
of earnings, the same treatments and disclosures are re
quired. A  change which does not have a material effect in  
the period of change but is reasonably certain to have a ma
terial effect in later periods should be disclosed whenever 
the financial statements of the period of change are pre
sented.

Historical Summaries o f Financial Inform ation
.39 Summaries of financial information fo r a number 

of periods are commonly included in  financial reports. The 
summaries often show condensed income statements, includ
ing related earnings per share amounts, fo r five years or 
more. In  many annual reports to stockholders, the financial 
highlights present similar information in  capsule form. The 
Board concludes that all such information should be pre-

AC § 1051.36 ©  1974, American Institute of Certified Public Accountants, Inc.
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pared in  the same manner (including the presentation of pro 
forma amounts) as that prescribed in this section fo r p r i
mary financial statements (paragraphs .15 to .38) because 
the summaries include financial data based on the primary 
financial statements. In  a summary of financial information 
that includes an accounting period in  which a change in 
accounting principle was made, the amount of the cumula
tive effect of the change that was included in  net income of 
the period of the change should be shown separately along 
w ith  the net income and related per share amounts of that 
period and should not be disclosed only by a note or paren
thetical notation.

EFFECTIVE DATE
.40 The provisions of this section are effective fo r 

fiscal years beginning after Ju ly 31, 1971. However, the 
Board encourages application of the provisions of this sec
tion in  reporting any accounting changes included in  fiscal 
years beginning before August 1, 1971 but not yet reported 
in  financial statements issued fo r the year of the change.

T he  n e x t page is  7451.  
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Accounting Changes—Appendix A

An Illustration o f Reporting a Change in Accounting Principle 
(Pursuant to  Sections 1051.19-.22)

.01 ABC Company decides in  1971 to adopt the 
straight line method of depreciation fo r plant equipment. 
The straight line method w ill be used fo r new acquisitions 
as well as fo r previously acquired plant equipment fo r 
which depreciation had been provided on an accelerated 
method.

.02 This illustration assumes that the direct effects are 
lim ited to the effect on depreciation and related income tax 
provisions and that the direct effect on inventories is not 
material. The pro forma amounts have been adjusted fo r 
the hypothetical effects of the change in  the provisions fo r 
incentive compensation. The per share amounts are com
puted assuming that 1,000,000 shares of common stock are 
issued and outstanding, that 100,000 additional shares 
would be issued i f  a ll outstanding bonds (which are not 
common stock equivalents) are converted, and that the 
annual interest expense, less taxes, fo r the convertible bonds 
is $25,000. Other data assumed fo r this illustration are—

Excess o f Accelerated Effects o f Change
Depreciation Over   Direct, Less Pro forma 

Year Straight Line Depreciation Tax Effect (Note A )

Prior to 1967 ........... $ 20,000 $ 10,000 $ 9,000
1967 .......... ... ........... 80,000 40,000 36,000
1968 ______________ 70,000 35,000 31,500
1969 .......... _ .......... 50,000 25,000 22,500
1970 ______________ 30,000 15,000 13,500

Total at beginning
of 1971 __ ______ $250,000 $125,000 $112,500

A IC P A  Professional Standards AC § 1051A.02
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.03 The manner of reporting the change in  two-year 
comparative statements is—

1971 1970

Income before extraordinary item 
and cumulative effect of a change
in  accounting p rin c ip le _________  $1,200,000 $1,100,000

Extraordinary item (description)  (35,000) 100,000
Cumulative effect on prio r years (to 

December 31, 1970) of changing 
to a different depreciation method 
(Note A ) _____ ________ ________  125,000

Net Incom e...... ............. ................... ... $1,290,000 $1,200,000

Per share amounts—
Earnings per common share— 

assuming no dilution:
Income before extraordinary

item and cumulative effect 
of a change in  accounting
principle ____________     $1.20

Extraordinary item ____  (0.04)
Cumulative effect on prior 

years (to December 31,
1970) of changing to a d if
ferent depreciation method 0.13

$1.10
0.10

Net incom e_______ ________  $1.29
Earnings per common share— 

assuming fu ll d ilu tion :
Income before extraordinary 

item and cumulative effect 
of a change in accounting
principle ........................   $1.11

Extraordinary item .............   (0.03)
Cumulative effect on p rio r 

years (to December 31,
1970) of changing to a d if
ferent depreciation method 0.11

$1.20

$1.02
0.09

Net incom e....... .......... ......  ... $1.19 $1.11

AC § 1051A.03 ©  1974, American Institute of Certified Public Accountants, Inc.
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1971 1970
Pro forma amounts assuming the 

new depreciation method is ap
plied retroactively—

Income before extraordinary
item ................................ ............. $1,200,000 $1,113,500
Earnings per common share—

assuming no dilution...........  $1.20 $1.11
Earnings per common share—

assuming fu ll dilution.........  $1.11 $1.04
Net incom e..........................   $1,165,000 $1,213,500

Earnings per common share—
assuming no dilution___   $1.17 $1.21

Earnings per common share—
assuming fu ll dilution.........  $1.08 $1.13

(See accompanying note to the financial statements)

NOTE A:
Change in Depreciation Method fo r Plant Equipment

Depreciation of plant equipment has been computed by 
the straight line method in 1971. Depreciation of plant 
equipment in p rio r years, beginning in 1954, was computed 
by the sum of the years digits method. The new method of 
depreciation was adopted to recognize . . . (state justifica
tion fo r change of depreciation method) . . . and has been 
applied retroactively to equipment acquisitions of prior 
years. The effect of the change in 1971 was to increase in 
come before extraordinary item by approximately $10,000 
(or one cent per share). The adjustment of $125,000 (after 
reduction for income taxes of $125,000) to apply retroac
tive ly the new method is included in  income of 1971. The 
pro forma amounts shown on the income statement have 
been adjusted for the effect of retroactive application on 
depreciation, the change in provisions fo r incentive compen
sation which would have been made had the new method 
been in effect, and related income taxes.

A IC P A  Professional Standards AC § 1051A.03
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AC Section 1051B

Accounting Changes—Appendix B
An Illustration o f Reporting a Special Change in Accounting 
Principle By Restating Prior Period Financial Statements 
(Pursuant to  Sections 1051.27 and 1051.28)

.01 XYZ Company decides in  1971 to adopt the per
centage of completion method in  accounting fo r a ll of its  
long-term construction contracts. The company had used 
in  p rio r years the completed contract method and had main
tained records which are adequate to apply retroactively 
the percentage of completion method. The change in  ac
counting principle is to be reported in  the manner described 
in  sections 1051.27 and 1051.28.

.02 The direct effect of the change in  accounting prin 
ciple and other data assumed fo r this illustration are—

Pre-tax Income Reported by Difference in Income

Year

Percentage 
of Completion 

Method

Completed
Contract
Method Direct

Less Tax 
Effect

Prior to 1967__$1,800,000 $1,300,000 $500,000 $250,000
1967 ______ ___  900,000 800,000 100,000 50,000
1968 ........... ___ 700,000 1,000,000 (300,000) (150,000)
1969 ______ - ... 800,000 600,000 200,000 100,000
1970 ........... ___ 1,000,000 1,100,000 (100,000) (50,000)

Total at begin-
ning of 1971 5,200,000 4,800,000 400,000 200,000

1971 ..... ......___ 1,100,000 900,000 200,000 100,000

Total ....___$6,300,000 $5,700,000 $600,000 $300,000

The per share amounts are computed assuming that 1,000,000 
shares of common stock are issued and outstanding, that
100,000 additional shares would be issued i f  a ll outstanding 
bonds (which are not common stock equivalents) are con
verted, and that the annual interest expense, less taxes, fo r 
the convertible bonds is $25,000.

A IC P A  P ro fess iona l S tandards AC  § 1051B.02
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.03 The manner of reporting the change in  two-year com
parative statements is—

Income Statement: 1971 1970

as a d ju s te d  
(N o te  A )

Income before extraordinary
item ___________________ $ 550,000 $ 500,000

Extraordinary item (descrip
tion) __________________  (80,000)

Net Incom e_______ _______  $ 550,000 $ 420,000

Per share amounts:
Earnings per common share

—assuming no d ilution: 
Income before extraordi-

nary ite m .......... ...... ... $0.55 $0.50
Extraordinary ite m ____ (.08)

Net Incom e.......... .......... $0.55 $0.42

Earnings per common share 
assuming fu ll d ilution: 
Income before extraordi

nary item ___________  $0.52 $0.47
Extraordinary ite m ____ (.07)

Net Income____ ______  $0.52 $0.40

S ta te m e n t o f  R e ta in e d  E a rn in g s :
1971 1970

as a d ju s te d  
(N o te  A )

Balance at beginning of year, 
as previously reported___$17,800,000 $17,330,000

AC § 1051B.03 ©  1974, American Institute of Certified Public Accountants, Inc.



A c c o u n tin g  C hanges 7463

1971 1970

Add adjustment fo r the cu
mulative effect on prior 
years of applying retroac
tive ly  the new method of 
accounting or long-term
contracts (Note A ) ...... .... 200,000 250,000

Balance at beginning of year,
as adjusted.......... ............ $18,000,000 $17,580,000

Net income........... ................. 550,000 420,000

Balance at end of year..... .... $18,550,000 $18,000,000

(See accompanying note to the financial statements) 

NOTE A:
Change in Method of Accounting fo r Long-Term Contracts

The company has accounted fo r revenue and costs for 
long-term construction contracts by the percentage of com
pletion method in  1971, whereas in  all p rio r years revenue 
and costs were determined by the completed contract 
method. The new method of accounting for long-term con
tracts was adopted to recognize . . . (state justification 
fo r change in accounting principle) . . . and financial 
statements of p rio r years have been restated to apply the 
new method retroactively. For income tax purposes, the 
completed contract method has been continued. The effect 
of the accounting change on income of 1971 and on income 
as previously reported fo r 1970 is—

Increase (Decrease)
Effect on—  1971 1970

Income before extraordinary item
and net income.... ...........    $100,000 $(50,000)

Earnings per common share—
assuming no d ilu t io n ........ ......  $0.10 ($0.05)

Earnings per common share—
assuming fu ll d ilu tio n ..........   $0.09 ($0.05)

The balances of retained earnings fo r 1970 and 1971 have 
been adjusted fo r the effect (net of income taxes) of apply
ing retroactively the new method of accounting.

A IC P A  P ro fess iona l S tandards AC § 1051B.03
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AC Section 1051-1

Accounting Changes Related 
to the Cost o f Inventory: An 
In terpretation o f Section 1051
[Source: FASB Interpretation No. 1 .]

June 1974
INTRODUCTION

.01 Accounting Principles Board (APB) Opinion No. 20 [section 
1051] specifies how changes in accounting principles should be 
reported in financial statements and what is required to jus tify  
such changes. Under that Opinion, the term accounting principle 
includes “ not only accounting principles and practices but also 
the methods of applying them.”

.02 Paragraph 5 of Chapter 4 of Accounting Research Bulletin No.
43 [section 5121.05] states “ there is a presumption that inven
tories should be stated at cost,”  which is “ understood to mean 
acquisition and production cost.”  I t  further states that “ the ex
clusion of all overheads from inventory cost does not constitute 
an accepted accounting procedure.”

.03 Internal Revenue Service (IR S ) Regulation 1.471— 11, adopted 
in September 1973, specifies how certain costs should be treated 
in  determining inventory costs for income tax reporting. Under 
IRS Reg. 1.471— 11, some costs must be included in inventory or 
excluded from inventory for income tax reporting regardless of 
their treatment for financial reporting. Other costs must be 
included in inventory or excluded from inventory for income tax 
reporting depending upon their treatment for financial reporting,
“ but only if  such treatment is not inconsistent w ith  generally 
accepted accounting principles.”  Among the costs listed in IRS 
Reg. 1.471— 11 in this last category are taxes other than income 
taxes, depreciation, cost depletion, factory administrative ex
penses, and certain insurance costs.

.04 Taxable income and accounting income are based on common 
information about transactions of an enterprise. However, the 
objectives of income determination for Federal income taxation 
and the objectives of income determination for financial state
ments of business enterprises are not always the same.

A IC P A  P ro fe s s io n a l S ta n d a rd s  AC § 1051-1.04
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INTERPRETATION

.05 A  change in composition of the elements of cost included in 
inventory is an accounting change. A  company which makes such 
a change for financial reporting shall conform to the requirements 
of APB Opinion No. 20 [section 1051], including justify ing  the 
change on the basis of preferability as specified by paragraph 16 
of APB Opinion No. 20 [section 1051.16]. In  applying APB  
Opinion No. 20 [section 1051], preferability among accounting 
principles shall be determined on the basis of whether the new 
principle constitutes an improvement in financial reporting and 
not on the basis of the income tax effect alone.

EFFECTIVE DATE
.06 This Interpretation shall be effective on July 1, 1974.

AC § 1051-1.05 Copyright © 1977, American Institute of Certified Public Accountants, Inc.
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AC Section 1051-2

Reporting Accounting Changes 
under AICPA Statements o f 
Position: An In terpretation  
o f Section 1051
[Source: FASB Interpretation No. 2 0 .]

November 1977

INTRODUCTION AND BACKGROUND INFORMATION

.01 The Accounting Standards Division of the A IC P A  has asked 
the FASB to either reconsider certain provisions of APB Opinion 
No. 20 [section 1051], “ Accounting Changes,”  or to clarify 
whether statements of position issued by the A IC P A  may specify 
how to report a change to adopt its recommendations for pur
poses of applying that Opinion.

.02 Paragraph 4 of APB Opinion No. 20 [section 1051.04] indi
cates that each APB Opinion specifies how to report a change to 
conform w ith  the conclusions of the Opinion and further states:

An industry audit guide prepared by a committee of the 
American Institu te of Certified Public Accountants may also 
prescribe the manner of reporting a change in  accounting 
principle. Accordingly, the provisions of this Opinion do 
not apply to changes made in conform ity w ith  such pro
nouncements issued in the past or in the future.

.03 A t the time APB Opinion No. 20 [section 1051] was issued in 
July 1971, the Accounting Principles Board issued Opinions on 
financial accounting and reporting and various A IC P A  industry 
committees issued industry audit guides that dealt w ith  both the 
specialized auditing procedures and the specialized accounting 
practices applicable to enterprises in those industries. Subsequently, 
specialized industry accounting practices were dealt w ith  in a new 
series of industry accounting guides issued by the A IC PA, each 
of which specified how to report a change in accounting to  con
form w ith  the conclusions of the guide. In  July 1973, the FASB 
replaced the A P B ; the A IC P A  discontinued the industry account
ing guides and its Accounting Standards Division began issuing 
statements of position1 covering specialized industry accounting 
practices.

1 In  the introduction to previously issued statements of position, the 
A IC P A  indicates that “ Statements of Position of the Accounting Standards 
Division are issued for the general information of those interested in the 
subject. They present the conclusions of at least a majority of the Account-

A I C P A  P ro fe ss io na l S tandards AC § 1051-2.03
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.04 The FASB believes that in due course APB Opinion No. 20 
[section 1051] should be reconsidered. The FASB believes fur
ther, however, that pending that reconsideration, issuance of this 
Interpretation w ill result in improvements in financial accounting 
and reporting.

INTERPRETATION
.05 For purposes of applying APB Opinion No. 20 [section 
1051], an enterprise making a change in accounting principle to 
conform w ith  the recommendations of an A IC P A  statement of 
position shall report the change as specified in the statement. I f  
an A IC PA  statement of position does not specify the manner of 
reporting a change in accounting principle to conform w ith  its 
recommendations, an enterprise making a change in accounting 
principle to conform w ith  the recommendations of the statement 
shall report the change as specified by Opinion No. 20 [section 
1051].

EFFECTIVE DATE
.06 This Interpretation shall be effective December 1, 1977.

The next page is  7491.

in g  S tanda rds E x e cu tive  C om m ittee , w h ic h  is  th e  se n io r te ch n ica l b o d y  
o f th e  [A IC P A ] a u th o rize d  to  speak fo r  th e  [A IC P A ] in  th e  areas o f 
fin a n c ia l a cco u n tin g  and  re p o rtin g  and  cost a cco u n tin g .

“ T h e  o b je c tiv e  o f S ta tem ents o f P o s itio n  is  to  in flu e n ce  th e  deve lop
m en t o f a cco u n tin g  and re p o rtin g  standards in  d ire c tio n s  th e  D iv is o n  be
lieves a re  in  th e  p u b lic  in te re s t. I t  is  in te n de d  th a t th e y  shou ld  be con
s idered , as deem ed a p p ro p ria te , b y  bod ies h a v in g  a u th o rity  to  issue  
pronouncem ents on th e  su b je c t. H o w e ve r, S ta tem en ts o f P o s itio n  do  
n o t e s ta b lish  s tanda rds en forceab le  u n d e r th e  [A IC P A ’s ] Code o f P ro 
fe ss io n a l E th ic s .”

A C  § 1051-2.04 Copyright ©  1977, American Ins titu te  of Certified Public Accountants, In c.
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AC Section 1071
Financial Statements 
Restated for General 
Price-Level Changes
[Source: APB Statement No. 3 , as amended.]

Issue date, unless 
otherwise indicated: 
June, 1969

STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD

FOREWORD
This Statement sets fo rth  the conclusions and 

recommendations of the Accounting Principles 
Board concerning general price-level information. 
Presentation of such information is not mandatory.
The principles and procedures on which general 
price-level information is based have been tested 
(see paragraph .16 of this section) and have been 
discussed with representatives of organizations 
that have responsibilities which involve financial 
reporting.

INTRODUCTION
.01 This section explains the effects on business enter

prises and their financial statements of changes in the gen
eral purchasing power of money, describes the basic nature 
of financial statements restated fo r general price-level 
changes (“ general price-level financial statements” ), and 
gives general guidance on how to prepare and present these 
financial statements.1

.02 In  Section 4071 (issued in 1953), the committee 
on accounting procedure stated that i t  “ . . . gives its fu ll 
support to the use of supplementary financial schedules, 
explanations or footnotes by which management may ex-

1 A  more detailed discussion of general price-level financial statements 
is found in Accounting Research Study No. 6, “ Reporting the Financial 
Effects of Price-Level Changes,”  by the Staff of the Accounting Research 
Division, American Institute of Certified Public Accountants, 1963. (A c
counting research studies are not statements of this Board or of the 
Institute but are published for the purpose of stimulating discussion on 
important accounting matters.)

A IC P A  Professional Standards AC § 1071.02
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p la in  th e  n e e d  f o r  r e te n t io n  o f  e a rn in g s  [ i n  th e  fa c e  o f  r i s 
in g  g e n e ra l p r ic e  le v e ls ] . ”  S e c t io n  4071  c o n t in u e s  in  “ f u l l  
fo rc e  a n d  e f fe c t  w i t h o u t  c h a n g e ”  a c c o r d in g  to  APB Opinion
6. T h e  p re s e n t s e c tio n  is  an  e x p a n s io n  o f  th e  id e a s  in  sec
t io n  4 0 7 1 ; i t  p ro v id e s  re c o m m e n d a t io n s  o n  h o w  to  p re p a re  
a n d  p re s e n t s u p p le m e n ta ry  in f o r m a t io n  re s ta te d  f o r  g e n e ra l  
p r ic e - le v e l c h a n g e s .

.03 G e n e ra l p r ic e - le v e l  f in a n c ia l s ta te m e n ts  ta k e  in t o  
a c c o u n t c h a n g e s  in  th e  g e n e ra l p u r c h a s in g  p o w e r  o f  m o n e y .
T h e s e  c h a n g e s  a re  n o w  ig n o re d  in  p r e p a r in g  f in a n c ia l  s ta te 
m e n ts  i n  th e  U n i t e d  S ta te s . I n  c o n v e n t io n a l f in a n c ia l  s ta te 
m e n ts  th e  in d iv id u a l  asse t, l i a b i l i t y ,  s to c k h o ld e rs ’ e q u ity ,  
re v e n u e , e xp e n se , g a in ,  a n d  lo ss  i te m s  a re  s ta te d  in  te rm s  
o f  d o l la r s  o f  th e  p e r io d  in  w h ic h  th e s e  ite m s  o r ig in a te d .  
C o n v e n t io n a l f in a n c ia l  s ta te m e n ts  m a y  be r e fe r r e d  to  as  
“ h is t o r ic a l - d o l la r  f in a n c ia l  s ta te m e n ts . ”

.04  T h e  b a s ic  d if fe re n c e  b e tw e e n  g e n e ra l p r ic e - le v e l  
a n d  h is t o r ic a l - d o l la r  f in a n c ia l  s ta te m e n ts  is  th e  u n i t  o f  
m e a s u re  u s e d  in  th e  s ta te m e n ts . I n  g e n e ra l p r ic e - le v e l  
s ta te m e n ts  th e  u n i t  o f  m e a s u re  is  d e fin e d  in  te rm s  o f  
a  s in g le  s p e c if ie d  a m o u n t o f  p u r c h a s in g  p o w e r— th e  g e n e ra l 
p u r c h a s in g  p o w e r  o f  th e  d o l la r  a t  a  s p e c if ie d  d a te . T h u s ,  
d o l la r s  w h ic h  re p re s e n t th e  sam e a m o u n t  o f  g e n e ra l p u r 
c h a s in g  p o w e r  a re  u sed  in  g e n e ra l p r ic e - le v e l  s ta te m e n ts  
w h e re a s  d o l la r s  w h ic h  re p re s e n t d iv e rs e  a m o u n ts  o f  g e n e ra l 
p u r c h a s in g  p o w e r  a re  u se d  in  h is t o r ic a l - d o l la r  s ta te m e n ts .

.05 T h e  c o s t p r in c ip le  o n  w h ic h  h is t o r ic a l - d o l la r  s ta te 
m e n ts  a re  b a s e d  is  a ls o  th e  b a s is  o f  g e n e ra l p r ic e - le v e l  
s ta te m e n ts . I n  g e n e ra l,  a m o u n ts  s h o w n  a t  h is t o r ic a l  c o s t  
i n  h is t o r ic a l - d o l la r  s ta te m e n ts  a re  s h o w n  a t  h is t o r ic a l  c o s t 
r e s ta te d  f o r  c h a n g e s  in  th e  g e n e ra l p u r c h a s in g  p o w e r  o f  th e  
d o l la r  in  g e n e ra l p r ic e - le v e l  s ta te m e n ts . T h e  a m o u n t m a y  
be  re s ta te d ,  b u t  i t  s t i l l  re p re s e n ts  c o s t a n d  n o t  a  c u r r e n t  
v a lu e .  T h e  p ro c e s s  o f  r e s ta t in g  h is t o r ic a l  co s ts  i n  te rm s  o f  
a  s p e c if ie d  a m o u n t  o f  g e n e ra l p u r c h a s in g  p o w e r  d o e s  n o t  
in t r o d u c e  a n y  fa c to r s  o th e r  th a n  g e n e ra l p r ic e - le v e l ch a n g e s .
T h e  a m o u n ts  s h o w n  i n  g e n e ra l p r ic e - le v e l  f in a n c ia l  s ta te 
m e n ts  a re  n o t  in te n d e d  to  represent a p p ra is a l  v a lu e s , r e 
p la c e m e n t  c o s ts , o r  a n y  o th e r  m e a s u re  o f  c u r r e n t  v a lu e .
(S ee  s e c t io n  1 0 7 1 D  f o r  f u r t h e r  d is c u s s io n .)

AC § 1071.03 Copyright © 1975, American Institute of Certified Public Accountants, Inc.



.06 Changes in the general purchasing power of money 
have an impact on almost every aspect of economic affairs, 
including such diverse matters as investment, wage nego
tiation, pricing policy, international trade, and government 
fiscal policy. The effects of changes in the general pur
chasing power of money on economic data expressed in 
monetary terms are widely recognized, and economic data 
fo r the economy as a whole are commonly restated to elim i
nate these effects. General price-level financial statements 
should prove useful to investors, creditors, management, 
employees, government officials, and others who are con
cerned w ith  the economic affairs of business enterprises.

F in a n c ia l S ta tem ents R esta ted  fo r  G enera l P r ic e -L e v e l Changes 7493

BACKGROUND INFORMATION

Changes in the General Purchasing Power o f Money
.07 The general purchasing power of the dollar—its 

command over goods and services in general—varies, often 
significantly, from time to time. Changes in  the general 
purchasing power of money are known as inflation or de
flation. During inflation, the general purchasing power of 
money declines as the general level of prices of goods and 
services rises. During deflation, the general purchasing 
power of money increases as the general level of prices 
falls. The general purchasing power of money and the 
general price level are reciprocals.

.08 A  change in the general price level is a composite 
effect of changes in the prices of individual goods and serv
ices. The prices of all goods and services do not change at 
the same rate or in  the same direction. Some rise while 
others fa ll, some rise or fa ll more rapidly than others, and 
some remain unchanged. This section is concerned w ith 
changes in the general purchasing power of money and 
therefore w ith changes in the general price level, not w ith  
changes in the relationships between specific prices of ind i
vidual goods and services. (See section 1071D.)

Measuring General Price-Level Changes
.09 Changes in  the general price level are measured 

by the use of index numbers. The most comprehensive ind i
cator of the general price level in  the United States is the 
Gross National Product Im p lic it Price Deflator (GNP De

AC § 1071.09A IC P A  Professional Standards
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flator), issued quarterly by the Office of Business Eco
nomics of the Department of Commerce. The Consumer 
Price Index which is issued monthly by the Bureau of Labor 
Statistics of the Department of Labor is less inclusive than 
the GNP Deflator. Because of differences in coverage and 
in the system of weights used, the two indexes may change 
at different rates in the short run. Over the long run, how
ever, the two indexes have changed at approximately the 
same rate.

.10 Published general price-level indexes in the 
United States are stated in terms of a base year (currently 
1958 for the GNP Deflator). Index numbers for current 
periods are expressed as percentages of the base year gen
eral price level. Through the use of indexes, amounts stated 
in terms of dollars at any point in time can be restated in 
terms of dollars of the base year of the index, dollars of 
the current year, or dollars of any year that is chosen. For 

  example, the cost of land purchased for $10,000 in 1964 
(GNP Deflator index =  108.9) can be restated as 9,183 
dollars of 1958 general purchasing power (index =  100.0) 
by multiplying the cost by 100.0/108.9, or as 11,185 dollars 
of 1968 general purchasing power (index =  121.8) by 
multiplying the cost by 121.8/108.9. In all three cases the 
cost is the same but the units in which it is expressed are 
different. Similarly, the general level of prices in 1968 
may be stated as 121.8% of the general level of prices in 
1958, or the general level of prices in 1958 may be stated as 
1 0 0------- =  82.1% of the general level of prices in 1968.
121.8

.11 General price levels seldom remain stable for long 
periods. For example, 35 of the 39 year to year changes 
in the United States GNP Deflator from 1929 to 1968 ex
ceeded 1%. Ten of these changes were more than 5% and 
four were more than 10%. (See section 1071A.)

.12 Although general price levels can and have moved 
both up and down, inflation has been the general rule 
throughout the world for the last 30 years.  Some countries 
have experienced slowly rising prices while others have 
experienced rapidly rising prices. The rise in the general 
price level in the United States, as measured by the GNP

AC  § 1071.10 ©  1974, A m erican Institu te of Certified Public A ccountants, Inc.
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Deflator, was approximately 22% during the period 1958- 
1968 or a compound annual rate of 2% in  contrast to 
approximately 130% in the preceding 20 years or a com
pound annual rate of about 4%. Price indexes in  Brazil 
rose about 3,000% from 1958 to 1966. Inflation in  China, 
Greece, and Hungary just before and after W orld W ar I I  
was even more spectacular. General price-level increases 
of 25% to 50% per year have occurred recently in several 
countries.

Effects o f General Price-Level Changes
.13 The effects of inflation or deflation on a business 

enterprise and on its financial statements depend on (1) the 
amount of change in the general price level and (2) the 
composition of the assets and liabilities of the enterprise.

.14 Effects of Rate of Inflation. Large changes in the 
general price level obviously have a greater effect than 
small changes. I t  is perhaps less obvious that moderate 
changes in the general price level may also significantly 
affect business enterprises and their financial statements. 
The nature of the income statement and the cumulative 
effect over time of moderate changes in the general price 
level tend to magnify the effects of changes in the general 
price level. Thus, in  the income statement, differences which 
represent relatively small percentage changes in compara
tive ly large revenue and expense items may he substantial 
in relation to net income. Also, i f  assets are held fo r a 
number of years the effect of inflation or deflation depends 
on the cumulative inflation or deflation since acquisition of 
the assets. The general price-level change in any one year 
is only a part of the total effect. Thus, the 3.8% inflation 
experienced in 1968 is only a small part of the total infla
tion effect on fixed assets appearing in 1968 statements. 
For fixed assets purchased in 1950, for example, there is a 
cumulative inflation effect of 54% (total inflation measured 
by the GNP Deflator from 1950 to 1968) on undepreciated 
cost and depreciation expense in 1968 general price-level 
financial statements. Furthermore, the effects of infla
tion compound over a period of years (for example, a 
constant 2% rate of inflation results in  a 22% cumulative 
general price-level change in ten years and a 49% cumula
tive general price-level change in  20 years). Nonrecognition
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o f  th e  e ffe c ts  o f  in f la t io n  m a y  th e r e fo r e  h a v e  a  s u b s ta n t ia l  
e ffe c t o n  f in a n c ia l  s ta te m e n t r e p re s e n ta t io n s  o f  asse ts  h e ld  
o v e r  lo n g  p e r io d s  (s u c h  as in v e s tm e n ts ,  a n d  p r o p e r ty ,  p la n t ,  
a n d  e q u ip m e n t ) ,  e v e n  th o u g h  th e  a m o u n t  o f  in f la t io n  e ach  
y e a r  h a s  been  r e la t iv e ly  s m a ll.

.15 Effects of Different K inds of Assets and L ia b ili
ties. T h e  h o ld e rs  o f  som e ty p e s  o f  a sse ts  a n d  l ia b i l i t i e s  
a re  a f fe c te d  d i f f e r e n t ly  b y  in f la t io n  a n d  d e f la t io n  th a n  a re  
th e  h o ld e rs  o f  o th e r  ty p e s  o f  a sse ts  a n d  l ia b i l i t ie s .  F o r  
e x a m p le , h o ld e rs  o f  cash  a n d  s im i la r  asse ts  a lw a y s  lose  
g e n e ra l p u r c h a s in g  p o w e r  d u r in g  a  p e r io d  o f  in f la t io n ,  b u t  
h o ld e rs  o f  o th e r  asse ts  m a y  o r  m a y  n o t  lo se  g e n e ra l p u r 
c h a s in g  p o w e r  d u r in g  in f la t io n .  T h e  e ffe c ts  o n  h o ld e rs  o f  
d i f f e r e n t  ty p e s  o f  a sse ts  a n d  l i a b i l i t i e s  a re  d is c u s s e d  m o re  
f u l l y  in  p a ra g ra p h s  .17 to  .23.

.16 Determining Combined Effects. T h e  e ffe c ts  o f  
g e n e ra l p r ic e - le v e l  ch a n g e s  o n  a  b u s in e s s  e n te rp r is e  a n d  
i t s  f in a n c ia l  s ta te m e n ts  th e r e fo r e  c a n n o t be  a p p ro x im a te d  
b y  a  s im p le  a d ju s tm e n t .  I f  u s e rs  a t te m p t  to  a d ju s t  f o r  g e n 
e ra l p r ic e - le v e l  ch a n g e s  o n  a n  u n in fo r m e d  b a s is , th e y  a re  
l i k e l y  to  d r a w  m is le a d in g  in fe re n c e s . T h e  e ffe c ts  o f  g e n 
e ra l p r ic e - le v e l  ch a n g e s  c a n  o n ly  be  d e te rm in e d  b y  c o m 
p re h e n s iv e  re s ta te m e n t o f  th e  ite m s  w h ic h  c o m p r is e  i t s  
f in a n c ia l  s ta te m e n ts . T h e  n e e d  f o r  c o m p re h e n s iv e  re s ta te 
m e n t  w a s  i l lu s t r a t e d  b y  a  f ie ld  te s t  o f  g e n e ra l p r ic e - le v e l  
r e s ta te m e n t  p ro c e d u re s .2 F o r  m a n y  c o m p a n ie s  i n  th e  te s t,  
n e t  in c o m e  w a s  a  s m a lle r  n u m e r ic a l  a m o u n t  o n  th e  g e n e ra l 
p r ic e - le v e l  b a s is  th a n  o n  th e  h is t o r ic a l - d o l la r  b a s is  f o r  th e  
sam e p e r io d ;  f o r  o th e r  c o m p a n ie s  i t  w a s  a  la r g e r  a m o u n t.
T h e  p e rc e n ta g e  d if fe re n c e s  b e tw e e n  th e  a m o u n ts  o f  n e t  i n 
co m e  f o r  e a c h  c o m p a n y  o n  th e  tw o  b ase s  v a r ie d  w id e ly ,  
e v e n  w i t h  th e  r e la t iv e ly  m i ld  in f la t io n  i n  th e  U n i te d  S ta te s  
i n  r e c e n t  y e a rs .

M onetary and Nonmonetary Assets and Liabilities and 
General Price-Level Gains and Losses

.17 D u r in g  in f la t io n ,  a  g iv e n  a m o u n t  o f  m o n e y  c a n  
b e  u s e d  t o  b u y  p ro g r e s s iv e ly  fe w e r  g o o d s  a n d  s e rv ic e s  in  
g e n e ra l.  C o n s e q u e n t ly ,  h o ld e rs  o f  m o n e y  lo se  g e n e ra l p u r 
c h a s in g  p o w e r  a s  a  r e s u lt  o f  in f la t io n .  T h is  lo ss  m a y  be

2 See Paul Rosenfield, “ Accounting for Inflation—A  Field Test,”  The
Journal of Accountancy, June 1969, pp. 45 to 50.
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c a lle d  a “ g e n e ra l p r ic e - le v e l  lo s s . ” 3 G e n e ra l p r ic e - le v e l  
losses  a ls o  o c c u r  w h e n  c e r ta in  o th e r  asse ts , m a in ly  c o n 
t r a c t u a l  c la im s  to  f ix e d  a m o u n ts  o f  m o n e y , a re  h e ld  d u r in g  
a  p e r io d  o f  in f la t io n .  T h e  a m o u n t  o f  m o n e y  e x p e c te d  to  

h e  re c e iv e d  re p re s e n ts  a  d im in is h in g  a m o u n t o f  g e n e ra l  
p u r c h a s in g  p o w e r  s im p ly  a s  a r e s u l t  o f  th e  in f la t io n .  S im i
la r l y ,  a  f ix e d  a m o u n t o f  m o n e y  p a y a b le  in  th e  f u t u r e  b e 
com es less b u rd e n s o m e  i n  a  t im e  o f  in f la t io n  b eca u se  i t  is  
p a y a b le  in  d o l la r s  o f  re d u c e d  g e n e ra l p u r c h a s in g  p o w e r ;  
th o s e  w h o  o w e  m o n e y  d u r in g  in f la t io n  th e r e fo r e  h a v e  “ g e n 
e ra l p r ic e - le v e l  g a in s . ”  T h e  e ffe c ts  o f  d e f la t io n  a re  th e  
o p p o s ite  o f  th e  e ffe c ts  o f  in f la t io n  o n  h o ld e rs  o f  asse ts  a n d  
l i a b i l i t i e s  o f  th e  ty p e  d e s c r ib e d  in  th is  p a r a g ra p h .

.18 A s s e ts  a n d  l ia b i l i t i e s  a re  c a lle d  “ m o n e ta r y ”  f o r  
p u rp o s e s  o f  g e n e ra l p r ic e - le v e l  a c c o u n t in g  i f  t h e i r  a m o u n ts  
a re  f ix e d  b y  c o n t r a c t  o r  o th e rw is e  in  te rm s  o f  n u m b e rs  o f  
d o l la r s  re g a rd le s s  o f  c h a n g e s  i n  s p e c if ic  p r ic e s  o r  in  th e  
g e n e ra l p r ic e  le v e l.  E x a m p le s  o f  m o n e ta r y  asse ts  a n d  l i 
a b i l i t ie s  a re  ca sh , a c c o u n ts  a n d  n o te s  re c e iv a b le  i n  ca sh , 
a n d  a c c o u n ts  a n d  n o te s  p a y a b le  in  ca sh . H o ld e r s  o f  m o n e 
t a r y  asse ts  a n d  l ia b i l i t i e s  g a in  o r  lo se  g e n e ra l p u r c h a s in g  
p o w e r  d u r in g  in f la t io n  o r  d e f la t io n  s im p ly  as  a  r e s u l t  o f  
g e n e ra l p r ic e - le v e l  c h a n g e s .4 G e n e ra l p r ic e - le v e l  g a in s  a n d  
losses  o n  m o n e ta r y  i te m s  c a n n o t be  m e a s u re d  in  h is t o r ic a l -  
d o l la r  f in a n c ia l  s ta te m e n ts  a n d  a re  n o t  n o w  re p o r te d .

.19 A s s e ts  a n d  l ia b i l i t i e s  o th e r  th a n  m o n e ta r y  ite m s  
a re  c a lle d  “ n o n m o n e ta r y ”  f o r  g e n e ra l p r ic e - le v e l  a c c o u n t
in g  p u rp o s e s . E x a m p le s  o f  n o n m o n e ta ry  i te m s  a re  in v e n 
to r ie s ,  in v e s tm e n ts  in  c o m m o n  s to c k s , p r o p e r t y ,  p la n t ,  a n d  
e q u ip m e n t,  d e fe r re d  c h a rg e s  w h ic h  re p re s e n t co s ts  e x p e n d e d  
i n  th e  p a s t ,  a d v a n c e s  re c e iv e d  o n  sa les  c o n tra c ts ,  l i a b i l i t i e s  * *

3 G ains and losses o f th is  type  are o ften  called “ pu rchas ing  pow er gains 
and losses”  in  d iscussions o f genera l p rice -leve l accounting  ( fo r  exam ple, 
see Accounting Research Study No. 6, page 137), bu t the B oa rd  p re fe rs  the  
te rm  “ genera l p rice -leve l gains and losses”  to  d is tin g u ish  them  fro m  o th e r  
gains and. losses o f genera l p u rchas ing  p o w e r experienced b y  business en
terp rises, such as those discussed in  pa ragraph  .19 o f th is  section.

4 See A ccounting Research Study N o. 6, page 137, fo r  d iscussion o f 
m on e ta ry  and n o nm one ta ry  item s in  genera l p rice -leve l accounting . Assets  
and lia b ilit ie s  m ay be classified  as “ m o n e ta ry ”  fo r  purposes o th e r than  
genera l p rice -le ve l accounting . C lass ifica tion  o f assets and lia b ilit ie s  as 
m on e ta ry  fo r  genera l p rice -leve l accoun ting  purposes shou ld  be based on  
the  fac t th a t ho lders gain o r  lose genera l pu rchas ing  pow er s im p ly  as a 
resu lt o f genera l p rice -leve l changes ra th e r than  on c r ite r ia  developed fo r  
o th e r purposes.
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f o r  r e n t  c o lle c te d  in  a d v a n c e , d e fe r r e d  c r e d its  w h ic h  r e p re 
s e n t r e d u c t io n s  o f  p r io r  e xp e n se , a n d  c o m m o n  s to c k . H o ld 
e rs  o f  n o n m o n e ta ry  ite m s  d o  n o t  g a in  o r  lo se  g e n e ra l 
p u r c h a s in g  p o w e r  s im p ly  as a  r e s u l t  o f  g e n e ra l p r ic e - le v e l  
c h a n g e s . I f  th e  p r ic e  o f  a  n o n m o n e ta ry  i te m  c h a n g e s  a t  
th e  sam e  r a te  as th e  g e n e ra l p r ic e  le v e l,  n o  g a in  o r  lo s s  o f  
g e n e ra l p u r c h a s in g  p o w e r  re s u lts .  H o ld e r s  o f  n o n m o n e ta ry  
a sse ts  a n d  l ia b i l i t i e s  g a in  o r  lo se  g e n e ra l p u r c h a s in g  p o w e r  
i f  th e  s p e c if ic  p r ic e  o f  th e  i te m  o w n e d  o r  o w e d  r is e s  o r  f a l ls  
fa s te r  o r  s lo w e r  th a n  th e  c h a n g e  in  th e  g e n e ra l p r ic e  le v e l.  
H o ld e r s  o f  n o n m o n e ta ry  asse ts  a n d  l i a b i l i t i e s  a ls o  g a in  o r  
lo se  g e n e ra l p u r c h a s in g  p o w e r  i f  th e  s p e c if ic  p r ic e  o f  a  
n o n m o n e ta ry  i te m  re m a in s  c o n s ta n t  w h i le  th e  g e n e ra l p r ic e  
le v e l c h a n g e s . G a in s  a n d  losses o n  n o n m o n e ta ry  i te m s  d i f f e r  
f r o m  g e n e ra l p r ic e - le v e l  g a in s  a n d  losse s  o n  m o n e ta r y  ite m s  
b e ca u se  th e y  a re  th e  jo i n t  r e s u l t  o f  c h a n g e s  in  th e  s t r u c 
tu r e  o f  p r ic e s  ( th e  r e la t io n s h ip s  b e tw e e n  s p e c if ic  p r ic e s )  
a n d  c h a n g e s  in  th e  g e n e ra l le v e l o f  p r ic e s ,  a n d  n o t  th e  r e s u lt  
s im p ly  o f  c h a n g e s  in  th e  g e n e ra l p r ic e  le v e l.  (S ee  s e c t io n  
1 0 7 1 B  f o r  a d d it io n a l  e x a m p le s  o f  m o n e ta r y  a n d  n o n m o n e 
t a r y  i te m s .)

.20 H is t o r ic a l - d o l la r  f in a n c ia l  s ta te m e n ts  r e p o r t  g a in s  
a n d  losses  o n  n o n m o n e ta ry  i te m s , u s u a l ly  w h e n  th e  i te m s  
a re  s o ld , a n d  c o r re s p o n d in g  g a in s  a n d  losses  s h o u ld  a ls o  
be  r e p o r te d  in  g e n e ra l p r ic e - le v e l  f in a n c ia l  s ta te m e n ts  i n  
th e  sam e t im e  p e r io d  as in  th e  h is t o r ic a l - d o l la r  s ta te m e n ts .
T h e  a m o u n ts  r e p o r te d  as  g a in s  o r  losses  m a y  d i f f e r ,  h o w 
e v e r , b e ca u se  th e  co s ts  a n d  p ro c e e d s  in  th e  g e n e ra l p r ic e -  
le v e l s ta te m e n ts  a re  re s ta te d  f o r  c h a n g e s  in  th e  g e n e ra l  
p r ic e  le v e l.  T h u s , i f  th e  m a r k e t  p r ic e  o f  a n  a s s e t in c re a s e s  
m o re  th a n  th e  in c re a s e  in  th e  g e n e ra l p r ic e  le v e l a n d  th e  
a s s e t is  s o ld , in  h is t o r ic a l - d o l la r  s ta te m e n ts  th e  e n t i r e  m a r 
k e t  p r ic e  in c re a s e  is  s h o w n  as a  g a in  i n  th e  p e r io d  o f  sa le  
b u t  o n ly  th e  e xcess  o f  th e  m a r k e t  p r ic e  in c re a s e  o v e r  th e  
c o s t r e s ta te d  f o r  th e  in c re a s e  i n  th e  g e n e ra l p r ic e  le v e l  is  
s h o w n  a s  a  g a in  i n  th e  g e n e ra l p r ic e - le v e l  s ta te m e n ts . T h e  
t im in g  o f  r e p o r t in g  th e se  g a in s  a n d  losses  is  th e  sam e  in  
h is t o r ic a l - d o l la r  a n d  g e n e ra l p r ic e - le v e l  f in a n c ia l  s ta te m e n ts  
b u t  th e  a m o u n ts  d i f f e r  b e ca u se  o f  th e  e f fe c t  o f  th e  c h a n g e  
i n  th e  g e n e ra l p r ic e  le v e l.  S im i la r ly ,  i f  th e  a s s e t is  u s e d  
in s te a d  o f  s o ld , d e p re c ia t io n  o r  a m o r t iz a t io n  d e d u c te d  f r o m  
th e  r e la te d  re v e n u e  is  r e p o r te d  in  th e  sam e  t im e  p e r io d s  i n
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both historical-dollar and general price-level statements, 
although the amounts differ because of the restatement 
made in the general price-level statements. The Internal 
Revenue Code does not recognize general price-level restate
ments for tax purposes and income taxes are therefore 
assessed on the basis of historical-dollar amounts rather 
than amounts restated for general price-level changes. The 
income tax expense presented in general price-level state
ments is not computed in direct relationship to specific 
amounts of gains or losses on the statements or to the 
amount of net income before taxes. A  few members of the 
Board believe that federal income tax should be allocated 
in general price-level statements to achieve a more direct 
relationship between the tax and various elements pre
sented in these statements.

.21 The fact that the market price of an item does 
not change over long periods of time does not in itself 
indicate that the item is monetary. Thus gold is nonmone
tary because its price can fluctuate. The fact that the price 
did not fluctuate fo r over 30 years does not make gold a 
monetary item. When general price levels moved upward, 
the holder o f gold lost general purchasing power because 
the price of his asset did not move as much as other prices, 
and not simply as a result of general price-level changes. 
Foreign currency, accounts receivable and payable in  fo r
eign currency, and sim ilar items are also nonmonetary. The 
price of foreign currency, that is, the foreign exchange 
rate, can change. Therefore, the holder of foreign currency 
items does not gain or lose general purchasing power simply 
as a result of general price-level changes. I f  the exchange 
rate does not change when the general price level changes 
because of international controls or other factors, the price 
of foreign currency is rising or fa lling  at a different rate 
than the general price level. The effect on the holder is 
the jo in t result of a change in the structure of prices and 
a change in the general level of prices, and therefore the 
items are nonmonetary. Even though foreign currency 
items are nonmonetary, they may be stated at the current 
foreign exchange rate in general price-level financial state
ments. Under these circumstances they would be treated 
as nonmonetary items carried at current market value.
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.22 A  d i f f e r e n t  v ie w p o in t  th a n  t h a t  e x p re s s e d  in  p a r a 
g ra p h  .21, h e ld  b y  a  fe w  B o a r d  m e m b e rs , is  t h a t  fo r e ig n  
c u r re n c y ,  a c c o u n ts  re c e iv a b le  a n d  p a y a b le  in  fo r e ig n  c u r 
re n c y ,  a n d  s im i la r  fo r e ig n  c u r r e n c y  ite m s  a re  s im i la r  to  
d o m e s t ic  m o n e ta r y  ite m s . F o r e ig n  c u r r e n c y  ite m s  s h o u ld  
th e r e fo r e  be  s ta te d  d i r e c t ly  a t  th e  c u r r e n t  ( c lo s in g )  fo r e ig n  
e x c h a n g e  r a te  in  th e  g e n e ra l p r ic e - le v e l  b a la n c e  sh ee t. T h e  
e ffe c t  o n  th e  in c o m e  o f  th e  h o ld e r  o f  f o r e ig n  c u r r e n c y  ite m s  
i s  th e  j o i n t  r e s u lt  o f  b o th  th e  c h a n g e  in  th e  fo r e ig n  e x c h a n g e  
r a te  a n d  th e  c h a n g e  in  th e  d o m e s t ic  g e n e ra l p r ic e  le v e l,  a n d  
th e  i te m s  a re  th e re fo re  c o m p le x . B o th  e ffe c ts  a re  m e a s u r 
a b le , h o w e v e r ,  a n d  s h o u ld  be  d is c lo s e d  s e p a ra te ly .  I n  th e  
g e n e ra l p r ic e - le v e l  in c o m e  s ta te m e n t,  th e  e ffe c t o f  th e  g e n 
e ra l p r ic e - le v e l  c h a n g e  s h o u ld  be  r e p o r te d  as a  g e n e ra l  
p r ic e - le v e l  g a in  o r  lo ss  o n  m o n e ta r y  ite m s  a n d  th e  e f fe c t  
o f  th e  c h a n g e  in  th e  e x c h a n g e  r a te  s h o u ld  be  r e p o r te d  as  
a  fo r e ig n  e x c h a n g e  g a in  o r  loss . I f  th e  fo r e ig n  e x c h a n g e  
r a te  does  n o t  c h a n g e , o n ly  a  g e n e ra l p r ic e - le v e l  g a in  o r  lo ss  
s h o u ld  be  r e p o r te d .

.23 A  fe w  a sse ts  a n d  l ia b i l i t i e s  h a v e  c h a r a c te r is t ic s  
o f  b o th  m o n e ta r y  a n d  n o n m o n e ta ry  ite m s . F o r  e x a m p le ,  

d e b e n tu re s  h e ld  as a n  in v e s tm e n t  m a y  h a v e  b o th  a  m a r k e t  
p r ic e  a n d  f ix e d  in te r e s t  a n d  p r in c ip a l  p a y m e n ts . T h e  f ix e d  
in te r e s t  a n d  p r in c ip a l  p a y m e n ts  d o  n o t  c h a n g e  w h e n  p r ic e s  
c h a n g e  a n d  th e r e fo r e  h o ld e rs  h a v e  g e n e ra l p r ic e - le v e l  g a in s  
o r  losses  d u r in g  in f la t io n  o r  d e f la t io n  w i t h  re s p e c t to  th is  
c h a r a c te r is t ic .  O n  th e  o th e r  h a n d , th e  m a r k e t  p r ic e  o f  
th e  d e b e n tu re s  c a n  a n d  does c h a n g e , a n d  th is  fe a tu r e  does  
n o t  y ie ld  g e n e ra l p r ic e - le v e l  g a in s  o r  losses. S im i la r ly ,  
c o n v e r t ib le  d e b t  o w e d  is  f ix e d  in  a m o u n t  w h e n  c o n s id e re d  
a s  d e b t,  b u t  m a y  be c o n v e r te d  in t o  c a p i ta l  s to c k . T h e  
f ix e d  a m o u n t  o f  d e b t  o w e d  is  a m o n e ta r y  l i a b i l i t y ,  w h ic h  
g iv e s  r is e  to  g e n e ra l p r ic e - le v e l  g a in s  o r  losses w h e n  g e n 
e ra l  p r ic e  le v e ls  c h a n g e . T h e  c o n v e rs io n  fe a tu r e  is  n o n 

m o n e ta r y  in  n a tu re ,  a n d  does  n o t  g iv e  r is e  t o  g a in s  o r  
losses  o f  g e n e ra l p u r c h a s in g  p o w e r  s im p ly  as a  r e s u lt  o f  
g e n e ra l p r ic e - le v e l  ch a n g e s . (S ee  p a r a g r a p h  .34 .)

General Price-Level Restatements
.24 E c o n o m ic  d a ta  a re  c o m m o n ly  re s ta te d  to  e l im i 

n a te  th e  e ffe c ts  o f  c h a n g e s  in  th e  g e n e ra l p u r c h a s in g  p o w e r  
o f  m o n e y . I n  th e  P r e s id e n t ’s E c o n o m ic  R e p o r ts ,  N a t io n a l
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In c o m e  d a ta  o f  th e  U n i te d  S ta te s , f o r  e x a m p le , h a v e  b e e n  
r e s ta te d  in  “ c o n s ta n t ”  1947-1949  d o l la r s  a n d  “ c o n s ta n t ”  
1954 d o l la r s  a n d  a re  n o w  e x p re s s e d  in  “ c o n s ta n t ”  1958  
d o lla r s .  T h e  re s ta te m e n t p ro c e d u re s  n e c e s s a ry  f o r  p re 
p a r in g  g e n e ra l p r ic e - le v e l  f in a n c ia l  s ta te m e n ts  a re  s im i la r  
to  th o s e  e m p lo y e d  in  r e s ta t in g  o th e r  e c o n o m ic  d a ta . S om e  
co m p a n ie s , n o w  use g e n e ra l p r ic e - le v e l  s ta te m e n ts  to  r e 
p o r t  o n  t h e i r  o p e ra t io n s  in  c o u n tr ie s  in  w h ic h  th e  c u r r e n c y  
h a s  s u f fe re d  se ve re  lo ss  o f  g e n e ra l p u r c h a s in g  p o w e r .

RECOMMENDATIONS

.25 T h e  B o a r d  b e lie v e s  t h a t  g e n e ra l p r ic e - le v e l  f in a n 
c ia l  s ta te m e n ts  o r  p e r t in e n t  in f o r m a t io n  e x t ra c te d  f r o m  
th e m  p re s e n t u s e fu l in f o r m a t io n  n o t  a v a i la b le  f r o m  b a s ic  
h is t o r ic a l - d o l la r  f in a n c ia l  s ta te m e n ts .   G e n e ra l p r ic e - le v e l  
in f o r m a t io n  m a y  be  p re s e n te d  in  a d d i t io n  to  th e  b a s ic  h is 
t o r ic a l - d o l la r  f in a n c ia l  s ta te m e n ts , b u t  g e n e ra l p r ic e - le v e l  
f in a n c ia l  s ta te m e n ts  s h o u ld  n o t  be  p re s e n te d  as th e  b a s ic  
s ta te m e n ts .  T h e  B o a r d  b e lie v e s  t h a t  g e n e ra l p r ic e - le v e l  
in f o r m a t io n  is  n o t  r e q u ir e d  a t  th is  t im e  f o r  f a i r  p re s e n ta 
t io n  o f  f in a n c ia l  p o s i t io n  a n d  r e s u lts  o f  o p e ra t io n s  in  c o n 
f o r m i t y  w i t h  g e n e r a l ly  a c c e p te d  a c c o u n t in g  p r in c ip le s  in  
th e  U n i t e d  S ta te s .

.26 T h e  B o a r d  re c o g n iz e s  t h a t  th e  d e g re e  o f  in f la t io n  
o r  d e f la t io n  in  a n  e c o n o m y  m a y  b e co m e  so g r e a t  t h a t  c o n 
v e n t io n a l s ta te m e n ts  lose  m u c h  o f  t h e i r  s ig n if ic a n c e  a n d  
g e n e ra l p r ic e - le v e l  s ta te m e n ts  c le a r ly  b e co m e  m o re  m e a n 
in g f u l ,  a n d  t h a t  som e c o u n tr ie s  h a v e  e x p e r ie n c e d  th is  d e 
g re e  o f  in f la t io n  in  r e c e n t  y e a rs .5 T h e  B o a r d  c o n c lu d e s  t h a t  
g e n e ra l p r ic e - le v e l  s ta te m e n ts  r e p o r te d  in  th e  lo c a l c u r 
r e n c y  o f  th o s e  c o u n tr ie s  a re  in  t h a t  re s p e c t in  c o n fo r m i t y  
w i t h  a c c o u n t in g  p r in c ip le s  g e n e r a l ly  a c c e p te d  in  th e  U n i te d  
S ta te s , a n d  t h a t  th e y  p r e fe r a b ly  s h o u ld  be  p re s e n te d  as  
th e  b a s ic  fo r e ig n  c u r r e n c y  f in a n c ia l  s ta te m e n ts  o f  c o m p a 
n ie s  o p e r a t in g  in  th o s e  c o u n tr ie s  w h e n  th e  s ta te m e n ts  a re  
in te n d e d  f o r  re a d e rs  in  th e  U n i te d  S ta te s .6

5A lth o u g h  the B oard  believes th a t th is  conclus ion  is obvious w ith  
respect to  some countries , i t  has no t de te rm ined  the degree o f in f la t io n  o r  
de fla tion  at w h ich  genera l p rice -le ve l sta tem ents c le a rly  become m ore  
m ean ing fu l.

6 T h is  pa ragraph  applies o n ly  to  s tatem ents prepared in  the cu rre n cy  
o f the c o u n try  in  w hich the opera tions repo rted  on are conducted. O n ly  
conven tiona l s tatem ents o f  fo re ig n  subsid iaries shou ld  be used to  prepare  
h is to r ic a l-d o lla r  conso lida ted  statem ents.
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Restatement o f Financial Statements
.27 G e n e ra l g u id e l in e s  f o r  p r e p a r in g  g e n e ra l p r ic e -  

le v e l s ta te m e n ts , w i t h  e x p la n a to r y  c o m m e n ts , a re  se t f o r t h  
i n  p a r a g ra p h s  .28 to  .46. M o re  s p e c if ic  p ro c e d u re s  a re  i l lu s 
t r a t e d  i n  s e c t io n  1071C .

.28 The same accounting principles used in prepar
ing historical-dollar financial statements should he used in  
preparing general price-level financial statements except 
that changes in the general purchasing power of the dol
lar are recognized in general price-level financial state
ments. G e n e ra l p r ic e - le v e l  f in a n c ia l  s ta te m e n ts  a re  a n  
e x te n s io n  o f  a n d  n o t  a d e p a r tu re  f r o m  th e  “ h is t o r ic a l  c o s t ”  
b a s is  o f  a c c o u n t in g .  M a n y  a m o u n ts  in  g e n e ra l p r ic e - le v e l  
s ta te m e n ts , h o w e v e r ,  a re  d i f f e r e n t  f r o m  a m o u n ts  in  th e  h is 
t o r ic a l - d o l la r  s ta te m e n ts  b eca u se  o f  th e  e ffe c ts  o f  c h a n g 
in g  th e  u n i t  o f  m e a s u re .

.29 An index of the general price level, not an index 
of the price of a specific type of goods or services, should 
he used to prepare general price-level financial statements.
P r ic e  in d e x e s  v a r y  w id e ly  in  t h e i r  s c o p e ; som e m e a s u re  
c h a n g e s  in  th e  p r ic e s  o f  a  r e la t iv e ly  l im i t e d  g ro u p  o f  g o o d s  
a n d  s e rv ic e s , su ch  as c o n s t r u c t io n  co s ts  o r  r e t a i l  fo o d  p r ic e s  
i n  a  s p e c if ic  c i t y ,  w h i le  o th e rs  m e a s u re  c h a n g e s  in  th e  p r ic e s  
o f  a b ro a d  g ro u p  o f  g o o d s  a n d  s e rv ic e s  in  a w h o le  e c o n o m y .
T h e  p u rp o s e  o f  th e  g e n e ra l p r ic e - le v e l  re s ta te m e n t  p ro c e 
d u re s  is  to  re s ta te  h is t o r ic a l - d o l la r  f in a n c ia l  s ta te m e n ts  f o r  
c h a n g e s  i n  th e  g e n e ra l p u r c h a s in g  p o w e r  o f  th e  d o l la r ,  
a n d  th is  p u rp o s e  c a n  o n ly  be a c c o m p lis h e d  b y  u s in g  a  g e n 
e ra l p r ic e - le v e l  in d e x .

.30 In d e x e s  w h ic h  a p p ro x im a te  c h a n g e s  i n  th e  g e n 
e ra l p r ic e  le v e l a re  n o w  a v a i la b le  f o r  m o s t  c o u n tr ie s .  A s  
n o te d  in  p a r a g ra p h  .09, th e  G N P  D e f la to r  is  th e  m o s t c o m 
p re h e n s iv e  in d ic a to r  o f  th e  g e n e ra l p r ic e  le v e l i n  th e  U n i te d  
S ta te s . C o n s e q u e n t ly ,  i t  s h o u ld  n o r m a l ly  be  u se d  to  p r e 
p a re  g e n e ra l p r ic e - le v e l  s ta te m e n ts  in  U .  S. d o l la r s .

.31 T h e  G N P  D e f la to r  is  is s u e d  o n  a  q u a r t e r ly  b a s is .

T h e  d e f la to r  f o r  th e  la s t  q u a r te r  o f  a  y e a r  c a n  o r d in a r i l y  

be u sed  to  a p p ro x im a te  th e  in d e x  as o f  th e  e n d  o f  th e  y e a r .
T h e  B u re a u  o f  L a b o r  S ta t is t ic s  C o n s u m e r P r ic e  In d e x  h a s  
th e  p r a c t ic a l  a d v a n ta g e  o f  b e in g  is s u e d  o n  a m o n th ly  b a s is .
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T h e  c o n s u m e r  p r ic e  in d e x  m a y  th e r e fo r e  be  u s e d  to  a p 
p r o x im a te  th e  G N P  D e f la to r  u n le s s  th e  tw o  in d e x e s  d e v ia te  
s ig n i f ic a n t ly .

.32 General price-level financial statements should he 
presented in terms of the general purchasing power of the 
dollar at the latest balance sheet date. T h e  B o a r d  h a s  
s e le c te d  c u r r e n t  g e n e ra l p u r c h a s in g  p o w e r  as th e  b a s is  
f o r  p re s e n ta t io n  b eca use  i t  b e lie v e s  t h a t  f in a n c ia l  s ta te 
m e n ts  in  “ c u r r e n t  d o l la r s ”  a re  m o re  r e le v a n t  a n d  m o re  
e a s i ly  u n d e rs to o d  th a n  th o s e  e m p lo y in g  th e  g e n e ra l p u r 
c h a s in g  p o w e r  o f  a n y  o th e r  p e r io d .  C u r r e n t  e c o n o m ic  a c 
t io n s  m u s t  ta k e  p la c e  i n  te rm s  o f  c u r r e n t  d o l la r s ,  a n d  
r e s ta t in g  ite m s  in  c u r r e n t  d o l la r s  e xp re sse s  th e m  in  th e  
c o n te x t  o f  c u r r e n t  a c t io n .

.33 Monetary and nonmonetary items should be dis
tinguished fo r the purpose of preparing general price-level 
financial statements. M o n e ta r y  i te m s  a re  s ta te d  in  te rm s  
o f  c u r r e n t  g e n e ra l p u r c h a s in g  p o w e r  in  h is t o r ic a l - d o l la r  
s ta te m e n ts . G e n e ra l p r ic e - le v e l  g a in s  a n d  losses  a r is e  f r o m  
h o ld in g  m o n e ta r y  ite m s . O n  th e  o th e r  h a n d , n o n m o n e ta ry  
i te m s  a re  g e n e r a l ly  s ta te d  in  te rm s  o f  th e  g e n e ra l p u r 
c h a s in g  p o w e r  o f  th e  d o l la r  a t  th e  t im e  th e y  w e re  a c q u ire d .  
H o ld in g  n o n m o n e ta ry  ite m s  does  n o t  g iv e  r is e  to  g e n e ra l 
p r ic e - le v e l  g a in s  a n d  losses. D is t in g u is h in g  m o n e ta r y  a n d  
n o n m o n e ta ry  ite m s  th e re fo re  p e r m its  ( 1 )  re s ta te m e n t  o f  
n o n m o n e ta ry  ite m s  in  te rm s  o f  c u r r e n t  g e n e ra l p u r c h a s in g  
p o w e r  a n d  (2 )  r e c o g n i t io n  o f  g e n e ra l p r ic e - le v e l  g a in s  a n d  
losses  o n  m o n e ta r y  ite m s  w h ic h  a re  n o t  re c o g n iz e d  u n d e r  
h is t o r ic a l - d o l la r  a c c o u n t in g .  P a r a g ra p h s  .17 to  .23 g iv e  
c r i t e r ia  f o r  d is t in g u is h in g  m o n e ta r y  a n d  n o n m o n e ta ry  ite m s  
f o r  g e n e ra l p r ic e - le v e l  a c c o u n t in g  p u rp o s e s .

.34 A s s e ts  a n d  l ia b i l i t i e s  t h a t  h a v e  b o th  m o n e ta r y  
a n d  n o n m o n e ta ry  c h a r a c te r is t ic s  (see p a r a g ra p h  .2 3 ) s h o u ld  
be  c la s s if ie d  a s  m o n e ta r y  o r  n o n m o n e ta ry  b a se d  on  th e  
p u rp o s e  f o r  w h ic h  th e y  a re  h e ld , u s u a l ly  e v id e n c e d  b y  
t h e i r  t r e a tm e n t  in  h is t o r ic a l - d o l la r  a c c o u n t in g .  T h u s ,  c a r r y 
in g  d e b e n tu re s  a t  a c q u is i t io n  c o s t ( p e rh a p s  a d ju s te d  to  
lo w e r  o f  c o s t a n d  m a r k e t )  a n d  c la s s i fy in g  th e m  as m a r k e t 
a b le  s e c u r it ie s  p ro v id e s  e v id e n c e  t h a t  m a r k e t  p r ic e  m a y  
be  im p o r ta n t  a n d  th e  d e b e n tu re s  m a y  be  n o n m o n e ta ry .
O n  th e  o th e r  h a n d , c la s s i f y in g  d e b e n tu re s  h e ld  as a  lo n g -
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term investment and amortizing premium or discount is 
evidence that the debentures are held for the fixed princi
pal and interest and therefore are monetary assets. Simi
larly, convertible debt is usually treated as straight debt 
and therefore is usually a monetary liability.

.35 T h e  a m o u n ts  o f  n o n m o n e ta r y  i t e m s  sh o u ld  he r e 
s t a t e d  to  d o l la r s  o f  c u r r e n t  g e n e r a l  p u r c h a s in g  p o w e r  a t  
th e  e n d  o f  th e  p e r io d .  Nonmonetary items are typically 
stated in historical-dollar financial statements in terms of 
the general purchasing power of the dollar at the dates of 
the originating transactions. They should be restated by 
means of the general price index to dollars of current gen
eral purchasing power at the end of the period. Restate
ment of nonmonetary items does not introduce current 
values or replacement costs. For example, restatement of 
the cost of land that cost $100,000 in 1958 to $123,500 in 
1968 statements does not imply that the market price of 
the land is $123,500 in 1968. Restatement merely presents 
the c o s t  in a unit which represents the general purchasing 
power of the dollar at the end of 1968.

.36 Nonmonetary items are sometimes already stated 
in historical-dollar financial statements in dollars of cur
rent general purchasing power, for example, inventory 
purchased near the end of the fiscal period or assets carried 
at current market price. The fact that the amount of an 
item is not changed in restatement does not necessarily 
identify it as a monetary item on which general price-level 
gains and losses should be computed.

.37 Some nonmonetary items such as inventories are 
stated at the lower of cost and market in historical-dollar 
financial statements. These items should also be stated at 
the lower of cost and market in general price-level financial 
statements. Market may sometimes be below restated cost 
even though it is not below historical-dollar cost, and ap
plication of the cost or market rule will therefore some
times result in a write-down to market in general price-level 
statements even though no write-down was required in the 
historical-dollar statements.

.38 M o n e t a r y  a s s e t s  a n d  l ia b i l i t i e s  in  th e  h is to r ic a l -  
d o l la r  b a la n ce  s h e e t  a r e  s t a t e d  in  d o l la r s  o f  c u r r e n t  g e n e r a l
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p u r c h a s i n g  p o w e r ;  c o n s e q u e n t l y ,  t h e y  s h o u l d  a p p e a r  in  
c u r r e n t  g e n e r a l  p r i c e - le v e l  s t a t e m e n t s  a t  the s a m e  a m o u n t s .
The fact that the amounts of monetary assets and liabilities 
are the same in general price-level and historical-dollar 
statements should not obscure the fact that general price- 
level gains and losses result from holding them during a 
period of general price-level change (see paragraphs .17 and 
.18). Monetary assets and liabilities which appear in fi
nancial statements of prior periods presented for compara
tive purposes are updated to dollars of current general 
purchasing power by the ‘‘roll-forward” procedure de
scribed in paragraph .44.

.39 T h e  a m o u n t s  o f  in c o m e  s t a t e m e n t  i t e m s  s h o u l d  
he r e s t a t e d  to d o l l a r s  o f  c u r r e n t  g e n e r a l  p u r c h a s i n g  p o w e r  
a t  the  e n d  o f  the p e r i o d .  Revenue and expenses are typi
cally stated in historical-dollar statements in terms of the 
general purchasing power of the dollar at the dates of 
the originating transactions and should be restated by 
means of the general price index to dollars of current gen
eral purchasing power at the end of the period. The com
ponents of gains and losses (costs and proceeds) are also 
stated in terms of historical dollars and should be restated.
All revenue, expenses, gains, and losses recognized under 
historical-dollar accounting are recognized in the same 
time period under general price-level accounting, but their 
amounts are different in the case of items that are re
corded in noncurrent dollars, such as depreciation, amorti
zation, and cost of goods sold. Transactions that give rise 
to gains in historical-dollar financial statements may even 
give rise to losses in general price-level financial statements 
and vice versa. Income tax amounts in general price-level 
statements are based on income taxes reflected in histori
cal-dollar statements and are not computed in direct re
lationship to the income before taxes on the general 
price-level statements.

.40 G e n e r a l  p r i c e - le v e l  g a i n s  a n d  l o s s e s  s h o u l d  he 
c a lc u la te d  b y  m e a n s  o f  th e  g e n e r a l  p r i c e  i n d e x  a n d  i n 
c l u d e d  in  cur r e n t  n e t  inc om e.  General price-level gains 
and losses on monetary items described in paragraphs .17 
and .18 should be calculated by restating the opening bal
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a nce s  a n d  t r a n s a c t io n s  i n  th e  a c c o u n ts  f o r  m o n e ta r y  a sse ts  
a n d  l i a b i l i t i e s  to  d o l la r s  o f  g e n e ra l p u r c h a s in g  p o w e r  a t  
th e  e n d  o f  th e  p e r io d  a n d  c o m p a r in g  th e  r e s u l t in g  re s ta te d  
b a la n c e s  a t  th e  e n d  o f  th e  p e r io d  w i t h  th e  a c tu a l b a la n c e s  
a t  th e  e n d  o f  th e  p e r io d .  (S ee  s e c t io n  1 07 1C .)

.41 G e n e ra l p r ic e - le v e l  g a in s  a n d  losses  o n  m o n e ta r y  
i te m s  a r is e  f r o m  c h a n g e s  i n  th e  g e n e ra l p r ic e  le v e l,  a n d  
a re  n o t  r e la te d  to  s u b s e q u e n t e v e n ts  s u c h  as th e  r e c e ip t  
o r  p a y m e n t  o f  m o n e y . C o n s e q u e n t ly ,  th e  B o a r d  h a s  c o n 
c lu d e d  t h a t  th e s e  g a in s  a n d  lo sse s  s h o u ld  be  re c o g n iz e d  
as p a r t  o f  th e  n e t  in c o m e  o f  th e  p e r io d  i n  w h ic h  th e  g e n e ra l 
p r ic e  le v e l ch a n g e s .

.42 A  d i f f e r e n t  v ie w p o in t  th a n  t h a t  e x p re s s e d  in  p a r a 
g r a p h  .41, h e ld  b y  a B o a r d  m e m b e r, is  t h a t  a l l  o f  a  m o n e 
t a r y  g a in  s h o u ld  n o t  be  re c o g n iz e d  i n  th e  p e r io d  o f  g e n e ra l 
p r ic e - le v e l  in c re a s e . U n d e r  th is  v ie w ,  a p o r t io n  o f  th e  
g a in  o n  n e t  m o n e ta r y  l ia b i l i t i e s  in  a p e r io d  o f  g e n e ra l p r ic e -  
le v e l in c re a s e  s h o u ld  be  d e fe r re d  to  f u t u r e  p e r io d s  as a  
r e d u c t io n  o f  th e  c o s t o f  n o n m o n e ta ry  asse ts , s in c e  th e  
l i a b i l i t i e s  r e p re s e n t a  s o u rc e  o f  fu n d s  f o r  th e  f in a n c in g  o f  
th e s e  asse ts . T h e  p ro p o n e n t  o f  t h is  v ie w  b e lie v e s  t h a t  th e  
g a in  f r o m  h o ld in g  n e t  m o n e ta r y  l i a b i l i t i e s  d u r in g  in f la t io n  
is  n o t  r e a liz e d  u n t i l  th e  asse ts  a c q u ire d  f r o m  th e  fu n d s  
b o r ro w e d  a re  s o ld  o r  c o n s u m e d  in  o p e ra t io n s .7 T h e  B o a r d  
does  n o t  a g re e  w i t h  t h is  v ie w ,  h o w e v e r ,  b e ca u se  i t  b e lie v e s  
t h a t  th e  g a in  a c c ru e s  d u r in g  th e  p e r io d  o f  th e  g e n e ra l  
p r ic e - le v e l  in c re a s e  a n d  is  u n r e la te d  t o  th e  c o s t o f  n o n 
m o n e ta r y  asse ts .

.43 General price-level gains and losses should he re
ported as a separate item in general price-level income 
statements. G e n e ra l p r ic e - le v e l  g a in s  a n d  losse s  o n  m o n e 
t a r y  ite m s  a re  n o t  p a r t  o f  th e  re v e n u e  a n d  e xp e n se s  r e 
p o r te d  in  h is t o r ic a l - d o l la r  f in a n c ia l  s ta te m e n ts . T h e y  s h o u ld  
be  s e p a ra te ly  id e n t i f ie d  in  th e  g e n e ra l p r ic e - le v e l  s ta te 
m e n ts . G e n e ra l p r ic e - le v e l  g a in s  m a y , h o w e v e r ,  be  o f fs e t  
a g a in s t  g e n e ra l p r ic e - le v e l  lo sse s  a n d  o n ly  a  s in g le  f ig u r e  
r e p r e s e n t in g  n e t  g e n e ra l p r ic e - le v e l  g a in  o r  lo ss  f o r  th e  
p e r io d  n e e d  be  r e p o r te d .

7  F o r  fu r th e r  d iscuss ion  o f th is  v ie w  see M a rv in  M . D eupree, “ A c c o u n t
in g  fo r  Gains and L osses in  P u rch a s in g  P o w e r o f  M o n e ta ry  Ite m s ”  in  
Accounting Research Study No. 6, pp. 153-165.
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.44  General price-level financial statements of earlier 
periods should be updated to dollars of the general pur
chasing power at the end of each subsequent period fo r  
which they are presented as comparative information. 
S ta te m e n ts  o f  a n  e a r l ie r  p e r io d  a re  u p d a te d  b y  m u l t ip ly in g  
e a ch  i te m  b y  th e  r a t io  o f  th e  c u r r e n t  g e n e ra l p r ic e  le v e l to  
th e  g e n e ra l p r ic e  le v e l o f  th e  e a r l ie r  p e r io d .  T h is  “ r o l l in g  
f o r w a r d ”  o f  e a r l ie r  s ta te m e n ts  c o u ld  ca use  c o n fu s io n  a n d  
c o n v e y  th e  e r ro n e o u s  im p re s s io n  t h a t  p r e v io u s ly  r e p o r te d  
in f o r m a t io n  h a s  b e e n  c h a n g e d  in  s u b s ta n c e  r a th e r  th a n  
m e r e ly  u p d a te d  in  te rm s  o f  a  la t e r  u n i t  o f  m e a s u re .8 C on se 
q u e n t ly ,  c o m p a r a t iv e  g e n e ra l p r ic e - le v e l  f in a n c ia l  s ta te 
m e n ts  a n d  r e la te d  f in a n c ia l  in f o r m a t io n  s h o u ld  be  d e s c r ib e d  
i n  a  w a y  t h a t  m a k e s  c le a r  t h a t  th e  g e n e ra l p r ic e - le v e l  
s ta te m e n ts  o f  p r io r  p e r io d s  re p re s e n t p r e v io u s ly  r e p o r te d  
in f o r m a t io n  u p d a te d  to  d o l la r s  o f  c u r r e n t  g e n e ra l p u r 
c h a s in g  p o w e r  to  p r o v id e  c o m p a r a b i l i t y  w i t h  th e  c u r r e n t  
g e n e ra l p r ic e - le v e l  s ta te m e n ts . (S ee  p a r a g ra p h  .48, p o in t  f . )

.45 Restatement of financial statements of foreign  
branches or subsidiaries of U. S. companies fo r inclusion 
in  combined or consolidated financial statements stated in  
terms of U. S. dollars should be based on an index of the 
general level of prices in the United States. G e n e ra l p r ic e -  
le v e l f in a n c ia l  s ta te m e n ts  s ta te d  in  te rm s  o f  U . S. d o l la r s  
use  a  u n i t  o f  m e a s u re  t h a t  re p re s e n ts  th e  g e n e ra l p u r c h a s 
in g  p o w e r  o f  th e  U . S. d o l la r  a t  a  s p e c if ie d  d a te . A n  in d e x  
o f  c h a n g e s  in  th e  g e n e ra l p u r c h a s in g  p o w e r  o f  th e  U .  S. 
d o l la r  s h o u ld  th e r e fo r e  be  u se d  to  re s ta te  th e  f in a n c ia l  
s ta te m e n ts  o f  a  c o m p a n y  a n d  i t s  c o m b in e d  o r  c o n s o lid a te d  
f o r e ig n  b ra n c h e s  a n d  s u b s id ia r ie s .  F in a n c ia l  s ta te m e n ts  
o f  fo r e ig n  b ra n c h e s  o r  s u b s id ia r ie s  to  be  c o m b in e d  o r  c o n 
s o lid a te d  w i t h  th e  f in a n c ia l  s ta te m e n ts  o f  t h e i r  U n i te d  
S ta te s  p a r e n t  c o m p a n y  s h o u ld  f i r s t  be  t r a n s la te d  in t o  U . S. 
d o l la r s  u s in g  p re s e n t ly  a c c e p te d  m e th o d s  a n d  th e n  re s ta te d  
f o r  c h a n g e s  in  th e  g e n e ra l p u r c h a s in g  p o w e r  o f  th e  U . S. 
d o l la r .

8 T h e  “ ro l l- fo rw a rd ”  process resu lts in  s ta tin g  financ ia l s ta tem ent item s  
at d iffe re n t am ounts than th e y  were stated before be ing “ ro lle d  fo rw a rd .”
T h e  d iffe rences are no t gains o r  losses b u t are m ere ly  d ifferences between  
the  same item s m easured in  tw o  d iffe re n t u n its  o f measure. I f  a cost 
stated at 100 do lla rs  o f genera l pu rchas ing  pow er cu rre n t at the beg inn ing  
o f the yea r is “ ro lle d  fo rw a rd ”  to  105 d o lla rs  o f genera l pu rchas ing  pow er 
cu rre n t at the end o f the year, the d iffe rence  o f 5 is no t a gain. I t  is 
s im ila r, fo r  exam ple, to  the d iffe rence  o f 2 between 1 ya rd  and 3 feet.
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.46 A ll general price-level information presented 
should be based on complete general price-level calculations. 
F in a n c ia l  s ta te m e n ts  i n  w h ic h  o n ly  som e o f  th e  ite m s , s u c h  
as d e p re c ia t io n ,  h a v e  b e e n  re s ta te d  d is c lo s e  o n ly  p a r t  o f  
th e  e ffe c ts  o f  c h a n g in g  g e n e ra l p r ic e  le v e ls  o n  a n  e n te rp r is e .  
P a r t i a l l y  r e s ta te d  f in a n c ia l  s ta te m e n ts  a n d  in f o r m a t io n  
b a s e d  o n  th e m  a re  l i k e l y  to  be  m is le a d in g  a n d  s h o u ld  n o t  
be  p re s e n te d . G e n e ra l p r ic e - le v e l  in f o r m a t io n  s h o u ld  th e r e 
fo r e  be  b a s e d  o n  c o m p le te  c a lc u la t io n s ,  a lth o u g h  i t  n e e d  
n o t  be  p re s e n te d  in  th e  sam e d e ta i l  as th e  h is t o r ic a l - d o l la r  
f in a n c ia l  s ta te m e n ts . I f  a n y  g e n e ra l p r ic e - le v e l  in f o r m a t io n  
is  g iv e n ,  a t  le a s t sa les , n e t  g e n e ra l p r ic e - le v e l  g a in s  a n d  
lo sse s  o n  m o n e ta r y  ite m s , e x t r a o r d in a r y  ite m s , n e t  in c o m e ,  
a n d  c o m m o n  s to c k h o ld e rs ’ e q u it y  s h o u ld  be  d is c lo s e d .

Presentation of General Price-Level Financial Inform ation
.47 P r e s e n ta t io n  o f  g e n e ra l p r ic e - le v e l  f in a n c ia l  i n 

f o r m a t io n  as a  s u p p le m e n t to  th e  b a s ic  h is t o r ic a l - d o l la r  
f in a n c ia l  s ta te m e n ts  s h o u ld  be  d e s ig n e d  to  p ro m o te  c la r i t y  
a n d  m in im iz e  p o s s ib le  c o n fu s io n . |  B e c a u s e  th e  tw o  ty p e s  
o f  d a ta  a re  p re p a re d  o n  d i f f e r e n t  bases, p re s e n ta t io n s  o f  
g e n e ra l p r ic e - le v e l  f in a n c ia l  in f o r m a t io n  s h o u ld  g e n e r a l ly  
e n c o u ra g e  c o m p a r is o n s  w i t h  o th e r  g e n e ra l p r ic e - le v e l  d a ta  
r a t h e r  th a n  w i t h  h is t o r ic a l - d o l la r  d a ta .  I f  g e n e ra l p r ic e -  
le v e l f in a n c ia l  s ta te m e n ts  a re  p re s e n te d  in  t h e i r  e n t i r e ty ,  
th e y  p r e fe r a b ly  s h o u ld  be  p re s e n te d  in  s e p a ra te  sc h e d u le s , 
n o t  in  c o lu m n s  p a r a l le l  to  th e  h is t o r ic a l - d o l la r  s ta te m e n ts .  
F in a n c ia l  in f o r m a t io n  e x t ra c te d  f r o m  g e n e ra l p r ic e - le v e l  
s ta te m e n ts  (see p a r a g r a p h  .46 ) m a y  be  p re s e n te d  in  e i t h e r  
c h a r t  o r  n a r r a t iv e  fo r m ,  a n d  m a y  e m p h a s iz e  r a t io s  a n d  
p e rc e n ta g e s  in s te a d  o f  o r  in  a d d i t io n  to  d o l la r  a m o u n ts .

.48 T h e  b a s is  o f  p r e p a r a t io n  o f  g e n e ra l p r ic e - le v e l  
in f o r m a t io n  a n d  w h a t  i t  p u r p o r t s  to  s h o w  s h o u ld  be  c le a r ly  
e x p la in e d  i n  th e  n o te s  to  th e  g e n e ra l p r ic e - le v e l  f in a n c ia l  
s ta te m e n ts  o r  o th e r  a p p r o p r ia te  p la c e s . T h e  e x p la n a t io n  
s h o u ld  in c lu d e  th e  f o l lo w in g  p o in t s :

a. T h e  g e n e ra l p r ic e - le v e l  s ta te m e n ts  ( o r  in f o r m a t io n )  
a re  s u p p le m e n ta r y  to  th e  b a s ic  h is t o r ic a l - d o l la r  f i 
n a n c ia l  s ta te m e n ts  [e x c e p t  as p r o v id e d  in  p a r a 
g r a p h  .2 6 ].
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b . A l l  a m o u n ts  s h o w n  in  g e n e ra l p r ic e - le v e l  s ta te 
m e n ts  a re  s ta te d  in  te rm s  o f  u n i ts  o f  th e  sam e  
g e n e ra l p u r c h a s in g  p o w e r  b y  u se  o f  a n  in d e x  o f  
c h a n g e s  in  th e  g e n e ra l p u r c h a s in g  p o w e r  o f  th e  
d o l la r .

c. T h e  g e n e ra l p r ic e - le v e l  g a in  o r  lo s s  in  th e  g e n e ra l 
p r ic e - le v e l  s ta te m e n ts  in d ic a te s  th e  e ffe c ts  o f  i n 
f la t io n  ( o r  d e f la t io n )  o n  th e  c o m p a n y ’ s n e t  h o ld in g s  
o f  m o n e ta r y  asse ts  a n d  l ia b i l i t ie s .  T h e  c o m p a n y  
g a in s  o r  loses  g e n e ra l p u r c h a s in g  p o w e r  as a  r e s u lt  
o f  h o ld in g  th e se  a sse ts  a n d  l ia b i l i t i e s  d u r in g  a  p e 
r io d  o f  in f la t io n  ( d e f la t io n ) .

d . I n  a l l  o th e r  re s p e c ts , th e  sam e g e n e r a l ly  a c c e p te d  
a c c o u n t in g  p r in c ip le s  u s e d  in  th e  p r e p a r a t io n  o f  
h is t o r ic a l - d o l la r  s ta te m e n ts  a re  u se d  in  th e  p re p a ra 
t io n  o f  g e n e ra l p r ic e - le v e l  s ta te m e n ts  ( o r  in f o r m a 
t io n ) .

e. T h e  a m o u n ts  s h o w n  in  th e  g e n e ra l p r ic e - le v e l  s ta te 
m e n ts  d o  n o t  p u r p o r t  to  r e p re s e n t  a p p ra is e d  v a lu e ,  
re p la c e m e n t c o s t, o r  a n y  o th e r  m e a s u re  o f  th e  c u r 
r e n t  v a lu e  o f  a sse ts  o r  th e  p r ic e s  a t  w h ic h  t r a n s a c 
t io n s  w o u ld  ta k e  p la c e  c u r r e n t ly .

f .  T h e  g e n e ra l p r ic e - le v e l  s ta te m e n ts  ( o r  in f o r m a t io n )  
o f  p r i o r  y e a rs  p re s e n te d  f o r  c o m p a r a t iv e  p u rp o s e s  
h a v e  b e e n  u p d a te d  t o  c u r r e n t  d o l la r s .  T h is  re s ta te 
m e n t  o f  p r i o r  y e a r s ’ g e n e ra l p r ic e - le v e l  s ta te m e n ts  
is  r e q u ir e d  to  m a k e  th e m  c o m p a ra b le  w i t h  c u r r e n t  
in f o r m a t io n .  I t  d o e s  n o t  c h a n g e  th e  p r i o r  p e r io d s ’ 
s ta te m e n ts  i n  a n y  w a y  e x c e p t t o  u p d a te  th e  a m o u n ts  
to  d o l la r s  o f  c u r r e n t  g e n e ra l p u r c h a s in g  p o w e r .

.49 D is c lo s u re  in v o lv in g  th e  f o l lo w in g  ite m s  s h o u ld  
a ls o  be  m a d e :

a. T h e  d if fe re n c e  b e tw e e n  th e  b a la n c e  o f  r e ta in e d  
e a rn in g s  a t  th e  e n d  o f  th e  p re c e d in g  y e a r  i n  b e g in 
n in g - o f - th e - y e a r  d o l la r s  a n d  a t  th e  b e g in n in g  o f  th e  
y e a r  in  e n d -o f- th e -y e a r  d o l la r s ,  w h ic h  a r is e s  in  th e  
r o l l - f o r w a r d  p ro c e s s  d is c u s s e d  in  p a r a g r a p h  .44, 
s h o u ld  be  e x p la in e d  s o m e w h a t a s  fo l lo w s :
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R e ta in e d  e a rn in g s  a t  th e  b e g in n in g  o f  th e  y e a r :

R e s ta te d  t o  g e n e ra l p u r c h a s in g  p o w e r  a t
th e  b e g in n in g  o f  th e  y e a r ................ ........ x x x

A m o u n t  r e q u ir e d  t o  u p d a te  to  g e n e ra l 
p u r c h a s in g  p o w e r  a t  th e  e n d  o f  th e  
y e a r ............................... ........................................... x x x

R e s ta te d  to  g e n e ra l p u r c h a s in g  p o w e r  a t  
th e  e n d  o f  th e  y e a r ............................ ...... ......  x x x

b . T h e  f a c t  s h o u ld  b e  d is c lo s e d  t h a t  w h e n  asse ts  a re  
u s e d  o r  s o ld , fe d e ra l  in c o m e  ta x e s  a re  b a s e d  o n  c o s t 
b e fo re  re s ta te m e n t  f o r  g e n e ra l p r ic e - le v e l  ch a n g e s  
b e ca u se  in f la t io n  is  n o t  re c o g n iz e d  in  th e  I n t e r n a l  
R e v e n u e  C ode.

NOTE
.50 Statements of the Accounting Principles Board 

present the conclusions of at least two-thirds of the mem
bers of the Board, which is the senior technical body of the 
Institute authorized to issue pronouncements on accounting 
principles. This Statement is not an “ Opinion of the Ac
counting Principles Board”  covered by action of the Coun
cil of the Institute in its May 7 ,  1973 Resolution designating 
the Financial Accounting Standards Board as the body to 
establish accounting principles pursuant to Rule 203 of the 
Rules of Conduct of the American Institute of Certified 
Public Accountants. [As amended, effective May 7, 1973 
by Council Resolution.] (See section 510.08.)

 The n e x t page is  7521.
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AC Section 1071A
Financial Statements Restated 
for General Price-Level 
Changes—Appendix A

Gross N ationa l Product 
Im p lic it Price D efla tor

Annual Averages 1929-1968 
Q uarterly Averages 1947-1968

.01 Annual Averages

Year Deflator

Percent Increase 
(Decrease) From 

Previous Year
(1958 =  100)

1929 50.6
1930 49.3 (2 .6 )
1931 44.8 (9 .1 )
1932 40.3 (10.0)
1933 39.3 (2 .5 )
1934 42.2 7.4
1935 42.6 .9
1936 42.7 .2
1937 44.5 4.2
1938 43.9 (1 .3 )
1939 43.2 (1 .6 )
1940 43.9 1.6
1941 47.2 7.5
1942 53.0 12.3
1943 56.8 7.2
1944 58.2 2.5
1945 59.7 2.6
1946 66.7 11.7
1947 74.6 11.8
1948 79.6 6.7
1949 79.1 ( .6 )
1950 80.2 1.4
1951 85.6 6.7
1952 87.5 2.2
1953 88.3 .9
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Annual Averages——C o n tin u e d

Year Deflator

Percent Increase 
(Decrease) From 

Previous Year

1954
(1958 =  100)

89.6 1.5
1955 90.9 1.5
1956 94.0 3.4
1957 97.5 3.7
1958 100.0 2.6
1959 101.6 1.6
1960 103.3 1.7
1961 104.6 1.3
1962 105.7 1.1
1963 107.1 1.3
1964 108.9 1.7
1965 110.9 1.8
1966 113.9 2.7
1967 117.3 3.0
1968 121.8 3.8

.02 Q uarterly Averages

Year Quarter Deflator

1947 1 73.0
2 73.7
3 74.9
4 77.0

1948 1 78.2
2 79.2
3 80.6
4 80.3

1949 1 79.7
2 79.1
3 78.8
4 78.9

1950 1 78.3
2 79.0
3 80.8
4 82.3

AC § 1071A.02 ©  1974, American Institute of Certified Public Accountants, Inc.



S tatem ents Resta ted fo r  G enera l P r ic e -L e v e l Changes— A p p e n d ix  A 7 5 2 3

Q uarterly Averages——Continued

Year Quarter Deflator

1951 1 84.8
2 85.4
3 85.6
4 86.7

1952 1 86.7
2 87.1
3 87.7
4 88.3

1953 1 88.4
2 88.3
3 88.4
4 88.4

1954 1 89.5
2 89.6
3 89.5
4 89.8

1955 1 90.2
2 90.6
3 91.0
4 91.6

1956 1 92.6
2 93.4
3 94.6
4 95.4

1957 1 96.4
2 97.1
3 98.0
4 98.5

1958 1 99.3
2 99.7
3 100.1
4 100.6

1959 1 101.1
2 101.4
3 101.9
4 102.1
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Q uarterly Averages— Continued

Y e a r Quarter D e f la to r

1960 1 102.6
2 103.0
3 103.4
4 104.0

1961 1 104.3
2 104.5
3 104.5
4 105.1

1962 1 105.4
2 105.5
3 105.8
4 106.2

1963 1 106.6
2 107.0
3 107.1
4 107.8

1964 1 108.3
2 108.4
3 109.0
4 109.6

1965 1 110.1
2 110.7
3 111.0
4 111.6

1966 1 112.6
2 113.5
3 114.4
4 115.3

1967 1 116.0
2 116.6
3 117.7
4 118.9

1968 1 120.0
2 121.2
3 122.3
4 123.5

Source: United States Department of Commerce, Survey of Current Business, 
issued monthly. Quarterly figures are available only since 1947. The 
deflators for 1929 to 1964 were recapitulated on pages 52 and 53 of the 
August 1965 issue of the Survey.

The n ex t page is  7531.  
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AC Section 1071B
Financial Statements Restated 
for General Price-Level 
Changes—Appendix B

MONETARY AND NONMONETARY ITEMS
.01 Section 1071.17-.23 presents criteria fo r distin

guishing between monetary and nonmonetary items fo r 
general price-level accounting purposes and gives exam
ples of each kind of item. This section provides additional 
examples, w ith  an explanation of the reason fo r classifica
tion when needed.

Non-
Monetary monetary

.02 Assets
Cash on hand and demand bank deposits

(domestic currency)  .................................  X
Time deposits (domestic currency)______  X
Foreign currency on hand and claims to

foreign currency.......................................  X
See discussion in section 1071.21.

Marketable securities
Stocks ............................................... ...—  X
Bonds ............ ..... ...................................... (see discussion)

Bonds held as a short-term investment 
may be held fo r price speculation. I f  
so, they are nonmonetary. I f  the bonds
are held prim arily  fo r the fixed income 
characteristic, they are monetary.

Accounts and notes receivable...............   X
Allowance fo r doubtful accounts and notes

receivable__ _________   X
Inventories produced under fixed price 

contracts accounted fo r at the contract 
p rice .............................. .............................  X

These items are in  effect receivables of 
a fixed amount.
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Non-
Monetary monetary

Other inventories ............ ........................... X
Advances to employees ...... .... ........... ....... X
Prepaid insurance, taxes, advertising, rent X

These represent an amount of services 
fo r which expenditures have been made 
and which w ill be amortized to expense 
in  the future. In  financial statements 
they are substantially the same kind of 
item as fixed assets.

Prepaid interest ...........................................  X
Related to notes payable, a monetary 
item.

Receivables under capitalized financing
leases________________     X

Long-term receivables.................................. X

Refundable deposits________   X

Advances to unconsolidated subsidiaries...... X
I f  there is no expectation that the ad
vances w ill ever be collected, they are 
in effect additional investments and are 
nonmonetary.

Investments in  unconsolidated subsidiaries (see discussion) 
I f  an investment is carried at cost, i t  is 
nonmonetary. I f  an investment is car
ried on the equity basis, the statements 
of the subsidiary should be restated fo r 
general price-level changes (in  accord
ance w ith  section 1071.45 for foreign 
affiliates) and the equity method 
should then be applied.

Pension, sinking, and other funds________ (see discussion)
Depends on composition of the fund— 
bonds are generally monetary and 
stocks nonmonetary.

Investments in  convertible bonds...............(see discussion)
I f  the bond is held fo r price specula
tion or w ith  expectation of converting
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Non-
Monetary monetary

into common stock the investment is 
nonmonetary. I f  the bond is held for 
the fixed principal and interest, i t  is 
monetary.

Property, plant, and equipment................... X
Allowance fo r depreciation  ...................... X
Cash surrender value of life  insurance.......  X
Advances paid on purchase contracts...... . X

The items to be received are nonmone
tary.

Deferred charges fo r income taxes—de
ferred method .......................................  _ X

A  cost deferred as an expense of future 
periods is nonmonetary.

Other deferred charges which represent 
costs incurred to be charged against
future income ........................................... X

Patents, trademarks, licenses, formulas.....  X
Goodwill ........ ................ .................... .......... X
Other intangible assets................. .............  X

[As amended, effective October 1, 
1971, by APB Opinion No. 21.]

.03 Liabilities
Accounts and notes payable..........................  X
Accrued expenses payable (salaries, wages,

etc.) ................ .................................... ........ X
Sim ilar to accounts payable, amount is 
fixed.

Cash dividends payable............................. . X
Debts payable in  foreign currency...—........— X

See section 1071.21.
Refundable deposits........ ..... ..... ................ X
Advances received on sales contracts......... X

The obligation w ill he satisfied by de
livery of goods that are nonmonetary.

Accrued losses on firm  purchase commit
ments ......................... ....................  ..........  X

Bonds payable...... ..... ........... ..... -............—  X
A IC P A  Professional Standards AC § 1071B.03
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Non-
Monetary monetary

Unamortized discount on bonds payable...  X
[As amended, effective October 1,
1971, by APB Opinion No. 21.]

Convertible bonds payable...................... .... X
Treated as monetary debt un til con
verted.

Obligations under capitalized leases._____  X
Other long-term de b t.................................   X
Deferred taxes—deferred method________  X

Cost savings deferred as a reduction of 
expenses of future periods.

Deferred investment cred its_____________  X
Accrued pension cost..............   X
Reserve for self-insurance...................   X

Although reserve fo r self-insurance is 
nonmonetary, i t  may be stated in the 
same amount in  both the historical- 
dollar and general price-level state
ments i f  the adequacy of the reserve in 
terms of current costs has been deter
mined at year end fo r the historical-
dollar statements.

Deferred incom e_______________ _______  X
Provision fo r guarantees _______ _________  X

Provision fo r guarantees is nonmone
ta ry  because i t  is a lia b ility  to provide 
goods or services. I t  may be stated in  
the same amount in both the historical- 
dollar and general price-level state
ments i f  the adequacy of the provision 
in  terms of current costs has been de
termined at year end fo r the historical- 
dollar statements.

Accrued vacation p a y ........................... ......(see discussion)
Accrued vacation pay is monetary i f  i t  
is based on a fixed contract. I t  is non
monetary i f  i t  is payable based on 
wage or salary rates that may change 
after the balance sheet date.
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.04 Owners’ E quity

Non-
Monetary monetary

M inority  in terest............................... ...........  X

Preferred s tock................. ..... ........... ..... ..... X
Classifying preferred stock as non
monetary is based on the fact that the 
amount accounted fo r is the proceeds 
received when the stock was issued. 
The proceeds must be restated to pre
sent them in  terms of the general pur
chasing power of the dollar at the 
balance sheet date.

The amount of a nonconvertible call
able preferred stock should not exceed 
the call price in the general price-level 
balance sheet. The periodic change in 
the excess of the restated proceeds over 
the call price, i f  any, should not be in 
cluded in net income, but should be 
added to net income to determine net 
income to common stockholders in  the 
same manner as preferred dividends 
are deducted to determine net income 
to common stockholders.

A  different viewpoint held by some 
Board members is that preferred stock 
is a monetary item and that general 
price-level gains or losses from pre
ferred stock outstanding should be in 
cluded in the computation of net
income.

Common stock ...... ............... .....................  X

Additional paid-in c a p ita l______________  X

Retained earnings.... ......................... ........... (see discussion)
Retained earnings is a residual and 
need not be classified as either mone
tary or nonmonetary.

  T he  n e x t page is  7541.  
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AC Section 1071C
Financial Statements Restated 
tor General Price-Level 
Changes—Appendix C

PROCEDURES TO PREPARE FINANCIAL STATEMENTS 
RESTATED FOR GENERAL PRICE-LEVEL CHANGES

.01 This section illustrates procedures to apply the 
general guidelines discussed in  section 1071.28-.46. Proce
dures fo r restating historical-dollar financial statements 
fo r general price-level changes are described and illustrated 
fo r two years, 1967 and 1968. Restating the statements fo r 
1967 illustrates the procedures for the first year of restate
ment; restating the 1968 statements illustrates the proce
dures fo r all subsequent years. The procedures fo r the firs t 
year a company restates its  financial statements are more 
time consuming than those fo r subsequent years.

.02 Financial statements used in  this illustration con
tain a variety of items designed to demonstrate various 
facets of the restatement technique. Indexes of the gen
eral price-level changes which occurred in  the United States 
in  recent years are used. For convenience, the general as
sumptions used in the illustra tion are summarized below:

a. The XYZ Company was formed in 1957, ten years 
before the year fo r which its statements are first 
restated.

b. A ll significant costs of the year-end finished goods 
inventory, carried at FIFO, were incurred in the 
last quarter of the year; costs incurred before the 
last quarter of the year are assumed to be not 
material.

c. Year-end balances of raw materials and parts and 
supplies inventories, carried at FIFO, were ac
quired fa ir ly  evenly throughout the year.

d. Market value of inventories is above the restated 
cost of inventories, and the market price of inven
tories to be delivered is below the restated amount 
of deferred income.
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e. Depreciation is computed on the straight-line basis.
A  fu ll year’s depreciation is taken in  the year of 
acquisition, and no depreciation is taken in  the year 
of sale. Depreciable assets have a ten-year life  and 
no salvage value.

f. Sales, purchases, and selling and administrative 
expenses (other than depreciation, amortization of 
prepaid expenses, and deferred income realized) 
have taken place fa ir ly  evenly throughout the year, 
and federal income taxes accrue ratably throughout 
the year.

g. Interest expense is included in  selling and admin
istrative expenses.

.03 To perform restatement procedures, a company 
needs (1) its historical-dollar financial statements fo r the 
year, (2) index numbers, and (3) conversion factors de
rived from  the index numbers, as described in  the following 
paragraphs.

.04 The historical-dollar financial statements needed 
fo r the firs t year fo r which statements are to be restated 
are balance sheets at the beginning and end of the year 
and the statements of income, retained earnings, and other 
changes in  owners’ equity for the year. For each subse
quent year, only the balance sheet at the end of the year 
and the statements of income, retained earnings, and other 
changes in  owners’ equity fo r the year are needed. The 
historical-dollar balance sheet at the beginning of the firs t 
year is restated to determine the restated amount of re
tained earnings at the beginning of the firs t year. In  the 
illustra tion fo r the 1967 restatement, the historical-dollar 
balance sheets appear in  paragraph .23 and the historical- 
dollar statement of income and retained earnings appears 
in  paragraph .24. For the 1968 restatement, the historical- 
dollar balance sheet appears in  paragraph .36 and the his
torical-dollar statement of income and retained earnings 
appears in  paragraph .37.

.05 The Gross National Product Im p lic it Price De
flator is used in  the illustration as the index of changes 
in  the general price level.1 This index is available on both

1 See section 1071.30.
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a quarterly and annual average basis. Indexes are needed 
fo r the average and the quarters fo r each year since the 
inception of the company or 1945,2 whichever is later. The 
annual average index may be used fo r any year in  which 
its  use would produce results not materially different from  
those which would be produced by using quarterly indexes.
The index at the end of a year may be approximated by 
using the average fo r the last quarter of the year. To 
sim plify the illustration, quarterly indexes are used only 
fo r 1967 and 1968. Indexes used in the 1967 restatement 
appear in  paragraph .22. Indexes used in  the 1968 restate
ment appear in  paragraph .35. (Also see section 1071A.)

.06 Conversion factors used in  restatement are com
puted from general price-level index numbers by divid ing 
the index number fo r the current balance sheet date by 
each of the other index numbers. To illustrate, assume 
that 1957 and 1960 expenditures are to be restated to dol
lars of December 1968 general purchasing power. The 
follow ing GNP Deflators (general price-level index num
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bers) are applicable:
Average fo r 1957_________  97.5
Average fo r 1960..................  103.3
Fourth quarter 1968______  123.5

To compute the conversion factors fo r restatement to dol
lars of general purchasing power current at December 31,
1968, divide the index number fo r the fourth quarter of 
1968 by each of the other index numbers:

1957: 123.5 ÷  97.5 =  1.267
1960: 123.5 ÷  103.3 = 1.196

2The precision of the measure of change in the general price level 
by any series of index numbers decreases over time because new com
modities are continuously introduced and others disappear. N o method 
has been devised to measure the percentage change in the general price 
level between two periods in which the bulk of commodities in either 
period is unique. A  large portion of the dollar amount of current ex
change transactions involves goods and services that originated in  dis
coveries and innovations that grew out of the war effort (W orld  W ar I I )  
and postwar developments. Consequently, comparison of current prices 
w ith  prices during and prio r to W orld  W ar I I  would probably not be 
reliable enough for accounting purposes because of the dissim ilarity of 
goods and services exchanged then and now. A  cutoff date is therefore 
indicated. The year 1945 is probably the earliest point that offers reason
able comparability of goods and services w ith  later periods. A ll assets 
acquired, liabilities incurred, or owners’ equity accumulated prio r to 1945 
should generally be treated as i f  they had originated during 1945.
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To restate a nonmonetary item purchased in 1957, fo r ex
ample, its cost in 1957 dollars is m ultip lied by 1.267:

Cost ip 1957 do lla rs ............ ........ $1,500
X 1.267

Cost in  dollars current at 
December 31, 1968....................  $1,900

The cost of $1,500 in 1957 dollars is equal to a cost of $1,900 
in December 31, 1968 dollars. The cost is not changed; i t  
is merely stated in a larger number of a smaller unit of 
measure. Conversion factors for the 1967 restatement are 
computed in paragraph .22. Conversion factors fo r the 1968 
restatement are computed in paragraph .35.

.07 The exhibits and worksheets which comprise the 
illustra tion are presented together in paragraphs .20 to .44. 
Restatement procedures are discussed in eight steps in  par
agraphs .08 to .19. Each step is first described in  general 
terms and then keyed to the two years in  the illustration 
in  two columns below the general description.

General Steps to  Prepare General Price-Level Financial 
Statements
Ste p  1: Iden tify  monetary and nonmonetary assets and 

liabilities.

.08 The nature of each asset and lia b ility  item must 
be determined inasmuch as restatement procedures fo r 
monetary items are different from those fo r nonmonetary 
items as discussed in section 1071.35-.38. Section 1071.17-.23 
discusses the difference between monetary and nonmone
ta ry  items and gives examples of each. Additional exam
ples are given in  section 1071B.
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1967 Restatement 
Step 1 : Monetary items in the 
December 31, 1966 and 1967 
balance sheets in paragraph .23 
are:

Cash
Receivables 
Current liabilities 
Long-term debt 

Nonmonetary items are: 
Marketable securities 
Raw materials 
Finished goods 
Parts and supplies 
Prepaid expenses 
Property, plant, ana equipment 
Accumulated depreciation 
Deferred income—payments 

received in advance * 
Capital stock 
Additional paid-in capital 
Retained earnings
*Deferred income—payments re

ceived in advance is a nonmonetary 
liability because it represents an 
obligation to deliver nonmonetary 
assets—the company’s products.

1968 Restatement
Step 1 : Monetary and nonmone
tary items in the December 31, 
1968 balance sheet in paragraph 
.36 are the same as in the De
cember 31, 1966 and 1967 bal
ance sheets.

S t e p  2 : Analyze all nonmonetary items in the balance sheet 
of the current year (and the p rio r year fo r the first 
year of restatement) to determine when the com
ponent money amounts originated.

.09 Schedule the data by years, and by quarters when
ever significant general price-level changes occurred during 
a year. I f  no significant general price-level changes oc
curred during a year, or i f  acquisitions were spread fa ir ly  
evenly throughout a year, assume the items were acquired 
when the average general price level fo r the year was in 
effect. A ll balances accumulated prior to 1945 may be 
treated as i f  acquired in 1945. See Step 3 fo r treatment of 
special problems in restating inventories.

.10 Retained earnings need not be analyzed. Retained 
earnings in the restated balance sheet at the beginning of 
the first year for which general price-level restatements 
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are prepared can be computed as the balancing amount. 
This avoids the impractical alternative of restating all 
p rio r financial statements since the inception of the com
pany. Retained earnings in subsequent restated balance 
sheets is determined from the restated statements of in 
come and retained earnings.

1967 Restatement
Step 2: Analysis of raw materi
als, finished goods, and parts and 
supplies inventories is discussed 
in notes 3 and 4 in paragraph 
.23. Marketable securities, capi
tal stock, and additional paid-in 
capital are analyzed in columns 
3, 5, and 7 in paragraph .25. 
Prepaid expenses, property, 
plant, and equipment, accumu
lated depreciation, and deferred 
income are analyzed in columns 
3 to 6 in paragraphs .26 to .29.

1968 Restatement
Step 2 : Much of the analysis 
needed for the 1968 restatement 
has been prepared for the 1967 
restatement and merely needs 
to be updated. Analysis of raw 
materials, finished goods, and 
parts and supplies inventories, 
capital stock, and additional 
paid-in capital is discussed in 
notes 4, 5, and 6 in paragraph 
.36. Prepaid expenses, property, 
plant, and equipment, accumu
lated depreciation, and deferred 
income are analyzed in columns 
3 to 6 in paragraphs .38 to .41.

St e p  3 : Analyze all revenue, expense, gain, and loss items 
in  the income statement of the current year, and 
all dividends and other changes in  retained earn
ings during the year, to determine when the 
amounts originated that ultimately resulted in the 
charges and credits in the statements of income 
and retained earnings.

.11 A  wide range in  degree of difficulty is like ly  to 
be encountered in  restating inventories and cost of goods 
sold to dollars of current general purchasing power. Raw 
materials priced on a first-in, first-out basis may already 
be in  dollars of current general purchasing power and need 
no restatement. I f  turnover is rapid and spread fa ir ly  
evenly throughout the year, purchases may be in  dollars 
whose general purchasing power can be approximated by 
using the average general price level fo r the year. Re
statement of inventories of work in process and finished 
goods, however, can be quite complicated and time consum
ing. Weighted average or last-in, first-out pricing increases 
the amount of detail.
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.12 Short cuts to the restatement of inventories and 
purchases often produce results that do not d iffer enough 
from amounts derived by detailed computation to warrant 
the additional effort. For example, costs of inventories 
based on weighted average include, in  part, every expendi
ture ever made to buy or produce them. A  short cut would 
be to assume that the beginning inventory had all been 
acquired in  one turnover period. In  the case of beginning 
L IFO  inventories, using the assumption that different layers 
were acquired each year when the average general price 
level was in  effect fo r that year w ill usually approximate 
the results of a detailed computation, purchase by purchase. 
Elements of overhead costs included in  work in process and 
finished goods inventories can usually be restated from 
dollars of average general purchasing power fo r the year 
when overhead was applied to that segment of the inven
tory. Depreciation is the overhead cost element most like ly  
to require extensive analysis, but only when the effect would 
be material.

.13 Many revenue and expense items are, of course, 
recognized in  the accounts at approximately the same time 
that the receipts and expenditures occurred (fo r example, 
salaries). I f  these items are spread fa ir ly  evenly through
out the year, i t  can be assumed that the receipts and ex
penditures all occurred when the average general price level 
fo r the year was in  effect. When peak and slack periods 
occur during the year, and the general price level changes 
significantly between periods, revenue and expense items 
in  this category should be determined fo r each calendar 
quarter.

.14 The restatement o f revenue and expense items 
should, of course, reconcile w ith  the restatement of the 
related balance sheet accounts, and they can be restated 
as part of the same computation. For example, the be
ginning balance of merchandise inventory plus purchases, 
both stated in  current dollars, should equal the sum of the 
cost of sales and the ending balance of merchandise in 
ventory, also stated in current dollars.
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1967 Restatement
Step 3 : Sales, cost of sales, sell
ing and administrative expenses, 
and loss on sale of equipment 
are analyzed in column 1 in 
paragraphs .30 and .31. Depre
ciation is analyzed in column 4 
in paragraph .28. Amortization 
of prepaid expenses is analyzed 
in column 5 in paragraph .26. 
Deferred income realized is 
analyzed in column 5 in para
graph .29. Federal income taxes 
and dividends are analyzed in 
paragraph .24.

1968 Restatement
Step 3 : Sales, cost of sales, sell
ing and administrative expenses, 
gain on sale of equipment, and 
gain or loss on sale of market
able securities are analyzed in 
column 1 in paragraphs .42 and 
.43. Depreciation is analyzed 
in column 4 in paragraph .40. 
Amortization of prepaid ex
penses is analyzed in column 5 
in paragraph .38. Deferred in
come realized is analyzed in 
column 5 in paragraph .41. Fed
eral income taxes and dividends 
are analyzed in paragraph .37.

St e p  4 : Restate the nonmonetary items.

.15 M u ltip ly  the component amounts of nonmonetary 
items in the balance sheet of the current year (and the p rio r 
year fo r the first year of restatement) and in  the statement 
of income and retained earnings fo r the current year by the 
conversion factors applicable to the components. The re
stated amount of each nonmonetary item is the sum of the 
restated amounts of its components.

1967 Restatement
Step 4 : Restatement of non
monetary items is demonstrated 
on the pages in which the non
monetary items are analyzed in 
accordance w ith  Steps 2 and 3.

1968 Restatement
Step 4: Restatement of non
monetary items is demonstrated 
on the pages in which the non
monetary items are analyzed 
in accordance w ith  Steps 2 and
3. Components which orig i
nated in 1967 or earlier gen
erally are restated by merely 
“ ro lling forward”  their restated 
amounts from the worksheets for 
the 1967 restatement.

St e p  5 : Restate the monetary items in  the balance sheet 
at the beginning of the firs t year.

.16 Monetary items in the balance sheet at the be
ginning of the firs t year fo r which statements are restated 
are stated in  p rio r year dollars and are each restated to
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dollars of current general purchasing power by the con
version factor applicable to the end of the prior year. 
Monetary items in  the balance sheet at the end of each 
year fo r which statements are restated are stated in  dollars 
of current general purchasing power and need no re
statement.

1967 Restatement
Step 5 : Restatement of the
monetary items in the balance 
sheet at December 31, 1966 is 
discussed in note 1 in para
graph .23.

1968 Restatement
Step 5 : (Not applicable after 
the first year statements are 
restated.)

S t e p  6 : Apply the “ cost or market"  rule after restatement 
to the items to which i t  applies before restatement.

.17 To determine that marketable securities and in
ventories are not stated above market in the restated state
ments, and that current nonmonetary liab ilities are not 
stated below market, the restated amounts are compared 
w ith  market and adjusted i f  necessary.

1967 Restatement
Step 6: Market is assumed to 
be higher than restated market
able securities and inventories 
and lower than restated deferred 
income.

1968 Restatement
Step 6 : M a rke t is  assumed to  
be h ig h e r than  resta ted  inven 
to rie s  and low e r than  resta ted  
deferred incom e.

St e p  7 : Compute the general price-level gain or loss fo r the 
current year.

.18 The general price-level gain or loss which arises 
from holding net balance sheet monetary items during in 
inflation or deflation appears in  the general price-level 
statements hut does not appear in  the historical-dollar 
statements. The format used to prepare a statement of 
source and application of net balance sheet monetary items 
is a convenient device to use in  calculating the general 
price-level gain or loss. In  this calculation the items which 
cause changes in the monetary items are analyzed and the 
net balance of the monetary items i f  there were no gain or 
loss is determined. A  comparison of this net balance w ith  
the actual net balance of monetary items at the balance 
sheet date determines the gain or loss.

A IC P A  P ro fess iona l S tandards AC §  1071C.18 
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1967 Restatement

Step 7 : T he  general price-level 
gain  fo r  1967 is com puted in  
paragraph .32.

1968 Restatement

Step  7 : T he  general price-leve l 
gain  fo r  1968 is com puted in  
paragraph .44.

S t e p  8 :  “ Roll fo rw ard”  the restated statements of the 
p rio r year to dollars of current general purchasing 
power.

.19 Financial statements of the prio r year which were 
restated to dollars current at the end of the p rio r year are 
restated to dollars current at the end of the current year 
simply by m ultip ly ing each amount by the conversion factor 
applicable to the end of the prior year. This “ ro lling fo r
w ard"  serves two purposes: (1) i t  provides the amount of 
retained earnings at the end of the p rio r year in  current 
dollars for the current year statement of retained earnings, 
and (2) i t  provides the p rio r year statements in  current 
dollars fo r use as comparative statements.

1967 Restatement

Step 8 : (N o t applicable fo r  the  
f irs t year statem ents are re
stated.)

1968 Restatement

Step 8 : T he  restated balance 
sheet at the end o f 1967 is “ rolled  
fo rw a rd ”  in  co lum ns 1 and 2 in  
paragraph .36. T he  restated  
statement o f income and retained 
earnings fo r  1967 is “ ro lled  fo r
w a rd ”  in  co lum ns 1 and 2 in  
paragraph .37.

AC § 1071C.19 ©  1974, American Institu te of Certified Public Accountants, Inc.
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.20

1967 RESTATEMENT— XYZ COMPANY

EXHIBIT A

XYZ Company
General Price-Level Balance Sheet 

December 3 1 ,  1967

General Price-Level Basis
ASSETS (Restated to 1 2 /3 1 /6 7 )

Current assets:
Cash...........................................................  $(67) 1,700,000
Marketable securities, at cost...................  1,654,000
Receivables (net) ..................................... 5,050,000
Inventories, at the lower of cost and mar

ket on a first-in, first-out basis:
Raw materials..................................... 2,849,000
Finished goods................................... 2,560,000
Parts and supplies.............................  578,000

Prepaid expenses......................................  49,000
Total current assets...................  14,440,000

Property, plant, and equipment, at cos t----- 29,580,000
Less: Accumulated depreciation.............. 21,156,000

8,424,000
$(67)22,864,000

LIAB ILIT IES  AND STOCKHOLDERS’ EQUITY

Current liabilities ........................................  $(67) 4,770,000
Deferred income—payments received in ad

vance .......................................................... 101,000
Long-term d e b t............................................  5,000,000

Stockholders’ equity:
Capital stock — common...........................  2,109,000
Additional paid-in cap ita l.........................  3,785,000
Retained earnings ..................................... 7,099,000

Total stockholders’ e q u ity ........ 12,993,000
$(67)22,864,000

A IC P A  Professional Standards A C  § 1 0 7 1 C .2 0
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.21 EXHIBIT B

XYZ Company
General Price-Level S tatem ent 

o f Income and Retained Earnings 
Year Ended December 31, 1967

General Price-Level Basis 
(Restated to 12 /31 / 67)

Sales $(67)30,424,000
Operating expenses:

Cost of sales..............................................  23,232,000
Depreciation ............................................  2,616,000
Selling and administrative expenses........ 2,615,000

28,463,000
Operating p ro fit ............................................  1,961,000
Loss on sale of equipm ent...........................  (12,000)
General price-level g a in ............................... 138,000

126,000
Income before federal income taxes............ 2,087,000
Federal income taxes....................................  923,000
Net incom e.................................................... 1,164,000
Retained earnings, December 31, 1966 . . . . .  6,137,000

7,301,000
Less: Dividends p a id ....................................  202,000
Retained earnings, December 31, 1967 . . . .  $(67) 7,099,000

AC § 1071C.21  ©  1974, American Institu te of Certified Public Accountants, Inc.
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.22 1 2 /3 1 /6 7
X Y Z  C O M P A N Y  R -1

G eneral P r ice -L ev e l R esta tem en t— 1967
G ross N a tio n a l P ro d u ct Im p lic it P r ice  D efla to rs and  C onversion  F a c to r s

C on version
G N P  fa c to r s

Y ea r  Q u a rte r  d e fla to rs  1967 (4 th  q .)  =  1.000

A n n u al a v era g e

1957 97.5 1.219
1958 100.0 1.189
1959 101.6 1.170
1960 103.3 1.151
1961 104.6 1.137
1962 105.7 1.125
1963 107.1 1.110
1964 108.9 1.092
1965 110.9 1.072
1966 113.9 1.044
1967 117.3 1.014

A IC P A  P rofessional Standards AC § 1071C.22

Q u arterly

1966
1967

4th
1s t
2nd
3rd
4th

115.3
116.0
116.6
117.7
118.9

1.031
1.025
1.020
1.010
1.000

Source: S u r v e y  o f  C u r r e n t  B u s in e s s ,  U .S . D ep a rtm en t o f 
C om m erce, Office o f B u sin ess  E con om ics (D efla 
to rs  o f 1957-1964 from  issu e  o f A u g u st, 1965, 
p a g e  53)
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.24 X YZ COM PANY 12/31/67
General Price-Level Restatement— 1967 R-3

W ork ing  Statement o f Income and Retained Earnings 1
Conversion

fa c to r  or Restated to
H is to r ic a l source 12/31/67 $’s

Sales 30,000,000 R-9 30,424,220

Operating expenses:
Cost o f sales (except depreciation) 22,735,000 R-9 23,232,180
Depreciation 2,310,000 R-7 2,616,635
Selling and adm inistrative expenses 2,577,000 R-10 2,614,704

27,622,000 28,463,519

Operating p ro fit 2,378,000 1,960,701
Loss o f sale of equipment -0 - R-10 (11,730)
General price-level gain - 0 - R -11 137,715

- 0 - 125,985

Income before federal income taxes 2,378,000 2,086,686
Federal income taxes 910,000 (1) 1.014 922,740

N et income 1,468,000 1,163,946

Retained earnings— 12/31/66 5,830,000 R-2 6,137,560

7,298,000 7,301,506

Dividends paid
June 1967 100,000 1.020 102,000
December 1967 100,000 1.000 100,000

200,000 202,000

Retained earnings— 12/31/67 7,098,000 7,099,506

(1) Assumed accrued ra tab ly  throughout 
the year

A IC P A  P ro fess iona l S tandards AC § 1071C.24
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.25 XYZ COMPANY 12/31/67
General Price-Level R estatem ent— 1967 R-4

A nalysis of M arketable Securities, Capital Stock, and Additional Paid-in Capital

N ote: All m arketable 
securities assumed  
to be nonmonetary

AC § 1071C.25 ©  1974, American Institute of Certified Public Accountants, Inc.

M a rk e ta b le  s e c u r i t ie s  C a p i ta l  s to c k  A d d itio n a l p a id - in  c a p ita l
Y e a r

ac q u ire d

1957
1958
1959
1960
1961
1962
1963
1964
1965
1966

F a c to r  to  
r e s ta te  to  

12/31/67 $’s

1.219
1.189
1.170
1.151
1.137
1.125
1.110
1.092
1.072
1.044

R e s ta te d  to  
H is to r ic a l  12/31/67 $’s

R e s ta te d  t o 
H is to r ic a l  12/31/67 $’s

R e s ta te d  to  
H is to r ic a l  12/31/67 $’s

500,000 568,500

750,000 819,000
220,000 235,840

1,000,000 1,219,000
500,000 594,500

260,000 295,620

2,000,000 2,438,000
750,000 891,750

400,000 454,800

Balances
12/31 /66
1967

1st q. 1.025 
2nd q. 1.020 
3rd q. 1.010 
4th q. 1.000 

average 1.014 
Balances 

12/31 /67

1,470,000 1,623,340 1,760,000 2,109,120 3,150,000 3,784,550

30,000 30,750

1,500,000 1,654,090 1,760,000 2,109,120 3,150,000 3,784,550
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.30 XYZ COMPANY
General Price-Level Restatement— 1967 

Analysis o f Sales and Cost of Sales
Conversion 

fa c to r or

Sales
H is to r ic a l source

Current sales 29,810,000 (1) 1.014
Deferred sales realized 190,000 R-8
Tota l sales

Cost o f sales (except depreciation)
Inventories 12/31/66

30,000,000

Raw materials 2,680,000 R-2
Finished goods 2,450,000 R-2
Parts and supplies 700,000 R-2

Purchases during 1967 22,845,000
28,675,000

(1) 1.014

Inventories 12/31/67
Raw materials 2,810,000 R-2
Finished goods 2,560,000 R-2
Parts and supplies 570,000

5,940,000
22,735,000

R-2

(1) Spread fa ir ly  evenly throughout the year

12/31/67
R-9

Restated to 
12/31/67 $’s

30,227,340
196,880

30,424,220

2,797,920
2,525,950

730,800

23,164,830
29,219,500

2,849,340
2,560,000

577,980
5,987,320

23,232,180

A IC P A  Professional Standards AC § 1071C.30
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XYZ COMPANY
General Price-Level Restatement— 1967 12/31/67

Analysis of Expenses R-10

Selling and adm inistrative expenses 
A m ortiza tion  o f prepaid expenses 
Other

H is to r ic a l

C onve rs ion  
fa c to r  o r  

source
R e s ta te d  to  
12/31/67 $’s

47,000
2,530,000

R-5
(1) 1.014

49,284
2,565,420

2,577,000 2,614,704

(1) Spread fa ir ly  throughout the year

Loss on sale of equipment
Cost 500,000 R-6 588,900
Accumulated depreciation 400,000 R-7 477,170

100,000 111,730

Proceeds, December, 1967 100.000 1.000 100,000
Loss - 0 - 11,730

AC § 1071C.31 ©  1974, American Institute of Certified Public Accountants, Inc.
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.32 XYZ COMPANY
General Price-Level Restatement— 1967 

General Price-Level Gain or Loss

12/31/66

Restated to
Source H is to r ic a l 12/31/67 $’s

N e t m o n e ta ry  ite m s
Cash R-2 810,000 835,110
Receivables R-2 1,900,000 1,958,900
Current liab ilities  R-2 (2,950,000) (3,041,450)
Long-term  debt R-2 (5,300,000) (5,464,300)

(5,540,000) (5,711,740)

H is to r ic a l Source
G enera l p ric e - le v e l g a in  o r  loss

N et monetary items— 12/31/66 (5,540,000) as above
Add:

Current sales 29,810,000 R-9
Additions to deferred income 170,000 R-8
Proceeds from  sale of equipment 100,000 R-10

24,540,000
Deduct:

Purchases 22,845,000 R-9
Selling and adm inistrative ex-

penses— other 2,530,000 R-10
Federal income taxes 910,000 R-3
Dividends 200,000 R-3
Purchase o f marketable securities 30,000 R-4
Purchases o f property, plant, and

equipment 1,000,000 R-6
Additions to prepaid expenses 45,000 R-5

27,560,000

Net monetary items— historical—
12/31/67 (as above) (3,020,000)

N et monetary items— restated— 
12/31/67 ( i f  there were no gain)

N et monetary items— 12/31/67 
(as above)

General price-level gain

1 2 / 3 1 / 6 7
R -11

12/31/67 
H is to r ic a l 
(stated in  

12/31/67 $’s)

1,700,000
5,050,000

(4,770,000) 
(5,000,000)
(3,020,000)

R estated to  
12/31/67 $'s

(5,711,740)

30,227,340
172,500
100,000

24,788,100

23,164,830

2,565,420
922,740
202,000
30,750

1,014,250
45,825

27,945,815

(3,157,715)

(3,020,000)

137,715

A IC P A  Professional Standards AC § 1071C.32
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1968 RESTATEMENT— XYZ COMPANY

Financial Accounting—General

.33 EXHIBIT A
XYZ Company

Com parative General Price-Level 
Balance Sheets

December 3 1 ,  1968 and December 3 1 ,  1967
General Price-Level Basis 
(Restated to 12 /3 1 /6 8 )

ASSETS Dec. 31, 1968 Dec. 31, 1967

Current assets:
Cash ............................................ $(68) 2,120,000 $(68) 1,766,000
Marketable securities, at cost . . . 1,719,000
Receivables ( n e t ) ....................... 6,170,000 5,247,000
Inventories, at the lower of cost 

and market on a first-in, first- 
out basis:

Raw materials ..................... 2,575,000 2,960,000
Finished goods ................... 2,390,000 2,660,000
Parts and supplies............... 621,000 601,000

Prepaid expenses......................... 43,000 51,000
Total current assets.......... 13,919,000 15,004,000

Property, plant, and equipment, at 
cost .......................................... 31,208,000 30,733,000

Less: Accumulated depreciation. 24,253,000 21,981,000
6,955,000 8,752,000

$(68)20,874,000 $(68)23,756,000

LIAB ILIT IES  AND STOCKHOLDERS’ EQUITY
Current liabilities ........................... $(68) 2,521,000 $(68) 4,957,000
Deferred income — payments re-

ceived in advance....................... 51,000 105,000
Long-term d e b t.............................. 4,700,000 5,195,000

Stockholders’ equity:
Capital stock—common ............. 2,191,000 2,191,000
Additional paid-in cap ita l.......... 3,932,000 3,932,000
Retained earnings....................... 7,479,000 7,376,000

Total stockholders’ equity. 13,602,000
$(68)20,874,000

13,499,000
$(68)23,756,000

AC § 1071C.33  ©  1974, American Institute of Certified Public Accountants, Inc.
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.3 4
EXHIBIT B

XYZ Company
Com parative General Price-Level Statements 

o f Income and Retained Earnings 
Years Ended December 3 1 ,  1968 and 

December 3 1 ,  1967

General Price-Level Basis 
(Restated to 12 /31 /68 )
1968 1967

Sales ................................................ $(68)27,381,000 $(68)31,611,000
Operating expenses:

Cost of sales................................ 21,379,000 24,138,000
Depreciation .............................. 2,408,000 2,719,000
Selling and administrative 

expenses .................................. 2,658,000 2,717,000
26,445,000 29,574,000

Operating p ro fit.............................. 936,000 2,037,000
Gain (or loss) on sale of equipment 41,000 (12,000)
Loss on sale of securities............... (118,000)
General price-level g a in ................. 85,000 143,000

8,000 131,000
Income before federal income taxes 944,000 2,168,000
Federal income taxes..................... 639,000 959,000
Net income .................................... 305,000 1,209,000
Retained earnings, beginning of 

y e a r.............................................. 7,376,000 6,377,000
7,681,000 7,586,000

Less: Dividends p a id ..................... 202,000 210,000
Retained earnings, end of year . . . . $(68) 7,479,000 $(68) 7,376,000

A IC P A  Professional Standards AC § 1071C.34
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.35 12/31/68
XYZ COM PANY R -1

General Price-Level Restatement— 1968 
Gross N ational Product Im p lic it Price Deflators and Conversion Factors

Conversion

Year Quarter
GNP

deflators
factors

1968 (4th q.) =

Annual average

1957 97.5 1.267
1958 100.0 1.235
1959 101.6 1.216
1960 103.3 1.196
1961 104.6 1.181
1962 105.7 1.168
1963 107.1 1.153
1964 108.9 1.134
1965 110.9 1.114
1966 113.9 1.084
1967 117.3 1.053
1968 121.8 1.014

Q uarterly

1966 4th 115.3 1.071
1967 1st 116.0 1.065

2nd 116.6 1.059
3rd 117.7 1.049
4th 118.9 1.039

1968 1st 120.0 1.029
2nd 121.2 1.019
3rd 122.3 1.010
4th 123.5 1.000

Source: Survey of Current Business, U.S. Departm ent of 
Commerce, Office of Business Economics

AC § 1071C.35 ©  1974, American Institute of Certified Public Accountants, Inc.
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Statements Restated fo r General Price-Level Changes—Appendix C 7573

.42 X YZ COMPANY
General Price-Level Restatement— 1968 12/31/68

Analysis o f Sales and Cost o f Sales R-8

Conversion
fa c to r or Restated to

H is to r ic a l source 12/31/68 $'s
Sales

C urrent sales 26,880,000 (1) 1.014 27,256,320
Deferred sales realized 120,000 R-7 125,415

Total sales 27,000,000 27,381,735

Cost of sales (except depreciation)
Inventories 12/31/67

Raw materials 2,810,000 R-2 (1967,8) 2,960,464
Finished goods 2,560,000 R-2 (1967, 8) 2,659,840
Parts and supplies 570,000 R-2 (1967, 8) 600,521

Purchases 20,458,000 (1) 1.014 20,744,412

26,398,000 26,965,237

Inventories 12/31/68
Raw materials 2,540,000 R-2 2,575,560
Finished goods 2,390,000 R-2 2,390,000
Parts and supplies 612,000 R-2 620,568

5,542,000 5,586,128

20,856,000 21,379,109

(1) Spread fa ir ly  evenly throughout the year

AC § 1071C.42A IC P A  Professional Standards
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.43 X YZ COMPANY
General Price-Level Restatement— 1968 

Analysis o f Expenses

Selling and adm in istra tive expenses 
A m ortiza tion  o f prepaid expenses 
Other

Conversion 
fa c to r  or

H is to r ic a l source

40,000 R-4
2,580,000 (1) 1.014

2,620,000

(1) Spread fa ir ly  evenly throughout the year

Gain or (loss) on sale o f equipment
Cost
Accumulated depreciation

Proceeds, June 1968 

Gain

Gain or (loss) on sale of marketable 
securities

Cost
Proceeds, December 1968

300,000 R-5
120,000 R-6

180,000
241,000 1.019

61,000

1,500,000 R-2 (1967, 8)
1,600,000 1.000

Gain (loss) 100,000

AC § 1071C.43 ©  1974, American Institu te of Certified Public

12/31/68
R-9

Restated to 
12/31/68 $’s

42,292
2,616,120

2,658,412

340,376
136,151

204,225
245,579

41,354

1,718,600
1,600,000

(118,600)

Accountants, Inc.
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.44 X YZ COM PANY
G eneral P rice -L e ve l R esta tem en t— 1968 

G eneral P rice -L e ve l G ain o r Loss
12/31/68

R-10

Source

N e t m o n e ta ry  ite m s

Cash R-2
Receivables R-2
C urrent liab ilities R-2
Long-term  debt R-2

General price-level gain or loss 

N e t m onetary items— 12/31/67 

Add:

C urrent sales
A dditions to deferred income 
Proceeds from  sale o f equipment 
Proceeds from  sale o f securities

Deduct:

Purchases
Selling and adm in istra tive ex

penses— other 
Federal income taxes 
Dividends
Purchases o f property, plant, and 

equipment
Additions to prepaid expenses

N et m onetary items—historica l— 
12/31/68 (as above)

N et m onetary items— restated— 
12/31/68 ( i f  there were no gain)

N et m onetary items— 12/31/68 
(as above)

General price-level gain

12/31/67 12/81/68

H is to r ic a l
Restated to  
12/31/68 $’s

H is to r ic a l 
(stated in  

12/31/68 $’s)

1,700,000 1,766,300 2,120,000
5,050,000 5,246,950 6,170,000

(4,770,000) (4,956,030) (2,521,000)
(5,000,000) (5,195,000) (4,700,000)
(3,020,000) (3,137,780) 1,069,000

H is to r ic a l Source
Restated to  
12/31/68 $’s

(3,020,000) as above (3,137,780)

26,880,000 R-8 27,256,320
70,000 R-7 71,070

241,000 R-9 245,579
1,600,000 R-9 1,600,000

25,771,000 26,035,189

20,458,000 R-8 20,744,412

2,580,000 R-9 2,616,120
630,000 R-3 638,820
200,000 R-3 201,900

800,000 R-5 815,500
34,000 R-4 34,140

24,702,000 25,050,892

1,069,000

984,297

1,069,000

84,703

  T he  n e x t page is  7581.  
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AC Section 1071D
Financial Statements Restated 
for General Price-Level 
Changes—Appendix D

GENERAL PRICE-LEVEL CHANGES AND 
SPECIFIC PRICE CHANGES

.01 General price-level statements deal w ith  changes 
in  the general purchasing power of money. Adjustments 
fo r changes in  the specific prices of nonmonetary assets and 
liab ilities either by use of market prices or specific indexes, 
on the other hand, deal w ith  changes in  market or replace
ment values. Restatement fo r general price-level changes 
does not attempt to deal w ith  specific market price changes; 
adjustments fo r specific price changes do not deal w ith  the 
effects of inflation as such. The effects of general price-level 
changes and specific price changes may be dealt w ith  sepa
rate ly or they may be dealt w ith  simultaneously. Dealing 
w ith  one is not a substitute for dealing w ith  the other. Re
statement fo r general price-level changes is appropriate i f  
the effects of inflation are important, regardless of whether 
or not specific price changes are recognized currently. The 
effects of inflation are not treated i f  only specific price 
changes are recognized.

.02 The following illustra tion shows the differences 
between recognition of general price-level changes and spe
cific price changes. Four different bases of accounting are 
illustra ted:

1. H istorical cost, not restated fo r general price-level 
changes.

2. H istorical cost restated fo r general price-level 
changes (the method covered in  section 1071).

3. Current value, not restated fo r general price-level 
changes.

4. Current value, restated fo r general price-level 
changes.

A IC P A  Professional Standards AC § 1071D.02
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.03 The illustration brings out the following points:
A. In  the income statement

1. General price-level statements change the amounts 
but not the tim ing of revenue, expenses, gains, and 
losses.

2. Specific price adjustments (w ithout general price- 
level restatements) change the tim ing of recogni
tion of revenue, expenses, gains, and losses, but not 
the amounts.

3. Recognition of changes in  both specific prices and 
in  the general price level (1) changes the tim ing of 
recognition of revenue, expenses, gains, and losses 
and (2) changes the amounts.

B. In  the balance sheet
1. General price-level accounting presents restated his

torical cost.
2. Specific price adjustments present assets at current 

market value or replacement cost or approximations 
of them.

Inform ation fo r Illustration
.04 Land was purchased in  year 1 fo r $20,000. Market 

price did not change in  year 1.
Land was held during year 2, during which market 

price advanced to $26,000.
Land was sold fo r $34,000 at the end of year 3.

GNP Deflator indexes:
Year 1 ______ 100
Year 2 ____ 110
Year 3 ...... ......120

AC § 1071D.03 ©  1974, American Institute of Certified Public Accountants, Inc.
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Historical Cost Current Value
Not restated Restated Not restated Restated

(Col. 1) (Col. 2) (Col. 3) (Col. 4)

Balance sheet amount 
of land

End of year 1 $20,000 $20,000 $20,000 $20,000

End of year 2 $20,000 $22,000 $26,000 $26,000

Year 3 before sale $20,000 $24,000 $34,000 $34,000

Income statement gains
reported

In year 1 $ - 0 - $ - 0 - $ - 0 - $ - 0 -

In year 2 - 0 - - 0 - 6,000 4,000(1)

In year 3 14,000 10,000 8,000 5,640(2)

Total gains for 3 years $14,000 $10,000 $14,000 $10,000(3)

( year 3 dollars)

Notes
(1) Market price, end of year 2 $26,000

Restated market from year 1: 
20,000 x 110/100 = 22,000

Gain from appreciation $ 4,000

(2) Selling price, year 3 $34,000

Restated market from year 2: 
26,000 x 120/110 = 28,360

Gain from sale $ 5,640

(3) The $4,000 gain in year 2 must be 
restated to year 3 dollars.
Total gain:

Year 2 appreciation—
In year 2 dollars $4,000

In year 3 dollars $4,000 x 120/110 $ 4,360
Year 3 sale 5,640

Total in year 3 dollars $10,000

A IC P A  Professional Standards AC § 1071D.04
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Comments
.05 1. Column (1) is presented in  accordance w ith 

present generally accepted accounting principles. Column
(2) is presented in accordance w ith  the recommendations 
of section 1071.

2. Columns (3) and (4) are not discussed in  section 
1071. They are presented fo r illustrative purposes only.

3. The restated historical cost balance sheet (column 2) 
preserves the cost basis. I t  does not result in  presenting 
assets at market value or the recognition of unrealized 
gains or losses.

4. Restating the income statement fo r changes in  the 
general price level changes the amount but not the tim ing 
of gains and losses. Recognizing current values changes the 
tim ing but not the amount of gains and losses in  the income 
statement. Thus, in the illus tra tion :

a. In  the historical cost columns (1 and 2), the tim ing 
of the gains is the same, but the amounts differ 
($14,000 and $10,000).

b. In  the current value columns (3 and 4), the tim ing 
of the gains is the same, but the amounts differ 
($14,000 and $10,000).

c. In  the unrestated columns (1 and 3), the total gain 
is the same ($14,000), but the tim ing and description 
of the gains are different.

d. In  the restated columns (2 and 4), the total gain is 
the same ($10,000), but the tim ing and description 
of the gains are different.

  The next page is  7591.  
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AC Section 1081
Foreign Operations and 
Foreign Exchange*
[Source: ARB No. 43 , Chop. 12, as amended.]

Issue date, unless 
otherwise indicated: 
June, 1953

.01 The recommendations made in  this section apply 
to United States companies which have branches or sub
sidiaries operating in  foreign countries.

.02 Since W orld W ar I  foreign operations have been 
influenced to a marked degree by wars, departures from 
the gold standard, devaluations of currencies, currency 
restrictions, government regulations, etc.

.03 Although comparatively few countries in  recent 
years have had unrestricted currencies and exchanges, i t  
is nevertheless true that many companies have been doing 
business in  foreign countries having varying degrees of 
restrictions; in  some cases they have been carrying on all 
operations regarded as normal, including the transmission 
of funds. In  view of the difficulties mentioned above, how
ever, the accounting treatment of assets, liabilities, losses, 
and gains involved in  the conduct of foreign business and 
to be included or reflected in  the financial statements of 
United States companies requires careful consideration.

.04 A  sound procedure for United States companies to 
follow is to show earnings from foreign operations in  their 
own accounts only to the extent that funds have been re
ceived in  the United States or unrestricted funds are avail
able fo r transmission thereto. Appropriate provision 
should be made also fo r known losses.

.05 Any foreign earnings reported beyond the amounts 
received in  the United States should be carefully con
sidered in  the ligh t of all the facts. The amounts should 
be disclosed i f  they are significant. [As amended, effective 
for fiscal years beginning on or after January 1, 1976, by 
FASB Statement No. 8.] (See section 1083.)

*  See also section 2081, Financial Reporting fo r Segments of a Business 
Enterprise.
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.06 As to assets held abroad, the accounting should 
take into consideration the fact that most foreign assets 
stand in  some degree of jeopardy, so fa r as ultimate realiza
tion by United States owners is concerned. Under the condi
tions i t  is important that especial care be taken in each case 
to make fu ll disclosure in the financial statements of United 
States companies of the extent to which they include sig
nificant foreign items.

[.07] [Superseded, effective for fiscal years beginning 
on or after January 1, 1976, by FASB Statement No. 8 .]  
(See section 1 083 .)

CONSOLIDATION OF FOREIGN SUBSIDIARIES
.08 In  view of the uncertain values and availability of 

the assets and net income of foreign subsidiaries subject 
to controls and exchange restrictions and the consequent 
unrealistic statements of income that may result from the 
translation of many foreign currencies into dollars, careful 
consideration should be given to the fundamental question 
of whether i t  is proper to consolidate the statements of fo r
eign subsidiaries w ith  the statements of United States com
panies. Whether consolidation of foreign subsidiaries is 
decided upon or not, adequate disclosure of foreign opera
tions should be made.

.09 The follow ing are among the possible ways of pro
v id ing information relating to such foreign subsidiaries:

(a) To exclude foreign subsidiaries from consoli
dation and to furnish (1) statements in  which only 
domestic subsidiaries are consolidated and (2) as to 
foreign subsidiaries, a summary in  suitable form  of 
their assets and liabilities, their income and losses fo r 
the year, and the parent company’s equity therein. 
The total amount of investments in  foreign subsidiaries 
should be shown separately, and the basis on which the 
amount was arrived at should be stated. I f  these in 
vestments include any surplus of foreign subsidiaries 
and such surplus had previously been included in  con
solidated surplus, the amount should be separately 
shown or earmarked in stating the consolidated surplus 
in  the statements here suggested. The exclusion of fo r
eign subsidiaries from  consolidation does not make i t  
acceptable practice to include intercompany profits

AC § 1081.06 Copyright © 1977, American Institute of Certified Public Accountants, Inc.
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which would be eliminated i f  such subsidiaries were 
consolidated.

(b) To consolidate domestic and foreign subsidi
aries and to furnish in  addition the summary described 
in  (a)(2) above.

(c) To furnish (1) complete consolidated state
ments and also (2) consolidated statements fo r do
mestic companies only.

(d) To consolidate domestic and foreign subsidi
aries and to furnish in  addition parent company state
ments showing the investment in  and income from 
foreign subsidiaries separately from those of domestic 
subsidiaries.

[.10—.22] [Superseded, effective fo r fiscal years be
ginning on or after January 1, 1976, by FASB Statement 
No. 8.] (See section 1083.)

T h e  n e x t page is  7595.  
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7595

Accounting for the Translation 

of Foreign Currency Transactions and 

Foreign Currency Financial Statements
[Source: FASB Statement No. 8 .]

INTRODUCTION
October 1975

.001 The expansion of international business activities, ex
tensive currency realignments—including two U. S. dollar 
devaluations — that followed the recent major revision o f the 
international monetary system, and the acceptance in 
practice o f significantly d ifferent methods o f accounting have 
highlighted problems concerning foreign currency translation. 
(Terms defined in the glossary in Appendix E are in boldface 
type the firs t time they appear in  this Statement.) Appendix 
B presents background inform ation fo r this Statement.

.002 This Statement establishes standards of financial ac
counting and reporting for foreign currency transactions in 
financial statements o f a reporting enterprise (hereinafter 
enterprise). I t  also establishes standards o f financial 
accounting and reporting fo r translating foreign currency 
financial statements incorporated in the financial statements 
o f ah enterprise by consolidation, combination, or the equity 
method o f accounting. Translation o f financial statements 
from  one currency to another fo r purposes other than 
consolidation, combination, or the equity method is beyond 
the scope o f this Statement. For example, this Statement 
does no t cover translation o f the financial statements o f an 
enterprise from  its reporting currency in to  another currency 
fo r the convenience o f readers accustomed to that other 
currency.

.003 To incorporate foreign currency transactions and foreign 
currency financial statements in  its financial statements, an 
enterprise must translate — that is, express in its reporting

A IC P A  Professional Standards AC § 1083.003



7 5 9 6 Financial Accounting—General

c u r re n c y 1 — a ll assets, l ia b il i t ie s ,  revenue , o r  expenses th a t  
are measured in foreign currency o r  denominated in foreign 
currency2 and  th a t  arise in  e ith e r  o f  tw o  w a ys :

Foreign currency transactions — an e n te rp r ise  (a) 
b u ys  o r  sells on  c re d it  goods o r  services w hose  p rices  
are s ta te d  in  fo re ig n  c u rre n c y , (b )  b o rro w s  o r  lends  
fu n d s  and  th e  a m o u n ts  p a y a b le  o r  rece iva b le  are  
d e n o m in a te d  in  fo re ig n  c u rre n c y , (c )  is a p a r ty  to  an  
u n p e r fo rm e d  fo rw a rd  exchange  c o n tra c t ,  o r  (d )  fo r  
o th e r  reasons, acqu ires  assets o r  in c u rs  l ia b il i t ie s  
d e n o m in a te d  in  fo re ig n  c u rre n c y .

Foreign operations — an e n te rp r ise  c o n d u c ts  a c tiv it ie s  
th ro u g h  a fo re ig n  o p e ra tio n  w hose  assets, l ia b il i t ie s ,  
reve nu e , a n d  expenses are m easured  in  fo re ig n  c u rre n c y .

T h e  need  fo r  tra n s la t io n  is d iscussed fu r th e r  in  A p p e n d ix  C.

.004 This Statement supersedes paragraphs 7 and 10-22 of 
Chapter 12, “ Foreign Operations and Foreign Exchange,”  of 
ARB No. 43 [sections 1081.07 and 1081.10-.22] ; paragraph 18 of 
APB Opinion No. 6, “ Status of Accounting Research Bulle-

1 For convenience, this Statement assumes that the enterprise uses 
the U.S. dollar (dollar) as its reporting currency and un it o f measure. 
A  currency other than the dollar may be the reporting currency in 
financial statements that are prepared in confo rm ity  w ith  U.S. generally 
accepted accounting principles. For example, a foreign enterprise may 
report in its local currency in confo rm ity  w ith  U.S. generally accepted 
accounting principles. I f  so, the requirements o f this Statement apply.

2 To measure in foreign currency is to  quantify  an a ttribute  o f an item 
in a un it o f currency other than the reporting Currency. Assets and 
liabilities are denominated in foreign currency i f  their amounts are 
fixed in terms o f a foreign currency regardless o f exchange rate changes. 
An asset or lia b ility  may be both measured and denominated in one 
currency, or i t  may be measured in one currency and denominated in 
another. To illustrate: two foreign branches o f a U.S. company, one 
Swiss and one German, purchase on credit identical assets from  a Swiss 
vendor at identical prices stated in Swiss francs. The German branch 
measures the cost (an a ttribute) o f that asset in German marks. 
A lthough the corresponding lia b ility  is also measured in marks, it 
remains denominated in Swiss francs since the lia b ility  must be settled 
in a specified number o f Swiss francs. The Swiss branch measures the 
asset and lia b ility  in Swiss francs. Its lia b ility  is both measured and 
denominated in Swiss francs. Assets and liab ilities can be measured in 
various currencies. However, currency and rights to receive or 
obligations to pay fixed amounts o f a currency are denominated on ly in 
that currency.
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tins” ; and FASB Statement No. 1, “ Disclosure of Foreign Cur
rency Translation Information.”  I t  also amends the last 
sentence of paragraph 5 of ARB No. 43, Chapter 12 [section 
1081.05], to delete “ and they should be reserved against to the 
extent that their realization in dollars appears to be doubtful,” 
and paragraph 13 of APB Opinion No. 22 [section 2045.13], 
“ Disclosure of Accounting Policies,”  to delete “ translation of 
foreign currencies”  as an example of disclosure “ commonly 
required w ith respect to accounting policies.”

.005 Standards of financial accounting and, reporting for the 
translation o f foreign currency transactions and foreign 
currency financial statements (foreign statements) are 
presented in paragraphs .006-.037. Those paragraphs deal in 
sequence w ith  the follow ing: objective o f translation, foreign 
currency transactions, foreign statements, exchange gains and 
losses, income tax consequences o f rate changes, forward 
exchange contracts, use o f averages or reasonable 
approximations, exchange rates, disclosure, and effective date 
and transition. The basis fo r the Board’s conclusions, as well 
as alternatives considered and reasons fo r their rejection, are 
discussed in Appendix D.

STANDARDS OF F IN AN C IA L ACCOUNTING AND REPORTING 

Objective o f Translation

.006 For the purpose of preparing an enterprise’s financial 
statements, the objective o f translation is to measure and 
express (a) in dollars and (b) in conform ity w ith  U.S. 
generally accepted accounting principles the assets, liabilities, 
revenue, or expenses tha t are measured or denominated in 
foreign currency. Remeasuring in dollars the assets, liabilities, 
revenue, or expenses measured or denominated in foreign 
currency should not affect either the measurement bases fo r 
assets and liabilities or the tim ing o f revenue and expense 
recognition otherwise required by generally accepted 
accounting principles. That is, translation should change the 
un it o f measure w ithou t changing accounting principles.

Foreign Currency Transactions

.007 The objective of translation requires that the following 
shall apply to all foreign currency transactions of an enterprise 
other than forward exchange contracts (paragraphs .022-.028) :

Foreign Currency Transactions and Foreign 7597
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a) A t the transaction date, each asset, liab ility , revenue, or 
expense arising from the transaction shall be translated 
in to  (that is, measured in) dollars by use o f the exchange 
rate (rate) in effect at that date, and shall be recorded at 
that dollar amount.

b) A t each balance sheet date, recorded dollar balances 
representing cash and amounts owed by or to  the 
enterprise that are denominated in foreign currency shall 
be adjusted to reflect the current rate.3

c) A t each balance sheet date, assets carried at market whose 
current market price is stated in a foreign currency shall 
be adjusted to  the equivalent dollar market price at the 
balance sheet date (that is, the foreign currency market 
price at the balance sheet date m ultip lied by the current 
rate).

.008 Although paragraph .007 refers to foreign currency trans
actions of an enterprise whose reporting currency is the 
dollar, the conclusions expressed therein also apply to a 
foreign operation that has transactions whose terms are 
stated in a currency other than its local currency.

Foreign Statements

.009 The objective of translation requires that the assets, 
liabilities, revenue, and expenses in foreign statements be 
translated and accounted fo r in  the same manner as assets, 
liabilities, revenue, and expenses tha t result from  foreign 
currency transactions o f the enterprise. Foreign currency 
transactions o f an enterprise involve amounts denominated or 
measured in  foreign currency, but the assets, liabilities, 
revenue, and expenses from foreign currency transactions are 
in itia lly  measured and recorded in dollars, and in conform ity 
w ith  U.S. generally accepted accounting principles, follow ing 
the procedures in paragraph .007(a). In  contrast, assets, 
liabilities, revenue, and expenses in foreign statements are 
in itia lly  measured and recorded in foreign currency and may 
not be in conform ity w ith  U.S. generally accepted accounting 
principles. Since translation cannot transform the results 
obtained under dissimilar foreign accounting principles in to 
acceptable measurements under U.S. accounting principles,

3 Debt securities held that are essentially equivalent to notes receivable 
shall be adjusted to reflect the current rate (paragraph .039).
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special procedures are necessary to  ensure that the translated 
statements are prepared in conform ity w ith  U.S. generally 
accepted accounting principles.

.010 Accordingly, before translation, foreign statements that 
are to  be included by consolidation, combination, or the 
equity method in an enterprise’s financial statements shall be 
prepared in conform ity w ith  U.S. generally accepted 
accounting principles. Those financial statements shall then 
be translated in to  dollars fo llow ing the standards in this 
Statement.4

.011 In  preparing foreign statements, balances representing 
cash and amounts receivable o r payable that are denominated 
in other than the local currency shall be adjusted to reflect 
the current rate between the local and the foreign currency. 5

Those adjusted balances and other balances representing cash 
and amounts receivable or payable that are denominated in 
the local currency shall be translated in to  dollars at the 
current rate.

.012 For assets and liabilities other than those described in 
paragraph .011, the particular measurement basis used shall 
determine the translation rate. Several measurement bases are 
used in financial accounting under present generally accepted 
accounting principles.6 A  measurement may be based on a 
price in  a past exchange (fo r example, historical cost), a price 
in  a current purchase exchange (fo r example, replacement 
cost), or a price in  a current sale exchange (fo r example, 
market price). Foreign statements may employ various 
measurement bases. Accordingly, accounts in foreign 
statements that are carried at exchange prices shall be 
translated in  a manner that retains their measurement bases 
as follows:

4 In m ultilevel consolidation, foreign statements may be translated in to  
another foreign currency and consolidated w ith  other foreign 
statements before being consolidated w ith  the enterprise’s financial 
statements. Translation at each step o f a m ultilevel consolidation shall 
be in conform ity  w ith  the standards in this Statement.
5  Since foreign statements are expressed in local currency, the term 
foreign currency in this context includes the dollar.
6 Various measurement bases are described in paragraphs 70 and 179 
of APB Statement No. 4 [sections 1023.31 and 1027.05], “ Basic Concepts 
of Accounting Principles Underlying Financial Statements of Business 
Enterprises.”
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a) Accounts carried at prices in past exchanges (past prices) 
shall be translated at historical rates.

b) Accounts carried at prices in current purchase or sale 
exchanges (current prices) or future exchanges (future 
prices) shall be translated at the current rate.

.013 Revenue and expense transactions shall be translated in a 
manner that produces approximately the same dollar 
amounts tha t would have resulted had the underlying 
transactions been translated in to  dollars on the dates they 
occurred. Since separate translation o f each transaction is 
usually impractical, the specified result can be achieved by 
using an average rate fo r the period. However, revenue and 
expenses tha t relate to assets and liabilities translated at 
historical rates shall be translated at the historical rates used 
to  translate the related assets or liabilities.

.014 The procedures specified in paragraphs .010-.013 generally 
result in  translated statements in which the assets, liabilities, 
revenue, and expenses are measured in dollars in the same 
manner as those resulting from  foreign currency transactions 
o f the enterprise. Occasionally, however, translation o f 
foreign statements in strict conform ity w ith  those paragraphs 
does no t result in dollar measurements required by U.S. 
generally accepted accounting principles. For example, the 
test o f cost o r market, whichever is lower, must be applied in 
dollars to  ensure that inventory in the translated statements 
conforms to  that rule — a procedure tha t can result in dollar 
measurements that are sometimes d ifferent from translating 
inventory in  foreign statements in  the manner described in 
paragraph .012. Similarly, tim ing differences that affect de
ferred tax accounting sometimes increase or decrease in  dollars 
even though their amounts measured in foreign currency re
main unchanged.

.015 Appendix A, “ Translation of Certain Accounts,”  (para
graphs .038-.052) explains and illustrates certain applications 
of the procedures set forth in paragraphs .011-.013. I t  also 
describes and illustrates ways to ensure that amounts in trans
lated statements conform to U. S. generally accepted account
ing principles in those situations indicated in paragraph .014.

Exchange Gains and Losses

.016 A  change in the rate between the dollar and the foreign 
currency in which assets and liabilities are measured or de-
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nominated can result in an exchange gain or loss if  the trans
lation method uses the dollar as the unit of measure. Exchange 
gains or losses are a consequence of translation, that is, of 
remeasuring in dollars. They result from the procedures speci
fied in paragraphs .007(b)and .011-.013 (see paragraphs .167- 
.169). Exchange gains or losses also result from the conversion 
of foreign currency or the settlement of a receivable or payable 
denominated in foreign currency at a rate different from that 
at which the item is recorded.

.017 Exchange gains and losses shall be included in deter
mining net income for the period in which the rate changes. 
Exchange gains and losses are gains and losses as those terms 
are used in paragraph 15(d) of APB Opinion No. 28 [section 
2071.15d], “ Interim  Financial Reporting,” which states: “ Gains 
and losses that arise in any interim period similar to those that 
would not be deferred at year end should not be deferred to later 
interim periods w ith in the same fiscal year.”

Foreign Currency Transactions and Foreign
Currency Financial Statements

Income Tax Consequences of Rate Changes

.018 Interperiod tax allocation is required in accordance w ith  
APB Opinion No. 11 [section 4091], “ Accounting for Income 
Taxes,”  if  taxable exchange gains or tax-deductible exchange 
losses resulting from an enterprise’s foreign currency transac
tions are included in income in a different period for financial 
statement purposes than for tax purposes. Partial or complete 
elimination of a foreign operation’s exchange gains or losses 
through translation of its statements into dollars shall not alter 
current inclusion in the dollar income statement of the effects, 
if  any, of the exchange gains or losses on foreign taxes (see 
paragraph .200).

.019 The use of historical rates to translate certain revenue or 
expense items may result in an unusual relationship between 
the translated amounts o f foreign pretax income and foreign 
income taxes. However, that effect o f a rate change is not a
tim ing difference as defined in APB Opinion No. 11 [section 
4091], and interperiod tax allocation is not appropriate.

.020 To the extent that exchange gains or losses arising from 
translating subsidiaries’ and investees’ foreign statements into 
dollars are not included currently in U. S. taxable income, the 
need for deferred taxes shall be determined in accordance w ith 
the provisions of APB Opinion No. 23 [section 4095], “ Account
ing for Income Taxes—Special Areas,”  and APB Opinion No.
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24 [section 4096], “ Accounting for Income Taxes—Investments 
in Common Stock Accounted for by the Equity Method (Other 
than Subsidiaries and Corporate Joint Ventures).”

.021 Deferred taxes shall be recorded in accordance w ith APB  
Opinion No. 11 [section 4091], for exchange gains or losses that 
are tim ing differences arising from including the operations of 
foreign branches of U. S. companies and certain foreign sub
sidiaries and investees in determining U. S. taxable income. 
Since various methods are allowed to measure exchange gains 
or losses for tax purposes, the determination of whether exchange 
gains or losses are tim ing differences or permanent differences 
must depend on the circumstances in each situation.

Forward Exchange Contracts

.022 A  forward exchange contract (forward contract) is an 
agreement to  exchange at a specified future date currencies 
o f d iffe rent countries at a specified rate (the forward rate). 
The purpose o f a forward contract may be to  hedge either a 
foreign currency commitment or a foreign currency exposed 
net asset position or exposed net lia b ility  position or to 
speculate in  anticipation o f a gain.

.023 A  gain or loss shall be included in determining net in
come for the period! in which the rate changes if  the gain or 
loss pertains to  a forward contract tha t is intended to  be a (a) 
hedge o f a foreign currency exposed net asset or net liab ility  
position, (b) hedge o f a foreign currency commitment that 
does not meet the conditions described in paragraph .027, or
(c) speculation.

.024 A  gain or loss shall be deferred and included in the 
measurement o f the dollar basis o f the related foreign 
currency transaction i f  the gain o r loss pertains to  a forward 
contract tha t is intended to  be a hedge o f an identifiable 
foreign currency commitment that meets the conditions 

described in paragraph .027. Losses on a forward contract shall 
no t be deferred, however, i f  deferral could lead to 
recognizing losses in  later periods.7

7 For example, a loss on a forward contract shall not be deferred i f  
fu ture  revenue from  sale or other disposition o f an asset is estimated to 
be less than the sum o f  (a) the asset’s dollar cost including the deferred 
loss on the related forward contract and (b) reasonably predictable 
costs o f  sale o r disposal.
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.025 A  gain or loss on a forward contract that is intended to 
be a hedge (paragraphs .023(a), .023(b), and .024) shall be 
determined by m ultip ly ing the foreign currency amount o f 
the forward contract by the difference between the spot rate 
at the balance sheet date8 and the spot rate at the date o f 
inception o f the contract (or the spot rate last used to 
measure a gain or loss on tha t contract fo r an earlier period).
The discount or premium on the forward contract (that is, 
the foreign currency amount o f the contract m ultip lied by 
the difference between the contracted forward rate and the 
spot rate at the date o f inception o f the contract) shall be 
accounted fo r separately from  the gain or loss on the 
contract and shall be included in determining net income 
over the life  o f the forward contract. I f  a gain or loss is 
deferred under paragraph .024, however, the forward contract’s 
discount or premium that relates to the commitment period 
may be included in the measure o f the dollar basis o f the 
related foreign currency transaction when recorded.

.026 A  gain or loss on a forward contract that is a speculation 
shall be determined by m u ltip ly ing  the foreign currency 
amount o f the forward contract by the difference between 
the forward rate available fo r the remaining m aturity o f the 
contract and the contracted forward rate (or the forward rate 
last used to  measure a gain or loss on that contract fo r an 
earlier period). No separate accounting recognition is given to 
the discount or premium on a forward contract that is a 
speculation.

.027 There shall be the presumption that the intent of enter
ing into a forward contract is described in paragraph .023. 
However, a forward contract shall be considered a hedge o f 
an identifiable foreign currency commitment (paragraph 024), 
provided all o f the fo llow ing conditions are m et:

Foreign Currency Transactions and Foreign 7603
Currency Financial Statements

8I f  the transaction date for a commitment that is hedged by a forward 
contract (paragraph .024) occurs during the period before the balance 
sheet date, the spot rate at the transaction date shall be used instead of 
the spot rate at the subsequent balance sheet date.
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a) The life  o f the forward contract extends from  the foreign 
currency commitment date to  the anticipated transaction 
date9 or a later date.10

b) The forward contract is denominated in the same cur
rency as the foreign currency commitment.

c) The foreign currency commitment is firm  and 
uncancelable.

The portion of a forward contract that shall be accounted for 
pursuant to paragraph .024 is limited to the amount of the 
related commitment. I f  a forward contract that meets condi
tions (a) through (c) above exceeds the amount of the related 
commitment, the gain or loss pertaining to a portion of the 
forward contract in excess of the commitment shall be deferred 
to the extent that the forward contract is intended to provide 
a hedge on an after-tax basis. A  gain or loss so deferred shall 
be included as an offset to the related tax effects in the period 
in which such tax effects are recognized. A  gain or loss that 
has been offset against related tax effects shall not be included 
in the aggregate exchange gain or loss disclosure required by 
paragraph .032. A  gain or loss pertaining to the portion of a 
forward contract in excess of the amount that provides a hedge 
on an after-tax basis shall not be deferred. Likewise, a gain 
or loss pertaining to a period after the transaction date of the 
related commitment shall not be deferred. [As amended, 
effective January 1, 1978 by FASB Statement No. 20.] (See 
section 1084.)

.028 I f  a forward contract previously considered a hedge of a 
foreign currency commitment is sold o r otherwise terminated 
before the transaction date, the deferred gain or loss, i f  any, 
shall continue to  be deferred and accounted fo r in
accordance w ith the requirements of paragraph .024.

9A long-term comm itment may have more than one transaction date. 
For example, the due date o f each progress payment under a 
construction contract is an anticipated transaction date. For purposes 
o f this Statement, each future progress payment due is a comm itment, 
and the period between the com m itm ent date fo r the entire contract 
and the due date o f each progress payment is the m inim um  life  fo r a 
forward contract that hedges that payment.
10 The intended use o f successive forward contracts satisfies the 
condition in paragraph .027(a) if the nature of the forward exchange 
market precludes a single forward contract’s covering the entire period, 
provided the first contract commences at the commitment date.
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Use of Averages or Reasonable Approximations

.029 Since literal application of several of the standards in this 
Statement would require a degree o f detail in  record-keeping 
and computations tha t m ight be burdensome as well as 
unnecessary to produce reasonable approximations o f the 
results desired, the use o f averages or other methods o f 
approximation is appropriate, provided the results obtained 
do not d iffe r materially from  the results prescribed by the 
standards. For example, the propriety o f average rates in 
translating certain revenue and expense amounts is noted in 
paragraph .013. Likewise, the use of averages and other time- 
and effort-saving methods to approximate the results o f 
detailed calculations w ill often prove useful in translating 
certain inventory, deferred income tax, and other accounts 
that involve translation o f numerous individual elements at 
historical rates.

Exchange Rates

.030 The exchange rate is the ratio between a unit of one 
currency and the amount o f another currency fo r which that 
un it can be exchanged at a particular time. For purposes o f 
applying this Statement, the current rate is the rate in effect 
at the balance sheet date (see paragraph .034), and the his
torical rate is the rate in effect at the date a specific transaction 
or event occurred. The following shall apply if multiple 
rates exist:

a) Foreign Currency Transactions. The applicable rate at 
which a particular transaction could be settled at the 
transaction date shall be used to translate and record the 
transaction. A t a subsequent balance sheet date, the 
current rate is that rate at which the related receivable or 
payable could be settled at that date.

b) Foreign Statements. In the absence o f unusual 
circumstances, the rate applicable to conversion o f a 11 11

Foreign Currency Transactions and Foreign 7605
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11 I f  exchangeability between the dollar and the foreign currency is 
tem porarily lacking at the transaction date or balance sheet date, the 
firs t subsequent rate at which exchanges could be made shall be used 
fo r purposes o f this Statement. I f  the lack o f exchangeability is other 
than temporary, the propriety o f consolidating, combining, or 
accounting fo r the foreign operation by the equity method in the 
financial statements o f the enterprise shall be carefully considered 
(ARB No. 43, Chapter 12, paragraph 8 [section 1081.08]).
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cu rrency  fo r  purposes o f  d iv id en d  rem ittances shall be 
used to  translate  fo re ign  s ta tem en ts .12

.031 I f  a foreign operation whose balance sheet date differs 
fro m  th a t o f  th e  enterprise  is conso lida ted  o r com b ined  w ith  
o r accounted  fo r  b y  the  e q u ity  m e th od  in  the  fin a n c ia l 
sta tem ents o f  the  enterprise , the  c u rre n t ra te  is the  ra te  in  
e ffe c t a t the  fo re ign  o p e ra tio n ’s balance sheet date fo r  
purposes o f  a pp ly in g  the  requ irem en ts  o f  th is  S ta tem en t to  
th a t fo re ign  o pe ra tion .

Disclosure

.032 The aggregate exchange gain or loss included in deter
mining net income for the period shall be disclosed in the 
financial statements or in a note thereto.13 For the purpose of 
that disclosure, gains and losses on forward contracts deter
mined in conformity w ith the requirements of paragraphs .025 
and .026 shall be considered exchange gains or losses.

.033 Effects of rate changes on reported results of operations, 
other than the effects included in the disclosure required by 
paragraph .032, shall, if practicable, be described and quanti
fied. I f  quantified, the methods and the underlying assump
tions used to determine the estimated effects shall be explained 
(paragraphs .223-.225).

.034 An enterprise’s financial statements shall not be adjusted 
fo r  a ra te  change th a t occurs a fte r the  date o f  the  fin an c ia l 
sta tem ents o r  a fte r the  date o f  the  fo re ign  sta tem ents o f  a 
fo re ign  o pe ra tion  th a t are conso lida ted  o r com b ined  w ith  o r  
accounted  fo r  b y  th e  e q u ity  m e th o d  in  the  fin an c ia l 
sta tem ents o f  the  enterprise . H ow ever, d isclosure o f  the  rate  
change and its  e ffects , i f  s ign ifican t, m ay be necessary.

12 I f  unsettled intercompany transactions are subject to  preference or 
penalty rates, translation at the rate applicable to dividend remittances 
may cause a difference between intercompany receivables and payables 
measured in dollars. U n til that difference is eliminated by settlement o f 
the intercompany transaction, i t  shall be treated as a receivable or 
payable in the enterprise’s financial statements.
13 Certain enterprises, prim arily banks, are dealers in foreign exchange. 
A lthough certain gains or losses from  dealer transactions may f i t  the 
de fin ition  o f exchange gains or losses in this Statement, they need not 
be included in the aggregate exchange gain or loss required to be 
disclosed i f  dealer gains or losses are disclosed.
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Effective Date and Transition

.035 This Statement shall be effective for fiscal years be
ginning on or after January 1, 1976,14 although earlier ap
plication is encouraged. Thereafter, if  financial statements 
fo r periods before the effective date, and financial summaries 
or other data derived therefrom, are presented, they shall be 
restated, i f  practicable, to conform to  the provisions o f 
paragraphs .007-.031 of this Statement. In  the year that this 
Statement is firs t applied, the financial statements shall 
disclose the nature o f any restatement and its effect on 
income before extraordinary items, net income, and related 
per share amounts for each period restated. For purposes of 
applying the provisions of paragraph .027(a) of this State
ment, FASB Statement No. 20 [section 1084] provides a limited 
exception for forward contracts that are intended to hedge 
commitments entered into before the provisions of this State
ment are in itia lly  applied. [As amended, effective January 1,
1978 by FASB Statement No. 20.] (See section 1084.)

.036 I f  restatement of financial statements or summaries for 
all p rio r periods presented is no t practicable, inform ation 
presented shall be restated fo r as many consecutive periods 
immediately preceding the effective date o f this Statement as 
is practicable, and the cumulative effect o f applying 
paragraphs .007-.031 on the retained earnings at the beginning of
the earliest period restated (or at the beginning o f the period 
in which the Statement is firs t applied i f  i t  is not practicable 
to restate any p rio r periods) shall be included in determining 
net income o f that period (see paragraph 20 o f APB Opinion 
No. 20 [section 1051.20], “ Accounting Changes” ).15 The effect 
on income before extraordinary items, net income, and related 
per share amounts of applying this Statement in a period in 
which the cumulative effect is included in determining net in
come shall be disclosed for that period, and the reason for not 
restating all of the prior periods presented shall be explained.

.037 Financial statements for periods beginning on or after 
the effective date of this Statement shall include the disclosures 
specified by paragraphs .032 and .033 of this Statement. To
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14 For enterprises having fiscal years o f 52 or 53 weeks instead o f the 
calendar year, this Statement shall be effective fo r fiscal years beginning 
in late December 1975.
15Pro forma disclosures required by paragraphs 19(d) and 21 o f APB 

Opinion No. 20 [sections 1051.19d and 1051.21] are not applicable.
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the extent practicable, those disclosures shall also be included 
in financial statements for earlier periods that have been re
stated pursuant to paragraph .035 or paragraph .036.

The provisions of this Statement need 
not be applied to immaterial items.

The next page is  7611. 
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Appendix A
TRANSLATION  OF CERTAIN  ACCOUNTS

.038 Paragraphs .011 and .012 distinguish those balance sheet 
accounts in foreign statements that shall be translated at 
either current or historical rates. The table on the follow ing 
page indicates the rates at which certain common balance 
sheet accounts in  foreign statements shall be translated. In 
addition, the fo llow ing paragraphs discuss certain additional 
aspects o f translating foreign statements. Two topics included 
in the discussion—applying the rule of cost or market, which
ever is lower, to inventory and applying APB Opinion No. 11 
[section 4091] to deferred income taxes—require procedures 
not described in paragraphs .011 and .012 (see paragraph .014).

Holdings of Debt Securities

.039 Debt securities held that are essentially equivalent to 
notes receivable shall be translated at the current rate. An 
example is a bond that is intended to  be held to m aturity and 
is carried at an amount that is the present value o f future 
interest and principal payments based on the effective rate o f 
interest at the date o f purchase (that is, at m aturity amount 
plus or minus an unamortized premium or discount). A debt 
security held that is not essentially equivalent to  a note 
receivable shall be translated (a) at the current rate i f  carried 
at current market price or (b) at the historical rate i f  carried 
at cost.

Translation After a Business Combination16

.040 The method an enterprise uses to account for the 
acquisition o f a foreign operation affects certain aspects o f 
translation. I f  a business combination w ith  a foreign 
operation is accounted fo r by the pooling-of-interests 
method , the assets and liabilities o f the foreign operation 18 16

16 APB Opinion No. 16 [section 1091], “ Business Combinations,”  pre
scribes generally accepted accounting principles for business combina
tions. Paragraphs 87-92 [section 1091.87-.92] are particularly pertinent.
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Rates Used to  Translate Assets and Liabilities

Translation Rates 
Current Historical

ASSETS

Cash on hand and demand and time deposits x
Marketable equity securities:

Carried at cost X
Carried at current market price X

Accounts and notes receivable and related 
unearned discount X

Allowance fo r doub tfu l accounts and notes 
receivable X
Inventories:

Carried at cost X
Carried at current replacement price or 

current selling price X
Carried at net realizable value X
Carried at contract price (produced under 

fixed price contracts) X
Prepaid insurance, advertising, and rent X
Refundable deposits X
Advances to  unconsolidated subsidiaries x
Property, plant, and equipment X
Accumulated depreciation o f property, plant, 
and equipment X

Cash surrender value o f life  insurance X
Patents, trademarks, licenses, and formulas X
Goodw ill X
Other intangible assets X

L IA B IL IT IES

Accounts and notes payable and overdrafts X
Accrued expenses payable X
Accrued losses on firm  purchase commitments X 
Refundable deposits X
Deferred income X
Bonds payable or other long-term debt X
Unamortized premium or discount on bonds or 
notes payable X

Convertible bonds payable X
Accrued pension obligations X
Obligations under warranties X

AC § 1083.040 Copyright © 1976, American Institu te  of Certified Public Accountants, Inc.
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shall be translated as i f  the foreign operation had always been 
a subsidiary o f the enterprise. Therefore, assets and liabilities 
that are translated at historical rates shall be translated at the 
rates in effect at the date the foreign operation recognized 
the specific transactions or events.

.041 I f  a business combination w ith a foreign operation is 
accounted fo r by the purchase method, assets and liabilities 
that are translated at historical rates shall be translated at the 
rates in effect when the enterprise acquired its interest in the 
assets or liabilities. Thus, assets and liabilities o f a foreign 
operation at the date o f its acquisition shall be adjusted to 
their fair values in local currency and then translated at the 
rate in effect at the date o f acquisition. A difference between 
the translated net assets and the dollar cost o f acquisition by 
the enterprise is goodwill or an excess o f acquired net assets 
over cost as those terms are used in APB Opinion No. 16 [sec
tion 1091]. Translation at the date of acquisition, as described, 
establishes the dollar measures o f the assets acquired and 
liabilities assumed as o f the date o f acquisition that are 
translated at historical rates in subsequent balance sheets.

Foreign Currency Transactions and Foreign
Currency Financial Statements

Translation of an Investment Accounted for by the Equity Method17

.042 The foreign statements of an investee that are accounted 
fo r by the equity method firs t shall be translated in to  dollars 
in conform ity w ith  the requirements o f this Statement; then 
the equity method shall be applied.

Minority Interests

.043 The m inority interest reported in an enterprise’s 
consolidated financial statements shall be based on the 
financial statements o f the subsidiary in which there is a 
m inority interest after they have been translated according to 
the requirements o f this Statement.

17 APB Opinion No. 18 [section 5131], “ The Equity Method of Accounting 
for Investments in Common Stock,”  prescribes generally accepted 
accounting principles for the equity method.
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Preferred Stock

.044 Preferred stock that is essentially a permanent 
stockholder investment shall be translated in  the same 
manner as common stock, that is, at historical rates. 
However, i f  preferred stock not owned by the enterprise is 
carried in  the foreign operation’s balance sheet at its 
liqu idation or redemption price, and liquidation or 
redemption is either required or imminent, that preferred 
stock shall be translated at the current rate. I f  translation at 
the historical rate would result in stating a preferred stock 
above its stated liquidation or redemption price in foreign 
currency translated at the current rate, the preferred stock 
shall be carried at the lesser dollar amount.

Revenue and Expense Transactions

.045 Paragraph .013 permits the use of average rates to trans
late revenue and expense transactions that do not relate to 
balance sheet accounts translated at historical rates. Average 
rates used shall be appropriately weighted by the foreign 
currency volume o f transactions occurring during the 
accounting period. For example, to  translate revenue and 
expense accounts fo r an annual period, individual revenue 
and expense accounts fo r each quarter or month may be 
translated at that quarter’s or m onth ’s average rate. The 
translated amounts fo r each quarter or month should then be 
combined fo r the annual totals.

Applying the Rule of Cost or Market, Whichever Is Lower

.046 To apply the rule of cost or market, whichever is lower 
(as described in Statement 6 of Chapter 4, “ Inventory Pricing,” 
of ARB No. 43) [section 5121.09], translated historical cost shall 
be compared with translated market. Application of the rule in 
dollars may require write-downs to market in the translated 
statements even though no write-down in the foreign 
statements is required by the rule. I t  may also require a 
write-down in the foreign statements to be reversed before 
translation i f  the translated market amount exceeds 
translated historical cost; the foreign currency cost shall then
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be translated at the historical ra te .18 9 Once inventory has 
been w ritten  down to market in the translated statements, 
that dollar amount shall continue to be the carrying amount 
in the dollar financial statements until the inventory is sold 
or a further write-down is necessary.19

.047 Paragraphs .048 and .049 illustrate two different situations.

.048 A  foreign subsidiary of a U. S. company purchases a unit 
o f inventory at a cost o f FC500 when the rate is FC1=$2.40. 
A t the balance sheet date the market (as the term is used in 
Chapter 4 of ARB No. 43) [section 5121] of the item is FC450 
and the rate is FC1 =  $3.00. Thus, the item’s historical cost is 
$1,200 (FC500 X  $2.40) and its market is $1,350 (FC450 X  

$3.00). I f  inventory is written down to FC450 in the foreign 
accounting records, translation o f that amount at the current 
rate would not result in the lower o f cost or market measured 
in dollars. Therefore, the write-down should be reversed in 
the foreign statements before translation. A fte r translating 
the foreign currency cost at the historical rate, the inventory 
w ill be properly stated in the dollar financial statements at its 
historical cost o f $1,200.

.049 A  situation different from the one in the preceding 
paragraph could also exist. For example, a foreign operation 
purchases a un it o f inventory at a cost o f FC500 when the 
rate is FC1=$2.40. A t the balance sheet date the market o f  
the item is FC600 and the rate is FC1=$1.80. Thus, the 
item ’s historical cost is $1,200 (FC500 x  $2.40), its market is 
$1,080 (FC600 x $1.80), and a write-down o f the inventory 
to  market in the translated financial statements is necessary. 38

18 An asset other than inventory may sometimes be w ritten down from 
historical cost. A lthough that write-down is not under the rule o f cost 
o f market, whichever is lower, the standards prescribed in this 
paragraph shall be applied. That is, a write-down may be required in the 
translated statements even though not required in the foreign 
statements, and a write-down in the foreign statements may need to be 
reversed before translation to prevent the translated amount from 
exceeding translated historical cost.
l9 This paragraph is not intended to preclude recognition o f gains in a 

later interim  period to the extent o f inventory losses recognized from 
market declines in earlier interim  periods i f  losses on the same 
inventory are recovered in the same year, as provided by paragraph 
14(c) of APB Opinion No. 28 [section 2071.14(c)], “ Interim  Financial 
Reporting.”
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Deferred income Taxes

.050 Present accounting for income taxes is governed by APB  
Opinion No. 11 [section 4091], which requires the deferred 
method of interperiod tax allocation. Consistent w ith the 
requirements of APB Opinion No. 11 [section 4091] and para
graph .009 of this Statement, deferred taxes in the translated 
balance sheet of a foreign operation shall be stated the same 
as would the deferred tax effects of tim ing differences from 
foreign currency transactions of the enterprise that are sub
ject to foreign taxes but measured and recorded in dollars. 
Accordingly, the following procedures shall apply:

a) Deferred taxes that (1) are determined by the gross 
change method (APB Opinion No. 11, paragraph 37(a) 
[section 4091.36(a)] and (2) do not relate to assets or 
liabilities translated at the current rate shall be translated 
at historical rates.

b) Deferred taxes that (1) are determined by the net change 
method (APB Opinion No. 11, paragraph 37(b) [section 
4091.36(b)] and (2) do not relate to assets or liabilities 
translated at the current rate shall be measured in dollars 
by adding to or subtracting from the dollar balance at the 
beginning of the period the amount determined by trans
lating (in accordance w ith  paragraph .013 of this State
ment) the foreign currency deferred tax expense or credit 
included in the foreign operation’s income statement for the 
period. (Paragraph .051 illustrates that procedure.)

c) Deferred taxes that relate to  assets or liabilities translated 
at the current rate shall be translated at the current rate. 
(Paragraph .052 illustrates that procedure.)

Applying the current rate to the balance o f deferred taxes in
(c) above complies w ith  the objective o f translation. 
Translating at the current rate the item in the foreign 
statements that gave rise to a tim ing difference remeasures 
the tim ing difference in dollars, and, therefore, the tax effect 
in dollars o f the change in the tim ing difference should be 
recognized.
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I llu s tra t io n s  o f A p p ly in g  P aragraph .050

.051 A  foreign subsidiary of a U.S. company uses the net 
change method o f deferred tax allocation fo r tim ing 
differences from  using an accelerated depreciation method on 
plant and equipment fo r tax purposes and the straight-line 
method o f depreciation fo r financial statement purposes. The 
dollar measure o f the deferred tax credit at the beginning of 
the year is $100,000 (determined in conform ity w ith  the 
requirements of paragraph .050(b)). The current year’s 
deferred tax expense is FC50,000, and the average exchange 
rate fo r translating income tax expense is FC1=$.50. 
Accordingly, the dollar amount o f deferred taxes in the 
translated balance sheet is $125,000 [$100,000+ .50(50,000)].

.052 A  foreign subsidiary of a U.S. company accrues warranty 
obligations fo r financial statement purposes but is on the 
cash basis fo r tax purposes. The accrued warranty obligation 
at the beginning and end o f the year is FC900. No warranty 
claims are paid during the year. The deferred tax charge using 
the net change method is FC450 (determined at the 50% 
local tax rate) at the beginning and end o f the year. The 
exchange rate at the beginning and end o f the year is FC1=$1 
and FC3=$1, respectively. The dollar measure o f the deferred 
tax charge at the beginning o f the year is $450. Accordingly, 
the dollar amount o f the deferred tax charge in the translated 
balance sheet at year end is $150 (FC 450 ÷ 3). The warranty 
obligation measured in dollars has decreased $600 during the 
year; therefore, the deferred tax charge should be decreased 
by $300.
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Appendix B
BACKGROUND INFORMATION

.053 Before this Statement was issued, existing accounting 
pronouncements on foreign currency translation (summarized 
in paragraphs .060-.064) dealt only w ith translating
fo re ig n  statements and not w ith  foreign currency 
transactions. Since publication o f the basic existing 
pronouncement, the international business activities o f U.S. 
companies have expanded rapidly. In addition, the 
international business environment has been affected by 
recent, significant changes in the world monetary system, 
exemplified by the U.S. dollar devaluations o f 1971 and 
1973 and the current prevalence o f floating  rather than fixed  
rates in most foreign exchange markets.

.054 Because of those factors and the acceptance in practice 
o f several d ifferent methods o f accounting fo r foreign 
currency translation, the FASB in A pril 1973 placed on its 
technical agenda a project on “ Accounting fo r Foreign 
Currency Translation.”

.055 A  task force of 14 persons from industry, public 
accounting, the financial community, and academe was 
appointed in May 1973 to  counsel the Board in preparing a 
Discussion Memorandum analyzing issues related to the 
project.

.056 In  the meantime, because a variety of methods of 
determining and accounting fo r exchange gains and losses 
existed in practice and not all companies completely 
disclosed the ir translation methods or their accounting fo r 
exchange gains and losses, the Board issued in October 1973 
an Exposure D ra ft o f a proposed FASB Statement on 
“ Disclosure o f Foreign Currency Translation Inform ation.”  
A fte r considering the comments received on that Exposure 
D raft, the Board issued FASB Statement No. 1 on that topic 
in December 1973.

.057 The Board issued the Discussion Memorandum, “ Ac
counting for Foreign Currency Translation,”  on February 
21, 1974, and held a public hearing on the subject on June
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10 and 11, 1974. The Board received 90 position papers, 
letters o f comment, and outlines o f oral presentations in 
response to  the  Discussion Memorandum. Fifteen 
presentations were made at the public hearing.

.058 In  1972, the A IC P A  and the Canadian Institute of 
Chartered Accountants both published research studies on 
this subject.20 While the Discussion Memorandum was being 
prepared, the Financial Executives Institute completed a 
survey o f the translation practices o f 45 major U.S. 
companies.21 In  addition to the availability o f those studies, 
pronouncements o f other professional accounting bodies, and 
other published research studies and articles that are cited in 
the Discussion Memorandum, the FASB staff prepared a 
Financial Statement Model on Accounting fo r Foreign 
Currency Translation.22 Its purpose was to  aid in identifying 
possible implementation problems related to  adopting a 
particular method or combination o f methods from among 
those tha t had been proposed or that were currently used in 
practice. The FASB staff also reviewed the disclosure o f 
translation practices in recent annual financial statements o f 
77 companies engaged in foreign activities.

.059 The Board received 190 letters of comment on its 
Exposure D raft o f a proposed Statement on “ Accounting fo r 
the Translation o f Foreign Currency Transactions and 
Foreign Currency Financial Statements,”  dated December 
31, 1974.

SU M M A RY  OF PAST PRONOUNCEMENTS AND PRACTICES

.060 Chapter 12 of ARB No. 43 as modified by paragraph 18 
of APB Opinion No. 6 [section 1081], was the basic authorita
tive pronouncement on accounting for foreign currency translation 
before this Statement. Chapter 12 [section 1081] called for trans-

Foreign Currency Transactions and Foreign
Currency Financial Statements

20Leonard Lorensen, Accounting Research Study No. 12, “ Reporting 
Foreign Operations o f U.S. Companies in U.S. Dollars”  (New York: 
AICPA, 1972); R. MacDonald Parkinson, Translation o f  Foreign 
Currencies (Toronto: Canadian Institu te  o f Chartered Accountants, 
1972).
21 Financial Executives Institu te, Survey o f  U.S. Company Foreign 
Translation Practices, 31 July 1973.

22Financial Accounting Standards Board, Financial Statement Model 
on Accounting fo r  Foreign Currency Translation (Stamford, 
Connecticut: FASB, March 1974).
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lation of current assets and liabilities at the current rate and 
translation of noncurrent assets and liabilities at historical rates, 
that is, the current-noncurrent method. Under Chapter 12 
[section 1081], exchange losses and realized exchange 
gains were included in net income, and unrealized exchange 
gains were preferably deferred, except that unrealized 
exchange gains m ight be included in net income to the extent 
that they offset exchange losses previously included in net 
income.

.061 Chapter 12 of ARB No. 43 [section 1081] provided certain 
exceptions to those general rules. Under special circumstances, 
inventory could be stated at historical rates. Long-term debt in
curred or capital stock issued in connection with the acquisition 
of long-term assets shortly before a substantial and presumably 
permanent change in the rate could be restated at the new 
rate. I f  the debt or stock was restated, the difference was an 
adjustment o f the cost o f the assets acquired.

.062 A  research r e p o r t 23 published in 1960 described the 
current-noncurrent distinction as one that “ seems to reflect 
the use o f an established balance sheet classification fo r a 
purpose to which i t  is not relevant.”  In addition, the report 
described the monetary-nonmonetary method, which had 
been proposed earlier.24 Under that method, inventory is 
translated at historical rates because i t  is a nonmonetary 
asset, and both current and noncurrent receivables and 
payables are translated at the current rate because they are 
monetary items.

.063 Translating all payables and receivables at the current 
rate received o ffic ia l recognition w ith  the issuance in 1965 o f 
APB Opinion No. 6. Paragraph 18 o f APB Opinion No. 6 
s ta ted ,  w i t h o u t  specifying the circumstances, that 
“ translation o f long-term receivables and long-term liabilities 
at current exchange rates is appropriate in many 
circumstances.”  That m odification o f Chapter 12 o f ARB  
No. 43 [section 1081] in effect permitted use of the monetary- 
nonmonetary method of translation.

23National Association o f Accountants, Research Report No. 36, 
“ Management Accounting Problems in Foreign Operations”  (New York: 
N AA, 1960), p. 17.
24 Samuel R. Hepworth, Reporting Foreign Operations (Ann Arbor, 

Michigan: University o f Michigan, 1956).
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.064 Because of extensive currency realignments in 1971, the 
APB considered the problem o f foreign currency translation 
and issued an exposure draft proposing that companies using 
the monetary-nonmonetary method defer exchange gains and 
losses to the extent they did not exceed those attributable to 
long-term debt. Amounts deferred were to be accounted fo r 
in a manner similar to debt d iscount.25 That draft in effect 
created another method o f accounting fo r exchange gains and 
losses. ARS No. 12 was in process at the time, and the U.S. 
dollar was devalued during the exposure period. The APB 
deferred action on the exposure draft and announced that 
companies should disclose how they accounted fo r exchange 
gains and losses. The APB also noted that some companies 
had adopted the recommendations o f the exposure draft, 
thus achieving somewhat the same effect as translating 
long-term receivables and payables at historical rates.26

Proposed APB Opinion, “ Translating Foreign Operations,”  Exposure 
D raft, 20 December 1971 .

Accounting Research Association Newsletter, 20 January 1972, p. 1.
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Appendix C

NEED FOR TRANSLATION

FOREIGN CURRENCY TRANSACTIONS

.065 I f  an enterprise engages in a transaction that requires 
later settlement in a currency other than the one in which its 
accounts are maintained, translation is required to record the 
transaction.

.066 An enterprise may be involved in various types of 
transactions that require settlement in foreign currency, 
including:

a) Operating transactions (importing, exporting, licensing, 
etc.);

b) Financing transactions (borrowing and lending);

c) Forward exchange contracts.

.067 Foreign currency transactions may involve three stages:

a) Translation to record the transaction at the transaction 
date;

b) Subsequent adjustments o f the unsettled portion o f the 
transaction (the amount owed by or to the enterprise), if  
any, to reflect the current rate at balance sheet dates 
between the transaction date and the settlement date;

c) Conversion o f one currency in to the other at settlement 
date.27

27 Although conversion may be at a rate other than the one at which 
cash, a receivable, or a payable is recorded, translation is not involved. 
However, an exchange gain or loss results from conversion at a different 
rate.
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Unit of Measure

.068 A t the transaction date it  is necessary to measure and 
record in a particular currency (a un it o f measure) the 
amount o f the goods or services purchased or sold or the 
amount o f the loan received or granted and the 
corresponding amount owed by or to the enterprise. Once 
the amount o f the goods or services purchased or sold is 
measured and recorded in do llars,28 i t  is not subject to  
further translation.

.069 Because the dollar amount of any unsettled portion of 
the transaction (the amount to be paid in an im port or 
borrowing transaction and the amount to  be collected in an 
export or lending transaction) w ill be affected by a change in 
the rate between the dollar and the foreign currency 
(paragraphs .071 and .072), a potential for gain or loss exists.

.070 I f  a foreign currency transaction is not settled when the 
transaction occurs, the question arises whether the amount 
receivable or payable should be presented in the financial 
statements o f the enterprise un til the settlement date at the 
dollar equivalent established at the transaction date or 
whether i t  should be adjusted at each intervening balance 
sheet date fo r the rate changes that may have occurred in the 
meantime. Paragraph .007(b) of this Statement states the 
Board’s conclusion regarding that question, and paragraphs 
.112-.115 and .161-.166 give the Board’s reasoning.

Effect of a Rate Change

.071 An exchange rate is the ratio between a unit of one 
currency and the amount o f another currency fo r which that 
un it can be exchanged (converted) at a particular time. For 
example, a spot rate o f $1 = FC2 means that one dollar 
presently can be exchanged fo r two foreign currency units o f

28 A P B  Statement No. 4 (pa rag raph  165) [section  1026.29] states the  
fo llo w in g  rega rd ing  the u n it o f m easure :

“ In  the United States, the U.S. dollar fu lfills  the functions 
o f medium o f exchange, un it o f account, and store o f value.
I t  provides the un it o f measure fo r financial accounting. 
Stating assets and liabilities and changes in them in terms o f 
a common financial denominator is prerequisite to 
performing the operations — fo r example, addition and 
subtraction — necessary to measure financial position and 
periodic net income.”
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money. A change in rate means that more or fewer units o f 
one currency can be subsequently exchanged fo r a un it o f 
another currency. For example, i f  the spot rate changed from 
$1 = F C 2  t o  $1 = FC1, i t  would take $2 to obtain the same 
FC2 that $1 could have obtained at the old rate. Therefore, 
rate changes have a direct economic effect on transactions 
that require exchanges between a particular un it o f money 
(for example, the dollar) and another un it o f money.

Unsettled Foreign Currency Transactions

.072 The effect of a rate change on foreign currency held is 
measurable in dollars. A  rate change has a similar effect on an 
unsettled foreign currency transaction that was entered into 
before the rate change and involves the future payment or 
receipt o f a fixed number o f foreign currency units.

Future Foreign Currency Transactions

.073 Once a rate changes, all subsequent exchanges between 
the two currencies are effected at the new rate un til another 
rate change occurs. Therefore, a rate change may also affect 
the future earnings o f an enterprise that has foreign currency 
transactions. For example, the future revenue in dollars o f a 
U.S. company that exports its domestically manufactured 
product fo r sale to customers in a foreign country at a price 
stated in foreign currency may be affected by a rate change. 
Whether or not the translation process should consider the 
future effect o f a rate change is discussed in paragraphs 
.096-.111.

FOREIGN STATEMENTS  

Unit of Measure

.074 Foreign statements are derived from accounting records 
that are not kept in dollars. The un it o f measure in foreign 
statements is usually the local currency o f the foreign 
country, but another foreign currency may be chosen as the 
un it o f measure in particular circumstances. Either way, 
transactions o f a foreign operation are not measured in 
dollars but in another currency. The foreign currency 
transactions o f a fo reign operation require the same 
translation process as foreign currency transactions o f a U.S. 
company.
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.075 The need to translate foreign statements arises because 
an enterprise’s financial statements cannot be prepared in 
dollars d irectly from  accounting records kept in a d ifferent 
currency. The major issue raised in translating foreign 
statements is whether or not the statements should be 
translated, either fo r some or all foreign operations, in a 
manner that changes the un it o f measure from  the local 
currency to the dollar. Paragraph .006 states the Board’s 
conclusion on that issue, and paragraphs .083-.095 give the 
Board’s reasoning.

Effect of a Rate Change

.076 Paragraphs .072 and .073 mention the possible effects 
of a rate change on an enterprise’s unsettled foreign currency 
transactions and future foreign currency transactions. That 
discussion applies equally to  foreign currency transactions o f 
U.S. and foreign operations. A  rate change between the local 
currency o f a foreign operation and the dollar may also affect 
the accounting results measured in dollars o f future local 
currency transactions o f that operation. For example, the 
measurement in dollars o f future revenue and expenses o f a 
French company whose transactions are solely in French 
francs may be affected by a rate change. Paragraphs .096-.111 
consider that possible consequence.

Foreign Currency Transactions and Foreign
Currency Financial Statements
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Appendix D

BASIS FOR CONCLUSIONS

.077 This Appendix discusses factors deemed significant by 
members o f the Board in reaching the conclusions in this 
Statement, including various alternatives considered and 
reasons fo r accepting some and rejecting others. Some Board 
members gave greater weight to some factors than to others.

OBJECTIVE OF TRANSLATION

.078 The Board determined that the first step toward 
conclusions regarding the unique problems o f translating 
foreign currency transactions and foreign statements should 
be to identify  the objective o f the translation process.

.079 Letters of comment received, personal views of Board 
and task force members, and thoughts expressed in various 
writings on the subject suggested the follow ing objectives 
which were considered by the Board.

A. To present the financial statements o f the enterprise in 
conform ity w ith  the U.S. generally accepted accounting 
principles that would apply had all assets, liabilities, 
revenue, and expenses been measured and recorded in 
dollars.

B. To retain in the enterprise’s financial statements the 
accounting principles that are accepted in the foreign 
country fo r assets, liabilities, revenue, and expenses 
measured and recorded in foreign currency.

C. To have a single un it o f measure fo r financial statements 
that include translated foreign amounts; that is, not only 
to  express in dollars the assets, liabilities, revenue, or 
expenses tha t are measured or denominated in foreign 
currency, but also to measure them in dollars.

D. To retain as a un it o f measure each currency in which 
assets, liabilities, revenue, and expenses are measured; that 
is, to express in dollars the assets, liabilities, revenue, and 
expenses tha t are measured in foreign currencies but to 
retain the foreign currencies as units o f measure.
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E. To produce an exchange gain or loss that is compatible 
w ith  the expected economic effect o f a rate change on 
business activities conducted in a currency other than 
dollars.

U.S. or Foreign Accounting Principles (Objective A v. Objective B)

.080 Unless the same accounting principles are generally 
accepted in both the U.S. and the countries in which foreign 
operations are located, Objectives A and B are m utually 
exclusive. The translation process cannot retain both i f  the 
principles are different. One view is that the only meaningful 
foreign statements fo r translation purposes are those based 
on accounting principles generally accepted in the foreign 
country. Thus, i f  an attribute o f an asset is measured on a 
basis not in conform ity w ith  U.S. generally accepted 
accounting principles, that measurement basis should, 
nonetheless, be retained in the translation process.

.081 The opposing view is that U.S. generally accepted 
accounting principles have been developed and are well 
known. Accordingly, readers o f dollar financial statements, 
although perhaps not cognizant o f all the principles used to 
prepare the statements, generally understand what the 
statements represent. Therefore, i t  is inappropriate to 
combine in an enterprise’s financial statements assets and 
liabilities that are measured by d ifferent accounting 
principles.

.082 A fter considering the alternatives, the Board concluded 
that i t  should require the concept that has been im p lic itly  
understood and applied in practice, namely, that all financial 
statements included in consolidated financial statements 
should be prepared in conform ity w ith  U.S. generally 
accepted accounting principles. The Board concluded that 
consistency o f accounting procedures and measurement 
processes between foreign and domestic operations is 
desirable in the consolidation o f foreign and domestic 
financial statements. Therefore, foreign statements prepared 
fo r purposes o f combination, consolidation, or equity 
accounting should be prepared in conform ity w ith  U.S. 
generally accepted accounting principles, and translation 
should not change the measurement bases used in those 
foreign statements. The Board, therefore, accepted Objective 
A and rejected Objective B.
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Single or Multiple Units of Measure (Objective C v. Objective D)

.083 Objectives C and D are also mutually exclusive because 
after a rate change the translation process can either retain 
two or more currencies as units o f measure or have a single 
un it o f measure, but i t  cannot do both. For example, i f  an 
asset is acquired either by a foreign operation or a domestic 
operation fo r FC100 when the rate is FC1 = $1, its historical 
cost measured in either foreign currency or dollars can be 
expressed as $100 in the dollar financial statements. 
However, i f  the rate changes to FC1 = $2, the historical cost 
o f the asset would be expressed as $200 (translated at the 
current rate) in the dollar financial statements to retain the 
foreign currency as the un it o f measure. Expressing the cost 
as $100 after the rate change measures the historical cost o f 
the asset in dollars, not in foreign currency.

.084 The desire to retain the foreign currency as the unit of 
measure stems from  the belief that the foreign statements 
represent the most meaningful presentation o f a foreign 
operation and that translation should preserve the 
relationships in those statements. That view also supports 
retaining the foreign accounting principles (paragraphs .080-.082) 
and is related to the view that the historical cost o f a foreign 
asset can be measured only in foreign currency (paragraphs 
.133-.138).

.085 The unit-of-measure issue focuses principally on the 
assets and liabilities o f foreign operations that are measured 
at past prices in foreign currency. There is general agreement 
that cash, receivables, and payables measured or denominated 
in foreign currency, and assets and liabilities measured at 
current or future prices in foreign currency are translated at 
the current rate regardless o f which currency is considered 
the un it o f measure.29

.086 An important conceptual distinction between the two 
opposing views involves the way in which the effect o f the 
translation process is recognized. I f  the dollar is the un it o f

29Proposals to defer recognition o f exchange gains and losses on 
long-term receivables and payables — either by deferring exchange gains 
and losses resulting from  translating the assets and liabilities at the 
current rate or by translating the items at historical rates un til 
collection or settlement (as, fo r example, by the current-noncurrent 
m e thod )— raise issues separate from  the unit-of-measure issue and 
are discussed in paragraphs .172-.194 and .129-.132.
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measure, a change in the dollar carrying amounts o f assets 
and liabilities resulting from  a rate change affects net income. 
If ,  however, the foreign currency is the un it o f measure in 
dollar statements o f foreign operations, p rio r dollar 
translated statements need to be restated to  current 
equivalent dollars to  make them comparable w ith  current 
translated statements. Restatement does not change the prior 
periods’ statements in any way except to  update the amounts 
to current equivalent dollars and, therefore, does no t result in 
an exchange gain or loss.

.087 The Board considered the purpose of consolidated 
financial statements under present generally accepted 
accounting principles in assessing whether the dollar or the 
foreign currency should be the appropriate un it o f measure 
fo r foreign statements included in an enterprise’s financial 
statements. ARB No. 51 , “ Consolidated Financial Statements,” 
paragraph 1 [section 2051.02], states :

The purpose o f consolidated statements is to present, 
prim arily  fo r the benefit o f the shareholders and creditors 
o f the parent company, the results o f operations and the 
financial position o f a parent company and its subsidiaries 
essentially as i f  the group were a single company w ith  one 
or more branches or divisions.

.088 The Board believes that to be consistent w ith  that 
purpose the translation process should reflect the 
transactions o f the entire group, including foreign operations, 
as though the transactions were o f a single enterprise. For 
example, when an enterprise purchases an entity , the cost o f 
the investment to the enterprise establishes the cost fo r the 
assets acquired fo r consolidated financial statements 
regardless o f the carrying amounts recorded by the acquired 
entity. Therefore, even though the acquired entity  may have 
its own recorded cost fo r an asset, the acquiring enterprise’s 
cost governs in the consolidation process (paragraph .041).

.089 The dollar is usually the unit of measure for financial 
statements o f a U.S. enterprise, and there is no controversy 
regarding the cost o f an asset acquired by a U.S. company in 
a foreign currency transaction that is settled at the rate in 
effect at the transaction date. Cost is measured in dollars at 
the transaction date, and that cost does not subsequently 
change as a result o f rate changes. A lthough advocates o f a 
one-transaction perspective (paragraph .113) have a different 
view o f what constitutes cost i f  settlement is at a rate
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different from  the one in effect at the transaction date, they 
nevertheless recognize the dollar as the un it o f measure.

.090 Since translated cost in dollars may be affected by the 
foreign currency chosen, attempting to  use a particular 
foreign currency as the un it o f measure fo r foreign 
statements included in dollar financial statements creates a 
practical problem — that o f selecting the particular currency 
to measure the cost o f an asset. For example, i f  an o il tanker 
is acquired at a price negotiated in Japanese yen and its cost 
is recorded in financial statements that use the U.S. dollar as 
the un it o f measure, the dollar cost o f that asset remains 
constant regardless of rate changes (paragraph .089). If, 
however, the cost is measured and recorded in the financial 
statements o f a foreign operation and translation retains the 
foreign currency as the un it o f measure, the cost o f the 
tanker reported in the dollar statements changes w ith  changes 
in the dollar rate fo r that foreign currency. That is true 
regardless o f the currency used to acquire the asset or the 
currency in which revenue from  use o f the asset w ill be 
generated. The tanker could be used to transport o il from  the 
Middle East to France (and other European countries) and 
the revenue generated thereby m ight be stated in French 
francs (or other European currencies). But the historical cost 
o f the asset in the translated dollar financial statements 
would fluctuate w ith  changes in the dollar rate for, say, the 
pound sterling i f  that were the local currency in which the 
cost o f the tanker was originally measured and recorded.

.091 Another example that also illustrates the potential 
consequences o f selecting the local currency o f a foreign 
operation as the un it o f measure involves goodwill. I f  a U.S. 
enterprise acquires fo r cash a foreign operation located in 
Germany at a price in  excess o f the fa ir value of the net assets 
acquired, the difference is recognized as goodwill. I f  the 
enterprise acquires the interest d irectly, the goodwill is 
measured in dollars and i t  does no t change solely because o f a 
rate change. If, however, the enterprise’s Swiss subsidiary 
acquires the interest w ith  the proceeds o f a Eurodollar 
borrowing or financing from  the enterprise and records the 
investment in the Swiss accounts, the basis fo r the same 
goodwill reported in the dollar statements w ill change w ith  
changes in the dollar rate fo r the Swiss franc even though it  
does not change in the Swiss accounts. Moreover, the dollar 
basis o f the goodwill w ill begin a new pattern o f changes 
based on the relation o f the new currency to the dollar i f  the

A IC P A  Professional Standards AC § 1083.091



7632 Financial Accounting—General

enterprise’s investment in the foreign operation in Germany 
is shifted from  the Swiss subsidiary to, say, a subsidiary in 
the United Kingdom, even i f  the shift is fo r good business or 
tax reasons. In other words, adopting a foreign currency 
rather than the dollar as the un it o f measure allows the 
translated dollar cost o f an asset to be affected by 
discretionary selection o f the accounting records in which the 
asset is recorded.

.092 To use more than one unit of measure in a single set of 
financial statements raises questions about describing the 
results. I f  various foreign currencies are used as the units o f 
measure in  translated financial statements o f foreign 
operations o f an enterprise, aggregating the resulting dollar 
amounts w ith  each other and w ith  the dollar amounts from 
domestic operations would produce totals that are neither 
dollar measures nor measures in any other currency. In the 
Board’s judgment, the notion o f a single enterprise that 
underlies consolidated financial statements requires a single 
un it o f measure.

.093 Since attempting to use a foreign currency as the unit of 
measure both produces results no t in conform ity w ith 
generally accepted accounting principles and creates 
conceptual and practical problems, the Board concluded that 
the dollar, not the local currency o f the foreign operation, 
should be the un it o f measure. Thus, the Board rejected 
Objective D and adopted Objective C.

.094 Objectives A and C, adopted by the Board, are combined 
in paragraph .006 of this Statement as a single objective of 
translation. Some respondents to the Exposure Draft 
criticized that objective as an attempt to account fo r local 
and foreign currency transactions o f foreign operations as i f  
they were dollar transactions or, to a few respondents, as i f  
they were dollar transactions in the United States. In the 
Board’s judgment, those criticisms are not valid. Neither the 
objective nor the procedures to accomplish i t  change the 
denomination o f a transaction or the environment in which it  
occurs. The procedures adopted by the Board are consistent 
w ith  the purpose o f consolidated financial statements. The 
foreign currency transactions o f an enterprise and the local 
and foreign currency transactions o f its foreign operations are 
translated and accounted fo r as transactions o f a single 
enterprise. The denomination o f transactions and the 
location o f assets are not changed; however, the separate
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corporate identities w ith in  the consolidated group are 
ignored. Translation procedures are merely a means o f 
remeasuring in dollars amounts that are denominated or 
originally measured in foreign currency. That is, the 
procedures do not attempt to  simulate what the cost o f a 
foreign plant would have been had it  been located in the 
United States; instead, they recognize the factors that 
determined the p lant’s cost in the foreign location and 
express that cost in dollars.

.095 I f  translation procedures were capable of changing the 
denomination o f an asset or lia b ility  from  foreign currency to 
dollars, no exchange risk would be present. Translation 
procedures obviously cannot accomplish that, and the 
procedures adopted in this Statement a ffirm  the existence o f 
an exchange risk in  foreign currency transactions and foreign 
operations and specify accounting fo r the resulting exchange 
gains or losses.30

Compatibility with Expected Economic Effects of 
Rate Change (Objective E)

.096 In  its deliberations on each of several translation 
methods, the Board considered the views o f respondents to 
the Discussion Memorandum and Exposure D raft and others 
who suggested, directly or indirectly, that the translation 
method should produce an exchange gain or loss that is 
compatible w ith  the expected economic effects o f a rate 
change. That is, the translation method should produce an 
exchange gain (or at least avoid producing an exchange loss) 
i f  the economic effect o f a rate change appears to be 
beneficial and an exchange loss (or at least not an exchange 
gain) i f  the economic effect appears to be detrimental.

.097 In  the Board’s opinion, that objective cannot be fulfilled 
w ithou t major changes in the present accounting model. The 
economic com patib ility issue is usually raised in the context 
o f a foreign operation w ith  significant assets carried at cost in 
the foreign statements and significant long-term debt 
denominated in  foreign currency. Methods used or proposed 
to achieve the com patib ility objective fa ll in to  one or a 
combination o f three categories: (a) exchange gains and

Foreign Currency Transactions and Foreign
Currency Financial Statements
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rate raise questions about whether translation can or should result 
in exchange gains and losses (paragraphs .080-.082, .084-.086, and .133- 
.138).
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losses are recognized by translating both assets carried at cost 
and long-term liabilities at the current rate, (b) no exchange 
gains or losses are recognized when exchange rates change on 
either assets or liabilities by translating both at historical 
rates,31 and (c) no exchange gain or loss is recognized on 
assets translated at historical rates, and the gain or loss 
computed on the liabilities translated at the current rate is 
deferred and recognized over later periods by accounting fo r 
i t  (i) as an adjustment o f the translated cost o f the assets, (ii) 
as an adjustment o f the effective rate o f interest on the 
liab ility  (that is, as a premium or discount), or (iii) as a 
deferred credit or deferred charge.32

.098 A ll of the proposed methods meet the compatibility 
objective in the sense that they at least avoid producing an 
exchange loss i f  a rate change is one tha t the proponents 
deem beneficial and avoid producing an exchange gain i f  a 
rate change is one that the proponents deem detrimental. In 
addition, i f  assets exceed liabilities, methods tha t translate 
both assets and liabilities at the current rate (paragraph 
.097(a)) produce a gain or loss that is in the right direction 
according to  the proponents o f the proposed objective. In the 
Board’s view, however, the result cannot be described as an 
accurate measure o f the beneficial or detrimental effect o f a 
rate change because its computation involves m ultip ly ing the 
unamortized historical cost o f assets in foreign currency by 
the current rate (paragraphs .106, .107, and .147-.149). Further, 
in the Board’s judgment, the proposed methods either 
conflic t w ith present generally accepted accounting principles 
or are unacceptable fo r other reasons. The Board’s views that 
are summarized in this and the preceding paragraph are 
expanded and illustrated in the fo llow ing paragraphs.

.099 Under present generally accepted accounting principles, 
the time fo r recognizing gains or losses on assets and 
liabilities depends on their carrying bases. Thus, recognition 
o f gains and losses on assets accounted fo r at cost is usually 
deferred un til the assets are sold or the ir costs are otherwise 
deducted from  operating revenue. The translation method 
adopted by the Board retains that tim ing fo r recognition o f 
gains and losses and by so doing amplifies or highlights one

31 The argument that a rate change can be ignored because it  w ill 
probably reverse before a debt is paid or a receivable is collected 
is a d ifferent issue which is considered in paragraphs .166 and .192.
32The three categories are discussed individually in paragraphs

.140-.152, .129.-132, and .172-.194.

AC § 1083.098 C o pyrigh t ©  1975 b y  F in a n c ia l A ccoun ting  S tandards Board



7635

effect o f carrying assets at cost. A simple example illustrates 
the type of translated result that proponents of the 
compatibility objective describe as not compatible with the 
expected economic effect of a rate change.

.100 The balance sheet of a hypothetical foreign operation 
consists of FC125 in cash, FC100 owed to a local bank, and 
FC25 of stockholders’ equity. The exchange rate is FC1 = $1. 
Under the translation procedures adopted by the Board, the 
asset and liability are translated into $125 and $100, 
respectively. I f  the rate changes to FC.50 = $1, translation at 
the new rate gives $250 for the asset and $200 for the 
liability. The net exchange gain of $25 ($125 gain on the 
asset less $100 loss on the liability) is almost universally 
accepted as the result of a valid translation procedure and 
few, if any, question whether it is a reasonable representation 
of the economic effect of the rate change.

.101 However, a different pattern of gains and losses results 
and a difference of opinion arises if, instead of cash or a 
receivable, the asset held when the rate changes is one that is 
normally accounted for at its cost or amortized cost. I f  the 
foreign operation in the foregoing example spends its cash 
balance before the rate changes to buy an asset such as 
inventory, land, or equipment, the cost of the asset acquired 
is FC125 = $125. Under the procedures adopted by the 
Board, the translated dollar cost remains at $125 after the 
rate change. The liability is translated at $200, however, 
resulting in an exchange loss of $100 for the period of the 
rate change. Proponents of the compatibility objective hold 
that it is erroneous to report the $100 exchange loss on the 
liability when the rate changes because the expected 
economic effect of the rate change is beneficial by reason of 
an equal or greater expected eventual gain on the asset.

.102 The eventual gain or loss on the asset is usually 
recognized when the asset is sold or its translated cost is 
otherwise deducted from operating revenue (translated at the 
new rate). Assuming the rate remains stable and the revenue 
in foreign currency equals cost in foreign currency, the 
reported gain on the sale is $125 (sales price FC125 x 1/.50 = 
$250 less cost $125 = $125 gain), the same as the exchange 
gain in paragraph 100.

.103 Two criticisms of the translation procedures adopted 
by the Board may confuse discussions of the economic

Foreign Currency Transactions and Foreign
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compatibility issue. The first is that the Board’s procedures 
result in recognizing only the loss on the liability, thereby 
ignoring the gain on the asset and misstating the profitability 
of a net foreign investment. However, the example shows 
that the gain on the asset is often recognized in a later period 
than the loss on the liability and is often included in gain or 
loss on sale of the asset (as in the example), reflected in 
operating income as the difference between operating 
revenue translated at the new rate and depreciation or 
amortization translated at the old rate, or otherwise included 
in income as other than exchange gain or loss.

.104 The second criticism is that the exchange loss on the 
liability, which is recognized by the Board’s procedures, is 
not really a loss in dollars because the whole series of
transactions from borrowing to repayment is in the same
foreign currency. However, the difference between the 
original borrowing (initially translated as $100) and its 
repayment (equivalent to $200) must be accounted for. To 
satisfy the debt requires the equivalent of $200 whether 
dollars or foreign currency are paid. No question arises if a 
U.S. parent transfers $200 to settle the debt. The substance is 
the same if  the debt is paid with foreign currency received 
from operations in the foreign country. The cash (FC100) 
used to pay the debt is translated as $200 at all times
between the rate change or the receipt of the cash and
immediately before its use to pay the debt. Repayment of 
the debt requires cash with an equivalent dollar value of 
$200, and the loss of $100 is undeniable because cash held or 
received after the rate change cannot reasonably be translated 
at other than the new rate (FC.50 = $1). The only way to 
avoid recognizing a loss of $100 is to translate the original 
borrowing as $200 by restating the earlier financial 
statements as if  the rate had always been FC.50 = $1. 
However, that is appropriate only if  the foreign currency is 
the unit of measure in the translated statements (paragraphs 
.083-.086), not if the dollar is the unit of measure.

.105 Since the incompatible loss result described in 
paragraph .101 can be avoided only by anticipating the gain 
on the asset or by deferring recognition of the loss on the 
liability, the proposed objective directly conflicts with 
present generally accepted accounting principles. Under 
present generally accepted accounting principles, recognition 
of gains on assets carried at cost must normally await sale (or 
depreciation or amortization), and those gains may not be 
anticipated indirectly by deferring otherwise recognizable
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losses. In contrast, under present principles, identified losses 
should be recognized when they occur and should not be 
deferred as assets or deferred charges, offset against gains on 
unsold assets, or treated as valuation accounts to unsold 
assets.33

.106 A major obstacle to implementing the compatibility 
objective is that to determine whether a translation method 
produces a compatible exchange gain or loss, one must first 
be able to ascertain the expected future economic effects of a 
rate change. The proposal seems to rest significantly on a 
general assumption that a local currency’s strengthening is 
beneficial and its weakening is detrimental. That assumption 
rests on a further assumption that the relation between rate 
changes and economic effects is reasonably 
straightforward — that only the rate changes, while other 
variables — such as output, sales volume, production costs, 
and sales prices — remain essentially unaffected. However, 
determining the expected economic effect of a rate change is 
more complex than that.

.107 For example, to assess the expected economic effect of 
a rate change on a foreign operation’s investment in plant and 
equipment, and possibly other long-lived assets, requires a 
long-term economic forecast in which many interrelated and 
interacting forces involved in a rate change should be 
considered. The Board believes it may be difficult or 
impossible under most circumstances to predict with 
reasonable certainty the general effects over an extended 
future period of a rate change. A foreign operation in a 
country that experiences a major rate change may be affected 
both directly and indirectly by the adaptations and shifts 
that occur in that country’s economy as a result of the 
currency adjustment. The nature and effect of those 
adaptations and modifications depend on a complex relation 
among factors, such as the relative degree to which general 
demand for imports and exports responds to changes in the 
foreign exchange price, the level of income and employment, 
the rate of economic expansion, monetary and fiscal policies 
instituted by the country whose currency has either 
weakened or strengthened, and conditions and forces existing 
in countries that are major trading partners. Accordingly, a 
foreign operation may experience complex changes in the

Foreign Currency Transactions and Foreign
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33 M a tte rs  re la tin g  to  reco g n iz in g  gains on assets ca rried  a t cost o r  
d e fe rr in g  losses on lia b ilit ie s  are discussed fu r th e r  in  paragraphs .147- 
.149 and .172-.194.
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local market demand and market price for its goods, changes 
in its local cost of goods and services procured, and in the 
local availability and cost of financing. Moreover, not all 
operations in the same environment will be affected in the 
same way because of differences in activities and 
realignments of price and cost structures within the local 
economy. In addition, a foreign operation’s exposure to the 
effect of a rate change may go beyond its recorded assets and 
liabilities. A foreign operation’s unrecorded exposure to rate 
changes might include, for example, sales and purchase 
backlog commitments at fixed foreign currency prices or 
fixed foreign currency streams of revenue or expense, such as 
rent payments. The proposed objective could be impractical 
in many circumstances because of the foresight required to 
identify the future economic effects of a rate change at the 
time it occurs.

.108 Finally, the proposed compatibility objective seems to 
be based on an assumption that it is needed only in 
translating foreign statements that are to be incorporated in 
the financial statements of a U.S. enterprise. However, it 
appears to be a response to the fact that U.S. generally 
accepted accounting principles require certain assets to be 
accounted for at cost. The argument for economic 
compatibility of reported results with expected effects of 
rate changes could be directed with equal force to reporting 
foreign currency transactions of a U.S. enterprise or, with 
minor modification, even to reporting its domestic 
operations.

.109 For example, a U.S. enterprise serves the needs of 
important foreign customers by selling them the entire 
output of a plant located in the United States. The enterprise 
also owes long-term debt denominated in the foreign 
currency, and as a result of the dollar’s weakening against the 
foreign currency it  incurs an exchange loss. However, the rate 
change appears to be beneficial to the enterprise because, 
other things remaining constant, the dollar value of its 
foreign revenue (and therefore also its dollar net income) 
should increase. To report a result compatible with that 
assessment requires recognition of a gain from an upward 
adjustment of the related plant assets. Further, a rate change 
involving a weakening dollar has the same effects on expected 
dollar revenue and expected dollar gross profit as an 
increased selling price in a U.S. market. Consistent with the 
compatibility objective, therefore, an increase in the selling
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price of the output of a U.S. plant that produces for the U.S. 
market should, other things being equal, result in a reported 
gain from revaluation of the plant compatible with the 
expectation of its improved future revenue and profits. That 
those kinds of gains are not now recognized reflects a 
characteristic of present generally accepted accounting 
principles, not a defect in the Board’s translation procedures.

.110 Present financial accounting and reporting reflects 
primarily the effects of past transactions and existing 
conditions, not future transactions or conditions. 
Accordingly, assets are generally carried at cost, and related 
gains are recognized only when assets are sold or the cost is 
otherwise deducted from revenue. Many have commented on 
the strengths and weaknesses of the present accounting 
model, and some have proposed major changes in it. This 
Statement pertains to translation of foreign currency 
transactions and foreign currency financial statements, and 
the Board believes that consideration of fundamental changes 
in generally accepted accounting principles relating to 
measurement bases of assets and liabilities is beyond this 
Statement’s scope. The Board does not intend to use 
translation procedures to effect major changes in the 
accounting model presently in use.

.111 Since, for the reasons given, the Board chose an 
objective of translation and a translation procedure that 
preserve the present accounting model, it rejected proposed 
Objective E. The Board rejected the view that the objective 
of compatibility can be implemented by changing translation 
procedures without considering the implications for 
underlying concepts and measurements.

FOREIGN CURRENCY TRANSACTIONS

Import or Export of Goods or Services

.112 The Board’s conclusions on accounting for foreign 
currency transactions reflect the view that collection of a 
receivable or payment of a liability is a transaction separate 
from the sale or purchase from which the receivable or 
liability arose. Thus, if  an enterprise has foreign currency 
exchange exposure (exchange exposure) on a receivable from 
a sale or a liability from a purchase requiring settlement in 
foreign currency, the results, if  any, of that exchange 
exposure should be accounted for separately from sales, cost

Foreign Currency Transactions and Foreign
Currency Financial Statements
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of sales, or inventory. A rate change does not affect 
previously recorded revenue from exports or the cost of 
imported goods or services.

.113 An alternate view, sometimes referred to as a 
one-transaction perspective, is that a transaction involving 
purchase or sale of goods or services with the price stated in 
foreign currency is incomplete until the amount in dollars 
necessary to liquidate the related payable or receivable is 
determined. The initial amount recorded in dollars as cost or 
revenue is considered to be an estimate until final settlement. 
According to that view, an exchange gain or loss related to 
the transaction should be treated as an adjustment of the cost 
of imports or revenue from exports.

.114 The Board considered and rejected the one-transaction 
view. Specifically, the Board rejected the idea that the cost of 
an imported asset or the reported revenue from an export 
sale is affected by later changes in the related liability or 
receivable. The exchange exposure in a purchase or sale 
transaction whose price is denominated in foreign currency 
stems not from the purchase or sale itself but from a delay in 
payment or receipt of the equivalent dollars. No exchange 
gain or loss can occur if, as soon as the price is fixed in 
foreign currency, the U.S. purchaser immediately buys 
foreign currency with dollars and pays the foreign seller, or 
the U.S. seller receives foreign currency from the foreign 
buyer and immediately converts it  into dollars. In other 
words, exchange gains and losses on import or export 
transactions result from a combination of a rate change and 
one of the following: the U.S. buyer owes an amount 
denominated in foreign currency, or the U.S. seller holds a 
receivable denominated in foreign currency or holds foreign 
currency received from a foreign buyer.

.115 The exchange gain or loss that may result from an 
exchange exposure is the result of an event (a rate change) 
that is separate from the original purchase or sale transaction. 
Since an exchange exposure can usually be eliminated, a 
determination not to avoid exchange exposure should be 
accounted for by recognizing the gain or loss that results 
from that decision.

.116 Paragraph .007(a) specifies that the purchase or sale price 
in foreign currency be translated into dollars at the rate in 
effect at the transaction date. Since transactions are often
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preceded by commitments, and exchange exposure may be 
viewed as beginning at the commitment date if  the price is 
fixed in foreign currency at that time, the dollar basis of the 
transaction might be established at the commitment date 
rather than the transaction date. However, a major obstacle 
to choosing the commitment date is the fact that, although 
certain commitments are often disclosed, rarely are 
commitments recorded under present generally accepted 
accounting principles. Losses on firm commitments are 
recorded 34 but not the commitments themselves. The Board 
believes that recognizing exchange gains and losses on a 
commitment date basis would be both impracticable and 
inconsistent with the timing of recognizing the underlying 
transaction in the financial statements.

.117 A commitment date basis could present 
implementation problems because various degrees of 
commitment are possible before consummation of a business 
transaction. For example, a noncancelable sales contract 
negotiated in a foreign currency might be considered by some 
as a reasonable basis on which to recognize an exchange gain 
or loss. However, a firm commitment to provide goods or 
services might require a commitment by the seller to 
purchase goods or services in foreign currency to fu lfill his 
obligation. Both commitments would need to be considered 
to reflect exchange gains and losses properly on a 
commitment date basis, but the purchase obligations might 
not necessarily be in the form of fixed contractual 
commitments. Moreover, since commitments are not now 
recorded, measuring exchange gains and losses from a 
commitment date would require ascertaining the 
commitment date on each individual transaction. An 
importer or exporter with relatively few individual 
transactions might manage that, but it  would be burdensome, 
i f  not impossible, for one with numerous foreign currency 
transactions or for a foreign operation to separate 
transactions with commitments from those without 
commitments and maintain a record of commitment dates, 
prices, and applicable exchange rates.

.118 The problem of inconsistency in using the commitment 
date under present generally accepted accounting principles is 
illustrated by a long-term supply contract for raw materials

Foreign Currency Transactions and Foreign
Currency Financial Statements

34 A R B  N o. 43, C hapter 4, S tatem ent 10 [section  5121.17] reads: “ A c 
crued  net losses on f irm  purchase com m itm ents  fo r  goods fo r  inve n to ry , 
m easured in  the same w a y  as are in ve n to ry  losses, should, i f  m ate ria l, be 
recognized in  the accounts.”
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under which both the purchaser and the seller now recognize 
cost and revenue, respectively, in their financial statements 
on a performance basis. Since that kind of agreement might 
be considered a commitment, an enterprise that is party to a 
five-year supply contract requiring payments in a foreign 
currency may conceivably have a significant exchange gain or 
loss if  the total future payments are considered on a 
commitment basis. Since the supplier recognizes revenue and 
operating profit over the life of the contract, for him to 
recognize as current gain or loss the expected effect of a rate 
change on future income would be inconsistent with the 
timing of recognition of the operating income from the 
contract. Likewise, an enterprise that must pay foreign 
currency for its raw materials could also have a significant 
exchange gain or loss, but its immediate recognition (except 
to the extent of “ accrued net losses on firm purchase 
commitments”  35) would be inappropriate for similar 
reasons.

Foreign Borrowing or Lending

.119 The Board’s conclusions on accounting for foreign 
currency transactions involving the borrowing or lending of 
foreign currency reflect the view that the effect of a rate 
change on the repayment or collection of a loan should be 
accounted for separately from the original borrowing or 
lending transaction. An alternate treatment considered by the 
Board is based on a one-transaction perspective similar to 
that described in paragraph. 113: that an exchange gain or 
loss related to a loan payable denominated in foreign 
currency is an adjustment of the cost of assets purchased 
with the borrowed funds. The Board’s reasoning in rejecting a 
one-transaction perspective for borrowing foreign currency is 
similar to that stated in paragraphs.114 and.115.

.120 Another possibility in accounting for borrowing or 
lending of foreign currency is to treat a related exchange gain 
or loss as an adjustment of the cost of borrowing or the 
return from lending. Following that concept, an enterprise 
ideally would adjust the cost or return from funds borrowed 
or loaned by using the interest method to amortize expected 
exchange gains or losses on principal and interest over the life 
of the debt or receivable. Since at the date of lending or 
borrowing it is impossible to predict the rates that will prevail

35 A R B  N o. 43, C hapter 4, S ta tem ent 10 [section  5121.17].
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during the life of the loan, prospective (and partially 
retroactive) methods have been suggested to amortize the 
exchange gain or loss. The Board rejected those methods for 
the reasons stated in paragraphs .164, .181, and .182.

Foreign Currency Transactions and Foreign
Currency Financial Statements

FOREIGN STATEMENTS

.121 Paragraphs .123-.139 compare four normative methods 
for translating assets and liabilities measured in foreign 
currency against the objective of translation adopted by the 
Board (a situational approach to the application of those 
methods is discussed in paragraphs .140-.152). The principal 
distinction among various normative methods of translation 
is the requirement to translate particular classifications of 
assets and liabilities at either the current or historical rate.

a) The temporal method translates cash, receivables and 
payables, and assets and liabilities carried at present or 
future prices at the current rate and assets and liabilities 
carried at past prices at applicable historical rates.

b) The monetary-nonmonetary method generally translates 
monetary assets and liabilities at the current rate and 
nonmonetary assets and liabilities at applicable historical 
rates. For translation purposes, assets and liabilities are 
monetary if  they are expressed in terms of a fixed number 
of foreign currency units. All other balance sheet items 
are classified as nonmonetary.

c) The current-noncurrent method generally translates 
current assets and liabilities at the current rate and 
noncurrent assets and liabilities at applicable historical 
rates.

d) The current rate method translates all assets and liabilities 
at the current rate.

.122 The objective of translation requires that the assets, 
liabilities, revenue, and expenses in foreign statements be 
translated and accounted for in the same manner as assets, 
liabilities, revenue, and expenses that result from foreign 
currency transactions of the enterprise (paragraph .009). Since 
foreign statements are prepared in conformity with U.S. 
generally accepted accounting principles before translation, 
the objective is generally achieved by (a) translating cash,
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receivables, and payables at the current rate and (b) 
translating other assets and liabilities in a way that retains the 
accounting principles used to measure them in the foreign 
statements. The Board adopted intact none of the four 
normative methods considered but found the temporal 
method, proposed by ARS No. 12 (see footnote 20), the 
most useful in meeting the objective.

Temporal Method

.123 The temporal method generally translates assets and 
liabilities carried at past, current, or future prices expressed 
in foreign currency in a manner that retains the accounting 
principles used to measure them in the foreign statements. 
That is, the measurement bases of the assets and liabilities 
measured are the same after translation as before. Thus, the 
temporal method changes a measurement in foreign currency 
into a measurement in dollars without changing the basis of 
the measurement and thereby achieves one of the objectives 
of translation, which is to retain the measurement bases of 
foreign statement items (paragraph .082). The temporal 
method can also accommodate any basis of 
measurement — for example, historical cost, current 
replacement price, or current selling price — that is based on 
exchange prices.

.124 The translation procedures to apply the temporal 
method are generally the same as those now used by many 
U.S. enterprises under the monetary-nonmonetary method. 
The results of the temporal method and the
monetary-nonmonetary method now coincide because under 
present generally accepted accounting principles monetary 
assets and liabilities are usually measured at amounts that 
pertain to the balance sheet date and nonmonetary assets and 
liabilities are usually measured at prices in effect when the 
assets or liabilities were acquired or incurred. The monetary- 
nonmonetary classification itself contains nothing to preserve 
the measurement bases and timing of revenue and 
expense recognition that are in the foreign statements 
(paragraphs. 126 and.127). Rather, the coincidence of results 
between the monetary-nonmonetary method and the 
temporal method is due solely to the nature of present 
generally accepted accounting principles — assets and 
liabilities are measured on bases that happen to coincide with 
their classifications as monetary and nonmonetary. The 
results of the temporal method and the monetary-non
monetary method would differ significantly under
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other accounting principles that, for example, required 
nonmonetary assets and liabilities to be measured at prices in 
effect at dates other than those at which they were acquired 
or incurred. Since the temporal method retains the 
measurement bases of the foreign statements equally as well 
under all accounting methods based on exchange prices as it 
does under historical cost accounting, the Board believes that 
it is the more generally valid method for achieving the 
objective of translation. It provides a conceptual basis for the 
procedures that are now used to apply the monetary- 
nonmonetary method.

.125 The same point as in the preceding paragraph also 
applies to the current-noncurrent method. Some of the 
translation procedures under that method are the same as 
under the temporal method, but the major exceptions 
include translation of current assets carried at cost (inventory 
and prepaid expenses) and noncurrent liabilities and 
receivables. The current-noncurrent classification itself 
contains nothing to preserve accounting principles after 
translation (paragraph .129), but under present generally 
accepted accounting principles the measurement bases of 
many assets and liabilities happen to coincide with their 
classification as current or noncurrent. The major 
exceptions — inventory and long-term debt — show the 
deficiencies of the method when the measurement bases and 
the classifications do not coincide. As long as most foreign 
currencies weakened against the dollar, as they usually did 
from the time of the original writing of Chapter 12 of ARB 
No. 43 [section 1081] until about 1969, translating inventory at 
the current rate and long-term debt at historical rates under the 
current-noncurrent method probably produced conservative 
results. Inventory was stated lower in dollars than if  
translated at historical rates (though not necessarily at the 
lower of cost or market as described in paragraphs .046-.049), 
and exchange gains (not losses) on long-term debt were 
deferred until the time of settlement or classification as a 
current liability. Once the dollar began to weaken against 
foreign currencies, however, that translation method lost its 
conservative appeal because it produced the opposite results.

Monetary-Nonmonetary Method

.126 The monetary-nonmonetary method produces 
acceptable results under present generally accepted 
accounting principles (paragraph.124), but no comprehensive

Foreign Currency Transactions and Foreign
Currency Financial Statements
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principle of translation can be derived solely from the 
monetary-nonmonetary distinction. Nonmonetary assets and 
liabilities are measured on different bases (for example, past 
prices or current prices) under different circumstances, and 
translation at a past rate does not always fit. Translating 
nonmonetary items at a past rate produces reasonable results 
i f  the items are stated at historical cost but not if  they are 
stated at current market price in foreign currency.

.127 For example, if  a foreign operation purchases as an 
investment 100 shares of another company’s common stock 
(a nonmonetary item) for FC1,000 when the rate is FC1 = 
$1, the cost of that investment is equivalent to $1,000. I f  the 
investment is carried at cost by the foreign operation, 
treating the investment as a nonmonetary item and 
translating it at the historical rate is appropriate. However, if 
the investment is carried at market price, translating that 
basis by the historical rate usually produces questionable 
results. For example, if  the current market value of the 
investment is FC1,500 and the current rate is FC1 = $1.25, 
translating FC1,500 into $1,500 using the historical rate does 
not result in the current market value measured in dollars 
(FC1,500 x 1.25 = $1,875) or the historical cost in dollars. 
The monetary-nonmonetary method can produce the $1,875 
current market value only if  it is recognized that, under the 
method, the current rate is the applicable historical rate for 
nonmonetary assets carried at current prices. The point has 
been confusing enough to cause some proponents of the 
monetary-nonmonetary method to argue that nonmonetary 
assets, such as investments and inventories, become monetary 
assets i f  they are carried at market price.

.128 Although the deficiencies of the monetary- 
nonmonetary method have been recognized and dealt with 
in practice, the Board found the monetary-nonmonetary 
method concept inadequate as a comprehensive method of 
translation.

Current-Noncurrent Method

.129 Existing definitions of current and noncurrent assets 
and liabilities contain nothing to explain why that 
classification scheme should determine the rate used to 
translate. The attributes of assets and liabilities that are 
measured in financial statements differ from their 
characteristics that determine their classification as current or 
noncurrent. Consequently, different kinds of assets or
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liabilities may be measured the same way but classified 
differently or classified the same way but measured 
differently. For example, under present generally accepted 
accounting principles both inventory and plant and 
equipment are measured at historical cost, but inventory is 
classified as a current asset and plant and equipment as 
noncurrent assets. Since translation is concerned with 
measurement and not with classification, the characteristics 
of assets and liabilities that determine their classification for 
purposes of disclosure are not relevant for selecting the rate 
for translation. The weaknesses of the method are most 
pronounced in translating inventory and long-term debt.

.130 Under the current-noncurrent method, inventory 
carried at historical cost in foreign statements is generally 
translated at the current rate. As indicated in paragraph .134, 
that translation results in a measure in dollars that departs 
from historical-cost-based accounting. Later changes in 
market prices or rates cannot change the historical cost of an 
asset already owned. Once recorded, the historical cost of an 
asset can be amortized or otherwise included in expense in 
accounting records but cannot be changed because of varying 
prices without changing the basis of accounting from 
historical cost to something else. (Paragraphs .153-158 give 
additional reasons for the Board’s rejection of the current 
rate to translate inventory carried at cost.)

.131 Measured in local currency, long-term debt 
denominated in local currency and a related unamortized 
discount or premium (determined by the interest method) 
together represent the present value of future interest and 
principal payments based on the effective rate of interest at 
the date the debt was incurred. Translating long-term debt 
and a related discount or premium at the historical rate after 
a rate change, as required by the current-noncurrent method, 
does not retain that measurement basis. Translation at the 
historical rate produces a result that is unrelated to the 
current dollar equivalent of the present value of the 
remaining interest and principal payments based bn the 
effective rate of interest at the date the debt was incurred. 
Furthermore, unless the rate change reverses before the debt 
is settled, translation at the historical rate merely delays 
recognition of the exchange gain or loss — it does not avoid 
the gain or loss. (Paragraph .164 gives additional reasons for 
translating long-term debt at the current rate.)
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.132 For the reasons set forth in paragraphs .129-.131, the 
Board rejected the current-noncurrent method.

Current Rate Method

.133 The current rate method is, of the four normative 
methods discussed, the most significant departure from 
present practice. The arguments for the current rate method 
discussed in this section are related to those for using the 
foreign currency as the unit of measure (paragraphs .083-.093). 
The current rate is used under the situational approach, 
discussed in the next section, but the underlying concept 
there is different.

.134 The Board believes that a foreign operation’s assets and 
liabilities should be measured in the foreign statements in 
conformity with U.S. generally accepted accounting 
principles applicable to the reporting enterprise and that 
those principles should be retained in the translation process 
(paragraphs .082 and .122). I f  assets and liabilities that are 
measured at past prices in foreign statements are translated at 
the current rate and included in dollar financial statements, 
the do lla r financ ia l statements depart from 
historical-cost-based accounting because inventory, property, 
plant, equipment, and other assets normally carried at cost 
are reflected at varying dollar amounts resulting from changes 
in rates. The dollar amounts do not, except by coincidence, 
represent reasonable measures of replacement cost or selling 
price and would be unacceptable under present U.S. generally 
accepted accounting principles even if they did.

.135 A contrary view expressed is that the historical cost of 
an asset acquired by a foreign operation can be measured 
only in the foreign currency and that the asset has no 
historical cost in dollars. According to that view, translating 
the foreign currency historical cost of an asset into a fewer or 
greater number of dollars following a rate change is simply 
the result of an absolute, mathematical revision in the rate 
and thus does not represent a departure from the 
historical-cost principle of accounting; the foreign currency 
cost is the only historical cost, and that cost has not changed.

.136 Some advocates of the view described in paragraph.135 
believe that the results of the absolute, mathematical revision 
is an exchange gain or loss and others do not. Those who 
support the foreign currency as the unit of measure would 
restate prior financial statements because of the rate change
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and, therefore, would report no exchange gain or loss. Those 
who support the dollar as the unit of measure would report 
an exchange gain or loss as a result of a rate change. The 
Board believes that latter approach is inconsistent with the 
view that there can be no dollar measure of the historical 
cost.

Foreign Currency Transactions and Foreign
Currency Financial Statements

.137 The Board believes that although an asset’s acquisition 
price may have been stated in a particular currency, its 
equivalent cost in another currency can be approximated by 
multiplying the stated currency price by the rate in effect at 
the date of acquisition. Just as the length of an object can be 
measured in inches and then remeasured in centimeters by 
applying the appropriate conversion rate, the cost of an asset 
can likewise be measured in various units of measure 
(different currencies) by applying the appropriate translation 
rates.

.138 Assets in foreign countries can be purchased indirectly 
for dollars by acquiring the necessary foreign currency in a 
foreign exchange market. The situation is not fundamentally 
different i f  the foreign currency is acquired before the 
purchase; the dollar cost of the purchase is known through 
the measurement conversion process (paragraph .137). Or, 
viewed another way, spending foreign currency to buy an 
asset means that the currency cannot be converted into 
dollars for remission to a U.S. parent. The dollars not 
received in conversion because the foreign currency was used 
to buy an asset — the dollars foregone — are the cost of the 
asset acquired in the most literal sense of the word cost.

.139 Accordingly, the Board rejected the view that historical 
cost can be measured only in the foreign currency. It also 
rejected use of the current rate method based on that premise 
for the reason stated in paragraph.134 as well.

A Situational Approach to Translation

.140 Paragraphs .123-.139 compared the four basic normative 
methods for translating balance sheet accounts against the 
objectives of translation adopted by the Board. Another, 
somewhat different, approach to translation has also been 
suggested, which is not a normative method but looks instead 
at the nature of each foreign operation. It distinguishes 
between foreign operations that are extensions of affiliated
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domestic operations (dependent operations 36 ) and those 
whose operations are essentially self-contained and, 
therefore, not dependent on affiliated domestic operations 
(independent operations 36 ). The situational argument is that 
since many factors influence the creation of a foreign 
operation, translation must look further than the location of 
a business operation; it should also look at its nature.

.141 According to that view, if a foreign operation depends 
on domestic operations, the foreign operation should be 
accounted for as an extension of those domestic operations 
(that is, as part of a single domestic operation) and its foreign 
statements should be translated by one of the normative 
methods other than the current rate method. I f  a foreign 
operation is independent, its foreign statements should be 
translated by the current rate method.

.142 A principal reason given to support using the current 
rate method to translate independent foreign operations is 
that the assets and liabilities of those operations are not 
individually at risk to rate changes; rather, the entire business 
is at risk. Since the foreign activities are conducted entirely in 
a foreign environment and future cash flows will be in a 
foreign currency, future operating results can be expressed in 
a meaningful way in dollars only if  all revenue and costs 
(including those carried forward from a period before the 
rate change) are translated at the current rate. From the 
enterprise’s viewpoint, its net investment in the foreign 
operation represents its total exposure to a rate change. Only 
by translating the net assets of the foreign operation at the 
current rate can the effect of rate changes be properly 
measured.

.143 The situational approach involves both practical and 
conceptual problems, including the difficulty of finding or 
developing criteria or conditions to distinguish independent 
and dependent foreign operations. Proponents of the 
situational approach have explained the distinctions only 
broadly and have not given specific criteria. A few 
circumstances have been suggested or implied as indicating 
independence, such as regulation of the foreign operation by 
local authorities or a minimum of intercompany sale and 
borrowing transactions between the foreign operation and its 
parent or other domestic affiliates.

36 T he  te rm s dependent and independent w ere used b y  P a rk in so n  (see 
fo o tno te  20) and are used in  the same con text here.

AC  § 1083.141 C o pyrigh t ©  1975 by F in a n c ia l A ccoun ting  S tandards Board



Foreign Currency Transactions and Foreign
Currency Financial Statements

7651

.144 The Board considered criteria for independence of for
eign operations but was unable to develop criteria that it be
lieved to be satisfactory to identify an independent foreign 
operation. A t least part of the difficulty lies in the inherently 
contradictory concept of an independent subsidiary, which 
seems to deny the single enterprise concept that underlies 
consolidated financial statements (ARB No. 51, paragraph 1 
[section 2051.02]). I f  foreign operations are as independent of 
their U. S. parent companies as some proponents of the situa
tional approach seem to argue, the validity of consolidating 
them is questionable. Further, since many domestic subsidiaries 
may also have the characteristics of independent operations, 
however independence is defined, the distinction has 
implications that reach beyond translation of foreign 
statements.

.145 Certain respondents to the Discussion Memorandum 
and Exposure Draft, recognizing the purpose of consolidated 
financial statements as set forth in paragraph .087, recom
mended that if the current rate method were deemed appro
priate for certain foreign operations for the reasons set forth 
in paragraph .142, those operations should be accounted 
for under the equity method rather than line-by-line 
consolidation. The Board believes that the situational 
approach raises broad questions about concepts of 
consolidation and the equity method applicable to domestic 
as well as foreign operations that are beyond the scope of this 
Statement.

.146 Even if  criteria could be developed, there are apt to be 
problems in applying any set of criteria to determine 
independence, including whether foreign operations should 
be viewed on the basis of country-by-country, 
foreign - operation - by - foreign - operation, or segment - by - 
segment of each foreign operation. In addition, changes in 
classification (from dependent to independent or vice versa)- 
between reporting periods, presumably necessitating the use 
of different translation methods for each period, could 
produce results that would not be comparable with those of 
prior periods. It is also unclear how to translate the financial 
statements of a foreign operation that is independent of its 
parent but dependent on another foreign economy (for 
example, a foreign operation that manufactures its product 
in various European countries and sells its product to an 
unaffiliated or affiliated South American operation).
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.147 The situational approach is a way of looking at the 
exchange exposure of foreign operations that are considered 
independent, and the effect of a rate change on the net 
investment is a gain or loss to be included in income of some 
accounting period. Proponents of the approach believe that 
the results are erroneous if exchange gains and losses on 
liabilities are recognized earlier than exchange gains and 
losses on assets, especially since the latter are not identified 
in operating results as exchange gains and losses (paragraphs 
.100-.102 contain an example). They argue that a foreign 
operation involves risk of rate changes in addition to the 
other risks involved in every business operation, and 
translation procedures should measure the effects of 
exchange risk. They argue further that since gains and losses 
can only be measured through valuations, translation must 
involve valuation at the current exchange rate — the effect of 
exchange risk is measured by valuing all assets and liabilities 
before and after movements in the rate. Or stated in another 
way, a net investment is an integrated whole on which the 
effect of a rate change can best be determined by multiplying 
the investment by the change in rate. According to that view, 
all independent foreign operations in a country whose 
currency weakens should be worth less (the net investment 
multiplied by the decline in rate gives an exchange loss) and, 
conversely, independent foreign operations in a country 
whose currency strengthens should be worth more.

.148 However, translation is a poor valuation process for 
assets carried in financial statements at cost because it relies 
on prices in a single market. It reflects only the exchange 
price between dollars and a single foreign currency and does 
not adequately reflect prices in other markets in which a 
foreign operation could buy or sell those assets. Thus, 
multiplying the historical foreign currency cost of an asset by 
the current rate cannot, except by coincidence, measure the 
value of the asset. For example, an enterprise in England 
acquired land in 1964 at a cost of 1,000,000 pounds sterling 
when the rate was £1=$2.80; the dollar equivalent historical 
cost was, therefore, $2,800,000. I f  the land being carried at 
cost in the foreign statements at December 31, 1974 is 
multiplied by the current rate £1=$2.35, the product w ill be 
$2,350,000. However, the current dollar equivalent of the 
value of that land may be more or less than $2,350,000 and 
depends on prices not included in either historical-cost-based 
financial statements or exchange rates. In other words,
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translation procedures cannot measure the dollar value of a 
foreign investment that is subject to exchange risk unless the 
current value of the investment is included in the foreign 
statements.

.149 Some respondents to the Exposure Draft interpreted 
the Board’s emphasis on a translation method that preserves 
the measurement bases of assets and liabilities in foreign 
statements as a denial that translation at the current rate 
involves valuation. On the contrary, the Board recognizes 
that accounting for certain assets and liabilities (for example, 
inventory or investments carried at market price, obligations 
for pensions and warranties) involves estimates and valuation 
in the foreign statements and that translating those items at 
the current rate after a rate change introduces an additional 
value change in dollars. Foreign currency and receivables and 
payables denominated in foreign currency are stated in a 
fixed number of foreign currency units regardless of rate 
changes, and their foreign currency measures do not change 
when the rate changes. However, their dollar measurements 
change solely as a result of a rate change; that value change, 
which does not exist in the foreign statements, is the 
exchange gain or loss. The Board believes that all of the value 
changes in dollars described in this paragraph are the valid 
result of remeasuring foreign statements in dollars. What the 
Board did reject, for reasons given in the preceding 
paragraph, was translation at the current rate of items carried 
at cost in the foreign statements. In the Board’s view, that 
procedure is not a valid valuation process and, further, it  is 
unacceptable under the historical-cost-basis of accounting 
required by current generally accepted accounting principles.

.150 The key distinction in the situational approach to 
translation is between independent and dependent foreign 
operations, and the difference can result in significantly 
different accounting. Thus, if  the purchase of land in the 
example in paragraph. 148 was financed by locally incurred 
long-term debt due on December 31, 1974, the $2,350,000 
equivalent of the payment to liquidate the debt is $450,000 
less than the $2,800,000 equivalent proceeds of borrowing. I f  
the foreign operation is considered to be independent by the 
advocates of the situational approach, both the land and the 
debt are translated at the current rate, and no exchange gain 
or loss is recognized when the rate changes because the 
amount of the debt equals the carrying basis (cost) of the 
asset, leaving no net investment subject to exchange risk. If,

Foreign Currency Transactions and Foreign
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however, the foreign operation is assumed to be dependent 
on its parent, advocates of the situational approach agree that 
the $450,000 should be recognized as gain on the debt in 
determining net income over the 10-year period (although 
they may disagree on the timing of recognition) and that no 
exchange loss because of the weakening of the pound sterling 
should be recognized on the land, which is translated at the 
historical rate.

.151 The Board can see no reason to base the calculation and 
recognition of exchange gains and losses solely on the 
dependence or independence of foreign operations. I f  the 
argument is sound that the net investment, rather than 
individual assets and liabilities, is subject to exchange 
exposure, it  is as sound for dependent as for independent 
foreign operations. To hold that an independent foreign 
operation is fundamentally different from a dependent 
operation raises questions about the propriety of 
consolidation for independent operations that, as already 
noted, are beyond the scope of this Statement (paragraph 
.144). In summary, the Board recognized that foreign 
operations may be structured differently but could find no 
persuasive reasons to translate their financial statements 
differently for purposes of consolidation or combination 
with financial statements of a U.S. reporting enterprise.

.152 A modification of the situational approach to 
translation is the suggestion that to apply the current rate 
method to foreign operations located in highly inflationary 
economies (for example, some South American countries), 
the foreign statements first should be restated in terms of 
units of the general purchasing power of the local currency 
and then translated at the current rate because to do 
otherwise could produce unreasonable results in dollars. The 
Board believes that, even without the problem of identifying 
highly inflationary economies, restating part but not all of an 
enterprise’s financial statements in units of general 
purchasing power mixes the units of measure used in the 
financial statements and results in an aggregation of numbers 
that cannot be meaningfully described except in terms of the 
procedures followed to obtain them. That is, adding units of 
general purchasing power (the unit of measure used in the 
restated foreign statements) translated at the current rate and 
units of money (the unit of measure used in conventional 
statements) produces a total that represents neither aggregate 
units of money nor aggregate units of general purchasing
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power. Moreover, to restate in units of general purchasing 
power only foreign statements in currencies that weaken 
against the dollar is to introduce a bias into the translated 
statements. According to its advocates, translation under the 
situational approach of all assets and liabilities at the current 
rate results in exchange losses on investments in countries 
with weakening currencies and exchange gains on investments 
in countries with strengthening currencies (paragraph .147). 
The proposed linking of translation at current rate and 
restatement in units of general purchasing power of foreign 
statements has the effect of reducing the exchange losses that 
normally result from translating net investments in countries 
with weakening currencies at the current rate while at the 
same time leaving undiminished the exchange gains that 
normally result from translating net investments in countries 
with strengthening currencies at the current rate.

Translation of Inventory

.153 Numerous respondents to the Discussion Memorandum 
and Exposure Draft recommended that inventory carried at 
cost be translated at the current rate. Many of those 
recommendations were from supporters of the current rate or 
current-noncurrent methods. The Board rejected those 
methods for reasons given in paragraphs .129-.139. Others 
argued or implied that inventory should be considered a 
monetary asset because it is but one step removed from 
accounts receivable and will soon bring cash into the 
enterprise. That view is rejected not only because inventory is 
a nonmonetary asset (paragraph .127) but also because the 
monetary-nonmonetary distinction is not an appropriate 
criterion in this Statement for choosing the applicable rate.

.154 Several respondents who generally supported the 
monetary-nonmonetary or temporal methods recommended 
that inventory carried at cost — other than on a last in, first 
out (LIFO) basis — should be translated at the current rate. 
(Some respondents would apply the current rate to LIFO 
inventory.) The reasons they gave for that major exception to 
methods they otherwise supported was the need to reflect 
economic reality or the impracticality of applying historical 
rates to inventories.

.155 Certain advocates of the exception described in the 
preceding paragraph argued that translating inventory at 
historical rates distorts the dollar gross profit during an

Foreign Currency Transactions and Foreign
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inventory turnover period after a rate change. Related 
arguments given for reflecting economic reality by using the 
current rate were that inventory is exposed to exchange risk 
the same as a receivable and that deducting cost of goods sold 
translated at historical rates from operating revenue 
translated at the current rate produces inventory profits or 
paper profits i f  the foreign currency strengthens.

.156 Translating inventory carried at cost at the current rate 
departs from historical-cost-based accounting (paragraph 
.134). A desire to approximate replacement cost of inventory 
may underlie some arguments for using the current rate, 
which are similar to those used to support replacement cost 
methods. However, even if  the use of replacement cost were 
presently acceptable in principle, translating inventory cost in 
foreign currency at the current rate does not, except by 
coincidence, give a reasonable approximation of replacement 
cost for reasons given in paragraph .148. Nor does that 
translation method measure the exposure of inventory to rate 
changes because the basis of the exposure risk is unrecorded. 
The exchange exposure of inventory depends on its future 
selling price, not on its cost.

.157 Applying historical rates to inventory may result in a 
dollar gross profit on sales immediately after a rate change 
that differs from the dollar gross profit both on sales before 
the rate change and on sales after the inventory turnover 
period following the rate change. The Board believes that is 
the expected result of using the dollar as the unit of measure 
in concert with generally accepted accounting principles. 
That is, when selling prices change, matching historical cost 
of inventory with sales affects gross profit both in dollar 
statements of the parent company and in translated 
statements of foreign operations. For example, gross profit 
increases in the parent’s statements i f  cost of inventory is 
deducted from sales after a selling price increase, resulting in 
so-called inventory profits from inflation. In other words, 
the phenomenon criticized is a feature of historical cost 
accounting; translation of inventory at historical rates does 
not introduce that feature.

.158 The Board rejected in principle the proposal to 
translate inventory at the current rate for the reasons given in 
the preceding paragraphs. However, the Board recognized the 
practical aspects of applying historical rates to detailed 
inventory records and provided for the use of averages and
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other reasonable approximations as long as the result is not 
materially different from the result of following the 
standards of this Statement (paragraph .029). Translating all or 
part of an inventory at the current rate may under certain 
circumstances give a reasonable approximation of translation 
at historical rates.

Translation of Revenue and Expense Accounts

.159 The Board believes that the transaction method, rather 
than the closing rate method, should be used to translate 
revenue and expense accounts because it satisfies an objective 
of translation adopted by the Board, namely, to measure all 
transactions in a single unit of measure (dollars).

.160 The closing rate method, in contrast, is linked to the 
view that the foreign currency should be retained as the unit 
of measure, requiring at least two units of measure in an 
enterprise’s financial statements. Translating revenue and 
expenses at the closing rate retains the foreign currency as 
the unit of measure for transactions occurring during the year 
(including those previously reported for interim periods). I f  
the rate changes, dollar translations of prior local currency 
transactions during the current year are restated (updated) to 
reflect the new dollar equivalents of the transactions, and no 
exchange gain or loss on the current year’s transactions is 
separately recognized. Since the Board believes that the 
dollar, rather than the foreign currency, should be the unit of 
measure in translated statements, it  rejected the closing rate 
method.

EXCHANGE GA INS AND LOSSES

Foreign Currency Transactions

. 161 The Board concluded that an exchange gain or loss shall 
be recorded when a rate change occurs because (a) when the 
rate changes, certain assets and liabilities should be adjusted 
to reflect the new rate (paragraph .007(b)), (b) the resulting gain 
or loss is not an adjustment of the cost of an asset acquired in 
a foreign purchase or of the revenue recorded in a foreign sale 
(that is, the Board rejected the so-called one-transaction 
view), and (c) other methods of deferring recognition of the 
gain or loss are also unacceptable (paragraphs .163-.166).
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.162 The Board also concluded that the accounting 
treatment specified in paragraph .017 offers more practical 
implementation than does a one-transaction view. Current 
recognition of an exchange gain or loss does not require, as 
does the one-transaction view, the tracing of exchange gains 
or losses on foreign currency payables or receivables to 
related assets, revenue, or expenses. Another implementation 
problem under the one-transaction view is that a purchase or 
sale of goods or services may take place in one accounting 
period and an exchange gain or loss on the related payable or 
receivable may occur in a subsequent period.

.163 Other alternative answers considered and rejected were 
(1) to record an exchange gain or loss when payables or 
receivables are settled, (2) to record an exchange gain or loss 
when the rate changes more than a specified percentage from 
the rate previously used, and (3) to record no gain or loss if  
the rate change is likely to reverse.

.164 The Board views an enterprise that holds foreign 
currency or has a receivable or a payable denominated in 
foreign currency as being in a special situation, namely, the 
enterprise is subject to a gain or loss solely as a result of a 
rate change. Accordingly, when the rate changes, an exchange 
gain or loss resulting from the adjustment of accounts 
denominated in foreign currency should be immediately 
included in the determination of net income to report 
properly the results of that situation at the time it  occurs. 
Financial statement users are thus informed of the results of 
a rate change in the period of change rather than at 
conversion or settlement in a later period, which may be 
several years after the rate change for certain receivables and 
payables. Methods that involve amortizing exchange gains or 
losses also fail to recognize the effect of a rate change in the 
period of occurrence and are, therefore, also rejected 
(paragraphs .173-.182).

.165 The Board considered and rejected the possibility of 
recording exchange gains and losses only i f  the rate changes 
more than a specified percentage. The allowable percentage 
range chosen, within which rates might fluctuate without 
affecting the financial statements, would of necessity be 
arbitrary. A more serious weakness in the proposal is that, 
since even a relatively minor change in rate can sometimes 
have a material impact on the financial statements, depending 
on the size of an enterprise’s exposed position in the foreign
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currency, the method may ignore material effects of rate 
changes. Therefore, the Board concluded that the rate at the 
balance sheet date should be used.

.166 The Board also considered and rejected the view that an 
exchange gain or loss should be deferred if  the rate change 
that caused it is likely to reverse. The argument is that to 
recognize gains and losses from all rate changes in 
determining net income creates needless fluctuations in 
reported income by reporting exchange gains and losses that 
are cancelled by reversals of rate changes. The Board rejected 
the underlying argument and its implication for accounting 
(paragraphs .196-.199). The proposal is also incapable of prac
tical application. First, it requires distinguishing rate changes 
that will reverse from those that will not. Second, it re
quires predicting the changes in an enterprise’s exposure to 
rate changes between the time of a rate change and the time 
of its reversal. And third, it  requires an arbitrary time lim it to 
prevent rate changes from being ignored indefinitely. The 
proposal contains no objective basis for accounting 
measurement.

Foreign Statements

.167 In concept, exchange gains or losses from translating 
foreign statements are the direct effects, measured in dollars 
on existing assets and liabilities at the dates rates change, that 
are attributable solely to rate changes between the foreign 
currency and the dollar.

.168 In practice, however, the exchange gain or loss is 
usually determined at the close of a period by translating 
both the ending balance sheet and income statement 
accounts at the rates required by the translation method 
(that is, current or historical rates for assets and liabilities and 
weighted average rate for most revenue and expenses). When 
the translation is completed and the net income less 
dividends in dollars is added to the beginning dollar balance 
of retained earnings, the sum of those amounts will usually 
not equal the ending dollar retained earnings shown in the 
translated balance sheet. The difference is the exchange gain 
or loss from translating foreign statements.

.169 Applying the translation procedures for foreign state
ments (paragraphs .011-.014) results in an appropriate meas
ure in dollars of the net income of a foreign operation 
consistent with the objective of translation. However, the 
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method in practice of calculating the exchange gain or loss 
from translating foreign statements, as described in paragraph 
.168, may sometimes include in exchange gains or losses other 
gains or losses from market price changes. For example, an 
enterprise that uses the dollar as its unit of measure acquires 
securities that it  accounts for at current market price, and 
those securities’ prices are stated in foreign currency. Since 
the cost of the securities acquired and subsequent changes in 
market price are recorded in dollars (not in foreign currency), 
following the procedures required by paragraphs .007(a) and 
.007(c), the accounting does not produce exchange gains and 
losses as described in paragraph .016. In the Board’s view, it is 
unnecessary in measuring and recording transactions and 
events in dollars to distinguish between the effect of changes 
in the foreign market price of a security and changes in the 
market price of the foreign currency itself, even i f  that 
distinction can be made. To meet the objective of translation 
(paragraph .009), the same result should be obtained in trans
lating similar securities presented in foreign statements. How
ever, the averaging and approximations permitted by this 
Statement can result in exchange gains and losses that include 
gains and losses properly attributable to other revenue and 
expense accounts. The procedures that would be required to 
segregate those other gains and losses from exchange gains 
and losses for purposes of this Statement’s disclosure 
requirements (paragraph .032) may not be practical. The Board 
accepted as reasonable the results determined by applying the 
requirements of paragraphs .011-.014 by the procedures de
scribed in paragraph .168.

.170 Some respondents to the Exposure Draft suggested that 
certain enterprises that carry investments in securities at 
current market price but do not include unrealized gains or 
losses on those investments in the determination o f  net 
income should be exempt from the requirement of paragraph 
.017 to include in the determination of net income exchange 
gains and losses relating to those investments.

.171 The Board concluded that if  unrealized appreciation or 
depreciation on investments is measured in dollars, the 
translation procedures required by this Statement do not 
produce exchange gains or losses that pertain thereto. 
Accordingly, the Board concluded that exemption for those 
enterprises was not necessary.

AC § 1083.170 C o p yrig h t ©  1975 by F in a n c ia l A ccoun ting  Standards Board



7661F ore ig n  C u rre n cy  T ransactions and F o re ign  
C urrency  F ina n c ia l S tatem ents

.172 The Board considered the following possible methods 
to account for exchange gains or losses in arriving at its 
conclusion stated in paragraph .017 :

a) Adjust cost of, or amortize over life of, assets carried at 
cost in dollars (assets translated at historical rates);

b) Amortize over remaining term of long-term liabilities;

c) Adjust stockholders’ equity;

d) Defer based on certain criteria;

e) Include immediately in the determination of net income.

Adjustment Related to Assets Carried at Cost

.173 One view to support accounting for exchange gains and 
losses as adjustments of the cost basis of assets is that the 
cost of an asset equals the total sacrifice required to discharge 
all related liabilities. Accordingly, if  a foreign operation has 
an exposed net liability position at the time of a rate change, 
the exchange gain or loss is an element of the cost of the 
related assets. That view is similar to a one-transaction 
perspective and is rejected for reasons similar to those in 
paragraphs .114 and .115.

.174 Another view is that an exchange loss that results from 
the combination of the strengthening of a foreign currency 
and an exposed net liability position is considered covered, in 
whole or in part, by assets carried at cost in foreign currency. 
Cover is the amount by which the foreign currency cost of 
those assets translated at the current rate exceeds their cost 
translated at historical rates (their cost in dollars). According 
to the argument, the covered loss should be deferred rather 
than included in determining net income when the rate 
changes. The reduction in income over the lives of the assets 
from amortizing the deferred loss on the net exposed liability 
position is considered to be at least offset by the effect of 
depreciation based on lower historical translation rates 
(lighter costs) that w ill be deducted over the assets’ lives from 
revenue (received in cash or receivables from sales) translated 
at the higher current rate.

.175 Likewise, an exchange gain that results from the 
combination of the weakening of a foreign currency and an
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exposed net liability position should be deferred under the 
cover approach to the extent required to offset the 
unrecognized potential loss on the assets translated at the 
historical rate. The potential loss represents the difference 
between translating the foreign currency costs of the assets at 
the higher historical rates and translating them at the lower 
current rate. The cover approach views translating the assets 
at historical rates as speculation about the assets’ ability to 
produce a product that will sell for an increased foreign 
currency selling price which, when translated at the lower 
current rate, will sufficiently cover the historical dollar cost 
of the assets. Amortization of the deferred gain over the life 
of the assets is, therefore, considered appropriate to offset the 
effect of depreciation based on higher historical rates (heavier 
cost) to be included in determining net income of later 
periods.
.176 The Board rejected the cover approach because it is 
essentially a procedure whereby a change that has occurred in 
the dollar measure of liabilities is deferred to be offset against 
a potential change in the future dollar value of assets carried 
at cost. That potential dollar value of the assets depends on 
foreign currency proceeds from sale or other disposition of 
the assets. Since changes in the values of assets carried at cost 
(for example, property, plant, and equipment) are not 
normally recognized under generally accepted accounting 
principles until the assets are sold, offsetting is accomplished 
under the cover approach by not including immediately in 
the determination of net income gains or losses on changes in 
the dollar measure of liabilities denominated in foreign 
currency. The argument for deferral is in effect that changes 
in the dollar measure of one item should not be recognized 
because changes in the dollar value of another item are not 
recognized. However, the Board believes that offsetting of 
that type is not proper under present generally accepted 
accounting principles that recognize certain gains and losses 
only at time of sale or other disposition. I f  offsetting is 
desirable at all, i t  should be accomplished by changing 
generally accepted accounting principles to recognize changes 
in the dollar value of items now carried at cost. However, to 
do so would require reconsideration of historical cost as a 
fundamental concept of accounting — a process that is 
beyond the scope of this Statement.

.177 The questionable result of offsetting recognizable gains 
and losses from changes in the dollar measurements of 
liabilities denominated in foreign currency against
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unrecognizable increases in the values of assets carried at cost 
in foreign currency is highlighted i f  the liability is paid but 
the asset remains unsold. For example, a rate change from 
FC1 = $1 to FC.80 = $1 occurs while a foreign operation has 
an exposed net liability position of FC80 and a depreciable 
asset with an undepreciated cost of FC100 and a remaining 
life of five years. The $20 loss on the exposed net liability 
position (FC80 ÷  .80 = $100; $100 -  $80 = $20) is covered 
because the foreign currency cost of the asset translated at 
the current rate ($125) exceeds the cost translated at the 
historical rate ($100) by $25, which is $5 more than the loss 
on the liabilities. Thus, under the cover approach, the full 
$20 loss can be deferred and amortized over the remaining 
five-year life of the asset. Using straight-line depreciation and 
amortization, the expense for each of the succeeding five 
years is $24 ($20 depreciation based on cost translated at the 
historical rate plus $4 amortization of the deferred loss). The 
added expense ($4 amortization of the deferred loss) is said 
to be necessary to offset the effect of matching light 
depreciation expense translated at historical rates against 
foreign currency revenue translated at the higher rate after 
the rate change.

.178 If, however, all liabilities outstanding at the time of the 
rate change are settled by the end of the second year, the loss 
has occurred, even to the satisfaction of those who believe 
that exchange gains and losses are unrealized until payment 
of liabilities and collection of receivables (paragraph .188). 
However, the result that is said to justify the cover 
approach — matching of the increased expense from adding 
the annual amortization of the deferred loss against the 
increased revenue from translating current sales at the new 
higher rate — cannot be achieved unless the loss is deferred 
and amortized after it  has been realized.

.179. The cover approach appears to be based on the 
presumption that a rate change may be expected to affect 
future earnings in a way that offsets an exchange gain or loss 
related to an exposed net liability position. The Board 
believes that future impacts of rate changes should be 
reflected in the future and not anticipated by deferring an 
exchange gain or loss.

.180 Another apparent assumption of the cover approach is 
that future revenue generated by the assets carried at cost 
will be in the same currency as the exposed net liability 
position. That may not be valid for many foreign operations.

Foreign Currency Transactions and Foreign
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Adjustment Related to Life of Long-Term Liabilities

.181 Another method that has been suggested would lim it 
deferral of exchange gains or losses from an exposed net 
liability position to amounts associated with long-term 
liabilities denominated in foreign currency. The amount 
deferred would be amortized over the remaining term of the 
long-term liabilities, in effect accounting for the deferred 
exchange gain or loss as an adjustment of financing costs 
(interest expense). The Board rejected the method because of 
the Board’s basic view (stated in paragraph .164) that the gain 
or loss results solely from the rate change and to recognize it 
in other periods obscures what has occurred. Furthermore, 
the method masks the economic difference in the source 
(denomination) of financing. That is, foreign currency 
denominated debt has an exchange exposure that dollar 
denominated debt or equity financing does not. Spreading 
the result of the exposure over the future rather than 
recognizing it in full when a rate changes fails to contrast an 
economic difference between financing denominated in 
foreign currency and dollar borrowings or equity financing.

.182 The Board considered the argument that management 
assesses the likelihood of rate changes and differences in 
interest rates between countries in deciding to borrow foreign 
currency rather than dollars or one foreign currency rather 
than another and that all or part of the effect on long-term 
debt of a rate change is, therefore, an added or reduced cost 
of borrowing a particular foreign currency. The Board does 
not deny that management may assess borrowing alternatives 
in that manner. To be consistent with that view, though, 
would require interest accruals over the life of the borrowing 
at the anticipated effective interest rate. However, the Board 
concluded that it is inappropriate to attempt to account 
currently for the expected effect of future rate changes on 
interest and principal payments. The Board also concluded 
that adjusting translated long-term debt by the amount of the 
related exchange gain or loss at the time of a rate change and 
spreading that gain or loss as an adjustment of interest 
expense subsequent to the rate change does not produce a 
result consistent with the expected effective interest rate at 
the date of the borrowing even if  the expectations about rate 
changes at the time of borrowing are realized. Therefore, the 
Board rejected the proposal.
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Adjustment to Stockholders' Equity

.183 Certain respondents to the Discussion Memorandum 
and Exposure Draft suggested that exchange gains or losses 
be accounted for as adjustments of stockholders’ equity. The 
Board rejected that method because it believes that a gain or 
loss resulting from an exposure to rate changes should be 
included in the determination of net income in accordance 
with the all-inclusive income statement presently required of 
most enterprises by generally accepted accounting principles.
A foreign investment exposes a U.S. company to the effects 
of rate changes which can be economically beneficial or 
detrimental. The Board believes that those benefits or 
detriments should be reflected in the determination of net 
income at a time and in a manner that is consistent with 
generally accepted accounting principles.

Deferral Based on Certain Criteria

.184 The following criteria were suggested for deferring 
exchange gains or losses:

a) Realization;

b) Conservatism;

c) Likelihood of reversal of rate change;

d) The effect on future income of rate change.

.185 It  was suggested that exchange gains or losses be 
deferred based on the criterion of realization. Realized gains 
and losses should be recognized immediately while unrealized 
gains and (possibly) losses should be deferred until realized.
Chapter 12 of ARB No. 43 [section 1081] permitted different 
accounting treatment for realized and unrealized exchange gains 
and losses but gave no guidance on how to distinguish them. In 
the Board’s view, the distinction between realized and 
unrealized exchange gains and losses is a questionable 
concept for the purpose of translation as well as a difficult 
concept to implement.

.186 The concept of realization usually applied in 
accounting pertains to conversions of other assets into cash 
or receivables. I t  usually applies to conversion of inventory 
but is also applied to assets such as marketable securities, 
property, plant, equipment, and certain intangible assets. A
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sale of an asset is the most common basis of realization in 
accounting.

.187 That meaning of realization is preserved i f  transmission 
of funds (for example, dividends) from a foreign operation to 
a domestic operation is the event that determines realization 
of exchange gains and losses from translating foreign 
statements, but that narrow view of realization is not 
particularly useful. First, it is questionable how transmission 
of funds causes an exchange gain or loss to be realized. For 
example, an exchange gain that results from translating a 
foreign operation’s exposed net liability position cannot be 
reasonably associated with a dividend remittance. Likewise, 
an exchange gain that results from translating a foreign 
operation’s exposed net asset position that primarily reflects 
accounts receivable cannot be reasonably associated with a 
dividend remittance if  the foreign currency collected on 
settlement of the receivables is used to purchase other assets. 
Second, if  remittance of dividends is the criterion for 
realization in translation of foreign statements, all of a 
foreign operation’s unremitted earnings must be considered 
unrealized. That interpretation requires investments in 
foreign operations to be carried at cost and largely invalidates 
consolidation of foreign operations. I t  therefore is rejected.

.188 The suggestion by some respondents to the Discussion 
Memorandum and Exposure Draft that realization of 
exchange gains and losses should be based on spending cash, 
collecting receivables, and paying liabilities is the opposite of 
the usual concept of realization, namely, converting assets 
into cash or receivables. Converting cash into other assets is 
usually called a purchase and does not constitute realization 
in any accepted sense of the word. Moreover, it is generally 
impracticable to determine whether or not a given 
transaction converts a previously unrealized gain or loss into 
a realized gain or loss. Under the proposed realization test, 
not all collections of receivables or payments of liabilities are 
bases of realization but only collections or payments of 
receivables and payables that were in existence at the date of 
a rate change. Similarly, not all cash spent realizes previously 
unrealized exchange gains or losses but only the spending of 
cash held at the time of a rate change. The problem was 
complicated when rate changes were official devaluations or 
revaluations. Floating rates increase the complexity. The 
Board believes that attempting to base realization of exchange 
gains and losses on cash disbursements and collections and
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settlements o f receivables and payables would involve 
unreasonable e ffo rt to  make a distinction between realized 
and unrealized gains or losses fo r which the Board sees no 
theoretical justification.

.189 Another suggestion is that unrealized exchange gains 
should be deferred based on the criterion o f conservatism. 
The Board believes that although the concept o f conservatism 
may be appropriate in  other areas o f accounting, its 
application to  exchange gains and losses is inappropriate.

.190 Conservatism is a way o f dealing w ith  uncertainty and 
is intended to avoid recognizing income on the basis o f 
inadequate evidence that a gain has occurred. The Board 
believes that a rate change in  a foreign exchange market 
provides sufficient objective evidence o f the occurrence o f a 
gain or loss to  warrant changes in  the dollar carrying amounts 
o f cash, receivables, payables, and other assets and liabilities 
measured in foreign currency at current or future prices. To 
defer an exchange gain solely because i t  is a gain in effect 
denies that a rate change has occurred. Thus, the Board 
believes that even i f  i t  were feasible to  identify  unrealized 
gains, to defer recognition o f unrealized exchange gains while 
recognizing unrealized exchange losses is an unwarranted 
inconsistency in translation.

.191 The inconsistency o f deferring an exchange gain while 
recognizing an exchange loss is further illustrated by 
translation o f two accounts receivable from  the same 
customer, one from  a sale just before a rate change and the 
other from  a sale just afterwards. Both receivables are 
translated at the new rate after the rate change and are, 
therefore, treated as comparable. I f  the foreign currency 
weakens against the dollar, the unrealized exchange loss on 
the earlier receivable is recognized to  be conservative. 
Otherwise, the deferral o f the loss would have the effect 
o f increasing the dollar measure o f the receivable to the 
same amount as before the rate change. If,  however, 
the foreign currency strengthens against the dollar, the 
unrealized exchange gain on the same receivable is deferred, 
again to  be conservative. But the effect o f deferring the gain 
is to reduce the dollar measure o f the receivable to  the same 
amount as before the rate change. Therefore, the earlier 
receivable is no longer treated as comparable to the later one.

Foreign Currency Transactions and Foreign
Currency Financial Statements
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Moreover, the inconsistency is unwarranted because the 
dollar measure o f the earlier receivable is as objectively 
determinable as that o f the later receivable.

.192 The Board rejected the recommendation that exchange 
gains or losses be deferred i f  rates are like ly  to  reverse. That 
proposal is often a part o f both the realization and 
conservatism proposals because those proposals are often 
based on arguments that gains should no t be recognized 
because the related rate change m ight reverse before the gain 
is realized. But the proposal to  defer i f  rates are like ly to 
reverse raises separate issues because i t  depends on predicting 
rate changes in the future (paragraph .166). Given the high 
degree o f unpredictability o f exchange rates, the proposed 
method creates a situation in which operating results are 
misstated simply through errors in forecasting. A  procedure 
o f that type invariably causes divergent decisions about the 
movements o f rates. In addition, to determine how much o f 
an exchange gain or loss w ill be reversed when the rate 
change reverses necessitates a forecast o f the financial 
position at the time o f the later rate change, which may be 
another extremely uncertain variable. In the Board’s 
judgment, the proposal is not practical.

.193 Another recommendation proposed is tha t accounting 
fo r exchange gains or losses vary depending on the like ly 
effect o f rate changes on future income. As pointed out in  
paragraph .107, the future effects o f rate changes may vary 
widely, and the effects are uncertain. The Board believes i t  
inappropriate to  in ject forecasting o f future effects in to  the 
accounting fo r exchange gains or losses.

Additional Factors Considered

.194 An additional factor in the Board’s decision to include 
exchange gains or losses in the determination o f net income 
at the time o f a rate change is that deferral approaches 
generally raise significant questions o f implementation. For 
example, should amounts deferred be determined on a global 
basis, currency-by-currency, country-by-country, foreign- 
operation-by-foreign operation, or some other basis? I f  
exchange gains or losses are aggregated on a global basis, most 
suggested amortization approaches become exceedingly 
complex, i f  not impractical, fo r a company w ith  numerous 
foreign operations to apply. N o t aggregating on a global basis 
can result in exchange gains being included in the
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determination o f net income at the time o f a rate change and 
exchange losses being deferred, or vice versa, depending on 
the deferral method employed.

.195 Another factor that supports including exchange gains 
or losses in the determination o f net income at the time o f a 
rate change is that after a rate change operating revenue 
(other than amortization o f deferred income) as well as other 
cash receipts and disbursements are translated at the current 
rate. To recognize the effect o f a rate change on current 
transactions (by reporting in the translated statements an 
increased or decreased dollar equivalent fo r the transactions) 
when they occur and yet defer the effect o f a rate change on 
past unsettled transactions (fo r example, receivables from  
previously reported sales) places the enterprise in  the 
anomalous position o f having recognized the entire effect o f 
the rate change on a recent transaction while holding in 
suspense its effect on a previous transaction.

Rate Changes and Earnings Fluctuations

.196 Many respondents to  the Discussion Memorandum and 
Exposure D raft commented that to include exchange gains 
and losses in  determining net income when rates change 
would d istort reported net income or otherwise confuse 
readers o f the financial statements. Some o f those arguments 
were based on the assumption that rate changes would 
reverse. Some respondents to  the Exposure D raft presented 
examples showing how application o f the proposed standard 
would have caused reported income to fluctuate in recent 
years. Since many o f the rate changes did reverse, those 
comments, based on hindsight, argued that the proposed 
standard would have caused unnecessary fluctuations in their 
reported net income.

.197 The Board’s view has previously been indicated 
regarding the assumption that rate changes w ill reverse 
(paragraphs.166 and.192).

.198 In addition, the Board rejected the implication that a 
function o f accounting is to  minimize the reporting o f 
fluctuations. Past rate changes are historical facts, and the 
Board believes that users o f financial statements are best 
served by accounting fo r the changes as they occur. I t  is the 
deferring or spreading o f those effects, not their recognition 
and disclosure, that is the artific ia l process (see FASB

Foreign Currency Transactions and Foreign
Currency Financial Statements

A IC P A  Professional Standards AC § 1083.198



7670 Financial Accounting—General

Statement No. 2, “ Accounting fo r Research and 
Development Costs,” paragraph 54 [section 4211.54], and 
FASB Statement No. 5, “ Accounting for Contingencies,” para
graphs 64 and 65 [section 4311.64-.65]).

.199 In the Board’s opinion, readers o f financial statements 
w ill no t be confused by fluctuations in  reported earnings 
caused by rate changes. That view was supported by 
comments o f financial analysts who said they preferred to 
have exchange gains and losses accounted fo r when rates 
change. Exchange rates fluctuate; accounting should not give 
the impression that rates are stable.

INCOME TAX CONSEQUENCES OF RATE CHANGES

.200 The Board concluded that i f  an exchange gain or loss 
related to a foreign currency transaction o f a foreign 
operation is taxable in the foreign country, the related tax 
effect shall be included in the translated income statement 
when the rate change occurs. Inclusion is appropriate 
regardless o f the fact that the foreign operation’s exchange 
gain or loss may be partially or completely (fo r a dollar 
denominated asset or liab ility ) eliminated upon translation, 
because the rate change is the event that causes the tax effect 
in the foreign operation’s financial statements. The fact that 
the exchange gain or loss does not exist (or exists only 
partially) in dollars should in no way affect the accounting 
fo r the tax effect, which does exist in dollars.

.201 A  method has been proposed fo r measuring exchange 
gains or losses resulting from  translating foreign statements 
that in  effect would correct what some m ight consider an 
erroneous relationship o f translated tax expense to translated 
pretax income. Following the proposal, the exchange gain or 
loss would include the future tax effect in the translated 
financial statements o f using the historical rate fo r translating 
inventory, plant, and equipment. The resulting deferred tax 
accounts would be amortized as an adjustment o f tax 
expense as inventory and fixed assets are charged against 
operations.

.202 In  the Board’s opinion, the use o f historical rates to 
translate certain income or expense items (fo r example, cost 
o f goods sold and depreciation) does not require interperiod 
tax allocation. Tim ing differences, defined as “ differences 
between the periods in which transactions affect taxable 
income and the periods in which they enter in to  the

AC § 1083.199 C o p yrig h t ©  1975 b y  F in a n c ia l A ccoun ting  S tandards Board



determination o f pretax accounting income”  (paragraph 
13(e) of APB Opinion No. 11 [section 4091.12(e)]), do not arise
f r o m  t r a n s la t i n g  a s s e ts  o r  l i a b i l i t i e s  a t  h i s t o r i c a l  r a te s .  A c c o r d 

i n g l y ,  t h e  e f f e c t i v e  t a x  r a t e  i n  t h e  t r a n s la t e d  d o l l a r  s t a te m e n ts  

m a y  d i f f e r  f r o m  t h e  e f f e c t i v e  t a x  r a t e  i n  t h e  f o r e ig n  s ta te m e n ts .  
Applying historical rates may also change various other 
relationships in the translated dollar statements from  those in 
the foreign statements (fo r example, gross p ro fit 
percentages). However, the Board believes that is the 
expected result o f using the dollar as the un it o f measure in 
concert w ith  generally accepted accounting principles.

.203 The Board concluded that the existing authoritative 
literature (APB Opinion Nos. 11, 23, and 24 [sections 4091,
4095 and 4096]) provides sufficient guidance about whether de
f e r r e d  t a x e s  s h o u ld  b e  r e c o g n iz e d  f o r  e x c h a n g e  g a in s  o r  lo s s e s  

t h a t  r e s u l t  f r o m  a p p ly in g  t h e  r e q u i r e m e n t s  o f  t h i s  S ta te m e n t .

APB Opinions No. 23 a n d  24 [ s e c t io n s  4 0 9 5  a n d  4 0 9 6 ]  a p p ly  

b e c a u s e  e x c h a n g e  g a in s  a n d  lo s s e s  f r o m  t r a n s la t io n  o f  f o r e ig n  

s ta te m e n ts  a re  a n  in t e g r a l  p a r t  o f  m e a s u r in g  in  d o l la r s  t h e  u n 

d is t r i b u t e d  e a r n in g s  o f  f o r e ig n  s u b s id ia r ie s  a n d  in v e s te e s .

Foreign Currency Transactions and Foreign 7 6 7 1
Currency Financial Statements

FORW ARD EXCHANGE CONTRACTS

.204 A  forward contract is an agreement to exchange at a 
specified future date currencies o f d ifferent countries at a 
specified rate (the forward rate). The purpose o f a forward 
contract may be to hedge either a foreign currency 
commitment or a foreign currency exposed net asset or net 
liab ility  position or to speculate in anticipation o f a gain.

Hedge of Foreign Currency Exposed Net Asset or 
Net Liability Position

.205 The Board concluded that i f  a forward contract is 
intended to hedge an exposed foreign currency position, the 
gain or loss on the forward contract (determined by the
m e th o d  s p e c if ie d  in  p a r a g r a p h  .0 2 5 )  s h a l l  b e  in c lu d e d  in  d e t e r 

m in in g  n e t  in c o m e  c u r r e n t l y .  T o  r e c o g n iz e  t h e  g a in  o r  lo s s  

o n ly  a t  m a t u r i t y  o f  t h e  c o n t r a c t  c o u ld  r e s u l t  i n  b e n e f i t i n g  

( p e n a l i z i n g )  o n e  p e r io d ’ s in c o m e  b y  r e c o g n iz in g  a n  e x c h a n g e  

g a in  ( lo s s )  r e s u l t i n g  f r o m  t h e  t r a n s la t i o n  p ro c e s s  c u r r e n t l y  t o  

t h e  d e t r im e n t  ( b e n e f i t )  o f  a l a t e r  p e r io d ’ s in c o m e  w h e n  a  lo s s  

( g a in )  o n  t h e  f o r w a r d  c o n t r a c t  is  r e c o r d e d .

A IC P A  Professional Standards AC § 1083.205



7672 Financial Accounting—General

Speculative Contract

.206 An enterprise that uses a forward contract to  speculate 
exposes itse lf to risks from  movements in forward rates. 
Therefore, fo r reasons similar to those expressed in 
paragraphs .164-.166, the Board concluded that the gain or 
loss on the forward contract (determined by the method 
s t a t e d  in  p a r a g r a p h  .0 2 6 )  s h a l l  b e  in c lu d e d  in  d e t e r m in in g  n e t  

income currently as the value o f the contract changes.

Hedge of Identifiable Foreign Currency Commitment

.2 0 7  A l t h o u g h  t h e  B o a r d  r e je c t e d  t h e  o n e - t r a n s a c t io n  a p 

p r o a c h  a s  a  g e n e r a l  b a s is  f o r  t r a n s la t i o n  o f  f o r e ig n  c u r r e n c y  

t r a n s a c t io n s  ( p a r a g r a p h s  .1 1 4  a n d  .1 1 5 ) ,  i t  d e c id e d  ( f o r  t h e  

r e a s o n s  g iv e n  in  p a r a g r a p h s  .1 1 6 - .1 1 8 )  t h a t  t h e  d o l l a r  b a s is  o f  a  

foreign currency transaction shall be established at the 
transaction date. By rejecting the commitment date as the 
date fo r making that determination, the Board im p lic itly  
accepted a one-transaction view fo r an unrecorded future 
foreign currency transaction (that is, a commitment in 
foreign currency) fo r the period from  the commitment date 
to the transaction date. In other words, the effects o f rate 
changes between commitment date and transaction date are 
not separately identified and accounted fo r as exchange gains 
or losses; rather, they are included in the dollar basis o f the 
transaction.

.2 0 8  A number o f respondents to  the Exposure D raft 
opposed current recognition in income o f the gain or loss 
on a forward contract intended to hedge a future foreign 
currency transaction. In the ir view, the exposure to rate 
changes during the commitment period could (or should) be 
hedged by a forward contract, even though the accounting 
does not separately recognize the exposure on the 
commitment. They believe that to include a gain or loss on a 
forward contract that hedges a commitment in determining 
net income when rates change rather than to  include the gain 
or loss in the dollar basis o f the related transaction could 
benefit (penalize) one period’s income to  the detriment 
(benefit) o f a later period’s income. For example, a U.S. 
enterprise contracts w ith a U.S. customer to  sell fo r 
$1,000,000 certain equipment to  be delivered in 18 months. 
A t the same time the enterprise enters in to  a firm , 
uncancelable commitment w ith  a foreign company to 
manufacture the specified equipment fo r FC900,000 (equal
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to $900,000 at the existing current rate). Simultaneously, 
the enterprise enters in to  a forward contract to receive 
FC900,000 in 18 months. By so doing, the enterprise is 
viewed as having fixed its gross p ro fit on the transaction 
at $100,000 (ignoring premium or discount on the forward 
contract). I f  at a balance sheet date between the commitment 
date and the anticipated transaction date fo r receipt o f the 
equipment, the spot rate has changed from  FC1 = $1 to 
FC1 = $1.07, a gain o f $63,000 exists on the forward 
contract. However, the dollar price o f the equipment 
has also increased $63,000. I f  the gain on the forward 
contract is not deferred, the gross profit on the sale when 
recorded w ill be $37,000 rather than $100,000. Since the 
enterprise’s in ten t on entering in to  the forward contract was 
not to speculate in the forward market but to f ix  the 
equipment’s dollar cost at $900,000 and thus f ix  the gross 
p ro fit at $100,000, those respondents argued that the gain on 
the contract should be deferred un til the transaction date. On 
further consideration, the Board concluded that gains or 
losses on forward contracts that meet the conditions stated in 
paragraph .027 shall be deferred until the date the commitment 
is recorded (that is, the transaction date). The deferred gain 
or loss shall then be included in the dollar basis o f the 
transaction.

.209 The requirements in this Statement fo r measuring gains 
or losses on forward contracts represent a m odification o f 
the requirements proposed in the Exposure Draft. That draft 
proposed accrual o f the difference between the original 
market value o f an unperformed forward contract (zero) and 
its current market value. Stated another way, the difference 
between the contracted forward rate (or the forward rate last 
used to measure a gain or loss on the contract) and the 
forward rate available fo r the remaining m aturity o f that 
forward contract m ultip lied by the amount o f the forward 
contract is a gain or loss to  be included in determining net 
income.

.210 Certain respondents to the Exposure D raft questioned 
valuing a forward contract at current market value i f  the 
in ten t is to hold the contract to  m aturity to hedge a foreign 
currency receivable or payable. In their view, i t  is 
inconsistent to value, fo r example, a two-year contract at a 
forward rate because i t  is a forward contract and translate at 
the current rate the two-year foreign currency payable that is 
hedged.
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.211 The Board concluded that a gain or loss on a forward 
contract shall be determined on a basis consistent w ith  
management’s in ten t fo r entering in to  the contract. That is, 
the results o f a speculative forward contract should be 
determined by changes in its market value; the results o f a 
forward contract intended to hedge an identifiable foreign 
currency commitment or exposed net asset or net liab ility  
position should be accounted fo r in a manner consistent w ith 
the accounting fo r the related exposure. Therefore, the Board 
specified the procedures in paragraphs .023-.026.

.212 An alternative approach fo r a forward contract 
intended to hedge a specific foreign currency transaction fo r 
the period between transaction date and settlement date is to 
use the rate in the forward contract rather than the spot rate 
at the transaction date to  establish the related amounts 
payable o r receivable. Although a forward contract may lim it 
or eliminate exposure on a payable or receivable 
denominated in  foreign currency, the Board views such a 
forward contract as an independent transaction tha t should 
be accounted fo r separately. I t  also believes tha t the original 
discount or premium on a forward contract normally reflects 
an interest rate differential between two countries which 
should be recognized over the life  o f the contract i f  the 
contract hedges a foreign currency exposed net asset or net 
lia b ility  position. Further, since specific identification o f 
individual forward contracts w ith  related unsettled foreign 
currency transactions may not be readily ascertainable, the 
procedures specified by paragraph .023 are a more practical 
approach.

DISCLOSURE

.213 In reaching its conclusion regarding disclosures, the 
Board considered disclosures required by FASB Statement 
No. 1 as well as additional possible disclosures presented in 
the Discussion Memorandum.

.214 Since this Statement specifies a single accounting 
method fo r foreign currency translation, the Board 
concluded tha t the disclosure requirements as stated in  FASB 
Statement No. 1 are no longer appropriate.
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.2 1 5  P a r a g r a p h  .0 3 2  h e r e in  r e q u ir e s  d is c lo s u re  o f  th e  a g g re g a te  
exchange gain or loss included in the determination o f net 
income fo r the period. An exchange gain or loss does not 
measure, nor is i t  necessarily an indicator of, the fu ll 
economic effect o f a rate change on an enterprise. The 
d is c lo s u r e  r e q u i r e d  b y  p a r a g r a p h  .0 3 2  p r o v id e s  i n f o r m a t io n  t o  

users o f financial statements about the effects o f rate changes 
on certain assets and liabilities which may be useful in 
evaluating and comparing reported result o f operations.

.216 A  few respondents to  the Exposure D raft suggested 
that some components o f the aggregate exchange gain or loss 
(fo r example, gains and losses on unperformed forward 
exchange contracts) be separately disclosed. The Board 
concluded that since enterprises often manage and hedge 
their exchange exposure on an overall basis, separate 
disclosure o f any o f the components, particularly gains or 
losses on forward exchange contracts, should not be required.

.2 1 7  D is c lo s u r e  o f  g a in s  o r  lo s s e s  o n  f o r w a r d  e x c h a n g e  

c o n t r a c t s  t h a t  a re  d e f e r r e d  in  a c c o r d a n c e  w i t h  p a r a g r a p h  .0 2 7  

i s  n o t  r e q u i r e d  b y  p a r a g r a p h  .0 3 2 . T h e  B o a r d  re a s o n e d  t h a t  

those gains or losses are, in effect, offset by unrecorded 
exchange losses or gains on the related foreign currency 
commitments; therefore, separate disclosure would be 
inappropriate.

.2 1 8  The Exposure D raft (paragraph .020) contained a 
proposed requirement that the aggregate amount o f tax 
effects related to exchange gains or losses be disclosed. Some 
respondents to the Exposure D raft explained certain 
d ifficulties in determining the tax effects and pointed out 
that disclosure o f tax effects m ight im ply that the gain or loss 
was extraord inary— an implication contrary to the 
r e q u ir e m e n t  o f  p a r a g r a p h  2 3  o f  APB Opinion No. 30 [ s e c t io n  

2 0 1 2 .2 3 ]  t h a t  e x c h a n g e  g a in s  o r  lo s s e s  n o t  b e  r e p o r te d  as e x t r a o r 

d in a r y  i te m s .  O t h e r  r e s p o n d e n ts  s u g g e s te d  t h a t  o th e r  a c c o u n t in g  

p r o n o u n c e m e n t s  a l r e a d y  r e q u i r e d  e x p la n a t io n s  o f  u n u s u a l  

t a x  e f f e c ts  ( f o r  e x a m p le ,  APB Opinion No. 11 p a r a g r a p h  

6 3  [s e c t io n  4 0 9 1 . 6 2 ] ) .  T h e  B o a r d  c o n c lu d e d  th a t  th o s e  c o m m e n ts  

h a d  m e r i t ,  a n d ,  t h e r e fo r e ,  t h i s  S t a t e m e n t  d o e s  n o t  r e q u i r e  

d is c lo s u r e  o f  t h e  t a x  e f fe c ts  o f  e x c h a n g e  g a in s  o r  lo s s e s .

Foreign Currency Transactions and Foreign 7 6 7 5
Currency Financial Statements

.2 1 9  C e r t a in  r e s p o n d e n ts  t o  t h e  E x p o s u r e  D r a f t  p r o p o s e d  a n  

e x e m p t io n  f r o m  t h e  d is c lo s u r e  r e q u i r e m e n t s  o f  p a r a g r a p h  .0 3 2
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fo r certain enterprises whose principal business purpose is 
investing in foreign securities and that present those 
investments at current market price (determined by applying 
the current rate to the market price o f securities traded and 
quoted in foreign currency). They argued tha t i t  is 
impracticable and o f questionable usefulness fo r those 
enterprises to attempt to isolate the portion o f the change in 
market price measured in dollars that arises from  rate changes 
from  the portion that arises from  changes in foreign currency 
market prices.

•220 The Board concluded that exemption fo r those 
enterprises was not appropriate because the segregation 
described in paragraph .219 is not intended by paragraph .032 
o f this Statement (and was not intended in paragraph .020of 
the Exposure Draft). Exchange gains and losses as described 
in paragraph .016 do not include the effects of rate changes on 
assets (other than those denominated in foreign currency) 
carried at current prices measured in dollars. However, those 
effects should be considered, i f  practicable, in providing the 
disclosures required by paragraph .033 (see paragraph .223).

.221 Some respondents to the Exposure D raft stated that 
disclosing the exchange gain or loss from  an exposed net 
liab ility  position when the foreign currency strengthens 
would give the wrong signal (a loss) because the rate change is 
expected to have future beneficial effects. In the Board’s 
opinion, an exchange gain or loss neither is nor should be a 
signal o f the direction o f future operating results. An 
exchange gain or loss merely reflects the effect o f a rate 
change on a given financial position at a specific time. Other 
respondents indicated that other effects o f rate changes on 
reported results o f operations should be disclosed in addition 
to the disclosure o f exchange gains or losses.

.222 The Board acknowledges that more inform ation than 
disclosure o f exchange gains or losses is needed fo r an 
understanding o f the effects o f rate changes on the operating 
results o f an enterprise. Therefore, i t  modified paragraph .021 
o f the Exposure D raft in  paragraph .033 of this Statement.

.223 Paragraph .033 o f this Statement requires that, i f  
practicable, the effects o f rate changes on reported revenue 
and earnings be described and quantified. The Board 
concluded that a practicability qualification was necessary.
As indicated in paragraph .107, i t  may be d iffic u lt or 
impossible to  quantify the economic effects o f rate changes
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(fo r example, on selling prices, sales volume, and cost 
structures). In the Board’s opinion, disclosing only the 
mathematical effects o f translating revenue and expenses at 
rates d ifferent from those used in a preceding period could be 
misinterpreted i f  other significant direct and indirect 
economic effects o f rate changes on operations are not 
considered and disclosed. Thus, the Board concluded that 
since the effect o f rate changes on revenue and earnings 
cannot always be measured w ith sufficient precision, i t  could 
not require disclosures o f that type in all financial 
statements. The Board noted, however, that some companies 
have disclosed certain inform ation (not necessarily in 
financial statements) that might be interpreted as showing 
the effect o f rate changes on revenue and earnings. The 
Board’s intention is to encourage disclosures o f that kind if, 
in the opinion o f management, they provide useful 
inform ation. The Board believes that i f  that inform ation is 
disclosed in financial statements, a clear explanation o f the 
methods and underlying assumptions used to determine the 
amounts is also essential, as required by paragraph .033 of 
this Statement.

.224 The Board believes that management can best decide 
how inform ation about the effects o f rate changes on revenue 
and earnings should be described or quantified. The nature 
and extent o f foreign currency transactions or foreign 
operations o f enterprises vary, and that which is possible or 
appropriate for one enterprise may not be possible or 
appropriate fo r others. The purpose o f disclosure o f the 
effect o f rate changes in addition to exchange gains and losses 
is to assist financial statement users in understanding the 
financial effects o f rate changes on the reported results o f 
operations. Disclosing only exchange gains and losses i f  rate 
changes significantly affect reported revenue and earnings in 
a way or to an extent that can be determined would not, in 
the view o f the Board, comply w ith  the intent o f paragraph 
.033 of this Statement. The disclosures urged by that paragraph 
are not forecasts, but rather descriptions and estimates o f the 
effect on reported results o f operations o f rate changes that 
the Board believes w ill assist users in comparing recent results 
w ith  those o f p rior periods.

.225 Some respondents requested clarification o f the 
circumstances requiring an enterprise’s financial statements 
to be adjusted, fo r a change in rate subsequent to the date o f 
the financial statements. The Board concluded that financial
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statements should not be adjusted fo r rate changes after their 
date; however, disclosure may be necessary (paragraph .034). 
I f  the estimated effect o f a rate change is disclosed, the 
disclosure should include consideration o f changes in 
financial position from the date o f the financial statements to 
the date the rate changed. The Board recognizes that in some 
cases i t  may not be practicable to determine the changes in 
financial position; i f  so, that fact should be stated.

.226 The disclosure of geographical, or otherwise segmented, 
information on foreign operations is discussed in FASB State
ment No. 14 [section 2081], Financial Reporting fo r Segments 
of a Business Enterprise. [As modified, effective for financial 
statements for fiscal years beginning after December 15, 1976, 
and for interim periods w ith in those fiscal years, by FASB 
Statement No. 14.] (See section 2081.)

EXCHANGE RATES 

Multiple Rates

.227 The Board concluded that i f  m ultip le rates exist, the 
rate to be used to translate foreign statements should, in the 
absence o f unusual circumstances, be the rate applicable to 
dividend remittances. Use o f that rate expresses results o f 
operations in dollars in a more meaningful way than any 
other rate because the earnings can be converted in to  dollars 
only at that rate. Further, in translating an asset carried at a 
current price, the dividend rate measures the dollar amount 
that m ight be realized from sale o f the asset and remittance 
o f the proceeds and thereby establishes the asset’s value in 
dollars. In translating an asset carried at cost, the dividend 
rate at the time the asset was acquired measures the sacrifice 
made by the parent in foregoing a remission o f the 
local-currency cost o f the asset and thus establishes the 
asset’s dollar cost.

.228 The dividend rate measures the dollar sacrifice in all 
situations, including those involving multiple rates in which 
the foreign operation purchased an imported asset at a 
preferential or penalty rate. Before being used to pay for the 
imported asset, the local currency cash w ith which payment 
is made is translated at the dividend rate. That rate thus 
measures the translated cost of the asset. I f  the preferential 
or penalty rate, whichever applies, were used to translate the 
local currency cost of the asset, its translated cost would not 
represent the dollar sacrifice made.
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Differing Balance Sheet Dates

.229 I f  foreign statements o f an operation are as o f a date 
d ifferent from  that o f the enterprise and are combined or 
consolidated w ith  or accounted fo r by the equity method in 
the financial statements o f the enterprise, the Board 
concluded that fo r purposes o f applying the requirements o f 
this Statement, the current rate is the rate in effect at the 
foreign operation’s balance sheet date. The use o f that rate is 
necessary to present dollar measurements as o f that date.

.230 S o m e  re sp o n d e n t s  to  th e  E x p o s u r e  D r a f t  q u e s t io n e d  

th a t  c o n c lu s io n .  In  th e ir  v iew , u se  o f  a  fo re ig n  o p e r a t io n ’s 

f i n a n c ia l s ta te m e n ts  as o f  a  d a te  th a t  d if fe r s  f r o m  th a t  o f  the  

e n te rp r is e ’s f in a n c ia l  s ta te m e n ts  is  ju s t if ie d  o n l y  o n  th e  b a s is  

th a t  th o se  f in a n c ia l s ta te m e n ts  a p p ro x im a te  f in a n c ial 

s ta te m e n ts  as o f  th e  e n te rp r is e ’s y e a r  end . A c c o r d in g ly ,  th e y  

a rgue , th e  c u r re n t  ra te  s h o u ld  be  th e  ra te  in  e ffe c t  a t the  da te  

o f  th e  e n te rp r is e ’s f in a n c ia l  sta te m e n ts ,  n o t  th e  ra te  a t the  

d a te  o f  th e  fo re ig n  o p e r a t io n ’s f i n a n c ia l sta te m e n ts.

.2 3 1  P a r a g r a p h  4  o f  ARB No. 51 [ s e c t io n  2 0 5 1 .0 5 ] ,  “ C o n 

s o l id a t e d  F i n a n c ia l  S t a t e m e n t s , ”  s t a te s :

A  difference in fiscal periods o f a parent and a subsidiary 
does not o f itself ju s tify  the exclusion o f the subsidiary 
from  consolidation. I t  o rd inarily  is feasible fo r the 
subsidiary to  prepare, fo r consolidation purposes, 
statements fo r a period which corresponds w ith  or closely 
approaches the fiscal period o f the parent. However, where 
the difference is not more than about three months, i t  
usually is acceptable to use, fo r consolidation purposes, the 
subsidiary’s statements fo r its fiscal period; when this is 
done, recognition should be given by disclosure or 
otherwise to the effect o f intervening events which 
materially affect the financial position or results o f 
operations.

S i m i l a r l y ,  p a r a g r a p h  1 9 ( g )  o f  APB Opinion No. 18 [ s e c t io n  

5 1 3 1 . 1 9 ( g ) ]  s t a t e s :

I f  financial statements o f an investee are not suffic iently 
tim ely fo r an investor to  apply the equity method 
currently, the investor ord inarily  should record its share o f 
the earnings or losses o f an investee from  the most recent 
available financial statements. A  lag in reporting should be 
consistent from  period to period.

.2 3 2  R e c o n s id e r a t io n  o f  ARB No. 51 [ s e c t io n  2 0 5 1 ]  a n d  APB  
Opinion No. 18 [s e c t io n  5 1 3 1 ]  w a s  n o t  w i t h i n  th e  s c o p e  o f  th e  

p r o je c t  t h a t  le d  t o  t h e  is s u a n c e  o f  t h is  S ta te m e n t .  A c c o r d in g ly ,  th e

AC § 1083.232A IC P A  Professional Standards
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Board neither accepted nor rejected the view expressed in para
graph .230. However, the Board believes that i f  that view is appro
priate, the determination that the operation’s financial statements 
at other than the enterprise’s year-end are reasonable 
approximations o f its financial statements as o f the 
enterprise’s year-end should be based on dollar measurements 
(translated statements) and not local currency measurements 
(foreign statements). Using as the current rate a rate at a date 
other than the foreign operation’s balance sheet date could 
produce translated financial statements that are not in 
accordance w ith the requirements o f this Statement. For 
example, i f  between the date o f the foreign operation’s 
financial statements and the date o f the enterprise’s financial 
statements there have been changes in the foreign currency 
measure o f the foreign operation’s financial position (that is, 
to ta l assets and tota l liabilities) or the components thereof 
(fo r example, cash and inventory), including changes that 
may have occurred in anticipation o f a significant rate 
change, using the rate as o f the enterprise’s financial 
statements w ill no t result in financial statements fo r the 
foreign operation that reflect dollar measures o f financial 
position and results o f operations as o f either date.

.233 Certain respondents to the Exposure D ra ft expressed 
another view opposing the Board’s conclusion. In their view, 
using as the current rate a rate at other than the enterprise’s 
balance sheet date raises implemental issues in eliminating 
intercompany transactions i f  the rate has changed during the 
intervening period. The Board believes that those 
implemental problems are similar to  other implemental 
problems caused by intercompany transactions w ith in  the 
intervening period and, therefore, apparently can be 
accommodated in  the consolidation, combination, or equity 
accounting process.

.234 Another opposing view expressed in response to  the 
Exposure D ra ft was that using as the current rate the rate in 
effect at the foreign operation’s balance sheet date rather 
than the rate in effect on the date o f the enterprise’s balance 
sheet would be contrary to the principle underlying FASB  
Statement No. 5 [section 4311], “ Accounting for Contingencies,” 
if  an intervening rate change resulted in an exchange loss. 
According to  that view, the rate change causes an asset to be 
impaired or liab ility  incurred, and the amount o f the loss is 
known as o f the date o f the enterprise’s balance sheet. The 
Board believes tha t i f  foreign statements are as o f a date 
other than the balance sheet date o f the enterprise, the 
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term inology “ date o f the financial statement”  as used in
paragraph 8(a) of FASB Statement No. 5 [section 4311.08a] 
refers to the end of the most recent accounting period for 
which foreign statements are being combined, consolidated, or 
accounted for by the equity method.

.235 The Board believes that rate changes subsequent to 
the date o f a foreign operation’s balance sheet are similar to  
those subsequent to the date o f an enterprise’s balance sheet. 
Disclosure may be necessary, but the financial statements 
should not be adjusted (paragraph .034).

D EFERRED  INCOME TAXES

.236 The procedures set forth in this Statement (paragraph 

.050) for determining the amount of deferred taxes in a 
translated balance sheet represent a m odification o f the 
procedures proposed in the Exposure Draft. That draft 
proposed that all deferred tax charges or credits be translated 
at historical rates.

.237 Certain respondents to  the Exposure Draft questioned 
translation at historical rates i f  the net change method o f 
deferred tax allocation is followed. In their view, use o f 
historical rates requires that originating and reversing tim ing 
differences be distinguished fo r translation purposes—a 
requirement that is inconsistent w ith the net change method.
Under the net change method, a single computation is made 
at the current tax rate fo r the net effect o f both originating 
and reversing differences occurring during a period relating to 
a particular group o f similar tim ing differences. The method 
results in a balance o f deferred taxes that is a residual, that 
is, the difference between the deferred taxes originally 
recorded and subsequent reduction o f deferred taxes at 
d ifferent tax rates as tim ing differences reverse.

.238 Other respondents to  the Exposure Draft questioned 
translation at historical rates o f deferred income tax charges 
or credits applicable to tim ing differences on items translated 
at the current rate. In their view, that approach does not 
result in proper dollar measures o f deferred tax charges and 
credits relating to tim ing differences.

.239 The Board considered those views and the objective of 
translation (paragraph .006) and concluded that the procedures 
set forth in paragraph .050 should be followed. The Board
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b e l ie v e s  t h a t  t h o s e  p r o c e d u r e s  r e s u l t  i n  d e f e r r e d  t a x  c h a r g e s  

a n d  c r e d i t s  in  a  t r a n s la t e d  b a la n c e  s h e e t  t h a t  a re  c o n s is t e n t  

w i t h  t h e  r e q u i r e m e n t s  o f  APB Opinion No. 11 [ s e c t io n  4 0 9 1 ]  

a n d  t h e  o b je c t i v e  o f  t r a n s la t i o n .

EFFECTIVE DATE AND TRANSIT ION

.240 The Board concluded that because o f the various 
methods o f translation or o f recognition o f exchange gains 
and losses now followed in practice and because o f the 
complex nature o f the translation process, a prospective 
method o f transition is not feasible. The Board considered 
whether the transition should be by p rio r period restatement 
or by cumulative effect adjustment (the method specified in 
the Exposure Draft). The Board concluded tha t prior period 
restatement is the preferable method to provide useful 
inform ation about foreign currency transactions and foreign 
operations fo r purposes o f comparing financial data fo r 
periods after the effective date o f this Statement w ith  data 
presented fo r earlier periods.

.241 The Board recognizes, however, that the procedures 
called fo r by this Statement may sometimes d iffe r 
significantly from  procedures followed in previous periods. In 
addition, restatement requires the availability o f records or 
inform ation that an enterprise may no longer have or that its 
past procedures did not require. Therefore, i f  the effect o f 
the restatement on all individual periods presented cannot be 
computed or reasonably estimated, the cumulative effect 
adjustment method shall be used in accordance w ith  
paragraph .036.

.2 4 2  O n  c o n s id e r in g  a l l  c i r c u m s t a n c e s ,  t h e  B o a r d  ju d g e d  t h e  

e f f e c t i v e  d a te  s p e c i f ie d  in  p a r a g r a p h  .0 3 5  t o  b e  a d v is a b le .
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Appendix E 

GLO SSARY

.243 T h is  A p p e n d ix  de fines ce rta in  te rm s used and n o t
d e fin e d  elsew here in  th is  S ta tem en t.

A ttr ib u te : The q u a n tifia b le  ch a ra c te ris tic  o f an ite m  th a t is 
m easured fo r  a ccou n tin g  purposes. F o r exam ple , 
h is to ric a l cost and rep lacem en t co s t are a ttrib u te s  o f an 
asset.

C onve rs ion : The exchange o f one cu rre n cy  fo r  a no the r.

E n te rp rise : See R e p o rtin g  E n te rp rise .

E xposed N e t A sset P o s itio n : The excess o f assets th a t are 
m easured o r d en om ina ted  in  fo re ig n  cu rre n cy  and
tra n s la te d  a t th e  c u rre n t ra te  over lia b ilitie s  th a t are 
m easured o r d en om ina ted  in  fo re ig n  cu rre n cy  and
tra n s la te d  a t th e  c u rre n t ra te .

E xposed N e t L ia b ility  P o s itio n : T he excess o f lia b ilitie s  th a t 
are m easured o r d en om ina ted  in  fo re ig n  cu rre n cy  and  
tra n s la te d  a t th e  c u rre n t ra te  over assets th a t are
m easured o r d enom ina ted  in  fo re ig n  cu rre n cy  and
tran s la te d  a t th e  c u rre n t ra te .

F o re ig n  C u rre n cy : A  cu rre n cy  o th e r them th e  cu rre n cy  o f 
th e  c o u n try  be ing  re fe rre d  to ; a cu rre n cy  o th e r th an  the  
re p o rtin g  cu rren cy  o f th e  e n te rp rise  be ing  re fe rre d  to ; 
com posites o f cu rrencies, such as th e  S pecia l D ra w in g  
R igh ts  on  th e  In te rn a tio n a l M o n e ta ry  F und  (S D R s), 
used to  set p rices o r d en om ina te  am oun ts o f loans, e tc ., 
have th e  ch a ra c te ris tics  o f fo re ig n  cu rre n cy  fo r  purposes 
o f a p p ly in g  th is  S ta te m en t.

F o re ig n  C u r re n c y  F in a n c ia l S ta te m en ts : F in a n c ia l 
sta tem ents o f a fo re ig n  o p e ra tio n  th a t e m p lo y  as th e  
u n it o f m easure a cu rren cy  o th e r th an  th e  re p o rtin g  
cu rre n cy  o f th e  en te rp rise  being re fe rre d  to .

F o re ig n  C urrency T ra n sactio ns : T ransactions ( fo r  exam ple , 
sales o r purchases o f goods o r services o r loans payable  
o r rece ivab le ) w hose te rm s are sta ted  in  a cu rre n cy  o th e r 
th an  the  lo c a l cu rre n cy .
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F ore ig n  C u rren cy T ra n s la tio n : The process o f expressing  
am oun ts d enom ina ted  o r m easured in  one cu rre n cy  in  
te rm s o f a n o th e r cu rren cy  b y  use o f th e  exchange ra te  
betw een th e  tw o  cu rrencies.

F o re ig n  O p e ra tio n : A n  o p e ra tio n  w hose fin a n c ia l s ta tem ents  
are (a) com b ined  o r co n so lid a te d  w ith  o r accounted  fo r  
on  an e q u ity  basis in  th e  fin a n c ia l s ta tem ents o f th e  
re p o rtin g  en te rp rise  and (b ) p repared  in  a cu rre n cy  
o th e r th a n  th e  re p o rtin g  cu rre n cy  o f th e  re p o rtin g  
e n te rp rise .

F o re ig n  S ta tem en ts : See F o re ig n  C u rrency F in a n c ia l 
S ta tem ents.

L o c a l C u rre n cy : C urrency o f a p a rtic u la r c o u n try  being  
re fe rre d  to ; th e  re p o rtin g  cu rre n cy  o f a dom estic  o r 
fo re ig n  o p e ra tio n  be ing  re fe rre d  to .

R e p o rtin g  C u rre n cy : T he cu rre n cy  in  w h ic h  an en te rp rise  
prepares its  fin a n c ia l sta tem ents.

R e p o rtin g  E n te rp rise : A n  e n tity  w hose fin a n c ia l sta tem ents  
are be ing  re fe rre d  to ; in  th is  S ta te m e n t, those fin a n c ia l 
sta tem ents re fle c t (a ) the  fin a n c ia l s ta tem ents o f one o r 
m ore  fo re ig n  o pe ra tion s  b y  c o m b in a tio n , c o n s o lid a tio n , 
o r e q u ity  a cco u n tin g  a n d /o r (b ) fo re ig n  cu rre n cy  
tran sac tio n s .

S e ttle m e n t D a te : The date  a t w h ich  a rece ivab le  is  co lle c te d  
o r a payab le  is p a id .

S p o t R a te : The exchange ra te  fo r  im m e d ia te  d e live ry  o f 
cu rrenc ies exchanged.

T ra n sa c tio n  D a te : The date  a t w h ic h  a tra n sa c tio n  ( fo r  
exam ple , a sale o r purchase o f m erchand ise  o r services) 
is reco rded  in  accou n tin g  reco rds in  c o n fo rm ity  w ith  
g enera lly  accepted a cco u n tin g  p rin c ip le s .

T ra n s la tio n : See F o re ig n  C urrency T ra n s la tio n .

U n it o f M easure: T he  cu rre n cy  in  w h ich  assets, lia b ilitie s , 
revenue, and expenses are m easured.
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AC Section 1083-1
Translation o f Unamortized Policy 
Acquisition Costs by a Stock Life 
Insurance Company: An In terpretation  
o f Section 1083

[Source: FASB Interpretation No. 15.]
September 1976

INTRODUCTION

.01 The FASB has been requested to clarify the application of 
FASB Statement No. 8 [section 1083], “ Accounting for the Trans
lation of Foreign Currency Transactions and Foreign Currency 
Financial Statements,”  to the translation of the unamortized 
policy acquisition costs of a foreign stock life insurance company 
whose foreign currency financial statements are incorporated in 
the financial statements of an enterprise by consolidation, combi
nation, or the equity method of accounting. Policy acquisition 
costs include commissions paid to agents for selling policies and 
other costs that vary w ith  and are primarily related to the pro
duction of new business. The following three approaches have 
been suggested to the Board:

a. Unamortized policy acquisition costs are deferred charges and 
should be translated at historical rates. They represent ex
penses that have been incurred in  past transactions that are 
deferred and amortized in proportion to the related anticipated 
premium revenue.

b. Unamortized policy acquisition costs are in  the nature of 
long-term receivables and should be translated at the current 
rate. They represent past services paid for to receive future 
premium revenue and are recoverable from those future 
revenues.

c. Unamortized policy acquisition costs and the liab ility  for 
future policy benefits are so interconnected that they both 
should be translated at the current rate. Unamortized policy 
acquisition costs are classified on the balance sheet among 
assets as an accounting convention for separate disclosure but 
this method of disclosure does not change their fundamental 
nature of being an integral part of the liab ility  for future 
policy benefits.

In  addition, if  unamortized policy acquisition costs are translated 
at historical rates, the Board has been asked if  Statement No. 8

A C  § 1083-1.01A IC P A  Professional Standards
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[section 1083] requires that a “ reserve deficiency computation” 
be made in dollars.

.02 The FASB has not considered the specialized accounting 
practices for life  insurance companies. Those practices are spec
ified for stock life insurance companies by the A IC PA  Industry 
Audit Guide, “ Audits of Stock L ife  Insurance Companies.”  That 
Audit Guide requires that, because of their nature, unamortized 
policy acquisition costs should be classified as a deferred charge 
(page 74). The Guide also requires that unamortized policy 
acquisition costs be included in the computation of a deficiency, 
if  any, in the reserve 1 applicable to a block of insurance policies; 
any deficiency is corrected “ by a charge to earnings to increase 
reserves and/or reduce deferred acquisition expense” (page 87).

.03 FASB Statement No. 8 [section 1083] requires that asset and 
liab ility  balances representing cash and amounts receivable or 
payable that are denominated in a foreign currency shall be trans
lated into dollars at the current rate. A ll other asset and liab ility  
accounts measured in a foreign currency shall generally be trans
lated in a manner that retains their measurement bases; that is, 
accounts carried at prices in past exchanges shall be translated 
at historical rates and accounts carried at prices in current or 
future exchanges shall be translated at the current rate. The 
Statement also requires that existing U. S. generally accepted 
accounting principles be followed and specifies that translation 
should change only the unit of measure without changing the 
accounting principles.

INTERPRETATION

.04 According to the A IC P A  Industry Audit Guide, “ Audits of 
Stock Life Insurance Companies,”  unamortized policy acquisition 
costs of a stock life insurance company are deferred charges under 
present generally accepted accounting principles. Because FASB  
Statement No. 8 [section 1083] relies on generally accepted ac
counting principles, which for stock life insurance companies are 
set forth in the Aud it Guide, those costs shall be translated at 
historical rates.

.05 Present generally accepted accounting principles require 
that a stock life  insurance company recognize a loss represented 
by a reserve deficiency as a charge to current earnings (see para-

1 The A ud it Guide uses the term “ reserve”  to  describe the actuarially 
determined liab ility  fo r future benefits on insurance policies in force. Because 
that term has a special meaning in the insurance industry, i t  is also used in 
this Interpretation in referring to that liability.

AC § 1083-1.02 C o p y rig h t ©  1976, A m erican  In s t itu te  o f C e rtif ie d  P u b lic  A ccountants, I n c.



Translation of Unamortized Policy Acquisition Costs 7687

graph .02 above). FASB Statement No. 8 [section 1083] requires 
that the dollar financial statements be in conformity w ith gen
erally accepted accounting principles. Accordingly, computation 
of a reserve deficiency shall be made in dollars after translation 
of the unamortized policy acquisition costs at historical rates and 
the liab ility  for future policy benefits at the current rate. Com
putation of a reserve deficiency in dollars may require a charge 
(or an increased charge) to current earnings in the dollar state
ments for a reserve deficiency even though no such charge is 
required in the foreign statements. I t  may also require a charge 
to current earnings in the foreign statements to be reversed in 
whole or in part in preparing the dollar statements if  the trans
lated charge to current earnings exceeds the reserve deficiency 
computed in dollars. (See paragraph 14 of Statement No. 8 
[section 1083.014].)

EFFECTIVE DATE AND TRANSITION

.06 This Interpretation shall be effective for all unamortized 
policy acquisition costs reported in financial statements for an
nual and interim periods ending after December 15, 1976, except 
that it  shall not be applied prior to in itia l application of FASB  
Statement No. 8 [section 1083]. Earlier application is encouraged 
in financial statements for annual and interim periods ending 
before December 16, 1976 that have not been previously issued. 
I f  in itia lly  applied concurrently w ith  the in itia l application of 
FASB Statement No. 8 [section 1083], this Interpretation shall be 
applied in the same manner as the in itia l application of that 
Statement. Enterprises that have adopted Statement No. 8 [sec
tion 1083] prior to the effective date of this Interpretation and 
that have reported unamortized policy acquisition costs differently 
from the requirements of this Interpretation are encouraged to 
apply this Interpretation in  the same manner as they in itia lly  
applied Statement No. 8 (see paragraphs 35 and 36 of the State
ment [sections 1083.035 and 1083.036]), but if they choose not 
to do so, those enterprises shall report the cumulative effect of 
applying this Interpretation in  the year that it  is adopted in the 
manner required by APB Opinion No. 20 [section 1051], “ Ac
counting Changes,”  and FASB Statement No. 3 [section 2072], 
“ Reporting Accounting Changes in Interim  Financial Statements.”

  The next page is  7689. 
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Applying the Lower o f Cost or M arket Rule 
in Translated Financial Statements:
An Interpretation o f Section 1083

[Source: FASB Interpretation No. 17.]
February 1977

AC Section 1083-2

INTRODUCTION
.01 The FASB has been asked to clarify the determination of 
market when applying the rule of cost or market, whichever is 
lower, in translated financial statements. The FASB also has 
been requested to clarify the manner of reporting a write-down 
of inventory resulting from application of that rule in the trans
lated financial statements.

.02 FASB Statement No. 8 [section 1083], “ Accounting for the 
Translation of Foreign Currency Transactions and Foreign Cur
rency Financial Statements,”  relies on existing U. S. generally 
accepted accounting principles which for purposes of pricing in
ventories are set forth in Chapter 4, “ Inventory Pricing,” of ARB  
No. 43 [section 5121]. Chapter 4 [section 5121] specifies that in
ventory should be stated at cost or market, whichever is lower. To 
ensure that inventory in the translated statements conforms to 
that rule, paragraph 14 of Statement No. 8 [section 1083.014] 
requires that the rule of cost or market, whichever is lower, be ap
plied in dollars.1

.03 Appendix A  of FASB Statement No. 8 [section 1083], ex
plains and illustrates how to apply the rule of cost or market, 
whichever is lower, in translated financial statements. Paragraph 
46 of Statement No. 8 [section 1083.046] states that “ to apply the 
rule of cost or market, whichever is lower (as described in State
ment 6 of Chapter 4, ‘Inventory Pricing,’ of ARB No. 43 [section 
5121.08—.10]), translated historical cost shall be compared w ith 
translated market.”

.04 Statement 6 of Chapter 4 of ARB No. 43 [section 5121.08— 

.10] is as follows:

As used in the phrase lower of cost or market . . . the term market
means current replacement cost (by purchase or by reproduction,
as the case may be) except that: 1

1 For convenience, both FASB Statement No. 8 [section 1083] and this 
Interpretation assume that the translated financial statements are prepared 
using the U. S. dollar (dollar) as the unit of measure. See footnote 1 to 
FASB Statement No. 8 [section 1083].
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(1) Market should not exceed the net realizable value (i. e. esti
mated selling price in the ordinary course of business less reason
ably predictable costs o f completion and disposal); and
(2) Market should not be less than net realizable value reduced 
by an allowance for an approximately normal pro fit margin.

Although the above is referred to as the rule of cost or market, 
whichever is lower, the discussion of Statement 6 in Chapter 4 of 
ARB No. 43 [section 5121.08—.10] states that “ because of the 
many variations of circumstances encountered in inventory pric
ing, Statement 6 is intended as a guide rather than a literal rule.”

INTERPRETATION

.05 Because FASB Statement No. 8 [section 1083] relies on U. S. 
generally accepted accounting principles, translated market for 
inventory shall be determined in accordance w ith  the provisions 
of Chapter 4 of ARB No. 43 [section 5121]. When applying the 
literal rule of cost or market, whichever is lower, in translated 
financial statements, translated market shall be current foreign 
currency replacement cost translated at the current rate,2 except 
th a t:

a. Translated market shall not exceed foreign currency net realiz
able value translated at the current ra te ; 3 and

b. Translated market shall not be less than foreign currency net 
realizable value reduced by an allowance for an approximately 
normal profit margin translated at the current rate.4

.06 L iteral application of the rule of cost or market, whichever 
is lower, w ill require an inventory write-down 5 in dollar financial 
statements for locally acquired inventory6 i f  the value of the

2 In  the case of replacement by reproduction, certain elements of replace
ment cost (e. g., depreciation included in inventory) may need to be trans
lated at historical rates to determine translated market.

3 See footnote 2 above.
4In  the case of replacement by purchase, i f  normal profit margin is 

viewed as being other than gross profit margin, translation entirely at the 
current rate may not be appropriate. In  the case of replacement by repro
duction, i f  normal profit margin is viewed as other than gross profit margin, 
certain elements, in addition to those referred to in footnote 2, may need 
to be translated at historical rates.

5 As to interim  periods, paragraph 14(c) of APB Opinion No. 28 
[section 2071.14], “ In terim  Financial Reporting,”  states:

Inventory losses from market declines should not be deferred 
beyond the interim  period in which the decline occurs. Recov
eries of such losses on the same inventory in later interim periods 
o f the same fiscal year through market price recoveries should be 
recognized as gains in the later interim  period. Such gains should 
not exceed previously recognized losses. Some market declines 
at interim  dates, however, can reasonably be expected to be restored 
in the fiscal year. Such temporary market declines need not be 
recognized at the interim  date since no loss is expected to be 
incurred in the fiscal year.
6 An inventory write-down may also be required for imported inventory.
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foreign currency has declined in relation to the dollar between 
the date the foreign operation acquired its inventory and the date 
of the foreign operation’s balance sheet unless foreign currency 
replacement costs or selling prices have increased sufficiently so 
that translated market measured in dollars exceeds translated his
torical cost. Paragraphs .07—.09 illustrate literal application of 
the rule in dollars.

.07 Assume the fo llow ing:

a. When the rate is FC 1 =  $2.40, a foreign subsidiary of a U. S. 
company purchases a unit of inventory at a cost of FC 500 
(measured in dollars, $1,200),

b. A t the foreign subsidiary’s balance sheet date, the current 
rate is FC 1 =  $2.00 and the current replacement cost of 
the unit of inventory is FC 560 (measured in dollars, $1,120),

c. Net realizable value is FC 630 (measured in dollars, $1,260),

d. Net realizable value reduced by an allowance for an approxi
mately normal profit margin is FC 550 (measured in dollars, 
$ 1,100).

Because current replacement cost measured in dollars ($1,120) 
is less than translated historical cost ($1,200), an inventory 
write-down of $80 is required in the dollar financial statements.

.08 Assume the same information as given in the preceding ex
ample except that current replacement cost at the foreign sub
sidiary’s balance sheet date is FC 620. Because market measured 
in dollars (FC 620 X  $2.00 — $1,240) exceeds translated histori
cal cost (FC 500 X  $2.40 =  $1,200), an inventory write-down is 
not required in the dollar financial statements.

.09 As a further example, assume the same information given 
in paragraph .07 except that foreign currency selling prices have 
increased so that net realizable value is FC 720, and net realizable 
value reduced by an allowance for an approximately normal profit 
margin is FC 640. In  this case, because replacement cost meas
ured in dollars (FC 560 X  $2.00 =  $1,120) is less than net realiz
able value reduced by an allowance for an approximately normal 
profit margin measured in dollars (FC 640 X  $2.00 =  $1,280), 
translated market is $1,280. Because translated market ($1,280) 
exceeds translated historical cost (FC 500 X  $2.40 =  $1,200), an 
inventory write-down is not required in the dollar financial 
statements.
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.10 Disclosure of inventory write-downs that result from apply
ing the rule of cost or market, whichever is lower, is specified by 
ARB No. 43, Chapter 4, paragraph 14 [section 5121.14], as follows:

When substantial and unusual losses result from the application 
of this rule it  w ill frequently be desirable to disclose the amount 
of the loss in the income statement as a charge separately identified 
from the consumed inventory costs described as cost of goods sold.

Paragraph 16 of Statement No. 8 [section 1083.016] specifies that 
“ exchange gains or losses are a consequence of translation . . .” ; 
that is, “ they result from the procedures specified in paragraphs 
7(b) [section 1083.007(b)] and 11— 13 [section 1083.011—.013]. 
. . .”  Inventory write-downs are a consequence of applying the rule 
of cost or market, whichever is lower, in translated financial state
ments as required by paragraph 14 of Statement No. 8 [section 
1083.014] and, accordingly, are not exchange losses. Therefore, such 
inventory write-downs in translated financial statements shall not be 
included in the aggregate exchange gain or loss required to be 
disclosed pursuant to paragraph 32 of Statement No. 8 [section 
1083.032], but shall be reported in accordance w ith  paragraph 14 
of Chapter 4 of ARB No. 43 [section 5121.14] and, in addition, 
included in the disclosures made pursuant to paragraph 33 of 
Statement No. 8 [section 1083.033].

EFFECTIVE DATE AND TRANSITION

.11 The provisions of this Interpretation shall be effective for 
financial statements for annual and interim periods ending after 
March 15, 1977. Earlier application is encouraged in financial 
statements for annual and interim periods ending before March 
16, 1977 that have not been previously issued. This Interpreta
tion shall not be applied retroactively for previously issued an
nual or interim financial statements unless it  is being applied 
concurrently w ith in itia l application of FASB Statement No. 8 
[section 1083], in which case previously issued financial state
ments shall be restated in accordance w ith either paragraph 35 
or 36 of Statement No. 8 [section 1083.035 or 1083.036].

T he  n e x t page is  7711.
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AC Section 1084
Accounting for Forward 
Exchange Contracts
an amendment of section 1083 
[Source: FASB Statement No. 2 0 .]

December 1977
INTRODUCTION AND BACKGROUND INFORMATION

.01 Paragraph 27 of FASB Statement No. 8 [section 1083.027], 
“Accounting for the Translation of Foreign Currency Transac
tions and Foreign Currency Financial Statements,” specifies con
ditions that must be met to defer a gain or loss on a forward 
exchange contract ( forward contract). Paragraph 27 [section 
1083.027] states that:

. . .  a forward contract shall be considered a hedge of an identi
fiable foreign currency commitment . . ., provided all of the follow
ing conditions are met:

a) The life of the forward contract extends from the foreign 
currency commitment date to the anticipated transaction date 
. . .  or a later date. . . .

b) The forward contract is denominated in the same currency 
as the foreign currency commitment and for an amount that 
is the same or less than the amount of the foreign currency 
commitment.

c) The foreign currency commitment is firm and uncancelable.

W ith respect to the application of those conditions, the FASB 
has been asked:
a. Whether an enterprise may defer a gain or loss on a forward 

contract that is intended to hedge a commitment that was 
entered into before the effective date of FASB Statement No. 
8 1 [section 1083] even though the life of the forward contract 
does not extend from the commitment date.

b. Whether an enterprise may defer a gain or loss on a portion 
of a forward contract in excess of the related commitment to 
the extent that the forward contract is intended to provide 
a hedge of the commitment on an after-tax basis, i. e., to 
assure that the gain or loss on the forward contract offsets 
the effects of an exchange rate change on the foreign cur
rency exposure related to the commitment, after considering 
the net related tax effects.

1 For purposes of this Statement, the effective date of Statement No. 8 
[section 1083] means the date that an enterprise first applied the provisions 
of Statement No. 8 [section 1083].
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Hedging a Commitment Entered into before 
Section 1083 Became Effective
.02 By specifying that the life of a forward contract must ex
tend from the foreign currency commitment date, paragraph 
27(a) of FASB Statement No. 8 [section 1083.027(a)] would 
appear to preclude the deferral of a gain or loss on any forward 
contract entered into after the commitment date. However, that 
was not the intent of the Board i f  a forward contract is intended 
to hedge a commitment entered into before the effective date of 
Statement No. 8 [section 1083]. Accordingly, the Board is speci
fying a transition period during which an enterprise may enter 
into a forward contract to hedge an existing commitment that 
was entered into before the effective date of Statement No. 8 
[section 1083]. For purposes of determining compliance w ith 
the conditions for deferral of a gain or loss, such a forward con
tract w ill be considered to have met the condition of paragraph 
27(a) [section 1083.027(a)] even though its life does not extend 
from the foreign currency commitment date.

Hedging on an After-Tax Basis

.03 Paragraph 24 of FASB Statement No. 8 [section 1083.024] 
states, “a gain or loss shall be deferred and included in the 
measurement of the dollar basis of the related foreign currency 
transaction if  the gain or loss pertains to a forward contract that 
is intended to be a hedge of an identifiable foreign currency 
commitment that meets the conditions described in paragraph 
27 [section 1083.027].”  The reason for that requirement is ex
plained in paragraphs 207 and 208 of Statement No. 8 [sections 
1083.207 and 1083.208].

.04 Paragraph 27 of FASB Statement No. 8 [section 1083.027] 
limits the deferral of a gain or loss on a forward contract to the 
gain or loss pertaining to the portion of the forward contract 
that is not in excess of the related commitment. Thus, any gain 
or loss pertaining to a portion of a forward contract in excess of 
the related commitment is included in the determination of net 
income currently. After consideration of the question of hedging 
on an after-tax basis, the Board has decided that paragraph 27 
of Statement No. 8 [section 1083.027] should be amended to 
require the deferral of a gain or loss on a portion of a forward 
contract in excess of the related commitment if  certain condi
tions have been met. Those conditions are specified in paragraph 
.10 of this Statement.

.05 An Exposure Draft of a proposed Statement on “Accounting 
for Forward Exchange Contracts” was issued on November 7,
1977. The Board received 30 letters of comment in response to 
the Exposure Draft, virtually all of which expressed agreement.
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.06 Some respondents recommended that the final Statement 
should include other amendments of FASB Statement No. 8 
[section 1083] in addition to the provisions in the Exposure 
Draft, including an amendment to permit the gain or loss per
taining to a hedge of a net monetary position on an after-tax 
basis to be determined by the method specified in paragraph 25 
of Statement No. 8 [section 1083.025]. The Board concluded 
that consideration of other possible amendments of Statement 
No. 8 [section 1083] should not delay the issuance of this State
ment and noted that the determination of the gain or loss per
taining to a hedge of a net monetary position on an after-tax 
basis by the method specified in paragraph 25 is not now pre
cluded by Statement No. 8 [section 1083.025].

.07 Some respondents questioned whether the requirement of 
the Exposure Draft to include the gain or loss pertaining to the 
portion of a forward contract that is intended to provide a hedge 
on an after-tax basis as an offset to the related tax effects is 
contrary to APB Opinion No. 11 [section 4091], “Accounting 
for Income Taxes.” The Board concluded that such a require
ment is not contrary to Opinion No. 11 [section 4091] and does 
not modify the disclosure requirements of paragraph 60 of that 
Opinion [section 4091.59]. However, the Board concluded that 
tax effects related to a hedge of a net monetary position should 
not be offset. The Board believes that w ith respect to a hedge 
of a commitment the requirement to offset a gain or loss against 
the related tax effects is consistent w ith paragraph 24 of FASB 
Statement No. 8 [section 1083.024], which requires a deferred 
gain or loss pertaining to a forward contract that is intended to 
hedge an identifiable commitment to be included as an adjust
ment of the dollar basis of the foreign currency transaction.
Further, the Board believes that w ith respect to a hedge of a 
net monetary position the requirement not to offset the related 
tax effects is consistent with the conclusion in paragraph 212 of 
Statement No. 8 [section 1083.212], which views such forward 
contracts as independent transactions.

.08 The Board has concluded that on the basis of existing data 
it  can reach an informed decision without a public hearing and 
that the effective date and transition specified in paragraphs .14 
and .15 are advisable in the circumstances.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

.09 For purposes of applying paragraph 27 of FASB Statement 
No. 8 [section 1083.027], a forward contract that is intended to 
hedge an identifiable foreign currency commitment entered into 
before the effective date of Statement No. 8 [section 1083] shall
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be deemed to have met the conditions specified in paragraph 
27(a) of Statement No. 8 [section 1083.027(a)] if  the life of 
the forward contract extends from a date prior to March 31,
1978 to the anticipated transaction date2 or a later date.3
.10 I f  the conditions of paragraph 27 of FASB Statement No. 8 
[section 1083.027] as amended are met, a gain or loss pertaining 
to a portion of a forward contract in excess of the related com
mitment shall be deferred to the extent that the forward con
tract is intended to provide a hedge on an after-tax basis. A 
gain or loss so deferred shall be included as an offset to the 
related tax effects in the period in which such tax effects are 
recognized.4 A gain or loss that has been offset against related 
tax effects shall not be included in the aggregate exchange gain 
or loss disclosure required by paragraph 32 of Statement No. 8 
[section 1083.032].

.11 A gain or loss pertaining to the portion of a forward con
tract in excess of the amount that provides a hedge on an after
tax basis shall not be deferred. Likewise, a gain or loss pertaining 
to a period after the transaction date of the related commitment 
shall not be deferred.

Amendments to Section 1083
.12 Paragraph 35 of FASB Statement No. 8 [section 1083.035] 
is amended to add the following as the last sentence:

For purposes of applying the provisions of paragraph 
.027(a) of this Statement, FASB Statement No. 20 [sec
tion 1084] provides a limited exception for forward 
contracts that are intended to hedge commitments en
tered into before the provisions of this Statement are 
initially applied.

.13 The words “and for an amount that is the same or less 
than the amount of the foreign currency commitment” in para
graph 27(b) of FASB Statement No. 8 [section 1083.027(b)] 
are deleted. The last two sentences of paragraph 27 of State
ment No. 8 [section 1083.027] are superseded by the following:

The portion of a forward contract that shall be ac
counted for pursuant to paragraph .024 is limited to the 
amount of the related commitment. I f  a forward con
tract that meets conditions (a) through (c) above ex
ceeds the amount of the related commitment, the gain

2 See footnote 9 of Statement No. 8 [section 1083.027].
3 See footnote 10 of Statement No. 8 [section 1083.027].
4 The requirement to offset such gains or losses against the related tax 
effects does not modify the disclosure requirements of paragraph 60 of 
APB Opinion No. 11 [section 4091.59].
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or loss pertaining to a portion of the forward contract in 
excess of the commitment shall be deferred to the extent 
that the forward contract is intended to provide a hedge 
on an after-tax basis. A gain or loss so deferred shall 
be included as an offset to the related tax effects in the 
period in which such tax effects are recognized. A gain 
or loss that has been offset against related tax effects 
shall not be included in the aggregate exchange gain or 
loss disclosure required by paragraph .032. A gain or 
loss pertaining to the portion of a forward contract in 
excess of the amount that provides a hedge on an after
tax basis shall not be deferred. Likewise, a gain or loss 
pertaining to a period after the transaction date of the 
related commitment shall not be deferred.

Effective Date and Transition

.14 This Statement shall be effective prospectively beginning 
January 1, 1978. Earlier application is encouraged in  financial 
statements for annual and interim periods ending before January 
1, 1978 that have not been previously issued. Previously issued 
annual or interim financial statements shall not be restated to 
comply with the provisions of this Statement.

.15 An enterprise that has hedged a foreign currency commit
ment w ith a forward contract that meets the conditions of para
graph 27 of FASB Statement No. 8 [section 1083.027] as 
amended, and, prior to March 31, 1978, has entered into a 
forward contract for an amount in excess of the related commit
ment shall defer the gain or loss on the amount of the excess 
that is intended to provide a hedge on an after-tax basis. Any 
gain or loss with respect to such excess that has been previously 
recognized in the determination of net income shall not be 
restated.

The provisions o f this Statement 
need not be applied to im

material items.
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Appendix A

EXAMPLE OF APPLICATION OF THIS STATEMENT

.16 The following example provides guidance for applying 
paragraphs .10 and .11 of this Statement.

General Assumptions

.17 Assume the following:

a. ABC Company and X Y Z Company, a w holly owned 
foreign subsidiary o f ABC Company, both have fiscal 
years ending December 31.

b. On November 1 ,  1978, when the exchange rate is FC1 = 
$1,XYZ Company enters in to  a commitment to  sell fo r 
FC2,120,000 on March 1, 1979 certain previously ac
quired and paid fo r assets having a cost o f FC1,720,000 
($1,720,000).

c. Foreign income is subject to  foreign taxes at the rate o f 
10 percent.

d. U.S. income is subject to  U.S. taxes at the rate o f 48 
percent.

e. XYZ Company w ill invest its undistributed earnings indefi
nitely. Accordingly, under the provisions of APB Opinion 
No. 23 [section 4095], “Accounting for Income Taxes— 
Special Areas,”  no U.S. income taxes are provided on XYZ 
Company’s undistributed earnings in ABC Company’s con
solidated financial statements.

f. The forward rate is FC1 = $1. (This example assumes 
that there is no premium or discount.)

.18 Given the above assumptions, i f  the exchange rate does not 
change, ABC Company’s reportable pre-tax p ro fit in dollars 
from  the transaction is $400,000 [$2,120,000 (FC2,120,000 x 
$1) selling price less $1,720,000 cost] and reportable after
tax p ro fit in  dollars is $360,000 [$400,000 pre-tax p ro fit less 
$40,000 (FC40,000 x  $1) foreign taxes].
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.19 Assume the same in fo rm a tion  as g iven in  paragraph .17 
and th a t th e  exchange ra te  changes o n  D ecem ber 3 1 ,  1978  to  
FC1 = $ .90  and th a t i t  rem ains unchanged th ro u g h  M arch 1 , 
1 9 7 9 . In  th is  case, A B C  C om pany’s re p o rta b le  p re -ta x  p ro f it  in  
d o lla rs  fro m  th e  tra n sa c tio n  is $ 18 8 ,0 0 0  [$ 1 ,9 0 8 ,0 0 0  
(F C 2 ,1 2 0 ,0 0 0  x  $ .9 0 ) se lling  p rice  less $ 1 ,7 2 0 ,0 0 0  c o s t] and  
re p o rta b le  a fte r-ta x  p ro f it  is  $ 1 5 2 ,0 0 0  [$ 1 8 8 ,0 0 0  p re -ta x  
p ro f it  less $36 ,00 0  (F C 4 0 ,00 0  x  $ .9 0 ) fo re ig n  ta x e s ].

.20 Assume fu rth e r th a t on Novem ber 1, 1978 A B C  Com pany 
ente red  in to  a fo rw a rd  c o n tra c t to  se ll fo rw a rd  F C 5 ,0 00 ,0 00  
fo r  d e liv e ry  on  M arch 1 , 1979  to  hedge X Y Z  C om pany’s 
co m m itm e n t on  an a fte r-ta x  basis and to  hedge a sp e c ific  
exposed m o n e ta ry  ite m  o f F C 1 ,0 00 ,0 00  o f A B C  C om pany. 
The a m o u n t o f a fo rw a rd  c o n tra c t necessary to  hedge th e  
sales co m m itm e n t in  fu ll on  an a fte r-ta x  basis is F C 4 ,0 00 ,0 00 , 
co m p u te d  b y  d iv id in g  th e  n e t fo re ig n  cu rre n cy  exposure o f  
F C 2 ,0 80 ,0 00  b y  52 p e rce n t (th e  co m p le m en t o f th e  U .S . 
incom e  ta x  ra te  o f 48  p e rce n t). In  o th e r w o rds, a fo rw a rd  
c o n tra c t o f F C 4 ,0 00 ,0 00  assures th a t th e  e ffe c ts  o f any ex
change ra te  change on  th e  fo re ig n  cu rre n cy  exposure  re la te d  
to  th e  c o m m itm e n t w ill be o ffs e t b y  th e  gain o r loss on  th e  
fo rw a rd  c o n tra c t, a fte r co ns ide rin g  th e  n e t re la te d  ta x  e ffe c ts . 
A ccord ing ly, pursuant to  paragraph .11 o f th is  Statem ent, 
A B C  C om pany ca n n o t d e fe r any gain o r loss p e rta in in g  to  th e  
p o rtio n  o f th e  fo rw a rd  c o n tra c t in  excess o f F C 4 ,0 00 ,0 00 . 
G iven th e  above assum ptions, an exchange ra te  change to  
FC1 = $ .90  on  D ecem ber 3 1 , 1 978  resu lts  in  th e  fo llo w in g :

G a in  on  fo rw a rd  c o n tra c t (d e te rm in e d  b y  
th e  m e th od  spec ified  in  paragraph 25 o f  
S ta tem en t No. 8 [section 1083.025]):

T o ta l fo rw a rd  c o n tra c t

Exchange ra te  change

G ain on  fo rw a rd  c o n tra c t

FC  5 ,00 0 ,00 0  

x  ($1  - $ .9 0 ) 

$ 500 ,00 0
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P o rtio n  o f gain de fe rra b le  as a hedge o f fo re ig n  
cu rre n cy  sales co m m itm e n t:

F o rw a rd  c o n tra c t FC 2 ,12 0 ,00 0

Exchange ra te  change x  ($1  - $ .9 0 )

G ain d e fe rra b le  as a hedge o f fo re ig n  
cu rre n cy  sales c o m m itm e n t $ 212 ,00 0

P o rtio n  o f ga in  d e fe rra b le  as a hedge o f th e  
n e t re la te d  ta x  e ffe c ts  (p u rsu a n t to  paragraph .10 
o f th is  S ta te m e n t):

F o rw a rd  c o n tra c t FC  1 ,88 0 ,00 0

Exchange ra te  change x  ($1  - $ .9 0 )

G ain d e fe rra b le  as hedge 
o f n e t re la te d  ta x  e ffe c ts $ 188 ,00 0

P o rtio n  o f gain to  be recogn ized in  p e rio d  
in  w h ich  exchange ra te  changes (p u rsu a n t to  
paragraph .11 o f th is  S tatem ent):

F o rw a rd  c o n tra c t FC  1 ,0 0 0 ,0 0 0

Exchange ra te  change

G ain to  be recogn ized  in  p e rio d  in  w h ich  
exchange ra te  changes

x  ($1  - $ .9 0 ) 

$ 1 00 ,000

C a lcu la tio n  o f n e t re la ted  ta x  e ffe c ts :

A m o u n t o f fo rw a rd  c o n tra c t in te n d e d  to  hedge  
th e  sales co m m itm e n t on  an a fte r-ta x  basis FC 4 ,00 0 ,00 0

Exchange ra te  change x  ($1  - $ .90 )

G ain on  fo rw a rd  c o n tra c t $ 400 ,00 0

U .S . incom e ta x  ra te 48%

U .S. incom e taxes a ttr ib u ta b le  to  th e  gain on  
th e  fo rw a rd  c o n tra c t 192 ,000

R e d u c tio n  o f fo re ig n  taxes in  d o lla rs  re s u ltin g  
fro m  exchange ra te  change (see b e lo w ) _________ 4 ,000

N e t re la te d  ta x  e ffe c ts  $ 188 ,000
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C a lcu la tio n  o f re d u c tio n  o f fo re ig n  taxes in  
d o lla rs  re s u ltin g  fro m  exchange ra te  change:

S e llin g  p rice FC 2 ,12 0 ,00 0

C ost 1 ,72 0 ,00 0

P re-tax p ro fit FC 400 ,00 0

F ore ign  ta x  ra te 10%

F ore ign  taxes FC 4 0 ,000

Exchange ra te  change X ($1  - $ .9 0 )

R e d u c tio n  o f fo re ig n  taxes in  d o lla rs  
re s u ltin g  fro m  exchange ra te  change $ 4 ,000

I f  the exchange rate  rem ains a t FC1 — $.90 through M arch 1, 
1979, pursuant to  paragraph 24 o f FASB Statement No. 8 [sec
tio n  1083.024], the deferred gain o f $212,000 w ou ld  be included  
in  the measurement o f the d o lla r basis o f the se lling  p rice  o f the 
assets on M arch 1, 1979. A lso, pursuant to  paragraph .10 o f th is  
Statem ent, the deferred gain o f $188,000 w ou ld  be inc luded  as 
an offset to  the re la ted  tax effects in  the  period  in  w hich such 
tax effects are recognized.

  T h e  n e x t page is  7731.    
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Accounting for Business Combinations
[Source: APB Opinion No. 16, as amended.]

Effective to account fo r 
business combinations in iti
ated a fte r October 31, 
1970, unless otherwise indi
cated 1

AC Section 1091

SUMMARY
Problem

.01 A  b u s in e s s  c o m b in a t io n  o c c u rs  w h e n  a  c o r p o r a t io n  
a n d  one  o r  m o re  in c o rp o ra te d  o r  u n in c o r p o ra te d  b u s in e sse s  
a re  b r o u g h t  to g e th e r  in t o  one  a c c o u n t in g  e n t i t y .  T h e  s in g le  
e n t i t y  c a r r ie s  o n  th e  a c t iv i t ie s  o f  th e  p r e v io u s ly  s e p a ra te ,  
in d e p e n d e n t e n te rp r is e s .

.02  T w o  m e th o d s  o f  a c c o u n t in g  f o r  b u s in e s s  c o m b in a 
t io n s — “ p u rc h a s e ”  a n d  “ p o o l in g  o f  in te r e s ts ” — h a v e  b e e n  
a c c e p te d  i n  p ra c t ic e  a n d  s u p p o r te d  i n  p ro n o u n c e m e n ts  o f  
th e  B o a r d  a n d  i t s  p re d e c e s s o r, th e  C o m m it te e  o n  A c c o u n t 
in g  P ro c e d u re . T h e  a c c o u n t in g  t r e a tm e n t  o f  a  c o m b in a t io n  
m a y  a f fe c t  s ig n i f ic a n t ly  th e  r e p o r te d  f in a n c ia l  p o s i t io n  a n d  
n e t  in c o m e  o f  th e  c o m b in e d  c o r p o r a t io n  f o r  p r io r ,  c u r r e n t ,  
a n d  f u t u r e  p e r io d s .

.03 T h e  D i r e c t o r  o f  A c c o u n t in g  R e s e a rc h  o f  th e  A m e r 
c a n  I n s t i t u t e  o f  C e r t i f ie d  P u b l ic  A c c o u n ta n ts  h a s  p u b lis h e d  
tw o  s tu d ie s  o n  a c c o u n t in g  f o r  b u s in e s s  c o m b in a t io n s  a n d  
th e  r e la te d  g o o d w i l l :  A c c o u n t in g  R e s e a rc h  S tu d y  N o . 5, A  
Critical Study of Accounting fo r Business Combinations, b y  
A r t h u r  R . W y a t t  a n d  A c c o u n t in g  R e s e a rc h  S tu d y  N o . 10, 
Accounting fo r Goodwill, b y  G e o rg e  R . C a t le t t  a n d  N o r m a n
O . O ls o n .2 T h e  tw o  s tu d ie s  d e s c r ib e  th e  o r ig in  a n d  d e v e lo p 
m e n t  o f  th e  p u rc h a s e  a n d  p o o l in g  o f  in te r e s ts  m e th o d s  o f  
a c c o u n t in g  f o r  b u s in e s s  c o m b in a t io n s .  T h e  s tu d ie s  a ls o  
c ite  th e  s u p p o r t in g  a u th o r i t a t iv e  p ro n o u n c e m e n ts  a n d  t h e i r  
in f lu e n c e s  o n  a c c o u n t in g  p ra c t ic e s  a n d  e v a lu a te  th e  e ffe c ts  
o f  p ra c t ic e s  o n  f in a n c ia l  r e p o r t in g .

Scope and Effect o f Section
.04 T h e  B o a r d  h a s  c o n s id e re d  th e  c o n c lu s io n s  a n d  

re c o m m e n d a t io n s  o f  A c c o u n t in g  R e s e a rc h  S tu d ie s  N o s . 5 * *
1 See paragraphs .97—.99.
2 Accounting research studies are not pronouncements of the Board 

or of the Institute but are published for the purpose of stimulating dis
cussion on important accounting matters.
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a n d  10, th e  d is c u s s io n s  o f  th e  n e e d  f o r  a n d  a p p ro p r ia te n e s s  
o f  th e  tw o  a c c e p te d  m e th o d s  o f  a c c o u n t in g  f o r  b u s in e s s  
c o m b in a t io n s ,  a n d  p ro p o s a ls  f o r  a l t e r n a t iv e  a c c o u n t in g  
m e th o d s . I t  h a s  a ls o  o b s e rv e d  th e  p re s e n t t r e a tm e n ts  o f  
c o m b in a t io n s  i n  v a r io u s  fo rm s  a n d  u n d e r  d i f f e r in g  c o n 
d it io n s .  T h e  B o a r d  e x p re s s e s  in  th is  s e c tio n  i t s  c o n c lu s io n s  
o n  a c c o u n t in g  f o r  b u s in e s s  c o m b in a t io n s .

.05 T h is  s e c tio n  c o v e rs  th e  c o m b in a t io n  o f  a  c o r p o r a 
t io n  a n d  one  o r  m o re  in c o r p o r a te d  o r  u n in c o r p o r a te d  b u s i
n e s s e s ; b o th  in c o r p o r a te d  a n d  u n in c o r p o r a te d  e n te rp r is e s  
a re  r e fe r r e d  to  i n  th is  s e c tio n  as c o m p a n ie s . T h e  c o n c lu 
s io n s  o f  t h is  s e c t io n  a p p ly  e q u a l ly  to  b u s in e s s  c o m b in a t io n s  
i n  w h ic h  one  o r  m o re  c o m p a n ie s  b e co m e  s u b s id ia r y  c o r p o r a 
t io n s ,  one  c o m p a n y  t r a n s fe r s  i t s  n e t  a sse ts  to  a n o th e r ,  a n d  
e a c h  c o m p a n y  t r a n s fe r s  i t s  n e t  asse ts  to  a  n e w ly  fo rm e d  
c o rp o r a t io n .  T h e  a c q u is i t io n  o f  som e  o r  a l l  o f  th e  s to c k  
h e ld  b y  m in o r i t y  s to c k h o ld e rs  o f  a  s u b s id ia r y  is  n o t  a  b u s i
n ess  c o m b in a t io n ,  b u t  p a r a g r a p h  .43 o f  t h is  s e c tio n  s p e c if ie s  
th e  a p p lic a b le  m e th o d  o f  a c c o u n t in g .  T h e  te r m  b u s in e s s  
c o m b in a t io n  in  th is  s e c t io n  e x c lu d e s  a  t r a n s f e r  b y  a  c o rp o 
r a t io n  o f  i t s  n e t  a sse ts  to  a  n e w ly  fo r m e d  s u b s t i tu te  c o rp o 
r a te  e n t i t y  c h a r te re d  b y  th e  e x is t in g  c o r p o r a t io n  a n d  a  
t r a n s fe r  o f  n e t  a sse ts  o r  e x c h a n g e  o f  s h a re s  b e tw e e n  c o m 
p a n ie s  u n d e r  c o m m o n  c o n t r o l  ( c o n t r o l  is  d e s c r ib e d  in  sec
t io n  2 0 5 1 .0 3 ), s u c h  as b e tw e e n  a  p a r e n t  c o r p o r a t io n  a n d  i t s  
s u b s id ia r y  o r  b e tw e e n  tw o  s u b s id ia r y  c o rp o r a t io n s  o f  th e  
sa m e  p a r e n t .  T h is  s e c t io n  does n o t  s p e c i f ic a l ly  d is c u s s  th e  
c o m b in a t io n  o f  a  c o r p o r a t io n  a n d  one  o r  m o re  u n in c o r p o 
r a te d  b u s in e s s e s  o r  o f  tw o  o r  m o re  u n in c o r p o ra te d  b u s i
nesses, b u t  i t s  p ro v is io n s  s h o u ld  be  a p p lie d  as a  g e n e ra l 
g u id e .

.06 T h is  s e c t io n  a p p lie s  to  r e g u la te d  c o m p a n ie s  in  a c 
c o rd a n c e  w i t h  th e  p r o v is io n s  o f  s e c t io n  6011, Accounting 
Principles fo r Regulated Industries.

.07 T h e  c o n c lu s io n s  o f  th is  s e c tio n  m o d i f y  p re v io u s  
v ie w s  o f  th e  B o a r d  a n d  i t s  p re d e c e s s o r  c o m m itte e .

Conclusions

.08 T h e  B o a r d  c o n c lu d e s  t h a t  th e  p u rc h a s e  m e th o d  
a n d  th e  p o o lin g  o f  in te r e s ts  m e th o d  a re  b o th  a c c e p ta b le  in  
a c c o u n t in g  f o r  b u s in e s s  c o m b in a t io n s ,  a lth o u g h  n o t  as a lte r -
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natives in  accounting fo r the same business combination. 
A  business combination which meets specified conditions 
requires accounting by the pooling o f interests method. A  
new basis of accounting is not permitted fo r a combination 
that meets the specified conditions, and the assets and lia 
b ilities  of the combining companies are combined a t the ir 
recorded amounts. A ll other business combinations should 
be accounted fo r as an acquisition of one or more companies 
by a corporation. The cost to  an acquiring corporation of 
an entire acquired company should be determined by the 
principles o f accounting fo r the acquisition of an asset. That 
cost should then be allocated to the identifiable individual 
assets acquired and liab ilities assumed based on their fa ir  
values; the unallocated cost should be recorded as goodwill.

BACKGROUND
Present Accounting and Its Development
Development o f Two Methods

.09 Most business combinations before W orld  W ar I I  
were classified either as a “ merger,”  the acquisition of one 
company by another, or as a “ consolidation,”  the formation 
of a new corporation. Accounting fo r both types of com
binations generally followed traditional principles fo r the 
acquisition of assets or issuance o f shares o f stock. The 
accounting adopted by some new corporations was viewed 
as a precedent fo r the combining of retained earnings and of 
amounts of net assets recorded by predecessor corporations 
as retained earnings and net assets of a new entity.

.10 Emphasis shifted after W orld  W ar I I  from the 
legal form  o f the combination to distinctions between “ a 
continuance o f the former ownership or a new ownership”  
(ARB No. 40, paragraph 1). New ownership was accounted 
fo r as a purchase; continuing ownership was accounted fo r 
as a pooling of interests. Carrying forward the stock
holders’ equity, including retained earnings, of the constit
uents became an integral part o f the pooling of interests 
method. Significant differences between the purchase and 
pooling o f interests methods accepted today are in  the 
amounts ascribed to  assets and liab ilities a t the time of 
combination and income reported fo r the combined enter
prise.
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Purchase M ethod  3

.11 The purchase method accounts fo r a business com
bination as the acquisition of one company by another. The 
acquiring corporation records at its  cost the acquired assets 
less liab ilities assumed. A  difference between the cost of an 
acquired company and the sum of the fa ir  values of tangi
ble and identifiable intangible assets less liab ilities is re
corded as goodwill. The reported income of an acquiring 
corporation includes the operations o f the acquired com
pany after acquisition, based on the cost to the acquiring 
corporation.

Pooling o f Interests Method 4

.12 The pooling of interests method accounts fo r a 
business combination as the uniting of the ownership inter
ests of two or more companies by exchange of equity securi
ties. No acquisition is recognized because the combination 
is accomplished w ithout disbursing resources of the constit
uents. Ownership interests continue and the former bases 
of accounting are retained. The recorded assets and lia b ili
ties o f the constituents are carried forward to the combined 
corporation a t the ir recorded amounts. Income of the com
bined corporation includes income of the constituents fo r 
the entire fiscal period in  which the combination occurs.
The reported income of the constituents fo r p rio r periods is 
combined and restated as income o f the combined cor
poration.

.13 The original concept of pooling of interests as a 
fusion o f equity interests was modified in  practice as use 
of the method expanded.4 The method was firs t applied in  
accounting fo r combinations of affiliated corporations and 
then extended to  some combinations of unrelated corporate

3T h is  se c tio n  re fe rs  to  th e  “ purchase  m e th o d  o f a cco u n tin g ”  fo r  a  
business co m b in a tio n  because th e  te rm  is  w id e ly  used and  g e n e ra lly  u n d e r
sto o d . H o w e ve r, th e  m ore  in c lu s iv e  te rm s  “ a cq u ire ”  ( to  com e in to  posses
s io n  o f)  and “ a c q u is itio n ”  a re  g e n e ra lly  used to  d e scrib e  tra n sa c tio n s  ra th e r 
th a n  th e  m o re  n a rro w  te rm  “ purchase”  ( to  a cq u ire  b y  th e  p a ym e n t o f 
m oney o r  its  e q u iv a le n t). T h e  b ro a d e r te rm s  c le a rly  encom pass o b ta in in g  
assets b y  is su in g  s to c k  as w e ll as b y  d is b u rs in g  cash a n d  th u s  a vo id  th e  
co n fu s io n  th a t re s u lts  fro m  d e s c rib in g  a  s to c k  tra n s a c tio n  as a “ purchase .”
T h is  section  does n o t describe  a business co m b in a tio n  accounted fo r  by the  
p o o lin g  o f in te re s ts  m ethod  as an “ a c q u is itio n ”  because th e  m ea n in g  o f 
th e  w o rd  is  in c o n s is te n t w ith  th e  m e thod  o f a cco u n tin g .

4T h e  o rig in , deve lopm en t, and  a p p lic a tio n  o f th e  p o o lin g  o f in te re s ts  
m ethod  o f a cco u n tin g  a re  tra ce d  in  A c c o u n tin g  R esearch S tu d y  N o . 5 and  
sum m arized  in  A c c o u n tin g  R esearch S tu d y  N o . 10.
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ownership interests of comparable size. The method was 
later accepted fo r most business combinations in  which com
mon stock was issued. New and complex securities have 
been issued in  recent business combinations and some com
bination agreements provide fo r additional securities to be 
issued later depending on specified events or circumstances.
Most of the resulting combinations are accounted fo r as 
poolings of interests. Some combinations effected by both 
disbursing cash and issuing securities are now accounted 
fo r as a “ part purchase, part pooling. "

.14 Some accountants believe that the pooling of in 
terests method is the only acceptable method for a combina
tion which meets the requirements fo r pooling. Others 
interpret the existing pronouncements on accounting for 
business combinations to  mean that a combination which 
meets the criteria fo r a pooling of interests may alterna
tive ly  be accounted fo r as a purchase.

Appraisal o f Accepted Methods o f Accounting

.15 The pooling of interests method of accounting is 
applied only to business combinations effected by an ex
change of stock and not to those involving prim arily  cash, 
other assets, or liabilities. Apply ing the purchase method 
of accounting to business combinations effected by paying 
cash, d istributing other assets, or incurring liab ilities is not 
challenged. Thus, those business combinations effected 
p rim arily  by an exchange of equity securities present a 
question of choice between the two accounting methods.

.16 The significantly different results of applying the 
purchase and pooling of interests methods of accounting to 
a combination effected by an exchange of stock stem from 
distinct views of the nature of the transaction itself. Those 
who endorse the pooling of interests method believe that 
an exchange of stock to effect a business combination is 
in  substance a transaction between the combining stock
holder groups and does not involve the corporate entities.
The transaction therefore neither requires nor justifies 
establishing a new basis of accountability fo r  the assets of 
the combined corporation. Those who endorse the purchase 
method believe that the transaction is an issue of stock by 
a corporation fo r consideration received from  those who 
become stockholders by the transaction. The consideration
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received is established by bargaining between independent 
parties, and the acquiring corporation accounts fo r the ad
ditional assets at their bargained—that is, current—values.

Purchase Method

.17 The more important arguments expressing the 
advantages and disadvantages of the purchase method and 
some of the practical difficulties experienced in  implement
ing i t  are summarized in  paragraphs .18 to .26.

.18 An acquisition. Those who favor the purchase 
method of accounting believe that one corporation acquires 
another company in  almost every business combination.
The acquisition of one company by another and the identi
ties of the acquiring and acquired companies are usually 
obvious. Generally, one company in  a business combination 
is clearly the dominant and continuing entity and one or 
more other companies cease to control the ir own assets and 
operations because control passes to the acquiring cor
poration.

.19 A  bargained transaction. Proponents of purchase 
accounting hold that a business combination is a significant 
economic event which results from bargaining between in 
dependent parties. Each party bargains on the basis of his 
assessment o f the current status and future prospects of 
each constituent as a separate enterprise and as a con
tribu to r to the proposed combined enterprise. The agreed 
terms of combination recognize p rim arily  the bargained 
values and only secondarily the costs of assets and liabilities 
carried by the constituents. In  fact, the recorded costs 
are not always known by the other bargaining party.

.20 Accounting by the purchase method is essentially 
the same whether the business combination is effected by 
distributing assets, incurring liabilities, or issuing stock 
because issuing stock is considered an economic event as 
significant as distributing assets or incurring liabilities.
A  corporation must ascertain that the consideration i t  re
ceives fo r stock issued is fa ir, just as i t  must ascertain that 
fa ir  value is received fo r cash disbursed. Recipients of the 
stock sim ilarly appraise the fairness of the transaction.
Thus, a business combination is a bargained transaction 
regardless of the nature of the consideration.
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.21 Reporting economic substance. The purchase 
method adheres to traditional principles of accounting for 
the acquisition of assets. Those who support the purchase 
method of accounting fo r business combinations effected by 
issuing stock believe that an acquiring corporation accounts 
fo r the economic substance of the transaction by applying 
those principles and by recording:

a. A ll assets and liab ilities which comprise the bar
gained cost of an acquired company, not merely 
those items previously shown in  the financial state
ments of an acquired company.

b. The bargained costs of assets acquired less lia b ili
ties assumed, not the costs to a previous owner.

c. The fa ir  value of the consideration received for 
stock issued, not the equity shown in  the financial 
statements of an acquired company.

d. Retained earnings from  its operations, not a fusion 
of its retained earnings and previous earnings of an 
acquired company.

e. Expenses and net income after an acquisition com
puted on the bargained cost of acquired assets less 
liabilities, not on the costs to a previous owner.

.22 Defects attributed to purchase method. Applying 
the purchase method to business combinations effected 
p rim arily  by issuing stock may entail difficulties in  measur
ing the cost of an acquired company i f  neither the fa ir 
value of the consideration given nor the fa ir  value of the 
property acquired is clearly evident. Measuring fa ir  values 
of assets acquired is complicated by the presence of in 
tangible assets or other assets which do not have discernible 
market prices. Goodwill and other unidentifiable intangi
ble assets are difficult to value directly, and measuring 
assets acquired fo r stock is easier i f  the fa ir  value of the 
stock issued is determinable. The excess of the value of 
stock issued over the sum of the fa ir  values of the tangible 
and identifiable intangible assets acquired less liabilities 
assumed indicates the value of acquired unidentified in 
tangible assets (usually called goodwill).

.23 However, the fa ir  value of stock issued is not 
always objectively determinable. A  market price may not
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be available fo r a newly issued security or fo r securities of 
a closely held corporation. Even an available quoted market 
price may not always be a reliable indicator of fa ir  value 
of consideration received because the number of shares 
issued is re latively large, the market fo r the security is thin, 
the stock price is volatile, or other uncertainties influence 
the quoted price. Further, the determinable value of one 
security may not necessarily indicate the fa ir value of an
other similar, but not identical, security because their d if
ferences affect the value—fo r example, the absence of 
registration or an agreement which restricts a holder’s 
ab ility  to sell a security may significantly affect its  value.

.24 Those who oppose applying the purchase method 
to some or most business combinations effected by stock 
also challenge the theoretical merits of the method. They 
contend that the goodwill acquired is stated only by coin
cidence at the value which would be determined by direct 
valuation. The weakness is attributed not to measurement 
difficulties (direct valuation of goodwill is assumed) but to 
the basis underlying an exchange of shares of stock. Bar
gaining in  that type of transaction is normally based on the 
market prices of the equity securities. Market prices of 
the securities exchanged are more like ly  to be influenced 
by anticipated earnings capacities of the companies than by 
evaluations of individual assets. The number of shares of 
stock issued in  a business combination is thus influenced 
by values attributed to goodwill of the acquirer as well as 
goodwill o f the acquired company. Since the terms are 
based on the market prices of both stocks exchanged, 
measuring the cost of an acquired company by the market 
price of the stock issued may result in  recording acquired 
goodwill at more or less than its  value determined directly.

.25 A  related argument is that the purchase method is 
improper accounting fo r a business combination in which a 
relatively large number of shares of stock is issued because 
i t  records the goodwill and fa ir  values of only the acquired 
company. Critics of purchase accounting say that each 
group of stockholders of two publicly held and actively 
traded companies evaluates the other stock, and the ex
change ratio fo r stock issued is often predicated on relative 
market values. The stockholders and management o f each 
company evaluate the goodwill and fa ir  values of the other.
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P u rc h a s e  a c c o u n t in g  is  th u s  v ie w e d  as  i l lo g ic a l  b e ca u se  i t  
re c o rd s  g o o d w i l l  a n d  v a lu e s  o f  o n ly  one  s id e  o f  th e  t r a n s 
a c t io n .  T h o s e  w h o  s u p p o r t  th is  v ie w  p r e f e r  t h a t  a sse ts  a n d  
l i a b i l i t i e s  o f  b o th  c o m p a n ie s  be  c o m b in e d  a t  e x is t in g  r e 
c o rd e d  a m o u n ts , b u t  i f  one  s id e  is  to  be  s ta te d  a t  f a i r  
v a lu e s ,  th e y  b e lie v e  t h a t  b o th  s id e s  s h o u ld  be  re c o rd e d  
a t  f a i r  v a lu e s .

.26 C r i t ic is m  o f  th e  p u rc h a s e  m e th o d  is  d ir e c te d  n o t  
o n ly  to  th e  th e o r e t ic a l  a n d  p r a c t ic a l  p ro b le m s  o f  m e a s u r in g  
g o o d w i l l  i n  c o m b in a t io n s  e ffe c te d  p r im a r i l y  b y  s to c k  b u t  
a ls o  to  a c c o u n t in g  a f t e r  th e  c o m b in a t io n  f o r  g o o d w i l l  r e 
c o rd e d  b y  th e  p u rc h a s e  m e th o d . P re s e n t  a c c o u n t in g  f o r  
g o o d w il l ,  w h ic h  o f te n  h a s  a n  in d e te r m in a te  u s e fu l  l i f e ,  is  
c i te d  as  a n  e x a m p le  o f  la c k  o f  u n i f o r m i t y  b e ca use  s e le c t in g  
a m o n g  a l t e r n a t iv e  m e th o d s  o f  a c c o u n t in g  is  d is c r e t io n a r y .

Pooling o f Interests Method

.27 T h e  m o re  im p o r t a n t  a rg u m e n ts  e x p re s s in g  th e  
a d v a n ta g e s  a n d  d is a d v a n ta g e s  o f  th e  p o o lin g  o f  in te r e s ts  
m e th o d  a n d  som e  o f  th e  p r a c t ic a l  d if f ic u l t ie s  e x p e r ie n c e d  
i n  im p le m e n t in g  i t  a re  s u m m a r iz e d  in  p a r a g ra p h s  .28 to  .41.

.28 Valid ity of the concept. T h o s e  w h o  s u p p o r t  th e  
p o o l in g  o f  in te r e s ts  m e th o d  b e lie v e  t h a t  a  b u s in e s s  c o m 
b in a t io n  e ffe c te d  b y  is s u in g  c o m m o n  s to c k  is  d i f f e r e n t  f r o m  
a  p u rc h a s e  in  t h a t  n o  c o rp o r a te  a sse ts  a re  d is b u rs e d  to  
s to c k h o ld e rs  a n d  th e  n e t  a s s e ts  o f  th e  is s u in g  c o r p o r a t io n  
a re  e n la rg e d  b y  th e  n e t  a s s e ts  o f  th e  c o r p o r a t io n  w h o s e  
s to c k h o ld e rs  a c c e p t c o m m o n  s to c k  o f  th e  c o m b in e d  c o rp o 
r a t io n .  T h e re  is  n o  n e w ly  in v e s te d  c a p i ta l  n o r  h a v e  o w n e rs  
w ith d r a w n  a sse ts  f r o m  th e  g ro u p  s in c e  th e  s to c k  o f  a  c o r 
p o r a t io n  is  n o t  one  o f  i t s  a sse ts . A c c o r d in g ly ,  th e  n e t  
a s s e ts  o f  th e  c o n s t i tu e n ts  r e m a in  in t a c t  b u t  c o m b in e d ;  th e  
s to c k h o ld e r  g ro u p s  r e m a in  in t a c t  b u t  c o m b in e d . A g g r e g a te  
in c o m e  is  n o t  c h a n g e d  s in c e  th e  t o t a l  re s o u rc e s  a re  n o t  

c h a n g e d . C o n s e q u e n t ly ,  th e  h is t o r ic a l  c o s ts  a n d  e a rn in g s  

o f  th e  s e p a ra te  c o rp o r a t io n s  a re  a p p r o p r ia te ly  c o m b in e d .
I n  a  b u s in e s s  c o m b in a t io n  e ffe c te d  b y  e x c h a n g in g  s to c k , 

g ro u p s  o f  s to c k h o ld e rs  c o m b in e  t h e i r  re s o u rc e s , ta le n ts ,  a n d  

r is k s  to  f o r m  a  n e w  e n t i t y  to  c a r r y  o n  in  c o m b in a t io n  th e  
p re v io u s  b u s in e s s e s  a n d  to  c o n t in u e  t h e i r  e a rn in g s  s tre a m s .

T h e  s h a r in g  o f  r is k s  b y  th e  c o n s t i tu e n t  s to c k h o ld e r  g ro u p s  
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is an important element in  a business combination effected 
by exchanging stock. By pooling equity interests, each 
group continues to maintain risk elements of its former 
investment and they mutually exchange risks and benefits.

.29 A  pooling of interests transaction is regarded as 
in substance an arrangement among stockholder groups.
The fractional interests in  the common enterprise are real
located—risks are rearranged among the stockholder 
groups outside the corporate entity. A  fundamental con
cept of entity accounting is that a corporation is separate 
and distinct from its stockholders. Elected managements 
represent the stockholders in  bargaining to effect a com
bination, but the groups of stockholders usually decide 
whether the proposed terms are acceptable by voting to 
approve or disapprove a combination. Stockholders some
times disapprove a combination proposed by management, 
and tender offers sometimes succeed despite the opposition 
of management.

.30 Each stockholder group in a pooling of interests 
gives up its interests in assets form erly held but receives 
an interest in a portion of the assets form erly held in  addi
tion to an interest in the assets of the other. The clearest 
example of this type of combination is one in  which both 
groups surrender their stock and receive in  exchange stock 
of a new corporation. The fact that one of the corporations 
usually issues its stock in  exchange fo r that of the other 
does not alter the substance of the transaction.

.31 Consistency w ith other concepts. Proponents of 
pooling of interests accounting point out that the pooling 
concept was developed w ith in  the boundaries of the his
torical-cost system and is compatible w ith it. Accounting 
by the pooling of interests method fo r business combina
tions arranged through the issuance of common stock is 
based on existing accounting concepts and is not an occa
sion fo r revising historical costs. Both constituents usually 
have elements of appreciation and of goodwill which are 
recognized and offset, at least to some extent, in setting a 
ratio of exchange of stock. The bargaining which occurs 
usually reflects the relative earning capacities (measured 
by historical-cost accounts) of the constituents and fre 
quently recognizes the relative market values of the two 
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stocks, which in turn reflect earning capacity, goodwill, or 
other values. Accounting recognizes the bargaining by 
means of the new number of shares outstanding distributed 
in  accordance w ith the bargained ratio, which has a direct 
effect on earnings per share after the combination.

.32 Usefulness of the concept. Those who favor the 
pooling of interests method of accounting believe that the 
economic substance of a combination is best reflected by 
reporting operations up to the date of the exchange of stock 
based on the same historical-cost information used to de
velop the separate operating results of each constituent.
Also, informative comparison w ith  periods p rio r to the busi
ness combination is facilitated by maintaining historical 
costs as the basis of reporting combined operations subse
quent to the combination.

.33 Application of the concept. I t  has been observed 
that criteria fo r distinguishing between a pooling and a 
purchase have eroded over the years and that present in 
terpretations of criteria have led to abuse. However, most 
accountants who support the pooling concept believe that 
criteria  can be redefined satisfactorily to eliminate abuses.
I t  is their view that the pooling of interests method of ac
counting fo r business combinations is justifiable on con
ceptual grounds and is a useful technique and therefore 
should be retained.

.34 Some proponents of pooling of interests account
ing support a restriction on the difference in size of com
bining interests because a significant sharing of risk can
not occur i f  one combining interest is minor or because a 
meaningful mutual exchange does not occur i f  the com
bination involves a relatively small number of shares. Most, 
however, believe that there is no conceptual basis fo r a size 
restriction and that establishing a size restriction would 
seriously im pair pooling of interests accounting.

.35 Defects attributed to pooling of interests method.
Those who oppose the pooling of interests method of ac
counting doubt that the method is supported by a concept.
In  their view i t  has become essentially a method of account
ing fo r an acquisition of a company without recognizing 
the current costs of the assets, including goodwill, under
ly ing the transaction. The concept of a pooling of interests 
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was described in general terms in the past—fo r example, as 
a continuity of equity interests or as a combination of two 
or more interests of comparable size. The descriptions tend 
to be contradictory. For example, accountants do not agree 
on whether or not relative size is part of the pooling of 
interests concept. Attempts to define the concept in terms 
of broad criteria  fo r applying the method have also been 
unsuccessful.

.36 Indeed, many opponents of the pooling of interests 
method of accounting believe that effective criteria cannot 
be found. The concept of a un iting or fusing of stockholder 
groups on which pooling of interests accounting is based 
implies a broad application of the method because every 
combination effected by issuing stock rather than by dis
bursing cash or incurring debt is potentially a pooling 
of interests unless the combination significantly changes the 
relative equity interests. However, so broad an application 
w ithout effective criteria results in  applying the pooling of 
interests method to numerous business combinations which 
are clearly in  economic substance the acquisition of one 
company by another.

.37 Some critics point out that the method was first 
applied to combining interests of comparable size and that 
pronouncements on business combinations have never sanc
tioned applying pooling of interests accounting to all or 
almost all business combinations effected by exchanging 
stock. A ll pronouncements have indicated that a large 
disparity in  the size of the combining interests is evidence 
that one corporation is acquiring another.

.38 Other criteria restricting application of pooling 
of interests accounting, such as those prohib iting future dis
posals of stock received and providing fo r continuity of 
management, were added to the size restriction. Those 
criteria  have, however, tended to strengthen the view that 
one corporation acquires another because they are unilat
eral, that is, they are applied only to the stockholders and 
management of the “ acquired”  company.

.39 The most serious defect attributed to pooling of 
interests accounting by those who oppose i t  is that i t  does 
not accurately reflect the economic substance of the business 
combination transaction. They believe that the method
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ignores the bargaining which results in  the combination 
by accounting only fo r the amounts previously shown 
in  accounts of the combining companies. The acquiring cor
poration does not record assets and values which usually 
influence the final terms of the combination agreement w ith 
consequent effects on subsequent balance sheets and income 
statements. The combined earnings streams, which are said 
to continue after a pooling of interests, can continue un
changed only i f  the cost of the assets producing those earn
ings is identical fo r the acquiring corporation and the 
acquired company. That coincidence rarely occurs because 
the bargaining is based on current values and not past costs.

.40 Pooling of interests accounting is also challenged 
because the amount of assets acquired less liab ilities as
sumed is recorded w ithout regard to the number of shares 
of stock issued. The result does not reflect the presump
tion that a corporation issues stock only fo r value received 
and, in general, the greater the number of shares issued, the 
larger the consideration to be recorded.

.41 Traditional principles of accounting fo r acquisi
tions of assets encompass a ll business combinations because 
every combination is effected by d istributing assets, incur
ring  liabilities, issuing stock, or some blend of the three.
Those who oppose the pooling of interests method believe 
that a departure from the traditional principles is justified 
only i f  evidence shows that financial statements prepared 
according to other principles better reflect the economic 
significance of a combination. In  their opinion, the char
acteristics of a business combination do not jus tify  depart
ing from traditional principles of accounting to accommo
date the pooling of interests method.

OPINION

Applicab ility  o f Accounting Methods

.42 The Board finds m erit in  both the purchase and 
pooling of interests methods of accounting fo r business 
combinations and accepts neither method to the exclusion 
of the other. The arguments in  favor of the purchase 
method of accounting are more persuasive i f  cash or other 
assets are distributed or liab ilities are incurred to effect a 
combination, but arguments in  favor of the pooling of in- 
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terests method of accounting are more persuasive i f  voting 
common stock is issued to effect a combination of common 
stock interests. Therefore, the Board concludes that some 
business combinations should be accounted fo r by the pur
chase method and other combinations should be accounted 
fo r by the pooling of interests method.

.43 The Board also concludes that the two methods 
are not alternatives in  accounting fo r the same business 
combination. A  single method should be applied to an entire 
combination; the practice now known as part-purchase, 
part-pooling is not acceptable. The acquisition after the 
effective date of this section of some or all of the stock 
held by m inority stockholders of a subsidiary—whether 
acquired by the parent, the subsidiary itself, or another 
affiliate—should be accounted fo r by the purchase method 
rather than by the pooling of interests method.

.44 The Board believes that accounting fo r business 
combinations w ill be improved significantly by specifying 
the circumstances in  which each method should be applied 
and the procedures which should be followed in  applying 
each method. The distinctive conditions which require 
pooling of interests accounting are described in  paragraphs 
.45 to .48, and combinations involving a ll of those conditions 
should be accounted fo r as described in  paragraphs .50 to 
.65. A ll other business combinations should be treated as 
the acquisition of one company by another and accounted 
fo r by the purchase method as described in  paragraphs .66 
to .96.

Conditions fo r Pooling o f Interests Method

.45 The pooling of interests method of accounting is 
intended to present as a single interest two or more common 
stockholder interests which were previously independent 
and the combined rights and risks represented by those in
terests. That method shows that stockholder groups neither 
w ithdraw nor invest assets but in effect exchange voting 
common stock in  a ratio that determines their respective 
interests in  the combined corporation. Some business com
binations have those features. A  business combination 
which meets all of the conditions specified and explained 
in paragraphs .46 to .48 should be accounted fo r by the 
pooling of interests method. The conditions are classified
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by (1) attributes of the combining companies, (2) manner 
of combining interests, and (3) absence of planned trans
actions.

.46 Combining companies. Certain attributes of com
bining companies indicate that independent ownership in
terests are combined in  the ir entirety to continue previously 
separate operations. Combining v irtua lly  all of existing 
common stock interests avoids combining only selected as
sets, operations, or ownership interests, any of which is 
more akin to disposing of and acquiring interests than to 
sharing risks and rights. I t  also avoids combining interests 
that are already related by substantial intercorporate in 
vestments.
The two conditions in  th is paragraph define essential at
tributes of combining companies.

a. Each of the combining companies is autonomous 
and has not been a subsidiary or division of an
other corporation w ith in two years before the plan 
of combination is initiated.

A  plan of combination is initiated on the earlier of (1) the 
date that the major terms of a plan, including the ratio of 
exchange of stock, are announced publicly or otherwise fo r
mally made known to the stockholders of any one of the 
combining companies or (2) the date that stockholders of a 
combining company are notified in w riting  of an exchange 
offer. Therefore, a plan of combination is often initiated 
even though consummation is subject to the approval of 
stockholders and others.
A  new company incorporated w ith in the preceding two 
years meets this condition unless the company is successor 
to a part of a company or to a company that is otherwise 
not autonomous fo r this condition. A  wholly owned sub
sidiary company which distributes voting common stock 
of its parent corporation to effect the combination is also 
considered an autonomous company provided the parent 
corporation would have met all conditions in  paragraphs 
.46 to .48 had the parent corporation issued its stock directly 
to effect the combination.
Divestiture of assets to comply w ith an order o f a govern
mental authority or judicial body results in an exception to 
the terms of this condition. E ither a subsidiary divested

AC  § 1091.46A IC P A  Professional Standards



7746 Financial Accounting—General

under an order or a new company which acquires assets 
disposed of under an order is therefore autonomous fo r 
this condition.

b. Each of the combining companies is independent of 
the other combining companies.

This condition means that at the dates the plan of combina
tion is initiated and consummated the combining companies 
hold as intercorporate investments no more than 10 per
cent in  total of the outstanding voting common stock of any 
combining company.5 For the percentage computation, in 
tercorporate investments exclude voting common stock that 
is acquired after the date the plan of combination is in i
tiated in  exchange fo r the voting common stock issued to 
effect the combination. Investments of 10 percent or less 
are explained in paragraph .47-b.

.47 Combining of interests. The combining o f exist
ing voting common stock interests by the exchange of stock 
is the essence of a business combination accounted fo r by 
the pooling of interests method. The separate stockholder 
interests lose the ir identities and a ll share mutually in the 
combined risks and rights. Exchanges of common stock 
that alter relative voting rights, that result in preferential 
claims to distributions of profits or assets fo r some com
mon stockholder groups, or that leave significant m inority 
interests in combining companies are incompatible w ith  the 
idea of mutual sharing. Sim ilarly, acquisitions of common 
stock fo r assets or debt, reacquisitions of outstanding stock 
fo r the purpose of exchanging i t  in  a business combination, 
and other transactions that reduce the common stock in 
terests are contrary to the idea of combining existing stock
holder interests. The seven conditions in this paragraph 
relate to the exchange to effect the combination.

a. The combination is effected in  a single transaction 
or is completed in  accordance w ith  a specific plan 
w ith in  one year a fter the plan is initiated.

A ltering the terms of exchange of stock constitutes in itia 
tion of a new plan of combination unless earlier exchanges 
of stock are adjusted to the new terms.6  

5 A n exception for common stock held on October 31, 1970 is explained 
in paragraph .99.

6 However, an adjustment after the effective date of this section in the 
terms of exchange in a plan of combination initiated before and consum-
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A  business combination completed in  more than one year 
from  the date the plan is initiated meets this condition i f  
the delay is beyond the control of the combining companies 
because proceedings of a governmental authority or litiga 
tion prevents completing the combination.

b. A  corporation offers and issues only common stock 
w ith rights identical to those of the m ajority  of its 
outstanding voting common stock7 in exchange fo r 
substantially all of the voting common stock interest 
of another company at the date the plan of com
bination is consummated.

The plan to issue voting common stock in  exchange fo r 
voting common stock may include, w ith in  lim its, provisions 
to distribute cash or other consideration fo r fractional 
shares, fo r shares held by dissenting stockholders, and the 
like but may not include a pro rata distribution of cash or 
other consideration.

Substantially a ll of the voting common stock means 90 per
cent or more fo r this condition. That is, after the date the 
plan of combination is initiated, one of the combining com
panies (issuing corporation) issues voting common stock 
in  exchange fo r at least 90 percent of the voting common 
stock of another combining company that is outstanding at 
the date the combination is consummated. The number of 
shares exchanged therefore excludes those shares of the 
combining company (1) acquired before and held by the 
issuing corporation and its subsidiaries at the date the plan 
of combination is initiated, regardless of the form  of con
sideration,8 (2) acquired by the issuing corporation and 
its subsidiaries after the date the plan of combination is 
in itiated other than by issuing its own voting common stock, 
and (3) outstanding after the date the combination is 
consummated.
mated after the effective date always constitutes initiation of a new plan. 
The one year specified in this condition is measured, therefore, from  the 
date o f adjustment o f terms and all other conditions are evaluated fo r the 
new plan. (Paragraph .97 describes the application of this section to a plan 
o f combination initiated before the effective date of this section and con
summated later in accordance w ith  the terms of exchange prevailing on 
the effective date.)

7 A  class o f stock that has voting control o f a corporation is the 
m ajority class.

8 An exception fo r common stock held on October 31, 1970 is explained 
in paragraph .99.
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An investment in stock of the issuing corporation held by a 
combining company may prevent a combination from meet
ing this condition even though the investment of the com
bining company is not more than 10 percent of the outstand
ing stock of the issuing corporation (paragraph .46-b). An 
investment in  stock of the issuing corporation by another 
combining company is the same in a mutual exchange as an 
investment by the issuing corporation in  stock of the other 
combining company—the choice of issuing corporation is 
essentially a matter of convenience. An investment in  stock 
of the issuing corporation must be expressed as an equiva
lent number of shares of the investor combining company 
because the measure of percent of shares exchanged is in 
terms of shares of stock of the investor company. An invest
ment in 10 percent or less of the outstanding voting com
mon stock of the issuing corporation affects the measure of 
percent of shares exchanged in the combination as fo llows:

The number of shares of voting common stock of the 
issuing corporation held by the investor combining 
company at the date the plan is initiated plus shares i t  
acquired after that date are restated as an equivalent 
number of shares of voting common stock of the in 
vestor combining company based on the ratio  of ex
change of stock in  the combination.

The equivalent number of shares is deducted from the 
number of shares of voting common stock of the in 
vestor combining company exchanged fo r voting com
mon stock of the issuing corporation as part of the 
plan of combination.

The reduced number of shares is considered the number 
exchanged and is compared w ith  90 percent of the out
standing voting common stock of the investor com
bining company at the date the plan is consummated 
to determine whether the terms of condition .47-b are 
met.

Since the number of shares of voting common stock ex
changed is reduced fo r an intercorporate investment in  vot
ing common stock of the issuing corporation, the terms of 
condition .47-b may not be met even though 90 percent or 
more of the outstanding common stock of a combining com
pany is exchanged to effect a combination.
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A combination of more than two companies is evaluated 
essentially the same as a combination of two companies.
The percent of voting common stock exchanged is measured 
separately fo r each combining company, and condition .47-b 
is met i f  90 percent or more of the voting common stock of 
each of the several combining companies is exchanged fo r 
voting common stock of the issuing corporation. The num
ber of shares exchanged fo r stock of the issuing corporation 
includes only shares exchanged by stockholders other than 
the several combining companies themselves. Thus, inter
corporate investments in  combining companies are included 
in  the number of shares of stock outstanding but are ex
cluded from the number of shares of stock exchanged to 
effect the combination.
A new corporation formed to issue its stock to effect 
the combination of two or more companies meets condition 
.47-b i f  (1) the number of shares of each company ex
changed to effect the combination is not less than 90 per
cent of its  voting common stock outstanding at the date the 
combination is consummated and (2) condition .47-b would 
have been met had any one of the combining companies 
issued its  stock to effect the combination on essentially the 
same basis.
Condition .47 -b  relates to issuing common stock fo r the 
common stock interests in  another company. Hence, a cor
poration issuing stock to effect the combination may assume 
the debt securities of the other company or may exchange 
substantially identical securities or voting common stock 
fo r other outstanding equity and debt securities of the 
other combining company. An issuing corporation may 
also distribute cash to holders of debt and equity securities 
that either are callable or redeemable and may retire those 
securities. However, the issuing corporation may exchange 
only voting common stock fo r outstanding equity and debt 
securities of the other combining company that have been 
issued in  exchange fo r voting common stock of that com
pany during a period beginning two years preceding the 
date the combination is initiated.

A transfer of the net assets of a combining company to 
effect a business combination satisfies condition .47-b pro
vided a ll net assets of the company at the date the plan 
is consummated are transferred in  exchange fo r stock of
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the issuing corporation. However, the combining company 
may retain temporarily cash, receivables, or marketable 
securities to settle liabilities, contingencies, or items in  
dispute i f  the plan provides that the assets remaining after 
settlement are to be transferred to the corporation issuing 
the stock to effect the combination. Only voting common 
stock may be issued to effect the combination unless both 
voting common stock and other stock of the other com
bining company are outstanding at the date the plan is 
consummated. The combination may then be effected by 
issuing a ll voting common stock or by issuing voting com
mon and other stock in  the same proportions as the out
standing voting common and other stock of the other 
combining company. An investment in  10 percent or less of 
the outstanding voting common stock of a combining com
pany held by another combining company requires special 
computations to evaluate condition .47-b. The computations 
and comparisons are in  terms of the voting common stock 
of the issuing corporation and involve:

Stock issued fo r common stock interest. The total num
ber of shares of voting common stock issued fo r a ll of 
the assets9 is divided between those applicable to out
standing voting common stock and those applicable to 
other outstanding stock, i f  any, of the combining com
pany which transfers assets (transferor company).

Reduction fo r  intercorporate investments. The num
ber of issued shares of voting common stock applicable 
to the voting common stock interests of the transferor 
combining company is reduced by the sum of (1) the 
number of shares of voting common stock of the issuing 
corporation held by the transferor combining company 
at the date the plan of combination is in itia ted plus 
shares i t  acquired after that date and (2) the number 
of shares of voting common stock of the transferor 
combining company held by the issuing corporation 
at the date the plan of combination is in itia ted plus 
shares i t  acquired after that date. The shares of 
the transferor combining company are restated as the 
equivalent number of shares of voting common stock 
of the issuing corporation fo r th is  purpose. Restate-

9 Including (for this computation) stock of the issuing corporation held 
by the transferor combining company.
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ment is based on the ra tio  of the number of shares of 
voting common stock of the transferor combining com
pany which are outstanding at the date the plan is 
consummated to the number of issued shares of voting 
common stock applicable to the voting common stock 
interests.

Comparison w ith 90 percent. The reduced number of 
shares of stock issued is compared w ith  90 percent of 
the issued number of shares of voting common stock 
applicable to voting common stock interests to deter
mine i f  the transfer of assets meets the terms of con
dition .47-b.

c. None of the combining companies changes the equity 
interest of the voting common stock in contempla
tion of effecting the combination either w ith in  two 
years before the plan of combination is initiated or 
between the dates the combination is initiated and 
consummated; changes in  contemplation of effect
ing the combination may include distributions to 
stockholders and additional issuances, exchanges, 
and retirements of securities.

D istributions to stockholders which are no greater than 
normal dividends are not changes fo r this condition. Nor
m ality of dividends is determined in  relation to earnings 
during the period and to  the previous dividend policy and 
record. Dividend distributions on stock of a combining 
company that are equivalent to normal dividends on the 
stock to be issued in  exchange in  the combination are con
sidered normal fo r th is condition.

d. Each of the combining companies reacquires shares 
of voting common stock only fo r purposes other 
than business combinations, and no company reac
quires more than a normal number of shares be
tween the dates the plan of combination is initiated 
and consummated.

Treasury stock acquired fo r purposes other than business 
combinations includes shares fo r stock option and compen
sation plans and other recurring distributions provided a 
systematic pattern of reacquisitions is established at least 
two years before the plan of combination is initiated. A
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systematic pattern of reacquisitions may be established fo r 
less than two years i f  i t  coincides w ith the adoption of a 
new stock option or compensation plan. The normal num
ber of shares of voting common stock reacquired is deter
mined by the pattern of reacquisitions of stock before the 
plan of combination is initiated.

Acquisitions by other combining companies of voting com
mon stock of the issuing corporation after the date the 
plan of combination is initiated are essentially the same as 
i f  the issuing corporation reacquired its own common stock.

e. The ratio of the interest of an individual common 
stockholder to those of other common stockholders 
in  a combining company remains the same as a result 
of the exchange of stock to effect the combination.

This condition means that each individual common stock
holder who exchanges his stock receives a voting common 
stock interest exactly in  proportion to his relative voting 
common stock interest before the combination is effected.
Thus no common stockholder is denied or surrenders his 
potential share of a voting common stock interest in  a com
bined corporation.

f. The voting rights to which the common stock own
ership interests in the resulting combined corpora
tion are entitled are exercisable by the stockholders; 
the stockholders are neither deprived of nor re
stricted in exercising those rights fo r a period.

This condition is not met, fo r example, i f  shares of com
mon stock issued to effect the combination are transferred 
to a voting trust.

g. The combination is resolved at the date the plan is 
consummated and no provisions of the plan relating 
to the issue of securities or other consideration are 
pending.

This condition means that (1) the combined corporation 
does not agree to contingently issue additional shares of 
stock or distribute other consideration at a later date to the 
former stockholders of a combining company or (2) the 
combined corporation does not issue or distribute to an 
escrow agent common stock or other consideration which
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is to be either transferred to common stockholders or re
turned to the corporation at the time the contingency is 
resolved.

An agreement may provide, however, that the number of 
shares of common stock issued to effect the combination 
may be revised fo r the later settlement of a contingency at 
a different amount than that recorded by a combining 
company.

.48 Absence of planned transactions. Some transac
tions after a combination is consummated are inconsistent 
w ith  the combining of entire existing interests of common 
stockholders. Including those transactions in the negotia
tions and terms of the combination, either explicitly or by 
intent, counteracts the effect of combining stockholder in 
terests. The three conditions in  this paragraph relate to 
certain future transactions.

a. The combined corporation does not agree directly 
or indirectly to retire or reacquire all or part of 
the common stock issued to effect the combination.

b. The combined corporation does not enter into other 
financial arrangements fo r the benefit of the former 
stockholders of a combining company, such as a 
guaranty of loans secured by stock issued in  the 
combination, which in  effect negates the exchange 
of equity securities.

c. The combined corporation does not intend or plan 
to dispose of a significant part of the assets of the 
combining companies w ith in  two years a fte r the 
combination other than disposals in  the ordinary 
course of business of the form erly separate com
panies and to eliminate duplicate facilities or excess 
capacity.

Subsidiary Corporation

.49 Dissolution of a combining company is not a con
dition fo r applying the pooling of interests method of 
accounting fo r a business combination. One or more com
bining companies may be subsidiaries of the issuing cor
poration after the combination is consummated i f  the other 
conditions are met.
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Application o f Pooling o f Interests Method
.50 A  business combination which meets a ll of the con

ditions in paragraphs .45 to .48 should be accounted fo r by 
the pooling of interests method. Appropriate procedures 
are described in paragraphs .51 to .65.

Assets and Liabilities Combined

.51 The recorded assets and liab ilities of the separate 
companies generally become the recorded assets and lia 
bilities o f the combined corporation. The combined corpo
ration therefore recognizes those assets and liabilities 
recorded in  conformity w ith generally accepted accounting 
principles by the separate companies at the date the com
bination is consummated.

.52 The combined corporation records the historical- 
cost based amounts of the assets and liabilities of the sepa
rate companies because the existing basis of accounting 
continues. However, the separate companies may have re
corded assets and liabilities under d iffering methods of 
accounting and the amounts may be adjusted to the same 
basis of accounting i f  the change would otherwise have 
been appropriate fo r the separate company. A  change in 
accounting method to conform the individual methods should 
be applied retroactively, and financial statements pre
sented fo r p rio r periods should be restated. (See sections 
1051.34-.35, Accounting Changes.)

Stockholders’ Equity Combined

.53 The stockholders’ equities of the separate com
panies are also combined as a part of the pooling of in 
terests method of accounting. The combined corporation 
records as capital the capital stock and capital in excess 
of par or stated value of outstanding stock of the separate 
companies. Sim ilarly, retained earnings or deficits of the 
separate companies are combined and recognized as re
tained earnings of the combined corporation (paragraph 
.56). The amount of outstanding shares of stock of the 
combined corporation at par or stated value may exceed 
the total amount of capital stock of the separate combining 
companies; the excess should be deducted firs t from  the 
combined other contributed capital and then from  the com
bined retained earnings. The combined retained earnings 
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could be misleading i f  shortly before or as a part o f the 
combination transaction one or more of the combining com
panies adjusted the elements of stockholders’ equity to 
eliminate a deficit; therefore, the elements of equity before 
the adjustment should be combined.

.54 A  corporation which effects a combination ac
counted fo r by the pooling of interests method by dis
tribu ting  stock previously acquired as treasury stock 
(paragraph .47-d) should first account fo r those shares of 
stock as though retired. The issuance of the shares fo r the 
common stock interests of the combining company is then 
accounted fo r the same as the issuance of previously un
issued shares.

.55 Accounting fo r common stock of one of the com
bining companies which is held by another combining com
pany at the date a combination is consummated depends 
on whether the stock is the same as that which is issued to 
effect the combination or is the same as the stock which is 
exchanged in  the combination. An investment of a combin
ing company in  the common stock of the issuing corporation 
is in  effect returned to the resulting combined corporation 
in  the combination. The combined corporation should 
account fo r the investment as treasury stock. In  contrast, 
an investment in  the common stock of other combining 
companies (not the one issuing stock in the combination) 
is an investment in  stock that is exchanged in  the com
bination fo r the common stock issued. The stock in  that 
type of intercorporate investment is in  effect eliminated 
in  the combination. The combined corporation should 
account fo r that investment as stock retired as part of the 
combination.

Reporting Combined Operations

.56 A  corporation which applies the pooling of in 
terests method of accounting to a combination should report 
results of operations fo r the period in  which the combina
tion occurs as though the companies had been combined as 
of the beginning of the period. Results o f operations fo r 
that period thus comprise those of the separate companies 
combined from the beginning of the period to the date the 
combination is consummated and those of the combined 
operations from that date to the end of the period. E lim i-  
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nating the effects of intercompany transactions from oper
ations before the date of combination reports operations 
before and after the date of combination on substantially 
the same basis. The effects of intercompany transactions 
on current assets, current liabilities, revenue, and cost of 
sales for periods presented and on retained earnings at the 
beginning of the periods presented should be eliminated to 
the extent possible. The nature of and effects on earnings 
per share of nonrecurring intercompany transactions involv
ing long-term assets and liab ilities need not be eliminated 
but should be disclosed. A  combined corporation should 
disclose in  notes to financial statements the revenue, extra
ordinary items, and net income of each of the separate 
companies from the beginning of the period to the date the 
combination is consummated (paragraph .64-d). The in
formation relating to the separate companies may be as of 
the end of the interim period nearest the date that the 
combination is consummated.

.57 Sim ilarly, balance sheets and other financial in for
mation of the separate companies as of the beginning of the 
period should be presented as though the companies had 
been combined at that date. Financial statements and finan
cial information of the separate companies presented for 
p rio r years should also be restated on a combined basis to 
furnish comparative information. A ll restated financial 
statements and financial summaries should indicate clearly 
that financial data of the previously separate companies 
are combined.

Expenses Related to Combination

.58 The pooling of interests method records neither 
the acquiring of assets nor the obtaining of capital. There
fore, costs incurred to effect a combination accounted fo r 
by that method and to integrate the continuing operations 
are expenses of the combined corporation rather than addi
tions to assets or direct reductions of stockholders’ equity. 
Accordingly, all expenses related to effecting a business 
combination accounted fo r by the pooling of interests 
method should be deducted in  determining the net income 
of the resulting combined corporation fo r the period in  
which the expenses are incurred. Those expenses include, 
fo r example, registration fees, costs of furnishing informa-  
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tion to stockholders, fees of finders and consultants, salaries 
and other expenses related to services of employees, and 
costs and losses of combining operations of the previously 
separate companies and institu ting efficiencies.

Disposition o f Assets A fte r Combination

.59 A  combined corporation may dispose of those 
assets of the separate companies which are duplicate fac ili
ties or excess capacity in  the combined operations. Losses 
or estimated losses on disposal of specifically identified 
duplicate or excess facilities should be deducted in  deter
m ining the net income of the resulting combined corpora
tion. However, a loss estimated and recorded while a 
fac ility  remains in  service should not include the portion 
of the cost that is properly allocable to anticipated future 
service of the facility.

.60 Profit or loss on other dispositions of assets of the 
previously separate companies may require special disclo
sure unless the disposals are part of customary business 
activities of the combined corporation. Specific treatment 
of a profit or loss on those dispositions is warranted because 
the pooling of interests method of accounting would have 
been inappropriate (paragraph .48-c) i f  the combined cor
poration were committed or planned to dispose of a signifi
cant part of the assets of one of the combining companies.
The Board concludes that a combined corporation should 
disclose separately a profit or loss resulting from the dis
posal of a significant part of the assets or a separable seg
ment of the previously separate companies, provided

the profit or loss is material in  relation to the net
income of the combined corporation, and
the disposition is w ith in  two years after the combina
tion is consummated.

The disclosed profit or loss, less applicable income tax effect, 
should be classified as an extraordinary item.

Date o f Recording Combination

.61 A  business combination accounted fo r by the pool
ing of interests method should be recorded as of the date the 
combination is consummated. Therefore, even though a 
business combination is consummated before one or more
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of the combining companies firs t issues its  financial state
ments as of an earlier date, the financial statements issued 
should be those of the combining company and not those of 
the resulting combined corporation. A  combining company 
should, however, disclose as supplemental information, in 
notes to financial statements or otherwise, the substance of 
a combination consummated before financial statements are 
issued and the effects of the combination on reported finan
cial position and results of operations (paragraph .65). 
Comparative financial statements presented in reports of 
the resulting combined corporation after a combination is 
consummated should combine earlier financial statements of 
the separate companies.

.62 A  corporation may be reasonably assured that a 
business combination which has been initiated but not con
summated as of the date of financial statements w ill meet 
the conditions requiring the pooling of interests method of 
accounting. The corporation should record as an invest
ment common stock of the other combining company ac
quired before the statement date. Common stock acquired 
by disbursing cash or other assets or by incurring liabilities 
should be recorded at cost. Stock acquired in  exchange for 
common stock of the issuing corporation should, however, 
be recorded at the proportionate share of underlying net 
assets at the date acquired as recorded by the other com
pany. U n til the pooling of interests method of accounting 
fo r the combination is known to be appropriate, the invest
ment and net income of the investor corporation should 
include the proportionate share of earnings or losses of the 
other company after the date of acquisition of the stock. 
The investor corporation should also disclose results of 
operations fo r all p rio r periods presented as well as the 
entire current period as they w ill be reported i f  the com
bination is later accounted fo r by the pooling of interests 
method. A fte r the combination is consummated and the 
applicable method of accounting is known, financial state
ments issued previously should be restated as necessary to 
include the other combining company.

Disclosure o f a Combination

.63 A  combined corporation should disclose in  its 
financial statements that a combination which is accounted
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fo r by the pooling of interests method has occurred during 
the period. The basis of current presentation and restate
ments o f p rio r periods may be disclosed in the financial 
statements by captions or by references to notes.

.64 Notes to financial statements of a combined cor
poration should disclose the following fo r the period in  
which a business combination occurs and is accounted fo r 
by the pooling of interests method.

a. Name and brie f description of the companies com
bined, except a corporation whose name is carried 
forward to the combined corporation.

b. Method of accounting fo r the combination—that is, 
by the pooling of interests method.

c. Description and number of shares of stock issued 
in  the business combination.

d. Details of the results of operations of the previously 
separate companies fo r the period before the com
bination is consummated that are included in the 
current combined net income (paragraph .56). The 
details should include revenue, extraordinary items, 
net income, other changes in stockholders’ equity, 
and amount of and manner of accounting fo r inter
company transactions.

e. Descriptions of the nature of adjustments of net 
assets of the combining companies to adopt the 
same accounting practices and of the effects of the 
changes on net income reported previously by the 
separate companies and now presented in compara
tive financial statements (paragraph .52).

f. Details of an increase or decrease in retained earn
ings from  changing the fiscal year of a combining 
company. The details should include at least reve
nue, expenses, extraordinary items, net income, and 
other changes in stockholders' equity fo r the period 
excluded from  the reported results of operations.

g. Reconciliations of amounts of revenue and earnings 
previously reported by the corporation that issues 
the stock to effect the combination w ith the com
bined amounts currently presented in  financial
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statements and summaries. A  new corporation 
formed to effect a combination may instead disclose 
the earnings of the separate companies which com
prise combined earnings fo r p rio r periods.

The information disclosed in  notes to financial statements 
should also be furnished on a pro forma basis in  informa
tion on a proposed business combination which is given to 
stockholders of combining companies.

.65 Notes to the financial statements should disclose 
details of the effects of a business combination consum
mated before the financial statements are issued but which 
is either incomplete as of the date of the financial state
ments or initiated after that date (paragraph .61). The 
details should include revenue, net income, earnings per 
share, and the effects of anticipated changes in accounting 
methods as i f  the combination had been consummated at 
the date of the financial statements (paragraph .52).

Application o f Purchase Method
Principles o f Historical-Cost Accounting

.66 Accounting fo r a business combination by the pur
chase method follows principles normally applicable under 
historical-cost accounting to recording acquisitions of assets 
and issuances of stock and to accounting fo r assets and 
liab ilities a fter acquisition.

.67 Acquiring assets. The general principles to apply 
the historical-cost basis of accounting to an acquisition of 
an asset depend on the nature of the transaction:

a. An asset acquired by exchanging cash or other as
sets is recorded at cost—that is, at the amount of 
cash disbursed or the fa ir  value of other assets 
distributed.

b. An asset acquired by incurring liabilities is re
corded at cost—that is, at the present value of the 
amounts to be paid.

c. An asset acquired by issuing shares of stock of the 
acquiring corporation is recorded at the fa ir  value 
of the asset10—that is, shares of stock issued are

10 An asset acquired may be an entire entity which may have intangible
assets, including goodwill.
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recorded at the fa ir  value of the consideration re
ceived fo r the stock.

The general principles must be supplemented to apply 
them in certain transactions. For example, the fa ir  value 
of an asset received fo r stock issued may not be reliably 
determinable, or the fa ir  value of an asset acquired in an 
exchange may be more reliably determinable than the fa ir  
value of a noncash asset given up. Restraints on measure
ment have led to the practical rule that assets acquired 
fo r other than cash, including shares of stock issued, 
should be stated at “ cost”  when they are acquired and 
“ cost may be determined either by the fa ir  value of the 
consideration given or by the fa ir  value of the property 
acquired, whichever is the more clearly evident.”  11 “ Cost”  
in accounting often means the amount at which an entity 
records an asset at the date i t  is acquired whatever its 
manner of acquisition, and that “ cost”  forms the basis fo r 
historical-cost accounting.

.68 Allocating cost. Acquiring assets in  groups re
quires not only ascertaining the cost o f the assets as a 
group but also allocating the cost to the individual assets 
which comprise the group. The cost of a group is deter
mined by the principles described in  paragraph .67. A  
portion of the total cost is then assigned to each ind i
vidual asset acquired on the basis of its fa ir  value. A  
difference between the sum of the assigned costs of the 
tangible and identifiable intangible assets acquired less 
liab ilities assumed and the cost of the group is evidence of 
unspecified intangible values.

.69 Accounting after acquisition. The nature of an 
asset and not the manner o f its acquisition determines an 
acquirer’s subsequent accounting fo r the cost of that as
set. The basis fo r measuring the cost of an asset—whether 
amount of cash paid, fa ir  value of an asset received or 
given up, amount of a lia b ility  incurred, or fa ir  value of 
stock issued—has no effect on the subsequent accounting 
fo r that cost, which is retained as an asset, depreciated, 
amortized, or otherwise matched w ith  revenue.

11 A R B  No. 24; the substance was retained in s lightly different words
in  C hapter 5, A R B  N o. 43 and A R B  N o. 48.
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Acquiring Corporation
.70 A  corporation which distributes cash or other as

sets or incurs liabilities to obtain the assets or stock of 
another company is clearly the acquirer. The identities of 
the acquirer and the acquired company are usually evident 
in  a business combination effected by the issue of stock.
The acquiring corporation normally issues the stock and 
commonly is the larger company. The acquired company 
may, however, survive as the corporate entity, and the 
nature of the negotiations sometimes clearly indicates that 
a smaller corporation acquires a larger company. The 
Board concludes that presumptive evidence of the acquiring 
corporation in  combinations effected by an exchange of 
stock is obtained by identifying the former common stock
holder interests of a combining company which either re
ta in or receive the larger portion of the voting rights in 
the combined corporation. That corporation should be 
treated as the acquirer unless other evidence clearly ind i
cates that another corporation is the acquirer. For example, 
a substantial investment of one company in  common stock 
of another before the combination may be evidence that the 
investor is the acquiring corporation.

.71 I f  a new corporation is formed to issue stock to 
effect a business combination to be accounted fo r by the 
purchase method, one of the existing combining companies 
should be considered the acquirer on the basis of the evi
dence available.

Determining Cost o f an Acquired Company
.72 The same accounting principles apply to deter

mining the cost of assets acquired individually, those 
acquired in  a group, and those acquired in  a business com
bination. A  cash payment by a corporation measures the 
cost of acquired assets less liab ilities assumed. Sim ilarly, 
the fa ir  values of other assets distributed, such as market
able securities or properties, and the fa ir  value of liab ilities 
incurred by an acquiring corporation measure the cost of 
an acquired company. The present value of a debt security 
represents the fa ir  value of the liab ility , and a premium or 
discount should be recorded fo r a debt security issued w ith 
an interest rate fixed materially above or below the effective 
rate or current yield fo r an otherwise comparable security.
(See section 4111.)
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.73 The distinctive attributes of preferred stocks make 
some issues sim ilar to a debt security while others possess 
common stock characteristics, w ith  many gradations be
tween the extremes. Determining cost of an acquired com
pany may be affected by those characteristics. For example, 
the fa ir  value of a nonvoting, nonconvertible preferred 
stock which lacks characteristics of common stock may 
be determined by comparing the specified dividend and 
redemption terms w ith  comparable securities and by assess
ing market factors. Thus although the principle of record
ing the fa ir  value of consideration received for stock issued 
applies to all equity securities, senior as well as common 
stock, the cost of a company acquired by issuing senior 
equity securities may be determined in  practice on the same 
basis as fo r debt securities.

.74 The fa ir  value of securities traded in the market 
is normally more clearly evident than the fa ir value of an 
acquired company (paragraph .67). Thus, the quoted mar
ket price of an equity security issued to effect a business 
combination may usually be used to approximate the fa ir 
value of an acquired company after recognizing possible 
effects of price fluctuations, quantities traded, issue costs, 
and the like (paragraph .23). The market price for a rea
sonable period before and after the date the terms of the 
acquisition are agreed to and announced should be con
sidered in  determining the fa ir value of securities issued.

.75 I f  the quoted market price is not the fa ir  value of 
stock, either preferred or common, the consideration re
ceived should be estimated even though measuring directly 
the fa ir values of assets received is difficult. Both the con
sideration received, including goodwill, and the extent of 
the adjustment of the quoted market price of the stock 
issued should be weighed to determine the amount to be 
recorded. A ll aspects of the acquisition, including the nego
tiations, should be studied, and independent appraisals 
may be used as an aid in  determining the fa ir  value of 
securities issued. Consideration other than stock d istrib
uted to effect an acquisition may provide evidence of the 
total fa ir  value received.

.76 Costs of acquisition. The cost of a company ac
quired in  a business combination accounted for by the 
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purchase method includes the direct costs of acquisition. 
Costs of registering and issuing equity securities are a 
reduction of the otherwise determinable fa ir value of the 
securities. However, indirect and general expenses re
lated to acquisitions are deducted as incurred in  deter
mining net income.

Contingent Consideration
.77 A  business combination agreement may provide 

fo r the issuance of additional shares of a security or the 
transfer of cash or other consideration contingent on speci
fied events or transactions in the future. Some agreements 
provide that a portion of the consideration be placed in 
escrow to be distributed or to be returned to the transferor 
when specified events occur. E ither debt or equity secu
rities may be placed in escrow, and amounts equal to in 
terest or dividends on the securities during the contingency 
period may be paid to the escrow agent or to the potential 
security holder.

.78 The Board concludes that cash and other assets 
distributed and securities issued unconditionally and 
amounts of contingent consideration which are determin
able at the date of acquisition should be included in  deter
m ining the cost of an acquired company and recorded at 
that date. Consideration which is issued or issuable at the 
expiration of the contingency period or which is held in 
escrow pending the outcome of the contingency should be 
disclosed but not recorded as a lia b ility  or shown as out
standing securities unless the outcome of the contingency is 
determinable beyond reasonable doubt.

.79 Contingent consideration should usually be re
corded when the contingency is resolved and consideration 
is issued or becomes issuable. In  general, the issue of addi
tional securities or d istribution of other consideration at 
resolution of contingencies based on earnings should result 
in  an additional element of cost of an acquired company. In  
contrast, the issue of additional securities or distribution of 
other consideration at resolution of contingencies based on 
security prices should not change the recorded cost of an 
acquired company.

.80 Contingency based on earnings. Additional con
sideration may be contingent on maintaining or achieving
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specified earnings levels in future periods. When the con
tingency is resolved and additional consideration is dis
tributable, the acquiring corporation should record the 
current fa ir  value of the consideration issued or issuable 
as additional cost of the acquired company. The additional 
costs of affected assets, usually goodwill, should be amor
tized over the remaining life  of the asset.

.81 Contingency based on security prices. Additional 
consideration may be contingent on the market price of a 
specified security issued to effect a business combination. 
Unless the price of the security at least equals the specified 
amount on a specified date or dates, the acquiring corpora
tion is required to issue additional equity or debt securities 
or transfer cash or other assets sufficient to make the cur
rent value of the total consideration equal to the specified 
amount. The securities issued unconditionally at the date 
the combination is consummated should be recorded at that 
date at the specified amount.

.82 The cost of an acquired company recorded at the 
date of acquisition represents the entire payment, includ
ing contingent consideration. Therefore, the issuance of 
additional securities or distribution of other consideration 
does not affect the cost of the acquired company, regard
less of whether the amount specified is a security price to 
be maintained or a higher security price to be achieved.
On a later date when the contingency is resolved and addi
tional consideration is distributable, the acquiring corpora
tion should record the current fa ir  value of the additional 
consideration issued or issuable. However, the amount pre
viously recorded fo r securities issued at the date of acqui
sition should simultaneously be reduced to the lower current 
value of those securities. Reducing the value of debt securi
ties previously issued to the ir later fa ir  value results in 
recording a discount on debt securities. The discount should 
be amortized from  the date the additional securities are 
issued.

.83 Accounting fo r contingent consideration based on 
conditions other than those described should be inferred 
from  the procedures outlined. For example, i f  the consid
eration contingently issuable depends on both future earn
ings and future security prices, additional cost of the
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acquired company should be recorded fo r the additional 
consideration contingent on earnings, and previously re
corded consideration should be reduced to current value of 
the consideration contingent on security prices. S im ilarly, 
i f  the consideration contingently issuable depends on later 
settlement of a contingency, an increase in  the cost of ac
quired assets, i f  any, should be amortized over the remain
ing life  o f the assets.

.84 In te re s t  o r  d iv id e n d s  d u r in g  c o n tin g e n c y  p e r io d .  
Amounts paid to an escrow agent representing interest and 
dividends on securities held in  escrow should be accounted 
fo r according to the accounting fo r the securities. That is, 
u n til the disposition of the securities in  escrow is resolved, 
payments to the escrow agent should not be recorded as 
interest expense or dividend distributions. An amount equal 
to interest and dividends later distributed by the escrow 
agent to the former stockholders should be added to the 
cost of the acquired assets at the date distributed and 
amortized over the remaining life  o f the assets.

.85 T a x  e ffe c t o f  im p u te d  in te re s t. A  tax reduction 
resulting from  imputed interest on contingently issuable 
stock reduces the fa ir  value recorded fo r contingent con
sideration based on earnings and increases additional cap
ita l recorded fo r contingent consideration based on security 
prices.

.86 C o m p e n s a tio n  in  c o n tin g e n t a g re e m e n ts . The sub
stance of some agreements fo r contingent consideration is 
to provide compensation fo r services or use of property or 
pro fit sharing, and the additional consideration given should 
be accounted fo r as expenses of the appropriate periods.

Recording Assets Acquired and  Liabilities Assumed

.87 An acquiring corporation should allocate the cost 
o f an acquired company to the assets acquired and lia 
b ilities assumed. Allocation should follow the principles 
described in  paragraph .68.

F irst, all identifiable assets acquired, either individu
a lly or by type, and liab ilities assumed in  a business 
combination, whether or not shown in  the financial 
statements of the acquired company, should be assigned 
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a portion of the cost of the acquired company, normally 
equal to their fa ir  values at date of acquisition.

Second, the excess of the cost of the acquired com
pany over the sum of the amounts assigned to 
identifiable assets acquired less liab ilities assumed 
should be recorded as goodwill. The sum of the market 
or appraisal values of identifiable assets acquired less 
liab ilities assumed may sometimes exceed the cost of 
the acquired company. I f  so, the values otherwise 
assignable to noncurrent assets acquired (except long
term investments in  marketable securities) should be 
reduced by a proportionate part of the excess to  deter
mine the assigned values. A  deferred credit fo r an ex
cess of assigned value of identifiable assets over cost 
of an acquired company (sometimes called “ negative 
goodw ill” ) should not be recorded unless those assets 
are reduced to  zero value.

Independent appraisals may be used as an aid in  deter
m ining the fa ir  values of some assets and liabilities. Sub
sequent sales of assets may also provide evidence of values.
The effect of taxes may be a factor in  assigning amounts to 
identifiable assets and liab ilities (paragraph .89).

.88 General guides fo r assigning amounts to the in 
dividual assets acquired and liab ilities assumed, except 
goodwill, are:

a. Marketable securities at current net realizable 
values.

b. Receivables at present values of amounts to be re
ceived determined at appropriate current interest 
rates, less allowances fo r uncollectibility and collec
tion costs, i f  necessary.

c. Inventories:

(1) Finished goods and merchandise at estimated 
selling prices less the sum o f (a) costs of dis
posal and (b) a reasonable pro fit allowance fo r 
the selling effort o f the acquiring corporation.

(2) W ork in  process at estimated selling prices of 
finished goods less the sum of (a) costs to com
plete, (b) costs of disposal, and (c) a reasonable
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profit allowance fo r the completing and selling 
effort of the acquiring corporation based on 
profit fo r similar finished goods.

(3) Raw materials at current replacement costs.

d. Plant and equipment: (1) to be used, at current 
replacement costs fo r sim ilar capacity12 unless the 
expected future use of the assets indicates a lower 
value to the acquirer, (2) to be sold or held for 
later sale rather than used, at current net realizable 
value, and (3) to be used temporarily, at current 
net realizable value recognizing future depreciation 
fo r the expected period of use.

e. Intangible assets which can be identified and named, 
including contracts, patents, franchises, customer 
and supplier lists, and favorable leases, at appraised 
values.13

f. Other assets, including land, natural resources, and 
nonmarketable securities, at appraised values.

g. Accounts and notes payable, long-term debt, and 
other claims payable at present values of amounts 
to be paid determined at appropriate current in 
terest rates.

h. L iabilities and accruals—fo r example, accruals for 
pension cost,14 warranties, vacation pay, deferred 
compensation—at present values of amounts to be 
paid determined at appropriate current interest 
rates.

i. Other liab ilities and commitments, including un
favorable leases, contracts, and commitments and 
plant closing expense incident to the acquisition, at 
present values of amounts to be paid determined at 
appropriate current interest rates.

12 R eplacem ent cost m ay be de term ined  d ire c t ly  i f  a used asset m arket 
exists fo r  th e  assets acquired. O the rw ise , the  rep lacem ent cost shou ld  
be a p p rox im a ted  fro m  rep lacem ent cost new  less estim ated accum ula ted  
deprecia tion .

13 F a ir  va lues shou ld  be ascribed to  specific  assets; id e n tif ia b le  assets 
shou ld  n o t be inc luded  in  g o o d w ill.

14A n  accrua l fo r  pension cost shou ld  be the  g rea te r o f (1 ) accrued  
pension cost com puted in  c o n fo rm ity  w ith  the  accoun ting  po lic ies o f the  
a cq u irin g  co rp o ra tio n  fo r  one o r  m ore  o f its  pension plans o r  (2 ) the  
excess, i f  any, o f th e  a c tu a r ia lly  com puted  va lue  o f  vested benefits over 
the  am oun t o f the  pension fund.
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An aquiring corporation should record periodically as a 
part of income the accrual of interest on assets and lia 
b ilities recorded at acquisition date at the discounted values 
of amounts to be received or paid. An acquiring corpora
tion should not record as a separate asset the goodwill 
previously recorded by an acquired company and should 
not record deferred income taxes recorded by an acquired 
company before its acquisition. An acquiring corporation 
should reduce the acquired goodwill retroactively fo r the 
realized tax benefits of loss carry-forwards of an acquired 
company not previously recorded by the acquiring cor
poration.

.89 The market or appraisal values of specific assets 
and liab ilities determined in  paragraph .88 may differ from 
the income tax bases of those items. Estimated future tax 
effects of differences between the tax bases and amounts 
otherwise appropriate to assign to an asset or a lia b ility  
are one of the variables in estimating fa ir  value. Amounts 
assigned to identifiable assets and liab ilities should, fo r 
example, recognize that the fa ir  value of an asset to an ac
quirer is less than its market or appraisal value i f  a ll or a 
portion of the market or appraisal value is not deductible 
fo r income taxes. The impact of tax effects on amounts 
assigned to individual assets and liabilities depends on 
numerous factors, including imminence or delay of realiza
tion of the asset value and the possible tim ing of tax con
sequences. Since differences between amounts assigned and 
tax bases are not tim ing differences (section 4091.12), the 
acquiring corporation should not record deferred tax ac
counts at the date of acquisition.

Amortization o f G oodw ill

.90 Goodwill recorded in  a business combination ac
counted fo r by the purchase method should be amortized in  
accordance w ith  the provisions in  section 5141.27-.31.

Excess o f Acquired Net Assets O ver Cost

.91 The value assigned to net assets acquired should 
not exceed the cost of an acquired company because the 
general presumption in  historical-cost based accounting is 
that net assets acquired should be recorded at not more than 
cost. The total market or appraisal values of identifiable
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assets acquired less liab ilities assumed in  a few business 
combinations may exceed the cost of the acquired company.
An excess over cost should be allocated to  reduce propor
tionately the values assigned to noncurrent assets (except 
long-term investments in  marketable securities) in  deter
m ining the ir fa ir  values (paragraph .87). I f  the allocation 
reduces the noncurrent assets to zero value, the remainder 
of the excess over cost should be classified as a deferred 
credit and should be amortized systematically to income 
over the period estimated to be benefited but not in  excess 
of fo rty  years. The method and period of amortization 
should be disclosed.

.92 No part of the excess of acquired net assets over 
cost should be added directly to stockholders’ equity at 
the date of acquisition.
Acquisition Date

.93 The Board believes that the date of acquisition of 
a company should ord inarily  be the date assets are re
ceived and other assets are given or securities are issued. 
However, the parties may fo r convenience designate as the 
effective date the end of an accounting period between the 
dates a business combination is in itia ted and consummated.
The designated date should ord inarily be the date of acqui
sition fo r accounting purposes i f  a w ritten  agreement 
provides that effective control of the acquired company is 
transferred to the acquiring corporation on tha t date w ith 
out restrictions except those required to  protect the stock
holders or other owners of the acquired company—for 
example, restrictions on significant changes in  the opera
tions, permission to pay dividends equal to those regularly 
paid before the effective date, and the like. Designating an 
effective date other than the date assets or securities are 
transferred requires adjusting the cost o f an acquired com
pany and net income otherwise reported to compensate fo r 
recognizing income before consideration is transferred. The 
cost of an acquired company and net income should there
fore be reduced by imputed interest a t an appropriate 
current rate on assets given, liab ilities incurred, or pre
ferred stock distributed as of the transfer date to acquire 
the company.

.94 The cost o f an acquired company and the values 
assigned to assets acquired and liab ilities assumed should 
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be determined as of the date of acquisition. The statement 
of income of an acquiring corporation fo r the period in  
which a business combination occurs should include income 
of the acquired company after the date of acquisition by 
including the revenue and expenses of the acquired opera
tions based on the cost to the acquiring corporation.

Disclosure in Financial Statements

.95 Notes to the financial statements of an acquiring 
corporation should disclose the following for the period in 
which a business combination occurs and is accounted for 
by the purchase method.

a. Name and a brie f description of the acquired com
pany.

b. Method of accounting fo r the combination—that is, 
by the purchase method.

c. Period fo r which results of operations of the ac
quired company are included in the income state
ment of the acquiring corporation.

d. Cost of the acquired company and, i f  applicable, the 
number of shares of stock issued or issuable and the 
amount assigned to the issued and issuable shares.

e. Description of the plan fo r amortization of ac
quired goodwill, the amortization method, and peri
od (section 5141.27-.31).

f. Contingent payments, options, or commitments 
specified in  the acquisition agreement and their 
proposed accounting treatment.

Information relating to several relatively minor acquisitions 
may be combined fo r disclosure.

.96 Notes to the financial statements of the acquiring 
corporation fo r the period in which a business combination 
occurs and is accounted fo r by the purchase method should 
include as supplemental information the following results of 
operations on a pro forma basis:

a. Results of operations fo r the current period as 
though the companies had combined at the begin
ning of the period, unless the acquisition was at or 
near the beginning of the period.
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b. R esults of operations fo r the immediately preceding 
period as though the companies had combined at 
the beginning of that period i f  comparative financial 
statements are presented.

The supplemental pro forma information should as a m ini
mum show revenue, income before extraordinary items, 
net income, and earnings per share. To present pro forma 
information, income taxes, interest expense, preferred stock 
dividends, depreciation and amortization of assets, includ
ing goodwill, should be adjusted to their accounting bases 
recognized in  recording the combination. Pro forma presen
tation of results of operations of periods prio r to the com
bination transaction should be lim ited to the immediately 
preceding period.

EFFECTIVE DATE

.97 The provisions of this section shall be effective to 
account fo r business combinations in itia te d 15 after October 
31, 1970. Business combinations initiated before November 
1, 1970 and consummated on or after that date under the 
terms prevailing on October 31, 1970 (paragraph .47-a) may 
be accounted fo r in  accordance w ith  this section or the ap
plicable previous pronouncements of the Board and its 
predecessor committee.

.98 The provisions of this section should not be ap
plied retroactively fo r business combinations consummated 
before November 1 , 1970.

.99 I f  a corporation holds as an investment on October 
31, 1970 a m inority interest in  or exactly 50 percent of the 
common stock of another company and the corporation in 
itiates after October 31, 1970 a plan of combination w ith  
that company, the resulting business combination may be 
accounted fo r by the pooling of interests method provided 
the combination meets all conditions specified in paragraphs 
.45 to .48, except that

(i)  the m inority interest in  the voting common stock 
of the combining company held on October 31,
1970 may exceed 10 percent of the outstanding 
voting common stock of the combining company 
(paragraph .46-b), and

15 In it ia te d  is defined in  pa rag raph  .46-a w h e th e r the com b ina tion  is 
accounted fo r  b y  the  p o o lin g  o f in te rests  m ethod  o r by the purchase method.
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( i i)  the corporation which effects the combination is
sues voting common stock fo r at least 90 percent 
of the outstanding voting common stock interest, 
as described in  paragraph .47-b, of the other com
bining company not already held on October 31, 
1970 (rather than 90 percent of a ll of the common 
stock interest of the combining company).

The investment in  common stock held on October 31, 1970 
should not be accounted fo r as treasury stock or retired 
stock at the date of the combination. Instead, the excess of 
cost over the investor corporation's proportionate equity in 
the net assets of the combining company at or near the date 
the stock investment was acquired should be allocated to 
identifiable assets of the combining company at the date the 
combination is consummated on the basis of the fa ir  values 
of those assets at the combination date. The unallocated 
portion of the excess should be assigned to an unidentified 
intangible asset (goodwill) and should be accounted for 
according to applicable previous pronouncements of the 
Board and its  predecessor committee. The cost of goodwill 
should not be amortized retroactively but may be amor
tized prospectively under the provision of section 5141.35. 
I f  the cost of the investment is less than the investor’s 
equity in  the net assets of the combining company, that 
difference should reduce proportionately the recorded 
amounts of noncurrent assets (except long-term investments 
in  marketable securities) of the combining company. [As 
amended, effective November 1, 1975, by FASB Statement 
No. 10.] (See section 1092.)

  The next page is  7791. 
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AC Sec tion  1091-1
Applying Sections 1091 and 5141 
When a Savings and Loan Association 
or a Sim ilar Institution Is Acquired in 
a Business Combination Accounted 
fo r by  the Purchase Method: An 
In terpretation o f Sections 1091 and 5141

[Source: FASB Interpretation No. 9 .]

February 1976

INTRODUCTION

.01 The FASB has been asked to explain how the provisions of 
APB Opinions No. 16 [section 1091], “ Business Combinations,”  
and No. 17 [section 5141], “ Intangible Assets,”  should be applied 
to account for the acquisition of a savings and loan association1 in 
a business combination accounted for by the purchase method. In  
this regard, the FASB has been asked (1) whether the net-spread 
method or the separate-valuation method is appropriate for deter
mining the amounts assigned to the assets and liabilities of the 
acquired savings and loan association and (2) whether any cost 
not assigned to  the identifiable assets acquired less liabilities 
assumed may be amortized using an accelerated method of amor
tization rather than the straight-line method of amortization.

.02 Under the net-spread method, the acquisition of a savings 
and loan association is viewed as the acquisition of a leveraged 
whole rather than the acquisition of the separate assets and 
liabilities of the association. Therefore, if  the spread between the 
rates of interest received on mortgage loans and the rates of in
terest (often called dividends in the industry) paid on savings 
accounts is normal for the particular market area, the acquired 
savings and loan association’s principal assets and liabilities, i. e., 
its mortgage loan portfolio and savings accounts, are brought 
forward at the carrying amounts shown in the financial statements 
of the acquired association.

.03 Under the separate-valuation method, each of the identifiable 
assets and liabilities of the acquired savings and loan association 
is accounted for in the consolidated financial statements at an

1This Interpretation applies not only in  the case of the acquisition o f a 
sayings and loan association but also in the case of the acquisition of a 

savings and loan association holding company, a savings and loan branch, 
or other financial institution having similar types of assets and liabilities.
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amount based on fair value at the date of acquisition, either 
individually or by types of assets and types of liabilities.

INTERPRETATION

.04 Paragraph 87 of APB Opinion No. 16 [section 1091.87] 
states the general principle that “ all identifiable assets acquired, 
either individually or by type, and liabilities assumed in a business 
combination . . . should be assigned a portion of the cost of the 
acquired company, normally equal to their fair values at date of 
acquisition.”  Because the net-spread method ignores fair value of 
individual assets and liabilities or types of assets and liabilities, 
that method is inappropriate under APB Opinion No. 16 [section 
1091].

.05 Paragraph 88 of APB Opinion No. 16 [section 1091.88] pro
vides “ general guides for assigning amounts to the individual 
assets acquired and liabilities assumed, except goodwill.”  In  
paragraph 88(b) [section 1091.88(b)], the general guide for 
receivables is “ present values of amounts to be received deter
mined at appropriate current interest rates, less allowances for 
uncollectibility and collection costs, if  necessary.”  Ascertaining 
appropriate current interest rates (and the periods over which the 
receivables are to be discounted) requires an analysis of the many 
factors that determine the fair value of the portfolio of loans 
acquired.

.06 In  paragraph 88(e) [section 1091.88(e)], the general guide 
for “ intangible assets which can be identified and named, includ
ing contracts, patents, franchises, customer and supplier lists, and 
favorable leases”  is “ appraised values.”  A  footnote to that para
graph states that “ fair values should be ascribed to specific assets; 
identifiable assets should not be included in goodwill.”

.07 In  paragraph 88(g) [section 1091.88(g)], the general guide 
for “ accounts and notes payable, long-term debt, and other claims 
payable”  is “ present values of amounts to be paid determined at 
appropriate current interest rates.”  That present value for savings 
deposits due on demand is their face amount plus interest accrued 
or accruable as of the date of acquisition. That present value for 
other liabilities assumed, e. g., time savings deposits, borrowings 
from a Federal Home Loan Bank, or other borrowings, shall be 
determined by using prevailing interest rates for similar liabilities 
at the acquisition date.
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Association or a Similar  Institu tion Is  Acquired

.08 The purchase price paid for a savings and loan association 
may include an amount for one or more factors, such as the following:
a) Capacity of existing savings accounts and loan accounts to 

generate future income,
b) Capacity of existing savings accounts and loan accounts to 

generate additional business or new business, and
c) Nature of territory served.
I f  the amount paid for any such factor can be determined, that 
amount shall not be included in goodwill. Rather, the amount 
paid for that separately identified intangible shall be recorded as 
the cost of the intangible and amortized over its estimated life as 
specified by APB Opinion No. 17 [section 5141]. Any portion of 
the purchase price that cannot be assigned to specifically identifiable 
tangible and intangible assets acquired (see paragraph .06 above) 
less liabilities assumed shall be assigned to goodwill.

.09 Paragraph 30 of APB Opinion No. 17 [section 5141.30] 
requires that goodwill be amortized using the straight-line method 
“ unless a company demonstrates that another systematic method 
is more appropriate.”  An accelerated method would be appropriate 
and may be used to amortize goodwill when a company demon
strates that (a) the amount assigned to goodwill represents an 
amount paid for factors such as those listed in paragraph .08 but 
there is not a satisfactory basis for determining appraised values 
for the individual factors, and (b) the benefits expected to be 
received from the factors decline over the expected life of those 
factors. Unless both (a) and (b) are demonstrated, straight-line 
amortization shall be used.

EFFECTIVE DATE AND TRANSITION

.10 This Interpretation shall be effective for business combina
tions initiated on or after March 1, 1976. Application to business 
combinations initiated before March 1, 1976 but consummated on 
or after that date is encouraged but not required. Application to a 
business combination consummated prior to March 1, 1976 is per
mitted if  the annual financial statements for the fiscal year in 
which the business combination was consummated have not yet 
been issued; if applied to such a combination, financial statements 
for interim periods of that fiscal year shall be restated if  subse
quently presented. Previously issued annual financial statements 
shall not be restated.

 T he  n e x t page is  7851.  
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AC Section 1092
Extension o f ”Grandfather"
Provisions for Business 
Combinations
an amendment o f Section 1091 
[Source: FASB Statement No. 10 .]

October 1975

INTRODUCTION AND BACKGROUND INFORMATION

.01 APB Opinion No. 16 [section 1091], “ Business Combina
tions,”  which became effective for business combinations initiated 
after October 31, 1970, establishes conditions that must be met for 
a business combination to be accounted fo r by the pooling of in
terests method. Paragraph 99 of that Opinion [section 1091.99], 
however, provides an exemption from certain of those conditions 
fo r a business combination between two companies w ith  certain 
intercorporate investments at October 31, 1970 if  “ the combination 
is completed within five years after October 31, 1970.”  That ex
emption has been referred to as a “ grandfather clause.”  A IC PA  
Accounting Interpretations Nos. 15, 16, 17, and 26 of APB Opinion 
No. 16 relate to that grandfather clause. [Sections U1091.050— 
.060 and U 1091.099—.102.]

.02 In  addition, A IC P A  Accounting Interpretation No. 24 of 
APB Opinion No. 16 [section U1091.086—.089] contains a grand
father provision related to paragraph 46(a) of that Opinion [sec
tion 1091.46(a)] and permits certain subsidiaries to account for 
business combinations by the pooling of interests method. In  part, 
the Interpretation states:

Subsid ia ries w h ic h  had  a s ig n ifica n t o u ts ta n d in g  m in o r ity  
in te re s t a t O c to b e r 31, 1970 m a y  take  p a rt in  a p o o lin g  com 
b in a tio n  com ple ted  w ith in  five  years a fte r th a t date p ro v id in g  
the  s ig n ifica n t m in o r ity  a lso ex is ts  a t the  in it ia t io n  o f the  
com bina tion . In  a d d itio n , th e  com b ina tion  m u s t m eet a ll o f 
the  o th e r p o o lin g  cond itio ns  specified in  paragraphs 46 
th ro u g h  48 [sections 1091.46 th ro u g h  1091.48] . . .

F o r  purposes o f th is  In te rp re ta tio n , a s ig n ifica n t m in o r ity  
means th a t a t least 20 pe rcen t o f th e  v o t in g  com m on s tock  
o f the subs id ia ry  is  ow ned  b y  persons n o t a ffilia te d  w ith  the  
parent com pany.

T h is  “ g ra n d fa th e rin g ”  is  consistent w ith  pa ra g ra ph  99 o f  
the  O p in io n  [section  1091.99] and app lies  b o th  to  com bina
tions  w he re  the  subs id ia ry  w ith  a s ig n ifica n t m in o r ity  in te re s t 
is  th e  issu ing  co rp o ra tio n  and those  w here  i t  is the  o th e r  
com b in ing  com pany. H o w eve r, i t  does n o t p e rm it a  poo lin g  
between a subs id ia ry  and its  pa ren t.
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.03 The FASB presently has on its technical agenda a project 
entitled “ Accounting for Business Combinations and Purchased 
Intangibles,”  which involves a reconsideration of APB Opinion No. 
16 [section 1091]. Consequently, accounting practices that would 
change if  the grandfather provisions of that Opinion expire on 
October 31, 1975 might, once again, be changed as a result of the 
FASB’s reconsideration of the Opinion. The Board believes that 
because it is reconsidering APB Opinion No. 16 [section 1091] the 
grandfather provisions of the Opinion and related A IC P A  Ac
counting Interpretations should continue in effect so as to main
tain the status quo during the Board’s reconsideration of that 
Opinion.

.04 An Exposure Draft of a proposed Statement on “ Extension 
of ‘Grandfather’ Provisions for Business Combinations”  was issued 
on September 8, 1975. Twenty-two letters were received in 
response to that Exposure Draft. No substantive changes were 
suggested by respondents, and this Statement contains no sub
stantive changes from the Exposure Draft.

.05 The Board concluded that on the basis of existing data it  
could make an informed decision on the matter addressed in this 
Statement w ithout a public hearing and that the effective date 
set forth in paragraph .08 is advisable.

STANDARDS OF FINANCIAL ACCOUNTING AND  REPORTING

.06 The five-year lim itation in the grandfather provisions con
tained in paragraph 99 of  APB Opinion No. 16 [section 1091.99] 
and in the A IC P A  Accounting Interpretations cited in paragraphs 
.01—.02 of this Statement is eliminated.

Amendment to  Existing Pronouncement

.07 The wording “ the combination is completed w ith in five years 
after October 31, 1970 and”  in paragraph 99 of APB Opinion No. 
16 [section 1091.99] and similar wording in the A IC P A  Account
ing Interpretations cited in paragraphs .01—.02 of this Statement, 
imposing an October 31, 1975 expiration date for the grandfather 
provisions, are deleted.

Effective Date
.08 This Statement shall be effective on November 1, 1975.

The provisions o f this Statement need 
not be applied to  immaterial items.
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AC Section 2010
Reporting the Results 
of Operations
[Source: APB Opinion No. 9 , as amended.]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1966, unless otherwise 
indicated

INTRODUCTION

.01 The American Institu te  of Certified Public Ac
countants, through its  boards and committees, reviews 
from  time to time the form  and content of financial state
ments to determine how the ir usefulness may be improved.
This section is the result of a review o f present practice 
in  the reporting of the results of operations of business en
tities.

.02 This section concludes that net income should 
reflect a ll items of profit and loss recognized during the 
period except fo r p rio r period adjustments, w ith  extraor
dinary items to be shown separately as an element of net 
income of the period. [As amended, effective fo r events 
and transactions occurring after September 30, 1973 by 
APB Opinion No. 30.] (See section 2012.) [As amended, 
effective fo r financial statements fo r fiscal years beginning 
after October 15, 1977, by FASB Statement No. 16.] (See 
section 2014.)

.03 This section also specifies the method of treating 
extraordinary items and p rio r period adjustments in  com
parative statements fo r two or more periods, specifies the 
disclosures required when previously issued statements of 
income are restated and recommends methods of presenta
tion of historical, statistical-type financial summaries which 
include extraordinary items or are affected by p rio r period 
adjustments. [As amended, effective fo r fiscal periods be
ginning after December 31, 1968, by APB Opinion No. 15.]

.04 For convenience, the term net income is used here
in to refer to either net income or net loss. [As amended,
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effective fo r fiscal periods beginning after December 31, 
1968, by APB Opinion No. 15.]

APPLICABILITY
.05 This section applies to general purpose state

ments which purport to present results of operations in  
conformity w ith  generally accepted accounting principles. 
Investment companies, insurance companies and certain 
nonprofit organizations have developed income statements 
w ith  formats different from those of the typical commercial 
entity described herein, designed to h igh light the peculiar 
nature and sources of the ir income or operating results. 
The portion of this section which requires that net income 
be presented as one amount does not apply to such entities. 
[As amended, effective fo r fiscal periods beginning after 
December 31, 1968, by APB Opinion No. 13.]

NET INCOME AND THE TREATMENT OF 
PRIOR PERIOD ADJUSTMENTS

DISCUSSION
General

.06 Business entities have developed a reporting pat
tern under which periodic financial statements are pre
pared from their accounting records to reflect the financial 
position of the entity at a particular date and the finan
cial results of its  activities fo r a specified period or periods. 
The statement of income and the statement of retained 
earnings (separately or combined) are designed to reflect, 
in  a broad sense, the ‘ ‘ results of operations.”

.07 A  problem in  reporting the results of operations 
of a business entity fo r one or more periods is the treat
ment of prior period adjustments. The section also discusses 
the various types of adjustment which m ight be considered 
to be proper adjustments of the recorded results of opera
tions of p rio r periods. [As amended, effective fo r events 
and transactions occurring after September 30, 1973 by 
APB Opinion No. 30.] (See section 2012.) [As amended, 
effective fo r financial statements fo r fiscal years beginning 
after October 15, 1977 by FASB Statement No. 16.] (See 
section 2014.)
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Historical Background
General

.08 There is considerable diversity of views as to 
whether extraordinary items and p rio r period adjustments 
should enter in to  the determination of net income of the 
period in  which they are recognized. When Accounting 
Research Bulletin No. 32 was issued in  December 1947, as 
well as when i t  was reissued in  June 1953 as Chapter 8 of 
Accounting Research Bulletin  No. 43, two conflicting view
points had attracted considerable support. The paragraphs 
which follow summarize the discussion of these two view
points contained in  Chapter 8.

Current O perating Performance

.09 Under one viewpoint, designated current oper
ating performance, the principal emphasis is upon the ordi
nary, normal, recurring operations of the entity during 
the current period. I f  extraordinary or p rio r period trans
actions have occurred, the ir inclusion m ight im pair the sig
nificance of net income to  such an extent that misleading 
inferences m ight be drawn from  the amount so designated.

.10 Advocates of th is position believe that users of 
financial statements attach a particular business signifi
cance to the statement of income and the “ net income"  
reported therein. They point out that, while some users 
are able to analyze a statement of income and to eliminate 
from  i t  those p rio r period adjustments and extraordinary 
items which may tend to im pair its  usefulness fo r their 
purposes, many users are not trained to do this. They be
lieve that management (subject to the attestation of the 
independent auditors) is in  a better position to do this, 
and to eliminate the effect of such items from the amount 
designated as net income.

.11 Advocates of this position also point out that 
many companies, in  order to give more useful information 
concerning the ir earnings performance, restate the earn
ings or losses of affected periods to reflect the proper allo
cation of p rio r period adjustments. They believe there
fore that items of this type may best be handled as direct 
adjustments of retained earnings or as “ special items"  
excluded from net income of the current period. They
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feel that extraordinary items of a ll types may often best 
be disclosed as direct adjustments of retained earnings, 
since this eliminates any distortive effect on reported 
earnings.

A ll Inclusive

.12 Under the other viewpoint, designated all inclu
sive, net income is presumed to include a ll transactions 
affecting the net increase or decrease in  proprietorship 
equity during the current period, except dividend d is tri
butions and transactions of a capital nature.

.13 Proponents of this position believe that the aggre
gate of such periodic net incomes, over the life  of an en
terprise, constitutes total net income, and that th is is the 
only fa ir  and complete method o f reporting the results of 
operations of the entity. They believe that extraordinary 
items and p rio r period adjustments are part o f the earn
ings history o f an entity and that omission of such items 
from  periodic statements of income increases the possi
b ility  that these items w ill be overlooked in  a review of 
operating results fo r a period of years. They also stress 
the dangers of possible manipulation of annual earnings 
figures i f  such items may be omitted from the determina
tion of net income. They believe that a statement o f in 
come including all such items is easy to understand and 
less subject to variations resulting from  different judg
ments. They feel that, when judgment is allowed to deter
mine whether to include or exclude particular items or 
adjustments, significant differences develop in the treat
ment of borderline cases and that there is a danger that 
the use of “ extraordinary”  as a criterion may be a means 
of equalizing income. Advocates of th is theory believe 
that fu ll disclosure in  the income statement of the na
ture of any extraordinary items or p rio r period adjust
ments during each period w ill enable the user of a 
statement of income to make his own assessment of the 
importance of the items and the ir effects on operating 
results.

Decisions o f Committee on Accounting Procedure—
Subsequent Developments

.14 The committee on accounting procedure (prede
cessor of the Accounting Principles Board) did not em-
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brace either of these viewpoints in  its entirety in  issuing 
its firs t Accounting Research Bulletin  on this subject in  
December 1947. Instead, the committee stated “ . . . i t  
is the opinion of the committee that there should be a gen
eral presumption that a ll items of profit and loss recog
nized during the period are to be used in determining the 
figure reported as net income. The only possible excep
tion to th is presumption in  any case would be w ith  respect 
to items which in  the aggregate are materially significant 
in  relation to the company’s net income and are clearly 
not identifiable w ith  or do not result from the usual or 
typical business operations of the period. Thus, only ex
traordinary items such as the follow ing may be excluded 
from the determination of net income fo r the year, and 
they should be excluded when their inclusion would im 
pair the significance of net income so that misleading in 
ferences m ight be drawn therefrom: . . . . ” 1 The lis t 
of items which followed consisted of material charges or 
credits, other than ordinary adjustments of a recurring 
nature, (a) specifically related to operations of p rio r years,
(b) resulting from unusual sales of assets not acquired 
fo r resale and not of the type in  which the company usu
a lly  deals, (c) resulting from losses of a type not usually 
insured against, (d) resulting from  the write-off of a ma
teria l amount of intangibles or a material amount of un
amortized bond discount or premium and expense. The 
language quoted above was continued substantially un
changed in  the 1953 Restatement and Revision of Account
ing Research Bulletins, becoming Chapter 8 of ARB No. 43.

.15 Since the issuance of these guidelines fo r the de
termination of net income, developments in  the business 
and investment environment have increased the emphasis 
on, and interest in, the financial reporting format of busi
ness entities and the nature of the amount shown as net 
income therein. As a result of the widespread and in
creasing dissemination of financial data, often in  h ighly 
condensed form, to investors and potential investors, sug
gestions have been made that the criteria fo r the determi
nation of the amount to be reported as net income, insofar 
as i t  is affected by extraordinary items and p rio r period 
adjustments, should be re-examined.

1 A c c o u n tin g  Research B u lle tin  N o. 32, Income and Earned Surplus.
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OPINION
Summary

.16 The Board has considered various methods of 
reporting the effects of extraordinary events and trans
actions and of p rio r period adjustments which are recorded 
in  the accounts during a particular accounting period. 
The Board has concluded that net income should reflect 
a ll items of profit and loss recognized during the period 
w ith  the sole exception of the p rio r period adjustments 
described below. Extraordinary items should, however, 
be segregated from the results of ordinary operations and 
shown separately in  the income statement, w ith  disclosure 
of the nature and amounts thereof. The criteria fo r de
termination of extraordinary items and their presentation 
are described in section 2012.19-.24. [As amended, effective 
fo r events and transactions occurring after September 30, 
1973 by APB Opinion No. 30.]

.17 Those items that are reported as p rio r period ad
justments shall, in single period statements, be reflected 
as adjustments of the opening balance of retained earnings. 
When comparative statements are presented, correspond
ing adjustments should be made of the amounts of net 
income (and the components thereof) and retained earn
ings balances (as well as of other affected balances) fo r 
a ll of the periods reported therein, to reflect the retroactive 
application of the p rio r period adjustments. (See para
graph .25 fo r required disclosures of p rio r period adjust
ments.) [As amended, effective fo r fiscal periods beginning 
after Ju ly 31, 1971 by APB Opinion No. 20]. [As amended, 
effective fo r financial statements fo r fiscal years beginning 
after October 15, 1977, by FASB Statement No. 16.] (See 
section 2014.)

.18 The Board has concluded that the above approach 
to the reporting of the results of operations of business 
entities w ill result in  the most meaningful and useful type 
of financial presentation. The principal advantages are:
(a) inclusion of a ll operating items related to the current 
period, w ith  segregation and disclosure of the extraordi
nary items, (b) a reporting of current income from oper
ations free from  distortions resulting from material items 
directly related to p rio r periods and (c) proper retroactive
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reflection in  comparative financial statements of material 
adjustments relating directly to p rio r periods. In  reach
ing its  conclusion, the Board recognizes that this approach 
may involve (a) occasional revision of previously-reported 
net income fo r p rio r periods to reflect subsequently re
corded material items directly related thereto, (b) diffi
culty in  segregating extraordinary items and items related 
to p rio r periods and (c) the possibility that disclosures 
regarding adjustments of opening balances in  retained 
earnings or of net income of p rio r periods w ill be over
looked by the reader.

[.19-.21] [Superseded, effective fo r events and trans
actions occurring after September 30, 1973 by APB Opinion 
No. 30.] (See section 2012.)

[.22-.23] [Superseded, effective fo r financial state
ments fo r fiscal years beginning after October 15, 1977, by 
FASB Statement No. 16.] (See section 2014.)

[.24] [Superseded, effective fo r fiscal periods begin
ning after Ju ly 31, 1971 by APB Opinion No. 20.] (See 
section 1051.)

Disclosure of Prior Period Adjustments and 
Restatements o f Reported Net Income

.25 When p rio r period adjustments are recorded, the 
resulting effects (both gross and net of applicable income 
tax) on the net income of p rio r periods should be disclosed 
in  the annual report fo r the year in  which the adjustments 
are made.2 When financial statements fo r a single period 
only are presented, this disclosure should indicate the ef-

  T he  n e x t page is  7929. 

2 The Board recommends disclosure, in  addition, in  in te rim  reports 
issued during that year subsequent to the date of recording the adjustments.
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fects of such restatement on the balance of retained earn
ings at the beginning of the period and on the net income 
of the immediately preceding period. When financial state
ments fo r more than one period are presented, which is 
ord inarily the preferable procedure,3 the disclosure should 
include the effects fo r each of the periods included in the 
statements. Such disclosures should include the amounts 
of income tax applicable to the p rio r period adjustments. 
Disclosure of restatements in  annual reports issued sub
sequent to the first such post-revision disclosure would 
ord inarily not be required.

Historical Summaries o f Financial Data
.26 I t  has become customary fo r business entities to 

present historical, statistical-type summaries of financial 
data fo r a number of periods—commonly five or ten years. 
The Board recommends that the format fo r reporting ex
traordinary items described in section 2012 be used in 
such summaries. The Board further recommends that, 
whenever p rio r period adjustments have been recorded 
during any of the periods included therein, the reported 
amounts of net income (and the components thereof), as 
well as other affected items, be appropriately restated, 
w ith  disclosure in  the first summary published after the 
adjustments. [As amended, effective for events and trans
actions occurring after September 30, 1973 by APB Opinion 
No. 30.] (See section 2012.)

Capital Transactions
.27 The Board reaffirms the conclusion of the fo r

mer committee on accounting procedure that the following 
should be excluded from the determination of net income 
or the results of operations under all circumstances: (a) 
adjustments or charges or credits resulting from  transac
tions in  the company’s own capital stock,4 (b) transfers 
to and from accounts properly designated as appropriated 
retained earnings (such as general purpose contingency 
reserves or provisions fo r replacement costs of fixed as
sets) and (c) adjustments made pursuant to a quasi- 
reorganization.

3 See section 2041, Comparative Financial Statements.
4 See section 5542, Profits or Losses on Treasury Stock.
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Income Statements
.28 Income statements may be prepared in  either 

“ single-step”  or “ multi-step”  form. Regardless of the form 
used, the income statement should disclose revenues (sales), 
and the elements mentioned in  section 2012.11 should be 
clearly disclosed in  the order there indicated. [As amended, 
effective fo r events and transactions occurring after Sep
tember 30, 1973 by APB Opinion No. 30. ] (See section 2012.)

  T he  n e x t page is  7941.

AC § 2010.28 ©  1974, American Institu te of Certified Public Accountants, Inc.



7941

AC Section 2011
Earnings per Share*
[Source: APB Opinion No. 15, as amended.]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1968, unless otherwise 
indicated 1

INTRODUCTION
.01 Earnings per share data are used in  evaluating 

the past operating performance of a business, in  forming 
an opinion as to its  potential and in  making investment de
cisions. They are commonly presented in  prospectuses, 
proxy material and reports to stockholders. They are used 
in the compilation of business earnings data fo r the press, 
statistical services and other publications. When presented 
w ith  formal financial statements, they assist the investor 
in  weighing the significance of a corporation’s current net 
income and of changes in  its net income from period to 
period in  relation to the shares he holds or may acquire.

.02 In  view of the widespread use of earnings per 
share data, i t  is important that such data be computed on 
a consistent basis and presented in  the most meaningful 
manner. The Board and its predecessor committee have 
previously expressed their views on general standards de
signed to achieve these objectives, most recently in  Part 
EE of APB Opinion No. 9, Reporting the Results of Opera
tions.* 1 2

.03 In  this section the Board expresses its  views on 
some of the more specific aspects of the subject, including 
the guidelines that should be applied uniform ly in  the com
putation and presentation of earnings per share data in  
financial statements.

.04 Computational guidelines fo r the implementation 
of this section are contained in  section 2011A. Certain 
views differing from those adopted in  this section are sum
marized in  section 2011B. Illustrations of the presenta
tions described in  this section are included in  the Exhibits

*  See section 2083, Suspension o f the R eporting  o f E arn ings per Share 
and Segm ent In fo rm a tio n  by N onpub lic  E n te rprises.

1 See pa ragraphs .45 and .46.
2 E d ito r ’s N o te : F oo tn o te  reference e lim ina ted .
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contained in section 2011C. Definitions of certain terms as 
used in  this section are contained in  section 2011D.

APPLICABILITY

.05 This section applies to financial presentations 
which purport to present results of operations of corpora
tions in conformity w ith  generally accepted accounting 
principles and to summaries of those presentations, except 
as excluded in  paragraph .06. Thus, i t  applies to corpora
tions whose capital structures include only common stock 
or common stock and senior securities and to those whose 
capital structures also include securities that should be 
considered the equivalent of common stock 3 in  computing 
earnings per share data.

.06 This section does not apply to mutual companies 
that do not have outstanding common stock or common 
stock equivalents (fo r example, mutual savings banks, 
cooperatives, credit unions, and similar entities); to reg
istered investment companies; to government-owned cor
porations; or to nonprofit corporations. This section also 
does not apply to parent company statements accompanied 
by consolidated financial statements, to statements of 
wholly-owned subsidiaries, or to special purpose state
ments.

HISTORICAL BACKGROUND

.07 P rior to the issuance of APB Opinion No. 9, earn
ings per share were generally computed by d ivid ing net 
income (after deducting preferred stock dividends, i f  any) 
by the number of common shares outstanding. The divisor 
used in  the computation usually was a weighted average 
of the number of common shares outstanding during the 
period, but sometimes was simply the number of common 
shares outstanding at the end of the period.

.08 ARB No. 49, Earnings per Share, referred to 
“ common stock or other residual security;”  however, the 
concept that a security other than a common stock could 
be the substantial equivalent of common stock and should,

3 APB  Opinion No. 9 referred to certain securities as residual secu
rities, the determination of which was generally based upon the market 
value of the security as it  related to investment value. In  this section, 
the Board now uses the term common stock equivalents as being more 
descriptive of those securities other than common stock that should be 
dealt w ith  as common stock in the determination of earnings per share.
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therefore, enter into the computation of earnings per share 
was seldom followed prior to the issuance of APB Opinion 
No. 9. Paragraph 33 of APB Opinion No. 9 stated that 
earnings per share should be computed by reference to 
common stock and other residual securities and defined a 
residual security as follows:

“ When more than one class of common stock is 
outstanding, or when an outstanding security has par
ticipating dividend rights w ith  the common stock, or 
when an outstanding security clearly derives a major 
portion of its value from its conversion rights or its 
common stock characteristics, such securities should 
be considered ‘ residual securities’ and not ‘ senior se
curities’ fo r purposes of computing earnings per 
share. ’’

.09 APB Opinon No. 9 also stated in  part (paragraph 
43) that:

“ Under certain circumstances, earnings per share 
may be subject to d ilution in  the future i f  existing 
contingencies perm itting issuance of common shares 
eventuate. Such circumstances include contingent 
changes resulting from the existence of (a) outstand
ing senior stock or debt which is convertible into 
common shares, (b) outstanding stock options, war
rants or sim ilar agreements and (c) agreements for 
the issuance of common shares fo r litt le  or no consid
eration upon the satisfaction of certain conditions 
(e.g., the attainment of specified levels of earnings 
following a business combination). I f  such potential 
d ilu tion is material, supplementary pro forma compu
tations of earnings per share should be furnished, 
showing what the earnings would be i f  the conver
sions or contingent issuances took place.”

Before the issuance of APB Opinion No. 9 corporations had 
rarely presented pro forma earnings per share data of this 
type except in  prospectuses and proxy statements.

.10 Under the definition of a residual security con
tained in  paragraph 33 of APB Opinion No. 9, residual 
status of convertible securities has been determined using 
the “ major-portion-of-value”  test at the time of the issu
ance of the security and from time to time thereafter when-
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ever earnings per share data were presented. In  practice 
th is test has been applied by comparing a convertible se
c u rity ’s market value w ith  its  investment value, and the 
security has been considered to be residual whenever more 
than ha lf its  market value was attributable to its common 
stock characteristics at time of issuance. Practice has 
varied in  applying this test subsequent to issuance w ith  
a higher measure used in  many cases. Thus, a convertible 
security’s status as a residual security has been affected 
by equity and debt market conditions at and after the 
security’s issuance.

.11 Application of the residual security concept as 
set fo rth  in  paragraph 33 of APB Opinion No. 9 has raised 
questions as to the va lid ity  of the concept and as to the 
guidelines developed fo r its  application in  practice. The 
Board has reviewed the concept of residual securities as 
i t  relates to earnings per share and, as a result of its  own 
study and the constructive comments on the matter re
ceived from  interested parties, has concluded that modi
fication of the residual concept is desirable. The Board 
has also considered the disclosure and presentation require
ments of earnings per share data contained in  APB Opin
ion No. 9 and has concluded that these should be revised.

OPINION
Presentation on Face o f Income Statement

.12 The Board believes that the significance attached 
by investors and others to earnings per share data, to
gether w ith  the importance of evaluating the data in  con
junction w ith  the financial statements, requires that such 
data be presented prominently in  the financial statements. 
The Board has therefore concluded that earnings per share 
or net loss per share data should be shown on the face of 
the income statement. The extent of the data to be pre
sented and the captions used w ill vary w ith  the complexity 
of the company’s capital structure, as discussed in  the 
follow ing paragraphs.
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.13 The reporting of earnings per share data should 
be consistent w ith  the income statement presentation called 
for by section 2012. Earnings per share amounts should 
therefore be presented for (a) income before extraordinary 
items and (b) net income. I t  may also be desirable to pre
sent earnings per share amounts fo r extraordinary items, 
i f  any. When accounting changes and corrections of errors 
in  previously issued financial statements occur, refer to sec
tion 1051, Accounting Changes. [As amended, effective fo r 
fiscal periods beginning after Ju ly  31, 1971 by APB Opinion 
No. 20.] [As amended, effective fo r events and transactions 
occurring after September 30, 1973, by APB Opinion No. 
30.] (See section 2012.)

Simple C apita l Structures
.14 The capital structures of many corporations are 

relatively simple—that is, they either consist of only com
mon stock or include no potentially d ilutive convertible 
securities, options, warrants or other rights that upon con
version or exercise could in the aggregate dilute 4 earnings 
per common share. In  these cases, a single presentation ex
pressed in  terms such as Earnings per common share on 
the face of the income statement (based on common shares 
outstanding and computed in accordance w ith  the provi
sions of section 2011A.02-.05) is the appropriate presenta
tion of earnings per share data.

Complex Capita l Structures
.15 Corporations w ith  capital structures other than 

those described in the preceding paragraph should present 
two types of earnings per share data (dual presentation) 
w ith  equal prominence on the face of the income statement. 
The firs t presentation is based on the outstanding common 
shares and those securities that are in  substance equivalent 
to common shares and have a d ilu tive 4 effect. The second 
is a pro-forma presentation which reflects the d ilu tio n 4 of

4 A ny reduction of less than 3% in the aggregate need not be con
sidered as dilution in the computation and presentation of earnings per 
share data as discussed throughout this section. In  applying this test only 
issues which reduce earnings per share should be considered. In  estab
lishing this guideline the Board does not im ply that a similar measure 
should be applied in any circumstances other than the computation and 
presentation of earnings per share data under this section.
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earnings per share that would have occurred i f  all con
tingent issuances of common stock that would individually 
reduce earnings per share had taken place at the beginning 
of the period (or time of issuance of the convertible se
curity, etc., i f  later). For convenience in this section, these 
two presentations are referred to as “ primary earnings per 
share”  and “ fu lly  diluted earnings per share,”  5 respec
tively, and would in certain circumstances discussed else
where in this section be supplemented by other disclosures 
and other earnings per share data. (See paragraphs .19-.23.)

Dual Presentation
.16 When dual presentation of earnings per share 

data is required, the prim ary and fu lly  diluted earnings 
per share amounts should be presented w ith  equal promi
nence on the face of the income statement. The difference 
between the prim ary and fu lly  diluted earnings per share

5A PB  Opinion No. 9 referred to the latter presentation as “ supple
mentary pro forma earnings per share.”
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amounts shows the maximum extent of potential d ilution of 
current earnings which conversions of securities that are 
not common stock equivalents could create. I f  the capital 
structure contains no common stock equivalents, the first 
may be designated Earnings per common share—assuming 
no dilution  and the second Earnings per common share— 
assuming fu ll d ilu tion . When common stock equivalents 
are present and dilutive, the prim ary amount may be des
ignated Earnings per common and common equivalent 
share. The Board recognizes that precise designations 
should not be prescribed; corporations should be free to 
designate these dual presentations in  a manner which best 
fits the circumstances provided they are in accord w ith 
the substance of this section. The term Earnings per com
mon share should not be used w ithout appropriate qualifi
cation except under the conditions discussed in  paragraph 
.14.

Periods Presented
.17 Earnings per share data should be presented for 

a ll periods covered by the statement of income or summary 
of earnings. I f  potential d ilu tion exists in  any of the 
periods presented, the dual presentation of prim ary earn
ings per share and fu lly  diluted earnings per share data 
should be made fo r all periods presented. This informa
tion together w ith  other disclosures required (see para
graphs .19-.23) w ill give the reader an understanding of 
the extent and trend of the potential dilution.

.18 When results of operations of a prior period in 
cluded in  the statement of income or summary of earnings 
have been restated as a result of a p rio r period adjustment, 
earnings per share data given fo r the prior period should 
be restated. The effect of the restatement, expressed in 
per share terms, should be disclosed in  the year of re
statement.

Additional Disclosures
C apita l Structure

.19 The use of complex securities complicates earn
ings per share computations and makes additional dis
closures necessary. The Board has concluded that financial 
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statements should include a description, in  summary form, 
sufficient to explain the pertinent rights and privileges of 
the various securities outstanding. Examples of informa
tion which should be disclosed are dividend and liquida
tion preferences, participation rights, call prices and dates, 
conversion or exercise prices or rates and pertinent dates, 
sinking fund requirements, unusual voting rights, etc.

Dual Earnings per Share Data
.20 A  schedule or note relating to the earnings per 

share data should explain the bases upon which both p r i
mary and fu lly  diluted earnings per share are calculated.
This information should include identification of any issues 
regarded as common stock equivalents in  the computation 
of prim ary earnings per share and the securities included in 
the computation of fu lly  diluted earnings per share. I t  
should describe a ll assumptions and any resulting adjust
ments used in  deriving the earnings per share data.6 There 
should also be disclosed the number of shares issued upon 
conversion, exercise or satisfaction of required conditions, 
etc., during at least the most recent annual fiscal period and 
any subsequent interim  period presented.7

.21 Computations and/or reconciliations may some
times be desirable to provide a clear understanding of the 
manner in  which the earnings per share amounts were ob
tained. This information may include data on each issue 
of securities entering into the computation of the prim ary 
and fu lly  diluted earnings per share. I t  should not, how
ever, be shown on the face of the income statement or 
otherwise furnished in  a manner im plying that an earnings 
per share amount which ignores the effect of common stock 
equivalents (that is, earnings per share based on outstand
ing common shares only) constitutes an acceptable pre
sentation of prim ary earnings per share.

Supplementary Earnings per Share Data

.22 Prim ary earnings per share should be related to 
the capital structures existing during each of the various

6 These computations should give effect to all adjustments which would 
result from  conversion: fo r example, dividends paid on convertible pre
ferred stocks should not be deducted from  net income; interest and related 
expenses on convertible debt, less applicable income tax, should be added 
to net income, and any other adjustments affecting net income because of 
these assumptions should also be made. (See section 2011A.06.)

7 See also section 2042 and section 2071.
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periods presented.8 Although conversions ord inarily do 
not alter substantially the amount of capital employed in  
the business, they can significantly affect the trend in  earn
ings per share data. Therefore, i f  conversions during the 
current period would have affected (either d ilu tive ly  or in 
crementally) prim ary earnings per share i f  they had taken 
place at the beginning of the period, supplementary in fo r
mation should be furnished (preferably in  a note) fo r the 
latest period showing what prim ary earnings per share 
would have been i f  such conversions had taken place at the 
beginning of that period (or date of issuance of the secu
r ity , i f  w ith in  the period). Sim ilar supplementary per share 
earnings should be furnished i f  conversions occur after the 
close of the period but before completion of the financial 
report. I t  may also be desirable to furnish supplementary 
per share data fo r each period presented, g iving the cumu
lative retroactive effect of a ll such conversions or changes. 
However, prim ary earnings per share data should not be 
adjusted retroactively fo r conversions.

.23 Occasionally a sale of common stock or common 
stock equivalents fo r cash occurs during the latest period 
presented or shortly after its  close but before completion of 
the financial report. When a portion or a ll of the proceeds 
of such a sale has been used to retire preferred stock or 
debt, or is to be used for that purpose, supplementary earn
ings per share data should be furnished (preferably in  a 
note) to show what the earnings would have been fo r the 
latest fiscal year and any subsequent interim  period pre
sented i f  the retirement had taken place at the beginning 
of the respective period (or date of issuance of the retired 
security, i f  later). The number of shares of common stock 
whose proceeds are to be used to retire the preferred stock 
or debt should be included in  this computation. The bases 
of these supplementary computations should be disclosed.9
Prim ary Earnings per  Share

.24 I f  a corporation’s capital structure is complex and 
either does not include common stock equivalents or in 
cludes common stock equivalents which do not have a d ilu 
tive effect, the prim ary earnings per share figures should be * 9

8See sections 2011A.03-.04 and 2011A.17-.19 fo r exceptions to this gen
eral rule.

9 There may be other forms of recapitalization which should be reflected 
in  a similar manner.
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based on the weighted average number of shares of common 
stock outstanding during the period. In  such cases, poten
tia l d ilu tive effects of contingent issuances would be re
flected in  the fu lly  diluted earnings per share amounts. 
Certain securities, however, are considered to be the equiva
lent o f outstanding common stock and should be recognized 
in  the computation of prim ary earnings per share i f  they 
have a d ilu tive effect.

Nature o f Common Stock Equivalents
.25 The concept that a security may be the equivalent of 

common stock has evolved to meet the reporting needs of 
investors in  corporations that have issued certain types of 
convertible and other complex securities. A  common stock 
equivalent is a security which is not, in  form, a common 
stock but which usually contains provisions to enable its 
holder to become a common stockholder and which, be
cause of its  terms and the circumstances under which i t  was 
issued, is in  substance equivalent to a common stock. The 
holders of these securities can expect to participate in  the 
appreciation of the value of the common stock resulting 
principally from the earnings and earnings potential of the 
issuing corporation. This participation is essentially the 
same as that of a common stockholder except that the se
curity  may. carry a specified dividend or interest rate yield
ing a return different from that received by a common 
stockholder. The attractiveness of this type of security to 
investors is often based principally on this potential righ t 
to share in increases in the earnings potential of the issuing 
corporation rather than on its  fixed return or other senior 
security characteristics. W ith  respect to a convertible 
security, any difference in yield between i t  and the under
ly ing common stock as well as any other senior character
istics of the convertible security become secondary. The 
value of a common stock equivalent is derived in  large part 
from the value of the common stock to which i t  is related, 
and changes in its value tend to reflect changes in the value 
of the common stock. Neither conversion nor the immi
nence of conversion is necessary to cause a security to be a 
common stock equivalent.

.26 The Board has concluded that outstanding con
vertible securities which have the foregoing characteristics 
and which meet the criteria set fo rth  in  this section fo r the 
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determination of common stock equivalents at the time 
they are issued should be considered the equivalent of com
mon stock in computing prim ary earnings per share i f  the 
effect is dilutive. The recognition of common stock equiva
lents in  the computation of prim ary earnings per share 
avoids the misleading implication which would otherwise 
result from the use of common stock only; use of the latter 
basis would place form over substance.

.27 In  addition to convertible debt and convertible 
preferred stocks, the following types of securities are or 
may be considered as common stock equivalents:

Stock options and warrants (and their equiva
lents ) and stock purchase contracts—should always be 
considered common stock equivalents (see paragraphs 
.35-.38).

Participating securities and two-class common 
stocks — i f  their participation features enable their 
holders to share in  the earnings potential of the issuing 
corporation on substantially the same basis as common 
stock even though the securities may not give the 
holder the righ t to exchange his shares fo r common 
stock (see section 2011A.14-.15).

Contingent shares—if  shares are to be issued in  the 
future upon the mere passage of time (or are held in 
escrow pending the satisfaction of conditions unrelated 
to earnings or market value) they should be considered 
as outstanding fo r the computation of earnings per 
share. I f  additional shares of stock are issuable for 
lit t le  or no consideration upon the satisfaction of cer
tain conditions they should be considered as outstand
ing when the conditions are met (see section 2011A.16- 
.19).

Determination o f Common Stock Equivalents a t Issuance
.28 The Board has concluded that determination of 

whether a convertible security is a common stock equiva
lent should be made only at the time of issuance and should 
not be changed thereafter so long as the security remains 
outstanding. However, convertible securities outstanding 
or subsequently issued w ith  the same terms as those of a 
common stock equivalent also should be classified as com
mon stock equivalents. A fte r fu ll consideration of whether 
a convertible security may change its status as a common
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stock equivalent subsequent to issuance, including the d if
fering views which are set fo rth  in section 2011B hereto, the 
Board has concluded that the d ilu tive effect of any con
vertible securities that were not common stock equivalents 
at time of their issuance should be included only in the fu lly  
diluted earnings per share amount. This conclusion is 
based upon the belief (a) that only the conditions which 
existed at the time of issuance of the convertible security 
should govern the determination of status as a common 
stock equivalent, and (b) that the presentation of fu lly  
diluted earnings per share data adequately discloses the 
potential d ilution which may exist because of changes in 
conditions subsequent to time of issuance.

.29 Various factors should be considered in  determin
ing the appropriate “ time of issuance”  in  evaluating 
whether a security is substantially equivalent to a common 
stock, The time of issuance generally is the date when 
agreement as to terms has been reached and announced, 
even though subject to certain further actions, such as d i
rectors’ or stockholders’ approval.
N o Anti-D ilution

.30 Computations of prim ary earnings per share 
should not give effect to common stock equivalents or other 
contingent issuance for any period in which their inclusion 
would have the effect of increasing the earnings per share 
amount or decreasing the loss per share amount otherwise 
computed.10 Consequently, while a security once deter
mined to be a common stock equivalent retains that status, 
i t  may enter into the computation of primary earnings per 
share in  one period and not in  another.

Test o f Common Stock Equivalent Status
.31 Convertible securities. A  convertible security 

which at the time of issuance has terms that make i t  for all 
practical purposes substantially equivalent to a common

10 The presence of a common stock equivalent or other dilutive securi
ties together w ith  income from  continuing operations and extraordinary 
items may result in diluting one of the per share amounts which are 
required to be disclosed on the face of the income statement—i. e., income 
from continuing operations, income before extraordinary items and before 
the cumulative effect of accounting changes, i f  any, and net income— 
while increasing another. In  such a case, the common stock equivalent or 
other dilutive securities should be recognized fo r all computations even 
though they have an anti-dilutive effect on one of the per share amounts.
[As amended, effective fo r events and transactions occurring after Sep
tember 30, 1973 by APB Opinion No. 30.] (See section 2012.)
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stock should be regarded as a common stock equivalent. 
The complexity of convertible securities makes i t  impracti
cal to establish definitive guidelines to encompass all the 
varying terms which m ight bear on this determination. Con
sideration has been given, however, to various character
istics of a convertible security which might affect its status 
as a common stock equivalent, such as cash yield at is
suance, increasing or decreasing conversion rates, liquida
tion and redemption amounts, and the conversion price in  
relation to the market price of the common stock. In  addi
tion, consideration has been given to the pattern of various 
nonconvertible security yields in  recent years, during which 
period most of the existing convertible securities have been 
issued, as well as over a longer period of time. Many of the 
characteristics noted above, which in various degrees may 
indicate status as a common stock equivalent, are also 
closely related to the interest or dividend rate of the se
curity and to its market price at the time of issuance.

.32 The Board has also studied the use of market price 
in  relation to investment value (value of a convertible 
security w ithout the conversion option) and market parity  
(relationship of conversion value of a convertible security 
to its market price) as means of determining i f  a converti
ble security is equivalent to a common stock. (See dis
cussion of investment value and market parity  tests in  
section 2011B.) I t  has concluded, however, that these tests 
are too subjective or not sufficiently practicable.

.33 The Board believes that convertible securities 
should be considered common stock equivalents i f  the cash 
yield to the holder at time of issuance is significantly below 
what would be a comparable rate fo r a sim ilar security of 
the issuer w ithout the conversion option. Recognizing that 
i t  may frequently be difficult or impossible to ascertain such 
comparable rates, and in  the interest of simplicity and ob
jectiv ity , the Board has concluded that a convertible se
curity should be considered as a common stock equivalent 
at the time of issuance if, based on its market price,11 i t  has 
a cash yield of less than 662/3% of the then current bank 
prime interest rate.11 12 For any convertible security which

11 I f  no market price is available, this test should be based on the fair 
value of the security.

12 I f  convertible securities are sold or issued outside the United States, 
the most comparable interest rate in the foreign country should be used 
for this test.
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has a change in its cash interest rate or cash dividend rate 
scheduled w ith in  the first five years after issuance, the low
est scheduled rate during such five years should be used 
in determining the cash yield of the security at issuance.

.34  The Board believes that the current bank prime 
interest rate in general use for short-term loans represents 
a practical, simple and readily available basis on which to 
establish the criteria for determining a common stock 
equivalent, as set forth  in the preceding paragraph. The 
Board recognizes that there are other rates and averages 
of interest rates relating to various grades of long-term 
debt securities and preferred stocks which m ight be appro
priate or that a more complex approach could be adopted. 
However, after giving consideration to various approaches 
and interest rates in  this regard, the Board has concluded 
that since there is a high degree of correlation between such 
indices and the bank prime interest rate, the latter is the 
most practical rate available for this particular purpose.

.35  Options and warrants (and their equivalents). 
Options, warrants and sim ilar arrangements usually have 
no cash yield and derive their value from their righ t to ob
tain common stock at specified prices fo r an extended 
period. Therefore, these securities should be regarded as 
common stock equivalents at all times. Other securities, 
usually having a low cash yield (see definition of “ cash 
y ie ld ” , section 2011D.03), require the payment of cash 
upon conversion and should be considered the equivalents 
of warrants fo r the purposes of this section. Accordingly, 
they should also be regarded as common stock equivalents 
at all times. Primary earnings per share should reflect the 
d ilution that would result from exercise or conversion of 
these securities and use of the funds, i f  any, obtained. Op
tions and warrants (and their equivalents) should, there
fore, be treated as i f  they had been exercised and earn
ings per share data should be computed as described in the 
following paragraphs. The computation of earnings per 
share should not, however, reflect exercise or conversion of 
any such security13 i f  its effect on earnings per share is 
anti-dilutive (see paragraph .30) except as indicated in 
paragraph .38.

13Reasonable grouping of like securities may be appropriate.
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.36 Except as indicated in  th is paragraph and in para
graphs .37 and .38, the amount of d ilution to be reflected in 
earnings per share data should be computed by application 
of the “ treasury stock”  method. Under this method, earn
ings per share data are computed as i f  the options and war
rants were exercised at the beginning of the period (or at 
time of issuance, i f  later) and as i f  the funds obtained 
thereby were used to purchase common stock at the aver
age market price during the period.14 As a practical mat
ter, the Board recommends that assumption of exercise 
not be reflected in  earnings per share data un til the mar
ket price of the common stock obtainable has been in  
excess of the exercise price fo r substantially all of three 
consecutive months ending w ith  the last month of the 
period to which earnings per share data relate. Under the 
treasury stock method, options and warrants have a d ilu 
tive effect (and are, therefore, reflected in earnings per 
share computations) only when the average market price of 
the common stock obtainable upon exercise during the 
period exceeds the exercise price of the options or war
rants. Previously reported earnings per share amounts 
should not be retroactively adjusted, in  the case of options 
and warrants, as a result of changes in  market prices of 
common stock. The Board recognizes that the funds ob
tained by issuers from the exercise of options and warrants 
are used in many ways w ith a wide variety of results that 
cannot be anticipated. Application of the treasury stock 
method in earnings per share computations is not based on 
an assumption that the funds w ill or could actually be used 
in that manner. In  the usual case, i t  represents a practical 
approach to reflecting the dilutive effect that would result 
from the issuance of common stock under option and war
rant agreements at an effective price below the current 
market price. The Board has concluded, however, that the 
treasury stock method is inappropriate, or should be modi
fied, in certain cases described in paragraphs .37 and .38.

14 For example, if  a corporation has 10,000 warrants outstanding, ex
ercisable at $54 and the average market price of the common stock during 
the reporting period is $60, the $540,000 which would be realized from 
exercise of the warrants and issuance of 10,000 shares would be an amount 
sufficient to acquire 9,000 shares; thus 1,000 shares would be added to 
the outstanding common shares in computing primary earnings per share 
fo r the period.
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.37 Some warrants contain provisions which permit, 
or require, the tendering of debt (usually a t face amount) 
or other securities of the issuer in  payment fo r a ll or a 
portion of the exercise price. The terms of some debt se
curities issued w ith  warrants require that the proceeds of 
the exercise of the related warrants be applied toward re
tirement o f the debt. As indicated in paragraph .35, some 
convertible securities require cash payments upon conver
sion and are, therefore, considered to be the equivalent of 
warrants. In  all of these cases, the “ i f  converted”  method 
(see section 2011A.06) should be applied as i f  retirement or 
conversion of the securities had occurred and as i f  the 
excess proceeds, i f  any, had been applied to the purchase of 
common stock under the treasury stock method. However, 
exercise of the options and warrants should not be reflected 
in the computation unless fo r the period specified in  para
graph .36 either (a) the market price of the related common 
stock exceeds the exercise price or (b) the security which 
may be (or must be) tendered is selling at a price below that 
at which i t  may be tendered under the option or warrant 
agreement and the resulting discount is sufficient to estab
lish an effective exercise price below the market price of the 
common stock that can be obtained upon exercise. Sim ilar 
treatment should be followed fo r preferred stock bearing 
sim ilar provisions or other securities having conversion 
options perm itting payment of cash for a more favorable 
conversion rate from the standpoint of the investor.

.38 The treasury stock method of reflecting use of pro
ceeds from options and warrants may not adequately reflect 
potential d ilution when options or warrants to acquire a 
substantial number of common shares are outstanding. 
Accordingly, the Board has concluded that, i f  the number 
of shares of common stock obtainable upon exercise of out
standing options and warrants in the aggregate exceeds 
20% of the number of common shares outstanding at the 
end of the period for which the computation is being made, 
the treasury stock method should be modified in  determin
ing the dilutive effect of the options and warrants upon 
earnings per share data. In  these circumstances all the 
options and warrants should be assumed to have been exer
cised and the aggregate proceeds therefrom to have been 
applied in two steps:
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a. As i f  the funds obtained were first applied to the 
repurchase of outstanding common shares at the 
average market price during the period (treasury 
stock method) but not to exceed 20% of the out
standing shares; and then

b. As i f  the balance of the funds were applied first to 
reduce any short-term or long-term borrowings and 
any remaining funds were invested in U. S. govern
ment securities or commercial paper, w ith  appro
priate recognition of any income tax effect.

The results of steps (a) and (b) of the computation 
(whether dilutive or anti-dilutive) should be aggregated 
and, i f  the net effect is dilutive, should enter into the earn
ings per share computation.15

15 T he  fo llo w in g  are examples o f the app lica tion  o f P a ragraph  .38:

Assumptions: Case 1 Case 2

Net income for year ..................................   $ 4,000,000 $ 2,000,000
Common shares ou ts tand ing .....................
Options and warrants outstanding to

3,000,000 3,000,000

purchase equivalent shares ................... 1,000,000 1,000,000
20% lim itation on assumed repurchase . .. 600,000 600,000
Exercise price per share .............................
Average and year-end market value

$15 $15

per common share to be used 
(see paragraph 42) ............................... $20 $12

Computations:
Application of assumed proceeds

($15,000,000):
Toward repurchase of outstanding

common shares at applicable 
market v a lu e .......................................... .. $12,000,000 $ 7,200,000

Reduction of debt ................................. 3,000,000 7,800,000

$15,000,000 $15,000,000

Adjustment of net income:
Actual net income .................................
Interest reduction (6%) less

.. $ 4,000,000 $ 2,000,000

50% tax effect ....................... ............ 90,000 234,000

Adjusted net income ( A ) ....................... . .  $ 4,090,000 $ 2,234,000

Adjustment of shares outstanding:
Actual outstanding .................................
Net additional shares issuable

3,000,000 3,000,000

(1,000,000—600,000) ........................... 400,000 400,000

Adjusted shares outstanding (B ) . . . . 3,400,000 3,400,000

Earnings per share:
$ .67Before ad justm ent................................... $1.33

A fte r adjustment (A  ÷ B ) ................. $1.20 $ .66
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Non-Recognition o f Common Stock Equivalents in Financial Statements

.39 The designation of securities as common stock 
equivalents in  this section is solely for the purpose of deter
mining primary earnings per share. No changes from 
present practices are recommended in the accounting for 
such securities, in  their presentation w ith in  the financial 
statements or in  the manner of determining net assets per 
common share. Information is available in  the financial 
statements and elsewhere for readers to make judgments as 
to the present and potential status of the various securities 
outstanding.

Fully Diluted Earnings Per Share
N o Anti-D ilution

.40 The purpose of the fu lly  diluted earnings per 
share presentation is to show the maximum potential d ilu
tion of current earnings per share on a prospective basis. 
Consequently, computations of fu lly  diluted earnings per 
share for each period should exclude those securities whose 
conversion, exercise or other contingent issuance would 
have the effect of increasing the earnings per share amount 
or decreasing the loss per share amount16 fo r such period.

When Required

.41 F u lly  diluted earnings per share data should be 
presented on the face of the statement of income fo r each 
period presented i f  shares of common stock (a) were issued 
during the period on conversions, exercise, etc., or (b) were 
contingently issuable at the close of any period presented 
and i f  prim ary earnings per share fo r such period would 
have been affected (either d ilu tive ly or incrementally) had 
such actual issuances taken place at the beginning of the 
period or would have been reduced had such contingent is
suances taken place at the beginning of the period. The 
above contingencies may result from the existence of (a) 
senior stock or debt which is convertible into common 
shares but is not a common stock equivalent, (b) options 
or warrants, or (c) agreements fo r the issuance of common 
shares upon the satisfaction of certain conditions (fo r ex
ample, the attainment of specified higher levels of earnings 
following a business combination). The computation should 
be based on the assumption that a ll such issued and issuable

16 See footnote 10.
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shares were outstanding from the beginning of the period 
(or from the time the contingency arose, i f  after the be
ginning of the period). Previously reported fu lly  diluted 
earnings per share amounts should not be retroactively 
adjusted for subsequent conversions or subsequent changes 
in the market prices of the common stock.

.42 The methods described in  paragraphs .36-.38 
should be used to compute fu lly  diluted earnings per share 
i f  d ilu tion results from outstanding options and warrants; 
however, in  order to reflect maximum potential dilution, 
the market price at the close of the period reported upon 
should be used to determine the number of shares which 
would be assumed to be repurchased (under the treasury 
stock method) i f  such market price is higher than the 
average price used in computing prim ary earnings per 
share (see paragraph .30). Common shares issued on exer
cise of options or warrants during each period should be 
included in  fu lly  diluted earnings per share from the be
ginning of the period or date of issuance of the options or 
warrants i f  later; the computation for the portion of the 
period prior to the date of exercise should be based on 
market prices of the common stock when exercised.

Situations Not Covered in Section
.43 The Board recognizes that i t  is impracticable to 

cover all possible conditions and circumstances that may 
be encountered in computing earnings per share. When 
situations not expressly covered in this section occur, how
ever, they should be dealt w ith  in  accordance w ith  their 
substance, giving cognizance to the guidelines and criteria 
outlined herein.

Computational Guidelines
.44 The determination of earnings per share data re

quired under this section reflects the complexities of the 
capital structures of some businesses. The calculations 
should give effect to matters such as stock dividends and 
splits, business combinations, changes in conversion rates, 
etc. Guidelines which should be used in dealing w ith  some 
of the more common computational matters are set forth  in 
section 2011A.
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EFFECTIVE DATE
.45 This section shall be effective fo r fiscal periods 

beginning after December 31, 1968 fo r all earnings per 
share data (primary, fu lly  diluted and supplementary) 
regardless of when the securities entering into computa
tions of earnings per share were issued, except as described 
in paragraph .46 as i t  relates to prim ary earnings per share.* 
The Board recommends that (a) computations fo r periods 
beginning before January 1, 1969 be made fo r all securities 
in  conformity w ith  the provisions of this section and (b) 
in  comparative statements in  which the data fo r some 
periods are subject to this section and others are not, the 
provisions of the section be applied to all periods—in either 
case based on the conditions existing in  the p rio r periods.

[As amended, effective A p ril 30, 1978, by FASB State
ment No. 21.] (See section 2083).

.46 In  the case of securities whose time of issuance is 
prio r to June 1, 1969 the follow ing election should be made 
as of May 31, 1969 (and not subsequently changed) w ith  
respect to all such securities for the purpose of computing 
primary earnings per share:

a. determine the classifications of all such securities 
under the provisions of this section, or

b. classify as common stock equivalents only those 
securities which are classified as residual securities 
under APB Opinion No. 9 regardless of how they 
would be classified under this section.

I f  the former election is made, the provisions of this section 
should be applied in the computation of both prim ary and 
fu lly  diluted earnings per share data fo r a ll periods pre
sented.

  The next page is  7971.

* The provisions of this section were suspended by FASB Statement 
No. 21 [section 2083] and need not be applied by a nonpublic enter
prise as defined in that Statement pending further action by the FASB.
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AC Section 2011A
Earnings per Share—Appendix A

COMPUTATIONAL GUIDELINES
.01 The Board has adopted the following general 

guidelines which should be used in  the computation of 
earnings per share data.

.02 Weighted average. Computations of earnings per 
share data should be based on the weighted average num
ber of common shares and common share equivalents out
standing during each period presented. Use of a weighted 
average is necessary so that the effect of increases or de
creases in  outstanding shares on earnings per share data 
is related to the portion of the period during which the re
lated consideration affected operations. Reacquired shares 
should be excluded from date of their acquisition. (See 
definition in  section 2011D.28.)

.03 Stock dividends or splits. I f  the number of com
mon shares outstanding increases as a result of a stock 
dividend or stock s p lit1 or decreases as a result of a reverse 
split, the computations should give retroactive recognition 
to an appropriate equivalent change in  capital structure 
fo r a ll periods presented. I f  changes in  common stock 
resulting from stock dividends or stock splits or reverse 
splits have been consummated after the close of the period 
but before completion of the financial report, the per share 
computations should be based on the new number of shares 
because the readers’ prim ary interest is presumed to be 
related to the current capitalization. When per share com
putations reflect such changes in  the number of shares 
after the close of the period, this fact should be disclosed.

.04 Business combinations and reorganizations. When 
shares are issued to acquire a business in  a transaction 
accounted fo r as a purchase, the computation of earnings 
per share should give recognition to the existence of the 
new shares only from the date the acquisition took place. 
When a business combination is accounted fo r as a pooling 
of interests, the computation should be based on the aggre
gate of the weighted average outstanding shares of the 
constituent businesses, adjusted to equivalent shares of
1 See section 5561, Stock Dividends and Stock Split Ups.
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the surviving business for all periods presented. This d if
ference in treatment reflects the fact that in a purchase 
the results of operations of the acquired business are in
cluded in the statement of income only from the date of 
acquisition, whereas in a pooling of interests the results 
of operations are combined for a ll periods presented. In  
reorganizations, the computations should be based on analy
sis of the particular transaction according to the criteria 
contained in section 2011.

.05 Claims of senior securities. The claims of senior 
securities on earnings of a period should be deducted from 
net income (and also from income before extraordinary 
items i f  an amount therefor appears in  the statement) 
before computing earnings per share. Dividends on cumu
lative preferred senior securities, whether or not earned, 
should be deducted from net income.2 I f  there is a net 
loss, the amount of the loss should be increased by any 
cumulative dividends for the period on these preferred 
stocks. I f  interest or preferred dividends are cumulative 
only i f  earned, no adjustment of this type is required, except 
to the extent of income available therefor. I f  interest or 
preferred dividends are not cumulative, only the interest 
accruable or dividends declared should be deducted. In  
all cases, the effect that has been given to rights of senior 
securities in  arriv ing at the earnings per share should be 
disclosed.

.06 Use of “ i f  converted”  method of computation.
I f  convertible securities are deemed to be common stock 
equivalents fo r the purpose of computing prim ary earn
ings per share, or are assumed to have been converted for 
the purpose of computing fu lly  diluted earnings per share, 
the securities should be assumed to have been converted 
at the beginning of the earliest period reported (or at 
time of issuance, i f  later). Interest charges applicable to 
convertible securities and non-discretionary adjustments 
that would have been made to items based on net income 
or income before taxes—such as profit sharing expense, 
certain royalties, and investment credit—or preferred d iv i
dends applicable to the convertible securities should be 
taken into account in determining the balance of income *
2 The per share and aggregate amounts of cumulative preferred dividends in 

arrears should be disclosed.
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applicable to common stock. As to primary earnings per 
share this amount should be divided by the total of the 
average outstanding common shares and the number of 
shares which would have been issued on conversion or 
exercise of common stock equivalents.3 As to fu lly  diluted 
earnings per share this amount should be divided by the 
total of the average outstanding common shares plus the 
number of shares applicable to conversions during the pe
riod from the beginning of the period to the date of con
version and the number of shares which would have been 
issued upon conversion or exercise of any other security 
which m ight dilute earnings.

.07 The i f  converted method recognizes the fact that 
the holders of convertible securities cannot share in dis
tributions of earnings applicable to the common stock un
less they relinquish their righ t to senior distributions. 
Conversion is assumed and earnings applicable to common 
stock and common stock equivalents are determined before 
distributions to holders of these securities.

.08 The i f  converted method also recognizes the fact 
that a convertible issue can participate in earnings, through 
dividends or interest, either as a senior security or as a 
common stock, but not both. The two-class method (see 
paragraph .10) does not recognize this lim itation and may 
attribute to common stock an amount of earnings per share 
less than i f  the convertible security had actually been 
converted. The amount of earnings per share on common 
stock as computed under the two-class method is affected 
by the amount of dividends declared on the common stock.

.09 Use of “ two-class”  method of computation. A l
though the two-class method is considered inappropriate 
w ith  respect to the securities described in paragraph .06, 
its use may be necessary in  the case of participating secu
rities and two-class common stock. (See paragraphs .14-.15 
for discussion of these securities.) This is the case, for 
example, when these securities are not convertible into 
common stock.

.10 Under the two-class method, common stock equiv
alents are treated as common stock w ith  a dividend rate
3 Determined as to options and warrants by application of the method de

scribed in section 2011.36-.38.

A IC P A  Professional Standards AC § 2011A.10



7974 Financial Statement Presentation

different from the dividend rate on the common stock and, 
therefore, conversion of convertible securities is not as
sumed. No use of proceeds is assumed. Distributions to 
holders of senior securities, common stock equivalents and 
common stock are first deducted from net income. The 
remaining amount (the undistributed earnings) is divided 
by the total of common shares and common share equiva
lents. Per share distributions to the common stockholders 
are added to this per share amount to arrive at primary 
earnings per share.

.11  Delayed effectiveness and changing conversion 
rates or exercise prices. In  some cases, a conversion option 
does not become effective un til a future date; in others 
conversion becomes more (or less) advantageous to the 
security holder at some later date as the conversion rate 
increases (or decreases), generally over an extended period.
For example, an issue may be convertible into one share 
of common stock in the first year, 1.10 shares in  the second 
year, 1.20 shares in the th ird  year, etc. Frequently, these 
securities receive little  or no cash dividends. Hence, under 
these circumstances, their value is derived principally from 
their conversion or exercise option and they would be 
deemed to be common stock equivalents under the yield 
test previously described. (See section 2011.33.)4 Sim ilarly, 
the righ t to exercise options or warrants may be deferred 
or the exercise price may increase or decrease.

.12  Conversion rate or exercise price to he used— p r i
mary earnings per share. The conversion rate or exercise 
price of a common stock equivalent in  effect during each 
period presented should he used in computing primary 
earnings per share, w ith  the exceptions stated hereinafter 
in this paragraph. Prior period prim ary earnings per share 
should not be restated for changes in the conversion ratio 
or exercise price. I f  options, warrants or other common 
stock equivalents are not immediately exercisable or con
vertible, the earliest effective exercise price or conversion 
rate i f  any during the succeeding five years should be used.
I f  a convertible security having an increasing conversion 
rate is issued in exchange for another class of security of 
the issuing company and is convertible back into the same 
or a similar security, and i f  a conversion rate equal to or *
4 An increasing conversion rate should not be accounted for as a stock dividend.
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greater than the original exchange rate becomes effective 
during the period of convertibility, the conversion rate 
used in the computation should not result in a reduction 
in the number of common shares (or common share equiva
lents) existing before the original exchange took place until 
a greater rate becomes effective.

.13  Conversion rate or exercise price to be used—  
fu lly  diluted earnings per share. Fu lly  diluted earnings 
per share computations should be based on the most advan
tageous (from the standpoint of the security holder) con
version or exercise rights that become effective w ith in  ten 
years following the closing date of the period being re
ported upon.5 Conversion or exercise options that are not 
effective un til after ten or more years may be expected to 
be of lim ited significance because (a) investors’ decisions 
are not like ly  to be influenced substantially by events 
beyond ten years, and (b) i t  is questionable whether they 
are relevant to current operating results.

.14  Participating securities and two-class common. 
The capital structures of some companies include:

a. Securities which may participate in dividends w ith 
common stocks according to a predetermined fo r
mula (for example, two fo r one) with, at times, an 
upper lim it on the extent of participation (fo r ex
ample, up to but not beyond a specified amount 
per share).

b. A  class of common stock w ith  different dividend 
rates or voting rights from those of another class 
of common stock, but w ithout prior or senior rights.

Additionally, some of these securities are convertible into 
common stock. Earnings per share computations relating 
to certain types of participating securities may require the 
use of the two-class method. (See paragraphs .09-.10.)

.15  Because of the variety of features which these 
securities possess, frequently representing combinations of 
the features referred to above, i t  is not practicable to set 
out specific guidelines as to when they should be considered *

5 The conversion rate should also reflect the cumulative effect of any stock 
dividends on the preferred stock which the company has contracted or 
otherwise committed itself to issue w ith in  the next ten years.
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common stock equivalents. Dividend participation does 
not per se make a security a common stock equivalent. A  
determination of the status of one of these securities should 
be based on an analysis of a ll the characteristics of the 
security, including the ab ility  to share in  the earnings 
potential of the issuing corporation on substantially the 
same basis as the common stock.

.16 Issuance contingent on certain conditions. A t 
times, agreements call for the issuance of additional shares 
contingent upon certain conditions being met. Frequently 
these conditions are either:

a. the maintenance of current earnings levels, or
b. the attainment of specified increased earnings.

Alternatively, agreements sometimes provide fo r immediate 
issuance of the maximum number of shares issuable in the 
transaction w ith  some to be placed in escrow and later 
returned to the issuer i f  specified conditions are not met.
For purposes of computing earnings per share, contingently 
returnable shares placed in escrow should be treated in 
the same manner as contingently issuable shares.

.17 I f  attainment or maintenance of a level of earn
ings is the condition, and i f  that level is currently being 
attained, the additional shares should be considered as 
outstanding fo r the purpose of computing both prim ary 
and fu lly  diluted earnings per share. I f  attainment of 
increased earnings reasonably above the present level or 
maintenance of increased earnings above the present level 
over a period of years is the condition, the additional shares 
should be considered as outstanding only fo r the purpose 
of computing fu lly  diluted earnings per share (but only i f  
d ilu tion is the resu lt); fo r this computation, earnings should 
be adjusted to give effect to the increase in  earnings speci
fied by the particular agreements ( i f  different levels of 
earnings are specified, the level that would result in the 
largest potential d ilution should be used). Previously re
ported earnings per share data should not be restated to 
give retroactive effect to shares subsequently issued as a 
result of attainment of specified increased earnings levels.
I f  upon expiration of the term of the agreement providing 
fo r contingent issuance of additional shares the conditions 
have not been met, the shares should not be considered 
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outstanding in that year. Previously reported earnings per 
share data should then he restated to give retroactive effect 
to the removal of the contingency.

.18 The number of shares contingently issuable may 
depend on the market price of the stock at a future date.
In  such a case, computations of earnings per share should 
reflect the number of shares which would be issuable based 
on the market price at the close of the period being reported 
on. Prior period earnings per share should be restated i f  
the number of shares issued or contingently issuable sub
sequently changes because the market price changes.

.19 In  some cases, the number of shares contingently 
issuable may depend on both future earnings and future 
prices of the shares. In  that case, the number of shares 
which would be issuable should be based on both conditions, 
that is, market prices and earnings to date as they exist 
at the end of each period being reported on. (For example, 
i f  (a) a certain number of shares w ill be issued at the end 
of three years following an acquisition i f  earnings of the 
acquired company increase during those three years by a 
specified amount and (b) a stipulated number of additional 
shares w ill be issued i f  the value of the shares issued in the 
acquisition is not at least a designated amount at the end 
of the three-year period, the number of shares to be in 
cluded in  the earnings per share for each period should be 
determined by reference to the cumulative earnings of the 
acquired company and the value of the shares at the end 
of the latest period.) Prior-period earnings per share should 
be restated i f  the number of shares issued or contingently 
issuable subsequently changes from the number of shares 
previously included in the earnings per share computation.

.20 Securities of subsidiaries. A t times subsidiaries 
issue securities which should be considered common stock 
equivalents from the standpoint of consolidated and parent 
company financial statements for the purpose of computing 
earnings per share. This could occur when convertible 
securities, options, warrants or common stock issued by 
the subsidiary are in the hands of the public and the sub
sidiary’s results of operations are either consolidated or 
reflected on the equity method. Circumstances in which 
conversion or exercise of a subsidiary’s securities should 
be assumed for the purpose of computing the consolidated 
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and parent company earnings per share, or which would 
otherwise require recognition in the computation of earn
ings per share data, include those where:

As to the Subsidiary
a. Certain of the subsidiary’s securities are common 

stock equivalents in  relation to its own common 
stock.

b. Other of the subsidiary’s convertible securities, al
though not common stock equivalents in relation to 
its own common stock, would enter into the compu
tation of its fu lly  diluted earnings per share.

As to the Parent
a. The subsidiary’s securities are convertible into the 

parent company’s common stock.
b. The subsidiary issues options and warrants to pur

chase the parent company’s common stock.
The treatment of these securities fo r the purpose of con
solidated and parent company reporting of earnings per 
share is discussed in  the following four paragraphs.

,21 I f  a subsidiary has d ilu tive warrants or options 
outstanding or d ilutive convertible securities which are 
common stock equivalents from the standpoint of the sub
sidiary, consolidated and parent company primary earn
ings per share should include the portion of the subsidiary’s 
income that would be applicable to the consolidated group 
based on its holdings and the subsidiary’s prim ary earnings 
per share. (See section 2011.39.)

.22 I f  a subsidiary’s convertible securities are not 
common stock equivalents from the standpoint of the sub
sidiary, only the portion of the subsidiary’s income that 
would be applicable to the consolidated group based on its 
holdings and the fu lly  diluted earnings per share of the 
subsidiary should be included in  consolidated and parent 
company fu lly  diluted earnings per share. (See section 
2011.40.)

.23 I f  a subsidiary’s securities are convertible into 
its parent company’s stock, they should be considered 
among the common stock equivalents of the parent com
pany for the purpose of computing consolidated and parent 
company prim ary and fu lly  diluted earnings per share i f  
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the conditions set forth  in  section 2011.33 exist. I f  these 
conditions do not exist, the subsidiary’s convertible secu
rities should be included in the computation of the con
solidated and parent company fu lly  diluted earnings per 
share only.

.24 I f  a subsidiary issues options or warrants to pur
chase stock of the parent company, they should be consid
ered common stock equivalents by the parent in computing 
consolidated and parent company prim ary and fu lly  diluted 
earnings per share.

.25 Dividends per share. Dividends constitute his
torical facts and usually are so reported. However, in 
certain cases, such as those affected by stock dividends or 
splits or reverse splits, the presentation of dividends per 
share should be made in terms of the current equivalent of 
the number of common shares outstanding at the time of 
the dividend. A  disclosure problem exists in presenting 
data as to dividends per share following a pooling of inter
ests. In  such cases, i t  is usually preferable to disclose the 
dividends declared per share by the principal constituent 
and to disclose, in  addition, either the amount per equiva
lent share or the total amount for each period fo r the other 
constituent, w ith  appropriate explanation of the circum
stances. When dividends per share are presented on other 
than an historical basis, the basis of presentation should 
be disclosed.

    The next page is 7981.
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SUMMARY OF DIFFERING VIEWPOINTS
.01 This section contains a summary of various view

points on a number of matters relating to the computation 
of earnings per share data, which viewpoints differ from 
the conclusions of the Board as stated in  section 2011. The 
views in  this section therefore do not represent the views 
of the Board as a whole.

Common Stock Equivalent o r Residual Concept
.02 Section 2011.26 concludes that, fo r purposes of 

computing prim ary earnings per share, certain securities 
should be considered the equivalent of common stock. Sec
tion 2011.28 further concludes that such treatment—as to 
convertible securities—should be based on a determination 
of status made at the time of issuance of each security, 
based on conditions existing at that date and not subse
quently changed. Viewpoints which differ from  those con
clusions are based on a number of positions, which are 
summarized below.

Concept Has No V a lid ity

.03 Some believe there should be no such category 
as “ common stock equivalent,, or “ residual”  security, and 
hence no such classification as “ prim ary”  earnings per 
share including such securities. They contend that the 
common stock equivalent or residual security concept in
volves assumptions and arbitrary, intricate determinations 
which result in  figures of questionable meaning which are 
more like ly  to confuse than enlighten readers. They advo
cate that earnings per share data be presented in  a tabula
tio n — as part of the financial statements — which firs t 
discloses the relationship of net income and the number 
of common shares actually outstanding and then moves 
through adjustments to determine adjusted net income 
and the number of common shares which would be out
standing i f  all conversions, exercises and contingent issu
ances took place. Under this approach, a ll the figures 
involved would be readily determinable, understandable 
and significant. Such information, together w ith  the other 
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disclosures required in  section 2011 regarding the terms 
of securities, would place the reader in  a position to make 
his own judgment regarding prospects of conversion or 
exercise and the resulting impact on per share earnings. 
Accounting should not make or pre-empt that judgment.

.04 U n til convertible securities, etc., are in  fact con
verted, the actual common stockholders are in  control, and 
the entire earnings could often be distributed as dividends.
The conversions, exercises and contingent issuances may, 
in  fact, never take place. Hence, the reporting as “ p ri
m ary”  earnings per share of an amount which results from 
treating as common stock securities which are not common 
stock is, in the view of some, improper.

Concept Has V a lid ity  Both A t Issuance and Subsequently

.05 Some who believe in  the va lid ity  of the common 
stock equivalent or residual concept feel that the status 
of a security should be determined not only at the time of 
its  issuance but from time to time thereafter. Securities 
having the characteristics associated w ith  residual secu
rities—among other things the ab ility  to participate in the 
economic benefits resulting from the underlying earnings 
and earnings potential of the common stock through the 
righ t of their holders to become common stockholders— 
do change their nature w ith  increases and decreases in the 
market value of the common stock after issuance. These 
securities are designed fo r this purpose, and therefore, in  
certain circumstances, they react to changes in  the earn
ings or earnings potential of the issuer just as does the 
common stock. Furthermore, although many such secu
rities are issued under market and yield conditions which 
do not place major emphasis at the time of issuance on 
the ir common stock characteristics, both the issuer and 
the holder recognize the possibility that these character
istics may become of increasing significance if, and when, 
the value of the underlying common stock increases. The 
lim ita tion of the residual concept fo r convertible securities 
to “ at issuance only”  disregards these significant factors.
(For example, a convertible security w ith  a cash yield of 
4% at time of issuance [assumed to be in  excess of the 
yield test fo r common stock equivalent status in  section 
2011] may well appreciate in  value subsequent to issuance,
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due to its common stock characteristics, to such an extent 
that its cash yield w ill drop to 2% or less. I t  seems unsound 
to consider such a security a “ senior security”  fo r earn
ings per share purposes at such later dates merely because 
its  yield at date of issuance—possibly years previously— 
was 4%. This seems particularly unwise when the invest
ment community evaluates such a security currently as 
the substantial equivalent of the common stock into which 
i t  is convertible.) Thus, the “ at issuance only”  application 
of the residual security concept is, in  the opinion of some, 
illogical and arbitrary. In  connection w ith  the computation 
of earnings per share data, this approach disregards cur
rent conditions in reporting a financial statistic whose very 
purpose is a reflection of the current substantive relation
ship between the earnings of the issuer and its  complex 
capital structure.

.06 Furthermore, the adoption of the treasury stock 
method to determine the number of shares to be considered 
as common stock equivalents under outstanding options 
and warrants (see section 2011.36-.38) is apparent recogni
tion of the fact that market conditions subsequent to issu
ance should influence the determination of the status of a 
security. Thus, the conclusions of section 2011 in  these 
matters are inconsistent.

.07 As fo r the contention that use of the residual 
concept subsequent to issuance has a “ circular”  effect— 
in  that reported earnings per share influences the market, 
which, in  turn, influences the classification status of a 
security, which, in turn, influences the computation of earn
ings per share, which, in  turn influences the market— 
analysts give appropriate recognition to the increasing 
importance of the common stock characteristics of con
vertible securities as the market rises or falls. I t  seems 
only appropriate that a computation purporting to attribute 
the earnings of a corporation to the various components 
of its capital structure should also give adequate recog
nition to the changing substance of these securities. Thus, 
the movement of securities in  and out of residual status 
subsequent to their issuance is a logical and integral part 
of the entire concept.

.08 As fo r the contention that the dual presentation of 
earnings per share data required by section 2011 appro-
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priately reflects the d ilu tive effect of any convertible secu
rities which were not residual at time of issuance but 
which m ight subsequently be considered as residual, the 
disclosure of “ fu lly-d ilu ted”  earnings per share data is 
aimed at potential (i.e., possible future) d ilu tion; fo r issuers 
w ith  securities having extremely low yields of the levels 
described in the preceding paragraph, the d ilution has al
ready taken place—these common stock equivalents are 
being so traded in the market, and any method which does 
not reflect these conditions results in an amount fo r “ p ri
mary earnings per share”  which may be misleading. Fur
thermore, whenever an issuer has more than one convertible 
security outstanding, the effect of even the “ potential”  
d ilution of such “ residual”  securities is not appropriately 
reflected in  any meaningful manner in  the fu lly-diluted 
earnings per share amount, since its impact is combined 
w ith  that of other convertible securities of the issuer which 
may not currently be “ residual” .

Criteria and Methods fo r Determination o f Residual Status
.09 Section 2011.33 concludes that a cash yield test— 

based on a specified percentage of the bank prime interest 
rate— should be used to determine the residual status of 
convertible securities, and that options and warrants should 
be considered residual securities at a ll times. Viewpoints 
differing from those conclusions and supporting other cri
teria or methods are summarized below.

Convertible Securities

.10 Investment value method. As explained in  sec
tion 2011.08-.11, a previous Opinion specified a relative 
value method fo r the determination of the residual status 
of a security. In  practice the method has been applied by 
comparing the market value of a convertible security w ith  
its “ investment value” , and by classifying a security as 
residual at time of issuance i f  such market value were 
200% or more of investment value, w ith  certain practical 
modifications of this test subsequent to time of issuance to 
assure the substance of an apparent change in status and 
to prevent frequent changes of status fo r possible tempo
rary fluctuations in the market.

.11 The establishment of investment values fo r con
vertible securities involves considerable estimation, and 
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frequently requires the use of experts. Published financial 
services report estimates of investment value for many, 
but not all, convertible securities. Most convertible secu
rities are issued under conditions which permit a reasonable 
estimate of their investment values. In  addition, reference 
to the movements of long-term borrowing rates fo r groups 
of issuers w ith  similar credit and risk circumstances—or 
even reference to general long-term borrowing rates—can 
furnish effective evidence fo r an appropriate determina
tion of the investment value of a convertible security sub
sequent to its issuance. As in many determinations made 
for accounting purposes, estimates of this nature are often 
necessary. The necessity of establishing some percentage 
or level as the line of demarcation between residual and 
non-residual status is common to all methods under con
sideration—including the market parity  test and various 
yield tests—and appears justifiable in  the interest of rea
sonable consistency of treatment, both for a single issuer 
and among issuers.

.12 The investment value method is somewhat simi
lar to the cash yield method specified in section 2011.33. 
However, the latter method has two apparent weaknesses, 
in the view of those who support the investment value 
method. In  the first place, i t  does not differentiate between 
issuers—that is, i t  is based on the same borrowing rate 
fo r a ll issuers, w ithout regard fo r their credit ratings or 
other risks inherent in their activities. Second, i t  is based 
on the current bank prime interest rate, which is essentially 
a short-term borrowing rate. The relationship between this 
rate—assuming that i t  is constant in all sections of the 
country at any given time—and the long-term corporate 
borrowing rate may fluctuate to such an extent that the 
claimed ease of determination may be offset by a lack of 
correlation. The investment value method, based on the 
terms of each issue and the status of each issuer, is thus 
considered by some to be a more satisfactory method.

.13 Market parity  method. This method compares a 
convertible security’s market value w ith  its conversion 
value. In  general, i f  the two values are substantially equiv
alent and in  excess of redemption price, the convertible 
security is considered to be “ residual” .
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.14 The market parity  method has the advantage, as 
compared to the investment value method, of using amounts 
that usually are readily available or ascertainable, and of 
avoiding estimates of investment value. More importantly, 
in  the view of some, the equivalence of values is clearly 
an indication of the equivalence of the securities, while 
a comparison of relative values of the characteristics of 
a security is an indication of its status only i f  arb itrary 
rules, such as the “ major portion of value”  test, are used.
In  sim ilar vein, the yield test also requires the establish
ment of a point at which to determine residuality. On the 
other hand, a practical application of the market parity 
test would also require the establishment of a percentage 
relationship at which to determine residual status, due to 
the many variables involved and the need fo r consistent 
application. Also, the call or redemption price of a con
vertible security has an effect on the point at which market 
parity  is achieved.

.15 Yield methods. There are various other methods 
of determining the residual nature of a convertible security 
based on yield relationships. Each of these is based on a 
comparison of the cash yield on the convertible security 
(based on its market value) and some predetermined rate 
of yield (based on other values, conditions or ratings).
The discussion of the various methods contained in section 
2011 comprehends the advantages and disadvantages of 
these other methods.

Options and Warrants

.16 As explained in section 2011.35-.38, options and 
warrants should be regarded as common stock equivalents 
at all times; the “ treasury stock method”  should be used 
in  most cases to determine the number of common shares 
to be considered the equivalent of the options and warrants; 
and the number of common shares so computed should be 
included in the computation of both the “ prim ary”  and 
“ fu lly -d ilu ted”  earnings per share (assuming a d ilutive 
effect). Viewpoints which d iffer from  those conclusions 
and support other treatments or other methods of measure
ment are summarized below.

.17 Exclusion from  computation of prim ary earnings 
per share. In  section 2011 the Board has fo r the firs t time 
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considered options and warrants to be common stock equiv
alents at all times and, because of the treasury stock method 
of computation established, the prim ary earnings per share 
w ill in  some cases be affected by the market price of the 
stock obtainable on exercise, rather than solely by the eco
nomics of the transaction entered into. Some believe that 
this produces a circular effect in that the reporting of earn
ings per share may then influence the market which, in 
turn, influences earnings per share. They believe that earn
ings per share should affect the market and not vice versa.
They point out that the classification of convertible de
bentures and convertible preferred stocks is determined 
at time of issuance only and consequently subsequent fluctu
ations in  the market prices of these securities do not affect 
prim ary earnings per share. Therefore, they believe that 
the dual, equally prominent presentation of primary and 
fu lly  diluted earnings per share is most informative when 
the effect of options and warrants, other than those whose 
exercise price is substantially lower than market price at 
time of issuance, is included only in the fu lly  diluted earn
ings per share which would be lower than primary earnings 
per share and thus would emphasize the potential dilution.

.18 Determination of equivalent common shares. Some 
believe that the “ treasury stock method”  described in sec
tion 2011.36 is unsatisfactory and that other methods are 
preferable. Under one such method the number of equiva
lent shares is computed by reference to the relationship 
between the market value of the option or warrant and 
the market value of the related common stock. In  general, 
i t  reflects the impact of options and warrants on earnings 
per share whenever the option or warrant has a market 
value, and not only when the market price of the related 
common stock exceeds the exercise price (as does the treas
ury stock method).

.19 Measurement of effect of options and warrants.
Some believe that the effect of outstanding options and 
warrants on earnings per share should be computed by 
assuming exercise as of the beginning of the period and 
assuming some use of the funds so attributed to the issuer.
The uses which have been suggested include application 
of such assumed proceeds to (a) reduce outstanding short 
or long term borrowings, (b) invest in government obli
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gations or commercial paper, (c) invest in operations of 
the issuer or (d) fu lfill other corporate objectives of the 
issuer. Each of these methods is fe lt by some to be the pref
erable approach. Many who support one of these methods 
feel that the “ treasury stock method”  is improper since
(a) i t  fa ils to reflect any dilu tion unless the market price 
of the common stock exceeds the exercise price, (b) i t  
assumes a hypothetical purchase of treasury stock which in 
many cases—due to the significant number of common 
shares involved—would either not be possible or be possible 
only at a considerably increased price per share, and (c) i t  
may be considered to be the attribution of earnings assumed 
on the funds received—in which case the earnings rate for 
each issuer is a function of the price-earnings ra tio  of its 
common stock and is thus sim ilar in  result to an arb itrary 
assumption of a possibly inappropriate earnings rate.

.20 Some believe that no increment in earnings should 
be attributed to the funds assumed to be received upon 
the exercise of options and warrants, particularly i f  such 
instruments are to be reflected in the computation of p ri
mary earnings per share, since the funds were not avail
able to the issuer during the period.

Computational Methods——Convertible Securities
.21 Section 2011A.06 concludes that the “ i f  con

verted’ ’ method of computation should be used for prim ary 
earnings per share when convertible securities are con
sidered the equivalent of common stock. Some believe that 
this method does not properly reflect the actual circum
stances existing during the period, and favor, instead, the 
so-called “ two-class”  method of computation. (See section 
2011A.09-.10.) Under the latter method, securities con
sidered common stock equivalents are treated as common 
shares w ith  a different dividend rate from that of the 
regular common shares. The residual security concept is 
based on common stock equivalence w ithout the necessity 
of actual conversion; therefore, this method properly recog
nizes the fact that these securities receive a preferential 
distribution before the common stock—and also share in 
the potential benefits of the undistributed earnings through 
their substantial common stock characteristics in  the same 
way as do the common shares. These securities are de
signed to achieve these two goals. Those who favor this

AC § 2011B.20 Copyright © 1975, American Institute of Certified Public Accountants, Inc.



Earnings per Share—Appendix B 7989

method believe that the “ i f  converted”  method disregards 
the realities of what occurred during the period. Thus, 
in their view, the “ i f  converted”  method is a “ pro-forma”  
method which assumes conversion and the elimination of 
preferential distributions to these securities; as such, i t  
is not suitable for use in the computation of prim ary earn
ings per share data, since the assumed conversions did not 
take place and the preferential distributions did take place.

.22 Those who favor the “ two-class”  method point 
out that i t  is considered appropriate in the case of certain 
participating and two-class common situations. In  their 
view, the circumstances existing when common stock 
equivalents are outstanding are sim ilar; therefore, use of 
this method is appropriate.

Recognition of Common Stock Equivalents 
in the Financial Statements

.23 Section 2011.39 concludes that the designation of 
securities as common stock equivalents is solely for the 
purpose of determining prim ary earnings per share; no 
changes from present practice are recommended in  the 
presentation of such securities in the financial statements.
Some believe, however, that the financial statements should 
reflect a treatment of such securities which is consistent 
w ith  the method used to determine earnings per share in  
the financial statements. Accordingly, convertible debt 
considered to be a common stock equivalent would be classi
fied in the balance sheet in association w ith  stockholders’ 
equity—either under a separate caption immediately pre
ceding stockholders’ equity, or in  a combined section w ith  
a caption such as “ Equity of common stockholders and 
holders of common stock equivalents.”  In  the statement 
of income and retained earnings, interest paid on con
vertible debt considered a common stock equivalent would 
be shown as a “ distribution to holders of common stock 
equivalents,”  either following the caption of “ net income”  
in the statement of income or grouped w ith  other distribu
tions in the statement of retained earnings.

.24 Some believe that the inconsistency of the posi
tions taken on this matter in section 2011A.21 is clearly 
evident in  the requirement that, when a subsidiary has 
convertible securities which are common stock equivalents,
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the portion of the income of the subsidiary to be included 
in the consolidated statement of income of the parent and 
its subsidiaries should be computed disregarding the effect 
of the common stock equivalents, but that the computation 
of the prim ary earnings per share of the parent should 
reflect the effect of these common stock equivalents in  
a ttributing the income of the subsidiary to its various 
outstanding securities. This inconsistent treatment is, in 
the opinion of some, not only illogical but misleading.
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ILLUSTRATIVE STATEMENTS
.01 The following exhibits illustrate the disclosure 

of earnings per share data on the assumption that section 
2011 was effective fo r all periods covered. The format 
of the disclosure is illustrative only, and does not neces
sarily reflect a preference by the Accounting Principles 
Board.

.02 E xh ib it A. This exhibit illustrates the disclosure 
of earnings per share data for a company w ith  a simple 
capital structure (see section 2011.14). The facts assumed
for E xh ib it A  are as follows:

Number of Shares
Common stock outstanding 1968 1967

Beginning of year..........................  3,300,000 3,300,000
End of year....................................  3,300,000 3,300,000

Issued or acquired during year............  None None
Common stock reserved under employee

stock options granted........................  7,200 7,200
Weighted average number of shares. . . .  3,300,000 3,300,000

N O T E :  Shares issuable under em ployee s tock op tions are excluded fro m  
the w e igh ted  average num ber o f shares on the assum ption  th a t 
th e ir  e ffect is n o t d ilu t iv e  (see section 2011.14).

EXHIBIT A
EXAMPLE OF DISCLOSURE OF EARNINGS PER SHARE 

Simple Capital Structure
Thousands 

Excess per share data
(Bottom of Income Statement) 1968 1967

Income before extraordinary item....................  $9,150 $7,650
Extraordinary item—gain on sale of property

less applicable income taxes........................  900 .......
Net Income................................  $10,050 $7,650

Earnings per common share :
Income before extraordinary item. . . $ 2.77 $ 2.32
Extraordinary item ..........................  .28 .......

Net Income...............................  $ 3.05 $ 2.32
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.03 E xh ib it B. T h is  e x h ib i t  i l lu s t r a te s  th e  d is c lo s u re  
o f  e a rn in g s  p e r  s h a re  d a ta  f o r  a  c o m p a n y  w i t h  a  c o m p le x  
c a p i ta l  s t r u c tu r e  (see s e c t io n  2 0 1 1 .1 5 ). T h e  fa c ts  a s su m e d  
f o r  E x h ib i t  B  a re  as fo l lo w s :

Market price of common stock. T h e  m a r k e t  p r ic e  o f  
th e  c o m m o n  s to c k  w a s  as f o l lo w s :

1968 1967 1966

Average Price:
First quarter.................................  50 45 40
Second quarter.............................  60 52 41
Third quarter ...............................  70 50 40
Fourth quarter .............................  70 50 45

December 31 closing price...................  72 51 44

Cash dividends. C a s h  d iv id e n d s  o f  $ 0 .125 p e r  c o m 
m o n  s h a re  w e re  d e c la re d  a n d  p a id  f o r  e a c h  q u a r te r  o f  
1966 a n d  1967. C a sh  d iv id e n d s  o f  $0 .25  p e r  c o m m o n  s h a re  
w e re  d e c la re d  a n d  p a id  f o r  e ach  q u a r te r  o f  1968.

Convertible debentures. 4 %  c o n v e r t ib le  d e b e n tu re s  
w i t h  a  p r in c ip a l  a m o u n t o f  $10 ,000 ,000  d u e  1986 w e re  s o ld  
f o r  ca sh  a t  a p r ic e  o f  100 in  th e  la s t  q u a r te r  o f  1966. E a c h  
$100  d e b e n tu re  w a s  c o n v e r t ib le  in t o  tw o  s h a re s  o f  c o m m o n  
s to c k . N o  d e b e n tu re s  w e re  c o n v e r te d  d u r in g  1966 o r  1967. 
T h e  e n t i r e  is s u e  w a s  c o n v e r te d  a t  th e  b e g in n in g  o f  th e  
t h i r d  q u a r te r  o f  1968 b eca use  th e  is s u e  w a s  c a lle d  b y  th e  
c o m p a n y .

T h e s e  c o n v e r t ib le  d e b e n tu re s  w e re  n o t  c o m m o n  s to c k  
e q u iv a le n ts  u n d e r  th e  te rm s  o f  s e c t io n  2011. T h e  b a n k  
p r im e  r a te  a t  th e  t im e  th e  d e b e n tu re s  w e re  s o ld  in  th e  la s t  
q u a r te r  o f  1966 w a s  6 % . T h e  d e b e n tu re s  c a r r ie d  a  c o u p o n  
in te r e s t  r a te  o f  4 %  a n d  h a d  a  m a r k e t  v a lu e  o f  $100 a t  
is s u a n c e . T h e  ca sh  y ie ld  o f  4 %  w a s  n o t  le ss  th a n  6 6 2/3%  
o f  th e  b a n k  p r im e  r a te  (see s e c t io n  2 0 1 1 .3 3 ). C a sh  y ie ld  
is  th e  sam e as th e  c o u p o n  in te r e s t  r a te  i n  t h is  case o n ly  
b eca u se  th e  m a r k e t  v a lu e  a t  is s u a n c e  w a s  $100.

Convertible preferred stock. 600 ,000  s h a re s  o f  c o n 
v e r t ib le  p r e fe r r e d  s to c k  w e re  is s u e d  f o r  a sse ts  i n  a  p u r 
ch ase  t r a n s a c t io n  a t  th e  b e g in n in g  o f  th e  se co n d  q u a r te r  
o f  1967. T h e  a n n u a l d iv id e n d  o n  e ach  s h a re  o f  t h is  co n -  
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v e r t ib le  p r e fe r r e d  s to c k  is  $0.20 . E a c h  s h a re  is  c o n v e r t ib le  
in t o  one  s h a re  o f  c o m m o n  s to c k . T h is  c o n v e r t ib le  s to c k  
h a d  a  m a r k e t  v a lu e  o f  $53 a t  th e  t im e  o f  is s u a n c e  a n d  w a s  
th e r e fo r e  a  c o m m o n  s to c k  e q u iv a le n t  u n d e r  th e  te rm s  o f  
s e c t io n  2011 a t  th e  t im e  o f  i t s  is s u a n c e  b e ca u se  th e  ca sh  
y ie ld  o n  m a r k e t  v a lu e  w a s  o n ly  0 .4 %  a n d  th e  b a n k  p r im e  
r a te  w a s  5 .5 %  (see  s e c t io n  2 0 1 1 .3 3 ).

H o ld e r s  o f  500 ,000  s h a re s  o f  t h is  c o n v e r t ib le  p r e fe r r e d  
s to c k  c o n v e r te d  t h e i r  p r e fe r r e d  s to c k  in t o  c o m m o n  s to c k  
d u r in g  1968 b e ca use  th e  ca sh  d iv id e n d  o n  th e  c o m m o n  
s to c k  e xce e d e d  th e  ca sh  d iv id e n d  o n  th e  p r e fe r r e d  s to c k .

Warrants. W a r r a n t s  to  b u y  5 00 ,000  s h a re s  o f  c o m m o n  
s to c k  a t  $60  p e r  s h a re  f o r  a  p e r io d  o f  f iv e  y e a rs  w e re  
is s u e d  a lo n g  w i t h  th e  c o n v e r t ib le  p r e fe r r e d  s to c k  m e n 
t io n e d  a b o v e . N o  w a r r a n ts  h a v e  b e e n  e x e rc is e d . (N o te  
t h a t  th e  n u m b e r  o f  s h a re s  is s u a b le  u p o n  e x e rc is e  o f  th e  
w a r r a n ts  is  less  th a n  2 0 %  o f  o u ts ta n d in g  c o m m o n  s h a re s ;  
h e n c e  s e c tio n  2011.38  is  n o t  a p p lic a b le . )

T h e  n u m b e r  o f  c o m m o n  s h a re s  re p re s e n te d  b y  th e  w a r 
r a n ts  (see s e c tio n  2 01 1 .3 6 ) w a s  71 ,428  f o r  e a ch  o f  th e  t h i r d  
a n d  f o u r t h  q u a r te r s  o f  1968  ($ 6 0  e x e rc is e  p r ic e  X  500 ,000  
w a r r a n ts  =  $ 30 ,0 0 0 ,0 0 0 ; $ 30 ,000 ,000  ÷  $70  s h a re  m a r k e t
p r ic e  =  428 ,572  s h a re s ;  500 ,000  s h a re s  —  428 ,572  s h a re s  
=  71 ,428  s h a re s ) .  N o  s h a re s  w e re  d e e m e d  to  b e  r e p re 

s e n te d  b y  th e  w a r r a n ts  f o r  th e  se co n d  q u a r te r  o f  1968 o r  

f o r  a n y  p re c e d in g  q u a r te r  (see s e c t io n  2 01 1 .3 6 ) b eca u se  

th e  m a r k e t  p r ic e  o f  th e  s to c k  d id  n o t  e xce e d  th e  e x e rc is e  

p r ic e  f o r  s u b s ta n t ia l ly  a l l  o f  th re e  c o n s e c u t iv e  m o n th s  
u n t i l  th e  t h i r d  q u a r te r  o f  1968.

Common stock. T h e  n u m b e r  o f  s h a re s  o f  c o m m o n  
s to c k  o u ts ta n d in g  w e re  as fo l lo w s :

1968 1967

Beginning of year..................... . 3,300,000 3,300,000
Conversion of preferred stock. . 500,000
Conversion of debentures......... 200,000

End of year............................... . 4,000,000 3,300,000
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Weighted average number of shares. The weighted 
average number of shares of common stock and common 
stock equivalents was determined as follows:

1968 1967

Common stock:
Shares outstanding from beginning of 

period ........................................... 3,300,000 3,300,000
500,000 shares issued on conversion 

of preferred stock; assume issuance 
e v e n ly  d u r i n g  year ... ... 250,000

100,000

200,000 shares issued on conversion 
of convertible debentures at begin
ning of third quarter of 1968........

3,650,000 3,300,000

Common stock equivalents:
600,000 shares convertible preferred 

stock issued at the beginning of the 
second quarter of 1967, excluding
250,000 shares included under com
mon stock in 1968 .......................... 350,000 450,000

Warrants: 71,428 common share equiv
lents outstanding for third and 
fourth quarters of 1968, i. e., one- 
half yea r.............................  .......  35,714 ............

385,714 450,000
Weighted average number of shares. . 4,035,714 3,750,000

The weighted average number of shares would be 
adjusted to calculate fu lly  diluted earnings per share as
follows:

1968 1967

Weighted average number of shares............  4,035,714 3,750,000
Shares applicable to convertible debentures 

converted at the beginning of the third 
quarter of 1968, excluding 100,000 shares 
included under common stock for 1968. .. . 100,000 200,000

Shares applicable to warrants included above (35,714) ............
Shares applicable to warrants based on year- 
• end price of $72 (see section 2011.42).... 83,333 ............

4,183,333 3,950,000
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Incom e before extraordinary  item and net income would 
be ad justed  for in terest expense on the debentures in calculating 
fully diluted earnings per share as fo llow s:

Thousands

B efore
In terest, 

net o f tax A f te r
A d ju stm en t effect A d ju stm en t

1967: N et income. ...................  $10,300 $208 $10,508
1968:

Incom e before extraordi
nary  i t e m .......................  12,900 94 12,994

N et income . . ...................  13,800 94 13,894

N O T E S : (a ) T axes in 1967 w ere 48% ; in 1968 th ey  w ere 52.8%. 
(b ) N et incom e is before dividends on preferred stock.

EXHIBIT B

EXAMPLE OF DISCLOSURE OF EARNINGS PER SHARE 

Complex Capital Structure
Thousands 
E x cep t per

(B o ttom  o f  Incom e S ta tem en t) share data

1968  1967

Incom e before extraordinary  ite m ...................  $12,900 $10,300
E xtraord inary  item —gain on sale of property  

less applicable income ta x e s ............................ 900 ...........

N et Incom e ....................................  $13,800 $10,300

E arn ings per common share and com
mon equivalent share (note x) :

Incom e before extraordinary  item . . . $ 3.20 $ 2.75
E xtraord inary  item  ..............................  .22

N et I n c o m e ..................................... $ 3.42 $ 2.75

E arn ings per common share—assum ing 
full dilution (note x) :

Incom e before extarord inary  i t e m .. . $ 3.11 $ 2.66
E xtraord inary  i t e m ..............................  .21 ...........

N et Incom e ....................................  $ 3.32 $ 2.66
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.04 EXHIBIT C
EXAMPLE OF NOTE X *  TO EXHIBIT B

The $0.20 convertible preferred stock is callable by 
the company after March 31, 1972 at $53 per share. Each 
share is convertible into one share of common stock.

During 1968, 700,000 shares of common stock were 
issued on conversions: 500,000 shares on conversion of 
preferred stock and 200,000 on conversion of all the 4% 
convertible debentures.

Warrants to acquire 500,000 shares of the company’s 
stock at $60 per share were outstanding at the end of 1968 
and 1967. These warrants expire March 31, 1972.

Earnings per common share and common equivalent 
share were computed by divid ing net income by the weighted 
average number of shares of common stock and common 
stock equivalents outstanding during the year. The con
vertible preferred stock has been considered to be the 
equivalent of common stock from the time of its issuance 
in 1967. The number of shares issuable on conversion of 
preferred stock was added to the number of common 
shares. The number of common shares was also increased 
by the number of shares issuable on the exercise of war
rants when the market price of the common stock exceeds

*  T h e  fo llo w in g  d isc losure  in  the D ecem ber 31, 1968 balance sheet is 
assumed fo r  th is  no te :

1968 1967

L o n g - te rm  debt:
4 % co n ve rtib le  debentures, due 1986. .

S to ckh o ld e rs ’ e q u ity  (no te  x )  :
C o n ve rtib le  v o tin g  p re fe rred  s tock  o f 

$1 pa r value, $0.20 cum u la tive  d iv i
dend. A u th o riz e d  600,000 shares; 
issued and outstanding 100,000 shares
(600,000 in  1967) ....................................

(L iq u id a t io n  va lue $22 per share, 
agg reg a tin g  $2,200,000 in  1968 
and $13,200,000 in  1967) 

C om m on s tock o f $1 par va lue  per 
share. A u th o riz e d  5,000,000 shares; 
issued and o u ts tan d in g  4,000,000
shares (3,300,000 in  1967) ..................

A d d it io n a l p a id -in  cap ita l ......................
R e ta ined  earn ings ......................................

$ 10,000,000

$ 100,000 $ 600,000

4,000,000 3,300,000
XXX XXX

XXX XXX

$ XXX $ XXX
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the exercise price of the warrants. This increase in the 
number of common shares was reduced by the number of 
common shares which are assumed to have been purchased 
w ith  the proceeds from the exercise of the warrants; these 
purchases were assumed to have been made at the average 
price of the common stock during that part of the year 
when the market price of the common stock exceeded the 
exercise price of the warrants.

Earnings per common share and common equivalent 
share for 1968 would have been $3.36 for net income and 
$3.14 for income before extraordinary item had the 4% 
convertible debentures due 1986 been converted on Janu
ary 1, 1968. (These debentures were called for redemption 
as of Ju ly 1, 1968 and all were converted into common 
shares.)

Earnings per common share—assuming fu ll d ilution 
for 1968 were determined on the assumptions that the con
vertible debentures were converted and the warrants were 
exercised on January 1, 1968. As to the debentures, net 
earnings were adjusted for the interest net of its tax 
effect. As to the warrants, outstanding shares were in 
creased as described above except that purchases of com
mon stock are assumed to have been made at the year-end 
price of $72.

Earnings per common share— assuming fu ll d ilution 
for 1967 were determined on the assumption that the con
vertible debentures were converted on January 1, 1967. 
The outstanding warrants had no effect on the earnings 
per share data fo r 1967, as the exercise price was in excess 
of the market price of the common stock.

  T he  n e x t page is  8001.
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AC Section 2011D
Earnings per Share—Appendix D

DEFINITIONS OF TERMS
.01 There are a number of terms used in discussion 

of earnings per share which have special meanings in  that 
context. When used in  section 2011 they are intended to 
have the meaning given in the following definitions. Some 
of the terms are not used in section 2011 but are provided 
as information pertinent to the subject of earnings per 
share.

.02 Call price. The amount at which a security may 
be redeemed by the issuer at the issuer’s option.

.03 Cash yield. The cash received by the holder of 
a security as a distribution of accumulated or current 
earnings or as a contractual payment fo r return on the 
amount invested, w ithout regard to the par or face amount 
of the security. As used in section 2011 the term “ cash 
y ie ld ”  refers to the relationship or ratio  of such cash to 
be received annually to the market value of the related 
security at the specified date. For example, a security 
w ith  a coupon rate of 4% (on par of $100) and a market 
value of $80 would have a cash yield of 5%.

.04 Common stock. A  stock which is subordinate to 
all other stocks of the issuer.

.05 Common stock equivalent. A  security which, be
cause of its terms or the circumstances under which i t  was 
issued, is in substance equivalent to common stock.

.06 Contingent issuance. A  possible issuance of shares 
of common stock that is dependent upon the exercise of 
conversion rights, options or warrants, the satisfaction of 
certain conditions, or sim ilar arrangements.

.07 Conversion price. The price that determines the 
number of shares of common stock into which a security 
is convertible. For example, $100 face value of debt con
vertible into 5 shares of common stock would be stated to 
have a conversion price of $20.

.08 Conversion rate. The ratio of (a) the number o f 
common shares issuable upon conversion to (b) a un it of
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a convertible security. For example, a preferred stock may 
be convertible at the rate of 3 shares of common stock for 
each share of preferred stock.

.09 Conversion value. The current market value of 
the common shares obtainable upon conversion of a con
vertible security, after deducting any cash payment re
quired upon conversion.

.10 D ilu tion  (D ilu tive ). A  reduction in earnings per 
share resulting from the assumption that convertible se
curities have been converted or that options and warrants 
have been exercised or other shares have been issued upon 
the fu lfillm ent of certain conditions. (See section 2011, 
footnote 4.)

.11 Dual presentation. The presentation w ith  equal 
prominence of two types of earnings per share amounts on 
the face of the income statement—one is prim ary earnings 
per share; the other is fu lly  diluted earnings per share.

.12 Earnings per share. The amount of earnings at
tributable to each share of common stock. For convenience, 
the term is used in section 2011 to refer to either net income 
(earnings) per share or to net loss per share. I t  should 
be used w ithout qualifying language only when no poten
tia lly  d ilutive convertible securities, options, warrants or 
other agreements providing for contingent issuances of 
common stock are outstanding.

.13 Exercise price. The amount that must be paid fo r 
a share of common stock upon exercise of a stock option 
or warrant.

.14 F u lly  diluted earnings per share. The amount of 
current earnings per share reflecting the maximum dilution 
that would have resulted from conversions, exercises and 
other contingent issuances that ind iv idually would have 
decreased earnings per share and in the aggregate would 
have had a dilutive effect. A ll such issuances are assumed 
to have taken place at the beginning of the period (or at 
the time the contingency arose, i f  later).

.15 “ I f  converted”  method. A  method of computing 
earnings per share data that assumes conversion of con
vertible securities as of the beginning of the earliest period 
reported (or at time of issuance, i f  later).
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.16 Investment value. The price at which i t  is esti
mated a convertible security would sell i f  i t  were not 
convertible, based upon its stipulated preferred dividend or 
interest rate and its other senior security characteristics.

.17 M arket parity. A  market price relationship in 
which the market price of a convertible security and its 
conversion value are approximately equal.

.18 Option. The righ t to purchase shares of common 
stock in accordance w ith  an agreement, upon payment of 
a specified amount. As used in section 2011, options in 
clude but are not lim ited to options granted to and stock 
purchase agreements entered into w ith  employees. Options 
are considered “ securities’ ’ in  section 2011.

.19 Prim ary earnings per share. The amount of earn
ings attributable to each share of common stock outstand
ing, including common stock equivalents.

.20 Redemption price. The amount at which a security 
is required to be redeemed at m aturity or under a sinking 
fund arrangement.

.21 Security. The evidence of a debt or ownership 
or related right. For purposes of section 2011 i t  includes 
stock options and warrants, as well as debt and stock.

.22 Senior security. A  security having preferential 
rights and which is not a common stock or common stock 
equivalent, fo r example, nonconvertible preferred stock.

.23 Supplementary earnings per share. A  computa
tion of earnings per share, other than primary or fu lly  
diluted earnings per share, which gives effect to conver
sions, etc., which took place during the period or shortly 
thereafter as though they had occurred at the beginning 
of the period (or date of issuance, i f  later).

.24 Time of issuance. The time of issuance generally 
is the date when agreement as to terms has been reached 
and announced, even though such agreement is subject to 
certain further actions, such as directors’ or stockholders’ 
approval.

.25 Treasury stock method. A  method of recognizing 
the use of proceeds that would be obtained upon exercise 
of options and warrants in computing earnings per share.
I t  assumes that any proceeds would be used to purchase
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common stock at current market prices. (See section 
2011.36-.38.)

.26 “ Two-class”  method. A  method of computing 
prim ary earnings per share that treats common stock 
equivalents as though they were common stocks w ith  d if
ferent dividend rates from that of the common stock.

.27 W arrant. A  security giving the holder the righ t 
to purchase shares of common stock in  accordance w ith  the 
terms of the instrument, usually upon payment of a speci
fied amount.

.28 W eighted average number o f shares. The number 
of shares determined by relating (a) the portion of time 
w ith in  a reporting period that a particular number of 
shares of a certain security has been outstanding to (b) 
the total time in  that period. Thus, fo r example, i f  100 
shares of a certain security were outstanding during the 
first quarter of a fiscal year and 300 shares were outstand
ing during the balance of the year, the weighted average 
number of outstanding shares would be 250.

    T he  n e x t page is  8031.
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AC Section 2012

Reporting the Results o f Operations— 
Reporting the Effects o f Disposal o f a 
Segment o f a Business, and Extraordinary, 
U nusual and In fre q u e n tly  O ccurring  
Events and Transactions
[Source: APB Opinion No. 30, as amended.]

Effective fo r events and trans
actions occurring a fte r Sep
tember 30, 1973 unless
otherwise indicated

INTRODUCTION

.01 In  section 2010, Reporting the Results of Opera
tions, issued in 1966, the Board concluded that net income 
fo r a period should reflect a ll items of profit and loss rec
ognized during the period except fo r certain p rio r period 
adjustments. The section further provided that extraordi
nary items should be segregated from the results of ordi
nary operations and shown separately in the income 
statement and that their nature and amounts should be 
disclosed.

.02 Financial reporting practices in  recent years in 
dicate that interpreting the criteria  for extraordinary items 
in  section 2010 has been difficult and significant differences 
of opinion exist as to certain of its  provisions. The Board 
is also concerned w ith  the varying accounting treatments 
accorded to certain transactions involving the sale, aban
donment, discontinuance, condemnation, or expropriation 
of a segment of an entity (referred to in  this section as dis
posals of a segment of a business).

.03 The purposes of this section are (1) to provide 
more definitive criteria fo r extraordinary items by clari
fy ing  and, to some extent, modifying the existing definition 
and criteria, (2) to specify disclosure requirements fo r ex
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traordinary items, (3) to specify the accounting and report
ing for disposal of a segment of a business, (4) to specify 
disclosure requirements for other unusual or infrequently 
occurring events and transactions that are not extraordi
nary items.

DISCUSSION
.04 Some accountants believe that financial statements 

would be improved by presenting an all-inclusive income 
statement without separate categories fo r continuing op
erations, discontinued operations and extraordinary items.
In  their view, the use of arb itrary and subjectively defined 
categories tends to mislead investors and to invite abuse of 
the intended purposes of the classifications. They believe, 
therefore, that basically an income statement should re
flect only the two broad categories, (a) revenue and gains 
and (b) expenses and losses. They also believe that in 
vestors would be better served by reporting separately the 
prim ary types of revenue and expense, including identifica
tion of items that are unusual or occur infrequently. A lte r
natively, sufficient information relating to those items 
should be otherwise disclosed to permit investors to evalu
ate their relevance. These accountants; believe that such 
changes should be implemented at the present time.

.05 Other accountants believe that the income state
ment is more useful i f  the effects of events or transactions 
that occur infrequently and are of an unusual nature are 
segregated from the results of the continuing, ordinary, 
and typical operations of an entity. They also believe that 
the criteria for income statement classification should re
late to the environment in which an entity operates. In  
their view the criteria in APB Opinion No. 9, paragraph 21,1 
fo r determining whether an event or transaction should be 
reported as extraordinary lack precision. Accordingly, they 
conclude that the criteria should be clarified and modified 
to provide that to be classified as an extraordinary 
item an event or transaction should be both un
usual in  nature and infrequent in  occurrence when 
considered in  relation to the environment in which the 
entity operates. They also believe that to enhance the 
usefulness of the income statement (a) the results of con
tinuing operations of an entity should be reported sepa-

1 E d ito r ’s N o te : F oo tno te  reference e lim ina ted .
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rately from the operations of a segment of the business 
which has been or w ill be discontinued and (b) the gain 
or loss from disposal of a segment should be reported 
in conjunction w ith  the operations of the segment and 
not as an extraordinary item. They further believe that 
material events and transactions that are either unusual 
or occur infrequently, but not both, should be adequately 
disclosed.

.06 S till other accountants agree in  part w ith  the 
views described in paragraph .05 but believe that a com
bination of infrequency of occurrence and abnormality of 
financial effect should also result in  classifying an event 
or transaction as extraordinary.

APPLICABILITY
.07 This section supersedes section 2010.19-.21, sec

tion 2010.28, insofar as i t  refers to examples of financial 
statements, and section 2010A. I t  also amends section 
2011.13 and section 2011.30, footnote 10, Earnings per 
Share, insofar as this section prescribes the presentation 
and computation of earnings per share of continuing and 
discontinued operations. This section does not modify or 
amend the conclusions of sections 4091.44 and 4091.60, 
Accounting fo r Income Taxes, or of section 1091.60, Business 
Combinations, w ith  respect to the classification of the effects 
of certain events and transactions as extraordinary items. 
P rior sections that refer to the superseded paragraphs 
noted above are modified to insert a cross reference to 
this section.2

OPINION
Income Statement Presentation 

and Disclosure

.08 Discontinued Operations of a Segment of a Busi
ness. For purposes of th is section, the term discontinued 
operations refers to the operations of a segment of a busi
ness as defined in  paragraph .13 that has been sold, aban
doned, spun off, or otherwise disposed of or, although s till 
operating, is the subject of a formal plan fo r disposal (see 
paragraph .14). The Board concludes that the results of *

2 This section amends sections 1021-1029, Basic Concepts and Accounting 
Principles Underlying Financial Statements o f Business Enterprises, to the 
extent that they describe an extraordinary item.
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continuing operations should be reported separately from 
discontinued operations and that any gain or loss from dis
posal of a segment of a business (determined in accordance 
w ith  paragraphs .15 and .16) should be reported in con
junction w ith  the related results of discontinued operations 
and not as an extraordinary item. Accordingly, operations 
of a segment that has been or w ill be discontinued should 
be reported separately as a component of income before 
extraordinary items and the cumulative effect of account
ing changes ( if  applicable) in  the fo llow ing manner:
Income from continuing operations before

income taxes3____ _______ _____________ $xxxx
Provision fo r income taxes......____________ xxx

Income from continuing operations3------ $xxxx
Discontinued operations (N ote__):

Income (loss) from operations of discon
tinued Division X  (less applicable in  
come taxes of $._________)__________  $xxxx

Loss on disposal of Division X, including 
provision of ___ fo r operating
losses during phase-out period (less
applicable income taxes of $........xxxx xxxx

Net Income_____________________ $xxxx

Amounts of income taxes applicable to the results of dis
continued operations and the gain or loss from disposal of 
the segment should be disclosed on the face of the income 
statement or in related notes. Revenues applicable to the 
discontinued operations should be separately disclosed in 
the related notes.

.09 Earnings per share data fo r income from continuing 
operations and net income, computed in  accordance w ith  
section 2011, should be presented on the face of the income

3 These captions should be modified appropriately when an entity 
reports an extraordinary item and/or the cumulative effect of a change 
in accounting principle in accordance w ith section 1051, Accounting Changes.
The presentation of per share data w ill need sim ilar modification.
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statement.4 I f  presented, per share data for the results of 
discontinued operations and gain or loss from disposal of 
the business segment may be included on the face of the 
income statement or in  a related note.

.10 Extraordinary Items. The Board has also recon
sidered the presentation of extraordinary items in  an in 
come statement as prescribed in  APB Opinion No. 9, and 
reaffirms the need to segregate extraordinary items fo r the 
reasons given in paragraph .05 of this section and section 
2010.18.

.11 In  the absence of discontinued operations and 
changes in  accounting principles, the follow ing main cap
tions should appear in an income statement i f  extraordinary
items are reported (sections 2010.16-.18):

Income before extraordinary item s5.... ....... $xxx
Extraordinary items (less applicable in 

come taxes of $______ ) (N o te__)_______  xxx

Net income.................................. ....... ............  $xxx

The caption extraordinary items should be used to identify 
separately the effects of events and transactions, other than 
the disposal of a segment of a business, that meet the cri
teria fo r classification as extraordinary as discussed in  
paragraphs .19-.24. Descriptive captions and the amounts 
fo r individual extraordinary events or transactions should 
be presented, preferably on the face of the income state
ment, i f  practicable; otherwise disclosure in related notes is 
acceptable. The nature of an extraordinary event or trans
action and the principal items entering into the determina
tion of an extraordinary gain or loss should be described. 
The income taxes applicable to extraordinary items should 
be disclosed on the face of the income statement; alterna-

4 The presence of a common stock equivalent or other dilutive securities 
together w ith  income from continuing operations and extraordinary items 
may result in d ilu ting one of the per share amounts which are required to 
be disclosed on the face of the income statement—i. e., income from  con
tinuing operations, income before extraordinary items and before the
cumulative effect of accounting changes, if any, and net income—while 
increasing another. In  such a case, the common stock equivalent or other 
dilutive securities should be recognized for all computations even though 
they have an anti-dilutive effect on one of the per share amounts.

5This caption should be modified appropriately when an entity reports 
the cumulative effect of an accounting change.
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tively, disclosure in the related notes is acceptable. The 
caption net income should replace the three captions shown 
above i f  the income statement includes no extraordinary 
items.

.12 Earnings per share data fo r income before extra
ordinary items and net income should be presented on the 
face of the income statement, as prescribed by section 2011.

Accounting fo r the Disposal 
o f a  Segment o f a  Business

.13 For purposes of this section, the term segment of a 
business refers to a component of an entity whose activities 
represent a separate major line of business or class of cus
tomer. A  segment may be in  the form of a subsidiary, a 
division, or a department, and in some cases a jo in t venture 
or other nonsubsidiary investee, provided that its assets, 
results of operations, and activities can be clearly distin
guished, physically and operationally and fo r financial 
reporting purposes, from the other assets, results of opera
tions, and activities of the entity. Financial statements of 
current and p rio r periods that include results of operations 
p rio r to the measurement date (as defined in paragraph 
.14) should disclose the results of operations of the dis
posed segment, less applicable income taxes, as a separate 
component of income before extraordinary items (see para
graph .08). The fact that the results of operations of the 
segment being sold or abandoned cannot be separately iden
tified strongly suggests that the transaction should not be 
classified as the disposal of a segment of the business. The 
disposal of a segment of a business should be distinguished 
from other disposals of assets incident to the evolution of 
the entity ’s business, such as the disposal of part of a line 
of business, the shifting of production or marketing activ i
ties fo r a particular line of business from one location to 
another, the phasing out of a product line or class of service, 
and other changes occasioned by technological improve
ments. The disposal of two or more unrelated assets that 
individually do not constitute a segment of a business 
should not be combined and accounted fo r as a disposal 
of a segment of business.

.14 Definition of Measurement and Disposal Dates. 
For purposes of applying the provisions of this section, the
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measurement date of a disposal is the date on which the 
management having authority to approve the action com
mits itse lf to a formal plan to dispose of a segment o f the 
business, whether by sale or abandonment. The plan of 
disposal should include, as a minimum, identification of the 
major assets to be disposed of, the expected method of dis
posal, the period expected to be required fo r completion of 
the disposal, an active program to find a buyer i f  disposal 
is to be by sale, the estimated results of operations of the 
segment from  the measurement date to the disposal date, 
and the estimated proceeds or salvage to be realized by dis
posal. For purposes of applying this section, the disposal 
date is the date of closing the sale i f  the disposal is by sale 
or the date that operations cease i f  the disposal is by aban
donment.

.15 Determination of Gain or Loss on Disposal of a 
Segment of a Business. I f  a loss is expected from the pro
posed sale or abandonment of a segment, the estimated loss 
should be provided fo r at the measurement date.6 I f  a gain 
is expected, i t  should be recognized when realized, which 
ordinarily is the disposal date. The determination of 
whether a gain or a loss results from the disposal of a 
segment of a business should be made at the measurement 
date based on estimates at that date of the net realizable 
value of the segment after g iving consideration to any esti
mated costs and expenses directly associated w ith  the dis
posal and, i f  a plan of disposal is to be carried out over a 
period of time and contemplates continuing operations dur
ing that period, to any estimated income or losses from op
erations. I f  i t  is expected that net losses from operations 
w ill be incurred between the measurement date and the 
expected disposal date, the computation of the gain or 
loss on disposal should also include an estimate of such 
amounts. I f  i t  is expected that income w ill be generated 
from operations during that period the computation of the 
gain or loss should include the estimated income, lim ited 
however to the amount of any loss otherwise recognizable *

6 I f  financial statements for a date p rio r to the measurement date have 
not been issued, and the expected loss provides evidence of conditions that 
existed at the date of such statements and affects estimates inherent in the 
process of preparing them, the financial statements should be adjusted for 
any change in estimates resulting from  the use of such evidence. (See 
A U  section 560.03, volume 1, A IC P A  Professional Standards.)
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from the disposal; any remainder should he accounted for 
as income when realized. The Board believes that the esti
mated amounts of income or loss from operations of a seg
ment between measurement date and disposal date included 
in  the determination of loss on disposal should be lim ited 
to those amounts that can be projected w ith  reasonable 
accuracy. In  the usual circumstance, i t  would be expected 
that the plan of disposal would be carried out w ith in  a 
period of one year from the measurement date and that 
such projections of operating income or loss would not 
cover a period exceeding approximately one year.7

.16 Gain or loss from the disposal of a segment of a 
business should not include adjustments, costs, and expenses 
associated w ith  normal business activities that should have 
been recognized on a going-concern basis up to the mea
surement date, such as adjustments of accruals on long
term contracts or write-down or write-off of receivables, 
inventories, property, plant, and equipment used in the 
business, equipment leased to others, or intangible 
assets. However, such adjustments, costs, and expenses 
which (a) are clearly a direct result of the decision to 
dispose of the segment and (b) are clearly not the adjust
ments of carrying amounts or costs, or expenses that should 
have been recognized on a going-concern basis p rio r to the 
measurement date should be included in  determining the 
gain or loss on disposal. Results of operations before 
the measurement date should not be included in  the gain 
or loss on disposal. [As modified, effective for fiscal years 
beginning on or after January 1, 1975, pursuant to FASB 
Statement No. 2.] (Section 4211.)

.17 Costs and expenses directly associated w ith  the 
decision to dispose include items such as severance pay, 
additional pension costs, employee relocation expenses, 
and future rentals on long-term leases to the extent they 
are not offset by sub-lease rentals.

.18 Disclosure. In  addition to the amounts that 
should be disclosed in  the financial statements (paragraph 
.08), the notes to financial statements fo r the period en
compassing the measurement date should disclose:

7 When disposal is estimated to  be completed w ith in  one year and sub
sequently is revised to  a longer period of time, any revision of the net real
izable value of the segment should be treated as a change in estimate (see 
paragraph .25).
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(a) the identity of the segment of business that has 
been or w ill be discontinued,

(b) the expected disposal date, i f  known (see para
graph .14),

(c) the expected manner of disposal,
(d) a description of the remaining assets and liab ilities 

of the segment at the balance sheet date,8 and
(e) the income or loss from operations and any pro

ceeds from disposal of the segment during the 
period from the measurement date to the date of 
the balance sheet.

For periods subsequent to the measurement date and in
cluding the period of disposal, notes to the financial state
ments should disclose the information listed in  (a), (b),
(c), and (d) above and also the information listed in (e) 
above compared w ith  the p rio r estimates.

Criteria fo r Extraordinary Items

.19 Judgment is required to segregate in  the income 
statement the effects of events or transactions that are 
extraordinary items (as required by paragraph .11). The 
Board concludes that an event or transaction should be 
presumed to be an ordinary and usual activ ity  of the re
porting entity, the effects of which should be included in  
income from operations, unless the evidence clearly sup
ports its  classification as an extraordinary item as defined 
in  this section.

.20 Extraordinary items are events and transactions 
that are distinguished by their unusual nature and by the 
infrequency of their occurrence. Thus, both of the following 
criteria should be met to classify an event or transaction 
as an extraordinary item :

(a) Unusual nature—the underlying event or transac
tion should possess a high degree of abnormality 
and be of a type clearly unrelated to, or only inci
dentally related to, the ordinary and typical activi-

8 Consideration should be given to disclosing this information by segre
gation in  the balance sheet of the net assets and liabi l ities (current and 
noncurrent) of the discontinued segment. O nly liabilities which w ill be 
assumed by others should be designated as liabilities of the discontinued 
segment. I f  the loss on disposal cannot be estimated w ith in  reasonable 
lim its, this fact should be disclosed.
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ties of the entity, taking into account the 
environment in which the entity operates. (See 
discussion in  paragraph .21.)

(b) Infrequency of occurrence—the underlying event 
or transaction should be of a type that would not 
reasonably be expected to recur in the foreseeable 
future, taking into account the environment in 
which the entity operates. (See discussion in  para
graph .22.)

.21 Unusual Nature. The specific characteristics of the 
entity, such as type and scope of operations, lines of busi
ness, and operating policies should be considered in deter
mining ordinary and typical activities of an entity. The 
environment in  which an entity operates is a primary con
sideration in determining whether an underlying event or 
transaction is abnormal and significantly different from the 
ordinary and typical activities of the entity. The environ
ment of an entity includes such factors as the characteristics 
of the industry or industries in which i t  operates, the geo
graphical location of its operations, and the nature and 
extent of governmental regulation. Thus, an event or trans
action may be unusual in  nature for one entity but not fo r 
another because of differences in their respective environ
ments. Unusual nature is not established by the fact that an 
event or transaction is beyond the control of management.

.22 Infrequency of Occurrence. For purposes of this 
section, an event or transaction of a type not reasonably 
expected to recur in the foreseeable future is considered to 
occur infrequently. Determining the probability of recur
rence o f a particular event or transaction in the foreseeable 
future should take into account the environment in  which 
an entity operates. Accordingly, a specific transaction of 
one entity m ight meet that criterion and a sim ilar trans
action of another entity m ight not because of different prob
abilities of recurrence. The past occurrence of an event or 
transaction fo r a particular entity provides evidence to 
assess the probability of recurrence of that type of event or 
transaction in  the foreseeable future. By definition, extra
ordinary items occur infrequently. However, mere infre
quency of occurrence of a particular event or transaction 
does not alone im ply that its  effects should be classified as
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extraordinary. An event or transaction of a type that occurs 
frequently in  the environment in  which the entity operates 
cannot, by definition, be considered as extraordinary, re
gardless of its financial effect.

.23 Certain gains and losses should not be reported as 
extraordinary items because they are usual in  nature or may 
be expected to recur as a consequence of customary and 
continuing business activities. Examples include:

(a) Write-down or write-off of receivables, inventories, 
equipment leased to others, or intangible assets.

(b) Gains or losses from exchange or translation of 
foreign currencies, including those relating to 
major devaluations and revaluations.

(c) Gains or losses on disposal of a segment of a 
business.

(d) Other gains or losses from sale or abandonment of 
property, plant, or equipment used in  the business.

(e) Effects of a strike, including those against competi
tors and major suppliers.

( f ) Adjustment of accruals on long-term contracts.
In  rare situations, an event or transaction may occur that 
clearly meets both criteria specified in  paragraph .20 of this 
section and thus gives rise to an extraordinary gain or loss 
that includes one or more of the gains or losses enumerated 
above. In  these circumstances, gains or losses such as (a) 
and (d) above should be included in the extraordinary item 
i f  they are a direct result of a major casualty (such as an 
earthquake), an expropriation, or a prohibition under a 
newly enacted law or regulation that clearly meets both 
criteria  specified in  paragraph .20. However, any portion of 
such losses which would have resulted from a valuation of 
assets on a going concern basis should not be included in  the 
extraordinary items. Disposals of a segment of a business 
should be accounted fo r pursuant to paragraph .13 and pre
sented in  the income statement pursuant to paragraph .08 
even though the circumstances of the disposal meet the 
criteria  specified in  paragraph .20. [As modified, effective 
fo r fiscal years beginning on or after January 1, 1975, pur
suant to FASB Statement No. 2.] (See section 4211.)

.24 M ateria lity. The effect of an extraordinary event 
or transaction should be classified separately in  the income
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statement in  the manner described in  paragraph .11 i f  i t  is 
m aterial in  relation to income before extraordinary items or 
to the trend o f annual earnings before extraordinary items, 
or is m aterial by other appropriate crite ria . Items should 
be considered ind iv idua lly  and not in  the aggregate in  de
term ining whether an extraordinary event or transaction is 
m aterial. However, the effects of a series o f related trans
actions arising from  a single specific and identifiable event or 
plan of action tha t otherwise meets the two crite ria  in  para
graph .20 should be aggregated to determine m ateria lity.

Adjustment o f Amounts 
Reported in Prior Periods

.25 Circumstances attendant to  disposals of a segment 
of a business and extraordinary items frequently require 
estimates, fo r example, of associated costs and occasionally 
o f associated revenue, based on judgment and evaluation of 
the facts known a t the time of firs t accounting fo r the event.
Each adjustment in  the current period of a loss on disposal 
of a business segment or of an element of an extraordinary 
item  tha t was reported in  a p rio r period should be sep
arately disclosed as to year o f orig in, nature, and amount 
and classified separately in  the current period in  the same 
manner as the orig ina l item. I f  the adjustment is the cor
rection of an error, the provisions o f section 1051.36-.37, 
Accounting Changes, should be applied. [As amended, 
effective fo r financial statements fo r fiscal years beginning 
a fte r October 15, 1977, by FASB Statement No. 16.] (See 
section 2014.)

Disclosure o f Unusual
o r Infrequently Occurring Items

.26 A  m aterial event or transaction tha t is unusual in  
nature or occurs infrequently but not both, and therefore 
does not meet both crite ria  fo r classification as an extra
ordinary item, should be reported as a separate component 
o f income from  continuing operations. The nature and finan
cial effects of each event or transaction should be disclosed 
on the face o f the income statement or, alternatively, in  
notes to  the financial statements. Gains or losses of a sim ilar 
nature tha t are not ind iv idua lly  m aterial should be aggre
gated. Such items should not be reported on the face o f the 
income statement net of income taxes or in  any manner in-
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consistent w ith  the provisions of paragraphs .08 and .11 of 
th is section or in  any other manner tha t may im ply tha t they 
are extraordinary items. S im ilarly, the earnings per share 
effects of those items should not be disclosed on the face of 
the income statement.9

EFFECTIVE DATE
.27 This section shall be effective fo r events and trans

actions occurring a fter September 30, 1973. Events and 
transactions tha t were reported as extraordinary items in  
statements of income fo r fiscal years ending before October 
1, 1973 should not be restated, except tha t a statement of 
income including operations of discontinued segments of a 
business may be reclassified in  comparative statements to 
conform w ith  the provisions of paragraphs .08 and .09 o f 
th is section and the Board encourages such reclassification. 
In  addition, the accounting fo r events and transactions tha t 
have been reported previously fo r the fiscal year in  which 
September 30, 1973 occurs may be restated retroactively to 
comply w ith  the provisions of th is section, and the Board 
encourages such restatement. Differences in  classification 
of the effects of events and transactions in  the financial 
statements of the current and any p rio r periods presented 
should be disclosed in  notes to the financial statements.

  T he  n e x t page is  8045.  

9 Exceptions to the final two sentences of this paragraph are specified 
in the following A IC P A  industry audit guides: Audits of Banks, p. 36; 
Audits of Fire and Casualty Insurance Companies, p. 66; and Audits of Stock 
L ife  Insurance Companies, p. 89.
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AC Section 2013

Reporting Gains and Losses 
from Extinguishment o f Debt
an amendment o f section 2012 

[Source: FASB Statement No. 4 .]
March 1975

INTRODUCTION AND BACKGROUND INFORMATION

.01 APB Opinion No. 26 [section 5362], “ Early Extinguishment 
of Debt,”  became effective for extinguishment of debt occurring 
on or after January 1, 1973. Paragraph 19 of that Opinion [sec
tion 5362.19] states “ that all extinguishments of debt before 
scheduled maturities are fundamentally alike. The accounting 
for such transactions should be the same regardless of the means 
used to achieve the extinguishment.”  Paragraph 20 of the same 
Opinion [section 5362.20] states that “ a difference between the 
reacquisition price and the net carrying amount o f the extin
guished debt should be recognized currently in income of the 
period of extinguishment as losses or gains and identified as a 
separate item. . . . The criteria in APB Opinion No. 9 [section 
2010] [ ‘Reporting the Results of Operations’] should be used to 
determine whether the losses or gains are ordinary or extraordi
nary items. Gains and losses should not be amortized to future 
periods.”

.02 APB Opinion No. 20 [section 2012], “ Reporting the Results 
of Operations,”  became effective for events and transactions 
occurring after September 30, 1973 and superseded APB Opinion 
No. 9 [section 2010] w ith  respect to  the determination of ex
traordinary items. APB Opinion No. 30 [section 2012] and the 
related Accounting Interpretation issued by the A IC P A  staff 
(see The Journal of Accountancy, November 1973, pages 82-84) 
[section U2012.001-.013] can be read lite ra lly  to preclude classify
ing most if  not a ll gains or losses from early extinguishment of 
debt as an extraordinary item in the income statement. The 
Board has observed that in those cases coming to its attention 
where a gain or loss from early extinguishment of debt has been 
reported in an income statement to  which APB Opinion No. 30 
[section 2012] was applicable, the gain or loss was included in 
income before extraordinary items.

.03 Since the effective date of APB Opinion No. 30 [section 
2012], the Board has had inquiries regarding that Opinion be-
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cause application of the criteria, especially as illustrated in the 
related A IC P A  Accounting  Interpretation, appears to  preclude 
classifying gains or losses from most transactions or events as 
extraordinary items in the income statement. Many respondents 
to the Board’s July 12, 1973 request for views concerning APB 
Opinions and Accounting Research Bulletins suggested that the 
conclusions of A P B  Opinion No. 26 [section 5362] relating to 
early extinguishment of debt be reconsidered. Since that time, 
concern also has been expressed to the Board w ith  respect to the 
accounting for extinguishment of debt at its scheduled m aturity  
date or later because the authoritative accounting pronouncements 
do not address that issue. In  addition, the Securities and Exchange 
Commission and others have expressed concern to the Board 
about including gains and losses from extinguishment of debt in 
the determination of income before extraordinary items in the 
income statement.

.04 The Board considered carefully the suggestions that A P B  
O pinion No. 26 [section 5362] be reconsidered and concluded 
that the issues extend beyond A P B  Opinion No. 26 [section 5362] 
and could involve A P B  O pinion No. 14 [section 5516], "Account
ing for Convertible Debt and Debt Issued w ith  Stock Purchase 
Warrants,”  and A P B  Opinion N o. 21 [section 4111], "Interest on 
Receivables and Payables,”  and could extend to  exchanges or 
sales and related purchases of sim ilar monetary assets. The 
Board concluded that the pervasiveness of those issues makes 
broad reconsideration of a ll these Opinions and the other related 
issues a more comprehensive undertaking than can be accom
plished in the near future. The Board also considered carefully 
the questions raised w ith  respect to  A P B  O pinion No. 30 [sec
tion 2012] and concluded that there is insufficient experience 
under that Opinion to warrant a general reconsideration of the 
criteria set forth therein at this time.

.05 P rior to  the issuance of the Exposure D ra ft of this State
ment, the Board had been considering an Interpretation of A P B  
O pinion No. 26 [section 5362] that would have specified disclosure 
requirements regarding gains and losses from extinguishment of 
debt, but that course o f action was changed when i t  became 
clear to the Board that the income statement classification of 
gains or losses on extinguishment of debt also required attention. 
The Board believes that an immediate response is needed to the 
concern expressed regarding income statement classification of 
gains and losses from certain extinguishments of debt. Further, 
the Board continues to believe that guidelines are needed regard
ing disclosures related to certain debt extinguishments because a
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review of a number o f financial statements by the FASB staff 
indicates that disclosures often have been unclear, particularly 
w ith  regard to  the income tax effects.

.06 The Board has concluded that on the basis o f existing data 
i t  can make an informed decision on the narrow issues identified 
in  paragraph .05 w ithout a public hearing and that the effective 
date and transition requirements set forth in paragraphs .11 and 
.12 are advisable.

.07 This Statement applies to  regulated enterprises in accord
ance w ith  the provisions of the Addendum to  APB Opinion No. 2 
[section 6011], “ Accounting fo r the ‘Investment Credit.’ ”

STANDARDS OF FINANCIAL ACCOUNTING AND  REPORTING 

Income Statement Classification
.08 Gains and losses from extinguishment o f debt that are in
cluded in the determination of net income shall be aggregated 
and, i f  material,1 classified as an extraordinary item, net o f re
lated income tax effect. That conclusion shall apply whether an 
extinguishment is early or at scheduled m aturity date o r later. 
The conclusion does not apply, however, to  gains o r losses from 
cash purchases of debt made to  satisfy current or future sinking- 
fund requirements.1 2 Those gains and losses shall be aggregated 
and the amount shall be identified as a separate item.

Disclosure
.09 Gains o r losses from extinguishment o f debt that are classi
fied as extraordinary items should be described sufficiently to 
enable users of financial statements to  evaluate the ir significance. 
Accordingly, the follow ing information, to the extent not shown 
separately on the face of the income statement, shall be disclosed 
in  a single note to  the financial statements or adequately cross- 
referenced if  in more than one note:
(a) A  description of the extinguishment transactions, including 

the sources of any funds used to extinguish debt i f  i t  is 
practicable to identify the sources.

(b) The income tax effect in  the period of extinguishment.
(c) The per share amount o f the aggregate gain or loss net of 

related income tax effect. * *
1 See th e  fir s t sentence o f pa ra g ra p h  24 o f A P B  O p in io n  No. 30 [se c tio n  

2012.24].
2 Some o b lig a tio n s  to  acq u ire  de b t have th e  essentia l ch a ra c te ris tics  o f s in k in g - 

fu n d  re qu ire m en ts , and re s u ltin g  ga in s  o r losses are  n o t re q u ire d  to  be c lass ified  
as e x tra o rd in a ry  item s. F o r exam ple, i f  an e n te rp rise  is  re q u ire d  each ye a r to  
purchase a c e rta in  percentage o f its  o u ts ta n d in g  bonds be fore  th e ir  scheduled  
m a tu rity , th e  g a in  o r loss fro m  such purchase is  n o t re q u ire d  to  be c lass ified  as 
an e x tra o rd in a ry  ite m . D eb t m a tu rin g  s e ria lly , how ever, does n o t have th e  
ch a ra c te ris tics  o f s in k in g -fu n d  re qu ire m en ts , and g a in  o r loss fro m  e x tin g u ish m e n t 
o f s e ria l de b t s h a ll be c lass ified  as an e x tra o rd in a ry  ite m .
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Amendment to  Existing Pronouncement
.10 This Statement amends APB Opinion No. 30 [section 2012] 
only to  the extent that classification of gains o r losses from ex
tinguishment of debt as an extraordinary item pursuant to the 
firs t tw o  sentences of paragraph .08 of this Statement shall be 
made w ithout regard to the criteria in paragraph 20 of that Opinion 
[section 2012.20].

Effective Date and Transition
.11 This Statement shall be effective fo r extinguishments oc
curring after March 31, 1975, except that i t  need not be applied 
to  extinguishments occurring on or after A p ril 1, 1975 pursuant 
to  the terms of an offer o r other commitment made prio r to that 
date. Application to  all extinguishments occurring during a 
fiscal year in  which A p ril 1, 1975 falls as encouraged. Retroactive 
application to extinguishments occurring in p rio r fiscal years is 
encouraged but not required.

.12 Although the requirements of this Statement may be ap
plied retroactively, such application is not intended to  change 
the accounting for amounts deferred on refundings o f debt that 
occurred prior to the effective date o f APB Opinion No. 26 [sec
tion 5362] o r the income statement classification of the amortiza
tion of those amounts.

The provisions o f this Statement heed  
not be app lied  to immaterial items.
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APPENDIX A

SUMMARY OF CONSIDERATION OF COMMENTS 
O N  EXPOSURE DRAFT

.13 In  response to the request for comments on the Exposure 
D ra ft issued January 31, 1975, the FASB received and con
sidered 120 letters in  its deliberations on this Statement. Cer
tain of the comments and the FASB’s consideration of them are 
summarized in paragraphs .14-.17.

.14 For a variety of reasons, many respondents recommended 
that the FASB not adopt the Exposure D raft as a final State
ment. Some respondents recommended that A P B  O pinion No. 
26 [section 5362] and related issues be reconsidered. Others 
recommended that the criteria for determining extraordinary 
items as set forth in A P B  O pinion No. 30 [section 2012] be 
reconsidered. The Board concluded not to address these issues 
for the reasons stated in paragraph .04.

.15 Some respondents suggested that the proposals in  the Expo
sure Draft, if  adopted, would result in erosion of the criteria 
in A P B  Opinion No. 30 [section 2012] for determining extraordi
nary items. However, this Statement is neither an amendment 
nor an interpretation of the criteria for classifying and report
ing an event or transaction as an extraordinary item as set 
forth in paragraph 20 of that Opinion [section 2012.20]. Rather, 
the Board is proscribing the application of those criteria to cer
tain extinguishments of debt in  the same way that the appli
cation of those criteria has been proscribed w ith  respect to  the 
realization of tax benefits from an operating loss carryforward 
and to certain profits or losses resulting from the disposal of a 
significant part of the assets or a separable segment acquired 
in a business combination accounted for as a pooling of inter
ests.3 The Board recognizes that the application of the criteria 
in  A P B  O pinion No. 30 [section 2012] to extinguishments of 
debt would seldom, if  ever, require that resulting gains and 
losses be classified as extraordinary items. In  issuing this 
Statement requiring that a gain or loss from certain debt extin
guishments be classified as an extraordinary item in the income 
statement, the Board is neither modifying the criteria set forth 
in that Opinion nor intending to start a piecemeal revision of 
those criteria. A lthough as a result of this Statement ques
tions may be raised regarding the application of the criteria 
fo r determining extraordinary items pursuant to A P B  Opinion  
No. 30 [section 2012], the Board has concluded that, on bal
ance, this Statement represents a practical and reasonable solu- 

3 See pa rag raph  7 o f A P B  O p in ion  No. SO [se c tio n  2012.07].
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tion to the question regarding income statement classification 
of gains or losses from extinguishment of debt un til such time 
as the broader issues involved can be addressed.

.16 Many respondents argued that gains and losses from extin
guishment of debt pursuant to sinking-fund requirements should 
not be required to  be classified as extraordinary items. The 
Board agrees prim arily because acquisitions for sinking-fund 
purposes are made to meet continuing contractual requirements 
assumed in connection w ith  the incurrence of the debt.

.17 In  addition to the fact that many respondents recommended 
that the Exposure D ra ft not be issued as a final Statement, 
some respondents objected to the proposal that the Statement 
be applied retroactively. On further consideration of all the 
circumstances, the Board concluded that application of the 
Statement should be required only on a prospective basis 
although retroactive application is encouraged.
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AC Section 2014
Prior Period 
Adjustments
[Source: FASB Statement No. 16.]

June 1977

INTRODUCTION AND  BACKGROU ND INFORM ATION

.01 The AICPA Committee on SEC Regulations and others 
have requested that the FASB consider the criteria fo r prior 
period adjustments stated in paragraph 23 o f APB Opinion 
No. 9, “ Reporting the Results o f Operations,”  and provide 
further guidelines fo r the application o f those criteria. 
Paragraph 23 o f APB Opinion No. 9 states:

Adjustments related to  p rio r periods — and thus excluded 
in the determ ination o f net income fo r the current 
period — are lim ited  to those material adjustments which
(a) can be specifically identified w ith  and d irectly related to 
the business activities o f particular p rio r periods, and (b) 
are not attributable to economic events occurring 
subsequent to  the date o f the financial statements fo r the 
prior period, and (c) depend prim arily on determinations 
by persons other than management and (d) were not 
susceptible o f reasonable estimation p rio r to such 
determ ination. Such adjustments are rare in modern 
financial accounting. They relate to events or transactions 
which occurred in a p rio r period, the accounting effects o f 
which could not be determined w ith  reasonable assurance 
at that time, usually because o f some major uncertainty 
then existing. Evidence o f such an uncertainty would be 
disclosure thereof in the financial statements o f the 
applicable period, or o f an intervening period in those cases 
in which the uncertainty became apparent during a 
subsequent period. Further, i t  would be expected that, in 
most cases, the opinion o f the reporting independent 
auditor on such prio r period would have contained a 
qualification because o f the uncertainty. Examples are 
material, nonrecurring adjustments or settlements o f 
income taxes, o f renegotiation proceedings or o f u ti l ity  
revenue under rate processes. Settlements o f significant 
amounts resulting from  litiga tion  or similar claims may also 
constitute p rio r period adjustments.
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.02 The requests referred to in paragraph .01 were prompted by 
Securities and Exchange Commission staff administrative 
interpretations of APB Opinion No. 9 [section 2010] during 1975 
lim iting prior period adjustments for out-of-court settlements of 
litigation. The view o f the SEC staff was later explained in 
S ta ff Accounting Bulletin  No. 8 (see Appendix C). In addition, 
d iffering interpretations o f the criteria o f paragraph 23 and 
o f the provisions o f paragraph 24 o f APB Opinion No. 9 have 
been cited as a basis fo r requesting a reconsideration o f the 
concept o f p rio r period adjustments.

.03 Paragraph 24 of APB Opinion No. 9 elaborates on para
graph 23 by giving examples of items that do not qualify as 
prior period adjustments. Paragraph 24 states:

Treatment as prior period adjustments should not be 
applied to  the normal, recurring corrections and 
adjustments which are the natural result o f the use o f 
estimates inherent in  the accounting process. For example, 
changes in the estimated remaining lives o f fixed assets 
affect the computed amounts o f depreciation, but these 
changes should be considered prospective in nature and not 
p rio r period adjustments. S im ilarly, relatively immaterial 
adjustments o f provisions fo r liabilities (including income 
taxes) made in p rio r periods should be considered recurring 
items to be reflected in operations o f the current period.
Some uncertainties, fo r example those relating to the 
realization o f assets (co llec tib ility  o f accounts receivable, 
ultim ate recovery o f deferred costs or realizability o f 
inventories or other assets), would not qualify fo r prior 
period adjustment treatment, since economic events 
subsequent to  the date o f the financial statements must o f 
n e ce ss ity  e n te r in to  th e  e lim in a tio n  o f any 
previously-existing uncertainty. Therefore, the effects o f 
such matters are considered to  be elements in the 
determ ination o f net income fo r the period in which the 
uncertainty is eliminated. Thus, the Board [A P B ] believes 
that p rio r period adjustments w ill be rare.

.04 APB Opinion No. 20 [section 1051], “ Accounting Changes,” 
affirmed the conclusions of paragraph 24 of APB Opinion No. 9 
by requiring that "a change in an estimate should not be 
accounted for by restating amounts reported in financial state
ments of prior periods . . . unless the change meets all the con
ditions for a prior period adjustment (paragraph 23 of APB 
Opinion No. 9 ) .”

.05 FASB Statement No. 5 [section 4311], “ Accounting for Con
tingencies,”  (effective for fiscal years beginning on or after July 
1, 1975) establishes the conditions for accrual of an estimated loss
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from  a loss contingency and prohibits accrual before those 
conditions are met. The two conditions fo r accrual o f an 
estimated loss from  a loss contingency set forth  in paragraph 
8 of Statement No. 5 [section 4311.08] are that “ (a) information 
available prior to issuance of the financial statements indicates 
that it  is probable that an asset had been impaired or a liability 
had been incurred at the date of the financial statements . . .” and 
“ (b) the amount of loss can be reasonably estimated.” 
Paragraph 8 of the Statement [section 4311.08] requires that “ an 
estimated loss from a loss contingency . . . shall be accrued by a 
charge to income . . . . ”  A  footnote to that paragraph states that 
“ paragraphs 23 - 24 o f A P B  O p in io n  N o. 9 . . . describe the 
‘rare’ circumstances in which a p rio r period adjustment is 
appropriate”  and indicates tha t “ those paragraphs are not 
amended” by Statement No. 5 [section 4311].

.06 The Board has, among other things, (a) reviewed an FASB 
staff survey of prior period adjustments made in recent years 
pursuant to the criteria of A P B  Opinion No. 9 [section 2010], (b) 
considered the relationship of the criteria of A P B  Opinion No. 9 
[section 2010], for prior period adjustments to the rationale of 
subsequent APB Opinions (see paragraphs .29-.36), and (c) ex
amined the relationship of the criteria of A P B  Opinion No. 9 
[section 2010] for prior period adjustments to the conditions of 
F A S B  Statement No. 5 [section 4311] for accrual of estimated 
losses from loss contingencies (see paragraph .37).

.07 An Exposure Draft of a proposed Statement on “ Prior 
Period Adjustments”  was issued July 29, 1976, and a public 
hearing based on the Exposure D ra ft was held on October 15, 
1976. The Board received 162 position papers and letters o f 
comment in response to  the Exposure Draft. Ten presentations 
were made at the public hearing. On A pril 1 2 ,  1977 the FASB 
announced that i t  was unable to  attain the necessary five 
assenting votes for issuance of a final Statement on prior 
period adjustments. That announcement stated that four FASB 
members agreed to support the position in the Exposure Draft, 
modified in certain respects for interim reporting, and that the 
other three Board members dissented for varied reasons. On 
June 21, 1977 the Trustees of the Financial Accounting Founda
tion announced that they had approved the implementation of a 
number of the recommendations made by the Trustees’ Struc
ture Committee in its April 1977 report, “ the Structure of Estab
lishing Financial Accounting Standards.”  The recommendations 
approved included amending the Foundation’s by-laws to change 
the voting requirement for adoption of pronouncements by the
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FASB from five affirmative votes among the seven members to 
a simple majority. Subsequent to the action by the Trustees, the 
Board reconsidered the subject and voted to issue this Statement.

.08 The Board concluded that, w ith limited exceptions, items 
o f p ro fit and loss recognized during a period shall be included 
in the determination o f net income o f that period. Paragraphs 
.11 and .13-.15 describe the exceptions that shall be accounted 
fo r and reported as prio r period adjustments. The basis fo r the 
Board’s conclusions, as well as alternatives considered and 
reasons fo r their rejection, are discussed in Appendix A to  
this Statement. The results o f the FASB staff survey o f p rior 
period adjustments made pursuant to  the criteria o f APB 
Opinion No. 9 [section 2010] in annual financial statements for 
fiscal years ending from July 1973 through June 1975 are sum
marized in Appendix B to this Statement.

.09 The Addendum to APB Opinion No. 2 [section 6011], “ Ac
counting for the ‘Investment Credit’,”  states that “ differences 
may arise in the application of generally accepted accounting 
principles as between regulated and nonregulated businesses, 
because of the effect in regulated businesses of the rate-making 
process,”  and discusses the application of generally accepted 
accounting principles to regulated industries. FASB 
Statements and Interpretations should therefore be applied 
to  regulated companies that are subject to  the rate-making 
process in accordance w ith  the provisions o f the Addendum.

STANDARDS OF F IN A N C IA L ACCOUNTING AN D  REPORTING

.10 Except as specified in paragraph .11 and in paragraphs .13 
and .14 w ith respect to prior interim periods of the current 
year, all items o f p ro fit and loss recognized during a period,1 
including accruals o f estimated losses from  loss contingencies, 
shall be included in the determination o f net income fo r that 
period. 1 2

1 As used in this Statement, the term “ period”  refers to both annual 
and interim  reporting periods.
2 Many items that would previously have been reported as prior period 
adjustments w ill be subject to existing disclosure requirements when 
that type o f item is included in the determ ination o f current net income. 
For example, APB Opinion No. 28 [section 2071], “ Interim  Financial 
Reporting,”  specifies certain disclosures for interim reporting periods and 
APB Opinion No. 30 [section 2012], “ Reporting the Results of Operations,”  
specifies disclosures for certain types of items discussed by that Opinion.
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.11 Items o f p ro fit and loss related to  the fo llow ing shall be 
accounted fo r and reported as p rio r period adjustments3 and 
excluded from  the determination o f net income fo r the 
current period:

a) Correction o f an error in  the financial statements o f a 
p rio r period3 4 and

b) Adjustments that result from realization of income tax 
benefits of pre-acquisition operating loss carryforwards of 
purchased subsidiaries.5

.12 This Statement does not affect the manner o f reporting 
accounting changes required or perm itted by an FASB 
Statement, an FASB Interpretation, or an APB O pin ion.6

Adjustments Related to Prior Interim Periods of the Current Fiscal Year

.13 For purposes o f this Statement, an “ adjustment related 
to p rio r interim  periods o f the current fiscal year”  is an adjust
ment or settlement o f litiga tion  or similar claims, o f income 
taxes, o f renegotiation proceedings, or o f u ti l ity  revenue 
under rate-making processes provided that the adjustment or 
settlement meets each o f the fo llow ing criteria:

a) The effect o f the adjustment or settlement is material in 
relation to income from  continuing operations o f the 
current fiscal year or in relation to the trend o f income 
from  continuing operations or is material by other appro
priate criteria, and

3 The reporting of prior period adjustments is described in paragraph 18 
of A P B  Opin ion No. 9 [section 2010.17], as modified by paragraph .16 of 
this Statement, and in paragraph 26 of A P B  O pin ion N o. 9 [section 2010.25].
4 As defined in paragraph 13 of A P B  Opinion No. 20 [Section 1051.13]. 
That paragraph also describes the distinction between a correction of an 
error and a change in accounting estimate.
5See paragraph 49 of A P B  Opinion No. 11 [section 4091.48], “ Accounting 
for Income Taxes,”  and paragraph 88 of A P B  Opinion No. 16 [section 
1091.88], “ Business Combinations.”
6 In addition to transition requirements o f these pronouncements, 
accounting changes resulting in restatement o f previously issued
financial statements o f p rio r periods include a change in accounting 
method permitted by paragraph 52 of A P B  O pinion No. 16 [section
1091.52], a change in the reporting entity described in paragraph 34 of 
A P B  Opinion No. 20 [section 1051.34], and special changes in accounting 
principle described in paragraphs 27 and 29 of A P B  Opinion No. 20 
[sections 1051.27 and 1051.29]. See also footnote 5 to A P B  Opinion No. 
20 [section 1051, footnote 6].
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b) A ll or part o f the adjustment or settlement can be specifi
cally identified w ith  and is d irectly related to  business 
activities o f specific prior interim  periods o f the current 
fiscal year, and

c) The amount o f the adjustment or settlement could not be 
reasonably estimated p rio r to  the current interim  period 
but becomes reasonably estimable in the current interim  
period.

Criterion (b) above is not met solely because o f incidental 
effects such as interest on a settlement. Criterion (c) would 
be met by the occurrence o f an event w ith  currently measur
able effects such as new retroactive tax legislation or a final 
decision on a rate order. Treatment as adjustments related to  
p rio r in terim  periods o f the current fiscal year shall no t be 
applied to  the normal recurring corrections and adjustments 
that are the result o f the use o f estimates inherent in the 
accounting process. Changes in provisions fo r doubtfu l 
accounts shall no t be considered to  be adjustments related to 
p rio r interim  periods o f the current fiscal year even though 
the changes result from  litigation or similar claims.

.14 I f  an item o f p ro fit or loss occurs in  other than the firs t 
interim  period o f the enterprise’s fiscal year and all or a part 
o f the item o f p ro fit  or loss is an adjustment related to  p rio r 
interim  periods o f the current fiscal year, as defined in  para
graph .13 above, the item shall be reported as follows:

a) The portion o f the item that is d irectly related to  business 
activities o f the enterprise during the current interim  
period, i f  any, shall be included in the determination o f 
net income fo r that period.

b) Prior interim  periods o f the current fiscal year shall be 
restated to  include the portion o f the item that is d irectly 
related to  business activities o f the enterprise during each 
p rio r in terim  period in the determination o f net income 
fo r that period.

c) The portion o f the item that is d irectly related to business 
activities o f the enterprise during prior fiscal years, i f  any, 
shall be included in the determination o f net income o f the 
firs t interim  period o f the current fiscal year.

.15 The follow ing disclosures shall be made in interim  finan
cial reports about an adjustment related to  prior interim
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periods o f the current fiscal year. In financial reports fo r the 
interim  period in which the adjustment occurs, disclosure shall 
be made o f (a) the effect on income from continuing opera
tions, net income, and related per share amounts fo r each prior 
interim  period o f the current fiscal year, and (b) income from 
continuing operations, net income, and related per share 
amounts fo r each p rio r interim  period restated in accordance 
w ith  paragraph .14 o f this Statement.

Amendments to Existing Pronouncements

.16 The conclusions o f this Statement require the follow ing 
amendments to existing pronouncements:

a) APB Opinion No. 9 [section 2010]. Delete paragraphs 23 and 
24. The first sentence of paragraph 18 [section 2010.17] is 
modified to read as follows:

Those items that are reported as p rio r period ad
justments shall, in single period statements, be re
flected as adjustments o f the opening balance o f re
tained earnings.

b) A P B  Opinion No. 20 [section 1051]. Delete footnote 9 to 
paragraph 31 [section 1051.31, footnote 10].

c) A P B  Opinion No. 30 [section 2012]. Delete the following 
words from the second and third sentences of paragraph 25 
[section 2012.25]: “ should not be reported as a prior period 
adjustment unless it meets the criteria for a prior period 
adjustment as defined in paragraph 23 of A P B  Opinion No. 9.
An adjustment that does not meet such criteria,”  and combine 
the remainder of the two sentences into one sentence as follows:

Each adjustment in  the current period o f a loss on 
disposal o f a business segment or o f an element o f 
an extraordinary item  that was reported in  a prior 
period should be separately disclosed as to  year o f 
origin, nature, and amount and classified separately 
in  the current period in  the same manner as the 
original item.

d) F A S B  Statement No. 5 [section 4311]. Delete footnote 3 to 
paragraph 8 [section 4311.08, footnote 3].

Effective Date and Transition

.17 This Statement shall be effective fo r financial statements 
fo r fiscal years beginning after October 1 5 ,  1977. Application 
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in financial statements fo r fiscal years beginning before 
October 16,1977 tha t have not been previously issued, and in 
interim  periods w ith in  those fiscal years, is encouraged but 
not required. This Statement shall no t be applied retroactively 
to  previously issued annual financial statements.

The provisions of this Statement need 
not be applied to immaterial items.
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Appendix A

BASIS FOR CONCLUSIONS

.18 This Appendix contains a discussion o f the factors 
deemed significant by members o f the Board in reaching the 
conclusions in this Statement, including various alternatives 
considered and reasons fo r accepting some and rejecting 
others. Individual Board members gave greater weight to  
some factors than to others.

Scope

.19 The initial request referred to in paragraph .01 was for 
clarification o f the application o f criterion (b )7 8 9 and criterion
(c )8 o f paragraph 23 o f APB Opinion No. 9 to  negotiated 
settlements o f litigation. Paragraph 23 o f APB Opinion No. 9 
included “ settlements o f significant amounts resulting from 
litigation or similar claims”  as an example o f items tha t may 
qualify as p rio r period adjustments. SEC S ta ff Accounting  
Bulletin  No. 8 states the SEC sta ff’s conclusion that 
“ litiga tion  is inevitably an ‘economic event’ and that 
settlements would constitute ‘economic events’ o f the period 
in which they occur. Accordingly, i t  would seem that charges 
or credits relating to  settlements would also not meet”  
criterion (b). 9 S ta ff Accounting Bulletin No. 8 also states the 
view that when litigation is settled, management must make a 
number o f significant judgments, and, hence, criterion (c) 10 
has not been met.

.20 As described in Appendix B, the FASB staff searched 
approximately 6,000 annual reports fo r fiscal years ended 
from  July 1973 through June 1975 and identified 191 annual 
reports that showed prio r period adjustments that appeared 
to  have been made pursuant to  the criteria o f paragraph 23 o f 
APB Opinion No. 9. The purpose o f the research was to 
determine the extent and nature o f those p rio r period 
adjustments and the possible interpretative problems the

7 C riterion (b) o f paragraph 23 o f APB Opinion No. 9 requires that the 
adjustments “ are not attributable to  economic events occurring sub
sequent to  the date o f the financial statements fo r the p rio r period.”
8 Criterion (c) o f paragraph 23 o f APB Opinion No. 9 requires that the 
adjustment “ depend prim arily on determinations by persons other than 
management.”
9 See footnote 7.
10 See footnote 8.
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Board would face if  it  decided to clarify the criteria in 
paragraph 23 of A P B  O p in io n  N o. 9. Over one-third of the 
identified adjustments resulted from litigation and similar 
claims, and most of these were negotiated. Income 
tax settlements also represented over one-third of the 
identified adjustments. Because of the similarity of the 
process involved in settling litigation and income taxes, and 
because they constitute most of the identified prior period 
adjustments made pursuant to the criteria of paragraph 23 of 
A P B  O p in io n  N o. 9, the Board concluded that this Statement 
should not be limited to the area of negotiated settlements of 
litigation, but rather, should address all items reported as 
prior period adjustments pursuant to the criteria of paragraph 
23 of A P B  O p in io n  N o. 9.

.21 Some respondents to the Exposure Draft questioned 
whether this Statement was intended to change the reporting 
of adjustments that are required by A P B  Opinion No. 9 [section 
2010], 11 [section 4091], and 16 [section 1091] to be reported 
as adjustments to paid-in capital, goodwill, or other assets. 
This Statement is not intended to require those adjustments to 
be included in the determination of net income of the current 
period. This Statement is also not intended to proscribe restate
ments of earnings per share that are required by A P B  Opinions 
No. 15 [section 2011], “ Earnings Per Share," and 16 [section 
1091] or by other APB Opinions and FASB Statements.

Summary

.22 In considering possible clarification of the criteria in para
graph 23 of A P B  Opinion No. 9 (see paragraph .24), the purpose 
of the criteria (see paragraph .25), and the effect on prior period 
adjustments of subsequent pronouncements (see paragraphs 
.29-.37), the Board determined that an amendment of A P B  Opin
ion No. 9 [section 2010] was needed. The Board concluded for 
the reasons indicated in paragraphs .24-.39 that all items of profit 
and loss recognized during a period, w ith the limited exceptions 
indicated in paragraphs .11 and .13-.15 and explained in para
graphs .41-.46, shall be included in the determination of net in
come for that reporting period. The Board also concluded, for the 
reasons indicated in paragraphs .47-.51, that the manner of re
porting accounting changes should not be modified at this time 
(see paragraph .12).

.23 Some respondents recommended that this project be in
cluded in or deferred pending completion of the Board’s agenda 
project entitled “ Conceptual Framework for Financial Ac-
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counting and Reporting.”  The Board determined that this prob
lem required resolution at this time and could be resolved in 
the existing accounting framework. As outlined in paragraphs 
.29-.37, the all-inclusive income statement is predominant in the 
existing accounting framework.

Possible Clarification of Criteria

.24 Relating the criteria o f paragraph 23 o f APB Opinion 
N o. 9 and the examples given in that paragraph to prior 
period adjustments identified in the FASB staff survey (see 
Appendix B) led to  the conclusion that any attempted 
clarification could result in an amendment o f APB Opinion 
No. 9 [section 2010] and that the problem could not be satisfac
torily resolved by an Interpretation as indicated by the following 
examples:

a) Settlements o f income taxes and litigation constitute the 
m ajority o f identified p rio r period adjustments. The 
former is included in paragraph 23 as an example o f a 
p rio r period adjustment when material and nonrecurring 
and the la tter is included as an example o f an item that 
may qualify as a p rio r period adjustment. Such 
settlements are usually negotiated and often do not 
depend prim arily  on determinations by any single party. 
Accordingly, fo r out-of-court settlements o f both income 
taxes and litigation to qualify as prior period adjustments, 
the phrase “ depend prim arily on determinations by 
persons other than management”  (criterion(c)) would 
have to be amended to read “ not depending prim arily on 
management.”

b) The term “ economic events”  in criterion (b )11 has been 
interpreted in significantly d ifferent ways (see paragraph 
.19 and Appendix C). Refining the defin ition o f this term 
could result in an effective amendment.

c) Refining the requirement tha t p rio r period adjustments be 
“ material”  or o f the word “ nonrecurring”  in the examples 
in paragraph 23 would like ly  be an effective amendment.

Purpose of the Criteria of Paragraph 23 of APB Opinion No. 9

.25 Paragraph 17 of APB Opinion No. 9 [section 2010.16] states 
that “ net income should reflect all items of profit and loss recog-

11 See footnote 7.
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nized during the period w ith the sole exception of . . . prior 
period adjustments. . . APB Opinion No. 9 [section 2010.16] 
requires restatement of affected prior periods only if  the state
ments of the affected prior periods are presented; otherwise, only 
the effect on beginning retained earnings of the earliest period 
presented is required. The Board believes that a decision to ex
clude certain items of profit and loss recognized during a period 
from  the determination o f net income fo r that period should 
be based on a determination that some expected user or class 
o f users would be benefited. Items o f p ro fit and loss clearly 
related to  p rio r period operations and unrelated to  the 
current period operations, fo r example, m ight be excluded 
from  the determination o f net income fo r the current period 
because existing and potential investors m ight be misled by 
the ir inclusion. The criteria o f paragraph 23 o f APB Opinion 
No. 9 do not serve this purpose because they do not 
comprehend many other items o f p ro fit and loss related to 
p rio r periods and unrelated to  the current period operations.
The Board concluded that users w ill not be benefited by 
special treatment fo r some items o f p ro fit and loss recognized 
during a period but no t fo r other similar items. The reasons 
for the limited exceptions indicated in paragraphs .11 and .13-.15 
are explained in paragraphs .41-.46.

The Matching Concept

.26 A  number o f respondents to the Exposure Draft noted 
that adjustments that are reported as p rio r period 
adjustments are unrelated to operations o f the current 
period. In the ir view, inclusion in  net income o f the current 
period o f costs or revenues tha t are directly related to 
business activities o f p rio r periods distorts net income in the 
current period by matching revenue o f one period w ith  costs 
o f another period.

.27 APB Statement No. 4 [sections 1021-1029], “ Basic Concepts 
and Accounting Principles Underlying Financial Statements of 
Business Enterprises,”  explicitly avoids using the term “ match
ing”  because it has a variety of meanings in the accounting 
literature. In  its broadest sense, matching refers to the entire 
process o f income determination — described in paragraph 
147 of APB Statement No. 4 [section 1026.11] as “ identifying, 
measuring, and relating revenue and expenses of an enterprise 
for an accounting period.”  Matching may also be used in a more 
lim ited sense to refer only to the process o f expense 
recognition or in an even more lim ited sense to refer to  the
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recognition o f expenses by associating costs w ith  revenue on 
a cause and effect basis.

.28 The Board reviewed items that were reported as prior 
period adjustments in recent years. The results o f that review 
are summarized in Appendix B. Based on that review, the 
Board concluded tha t the items that were reported as prior 
period adjustments were not suffic iently d ifferent from  other 
items that were included in the determination o f net income 
in the current period to  jus tify  the ir exclusion.

Relationship to Subsequent Pronouncements

.29 A P B  Opinion No. 9 [section 2010] was issued in December 
1966. Since then, other APB Opinions and FASB Statements have 
changed the standards o f accounting fo r some items related 
to  p rio r periods. The follow ing paragraphs refer to certain o f 
those changes and their relationship to  p rio r period 
adjustments.

.30 Paragraph 23 o f A P B  O p in io n  N o. 9 includes “ material, 
nonrecurring adjustments or settlements o f income taxes”  as 
an example o f items that would meet the criteria fo r prior 
period adjustments. Paragraph 24 o f Opinion No. 9 states 
that “ relatively immaterial adjustments o f provisions fo r 
liabilities (including income taxes) made in prio r periods 
should be considered recurring items to  be reflected in 
operations of the current period.”  A P B  Opinion No. 11 [section 
4091], issued in December 1967, requires the use of comprehensive 
allocation in accounting fo r income taxes. Prior to  the issuance 
o f that Opinion, some enterprises applied partial allocation, a 
method that did no t require taxes to  be allocated fo r certain 
tim ing differences. Many settlements o f income taxes involve 
tim ing differences. With the use o f comprehensive allocation, 
tax settlements relating to  tim ing differences normally do not 
affect income; thus, A P B  Opinion No. 11 [section 4091] probably 
has reduced the income effect of some settlements of income tax 
and accordingly the number of settlements that would be accounted 
fo r as p rio r period adjustments.

.31 Paragraph 45 of A P B  Opinion No. 11 [section 4091.44] re
quires that the benefits of prior year tax loss carryforwards not 
recognized in the year of the loss be recognized as an extraordinary 
item in the year in which the benefits are realized. Previously, 
Chapter 10B, “ Income Taxes,”  o f A R B  N o. 43  provided that 
“ . . . where i t  is believed that misleading inferences would be
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drawn from  such inclusion, the tax reduction should be 
credited to surplus.” Thus, APB Opinion No. 11 [section 4091] 
requires that an item that is related to specific prior periods be 
included in the determination of current income.

.32 Paragraph 50 of APB Opinion No. 11 [section 4091.49] re
quires that realized tax benefits of loss carryforwards arising prior 
to a "quasi-reorganization”  be added to contributed capital if  
not recognized prior to the “ quasi-reorganization.”  Thus, APB 
Opinion No. 11 [section 4091] requires inclusion of an item that 
relates to specific prior periods as an addition to contributed capital 
in the current period. (See paragraph .34.)

.33 Paragraphs 79-83 of APB Opinion No. 16 [section 1091.79- 

.83] require that adjustments resulting from resolution of certain 
contingencies be accounted fo r as adjustments o f the cost o f 
the acquired enterprise. The required accounting is 
prospective rather than retroactive. Thus, APB Opinion No. 
16 (section 1091] requires that resolution of certain contingencies 
relating to specific prior periods be reported as an adjustment of the 
purchase price of assets in the current period. (See paragraph 
.34.)

.34 APB Opinion No. 19 [section 2021], “ Reporting Changes in 
Financial Position,”  established the statement of changes in financial 
position as a new basic financial statement. This statement 
purports to present all changes in financial position that 
occur during the period. The interaction of Opinion No. 19 [sec
tion 2021], APB Opinion No. 9 [section 2010], and other APB 
Opinions results in the following anomalies:

a) Realized tax benefits o f loss carryforwards arising p rio r to 
a “ quasi-reorganization”  are considered related to  prior 
operations and are added to  contributed capital, but are 
reported as changes in  financial position in the current 
period (see paragraph .32); whereas settlements o f income 
taxes, when they meet the criteria o f paragraph 23 o f 
APB Opinion No. 9, are reported as changes in financial 
position in the p rio r period.

b) Adjustments arising from  resolution o f certain
pre-acquisition contingencies o f acquired subsidiaries, 
considered unrelated to current operations and thus 
reported as adjustments to  the cost o f the acquired 
enterprise, are reported as changes in  financial position in 
the current period (see paragraph .33); whereas
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adjustments o f contingencies that meet the criteria o f 
paragraph 23 o f APB Opinion No. 9 are reported as 
changes in financial position in  the p rio r period.

The Board concluded that all items o f p ro fit and loss 
recognized in a period, w ith  the lim ited exceptions indicated 
in paragraphs .11 and .13-.15 and explained in paragraphs 
.41-.46, shall be included in the determination of net income 
and accordingly shall be reported as changes in financial 
position in  that reporting period.

.35 Paragraph 31 of APB Opinion No. 20 [section 1051.31] re
quires that the effect of changes in accounting estimates be accounted 
for in the current period, or the current and future periods i f  the 
change affects both. Restatement o f amounts reported in 
p rio r periods and reporting o f pro forma amounts fo r p rio r 
periods are prohibited. However, the Opinion includes a 
footnote that states:

Financial statements o f a p rio r period should not be 
restated fo r a change in estimate resulting from  later 
resolution o f an uncertainty which may have caused the 
auditor to qualify his opinion on previous financial 
statements unless the change meets all the conditions fo r a 
prior period adjustment (paragraph 23 o f APB Opinion 
No. 9).

Thus, Opinion No. 20 [section 1051] requires that most items re
lated to prior periods be included in the determination of current 
net income without disclosure of the pro forma effect of those
items on p rio r periods but continues the requirements o f 
paragraph 23 o f APB Opinion No. 9 that a few similar items 
be reported as p rio r period adjustments.

.36 In  addition to establishing criteria for prior period adjust
ments, which were expected to be rare, APB Opinion No. 9 
[section 2010] also established criteria for “ extraordinary items,”  
which were to be reported separately in net income of the current 
period. APB Opinion No. 20 [section 2012], “ Reporting the Re
sults of Operations,”  issued in June 1973, established new criteria 
for extraordinary items, including a change of “ would not be expect
ed to recur frequently”  in APB Opinion No. 9 [section 2010] to 
“ not reasonably expected to recur in the foreseeable future”  in APB 
Opinion No. 30 [section 2012]. Although APB Opinion No. 20 
[section 2012] did not address prior period adjustments, it signifi
cantly restricted the eligibility for classification as an extraordinary 
item. Under Opinion No. 9 [section 2010] the statement that
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prior period adjustments would be nonrecurring adjustments was 
often interpreted in practice to mean adjustments that would not 
be expected to recur frequently, but in the current accounting 
environment, including A P B  Opinion No. 30 [section 2012], non
recurring  would be defined as “ not reasonably expected to recur in 
the foreseeable future.”

.37 Paragraph 8 of F A S B  Statement No. 5 [section 4311.08], 
issued in March 1975, establishes two conditions for accrual of an 
estimated loss from a loss contingency and prohibits accrual before 
those conditions are met. The Board did not reexamine the 
concept o f p rio r period adjustments at that time. 
Consideration in this Statement o f the kinds o f items, i f  any, 
to  be accounted fo r as p rio r period adjustments led to the 
following questions: I f  pursuant to F A S B  Statement No. 5 [section 
4311] a loss cannot be accrued in the period when it is probable that 
an asset had been impaired or a lia b ility  had been incurred 
because the amount o f loss cannot be reasonably estimated, 
should the loss be charged retroactively to that period when 
i t  can be reasonably estimated in a subsequent period? Does 
the loss accrue to  the earlier period, when i t  was probable 
tha t an asset had been impaired or a liab ility  had been 
incurred, or to the later period, when the amount o f loss can 
be reasonably estimated? The Board believes that the 
requirement under A P B  Opinion No. 9 [section 2010] that certain 
losses, when they can be reasonably estimated in a later period, be 
charged retroactively to  an earlier period is inconsistent w ith 
the intent of F A S B  Statement No. 5 [section 4311] in prohibiting 
accrual of an estimated loss when the amount of loss cannot be 
reasonably estimated, even though it  is probable tha t an asset 
has been impaired or a lia b ility  has been incurred. The Board 
concluded that all estimated losses fo r loss contingencies 
should be charged to income rather than charging some to 
income and others to retained earnings as p rio r period 
adjustments.

Consideration of Specific Types of Adjustments

.38 A  number o f respondents questioned the appropriateness 
o f a rate-regulated u t i l i ty ’s reporting refunds in the period in 
which the refunds are ordered i f  the refunded amounts were 
originally collected subject to  refund. Upon request, several 
o f those respondents furnished additional data that further 
explained the effect o f those refunds. The Board is aware 
tha t there are differing views about the reporting o f both the 
contingently refundable revenue when i t  is billed and the
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subsequent refunds. Determining the reporting tha t would be 
appropriate fo r the contingently refundable revenue when i t  
is billed is outside the scope o f this Statement. Except fo r the 
possible effect o f the rate-making process, the Board does not 
believe that the reporting o f any adjustment at the time that a 
subsequent refund is determined is suffic iently d ifferent from  
the reporting o f other adjustments that result from  previous 
uncertainties to  ju s tify  special treatment in this Statement. 
However, the Board did no t consider whether the effect 
o f the rate-making process m ight perm it or require special 
treatment fo r those refunds. (See also paragraphs .46, con
cerning adjustments related to  p rio r interim  periods o f the 
current fiscal year, and .55, concerning the Addendum to 
APB Opinion No. 2 [section 6011].)

.39 A  number o f respondents recommended that this 
Statement be modified to  provide that specific types o f 
adjustments, such as renegotiation, continue to  be reported 
as p rio r period adjustments. The Board rejected this recom
mendation because none o f the items cited is sufficiently 
d ifferent from  other adjustments tha t are included in  the 
determination o f net income o f the current period to  jus tify  
special treatment. (However, see paragraph .46 concerning 
adjustments related to  p rio r in terim  periods o f the current 
fiscal year.)

Prior Period Adjustments That Are Not Affected by This Statement

.40 The Board reviewed other kinds o f items reported as 
p rio r period adjustments, described in  paragraphs .41-.45. In 
each case, the Board concluded that the accounting fo r these 
items should not be modified at this time.

Correction of an error

.41 Paragraph 13 of APB Opinion No. 20 [section 1051.13] states:

Errors in financial statements result from  mathematical 
mistakes, mistakes in the application o f accounting 
principles, or oversight or misuse o f facts that existed at the 
time the financial statements were prepared. In contrast, a 
change in accounting estimate results from  new inform ation 
or subsequent developments and accordingly from  better 
insight o r improved judgment. Thus, an error is 
distinguishable from  a change in estimate. A  change from  
an accounting principle that is no t generally accepted to 
one that is generally accepted is a correction o f an error fo r 
purposes o f applying this Opinion.
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A major distinguishing feature of a correction of an error is 
that the financial statements of the affected prior period, 
when originally issued, should have reflected the adjustment. 
In contrast, a prior period adjustment that meets the criteria 
of paragraph 23 of A P B  O p in io n  N o. 9 could not have been 
determined when the financial statements were originally 
issued. The Board concluded that a correction of an error, as 
defined above, should continue to be reflected by restating 
the financial statements of the affected prior period.

.42 Some respondents contended that the distinction between 
a correction of an error and a change in estimate is too vague 
to be a basis for different accounting. The Board noted that 
A P B  Opinion No. 20 [section 1051] used that same distinction 
as the basis for different accounting for corrections of errors 
and changes in estimates that did not meet the criteria of Opin
ion No. 9 [section 2010] for prior period adjustments. No problems 
of application resulting from that requirement of Opinion No. 20 
[section 1051] have been brought to the Board’s attention.

.43 Several respondents stated that an exception to permit 
the reporting of corrections of errors as prior period 
adjustments is not justified. The Board concluded that the 
normal procedures of revising and reissuing financial 
statements promptly when an error is discovered or otherwise 
advising users that the financial statements contain erroneous 
data appear to satisfy the interests of financial statement 
users. Those procedures also permit enterprises to disclose 
the inaccuracies on as timely a basis as is practicable in the 
circumstances.

Income tax benefits of pre-acquisition operating loss 
carryforwards of purchased subsidiaries

.44 Paragraph 88 of A P B  Opinion No. 16 [section 1091.88] states 
that “ an acquiring corporation should reduce the acquired goodwill 
retroactively fo r the realized tax benefits o f loss 
carry-forwards o f an acquired company no t previously 
recorded by the acquiring corporation.”  The corresponding 
reduction in  the amount o f goodwill amortization in prior 
years is reported as a p rio r period adjustment as described in 
paragraph 49 of A P B  Opinion No. 11 [section 4091.48]. The 
FASB presently has on its technical agenda a project entitled “ Ac
counting for Business Combinations and Purchased Intangibles” 
that includes a reconsideration of A P B  Opinion No. 16 [section 
1091]. The Board believes that because it is reconsidering A P B

AC § 2014.42 Copyright ©  1977, American Institute of Certified Public Accountants, Inc.



Prior Period Adjustments 8049-21

Opinion No. 16 [section 1091] the requirements of that Opinion 
should continue in effect so as to maintain the status quo during 
the Board’s reconsideration.

.45 Some respondents recommended that the acquired good
w ill be reduced in the current year fo r the realized tax bene
fits o f loss carryforwards o f an acquired company not pre
viously recorded by the acquiring corporation. The adjustment 
would thus in effect be amortized only prospectively rather 
than both retroactively, as a p rio r period adjustment, and pro
spectively. Accounting fo r realized tax benefits o f loss carry
forwards o f an acquired company is addressed as Problem 2 
o f Technical Issue Two at paragraphs 512 - 520 o f the August 
19, 1976 FASB Discussion Memorandum, “ Accounting fo r 
Business Combinations and Purchased Intangibles.”  As 
indicated in paragraph .44 above, the Board believes that the 
status quo should be maintained on that project during the 
Board’s deliberations.

Adjustments Related to Prior Interim Periods of the Current Fiscal Year

.46 A  number o f respondents to  the Exposure D raft and to  
the October 7, 1976 Exposure D raft on “ Accounting fo r 
Income Taxes in Interim  Periods”  recommended that this 
Statement be applied to  annual financial statements only, 
rather than to  annual and interim  financial statements. Several 
o f those respondents noted tha t the APB concluded in para
graph 9 of APB Opinion No. 28 [section 2071.09] that “ the useful
ness of such [interim financial] information rests on the relation
ship that it  has to the annual results of operations.”  In  those 
respondents’ view, restatement of interim periods is necessary to 
make interim  data relate in a meaningful way to  anticipated 
annual results. Several other o f those respondents observed 
that the Board has on its technical agenda a project entitled 
“ Interim  Financial Reporting”  that includes a reconsideration 
of APB Opinion No. 28 [section 2071] and contended that, because 
Opinion No. 28 [section 2071] was issued when the criteria of Opin
ion No. 9 [section 2010] for prior period adjustments were in effect, 
the Board should not change interim reporting during its reconsid
eration of Opinion No. 28 [section 2071] by proscribing adjustments 
to prior interim periods. While not necessarily agreeing with these 
arguments, the Board decided to continue the practice of interim 
period restatements in the current fiscal year on a limited basis for 
the present. To avoid the interpretation problems that have resulted 
from the criteria of paragraph 23 of Opinion No. 9, the Board
(a) lim ited such restatements to  the specific examples cited in
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paragraph 23 o f Opinion No. 9, (b) required that the adjust
ments meet the defin ition o f m ateriality fo r extraordinary 
items (paragraph 24 of A P B  Opinion No. 30 [section 2012.24]), 
and (c) required that the adjustments meet the two criteria of 
paragraph 23 of Opinion No. 9 that have not created interpretation 
problems in the past. The Board believes that application of the 
criteria in paragraph .13 will substantially continue existing prac
tice for interim periods of the current fiscal year. Some Board 
members believe that this exception is inconsistent w ith some 
of the other conclusions of this Statement; however, they are 
w illing to accept the provisions of paragraphs .13-.15 during 
the Board’s consideration o f its project on interim  financial 
reporting.

Accounting changes

.47 Paragraph 25 o f A P B  O p in io n  N o . 9 addressed the 
subject o f accounting changes as follows:

A  change in the application o f accounting principles may 
create a situation in which retroactive application is 
appropriate. In  such situations these changes should receive 
the same treatment as that fo r  p r io r period adjustments. 
[Emphasis added]

While distinguishing a retroactive accounting change from  the 
p rio r period adjustments covered by paragraph 23 o f that 
Opinion, the APB did prescribe the same accounting 
treatment fo r both.

.48 Accounting changes (but not p rio r period adjustments 
covered by paragraph 23 o f A P B  O p in io n  N o. 9) were 
subsequently dealt w ith in A P B  Opinion No. 20 [section 1051]. 
Paragraph 5 of Opinion No. 20 [section 1051.05] states:

Paragraph 25 o f APB Opinion No. 9 is superseded. 
Although the conclusion o f that paragraph is no t m odified, 
this Opinion deals more completely w ith  accounting 
changes.

.49 The Board believes that retroactive accounting changes, 
whether specified in transition requirements o f FASB 
Statements and Interpretations and APB Opinions or in the 
requirements of APB Opinion No. 20 [section 1051], differ sig
nificantly in nature from the prior period adjustments covered by 
paragraph 23 o f A P B  O p in io n  N o. 9, as described in the 
fo llow ing paragraph. For that reason, the Board concluded 
that i t  should not, in this standard, reexamine existing 
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requirements fo r retroactive accounting changes or proscribe 
the use o f retroactive accounting changes in future 
Statements or Interpretations.

.50 Requirements fo r restatements o f p rior periods to reflect 
changes in accounting principles address categories o f 
transactions that are usually recurring and pervasive. Those 
restatements provide useful inform ation fo r purposes o f 
comparing financial data fo r periods after in itia l application 
o f the accounting principles w ith  data presented fo r earlier 
periods. In contrast, the criteria o f paragraph 23 o f AP B  
O p in io n  N o. 9 address isolated adjustments that are stated to 
be “ rare in modern financial accounting.”  The purpose o f 
restatement o f p rio r periods fo r nonrecurring items cannot be 
to  make the affected p rio r period comparable to subsequent 
periods because comparability cannot be accomplished by 
shifting nonrecurring items am ong periods. Instead, the 
purpose is to exclude material items d irectly related to  prior 
periods from the determination o f net income in the current 
period to  avoid impairing the significance o f net income o f 
the current period (see paragraphs 1 0 - 1 2  o f A P B  O p in ion  
No. 9 [section 2010.09-.11]). As previously stated, the Board 
concluded that purpose is not accomplished by paragraph 23 of 
A P B  Opinion No. 9 (see paragraph .25 above).

.51 Paragraph 52 of A P B  Opinion No. 16 [section 1091.52] 
states that a change in accounting method of one of the combin
ing enterprises in a pooling of interests that is made to conform 
the accounting methods o f the combining enterprises shall be 
applied retroactively. Like the item discussed in paragraph 
.44, this provision w ill be reconsidered as a part o f the current 
FASB technical agenda project entitled “ Accounting fo r 
Business Combinations and Purchased Intangibles,”  and the 
Board believes the status quo should be maintained in  the 
meantime.

Income Statement Classification

.52 Some respondents noted that most adjustments that would 
have been reported as prior period adjustments prior to the 
issuance of this Statement w ill not meet the criteria of A P B  
Opinion No. 30 [section 2012] for classification as extraordinary 
items. Some of those respondents recommended that this State
ment require adjustments to be classified in the future as 
extraordinary items i f  they meet the present criteria o f 
paragraph 23 o f A P B  O p in io n  N o. 9. Others contended that
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inclusion o f such adjustments in income from continuing 
operations would obscure current income from ongoing 
operations. Considerations o f income statement classification 
under Opinion No. 30 [section 2012] are not different for items 
previously classified as prior period adjustments and for other 
changes in estimates. The Board concluded that income state
ment classification is too pervasive to be dealt with in this project 
and that i t  probably should be considered in some phase o f 
the FASB agenda project entitled “ Conceptual Framework fo r 
Financial Accounting and Reporting.”

.53 A  number o f respondents observed that the “ average”  
investor relies prim arily on earnings per share data or earnings 
summaries in  the financial press and thus m ight be misled by 
the inclusion o f adjustments that are related to  prior periods 
in income from  continuing operations in  the current period. 
The effect o f random, irregular, or unpredictable events may 
make periodic earnings per share data unrepresentative o f an 
enterprise’s earning activities during that period. For example, 
completed contract accounting fo r long-term contracts may 
result in  an enterprises’s reporting activities o f one period in a 
subsequent period. However, the Board does not believe that 
investors are served by excluding the effects o f such events 
from  reported earnings. Disclosure o f the effects o f such 
events is required by certain APB Opinions and FASB State
ments. Thus, reliance on a single earnings per share amount 
or a summary in  the financial press may not be a sound basis 
fo r investment decisions.

.54 Some respondents to  the Exposure D raft contended that 
this Statement substitutes a narrow rule fo r managements’ 
and auditors’ judgments. The Board agrees that judgment is 
necessary in financial reporting but does not believe that 
judgment should result in special treatment fo r some items o f 
p ro fit and loss recognized during a period but not fo r other 
similar items unless special treatment is justified by different 
circumstances. On the other hand, management’s judgment 
may indicate that disclosure should be furnished to  allow a 
user to  properly evaluate the enterprise’s earnings. For 
example, APB Opinion No. 30 [section 2012] requires disclosure 
of the effect of “ unusual”  or “ infrequently occurring”  items. Sim
ilar disclosure for items that are not “ unusual”  or “ infrequently 
occurring,”  as defined in  tha t Opinion, may also be appro
priate i f  management feels tha t such disclosure is needed.
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Addendum to APB Opinion No. 2 [section 6 0 1 1 ]

.55 A number of respondents requested that the FASB clarify 
how the Addendum to APB Opinion No. 2 [section 6011] applies 
to prior period adjustments. The Board is aware that differing 
applications o f the Addendum exist in  practice and has not 
addressed that issue.

Effective Date and Transition

.56 Some respondents recommended that me Statement not 
apply to  certain categories o f preexisting contingencies.
Those respondents suggested a variety o f criteria fo r 
determining the preexisting contingencies to be exempted, 
including p rio r disclosure o f the contingency, prio r partial 
settlements o f the same or o f a related matter that were 
reported as p rio r period adjustments, and qualifications o f 
auditors’ earlier reports w ith  respect to the contingency. The 
Board concluded that there was no equitable basis fo r ex
empting certain preexisting contingencies and not others.

.57 The Exposure D raft proposed that the Statement be 
applied to  fiscal years beginning on or after December 15,
1976. Several respondents recommended earlier application 
to  avoid an interim  period o f confusion. Several others 
recommended a delay in the effective date because 
management may have disclosed in good faith that an 
anticipated adjustment would be reported as a p rio r period 
adjustment and m ight as a result be charged w ith  having 
misled investors i f  the adjustment is reported in income o f 
the current period. Following further consideration the 
Board concluded that i t  was appropriate to m odify the 
effective date o f this Statement to fiscal years beginning after 
October 1 5 ,  1977.

Applicability to Interim Periods

.58 Some respondents questioned whether this Statement was 
intended to apply to interim as well as annual financial state
ments. As a result the Board added footnote 1 to paragraph .10.
In  addition, as explained in paragraph .46, paragraphs .13-.15 
were added.

Disclosure

.59 Some respondents recommended that this Statement specify 
the disclosures that should be made for an adjustment that would 
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previously have been reported as a prior period adjustment under 
the criteria of APB Opinion No. 9 [section 2010]. The Board 
concluded that existing disclosure requirements that have been 
applied to other similar items included in the determination of 
current net income also apply to items that would previously 
have been reported as prior period adjustments. For example, 
APB Opinion No. 30 [section 2012] specifies the disclosure re
quirements for “ unusual items,”  “ infrequently occurring items,”  
and “ extraordinary items” ; APB Opinion No. 28 [section 2071] 
specifies the disclosure requirements for various categories of 
adjustments in interim financial reports; and other pronounce
ments specify disclosures that apply to certain types of items.

AC § 2014.59 Copyright © 1977, American Institute of Certified Public Accountants, Inc.
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Appendix B

SU M M ARY  OF FASB STAFF RESEARCH  

Other Studies Available

.60 a  recent survey o f the annual reports o f 600 industrial 
and commercial corporations contained the follow ing 
summary o f adjustments to  the opening balances o f retained 
earnings during the four fiscal years o f those enterprises ended 
not later than February 2 ,  1975 :12

Reasons fo r adjustment 1974 1973 ____ 1972 1971

Poolings o f interests 30 56 67 69

Research and development 
expenditures charged to
operations 23 — — —

Litigation or income tax
settlements 12 29 26 15

Other 18 36 89 87

Total adjustments 83 121 182 171

Investigation revealed that the “ other”  category consisted 
principally o f accounting changes (adopting tax allocation, 
adopting recommendations o f AICPA Industry A ud it Guides 
that required retroactive application, etc.) and changes in the 
reporting entity. The items categorized as “ litigation or in 
come tax settlements”  were prio r period adjustments made 
pursuant to  the criteria o f paragraph 23 o f APB Opinion No.
9. Since the adjustments represented by this caption were few 
in number, the broader study described in the fo llow ing para
graphs was undertaken. The adjustments in the above table 
that were determined to  have been made pursuant to  para
graph 23 o f APB Opinion No. 9 were used as a control to  
ensure that the selection procedures were adequate to  locate 
substantially all o f such adjustments made by enterprises in 
cluded in the study.

12 American Institu te o f Certified Public Accountants, Accounting  
Trends & Techniques — 1975, 29th ed. (New York: AICPA, 1975), 
p. 363.
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Methodology

•61 The research by the FASB staff utilized the National 
Automated Accounting Research System (NAARS). 13 
NAARS includes a file o f annual reports o f publicly held 
enterprises. Enterprises reporting or referring to  prior period 
adjustments in either the footnotes or the retained earnings 
statement were identified. The control group referred to in 
paragraph .60 was used to  provide assurance that no substantial 
number o f items was omitted. Complete re liab ility  o f the 
results o f such a search could not be assured because o f the 
variety o f ways that enterprises disclose such adjustments. 
Adjustments were located in approximately 1,200 reports and 
those adjustments were reviewed in detail, and the adjustments 
made pursuant to  paragraph 23 o f APB Opinion No. 9 were 
identified. I f  i t  was unclear whether the adjustment belonged 
in this category, i t  was included, except that in a few instances 
where there was virtua lly  no disclosure o f the nature or c ir
cumstances o f the adjustment, the adjustment was excluded 
from  the study because no meaningful conclusions could be 
derived. Subsidiary companies tha t reported the same prio r 
period adjustment reported in consolidated statements were 
excluded to avoid duplication. A t the time the research was 
conducted, the NAARS system included:

Total reports Approximate
Year* including subsidiaries tota l enterprises
1973 3,617 3,350
1974 3,150 2,800
1975 650 600
Total 7,417 6,750

*The NAARS system classifies fiscal year-ends from  July 
through June as a “ year”  (e.g., 1974 includes fiscal years 
ended July 1974 through June 1975).

The detail summaries fo llow ing are lim ited to 1974 and 1973; 
1975 was reviewed to determine whether significant trends 
were apparent (none were noted) but the file  was considered 
not suffic iently complete to  jus tify  any further conclusions. 
In addition, later 1975 results, i f  available, would probably 
have reflected the effect o f the recent SEC staff interpreta
tions.

Overall Results

.62 The fo llow ing table compares 1974 and 1973 identified 
p rio r period adjustments:  

13 NAARS is a computer-assisted accounting retrieval system developed 
by the American Institu te  o f Certified Public Accountants in conjunc
tion with Mead Data Central, Inc.
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1974 1973

Category

Number of 
enterprises 
reporting 

adjust
ments

Per
centage

of
enterprises

Number o f 
enterprises 
reporting 

adjust
ments

Per
centage

of
enterprises

Income taxes 30 1.1% 53 1.6%

Litigation and similar 
claims 37 1.3% 37 1.1%

U tility  rate and similar 
matters 13 0.5% 13 0.4%

Renegotiation — 0.0% 6 0.2%

Economic Stabilization 1 0.0% 2 0.1%

Other — 0.0% 5 0.1%

Total* 81 116

Total enterprises* 79 2.8% 112 3.3%

* Individual categories add to more than the total enterprises shown be
cause some enterprises reported prior period adjustments in more than 
one category.
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.63 The fo llow ing table compares the relative size o f the 
identified adjustments reported fo r 1974 and 1973:

Range o f prior 
period adjustment 

as a percentage
o f net income Number o f enterprises reporting
or loss in the adjustments in the range

year reported Litigation U tility  rate
Income and similar and similar A ll

Over But not over taxes claims matters other

0% 5% 13 18 7 4

5% 10% 29 7 6 3

10% 20% 17 17 6 3

20% 50% 16 19 4 1

50% 100% 5 8 — —

100% 2 5 2 3

Not determinable 1 — 1 —

Total 83 74 26 14
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.64 Investigation o f the adjustments relating to income taxes 
and litigation disclosed the follow ing circumstances:

Apparent circumstances o f Adjustments relating to 
the adjustment, based on Income Litigation and 

financial statement disclosures taxes similar claims

Negotiated settlements 56 45*

Adjudicated settlements 5 14

Combination o f negotiated 
and adjudicated settlements — 5

Not settled at the date the 
financial statements were 
issued 8. 7

Negotiated by outside parties 
w ithou t participation by the 
enterprise — 1

Change in estimate, w ith  no other 
party involved 5 —

Not determinable 9 2

Total 83 74

*17 required court approval.

Other Findings

.65 Paragraphs .66-.70 describe other findings of the survey.

Changes in accounting estimates

.66 APB Opinion No. 20 [section 1051] prohibits restatement of 
amounts reported in prior periods as a result of changes in ac
counting estimates except for adjustments that meet all of the 
criteria of paragraph 23 of APB Opinion No. 9 (see paragraph .35).
Twenty o f the 197 identified 1974 and 1973 p rio r period 
adjustments were changes in previously recorded accounting 
estimates. These consisted o f seven reversals o f income tax 
accruals, six adjustments o f p rio r year provisions fo r loss on 
disposal o f discontinued operations, and seven adjustments o f 
p rio r year provisions fo r other litiga tion  and similar claims.
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Frequency of occurrence

.67 Paragraph 23 o f APB Opinion No. 9 stated that prior 
period adjustments would be “ nonrecurring.”  Paragraph 24 
o f Opinion No. 9 stated that “ treatment as prior period ad
justments should not be applied to the normal, recurring 
corrections. . . . ”  The term “ nonrecurring”  is discussed in 
paragraph .36 above. Many o f the identified prior period ad
justments appeared to  be o f a nature tha t would be reasonably 
expected to  recur in the foreseeable future in the enterprise’s 
operating environment. Nine enterprises reported similar or 
related p rio r period adjustments in both 1974 and 1973.

Application of criterion (a)

.68 Criterion (a) o f paragraph 23 o f APB Opinion No. 9 re
quires that an item “ can be specifically identified w ith  and 
directly related to  the business activities o f particular p rio r 
periods.”  Most o f the identified p rio r period adjustments fo r 
settlements o f litiga tion  were charged to  the period in which 
the underlying event that gave rise to  the litigation occurred.
Some, however, were charged or credited to  a prior period 
subsequent to  the underlying event, including (a) the period 
the litigation was in itiated, (b) the period o f a p rio r crim inal 
conviction fo r the alleged acts, or (c) the period that an amount 
was accrued in excess o f the eventual cost o f the settlement.

Utility rate and similar matters

.69 U tility  rate making processes sometimes allow rates to 
customers to  be increased on a provisional basis prior to the 
regulatory commission’s final action on a requested rate in 
crease. I f  a portion o f the requested increase is subsequently 
disallowed, the u til ity  is required to  refund the disallowed 
portion. O f the 26 identified adjustments relating to  u ti lity  
rate and similar matters, 14 relate to  this process.

Income taxes

.70 Identified adjustments fo r income tax matters included 
12 settlements fo r which the underlying basis o f the settle
ment was recorded (e.g., retroactive adjustment o f depreci
ation to reflect longer useful lives). These may have been 
corrections o f errors. As explained in paragraph .61, these 
adjustments were included because i t  was unclear whether 
the adjustments were made pursuant to  paragraph 23 o f APB 
Opinion No. 9.
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Appendix C

EXCERPTS FROM SEC STAFF ACCOUNTING BULLETIN NO. 8

.71 On June 4, 1976 the SEC published Staff Accounting 
Bulletin No. 8. This Bulletin included a statement o f the SEC 
sta ff’s interpretation and application o f the criteria o f APB 
Opinion No. 9 [section 2010] for prior period adjustments.

72 Staff Accounting Bulletins contain the follow ing state
ment concerning their authoritative status:

The statements in the Bulletin are not rules or interpreta
tions o f the Commission nor are they published as bearing 
the Commission’s o ffic ia l approval; they represent interpreta
tions and practices followed by the Division [o f Corpora
tion  Finance] and the Chief Accountant in administering the 
disclosure requirements o f the federal securities laws.

.73 Staff Accounting Bulletin No. 8 included the follow ing:

H. Prior Period Adjustments 

Facts:

Accounting Principles Board Opinion No. 9, paragraph 23, 
lim its  treatment as a prior period adjustment “ to  those 
material adjustments which (a) can be specifically identified 
w ith  and d irectly related to  the business activities o f pa rti
cular prior periods, and (b )  are not attributable to economic 
events occurring subsequent to  the date o f the financial 
statements fo r the prior period, and (c) depend prim arily 
on determinations by persons other than management and 
(d) were not susceptible o f reasonable estimation prio r to  
such determ ination.”

I t  is not uncommon fo r parties to  litiga tion  to  reach settle
ment o f the matter at issue in an out-of-court settlement.

Question:

Do out-of-court settlements meet the criteria fo r prior 
period adjustments?

Interpretive Response:

The s ta ff has been extremely reluctant to  perm it registrants 
to charge items to  retained earnings as p rio r period adjust
ments in the light o f the clear in tent expressed in APB 9 to 
lim it such charges severely. That opinion effectively adopted 
an all-inclusive approach to the measurement o f periodic
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income. While such an approach may not result in the best 
matching o f costs and revenues, i t  does provide assurance 
that all items w ill at some time be accounted fo r as elements 
o f income and it  prevents the abuses which were noted 
prior to  the adoption o f APB 9 whereby adverse circum 
stances could be at least partia lly  obscured through the 
vehicle o f a direct charge to  retained earnings. I f  unusual 
items and items related to matters arising in p rio r years are 
properly isolated and described in the income statement, 
we believe that investors w ill be able to interpret results in 
an intelligent fashion. Were the Financial Accounting 
Standards Board to revise the basic accounting philosophy 
o f the all-inclusive income statement, the staff would, o f 
course, review its position in the ligh t o f that revision.

In the meantime, however, the staff intends to  con tinue to 
apply the four restrictive tests set fo rth  in paragraph 23 o f 
Accounting Principles Board Opinion No. 9 stric tly . In  this 
connection, the issue which has arisen most frequently is 
the treatment o f litiga tion  settlements. I t  is the s ta ff’s view 
that when litiga tion  is settled, the management must make 
a number o f significant judgments and, hence, the test that 
the amounts must “ depend prim arily on determinations by 
persons other than management”  (criterion (c) above) has 
not been met. In  addition, in a business world increasingly 
characterized by litigation to  an extent far in excess o f that 
when Accounting Principles Board Opinion No. 9 was 
adopted (1966), i t  seems that litiga tion  is inevitably an 
“ economic event”  and that settlements would constitute 
“ economic events”  o f the period in which they occur. 
Accordingly, i t  would seem that charges or credits relating 
to  settlements would also not meet the second test (criterion
(b) above) set fo rth  in paragraph 23 o f Opinion 9 that they 
not be “ attributable to economic events occurring sub
sequent to  the date o f the financial statements fo r the prior 
period.”
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AC Section 2021
Reporting Changes 
in Financial Position
[Source: APB Opinion No. 19, as amended.]

Effective fo r fiscal periods 
ending a fte r September 
30, 1971 unless otherwise 
indicated

In view o f the broadened concept o f the Funds Statement 
adopted in this section, the Board has recommended that 
the title  o f the statement be changed to "Statem ent o f 
Changes in Financial Position.”

INTRODUCTION

.01 In  1963 the Accounting Principles Board issued 
Opinion No. 3, The Statement o f Source and Application of 
Funds. Support of that Opinion by the principal stock ex
changes and its acceptance by the business community have 
resulted in  a significant increase in  the number of companies 
that present a statement of sources and uses of funds (funds 
statement) in  annual financial reports to shareholders. 
Several regulatory agencies have acted recently to require 
funds statements in  certain reports filed w ith  them.

.02 APB Opinion No. 3 encouraged but d id not require 
presentation of a funds statement. In  view of the present 
widespread recognition of the usefulness of information on 
sources and uses of funds, the Board has considered whether 
presentation of such a statement should be required to  com
plement the income statement and the balance sheet. APB 
Opinion No. 3 also offered considerable latitude as to form 
and content of funds statements, and practice has varied 
widely. The Board has therefore also considered establish
ing guides fo r presenting such statements.

.03 This section sets fo rth  the Board's  conclusions.

DISCUSSION

.04 The objectives of a funds statement are (1) to 
summarize the financing and investing activities of the 
entity, including the extent to which the enterprise has 
generated funds from operations during the period, and (2)
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to complete the disclosure of changes in  financial position 
during the period. The information shown in  a funds state
ment is useful to a variety of users of financial statements in  
making economic decisions regarding the enterprise.

.05 The funds statement is related to both the income 
statement and the balance sheet and provides information 
that can be obtained only partia lly, or at most in  piecemeal 
form, by interpreting them. An income statement together 
w ith  a statement of retained earnings reports results of op
erations but does not show other changes in financial posi
tion. Comparative balance sheets can significantly augment 
that information, but the objectives of the funds statement 
require that a ll such information be selected, classified, and 
summarized in  meaningful form. The funds statement can
not supplant either the income statement or the balance 
sheet but is intended to provide information that the other 
statements either do not provide or provide only indirectly 
about the flow of funds and changes in  financial position 
during the period.

.06 The concept of funds in  funds statements has 
varied somewhat in  practice, w ith  resulting variations in  
the nature of the statements. For example, funds is some
times interpreted to mean cash or its  equivalent, and the re
sulting funds statement is a summary of cash provided and 
used. Another interpretation of funds is that of working 
capital, i. e., current assets less current liabilities, and the 
resulting funds statement is a summary of working capital 
provided and used.1 However, a funds statement based on 
either the cash or the working capital concept of funds 
sometimes excludes certain financing and investing activ i
ties because they do not d irectly affect cash or working 
capital during the period. For example, issuing equity 
securities to acquire a building is both a financing and in
vesting transaction but does not affect either cash or work
ing capital. To meet all of its objectives, a funds statement 
should disclose separately the financing and investing as
pects of a ll significant transactions that affect financial

1 Examples o f different uses of the term funds are found in " Cash Flow”  
Analysis am the Funds Statement, by Perry Mason, Accounting Research 
Study No. 2, published by the American Institute of Certified Public 
Accountants in November 1961, pp. 51-56. This study contains numerous 
examples of other aspects of these statements. (Accounting research studies 
are not pronouncements of the Board or of the Institute but are published 
for the purpose of stimulating discussion on important accounting issues.)
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position during a period. These transactions include acqui
sition or disposal of property in  exchange fo r debt or 
equity securities and conversion of long-term debt or pre
ferred stock to common stock.

OPINION
Applicab ility

.07 The Board concludes that information concerning 
the financing and investing activities of a business enter
prise and the changes in its financial position fo r a period 
is essential fo r financial statement users, particularly own
ers and creditors, in  making economic decisions. When 
financial statements purporting to present both financial 
position (balance sheet) and results of operations (state
ment of income and retained earnings) are issued, a state
ment summarizing changes in financial position should also 
be presented as a basic financial statement fo r each period 
fo r which an income statement is presented.2 These conclu
sions apply to all profit-oriented business entities, whether 
or not the reporting entity normally classifies its assets and 
liab ilities as current and noncurrent.
Concept

.08 The Board also concludes that the statement sum
marizing changes in  financial position should be based on 
a broad concept embracing all changes in  financial position 
and that the title  of the statement should reflect this broad 
concept. The Board therefore recommends that the title  be 
Statement of Changes in  Financial Position (referred to be
low as “ the Statement” ). The Statement of each reporting 
entity should disclose all important aspects of its financing 
and investing activities regardless of whether cash or other 
elements of working capital are directly affected. For ex
ample, acquisitions of property by issuance of securities or 
in  exchange fo r other property, and conversions of long
term debt or preferred stock to common stock, should be 
appropriately reflected in  the Statement.
Format

.09 The Board recognizes the need for flex ib ility  in 
form, content, and terminology of the Statement to meet

2 The Board recognizes that a statement of changes in financial position 
w ill be omitted in some circumstances; for example, from financial statements 
restricted for internal use only (see A U  section 516.05-.06) and financial 
statements prepared for special purposes (see A U  section 621, volume 1, A IC PA  
P rofessional Standards).
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its  objectives in  differing circumstances. For example, a 
working capital format is not relevant to an entity that 
does not distinguish between current and noncurrent assets 
and liabilities. Each entity should adopt the presentation 
that is most informative in  its circumstances. The Board 
believes, however, that the guides set fo rth  in  the para
graphs that follow should be applied in  preparing and pre
senting the Statement.

.10 The ab ility  of an enterprise to provide working 
capital or cash from operations is an important factor in  
considering its financing and investing activities. Accord
ingly, the Statement should prominently disclose working 
capital or cash provided from or used in  operations fo r the 
period, and the Board believes that the disclosure is most 
informative i f  the effects of extraordinary items (see section 
2012, Reporting the Results of Operations) are reported 
separately from the effects of normal items. The Statement 
fo r the period should begin w ith  income or loss before 
extraordinary items, i f  any, and add back (or deduct) items 
recognized in determining that income or loss which did not 
use (or provide) working capital or cash during the period.
Items added and deducted in  accordance w ith  this pro
cedure are not sources or uses of working capital or cash, 
and the related captions should make th is clear, e. g., “ Add 
—Expenses not requiring outlay of working capital in  the 
current period.”  An acceptable alternative procedure, which 
gives the same result, is to begin w ith  tota l revenue that 
provided working capital or cash during the period and 
deduct operating costs and expenses that required the out
lay of working capital or cash during the period. In  either 
case the resulting amount of working capital or cash should 
be appropriately described, e. g., “ W orking capital pro
vided from [used in ] operations fo r the period, exclusive 
of extraordinary items.”  This tota l should be immediately 
followed by working capital or cash provided or used by 
income or loss from extraordinary items, i f  any; extraordi
nary income or loss should be sim ilarly adjusted fo r items 
recognized that did not provide or use working capital or 
cash during the period. [As amended, effective fo r events 
and transactions occurring after September 30, 1973 by 
APB Opinion No. 30.] (See section 2012.)
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Reporting Changes in  Financial Position 8055

.11 Provided that these guides are met, the Statement 
may take whatever form gives the most useful portrayal 
of the financing and investing activities and the changes in 
financial position of the reporting entity. The Statement 
may be in  balanced form or in  a form  expressing the changes 
in  financial position in  terms of cash, of cash and temporary 
investments combined, of a ll quick assets, or of working 
capital. The Statement should disclose all important 
changes in financial position fo r the period covered; ac
cordingly, types of transactions reported may vary sub
stantially in  relative importance from one period to another.3

Content

.12 Whether or not working capital flow is presented 
in  the Statement, net changes in each element of working 
capital (as customarily defined) should be appropriately 
disclosed fo r at least the current period, either in  the State
ment or in  a related tabulation.

a. I f  the format shows the flow of cash, changes in  
other elements of working capital (e. g., in  receiv
ables, inventories, and payables) constitute sources 
and uses of cash and should accordingly be disclosed 
in  appropriate detail in  the body of the Statement.

b. I f  the format shows the flow of working capital and 
two-year comparative balance sheets are presented, 
the changes in each element of working capital fo r 
the current period (but not fo r earlier periods) can 
be computed by the user of the statements. Never
theless, the Board believes that the objectives of 
the Statement usually require that the net change 
in  working capital be analyzed in  appropriate detail 
in  a tabulation accompanying the Statement, and 
accordingly this detail should be furnished.

.13 The effects of other financing and investing activ
ities should be individually disclosed. For example, both 
outlays fo r acquisitions and proceeds from retirements of 
property should be reported;4 both long-term borrowings

3 As stated in section 2051.23, Consolidated Financial Statements, in some
cases parent-company financial statements (including, in conformity w ith  
this section, a statement of changes in financial position) may be needed in 
addition to consolidated financial statements fo r adequate disclosure.

4 However, normal trade-ins to replace equipment should ordinarily be 
reported on a net basis.
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and repayments of long-term debt should be reported; and 
outlays fo r purchases5 of consolidated subsidiaries should 
be summarized in  the consolidated Statement by major 
categories of assets obtained and obligations assumed. 
Related items should be shown in  proxim ity when the 
result contributes to the c larity  of the Statement. Ind iv id 
ual immaterial items may be combined.

.14 In  addition to working capital or cash provided 
from operations (see paragraph .10) and changes in 
elements of working capital (see paragraph .12), the State
ment should clearly disclose:

a. Outlays fo r purchase of long-term assets (identify
ing, separately such items as investments, property, 
and intangibles).

b. Proceeds from sale (or working capital or cash pro
vided by sale) of long-term assets (identifying sep
arately such items as investments, property, and 
intangibles) not in  the normal course of business, 
less related expenses involving the current use of 
working capital or cash.

c. Conversion of long-term debt or preferred stock to 
common stock.

d. Issuance, assumption, redemption, and repayment of 
long-term debt.

e. Issuance, redemption, or purchase of capital stock 
fo r cash or for assets other than cash.

f. Dividends in  cash or in  kind or other distributions 
to shareholders (except stock dividends and stock 
split-ups as defined in section 5561—Stock D iv i
dends and Stock Split-Ups).

Terminology

.15 The amount of working capital or cash provided 
from operations is not a substitute fo r or an improvement 
upon properly determined net income as a measure of 
results of operations and the consequent effect on financial 
position. Terms referring to “ cash”  should not be used

5 When a business combination is accounted for as a pooling of interests, 
financial statements (including, in conform ity w ith  this section, statements 
of changes in financial position) of the separate companies should be 
restated on a combined basis for all periods presented. See section 1091.57, 
Business Combinations.
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to describe amounts provided from operations unless all 
non-cash items have been appropriately adjusted. The 
adjusted amount should be described accurately, in  con
fo rm ity  w ith  the nature of the adjustments, e. g., “ Cash 
provided from operations for the period”  or “ W orking 
capital provided from  operations fo r the period”  as appro
priate. The Board strongly recommends that isolated 
statistics of working capital or cash provided from  opera
tions, especially per-share amounts, not be presented in  
annual reports to shareholders. I f  any per-share data 
relating to flow of working capital or cash are presented, 
they should as a minimum include amounts fo r inflow from 
operations, inflow from other sources, and total outflow, 
and each per-share amount should be clearly identified 
w ith  the corresponding total amount shown in  the State
ment.

EFFECTIVE DATE

.16 This section shall be effective fo r fiscal periods end
ing after September 30, 1971. However, the Board encour
ages earlier application of the provisions of this section.

  T he  n e x t page is  8071.  
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AC Section 2031
Current Assets and 
Current Liabilities
[Source: ARB 43 , Chap. 3A, as amended.]

Issue date, unless 
otherwise indicated: 
June, 1953

.01 The working capital of a borrower has always 
been of prime interest to grantors of credit; and bond 
indentures, credit agreements, and preferred stock agree
ments commonly contain provisions restricting corporate 
actions which would effect a reduction or impairment of 
working capital. Many such contracts forego precise or 
uniform  definitions and merely provide that current assets 
and current liab ilities shall be determined in  accordance 
w ith  generally accepted accounting principles. Considerable 
variation and inconsistency exist, however, w ith  respect 
to their classification and display in  financial statements. 
In  this section the committee discusses the nature of cur
rent assets and current liabilities w ith  a view toward a 
more useful presentation thereof in  financial statements.

.02 The committee believes that, in the past, defini
tions of current assets have tended to be overly concerned 
w ith  whether the assets may be immediately realizable. 
The discussion which follows takes cognizance of the tend
ency fo r creditors to re ly more upon the ab ility  of debtors 
to  pay their obligations out of the proceeds of current op
erations and less upon the debtor’s ab ility  to pay in  case of 
liquidation. I t  should be emphasized that financial state
ments of a going concern are prepared on the assumption 
that the company w ill continue in  business. Accordingly, 
the views expressed in  this section represent a departure 
from  any narrow definition or strict one year interpretation 
of either current assets or current liab ilities; the objective 
is to relate the criteria developed to the operating cycle of 
a business.

A IC P A  Professional Standards A C  § 2031.02



8072 Financial Statement Presentation

.03 Financial position, as i t  is reflected by the records 
and accounts from which the statement is prepared is 
revealed in  a presentation of the assets and liabilities of the 
enterprise. In  the statements of manufacturing, trading, 
and service enterprises these assets and liab ilities are gen
erally classified and segregated; i f  they are classified logi
cally, summations or totals of the current or circulating 
or working assets, hereinafter referred to as current assets, 
and of obligations currently payable, designated as current 
liabilities, w ill permit the ready determination of working 
capital. Working capital, sometimes called net working 
capital, is represented by the excess of current assets over 
current liab ilities and identifies the relatively liqu id por
tion of total enterprise capital which constitutes a margin 
or buffer fo r meeting obligations w ith in  the ordinary oper
ating cycle of the business. I f  the conventions of account
ing relative to the identification and presentation of 
current assets and current liab ilities are made logical and 
consistent, the amounts, bases of valuations, and composi
tion of such assets and liabilities and their relation to the 
total assets or capital employed w ill provide valuable data 
fo r credit and management purposes and afford a sound 
basis fo r comparisons from year to year. I t  is recognized 
that there may be exceptions, in  special cases, to certain of 
the inclusions and exclusions as set fo rth  in  this section. 
When such exceptions occur they should be accorded the 
treatment merited in  the particular circumstances under 
the general principles outlined herein.

.04 For accounting purposes, the term current assets 
is used to designate cash and other assets or resources 
commonly identified as those which are reasonably expected 
to be realized in cash or sold or consumed during the normal 
operating cycle of the business. Thus the term comprehends 
in  general such resources as (a) cash available fo r current 
operations and items which are the equivalent of cash;
(b) inventories of merchandise, raw materials, goods in 
process, finished goods, operating supplies, and ordinary 
maintenance material and parts ; (c) trade accounts, notes, 
and acceptances receivable; (d) receivables from officers, 
employees, affiliates, and others, i f  collectible in  the ordi
nary course of business w ith in  a year; (e) instalment or 
deferred accounts and notes receivable i f  they conform gen-
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erally to normal trade practices and terms w ith in  the 
business; (f)  marketable securities representing the invest
ment o f cash available fo r current operations; and (g) pre
paid expenses such as insurance, interest, rents, taxes, 
unused royalties, current paid advertising service not yet 
received, and operating supplies. Prepaid expenses are not 
current assets in  the sense that they w ill be converted into 
cash but in  the sense that, i f  not paid in  advance, they would 
require the use of current assets during the operating cycle.

.05 The ordinary operations of a business involve a 
circulation of capital w ith in  the current asset group. Cash 
is expended fo r materials, finished parts, operating sup
plies, labor, and other factory services, and such expendi
tures are accumulated as inventory cost. Inventory costs, 
upon sale of the products to which such costs attach, are 
converted into trade receivables and ultimately into cash 
again. The average time intervening between the acqui
sition of materials or services entering this process and 
the final cash realization constitutes an operating cycle.

T h e  n e x t page is  8073-3. 
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A  one-year time period is to be used as a basis fo r the 
segregation of current assets in  cases where there are 
several operating cycles occurring w ith in  a year. However, 
where the period of the operating cycle is more than twelve 
months, as in, fo r instance, the tobacco, d istillery, and lum
ber businesses, the longer period should be used. Where a 
particular business has no clearly defined operating cycle, 
the one-year rule should govern.

.06 This concept of the nature of current assets con
templates the exclusion from  tha t classification of such 
resources as: (a) cash and claims to cash which are re
stricted as to w ithdrawal or use fo r other than current 
operations, are designated fo r expenditure in  the acquisi
tion or construction of noncurrent assets, or are segre
gated 1 fo r the liquidation of long-term debts; (b) invest
ments in securities (whether marketable or not) or advances 
which have been made fo r the purposes of control, affiliation, 
or other continuing business advantage; (c) receivables 
arising from  unusual transactions (such as the sale of capi
ta l assets, or loans or advances to affiliates, officers, or em
ployees) which are not expected to be collected w ith in 
twelve months; (d) cash surrender value of life  insurance 
policies; (e) land and other natural resources; (f)  depre
ciable assets; and (g) long-term prepayments which are 
fa ir ly  chargeable to the operations of several years, or de
ferred charges such as unamortized debt issue costs, bonus 
payments under a long-term lease, and costs of rearrange
ment of factory layout or removal to a new location. [As 
amended, effective October 1, 1971, by APB Opinion No.
21 (See section 4111.); as modified, effective fo r fiscal years 
beginning on or after January 1, 1975, pursuant to FASB 
Statement No. 2. (See section 4211.)]

.07 The term current liabilities  is used principally to 
designate obligations whose liquidation is reasonably ex
pected to require the use o f existing resources properly 
classifiable as current assets, or the creation of other cur
rent liabilities. As a balance-sheet category, the classifica
tion is intended to include obligations fo r items which

1 Even though not actually set aside in special accounts, funds that are 
clearly to be used in the near future for the liquidation of long-term debts, 
payments to sinking funds, o r fo r similar purposes should also, under this 
concept, be excluded from current assets. However, where such funds are 
considered to offset maturing debt which has properly been set up as a 
current liab ility , they may be included w ith in  the current asset classification.

A C  § 2031.07A IC P A  Professional Standards



8074 Financial Statement Presentation

have entered into the operating cycle, such as payables in 
curred in  the acquisition of materials and supplies to be 
used in  the production of goods or in  providing services 
to be offered fo r sale; collections received in advance of the 
delivery of goods or performance of services;2 and debts 
which arise from  operations directly related to the operating 
cycle, such as accruals fo r wages, salaries, commissions, 
rentals, royalties, and income and other taxes. Other lia 
bilities whose regular and ordinary liquidation is expected 
to occur w ith in  a relatively short period of time, usually 
twelve months, are also intended fo r inclusion, such as 
short-term debts arising from  the acquisition of capital 
assets, serial maturities of long-term obligations, amounts 
required to be expended w ith in  one year under sinking 
fund provisions, and agency obligations arising from  the 
collection or acceptance of cash or other assets fo r the 
account of th ird  persons.3

2 Examples of such current liabilities are obligations resulting from 
advance collections on ticket sales, which w ill normally be liquidated in the 
ordinary course of business by the delivery of services. On the contrary, 
obligations representing long-term deferments of the delivery of goods or 
services would not be shown as current liabilities. Examples o f the latter 
are the issuance of a long-term warranty or the advance receipt by a lessor 
of rental fo r the final period of a ten-year lease as a condition to execution 
of the lease agreement.

3 Loans accompanied by pledge of life  insurance policies would be 
classified as current liabilities when, by their terms or by intent, they are 
to be repaid w ith in  twelve months. The pledging of life insurance policies 
does not affect the classification of the asset any more than does the pledg
ing of receivables, inventories, real estate, or other assets as collateral fo r 
a short-term loan. However, when a loan on a life insurance policy is
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.08 This concept of current liabilities would include 
estimated or accrued amounts which are expected to be 
required to cover expenditures w ith in  the year fo r known 
obligations (a) the amount of which can be determined 
only approximately (as in  the case of provisions fo r accru
ing bonus payments) or (b) where the specific person or per
sons to whom payment w ill be made cannot as yet be 
designated (as in the case of estimated costs to be incurred 
in  connection w ith  guaranteed servicing or repair of prod
ucts already sold). The current liab ility  classification, 
however, is not intended to include debts to be liquidated 
by funds which have been accumulated in accounts of a 
type not properly classified as current assets, or long-term 
obligations incurred to provide increased amounts of work
ing capital fo r long periods. When the amounts of the 
periodic payments of an obligation are, by contract, meas
ured by current transactions, as fo r example by rents or 
revenues received in the case of equipment trust certifi
cates or by the depletion of natural resources in the case 
of property obligations, the portion of the total obligation 
to be included as a current liab ility  should be that repre
senting the amount accrued at the balance-sheet date. [As 
amended, effective December 31, 1975, by FASB Statement 
No. 6.] (See section 2033.)

.09 The amounts at which various current assets are 
carried do not always represent their present realizable 
cash values. Accounts receivable net of allowances fo r 
uncollectible accounts, and fo r unearned discounts where 
unearned discounts are considered, are effectively stated 
at the amount of cash estimated as realizable. However, 
practice varies w ith respect to the carrying basis fo r cur
rent assets such as marketable securities and inventories.
In  the case of marketable securities where market value is 
less than cost by a substantial amount and i t  is evident 
that the decline in  market value is not due to a mere 
temporary condition, the amount to be included as a cur
rent asset should not exceed the market value* The basis 
for carrying inventories is stated in section 5121.15. I t  
is important that the amounts at which current assets are 
stated be supplemented by information which reveals, fo r
obtained from the insurance company w ith  the intent that i t  w ill not be 
paid but w ill be liquidated by deduction from the proceeds of the policy 
upon m aturity or cancellation, the obligation should be excluded from cur
rent liabilities.

* Modified by section 5132, A c c o u n tin g  f o r  C e rta in  M a rke ta b le  S ecurities .
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temporary investments, their market value at the balance- 
sheet date, and fo r the various classifications of inventory 
items, the basis upon which the ir amounts are stated and, 
where practicable, indication of the method of determining 
the cost—e.g., average cost, first-in  first-out, last-in first- 
out, etc.

.10 Unearned discounts (other than cash or quantity 
discounts and the like), finance charges and interest in 
cluded in  the face amount of receivables should be shown 
as a deduction from  the related receivables. [As amended, 
effective fo r fiscal periods beginning after December 31, 
1965, by APB Opinion No. 6.]
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AC Section 2032
Offsetting Securities Against 
Taxes Payable
[Source: APB Opinion No. 10, Par. 7 .]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1966

.01 I t  is a general principle of accounting tha t the 
offsetting of assets and liab ilities in  the balance sheet is 
improper except where a rig h t of setoff exists. Accord
ingly, the offset of cash or other assets against the tax 
lia b ility  or other amounts owing to governmental bodies is 
not acceptable except in  the circumstances described in  
paragraph .03 below.

.02 Most securities now issued by governments are 
not by the ir terms designed specifically fo r the payment of 
taxes and, accordingly, should not be deducted from  taxes 
payable on the balance sheet.

.03 The only exception to th is general principle oc
curs when i t  is clear that a purchase of securities (accept
able fo r the payment of taxes) is in  substance an advance 
payment of taxes that w ill be payable in  the relatively near 
future, so that in  the special circumstances the purchase 
is tantamount to the prepayment of taxes. This occurs 
at times, fo r example, as an accommodation to a local 
government and in  some instances when governments issue 
securities that are specifically designated as being accept
able fo r the payment of taxes of those governments.

  T he  n e x t page is  8081.      
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AC Section 2033
Classification of Short-Term 
Obligations Expected 
to Be Refinanced
an amendment o f Section 2031 
[Source: FASB Statement No. 6 .]

May 1975

INTRODUCTION AND BACKGROUND INFORM ATION

.01 Some short-term obligations are expected to be refinanced 
on a long-term basis and, therefore, are not expected to 
require the use o f enterprise working capital during the 
ensuing fiscal year. Examples include commercial paper, 
construction loans, and the currently maturing portion o f 
long-term debt. Those obligations have been presented in 
balance sheets in a number o f ways, including the follow ing:
(a) classification as current liabilities, (b) classification as 
long-term liabilities, and (c) presentation as a class o f 
liabilities distinct from both current liabilities and long-term 
liabilities.

.02 For purposes o f this Statement, short-term obligations are 
those that are scheduled to mature w ith in  one year after the 
date o f an enterprise’s balance sheet or, fo r those enterprises 
that use the operating cycle concept o f working capital 
described in paragraphs 5 and 7 o f Chapter 3A, “ Current 
Assets and Current Liabilities,”  o f Accounting Research 
Bulletin (ARB) No. 43 [sections 2031.05 and 2031.07], w ith in  
an enterprise’s operating cycle that is longer than one year. 
Long-term obligations are those scheduled to mature beyond 
one year (or the operating cycle, if  applicable) from the date of 
an enterprise’s balance sheet. Refinancing a short-term obliga
tion on a long-term basis means either replacing it  w ith  a long
term obligation or with equity securities or renewing, extending, 
or replacing it  w ith short-term obligations for an uninter
rupted period extending beyond one year (or the operating 
cycle, if  applicable) from the date of an enterprise’s balance 
sheet. Accordingly, despite the fact that the short-term obli
gation is scheduled to mature during the ensuing fiscal year 
(or the operating cycle, if  applicable), it  w ill not require the 
use of working capital during that period.
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.03 Exclusion o f some short-term obligations from  the current 
liab ility  classification has been supported by paragraph 8 o f 
Chapter 3A  of ARB No. 43 [section 2031.08], which states that 
the current liability classification “ is not intended to include a 
contractual obligation falling due at an early date which is 
expected to  be refunded.”  In assessing whether a short-term 
obligation is “ expected to  be refunded,”  enterprise in tent to 
refinance on a long-term basis and its p rio r ab ility  to 
refinance its short-term obligations have sometimes been 
considered sufficient fo r exclusion o f the short-term 
obligation from current liabilities. In  other cases, future  
ability  to  refinance as demonstrated by the existence o f an 
agreement fo r long-term financing has been viewed as 
necessary.

.04 SEC Accounting Series Release (ASR) No. 148, issued 
November 13, 1973, requires that commercial paper and 
other short-term debt be classified as a current liab ility  unless
(a) the borrower has a noncancelable binding agreement from 
a creditor to  refinance the paper or other short-term debt and
(b) the refinancing would extend the m aturity date beyond 
one year (or operating cycle, i f  longer) and (c) the borrower’s 
intention is to  exercise this right.

.05 Because o f the diverse practices referred to  in paragraphs
.01 and .03 of this Statement and questions brought to the 
Board’s attention concerning the differences between the 
criteria in paragraph 8 of Chapter 3A  of ARB No. 43 [section 
2031.08] and those in ASR No. 148, the Board concluded that it 
should examine the criteria for classification of short-term 
obligations that are expected to  be refinanced on a long-term  
basis.

.06 The Board concluded that on the basis o f existing data i t  
could make an informed decision on the classification o f 
short-term obligations expected to  be refinanced w ithout a 
public hearing. An Exposure D raft o f a proposed Statement 
on “ Classification o f Short-Term Obligations Expected to  Be 
Refinanced”  was issued on November 11, 1974. N inety-two 
letters were received in response to the request fo r 
comments. On January 9 ,  1975, the Board announced that i t  
would n o t issue a final statement effective fo r fiscal periods 
ending December 31, 1974, as had been proposed in the 
Exposure Draft, to  allow additional time fo r consideration o f 
points raised in the comment letters. Appendix A  describes 
the principal changes from the Exposure D ra ft and also sets
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fo rth  the basis fo r  the Board’s conclusions, including 
alternatives considered and reasons fo r accepting some and 
rejecting others. Examples o f application o f this Statement 
are presented in Appendix B.

APPLIC AB ILITY

.07 The balance sheets o f most enterprises show separate 
classifications o f current assets and current liabilities 
(commonly referred to  as classified balance sheets) 
p e rm ittin g  ready determination o f working capital. 
Enterprises in several specialized industries (including 
broker-dealers and finance, real estate, and stock life  
insurance companies) fo r which the current/noncurrent 
distinction is deemed in  practice to  have litt le  or no relevance 
prepare unclassified balance sheets. The standards established 
by this Statement apply only when an enterprise is preparing 
a classified balance sheet fo r financial accounting and 
reporting purposes.

STANDARDS OF F IN AN C IA L ACCOUNTING AND REPORTING 

Classification

.08 Short-term obligations arising from  transactions in  the 
normal course o f business that are due in customary terms 
shall be classified as current liabilities. Those obligations (as 
described in the second sentence o f paragraph 7 o f Chapter 
3A of ARB No. 43 [section 2031.07]) are “ obligations for items 
which have entered into the operating cycle, such as payables in
curred in the acquisition of materials and supplies to be used in the 
production o f goods or in providing services to be offered fo r 
sale; collections received in advance o f the delivery o f goods 
or performance o f services;. . . and debts which arise from 
operations directly related to  the operating cycle, such as 
accruals fo r wages, salaries, commissions, rentals, royalties, 
and income and other taxes.”

.09 A  short-term obligation other than one classified as a 
current liab ility  in accordance w ith  paragraph .08 shall be
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excluded from current liabilities only i f  the conditions in
paragraphs .10 and .11 are met.1

In tent to  Refinance

.10 The enterprise intends to refinance the obligation on a
long-term basis (see paragraph .02).

A b ility  to  Consummate the Refinancing

.11 The enterprise’s in tent to  refinance the short-term 
obligation on a long-term basis is supported by an ability  to 
consummate the refinancing demonstrated in either o f the 
fo llow ing ways:

a) Post-balance-sheet-date issuance o f  a long-term obligation 
or equity securities. A fte r the date o f an enterprise’s 
balance sheet but before that balance sheet is issued, a 
long-term obligation or equity securities2 have been 
issued fo r the purpose o f refinancing the short-term 
obligation on a long-term basis; or

b) Financing agreement. Before the balance sheet is issued, 
the enterprise has entered in to  a financing agreement that 
clearly permits the enterprise to refinance the short-term 
obligation on a long-term basis on terms that are readily 
determinable, and all o f the follow ing conditions are met:

(i) The agreement does not expire w ith in  one year (or 
operating cycle—see paragraph .02) from the date of 

the enterprise’s balance sheet and during that 
period the agreement is not cancelable by the 
lender or the prospective lender or investor (and

1 P arag raph  8 o f C hapter 3A , A R B  No. 43 [section  2031.08], de
scribes a c ircum stance, una ffected  by  th is  S ta tem ent, in  w h ich  ob lig a tio ns  
m a tu r in g  w ith in  one yea r w o u ld  be excluded fro m  cu rre n t lia b ilit ie s  as 
fo llo w s : “ T he  cu rre n t l ia b il i ty  c lass ifica tion , how ever, is  n o t in tended  
to  inc lude  . . . debts to  be liq u id a te d  b y  funds  w hich have been accumu
lated in  accounts o f a type not properly classified as curren t assets. . . .”  
Footnote 1 to  paragraph 6 (a )  o f  Chapter 3A, A R B  No. 43 [section 2031.06 
( a ) ] ,  describes another circumstance, also unaffected by th is Statement. 
U nder tha t paragraph, “ funds tha t are c learly to  be used in the near fu tu re  
fo r  liqu idation o f long-term  debts, payments to  s inking funds, o r fo r  s im ila r  
purposes shou ld  . . .  be excluded fro m  cu rre n t assets. H o w e ve r, w here  
such funds are considered to  o ffse t m a tu r in g  deb t w h ich  has p ro p e rly  
been set up as a cu rre n t lia b il ity ,  th e y  m ay be inc luded  w ith in  the  c u rre n t  
asset c lass ifica tion .”  A c c o rd in g ly , funds ob ta ined  on a lo n g -te rm  basis 
p r io r  to  the  balance sheet date w o u ld  be excluded fro m  cu rre n t assets i f  
the  o b lig a tio n  to  be liqu ida ted  is excluded fro m  cu rre n t lia b ilit ie s .

2 I f  equ ity  securities have been issued, the s h o rt- te rm  ob liga tion , 
a lth o ug h  excluded fro m  cu rre n t lia b ilit ie s , sha ll n o t be inc luded  in  
ow ne rs ’ equ ity .

AC § 2033.10 Copyright © 1975, F inancial Accounting Standards Board



Classification of Short-Term Obligations 8085

obligations incurred under the agreement are not 
callable during that period) except fo r violation of 
a provision3 w ith  which compliance is objectively 
determinable or measurable.4

(ii) No violation o f any provision in the financing 
agreement exists at the balance-sheet date and no 
available inform ation indicates that a violation has 
occurred thereafter but p rio r to  the issuance o f the 
balance sheet, or, i f  one exists at the balance-sheet 
date or has occurred thereafter, a waiver has been 
obtained.

(iii)  The lender or the prospective lender or investor 
w ith  which the enterprise has entered in to  the 
financing agreement is expected to  be financially 
capable o f honoring the agreement.

.12 I f  an enterprise’s ab ility  to  consummate an intended 
refinancing o f a short-term obligation on a long-term basis is 
demonstrated by post-balance-sheet-date issuance o f a 
long-term obligation or equity securities (paragraph .11(a)), 
the amount o f the short-term obligation to  be excluded from  
current liabilities shall not exceed the proceeds o f the new 
long-term obligation or the equity securities issued. I f  ability 
to refinance is demonstrated by the existence o f a financing 
agreement (paragraph .11(b)), the amount of the short-term 
obligation to  be excluded from  current liabilities shall be 
reduced to  the amount available fo r refinancing under the 
agreement when the amount available is less than the amount 
o f the short-term obligation. The amount to  be excluded 
shall be reduced further i f  inform ation (such as restrictions in 
other agreements or restrictions as to transferability o f funds) 
indicates that funds obtainable under the agreement w ill not 
be available to  liquidate the short-term obligation. Further, i f  
amounts that could be obtained under the financing 
agreement fluctuate (fo r example, in relation to  the 
enterprise’s needs, in proportion to  the value o f collateral, or 
in accordance w ith  other terms o f the agreement), the 
amount to  be excluded from  current liabilities shall be * *

3 For purposes of this Statement, v io la t io n  o f  a  p ro v is io n  means 
failure to meet a condition set forth in the agreement or breach or viola
tion of a provision such as a restrictive covenant, representation, or
warranty, whether or not a grace period is allowed or the lender is 
required to give notice.

4 Financing agreements cancelable for violation of a provision that 
can be evaluated differently by the parties to the agreement (such as “a 
material adverse change” or “ failure to maintain satisfactory operations” ) 
do not comply with this condition.
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lim ited to a reasonable estimate o f the m inimum amount 
expected to be available at any date from  the scheduled 
m aturity o f the short-term obligation to  the end o f the fiscal 
year (or operating cycle—see paragraph .02). I f  no reasonable 
estimate can be made, the entire outstanding short-term 
obligation shall be included in current liabilities.

.13 The enterprise may intend to seek an alternative source 
o f financing rather than to  exercise its rights under the 
existing agreement when the short-term obligation becomes 
due. The enterprise must intend to  exercise its rights under 
the existing agreement, however, i f  tha t other source does 
not become available.5

.14 Replacement o f a short-term obligation w ith  another 
short-term obligation after the date o f the balance sheet but 
before the balance sheet is issued is not, by itself, sufficient 
to  demonstrate an enterprise’s ability  to  refinance the 
short-term obligation on a long-term basis. If ,  fo r example, 
the replacement is made under the terms o f a revolving credit 
agreement that provides fo r renewal or extension o f the 
short-term obligation fo r an uninterrupted period extending 
beyond one year (or operating cycle—see paragraph .02) from 
the date o f the balance sheet, the revolving credit agreement 
must meet the conditions in paragraph .11(b) to justify 
excluding the short-term obligation from  current liabilities. 
Similarly, i f  the replacement is a roll-over o f commercial 
paper accompanied by a “ stand-by”  credit agreement, the 
stand-by agreement must meet the conditions in  paragraph 
.11(b) to jus tify  excluding the short-term obligation from 
current liabilities.

Disclosure

.15 A  tota l o f current liabilities shall be presented in 
classified balance sheets. I f  a short-term obligation is 
excluded from current liabilities pursuant to the provisions o f 
this Statement, the notes to  the financial statements shall 
include a general description o f the financing agreement and 
the terms o f any new obligation incurred or expected to  be 
incurred or equity securities issued or expected to  be issued 
as a result o f a refinancing.

5The intent to exercise may not be present if the terms of the 
agreement contain conditions or permit the prospective lender or investor 
to establish conditions, such as interest rates or collateral requirements, 
that are unreasonable to the enterprise.

A C  § 2033.13 Copyright ©  1975, F inancial Accounting Standards Board



Classification of Short-Term Obligations 8087

Amendments to Existing Pronouncement

.16 The Board’s conclusions require deletion o f the 
follow ing words from the second sentence o f paragraph 8 o f 
Chapter 3A, ARB No. 43 [section 2031.08] : a contractual obliga
tion falling due at an early date which is expected to be refunded, or. 
Footnote 4 and the reference to  i t  in paragraph 8 o f Chapter 
3A [section 2031.08] are also deleted.

Effective Date and Transition

.17 The provisions o f this Statement shall be effective 
December 31, 1975 and shall apply to balance sheets dated 
on or after that date and to related statements o f changes in 
financial position. Reclassification in financial statements for 
periods ending prior to  December 31, 1975 is permitted but 
no t required.

The provisions of this Statement need 
not be applied to immaterial items.
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Appendix A
BASIS FOR CONCLUSIONS

.18 This Appendix discusses factors deemed significant by 
members o f the Board in reaching the conclusions in this 
Statement. Individual Board members gave greater weight to 
some factors than to others. The Appendix also sets forth 
suggestions made by those responding to the Exposure Draft 
and reasons fo r accepting some and rejecting others.

SCOPE OF THIS STATEMENT

.19 Some respondents indicated that the Exposure Draft 
appeared to require all enterprises to prepare a classified 
balance sheet regardless o f normal industry practice or other 
justification fo r adopting a balance sheet format tha t does 
not identify current assets and current liabilities. The 
question o f whether i t  is appropriate fo r an enterprise to 
present an unclassified balance sheet is beyond the scope o f 
this Statement. Accordingly, paragraph .07 indicates that the 
standards established by this Statement apply only i f  an 
enterprise is preparing a classified balance sheet.

.20 The Board also concluded that i t  should not, as part o f 
this project, re-examine the accounting concept o f working 
capital described in detail in Chapter 3A o f ARB No. 43 
[section 2031]. Paragraph 7 of Chapter 3A [section 2031.07] 
defines current liabilities as those whose liquidation “ is reasonably 
expected to require the use o f existing resources properly classified 
as current assets, or the creation of other current liabilities.”  
That paragraph goes on to say that the current liabilities classifica
tion “ is intended to include obligations for items which have 
entered into the operating cycle . . . and debts which arise from 
operations directly related to the operating cycle. . . .”  Accord
ingly, paragraph .08 of this Statement requires that short-term 
obligations arising from transactions in the normal course o f 
business that are to be paid in customary terms shall be 
included in current liabilities. On the other hand, short-term 
obligations arising from the acquisition or construction o f 
noncurrent assets would be excluded from current liabilities 
i f  the conditions in paragraphs .10 and .11 are met. Similarly, 
short-term obligations not d irectly related to the operating 
cycle — fo r example, a note given to  a supplier to replace an 
account payable that originally arose in the normal course o f
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business and had been due in customary terms — would be 
excluded if  the conditions in paragraphs .10 and .11 are met. 
This Statement does not specify disclosures relating to 
short-term obligations that are included in current liabilities, 
although the Statement does make explic it that a tota l o f 
current liabilities shall be presented in classified balance 
sheets (see paragraph .15).

BALANCE SHEET CLASSIF ICATION

.21 The alternative solutions considered by the Board w ith 
regard to the question o f how to classify a short-term 
obligation that is expected to be refinanced on a long-term
basis (see paragraph .02) ranged between:

a) A strict maturity-date approach under which all 
obligations scheduled to mature w ith in  one year (or, in 
certain cases, w ith in  an enterprise’s operating cycle) 
would be classified as current liabilities regardless o f any 
intention to refinance on a long-term basis.

b) An approach based solely on management’s intention to 
seek refinancing on a long-term basis w ithout requiring 
evidence o f the enterprise’s ab ility  to  do so.

.22 The Board also considered alternatives w ith in  that range. 
Those alternatives all require that the in tent o f the enterprise 
to refinance a short-term obligation on a long-term basis be 
demonstrated by an ability  to consummate the refinancing, 
but they d iffe r in terms o f the conditions required to 
demonstrate that ability.

.23 The Board rejected a strict maturity-date approach 
because the scheduled m aturity date o f an obligation is not 
necessarily indicative o f the po in t in time at which that 
obligation w ill require the use o f the enterprise’s funds. 
Inclusion o f all short-term obligations w ith in  the current 
liab ility  classification ignores the fact that enterprises, for 
sound economic reasons, often use commercial paper and 
other short-term debt instruments as means o f long-term 
financing or that they often replace the currently maturing 
portion o f long-term debt w ith  other long-term debt. 
Borrowings under long-term revolving credit agreements and 
borrowings backed by long-term stand-by credit agreements 
are commonplace. A strict maturity-date approach would
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deny that these borrowings are sometimes, in substance, 
long-term financing. That approach would also result in a 
major change in the concept o f current liabilities described in 
paragraph 7 of Chapter 3A of ARB No. 43 [section 2031.07] as 
“ obligations whose liquidation is reasonably expected to require the 
use of existing resources properly classifiable as current assets, or 
the creation o f other current liab ilities.”

.24 The Board also rejected classification based solely on an 
enterprise’s intention to seek refinancing on a long-term 
basis. The Board concluded that intent, while essential, is 
insufficient to jus tify  excluding a short-term obligation from 
current liabilities. The in tent o f an enterprise is an essential 
condition because w ithout in tent to  refinance there is a 
presumption that liquidation o f the short-term obligation 
would require the use o f current assets or the creation o f 
other current liabilities. The existence o f a financing 
agreement, even one that requires that funds obtained 
thereunder be used to liquidate the short-term obligation, is 
irrelevant i f  the enterprise does not intend to  refinance on a 
long-term basis. In the Board’s judgment, however, in tent 
alone does not provide sufficiently objective evidence to 
overcome the presumption that a short-term obligation w ill 
require the use o f funds at its scheduled m aturity date. The 
in tent must be supported by a demonstrated ability to  carry 
out that intent.

.25 The two conditions set fo rth  in this Statement fo r 
exclusion o f a short-term obligation from  current 
liabilities — intent and ability — are essentially the same as 
the requirements proposed in the Exposure Draft. That draft 
had proposed that a short-term obligation be classified as a 
current liab ility  unless all o f the follow ing conditions were 
met:

a) The borrower has a noncancelable binding agreement to 
refinance the obligation from a source reasonably 
expected to  be financially capable o f honoring the 
agreement.

b) The m aturity date o f the new obligation expected to be 
incurred by the borrower as a result o f the refinancing 
under the agreement w ill be more than one year from  the 
date o f the financial statements.

c) The borrower intends to  exercise its rights under the 
agreement.
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.26 Many respondents to  the Exposure D raft indicated that 
the requirement o f a “ noncancelable binding agreement”  was 
unrealistic because lenders generally do not make unqualified 
commitments. Financing agreements often include provisions 
that could restrict borrowing under the agreement. As 
indicated by the conditions in paragraphs .11(b) (i) and 
.11(b) ( ii)  of this Statement, the inclusion of a restrictive 
covenant, representation, warranty, o r other provision in a 
financing agreement does not prevent a short-term obligation 
from  being excluded from  current liabilities provided that 
compliance w ith  the provision can be objectively determined 
or measured and provided that there is no evidence o f a 
violation fo r which a waiver has not been obtained. In the 
Board’s view, inab ility  to  objectively determine or measure 
compliance, or the existence o f a violation o f a provision fo r 
which a waiver has not been obtained, raises a serious doubt 
about the enterprise’s ability  to  consummate an intended 
refinancing to  avoid the use o f working capital and, 
consequently, requires classification o f the short-term 
obligation as a current liab ility . The existence o f a situation 
that permits the lender to  cancel the agreement or otherwise 
to  prevent the enterprise from exercising its rights thereunder 
after expiration o f a grace period or after notice to  the 
enterprise or both is also considered a violation o f a provision 
that w ill, in the absence o f a waiver, require classification o f 
the short-term obligation as a current liab ility .

.27 The Board has concluded tha t exclusion o f a short-term 
obligation from  current liabilities should not be precluded as 
long as the financing agreement clearly permits the enterprise 
to  replace the short-term obligation w ith  a long-term 
obligation or w ith  equity securities or to  renew, extend, or 
replace the short-term obligation w ith  another short-term 
obligation fo r an uninterrupted period extending beyond one 
year (or operating cycle). The Board considered and rejected 
the proposal that a short-term obligation should be excluded 
from current liabilities only i f  a financing agreement is 
specifically linked  to  the short-term obligation, either by 
specifically perm itting or requiring that funds obtained 
thereunder be used to  liquidate the short-term obligation. In 
the Board’s judgment, tha t proposal places undue emphasis 
on the form  o f an agreement rather than on its substance. I t  
is neither practicable nor realistic to  trace specific funds to 
their ultimate use. The financial position o f an enterprise that 
has refinanced under a linked agreement w ill be 
indistinguishable from  the financial position o f an enterprise 
that has entered in to  the same transactions under an
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agreement that is not linked but clearly permits refinancing 
the short-term obligation. Moreover, whether or not a 
financing agreement is specifically linked to  a particular 
short-term obligation, the enterprise is no t precluded from 
issuing another short-term obligation at approximately the 
same time as the old obligation is refinanced under the 
agreement. The potential effect o f such a transaction can be 
avoided only i f  a strict maturity-date approach is adopted, 
bu t the Board rejected that alternative fo r the reasons stated 
in paragraph .23. The Board believes that the requirement in 
paragraph .10 that the enterprise intend to refinance on a 
long-term basis and thus no t to use working capital to  repay 
the maturing short-term obligation more closely comports 
w ith  the spirit o f this Statement and Chapter 3A  o f ARB No. 
43 [section 2031] than would a requirement for specific linkage.

.28 Respondents to  the Exposure Draft indicated that many 
enterprises enter in to  agreements that assure their ability  to 
refinance short-term obligations although they m ight not 
intend to  exercise their rights under the agreement i f  an 
alternative source o f financing becomes available. One o f the 
conditions in the Exposure D raft was that the enterprise 
intend to  exercise its rights under the agreement (see 
paragraph .25(c)). A  footnote in the Exposure D raft indicated 
that this condition would be met i f  the enterprise intended to 
exercise its rights under the agreement when the short-term 
obligations could not continue to  be refinanced on a 
short-term basis. Respondents asked the Board to  clarify the 
in tent o f the condition in the Exposure D ra ft and the related 
footnote. The Board believes that the justification fo r 
excluding a short-term obligation from  current liabilities is 
not negated simply because an enterprise may intend to  seek 
a more advantageous source o f financing (including, perhaps, 
short-term financing) than tha t provided under the financing 
agreement in existence when the balance sheet is issued. 
However, the condition in paragraph .11(b) ( i) requires that 
the agreement extend beyond one year (or operating cycle) 
from  the date o f the enterprise’s balance sheet to 
demonstrate clearly the enterprise’s ab ility  to  avoid using 
working capital to  repay the short-term obligation. Moreover, 
paragraph .13 requires that the enterprise intend to exercise 
its rights under the agreement i f  another source o f financing 
does not become available.

.29 A  number o f respondents to the Exposure D raft asked 
whether events occurring after the date o f the balance sheet 
but before the balance sheet is issued should be considered in
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assessing an enterprise’s ab ility  to  consummate the 
refinancing o f a short-term obligation on a long-term basis. In 
particular, the two types o f post-balance-sheet-date events 
cited were (a) actual issuance o f a long-term obligation or 
equity securities fo r the purpose o f refinancing the 
short-term obligation on a long-term basis and (b) entering 
in to  a financing agreement after the balance-sheet date but 
before the balance sheet is issued. In the Board’s judgment, 
both o f those types o f post-balance-sheet-date events should 
be considered in determining liab ility  classification and in 
assessing an enterprise’s ability  to consummate an intended
refinancing, and they are exp lic itly  provided fo r in
paragraphs .11(a) and .11(b).

.30 Several respondents to  the Exposure D raft asked 
whether a short-term obligation could be excluded from 
current liabilities i f  i t  is intended to  be replaced (or, in fact, 
has been replaced after the balance sheet date) by issuing 
equity securities. A  short-term obligation w ill not require the 
use o f working capital regardless o f whether refinancing on a 
long-term basis is accomplished by issuing debt securities or 
equity securities. Accordingly, refinancing on a long-term 
basis is defined in paragraph .02 to include issuance of equity 
securities, and a short-term obligation intended to  be 
refinanced in that manner would be excluded from  current 
liabilities if  the conditions in paragraphs .10 and .11 are met. 
Although it  is appropriate to  exclude the short-term 
obligation from current liabilities when those conditions are 
met, the Board concluded tha t i t  is not appropriate to 
include the short-term obligation in owners’ equity (see 
footnote 2 to paragraph .11(a)). The intent of an enterprise to 
refinance a short-term obligation on a long-term basis and its 
ability  to  do so relate to the question o f whether the 
obligation is expected to require the use o f working capital, 
not whether i t  is a liab ility . The obligation is a liab ility  and 
not owners’ equity at the date o f the balance sheet.

EFFECTIVE DATE AND TRANSITION

.31 Many respondents opposed the proposal in the Exposure 
D raft that balance sheets fo r dates prio r to the effective date 
o f the Statement be restated to  conform to the provisions o f 
the Statement. They indicated that restatement would not 
achieve comparability o f balance sheets fo r dates prio r to  the 
effective date o f the Statement w ith  balance sheets fo r 
subsequent dates because o f the new conditions established
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by paragraph .11. After considering all of the circumstances, 
the Board concluded that prospective application o f this 
Statement is appropriate, w ith restatement permitted but not 
required, and that the effective date in paragraph .17 is 
advisable.

Appendix B

EXAMPLES OF APPLICATION OF THIS STATEMENT

.32 The follow ing examples provide guidance fo r applying 
this Statement. I t  should be recognized that these examples 
do not comprehend all possible circumstances and do not 
include all the disclosures tha t would typ ically be made 
regarding long-term debt or current liabilities.

GENERAL ASSUMPTIONS

.33 The assumptions on which the examples are based are:

a) ABC Company’s fiscal year end is December 31, 19x5.

b) The date o f issuance o f the December 31, 19x5 financial 
statements is March 31, 19x6; the Company’s practice is 
to issue a classified balance sheet.

c) A t December 31, 19x5, short-term obligations include 
$5,000,000 representing the portion o f 6% long-term debt 
maturing in February 19x6 and $3,000,000 o f 9% notes 
payable issued in November 19x5 and maturing in July 
19x6.

d) The Company intends to  refinance on a long-term basis 
both the current m aturity o f long-term debt and the 9% 
notes payable.

e) Accounts other than the long-term debt maturing in 
February 19x6 and the notes payable maturing in  July 
19x6 are:

Current assets 
Other assets

$30,000,000
$50,000,000

Accounts payable and accruals $10,000,000 
Other long-term debt $25,000,000
Shareholders’ equity $37,000,000
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f) Unless otherwise indicated, the examples also assume that 
the lender or prospective lender is expected to be capable 
o f honoring the agreement, tha t there is no evidence o f a 
violation o f any provision, and that the terms o f 
borrowings available under the agreement are readily 
determinable.

EXAMPLE 1

.34 The Company negotiates a financing agreement w ith a 
commercial bank in December 19x5 fo r a maximum 
borrowing o f $8,000,000 at any time through 19x7 w ith  the 
follow ing terms:

a) Borrowings are available at ABC Company’s request fo r 
such purposes as i t  deems appropriate and w ill mature 
three years from the date o f borrowing.

b) Amounts borrowed w ill bear interest at the bank’s prime 
rate.

c) An annual commitment fee o f ½ o f 1% is payable on the 
d if fe re n c e  between the amount borrowed and 
$8,000,000.

d) The agreement is cancelable by the lender only if:

(i) The Company’s working capital, excluding borrow
ings under the agreement, falls below $10,000,000.

(ii) The Company becomes obligated under lease agree
ments to  pay an annual rental in excess o f 
$1,000,000.

(iii) Treasury stock is acquired w ithout the p rio r approval 
o f the prospective lender.

(iv) The Company guarantees indebtedness o f un
affilia ted persons in excess o f $500,000.

.35 The enterprise’s intention to  refinance meets the
condition specified by paragraph .10. Compliance with the 
provisions listed in paragraph .34(d) is objectively deter
minable or measurable; therefore, the condition specified 
by paragraph .11(b) (i) is met. The proceeds of borrowings 
under the agreement are clearly available for the liquidation 
of the 9% notes payable and the long-term debt maturing 
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in February 19x6. Both obligations, therefore, would be 
classified as other than current liabilities.

.36 Following are the lia b ility  section o f ABC Company’s 
balance sheet at December 3 1 ,  19x5 and the related footnote 
disclosures required by this Statement, based on the 
information in paragraphs .33 and .34. Because the balance 
sheet is issued subsequent to  the February 19x6 m aturity o f 
the long-term debt, the footnote describes the refinancing o f 
that obligation.

Current Liabilities:
Accounts payable and accruals 

Total Current Liabilities

December 3 1 ,  19x5

$10,000,000
10,000,000

Long-Term Debt:
9% notes payable (Note A)
6% debt due February 19x6 (Note A) 
Other long-term debt 

Total Long-Term Debt 
Total Liabilities

3,000,000*
5,000,000*

25,000,000
33,000,000 

$43,000,000

* These o b lig a tio n s  m ay  also be sh o w n  in  ca p tio n s  d is t in c t  f ro m  b o th  
c u rre n t lia b il it ie s  and lo n g -te rm  d e b t, such as “ In te r im  D e b t,”  
“ S h o rt-T e rm  D e b t E xp e c te d  to  Be R e fin a n c e d ,”  and “ In te rm e d ia te  
D e b t.”

Note A

The Company has entered in to  a financing agreement w ith  a 
commercial bank that permits the Company to  borrow at any 
time through 19x7 up to $8,000,000 at the bank’s prime rate 
o f interest. The Company must pay an annual commitment 
fee o f ½ o f 1% o f the unused portion  o f the commitment. 
Borrowings under the financing agreement mature three years 
after the date o f the loan. Among other things, the agreement 
prohibits the acquisition o f treasury stock w ithou t p rio r 
approval by the bank, requires maintenance o f working 
capital o f $10,000,000 exclusive o f borrowings under the 
agreement, and lim its the annual rental under lease 
agreements to  $1,000,000. In February 19x6, the Company 
borrowed $5,000,000 at 8% and liquidated the 6% long-term 
debt, and i t  intends to  borrow additional funds available under 
the agreement to  refinance the 9% notes payable maturing in 
July 19x6.
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EXAMPLE 2

.37 A  foreign subsidiary o f the enterprise negotiates a 
financing agreement w ith its local bank in December 19x5. 
Funds are available to  the subsidiary fo r its unrestricted use, 
including loans to affiliated companies; other terms are 
identical to those cited in paragraph .34. Local laws prohibit 
the transfer o f funds outside the country.

.38 The requirement of paragraph .11 (b) (i) is met because 
compliance w ith  the provisions o f the agreement is 
objectively determinable or measurable. Because o f the laws 
prohib iting the transfer o f funds, however, the proceeds from  
borrowings under the agreement are not available fo r 
liquidation o f the debt maturing in February and July 19x6. 
Accordingly, both the 6% debt maturing in February 19x6 
and the 9% notes payable maturing in July 19x6 would be 
classified as current liabilities.

EXAMPLE 3

.39 Assume that instead o f u tiliz ing  the agreement cited in 
paragraph .34, the Company issues $8,000,000 of ten-year 
debentures to  the public in January 19x6. The Company 
intends to  use the proceeds to  liquidate the $5,000,000 debt 
maturing February 19x6 and the $3,000,000 o f 9% notes 
payable maturing July 19x6. In addition, assume the debt 
maturing February 19x6 is paid prior to  the issuance o f the 
balance sheet, and the remaining proceeds from  the sale o f 
debentures are invested in a U.S. Treasury note maturing the 
same day as the 9% notes payable.

.40 Since the Company refinanced the long-term debt 
maturing in February 19x6 in a manner that meets the 
conditions set forth in paragraph .11 of this Statement, that 
obligation would be excluded from  current liabilities. In 
addition, the 9% notes payable maturing in July 19x6 would 
also be excluded because the Company has obtained funds 
expressly intended to  be used to  liquidate those notes and 
not intended to  be used in current operations. In  balance 
sheets after the date o f sale o f the debentures and before the 
m aturity date o f the notes payable, the Company would 
exclude the notes payable from  current liabilities i f  the U.S. 
Treasury note is excluded from current assets (see paragraph 
6 of Chapter 3A of ARB No. 43 [section 2031.06], which is not 
altered by this Statement)
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.41 I f  the debentures had been sold p rio r to January 1, 
19x6, the $8,000,000 o f obligations to  be paid would be 
excluded from current liabilities in the balance sheet at that 
date i f  the $8,000,000 in funds were excluded from  current 
assets.

.42 I f ,  instead o f issuing the ten-year debentures, the 
Company had issued $8,000,000 o f equity securities and all 
other facts in this example remained unchanged, both the 6% 
debt due February 19x6 and the 9% notes payable due July 
19x6 would be classified as liabilities other than current 
liabilities, such as “ Indebtedness Due in 19x6 Refinanced in 
January 19x6.”

EXAMPLE 4

.43 In December 19x5 the Company negotiates a revolving 
credit agreement providing fo r unrestricted borrowings up to 
$10,000,000. Borrowings w ill bear interest at 1% over the 
prevailing prime rate o f the bank w ith  which the agreement is 
arranged but in any event not less than 8%, w ill have stated 
maturities o f ninety days, and w ill be continuously renewable 
fo r ninety-day periods at the Company’s option fo r three 
years provided there is compliance w ith  the terms o f the 
agreement. Provisions o f the agreement are similar to  those 
cited in paragraph .34(d). Further, the enterprise intends to 
renew obligations incurred under the agreement fo r a period 
extending beyond one year from  the balance-sheet date. 
There are no outstanding borrowings under the agreement at 
December 3 1 , 19x5.

,44 In  this instance, the long-term debt maturing in February 
19x6 and the 9% notes payable maturing in July 19x6 would 
be excluded from current liabilities because the Company 
consummated a financing agreement meeting the conditions 
set forth in paragraph .11(b) prior to the issuance of the 
balance sheet.

EXAMPLE 5

.45 Assume that the agreement cited in Example 4 included 
an additional provision lim iting  the amount to  be borrowed 
by the Company to  the amount o f its inventory, which is 
pledged as collateral and is expected to range between a high
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o f $8,000,000 during the second quarter o f 19x6 and a low  
o f $4,000,000 during the fourth  quarter o f 19x6.

.46 The terms o f the agreement comply w ith the conditions 
required by this Statement; however, because the minimum 
amount expected to  be available from  February to  December 
19x6 is $4,000,000, only that amount o f short-term 
obligations can be excluded from  current liabilities (see 
paragraph .12). W hether the obligation to be excluded is a 
portion o f the currently maturing long-term debt or some 
portions o f both i t  and the 9% notes payable depends on the 
intended tim ing o f the borrowing.

.47 I f  the Company intended to  refinance only the 9% notes 
payable due July 19x6 and the amount o f its inventory is 
expected to  reach a low  o f approximately $2,000,000 during 
the second quarter o f 19x6 but be at least $3,000,000 in July 
19x6 and thereafter during 19x6, the $3,000,000 9% notes 
payable would be excluded from current liabilities at 
December 31, 19x5 (see paragraph .12).

EXAMPLE 6

.48 In  lieu of the facts given in paragraphs .33(c) and .33(d), 
assume that during 19x5 the Company entered in to  a 
contract to  have a warehouse bu ilt. The warehouse is 
expected to  be financed by issuance o f the Company’s 
commercial paper. In addition, the Company negotiated a 
stand-by agreement w ith  a commercial bank that provides fo r 
maximum borrowings equal to  the expected cost o f the 
warehouse, which w ill be pledged as collateral. The 
agreement also requires tha t the proceeds from  the sale o f 
commercial paper be used to  pay construction costs. 
Borrowings may be made under the agreement only i f  the 
Company is unable to  issue new commercial paper. The 
proceeds o f borrowings must be used to  retire outstanding 
commercial paper and to  liquidate additional liabilities 
incurred in the construction o f the warehouse. A t December 
31, 19x5 the Company has $7,000,000 o f commercial paper 
outstanding and $1,000,000 o f unpaid construction costs 
resulting from a progress b illing through December 31.

.49 Because the commercial paper w ill be refinanced on a 
long-term basis, either by uninterrupted renewal or, fa iling 
that, by a borrowing under the agreement, the commercial 
paper would be excluded from  current liabilities. The 
$1,000,000 liab ility  fo r the unpaid progress b illing  results
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from  the construction o f a noncurrent asset and w ill be 
refinanced on the same basis as the commercial paper and, 
therefore, i t  would also be excluded from  current liabilities 
(see paragraphs .08 and .20).

EXAMPLE 7

.50 Follow ing are two methods o f presenting liabilities in 
ABC Company’s balance sheet at December 31, 19x5 
assuming the Company intends to  refinance the 6% debt 
maturing in February 19x6 and the 9% notes payable 
maturing in  July 19x6 but has no t met the conditions 
required by this Statement to  exclude those obligations from  
current liabilities.

Alternative 1

December 3 1 ,  19x5

Current Liabilities:
Accounts payable and accruals 
Notes payable, due July 19x6 
6% debt due February 19x6 

Total Current Liabilities

$10,000,000
3,000,000
5,000,000 

18,000,000

Long-Term Debt 
Total Liabilities

25,000,000
$43,000,000

Alternative 2

December 3 1 ,  19x5

Current Liabilities:
Accounts payable and accruals $10,000,000
Short-term debt expected to  be
refinanced:

Notes payable, due July 19x6 $3,000,000
6% debt due February 19x6 5,000,000 8,000,000

Total Current Liabilities 18,000,000

Long-Term Debt 25,000,000
Total Liabilities $43,000,000
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Classification o f a Short-Term Obligation  
Repaid Prior to Being Replaced 
by a Long-Term Security: An 
In terpretation o f Section 2033

[Source: FASB Interpretation No. 8 .]
January 1976

AC Section 2033-1

INTRODUCTION

.01 FASB Statement No. 6 [section 2033], “ Classification of 
Short-Term Obligations Expected to Be Refinanced,”  specifies 
that a short-term obligation shall be excluded from current lia
bilities only if  the enterprise intends to refinance the obligation 
on a long-term basis and before the balance sheet is issued has 
either (a) completed the refinancing by issuing a long-term obli
gation or by issuing equity securities or (b) has entered into a 
financing agreement that permits refinancing on a long-term basis. 
(See paragraphs 9—11 of the Statement [section 2033.09—.11].)

.02 The FASB has been asked to clarify whether a short-term 
obligation should be included in or excluded from current lia
bilities if  it  is repaid after the balance sheet date and subsequently 
replaced by long-term debt before the balance sheet is issued. 
For example, assume that an enterprise has issued $3,000,000 of 
short-term commercial paper during the year to finance con
struction of a plant. A t June 30, 1976, the enterprise’s fiscal year 
end, the enterprise intends to refinance the commercial paper by 
issuing long-term debt. However, because the enterprise tempo
rarily  has excess cash, in July 1976 it  liquidates $1,000,000 of 
the commercial paper as the paper matures. In  August 1976, the 
enterprise completes a $6,000,000 long-term debt offering. Later 
during the month of August, i t  issues its June 30, 1976 financial 
statements. The proceeds of the long-term debt offering are to 
be used to replenish $1,000,000 in working capital, to pay $2,000,000 
of commercial paper as i t  matures in September 1976, and to pay 
$3,000,000 of construction costs expected to be incurred later that 
year to complete the plant.

INTERPRETATION

.03 The concept that a short-term obligation w ill not require 
the use of current assets during the ensuing fiscal year if  i t  is 
to be excluded from current liabilities underlies FASB Statement

A IC P A  Professional Standards AC § 2033-1.03
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No. 6 [section 2033] (see paragraphs 1, 2, and 20 of the State
ment [sections 2033.01, 2033.02, and 2033.20]). That concept is 
also fundamental to Chapter 3A, “ Current Assets and Current 
Liabilities,”  of ARB No. 43 [section 2031], which was not changed 
by FASB Statement No. 6 [section 2033] (except as specified in 
paragraph 16 of the Statement [section 2033.16]). Repayment 
of a short-term obligation before funds are obtained through a 
long-term refinancing requires the use of current assets. There
fore, if  a short-term obligation is repaid after the balance sheet 
date and subsequently a long-term obligation or equity securities 
are issued whose proceeds are used to  replenish current assets 
before the balance sheet is issued, the short-term obligation shall 
not be excluded from current liabilities at the balance sheet date.

.04 In  the example described in paragraph .02 above, the 
$1,000,000 of commercial paper liquidated in  July would be classi
fied as a current liab ility  in  the enterprise’s balance sheet at 
June 30, 1976. The $2,000,000 of commercial paper liquidated 
in September 1976 but refinanced by the long-term debt offering 
in August 1976 would be excluded from current liabilities in 
balance sheets at the end of June 1976, July 1976, and August 
1976.1 I t  should be noted that the existence of a financing agree
ment at the date of issuance of the financial statements rather 
than a completed financing at that date would not change these 
classifications.

EFFECTIVE DATE

.05 This Interpretation shall be effective February 29, 1976 and 
shall apply to balance sheets dated on or after that date and to 
related statements of changes in  financial position. Reclassifica
tion in financial statements for periods ending prior to February 
29, 1976 is permitted but not required.

  T he  n e x t page is  8111.

1 A t  th e  end o f A u g u s t 1976, $2,000,000 o f  cash w o u ld  be excluded fro m  
c u rre n t assets o r  i f  in c luded  in  cu rre n t assets, a l ik e  a m oun t o f deb t w o u ld  
be classified as a cu rre n t lia b il ity .  (See fo o tn o te  1 and  pa ragraph  40 o f 
F A S B  Statement N o . 6  [se c tio n  2033.40].)

AC § 2033-1.04 Copyright © 1976, American Ins titu te  of  Certified Public Accountants, Inc.
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Comparative Financial 
Statements
[Source: ARB 43 , Chap. 2A, as amended.]

Issue date, unless 
otherwise indicated: 
June, 1953

.01 The p re se n ta tio n  o f co m p a ra tive  fin a n c ia l s ta te 
m ents in  a nnua l and  o th e r re p o rts  enhances th e  usefu lness  
o f such re p o rts  and b rin g s  o u t m ore c le a rly  the  n a tu re  and  
tre n d s  o f c u rre n t changes a ffe c tin g  th e  e n te rp rise . Such  
p re se n ta tio n  em phasizes the  fa c t th a t sta tem ents fo r  a 
series o f p e rio d s  are fa r  m ore s ig n ific a n t th a n  those fo r  a 
s in g le  p e rio d  and th a t th e  accounts fo r  one p e rio d  a re  h u t 
an in s ta lm e n t o f w h a t is  e s s e n tia lly  a con tin u o u s  h is to ry .

.02 In  an y  one ye a r i t  is  o rd in a r ily  d e s ira b le  th a t th e  
balance sheet, th e  incom e s ta tem en t, and  th e  su rp lu s  s ta te 
m en t be g ive n  fo r  one o r m ore p re ce d in g  yea rs as w e ll as 
fo r  the  c u rre n t ye a r. F oo tno te s , e xp la n a tio n s , and  accoun t
a n ts ’ q u a lific a tio n s  w h ic h  appeared  on th e  s ta tem ents  fo r  
th e  p re ce d in g  years sh ou ld  be repea ted , o r a t le a s t re fe rre d  
to , in  th e  co m p a ra tive  sta tem ents to  th e  e x te n t th a t th e y  
co n tin u e  to  be o f s ig n ifica n ce . I f ,  because o f re c la ss ifica 
tio n s  o r fo r  o th e r reasons, changes have o ccu rred  in  the  
m anner o f o r basis fo r  p re se n tin g  co rre sp o n d in g  ite m s  fo r  
tw o  o r m ore p e rio d s , in fo rm a tio n  sh o u ld  be fu rn is h e d  w h ic h  
w ill e x p la in  th e  change. T h is  p rocedu re  is  in  c o n fo rm ity  
w ith  th e  w e ll recogn ized  p r in c ip le  th a t an y  change in  p ra c 
tic e  w h ic h  a ffec ts  c o m p a ra b ility  shou ld  be d isclosed.

.03 I t  is  necessary th a t p rio r-y e a r fig u re s  show n fo r  
co m p a ra tive  purposes be in  fa c t com parab le  w ith  those  
show n fo r  the  m ost recen t p e rio d , o r th a t a n y  excep tions  
to  c o m p a ra b ility  be c le a rly  b ro u g h t o u t. W hen  a cco u n tin g  
changes and co rre c tio n s  o f e rro rs  in  p re v io u s ly  issued fin a n 
c ia l sta tem ents occu r, re fe r to  sec tion  1051, Accounting 
Changes. [A s  am ended, e ffe c tive  fo r  fis c a l p e rio d s  b e g in 
n in g  a fte r  J u ly  31, 1971 b y  A P B  O p in io n  N o. 20.]

AC Section 2041

A IC P A  Professional Standards AC § 2041.03



8112 Financial Statement Presentation

.04 C ircum stances v a ry  so g re a tly  th a t i t  is  n o t p ra c 
tic a b le  to  d e a l he re  s p e c ific a lly  w ith  a ll s itu a tio n s . T he  
in d e p e n d e n t a cco u n ta n t shou ld , how eve r, m ake v e ry  c le a r 
w h a t s ta tem en ts  a re  in c lu d e d  w ith in  th e  scope o f h is  re p o rt.

T h e  n e x t page is  8121.  
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Capita l Changes
[Source: APB Opinion No. 12, Pars. 9 , 10.]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1967, unless otherwise 
indicated

.01 S ection  2010.06 s ta tes th a t “ T h e  s ta tem en t o f 
incom e and th e  s ta te m e n t o f re ta in e d  ea rn in g s  (se p a ra te ly  
o r com b ined) are designed to  re fle c t, in  a b ro a d  sense, th e  
‘ re s u lts  o f o p e ra tio n s ’. ”  S ection  2010.27 sta tes th a t c e rta in  
c a p ita l tra n sa c tio n s  “ . . . sh ou ld  he exc luded  fro m  th e  
d e te rm in a tio n  o f n e t incom e o r th e  re s u lts  o f o p e ra tio n s  
u n d e r a ll c ircu m sta n ce s .’’ C om panies g e n e ra lly  have re 
p o rte d  th e  c u rre n t y e a r’s changes in  s to ckh o ld e rs ’ e q u ity  
accounts o th e r th a n  re ta in e d  e a rn in g s  in  separate s ta te 
m en ts o r notes to  th e  fin a n c ia l s ta tem en ts  w hen  p re se n tin g  
b o th  fin a n c ia l p o s itio n  and re s u lts  o f o p e ra tio n s  fo r  one 
o r m ore years. A  q u e s tio n  has a rise n  as to  w h e th e r, because 
o f th e  language  o f sec tion  2010, changes in  s to ckh o ld e rs ’ 
e q u ity  accounts o th e r th a n  re ta in e d  e a rn ings are re q u ire d  
to  be re p o rte d .

.02 W hen  b o th  fin a n c ia l p o s itio n  and re s u lts  o f op
e ra tio n s  a re  presented , d isc lo su re  o f changes in  th e  separa te  
accounts c o m p ris in g  s to c k h o ld e rs ’ e q u ity  ( in  a d d itio n  to  
re ta in e d  e a rn in g s ) and o f th e  changes in  the  num b e r o f 
shares o f e q u ity  se cu ritie s  d u rin g  a t le a s t th e  m ost re ce n t 
a n n u a l fis c a l p e rio d  and a n y  subsequent in te r im  p e rio d  
presen ted  is  re q u ire d  to  m ake th e  fin a n c ia l s ta tem ents  
s u ffic ie n tly  in fo rm a tiv e . D isc lo su re  o f such changes m ay  
ta ke  th e  fo rm  o f separate sta tem ents o r m ay be m ade in  
th e  bas ic  fin a n c ia l sta tem ents o r notes th e re to .

AC Section 2042

  T h e  n e x t page is  8131.  
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Disclosure of Depreciable 
Assets and Depreciation
[Source: APB Opinion No. 12, Pars. 4 , 5 .]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1967, unless otherwise 
indicated

.01 D isc lo su re  o f th e  to ta l am oun t o f d e p re c ia tio n  
expense e n te rin g  in to  th e  d e te rm in a tio n  o f re s u lts  o f 
o p e ra tio n s  has becom e a gene ra l p ra c tic e . The balances  
o f m a jo r classes o f dep rec iab le  assets a re  a lso  g e n e ra lly  
d isc losed. P ra c tic e  va rie s , how eve r, w ith  respect to  d is 
c losu re  o f th e  d e p re c ia tio n  m e thod  o r m ethods used.

.02 Because o f th e  s ig n ific a n t e ffects  on fin a n c ia l 
p o s itio n  and re s u lts  o f o p e ra tio n s  o f th e  d e p re c ia tio n  
m ethod  o r m ethods used, th e  fo llo w in g  d isc losu res  shou ld  
he m ade in  the  fin a n c ia l sta tem ents o r in  notes th e re to  :

a. D e p re c ia tio n  expense fo r  th e  p e rio d ,

b. B a lances o f m a jo r classes o f dep re c ia b le  assets, b y  
n a tu re  o r fu n c tio n , a t th e  ba lance-sheet da te ,

c. A ccu m u la te d  d e p re c ia tio n , e ith e r b y  m a jo r classes 
o f dep rec iab le  assets o r in  to ta l, a t th e  ba lance- 
sheet da te , and

d. A  genera l d e s c rip tio n  o f th e  m ethod  o r m ethods  
used in  co m p u tin g  d e p re c ia tio n  w ith  re sp e c t to  
m a jo r classes o f dep rec iab le  assets.

AC Section 2043

T he  n e x t page is  8141. 
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Classification and Disclosure 
of Allowances
[Source: APB Opinion No. 12, Pars. 2, 3 .]

Effective fo r fiscal periods 
beginning a fte r December 
31 , 1967, unless otherwise 
indicated

.01 A lth o u g h  i t  is  g e n e ra lly  accepted th a t accum u
la te d  a llow ances fo r  d e p re c ia tio n  and  d e p le tio n  and  asset 
v a lu a tio n  a llow ances fo r  losses such as those on rece ivab les  
and  in ve s tm e n ts  sh ou ld  be deducted  fro m  th e  assets to  
w h ic h  th e y  re la te , th e re  a re  ins tances in  w h ic h  these a l
low ances are  show n am ong lia b ilit ie s  o r elsew here on th e  
c re d it s ide  o f th e  ba lance  sheet.

.02 I t  is  th e  B o a rd ’s o p in io n  th a t such a llow ances  
sh ou ld  be deducted  fro m  th e  assets o r g roups o f assets to  
w h ic h  th e  a llow ances re la te , w ith  a p p ro p ria te  d isc losu re .

AC Section 2044

T he  n e x t page is  8151.  
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Disclosure of Accounting Policies
[Source: APB Opinion No. 22, as amended.]

Effective fo r fiscal years 
beginning a fte r December 
31, 1971, unless otherwise 
indicated

AC Section 2045

INTRODUCTION
.01 In  recen t years, a num be r o f business en te rp rise s  

have  adop te d  th e  p ra c tic e  o f in c lu d in g  in  th e ir  a n n u a l re 
p o rts  to  sha reho lde rs  a separa te  sum m ary  o f th e  s ig n ific a n t 
a cco u n tin g  p o lic ie s  fo llo w e d  in  p re p a rin g  th e  fin a n c ia l s ta te 
m ents. T h is  d isc lo su re  has been fa v o ra b ly  re ce ive d  b y  
users o f fin a n c ia l s ta tem en ts  and  endorsed b y  o rg a n iza tio n s  
re p re se n tin g  co rp o ra te  business.

.02 P ra c tic e  b y  those e n titie s  th a t p resen t sum m aries  
o f a cco u n tin g  p o lic ie s  has v a rie d  co n s id e ra b ly . Som e p re 
sen t th e  sum m ary  o f a cco u n tin g  p o lic ie s  as an  in te g ra l p a r t 
o f th e  fin a n c ia l s ta te m e n ts ; o th e rs  p resen t i t  as supp le 
m e n ta ry  in fo rm a tio n . In  a d d itio n , b o th  th e  n a tu re  and  th e  
degree o f d isc lo su re  v a ry , and  re la te d  g u id e lin e s  a re  la c k in g .

.03 D isc lo su re  o f a cco u n tin g  p o lic ie s  b y  those  e n titie s  
th a t do  n o t p re se n t separa te  sum m aries has v a rie d  a lso.
Som e have in c lu d e d , in  fo o tn o te s  re la tin g  to  p a r tic u la r  ite m s  
in  th e  fin a n c ia l s ta tem ents, d e s c rip tio n s  o f a ll s ig n ific a n t 
a cco u n tin g  p o lic ie s . M o s t e n titie s , how ever, have  d isc losed  
no in fo rm a tio n  as to  c e rta in  s ig n ific a n t a cco u n tin g  p o lic ie s .

.04 In  v ie w  o f th e  in c re a s in g  re c o g n itio n  o f th e  u se fu l
ness o f d isc lo su re  o f a cco u n tin g  p o lic ie s , th e  A c c o u n tin g  
P rin c ip le s  B o a rd  has cons ide red  w h e th e r th is  d isc lo su re  
shou ld  be re q u ire d  in  fin a n c ia l s ta tem ents  and  w h e th e r 
gu id e s  sh o u ld  be es tab lishe d  fo r  th e  fo rm  and  scope o f d is 
c losu re . T h is  section  sets fo r th  th e  B o a rd 's  conclusions.

DISCUSSION

.05 F in a n c ia l s ta tem en ts  a re  th e  end p ro d u c t o f th e  
fin a n c ia l a cco u n tin g  process, w h ic h  is  governed  b y  g e n e ra lly  
accepted a cco u n tin g  p rin c ip le s  on  th re e  le v e ls : p e rva s ive  
p rin c ip le s , b ro a d  o p e ra tin g  p rin c ip le s , and  d e ta ile d  p r in c i-

A C  § 2045.05A IC P A  Professional Standards
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p l es.1 A p p ly in g  g e n e ra lly  accepted a cco u n tin g  p rin c ip le s  
re q u ire s  th a t ju d g m e n t he exerc ised  as to  th e  re la tiv e  ap
p ro p ria te n e ss  o f acceptab le  a lte rn a tiv e  p rin c ip le s  and m e th 
ods o f a p p lic a tio n  in  spec ific  c ircum stances o f d ive rse  and  
com p lex econom ic a c tiv itie s . A lth o u g h  th e  com bined e ffo rts  
o f p ro fe ss io n a l a cco u n tin g  bod ies, o f business, and  o f the  
re g u la to ry  agencies have s ig n ific a n tly  reduced  the  num ber 
o f acceptab le  a lte rn a tiv e s  and a re  expected  to  reduce th e  
n u m b e r fu r th e r , ju d g m e n t m u s t neverthe less be exercised  
in  a p p ly in g  p rin c ip le s  a t a ll th re e  leve ls .

.06 T h e  accounting policies o f a re p o rtin g  e n tity  a re  
th e  spec ific  a cco u n tin g  p rin c ip le s  and  th e  m ethods o f a p p ly 
in g  those  p rin c ip le s  th a t a re  ju d g e d  b y  th e  m anagem ent o f 
th e  e n tity  to  be th e  m ost a p p ro p ria te  in  th e  c ircum stances  
to  p re se n t fa ir ly  fin a n c ia l p o s itio n , changes in  fin a n c ia l 
p o s itio n , and re s u lts  o f o p e ra tio n s  in  accordance w ith  gen
e ra lly  accepted a cco u n tin g  p rin c ip le s  and th a t, a c c o rd in g ly , 
have  been adop te d  fo r  p re p a rin g  th e  fin a n c ia l s ta tem ents.

.07 T h e  a cco u n tin g  p o lic ie s  adop te d  b y  a  re p o rtin g  
e n tity  can a ffe c t s ig n ific a n tly  th e  p re se n ta tio n  o f its  fin a n 
c ia l p o s itio n , changes in  fin a n c ia l p o s itio n , and  re s u lts  o f 
o p e ra tio n s . A c c o rd in g ly , th e  use fu lness o f fin a n c ia l s ta te 
m en ts fo r  purposes o f m a k in g  econom ic decis ions a b o u t th e  
re p o rtin g  e n tity  depends s ig n ific a n tly  upon  th e  u se r’s u n d e r
s ta n d in g  o f th e  a cco u n tin g  p o lic ie s  fo llo w e d  b y  th e  e n tity .

OPINION
Applicab ility

.08 T h e  B o a rd  concludes th a t in fo rm a tio n  a b o u t th e  
a cco u n tin g  p o lic ie s  adop ted  b y  a  re p o rtin g  e n tity  is  essen
t ia l fo r  fin a n c ia l s ta te m e n t users. W hen  fin a n c ia l s ta tem ents  
are  issued  p u rp o rtin g  to  p re se n t fa ir ly  fin a n c ia l p o s itio n , 
changes in  fin a n c ia l p o s itio n , and  re s u lts  o f o p e ra tio n s  in  ac
cordance w ith  g e n e ra lly  accepted a cco u n tin g  p rin c ip le s , a  
d e s c rip tio n  o f a ll s ig n ific a n t a cco u n tin g  p o lic ie s  o f th e  re 
p o r tin g  e n tity  shou ld  be in c lu d e d  as an  in te g ra l p a r t o f the  
fin a n c ia l s ta tem ents. In  c ircum stances w here  i t  m ay be 
a p p ro p ria te  to  issue one o r m ore  o f th e  b as ic  fin a n c ia l s ta te 
m en ts  w ith o u t th e  o th e rs , p u rp o rtin g  to  p re se n t fa ir ly  th e  
in fo rm a tio n  g iv e n  in  accordance w ith  g e n e ra lly  accepted *

1See Basic Concepts and Accounting Principles Underlying Financial 
Statements o f Business Enterprises, sections 1026, 1027, and 1028.
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a cco u n tin g  p rin c ip le s , s ta tem en ts  so p resen ted  sh o u ld  also  
in c lu d e  d isc losu re  o f th e  p e rtin e n t a cco u n tin g  p o lic ie s .

.09 T he B o a rd  also concludes th a t in fo rm a tio n  abou t 
th e  a cco u n tin g  p o lic ie s  adop ted  and fo llo w e d  b y  n o t-fo r-  
p ro fit e n titie s  shou ld  he p resen ted  as an in te g ra l p a r t o f 
th e ir  fin a n c ia l sta tem ents.

.10 T he  p ro v is io n s  o f p a ra g ra p h s  .08 and .09 above  
are n o t in te n d e d  to  a p p ly  to  u n a u d ite d  fin a n c ia l sta tem ents  
issued as o f a d a te  betw een a n n u a l re p o rtin g  dates (e. g ., 
each q u a rte r) i f  the  re p o rtin g  e n tity  has n o t changed its  
a cco u n tin g  p o lic ie s  since th e  end o f its  p re ce d in g  fisca l 
ye a r.2

.11 T h is  sec tion  does n o t supersede any p r io r  p ro 
nouncem ent o f th e  A m e rica n  In s titu te  o f C e rtifie d  P u b lic  
A cco u n ta n ts  re la tin g  to  d isc losu re  requ ire m e n ts .

Content
.12 D isc lo su re  o f a cco u n tin g  p o lic ie s  shou ld  id e n tify  

and describe  th e  a cco u n tin g  p rin c ip le s  fo llo w e d  b y  th e  re 
p o rtin g  e n tity  and  th e  m ethods o f a p p ly in g  those p rin c ip le s  
th a t m a te ria lly  a ffe c t th e  d e te rm in a tio n  o f fin a n c ia l p o s itio n , 
changes in  fin a n c ia l p o s itio n , o r re s u lts  o f ope ra tion s . In  
genera l, th e  d isc losu re  sh ou ld  encom pass im p o rta n t ju d g 
m ents as to  app rop ria teness o f p rin c ip le s  re la tin g  to  recog
n it io n  o f revenue and a llo c a tio n  o f asset costs to  c u rre n t 
and  fu tu re  p e rio d s ; in  p a rtic u la r, i t  sh o u ld  encom pass those  
a cco u n tin g  p rin c ip le s  and m ethods th a t in v o lv e  an y  o f th e  
fo llo w in g :

a. A  se lection  fro m  e x is tin g  acceptab le  a lte rn a tiv e s ;

b. P rin c ip le s  and m ethods p e c u lia r to  th e  in d u s try  in  
w h ic h  the  re p o rtin g  e n tity  operates, even i f  such  
p rin c ip le s  and m ethods a re  p re d o m in a n tly  fo llo w e d  
in  th a t in d u s try ;

c. U n u su a l o r in n o v a tiv e  a p p lic a tio n s  o f g e n e ra lly  ac
cepted a cco u n tin g  p rin c ip le s  (and , as a p p lica b le , o f 
p rin c ip le s  and  m ethods p e c u lia r to  th e  in d u s try  in  
w h ic h  th e  re p o rtin g  e n tity  o pe ra tes). *

2The Board recognizes also that i t  may be appropriate to omit dis
closure of accounting policies in some other circumstances; fo r example, 
from financial statements restricted to internal use only (see A U  section 
516.05-.06) and from certain special reports in which incomplete or no 
financial presentations are made (A U  section 621).
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.13 E xam p les  o f d isc losu res b y  a business e n tity  com 
m o n ly  re q u ire d  w ith  respect to  a cco u n tin g  p o lic ie s  w o u ld  
in c lu d e , am ong o the rs , those re la tin g  to  basis o f co nso lida 
tio n , d e p re c ia tio n  m ethods, a m o rtiz a tio n  o f in ta n g ib le s , 
in v e n to ry  p r ic in g , re c o g n itio n  o f p ro fit on lo n g -te rm  con
s tru c tio n -ty p e  co n tra c ts , and  re c o g n itio n  o f revenue fro m  
fra n c h is in g  and le a s in g  ope ra tion s . T h is  lis t  o f exam ples is  
n o t a ll-in c lu s iv e . [A s  am ended, e ffe c tiv e  fo r  fis ca l years  
b e g in n in g  on o r a fte r  J a n u a ry  1, 1975, b y  F A S B  S ta tem ent 
N o. 2 .] (See section  4211.) [A s  am ended, e ffe c tive  fo r  fis ca l 
yea rs b e g in n in g  on o r a fte r  J a n u a ry  1 ,  1976, b y  F A S B  S ta te 
m en t N o. 8 .] (See section  1083.)

.1 4  F in a n c ia l s ta tem en t d isc losu re  o f a cco u n tin g  p o li
cies sh ou ld  n o t d u p lic a te  d e ta ils  (e. g ., co m p o s itio n  o f in 
ve n to rie s  o r o f p la n t assets) p resen ted  elsew here as p a r t 
o f the  fin a n c ia l sta tem ents. In  some cases, th e  d isc losu re  
o f a cco u n tin g  p o lic ie s  sho u ld  re fe r to  re la te d  d e ta ils  p re 
sented e lsew here as p a r t o f the  fin a n c ia l s ta tem en ts ; fo r  
exam ple , changes in  a cco u n tin g  p o lic ie s  d u rin g  th e  p e rio d  
sh o u ld  be described  w ith  cross-re fe rence to  th e  d isc losu re  
re q u ire d  b y  section  1051, Accounting Changes, o f th e  c u r
re n t e ffe c t o f th e  change and  o f the  p ro  fo rm a  e ffe c t o f 
re tro a c tiv e  a p p lic a tio n .

Format
.15 T h e  B o a rd  recogn izes th e  need fo r  f le x ib ility  in  

m a tte rs  o f fo rm a t ( in c lu d in g  the  lo c a tio n ) o f d isc losu re  o f 
a cco u n tin g  p o lic ie s  p ro v id e d  th a t th e  re p o rtin g  e n tity  id e n 
tifie s  and describes its  s ig n ific a n t a cco u n tin g  p o lic ie s  as an  
in te g ra l p a r t o f its  fin a n c ia l s ta tem en ts  in  accordance w ith  
th e  fo re g o in g  gu ides in  th is  section . T he  B o a rd  be lieves  
th a t th e  d isc lo su re  is  p a r tic u la r ly  u se fu l i f  g ive n  in  a sepa
ra te  Summary of Significant Accounting Policies p re ce d in g  
th e  notes to  fin a n c ia l s ta tem en ts  o r as th e  in it ia l no te . A c 
c o rd in g ly , i t  expresses its  p re fe rence  fo r  th a t fo rm a t und e r 
th e  same o r a  s im ila r  t it le .

EFFECTIVE DATE
.16  T h is  section  s h a ll be e ffe c tive  fo r  fis c a l yea rs  be

g in n in g  a fte r  D ecem ber 31, 1971. T h e  B o a rd , how ever, en
courages e a rlie r a p p lic a tio n  o f th e  p ro v is io n s  o f th is  section .

  T he  n e x t page is  8181. 
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Consolidated Financial 
Statements
[Source: ARB 43 , Chap. 1A, Par. 3; ARB 51, as amended.]

Issue date, unless 
otherwise indicated: 
August, 1959

.01 E a rn e d  su rp lu s  o f a s u b s id ia ry  com pany crea ted  
p r io r  to  a c q u is itio n  does n o t fo rm  a  p a r t o f th e  conso lida ted  
earned su rp lu s  o f th e  p a re n t com pany and  s u b s id ia rie s ; 
n o r can a n y  d iv id e n d  d e c la red  o u t o f such su rp lu s  p ro p e rly  
be c re d ite d  to  th e  incom e accoun t o f th e  p a re n t com pany.1

PURPOSE OF CONSOLIDATED STATEMENTS
.02 The purpose o f conso lida ted  sta tem ents is  to  

p resen t, p r im a r ily  fo r  th e  b e n e fit o f th e  shareho lde rs and  
c re d ito rs  o f th e  p a re n t com pany, th e  re s u lts  o f o p e ra tio n s  
and  th e  fin a n c ia l p o s itio n  o f a p a re n t com pany and its  
su b s id ia rie s  e sse n tia lly  as i f  the  g ro u p  w ere a s in g le  com 
p a n y  w ith  one o r m ore b ranches o r d iv is io n s . T he re  is  a 
p re su m p tio n  th a t conso lida ted  sta tem ents are m ore m ean
in g fu l th a n  separate sta tem ents and th a t th e y  a re  u s u a lly  
necessary fo r  a fa ir  p re se n ta tio n  w hen  one o f the  com panies  
in  th e  g ro u p  d ire c tly  o r in d ire c tly  has a c o n tro llin g  fin a n c ia l 
in te re s t in  the  o th e r com panies.

CONSOLIDATION POLICY
.03 T he  u su a l c o n d itio n  fo r  a c o n tro llin g  fin a n c ia l 

in te re s t is  o w n e rsh ip  o f a m a jo r ity  v o tin g  in te re s t, and, 
th e re fo re , as a gene ra l ru le  ow ne rsh ip  b y  one com pany, 
d ire c tly  o r in d ire c tly , o f o ve r f i f t y  p e r cen t o f th e  o u t
s ta n d in g  v o tin g  shares o f a n o th e r com pany is  a c o n d itio n  
p o in tin g  to w a rd  co n so lid a tio n . H ow eve r, th e re  are ex
cep tions  to  th is  gene ra l ru le . F o r exam ple , a s u b s id ia ry  
shou ld  n o t be co n so lid a te d  w here  c o n tro l is  lik e ly  to  be 
te m p o ra ry , o r w here  i t  does n o t re s t w ith  the  m a jo r ity  
ow ners (as, fo r  in s tance , w here  the  s u b s id ia ry  is  in  le g a l

1 T h e  above ru le  was adopted b y  the m em bersh ip  o f the  In s t itu te  in  
1934. I t  had been recom m ended in  1932 to  the  N e w  Y o r k  S tock  E xchange  
b y  the  In s t itu te ’s com m ittee  on coopera tion  w ith  s tock exchanges.

AC Section 2051
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re o rg a n iz a tio n  o r in  b a n k ru p tc y ). T he re  m ay a lso be 
s itu a tio n s  w here  th e  m in o r ity  in te re s t in  the  s u b s id ia ry  is  
so la rg e , in  re la tio n  to  the  e q u ity  o f th e  shareho lde rs  o f the  
p a re n t in  th e  conso lida ted  n e t assets, th a t the  p re se n ta tio n  
o f separa te  fin a n c ia l s ta tem ents  fo r  th e  tw o  com panies 
w o u ld  be m ore m e a n in g fu l and u se fu l. H ow eve r, th e  fa c t 
th a t the  s u b s id ia ry  has a re la tiv e ly  la rg e  indebtedness to  
bondh o lde rs  o r o the rs  is  n o t in  its e lf a v a lid  a rg u m e n t fo r  
e xc lu s io n  o f th e  s u b s id ia ry  fro m  co n so lid a tio n . (A ls o , see 
section  1081 fo r  the  tre a tm e n t o f fo re ig n  su b s id ia rie s .)

.04 In  d e c id in g  upon  c o n so lid a tio n  p o lic y , the  a im  
shou ld  be to  m ake th e  fin a n c ia l p re se n ta tio n  w h ic h  is  m ost 
m e a n in g fu l in  the  c ircum stances. The re a d e r shou ld  be 
g iv e n  in fo rm a tio n  w h ic h  is  su ita b le  to  h is  needs, b u t he 
shou ld  n o t be burdened w ith  unnecessary d e ta il. T hus, 
even th o u g h  a g ro u p  o f com panies is  heterogeneous in  
ch a ra c te r, i t  m ay be b e tte r to  m ake a fu ll co n so lid a tio n  
th a n  to  p resen t a la rg e  num b e r o f separa te  sta tem ents. On 
th e  o th e r hand, separate s ta tem ents  o r com bined s ta tem ents  
w o u ld  be p re fe ra b le  fo r  a s u b s id ia ry  o r g ro u p  o f subs id 
ia rie s  i f  th e  p re se n ta tio n  o f fin a n c ia l in fo rm a tio n  concern
in g  th e  p a r tic u la r  a c tiv itie s  o f such su b s id ia rie s  w o u ld  
be m ore in fo rm a tiv e  to  sha reho lde rs and c re d ito rs  o f the  
p a re n t com pany th a n  w o u ld  th e  in c lu s io n  o f such subs id 
ia rie s  in  the  co n so lid a tio n . F o r exam ple , separa te  s ta te 
m ents m ay be re q u ire d  fo r  a s u b s id ia ry  w h ic h  is  a b a n k  
o r an insu rance  com pany and m ay be p re fe ra b le  fo r  a f i 
nance com pany w here  th e  p a re n t and th e  o th e r su b s id ia rie s  
are engaged in  m a n u fa c tu rin g  ope ra tion s .

.05 A  d iffe re n ce  in  fis c a l p e rio d s  o f a p a re n t and a 
s u b s id ia ry  does n o t o f its e lf ju s t ify  th e  e xc lu s io n  o f th e  
s u b s id ia ry  fro m  co n so lid a tio n . I t  o rd in a r ily  is  fe a s ib le  
fo r  th e  s u b s id ia ry  to  p repa re , fo r  co n so lid a tio n  purposes, 
sta tem ents fo r  a p e rio d  w h ic h  corresponds w ith  o r c lose ly  
approaches th e  fis ca l p e rio d  o f th e  p a re n t. H ow eve r, 
w here  th e  d iffe re n ce  is  n o t m ore th a n  a b o u t th re e  m onths, 
i t  u s u a lly  is  acceptab le  to  use, fo r  c o n so lid a tio n  purposes, 
th e  s u b s id ia ry ’s s ta tem ents fo r  its  fis c a l p e rio d ; w hen th is  
is  done, re c o g n itio n  shou ld  be g ive n  b y  d isc losu re  o r o th e r
w ise  to  th e  e ffe c t o f in te rv e n in g  events w h ic h  m a te ria lly  
a ffe c t the  fin a n c ia l p o s itio n  o r re s u lts  o f o p e ra tio n s .

AC § 2051.04 C o p yrig h t ©  1975, A m erican  In s t itu te  o f C ertified  P u b lic  Accountants, In c .
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.06 C onso lida ted  sta tem en ts  sh ou ld  d isc lose  th e  con
s o lid a tio n  p o lic y  w h ic h  is  b e in g  fo llo w e d . In  m ost cases 
th is  can be m ade a p p a re n t b y  the  head ings o r o th e r in 
fo rm a tio n  in  th e  sta tem ents, b u t in  o th e r cases a fo o tn o te  
is  re q u ire d .

CONSOLIDATION PROCEDURE GENERALLY
.07 In  th e  p re p a ra tio n  o f co n so lid a te d  sta tem ents, 

in te rco m p a n y  balances and tra n sa c tio n s  sho u ld  be e lim 
in a te d . T h is  in c lu d e s  in te rco m p a n y  open accoun t balances, 
s e c u rity  h o ld in g s , sales and purchases, in te re s t, d iv id e n d s , 
etc. A s  conso lida ted  sta tem en ts  a re  based on th e  assum p
tio n  th a t th e y  rep re se n t th e  fin a n c ia l p o s itio n  and o p e ra tin g  
re s u lts  o f a s in g le  business e n te rp rise , such sta tem ents  
sh ou ld  n o t in c lu d e  g a in  o r loss on tra n sa c tio n s  am ong th e  
com panies in  th e  g roup . A c c o rd in g ly , an y  in te rco m p a n y  
p ro fit o r loss on assets re m a in in g  w ith in  th e  g ro u p  shou ld  
be e lim in a te d ; th e  concept u s u a lly  a p p lie d  fo r  th is  purpose  
is  g ross p ro fit  o r loss. (See a lso p a ra g ra p h  .16.) H ow ever, 
in  a re g u la te d  in d u s try  w here  a p a re n t o r s u b s id ia ry  
m a n u fa c tu re s  o r co n s tru c ts  fa c ilit ie s  fo r  o th e r com panies  
in  th e  conso lida ted  g ro u p , the  fo re g o in g  is  n o t in te n d e d  to  
re q u ire  the  e lim in a tio n  o f in te rco m p a n y  p ro fit to  the  e x te n t 
th a t such p ro fit is  s u b s ta n tia lly  e q u iv a le n t to  a reasonab le  
re tu rn  on in ve s tm e n t o rd in a r ily  c a p ita liz e d  in  accordance  
w ith  th e  es tab lishe d  p ra c tic e  o f th e  in d u s try .

ELIMINATION OF INTERCOMPANY INVESTMENTS 2
.08 The earned su rp lu s  o r d e fic it o f a  p u rc h a s e d 3 

s u b s id ia ry  a t th e  da te  o f a c q u is itio n  b y  the  p a re n t shou ld  
n o t be in c lu d e d  in  conso lida ted  earned su rp lu s .

.09 W hen  one com pany purchases tw o  o r m ore b locks  
o f s tock  o f a n o th e r com pany a t v a rio u s  dates and e v e n tu a lly  
o b ta in s  c o n tro l o f th e  o th e r com pany, th e  da te  o f a c q u is itio n  
( fo r  th e  purpose o f p re p a rin g  con so lid a te d  s ta tem en ts) 
depends on th e  c ircum stances. I f  tw o  o r m ore purchases  
a re  m ade o ve r a p e rio d  o f tim e , th e  earned su rp lu s  o f th e  
s u b s id ia ry  a t a c q u is itio n  sh ou ld  g e n e ra lly  be d e te rm in e d  on  
a s tep -by-s tep  b a s is ; how ever, i f  sm a ll purchases a re  m ade

2 A s  amended, e ffective  fo r  fisca l periods be g in n ing  a fte r  O c to b e r 31, 
1970, b y  A P B  O p in io n  N o . 16.

3 See section 1091 fo r  the d iffe rence  in  tre a tm e n t between a purchase  
and a p o o lin g  o f in terests.

AICPA Professional Standards AC § 2051.09



8184 Financial Statement Presentation
o ve r a  p e rio d  o f tim e  and th e n  a  pu rchase  is  m ade w h ic h  
re s u lts  in  c o n tro l, th e  da te  o f th e  la te s t purchase, as a  
m a tte r o f convenience, m ay be conside red  as th e  da te  o f 
a c q u is itio n . T h u s  th e re  w o u ld  g e n e ra lly  be in c lu d e d  in  
co n so lid a te d  incom e fo r  th e  y e a r in  w h ic h  c o n tro l is  ob
ta in e d  th e  p o s ta c q u is itio n  incom e fo r  th a t ye a r, and  in  
co n so lid a te d  earned su rp lu s  th e  p o s ta c q u is itio n  incom e o f 
p r io r  years , a ttr ib u ta b le  to  each b lo c k  p re v io u s ly  a cq u ire d . 
F o r exam ple , i f  a 45%  in te re s t w as a cq u ire d  on O ctobe r 1, 
1957 and  a  fu r th e r  30%  in te re s t w as a cq u ire d  on A p r il 1, 
1958, i t  w o u ld  be a p p ro p ria te  to  in c lu d e  in  conso lida ted  
incom e fo r  th e  ye a r ended D ecem ber 31, 1958, 45%  o f the  
ea rn in g s  o f th e  s u b s id ia ry  fo r  th e  th re e  m on ths ended  
M a rch  31, and 75%  o f th e  e a rn in g s  fo r  th e  n in e  m on ths  
ended D ecem ber 31, and to  c re d it conso lida ted  earned  
su rp lu s  in  1958 w ith  45%  o f th e  u n d is tr ib u te d  e a rn in g s  o f 
th e  s u b s id ia ry  fo r  th e  th re e  m on ths ended D ecem ber 31, 
1957.

.10 W h e n  a  s u b s id ia ry  is  pu rchased  d u rin g  th e  ye a r, 
th e re  are  a lte rn a tiv e  w ays o f d e a lin g  w ith  th e  re s u lts  o f 
its  o p e ra tio n s  in  th e  con so lid a te d  incom e s ta tem en t. One 
m ethod , w h ic h  u s u a lly  is  p re fe ra b le , e sp e c ia lly  w here  th e re  
are  severa l da tes o f a c q u is itio n  o f b lo cks  o f shares, is  to  
in c lu d e  th e  s u b s id ia ry  in  th e  c o n so lid a tio n  as th o u g h  i t  
h a d  been a cq u ire d  a t th e  b e g in n in g  o f th e  ye a r, and  to  
d e d u c t a t th e  b o tto m  o f th e  co n so lid a te d  incom e sta tem en t 
th e  p re a c q u is itio n  e a rn in g s  a p p lica b le  to  each b lo c k  o f 
stock . T h is  m ethod  p resen ts  re s u lts  w h ic h  are m ore in d ic a 
tiv e  o f th e  c u rre n t s ta tu s  o f th e  g ro u p , and  fa c ilita te s  fu tu re  
com parison  w ith  subsequent yea rs . A n o th e r m e thod  o f 
p ro ra tin g  incom e is  to  in c lu d e  in  th e  conso lida ted  s ta te m e n t 
o n ly  th e  s u b s id ia ry ’s revenue and  expenses subsequent to  
th e  d a te  o f a c q u is itio n .

.11 W h e re  th e  in ve s tm e n t in  a s u b s id ia ry  is  d isposed  
o f d u rin g  th e  ye a r, i t  m ay be p re fe ra b le  to  o m it th e  d e ta ils  
o f o p e ra tio n s  o f th e  s u b s id ia ry  fro m  th e  con so lid a te d  in 
com e s ta tem en t, and to  show  th e  e q u ity  o f th e  p a re n t in  
th e  e a rn in g s  o f th e  s u b s id ia ry  p r io r  to  d isp o sa l as a  sep
a ra te  ite m  in  th e  s ta tem en t.

.12 S hares o f th e  p a re n t h e ld  b y  a s u b s id ia ry  shou ld  
n o t be tre a te d  as o u ts ta n d in g  s tock  in  th e  conso lida ted  
balance sheet.
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MINORITY INTERESTS

.13 T he  a m o u n t o f in te rc o m p a n y  p ro fit o r loss to  be 
e lim in a te d  in  accordance w ith  p a ra g ra p h  .07 is  n o t a ffe c te d  
b y  th e  existence  o f a m in o r ity  in te re s t. T he  com ple te  
e lim in a tio n  o f th e  in te rc o m p a n y  p ro f it  o r loss is  co n s is te n t 
w ith  th e  u n d e rly in g  a ssu m p tio n  th a t co n so lid a te d  s ta te 
m ents re p re se n t th e  fin a n c ia l p o s itio n  and o p e ra tin g  re s u lts  
o f a s in g le  business e n te rp rise . T h e  e lim in a tio n  o f th e  
in te rc o m p a n y  p ro fit  o r loss m ay be a llo ca te d  p ro p o rtio n 
a te ly  be tw een th e  m a jo r ity  and  m in o r ity  in te re s ts .

.14 In  th e  u n u su a l case in  w h ic h  losses a p p lica b le  to  
th e  m in o r ity  in te re s t in  a s u b s id ia ry  exceed th e  m in o r ity  
in te re s t in  th e  e q u ity  c a p ita l o f th e  s u b s id ia ry , such excess 
and  a n y  fu r th e r  losses a p p lica b le  to  th e  m in o r ity  in te re s t 
sh o u ld  be charged  a g a in s t th e  m a jo r ity  in te re s t, as th e re  
is  no  o b lig a tio n  o f th e  m in o r ity  in te re s t to  m ake good such  
losses. H ow eve r, i f  fu tu re  e a rn in g s  do  m a te ria liz e , th e  
m a jo r ity  in te re s t sh o u ld  be c re d ite d  to  th e  e x te n t o f such  
losses p re v io u s ly  absorbed.

INCOME TAXES

[.1 5 ] [S uperseded, e ffe c tiv e  fo r  fis c a l p e rio d s  beg in 
n in g  a fte r  D ecem ber 31, 1971 b y  A P B  O p in io n  N o. 23 .] 
(See section  4095.)

.16 I f  incom e ta xe s  have been p a id  on in te rco m p a n y  
p ro fits  on assets re m a in in g  w ith in  th e  g ro u p , such taxes  
sh o u ld  be d e fe rre d . [A s  am ended, e ffe c tiv e  fo r  fis c a l p e rio d s  
b e g in n in g  a fte r  D ecem ber 3 1 , 1967, b y  A P B  O p in io n  N o. 11 .]

STOCK DIVIDENDS OF SUBSIDIARIES

.17 O cca s io n a lly , s u b s id ia ry  com panies c a p ita liz e  
earned su rp lu s  a r is in g  since a c q u is itio n , b y  m eans o f a  s to ck  
d iv id e n d  o r o th e rw ise . T h is  does n o t re q u ire  a  tra n s fe r  
to  c a p ita l s u rp lu s  on c o n so lid a tio n , inasm uch  as th e  re 
ta in e d  e a rn in g s  in  th e  co n so lid a te d  fin a n c ia l s ta tem en ts  
sh ou ld  re fle c t th e  accum u la ted  e a rn in g s  o f th e  conso lida ted  
g ro u p  n o t d is tr ib u te d  to  th e  sha reho ld e rs  o f, o r c a p ita liz e d  
b y , th e  p a re n t com pany.

A IC P A  Professional Standards AC § 2051.17
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UNCONSOLIDATED SUBSIDIARIES IN 
CONSOLIDATED STATEMENTS

.18 T h e  e q u ity  m ethod  described  in  sec tio n  5131 
sh o u ld  be used fo r  a ll su b s id ia rie s  w h ic h  are  n o t co n so li
da ted  un less the  lim ita tio n s  described  a t 2051.03 and a t 
1081.08 a p p ly . W hen  these lim ita tio n s  a p p ly , th e  in v e s t
m en t in  a  s u b s id ia ry  shou ld  be c a rrie d  a t cost. U n d e r the  
cost m e thod , d iv id e n d s  rece ived  fro m  a  s u b s id ia ry  o u t o f 
its  n e t e a rn in g s  accum u la ted  subsequent to  th e  da te  o f in 
ve s tm e n t a re  recogn ized  as incom e and d iv id e n d s  in  excess 
o f e a rn in g s  subsequent to  th e  da te  o f in v e s tm e n t a re  red u c
tio n s  o f cost o f th e  in v e s tm e n t P ro v is io n  shou ld  be m ade  
fo r  a n y  m a te ria l im p a irm e n t o f th e  in ve s tm e n t, such as 
th ro u g h  losses susta ined  b y  th e  s u b s id ia rie s , un less i t  is  
deem ed to  be te m p o ra ry .* W hen  th e  cost m e thod  is  fo llo w e d , 
th e  co n so lid a te d  sta tem ents shou ld  d isc lose , b y  fo o tn o te  o r 
o th e rw ise , th e  cost o f th e  in ve s tm e n t in  th e  u n co n so lid a te d  
su b s id ia rie s , th e  e q u ity  o f th e  co n so lid a te d  g ro u p  o f com 
pan ies in  th e ir  n e t assets, the  d iv id e n d s  re ce ived  fro m  them  
in  th e  c u rre n t p e rio d , and  th e  e q u ity  o f th e  con so lid a te d  
g ro u p  in  th e ir  ea rn in g s  fo r  th e  p e rio d ; th is  in fo rm a tio n  m ay  
be g iv e n  in  to ta l o r b y  in d iv id u a l s u b s id ia rie s  o r g ro u p s  o f 
su b s id ia rie s . [A s  am ended, e ffe c tiv e  fo r  fis c a l p e rio d s  be
g in n in g  a fte r  D ecem ber 31, 1971 b y  A P B  O p in io n  N o. 18 .]

.19 W h e n  th e  cost m e thod  o f d e a lin g  w ith  u n co n so li
da te d  su b s id ia rie s  is  fo llo w e d , i f  th e re  is  a  d iffe re n c e  be
tw een  th e  cost o f th e  in ve s tm e n t and  th e  e q u ity  in  n e t assets 
a t th e  d a te  o f a c q u is itio n , a p p ro p ria te  re c o g n itio n  sh ou ld  be 
g iv e n  to  th e  p o s s ib ility  th a t, had  th e  s u b s id ia rie s  been con
so lid a te d , p a r t o f such d iffe re n ce  w o u ld  have  been re fle c te d  
in  a d ju s te d  d e p re c ia tio n  o r a m o rtiz a tio n . A ls o , a p p ro p ria te  
re c o g n itio n  shou ld  be g iv e n  to  th e  n ecess ity  fo r  an  a d ju s t-

*  M od ified  b y  section 5132, A c c o u n t in g  f o r  C e r ta in  M a rk e ta b le  S e c u r it ie s .
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m en t fo r  in te rco m p a n y  ga ins o r losses on tra n s a c tio n s  w ith  
unconso lid a te d  su b s id ia rie s . I t  is  n o t necessary to  e lim in a te  
th e  in te rco m p a n y  g a in  on sales to  such su b s id ia rie s , i f  the  
g a in  on the  sales does n o t exceed th e  un reco rde d  e q u ity  in  
u n d is trib u te d  e a rn in g s  o f th e  unconso lid a te d  su b s id ia rie s . 
I f  such g a in  is  m a te ria l, i t  shou ld  be a p p ro p ria te ly  d is 
closed. W here  th e  sales are m ade b y  the  u nconso lida ted  
su b s id ia rie s  to  com panies in c lu d e d  in  th e  conso lida ted  
g ro u p , th e  in te rco m p a n y  ga in s  o r losses shou ld  be e lim 
in a te d  in  a r r iv in g  a t the  am oun t o f th e  e q u ity  in  th e  u n d is 
tr ib u te d  ea rn ings o f the  u n co n so lid a te d  su b s id ia rie s  w h ic h  
w ill be d isc losed in  a fo o tn o te  o r o th e rw ise . (See p a ra g ra p h  
.18.) [A s  am ended, e ffe c tive  fo r  fis ca l p e rio d s  b e g in n in g  
a fte r D ecem ber 31, 1971 b y  A P B  O p in io n  N o. 18.]

.20 W here  th e  u nconso lida ted  su b s id ia rie s  c a rrie d  a t 
cost are, in  th e  aggrega te , m a te ria l in  re la tio n  to  th e  con
so lid a te d  fin a n c ia l p o s itio n  o r o p e ra tin g  re su lts , sum m arized  
in fo rm a tio n  as to  th e ir  assets, lia b ilit ie s  and o p e ra tin g  re 
su lts  shou ld  be g iv e n  in  th e  fo o tn o te s  o r separate sta tem ents  
shou ld  be p resented  fo r  such su b s id ia rie s , e ith e r in d iv id u 
a lly  o r in  g roups, as a p p ro p ria te . [A s  am ended, e ffe c tive  
fo r  fis ca l pe rio d s  b e g in n in g  a fte r  D ecem ber 31, 1971 by  
A P B  O p in io n  N o. 18.]

COMBINED STATEMENTS

.21 To ju s t ify  the  p re p a ra tio n  o f conso lida ted  s ta te 
m ents, the  c o n tro llin g  fin a n c ia l in te re s t shou ld  re s t d ire c tly  
o r in d ire c tly  in  one o f th e  com panies in c lu d e d  in  the  
co n so lid a tio n . T h e re  a re  c ircum stances, how ever, w here  
com bined fin a n c ia l s ta tem ents (as d is tin g u is h e d  fro m  con
so lid a te d  sta tem en ts) o f com m on ly c o n tro lle d  com panies  
are lik e ly  to  be m ore m e a n in g fu l th a n  th e ir  separate s ta te 
m ents. F o r exam ple, com bined fin a n c ia l sta tem ents w o u ld  
be u se fu l w here  one in d iv id u a l ow ns a c o n tro llin g  in te re s t 
in  severa l co rp o ra tio n s  w h ic h  are re la te d  in  th e ir  opera
tio n s . C om bined sta tem ents w o u ld  also be used to  p resen t 
th e  fin a n c ia l p o s itio n  and th e  re s u lts  o f o p e ra tio n s  o f a 
g ro u p  o f unconso lid a te d  su b s id ia rie s . T h e y  m ig h t a lso be 
used to  com bine th e  fin a n c ia l s ta tem ents  o f com panies 
u n d e r com m on m anagem ent.

AICPA Professional Standards AC § 2051.21
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.22 W h e re  com bined sta tem en ts  a re  p re p a re d  fo r  a 

g ro u p  o f re la te d  com panies, such as a  g ro u p  o f uncon
so lid a te d  su b s id ia rie s  o r a g ro u p  o f com m on ly c o n tro lle d  
com panies, in te rco m p a n y  tra n sa c tio n s  and p ro fits  o r losses 
shou ld  be e lim in a te d , and  i f  th e re  are  p rob lem s in  connec
tio n  w ith  such m a tte rs  as m in o r ity  in te re s ts , fo re ig n  
o p e ra tio n s , d iffe re n t fis c a l p e rio d s , o r incom e taxes, th e y  
sh o u ld  be tre a te d  in  th e  same m anner as in  conso lida ted  
sta tem ents.

PARENT-COMPANY STATEMENTS
.23 In  some cases pa re n t-co m p a n y  s ta tem ents  m ay be 

needed, in  a d d itio n  to  conso lida ted  s ta tem ents, to  in d ic a te  
ade q u a te ly  th e  p o s itio n  o f bondh o lde rs  and o th e r c re d ito rs  
o r p re fe rre d  s tockh o ld e rs  o f th e  p a re n t. C o n so lid a tin g  
sta tem ents, in  w h ic h  one co lum n  is  used fo r  th e  p a re n t 
com pany and  o th e r co lum ns fo r  p a r tic u la r  su b s id ia rie s  o r 
g roups o f su b s id ia rie s , o fte n  a re  an e ffe c tive  m eans o f 
p re se n tin g  th e  p e rtin e n t in fo rm a tio n .

  T he  n e x t page is  8215.  
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AC Section 2062

Accounting and Reporting by 
Development Stage Enterprises
[Source: FASB Statement No. 7 .]

June 1975

INTRODUCTION

.01 This Statement specifies the guidelines fo r identify ing an 
enterprise in the development stage and the standards o f 
financial accounting and reporting applicable to  such an 
enterprise. The transition requirements o f this Statement are 
also applicable to  certain established operating enterprises.1

.02 Some development stage enterprises have adopted special 
financial accounting and reporting practices, including special 
forms o f financial statement presentation or types o f 
disclosure, that are d ifferent from  those used by established 
operating enterprises. Some o f the special practices have 
resulted from  applying regulations o f the Securities and 
Exchange Commission; other practices appear simply to  have 
evolved. Special accounting practices have included (a) 
deferral o f all types o f costs w ithou t regard to  their 
recoverability, (b) nonassignment o f dollar amounts to  shares 
o f stock issued fo r consideration other than cash, and (c) 
offset o f revenue against deferred costs. Special reporting 
formats have included statements o f (a) assets and 
unrecovered preoperating costs, (b) liabilities, (c) capital 
shares, and (d) cash receipts and disbursements. Sometimes, a 
balance sheet or a statement o f operations is presented in 
conjunction w ith  one or more special formats. Other 
development stage enterprises issue financial statements like 
those o f established operating enterprises tha t present 
financial position, changes in financial position, and results o f 
operations in conform ity w ith  generally accepted accounting 
principles.

.03 No special standards o f financial accounting and reporting 
were established fo r development stage enterprises by the

1See paragraphs .14— .16.

AICPA Professional Standards AC § 2062.03
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AICPA Accounting Principles Board or its predecessor, the 
Committee on Accounting Procedure. In 1973, the AICPA 
Committee on Companies in the Development Stage issued 
an exposure draft o f a proposed A ud it Guide recommending 
special financial statements and accounting methods, but no 
action was taken on the exposure d ra ft and the matter was 
r e f e r r e d  t o  t h e  F A S B .  FASB Statement No. 2 [ s e c t io n  4 2 1 1 ] ,  

“ A c c o u n t in g  f o r  R e s e a rc h  a n d  D e v e lo p m e n t  C o s ts , ”  is s u e d  i n  O c 

to b e r  1 9 7 4 , h a s  b e e n  in t e r p r e te d  b y  th e  F A S B  to  a p p ly  t o  “ th e  

accounting fo r research and development costs o f 
development stage enterprises whose financial statements 
present financial position, changes in financial position, or 
results o f operations in conform ity w ith  generally accepted 
accounting principles.” 2 However, pending the issuance o f a 
Statement on the subject o f accounting and reporting by 
development stage enterprises, the FASB Interpretation 
stated that “ a development stage enterprise that issues 
financial statements that do no t purport to  present financial 
position, changes in financial position, or results o f 
operations in conform ity w ith  generally accepted accounting 
principles need no t apply Statement No. 2 in accounting fo r 
its research and development costs.” 3

.04 The standards o f financial accounting and reporting set 
fo rth  in  this Statement apply to  any separate financial 
statements o f a development stage subsidiary or other 
investee4 o f an established operating enterprise, as well as to 
the financial statements o f a separate development stage 
enterprise (or o f a group o f companies that, as a whole, is 
considered to  be in the development stage). Hereinafter, the 
term “ development stage enterprise”  is used to  include a 
development stage subsidiary or other investee that is issuing 
separate financial statements.

.05 This Statement applies to  development stage enterprises in 
all industries. This Statement applies to  development stage 
enterprises in regulated industries in accordance w ith  the
p r o v is io n s  o f  t h e  A d d e n d u m  t o  APB Opinion No. 2 [ s e c t io n  

6 0 1 1 ] ,  “ A c c o u n t in g  f o r  t h e  ‘ I n v e s t m e n t  C r e d i t . ’ ”  H o w e v e r ,  

p a r a g r a p h s  .1 1 — .1 2  o f  t h i s  S ta te m e n t ,  w h i c h  r e q u i r e  d is c lo s u re

2 F A S B  In te rp re ta tion  No. 5, “ A p p lica b ility  o f F A S B  Statement No. 2
to  D e ve lopm en t Stage E n te rp rise s ,”  par. 6 [section  4211-2.06].

3 Ib id ., par. 7 [section  4211-2.07].
4 T he  te rm s subsidiary and investee are defined in  pa rag raph  3 o f A P B  

O pinion N o. 18 [section 5131.03], “ T he  E q u ity  M e th o d  o f A cco u n tin g  fo r  
In ves tm en ts  in  C om m on S tock.”
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o f additional inform ation, apply to  development stage 
enterprises in regulated industries in all cases.

.0 6  T h i s  S t a t e m e n t  s u p e rs e d e s  FASB Interpretation No. 5 
[ s e c t io n  4 2 1 1 - 2 ] ,  “ A p p l i c a b i l i t y  o f  F A S B  S ta te m e n t  N o .  2  t o  

D e v e lo p m e n t  S ta g e  E n te r p r is e s . ”  I t  d o e s  n o t  s u p e rs e d e , a l t e r ,  o r  

a m e n d  a n y  o th e r  p re s e n t  r e q u ir e m e n t  in  a n  A c c o u n t i n g  R e s e a rc h  

Bulletin (ARB), Accounting Principles Board (APB) Opinion, 
or FASB Statement or Interpretation. Neither does this 
Statement change generally accepted accounting principles 
that are currently applicable to established operating 
enterprises but that are no t explic itly  stated in an ARB, APB 
Opinion, or FASB Statement o r Interpretation. For example, 
this Statement does no t change generally accepted 
accounting principles applicable to  (a) established operating 
enterprises generally in expanding their existing businesses,
(b) established operating enterprises in the extractive 
industries in their exploration and development activities, 
and (c) established operating enterprises in the real estate 
industry in developing their properties.

.07 Standards o f financial accounting and reporting fo r 
development stage enterprises are set forth  in paragraphs 
.0 8 — .1 6 . A p p e n d ix  B  s e ts  f o r t h  t h e  b a s is  f o r  t h e  B o a r d ’s 

conclusions, including alternatives considered and reasons fo r 
accepting some and rejecting others. Appendix A  provides 
background inform ation.

STANDARDS OF F IN A N C IA L ACCOUNTING AND REPORTING

Guidelines fo r Identify ing a Development Stage Enterprise

.08 For purposes o f this Statement, an enterprise shall be 
considered to be in the development stage i f  i t  is devoting 
substantially all o f its efforts to  establishing a new business 
and either o f the follow ing conditions exists:

a) Planned principal operations have not commenced.

b) Planned principal operations have commenced, but there 
has been no significant revenue therefrom.

.09 A  development stage enterprise w ill typically be devoting 
most o f its efforts to activities such as financial planning; 
raising capital; exploring fo r natural resources; developing

AICPA Professional Standards AC § 2062.09
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natural resources; research and development;5 establishing 
sources o f supply; acquiring property, plant, equipment, or 
other operating assets, such as mineral rights; recruiting and 
training personnel; developing markets; and starting up 
production.

Financial Accounting and Reporting

.10 Financial statements issued by a development stage 
enterprise shall present financial position, changes in financial 
position, and results o f operations in conform ity w ith  the 
generally accepted accounting principles that apply to 
established operating enterprises and shall include the 
a d d i t io n a l  in f o r m a t io n  r e q u i r e d  b y  p a r a g r a p h s  .1 1 — .1 2 . S p e c ia l  

accounting practices and reporting formats, such as those 
d e s c r ib e d  in  p a r a g r a p h  .0 2  o f  t h i s  S t a t e m e n t ,  t h a t  a re  b a s e d  o n  

a distinctive accounting fo r development stage enterprises are 
no longer acceptable. Generally accepted accounting 
principles that apply to established operating enterprises shall 
govern the recognition o f revenue by a development stage 
enterprise and shall determine whether a cost incurred by a 
development stage enterprise is to  be charged to  expense 
when incurred or is to  be capitalized or deferred. 
Accordingly, capitalization or deferral o f costs shall be 
subject to  the same assessment o f recoverability that would 
be applicable in an established operating enterprise. For a 
development stage subsidiary or other investee, the 
recoverability o f costs shall be assessed w ith in  the entity fo r 
which separate financial statements are being presented.

.11 In issuing the same basic financial statements as an 
established operating enterprise, a development stage 
e n te rp r is e  shall disclose therein certain additional 
inform ation. The basic financial statements to be presented6 
and the additional inform ation shall include the follow ing:

a) A  balance sheet, including any cumulative net losses 
reported w ith  a descriptive caption such as “ defic it

5 Research and development is defined in  pa ragraph  8 o f F A S B  State
ment No. 2 [section  4211.08], “ A c c o u n tin g  fo r  Research and D eve lopm en t 
Costs.”

6 U n d e r some circum stances, an established opera ting  en terp rise  m ay  
issue less than a fu l l  set o f financ ia l statem ents, fo r  example, o n ly  a 
balance sheet. T h is  S ta tem ent does no t prec lude  th a t p o ss ib ility  fo r  
deve lopm ent stage enterprises. A lso , d iffe ren t t it le s  o r fo rm a ts  used b y  
some established ope ra tin g  enterprises m ay be used p rov ided  th a t the  
prescribed in fo rm a tio n  is included.
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accumulated during the development stage”  in the 
stockholders’ equity section.

b) An income statement, showing amounts o f revenue and 
expenses fo r each period covered by the income 
statement and, in addition, cumulative amounts from  the 
enterprise’s inception.7

c) A  statement o f changes in financial position, showing the 
sources and uses o f financial resources fo r each period fo r 
which an income statement is presented8 and, in addition, 
cumulative amounts from  the enterprise’s inception.

d) A  statement o f stockholders’ equity, showing from  the 
enterprise’s inception:9

1) For each issuance, the date and number o f shares o f 
stock, warrants, rights, or other equity securities 
issued fo r cash and fo r other consideration.

2) For each issuance, the dollar amounts (per share or 
other equity un it and in tota l) assigned to the 
consideration received fo r shares o f stock, warrants, 
rights, or other equity securities. Dollar amounts 
shall be assigned to any noncash consideration 
received.

3) For each issuance involving noncash consideration, 
the nature o f the noncash consideration and the 
basis fo r assigning amounts.

.12 The financial statements shall be identified as those o f a 
development stage enterprise and shall include a description 
o f the nature o f the development stage activities in which the 
enterprise is engaged.

7 F o r a d o rm a n t en terp rise  th a t is reactiva ted to  undertake  deve lop
m en t stage ac tiv itie s , the d isc losure  o f cum u la tive  am ounts requ ired  by
th is  paragraph  shall be fro m  incep tion  o f the deve lopm ent stage.

8 S ub ject to  the exceptions described in  paragraphs 7 and 16 o f A P B  
Opinion No. 19 [sections 2021.07 and 2021.16], “ R epo rting  Changes in 
F inanc ia l P o s itio n .”

9 Separate issuances o f equ ity  securities w ith in  the same fiscal year 
fo r  the same type  o f considera tion  and fo r  th e  same am ount per equ ity  
u n it m ay be com bined in the sta tem ent o f s tockh o lde rs ’ equ ity . A p p ro 
p ria te  m o d ifica tio n  o f the s ta tem ent o f s to ckh o lde rs ’ equ ity  m ay be 
requ ired  fo r  (a) a com bined g roup  o f companies tha t, as a whole , is 
considered to  be in the  deve lopm ent stage and (b ) an un inco rpo ra ted  
deve lopm ent stage enterprise .
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.13 The financial statements fo r the firs t fiscal year in which 
an enterprise is no longer considered to  be in the 
development stage shall disclose that in p rio r years i t  had 
been in the development stage. I f  financial statements fo r 
p rio r years are presented fo r comparative purposes, the 
cumulative amounts and other additional disclosures required 
b y  p a r a g r a p h s  .1 1 — .1 2  n e e d  n o t  b e  s h o w n .

Effective Date and Transition

.14 This Statement shall be effective fo r fiscal periods 
beginning on or after January 1, 1976, although earlier 
application is encouraged. Thereafter, when financial 
statements, or financial summaries or other data derived 
therefrom, are presented fo r periods p rio r to  the effective 
date o f this Statement, they shall be restated, where 
necessary, to  conform to the provisions o f this Statement. 
Accordingly, any items that would have been accounted fo r 
d ifferently by a development stage enterprise i f  the 
p r o v is i o n s  o f  p a r a g r a p h  .1 0  h a d  t h e n  b e e n  a p p l ic a b le  s h a l l  b e  

accounted fo r by p rio r period adjustment (described in 
p a r a g r a p h s  18 a n d  2 6  o f  APB Opinion No. 9 [ s e c t io n s  2 0 1 0 .1 7  

a n d  2 0 1 0 .2 5 ] ,  “ R e p o r t i n g  t h e  R e s u l t s  o f  O p e r a t io n s ” ) .

.15 An established operating enterprise that during its 
development stage would have accounted fo r any items 
d i f f e r e n t l y  i f  t h e  p r o v is io n s  o f  p a r a g r a p h  .1 0  h a d  th e n  b e e n  

applicable shall account fo r those items by p rio r period 
adjustment. In some cases, those items w ill have been 
amortized or otherwise included in an income statement in 
periods p rio r to the effective date o f this Statement. 
Financial statements, or financial summaries or other data 
derived therefrom, fo r those periods shall be restated when 
they are included fo r comparative purposes w ith financial 
data fo r periods after the effective date o f this Statement.
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.16 The nature o f any adjustment or restatement resulting 
f r o m  a p p l ic a t io n  o f  p a r a g r a p h s  .14— .15 a n d ,  w h e r e  a p p r o p r ia te ,  

its effect on income before extraordinary items, net income, 
and related per share amounts shall be disclosed in the period 
o f change fo r all periods presented. Any related income tax 
effects shall be recognized and disclosed.

The provisions o f this Statement need 
not be applied to  immaterial items.

A IC P A  Professional Standards AC § 2062.16
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Appendix A

BACKGROUND INFORM ATION

.17 In A pril 1973, the FASB placed on its technical agenda a 
project on “ Accounting fo r Research and Development and 
Similar Costs.”  The scope o f the project also encompassed 
accounting and reporting by development stage enterprises, 
the subject o f this Statement.

.18 A task force o f sixteen persons from industry, 
government, public accounting, the financial community, and 
academe was appointed in July 1973 to  provide counsel to 
the Board in preparing a Discussion Memorandum analyzing 
issues related to the project.

.19 The FASB did not undertake a major research e ffo rt in 
connection w ith  the project but rather relied prim arily on 
published research studies and articles that are cited in the 
Discussion Memorandum. Especially im portant in this 
regard was Accounting fo r Companies in the Development 
Stage, an exposure draft o f an A ud it Guide originally issued 
fo r comment in 1973 by the Committee on Companies in the 
Development Stage o f the American Institute o f Certified 
Public Accountants.

.20 The Discussion Memorandum was issued by the Board 
on December 28, 1973, and a public hearing on the subject 
was held on March 15, 1974. Seventy-four position papers, 
letters o f comment, and outlines o f oral presentations were 
received by the Board in response to  the Discussion 
Memorandum. Thirty-nine o f those responses included 
recommendations about development stage enterprises. 
Fourteen oral presentations were made at the public hearing.

.21 In the course o f its deliberations follow ing the hearing, 
the Board concluded that accounting and reporting by 
development stage enterprises should be addressed in a 
separate Statement o f Financial Accounting Standards. An 
Exposure D raft o f a proposed Statement on “ Accounting and 
Reporting by Development Stage Companies, Subsidiaries, 
Divisions and Other Components”  was issued on July 19, 
1974. The Board received 138 letters o f comment on the 
Exposure Draft. In November 1974, the Board announced 
that “ because o f questions raised in many o f the comment
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letters received during exposure o f the proposed Statement 
on development stage companies, the Standards Board is 
continuing its consideration o f that subject and a final 
Statement is not expected to  be issued before A pril or May 
o f 1975.” 10

Appendix B

BASIS FOR CONCLUSIONS

.22 This Appendix discusses factors deemed significant by 
members o f the Board in reaching the conclusions in  this 
Statement, including various alternatives considered and 
reasons fo r accepting some and rejecting others.

SCOPE OF THIS STATEMENT

.23 As indicated by the title , the Exposure Draft, 
“ Accounting  and Reporting by Development Stage 
Companies, Subsidiaries, Divisions and Other Components,”  
exp lic itly  encompassed a development stage subsidiary, 
division, or other component o f an established operating 
enterprise as well as a separate development stage enterprise. 
A  number o f respondents to  the Exposure D raft interpreted 
the inclusion o f subsidiaries, divisions, or other components 
o f an established operating enterprise to  mean that new 
financial accounting standards were being proposed fo r the 
costs incurred by established operating enterprises in 
expanding the ir existing businesses. Those respondents 
suggested that any changes called fo r by the proposed new 
standards in that regard were unclear. They further suggested 
that the proposed new standards fo r financial statement 
presentation and disclosure were inapplicable to  components 
o f established operating enterprises except as they might 
apply to separate financial statements occasionally issued by 
subsidiaries in the development stage.

.24 In addition to  accounting fo r research and development 
costs and accounting fo r development stage enterprises, the 
Discussion Memorandum comprehended accounting fo r 
start-up costs and other costs tha t are similar to  research and

10 F A S B  Status Report, N o. 19, N ovem ber 16, 1974.
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development costs in the sense that they share certain 
distinguishing characteristics.11 In issuing the Exposure 
Draft, however, the Board did no t intend to propose new 
financial accounting standards fo r start-up costs and those 
other “ similar costs”  incurred by established operating 
enterprises. To eliminate that possible source o f confusion 
and to  deal more directly w ith  the financial accounting and 
reporting matters affecting development stage enterprises, the 
scope o f this Statement is restricted to  the financial 
statements o f a development stage enterprise (or o f a group 
o f companies that, as a whole, is considered to  be in  the 
development stage) and to any separate financial statements 
o f a development stage subsidiary or other investee o f an 
e s ta b l is h e d  o p e r a t in g  e n t e r p r is e  ( s e e  p a r a g r a p h  .0 4 ) .

Development Stage Enterprises in the Extractive Industries

.25 A  number o f respondents to  the Exposure D raft 
questioned the application o f this Statement to  development 
s ta g e  e n te r p r is e s  in  c e r ta in  in d u s t r ie s  (s e e  p a r a g r a p h  .0 5  o f  t h is  

Statement), especially to  development stage enterprises in the 
extractive industries. The Discussion Memorandum made a 
distinction fo r the extractive industries between (1) costs 
that are indistinguishable in nature from  those costs incurred 
in other industries and (2) costs that are incurred uniquely in 
the extractive industries. I t  stated that “ research and 
development and similar costs that are indistinguishable in 
nature from  the research and development and similar costs 
incurred in other industries are embraced by this pro ject.”  
The Discussion Memorandum also stated that costs that are 
incurred uniquely in the extractive industries are generally 
believed to  warrant separate consideration and “ are 
specifically outside the scope o f this project.” 12 FASB 
Statement No. 2 [ s e c t io n  4 2 1 1 ] ,  “ A c c o u n t i n g  f o r  R e s e a rc h  a n d  

D e v e lo p m e n t  C o s t s , ”  i n  p a r a g r a p h  .0 3 , r e c o g n iz e d  t h a t  d is 

t in c t i o n  b y  i n d i c a t i n g  t h a t  i t  “ d o e s  n o t  a p p ly  t o  a c t i v i t i e s  t h a t  

a re  u n iq u e  t o  e n te r p r is e s  in  t h e  e x t r a c t i v e  in d u s t r ie s . ”

.26 Chapter four, “ Companies in the Development Stage,”  
o f the Discussion Memorandum states that “ this Discussion 
Memorandum excludes from this project only those ‘costs 
that are incurred uniquely in the extractive industries.’ 
Therefore, whether extractive industry companies in the

11 F A S B  Discussion Memorandum, “ A c c o u n tin g  fo r  Research and  
D eve lopm en t and S im ila r  Costs,”  pp. 2-5.

12 Ib id ., pp. 8-9.
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development stage have sufficiently d ifferent characteristics 
to  warrant exclusion from or special handling in a defin ition 
o f  a company in the development stage requires 
consideration.” 13

.27 The AICPA Committee on Companies in  the 
Development Stage indicated in its 1973 exposure d ra ft that 
th e proposed provisions should be applicable to  any 
development stage enterprise in  any industry. Similarly, the 
APB Committee on Extractive Industries states, “ new 
companies s till in the exploratory and development stage in 
the o il and gas industry are no d ifferent than companies in  a 
similar stage in other industries and probably should not be 
afforded any special treatment.” 14

.28 The Board has concluded tha t consideration o f the 
accounting fo r costs incurred in  activities that are unique to  
enterprises in the extractive industries is outside the scope o f 
this Statement. Paragraph .06 explains that this Statement does 
not change generally accepted accounting principles that are 
applicable to  established operating enterprises but that are 
no t exp lic itly  stated in  an ARB, APB Opinion, or FASB 
Statement or Interpretation, and cites as an example 
generally accepted accounting principles tha t are applicable 
to  established operating enterprises in the extractive 
industries in their exploration and development activities. 
The effect o f this Statement being applicable to  development 
stage enterprises in  all industries, therefore, is not to  change 
the generally accepted accounting principles applicable to  
costs incurred in activities that are unique to  enterprises in 
th e extractive industries, bu t to  require those generally 
accepted accounting principles applicable to  established 
operating enterprises in the extractive industries to  be applied 
to  development stage enterprises in the extractive industries 
as well. This includes presentation o f the same basic financial 
statements.

GUIDELINES FOR IDENTIFYING 
A DEVELOPMENT STAGE ENTERPRISE

.29 The broad guidelines set forth in paragraphs .08—.09 for 
identify ing a development stage enterprise are designed to

13Ibid., p. 55.
14 American Institute of Certified Public Accountants, Accounting 

Principles Board Committee on Extractive Industries, Accounting and 
Reporting Practices in the O il and Gas Industry (New Y ork: A IC P A , 
May 31, 1973), p. 24.
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include enterprises engaged in diverse areas o f economic 
activity. The po in t at which an enterprise ceases to  be in  the 
development stage, and, therefore, need no t present the 
cumulative amounts since its inception and other additional
d is c lo s u r e s  r e q u i r e d  b y  p a r a g r a p h s  .1 1 — .1 2 , m u s t  b e  e v a lu a te d  

in  each case.

ACCOUNTING

.30 The Board has concluded that the generally accepted 
accounting principles that apply to  established operating 
enterprises shall govern the recognition o f revenue by a 
development stage enterprise and shall determine whether a 
cost incurred by a development stage enterprise is to  be 
charged to  expense when incurred or is to  be capitalized or 
deferred. The primary reasons fo r this conclusion are:

a) The kinds o f transactions engaged in by development 
stage enterprises are also common to  established operating 
enterprises in expanding their existing businesses. 
Accounting treatment should be governed by the nature 
o f the transaction rather than by the degree o f m aturity 
o f the enterprise. Thus, the determination o f whether a 
particular cost should be charged to  expense when 
incurred o r should be capitalized or deferred should be 
based on the same accounting standards regardless o f 
whether the enterprise incurring the cost is already 
operating or is in the development stage.

b) Any d ifferent standards fo r a development stage 
enterprise th a t would result in deferral o f costs that 
would not be deferred i f  the generally accepted 
accounting principles applicable to  established operating 
enterprises had been applied may cause financial 
statement users to  reach unjustified conclusions about the 
nature o f the costs incurred by a development stage 
enterprise. The Board believes that adequate financial 
statement disclosures concerning the costs incurred by a 
development stage enterprise, both fo r the current period 
and cumulatively since its inception, w ill mitigate that 
possibility and provide useful financial inform ation fo r 
decisions about that kind o f enterprise.

.31 Established operating enterprises incur costs under 
various circumstances and w ith  varying degrees o f
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uncertainty about future benefits, especially in expanding 
their existing businesses. Authoritative accounting literature 
does not contain general criteria or guidelines fo r determining 
when costs should be charged to  expense as incurred and
when costs should be capitalized or deferred,15 and this
Statement does not attempt to specify such criteria or 
guidelines.

.32 The absence o f explic it criteria or guidelines, however, 
does not provide a free choice to  defer costs or to charge
them to expense when incurred. The scope o f generally
accepted accounting principles is broader than the 
authoritative literature and encompasses practices that have 
evolved and gained acceptance w ith  time and experience. 
Many o f those practices are described in APB Statement No. 
4 [ s e c t io n s  1 0 2 1 — 1 0 2 9 ] ,  “ B a s ic  C o n c e p ts  a n d  A c c o u n t i n g  P r i n 

c ip le s  U n d e r l y i n g  F in a n c ia l  S t a te m e n ts  o f  B u s in e s s  E n t e r 

p r i s e s . ”  F o r  e x a m p le ,  p a r a g r a p h  1 6 0  o f  APB Statement No. 4 
[ s e c t io n  1 0 2 6 .2 4 ]  d e s c r ib e s  g e n e r a l ly  a c c e p te d  a c c o u n t in g  p r i n 

c ip le s  as  c a l l in g  f o r  im m e d ia te  r e c o g n i t io n  a s  e x p e n s e  w h e n  “ ( 1 )  

c o s ts  in c u r r e d  d u r i n g  t h e  p e r io d  p r o v id e  n o  d is c e r n ib le  f u t u r e  

b e n e f i t s ,  ( 2 )  c o s ts  re c o rd e d  as a sse ts  i n  p r i o r  p e r io d s  n o  lo n g e r  

p r o v id e  d is c e r n ib le  b e n e f its  o r  ( 3 )  a l lo c a t in g  c o s ts  e i t h e r  o n  th e  

b a s is  o f  a s s o c ia t io n  w i t h  r e v e n u e  o r  a m o n g  s e v e ra l a c c o u n t in g  

periods is considered to  serve no useful purpose.” 16

.33 In  concluding that the generally accepted accounting 
principles applicable to  established operating enterprises shall 
determine whether a cost incurred by a development stage 
enterprise is to be charged to  expense when incurred or is to 
be capitalized or deferred, the Board is relying prim arily on 
the assessment o f recoverability o f incurred costs tha t those 
principles require. Heretofore, some have fe lt that generally * 30

15 Guidance is p ro v id e d  fo r  some specific  s itua tions. F o r  exam ple, 
F A S B  Statement No. 2 [section 4211] prescribes th a t the research and 
deve lopm ent costs encompassed b y  th a t S ta tem en t sha ll be charged to  
expense w hen in cu rre d  and describes the considera tions th a t led to  th a t 
conclusion. A lso , A IC P A  In d u s try  A u d it  Guides p ro v id e  guidance about 
accounting  fo r  costs in cu rre d  b y  enterprises in  p a rt ic u la r  indus tries . 
A lth o u g h  A u d it  Guides do no t cons titu te  a u th o rita tiv e  accounting  lite ra 
tu re , those issued in  recent years state th a t m em bers o f the A IC P A  m ay  
be ca lled upon to  ju s t ify  departures fro m  the recom m endations con ta ined  
the re in .

16 A P B  Statement No. 4, in  pa ragraph  4 [section  1021.04], describes 
its  status as fo llo w s : “ T he  accounting  p rinc ip les  described are those tha t 
the  [A c c o u n tin g  P rin c ip le s ] B oard  believes are genera lly  accepted today. 
T he  B oa rd  has not evaluated o r  approved present genera lly  accepted  
accounting  p rinc ip les  except to  the  ex ten t th a t p rinc ip les  have been 
adopted in  B oard  O p in ions. P u b lica tio n  o f th is  S ta tem ent does no t 
co n s titu te  app rova l b y  the B oa rd  o f accounting  p rinc ip les  th a t are no t 
covered in  its  O p in io n s .”
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accepted accounting principles did not apply to  the special 
accounting practices and special financial reporting formats 
tha t have been used by some development stage enterprises. 
The Board’s conclusion that the generally accepted 
accounting principles applicable to  established operating 
enterprises also apply to development stage enterprises, 
including presentation o f the same basic financial statements, 
eliminates the special practices and formats and the question 
about the applicability o f generally accepted accounting 
principles to  them.

SEC Regulations and AICPA Committee Proposal

.34 Both the regulations o f the Securities and Exchange 
Commission (SEC) and the proposed A ud it Guide issued by 
the AICPA Committee on Companies in the Development 
Stage provide fo r the use by development stage enterprises o f 
certain accounting practices tha t d iffe r from  those 
appropriate fo r established operating enterprises.

.35 A rtic le  5A o f SEC Regulation S-X  prescribes the form 
and content o f financial statements filed w ith  the SEC by 
development stage enterprises. I t  provides fo r separate 
statements o f (a) assets and unrecovered promotional, 
exploratory, and development costs; (b) liabilities; (c) capital 
shares; (d) other securities; and (e) cash receipts and 
disbursements. Among the types o f costs indicated as 
includible in unrecovered prom otional, exploratory , and 
development costs are:

(a) development expenses, (b) plant and equipment 
maintenance expenses, (c) rehabilitation expenses, (d) 
general administrative expenses incurred in a period when 
there was lit t le  or no actual m ining and (e) other 
expenses. . . . General administrative expenses incurred in 
connection w ith  subcaptions (a), (b) and (c) should be 
included therein. Any other general administrative expenses 
not chargeable to  those subcaptions nor w ritten  o ff  as costs 
or other operating charges (including taxes, protection 
and conservation o f property when inactive) shall be 
included under subcaption (d ).17

Rule 12-06a o f Regulation S-X allows fo r the offset o f 
certain proceeds and other income against promotional, 
exploratory, and development costs. 17 17

17 U . S., S ecurities and E xchange C om m ission , Regulation S -X , R u le  
Sa-02, “ S ta tem ent o f Assets and U n reco ve re d  P rom o tiona l, E x p lo ra to ry ,  
and D eve lopm en t Costs,”  ite m  14.
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.36 The AICPA Committee proposed the presentation o f 
cumulative cost outlays, together w ith  assets, liabilities, and 
investment by stockholders, in a special statement referred to 
as a “ preoperating accountability statement.”  Cumulative 
cost outlays would have been deferred and amortized by 
charges against income when operations commenced. 
Incidental revenue received during the development stage 
would have been deducted from the cumulative cost outlays.

.37 The AICPA Committee stated the basis fo r its 
conclusion as fo llow s:

A  company in the development stage is engaged in building 
an enterprise, and the expenditures i t  makes are in the 
nature o f investments fo r the future. Costs incurred during 
the development stage are accumulated because they have 
been incurred in the expectation that they w ill generate 
future revenues or otherwise benefit periods after the 
company reaches the operating stage. Accumulating costs is 
consistent w ith  the business fact that fo r many companies a 
development stage must precede the attainment o f ordinary 
business operations. . . . The only outlays that should not 
be carried as accumulated costs during the preoperating 
period are those relating to known losses. . . .

For a company in the development stage there is from  
inception a presumption that uncertainty as to  cost 
recovery w ill both exist and persist. (By contrast, the 
presumption fo r an operating company is that cost 
recoverability can be reasonably evaluated.) I t  would be 
unrealistic and arbitrary to w rite o f f  immediately the costs 
incurred during the development stage simply because o f 
this predictable uncertainty.

.38 Both the SEC and AICPA Committee approaches draw 
attention to the uncertainty about cost recovery surrounding 
most development stage costs by segregating them in  a special 
category in a special financial statement (or group o f 
statements) similar to the conventional balance sheet. Those 
costs are not reported as “ assets,”  and they need not be 
subjected to the assessment o f recoverability that is applied 
to  costs incurred by established operating enterprises. The 
Board believes, however, that the distinction between costs 
that would be reported as “ assets”  and costs that would be 
reported as “ unrecovered costs”  or “ cumulative cost outlays”  18 18

18 Am erican Ins titu te  o f Certified P ub lic  Accountants, Committee on 
Com panies in  the D eve lopm en t Stage, Accounting fo r  Companies in  the 
Development Stage, an exposure d ra ft  o f an A u d it  G uide (N e w  Y o rk :  
A IC P A ,  M a rch  1973), pp. 25-26, 28.
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under the SEC and AICPA Committee approaches is one that 
is like ly  to  be overlooked by many financial statement users. 
I n  a d d i t io n ,  as in d ic a te d  i n  p a r a g r a p h s  .3 0 — .3 3 , t h e  B o a r d  

believes that all costs o f a development stage enterprise 
should be subjected to  the same assessment o f recoverability 
applicable to costs incurred by established operating 
enterprises. In  the Board’s view, the nature o f development 
stage activities and their related costs can best be indicated 
by the additional financial statement disclosures required by 
p a r a g r a p h s  .1 1 — .1 2 , r a t h e r  t h a n  b y  a c c u m u la t io n  o r  d e f e r r a l  o f  

costs that would be charged to  expense when incurred i f  
generally accepted accounting principles applicable to 
established operating enterprises were applied.

.39 Accumulation or deferral o f development stage costs 
requires amortization after operations commence. Artic le  5A 
does not address the question o f amortization, and the 
AICPA Committee noted that “ while the current practices 
are anything but uniform , the most prevalent policy noted is 
to  amortize such costs over a short period o f time, usually 
not more than five years.” 19 The Board believes that the 
d ifficu lty  in reasonably relating subsequent revenue to  
accumulated or deferred costs that would not be deferred 
under generally accepted accounting principles applicable to 
established operating enterprises lim its the usefulness o f the 
data that would result from  such accumulation or deferral by 
a development stage enterprise. Moreover, the in itia l 
operating periods o f such an enterprise would include both 
the amortization o f those costs incurred during the 
development stage and the charging to  expense o f certain 
costs incurred currently.

.40 Some respondents to  the Discussion Memorandum and 
to  the Exposure D raft supported the SEC approach, the 
proposed approach o f the AICPA Committee, or similar 
approaches. The reasons offered were generally similar to  
t h o s e  s ta te d  b y  t h e  A I C P A  C o m m i t t e e  (s e e  p a r a g r a p h  . 3 7 ) .  A  

number o f respondents to  the Discussion Memorandum and 
to  the Exposure D ra ft recommended that development stage 
enterprises fo llow  the same accounting standards as 
established operating enterprises. The reasons given by the 
respondents were generally similar to  those specified in 
p a r a g r a p h  .3 0 .

19 Ibid., p. 11.
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Relationship to  "S im ilar Costs"

.41 The Exposure D raft stated that the Board was 
considering an additional pronouncement on the “ similar 
costs”  identified in the Discussion Memorandum. A  number 
o f respondents to  the Exposure D raft indicated that because, 
in their view, many costs incurred by development stage 
enterprises are w ith in  a broader category o f costs that include 
start-up costs generally, the Board should address accounting 
fo r those “ similar costs”  before issuing a final Statement on 
development stage enterprises. The Board considered those 
suggestions, but concluded that i t  could reach an informed 
decision on the issues covered in this Statement w ithout firs t 
addressing the more pervasive issues associated w ith  
accounting fo r “ similar costs.”  In the Board’s view, this 
Statement w ill significantly improve financial accounting and 
reporting fo r development stage enterprises.

F IN AN C IA L STATEMENT PRESENTATION 
AND A D D IT IO N A L DISCLOSURES

.42 The Board believes that a development stage enterprise 
should present the same basic financial statements as any 
other enterprise. The conventional balance sheet, income 
statement, statement o f changes in financial position, and 
statement o f stockholders’ equity are sufficiently adaptable 
to  provide the distinctive inform ation that m ight be 
considered useful fo r development stage enterprises. Unique 
financial statements fo r development stage enterprises might 
im p ly that the nature and results o f the transactions entered 
in to  by those enterprises are unique, but many established 
operating enterprises have similar transactions. Further, 
unique financial statements would no t be readily comparable 
w ith  financial statements issued afte r an enterprise has 
emerged from the development stage. Also, the conclusion 
that the same accounting principles are appropriate fo r the 
transactions o f development stage enterprises suggests that 
conventional basic financial statements should be presented.

.43 A  development stage enterprise typically w ill be 
incurring substantial costs in connection w ith  development 
stage activities and w ill no t have significant revenue. 
Development stage activities are like ly  to  extend in to  tw o or 
more financial reporting periods. To reflect the significance 
o f development stage activities, the Board believes tha t the
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basic financial statements presented by a development stage 
enterprise should be expanded to provide cumulative 
financial inform ation since its inception, as well as current 
inform ation. The Board concluded that disclosure o f 
cumulative revenue and expenses and cumulative amounts o f 
funds obtained from  various sources to  finance the 
development e ffo rt and in itia l operations w ill provide useful 
inform ation about the activities o f development stage 
enterprises w ithout sacrificing the advantages o f retaining the 
fam iliar form at and content o f the basic financial statements 
o f established operating enterprises. Those additional 
d is c lo s u r e s  a re  s p e c i f ie d  in  p a r a g r a p h s  .1 1 — .1 2 .

.44 Some respondents to  the Discussion Memorandum and 
Exposure D ra ft suggested that the differences between 
established operating enterprises and development stage 
enterprises are so fundamental as to  require unique financial 
statements fo r development stage enterprises. The AICPA 
Committee concluded that, because o f the absence o f 
revenue, a conventional income statement would be 
inappropriate fo r a development stage enterprise; unique 
financial statements were deemed necessary to emphasize 
accountability fo r financial resources received and expended 
and to  direct attention to  accumulated costs rather than to 
measurement o f performance. To accomplish those 
objectives, the Committee recommended the fo llow ing 
special statements:

Preoperating accountability statement — to  show the assets 
and cumulative cost outlays, the liabilities, and the 
investment by stockholders.

Statement o f preoperating financial activities — to  show the 
sources and uses o f financial resources, preferably cumulative 
since an enterprise’s inception along w ith  data fo r the current 
period.

Statement o f investment by stockholders — to  show the 
classes and numbers o f shares authorized, issued, and 
outstanding and the types and amounts o f consideration 
received fo r the shares issued.

.45 The AICPA Committee proposed extensive disclosures 
emphasizing that the enterprise is in the development stage, 
calling attention to the uncertainties that surround the 
enterprise and making clear that the financial statements do
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not purport to  present financial position and results o f 
operations.

.46 Other respondents to  the Discussion Memorandum and 
to  the Exposure D raft took the position that d ifferent basic 
financial statements or additional disclosures are not 
necessary fo r a development stage enterprise. S till others 
asserted that the same basic financial statements are 
appropriate but should be supplemented by additional 
disclosures relevant to  the distinctive features o f a 
development stage enterprise.

Other Suggestions

.47 The Board considered other presentation and disclosure 
possibilities fo r a development stage enterprise (including 
forecasts, disclosure o f liqu idation priorities and values, and a 
description o f the business environment) and concluded that 
they should not be required solely fo r development stage 
enterprises. The Board also considered the possibility o f a 
statement o f cash receipts and disbursements and concluded 
that the statement o f changes in financial position including 
a m o u n t s  o n  a  c u m u la t i v e  b a s is  r e q u i r e d  b y  p a r a g r a p h  . 1 1 ( c )  

would fu lf i l l that need.

POTENTIAL ECONOMIC IMPACT

.48 Some respondents to  the Exposure Draft expressed 
concern that requiring development stage enterprises to 
present the same basic financial statements and to  apply the 
same generally accepted accounting principles as established 
operating enterprises m ight make i t  d ifficu lt, i f  not 
impossible, fo r development stage enterprises to  obtain 
capital. They suggested that those requirements would like ly 
cause many development stage enterprises to  report periodic 
losses in an income statement and a cumulative defic it in a 
balance sheet. Because those results would not be fu lly  
understood, suppliers o f capital would be disinclined to 
invest in those enterprises.

.49 During the course o f developing the Discussion 
Memorandum and preparing the Exposure Draft, the FASB 
solicited inform ation about the potential economic impact o f 
applying to development stage enterprises the same generally 
accepted accounting principles that apply to  established
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operating enterprises. Responses o f financial statement users 
to  the Discussion Memorandum and to the Exposure D raft 
provided only lim ited inform ation about the potential 
economic impact. To obtain additional inform ation, the FASB 
arranged fo r discussions w ith officers o f fifteen venture capital 
enterprises. The consensus o f those officers was that whether 
a development stage enterprise defers or expenses 
preoperating costs has litt le  effect on (a) the amount o f any 
venture capital to  be provided to  that enterprise and (b) the 
terms under which any venture capital is provided. According 
to those officers, the venture capital investor typ ica lly relies 
on an investigation o f the technological, marketing, 
management, and financial aspects o f an enterprise. That 
investigation provides a basis fo r estimating potential cash 
flows and the probabilities o f achieving them. Whether a 
development stage enterprise defers or expenses its 
preoperating costs does not affect those estimates. Based on 
their experience, those officers also expressed the opinion 
tha t the accounting treatment o f preoperating costs would 
have m inim al impact on the availability o f short-term credit 
from  commercial banks, but m ight have impact on the 
investment and credit decisions o f unsophisticated investors.

.50 In  January 1975, the U.S. Department o f Commerce 
issued a report o f a study entitled “ Impact o f FASB’s Rule 
Two Accounting fo r Research and Development Costs on 
Small/Developing Stage Firms.”  The study involved
interviews w ith  fo rty  lenders and investors, eleven small, 
high-technology firms, eleven accountants, and selected 
government agencies. I t  focused prim arily on the impact on 
investment and credit decisions concerning development 
stage enterprises i f  they were required to  charge research and 
development costs to  expense when incurred. That issue is 
related to  the issue at hand — that is, the potential economic 
impact on development stage enterprises o f requiring certain 
costs to  be expensed when incurred rather than deferred. The 
conclusions o f the Department o f Commerce study were 
generally consistent w ith  the FASB findings described in 
p a r a g r a p h  .49 o f  t h i s  S ta te m e n t .  S p e c i f i c a l ly ,  t h e  s t u d y  

concluded that “ FASB’s Statement Two should not have a 
significant impact on those firms who have heretofore 
capitalized R & D .” 20

20U.S., D e p a rtm e n t o f Com m erce, “ Im p a c t o f F A S B ’s R ule T w o  
A c c o u n tin g  fo r  Research and D eve lopm en t Costs on S m a ll/D e v e lo p in g  
Stage F irm s ”  (W a sh in g to n , D . C.: U . S., D e p a rtm e n t o f Com m erce, 
Ja nuary  20, 1975), p. 3.
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.5 1  In  summary, the Board has concluded that the 
cumulative income statement inform ation and the cumulative 
inform ation about changes in financial position required in 
p a r a g r a p h  .11  o f  t h i s  S ta t e m e n t  w i l l  p r o v id e  t h e  c u m u la t i v e  

in form ation about preoperating costs that is typ ica lly 
provided by development stage enterprises currently when 
using special reporting formats and special accounting 
p r a c t ic e s ,  s u c h  a s  th o s e  c i t e d  in  p a r a g r a p h  .0 2 . I n  a d d i t io n ,  t h i s  

Statement requires such inform ation to  be presented in 
financial statements whose formats are fam iliar and, 
therefore, less like ly  to  be misinterpreted. As fo r the concerns 
o f some respondents, the results o f FASB discussions and the 
Department o f Commerce study suggest that this Statement 
w ill have no significant adverse effect on the ab ility  o f 
development stage enterprises to  obtain capital.

ISSUANCE OF SHARES OF STOCK OTHER THAN FOR CASH

.52 Under the provisions o f A rtic le  5A o f SEC Regulation 
S-X, dollar amounts are not assigned to  shares o f stock issued 
by a development stage enterprise fo r noncash consideration, 
or to  the consideration received, unless the noncash 
consideration has a “ fixed or objectively determinable 
value.”

.53 The proposed AICPA A ud it Guide would have required 
assignment o f dollar amounts to  shares o f stock issued fo r 
noncash consideration, and to  the consideration received, at 
the time o f issuance.

.54 The Board agrees w ith  the conclusion o f the AICPA 
Committee, and o f a number o f respondents to  the 
Discussion Memorandum and Exposure D ra ft who addressed 
this question, that those transactions should be accounted fo r 
when the shares are issued in accordance w ith  the guidelines 
applicable to  acquisition o f assets or issuance o f shares in 
general. The transactions are not unique to development 
stage enterprises and should no t be accounted fo r d iffe rently  
by those enterprises, even i f  estimates and judgments are 
required to  determine the ir values.
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EFFECTIVE DATE AN D  TRAN SITIO N

.55 The Board adopted the restatement provisions set forth  
in  p a r a g r a p h s  .14— .1 6  b e c a u s e , in  i t s  v ie w ,  t h i s  a p p r o a c h  

provides the most useful inform ation about development 
stage enterprises and about those previously in the 
development stage in comparing financial data fo r periods 
after the effective date o f this Statement w ith data presented 
fo r earlier periods.
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Applying Section 2062 in Financial Statements 
o f Established Operating Enterprises: An In 
terpretation o f Section 2062
[Source: FASB Interpretation No. 77.]

AC Section 2062-1

O c t o b e r  1 9 7 5

INTRODUCTION
.0 1  T h e  F A S B  h a s  b e e n  a s k e d  t o  e x p la in  t h e  a p p l i c a b i l i t y  o f  

FASB Statement No. 7 [ s e c t io n  2 0 6 2 ] ,  “ A c c o u n t i n g  a n d  R e p o r t i n g  

b y  D e v e lo p m e n t  S ta g e  E n t e r p r i s e s , ”  t o  a n  e s ta b l is h e d  o p e r a t in g  

e n t e r p r is e ’ s  f in a n c ia l  s t a te m e n ts  t h a t  i n c lu d e  t h e  f in a n c ia l  s t a te 

m e n t s  o f  a  d e v e lo p m e n t  s ta g e  s u b s id ia r y  o r  o t h e r  in v e s te e  e i t h e r  

b y  c o n s o l id a t i o n  o r  b y  t h e  e q u i t y  m e t h o d , 1 in  t e r m s  o f  t h e  f o l l o w 

i n g  q u e s t i o n s :

a )  M u s t  t h e  e f f e c t  o f  a  c h a n g e  i n  a c c o u n t in g  p r i n c i p l e  a d o p te d  

i n  t h e  s e p a ra te  f in a n c ia l  s t a te m e n ts  o f  a  d e v e lo p m e n t  s ta g e  

s u b s id ia r y  t o  c o n f o r m  t o  t h e  p r o v is io n s  o f  Statement No. 7 
[ s e c t io n  2 0 6 2 ]  b e  r e f le c t e d  i n  t h e  c o n s o l id a te d  f i n a n c ia l  s t a t e 

m e n t s  o f  a n  e s ta b l is h e d  o p e r a t i n g  e n t e r p r is e  t h a t  in c lu d e  t h e  

f in a n c ia l  s t a t e m e n t s  o f  t h a t  s u b s id ia r y  ?

b )  I f  i t  is  a p p r o p r ia te  t h a t  t h e  e s ta b l is h e d  o p e r a t in g  e n t e r p r i s e ’s  

c o n s o l id a t e d  f in a n c ia l  s t a t e m e n t s  r e f le c t  t h e  e f f e c t  o f  i t s  d e 

v e lo p m e n t  s ta g e  s u b s id ia r y ’ s  c h a n g e  t o  a  n e w  p r i n c i p l e  o f  

a c c o u n t in g  a d o p te d  t o  c o n f o r m  t o  t h e  p r o v is io n s  o f  Statement 
No. 7 [ s e c t io n  2 0 6 2 ] ,  h o w  s h o u ld  t h e  e f f e c t  o f  t h e  c h a n g e  b e  

r e p o r t e d  i n  t h e  e s ta b l is h e d  o p e r a t in g  e n t e r p r is e ’s  f i n a n c ia l  

s ta te m e n ts ?

.0 2  P a r a g r a p h  1 0  o f  Statement No. 7 [ s e c t io n  2 0 6 2 .1 0 ]  s t a t e s :

Financial statements issued by a development stage enter
prise shall present financial position, changes in financial 
position, and results of operations in conformity w ith the 
generally accepted accounting principles that apply to  estab
lished operating enterprises. . . . Generally accepted ac
counting principles that apply to established operating enter
prises shall govern the recognition of revenue by a develop
ment stage enterprise and shall determine whether a cost 
incurred by a development stage enterprise is to be charged 
to  expense when incurred or is to be capitalized or deferred. 
Accordingly, capitalization or deferral of costs shall be sub
ject to the same assessment of recoverability that would be

1 H e re in a fte r, i n  th is  In te rp re ta t io n , the  te rm  s u b s id ia ry  comprehends a l l  in 
vestees th a t are accounted fo r  by  the e q u ity  m ethod as described in  A P B  O p in io n  
N o . 18 [sec tion  5131], “ T h e  E q u ity  M ethod o f A ccoun ting  fo r  Investm en ts in  
Common S tock .’ ’ L ikew ise , th e  te rm  c o n s o lid a te d  f in a n c ia l s ta te m e n ts  h e re in a fte r  
com prehends th e  e q u ity  m e th o d  o f  a c c o u n tin g .
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applicable in an established operating enterprise. For a 
development stage subsidiary or other investee, the recover
ability of costs shall be assessed w ithin the entity fo r which 
separate financial statements are being presented.

.03 Paragraph 14 of Statement No. 7 [section 2062.14] provides 
for in itia l application of the Statement as follows:

This Statement shall be effective fo r fiscal periods beginning 
on or after January 1, 1976, although earlier application is 
encouraged. Thereafter, when financial statements, or finan
cial summaries or other data derived therefrom, are pre
sented fo r periods prior to  the effective date of this State
ment, they shall be restated, where necessary, to conform to 
the provisions of this Statement. Accordingly, any items 
that would have been accounted for differently by a develop
ment stage enterprise i f  the provisions o f paragraph 10 had then 
been applicable shall be accounted fo r by prior period adjust
ment (described in paragraphs 18 and 26 of APB Opinion 
No. 9 [sections 2010.17 and 2010.25], “ Reporting the Results 
of Operations” ).

Further, paragraph 1 of Statement No. 7 [section 2062.01] states, 
in part, that “ the transition requirements of this Statement are 
also applicable to certain established operating enterprises”  and 
makes specific reference to paragraphs 14— 16 of Statement No. 7 
[section 2062.14— .16] by footnote.

INTERPRETATION

.04 Statement No. 7 [section 2062] does not address and does not 
alter generally accepted accounting principles for the preparation 
of consolidated financial statements. Therefore, Statement No. 7 
[section 2062] does not address the question of whether the effect 
of a change in accounting principle adopted in the separate finan
cial statements of a development stage subsidiary to conform to 
the provisions of that Statement must be reflected in an estab
lished operating enterprise’s consolidated financial statements that 
include the financial statements of the subsidiary. However, 
paragraph 10 of the Statement [section 2062.10] specifies that 
“ capitalization or deferral of costs shall be subject to the same 
assessment of recoverability that would be applicable in an estab
lished operating enterprise”  and further specifies that “ for a 
development stage subsidiary or other investee, the recoverability 
of costs shall be assessed w ith in the entity for which separate 
financial statements are being presented.”  In  specifying that the 
same assessment of recoverability be made, the Statement does 
not require that the results of that assessment must necessarily 
be the same. Further, the Statement does not affect any accepted 
practice in consolidation of financial statements where the results 
of an assessment of recoverability of a cost may be different (a) 
in the broader context of a consolidated enterprise and (b) in the 
context of a development stage subsidiary standing alone. Under
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any such accepted practice, a cost incurred by a development 
stage subsidiary could be assessed as recoverable w ith in  the con
solidated enterprise and be capitalized or deferred in consolidated 
financial statements even though that cost is assessed as not 
being recoverable within a development stage subsidiary and, 
therefore, charged to expense in the separate financial statements 
of the development stage subsidiary.

.05 Except in the circumstances described in the preceding para
graph, the effect of a development stage subsidiary's change in  
accounting principle to conform its accounting to the requirements 
of Statement No. 7 [section 2062] generally would be reflected in 
an established operating enterprise’s consolidated financial state
ments that include that subsidiary. When a development stage 
subsidiary adopts a new accounting principle to conform its ac
counting to the requirements of Statement No. 7 [section 2062] 
and the effect of that subsidiary’s accounting change is also re
flected in an established operating enterprise’s consolidated finan
cial statements that include that subsidiary, the provisions of para
graph 14 of Statement No. 7 [section 2062.14] apply. In  that situa
tion, the established operating enterprise’s consolidated financial 
statements for periods prior to the period in which the subsidiary's 
accounting change is made and financial summaries and other 
data derived therefrom shall be restated by prior period adjust
ment. I t  should be noted that Statement No. 7 [section 2062] 
does not address the question of how an established operating 
enterprise should report accounting changes adopted w ith respect 
to the revenue and costs related to activities of the parent com
pany or any subsidiaries that are not in the development stage; 
that question is covered by APB Opinion No. 20 [section 1051], 
“ Accounting Changes.”

EFFECTIVE DATE

.06 This Interpretation shall be effective for fiscal periods be
ginning on or after January 1, 1976, although earlier application 
is encouraged, except that it  shall not be applied prior to in itia l 
application of Statement No. 7 [section 2062].

The next page is  8241.
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AC Section 2071
Interim Financial Reporting
[Source: APB Opinion No. 28 / as amended.]

Effective fo r interim financial 
information issued fo r all in
terim periods relating to  fiscal 
years beginning a fte r Decem
ber 31, 1973, unless other
wise indicated

DISCUSSION

.01 T he  purpose  o f th is  sec tion  is  to  c la r ify  th e  a p p li
c a tio n  o f a cco u n tin g  p rin c ip le s  and  re p o rtin g  p ra c tice s  to  
in te r im  fin a n c ia l in fo rm a tio n , in c lu d in g  in te r im  fin a n c ia l 
sta tem ents and  sum m arized  in te r im  fin a n c ia l d a ta  o f p u b 
lic ly  tra d e d  com panies issued fo r  e x te rn a l re p o rtin g  p u r
poses.

.02 In te r im  fin a n c ia l in fo rm a tio n  m a y  in c lu d e  c u rre n t 
d a ta  d u rin g  a fis c a l ye a r on fin a n c ia l p o s itio n , re s u lts  o f 
o p e ra tio n s  and changes in  fin a n c ia l p o s itio n . T h is  in fo r 
m a tio n  m ay be issued on a m o n th ly  o r q u a rte r ly  basis o r a t 
o th e r in te rv a ls  and  m a y  ta ke  the  fo rm  o f e ith e r com ple te  
fin a n c ia l s ta tem ents o r sum m arized  fin a n c ia l da ta . In te r im  
fin a n c ia l in fo rm a tio n  o fte n  is  p ro v id e d  fo r  each in te r im  
p e rio d  o r on a cu m u la tiv e  ye a r-to -d a te  basis, o r b o th , and  
fo r  th e  co rre sp o n d in g  p e rio d s  o f th e  p re ce d in g  yea r.

.03 A P B  O p in io n s  and A c c o u n tin g  R esearch B u lle 
tin s  m ake fe w  spec ific  re fe rences to  th e  a p p lic a b ility  o f gen
e ra lly  accepted a cco u n tin g  p r in c ip le s  to  fin a n c ia l sta tem ents  
fo r  in te r im  pe riods. A  w id e  v a r ie ty  o f p ra c tic e  e x is ts  in  
th e  a p p lic a tio n  o f a cco u n tin g  p r in c ip le s  to  in te r im  fin a n 
c ia l in fo rm a tio n . T h is  sec tion  in d ic a te s  th e  a p p lic a b ility  
o f g e n e ra lly  accepted a cco u n tin g  p rin c ip le s  to  in te r im  fin a n 
c ia l in fo rm a tio n  and in d ic a te s  typ e s  o f d isc losu res  necessary 
to  re p o rt on a  m e a n in g fu l bas is  fo r  a  p e rio d  o f less th a n  
a f u l l  ye a r.

.04 T he  d e te rm in a tio n  o f th e  re s u lts  o f o p e ra tio n s  on  
a  m e a n in g fu l bas is  fo r  in te rv a ls  o f less th a n  a  f u l l  yea r 
presen ts  in h e re n t d iffic u ltie s . T he  revenues o f some b u s i
nesses flu c tu a te  w id e ly  am ong in te r im  p e rio d s  because o f
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seasonal fa c to rs , w h ile  in  o th e r businesses h e a vy  fix e d  costs  
in c u rre d  in  one in te r im  p e rio d  m a y  b e n e fit o th e r p e rio d s .
In  these s itu a tio n s , fin a n c ia l in fo rm a tio n  fo r  pe rio d s  o f less 
th a n  a f u l l  ye a r m ay be o f lim ite d  usefu lness. In  o th e r 
s itu a tio n s  costs and expenses re la te d  to  a  f u ll ye a r’s ac
t iv it ie s  a re  in c u rre d  a t in fre q u e n t in te rv a ls  d u rin g  th e  
ye a r and need to  be a llo ca te d  to  p ro d u c ts  in  process o r to  
o th e r in te r im  p e rio d s  to  a vo id  d is to rtio n  o f in te r im  fin a n c ia l 
re su lts . In  v ie w  o f th e  lim ite d  tim e  a v a ila b le  to  deve lop  
com ple te  in fo rm a tio n , m any costs and  expenses are e s ti
m a te d  in  in te r im  pe rio d s . F o r exam ple , i t  m ay n o t be 
p ra c tic a l to  p e rfo rm  extens ive  re v ie w s  o f in d iv id u a l in 
v e n to ry  ite m s, costs on in d iv id u a l lo n g -te rm  co n tra c ts  and  
prec ise  incom e ta x  ca lc u la tio n s  fo r  each in te r im  p e rio d . 
S ubsequent re fin e m e n t o r c o rre c tio n  o f these estim ates m ay  
d is to r t th e  re s u lts  o f o p e ra tio n s  o f la te r  in te r im  p e rio d s . 
S im ila r ly , th e  e ffec ts  o f d isp o sa l o f a  segm ent o f a  business  
and e x tra o rd in a ry , u nusua l o r in fre q u e n tly  o c c u rrin g  events  
and tra n s a c tio n s  on th e  re s u lts  o f o p e ra tio n s  in  an in te r im  
p e rio d  w ill o fte n  be m ore  p ronounced  th a n  th e y  w ill be on  
th e  re s u lts  fo r  th e  annua l p e rio d . S pec ia l a tte n tio n  m u st 
be g iv e n  to  d isc lo su re  o f th e  im p a c t o f these ite m s  on  
fin a n c ia l in fo rm a tio n  fo r  in te r im  p e rio d s .

.05 T he  v a r ie ty  o f p ra c tic e  th a t e x is ts  in  th e  presen
ta tio n  o f in te r im  fin a n c ia l in fo rm a tio n  is  p a r t ly  a ttr ib u ta b le  
to  d iffe r in g  v ie w s  as to  th e  p r in c ip a l o b je c tive  o f in te r im  
fin a n c ia l in fo rm a tio n .

a. Som e v ie w  each in te r im  p e rio d  as a bas ic  accoun t
in g  p e rio d  and  conclude th a t th e  re s u lts  o f opera
tio n s  fo r  each in te r im  p e rio d  shou ld  be d e te rm in e d  
in  e sse n tia lly  th e  same m anne r as i f  the  in te r im  
p e rio d  w ere  an a nnua l a cco u n tin g  p e rio d . U n d e r 
th is  v ie w  d e fe rra ls , accrua ls , and  e s tim a tio n s  a t 
th e  end o f each in te r im  p e rio d  a re  d e te rm in e d  b y  
fo llo w in g  e s s e n tia lly  th e  sam e p rin c ip le s  and  ju d g 
m en ts  th a t a p p ly  to  a n n u a l p e rio d s .

b . O the rs  v ie w  each in te r im  p e rio d  p r im a r ily  as b e in g  
an in te g ra l p a r t o f th e  a n n u a l p e rio d . U n d e r th is  
v ie w  d e fe rra ls , accrua ls , and  e s tim a tio n s  a t th e  end  
o f each in te r im  p e rio d  a re  a ffe c te d  b y  ju d g m e n ts  
m ade a t th e  in te r im  d a te  as to  re s u lts  o f o p e ra tio n s
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fo r  th e  balance o f th e  a n n u a l p e rio d . T hus, an ex
pense ite m  th a t m ig h t he cons ide red  as fa llin g  
w h o lly  w ith in  an  a n n u a l a cco u n tin g  p e rio d  (n o  fis ca l 
yea r-end  a cc ru a l o r d e fe rra l) co u ld  he a llo ca te d  
am ong in te r im  p e rio d s  based on es tim a te d  tim e , 
sales vo lum e, p ro d u c tiv e  a c tiv ity , o r some o th e r 
basis.

.06 D e sp ite  these d iffe r in g  v ie w s  and lim ita tio n s , p e ri
o d ic  and tim e ly  fin a n c ia l in fo rm a tio n  d u rin g  a fis c a l ye a r is  
u se fu l to  in v e s to rs  and o the rs . T h e  p r in c ip a l o b je c tive s  o f 
th is  section  are to  p ro v id e  gu idance  on a cco u n tin g  and  d is 
c losu re  issues p e c u lia r to  in te r im  re p o rtin g  and  to  set fo r th  
m in im u m  d isc lo su re  re q u ire m e n ts  fo r  in te r im  fin a n c ia l re 
p o rts  o f p u b lic ly  tra d e d  com panies.1 The section  is  n o t 
in te n d e d  to  dea l w ith  un reso lved  m a tte rs  o f a cco u n tin g  
re la te d  to  annua l re p o rtin g .

OPINION
Applicab ility

.07 The B o a rd  has re v ie w e d  the  a p p lic a b ility  o f A P B  
O p in io n s  and A c c o u n tin g  R esearch B u lle tin s  in  re la tio n  to  
th e  c u rre n t p ra c tice s  fo llo w e d  in  the  p re p a ra tio n  and  re 
p o rtin g  o f in te r im  fin a n c ia l in fo rm a tio n . T he  B o a rd  be
lie ve s  th e  a cco u n tin g  p rin c ip le s  and re p o rtin g  p ra c tice s  in  
th e  O p in io n s  and B u lle tin s  shou ld  a p p ly  to  in te r im  fin a n c ia l 
in fo rm a tio n  in  the  m anner set fo r th  in  th is  section . The  
gu ides expressed in  th is  sec tion  a re  a p p lica b le  w heneve r 
com panies issue in te r im  fin a n c ia l in fo rm a tio n .

.08 T h is  section  (a ) o u tlin e s  (P a rt I ,  p a ra g ra p h s  
.09-.29) th e  a p p lic a tio n  o f g e n e ra lly  accepted a cco u n tin g  
p rin c ip le s  to  th e  d e te rm in a tio n  o f incom e w hen in te r im  
fin a n c ia l in fo rm a tio n  is  p resented , (b ) p ro v id e s  (p a ra 
g ra p h s  .19 and  .20) fo r  the  use o f e s tim a te d  e ffe c tive  incom e  
ta x  ra te s  (th u s  m o d ify in g  section  4091.05, Accounting fo r 
Income Taxes), and (c ) specifies (P a rt I I ,  p a ra g ra p h s  
.30-.33) c e rta in  d isc lo su re  re q u ire m e n ts  fo r  sum m arized  
fin a n c ia l in fo rm a tio n  issued b y  p u b lic ly  tra d e d  com panies.

1 A  p u b lic ly  trad e d  com pany fo r  purposes o f th is  section inc ludes any  
com pany whose securities trad e  in  a p u b lic  m a rk e t on e ith e r (1 ) a s tock  
exchange (dom estic  o r  fo re ig n ) o r  (2 ) in  the  o ve r-th e -co u n te r m a rke t 
( in c lu d in g  securities quoted o n ly  lo c a lly  o r  re g io n a lly ) . W h e n  a com pany  
m akes a f i l in g  w ith  a re g u la to ry  agency in  p re p a ra tion  fo r  sale o f its  se
cu ritie s  in  a p u b lic  m a rke t i t  is  considered a p u b lic ly  trad e d  com pany fo r  
th is  purpose.

A IC P A  Professional Standards AC § 2071.08



8244 Financial Statement Presentation

PART I
Standards fo r Determining Interim  Financial Information

.09 In te r im  fin a n c ia l in fo rm a tio n  is  essen tia l to  p ro 
v id e  in ve s to rs  and o th e rs  w ith  tim e ly  in fo rm a tio n  as to  the  
p rog ress o f th e  e n te rp rise . T he  use fu lness o f such in fo rm a 
tio n  re s ts  on th e  re la tio n s h ip  th a t i t  has to  th e  annua l re s u lts  
o f ope ra tion s . A c c o rd in g ly , th e  B o a rd  has concluded th a t 
each in te r im  p e rio d  shou ld  be v ie w e d  p r im a r ily  as an in 
te g ra l p a r t o f an  annua l p e rio d .

.10 In  genera l, the  re s u lts  fo r  each in te r im  p e rio d  
sh ou ld  be based on the  a cco u n tin g  p r in c ip le s  and p ra c tice s  
used b y  an e n te rp rise  in  the  p re p a ra tio n  o f its  la te s t annua l 
fin a n c ia l sta tem ents unless a change in  an a cco u n tin g  p ra c 
tic e  o r p o lic y  has been adop ted  in  the  c u rre n t ye a r (p a ra 
g ra p h s  .23-.29). H ow ever, the  B o a rd  has concluded th a t 
c e rta in  a cco u n tin g  p rin c ip le s  and  p ra c tice s  fo llo w e d  fo r  
a n n u a l re p o rtin g  purposes m ay re q u ire  m o d ific a tio n  a t 
in te r im  re p o rtin g  dates so th a t th e  re p o rte d  re s u lts  fo r  the  
in te r im  p e rio d  m ay b e tte r re la te  to  the  re s u lts  o f o pe ra tion s  
fo r  th e  a nnua l p e rio d . P a ra g ra p h s  .12-.20 set fo r th  the  
m o d ific a tio n s  th a t a re  necessary o r d e s ira b le  a t in te r im  
dates in  a cco u n tin g  p rin c ip le s  o r p ra c tice s  fo llo w e d  fo r  
a nnua l pe rio d s .

Revenue
.11 R evenue fro m  p ro d u c ts  so ld  o r serv ices rende red  

sh o u ld  be recogn ized  as earned d u rin g  an in te r im  p e rio d  on 
th e  same basis as fo llo w e d  fo r  th e  f u l l  yea r. F o r  exam ple, 
revenues fro m  lo n g -te rm  c o n s tru c tio n -ty p e  co n tra c ts  ac
coun ted  fo r  u n d e r th e  p e rce n ta g e -o f-co m p le tio n  m ethod  
shou ld  be recogn ized  in  in te r im  p e rio d s  on th e  same basis  
fo llo w e d  fo r  the  f u l l  yea r. Losses p ro je c te d  on such con
tra c ts  shou ld  be recogn ized  in  f u l l  d u rin g  th e  in te r im  p e rio d  
in  w h ic h  the  existence o f such losses becomes e v id e n t.

Costs and Expenses
.12 Costs and expenses fo r  in te r im  re p o rtin g  purposes  

m ay be c la ss ifie d  as:

a. C osts associa ted w ith  revenue— those costs th a t are  
associa ted d ire c tly  w ith  o r a llo ca te d  to  th e  p ro d u c ts  
so ld  o r to  th e  services re n d e re d  and w h ic h  are  
cha rged  a g a in s t incom e in  those in te r im  p e rio d s  in  
w h ic h  th e  re la te d  revenue is  recogn ized .
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b. A l l  o th e r  co s ts  a n d  e xp e n se s— th o s e  c o s ts  a n d  e x 
p en ses  t h a t  a re  n o t  a l lo c a te d  to  th e  p ro d u c ts  s o ld  
o r  to  th e  s e rv ic e s  re n d e re d  a n d  w h ic h  a re  c h a rg e d  
a g a in s t  in c o m e  in  in t e r im  f is c a l p e r io d s  as in c u r r e d ,  
o r  a re  a llo c a te d  a m o n g  in t e r im  p e r io d s  b a se d  o n  an  
e s t im a te  o f  t im e  e x p ire d ,  b e n e f i t  re c e iv e d , o r  o th e r  
a c t i v i t y  a s s o c ia te d  w i t h  th e  p e r io d s .

Costs Associated w ith  Revenue
.13 T h o s e  co s ts  a n d  e xp e n se s  t h a t  a re  a s s o c ia te d  d i 

r e c t ly  w i t h  o r  a l lo c a te d  to  th e  p r o d u c ts  s o ld  o r  to  th e  s e rv 
ic e s  re n d e re d  f o r  a n n u a l r e p o r t in g  p u rp o s e s  ( in c lu d in g ,  f o r  
e x a m p le , m a te r ia l  c o s ts , w a g e s  a n d  s a la r ie s  a n d  r e la te d  
f r in g e  b e n e fits , m a n u fa c tu r in g  o v e rh e a d , a n d  w a r r a n t ie s )  
s h o u ld  be  s im i la r l y  t r e a te d  f o r  i n t e r im  r e p o r t in g  p u rp o s e s .

.14 P r a c t ic e s  v a r y  i n  d e te r m in in g  c o s ts  o f  in v e n to r y .
F o r  e x a m p le , c o s t o f  g o o d s  p ro d u c e d  m a y  be  d e te rm in e d  
b a s e d  o n  s ta n d a r d  o r  a c tu a l  c o s t, w h i le  c o s t o f  in v e n t o r y  
m a y  be d e te rm in e d  o n  a n  a v e ra g e , F I F O ,  o r  L I F O  c o s t 
b a s is . W h i le  c o m p a n ie s  s h o u ld  g e n e r a l ly  use  th e  sam e  i n 
v e n to r y  p r i c in g  m e th o d s  a n d  m a k e  p ro v is io n s  f o r  w r i t e 
d o w n s  to  m a r k e t  a t  in t e r im  d a te s  o n  th e  sam e b a s is  as u s e d  
a t  a n n u a l in v e n t o r y  d a te s , th e  f o l lo w in g  e x c e p t io n s  a re  
a p p r o p r ia te  a t  in t e r im  r e p o r t in g  d a te s :

a. S om e  c o m p a n ie s  use  e s t im a te d  g ro s s  p r o f i t  r a te s  to  
d e te rm in e  th e  c o s t o f  g o o d s  s o ld  d u r in g  in t e r im  p e 
r io d s  o r  u se  o th e r  m e th o d s  d i f f e r e n t  f r o m  th o s e  u s e d  
a t  a n n u a l in v e n t o r y  d a te s . T h e s e  c o m p a n ie s  s h o u ld  
d is c lo s e  th e  m e th o d  u s e d  a t  th e  in t e r im  d a te  a n d  a n y  
s ig n i f ic a n t  a d ju s tm e n ts  t h a t  r e s u l t  f r o m  r e c o n c i l ia 
t io n s  w i t h  th e  a n n u a l p h y s ic a l  in v e n to r y .

b . C o m p a n ie s  t h a t  use  th e  L I F O  m e th o d  m a y  e n c o u n te r  
a  l iq u id a t io n  o f  base  p e r io d  in v e n to r ie s  a t  a n  in t e r im  
d a te  t h a t  is  e x p e c te d  to  be  re p la c e d  b y  th e  e n d  o f  
th e  a n n u a l p e r io d .  I n  s u c h  cases th e  in v e n t o r y  
a t  th e  in t e r im  r e p o r t in g  d a te  s h o u ld  n o t  g iv e  e ffe c t  
to  th e  L I F O  l iq u id a t io n ,  a n d  c o s t o f  sa les  f o r  th e  
in t e r im  r e p o r t in g  p e r io d  s h o u ld  in c lu d e  th e  e x p e c te d  
c o s t o f  re p la c e m e n t o f  th e  l iq u id a t e d  L I F O  base .

c. I n v e n t o r y  losses  f r o m  m a r k e t  d e c lin e s  s h o u ld  n o t  be  
d e fe r r e d  b e y o n d  th e  in t e r im  p e r io d  in  w h ic h  th e
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dec line  occurs. R ecoveries o f such losses on the  
same in v e n to ry  in  la te r in te r im  p e rio d s  o f the  same 
fis c a l ye a r th ro u g h  m a rk e t p ric e  recove ries shou ld  
be recogn ized  as ga ins  in  th e  la te r  in te r im  p e rio d .
Such g a in s  shou ld  n o t exceed p re v io u s ly  recogn ized  
losses. Some m a rk e t dec lines  a t in te r im  dates, how 
ever, can reasonab ly  be expected to  be re s to re d  in  
the  fis ca l yea r. Such temporary m a rk e t declines  
need n o t be recogn ized  a t th e  in te r im  da te  since no  
loss is  expected to  be in c u rre d  in  th e  fis c a l yea r.

d. C om panies th a t use s ta n d a rd  cost a cco u n tin g  sys
tem s fo r  d e te rm in in g  in v e n to ry  and p ro d u c t costs  
shou ld  g e n e ra lly  fo llo w  the  same procedures in  re 
p o r tin g  purchase p ric e , w age ra te , usage o r e ffi
c iency va ria n ce s  fro m  s ta n d a rd  cost a t the  end o f an  
in te r im  p e rio d  as fo llo w e d  a t th e  end o f a fis ca l yea r. 
P urchase  p ric e  va ria n ce s  o r vo lu m e  o r c a p a c ity  cost 
va ria n ce s  th a t are p lanne d  and  expected  to  be ab
sorbed b y  th e  end o f th e  annua l p e rio d , shou ld  o rd i
n a r ily  be d e fe rre d  a t in te r im  re p o rtin g  dates. The  
e ffe c t o f unp lan ned  o r u n a n tic ip a te d  pu rchase  p ric e  
o r vo lu m e  va riances, how eve r, sh ou ld  be re p o rte d  a t 
th e  end o f an in te r im  p e rio d  fo llo w in g  th e  same 
procedures used a t th e  end o f a fis c a l yea r.

A ll O ther Costs and Expenses
.15 C harges are m ade to  incom e fo r  a ll o th e r costs and  

expenses in  a n n u a l re p o rtin g  p e rio d s  based upon  (a ) d ire c t 
e xp e n d itu re s  m ade in  th e  p e rio d  (sa la rie s  and w ages), (b ) 
a ccrua ls  fo r  e s tim a te d  e xp e n d itu re s  to  be m ade a t a la te r  
d a te  (v a c a tio n  p a y ) o r (c ) a m o rtiz a tio n  o f e xp e n d itu re s  th a t 
a ffe c t m ore  th a n  one annua l p e rio d  (in su ra n ce  p rem ium s, 
in te re s t, re n ts ). T h e  o b je c tiv e  in  a ll cases is  to  ach ieve a 
f a ir  m easure o f re su lts  o f o p e ra tio n s  fo r  th e  a n n u a l p e rio d  
and to  p resen t fa ir ly  the  fin a n c ia l p o s itio n  a t th e  end o f the  
a n n u a l p e rio d . T he  B o a rd  has conc luded  th a t th e  fo llo w in g  
s tanda rds  shou ld  a p p ly  in  a cco u n tin g  fo r  costs and  expenses 
o th e r th a n  p ro d u c t costs in  in te r im  p e rio d s :

a. C osts and expenses o th e r th a n  p ro d u c t costs shou ld  
be cha rged  to  incom e in  in te r im  p e rio d s  as in c u rre d , 
o r be a llo ca te d  am ong in te r im  p e rio d s  based on an  
estim a te  o f tim e  e xp ire d , b e n e fit rece ive d  o r a c tiv ity
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a s s o c ia te d  w i t h  th e  p e r io d s .  P ro c e d u re s  a d o p te d  
f o r  a s s ig n in g  s p e c if ic  c o s t a n d  e xp e n se  ite m s  to  a n  
in t e r im  p e r io d  s h o u ld  be  c o n s is te n t  w i t h  th e  bases  
f o l lo w e d  b y  th e  c o m p a n y  i n  r e p o r t in g  r e s u lts  o f  
o p e ra t io n s  a t  a n n u a l r e p o r t in g  d a te s . H o w e v e r ,  
w h e n  a  s p e c if ic  c o s t o r  e x p e n s e  i te m  c h a rg e d  to  e x 
p en se  f o r  a n n u a l r e p o r t in g  p u rp o s e s  b e n e f its  m o re  
th a n  o n e  in t e r im  p e r io d ,  th e  c o s t o r  e xp e n se  i te m  
m a y  be  a llo c a te d  to  th o s e  in t e r im  p e r io d s .  (S ee  
p a r a g r a p h  .16 .)

b . S o m e  c o s ts  a n d  e xp e n se s  in c u r r e d  i n  a n  in t e r im  
p e r io d ,  h o w e v e r ,  c a n n o t b e  r e a d i ly  id e n t i f ie d  w i t h  
th e  a c t iv i t ie s  o r  b e n e f its  o f  o th e r  in t e r im  p e r io d s  
a n d  s h o u ld  be  c h a rg e d  t o  th e  in t e r im  p e r io d  in  w h ic h  
in c u r r e d .  D is c lo s u re  s h o u ld  be  m a d e  as to  th e  
n a tu r e  a n d  a m o u n t  o f  s u c h  c o s ts  u n le s s  ite m s  o f  a  
c o m p a ra b le  n a tu re  a re  in c lu d e d  in  b o th  th e  c u r r e n t  
in t e r im  p e r io d  a n d  i n  th e  c o r re s p o n d in g  in t e r im  
p e r io d  o f  th e  p re c e d in g  y e a r .

c. A r b i t r a r y  a s s ig n m e n t o f  th e  a m o u n t  o f  s u c h  c o s ts  to  
a n  in t e r im  p e r io d  s h o u ld  n o t  b e  m a d e .

d . G a in s  a n d  lo sse s  t h a t  a r is e  in  a n y  in t e r im  p e r io d  
s im i la r  to  th o s e  t h a t  w o u ld  n o t  be  d e fe r re d  a t  y e a r  
e n d  s h o u ld  n o t  be  d e fe r r e d  t o  la t e r  in t e r im  p e r io d s  
w i t h in  th e  sam e f is c a l y e a r .

.16 A  c o m p le te  l i s t i n g  o f  e x a m p le s  o f  a p p l ic a t io n  o f  
th e  s ta n d a rd s  se t f o r t h  in  p a r a g r a p h  .15 is  n o t  p r a c t ic a l ;  
h o w e v e r ,  th e  f o l lo w in g  e x a m p le s  o f  a p p l ic a t io n s  m a y  be  

h e lp f u l :

a . W h e n  a  c o s t t h a t  is  e x p e n s e d  f o r  a n n u a l r e p o r t in g  
p u rp o s e s  c le a r ly  b e n e f its  t w o  o r  m o re  in t e r im  p e r i 
o d s  (e . g ., a n n u a l m a jo r  r e p a i r s ) ,  e a c h  in t e r im  p e 

r io d  s h o u ld  b e  c h a rg e d  f o r  a n  a p p r o p r ia te  p o r t io n  o f  
th e  a n n u a l c o s t b y  th e  use  o f  a c c ru a ls  o r  d e fe r r a ls .

b . W h e n  q u a n t i t y  d is c o u n ts  a re  a llo w e d  c u s to m e rs  
b a s e d  u p o n  a n n u a l sa le s  v o lu m e , th e  a m o u n t o f  s u c h  

d is c o u n ts  c h a rg e d  to  e a ch  in t e r im  p e r io d  s h o u ld  b e  

b a s e d  o n  th e  sa le s  t o  c u s to m e rs  d u r in g  th e  in t e r im  

p e r io d  i n  r e la t io n  t o  e s t im a te d  a n n u a l sa les .
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c. P ro p e rty  taxes (a n d  s im ila r  costs such as in te re s t 
and re n t) m ay be accrued o r d e fe rre d  a t annua l re 
p o rtin g  date , to  ach ieve a f u l l  y e a r’s cha rge  o f taxes  
to  costs and expenses. S im ila r  p rocedures shou ld  
be adop ted  a t each in te r im  re p o rtin g  da te  to  p ro v id e  
an a p p ro p ria te  cost in  each p e rio d .

d. A d v e rtis in g  costs m ay be d e fe rre d  w ith in  a fis ca l 
y e a r i f  th e  bene fits  o f an e xp e n d itu re  m ade c le a rly  
e x tend  beyond  th e  in te r im  p e rio d  in  w h ic h  the  ex
p e n d itu re  is  m ade. A d v e rtis in g  costs m ay be ac
crued  and assigned to  in te r im  p e rio d s  in  re la tio n  to  
sales p r io r  to  the  tim e  th e  se rv ice  is  rece ived  i f  the  
a d v e rtis in g  p ro g ra m  is  c le a rly  im p lic it  in  th e  sales 
a rrangem en t.

.17 T he  am oun ts o f c e rta in  costs and  expenses a re  fre 
q u e n tly  sub jec ted  to  year-end  a d ju s tm e n ts  even th o u g h  th e y  
can be reaso n a b ly  a p p ro x im a te d  a t in te r im  dates. T o  the  
e x te n t possib le  such a d ju s tm e n ts  shou ld  be es tim a te d  and  
th e  e s tim a te d  costs and expenses assigned to  in te r im  p e rio d s  
so th a t th e  in te r im  p e rio d s  bea r a reasonab le  p o rtio n  o f the  
a n tic ip a te d  a nnua l am ount. E xa m p le s  o f such ite m s in c lu d e  
in v e n to ry  sh rin ka g e , a llow ance  fo r  u n c o lle c tib le  accounts, 
a llow ance  fo r  q u a n tity  d iscoun ts , and d is c re tio n a ry  ye a r- 
end bonuses.

Seasonal Revenue, Costs, o r Expenses
.18 R evenues o f c e rta in  businesses a re  su b je c t to  m a

te r ia l seasonal v a ria tio n s . T o  a v o id  th e  p o s s ib ility  th a t 
in te r im  re s u lts  w ith  m a te ria l seasonal v a ria tio n s  m a y be 
ta ke n  as fa ir ly  in d ic a tiv e  o f th e  e s tim a te d  re s u lts  fo r  a 
f u l l  fis c a l ye a r, such businesses sh o u ld  d isclose  the  seasonal 
n a tu re  o f th e ir  a c tiv itie s , and co n s id e r su p p le m e n tin g  th e ir  
in te r im  re p o rts  w ith  in fo rm a tio n  fo r  tw e lve -m o n th  p e rio d s  
ended a t th e  in te r im  da te  fo r  th e  c u rre n t and  p re ce d in g  
years.

Income Tax Provisions
.19 In  re p o rtin g  in te r im  fin a n c ia l in fo rm a tio n , incom e  

ta x  p ro v is io n s  sh ou ld  be d e te rm in e d  u n d e r th e  p rocedures  
set fo r th  in  sections 4091, 4095, and 4096. A t  th e  end o f 
each in te r im  p e rio d  th e  com pany sh o u ld  m ake  its  best e s ti
m a te  o f th e  e ffe c tive  ta x  ra te  expected  to  be a p p lica b le  fo r
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th e  fu l l  fis ca l yea r. The ra te  so de te rm in e d  sh ou ld  be used 
in  p ro v id in g  fo r  incom e taxes on a c u rre n t ye a r-to -d a te  
basis. The e ffe c tiv e  ta x  ra te  shou ld  re fle c t a n tic ip a te d  in 
vestm en t ta x  c re d its , fo re ig n  ta x  ra tes, percentage dep le
tio n , c a p ita l ga ins ra tes , and o th e r a v a ila b le  ta x  p la n n in g  
a lte rn a tiv e s . H ow ever, in  a r r iv in g  a t th is  e ffe c tive  ta x  ra te  
no  e ffe c t shou ld  be in c lu d e d  fo r  th e  ta x  re la te d  to  s ig n ific a n t 
u nusua l o r e x tra o rd in a ry  ite m s th a t w ill be se p a ra te ly  re 
p o rte d  o r re p o rte d  n e t o f th e ir  re la te d  ta x  e ffe c t in  re p o rts  
fo r  the  in te r im  p e rio d  o r fo r  th e  fis ca l ye a r.2

.20 The ta x  e ffects  o f losses th a t a rise  in  the  e a rly  p o r
tio n  o f a fis ca l ye a r ( in  th e  event ca rryb a ck  o f such losses is  
n o t poss ib le ) shou ld  be recogn ized  o n ly  w hen re a liz a tio n  is  
assured beyond a n y  reasonab le d o u b t (sec tio n  4091.44). A n  
estab lishe d  seasonal p a tte rn  o f loss in  e a rly  in te r im  p e rio d s  
o ffse t b y  incom e in  la te r in te r im  p e rio d s  sh ou ld  c o n s titu te  
evidence th a t re a liz a tio n  is  assured beyond reasonab le  
do u b t, unless o th e r evidence in d ica te s  the  estab lishe d  sea
sona l p a tte rn  w ill n o t p re v a il. The ta x  e ffects o f losses 
in c u rre d  in  e a rly  in te r im  p e rio d s  m ay be recogn ized  in  a 
la te r  in te r im  p e rio d  o f a fis c a l ye a r i f  th e ir  re a liz a tio n , 
a lth o u g h  in it ia lly  u n c e rta in , la te r  becomes assured beyond  
reasonab le doub t. W hen  the  ta x  e ffects o f losses th a t a rise  
in  th e  e a rly  p o rtio n s  o f a fis c a l ye a r are n o t recogn ized  in  
th a t in te r im  p e rio d , no  ta x  p ro v is io n  sh ou ld  be m ade fo r  
incom e th a t a rises in  la te r  in te r im  p e rio d s  u n t il th e  ta x  
e ffec ts  o f the  p re v io u s  in te r im  losses a re  u tiliz e d .3 Changes 
re s u ltin g  fro m  new  ta x  le g is la tio n  shou ld  be re fle c te d  a fte r  
th e  e ffe c tive  dates p re sc rib e d  in  the  s ta tu tes .

Disposal o f a Segment o f a Business and 
Extraordinary, Unusual, Infrequently  
Occurring and Contingent Items

.21 E x tra o rd in a ry  ite m s  shou ld  be d isc losed  sepa
ra te ly  and in c lu d e d  in  th e  d e te rm in a tio n  o f n e t incom e fo r  
th e  in te r im  p e rio d  in  w h ic h  th e y  occur. In  d e te rm in in g  m a
te r ia lity ,  e x tra o rd in a ry  ite m s  shou ld  be re la te d  to  th e  e s ti
m a ted  incom e fo r  th e  f u l l  fis ca l ye a r. E ffe c ts  o f d isposa ls

2  D isc losu re  shou ld  be m ade o f the  reasons fo r  s ig n ifica n t v a ria tio n s  in
the cus tom ary  re la tio n sh ip  between incom e ta x  expense and p re ta x  account
in g  incom e, i f  th e y  are n o t o the rw ise  apparen t fro m  the  financ ia l s ta te
m ents o r  fro m  the na tu re  o f the  e n t ity ’s business (see section 4091.62).

3 T h e  ta x  benefits o f in te r im  losses accounted fo r  in  th is  m anner w o u ld  
not be rep o rte d  as e x tra o rd in a ry  item s in  the resu lts  o f opera tions o f the  
in te r im  p e riod  as is p ro v id e d  fo r  in  annual periods in  section 4091.44.
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of a segment of a business and unusual and infrequently 
occurring transactions and events that are material w ith  
respect to the operating results of the interim  period but 
that are not designated as extraordinary items in  the in 
terim  statements should be reported separately. In  addi
tion, matters such as unusual seasonal results, business 
combinations treated fo r accounting purposes as poolings 
of interests and acquisition of a significant business in a 
purchase should be disclosed to provide information needed 
fo r a proper understanding of interim  financial reports. 
Extraordinary items, gains or losses from disposal of a seg
ment of a business, and unusual or infrequently occurring 
items should not be prorated over the balance of the fiscal 
year.

.22 Contingencies and other uncertainties that could 
be expected to affect the fairness of presentation of financial 
data at an interim  date should be disclosed in  interim  re
ports in  the same manner required fo r annual reports.4 Such 
disclosures should be repeated in  interim  and annual reports 
un til the contingencies have been removed, resolved, or have 
become immaterial.

Accounting Changes
.23 Each report of interim  financial information should 

indicate any change in  accounting principles or practices 
from those applied in  (a) the comparable interim  period of 
the prior annual period, (b) the preceding interim  periods 
in  the current annual period and (c) the p rio r annual report.

.24 Changes in  an interim  or annual accounting prac
tice or policy made in an interim  period should be reported 
in  the period in  which the change is made, in  accordance 
w ith  the provisions of section 1051, Accounting Changes.

.25 Certain changes in accounting principle, such as 
those described in  sections 1051.04 and 1051.27, require 
retroactive restatement of previously issued financial state
ments. Section 2010.25, Reporting the Results of Opera
tions, requires similar treatment fo r p rio r period adjust
ments. Previously issued financial statements must also be 
restated fo r a change in  the reporting entity (see section

4The significance of a contingency or uncertainty should be judged in 
relation to annual financial statements. Disclosures of such items should 
include, but not be lim ited to, those matters that form the basis of a 
qualification of an independent auditor’s report. (See section 4311.)
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1051.34-.35) and fo r correction of an error (see section 
1051.36-.37). Previously issued interim  financial informa
tion should be sim ilarly restated. Sections 2010 and 1051 
specify the required disclosures.

.26 The effect of a change in  an accounting estimate, 
including a change in  the estimated effective annual tax 
rate, should be accounted fo r in  the period in  which the 
change in estimate is made. No restatement of previously 
reported interim information should be made fo r changes 
in estimates, hut the effect on earnings of a change in  esti
mate made in a current interim  period should be reported 
in the current and subsequent interim  periods, i f  material 
in relation to any period presented and should continue to 
be reported in the interim  financial information of the subse
quent year fo r as many periods as necessary to avoid mis
leading comparisons. Such disclosure should conform w ith  
section 1051.33.

.27 [Superseded for cumulative effect type accounting 
changes by FASB Statement No. 3, effective for interim  
periods ending on or after December 31, 1974.] (See sec
tion 2072.)

.28 The Board recommends that, whenever possible, 
companies adopt any accounting changes during the first 
interim  period of a fiscal year. Changes in accounting p rin 
ciples and practices adopted after the first interim  period 
in  a fiscal year tend to obscure operating results and com
plicate disclosure of interim  financial information.

.29 In  determining m ateriality fo r the purpose of re
porting the cumulative effect of an accounting change or 
correction of an error, amounts should be related to the esti
mated income for the fu ll fiscal year and also to the effect 
on the trend of earnings. Changes that are material w ith 
respect to an interim  period but not material w ith  respect 
to the estimated income fo r the fu ll fiscal year or to the 
trend of earnings should be separately disclosed in the 
interim  period.

PART II
Disclosure of Summarized Interim  Financial 

Data by Publicly Traded Companies
.30 The Board recognizes that many publicly traded 

companies6 report summarized financial information to *
6 See footnote 1.
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the ir securityholders at periodic interim  dates in  consider
ably less detail than that provided in  annual financial state
ments. While this information provides securityholders 
w ith  more timely information than would result i f  complete 
financial statements were issued at the end of each interim  
period, the timeliness of presentation may be pa rtia lly  offset 
by a reduction in  detail in the information provided. As a 
result, the Board recognizes that certain guides as to m in i
mum disclosure are desirable. When publicly traded com
panies report summarized financial information to their 
securityholders at interim  dates (including reports on 
fourth quarters), the follow ing data should be reported, as 
a m in im um :7

a. Sales or gross revenues, provision fo r income taxes, 
extraordinary items (including related income tax 
effects), cumulative effect of a change in  accounting 
principles or practices, and net income.

b. Prim ary and fu lly  diluted earnings per share data 
fo r each period presented, determined in  accordance 
w ith  the provisions of section 2011, Earnings Per 
Share.

c. Seasonal revenue, costs or expenses (paragraph .18).
d. Significant changes in estimates or provisions for 

income taxes (paragraph .19).
e. Disposal of a segment of a business and extraordi

nary, unusual or infrequently occurring items (para
graph .21).

f. Contingent items (paragraph .22).
g. Changes in accounting principles or estimates (para

graphs .23-.29).
h. Significant changes in  financial position (paragraph 

.33).
When summarized financial data are regularly reported on 
a quarterly basis, the foregoing information w ith  respect to 
the current quarter and the current year-to-date or the last

7 I t  should be recognized that the minimum disclosures of summarized 
interim  financial data required of publicly traded companies by Part I I  
of this section do not constitute a fa ir presentation of financial position 
and results of operations in conform ity w ith  generally accepted accounting 
principles.
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twelve months to date should be furnished together w ith  
comparable data fo r the preceding year.

.31 When interim  financial data and disclosures are 
not separately reported fo r the fourth  quarter, security- 
holders often make inferences about that quarter by sub
tracting data based on the th ird  quarter interim  report from 
the annual results. In  the absence of a separate fourth 
quarter report or disclosure of the results (as outlined in 
paragraph .30) fo r that quarter in  the annual report, dis
posals of segments of a business and extraordinary, unusual, 
or infrequently occurring items recognized in  the fourth 
quarter, as well as the aggregate effect of year-end adjust
ments which are material to the results of that quarter (see 
paragraphs .04 and .17), and an accounting change made 
in  the fourth quarter (see section 2072.14) should be dis
closed in  the annual report in  a note to the annual financial 
statements. [As amended, effective fo r interim  periods 
ending on or after December 31, 1974 by FASB Statement 
No. 3.]

.32 Disclosure of the impact on the financial results for 
interim  periods of the matters discussed in  paragraphs 
.21-.29 is desirable fo r as many subsequent periods as neces
sary to keep the reader fu lly  informed. The Board believes 
there is a presumption that users of summarized interim  
financial data w ill have read the latest published annual 
report, including the financial disclosures required by gen
erally accepted accounting principles and management’s 
commentary concerning the annual financial results, and 
that the summarized interim  data w ill be viewed in  that 
context. In  this connection, the Board encourages manage
ment to provide commentary relating to the effects of sig
nificant events upon the interim  financial results.

.33 The Board encourages publicly traded companies 
to publish balance sheet and funds flow data at interim  
dates since these data often assist securityholders in  their 
understanding and interpretation of the income data re
ported. When condensed interim  balance sheet information 
or funds flow data are not presented at interim  reporting 
dates, significant changes since the last reporting period 
w ith  respect to liqu id assets, net working capital, long-term 
liabilities, or stockholders’ equity should be disclosed.
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EFFECTIVE DATE
.34 This section shall he effective fo r interim  financial 

information issued fo r a ll interim  periods relating to fiscal 
years beginning after December 31, 1973. However, the 
Board encourages earlier application of the provisions of 
th is section.

.35 When interim  financial data are presented for 
p rio r interim  periods fo r comparative purposes, these data 
should be restated on a basis consistent w ith  procedures 
newly adopted, or the effect on the p rio r interim  period data 
had the newly adopted procedures been applicable fo r that 
period should be disclosed.
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AC Section 2071-1
Accounting fo r Income Taxes in Interim  
Periods: An Interpretation o f 
Section 2071
[Source: FASB Interpretation No. 18.]

March 1977

INTRODUCTION AND BACKGROUND INFORMATION

.01 The FASB has been asked to clarify the application of 
APB Opinion No. 28 [section 2071], “ Interim Financial Report
ing,”  w ith respect to accounting for income taxes in interim 
periods. In  general, that Opinion requires that an estimated 
annual effective tax rate be used to determine interim period 
income tax provisions. Application of the general guideline to 
specific situations has resulted in differences in  accounting for 
similar situations by different enterprises.

.02 This Interpretation describes (a) the general computation 
of interim period income taxes (paragraphs .08 and .09), (b) the 
application of the general computation to specific situations 
(paragraphs .10-.15), (c) the computation of interim period 
income taxes applicable to significant unusual or infrequently 
occurring items, discontinued operations, extraordinary items, 
and cumulative effects of changes in accounting principles (para
graphs .16-.21), (d) special computations applicable to opera
tions taxable in multiple jurisdictions (paragraph .22), (e) 
guidelines for reflecting the effects of new tax legislation in 
interim period income tax provisions (paragraphs .23 and .24), 
and ( f )  disclosure requirements (paragraph .25). Appendix A, 
“ Excerpts from APB Opinions,”  quotes from APB Opinion No.
28 [section 2071] on accounting for income taxes in interim 
financial reports and from the paragraphs of APB Opinion No.
11 [section 4091], “ Accounting for Income Taxes,”  that prescribe 
the annual accounting for income taxes in certain situations.
The computations described in paragraphs .10-.24 are illustrated 
in Appendix C, “ Examples of Computations of Interim  Period 
Income Taxes.”

.03 An Exposure D raft of a proposed Interpretation on “ Ac
counting for Income Taxes in Interim  Periods”  was issued
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October 7, 1976. The Board received 99 letters of comment in 
response to the Exposure Draft. This Interpretation incor
porates a number of changes suggested by those respondents. 
Appendix E, “ Summary of Consideration of Comments on Ex
posure Draft,”  describes certain of the comments and the 
FASB’s consideration of them.

.04 The Addendum to APB Opinion No. 2 [section 6011], “ Ac
counting for the ‘Investment Credit’,”  states that “ differences 
may arise in the application of generally accepted accounting 
principles as between regulated and nonregulated businesses, 
because of the effect . . .  of the rate-making process,”  and dis
cusses the application of generally accepted accounting principles 
to regulated industries. FASB Statements and Interpretations 
should therefore be applied to regulated companies that are sub
ject to the rate-making process in accordance w ith the provi
sions of the Addendum.

INTERPRETATION

Definition o f Terms

.05 As a matter of convenience of expression, certain terms are 
defined in this Interpretation as follows:

a. “ Ordinary”  income (or loss) refers to “ income (or loss) from 
continuing operations before income taxes (or benefits)” 
excluding significant “unusual or infrequently occurring 
items.”  Extraordinary items, discontinued operations, and 
cumulative effects of changes in accounting principles are 
also excluded from this term.1 The term is not used in the 
income tax context of ordinary income v. capital gain.

b. Tax (or benefit) is the total income tax expense (or benefit), 
including the provision (or benefit) for income taxes both 
currently payable and deferred.

1The terms used in this definition are described in APB Opinion No. 
20 [section 1051], “ Accounting Changes,”  and in APB Opinion No. 20 
[section 2012], “ Reporting the Results of Operations.”  See paragraph 8 
of APB Opinion No. 20 [section 2012.08] for income (or loss) from con
tinuing operations before income taxes (or benefits) and discontinued opera
tions, paragraph 10 [section 2012.10] fo r extraordinary items, and para
graph 26 [section 2012.26] fo r unusual items and infrequently occurring 
items. See paragraph 20 of APB Opinion No. 20 [section 1051.20] fo r 
cumulative effects of changes in accounting principles.
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Concept o f APB Opinion No. 28 [section 2071 ]

.06 A P B  Opinion No. 28 [section 2071] specifies that the tax 
(or benefit) for an interim period shall be determined under the 
provisions of A P B  Opinion No. 11 [section 4091], A P B  Opinion  
No. 23 [section 4095], “ Accounting for Income Taxes—Special 
Areas,”  and A P B  Opinion No. 24 [section 4096], “ Accounting 
for Income Taxes—Investments in Common Stock Accounted 
for by the Equity Method (Other than Subsidiaries and Cor
porate Joint Ventures).” 2 The tax (or benefit) related to 
“ ordinary”  income (or loss) shall be computed at an estimated 
annual effective tax rate and the tax (or benefit) related to all 
other items shall be individually computed and recognized when 
the items occur. Application of this general guidance to specific 
situations is described in the following paragraphs and illustrated 
in Appendix C.

Tax (or Benefit) Applicable to “ O rd ina ry " Income (or Loss)

.07 Paragraphs .08 and .09 describe the computation of interim 
period tax (or benefit) related to “ ordinary”  income (or loss). 
Paragraphs .10-.15 describe the application of paragraphs .08 and 
.09 to specific situations. Paragraphs .14 and .15 describe special 
lim itations that apply to the computations in paragraphs .08 
and .09 i f  an enterprise has a year-to-date “ ordinary”  loss or 
anticipates an “ ordinary” loss for the fiscal year.

.08 Estimated annual effective tax rate.3 4 Paragraph .19 of A P B  
Opinion No. 284 [section 2071.19] requires that an enterprise 
determine an estimated annual effective tax rate.5 That rate 
“ should reflect anticipated investment tax credits, foreign tax

2 APB  Opinions No. 23 and 24 [sections 4095 and 4096] are not specifi
cally described herein because no questions were raised regarding ap
plication of those Opinions fo r interim  periods.
3 See also paragraph .22 below when the enterprise has operations tax
able in multiple jurisdictions.
4 See Appendix A , paragraph .28.
5 Enterprises in some industries report certain items of “ ordinary”  income 
net of their related tax effect. For example, the A IC P A  Industry A ud it 
Guide, “ Audits of Stock L ife  Insurance Companies,”  illustrates a cap
tion “ Realized investment gains and losses, net of related income taxes 
o f $ . . .”  in its suggested format of a stock life insurance company’s 
statement of income. I f  an enterprise follows such an accepted industry 
practice, the item that w ill be reported net of tax and its related tax (or 
benefit) shall be excluded from the computation of the estimated annual 
effective tax rate and interim period tax (or benefit). A  separate esti
mated annual effective tax rate shall be computed fo r the item, and 
applied to that item in accordance w ith  paragraphs .09-.15 below.
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rates, percentage depletion, capital gains rates, and other avail
able tax planning alternatives.”  6 The rate is revised, if neces
sary, as of the end of each successive interim period during the 
fiscal year to the enterprise’s best current estimate of its annual 
effective tax rate. In  some cases, the rate w ill be the statutory 
rate modified as may be appropriate in particular circumstances.
In  other cases, the rate w ill be the enterprise’s estimate of the 
tax (or benefit) that w ill be provided for the fiscal year, stated 
as a percentage of its estimated “ ordinary”  income (or loss) for 
the fiscal year (see paragraphs .14 and .15 if  an “ ordinary”  loss 
is anticipated for the fiscal year).7

.09 Computation of interim period tax (or benefit). The esti
mated annual effective tax rate, described in paragraph .08 
above, shall be applied to the year-to-date “ ordinary”  income 
(or loss) at the end of each interim period to compute the 
year-to-date tax (or benefit) applicable to “ ordinary”  income 
(or loss).8 The interim period tax (or benefit) related to “ ordi-

6 Certain investment tax credits may be excluded from  the estimated 
annual effective tax rate. I f  an enterprise includes allowable investment 
tax credits as part of its provision fo r income taxes over the productive 
life of acquired property and not entirely in the year the property is 
placed in service, amortization of deferred investment tax credits need 
not be taken into account in estimating the annual effective tax rate; 
however, i f  the investment tax credits are taken into account in the esti
mated annual effective tax rate, the amount taken into account shall be 
the amount of amortization that is anticipated to be included in income 
in the current year (see paragraphs 13 and 15 o f APB Opinion No. 2 
[sections 4094.11 and 4094.20]). Further, paragraphs 43 and 44 of FASB  
Statement No. 13 [section 4053.043-.044], “Accounting fo r Leases,”  specify 
that investment tax credits related to leases that are accounted fo r as lever
aged leases shall be deferred and accounted fo r as return on the net 
investment in the leveraged leases in the years in which the net invest
ment is positive. Footnote 25 of Statement No. 13 [section 4053.044] ex
plains that the use of the term “ years”  is not intended to preclude 
application of the accounting described to shorter periods. I f  an enter
prise accounts fo r investment tax credits related to leveraged leases in 
accordance w ith paragraphs 43 and 44 of Statement No. 13 [section
4053.043-.044] fo r interim periods, those investment tax credits shall not 
be taken in to account in estimating the annual effective tax rate.
7 Estimates of the annual effective tax rate at the end of interim periods 
are, of necessity, based on evaluations of possible future events and 
transactions and may be subject to subsequent refinement or revision.
I f  a reliable estimate cannot be made, the actual effective tax rate for 
the year-to-date may be the best estimate of the annual effective tax 
rate. I f  an enterprise is unable to  estimate a part of its “ ordinary”  in
come (or loss) or the related tax (or benefit) but is otherwise able to 
make a reliable estimate, the tax (or benefit) applicable to the item that 
cannot be estimated shall be reported in the interim  period in which the 
item is reported.
8 One result o f the year-to-date computation is that, i f  the tax benefit of 
an “ ordinary”  loss that occurs in the early portions of the fiscal year is
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nary”  income (or loss) shall be the difference between the 
amount so computed and the amounts reported for previous 
interim periods of the fiscal year.

“ O rd ina ry " income anticipated fo r fiscal year

.10 Year-to-date “ ordinary”  income. I f  an enterprise has “ ordi
nary”  income for the year-to-date at the end of an interim 
period and anticipates “ ordinary”  income for the fiscal year, the 
interim period tax shall be computed as described in paragraph 
.09 above.

.11 Year-to-date “ ordinary”  loss. I f  an enterprise has an “ ordi
nary”  loss for the year-to-date at the end of an interim period 
and anticipates “ ordinary”  income for the fiscal year, the interim 
period tax benefit shall be computed as described in paragraph 
.09 above, except that the year-to-date tax benefit recognized 
shall be limited to the amount determined in accordance w ith 
paragraphs .14 and .15 below.

“ O rd in a ry " loss anticipated fo r fiscal year

.12 Year-to-date “ ord inary”  income. I f  an enterprise has “ ordi
nary”  income for the year-to-date at the end of an interim 
period and anticipates an “ ordinary”  loss for the fiscal year, the 
interim period tax shall be computed as described in paragraph 
.09 above. The estimated tax benefit for the fiscal year, used 
to determine the estimated annual effective tax rate described 
in paragraph .08 above, shall not exceed the tax benefit deter
mined in accordance w ith  paragraphs .14 and .15 below.

.13 Year-to-date “ ordinary”  loss. I f  an enterprise has an “ ordi
nary”  loss for the year-to-date at the end of an interim period 
and anticipates an “ordinary”  loss for the fiscal year, the interim 
period tax benefit shall be computed as described in paragraph 
.09 above. The estimated tax benefit for the fiscal year, used 
to determine the estimated annual effective tax rate described 
in paragraph .08 above, shall not exceed the tax benefit deter
mined in accordance w ith  paragraphs .14 and .15 below. In  
addition to that lim itation in the effective rate computation, 
if  the year-to-date “ ordinary”  loss exceeds the anticipated “ ordi-

not recognized because realization of the tax benefit is not assured, tax is 
not provided for subsequent “ ordinary”  income until the unrecognized 
tax benefit of the earlier “ ordinary”  loss is offset (see Appendix A, 
paragraph .32).
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nary" loss for the fiscal year, the tax benefit recognized for the 
year-to-date shall not exceed the tax benefit determined, based 
on the year-to-date "ordinary" loss, in accordance w ith  para
graphs .14 and .15 below.

Limitations applicable to losses

.14 Recognition o f the tax benefit o f a loss. Paragraphs 44 and 
45 of A P B  Opinion No. 11 9[section 4091.43-.44] require that 
the tax benefit of a loss shall not be recognized until i t  is real
ized, unless future realization is assured beyond any reasona
ble doubt at the time the loss occurs. Therefore, the estimated 
tax benefit of an "ordinary" loss for the fiscal year, used to 
determine the estimated annual effective tax rate described in 
paragraph .08 above, and the year-to-date tax benefit of a loss 
recognized at an interim date shall be limited to the tax benefit 
realized or assured of future realization beyond any reasonable 
doubt. Paragraph 47 of A P B  Opinion No. 1 1 10 [section 4091.46] 
describes circumstances that may assure future realization of 
the tax benefit of a loss for a fiscal year beyond any reasonable 
doubt. Assurance beyond any reasonable doubt of future real
ization of the tax benefit of a loss at an interim date may also 
result from established seasonal patterns, as described in para
graph 20 of A P B  Opinion No. 2 8 11 [section 2071.20]. (See also 
paragraph .15 below.)

.15 Reversal o f net deferred tax credits. I f  an enterprise an
ticipates an "ordinary”  loss for the fiscal year or has a year-to- 
date "ordinary”  loss in excess of the anticipated “ ordinary" loss 
for the fiscal year and all or a part of the tax benefit of the loss 
w ill not be realized or its realization is not assured beyond any 
reasonable doubt, existing deferred tax credits arising from 
tim ing differences shall be adjusted as required by paragraph 
48 of A P B  Opinion No. 1 1 12 [section 4091.47]. The amount of 
the adjustment shall not exceed the lower of (a) the otherwise 
unrecognized tax benefit of the loss or (b) the amount of the 
net deferred tax credits that would otherwise be amortized dur
ing the carryforward period attributable to the loss. I f  the 
adjustment relates to an estimated "ordinary”  loss for the fiscal 
year, the amount of the adjustment shall be considered addi
tional current year tax benefit in the determination of the esti-   * 11

9 See Appendix A, paragraphs .29 and .30. 
10 See Appendix A, paragraph .31.
11 See Appendix A, paragraph .32.
12 See Appendix A, paragraph .33.
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mated annual effective tax rate described in paragraph .08 
above.13 I f  the adjustment relates to a year-to-date “ ordinary”  
loss, the amount of the adjustment shall be considered addi
tional tax benefit in computing the maximum tax benefit that 
shall be recognized for the year-to-date.14  15

Tax (or Benefit) Applicable to Significant Unusual or 
Infrequently Occurring Items, Discontinued Operations, o r 
Extraordinary Items

.16 Basis of tax provision. Paragraph 19 of APB Opinion No. 
2815 [section 2071.19] excludes taxes related to “ significant 
unusual or extraordinary items that w ill be separately reported 
or reported net of their related tax effect”  16   17 18from the estimated 
annual effective tax rate calculation. Paragraph 21 of APB  
Opinion No. 2817 [section 2071.21] requires that those items be 
recognized in the interim period in which they occur. Para
graph 52 of APB Opinion No. 1118 [section 4091.51] describes 
the method of applying tax allocation w ith in  a period. Under 
paragraph 52 of Opinion No. 11 [section 4091.51] the difference 
between the tax computed on income including an item described 
in footnote 16 below and the tax computed on income exclud
ing that item is the tax related to the item. This computation 
shall be made using the estimated fiscal year “ ordinary” income 
and the items described in footnote 16 below for the year-to-date.

.17 Financial statement presentation. Extraordinary items and 
discontinued operations that w ill be presented net of related tax 
effects in the financial statements for the fiscal year shall be 
presented net of related tax effects in interim financial state
ments. Unusual or infrequently occurring items that w ill be 
separately disclosed in the financial statements for the fiscal 
year shall be separately disclosed as a component of pretax 
income from continuing operations, and the tax (or benefit) 
related to such items shall be included in the tax (or benefit)

13 See Appendix A, paragraph .34.
14 Paragraph 48 of APB Opinion No. 11 [section 4091.47] describes the 
reinstatement of previously eliminated deferred tax credits when the tax 
benefit of the loss is subsequently realized.
15 See Appendix A, paragraph .28.
16 In  the context of paragraph 21 of APB Opinion No. 28 [section 2071.21] 
(see Appendix A, paragraph .35), which is consistent w ith  APB Opinion 
No. 30 [section 2012], this description includes unusual items, infre
quently occurring items, discontinued operations, and extraordinary items.
17 See Appendix A, paragraph .35.
18 See Appendix A, paragraph .36.
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related to continuing operations. Paragraphs .18 and .19 
describe the application of the above to specific situations.

.18 Recognition of the tax benefit of a loss. I f  an enterprise 
has a significant unusual, infrequently occurring, or extraordi
nary loss or a loss from discontinued operations, the tax 
benefit of that loss shall not be recognized until it  is realized 
or realization is assured beyond any reasonable doubt. Realiza
tion is assured beyond any reasonable doubt (a) by offsetting 
year-to-date “ ordinary” income, (b) by offsetting taxable in
come from an unusual, infrequently occurring, or extraordinary 
item, or from discontinued operations, or items credited directly 
to stockholders’ equity accounts, or (c) if  the loss can be 
carried back (after any anticipated fiscal year “ ordinary”  loss 
is carried back). Realization beyond any reasonable doubt 
would also appear to be assured by future taxable income that 
is v irtua lly  certain to occur soon enough to provide realization 
during the carryforward period, including anticipated “ ordi
nary”  income for the current year expected to result from an 
established seasonal pattern of loss in early interim periods 
offset by income in later interim periods.19 I f  previously re
corded net deferred tax credits that would be amortized 
during the carryforward period of the loss are present and all 
or a portion of the tax benefit of the loss is not realized and 
future realization is not assured beyond any reasonable doubt, 
see paragraph .15 above. I f  all or a part of the tax benefit is 
not realized and future realization is not assured beyond any 
reasonable doubt in the interim period of occurrence but be
comes assured beyond any reasonable doubt in a subsequent 
interim period of the same fiscal year, the previously unrecog
nized tax benefit shall be reported in that subsequent interim 
period in the same manner that it  would have been reported if 
realization had been assured beyond any reasonable doubt in the 
interim period of occurrence, i. e., as a tax benefit relating to 
continuing operations, discontinued operations, or an extraordi
nary item.

.19 Discontinued operations. The computations described in 
paragraphs .16-.18 shall be the basis for the tax (or benefit) 
related to both (a) the income (or loss) from operations of 
the discontinued segment 20 prior to the measurement date and  

19 See paragraph 47 of APB Opinion No. 11 [section 4091.46] (see A p
pendix A, paragraph .31) and paragraph 20 of APB Opinion No. 28 
[section 2071.20] (see Appendix A, paragraph .32).
20The term “ discontinued segment”  refers to  a discontinued segment of 
the business as described in paragraph 13 of APB Opinion No. 30 [section 
2012.13].
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(b) the gain (or loss) on disposal of discontinued operations 
(including any provision for operating loss subsequent to the 
measurement date). Income (or loss) from operations of the 
discontinued segment prior to the interim period in which the 
measurement date occurs w ill have been included in “ ordinary”  
income (or loss) of prior periods and thus w ill have been in
cluded in the estimated annual effective tax rate and tax (or 
benefit) calculations described in paragraphs .08-.15 above. The 
total tax (or benefit) provided in the prior interim periods shall 
not be recomputed but shall be divided into two components, 
applicable to the remaining “ ordinary”  income (or loss) and to 
the income (or loss) from operations of the discontinued seg
ment as follows. A  revised estimated annual effective tax rate 
and resulting tax (or benefit) shall be computed, in accordance 
w ith paragraphs .08-.15 above, for the remaining “ ordinary”  
income (or loss), based on the estimates applicable to such 
operations used in the original calculations for each prior 
interim period. The tax (or benefit) related to the operations 
of the discontinued segment shall be the total of (a) the 
difference between the tax (or benefit) originally computed for 
“ ordinary”  income (or loss) and the recomputed amount for 
the remaining “ ordinary”  income (or loss) and (b) the tax 
computed in accordance w ith  paragraphs .16-.18 above for any 
unusual or infrequently occurring items of the discontinued 
segment.

Using a Prior Year Operating Loss C arryforward

.20 Paragraph 61 of APB Opinion No. 1121 [section 4091.60] 
requires that the tax benefit of an operating loss carryforward 
recognized in a subsequent year be reported as an extraordinary 
item. Paragraph 19 of APB Opinion No. 2822 [section 2071.19] 
excludes extraordinary items from the effective tax rate com
putation, and paragraph 21 of APB Opinion No. 2823 [section 
2071.21] specifies that extraordinary items should not be pro
rated over the balance of the year. Accordingly, the tax benefit 
of a prior year operating loss carryforward shall be recognized 
as an extraordinary item in each interim period to the extent 
that income in the period and for the year-to-date is available 
to offset the operating loss carryforward.

21 See Appendix A, paragraph .38.
22 See Appendix A, paragraph .28.
23 See Appendix A, paragraph .35.
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Cumulative Effects o f Changes in Accounting Principles

.21 FASB Statement No. 3 [section 2072], “ Reporting Ac
counting Changes in Interim  Financial Statements,”  specifies 
that the cumulative effect of a change in accounting principle 
on retained earnings at the beginning of the year shall be 
reported in the first interim period of the fiscal year. APB  
Opinion No. 20 [section 1051], “ Accounting Changes,”  speci
fies that the related income tax effect of a cumulative effect 
type accounting change shall be computed as though the new 
accounting principle had been applied retroactively for all prior 
periods that would have been affected.

Operations Taxable in M ultiple Jurisdictions

.22 I f  an enterprise that is subject to tax in multiple juris
dictions pays taxes based on identified income in one or more 
individual jurisdictions, interim period tax (or benefit) related 
to consolidated “ ordinary”  income (or loss) for the year-to- 
date shall be computed in accordance w ith paragraphs .08-.15 
above using one overall estimated annual effective tax rate 
except that:

a. I f  in a separate jurisdiction an enterprise anticipates an 
“ ordinary”  loss for the fiscal year or has an “ ordinary”  
loss for the year-to-date for which, in accordance w ith 
paragraphs .14 and .15 above, no tax benefit can be recog
nized, the enterprise shall exclude “ ordinary” income (or 
loss) in that jurisdiction and the related tax (or benefit) 
from the overall computations of the estimated annual effec
tive tax rate and interim period tax (or benefit). A  sepa
rate estimated annual effective tax rate shall be computed 
for that jurisdiction and applied to “ ordinary”  income (or 
loss) in that jurisdiction in accordance w ith  paragraphs 
.09-.15 above.

b. I f  an enterprise is unable to estimate an annual effective 
tax rate in a foreign jurisdiction in dollars or is otherwise 
unable to make a reliable estimate of its “ ordinary”  income 
(or loss) or of the related tax (or benefit) for the fiscal year 
in a jurisdiction, the enterprise shall exclude “ ordinary”  
income (or loss) in that jurisdiction and the related tax 
(or benefit) from the overall computations of the estimated 
annual effective tax rate and interim period tax (or bene
fit). The tax (or benefit) related to “ ordinary”  income
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(or loss) in that jurisd iction24 shall be recognized in the 
interim period in which the “ ordinary”  income (or loss) is 
reported.

Effect o f New Tax Legislation

.23 Paragraph 20 of APB Opinion No. 28 25 [section 2071.20] 
states that changes resulting from new tax legislation shall 
be “ reflected after the effective dates prescribed in the stat
utes.”  I f  new tax legislation prescribes changes that become 
effective during an enterprise’s fiscal year, the tax effect of 
those changes shall be reflected in the computation of the esti
mated annual effective tax rate beginning w ith  the first interim 
period that ends after the new legislation becomes effective. 
Paragraph .24 describes the determination of when new legis
lation becomes effective.

.24 Effective date. Legislation generally becomes effective 
on the date prescribed in the statutes. However, tax legisla
tion may prescribe changes that become effective during an 
enterprise’s fiscal year that are administratively implemented 
by applying a portion of the change to the fu ll fiscal year. For 
example, if the statutory tax rate applicable to calendar-year 
corporations were increased from 48 percent to 52 percent, effec
tive January 1, the increased statutory rate might be adminis
tratively applied to a corporation w ith  a fiscal year ending at 
June 30 in the year of the change by applying a 50 percent rate 
to its taxable income for the fiscal year, rather than 48 percent 
for the first six months and 52 percent for the last six months. 
In  that case the legislation becomes effective for that enterprise 
at the beginning of the enterprise’s fiscal year.

Disclosure

.25 Application of the provisions of APB Opinion No. 28 
[section 2071] that are described in this Interpretation may 
result in a significant variation in the customary relationship 
between income tax expense and pretax accounting income. 
The reasons for significant variations in the customary rela
tionship between income tax expense and pretax accounting

24 The tax (or benefit) related to “ ordinary”  income (or loss) in  a 
jurisdiction may not be lim ited to tax (or benefit) in that jurisdiction. 
I t  m ight also include tax (or benefit) in another jurisdiction that results 
from  providing taxes on unremitted earnings, foreign tax credits, etc. 
25 See Appendix A, paragraph .39.
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income shall be disclosed if  they are not otherwise apparent 
from the financial statements or from the nature of the enter
prise's business.26

Effective Date and Transition

.26 The provisions of this Interpretation shall be effective 
for financial statements issued after March 31, 1977 for interim 
periods in fiscal years beginning after December 15, 1976. 
Earlier application is encouraged for any interim financial 
statements that have not been previously issued. This In ter
pretation shall not be applied retroactively for previously 
issued interim financial statements.

26 See Appendix A, paragraph .37.
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Appendix A

EXCERPTS FROM APB OPINIONS

.27 This Appendix contains relevant excerpts from APB 
Opinions that relate to this Interpretation. I t  repeats the 
general guidance of APB Opinion No. 28 [section 2071] on 
accounting for income taxes in interim financial reports and 
the specific paragraphs of APB Opinion No. 11 [section 4091] 
that prescribe the annual accounting for income taxes in certain 
situations.

General Guidelines

.28 Paragraph 19 of APB Opinion No. 28 [section 2071.19] 
contains the following general guidelines for the computation 
of income tax provisions for interim periods:

In reporting in terim  financial in form ation, income tax 
provisions should be determined under the procedures set 
fo rth  in APB Opinion Nos. 11, 23, and 24. A t the end o f 
each in terim  period the company should make its best 
estimate o f the effective tax rate expected to  be applicable 
fo r the fu ll fiscal year. The rate so determined should be 
used in providing fo r income taxes on a current year-to-date 
basis. The effective tax rate should reflect anticipated 
investment tax credits, foreign tax rates, percentage 
depletion, capital gains rates, and other available tax 
planning alternatives.

The paragraph continues w ith  the follow ing regarding the tax 
effects o f unusual or extraordinary items:

However, in arriving at this effective tax rate no effect 
should be included fo r the tax related to significant unusual 
or extraordinary items that w ill be separately reported or 
reported net o f their related tax effect in reports fo r the 
interim  period or fo r the fiscal year. . . .

Recognition o f the Tax Benefit o f a Loss

.29 Paragraph 44 of APB Opinion No. 11 [4091.43] states the 
following w ith respect to tax benefits of loss carrybacks:

The tax effects o f any realizable loss carrybacks should be 
recognized in the determination o f net income (loss) o f the 
loss periods. The tax loss gives rise to a refund (or claim fo r 
refund) o f past taxes, which is both measurable and 
currently realizable; therefore the tax effect o f the loss is
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properly recognizable in the determ ination o f net income 
(loss) fo r the loss period. (Emphasis in original.)

.30 Paragraph 45 of APB Opinion No. 11 [section 4091.44] 
states the following w ith  respect to tax benefits of loss carry
forwards :

The tax effects o f loss carryforwards also relate to  the 
determ ination o f net income (loss) o f the loss periods. 
However, a significant question generally exists as to  
realization o f the tax effects o f the carryforwards, since 
realization is dependent upon future taxable income. 
Accordingly, the Board [A P B ] has concluded that the tax 
benefits o f loss carryforwards should not be recognized 
un til they are actually realized, except in unusual 
circumstances when realization is assured beyond any 
reasonable doubt at the time the loss carryforwards arise. 
(Emphasis in original.)

.31 Paragraph 47 of APB Opinion No. 11 [section 4091.46] 
describes the circumstances that may assure future realization 
of the tax benefit of a loss carryforward beyond any reasonable 
doubt as follows:

Realization o f the tax benefit o f a loss carryforward  would 
appear to be assured beyond any reasonable doubt when 
both o f the fo llow ing conditions exist: (a) the loss results 
from  an identifiable, isolated and nonrecurring cause and 
the company either has been continuously profitable over a 
long period or has suffered occasional losses which were 
more than offset by taxable income in subsequent years, 
and (b) future taxable income is v irtua lly  certain to  be large 
enough to  offset the loss carryforward  and w ill occur soon 
enough to provide realization during the carryforward  
period. (Emphasis in original.)

.32 Paragraph 20 of APB Opinion No. 28 [section 2071.20] 
states the following w ith  respect to losses that arise in the 
early portion of a fiscal year:

The tax effects o f losses that arise in the early portion o f a 
fiscal year (in the event carryback o f such losses is not 
possible) should be recognized only when realization is 
assured beyond any reasonable doubt (paragraph 45 o f APB 
Opinion No. 11). An established seasonal pattern o f loss in 
early in terim  periods offset by income in later interim  
periods should constitute evidence that realization is 
assured beyond reasonable doubt, unless other evidence 
indicates the established seasonal pattern w ill not prevail.
The tax effects o f losses incurred in early interim  periods 
may be recognized in a later interim  period o f a fiscal year 
i f  their realization, although in itia lly  uncertain, later 
becomes assured beyond reasonable doubt. When the tax 
effects o f losses that arise in the early portions o f a fiscal
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year are not recognized in that interim  period, no tax 
provision should be made fo r income that arises in later 
in terim  periods un til the tax effects o f the previous interim  
losses are utilized. . . .

Reversal of Net Deferred Tax Credits

.33 Paragraph 48 of APB Opinion No. 11 [section 4091.47] 
states the following w ith  respect to reversal in a loss year of 
existing net deferred tax credits arising from tim ing differences:

Net deferred tax credits arising from  tim ing differences may 
exist at the time loss carryforwards arise. In the usual case 
when the tax effect o f a loss carryforward  is not recognized 
in the loss period, adjustments o f the existing net deferred 
tax credits may be necessary in that period or in subsequent 
periods. In this situation net deferred tax credits should be 
eliminated to the extent o f the lower o f (a) the tax effect 
o f the loss carryforward, or (b) the am ortization o f the net 
deferred tax credits that would otherwise have occurred 
during the carryforward  period. (Emphasis in original.)

.34 Paragraph 46 of APB Opinion No. 11 [section 4091.45] 
suggests that existing net deferred tax credits arising from 
tim ing differences that w ill be amortized during the carryfor
ward period of a current year operating loss carryforward should 
be accounted for the same as if  there were assurance of 
realization of the tax benefits of the loss carryforward beyond 
any reasonable doubt when it  states:

In those rare cases in which realization o f the tax benefits 
o f loss carryforwards is assured beyond any reasonable 
doubt, the potential benefits should be associated w ith  the 
periods o f loss and should be recognized in the 
determination o f results o f operations fo r those periods.
Realization is considered to  be assured beyond any 
reasonable doubt when conditions such as those set fo rth  in 
paragraph 47 are present. (Also see paragraph 48.)
(Emphasis in original.)

Tax (or Benefit) Applicable to Significant Unusual or Infrequently 
Occurring Items, Discontinued Operations, or Extraordinary Items

.35 Paragraph 21 of APB Opinion No. 28 [section 2071.21] 
states the following w ith respect to significant unusual or
infrequently occurring items, discontinued operations, or ex
traordinary item s:

Extraordinary items should be disclosed separately and 
included in the determ ination o f net income fo r the interim  
period in which they occur. In determining m ateriality,
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extraordinary items should be related to the estimated 
income for the fu ll fiscal year. Effects o f disposals o f a 
segment o f a business and unusual and infrequently 
occurring transactions and events that are material w ith  
respect to the operating results o f the interim  period but 
that are not designated as extraordinary items in the 
i n t e r i m  s t a t e m e n t s  s h o u l d  be r e p o r t e d  
separately. . . . Extraordinary items, gains or losses from 
disposal o f a segment o f a business, and unusual or 
infrequently occurring items should not be prorated over 
the balance o f the fiscal year.

Tax Allocation within a Period

.36 Paragraph 52 of APB Opinion No. 11 [section 4091.51] 
states the following concerning tax allocation w ith in  a period:

The Board [A P B ] has concluded that tax allocation w ith in  
a period should be applied to obtain an appropriate 
relationship between income tax expense and (a) income 
before extraordinary items, (b) extraordinary items, (c) 
adjustments o f prior periods (or o f the opening balance o f 
retained earnings) and (d) direct entries to other 
stockholders’ equity accounts. The income tax expense 
attributable to income before extraordinary items is 
computed by determining the income tax expense related 
to revenue and expense transactions entering in to  the 
determ ination o f such income, w ithou t giving effect to the 
tax consequences o f the items excluded from  the 
determination o f income before extraordinary items. The 
income tax expense attributable to other items is 
determined by the tax consequences o f transactions 
involving these items. I f  an operating loss exists before 
extraordinary items, the tax consequences o f such loss 
should be associated w ith  the loss.

Disclosure

.37 Footnote 2 to paragraph 19 of APB Opinion No. 28 
[section 2071.19] states the following concerning the annual 
effective tax ra te :

Disclosure should be made o f the reasons fo r significant 
variations in the customary relationship between income 
tax expense and pretax accounting income, i f  they are not 
otherwise apparent from  the financial statements or from  
the nature o f the e n tity ’s business (see APB Opinion No.
11, paragraph 63).

Paragraph 63 of APB Opinion No. 11 [section 4091.62] re
quires disclosure o f :
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Reasons fo r significant variations in the customary 
relationships between income tax expense and pretax 
accounting income, i f  they are not otherwise apparent from  
the financial statements or from  the nature o f the e n tity ’s 
business.

Using a Prior Year Operating Loss Carryforward

.38 Paragraph 61 of APB Opinion No. 11 [section 4091.60] 
specifies:

When the tax benefit o f an operating loss carryforward  is 
realized in fu ll or in part in a subsequent period, and has 
not been previously recognized in the loss period, the tax 
benefit should be reported as an extraordinary item . . .  in 
the results o f operations o f the period in which realized. 
(Emphasis in original.)

Effect of New Tax Legislation

.39 Paragraph 20 of APB Opinion No. 28 [section 2071.20] 
also contains the following guidance w ith respect to the effect 
of new tax legislation:

Changes resulting from  new tax legislation should be 
reflected after the effective dates prescribed in the statutes.
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Appendix B

CROSS REFERENCE TABLE
.40 This Appendix provides a cross reference from the paragraphs 
of this Interpretation to the paragraphs in Appendixes C and D that
illustrate the application of those paragraphs.

In te rp re ta tio n  E xam ple  a t
P aragraph P aragraph
N um bers N um bers

.08 Estimated annual effective tax rate............43, .49, .53, .54
Changes in estim ates.................................................48

.09 Computation of interim period tax (or benefit) ap
plicable to “ ordinary”  income (or loss) :

“ Ordinary”  income anticipated for fiscal year:
.10 Year-to-date “ ordinary” incom e......................44, .45
.11 Year-to-date “ ordinary”  lo s s ............................46, .47

“ Ordinary”  loss anticipated for fiscal year:
.12 Year-to-date “ ordinary”  income .............. 51, .54
.13 Year-to-date “ ordinary”  loss ..............50, .52, .53
.14 Recognition of the tax benefit of a

loss .................................................. 50, .52, .53, .54
Year-to-date loss—special

computation ................................... 46, .47, .51
.15 Reversal of net deferred tax c re d its ........................ 55
.16 Tax (or benefit) applicable to significant unusual,

infrequently occurring, or extraordinary items .57, .58
.17 Financial statement presentation ............................71
.18 Recognition of the tax benefit of a lo ss ............57, .58
.19 Tax (or benefit) applicable to discontinued operations .62
.20 Using a prior year operating loss carryforward .59, .60, .61
.21 Cumulative effects of changes in accounting

principles .............................................................. 63, .64
.22 Operations taxable in multiple ju risd ic tions..................65
.22a “ Ordinary”  loss, realization not assured.................. 66
.22b Unable to estimate in a ju risd ic tion .......................... 67

Effect of new tax legislation :
.23 Effective in a future interim p e r io d ........................ 69
.23 Effective in a past interim p e rio d ............................ 70
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Appendix C

EXAMPLES OF COMPUTATIONS OF INTERIM  
PERIOD INCOME TAXES

.41 This Appendix provides examples o f application o f this 
Interpretation fo r some specific situations. In general, the 
examples illustrate matters unique to  accounting fo r income 
taxes at interim  dates. The examples do not include con
sideration o f the nature o f tax credits and permanent d if
ferences or illustrate all possible combinations o f circum
stances.

.42 Specific situations illustrated in this Appendix are:

Paragraph
Numbers

Accounting fo r income taxes applicable to  “ ordinary”
income (or loss) at an interim  date i f  “ ordinary”  
income is anticipated fo r the fiscal year:
Facts, paragraphs .44 - .47.................................................... .43
“ Ordinary”  income in all interim  periods............................ 44
“ Ordinary”  income and losses in  interim  periods:

Year-to-date “ ordinary”  income...............  .45
Year-to-date “ ordinary”  losses, realization assured. . . .46 
Year-to-date “ ordinary”  losses, realization

not assured........................................................................... 47
Changes in estimates.......................................................  .48

Accounting fo r income taxes applicable to  “ ordinary”  
income (or loss) at an interim  date i f  an “ ordinary”  
loss is anticipated fo r the fiscal year:
Facts, paragraphs .50-.54.....................  .49
Realization o f the tax benefit o f the loss is assured:

“ Ordinary”  losses in all interim  periods............................50
“ Ordinary”  income and losses in interim  periods............51

Realization o f the tax benefit o f the loss 
is not assured........................................................................... .52

Partial realization o f the tax benefit o f the loss 
is assured:
“ Ordinary”  losses in  all interim  periods............................ .53
“ Ordinary”  income and losses in interim  periods............ .54

Reversal o f net deferred tax credits........................................ .55
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Paragraph
Numbers

Accounting fo r income taxes applicable to  unusual, 
infrequently occurring, or extraordinary items:
“ Ordinary”  income expected fo r the fiscal year:

Explanation of paragraphs .57 and .58............................. .56
Unusual, infrequently occurring, or extraordinary 

loss w ith :
Realization o f the tax benefit assured at

date o f occurrence .  ...................................................... .57
Realization o f the tax benefit not assured 
at date o f occurrence...................................................... .58

Using a p rio r year operating loss carryforward:
Explanation of paragraphs .60 and .6 1 .................................. .59
Loss carryforward exceeds expected

“ ord inary”  in co m e ..................................................................60
Loss carryforward is less than expected 

“ ord inary”  in co m e ..................................................................61

Accounting fo r income taxes applicable to  income 
(or loss) from  discontinued operations at an 
interim  date.............................................................   .62

Accounting fo r income taxes applicable to  the 
cumulative effect o f a change in accounting principle: 
Cumulative effect o f the change on retained earnings

at the beginning o f the fiscal year . ..................................... .63
Effect o f the change on prechange interim  periods 

o f the current fiscal y e a r.........................................................64

Accounting fo r income taxes applicable to 
“ ord inary”  income i f  an enterprise is subject 
to  tax in m ultip le jurisdictions:
“ Ordinary”  income in all jurisdictions................................... .65
“ Ordinary”  loss in a jurisd iction; realization

o f the tax benefit no t assured.............................................. .66
“ Ordinary”  income or tax cannot be estimated 
in one ju risd ic tion .............. ............................................ . .67

Effect o f new tax legislation:
Facts, paragraphs .69 and .70...................................................68
Legislation effective in a future interim  p e r io d ..................69
Legislation effective in a previous interim  p e r io d ............ .70
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Appendix D

ILLU STR ATIO N  OF INCOME TAXES IN INCOME STATEMENT DISPLAY

.71 The following illustrates the location in an income statement dis
play of the various tax amounts computed under this Interpretation:
* Net sales $ x x x x

* Other income X X X

Costs and expenses: 
* Cost o f sales $ x x x x

X X X X

* Selling, general, and administrative expenses x x x x
* Interest expense X X X
* Other deductions XX

Unusual items X X X
Infrequently occurring items X X X x x x x

Income (loss) from  continuing operations
before income taxes and other items listed below x x x x

†provision fo r income taxes (benefit) x x x x

Income (loss) from  continuing operations before other
items listed below x x x x

Discontinued operations:
Income (loss) from operations o f dis

continued Division X (less applicable 
income taxes o f $XXXX) x x x x

Income (loss) on disposal o f Division X, 
including provision o f $XXXX fo r 
operating losses during phase-out 
period (less applicable income taxes 
o f $XXXX) x x x x x x x x

Income (loss) before extraordinary items 
and cumulative effect o f a change in 
accounting principle x x x x

Extraordinary items (less applicable 
income taxes o f $XXXX) x x x x

‡ Cumulative effect on prior years o f a 
change in accounting principle (less 
applicable income taxes o f $XXXX) x x x x

Net income (loss) $ x x x x

* Components of “ ordinary”  income (loss).
†Consists of the total of income taxes (or benefit) applicable to (a)
“ ordinary”  income, (b) unusual items, and (c) infrequently occur
ring items.
‡This amount is net of applicable income taxes. The amount of the 
applicable income taxes is usually separately disclosed but that is 
not required.
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Appendix E

S U M M A R Y  OF C O N S ID E R A T IO N  OF C O M M EN TS  
ON EXPO SU RE  D R A F T

.72 The “ Notice o f Exposure and Request fo r Comments”  
accompanying the Exposure D raft issued October 7, 1976 fo r 
this Interpretation stated:

The In te rp re ta t io n  set fo r th  in  th is  E X P O S U R E  D R A F T  
exp la ins , c la rifie s , and e labora tes on  the  re q u ire m e n ts  o f  
A P B  O p in io n  No. 28,  “ In te r im  F in a n c ia l R e p o rt in g ,”  w h ic h  
re lies in  p a rt on  A P B  O p in io n  No. 11,  “ A c c o u n tin g  fo r  
In co m e  T axes ,”  and on  o th e r  A P B  O p in io n s  w ith  respect to  
a cco u n tin g  fo r  in co m e  taxes in  in te r im  periods.

The F A S B  c u rre n t ly  has o n  its  te ch n ica l agenda a p ro je c t  
e n tit le d  In te r im  F in a n c ia l R e p o rtin g . As p a rt o f  th a t  
p ro je c t, the  B oard  w il l  exam ine  possib le  m e thods  o f  
a c c o u n tin g  fo r  in co m e  taxes in  in te r im  pe riods. A t  the  
c o m p le t io n  o f  th a t p ro je c t, th e  B oard  expects to  issue a 
c o m p r e h e n s iv e  S ta te m en t sp e c ify in g  the  fin a n c ia l 
a cco u n tin g  and re p o r tin g  standards to  be a p p lie d  in  in te r im  
f in a n c ia l re p o rtin g . The  B oard  recognizes th a t some m ig h t  
p re fe r m e thods  o f  a cco u n tin g  fo r  in co m e  taxes in  in te r im  
pe riods  o th e r th a n  those re q u ire d  b y  th e  concepts  o f  A P B  
O p in io n  No. 28.  H ow ever, the  B oard is o f  th e  v iew  th a t any  
o th e r m e thods  sh o u ld  be cons ide red  as p a rt o f  th e  F A S B ’s 
te ch n ica l agenda p ro je c t on  In te r im  F in a n c ia l R e p o rtin g .

The F A S B  Rules o f  P rocedure  p e rm it the  issuance o f  a f in a l 
In te rp re ta t io n  w ith o u t  exposure  fo r  p u b lic  c o m m e n t b u t 
a llo w  p u b lic  exposure  p r io r  to  f in a l issuance w hen  the  
B oard  deems such p rocedu re  to  be advisable. The  B oard  has 
reached th a t c o n c lu s io n  here and has also co n c lu d ed  th a t a 
p u b lic  c o m m e n t p e rio d  e x te n d in g  to  N o vem ber 15, 1976  is 
a p p ro p ria te .

.73 In response to the request fo r comments on the 
Exposure Draft, the FASB received and considered 99 letters 
o f comment. Certain o f the comments and the FASB’s 
consideration o f them are summarized in paragraphs .74-.85.

Issuance of the Interpretation

.74 Many respondents recommended that the FASB not 
issue a final Interpretation on “ Accounting fo r Income Taxes 
in Interim  Periods”  at this time. Some o f those respondents 
recommended that the project be deferred until the FASB 
issues its comprehensive Statement on Interim  Financial

AC § 2071-1.72 Copyright © 1977, American Institu te  of Certified Public Accountants, Inc.
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Reporting. Others questioned if the number of existing 
differences in accounting for similar situations was great 
enough to require an Interpretation at this time.

.75 I t  is no t lik e ly  th a t a fin a l S tatem ent fo r the B oard ’s 
curren t agenda p ro jec t on In te rim  F inancia l R eporting  w i l l  be 
issued and effective before 1979. Comments received in  respect 
of the  Exposure D ra ft  ind icate  th a t there is, cu rren tly , d ive r
s ity  o f practice. The Board concluded th a t the provisions o f 
A P B  O pinion No. 28 [section 2071] are su ffic ien tly  clear to  
provide a basis fo r an In te rp re ta tion  and tha t a fina l In te r
p re ta tion  should be issued.

Applicability to Annual Financial Statements

.76 Some respondents stated tha t the proposed In te rp re ta 
tion  and the examples in  A ppend ix  B im p lic it ly  included a 
num ber o f in te rpre ta tions o f the app lica tion  o f A P B  Opinion  
No. 11 [section 4091] to  annual financia l statements. T hey  
recommended tha t, i f  the Board intends to  in te rp re t O p in ion  
No. 11 [section 4091], the in ten t should be stated. T he  Board  
does no t in tend  to  m od ify  annual accounting practices in  th is  
In te rp re ta tion . A cco rd ing ly , specific guidance on those m at
ters th a t appeared to  im p ly  in terpre ta tions o f the app lica tion  
o f A P B  Opinion No. 11 [section 4091] to  annual financia l state
ments was deleted.

.77 Some respondents asked i f  the example in  paragraph .49 
o f A ppend ix  C o f th is  In te rp re ta tio n  was intended to  change 
the annual accounting fo r  investm ent ta x  credits. Paragraph  
.49 includes “ ta x  cred its”  in  the computed ta x  benefit o f an 
“ o rd in a ry ”  loss, b u t does no t id e n tify  those “ ta x  cred its”  as 
“ investm ent tax  credits.”  V a rious  tax  credits o ther than in 
vestm ent ta x  credits m ay be availab le  to  an enterprise. T h is  
In te rp re ta tio n  is no t intended to  change annual accounting  
fo r unrealized investm ent ta x  credits.

Applicability to Regulated Industries

.78 A  num ber o f respondents stated th a t the proposed In te r
p re ta tion  should not apply to  regulated industries. Some re
spondents noted tha t the Addendum  to  A P B  Opinion No. 2 
[section 6011] m ay provide an exem ption from  the In te rp re 
ta tion  fo r certa in  enterprises in  regulated industries. The  
Board is aware th a t d iffe r in g  app lica tions o f the Addendum  
exist in  practice and has no t addressed tha t issue.

A IC P A  Professional Standards AC § 2071-1.78
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Amortization of Deferred Investment Tax Credits

.79 Several respondents recommended tha t the am ortiza tion  
of deferred investm ent ta x  credits be excluded from  the esti
mated annual effective tax rate. Some stated that the rationale 
o f A P B  Opinion No. 2 [section 4094] requires those item s to  
be allocated among in te rim  periods on the same basis as de
preciation expense fo r the p rope rty  g iv in g  rise to  the credit. 
Paragraph 13 o f O p in ion  No. 2 [section 4094.11] states tha t 
“ the . . . investm ent c red it should be reflected in  net income 
over the productive life  o f acquired p rope rty  and no t in  the  
year in  w h ich  i t  is placed in  service.”  27 Footnote  6 to  para
graph .08 of th is  In te rp re ta tion  was revised to  indicate th a t 
am ortiza tion  o f deferred investm ent tax  credits need no t be 
taken in to  account in  estim ating  the annual effective tax  rate. 
However, i f  an enterprise elects to  consider investm ent tax  
credits in  estim a ting  the annual effective ta x  rate, the amount 
to  be taken in to  account shall be the estimated am ount o f 
the current year’s am ortiza tion  and not the am ount th a t re
duces income ta x  payable on the enterprise’s ta x  re tu rn .

Tax Exempt Interest

.80 A  num be r o f  respondents recom m ended th a t ta x -e xem p t 
in te res t incom e be excluded  fro m  “ o rd in a ry ”  incom e in  
estim a ting  the  annual e ffec tive  ta x  ra te  and in  co m p u tin g  the  
year-to-da te  ta x  (o r b e n e fit) . A  num be r o f  them  stated th a t 
the  ta x  e ffe c t o f  ta x -e xem p t in te res t incom e m ust be repo rted  
on  a d iscrete  p e rio d  basis to  re fle c t the  econom ic e ffects o f  
ta x -e xem p t investm ents. A  fe w  respondents no ted  th a t the  
p ractice  o f  e xc lu d in g  ta x -e xem p t in te res t incom e fro m  
“ o rd in a ry ”  incom e in  es tim a ting  the  annual e ffec tive  ta x  
rate  and in  co m p u tin g  in te r im  p e rio d  ta x  (o r b e n e fit)  is 
fo llo w e d  by v ir tu a lly  a ll fin a n c ia l in s titu tio n s . The Board 
no ted  th a t the  accoun ting  p rac tice  described above fo r  
ta x -e xem p t in te res t incom e in  in te r im  periods appears to  be 
u n ifo rm  and conc luded  th a t i t  shou ld  n o t address the  issue in 
th is  In te rp re ta tio n .

Exchange Gains and Losses

.81 Several respondents requested th a t the  Board p rov ide  
guidance on accoun ting  fo r  the  ta x  e ffects  o f  exchange gains
27 T h a t conclus ion  was amended b y  A P B  Opinion No. 4 [section  
4094], “ A c c o u n tin g  fo r  the ‘ In ve s tm e n t C re d it ’ .”  P a rag raph  10 o f  
O pinion N o . 4 [sec tion  4094.17] pe rm its  “ the a lte rn a tive  m ethod  o f tre a t
in g  the  c re d it as a reduction  o f Federa l incom e taxes o f the year in  
w h ich  the  c red it arises. . ."
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and losses in  in te rim  periods. Paragraphs 166 and 192 of 
F A S B  Statement No. 8 [sections 1083.166 and 1083.192], “ A c 
counting  fo r the T rans la tion  o f Fore ign  Currency Transac
tions and Fore ign C urrency F inanc ia l Statements,"  indicate  
th a t i t  w ou ld  be rare th a t the tim in g , d irection, and m agni
tude of fu tu re  exchange rate changes and the enterprise’s 
financia l position at the tim e  o f an expected fu tu re  exchange 
rate change could each be reasonably estimated. Footnote  7 
to  paragraph .08 has been expanded to  explain tha t the tax  
(o r benefit) applicable to  an item  th a t cannot be estimated  
shall be reported in  the in te rim  period in  w h ich  the item  is 
reported.

Estimated Annual Effective Tax Rate

.82 Several respondents recommended th a t an estimated an
nual effective ta x  rate no t be applied in  various specific c ir
cumstances. Circumstances mentioned included (a) i f  the 
rate is extrem ely h igh  or low , (b ) i f  an “ o rd in a ry ”  loss is 
expected fo r the year, and (c) i f  an enterprise has a year-to- 
date “ o rd ina ry”  income and anticipates an “ o rd in a ry ”  loss fo r 
the year. A n  example cited was an enterprise tha t experi
enced “ o rd in a ry ”  income in  an early pa rt o f the year and 
antic ipa ted  o ffse tting  “ o rd ina ry ”  losses in  the balance o f the  
year, resu lting  in  zero estimated “ o rd in a ry ”  income and no 
ta x  (o r benefit). Such unusual circumstances m ay resu lt in  
s ign ifican t variations in  the custom ary re lationship  between 
income tax  expense and p re tax accounting income in  in te rim  
periods and footnote  2 to  paragraph 19 o f O p in ion  No. 28 
[section 2071.19] requires disclosure o f the reasons fo r those 
variations. Footnote 7 to  paragraph .08 o f th is  In te rp re ta tion  
states th a t if  a re liab le estim ate cannot be made the actual 
effective tax  rate fo r the year-to-date m ay be the best esti
mate o f the annual effective ta x  rate. W h a t is and w ha t is 
not a “ re liab le estim ate”  is a m atte r o f judgm ent. In  the  
break-even s itua tion  cited above, a sm all change in  the enter
prise ’s estimated “ o rd in a ry ”  income could produce a large  
change in  the estimated annual effective ta x  rate. In  those 
circumstances, a break-even estimate w ou ld  no t be re liab le  i f  
a sm all change in  the estimated “ o rd in a ry ”  income were con
sidered lik e ly  to  occur.

A IC P A  Professional Standards AC § 2071-1.82
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Operations Taxable in Multiple Jurisdictions
.83 M any respondents stated th a t the in ten t o f O p in ion  No.
28 [section 2071] was to  app ly one overa ll estimated annual 
effective ta x  rate to  “ o rd in a ry ”  income fo r the consolidated 
rep o rting  e n tity . Several respondents stated th a t in te rre la 
tionsh ips between ju risd ic tions  w ou ld  make the use o f sepa
rate rates im practica l. Paragraph .22 was modified to  indicate  
tha t one overa ll estimated annual e ffective  ta x  rate shall be 
used w ith  the tw o  exceptions described in  th a t paragraph and 
discussed fu rth e r in  paragraphs .84 and .85 below.

.84 I f  an enterprise th a t operates in  m u ltip le  ju risd ic tions  has 
losses in  one or more o f the ju risd ic tions  and rea liza tion o f 
the ta x  benefit o f the losses is no t assured beyond any rea
sonable doubt, use o f one overa ll estimated annual effective  
ta x  rate can resu lt in  the recogn ition  o f tax  benefits fo r the 
year-to-date fo r  those losses. Paragraph 20 of O p in ion  No.
28 [section 2071.20] states th a t “ the tax  effects o f losses th a t 
arise in  the early p o rtio n  o f a fiscal year ( in  the event ca rry 
back o f such losses is not possible) should be recognized on ly  
when rea liza tion  is assured beyond any reasonable doubt. . . .”  
A ccord ing ly , a separate com putation is necessary fo r the tax  
(o r benefit) applicable to  “ o rd ina ry”  income (o r loss) in  those 
ju risd ic tions .

.85 The e ffe c t o f  trans la ting  fo re ign  cu rrency  fin a n c ia l 
statem ents m ay m ake i t  d if f ic u l t  to  estim ate  an annual 
e ffec tive  fo re ign  cu rrency  ta x  rate  in  dollars. F o r exam ple, 
dep rec ia tion  is transla ted  a t h is to rica l exchange rates, 
whereas m any transactions inc luded  in  incom e are transla ted  
at c u rre n t p e riod  average exchange rates. I f  dep rec ia tion  is 
large in  re la tio n  to  earnings, a change in  the  estim ated  
“ o rd in a ry ”  incom e th a t does n o t change the e ffec tive  fo re ign  
cu rrency  ta x  rate can change the  e ffec tive  ta x  rate  in  the  
d o lla r  fin a n c ia l statem ents. Th is  resu lt can occur w ith  no  
change in  exchange rates d u rin g  the  c u rre n t year i f  there  have 
been exchange ra te  changes in  past years. I f  the  enterprise  is 
unable to  estim ate its  annual e ffec tive  ta x  rate in  do lla rs o r is 
otherw ise  unable to  m ake a re liab le  estim ate o f  its  
“ o rd in a ry ”  incom e (o r loss) o r o f  the  re la ted  ta x  (o r  b en e fit)  
fo r  the  fisca l year in  a ju r is d ic tio n , the  ta x  (o r  b e n e fit)  
applicab le  to  “ o rd in a ry ”  incom e (o r loss) in  th a t ju r is d ic tio n  
shall be recognized in  the  in te r im  p e rio d  in  w h ich  the  
“ o rd in a ry ”  incom e (o r loss) is re p o rte d , as described in  
fo o tn o te  7 to  paragraph .08.

  The next page is  8261.  
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AC Section 2072

Reporting Accounting 
Changes in Interim 
Financial Statements
an amendment o f Section 2071 
[Source: FASB Statement No. 3 .]

December 1974

INTRODUCTION AN D  BACKGROUND INFO RM ATIO N

.01 As a re su lt o f  num erous in q u ir ie s  concern ing  th e  app ro p ria te  
procedures fo r  re p o rtin g  a change to  th e  L IF O  m e th od  o f  
in v e n to ry  p ric in g  in  in te r im  fin a n c ia l rep o rts , the  FAS B  has 
exam ined certa in  conclusions o f A P B  Opinion No. 28 [section 
2071], “ In te rim  F inanc ia l R eporting ,”  w ith  respect to  tw o  aspects 
o f re p o rtin g  accounting changes in  in te r im  financia l reports :

a) R e p o rtin g  a cum u la tive  e ffe c t ty p e  accoun ting  change (as 
described in  A P B  Opinion No. 20 [section 1051],“ A cco un tin g  
Changes” ) in c lu d in g  a change to  the L IF O  m ethod o f inventory  
p ric in g  fo r  w h ich  a cum u la tive  effect cannot be determ ined.

b ) R e p o rtin g  an accoun ting  change made d u rin g  th e  fo u r th  
q ua rte r o f  a fisca l year b y  a com pany whose securities are 
p u b lic ly  traded.

.02 A P B  Opinion No. 28 [section  2071] became effective fo r  
in te r im  periods re la tin g  to  fiscal years beg inn ing  on o r a fte r  
January 1, 1974, and paragraphs 23-29 o f th a t O p in ion  set fo rth  
standards fo r rep o rtin g  accounting  changes in  in te rim  financia l 
reports. Those paragraphs provide  th a t, in  general, an accounting  
change made in  an in te r im  period  should be reported in  accord
ance w ith  the provis ions o f A P B  Opinion No. 20 [section 1051].

.03 Paragraphs 9-14 o f  th is  S ta tem en t establish standards o f  
fin a n c ia l accoun ting  and re p o rtin g  th a t address the  m atte rs  
id e n t if ie d  in  paragraph 1. The  Appendices to  th is  S ta tem en t 
contain examples o f app lica tion o f A P B  Opinion No. 28 [section  
2071] (as amended b y  th is  S ta tem ent) and the requirem ents o f 
A P B  Opinion No. 20 [section 1051] as they  are incorporated by  
reference in  A P B  Opinion No. 28 [section 2071].
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.04 A n  E xposure  D ra ft o f  a proposed S ta tem en t on “ R e p o rtin g  
A c c o u n tin g  Changes in  In te r im  F inanc ia l S ta tem en ts”  was 
issued on  N ovem ber 11, 1974. F if ty - f iv e  le tte rs  w ere received in  
response to  the  request fo r  com m ents. Th is  S ta tem ent 
inco rpo ra tes  a num be r o f  changes suggested b y  those  
respondents. The p rin c ip a l change is to  req u ire  th a t, i f  an 
accoun ting  change is made in  o th e r th an  the  f ir s t  in te r im  p e riod  
o f  an en te rp rise ’s fisca l year, the  cu m u la tive  e ffe c t o f  th e  
change on  re ta ined  earnings a t the  beg inn ing  o f  th a t year shall 
be inc luded  in  the  d e te rm in a tio n  o f  n e t incom e o f  the  f ir s t  
in te r im  p e rio d  o f  the  year o f  change (b y  res ta tem ent o f  th a t  
p e r io d ’s fin a n c ia l in fo rm a tio n ).

.05 The Board has conc luded  th a t i t  can m ake an in fo rm e d  
decis ion  on the  m atters id e n tif ie d  in  paragraph 1 o f  th is  
S ta tem ent w ith o u t a p u b lic  hearing. I t  has also conc luded  th a t  
the  e ffe c tive  date in  paragraph 16 o f  th is  S ta tem en t is advisable  
to  p e rm it a p p lica tio n  o f  the  p rovis ions o f  th is  S ta te m en t be fore  
d ive rgent in te rp re ta tions  o f A P B  Opinion No. 28 [section 2071] 
develop in  practice.

Cumulative E ffect Type Accounting Changes

.06 Paragraph 27 of A P B  Opinion No. 28 [section 2071.27] p ro 
vides th a t “ a change in  accounting  p rinc ip le  o r practice  adopted  
in an in te r im  period th a t requires an ad justm ent fo r  the cum ula
tive  effect o f the change to  the beg inn ing  o f the cu rren t fiscal 
year should be reported in  the in te r im  period in  a m anner s im ila r  
to  th a t to  be fo llow ed  in  the annual report. . . . T he  e ffect o f the  
change from  the beg inn ing  o f the annual period to  the period o f 
change should be reported as a determinant o f net income in  the 
in terim  period in  w h ich  the change is made.”  T h a t paragraph  
goes on to  require, however, th a t when in fo rm a tion  is subse
q ue n tly  presented fo r  the period in  w h ich  the change is  made or 
fo r pre-change in te r im  periods o f th a t year , th a t in fo rm a tion  
should be restated to  g ive  effect to  the accounting  change.

.07 As a re su lt o f  those requ irem en ts , i f  a cum u la tive  e ffe c t typ e  
accoun ting  change is made, the  cu m u la tive  e ffe c t o f  the  change 
on  re ta ined  earnings a t the  beg inn ing  o f  th a t fisca l year is a 
co m p on en t o f  n e t incom e o f  the  in te r im  p e rio d  in  w h ic h  the  
change is adopted . I f  a change is made in  o th e r th an  the  f ir s t  
in te r im  p e rio d , since th e  cu m u la tive  e ffe c t rem ains a 
co m p on en t o f  th a t in te r im  p e r io d ’s incom e w hen fin a n c ia l 
in fo rm a tio n  fo r  th a t p e riod  is subsequently  rep o rte d , reissued 
pre-change in te r im  p e riod  balance sheets w o u ld  n o t re fle c t the
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cum u la tive  e ffe c t o f  the  change on  re ta ined  earnings a t the  
beg inn ing  o f  th e  fisca l year on  a re tro ac tive  basis, whereas 
reissued pre-change in te r im  period  incom e statem ents w o u ld  be 
restated. In  a d d it io n , an enterprise  m ay issue in te r im  fin an c ia l 
in fo rm a tio n  k n o w in g  th a t the  in fo rm a tio n  w il l  subsequently  
have to  be revised. F o r exam ple , d u r in g  the  second q u a rte r o f  
its  fisca l year an enterprise  m ay m ake an accounting  change as 
o f  the  beg inn ing  o f  th a t qua rte r. I f ,  subsequently d u r in g  th a t  
second qua rte r, the  enterprise  issues f ir s t  q ua rte r fin an c ia l 
in fo rm a tio n  (perhaps in  a re p o rt to  its  secu rityho lde rs , in  a 
re p o rt to  a bank, o r  in  a f i l in g  w ith  the  SEC), th a t f i r s t  qua rte r  
in fo rm a tio n  w o u ld  be prepared on the  basis o f  the  o ld  
accoun ting  p rin c ip le  — n o t the  new ly  adopted  one. When th a t  
enterprise  la te r issues second q ua rte r in fo rm a tio n , b o th  the  
cum u la tive  e ffe c t o f  the  change up  to  the  beg inn ing  o f  the  fisca l 
year and the  e ffe c t fro m  the  beg inn ing  o f  the  year to  the  
beg inn ing  o f  th e  second q ua rte r w o u ld  be inc lu de d  in  the  
d e te rm in a tio n  o f  second q u a rte r n e t incom e. H ow ever, in  any  
subsequent re p o rt th a t separate ly presents in fo rm a tio n  e ithe r 
fo r  th a t f ir s t  qua rte r o r th a t second qua rte r, the f ir s t  q ua rte r  
in fo rm a tio n  w o u ld  be re tro a c tiv e ly  resta ted on the  basis o f  the  
n ew ly  adopted  accoun ting  p rin c ip le , and th e  e ffe c t o f  the  
change fro m  the  beg inn ing  o f  the  year to  the  beg inning o f  the  
second qua rte r w o u ld  no  longer be inc luded  in  second q u a rte r  
n e t incom e. Thus the  enterprise  issued b o th  f ir s t  and second  
q ua rte r in fo rm a tio n  th a t had to  be restated in  subsequent 
periods. A  s im ila r s itu a tio n  arises i f  the  accounting  change were  
made d u r in g  the  th ird  o r  fo u r th  quarters.
Fourth Quarter Accounting Changes Made by Publicly Traded Companies

.08 Paragraphs 30-33 o f A P B  Opinion No. 28 [section 2071.30 
— .33] set fo rth  special requirem ents fo r  disclosure o f summarized 
financia l data by  p u b lic ly  traded companies (as defined in  fo o t
note 1 to  th a t O p in io n ). Some p u b lic ly  traded companies are 
required by  paragraph 31 o f the O p in ion  to  disclose ce rta in  fo u rth  
qua rte r in fo rm a tio n  in  a note  to  the  annual financial statements. 
In fo rm a t io n  a b o u t th e  e ffects  o f  an accoun ting  change made  
d u rin g  the  fo u r th  q ua rte r is n o t e x p lic it ly  id e n tif ie d  as one o f  
th e  item s fo r  w h ich  d isclosure is requ ired .

STANDARDS OF F IN AN C IAL ACCOUNTING AN D  REPORTING

Cumulative Effect Type Accounting Changes Other Than Changes to  LIFO

.09 I f  a cum u la tive  e ffe c t typ e  accoun ting  change is made d u rin g  
the  f i r s t  in te r im  pe riod  o f  an en te rp rise ’s fisca l year, the
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cum u la tive  e ffe c t o f  the  change on re ta ined  earnings a t the  
beg inn ing  o f  th a t fisca l year shall be inc luded  in  n e t incom e o f  
the  f ir s t  in te r im  p e riod  (and in  las t-tw e lve -m onths-to -da te  
fin a n c ia l repo rts  th a t in c lu de  th a t f i r s t  in te r im  p e rio d ).

.10 I f  a cu m u la tive  e ffe c t ty p e  a ccoun ting  change is made in  
o th e r than the f ir s t  in te r im  p e rio d  o f  an en te rp rise ’s fisca l year, 
no  cum u la tive  e ffe c t o f  th e  change sha ll be inc lu de d  in  n e t 
incom e  o f  the  p e rio d  o f  change. Instead, fin a n c ia l in fo rm a tio n  
fo r  th e  pre-change in te r im  periods o f  th e  fisca l year in  w h ich  
the  change is made shall be resta ted b y  a p p ly in g  the  n e w ly  
adopted  accoun ting  p rin c ip le  to  those pre-change in te r im  
periods. The cum u la tive  e ffe c t o f  th e  change on  re ta ined  
earnings a t the  beg inning  o f  th a t fisca l ye a r shall be inc luded  in  
resta ted n e t incom e o f  th e  f i r s t  in te r im  p e rio d  o f  the  fisca l year 
in  w h ich  th e  change is made (and in  any year-to -da te  o r 
las t-tw e lve -m onths-to -da te  fin a n c ia l rep o rts  th a t inc lu de  the  
f ir s t  in te r im  pe rio d ). W henever fin a n c ia l in fo rm a tio n  th a t  
inc ludes those pre-change in te r im  periods is presented, i t  shall 
be presented on  th e  restated basis.

.11 The fo llo w in g  disclosures a b o u t a cu m u la tive  e ffe c t ty p e  
accoun ting  change shall be made in  in te r im  fin a n c ia l reports :

a) In  f in a n c ia l reports  fo r  th e  in te r im  p e rio d  in  w h ich  the  new  
a ccoun ting  p rin c ip le  is adopted , d isclosure shall be made o f  
th e  n a tu re  o f  and ju s t if ic a tio n  fo r  the  change.

b ) In  fin a n c ia l repo rts  fo r  th e  in te r im  p e rio d  in  w h ich  the  new  
accoun ting  p rin c ip le  is adopted , d isclosure shall be made o f  
th e  e ffe c t o f  the  change on  incom e fro m  c o n tin u in g  
opera tions, n e t incom e, and re la ted  per share am ounts  fo r  
th e  in te r im  p e rio d  in  w h ich  the  change is made. In  a d d it io n , 
w hen th e  change is made in  o th e r th a n  th e  f ir s t  in te r im  
p e rio d  o f  a fisca l year, fin a n c ia l rep o rts  fo r  th e  p e rio d  o f  
change shall also disclose ( i)  the  e ffe c t o f  th e  change on  
incom e fro m  c o n tin u in g  ope ra tions , ne t incom e , and re la ted  
per share am ounts  fo r  each pre-change in te r im  p e rio d  o f  th a t  
fisca l year and ( i i )  incom e fro m  c o n tin u in g  opera tions, n e t 
incom e, and re la ted  per share am ounts fo r  each pre-change  
in te r im  p e rio d  resta ted in  accordance w ith  paragraph 10 o f  
th is  S tatem ent.

c ) In  f in a n c ia l repo rts  fo r  th e  in te r im  p e rio d  in  w h ich  the  new  
a ccoun ting  p rin c ip le  is adopted , d isclosure shall be made o f  
incom e fro m  c o n tin u in g  ope ra tions, n e t incom e, and re la ted
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per share am ounts com pu ted  on a p ro  fo rm a  basis fo r  ( i)  the  
in te r im  p e rio d  in  w h ich  th e  change is made and ( i i )  any  
in te r im  periods o f  p r io r  fisca l years fo r  w h ich  fin a n c ia l 
in fo rm a tio n  is be ing presented. I f  n o  fin a n c ia l in fo rm a tio n  
fo r  in te r im  periods o f  p r io r  fisca l years is be ing presented, 
disclosure shall be made, in  the  p e riod  o f  change, o f  the  
actua l and p ro  fo rm a  am ounts o f  incom e fro m  c o n tin u in g  
opera tions, n e t incom e, and re la ted  per share am oun ts  fo r  
the  in te r im  p e rio d  o f  the  im m e d ia te ly  p reced ing fisca l year 
th a t corresponds to  the  in te r im  p e rio d  in  w h ich  the  change 
is made. In  a ll cases, the  p ro  fo rm a  am ounts shall be 
com p u te d  and presented in  c o n fo rm ity  w ith  paragraphs 19, 
21, 22, and 25 o f A P B  Opinion No. 20 [sections 1051.19, 1051.21. 
1051.22, and 1051.25].

d ) In  year-to-da te  and las t-tw e lve -m onths-to -da te  fin a n c ia l 
repo rts  th a t inc lu de  th e  in te r im  pe riod  in  w h ich  th e  new  
a ccoun ting  p rin c ip le  is adopted , th e  disclosures specified  in  
the  f ir s t  sentence o f  subparagraph (b ) above and in  
subparagraph (c ) above shall be made.

e) In  fin a n c ia l repo rts  fo r  a subsequent (post-change) in te r im  
p e rio d  o f  th e  fisca l year in  w h ich  the  new  accoun ting  
p rin c ip le  is adopted , d isclosure shall be made o f  th e  e ffe c t o f  
the  change on  incom e fro m  c o n tin u in g  opera tions, ne t 
incom e, and re lated  pe r share am ounts fo r  th a t post-change  
in te r im  period .

Changes to  the L IFO  Method o f Inventory Pricing and Sim ilar Situations

.12 Paragraph 26 o f A P B  Opinion No. 20 [section 1051.26] in d i
cates th a t in  rare s ituations— p rin c ip a lly  a change to  the  L IF O  
m ethod o f in ve n to ry  p r ic in g 1— n e ithe r the cum u la tive  effect 
o f the change on reta ined earnings a t the beg inn ing  o f the fiscal 
year in  w h ich  the change is made nor the p ro  fo rm a am ounts can 
be computed. In  those s ituations, th a t paragraph requires an 
explanation o f the reasons fo r  o m itt in g  (a ) accounting  fo r  a cum u
la tive  effect and (b ) disclosure o f p ro  fo rm a  am ounts fo r p r io r  
years. I f  a change o f th a t type  is made in  the firs t in te r im  period  
of an enterprise ’s fiscal year, the disclosures specified in  para
graph 11 o f th is  Statem ent shall be made (except the p ro  fo rm a  
amounts fo r in te r im  periods o f p r io r  fisca l years called fo r  by  
paragraph 11(c) w i l l  no t be disclosed).

1In  m a k in g  d isc losures a b o u t changes to  th e  L IF O  m e th o d , en terp rises  
sh o u ld  be aware o f  th e  l im ita t io n s  th e  In te rn a l R evenue Service has p laced  
on  such d isclosures.
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.13 I f  th e  change is made in  o th e r than  the  f ir s t  in te r im  p e rio d  
o f  an en te rp rise ’s fisca l year, th e  d isclosure specified  in  
paragraph 11 o f  th is  S ta tem ent shall be made (excep t the  p ro  
fo rm a  am ounts  fo r  in te r im  periods o f  p r io r  fisca l years ca lled  
fo r  b y  paragraph 11 (c ) w i l l  n o t  be d isclosed) and in  a d d itio n , 
fin a n c ia l in fo rm a tio n  fo r  the  pre-change in te r im  periods o f  th a t  
fisca l year shall be resta ted b y  a p p ly in g  th e  n e w ly  adopted  
accoun ting  p rin c ip le  to  those pre-change in te r im  periods. 
W henever fin a n c ia l in fo rm a tio n  th a t inc ludes those pre-change  
in te r im  periods is presented, i t  shall be presented on  the  
restated basis.

Fourth  Quarter Accounting Changes Made by Publicly Traded Companies

.14 W hen a p u b lic ly  traded  com pany th a t reg u la rly  repo rts  
in te r im  in fo rm a tio n  to  its  securityho lde rs  makes an accoun ting  
change d u r in g  th e  fo u r th  q u a rte r o f  its  fisca l year and does n o t  
re p o r t th e  da ta  specified  b y  paragraph 30 o f  A P B  O p in ion  N o. 
28 [section 2071.30] in  a separate fo u r th  qua rte r rep o rt o r  in  its  
annual re p o r t2 to  its  securityho lders, the  disclosures about the  
effect o f the  accounting change on in te r im  periods th a t are re
qu ired  b y  paragraphs 23-26 o f A P B  O pinion No. 28 [section  
2071.23— .26] o r b y  paragraphs 9-13 o f th is  Statem ent, as ap
p ropria te , sha ll be made in  a note to  the  annual financ ia l state
ments fo r  the  fiscal year in  w h ich  the change is  made.

Amendments to  Existing Pronouncement

.15 Paragraph 27 o f A P B  Opinion No. 28 [section 2071.27] is 
superseded by paragraphs 9-13 o f th is  S tatem ent. Paragraph 31 
o f th a t O p in ion  is amended by th is  S tatem ent to  requ ire  the  
add itiona l disclosures set fo rth  in  paragraph 14.

Effective Date

.16 The prov is ions o f  th is  S ta tem en t sh a ll a p p ly  to  accounting  
changes m ade in  in te r im  periods end ing  on  o r  a fte r Decem ber 
3 1 ,  1974.

The provisions o f this Statement need 
not be applied to  immaterial items.

2See foo tno te  1.
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Appendix A

REPORTING A C U M U LATIVE EFFECT TYPE ACCOUNTING CHANGE 
(OTHER THAN A  CHANGE TO LIFO )

.17 T he  fo llo w in g  are examples o f app lica tion  o f A P B  Opinion  
No. 28 [section 2071] (as amended b y  th is  Statem ent) and the  
requirem ents o f A P B  Opinion No. 20 [section 1051] as they  are 
incorporated by reference in  A P B  Opinion No. 28 [section 2071].
The examples do no t encompass a ll possible circum stances and 
are no t intended to  ind icate the B oard ’s preference fo r  a par
ticu la r fo rm at.

FACTS

.18 In  the year 19x5, A B C  Company decides to  adopt the straight- 
line  m ethod o f depreciation fo r p la n t equipm ent. T he  s tra ig h t-  
line m ethod w ill  be used fo r  new acqu is itions as w e ll as fo r  
prev ious ly  acquired p lan t equipm ent fo r  w h ich  depreciation had 
been provided on an accelerated method.

.19 These examples assume th a t the effects of the change are 
lim ite d  to  the effect on depreciation, incentive  compensation, and 
related income ta x  provis ions and th a t the effect on inventories  
is no t m ateria l. The p ro  fo rm a  am ounts have been adjusted fo r  
an assumed 10% pre-tax effect o f the change on the  p rovis ions  
fo r incentive  compensation and an assumed 50% income ta x  rate.
The per share amounts are com puted assum ing th a t th roughou t 
the tw o  years 19x4 and 19x5, 1,000,000 shares o f common stock  
were issued and o u ts tand ing  w ith  no po tentia l d ilu tion . O the r  
data assumed fo r these examples a re :
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A IC P A  Professional Standards AC § 2072.19



8268 Financial Statement Presentation

Period

Prior to first quarter 19x4 

First quarter 19x4 

Second quarter 19x4 

Third quarter 19x4 

Fourth quarter 19x4 

Total at beginning of 19x5 

First quarter 19x5 

Second quarter 19x5 

Third quarter 19x5 

Fourth quarter 19x5

Net Income 
on the Basis 

of Old Accounting 
Principle 

(Accelerated 
Depreciation)

Gross Effect 
of Change to 
Straight-Line 
Depreciation

$ 20,000

$1,000,000 30,000

1,200,000 70,000

1,100,000 50,000

1,100,000 80,000

$4,400,000 $250,000

$1,059,500 $ 90,000

1,255,000 100,000

1,150,500 110,000

1,146,000 120,000

$4,611,000 $420,000

Net Effect
Gross Effect After Incentive 

Less Compensation end 
Income Texes Related Income Texes

$ 10,000 $ 9,000

15,000 13,500

35,000 31,500

25,000 22,500

40,000 36,000

$125,000 $112,500

$ 45,000 $ 40,500

50,000 45,000

55,000 49,500

60,000 54,000

$210,000 $189,000
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EXAMPLE 1

.20 T he  change in  depreciation m ethod is made in  the firs t 
quarte r o f 19x5. T he  m anner o f re p o rtin g  the change in  the  
f irs t qua rte r o f 19x5, w ith  com parative in fo rm a tion  fo r  the  firs t 
quarte r o f 19x4, is as fo llo w s :

Three Months 
Ended March 31, 

19x5 19x4
Income before cumulative effect of a change in

accounting principle $1,100,000 $1,000,000
Cumulative effect on prior years (to December 31, 

19x4) of changing to a different depreciation 
method (Note A) 125,000

Net income $1,225,000 $1,000,000

Amounts per common share:
Income before cumulative effect of a change in 

accounting principle $1.10 $1.00
Cumulative effect on prior years (to December 31, 

19x4) of changing to a different depreciation 
method (Note A) .13

Net income $1.23 $1.00

Pro forma amounts assuming the new depreciation 
method is applied retroactively (Note A):

Net income $1,100,000 $1,013,500
Net income per common share $1.10 $1.01

N O T E  A : Change in  D ep rec ia tion  M e th o d  fo r  P lan t E q u ip m e n t

In  the  f ir s t  q ua rte r o f  1 9x5 , the  m e th od  o f  co m p u tin g  deprec i
a tio n  o f  p la n t equ ip m en t was changed fro m  th e  . . .  (sta te  p re 
v ious m e th o d ) . . . used in  p r io r  years, to  th e  s tra igh t-line  
m e th o d  . . . ( s ta te  j u s t i f i c a t i o n  fo r  the  change in  
m e th o d ) . . .  and th e  new  m e th o d  has been app lied  to  equ ip 
m e n t acqu is itions  o f  p r io r  years. T he  $12 5 ,0 0 0  cum u la tive  
e ffe c t o f  th e  change on  p r io r  years (a fte r  re d u c tio n  fo r  incom e  
taxes o f  $ 1 2 5 ,0 0 0 ) is inc luded  in  incom e o f  the  f ir s t  q u a rte r o f  
19x5 . The e ffe c t o f  th e  change on  th e  f ir s t  q u a rte r o f  1 9x5  was 
to  increase incom e be fo re  cu m u la tive  e ffe c t o f  a change in  ac
c o u n tin g  p rin c ip le  $ 40 ,500  ($ .04  per share) and n e t incom e  
$ 1 6 5 ,5 0 0  ($ .17  per share). The p ro  fo rm a  am ounts  re fle c t the  
e ffe c t o f  re tro ac tive  a p p lica tio n  on  dep rec ia tion , th e  change in  
prov is ions fo r  in ce n tive  com pensation  th a t w o u ld  have been 
made in  1 9 x4  had the  new  m e th o d  been in  e ffe c t, and re la ted  
incom e taxes.

A IC P A  Professional Standards AC § 2072.20
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EXAMPLE 2

.21 Assume the same facts as in  Exam ple  1, except th a t the  
change is made in  the th ird  qua rte r o f 19x5.

The m anner o f  re p o rtin g  th e  change in  the  th ird  q ua rte r o f  
1 9 x5 , w ith  year-to -da te  in fo rm a tio n  and com para tive  in fo rm a 
t io n  fo r  s im ila r periods o f  1 9x4 , is as fo llo w s :

Three Months Ended 
September 30,

Nine Months Ended 
September 30,

19x5 19x4 19x5 19x4

Income before cumulative 
effect of a change in 
accounting principle $1,200,000 $1,100,000 $3,600,000 $3,300,000

Cumulative effect on prior 
years (to December 31, 
19x4) of changing to a 
different depreciation 
method (Note A) 125,000

Net income $1,200,000 $1,100,000 $3,725,000 $3,300,000

Amounts per common share:

Income before cumulative 
effect of a change in 
accounting principle

Cumulative effect on 
prior years (to 
December 3 1 , 19x4) 
of changing to a 
different depreciation 
method (Note A)

Net income

Pro forma amounts 
assuming the new 
depreciation method is 
applied retroactively 
(Note A):

Net income
Net income per 

common share

$1.20 $1.10

$1.20 $1.10

$1,200,000 $1,122,500 

$1.20 $1.12

$3.60 $3.30

.13 _____

$3.73 $3.30

$3,600,000 $3,367,500 

$3.60 $3.37

The n e x t page is  8273.  
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N O T E  A : Change in  D eprec ia tion  M e thod  fo r  P lan t E q u ip m e n t

In  th e  th ird  qua rte r o f  19x5 , the  m e th od  o f  c o m p u tin g  deprec i
a tio n  o f  p la n t e q u ip m en t was changed fro m  the  . . .  (state p re 
v ious m e th o d ) . . .  used in  p r io r  years, to  the  s tra igh t-line  
m e th o d . .  . (state ju s t if ic a t io n  fo r  the  change in  m e th 
od ) . . . and th e  new  m e th od  has been app lied  to  equ ip m en t 
acqu is itions o f  p r io r  years. The $12 5 ,0 0 0  cum u la tive  e ffe c t o f  
the  change on p r io r  years (a fte r re d u c tio n  fo r  incom e taxes o f  
$ 1 2 5 ,0 0 0 ) is inc luded  in  incom e o f  th e  n ine  m on ths  ended  
Septem ber 30, 19x5. The e ffe c t o f  th e  change on the  th ree  
m on ths  ended Septem ber 30, 1 9 x5  was to  increase n e t incom e  
$ 49 ,50 0  ($ .05  p e r share); the  e ffe c t o f  th e  change on the  n ine  
m onths  ended Septem ber 30, 1 9 x5  was to  increase incom e  
befo re  cum u la tive  e ffe c t o f  a change in  accoun ting  p rin c ip le  
$13 5 ,0 0 0  ($ .14  per share) and n e t incom e $26 0 ,0 0 0  ($ .26  per 
share). The p ro  fo rm a  am ounts re fle c t the  e ffe c t o f  re troac tive  
a p p lica tio n  on  dep rec ia tion , the  change in  p rov is ions fo r  incen
tive  com pensation  th a t w o u ld  have been made in  1 9x4  had the  
new  m e th od  been in  e ffe c t, and re la ted  incom e taxes. The  
e ffe c t o f  the  change on  th e  f ir s t  q ua rte r o f  1 9x5  was to  increase 
incom e befo re  cum u la tive  e ffe c t o f  a change in  accoun ting  
p rin c ip le  $ 40 ,500  ($ .04  per share) to  $1 ,1 00 ,0 00  ($1 .10  per 
share) and n e t incom e $16 5 ,5 0 0  ($ .17  per share) to  $ 1 ,2 25 ,0 00  
($1 .23  pe r share); the  e ffe c t o f  th e  change on  th e  second  
q ua rte r was to  increase n e t incom e $ 45 ,000  ($ .04  pe r share) to  
$ 1 ,3 0 0 ,0 0 0  ($1 .30  per share).

A IC P A  Professional Standards AC § 2072.21
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A lte rn a tiv e ly , the  las t sentence o f  N o te  A  co u ld  be replaced  
w ith  th e  fo llo w in g  ta b u la r d isclosure:

The e ffe c t o f  the  change on  the  f ir s t  and second quarters o f  
1 9 x5  is as fo llo w s :

Three Months Ended
March 3 1 , 19x5 June 3 0 , 19x5

Net income as originally reported* $1,059,500 $1,255,000
Effect of change in depreciation method 
Income before cumulative effect of a change in

40,500 45,000

accounting principle
Cumulative effect on prior years (to December 31, 

19x4) of changing to a different depreciation

1,100,000 1,300,000

method 125,000
Net income as restated 

Per share amounts:

$1,225,000 $1,300,000

Net income as originally reported* $1.06 $1.26
Effect of change in depreciation method 
Income before cumulative effect of a change in

.04 .04

accounting principle
Cumulative effect on prior years (to December 31, 

19x4) of changing to a different depreciation

1.10 1.30

method .13
Net income as restated

*  D is c lo s u re  o f n e t in c o m e  a s  o r ig in a lly  re p o rte d  is  n o t re q u ire d .

$1.23 $1.30

AC § 2072.21 Copyright © 1976, American Institu te  of Certified Public Accountants, Inc.
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Appendix B

REPORTING A CHANGE TO THE LIFO METHOD OF INVENTORY 
PRICING

.22 T he  fo llo w in g  are examples o f app lica tion  o f A P B  Opinion  
No. 28 [section  2071] (as amended by  th is  S tatem ent) and the  
requirem ents of A P B  Opinion No. 20 [section  1051] as they  are 
incorporated by reference in  A P B  Opinion No. 28 [section 2071]. 
The examples do no t encompass a ll possible circumstances and 
are no t intended to ind icate  the Board ’s preference fo r  a par
t ic u la r  fo rm at.

FACTS

.23 In  the year 19x5, X Y Z  Com pany decides to  change to  the  
L IF O  m ethod o f in ve n to ry  p ric ing . These examples assume 
th a t the  effects o f the change are lim ite d  to  the  effect on inven
to ry , incentive  compensation, and re lated incom e ta x  provisions. 
A  10% pre -tax  effect o f the change on incen tive  compensation  
and a 50% income ta x  rate are assumed. T h e  per share amounts 
are com puted assum ing th a t th ro u g h o u t 19x4 and 19x5, 1,000,000 
shares o f comm on stock were issued and o u ts tan d in g  w ith  no 
po ten tia l d ilu tion . O th e r data assumed fo r  these examples a re :

Period

Net Income 
on the Basis 

of Old Accounting 
Principle

Net Effect
Gross Effect After Incentive
of Change Compensation
to LIFO and Income Taxes

First quarter 19x5 
Second quarter 19x5 
Third quarter 19x5 
Fourth quarter 19x5

$1,095,500
1,295,000
1,194,500
1,194,000

$( 90,000)
(100,000)
(110,000)
(120,000)

$( 40,500) 
( 45,000) 
( 49,500) 
( 54,000)

$4,779,000 $(420,000) $(189,000)

A IC P A  Professional Standards AC § 2072.23
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EXAMPLE 3

.24 T he  change to  L IF O  is made in  the f irs t qua rte r o f 19x5. 
The m anner o f rep o rtin g  the change in  the firs t qua rte r o f 19x5, 
w ith  com parative  in fo rm a tio n  fo r  the firs t qua rte r o f 19x4, is as 
fo llo w s :

Net income (Note A)

Net income per common share (Note A)

Three Months Ended 
March 31,

19x5 19x4

$1,055,000 $1,000,000

$1.06 $1.00

N O T E  A : Change to  L IF O  M e th od  o f  In v e n to ry  P ric ing

In  th e  f i r s t  qua rte r o f  19x5 , th e  C om pany changed its  m e thod  
o f  in v e n to ry  p ric in g  fro m  . . .  (state p revious m e th o d ) . . .  used 
p rev ious ly  to  th e  L IF O  m e th od  because . . . (state ju s t if ic a tio n  
fo r  change and reasons fo r  n o t  d isc los ing  a cum u la tive  e ffe c t on, 
and p ro  fo rm a  am ounts  fo r ,  p r io r  periods). The e ffe c t o f  the  
change on  the  f ir s t  q ua rte r o f  1 9 x5  was to  decrease n e t incom e  
$ 40 ,50 0  ($ .04  p e r share).

AC § 2072.24 Copyright © 1977, American Institu te  of Certified Public Accountants, Inc.
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EXAMPLE 4

.25 Assume the same facts as in  Exam ple  3, except th a t the  
change is made in  the th ird  qua rte r o f 19x5.

The m anner o f  re p o rtin g  th e  change in  the  th ird  qua rte r o f  
19x5 , w ith  year-to-da te  in fo rm a tio n  and com parative  in fo rm a 
tio n  fo r  s im ila r periods o f  19x4 , is as fo llo w s :

Three Months Ended Nine Months Ended
September 30, September 30,

19x5 19x4 19x5 19x4 

Net income (Note A) $1,145,000 $1,200,000 $3,450,000 $3,400,000

Net income per common 
share (Note A) $1.15 $1.20 $3.45 $3.40

N O T E  A : Change to  L IF O  M e thod  o f  In v e n to ry  P ric ing

In  th e  th ird  q ua rte r o f  1 9 x5 , the  C om pany changed its  m e th od  
o f  in v e n to ry  p ric in g  fro m  . . .  (state p revious m e th o d ) . . . used 
prev ious ly  to  th e  L IF O  m e th o d  because . . .  (state ju s t if ic a tio n  
fo r  change and reasons fo r  n o t  d isclosing a cum u la tive  e ffe c t on, 
and p ro  fo rm a  am oun ts  fo r ,  p r io r  periods). The e ffe c t o f  the  
change o n  th e  th ree  m on ths  and n in e  m on ths  ended Septem ber 
30, 1 9 x 5  was to  decrease ne t incom e $49 ,50 0  ($ .05  pe r share) 
and $ 1 3 5 ,0 0 0  ($ .14  per share), respective ly . The e ffe c t o f  the  
change on  th e  f irs t  and second quarters o f  1 9 x5  was to  decrease 
ne t incom e  $40 ,50 0  ($ .04  per share) to  $ 1 ,0 55 ,0 00  ($1 .06  pe r  
share) and $ 45 ,00 0  ($ .0 5  per share) to  $ 1 ,2 50 ,0 00  ($1 .25  per 
share), respective ly.
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A lte rn a tiv e ly , th e  las t sentence o f  N o te  A  co u ld  be replaced  
w ith  th e  fo llo w in g  ta b u la r d isclosure:

The e ffe c t o f  the  change on  th e  f ir s t  and second quarte rs o f  
1 9 x 5  is as fo llo w s :

Three Months Ended
March 3 1 , 19x5 June 3 0 , 19x5

Net income as originally reported* $1,095,500 $1,295,000

Effect of change to LIFO method of inventory pricing (40,500) (45,000)

Net income as restated $1,055,000 $1,250,000

Per share amounts:

Net income as originally reported* $1.10 $1.30

Effect of change to LIFO method of inventory pricing (.04) (.05)

Net income as restated $1.06 $1.25

* Disclosure of net income as originally reported is not required.

 T he  n e x t page is  8283.  
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AC Section 2081
Financial Reporting for Segments 
of a Business Enterprise*
[Source: FASB Statement No. 14, as amended.]

December 1976

INTRODUCTION

.001 In  recent years, many business enterprises have broadened 
the scope o f the ir activities into d ifferent industries, foreign coun
tries, and markets. This Statement requires that the financial state
ments o f a business enterprise (here inafter enterprise) include 
in form ation about the enterprise’s operations in  d ifferent industries, 
its foreign operations and export sales, and its m ajor customers. 
This Statement also requires that an enterprise operating predomi
nantly o r exclusively in  a single industry iden tify  that industry.

.002 Appendix A  contains background inform ation. Appendix B 
sets fo rth  the basis fo r the Board’s conclusions, including alterna
tives considered and reasons fo r accepting some and rejecting 
others. Appendix C describes two systems that have been devel
oped fo r classifying business activities, and Appendix D  describes 
a number o f factors to be considered in  grouping products and 
services by industry lines. A n  illustration of applying paragraph 
.015(b) is presented in Appendix E, and illustrations o f the dis
closures required by this Statement are presented in Appendix F.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING 

Inclusion in Financial Statements

.003 W hen an enterprise issues a complete set o f financial state
ments that present financial position at the end o f the enterprise’s 
fiscal year and results o f operations and changes in financial posi-

*  See section 2083, Suspension o f  the R eporting o f  Earn ings per Share and 
Segment In fo rm a tio n  by Nonpublic Enterprises.
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tion fo r that fiscal year in conform ity w ith  generally accepted 
accounting principles, those financial statements shall include cer
tain inform ation relating to:

a) The enterprise’s operations in  d ifferent industries— paragraphs 
.009-.030.

b) Its  foreign operations and export sales— paragraphs .031-.038.

c) Its  m ajor customers— paragraph .039.

I f  such statements are presented fo r more than one fiscal year, the 
inform ation required by this Statement shall be presented for each 
such year, except as provided in  paragraph .041.

[.004] [Superseded, effective December 1, 1977, by F A S B  
Statem ent No. 18.] (See section 2082.)

Purpose of Segment Information

.005 T he  purpose o f the in fo rm a tion  required to  be reported by 
this Statement is to assist financial statement users in  analyzing 
and understanding the enterprise’s financial statements by per
m itting  better assessment o f the enterprise’s past performance and 
fu ture  prospects. A s noted in  paragraph .076, in form ation  pre
pared in  confo rm ity  w ith  this Statement may be o f lim ited useful
ness fo r  comparing a segment o f one enterprise w ith  a sim ilar 
segment o f another enterprise.

Accounting Principles Used in Preparing Segment Information

.006 The inform ation required to be reported by this Statement is 
a disaggregation o f the consolidated financial inform ation 1 included

1 The te rm  “ consolidated financia l in fo rm a tio n ”  is used herein to  refe r to  
aggregate in fo rm a tio n  re la ting  to  an enterprise as a whole whether o r not 
the enterprise has consolidated subsidiaries.

AC 5 2081.004 Copyright © 1978, American Institu te  of Certified Public Accountants, Inc.
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in  the enterprise’s financial statements. The accounting principles 
underlying the disaggregated inform ation should be the same ac
counting principles as those underlying the consolidated inform a
tion, except that most intersegment transactions that are eliminated 
from  consolidated financial in form ation are included in segment 
in form ation (see paragraph .008). F o r example, a segment fo r 
which in form ation  is required to be reported by this Statement may 
include a consolidated subsidiary that prepares separate financial 
statements. Amounts reported in  the subsidiary’s financial state
ments sometimes differ from  amounts included in  consolidation 
fo r reasons other than intersegment transactions, fo r instance, be
cause the subsidiary was acquired in  a business combination ac
counted fo r by the purchase method. In  that event, the segment 
inform ation required to be reported by this Statement w ith  respect 
to the consolidated financial statements shall be based on the 
amounts included in  consolidation, not on the amounts reported 
in the subsidiary’s financial statements.

.007 Enterprises are not required by this Statement to  disaggre
gate financial in form ation pertaining to unconsolidated subsidiaries 
or other unconsolidated investees. Unconsolidated subsidiaries and 
investments in  corporate jo in t ventures and 50 percent or less 
owned companies are norm ally accounted fo r by the equity 
method, and financial in form ation about equity method investees 
is required to be disclosed in  the investor’s financial statements in 
accordance w ith  paragraph 20 o f APB Opinion No. 18 [section 
5131.20]. “ The Equity Method o f Accounting fo r Investments in  
Common Stock.”  In  addition, A R B  No. 43, Chapter 12 [section 
1081], “ Foreign Operations and Foreign Exchange,”  requires the 
disclosure of certa in financia l in fo rm a tion  about foreign sub
sidiaries o f an enterprise. Th is Statement does not amend those 
disclosure requirements. However, in  addition to  those disclosures, 
iden tifica tion  shall be made o f both  the industries and the geo
graphic areas in  which the equity method investees operate. Also, 
paragraph .027(c) o f th is Statement requires special disclosures 
w ith  respect to an equity method investee whose operations are 
vertically integrated w ith  those o f a reportable segment o f the 
enterprise. Disaggregation o f financial inform ation pertaining to 
unconsolidated subsidiaries and other unconsolidated equ ity  
m ethod investees is encouraged when tha t is considered to  
be desirable fo r  an understanding o f the enterprise’s operations. 
W hen  a complete set o f financia l statements th a t present 
financia l position , resu lts o f operations, and changes in  finan
cial position  in  confo rm ity  w ith  genera lly  accepted accounting 
p rinc ip les is presented fo r  a subsidiary, corporate jo in t venture,
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or 50 percent or less owned investee, each such entity is considered 
to be an enterprise as that term is used in this Statement and thus 
is subject to its requirements whether those financial statements 
are issued separately or included in another enterprise’s financial 
report.

.008 Transactions between a parent and its  subsidiaries or 
between tw o subsidiaries are eliminated in  preparing consolidated 
financial statements (see paragraph 6 o f AR B No. 51 [section 
2051.07], “ Consolidated Financial Statements” ). In  preparing 
the in form ation required to be reported by this Statement, however, 
transactions between the segments o f an enterprise shall be included 
in  the segment inform ation. Thus, fo r  example, revenue reported 
fo r a segment includes both sales to  unaffiliated customers (i.e., 
customers outside the enterprise) and intersegment sales or trans
fers. S im ilarly, expenses relating both to  sales to  unaffiliated cus
tomers and to intersegment sales o r transfers are deducted in  
measuring a segment’s pro fitab ility. Exceptions to the general rule 
that intersegment transactions are not eliminated from  segment 
in form ation  are provided in paragraphs .010(c)-.010(e) fo r  cer
ta in  intersegment advances and loans and related interest revenue 
and expense. Paragraphs .030 and .038 require reconciliation o f 
segment in form ation  w ith  amounts reported in  consolidated finan
cial statements.

Information about an Enterprise’s Operations in Different Industries

.009 The financial statements o f an enterprise shall include certain 
in form ation about the industry segments o f the enterprise. Criteria 
fo r  determ ining industry segments fo r  which in form ation  shall be 
reported are in  paragraphs .011-.021. The type o f in form ation  to 
be presented fo r  each reportable industry segment is specified in 
paragraphs .022-.027. Requirements fo r  presenting that in form a
tion in  financial statements are in  paragraphs .028-.030.

Definitions

.010 Certa in term s are defined fo r  purposes o f th is  Statement 
as fo llo w s :

a) Industry segment.2 A  component o f an enterprise engaged in 
provid ing a product or service or a group of related products

2 The meaning o f  the term  “ industry segment”  as it is used in this Statement 
is d iffe rent fro m  the use o f the term  “ segment”  in  pronouncements o f the 
Cost A ccounting Standards Board.
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and services prim arily to unaffiliated customers (i.e., customers 
outside the enterprise) fo r a p ro fit.3 By defining an industry 
segment in terms of products and services that are sold p ri
m arily to unaffiliated customers, this Statement does not re
quire the disaggregation of the vertically integrated operations 
of an enterprise.

b) Reportable segment. A n  industry segment (or, in certain cases, 
a group o f two or more closely related industry segments— see 
paragraph .019) fo r w h ich  in form ation  is required to  be 
reported by th is  Statement.

c) Revenue. The revenue o f an industry segment includes rev
enue both from  sales4 to unaffiliated customers (i.e., revenue 
from  customers outside the enterprise as reported in the enter
prise’s income statement) and from  intersegment sales or 
transfers, if  any, o f products and services sim ilar to those sold 
to unaffiliated customers.5 Interest from  sources outside the 
enterprise and interest earned on intersegment trade receiv
ables is included in  revenue i f  the asset on which the interest 
is earned is included among the industry segment’s identifiable 
assets (see paragraph .010(e)), but interest earned on advances 
or loans to other industry segments is not included.6 F or pur
poses o f this Statement, revenue from  intersegment sales or 
transfers shall be accounted fo r on the basis used by the 
enterprise to price the intersegment sales o r transfers.

d) Operating profit or loss. The operating pro fit or loss o f an in 
dustry segment is its revenue as defined in  paragraph .010(c)

3 In  some industries, it is norm a l practice fo r  an enterprise to purchase and 
sell substantia lly identica l comm odities to m in im ize  transportation or other 
costs. In  those situations, sales and purchases o f substantia lly identical 
comm odities shall be netted fo r  the purpose o f determ in ing whether a 
product o r service or a group o f related products and services is sold p r i
m a rily  to unaffilia ted customers. A lthough  those sales and purchases are 
netted fo r  the purpose o f iden tify ing  an industry segment, it  is not intended 
tha t th is rule change an enterprise’s accounting practice w ith  respect to 
determ in ing the revenue o f the enterprise o r any o f its industry segments.
4 F o r convenience, the term  “ sales”  is used in  th is Statement to  include the 
sale o f a product, the rendering o f a service, and o ther types o f transactions 
by w hich revenue is earned.
5 In te rse g m e n t b illin g s  fo r  the  cost o f  shared fa c ilit ie s  o r  o th e r jo in t ly  in 
cu rre d  costs do  n o t represent in te rsegm ent sales o r  tran s fe rs  as th a t te rm  is 
used in  th is  S ta tem ent.
6 In te re s t earned o n  advances o r  loans to  o th e r in d u s try  segments is in c lu d e d  
in  c o m p u tin g  the  o p e ra tin g  p ro f it  o r  loss o f  an in d u s try  segm ent whose  
ope ra tio n s  are  p r in c ip a lly  o f  a f in a n c ia l n a tu re  (e .g ., b a n k in g , insu rance , 
leasing, o r  f in a n c in g ) .
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minus a ll operating expenses. As used herein, operating ex
penses include expenses that relate to both revenue from  sales 
to unaffiliated customers and revenue from  intersegment sales 
or transfers; those operating expenses incurred by an enter
prise that are not directly traceable to  an industry segment 
shall be allocated on a reasonable basis among those indus
try  segments fo r whose benefit the expenses were incurred 
(see paragraph .024). F o r purposes o f this Statement, in ter
segment purchases shall be accounted fo r on the same basis 
as intersegment sales or transfers (i.e., on the basis used by the 
enterprise to price the intersegment sales or transfers— see the 
last sentence o f paragraph .010(c)). None o f the fo llow ing 
shall be added o r deducted, as the case may be, in  computing 
the operating p ro fit o r loss o f an industry segment: revenue 
earned at the corporate level and not derived from  the opera
tions o f any industry segment; general corporate expenses;7 
interest expense;8 domestic and foreign income taxes; equity in 
income o r loss from  unconsolidated subsidiaries and o ther 
unconsolidated investees; gain o r loss on discontinued opera
tions (as defined in  A P B  Opinion No. 30 [section 2012], 
“ R eporting  the Results o f O perations” ) ; ex traord inary  
item s; m in o rity  in te res t; and the cum ula tive  effect o f a 
change in  accounting princip les (see A P B  Opinion No. 20 
[section 1051], “ Accounting Changes” ).

e) Identifiable assets. The identifiable assets o f an industry seg
ment are those tangible and intangible enterprise assets that 
are used by the industry segment, including (i) assets that are 
used exclusively by that industry segment and (ii) an allocated 
portion  o f assets used jo in tly  by two or more industry seg
ments. Assets used jo in tly  by two or more industry segments 
shall be allocated among the industry segments on a reasonable 
basis. Because the assets o f an industry segment that transfers 
products or services to another industry segment are not used

7 Some o f  the expenses incurred at an enterprise’s centra l adm inistrative  
office m ay not be general corporate expenses, but rather m ay be operating  
expenses o f industry  segments tha t should therefore be allocated to those 
industry segments. The nature o f an expense ra ther than the location o f its 
incurrence shall determ ine w hether i t  is an operating expense. O n ly  those 
expenses identified  by th e ir nature as operating expenses shall be allocated  
as operating expenses in  com puting an industry  segment’s operating p ro fit 
o r loss.
8 Interest expense is deducted in  com puting the operating p ro fit o r loss o f  
an industry  segment whose operations are p rin c ip a lly  o f a financia l nature  
(e.g., banking, insurance, leasing, o r financ ing).
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in the operations of the receiving segment, no amount of 
those assets shall be allocated to the receiving segment. Assets 
that represent part o f an enterprise’s investment in an industry 
segment, such as goodwill, shall be included in  the industry 
segment’s identifiable assets.9 Assets maintained fo r general 
corporate purposes (i.e., those not used in the operations of 
any industry segment) shall not be allocated to industry seg
ments. The identifiable assets of an industry segment shall 
not include advances or loans to or investments in  another 
industry segment, except that advances or loans to other indus
try  segments shall be included in  the identifiable assets o f a 
financial segment because the income therefrom is included 
in  computing the financial segment’s operating pro fit o r loss 
(see footnote 6). Asset valuation allowances such as the fo l
low ing shall be taken into account in  computing the amount 
of an industry segment’s identifiable assets: allowance fo r 
doubtfu l accounts, accumulated depreciation, and marketable 
securities valuation allowance.

Determining Reportable Segments

.011 The reportable segments o f an enterprise shall be determined 
by (a) identifying the ind ividual products and services from  which 
the enterprise derives its revenue, (b) grouping those products 
and services by industry lines into industry segments (see para
graphs .012-.014), and (c ) selecting those industry segments that 
are s ign ifican t w ith  respect to  the enterprise as a whole (see 
paragraphs .015-.021).

Grouping Products and Services by Industry Lines

.012 Several systems have been developed fo r classifying business 
activities, such as the Standard Industria l Classification (SIC) and 
the Enterprise Standard Industria l Classification (ESIC). (The SIC 
and ESIC systems are described in  Appendix C to this Statement.) 
The Board has examined those systems and has judged that none 
is, by itself, suitable to determine industry segments fo r purposes 
of this Statement. Moreover, although certain characteristics can 
be identified that assist in  differentiating among industries (such as 
those discussed in  Appendix D  to this Statement), no single set of 
characteristics is universally applicable in  determining the industry 
segments o f a ll enterprises, nor is any single characteristic deter-

9 A n y  related depreciation o r am ortiza tion  expense is deducted in  deter
m in ing  the operating p ro fit o f the industry  segment.
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minative in  a ll cases. Consequently, determ ination o f an enter
prise’s industry segments must depend to a considerable extent on 
the judgment of the management o f the enterprise.

.013 M any enterprises presently accumulate in form ation  about 
revenue and p ro fitab ility  on a less-than-total-enterprise basis fo r 
internal planning and contro l purposes. Frequently, that type of 
inform ation is maintained by pro fit centers fo r ind ividual products 
and services or fo r groups of related products and services, par
ticu larly w ith  respect to  an enterprise’s domestic operations. The 
term “ p ro fit center”  is used in  this Statement to refer only to those 
components o f an enterprise that sell primarily to outside markets 
and for which information about revenue and profitability is 
accumulated. A n  enterprise’s existing p ro fit centers— the smallest 
units o f activ ity fo r which revenue and expense inform ation is 
accumulated fo r internal planning and contro l purposes— repre
sent a logical starting point fo r determining the enterprise’s indus
try  segments. I f  an enterprise’s existing p ro fit centers cross indus
try  lines, it  w ill be necessary to disaggregate its existing pro fit 
centers into smaller groups o f related products and services (ex
cept as provided in  paragraph .014). I f  an enterprise operates in 
more than one industry but does not presently accumulate any 
inform ation on a less-than-total-enterprise basis (i.e., its only pro fit 
center is the enterprise as a whole), it  shall disaggregate its opera
tions along industry lines (except as provided in  paragraph .014).

.014 In d u s try  segmentation on a worldw ide basis is a desirable 
objective but it  may be impracticable fo r some enterprises. To the 
extent that revenue and p ro fitab ility  in form ation is accumulated 
along industry lines fo r an enterprise’s foreign operations, as de
fined in  paragraph .031, or that i t  would be practicable to  do so, 
industry segments shall be determined on a worldw ide basis. To 
the extent that i t  is impracticable to disaggregate part o r all o f its 
foreign operations along industry lines, the enterprise shall dis
aggregate along industry lines its domestic operations and its fo r
eign operations fo r which disaggregation is practicable and shall 
treat the aggregate o f its foreign operations fo r which disaggregation 
is not practicable as a single industry segment. When that segment 
qualifies as a reportable industry segment (see paragraphs .015- 
.021), disclosure shall be made o f the types o f industry operations 
included in  the foreign operations that have not been disaggregated.
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Selecting Reportable Segments

.015 Each industry segment that is significant to an enterprise as 
a whole shall be identified as a reportable segment. For purposes 
o f this Statement, an industry segment shall be regarded as signifi
cant— and therefore identified as a reportable segment (see para
graph .016)— i f  i t  satisfies one or more o f the fo llow ing tests. The 
tests shall be applied separately fo r each fiscal year fo r which 
financial statements are presented, except as provided in  paragraph 
.041.

a) Its revenue (including both sales to unaffiliated customers and 
intersegment sales or transfers) is 10 percent o r more o f the 
combined revenue (sales to  unaffiliated customers and in ter
segment sales or transfers) o f a ll o f the enterprise’s industry 
segments.

b) The absolute amount o f its operating p ro fit or operating loss 
is 10 percent or more o f the greater, in  absolute amount, of:

(i) The combined operating p ro fit o f a ll industry segments 
that did not incur an operating loss, o r

(ii) The combined operating loss o f a ll industry segments that 
did incur an operating loss. (Appendix E illustrates the 
app lica tion o f paragraph .015(b).)

c) Its identifiable assets are 10 percent or more o f the combined 
identifiable assets o f a ll industry segments.

Revenue, operating p ro fit o r loss, and identifiable assets relating to 
those foreign operations that have not been disaggregated along 
industry lines on grounds o f im practicability (see paragraph .014) 
shall be included in computing the combined revenue, combined 
operating p ro fit or operating loss, and combined identifiable assets 
o f the enterprise’s industry segments.

.016 The results o f applying the percentage tests in  paragraph .015 
shall be evaluated from  the standpoint o f interperiod compara
b ility  before final determ ination o f an enterprise’s reportable seg
ments is made. For instance, interperiod comparability would 
most like ly  require that an industry segment that has been signifi
cant in  the past and is expected to be significant in  the future be 
regarded as a reportable segment even though it  fails to satisfy 
the tests in  paragraph .015 in  the current year. Conversely, a rela
tive ly insignificant industry segment may happen to satisfy the 
tests in  paragraph .015 in  the current fiscal year because its revenue
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or operating p ro fit o r loss is abnormally high or the combined 
revenue or operating pro fit o r loss o f a ll industry segments is 
abnormally low. In  that case, it  may be inappropriate to regard 
it  as a reportable segment. Appropriate explanation o f such c ir
cumstances shall be included as a part o f the enterprise’s segment 
information.

.017 The reportable segments o f an enterprise shall represent a 
substantial portion o f the enterprise’s tota l operations. The fo llow 
ing test shall be applied to determine whether a substantial portion 
of an enterprise’s operations is explained by its segment inform a
tion: The combined revenue from  sales to unaffiliated customers 
of a ll reportable segments (that is, revenue not including inter
segment sales or transfers) shall constitute at least 75 percent of 
the combined revenue from  sales to unaffiliated customers o f all 
industry segments. The test shall be applied separately fo r each 
fiscal year fo r which financial statements are presented, except as 
provided in  paragraph .041. Revenue re la ting  to  those foreign 
operations that have not been disaggregated along industry lines 
on grounds o f im practicability shall be included in the denominator 
of the computation required by this paragraph and w ill be in 
cluded in  the numerator i f  those operations have been identified (in 
accordance w ith  paragraphs .014 and .015) as a reportable segment.

.018 I f  the indus try  segments identified  as reportable in  accord
ance w ith  paragraphs .015 and .016 do not sa tisfy the 75-percent 
test in  paragraph .017, add itiona l in d u s try  segments shall be 
identified  as reportable segments (sub ject to  the provisions of 
paragraph .019) u n til the 75-percent test is met.

.019 The Board recognizes the need fo r a practical lim it to the 
number o f industry segments fo r which an enterprise reports 
in form ation; beyond that lim it, segment inform ation may become 
overly detailed. W ithout attempting to  define that lim it precisely, 
the Board suggests that as the number o f industry segments that 
would be identified as reportable segments in  accordance w ith 
paragraphs .015-.018 increases above 10, the question o f whether a 
practical lim it has been reached comes increasingly into consid
eration, and combining the most closely related industry segments 
into broader reportable segments may be appropriate. Combina
tions shall be made, however, only to the extent necessary to con
tain the number o f -reportable segments w ith in  practical lim its 
while still meeting the 75-percent test.
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.020 A n  enterprise may operate exclusively in  a single industry 
or a dominant portion of an enterprise’s operations may be in a 
single industry segment w ith  the remaining portion  in  one or more 
other industry segments. The Board has concluded that the dis
closures required by paragraphs .022-.030 o f this Statement need 
not be applied to a dominant industry segment, except that the 
financial statements o f an enterprise that operates predominantly or 
exclusively in a single industry shall identify that industry. An 
industry segment may be regarded as dominant i f  its revenue, 
operating pro fit or loss, and identifiable assets (as defined in 
paragraphs .0 10 (c )-(e )) each constitute more than 90 percent o f 
related combined totals fo r a ll industry segments, and no other 
industry  segment meets any o f the 10-percent tests in  para
graph .015.

.021 Paragraphs .011-.020 and the guidelines fo r  grouping prod
ucts and services in to  industry segments set fo rth  in  Appendix D  
are not intended to proh ib it a more detailed disaggregation i f  that is 
considered to be desirable fo r an understanding o f the enterprise’s 
operations.

Information to Be Presented

.022 The fo llow ing shall be presented fo r each o f an enterprise’s 
reportable segments determined in  accordance w ith  paragraphs 
.011-.021 (includ ing those foreign operations that have not been 
disaggregated along industry lines on grounds o f im practicability 
— see paragraph .014) and in  the aggregate fo r  the remainder o f the 
enterprise’s industry segments not deemed reportable segments:
a) Revenue in fo rm a tion  as set fo rth  in  paragraph .023.
b) P ro fitab ility  in form ation as set fo rth  in  paragraphs .024 and 

.025.
c) Identifiab le  assets in fo rm ation  as set fo rth  in  paragraph .026.
d) O the r related disclosures as set fo rth  in  paragraph .027.

In  addition, the types o f products and services from  which the 
revenue o f each reportable segment is derived shall be identified, 
and the accounting policies relevant to the inform ation reported 
fo r industry segments shall be described to the extent not ade
quately explained by the disclosures o f the enterprise’s accounting 
policies required by A P B  Opinion No. 22 [section 2045], “ D is
closure of Accoun ting  Polic ies.”  P resentation of add itiona l 
in fo rm a tion  fo r  some or a ll o f an enterprise ’s reportable seg
ments beyond th a t specified in  paragraphs .023-.027 may be 
considered to  be desirable, and th is  Statem ent does no t preclude 
those add itiona l disclosures.
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.023 Revenue. Sales to  unaffilia ted customers and sales or 
transfers to  other industry segments o f the enterprise shall be 
separately disclosed in  presenting revenue o f a reportable segment 
A s ind icated in  paragraph .010(c), fo r purposes o f th is  State
m ent sales o r transfers to  o ther in d u s try  segments shall be 
accounted fo r on the basis used by the  enterprise to  price the 
intersegm ent sales or transfers. The basis o f accounting fo r 
intersegm ent sales or transfers shall be disclosed. I f  the basis 
is changed, disclosure shall be made o f the nature  o f the change 
and its  effect on the reportable segments’ opera ting  p ro fit or 
loss in  the period of change.
.024 Profitability. O pera ting  p ro fit o r loss as defined in para
graph .010(d) shall be presented fo r each reportable segment. 
As p a rt o f its  segment in fo rm a tion , an enterprise shall explain 
the nature and am ount of any unusual or in frequen tly  occurring 
item s (see paragraph 26 of A PB Opinion No. 30 [section 
2012.26]) reported in  its  consolidated income statement tha t 
have been added or deducted in  com puting  the operating p ro fit 
o r loss o f a reportable segment in  accordance w ith  paragraph 
.010(d). M ethods used to  a llocate  opera ting  expenses among 
ind us try  segments in  com puting operating p ro fit o r loss should 
be consistently applied from  period to  period (bu t, i f  changed, 
disclosure shall be made of the nature  o f the change and its  
effect on the reportable segments’ opera ting  p ro fit o r loss in 
the period o f change).
.025 Other profitability information. In  addition to presenting op
erating p ro fit o r loss as required by paragraph .024, an enterprise 
may choose to present some other measure of p ro fitab ility  fo r 
some or a ll o f its segments. I f  the enterprise elects to present a 
measure o f contribution to operating p ro fit o r loss, the enterprise 
shall describe the differences between contribution and operating 
pro fit or loss. I f  the enterprise elects to present net income or a 
measure o f p ro fitab ility  between operating p ro fit o r loss and net 
income, the nature and amount o f each category o f revenue or 
expense that was added or deducted and the methods o f allocation, 
if  any, shall be disclosed. Those methods should be consistently 
applied from  period to period (but, i f  changed, disclosure shall be 
made o f the nature and effect o f the change in  the period of 
change).

.026 Identifiable assets. T he  aggregate ca rry ing  am ount of 
identifiab le  assets as defined in  paragraph .010(e) shall be pre
sented fo r each reportable segment.

.027 Other related disclosures. Disclosures relating to the in fo r
m ation for reportable segments shall be made as fo llo w s :
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a) Disclosure shall be made o f the aggregate amount o f depre
ciation, depletion, and amortization expense fo r each report- 
able segment.

b) Disclosure shall be made o f the amount o f each reportable 
segment’s capital expenditures, i.e., additions to its property, 
plant, and equipment.

c) For each reportable segment disclosure shall be made o f the 
enterprise’s equity in  the net income from  and investment in 
the net assets o f unconsolidated subsidiaries and other equity 
method investees whose operations are vertically integrated 
w ith  the operations o f that segment. Disclosure shall also be 
made o f the geographic areas in  which those vertically inte
grated equity method investees operate.

d ) Paragraph 17 o f A P B  O p in io n  N o .  2 0  [section 1051.17] 
requires th a t the effect on income of a change in account
ing principle be disclosed in  the  financia l statem ents o f an 
enterprise in  the period in  w h ich  the change is made. D is 
closure shall also be made of the effect o f the change on the 
operating p ro fit o f reportable segments in  the period in  
w h ich  the change is made.10

Methods of Presentation

.028 In fo rm a tion  about the reportable segments of a business
enterprise shall be included in  the enterprise’s financial statements
in any of the fo llow ing ways:

a) W ith in  the body o f the financial statements, w ith  appropriate 
explanatory disclosures in the footnotes to the financial state
ments.

b) Entire ly  in the footnotes to the financial statements.

c) In  a separate schedule that is included as an integral part o f 
the financial statements. I f ,  in  a report to securityholders, that 
schedule is located on a page that is not clearly a part o f the 
financial statements, the schedule shall be referenced in the 
financial statements as an integral part thereof.

10 The pro forma effects of retroactive application, which are required 
to be disclosed on a consolidated basis by paragraph 21 of APB Opinion 
No. 20 [section 1051.21], need not be disclosed for individual reportable 
segments. Also, the pro forma supplemental information relating to a 
business combination accounted fo r by the purchase method required to be 
presented by paragraph 96 of APB Opinion No. 16 [section 1091.96], 
“ Business Combinations,”  need not be presented fo r individual report- 
able segments.
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.029 Financial inform ation such as revenue, operating p ro fit or 
loss, and identifiable assets of reportable segments shall be pre
sented as dollar amounts. Corresponding percentages may be 
shown in addition to dollar amounts.

.030 The in form ation  required to be presented by paragraphs 

.022-.027 fo r  individual reportable segments and in  the aggregate 
fo r ind us try  segments no t deemed reportable shall be recon
ciled to  related amounts in  the financia l statements o f the enter
prise as a whole, as fo llo w s : revenue shall be reconciled to
revenue reported in  the consolidated income statement, and 
operating p ro fit o r loss shall be reconciled to  pre tax income 
from  con tinu ing  operations (before gain o r loss on discontinued 
operations, extraord inary  items, and cum u la tive  effect o f a 
change in  accounting p rinc ip le ) in  the consolidated income 
statem ent. A lso, identifiab le  assets shall be reconciled to  con
solidated to ta l assets, w ith  assets m ainta ined fo r  general corpo
rate purposes separately identified in  the reconciliation. A n  
illu s tra tio n  is presented in  A ppend ix  F  to  th is  Statement.

In form ation about Foreign O perations and Export Sales

.031 The  financial statements o f an enterprise shall include in 
form ation about its foreign operations. The features that iden tify  
an operation as foreign vary among enterprises. Thus, the identi
fication o f foreign operations w ill depend on the facts and circum
stances of the particular enterprise. For purposes o f this Statement, 
an enterprise’s foreign operations include those revenue-producing 
operations (except fo r unconsolidated subsidiaries and other un
consolidated investees (see paragraph .007)) that (a ) are located 
outside o f the enterprise’s home country (the United States fo r 
U . S. enterprises)11 and (b ) are generating revenue either from 
sales to  unaffiliated customers or from  intraenterprise sales or 
transfers between geographic areas.11 12 S im ila rly , an enterprise’s

11 An enterprise whose home country is other than the United States but 
that prepares financial statements in conformity with U.S. generally accepted 
accounting principles shall classify operations outside of its home country 
as foreign operations.
12 Difficulties may arise in classifying the activities of certain types of enter
prises. The following examples may provide useful guidelines: (1) Deter
mination of whether the employment of an enterprise’s mobile assets, such as 
off-shore drilling rigs or ocean-going vessels, constitutes foreign operations 
should depend on whether such assets are normally identified with opera
tions located and generating revenue from outside the home country. I f  
they are normally identified with the enterprise’s foreign operations, revenue 
generated from abroad would be considered foreign revenue. I f  they are
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domestic operations include those revenue-producing operations o f 
the enterprise located in  the enterprise’s home country that gen
erate revenue either from  sales to  unaffiliated customers or from  
intraenterprise sales or transfers between geographic areas. O p
erations, e ithe r domestic or fo re ign  (and regardless o f w hether 
part o f a branch or a division o f the enterprise o r part o f a con
solidated subsid iary), should have identified w ith  them the revenues 
generated by those operations, the assets employed in  or associated 
w ith  generating those revenues, and the costs and expenses in 
curred in  generating those revenues o r employing those assets.

.032 The in form ation specified in  paragraph .035 shall be pre
sented fo r  (1 ) an enterprise’s fore ign operations, either in  the 
aggregate or, i f  appropriate under paragraph .033, by geographic 
area, and (2 ) its domestic operations,13 i f  either o f the fo llow ing 
conditions is met:

a) Revenue generated by the enterprise’s foreign operations from  
sales to unaffiliated customers is 10 percent or more of con
solidated revenue as reported in  the enterprise’s income state
ment.

b) Identifiable assets of the enterprise’s foreign operations are 
10 percent or more o f consolidated tota l assets as reported in 
the enterprise’s balance sheet.

.033 I f  an enterprise’s foreign operations are conducted in  two 
or more geographic areas as defined in  paragraph .034, the in fo r 
mation specified in  paragraph .035 shall be presented separately 
fo r each significant foreign geographic area, and in  the aggregate 
fo r  all other foreign geographic areas not deemed significant. A  
geographic area shall be regarded as s ig n if ic a n t ,  fo r  the purpose o f 
applying this paragraph, i f  its revenue from  sales to unaffiliated 
customers or its identifiable assets are 10 percent or more of 
related consolidated amounts.

normally identified with the enterprise’s domestic operations, revenue gen
erated from abroad would be considered export sales; (2) Services rendered 
by the foreign offices of a service enterprise, such as a consulting firm, 
having offices or facilities located both in the home country and in foreign 
countries would be considered foreign operations, and the revenue should 
be considered foreign revenue. Revenue generated abroad from services 
provided by domestic offices should be considered export sales.
13 Separate information about domestic operations need not be presented if 
domestic operations’ revenue from sales to unaffiliated customers and do
mestic operations’ identifiable assets are less than 10 percent of related 
consolidated amounts.
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.034 F o r purposes o f this Statement, foreign g e o g ra p h ic  a re as  

are ind ividual countries or groups o f countries as may be deter
mined to be appropriate in  an enterprise’s particular circumstances. 
No single method o f grouping the countries in which an enterprise 
operates into the geographic areas can reflect all o f the differences 
among international business environments. Each enterprise shall 
group its foreign operations on the basis o f the differences that are 
most im portant in  its particular circumstances. Factors to be con
sidered include proxim ity, economic affinity, sim ilarities in busi
ness environments, and the nature, scale, and degree o f interrela
tionship of the enterprise’s operations in  the various countries.

.035 The fo llow ing inform ation shall be presented fo r an enter
prise’s foreign operations and fo r  its  domestic operations as 
appropriate in accordance w ith  paragraphs .032-.034:

a) Revenue as defined in  paragraph .010(c), w ith  sales to unaffili
ated customers and sales or transfers between geographic areas 
shown separately. F or purposes of this Statement, intraenter
prise sales or transfers between geographic areas shall be ac
counted fo r on the basis used by the enterprise to price the 
intraenterprise sales or transfers. The basis o f accounting fo r 
intraenterprise sales or transfers shall be disclosed. I f  the 
basis is changed, disclosure shall be made o f the nature of the 
change and its effect in the period o f change.

b) O perating p ro fit o r loss as defined in  paragraph .010(d) o r  
net income o r  some other measure o f p ro fitab ility  between 
operating p ro fit o r loss and net income. A  common level o f 
p ro fitab ility  shall be reported fo r  a ll geographic areas, although 
an enterprise may choose to report additional p ro fitab ility  in 
form ation fo r some or a ll o f its geographic areas of operations.

c) Iden tifiab le  assets as defined in  paragraph .010(e).

.036 W ith  respect to  an enterprise’s d o m e s tic  operations, sales 
to unaffiliated customers include both (a) sales to customers w ith in  
the enterprise’s home country and (b) sales to customers in  foreign 
countries, i.e., export sales. I f  the amount o f export sales from  an 
enterprise’s home country to unaffiliated customers in foreign 
countries is 10 percent or more o f tota l revenue from  sales to 
unaffiliated customers as reported in  the enterprise’s consolidated 
income statement, that amount shall be separately reported, in 
the aggregate and by such geographic areas as are considered 
appropriate in  the circumstances. The disclosure required by this
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paragraph shall be made even if  the enterprise is not required by 
this Statement to report inform ation about its operations in d if
ferent industries or foreign operations.

.037 In fo rm ation  about the fore ign operations and export sales o f 
a business enterprise may be included in the enterprise’s financial 
statements in  any o f the ways identified in  paragraph .028 o f this 
Statement. F inancial in form ation shall be presented as U.S. do llar 
amounts; corresponding percentages may be shown in addition to 
do lla r amounts. The geographic areas into which an enterprise’s 
foreign operations have been disaggregated shall be identified.

.038 The in form ation  about revenue, p ro fitab ility , and identifia
ble assets required to be presented fo r  foreign operations shall be 
reconciled to  related amounts in  the financial statements o f the 
enterprise as a whole, in  a manner sim ilar to that described in 
paragraph .030. A n  illu s tra tio n  is presented in  A ppend ix  F  to 
th is  Statement.

Information about Major Customers

.039 I f  10 percent o r more o f the revenue o f an enterprise is 
derived from  sales to any single customer, that fact and the amount 
o f revenue from  each such customer shall be disclosed. (For this 
purpose, a group o f customers under common contro l shall be 
regarded as a single customer.) S im ilarly, i f  10 percent o r more 
o f the revenue o f an enterprise is derived from  sales to domestic 
government agencies in  the aggregate o r to  foreign governments 
in  the aggregate, that fact and the amount o f revenue shall be 
disclosed. The identity o f the industry segment o r segments mak
ing the sales shall be disclosed. The disclosures required by this 
paragraph shall be made even i f  the enterprise is not required by 
this Statement to report inform ation about operations in different 
industries o r foreign operations.

Restatement of Previously Reported Segment Information

.040 W hen p rio r period in form ation about an enterprise’s report- 
able industry segments, its foreign operations and export sales, and 
its m ajor customers is being presented w ith  corresponding in fo r
mation fo r the current period, the p rio r period inform ation shall be 
retroactively restated (at least as fa r back as the effective date o f 
th is  Statem ent— see paragraph .041) in  the fo llo w in g  c ircum 
stances, w ith  appropria te  disclosure o f the natu re  and effect o f 
the resta tem ent:
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a) When the financial statements o f the enterprise as a whole 
have been retroactively restated, fo r example, fo r a change in 
accounting princip le o f the type described in paragraphs 27 
and 29 o f A P B  O p in io n  N o .  2 0  [sections 1051.27 and 1051.29] 
o r fo r a business com bination accounted fo r by  the pooling 
o f interests method.

b) When there has been a change in  the way the enterprise’s 
products and services are grouped into industry segments or 
a change in  the way the enterprise’s foreign operations are 
grouped14 into geographic areas and such changes affect the 
segment or geographic area inform ation being reported.

Effective Date and Transition

.041 The provis ions o f th is  S tatem ent shall be effective fo r 
financia l statem ents fo r fiscal years beg inn ing  a fte r December 
15, 1976.* E a rlie r app lica tion  is encouraged in  financia l state
m ents fo r  periods beg inn ing  before December 16, 1976 th a t 
have no t p rev ious ly  been issued. In fo rm a tio n  o f the type 
required by th is  Statem ent need no t be included in  financia l 
statements fo r periods beg inn ing  before the effective date of 
th is  S tatem ent tha t are being presented fo r  com parative p u r
poses w ith  financia l statements fo r periods a fte r the effective 
date, b u t i f  included, th a t in fo rm a tion  shall be prepared and 
presented in  con fo rm ity  w ith  the provis ions o f th is  S tatem ent 
to  the exten t practicable w ith  appropria te  explanation i f  the  
in fo rm a tion  fo r periods before the e ffective date is no t com
parable to that fo r  periods a fte r the effective date. [A s amended, 
effective December 1, 1977, by F A S B  Statem ent No. 18.] 
(See section 2082.) [A s  amended, effective A p r il 30, 1978, by 
F A S B  Statem ent No. 21.] (See section 2083.)

The provisions of this Statement need 
not be applied to immaterial items.

14 R esta tem en t is  n o t re q u ire d  w h e n  an e n te rp rise ’s re p o rta b le  segm ents 
change as a re s u lt o f a change in  th e  n a tu re  o f an e n te rp rise ’s o p e ra tions  
o r as a  re s u lt o f a p p ly in g  th e  te s ts  in  pa rag raphs .015-.020.
[15] Superseded for interim  periods, effective December 1, 1977, by FASB 
Statement No. 18.
* The provisions of this Statement were suspended by FASB Statement 
No. 21 [section 2083] and need not be applied by a nonpublic enterprise 
as defined in that Statement pending further action by the FASB.
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Appendix A

BACKGROUND INFORMATION

.042 A lthough the authoritative accounting literature has hereto
fore dealt principa lly w ith  financial statements prepared on a con
solidated or total-enterprise basis, several pronouncements of the 
Accounting Principles Board and its predecessor, the Committee 
on Accounting Procedure, have required business enterprises to 
report inform ation on a less-than-total-enterprise basis in a lim ited 
num ber o f areas. F o r example, Chapter 12 o f A R B  N o . 4 3  [sec
tion  1081] requires certa in  disclosures related to  an enterprise’s 
fo re ign  opera tions; A P B  O p in io n  N o .  1 8  [section 5131] requires 
disclosure o f in form ation about companies accounted fo r by the 
e qu ity  m ethod; and A P B  O p in io n  N o .  3 0  [section 2012] re 
quires in fo rm a tion  about the discontinued operations o f a seg
m ent o f a business.

.043 Starting in  the mid-1960s, a number o f professional organi
zations, including the Financial Analysts Federation, the Financial 
Executives Research Foundation, and the National Association of 
Accountants, sponsored research studies to assess the desirability 
and feasib ility o f disclosing in form ation fo r line-of-business seg
ments in  external financial reports. Several professional organiza
tions have issued pronouncements that generally support segment 
reporting, including the APB (its Statement No. 2, “ Disclosure of 
Supplemental Financial In fo rm ation  by Diversified Companies,”  
issued in  1967, urged companies to report segment information 
vo luntarily), the Financial Accounting Policy Committee o f the 
Financial Analysts Federation, the Financial Executives Institute, 
the Committee on Management Accounting Practices of the Na
tional Association o f Accountants, and the Accountants Interna
tional Study Group.

.044 In  1969, the Securities and Exchange Commission issued 
requirements fo r reporting line-of-business inform ation in regis
tration statements. In  1970, those requirements were extended to 
annual reports filed w ith  the SEC on Form  10-K, and in October 
1974 they were extended to the annual reports to securityholders 
o f companies filing  w ith  the SEC.

.045 In  1973, the N ew  Y o rk  Stock Exchange issued a “ white 
paper”  urging that line-of-business inform ation at least as exten
sive as that required in  SEC Form  10-K be included in annual 
reports to securityholders.
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.046 In  1974, the Federal Trade Commission initia ted an annual 
line-of-business reporting program to enable it  to publish aggregate 
data on corporations engaged in  commerce in  the United States. 
Under the FTC  program, large manufacturing companies are re
quired to report detailed financial in form ation fo r each line of 
business as defined by the F TC .16

.047 In  recognition o f the broadened scope o f operations o f many 
business enterprises, the need fo r disaggregation o f enterprise
wide in form ation expressed by many financial statement users, and 
the variety o f present reporting practices in  reports to security- 
holders, in  A p r il 1973 the FASB placed on its technical agenda 
a project on Financial Reporting fo r Segments o f a Business 
Enterprise.

.048 A  task force o f 16 persons from  industry, government, 
pub lic  accounting, the financia l com m un ity , and academe was 
appointed in  M ay 1973 to  counsel the Board in  preparing a D is
cussion Memorandum analyzing issues related to the project.

.049 A  considerable number o f research studies and articles on 
the subject were available to the Board, many o f which were sum
marized or identified in  the Discussion Memorandum. In  addition, 
two research reports were prepared by the FASB staff. One was 
a survey o f the existing reporting practices o f 100 companies dis
closing segment inform ation in  annual reports to shareholders. 
The other, involving field interviews o f corporate executives o f 
30 companies, was directed p rim arily  at identifying the decision 
criteria used by management fo r purposes o f internal and external 
segmentation. Those research reports were included as appendixes 
to the Discussion Memorandum.

.050 The Board issued the Discussion Memorandum on M ay 22, 
1974 and held a public hearing on the subject on August 1 and 2, 
1974. The Board received 144 position papers, letters o f com
ment, and outlines o f oral presentations in  response to the Discus
sion Memorandum. Twenty-one presentations were made at the 
public hearing.

.051 A n  Exposure D ra ft o f a proposed Statement on “ Financial 
Reporting fo r Segments o f a Business Enterprise”  was issued on

16 A  number of companies are challenging the FTC’s line-of-business re
porting program through legal proceedings.
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September 30, 1975. The Board received 233 letters o f comment 
on the Exposure D raft.

.052 In  June 1976, the Organization fo r  Economic Cooperation 
and Development (OECD) adopted a “ Declaration on Interna
tional Investment and M ultina tiona l Enterprises,”  recommending 
certain guidelines fo r a code o f conduct fo r m ultinational corpo
rations. Those guidelines include, but are not lim ited to, the 
fo llow ing disclosures:

a) The geographical areas where operations are carried out and 
the principal activities carried on therein by the parent com
pany and the main affiliates.

b) The operating results and sales by geographical area and the 
sales in the major lines o f business fo r the enterprise as a whole.

c) Significant new capital investment by geographical area and, 
as far as practicable, by major lines o f business fo r the enter
prise as a whole.

d) The policies followed in respect o f intergroup pricing.

e) The accounting policies, including those on consolidation, ob
served in  compiling the published information.

The OECD is made up o f representatives o f the governments of 
24 economically developed nations o f Western Europe, N orth 
America, Asia, and the South Pacific.
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Appendix B

BASIS FOR CONCLUSIONS

.053 This Appendix discusses factors deemed significant by mem
bers o f the Board in reaching the conclusions in this Statement, 
including alternatives considered and reasons fo r accepting some 
and rejecting others.

Inclusion in Financial Statements

.054 The Board concluded that inform ation relating to an enter
prise’s industry segments, foreign operations, export sales, and 
m ajor customers is useful to analyze and understand the financial 
statements of the enterprise. Reasons fo r that conclusion are 
discussed in  paragraphs .055-.074.

.055 T he  financia l statements of an enterprise are usually pre
pared on a consolidated or total-enterprise basis, aggregating the 
financial data o f the various activities o f the enterprise. The p rin 
cipal exception to  the ru le  o f consolidation is th a t financia l 
subsidiaries (such as banks, insurance companies, and finance 
companies) o f a m anufacturing company usually are not consoli
dated (see A R B  N o .  51  [section 2051], “ Consolidated Financial 
Statem ents,”  especially paragraphs 1-5 [sections 2051.02-.06]). 
Another exception to the rule o f consolidation is that foreign sub
sidiaries sometimes are not consolidated (see A R B  N o .  43 , 
Chapter 12 [section 1081], “ Foreign Operations and Foreign, 
Exchange,”  especially paragraphs 8 and 9 [sections 1081.08-.09]).

.056 Investors and lenders who acquire equity interests in  o r ex
tend credit to  an enterprise as a whole recognize the importance 
of consolidated financial statements fo r reporting the overall per
formance of the enterprise. A t the same time, however, investors, 
credit grantors, and other financial statement users have indicated 
that disaggregation of total-enterprise financial data to provide 
inform ation about the various segments o f an enterprise, in  addi
tion to aggregate data fo r the enterprise, is useful to them.

.057 Those financial statement users point out that the evaluation 
o f risk and return is the central element o f investment and lending 
decisions— the greater the perceived degree o f risk associated w ith 
an investment or lending alternative, the greater is the required rate 
of return to the investor o r lender. I f  return is defined as ex
pected cash flows to the investor o r creditor, the evaluation o f risk
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involves assessment o f the uncertainty surrounding both the tim ing 
and the amount of the expected cash flows to the enterprise, which 
in turn are indicative of potential cash flows to the investor or 
creditor. Users o f financial statements indicate that uncertainty 
results, in  part, from  factors unique to the particular enterprise in 
which an investment may be made or to which credit may be ex
tended. Uncertainty also results, in part, from  factors related to 
the industries and geographic areas in which the enterprise oper
ates and, in part, from  national and international economic and 
po litica l factors. Investors and lenders analyze factors at a ll o f 
those levels to evaluate the risk and return associated w ith  an 
investment or lending alternative.

.058 In fo rm ation  contained in  an enterprise’s financial statements 
constitutes an im portant input to that analysis. F inancial state
ments provide inform ation about conditions, trends, and ratios 
that assist in  predicting cash flows. In  analyzing an enterprise, a 
financial statement user often compares inform ation about the 
enterprise w ith  inform ation about other enterprises, w ith  industry
wide inform ation, and w ith  national or international economic 
inform ation in general. Those comparisons are helpful in  deter
m ining whether a given enterprise’s operations may be expected 
to move w ith, against, or independently of developments in its 
industry and in the economy w ith in  which it operates.

.059 T he  broadening o f an enterprise’s ac tiv itie s  in to  d iffe ren t 
industries or geographic areas complicates the analysis of condi
tions, trends, and ratios and, therefore, the ability to predict. The 
various industry segments or geographic areas of operations of 
an enterprise may have different rates of pro fitab ility , degrees 
and types of risk, and opportunities fo r growth. There may be 
differences in the rates o f return on the investment commitment 
in the various industry segments or geographic areas and in  their 
future capital demands.

.060 Consequently, many financial statement users have said that 
consolidated financial inform ation, while important, would be 
more useful i f  supplemented w ith  disaggregated inform ation to 
assist them in  analyzing the uncertainties surrounding the tim ing 
and amount o f expected cash flows— and, therefore, the risks—  
related to an investment in  or a loan to an enterprise that operates 
in  different industries or areas of the world. Since the progress 
and prospects o f a diversified enterprise are composites o f the 
progress and prospects o f its several parts, financial statement
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users regard financial inform ation on a less-than-total-enterprise 
basis as also important.

.061 A lth o u g h  many business enterprises presently include dis
aggregated financial inform ation in  reports to securityholders, in 
filings w ith  the Securities and Exchange Commission and in  other 
types o f reports, the nature and extent o f the inform ation disclosed 
and the methods o f presentation vary, and that inform ation 
generally is not included in  the financial statements.

.062 A  few  respondents to  the Discussion Memorandum and the 
Exposure D ra ft contended that inform ation on a less-than-total- 
enterprise basis is not useful to investors and creditors. They 
generally argued that investors and lenders who acquire equity 
interests in  or extend credit to an enterprise as a whole should 
be concerned only w ith  overall enterprise results as reported in  
its consolidated financial statements. F o r the reasons expressed 
in  paragraphs .055-.061, however, the  Board concluded th a t in 
vestors and creditors find segment in form ation  to  be useful in  
analyzing and understanding consolidated statements and therefore  
in analyzing overall enterprise results.

.063 A lth ou g h  m ost respondents agreed th a t in fo rm a tion  on a 
less-than-total-enterprise basis is useful fo r investment and credit 
decisions, some said that the inform ation should not be included 
in  the financial statements o f an enterprise, principa lly on two 
grounds:

a) Some said that while segment inform ation may indeed be use
fu l to investors and credit grantors, it  is too analytical o r inter
pretive to be classified as accounting inform ation and, thus, 
does not belong in  financial statements.

b) Others said that disaggregated inform ation is not susceptible to 
the same degree o f verifiab ility  as consolidated inform ation.

.064 The Board has given careful consideration to those points 
o f view because inclusion o f segment in form ation in  financial 
statements is an im portant question to be resolved in  this project. 
The Board does not agree that segment in form ation o f the type 
required to be reported by this Statement is too analytical or 
interpretive to be properly classified as accounting inform ation. 
The inform ation called fo r by this Statement is a rearrangement
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(that is, a disaggregation) o f in form ation included in  an enterprise’s 
consolidated financial statements, as is the inform ation required 
in  the statement o f changes in  financial position a rearrangement 
o f inform ation reported in  o r underlying the balance sheet and 
income statement. Thus, in  the Board’s judgment, this Statement 
does not go beyond or enlarge the boundaries of accounting, as 
some have contended.

.065 A s to the question o f verifiab ility , the Board recognizes that 
disaggregated inform ation is subject to certain lim ita tions and 
that some of it  may not be susceptible to the sam e  d e g re e  o f veri
fiab ility  as some of the consolidated inform ation. The Board 
believes, however, that the more critica l question to be addressed 
is whether the disaggregated inform ation is s u f f ic ie n t ly  verifiable 
to warrant its inclusion in  an enterprise’s financial statements.

.066 V e rifia b ility  is identified in  A P B  S ta te m e n t N o .  4 [sections 
1021-1029], “ Basic Concepts and Accounting Principles U nder
ly in g  F inancia l Statements o f Business Enterprises,”  as one o f 
the qualitative objectives o f financial accounting. Paragraph 90 
[section 1024.18] of th a t Statem ent says:

Verifiable financial accounting information provides results that 
would be substantially duplicated by independent measurers 
using the same measurement methods.

That paragraph further states:

Measurements cannot be completely free from subjective 
opinions and judgments. The process of measuring and pre
senting information must use human agents and human reason
ing and therefore is not founded solely on an “ objective reality.”  
Nevertheless, the usefulness of information is enhanced if it 
is verifiable, that is, i f  the attribute or attributes selected for 
measurement and the measurement methods used provide re
sults that can be corroborated by independent measurers.

.067 O th e r qua lita tive  objectives set fo rth  in  paragraphs 87-93 
o f A P B  S ta te m e n t N o .  4  [section 1024.15-.21] are relevance 
(described as “ the p rim a ry  qua lita tive  objective” ), understand- 
a b ility , neu tra lity , timeliness, and com parab ility . Paragraph 94 
[section 1024.22] sets fo rth  a fina l qua lita tive  objective, com
pleteness : “ Com plete financia l accounting in fo rm a tion  includes 
a ll financial accounting data th a t reasonably fu lf i l l  the requ ire 
ments o f the o the r qua lita tive  objectives.”  Paragraph 94 [sec
tio n  1024.22] goes on to  say th a t the  qua lita tive  objectives are
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not absolute but, rather, m ust be m et “ in  reasonable degree.”  
T h a t is, an appropriate balance m ust be m aintained among the 
objectives. F o r example, some degree o f v e rif ia b ility  m ig h t 
have to  be sacrificed to  im prove the  relevance of in fo rm a tion  
included in  financia l statements. In  the Board ’s judgm ent, the 
in fo rm ation  required to be reported b y  th is  Statement meets 
the objective o f v e r if ia b ility  in  reasonable degree and is useful 
fo r ana lyz ing  and understanding an enterprise’s financial state
ments. M oreover, consistency from  period to  period in  the 
methods by  w h ich  an enterprise’s segment in form ation  is pre
pared and presented is as im p o rta n t as consistency in  the 
app lica tion o f the accounting  princ ip les used in  p reparing  the 
enterprise ’s consolidated financia l statements. Consistency is a 
quality that is comprehended by the objective o f comparability 
and is an im portant aspect of segment reporting that does lend 
itself to objective verification. F or those reasons, the Board 
concluded that the inform ation required to be reported by this 
Statement shall be included as an integral part o f an enterprise’s 
financial statements.

.068 Some respondents contended that the costs o f compiling 
and processing the type o f inform ation called fo r by this Statement 
would be overly burdensome to many enterprises, particularly 
those that are relatively small o r whose securities are not publicly 
traded. M any enterprises, however, already accumulate inform a
tion sim ilar to the type required to be reported by this Statement 
fo r various purposes, such as inclusion in filings w ith  the SEC or 
internal planning and control. Those enterprises w ill be able to 
provide the inform ation required to be reported by this State
ment by using existing records.

.069 T o  lessen the inform ation processing costs to  enterprises, 
the Board has modified the proposal in  the Exposure D ra ft that an 
enterprise’s industry segments be determined by grouping its 
products and services by industry lines on a w o r ld w id e  basis. Some 
respondents to the Exposure D ra ft fe lt that disaggregation of 
fo re ig n  operations was an especially burdensome requirement. 
Accordingly, this Statement does not require an enterprise to 
disaggregate its foreign operations to the extent that i t  is imprac
ticable to  do so (see paragraph .014).

.070 In  the Exposure D ra ft, the Board proposed that any require
ment to include segment inform ation in  financial statements be 
applicable to all enterprises regardless o f their size or whether 
their securities are pub lic ly traded. The Board continues to 
believe that there are no fundamental differences in  the types of
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decisions and the decision-making processes o f those who use the 
financial statements o f smaller o r privately held enterprises. M any 
small o r privately held enterprises operate in  more than one 
industry o r country or rely significantly on a single or a few m ajor 
customers o r export sales. In fo rm ation  o f the type required to be 
disclosed by this Statement is as im portant to  users o f the financial 
statements o f those enterprises as i t  is to users o f the financial 
statements o f larger o r public ly held enterprises. Accordingly, 
this Statement applies to  a ll enterprises, regardless o f their size or 
whether their securities are public ly traded. In  reaching that con
clusion, the Board neither rejects nor accepts the recommendations 
o f the A IC P A  Committee on Generally Accepted Accounting 
Principles fo r Smaller a nd /o r Closely H eld  Businesses, in  its 
August 1976 report.*

.071 Several respondents cited harm to  an enterprise’s competitive 
position as a basis fo r opposing disclosures about industry seg
ments such as this Statement requires. However, the required dis
closures about an industry segment are no more detailed or 
specific than the disclosures typ ically provided by an enterprise 
that operates in  a single industry. The inform ation required to be 
reported is intended p rim arily  to perm it users to make a better 
assessment o f the past performance and future prospects o f an 
enterprise operating in  more than one industry. In  the Board’s 
judgment, the in form ation specified by this Statement is useful in 
making that assessment and, therefore, the inform ation should 
be required.

.072 Some respondents recommended that the disclosure require
ment o f this Statement should apply only to  annual financial 
statements and not to any interim  financial statements. They 
said that an interim  reporting requirement would be unnecessarily 
burdensome fo r many enterprises, particularly those enterprises 
not heretofore reporting any in form ation o f the type required by 
this Statement. Also, some said that fo r many enterprises, seasonal 
fluctuations could cause significant changes from  quarter to quarter 
in the composition o f an enterprise’s significant industry segments, 
dim inishing the interperiod comparability o f segment inform ation. 
On the other hand, some respondents took the position that 
segment inform ation should be included in  all in terim  reports,

*  See section 2083, Suspension of the Reporting of Earnings per Share and 
Segment Information by Nonpublic Enterprises.
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including those that present only condensed financial statements 
or selected financial data and that do not purport to  present 
financial position, results o f operations, and changes in  financial 
position in  conform ity w ith  generally accepted accounting prin
ciples. Those respondents contended that segment inform ation is 
needed on a more timely basis than annually and that the d ifficul
ties o f preparing i t  on an interim  basis can be overcome.

[.073] [Superseded, effective December 1, 1977, by F A S B  
Statem ent No. 18.] (See section 2082.)

.074 A  number o f respondents to  both the Discussion Memo
randum and the Exposure D ra ft said that differences among 
enterprises in the nature o f their operations and in  the extent to 
which components o f the enterprise share common facilities, 
equipment, materials and supplies, or labor force make unworkable 
the prescription o f highly detailed rules and procedures that must 
be followed by all enterprises. Moreover, they pointed out that 
differences in the accounting systems o f business enterprises are 
a practical constraint on the degree o f specificity w ith  which 
standards o f financial accounting and reporting fo r disaggregated 
inform ation can be established. The Board agrees, in  general, 
w ith  those views. In  the Board’s judgment, the standards set fo rth  
in  th is Statement are sufficiently broad that when they are applied 
in  the context o f the  objective stated in  paragraph .005 they 
w ill result in reporting inform ation that is useful in analyzing 
and understanding the financial statements o f an enterprise that 
operates in different industries or geographic areas or that derives 
significant revenue from  export sales o r from  a single or a few 
major customers.
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Purpose of Segment Information

.075 As stated in  paragraph .005, the purpose o f the in form ation 
required to be disclosed by this Statement about an enterprise’s 
operations in  different industries and different areas o f the world  
and about the extent o f its reliance on export sales or m ajor cus
tomers is to assist financial statement users in  analyzing and under
standing the enterprise’s financial statements by perm itting better 
assessment o f the enterprise’s past performance and future pros
pects. The standards o f financial accounting and reporting set 
fo rth  in  paragraphs .003-.040 derive from  th a t purpose.

.076 In fo rm a tio n  prepared in  con fo rm ity  w ith  those standards 
may be o f lim ited usefulness fo r comparing an industry segment 
o f one enterprise w ith  a sim ilar industry segment o f another 
enterprise (i.e., fo r interenterprise comparison). Interenterprise 
comparison o f industry segments would require a fa ir ly  detailed 
prescription of the basis o r bases o f disaggregation to be followed 
by all enterprises, as well as specification o f the basis o f accounting 
fo r intersegment transfers and methods o f allocating costs common 
to tw o o r more segments. A s  explained in  paragraph .074, the 
Board concluded that i t  is not appropriate to specify rules and 
procedures in  that degree o f detail. Moreover, differences in  the 
bases o f accounting fo r intersegment sales or transfers may also 
m ilitate against comparison o f a segment o f an enterprise w ith  
extensive intersegment transactions w ith  a sim ilar but autonomous 
segment o f another enterprise or w ith  a unitary enterprise in the 
same industry.

Information Required to Be Presented

.077 This Statement requires that sales to  outsiders be reported 
separately from  sales or transfers to other segments because d if
ferent types o f uncertainties and measurement bases affect those 
two sources o f a reportable segment’s revenue. The Exposure 
D ra ft proposed that intersegment sales or transfers be accounted 
fo r at amounts that are consistent w ith  the objective of determin
ing segment p ro fitab ility  “ as realistically as practicable.”  A  num
ber o f respondents to the Exposure D ra ft asked the Board 
whether, under the draft, intersegment sales o r transfers could be 
accounted fo r at other than market price, fo r example, at cost. 
The Board has concluded that fo r purposes o f this Statement 
revenue from  intersegment sales o r transfers shall be accounted
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fo r on whatever basis is used by the enterprise to price the inter
segment sales or transfers. No single basis is prescribed or pro
scribed, but disclosure o f the basis o f accounting fo r intersegment 
sales or transfers is required.

.078 T he  Exposure D ra ft proposed tha t tw o  specified levels of 
p ro fitab ility— pro fit o r loss contribution and operating pro fit or 
loss— be presented fo r each reportable segment. The form er was 
defined as revenue less only those operating expenses that were 
directly traceable to the segment, and the latter was defined (as 
it  is in  paragraph .010(d) o f this Statement) as revenue less all 
operating expenses including those allocated to segments on a 
reasonable basis as well as those that are directly traceable. This 
Statement, however, requires presentation o f only operating pro fit 
o r loss fo r reportable segments. In  the Exposure D ra ft, the Board 
stated that “ presenting p ro fitab ility  both before and after allocation 
o f common costs and expenses highlights the extent to which the 
computation o f operating p ro fit o r loss is affected by allocations.”  
A lthough most respondents to the Exposure D ra ft d id not disa
gree w ith  the requirement that operating p ro fit o r loss be disclosed 
fo r ind iv idua l reportable segments, many made the point that it  
is not practicable to distinguish between those operating expenses 
that may be said to be d ir e c t ly  t ra c e a b le  to a segment and those 
that may be said only to be a llo c a b le . Some respondents pointed 
out that traceability often depends on the sophistication o f an 
enterprise’s internal recordkeeping system. They noted that trace- 
ab ility  depends on the degree to which management o f an enter
prise’s operations is decentralized. Some said that location of 
incurrence should not govern the a ttribution of a cost to a particu
lar segment. In  view of the problems cited by those who responded 
to the Exposure D raft, the Board has judged that disclosure of 
p ro fit or loss contribution should not be required, although this 
Statement does not proscribe that disclosure i f  an enterprise wishes 
to include it.

.079 The Board continues to  believe that certain items o f revenue 
and expense either do not relate to segments o r cannot a lw a y s  be 
allocated to segments on the basis o f objective evidence, and fo r 
that reason this Statement does not require that net income be 
disclosed fo r reportable segments. Those items are revenue earned 
at the corporate level and not derived from  operations of any 
industry segment, general corporate expenses, interest expense, 
domestic and foreign income taxes, and equity in  income or loss 
from  unconsolidated subsidiaries and other unconsolidated in-
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vestees. The Board also has not required that the fo llow ing (which 
are norm ally reported net o f income taxes) be allocated: extraor
dinary items, gain or loss on discontinued operations, m inority 
interest, and the cumulative effect o f a change in accounting 
principle. However, paragraph .025 permits additional disclosure 
of some other measure o f p ro fitab ility  fo r some or all o f an enter
prise’s reportable segments in addition to operating pro fit or loss, 
w ith appropriate disclosure of the nature and amount o f each type 
of item allocated to segments and the method of allocation.

.080 Disclosure o f identifiable assets is required, as proposed in  
the Exposure D raft, to allow financial statement users to assess 
the relative investment commitment in an enterprise’s various seg
ments and to assess the results obtained by the various segments 
in relation to the investment committed. Some respondents to 
the Exposure D ra ft stated that the definition of a segment’s 
identifiable assets as proposed in the Exposure D ra ft was incon
sistent w ith  the proposed definition o f a segment’s operating profit 
or loss. They indicated that although allocation of all operating 
expenses common to two or more segments was required to com
pute operating pro fit o r loss, allocation o f a ll assets used jo in tly  
by two or more segments was not required. In  response to that 
view, the definition o f identifiable assets in  paragraph .010(e) o f 
this Statement requires that a portion o f assets used jo in tly  by two 
or more ind us try  segments be allocated am ong the indus try  seg
ments on a reasonable basis.

.081 To provide in form ation  useful in  understanding the operat
ing p ro fit or loss and the identifiable assets o f an industry segment, 
paragraph .027 requires disclosure o f the aggregate amount o f each 
reportable segment’s depreciation, depletion, and amortization and 
o f each reportable segment’s capital expenditures. The Exposure 
D ra ft had identified certain additional disclosures that “ may be 
im portant”  in certain circumstances, including property, plant, and 
equipment and related accumulated depreciation, receivables and 
inventories, loans, deposits, or other monetary amounts, and re
search and development costs. A  number o f respondents to the 
Exposure D ra ft recommended that the final Statement not identify 
those disclosures as possibly “ im portant”  unless the circumstances 
were clearly specified. Some said the disclosures were overly de
tailed and would be o f questionable benefit in many cases. The 
Board found those arguments persuasive and decided to delete 
them in the final Statement. As stated in  paragraph .022, presenta
tion o f additional in form ation beyond that required to be reported
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by this Statement may be considered to be desirable, and this State
ment does not preclude those additional disclosures.

.082 The Exposure D ra ft proposed that operating p ro fit o r loss 
and identifiable assets o f an industry segment o r geographic area o f 
consolidated operations include, respectively, the income from  and 
the investment in unconsolidated investees operating in the same 
industry o r the same geographic area. Some respondents stated 
that, due to the complexity o f many enterprises’ unconsolidated 
operations, inform ation called fo r by the Exposure D ra ft (i.e., oper
ating p ro fit or loss and identifiable assets) may not be available 
fo r some o f those investees, especially fo r those investees in which 
the enterprise has less than a 50 percent ownership. Other re
spondents considered it inappropriate to combine the after-tax 
net income from  the unconsolidated investees w ith  operating pro fit 
o f the consolidated operations. They also considered it  inappro
priate to combine the investment in  the net assets of unconsoli
dated investees w ith  identifiable assets o f the consolidated op
erations. Such combinations, in their view, would distort the 
operating results and financial ratios fo r the industry segments and 
geographic areas and thereby make the reported inform ation less 
useful in some cases and misleading in others. The Board found 
merit in  those arguments and accordingly elim inated the require
ment. The Board continues to believe, however, that if  the opera
tions o f an unconsolidated investee are closely related w ith  those 
o f a reportable segment, in form ation about the segment would be 
incomplete and therefore subject to possible misinterpretation 
w ithout inform ation about the relationship. For that reason, the 
Board concluded that disclosure should be made fo r each report- 
able segment o f the enterprise’s equity in  the net income from  and 
investment in  the net assets o f unconsolidated subsidiaries and 
other equity method investees whose operations are vertically 
integrated w ith  the operations o f that segment.17 The Board 
further concluded that disclosure should also be made o f the 
geographic areas in  which those vertically integrated equity method 
investees operate.

Information about Foreign Operations and Export Sales

.083 Several respondents to the Exposure D ra ft indicated that fo r 
their particular industries the distinction between domestic and

17 I f  the operations of two or more equity method investees are vertically 
integrated with a reportable segment, the amounts required to be disclosed 
may be combined respectively.
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foreign operations was very d ifficu lt to make and requested that the 
Board develop guidelines and allow judgment in determining the 
distinction between the two. The Board’s intention had been to 
allow judgment and that intention is made explic it and guidelines 
are furnished in  paragraph .031 and footnote 12 o f this Statement.

.084 W ith  respect to reporting inform ation about an enterprise’s 
operations in different geographic areas, some respondents to the 
Exposure D ra ft requested that the Board c larify or elaborate on 
a number o f matters, including (a) whether the Statement would 
require disclosure o f inform ation on an ind ividual country-by
country basis and (b) how should significance be determined fo r 
an enterprise’s foreign operations in  the aggregate or in any geo
graphic area. The Board’s conclusion on each o f those matters 
is clarified or elaborated on in  paragraphs .032 and .033 o f th is  
Statement.

.085 The Board recognized in  the Exposure D ra ft and in  th is  
Statement that the variety o f ways in  which foreign operations are 
conducted made it  impossible to define appropriate geographic 
areas fo r all enterprises. Therefore, only general guidelines fo r 
that determination are set fo rth  in  paragraph .034 o f this Statement. 
For those enterprises conducting foreign operations in  two or 
more geographic areas, the Board considered several methods of 
associating foreign revenue, a measure o f pro fitab ility , and identi
fiable assets w ith  a particular geographic area. Those methods 
include associating this inform ation w ith  geographic areas in terms 
of the location of the accounting records, the location of the 
assets, the location of the risks associated w ith  the assets and 
liabilities, and the location o f the customers. However, the Board 
concluded that none of those methods would necessarily correlate 
the p ro fitab ility  and identifiable assets of a geographic area in  a 
manner consistent w ith  the objective expressed in  paragraph .031. 
The Board believes tha t the descrip tion  o f geographic areas o f 
foreign operations in  paragraph .034 is sufficiently broad to perm it 
management to  accomplish that objective by determining the scope 
o f its operations in  each area and then identify ing  ( i )  the revenue 
generated from  those operations, ( i i )  the assets employed in  or 
associated w ith  generating those revenues, and ( i i i )  the costs and 
expenses related to those revenues and assets. The Board believes 
that disclosing a measure o f assets o r assets and liabilities that can 
be related to a measure o f p ro fitab ility  fo r each significant geo
graphic area w ill provide users o f financial statements w ith  useful 
financia l in fo rm a tion  about an enterprise’s fore ign operations 
consistent w ith  the purpose set fo rth  in  paragraph .005.
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.086 Some respondents to the Exposure D ra ft recommended that 
the Statement not require disclosure of operating pro fit or loss 
fo r each geographic area o f an enterprise’s operations if  it is 
determined instead to present a level of pro fitab ility  below oper
ating pro fit or loss. They said that in many cases an after-tax 
p ro fitab ility  measure is more informative than a pretax measure 
and that because of significant differences in income tax rates 
among different geographic areas a pretax measure could at times 
be misinterpreted. They also said that many enterprises can 
more easily determine net income or another measure of p ro fit
ability below operating pro fit or loss by geographic area than by 
industry segment. The Board found those arguments convincing, 
and paragraph .035(b) requires presentation of operating p ro fit 
o r loss, or net income, or some other measure o f p ro fita b ility  
between operating p ro fit or loss and net income.

.087 The  Board considered w hether th is Statement should 
supersede any part o f A R B  N o .  43 , Chapter 12 [section 1081], 
“ Foreign Operations and Foreign Exchange,”  especially paragraph 
9 [section 1081.09] thereof. Since paragraph 9 o f Chapter 12 
[section 1081.09] deals w ith  consolidation o f foreign subsidiaries 
which is a subject beyond the scope o f this Statement, the Board 
concluded that i t  should not be superseded. However, this State
ment provides definitions and guidelines that may also be useful in  
applying that Bulletin.

.088 The Board has determined that disclosure o f w ork ing  capital 
and property, plant, and equipment and related accumulated 
depreciation should not be required by geographic area. Those 
disclosures had been proposed in the Exposure Draft, but a 
number of respondents said, and the Board agreed, that the 
volume of detail that would be required would be excessive. H ow 
ever, as noted in  paragraph .087, th is  Statement does no t super
sede the requirements o f paragraph 9, Chapter 12, A R B  N o .  43  
[section 1081.09], fo r certain disclosures w ith  respect to the assets 
and liabilities o f foreign subsidiaries.

.089 A  number o f respondents to the Exposure D ra ft requested 
that the Board provide guidance as to  when export sales should 
be considered significant, and paragraph .036 o f this Statement 
provides a test o f significance. The Board also was asked to  
c la rify  certain matters w ith  respect to  the disclosures about m ajor 
customers, including a guideline as to significance and an elabo
ration on the type o f in form ation required to  be presented. Para
graph .039 of th is  Statement reflects the appropriate revisions. 
Because many respondents argued that identification o f the m ajor
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customer could be competitively harm ful to either the enterprise 
or the customer, the proposal fo r disclosure of the name of the 
customer has been dropped.

Effective Date and Transition

.090 O n considering a ll circumstances, the Board determ ined 
th a t prospective app lica tion  o f the standards set fo rth  in  th is  
S tatem ent effective fo r periods beg inn ing  a fte r December 15, 
1976 as stated in  paragraph .041, is appropriate because enter
prises m ay no t have accumulated in  p r io r  years a ll o f the in fo r
m ation required to  be disclosed by th is S ta tem ent; the Board also 
determined that the effective date is advisable in  the circumstances.
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STANDARD INDUSTRIAL CLASSIFICATIONS

.091 As indicated in  paragraph .012, the Board has examined sev
eral systems that have been developed fo r  classifying business activi
ties, such as the Standard Industria l Classification and the Enter
prise Standard Industria l Classification systems and has judged that 
none is, by i tself, suitable to determine industry segments as that 
term is used in  this Statement. Nonetheless, those systems may 
provide guidance fo r the exercise o f the judgment required to 
group an enterprise’s products and services by industry lines.

.092 A s set fo rth  in  the S ta n d a rd  I n d u s t r ia l  C la s s if ic a t io n  M a n u a l  
prepared by the Statistical Policy D ivision o f the U.S. Office o f 
Management and Budget, SIC is a system fo r classifying business 
establishments (generally, ind iv idua l plants, stores, banks, etc.) 
by the type o f economic activity in  which they are engaged. An 
establishment is not necessarily identical w ith  a business enterprise, 
which may consist o f one o r more establishments.

.093 The 649-page m anual contains one-d ig it, tw o -d ig it, three- 
d ig it, and fo u r-d ig it S IC  industry codes, each o f which is described 
in  deta il. A t  the one-d ig it level, the S IC  classifies business 
activ ities in to  11 d iv is ion s :

A  Agricu lture, forestry, and fishing.
B M in ing.
C Construction.
D  M anufacturing.
E  Transportation, communications, electric, gas, and 

sanitary services.
F  Wholesale trade.
G Retail trade.
H  Finance, insurance, and real estate.
I  Services.
J Public administration.
K  Nonclassifiable establishments.

.094 Each o f those divisions is subdivided in to  tw o-d ig it m ajor 
groups. There is a to ta l o f 84 tw o-d ig it groups. For example, the 
20 m ajor groups in  manufacturing are:

Appendix C
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1. Food and kindred products.
2. Tobacco manufacturers.
3. Textile m ill products.
4. Apparel and other finished products made from  fabrics 

and sim ilar materials.
5. Lum ber and wood products, except furniture.
6. Furniture and fixtures.
7. Paper and allied products.
8. Printing, publishing, and allied products.
9. Chemicals and allied products.

10. Petroleum refining and related industries.
11. Rubber and miscellaneous plastics products.
12. Leather and leather products.
13. Stone, clay, glass, and concrete products.
14. Primary metal industries.
15. Fabricated metal products, except machinery and trans

portation equipment.
16. Machinery, except electrical.
17. Electrical and electronic machinery, equipment, and 

supplies.
18. Transportation equipment.
19. Measuring, analyzing, and controlling instruments; pho

tographic, medical, and optical goods; watches and 
clocks.

20. Miscellaneous manufacturing industries.

.095 Each o f the  tw o -d ig it S IC  m a jo r groups, in  tu rn , is fu rthe r 
subdivided into three-digit industry groups. There are 421 three- 
d ig it industry groups. For example, the “ machinery, except elec
trica l”  group includes the fo llow ing industry groups:

1. Engines and turbines.
2. Farm and garden machinery and equipment.
3. Construction, mining, and materials handling machin

ery and equipment.
4. M eta lworking machinery and equipment.
5. Special industry machinery, except metalworking ma

chinery.
6. General industry machinery and equipment.
7. Office, computing, and accounting machines.
8. Refrigeration and service industry machinery.
9. Miscellaneous machinery, except electrical.

.096 The three-dig it S IC  industry groups are s till fu rthe r subdi
vided by product lines into over 1,000 narrower four-d ig it industry
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groups. M etalworking machinery and equipment (a three-digit 
industry group), fo r example, is divided into metal cutting machine 
tools, metal form ing machine tools, power driven hand tools, 
ro lling  m ill machinery and equipment, and so on.

.097 The Standard Industria l Classification M anual is revised 
periodically, most recently in 1972. I t  is available fo r sale by the 
Superintendent of Documents, U.S. Government Printing Office.

.098 The Enterprise Standard Industria l Classification Manual, 
like  the S IC  Manual, is prepared by the Statistical Policy D ivision 
o f the U . S. Office o f Management and Budget. I t  classifies enter
prises (companies, firms, partnerships, etc.) rather than establish
ments (plants, stores, banks, etc.). The structure o f ESIC follows 
closely the structure o f the SIC codes. I t  includes eight classes 
o f enterprises at the one-digit level, 67 at the two-dig it level, 216 
at the three-digit level, and 252 at the four-d ig it level.
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FACTORS TO BE CONSIDERED IN DETERMINING 
INDUSTRY SEGMENTS

.099 This Appendix identifies a number o f factors to be con
sidered in  grouping products and services by industry lines into 
industry segments. As indicated in paragraph .012, although cer
tain characteristics can be identified that assist in  differentiating 
among industries, no single set o f characteristics is universally 
applicable to determine the industry segments o f all business enter
prises. N or is any single characteristic determinative in all cases.

.100 Am ong the factors that should be considered in  determining 
whether products and services are related (and, therefore, should 
be grouped into a single industry segment) or unrelated (and, there
fore, should be separated into two or more industry segments) are 
the fo llow ing:

a) The nature o f the product. Related products o r services have 
sim ilar purposes or end uses. Thus, they may be expected to 
have sim ilar rates o f pro fitab ility , sim ilar degrees o f risk, and 
sim ilar opportunities fo r growth.

b) The nature of the production process. Sharing of common or 
interchangeable production or sales facilities, equipment, labor 
force, or service group or use o f the same or sim ilar basic raw 
materials may suggest that products or services are related. 
Likewise, sim ilar degrees o f labor intensiveness or sim ilar 
degrees o f capital intensiveness may indicate a relationship 
among products or services.

c) Markets and marketing methods. Sim ilarity o f geographic 
marketing areas, types o f customers, or marketing methods 
may indicate a relationship among products or services. For 
instance, the use of a common or interchangeable sales force 
may suggest a relationship among products or services. The 
sensitivity o f the market to price changes and to changes in 
general economic conditions may also indicate whether prod
ucts o r services are related or unrelated.
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.101 Broad categories such as m a n u fa c tu r in g ,  w h o le s a lin g , r e ta i l
in g , and c o n s u m e r p ro d u c ts  are not per se indicative o f the indus
tries in  which an enterprise operates, and those terms should not 
be used w ithout identification o f a product o r service to describe 
an enterprise’s industry segments.
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ILLUSTRATION OF APPLYING PARAGRAPH .015(b)

.102 U nder paragraph .015(b), an industry  segment is to be re
garded as significant i f  the absolute amount o f its operating p ro fit 
o r operating loss is 10 percent or more o f the greater, in  absolute 
amount, o f:

(i) The combined operating p ro fit o f all industry segments that 
did not incur an operating loss, or

(ii) The combined operating loss o f a ll industry segments that did 
incur an operating loss.

.103 T o  illustrate how that paragraph is applied, assume that an 
enterprise has seven industry segments some o f which incurred 
operating losses, as follows:

Operating Profit 
Industry or
Segment (Operating Loss)

A $ 100  
B 500   $1,000
C 400  
D (295)  
E
F

(600)   
(100)   (1,100)

G (105)   
$ (100)

.104 The combined operating p ro fit o f all industry segments that 
d id  not incur a loss (A , B, and C) is $1,000. The absolute 
amount o f the combined operating loss of those segments that 
did incur a loss (D, E, F, and G) is $1,100. Under paragraph 
.015(b), therefore, Industry Segments B, C, D, and E  are s ign if
ican t because the absolute amount o f th e ir  ind iv id ua l operating 
pro fit or operating loss equals or exceeds $110 (10 percent of 
$1,100). A dd itiona l industry segments might, o f course, also be 
deemed significant under the revenue and identifiable assets tests 
in  paragraphs .015(a) and .015(c).
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Appendix F

ILLUSTRATIONS OF FINANCIAL STATEMENT DISCLOSURES

.105 Th is Appendix contains examples o f disclosures o f the type 
that this Statement requires to be included in the financial state
ments o f an enterprise. The illustrations do not encompass all 
possible circumstances, nor do the formats used indicate a par
ticu lar preference o f the Board.

.105 E xh ib it A  presents the consolidated income statement o f a 
hypothetical company fo r the year ended December 31, 1977. 
E xh ib it B illustrates how the company m ight present information 
about its operations in different industries and its reliance on 
m ajor customers. E xh ib it C illustrates how the company might 
present inform ation about its foreign operations in  different geo
graphic areas and its export sales.
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EXHIBIT A 

X Company
Consolidated Income Statement 
Year ended December 31, 1977

Sales $4,700

Cost o f sales
Selling, general, and administrative expense 
Interest expense

$3,000
700
200 3,900

Equity in net income o f Z Co. (25%  owned)
800
100

Income from  continuing operations before 
income taxes 

Income taxes
Income from  continuing operations 

Discontinued operations:

900
400
500

Loss from  operations of discontinued 
West Coast division (net o f income tax 
effect o f $50) 70

Loss on disposal o f West Coast division 
(net o f income tax effect o f $100) 130 200

Income before extraordinary gain and be
fore cumulative effect o f change in  ac
counting principle 300

Extraordinary gain (net o f income tax effect 
o f $80) 90

Cumulative effect on p rio r years o f change 
from  straight-line to accelerated deprecia
tion (net o f income tax effect o f $60)

Net income
(60) 

$ 330
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EXHIBIT B (continued)

Note

The Company operates principally in three industries, A , B, and C. 
Operations in Industry A  involve production and sale o f (describe 
types of products and services). Operations in Industry B involve 
production and sale of (describe types o f products and services). 
Operations in  Industry C involve production and sale o f (describe 
types of products and services). Tota l revenue by industry includes 
both sales to unaffiliated customers, as reported in the Company’s 
consolidated income statement, and intersegment sales, which are 
accounted fo r by (describe the basis o f accounting fo r intersegment 
sales).

Operating p ro fit is to ta l revenue less operating expenses. In  com
puting operating profit, none o f the fo llow ing items has been 
added or deducted: general corporate expenses, interest expense, 
income taxes, equity in income from  unconsolidated investee, loss 
from  discontinued operations o f the West Coast division (which 
was a part o f the Company’s operations in Industry B ) , extra
ordinary gain (which relates to the Company’s operations in In 
dustry A ) ,  and the cumulative effect o f the change from  straight- 
line to accelerated depreciation (of which $30 relates to the 
Company’s operations in  Industry A , $10 to Industry B, and $20 
to Industry C ). Depreciation fo r Industries A , B, and C, re
spectively, was $80, $100, and $150. Capital expenditures for 
the three industries were $100, $200, and $400, respectively.

The effect o f the change from  straight-line to accelerated de
preciation was to reduce the 1977 operating pro fit o f Industries 
A , B, and C, respectively, by $40, $30, and $20.

Identifiable assets by industry are those assets that are used in the 
Company’s operations in  each industry. Corporate assets are 
p rincipa lly cash and marketable securities.

The Company has a 25 percent interest in  Z Co., whose opera
tions are in  the United States and are vertically integrated w ith 
the Company’s operations in  Industry A . Equity in  net income of 
Z  Co. was $100; investment in  net assets o f Z  Co. was $400.

To reconcile industry in form ation w ith  consolidated amounts, the 
fo llow ing elim inations have been made: $700 o f intersegment

A IC P A  Professional Standards AC  § 2081.106
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sales; $40 relating to the net change in intersegment operating 
p ro fit in  beginning and ending inventories; and $50 intersegment 
operating p ro fit in  inventory at December 31, 1977.

Contracts w ith  a U.S. government agency account fo r $1,100 o f 
the sales to unaffiliated customers o f Industry B.

A C  § 2081.106 Copyright © 1977, American Ins titu te  o f Certified Public Accountants, Inc.
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EXHIBIT C (continued)

Note

Transfers between geographic areas are accounted fo r by (describe 
the basis of accounting fo r such transfers). Operating pro fit is 
total revenue less operating expenses. In  computing operating 
profit, none o f the fo llow ing items has been added or deducted: 
general corporate expenses, interest expense, income taxes, equity 
in income from  unconsolidated investee, loss from  discontinued 
operations of West Coast division (which was part o f the Com
pany’s U.S. operations), extraordinary gain (which relates to the 
Company’s operations in Geographic Area B), and the cumulative 
effect o f the change from  straight-line to accelerated depreciation 
(which relates entirely to the Company’s operations in  the United 
States).

Identifiable assets are those assets of the Company that are identi
fied w ith  the operations in each geographic area. Corporate assets 
are principally cash and marketable securities.

O f the $3,000 U.S. sales to unaffiliated customers, $1,200 were 
export sales, p rincipally to Geographic Area C.

AC § 2081.106 Copyright © 1978, American Ins titu te  of Certified Public Accountants, Inc.
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AC Section 2082

Financial Reporting for Segments of 
a Business Enterprise—Interim  
Financial Statements
an amendment of section 2081 

[Source: FASB Statement No. 18.]
November 1977

INTRODUCTION AND BACKGROUND INFORMATION

.01 Paragraph 4 of F A S B  S ta te m e n t N o . 14  [section 2081.004], 
“Financial Reporting for Segments of a Business Enterprise,” 
issued by the Board in December 1976, provides for the inclu
sion of segment information in interim financial statements as 
follows:

I f  an enterprise issues fo r an interim period a complete set 
of financial statements that are expressly described as pre
senting financial position, results of operations, and changes 
in financial position in conform ity w ith  generally accepted 
accounting principles, this Statement requires that the in
formation referred to in paragraph 3 be included in those 
interim  financial statements. I f  an enterprise issues fo r an 
interim  period financial statements that are not a complete 
set or are otherwise complete but not expressly described as 
presenting financial position, results of operations, and 
changes in financial position in conformity w ith generally 
accepted accounting principles, this Statement does not 
require that the information referred to in paragraph 3 be 
included in those interim financial statements.

The alternatives considered by the Board and the basis for its 
conclusions are set forth in paragraphs 72 and 73 of the State
ment [section 2081.072-.073].

.02 Since the issuance of F A S B  S ta te m e n t N o . 14 [section 
2081], the Board has received a number of questions about when 
the information specified in the Statement is required in finan
cial statements for interim periods. On March 2, 1977, the 
Board submitted a proposed interpretation of paragraph 4 of 
the Statement [section 2081.004] to the members of the Finan
cial Accounting Standards Advisory Council for comment. 
That proposed Interpretation included examples of situations 
in which the “expressly described” test of paragraph 4 [section

A IC P A  Professional Standards AC § 2082.02
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2081.004] was met and segment information was required and 
other situations in which the “ expressly described” test was 
not met and segment information was not required. A  num
ber of the comment letters received from Council members indi
cated that the proposed Interpretation did not provide adequate 
clarification and that an amendment of Statement No. 14 [sec
tion 2081] was necessary.

.03 The Board has the subject of interim financial reporting 
on its technical agenda. The issues addressed in that project 
include consideration of the type of financial information that 
should be reported for interim periods.

.04 The Board has reconsidered the question of whether seg
ment information shall be included in interim financial state
ments and has decided to eliminate any requirement to report 
the information specified by FASB Statement No. 14 [section 
2081] in interim period financial statements pending comple
tion of the interim financial reporting project.

.05 An Exposure D raft of a proposed Statement on “ Financial 
Reporting for Segments of a Business Enterprise—Interim  
Financial Statements” was issued on September 20, 1977. 
Sixty-five letters were received in response to that Exposure 
Draft, v irtua lly all of which expressed agreement.

.06 The Board concluded that on the basis of existing data it 
can reach an informed decision w ithout a public hearing and 
that the effective date and transition specified in paragraph .09 
are advisable in the circumstances.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING 

Amendment to Section 2081

.07 The information specified in paragraph 3 of FASB State
ment No. 14 [section 2081.003] is not required in financial state
ments for interim periods. Accordingly, Statement No. 14 
[section 2081] is amended as follows :
a. Paragraphs 4 and 73 and footnote 15 to paragraph 41 [sec

tions 2081.004 and 2081.073 and footnote 15 to section 
2081.041] are deleted.

b. The words “ and for interim periods 15 w ith in those fiscal 
years” are deleted from the first sentence of paragraph 41 
[section 2081.041] and that sentence is modified to read as 
follows:

AC § 2082.03 Copyright © 1978, American Institute of Certified Public Accountants, Inc.
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T h e  p ro v is io n s  of th is  S ta te m e n t shall be e ffec tive  
fo r financial s ta te m e n ts  fo r fiscal y e a rs  b e g in n in g  
a f te r  D ecem b er 15, 1976.

.08 A lth o u g h  se g m e n t in fo rm a tio n  is n o t re q u ire d  in financia l 
s ta te m e n ts  fo r  in te r im  p e rio d s , a n y  s e g m e n t in fo rm a tio n  th a t  
is  p re se n te d  in  in te r im  p e rio d  fin an c ia l s ta te m e n ts  sh a ll be  con
s is te n t  w i th  th e  re q u ire m e n ts  of F A S B  S ta tem en t N o . 14  [sec
tio n  2081].

Effective Date and Transition

.09 T h is  a m e n d m e n t to  F A S B  S ta tem en t N o. 14  [sec tio n  2081] 
sh a ll be  e ffec tiv e  D ecem b er 1, 1977, r e tro a c tiv e  to  th e  e ffec tive  
d a te  of th a t  S ta te m e n t. S e g m e n t in fo rm a tio n  p re se n te d  in  
in te r im  period  financial s ta te m e n ts  is su e d  p r io r  to  D ec em b er 1, 
1977 n eed  n o t be in c lu ded  if  th o se  in te r im  p erio d  fin an cia l s ta te 
m e n ts  a re  su b se q u e n tly  p re se n te d  fo r  c o m p a ra tiv e  p u rp o se s  
a f te r  th e  e ffec tive  d a te  of th is  S ta te m e n t.

The provisions of this Statement need 
not be applied to immaterial items.

T h e  n e x t  p a g e  i s  8295.  

AICPA Professional Standards AC § 2082.09
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AC Section 2083

Suspension of the Reporting of 
Earnings per Share and Segment 
Information by Nonpublic 
Enterprises
an amendment o f sections 2011 and 2081 
[Source: FASB Statement No. 21 .]

A pril 1978

INTRODUCTION AND BACKGROUND INFORMATION

.01 The Accounting Standards Division of the A IC PA  began 
a study of the application of generally accepted accounting 
principles (GAAP) to smaller or closely held enterprises in 
1974 and issued its report on that study in August 1976. One 
of the major recommendations in that report states:

The Financial Accounting Standards Board should develop 
criteria to distinguish disclosures that should be required by 
GAAP, which is applicable to the financial statements of all 
entities, from disclosures that merely provide additional or 
analytical data. (Some of these latter disclosures may, how
ever, still be required in certain circumstances fo r certain 
types of entities.) The criteria should then be used in a 
formal review of disclosures presently considered to be re
quired by GAAP and should also be considered by the Board 
in any new pronouncements.

The report also recommends that the FASB amend APB Opin
ion No. 15 [section 2011], “ Earnings per Share,”  to require 
disclosure of earnings per share information only by enterprises 
whose securities are publicly traded. In  addition to the recom
mendation contained in the A IC P A  report, a number of respon
dents to the FASB agenda project, “ Conceptual Framework 
for Financial Accounting and Reporting: Objectives of Finan
cial Reporting and Elements of Financial Statements of Busi
ness Enterprises,”  have expressed the view that the Board 
should distinguish between the information that should be in
cluded in financial statements and the so-called predictive, in
terpretive, or “ soft”  data that should be provided by financial 
reporting other than financial statements. Further, since the 
issuance in December 1976 of FASB Statement No. 14 [section 
2081], “ Financial Reporting for Segments of a Business En
terprise,”  the Board has received a number of suggestions that 
nonpublic enterprises be exempted from the requirements of

AC § 2083.01A IC P A  Professional Standards
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that Statement. Others have suggested that segment informa
tion is an example of the type of interpretive or analytical 
information that should be presented outside the financial 
statements.

.02 APB Opinion No. 15 [section 2011] requires that earnings 
per share data be presented on the face of an enterprise’s in
come statement and requires certain other disclosures in 
specified situations. FASB Statement No. 14 [section 2081] 
requires disclosure of certain information relating to (a) the 
operations of an enterprise in different industries, (b) its for
eign operations and export sales, and (c) its major customers. 
In  its deliberations leading to the issuance of Statement No. 14 
[section 2081], the Board considered whether certain enter
prises should be exempted from disclosing segment information 
based on the size of the enterprise or whether its securities are 
publicly traded and concluded, for the reasons set forth in 
paragraph 70 of the Statement [section 2081.070], that segment 
information should be included in the financial statements of 
all business enterprises.

.03 The members of the Financial Accounting Standards 
Advisory Council and the FASB Screening Committee on Emerg
ing Problems were consulted in January 1978 about the pos
sib ility of different applications of generally accepted account
ing principles to small or closely held enterprises and large or 
public enterprises. Many of the members of the Advisory 
Council and the Screening Committee who advised the Board 
on this matter indicated that there should be a differentiation 
between disclosures required of small or closely held enter
prises and disclosures required of large publicly traded enter
prises and recommended that the Board add a project to its 
agenda to develop criteria for such a differentiation. Further, 
many of the members of the Advisory Council and the Screen
ing Committee who advised the Board on this matter cited 
earnings per share and segment information as examples of 
disclosures that they believe should be optional for certain 
enterprises.

.04 On February 23, 1978, the Board added to its agenda a 
major project to consider whether guidelines should be estab
lished for (a) distinguishing between information that should 
be disclosed in financial statements and information that should 
be disclosed in financial reporting otherwise and (b) distinguishing 
between information that all enterprises should be required to 
disclose and information that only designated types of enter
prises should be required to disclose. Special attention w ill be

AC § 2083.02 Copyright © 1978, American Institu te  of Certified Public Accountants, Inc.
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given in that project to the financial statements and financial 
reporting of small or closely held enterprises.

.05 In  recognition of (a) the apparent pervasive public con
cern about the burden on small or closely held enterprises of 
compliance w ith  certain financial statement disclosure require
ments, (b) the recommendations of the A ICPA report on “ Gen
erally Accepted Accounting Principles for Smaller and/or 
Closely Held Businesses,”  and (c) the recommendations of the 
members of the Board’s Screening Committee on Emerging 
Problems and the Board’s Advisory Council, the Board has 
concluded that application of APB Opinion No. 15 [section 2011] 
and FASB Statement No. 14 [section 2081] to nonpublic enter
prises should be suspended, pending completion of the project 
referred to in paragraph .04. The Board w ill consider whether 
the disclosure requirements in pronouncements issued while 
that project is underway should be applicable to all enterprises.

.06 An Exposure D raft of a proposed Statement of Financial 
Accounting Standards, “ Suspension of the Reporting of Earn
ings per Share and Segment Information by Nonpublic Enter
prises,”  was issued on February 27, 1978. The Board received 
126 letters of comment in response to the Exposure Draft, most 
of which expressed agreement.

.07 Some respondents recommended that the Board clarify 
whether the definition of “ nonpublic”  applies to a subsidiary, 
corporate jo in t venture, or other investee. The Board has a 
project on its agenda addressing the question of whether a 
complete set of financial statements of a parent company, a 
subsidiary, a corporate jo int venture, or other investee ac
counted for by the equity method should include segment 
information when those financial statements are presented w ith 
consolidated financial statements. That project involves a re
consideration of the requirements of the last sentence of para
graph 7 of FASB Statement No. 14 [section 2081.007].1 The 
Board concluded that it  should not delay issuance of this State
ment pending completion of its deliberations on that project. 
This Statement applies to a complete set of separately issued

1The last sentence of paragraph 7 of FASB Statement No. 14 [section 
2081.007] states:

When a complete set of financial statements that present 
financial position, results of operations, and changes in 
financial position in conformity w ith generally accepted 
accounting principles is presented for a subsidiary, corporate 
joint venture, or 50 percent or less owned investee, each such 
entity is considered to be an enterprise as that term is used 
in this Statement and thus is subject to its requirements 
wheher those financial statements are issued separately or 
included in another enterprise’s financial report.

A IC P A  Professional Standards AC § 2083.07
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financial statements of a subsidiary, corporate jo in t venture, or 
other investee that is nonpublic as that term is used in this 
Statement. This Statement does not extend to those financial 
statements when presented in the financial report of another 
enterprise, as that matter is included in the scope of the project 
involving reconsideration of the last sentence of paragraph 7 of 
Statement No. 14 [section 2081.007] referred to above. An 
Exposure Draft of a proposed Statement of Financial Account
ing Standards addressing that matter w ill be issued in the near 
future.

.08 Some respondents noted that defining a nonpublic enter
prise as an enterprise other than one whose debt or equity 
securities trade in a public market would exempt other kinds 
of enterprises w ith  public participation from the requirements 
of FASB Statement No. 14 [section 2081]. Those exempted 
enterprises include certain mutual associations, cooperatives, 
nonbusiness organizations, and partnerships that often make 
their financial statements available to a broad class, such as, 
insurance policyholders, depositors, members, contributors, or 
partners. The Board concluded that it  should not delay the 
issuance of this Statement to refine the meaning of the term 
“ nonpublic”  at this time. Accordingly, the suspensions in para
graph .12 apply for the present to enterprises w ith a broad class 
of public participants that meet the “ nonpublic”  definition in 
paragraph .13. Those suspensions, however, should not be 
construed as an indication that the Board has decided that the 
information requirements for those enterprises are significantly 
different from those for an enterprise whose debt or equity 
securities are publicly traded.
.09 Some respondents stated that the requirement of para
graph 39 of FASB Statement No. 14 [section 2081.039] to dis
close information about major customers should not be sus
pended. Those respondents believe that disclosure is necessary 
if  an enterprise sells much of its output to one or relatively few 
other enterprises. Although this Statement suspends the ap
plication of Statement No. 14 [section 2081] to the financial 
statements of nonpublic enterprises, the Board notes that it  
does not affect the disclosure of information about economic 
dependency when such disclosure may be necessary for a fa ir 
presentation.2

2 Paragraph .05 of section 335 [A U  section 335.05], “ Related Party 
Transactions,”  of Statements on Auditing Standards states:

An entity may be economically dependent on one or more 
parties w ith which it transacts a significant volume of 
business, such as a sole or major customer, supplier, 
franchisor, franchisee, distributor, general agent, borrower,

AC § 2083.08 Copyright ©  1978, American Ins titu te  of Certified Public Accountants, Inc.
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.10 Some respondents stated that the effective date and transi
tion set forth in the Exposure D raft of the proposed Statement 
were too restrictive. They noted that financial statements 
issued prior to the effective date of this Statement may be reissued 
subsequent to its effective date for other than comparative 
purposes and recommended that disclosure of earnings per 
share and segment information for fiscal years ended prior to 
the effective date of this Statement should not be required in 
financial statements of nonpublic enterprises that are reissued 
for any reason subsequent to the effective date of this State
ment. The Board accepted those views, and the provisions of 
this Statement are retroactive to fiscal years beginning after 
December 15, 1976, the effective date of FASB Statement No. 
14 [section 2081].

.11 The Board has concluded that on the basis of existing 
information it  can reach an informed decision without a public 
hearing and the effective date and transition specified in para
graph .16 are advisable in the circumstances.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

.12 This Statement suspends the requirements of APB Opin
ion No. 15 [section 2011] * 3 and FASB Statement No. 14 [sec
tion 2081] in the financial statements of nonpublic enterprises 
as defined in paragraph .13. Therefore, this Statement sus
pends any requirement to disclose the information specified by 
Opinion No. 15 [section 2011] and Statement No. 14 [section 
2081] in a complete set of separately issued financial state
ments of a subsidiary, corporate jo in t venture, or other investee 
that is a nonpublic enterprise.4

or lender. Such parties should not be considered related 
parties solely by virtue of economic dependency unless one 
of them clearly exercises significant management or owner
ship influence over the other. Disclosure of economic 
dependency may, however, be necessary for a fa ir pre
sentation of financial position, results o f operations, or 
changes in financial position in conformity w ith  generally 
accepted accounting principles.

3 This Statement does not suspend or modify other generally accepted 
accounting principles or practices (such as those specified in paragraph 
15 of Chapter 13B, “ Compensation Involved in Stock Option and 
Stock Purchase Plans,”  of ARB No. 43 [section 4061.15] and para
graphs 10 and 11, “ Liquidation Preference of Preferred Stock,”  of APB  
Opinion No. 10 [section 5515.01-.02]) that require disclosure of informa
tion concerning the capital structure of an enterprise.
4 As mentioned in paragraph .07, the Board has a project on its agenda 
addressing the question of whether a complete set of financial state
ments of a parent company, a subsidiary, a corporate jo in t venture, or 
other investee accounted for by the equity method should include seg
ment information when those financial statements are presented w ith  
consolidated financial statements.

A IC P A  Professional Standards AC § 2083.12
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.13 For purposes of this Statement, a nonpublic enterprise is 
an enterprise other than one (a) whose debt or equity securities 
trade in a public market on a foreign or domestic stock ex
change or in the over-the-counter market (including securities 
quoted only locally or regionally) or (b) that is required to 
file financial statements w ith the Securities and Exchange Com
mission. An enterprise is no longer considered a nonpublic 
enterprise when its financial statements are issued in prepara
tion for the sale of any class of securities in a public market.

.14 Although the presentation of earnings per share and seg
ment information is not required in the financial statements of 
nonpublic enterprises, any such information that is presented 
in the financial statements shall be consistent w ith  the require
ments of APB Opinion No. 15 [section 2011] and FASB State
ment No. 14 [section 2081].

Amendments to Existing Pronouncements

.15 The following footnote is added to the end of the first 
sentence of paragraph 45 of APB Opinion No. 15 [section 
2011.45] and to the end of the first sentence of paragraph 41 
of FASB Statement No. 14 [section 2081.041] (as amended by 
FASB Statement No. 18 [section 2082], “ Financial Reporting 
for Segments of a Business Enterprise—Interim Financial 
Statements: an amendment of FASB Statement No. 14” ) :

The provisions of this [Opinion/Statement] were 
suspended by FASB Statement No. 21 [section 2083] 
and need not be applied by a nonpublic enterprise as 
defined in that Statement pending further action by 
the FASB.

Effective Date and Transition

.16 This Statement shall be effective A p ril 30, 1978 retro
active to fiscal years beginning after December 15, 1976.

The provisions o f this Statement need 
not be applied to immaterial items.

AC § 2083.13 Copyright © 1978, American Institu te  of Certified Public Accountants, Inc.
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Unrealized Profit
[Source: ARB No. 43 , Chap. 1A, Par. 1 .]

Issue date, unless 
otherwise indicated: 
1934 1

.01 U n r e a l iz e d  p r o f i t  s h o u ld  n o t  be  c r e d ite d  to  i n 
co m e  a c c o u n t o f  th e  c o r p o r a t io n  e i t h e r  d i r e c t ly  o r  i n 
d i r e c t ly ,  t h r o u g h  th e  m e d iu m  o f  c h a r g in g  a g a in s t  s u c h  
u n r e a l iz e d  p r o f i t s  a m o u n ts  w h ic h  w o u ld  o r d in a r i l y  f a l l  
to  be  c h a rg e d  a g a in s t  in c o m e  a c c o u n t. P r o f i t  is  d e e m e d  
to  b e  r e a liz e d  w h e n  a  s a le  in  th e  o r d in a r y  c o u rs e  o f  b u s i
ness  is  e ffe c te d , u n le s s  th e  c irc u m s ta n c e s  a re  s u c h  t h a t  
th e  c o lle c t io n  o f  th e  sa le  p r ic e  is  n o t  re a s o n a b ly  a s s u re d .  
A n  e x c e p t io n  to  th e  g e n e ra l r u le  m a y  be m a d e  in  re s p e c t  
o f  in v e n to r ie s  in  in d u s t r ie s  (s u c h  as p a c k in g -h o u s e  i n 
d u s t r y )  in  w h ic h  o w in g  to  th e  im p o s s ib i l i t y  o f  d e te r 
m in in g  co s ts  i t  is  a  t r a d e  c u s to m  to  ta k e  in v e n to r ie s  a t  
n e t  s e l l in g  p r ic e s ,  w h ic h  m a y  e xce e d  co s t. (S e e  s e c tio n  
4020, Installment Method of Accounting, e f fe c t iv e  f o r  f is c a l 
p e r io d s  b e g in n in g  a f t e r  D e c e m b e r  31 , 1966— A P B  O p in io n  
N o . 1 0 .)

AC Section 4010

  The next page is 8331.  

1The above rule was adopted by the membership of the Institu te in 
1934. I t  had been recommended in 1932 to the New Y ork Stock Exchange 
by the Institute’s committee on cooperation w ith  stock exchanges.
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Installment Method 
of Accounting
[Source: APB Opinion No. 10, Par. 12.]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1966

.01 S e c t io n  4010  s ta te s  t h a t  “ P r o f i t  is  d e e m e d  to  be  
r e a liz e d  w h e n  a  s a le  in  th e  o r d in a r y  c o u rs e  o f  b u s in e s s  is  
e ffe c te d , u n le s s  th e  c irc u m s ta n c e s  a re  s u c h  t h a t  th e  c o lle c 
t io n  o f  th e  s a le  p r ic e  is  n o t  re a s o n a b ly  a s s u re d .”  T h e  
B o a r d  re a f f irm s  th is  s ta te m e n t ;  i t  b e lie v e s  t h a t  re v e n u e s  
s h o u ld  o r d in a r i l y  be  a c c o u n te d  f o r  a t  th e  t im e  a  t r a n s a c 
t io n  is  c o m p le te d , w i t h  a p p r o p r ia te  p r o v is io n  f o r  u n c o l
le c t ib le  a c c o u n ts . A c c o r d in g ly ,  i t  c o n c lu d e s  th a t ,  i n  th e  
a b se nce  o f  th e  c irc u m s ta n c e s  1 r e fe r r e d  to  a b o v e , th e  in 
s ta l lm e n t  m e th o d  o f  r e c o g n iz in g  re v e n u e  is  n o t  a c c e p ta b le .

AC Section 4020

 The next page is  8341.

1 The Board recognizes that there are exceptional cases where re
ceivables are collectible over an extended period of time and, because 
of the terms of the transactions or other conditions, there is no reasonable 
basis for estimating the degree of collectibility. When such circumstances 
exist, and as long as they exist, either the installment method or the cost 
recovery method of accounting may be used. (Under the cost recovery 
method, equal amounts of revenue and expense are recognized as collections 
are made until all costs have been recovered, postponing any recognition of 
pro fit until that time.)
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Long-Term Construction-Type 
Contracts
[Source: ARB No. 4 5 .]

Issue date, unless 
otherwise indicated: 
October, 1955

.01 T h is  s e c t io n  is  d ir e c te d  to  th e  a c c o u n t in g  p r o b 
le m s  in  r e la t io n  to  c o n s t r u c t io n - ty p e  c o n tra c ts  in  th e  case  
o f  c o m m e rc ia l o rg a n iz a t io n s  e n g a g e d  w h o l ly  o r  p a r t l y  in  
th e  c o n t r a c t in g  b u s in e s s . I t  d oe s  n o t  d e a l w i t h  c o s t-p lu s -  
f ix e d - fe e  c o n tra c ts ,  w h ic h  a re  d is c u s s e d  i n  s e c t io n  4041 , 
o th e r  ty p e s  o f  c o s t-p lu s - fe e  c o n t r a c ts ,  o r  c o n t r a c ts  su ch  
a s  th o s e  f o r  p ro d u c ts  o r  s e rv ic e s  c u s to m a r i ly  b i l le d  as  
s h ip p e d  o r  re n d e re d . I n  g e n e ra l th e  ty p e  o f  c o n t r a c t  
h e re  u n d e r  c o n s id e r a t io n  is  f o r  c o n s t r u c t io n  o f  a  s p e c if ic  
p r o je c t .  W h i le  s u c h  c o n tra c ts  a re  g e n e r a l ly  c a r r ie d  o n  
a t  th e  jo b  s ite ,  th e  s e c t io n  w o u ld  a ls o  b e  a p p lic a b le  in  
a p p r o p r ia te  cases  to  th e  m a n u fa c tu r in g  o r  b u i ld in g  o f  
s p e c ia l i te m s  o n  a  c o n t r a c t  b a s is  i n  a  c o n t r a c t o r ’ s o w n  
p la n t .  T h e  p ro b le m s  i n  a c c o u n t in g  f o r  c o n s t r u c t io n - ty p e  
c o n tr a c ts  a r is e  p a r t i c u la r l y  i n  c o n n e c t io n  w i t h  lo n g - te rm  
c o n t r a c ts  a s  c o m p a re d  w i t h  th o s e  r e q u i r in g  r e la t iv e ly  
s h o r t  p e r io d s  f o r  c o m p le t io n .

.02 C o n s id e ra t io n s  o th e r  th a n  th o s e  a c c e p ta b le  as  
a  b a s is  f o r  th e  r e c o g n it io n  o f  in c o m e  f r e q u e n t ly  e n te r  in t o  
th e  d e te r m in a t io n  o f  th e  t im in g  a n d  a m o u n ts  o f  i n t e r im  
b i l l in g s  o n  c o n s t r u c t io n - ty p e  c o n tra c ts .  F o r  t h is  re a s o n ,  
in c o m e  to  be  re c o g n iz e d  o n  s u c h  c o n tr a c ts  a t  th e  v a r io u s  
s ta g e s  o f  p e r fo r m a n c e  o r d in a r i l y  s h o u ld  n o t  be  m e a s u re d  
b y  in t e r im  b i l l in g s .

GENERALLY ACCEPTED METHODS
.03 T w o  a c c o u n t in g  m e th o d s  c o m m o n ly  fo l lo w e d  b y  

c o n t r a c to r s  a re  th e  p e rc e n ta g e -o f - c o m p le t io n  m e th o d  a n d  
th e  c o m p le te d -c o n tra c t  m e th o d .

Percentage-of-Completion Method
.04  T h e  p e rc e n ta g e -o f - c o m p le t io n  m e th o d  re c o g n iz e s  

in c o m e  as  w o r k  o n  a  c o n t r a c t  p ro g re s s e s . T h e  c o m m it te e
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re c o m m e n d s  t h a t  th e  re c o g n iz e d  in c o m e  be  t h a t  p e rc e n ta g e  
o f  e s t im a te d  t o t a l  in c o m e , e i t h e r :

( a )  t h a t  in c u r r e d  c o s ts  to  d a te  b e a r  to  e s t im a te d  to t a l  
c o s ts  a f te r  g iv in g  e f fe c t  to  e s t im a te s  o f  c o s ts  to  
c o m p le te  b a se d  u p o n  m o s t r e c e n t  in f o r m a t io n ,  o r

( b )  t h a t  m a y  b e  in d ic a te d  b y  s u c h  o th e r  m e a s u re  o f  
p ro g re s s  to w a r d  c o m p le t io n  as  m a y  be  a p p r o p r i 
a te  h a v in g  d u e  r e g a r d  to  w o r k  p e r fo r m e d .

Costs as h e re  u s e d  m ig h t  e x c lu d e , e s p e c ia l ly  d u r in g  th e  
e a r ly  s ta g e s  o f  a  c o n tr a c t ,  a l l  o r  a  p o r t io n  o f  th e  c o s t o f  
su c h  ite m s  as m a te r ia ls  a n d  s u b c o n tra c ts  i f  i t  a p p e a rs  
t h a t  su c h  a n  e x c lu s io n  w o u ld  r e s u lt  in  a  m o re  m e a n in g fu l  
p e r io d ic  a l lo c a t io n  o f  in c o m e .

.05 U n d e r  th is  m e th o d  c u r r e n t  a s s e ts  m a y  in c lu d e  
c o s ts  a n d  re c o g n iz e d  in c o m e  n o t  y e t  b i l le d ,  w i t h  re s p e c t  
to  c e r ta in  c o n t r a c ts ;  a n d  l ia b i l i t ie s ,  in  m o s t  cases c u r r e n t  
l ia b i l i t i e s ,  m a y  in c lu d e  b i l l in g s  in  excess o f  c o s ts  a n d  
re c o g n iz e d  in c o m e  w i t h  re s p e c t to  o th e r  c o n tra c ts .

.06 W h e n  th e  c u r r e n t  e s t im a te  o f  t o t a l  c o n t r a c t  c o s ts  
in d ic a te s  a  lo s s , in  m o s t  c irc u m s ta n c e s  p r o v is io n  s h o u ld  
b e  m a d e  f o r  th e  lo s s  o n  th e  e n t i r e  c o n tr a c t .  I f  th e re  is  
a  c lo se  r e la t io n s h ip  b e tw e e n  p r o f i t a b le  a n d  u n p r o f i ta b le  
c o n tra c ts ,  su c h  as in  th e  case o f  c o n t ra c ts  w h ic h  a re  p a r t s  
o f  th e  s a m e  p r o je c t ,  th e  g r o u p  m a y  be  t r e a te d  a s  a  u n i t  
i n  d e te r m in in g  th e  n e c e s s ity  f o r  a  p r o v is io n  f o r  lo s s .

.07  T h e  p r in c ip a l  a d v a n ta g e s  o f  th e  p e rc e n ta g e -o f-  
c o m p le t io n  m e th o d  a re  p e r io d ic  r e c o g n it io n  o f  in c o m e  c u r 
r e n t l y  r a t h e r  th a n  i r r e g u la r l y  a s  c o n tra c ts  a re  c o m p le te d ,  
a n d  th e  re f le c t io n  o f  th e  s ta tu s  o f  th e  u n c o m p le te d  c o n 
t r a c t s  p r o v id e d  t h r o u g h  th e  c u r r e n t  e s t im a te s  o f  c o s ts  to  
c o m p le te  o r  o f  p ro g re s s  to w a r d  c o m p le t io n .

.08 T h e  p r in c ip a l  d is a d v a n ta g e  o f  th e  p e rc e n ta g e -o f-  
co m p le t io n  m e th o d  is  t h a t  i t  is  n e c e s s a r i ly  d e p e n d e n t u p o n  
e s t im a te s  o f  u l t im a t e  c o s ts  a n d  c o n s e q u e n t ly  o f  c u r r e n t ly  
a c c ru in g  in c o m e , w h ic h  a re  s u b je c t  to  th e  u n c e r ta in t ie s  
f r e q u e n t ly  in h e r e n t  in  lo n g - te r m  c o n tra c ts .

Completed-Contract Method
.09 T h e  c o m p le te d -c o n tra c t  m e th o d  re c o g n iz e s  in c o m e  

o n ly  w h e n  th e  c o n t r a c t  is  c o m p le te d , o r  s u b s ta n t ia l ly  so.
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A c c o rd in g ly , costs o f co n tra c ts  in  process and c u rre n t 
b illin g s  a re  accum ula ted  b u t th e re  a re  no in te r im  charges  
o r c re d its  to  incom e o th e r th a n  p ro v is io n s  fo r  losses. A  
c o n tra c t m ay be re g a rd e d  as s u b s ta n tia lly  com p le ted  i f  
re m a in in g  costs a re  n o t s ig n ific a n t in  am ount.

.10 W hen the  co m p le te d -co n tra c t m ethod  is  used, i t  
m ay be a p p ro p ria te  to  a llo ca te  g e n e ra l and  a d m in is tra tiv e  
expenses to  c o n tra c t costs ra th e r th a n  to  p e rio d ic  incom e.
T h is  m ay re s u lt in  a b e tte r m a tch in g  o f costs and revenues  
th a n  w o u ld  re s u lt fro m  tre a tin g  such expenses as p e rio d  
costs, p a r tic u la r ly  in  ye a rs  w hen no co n tra c ts  w e re  com 
p le te d . I t  is  h o t so im p o rta n t, how ever, w hen th e  c o n tra c to r 
is  engaged in  num erous p ro je c ts  and  in  such c ircum stances  
i t  m ay be p re fe ra b le  to  charge  those expenses as in c u rre d  
to  p e rio d ic  incom e. In  any case th e re  shou ld  be no excessive  
d e fe rr in g  o f overhead costs, such as m ig h t occur i f  to ta l 
overhead w ere  assigned to  a b n o rm a lly  fe w  o r a b n o rm a lly  
sm a ll co n tra c ts  in  process.

.11 A lth o u g h  th e  co m p le te d -co n tra c t m e thod  does n o t 
p e rm it th e  re co rd in g  o f a n y  incom e p r io r  to  co m p le tio n , 
p ro v is io n  shou ld  be m ade fo r  expected losses in  accordance  
w ith  th e  w e ll es tab lishe d  p ra c tic e  o f m a k in g  p ro v is io n  fo r  
fo reseeab le  losses. I f  th e re  is  a close re la tio n s h ip  betw een  
p ro fita b le  and u n p ro fita b le  co n tra c ts , such as in  th e  case o f 
co n tra c ts  w h ich  a re  p a rts  o f th e  same p ro je c t, th e  g ro u p  
m ay be tre a te d  as a u n it in  d e te rm in in g  the  necess ity  fo r  a 
p ro v is io n  fo r  losses.

.12 W hen  th e  co m p le te d -co n tra c t m e thod  is  used, an  
excess o f accum ula ted  costs o ve r re la te d  b illin g s  shou ld  be 
show n in  th e  ba lance sheet as a c u rre n t asset, and an excess 
o f accum ula ted  b illin g s  o ve r re la te d  costs shou ld  be show n  
am ong th e  lia b ilit ie s , in  m ost cases as a  c u rre n t lia b ility .
I f  costs exceed b illin g s  on some co n tra c ts , and b illin g s  ex
ceed costs on o the rs , th e  co n tra c ts  shou ld  o rd in a r ily  be seg
re g a te d  so th a t the  fig u re s  on th e  asset side in c lu d e  o n ly  
those co n tra c ts  on w h ich  costs exceed b illin g s , and  those on  
th e  lia b ility  side  in c lu d e  o n ly  those on w h ich  b illin g s  exceed 
costs. I t  is  suggested th a t th e  asset ite m  be described  as 
“ costs o f uncom p le ted  co n tra c ts  in  excess o f re la te d  b il l
in g s ”  ra th e r th a n  as “ in v e n to ry ”  o r “ w o rk  in  p rocess,”  
and th a t the  ite m  on the  lia b ility  side  be described  as “ b il l
in g s  on uncom p le ted  co n tra c ts  in  excess o f re la te d  co s ts .”
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.13 T h e  p r in c ip a l  a d v a n ta g e  o f  th e  c o m p le te d -c o n 
t r a c t  m e th o d  is  t h a t  i t  is  b a s e d  o n  r e s u lts  as f in a l ly  d e te r 
m in e d , r a t h e r  th a n  o n  e s t im a te s  f o r  u n p e r fo r m e d  w o r k  
w h ic h  m a y  in v o lv e  u n fo re s e e n  c o s ts  a n d  p o s s ib le  losse s .

.14 T h e  p r in c ip a l  d is a d v a n ta g e  o f  th e  c o m p le te d -c o n 
t r a c t  m e th o d  is  t h a t  i t  does  n o t  re f le c t  c u r r e n t  p e r fo r m a n c e  
w h e n  th e  p e r io d  o f  a n y  c o n t r a c t  e x te n d s  in t o  m o re  th a n  one  
a c c o u n t in g  p e r io d  a n d  u n d e r  s u c h  c irc u m s ta n c e s  i t  m a y  
r e s u l t  in  i r r e g u la r  r e c o g n it io n  o f  in c o m e .

Selection o f Method
.15 T h e  c o m m it te e  b e lie v e s  t h a t  i n  g e n e ra l w h e n  e s t i 

m a te s  o f  c o s ts  to  c o m p le te  a n d  e x te n t  o f  p ro g re s s  to w a r d  
c o m p le t io n  o f  lo n g - te r m  c o n tra c ts  a re  re a s o n a b ly  d e p e n d 
a b le , th e  p e rc e n ta g e -o f - c o m p le t io n  m e th o d  is  p re fe r a b le .  
W h e n  la c k  o f  d e p e n d a b le  e s t im a te s  o r  in h e r e n t  h a z a rd s  
ca u se  fo re c a s ts  to  be  d o u b t fu l ,  th e  c o m p le te d -c o n tra c t  
m e th o d  is  p re fe r a b le .  D is c lo s u re  o f  th e  m e th o d  fo l lo w e d  
s h o u ld  b e  m a d e .

COMMITMENTS
.16 I n  s p e c ia l cases d is c lo s u re s  o f  e x t r a o r d in a r y  c o m 

m itm e n ts  m a y  be  r e q u ir e d ,  b u t  g e n e r a l ly  c o m m itm e n ts  to  
c o m p le te  c o n t r a c ts  in  p ro c e s s  a re  in  th e  o r d in a r y  c o u rs e  
o f  a  c o n t r a c t o r ’s b u s in e s s  a n d  a re  n o t  r e q u ir e d  to  be  d is 
c lo s e d  in  a  s ta te m e n t o f  f in a n c ia l  p o s i t io n .  T h e y  p a r ta k e  
o f  th e  n a tu r e  o f  a  c o n t r a c t o r ’ s b u s in e s s , a n d  g e n e r a l ly  d o  
n o t  r e p re s e n t  a  p ro s p e c t iv e  d r a in  o n  h is  c a s h  re s o u rc e s  
s in c e  th e y  w i l l  b e  f in a n c e d  b y  c u r r e n t  b i l l in g s .

 T he  n e x t page is  8351. 
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Cost-Plus-Fixed-Fee 
Contracts
[Source: ARB No. 43 , Chap. 11A .]

Issue date, unless 
otherwise indicated: 
June, 1953

.01 T h is  sec tion  dea ls w ith  a cco u n tin g  p rob lem s  
a ris in g  u n d e r co s t-p lu s -fixe d -fe e  co n tra c ts , h e re in a fte r re 
fe rre d  to  as C P F F  co n tra c ts .

SUMMARY STATEMENT

.02 Fees u n d e r C P F F  co n tra c ts  m ay he c re d ite d  to  
incom e on th e  basis o f such m easurem ent o f p a r tia l p e r
fo rm ance  as w ill re fle c t reasonab ly  assured re a liz a tio n . One 
g e n e ra lly  accep tab le  basis is  d e liv e ry  o f com p le ted  a rtic le s . 
T he fees m ay a lso  be accrued as th e y  a re  b illa b le , u n d e r 
th e  te rm s  o f th e  agreem ents, un less such a cc ru a l is  n o t 
rea so n a b ly  re la te d  to  th e  p ro p o rtio n a te  pe rfo rm a n ce  o f th e  
to ta l w o rk  o r services to  be p e rfo rm e d  b y  th e  c o n tra c to r 
fro m  in c e p tio n  to  com p le tio n .

.03 W he re  C P F F  co n tra c ts  in v o lv e  th e  m a n u fa c tu re  
and d e liv e ry  o f p ro d u c ts , th e  re im b u rsa b le  costs and fees  
are  o rd in a r ily  in c lu d e d  in  a p p ro p ria te  sales o r o th e r re v 
enue accounts. W he re  such co n tra c ts  in v o lv e  o n ly  services, 
o r se rv ices and th e  supp lem en ta l e re c tio n  o f fa c ilit ie s , o n ly  
th e  fees shou ld  o rd in a r ily  be in c lu d e d  in  revenues.

.04 U n b ille d  costs and fees u n d e r such co n tra c ts  a re  
o rd in a r ily  rece ivab les  ra th e r th a n  advances o r in v e n to ry , 
b u t shou ld  p re fe ra b ly  be show n se p a ra te ly  fro m  b ille d  
accoun ts rece iva b le .

.05 O ffs e ttin g  o f g ove rnm en t advances on C P F F  con
tra c ts  b y , o r a g a in s t, am oun ts due fro m  th e  gove rnm en t 
on such co n tra c ts  is  accep tab le  o n ly  to  th e  e x te n t th a t th e  
advances m ay u n d e r th e  te rm s  o f th e  agreem ent be o ffse t 
in  se ttle m e n t, and  o n ly  i f  th a t is  th e  tre a tm e n t a n tic ip a te d  
in  th e  n o rm a l course o f business tra n s a c tio n s  u n d e r th e  
c o n tra c t. In  case o f o ffse t, th e  am oun ts  o ffs e t sh ou ld  be 
a d e q u a te ly  d isclosed.
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DISCUSSION

.06 C o n tra c ts  i n  th e  C P F F  fo r m  a re  u s e d  ( a )  f o r  th e  
m a n u fa c tu re  a n d  d e l iv e r y  o f  v a r io u s  p ro d u c ts ,  ( b )  f o r  th e  
c o n s t r u c t io n  o f  p la n ts  a n d  o th e r  f a c i l i t ie s ,  a n d  ( c )  f o r  
m a n a g e m e n t a n d  o th e r  s e rv ic e s . U n d e r  th e s e  a g re e m e n ts  
c o n t r a c to r s  a re  re im b u rs e d  a t  in t e r v a ls  f o r  t h e i r  e x p e n d i
tu re s  a n d  in  a d d i t io n  a re  p a id  a  s p e c if ie d  f ix e d  fe e . P a y 
m e n ts  o n  a c c o u n t o f  th e  fe e s  ( le s s  1 0 %  o r  o th e r  a m o u n t  
w h ic h  is  w i t h h e ld  u n t i l  c o m p le t io n )  a re  m a d e  f r o m  t im e  
to  t im e  as s p e c if ie d  in  th e  a g re e m e n ts , u s u a l ly  s u b je c t  to  th e  
a p p r o v a l  o f  th e  c o n t r a c t in g  o ff ic e r . I n  m o s t  cases th e  
a m o u n t  o f  e a ch  p a y m e n t  is , as a  p r a c t ic a l  m a t te r ,  d e te r 
m in e d  b y  th e  r a t io  o f  e x p e n d itu r e s  m a d e  to  th e  t o t a l  e s t i
m a te d  e x p e n d itu r e s  r a t h e r  th a n  o n  th e  b a s is  o f  d e l iv e r ie s  o r  
o n  th e  p e rc e n ta g e  o f  c o m p le t io n  o th e rw is e  d e te rm in e d .

.07  T h e  a g re e m e n ts  p r o v id e  t h a t  t i t l e  t o  a l l  m a te r ia l  
a p p lic a b le  th e r e to  v e s ts  i n  th e  g o v e rn m e n t  as so o n  a s  th e  
c o n t r a c to r  is  r e im b u rs e d  f o r  h is  e x p e n d itu r e s  o r ,  i n  som e  
cases, im m e d ia te ly  u p o n  i t s  r e c e ip t  b y  th e  c o n t r a c to r  a t  h is  
p la n t  e v e n  th o u g h  n o t  y e t  p a id  fo r .  T h e  c o n t r a c to r  h a s  
a  c u s to d ia n s h ip  r e s p o n s ib i l i t y  f o r  th e s e  m a te r ia ls ,  b u t  th e  
g o v e rn m e n t  u s u a l ly  h a s  p r o p e r t y  a c c o u n ta b i l i t y  o ff ic e rs  
a t  th e  p la n t  t o  s a fe g u a rd  g o v e rn m e n t  in te re s ts .

.08  T h e  c o n tra c ts  a re  s u b je c t  t o  c a n c e lla t io n  a n d  t e r 
m in a t io n  b y  th e  g o v e rn m e n t ,  i n  w h ic h  e v e n t  th e  c o n t r a c to r  
i s  e n t i t le d  t o  r e im b u rs e m e n t  f o r  a l l  e x p e n d itu re s  m a d e  a n d  
a n  e q u ita b le  p o r t io n  o f  th e  f ix e d  fe e .

.09  T h e  g o v e rn m e n t  f r e q u e n t ly  m a k e s  a d v a n c e s  o f  
ca sh  a s  a  r e v o lv in g  f u n d  o r  a g a in s t  th e  f in a l  p a y m e n t  d u e  
u n d e r  th e  a g re e m e n t.

M ajor Accounting Problems

.10 T h e re  a re  a  n u m b e r  o f  b a s ic  a c c o u n t in g  p ro b le m s  
c o m m o n  to  a l l  C P F F  c o n tra c ts .  T h is  s e c t io n  d e a ls  w i t h  th e  
f o u r  m o s t  im p o r ta n t ,  w h ic h  a r e :

( a )  W h e n  s h o u ld  fe e s  u n d e r  s u c h  c o n tr a c ts  be  in c lu d e d  
i n  th e  c o n t r a c t o r ’s in c o m e  s ta te m e n t?

( b )  W h a t  a m o u n ts  a re  t o  be  in c lu d e d  in  sa le s  o r  r e v 
e n u e  a c c o u n ts  ?

( c )  W h a t  is  th e  p r o p e r  b a la n c e -s h e e t c la s s i f ic a t io n  o f  
u n b i l le d  c o s ts  a n d  fe e s  ?
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(d )  W h a t is  the  p ro p e r ba lance-sheet tre a tm e n t o f 
v a rio u s  ite m s, d e b it and  c re d it, id e n tifie d  w ith  
C P F F  c o n tra c ts ?

(a) When should fees under such contracts be included in the con
tractor's income statement?

.11 I t  is  recogn ized  th a t incom e shou ld  be reco rded  
and  s ta te d  in  accordance w ith  c e rta in  a cco u n tin g  p rin c ip le s  
as to  tim e  and a m o u n t; th a t p ro fit  is  deem ed to  be re a lize d  
w hen a  sale in  th e  o rd in a ry  course o f business is  e ffected  
u nless th e  c ircum stances are  such th a t c o lle c tio n  o f the  
sales p ric e  is  n o t reasonab ly  assured ; and  th a t d e liv e ry  o f 
goods so ld  u n d e r c o n tra c t is  n o rm a lly  rega rded  as th e  te s t 
o f re a liz a tio n  o f p ro fit o r loss.

.12 In  th e  case o f m a n u fa c tu rin g , co n s tru c tio n , o r 
se rv ice  co n tra c ts , p ro fits  a re  n o t o rd in a r ily  recogn ized  u n t il 
th e  r ig h t  to  f u l l  p a ym e n t has becom e u n c o n d itio n a l, i.e ., 
w hen th e  p ro d u c t has been d e live re d  and accepted, w hen  
th e  fa c ilit ie s  a re  com p le ted  and accepted, o r w hen  th e  se rv
ices have been fu lly  and s a tis fa c to r ily  rende red . T h is  
a cco u n tin g  p rocedu re  has stood th e  te s t o f experience and  
sh ou ld  n o t be d e p a rte d  fro m  excep t fo r  cogent reasons.

.13 I t  is , how ever, a g e n e ra lly  accepted a cco u n tin g  
p rocedu re  to  accrue revenues u n d e r c e rta in  typ e s  o f con
tra c ts  and  th e re b y  recogn ize  p ro fits , on th e  basis o f p a r tia l 
p e rfo rm ance , w here  th e  c ircum stances are  such th a t to ta l 
p ro fit can be es tim a te d  w ith  reasonab le  accu racy  and u lt i
m a te  re a liz a tio n  is  re asonab ly  assured. P a rtic u la r ly  w here  
th e  p e rfo rm ance  o f a c o n tra c t re q u ire s  a  su b s ta n tia l p e rio d  
o f tim e  fro m  in c e p tio n  to  co m p le tio n , th e re  is  am ple  prece
d e n t fo r  p ro -ra ta  re c o g n itio n  o f p ro fit  as th e  w o rk  p ro 
gresses, i f  th e  to ta l p ro fit and th e  ra tio  o f th e  pe rfo rm ance  
to  da te  to  th e  com ple te  p e rfo rm ance  can be com puted  
rea so n a b ly  and c o lle c tio n  is  rea so n a b ly  assured. D ep e n d in g  
upon  th e  c ircum stances, such p a r tia l pe rfo rm ance  m ay be 
estab lishe d  b y  d e live rie s , e xp e n d itu re s , o r percen tage  o f 
co m p le tio n  o th e rw ise  d e te rm in e d . T h is  ru le  is  fre q u e n tly  
a p p lie d  to  lo n g -te rm  c o n s tru c tio n  and o th e r s im ila r  con
tra c ts ; i t  is  a lso  a p p lie d  in  th e  case o f co n tra c ts  in v o lv in g  
d e liv e rie s  in  in s ta lm e n ts  o r th e  pe rfo rm a n ce  o f services. 
H o w e ve r, th e  ru le  sh ou ld  be d e a lt w ith  c a u tio u s ly  and  n o t 
a p p lie d  in  th e  case o f p a r tia l d e liv e rie s  and uncom p le ted
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c o n tra c ts  w h e re  th e  in f o r m a t io n  a v a i la b le  does  n o t  c le a r ly  
in d ic a te  t h a t  a  p a r t i a l  p r o f i t  h a s  b e e n  re a liz e d  a f t e r  m a k in g  
p r o v is io n  f o r  p o s s ib le  losses a n d  c o n t in g e n c ie s .

.14  C P F F  c o n t r a c ts  a re  m u c h  l i k e  th e  ty p e  o f  c o n 
t r a c t s  u p o n  w h ic h  p r o f i t  h a s  h e r e to fo re  b e e n  re c o g n iz e d  o n  
p a r t i a l  p e r fo rm a n c e , a n d  a c c o r d in g ly  h a v e  a t  le a s t  as m u c h  
j u s t i f ic a t io n  f o r  a c c ru a l o f  fe e  b e fo re  f in a l  d e l iv e r y  as th o s e  
c ite d .  T h e  r i s k  o f  lo s s  is  p r a c t ic a l ly  n e g l ig ib le ,  th e  t o t a l  
p r o f i t  is  f a i r l y  d e f in ite ,  a n d  e v e n  o n  c a n c e lla t io n ,  p r o - r a ta  
p r o f i t  i s  s t i l l  r e a s o n a b ly  a s s u re d .

.15 T h e  b a s ic  p ro b le m  in  d e a l in g  w i t h  C P F F  c o n tra c ts  
i s  th e  m e a s u re  o f  p a r t i a l  p e r fo rm a n c e , i.e ., w h e th e r  fe e s  
th e r e u n d e r  s h o u ld  b e  a c c ru e d  u n d e r  th e  e s ta b lis h e d  r u le s  
a s  to  p a r t i a l  d e l iv e r ie s  o r  p e rc e n ta g e  o f  c o m p le t io n  o th e r 
w is e  d e te rm in e d ,  o r  w h e th e r ,  i n  v ie w  o f  t h e i r  p e c u l ia r  
te rm s  w i t h  re s p e c t  t o  p a r t  p a y m e n ts , th e  d e te r m in a t io n  o f  
a m o u n ts  b i l la b le  b y  c o n t in u o u s  g o v e rn m e n t  a u d it ,  a n d  th e  
m in im u m  o f  r i s k  c a r r ie d  b y  th e  c o n t r a c to r ,  th e  fe e s  s h o u ld  
be  a c c ru e d  a s  th e y  a re  b i l la b le .

.16 O r d in a r i ly  i t  is  a c c e p ta b le  t o  a c c ru e  th e  fe e s  as  
t h e y  b e co m e  b il la b le .  T h e  o u ts ta n d in g  c h a r a c te r is t ic  o f  
C P F F  c o n t r a c ts  is  r e im b u rs e m e n t  f o r  a l l  a l lo w a b le  c o s ts , 
p lu s  p a y m e n t  o f  a  f ix e d  fe e  f o r  th e  c o n t r a c t o r ’s e f fo r ts .  
D e l iv e r y  o f  th e  f in is h e d  p r o d u c t  m a y  n o t  h a v e  i t s  u s u a l  
le g a l  s ig n if ic a n c e  b eca u se  t i t l e  p a sse s  t o  th e  g o v e rn m e n t  
p r i o r  th e r e to  a n d  th e  c o n t r a c t o r ’s  r i g h t  t o  p a r t i a l  p a y m e n t  
b eco m e s  u n c o n d it io n a l  in  a d v a n c e  th e r e o f ;  d e l iv e r ie s  a re  
n o t  n e c e s s a r i ly ,  u n d e r  th e  te rm s  o f  th e  a g re e m e n t, e v id e n c e  
o f  th e  p ro g re s s  o f  th e  w o r k  o r  o f  th e  c o n t r a c t o r ’ s p e r fo r m 
a nce . A m o u n ts  b i l la b le  in d ic a te  re a s o n a b ly  a s s u re d  r e a l i 
z a t io n ,  p o s s ib ly  s u b je c t  t o  r e n e g o t ia t io n ,  b eca u se  o f  th e  
a bse n ce  o f  a  c r e d i t  p ro b le m  a n d  m in im u m  r is k  o f  lo ss  i n 
v o lv e d .  T h e  fe e  a p p e a rs  to  b e  e a rn e d  w h e n  a llo w a b le  c o s ts  
a re  in c u r r e d  o r  p a id  a n d  th e  fe e  is  b i l la b le .  F in a l l y ,  a c c ru a l  
o n  th e  b a s is  o f  a m o u n ts  b i l la b le  is  o r d in a r i l y  n o t  a  d e 
p a r tu r e  f r o m  e x is t in g  ru le s  o f  a c c ru a l o n  th e  b a s is  o f  p a r t i a l  
p e r fo rm a n c e , b u t  r a th e r  a  d is t in c t iv e  a p p l ic a t io n  o f  th e  
r u le  f o r  d e te r m in in g  p e rc e n ta g e  o f  c o m p le t io n .

.17 J u d g m e n t  m u s t  b e  e x e rc is e d  in  e a ch  case as t o  
w h e th e r  a c c ru a l o f  th e  fe e  w h e n  b i l la b le  is  p re fe r a b le  to  
a c c ru a l o n  th e  u s u a l b a s is  o f  d e l iv e r y  o r  o f  p e rc e n ta g e  o f  
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c o m p le t io n  o th e rw is e  d e te rm in e d .  W h i le  th e  a p p r o v a l o f  
th e  g o v e rn m e n t  as  to  a m o u n ts  b i l la b le  w o u ld  o r d in a r i l y  
be  re g a r d e d  as o b je c t iv e  e v id e n c e , fa c to r s  m a y  e x is t  w h ic h  
s u g g e s t a n  e a r l ie r  o r  la t e r  a c c ru a l.  S u c h  fa c to r s  in c lu d e  
in d ic a t io n s  o f  s u b s ta n t ia l  d if fe re n c e  b e tw e e n  e s t im a te d  a n d  
f in a l  c o s t, as w h e re  p r e p a r a to r y  o r  t o o l in g - u p  c o s ts  w e re  
m u c h  m o re  th a n  e s t im a te d ,  r a w  m a te r ia l  n e e d s  w e re  g r e a t ly  
a n d  u n d u ly  a n t ic ip a te d  b y  a d v a n c e  p u rc h a s e s , o r  d e la y s  
i n  d e l iv e r y  s c h e d u le s  o r  o th e r  c irc u m s ta n c e s  s u g g e s t t h a t  
c o s ts  a re  e x c e e d in g  e s t im a te s . W h i le  su c h  fa c to r s  a re  n o r 
m a l ly  c o n s id e re d  b y  th e  g o v e rn m e n t  a n d  b i l l i n g s  f o r  fe e s  
m a y  be  te m p o r a r i ly  a d ju s te d  to  s a fe g u a rd  a g a in s t  to o  e a r ly  
p r o p o r t io n a te  p a y m e n t ,  th e  c o n t r a c to r ,  i n  a c c r u in g  in c o m e ,  
s h o u ld  a ls o  c o n s id e r  th e m , p a r t i c u la r l y  w h e n  a n y  s u b s ta n 
t i a l  la g  e x is ts  b e tw e e n  e x p e n d itu r e s  a n d  b i l l in g s  a n d  a u d i t  
th e r e o f .  I n  s u c h  cases, th e  p r e s u m p t io n  m a y  b e  t h a t  th e  
fe e  w i l l  n o t  be  fo u n d  t o  be  b i l la b le  w h e n  th e  c h a rg e s  a re  
p re s e n te d , a n d  c o n s e rv a t is m  in  a c c ru a l w i l l  be  n e c e s s a ry .  
E x c e s s  co s ts  m a y  be  in d ic a te d  i n  som e cases to  s u c h  a n  
e x te n t  t h a t  a c c ru a l o f  fe e  b e fo re  a c tu a l  p r o d u c t io n  w o u ld  
be  u n w is e . W h e re  s u c h  a  s i tu a t io n  e x is ts  th e  u s u a l r u le  
o f  d e l iv e r ie s  o r  p e rc e n ta g e  o f  c o m p le t io n  m a y  be  a  p r e f 
e ra b le  m e th o d  o f  a c c r u in g  th e  fe e .

.18 T h e re  a re  f u r t h e r  q u e s t io n s  a s  t o  w h e th e r  th e  fe e  
m a y  be  a c c ru e d  a s  i t  is  b i l le d  r a t h e r  th a n  as i t  b eco m e s  
b i l la b le  a n d  w h e th e r  a c c ru a l s h o u ld  b e  o n  th e  b a s is  o f  th e  
f u l l  fe e  o r  th e  f u l l  fe e  less  th e  a m o u n t  w i th h e ld .  A s  to  
th e  f i r s t  q u e s t io n , i t  seem s o b v io u s  t h a t  w h e n  a c c ru a l i n  
r e la t io n  t o  e x p e n d itu r e s  is  o th e rw is e  s u ita b le  i t  s h o u ld  b e  
o n  th e  b a s is  o f  a m o u n ts  b i l la b le ,  s in c e  s u c h  m a t te r s  a s  c le r i 
c a l d e la y s  i n  a s s e m b lin g  d a ta  f o r  b i l l i n g  s h o u ld  n o t  a f fe c t  
th e  in c o m e  s ta te m e n t.  A s  t o  th e  se co n d  q u e s t io n , a c c ru a l  
o n  th e  b a s is  o f  1 0 0 %  o f  th e  fe e  is  o r d in a r i l y  p re fe r a b le  
s in c e , w h i le  p a y m e n t  o f  th e  b a la n c e  d e p e n d s  o n  c o m p le te  
p e r fo rm a n c e , s u c h  c o m p le t io n  is  t o  b e  e x p e c te d  u n d e r  o r d i 
n a r y  c irc u m s ta n c e s . C a re  m u s t  b e  e x e rc is e d , o f  c o u rs e , t o  
p r o v id e  f o r  p o s s ib le  n o n - r e a l iz a t io n  w h e re  th e re  is  d o u b t  
a s  t o  th e  c o l le c t io n  o f  c la im e d  c o s ts  o r  o f  th e  fe e  th e re o n .

(b) What amounts are to be included in sales or revenue accounts?
.19 T h is  p ro b le m  is  w h e th e r  sa le s  o r  re v e n u e  a s  re 

p o r te d  i n  th e  in c o m e  s ta te m e n t  s h o u ld  in c lu d e  r e im b u r s 
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a b le  c o s ts  a n d  th e  fe e , o r  th e  fe e  a lo n e . T h e  a n s w e r  to  t h is  
q u e s t io n  d e p e n d s  u p o n  th e  te rm s  o f  th e  c o n t r a c t  a n d  u p o n  
ju d g m e n t  as t o  w h ic h  m e th o d  g iv e s  th e  m o re  u s e fu l i n 
fo r m a t io n .

.20 S o m e  C P F F  c o n tr a c ts  a re  s e rv ic e  c o n tra c ts  u n d e r  
w h ic h  th e  c o n t r a c to r  a c ts  s o le ly  i n  a n  a g e n c y  c a p a c ity ,  
w h e th e r  i n  th e  e re c t io n  o f  f a c i l i t i e s  o r  th e  m a n a g e m e n t o f  
o p e ra t io n s .  T h e s e  a p p e a r  t o  c a l l  f o r  in c lu s io n  in  th e  in 
co m e  s ta te m e n t o f  th e  fe e  a lo n e . I n  th e  case o f  s u p p ly  
c o n tra c ts ,  h o w e v e r ,  th e  c o n t r a c to r  is  m o re  th a n  a n  a g e n t.
F o r  in s ta n c e , h e  is  r e s p o n s ib le  t o  c r e d i t o r s  f o r  m a te r ia ls  
a n d  s e rv ic e s  p u rc h a s e d ; h e  is  re s p o n s ib le  t o  e m p lo y e e s  
f o r  s a la r ie s  a n d  w a g e s ; h e  o r d in a r i l y  u se s  h is  o w n  f a c i l i 
t ie s  in  c a r r y in g  o u t  h is  a g re e m e n t ;  h is  p o s i t io n  i n  m a n y  
re s p e c ts  is  t h a t  o f  a n  o r d in a r y  p r in c ip a l .  I n  v ie w  o f  th e s e  
fa c ts ,  a n d  th e  d e s i r a b i l i t y  o f  in d ic a t in g  th e  v o lu m e  o f  h is  
a c t iv i t ie s ,  i t  a p p e a rs  d e s ira b le  to  in c lu d e  re im b u rs a b le  
c o s ts , a s  w e l l  as fe e s , i n  sa le s  o r  re v e n u e s .

(c) What is the proper balance-sheet classification of unbilled costs 
and fee?

.21  T h e  p r in c ip a l  re a s o n  f o r  th e  e x is te n c e  o f  u n b i l le d  
co s ts  a t  a n y  d a te  is  th e  t im e  u s u a l ly  r e q u ir e d ,  a f t e r  r e c e ip t  
o f  m a te r ia l  o r  e x p e n d itu re s  f o r  la b o r ,  e tc ., t o  a s s e m b le  d a ta  
f o r  b i l l i n g .  T h e  r i g h t  to  b i l l  u s u a l ly  e x is ts  u p o n  e x p e n d i
tu r e  o r  a c c ru a l,  a n d  t h a t  r i g h t  u n q u e s t io n a b ly  re p re s e n ts  
a  re c e iv a b le  r a t h e r  th a n  a n  a d v a n c e  o r  in v e n to r y .  T h e re  
i s  n e v e r th e le s s  a  d if fe re n c e  i n  c h a r a c te r  b e tw e e n  b i l le d  
i te m s  a n d  u n b i l le d  c o s ts  a n d  d is t in c t io n  s h o u ld  be  m a d e  
b e tw e e n  th e m  o n  th e  b a la n c e  sh e e t.

(d) What is the proper balance-sheet treatment of various items, debit 
and credit, identified with CPFF contracts?

.22  I n  s ta te m e n ts  o f  c u r r e n t  a sse ts  a n d  c u r r e n t  l i a 
b i l i t ie s ,  a m o u n ts  d u e  t o  a n d  f r o m  th e  sa m e  p e rs o n  a re  o r d i 
n a r i l y  o f fs e t  w h e re , u n d e r  th e  la w ,  th e y  m a y  b e  o f fs e t  i n  
th e  p ro c e s s  o f  c o l le c t io n  o r  p a y m e n t .  A n  a d v a n c e  re c e iv e d  
o n  a  c o n t r a c t  is , h o w e v e r ,  u s u a l ly  n o t  o f fs e t  u n le s s  i t  is  
d e f in i t e ly  r e g a r d e d  a s  a  p a y m e n t  o n  a c c o u n t o f  c o n t r a c t  
w o r k  i n  p ro g re s s , i n  w h ic h  e v e n t  i t  w i l l  b e  s h o w n  as a  d e 
d u c t io n  f r o m  th e  r e la te d  asse t. A n  a d v a n c e  o n  a  C P F F  
c o n t r a c t  u s u a l ly  is  m a d e  f o r  th e  p u rp o s e  o f  p r o v id in g  a  
r e v o lv in g  fu n d  a n d  is  n o t  o r d in a r i l y  a p p l ie d  as  a  p a r t ia l
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p a y m e n t  u n t i l  th e  c o n t r a c t  is  c o m p le te d  o r  n e a rs  c o m p le 
t io n .  I t  th e r e fo r e  a p p e a rs  to  be  p re fe r a b le  t o  o f fs e t  a d 
v a n c e s  o n  C P F F  c o n tra c ts  a g a in s t  re c e iv a b le s  i n  c o n n e c t io n  
w i t h  th e  c o n tra c ts  o n ly  w h e n  i t  is  e x p e c te d  t h a t  th e  a d 
v a n c e s  w i l l  be  a p p lie d  i n  p a y m e n t  o f  th o s e  p a r t i c u la r  
c h a rg e s . I n  a n y  case, a m o u n ts  o f fs e t  s h o u ld  b e  c le a r ly  
d is c lo s e d .

The next page is 8361. 
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AC Section 4042
Renegotiation
[Source: ARB No. 43 , Chap. 11B, as amended.]

Issue date, unless 
otherwise indicated:
June, 1 9 5 3  1

.01 T h is  s e c t io n  1 2 d e a ls  w i t h  c e r ta in  a s p e c ts  o f  th e  a c 
c o u n t in g  f o r  th o s e  g o v e rn m e n t  c o n tr a c ts  a n d  s u b c o n tra c ts  
w h ic h  a re  s u b je c t  to  r e n e g o t ia t io n .

.02  W h e re  s u c h  c o n t r a c ts  c o n s t i tu te  a  s u b s ta n t ia l  p a r t  
o f  th e  b u s in e s s  d o n e , th e  u n c e r ta in t ie s  r e s u l t in g  f r o m  th e  
p o s s ib i l i t ie s  o f  r e n e g o t ia t io n  a re  u s u a l ly  s u c h  t h a t  a p p r o 
p r ia t e  in d ic a t io n  o f  t h e i r  e x is te n c e  s h o u ld  be  g iv e n  i n  th e  
f in a n c ia l  s ta te m e n ts .

.03 I t  is  im p o s s ib le  t o  la y  d o w n  g e n e ra l r u le s  w h ic h  
c a n  be  a p p lie d  s a t is f a c t o r i l y  i n  a l l  cases. H e re ,  as e lse 
w h e re  i n  a c c o u n t in g ,  th e re  m u s t  b e  a n  e x e rc is e  o f  ju d g 
m e n t w h ic h  s h o u ld  be  b a s e d  o n  e x p e r ie n c e  a n d  o n  a  c le a r  
u n d e r s ta n d in g  o f  th e  o b je c t iv e  to  b e  a t ta in e d .  T h a t  o b 
je c t iv e  is  t o  p re s e n t  th e  f a i r e s t  p o s s ib le  f in a n c ia l  s ta te 
m e n ts , a n d  a t  th e  sam e t im e  m a k e  c le a r  a n y  u n c e r ta in t ie s  
t h a t  l i m i t  th e  s ig n if ic a n c e  o f  s u c h  s ta te m e n ts .

.04 I n  k e e p in g  w i t h  th e  e s ta b lis h e d  a c c o u n t in g  p r i n 
c ip le  t h a t  p r o v is io n  s h o u ld  b e  m a d e  in  f in a n c ia l  s ta te m e n ts  
f o r  a l l  l ia b i l i t i e s ,  in c lu d in g  re a s o n a b le  e s t im a te s  f o r  l i a 
b i l i t i e s  n o t  a c c u r a te ly  d e te rm in a b le ,  p r o v is io n  s h o u ld  be  
m a d e  f o r  p ro b a b le  r e n e g o t ia t io n  r e fu n d s  w h e re v e r  th e  
a m o u n t  o f  s u c h  r e fu n d s  c a n  be  re a s o n a b ly  e s t im a te d .  T h u s ,  
i n  cases w h e re  e x p e r ie n c e  o f  th e  c o m p a n y  o r  o f  c o m p a ra b le  
c o m p a n ie s  w i t h  r e n e g o t ia t io n  d e te rm in a t io n s  is  a v a i la b le  
a n d  w o u ld  m a k e  a  re a s o n a b le  e s t im a te  p r a c t ic a b le ,  p r o 
v is io n  in  th e  in c o m e  a c c o u n t f o r  a n  e s t im a te d  r e fu n d  
a f fe c t in g  th e  c u r r e n t  y e a r ’ s o p e ra t io n s  is  c a lle d  f o r .  I n  
cases in  w h ic h  a  re a s o n a b le  e s t im a te  c a n n o t b e  m a d e , as  
w h e re  th e  e f fe c t  o f  a  n e w  o r  a m e n d e d  r e n e g o t ia t io n  a c t

1 The material included in this section was drawn prim arily from ARB 
43, Chapter 11, Section B, R enego tia tion . Paragraph 8 of that bulletin was 
superseded by APB Opinion No. 11, effective fo r fiscal periods beginning 
after December 31, 1967.

2 The comments in this section are considered to be applicable also to
price redetermination estimated to result in retroactive price reduction.
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c a n n o t b e  f o r e to ld  w i t h i n  re a s o n a b le  l im i t s  o r  w h e re  a  
c o m p a n y  is  f a c in g  r e n e g o t ia t io n  f o r  th e  f i r s t  t im e  a n d  n o  
r e l ia b le  p re c e d e n t is  a v a i la b le ,  d is c lo s u re  o f  th e  i n a b i l i t y ,  
b e ca u se  o f  th e s e  c irc u m s ta n c e s , to  d e te rm in e  r e n e g o t ia t io n  
e ffe c ts  a n d  o f  th e  c o n s e q u e n t u n c e r ta in t ie s  i n  th e  f in a n c ia l  
s ta te m e n ts  is  n e c e s s a ry .

.05  I n  a d d i t io n  t o  a n y  p r o v is io n  m a d e  i n  th e  a c 
c o u n ts , d is c lo s u re  b y  fo o tn o te  o r  o th e rw is e  m a y  b e  r e 
q u ir e d  as to  th e  u n c e r ta in t ie s ,  t h e i r  s ig n if ic a n c e ,  a n d  th e  
b a s is  u s e d  in  d e te r m in in g  th e  a m o u n t  o f  th e  p r o v is io n ,  
s u c h  a s  th e  p r i o r  y e a r s ’ e x p e r ie n c e  o f  th e  c o n t r a c to r  o r  
o f  s im i la r  c o n t r a c to r s  i f  t h e i r  e x p e r ie n c e  is  a v a i la b le  a n d  
is  u se d , r e n e g o t ia t io n  d is c u s s io n s  r e la t in g  t o  th e  c u r r e n t  
y e a r ,  e tc . S u c h  d is c lo s u re  m a y  b e  h e lp f u l  i n  in f o r m in g  
s h a re h o ld e rs  o r  o th e r  in te r e s te d  p e rs o n s  as  t o  th e  c o m 
p a n y ’ s s ta tu s  u n d e r  th e  r e n e g o t ia t io n  la w .  I t  s h o u ld  a ls o  
be  re c o g n iz e d  t h a t ,  i f  c o n d it io n s  c h a n g e , th e  r e s u lts  o f  a  
p r io r - y e a r  d e te r m in a t io n  o r  s e t t le m e n t  a re  n o t ,  i n  m o s t  
cases, in d ic a t iv e  o f  th e  a m o u n t  p r o b a b ly  r e fu n d a b le  f o r  
th e  c u r r e n t  y e a r .

TREATMENT IN FINANCIAL STATEMENTS

.06  P r o v is io n s  m a d e  f o r  r e n e g o t ia t io n  r e fu n d s  s h o u ld  
b e  in c lu d e d  i n  th e  b a la n c e  s h e e t a m o n g  th e  c u r r e n t  l i a 
b i l i t ie s .

.07  A c c o u n t in g  t r e a tm e n t  i n  th e  in c o m e  s ta te m e n t  
s h o u ld  c o n fo rm  to  th e  c o n c e p t t h a t  p r o f i t  is  d e e m e d  to  b e  
re a liz e d  w h e n  a  s a le  in  th e  o r d in a r y  c o u rs e  o f  b u s in e s s  is  
e ffe c te d , u n le s s  th e  c irc u m s ta n c e s  a re  su c h  t h a t  c o lle c t io n  
o f  th e  sa le s  p r ic e  is  n o t  r e a s o n a b ly  a s s u re d .3 R e n e g o t ia 
t io n  r e fu n d s  a re  c o m m o n ly  r e fe r r e d  to  as in v o lv in g  a  
r e fu n d  o f  “ e x c e s s iv e  p r o f i t s ” ; r e a l is t ic a l ly ,  h o w e v e r ,  r e 
n e g o t ia t io n  in v o lv e s  a n  a d ju s tm e n t  o f  th e  o r ig in a l  c o n 
t r a c t  o r  s e l l in g  p r ic e .  S in c e  a  p r o v is io n  f o r  r e n e g o t ia t io n  
r e fu n d  in d ic a te s  t h a t  th e  c o lle c t io n ,  o r  r e te n t io n ,  o f  th e  
s e l l in g  p r ic e  is  n o t  re a s o n a b ly  a s s u re d , th e  p r o v is io n  
s h o u ld  p r e fe r a b ly  be  t r e a te d  in  th e  in c o m e  s ta te m e n t as  
a  d e d u c t io n  f r o m  sa les . B e c a u s e  o f  th e  in te r r e la t io n s h ip  
o f  r e n e g o t ia t io n  a n d  ta x e s  o n  in c o m e , th e  p r o v is io n  f o r  
s u c h  ta x e s  s h o u ld  th e n  b e  c o m p u te d  a c c o r d in g ly .  1

3 See section 4010.
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RENEGOTIATION REFUNDS FOR PRIOR YEARS

.08 A  f u r t h e r  q u e s t io n  a r is e s  w h e re  a  r e n e g o t ia t io n  
r e fu n d  a p p lic a b le  t o  a  p a r t i c u la r  y e a r  is  m a d e  i n  a n  a m o u n t  
m a t e r ia l ly  d i f f e r e n t  f r o m  th e  p r o v is io n  m a d e  i n  th e  f in a n 
c ia l  s ta te m e n ts  o r ig in a l l y  is s u e d  f o r  s u c h  y e a r .  T h e  c o m 
m it te e  re c o m m e n d s  t h a t  th e  d if fe re n c e  b e tw e e n  th e  re n e 
g o t ia t io n  r e fu n d  a n d  th e  p r o v is io n  t h e r e f o r  b e  s h o w n  i n  
th e  c u r r e n t  in c o m e  s ta te m e n t.  (S e e  s e c tio n  201 2 .1 0 -.1 2 .) 
[ A s  a m e n d e d , e f fe c t iv e  f o r  f is c a l p e r io d s  b e g in n in g  a f t e r  
D e c e m b e r  31, 1966, b y  A P B  O p in io n  N o . 9 . ]  [ A s  a m e n d e d , 
e f fe c t iv e  f o r  e v e n ts  a n d  t r a n s a c t io n s  o c c u r r in g  a f t e r  S e p 
te m b e r  30, 1973, b y  A P B  O p in io n  N o . 3 0 .] [A s  a m e n d e d ,  
e f fe c t iv e  f o r  f in a n c ia l  s ta te m e n ts  f o r  f is c a l y e a rs  b e g in n in g  
a f t e r  O c to b e r  15, 1977, b y  F A S B  S ta te m e n t N o . 1 6 .]
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AC Section 4043
Terminated War and 
Defense Contracts
[Source: ARB No. 43 , Chop. 11C.]

Issue date, unless 
otherwise indicated:
June, 1953

.01 T h is  s e c t io n  d e a ls  w i t h  p ro b le m s  in v o lv e d  i n  a c 
c o u n t in g  f o r  f ix e d - p r ic e  w a r  a n d  d e fe n s e  s u p p ly  c o n tr a c ts  
te r m in a te d ,  in  w h o le  o r  in  p a r t ,  f o r  th e  c o n v e n ie n c e  o f  th e  
g o v e rn m e n t .  I t  d oe s  n o t  d e a l s p e c if ic a l ly  w i t h  te r m in a te d  
c o s t-p lu s - f ix e d - fe e  c o n t r a c ts  n o r  w i t h  c o n tra c ts  f o r  f a c i l i 
t ie s  o r  s e rv ic e s . H o w e v e r ,  th e  c o n c lu s io n s  re a c h e d  h e r e in  
m a y  s e rv e  as  g u id e s  f o r  th e  a c c o u n t in g  a p p lic a b le  to  su c h  
s p e c ia l c o n tra c ts .  T e r m in a t io n s  f o r  d e fa u l t  o f  th e  c o n tr a c 
t o r  in v o lv e  p ro b le m s  o f  a  d i f f e r e n t  n a tu r e  a n d  a re  n o t  
c o n s id e re d  h e re .

.02  E x c e p t  w h e re  th e  t e x t  c le a r ly  in d ic a te s  o th e rw is e ,  
th e  t e r m  contractor is  u s e d  to  d e n o te  e i t h e r  a  p r im e  c o n 
t r a c t o r  o r  a  s u b c o n tra c to r ,  a n d  th e  te r m  contract to  d e n o te  
e it h e r  a  p r im e  c o n t r a c t  o r  a  s u b c o n tra c t .

SUMMARY STATEMENT
.03 T h e  p r o f i t  o f  a  c o n t r a c to r  o n  a  f ix e d - p r ic e  s u p p ly  

c o n t r a c t  te r m in a te d  f o r  th e  c o n v e n ie n c e  o f  th e  g o v e rn m e n t  
a c c ru e s  as o f  th e  e f fe c t iv e  d a te  o f  te r m in a t io n .

.04  T h o s e  p a r t s  o f  th e  te r m in a t io n  c la im  w h ic h  a re  
r e a s o n a b ly  d e te rm in a b le  s h o u ld  b e  in c lu d e d  i n  f in a n c ia l  
s ta te m e n ts  a f t e r  t e r m in a t io n ; w h e n  th e  t o t a l  o f  th e  u n d e 
te r m in a b le  e le m e n ts  is  b e lie v e d  to  b e  m a te r ia l ,  f u l l  d is 
c lo s u re  o f  th e  e s s e n t ia l fa c ts  s h o u ld  b e  m a d e , b y  fo o tn o te  
o r  o th e rw is e .

.05 U n d e r  o r d in a r y  c irc u m s ta n c e s  th e  te r m in a t io n  
c la im  s h o u ld  be  c la s s if ie d  as  a  c u r r e n t  a s s e t a n d  u n le s s  
th e  a m o u n t  is  r e la t iv e ly  s m a ll  s h o u ld  be  s e p a ra te ly  d is 
c lo s e d .

.06  A d v a n c e s  re c e iv e d  o n  th e  c o n t r a c t  b e fo re  i t s  t e r 
m in a t io n  m a y  be  s h o w n  in  f in a n c ia l  s ta te m e n ts  a f t e r  t e r m i-
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n a t io n  as a  d e d u c t io n  f r o m  th e  c la im  re c e iv a b le  a n d  s h o u ld  
be  a p p r o p r ia te ly  e x p la in e d . L o a n s  n e g o t ia te d  o n  th e  se
c u r i t y  o f  th e  te r m in a t io n  c la im , h o w e v e r ,  s h o u ld  be  s h o w n  
as c u r r e n t  l ia b i l i t ie s .

.07  A l l  o f  th e  c o n t r a c t o r ’s o w n  c o s t a n d  p r o f i t  e le 
m e n ts  in c lu d e d  in  th e  te r m in a t io n  c la im  a re  p r e fe r a b ly  
a c c o u n te d  f o r  as a  s a le  a n d  i f  m a te r ia l  in  a m o u n t s h o u ld  
be  s e p a ra te ly  d is c lo s e d . T h e  c o s ts  a n d  e xp e n se s  c h a rg e a b le  
to  th e  c la im  m a y  th e n  be g iv e n  t h e i r  u s u a l c la s s if ic a t io n  in  
th e  a c c o u n ts .

.08  W h e n  in v e n t o r y  ite m s  w h o s e  c o s ts  a re  in c lu d e d  
i n  th e  te r m in a t io n  c la im  a re  s u b s e q u e n t ly  re a c q u ire d  b y  
th e  c o n t r a c to r  th e  r e a c q u is it io n  v a lu e  o f  th o s e  ite m s  s h o u ld  
be  re c o rd e d  as a  p u rc h a s e  a n d  a p p lie d ,  to g e th e r  w i t h  o th e r  
d is p o s a l c r e d its ,  a g a in s t  th e  te r m in a t io n  c la im  re c e iv a b le .

.09 S o  c a lle d  no-cost s e t t le m e n ts — th o s e  in  w h ic h  th e  
c o n t r a c to r  w a iv e s  th e  r ig h t  to  m a k e  a  c la im — r e s u lt  in  n o  
t r a n s a c t io n  w h ic h  c o u ld  be  re f le c te d  in  sa le s . T h e  c o s ts  
a p p lic a b le  to  th e  c o n t r a c t  m a y  be g iv e n  t h e i r  u s u a l c la s s i f i 
c a t io n  in  th e  a c c o u n ts ;  th e  in v e n t o r y  r e ta in e d  s h o u ld  n o t  
be  t r e a te d  as a  p u rc h a s e  b u t  s h o u ld  be  a c c o u n te d  f o r  
a c c o rd in g  to  th e  u s u a l m e th o d s  a n d  s ta n d a rd s  a p p lic a b le  
to  in v e n to r ie s .

DISCUSSION
.10 T e r m in a t io n  o f  w a r  a n d  d e fe n s e  c o n tr a c ts  f o r  th e  

c o n v e n ie n c e  o f  th e  g o v e rn m e n t  is  a  m e a n s  o f  a d ju s t in g  th e  
p r o d u c t io n  o f  m a te r ia ls  to  th e  v a r y in g  re q u ire m e n ts  o f  
th e  m i l i t a r y  s e rv ic e s . S in c e  te r m in a t io n s  t r a n s f e r  a c t iv e  
c o n tr a c ts  in  p ro c e s s  o f  e x e c u t io n  in t o  c la im s  in  p ro c e s s  o f  
l iq u id a t io n ,  th e y ,  l ik e  c o n t r a c t  r e n e g o t ia t io n s  a n d  c o s t-p lu s -  
f ix e d - fe e  c o n tra c ts ,  m a y  h a v e  im p o r t a n t  e f fe c ts  o n  th e  
f in a n c ia l  s ta te m e n ts  o f  d e fe n s e  c o n t r a c to r s .

When Profit Accrues
.11 A n  im p o r t a n t  p ro b le m  in v o lv e d  in  a c c o u n t in g  f o r  

th e  e f fe c t  o f  te r m in a t io n s  is  t h a t  o f  d e te r m in in g  th e  t im e  
a t  w h ic h  p r o f i t  e a rn e d  o n  th e  c o n t r a c t  s h o u ld  b e  re c o g n iz e d .
T h is  p ro b le m  is  s im i la r  t o  t h a t  d e s c r ib e d  i n  o th e r  s e c tio n s  
o n  r e n e g o t ia t io n  a n d  c o s t-p lu s - f ix e d - fe e  c o n t r a c ts  in  t h a t  
i t  in v o lv e s  a c c ru a l a t  a  s p e c if ic  d a te  o f  a n  e le m e n t o f  
p r o f i t  w h o s e  o r ig in a l  m e a s u re m e n t m a y  be  d i f f i c u l t  a n d
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w i l l  r e q u ir e  in fo r m e d  ju d g m e n t ,  a n d  w h o s e  f in a l  a m o u n t  
m a y  n o t  be d e te rm in e d  u n t i l  som e f u tu r e  p e r io d .

.12 T h re e  d a te s  h a v e  b e e n  m e n t io n e d  a s  d a te s  f o r  
th e  d e te r m in a t io n  o f  p r o f i t  f r o m  te r m in a te d  c o n t r a c ts :
( a )  th e  e f fe c t iv e  d a te  o f  t e r m in a t io n ;  ( b )  th e  d a te  o f  f in a l  
s e t t le m e n t ;  a n d  ( c )  so m e  in te r m e d ia te  d a te , s u c h  as  t h a t  
o n  w h ic h  th e  c la im  is  f in a l l y  p re p a re d  o r  f i le d .  T h e  e ffe c 
t iv e  d a te  o f  te r m in a t io n  is  th e  d a te  a t  w h ic h  th e  c o n t r a c to r  
a c q u ire s  th e  r ig h t  to  re c e iv e  p a y m e n t  o n  th e  te r m in a te d  
p o r t io n  o f  th e  c o n tr a c t .  T h is  d a te  is  a ls o , o f  th e  th re e ,  th e  
o n e  m o s t o b je c t iv e ly  d e te rm in e d .

.13 U n d e r  th e  a c c ru a l b a s is  o f  a c c o u n t in g  re c o g n i
t io n  is  g iv e n  to  re v e n u e s  a n d  e x p e n se s , to  th e  f u l le s t  e x te n t  
p o s s ib le , in  th e  p e r io d  to  w h ic h  th e y  r e la te .  P r o f i t  o n  a  
c o n t r a c t  o f  s a le  is  o r d in a r i l y  ta k e n  in t o  a c c o u n t u p o n  d e 
l i v e r y  o r  p e r fo rm a n c e .  H o w e v e r ,  a s  s ta te d  in  s e c t io n  4041  
i t  is  a  g e n e r a l ly  a c c e p te d  a c c o u n t in g  p ro c e d u re  to  a c c ru e  
re v e n u e s  u n d e r  c e r ta in  ty p e s  o f  c o n tra c ts ,  a n d  th e r e b y  
re c o g n iz e  p ro f i ts ,  o n  th e  b a s is  o f  p a r t ia l  p e r fo rm a n c e  
w h e re  th e  c irc u m s ta n c e s  a re  s u c h  t h a t  t o t a l  p r o f i t  c a n  
b e  e s t im a te d  w i t h  re a s o n a b le  a c c u ra c y  a n d  u l t im a t e  r e a l i 
z a t io n  is  re a s o n a b ly  a s s u re d . T h u s ,  th e  a c c ru a l o f  p r o f i t  
u n d e r  a  c o s t-p lu s - f ix e d - fe e  c o n t r a c t  is  re c o g n iz e d  a s  th e  
fe e  b e co m e s  b i l la b le  r a th e r  th a n  w h e n  i t  is  a c tu a l ly  b i l le d .
U p o n  te r m in a t io n  o f  a  c o n t r a c t  th e  c o n t r a c to r  a c q u ire s  a  
c la im  f o r  f a i r  c o m p e n s a t io n ; th e  g o v e rn m e n t  re s e rv e s  th e  
o p t io n  o f  a c q u ir in g  a n y  o f  th e  in v e n to r ie s  f o r  w h ic h  th e  
c o n t r a c to r  m a k e s  c la im  u n d e r  th e  te r m in a te d  c o n tra c t .  
E x c e p t  to  e f fe c t  s e t t le m e n ts  a n d  to  p r o te c t  a n d  d is p o s e  
o f  p r o p e r t y ,  th e  e xp e n s e s  o f  w h ic h  a re  re im b u rs a b le ,  
th e  c o n t r a c to r  n e e d  p e r fo r m  n o  f u r t h e r  s e rv ic e  u n d e r  a  
te r m in a te d  c o n t r a c t  i n  o r d e r  t o  e n fo rc e  h is  c la im . I t  f o l 
lo w s  t h a t  a n y  p r o f i t  a r is in g  o u t  o f  su c h  a  c o n t r a c t  a c c ru e s  
a t  th e  e f fe c t iv e  d a te  o f  te r m in a t io n  a n d , i f  th e  a m o u n t  c a n  
be  re a s o n a b ly  a s c e r ta in e d ,  s h o u ld  be  re c o rd e d  a t  t h a t  t im e .

Determination o f Claim
.14 P r a c t ic a l  a p p l ic a t io n  o f  th e  a c c ru a l p r in c ip le  to  

th e  a c c o u n t in g  f o r  te r m in a te d  w a r  a n d  d e fe n s e  c o n tra c ts  
re s ts  u p o n  th e  p o s s ib i l i t y  o f  m a k in g  a  re a s o n a b le  e s t im a te  
o f  th e  a m o u n t o f  th e  te r m in a t io n  c la im  b e fo re  i t s  f in a l  
d e te r m in a t io n  b y  s e t t le m e n t.  T h is  in v o lv e s  tw o  p r in c ip a l
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c o n s id e r a t io n s :  ( 1 )  w h e th e r  th e  c o s ts  o f  th e  c o n t r a c to r  c a n  
be  d e te rm in e d  w i t h  re a s o n a b le  a c c u ra c y  a n d  ( 2 )  w h e th e r  
th e  a m o u n t o f  p r o f i t  to  be  re a liz e d  c a n  be  e s t im a te d  c lo s e ly  
e n o u g h  to  j u s t i f y  in c lu s io n  in  th e  a c c o u n ts .

.15 T h e  v a r io u s  a c ts  a n d  r e g u la t io n s ,  in c lu d in g  a  
s ta te m e n t o f  p r in c ip le s  f o r  d e te r m in in g  c o s ts  a n d  c e r ta in  
t e r m in a t io n  c o s t m e m o ra n d u m s , d e s c r ib e  in  g e n e ra l te rm s  
th e  c o s ts  a n d  e xp e n se s  w h ic h  a re  to  b e  ta k e n  in t o  a c c o u n t  
i n  a r r i v in g  a t  f a i r  c o m p e n s a t io n , as w e l l  as  c e r ta in  c o s ts  
w h ic h  a re  n o t  a llo w a b le ,  a n d  e s ta b l is h  u n i f o r m  te r m in a t io n  
p o lic ie s  a n d  p ro c e d u re s .

.16 W h i le  th e  t o t a l  c la im ,  a n d  p a r t i c u la r l y  th e  p r o f i t  
a llo w a n c e , is  s u b je c t  t o  n e g o t ia t io n ,  th e  te r m in a t io n  a r t i 
c le s  p r o v id e  f o r  a  f o r m u la  s e t t le m e n t  a l lo w in g  d e f in ite  p e r 
c e n ta g e s  o f  p r o f i t  b a s e d  o n  c o s ts  i n  th e  e v e n t  o f  th e  f a i lu r e  
o f  n e g o t ia t io n s .  T h is  in  e f fe c t  f ix e s  a  m in im u m  e x p e c ta 
t io n  o f  p r o f i t  a llo w a n c e  s in c e  th e  f o r m u la  p e rc e n ta g e s  h a v e  
a ls o  b e e n  re c o g n iz e d  b y  r e g u la t io n  a s  a  b a s is  o f  n e g o t i
a t in g  s e t t le m e n t  i n  th e  e v e n t  o f  f a i lu r e  b y  th e  p a r t ie s  t o  
a g re e  o n  a n y  o th e r  b a s is . T h e  sa m e  r e g u la t io n s  g iv e  o th e r  
g u id e s  f o r  e s t im a t in g  a  f a i r  p r o f i t  a llo w a n c e , w h ic h  i n  som e  
cases m a y  b e  g r e a te r  th a n  th e  a m o u n t  c o m p u te d  b y  th e  
f o r m u la  p e rc e n ta g e s . W h e n  th e  c o n t r a c to r ,  b e ca u se  o f  
la c k  o f  p r i o r  n e g o t ia t io n  e x p e r ie n c e  o r  u n c e r ta in t y  a s  t o  
th e  a p p l ic a t io n  o f  th e  p r in c ip le s  o f  th e s e  r e g u la t io n s  t o  a  
p a r t i c u la r  case, is  u n a b le  to  d e te rm in e  a  m o re  a p p r o p r i 
a te  p r o f i t  a llo w a n c e , h e  m a y  a c c ru e  th e  m in im u m  a m o u n t  
d e te rm in e d  b y  th e  fo r m u la  p e rc e n ta g e s .

.17  T h e  p r o f i t  t o  be  in c lu d e d  i n  th e  a c c o u n ts  o f  th e  
c o n t r a c to r  u p o n  te r m in a t io n  is  th e  d if fe re n c e  b e tw e e n  ( a )  
th e  a m o u n t  o f  h is  re c o rd e d  c la im  a n d  ( b )  th e  t o t a l  o f  th e  
in v e n to r y ,  d e fe r r e d  a n d  c a p ita l iz e d  ite m s , a n d  o th e r  c o s ts  
a p p lic a b le  t o  th e  te r m in a te d  c o n t r a c t  a s  th e y  a re  c u r r e n t ly  
in c lu d e d  i n  h is  a c c o u n ts . T h is  p r o f i t  m a y  e x c e e d  th e  
a m o u n t  s p e c if ie d  a s  p r o f i t  i n  th e  c la im  b e c a u s e  c o s ts  a p p l i 
c a b le  t o  th e  te r m in a te d  p o r t io n  o f  th e  c o n t r a c t  m a y  b e  
a llo w a b le  i n  th e  c la im  e v e n  th o u g h  th e y  m a y  h a v e  b e e n  
p r o p e r ly  w r i t t e n  o f f  as in c u r r e d  i n  p r i o r  p e r io d s .

.18  I n  so m e  cases i t  w i l l  b e  im p o s s ib le  t o  m a k e  a  re a 
s o n a b le  e s t im a te  o f  a  t e r m in a t io n  c la im  i n  t im e  f o r  in c lu 
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s io n  i n  th e  f in a n c ia l  s ta te m e n ts  o f  th e  p e r io d  i n  w h ic h  th e  
t e r m in a t io n  o c c u rs . E f f e c t  m a y  th e n  h e  g iv e n  i n  th e  s ta te 
m e n ts  t o  th o s e  p a r ts  o f  th e  te r m in a t io n  c la im  w h ic h  a re  d e 
te r m in a b le  w i t h  re a s o n a b le  c e r ta in t y  a n d  d is c lo s u re  m a d e , 
b y  fo o tn o te  o r  o th e rw is e ,  o f  th e  s ta tu s  o f  th e  re m a in d e r .

.19 W h e n  th e  c o n t r a c t o r ’ s c la im  in c lu d e s  i te m s  o f  
k n o w n  c o n t r o v e r s ia l  n a tu re  i t  s h o u ld  be  s ta te d  a t  th e  
a m o u n t  e s t im a te d  t o  be  c o lle c t ib le .  W h e n  a  p a r t ic u la r  
t e r m in a t io n  c la im  o r  p a r t  th e r e o f  is  so u n c e r ta in  in  a m o u n t  
t h a t  i t  c a n n o t be  re a s o n a b ly  e s t im a te d ,  i t  is  p re fe r a b le  n o t  
t o  g iv e  e f fe c t  t o  t h a t  p a r t  o f  th e  c la im  i n  th e  f in a n c ia l  s ta te 
m e n ts ;  b u t  i f  th e  t o t a l  o f  s u c h  u n d e te rm in a b le  e le m e n ts  is  
m a te r ia l ,  th e  c irc u m s ta n c e s  s h o u ld  b e  d is c lo s e d  i n  s ta te 
m e n ts  is s u e d  b e fo re  th e  re m o v a l o f  th e  u n c e r ta in ty .  I n  
a n  e x tre m e  case  in v o lv in g  u n d e te rm in a b le  c la im s , c o n s id 
e r a t io n  s h o u ld  b e  g iv e n  t o  d e la y in g  th e  is s u a n c e  o f  f in a n 
c ia l  s ta te m e n ts  u n t i l  n e c e s s a ry  d a ta  a re  a v a i la b le .

Presentation in Financial Statements
.20  T e r m in a t io n  h a s  th e  e f fe c t  o f  c o n v e r t in g  a n  a c 

t i v e  c o n t r a c t  i n  p ro c e s s  in t o  a  c la im ,  o r ,  f r o m  a n  a c c o u n t
in g  s ta n d p o in t ,  f r o m  in v e n to r ie s  a n d  o th e r  c h a rg e s  in t o  
a n  a c c o u n t re c e iv a b le . T h is  r e c e iv a b le  a r is e s  i n  th e  r e g u 
l a r  c o u rs e  o f  b u s in e s s ; i t  is  p a r t  o f  th e  w o r k in g  c a p i ta l ;  
a n d  i n  v ie w  o f  th e  p r o v is io n s  m a d e  f o r  f in a n c ia l  a s s is ta n c e  
t o  th e  c o n t r a c to r  d u r in g  th e  p e r io d  o f  te r m in a t io n ,  c o lle c 
t io n  in  la r g e  p a r t  m a y  b e  e x p e c te d  w i t h i n  a  r e la t iv e ly  s h o r t  
t im e .  T h e  te r m in a t io n  c la im  s h o u ld  th e r e fo r e  b e  c la s s if ie d  
a s  a  c u r r e n t  asse t, u n le s s  th e r e  is  a n  in d ic a t io n  o f  e x te n d e d  
d e la y ,  s u c h  a s  s e r io u s  d is a g re e m e n t p o in t in g  t o  p ro b a b le  l i t i 
g a t io n ,  w h ic h  w o u ld  e x c lu d e  i t  f r o m  t h is  c la s s if ic a t io n .

.21 A l t h o u g h  a  c la im  m a y  b e  c o m p o s e d  o f  s e v e ra l 
e le m e n ts  re p re s e n t in g  re im b u rs a b le  i te m s  o f  s p e c ia l e q u ip 
m e n t,  d e fe r r e d  c h a rg e s , in v e n to r ie s ,  a n d  o th e r  ite m s , as  
w e l l  a s  c la im s  f o r  p r o f i t ,  i t  is  p re fe r a b le  t o  r e c o rd  th e  c la im  
i n  o n e  a c c o u n t. W h e n  th e  t o t a l  o f  te r m in a t io n  c la im s  is  
m a te r ia l  i t  s h o u ld  b e  d is c lo s e d  s e p a ra te ly  f r o m  o th e r  r e 
c e iv a b le s . I t  is  a ls o  d e s ira b le  t o  s e g re g a te  c la im s  d i r e c t ly  
a g a in s t  th e  g o v e rn m e n t f r o m  c la im s  a g a in s t  o th e r  c o n tra c 
to r s  w h e re  th e  a m o u n ts  a re  s ig n i f ic a n t .

.22  T o  a s s u re  a d e q u a te  f in a n c ia l  a s s is ta n c e  to  c o n 
t r a c to r s ,  th e  a c ts  p r o v id e  i n  som e  cases f o r  p a r t i a l  p a y 
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m e n ts  a n d  i n  o th e rs  f o r  s u c h  p a y m e n ts  o r  g u a ra n te e d  lo a n s  
f r o m  th e  e f fe c t iv e  d a te  o f  t e r m in a t io n  u n t i l  f in a l  s e t t le 
m e n t.  P a r t ia l  p a y m e n ts  a re , o f  c o u rs e , t o  be  re c o rd e d  a s  
r e d u c t io n s  o f  th e  te r m in a t io n  c la im  re c e iv a b le .  T e r m in a 
t io n  lo a n s , o n  th e  o th e r  h a n d , a re  d e f in ite  l i a b i l i t i e s  to  t h i r d  
p a r t ie s ,  e v e n  th o u g h  g u a ra n te e d  i n  w h o le  o r  i n  p a r t  b y  
th e  g o v e rn m e n t ,  a n d  a c c o r d in g ly  s h o u ld  be  s h o w n  i n  th e  
b a la n c e  s h e e t a s  l ia b i l i t i e s ,  w i t h  a p p r o p r ia te  c ro s s - re fe r 
ence  t o  th e  re la te d  c la im  o r  c la im s . W h e n  a  te r m in a te d  
c o n t r a c t  i s  o n e  o n  w h ic h  a d v a n c e  p a y m e n ts  h a d  p r e v io u s ly  
b e e n  re c e iv e d , th e  f in a n c ia l  s ta te m e n ts  o f  th e  c o n t r a c to r  
is s u e d  b e fo re  f in a l  c o lle c t io n  o f  th e  c la im  o r d in a r i l y  s h o u ld  
r e f le c t  a n y  b a la n c e  o f  th o s e  a d v a n c e s  d is c lo s e d  as d e d u c 
t io n s  f r o m  th e  c la im  re c e iv a b le .1 F in a n c ia l  s ta te m e n ts  is 
s u e d  b e fo re  th e  te r m in a t io n  c la im  is  r e c o rd e d  s h o u ld  
d is c lo s e , b y  fo o tn o te  o r  o th e rw is e ,  th e  r e la t io n s h ip  o f  s u c h  
l i a b i l i t i e s  t o  a  p o s s ib le  te r m in a t io n  c la im  re c e iv a b le .

.23 O r d in a r i ly ,  a  te r m in a t io n  w i l l  r e s u l t  i n  th e  cessa
t io n  o f  a  c o n t r a c t o r ’s a c t i v i t y  t h r o u g h  w h ic h  m a te r ia ls  o r  
s e rv ic e s  h a v e  b e e n  s u p p lie d  u n d e r  th e  c o n t r a c t  a n d  o f  th e  
r e la te d  t r a n s a c t io n s  w h ic h  h a v e  b e e n  re f le c te d  in  th e  c o n 
t r a c t o r ’s in c o m e  a c c o u n ts  a s  sa le s  a n d  c o s t e le m e n ts . I n  
e ffe c t,  t e r m in a t io n  p o l ic ie s  a n d  p ro c e d u re s  p r o v id e  a  b a s is  
u p o n  w h ic h  th e  c o n t r a c t o r ’s c o s ts  i n  p ro c e s s  m a y  b e c o m e  
th e  e le m e n ts  o f  a  f in a l  sa le  u n d e r  th e  te r m in a te d  p o r t io n  
o f  th e  c o n tr a c t .  A c c o r d in g ly ,  th e  a m o u n t  o f  th e  c o n tr a c 
t o r ’ s te r m in a t io n  c la im  r e p re s e n t in g  h is  c o s t a n d  p r o f i t  e le 
m e n ts  s h o u ld  b e  t r e a te d  a s  a  s a le  a n d  th e  co s ts  a n d  e xp e n se s  
c h a rg e a b le  t o  th e  c la im  g iv e n  t h e i r  u s u a l c la s s if ic a t io n  i n  
th e  in c o m e  s ta te m e n t.  B e c a u s e  th e s e  te r m in a t io n  sa le s  a re  
o f  a  s p e c ia l ty p e ,  t h e i r  f in a n c ia l  r e s u lts  s h o u ld  n o t  b e  a p 
p ra is e d  i n  th e  sa m e  m a n n e r  a s  a re  th o s e  o f  r e g u la r  sa le s  a n d  
th e y  s h o u ld , i f  m a te r ia l  i n  a m o u n t,  b e  s e p a ra te ly  d is c lo s e d  
i n  th e  in c o m e  s ta te m e n t.  A n y  ite m s  w h ic h  th e  c o n t r a c to r  
chooses  t o  r e ta in  w i t h o u t  c la im  f o r  c o s t o r  lo s s  a re , o f  
c o u rs e , n o t  s o ld  b u t  re m a in  a s  in v e n t o r y  o r  d e fe r r e d  c h a rg e s  
i n  th e  c o n t r a c t o r ’s a c c o u n ts .

Claims o f Subcontractors
.24  T h e  te r m  subcontractor’s claims a s  u s e d  i n  c o n 

n e c t io n  w i t h  te r m in a te d  c o n t r a c ts  r e fe r s  t o  th o s e  o b l ig a -

1 See section  4041.22.
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t io n s  o f  a  c o n t r a c to r  t o  a  s u b c o n t r a c to r  w h ic h  a r is e  f r o m  
th e  s u b c o n t r a c to r ’ s c o s ts  in c u r r e d  th r o u g h  t ra n s a c t io n s  
w h ic h  w e re  r e la te d  to  th e  c o n t r a c t  te r m in a te d  b u t  d id  n o t  
r e s u l t  i n  th e  t r a n s fe r  o f  b i l la b le  m a te r ia ls  o r  s e rv ic e s  to  
th e  c o n t r a c to r  b e fo re  te r m in a t io n .  O th e r  o b l ig a t io n s  o f  a  
c o n t r a c to r  to  a  s u b c o n tra c to r ,  a r is in g  th r o u g h  t r a n s a c t io n s  
b y  w h ic h  m a te r ia ls  o r  s e rv ic e s  o f  th e  s u b c o n tr a c to r  a re  f u r 
n is h e d  o r  s u p p lie d  to  th e  c o n t r a c to r ,  a re  c o n s id e re d  to  b e  
l i a b i l i t i e s  in c u r r e d  i n  th e  o r d in a r y  c o u rs e  o f  b u s in e s s  a n d  
a re  n o t  in c lu d e d  i n  th e  te r m  claims of subcontractors.

.25  T h e  te r m in a t io n  a r t ic le s  p r o v id e  th a t ,  f o l lo w in g  
th e  te r m in a t io n  o f  a  c o n tr a c t ,  th e  c o n t r a c to r  s h a l l  s e tt le ,  
w i t h  th e  a p p r o v a l o r  r a t i f i c a t io n  o f  th e  c o n t r a c t in g  o ff ic e r  
w h e n  n e c e s s a ry , a l l  c la im s  o f  s u b c o n tra c to rs  a r is in g  o u t  o f  
th e  t e r m in a t io n ;  a n d  t h a t  th e  c o n t r a c to r  s h a l l  be  p a id ,  as  
p a r t  o f  h is  s e t t le m e n t,  th e  c o s t o f  s e t t l in g  a n d  p a y in g  c la im s  
a r is in g  o u t  o f  th e  s to p p a g e  o f  w o r k  u n d e r  s u b c o n tra c ts  
a ffe c te d  b y  th e  te r m in a t io n .  W h i le  a  c o n t r a c to r  o r d in a r i l y  
is  l ia b le  t o  h is  s u b c o n tra c to r s  o r  s u p p lie r s  f o r  su c h  o b l ig a 
t io n s ,  th e  a m o u n ts  d u e  th e m  a re  a n  e le m e n t in  h is  te r m in a 
t i o n  c la im  a n d  o f te n  a re  n o t  p a id  to  th e m  u n t i l  a f t e r  h is  
c la im  h a s  bee n  s e tt le d . H e  o f te n  h a s  n o  c o n t r o l  o v e r  th e  
f i l i n g  o f  s u b c o n t r a c to r s ’ c la im s  a n d  m a y  n o t  k n o w  t h e i r  
a m o u n t  u n t i l  som e t im e  a f t e r  th e  te r m in a t io n  d a te  o r  
e v e n  u n t i l  som e t im e  a f t e r  h e  h a s  f i le d  a n d  re c e iv e d  p a y 
m e n t  f o r  h is  o w n  c la im .

.26 T h e  p o s s ib i l i t y  t h a t  a  c o n t r a c to r  m a y  s u f fe r  lo s s  
t h r o u g h  f a i lu r e  to  re c o v e r  th e  a m o u n t  o f  h is  l i a b i l i t y  o n  s u b 
c o n t r a c to r s ’ c la im s  a r is e s  p r in c ip a l l y  f r o m  o v e r c o m m it 
m e n ts , e r r o r s  in  o rd e r in g ,  a n d  s im i la r  causes. P r o v is io n  
s h o u ld  b e  m a d e  in  h is  a c c o u n ts  f o r  lo sse s  o f  th is  c h a ra c 
t e r  w h ic h  a re  k n o w n  o r  b e lie v e d  to  be  p ro b a b le .

.27  A l t h o u g h  th e  p r in c ip le  t h a t  l i a b i l i t i e s  m a y  n o t  be  
o f fs e t  a g a in s t  asse ts  i n  th e  f in a n c ia l  s ta te m e n ts  is  g e n e r a l ly  
a p p ro v e d  b y  a c c o u n ta n ts ,  th e re  is  n o  g e n e ra l a g re e m e n t  
a s  t o  th e  a c c o u n t in g  t r e a tm e n t  t o  be  a c c o rd e d  s u b c o n tra c 
t o r s ’ c la im s  w h ic h  a re  e x p e c te d  to  b e  f u l l y  re c o v e ra b le .
T o  th e  e x te n t  t h a t  a  s u b c o n t r a c to r ’ s c la im  is  c o n s id e re d  
t o  b e  u n re c o v e ra b le  n o  d if fe re n c e  o f  o p in io n  e x is ts ;  th e  
l i a b i l i t y  s h o u ld  be  re c o rd e d  a n d  p r o v is io n  m a d e  f o r  a n y  
c o n te m p la te d  lo ss . T h e  d if fe re n c e  o f  o p in io n  r e la te s  t o  
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th o s e  s u b c o n t r a c to r s ’ c la im s  w h ic h  a re  d e e m e d  t o  b e  f u l l y  
re c o v e ra b le .

.28  S o m e  a c c o u n ta n ts  b e lie v e  t h a t  th e  e f fe c t  o f  th e  
v a r io u s  a c ts  a n d  r e g u la t io n s  is  to  e s ta b l is h  a  r e la t io n s h ip  
b e tw e e n  th e  c la im s  o f  s u b c o n tra c to r s  a n d  th e  r e s u l t in g  
r i g h t  o f  th e  c o n t r a c to r  u n d e r  h is  o w n  t e r m in a t io n  c la im  
w h ic h  d i f f e r s  f r o m  a n  o r d in a r y  c o m m e rc ia l r e la t io n s h ip  a n d  
ju s t i f ie s  t h e i r  o m is s io n  f r o m  th e  a c c o u n ts . R e c o v e ra b le  
s u b c o n t r a c to r s ’ c la im s  a re  th u s  s a id  t o  b e  i n  th e  n a tu r e  o f  
c o n t in g e n t  l i a b i l i t i e s ,  w h ic h  a re  c u s to m a r i ly  o m it te d  f r o m  
th e  a c c o u n ts  e x c e p t w h e re  a  lo s s  is  e x p e c te d . C o n t in g e n t  
l i a b i l i t i e s  m a y  b e  d is c lo s e d  in  th e  f in a n c ia l  s ta te m e n ts  
w i t h o u t  r e c o r d in g  th e m  as a sse ts  a n d  l ia b i l i t i e s ,  a n d  e v e n  
w h e n  th e y  a re  re c o rd e d  i t  is  c u s to m a r y  a c c o u n t in g  p r a c 
t ic e  t o  s h o w  th e m  o n  th e  b a la n c e  s h e e t a s  d e d u c t io n s  f r o m  
th e  r e la te d  c o n t in g e n t  a sse ts  so  t h a t  n o  e f fe c t  u p o n  f in a n 
c ia l  r a t io s  a n d  r e la t io n s h ip s  re s u lts .

.29  O th e r  a c c o u n ta n ts  b e l ie v e  t h a t  th e  n a tu r e  o f  a n  
o b l ig a t io n  t o  a  s u b c o n t r a c to r  is  t h a t  o f  a n  o r d in a r y  l i a 
b i l i t y ,  e v e n  th o u g h  i t  m a y  a r is e  th r o u g h  th e  te r m in a t io n  
o f  a  w a r  o r  d e fe n s e  c o n tr a c t ,  a n d  t h a t  th e  c o n t r a c t o r ’s 
t e r m in a t io n  c la im  re c e iv a b le ,  a l th o u g h  r e la te d  t o  th e  s u b 
c o n t r a c t o r ’ s c la im ,  is  t o  be  a c c o u n te d  f o r  in d e p e n d e n t ly  
as a n  a sse t. T h is  g ro u p  b e lie v e s  t h a t  a l l  s u b c o n t r a c to r s ’ 
c la im s , t o  th e  e x te n t  t h a t  t h e y  a re  re a s o n a b ly  a s c e r ta in 
a b le , s h o u ld  be  re c o rd e d  i n  th e  a c c o u n ts  a n d  d is p la y e d  i n  
th e  c o n t r a c t o r ’ s b a la n c e  s h e e t a s  c u r r e n t  l ia b i l i t i e s ,  a n d  
t h a t  th e  a m o u n ts  re c o v e ra b le  b y  th e  c o n t r a c to r  s h o u ld  b e  
in c lu d e d  i n  h is  te r m in a t io n  c la im  re c e iv a b le .  T o  th e  e x 
t e n t  t h a t  th e  a m o u n ts  o f  s u b c o n t r a c to r s ’ c la im s  a re  n o t  
r e a s o n a b ly  d e te rm in a b le ,  d is c lo s u re  b y  fo o tn o te  o r  o th e r 
w is e  i n  th e  f in a n c ia l  s ta te m e n ts  is  b e l ie v e d  t o  b e  a d e q u a te .

.30  B e c a u s e  o f  th e  m e r i t s  a n d  p re v a le n c e  o f  th e s e  
a l t e r n a t iv e  v ie w s , th e  c o m m it te e  e x p re s s e s  n o  p re fe re n c e  
f o r  e i t h e r  t r e a tm e n t  a n d  c o n s id e rs  e i t h e r  t o  be  a c c e p ta b le .

Disposal Credits
.31 D is p o s a l c r e d i t s  a re  a m o u n ts  d e d u c te d  f r o m  th e  

c o n t r a c t o r ’ s te r m in a t io n  c la im  r e c e iv a b le  b y  re a s o n  o f  h is  
r e te n t io n ,  o r  s a le  t o  o u ts id e rs ,  o f  s o m e  o r  a l l  o f  th e  t e r m i 
n a t io n  in v e n t o r y  f o r  w h ic h  c la im  w a s  m a d e . I n  th e  case  
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o f  i te m s  re ta in e d ,  e i t h e r  as  s c ra p  o r  f o r  u se  b y  th e  c o n 
t r a c t o r ,  th e  a m o u n t  o f  th e  c r e d i t  is  d e te rm in e d  b y  a g re e 
m e n t  b e tw e e n  th e  c o n t r a c to r  a n d  a  r e p re s e n ta t iv e  o f  th e  
g o v e rn m e n t .  T h e  s a le  o f  in v e n t o r y  i te m s  b y  th e  c o n tra c 
t o r  is  l ik e w is e  s u b je c t  t o  a p p r o v a l b y  th e  g o v e rn m e n t ,  e x 
c e p t  a s  p e r m it t e d  b y  r e g u la t io n .  S in c e  th e  a m o u n t  o f  th e  
c o n t r a c t o r ’ s te r m in a t io n  c la im ,  a s  a lr e a d y  in d ic a te d ,  is  
p r o p e r ly  re c o rd e d  as a  sa le , a n y  e le m e n ts  in c lu d e d  i n  t h a t  
c la im  f o r  i te m s  o f  in v e n t o r y  r e ta in e d  b y  th e  c o n t r a c to r  a re ,  
i n  e f fe c t,  r e a c q u ire d  b y  h im  a n d  s h o u ld  be  t r e a te d  a s  p u r 
chases a t  th e  a g re e d  v a lu e . A m o u n ts  re c e iv e d  f o r  i te m s  
s o ld  t o  o th e rs  w i t h  th e  a p p r o v a l o f  th e  g o v e rn m e n t  a re  c o l
le c t io n s  f o r  th e  a c c o u n t o f  th e  g o v e rn m e n t  a n d  s h o u ld  b e  
a p p lie d  i n  r e d u c t io n  o f  th e  c la im  re c e iv a b le . O b v io u s ly  
in v e n to r ie s  o r  o th e r  i te m s  t h a t  a re  r e ta in e d  b y  th e  c o n 
t r a c t o r  a f t e r  te r m in a t io n  w i t h o u t  c la im  f o r  lo s s  s h o u ld  n o t  
be  in c lu d e d  as a n  e le m e n t o f  th e  te r m in a t io n  c la im .

No-Cost Settlements
.32  A  c o n t r a c to r  w h o s e  c o n t r a c t  is  te r m in a te d  m a y  

p r e fe r  t o  r e ta in  th e  te r m in a t io n  in v e n t o r y  f o r  use  i n  o th e r  
p r o d u c t io n  o r  f o r  d is p o s a l a t  h is  o w n  r is k .  F o r  th e s e  o r  
o th e r  re a s o n s  th e  c o n t r a c to r  m a y  p r e fe r  to  m a k e  n o  c la im  
a g a in s t  th e  g o v e rn m e n t  o r  a  h ig h e r - t ie r  c o n t r a c to r .  I n  
th e  case o f  s u c h  n o -c o s t s e t t le m e n ts  th e re  is  n o  sa le  o f  i n 
v e n to r y  o r  o th e r  i te m s  to  th e  g o v e rn m e n t a n d  th e r e fo r e  
n o  o c c a s io n  t o  a c c ru e  a n y  p r o f i t  a r is in g  o u t  o f  th e  t e r m i 
n a t io n .  T h e  co s ts  o th e rw is e  a p p lic a b le  t o  th e  c o n t r a c t  
s h o u ld  b e  g iv e n  t h e i r  u s u a l t r e a tm e n t  in  th e  a c c o u n ts .  
I te m s  o f  in v e n t o r y  o r  o th e r  p r o p e r t y  r e ta in e d ,  h a v in g  b e e n  
p r e v io u s ly  re c o rd e d , w i l l ,  o f  c o u rs e , r e q u ir e  n o  c h a rg e  t o  
p u rc h a s e s  b u t  s h o u ld  b e  t r e a te d  in  a c c o rd a n c e  w i t h  th e  
u s u a l p ro c e d u re s  a p p lic a b le  t o  s u c h  asse ts .

T he  n e x t page is  8421.  
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AC Section 4053

Accounting for Leases
[Source: FASB Statement No. 13.]

November 1976

INTRODUCTION

.001 This Statement establishes standards of financial accounting 
and reporting for leases by lessees and lessors. For purposes of 
this Statement, a lease is defined as an agreement conveying the 
right to use property, plant, or equipment (land and/or depreciable 
assets) usually for a stated period of time. It includes agreements 
that, although not nominally identified as leases, meet the above 
definition, such as a “ heat supply contract”  for nuclear fuel.1 This 
definition does not include agreements that are contracts for 
services that do not transfer the right to use property, plant, or 
equipment from one contracting party to the other. On the other 
hand, agreements that do transfer the right to use property, plant, 
or equipment meet the definition of a lease for purposes of this 
Statement even though substantial services by the contractor 
(lessor) may be called for in connection with the operation or 
maintenance of such assets. This Statement does not apply to 
lease agreements concerning the rights to explore for or to exploit 
natural resources such as oil, gas, minerals, and timber. Nor does 
it apply to licensing agreements for items such as motion picture 
films, plays, manuscripts, patents, and copyrights.

.002 This Statement supersedes APB Opinion No. 5, “ Reporting 
of Leases in Financial Statements of Lessee” ; APB Opinion No. 7, 
“ Accounting for Leases in Financial Statements of Lessors” ; 
paragraph 15 of APB Opinion No. 18 [section 5131.15], “ The 
Equity Method of Accounting for Investments in Common Stock” ; 
APB Opinion No. 27, “ Accounting for Lease Transactions by 
Manufacturer or Dealer Lessors” ; and APB Opinion No. 31, “ Dis
closure of Lease Commitments by Lessees.”

1 Heat supply (also called “ burn-up” ) contracts usually provide for pay
ments by the user-lessee based upon nuclear fuel utilization in the period 
plus a charge for the unrecovered cost base. The residual value usually 
accrues to the lessee, and the lessor furnishes no service other than the 
financing.
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.003 This Statement applies to regulated enterprises in accordance 
with the provisions of the Addendum to APB Opinion No. 2 [ sec
tion 6011], “ Accounting for the ‘Investment Credit’.”

.004 Appendix A provides background information. Appendix B 
sets forth the basis for the Board’s conclusions, including alterna
tives considered and reasons for accepting some and rejecting 
others. Illustrations of the accounting and disclosure requirements 
for lessees and lessors called for by this Statement are contained 
in Appendixes C and D. An example of the application of the 
accounting and disclosure provisions for leveraged leases is 
provided in Appendix E.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING 

Definitions of Terms

.005 For purposes of this Statement, certain terms are defined as 
follows:

a. Related parties in leasing transactions. A  parent company and 
its subsidiaries, an owner company and its joint ventures 
(corporate or otherwise) and partnerships, and an investor 
(including a natural person) and its investees, provided that 
the parent company, owner company, or investor has the ability 
to exercise significant influence over operating and financial 
policies of the related party, as significant influence is defined 
in APB Opinion No. 18, paragraph 17 [section 5131.17]. In 
addition to the examples of significant influence set forth in that 
paragraph, significant influence may be exercised through guar
antees of indebtedness, extensions of credit, or through owner
ship of warrants, debt obligations, or other securities. I f  two or 
more entities are subject to the significant influence of a parent, 
owner company, investor (including a natural person), or 
common officers or directors, those entities shall be considered 
related parties with respect to each other.

b. Inception of the lease. With the exception noted below, the 
date of the lease agreement or commitment, if  earlier. For 
purposes of this definition, a commitment shall be in writing, 
signed by the parties in interest to the transaction, and shall 
specifically set forth the principal terms of the transaction.
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However, if the property covered by the lease has yet to be 
constructed or has not been acquired by the lessor at the date 
of the lease agreement or commitment, the inception of the 
lease shall be the date that construction of the property is 
completed or the property is acquired by the lessor.

c. Fair value of the leased property. The price for which the 
property could be sold in an arm’s-length transaction between 
unrelated parties. (See definition of related parties in leasing 
transactions in paragraph .005(a).) The following are examples 
of the determination of fair value:

i. When the lessor is a manufacturer or dealer, the fair value 
of the property at the inception of the lease (as defined in 
paragraph .005(b)) will ordinarily be its normal selling price, 
reflecting any volume or trade discounts that may be 
applicable. However, the determination of fair value shall 
be made in light of market conditions prevailing at the time, 
which may indicate that the fair value of the property is less 
than the normal selling price and, in some instances, less 
than the cost of the property.

ii. When the lessor is not a manufacturer or dealer, the fair 
value of the property at the inception of the lease will ordinar
ily be its cost, reflecting any volume or trade discounts that 
may be applicable. However, when there has been a sig
nificant lapse of time between the acquisition of the property 
by the lessor and the inception of the lease, the determination 
of fair value shall be made in light of market conditions 
prevailing at the inception of the lease, which may indicate 
that the fair value of the property is greater or less than its cost 
or carrying amount, i f  different. (See paragraph .006(b).)

d. Bargain purchase option. A  provision allowing the lessee, at 
his option, to purchase the leased property for a price which 
is sufficiently lower than the expected fair value of the property 
at the date the option becomes exercisable that exercise of the 
option appears, at the inception of the lease, to be reasonably 
assured.

e. Bargain renewal option. A provision allowing the lessee, at his 
option, to renew the lease for a rental sufficiently lower than 
the fair rental2 of the property at the date the option becomes

2 “Fair rental” in this context shall mean the expected rental for equiva
lent property under similar terms and conditions.
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exercisable that exercise of the option appears, at the inception 
of the lease, to be reasonably assured.

f. Lease term. The fixed noncancelable term of the lease plus (i) all 
periods, if any, covered by bargain renewal options (as defined 
in paragraph .005(e)), ( i i )  all periods, i f  any, for which failure 
to renew the lease imposes a penalty on the lessee in an amount 
such that renewal appears, at the inception of the lease, to be 
reasonably assured, (iii) all periods, if  any, covered by ordinary 
renewal options during which a guarantee by the lessee of the 
lessor’s debt related to the leased property is expected to be in 
effect, (iv) all periods, if any, covered by ordinary renewal 
options preceding the date as of which a bargain purchase option 
(as defined in paragraph .005(d)) is exercisable, and (v) all 
periods, if any, representing renewals or extensions of the lease 
at the lessor’s option; however, in no case shall the lease term 
extend beyond the date a bargain purchase option becomes 
exercisable. A lease which is cancelable ( i)  only upon the 
occurrence of some remote contingency, (ii) only with the per
mission of the lessor, (iii) only if the lessee enters into a new 
lease with the same lessor, or (iv) only upon payment by the 
lessee of a penalty in an amount such that continuation of the 
lease appears, at inception, reasonably assured shall be con
sidered “ noncancelable”  for purposes of this definition.

g. Estimated economic life of leased property. The estimated 
remaining period during which the property is expected to be 
economically usable by one or more users, with normal repairs 
and maintenance, for the purpose for which it was intended at 
the inception of the lease, without limitation by the lease term.

h. Estimated residual value of leased property. The estimated 
fair value of the leased property at the end of the lease term (as 
defined in paragraph .005 (f)) .

i. Unguaranteed residual value. The estimated residual value of 
the leased property (as defined in paragraph .005 (h )) exclusive 
of any portion guaranteed by the lessee3 or by a third party 
unrelated to the lessor.4

3 A guarantee by a third party related to the lessee shall be considered a 
lessee guarantee.
4 I f  the guarantor is related to the lessor, the residual value shall be con
sidered as unguaranteed.
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j. Minimum lease payments.
i. From the standpoint of the lessee: The payments that the 

lessee is obligated to make or can be required to make in 
connection with the leased property. However, a guarantee 
by the lessee of the lessor’s debt and the lessee’s obligation to 
pay (apart from the rental payments) executory costs such 
as insurance, maintenance, and taxes in connection with the 
leased property shall be excluded. I f  the lease contains a 
bargain purchase option, only the minimum rental payments 
over the lease term (as defined in paragraph .005(f)) and the 
payment called for by the bargain purchase option shall be 
included in the minimum lease payments. Otherwise, mini
mum lease payments include the following:
a. The minimum rental payments called for by the lease 

over the lease term.
b. Any guarantee by the lessee5 of the residual value at the 

expiration of the lease term, whether or not payment of 
the guarantee constitutes a purchase of the leased property. 
When the lessor has the right to require the lessee to 
purchase the property at termination of the lease for a 
certain or determinable amount, that amount shall be con
sidered a lessee guarantee. When the lessee agrees to 
make up any deficiency below a stated amount in the 
lessor’s realization of the residual value, the guarantee to 
be included in the minimum lease payments shall be the 
stated amount, rather than an estimate of the deficiency to 
be made up.

c. Any payment that the lessee must make or can be required 
to make upon failure to renew or extend the lease at the 
expiration of the lease term, whether or not the payment 
would constitute a purchase of the leased property. In this 
connection, it should be noted that the definition of lease 
term in paragraph .005(f) includes “ all periods, if  any, for 
which failure to renew the lease imposes a penalty on the 
lessee in an amount such that renewal appears, at the 
inception of the lease, to be reasonably assured.”  I f  
the lease term has been extended because of that provision, 
the related penalty shall not be included in minimum 
lease payments.

ii. From the standpoint of the lessor: The payments described 
in (i) above plus any guarantee of the residual value or of 
rental payments beyond the lease term by a third party 
unrelated to either the lessee6 or the lessor,7 provided the

5 See footnote 3.
6 See footnote 3.
7 See footnote 4.
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third party is financially capable of discharging the obliga
tions that may arise from the guarantee.

k. Interest rate implicit in the lease. The discount rate that, when 
applied to (i) the minimum lease payments (as defined in 
paragraph .005 ( j ) ), excluding that portion of the payments 
representing executory costs to be paid by the lessor, together 
with any profit thereon, and ( ii)  the unguaranteed residual 
value (as defined in paragraph .005( i) )  accruing to the benefit 
of the lessor,8 causes the aggregate present value at the begin
ning of the lease term to be equal to the fair value of the 
leased property (as defined in paragraph .005(c)) to the lessor 
at the inception of the lease, minus any investment tax credit 
retained by the lessor and expected to be realized by him. (This 
definition does not necessarily purport to include all factors 
that a lessor might recognize in determining his rate of return,
e. g., see paragraph .044.)

l . Lessee’s incremental borrowing rate. The rate that, at the 
inception of the lease, the lessee would have incurred to borrow 
over a similar term the funds necessary to purchase the leased 
asset.

m.  Initial direct costs. Those costs incurred by the lessor that 
are directly associated with negotiating and consummating 
completed leasing transactions. Those costs include, but are 
not necessarily limited to, commissions, legal fees, costs of 
credit investigations, and costs of preparing and processing 
documents for new leases acquired. In  addition, that portion 
of salespersons’ compensation, other than commissions, and 
the compensation of other employees that is applicable to the 
time spent in the activities described above w ith respect to 
completed leasing transactions shall also be included in initial 
direct costs. That portion of salespersons’ compensation and 
the compensation of other employees that is applicable to the 
time spent in negotiating leases that are not consummated 
shall not be included in initial direct costs. No portion of 
supervisory and administrative expenses or other indirect 
expenses, such as rent and facilities costs, shall be included 
in in itia l direct costs. [As amended, effective for leasing 
transactions and lease agreement revisions entered into on or 
after January 1, 1978, by FASB Statement No. 17.] (See 
section 4054.)

8 I f  the lessor is not entitled to any excess of the amount realized on dis
position of the property over a guaranteed amount, no unguaranteed residual 
value would accrue to his benefit.
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Classification of Leases for Purposes of this Statement

.006 For purposes of applying the accounting and reporting
standards of this Statement, leases are classified as follows:
a. Classifications from the standpoint of the lessee:

i. Capital leases. Leases that meet one or more of the criteria 
in paragraph .007.

ii. Operating leases. A ll other leases.

b. Classifications from the standpoint of the lessor:
i. Sales-type leases. Leases that give rise to manufacturer’s or 

dealer’s profit (or loss) to the lessor (i.e., the fair value of 
the leased property at the inception of the lease is greater 
or less than its cost or carrying amount, if different) and 
that meet one or more of the criteria in paragraph .007 and 
both of the criteria in paragraph .008. Normally, sales-type 
leases will arise when manufacturers or dealers use leasing 
as a means of marketing their products. Leases involving 
lessors that are primarily engaged in financing operations 
normally will not be sales-type leases if they qualify under 
paragraphs .007 and .008, but w ill most often be direct 
financing leases, described in paragraph .006(b) ( ii)  below. 
However, a lessor need not be a dealer to realize dealer’s 
profit (or loss) on a transaction, e. g., i f  a lessor, not a 
dealer, leases an asset that at the inception of the lease has 
a fair value that is greater or less than its cost or carrying 
amount, i f  different, such a transaction is a sales-type lease, 
assuming the criteria referred to are met. A  renewal or an 
extension 9 of an existing sales-type or direct financing lease 
shall not be classified as a sales-type lease; however, if  it 
qualifies under paragraphs .007 and .008, it shall be classi
fied as a direct financing lease. (See paragraph .017(f).)

ii. Direct financing leases. Leases other than leveraged leases 
that do not give rise to manufacturer’s or dealer’s profit (or 
loss) to the lessor but that meet one or more of the criteria 
in paragraph .007 and both of the criteria in paragraph .008. 
In such leases, the cost or carrying amount, if  different, and 
fair value of the leased property are the same at the incep
tion of the lease. An exception arises when an existing lease 
is renewed or extended.10 In such cases, the fact that the 
carrying amount of the property at the end of the original 
lease term is different from its fair value at that date shall

9 As used here, renewal or extension includes a new lease under which 
the lessee continues to use the same property.
10 See footnote 9.
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not preclude the classification of the renewal or extension 
as a direct financing lease. (See paragraph .017(f).)

iii. Leveraged leases. Leases that meet the criteria of para
graph .042.

iv. Operating leases. A ll other leases.

Criteria for Classifying Leases (Other Than Leveraged Leases)

.007 The criteria for classifying leases set forth in this paragraph 
and in paragraph .008 derive from the concept set forth in para
graph .060. I f  at its inception (as defined in paragraph .005(b)) 
a lease meets one or more of the following four criteria, the lease 
shall be classified as a capital lease by the lessee. Otherwise, it shall 
be classified as an operating lease. (See Appendix C for an illus
tration of the application of these criteria.)

a. The lease transfers ownership of the property to the lessee by 
the end of the lease term (as defined in paragraph .005(f)).

b. The lease contains a bargain purchase option (as defined in 
paragraph .005(d)).

c. The lease term (as defined in paragraph .005(f) ) is equal to 75 
percent or more of the estimated economic life of the leased 
property (as defined in paragraph .005(g)). However, i f  the 
beginning of the lease term falls within the last 25 percent 
of the total estimated economic life of the leased property, 
including earlier years of use, this criterion shall not be used 
for purposes of classifying the lease.

d. The present value at the beginning of the lease term of the 
minimum lease payments (as defined in paragraph .005 ( j ) ) ,  
excluding that portion of the payments representing executory 
costs such as insurance, maintenance, and taxes to be paid 
by the lessor, including any profit thereon, equals or exceeds 90 
percent of the excess of the fa ir value of the leased property (as 
defined in paragraph .005(c)) to the lessor at the inception of 
the lease over any related investment tax credit retained by 
the lessor and expected to be realized by him. However, if 
the beginning of the lease term falls within the last 25 per
cent of the total estimated economic life of the leased property,
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including earlier years of use, this criterion shall not be used 
for purposes of classifying the lease. A lessor shall compute 
the present value of the minimum lease payments using the 
interest rate implicit in the lease (as defined in paragraph 
.005 ( k ) ). A  lessee shall compute the present value of the mini
mum lease payments using his incremental borrowing rate (as 
defined in paragraph .005(l ) ) ,  unless ( i)  it is practicable for 
him to learn the implicit rate computed by the lessor and (ii)  
the implicit rate computed by the lessor is less than the lessee’s 
incremental borrowing rate. I f  both of those conditions are met, 
the lessee shall use the implicit rate.

.008 From the standpoint of the lessor, i f  at inception a lease 
meets any one of the preceding four criteria and in addition meets 
both of the following criteria, it shall be classified as a sales-type 
lease or a direct financing lease, whichever is appropriate (see para
graphs .006(b) ( i) and .006(b) ( ii) ) .  Otherwise, it shall be classi
fied as an operating lease.

a. Collectibility of the minimum lease payments is reasonably 
predictable. A lessor shall not be precluded from classifying 
a lease as a sales-type lease or as a direct financing lease 
simply because the receivable is subject to an estimate of 
uncollectibility based on experience with groups of similar 
receivables.

b. No important uncertainties surround the amount of unreimburs
able costs yet to be incurred by the lessor under the lease. 
Important uncertainties might include commitments by the 
lessor to guarantee performance of the leased property in a 
manner more extensive than the typical product warranty or 
to effectively protect the lessee from obsolescence of the leased 
property. However, the necessity of estimating executory costs 
such as insurance, maintenance, and taxes to be paid by the 
lessor (see paragraphs .017(a) and .018(a)) shall not by itself 
constitute an important uncertainty as referred to herein.

.009 I f  at any time the lessee and lessor agree to change the 
provisions of the lease, other than by renewing the lease or extend
ing its term, in a manner that would have resulted in a different 
classification of the lease under the criteria in paragraphs .007 
and .008 had the changed terms been in effect at the inception 
of the lease, the revised agreement shall be considered as a new 
agreement over its term, and the criteria in paragraphs .007 and
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.008 shall be applied for purposes of classifying the new lease. 
Likewise, except when a guarantee or penalty is rendered 
inoperative as described in paragraphs .012 and .017(e), any 
action that extends the lease beyond the expiration of the 
existing lease term (see paragraph .005(f)), such as the exercise 
of a lease renewal option other than those already included in 
the lease term, shall be considered as a new agreement, which 
shall be classified according to the provisions of paragraphs 
.006-.008. Changes in estimates (for example, changes in 
estimates of the economic life or of the residual value of the 
leased property) or changes in circumstances (for example, default 
by the lessee), however, shall not give rise to a new classification 
of a lease for accounting purposes.

Accounting and Reporting by Lessees 

Capital Leases

.010 The lessee shall record a capital lease as an asset and an 
obligation at an amount equal to the present value at the beginning 
of the lease term of minimum lease payments during the lease 
term, excluding that portion of the payments representing execu
tory costs such as insurance, maintenance, and taxes to be paid by 
the lessor, together with any profit thereon. However, if  the 
amount so determined exceeds the fair value of the leased property 
at the inception of the lease, the amount recorded as the asset and 
obligation shall be the fair value. I f  the portion of the minimum 
lease payments representing executory costs, including profit 
thereon, is not determinable from the provisions of the lease, an 
estimate of the amount shall be made. The discount rate to be 
used in determining present value of the minimum lease payments 
shall be that prescribed for the lessee in paragraph .007(d). 
(See Appendix C for illustrations.)

.011 Except as provided in paragraphs .025 and .026 w ith 
respect to leases involving land, the asset recorded under a 
capital lease shall be amortized as follows:

a. I f  the lease meets the criterion of either paragraph .007(a) 
or .007(b), the asset shall be amortized in a manner con
sistent w ith the lessee’s normal depreciation policy for 
owned assets.

b. I f  the lease does not meet either criterion .007(a) or .007(b), 
the asset shall be amortized in a manner consistent w ith the 
lessee’s normal depreciation policy except that the period of
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amortization shall be the lease term. The asset shall be 
amortized to its expected value, if  any, to the lessee at the 
end of the lease term. As an example, i f  the lessee guaran
tees a residual value at the end of the lease term and has no 
interest in any excess which might be realized, the expected, 
value of the leased property to him is the amount that can 
be realized from it  up to the amount of the guarantee.

.012 During the lease term, each minimum lease payment shall 
be allocated between a reduction of the obligation and interest 
expense so as to produce a constant periodic rate of interest on 
the remaining balance of the obligation.11 (See Appendix C for 
illustrations.) In leases containing a residual guarantee by the 
lessee or a penalty for failure to renew the lease at the end of the 
lease term,11 12 following the above method of amortization will result 
in a balance of the obligation at the end of the lease term that 
will equal the amount of the guarantee or penalty at that date. 
In the event that a renewal or other extension of the lease term 
or a new lease under which the lessee continues to lease the same 
property renders the guarantee or penalty inoperative, the asset and 
the obligation under the lease shall be adjusted by an amount equal 
to the difference between the present value of the future minimum 
lease payments under the revised agreement and the present 
balance of the obligation. The present value of the future mini
mum lease payments under the revised agreement shall be com
puted using the rate of interest used to record the lease initially. 
In  accordance w ith paragraph .009, other renewals and exten
sions of the lease term shall be considered new agreements, 
which shall be accounted for in accordance w ith the provisions 
of paragraph .014. Contingent rentals,13 including rentals based 
on variables such as the prime interest rate, shall be charged to 
expense when actually incurred.

.013 Assets recorded under capital leases and the accumulated 
amortization thereon shall be separately identified in the lessee’s 
balance sheet or in footnotes thereto. Likewise, the related obliga-

11 This is the “ interest”  method described in the first sentence of para
graph 15 of A P B  O p in ion  N o . 21 [section 4111.14], “ Interest on Re
ceivables and Payables,”  and in paragraphs 16 and 17 of A P B  O p in io n  
N o . 12 [section 5361.01-.02], “ Omnibus Opinion— 1967.”
12 Residual guarantees and termination penalties that serve to extend the 
lease term (as defined in paragraph .005(f)) are excluded from minimum 
lease payments and are thus distinguished from those guarantees and 
penalties referred to in this paragraph.
13 The term “ contingent rentals” includes all or any portion of the stipulated 
rental that is contingent.
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tions shall be separately identified in the balance sheet as obli
gations under capital leases and shall be subject to the same con
siderations as other obligations in classifying them with current and 
noncurrent liabilities in classified balance sheets. Unless the charge 
to income resulting from amortization of assets recorded under 
capital leases is included with depreciation expense and the fact 
that it is so included is disclosed, the amortization charge shall be 
separately disclosed in the financial statements or footnotes thereto.

.014 Except for a change in the provisions of a lease that 
results from a refunding by the lessor of tax-exempt debt, 
including an advance refunding, in which the perceived 
economic advantages of the refunding are passed through to 
the lessee by a change in the provisions of the lease agreement 
and the revised agreement is classified as a capital lease (see 
FASB Statement No. 22 [section 4055]), a change in the provi
sions of a lease, a renewal or extension 14 of an existing lease, 
and a termination of a lease prior to the expiration of the 
lease term shall be accounted for as fo llow s:

a. I f  the provisions of the lease are changed in a way that changes 
the amount of the remaining minimum lease payments and 
the change either (i) does not give rise to a new agreement 
under the provisions of paragraph .009 or ( ii)  does give rise 
to a new agreement but such agreement is also classified as 
a capital lease, the present balances of the asset and the obli
gation shall be adjusted by an amount equal to the difference 
between the present value of the future minimum lease pay
ments under the revised or new agreement and the present 
balance of the obligation. The present value of the future 
minimum lease payments under the revised or new agreement 
shall be computed using the rate of interest used to record the 
lease initially. If the change in the lease provisions gives rise 
to a new agreement classified as an operating lease, the asset 
and obligation under the lease shall be removed, gain or loss 
shall be recognized for the difference, and the new lease agree
ment shall thereafter be accounted for as any other operating 
lease.

b. Except when a guarantee or penalty is rendered inoperative 
as described in paragraph .012, a renewal or an extension 15 
of an existing lease shall be accounted for as follows:

14 See footnote 9.
15 See footnote 9.
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i. I f  the renewal or extension is classified as a capital lease, 
it shall be accounted for as described in subparagraph (a) 
above.

ii. If  the renewal or extension is classified as an operating lease, 
the existing lease shall continue to be accounted for as a 
capital lease to the end of its original term, and the renewal 
or extension shall be accounted for as any other operating 
lease.

c. A  termination of a capital lease shall be accounted for by 
removing the asset and obligation, with gain or loss recog
nized for the difference.

[As amended, effective July 1, 1978, by FASB Statement No. 
22.] (See section 4055.)

Operating Leases

.015 Normally, rental on an operating lease shall be charged to 
expense over the lease term as it becomes payable. I f  rental pay
ments are not made on a straight-line basis, rental expense never
theless shall be recognized on a straight-line basis unless another 
systematic and rational basis is more representative of the time 
pattern in which use benefit is derived from the leased property, 
in which case that basis shall be used.

Disclosures

.016 The following information w ith  respect to leases shall be 
disclosed in the lessee’s financial statements or the footnotes thereto 
(see Appendix D for illustrations).

a. For capital leases:

i. The gross amount of assets recorded under capital leases 
as of the date of each balance sheet presented by major 
classes according to nature or function. This information 
may be combined with the comparable information for 
owned assets.

ii. Future minimum lease payments as of the date of the latest 
balance sheet presented, in the aggregate and for each of 
the five succeeding fiscal years, with separate deductions 
from the total for the amount representing executory
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costs, including any profit thereon, included in the mini
mum lease payments and for the amount of the imputed 
interest necessary to reduce the net minimum lease pay
ments to present value (see paragraph .010).

iii. The total of minimum sublease rentals to be received in 
the future under noncancelable subleases as of the date of 
the latest balance sheet presented.

iv. Total contingent rentals (rentals on which the amounts 
are dependent on some factor other than the passage of 
time) actually incurred for each period for which an income 
statement is presented.

b. For operating leases having initial or remaining noncancelable 
lease terms in excess of one year:

i. Future minimum rental payments required as of the date 
of the latest balance sheet presented, in the aggregate and 
for each of the five succeeding fiscal years.

ii. The total of minimum rentals to be received in the future 
under noncancelable subleases as of the date of the latest 
balance sheet presented.

c. For all operating leases, rental expense for each period for 
which an income statement is presented, with separate amounts 
for minimum rentals, contingent rentals, and sublease rentals. 
Rental payments under leases with terms of a month or less that 
were not renewed need not be included.

d. A general description of the lessee’s leasing arrangements 
including, but not limited to, the following:

i. The basis on which contingent rental payments are 
determined.

ii. The existence and terms of renewal or purchase options 
and escalation clauses.

iii. Restrictions imposed by lease agreements, such as those 
concerning dividends, additional debt, and further leasing.
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Accounting and Reporting by Lessors

Sales-Type Leases

.017 Sales-type leases shall be accounted for by the lessor as
follows:

a. The minimum lease payments (net of amounts, if any, included 
therein with respect to executory costs such as maintenance, 
taxes, and insurance to be paid by the lessor, together with 
any profit thereon) plus the unguaranteed residual value (as 
defined in paragraph .005( i) )  accruing to the benefit of the 
lessor shall be recorded as the gross investment in the lease.

b. The difference between the gross investment in the lease in
(a) above and the sum of the present values of the two com
ponents of the gross investment shall be recorded as unearned 
income. The discount rate to be used in determining the 
present values shall be the interest rate implicit in the lease. 
The net investment in the lease shall consist of the gross 
investment less the unearned income. The unearned income 
shall be amortized to income over the lease term so as to 
produce a constant periodic rate of return on the net invest
ment in the lease.16 However, other methods of income recog
nition may be used if the results obtained are not materially 
different from those which would result from the prescribed 
method. The net investment in the lease shall be subject to 
the same considerations as other assets in classification as 
current or noncurrent assets in a classified balance sheet. Con
tingent rentals, including rentals based on variables such as 
the prime interest rate, shall be credited to income when they 
become receivable.

c. The present value of the minimum lease payments (net of 
executory costs, including any profit thereon), computed at the 
interest rate implicit in the lease, shall be recorded as the sales 
price. The cost or carrying amount, if different, of the leased 
property, plus any initial direct costs (as defined in paragraph 
.005(m)), less the present value of the unguaranteed residual 
value accruing to the benefit of the lessor, computed at the 
interest rate implicit in the lease, shall be charged against 
income in the same period.

16 See footnote 11.
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d. The estimated residual value shall be reviewed at least annually. 
If the review results in a lower estimate than had been pre
viously established, a determination must be made as to 
whether the decline in estimated residual value is other than 
temporary. If the decline in estimated residual value is judged 
to be other than temporary, the accounting for the transaction 
shall be revised using the changed estimate. The resulting 
reduction in the net investment shall be recognized as a loss 
in the period in which the estimate is changed. An upward ad
justment of the estimated residual value shall not be made.

e. In leases containing a residual guarantee or a penalty for failure 
to renew the lease at the end of the lease term,17 following the 
method of amortization described in (b) above will result in a 
balance of minimum lease payments receivable at the end of 
the lease term that will equal the amount of the guarantee or 
penalty at that date. In the event that a renewal or other 
extension 18 of the lease term renders the guarantee or penalty 
inoperative, the existing balances of the minimum lease pay
ments receivable and the estimated residual value shall be 
adjusted for the changes resulting from the revised agreement 
(subject to the limitation on the residual value imposed by 
subparagraph (d) above) and the net adjustment shall be 
charged or credited to unearned income.

f. Except for a change in the provisions of a lease that results 
from a refunding by the lessor of tax-exempt debt, includ
ing an advance refunding, in which the perceived economic 
advantages of the refunding are passed through to the 
lessee by a change in the provisions of the lease agree
ment and the revised agreement is classified as a direct 
financing lease (see FASB Statement No. 22 [section 4055]), 
a change in the provisions of a lease, a renewal or exten
sion 19 of an existing lease, and a termination of a lease 
prior to the expiration of the lease term shall be accounted 
for as follows:

i. If the provisions of a lease are changed in a way that 
changes the amount of the remaining minimum lease pay
ments and the change either (a) does not give rise to a new 
agreement under the provisions of paragraph .009 or (b) 
does give rise to a new agreement but such agreement is 
classified as a direct financing lease, the balance of the

17 See footnote 12.
18 See footnote 9.
19 See footnote 9.
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minimum lease payments receivable and the estimated 
residual value, if affected, shall be adjusted to reflect the 
change (subject to the lim itation on the residual value 
imposed by subparagraph (d) above), and the net adjust
ment shall be charged or credited to unearned income. 
I f  the change in the lease provisions gives rise to a new 
agreement classified as an operating lease, the remaining 
net investment shall be removed from the accounts, the 
leased asset shall be recorded as an asset at the lower of 
its original cost, present fair value, or present carrying 
amount, and the net adjustment shall be charged to 
income of the period. The new lease shall thereafter be 
accounted for as any other operating lease.

ii. Except when a guarantee or penalty is rendered inopera
tive as described in subparagraph (e) above, a renewal or 
an extension 20 of an existing lease shall be accounted for 
as follows:
a. I f  the renewal or extension is classified as a direct 

financing lease, it shall be accounted for as described 
in subparagraph f(i) above.

b. I f  the renewal or extension is classified as an operating 
lease, the existing lease shall continue to be accounted 
for as a sales-type lease to the end of its original term, 
and the renewal or extension shall be accounted for as 
any other operating lease.

iii. A termination of the lease shall be accounted for by re
moving the net investment from the accounts, recording 
the leased asset at the lower of its original cost, present 
fair value, or present carrying amount, and the net adjust
ment shall be charged to income of the period.

[As amended, effective July 1, 1978, by FASB Statement No.
22.] (See section 4055.)

Direct Financing Leases

.018 Direct financing leases shall be accounted for by the
lessor as follows (see Appendix C for illustrations):

a. The minimum lease payments (net of amounts, if any, included 
therein with respect to executory costs such as maintenance, 
taxes, and insurance to be paid by the lessor, together with any 
profit thereon) plus the unguaranteed residual value accruing

20 See footnote 9.
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to the benefit of the lessor shall be recorded as the gross in
vestment in the lease.

b. The difference between the gross investment in the lease in (a) 
above and the cost or carrying amount, if different, of the 
leased property shall be recorded as unearned income. The 
net investment in the lease shall consist of the gross invest
ment less the unearned income. Initial direct costs (as defined 
in paragraph .005(m)) shall be charged against income as in
curred, and a portion of the unearned income equal to the 
initial direct costs shall be recognized as income in the same 
period. The remaining unearned income shall be amortized 
to income over the lease term so as to produce a constant 
periodic rate of return on the net investment in the lease.21 
However, other methods of income recognition may be used 
if the results obtained are not materially different from those 
which would result from the prescribed method in the preced
ing sentence. The net investment in the lease shall be subject 
to the same considerations as other assets in classification as 
current or noncurrent assets in a classified balance sheet. 
Contingent rentals, including rentals based on variables such 
as the prime interest rate, shall be credited to income when 
they become receivable.

c. In leases containing a residual guarantee or a penalty for 
failure to renew the lease at the end of the lease term,22 the 
lessor shall follow the accounting procedure described in para
graph .017(e). The accounting provisions of paragraph 
.017(f) w ith respect to renewals and extensions not dealt 
w ith in paragraph .017(e), terminations, and other changes 
in lease provisions shall also be followed w ith  respect to 
direct financing leases.

d. The estimated residual value shall be reviewed at least an
nually and, if necessary, adjusted in the manner prescribed 
in paragraph .017(d).

Operating Leases

.019 Operating leases shall be accounted for by the lessor as
follows.
a. The leased property shall be included with or near property, 

plant, and equipment in the balance sheet. The property shall 
be depreciated following the lessor’s normal depreciation

21 See footnote  11.
22 See footnote  12.
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policy, and in the balance sheet the accumulated depreciation 
shall be deducted from the investment in the leased property.

b. Rent shall be reported as income over the lease term as it 
becomes receivable according to the provisions of the lease.
However, if the rentals vary from a straight-line basis, the in
come shall be recognized on a straight-line basis unless an
other systematic and rational basis is more representative of 
the time pattern in which use benefit from the leased property 
is diminished, in which case that basis shall be used.

c. Initial direct costs shall be deferred and allocated over the 
lease term in proportion to the recognition of rental income.
However, initial direct costs may be charged to expense as 
incurred if the effect is not materially different from that which 
would have resulted from the use of the method prescribed 
in the preceding sentence.

Participation by Third Parties

.020 The sale or assignment of a lease or of property subject to 
a lease that was accounted for as a sales-type lease or direct financ
ing lease shall not negate the original accounting treatment ac
corded the lease. Any profit or loss on the sale or assignment shall 
be recognized at the time of the transaction except that (a) when 
the sale or assignment is between related parties, the provisions 
of paragraphs .029 and .030 shall be applied, or (b) when the 
sale or assignment is w ith recourse, the profit or loss shall be 
deferred and recognized over the lease term in a systematic 
manner (e.g., in proportion to the minimum lease payments).
.021 The sale of property subject to an operating lease, or of 
property that is leased by or intended to be leased by the third- 
party purchaser to another party, shall not be treated as a sale if 
the seller or any party related to the seller retains substantial risks 
of ownership in the leased property. A seller may by various ar
rangements assure recovery of the investment by the third-party 
purchaser in some operating lease transactions and thus retain 
substantial risks in connection with the property. For example, 
in the case of default by the lessee or termination of the lease, the 
arrangements may involve a formal or informal commitment by 
the seller to (a) acquire the lease or the property, (b) substitute 
an existing lease, or (c) secure a replacement lessee or a buyer for 
the property under a remarketing agreement. However, a remarket
ing agreement by itself shall not disqualify accounting for the 
transaction as a sale if the seller (a) will receive a reasonable 
fee commensurate with the effort involved at the time of securing 
a replacement lessee or buyer for the property and (b) is not 
required to give priority to the re-leasing or disposition of the
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property owned by the third-party purchaser over similar property 
owned or produced by the seller. (For example, a first-in, first-out 
remarketing arrangement is considered to be a priority.)
.022 I f  a sale to a third party of property subject to an operat
ing lease or of property that is leased by or intended to be leased 
by the third-party purchaser to another party is not to be re
corded as a sale because of the provisions of paragraph .021 
above, the transaction shall be accounted for as a borrowing. 
(Transactions of these types are in effect collateralized borrow
ings.) The proceeds from the “ sale”  shall be recorded as an 
obligation on the books of the “ seller.”  U ntil that obligation has 
been amortized under the procedure described herein, rental 
payments made by the lessee(s) under the operating lease or 
leases shall be recorded as revenue by the “ seller,”  even if such 
rentals are paid directly to the third-party purchaser. A portion 
of each rental shall be recorded by the “ seller”  as interest ex
pense, with the remainder to be recorded as a reduction of the 
obligation. The interest expense shall be calculated by applica
tion of a rate determined in accordance with the provisions of 
APB Opinion No. 21, “ Interest on Receivables and Payables,”  
paragraphs 13 and 14 [section 4111.12-.13]. The leased property 
shall be accounted for as prescribed in paragraph .019(a) for an 
operating lease, except that the term over which the asset is 
depreciated shall be limited to the estimated amortization period 
of the obligation. The sale or assignment by the lessor of lease 
payments due under an operating lease shall be accounted for 
as a borrowing as described above.

Disclosures

.023 When leasing, exclusive of leveraged leasing, is a signifi
cant part of the lessor’s business activities in terms of revenue, 
net income, or assets, the following information w ith respect to 
leases shall be disclosed in the financial statements or footnotes 
thereto (see Appendix D for illustrations) :
a. For sales-type and direct financing leases:

i. The components of the net investment in sales-type and 
direct financing leases as of the date of each balance sheet 
presented:

a. Future minimum lease payments to be received, with 
separate deductions for ( i)  amounts representing ex
ecutory costs, including any profit thereon, included in 
the minimum lease payments and (ii) the accumulated 
allowance for uncollectible minimum lease payments 
receivable.
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b. The unguaranteed residual values accruing to the 
benefit of the lessor.

c. Unearned income (see paragraphs .017(b) and 
.018(b)).

ii. Future minimum lease payments to be received for each 
of the five succeeding fiscal years as of the date of the 
latest balance sheet presented.

iii. The amount of unearned income included in income to 
offset initial direct costs charged against income for each 
period for which an income statement is presented. (For 
direct financing leases only.)

iv. Total contingent rentals included in income for each period 
for which an income statement is presented.

b. For operating leases:

i. The cost and carrying amount, if different, of property on 
lease or held for leasing by major classes of property ac
cording to nature or function, and the amount of accumu
lated depreciation in total as of the date of the latest balance 
sheet presented.

ii. Minimum future rentals on noncancelable leases as of the 
date of the latest balance sheet presented, in the aggregate 
and for each of the five succeeding fiscal years.

iii. Total contingent rentals included in income for each period 
for which an income statement is presented.

c. A general description of the lessor’s leasing arrangements. 

Leases Involving Real Estate

.024 For purposes of this Statement, leases involving real estate 
can be divided into four categories: (a) leases involving land
only, (b) leases involving land and building(s), (c) leases involv
ing equipment as well as real estate, and (d) leases involving only 
part of a building.

Leases Involving Land Only

.025 I f  land is the sole item of property leased and the criterion 
in either paragraph .007(a) or .007(b) is met, the lessee shall 
account for the lease as a capital lease; otherwise, as an operat
ing lease. I f  the criteria set forth in paragraph .008 are also met, 
the lessor shall account for the lease as a sales-type or direct 
financing lease, whichever is appropriate (see paragraphs

A IC P A  P ro fess iona l S tandards AC § 4053.025



8 4 2 5 - 2 Revenue and Expense

.006(b) (i) and .006(b) ( i i ) ) ; otherwise, as an operating lease. 
Criteria .007(c) and .007(d) are not applicable to land leases. 
Because ownership of the land is expected to pass to the lessee 
if either criterion .007(a) or .007(b) is met, the asset recorded 
under the capital lease would not normally be amortized.

Leases Involving Land and Building(s)

.026 Leases involving both land and building(s) shall be 
accounted for as follows:

a. Lease meets either criterion .007(a) or .007(b):

i. Lessee’s accounting: I f  either criterion (a) or (b) of 
paragraph .007 is met, the land and building shall be 
separately capitalized by the lessee. For this purpose, 
the present value of the minimum lease payments after 
deducting executory costs, including any profit thereon, 
shall be allocated between the two elements in proportion 
to their fair values at the inception of the lease. The 
building shall be amortized in accordance w ith the pro
visions of paragraph .011(a). As stated in paragraph 
.025, land capitalized under a lease that meets criterion
(a) or (b) of paragraph .007 would not normally be 
amortized.

ii. Lessor’s accounting: I f  either criterion (a) or (b) of 
paragraph .007 is met and the criteria of paragraph .008 
are also met, the lessor shall account for the lease as a 
single unit, either as a sales-type lease or as a direct 
financing lease as appropriate under paragraphs .006(b) (i) 
and .006(b) (ii). I f  the criteria of paragraph .008 are not 
met, the lessor shall account for the lease as an operating 
lease.

b. Lease meets neither criterion .007(a) nor .007(b) :

i. I f  the fair value of the land is less than 25 percent of the 
total fair value of the leased property at the inception of 
the lease: Both the lessee and the lessor shall consider the 
land and the building as a single unit for purposes of apply
ing the criteria of paragraphs .007(c) and .007(d). For 
purposes of applying the criterion of paragraph .007(c), 
the estimated economic life of the building shall be 
considered as the estimated economic life of the unit.
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a. Lessee’s accounting: I f  either criterion (c) or (d) of 
paragraph .007 is met, the lessee shall capitalize the 
land and building as a single unit and amortize it in 
accordance with the provisions of paragraph .011(b ) ;  
otherwise, the lease shall be accounted for as an 
operating lease.

b. Lessor’s accounting: I f  either criterion (c) or (d) of 
paragraph .007 and the criteria of paragraph .008 are 
met, the lessor shall account for the lease as a single 
unit, either as a sales-type lease or as a direct financ
ing lease as appropriate under paragraphs .006(b) (i) 
and .006(b) ( ii)  ; otherwise, the lease shall be ac
counted for as an operating lease.

ii. I f  the fair value of the land is 25 percent or more of the 
total fair value of the leased property at the inception of the 
lease: Both the lessee and lessor shall consider the land 
and the building separately for purposes of applying the 
criteria of paragraphs .007(c) and .007(d). The minimum 
lease payments after deducting executory costs, including 
any profit thereon, applicable to the land and the building 
shall be separated both by the lessee and the lessor by deter
mining the fair value of the land and applying the lessee’s 
incremental borrowing rate to it to determine the annual 
minimum lease payments applicable to the land element; the 
remaining minimum lease payments shall be attributed to 
the building element.

a. Lessee’s accounting: I f  the building element of the 
lease meets criterion (c) or (d) of paragraph .007, the 
building element shall be accounted for as a capital 
lease and amortized in accordance with the provisions 
of paragraph .011(b). The land element of the lease 
shall be accounted for separately as an operating lease. 
I f  the building element of the lease meets neither cri
terion (c) nor (d) of paragraph .007, both the building 
element and the land element shall be accounted for 
as a single operating lease.

b. Lessor’s accounting: I f  the building element of the 
lease meets criterion (c) or (d) of paragraph .007 and 
the criteria of paragraph .008, the building dement shall 
be accounted for as a sales-type lease or a direct 
financing lease as appropriate under paragraphs
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.006(b) (i) and .006(b) (ii). The land element of the 
lease shall be accounted for separately as an operating 
lease. I f  the building element of the lease meets 
neither criterion (c) nor (d) of paragraph .007 or does 
not meet the criteria of paragraph .008, both the building 
element and the land element shall be accounted for 
as a single operating lease.

Leases Involving Equipment as Well as Real Estate

.027 I f  a lease involving real estate also includes equipment, the 
portion of the minimum lease payments applicable to the equip
ment element of the lease shall be estimated by whatever means 
are appropriate in the circumstances. The equipment shall be con
sidered separately for purposes of applying the criteria in para
graphs .007 and .008 and shall be accounted for separately 
according to its classification by both lessees and lessors.

Leases Involving Only Part of a Building

.028 When the leased property is part of a larger whole, its cost 
(or carrying amount) and fair value may not be objectively de
terminable, as for example, when an office or floor of a building is 
leased. I f  the cost and fair value of the leased property are 
objectively determinable, both the lessee and the lessor shall 
classify and account for the lease according to the provisions of 
paragraph .026. Unless both the cost and the fair value are objec
tively determinable, the lease shall be classified and accounted for 
as follows:

a. Lessee:

i. I f  the fair value of the leased property is objectively deter
minable, the lessee shall classify and account for the lease 
according to the provisions of paragraph .026.

ii. I f  the fair value of the leased property is not objectively 
determinable, the lessee shall classify the lease according 
to the criterion of paragraph .007(c) only, using the 
estimated economic life of the building in which the leased 
premises are located. I f  that criterion is met, the leased 
property shall be capitalized as a unit and amortized 
in accordance w ith the provisions of paragraph .011(b).
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b. Lessor: I f  either the cost or the fair value of the property is 
not objectively determinable, the lessor shall account for the 
lease as an operating lease.

Because of special provisions normally present in leases involving 
terminal space and other airport facilities owned by a governmental 
unit or authority, the economic life of such facilities for purposes 
of classifying the lease is essentially indeterminate. Likewise, the 
concept of fair value is not applicable to such leases. Since such 
leases also do not provide for a transfer of ownership or a bargain 
purchase option, they shall be classified as operating leases. Leases 
of other facilities owned by a governmental unit or authority 
wherein the rights of the parties are essentially the same as in a 
lease of airport facilities described above shall also be classified 
as operating leases. Examples of such leases may be those involving 
facilities at ports and bus terminals.

Leases Between Related Parties

.029 Except as noted below, leases between related parties (as 
defined in paragraph .005(a)) shall be classified in accordance 
w ith the criteria in paragraphs .007 and .008. Insofar as the 
separate financial statements of the related parties are con
cerned, the classification and accounting shall be the same as 
for similar leases between unrelated parties, except in cases 
where it  is clear that the terms of the transaction have been 
significantly affected by the fact that the lessee and lessor are 
related. In  such cases the classification and/or accounting shall 
be modified as necessary to recognize economic substance 
rather than legal form. The nature and extent of leasing trans
actions w ith related parties shall be disclosed.

.030 In consolidated financial statements or in financial state
ments for which an interest in an investee is accounted for on 
the equity basis, any profit or loss on a leasing transaction with the 
related party shall be accounted for in accordance with the 
principles set forth in ARB No. 51 [section 2051], “ Consolidated 
Financial Statements,”  or APB Opinion No. 18 [section 5131], 
whichever is applicable.
.031 The accounts of subsidiaries (regardless of when organized 
or acquired) whose principal business activity is leasing property 
or facilities to the parent or other affiliated companies shall be 
consolidated. The equity method is not adequate for fair presenta
tion of those subsidiaries because their assets and liabilities are 
significant to the consolidated financial position of the enterprise.
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Sale-Leaseback Transactions

.032 Sale-leaseback transactions involve the sale of property by 
the owner and a lease of the property back to the seller.

.033 I f  the lease meets one of the criteria for treatment as a 
capital lease (see paragraph .007), the seller-lessee shall account for 
the lease as a capital lease; otherwise, as an operating lease. Except 
as noted below, any profit or loss on the sale shall be deferred and 
amortized in proportion to the amortization of the leased asset,23 
if a capital lease, or in proportion to rental payments over the 
period of time the asset is expected to be used, if an operating 
lease. However, when the fair value of the property at the time of 
the transaction is less than its undepreciated cost, a loss shall be 
recognized immediately up to the amount of the difference between 
undepreciated cost and fair value.

.034 I f  the lease meets the criteria in paragraphs .007 and .008, 
the purchaser-lessor shall record the transaction as a purchase and a 
direct financing lease; otherwise, he shall record the transaction as 
a purchase and an operating lease.

Accounting and Reporting for Subleases and Similar Transactions

.035 This section deals with the following types of leasing trans
actions:

a. The leased property is re-leased by the original lessee to a 
third party, and the lease agreement between the two original 
parties remains in effect (a sublease).

b. A  new lessee is substituted under the original lease agreement. 
The new lessee becomes the primary obligor under the agree
ment, and the original lessee may or may not be secondarily 
liable.

c. A  new lessee is substituted through a new agreement, with 
cancellation of the original lease agreement.

23 I f  the leased asset is land on ly , the am ortiza tion  shall be on a straight- 
line  basis over the lease term .
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Accounting by the Original Lessor

.036 I f  the original lessee enters into a sublease or the original 
lease agreement is sold or transferred by the original lessee to a 
third party, the original lessor shall continue to account for the 
lease as before.

.037 I f  the original lease agreement is replaced by a new agree
ment w ith a new lessee, the lessor shall account for the termi
nation of the original lease as provided in paragraph .017(f) and 
shall classify and account for the new lease as a separate 
transaction.
Accounting by the Original Lessee

.038 I f  the nature of the transaction is such that the original 
lessee is relieved of the primary obligation under the original 
lease, as would be the case in transactions of the type described 
in paragraphs .035(b) and .035(c), the termination of the 
original lease agreement shall be accounted for as follows:

a. I f  the original lease was a capital lease, the asset and obligation 
representing the original lease shall be removed from the ac
counts, gain or loss shall be recognized for the difference, and, 
if  the original lessee is secondarily liable, the loss contingency 
shall be treated as provided by FASB Statement No. 5 
[section 4311], “ Accounting for Contingencies.”  Any con
sideration paid or received upon termination shall be in
cluded in the determination of gain or loss to be recognized.

b. I f  the original lease was an operating lease and the original 
lessee is secondarily liable, the loss contingency shall be treated
as provided by FASB Statement No. 5 [section 4511].

.039 I f  the nature of the transaction is such that the original 
lessee is not relieved of the primary obligation under the 
original lease, as would be the case in transactions of the type 
described in paragraph .035(a), the original lessee, as sublessor, 
shall account for the transaction as follows:

a. I f  the original lease met either criterion (a) or (b) of para
graph .007, the original lessee shall classify the new lease in 
accordance w ith  the criteria of paragraphs .007 and .008. I f  
the new lease meets one of the criteria of paragraph .007 and 
both of the criteria of paragraph .008, it  shall be accounted
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for as a sales-type or direct financing lease, as appropriate, 
and the unamortized balance of the asset under the original 
lease shall be treated as the cost of the leased property. I f  
the new lease does not qualify as a sales-type or direct 
financing lease, it  shall be accounted for as an operating 
lease. In  either case, the original lessee shall continue to 
account for the obligation related to the original lease as 
before.

b. I f  the original lease met either criterion (c) or (d) but not 
criterion (a) or (b) of paragraph .007, the original lessee 
shall, w ith one exception, classify the new lease in accord
ance w ith the criteria of paragraphs .007(c) and .008 only. 
I f  it meets those criteria, it  shall be accounted for as a direct 
financing lease, with the unamortized balance of the asset 
under the original lease treated as the cost of the leased 
property; otherwise, as an operating lease. In  either case, 
the original lessee shall continue to account for the obligation 
related to the original lease as before. The one exception 
arises when the timing and other circumstances surrounding 
the sublease are such as to suggest that the sublease was 
intended as an integral part of an overall transaction in 
which the original lessee serves only as an intermediary. 
In that case, the sublease shall be classified according to the 
criteria of paragraphs .007(c) and .007(d), as well as the 
criteria of paragraph .008. In  applying the criterion of para
graph .007(d), the fair value of the leased property shall be 
the fair value to the original lessor at the inception of the 
original lease.

c. I f  the original lease is an operating lease, the original lessee 
shall account for both it and the new lease as operating leases.

Accounting by the New Lessee

.040 The new lessee shall classify the lease in accordance w ith 
the criteria of paragraph .007 and account for it  accordingly.

Accounting and Reporting for Leveraged Leases

.041 From the standpoint of the lessee, leveraged leases shall be 
classified and accounted for in the same manner as non-leveraged 
leases. The balance of this section deals with leveraged leases from 
the standpoint of the lessor.

.042 For purposes of this Statement, a leveraged lease is defined 
as one having all of the following characteristics:
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a. Except for the exclusion of leveraged leases from the definition 
of a direct financing lease as set forth in paragraph .006(b) ( ii), 
it otherwise meets that definition. Leases that meet the de
finition of sales-type leases set forth in paragraph .006(b) (i)  
shall not be accounted for as leveraged leases but shall be 
accounted for as prescribed in paragraph .017.

b. It involves at least three parties: a lessee, a long-term creditor, 
and a lessor (commonly called the equity participant).

c. The financing provided by the long-term creditor is nonre
course as to the general credit of the lessor (although the 
creditor may have recourse to the specific property leased and 
the unremitted rentals relating to it) . The amount of the 
financing is sufficient to provide the lessor with substantial 
“ leverage” in the transaction.

d. The lessor’s net investment, as defined in paragraph .043, 
declines during the early years once the investment has been 
completed and rises during the later years of the lease before 
its final elimination. Such decreases and increases in the net 
investment balance may occur more than once.

A lease meeting the preceding definition shall be accounted for by 
the lessor using the method described in paragraphs .043-.047; an 
exception arises if  the investment tax credit is accounted for other 
than as stated in paragraphs .043 and .044,24 in which case the lease 
shall be classified as a direct financing lease and accounted for in 
accordance with paragraph .018. A  lease not meeting the definition 
of a leveraged lease shall be accounted for in accordance with its 
classification under paragraph .006(b).

.043 The lessor shall record his investment in a leveraged lease 
net of the nonrecourse debt. The net of the balances of the follow
ing accounts shall represent the initial and continuing investment 
in leveraged leases:

a. Rentals receivable, net of that portion of the rental applicable 
to principal and interest on the nonrecourse debt.

b. A  receivable for the amount of the investment tax credit to 
be realized on the transaction. 54

24 I t  is recognized th a t the  inves tm en t ta x  c re d it m ay be accounted fo r  
o th e r than  as p rescribed  in  th is  section, as p rov ided  b y  Congress in  the  
Revenue A c t o f 1971.
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c. The estimated residual value of the leased asset.

d. Unearned and deferred income consisting of ( i)  the estimated 
pretax lease income (or loss), after deducting initial direct 
costs, remaining to be allocated to income over the lease term 
and (ii)  the investment tax credit remaining to be allocated 
to income over the lease term.

The investment in leveraged leases less deferred taxes arising from 
differences between pretax accounting income and taxable income 
shall represent the lessor’s net investment in leveraged leases for 
purposes of computing periodic net income from the lease, as 
described in paragraph .044.

.044 Given the original investment and using the projected cash 
receipts and disbursements over the term of the lease, the rate of 
return on the net investment in the years25 in which it is positive 
shall be computed. The rate is that rate which when applied to the 
net investment in the years in which the net investment is positive 
will distribute the net income to those years (see Appendix E, 
Schedule 3) and is distinct from the interest rate implicit in the 
lease as defined in paragraph .005(k). In  each year, whether 
positive or not, the difference between the net cash flow and the 
amount of income recognized, if  any, shall serve to increase or 
reduce the net investment balance. The net income recognized 
shall be composed of three elements: two, pretax lease income 
(or loss) and investment tax credit, shall be allocated in pro
portionate amounts from the unearned and deferred income 
included in net investment, as described in paragraph .043; 
the third element is the tax effect of the pretax lease income 
(or loss) recognized, which shall be reflected in tax expense for 
the year. The tax effect of the difference between pretax 
accounting income (or loss) and taxable income (or loss) for 
the year shall be charged or credited to deferred taxes. The 
accounting prescribed in paragraph .043 and in this paragraph 
is illustrated in Appendix E.

.045 I f  the projected net cash receipts 26 over the term of the lease 
are less than the lessor’s initial investment, the deficiency shall be 
recognized as a loss at the inception of the lease. Likewise, if  at

25 The use o f  the term  “ years”  is no t intended to  preclude app lica tion o f  the 
accounting prescribed in  th is paragraph to  shorter accounting periods.
26 F o r purposes o f  this paragraph, net cash receipts shall be gross cash re
ceipts less gross cash disbursements exclusive o f the lessor’s in it ia l invest
ment.

AC § 4053.044 Copyright © 1976, American Institute of Certified Public Accountants, Inc.



A cco u n tin g  fo r  Leases 8427

any time during the lease term the application of the method pre
scribed in paragraphs .043 and .044 would result in a loss being 
allocated to future years, that loss shall be recognized immediately. 
This situation might arise in cases where one of the important 
assumptions affecting net income is revised (see paragraph .046).

.046 Any estimated residual value and all other important assump
tions affecting estimated total net income from the lease shall be 
reviewed at least annually. I f  during the lease term the estimate of 
the residual value is determined to be excessive and the decline in 
the residual value is judged to be other than temporary or if  the 
revision of another important assumption changes the estimated 
total net income from the lease, the rate of return and the allocation 
of income to positive investment years shall be recalculated from 
the inception of the lease following the method described in para
graph .044 and using the revised assumption. The accounts con
stituting the net investment balance shall be adjusted to conform to 
the recalculated balances, and the change in the net investment 
shall be recognized as a gain or loss in the year in which the 
assumption is changed. An upward adjustment of the estimated 
residual value shall not be made. The accounting prescribed in 
this paragraph is illustrated in Appendix E.

.047 For purposes of presenting the investment in a leveraged 
lease in the lessor’s balance sheet, the amount of related deferred 
taxes shall be presented separately (from the remainder of the net 
investment), as prescribed in APB Opinion No. 11, “ Accounting 
for Income Taxes,”  paragraphs 57, 59, and 64 [sections 4091.56, 
4091.58, and 4091.63]. In  the income statement or the notes 
thereto, separate presentation (from each other) shall be made 
of pretax income from the leveraged lease, the tax effect of 
pretax income, and the amount of investment tax credit recog
nized as income during the period. When leveraged leasing is 
a significant part of the lessor’s business activities in terms of 
revenue, net income, or assets, the components of the net invest
ment balance in leveraged leases as set forth in paragraph .043 shall 
be disclosed in the footnotes to the financial statements. Appendix 
E contains an illustration of the balance sheet, income statement, 
and footnote presentation for a leveraged lease.

Effective Date and Transition

.048 The preceding paragraphs of this Statement shall be effective 
for leasing transactions and lease agreement revisions (see para
graph .009) entered into on or after January 1, 1977. However,
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leasing transactions or revisions of agreements consummated on 
or after January 1, 1977 pursuant to the terms of a commitment 
made prior to that date and renewal options exercised under agree
ments existing or committed prior to that date shall not be con
sidered as leasing transactions or lease agreement revisions entered 
into after January 1, 1977 if such commitment is in writing, signed 
by the parties in interest to the transaction, including the financing 
party,27 if any, when specific financing is essential to the trans
action, and specifically sets forth the principal terms of the trans
action. The disclosures called for in the preceding paragraphs 
of this Statement shall be included in financial statements for 
calendar or fiscal years ending after December 31, 1976.28 Earlier 
application of the preceding paragraphs of this Statement, including 
retroactive application to all leases regardless of when they were 
entered into or committed is encouraged but, until the effective 
date specified in paragraph .049, is not required. I f  applied 
retroactively, financial statements presented for prior periods 
shall be restated according to the provisions of paragraph .051.

.049 For purposes of financial statements for calendar or fiscal 
years beginning after December 31, 1980, paragraphs .001-.047 
of this Statement shall be applied retroactively, and any accom
panying financial statements presented for prior periods shall 
be restated as may be required by the provisions of paragraph .051.

.050 I f  paragraphs .001-.047 are not applied in itia lly  on a retro
active basis, as permitted by paragraph .048, those leases existing 
or committed at December 31, 1976 shall be subject to the fol
lowing provisions until such time as paragraphs .001-.047 are 
applied retroactively to all leases.

a. For purposes of applying the presentation and disclosure re
quirements of this Statement applicable to lessees, those leases 
existing or committed at December 31, 1976 that are capital
ized in accordance with the provisions of superseded APB 
Opinion No. 5 shall be considered as capital leases, and those 
leases existing or committed at December 31, 1976 that are 
classified and accounted for as operating leases shall be con-

27 F o r purposes o f this paragraph, the term  “ financing pa rty ”  shall include  
an in te rim  lender pending long-term  financing.
28 F o r an enterprise having a fiscal year o f  52 o r 53 weeks ending in  the last 
seven days in  December o r the firs t seven days in  January, references to  
December 31 in paragraphs .048-.051 shall mean the date in  December o r 
January on w hich the fiscal year ends.
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sidered as operating leases. For those leases that are classi
fied and accounted for as operating leases but that meet the 
criteria of paragraph .007 for classification as capital leases, 
separate disclosure of the following information shall be made 
for purposes of financial statements for the year ending Decem
ber 31, 1977 and for years ending thereafter:

i. The amounts of the asset and the liab ility  that would 
have been included in the balance sheet had those leases 
been classified and accounted for in accordance with the 
provisions of paragraphs .001-.047. This information 
shall also be disclosed for balance sheets as of December 
31, 1976 and thereafter when such balance sheets are 
included in the financial statements referred to in para
graph .050(a) above.

ii. The effect on net income that would have resulted i f  those 
leases had been classified and accounted for in accordance 
w ith the provisions of paragraphs .001-.047. This infor
mation shall also be disclosed for income statements for 
periods beginning after December 31, 1976 when such 
income statements are included in the aforementioned 
financial statements.

b. For purposes of applying the presentation and disclosure re
quirements of this Statement applicable to lessors, those leases 
existing or committed at December 31, 1976 that are ac
counted for as sales, financing leases, and as operating leases 
in accordance with superseded APB Opinions No. 7 and 
27 shall be considered as sales-type leases, as direct financing 
leases, and as operating leases, respectively. (Refer to (c) 
below for provisions applicable to leveraged leases.) For 
those leases existing or committed at December 31, 1976 that 
are classified and accounted for as operating leases but that 
meet the criteria of paragraphs .007 and .008 for classification as 
direct financing leases or sales-type leases, separate disclosure 
of the following information shall be made for purposes of 
financial statements for the year ending December 31, 1977 
and for years ending thereafter:

i. The amount of the change in net worth that would have 
resulted had the leases been classified and accounted for 
in accordance with the provisions of paragraphs .001-.047. 
This information shall also be disclosed for balance sheets 
as of December 31, 1976 and thereafter when such balance
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sheets are included in the foregoing financial statements 
referred to in paragraph .050(b) above.

ii. The effect on net income that would have resulted if the 
leases had been classified and accounted for in accordance 
with the provisions of paragraphs .001-.047. This informa
tion shall also be disclosed for income statements for 
periods beginning after December 31, 1976 when such 
income statements are included in the aforementioned 
financial statements.

c. For those leases that meet the criteria of paragraph .042 (lever
aged leases) but that are accounted for other than as pre
scribed in paragraphs .001-.047, separate disclosure of the fol
lowing information shall be made for purposes of lessors’ 
financial statements for the year ending December 31, 1977 
and for years ending thereafter:

i. The amounts of the net changes in total assets and in total 
liabilities that would have resulted had the leases been 
classified and accounted for in accordance with the pro
visions of paragraphs .001-.047. This information shall 
also be disclosed for balance sheets as of December 31, 
1976 and thereafter when such balance sheets are in
cluded in the financial statements referred to in paragraph 
.050(c) above.

ii. The effect on net income that would have resulted if the 
leases had been classified and accounted for in accordance 
with the provisions of paragraphs .001-.047. This informa
tion shall also be disclosed for income statements for periods 
beginning after December 31, 1976 when such income 
statements are included in the aforementioned financial 
statements.

.051 Paragraph .049 requires retroactive application of para
graphs .001-.047 for purposes of financial statements for calendar 
or fiscal years beginning after December 31, 1980, and para
graph .048 encourages earlier retroactive application. I f  after 
retroactive application is adopted, financial statements for 
earlier periods and financial summaries or other data derived 
from them are presented, they shall be restated in accordance 
with the following requirements to conform to the provisions 
of paragraphs .001-.047:
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a. Such restatements shall include the effects of leases that were 
in existence during the periods covered by the financial state
ments even if those leases are no longer in existence.

b. Balance sheets presented as of December 31, 1976 and there
after and income statements presented for periods beginning 
after December 31, 1976 and financial summaries and other 
data derived from those financial statements shall be restated 
to conform to the provisions of paragraphs .001-.047.

c. Balance sheets as of dates before December 31, 1976 and 
income statements for periods beginning before December 
31, 1976 shall, when presented, be restated to conform to the
provisions of paragraphs .001-.047 for as many consecutive 
periods immediately preceding December 31, 1976 as is prac
ticable. Summaries or other data presented based on such 
balance sheets and income statements shall be treated in 
like manner.

d. The cumulative effect of applying paragraphs .001-.047 on the 
retained earnings at the beginning of the earliest period re
stated shall be included in determining net income of that 
period (see paragraph 20 of APB Opinion No. 20 [section 
1051.20], “ Accounting Changes” ).29 The effect on net in
come of applying paragraphs .001-.047 in the period in which 
the cumulative effect is included in determining net income 
shall be disclosed for that period, and the reason for not 
restating the prior periods presented shall be explained.

The provisions of this Statement need 
not be applied to immaterial items.

  A p p e n d ix  A  begins on page 8429.   

29 Pro forma disclosures required by paragraphs 19(d) and 21 of APB
O pinion No. 20 [sections 1051.19(d) and 1051.21] are not applicable.
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Appendix A

BACKGROUND INFORMATION

.052 The growing importance of leasing as a financing device was 
recognized by the accounting profession as early as 1949, when 
the A I[C P ]A  issued Accounting Research Bulletin No. 38, “ Dis
closure of Long-Term Leases in Financial Statements of Lessees.” 
In early 1960, the newly formed APB recognized the importance 
of the matter by including lease accounting as one of the first five 
topics to be studied by the AICPA’s Accounting Research Division. 
That project culminated in 1962 with the publication of Account
ing Research Study No. 4, “ Reporting of Leases in Financial 
Statements,”  and shortly thereafter the APB took up the subject. 
In all, during the ten years ending June 30, 1973, the APB issued 
four Opinions (No. 5, 7, 27, and 31) dealing with leases. They 
were supplemented by three AICPA Accounting Interpretations. 
The last of the APB Opinions, APB Opinion No. 31, “ Disclosure of 
Lease Commitments by Lessees,”  as its name implies, dealt only 
with disclosure. The APB had previously acknowledged that certain 
questions remained in connection with Opinions 5 and 7 and had 
publicly announced its intention to give those questions further con
sideration. The APB decided, however, to deal only with addi
tional disclosure requirements. In paragraph 5 of APB Opinion 
No. 31, which was approved in June 1973, the APB noted that:

. . . disclosure o f lease com m itm ents is pa rt o f the broad subject 
o f accounting fo r  leases by lessees, a subject w h ich has now  
been placed on the agenda o f the F inanc ia l Accounting  Stan
dards Board. The Board [A P B ] also recognizes that the fo r th 
com ing report o f the Study G roup on the Objectives o f F inancia l 
Statements m ay contain recommendations w h ich  w il l  bear on 
th is subject and w h ich  the FASB m ay consider in  its de liber
ations. A cco rd ing ly , the Board is re fra in ing  fro m  establishing 
any disclosure requirements w h ich  m ay prejudge o r im p ly  any 
bias w ith  respect to  the outcome o f the F A S B ’s undertaking, 
pa rticu la rly  in  re la tion  to the questions o f w h ich  leases, i f  any, 
should be capita lized and how  such cap ita liza tion m ay influence  
the income statement. Nevertheless, in  the meantime the Board  
recognizes the need to  im prove the disclosure o f lease com m it
ments in  order tha t users o f financia l statements m ay be better 
in form ed.

.053 The SEC, too, has issued a number of pronouncements on 
accounting for leases, including three Accounting Series Releases:
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No. 132, 141, and 147, adopted on October 5, 1973. The latter 
Release imposes essentially the same disclosure requirements with 
respect to total rental expense and minimum rental commit
ments as APB Opinion No. 31. However, it makes mandatory the 
disclosure of the present value of certain lease commitments (de
fined differently from the optional present value disclosure included 
in APB Opinion No. 31). In addition, it requires disclosure of 
the impact on net income had “ financing”  leases been capitalized, a 
disclosure not called for by APB Opinion No. 31.

.054 Despite the attention that the accounting profession has 
given to the matter of accounting for leases, inconsistencies re
main in lease accounting practices, and differences of opinion as 
to what should be done about them remain. In  recognition of 
that fact, the FASB placed on its in itia l agenda a project on 
Accounting for Leases. In October 1973, a task force of 11 
persons from industry, government, public accounting, the 
financial community, and academe was appointed to provide 
counsel to the Board in preparing a Discussion Memorandum 
analyzing issues related to the project.

.055 As indicated above, accounting for leases is a subject which 
has been thoroughly studied over a long period of time and on 
which numerous pronouncements have been made. Extensive 
research has been carried out; several public hearings have been 
held for which position papers were filed by many interested 
parties and groups; especially appointed committees, not only of 
the Accounting Principles Board, but of a number of other 
organizations, have analyzed and debated the issues. A  consider
able number of the studies and articles on lease accounting were 
available to the Board, many of which are summarized or identified 
in the Discussion Memorandum. In addition, the FASB staff 
surveyed the accounting and reporting practices of a number of 
lessee and lessor companies, the results of which are set forth in 
Appendix C to the Discussion Memorandum. The staff also met 
on a number of occasions with representatives of various organiza
tions interested in leasing for the purpose of obtaining specialized 
information helpful to the Board’s consideration of the various 
issues involved in accounting for leases.

.056 The Board issued its Discussion Memorandum on July 2, 
1974, and on November 18-21, 1974 held a public hearing on 
the subject. The Board received 306 position papers, letters of 
comment, and outlines of oral presentations in response to the
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Discussion Memorandum, and 32 presentations were made at the 
public hearing.

.057 On August 26, 1975, the Financial Accounting Standards 
Board issued an Exposure Draft of a Proposed Statement of 
Financial Accounting Standards on Accounting for Leases that, 
if  adopted, would have been effective for leasing transactions 
entered into on or after January 1, 1976. Two hundred and fifty 
letters of comment were received in response to that Exposure 
Draft. The Board announced on November 25, 1975 that, because 
of the need to analyze the large number of responses and the 
complexity of the issues involved, it would be unable to issue a 
final Statement in 1975 but expected to do so early in 1976. A  
further announcement made by the Board on June 2, 1976 stated 
that a number of modifications were being made to the Exposure 
Draft and that a second Exposure Draft would be issued for public 
comment preparatory to the expected issuance of a final Statement 
in 1976.

.058 The Board issued the second Exposure D raft of a Pro
posed Statement of Financial Accounting Standards on Ac
counting for Leases on July 22, 1976. Two hundred and 
eighty-two letters of comment were received in response to 
that Exposure Draft.
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Appendix B

BA SIS  FOR CONCLUSIONS

.059 This Appendix discusses factors deemed significant by 
the Board in reaching the conclusions in this Statement, includ
ing various alternatives considered and reasons for accepting 
some and rejecting others.

.060 The provisions of this Statem ent derive from the view 
that a lease that transfers substantially all of the benefits and 
risks incident to the ownership of property should be accounted 
for as the acquisition of an asset and the incurrence of an obli
gation by the lessee and as a sale or financing by the lessor. 
A ll other leases should be accounted for as operating leases. In 
a lease that transfers substantially a ll of the benefits and risks 
of ownership, the economic effect on the parties is sim ilar, in 
m any respects, to that of an installm ent purchase. This is not 
to say, however, that such transactions are necessarily “in sub
stance purchases” as that term is used in previous authoritative 
literature.

.061 The transfer of substantially all the benefits and risks of 
ownership is the concept embodied in previous practice in lessors’ 
accounting, having been articulated in both APB Opinion No. 7, 
“ Accounting for Leases in Financial Statements of Lessors,”  and 
APB Opinion No. 27, “ Accounting for Lease Transactions by 
Manufacturer or Dealer Lessors,”  as a basis for determining 
whether a lease should be accounted for as a financing or sale or 
as an operating lease. However, a different concept has existed in 
the authoritative literature for lessees’ accounting, as evidenced by 
APB Opinion No. 5, “ Reporting of Leases in Financial Statements 
of Lessee.”  That Opinion required capitalization of those leases 
that are “ clearly in substance installment purchases of property,”  
which it essentially defined as those leases whose terms “ result in 
the creation of a material equity in the property.”  Because of this 
divergence in both concept and criteria, a particular leasing trans
action might be recorded as a sale or as a financing by the lessor 
and as an operating lease by the lessee. This difference in treat
ment has been the subject of criticism as being inconsistent con
ceptually, and some of the identifying criteria for classifying leases, 
particularly those applying to lessees’ accounting, have been 
termed vague and subject to varied interpretation in practice.
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.062 The Board believes that this Statement removes most, if 
not all, of the conceptual differences in lease classification as 
between lessors and lessees and that it provides criteria for 
such classification that are more explicit and less susceptible 
to varied interpretation than those in previous literature.

.063 Some members of the Board who support this Statement 
hold the view that, regardless of whether substantially all the 
benefits and risks of ownership are transferred, a lease, in trans
ferring for its term the right to use property, gives rise to the 
acquisition of an asset and the incurrence of an obligation by 
the lessee which should be reflected in his financial statements. 
Those members nonetheless support this Statement because, to 
them, (i) it  clarifies and improves the guidelines for imple
menting the conceptual basis previously underlying accounting 
for leases and (ii)  it  represents an advance in extending the 
recognition of the essential nature of leases.

Definition of a Lease

.064 Some respondents took the position that nuclear fuel leases, 
sometimes called “ heat supply”  or “ burn up”  contracts, should be 
excluded from the definition of a lease on the grounds that such 
agreements are of the same nature as take-or-pay contracts to 
supply other types of fuel such as coal or oil which are excluded. 
The Board’s conclusion that nuclear fuel leases meet the definition 
of a lease as expressed in paragraph .001 is based on the fact that 
under present generally accepted accounting principles a nuclear 
fuel installation constitutes a depreciable asset. Thus, a nuclear 
fuel lease conveys the right to use a depreciable asset whereas 
contracts to supply coal or oil do not. The fact that the latter 
contracts may be take-or-pay, in the Board’s view, is irrelevant to 
this central point.

Classification of Leases

.065 The Board believes that the characteristics of a leasing 
transaction should determine its classification in terms of the 
appropriate accounting treatment by both the lessee and lessor; 
this is to say that the characteristics that identify a lease as a 
capital lease, as distinct from an operating lease, from the 
standpoint of the lessee should, w ith certain exceptions identi
fied in this Statement, be the same attributes that identify a 
direct financing or sales-type lease, as distinct from an operat-
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ing lease, from the standpoint of the lessor. The principal 
exceptions referred to are those stated in paragraph .008.

.066 The Board considered and rejected, for the reason set 
forth in paragraph .065, the argument that the difference in the 
nature of the lessor’s and lessee’s businesses is often sufficient 
to warrant different classification of a lease by the two parties.

.067 Some respondents to the Discussion Memorandum and E x
posure Drafts, while agreeing generally with the premise that the 
nature of the transaction should govern its classification by both 
the lessee and lessor, pointed out that there is no assurance that 
the transaction will be discerned identically by both parties. How
ever, the Board believes that by adopting essentially the same 
criteria for classification of leases by both parties (see paragraph 
.065), as contrasted w ith the difference in criteria previously 
existing between APB Opinion No. 5, concerning lessee ac
counting, and APB Opinions No. 7 and 27, concerning lessor 
accounting, and, by virtue of the fact that the criteria adopted 
are in some respects more explicit than those referred to in 
those Opinions, that a significant improvement in consistency 
of classification can be achieved.

.068 A large number of respondents favored capitalization by 
lessees of only those leases that they would classify as “ in substance 
installment purchases.”  A  wide range of preferences was expressed 
as to the criteria to be used to identify such leases. Most prominent 
among these was the “ material equity”  criterion that is the basic 
criterion of APB Opinion No. 5 and that is discussed in para
graph .073. Most of those favoring this concept would apply it  
only to the lessee rather than to both parties.

.069 The Board considered the concept for capitalization by the 
lessee of those leases that are “ in substance installment purchases.” 
Such leases, if  identifiable, would be encompassed within the con
cept described in paragraph .060, but, by itself, the installment 
purchase concept, in the Board’s view, is too lim iting  as a basis 
for lease capitalization. Taken literally, the concept would 
apply only to those leases that automatically transfer owner
ship. A ll other leases contain characteristics not found in 
installment purchases, such as the reversion of the property 
to the lessor at the termination of the lease.
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.070 Some respondents advocated capitalization of leases that 
give rise to what they term “ debt in a strict legal sense.”  A 
number of the respondents in this group were also represented 
in the group referred to in paragraph .068, indicating that they 
view the two concepts as not being mutually exclusive. The 
argument advanced is essentially that some leases contain 
clauses that make the lessee’s obligation absolute and uncon
ditional, and because the obligation is absolute, such clauses 
should be made the determinant for capitalization of leases con
taining them. Those advancing this view generally appeared to be 
focusing on the liability aspect of the transaction rather than on 
the nature of the corresponding asset to be recorded. Few had any 
comment to offer concerning cases in which the “ legal debt”  as
sumed by the lessee represents only a portion of the asset’s cost; 
nor was it clear from the comments how, if at all, the concept of 
“ legal debt”  standing alone should affect accounting for the lease 
by the lessor.

.071 The Board noted that the determination of whether a lease 
obligation represents debt in the strict legal sense would of neces
sity rest primarily on court decisions, and that such decisions have 
arisen almost entirely from litigation involving bankruptcy, reor
ganization, or taxation. The Board concluded that legal distinc
tions of this nature were apt to be neither relevant nor practical 
in application to the accounting issue of lease capitalization. The 
Board believes further that, in most instances where the lessee has 
assumed an unconditional obligation that the courts might hold to 
be legal debt, it is reasonable to assume that he w ill have protected 
his interest through other features in the agreement that are likely 
to meet one or more of the criteria for capitalization stated in 
paragraph .007. The Board accordingly rejected the concept of 
“ legal debt”  as a determinant for lease capitalization.

Criteria for Classification

.072 The Discussion Memorandum listed 14 criteria as having 
some support for use in classifying leases by lessees. A number of 
criteria, including some of the 14, were also listed for possible use 
in classifying leases by lessors. Among the respondents, opinion 
was divided as to the criteria that identify leases that should be 
capitalized by the lessee as well as to those criteria that identify 
leases that should be recorded as sales or financing leases by 
lessors. The Board concluded that many of the listed criteria were 
overlapping, i.e., that the basic idea contained in one also was
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embodied in others designed to identify the same attribute. The 
Board believes that the criteria stated in paragraphs .007 and 
.008 contain the essence of the listed criteria except those that 
the Board did not consider relevant or suitable. The basis for 
the Board’s adoption or rejection of individual criteria is the 
concept discussed in paragraph .060, namely, the transfer of 
substantially all of the benefits and risks incident to the owner
ship of property. The following discusses the Board’s conclu
sions w ith respect to each of the 14 criteria listed in the lessee 
section of the Discussion Memorandum together w ith 5 other 
criteria that were dealt w ith in the lessor section. These last 5 
are discussed in paragraphs .087-.090.

.073 Lessee builds up a material equity in the leased property. 
Many of the respondents favored the material equity criterion as 
contained in APB Opinion No. 5 as the principal basis for lease 
capitalization by the lessee. Of the criteria selected by the Board, 
the criterion stated in paragraph .007(b) wherein the lease con
tains a bargain purchase option is evidential that a material 
equity is being established. The criterion stated in paragraph 
.007(a) wherein ownership is transferred by the end of the 
lease term may in some circumstances be evidential that a 
material equity is being established. However, in relating 
material equity to the concept discussed in paragraph .060, 
the Board concluded that leases in which no material equity 
is established by the lessee may effectively transfer substan
tia lly  all of the benefits and risks of ownership. For example, 
a lease whose term extends over the entire economic life of the 
asset and thus transfers all of the benefits and risks of ownership 
need not give rise to a material equity. Accordingly, the Board re
jected material equity as a separate criterion and considered it too 
limiting to represent the central basis for lease capitalization by 
lessees.

.074 Leased property is special purpose to the lessee. The Board 
rejected this criterion for two reasons. First, “ special purpose 
property”  is a relative concept that is hard to define objectively. 
Second, the fact that the leased property is special purpose does not, 
of itself, evidence a transfer of substantially all of the benefits and 
risks of asset ownership. Although it is expected that most lessors 
would lease special purpose property only under terms that trans
fer substantially all of those benefits and risks to the lessee, nothing 
in the nature of special purpose property necessarily entails such 
lease terms. The Board concluded that, if the lease, in fact, con
tains such terms, it is likely that one or more of the adopted 
criteria in paragraph .007 would be met.
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.075 Lease term is substantially equal to the estimated useful life 
of the property. This criterion was modified as adopted in criterion
(c) of paragraph .007 as fo llow s:

The lease term (as defined in paragraph .005(f)) is equal 
to 75 percent or more of the estimated economic life of the 
leased property (as defined in paragraph .005(g)).

In the Board’s view, the fact that the lease term need be for only 
75 percent of the economic life of the property is not inconsistent 
w ith the concept discussed in paragraph .060 for the following 
reasons:

Although the lease term may represent only 75 percent of the 
economic life of the property in terms of years, the lessee 
can normally expect to receive significantly more than 75 
percent of the total economic benefit to be derived from the 
use of the property over its life span. This is due to the 
fact that new equipment, reflecting later technology and in 
prime condition, can be assumed to be more efficient, and 
hence yield proportionately more use benefit, than old equip
ment which has been subject to obsolescence and the wearing- 
out process. Moreover, that portion of use benefit remain
ing in the equipment after the lease term, in terms of the 
dollar value that may be estimated for it, when discounted 
to present worth, would represent a still smaller percentage 
of the value of the property at inception.

As a result of comments received in response to the second Ex
posure Draft, the following qualification has been added to para
graph .007(c):

However, i f  the beginning o f the lease term  fa lls  w ith in  the 
last 25 percent o f  the to ta l estimated economic life  o f the 
leased property, includ ing  earlier years o f use, th is c rite rion  
shall not be used fo r  purposes o f classifying the lease.

The Board found persuasive the argument that it would be incon
sistent to require that a lease covering the last few years of an 
asset’s life be recorded as a capital lease by the lessee and as a 
sales-type or direct financing lease by the lessor when a lease of 
the asset for a similar period earlier in its life would have been 
classified as an operating lease. Without the above qualification, in 
the case of a tank car having an estimated economic life of 25
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years and placed under five successive 5-year leases, the first 
four leases would be classified as operating leases under this 
criterion and the last lease would be classified as a capital lease. 
The Board considered such a result illogical.

.076 Lessee pays costs normally incident to ownership. This cri
terion was rejected by the Board since it can be presumed that, 
one way or another, the lessee bears the costs of ownership in 
virtually all lease agreements.

.077 Lessee guarantees the lessor's debt with respect to the leased 
property. The Board concluded that this criterion does not neces
sarily evidence a lease that transfers substantially all of the bene
fits and risks of property ownership; the amount guaranteed may 
represent only a portion of the fair value of the property. When 
there is a guarantee, the Board believes it likely that the lessee 
will have protected his interest through other features in the agree
ment that may meet one or more of the adopted criteria stated in 
paragraph .007. In  this regard, any periods covered by renewal 
options in which a lessee guarantee is expected to be outstanding 
are to be included in the lease term, as provided by paragraph 
.005(f), and the corresponding renewal rentals are to be in
cluded in minimum lease payments, as provided by paragraph 
.005(j) . Thus, such periods would be recognized in applying 
criterion .007(c) to the property’s economic life, and both the 
periods and the corresponding rentals would be recognized in 
applying the 90 percent recovery criterion (paragraph .007(d)).

.078. Lessee treats the lease as a purchase fo r tax purposes. The 
Board rejected this criterion. There are many instances in which 
tax and financial accounting treatments diverge, and the question 
of a possible need for conformity between them is beyond the 
scope of this Statement.

.079 Lease is between related parties. The Board did not consider 
this criterion as suitable, in itself, for determining lease classifica
tion. Leases between related parties are discussed in paragraphs 
.029-.031.

.080 Lease passes usual risks and rewards to lessee. The Board 
considered this to be a concept rather than a criterion. I t  is 
closely related to the basic concept underlying the conclusions of 
this Statement, described in paragraph .060.
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.081 Lessee assumes an unconditional liability fo r lease rentals. 
This criterion was rejected by the Board for the reasons given in 
paragraph .071.

.082 Lessor lacks independent economic substance. The Board 
considered the argument advanced by some that, if the lessor has 
no economic substance, the lessor serves merely as a conduit in 
that the lender looks to the lessee for payment and thus, it is 
asserted, the lessee is, in fact, the real debtor and purchaser. 
Whether the lessee is judged to be a debtor does not, in the 
Board’s view, constitute a suitable criterion for determining lease 
classification for the reasons expressed in paragraph .071. The 
Board finds unpersuasive the argument that the lessee’s account
ing for a leasing transaction should be determined by the economic 
condition of an unrelated30 lessor. I f  a lease qualifies as an operat
ing lease because it does not meet the criteria in paragraph .007, the 
Board finds no justification for requiring that it be accounted for as 
a capital lease by the lessee simply because an unrelated lessor lacks 
independent economic substance. In such a case, it probably 
means that someone else, presumably the lender, is in substance 
the lessor, but this circumstance, per se, should not alter the 
lessee’s accounting. Accordingly, the Board rejected this criterion.

.083 Residual value at end of lease is expected to be nominal. 
Some respondents recommended that such a criterion, i f  adopted, 
should be based on the present value of the residual, which, because 
of the long-term nature of many leases, would represent a much 
smaller percentage of asset value at inception than the undis
counted residual value. However, other respondents who favored 
the addition of a recovery criterion based on the relationship of 
the present value of the lease payments to the fair value of the 
leased property argued that a criterion based on residual value 
would be redundant in that it would essentially measure the com
plement of that relationship. Since, for the reasons set forth in 
paragraph .084 below, the Board favored the recovery criterion, 
it  was adopted in lieu of a criterion based on residual values.

.084 Lease agreement provides that the lessor w ill recover his in
vestment plus a fair return (a) guaranteed by the lessee or (b) 
not so guaranteed. A  variation of this criterion was adopted as 
criterion (d) of paragraph .007. In  the form adopted, the criterion 
is met when the present value of the minimum lease payments, de-

30 I f  the lessee and the lessor are related parties, the provisions o f  para

graphs .029-.031 app ly.
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fined in paragraph .005( j) ,  excluding executory costs, equals or 
exceeds 90 percent of the excess of the fair value of the leased 
property, defined in paragraph .005(c), to the lessor at the inception 
of the lease over any related investment tax credit retained by the 
lessor and expected to be realized by him. The Board concluded 
that if the present value of the contractual receipts of the lessor 
provide for recovery of substantially all (defined as 90 percent or 
more) of his net investment in the fair value of the leased asset, 
the lessor has transferred substantially all of the benefits and risks 
of asset ownership. Likewise, if the present value of the lessee’s 
lease obligations provide for that degree of recovery by the lessor, 
the conclusion was that the lessee has acquired those benefits and 
risks. Some respondents pointed out that a recovery criterion 
more clearly evidences the transfer of risks than of benefits since 
a substantial residual value may revert to the lessor at the end of 
the lease term. However, the Board concluded that, in leases 
meeting the recovery criterion, the residual amount, when dis
counted to its present value at the inception of the lease, is likely 
to represent only a small percentage of the fair value of the prop
erty. For the reasons cited above, the Board adopted a criterion 
based on recovery of substantially all (defined as 90 percent or 
more) of the fair value of the leased property. A lessee guarantee 
of recovery to the lessor is recognized through inclusion in the 
definition of minimum lease payments. Thus, such guarantees are 
taken into account in the application of the 90 percent recovery 
criterion. As a result of comments received in response to the 
second Exposure Draft, the following qualification has been added 
to paragraph .007(d) :

However, i f  the beginning o f the lease te rm  fa lls  w ith in  the 
last 25 percent o f the to ta l estimated econom ic life  o f the 
leased property, includ ing earlier years o f  use, this crite rion  
shall no t be used fo r  purposes o f classifying the lease.

The above qualification is the same as that added to criterion 
.007(c) and the reasons are the same as those discussed in para
graph .075.

.085 Lessee has the option at any time to purchase the asset for 
the lessor’s unrecovered investment. The Board concluded that the 
existence of a purchase option is significant only if  it is a bargain 
purchase option as defined in paragraph .005(d) and as adopted in 
paragraph .007(b); otherwise, there is no presumption that the 
lessee w ill exercise the option. Accordingly, the Board rejected 
this criterion.

AC § 4053.085 Copyright © 1976, American Institute of Certified Public Accountants, Inc.



A cco u n tin g  fo r  Leases 8431-3

.086 Lease agreement is noncancelable fo r a “ long term.”  This 
criterion was rejected by the Board in favor of criterion (c) of 
paragraph .007.

.087 Lease transfers title ( ownership) to the lessee by the end of 
the lease term. This criterion was adopted by the Board as criterion
(a) of paragraph .007. Such a provision effectively transfers all 
of the benefits and risks of ownership and, thus, the criterion is 
consistent with the concept discussed in paragraph .060.

.088 Lease provides fo r a bargain purchase or a renewal option at 
bargain rates. The existence of a bargain purchase option was 
adopted by the Board as criterion (b) of paragraph .007. Such a 
provision effectively transfers all of the benefits and risks of own
ership and, thus, the criterion is consistent with the concept dis
cussed in paragraph .060. The period covered by a bargain renewal 
option is included in the lease term, as defined in paragraph .005(f), 
and the option r entals are included in minimum lease payments, as 
defined in paragraph .005(j). Thus, a bargain renewal option 
enters into the determination of whether the lease meets either 
criterion (c) or criterion (d) of paragraph .007. Accordingly, the 
Board rejected the existence of a bargain renewal option as a sepa
rate criterion.

.089 Collection of the rentals called fo r by the lease is reasonably 
assured. This criterion relates only to lessors. I t  has been restated 
as follows and adopted by the Board as a necessary criterion (para
graph .008(a)) : “ Collectibility of the minimum lease payments is 
reasonably predictable.”  The wording change reflects the Board’s 
view that lessors should not be precluded from classifying leases 
as direct financing or sales-type leases, when they meet one of the 
criteria for such classification in paragraph .007, i f  losses are rea
sonably predictable based on experience with groups of similar 
receivables. When other than normal credit risks are involved in 
a leasing transaction, it was the Board’s conclusion that collecti
bility is not reasonably predictable and classification as a sales- 
type or direct financing lease, in such cases, is therefore not ap
propriate.

.090 No important uncertainties surround costs yet to be incurred 
by lessor. The matter of uncertainties surrounding future costs 
was dealt with in the Discussion Memorandum as one of the risks 
of ownership relevant to the classification of leases by lessors. This 
criterion is essentially equivalent to one of the criteria set forth in 
APB Opinion No. 27, paragraph 4, as a requirement for treating a
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lease by a manufacturer or dealer lessor as a sale. In adopting 
this as a necessary criterion, the Board believes that if future un- 
reimbursable costs to be incurred by the lessor under the lease 
are not reasonably predictable, the risks under the lease transaction 
may be so great that it should be accounted for as an operating 
lease instead of as a sales-type or direct financing lease.

Accounting by Lessees

.091 APB Opinion No. 5, paragraph 15, prescribed accounting 
for leases that were to be capitalized as “ in substance installment 
purchases” as follows:

Leases w hich are c learly in  substance insta llm ent purchases o f  
property  . . . should be recorded as purchases. The property  
and the ob liga tion  should be stated in  the balance sheet at an 
appropriate discounted am ount o f fu tu re  payments under the 
lease agreement. . . . The method o f am ortiz ing  the amount 
o f the asset to income should be appropriate to  the nature and 
use o f the asset and should be chosen w ith o u t reference to  the 
period over w hich the related ob liga tion  is discharged.

As stated in paragraph .060, the concept underlying this Statement 
is that a lease that transfers substantially all of the benefits and 
risks incident to the ownership of property should be accounted 
for as the acquisition of an asset and the incurrence of an obliga
tion by the lessee, and as a sale or financing by the lessor. The 
concept for capitalization by the lessee of only those leases that 
are “ in substance installment purchases”  was rejected by the 
Board as too limiting a basis for lease capitalization (see para
graph .069).

.092 Despite this difference in the concept for capitalization, the 
Board viewed the accounting prescribed by APB Opinion No. 5 for 
capitalized leases as generally appropriate. While respondents ex
pressed varying opinions as to the characteristics of leases that 
should be capitalized, there was little opposition to the method of 
accounting for such leases prescribed by APB Opinion No. 5. 
The accounting provisions of this Statement applicable to lessees, 
with the exceptions noted below, generally follow that Opinion; 
however, these provisions are more specific with respect to im
plementation.

.093 W ith respect to the rate of interest to be used in determining 
the present value of the minimum lease payments for recording the

AC § 4053.091 Copyright © 1976, American Institute of Certified Public Accountants, Inc.



Accounting for Leases 8431-5

asset and obligation under a capital lease, the Board concluded the 
rate should generally be that which the lessee would have incurred  
to borrow  fo r a sim ilar term the funds necessary to purchase the 
leased asset (the lessee’s incremental borrow ing rate). A n  excep
tion  to that general rule occurs when (a) it  is practicable fo r the 
lessee to ascertain the im p lic it rate computed by the lessor and
(b) that rate is less than the lessee’s incremental borrow ing rate; 
i f  both o f those conditions are met, the lessee shall use the im p lic it 
rate. However, i f  the present value o f the m inim um  lease pay
ments, using the appropriate rate, exceeds the fa ir value o f the 
leased property at the inception o f the lease, the amount recorded 
as the asset and obligation shall be the fa ir value. A  number of 
respondents pointed out that in  many instances, the lessee does not 
know the im p lic it rate as computed by the lessor. A lso, since the 
im p lic it rate is affected by the lessor’s estimate o f the residual 
value o f the leased property in  which the lessee w ill usually have 
no interest, and may also be affected by other factors extraneous 
to the lessee, i t  may, i f  higher than the lessee’s incremental bor
row ing rate, produce a result that is less representative o f the 
transfer o f use benefit to the lessee than would be obtained from  
use o f the lessee’s incremental borrow ing rate. F or those reasons, 
the Board concluded that the lessee’s use o f the im p lic it rate fo r 
discounting purposes should be lim ited to circumstances in  which  
he is able to ascertain that rate, as computed by the lessor, and it 
is less than his incremental borrow ing rate. In  the revised Ex
posure D ra ft, the Board had defined this rate as that which “ the 
lessee would have incurred to borrow  the funds necessary to buy 
the leased asset on a secured loan w ith  repayment terms sim ilar to 
the payment schedule called fo r in  the lease.”  A  number o f 
respondents objected to this defin ition pointing out that they would  
not have financed the asset on a secured loan basis and, hence, 
would be unable to determine such a theoretical rate. Those re
spondents suggested that the defin ition be revised to allow  the 
lessee to use a rate consistent w ith  the type o f financing that would  
have been used in  the particular circumstances. The Board found  
m erit in  those suggestions because i t  intended that the rate should 
be both determinable and reasonable. The defin ition o f the lessee’s 
incremental borrow ing rate has been revised accordingly. Some 
respondents pointed out that the use o f the lessee’s incremental 
rate, however determined, would in  some cases produce an amount 
to be capitalized that would be greater than the known fa ir value 
o f the leased asset. I t  was suggested that in  such cases the amount 
to be capitalized be lim ited to the fa ir value. The Board agreed 
w ith  that recommendation.
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.094 The method o f am ortiza tion o f the capitalized asset pre
scribed in  this Statement (see paragraph .011) d iffers from  that 
called fo r in  APB Opinion No. 5 in  that, except fo r those leases 
that meet criterion .007(a) or .007(b ) , the period o f amortization is 
lim ited to the lease term. APB Opinion No. 5 did not so lim it the 
period of amortization since the leases to be capitalized were those 
that were considered “ in  substance installment purchases.”  The 
Board concluded that, fo r leases which are capitalized under c ri
terion .007(c) or .007 (d) o f this Statement, the amortization period 
should be the lease term. I t  is presumed fo r accounting purposes 
that, in  such leases, the lessee’s period o f use of the assset w ill 
end at the expiration o f the lease term.

.095 Some respondents asked fo r clarification and more specific 
treatment in  the Statement w ith  respect to the accounting to be 
fo llowed in  connection w ith  the situations referred to in  paragraph 
.009 having to do w ith  changes in  lease provisions that would have 
resulted in  a different classification o f the lease at its inception and 
renewals and extensions o f existing leases. The clarification re
quested has been incorporated in  paragraph .014. Additiona lly, re
spondents asked fo r clarification w ith  respect to the accounting to  
be followed when a guarantee or penalty provision in  a lease is 
rendered inoperative by a renewal or extension. That clarification  
has been provided in  paragraph .012.

Disclosure by Lessees

.096 Users o f financial statements have indicated a strong desire 
fo r  disclosure by lessees o f in form ation concerning leasing transac
tions whether leases are capitalized or not. In  some cases, the 
in form ation desired was sim ilar to that now provided in  accordance 
w ith  AP B Opinion No. 31 o r SEC Accounting Series Release No. 
147. However, some respondents objected to the requirement to 
disclose future m inim um  rental payments by periods beyond the 
next succeeding five years. I t  was contended that any such pro
jections are apt to be misleading since the accumulating effect o f 
new leases and lease renewals on future payments in  those periods 
is not reflected. In  addition, some users and many other respon
dents opposed requiring disclosure o f the estimated effect on net 
income had certain leases been capitalized. The Board agreed 
w ith  both o f those views except that during the transition period 
u n til fu ll retroactive application o f this Statement is required, the 
Board decided that the disclosure called fo r  in  paragraph .050 is 
needed by users o f financial statements pending retroactive applica-
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tion. The Board concluded that the disclosures called fo r in  para
graph .016(a) w ith  respect to capital leases would provide in fo r 
mation helpful to users o f financial statements in  assessing the 
financial condition and results o f operations of lessees. In  the 
Board’s view, such disclosures are consistent w ith  the inform ation  
presently required to be disclosed w ith  respect to  owned property 
and to long-term obligations in  general. The Board further con
cluded that users’ assessments would be facilitated by the dis
closures called fo r  in paragraphs .016(b) and .016(c) w ith  respect 
to operating leases. The requirement to  disclose inform ation con
cerning commitments fo r rental payments under operating leases 
during the succeeding five years is consistent w ith  the sim ilar re
quirement fo r capital leases.

Accounting by Lessors

.097 As stated in  paragraph .061, the concept underlying the ac
counting fo r leases by lessors in  this Statement is essentially the 
same as the concept embodied in  APB Opinions No. 7 and 27; 
that is, a lease that transfers substantially a ll o f the benefits and 
risks incident to the ownership o f property should be accounted 
fo r as a sale o r financing by the lessor. Accordingly, the account
ing provisions o f this Statement applicable to lessors, w ith  the 
principal exceptions noted below, generally fo llow  those o f the 
two APB Opinions.

.098 In  computing the manufacturer’s or dealer’s p ro fit on a sales- 
type lease, the cost o f the property leased w ill be reduced by the 
present value o f the estimated residual value. This represents a 
liberalization o f the provisions of APB Opinion No. 27 , which did  
not perm it recognition o f any residual value in  determining manu
facturer’s or dealer’s profit. Some respondents favored continuing  
the provisions o f Opinion 27 in  this regard. Others believed that 
the present value o f the residual should be recognized in  pro fit 
determination and that the accounting fo r the financing element of 
a leasing transaction should be essentially the same in  a sales-type 
lease as in  a direct financing lease. The Board agreed w ith  this 
latter view and concluded that the difference between the estimated 
residual and its present value should be included in  unearned in 
come and recognized in  income over the lease term.

.099 Th is Statement calls fo r  the estimated residual value, along 
w ith  rentals and other m inimum  lease payments receivable, to be 
included in  the balance sheet presentation o f the investment in
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sales-type and in  direct financing leases. Under AP B Opinion No. 
7, the estimated residual value was to be included w ith  property, 
plant, and equipment. Several respondents contended that inclu
sion o f the residual w ith  depreciable assets o f the lessor would  
b lu r the distinction between property on lease and property used 
in  the lessor’s internal operations. Others pointed out that, in  the 
vast m ajority o f leases, the estimated residual value is realized by 
a sale o r re-lease o f the property and, fo r that reason, the residual 
should be looked upon as a last payment sim ilar to the m inimum  
lease payments. In  addition, it  was contended, presentation of 
the estimated residual value as part o f the lease investment rather 
than as part o f property, plant, and equipment is necessary to 
portray the proper relationship between the gross investment in  
leases and the related unearned income, since a portion  o f the un
earned income relates to the residual value. The Board agreed 
w ith  those views.

.100 This Statement requires that the selling price in  a sales-type 
lease be determined by computing the present value o f payments 
required under the lease. In  this respect, i t  fo llows O pinion 27. 
However, this Statement is more specific than Opinion 27 in  iden
tify ing  the payments that are to be included in  the computation, 
and it  requires use o f the rate o f interest im p lic it in  the lease fo r 
discounting instead o f an interest rate determined in  accordance 
w ith  the provis ions o f A P B  Opinion No. 21 [section 4111], as 
called fo r  by Opinion 27. Use o f the latter rate was rejected by the 
Board on the grounds that i t  would yield an amount to be recorded 
as the sales price that would be at variance w ith  the known fa ir  
value o f the leased asset (a fte r adjusting that price fo r the present 
value o f any investment tax credit o r residual retained).

.101 This Statement requires different treatment o f in itia l direct 
costs (see paragraph .005(m ))  as between sales-type leases and 
direct financing and leveraged leases. In  the case o f sales-type leases, 
in itia l direct costs are to be charged against income o f the period in  
which the sale is recorded, which is consistent w ith  the general 
practice o f accounting fo r sim ilar costs incurred in  connection w ith  
installment sales on the basis that such costs are incurred p rim arily  
to produce sales revenue. In  this respect, the Statement fo llows  
APB O pinion No. 27, which, although not mentioning in itia l direct 
costs specifically, in  paragraph 6 called fo r estimated “ future costs”  
related to leases accounted fo r as sales to be charged to income 
o f the period in  which the sale is recorded. The second Exposure 
D ra ft called fo r in itia l direct costs incurred in  connection w ith  d i-
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rect financing leases to be accounted fo r in  the manner that APB  
Opinion No. 7, paragraph 11, described as preferred, that is, to  
be deferred and allocated to future periods in  which the related 
financing income is reported. This requirement recognized that, un
like the in itia l direct costs in  sales-type leases, such costs in  direct 
financing leases are not p rim arily  related to income of the period  
in  which the costs are incurred. A  number o f respondents ob
jected to the deferral o f in itia l direct costs incurred in  connection 
w ith  direct financing leases because i t  is at variance w ith  predomi
nant industry practice and would, i t  was reported, necessitate a 
m ajor revision o f existing record systems and computer programs 
w ith  no appreciable effect on net income over the lease term. The 
predominant industry practice as cited by those respondents con
sists o f expensing such costs as incurred and recognizing as income 
in  the same period a portion  o f unearned income equal to the 
amount o f the costs expensed. I t  was pointed out that this method 
produces essentially the same income effect as i f  the in itia l direct 
costs were deferred and amortized separately, as was called fo r by 
the revised Exposure D raft, o r as i f  these costs were charged to 
unearned income, as is called fo r in  the case o f leveraged leases. 
The Board accepted this recommendation fo r practical considera
tions and has revised the accounting prescribed fo r in itia l direct 
costs incurred in  connection w ith  direct financing leases accord
ingly. In  the case o f leveraged leases, the accounting fo r in itia l 
direct costs is consistent w ith  the central concept underlying the 
accounting fo r leveraged leases by the investment w ith  separate 
phases method, that concept being that the net income should be 
recognized at a level rate o f return on the investment in  the lease 
in  the years in  which the investment is positive.

.102 A s was the case w ith  lessee accounting, respondents 
requested clarification and more specific guidance as to  the account
ing to be followed by lessors w ith  respect to the situations referred  
to  in  paragraph .095. The requested guidance fo r lessor account
ing  fo r those situations has been provided in paragraphs .017(e) 
and .017(f). In  addition, respondents objected to the provisions o f 
the revised Exposure D ra ft allowing, in  some instances, gain to be 
recognized immediately on renewals o r extensions o f sales-type or 
direct financing leases. Those who objected contended that gain 
recognition in  those circumstances was equivalent to allowing up
ward revisions o f residual value estimates, a practice specifically 
prohibited in  the Statement. The Board found those objections 
persuasive and, accordingly, revised the accounting fo r renewals or 
extensions o f sales-type o r direct financing leases to proh ib it im 
mediate recognition o f gain.
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Disclosure by Lessors

.103 A  number o f those respondents who addressed the question 
of what inform ation should be disclosed by lessors thought that the 
disclosures called fo r by APB Opinion No. 7 were adequate. Some, 
however, thought there should be consistency, where relevant, be
tween the disclosure requirements fo r lessors and those fo r lessees 
and noted that disclosure requirements fo r lessees had been re
cently made more extensive by AP B  Opinion No. 31 and SEC 
Accounting Series Release No. 147. The Board agreed w ith  this 
latter view. As in  the case o f lessees, the Board believes that the 
in fo rm ation  required to  be disclosed by  paragraph .023 w i l l  be 
helpful to users o f financial statements in  assessing the financial 
condition and results o f operations o f lessors. Several respondents 
to the second Exposure D ra ft objected to the lim ita tion  o f lessor 
disclosure requirements to those lessors fo r which leasing is the 
predominant activity. I t  was contended that the disclosures should 
be required whenever leasing is a significant part o f the lessor’s 
business activities rather than only when leasing is predominant. 
Other respondents thought that a single test o f predominance 
based on revenues was inappropriate and pointed to the difference 
in  the nature o f lease rentals as compared to sales revenue o f a 
manufacturing concern. I t  was recommended that significance be 
determined in  terms o f revenue, net income, o r assets as separate 
indicators. The Board found m erit in  these recommendations and 
revised the disclosure lim ita tion  accordingly.

.104 Some respondents recommended the elim ination o f the 
requirement in  the Exposure Drafts that the cost or carrying  
amount o f property on operating leases and that o f property held 
fo r lease be separately disclosed. They contended that in  com
panies having thousands o f operating leases i t  would be d ifficult, i f  
not impossible, to make such a split. Since the in form ation would  
be based on one particular po in t in  time, it may well be unrepre
sentative. The Board found those arguments persuasive and be
lieves, moreover, that a better indication o f the productiv ity o f 
property on or held fo r lease is its relationship to the m inimum  
future rentals by years and in  the aggregate from  noncancelable 
operating leases, which latter inform ation is required by the 
Statement.

Leases Involving Real Estate

.105 The second Exposure D ra ft provided that criteria .007(c) 
and .007(d) were not applicable to leases o f land and that, unless 
criterion .007(a) or .007(b) was met, leases o f land should be
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accounted fo r as operating leases. In  a lease in v o lv in g  both  
land and bu ild ing , if  the land element represented 15 percent or 
more of the to ta l fa ir value o f the leased property, the land and 
bu ild ing  elements of the lease were required to  be separated and 
each classified and accounted fo r as i f  i t  were a separate lease. 
Some respondents objected to  th is , contending tha t the recovery 
crite rion , .007(d), should be applicable to  land leases the same 
as to  other leases. O thers objected to  the required separate 
trea tm ent o f the land and b u ild ing  elements in a lease in v o lv in g  
both, contending th a t the property  should be classified and 
accounted fo r as a u n it and th a t to  require separation w ou ld  
be inconsistent w ith  the economic substance o f the transaction. 
Some, p a rticu la rly  in  the case o f re ta il leases, cited the  
d ifficu lties  and cost invo lved in  separating the land and b u ild ing  
elements fo r companies w ith  large num bers o f such leases. 
They recommended th a t separation no t be required and tha t 
a ll such leases be classified as operating leases. H ow ever, i f  
separation were to  continue to  be required, some suggested th a t 
the  15 percent lim ita tio n  be raised to  perm it trea ting  as a u n it a 
greater number o f leases in  which land would still not represent a 
m ajor element. T he  Board ’s conclusion tha t, unless c rite rion  
.007(a) o r .007(b) was met, leases o f land should be classified as 
operating leases is based on the concept that such leases do not 
transfer substantially all the benefits and risks o f ownership. Land  
norm ally does not depreciate in  value over time, and rental pay
ments fo r  the use o f land are not predicated on compensation fo r  
depreciation plus interest, as is the case w ith  leases o f depreciable 
assets, but are in  the nature o f interest only or, as some may pre fer 
to  say, interest plus whatever additional p ro fit element may be in 
cluded. The requirement fo r  separation o f the land and build ing  
elements in  a lease invo lv ing both is based on this distinction. 
T he  Board found m erit, however, in  the recommendation th a t 
the 15 percent lim ita tion  be raised in  order to reduce the practical 
problems invo lved  in  separating the land and b u ild ing  elements 
fo r large numbers of leases. The  Board concluded th a t the 15 
percent lim ita tio n  established in  the second Exposure D ra ft  
should accord ingly be raised to  25 percent.

.106 A  number o f respondents pointed out that leases of facilities 
such as a irport and bus term inals and port facilities from  govern
mental units o r authorities contain features that render the criteria  
o f paragraph .007 inappropriate fo r  classifying such leases. Leases 
o f such facilities do not transfer ownership o r contain bargain pur
chase options. By virtue o f its power to abandon a fac ility  during
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the term o f a lease, the governmental body can effectively control 
the lessee’s continued use o f the property fo r its intended purpose, 
thus making its economic life  essentially indeterminate. F ina lly, 
since neither the leased property nor equivalent property is avail
able fo r sale, a meaningful fa ir  value cannot be determined, thereby 
invalidating the 90 percent recovery criterion. F or those reasons, 
the Board concluded that such leases shall be classified as operat
ing leases by both the lessee and lessor.

Sale-Leaseback Transactions

.107 O f those respondents who addressed the issues o f accounting 
fo r sale-leaseback transactions, opinions were divided between those 
who favored (a) treatment as a single transaction w ith  deferral o f 
pro fit on the sale and (b) treatment as two independent trans
actions unless the lease meets criteria fo r capitalization by the 
lessee. Generally, those favoring treatment as a single transaction 
would make certain exceptions, such as “ leasebacks to accommo
date a short-term property requirement o f the seller”  and “ lease
backs o f only a relatively small part o f the property sold.”  The 
Board noted that most sale-leasebacks are entered into as a means 
o f financing, fo r tax reasons, or both and that the terms o f the 
sale and the terms o f the leaseback are usually negotiated as a 
package. Because o f this interdependence o f terms, no means 
could be identified fo r separating the sale and the leaseback that 
would be both practicable and objective. F or that reason, the 
Board concluded that the present general requirement that gains 
and losses on sale-leaseback transactions be deferred and amortized 
should be retained. A n  exception to that requirement arises when 
the fa ir value o f the property at the time o f the transaction is less 
than its undepreciated cost. In  that case, the Board decided that 
the loss should be recognized up to the amount o f the difference 
between the undepreciated cost and fa ir value.

Accounting for Leveraged Leases by Lessors

.108 The first issue concerning leveraged leases in  the Discussion 
Memorandum asked whether leveraged leases are unique in  the 
sense that special standards are required to recognize their eco
nomic nature. The affirmative responses to this issue generally gave 
as reasons the arguments stated in  the Discussion Memorandum.
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The essence o f those arguments is that the combination o f non
recourse financing and a cash flow  pattern that typ ically enables 
the lessor to recover his investment in  the early years o f the lease 
and thereafter affords him  the temporary use o f funds from  which 
additional income can be derived produces a unique economic 
effect. Those respondents who d id not agree that leveraged leases 
are unique generally cited the contra argument in  the Discussion 
Memorandum, namely, that each o f the attributes o f leveraged 
leases that serve to support the uniqueness claim has its counter
part in  other types o f business transactions. In fo rm ation  communi
cated by respondents, as well as that obtained through staff investi
gation, indicates that the use o f a variety o f accounting methods 
fo r leveraged leases has grown rapid ly. The methods in  use gen
erally correspond, although frequently w ith  variations, to  those 
illustrated in  the Discussion Memorandum. The Board noted w ith  
concern the increasing disparity in  practice in  accounting fo r 
leveraged leases. Despite the fact that each o f the attributes o f a 
leveraged lease is found in  other types o f transactions, the Board  
believes that in  a leveraged lease those attributes are combined in  
a manner that produces an overall economic effect that is distinct 
from  that o f other transactions. Accordingly, the Board concluded 
that a leveraged lease, as defined in  paragraph .042, should be ac
counted fo r in  a manner that recognizes this overall economic 
effect. However, the Board emphasizes that the qualification “ as 
defined in  paragraph .042”  is an im portant one since the term  
“ leveraged lease”  is used by some respondents to  refer to any 
lease invo lv ing nonrecourse debt. There is fu rther discussion of 
this d istinction in  paragraph .110.

.109 The Discussion Memorandum described and illustrated four 
different methods o f accounting fo r leveraged leases. Three o f 
those methods are designed to recognize what their adherents see 
as the economic effect o f a leveraged lease, while the other method, 
the ordinary financing lease method, is that presently prescribed 
fo r financing leases by APB Opinion No. 7. The Board’s con
clusions and the reasons therefor concerning the four methods are 
as follows:

a. The ordinary financing lease method. This accounting method 
makes no distinction between a leveraged lease and an ordinary  
two-party financing lease. Even though the debt is nonrecourse 
to the lessor and the lessor has no claim on the debt service 
payments, the transaction is recorded “ gross”  w ith  the lessor’s 
investment based on the present value o f the gross rentals plus
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the residual value as prescribed by APB Opinion No. 7. In  fact, 
however, the lessor’s real investment is not a function of the 
amount of the future rental payments, which amount represents 
neither the funds he has at risk nor the asset from  which he 
derives earnings. Further, no recognition is given to the separate 
investment phases o f a leveraged lease as defined in paragraph 
.042. This method was rejected by the Board because it  is 
incompatible w ith  the essential features o f the transaction.

b. The three-party financing lease method. This method does re
flect the three-party nature of the transaction in that the lessor’s 
investment is recorded net o f the nonrecourse debt, and rental 
receipts are reduced by the debt service payments. However, it 
gives no recognition to the fact that a leveraged lease has sepa
rate investment phases, which is one o f the characteristics in 
cluded in  the definition (see paragraph .042(d )). The lessor’s 
unrecovered investment balance declines during the early years 
o f a leveraged lease from  the strong cash inflow  in  that period. 
Typica lly, the cumulative cash in flow  during the early years 
exceeds the investment, producing a negative investment balance 
during the m iddle years. The investment returns to a positive 
balance again in  the later years as funds are reinvested and then 
goes to zero w ith  realization o f the residual value at the term ina
tion o f the lease. This pattern o f cash flow  results from  the 
fact that income tax reductions from  the investment tax credit, 
accelerated depreciation, and greater interest deductions in  
earlier years are replaced by additional income taxes in  the later 
years after the investment tax credit has been utilized and as tax 
benefits from  depreciation and interest dim inish. By ignoring  
these separate investment phases, the three-party financing 
method shows a gradually declining investment balance through
out the years o f the lease, w ith  income recognized at a level rate 
o f return on the declining balance. The Board believes that the 
accounting treatment fo r a leveraged lease should reflect these 
separate investment phases, which have different economic ef
fects, and should provide fo r the recognition o f income in  
appropriate relation to them. To do otherwise, in the Board’s 
view, is to negate the reason fo r having a separate standard fo r  
leveraged leases, that reason being that leveraged leases have a 
distinct combination o f economic features that sets them apart 
from  ord inary financing leases. W hile  the three-party financ
ing lease method reflects the three-party nature o f the trans
action, it  fails to recognize the other economic features referred 
to above; as a consequence, it  produces results that are incon-
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sistent w ith  the manner in  which the lessor-investor views the 
transaction. For those reasons, the Board rejected the three- 
party financing lease method.

c. The investment w ith separate phases method. This method 
recognizes the separate investment phases and the reversing cash 
flow pattern of a leveraged lease. By recognizing income at a 
level rate o f return on net investment in the years in  which the 
net investment is positive, it associates the income w ith  the 
unrecovered balance o f the earning asset in a manner consistent 
w ith  the investor’s view of the transaction. In  the m iddle years 
o f the lease term, the investment balance is generally negative, 
indicating that the lessor has not only recovered his in itia l invest
ment but has the temporary use o f funds that w ill be reinvested 
in  the later years. The earnings on these temporary funds are 
reflected in  income as and i f  they occur in the years in  which 
the investment is negative. The income that is recognized at a 
level rate o f return in  the years in  which the net investment 
balance is positive consists only o f the so-called “ prim ary”  earn
ings from  the lease, as distinct from  the earnings on temporary 
funds to be reinvested, sometimes referred to as “ secondary”  
earnings. The lessor-investor looks upon these secondary earn
ings from  the temporarily held funds as one o f the economic 
benefits inherent in  the transaction. The integral investment 
method discussed in  (d) below allocates both the prim ary and 
secondary earnings to annual income on a level rate o f return 
basis. I t  is asserted by some that because of this feature, the 
integral investment method is more consistent w ith  the manner 
in  which the lessor-investor views the transaction. However, this 
feature involves estimation of the secondary earnings and recog
n ition  o f a substantial portion  o f them in advance o f their 
occurrence, which the Board did not favor fo r reasons stated 
below in the discussion of the integral investment method. The 
Board believes that secondary earnings should be recognized in 
income only as they occur (in the negative investment years), 
and that this treatment, coupled w ith the recognition o f prim ary  
earnings in  the positive investment years, appropriately portrays 
the economic effects o f the separate investment phases. A c 
cordingly, the Board concluded that the investment w ith  sepa
rate phases method as prescribed in  paragraphs .043-.047 is 
the appropriate method fo r  accounting fo r leveraged leases.

d. The integral investment method. Several variations o f the 
method illustrated in Schedule 7, page 126, of the Discussion
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Memorandum were suggested by respondents who supported its 
concept. That concept looks upon the earnings from  the use of 
temporarily held funds (discussed in  (c) above) as constituting  
an integral part o f the lease income, rather than as secondary 
earnings to be accounted fo r as they occur (the treatment called 
fo r in  the separate phases method). Advocates o f the integral 
method point out that the equity participant (lessor) in  a lev
eraged lease is actually buying a series o f cash flows consisting 
not only o f the equity portion o f the rental payments, the invest
ment tax credit and other tax benefits, and the amount to be 
realized from  the sale o f the residual, but also including the 
earnings to be obtained from  the use of tem porarily held funds. 
Failure to include the latter in  the calculation and recognition of 
lease income, in their view, understates lease income and is 
inconsistent w ith  the manner in  which the lessor-investor views 
the transaction. In  considering these arguments, the Board 
noted (1) that the earnings in  question, in  effect, represent an 
estimate o f interest expected to be earned (or interest cost to be 
saved) in  future years through the application o f the temporarily  
held funds; (2) although these earnings w ill not be realized un til 
future years, their inclusion in  lease income under the integral 
investment method would result in  their recognition in  substan
tia l amounts beginning w ith  the first year o f the lease; and (3) 
the actual occurrence and amount o f those earnings cannot be 
verified because this would involve tracing the source o f specific 
investment dollars, generally acknowledged to be impractical. 
The Board noted further that the other cash flows that consti
tute the source o f the prim ary earnings, w ith  the exception of 
the residual value, are either contractual or based on existing tax 
law and thus provide a firm er basis fo r income recognition than 
the secondary earnings. Adm itted ly, there is uncertainty in 
volved in  the estimate o f residual value to be realized; however, 
the Board noted that recognition o f residual value is consistent 
w ith  the accounting prescribed fo r ord inary financing leases, 
whereas the anticipation o f future interest on funds expected to 
be held tem porarily has no support in  present generally accepted 
accounting principles. For the foregoing reasons, the Board 
rejected the integral investment method.

.110 Some respondents who objected to  the inclusion o f para
graph .042(d) in  the defin ition o f a leveraged lease argued that 
leveraged leases can have a variety o f rental payment arrangements, 
some o f which would not produce the separate investment phases 
specified as part o f the definition, but that, nevertheless, such leases
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should be accorded the accounting method prescribed in  the State
ment. The Board did not agree w ith  this view, since the method 
prescribed is designed to  recognize the unique economic aspects o f 
the separate investment phases. I t  concluded that leases not having 
this characteristic should not be accounted fo r as leveraged leases 
and that the presence o f nonrecourse debt in  a leasing transaction 
is not by itself justification fo r special accounting treatment. N on
recourse debt occurs in  many types o f transactions other than leases 
and, as discussed in  paragraph .108, i t  is only the combination o f 
attributes, not the presence o f nonrecourse debt alone, that pro
duces an overall economic effect that is d istinct from  that o f other 
transactions.

.111 Some have contended that the inclusion o f deferred taxes 
in  the determination o f the lessor’s unrecovered investment is what 
gives rise to the separate investment phases, which is then used to 
justify  the Board’s adoption of the separate phases method and its 
rejection o f the three-party financing method. The Board believes 
that the essential difference between the three-party financing 
method and the separate phases method is that the latter method 
closely fo llows the cash flow  o f the transaction, whereas the form er 
does not. The three-party financing method portrays a gradually  
declining investment balance over the entire lease term, thus fa iling  
to recognize the short-term nature o f the lessor’s in itia l investment, 
which is typ ically recovered through the cash flow  in  the early 
years o f the lease. That this early cash flow  comes in  large part 
from  tax benefits does not alter the fact that the lessor has recov
ered his investment and is then provided w ith  the temporary use 
o f funds by which additional income can be generated. I t  is this 
feature which provides much o f the incentive fo r the lessor to 
enter in to  the transaction in  the first place and, in  fact, w ithout 
those tax benefits some leveraged leases would yield negative re
sults. The Board concluded that leveraged leases should be ac
counted fo r in  a manner that recognizes this cash flow  pattern, both  
in  determining the lessor’s unrecovered investment balance and 
in  the allocation o f income relating to it. The assertion by some 
that the separate phases method results in  an unwarranted “ fron t 
ending”  o f income, in  the Board’s view, fails to take into account 
that the economic benefits o f the transaction are themselves “ fron t- 
ended,”  as has been described above. I t  is precisely this feature 
and the lack o f recognition given i t  by the three-party financing  
method that caused the Board to reject that method.
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.112 A  number o f respondents to the second Exposure D ra ft ob
jected to  the exclusion o f the 90 percent recovery criterion, .007(d ), 
in  determ ining whether o r not a lease meets the requirement o f 
paragraph .042(a) as part o f the definition o f a leveraged lease. 
These respondents pointed out that the m a jo rity  o f leveraged leases 
would not meet any o f the other criteria o f paragraph .007 and 
that, i f  criterion .007(d) was not to be applicable, few leases would  
meet the definition o f a leveraged lease. They took exception to the 
Board’s reasons fo r having excluded criterion .007(d) as expressed 
in  the second Exposure D ra ft. In  the ir view, the determination o f 
whether the lease would qua lify  as a direct financing lease, as re
quired by paragraph .042(a), should be made in  the same manner 
as w ith  any other lease and that the presence of nonrecourse debt 
should thus not enter into such determination. The Board agreed 
with this reasoning and has changed the requirement o f paragraph 
.042(a) accordingly.

.113 Some respondents asked that the Board reconsider its deci
sion reflected in  the second Exposure D ra ft that leases meeting 
the definition of sales-type leases should not be accounted fo r as 
leveraged leases. The argument was advanced that manufacturers 
and dealers often engage in  leasing transactions that, except fo r the 
exclusion o f sales-type leases, would otherwise meet the definition  
o f a leveraged lease as set fo rth  in  paragraph .042. Specifically, 
it was asked why should not a manufacturer record manufacturing 
pro fit fo r a sales-type lease and then also account fo r it  as a lever
aged lease, i f  it otherwise meets the definition? In  the Board’s 
view, the recognition of manufacturing p ro fit by the lessor at the 
beginning o f the lease is incompatible w ith  the concept underlying  
the accounting method prescribed by this Statement fo r leveraged 
leases. As stated in  paragraph .109(c), that method recognizes in 
come at a level rate o f return on the lessor’s net investment in  the 
years in which the net investment is positive. The annual cash flow  
is thus allocated between that portion  recognized as income and 
that applied as a reduction of net investment. Net investment at any 
point is considered to represent the lessor’s unrecovered invest
ment. I f  manufacturing p ro fit is recognized at the beginning 
o f the lease, an element o f the overall p ro fit in  the transaction has 
been abstracted at the outset, thus changing the pattern o f income 
recognition contemplated. The lessor’s investment as recorded after 
recognition o f manufacturing p ro fit would not represent his un
recovered investment. That fact plus the deferral o f income 
taxes related to the manufacturing p ro fit recognized would alter 
both the investment base and the income to be allocated, thus
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departing from  the cash flow  concept on which the prescribed 
method is based. For these reasons, the Board did not accept the 
recommendation.

.114 F or much the same reason, the Board concluded that i f  the 
investment tax credit is accounted fo r other than as described in  
paragraphs .043 and .044, the leveraged lease should not be ac
counted fo r by the investment w ith  separate phases method but, 
instead, by the method prescribed fo r a direct financing lease. 
Accounting fo r the credit other than as prescribed by the invest
ment w ith  separate phases method would abstract an im portant 
element o f the overall p ro fit in  the transaction, thereby changing 
the lessor’s net investm ent and the pattern o f income recogni
tio n  contemplated by  the investm ent w ith  separate phases 
m ethod and thus, in  the Board ’s v iew , rendering the use o f tha t 
m ethod inappropriate.

Effective Date and Transition

.115 The  Board considered three methods o f trans ition  in  the  
applica tion o f the S ta tem ent:

a. Retroactive application w ith  restatement o f p rio r period finan
cial statements

b. Retroactive application w ithout restatement

c. Prospective application

The first alternative maximizes comparability o f a company’s finan
cial statements w ith  those o f other companies and w ith  its own 
statements fo r p rio r periods. However, respondents expressed con
cern that it  would require the accumulation o f a considerable 
amount o f inform ation about existing and expired leases and that 
some companies m ight have problems relating to restrictive cove
nants in  loan indentures and other contracts. In  addition, it  re
quires estimates that in  some cases would be made w ith  after-the- 
fact knowledge. The second alternative reduces the problem of 
data accumulation but at the cost o f impairing interperiod com
parab ility  o f a company’s financial statements before and after the 
date of retroactive application. Depending on the particular c ir
cumstances, it  may or may not m itigate the possible problems 
relating to loan indenture covenants. The th ird  alternative avoids 
most o f the problems o f the other two but would result in  noncom
parab ility  o f financial statements, both as among different com-
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panies and those o f the same company fo r different periods, fo r 
years in the future.

.116 W hile the m ajority o f respondents favored prospective appli
cation, others strongly urged that the Statement be applied retro
actively w ith  restatement. The long period o f time that would ensue 
before comparability would be achieved was given as the prime 
reason by those advocating retroactivity. Some preparers, on the 
other hand, cited problems involving loan indenture restrictions 
should the Statement require retroactive application. Some com
panies w ith  large numbers o f leases stated in  their responses that 
the task o f gathering the necessary data fo r retroactive application 
would be onerous as well as time consuming fo r existing leases, 
and that it  would be more d ifficult, i f  not impossible, to obtain the 
in form ation on expired leases necessary fo r restatement.

.117 Included in  the responses was the suggestion that a transition  
period be established during which companies would be given time 
both fo r the purpose o f accumulating the necessary data fo r retro
active application and fo r taking steps toward resolving problems 
that m ight arise in  connection w ith  restrictive clauses in  loan inden
tures or other agreements.

.118 In  considering these conflicting recommendations, the Board 
was sympathetic to the problems o f data accumulation fo r com
panies w ith  large numbers of leases and to the problems that some 
companies believe m ight be associated w ith  indenture restrictions. 
On the other hand, the objections raised, particularly by users of 
financial statements, to the long period o f noncomparability of 
financial statements that would be entailed by prospective appli
cation concerned the Board. The Board concluded that the use o f 
a transition period at the end o f which fu ll retroactive application  
would be required would best meet the needs o f users while at the 
same time giving significant recognition to  the problems referred 
to by preparers.

.119 The procedure adopted by the Board calls fo r  immediate 
prospective application o f the Statement (see paragraph .048), w ith  
retroactive restatement required after a four-year transition period 
(see paragraph .049). Thus, companies that m ight have problems 
arising from  loan indenture restrictions are given at least four fu ll 
years in  which, depending on the nature o f the restrictions, reso
lu tion  o f such problems may be possible. Further, restatement is 
required fo r periods beginning before December 31, 1976 only to
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the extent that it  is practicable (see paragraph .051), in  recognition 
o f the fact that some companies may be unable to obtain o r recon
struct the necessary inform ation about leases expiring in  p rio r 
years. F ina lly, in terim  disclosures (see paragraph .050) are called 
fo r to facilitate comparability before retroactive application o f the 
Statement is required; however, since the Board recognizes that the 
accumulation o f inform ation to make such disclosures may require 
time, companies are given at least one fu ll year before such dis
closure is called for. A lthough the Board recognizes that the period 
o f time provided fo r transition w ill not completely eliminate the 
problems o f retroactive restatement, it believes that those problems 
w ill be alleviated under the method outlined above and that the 
benefit to be gained through comparability o f financial statements 
is substantial.

.120 U pon consideration o f the relevant circumstances, the Board  
concluded that the interests of users o f financial statements would  
be best served by making the statement effective fo r leasing trans
actions and lease agreement revisions entered into on o r after 
January 1, 1977, as provided by paragraph .048.
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Appendix C

ILLUSTRATIONS OF ACCOUNTING
BY LESSEES AND LESSORS

.121 This Appendix contains the fo llow ing schedules illustrating
the accounting requirements of this Statement as applied to a
particular example (an automobile lease):

1. Lease example—terms and assumptions, Schedule 1

2. Computation o f m inimum lease payments (lessee and lessor) 
and lessor’s computation o f rate o f interest im p lic it in  the lease, 
Schedule 2

3. Classification o f the lease, Schedule 3

4. Journal entries fo r the first month o f the lease as well as fo r 
the disposition o f the leased property at the end o f the lease 
term, Schedule 4
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SCHEDULE 1

Lease Example 
Terms and Assumptions

Lessor’s cost o f the leased 
property (automobile) $5,000

Fa ir value o f the leased property 
at inception o f the lease (1 /1 /7 7 ) $5,000

Estimated economic life  o f the 
leased property 5 years

Lease terms and assumptions: The lease has a fixed noncancelable 
term o f 30 months, w ith  a rental o f $135 payable at the 
beginning o f each month. The lessee guarantees the 
residual value at the end o f the 30-month lease term in  
the amount o f $2,000. The lessee is to receive any excess 
of sales price o f property over the guaranteed amount at 
the end o f the lease term. The lessee pays executory costs. 
The lease is renewable periodically based on a schedule of 
rentals and guarantees o f the residual values decreasing 
over time. The rentals specified are deemed to be fa ir 
rentals (as distinct from  bargain rentals), and the guaran
tees o f the residual are expected to approximate realizable 
values. No investment tax credit is available.

The residual value at the end o f the lease term is estimated 
to be $2,000. The lessee depreciates his owned auto
mobiles on a straight-line basis. The lessee’s incremental 
borrow ing rate is 10½ % per year. There were no in itia l 
direct costs o f negotiating and closing the transaction. A t  
the end o f the lease term the asset is sold fo r $2,100.
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SCHEDULE 2

Computation of Minimum Lease Payments (Lessee and Lessor)

In  accordance w ith  paragraph .005( j ) ,  m inimum lease payments 
fo r  both the lessee and lessor are computed as fo llo w s :

M in im um  rental payments over the lease term
($135 x  30 months) $4,050

Lessee guarantee o f the residual value 
at the end o f the lease term 2,000

Tota l m inim um  lease payments $6,050

Lessor’s Computation of Rate of Interest 
Im plicit in the Lease

In  accordance w ith  paragraph .005(k ) ,  the interest rate im p lic it in  
the lease is that rate im p lic it in  the recovery o f the fa ir  value o f the 
property at the inception o f the lease ($5,000) through the m in i
mum lease payments (30 m onthly payments o f $135 and the 
lessee’s guarantee o f the residual value in  the amount o f $2,000 
at the end of the lease term). That rate is 12.036% (1.003%  
per month).
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SCHEDULE 3

Classification of the Lease

Criteria set fo rth  
in  paragraph

.007(a) N ot met. The lease does not transfer ownership of 
the property to the lessee by the end o f the lease 
term.

.007(b) N ot met. The lease does not contain a bargain 
purchase option.

.007(c) N ot met. The lease term is not equal to 75%  or 
more of the estimated economic life  o f the property. 
(In  this case, it  represents only 50%  o f the esti
mated economic life  o f the property.)

.007(d) Met. In  the lessee’s case, the present value ($5,120) 
o f the m inimum  lease payments using his incre
mental borrow ing rate (10½ % ) exceeds 90%  of 
the fa ir value o f the property at the inception of 
the lease. (See computation on next page.) Even i f  
the lessee knows the im p lic it rate, he uses his incre
mental rate because i t  is lower. The lessee classifies 
the lease as a capital lease. In  the lessor’s case, the 
present value ($5,000) o f the m inimum lease pay
ments using the im p lic it rate also exceeds 90% o f 
the fa ir  value o f the property. (See computation on 
next page.) H aving met this criterion and assuming 
that the criteria  o f paragraph .008 are also met, the 
lessor w ill classify the lease as a direct financing 
lease (as opposed to a sales-type lease) because the 
cost and fa ir  value o f the asset are the same at the 
inception o f the lease. (See paragraph .0 0 6 (b )( ii) .)
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Criteria set fo rth  
in  paragraph

SCHEDULE 3 continued

.007(d) continued Present Values

Lessee’s 
computation  

using his 
incremental 

borrow ing rate 
o f 10½ %

(.875%  per m onth)*

Lessor’s computation 
using the im p lic it 

interest rate 
of 12.036%  

(1.003%  per month)

M in im um  lease payments:

Rental payments $3,580 $3,517

Residual guarantee 
by lessee 1,540 1,483

Tota l $5,120 $5,000

Fa ir value o f the property 
at inception o f the lease $5,000 $5,000

M in im um  lease payments 
as a percentage o f fa ir 
value 102% 100%

* In  this case, the lessee’s incremental borrowing rate is used because it 
is lower than the im plicit rate. (See paragraph .007(d).)
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SCHEDULE 4

Journal Entries fo r the First 
Month of the Lease as Well as for the 

Disposition of the Leased Property at the End of the Lease Term

First Month of the Lease

LESSEE

1/1/7 7  Leased property under capital leases 5,000
Obligations under capital leases 5,000

To record capital lease at the 
fa ir  value o f the property.
(Since the present value o f the 
m inim um  lease payments using 
the lessee’s incremental bor
row ing rate as the discount rate 
(see paragraph .007(d) fo r  
selection o f rate to be used) is 
greater than the fa ir  value o f 
the property, the lessee capital
izes only the fa ir  value o f the 
property. See paragraph .010.)

1 /1 /7 7  Obligations under capital leases 135
Cash 135

To record first m onth’s rental 
payment.
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SCHEDULE 4 continued

First Month of the Lease

LESSEE continued

1 /3 1 /7 7  Interest expense 49
Accrued interest on obligations 
under capital leases 49*

To recognize interest expense 
fo r the first month o f the lease.
Obligation balance outstanding 
during month $4,865 ($5,000—
$135) X  1.003% (rate im p lic it 
in  the liqu idation o f the $5,000 
obligation through (a) 30
m onthly payments o f $135 
made at the beginning o f each 
month and (b) a $2,000 guar
antee o f the residual value at 
the end o f 30 months)=$49 .
(See paragraph .012.)

1 /3 1 /7 7  Depreciation expense 100
Leased property under capital 
leases 100

To record first m onth’s depre
ciation on a straight-line basis 
over 30 months to a salvage 
value o f $2,000, which is the 
estimated residual value to  
the lessee. (See paragraph  
.011(b ).)

*  In  accordance w ith paragraph .012, the February 1, 1977 rental payment 
of $135 w ill be allocated as follows: $86 (principal reduction) against 
obligations under capital leases and $49 against accrued interest on obli
gations under capital leases.
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SCHEDULE 4 continued

First Month of the Lease

LESSOR

1 /1 /7 7  M in im um  lease payments receivable 
Autom obile  
Unearned income

To record lessor’s investment 
in  the direct financing lease. 
(See paragraphs .018(a) and
( b ) .)

1 /1 /7 7  Cash
M in im um  lease payments 
receivable

To record receipt o f first 
m onth’s rental payment under 
the lease.

1 /3 1 /7 7  Unearned income 
Earned income

To recognize the portion  of 
unearned income that is earned 
during the first month o f the 
lease. Net investment out
standing fo r month $4,865 
(gross investment $5,915 
($6,050—$135) less unearned 
income $1,050) X  1.003%  
(monthly im p lic it rate in  the 
lease) =  $49. (See paragraph 
.018(b).)
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SCHEDULE 4 continued

Disposition of Asset* for $2,100

LESSEE

7 /1 /7 9  Cash 100
Obligations under capital leases 1,980
Accrued interest on obligations un-
der capital leases 20

Leased property under capital
leases 2,000
Gain on disposition o f leased
property 100

To record the liqu idation o f the 
obligations under capital leases 
and receipt o f cash in  excess of 
the residual guarantee through 
the sale o f the leased property.

LESSOR

7 /1 /7 9  Cash 2,000
M in im um  lease payments receivable 2,000

To record the receipt o f the 
amount of the lessee’s guaran
tee.

* See note on next page.
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SCHEDULE 4 continued

Note to Disposition of Asset

Had the lessee elected at July 1, 1979 to renew the lease, it  would  
render inoperative the guarantee as o f that date. For that reason, 
the renewal would not be treated as a new agreement, as would  
otherwise be the case under paragraph .009, but would instead be 
accounted fo r  as provided in  paragraph .012. The lessee would ac
cordingly adjust the remaining balances o f the asset and obliga
tion  from  the orig inal lease, which at June 30, 1979 were equal, 
by an amount equal to the difference between the present value o f 
the future m inim um  lease payments under the revised agreement 
and the remaining balance of the obligation. The present value o f 
the future m inim um  lease payments would be computed using the 
rate o f interest used to record the lease in itia lly .

From  the lessor’s standpoint, the revised agreement would be ac
counted fo r  in  accordance w ith  paragraph .017(e). Accordingly, the 
remaining balance of m inim um  lease payments receivable would  
be adjusted to the amount o f the payments called fo r by the re
vised agreement, and the adjustment would be credited to unearned 
income.
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Appendix D

ILLUSTRATIONS OF DISCLOSURE 
BY LESSEES AND LESSORS

.122 This Appendix illustrates one way o f meeting the disclosure 
requirements o f this Statement, except fo r those relating to 
leveraged leases which are illustrated in  Appendix E. The illustra
tions do not encompass all types o f leasing arrangements fo r which 
disclosures are required. For convenience, the illustrations have been 
constructed as i f  the Statement had been in  effect in  p rio r years.

LESSEE’S DISCLOSURE

Company X 
BALANCE SHEET

ASSETS L IA B IL IT IE S

December 31, December 31,
1976 1975 1976 1975

Leased property 
under
capital leases, 
less
accumulated 
amortization X X X  
(Note 2)

X X X  (Note 2)
Noncurrent:

Obligations
under
capital

Current:
Obligations
under
capital
leases X X X  X X X

leases X X X  X X X
(Note 2)

Footnotes appear on the fo llow ing pages.
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FOOTNOTES

Note 1— Description of Leasing Arrangements

The Company conducts a major part o f its operations from  leased 
facilities which include a manufacturing plant, 4 warehouses, 
and 26 stores. The plant lease, which is fo r 40 years expiring in 
1999, is classified as a capital lease. The warehouses are under 
operating leases that expire over the next 7 years. M ost o f the 
leases of store facilities are classified as capital leases. A ll o f the 
leases o f store facilities expire over the next 15 years.

Most of the operating leases fo r warehouses and store facilities 
contain one of the fo llow ing options: (a) the Company can, after 
the in itia l lease term, purchase the property at the then fa ir value 
of the property or (b ) the Company can, at the end of the in itia l 
lease term, renew its lease at the then fa ir rental value fo r periods 
of 5 to 10 years. These options enable the Company to retain 
use o f facilities in  desirable operating areas. The rental payments 
under a store fac ility  lease are based on a m inimum rental plus a 
percentage of the store’s sales in  excess of stipulated amounts. 
Portions o f store space and warehouse space are sublet under 
leases expiring during the next 5 years.

In  addition, the Company leases transportation equipment (p rin 
cipally trucks) and data processing equipment under operating 
leases expiring during the next 3 years.

In  most cases, management expects that in  the normal course of 
business, leases w ill be renewed or replaced by other leases.

The plant lease prohibits the Company from  entering into future  
lease agreements if, as a result o f new lease agreements, aggregate 
annual rentals under all leases w ill exceed $ X X X .
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Note 2— Capital Leases

The fo llow ing  is an analysis of the leased property under capital 
leases by major classes:

Asset Balances at 
December 31,

Classes o f Property 1976 1975

M anufacturing plant $ X X X $ X X X

Store facilities X X X X X X

Other X X X X X X
X X X X X X

Less: Accumulated amortization (X X X ) (X X X )

$ X X X $ X X X
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Note 2— continued

The fo llow ing is a schedule by years o f future m inimum lease pay
ments under capital leases together w ith  the present value o f the 
net m inimum lease payments as o f December 31, 1976:

Year ending December 31:

1977 $ X X X

1978 X X X

1979 X X X

1980 X X X

1981 X X X

Later years X X X

Tota l m inimum lease payments1 X X X

Less: Am ount representing estimated execu
to ry  costs (such as taxes, maintenance, 
and insurance), including p ro fit thereon, 
included in  to ta l m inim um  lease payments (X X X )

Net m inimum  lease payments X X X

Less: Am ount representing interest2 (X X X )

Present value of net m inimum lease pay
ments3 $ X X X

1 M in im u m  payments have no t been reduced by m in im um  sublease rentals 
o f  $ X X X  due in  the fu tu re  under noncancelable subleases. They also do  
no t include contingent rentals w h ich  m ay be pa id  under certa in store leases 
on the basis o f  a percentage o f  sales in  excess o f  stipulated amounts. C on
tingent rentals amounted to  $ X X X  in  1976 and $ X X X  in  1975.
2 A m o u n t necessary to  reduce net m in im u m  lease payments to  present value  
calculated a t the C om pany’s increm enta l bo rrow ing  rate at the inception o f  
the leases.
3 Reflected in  the balance sheet as curren t and noncurrent ob ligations under 
cap ita l leases o f  $ X X X  and $ X X X , respectively.
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Note 3— Operating Leases

The fo llow ing is a schedule by years o f future m inimum rental 
payments required under operating leases that have in itia l or re
maining noncancelable lease terms in  excess o f one year as of 
December 31, 1976:

Year ending December 31:

1977 $ X X X

1978 X X X

1979 X X X

1980 X X X

1981 X X X

Later years X X X

Total m inimum  payments required* $ X X X

The fo llow ing schedule shows the composition o f tota l rental 
expense fo r a ll operating leases except those w ith  terms o f a month 
or less that were not renewed:

M in im um  rentals 

Contingent rentals 

Less: Sublease rentals

Year ending December 31, 

1976 1975

$ X X X  $ X X X  

X X X  X X X

( X X X )  ( X X X )

$ X X X  $ X X X

*  M in im u m  payments have no t been reduced by m in im u m  sublease rentals 
o f $ X X X  due in  the fu tu re  under noncancelable subleases.
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LESSOR’S DISCLOSURE (Other Than for Leveraged Leases)

Company X 
BALANCE SHEET

ASSETS December 31, 
1976 1975

Current assets:

Net investment in direct financing and sales-
type leases (Note 2) X X X  X X X

Noncurrent assets:

Net investment in direct financing and sales-
type leases (Note 2) X X X  X X X

Property on operating leases and property 
held for leases (net of accumulated deprecia
tion of $XXX and $XXX for 1976 and 1975, 
respectively) (Note 3) X X X  X X X

Footnotes appear on the following pages.
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FOOTNOTES

Note 1— Description of Leasing Arrangements

The Company’s leasing operations consist principally of the leas
ing of various types of heavy construction and mining equipment, 
data processing equipment, and transportation equipment. With 
the exception of the leases of transportation equipment, the bulk 
of the Company’s leases are classified as direct financing leases. The 
construction equipment and mining equipment leases expire over 
the next ten years and the data processing equipment leases expire 
over the next eight years. Transportation equipment (principally 
trucks) is leased under operating leases that expire during the next 
three years.
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Note 2—Net Investment in Direct Financing and Sales-Type Leases

The following lists the components of the net investment in direct 
financing and sales-type leases as of December 31:

1976 1975
Total minimum lease payments to be re

ceived* $ X X X $ X X X

Less: Amounts representing estimated ex
ecutory costs (such as taxes, main
tenance, and insurance), including profit 
thereon, included in total minimum lease 
payments (X X X ) (X X X )

Minimum lease payments receivable X XX X X X

Less: Allowance for uncollectibles (X X X ) (X X X )

Net minimum lease payments receivable X XX X X X
Estimated residual values of leased prop

erty (unguaranteed) X X X X X X

Less: Unearned income (X X X ) (X X X )

Net investment in direct financing and 
sales-type leases $ X XX $ X X X

* Minimum lease payments do not include contingent rentals which may be 
received under certain leases of data processing equipment bn the basis of 
hours of use in excess of stipulated minimums. Contingent rentals amounted 
to $XXX in 1976 and $XXX in 1975. A t December 31, 1976, minimum 
lease payments for each of the five succeeding fiscal years are as follows: 
$XXX in 1977, $XXX in 1978, $XXX in 1979, $XXX in 1980, and $XXX 
in 1981.
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Note 3— Property on Operating Leases and 
Property Held for Lease

The following schedule provides an analysis of the Company’s 
investment in property on operating leases and property held for 
lease by major classes as of December 31, 1976:

Construction equipment $ X X X

Mining equipment X X X

Data processing equipment X X X

Transportation equipment X X X

Other X X X

X X X

Less: Accumulated depreciation (X X X )

$ X X X
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Note 4— Rentals under Operating Leases

The following is a schedule by years of minimum future rentals 
on noncancelable operating leases as of December 31, 1976:

Year ending December 31:

1977 $ X X X

1978 X X X

1979 X X X

1980 X X X

1981 X X X

Later years X X X

Total minimum future rentals* $ X X X

* This amount does not include contingent rentals which may be received 
under certain leases of data processing equipment on the basis of hours of 
use in excess of stipulated minimums. Contingent rentals amounted to 
$XXX in 1976 and $XXX in 1975.
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Appendix E

ILLUSTRATIONS OF ACCOUNTING AND FINANCIAL 
STATEMENT PRESENTATION FOR LEVERAGED LEASES

.123 This Appendix illustrates the accounting requirements of 
this Statement and one way of meeting its disclosure requirements 
as applied to a leveraged lease. The illustrations do not encom
pass all circumstances that may arise in connection with leveraged 
leases; rather, the illustrations are based on a single example of a 
leveraged lease, the terms and assumptions for which are stated in 
Schedule 1. The elements of accounting and reporting illustrated 
for this example of a leveraged lease are as follows:

1. Leveraged lease example— terms and assumptions, Schedule 1

2. Cash flow analysis by years, Schedule 2

3. Allocation of annual cash flow to investment and income, 
Schedule 3

4. Journal entries for lessor’s initial investment and first year of 
operation, Schedule 4

5. Financial statements including footnotes at end of second year

6. Accounting for a revision in the estimated residual value of the 
leased asset assumed to occur in the eleventh year of the lease 
(from $200,000 to $120,000):

a. Revised allocation of annual cash flow to investment and 
income, Schedule 5

b. Balances in investment accounts at beginning of the elev
enth year before revised estimate, Schedule 6

c. Journal entries, Schedule 7

d. Adjustment of investment accounts, Schedule 8
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Leveraged Lease Example 
Terms and Assumptions

SCHEDULE 1

Cost of leased asset 
(equipment) $1,000,000

Lease term 15 years, dating from January 1, 1975

Lease rental payments $90,000 per year (payable last day of 
each year)

Residual value $200,000 estimated to be realized one 
year after lease termination. In the 
eleventh year of the lease the estimate 
is reduced to $120,000.

Financing:
Equity investment by 

lessor $400,000

Long-term nonrecourse 
debt

$600,000, bearing interest at 9% and 
repayable in annual installments (on 
last day of each year) of $74,435.30

Depreciation allowable 
to lessor for income 
tax purposes

Seven-year ADR life using double-de
clining-balance method for the first two 
years (with the half-year convention 
election applied in the first year) and 
sum-of-years digits method for remain
ing life, depreciated to $100,000 salv
age value

Lessor’s income tax rate 
(federal and state)

50.4% (assumed to continue in exis
tence throughout the term of the lease)

Investment tax credit 10% of equipment cost or $100,000 
(realized by the lessor on last day of 
first year of lease)

Initial direct costs For simplicity, initial direct costs have 
not been included in the illustration.
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SCHEDULE 2

Cash Flow Analysis by Years

1 2 3 4

Gross lease Depreciation
rentals and (for income Loan Taxable

residual tax interest income (loss)
Year value purposes) payments (col. 1 -2 -3 )
Initial

investment — — — —

1 $ 90,000 $ 142,857 $ 54,000 $ (106,857)
2 90,000 244,898 52,161 (207,059)
3 90,000 187,075 50,156 (147,231)
4 90,000 153,061 47,971 (111,032)
5 90,000 119,048 45,589 (74,637)
6 90,000 53,061 42,993 (6,054)
7 90,000 — 40,163 49,837
8 90,000 — 37,079 52,921
9 90,000 — 33,717 56,283

10 90,000 — 30,052 59,948
11 90,000 — 26,058 63,942
12 90,000 — 21,704 68,296
13 90,000 — 16,957 73,043
14 90,000 — 11,785 78,215
15 90,000 — 6,145 83,855
16 200,000 100,000 — 100,000

Totals $1,550,000 $1,000,000 $516,530 $ 33,470
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SCHEDULE 2 continued

5 6 7 8 9
Income tax 

credits 
(charges) 
(col. 4 X  
50.4%)

Loan
principal
payments

Investment 
tax credit 
realized

Annual 
cash flow 

(col. 
1 -3  +  

5 - 6  +  7)

Cumulative
cash
flow

$(400,000) $(400,000)
$ 53,856 $ 20,435 $100,000 169,421 (230,579)

104,358 22,274 — 119,923 (110,656)
74,204 24,279 — 89,769 (20,887)
55,960 26,464 — 71,525 50,638
37,617 28,846 — 53,182 103,820
3,051 31,442 — 18,616 122,436

(25,118) 34,272 — (9,553) 112,883
(26,672) 37,357 — (11,108) 101,775
(28,367) 40,719 — (12,803) 88,972
(30,214) 44,383 — (14,649) 74,323
(32,227) 48,378 — (16,663) 57,660
(34,421) 52,732 — (18,857) 38,803
(36,813) 57,478 — (21,248) 17,555
(39,420) 62,651 — (23,856) (6,301)
(42,263) 68,290 — (26,698) (32,999)
(50,400) — — 149,600 116,601

$(16,869) $600,000 $100,000 $116,601
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SCHEDULE 3

Allocation of Annual Cash Flow to Investment and Income

Year

1

Lessor’s net 
investment at 

beginning 
of year

2 3 4 
Annual Cash Flow

Total 
(from 

Schedule 2, 
col. 8)

Allocated
to

investment

Allocated
to

income1
1 $400,000 $169,421 $134,833 $ 34,588
2 265,167 119,923 96,994 22,929
3 168,173 89,769 75,227 14,542
4 92,946 71,525 63,488 8,037
5 29,458 53,182 50,635 2,547
6 (21,177) 18,616 18,616 —
7 (39,793) (9,553) (9,553) —
8 (30,240) (11,108) (11,108) —
9 (19,132) (12,803) (12,803) —

10 (6,329) (14,649) (14,649) —
11 8,320 (16,663) (17,382) 719
12 25,702 (18,857) (21,079) 2,222
13 46,781 (21,248) (25,293) 4,045
14 72,074 (23,856) (30,088) 6,232
15 102,162 (26,698) (35,532) 8,834
16 137,694 149,600 137,694 11,906

Totals $516,601 $400,000 $116,601

1 Lease income is recognized as 8.647% of the unrecovered investment at the 
beginning of each year in which the net investment is positive. The rate is 
that rate which when applied to the net investment in the years in which the 
net investment is positive w ill distribute the net income (net cash flow) to 
those years. The rate for allocation used in this Schedule is calculated by a 
trial and error process. The allocation is calculated based upon an initial 
estimate of the rate as a starting point. I f  the total thus allocated to income 
(column 4) differs under the estimated rate from the net cash flow (Schedule 
2, column 8) the estimated rate is increased or decreased, as appropriate, to 
derive a revised allocation. This process is repeated until a rate is selected 
which develops a total amount allocated to income that is precisely equal to 
the net cash flow. As a practical matter, a computer program is used to 
calculate Schedule 3 under successive iterations until the correct rate is 
determined.
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SCHEDULE 3 continued

5 6 7

Components of Income2

Pretax
Tax effect 
of pretax

Investment
tax

income income credit
$ 9,929 $ (5,004) $ 29,663

6,582 (3,317) 19,664
4,174 (2,104) 12,472
2,307 (1,163) 6,893

731 (368) 2,184

__ __
— — —

— — —

206 (104) 617
637 (321) 1,906

1,161 (585) 3,469
1,789 (902) 5,345
2,536 (1,278) 7,576
3,418 (1,723) 10,211

$33,470 $(16,869) $100,000

2 Each component is allocated among the years o f positive net investment 
in proportion to the allocation o f net income in column 4.
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SCHEDULE 4

Illustrative Journal Entries for Year Ending December 31, 1975

Lessor’s Initial Investment

Rentals receivable (Schedule 2, total 
of column 1 less residual value, less 
totals of columns 3 and 6) 

Investment tax credit receivable 
(Schedule 2, column 7)

Estimated residual value (Schedule 1) 
Unearned and deferred income 

(Schedule 3, totals of columns 
5 and 7)

Cash
Record lessor’s initial investment

233,470

100,000
200,000

133,470
400,000

First Year of Operation

Journal Entry 1
Cash 15,565

Rentals receivable (Schedule 2,
column 1 less columns 3 and 6) 15,565

Collection of first year’s net rental

Journal Entry 2
Cash* 100,000

Investment tax credit receivable
(Schedule 2, column 7) 100,000

Receipt of investment tax credit

* Receipts of the investment tax credit and other tax benefits are shown as 
cash receipts for simplicity only. Those receipts probably would not be in 
the form of immediate cash inflow. Instead, they likely would be in the 
form of reduced payments of taxes on other income of the lessor or on the 
combined income of the lessor and other entities whose operations are joined 
with the lessor’s operations in a consolidated tax return.
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SCHEDULE 4 continued

Journal Entry 3 
Unearned and deferred income 

Income from leveraged leases 
(Schedule 3, column 5)

Recognition of first year’s portion of pretax 
income allocated in the same proportion 
as the allocation of total income 

34,588
----------- x  33,470 =  9,929
116,601

Journal Entry 4 
Unearned and deferred income

Investment tax credit recognized 
(Schedule 3, column 7)

Recognition of first year’s portion
of investment tax credit allocated in 
the same proportion as the allocation 
of total income 

  34,588
------------x  100,000 =  29,663

9,929

116,601
Journal Entry 5 

Cash (Schedule 2, column 5 )*
Income tax expense (Schedule 3, column 6) 

Deferred taxes
To record receipt of first year’s tax credit 

from lease operation, to charge income 
tax expense for tax effect of pretax 
accounting income, and to recognize 
as deferred taxes the tax effect of the 
difference between pretax accounting 
income and the tax loss for the year, 
calculated as follows:
Tax loss (Schedule 2, column 4) 
Pretax accounting income 
Difference

29,663

53,856
5,004

$(106,857)
9,929

Deferred taxes
($116,786 X 50.4%)

$(116,786)

$ 58,860

*  See note  on p reced ing page.

9,929

29,663

58,860
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ILLUSTRATIVE PARTIAL FINANCIAL STATEMENTS 
INCLUDING FOOTNOTES

BALANCE SHEET

ASSETS

December 31, 
1976 1975

Investment in 
leveraged
leases $334,708 $324,027

LIABILITIES

December 31, 
1976 1975

Deferred taxes 
arising from 
leveraged
leases $166,535 $58,860

INCOME STATEMENT

(Ignoring all income and expense items other 
than those relating to leveraged leasing)

1976 1975
Income from leveraged leases $ 6,582 $ 9,929
Income before taxes and

investment tax credit 6,582 9,929
Less: Income tax expense* (3,317) (5,004)

3,265 4,925
Investment tax credit recognized* 19,664 29,663
Net income $22,929 $34,588

Footnotes appear on the following page.

* These two items may be netted for purposes of presentation in the income 
statement, provided that the separate amounts are disclosed in a note to the 
financial statements.
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FOOTNOTES

Investment in Leveraged Leases

The Company is the lessor in a leveraged lease agreement entered 
into in 1975 under which mining equipment having an estimated 
economic life of 18 years was leased for a term of 15 years. The 
Company’s equity investment represented 40 percent of the pur
chase price; the remaining 60 percent was furnished by third-party 
financing in the form of long-term debt that provides for no re
course against the Company and is secured by a first lien on the 
property. A t the end of the lease term, the equipment is turned 
back to the Company. The residual value at that time is estimated 
to be 20 percent of cost. For federal income tax purposes, the 
Company receives the investment tax credit and has the benefit of 
tax deductions for depreciation on the entire leased asset and for 
interest on the long-term debt. Since during the early years of the 
lease those deductions exceed the lease rental income, substantial 
excess deductions are available to be applied against the Com
pany’s other income. In the later years of the lease, rental income 
will exceed the deductions and taxes w ill be payable. Deferred 
taxes are provided to reflect this reversal.

The Company’s net investment in leveraged leases is composed of 
the following elements:

December 31,
1976 1975

Rentals receivable (net of 
principal and interest on 
the nonrecourse debt) $202,340 $217,905

Estimated residual value 
of leased assets 200,000 200,000

Less: Unearned and deferred income (67,632) (93,878)

Investment in leveraged leases 334,708 324,027

Less: Deferred taxes arising 
from leveraged leases (166,535) (58,860)

Net investment in leveraged leases $168,173 $265,167
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SCHEDULE 5

Allocation of Annual Cash Flow to Investment and Income 
Revised to Include New Residual Value Estimate

1 2 3 4 
Annual Cash Flow

Year

Lessor’s net 
investment at 

begnning 
of year Total

Allocated
to

investment
Allocated 
to income1

1 $400,000 $169,421 $142,458 $26,963
2 257,542 119,923 102,563 17,360
3 154,979 89,769 79,323 10,446
4 75,656 71,525 66,425 5,100
5 9,231 53,182 52,560 622
6 (43,329) 18,616 18,616 _____

7 (61,945) (9,553) (9,553) —

8 (52,392) (11,108) (11,108) —

9 (41,284) (12,803) (12,803) —

10 (28,481) (14,649) (14,649) —

11 (13,832) (16,663) (16,663) —

12 2,831 (18,857) (19,048) 191
13 21,879 (21,248) (22,723) 1,475
14 44,602 (23,856) (26,862) 3,006
15 71,464 (26,698) (31,515) 4,817
16 102,979 109,920 102,979 6,941

Totals $476,921 $400,000 $76,921

1 The revised allocation rate is 6.741%.
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SCHEDULE 5 continued

5
 

6
Components of Income

7

Pretax
Tax effect 
of pretax

Investment
tax

loss loss credit

$(16,309) $ 8,220 $ 35,052
(10,501) 5,293 22,568
(6,319) 3,184 13,581
(3,085) 1,555 6,630

(377) 190 809

 ___ ___
— — —
— — —
— — —

(115) 58 248
(892) 450 1,917

(1,819) 916 3,909
(2,914) 1,469 6,262
(4,199) 2,116 9,024

$(46,530) $23,451 $100,000
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SCHEDULE 6

Balances iin Investment Accounts Before
Revised Estimate of Residual Value

1 2 3

Estimated Investment
Rentals residual tax credit

receivable1 value receivable
Initial investment $233,470 $200,000 $100,000

Changes in year of
operation

1 (15,565) — (100,000)
2 (15,565) — —
3 (15,565) — —
4 (15,565) — —
5 (15,565) — —
6 (15,565) — —
7 (15,565) — —
8 (15,564) — —
9 (15,564) — —

10 (15,565) — —
Balances, beginning

of eleventh year $ 77,822 $200,000 $ —

1 Schedule 2, column 1, excluding residual value, less columns 3 and 6.
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SCHEDULE 6 continued

4 5 6 7
Unearned & Deferred Income Net investment 

(col. 1+2+3)
Pretax in- Investment Deferred less

come (loss)2 tax credit3 taxes4 (col. 4+5+6)
$33,470 $100,000 $ — $400,000

(9,929) (29,663) 58,860 (134,833)
(6,582) (19,664) 107,675 (96,994)
(4,174) (12,472) 76,308 (75,227)
(2,307) (6,893) 57,123 (63,488)

(731) (2,184) 37,985 (50,635)
— — 3,051 (18,616)
— — (25,118) 9,553
— — (26,672) 11,108
— — (28,367) 12,803
— — (30,214) 14,649

$ 9,747 $ 29,124 $230,631 $ 8,320

2 Schedule 3, column 5.
3 Schedule 3, column 7.
4 50.4% of difference between taxable income (loss), Schedule 2, column 4, 
and pretax accounting income (loss), Schedule 3, column 5.
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SCHEDULE 7

Illustrative Journal Entries 
Reduction in Residual Value in Eleventh Year

Journal Entry 1

Pretax income (or loss) 
Unearned and deferred income 

Pretax income (loss):
Balance at end of 10th year 
Revised balance 
Adjustment

Deferred investment tax credit: 
Balance at end of 10th year 
Revised balance 
Adjustment

Investment tax credit recognized 
Estimated residual value

60,314
27,450

9,7471
( 9,939)1 2 
(19,686)

29,1243 
21,3604 

( 7,764)
7,764

80,000

To record:

i. The cumulative effect on pretax income and the 
effect on future income resulting from the decrease 
in estimated residual value:
Reduction in estimated residual value $80,000
Less portion attributable to future
years (unearned and deferred income) (19,686)
Cumulative effect (charged against current
income) $60,314

ii. The cumulative and future effect of the change in 
allocation of the investment tax credit resulting 
from the reduction in estimated residual value

1 Schedule 6, column 4.
2 Schedule 5, total of column 5 less amounts applicable to the first 10 years.
3 Schedule 6, column 5.
4 Schedule 5, total o f column 7 less amounts applicable to the first 10 years.
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SCHEDULE 7 continued

Journal Entry 2

Deferred taxes 30,398
Income tax expense

To recognize deferred taxes for the difference 
between pretax accounting income (or loss) 
and taxable income (or loss) for the effect of 
the reduction in estimated residual value.

Pretax accounting loss per journal entry 1 $ (60,314) 
Tax income (or loss) —
Difference $(60,314)

Deferred taxes ($60,314 X 50.4%) $(30,398)

30,398
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SCHEDULE 8

Adjustment of Investment Accounts for Revised 
Estimate of Residual Value in Eleventh Year

1 2
Estimated 

Rentals residual
receivable value

Balances, beginning of
eleventh year (Schedule 6) $77,822 $200,000

Adjustment of estimated residual 
value and unearned and deferred 
income (Schedule 7 -  journal
entry 1) —  (80,000)

Adjustment of deferred taxes for 
the cumulative effect on pretax 
accounting income (Schedule 7 -  
journal entry 2)

Adjusted balances, beginning
of eleventh year $77,822 $120,000
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SCHEDULE 8 continued

3 4 
Unearned & Deferred Income 

Pretax in- Investment 
come (loss) tax credit

5

Deferred
taxes

6
Net investment 
(col. 1+2) less 
(col. 3+4+5)

$ 9,747 $29,124 $230,631 $ 8,320

(19,686) (7,764) — (52,550)

(30,398) 30,398

$ (9,939) $21,360 $200,233 $(13,832)1

 T he  n e x t page is  8445. 1

1 Schedule 5, column 1.
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Lessee Guarantee o f the ResiduaI 
Value o f Leased Property: An 
In terpretation o f Section 4053
[Source: FASB Interpretation No. 19.]

AC Section 4053-1

October 1977

INTRODUCTION

.01 The FASB has been asked to clarify whether a particular 
kind of lease provision constitutes a guarantee by the lessee 
of the residual value of leased property at the expiration of 
the lease term to be included in minimum lease payments in 
accordance w ith  paragraph 5 ( j) ( i) (b )  of FASB Statement No.
13 [section 4053.005( j ) (i)  (b) ], “ Accounting for Leases,”  and to 
clarify whether certain provisions in lease agreements and 
certain other circumstances lim it the amount of a lessee guar
antee to be included in minimum lease payments to an amount 
less than a stipulated residual value of the leased property at 
the end of the lease term. Paragraph 5 ( j) ( i) (b )  of the State
ment states that minimum lease payments from the standpoint 
of the lessee shall include a “ guarantee by the lessee . . .  of 
the residual value at the expiration of the lease term, whether 
or not payment of the guarantee constitutes a purchase of the 
leased property. . . . When the lessee agrees to make up any 
deficiency below a stated amount in the lessor’s realization of 
the residual value, the guarantee to be included in the m ini
mum lease payments shall be the stated amount, rather than 
an estimate of the deficiency to be made up.”

.02 Specifically, the Board has been asked the following three 
questions:
a. Does a lease provision requiring the lessee to make up a 

residual value deficiency that is attributable to damage, 
extraordinary wear and tear, or excessive usage (e. g., 
excessive mileage on a leased vehicle) constitute a lessee 
guarantee of the residual value such that the estimated 
residual value of the leased property at the end of the 
lease term should be included in minimum lease payments 
under paragraph 5 (j ) (i) (b) of FASB Statement No. 13 
[section 4053.005 ( j ) ( i) (b) ] ?

b. Some lease agreements lim it the amount of a residual value 
deficiency that a lessee can be required to make up to an 
amount that is (1) less than the stipulated residual value

AC § 4053-1.02A IC P A  Professional Standards
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of the leased property at the end of the lease term but (2) 
clearly in excess of any reasonable estimate of a deficiency 
that might be expected to arise in normal circumstances.
In  those cases, is the amount of the lessee’s guarantee to 
be included in minimum lease payments under paragraph 
5(j)  ( i)  (b) of FASB Statement No. 13 [section 4053.005 
( j)  ( i) (b )] lim ited to the specified maximum deficiency that 
the lessee can be required to make up, or is i t  the stipulated 
residual value of the leased property at the end of the lease 
term?

c. I f  a lessee who is obligated to make up a deficiency in the 
lessor’s realization of the residual value obtains a guarantee 
of the residual value from an unrelated third party, may 
the lessee reduce the amount of his minimum lease payments 
under paragraph 5 ( j) ( i) (b )  of FASB Statement No. 13 
[section 4053.005( j)  ( i) (b) ] by the amount of the third- 
party guarantee?

INTERPRETATION

.03 A  lease provision requiring the lessee to make up a re
sidual value deficiency that is attributable to damage, extraor
dinary wear and tear, or excessive usage is similar to contingent 
rentals in that the amount is not determinable at the in
ception of the lease.1 Such a provision does not constitute a 
lessee guarantee of the residual value for purposes of para
graph 5 ( j) ( i) (b )  of FASB Statement No. 13 [section 4053.005 
( j) ( i ) ( b ) ] .

.04 I f  a lease lim its the amount of the lessee’s obligation to 
make up a residual value deficiency to an amount less than 
the stipulated residual value of the leased property at the end 
of the lease term, the amount of the lessee’s guarantee to be 
included in minimum lease payments under paragraph 5 (j)
( i) (b ) of FASB Statement No. 13 [section 4053.005(j)  ( i) (b )] 
shall be lim ited to the specified maximum deficiency the lessee 
can be required to make up. In  other words, the “ stated 
amount”  referred to in the last sentence of paragraph 5 ( j ) (i) (b) 
is the specified maximum deficiency that the lessee is obligated 
to make up. I f  that maximum deficiency clearly exceeds any 
reasonable estimate of a deficiency that m ight be expected to 
arise in normal circumstances, the lessor’s risk associated w ith
1 Contingent rentals are not included in m in im u m  lease paym ents  as defined 
in paragraph 5 (j) o f F A S B  S ta tem en t N o . 13 [section 4053.005(j)]. Con
tingent rentals are to be recognized as period costs when incurred (or 
revenue when receivable). (See paragraphs 12, 17(b), and 18(b) of State
ment No. 13 [sections 4053.012, 4053.017(b), and 4053.018(b)].)
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the portion of the residual in  excess of the maximum may 
appear to be negligible. However, the fact remains that the 
lessor must look to the resale market or elsewhere rather than 
to the lessee to recover the unguaranteed portion of the 
stipulated residual value of the leased property. The lessee 
has not guaranteed fu ll recovery of the residual value, and the 
parties should not base their accounting on the assumption 
that the lessee has guaranteed it. The 90 percent test specified 
in criterion (d) of paragraph 7 of Statement No. 13 [section 
4053.007(d)] is stated as a lower lim it rather than as a guide
line.

.05 A  guarantee of the residual value obtained by the lessee 
from an unrelated third party for the benefit of the lessor 
shall not be used to reduce the amount of the lessee’s mini
mum lease payments under paragraph 5( j)  ( i)  (b) of FASB  
Statement No. 13 [section 4053.005( j)  (i)  (b )] except to the ex
tent that the lessor explicitly releases the lessee from obliga
tion, including secondary obligation if  the guarantor defaults, 
to make up a residual value deficiency. Amounts paid in con
sideration for a guarantee by an unrelated th ird  party are 
executory costs and are not included in the lessee’s minimum 
lease payments.

EFFECTIVE DATE AND TRANSITION

.06 The provisions of this Interpretation shall be effective for 
leasing transactions and lease agreement revisions (see para
graph 9 of FASB Statement No. 13 [section 4053.009]) en
tered into on or after January 1, 1978. Earlier application is 
encouraged. In  addition, the provisions of this Interpretation 
shall be applied retroactively at the same time and in the 
same manner as the provisions of FASB Statement No. 13 [sec
tion 4053] are applied retroactively (see paragraphs 49 and 
51 of the Statement [sections 4053.049 and 4053.051]). Enter
prises that have already applied the provisions of State
ment No. 13 [section 4053] retroactively and have published 
financial statements based on the retroactively adjusted ac
counts before the effective date of this Interpretation may, 
but are not required to, apply the provisions of this interpre
tation retroactively.

T he  n e x t page is  8449.  
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AC Section 4053-2
Accounting fo r Leases in a Business 
Combination: An in terpretation  
o f Section 4053
[Source: FASB Interpretation No. 21. ]

A pril 1978

INTRODUCTION AND BACKGROUND INFORMATION

.01 The FASB has been asked to clarify the application of 
FASB Statement No. 13 [section 4053], “ Accounting for Leases,”  
in business combinations. Specifically, this involves the fo l
lowing questions:

a. Does the consummation of a business combination require 
the combined enterprise to treat leases of the combining 
companies as new leases to be classified according to the 
criteria set forth in Statement No. 13 [section 4053], based 
on conditions as of the date of the combination?

b. I f  the consummation of a business combination does not 
require enterprises to treat leases of the combining com
panies as new leases as of the date of the combination, how 
should Statement No. 13 [section 4053] be applied 1 to the 
leases of the combined enterprise ?

c. How do the requirements of APB Opinion No. 16 [section 
1091], “ Business Combinations,”  for assigning amounts to 
the assets acquired and liabilities assumed in a business 
combination that is accounted for by the purchase method 
affect the application of Statement No. 13 [section 4053] 
by the combined enterprise to leases of the acquired 
company ?

.02 Paragraph 40 of FASB Statement No. 13 [section 4053.040] 
requires the new lessee under a sublease or similar transaction 
to classify the lease in accordance w ith  the criteria in State
ment No. 13 [section 4053] and to account for i t  as a new lease. 
Subparagraphs (b) and (c) of paragraph 35 of Statement No. 
13 [section 4053.035(b) and (c)] describe the transactions 
similar to subleases that are subject to the requirements of 
paragraph 40 [section 4053.040] of the Statement as follows:

b. A  new lessee is substituted under the original lease agree
ment. The new lessee becomes the primary obligor under

1 See paragraphs 49 and 51 of F A S B  S ta tem en t N o . 13  [sections 4053.049 
and 4053.051] regarding retroactive application of Statement No. 13 
[section 4053].
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the agreement, and the original lessee may or may not be 
secondarily liable.

c. A  new lessee is substituted through a new agreement, with 
cancellation of the original lease agreement.

The question has been raised as to whether the provisions of 
paragraphs 35 and 40 [sections 4053.035 and 4053.040] ever 
require that leases in a business combination be treated as new 
leases by the combined enterprise.

.03 In  connection w ith  a business combination, changes may 
be made in the provisions of existing leases of a combining en
terprise. Paragraph 9 of FASB Statement No. 13 [section 
4053.009] discusses changes in the provisions of leases as follows:

I f  at any time the lessee and lessor agree to change the 
provisions of the lease, other than by renewing the lease 
or extending its term, in a manner that would have resulted 
in a different classification of the lease under the criteria 
in paragraphs 7 and 8 had the changed terms been in effect 
at the inception of the lease, the revised agreement shall 
be considered as a new agreement over its term, and the 
criteria in paragraphs 7 and 8 shall be applied for purposes 
of classifying the new lease. Likewise, except when a 
guarantee or penalty is rendered inoperative as described 
in paragraphs 12 and 17(e), any action that extends the 
lease beyond the expiration of the existing lease term (see 
paragraph 5 (f)), such as the exercise of a lease renewal 
option other than those already included in the lease term, 
shall be considered as a new agreement, which shall be 
classified according to the provisions of paragraphs 6-8. 
Changes in estimates (fo r example, changes in estimates of 
the economic life or of the residual value of the leased prop
erty) or changes in circumstances (fo r example, default 
by the lessee), however, shall not give rise to a new classi
fication of a lease for accounting purposes.

.04 Paragraph 88 of APB Opinion No. 16 [section 1091.88] 
provides “general guides for assigning amounts to the individ
ual assets acquired and liabilities assumed, except goodwill . . .” 
in a business combination that is accounted for by the purchase 
method. The guides in subparagraphs of paragraph 88 [section 
1091.88] indicate the method of valuation to be used for various 
types of assets and liabilities. The concepts underlying FASB  
Statement No. 13 [section 4053] that govern classification of 
leases differ in some respects from the concepts of prior APB 
Opinions on accounting for leases. Thus, the subparagraphs of 
paragraph 88 of Opinion No. 16 [section 1091.88] that were 
applied prior to Statement No. 13 [section 4053] may not be 
the appropriate subparagraphs to be applied under Statement 
No. 13 [section 4053]. In  addition, some provisions of State
ment No. 13 [section 4053] (e. g., interest rates used) may 
suggest that certain of the general guidelines in paragraph 88
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[section 1091.88] should be applied differently from the way 
they may have been applied in the past.

.05 An Exposure D raft of a proposed Interpretation on “ Ac
counting for Leases in a Business Combination”  was issued on 
December 19, 1977. The Board received 27 letters of comment 
in response to the Exposure Draft. Certain of those comments 
and the Board’s consideration of them are discussed in para
graphs .06-.10 below.

.06 One respondent requested that the Interpretation provide 
for circumstances in which determinations at the inception of 
the lease are not possible. The Board is aware that in some 
cases i t  is difficult to obtain accurate data relating to the re
mote past of an acquired enterprise but believes that reasonable 
estimates can be derived based on the information that is 
available.

.07 Some respondents expressed the belief that the concept of 
purchase accounting in APB Opinion No. 16 [section 1091] 
requires the acquiring enterprise to classify the acquired en
terprise’s leases as new leases at the date of a business com
bination that is accounted for by the purchase method and 
stated that the acquiring enterprise should apply the criteria 
of FASB Statement No. 13 [section 4053] for classifying the 
acquired leases at the date of the acquisition. The Board does 
not believe that Opinion No. 16 [section 1091] requires recon
sideration of the classification of existing leases that are already 
classified in conformity w ith  Statement No. 13 [section 4053]; 
rather, the Board views Opinion No. 16 [section 1091] as 
requiring valuation of the existing assets and obligations of the 
acquired company, including assets and obligations pertaining 
to leases, and allocation of cost to those assets and obligations. 
Also, the Board views the procedures suggested as contrary to 
Statement No. 13 [section 4053]. Paragraph .08 below describes 
the basis for classification of a lease under Statement No. 13 
[section 4053].

.08 Paragraph 7 of FASB Statement No. 13 [section 4053.007] 
states that “ the criteria for classifying leases set forth in this 
paragraph and in paragraph 8 derive from the concept set forth 
in paragraph 60.”  Paragraph 60 of Statement No. 13 [section 
4053.060] describes the underlying concept as fo llows:

The provisions of this Statement derive from the view that a 
lease th a t tra n s fe rs  substantially all of the benefits and risks 
incident to the ownership of property should be accounted 
fo r as the acquisition of an asset and the incurrence of an 
obligation by the lessee and as a sale o r financing by the 
lessor. A ll other leases should be accounted fo r as operating 
leases. . . . [Emphasis added.]
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Statement No. 13 [section 4053] requires that the classification 
of a lease (an agreement between a lessee and a lessor) be 
determined at the inception of the lease. Once that determina
tion is made, the classification of the lease is not reexamined 
unless either (a) both parties to the lease agree to a revision 
that would have resulted in a different classification of the 
lease had the changed terms been in effect at the inception of 
the lease or (b) the lease is extended or renewed. Paragraphs 
36-40 of Statement No. 13 [section 4053.036-.040] apply similar 
procedures w ith  respect to classification to the parties affected 
by a sublease, as follows :

a. The original lessor retains the classification of the original 
lease unless it  is replaced by a new agreement.

b. The original lessee retains the original classification of the 
original lease unless the original lessee is relieved of the 
primary obligation. ( I f  the lessee is relieved of the p ri
mary obligation, the original lessor w ill have agreed to a 
revision.)

c. The new lessee has agreed to the terms of a lease, either 
w ith the original lessee (in effect, a sublease) or w ith the 
original lessor (a new lease). Accordingly, the new lessee 
is required to classify the new lease at the date of the 
new agreement.

Statement No. 13 [section 4053] applies the same rationale to 
an enterprise that purchases the lessor’s interest in an existing 
lease from the original lessor. The Statement does not permit 
an enterprise that purchases property from a lessor while the 
property is leased to a th ird  party lessee to classify the ac
quired lease as a new lease at the acquisition date. The lessee 
is not a party to the transaction and the original lessor ceases 
to be a party to the lease; thus, there has been no new agree
ment between a lessee and a lessor and the purchase date is 
not the inception of a new lease requiring classification at that 
date. The Board views the substance of a business combina
tion that is accounted for under the purchase method to be the 
purchase of the lessor’s or lessee’s interest in an existing lease.
The original lessor or lessee does not become a party to a new 
agreement; accordingly, there is no new agreement to be 
classified, and Statement No. 13 [section 4053] does not permit 
reclassification of the existing lease unless the provisions of 
the lease are modified. The Board is aware that the identity 
of a party to a lease may change in a business combination and 
that the lease may be modified to reflect that change. I f  the 
provisions of the lease are not changed (see paragraph .03 
above), the modification does not represent a new agreement
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between the lessee and lessor in substance, and the lease 
should not be reclassified.

.09 Some respondents suggested that the Board expand the 
scope of this Interpretation to address asset acquisitions that 
are not business combinations. As explained in paragraph .08 
above, the Board believes that FASB Statement No. 13 [section 
4053] provides adequate guidance for those transactions.

.10 Some enterprises have already applied the provisions of
FASB Statement No. 13 [section 4053] retroactively and have 
published financial statements based on the retroactively ad
justed accounts. The Exposure Draft proposed that those 
enterprises would be permitted, but not required, to apply the 
provisions of this Interpretation retroactively. Some respond
ents’ comments indicated that they interpreted the reference to 
“ published financial statements”  in the Exposure D raft to 
include financial summaries of interim  results. The Board 
had intended the reference to “ published financial statements” 
to exclude those summaries. Upon further consideration, the 
Board modified the wording of paragraph .18 to “ published 
annual financial statements.”

.11 This Interpretation applies to the accounting for leases 
by combined enterprises at the date of and subsequent to a 
business combination.

INTERPRETATION

Summary

.12 The classification of a lease in accordance w ith the cri
teria of FASB Statement No. 13 [section 4053] shall not be 
changed as a result of a business combination unless the pro
visions of the lease are modified. (See paragraph .13.)

Changes in the Provisions o f the Lease

.13 I f  in connection w ith  a business combination, whether
accounted for by the purchase method or by the pooling of 
interests method, the provisions of a lease are modified in a 
way that would require the revised agreement to be considered 
a new agreement under paragraph 9 of FASB Statement No. 13 
[section 4053.009], the new lease shall be classified by the com
bined enterprise according to the criteria set forth in State
ment No. 13 [section 4053], based on conditions as of the date 
of the modification of the lease.

Application o f Section 4053 in a Pooling o f Interests
.14 In  a business combination that is accounted for by the 
pooling of interests method, each lease shall retain its previous
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classification under FASB Statement No. 13 [section 4053] un
less the provisions of the lease are modified as indicated in 
paragraph .13 above and shall be accounted for by the com
bined enterprise in the same manner that i t  would have been 
classified and accounted for by the combining enterprise.

Application o f Section 4053 in a Purchase Combination

.15 In  a business combination that is accounted for by the 
purchase method, the acquiring enterprise shall retain the 
previous classification in accordance w ith FASB Statement No.
13 [section 4053] for the leases of an acquired enterprise unless 
the provisions of the lease are modified as indicated in para
graph .13 above.2 The amounts assigned to individual assets 
acquired and liabilities assumed at the date of the combination 
shall be determined in accordance w ith  the general guides for 
that type of asset or liab ility  in paragraph 88 of APB Opinion 
No. 16 [section 1091.88]. Subsequent to the recording of the 
amounts called for by Opinion No. 16 [section 1091], the leases 
shall thereafter be accounted for in accordance w ith Statement 
No. 13 [section 4053].3 Paragraph .16 below explains the appli
cation of this paragraph to a leveraged lease by an enterprise 
that acquires a lessor.
.16 In  a business combination that is accounted for by the 
purchase method, the acquiring enterprise shall apply the fol
lowing procedures to the acquired enterprise’s investment as a 
lessor in a leveraged lease. The acquiring enterprise shall 
retain the classification of a leveraged lease at the date of the 
combination. The acquiring enterprise shall assign an amount 
to the acquired net investment in the leveraged lease in accord
ance w ith  the general guides in paragraph 88 of APB Opinion 
No. 16 [section 1091.88], based on the remaining future cash 
flows and giving appropriate recognition to the estimated 
future tax effects of those cash flows. Once determined, that 
net investment shall be broken down into its component parts, 
namely, net rentals receivable, estimated residual value, and 
unearned income including discount to adjust other com
ponents to present value. The acquiring enterprise thereafter 
shall account for that investment in a leveraged lease in ac- * *

2 I f  the acquired enterprise has not applied F A S B  S ta tem en t N o . 13  
[section 4053] retroactively at the date o f the business combination, the 
acquiring enterprise shall classify the leases of the acquired enterprise 
as they would have been classified i f  the acquired enterprise had applied 
Statement No. 13 [section 4053] retroactively at that date.
3 F A S B  S ta tem en t N o . 13 [section 4053] does not address the subse
quent accounting fo r amounts recorded fo r favorable or unfavorable 
operating leases. Accordingly, present practice is not changed w ith  
respect to the amortization of those amounts.
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cordance w ith  the provisions o f F A S B  Statement No. 13 [sec
tio n  4053]. A ppend ix  A  illu s tra te s  the app lica tion o f th is  
paragraph.

.17 W hen  an enterprise th a t has acquired another enterprise  
in  a business com bination accounted fo r  by the purchase method 
p rio r  to  the effective date o f th is  In te rp re ta tion  applies the  
provis ions o f F A S B  Statement No. 13 [section 4053] re tro 
active ly , leases acquired in  the business com bination shall be 
classified as they  w ou ld  have been classified i f  the acquired  
enterprise had applied S tatem ent No. 13 [section 4053] re tro 
a c tive ly  at the  date o f the business com bination. The  amounts 
re troac tive ly  recorded fo r those leases shall be the amounts 
th a t w ou ld  have been allocated under A P B  Opinion No. 16 
[section 1091] by the acqu iring  enterprise at the purchase date 
i f  the  leases had been classified in  accordance w ith  the p ro 
vis ions of Statement No. 13 [section 4053] at th a t date. The  
fo llo w in g  examples illu s tra te  the app lica tion  o f th is  paragraph:

a. In  the  case o f a lease fo r w h ich  the lessee’s classification  
is changed by the re troactive  app lica tion  o f Statem ent No.
13 [section 4053] from  an opera ting  lease to  a capita l lease, 
the favorable o r unfavorable amount recorded under O p in 
ion No. 16 [section 1091] a t the date of the com bination  
shall be restated to  record an asset and a lia b il ity ,  each to  
be assigned an am ount in  accordance w ith  O p in ion  No. 16 
[section 1091]. The net o f the restated asset and l ia b il i ty  
m ay equal the am ount previously recorded fo r a favorable  
or unfavorable opera ting  lease. H ow ever, i f  the net o f the  
restated asset and lia b il i ty  d iffers from  the am ount th a t 
was o r ig in a lly  recorded under O p in ion  No. 16 [section  
1091] fo r th a t lease, the difference is a re troactive  ad just
m ent o f the a llocation o f the cost o f the acquired enterprise  
w ith  an offsetting retroactive adjustment, usually to  goodwill.

b. In  the case of a lease fo r  w hich the lessor’s classification  
is changed by the re troactive  app lica tion o f Statem ent No.
13 [section 4053] from  an operating lease to  a d irec t 
financing  lease, the c a rry in g  amount o f the leased asset 
and any favorable o r unfavorable amount recorded under 
O pin ion  No. 16 [section 1091] a t the date of the combina
tio n  shall be restated to  record a net investm ent in  the  
d irec t financing  lease determ ined in  accordance w ith  
O p in ion  No. 16 [section 1091] and consisting of the gross 
receivable, residual value, and unearned income. I f  the  
restated am ount allocated to  the net investm ent in  the  
d irec t financing  lease d iffe rs  from  the net am ount th a t was 
o r ig in a lly  recorded fo r tha t lease, the difference is a re tro 
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active adjustm ent o f the a llocation  o f the cost o f the  
acquired enterprise w ith  an o ffse ttin g  retroactive  ad just
m ent, usua lly to  goodw ill.

Effective Date and Transition

.18 T he  provis ions o f th is  In te rp re ta tio n  shall be effective  
fo r business com binations th a t are in itia ted  4 on o r a fte r M ay  
1, 1978. E a rlie r app lica tion  is encouraged. In  add ition, the  
provis ions o f th is  In te rp re ta tio n  shall be applied re troac tive ly  
at the same tim e  and in  the same m anner as the prov is ions o f 
F A S B  Statement No. 13 [section 4053] are applied retroactively 
(see paragraphs 49 and 51 o f Statement No. 13 [sections 4053.049 
and 4053.051]). Enterprises th a t have already applied the  
provisions o f Statem ent No. 13 [section 4053] re troac tive ly  and 
have published annual financia l statem ents based on the re tro 
ac tive ly  adjusted accounts before the  effective date o f th is  
In te rp re ta tio n  may, bu t are not required to, app ly  the p ro v i
sions of th is  In te rp re ta tion  re troac tive ly .

  T he  n e x t page is  8449-11.  

4See paragraph 46(a) of APB Opinion No. 16 [section 1091.46(a)] for 
the definition of “ initiated.”
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Appendix A

ILLUSTRATION OF THE ACCOUNTING FOR A  LEVERAGED 
LEASE IN A  PURCHASE COMBINATION

.19 T h is  A ppend ix  illu s tra tes  one w a y  th a t a lessor’s invest
m ent in  a leveraged lease m ig h t be valued by the a cqu iring  
enterprise in  a business com bination accounted fo r by the p u r
chase m ethod and the subsequent accounting fo r the invest
m ent in  accordance w ith  F A S B  Statement No. 13 [section 4053]. 
T he  elements of accounting and rep o rtin g  illu s tra te d  fo r th is  
example are as fo llo w s :

1. Leveraged lease example— term s and assumptions, 
Schedule 1

2. A c q u ir in g  enterprise’s cash flo w  analysis by  years,
Schedule 2

3. A cq u ir in g  enterprise ’s va lua tion  o f investm ent in  the  
leveraged lease, Schedule 3

4. A cq u ir in g  enterprise ’s a llocation  o f annual cash flo w  
to  investm ent and income, Schedule 4

5. Journa l en try  fo r  record ing  a llocation  o f purchase price 
to  net investm ent in  the leveraged lease, Schedule 5

6. Journa l entries fo r  the year end ing December 31, 1984 
(year 10 o f the lease), Schedule 6

A IC P A  Professional Standards AC § 4053-2.19
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Leveraged Lease Example 
Term and Assumptions

SCHEDULE 1

Cost o f leased asset 
(equipment) $1,000,000

Lease term 15 years, dating from  January 1, 1975

Lease rental payments $90,000 per year (payable last day o f 
each year)

Residual value $200,000 estimated to be realized one 
year after lease term ination

Financing:
Equity investment by 

lessor $400,000

Long-term nonrecourse 
debt

$600,000, bearing interest at 9%  and 
repayable in  annual installments (on 
last day o f each year) o f $74,435.30

Depreciation allowable 
to lessor fo r income 
tax purposes

Seven-year A D R  life  using double-de
clining-balance method fo r the first two 
years (w ith  the half-year convention 
election applied in the first year) and 
sum-of-years digits method fo r remain
ing life, depreciated to $100,000 salv
age value

Lessor’s income tax rate 
(federal and state)

50.4%  (assumed to continue in exis
tence throughout the term o f the lease)

Investment tax credit 10% o f equipment cost o r $100,000 
(realized by the lessor on last day of 
first year o f lease)

In itia l direct costs For sim plicity, in itia l direct costs have 
not been included in the illustration.

AC § 4053-2.19 C o p y rig h t ©  1978, A m erica n  In s titu te  o f C e rtifie d  P u b lic  A ccoun tan ts, In c .
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SCH ED U LE  1 continued

D ate o f  business
c o m b in a tio n  January 1 ,  1982

Tax status o f  business
c o m b in a tio n  N on-taxab le  transaction

A p p ro p ria te  in te res t rate  
fo r  va lu ing  n e t-o f-ta x  
re tu rn  on  inves tm en t 4 ½%

A IC P A  Professional Standards AC § 4053-2.19
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SCHEDULE 2

Acquiring Enterprise's Cash Flow Analysis by Years

1 2 3

Year

Gross lease 
rentals and 

residual 
value

Depreciation 
(fo r income 

tax
purposes)

Loan
interest

payments

8 $ 90 ,000 — $ 37 ,079
9 90,000 — 33,717

10 90,000 — 30,052
11 90,000 — 26,058
12 90,000 — 21,704
13 90,000 — 16,957
14 90,000 — 11,785
15 90,000 — 6,145
16 200 ,000 $100,000 —

Tota ls $920,000 $100 ,000 $183,497
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SC H ED U LE  2 continued

4 5 6 7
A nnua l

Incom e ta x cash f lo w
Taxable (charges) Loan (co l.
incom e (co l. 4 x principal 1 - 3 +

(col. 1 - 2 - 3 ) 50.4% ) payments 5 - 6 )

$ 52,921 $ (26 ,67 2 ) $ 37,357 $ (1 1 ,1 0 8 )
56,283 (28 ,36 7 ) 40 ,719 (12 ,80 3 )
59,948 (30 ,21 4 ) 44 ,383 (14 ,64 9 )
63 ,942 (32 ,22 7 ) 48 ,378 (16 ,66 3 )
68 ,296 (34 ,42 1 ) 52,732 (18 ,85 7 )
73,043 (36 ,81 3 ) 57,478 (21 ,24 8 )
78,215 (39 ,42 0 ) 62,651 (23 ,85 6 )
83,855 (42 ,26 3 ) 68 ,290 (26 ,69 8 )

100 ,000 (50 ,40 0 ) — 149,600
$636 ,503 $ (3 20 ,7 97 ) $411 ,988 $ 3 ,718

 T he  n e x t page is  8449-17. 
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SCHEDULE 3

Acquiring Enterprise's
Valuation of Investment in the Leveraged Lease

Present value a t 4 ½%
Cash f lo w  n e t-o f-ta x  ra te

1. R enta ls receivable (ne t o f  p rin c ip a l 
and in te res t on  the  nonrecourse d eb t)
($ 1 5 ,5 6 4 .7 0  a t the  end o f  each year
fo r  8 years) $102 ,663

2. E stim a ted  res idua l va lue ($2 00 ,0 00
rea lizab le  a t the  end o f  9 years) 134 ,581

3. F u tu re  ta x  paym ents (various am ounts
payable  over 9 years — see Schedule 2) (25 3 ,4 8 9 )

N e t p resent value $ (16 ,24 5 )

A IC P A  Professional Standards AC § 4053-2.19
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SCHEDULE 4

Acquiring Enterprise's
Allocation of Annual Cash Flow to Investment and Income

1 2 3 4
Annual Cash F low

N et T o ta l
inves tm en t fro m Allocated Allocated

a t beg inn ing Schedule 2, to to
Year o f  year co l. 7 investment income1

8 $ (16 ,24 5 ) $ (1 1 ,1 0 8 ) $ (1 1 ,1 0 8 ) __
9 (5 ,1 3 7 ) (12 ,80 3 ) (12 ,80 3 ) —

10 7,666 (14 ,64 9 ) (1 4 ,9 7 3 ) $ 324
11 22,639 (16 ,66 3 ) (17 ,62 1 ) 958
12 40 ,260 (18 ,85 7 ) (20 ,56 1 ) 1,704
13 60,821 (21 ,24 8 ) (23 ,82 2 ) 2,574
14 84,643 (23 ,85 6 ) (27 ,43 9 ) 3,583
15 112 ,082 (26 ,69 8 ) (31 ,44 3 ) 4 ,745
16 143 ,525 149 ,600 143 ,525 6 ,075

Tota ls $ 3 ,718 $ (1 6 ,2 4 5 ) $19 ,963

1 Lease income is recognized as 4.233% of the unrecovered investment at the 
beginning of each year in which the net investment is positive. The rate is 
that rate which when applied to the net investment in the years in which the 
net investment is positive w ill distribute the net income (net cash flow) to 
those years. The rate for allocation used in this Schedule is calculated by a 
trial and error process. The allocation is calculated based upon an initial 
estimate of the rate as a starting point. I f  the total thus allocated to income 
(column 4) differs under the estimated rate from  the net cash flow  
(column 2 less column 3) the estimated rate is increased or decreased, 
as appropriate, to  derive a revised allocation. This process is repeated 
un til a rate is selected which develops a to ta l amount allocated to  
income that is precisely equal to  the net cash flow . As a practical 
matter, a computer program is used to  calculate Schedule 4 under 
successive iterations un til the correct rate is determined.
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SCH ED U LE  4 continued

5 6

Components of Income2
Tax effect

Pretax of pretax
income income

$ 5 ,530 $ (5 ,2 0 6 )
16,353 (15 ,39 5 )
29,087 (27 ,38 3 )
43 ,937 (41 ,36 3 )
61 ,160 (57 ,57 7 )
80,995 (7 6 ,2 5 0 )

103 ,698 (97 ,62 3 )
$340,760 $ (3 20 ,7 97 )

2 Each component is allocated among the years o f positive net invest
ment in proportion to  the allocation o f net income in column 4. Journal 
Entry 2 in Schedule 6 o f this Appendix includes an example o f this 
computation.
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SCHEDULE 5

Illustrative Journal Entry for Recording 
Allocation of Purchase Price to Net Investment in the 

Leveraged Lease

Rentals receivable (Schedule 2, to ta l 
o f column 1 less residual value, 
less totals o f columns 3 and 6) $124,515

Estimated residual value (Schedule 1) 200,000

Purchase price allocation clearing 
account (Schedule 3, present value) 16,245

Unearned and deferred income 
(Schedule 3, present value, less 
to ta l o f rentals receivable and
estimated residual value) $340,760
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S C H E D U L E  6

Illustrative Journal Entries for Year Ending December 31, 1984

Third Year of Operation after the Business Combination 
(Year 10 of the Lease)

Journal Entry 1

Cash $15,565

Rentals receivable (Schedule 2, 
column 1 less columns 3 and 6) $15,565

Collection of year’s net rental

Journal Entry 2

Unearned and Deferred Income $ 5,530

Income from Leveraged Leases 
(Schedule 4, column 5) $ 5,530

Recognition of pretax income for the 
year allocated in the same proportion 
as the allocation of total income

x $340,760 = $5,530

Deferred taxes (Schedule 2, column 5, 
less Schedule 4, column 6) $25,008

Income tax expense (Schedule 4, 
column 6) 5,206

Cash (Schedule 2, column 5) $30,214

To record payment of tax for the year

  T h e  n e x t  p a g e  i s  8451.
AICPA Professional Standards AC § 4053-2.19
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AC Section 4054

Accounting for Leases—
Initial Direct Costs
an  amendment o f section 4053  
[Source: FASB Statement No. 17.]

November 1977

INTRODUCTION AND BACKGROUND INFORMATION

.01 F A S B  Statement No. 13 [section 4053], “Accounting for 
Leases,” issued by the Board in November 1976, defined 
in itia l direct costs in paragraph 5(m ) [section 4053.005(m )] as 
follows :

Those increm en ta l d irec t costs incu rred  b y  the lessor in  
n e g o tia tin g  and consum m ating  leasing transactions (e. g., 
com m issions and lega l fees).

.02 Since issuance of F A S B  Statement No. 13 [section 4053] 
the Board has received a number of requests to interpret the 
definition of in itia l direct costs, specifically to clarify the mean
ing of “incremental direct costs.” On April 7, 1977, the Board 
submitted a proposed Interpretation of the definition to the 
members of the F inancial Accounting Standards Advisory 
Council for comment. The proposed Interpretation stated that 
direct referred to those costs that are incurred in connection 
w ith specific leasing  transactions and incremental limited such 
costs to those that vary  d irectly w ith the number or dollar 
amount of leasing transactions, as distinct from ongoing, recur
ring  expenses that ord inarily do not vary  w ith the number 
or dollar amount of leasing  transactions. Twenty-five letters 
of comment were received from Council members and from 
others representing businesses that would be affected by the 
Interpretation. M any respondents to the proposed Interpreta
tion urged the Board to include in the definition of initial 
direct costs sales salaries and other costs that do not vary 
d irectly w ith specific leasing transactions but that do vary  
w ith the general level of leasing  business acquired. The Board 
concluded that it should amend the definition of in itia l direct 
costs to encompass costs that are d irectly related to consum
mated leasing transactions and that vary either w ith specific
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leasing transactions or w ith the general level of leasing busi
ness acquired.

.03 An Exposure Draft of a proposed Statem ent on “Account
ing for Leases—Initial Direct Costs’’ was issued on August 8,
1977. The Board received 42 letters of comment in response 
to the Exposure Draft. Certain of those comments and the 
Board’s consideration of them are discussed in paragraphs 
.04-.06 below.

.04 Some respondents recommended that the Board con
form the accounting for in itial direct costs of leases to the 
existing practices for other financing activities of finance 
com panies; other respondents recommended that the Board 
conform the accounting for in itia l direct costs of leases to the 
ex isting practices for other financing activities of banks. The 
A IC P A  Industry Audit Guide, “Audits of Finance Companies,” 
permits the use of any of three overall methods of recognizing 
finance income. A ll of the methods require that direct and in
direct acquisition costs applicable to loans be charged to 
operations when incurred. Two of the methods require that 
an amount of deferred finance income equal to estim ated 
acquisition costs be transferred to operations in the same 
period ; such a transfer is prohibited under the other permitted 
method. Banks often charge all loan origination costs to ex
pense w ithout offsetting revenue recognition. Conforming the 
accounting for in itia l direct costs of leases to the accounting 
for in itial direct costs of other financing activ ities of various 
types of enterprises would require alternative methods of ac
counting for sim ilar leasing  transactions. S till other respond
ents recommended that the Board permit the option of charging 
in itia l direct costs to expense without offsetting revenue recog
nition. The Board concluded that it should not prescribe alter
native methods of accounting for sim ilar leasing transactions.

.05 Some respondents to the Exposure Draft stated that the 
cost of identifying the portion of salespersons’ salaries that 
relates to specific completed leasing transactions would be 
excessive. The Board believes that salespersons can estimate 
the portion of their tim e that resu lts in completed leases and 
the portion spent in negotiations for leases that were not con
summated and in other activ ities and that reasonable alloca
tions of other costs can be made based on sim ilar estim ates.
In some enterprises, the determinations can be made by 
periodic statistical samples. The Board believes that enterprises 
can perform the required allocations w ithout excessive cost.
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.06 Some respondents to the Exposure Draft asked if the 
Board intended that a provision for bad debts be included in 
in itia l direct costs. The Board does not intend that initial 
direct costs, as defined, include a provision for bad debts. 
Accounting for bad debts th at are expected to result from 
leases and other financing activ ities is a pervasive issue that 
the Board did not address in FASB Statement No. 13 [section 
4053]. The Board has not studied that question and did not 
intend that Statem ent No. 13 [section 4053] would change 
existing practices in accounting for bad debts.

.07 The Board concluded that on the basis of ex isting  data it 
could make an informed decision on the m atter addressed in 
this Statem ent w ithout a public hearing and that the effective 
date and transition prescribed in paragraph .09 are advisable.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING 

Amendment to Section 4053

.08 Paragraph 5(m ) of FASB Statement No. 13 [section 
4053.005(m )] is superseded by the fo llow ing:

In itia l direct costs. Those costs incurred by the lessor 
that are d irectly associated w ith negotiating and 
consummating completed leasing transactions. 
Those costs include, but are not necessarily lim ited 
to, commissions, lega l fees, costs of credit investi
gations, and costs of preparing and processing docu
ments for new leases acquired. In addition, that 
portion of salespersons’ compensation, other than 
commissions, and the compensation of other em
ployees that is applicable to the time spent in the 
activ ities described above w ith respect to completed 
leasing transactions shall also be included in in itial 
direct costs. That portion of salespersons’ compen
sation and the compensation of other employees 
that is applicable to the tim e spent in negotiating 
leases that are not consummated shall not be included 
in in itia l direct costs. No portion of supervisory and 
adm in istrative expenses or other indirect expenses, 
such as rent and facilities costs, shall be included in 
in itial direct costs.
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Effective Date and Transition

.09 The provisions of this amendment to FASB Statement 
No. 13 [section 4053] shall be effective for leasing transactions 
and lease agreement revisions (see paragraph 9 of Statem ent 
No. 13 [section 4053.009]) entered into on or after Jan uary  
1, 1978. E arlier application is encouraged. In addition, the 
provisions of th is Statem ent shall be applied retroactively at 
the same time and in the same manner as the provisions of 
Statem ent No. 13 [section 4053] are applied retroactively (see 
paragraphs 49 and 51 of Statem ent No. 13 [sections 4053.049 
and 4053.051]). Enterprises that have a lready applied the 
provisions of Statem ent No. 13 [section 4053] retroactively and 
have published financial statem ents based on the retroactively 
adjusted accounts before the effective date of this Statem ent 
may, but are not required to, app ly the provisions of this 
Statem ent retroactively.

The provisions o f this Statement need 
not be applied to immaterial items.
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AC Section 4055
Changes in the Provisions 
of Lease Agreements Resulting 
from Refundings of Tax- 
Exempt Debt
an amendment o f section 4053  
[Source: FASB Statement No. 22 .]

June 1978

INTRODUCTION AND BACKGROUND INFORMATION

.01 The FA SB has been asked to reconcile an apparent incon
sistency between FASB Statement No. 13 [section 4053], “Ac
counting for Leases,” and APB Opinion No. 26 [section 5362], 
“Early Extinguishment of Debt,” arising from refundings of tax- 
exempt debt, including advance refundings 1 that are accounted 
for as early  extinguishm ents of debt. In some situations tax- 
exempt debt is issued to finance construction of a facility, such 
as a plant or hospital, that is transferred to a user of the 
facility by either lease or sale. A lease or, in the case of sale, 
a m ortgage note generally serves as collateral for the guarantee 
of paym ents equivalent to those required to service the tax- 
exempt debt. Paym ents required by the terms of the lease 
or m ortgage note are essen tia lly  the same, as to both amount 
and tim ing, as those required by the tax-exem pt debt. In 
practice, a liab ility  equivalent to the amount of the tax-exempt 
debt often has been included in the accounts of the lessee or 
the mortgagor. Some issuers of tax-exempt debt recently have 
entered into refundings and, concurrently, the terms of the 
related lease or m ortgage note have been changed to conform 
w ith the terms of the refunding issue. If a refunding of tax- 
exempt debt results in a change in the provisions of a lease and 
the revised lease is classified as a capital lease by a lessee or a  
direct financing lease by a lessor, gain or loss is not recognized

1A n  advance re fu n d in g  invo lves the issuance o f new  debt to  replace  
e x is tin g  debt w ith  the proceeds fro m  the new deb t placed in  t ru s t  o r  
o th e rw ise  re s tr ic te d  to  re tire  the e x is tin g  debt at a de term inab le  fu tu re  
date o r dates. D e scrip tions  o f advance re fund ings  tha t are and are not 
accounted fo r  as e a rly  ex tingu ishm en ts  o f debt are presented in  the  
A IC P A  S ta tem en t o f P os ition  on “ A cc o u n tin g  fo r  A dvance R efund ings  
o f T a x -E x e m p t D e b t.”
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under Statem ent No. 13 [section 4053] (see paragraphs 14(a) 
and 17(f) (i) [sections 4053.014(a) and 4053.017(f) ( i) ] of the 
Statem ent). If a refunding of tax-exempt debt results in a 
change in the terms of a m ortgage note, any gain or loss arising 
from the transaction because of the change in the carrying 
amount of the debt would be recognized currently in accord
ance w ith the provisions of Opinion No. 26 [section 5362].

Lessee Accounting
.02 Paragraph 14(a) of F A S B  Statement No. 13 [section 
4053.014(a)] sets forth the accounting by a lessee for a change 
in the provisions, a renewal, or an extension of an existing 
lease if the revised lease agreement is classified as a capital 
lease as fo llow s:

I f  the p rov is ions  o f the lease are changed in  a w ay tha t 
changes the am ount o f the rem a in ing  m in im u m  lease pay
m ents and the change e ithe r ( i)  does n o t g ive  rise to  a 
new  agreem ent . . .  o r ( i i )  does g ive rise  to  a new agree
m en t b u t such agreem ent is also classified as a cap ita l lease, 
the  present balances o f the asset and the ob lig a tio n  sha ll 
be ad jus ted  by  an am oun t equal to  the d iffe rence between  
the  present value o f the fu tu re  m in im u m  lease paym ents  
under the revised o r  new  agreem ent and the p resen t balance  
of the o b lig a tio n . T he  present value o f the fu tu re  m in im u m  
lease paym ents under the revised o r new  agreem ent sha ll 
be com puted  using the rate  of in te res t used to record  the  
lease in it ia lly .

.03 In accounting for an early extinguishment of debt, para
graph 20 of A P B  Opinion No. 26 [section 5362.20] requires that 
“a difference between the reacquisition price and the net 
carry ing  amount of the extinguished debt should be recognized 
currently in income of the period of extinguishment as losses or 
gains. . . . ” In this regard, paragraph 8 of F A S B  Statement 
No. 4 [section 2013.08], “Reporting Gains and Losses from 
Extinguishment of Debt,” requires that “gains and losses from 
extinguishm ent of debt that are included in the determination 
of net income shall be aggregated  and, if m aterial, . . . classi
fied as an extraordinary item, net of related income tax effect.” 
.04 If a refunding of tax-exempt debt results in a change in the 
provisions of a capital lease that passes the perceived economic 
advantages of the refunding through to the lessee, paragraph 
14(a) of F A S B  Statement No. 13 [section 4053.014(a)] requires 
the lessee to ad just both the asset and related obligation for 
any difference caused by a change in the provisions of a lease. 
If the perceived economic advantages of the same refunding 
had been passed through by a change in the terms of a mortgage 
note, the accounting specified by A P B  Opinion No. 26 [section 
5362] would result in the recognition of a gain  or loss.
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.05 The Board considered the possib ility of amending A P B  
Opinion No. 26 [section 5362] to defer recognition of gain or 
loss. That would not completely elim inate the inconsistency 
unless the gain or loss were included as an adjustment to the 
cost of the related property, because F A S B  Statement No. 13 
[section 4053] specifies that any difference resu lting from a 
change in the provisions of a capital lease should be accounted 
for as an adjustm ent of the leased asset. In the interest of a 
tim ely resolution of the conflict, the Board decided that para
graph 14 of Statem ent No. 13 [section 4053.014] should be 
amended so that the accounting w ill be compatible w ith that 
specified by Opinion No. 26 [section 5362].

Lessor Accounting

.06 Paragraph 17(f) ( i) of F A S B  Statement No. 13 [section 
4053.017(f) ( i) ] specifies the accounting by a lessor for a 
change in the provisions, a renewal, or an extension of an 
existing lease if the revised lease agreement is classified as a 
direct financing lease as follows :

I f  the provisions o f a lease are changed in  a way that changes 
the am oun t o f the rem a in in g  m in im u m  lease paym ents and 
the change e ith e r (a) does n o t g ive  rise to  a new  agreem ent 
. . .  o r  (b )  does g ive  rise  to  a new  agreem ent b u t such  
agreem ent is classified as a d ire c t financ ing  lease, the b a l
ance o f the m in im u m  lease paym ents rece ivab le  and the  
estim ated residual value, i f  affected, sha ll be ad justed  to  
re flec t the change . . . and the ne t ad jus tm en t sha ll be 
charged or c red ited  to  unearned income.

.07 If a refunding of tax-exem pt debt results in a change in 
the provisions of a lease that passes the perceived economic 
advantages of the refunding through to the lessee and the 
revised agreem ent is classified as a direct financing lease, 
paragraphs 18(c) and 17(f) ( i)  of F A S B  Statement No. 13 
[sections 4053.018(c) and 4053.017(f) ( i ) ]  require the lessor 
to ad just the balance of the minimum lease payments receiv
able and unearned income. The lessor, on the other hand, would 
look to A P B  Opinion No. 26 [section 5362] for guidance in 
accounting for a  refunding. That Opinion requires recogni
tion of a gain or loss concurrent w ith early  extinguishm ents 
of debt. The Board has concluded that the accounting for 
changes in the provisions of a lease in connection w ith a re
funding of tax-exem pt debt should be compatible w ith the 
accounting for the refunding of the debt itself. The Board 
has, therefore, decided to amend paragraph 17(f) of Statem ent 
No. 13 [section 4053.017(f)] so that any gain or loss resu lting 
from a change in the provisions of a lease agreement in con-

Changes in the Provisions of Lease Agreements 8455-3
Resulting from Refundings of Tax-Exempt Debt
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nection w ith a refunding of tax-exempt debt is recognized 
when the tax-exempt debt is considered to have been ex
tinguished.

Other Matters

.08 An Exposure Draft of a proposed Statem ent on “Ac
counting for L eases : Changes in the Provisions of Lease 
Agreements R esu lting from Refundings of Tax-Exem pt Debt” 
was issued on December 19, 1977. The Board received 26 
letters of comment in response to the Exposure Draft, most 
of which expressed general agreement.

.09 Several respondents recommended that the final State
ment should apply to all types of refundings and not be lim 
ited to refundings involving only tax-exempt debt. The Board 
noted that, typ ica lly , lessors in tax-exempt debt refundings 
are governmental or quasi-governmental agencies that are not 
affected by state or federal income tax regulations. For the 
most part, the governmental lessor’s borrowing serves only to 
obtain necessary financing for the construction of the leased 
facilities. Refundings that do not involve tax-exem pt debt 
m ay involve considerations beyond those norm ally present 
in the lessor/lessee relationship discussed above. The Board 
considered these recommendations and concluded that further 
consideration of the subject of refundings should not delay the 
issuance of this Statement.

.10 The Board has concluded that on the basis of existing 
information it can reach an informed decision without a public 
hearing, and the effective date and transition specified in para
graph .16 are advisable in the circumstances.

.11 The addendum to APB Opinion No. 2 [section 6011], “Ac
counting for the ‘Investm ent C redit’,” states that “differences 
may arise in the application of generally  accepted accounting 
principles as between regulated and nonregulated businesses, 
because of the effect in regulated businesses of the rate-mak
ing process” and discusses the application of generally  ac
cepted accounting principles to regulated industries. Accordingly, 
the provisions of the Addendum shall govern the applica
tion of this Statem ent to those operations of a  company that 
are regulated for rate-m aking purposes on an individual-com 
pany-cost-of-service basis.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

.12 If prior to the expiration of the lease term a change in 
the provisions of a lease results from a refunding by the lessor
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of tax-exempt debt, including an advance refunding,2 in which 
the perceived economic advantages of the refunding are passed 
through to the lessee and the revised agreem ent is classified 
as a capital lease by the lessee or a direct financing lease by 
the lessor, the change shall be accounted for as fo llow s:

a. Lessee accounting:
i. If a change in the provisions of a lease results from a 

refunding by the lessor of tax-exem pt debt, including 
an advance refunding that is accounted for as an early 
extinguishm ent of debt, the lessee shall ad ju st the 
lease obligation to the present value of the future 
minimum lease paym ents under the revised lease us
ing the effective interest rate applicable to the revised 
agreement and shall recognize any resulting gain or loss 
currently as a gain or loss on early  extinguishm ent of 
debt. A ny gain  or loss so determined shall be c lassi
fied in accordance w ith FASB Statement No. 4 [sec
tion 2013].

ii. If the provisions of a lease are changed in connection 
w ith an advance refunding by the lessor of tax-exem pt 
debt that is not accounted for as an early  extin
guishment of debt a t the date of the advance re
funding and the lessee is obligated to reimburse the 
lessor for an y  costs related to the debt to be refunded 
that have been or w ill be incurred, such as unamortized 
discount or issue costs or a  call premium, the lessee 
shall accrue those costs by the “interest” method 3 over 
the period from the date of the advance refunding to 
the call date of the debt to be refunded.

b. Lessor accounting: 4

i. If a change in the provisions of a lease results from 
a refunding of tax-exempt debt, including an advance 
refunding that is accounted for as an early  extinguish
ment of debt, the lessor shall ad just the balance of the 
minimum lease paym ents receivable and the estim ated 
residual value, if affected (i. e., the gross investment in 
the lease) in accordance w ith the requirements of para- * *

Changes in  the Provisions of Lease Agreements 8455-5
Resulting from Refundings of Tax-Exempt Debt

2 See fo o tn o te  1.
3 See paragraph 12 of FASB Statement No. 13 [section 4053.012] and 
footnote 11 thereto.
* T h is  paragraph  prescribes the accounting  fo r  a d ire c t fina n c in g  lease 
b y  gove rnm en ta l un its  th a t c lass ify  and account fo r  leases o f th a t k in d .
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graphs 18(c) and 17(f) (i) of FASB Statement No. 13 
[sections 4053.018(c) and 4053.017(f) ( i ) ] .  The ad just
ment of unearned income shall be the amount required 
to ad just the net investment in the lease to the sum 
of the present values of the two components of the 
gross investment based on the interest rate applicable 
to the revised lease agreement. The combined ad ju st
ment resulting from applying the two preceding sentences 
shall be recognized as a gain or loss in the current 
period.

ii. If a change in the provisions of a lease results from an 
advance refunding that is not accounted for as an early 
extinguishm ent of debt at the date of the advance 
refunding, the lessor shall system atica lly  recognize, as 
revenue, any reimbursements to be received from the 
lessee for costs related to the debt to be refunded, 
such as unamortized discount or issue costs or a call 
premium, over the period from the date of the advance 
refunding to the call date of the debt to be refunded.

.13 The accounting prescribed in subparagraphs .12(a) (i) 
and .12(b) ( i)  for a refunding of tax-exempt debt is illustrated 
in Appendix A.

Amendments to Section 4053
.14 The introduction to paragraph 14 of FASB Statement No. 13 
[section 4053.014] is amended to read as follows:

E xce p t fo r  a change in  the p rov is ions  o f a lease th a t resu lts  
f ro m  a re fu n d in g  b y  the lessor o f tax -e xe m p t debt, in c lu d in g  
an advance re fu n d in g , in  w h ich  the perceived econom ic  
advantages o f th e  re fu n d in g  are passed th ro u g h  to  the lessee 
b y  a change in  the p rov is ions o f the  lease agreem ent and  
the  revised agreem ent is c lassified as a cap ita l lease (see 
F A S B  Statement No. 22 [section  4055 ]), a change in  the  
p rov is ions o f a lease, a renew a l o r extension  14 o f an e x is t
in g  lease, and a te rm in a tio n  o f a lease p r io r  to  the e xp ira 
tio n  o f the lease te rm  sha ll be accounted fo r  as fo llo w s :

.15 The introduction to paragraph 17(f) of FASB Statement 
No. 13 [section 4053.017(f)] is amended to read as follows:

E xce p t fo r  a change in  the p ro v is ion s  o f a lease th a t resu lts  
f ro m  a re fu n d in g  b y  the lessor o f ta x -e xe m p t debt, in c lu d in g  
an advance re fund ing , in  w h ich  the perce ived econom ic  
advantages o f the re fu n d in g  are passed th ro u g h  to  the  lessee 
b y  a change in  the  p rov is ions o f the  lease agreem ent and the  
revised agreem ent is classified as a d ire c t financ ing  lease 
(see F A S B  Statement N o. 22 [section  4055 ]), a change in  
the p rov is ions  o f a lease, a renew a l o r  e x te n s io n 19 o f an 
e x is tin g  lease, and a te rm in a tio n  o f a lease p r io r  to  the  
e xp ira tio n  o f the lease term  shall be accounted fo r  as fo llo w s :
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Effective Date and Transition
.16 Th is Statem ent shall be effective for lease agreement 
revisions entered into on or after Ju ly  1, 1978. Earlier appli
cation is encouraged. In addition, the provisions of this State
ment shall be applied retroactively a t the same time and in 
the same manner as the provisions of FASB Statement No. 13 
[section 4053] are applied retroactively (see paragraphs 49 and 
51 of Statem ent No. 13 [sections 4053.049 and 4053.051]). 
Enterprises that have already applied the provisions of 
Statem ent No. 13 [section 4053] retroactively and have 
published annual financial statem ents based on the retroactively 
adjusted accounts before the effective date of this Statement may, 
but are not required to, apply the provisions of this Statement 
retroactively.

Changes in  the Provisions o f Lease Agreements 8455-7
Resulting from  Refundings of Tax-Exempt Debt

The provisions o f this Statement need 
not be applied to immaterial items.

T he  n e x t page is  8457.
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Changes in  the Provisions of Lease Agreements
Resulting from  Refundings of Tax-Exempt Debt

8457

Appendix A
ILLUSTRATION OF LESSOR AND LESSEE ACCOUNTING 
REQUIRED BY PARAGRAPH .12 OF THIS STATEMENT

.17 The following example illu strates the application of the 
requirements of subparagraphs .12(a) ( i)  and .12(b) ( i)  of th is 
Statem ent when a refunding of tax-exem pt debt results in a 
change in the provisions of a lease agreem ent and the revised 
lease is classified as a direct financing lease by the lessor and 
as a  capital lease by the lessee.

Computation Information

The following tab le summarizes the total debt service re
quirements of the serial obligation to be refunded and of the 
refunding obligation. It is presumed that the perceived eco
nomic advantages of the refunding results from the lower 
interest rate applicable to the refunding obligation. The re
su lting reduction in total debt service requirements w ill be 
passed through to the lessee by changing the terms of the 
related lease to conform w ith  the debt service requirements of 
the refunding obligation. A ll costs that have been or that 
w ill be incurred by the lessor in connection w ith the refund
ing  transaction w ill be passed through to the lessee.

Fifteen Y ear Serial Debt Service Requirements ($000 omitted): 
Obligation to Be Refunded Refunding Obligation*

Face Interest 
Amount 7% Total

Face Interest 
Amount 5% Total Difference

$50,000 $32,300 $82,300 $52,000 $23,150 $75,150 $7,150

*  T he  face am oun t o f the re fu n d in g  o b lig a tio n  ($52,000,000) is equal 
to  the face a m oun t o f the o b lig a tio n  to  be re funded  ($50,000,000) plus  
the red e m p tio n  p re m iu m  app licab le  to  the  o b lig a tio n  to  be re funded  
($1,500,000) and the costs o f issuance ($500,000).
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LESSOR ACCOUNTING
Computation of Required Adjustments to Reflect Changes in 
the Terms of a Lease Resulting from a Refunding of Tax- 
Exempt Debt

Adjustm ent to Balance of Minimum Lease P ay
ments Receivable:

Present balance of minimum lease payments 
receivable (equal to debt service require
ments of obligation to be refunded) $82,300,000

Minimum lease payments receivable under re
vised agreement (equal to debt service re
quirements of refunding obligation) 75,150,000

Adjustm ent to reflect reduction in m ini
mum lease payments receivable $ 7,150,000

Adjustm ent to Unearned Incom e:
Change in the sum of the present value of 

the two components of the gross investment 
using the interest rate applicable to each 
agreem ent $ 2,000,000

Change in the balance of minimum lease pay
ments receivable 7,150,000

Adjustm ent to reflect reduction in balance 
of unearned income $ 9,150,000

Sum m ary of Adjustments ($000 omitted) :

Minimum
Lease

Payments
Receivable

Unearned
Income

Net
Investment

Balance before Refunding $82,300 $32,300 $50,000
Adjustm ent (7,150) (9,150) 2,000

Balance after Refunding $75,150 $23,150 $52,000
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Journal Entries to Record the Refunding and the Changes in 
the Terms of the Lease Resulting from the Refunding of Tax- 
Exempt Debt

Recoverable deferred issue costs 500,000
Loss resu lting from refunding of

tax-exem pt debt 1,500,000
7% O utstanding obligation 50,000,000

5% Refunding obligation 52,000,000
To record loss from refunding $50,000,000 - 7% obligation w ith 
$52,000,000 - 5% refunding obligation in accordance w ith the 
provisions of A P B  Opinion No. 26 

Unearned income 9,150,000
Minimum lease payments receiv

able 7,150,000
Gain resu lting from adjustment 

of lease terms 1,500,000
Recoverable deferred issue costs 500,000

To ad just unearned income by the amount required to ad just 
the net investment in the lease to the sum of the present values 
of the two components of the gross investment based on the 
interest rate applicable to the revised lease agreem ent in ac
cordance w ith FASB Statement No. 22.
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LESSEE ACCOUNTING

Computation of Required Adjustment to Lease Obligation to 
Reflect Changes in  the Terms of the Lease Resulting from a 
Refunding of Tax-Exempt Debt
Adjustm ent to Balance of Lease O bligation:

Present balance of lease obligation under orig
inal agreem ent $50,000,000

Present value of future minimum lease pay
ments under revised agreem ent 51,500,000

Adjustm ent to lease obligation $ 1,500,000

Journal E ntry to  Record Adjustment to Lease Obligation Re
sulting from a Refunding of Tax-Exempt Debt

Loss resulting from revision to lease 
agreem ent 1,500,000

Obligation under cap ital lease 1,500,000
To record the loss resu lting from changes in the lease terms 
resu lting from a refunding of tax-exem pt debt. For purposes 
of calculating the present value of the future minimum lease 
payments, deferred issue costs were considered as additional 
interest in determ ining the effective interest rate applicable 
to the revised agreement. (The loss shall be classified in ac
cordance w ith FASB Statement No. 4.)

  T he  n e x t page is  8461. 
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Compensation Involved in 
Stock Option and Stock 
Purchase Plans
[Source: ARB No. 43 , Chap. 13B, as amended.]

Issue date, unless 
otherwise indicated: 
June, 19531

.01 The practice of granting to officers and other em
ployees options to purchase or righ ts to subscribe fo r shares 
of a corporation’s capital stock has been followed by a con
siderable number of corporations over a period of many 
years. To the extent tha t such options and rights involve 
a measurable amount of compensation, th is cost o f serv
ices received should be accounted fo r as such. The amount 
of compensation involved may be substantial and omission 
of such costs from  the corporation’s accounting may result 
in  overstatement of net income to  a significant degree. Ac
cordingly, consideration is given herein to the accounting 
treatment o f compensation represented by stock options or 
purchase righ ts granted to officers and other employees.1

.02 For convenience, th is section w ill discuss prim ar
ily  the problems of compensation raised by stock option 
plans. However, the committee feels tha t substantially the 
same problems may be encountered in  connection w ith  stock 
purchase plans made available to employees, and the dis
cussion below is applicable to such plans also.

1 Bulletin 37, “ Accounting for Compensation in the Form of Stock 
Options,”  was issued in November, 1948. Issuance of a revised bulletin in 
1953 and its expansion to include stock purchase plans were prompted by 
the very considerable increase in  the use of certain types of option and 
purchase plans following the enactment in 1950 of Section 130A of the 
Internal Revenue Code. This section granted specialized tax treatment to  
employee stock options i f  certain requirements were met as to the terms of 
the option, as to the circumstances under which the option was granted and 
could be exercised and as to the holding and disposal of the stock acquired 
thereunder. In  general, the effect of Section 130A was to eliminate or m ini
mize the amount of income taxable to the employee as compensation and to 
deny to the issuing corporation any tax deduction in respect of such 
restricted options. In  1951, Federal Salary Stabilization Board issued 
rules and regulations relating to stock options and purchase rights granted 
to employees whereby options generally comparable in nature to  the re
stricted stock options specified in Section 130A m ight be considered fo r its 
purposes not to involve compensation, or to involve compensation only in 
lim ited amounts. [Ed. note: changed to past tense.]

AC Section 4061
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RIGHTS INVOLVING COMPENSATION
.03 Stock options invo lving an element of compensa

tion  usually arise out o f an offer or agreement by an em
ployer corporation to issue shares of its  capital stock to 
one or more officers or other employees (hereinafter re
ferred to as grantees) a t a stated price. The grantees are 
accorded the rig h t to require issuance of the shares either 
at a specified time or during some determinable period. In  
some cases the grantee’s options are exercisable only i f  a t 
the tim e o f exercise certain conditions exist, such as tha t 
the grantee is then or u n til a specified date has been an 
employee. In  other cases, the grantees may have under
taken certain obligations, such as to remain in  the employ
ment of the corporation fo r at least a specified period, or 
to  take the shares only fo r investment purposes and not 
fo r resale.

RIGHTS NOT INVOLVING COMPENSATION 2
.04 Stock option plans in  many cases may be intended 

not p rim a rily  as a special form  of compensation but rather 
as an im portant means of ra ising capital, or as an induce
ment to obtain greater or more widespread ownership of 
the corporation’s stock among its  officers and other em
ployees. In  general, the terms under which such options 
are granted, including any conditions as to exercise of the 
options or disposal of the stock acquired, are the most sig
nificant evidence o rd inarily  available as to the nature and 
purpose o f a particu lar stock option or stock option plan.
In  practice, i t  is often apparent tha t a particu lar option 
or plan involves elements o f two or more of the above pur
poses. Where the inducements are not larger per share 
than would reasonably be required in  an offer of shares 
to  a ll shareholders fo r the purpose of ra ising an equiva
lent amount of capital, no compensation need be presumed 
to  be involved.

.05 Stock purchase plans also are frequently an inte
gral pa rt of a corporation’s program to secure equity capi
ta l or to  obtain widespread ownership among employees, 
or both. In  such cases, no element o f compensation need 
be considered to be present i f  the purchase price is not *

2 Four essential characteristics of a noncompensatory plan are described 
in section 4062.07.
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lower than is  reasonably required to interest employees 
generally or to  secure the contemplated funds.

TIME OF MEASUREMENT OF COMPENSATION

.06 In  the case of stock options invo lving compen
sation, the principal problem is the measurement o f the 
compensation. This problem involves selection of the date 
as of which measurement o f any element o f compensation 
is to be made and the manner of measurement. The date 
as of which measurement is made is o f c ritica l importance 
since the fa ir value o f the shares under option may vary  
m ateria lly in  the often extended period during which the 
option is outstanding. There may be at least six dates to  
be considered fo r th is purpose: (a) the date of the adop
tion  o f an option plan, (b) the date on which an option 
is  granted to a specific ind ividua l, (c) the date on which 
the grantee has performed any conditions precedent to ex
ercise of the option, (d) the date on which the grantee may 
firs t exercise the option, (e) the date on which the option 
is exercised by the grantee, and ( f)  the date on which the 
grantee disposes o f the stock acquired.

.07 O f the six dates mentioned two are not relevant 
to the question considered in th is section—cost to the cor
poration which is granting the option. The date o f adop
tion  o f an option plan clearly has no relevance, inasmuch 
as the plan per se constitutes no more than a proposed 
course o f action which is  ineffective u n til options ar e 
granted thereunder. The date on which a grantee disposes 
o f the shares acquired under an option is equally imma
te ria l since th is date w ill depend on the desires of the in d i
vidua l as a shareholder and bears no necessary relation  
to the services performed.3

.08 The date on which the option is exercised has 
been advocated as the date on which a cost may be said 
to  have been incurred. Use of th is  date is supported by 
the argument tha t only then w ill i t  be known whether or 
not the option w ill be exercised. However, beginning w ith  
the tim e at which the grantee may firs t exercise the op- *

Compensation Involved in Stock Option and Stock Purchase Plans 8463

3 This was the date on which income or gain taxable to the grantee 
m ight arise under Section 130A. Use of this date fo r tax. purposes was 
doubtless based on considerations as to  the ability  of the optionee to  pay 
taxes prio r to sale o f the shares. [Ed. note: changed to  past tense.]
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tio n  he is in  effect speculating fo r h is own account. H is  
delay has no discernible re lation to his status as an em
ployee but reflects only his judgment as an investor.

.09 The date on which the grantee may firs t exercise 
the option w ill generally coincide w ith , bu t in  some cases 
may fo llow , the date on which the grantee w ill have per
formed any conditions precedent to  exercise o f the option. 
Accordingly th is  date presents no special problems d iffe r
ing from  those to  be discussed in  the next paragraph.

.10 There remain to  be considered the date on which 
an option is  granted to a specific ind iv idua l and the date 
on which the grantee has fu lfille d  any conditions prece
dent to exercise o f the option. When compensation is paid  
in  a form  other than cash the amount o f compensation is  
o rd ina rily  determined by the fa ir  value o f the property 
which was agreed to be given in  exchange fo r the serv
ices to  be rendered. The tim e a t which such fa ir  value 
is  to be determined may be subject to  some difference of 
opinion but i t  appears th a t the date on which an option 
is granted to  a specific ind iv idua l would be the appropri
ate po in t a t which to  evaluate the cost to  the employer, 
since i t  was the value a t tha t date which the employer may 
be presumed to  have had in  m ind. In  most o f the cases 
under discussion, moreover, the only im portant contingency 
involved is  the continuance o f the grantee in  the employ
ment o f the corporation, a m atter very largely w ith in  the 
control o f the grantee and usually the main objective o f 
the grantor. Under such circumstances i t  may be assumed 
tha t i f  the stock option were granted as a p a rt o f an em
ployment contract, both parties had in  m ind a valuation o f 
the option a t the date o f the contract; and accordingly, 
value at tha t date should be used as the amount to  be ac
counted fo r as compensation. I f  the option were granted 
as a form  o f supplementary compensation otherwise than 
as an integra l p a rt o f an employment contract, the grantor 
is nevertheless governed in  determ ining the option price  
and the number o f shares by conditions then existing. I t  
fo llow s th a t i t  is the value o f the option a t tha t time, rather 
than the grantee's ultim ate gain or loss on the transac
tion, which fo r accounting purposes constitutes whatever 
compensation the grantor intends to  pay. The committee 
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th e re fo re  concludes th a t in  m o s t cases, in c lu d in g  s itu a tio n s  
w h e re  th e  r ig h t  to  exe rc ise  is  c o n d itio n a l u p o n  co n tin u e d  
em p loym en t, v a lu a tio n  sh o u ld  be  m ade o f th e  o p tio n  as  
o f th e  d a te  o f g ra n t.

.11 T h e  d a te  o f g ra n t a lso  rep resen ts  th e  d a te  on  
w h ic h  th e  c o rp o ra tio n  foregoes th e  p r in c ip a l a lte rn a tiv e  
use o f th e  shares w h ic h  i t  p laces s u b je c t to  o p tio n , i.e ., 
th e  sale o f such shares a t th e  th e n  p re v a ilin g  m a rk e t p ric e . 
V ie w e d  in  th is  lig h t,  th e  cost o f u t iliz in g  th e  shares fo r  
purposes o f th e  o p tio n  p la n  can b e s t be m easured in  re la 
t io n  to  w h a t co u ld  th e n  have  been o b ta in e d  th ro u g h  sale  
o f such shares in  th e  open m a rk e t. H o w e ve r, th e  fa c t th a t 
th e  g ra n to r m ig h t, as events tu rn e d  o u t, have  o b ta in e d  a t 
some la te r  d a te  e ith e r m ore o r less fo r  th e  shares in  ques
t io n  th a n  a t th e  d a te  o f th e  g ra n t does n o t b e a r u p o n  th e  
m easurem ent o f th e  com pensa tion  w h ic h  can be sa id  to  
have  been in  co n te m p la tio n  o f th e  p a rtie s  a t th e  d a te  th e  
o p tio n  w as g ra n te d .4

MANNER OF MEASUREMENT
.12 F re e ly  exe rc isa b le  o p tio n  r ig h ts , even a t p rice s  

above th e  c u rre n t m a rk e t p ric e  o f th e  shares, have  been  
tra d e d  in  th e  p u b lic  m a rke ts  fo r  m a n y  years, b u t th e re  is  
n o  such o b je c tiv e  m eans fo r  m e a su rin g  th e  va lu e  o f an  op
tio n  w h ic h  is  n o t tra n s fe ra b le  and  is  su b je c t to  such o th e r 
re s tr ic tio n s  as a re  u s u a lly  p re se n t in  o p tio n s  o f th e  n a tu re  
here  u n d e r d iscuss ion . A lth o u g h  th e re  is , fro m  th e  s tand 
p o in t o f th e  g ran tee , a va lu e  in h e re n t in  a  re s tr ic te d  fu tu re  
r ig h t  to  purchase shares a t a  p ric e  a t o r even above th e  
fa ir  va lu e  o f shares a t th e  g ra n t da te , th e  co m m itte e  be
lie ve s  i t  is  im p ra c tic a b le  to  m easure a n y  such va lu e . A s  
to  th e  g ra n te e  a n y  p o s itiv e  e lem ent m ay, fo r  p ra c tic a l p u r
poses, be deem ed to  be la rg e ly  o r w h o lly  o ffs e t b y  th e  nega
tiv e  e ffe c t o f th e  re s tr ic tio n s  o rd in a r ily  p re se n t in  o p tio n s  
o f th e  ty p e  u n d e r d iscuss ion . F ro m  th e  v ie w p o in t o f th e  
g ra n to r c o rp o ra tio n  no m easurab le  cost can be sa id  to  have  
been in c u rre d  because i t  co u ld  n o t a t th e  g ra n t d a te  have  
re a liz e d  m ore th a n  th e  fa ir  value o f th e  o p tio n e d  shares, 
th e  concep t o f fa ir  va lu e  as here  used encom passing th e  
p o s s ib ility  and p ro sp e c t o f fu tu re  deve lopm ents. O n th e  
o th e r hand , i t  fo llo w s  in  th e  o p in io n  o f th e  com m ittee  th a t

4 A lso see section 4062.10b fo r the definition o f the measurement date.
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the value to  the grantee and the related cost to the corpo
ra tion o f a restricted rig h t to purchase shares a t a price 
below the fa ir  value of the shares a t the grant date may 
fo r the purposes here under discussion be taken as the 
excess o f the then fa ir  value o f the shares over the op
tion  price.5

.13 W hile m arket quotations o f shares are an im por
tan t and often a p rincipa l factor in  determ ining the fa ir  
value o f shares, m arket quotations a t a given date are not 
necessarily conclusive evidence.6 Where significant mar
ke t quotations cannot be obtained, other recognized meth
ods o f valuation have to  be used. Furtherm ore, in  deter
m ining the fa ir  value 7 of shares fo r the purpose o f measur
ing  the cost incurred by a corporation in  the issuance of 
an option, i t  is  appropriate to take in to  consideration such 
m odifying factors as the range o f quotations over a rea
sonable period and the fact tha t the corporation by sell
ing  shares pursuant to an option may avoid some or a ll o f 
the expenses otherwise incurred in  a sale o f shares. The 
absence o f a ready market, as in  the case o f shares o f 
closely-held corporations, should also be taken in to  account 
and may require the use o f other means o f a rriv in g  a t fa ir  
value than by reference to  an occasional m arket quotation 
or sale of the security.8

OTHER CONSIDERATIONS
.14 I f  the period fo r which payment fo r services is 

being made by the issuance o f the stock option is not spe
c ifica lly  indicated in  the offer or agreement, the value of 
the option should be apportioned over the period o f serv
ice fo r which the payment o f the compensation seems ap
propriate in  the existing circumstances. Accrual o f the 
compensation over the period selected should be made by 
means o f charges against the income account.9 Upon exer-

5 Section 4062.10 states that “ Compensation for services that a corpora
tion receives as consideration fo r stock issued through employee stock 
option, purchase, and award plans should be measured by the quoted mar
ket price of the stock at the measurement date less the amount, i f  any, that 
the employee is required to pay.”  [As amended by A P B  Opinion No. 25, 
effective after December 31, 1972.]

6W hether treasury or unissued shares are to be used to fu lfill the obli
gation is not material to  a determination of value. (However, see section 
4062.11a.)

7 See section 4062.10 in  which quoted market price is substituted fo r fa ir  
value.

8 See se c tio n  4062.10a.
9 See sections 4062.12-.15.
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cise o f an option the sum o f the cash received and the 
amount o f the charge to  income should be accounted fo r 
as the consideration received on issuance of the stock.

.15 In  connection w ith  financial statements, disclosure 
should be made as to the status o f the option or plan a t 
the end o f the period o f report, including the number o f 
shares under option, the option price, and the number o f 
shares as to  which options were exercisable. As to  op
tions exercised during the period, disclosure should be 
made o f the number o f shares involved and the option 
price thereof.
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AC Section 4062
Accounting for Stock 
Issued to Employees
[Source: APB Opinion No. 25 .]

Effective fo r a ll stock 
option, purchase, award, 
and bonus rights granted 
after December 31, 
1972, unless otherwise 
indicated 1

INTRODUCTION
Scope of Section

.01 Many corporations have adopted various plans, 
contracts, and agreements to compensate officers and other 
employees by issuing to them stock of the employer corpo
ration. Under trad itiona l stock option and stock purchase 
plans an employer corporation grants options to purchase a 
fixed number of shares of stock of the corporation at a 
stated price during a specified period or grants righ ts to 
purchase shares of stock of the corporation at a stated price, 
often at a discount from  the market price of the stock at the 
date the righ ts are granted. Stock options and purchase 
righ ts are norm ally granted fo r future services of em
ployees. Section 4061, Compensation Involved in Stock 
Option and Stock Purchase Plans (1953), contains the p rin 
ciples of accounting fo r those plans.

.02 Among trad itiona l plans not described in  section 
4061 are plans in  which an employer corporation awards to 
employees shares of stock of the corporation fo r current or 
fu ture  services. Some corporations have replaced or sup
plemented trad itiona l plans w ith  more complex plans, con
tracts, and agreements fo r issuing stock. An arrangement 
may be based on variable factors tha t depend on future 
events; fo r example, a corporation may award a variable 
number of shares of stock or may grant a stock option 
w ith  a variable option price. Other arrangements combine 
the characteristics o f two or more types of plans, and some 
give an employee an election.

1 See p a ra g ra ph  .20. 
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.03 Accounting fo r employee services received as con
sideration fo r stock issued is included in Accounting Re
search Study No. 15, Stockholders’ Equity.2

.04 This section deals w ith  some aspects of accounting 
fo r stock issued to employees through both noncompensa
to ry  and compensatory plans (a plan is any arrangement to 
issue stock to officers and employees, as a group or ind iv idu 
a lly ). Section 4061 remains in  effect fo r trad itiona l stock 
option and stock purchase plans except tha t the measure of 
compensation is redefined in  th is section. This section 
recognizes certain practices that evolved a fte r section 4061 
was adopted and applies the principles o f that section 
to other plans in  which the number of shares of stock that 
may be acquired by or awarded to an employee and the op
tion  or purchase price, i f  any, are known or determinable at 
the date of grant or award. I t  also specifies the accounting 
fo r (a) plans in  which either the number of shares of stock 
or the option or purchase price depends on future events 
and (b) income tax benefits related to stock issued to em
ployees through stock option, purchase, and award plans. 
Section 4062A illustrates measuring and accounting fo r 
compensation under typ ical plans.
Differing Views

.05 Some accountants believe tha t compensation cost 
fo r a ll compensatory plans should be recorded a t the date 
of grant or not la te r than the date of exercise. They believe 
tha t past experience and outside evidence of values can 
overcome difficulties in  measuring compensation. Other 
accountants believe that compensation need not be recorded 
i f  an employee pays an amount tha t is at least equal to the 
market price of the stock at the date of grant and that prob
lems in  accounting fo r compensation plans pertain to plans 
in  which the number of shares of stock or the option or pur
chase price cannot be determined u n til a fte r the date of 
grant or award. S till other accountants, although they 
agree in  principle w ith  the firs t group, believe tha t progress 
w ill result from  specifying the accounting fo r plans w ith  
variable factors but leaving section 4061 in  effect w ith  modi
fications while the entire topic of accounting fo r compensa
tion invo lving stock is studied. 

2 Accounting research studies are not pronouncements of the Board or 
o f the Institu te but are published fo r the purpose of stimulating discussion 
on important accounting matters.
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.06 Some accountants believe tha t a tax benefit a t
tributable to compensation tha t is deductible in  computing 
taxable income but is  not recorded as an expense o f any 
period results from  a permanent difference. The benefit 
should therefore be recorded under section 4091.32-.33, Ac
counting fo r  Income Taxes, as a reduction o f income tax 
expense fo r the period tha t the benefit is  received. Other 
accountants believe tha t the tax benefit results from  issuing 
stock and should be accounted fo r as an adjustment o f capi
ta l in  addition to par or stated value o f capital stock in  
accordance w ith  section 4091.51.

OPINION
Noncompensatory Plans

.07 Sections 4061.04-.05 describe stock option and 
stock purchase plans tha t may not be intended p rim a rily  
to  compensate employees. An employer corporation 
recognizes no compensation fo r services in  computing con
sideration received fo r stock tha t is issued through non
compensatory plans. The Board concludes tha t a t least 
fo u r characteristics are essential in  a noncompensatory 
plan: (a) substantially a ll fu ll-tim e  employees meeting 
lim ited  employment qualifications may participate (em
ployees owning a specified percent o f the outstanding stock 
and executives may be excluded), (b) stock is offered to 
elig ible employees equally o r based on a uniform  percentage 
o f salary o r wages (the plan may lim it the number o f shares 
o f stock tha t an employee may purchase through the plan),
(c) the tim e perm itted fo r exercise o f an option or purchase 
rig h t is lim ited  to  a reasonable period, and (d) the discount 
from  the m arket price o f the stock is no greater than would 
be reasonable in  an offer o f stock to stockholders o r others.
An example o f a noncompensatory plan is  the ‘‘statutory’’  
employee stock purchase plan tha t qualifies under Section 
423 o f the In te rna l Revenue Code.

Compensa to ry  Plans

.08 Plans tha t do not possess the fou r characteristics 
o f noncompensatory plans are classified as compensatory 
plans. Since the m ajor principles o f section 4061 are not
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changed, classification as a compensatory plan does not 
necessarily require tha t compensation cost be recognized.3

.09 S e rv ic e s  as C o n s id e ra t io n  f o r  S to c k  Is s u e d . The 
consideration th a t a corporation receives fo r stock issued 
through a stock option, purchase, or award plan consists of 
cash or other assets, i f  any, plus services received from  the 
employee.

.10 M e a s u r in g  C o m p e n s a tio n  f o r  S e rv ic e s . Compen
sation fo r services that a corporation receives as considera
tio n  fo r stock issued through employee stock option, pur
chase, and award plans should be measured by the quoted 
m arket price o f the stock at the measurement date less the 
amount, i f  any, tha t the employee is required to  pay. That 
is  the princip le in  section 4061 w ith  two modifications: (a) 
the meaning of fa ir  value o f stock fo r compensatory plans is 
narrowed and (b) the measurement date fo r plans w ith  a 
variable number o f shares o f stock or a variable option or 
purchase price is  different.

a. Q u o te d  m a rk e t p r ic e  is substituted fo r f a i r  v a lu e .
The Board acknowledges the conclusion in  section 
4061 th a t ‘‘m arket quotations a t a given date are not 
necessarily conclusive evidence”  o f fa ir  value of 
shares o f stock but concludes that, fo r purposes of 
th is section, the unadjusted quoted market price of 
a share o f stock o f the same class tha t trades freely 
in  an established m arket should be used in  measur
ing compensation. An employee’s rig h t to acquire 
or receive shares o f stock is  presumed to have a 
value and tha t value stems basically from  the value 
o f the stock to be received under the righ t. How
ever, the value o f the rig h t is also affected by va ri
ous other factors, some of which tend to dim inish 
its  value and some o f which tend to enhance it.
Those opposing factors include a known fu ture  pur
chase price (or no payment), restrictions on the 
employee’s rig h t to receive stock, absence o f com
missions on acquisition, d ifferent risks as compared

3 A ll  compensation arrangements involving stock, regardless of the 
name given, should be accounted fo r according to their substance. For 
example, an arrangement in which the consideration fo r stock issued to  an 
employee is a nonrecourse note secured by the, stock issued may be in 
substance the same as the grant of a stock option and should be accounted 
fo r accordingly. The note should be classified as a reduction of stockhold
ers’ equity rather than as an asset.
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w ith  those o f a stockholder, tax consequences to the 
employee, and restrictions on the employee's a b ility  
to transfer stock issued under the righ t. The effects 
o f the opposing factors are d ifficu lt to measure, and 
a practical solution is to re ly on quoted m arket price 
to  measure compensation cost related to issuing both 
restricted (or le tte r) and unrestricted stock through 
stock option, purchase, or award plans. I f  a quoted 
m arket price is unavailable, the best estimate o f the 
m arket value of the stock should be used to measure 
compensation.

b. The measurement date fo r determ ining compensa
tion cost in  stock option, purchase, and award plans 
is the firs t date on which are known both (1) the 
number o f shares tha t an ind iv idua l employee is 
entitled to receive and (2) the option or purchase 
price, i f  any. That date fo r many or most plans is 
the date an option or purchase rig h t is granted or 
stock is awarded to an ind iv idua l employee and is 
therefore unchanged from  section 4061. However, 
the measurement date may be la te r than the date o f 
grant or award in  plans w ith  variable terms tha t 
depend on events a fte r date o f grant o r award.

Thus a corporation recognizes compensation cost fo r 
stock issued through compensatory plans unless the em
ployee pays an amount tha t is a t least equal to  the quoted 
m arket price o f the stock a t the measurement date.

.11 Applying the measurement principle—The fo llow 
ing  supplements paragraph .10 fo r special situations in  some 
plans.

a. Measuring compensation by the cost to an employer 
corporation o f reacquired (treasury) stock tha t is 
d istributed through a stock option, purchase, or 
award plan is not acceptable practice. The only 
exception is th a t compensation cost under a plan 
w ith  a ll the provisions described in  paragraph .11(c) 
may be measured by the cost o f stock tha t the cor
poration (1) reacquires during the fiscal period fo r 
which the stock is  to be awarded and (2) awards 
shortly thereafter to  employees fo r services during 
th a t period.
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b. The measurement date is not changed from  the 
grant or award date to a la te r date solely by pro
visions tha t term ination o f employment reduces the 
number of shares of stock tha t may be issued to an 
employee.

c. The measurement date o f an award of stock fo r cur
rent service may be the end of the fiscal period, 
which is norm ally the effective date o f the award, 
instead of the date tha t the award to an employee is 
determined i f  (1) the award is provided fo r by the 
terms of an established form al plan, (2) the plan 
designates the factors tha t determine the to ta l dol
la r amount o f awards to employees fo r the period 
(fo r example, a percent o f income), although the 
to ta l amount or the ind iv idua l awards may not be 
known at the end of the period, and (3) the award 
pertains to current service of the employee fo r the 
period.

d. Renewing a stock option or purchase rig h t or ex
tending its  period establishes a new measurement 
date as i f  the rig h t were newly granted.

e. Transferring stock or assets to  a trustee, agent, or 
other th ird  party fo r d istribu tion  o f stock to  em
ployees under the terms of an option, purchase, or 
award plan does not change the measurement date 
from  a later date to the date o f transfer unless the 
terms o f the transfer provide tha t the stock (1) w ill 
not revert to the corporation, (2) w ill not be granted 
or awarded later to the same employee on terms d if
ferent from  or fo r services other than those specified 
in  the orig inal grant or award, and (3) w ill not be 
granted or awarded la te r to  another employee.

f. The measurement date fo r a grant or award of 
convertible stock or (stock tha t is otherwise ex
changeable fo r other securities o f the corporation) 
is  the date on which the ra tio  o f conversion (or ex
change) is  known unless other terms are variable 
a t tha t date (paragraph .10b). The higher o f the 
quoted m arket price a t the measurement date o f (1) 
the convertible stock granted or awarded or (2) the 
securities in to  which the o rig ina l grant or award
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is convertible should be used to  measure compensa
tion.

g. Cash paid to an employee to settle an earlier award 
of stock or to settle a grant o f option to the em
ployee should measure compensation cost. I f  the 
cash payment differs from  the earlier measure of 
the award o f stock or grant o f option, compensation 
cost should be adjusted (paragraph .15). The 
amount tha t a corporation pays to an employee to 
purchase stock previously issued to the employee 
through a compensation plan is “ cash paid to an 
employee to settle an earlier award o f stock or to  
settle a grant o f option"  i f  stock is reacquired 
shortly a fter issuance. Cash proceeds that a cor
poration receives from  sale o f awarded stock or 
stock issued on exercise o f an option and rem its to 
the taxing authorities to  cover required w ithhold ing 
o f income taxes on an award is not “ cash paid to  an 
employee to settle an earlier award o f stock or to 
settle a grant o f option”  in  measuring compensation 
cost.

h. Some plans are a combination o f two or more types 
o f plans. An employer corporation may need to 
measure compensation fo r the separate parts. Com
pensation cost fo r a combination plan perm itting  an 
employee to  elect one pa rt should be measured ac
cording to  the terms tha t an employee is most like ly  
to elect based on the facts available each period.

.12 Accruing Compensation Cost. Compensation cost 
in  stock option, purchase, and award plans should be recog
nized as an expense o f one or more periods in  which an 
employee performs services and also as part or a ll o f the 
consideration received fo r stock issued to the employe© 
through a plan. The grant or award may specify the period 
or periods during which the employee performs services, or 
the period or periods may be inferred from  the terms or 
from  the past pattern o f grants or awards (section 4061.14; 
section 4064.01).

.13 An employee may perform  services in  several 
periods before an employer corporation issues stock to  him  
fo r those services. The employer corporation should accrue 
compensation expense in  each period in  which the services
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are performed. I f  the measurement date is la te r than the 
date o f grant or award, an employer corporation should 
record the compensation expense each period from  date of 
grant or award to  date of measurement based on the quoted 
m arket price of the stock a t the end o f each period.

.14 I f  stock is issued in  a plan before some or a ll of the 
services are performed,4 pa rt of the consideration recorded 
fo r the stock issued is  unearned compensation and should 
be shown as a separate reduction o f stockholders’ equity.
The unearned compensation should be accounted fo r as ex
pense o f the period or periods in  which the employee per
forms service.

.15 Accruing compensation expense may require esti
mates, and adjustment o f those estimates in  la ter periods 
m ay be necessary (section 1051.31-.33, Accounting Changes).
For example, i f  a stock option is not exercised (or awarded 
stock is returned to  the corporation) because an employee 
fa ils  to fu lf ill an obligation, the estimate of compensation 
expense recorded in  previous periods should be adjusted by 
decreasing compensation expense in  the period o f forfe iture.

.16 Accounting fo r Income Tax Benefits. A n employer 
corporation may obtain an income tax benefit related to 
stock issued to an employee through a stock option, pur
chase, or award plan. A  corporation is usually entitled to 
a deduction fo r income tax purposes of the amount tha t an 
employee reports as ordinary income, and the deduction is 
allowable to  the corporation in  the year in  which the 
amount is includable in  the gross income o f the employee.
Thus, a deduction fo r income tax purposes may d iffe r from  
the related compensation expense tha t the corporation 
recognizes,5 and the deduction may be allowable in  a period 
tha t d iffers from  the one in  which the corporation recog
nizes compensation expense in  measuring net income.

.17 An employer corporation should reduce income 
tax expense fo r a period by no more o f a tax reduction un
der a stock option, purchase, or award plan than the propor
tion  o f the tax reduction tha t is related to the compensation 
expense fo r the period. Compensation expenses tha t are

4 State law governs the issuance o f  a corporation’s stock including the 
acceptability o f issuing stock fo r future services.

5 A  corporation may be entitled to  a deduction fo r income tax purposes 
even though i t  recognizes no compensation expense in measuring net 
income.
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deductible in  a tax return in  a period d ifferent from  the 
one in  which they are reported as expenses in measuring 
net income are tim ing  differences (section 4091.33-.36), and 
deferred taxes should be recorded. The remainder of the 
tax reduction, i f  any, is related to an amount tha t is de
ductible fo r income tax purposes but does not affect net in 
come. The remainder of the tax reduction should not be 
included in  income but should be added to capital in  addi
tion  to par or stated value of capital stock in  the period of 
the tax reduction. Conversely, a tax reduction may be less 
than i f  recorded compensation expenses were deductible fo r 
income tax purposes. I f  so, the corporation may deduct the 
difference from  additional capital in  the period o f the tax 
reduction to the extent tha t tax reductions under the same 
or sim ilar compensatory stock option, purchase, or award 
plans have been included in  additional capital.

.18 A  corporation may, either by cash payment or 
otherwise—fo r example, by allow ing a reduction in  the pur
chase price of stock—reimburse an employee fo r his action 
related to a stock option, purchase, or award plan that re
sults in  a reduction of income taxes of the corporation. The 
corporation should include the reimbursement in  income as 
an expense.

.19 Disclosure. Section 4061.15 specifies the dis
closures related to stock option and stock purchase plans 
tha t should be made in  financial statements.6

EFFECTIVE DATE

.20 This section applies to a ll stock option, purchase, 
award, and bonus righ ts granted by an employer corpora
tion  to an ind iv idua l employee a fte r December 31, 1972 
under both existing and new arrangements and to reduc
tions of income taxes resulting from  deductions as o f a date 
a fte r December 31, 1972 tha t are related to stock option, 
purchase, award, and bonus righ ts granted before as w ell as 
a fte r the effective date of th is section.

 The next page is 8501. 

6Other disclosure requirements are in Regulation S-X fo r financial 
statements filed w ith  the Securities and Exchange Commission and in 
listing agreements of the stock exchanges fo r financial statements included 
in  annual reports to  stockholders.
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AC Section 4 0 6 2A
Accounting for Stock Issued 
to Employees—Appendix A

MEASURING AND ACCOUNTING FOR 
COMPENSATION UNDER TYPICAL PLANS

(FOR ILLUSTRATION ONLY)
.01 Corporations issue stock to officers and other em

ployees through plans w ith  a varie ty o f names and a m u lti
p lic ity  of terms. Plans in  which employees pay cash, either 
d irectly  or through payroll w ithholding, as a ll or a sign ifi
cant part of the consideration fo r stock they receive, are 
commonly designated by names such as stock option, stock 
purchase, or stock th r ift or savings plans. Plans in  which 
employees receive stock fo r current or fu ture  services w ith 
out paying cash (o r w ith  a nominal payment) are commonly 
designated by names such as stock bonus or stock award 
plans. Stock bonus and award plans are invariab ly com
pensatory. Stock th r ift and savings plans are compensa
to ry  to the extent o f contributions o f an employer 
corporation. Stock option and purchase plans may be either 
compensatory or noncompensatory. The combination of 
terms in  some plans tend to  make various types o f plans 
shade into  one another, and an assigned name may not de
scribe the nature o f a plan.

.02 This section is organized according to the most 
v ita l d istinction in  section 4062—compensatory plans are 
divided between plans in  which the cost o f compensation is 
measured at the date o f grant or award and those in  which 
the cost of compensation depends on events a fter the date 
o f grant or award. Combination plans are described b rie fly 
in  a final section.
Compensation Cost Measured 
a t Date o f Grant o r Award

.03 Accounting. Total compensation cost is measured 
by the difference between the quoted m arket price o f the 
stock at the date o f grant or award and the price, i f  any, to 
be paid by an employee and is recognized as expense over 
the period the employee performs related services. The sum 
o f compensation and cash paid by the employee is  the con
sideration received fo r the stock issued. Compensation cost
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related to  an award of stock may be adjusted fo r a la ter cash 
settlement (section 4062.11(g)).

.04 T y p ic a l P la n s  w i th  F ix e d  a n d  D e te rm in a b le  T e rm s .
The characteristic tha t identifies plans in th is group is tha t 
the terms fix  and provide means fo r determ ining at the date 
of grant or award both the number of shares of stock that 
may be acquired by or awarded to an employee and the cash, 
i f  any, to be paid by the employee. Plans usually presume 
or provide tha t the employee perform current or fu ture 
services. The rig h t to transfer stock received is sometimes 
restricted fo r a specified period.

.05 S to c k  o p t io n  a n d  s to c k  p u rch a se  p la n s —Typical 
terms provide fo r an employer corporation to grant to an 
employee the rig h t to purchase a fixed number of shares 
o f stock of the employer corporation at a stated price dur
ing a specified period.

.06 S to c k  bonus o r  a w a rd  p la n s —Typical terms pro
vide fo r an employer corporation to award to an employee 
a fixed number of shares o f stock o f the employer corpora
tion  w ithout a cash payment (or w ith  a nominal cash pay
ment) by the employee. Often the award is  specified as a 
fixed do lla r amount but is distributable in  stock w ith  the 
number of shares determined by the quoted market price of 
the stock at the date of award, the effective date of award 
(section 4062.11(c)), or the date treasury stock is acquired 
(section 4062.11 (a )).

Compensation Cost Measured a t 
O ther Than Date o f Grant or Award

.07 A c c o u n tin g . Compensation cost is accounted fo r 
the same as fo r plans in  the firs t group w ith  one exception.
The quoted m arket price used in  the measurement is not 
the price at date o f grant or award but the price at the date 
on which both the number o f shares o f stock tha t may be 
acquired by or awarded to an ind iv idua l employee and the 
option or purchase price are known. Tota l compensation 
cost is measured by the difference between tha t quoted 
market price of the stock and the amount, i f  any, to  be paid 
by an employee and is recognized as expense over the period 
the employee performs related services. The sum o f com
pensation and cash paid by the employee is the considera
tion  received fo r the stock issued. Compensation cost re-
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lated to  an award of stock may be adjusted fo r a la te r cash 
settlement (section 4062.11 (g )).

.08 Estimates o f compensation cost are recorded be
fore the measurement date based on the quoted m arket price 
o f the stock a t intervening dates. Recorded compensation 
expense between the date o f grant or award and the meas
urement date may either increase or decrease because 
changes in  quoted market price o f the stock require recom
putations of the estimated compensation cost.

.09 Typical Plans w ith Variable Terms. The charac
te ris tic  tha t identifies plans in  th is  group is tha t the terms 
prevent determ ining at the date o f grant or award either the 
number o f shares o f stock tha t may be acquired by or 
awarded to an employee or the price to  be paid by the em
ployee, or both. The indeterm inate factors usually depend 
on events tha t are not known or determinable at the date 
o f grant or award. Plans usually presume or provide tha t 
the employee perform  current o r fu ture  services. The rig h t 
to transfer stock received is  sometimes restricted fo r a 
specified period.

.10 Stock option and stock purchase plans—Some 
terms provide fo r an employer corporation to grant to an 
employee the rig h t to  purchase shares o f stock o f the em
ployer corporation during a specified period. The number 
o f shares o f stock, the option or purchase price, or both may 
vary depending on various factors during a specified period, 
such as m arket performance o f the stock, equivalents o f 
dividends distributed, or level o f earnings o f the employer 
corporation.

.11 Stock bonus or award plans—Some terms provide 
fo r an employer corporation to  award to an employee the 
rig h t to  receive shares o f stock of the employer corporation 
but the number of shares is  not determinable a t the date o f 
award. Often the award is specified as a fixed do lla r 
amount but is d istributable in  stock w ith  the number of 
shares o f stock determined by the m arket price o f the stock 
a t the date distributed, o r the award may be o f an undesig
nated number of shares o f stock and tha t number is to  be 
determined by variable factors during a specified period.

.12 The terms o f some plans, often called phantom 
stock or shadow stock plans, base the obligations fo r com- 
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pensation on increases in  m arket price o f or dividends dis
tribu ted  on a specified or variable number of shares o f stock 
of the employer corporation but provide fo r settlement o f 
the obligation to the employee in  cash, in  stock o f the em
ployer corporation, or a combination o f cash and stock.

Combination and Elective Plans
.13 Accounting. In  general, compensation is meas

ured fo r the separate parts o f combination or elective plans. 
Compensation expense is the sum o f the parts tha t apply. 
An employer corporation may need to measure compensa
tion  a t various dates as the terms o f separate parts become 
known. For example, i f  an employee is entitled to dividend 
equivalents, compensation cost is the sum of the costs meas
ured at the dates the dividends are credited to the employee 
in  accordance w ith  the terms o f the plan. I f  an employee 
may choose between alternatives, compensation expense is 
accrued fo r the alternative tha t the employee is most like ly  
to elect based on the facts available a t the date of accrual.

.14 Typical Combination and Elective Plans. Some 
plans provide fo r an employer corporation to grant or 
award to an employee rights w ith  more than one set of 
terms. Often an employee may elect the rig h t to be exer
cised. The combination of righ ts may be granted or 
awarded simultaneously or an employee who holds a rig h t 
may subsequently be granted or awarded a second but d if
ferent righ t. The righ ts may run concurrently or fo r d if
ferent periods. An illus tra tion  is : an employee holding an 
option to purchase a fixed number o f shares of stock at a 
fixed price during a specified period is granted an alterna
tive  option to purchase the same number o f shares at a d if
ferent price or during a d ifferent specified period. Instead 
o f a second option, the award may be the rig h t to elect to 
receive cash or shares of stock w ithout paying cash. Often 
the election to acquire or receive stock under either rig h t 
decreases the other righ t. Plans combining rights are often 
called tandem stock or alternate stock plans; the second 
rig h t may be o f the type that is sometimes called a phantom 
stock plan.

 The next page is 8521.  
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AC Section 4063
Accounting for the Cost 
of Pension Plans
[Source: APB Opinion No. 8 .]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1966, unless otherwise 
indicated

INTRODUCTION

.01 Pension plans have developed in  an environment 
characterized by a complex array of social concepts and 
pressures, legal considerations, actuarial techniques, in 
come tax laws and regulations, business philosophies, and 
accounting concepts and practices. Each plan reflects the 
interaction of the environment w ith  the interests of the 
persons concerned w ith  its  design, interpretation and opera
tion. From  these factors have resulted w idely divergent 
practices in  accounting fo r the cost o f pension plans.

.02 An increased significance o f pension cost in  re la 
tion  to  the financial position and results of operations of 
many businesses has been brought about by the substantial 
growth o f private pension plans, both in  numbers of em
ployees covered and in  amounts o f retirem ent benefits. 
The assets accumulated and the fu tu re  benefits to em
ployees under these plans have reached such magnitude 
th a t changes in  actuarial assumptions concerning pension 
fund earnings, employee m o rta lity  and turnover, re tire 
ment age, etc., and the treatment of differences between 
such assumptions and actual experience, can have im portant 
effects on the pension cost recognized fo r accounting pur
poses from  year to year.

.03 In  Accounting Research B u lle tin  No. 47, Account
ing fo r  Costs of Pension Plans, the committee on accounting 
procedure stated its  preferences th a t “ costs based on cur
rent and fu ture  services should be systematically accrued 
during the expected period o f active service o f the covered 
employees’ ’ and th a t “ costs based on past services should 
be charged o ff over some reasonable period, provided the
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allocation is made on a systematic and rational basis and 
does not cause d istortion of the operating results in  any 
one year.”  In  recognition of the divergent views then 
existing, however, the committee also said “ as a minimum, 
the accounts and financial statements should reflect accruals 
which equal the present worth, actuaria lly calculated, of 
pension commitments to employees to the extent tha t pen
sion righ ts have vested in  the employees, reduced, in  the 
case of the balance sheet, by any accumulated trusteed 
funds or annuity contracts purchased.”  The committee 
d id  not explain what was meant by the term  “ vested”  
and d id  not make any recommendations concerning appro
priate actuarial cost methods or recognition of actuarial 
gains and losses.

.04 Despite the issuance of Accounting Research Bul
le tin  No. 47, accounting fo r the cost o f pension plans has 
varied w idely among companies and has sometimes resulted 
in  wide year-to-year fluctuations in  the provisions fo r pen
sion cost of a single company. Generally, companies have 
provided pension cost equivalent to the amounts paid to 
a pension fund or used to purchase annuities. In  many 
cases such payments have included am ortization of past 
service cost (and p rio r service cost arising on amendment 
o f a plan) over periods ranging from  about ten to fo rty  
years; in  other cases the payments have not included 
am ortization but have included an amount equivalent to 
interest (see definition of interest in  section 4063B.27) on 
unfunded p rio r service cost. In  some cases payments from  
year to year have varied w ith  fluctuations in  company 
earnings or w ith  the a va ila b ility  of funds. In  other cases 
payments have been affected by the Federal income tax 
rates in  effect a t a particu la r time. The recognition of 
actuarial gains and losses in  the year of th e ir determina
tion, or in te rm ittently, has also caused year-to-year va ri
ations in  such payments.

.05 Because o f the increasing importance o f pensions 
and the variations in  accounting fo r them, the Accounting 
Principles Board authorized Accounting Research Study 
No. 8, Accounting fo r the Cost of Pension Plans (referred 
to hereinafter as the “ Research S tudy” ). The Research 
Study was published in  May 1965 by the American Institu te
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of Certified Public Accountants and has been w idely dis
tributed. The Board has carefully examined the recom
mendations o f the Research Study and considered many 
comments and articles about it. The Board's conclusions 
agr ee in  most respects w ith , but d iffe r in  some from , those 
in  the Research Study.

.06 The Board has concluded tha t th is section is 
needed to c la rify  the accounting principles and to narrow 
the practices applicable to accounting fo r the cost o f pen
sion plans.

.07 The computation o f pension cost fo r accounting 
purposes requires the use o f actuarial techniques and judg
ment. Generally pension cost should be determined from  a 
study by an actuary, g iving effect to the conclusions set 
fo rth  in  th is section. I t  should be noted tha t the actuarial 
cost methods and the ir application fo r accounting purposes 
may d iffe r from  those used fo r funding purposes. A  dis
cussion o f actuarial valuations, assumptions and cost meth
ods is included in  section 4063A. The term inology used in  
th is section to describe pension cost and actuarial cost 
methods is consistent w ith  that generally used by actuaries 
and others concerned w ith  pension plans. A  Glossary of 
such term inology is included in section 4063B.

PENSION PLANS COVERED BY THIS SECTION
.08 For the purposes of th is section, a pension plan 

is an arrangement whereby a company undertakes to pro
vide its  retired employees w ith  benefits tha t can be deter
mined or estimated in advance from  the provisions o f a 
document or documents or from  the company's practices. 
O rd inarily, such benefits are m onthly pension payments but, 
in  many instances, they include death and d isab ility  pay
ments. However, death and d isab ility  payments under a 
separate arrangement are not considered in  th is section.
The section applies both to w ritten  plans and to plans 
whose existence may be im plied from  a well-defined, a l
though perhaps unwritten, company policy. A  company's 
practice o f paying retirem ent benefits to selected em
ployees in  amounts determined on a case-by-case basis at 
or a fte r retirem ent does not constitute a pension plan under 
th is section. The section applies to  pension cost incurred 
outside th e United States under plans that are reasonably
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sim ilar to  those contemplated by th is  section, when in 
cluded in  financial statements intended to conform w ith  
generally accepted accounting principles in  the United 
States. The section applies to unfunded plans as w ell as 
to insured plans and tru s t fund plans. I t  applies to defined- 
contribution plans as well as to defined-benefit plans. I t  
applies also to deferred compensation contracts w ith  in d i
vidual employees i f  such contracts, taken together, are 
equivalent to a pension plan. I t  does not apply to deferred 
profit-sharing plans except to the extent that such a plan 
is, or is pa rt of, an arrangement that is in  substance a pen
sion plan.

BASIC ACCOUNTING METHOD
Discussion

.09 This section is concerned w ith  the determ ination 
of the amount o f pension cost fo r accounting purposes. In  
considering the discussions and conclusions in  th is  section, 
i t  is im portant to keep in  mind that the annual pension cost 
to be charged to expense (“ the provision fo r pension cost” ) 
is not necessarily the same as the amount to be funded fo r 
the year. The determ ination o f the amount to be funded is 
a financial m atter not w ith in  the purview  o f th is section.

.10 The pension obligations assumed by some com
panies are d ifferent from  those assumed by other com
panies. In  some plans the company assumes direct respon
s ib ility  fo r the payment of benefits described in  the plan.
In  these cases, i f  the pension fund is inadequate to pay the 
benefits to which employees are entitled, the company is 
liable fo r the deficiency. In  contrast, the terms of most 
funded plans lim it the company’s legal obligation fo r the 
payment o f benefits to the amounts in  the pension fund. In  
these cases, i f  the pension fund is inadequate to pay the 
benefits to which employees are otherwise entitled, such 
benefits are reduced in  a manner stated in  the plan and the 
company has no fu rthe r legal obligation.

.11 There is broad agreement that pension cost, in 
cluding related adm inistrative expense, should be accounted 
fo r on the accrual basis. There is not general agreement, 
however, about the nature of pension cost. Some view pen
sions solely as a form  of supplemental benefit to employees 
in  service at a particu lar time. Others see a broader pur
pose in  pensions; they consider pensions to be in  large part
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(a) a means of promoting efficiency by providing fo r the 
systematic retirem ent o f older employees or (b) the fu l
fillm ent of a social obligation expected o f business enter
prises, the cost of which, as a practical m atter, constitutes 
a business expense that must be incurred. Those who hold 
th is second viewpoint associate pension cost, to a large 
extent, w ith  the plan itse lf rather than w ith  specific em
ployees. In  addition, the long-range nature o f pensions 
causes significant uncertainties about the to ta l amount o f 
pension benefits u ltim ately to be paid and the amount of 
cost to be recognized. These differences in  viewpoint con
cerning the nature o f pension cost, the uncertainties regard
ing the amount o f the estimates, and the use o f many 
actuarial approaches, compound the d ifficu lty in  reaching 
agreement on the to ta l amount o f pension cost over a long 
period of years and on the time to recognize any particu la r 
portion applicable to an employee or group o f employees.
I t  is  only natural, therefore, that d ifferent views exist con
cerning the preferable way to recognize pension cost. The 
m ajor views are described in  the fo llow ing fou r paragraphs.

.12 One view is that periodic pension cost should be 
provided on an actuarial basis tha t takes into account a ll 
estimated prospective benefit payments under a plan w ith  
respect to the existing employee group, whether such pay
ments relate to employee service rendered before or a fte r 
the p lan ’s adoption or amendment, and that no portion of 
the provision fo r such payments should be indefin ite ly de
ferred or treated as though, in  fact, i t  d id not exist. Those 
holding th is view believe tha t the recurring omission o f a 
portion o f the provision, because o f the time lag between 
making the provision and the subsequent benefit payments 
under a plan, is a fa ilu re  to give accrual accounting recog
n ition  to the cost applicable to the benefits accrued over the 
service lives o f a ll employees. Among those holding th is 
view there is general agreement that cost re lating to service 
fo llow ing the adoption or amendment o f a plan should be 
recognized ratab ly over the remaining service lives o f em
ployees. There is some difference of opinion, however, 
concerning the period o f tim e to use in  allocating tha t por
tion  o f the cost which the computations under some actu
a ria l methods assign to employee service rendered before a 
p lan ’s adoption or amendment. As to this cost, (a) those
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viewing pensions as re lating solely to the existing employee 
group believe that i t  should be accounted fo r over the re
maining service lives (of those in the employ of the company 
at the time of the p lan ’s adoption or amendment, whereas
(b) some of those holding the broader view of pensions, re
ferred to in  paragraph .11, believe tha t th is cost is associ
ated to a large extent w ith  the plan itse lf and hence that 
the period of providing fo r i t  need not be lim ited to the 
remaining service lives of a particu la r group of employees 
but may be extended somewhat beyond that period. How
ever, th is difference of opinion relates only to the period of 
time over which such cost should be provided.

.13 An opposing view stresses that pension cost is re
lated to the pension benefits to be paid to the continuing 
employee group as a whole. Those holding th is view em
phasize that, in  the application o f accrual accounting, 
charges against income must be based on actual transac
tions and events—past, present or reasonably anticipated.
They stress the long-range nature o f pensions, referred to 
in  paragraph .11, and emphasize the uncertainties con
cerning the to ta l cost of fu ture benefits. They point out 
that, in  the great m a jo rity  o f cases, provision fo r normal 
cost plus an amount equivalent to interest on unfunded 
p rio r service cost w ill be adequate to meet, on a continuing 
basis, a ll benefit payments under a plan. Those holding 
th is  view believe tha t fo llow ing the view expressed in  para
graph .12 can result, over a period o f years, in  charging 
income w ith, and recording a balance-sheet accrual fo r, 
amounts th a t w ill not be paid as benefits. They see no 
reason therefore to urge employers to provide more than 
normal cost plus an amount equivalent to interest on un
funded p rio r service cost in  these circumstances, because 
additional amounts never expected to be paid by a going 
concern are not corporate costs, and thus are not appro
priate charges against income. They acknowledge, how
ever, tha t corporations can and do make payments to 
pension funds fo r past and p rio r service cost, w ith  the 
result tha t reductions w ill be effected in  fu ture  charges fo r 
the equivalent o f interest on unfunded amounts, but they 
consider th is to be solely a m atter o f financial manage
ment rather than a practice dictated by accounting con
siderations.
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.14 In  many pension plans, cost recorded on the basis 
described in  paragraph .13 w ill accumulate an amount 
(whether funded or not) at least equal to  the actuaria lly 
computed value o f vested benefits (see definition of vested 
benefits in  section 4063B.43). However, th is result m ight 
not be achieved in  some cases (fo r example, i f  the average 
age of the employee group is high in  relation to tha t of 
expected fu ture  employee groups, or i f  benefits vest at a 
re la tive ly early age). Some hold the view tha t when peri
odic provisions are based on normal cost plus an amount 
equivalent to interest such periodic provisions should be 
increased i f  they w ill not, w ith in  a reasonable period o f time, 
accumulate an amount (whether funded or not) a t least 
equal to the actuaria lly computed value o f vested benefits. 
Others would require the increases in  provisions only i f  
the company has a legal obligation fo r the payment of 
such benefits.

.15 Another view is that, i f  the company has no re
sponsibility fo r paying benefits beyond the amounts in  the 
pension fund, pension cost is discretionary and should 
be provided fo r a particu la r accounting period only when 
the company has made or has indicated its  intent to make 
a contribution to the pension fund fo r the period. Others 
believe tha t pension cost is discretionary even i f  the com
pany has a d irect responsibility fo r the payment of benefits 
described in  the plan.

Opinion
.16 The Board recognizes that a company may lim it 

its  legal obligation by specifying tha t pensions shall be pay
able only to the extent o f the assets in  the pension fund. 
Experience shows, however, tha t w ith  rare exceptions 
pension plans continue indefin ite ly and tha t term ination 
and other lim ita tions o f the lia b ility  o f the company are 
not invoked while the company continues in  business. 
Consequently, the Board believes that, in  the absence of 
convincing evidence that the company w ill reduce or dis
continue the benefits called fo r in  a pension plan, the cost 
of the plan should be accounted fo r on the assumption tha t 
the company w ill continue to  provide such benefits. This 
assumption implies a long-term undertaking, the cost of 
which should be recognized annually whether or not funded.
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Therefore, accounting fo r pension cost should not be dis
cretionary.

.17 A ll members of the Board believe tha t the entire 
cost of benefit payments u ltim ate ly to be made should be 
charged against income subsequent to the adoption or 
amendment of a plan and that no portion o f such cost should 
be charged d irectly against retained earnings. Differences 
o f opinion exist concerning the measure o f the cost o f such 
ultim ate payments. The Board believes tha t the approach 
stated in  paragraph .12 is preferable fo r measuring the 
cost of benefit payments u ltim ate ly to  be made. However, 
some members of the Board believe tha t the approach 
stated in  paragraph .13, in  some cases w ith  the modifica
tions described in  paragraph .14, is more appropriate 
fo r such measurement. The Board has concluded, in  the 
lig h t o f such differences in  views and of the fact tha t ac
counting fo r pension cost is in  a transitional stage, tha t 
the range o f practices would be significantly narrowed i f  
pension cost were accounted fo r at the present time w ith in  
lim its  based on paragraphs .12, .13 and .14. Accordingly, 
the Board believes tha t the annual provision fo r pension 
cost should be based on an accounting method tha t uses an 
acceptable actuarial cost method (as defined in  paragraphs 
.23 and .24) and results in  a provision between the m in i
mum and maximum stated below. The accounting method 
and the actuarial cost method should be consistently ap
plied from  year to year.

a. Minimum. The annual provision fo r pension 
cost should not be less than the to ta l o f (1) normal cost,
(2) an amount equivalent to interest on any unfunded 
p rio r service cost and (3) i f  indicated in  the fo llow ing 
sentence, a provision fo r vested benefits. A  provision fo r 
vested benefits should be made i f  there is an excess of the 
actuaria lly computed value of vested benefits (see definition 
o f vested benefits in  section 4063 B.43) 1 over the to ta l of 
(1) the pension fund and (2) any balance-sheet pension ac
cruals, less (3) any balance-sheet pension prepayments or 
deferred charges, at the end of the year, and such excess 
is not at least 5 per cent less than the comparable excess

1 The actuarially computed value of vested benefits would ordinarily 
be based on the actuarial valuation used fo r the year even though such 
valuation would usually be as of a date other than the balance sheet date.
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a t the beginning of the year. The provision fo r vested 
benefits should be the lesser o f (A ) the amount, i f  any, 
by which 5 per cent of such excess a t the beginning of the 
year is more than the amount o f the reduction, i f  any, in  
such excess during the year or (B ) the amount necessary 
to  make the aggregate annual provision fo r pension cost 
equal to  the to ta l o f (1) normal cost, (2) an amount equiva
lent to  amortization, on a 40-year basis, of the past service 
cost (unless fu lly  amortized), (3) amounts equivalent to  
amortization, on a 40-year basis, o f the amounts o f any 
increases or decreases in  p rio r service cost arising on amend
ments o f the plan (unless fu lly  amortized) and (4) interest 
equivalents under paragraph .42 or .43 on the difference be
tween provisions and amounts funded.2

b. Maximum. The annual provision fo r pension 
cost should not be greater than the to ta l o f (1) normal cost, 
(2) 10 per cent o f the past service cost (u n til fu lly  amor
tized), (3) 10 per cent o f the amounts o f any increases or 
decreases in  p rio r service cost arising on amendments o f 
the plan (u n til fu lly  amortized) and (4) interest equivalents 
under paragraph .42 or .43 on the difference between p rovi
sions and amounts funded. The 10 per cent lim ita tio n  is 
considered necessary to  prevent unreasonably large charges 
against income during a short period o f years.

.18 The difference between the amount which has been 
charged against income and the amount which has been 
paid should be shown in  the balance sheet as accrued or pre
paid pension cost. I f  the company has a legal obligation fo r 
pension cost in  excess of amounts paid or accrued, the ex
cess should be shown in  the balance sheet as both a lia b ility  
and a deferred charge. Except to the extent indicated in  
the preceding sentences o f th is  paragraph, unfunded p rio r 
service cost is not a lia b ility  which should be shown in  the 
balance sheet.

ACTUARIAL COST METHODS
Discussion

.19 A  number o f actuarial cost methods have been de
veloped to  determine pension cost. These methods are de
signed p rim a rily  as funding techniques, but many o f them

2 For purposes o f this sentence, amortization should be computed as a 
level annual amount, including the equivalent o f interest.
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are also useful in  determ ining pension cost fo r accounting 
purposes. Pension cost can vary significantly, depending 
on the actuarial cost method selected; furtherm ore, there 
are many variations in  the application of the methods, 
in  the necessary actuarial assumptions concerning em
ployee turnover, m orta lity, compensation levels, pension 
fund earnings, etc., and in  the treatment of actuarial gains 
and losses.

.20 The principal actuarial cost methods currently 
in  use are described in  section 4063A. These methods in 
clude an accrued benefit cost method and several projected 
benefit cost methods.

a. Under the accrued benefit cost method (u n it 
credit method), the amount assigned to the current year 
usually represents the present value of the increase in  
present employees’ retirem ent benefits resulting from  that 
year’s service. For an ind ividua l employee, th is method re
sults in  an increasing cost from  year to year because both 
the present value of the annual increment in  benefits and 
the probab ility  of reaching retirem ent increase as the period 
to retirem ent shortens; also, in  some plans, the retirem ent 
benefits are related to salary levels, which usually increase 
during the years. However, the aggregate cost fo r a to ta l 
work force o f constant size tends to increase only i f  the 
average age or average compensation of the entire work 
force increases.

b. Under the projected benefit cost methods (entry 
age normal, ind ividua l level premium, aggregate and at
tained age normal methods), the amount assigned to the 
current year usually represents the level amount (or an 
amount based on a computed level percentage of compensa
tion) tha t w ill provide fo r the estimated projected re tire 
ment benefits over the service lives o f either the ind ividual 
employees or the employee group, depending on the method 
selected. Cost computed under the projected benefit cost 
methods tends to be stable or to decline year by year, de
pending on the method selected. Cost computed under 
the entry age normal method is usually more stable than 
cost computed under any other method.

.21 Some actuarial cost methods (ind iv idua l level 
premium and aggregate methods) assign to subsequent

AC § 4063.20 ©  1974, American In s titu te  o f Certified P ublic Accountants, Inc.



Accounting fo r the Cost of Pension Plans 8531

years the cost arising at the adoption or amendment of a 
plan. Other methods (u n it credit, entry age normal and 
attained age normal methods) assign a portion of the cost 
to  years p rio r to  the adoption or amendment of a plan, and 
assign the remainder to subsequent years. The portion 
of cost assigned to each subsequent year is called normal 
cost. A t the adoption o f a plan, the portion of cost assigned 
to p rio r years is called past service cost. A t any la te r valu
ation date, the portion of cost assigned to p rio r years 
(which includes any remaining past service cost) is  called 
p rio r service cost. The amount assigned as past or p rio r 
service cost and the amount assigned as normal cost vary 
depending on the actuarial cost method. The actuarial 
assignment o f cost between past or p rio r service cost and 
normal cost is not indicative of the periods in  which such 
cost should be recognized fo r accounting purposes.

.22 In  some cases, past service cost (and p rio r serv
ice cost arising on amendment of a plan) is funded in  to ta l; 
in  others i t  is funded in  pa rt; in  s till others i t  is not funded 
a t a ll. In  practice, the funding o f such cost is influenced 
by the Federal income tax laws and related regulations, 
which generally lim it the annual deduction fo r such cost 
to  10 per cent of the in itia l amount. There is no tax re
quirement tha t such cost be funded, but there are require
ments tha t effectively p roh ib it the unfunded cost from  
exceeding the to ta l of past service cost and p rio r service 
cost arising on amendment of the plan. The practical 
effect of the tax requirements is that on a cumulative basis 
normal cost plus an amount equivalent to the interest on 
any unfunded p rio r service cost must be funded. Funding 
of additional amounts is therefore discretionary fo r income 
tax purposes. However, neither funding nor the income tax 
laws and related regulations are contro lling fo r accounting 
purposes.

Opinion
.23 To be acceptable fo r determ ining cost fo r account

ing purposes, an actuarial cost method should be rational 
and systematic and should be consistently applied so tha t i t  
results in  a reasonable measure of pension cost from  year 
to year. Therefore, in  applying an actuarial cost method 
that separately assigns a portion o f cost as past or p rio r

AC § 4063.23A IC P A  Professional Standards



8532 R evenue and E xpense

service cost, any amortization o f such portion should be 
based on a rational and systematic plan and generally 
should result in  reasonably stable annual amounts. The 
equivalent of interest on the unfunded portion may be 
stated separately or i t  may be included in  the am ortization; 
however, the to ta l amount charged against income in  any 
one year should not exceed the maximum amount described 
in  paragraph .17.

.24 Each of the actuarial cost methods described in  
section 4063A, except term inal funding, is considered ac
ceptable when the actuarial assumptions are reasonable 
and when the method is applied in  conform ity w ith  the 
other conclusions of this Opinion. The term inal funding 
method is not acceptable because i t  does not recognize pen
sion cost p rio r to retirement of employees. For the same 
reason, the pay-as-you-go method (which is not an actuarial 
cost method) is not acceptable. The acceptability of meth
ods not discussed herein should be determined from  the 
guidelines in  this and the preceding paragraph.

ACTUARIAL GAINS AND LOSSES
Discussion

.25 A ctuaria l assumptions necessarily are based on 
estimates of fu ture events. Actual events seldom coincide 
w ith  events estimated; also, as conditions change, the as
sumptions concerning the fu ture may become invalid. A d
justments may be needed annually therefore to reflect 
actual experience, and from  time to time to revise the actu
a ria l assumptions to be used in  the future. These adjust
ments constitute actuarial gains and losses. They may be 
regularly recurring (fo r example, m inor deviations between 
experience and actuarial assumptions) or they may be un
usual or recurring at irregu la r intervals (fo r example, 
substantial investment gains or losses, changes in  the ac
tua ria l assumptions, plant closings, etc.).

.26 In  dealing w ith  actuarial gains and losses, the 
prim ary question concerns the tim ing of the ir recognition 
in  providing fo r pension cost. In  practice, three methods 
are in  use; immediate-recognition, spreading and averag
ing. Under the immediate-recognition method (not ord i
n a rily  used a t present fo r net losses), net gains are applied 
to reduce pension cost in  the year of occurrence or the
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fo llow ing year. Under the spreading method, net gains or 
losses are applied to current and future cost, either through 
the normal cost or through the past service cost (or p rio r 
service cost on amendment). Under the averaging method, 
an average of annual net gains and losses, developed from  
those that occurred in  the past w ith  consideration of those 
expected to occur in  the future, is applied to the normal cost.

.27 The use of the immediate-recognition method 
sometimes results in  substantial reductions in, or the com
plete elim ination of, pension cost fo r one or more years.
F or Federal income tax purposes, when the un it credit 
actuarial cost method is used, and in  certain other instances, 
actuarial gains reduce the maximum pension-cost deduction 
fo r the year of occurrence or the follow ing year.

.28 Unrealized appreciation and depreciation in  the 
value of investments in  a pension fund are forms o f actu
a ria l gains and losses. Despite short-term market fluctua
tions, the overall rise in  the value of equity investments in  
recent years has resulted in  the investments of pension 
funds generally showing net appreciation. Although ap
preciation is not generally recognized at present in  pro
vid ing fo r pension cost, i t  is sometimes recognized through 
the interest assumption or by introducing an assumed an
nual rate of appreciation as a separate actuarial assump
tion. In  other cases, appreciation is combined w ith  other 
actuarial gains and losses and applied on the immediate- 
recognition, spreading or averaging method.

.29 The amount of any unrealized appreciation to be 
recognized should also be considered. Some actuarial valu
ations recognize the fu ll market value. Others recognize 
only a portion (such as 75 per cent) o f the market value or 
use a moving average (such as a five-year average) to 
minimize the effects of short-term  market fluctuations. 
Another method used to minim ize such fluctuations is to 
recognize appreciation annually based on an expected long- 
range growth rate (such as 3 per cent) applied to the cost 
(adjusted fo r appreciation previously so recognized) of 
common stocks ; when th is method is used, the to ta l of cost 
and recognized appreciation usually is not perm itted to 
exceed a specified percentage (such as 75 per cent) of the 
market value. Unrealized depreciation is recognized in
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fu ll or on a basis s im ila r to tha t used fo r unrealized 
appreciation.
Opinion

.30 The Board believes that actuaria l gains and losses, 
including realized investment gains and losses, should be 
given effect in  the provision fo r pension cost in  a consistent 
manner tha t reflects the long-range nature o f pension cost. 
Accordingly, except as otherwise indicated in  paragraphs 
.31 and .33, actuarial gains and losses should be spread 
over the current year and fu tu re  years or recognized on 
the basis of an average as described in  paragraph .26. I f  
th is is not accomplished through the routine application o f 
the method (fo r example, the u n it credit method—see 
paragraph .27), the spreading or averaging should be ac
complished by separate adjustments o f the normal cost re
sulting from  the routine application o f the method. Where 
spreading is accomplished by separate adjustments, the 
Board considers a period o f from  10 to 20 years to  be rea
sonable. A lte rnative ly, an effect s im ila r to spreading or 
averaging may be obtained by applying net actuarial gains 
as a reduction o f p rio r service cost in  a manner tha t re
duces the annual amount equivalent to interest on, o r the 
annual amount o f am ortization of, such p rio r service cost, 
and does not reduce the period o f am ortization.

.31 A ctuaria l gains and losses should be recognized 
immediately i f  they arise from  a single occurrence not d i
rectly related to the operation o f the pension plan and not 
in  the ord inary course o f the employer’s business. An ex
ample o f such occurrences is a plant closing, in  which case 
the actuarial gain or loss should be treated as an adjust
ment of the net gain or loss from  tha t occurrence and not 
as an adjustment of pension cost fo r the year. Another 
example o f such occurrences is a merger or acquisition ac
counted fo r as a purchase, in  which case the actuarial gain 
or loss should be treated as an adjustment o f the purchase 
price.3 However, i f  the transaction is  accounted fo r as a 
pooling of interests, the actuaria l gain or loss should gen
era lly be treated as described in  paragraph .30.

.32 The Board believes unrealized appreciation and 
depreciation should be recognized in  the determ ination o f 
the provision fo r pension cost on a ra tional and systematic

3 See section 1091.88h.
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basis that avoids giving undue weight to short-term  market 
fluctuations (as by using a method sim ilar to those referred 
to  in  paragraph .29). Such recognition should be given 
either in  the actuarial assumptions or as described in  para
graph .30 fo r other actuarial gains and losses. O rd inarily 
appreciation and depreciation need not be recognized fo r 
debt securities expected to be held to m atu rity  and re
deemed at face value.

.33 Under variable annuity and sim ilar plans the 
retirem ent benefits vary w ith  changes in  the value of a 
specified portfo lio  o f equity investments. In  these cases, 
investment gains or losses, whether realized or unrealized, 
should be recognized in  computing pension cost only to the 
extent tha t they w ill not be applied in  determ ining re tire 
ment benefits.

EMPLOYEES INCLUDED IN COST CALCULATIONS 
Discussion

.34 Under some plans employees become eligible fo r 
coverage when they are employed; other plans have re
quirements o f age or length o f service or both. Some plans 
state only the conditions an employee must meet to receive 
benefits but do not otherwise deal w ith  coverage. O rdi
n a rily  actuarial valuations exclude employees like ly  to 
leave the company w ith in  a short time a fte r employment.
This simplifies the actuarial calculations. Accordingly, ac
tua ria l calculations o rd ina rily  exclude employees on the 
basis of e lig ib ility  requirements and, in  some cases, exclude 
covered employees during the early years of service.

.35 I f  provisions are not made fo r employees from  
the date o f employment, pension cost may be understated.
On the other hand, the effect o f including a ll employees 
would be p a rtia lly  offset by an increase in  the turnover 
assumption; therefore, the inclusion o f employees during 
early years o f service may expand the volume of the calcu
lations w ithout significantly changing the provisions fo r 
pension cost.

Opinion
.36 The Board believes tha t a ll employees who may 

reasonably be expected to receive benefits under a pension 
plan should be included in  the cost calculations, g iving ap
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propriate recognition to anticipated turnover. As a p racti
cal m atter, however, when the effect of exclusion is not 
m aterial i t  is appropriate to om it certain employees from  
the calculations.

COMPANIES WITH MORE THAN ONE PLAN
Opinion

.37 A  company that has more than one pension plan 
need not use the same actuarial cost method fo r each one; 
however, the accounting fo r each plan should conform to 
th is Opinion. I f  a company has two or more plans covering 
substantial portions of the same employee classes and i f  
the assets in  any of the plans u ltim ate ly can be used in  
paying present or fu ture  benefits of another plan or plans, 
such plans may be treated as one plan fo r purposes o f de
term ining pension cost.

DEFINED-CONTRIBUTION PLANS
Opinion

.38 Some defined-contribution plans state that con
tribu tions w ill be made in  accordance w ith  a specified fo r
mula and that benefit payments w ill be based on the amounts 
accumulated from  such contributions. F or such a plan the 
contribution applicable to a particu la r year should be the 
pension cost fo r that year.

.39 Some defined-contribution plans have defined bene
fits. In  these circumstances, the plan requires careful analy
sis. When the substance of the plan is to provide the defined 
benefits, the annual pension cost should be determined in  
accordance w ith  the conclusions of th is Opinion applicable 
to defined-benefit plans.

INSURED PLANS
Opinion

.40 Insured plans are forms of funding arrangements 
and th e ir use should not affect the accounting principles 
applicable to the determ ination of pension cost. Cost under 
ind iv idua l policy plans is o rd ina rily  determined by the in 
d ividual level premium method, and cost under group de
ferred annuity contracts is  o rd ina rily  determined by the 
u n it credit method. Cost under deposit adm inistration con
tracts, which operate s im ila rly  to trust-fund plans, may be
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determined on any o f several methods. Some elements of 
pension cost, such as the application of actuarial gains 
(dividends, term ination credits, etc.), may at times cause 
differences between the amounts being paid to the insurance 
company and the cost being recognized fo r accounting pur
poses. The Board believes tha t pension cost under insured 
plans should be determined in  conform ity w ith  the conclu
sions of th is  section.

.41 Ind iv idua l annuity or life  insurance policies and 
group deferred annuity contracts are often used fo r plans 
covering small employee groups. Employers using one of 
these forms of funding exclusively do not o rd inarily  have 
ready access to actuarial advice in  determ ining pension 
cost. Three factors to be considered in  deciding whether the 
amount of net premiums paid is the appropriate charge to 
expense are dividends, term ination credits and pension cost 
fo r employees not yet covered under the plan. Usually, the 
procedures adopted by insurance companies in  a rriv in g  at 
the amount of dividends meet the requirements of para
graph .30; consequently, in  the absence of wide year-to-year 
fluctuations such dividends should be recognized in  the 
year credited. Term ination credits should be spread or 
averaged in  accordance w ith  paragraph .30. Unless the 
period from  date of employment to date o f coverage under 
the plan is so long as to have a m aterial effect on pension 
cost, no provision need be made fo r employees expected to 
become covered under the plan. I f  such a provision is made, 
i t  need not necessarily be based on the application o f an 
actuarial cost method.

EFFECT OF FUNDING
Opinion

.42 This section is w ritten  p rim a rily  in  terms o f pen
sion plans that are funded. The accounting described ap
plies also to plans tha t are unfunded. In  unfunded plans, 
pension cost should be determined under an acceptable ac
tu a ria l cost method in  the same manner as fo r funded plans; 
however, because there is no fund to earn the assumed rate 
o f interest, the pension-cost provision fo r the current year 
should be increased by an amount equivalent to the interest 
tha t would have been earned in  the current year i f  the 
prior-year provisions had been funded.
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.43 For funded plans, the amount of the pension cost 
determined under this section may vary from the amount 
funded. When this occurs, the pension-cost provision fo r 
the year should be increased by an amount equivalent to 
interest on the prior-year provisions not funded or be de
creased by an amount equivalent to interest on prior-year 
funding in  excess of provisions.

.44 A  pension plan may become overfunded (that is, 
have fund assets in excess of all p rio r service cost assigned 
under the actuarial method in  use fo r accounting purposes) 
as a result of contributions or as a result of actuarial gains. 
In  determining provisions fo r pension cost, the effects of 
such overfunding are appropriately recognized in  the cur
rent and future years through the operation of paragraph 
.30 or .43. As to a plan that is overfunded on the effective 
date of this section see paragraph .48.

INCOME TAXES
Opinion

.45 When pension cost is recognized fo r tax pur
poses in  a period other than the one in  which recognized 
fo r financial reporting, appropriate consideration should 
be given to allocation of income taxes among accounting 
periods. (See section 4091.)

DISCLOSURE
Opinion

.46 The Board believes that pension plans are of suffi
cient importance to an understanding of financial posi
tion and results of operations that the following disclosures 
should be made in  financial statements or their notes:

1. A  statement that such plans exist, identifying 
or describing the employee groups covered.

2. A  statement of the company’s accounting and 
funding policies.

3. The provision fo r pension cost fo r the period.
4. The excess, i f  any, of the actuarially computed 

value of vested benefits over the total of the 
pension fund and any balance-sheet pension 
accruals, less any pension prepayments or de
ferred charges.
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5. Nature and effect of significant matters affect
ing comparability fo r a ll periods presented, 
such as changes in  accounting methods (ac
tuaria l cost method, amortization of past and 
p rio r service cost, treatment of actuarial gains 
and losses, etc.), changes in  circumstances 
(actuarial assumptions, etc.), or adoption or 
amendment of a plan.

An example of what the Board considers to be appropriate 
disclosure is as follows:

The company and its  subsidiaries have several 
pension plans covering substantially all of the ir 
employees, including certain employees in foreign 
countries. The total pension expense fo r the year
was $------ -------------------------, which includes, as to
certain of the plans, amortization of p rio r service 
cost over periods ranging from  25 to 40 years. The 
company’s policy is to fund pension cost accrued.
The actuarially computed value of vested benefits
fo r a ll plans as of December 31, 19____, exceeded
the total of the pension fund and balance-sheet 
accruals less pension prepayments and deferred
charges by approximately $__ ______________ _ A
change during the year in  the actuarial cost method 
used in computing pension cost had the effect of 
reducing net income for the year by approximately

CHANGES IN ACCOUNTING METHOD
Opinion

.47 On occasion a company may change its method of 
accounting fo r pension cost from  one acceptable method 
under this section to another. Such a change m ight be a 
change in the actuarial cost method, in the amortization of 
past and prio r service cost, in  the treatment of actuarial 
gains and losses, or in  other factors. When such a change 
is made subsequent to the effective date of this section, 
a question arises about the accounting fo r the difference be
tween the cost actually provided under the old method and 
the cost that would have been provided under the new 
method. The Board believes that pension cost provided 
under an acceptable method of accounting in  p rio r periods 
should not be changed subsequently. Therefore, the effect 
on prior-year cost of a change in  accounting method should 
be applied prospectively to the cost of the current year and
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future years, in  a manner consistent w ith  the conclusions 
of th is section, and not retroactively as an adjustment 
o f retained earnings or otherwise. The change and its effect 
should be disclosed as indicated in  paragraph .46.

TRANSITION TO RECOMMENDED PRACTICES
Opinion

.48 For purposes of th is section, any unamortized 
p rio r service cost (computed under the actuarial cost 
method to be used fo r accounting purposes in  the future) 
on the effective date of th is section may be treated as 
though i t  arose from an amendment of the plan on that date 
rather than on the actual dates of adoption or amendment 
of the plan. I f  the pension plan is overfunded (see para
graph .44) on the effective date of th is section, the amount 
by which i t  is overfunded (computed under the actuarial 
cost method to be used fo r accounting purposes in  the 
future) should be treated as an actuarial gain realized on 
that date and should be accounted fo r as described in para
graph .30.

.49 The effect of any changes in  accounting methods 
made as a result of the issuance of th is section should be 
applied prospectively to the cost o f the current year and 
future years in  a manner consistent w ith  the conclusions 
of th is section, and not retroactively by an adjustment of 
retained earnings or otherwise. The change and its  effect 
should be disclosed as indicated in  paragraph .46.

  T he  n e x t page is  8551.    
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AC Section 4063A
Accounting for the Cost 
of Pension Plans—
Appendix A

ACTUARIAL VALUATIONS, ASSUMPTIONS AND 
COST METHODS 

ACTUARIAL VALUATIONS
.01 An actuarial valuation of a pension plan is the 

process used by actuaries fo r determining the amounts an 
employer is to contribute (pay, fund) under a pension plan 
(except where an insured arrangement calls fo r payment 
of specified premiums). A  valuation is made as of a specific 
date, which need not coincide w ith  the end of the period fo r 
which a payment based on the valuation w ill be made. In 
deed, i t  is uncommon fo r such a coincidence of dates to 
exist. Among other factors, a time lag is necessary in  order 
to compile the data and to permit the actuary to make the 
necessary calculations. Although annual valuations are, 
perhaps, the rule, some employers have valuations made at 
less frequent intervals, in some cases as infrequently as 
every five years. The calculations are made fo r a closed 
group — ordinarily, employees presently covered by the 
plan, former employees having vested rights and retired 
employees currently receiving benefits.

.02 An in itia l step in  making a valuation is to deter
mine the present value on the valuation date of benefits to 
be paid over varying periods of time in the future to em
ployees after retirement (plus any other benefits under the 
plan). An actuarial cost method (see description in a later 
section of this Appendix) is then applied to this present 
value to determine the contributions to be made by the 
employer.

.03 The resulting determinations are estimates, since 
in  making a valuation a number of significant uncertainties 
concerning future events must be resolved by making sev
eral actuarial assumptions.

N o t e : For further discussion see Appendix C of Accounting Research 
Study No. 8, Accounting fo r the Cost o f Pension Plans by Ernest L. Hicks, 
CPA, published by the American Institute of Certified Public Accountants 
in 1965.
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ACTUARIAL ASSUMPTIONS
.04 The uncertainties in  estimating the cost of a pen

sion plan relate to (1) interest (return on funds invested),
(2) expenses of administration and (3) the amounts and 
tim ing of benefits to be paid w ith  respect to presently re
tired employees, former employees whose benefits have 
vested and present employees.

Interest (Return on Funds Invested)
.05 The rate of interest used in  an actuarial valuation 

is an expression of the average rate of earnings that can be 
expected on the funds invested or to be invested to provide 
fo r the future benefits. Since in  most instances the invest
ments include equity securities as well as debt securities, 
the earnings include dividends as well as interest; gains 
and losses on investments are also a factor. For simplicity, 
however, the rate is ordinarily called the interest rate.

Expenses o f Administration
.06 In  many instances the expenses of administering 

a pension plan—for example, fees of attorneys, actuaries 
and trustees, and the cost of keeping pension records—are 
borne directly by the employer. In  other cases, such ex
penses, or some of them, are paid by a trust or insurance 
company from funds contributed by the employer. In  the 
la tte r cases, expenses to be incurred in  the future must be 
estimated in computing the employer’s pension cost.

Benefits
.07 Several assumptions must be made as to the 

amounts and tim ing of the future benefits whose present 
value is used in  expressing the cost of a pension plan. The 
principal assumptions are as follows:

a. Future compensation levels. Benefits under 
some pension plans depend in  part on future compensation 
levels. Under plans of this type, an estimate is ordinarily 
made of normal increases expected from  the progression of 
employees through the various earnings-rate categories, 
based on the employer’s experience. General earn ings-level 
increases, such as those which may result from inflation, 
are usually excluded from this actuarial assumption.
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b. C o s t-o f- l iv in g . To protect the purchasing 
power of retirement benefits, some plans provide that the 
benefits otherwise determined w ill be adjusted from time 
to time to reflect variations in  a specific index, such as the 
Consumer Price Index of the United States Bureau of 
Labor Statistics. In  estimating the cost of such a plan, 
expected future changes in the cost-of-living index may 
be included in the actuarial assumptions.

c. M o r ta l i t y .  The length of time an employee cov
ered by a pension plan w ill live is an important factor in  
estimating the cost of the benefit payments he w ill receive.
I f  an employee dies before he becomes eligible fo r pension 
benefits, he receives no payments, although in some plans 
his beneficiaries receive lump-sum or periodic benefits. The 
total amount of pension benefits fo r employees who reach 
retirement is determined in large part by how long they 
live thereafter. Estimates regarding m orta lity are based 
on m orta lity tables.

d. R e tire m e n t age. Most plans provide a normal 
retirement age, but many plans permit employees to work 
thereafter under certain conditions. Some plans provide 
fo r retirement in  advance of the normal age in  case of 
disability, and most plans perm it early retirement at the 
employee’s option under certain conditions. When there 
are such provisions, an estimate is made of their effect on 
the amount and tim ing of the benefits which w ill ultim ately 
be paid.

e. T u rn o v e r . In  many plans, some employees who 
leave employment w ith  the employer before completing 
vesting requirements fo rfe it their rights to receive benefits.
In  estimating the amount of future benefits, an allowance 
fo r the effect of turnover may be made.

f. V e s tin g . Many plans provide that after a stated 
number of years of service an employee becomes entitled 
to receive benefits (commencing at his normal retirement 
age and usually varying in  amount w ith  his number of 
years of service) even though he leaves the company fo r 
a reason other than retirement. This is taken into consid
eration in  estimating the effect of turnover.

g. S o c ia l s e c u r ity  be n e fits . For plans providing 
fo r a reduction of pensions by all or part of social security
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benefits, i t  is necessary in  estimating future pension benefits 
to estimate the effect of future social security benefits. 
Ordinarily, this estimate is based on the assumption that 
such benefits w ill remain at the level in  effect at the time 
the valuation is being made.

Actuarial Gains and Losses
.08 The likelihood that actual events w ill coincide w ith 

each of the assumptions used is so remote as to constitute 
an impossibility. As a result, the actuarial assumptions 
used may be changed from  time to time as experience and 
judgment dictate. In  addition, whether or not the assump
tions as to events in  the future are changed, i t  is often 
necessary to recognize in the calculations the effect of d if
ferences between actual p rio r experience and the assump
tions used in  the past.

ACTUARIAL COST METHODS
.09 Actuarial cost methods have been developed by 

actuaries as funding techniques to be used in  actuarial 
valuations. As indicated in  paragraph .19 of section 
4063, many of the actuarial cost methods are also useful 
fo r accounting purposes. The following discussion of the 
principal methods describes them as funding techniques 
(to sim plify the discussion, references to p rio r service cost 
arising on amendment of a plan have been omitted; such 
cost would ordinarily be treated in  a manner consistent 
w ith  that described fo r past service cost). Their applica
tion fo r accounting purposes is described in  section 4063.

Accrued Benefit Cost Method Un it Credit Method
.10 Under the un it credit method, future service bene

fits (pension benefits based on service after the inception 
of a plan) are funded as they accrue—that is, as each em
ployee works out the service period involved. Thus, the 
normal cost under this method fo r a particular year is the 
present value of the units of future benefit credited to em
ployees fo r service in that year (hence unit credit). For 
example, i f  a plan provides benefits of $5 per month fo r 
each year of credited service, the normal cost fo r a par
ticu lar employee fo r a particular year is the present value 
(adjusted fo r m orta lity and usually fo r  turnover) of an

AC § 4063A.08 ©  1974, American In s titu te  o f Certified Public Accountants, Inc.



Accounting fo r the Cost o f Pension Plans—Appendix A 8555

annuity of $5 per month beginning at the employee’s antic
ipated retirement date and continuing throughout his life.

.11 The past service cost under the un it credit method 
is the present value at the plan’s inception date of the units 
of future benefit credited to  employees fo r service p rio r to 
the inception date.

.12 The annual contribution under the un it credit 
method ord inarily comprises (1) the normal cost and (2) 
an amount fo r past service cost. The la tte r may comprise 
only an amount equivalent to  interest on the unfunded 
balance or may also include an amount intended to reduce 
the unfunded balance.

.13 As to an individual employee, the annual normal 
cost fo r an equal un it of benefit each year increases because 
the period to the employee’s retirement continually shortens 
and the probability of reaching retirement increases; also, 
in  some plans, the retirement benefits are related to salary 
levels, which usually increase during the years. As to 
the employees collectively, however, the step-up effect is 
masked, since older employees generating the highest an
nual cost are continually replaced by new employees gen
erating the lowest. For a mature employee group, the 
normal cost would tend to be the same each year.

.14 The un it credit method is almost always used 
when the funding instrument is a group annuity contract 
and may also be used in  trusteed plans and deposit ad
m inistration contracts where the benefit is a stated amount 
per year of service. This method is not frequently used 
where the benefit is a fixed amount (fo r example, $100 per 
month) or where the current year’s benefit is based on earn
ings of a future period.

Projected Benefit Cost Methods
.15 As explained above, the accrued benefit cost 

method (un it credit method) recognizes the cost of benefits 
only when they have accrued (in  the lim ited sense that the 
employee service on which benefits are based has been ren
dered). By contrast, the projected benefit cost methods look 
forward. That is, they assign the entire cost of an em
ployee’s projected benefits to past, present and future pe
riods. This is done in  a manner not directly related to the
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periods during which the service on which the benefits are 
based has been or w ill be rendered. The principal pro
jected benefit cost methods are discussed below.

.16 E n try  age normal method. Under the entry age 
normal method, the normal costs are computed on the as
sumption (1) that every employee entered the plan (thus, 
entry age) at the time of employment or at the earliest 
time he would have been eligible i f  the plan had been in 
existence and (2) that contributions have been made on this 
basis from  the entry age to the date of the actuarial valua
tion. The contributions are the level annual amounts which, 
i f  accumulated at the rate of interest used in  the actuarial 
valuation, would result in a fund equal to the present value 
of the pensions at retirement fo r the employees who sur
vive to that time.

.17 Normal cost under this method is the level amount 
to be contributed fo r each year. When a plan is established 
after the company has been in existence fo r some time, past 
service cost under this method at the p lan’s inception date 
is theoretically the amount of the fund that would have been 
accumulated had annual contributions equal to the normal 
cost been made in p rio r years.

.18 In  theory, the entry age normal method is applied 
on an individual basis. I t  may be applied, however, on an 
aggregate basis, in  which case separate amounts are not 
determined fo r individual employees. Further variations 
in practice often encountered are (1) the use of an average 
entry age, (2) the use, particularly when benefits are based 
on employees’ earnings, of a level percentage of payroll in  
determining annual payments and (3) the computation of 
past service cost as the difference between the present value 
of employees’ projected benefits and the present value of 
the employer’s projected normal cost contributions. In  
some plans, the normal cost contribution rate may be based 
on a stated amount per employee. In  other plans the normal 
cost contribution itse lf may be stated as a flat amount.

.19 In  valuations fo r years other than the in itia l year 
the past service cost may be frozen (that is, the unfunded 
amount of such cost is changed only to recognize payments 
and the effect of interest). Accordingly, actuarial gains and 
losses are spread into the future, entering into the normal
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cost fo r future years. I f  past service cost is not frozen, the 
unfunded amount includes the effects of actuarial gains and 
losses realized p rio r to the date of the valuation being made.

.20 The annual contribution under the entry age nor
mal method ord inarily comprises (1) the normal cost and 
(2) an amount fo r past service cost. The latter may com
prise only an amount equivalent to interest on the unfunded 
balance or may also include an amount intended to reduce 
the unfunded balance.

.21 The entry age normal method is often used w ith 
trusteed plans and deposit administration contracts.

.22 Individual level premium method. The individual 
level premium method assigns the cost of each employee’s 
pension in level annual amounts, or as a level percentage 
of the employee’s compensation, over the period from  the 
inception date of a plan (or the date of his entry into the 
plan, i f  later) to his retirement date. Thus, past service 
cost is not determined separately but is included in  nor
mal cost.

.23 The most common use of the individual level 
premium method is w ith  funding by individual insurance 
or annuity policies. I t  may be used, however, w ith trusteed 
plans and deposit administration contracts.

.24 In  plans using individual annuity policies, the 
employer is protected against actuarial losses, since pre
miums paid are not ord inarily  subject to retroactive in 
creases. The insurance company may, however, pass part 
of any actuarial gains along to the employer by means 
of dividends. Employee turnover may be another source 
of actuarial gains under such insured plans, since all 
or part of the cash surrender values of policies previously 
purchased fo r employees leaving the employer fo r reasons 
other than retirement may revert to the company (or 
to the trust). Dividends and cash surrender values are 
ord inarily used to reduce the premiums payable fo r the 
next period.

.25 The individual level premium method generates 
annual costs which are in itia lly  very high and which u lt i
mately drop to the level of the normal cost determined 
under the entry age normal method. The high in itia l costs
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arise because the past service cost (although not separately 
identified) fo r employees near retirement when the plan 
is adopted is in effect amortized over a very short period.

.26 Aggregate method. The aggregate method ap
plies on a collective basis the principle followed fo r ind i
viduals in the individual level premium method. That is, 
the entire unfunded cost of future pension benefits (in 
cluding benefits to be paid to employees who have retired 
as of the date of the valuation) is spread over the average 
future service lives of employees who are active as of 
the date of the valuation. In  most cases this is done by 
the use of a percentage of payroll.

.27 The aggregate method does not deal separately 
w ith past service cost (but includes such cost in normal 
cost). Actuarial gains and losses enter into the deter
mination of the contribution rate and, consequently, are 
spread over future periods.

.28 Annual contributions under the aggregate method 
decrease, but the rate of decrease is less extreme than 
under the individual level premium method. The aggregate 
cost method amortizes past service cost (not separately 
identified) over the average future service lives of em
ployees, thus avoiding the very short individual amortiza
tion periods of the individual level premium method.

.29 The aggregate method may be modified by in tro 
ducing past service cost. I f  the past service cost is de
termined by the entry age normal method, the modified 
aggregate method is the same as the entry age normal 
method applied on the aggregate basis. I f  the past serv
ice cost is determined by the un it credit method, the modi
fied aggregate method is called the attained age normal 
method (discussed below).

.30 The aggregate method is used principally w ith  
trusteed plans and deposit administration contracts.

.31 Attained age normal method. The attained age 
normal method is a variant of the aggregate method or 
individual level premium method in  which past service 
cost, determined under the un it credit method, is recog
nized separately. The cost of each employee’s benefits 
assigned to years after the inception of the plan is spread
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over the employee’s future service life. Normal cost con
tributions under the attained age normal method, usually 
determined as a percentage of payroll, tend to decline 
but less markedly than under the aggregate method or 
the individual level premium method.

.32 As w ith  the un it credit and entry age normal 
methods, the annual contribution fo r past service cost 
may comprise only an amount equivalent to interest on 
the unfunded balance or may also include an amount in 
tended to reduce the unfunded balance.

.33 The attained age normal method is used w ith 
trusteed plans and deposit administration contracts.

Terminal Funding
.34 Under terminal funding, funding fo r future bene

fit payments is made only at the end of an employee’s 
period of active service. A t that time the employer either 
purchases a single-premium annuity which w ill provide 
the retirement benefit or makes an actuarially equivalent 
contribution to a trust. (Note—This method is not accepta
ble fo r determining the provision fo r pension cost under 
section 4063.)

  T he  n e x t page is  8571.   
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AC Section 4063B
Accounting for the Cost 
of Pension Plans—
Appendix B

GLOSSARY

.01 Accrue (A ccrual). When accrue ( accrual)  is used 
in accounting discussions in  section 4063, i t  has the cus
tomary accounting meaning. When used in  relation to 
actuarial terms or procedures, however, the intended mean
ing differs somewhat. When actuaries say that pension 
benefits, actuarial costs or actuarial liabilities have ac
crued, they ord inarily mean that the amounts are asso
ciated, either specifically or by a process of allocation, w ith  
years of employee service before the date of a particular 
valuation of a pension plan. Actuaries do not ord inarily 
intend the ir use of the word accrue to  have the more con
clusive accounting significance.

.02 Accrued Benefit Cost Method. An actuarial cost 
method. See section 4063A.

.03 A ctuaria l Assumptions. Factors which actuaries 
use in  tentatively resolving uncertainties concerning future 
events affecting pension cost; fo r example, m orta lity rate, 
employee turnover, compensation levels, investment earn
ings, etc. See section 4063A.

.04 A ctuaria l Cost Method. A  particular technique 
used by actuaries fo r establishing the amount and incidence 
of the annual actuarial cost of pension plan benefits, or 
benefits and expenses, and the related actuarial liab ility . 
Sometimes called funding method. See section 4063A.

.05 A ctuaria l Gains (Losses). The effects on actuari
a lly  calculated pension cost of (a) deviations between 
actual p rio r experience and the actuarial assumptions used 
or (b) changes in  actuarial assumptions as to future events.

.06 A ctuaria l L ia b ility . The excess of the present 
value, as of the date of a pension plan valuation, of pro-
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spective pension benefits and administrative expenses over 
the sum of (1) the amount in  the pension fund and (2) the 
present value of future contributions fo r normal cost de
termined by any of several actuarial cost methods. (Some
times referred to as u n fu n d e d  a c tu a r ia l l ia b i l i t y . )

.07 A ctuaria l Valuation. The process by which an 
actuary estimates the present value of benefits to be paid 
under a pension plan and calculates the amounts of em
ployer contributions or accounting charges fo r pension 
cost. See section 4063A.

.08 A ctuaria lly  Computed Value. See p re s e n t va lu e .

.09 A ctuaria lly  Computed Value o f Vested Benefits.
See ve s te d  bene fits .

.10 Actuary. There are no statutory qualifications 
required fo r actuaries. Membership in  the American Aca
demy of Actuaries, a comprehensive organization of the 
profession in  the United States, is generally considered 
to be acceptable evidence of professional qualification.

.11 Aggregate Method. An a c tu a r ia l cos t m e th o d . See 
section 4063A.

.12 Assumptions. See a c tu a r ia l a s s u m p tio n s .

.13 A tta ined Age Normal Method. An a c tu a r ia l cost 
m e th o d . See section 4063A.

.14 Benefits (Pension Benefits) (Retirement Benefits).
The pensions and any other payments to which employees 
or the ir beneficiaries may be entitled under a pension plan.

.15 Contribute (C ontribution). When used in  connec
tion w ith  a pension plan, c o n tr ib u te  ordinarily is synony
mous w ith  pay.

.16 Deferred Compensation Plan. An arrangement 
whereby specified portions of the employee’s compensa
tion are payable in  the form of retirement benefits.

.17 Deferred Profit-Sharing Plan. An arrangement 
whereby an employer provides fo r future retirement bene
fits fo r employees from specified portions of the earnings 
of the business; the benefits fo r each employee are usually 
the amounts which can be provided by accumulated amounts 
specifically allocated to him.
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.18 Defined-Benefit Plan. A  pension plan stating the 
benefits to be received by employees after retirement, or 
the method of determining such benefits. The employer’s 
contributions under such a plan are determined actuarially 
on the basis of the benefits expected to become payable.

.19 Defined-Contribution Plan. A  pension plan which
(a) states the benefits to be received by employees after 
retirement or the method of determining such benefits (as 
in  the case of a defined-benefit plan) and (b) accompanies 
a separate agreement that provides a formula fo r calculat
ing the employer’s contributions (fo r example, a fixed 
amount fo r each ton produced or fo r each hour worked, or a 
fixed percentage of compensation). In itia lly , the benefits 
stated in  the plan are those which the contributions ex
pected to be made by the employer can provide. I f  later 
the contributions are found to be inadequate or excessive 
fo r the purpose of funding the stated benefits on the 
basis orig inally contemplated, either the contributions or 
the benefits, or both, may be subsequently adjusted. In  one 
type of defined-contribution plan (money-purchase plan) 
the employer’s contributions are determined for, and allo
cated w ith  respect to, specific individuals, usually as a per
centage of compensation; the benefits fo r each employee are 
the amounts which can be provided by the sums contributed 
fo r him.

.20 Deposit Adm inistration Contract. A  funding in 
strument provided by an insurance company under which 
amounts contributed by an employer are not identified w ith  
specific employees un til they retire. When an employee 
retires, the insurance company issues an annuity which 
w ill provide the benefits stipulated in  the pension plan and 
transfers the single premium fo r the annuity from the em
ployer’s accumulated contributions.

.21 E n try  Age Normal Method. An actuarial cost 
method. See section 4063A.

.22 Fund. Used as a verb, fund  means to pay over 
to a funding agency. Used as a noun, fund refers to assets 
accumulated in  the hands of a funding agency fo r the pur
pose of meeting retirement benefits when they become due.
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.23 Funded. The portion of pension cost that has been 
paid to a funding agency is said to have been fu n d e d .

.24 Funding Agency. An organization or individual, 
such as a specific corporate or individual trustee or an in 
surance company, which provides facilities fo r the accumu
lation of assets to be used fo r the payment of benefits under 
a pension plan; an organization, such as a specific life  in 
surance company, which provides facilities fo r the purchase 
of such benefits.

.25 Funding Method. See a c tu a r ia l cos t m e th o d .

.26 Ind iv idua l Level Premium Method. An a c tu a r ia l  
co s t m e th o d . See section 4063A.

.27 Interest. The return earned or to be earned on 
funds invested or to be invested to provide fo r future pen
sion benefits. In  calling the return in te re s t , i t  is recognized 
that in  addition to interest on debt securities the earnings 
of a pension fund may include dividends on equity securi
ties, rentals on real estate, and realized and unrealized gains 
or (as offsets) losses on fund investments. See section 
4063A.

.28 M o rta lity  Rate. Death rate—the proportion of 
the number of deaths in  a specified group to the number 
liv ing  at the beginning of the period in  which the deaths 
occur. Actuaries use m orta lity tables, which show death 
rates fo r each age, in  estimating the amount of future re
tirement benefits which w ill become payable. See section 
4063A.

.29 Normal Cost. The annual cost assigned, under 
the actuarial cost method in  use, to  years subsequent to 
the inception of a pension plan or to a particular valuation 
date. See p a s t s e rv ic e  cos t, p r io r  s e rv ic e  cost.

.30 Past Service Cost. Pension cost assigned, under 
the actuarial cost method in  use, to years p rio r to the in 
ception of a pension plan. See n o rm a l cos t, p r io r  se rv ic e  
cost.

.31 Pay-As-You-Go. A  method of recognizing pen
sion cost only when benefits are paid to retired employees.
(Note—This is not an acceptable method fo r accounting 
purposes under section 4063.)
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.32 Pension Fund. See fu n d .

.33 Present Value (Actuarially Computed Value).
The current worth of an amount or series o f amounts pay
able or receivable in  the future. P re s e n t v a lu e  is deter
mined by discounting the future amount or amounts at a 
predetermined rate of interest. In  pension plan valuations, 
actuaries often combine arithmetic factors representing 
probability (e.g., m ortality, withdrawal, future compensa
tion levels) w ith  arithmetic factors representing discount 
(interest). Consequently, to actuaries, determining the 
present value of future pension benefits may mean applying 
factors of both types.

.34 Prior Service Cost. Pension cost assigned, under 
the actuarial cost method in  use, to years prio r to the date 
of a particular actuarial valuation. P r io r  s e rv ice  cos t in 
cludes any remaining past service cost. See n o rm a l co s t, 
p a s t s e rv ice  cost.

.35 Projected Benefit Cost Method. A  type of a c tu a r ia l  
cost m e th o d . See section 4063A.

.36 Provision (Provide). An accounting term mean
ing a charge against income fo r an estimated expense, such 
as pension cost.

.37 Service. Employment taken into consideration 
under a pension plan. Years of employment before the in 
ception of a plan constitute an employee’s past service; 
years thereafter are classified in relation to the particular 
actuarial valuation being made or discussed. Years of em
ployment (including past service) p rio r to the date of a 
particular valuation constitute p rio r service; years of em
ployment following the date of the valuation constitute 
future service.

.38 Terminal Funding. An a c tu a r ia l cos t m e th o d . See 
section 4063A. (Note—This is not an acceptable a c tu a r ia l  
cos t m e th o d  fo r accounting purposes under section 4063.)

.39 Trust Fund Plan. A  pension plan fo r which the 
funding instrument is a trust agreement.

.40 Turnover. Termination of employment fo r a rea
son other than death or retirement. See w ith d ra w a l,  sec
tion 4063A.
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.41 U n it Credit Method. An a c tu a r ia l cos t m e th o d . 
See section 4063A.

.42 Valuation. See a c tu a r ia l v a lu a t io n , section 4063A.

.43 Vested Benefits. Benefits that are not contingent 
o n  the employee’s continuing in  the service of the employer. 
I n some plans the payment of the benefits w ill begin only 
when the employee reaches the normal retirement date; 
in  other plans the payment of the benefits w ill begin when 
the employee retires (which may be before or after the 
normal retirement date). The a c tu a r ia l ly  c o m p u te d  v a lu e  
o f  v e s te d  b ene fits , as used in section 4063, represents the 
present value, at the date of determination, of the sum 
of (a) the benefits expected to become payable to former 
employees who have retired, or who have terminated serv
ice w ith  vested rights, at the date of determination; and (b) 
the benefits, based on service rendered prior to the date of 
determination, expected to become payable at future dates 
to present employees, taking into account the probable 
time that employees w ill retire, at the vesting percentages 
applicable at the date of determination. The determination 
of vested benefits is not affected by other conditions, such as 
inadequacy of the pension fund, which may prevent the 
employee from receiving the vested benefits.

.44 W ithdraw al. The removal of an employee from 
coverage under a pension plan fo r a reason other than 
death or retirement. See tu r n o v e r .
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AC Section 4063-1

Accounting fo r the Cost o f Pension 
Plans Subject to the Employee 
Retirement Income Security Act o f 
7974: An Interpretation of 
Section 4063
[Source: FASB Interpretation No. 3 .]

December 1974
IN TRO DUCTIO N

.01 The Employee Retirem ent Income Security  Act of 1974 
(commonly referred to as the Pension Reform Act) became law  
on September 2, 1974. It is principally concerned w ith the fund
ing of pension plans, the conditions for employee participation 
and for vesting of benefits, and the safeguarding of employees’ 
pension rights. Pension plans adopted after Jan uary  1, 1974 are 
subject to the participation, vesting, and funding requirem ents of 
the Act for plan years beginning after September 2, 1974. Pen
sion plans in existence on Jan uary  1, 1974 are not subject to those 
requirem ents until plan years beginning after December 31,
1975, unless earlier compliance is elected.

.02 The Financial Accounting Standards Board has analyzed the 
Act to determine w hether there is a need to reconsider APB  
Opinion No. 8 [section 4063] “Accounting for the Cost of Pension 
P lans.” As a resu lt of that analysis, the Board has placed the 
overall subject of pension accounting, including accounting and 
reporting by pension trusts, on its technical agenda. Pending 
completion of that project, the Board is issu ing this Interpreta
tion to c larify the accounting for the cost of pension plans covered 
by the Act.

INTERPRETATION

.03 A  fundamental concept of A PB Opinion No. 8 [section 4063] 
is that the annual pension cost to be charged to expense for 
financial accounting purposes is not necessarily determined by 
the funding of a pension plan. Therefore, no change in the 
minimum and maximum lim its for the annual provision for 
pension cost set forth in paragraph 17 of A PB Opinion No. 8 
[section 4063.17] is required as a resu lt of the Act. Compliance 
w ith the A ct’s participation, vesting, or funding requirem ents 
m ay result, however, in a change in the amount of pension cost 
to be charged to expense periodically for financial accounting
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purposes even though no change in accounting methods is made. 
Paragraph 17 of APB Opinion No. 8 [section 4063.17] requires 
that “the entire cost of benefit paym ents u ltim ately  to be made 
should be charged against income subsequent to the adoption or 
amendment of a plan.” Consistent w ith that requirem ent and 
w ith in the minimum and maximum lim its of paragraph 17 of 
APB Opinion No. 8 [section 4063.17], any change in pension cost 
resu lting from compliance w ith the Act shall enter into the 
determ ination of periodic provisions for pension expense subse
quent to the date a plan becomes subject to the A ct’s participation, 
vesting, and funding requirem ents. T hat date w ill be determined 
either by the effective dates prescribed by the Act or by an 
election of earlier compliance w ith the requirem ents of the Act.

.04 If, prior to the date a plan becomes subject to the Act’s partici
pation, vesting, and funding requirem ents, it appears lik e ly  that 
compliance w ill have a significant effect in the future on the 
amount of an enterprise’s (a ) periodic provision for pension 
expense, (b ) periodic funding of pension costs, or (c) unfunded 
vested benefits, th is fact and an estim ate of the effect shall be 
disclosed in the notes to the financial statem ents.1

.05 Based on an analysis of information presently availab le, the 
Board does not believe that the Act creates a  legal obligation 
for unfunded pension costs that w arrants accounting recognition 
as a liab ility  pursuant to paragraph 18 of APB Opinion No. 8 
[section 4063.18] except in the follow ing two respects. First, an 
enterprise w ith a plan subject to the Act m ust fund a minimum 
amount annually  unless a w aiver is obtained from the Secretary 
of the T reasury. If a w aiver is not obtained, the amount currently 
required to be funded shall be recognized as a liab ility  by a 
charge to pension expense for the period, by  a deferred charge, 
or by a combination of both, w hatever is appropriate under APB  
Opinion No. 8 [section 4063]. Second, in the event of the term i
nation of a pension plan, the Act imposes a liab ility  on an enter
prise. W hen there is convincing evidence that a pension plan 
w ill be term inated, evidenced perhaps by a formal commitment 
by managem ent to term inate the plan, and the liab ility  on ter
m ination w ill exceed fund assets and related  prior accruals, the 
excess liab ility  shall be accrued. If the amount of the excess 
liab ility  cannot be reasonably determined, disclosure of the cir
cumstances shall be made in the notes to the financial statem ents, 
including an estim ate of the possible range of the liab ility .

1 The Board recognizes that actuarial computations or other information may 
not be available in time to permit disclosure of an estimate of the effect in notes 
to financial statements for fiscal periods ending in 1974 or early in 1975. If an 
estimate cannot be furnished, an explanation shall be provided.
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EFFECTIVE DATE

.06 This Interpretation shall be effective on December 31, 1974.

  The next page is 8601.  

A IC P A  Professional Standards AC §4063-1.06



8601

Deferred Compensation 
Contracts
[Source: APB Opinion No. 12, Pars. 6 -8 .]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1967, unless otherwise 
indicated

.01 Section 4063, Accounting fo r the Cost of Pension 
Plans, applies to deferred compensation contracts w ith  in 
dividual employees i f  such contracts, taken together, are 
equivalent to a pension plan. The Board believes that other 
deferred compensation contracts should be accounted fo r 
ind iv idually on an accrual basis. Such contracts cus
tom arily include certain requirements such as continued 
employment fo r a specified period and availability fo r 
consulting services and agreements not to compete after 
retirement, which, i f  not complied w ith, remove the em
ployer’s obligations fo r future payments. The estimated 
amounts1 to be paid under each contract should be ac
crued in  a systematic and rational manner over the period 
of active employment from the time the contract is en
tered into, unless i t  is evident that future services expected 
to be received by the employer are commensurate w ith  
the payments or a portion of the payments to be made. 
I f  elements of both current and future services are pres
ent, only the portion applicable to the current services 
should be accrued.

.02 Some deferred compensation contracts provide fo r 
periodic payments to employees or their surviving spouses 
fo r life  w ith  provisions fo r a minimum lump-sum settlement 
in  the event of the early death of one or a ll of the benefi
ciaries. The estimated amount1 of future payments to be 
made under such contracts should be accrued over the pe
riod of active employment from the time the contract is 
entered into. Such estimates should be based on the life  
expectancy of each individual concerned (based on the most * *

1The amounts to be accrued periodically should result in an accrued 
amount at the end of the term of active employment which is not less than 
the then present value of the estimated payments to be made.

AC Section 4064

A IC P A  Professional Standards AC § 4064.02



8602 Revenue and Expense

recent m orta lity tables available) or on the estimated cost 
of an annuity contract rather than on the minimum pay
able in  the event of early death.

.03 A t the effective date of this section, amounts2 
pertaining to deferred compensation contracts w ith  employ
ees actively employed, which amounts have not been ac
crued in  a manner consistent w ith  the provisions of the 
section, should be accrued over the employee’s remaining 
term of active employment. For purposes of transition, 
these amounts may be accrued over a period of up to ten 
years i f  the remaining term of active employment is less 
than ten years.

  The next page is  8651. 

2 See footnote 1.
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Depreciation and 
High Costs'
[Source: ARB No. 43 , Chap. 9A .]

Issue date, unless 
otherwise indicated: 
June, 1953

.01 In  December, 1947, the committee issued Account
ing Research Bulletin No. 33, dealing w ith  the subject of 
depreciation and high costs. In  October, 1948, i t  published 
a letter to the membership reaffirming the opinion ex
pressed in  the bulletin.

.02 The subject is one of continuing importance. The 
committee once more expresses its approval of the basic 
conclusions asserted in both publications, but in view of the 
many requests received fo r fu rther consideration of va ri
ous aspects of the problem has placed the subject on its 
agenda fo r further study.

.03 Accounting Research Bulletin No. 33 read as 
fo llow s:

.04 “ The American Institu te  of Accountants com
mittee on accounting procedure has given extensive con
sideration to the problem of making adequate provision fo r 
the replacement of plant facilities in  view of recent sharp 
increases in the price level. The problem requires con
sideration of charges against current income fo r deprecia
tion of facilities acquired at lower price levels.

.05 ‘ ‘ The committee recognizes that business manage
ment has the responsibility of providing fo r replacement of 
plant and machinery. I t  also recognizes that, in reporting 
profits today, the cost of material and labor is reflected in 
terms of ‘ inflated’ dollars while the cost of productive fa 
cilities in which capital was invested at a lower price level 
is reflected in terms of dollars whose purchasing power 
was much greater. There is no doubt that in considering 
depreciation in connection w ith  product costs, prices, and 
business policies, management must take into consideration 
the probability that plant and machinery w ill have to be 1

1 See section 1071, F inancia l Statements Restated fo r  General P rice -Leve l 
Changes.
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replaced at costs much greater than those of the facilities 
now in use.

.06 “ When there are gross discrepancies between the 
cost and current values of productive facilities, the com
mittee believes that i t  is entirely proper fo r management to 
make annual appropriations of net income or surplus in  
contemplation of replacement of such facilities at higher 
price levels.

.07 “ I t  has been suggested in some quarters that the 
problem be met by increasing depreciation charges against 
current income. The committee does not believe that this 
is a satisfactory solution at this time. I t  believes that ac
counting and financial reporting fo r general use w ill best 
serve their purposes by adhering to the generally accepted 
concept of depreciation on cost, at least un til the dollar is 
stabilized at some level. An attempt to recognize current 
prices in providing depreciation, to be consistent, would 
require the serious step of form ally recording appraised 
current values fo r all properties, and continuous and con
sistent depreciation charges based on the new values. W ith 
out such formal steps, there would be no objective standard 
by which to judge the propriety of the amounts of deprecia
tion charges against current income, and the significance 
of recorded amounts of profit m ight be seriously impaired.

.08 “ I t  would not increase the usefulness of reported 
corporate income figures i f  some companies charged de
preciation on appraised values while others adhered to 
cost. The committee believes, therefore, that consideration 
of radical changes in accepted accounting procedure should 
not be undertaken, at least un til a stable price level would 
make i t  practicable fo r business as a whole to make the 
change at the same time.

.09 “ The committee disapproves immediate w rite
downs of plant cost by charges against current income in 
amounts believed to represent excessive or abnormal costs 
occasioned by current price levels. However, the com
mittee calls attention to the fact that plants expected to 
have less than normal useful life  can properly be depre
ciated on a systematic basis related to economic usefulness.’’

.10 The letter of October 14, 1948, was addressed to 
the members of the Institute and read as fo llow s:
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.11 ‘ ‘ The committee on accounting procedure has 
reached the conclusion that no basic change in the account
ing treatment of depreciation of plant and equipment is 
practicable or desirable under present conditions to meet 
the problem created by the decline in the purchasing power 
of the dollar.

.12 “ The committee has given intensive study to this 
problem and has examined and discussed various sugges
tions which have been made to meet it. I t  has solicited and 
considered hundreds of opinions on this subject expressed 
by businessmen, bankers, economists, labor leaders, and 
others. While there are differences of opinion, the pre
vailing sentiment in these groups is against any basic 
change in  present accounting procedures. The committee 
believes that such a change would confuse readers of finan
cial statements and nu llify  many of the gains that have been 
made toward clearer presentation of corporate finances.

.13 “ Should inflation proceed so fa r that original 
dollar costs lose their practical significance, i t  might be
come necessary to restate all assets in terms of the depre
ciated currency, as has been done in some countries. But i t  
does not seem to the committee that such action should be 
recommended now i f  financial statements are to have maxi
mum usefulness to the greatest number of users.

.14 “ The committee, therefore, reaffirms the opinion 
i t  expressed in Accounting Research Bulletin No. 33, De
cember, 1947.

.15 ‘‘Any basic change in  the accounting treatment of 
depreciation should await fu rther study of the nature and 
concept of business income.

.16 “ The immediate problem can and should be met 
by financial management. The committee recognizes that 
the common forms of financial statements may permit mis
understanding as to the amount which a corporation has 
available fo r distribution in the form  of dividends, higher 
wages, or lower prices fo r the company’s products. When 
prices have risen appreciably since original investments in  
plant and facilities were made, a substantial proportion of 
net income as currently reported must be reinvested in  the 
business in order t o maintain assets at the same level of 
productivity at the end of a year as at the beginning.
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.17 “  Stockholders, employees, and the general public 
should be informed that a business must be able to retain  
out o f profits amounts sufficient to replace productive fa 
c ilities  a t current prices i f  i t  is to  stay in  business. The 
committee therefore gives its  fu ll support to the use o f 
supplementary financial schedules, explanations or foot
notes by which management may explain the need fo r re
tention o f earnings.”

The next page is 8671.
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Depreciation on 
Appreciation
[Source: APB Opinion No. 6, Par. 17.]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1965, unless otherwise 
indicated

.01 The Board is of the opinion that property, plant 
and equipment should not be written up by an entity to 
reflect appraisal, market or current values which are above 
cost to the entity. This statement is not intended to change 
accounting practices followed in  connection w ith quasi-re
organizations 1 or reorganizations. This statement may not 
apply to foreign operations under unusual conditions such 
as serious inflation or currency devaluation. However, when 
the accounts of a company w ith  foreign operations are 
translated into United States currency fo r consolidation, 
such write-ups normally are eliminated. Whenever appre
ciation has been recorded on the books, income should be 
charged w ith  depreciation computed on the w ritten up 
amounts.

AC Section 4072

  T h e  n e x t page is  8681.  

1 See section. 5581, Quasi-Reorganization o r Corporate Readjustment
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Emergency Facilities—
Depreciation and 
Amortization
[Source: ARB No. 43, Chap. 9C, as amended.]

Issue date, unless 
otherwise indicated:
June, 1953 1

CERTIFICATES OF NECESSITY
.01 Section 124A of the Internal Revenue Code, which 

was added by the Revenue Act of 1950, provides fo r the 
issuance of certificates of necessity under which all or part 
of the cost of so-called emergency facilities may be amor
tized over a period of 60 months fo r income tax purposes.
In  many cases, the amounts involved are material, and com
panies are faced w ith  the problem of deciding whether to 
adopt the 60-month period over which the portions of the 
cost of the facilities covered by certificates of necessity 
may be amortized fo r income tax purposes as the period 
over which they are to be depreciated in  the accounts.

.02 Thinking on this question apparently has become 
confused because many so-called percentage certificates 
have been issued covering less than the entire cost of the 
fac ility . This fact, together w ith  the fact that the probable 
economic usefulness of the fac ility  after the close of the 
five-year amortization period is considered by the certifying 
authority in determining the percentage covered by these 
certificates, has led many to believe that the percentage used 
represents the government’s conclusion as to the propor
tion of the cost of the fac ility  that is not expected to have 
usefulness at the end of five years.

.03 In  some cases, i t  is apparent that the probable 
lack of economic usefulness of the fac ility  after the close 
of the amortization period must constitute the principal i f  
not the sole basis fo r determining the percentage to be

1 The material included in this section is from ARB 43, Chapter 9, Sec
tion C. Paragraphs 11-13 of that Bulletin were superseded by APB Opinion 
No. 11, effective fo r fiscal periods beginning after December 31, 1967.

AC Section 4073
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included in  the certificate. However, i t  must be recognized 
that the certifying authority has acted under orders to give 
consideration also to a variety of other factors to the end 
that the amount certified may be the minimum amount nec
essary to secure expansion of industria l capacity in  the 
interest of national defense during the emergency period. 
Among the factors required to be considered in  the issuance 
of these certificates, in  addition to loss of useful value, are
(a) character of business, (b) extent of risk assumed (in 
cluding the amount and source of capital employed, and the 
potentiality of recovering capital or re tiring  debt through 
tax savings or pricing), (c) assistance to small business and 
promotion of competition, (d) compliance w ith  government 
policies (e.g., dispersal fo r security), and (e) other types 
of incentives provided by government, such as direct gov
ernment loans, guaranties, and contractual arrangements.

DEPRECIATION CONSIDERATIONS

.04 The argument has been advanced from  time to 
time that, since the portion of the cost of properties covered 
by certificates of necessity is amortized over a five-year 
period fo r income tax purposes, i t  is necessary to follow 
the same procedure in  the accounts. Sound financial ac
counting procedures do not necessarily coincide w ith  the 
rules as to what shall be included in  “ gross income,’ ’ or 
allowed as a deduction therefrom, in  a rriv ing  at taxable net 
income. I t  is well recognized that such rules should not be 
followed fo r financial accounting purposes i f  they do not 
conform to generally accepted accounting principles. How
ever, where the results obtained from  follow ing income tax 
procedures do not materially d iffe r from  those obtained 
where generally accepted accounting principles are fo l
lowed, there are practical advantages in  keeping the ac
counts in agreement w ith  the income tax returns.

.05 The cost of a productive fac ility  is one of the costs 
of the services i t  renders during its useful economic life. 
Generally accepted accounting principles require that this 
cost be spread over the expected useful life  of the fac ility  in 
such a way as to allocate i t  as equitably as possible to the 
periods during which services are obtained from  the use of 
the facility . This procedure is known as depreciation ac
counting, a system of accounting which aims to distribute
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the cost or other basic value of tangible capital assets, less 
salvage ( i f  any), over the estimated useful life  of the unit 
(which may be a group of assets) in  a systematic and ra
tional manner. I t  is a process of allocation, not of valuation.

.06 The committee is of the opinion that from an ac
counting standpoint there is nothing inherent in the nature 
of emergency facilities which requires the depreciation or 
amortization of their cost fo r financial accounting purposes 
over either a shorter or a longer period than would be 
proper i f  no certificate of necessity had been issued. E sti
mates of the probable useful life  of a fac ility  by those best 
informed in the matter may indicate either a shorter or a 
longer life  than the statutory 60-month period over which 
the certified portion of its  cost is deductible fo r income 
tax purposes.

.07 In  determining the proper amount of annual de
preciation w ith respect to emergency facilities fo r financial 
accounting purposes, i t  must be recognized that a great 
many of these facilities are being acquired p rim arily  fo r 
what they can produce during the emergency period. To 
whatever extent i t  is reasonable to expect the useful eco
nomic life  of a fac ility  to end w ith the close of the amortiza
tion period, the cost of the fac ility  is a proper cost of 
operation during that period.

.08 In  determining the prospective usefulness of such 
facilities i t  w ill be necessary to consider their adaptability 
to post-emergency use, the effect of their use upon economic 
utilization of other facilities, the possibility of excessive 
costs due to expedited construction or emergency condi
tions, and the fact that no deductions fo r depreciation of 
the certified portion w ill be allowable fo r income tax pur
poses in the post-amortization years i f  the company elects 
to claim the amortization deduction. The purposes fo r 
which emergency facilities are acquired in a great many 
cases are such as to leave major uncertainties as to the 
extent of their use during the amortization period and as to 
their subsequent usefulness—uncertainties which are not 
normally encountered in  the acquisition and use of op
erating facilities.

.09 Consideration of these factors, the committee be
lieves, w ill in many cases result in  the determination of de-
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preciation charges during the amortization period in  excess 
of the depreciation that would be appropriate i f  these fac
tors were not involved. Frequently they w ill be so com
pelling as to indicate the need fo r recording depreciation of 
the cost of emergency facilities in the accounts in  conformity 
w ith  the amortization deductions allowable fo r income tax 
purposes. However, the committee believes that when the 
amount allowed as amortization fo r income tax purposes is 
materially different from  the amount of the estimated de
preciation, the la tte r should be used fo r financial account
ing purposes.2

.10 In  some cases, certificates o f necessity cover fa 
cilities which the owner expects to use after the emergency 
period in  lieu of older facilities. As a result the older fa 
cilities may become unproductive and obsolete before they 
are fu lly  depreciated on the basis of the ir previously ex
pected life. In  such situations, the committee believes de
preciation charges to income should be determined in 
relation to the tota l properties, to the end that sound de
preciation accounting may be applied to the property ac
counts as a whole.

The next page is 8691.

2 See section 4091.
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Declining-Balance
Depreciation
[Source: ARB No. 44 (Revised), as amended.]

Issue date, unless 
otherwise indicated: 
July, 1958 1

.01 The declining-balance method of estimating peri
odic depreciation has a long history of use in England and 
in  other countries including, to a lim ited extent, the United 
States. Interest in  this method has been increased by its 
specific recognition fo r income tax purposes in  the Internal 
Revenue Code of 1954.

.02 The declining-balance method is one of those which 
meets the requirements of being “ systematic and ration
a l.” 1 2 In  those cases where the expected productivity or 
revenue-earning power of the asset is relatively greater 
during the earlier years of its  life, or where maintenance 
charges tend to increase during the later years, the declin
ing-balance method may well provide the most satisfactory 
allocation of cost. The conclusions of this section also apply 
to  other methods, including the “ sum-of-the-years-digits,, 
method, which produce substantially similar results.

.03 When a change to the declining-balance method 
is made fo r general accounting purposes, and depreciation 
is a significant factor in  the determination of net income, 
the change in method, including the effect thereof, should 
be disclosed in accordance w ith  section 1051, Accounting 
Changes. [As amended, effective fo r fiscal periods beginning 
after Ju ly  31, 1971 by APB Opinion No. 20.]

.04 There may be situations in  which the declining- 
balance method is adopted fo r income tax purposes but other 
appropriate methods are used fo r financial accounting pur
poses. In  such cases, accounting recognition should be 
given to deferred income taxes (see definition in  section * *

1The material included in this section is partia lly from AR B 44 (Re
vised). Paragraphs 7 and 10 of that Bulletin were superseded by APB  
Opinion No. 11, effective fo r fiscal periods beginning after December 31, 1967.

2 Accounting Term inology Bulletin No. 1, paragraph 56.
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4091.34), i f  the amounts thereof are material, except in  the 
cases mentioned in  paragraph .07, where there are special 
circumstances which may make such procedure inappro
priate. The foregoing provision as to accounting recogni
tion of deferred income taxes applies to a single asset, or 
to a group of assets which are expected to he retired from 
service at about the same time; in  th is case an excess of 
depreciation taken fo r income tax purposes during the 
earlier years would be followed by the opposite condition 
in  later years, and there would be a tax deferment fo r a 
definite period. I t  applies also to a group of assets con
sisting of numerous units which may be of differing lengths 
of life  and which are expected to be continually replaced; 
in  th is case an excess of depreciation taken fo r income tax 
purposes during the earlier years would be followed in  later 
years by substantial equality between the annual deprecia
tion fo r income tax purposes and that fo r accounting pur
poses, and a tax deferment would be b u ilt up during the 
earlier years which would tend to  remain relatively con
stant thereafter. I t  applies further to a gradually expanding 
p lant; in  th is case an excess of depreciation taken fo r in 
come tax purposes may exist each year during the period 
o f expansion in  which event there would be a tax deferment 
which m ight increase as long as the period of expansion 
continued. [A s amended, effective fo r fiscal periods be
ginning after December 31 , 1967, by APB Opinion No. 11.]

.05 Where i t  may reasonably be presumed that the 
accumulative difference between taxable income and finan
cial income w ill continue fo r a long or indefinite period, 
i t  is not appropriate to recognize the related tax effect 
as additional amortization or depreciation applicable to 
such assets in  recognition of the loss of future deducti
b ility  fo r income tax purposes. [As amended, effective for 
fiscal periods beginning after December 31, 1967, by APB 
Opinion No. 11.]

DISCUSSION
.06 Following the passage of the Internal Revenue 

A c t of 1954 in  August of that year, perm itting the use 
of declining-balance and sim ilar accelerated depreciation 
methods fo r federal income tax purposes, the committee 
anticipated that many companies would be considering 
whether such methods should be adopted fo r general ac-
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counting purposes. In  October of that year, Accounting 
Research Bulletin  No. 44 was issued in  which the com
mittee stated that such accelerated methods met the 
requirement of being “ systematic and rational.’ ’ The com
mittee also stated that when such methods were adopted fo r 
general accounting purposes, appropriate disclosure of the 
change should be made whenever depreciation was a sig
nificant factor in  the determination of net income. (Refer 
to section 1051, Accounting Changes.)

.07 Many regulatory authorities permit recognition 
of deferred income taxes fo r accounting and/or rate-making 
purposes, whereas some do not. The committee believes 
that they should perm it the recognition of deferred income 
taxes fo r both purposes. However, where charges fo r de
ferred income taxes are not allowed fo r rate-making pur
poses, accounting recognition need not be given to the de
ferment of taxes i f  i t  may reasonably be expected that 
increased future income taxes, resulting from the earlier 
deduction of declining-balance depreciation fo r income 
tax purposes only, w ill be allowed in  future rate determina
tions.

.08 When a company subject to rate-making processes 
adopts the declining-balance method of depreciation fo r 
income tax purposes but adopts other appropriate methods 
fo r financial accounting purposes in  the circumstances de
scribed in  paragraph .07, and does not give accounting 
recognition to deferred income taxes, disclosure should be 
made of this fact. [As amended, effective fo r fiscal periods 
beginning after December 31, 1965, by APB Opinion No. 6.]

  The next page is  8751.  
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Accounting for Real and 
Personal Property Taxes
[Source: ARB No. 43 , Chap. 10A, as amended.]

Issue date, unless 
otherwise indicated:
June, 1953

.01 The purpose of th is section is to draw attention 
to the problems involved in  accounting fo r real and per
sonal property taxes and to present some of the considera
tions which enter into a determination of the ir accounting 
treatment.

LEGAL LIABILITY FOR PROPERTY TAXES AND
TREATMENT FOR INCOME TAX PURPOSES

.02 Unlike excise, income, and social security taxes, 
which are directly related to particular business events, 
real and personal property taxes are based upon the assessed 
valuation of property (tangible and intangible) as of a 
given date, as determined by the laws of a state or other 
taxing authority. For th is reason the legal lia b ility  fo r 
such taxes is generally considered as accruing at the moment 
of occurrence of some specific event, rather than over a 
period of time. Whether such legal accrual should deter
mine the accounting treatment is a question to be discussed 
later. Tax laws, opinions of attorneys, income tax regu
lations, and court decisions have mentioned various dates 
on which certain property taxes are said to accrue legally. 
Among them are the follow ing:

(a) Assessment date,
(b) Beginning of taxing au thority ’s fiscal year,
(c) End of taxing au thority ’s fiscal year,
(d) Date on which tax becomes a lien on the prop

erty,
(e) Date tax is levied,
( f ) Date or dates tax is payable,
(g) Date tax becomes delinquent,
(h) Tax period appearing on tax b ill.

.03 Most of the foregoing dates are mentioned in  tax 
laws. In  a given case several of these dates may coincide.

AC §4081.03
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.04 The date to be applied in  a particular case neces
sarily requires reference to the law and court decisions of 
the state concerned. Where the matter has been litigated, 
i t  has often been held that property taxes become a lia 
b ility  at the point of time when they become a lien. The 
general rule, however, is that such taxes accrue as of the 
date on which they are assessed. The position of the 
Bureau of Internal Revenue is that generally property 
taxes accrue on the assessment date, even i f  the amount 
of the tax is not determined un til later.

.05 A  practical aspect of the legal lia b ility  fo r prop
erty taxes must be considered when title  to property is 
transferred during the taxable year. As stated above, the 
assessment date generally determines accrual. But as be
tween vendor and vendee, the Supreme C ourt1 has laid 
down the rule that the lien date, or the date of personal 
obligation, controls and that where a transfer occurs after 
either of those dates, the purchaser is not entitled to deduct 
the taxes fo r income-tax purposes.

.06 Adjustments on account of property taxes paid or 
accrued are frequently incorporated in  agreements covering 
the sale of real estate, which determine the question fo r the 
individual case as between the buyer and seller, though they 
are not necessarily controlling fo r income tax purposes.

.07 Although pro-rata accrual of property taxes has 
been permitted by some courts, the generally accepted 
rule seems to be that such taxes accrue in  a lump sum on 
one date and not ratably over the year.

ACCOUNTING FOR PROPERTY TAXES 
Accrual Accounting

.08 Accounting questions arise as to (1) when the 
lia b ility  fo r real and personal property taxes should be 
recorded on the books of a taxpayer keeping his accounts 
on the accrual basis and (2) the amounts to be charged 
against the income of respective periods. Here again, the 
decision is influenced by the particular circumstances of 
each tax. Such terms as assessment date and levy date 
vary in meaning in the different jurisdictions; and while 
there is sufficient agreement about assessment date to furn-

1 Magruder v. Supplee, 316 U. S. 394 (1942). [Ed. Note: Subsequent 
changes in tax law are not indicated in this Reporter.]
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ish a basis fo r the general legal rule already mentioned, 
i t  does not necessarily follow that the legal rule should 
determine the accounting treatment.

.09 Determination of the lia b ility  fo r the tax often 
proceeds by degrees, the several steps being taken at ap
preciable intervals of time. For example, while i t  is known 
that the owner of real property is liable, w ith  respect 
to each tax period, fo r a tax on property owned on the as
sessment date, the amount of the tax may not be fixed un til 
much later. There is sometimes reluctance toward record
ing liab ilities of indeterminate amount, especially such 
items as property taxes, and a preference fo r recording 
them when the amount can be computed w ith  certainty.
W hile th is consideration is one which occasionally leads 
to the mention of taxes in  footnotes as contingent lia 
bilities, the inab ility  to determine the exact amount of 
taxes is in  itse lf no justification fo r fa ilure to recognize 
an existing tax liab ility .

.10 In  practice, real and personal property taxes have 
been charged against the income of various periods, as 
indicated below:

(a) Year in  which paid (cash basis),
(b) Year ending on assessment (or lien) date,
(c) Year beginning on assessment (or lien) date,
(d) Calendar or fiscal year of taxpayer p rio r to

assessment (or lien) date,
(e) Calendar or fiscal year of taxpayer including

assessment (or lien) date,
(f)  Calendar or fiscal year of taxpayer prio r to

payment date,
(g) Fiscal year of governing body levying the tax,
(h ) Year appearing on tax b ill.

.11 Some of these periods may coincide, as when the 
fiscal year of the taxing body and that of the taxpayer 
are the same. The charge to income is sometimes made in 
fu ll at one time, sometimes ratably on a monthly basis, 
sometimes on the basis of prio r estimates, adjusted during 
or after the period.

.12 The various periods mentioned represent varying 
degrees of conservatism in accrual accounting. Some jus
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tification may be found fo r each usage, but a ll the circum
stances relating to a particular tax must be considered 
before a satisfactory conclusion is reached.

.13 Consistency of application from year to year is 
the important consideration and selection of any of the 
periods mentioned is a matter fo r individual judgment.

Basis Considered Most Acceptable
.14 Generally, the most acceptable basis of providing 

fo r property taxes is monthly accrual on the taxpayer’s 
books during the fiscal period of the taxing authority fo r 
which the taxes are levied. The books w ill then show, at 
any closing date, the appropriate accrual or prepayment.

.15 I t  may be argued that the entire amount of tax 
should logically be accrued by the lien date. Advocates of 
this procedure vary from those who would accrue the tax 
by charges to income during the year ending on the lien 
date, to those who urge setting up the fu ll tax lia b ility  on 
the lien date and charging the amount thereof to income 
during the subsequent year. However, the basis described 
in  the preceding paragraph is held by the m ajority of ac
countants to be practical and satisfactory so long as i t  is 
consistently followed.

TREATMENT IN FINANCIAL STATEMENTS 
Balance Sheet

.16 An accrued lia b ility  fo r real and personal prop
erty taxes, whether estimated or definitely known, should 
be included among the current liabilities. Where estimates 
are subject to a substantial measure of uncertainty the lia 
b ility  should be described as estimated.

Income Statement
.17 W hile i t  is sometimes proper to capitalize in  

property accounts the amount of real estate taxes appli
cable to property which is being developed fo r use or sale, 
these taxes are generally regarded as an expense of doing 
business. They may be (a) charged to operating expenses;
(b) shown as a separate deduction from  income; or (c) 
distributed among the several accounts to which they are 
deemed to ap ply, such as factory overhead, rent income, 
a n d   selling or general expenses.
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.18 In  condensed income statements appearing in  
published reports, the amounts of real and personal prop
erty taxes, however charged in  the accounts, are rarely 
shown separately. They are frequently combined w ith  
other taxes but not w ith  taxes on income.

.19 Since the lia b ility  fo r property taxes must fre
quently be estimated at the balance-sheet date, i t  is often 
necessary to adjust the provision fo r taxes of a p rio r year 
when the ir amount has been ascertained. These adjustments 
should be made through the income statement, either in  
combination w ith  the current year’s provision or as a sep
arate item. [As amended, effective fo r fiscal periods be
ginning after December 31, 1966, by APB Opinion No. 9.] 
[As amended, effective fo r financial statements fo r fiscal 
years beginning after October 15, 1977, by FASB State
ment No. 16.]

  T h e  n e x t  p a g e  i s  8 7 9 1 .   
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Accounting for Income Taxes
[Source: APB Opinion No. 11, as amended.]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1967, unless otherwise 
indicated

INTRODUCTION

.01 This section sets fo rth  the Board’s conclusions 
on some aspects of accounting fo r income taxes. These con
clusions include significant modifications of views previ
ously expressed by the Committee on Accounting Procedure 
and by the Board.

.02 D is c o u n t in g . The Board’s Opinion on “ Tax A l
location Accounts—Discounting,”  as expressed in  section 
4092, continues in  effect pending fu rther study of the 
broader aspects of discounting as i t  is related to financial 
accounting in general.

.03 In v e s tm e n t C re d its . The Board is continuing its 
study on accounting fo r “ Investment Credits”  and intends 
to issue a new Opinion on the subject as soon as possible. 
In  the meantime section 4094, A c c o u n t in g  f o r  th e  In v e s t 
m e n t C re d it , remains in  effect.

.04 Certain aspects of tax allocation, including illus
trations of procedures and an extended discussion of alter
native approaches to allocation, are presented in Accounting 
Research Study No. 9, In te r p e r io d  A l lo c a t io n  o f  C o rp o ra te  
In c o m e  T a x e s , by Homer A. Black, published by the Ameri
can Institu te of Certified Public Accountants in  1966.1 The 
Board has considered the Study and the comments received 
on it. The conclusions in  this section vary in  some im 
portant respects from  those reached in  the Study.

APPLICABILITY
.05 This section applies to financial statements which 

purport to present financial position and results of opera
tions in  conformity w ith  generally accepted accounting

1Accounting Research Studies are not statements of this Board, or of 
the Institute, but are published fo r the purpose o f stimulating discussion 
on important accounting issues.

AC Section 4091
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principles. I t  does not apply (a) to regulated industries in 
those circumstances where the standards described in sec
tion 6011 (which remains in effect) are met and (b) to 
special areas requiring fu rther study as specifically ind i
cated in paragraphs .37-.40 of this section. The Board has 
deferred consideration of the special problems of allocation 
among components of a business enterprise pending further 
study and the issuance of Opinions on the applicability of 
generally accepted accounting principles to these state
ments. (As amended, effective after December 31, 1973, by 
APB Opinion No. 28.) (See section 2071.)

.06 The Board emphasizes that this section, as in  the 
case of all other sections, is not intended to apply to im
material items.

SUMMARY OF PROBLEMS
.07 The principal problems in  accounting fo r income 

taxes arise from  the fact that some transactions2 affect the 
determination of net income fo r financial accounting pur
poses in one reporting period and the computation of 
taxable income and income taxes payable in a different re
porting period. The amount of income taxes determined to 
be payable fo r a period does not, therefore, necessarily 
represent the appropriate income tax expense applicable to 
transactions recognized fo r financial accounting purposes 
in that period. A  major problem is, therefore, the measure
ment of the tax effects of such transactions and the extent 
to which the tax effects should be included in income tax 
expense in the same periods in which the transactions affect 
pretax accounting income.

.08 The United States Internal R evenue Code permits 
a “ net operating loss”  of one period to be deducted in de
termining taxable income of other periods. This leads to 
the question of whether the tax effects of an operating loss 
should be recognized fo r financial accounting purposes in 
the period of loss or in the periods of reduction of tax
able income.

.09 Certain items includable in  taxable income receive 
special treatment fo r financial accounting purposes, even 
though the items are reported in the same period in which

2  T he  te rm  transactions re fe rs to  a ll transactions and o th e r events re q u ir
in g  a ccoun ting  reco g n itio n . A s  used in  th is  section, i t  re lates e ithe r to  
in d iv id u a l events o r  to  groups o f s im ila r  events.
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they are reported fo r tax purposes. A  question exists, there
fore, as to whether the tax effects attributable to extra
ordinary items, adjustments of p rio r periods (or of the 
opening balance of retained earnings), and direct entries to 
other stockholders’ equity accounts should be associated 
w ith  the particular items fo r financial reporting purposes.3

.10 Guidelines are needed fo r balance sheet and in 
come statement presentation of the tax effects of tim ing 
differences, operating losses and sim ilar items.

SUMMARY OF CONCLUSIONS

.11 The Board’s conclusions on some of the problems 
in  accounting fo r income taxes are summarized as fo llow s:

a. Interperiod tax allocation is an integral part of the 
determination of income tax expense, and income tax 
expense should include the tax effects of revenue 
and expense transactions included in  the determina
tion of pretax accounting income.

b. Interperiod tax allocation procedures should follow 
the deferred method,4 both in  the manner in  which 
tax effects are in itia lly  recognized and in the manner 
in  which deferred taxes are amortized in future 
periods.

c. The tax effects of operating loss carrybacks should 
be allocated to the loss periods. The tax effects of 
operating loss carryforwards 5 usually should not be 
recognized un til the periods of realization.

d. Tax allocation w ith in  a period should be applied to 
obtain fa ir  presentation of the various components 
of results of operations.

e. Financial statement presentations of income tax ex
pense and related deferred taxes should disclose (1) 
the composition of income tax expense as between 
amounts currently payable and amounts represent
ing tax effects allocable to the period and (2) the 
classification of deferred taxes into a net current 
amount and a net noncurrent amount. * *

3 See sections 2010, 2012 and 2014.
4 See paragraph .18.
5The term “ loss carryforwards”  is used in this section to mean “ loss 

carryovers”  as referred to in the United States Internal Revenue Code.
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DEFINITIONS AND CONCEPTS

.12 Terminology relating to the accounting fo r income 
taxes is varied; some terms have been used w ith different 
meanings. Definitions of certain terms used in  this section 
are therefore necessary.

a. Income taxes. Taxes based on income determined 
under provisions of the United States Internal Rev
enue Code and foreign, state and other taxes (in 
cluding franchise taxes) based on income.

b. Income tax expense. The amount of income taxes 
(whether or not currently payable or refundable) 
allocable to a period in  the determination of net 
income.

c. Pretax accounting income. Income or loss fo r a pe
riod, exclusive of related income tax expense.

d. Taxable income. The excess of revenues over de
ductions or the excess of deductions over revenues 
to be reported fo r income tax purposes fo r a period.6

e. Tim ing differences. Differences between the periods 
in  which transactions affect taxable income and the 
periods in  which they enter into the determina
tion of pretax accounting income. Tim ing d iffe r
ences originate in  one period and reverse or “ turn 
around”  in  one or more subsequent periods. Some 
tim ing differences reduce income taxes that would 
otherwise be payable currently; others increase 
income taxes that would otherwise be payable 
currently.

f. Permanent differences. Differences between taxable 
income and pretax accounting income arising from  
transactions that, under applicable tax laws and 
regulations, w ill not be offset by corresponding d if
ferences or “ turn around”  in  other periods.7

g. Tax effects. Differentials in income taxes of a pe
riod attributable to (1) revenue or expense trans
actions which enter into the determination of pretax 
accounting income in  one period and into the deter-

6 For the purposes of this definition “ deductions”  do not include reduc
tions in taxable income arising from  net operating loss carrybacks or 
carryforwards.

7 See paragraph .32.
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mination of taxable income in another period, (2) 
deductions or credits that may be carried backward 
or forward fo r income tax purposes and (3) adjust
ments of p rio r periods (or of the opening balance of 
retained earnings) and direct entries to other stock
holders ’ equity accounts which enter into the deter
mination of taxable income in  a period but which do 
not enter into the determination of pretax accounting 
income of that period. A  permanent difference does 
not result in a “ tax effect’ ’ as that term is used in 
this Opinion.

h. Deferred taxes. Tax effects which are deferred fo r 
allocation to income tax expense of future periods.

i. Interperiod tax allocation. The process of appor
tioning income taxes among periods.

j. Tax allocation w ithin a period. The process of ap
portioning income tax expense applicable to a given 
period between income before extraordinary items 
and extraordinary items, and of associating the in 
come tax effects of adjustments of p rio r periods (or 
o f the opening balance of retained earnings) and 
direct entries to other stockholders’ equity accounts 
w ith these items.

.13 Certain general concepts and assumptions are rec
ognized by the Board to be relevant in  considering the prob
lems of accounting fo r income taxes.

a. The operations of an entity subject to income taxes 
are expected to continue on a going concern basis, 
in  the absence of evidence to the contrary, and in
come taxes are expected to continue to be assessed 
in  the future.

b. Income taxes are an expense of business enterprises 
earning income subject to tax.

c. Accounting fo r income tax expense requires meas
urement and identification w ith  the appropriate time 
period and therefore involves accrual, deferral and 
estimation concepts in  the same manner as these 
concepts are applied in  the measurement and time 
period identification of other expenses.

d. Matching is one of the basic processes of income 
determination; essentially i t  is a process of deter
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mining relationships between costs (including reduc
tions of costs) and (1) specific revenues or (2) 
specific accounting periods. Expenses of the current 
period consist of those costs which are identified 
w ith the revenues of the current period and those 
costs which are identified w ith the current period on 
some basis other than revenue. Costs identifiable 
w ith future revenues or otherwise identifiable w ith 
future periods should be deferred to those future 
periods. When a cost cannot be related to future 
revenues or to future periods on some basis other 
than revenues, or i t  cannot reasonably be expected 
to be recovered from future revenues, i t  becomes, by 
necessity, an expense of the current period (or of a 
p rio r period).

TIMING DIFFERENCES
Discussion

Nature o f Timing Differences

.14 Four types of transactions are identifiable which 
give rise to tim ing differences; that is, differences between 
the periods in which the transactions affect taxable income 
and the periods in which they enter into the determination 
of pretax accounting income.8 Each tim ing difference orig
inates in one period and reverses in one or more subse
quent periods.

a. Revenues or gains are included in taxable income 
later than they are included in  pretax accounting 
income. For example, gross profits on installment 
sales are recognized fo r accounting purposes in  the 
period of sale but are reported fo r tax purposes in 
the period the installments are collected.

b. Expenses or losses are deducted in determining tax
able income later than they are deducted in  deter
mining pretax accounting income. For example, 
estimated costs of guarantees and of product war
anty contracts are recognized fo r accounting pur
poses in the current period but are reported fo r tax 
purposes in the period paid or in  which the lia b ility  
becomes fixed.

8Accounting Research Study No. 9, Interperiod Allocation o f Corporate 
Income Taxes, pages 2-3 and 8-10.
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c. Revenues or gains are included in taxable income 
earlier than they are included in pretax accounting 
income. For example, rents collected in advance are 
reported fo r tax purposes in the period in  which 
they are received but are deferred fo r accounting 
purposes un til later periods when they are earned.

d. Expenses or losses are deducted in determining tax
able income earlier than they are deducted in deter
mining pretax accounting income. For example, 
depreciation is reported on an accelerated basis fo r 
tax purposes but is reported on a straight-line basis 
fo r accounting purposes.

Additional examples of each type of tim ing difference are 
presented in  Appendix A  to this section (section 4091A).

.15 The tim ing differences of revenue and expense 
transactions entering into the determination of pretax ac
counting income create problems in the measurement of 
income tax expense fo r a period, since the income taxes 
payable fo r a period are not always determined by the same 
revenue and expense transactions used to determine pretax 
accounting income fo r the period. The amount of income 
taxes determined to be payable fo r a period does not, there
fore, necessarily represent the appropriate income tax ex
pense applicable to transactions recognized fo r financial 
accounting purposes in that period.

.16 Interperiod tax allocation procedures have been 
developed to account fo r the tax effects of transactions 
which involve tim ing differences. Interperiod allocation of 
income taxes results in the recognition of tax effects in the 
same periods in which the related transactions are recog
nized in the determination of pretax accounting income.
Differing Viewpoints

.17 Interpretations of the nature of tim ing differences 
are diverse, w ith  the result that three basic methods of 
interperiod allocation of income taxes have developed and 
been adopted in practice. The three concepts and their ap
plications are described and evaluated in Chapters 2, 3 and 
4 of Accounting Research Study No. 9. A  brie f description 
of each method follows.

.18 Interperiod tax allocation under the deferred 
method is a procedure whereby the tax effects of current
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tim ing differences are deferred currently and allocated to 
income tax expense of future periods when the tim ing d if
ferences reverse. The deferred method emphasizes the tax 
effects of tim ing differences on income of the period in 
which the differences originate. The deferred taxes are de
termined on the basis of the tax rates in  effect at the time 
the tim ing differences originate and are not adjusted fo r 
subsequent changes in  tax rates or to reflect the imposition 
of new taxes. The tax effects of transactions which reduce 
taxes currently payable are treated as deferred credits; the 
tax effects of transactions which increase taxes currently 
payable are treated as deferred charges. Amortization of 
these deferred taxes to income tax expense in  future periods 
is based upon the nature of the transactions producing the 
tax effects and upon the manner in which these transactions 
enter into the determination of pretax accounting income in 
relation to taxable income.

.19 Interperiod tax allocation under the liab ility  
method is a procedure whereby the income taxes expected 
to be paid on pretax accounting income are accrued cur
rently. The taxes on components of pretax accounting in 
come may be computed at different rates, depending upon 
the period in which the components were, or are expected 
to be, included in  taxable income. The differences between 
income tax expense and income taxes payable in the pe
riods in which the tim ing differences originate are either 
liabilities fo r taxes payable in the future or assets fo r pre
paid taxes. The estimated amounts of future tax liabilities 
and prepaid taxes are computed at the tax rates expected 
to be in effect in  the periods in which the tim ing differences 
reverse. Under the liab ility  method the in itia l computa
tions are considered to be tentative and are subject to future 
adjustment i f  tax rates change or new taxes are imposed.

.20 Interperiod tax allocation under the net of tax 
method is a procedure whereby the tax effects (determined 
by either the deferred or liab ility  methods) of tim ing d if
ferences are recognized in the valuation of assets and l i 
abilities and the related revenues and expenses. The tax 
effects are applied to reduce specific assets or liabilities on 
the basis that tax deductibility or taxability are factors in  
their valuation.
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.21 In  addition to the different methods of applying 
interperiod tax allocation, differing views exist as to the 
extent to which interperiod tax allocation should be ap
plied in  practice.

.22 Some transactions result in  differences between 
pretax accounting income and taxable income which are 
permanent 9 because under applicable tax laws and regula
tions the current differences w ill not be offset by corre
sponding differences in  later periods. Other transactions, 
however, result in differences between pretax accounting in 
come and taxable income which reverse or turn around in 
later periods; these differences are classified broadly as 
tim ing differences. The tax effects of certain tim ing d if
ferences often are offset in the reversal or turnaround 
period by the tax effects of similar differences originating 
in  that period. Some view these differences as essentially 
the same as permanent differences because, in  effect, the 
periods of reversal are indefinitely postponed. Others be
lieve that differences which originate in  a period and 
differences which reverse in the same period are distinguish
able phases of separate tim ing differences and should he 
considered separately.

.23 In  determining the accounting recognition of the 
tax effects of tim ing differences, the firs t question is 
whether there should be any tax allocation. One view 
holds that interperiod tax allocation is never appropriate. 
Under this concept, income tax expense of a period equals 
income taxes payable fo r that period. This concept is based 
on the presumption that income tax expense of a period 
should be measured by the amount determined to he pay
able fo r that period by applying the laws and regulations 
of the governmental unit, and that the amount requires 
no adjustment or allocation. This concept has not been 
used widely in  practice and is not supported presently 
to any significant extent.

.24 The predominant view holds that interperiod tax 
allocation is appropriate. However, two alternative con
cepts exist as to the extent to which i t  should be applied: 
partia l allocation and comprehensive allocation. •

9 See paragraph .32. 
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Partial A llocation

.25 Under partial allocation the general presumption 
is that income tax expense of a period fo r financial ac
counting purposes should be the tax payable fo r the 
period. Holders of this view believe that when recurring 
differences between taxable income and pretax accounting 
income give rise to an indefinite postponement of an amount 
of tax payments or to continuing tax reductions, tax alloca
tion is not required fo r these differences. They believe 
that amounts not reasonably expected to be payable to, 
or recoverable from, a government as taxes should not 
affect net income. They point out in  particular that the 
application of tax allocation procedures to tax payments or 
recoveries which are postponed indefinitely involves con
tingencies which are at best remote and thus, in  their 
opinion, may result in  an overstatement or understate
ment of expenses w ith  consequent effects on net income.
An example of a recurring difference not requiring tax 
allocation under this view is the difference that arises when 
a company having a relatively stable or growing invest
ment in depreciable assets uses straight-line depreciation 
in  determining pretax accounting income but an accelerated 
method in determining taxable income. I f  tax allocation 
is applied by a company w ith  large capital investments 
coupled w ith  growth in  depreciable assets (accentuated 
in  periods of inflation) the resulting understatement of 
net income from using tax allocation is magnified.

.26 Holders of the view expressed in  paragraph .25 
believe that the only exceptions to the general presumption 
stated therein should be those instances in  which specific 
nonrecurring differences between taxable income and pre
tax accounting income would lead to a material misstate
ment of income tax expense and net income. I f  such 
nonrecurring differences occur, income tax expense of a 
period fo r financial accounting purposes should be increased 
(or decreased) by income tax on differences between taxable 
income and pretax accounting income provided the amount 
of the increase (or decrease) can be reasonably expected 
to be paid as income tax (or recovered as a reduction of in 
come taxes) w ith in  a relatively short period not exceeding, 
say, five years. An example would be an isolated install-
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ment sale of a productive fac ility  in  which the gross profit 
is reported fo r financial accounting purposes at the date 
of sale and fo r tax purposes when later collected. Thus, 
tax allocation is applicable only when the amounts are 
reasonably certain to affect the flow of resources used 
to pay taxes in  the near future.

.27 Holders of this view state that comprehensive 
tax allocation, as opposed to partia l allocation, relies on 
the so-called “ revolving”  account approach which seems 
to suggest that there is a s im ilarity between deferred tax 
accruals and other balance sheet items, like  accounts pay
able, where the individual items w ith in  an account turn 
over regularly although the account balance remains con
stant or grows. For these other items, the turnover reflects 
actual, specific transactions—goods are received, liabilities 
are recorded and payments are subsequently made. For 
deferred tax accruals on the other hand, no such transac
tions occur—the amounts are not owed to anyone; there 
is no specific date on which they become payable, i f  ever; 
and the amounts are at best vague estimates depending on 
future tax rates and many other uncertain factors. Those 
who favor partia l allocation suggest that accounting deals 
w ith  actual events, and that those who would depart from 
the fact of the t ax payment should show that the modi
fication w ill increase the usefulness of the reports to man
agement, investors or other users. To do th is requires a 
demonstration that the current lower (or higher) tax pay
ments w ill result in  higher (or lower) cash outflows fo r taxes 
w ith in  a span of time that is of significant interest to 
readers of the financial statements.

Comprehensive A llocation

.28 Under comprehensive allocation, income tax ex
pense fo r a period includes the tax effects of transactions 
entering into the determination of pretax accounting in 
come fo r the period even though some transactions may 
affect the determination of taxes payable in  a different 
period. This view recognizes that the amount of income 
taxes payable fo r a given period does not necessarily mea
sure the appropriate income tax expense related to trans
actions fo r that period. Under th is view, income tax 
expense encompasses any accrual, deferral or estimation 
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necessary to adjust the amount of income taxes payable 
fo r the period to measure the tax effects of those trans
actions included in  pretax accounting income fo r that 
period. Those supporting comprehensive allocation be
lieve that the tax effects of in itia l tim ing differences 
should be recognized and that the tax effects should be 
matched w ith  or allocated to those periods in  which the 
in itia l differences reverse. The fact that when the in itia l 
differences reverse other in itia l differences may offset any 
effect on the amount of taxable income does not, in  their 
opinion, nu llify  the fact of the reversal. The offsetting 
relationships do not mean that the tax effects of the differ
ences cannot be recognized and measured. Those support
ing comprehensive allocation state that the makeup of the 
balances of certain deferred tax amounts “ revolve”  as 
the related differences reverse and are replaced by similar 
differences. These in it ia l differences do reverse, and the 
tax effects thereof can be identified as readily as can those 
of other tim ing differences. W hile new differences may 
have an offsetting effect, this does not alter the fact of the 
reversal; w ithout the reversal there would be different tax 
consequences. Accounting principles cannot be predicated 
on reliance that offsets w ill continue. Those supporting 
comprehensive allocation conclude that the fact that the 
tax effects of two transactions happen to go in  opposite 
directions does not invalidate the necessity of recognizing 
separately the tax effects of the transactions as they occur.

.29 Under comprehensive allocation, material tax 
effects are given recognition in  the determination of income 
tax expense, and the tax effects are related to the periods 
in  which the transactions enter into the determination of 
pretax accounting income. The tax effects so determined are 
allocated to the future periods in which the differences 
between pretax accounting income and taxable income 
reverse. Those supporting this view believe that compre
hensive allocation is necessary in  order to associate the 
tax effects w ith  the related transactions. Only by the timely 
recognition of such tax effects is i t  possible to associate 
the tax effects of transactions w ith  those transactions as 
they enter in to  the determination of net income. The need 
exists to recognize the tax effects of in it ia l differences 
because only by doing so w ill the income tax expense in
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the periods of in itia l differences include the tax effects of 
transactions of those periods.

.30 Those who support comprehensive allocation be
lieve that the partia l allocation concept in stressing cash 
outlays represents a departure from the accrual basis of 
accounting. Comprehensive allocation, in  their view, re
sults in  a more thorough and consistent association in  the 
matching of revenues and expenses, one of the basic 
processes of income determination.

.31 These differences in  viewpoint become most sig
nificant w ith  respect to the tax effects of transactions of a 
recurring nature—fo r example, depreciation of machinery 
and equipment using the straight-line method fo r financial 
accounting purposes and an accelerated method fo r income 
tax purposes. Under partia l allocation the tax effects of 
these tim ing differences would not be recognized under 
many circumstances; under comprehensive allocation the 
tax effects would be recognized beginning in the periods of 
the in itia l tim ing differences. Under partia l allocation, 
the tax effects of these tim ing differences would not be 
recognized so long as i t  is assumed that sim ilar tim ing 
differences would arise in  the future creating tax effects 
at least equal to the reversing tax effects of the previous 
tim ing differences. Thus, under partia l allocation, so long 
as the amount of deferred taxes is estimated to remain 
fixed or to increase, no need exists to recognize the tax 
effects of the in itia l differences because they probably w ill 
not “ reverse’ ’ in  the foreseeable future. Under compre
hensive allocation tax effects are recognized as they occur.

Permanent Differences

.32 Some differences between taxable income and pre
tax accounting income are generally referred to as perma
nent differences. Permanent differences arise from statutory 
provisions under which specified revenues are exempt from 
taxation and specified expenses are not allowable as deduc
tions in determining taxable income. (Examples are interest 
received on municipal obligations and premiums paid on 
officers’ l ife insurance.) Other permanent differences arise 
from items entering into the determination of taxable in 
come which are not components of pretax accounting income
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in  any period. (Examples are the special deduction for 
certain dividends received and the excess of statutory deple
tion over cost depletion.)

Opinion
.33 The Board has considered the various concepts 

of accounting fo r income taxes and has concluded that 
comprehensive interperiod tax allocation is an integral part 
of the determination of income tax expense. Therefore, 
income tax expense should include the tax effects of reve
nue and expense transactions included in  the determination 
of pretax accounting income. The tax effects of those 
transactions which enter into the determination of pre
tax accounting income either earlier or later than they be
come determinants of taxable income should be recognized 
in  the periods in  which the differences between pretax 
accounting income and taxable income arise and in  the 
periods in  which the differences reverse. Since permanent 
differences do not affect other periods, interperiod tax allo
cation is not appropriate to account fo r such differences.

.34 The Board has concluded that the deferred meth
od 10 of tax allocation should be followed since i t  provides 
the most useful and practical approach to interperiod tax 
allocation and the presentation of income taxes in  financial 
statements.

.35 The tax effect of a tim ing difference should be 
measured by the differential between income taxes com
puted w ith  and w ithout inclusion of the transaction creating 
the difference between taxable income and pretax account
ing income. The resulting income tax expense fo r the period 
includes the tax effects of transactions entering into the 
determination of results of operations fo r the period. The 
resulting deferred tax amounts reflect the tax effects which 
w ill reverse in future periods. The measurement of income 
tax expense becomes thereby a consistent and integral part 
of the process of matching revenues and expenses in  the 
determination of results of operations.

.36 In  computing the tax effects referred to in  para
graph .35 tim ing differences may be considered individually 
or sim ilar tim ing differences may be grouped. The net

10 See paragraph .18.
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change in deferred taxes for a period fo r a group of similar 
tim ing differences may be determined on the basis of either
(a) a combination of amounts representing the tax effects 
arising from tim ing differences originating in  the period 
at the current tax rates and reversals of tax effects arising 
from tim ing differences originating in  p rio r periods at the 
applicable tax rates reflected in  the accounts as of the be
ginning of the period; or (b) i f  the applicable deferred 
taxes have been provided in  accordance w ith  this section 
on the cumulative tim ing differences as of the beginning 
of the period, the amount representing the tax effects at 
the current tax rates of the net change during the period 
in  the cumulative tim ing differences. I f  tim ing differences 
are considered individually, or i f  sim ilar tim ing differences 
are grouped, no recognition should be given to the reversal 
of tax effects arising from tim ing differences originating 
prior to the effective date of this section unless the appli
cable deferred taxes have been provided for in  accordance 
w ith  this section, either during the periods in which the 
tim ing differences originated or, retroactively, as of the 
effective date of this section. The method or methods 
adopted should be consistently applied.

Special Areas Requiring Further Study

[.37] [Superseded, effective fo r fiscal periods begin
ning after December 31, 1971 by APB Opinion No. 23.] 
(See section 4095.)

[.38] [Superseded, effective fo r fiscal periods begin
ning after December 31, 1971 by APB Opinion No. 23.] 
(See section 4095.)

[.39] [Superseded, effective for financial statements 
issued on or after December 1, 1975, by FASB Statement 
No. 9.] (See section 4097.)

[.40] [Superseded, effective for fiscal periods begin
ning after December 31, 1971 by APB Opinion No. 23.] 
(See section 4095.)

OPERATING LOSSES
Discussion

.41 An operating loss arises when, in  the determina
tion of taxable income, deductions exceed revenues. Under
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applicable tax laws and regulations, operating losses of a 
period may be carried backward or forward fo r a definite 
period of time to be applied as a reduction in  computing 
taxable income, i f  any, in  those periods. When an operat
ing loss is so applied, pretax accounting income and tax
able income (after deducting the operating loss carryback 
or carryforward) w ill d iffer fo r the period to which the 
loss is applied.

.42 I f  operating losses are carried backward to earlier 
periods under provisions of the tax law, the tax effects of 
the loss carrybacks are included in the results of operations 
of the loss period, since realization is assured. I f  operating 
losses are carried forward under provisions of the tax law, 
the tax effects usually are not recognized in  the accounts 
u n til the periods of realization, since realization of the 
benefits of the loss carryforwards generally is not assured 
in  the loss periods. The only exception to that practice 
occurs in  unusual circumstances when realization is as
sured beyond any reasonable doubt in  the loss periods. 
Under an alternative view, however, the tax effects of loss 
carryforwards would be recognized in  the loss periods 
unless specific reasons exist to question the ir realization.

Opinion

.43 The tax effects of any realizable loss carrybacks 
should be recognized in  the determination of net income 
(loss) of the loss periods. The tax loss gives rise to a refund 
(or claim fo r refund) of past taxes, which is both measur
able and currently realizable; therefore the tax effect of
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the loss is properly recognizable in  the determination of net 
income (loss) fo r the loss period. Appropriate adjustments 
of existing net deferred tax credits may also be necessary 
in  the loss period.

.44 The tax effects of loss carryforwards also relate 
to the determination of net income (loss) of the loss periods. 
However, a significant question generally exists as to 
realization of the tax effects of the carryforwards, since 
realization is dependent upon future taxable income. Ac
cordingly, the Board has concluded that the tax benefits of 
loss carryforwards should not be recognized un til they are 
actually realized, except in unusual circumstances when re
alization is assured beyond any reasonable doubt at the 
time the loss carryforwards arise. When the tax benefits 
of loss carryforwards are not recognized un til realized in 
fu ll or in  part in subsequent periods, the tax benefits should 
be reported in the results of operations of those periods as 
extraordinary items.11

.45 In  those rare cases in which realization of the tax 
benefits of loss carryforwards is assured beyond any rea
sonable doubt, the potential benefits should be associated 
w ith the periods of loss and should be recognized in the 
determination of results of operations fo r those periods. 
Realization is considered to be assured beyond any reason
able doubt when conditions such as those set fo rth  in para
graph .46 are present. (Also see paragraph .47.) The 
amount of the asset (and the tax effect on results of op
erations) recognized in the loss period should be computed 
a t the rates expected 11 12 to be in effect at the time of realiza
tion. I f  the applicable tax rates change from  those used to 
measure the tax effect at the time of recognition, the effect 
of the rate change should be accounted fo r in  the period of 
the change as an adjustment of the asset account and of 
income tax expense. * 13

11 See section 2012.07, Reporting the Results o f Operations.
12 The rates referred to here are those rates which, at the time the loss 

carry forward benefit is recognized for financial accounting purposes, have 
been enacted to apply to appropriate future periods.
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.46 Realization of the tax benefit of a loss carry
forward  would appear to be assured beyond any reasonable 
doubt when both of the following conditions exist: (a) the 
loss results from  an identifiable, isolated and nonrecurring 
cause and the company either has been continuously profit
able over a long period or has suffered occasional losses 
which were more than offset by taxable income in subse
quent years, and (b) future taxable income is v irtua lly  
certain to be large enough to offset the loss carryforward  
and w ill occur soon enough to provide realization during 
the carryforward  period.

.47 Net deferred tax credits arising from  tim ing d if
ferences may exist at the time loss carryforwards arise. 
In  the usual case when the tax effect of a loss carryforward  
is not recognized in  the loss period, adjustments of the 
existing net deferred tax credits may be necessary in  that 
period or in  subsequent periods. In  this situation net 
deferred tax credits should be eliminated to the extent of 
the lower of (a) the tax effect of the loss carryforward, 
or (b) the amortization of the net deferred tax credits that 
would otherwise have occurred during the carryforward  
period. I f  the loss carryforward  is realized in  whole or in  
part in periods subsequent to the loss period, the amounts 
eliminated from  the deferred tax credit accounts should 
be reinstated (at the then current tax rates) on a cumula
tive basis as, and to the extent that, the tax benefit of the 
loss carryforward  is realized. In  the unusual situation in  
which the tax effect of a loss carryforward  is recognized 
as an asset in the loss year,13 the deferred tax credit ac
counts would be amortized in  future periods as indicated 
in paragraph .18.

.48 The tax effects of loss carryforwards of purchased 
subsidiaries ( i f  not recognized by the subsidiary p rio r to 
purchase) should be recognized as assets at the date of 
purchase only i f  realization is assured beyond any reason
able doubt. Otherwise they should be recognized only when 
the tax benefits are actually realized and should be re-

13 See paragraph .45.
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corded as retroactive adjustments14 of the purchase trans
actions and treated in accordance w ith the procedures
described in section 1091.88. Retroactive adjustments of results 
of operations for the periods subsequent to purchase m ay also be 
necessary if the balance sheet items affected have been subject 
to amortization in those periods.

.49 Tax effects of loss carryforwards arising p rio r to 
a quasi-reorganization (including fo r this purpose the ap
plication of a deficit in  retained earnings to contributed 
capital) should, i f  not previously recognized, he recorded 
as assets at the date of the quasi-reorganization only i f  
realization is assured beyond any reasonable doubt. I f  
not previously recognized and the benefits are actually 
realized at a later date, the tax effects should be added 
to contributed capital because the benefits are attributable 
to the loss periods p rio r to the quasi-reorganization.

TAX ALLOCATION WITHIN A PERIOD
Discussion

.50 The need fo r tax allocation w ith in a period arises 
because items included in  the determination of taxable in 
come may be presented fo r accounting purposes as (a) 
extraordinary items, (b) adjustments of p rio r periods (or 
of the opening balance of retained earnings) or (c) as 
direct entries to other stockholders’ equity accounts.

Opinion
.51 The Board has concluded that tax allocation 

w ithin a period should be applied to obtain an appropriate 
relationship between income tax expense and (a) income 
before extraordinary items, (b) extraordinary items, (c) 
adjustments of p rio r periods (or of the opening balance 
of retained earnings) and (d) direct entries to other stock
holders’ equity accounts. The income tax expense a ttrib 
utable to income before extraordinary items is computed 
by determining the income tax expense related to revenue 
and expense transactions entering into the determination 
of such income, without giving effect to the tax conse
quences of the items excluded from  the determination of 
income before extraordinary items. The income tax ex-

14 See section 2010, Reporting the Results o f Operations.
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pense attributable to other items is determined by the tax 
consequences of transactions involving these items. I f  an 
operating loss exists before extraordinary items, the tax 
consequences of such loss should be associated w ith  the loss.

OTHER UNUSED DEDUCTIONS AND CREDITS
Opinion

.52 The conclusions of this section, including par
ticu larly the matters discussed in  paragraphs .41-.49 on 
tax reductions resulting from  operating losses, also apply 
to other unused deductions and credits fo r tax purposes 
that may be carried backward or forward in  determining 
taxable income (fo r example, capital losses, contribution 
carryovers, and foreign tax credits).

FINANCIAL REPORTING
Discussion
Balance Sheet

.53 Interperiod tax allocation procedures result in  the 
recognition of several deferred tax accounts. Classification 
of deferred taxes in the balance sheet has varied in practice, 
w ith  the accounts reported, alternatively, as fo llows:

a. Separate current and noncurrent amounts. In  this 
form  of presentation a ll balance sheet accounts re
sulting from  income tax allocation are classified 
into four separate categories—current assets, non- 
current assets, current liabilities and noncurrent 
liabilities.

b. Net current and net noncurrent amounts. In  this 
form  of presentation a ll balance sheet accounts 
resulting from  income tax allocation are classified 
into two categories—net current amount and net 
noncurrent amount.

c. Single amount. In  this form  of presentation a ll 
balance sheet accounts resulting from  income tax 
allocation are combined in  a single amount.

d. Net of tax presentation. Under this approach each 
balance sheet tax allocation account (or portions 
thereof) is reported as an offset to, or a valuation 
of, the asset or lia b ility  that gave rise to the tax 
effect. Net of tax presentation is an extension of a 
valuation concept and treats the tax effects as valu
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ation adjustments of the related assets and lia 
bilities.

In c o m e  Statement
.54 Interperiod tax allocation procedures result in 

income tax expense generally different from the amount of 
income tax payable fo r a period. Three alternative ap
proaches have developed fo r reporting income tax expense:

a. Combined amount. In  this presentation income tax 
expense fo r the period is reported as a single 
amount, a fter adjustment of the amount of income 
taxes payable fo r the period fo r the tax effects 
of those transactions which had different effects 
on pretax accounting income and on taxable income.
This form of presentation emphasizes that income 
tax expense fo r the period is related to those trans
actions entering into the determination of pretax 
accounting income.

b. Combined amount plus disclosure (or two or more 
separate amounts). In  this presentation the amount 
of income taxes reported on the tax return is con
sidered significant additional information fo r users 
of financial statements. The amount o f taxes pay
able (or the effect of tax allocation fo r the period) 
is, therefore, disclosed parenthetically or in a note 
to the financial statements. Alternatively, income 
tax expense may be disclosed in the income state
ment by presenting separate amounts—the taxes 
payable and the effects of tax allocation.

c. “ Net of tax”  presentation. Under the “ net of 
ta x ”  concept the tax effects recognized under inter
period tax allocation are considered to be valuation 
adjustments to the assets or liabilities giving rise 
to the adjustments. For example, depreciation de
ducted fo r tax purposes in excess of that recog
nized fo r financial accounting purposes is held to 
reduce the future u tility  of the related asset be
cause of a loss of a portion of future tax deducti
b ility . Thus, depreciation expense, rather than 
income tax expense, is adjusted fo r the tax effect 
of the difference between the depreciation amount 
used in the determination of taxable income and
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that used in the determination of pretax accounting 
income.

Opinion
Balance Sheet

.55 Balance sheet accounts related to tax allocation 
are of two types:

a. Deferred charges and deferred credits relating to 
tim ing differences; and

b. Refunds of past taxes or offsets to future taxes 
arising from the recognition of tax effects of carry
backs and carryforwards of operating losses and 
similar items.

.56 Deferred charges and deferred credits relating to 
tim ing differences represent the cumulative recognition 
given to their tax effects and as such do not represent re
ceivables or payables in  the usual sense. They should be 
classified in two categories—one for the net current amount 
and the other fo r the net noncurrent amount. This pres
entation is consistent w ith  the customary distinction be
tween current and noncurrent categories and also recognizes 
the close relationship among the various deferred tax ac
counts, all of which bear on the determination of income 
tax expense. The current portions of such deferred charges 
and credits should be those amounts which relate to assets 
and liab ilities classified as current. Thus, i f  installment 
receivables are a current asset, the deferred credits repre
senting the tax effects of uncollected installment sales 
should be a current item; i f  an estimated provision fo r 
warranties is a current liab ility , the deferred charge repre
senting the tax effect of such provision should be a current 
item.

.57 Refunds of past taxes or offsets to future taxes 
arising from recognition of the tax effects of operating loss 
carrybacks or carryforwards should be classified either as 
current or noncurrent. The current portion should be de
termined by the extent to which realization is expected to 
occur during the current operating cycle as defined in 
section 2031.

.58 Deferred taxes represent tax effects recognized in  
the determination of income tax expense in current and
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prio r periods, and they should, therefore, be excluded from 
retained earnings or from any other account in  the stock
holders’ equity section of the balance sheet.

Income Statement
.59 In  reporting the results of operations the com

ponents of income tax expense fo r the period should be 
disclosed, fo r example:

a. Taxes estimated to be payable
b. Tax effects of tim ing differences
c. Tax effects of operating losses.

These amounts should be allocated to (a) income before 
extraordinary items and (b) extraordinary items and may 
be presented as separate items in  the income statement or, 
alternatively, as combined amounts w ith  disclosure of the 
components parenthetically or in  a note to the financial 
statements.

.60 When the tax benefit o f an operating loss carry
forward  is realized in fu ll or in  part in  a subsequent period, 
and has not been previously recognized in  the loss period, 
the tax benefit should be reported as an extraordinary 
item 15 in the results of operations of the period in  which 
realized.

.61 Tax effects attributable to adjustments of prior 
periods (or of the opening balance of retained earnings) 
and direct entries to other stockholders’ equity accounts 
should be presented as adjustments of such items w ith  dis
closure of the amounts of the tax effects.15
G e n e r a l

.62 Certain other disclosures should be made in  addi
tion to those set forth  in  paragraphs .55-.61:

a. Amounts of any operating loss carryforwards not 
recognized in  the loss period, together w ith  expira
tion dates (indicating separately amounts which, 
upon recognition, would be credited to deferred tax 
accounts);

b. Significant amounts of any other unused deductions 
or credits, together w ith  expiration dates; and

c. Reasons fo r significant variations in the customary 
relationships between income tax expense and pre-

15 See section 2012.07, Reporting the Results o f Operations.
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tax accounting income, i f  they are not otherwise 
apparent from the financial statements or from the 
nature of the en tity ’s business.

The Board recommends that the nature of significant d if
ferences between pretax accounting income and taxable 
income be disclosed.

.63 The “ net of tax”  form of presentation of the tax 
effects of tim ing differences should not be used fo r financial 
reporting. The tax effects of transactions entering into the 
determination of pretax accounting income fo r one period 
but affecting the determination of taxable income in a d if
ferent period should be reported in  the income statement 
as elements of income tax expense and in the balance sheet 
as deferred taxes and not as elements of valuation of assets 
or liabilities.

EFFECTIVE DATE
.64 This section shall be effective for all fiscal periods 

that begin after December 31, 1967. However, the Board 
encourages earlier application of the provisions of this 
section.

.65 Accordingly, the tax allocation procedures set 
forth  in  th is section should be applied to tim ing differences 
occurring after the effective date. (See paragraph .36 for 
treatment of tim ing differences originating prior to the 
effective date.) Balance sheet accounts which arose from 
interperiod tax allocation and accounts stated on a net 
of tax basis prior to the effective date of this section 
should be presented in the manner set forth  in  this section.

.66 The Board recognizes that companies may apply 
this section retroactively to periods p rio r to the effective 
date to obtain comparability in financial presentations fo r 
the current and future periods. I f  the procedures are ap
plied retroactively, they should be applied to all material 
items of those periods insofar as the recognition of prior 
period tax effects of tim ing differences, operating losses 
and other deductions or credits is concerned. Any adjust
ments made to give retroactive effect to the conclusions 
stated in this section should be considered adjustments 
of prior periods and treated accordingly.16

  T he  n e x t page is  8831.  

16 See section 2010, Reporting the Results of Operations.
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AC Section 4091A
Accounting for Income Taxes—
Appendix A

EXAMPLES OF TIMING DIFFERENCES
.01 The fo llow ing examples of tim ing  differences are 

taken from  Accounting Research Study No. 9, Interperiod  
Allocation of Corporate Income Taxes, by Homer A. Black, 
pages 8-10. They are furnished fo r illu s tra tive  purposes 
only w ithout im plying approval by the Board of the ac
counting practices described.

.02 (A ) Revenues or gains are taxed after accrued
fo r accounting purposes:

Profits on installm ent sales are recorded 
in  accounts a t date of sale and reported 
in  tax returns when later collected.
Revenues on long-term contracts are re
corded in  accounts on percentage-of-com
pletion basis and reported in  tax returns 
on a completed-contract basis.
Revenue from  leasing activ ities is re
corded in  a lessor’s accounts based on the 
financing method of accounting and ex
ceeds rent less depreciation reported in  
tax returns in  the early years of a lease.
Earnings of foreign subsidiary compa
nies are recognized in  accounts currently  
and included in  tax returns when later 
rem itted.

.03 (B ) Expenses or losses are deducted fo r tax pur
poses after accrued fo r accounting purposes:

Estimated costs of guarantees and prod
uct w arranty contracts are recorded in  
accounts at date of sale and deducted in  
tax returns when later paid.
Expenses fo r deferred compensation, 
profit-sharing, bonuses, and vacation
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and severance pay are recorded in  ac
counts when accrued fo r the applicable 
period and deducted in  tax returns when 
la te r paid.
Expenses fo r pension costs are recorded 
in  accounts when accrued fo r the appli
cable period and deducted in  tax returns 
fo r la te r periods when contributed to the 
pension plan.
Current expenses fo r self-insurance are 
recorded in  accounts based on consistent 
computations fo r the plan and deducted 
in  tax returns when losses are la ter 
incurred.
Estimated losses on inventories and pur
chase commitments are recorded in  ac
counts when reasonably anticipated and 
deducted in  tax returns when later 
realized.
Estimated losses on disposal of fac ilities  
and discontinuing or relocating opera
tions are recorded in  accounts when an
ticipated and determinable and deducted 
in  tax returns when losses or costs are 
la ter incurred.
Estimated expenses of settling pending 
lawsuits and claims are recorded in  ac
counts when reasonably ascertainable 
and deducted in  tax returns when later 
paid.
Provisions fo r m ajor repairs and main
tenance are accrued in  accounts on a 
systematic basis and deducted in  tax re
turns when later paid.
Depreciation recorded in  accounts ex
ceeds tha t deducted in  tax returns in  
early years because of:

accelerated method of computation
fo r accounting purposes
shorter lives fo r accounting purposes
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Organization costs are w ritten  o ff in  ac
counts as incurred and amortized in  tax  
returns.

.04 (C) R e v e n u e s  o r  g a in s  a re  ta x e d  b e fo re  a c c ru e d  
f o r  a c c o u n t in g  p u rp o s e s :

Rent and royalties are taxed when col
lected and deferred in  accounts to later 
periods when earned.
Fees, dues, and service contracts are 
taxed when collected and deferred in  ac
counts to la ter periods when earned.
Profits on intercompany transactions are 
taxed when reported in  separate returns, 
and those on assets remaining w ith in  the 
group are elim inated in  consolidated fi
nancial statements.
Gains on sales of property leased back 
are taxed a t date o f sale and deferred in  
accounts and amortized during the term  
of lease.
Proceeds of sales o f o il payments or ore 
payments are taxed a t date of sale and 
deferred in  accounts and recorded as rev
enue when produced.

.05 ( D )  E x p e n s e s  o r  lo sse s  a re  d e d u c te d  f o r  t a x  p u r 
p o s e s  b e fo re  a c c ru e d  f o r  a c c o u n t in g  p u rp o s e s :

Depreciation deducted in  tax returns ex
ceeds tha t recorded in  accounts in  early 
years because of:

accelerated method o f computation 
fo r tax purposes
shorter guideline lives fo r tax pur
poses
am ortization of emergency fac ilities  
under certificates o f necessity

Unamortized discount, issue cost and re
demption premium on bonds refunded 
are deducted in  tax returns and deferred 
and amortized in  accounts.

Income Taxes—Appendix A
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A C  S 4091A.05

Research and developments costs are de
ducted in  tax returns when incurred and 
deferred and amortized in  accounts.
In terest and taxes during construction 
are deducted in  tax returns when incur
red and included in  the cost o f assets 
in  accounts.
Preoperating expenses are deducted in  
tax returns when incurred and deferred 
and amortized in  accounts.

The next page is  8841.
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AC Section 4091-1
Applicab ility  o f Indefin ite Reversal 
Criteria to Timing Differences: An 
In terpretation o f Sections 
4091 and 4095
[Source: FASB Interpretation No. 2 2 .]

A p r il 1978

INTRODUCTION AND BACKGROUND INFORMATION

.01 The FASB has been asked to c larify whether the indefinite 
reversal criteria described in APB Opinion No. 23 [section 
4095], “ Accounting for Income Taxes—Special Areas," are 
applicable beyond the four special areas addressed by that 
Opinion, for example, in connection w ith  the costs of railroad 
gradings and tunnel bores that are reported differently for 
financial statement purposes and income tax purposes.

.02 Paragraph 13 of APB Opinion No. 11 [section 4091.12], 
“ Accounting for Income Taxes,”  defines differences between 
taxable income and pretax accounting income as either tim ing 
differences or permanent differences and provides criteria for 
distinguishing between the differences. T im ing differences are 
“ differences between the periods in which transactions affect 
taxable income and the periods in which they enter into the 
determination of pretax accounting income. T im ing differ
ences originate in one period and reverse or ‘turn around’ in 
one or more subsequent periods.”  Permanent differences are 
“ differences between taxable income and pretax accounting 
income arising from transactions that, under applicable tax 
laws and regulations, w ill not be offset by corresponding differ
ences or ‘turn around’ in other periods.”  Opinion No. 11 [sec
tion 4091] recognizes five special areas w ith unique aspects in 
which reversal of the tax consequences of some tim ing differ
ences may be indefinite and defers any conclusion as to whether 
interperiod tax allocation should be required in those areas. 
The five special areas are:
a. Undistributed earnings of subsidiaries.
b. Intangible development costs in the oil and gas industry.
c. “ General reserves”  of stock savings and loan associations.
d. Amounts designated as “ policyholders’ surplus”  by stock 

life insurance companies.
e. Deposits in statutory reserve funds by United States steam

ship companies.
A IC P A  Professional Standards A C  §  4091-1.02
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Except for those special areas, Opinion No. 11 [section 4091] 
requires interperiod income tax allocation under the compre
hensive allocation view adopted in the Opinion for tim ing 
differences.
.03 APB Opinion No. 23 [section 4095] addresses three of the 
special areas identified in APB Opinion No. 11 [section 4091]: 
undistributed earnings of subsidiaries,1 “ general reserves” of 
stock savings and loan associations, and amounts designated 
as “ policyholders’ surplus”  by stock life insurance companies 
and also addresses undistributed earnings of corporate jo in t 
ventures. Opinion No. 23 [section 4095] concludes that because 
of special provisions of the United States Internal Revenue 
Code that are unique to the four special areas addressed, an 
enterprise might postpone indefinitely the payment of income 
taxes on certain differences between pretax accounting income 
and taxable income that would otherwise require tax allocation 
for financial reporting purposes. The Opinion further indi
cates that an enterprise must take specific action for income 
tax purposes before taxes on those tim ing differences become 
payable and the taxes may never become payable unless the 
enterprise takes those actions. However, if  circumstances indi
cate that the enterprise is like ly to pay taxes on those differ
ences, either currently or in later years because of known or 
expected actions, income taxes should be accrued as tax 
expense of the current period. Further, the Opinion indicates 
that there is a presumption that interperiod income tax alloca
tion applies to tim ing differences in the four special areas 
addressed even though the presumption may be overcome in 
each case.
.04 Paragraphs 5 and 6 of APB Opinion No. 23 [section 
4095.05-.06] discuss permanent and tim ing differences. Para
graph 6 [section 4095.06] states:

A  tim ing difference arises when the in itia l difference between 
taxable income and pretax accounting income originates in 
one period and predictably reverses or turns around in one 
or more subsequent periods. The reversal of a tim ing differ
ence at some future date is definite and the period of 
reversal is generally predictable w ith in  reasonable limits.
Sometimes, however, reversal of a difference cannot be 
predicted because the events that create the tax conse
quences are controlled by the taxpayer and frequently 
require that the taxpayer take specific action before the 
initial difference reverses.

1 Footnote 2 of Opinion No. 23 [section 4095.09] states that the conclu
sions on undistributed earnings of a subsidiary also apply to the portion 
of the earnings of a Domestic International Sales Corporation (D IS C ) 
that is eligible fo r tax deferral.

A C  § 4091-1.03 Copyright ©  1978, American Ins titu te  of Certified Public Accountants, Inc.



Some have suggested that the discussion of tim ing differences 
in Opinion No. 23 [section 4095] amends the definition of 
tim ing differences in APB Opinion No. 11 [section 4091] (see 
paragraph .02 above).

.05 APB Opinion No. 24 [section 4096], “ Accounting for 
Income Taxes— Investments in Common Stock Accounted for 
by the Equity Method (Other than Subsidiaries and Corporate 
Joint Ventures),”  which was issued concurrently w ith  APB  
Opinion No. 23 [section 4095], requires tax allocation for an 
investor’s equity in the undistributed earnings of an investee 
other than a subsidiary or corporate jo in t venture, both of 
which are addressed by Opinion No. 23 [section 4095].
.06 FASB Statement No. 19 [section 6021], “ Financial Ac
counting and Reporting by O il and Gas Producing Com
panies,”  which supersedes FASB Statement No. 9 [section 
4097], “ Accounting for Income Taxes—O il and Gas Producing 
Companies,”  addresses income tax allocation for intangible 
development costs in the oil and gas industry. Statement No.
19 [section 6021] requires comprehensive interperiod income 
tax allocation by oil and gas producing companies and prohibits 
“ interaction”  of book/tax tim ing differences (see paragraphs 
60-62 and 260-264 of that Statement [sections 6021.060-.062 and 
6021.260-.264]).
.07 This Interpretation does not modify APB Opinion No. 17 
[section 5141], “ Intangible Assets,”  or the A IC P A  Industry 
Audit Guide, “ Audits of Stock Life  Insurance Companies.”
This Interpretation does not apply to deposits in capital con
struction funds or statutory reserve funds by United States 
steamship companies, for which APB Opinions No. 11 [section 
4091] and 23 [section 4095] did not reach a conclusion as to  
whether interperiod tax allocation should be required.
.08 The Addendum to APB Opinion No. 2 [section 6011], 
“ Accounting for the ‘Investment Credit’,”  states that “ differ
ences may arise in the application of generally accepted account
ing principles as between regulated and nonregulated busi
nesses, because of the effect in regulated businesses of the rate
making process”  and discusses the application of generally 
accepted accounting principles to regulated industries. Ac
cordingly, the provisions of the Addendum shall govern the 
application of this Interpretation to those operations of a 
company that are regulated for rate-making purposes on an 
individual-company-cost-of-service basis.
.09 Although APB Opinion No. 23 [section 4095] discusses 
criteria for identifying a special category of tim ing differences

A p p lica b ility  o f Indefin ite  Reversal C rite ria  8843
to  T im ing Differences
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involving indefinite reversal, it  carefully limited the application 
of those criteria to specified transactions and only under certain 
circumstances. The Board believes that Opinion No. 23 [sec
tion 4095] was not intended to establish general criteria appli
cable beyond the specified areas. The Board recognizes that 
the income tax benefits resulting from amortization and depre
ciation of railroad gradings and tunnel bores, and possibly other 
transactions, have characteristics that might be considered 
similar in some respects to the four special areas addressed in 
Opinion No. 23 [section 4095]. However, the Board is engaged 
in other studies which may lead to a comprehensive reexam
ination of tax allocation concepts and believes that it  should 
not reopen the matter of tax allocation at this time or extend 
the range of exceptions to APB Opinion No. 11 [section 4091]. 
Accordingly, the Board reaffirms the applicability of Opinion 
No. 11 [section 4091], which requires comprehensive inter
period tax allocation for tim ing differences unless specifically 
exempted by other APB Opinions or FASB Statements.

INTERPRETATION

.10 APB Opinion No. 23 [section 4095] acknowledges that 
reversal of some tim ing differences cannot be predicted because 
of special provisions in the tax law that allow a taxpayer to 
control the events that control the tax consequences in certain 
areas. Opinion No. 23 [section 4095] does not require inter
period tax allocation for tim ing differences in the four special 
areas addressed in that Opinion except in specified circum
stances, and the indefinite reversal criteria of that Opinion 
apply only to the four special areas addressed. APB Opinion 
No. 11 [section 4091] as amended to date requires interperiod 
tax allocation under the comprehensive allocation view adopted 
in that Opinion except for the four special areas addressed in 
Opinion No. 23 [section 4095] and for the areas described in 
paragraph .07 of this Interpretation.

.11 The income tax benefits resulting from amortization and 
depreciation of railroad gradings and tunnel bores for income 
tax reporting purposes are tim ing differences for which com
prehensive interperiod income tax allocation is required. The 
provisions of APB Opinion No. 23 [section 4095] do not apply 
to those tim ing differences.

EFFECTIVE DATE AND TRANSITION

.12 The provisions of this Interpretation shall be applied 
prospectively for tim ing differences occurring in fiscal years 
beginning after June 15, 1978. T im ing differences that result

A C  § 4091-1.10 Copyright © 1978, American Ins titu te  of Certified Public Accountants, Inc .



from depreciation or amortization reported in fiscal years 
beginning after June 15, 1978, shall be subject to the provisions 
of this Interpretation. Earlier application is encouraged in 
financial statements for fiscal years beginning before June 16,
1978, that have not been previously issued.

.13 I f  early application is adopted in financial reports for 
interim periods of a fiscal year beginning before June 16, 1978, 
previously issued financial information for any interim period$ 
of that fiscal year that precede the period of adoption shall 
be restated to give effect to the provisions of this Interpretation 
and any subsequent presentation of that information shall be 
on the restated basis.

A pp licab ility  o f Inde fin ite  Reversal C rite ria  8845
to  T im ing Differences
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Tax Allocation Accounts—
Discounting
[Source: APB Opinion No. 10, Par. 6 .]

Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated

.01 Accounting Research Study No. 9, Interperiod A l
location of Corporate Income Taxes,1 deals w ith  the a llo 
cation of income taxes among accounting periods when 
revenues and expenses are reported fo r financial accounting 
purposes in  d ifferent periods than they are fo r income tax  
purposes. The Board is  presently g iv ing  attention to  th is  
general subject w ith  a view  to issuing an Opinion on it.2 One 
of the questions now being considered is whether certain 
long-term tax allocation accounts should be determined on 
a discounted basis as recommended in  the Study. Pending 
fu rth e r consideration o f th is  subject and the broader as
pects of discounting as i t  is  related to  financial accounting 
in  general and u n til the Board reaches a conclusion on th is  
subject, i t  is the Board’s opinion that, except fo r applica
tions existing on the exposure date of th is  section (Sep
tember 26 , 1966) w ith  respect to  transactions consummated 
p rio r to  tha t date, deferred taxes should not be accounted 
fo r on a discounted basis.

AC Section 4092

  T he  n e x t page is  8881.  

1 Accounting Research Studies are not statements of this Board or of 
the American Institute of Certified Public Accountants, but are published 
fo r the purpose of stimulating discussion on important accounting issues.

2 A PB  Opinion No. 11 was issued effective fo r fiscal periods beginning 
after December 31, 1967. See section 4091.
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AC Section 4093
New Depreciation Guidelines 
and Rules
[Source: APB Opinion No. 1, as amended.]

Issue date, unless 
otherwise indicated: 
November, 1962

.01 Accounting problems may arise in  connection w ith  
the Depreciation Guidelines and Rules issued by the United  
States Treasury Department In te rna l Revenue Service as 
Revenue Procedure 62-21, effective Ju ly  12, 1962. [A s  
amended, effective fo r fiscal periods beginning a fte r De
cember 31, 1967, by APB Opinion No. 11.]

.02 The service lives suggested in  the Guidelines fo r 
broad classes o f depreciable assets are, in  general, appre
ciably shorter than the ind iv idua l lives given in  B u lle tin  
“ F , ”  which was previously used as a guide in  the determ i
nation o f deductible depreciation fo r income tax purposes. 
The Guidelines purport to  b ring  the live s used fo r income 
tax purposes into  line w ith  the actual experience o f tax
payers, and thereby reduce the areas o f controversy as to 
the amount o f deductible depreciation, but not to provide 
another type o f accelerated depreciation.

.03 F o r the firs t three years, either the new Guideline 
lives, or lives longer than the Guideline lives, may be used 
fo r income tax purposes w ithou t challenge. Lives shorter 
than those found in  the Guidelines may be used i f  they have 
previously been established or are justifiab le as reflecting 
the taxpayer’s existing or intended retirem ent and replace
ment practices. I f  the “ reserve ra tio ”  tests provided in  
the Procedure subsequently indicate tha t the lives used fo r 
income tax purposes are not in  accordance w ith  actual 
retirem ent and replacement practices, the lives may be 
lengthened in  accordance w ith  the “ life  adjustm ent”  tables 
provided in  the Procedure. I f  the adjustment is not suffi
cient to b ring tax and actual lives in to  line, the adjusted 
lives w ill then be replaced by lives determined in  accord
ance w ith  a ll o f the facts and circumstances.

A IC P A  P rofessional Standards A C  § 4093.03
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.0 4  A  ta x p a y e r  s h o u ld  c a r e fu lly  re v ie w  th e  e s tim a te s  
o f  u s e fu l l i f e  o f  d e p re c ia b le  p r o p e r ty  a d o p te d  f o r  f in a n c ia l 
a c c o u n tin g  p u rp o s e s , w ith  th e  o b je c tiv e  o f c o n fo rm in g  th e m  
w ith  G u id e lin e  liv e s  to  th e  e x te n t th a t  th e  la t t e r  f a l l  w ith in  
a  re a s o n a b le  ra n g e  o f  e s tim a te d  u s e fu l liv e s  a p p lic a b le  in  
h is  b u s in e s s .

.05  W ith  e x c e p tio n s  s u c h  a s  th o s e  d is c u s s e d  in  p a ra 
g ra p h s  .06  a n d  .07 , n e t in c o m e  f o r  th e  p e r io d  s h o u ld  n o t 
b e  increased a s  th e  r e s u lt  o f  th e  a d o p tio n  o f  G u id e lin e  liv e s  
f o r  in c o m e  ta x  p u rp o s e s  o n ly . A c c o rd in g ly , w h e re  G u id e lin e  
liv e s  s h o r te r  th a n  th e  liv e s  u s e d  f o r  f in a n c ia l a c c o u n tin g  
p u rp o s e s  a re  a d o p te d  f o r  in c o m e  ta x  p u rp o s e s , p ro v is io n  
f o r  d e fe r re d  in c o m e  ta x e s  s h o u ld  b e  m a d e  in  th e  m a n n e r  
p ro v id e d  b y  s e c tio n  4 0 9 1 . [A s  a m e n d e d  e ffe c tiv e  f o r  fis c a l 
p e r io d s  b e g in n in g  a f te r  D e c e m b e r 31 , 1967 , b y  A P B  O p in 
io n  N o . 1 1 .]

.06  I t  m a y  h a p p e n  th a t  a  c o m p a n y  h a s  u s e d  s h o r te r  
liv e s  f o r  a c c o u n tin g  p u rp o s e s  th a n  f o r  ta x  p u rp o s e s  in  th e  
p a s t, a n d  n o w  fin d s  th a t  th e s e  liv e s  a re  lo n g e r  th a n  th e  n e w  
G u id e lin e  liv e s . I f  th e  liv e s  p re v io u s ly  u s e d  f o r  a c c o u n tin g  
p u rp o s e s  a re  s t i l l  c o n s id e re d  re a s o n a b le , th e y  p re s u m a b ly  
w i l l  b e  c o n tin u e d , b u t G u id e lin e  liv e s  m ig h t b e  a d o p te d  f o r  
ta x  p u rp o s e s . T a x -e ffe c t a c c o u n tin g  s h o u ld  be  in tro d u c e d  
in  th is  ty p e  o f  case  in  c o n fo rm ity  w ith  s e c tio n  4 09 1 . [A s  
a m e n d e d , e ffe c tiv e  f o r  fis c a l p e r io d s  b e g in n in g  a f te r  D e 
c e m b e r 3 1 , 1967, b y  A P B  O p in io n  N o . 1 1 .]

.07  I t  m a y  d e v e lo p  th a t  so m e  re g u la to r y  a u th o r it ie s  
h a v in g  ju r is d ic t io n  o v e r  re g u la te d  b u s in e s s e s  w i l l  p re s c r ib e  
th e  m a n n e r in  w h ic h  th e  ta x  e ffe c t o f  th e  a d o p tio n  o f  G u id e 
lin e  liv e s  f o r  in c o m e  ta x  p u rp o s e s  o n ly  is  to  b e  d e a lt w ith  
f o r  ra te -m a k in g  p u rp o s e s . W h e re  th is  is  d o n e , th e  p r in c i
p le s  s e t fo r t h  in  s e c tio n  4 0 7 4 .0 7 -.0 8  a re  a p p lic a b le .

  T he  n e x t page is  8901.
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AC Section 4094
Accounting for the 
Investment Credit
[Source: APB Opinion Nos. 2  and 4 ,  as amended.]

This is a combination of 
APB Opinion No. 2 , issued 
December, 1962, and APB 
Opinion No. 4 (Amending 
No. 2), issued March, 1964, 
unless otherwise indicated

.01  T h e  In te r n a l R e v e n u e  C od e  o f  1954 , as a m e n d e d , 
p ro v id e s  fo r  a n  “ in v e s tm e n t c r e d it ”  w h ic h , in  g e n e ra l, is  
e q u a l to  a  s p e c ifie d  p e rc e n ta g e  o f  th e  c o s t o f  c e r ta in  d e 
p re c ia b le  a s s e ts  a c q u ire d  a n d  p la c e d  in  s e rv ic e  a f te r  1961.
I t  is  s u b je c t to  c e r ta in  s ta tu to r y  l im ita t io n s  a n d  th e  a m o u n t 
a v a ila b le  in  a n y  one  y e a r  is  u s e d  to  re d u c e  th e  a m o u n t o f  
in c o m e  ta x  p a y a b le  f o r  th a t  y e a r. A n  in v e s tm e n t c r e d it  
o nce  a llo w e d  is  s u b je c t to  re c a p tu re  u n d e r  c e r ta in  c irc u m 
s ta n c e s  s e t fo r t h  in  th e  s ta tu te .

.02  S o m e  d e c is io n  a s  to  th e  n a tu re  o f  th e  in v e s tm e n t 
c re d it ,  i.e ., a s  to  th e  substance o f  i t s  e s s e n tia l c h a ra c te r 
is t ic s ,  i f  n o t in d is p e n s a b le , is  o f  g re a t s ig n ific a n c e  in  a  
d e te rm in a tio n  o f  i t s  a c c o u n tin g  tre a tm e n t.

.03  T h re e  c o n c e p ts  as to  th e  s u b s ta n c e  o f th e  in v e s t
m e n t c r e d it  h a v e  b e e n  c o n s id e re d  b y  th e  B o a rd : ( a )  s u b 
s id y  b y  w a y  o f a  c o n tr ib u t io n  to  c a p ita l;  ( b )  r e d u c tio n  in  
ta x e s  o th e rw is e  a p p lic a b le  to  th e  in c o m e  o f  th e  y e a r  in  
w h ic h  th e  c r e d it  a r is e s ; a n d  ( c )  r e d u c tio n  in  a  c o s t o th e r 
w is e  c h a rg e a b le  in  a  g re a te r  a m o u n t to  fu tu r e  a c c o u n tin g  
p e r io d s .

.0 4  T h e re  is  n o  s ig n if ic a n t d is a g re e m e n t w ith  th e  v ie w  
th a t  th e  in v e s tm e n t c r e d it  is  a  fa c to r  w h ic h  in flu e n c e s  th e  
d e te rm in a tio n  o f n e t in c o m e . T h e  b a s ic  a c c o u n tin g  is s u e  
b e fo re  u s  th e re fo re  is  n o t w h e th e r  th e  in v e s tm e n t c r e d it  
in c re a s e s  n e t in c o m e  b u t, r a th e r ,  th e  a c c o u n tin g  p e r io d (s )  
d u r in g  w h ic h  i t  s h o u ld  be  re fle c te d  in  th e  o p e ra tin g  s ta te 
m e n t. R e s o lu tio n  o f  th e  a c c o u n tin g  is s u e , in  la rg e  p a r t ,  
re s ts  u p o n  th e  a c c o u n tin g  p r in c ip le s  r e la t iv e  to  th e  re a liz a -
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t io n  o f  in c o m e . T h is  is  t r u e  f o r  b o th  re g u la te d  a n d  n o n -  
re g u la te d  c o m p a n ie s . (S e e  p a ra g ra p h  .22  o f th is  s e c tio n .)

.05 Subsidy by way o f a contribution to  capital. T h is  
c o n c e p t, in  o u r  o p in io n , is  th e  le a s t r a t io n a l b e ca u se  i t  ru n s  
c o u n te r  to  th e  c o n c lu s io n  th a t  th e  in v e s tm e n t c r e d it  in 
c re a se s  th e  n e t in c o m e  o f som e  a c c o u n tin g  p e r io d (s ) .

.06 Tax reduction. T h e  a rg u m e n t f o r  th is  c o n c e p t 
e s s e n tia lly  is  th a t  s in c e  th e  in v e s tm e n t c r e d it  is  m a d e  a v a il
a b le  b y  th e  In te r n a l R e v e n u e  C ode  o f  1954 , a s  a m e n d e d , i t  
is  in  s u b s ta n c e  a  s e le c tiv e  re d u c tio n  in  ta x e s  re la te d  to  th e  
ta x a b le  in c o m e  o f  th e  y e a r  in  w h ic h  th e  c r e d it  a ris e s .

.07 T h e  G e n e ra l R u le  o f  S e c tio n  3 8 (a )  o f  th e  In te r n a l 
R e v e n u e  C o d e  o f 1954, as a m e n d e d , p ro v id e s  th a t :

T h e re  s h a ll b e  a llo w e d , as a  c r e d it  a g a in s t th e  ta x  
im p o s e d  b y  th is  c h a p te r , th e  a m o u n t d e te rm in e d  
u n d e r  s u b -p a rt B  o f th is  p a r t .

T h e  ta x  c o d e  h a s  t r a d it io n a lly  d is t in g u is h e d  b e tw e e n  e x c lu 
s io n s  fr o m  ta x a b le  in c o m e  ( w h ic h  a ffe c t th e  c o m p u ta tio n  
o f  ta x e s  p a y a b le  o n  ta x a b le  in c o m e  o f  th e  p e r io d )  a n d  
c re d its  to  b e  a p p lie d  to  re d u c e  ta x e s  o th e rw is e  a p p lic a b le  
to  s u c h  ta x a b le  in c o m e  (w h ic h  d o  n o t e n te r  in to  s u c h  co m 
p u ta t io n ) .  I n  o u r  v ie w  th e  re le v a n t m a te r ia ls  s u p p o r t th e  
in te r p r e ta t io n  th a t  th e  in v e s tm e n t c r e d it  is  a n  a d m in is tra 
t iv e  p ro c e d u re  to  p e r m it  th e  ta x p a y e r  to  w ith h o ld  th e  ca sh  
e q u iv a le n t o f  th e  c r e d it  f r o m  ta x e s  o th e rw is e  p a y a b le  a n d  
th a t  i t  is  n o t a n  e le m e n t e n te r in g  in to  th e  c o m p u ta tio n  o f  
ta x e s  re la te d  to  in c o m e  o f  th e  p e r io d .

.08 Cost reduction. W e  b e lie v e  th a t  th e  in te r p r e ta t io n  
o f th e  in v e s tm e n t c r e d it  as a  re d u c tio n  in  o r  o ffs e t a g a in s t 
a  c o s t o th e rw is e  c h a rg e a b le  in  a  g re a te r  a m o u n t to  fu tu r e  
a c c o u n tin g  p e r io d s  is  s u p p o rte d  b y  th e  w e ig h t o f  th e  p e r 
t in e n t  fa c to rs  a n d  is  b a se d  u p o n  e x is t in g  a c c o u n tin g  p r in 
c ip le s .

.09 I n  re a c h in g  th is  c o n c lu s io n  w e h a v e  e v a lu a te d  th e  
p e r t in e n t p o r tio n s  o f  th e  le g is la t iv e  h is to r y  o f  th e  in v e s t
m e n t c re d it ,  w h ic h  w e  re g a rd  as s ig n if ic a n t b u t n o t d e c is iv e . 
W e  a ls o  e v a lu a te d  th e  p e r t in e n t p ro v is io n s  o f th e  ta x  co de  
w h ic h  c o n ta in  re c a p tu re  a n d  o th e r  p ro v is io n s  th e  e ffe c t o f  
w h ic h  is  to  m a k e  re a liz a t io n  o f  th e  c r e d it  d e p e n d e n t to  
som e d e g re e  o n  fu tu r e  e v e n ts .

.10  I n  c o n c lu d in g  th a t  th e  c o s t re d u c tio n  c o n c e p t is  
b a s e d  u p o n  e x is t in g  a c c o u n tin g  p r in c ip le s  w e  a tta c h  su b -

AC § 4094.05 Copyright © 1975, American Institu te  of Certified Public Accountants, Inc.



Accounting fo r the Investment Credit 8903

s ta n t ia l w e ig h t to  tw o  p o in ts  in  p a r t ic u la r .  F ir s t ,  in  o u r  
o p in io n , e a rn in g s  a ris e  fr o m  th e  use  o f fa c ilit ie s ,  n o t fr o m  
t h e ir  a c q u is it io n . S e co n d , th e  u lt im a te  re a liz a t io n  o f th e  
c r e d it  is  c o n tin g e n t to  som e d e g re e  o n  fu tu r e  d e v e lo p m e n ts . 
W h e re  th e  in c id e n c e  o f r e a liz a tio n  o f  in c o m e  is  u n c e r ta in , 
as in  th e  p re s e n t c irc u m s ta n c e s , w e  b e lie v e  th e  re c o rd  does  
n o t s u p p o r t th e  tre a tm e n t o f  th e  in v e s tm e n t c r e d it  as in 
co m e  a t  th e  e a r lie s t p o s s ib le  p o in t  o f  tim e . I n  o u r  o p in io n  
th e  a lte rn a tiv e  c h o ic e  o f  s p re a d in g  th e  in c o m e  in  som e  
r a t io n a l m a n n e r o v e r a  s e rie s  o f  fu tu r e  a c c o u n tin g  p e r io d s  
is  m o re  lo g ic a l a n d  s u p p o rta b le .

.11 I n  D e c e m b e r 1962 th e  B o a rd  s ta te d  ( in  A P B  O p in 
io n  N o . 2 ) :

“  . . . th e  a llo w a b le  in v e s tm e n t c r e d it  s h o u ld  be  
re fle c te d  in  n e t in c o m e  o v e r  th e  p ro d u c tiv e  l i f e  o f  
a c q u ire d  p ro p e r ty  a n d  n o t in  th e  y e a r  in  w h ic h  i t  is  
p la c e d  in  s e rv ic e .”

.12 I n  J a n u a ry  1963 th e  S e c u r itie s  a n d  E x c h a n g e  
C o m m is s io n  is s u e d  A c c o u n tin g  S e rie s  R e le a s e  N o . 96  in  
w h ic h  i t  re p o r te d  th a t  in  re c o g n it io n  o f th e  s u b s ta n tia l 
d iv e r s ity  o f  o p in io n  a m o n g  re s p o n s ib le  p e rs o n s  in  th e  m a t
te r  o f a c c o u n tin g  f o r  th e  in v e s tm e n t c r e d it  th e  C o m m is s io n  
w o u ld  a c c e p t s ta te m e n ts  in  w h ic h  th e  c r e d it  w a s  a c c o u n te d  
f o r  e ith e r  a s  th is  B o a rd  c o n c lu d e d  in  O p in io n  N o . 2 o r  as 
a  re d u c tio n  in  ta x e s  o th e rw is e  a p p lic a b le  to  th e  y e a r  in  
w h ic h  th e  c r e d it  a ris e s . T h e  C o m m is s io n  h a s  re c e n tly  re 
c o n s id e re d  a n d  re a ffirm e d  th a t  p o s itio n .

.13 T h e  B o a rd ’ s re v ie w  o f  e x p e rie n c e  s in c e  th e  is s u 
a n ce  o f  O p in io n  N o . 2 sh o w s  th a t  th e  in v e s tm e n t c r e d it  h a s  
b e e n  tre a te d  b y  a  s ig n if ic a n t n u m b e r o f c o m p a n ie s  a s  a n  
in c re a s e  in  n e t in c o m e  o f th e  y e a r  in  w h ic h  th e  c r e d it  a ro se .

.14 T h e  R e v e n u e  A c t  o f  1964 e lim in a te s  th e  re q u ire 
m e n t im p o s e d  b y  th e  R e v e n u e  A c t  o f  1962 th a t  th e  in 
v e s tm e n t c r e d it  be  tre a te d  f o r  in c o m e  ta x  p u rp o s e s  as a  
r e d u c tio n  in  th e  b a s is  o f  th e  p ro p e r ty  to  w h ic h  th e  c r e d it  
re la te s .

CONCLUSIONS
.15 I t  is  th e  c o n c lu s io n  o f  th is  B o a rd  th a t  th e  R e v e 

n u e  A c t  o f  1964 d o e s  n o t c h a n g e  th e  e s s e n tia l n a tu re  o f  
th e  in v e s tm e n t c r e d it  a n d , h e n c e , o f  i t s e lf  a ffo rd s  n o  b a s is
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f o r  r e v is in g  o u r  O p in io n  as to  th e  m e th o d  o f  a c c o u n tin g  
f o r  th e  in v e s tm e n t c re d it .

.16  H o w e v e r, th e  a u th o r ity  o f O p in io n s  o f th is  B o a rd  
re s ts  u p o n  th e ir  g e n e ra l a c c e p ta b ility . T h e  B o a rd , in  th e  
l ig h t  o f  e v e n ts  a n d  d e v e lo p m e n ts  o c c u r r in g  s in c e  th e  is s u 
a n ce  o f  O p in io n  N o . 2, h a s  d e te rm in e d  th a t  i t s  c o n c lu s io n s  
as th e re  e x p re s s e d  h a v e  n o t a tta in e d  th e  d e g re e  o f a c c e p ta 
b i l i t y  w h ic h  i t  b e lie v e s  is  n e c e s s a ry  to  m a k e  th e  O p in io n  
e ffe c tiv e .

.17  I n  th e  c irc u m s ta n c e s  th e  B o a rd  b e lie v e s  th a t ,  
w h ile  th e  m e th o d  o f a c c o u n tin g  f o r  th e  in v e s tm e n t c r e d it  
re c o m m e n d e d  in  p a ra g ra p h  .11 s h o u ld  b e  c o n s id e re d  to  
be  p re fe ra b le , th e  a lte rn a tiv e  m e th o d  o f t r e a t in g  th e  c r e d it  
as a  re d u c tio n  o f F e d e ra l in c o m e  ta x e s  o f th e  y e a r  in  w h ic h  
th e  c r e d it  a r is e s  is  a ls o  a c c e p ta b le .

.18  T h e  B o a rd  e m p h a s iz e s  th a t  w h ic h e v e r  m e th o d  
o f a c c o u n tin g  fo r  th e  in v e s tm e n t c r e d it  is  a d o p te d , i t  is  
e s s e n tia l th a t  f u l l  d is c lo s u re  b e  m a d e  o f th e  m e th o d  f o l
lo w e d  a n d  a m o u n ts  in v o lv e d , w h e n  m a te r ia l.

.19  A  n u m b e r o f  a lte r n a t iv e  c h o ic e s  fo r  re c o rd in g  th e  
c r e d it  o n  th e  b a la n c e  s h e e t h a s  b e e n  c o n s id e re d . W h ile  
w e  b e lie v e  th e  re fle c tio n  o f th e  a llo w a b le  c r e d it  as  a  re 
d u c tio n  in  th e  n e t a m o u n t a t  w h ic h  th e  a c q u ire d  p ro p e r ty  
is  s ta te d  ( e ith e r  d ir e c t ly  o r  b y  in c lu s io n  in  a n  o ffs e tt in g  
a c c o u n t)  m a y  be  p re fe ra b le  in  m a n y  cases, w e  re c o g n iz e  
a s  e q u a lly  a p p ro p r ia te  th e  tre a tm e n t o f  th e  c r e d it  as  d e 
fe r re d  in c o m e , p ro v id e d  i t  is  a m o rtiz e d  o v e r th e  p ro d u c 
t iv e  l i f e  o f  th e  a c q u ire d  p ro p e r ty .

.20  W e  b e lie v e  i t  p re fe ra b le  th a t  th e  s ta te m e n t o f  
in c o m e  in  th e  y e a r  in  w h ic h  th e  a llo w a b le  in v e s tm e n t c r e d it  
a ris e s  s h o u ld  b e  a ffe c te d  o n ly  b y  th e  re s u lts  w h ic h  flo w  
f r o m  th e  a c c o u n tin g  f o r  th e  c r e d it  s e t fo r t h  in  p a ra g ra p h  
.11 . N e v e rth e le s s , re fle c tio n  o f  in c o m e  ta x  p ro v is io n s , in  
th e  in c o m e  s ta te m e n t, in  th e  a m o u n t p a y a b le  ( th a t  is , a f te r  
d e d u c tio n  o f th e  a llo w a b le  in v e s tm e n t c r e d it )  is  a p p ro p r i
a te  p ro v id e d  th a t  a  c o rre s p o n d in g  c h a rg e  is  m a d e  to  a n  
a p p ro p r ia te  c o s t o r  e xp e n se  ( fo r  e x a m p le , to  th e  p ro v is io n  
f o r  d e p re c ia tio n )  a n d  th e  tre a tm e n t is  a d e q u a te ly  d is c lo s e d  
in  th e  f in a n c ia l s ta te m e n ts  o f  th e  f i r s t  y e a r  o f  i t s  a d o p tio n .

.21  A n  in v e s tm e n t c r e d it  s h o u ld  be  re fle c te d  in  th e  
f in a n c ia l s ta te m e n ts  o n ly  to  th e  e x te n t th a t  i t  h a s  b e e n
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used as an offset against income tax lia b ility . Under the 
statute, unused investment credits may be carried back
ward or forw ard to other years. The amount of a carryback 
o f unused investment credit may be set up as an asset (a 
claim  fo r refund of income taxes) and be added to  the al
lowable investment credit in  accounting fo r the effect of 
the credit in  the year in  which the property is placed in  
service. A  carryforward o f unused investment credit 
should o rd inarily  be reflected only in  the year in  which 
the amount becomes ‘ ‘ allowable, ’’ in  which case the un
used amount would not appear as an asset. E ithe r of 
two treatments is acceptable in  the preparation of income 
statements fo r the year in  which these carrybacks or carry
forwards are recognized: (a) the amount of taxes esti
mated to  be actually payable fo r such year may be shown 
in  the income statement, w ith  the amount of the tax re
duction attributab le to  the amounts carried backward or 
forw ard indicated either in  a footnote or parenthetically 
in  the body o f the income statement; or (b) the income 
statement may indicate the tax expense fo r the period w ith 
out inclusion o f such reduction, which reduction should 
be shown as a separate item  in  the statement o f income. 
M ateria l amounts o f unused investment credits should be 
disclosed. [As amended, effective fo r fiscal periods be
ginning a fter December 31, 1966, by APB Opinion No. 9.]

  T he  n e x t page is  8921.  
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Accounting for Income Taxes—
Special Areas
[Source: APB Opinion No. 23 , as amended.]

Effective for fiscal periods 
beginning after December 
31, 1971, unless otherwise 
indicated

INTRODUCTION
.01  I n  D e c e m b e r 1967 th e  A c c o u n tin g  P r in c ip le s  B o a rd  

is s u e d  s e c tio n  4091 , Income Taxes, b u t  d e fe r re d  m o d ify in g  
th e  p ra c tic e s  o f  a c c o u n tin g  f o r  in c o m e  ta x e s  in  f iv e  s p e c ia l 
a re a s  id e n t if ie d  in  p a ra g ra p h s  .37  th ro u g h  .4 0  o f  th a t  s e c tio n  
as r e q u ir in g  fu r th e r  s tu d y :

a . U n d is tr ib u te d  e a rn in g s  o f  s u b s id ia r ie s
b . In ta n g ib le  d e v e lo p m e n t c o s ts  in  th e  o il  a n d  

g a s  in d u s t r y *
c. “ G e n e ra l re s e rv e s ”  o f  s to c k  s a v in g s  a n d  lo a n  

a s s o c ia tio n s
d . A m o u n ts  d e s ig n a te d  a s  ‘ ‘ p o lic y h o ld e rs ’ s u rp lu s ”  b y  

s to c k  l i f e  in s u ra n c e  c o m p a n ie s
e. D e p o s its  in  s ta tu to r y  re s e rv e  fu n d s  b y  U n ite d  S ta te s  

s te a m s h ip  c o m p a n ie s .

.02  T h e  B o a rd  h a s  e x a m in e d  th e  c h a ra c te r is t ic s  o f  th e  
ta x  co n se q u e n ce s  o f  tra n s a c tio n s  in  th e  th re e  s p e c ia l a re a s  
d e s ig n a te d  ( a ) ,  ( c ) ,  a n d  ( d )  a b o v e  a n d  s e ts  f o r t h  in  th is  
s e c tio n  i t s  c o n c lu s io n s  o n  a p p ro p r ia te  a c c o u n tin g  t r e a t 
m e n ts . T h e  B o a rd  d e fe rs  c o n c lu s io n s  o n  d e p o s its  in  c a p ita l 
c o n s tru c t io n  fu n d s  o r  s ta tu to r y  re s e rv e  fu n d s  b y  U n ite d  
S ta te s  s te a m s h ip  c o m p a n ie s  u n t i l  r e g u la tio n s  c o v e r in g  
th e  p ro v is io n s  o f  th e  M e rc h a n t M a r in e  A c t  o f  1 9 7 0  a re  
a v a ila b le ; e x p e rie n c e  u n d e r  th e  1970  A c t ,  w h ic h  s u b s ta n 
t ia l ly  m o d if ie d  th e  M e rc h a n t M a r in e  A c t  o f  1936, is  n o w  
l im ite d .  T h e  B o a rd  a ls o  e x p re s s e s  in  th is  s e c tio n  it s  c o n 
c lu s io n s  o n  a c c o u n tin g  f o r  ta x e s  o n  in c o m e  fro m  in v e s tm e n ts  
in  c o rp o ra te  jo in t  v e n tu re s  a c c o u n te d  f o r  b y  th e  e q u ity  
m e th o d  in  a c c o rd a n c e  w ith  s e c tio n  5131 , The Equity Method 
of Accounting fo r Investments in Common Stock. S e c tio n  
409 6  c o v e rs  a c c o u n tin g  f o r  ta x e s  o n  in c o m e  fro m  in v e s t-

*  See section 4097, A c c o u n t in g  f o r  In c o m e  T a x e s — O i l  a n d  G as P ro d u c in g  
C o m p a n ie s .
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m e n ts  in  c o m m o n  s to c k  a c c o u n te d  f o r  b y  th e  e q u ity  m e th o d  
( o th e r  th a n  s u b s id ia r ie s  a n d  c o rp o ra te  jo in t  v e n tu re s ) . 
[A m e n d e d , e ffe c tiv e  f o r  f in a n c ia l s ta te m e n ts  is s u e d  o n  o r  
a f te r  D e c e m b e r 1, 1975, b y  F A S B  S ta te m e n t N o . 9 .] (S ee  
s e c tio n  4 0 9 7 .)

.03  T h is  s e c tio n  su p e rs e d e s  s e c tio n  2051 .15 , Consoli
dated Financial Statements, s e c tio n s  4 09 1 .3 7 -.3 8  a n d  4 0 9 1 .4 0 , 
a n d  s e c tio n  5 1 3 1 .1 9 j. E x c e p t as s ta te d  in  th e  p re c e d in g  
se n te n c e  th is  s e c tio n  d o e s  n o t m o d ify  s e c tio n  4091 .

.0 4  T h is  s e c tio n  a p p lie s  to  f in a n c ia l s ta te m e n ts  w h ic h  
p u r p o r t  to  p re s e n t f in a n c ia l p o s it io n , re s u lts  o f  o p e ra tio n s , 
a n d  c h a n g e s  in  f in a n c ia l p o s it io n  in  c o n fo rm ity  w ith  g e n 
e r a lly  a c c e p te d  a c c o u n tin g  p r in c ip le s . I t  d oe s n o t  a p p ly  
to  re g u la te d  in d u s tr ie s  in  th o s e  c irc u m s ta n c e s  m e e tin g  th e  
s ta n d a rd s  d e s c r ib e d  in  s e c tio n  6011.

Discussion
.05  I n  s e c tio n  4091  th e  B o a rd  d e fin e d  d iffe re n c e s  b e 

tw e e n  ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  in c o m e  as  
e ith e r  t im in g  d iffe re n c e s  o r  p e rm a n e n t d iffe re n c e s  a n d  p ro 
v id e d  c r it e r ia  f o r  d is t in g u is h in g  b e tw e e n  th e  d iffe re n c e s . 
T im in g  d iffe re n c e s  a re  “ D iffe re n c e s  b e tw e e n  th e  p e r io d s  
in  w h ic h  tra n s a c tio n s  a ffe c t ta x a b le  in c o m e  a n d  th e  p e r io d s  
in  w h ic h  th e y  e n te r  in to  th e  d e te rm in a tio n  o f p re ta x  a c 
c o u n tin g  in c o m e . T im in g  d iffe re n c e s  o r ig in a te  in  o n e  p e r io d  
a n d  re v e rs e  o r  ‘ tu r n  a ro u n d ’ in  one  o r  m o re  s u b s e q u e n t 
p e r io d s .”  P e rm a n e n t d iffe re n c e s  a re  “ D iffe re n c e s  b e tw e e n  
ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  in c o m e  a r is in g  fr o m  
tra n s a c tio n s  th a t ,  u n d e r a p p lic a b le  ta x  la w s  a n d  re g u la 
t io n s , w i l l  n o t be  o ffs e t b y  c o rre s p o n d in g  d iffe re n c e s  o r  
‘ tu r n  a ro u n d ’ in  o th e r  p e r io d s .”  T h e  B o a rd  a ls o  re c o g n iz e d  
th a t  th e  ta x  co n se q u e n ce s  o f a  n u m b e r o f  o th e r  tra n s a c tio n s  
a re  s o m e w h a t s im ila r  to  th o s e  o f t im in g  d iffe re n c e s ; h o w 
e v e r, th e  in i t ia l  d iffe re n c e s  b e tw e e n  ta x a b le  in c o m e  a n d  
p re ta x  a c c o u n tin g  in c o m e  re la te d  to  th e  tra n s a c tio n s  m a y  
n o t re v e rs e  u n t i l  in d e f in ite  fu tu r e  p e r io d s  o r  m a y  n e v e r  
re v e rs e .

.06  A  t im in g  d iffe re n c e  a ris e s  w h e n  th e  in i t ia l  d if fe r 
ence  b e tw e e n  ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  in c o m e  
o r ig in a te s  in  one  p e r io d  a n d  p re d ic ta b ly  re v e rs e s  o r  tu rn s  
a ro u n d  in  one  o r  m o re  s u b s e q u e n t p e r io d s . T h e  re v e rs a l 
o f a  t im in g  d iffe re n c e  a t som e fu tu r e  d a te  is  d e fin ite  a n d  th e
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p e r io d  o f  re v e rs a l is  g e n e ra lly  p re d ic ta b le  w ith in  re a s o n a b le  
l im its .  S o m e tim e s , h o w e v e r, re v e rs a l o f  a  d iffe re n c e  c a n n o t 
b e  p re d ic te d  b e ca u se  th e  e v e n ts  th a t  c re a te  th e  ta x  co n se 
q u e n ce s  a re  c o n tro lle d  b y  th e  ta x p a y e r  a n d  fr e q u e n t ly  
r e q u ire  th a t  th e  ta x p a y e r  ta k e  s p e c ific  a c tio n  b e fo re  th e  
in i t ia l  d iffe re n c e  re v e rs e s .

UNDISTRIBUTED EARNINGS OF 
SUBSIDIARIES

Discussion
.07  S e c tio n  205 1 .1 5 , Consolidated Financial State

ments, w h ic h  is  s u p e rs e d e d  b y  th is  s e c tio n , p ro v id e d  g u id e s  
f o r  in te r p e r io d  a llo c a tio n  o f  in c o m e  ta x e s  th a t  w i l l  be  
in c u r re d  a t  th e  d a te  th a t  p re v io u s ly  u n d is tr ib u te d  e a rn in g s  
o f  s u b s id ia r ie s  a re  r e m itte d  to  th e  p a re n t c o m p a n y .1 T h e  
c o n c e p t o f  a c c ru in g  in c o m e  ta x e s  f o r  e a rn in g s  in c lu d e d  in  
c o n s o lid a te d  in c o m e  in  a c c o rd a n c e  w ith  s e c tio n  2051 h a s  
b e e n  a p p lie d  in c o n s is te n tly . S o m e  b e lie v e  th a t  th e  o n ly  
a p p ro p r ia te  m e th o d  is  to  a c c ru e  re la te d  d e fe rre d  ta x e s  s u b 
s ta n t ia lly  in  a c c o rd a n c e  w ith  s e c tio n s  4 0 9 1 .3 5 -.3 6  w h ile  
o th e rs  b e lie v e  th a t  u n d e r  th e  c r it e r ia  s e t fo r t h  in  s e c tio n  
2051  a  p a re n t c o m p a n y  n e e d  a c c ru e  re la te d  d e fe rre d  ta x e s  
o n ly  i f  th e  tr a n s fe r  o f  e a rn in g s  to  th e  p a re n t c o m p a n y  in  a  
ta x a b le  d is t r ib u t io n  is  im m in e n t o r  r e la t iv e ly  c e r ta in . D is 
c lo s u re  o f th e  a c c o u n tin g  f o r  in c o m e  ta x e s  o n  u n d is tr ib u te d  
e a rn in g s  o f  s u b s id ia r ie s  h a s  o fte n  b e e n  in a d e q u a te . S om e  
b e lie v e  th a t  th e  c o n tin g e n t l ia b i l i t y  f o r  ta x e s  th a t  w o u ld  be  
p a y a b le  i f  th e  u n d is tr ib u te d  e a rn in g s  o f s u b s id ia r ie s  w e re  
r e m itte d  s h o u ld  be  d is c lo s e d . I n  th e ir  v ie w  c h a n g in g  c ir 
c u m s ta n c e s , o fte n  b e y o n d  th e  c o n tro l o f  th e  p a re n t c o m p a n y , 
m a y  a c c e le ra te  d is t r ib u t io n  o f  e a rn in g s  o f  a  s u b s id ia ry  so  
th a t  th e  p a re n t c o m p a n y  w i l l  in c u r  a  ta x  f o r  w h ic h  n o  p ro 
v is io n  h a s  b e e n  m a d e . T h e y  b e lie v e  a n  in a b i l i t y  to  d e te r 
m in e  th e  e x a c t a m o u n t o f  th e  ta x  th a t  m ig h t  b e  p a y a b le  is  
in  i t s e lf  n o  ju s t if ic a t io n  fo r  n o t a c c ru in g  th e  b e s t c u r re n t *

1S ection  2051.15 s ta ted : “ W h e n  separate incom e ta x  re tu rn s  are  
filed , incom e taxes u su a lly  are in c u rre d  w hen earn ings o f subsid ia ries are  
tra n s fe rre d  to  the  pa ren t. W h e re  i t  is  reasonable to  assume th a t a p a rt o r  
a ll o f  the  u n d is tr ib u te d  earn ings o f  a su b s id ia ry  w i l l  be tra n s fe rre d  to  the  
pa ren t in  a taxab le  d is tr ib u tio n , p ro v is io n  fo r  re la ted  incom e taxes shou ld  
be made on an estim ated  basis a t the  tim e  the earn ings are inc luded  in  
conso lida ted  incom e, unless these taxes are im m a te ria l in  am o u n t w hen  
effec t is g iven, fo r  exam ple , to  d iv idend -rece ived  deductions o r  fo re ig n -ta x  
cred its . T h e re  is no need to  p ro v id e  fo r  incom e ta x  to  the  pa ren t com pany  
in  cases w here  the  incom e has been, o r  the re  is  evidence th a t i t  w i l l  be, 
p e rm a n e n tly  invested  b y  the  subsid iaries, o r  w here  the o n ly  l ik e ly  d is tr ib u 
t io n  w o u ld  be in  the  fo rm  o f a ta x -fre e  liq u id a tio n .”
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estimate o f the contingent lia b ility . Others believe that 
instead the amount o f undistributed earnings of subsidiaries 
fo r which a parent company has not accrued income taxes 
should be disclosed in  notes to financial statements. In  the ir 
view disclosure of a hypothetical tax which would be pay
able, assuming those earnings were d istributed currently, 
im plies a contradiction o f the decision tha t i t  is not neces
sary to provide fo r income taxes on the earnings in  the 
financial statements. They do not believe tha t such a hypo
thetical tax is norm ally a realistic quantification of the 
contingent taxes tha t would be incurred even i f  some por
tion  o f the undistributed earnings were rem itted.

.08 A  domestic or foreign subsidiary remits earnings 
to a parent company a fter the parties consider numerous 
factors, including the fo llow ing:

a. Financial requirements of the parent company
b. Financial requirements o f the subsidiary
c. Operational and fiscal objectives of the parent com

pany, both long-term and short-term
d. Remittance restrictions imposed by governments
e. Remittance restrictions imposed by lease or finan

cing agreements o f the subsidiary
f. Tax consequences o f the remittance.

Remittance of earnings of a subsidiary may sometimes be 
indefinite because of the specific long-term investment plans 
and objectives o f the parent company. Even in  the absence 
of long-term  investment plans, the fle x ib ility  inherent in  
the United States In terna l Revenue Code may perm it a 
parent company to postpone income taxes on the earnings 
of a subsidiary fo r an extended period or may perm it the 
ultim ate d istribu tion to be taxed at special rates applicable 
to the nature o f the d istribu tion. Other circumstances may 
indicate tha t the earnings w ill probably be rem itted in  the 
foreseeable future. However, the parent company may 
control the events tha t create the tax consequences in  either 
circumstance.
Opinion

.09 The Board concludes tha t including undistributed  
earnings o f a subsidiary2 in  the pretax accounting income  

2 T h e  conclusions o f the  B o a rd  on  u n d is tr ib u te d  earn ings o f a sub
s id ia ry  also a p p ly  to  the  p o rtio n  o f  the  earn ings o f  a D om estic  In te rn a tio n a l 
Sales C o rp o ra tio n  (D IS C )  th a t is e lig ib le  fo r  ta x  d e fe rra l.

AC § 4095.08 ©  1974, American Institu te of Certified Public Accountants, Inc.



Accounting o r Income Taxes— Special Areas 8925

of a parent company, either through consolidation or ac
counting fo r the investment by the equity method, may 
result in  a tim ing  difference, in  a difference tha t may not 
reverse u n til indefinite future periods, or in  a combination 
o f both types o f differences, depending on the in tent and 
actions of the parent company.

.10 Timing difference. The Board believes i t  should 
be presumed tha t a ll undistributed earnings o f a subsidiary 
w ill be transferred to  the parent company. Accordingly, 
the undistributed earnings o f a subsidiary included in  con
solidated income (or in  income of the parent company3) 
should be accounted fo r as a tim ing  difference, except to  the 
extent tha t some or a ll o f the undistributed earnings meet 
the crite ria  in  paragraph .12 . Income taxes attributable to  
a tim ing  difference in  reporting undistributed earnings of 
a subsidiary should be accounted fo r in  accordance w ith  the 
provisions of section 4091  fo r interperiod allocation of taxes. 
Problems in  measuring and recognizing the tax effect o f a 
tim ing  difference do not ju s tify  ignoring income taxes re
lated to the tim ing difference. Income taxes of the parent 
company applicable to a tim ing  difference in  undistributed  
earnings o f a subsidiary are necessarily based on estimates 
and assumptions. For example, the tax effect may be deter
mined by assuming tha t unrem itted earnings were d is tri
buted in  the current period and tha t the parent company 
received the benefit o f a ll available tax-planning alterna
tives and available tax credits and deductions.4 The income 
tax expense o f the parent company should also include taxes 
tha t would have been w ithheld i f  the undistributed earnings 
had been rem itted as dividends.

.11 The tax effect o f a difference between taxable in 
come and pretax accounting income attributable to losses 
of a subsidiary should be accounted fo r in  accordance w ith  
the Board’s conclusions on operating losses in  sections 
4 0 9 1 .4 3 -.4 9 .

.12 Indefinite reversal criteria. The presumption tha t 
a ll undistributed earnings w ill be transferred to  the parent 
company may be overcome, and no income taxes should be

3 S ection  5131.14.
4 A s  the  unused ta x  c re d its  th a t are recogn ized  b y  th e  p a re n t in  

d e te rm in in g  de fe rred  incom e taxes on  u n d is tr ib u te d  earn ings o f  a  su b s id ia ry  
are subsequen tly  rea lized , th e  in it ia l re d u c tio n  in  de fe rred  taxes shou ld  be 
re ins ta ted  a t the  then  c u rre n t rates in  accordance w ith  the  p ro v is ion s  
o f section 4091.
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a c c ru e d  b y  th e  p a re n t c o m p a n y , i f  s u ffic ie n t e v id e n c e  sh o w s  
th a t  th e  s u b s id ia ry  h a s  in v e s te d  o r  w i l l  in v e s t th e  u n d is 
t r ib u te d  e a rn in g s  in d e f in ite ly  o r  th a t  th e  e a rn in g s  w i l l  be  
r e m it te d  in  a  ta x - fre e  liq u id a t io n .  A  p a re n t c o m p a n y  s h o u ld  
h a v e  e v id e n c e  o f s p e c ific  p la n s  f o r  re in v e s tm e n t o f  u n d is 
t r ib u te d  e a rn in g s  o f a  s u b s id ia ry  w h ic h  d e m o n s tra te  th a t  
re m itta n c e  o f th e  e a rn in g s  w i l l  b e  p o s tp o n e d  in d e f in ite ly .  
E x p e r ie n c e  o f th e  c o m p a n ie s  a n d  d e fin ite  fu tu r e  p ro g ra m s  
o f o p e ra tio n s  a n d  re m itta n c e s  a re  e x a m p le s  o f  th e  ty p e s  o f  
e v id e n c e  re q u ire d  to  s u b s ta n tia te  th e  p a re n t c o m p a n y ’s 
re p re s e n ta tio n  o f  in d e f in ite  p o s tp o n e m e n t o f  re m itta n c e s  
f r o m  a  s u b s id ia ry . I f  c irc u m s ta n c e s  c h a n g e  a n d  i t  b e co m e s  
a p p a re n t th a t  som e  o r  a ll  o f  th e  u n d is tr ib u te d  e a rn in g s  o f  
a s u b s id ia ry  w i l l  be  re m itte d  in  th e  fo re s e e a b le  fu tu r e  b u t  
in c o m e  ta x e s  h a v e  n o t b e e n  re c o g n iz e d  b y  th e  p a re n t c o m 
p a n y , i t  s h o u ld  a c c ru e  a s  a n  e x p e n s e  o f  th e  c u r r e n t p e r io d  
in c o m e  ta x e s  a t t r ib u ta b le  to  th a t  r e m itta n c e ; in c o m e  ta x  
e x p e n s e  fo r  s u c h  u n d is tr ib u te d  e a rn in g s  s h o u ld  n o t be  
a c c o u n te d  f o r  a s  a n  e x tra o r d in a r y  ite m . I f  i t  b eco m e s  
a p p a re n t th a t  so m e  o r  a ll  o f  th e  u n d is t r ib u te d  e a rn in g s  o f  
a  s u b s id ia ry  o n  w h ic h  in c o m e  ta x e s  h a v e  b e e n  a c c ru e d  w i l l  
n o t b e  re m itte d  in  th e  fo re s e e a b le  fu tu r e ,  th e  p a re n t co m 
p a n y  s h o u ld  a d ju s t in c o m e  ta x  e x p e n s e  o f  th e  c u r r e n t  
p e r io d ; s u c h  a d ju s tm e n t o f  in c o m e  ta x  e x p e n s e  s h o u ld  n o t  
be  a c c o u n te d  f o r  a s  a n  e x tra o r d in a r y  ite m .

.1 3  Change in  investment. A n  in v e s tm e n t in  c o m m o n  
s to c k  o f  a  s u b s id ia ry  m a y  c h a n g e  so th a t  i t  is  n o  lo n g e r  a  
s u b s id ia ry  b e ca u se  th e  p a re n t c o m p a n y  s e lls  a  p o r t io n  o f  
th e  in v e s tm e n t, th e  s u b s id ia ry  s e lls  a d d it io n a l s to c k , o r  
o th e r  tra n s a c tio n s  a ffe c t th e  in v e s tm e n t. I f  th e  re m a in in g  
in v e s tm e n t in  c o m m o n  s to c k  s h o u ld  b e  a c c o u n te d  f o r  b y  th e  
e q u ity  m e th o d , th e  in v e s to r  s h o u ld  re c o g n iz e  in c o m e  ta x e s  
o n  i t s  s h a re  o f  c u r re n t e a rn in g s  o f  th e  in v e s te e  c o m p a n y  in  
a c c o rd a n c e  w ith  th e  p ro v is io n s  o f  s e c tio n  4 09 6 . I f  a  p a re n t 
c o m p a n y  d id  n o t re c o g n iz e  in c o m e  ta x e s  o n  it s  e q u ity  in  
u n d is t r ib u te d  e a rn in g s  o f  a  s u b s id ia ry  f o r  th e  re a s o n s  c ite d  
in  p a ra g ra p h  .12  (a n d  th e  c o m p a n y  in  w h ic h  th e  in v e s t
m e n t is  h e ld  ceases to  b e  a  s u b s id ia ry ) ,  i t  s h o u ld  a c c ru e  as  
a c u r r e n t p e r io d  e xp e n se  in c o m e  ta x e s  o n  u n d is tr ib u te d  
e a rn in g s  in  th e  p e r io d  th a t  i t  b e co m e s a p p a r e n t5 th a t  a n y

5T h e  change in  th e  sta tus o f an in ve s tm e n t w o u ld  n o t b y  its e lf  m ean  
th a t rem itta n ce  o f  these u n d is tr ib u te d  ea rn ings shou ld  be considered  
apparent.
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of those undistributed earnings (p rio r to  the change in  
status) w ill be rem itted; the accrual of those income taxes 
should not be accounted fo r as an extraordinary item. I f  a 
parent company recognized income taxes on its  equity in  
undistributed earnings o f a subsidiary, the amount o f de
ferred income taxes o f the parent attributable to undistrib 
uted earnings of the subsidiary should be considered in  
accounting fo r a disposition through sale or other trans
action which reduces the investment.

.14 Disclosure. In form ation concerning undistributed  
earnings o f a subsidiary fo r which income taxes have not 
been accrued that should be disclosed in  notes to financial 
statements includes:

a. A  declaration o f an intention to  reinvest undistrib 
uted earnings o f a subsidiary to support the con
clusion that rem ittance o f those earnings has been 
indefin ite ly postponed, or a declaration th a t the 
undistributed earnings w ill be rem itted in  the form  
o f a tax-free liqu idation, and

b. The cumulative amount o f undistributed earnings 
on which the parent company has not recognized 
income taxes.6

INVESTMENTS IN CORPORATE 
JOINT VENTURES

Discussion
.15 Corporate jo in t ventures, as defined in  section 

5131 are o f tw o kinds: (1) those essentially permanent in  
duration and (2) those tha t have a life  lim ited  by the na
ture o f the venture or other business a c tiv ity . In  section 
5131 the Board concluded tha t the equity method o f ac
counting best enables an investor in  a corporate jo in t ven
ture to recognize the underlying nature o f the investment 
regardless of duration.

.16 Unless characteristics indicate a lim ited  life , a 
corporate jo in t venture has many o f the characteristics of 
a subsidiary. The investors usually participate in  the man
agement of the jo in t venture, consider the factors set fo rth  
in  paragraph .08 above, and agree (frequently before form 

6 O th e r  d isc losure  requ irem en ts  in  sections 4091.55-.63 m ay  a lso app ly . 
D isc lo su re  o f  o th e r m a tte rs  such as ava ilab le  ta x  c red its  and deduc tions  
m a y  be desirable.
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in g  th e  v e n tu re )  as to  p la n s  f o r  lo n g - te rm  in v e s tm e n t, f o r  
u t i l iz in g  th e  f le x ib i l i t y  in h e re n t in  th e  U n ite d  S ta te s  I n 
te rn a l R e v e n u e  C od e , a n d  fo r  p la n n e d  re m itta n c e s .

Opinion
.17 T h e  B o a rd  c o n c lu d e s  th a t  th e  p r in c ip le s  a p p li

c a b le  to  u n d is tr ib u te d  e a rn in g s  o f  s u b s id ia r ie s  (p a ra g ra p h s  
.09 , .10 , .11 , .12  a n d  .1 3 ) a ls o  a p p ly  to  ta x  e ffe c ts  o f  d if fe r 
e nces b e tw e e n  ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  in 
co m e  a t t r ib u ta b le  to  e a rn in g s  o f c o rp o ra te  jo in t  v e n tu re s  
th a t  a re  e s s e n tia lly  p e rm a n e n t in  d u r a t io n  a n d  a re  a c 
c o u n te d  f o r  b y  th e  e q u ity  m e th o d .7

.18 Disclosure. T h e  d is c lo s u re  re q u ire m e n ts  s e t fo r t h  
in  p a ra g ra p h  .14  a ls o  a p p ly  to  e a rn in g s  o f  c o rp o ra te  jo in t  
v e n tu re s .

“ BAD DEBT RESERVES”  OF 
SAVINGS AND LOAN ASSOCIATIONS

Discussion
.19  R e g u la to ry  a u th o r it ie s  re q u ire  b o th  s to c k  a n d  m u 

tu a l s a v in g s  a n d  lo a n  a s s o c ia tio n s  to  a p p ro p r ia te  a  p o r t io n  
o f e a rn in g s  to  g e n e ra l re s e rv e s 8 a n d  to  r e ta in  th e  re s e rv e s  
as a  p ro te c t io n  f o r  d e p o s ito rs . P ro v is io n s  o f  th e  U n ite d  
S ta te s  In te r n a l R e v e n u e  C o d e  p e r m it  a  s a v in g s  a n d  lo a n  
a s s o c ia tio n  to  d e d u c t a n  a n n u a l a d d it io n  to  a  re s e rv e  f o r  
b a d  d e b ts 8 in  d e te rm in in g  ta x a b le  in c o m e , s u b je c t to  c e r
ta in  lim ita t io n s .  T h is  a n n u a l a d d it io n  p e rm itte d  b y  th e  
C o d e  g e n e ra lly  d if fe r s  s ig n if ic a n t ly  f r o m  th e  b a d  d e b t e x p e 
r ie n c e  u p o n  w h ic h  d e te rm in a tio n  o f  p re ta x  a c c o u n tin g  in 
co m e  is  b a s e d . T h u s , ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  
in c o m e  o f  a n  a s s o c ia tio n  u s u a lly  d if fe r .

.20  A lth o u g h  a  g e n e ra l re s e rv e  d e te rm in e d  a c c o rd in g  
to  re q u ire m e n ts  o f th e  r e g u la to r y  a u th o r it ie s  is  n o t d ir e c t ly  
re la te d  to  a  re s e rv e  f o r  b a d  d e b ts  c o m p u te d  a c c o rd in g  to  
p ro v is io n s  o f  th e  U n ite d  S ta te s  In te r n a l R e v e n u e  C o d e , th e  
p u rp o s e s  a n d  r e s tr ic t io n s  o f  e a c h  re s e rv e  a re  s im ila r .

7 C e rta in  co rpo ra te  jo in t  ven tu re s  have a life  lim ite d  b y  th e  n a tu re  o f  
the  ven tu re , p ro je c t, o r  o th e r business a c t iv ity .  T he re fo re , a reasonable  
assu m p tio n  is th a t a p a rt o r  a ll o f  th e  u n d is tr ib u te d  earn ings o f  the  ve n tu re  
w il l  be tra n s fe rre d  to  the  in v e s to r in  a taxab le  d is tr ib u tio n . D e fe rre d  taxes
shou ld  be recorded, in  accordance w ith  the  concepts o f  section 4091 a t the  
tim e  the earn ings (o r  losses) are in c lu d e d  in  the  in v e s to r ’s in co m e.

8T h e  te rm s  general reserves and reserve fo r  bad debts are used in  the  
c o n te x t o f  th e  special m ean ing  these te rm s  have in  re g u la to ry  p ronounce 
m en ts  and in  the U n ite d  States In te rn a l Revenue Code.
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Amounts of bad debt deductions fo r income tax purposes 
are includable in  taxable income of la te r years only i f  the 
bad debt reserves are used subsequently fo r purposes other 
than to absorb bad debt losses.

.21 The term pretax accounting income, as used in  
th is section, represents income or loss fo r a period, exclu
sive of related income tax expense, determined in  conform
ity  w ith  generally accepted accounting principles. The term  
taxable income, as used in  th is  section, represents pretax 
accounting income (a) adjusted fo r reversal o f provisions 
fo r estimated losses on loans and property acquired in  set
tlement of loans, and gains or losses on the sales o f such 
property, and adjusted fo r permanent differences, and (b) 
a fte r g iv ing  effect to the bad debt deduction allowable by 
the United States In terna l Revenue Code assuming the ap
plicable tax re turn were to be prepared based on such 
adjusted pretax accounting income.

.22 Some believe tha t a difference between taxable 
income and pretax accounting income attributable to a bad 
debt reserve tha t is accounted fo r as part of the general 
reserve and undivided profits of a savings and loan associa
tion  has attributes o f a permanent or indefinite deferral of 
tax payments. In  the ir view, a savings and loan association 
should not accrue income taxes on such differences. Others 
believe tha t th is  difference has the principal attributes o f a 
tim ing  difference as described in  sections 4091.35-.36. In  
effect, they believe tha t th is difference is  a Government- 
sponsored deferral o f tax, th a t the Government has an 
equity in  the savings and loan association to the extent of 
the deferred tax, and tha t i t  is inappropriate to  include 
earnings in  stockholders’ equity w ithout accruing income 
taxes which the the association would incur i f  the earnings 
were d istributed to stockholders or otherwise became sub
ject to tax. In  th e ir view the savings and loan association 
should recognize deferred taxes on the difference.

Opinion

.23 The Board concludes tha t a difference between 
taxable income and pretax accounting income attributable  
to a bad debt reserve tha t is accounted fo r as pa rt o f the 
general reserves and undivided profits o f a savings and
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lo a n  a s s o c ia t io n 9 m a y  n o t re v e rs e  u n t i l  in d e f in ite  fu tu r e  
p e r io d s  o r  m a y  n e v e r  re v e rs e . T h e  a s s o c ia tio n  c o n tro ls  th e  
e v e n ts  th a t  c re a te  th e  ta x  c o n se q u e n ce , a n d  th e  a s s o c ia tio n  
is  re q u ire d  to  ta k e  s p e c ific  a c tio n  b e fo re  th e  in i t ia l  d if f e r 
e nce  re v e rs e s . T h e re fo re , a  s a v in g s  a n d  lo a n  a s s o c ia tio n  
s h o u ld  n o t p ro v id e  in c o m e  ta x e s  o n  th is  d iffe re n c e . H o w 
e v e r, i f  c irc u m s ta n c e s  in d ic a te  th a t  th e  a s s o c ia tio n  is  l ik e ly  
to  p a y  in c o m e  ta x e s , e ith e r  c u r r e n t ly  o r  in  la te r  y e a rs , b e 
ca u se  o f  k n o w n  o r  e x p e c te d  re d u c tio n s  in  th e  b a d  d e b t 
re s e rv e , in c o m e  ta x e s  a t t r ib u ta b le  to  th a t  r e d u c tio n  s h o u ld  
b e  a c c ru e d  a s  ta x  e x p e n s e  o f th e  c u r r e n t p e r io d ; th e  a c c ru a l 
o f th o s e  in c o m e  ta x e s  s h o u ld  n o t b e  a c c o u n te d  f o r  a s  a n  
e x tra o r d in a r y  ite m .

.2 4  Disclosure. In fo r m a t io n  th a t  s h o u ld  b e  d is c lo s e d  
in  n o te s  to  f in a n c ia l s ta te m e n ts  o f  a  s a v in g s  a n d  lo a n  asso 
c ia t io n  c o n c e rn in g  b a d  d e b t re s e rv e s  th a t  a re  a c c o u n te d  f o r  
as p a r t  o f  th e  g e n e ra l re s e rv e s  a n d  u n d iv id e d  p r o f its  in 
c lu d e s :

a . T h e  p u rp o s e s  fo r  w h ic h  th e  re s e rv e s  a re  p ro v id e d  
u n d e r  th e  a p p lic a b le  ru le s  a n d  re g u la tio n s  a n d  th e  
fa c t  th a t  in c o m e  ta x e s  m a y  b e  p a y a b le  i f  th e  re 
s e rv e s  a re  u s e d  f o r  o th e r  p u rp o s e s , a n d

b . T h e  a c c u m u la te d  a m o u n t o f  th e  re s e rv e s  f o r  w h ic h  
in c o m e  ta x e s  h a v e  n o t b e e n  a c c ru e d .10

.25  T h e  d is c lo s u re  re q u ire m e n ts  s e t f o r t h  in  p a ra 
g ra p h  .24  a ls o  a p p ly  to  a  p a re n t c o m p a n y  o f  a  s a v in g s  a n d  
lo a n  a s s o c ia tio n  a c c o u n tin g  f o r  th a t  in v e s tm e n t e ith e r  
th ro u g h  c o n s o lid a tio n  o r  b y  th e  e q u ity  m e th o d .

“ POLICYHOLDERS’ SURPLUS”  OF 
STOCK LIFE INSURANCE COMPANIES

Discussion

.2 6  T h e  p ro v is io n s  o f  th e  U n ite d  S ta te s  In te r n a l R e v 
e n u e  C o d e  p ro v id e  f o r  th e  e x c lu s io n  f r o m  ta x a b le  in c o m e  
o f  a  s to c k  l i f e  in s u ra n c e  c o m p a n y  o f  a m o u n ts  d e te rm in e d  
u n d e r  a  fo rm u la  a n d  th e  a llo c a tio n  o f  th o s e  a m o u n ts  to

9 S ection  4091.37 in d ica te d  th a t th e  “ genera l reserves”  o f  s to ck  savings  
and loan  associa tions was a special area re q u ir in g  fu r th e r  s tudy. In  p ractice  
the  s ta tem en t a lso  has been app lied  to  m u tu a l savings and loan  associa tions
and m u tu a l savings banks. T h e  B o a rd  a ffirm s  th a t its  conclus ions in  th is  
section  a p p ly  to  s tock and m u tu a l savings and  loan  associa tions and  
m u tu a l savings banks.

10 O th e r  d isc losu re  requ irem en ts  in  sections 4091.55-.63 m a y  a lso  app ly .
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p o lic y h o ld e rs ’ s u rp lu s  u n t i l  th e  to ta l p o lic y h o ld e rs ’ s u rp lu s  
e q u a ls  a  s p e c ifie d  m a x im u m . T h e  a m o u n ts  e x c lu d e d  fro m  
ta x a b le  in c o m e  a n d  d e s ig n a te d  as p o lic y h o ld e rs ’ s u rp lu s  a re  
in c lu d a b le  in  ta x a b le  in c o m e  o f  la te r  y e a rs  i f  th e  c o m p a n y  
e le c ts  to  ( a )  d is t r ib u te  p o lic y h o ld e rs ’ s u rp lu s  to  s to c k 
h o ld e rs  a s  d iv id e n d s , ( b )  tr a n s fe r  a m o u n ts  fr o m  p o lic y 
h o ld e rs ’ s u rp lu s  to  s h a re h o ld e rs ’ s u rp lu s  d e s ig n a te d  fo r  ta x  
p u rp o s e s  a s  a v a ila b le  f o r  a n y  b u s in e s s  p u rp o s e , o r  ( c )  ta k e , 
o r  i f  i t  f a i ls  to  ta k e , c e r ta in  o th e r  s p e c ifie d  a c tio n s  (n o n e  o f  
w h ic h  u s u a lly  o c c u r ) .

.27  S om e b e lie v e  th a t  a  d iffe re n c e  b e tw e e n  ta x a b le  in 
co m e  a n d  p re ta x  a c c o u n tin g  in c o m e  a t t r ib u ta b le  to  a m o u n ts  
d e s ig n a te d  as p o lic y h o ld e rs ’ s u rp lu s  o f  a  s to c k  l i f e  in s u r 
a n ce  c o m p a n y  h a s  a t t r ib u te s  o f  a  p e rm a n e n t o r  in d e f in ite  
d e fe r ra l o f  ta x  p a y m e n ts . I n  th e ir  v ie w , a  s to c k  l i f e  in s u r 
a n ce  c o m p a n y  s h o u ld  n o t a c c ru e  in c o m e  ta x e s  o n  th e  d if fe r 
e nce  b e tw e e n  ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  in c o m e  
re la te d  to  a m o u n ts  d e s ig n a te d  as p o lic y h o ld e rs ’ s u rp lu s  
u n le s s  c irc u m s ta n c e s  in d ic a te  th a t  th e  in s u ra n c e  c o m p a n y  
is  l ik e ly  to  p a y  in c o m e  ta x e s , e ith e r  c u r r e n t ly  o r  in  fu tu r e  
y e a rs , b e ca u se  o f k n o w n  o r  e x p e c te d  re d u c tio n s  in  p o lic y -  
h o ld e rs ’ s u rp lu s . O th e rs  b e lie v e  th a t  th e  d iffe re n c e  h a s  th e  
p r in c ip a l a t t r ib u te s  o f a  t im in g  d iffe re n c e  a s  d e s c rib e d  in  
s e c tio n s  4 09 1 .3 5 -.3 6 . I n  e ffe c t, th e y  b e lie v e  th a t  th e  d if f e r 
e nce  is  a  G o v e rn m e n t-s p o n s o re d  d e fe r ra l o f  ta x , th a t  th e  
G o v e rn m e n t h a s  a n  e q u ity  in  th e  s to c k  l i f e  in s u ra n c e  c o m 
p a n y  to  th e  e x te n t o f  th e  d e fe rre d  ta x , a n d  th a t  i t  is  in a p 
p ro p r ia te  to  in c lu d e  e a rn in g s  in  s to c k h o ld e rs ’ e q u ity  
w ith o u t  a c c ru in g  in c o m e  ta x e s  w h ic h  w o u ld  b e  in c u r re d  b y  
th e  s to c k  l i f e  in s u ra n c e  c o m p a n y  i f  th o s e  e a rn in g s  w e re  
d is t r ib u te d  to  s to c k h o ld e rs  o r  o th e rw is e  b e ca m e  s u b je c t to  
ta x . I n  th e ir  v ie w  th e  s to c k  l i f e  in s u ra n c e  c o m p a n y  s h o u ld  
a c c ru e  d e fe rre d  ta x e s  o n  th e  d iffe re n c e .

Opinion
.28  T h e  B o a rd  c o n c lu d e s  th a t  a  d iffe re n c e  b e tw e e n  

ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  in c o m e  a t t r ib u ta b le  
to  a m o u n ts  d e s ig n a te d  as p o lic y h o ld e rs ’ s u rp lu s  o f  a  s to c k  
l i f e  in s u ra n c e  c o m p a n y  m a y  n o t re v e rs e  u n t i l  in d e f in ite  
fu tu r e  p e r io d s  o r  m a y  n e v e r  re v e rs e . T h e  in s u ra n c e  co m 
p a n y  c o n tro ls  th e  e v e n ts  th a t  c re a te  th e  ta x  co n se q u e n ce s  
a n d  th e  c o m p a n y  is  g e n e ra lly  re q u ire d  to  ta k e  s p e c ific  ac
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tion  before the in itia l difference reverses. Therefore, a 
stock life  insurance company should not accrue income 
taxes on the difference between taxable income and pretax 
accounting income attributab le to amounts designated as 
policyholders ’ surplus. However, i f  circumstances indicate 
tha t the insurance company is  like ly  to pay income taxes, 
either currently or in  later years, because o f known or ex
pected reductions in  policyholders’ surplus, income taxes 
attributab le to tha t reduction should be accrued as a tax  
expense o f the current period; the accrual o f those income 
taxes should not be accounted fo r as an extraordinary item.

.29 Disclosure. In form ation concerning amounts des
ignated as policyholders’ surplus o f a stock life  insurance 
company tha t should be disclosed in  notes to  financial state
ments includes:

a. The treatment o f policyholders’ surplus under the 
United States In te rna l Revenue Code and the fact 
tha t income taxes may be payable i f  the company 
takes certain specified actions, which should be 
appropriately described, and

b. The accumulated amount o f the policyholders’ sur
plus fo r which income taxes have not been accrued.11

.30 The disclosure requirements set fo rth  in  para
graph .29 also apply to a parent company o f a stock life  
insurance company accounting fo r tha t investment either 
through consolidation or by the equity method.

EFFECTIVE DATE
.31 This section shall be effective fo r a ll fiscal periods 

beginning a fte r December 31, 1971. However, the Board 
encourages earlier application o f the provisions o f th is  
section.

.32 The conclusions o f the Board on accounting fo r 
income taxes on undistributed earnings of subsidiaries and 
corporate jo in t ventures represent a clarification of current 
practice. Accordingly, th is  section should be applied re tro
actively to undistributed earnings o f subsidiaries included 
in  consolidated, financial statements and to undistributed  
earnings applicable to unconsolidated subsidiaries and in 
vestments in  corporate jo in t ventures accounted fo r by the

11 O th e r  d isc losu re  requ irem en ts  in  sections 4091.55-.63 m ay  a lso  app ly .
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e q u ity  m e th o d  in  a c c o rd a n c e  w ith  s e c tio n  5131 . A n  a d ju s t
m e n t r e s u lt in g  fr o m  a  c h a n g e  in  a c c o u n tin g  m e th o d  to  
c o m p ly  w ith  th is  s e c tio n  s h o u ld  b e  tre a te d  a s  a n  a d ju s tm e n t 
o f  p r io r  p e r io d s , a n d  f in a n c ia l s ta te m e n ts  p re s e n te d  fo r  th e  
p e r io d s  a ffe c te d  s h o u ld  b e  re s ta te d .

.33  T h e  c o n c lu s io n s  o f  th e  B o a rd  o n  “ b a d  d e b t re 
s e rv e s ”  o f  s a v in g s  a n d  lo a n  a s s o c ia tio n s  a n d  a m o u n ts  d e s
ig n a te d  a s  “ p o lic y h o ld e rs ’ s u rp lu s ”  b y  s to c k  l i f e  in s u ra n c e  
c o m p a n ie s  a g re e  g e n e ra lly  w ith  c u r r e n t p ra c tic e . I f  a p p li
c a tio n  o f  th is  s e c tio n  s h o u ld  r e s u lt  in  a  c h a n g e  in  a c c o u n tin g  
p r in c ip le ,  th e  a d ju s tm e n t s h o u ld  b e  tre a te d  as a n  a d ju s t
m e n t o f  p r io r  p e r io d s , a n d  f in a n c ia l s ta te m e n ts  p re s e n te d  
f o r  th e  p e r io d s  a ffe c te d  s h o u ld  b e  re s ta te d .

  The next page is 8941.  
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AC Section 4096
Accounting for Income Taxes—Investments 
in Common Stock Accounted for by the 
Equity Method (other than Subsidiaries 
and Corporate Joint Ventures)
[Source: APB Opinion No. 24 .]

Effective for fiscal periods 
beginning after December 
31, 1971, unless otherwise 
indicated

INTRODUCTION
.01 I n  M a rc h  1971  th e  A c c o u n tin g  P r in c ip le s  B o a rd  

is s u e d  s e c tio n  5 13 1 , The Equity Method of Accounting fo r  
Investments in  Common Stock, a n d  s ta te d  th a t  th e  g u id e s  
in  s e c tio n  205 1 .1 5 , Consolidated Financial Statements, 
s h o u ld  a p p ly  in  a c c o u n tin g  fo r  in c o m e  ta x e s  o n  in c o m e  re c 
o g n iz e d  b y  a n  in v e s to r  in  c o m m o n  s to c k  o f  a n  in v e s te e  
c o m p a n y  u n t i l  th e  A P B  is s u e d  a n  O p in io n  o n  th e  s p e c ia l 
a re a s  re fe r re d  to  in  s e c tio n s  4 0 9 1 .3 7 -.4 0 , Income Taxes. (S e e  
s e c tio n  4 09 5 , Accounting fo r Income Taxes —  Special 
Areas.)

.0 2  T h e  B o a rd  h a s  e x a m in e d  th e  c h a ra c te r is t ic s  o f  
th e  ta x  co n se q u e n ce s  o f  tra n s a c tio n s  in  th is  a re a  a n d  s e ts  
f o r t h  in  th is  s e c tio n  it s  c o n c lu s io n  o n  a p p ro p r ia te  a c c o u n t
in g  f o r  ta x e s  o n  in c o m e  fro m  in v e s tm e n ts  in  c o m m o n  s to c k  
a c c o u n te d  f o r  b y  th e  e q u ity  m e th o d  ( o th e r  th a n  s u b s id ia r ie s  
a n d  c o rp o ra te  jo in t  v e n tu re s )  in  a c c o rd a n c e  w ith  s e c tio n  
5 13 1 .

.03  T h is  s e c tio n  a p p lie s  to  f in a n c ia l s ta te m e n ts  w h ic h  
p u r p o r t  to  p re s e n t f in a n c ia l p o s it io n , re s u lts  o f  o p e ra tio n s , 
a n d  c h a n g e s  in  f in a n c ia l p o s it io n  in  c o n fo rm ity  w ith  g e n 
e r a lly  a c c e p te d  a c c o u n tin g  p r in c ip le s . I t  d oe s  n o t a p p ly  to  
re g u la te d  in d u s tr ie s  in  th o s e  c irc u m s ta n c e s  m e e tin g  th e  
s ta n d a rd s  d e s c rib e d  in  s e c tio n  6011 .

DISCUSSION
.04 T h e  B o a rd  c o n c lu d e d  in  s e c tio n  5131  th a t  a n  in 

v e s to r  s h o u ld  fo llo w  th e  e q u ity  m e th o d  o f a c c o u n tin g  f o r
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a n  in v e s tm e n t in  c o m m o n  s to c k  i f  th e  in v e s tm e n t in  v o t in g  
s to c k  g iv e s  i t  th e  a b i l i t y  to  e x e rc is e  s ig n if ic a n t in flu e n c e  
o v e r  o p e ra tin g  a n d  fin a n c ia l p o lic ie s  o f  a n  in v e s te e  e v e n  
th o u g h  th e  in v e s to r  h o ld s  5 0 %  o r  le s s  o f  th e  v o t in g  s to c k .

.05  U n d e r  th e  e q u ity  m e th o d  o f  a c c o u n tin g  f o r  in v e s t
m e n ts , a n  in v e s to r  re c o g n iz e s  i t s  s h a re  o f  th e  e a rn in g s  o r  
lo sse s  o f  a n  in v e s te e  in  th e  p e r io d s  f o r  w h ic h  th e y  a re  re 
p o r te d  b y  th e  in v e s te e  in  i t s  f in a n c ia l s ta te m e n ts  r a th e r  
th a n  in  th e  p e r io d  in  w h ic h  a n  in v e s te e  d e c la re s  a  d iv id e n d  
o r  th e  p e r io d  in  w h ic h  a n  in v e s to r  liq u id a te s  it s  in v e s tm e n t.
A  re a s o n a b le  a s s u m p tio n  is  th a t  a  p a r t  o r  a l l  o f th e  e a rn in g s  
o f  a n  in v e s te e  u lt im a te ly  t r a n s fe r re d  to  th e  in v e s to r  o r  
re a liz e d  th ro u g h  th e  s a le  o r  liq u id a t io n  o f  th e  in v e s tm e n t 
w i l l  b e  ta x a b le  to  th e  in v e s to r . S o m e  b e lie v e  th a t  th e  as
s u m e d  e v e n tu a l ta x  co n se q u e n ce s  h a v e  th e  e s s e n tia l c h a ra c 
te r is t ic s  o f  a  t im in g  d iffe re n c e , a n d  a c c o rd in g ly  th e y  w o u ld  
re q u ire  in te r p e r io d  ta x  a llo c a tio n  u n d e r  th e  p ro v is io n s  o f  
s e c tio n  4091 .

.06  O th e rs  b e lie v e  th a t  th e  p r in c ip le s  a p p lic a b le  to  
u n d is tr ib u te d  e a rn in g s  o f s u b s id ia r ie s  (p a ra g ra p h s  .09 , .10 ,
.11 , .12 , a n d  .1 3 ) o f  s e c tio n  4095  a re  e q u a lly  a p p lic a b le  to  u n 
d is t r ib u te d  e a rn in g s  o f  in v e s te e s  (o th e r  th a n  s u b s id ia r ie s  
a n d  c o rp o ra te  jo in t  v e n tu re s )  a c c o u n te d  f o r  b y  th e  e q u ity  
m e th o d  a n d  th a t  in c o m e  ta x e s  s h o u ld  b e  p ro v id e d  o n ly  o n  
th e  p o r t io n  o f  u n d is tr ib u te d  e a rn in g s  o f  a n  in v e s te e  th a t  
re p re s e n ts  a  t im in g  d iffe re n c e  a n d  n o t o n  th e  p o r t io n  th a t  
a v a ila b le  e v id e n c e  in d ic a te s  w i l l  b e  in v e s te d  p e rm a n e n tly  
o r  f o r  a n  in d e f in ite  p e r io d . T h e y  e m p h a s iz e  th a t  a p p lic a t io n  
o f s e c tio n  5131  is  b a s e d  o n  th e  p re s u m p tio n  th a t  th e  in 
v e s to r  h a s  th e  a b i l it y  to  e x e rc is e  s ig n if ic a n t in flu e n c e  o v e r  
th e  o p e ra tin g  a n d  fin a n c ia l p o lic ie s  o f  th e  in v e s te e , a n d  a c 
c o r d in g ly  th e y  b e lie v e  th a t  th e  in v e s to r  m u s t n e c e s s a r ily  
b e  p re s u m e d  to  h a v e  th e  a b i l i t y  to  e x e rc is e  s ig n if ic a n t in 
flu e n c e  o n  th e  e x te n t to  w h ic h  a n d  m a n n e r in  w h ic h  th e  
e a rn in g s  o f  a n  in v e s te e  w i l l  be  r e m it te d  o r  in v e s te d . U n d e r  
s u c h  c irc u m s ta n c e s , th e y  b e lie v e  th a t  th e  in v e s to r  is  in  a  
p o s it io n  to  d e te rm in e  a n d  s u b s ta n tia te  th e  e ffe c t o f  p ro b 
a b le  fu tu r e  re m itta n c e s  w h ic h  m a y  re q u ire  a n  a c c ru a l o f  
in c o m e  ta x .

OPINION
.0 7  T h e  B o a rd  c o n c lu d e s  th a t  th e  ta x  e ffe c ts  o f  d if fe r 

e nce s b e tw e e n  ta x a b le  in c o m e  a n d  p re ta x  a c c o u n tin g  in -
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come a ttr ib u ta b le  to  an  in v e s to r ’s share o f ea rn ings o f  
investee  com panies (o th e r th a n  su b s id ia rie s  and  co rpo ra te  
jo in t  ven tu res ) accounted fo r  b y  the  e q u ity  m e thod  in  ac
cordance w ith  section  5131 are re la te d  e ith e r  to  p robab le  
fu tu re  d is tr ib u t io n s  o f d iv id e n d s  o r to  a n tic ip a te d  re a liza 
t io n  on d isposa l o f th e  in ve s tm e n t and  th e re fo re  have the  
essentia l ch a ra c te r is tic s  o f t im in g  d iffe rences. The B oa rd  
be lieves th a t  th e  a b i l i t y  o f an in v e s to r  to  exercise s ig n if i
ca n t in fluence  ove r an investee  d if fe rs  s ig n if ic a n t ly  fro m  the  
a b i l i t y  o f  a p a re n t com pany to  co n tro l in ve s tm e n t po lic ies  
o f a  s u b s id ia ry  and th a t  o n ly  c o n tro l can ju s t i f y  the  con
c lu s io n  th a t  u n d is tr ib u te d  ea rn in g s  m a y  be in ve s te d  fo r  
in d e fin ite  pe riods.

.08 T he  B o a rd  be lieves th a t  the  d e te rm in a tio n  o f 
w h e th e r an in v e s to r ’s e q u ity  in  u n d is tr ib u te d  earn ings o f  
an investee w i l l  be re a lize d  in  th e  fo rm  o f d iv id e n d s , w i l l  
be re a lize d  b y  u lt im a te  d is p o s it io n  o f  th e  in ves tm en t, o r a  
co m b ina tion  o f  bo th  m u s t be based on a ll fa c ts  and c irc u m 
stances. I f  ev idence in d ica te s  th a t  an in v e s to r ’s e q u ity  in  
u n d is tr ib u te d  e a rn ings  o f  an investee w i l l  be rea lized  in  the  
fo rm  o f d iv id e n d s , an  in v e s to r shou ld  recogn ize incom e  
taxes  a ttr ib u ta b le  to  th e  t im in g  d iffe rence  as i f  the  e q u ity  
in  e a rn ings  o f th e  investee  th a t th e  in v e s to r in c lu d e d  in  
incom e w ere  re m itte d  as a d iv id e n d  d u r in g  the p e rio d , rec
o g n iz in g  a va ila b le  d iv id e n d -re ce ive d  deduc tio ns  and  “fo r 
e ign  ta x  c red its . Incom e taxes o f  the  in v e s to r com pany  
shou ld  a lso  in c lu d e  taxes th a t  w o u ld  have been w ith h e ld  i f  
th e  u n d is tr ib u te d  e a rn ings  had been re m itte d  as d iv id e n d s .
I f  ev idence in d ica te s  th a t  an in v e s to r ’s e q u ity  in  u n d is tr ib 
u te d  e a rn ings  o f an investee w i l l  be rea lized  b y  u lt im a te  
d is p o s itio n  o f the  inves tm en t, an in v e s to r shou ld  accrue  
incom e taxes a ttr ib u ta b le  to  the  t im in g  d iffe rence  a t c a p ita l 
ga ins  o r  o th e r a p p ro p ria te  ra tes , re co g n iz in g  a ll a va ila b le  
deduc tio ns  and c red its .

.09 T he  ta x  e ffec t o f  a d iffe rence  betw een ta xa b le  in 
come and p re ta x  acco u n tin g  incom e a ttr ib u ta b le  to  losses o f  
an investee shou ld  be accounted fo r  in  accordance w ith  the  
B o a rd ’s conclusions on o p e ra tin g  losses in  sections  
4091.43-.49.

.10 Change in  Investment. A n  in ve s tm e n t in  com m on  
s tock  o f  an investee (o th e r  th a n  a s u b s id ia ry  o r co rpo ra te
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jo in t  v e n tu re ) m a y  change so th a t  th e  investee  becomes a  
s u b s id ia ry  because th e  in v e s to r acqu ires  a d d it io n a l com m on  
stock, th e  investee  acqu ires  o r  re t ire s  com m on s tock  o r  
o th e r tra n sa c tio n s  a ffe c t the  in ve s tm e n t. O r, an  in ve s tm e n t 
in  com m on s tock  o f  an investee m a y  f a l l  be low  th e  le ve l o f  
o w n e rsh ip  necessary fo r  the  in v e s to r  to  have th e  a b i l i t y  to  
exercise s ig n if ic a n t in fluence  o ve r o p e ra tin g  and fin a n c ia l 
po lic ie s  o f  the  investee because th e  in v e s to r sells a p o r t io n  
o f  the  in ve s tm e n t, th e  investee  se lls  a d d it io n a l s tock  o r  
o th e r tra n sa c tio n s  a ffe c t the  inve s tm e n t. I f  an in ve s tm e n t 
in  an  investee  increases so th a t  i t  becomes a su b s id ia ry , th e  
d e fe rre d  incom e taxes p re v io u s ly  accrued  b y  th e  in v e s to r in  
accordance w ith  p a ra g ra p h s  .07 th ro u g h  .09 shou ld  be in 
c luded  in  the  incom e o f th e  p a re n t com pany o n ly  as d iv i 
dends fro m  the  s u b s id ia ry  are rece ived  in  am ounts  w h ic h  
exceed th e  p a re n t com pany ’s share o f  the  e a rn ings  o f the  
s u b s id ia ry  subsequent to  the  da te  i t  became a su b s id ia ry . 
S im ila r ly ,  i f  an in ve s tm e n t in  th e  investee fa lls  be low  the  
le ve l o f ow ne rsh ip  necessary to  enable the  in v e s to r to  fo llo w  
the  e q u ity  m e thod  o f  accoun tin g , th e  d e fe rre d  incom e taxes  
p re v io u s ly  accrued b y  th e  in v e s to r shou ld  be in c lu d e d  in  the  
incom e o f the  fo rm e r in v e s to r o n ly  as d iv id e n d s  fro m  
the  fo rm e r investee are rece ived  in  am oun ts  w h ich  exceed 
th e  fo rm e r  in v e s to r ’s a llo cab le  share o f ea rn ings  o f  the  
fo rm e r  investee subsequent to  the  date  i t  ceased to  q u a lify  
as an investee. T he  a m oun t o f defer r ed incom e taxes o f  the  
in v e s to r  a ttr ib u ta b le  to  i ts  share o f the  e q u ity  in  ea rn ings  
o f the  investee com pany shou ld  be considered in  acco u n tin g  
fo r  a d is p o s it io n  th ro u g h  sale o r o th e r tra n s a c tio n  th a t  re 
duces the  inves tm en t.

EFFECTIVE DATE

.11 T h is  section  sha ll be e ffe c tive  fo r  a l l  fisca l pe riods  
b e g in n in g  a f te r  Decem ber 31, 1971. H ow eve r, the  B o a rd  
encourages e a r lie r  a p p lic a tio n  o f  the  p ro v is io n s  o f th is  
section.

.12 The  conclus ions o f  the  B o a rd  on  a cco u n tin g  fo r  
incom e taxes on in ves tm en ts  in  com m on s tock (o th e r th a n  
su b s id ia rie s  and co rpo ra te  jo in t  ve n tu re s ) rep resen t a  c la r 
if ic a t io n  o f c u rre n t p ra c tice . A c c o rd in g ly , th is  section  
shou ld  be a p p lie d  re tro a c t iv e ly  to  u n d is tr ib u te d  ea rn ings  
a p p lica b le  to  in ves tm en ts  (o th e r th a n  subs id ia ries  and  cor-
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po ra te  jo in t  ve n tu re s ) accounted fo r  b y  the  e q u ity  m ethod  
in  accordance w ith  section  5131. A d ju s tm e n ts  re s u lt in g  
f ro m  a  change in  a cco u n tin g  m ethod to  c o m p ly  w ith  th is  
section  shou ld  be tre a te d  as a d ju s tm e n ts  o f  p r io r  periods, 
and  f in a n c ia l s ta tem ents p resen ted  fo r  th e  p e rio d s  a ffected  
shou ld  be res ta ted .

T he  n e x t page is  8951.   
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AC Section 4097
Accounting for Income Taxes—
Oil and Gas Producing 
Companies*
an amendment o f sections 4091 and 4095  
[Source: FASB Statement No. 9 .]

O ctober 1975
INTRODUCTION AND BACKGROUND INFORMATION
.01 A P B  Opinion No. 11 [section 4091], “ A ccoun ting  fo r Income  
Taxes,”  issued in  1967, has no t required in te rperiod  income ta x  
a llocation w ith  respect to  “ in tang ib le  development costs”  incurred  
b y  o il and gas p roducing  companies. Paragraph 40 of the O p in ion  
[se c tion  4091.39] states:

Intangible development costs in the oil and gas industry are 
commonly deducted in the determination; of taxable income 
in the period in which the costs are incurred. Usually the 
costs are capitalized fo r financial accounting purposes and 
are amortized over the productive periods of the related 
wells. A  question exists as to whether the tax effects of the 
current deduction of these costs for tax purposes should be 
deferred and amortized over the productive periods of the 
wells to which the costs relate Other items have a similar, 
or opposite, effect because of the interaction with “ percentage”  
depletion fo r income tax purposes. The Board [A P B ] has 
decided to defer any conclusion on these questions until the 
accounting research study on extractive industries is com
pleted and an Opinion is issued on that subject.

.02 Paragraph 33 o f A P B  Opinion No. 11 [section 4091.32] cites 
as an example of a permanent difference (defined in  paragraph  
13(f) [section 4091.12(f)] o f tha t O p in ion ) “ the excess o f s ta tu
to ry  depletion over cost depletion.”

.03 A P B  Opinion No. 23 [section 4095], “ A ccoun ting  fo r  Income  
Taxes— Special Areas,”  issued in  1972, amended A P B  Opinion No.
11 [section 4091] in certain respects but d id  not m od ify  paragraph 40 
o f A P B  Opinion No. 11 [section 4091.39], Paragraph 2 of A P B  
Opinion No. 23 [section 4095.02] states: “ T he  Board [A P B ]  
continues to  defer conclusions on in tang ib le  development costs in  
the o il and gas indus try  pending the issuance o f an O p in ion  on 
extractive  industries.”
.04 P r io r  to  the e ffective  date of A P B  Opinion No. 11 [section  
4091 ],  some o il and gas p roducing  companies had allocated income 
taxes w ith  respect to  in tang ib le  d r illin g  and developm ent costs 
and some other costs associated w ith  the explora tion fo r  and

* This section has been superseded, effective for financial statements 
fo r fiscal years beginning after December 15, 1978 by FASB Statement 
No. 19, Financial Accounting and Reporting by Oil and Gas Producing Com
panies. (See section 6021.)
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development o f o il and gas reserves th a t entered in to  the deter
m ination  o f taxable income and p re tax accounting income in  d if
fe rent periods. Those companies genera lly  have continued th a t 
practice since the issuance of A P B  Opinion No. 11 [section 4091].

.05 On the o the r hand, both before and a fte r the effective date 
of A P B  Opinion No. 11 [section 4091] many o il and gas producing  
companies have not allocated income taxes w ith  respect to  those 
costs. The fact tha t percentage depletion over the life  o f o il and 
gas properties was expected to  exceed costs o f tha t type th a t are 
capitalized and am ortized in  the determ ination o f p re tax account
in g  income (i. e., the in te raction  w ith  percentage depletion de
scribed in the c ita tion  in  paragraph .01 of th is  S tatem ent) has 
genera lly been cited as the conceptual basis fo r  not a llocating  
income taxes.

.06 The T a x  Reduction A c t o f 1975 (here ina fte r sometimes re
ferred to  as the A c t)  subs tan tia lly  reduced or e lim inated per
centage depletion as a Federal income tax deduction fo r m any o il 
and gas producing companies as o f January 1, 1975.

.07 The Board has, among o ther things, (a) examined the pro
visions o f the A c t re la ting  to  percentage depletion fo r o il and gas 
production, (b ) reviewed a report dated A p r il 11, 1975 o f an 
Am erican Petro leum  In s titu te  survey of 25 o il and gas producing  
companies on interperiod tax  allocation re la tin g  to  the e lim ina tion  
of percentage depletion, and (c) reviewed the financia l statements 
of a num ber o f o il and gas producing companies.

.08 The Board o rig in a lly  concluded no t to  hold a pub lic  hearing  
on the specific issue of in terperiod  ta x  a llocation related to  in tan g i
ble d r illin g  and development costs and o ther costs associated w ith  
the  exploration fo r  and developm ent o f o il and gas reserves. A n  
Exposure D ra ft o f a proposed Statem ent on “ A ccoun ting  fo r In 
come Taxes— O il and Gas Producing Companies”  was issued on 
A p r il 25, 1975. N in e ty -e ig h t le tters were received in  response 
to  the request fo r  comments. M ost o f the respondents objected  
to  the m ethod o f trans ition  set fo rth  in  paragraph 15 of the  E x 
posure D ra ft, b u t they held w id e ly  d ive rgent v iew s about other 
methods o f transition. On June 26, 1975 the Board announced tha t 
i t  w ou ld  hold a pub lic  hearing. A  N otice  o f P ub lic  H earing  was 
issued on Ju ly  10, 1975 s ta ting  th a t the purpose o f the pub lic  
hearing was to  provide an o pp o rtu n ity  fo r the Board to  receive 
additional in fo rm a tion  from , and to  hear the views of, interested  
persons and groups w ith  respect to  the accounting problems and 
issues associated w ith  th is  m atte r, in  p a rticu la r those issues dis
cussed in  paragraphs 11-17 and Append ix  A  of the Exposure D ra ft  
and those issues and questions set fo rth  in  A ppend ix  1 o f the 
Notice o f Public Hearing. T he  Board received 54 position  papers,
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le tte rs  o f comment, and outlines o f o ra l presentation in  response 
to the Notice o f Public Hearing. Twenty-seven presentations were 
made a t the pub lic  hearing.

.09 T he  basis fo r the Board ’s conclusions, as w ell as a lternatives  
considered and reasons fo r the ir re jection, are discussed in  Appen
d ix  A  to  th is  Statement.

.10 T h is  S tatem ent applies to  regu la ted  enterprises in  accordance 
w ith  the provisions o f the Addendum to A P B  Opinion No. 2 [section 
6011] “ A ccoun ting  fo r the ‘ Inves tm ent C red it.’ ”

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING 

Interperiod Tax A llocation
.11 Com m encing January 1, 1975, in terperiod ta x  a llocation is  
required 1 fo r  in tang ib le  d rillin g  and developm ent costs 1 2 and o ther 
costs3 associated w ith  the exp lo ra tion  fo r  and developm ent o f o il 
and gas reserves th a t enter in to  the determ ination of taxable in 
come and p re tax accounting income in  d iffe ren t periods (here in
a fte r referred to  as ID C  financial accounting/ tax differences) pursu
ant to  the provisions o f A P B  O pinion No. 11 [section 4091].

.12 A n  o il o r gas produc ing  com pany th a t heretofore has not 
allocated income taxes related to  ID C  financia l a ccou n tin g /tax  
differences shall, as o f January 1, 1975, begin a lloca ting  income  
taxes on the difference (here inafter referred to  as the net change) 
between ( i)  ID C  financial a ccou n tin g /tax  differences o rig in a tin g  
in  the period and ( i i )  the  reversal o f s im ila r differences d u rin g  the  
period. A P B  Opinion No. 11 [section 4091], pa rticu la rly  para
graphs 36-37 [section 4091.35-.36] thereof, specifies the method  
fo r  com puting  the income ta x  e ffect 4 re la ting  to  the net change.
In  any period d u rin g  w hich  reversals exceed o rig in a tin g  t im in g  
differences, the resu lting  income ta x  effect shall reduce previously  
deferred income taxes a ttr ib u ta b le  on ly  to  the costs described in  
paragraph .11 and footnotes 2 and 3. I f  deferred income taxes 
have no t been provided o r i f  p rev ious ly  deferred income taxes are 
elim inated, deferred ta x  credits a ttr ib u ta b le  to  o ther item s shall 
not be reduced, and the excess income ta x  effect shall be charged  
to  income ta x  expense in  the period  in  w h ich  the excess arises.

1 See the exception provided by paragraph .13, however.
2 Intangible d rilling  and development costs include costs incurred w ith 

respect to both producing and nonproducing wells or properties.
3 These other costs include costs such as geological and geophysical

costs, leasehold costs, delay rentals, advance or shut-in royalties, and ad 
valorem taxes, some of which may be charged to expense fo r financial 
accounting purposes before they are deducted for income tax purposes.

4 The income tax effect referred to in this Statement is determined in 
the same manner as if  income taxes had been allocated on ID C  financial 
accounting/tax differences in the periods of their origination using the net 
change method as set forth in APB Opinion No. 11 [section 4091].
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.13 In  m aking  the com putation o f deferred income tax expense 
as set fo rth  in  the firs t sentence o f paragraph .12, an o il o r 
gas producing  company w ith  excess s ta tu to ry  depletion 5 m ay  
elect, b u t is not required, to  recognize in te raction  w ith  percentage  
depletion. I f  th is  election is made, income taxes shall be deferred  
on the am ount by w h ich  o rig in a tin g  t im in g  differences exceed 
reversals d u rin g  the period, except th a t the am ount on w h ich  
income taxes are deferred in th a t period shall be lim ite d  to  the  
excess o f cum u la tive  I  D C  financia l accoun ting /tax  differences at 
the end of the period over the sum o f (a) excess s ta tu to ry  
depletion and (b ) cum u la tive  ID C  financia l a ccoun ting /tax  
differences w ith  respect to  w h ich  income taxes have been a llo 
cated. In  periods in  w hich reversals exceed o rig in a tin g  tim in g  
differences, p rev ious ly  deferred income taxes a ttr ib u tab le  on ly  
to  the costs described in paragraph .11 and footnotes 2 and 3 
shall be reduced.6 I f  at the end o f the period the sum of (a) 
excess s ta tu to ry  depletion and (b ) cum u la tive  ID C  financia l 
accoun ting /tax  differences w ith  respect to  w h ich  income taxes 
have been allocated is equal to  o r greater than cum ula tive  ID C  
financia l a ccou n tin g /tax  differences, income taxes shall not be 
allocated on the am ount by w hich  o rig in a tin g  tim in g  differences 
exceed reversals d u rin g  the period. P rev ious ly  deferred income  
taxes a ttr ib u ta b le  to the costs described in  paragraph .11, and 
footnotes 2 and 3 shall not be reduced unless reversals exceed 
o rig in a tin g  tim in g  differences d u rin g  the period .7 See A ppend ix  
B fo r  examples of the app lica tion  of th is  paragraph.

.14 P rio r to  January 1, 1975, certain o il and gas producing com
panies allocated income taxes in  accordance w ith  the provisions  
o f A P B  Opinion No. 11 [section 4091] w ith  respect to  ID C  
financial a ccoun ting /tax  differences w ith o u t recogniz ing in terac
tion  w ith  percentage depletion. T h is  m ethod o f income ta x  
a llocation  shall continue as an accepted method. A cco rd ing ly , 
an o il o r gas produc ing  company may change to th a t m ethod o f  
accounting and, i f  i t  does, shall app ly the method re troac tive ly  
by resta ting  financia l statements and financia l summaries o r o ther 
data derived there from  presented fo r p rio r periods (see para
graphs 18, 26, and 27 of A P B  Opinion No. 9 [sections 2010.17, 
2010.25, and 2010.26], "R e p o rtin g  the Results o f O perations” ).
I f  records are no t available to  make the detailed year-by-year

5 Excess statutory depletion is the excess of estimated statutory depletion 
allowable as an income tax deduction in future years over the amount of cost 
depletion otherwise allowable as a tax deduction, determined on a total 
enterprise basis.

6 I f  deferred income taxes have not been provided or if  previously deferred 
income taxes are eliminated, deferred tax credits attributable to other items 
shall not be reduced, and any excess income tax effect shall be charged to 
income tax expense in the period in which the excess arises.

7See footnote 6.
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"w ith  and w ith o u t"  com putations under th is  m ethod (see para
graph 36 o f A P B  Opinion No. 11 [section 4091.35]), reasonable 
approx im ations shall be made. Considering the unique c ircum 
stance o f the question a t hand, the requ irem ent o f paragraphs  
15-17 o f A P B  Opinion No. 20 [section 1051.15-.17], "A ccou n tin g  
Changes," fo r  ju s tif ic a tio n  o f a change in  accounting p rinc ip le  
need no t be m et in  connection w ith  a change made in  accordance 
w ith  th is  paragraph.

Disclosure
.15 Because d iffe ren t m ethods o f accounting  are perm itted  in  
paragraphs .12-.14 o f this Statement and because o f the uncertainties 
invo lved  in  estim a ting  fu tu re  s ta tu to ry  depletion, a com pany th a t  
allocates income taxes in  accordance w ith  paragraph .12 o r .13 
shall disclose in  its  financia l statements the am ount o f cum u la tive  
ID C  financia l accou n tin g /tax  differences a t the end o f the period  
w ith  respect to  w h ich  income taxes have no t been allocated. 
In  add ition , w hen i t  becomes probable th a t fu tu re  reversals o f 
ID C  financia l accou n tin g /tax  differences w i l l  exceed fu tu re  
o rig in a tin g  differences o f a s im ila r nature  and th a t the excess 
income ta x  effect (re fe rred  to  in  paragraphs .12 and .13) w i l l  be 
charged to  income tax  expense, the company shall disclose th a t 
p ro ba b ility .

Amendments to Existing Pronouncements
.16 A P B  Opinion No. 11 [section 4091] exempted "in tan g ib le  
development costs" from  the requirem ent fo r in te rpe riod  ta x  
allocation pending fu rth e r study o f the  question o f in teraction  
w ith  percentage depletion, and th a t exem ption was continued in  
A P B  Opinion No. 23 [section 4095]. T he  Board has no t con
sidered, and therefore  does no t in  th is  S tatem ent address, the  
question o f w he ther in te rpe riod  ta x  a llocation  should o r should  
n o t be affected by  th a t in te rac tion . In  l ig h t o f the  substan tia l 
reduction  in  o r e lim ina tion  o f percentage dep le tion fo r  m any  
companies resu lting  from  the T a x  Reduction A c t o f 1975, how 
ever, the  exem ption in  A P B  Opinions No. 11 [section  4091] and 
23 [section 4095] o f in tang ib le  developm ent costs from  the re
qu irem ent fo r  in te rpe riod  tax  a llocation  is removed by  th is  State
m ent. A cco rd ing ly , th is  Statem ent supersedes paragraph 40 o f 
A P B  Opinion No. 11 [section 4091.39] and the second sentence o f 
paragraph 2 o f A P B  Opinion No. 23 [section  4095.02].

Effective Date
.17 Th is  Statement shall be effective w ith  respect to  financ ia l state
m ents issued on o r a fte r December 1, 1975, a lthough earlie r 
app lica tion  is encouraged.
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.18 I f  financia l statements fo r  the  fiscal year th a t includes Janu
a ry  1, 1975 have been issued p r io r  to  December 1, 1975, when  
those financia l statements o r financia l summaries o r  o the r data  
derived the re from  are subsequently presented, th e y  shall be 
restated to  reflect the  requirem ents o f th is  Statement. In te r im  
financia l reports  issued p r io r  to  December 1, 1975 tha t inc lude  
results o f operations subsequent to  December 31, 1974 also shall 
be restated to  re flect the requirem ents o f th is  Statement.

The provisions o f this Statement need 
not be applied to immaterial items.

Appendix A
BASIS FOR CONCLUSIONS
.19 T h is  Appendix discusses factors deemed s ign ifican t b y  mem
bers o f the Board in  reaching the conclusions in  th is  Statement, 
in c lu d ing  various a lternatives considered and reasons fo r accept
in g  some and re jec tin g  others.

.20 The scope o f th is  Statement is lim ite d  to  the question o f 
whether, in  lig h t o f the T a x  R eduction A c t o f 1975, in te rpe riod  
ta x  allocation is now  required fo r ID C  financia l a ccou n tin g /tax  
differences. A lth ou g h  the B oard  has n o t considered the question  
o f w he ther in te rpe riod  ta x  a lloca tion  should o r should n o t be 
affected by in teraction  w ith  percentage depletion, i t  has set fo rth  
in  paragraph .13 the m ethod o f com puting  deferred income taxes 
when in te raction  w ith  percentage depletion is recognized.

.21 A lloca tion  o f income taxes on tim in g  differences is the basic 
concept o f A P B  Opinion No. 11 [section 4091]. T h a t O p in ion  
had allowed an exem ption fo r  “ in tang ib le  development costs,”  
however, pending fu rth e r s tu dy  o f the question o f in teraction  
w ith  percentage depletion. Because the T a x  Reduction A c t o f 
1975 substan tia lly  reduced o r e lim inated percentage depletion fo r  
m any companies as o f January 1, 1975, the  Board concluded th a t 
the  exem ption o f in tang ib le  d r i l l in g  and developm ent costs and 
o ther costs from  the provis ions o f A P B  Opinion No. 11 [section  
4091] is no longer appropriate. A cco rd ing ly , paragraph .11 o f th is  
Statem ent requires th a t beg inn ing  January 1, 1975 income taxes 
be deferred on ID C  financia l a ccou n tin g /tax  differences. Because 
the Board has no t considered w hether in terperiod  tax  allocation  
should o r  should no t be affected by  in te rac tion  w ith  percentage 
depletion, paragraph .13 perm its, bu t does no t require, companies 
to  recognize in teraction w ith  percentage depletion.

 The  n e x t page is  8959.  
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.22 In  the Exposure D ra ft, the  Board set fo rth  five methods o f 
tran s ition  th a t had been considered:

a) Retroactive restatement. Record the cum ula tive  income ta x  
effect th a t had no t been deferred p rio r to  January 1, 1975 by  
resta ting  the financial statements fo r p r io r  periods. There
after, allocate income taxes in  accordance w ith  A P B  Opinion  
No. 11 [section 4091].

b) D irect charge to retained earnings w ithout restatement. Record 
the cum ula tive  income ta x  effect th a t had no t been deferred 
p rio r  to  January 1, 1975 by a d irect charge to  retained earn
ings as of th a t date, w ith  no restatement o f financia l state
ments fo r p rio r periods. Thereafter, allocate income taxes in  
accordance w ith  A P B  Opinion No. 11 [section 4091].

c) Allocate taxes prospectively— gross method. A llocate  income 
taxes o n ly  w ith  respect to  ID C  financial accounting /tax  
differences a ris ing  a fte r December 31, 1974.

d) Allocate taxes prospectively— net method. A llocate  income taxes 
on the net change in  ( i)  ID C  financia l a ccoun ting /tax  d if 
ferences o rig in a tin g  in  the period and ( i i )  the reversal o f 
s im ila r differences d u rin g  the period.

e) Charge in  the income statement. Record the cum ula tive  income 
ta x  effect th a t had not been deferred p rio r to  January 1,
1975 b y  a charge in  the income statement, w ith  no restatement 
of financia l statements fo r p rio r periods. Thereafter, allocate 
income taxes in  accordance w ith  A P B  O pinion No. 11 [sec
tion  4091].

Charge in the Income Statement

.23 T he  method proposed in  the  Exposure D ra ft w ou ld  have re
quired an income statement charge as o f January 1, 1975 fo r the 
cum ula tive  income tax  effect th a t had not been deferred p rio r  
to  th a t da te ; the charge in  the income statement w ou ld  have 
been reported between the captions “ extraord inary  item s”  and 
“ ne t income.”  T he  Board reasoned th a t reporting the charge sepa
ra te ly  between the captions “ extrao rd ina ry  item s”  and “ net in 
come”  w ould  have h igh ligh ted  the fact th a t passage o f the A c t  
was a unique event o f considerable im pact on o il and gas produc
in g  companies and w ou ld  have segregated the charge in  the  
presentation o f results o f cu rren t operations. Respondents to  
the Exposure D ra ft and the N otice  o f P ub lic  H ea rin g  argued 
th a t users of financial statements in  general w ou ld  not understand  
the  charge in  the income statement. They reasoned that, as a 
resu lt o f the emphasis users place on net income, com parab ility  
o f financia l statements would  be weakened since net income fo r
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none o f the years 1974, 1975, and 1976 would be comparable. They 
also reasoned tha t to  require a charge now based on a 1975 event, 
viz., passage o f the A ct, w ou ld  be inconsistent w ith  the fa c t th a t 
the  effect o f the A c t is prospective in  nature and th a t the account
in g  should reflect th a t fact. The  Board took these argum ents  
in to  consideration in  conclud ing  th a t th is  m ethod o f trans ition  
should not be adopted.

Allocate Taxes Prospectively— N et Method
.24 T he  Board o rig in a lly  rejected the prospective net method  
because i t  appeared inconsistent w ith  the rationale underly ing  
paragraph 37 o f A P B  Opinion No. 11 [section 4091.36]. That para
graph states th a t the net change method is perm itted  o n ly  “ i f  
the applicable deferred taxes have been provided in  accordance 
w ith  th is  O p in ion  on the cum ula tive  t im in g  differences as o f the  
beginning o f the period.”  Certa in  respondents to  the Exposure  
D ra ft and the N otice  o f P u b lic  H earing  argued th a t they  had 
provided applicable deferred income taxes in  p rio r years w ith  respect 
to  ID C  financia l a ccoun ting /tax  differences in  accordance w ith  
A P B  Opinion No. 11 [section 4091], e ithe r on the basis of in te rac
tion  w ith  percentage depletion o r because of the exemption re
ferred to  in  paragraph 40 [section 4091.39] o f th a t O pin ion, and 
tha t, therefore, use o f the net change method on a prospective  
basis is appropriate and consistent w ith  p r io r  accounting. In  
addition, certa in  o f those respondents suggested th a t the prospec
tiv e  net method w ou ld  resu lt in  income statem ent presentations 
a fte r 1974 th a t w ou ld  fa c ilita te  comparisons o f results of opera
tions of o il and gas produc ing  companies. O ther respondents 
pointed ou t tha t considering the unique circumstance o f the  
question at hand exis ting  accounting pronouncements are am
biguous w ith  respect to  the proper method o f tran s ition  and th a t 
conceptual support is not lim ited  to  any one m ethod o f transition . 
They concluded th a t the prospective net method represents a 
practical so lu tion to  a unique and complex problem. The Board  
took these arguments in to  consideration in  concluding th a t the  
prospective net m ethod together w ith  the disclosures required by  
paragraph .15 represent a practical and reasonable solution to  the 
problem.

Retroactive Restatement
.25 One question th a t arises in  connection w ith  re troactive  re
statement o f p rio r  year financia l statements concerns the feasi
b il i ty  o f m aking  the com putations fo r in d iv id u a l p rio r years, be
cause o f the detailed in fo rm a tion  tha t m ig h t be required in  m aking  
the year-by-year “ w ith  and w ith o u t”  com putations under para
graph 36 of A P B  Opinion No. 11 [section 4091.35]. Some respond-
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ents indicated tha t the com putations w ou ld  be impossible or ex
tremely difficult because, in certain cases, records are not available 
or were no t kept on a basis su itab le fo r th a t purpose. O the r  
respondents indicated, however, tha t the re troactive  restatement 
could be computed on a reasonable basis. The Board notes tha t 
some o il and gas produc ing  companies have been a lloca ting  in 
come taxes on ID C  financia l accou n tin g /tax  differences, and have 
been doing so w ith o u t recognizing in te raction  w ith  percentage 
depletion. Some respondents reasoned tha t th is  m ethod would  
resu lt in  greater com parab ility  o f financia l statements o f an in d i
v idua l company among years, as w e ll as among o il and gas produc
ing  companies in  general, than w ou ld  any of the other methods 
considered. A fte r  considering a ll o f the circumstances, the Board  
decided th a t re troactive  restatem ent should n o t be required b u t 
should be perm itted. The  Board concluded, therefore, th a t i t  
w ou ld  be appropriate fo r a company to  change its  m ethod o f ac
counting to  that o f allocating income taxes w ithout recognizing 
in teraction  w ith  percentage depletion and, i f  i t  does, financia l 
statements presented fo r p rio r periods should be restated.

Direct Charge to  Retained Earnings without Restatement

.26 D ire c t charges or credits to  retained earnings w ith o u t re
statement of p rio r period financial statements are p roh ib ited  b y  
A P B  Opinion No. 9 [section 2010]. Consequently, the Board  
concluded tha t i t  w ou ld  be inappropria te  to  record the cum ula tive  
income tax  effect at January 1, 1975 by a d irect charge to  retained  
earnings as of that date. T o  do so w ou ld  be in conflic t w ith  the  
basic concepts underly ing  A P B  Opinion No. 9 [section 2010].

Allocate Taxes Prospectively— Gross Method

.27 A lloca tio n  o f income taxes on ly w ith  respect to  ID C  financia l 
a ccoun ting /tax  differences a ris ing  a fte r December 31, 1974 w ould  
resu lt in  substantial va ria tions in  the ra tio  o f income ta x  expense 
to  pretax accounting income reported in  financia l statements fo r 
periods ending a fte r th a t date. Costs unam ortized fo r financia l 
accounting purposes as o f January 1, 1975 b u t p rev ious ly  de
ducted fo r income tax purposes w ou ld  be am ortized in  determ ina
tion  of p re tax accounting income a fte r December 31, 1974 w ith  
no corresponding reversal o f deferred income taxes because none 
w ou ld  have been recorded. A s  a result, a company’s effective  
income tax  rate m ig h t appear to  be abnorm a lly  h igh. M oreover, 
the  degree of “ abnorm a lity ”  could va ry  s ign ifican tly  among com
panies depending on the extent o f ID C  financia l a ccou n tin g /tax  
differences at January 1, 1975. F u rthe r, p ractica l d ifficu ltie s  exis t 
in  app ly ing  th is method because o f the need to  id e n tify  separately
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certa in pre-1975 and post-1974 in form ation. A cco rd ing ly , the 
Board re jected th is  method.

O ther Matters

.28 The Exposure D ra ft proposed disclosure o f the am ount o f 
add itiona l income taxes paid o r payable fo r  the firs t fu ll fiscal year 
beg inn ing  on o r a fte r January 1, 1975 as a resu lt o f the reduction  
or e lim ina tion  o f percentage depletion. Certa in respondents argued 
th a t th is  w ould  be a burdensome, hypo the tica l ca lcu lation and 
th a t the disclosures required b y  paragraph 63(c) of A P B  Opinion  
No. 11 [section 4091.62(c)] w il l  reflect the resu lt o f the reduction  
or e lim ina tion  o f percentage depletion caused by the A c t. The  
Board found m erit in  these argum ents and as a resu lt concluded  
th a t th is  additional disclosure should not be required.

.29 T he  N otice  o f P ub lic  H e a rin g  included a question concern
ing  w ha t d ifficu lties, i f  any, ex is t w ith  respect to  net operating  
loss carryforw ards, investm ent ta x  c red it carryforwards, and fo r
e ign tax  cred it carryfo rw ards in  the app lica tion o f the tran s ition  
m ethod(s) preferred. Those respondents who addressed th is  po in t 
indicated that accounting fo r  those carryfo rw ards could be accom
modated by the provisions o f A P B  Opinion No. 11 [section 4091].

.30 Several respondents commented th a t the recognition o f in te r
action w ith  percentage dep letion should not be perm itted. The  
Board concluded tha t in te raction  w ith  percentage depletion should 
continue to  be perm itted  as set fo rth  by paragraph .13 o f th is  
Statement because to do otherw ise w ou ld  require exam ination  
o f the conceptual basis of in teraction. A s  stated in  paragraph  
.16 o f th is  Statement, the Board has not considered the question  
of w he ther in terperiod ta x  a llocation should o r should not be 
affected by  th a t in teraction.

.31 The  Board has concluded i t  advisable th a t th is  Statement 
be effective as set fo rth  in  paragraph .17.

Appendix B

EXAMPLES OF APPLICATION OF PARAGRAPH .13
.32 The  fo llo w in g  examples illu s tra te  the  com putation of de
ferred income taxes under the election perm itted  by paragraph 
.13 o f th is  Statement. I t  should be recognized th a t these examples 
do no t comprehend a ll possible circumstances and do no t include  
the disclosures required by paragraph .15.

General Assumptions

.33 T he  assumptions on w h ich  the examples are based are as 
fo llo w s :
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a)

b)

c)

d)

T he  com pany’s fiscal year-end is December 31.

The rate fo r deferring income taxes resu lting  from  a pp ly ing  
the com putation required by paragraph .12 is 48 percent.

Excess s ta tu to ry  dep le tion : 
January 1, 1975 
December 31, 1975 
December 31, 1976 
December 31, 1977 
December 31,1978 
December 31, 1979 
December 3 1 , 1980

$ 505,000
400,000
650,000
860,000 

1,020,000 
1,000,000

800,000

C um ulative  ID C  financia l accounting /tax d ifferences: 
January 1, 1975 $ 500,000
December 31, 1975 600,000
December 3 1 , 1976 760,000
December 31, 1977 930,000
December 31, 1978 1,010,000
December 31, 1979 990,000
December 31, 1980 960,000

December 31, 1975
.34 A t  December 31, 1975 cum ula tive  ID C  financia l accoun ting / 
ta x  differences ($600,000) exceeds by $200,000 the sum o f (a) 
excess s ta tu to ry  depletion ($400,000) and (b ) cum ula tive  ID C  
financia l accoun ting /tax  differences w ith  respect to  w hich  taxes 
had been allocated (zero). Therefore, income taxes o f $48,000 
w ou ld  be deferred w ith  respect to  the $100,000 increase in  ID C  
financia l accoun ting /tax  differences during the year.

December 31, 1976
.35 A t  December 31, 1976 cum u la tive  ID C  financial accou n tin g / 
tax differences ($760,000) exceeds by $10,000 the sum o f (a) 
excess s ta tu to ry  depletion ($650/109) and (b ) cum ula tive  ID C  
financial accoun ting /tax  differences w ith  respect to  w h ich  income  
taxes had been allocated ($100,000). A lth o u g h  ID C  financia l 
accou n tin g /tax  differences increased $160,000 d u rin g  the year, the  
amount on w h ich  income taxes w ou ld  be deferred is lim ite d  to  
$10,000. Therefore, income taxes of $4,800 w ou ld  be deferred in  
the curren t year.

December 31, 1977
.36 A t  December 31, 1977 the sum o f (a) excess s ta tu to ry  deple
tio n  ($860,000) and (b ) cum ula tive  ID C  financia l accoun ting / 
tax  differences w ith  respect to  w hich  income taxes had been a llo 
cated ($110,000) exceeds cum ulative ID C  financial a ccoun ting /
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tax  differences ($930,000). Therefore, no income taxes would  be 
deferred in  the  current year. P reviously deferred income taxes 
w ou ld  not be reduced.

December 31, 1978
.37 A t  December 31, 1978 the sum of (a) excess s ta tu to ry  deple
t io n  ($1,020,000) and (b ) cum u la tive  ID C  financia l accoun ting / 
tax differences w ith  respect to w h ich  income taxes had been a llo 
cated ($110,000) exceeds cum ulative ID C  financia l accoun ting / 
ta x  differences ($1,010,000). Therefore, no income taxes w ou ld  
be deferred in  the current year. P reviously deferred income taxes 
w ou ld  no t be reduced.

December 31, 1979
.38 Reversals exceed o rig ina ting  ID C  financia l a ccoun ting /tax  
differences during  the year by $20,000. Therefore, previously  
deferred income taxes w ould  be reduced by $9,600 in  the cu rren t 
year.

December 3 1 ,  1980
.39 Reversals exceed o rig in a tin g  ID C  financial accoun ting /tax  
differences during the year by $30,000. Therefore, p reviously  
deferred income taxes would  be reduced by $14,400 in  the current 
year.
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AC Section 4111
Interest on Receivables and Payables
[Source: APB Opinion No. 21. ]

Effective fo r transactions 
entered into on or a fte r 
October 1, 1971 unless 
otherwise indicated 1

INTRODUCTION
.01 Problem. Business tra n sa c tio n s  o fte n  in v o lv e  th e  

exchange o f cash o r p ro p e rty , goods, o r service fo r  a note  o r  
s im ila r  in s tru m e n t. The  use o f  an in te re s t ra te  th a t  va r ie s  
f ro m  p re v a il in g  in te re s t ra te s  w a rra n ts  e va lu a tio n  o f  
w h e th e r the face am oun t and the  s ta ted  in te re s t ra te  o f a  
note  o r o b lig a tio n  p ro v id e  re lia b le  evidence fo r  p ro p e r ly  re 
co rd in g  th e  exchange and subsequent re la te d  in te re s t. T h is  
section sets fo r th  the  B o a rd ’s v ie w s  re g a rd in g  th e  a p p ro 
p r ia te  accoun tin g  w hen the  face am oun t o f a note does n o t  
reasonab ly  rep resen t the  p resen t va lue  2 o f the  cons ide ra tio n  
g iv e n  o r rece ived  in  th e  exchange. T h is  c ircum stance  m a y  
arise  i f  th e  note  is  n o n in te re s t b e a rin g  o r  has a s ta ted  in te r 
est ra te  w h ic h  is  d if fe re n t fro m  th e  ra te  o f in te re s t a p p ro 
p r ia te  fo r  the  deb t a t the  da te  o f  th e  transac tion . Unless the  
note  is  recorded a t i ts  p resen t va lu e  in  th is  c ircum stance  
th e  sales p r ic e  and  p ro f it  to  a se lle r in  th e  ye a r o f th e  tra n s 
a c tio n  and th e  purchase p r ic e  and cost to  the  b u y e r are  
m issta ted , and in te re s t incom e and in te re s t expense in  sub
sequent pe rio d s  are also m iss ta ted . T he  p r im a ry  o b je c tive  
o f th is  section  is  to  re fine  th e  m anne r o f  a p p ly in g  e x is t in g  
acco u n tin g  p r in c ip le s  in  th is  c ircum stance . T hus, i t  is  n o t 
in te n d e d  to  create a new  a cco u n tin g  p r in c ip le .

.02 Applicability. T h e  p r in c ip le s  discussed in  th is  
section  a re  ap p lica b le  to  rece ivab les and  payab les w h ic h  
rep resen t co n tra c tu a l r ig h ts  to  rece ive  m oney o r  co n tra c tu a l 
o b lig a tio n s  to  p a y  m oney on fixe d  o r  de te rm in a b le  dates, 
w h e th e r o r  n o t the re  is  a n y  s ta ted  p ro v is io n  fo r  in te re s t, 
except as s ta ted  in  p a ra g ra p h s  .03 and .04. Such rece ivab les  
and payab les are c o lle c tiv e ly  re fe rre d  to  in  th is  section  as

1 See Paragraph .16.
2Present value is the sum of the future payments discounted to  the 

present date at an appropriate rate of interest. Section 4111A  contains a 
description of the valuation process.

A IC P A  P rofessional Standards AC § 4111.02
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“ no tes .”  E xam p les  are secured and unsecured notes, de
bentures, bonds, m ortgage  notes, equ ipm en t o b lig a tio n s , and  
some accounts rece ivab le  and payable .

.03 E x c e p t th a t  p a ra g ra p h  .15 co ve rin g  s ta tem ent 
p re se n ta tio n  o f d isco u n t and  p re m iu m  is  a pp licab le  in  a l l  
circum stances, th is  section  is  n o t in te n d e d  to  a p p ly  t o :

(a ) rece ivab les and  payab les a r is in g  fro m  tra n sa c tio n s  
w ith  custom ers o r su pp lie rs  in  the  n o rm a l course o f  
business w h ic h  a re  due in  cus tom ary  tra d e  te rm s  
n o t exceeding a p p ro x im a te ly  one ye a r;

(b )  am ounts w h ic h  do n o t re q u ire  re p a ym e n t in  the  
fu tu re , b u t ra th e r  w i l l  be a p p lie d  to  the  purchase  
p r ic e  o f th e  p ro p e rty , goods, o r serv ice  in v o lv e d  
(e. g., deposits o r p rogress  paym en ts  on cons truc 
t io n  con trac ts , advance paym en ts  fo r  a c q u is it io n  o f  
resources and ra w  m a te ria ls , advances to  encour
age e x p lo ra tio n  in  th e  e x tra c tiv e  in d u s tr ie s ) ;

(c ) am ounts in tende d  to  p ro v id e  s e c u r ity  fo r  one p a r ty  
to  an agreem ent (e. g., s e c u rity  deposits, re ta inages  
on c o n tra c ts ) ;

(d )  the  cu s tom ary  cash le n d in g  a c t iv it ie s  and dem and  
o r  sav ings depos it a c t iv it ie s  o f fin a n c ia l in s t i tu 
tio n s  whose p r im a ry  business is  le n d in g  m oney;

(e ) transac tions  w here  in te re s t ra tes are a ffected  b y  
th e  ta x  a ttr ib u te s  o r le g a l re s tr ic t io n s  p rescribed  
b y  a gove rnm en ta l agency (e. g., in d u s tr ia l revenue  
bonds, ta x  exem pt o b lig a tio n s , gove rnm en t gua ran 
teed o b lig a tio n s , incom e ta x  s e ttle m e n ts ); and

( f )  tra n sa c tio n s  between p a re n t and s u b s id ia ry  com
pan ies and between subs id ia ries  o f a  com m on  
p a re n t.3

.04 T h is  section  is  a lso n o t in te n d e d  to  a p p ly  to , and  
th e  B o a rd  is  n o t p re se n tly  ta k in g  a p o s it io n 4 as to , the  
a p p lic a tio n  o f  the  p resen t va lue  m easurem ent (v a lu a tio n )  
techn ique  to  estim ates o f c o n tra c tu a l o r  o th e r o b lig a tio n s  
assumed in  connection  w ith  sales o f p ro p e rty , goods, o r

3 The Board has deferred consideration of the treatment of transactions 
between such companies pending consideration of the subject of reporting 
on components of a business enterprise and completion of the Accounting 
Research Study on intercorporate investments.

4In  section 4092, the Board concluded that deferred income taxes 
should not be accounted fo r on a discounted (present value) basis. That 
conclusion is not modified by this section.

A C  § 4 1 1 1 .0 3  Copyright © 1975, Am erican  Ins titu te  of Certified Public  Accountants, Inc .
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service, fo r  exam ple, a w a rra n ty  fo r  p ro d u c t perfo rm ance . 
T h is  section  does n o t a lte r  the  accoun tin g  fo r  co n ve rtib le  
deb t secu rities  described in  section  5516, Accounting fo r 
Convertible Debt and Debt Issued with Stock Purchase 
Warrants.

DISCUSSION
.05 Note received or issued fo r cash. The  to ta l am oun t 

o f in te re s t d u r in g  the  e n tire  p e rio d  o f a cash loan  is  gener
a l ly  m easured b y  the d iffe rence  between the  a c tu a l am oun t 
o f cash rece ived  b y  the  b o rro w e r and  the to ta l am oun t 
agreed to  be re p a id  to  the lender. F re q u e n tly , the  s ta ted  o r  
coupon in te re s t ra te  d if fe rs  fro m  th e  p re v a ilin g  ra te  a p p li
cable to  s im ila r  notes, and th e  proceeds o f th e  no te  d if fe r  
fro m  its  face am ount. A s  section  4111A  dem onstrates, such 
d iffe rences are re la te d  to  d iffe rences betw een th e  present 
va lue  upon issuance and the  face am oun t o f the  note. The  
d iffe rence  betw een the face am oun t and  the  proceeds upon  
issuance is  show n as e ith e r d iscoun t o r p rem ium , w h ic h  is  
a m ortized  ove r the l i fe  o f the  no te .5

.06 Unstated rights or privileges. A  no te  issued so le ly  
fo r  cash equal to  i ts  face am o u n t is  presum ed to  ea rn  th e  
sta ted  ra te  o f in te re s t. H ow eve r, in  some cases the p a rtie s  
m ay also exchange unsta ted  (o r  s ta ted ) r ig h ts  o r p riv ile g e s , 
w h ic h  are g ive n  accoun tin g  re c o g n itio n  b y  e s ta b lish in g  a  
note d isco u n t o r p re m iu m  account. I n  such instances, the  
e ffec tive  in te re s t ra te  d iffe rs  fro m  the sta ted  ra te . F o r  ex
am ple, a co rp o ra tio n  m ay lend  a s u p p lie r  cash w h ic h  is  to  
be re p a id  five  years hence w ith  no s ta ted  in te res t. Such a  
n o n in te re s t b e a rin g  loan  m ay  be p a r t ia l co ns ide ra tio n  unde r  
a purchase c o n tra c t fo r  s u p p lie r p ro d u c ts  a t lo w e r th a n  the  
p re v a ilin g  m a rk e t prices. In  th is  c ircum stance , the  d if fe r 
ence between the  p resen t va lue  o f the  rece ivab le  and th e  
cash loaned to  the  su p p lie r is  a p p ro p r ia te ly  regarded  as an  
a d d it io n  to  the cost o f p ro d u c ts  purchased d u r in g  the  con-

5 For example, i f  a bond is issued at a discount or premium, such discount 
or premium is recognized in accounting fo r the original issue. The coupon 
or stated interest rate is not regarded as the effective yield or market rate. 
Moreover, if  a long-term noninterest bearing note or bond is issued, its 
net proceeds are less than face amount and an effective interest rate is 
based on its market value upon issuance. As section 4111A  illustrates, the 
coupon or stated rate of interest and the face amount of a note or bond 
may not be the appropriate bases for valuation. The presumption that 
market values provide the evidence fo r valuation must be overcome before 
using coupon or stated rates and face or m aturity amounts as the bases 
fo r accounting.

A IC P A  P ro fe s s io n a l S tandards AC § 4111.06
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t ra c t  te rm . The note d iscoun t is  a m o rtize d  as in te re s t in 
come over the  five -yea r l i fe  o f the  note.

.07 N o te  re c e iv e d  o r  is s u e d  i n  a  n o n c a s h  t r a n s a c t io n .

A  note  exchanged fo r  p ro p e rty , goods, o r serv ice  re p re 
sents tw o  elements, w h ich  m ay o r m ay  n o t be s tip u la te d  in  
the  no te : (1 ) the p r in c ip a l am ount, e q u iva le n t to  the b a r
ga ined  exchange p r ic e  o f th e  p ro p e rty , goods, o r  service as 
estab lished  between the  s u p p lie r and the purchaser and (2 ) 
an in te re s t fa c to r  to  compensate the s u p p lie r  over the  l ife  o f  
the  note fo r  the use o f funds he w o u ld  have rece ived  in  a 
cash tra n sa c tio n  a t the  tim e  o f the  exchange. N otes so ex
changed are a cco rd in g ly  va lued  and accounted fo r  a t the  
presen t va lue  o f the cons ide ra tio n  exchanged betw een the  
c o n tra c tin g  p a rtie s  a t the  date o f the  tra n sa c tio n  in  a m an
ne r s im ila r  to  th a t  fo llo w e d  fo r  a cash transac tion . The  
d iffe rence  between the face am oun t and the  p resen t va lue  
upon  issuance is  shown as e ith e r d iscoun t o r  p rem ium , 
w h ic h  is  a m ortized  over the l i fe  o f the  note.

.08 D e t e r m in in g  p r e s e n t  v a lu e .  I f  de te rm inab le , the  
estab lished exchange p rice  (w h ich , p resum ab ly , is the same 
as the p r ic e  fo r  a cash sale) o f p ro p e rty , goods, o r service  
acqu ired  o r so ld  in  cons ide ra tio n  fo r  a  note m ay  be used to  
es tab lish  the  p resen t va lu e  o f the  note. W h e n  notes are  
tra d e d  in  an open m a rke t, the  m a rk e t ra te  o f in te re s t and  
m a rk e t va lue  o f the  notes p ro v id e  the evidence o f th e  
present va lue. The above m ethods a re  p re fe rab le  means o f  
e s ta b lish in g  the present va lue  o f the  note.

.09 I f  an  estab lished exchange p rice  is n o t d e te rm in 
ab le  and i f  the  note  has no re a d y  m a rke t, the  p rob lem  o f  
d e te rm in in g  p resent va lue  is  m ore d iff ic u lt. To  estim ate  the  
present va lue  o f a note  un d e r such circum stances, an ap
p lica b le  in te re s t ra te  is  a p p ro x im a te d  w h ich  m a y  d if fe r  
fro m  the s ta ted  o r coupon ra te . T h is  process o f a p p ro x im a 
t io n  is  fre q u e n tly  ca lled  im p u ta tio n , and th e  re s u lt in g  ra te  
is  o fte n  ca lled  an im p u te d  in te re s t ra te . N o n re co g n itio n  o f 
an a p p a re n tly  sm a ll d iffe rence  betw een the s ta ted  ra te  o f  
in te re s t and the  app licab le  c u rre n t ra te  m ay  have a m a te r ia l 
e ffect on the  fin a n c ia l sta tem ents i f  th e  face am oun t o f the  
note  is  la rge  and its  te rm  is re la t iv e ly  long.

OPINION
.10 N o te  e x c h a n g e d  f o r  c a s h .  W h e n  a n o te 6 is  re-

6 Paragraphs .02, .03 and .04 describe the applicability of this section.

AC §  4 1 1 1 .0 7  ©  1974, A m e r i c a n  In s titu te  o f Certified Public Accountants, Inc.
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ceived o r issued so le ly  fo r  cash and no o th e r r ig h t  o r 
p r iv ile g e  is  exchanged, i t  is  presum ed to  have a present 
va lue  a t issuance m easured b y  the  cash proceeds exchanged.
I f  cash and some o th e r r ig h ts  o r  p r iv ile g e s  are exchanged  
fo r  a note, the  va lue  o f the  r ig h ts  o r p r iv ile g e s  shou ld  be 
g ive n  acco u n tin g  re co g n itio n  as described in  p a ra g ra p h  .06.

.11 Note exchanged fo r property , goods, or service.
W h e n  a no te  is  exchanged fo r  p ro p e rty , goods, o r service  
in  a b a rga ine d  tra n sa c tio n  entered in to  a t a rm ’s leng th , 
th e re  shou ld  be a genera l p re su m p tio n  th a t the  ra te  o f in te r 
est s tip u la te d  b y  th e  p a rtie s  to  the  tra n sa c tio n  represents  
f a i r  and adequate com pensation to  the  s u p p lie r fo r  the  use 
o f th e  re la te d  funds. T h a t p re su m p tio n , how ever, m us t n o t 
p e rm it the  fo rm  o f the tra n sa c tio n  to  p re v a il o ve r its  eco
n o m ic  substance and th u s  w o u ld  n o t a p p ly  i f  (1 ) in te re s t is  
n o t s ta ted, o r (2 ) the  sta ted  in te re s t ra te  is  unreasonable  
(p a ra g ra p h s  .12 and  .13) o r (3 ) the  s ta ted  face a m oun t o f  
th e  note  is  m a te r ia lly  d if fe re n t fro m  the  c u rre n t cash sales 
p r ic e  fo r  the  same o r s im ila r  ite m s  o r fro m  the m a rk e t va lue  
o f the  no te  a t the  da te  o f th e  tra n sa c tio n . I n  these c irc u m 
stances, the  note, the  sales p rice , and  the  cost o f th e  p ro p 
e rty , goods, o r service exchanged fo r  the  note shou ld  be 
recorded  a t the  f a i r  va lu e  o f the  p ro p e rty , goods, o r  service  
o r a t an am oun t th a t  reasonab ly  a pp rox im a te s  the  m a rk e t  
va lu e  o f th e  note, w h ich e ve r is  th e  m ore c le a r ly  d e te r
m inab le . T h a t am oun t m a y  o r m ay  n o t be the same as i ts  
face am ount, and any  re s u lt in g  d isco u n t o r p re m iu m  shou ld  
be accounted fo r  as an e lem ent o f in te re s t ove r the  l i fe  o f 
the  note (p a ra g ra p h  .14). I n  the  absence o f estab lished ex
change p rices  fo r  the  re la te d  p ro p e rty , goods, o r  service o r  
evidence o f the  m a rk e t va lu e  o f the  note  (p a ra g ra p h  .08), 
the  p resen t va lue  o f a note th a t  s tip u la te s  e ith e r no  in te re s t 
o r  a ra te  o f in te re s t th a t  is  c le a r ly  unreasonable shou ld  be 
d e te rm ined  b y  d is c o u n tin g  a ll fu tu re  paym en ts  on the  notes  
u s in g  an im p u te d  ra te  o f in te re s t as described in  p a ra g ra p h s  
.12 and .13. T h is  d e te rm in a tio n  shou ld  be made a t  the  tim e  
the  note  is  issued, assumed, o r  a cq u ire d ; any  subsequent 
changes in  p re v a ilin g  in te re s t ra tes  shou ld  be igno red .

.12 Determining an appropriate interest rate. The  
v a r ie ty  o f transac tions  encountered p rec ludes a n y  specific  
in te re s t ra te  fro m  b e ing  a p p lica b le  in  a ll c ircum stances. 
H ow ever, some genera l gu ides m a y  be sta ted. The choice

AC §  4111.12A IC P A  Professional Standards
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o f a ra te  m ay  be a ffected  b y  the  c re d it  s ta n d in g  o f the  is 
suer, re s tr ic t iv e  covenants, the  c o lla te ra l, paym en t and o th e r  
te rm s p e r ta in in g  to  the  debt, and, i f  a p p ro p ria te , the  ta x  
consequences to  the  b u ye r and  se ller. The  p re v a ilin g  ra tes  
fo r  s im ila r  in s tru m e n ts  o f issuers w ith  s im ila r  c re d it  ra t in g s  
w i l l  n o rm a lly  h e lp  de te rm ine  th e  a p p ro p ria te  in te re s t ra te  
fo r  d e te rm in in g  th e  present va lue  o f a specific  no te  a t its  
date  o f issuance. In  a n y  event, th e  ra te  used fo r  v a lu a tio n  
purposes w i l l  n o rm a lly  be a t least equa l to  th e  ra te  a t w h ich  
the  d e b to r can o b ta in  f in a n c in g  o f a s im ila r  n a tu re  fro m  
o th e r sources a t the  date o f the  tra n sa c tio n . The  o b je c tive  
is  to  a p p ro x im a te  the ra te  w h ic h  w o u ld  have  re su lte d  i f  an  
independen t b o rro w e r and an independen t lende r had  nego
t ia te d  a  s im ila r  tra n s a c tio n  u n d e r com parab le  te rm s and  
co n d itio n s  w ith  the  o p tio n  to  p a y  th e  cash p rice  upon  p u r 
chase o r to  g ive  a note fo r  th e  am o u n t o f th e  purchase w h ic h  
bears the p re v a il in g  ra te  o f in te re s t to  m a tu r ity .

.13 The se lection  o f a ra te  m a y  be a ffec ted  b y  m a n y  
cons ide ra tions . F o r  instance, w he re  app licab le , th e  choice  
o f a ra te  m a y  be in fluenced b y  (a ) an a p p ro x im a tio n  o f th e  
p re v a ilin g  m a rk e t ra tes  fo r  th e  source o f c re d it  th a t  w o u ld  
p ro v id e  a m a rk e t fo r  sale o r  ass ignm ent o f  the  no te ; (b )  
th e  p r im e  o r h ig h e r ra te  fo r  notes w h ic h  a re  d iscoun ted  w ith  
banks, g iv in g  due w e ig h t to  th e  c re d it s ta n d in g  o f  th e  
m a k e r; (c ) pu b lish e d  m a rk e t ra te s  fo r  s im ila r  q u a lity  
bonds; (d )  cu rre n t ra te s  fo r  debentures w ith  s u b s ta n tia lly  
id e n tic a l te rm s  and r is k s  th a t  a re  tra d e d  in  open m a rke ts ; 
and (e ) th e  c u rre n t ra te  cha rged  b y  in ve s to rs  fo r  f ir s t  o r  
second m ortgage  loans on s im ila r  p ro p e rty .7

.14 Am ortization of discount and premium. W ith  re 
spect to  a note w h ic h  b y  the  p ro v is io n s  o f th is  section re 
q u ire s  the  im p u ta tio n  o f in te re s t, the  d iffe rence  betw een the  
present va lue  and th e  face am oun t shou ld  be tre a te d  as d is 
coun t o r  p re m iu m 8 and a m o rtize d  as in te re s t expense o r  
incom e o ve r the  l i fe  o f the  note  in  such a w a y  as to  re s u lt 
in  a constan t ra te  o f in te re s t w hen  a p p lie d  to  th e  am oun t

7 A  th e o ry  has been advanced w h ic h  states th a t n o  im p u ta tio n  o f in 
te res t is necessary i f  th e  sta ted in te re s t ra te  on  a no te  receivable exceeds 
th e  in te re s t cost on the b o rro w e d  funds  used to  finance such notes. T h e  
B o a rd  considers th is  th e o ry  unacceptab le  fo r  reasons discussed in  th is  
section.

8D iffe rences  betw een the  reco g n itio n  fo r  fin a n c ia l accoun ting  purposes  
and incom e ta x  purposes o f d iscoun t o r  p re m iu m  re s u ltin g  fro m  d e te rm in 
a tio n  o f the  p resent va lue  o f a no te  shou ld  be trea te d  as t im in g  d iffe rences  
in  accordance w ith  section  4091, Incom e Taxes.

AC §4111.13 ©  1974, American In s titu te  of Certified Public Accountants, Inc.



In te rest on Receivables and Payables 8997

outstanding a t the beginning o f any given period. This is  
the “ interest”  method described in  and supported by sec
tion  5361. However, other methods of amortization may be 
used i f  the results obtained are not m ateria lly d ifferent from  
those which would result from  the “ interest”  method.

.15 Statement presentation of discount and premium. 
The discount or premium resulting from  the determ ination 
o f present value in  cash or non-cash transactions is not an 
asset or lia b ility  separable from  the note which gives rise 
to  it. Therefore, the discount or premium should be re
ported in  the balance sheet as a direct deduction from  or 
addition to the face amount o f the note. I t  should not be 
classified as a deferred charge or deferred credit. The de
scription o f the note should include the effective interest 
ra te; the face amount should also be disclosed in  the finan
cia l statements or in  the notes to the statements.9 A m orti
zation o f discount or premium should be reported as interest 
in  the statement of income. Issue costs should be reported 
in  the balance sheet as deferred charges.

EFFECTIVE DATE
.16 This section shall be effective fo r transactions en

tered in to  on or a fte r October 1 , 1971. The Board believes 
tha t the conclusions as to  balance sheet presentation and 
disclosure in  paragraph .15 should apply to  transactions 
made p rio r as well as subsequent to the issuance o f th is  
section. However, th is  section is not intended to require the 
discounting o f notes existing on September 30, 1971 which 
were not previously discounted. Notes tha t were previously 
recorded in  fiscal years ending before October 1 , 1971 should 
not be adjusted. However, notes tha t have previously been 
recorded in  the fiscal year in  which October 1, 1971 occurs 
may be adjusted to  comply w ith  the provisions o f th is  
section.

  T he  n e x t page is  9011. 

9 Refer to  section 4111A  fo r illustra tions o f balance sheet presentation.

AC § 4111 .16A IC P A  Professional Standards



9011

AC Section 4111A

Interest on Receivables 

and Payables— Appendix

.01 Present value concepts. U p o n  issuance o f a  no te  o r  
bond, the  issuer c u s to m a rily  reco rds  as a  l ia b i l i t y  the  face  
o r p r in c ip a l am oun t o f the  o b lig a tio n . O rd in a r ily ,  the  re 
corded l ia b i l i t y  a lso rep resents  the am oun t w h ic h  is  to  be 
re p a id  upon  m a tu r ity  o f the  o b lig a tio n . T he  va lue  reco rded  
in  the  l ia b i l i t y  account, how ever, m a y  be d if fe re n t fro m  the  
proceeds rece ived  o r the  p resen t va lue  o f th e  o b lig a tio n  a t  
issuance i f  th e  m a rk e t ra te  o f  in te re s t d if fe rs  fro m  th e  cou
pon  ra te  o f in te re s t. F o r  exam ple, cons ide r the issuance o f  a 
$1,000, 20-year bond  w h ic h  bears in te re s t a t 10% a n n u a lly . 
I f  we assume th a t 10% is  an a p p ro p r ia te  m a rk e t ra te  o f in 
te re s t fo r  such a bond the  proceeds a t issuance w i l l  be 
$1,000. T he  bond payab le  w o u ld  be recorded  a t $1,000 w h ic h  
rep resents  th e  am oun t repayab le  a t  m a tu r ity  and  also th e  
presen t va lue  a t issuance w h ic h  is  equal to  the  proceeds. 
H o w e ve r, un d e r s im ila r  c ircum stances, i f  the  p re v a il in g  
m a rk e t ra te  w ere m ore  (less) th a n  10% , a  20-year 10%  bond  
w ith  a  face am o u n t o f $1,000 w o u ld  u s u a lly  have a  v a lu e  a t  
issuance and p ro v id e  cash proceeds o f less (m o re ) th a n  
$1,000. T he  s ig n if ic a n t p o in t is  th a t, upon issuance, a bond  
is  va lu e d  a t (1 ) the  p resen t va lue  o f th e  fu tu re  coupon in 
te re s t paym ents  plus (2 ) the  p resen t va lu e  o f th e  fu tu re  
p r in c ip a l paym ents  (face  a m o u n t). These tw o  sets o f  fu tu re  
cash paym en ts  a re  d iscoun ted  a t th e  p re v a il in g  m a rk e t ra te  
o f  in te re s t ( fo r  an e q u iva le n t s e c u r ity )  a t the  date  o f issu 
ance o f  the  debt. A s  th e  8%  and  12%  co lum ns show, p re 
m iu m  o r  d isco u n t arises w hen  the  p re v a il in g  m a rk e t ra te  
o f in te re s t d iffe rs  fro m  the  coupon ra te :

A IC P A  Professional Standards AC § 4111A.01
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Assume prevailing market 
rate of

10% 8% 12%
1. P resent va lue  o f  an

n u a l in te re s t p a y 
m ents o f $100 ( th e  
coupon ra te  o f 10%  
o f $1,000) fo r  20 
years _______________  $ 851

2. P resen t va lu e  o f p a y 
m e n t o f  the  face  
a m oun t o f  $1,000 a t
th e  end o f ye a r 20.—  149

$ 982 $747

215 104

P resen t va lu e  and  
proceeds a t da te  o f  
is s u a n c e _____________  $1,000 $1,197 $851

.02 In  the  case o f  a $1,000 n o n in te re s t b e a rin g  20-year 
note, w here  th e  p re v a il in g  m a rk e t ra te  fo r  com parab le  
c re d it  r is k s  is  10% , the  fo l lo w in g  v a lu a tio n  shou ld  be m ade:

1. P resent va lue  o f no a nnua l in te re s t
paym en ts  — -____________ ____________________$ 0

2. P resen t va lue  o f p a ym e n t o f the  face  
am o u n t o f $1,000 a t th e  end o f y e a r 20.—  149

P resen t va lu e  and proceeds a t d a te  o f  
issuance ------------------------------------------------------$149

C om parison  o f the  re su lts  o f the  il lu s tra t io n s  in  p a ra g ra p h  
.01 w ith  th e  i l lu s t ra t io n  above shows th e  s ig n if ic a n t im p a c t 
o f in te re s t.

.03 Illustrations of balance sheet presentation of notes 
which are discounted.

AC § 4111A.02 ©  1974, American In s titu te  o f Certified Public Accountants, Inc.
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December 31

1970 1969

Example 1—Discount presented 
in caption

N O T E  R E C E IV A B L E  F R O M  
S A L E  O F  P R O P E R T Y :

$1,000,000 face am oun t, non
in te re s t bea ring , due D e
cem ber 31, 1975 (less 
u n a m o rtize d  d i s c o u n t  
based on im p u te d  in te re s t  
ra te  o f 8%  —  1970, 
$320,000; 1969, $370,000)... $ 680,000 $ 630,000

Example 2—Discount presented 
separately

N O T E  R E C E IV A B L E  F R O M  
S A L E  O F  P R O P E R T Y :

N o n in te re s t b e a rin g  no te  
due D ecem ber 3 1 , 1975—  $ 1,000,000 

Less u n a m ortized  d isco u n t 
based on im p u te d  in te re s t 
ra te  o f 8 % ......... ........... .......  320,000

N o te  rece ivab le  less u n 
a m o rtize d  d is c o u n t______$ 680,000

$ 1,000,000

370,000

$ 630,000

Example 3—Several notes 
involved

L O N G -T E R M  D E B T  (N o te  1 ) :

P r in c ip a l a m o u n t___________ $24,000,000 $24,000,000
Less u n a m ortized  d is c o u n t... 2,070,000 2,192,000
L o n g -te rm  deb t less u n 

am o rtize d  d is c o u n t .......... . $21,930,00 $21,808,000

Note 1— Long-Term Debt
L o n g -te rm  deb t a t D ecem ber 31, 1970 cons is ted  o f  the  

fo llo w in g :
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Principal

6% subo rd ina ted  deben
tu res, due 1984 (d is co u n t 
is  based on im p u te d  in 
te re s t ra te  o f 7% )..............  $20,000,000

6½ %  ba n k  loan, due 1973 3,000,000

N o n in te re s t b e a rin g  note is 
sued in  connection  w ith  
a c q u is it io n  o f p ro p e rty , 
due 1975 (d is co u n t is  
based on im p u te d  in te re s t 
ra te  o f 8 % ).— ................... 1,000,000

T o ta l ..................... .......  $24,000,000

  T he  n e x t page is  9101.  

Unamortized
Discount

$ 1,750,000

320,000

$ 2,070,000

AC § 4111A.03 C o p y rig h t ©  1977, A m erica n  In s titu te  o f C e rtifie d  P u b lic  A ccoun tan ts, In c .
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AC Section 4211
Accounting tor Research 
and Development Costs
[Source: FASB Statement No. 2 .]

INTRODUCTION O ctober 1974

.01 This Statement establishes standards o f financial 
accounting and reporting fo r research and development costs 
w ith  the objectives o f reducing the number o f alternative 
accounting and reporting practices presently fo llow ed and 
providing useful financial in form ation  about research and 
development costs. This Statement specifies:

a) Those activities tha t shall be identified  as research and 
development fo r financial accounting and reporting 
purposes.

b) The elements o f costs tha t shall be iden tified  w ith  
research and development activities.

c) The accounting fo r research and development costs.

d) The financial statement disclosures related to  research and 
development costs.

.02 Accounting fo r the costs o f research and development 
activities conducted fo r others under a contractual 
arrangement is a part o f accounting fo r contracts in  general 
and is beyond the scope o f th is Statement. Ind irect costs tha t 
are specifically reimbursable under the terms o f a contract 
are also excluded from  th is Statement.

.03 This Statement does no t apply to  activities tha t are 
unique to  enterprises in  the extractive industries, such as 
prospecting, acquisition o f m ineral rights, exploration, 
d rillin g , m ining, and related m ineral development. I t  does 
apply, however, to  research and development activities o f 
enterprises in  the extractive industries tha t are comparable in  
nature to  research and development activities o f other
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enterprises, such as development or improvement o f 
processes and techniques including those employed in 
exploration, drilling, and extraction.

.04 A P B  Opinion No. 17 [section 5141], “ In ta n g ib le  Assets,”  
is hereby amended to  exclude fro m  its  scope those research 
and developm ent costs encompassed b y  th is  Statement.

.05 Paragraph 13 o f A P B  Opinion No. 22 [section 2045.13], 
“ D isclosure o f A cco un tin g  Po lic ies,”  is  amended to  delete 
“ research and developm ent costs ( in c lu d in g  basis fo r am ortiza 
t io n ) ”  as an example o f disclosure “ com m only required”  w ith  
respect to  accounting policies.

.06 Standards o f financial accounting and reporting fo r 
research and development costs are set fo rth  in paragraphs 
7—16. The basis fo r the Board’s conclusions, as well as 
alternatives considered by the Board and reasons fo r their 
rejection, are discussed in  Appendix B to  this Statement. 
Background inform ation is presented in  Appendix A.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Activities Constituting Research and Development

.07 Paragraphs 8—10 set fo rth  broad guidelines as to  the 
activities that shall be classified as research and development.

.08 For purposes o f this Statement, research and development 
is defined as follows:

a) Research is planned search or critica l investigation aimed 
at discovery o f new knowledge w ith  the hope that such 
knowledge w ill be useful in  developing a new product or 
service (hereinafter “ product” ) or a new process or 
technique (hereinafter “ process” ) o r in  bringing about a 
significant improvement to  an existing product or process.

b) Development is the translation o f research findings or 
other knowledge in to  a plan o r design fo r a new product 
o r process o r fo r a significant improvement to  an existing 
product or process whether intended fo r sale or use. I t  
includes the conceptual form ulation, design, and testing 
o f  product alternatives, construction o f prototypes, and 
operation o f  p ilo t plants. I t  does not include routine or 
periodic alterations to  existing products, production lines,
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manufacturing processes, and other on-going operations 
even th o u g h  those  a lte ra tions  may represent 
improvements and i t  does not include market research or 
market testing activities.

.09 The follow ing are examples o f activities that typ ica lly 
would be included in research and development in 
accordance w ith  paragraph 8 (unless conducted fo r others 
under a contractual arrangement — see paragraph 2):

a) Laboratory research aimed at discovery o f new 
knowledge.

b) Searching fo r applications o f new research findings or 
other knowledge.

c) Conceptual form ulation and design o f possible product or 
process alternatives.

d ) Testing in search fo r or evaluation o f product o r process 
alternatives.

e) M odification o f  the form ulation or design o f a product or 
process.

f) Design, construction, and testing o f pre-production 
prototypes and models.

g) Design o f tools, jigs, molds, and dies involving new 
technology.

h) Design, construction, and operation o f a p ilo t plant tha t is 
not o f a scale economically feasible to  the enterprise for 
commercial production.

i) Engineering activ ity required to  advance the design o f a 
product to  the po in t that i t  meets specific functional and 
economic requirements and is ready fo r manufacture.

.10 The follow ing are examples o f activities that typ ica lly 
would be excluded from  research and development in 
accordance w ith  paragraph 8:

a) Engineering follow-through in an early phase o f commer
cial production.
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b) Quality control during commercial production including 
routine testing o f products.

c) Trouble-shooting in connection w ith  break-downs during 
commercial production.

d) Routine, on-going efforts to  refine, enrich, or otherwise 
improve upon the qualities o f an existing product.

e) Adaptation o f an existing capability to a particular 
requirement or customer’s need as part o f a continuing 
commercial activity.

f)  Seasonal o r other periodic design changes to  existing 
products.

g) Routine design o f tools, jigs, molds, and dies.

h) A c tiv ity , including design and construction engineering, 
related to  the construction, relocation, rearrangement, or 
start-up o f facilities or equipment other than (1) p ilo t 
plants (see paragraph 9(h)) and (2) facilities or equipment 
whose sole use is fo r a particular research and 
development project (see paragraph 11(a)).

i)  Legal work in  connection w ith  patent applications or 
litigation, and the sale o r licensing o f patents.

Elements o f Costs to  Be Identified w ith  Research and Development 
Activities

.11 Elements o f costs shall be identified w ith  research and 
development activities as follows:

a) Materials, equipment, and facilities. The costs o f materials 
(whether from  the enterprise’s normal inventory or 
acquired specially fo r research and development activities) 
and equipment or facilities that are acquired or 
constructed fo r research and development activities and 
tha t have alternative future uses (in  research and 
development projects o r otherwise) shall be capitalized as 
tangible assets when acquired o r constructed. The cost o f 
such materials consumed in  research and development 
activities and the depreciation o f such equipment or 
facilities used in  those activities are research and 
development costs. However, the costs o f materials,
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equipment, or facilities that are acquired or constructed 
fo r a particular research and development project and that 
have no alternative future uses (in other research and 
development projects or otherwise) and therefore no 
separate economic values are research and development 
costs at the time the costs are incurred.

b) Personnel. Salaries, wages, and other related costs o f 
personnel engaged in research and development activities 
shall be included in research and development costs.

c) Intangib les purchased from  others. The costs o f  
intangibles th a t are purchased from  others fo r  use in  
research and development activ ities and th a t have 
alternative fu tu re  uses (in  research and development 
projects o r otherw ise) shall be capitalized and am ortized  
as intangib le assets in  accordance w ith  APB O pin ion  
No. 17 [sec tion  5141]. The a m o rtiz a tio n  o f those in 
ta n g ib le  assets used in  research and deve lopm ent ac
t iv it ie s  is  a research and deve lopm ent cost. H ow eve r, 
the  costs o f  in ta n g ib le s  th a t a re  purchased fro m  o thers  
fo r  a p a r t ic u la r  research and deve lopm ent p ro je c t and  
th a t have no a lte rn a tiv e  fu tu re  uses ( in  o th e r research  
and deve lopm ent p ro je c ts  o r  o the rw ise ) and th e re fo re  
no separate  econom ic va lues a re  research and deve lop
m en t costs a t the  tim e  the  costs are in cu rre d .

d) Contract services. The costs o f services performed by 
others in  connection w ith  the research and development 
activities o f an enterprise, including research and 
development conducted by others in behalf o f  the 
enterprise, shall be included in research and development 
costs.

e) In d ire c t costs. Research and development costs shall 
include a reasonable allocation o f indirect costs. However, 
general and administrative costs that are not clearly 
related to research and development activities shall not be 
included as research and development costs.

Accounting fo r Research and Development Costs

.12 A ll research and development costs encompassed by this 
Statement shall be charged to  expense when incurred.
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Disclosure

.13 Disclosure shall be made in  the financial statements o f 
the to ta l research and development costs charged to  expense 
in  each period fo r which an income statement is presented.

.14 A  government-regulated enterprise that defers research 
and development costs fo r financial accounting purposes in
accordance w ith  the  Addendum  to  A P B  O p in ion  N o. 2 [section  
6011], “ A ccoun ting  fo r  the ‘Inves tm en t C red it,’ ”  shall disclose 
the fo llo w in g  add itiona l in fo rm a tion  about its  research and 
developm ent co s ts :

a) Accounting policy, including basis fo r amortization.

b) Total research and development costs incurred in each 
period fo r which an income statement is presented and 
the amount o f those costs that has been capitalized or 
deferred in  each period.

Effective Date and Transition

.15 This Statement shall be effective fo r fiscal years 
beginning on or after January 1, 1975, although earlier 
application is encouraged. The requirement o f paragraph 12 
that research and development costs be charged to expense 
when incurred shall be applied retroactively by prior period 
adjustment (described in paragraphs 18 and 26 o f A P B  
O p in ion  N o. 9 [sections 2010.17 and 2010.25], “ R eporting  the  
Results o f O perations” ). W hen  financia l statements fo r  
periods before the effective date o r financia l summaries o r 
o the r data derived there from  are presented, they  shall be 
restated to  reflect the p rio r  period adjustm ent. The p rio r  
period ad justm ent shall recognize any related income tax  
effect. The  nature  o f a restatem ent and its  effect on income 
before ex trao rd ina ry  item s, net income, and related per share 
am ounts fo r  each period presented shall be disclosed in  the  
period o f change.

.16 The disclosures specified in paragraphs 13—14 are 
encouraged but not required fo r fiscal periods p rio r to  the 
effective date o f this Statement. I f  disclosures fo r those 
earlier periods are made, amounts shall be based to  the extent 
practicable on the guidelines in paragraphs 8—11 o f this 
Statement fo r identifying research and development activities 
and costs.
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The provisions of this Statement need 
not be applied to immaterial items.

A IC P A  Professional Standards AC §4211.16
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Appendix A
BACKGROUND INFORMATION

.17 Expenditures fo r research and development constitute a 
significant element o f the United States economy and are 
vital fo r its growth. Based on statistics fo r research and 
development as defined by the National Science Foundation 
(see paragraph 25), to ta l expenditures were over $30 b illion  
in 1973, approximately two-thirds o f which was spent fo r 
research and development conducted by business enterprises 
and the balance fo r research and development conducted by 
the government, universities and colleges, and other 
organizations.

.18 In recognition o f the significance o f research and 
development and the alternative accounting and reporting 
practices presently followed fo r research and development 
costs, in  A pril 1973 the FASB placed on its technical agenda 
a project on “ Accounting fo r Research and Development and 
Similar Costs.”  The scope o f the project encompassed 
accounting and reporting by companies in  the development 
stage.

.19 A task force o f 16 persons from  industry, government, 
public accounting, the financial community, and academe 
was appointed in July 1973 to  provide counsel to  the Board 
in preparing a Discussion Memorandum analyzing issues 
related to  the project.

.20 In February 1973 the AICPA published A c c o u n t in g  
R esearch  S tu d y  N o . 1 4 , “ Accounting fo r Research and 
Development Expenditures.”  In  view o f the availability o f 
tha t study and other published research studies and articles, 
which are cited in  Appendix B and in  the Discussion 
Memorandum, the FASB did not undertake a major research 
e ffo rt fo r the project. The FASB staff interviewed a lim ited 
number o f selected financial analysts and commercial bankers 
and reviewed a substantial number o f  published financial 
statements.

.21 The Board issued the Discussion Memorandum on 
December 28, 1973, and held a public hearing on the subject 
on March 15, 1974. The Board received 74 position papers, 
letters o f comment, and outlines o f oral presentations in
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connection w ith  the public hearing and heard 14 oral 
presentations at the hearing.

.22 In  its deliberations fo llow ing the hearing, the Board 
concluded that the in itia l Statement o f  Financial Accounting 
Standards resulting from  the project should address solely 
accounting fo r research and development costs. An Exposure 
D ra ft o f  a proposed Statement on “ Accounting fo r Research 
and Development Costs”  was issued on June 5, 1974. The 
Board received 168 letters o f  comment on the Exposure 
Draft.
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Appendix B
BASIS FOR CONCLUSIONS

.23 This Appendix discusses factors deemed significant by 
members o f the Board in  reaching the conclusions in  this 
Statement, including the various alternatives considered and 
reasons fo r accepting some and rejecting others.

ACTIVITIES CONSTITUTING RESEARCH AND DEVELOPMENT

.24 The guidelines in  paragraphs 8—10 fo r activities that 
should be identified as research and development are 
designed to  accommodate a wide variety o f research and 
development activities. Adherence to  those guidelines should 
result in  a reasonable degree o f comparability. Differences 
among enterprises and among industries are so great that a 
detailed prescription o f the activities and related costs 
includable in  research and development, either fo r all 
companies o r on an industry-by-industry basis, is not a 
realistic undertaking fo r the FASB.

.25 The Board began its consideration o f a defin ition o f 
research and development w ith  the follow ing defin ition by 
the National Science Foundation (N SF):1

R e se a rch  a n d  d e v e lo p m e n t  —  Basic and applied research in 
the sciences and engineering and the design and 
development o f  prototypes and processes. This de fin ition  
excludes qua lity  control, rou tine  product testing, market 
research, sales prom otion, sales service, research in the 
social sciences or psychology, and other nontechnological 
activities or technical services.

.26 The NSF further classifies research and development 
activities by type, as fo llow s:2

B a s ic  r e s e a r c h  — O rig ina l investigations fo r the 
advancement o f  scientific knowledge not having specific 
commercial objectives, although such investigations may be 
in fields o f present or potential interest to  the reporting 
company.

1National Science Foundation, R e se a rch  a n d  D e v e lo p m e n t  in  In d u s t r y  
1 9 7 1  (Washington, D.C.: U.S. Government Printing Office, May 1973), 
p. 19.
2Ib id .
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A p p l ie d  re se a rch  —  Investigations directed to  the discovery 
o f  new scientific knowledge having specific commercial 
objectives w ith  respect to  products o r processes. This 
de fin ition  differs from  that o f  basic research chiefly in 
terms o f the objectives o f  the reporting company.

D e v e lo p m e n t  — Technical activities o f  a nonroutine nature 
concerned w ith  translating research findings o r other 
s c i e n t i f i c  knowledge in to  products o r processes. 
[Developm ent] does no t include routine technical services 
to  customers or other activities excluded from  . . .  research 
and development.

.27 The NSF defin ition has the advantage o f  being relatively 
widely used and understood. However, i t  is oriented 
prim arily to  research in  the physical and biological sciences 
and excludes research in the social sciences.

.28 R esponden ts  to  th e  Discussion Memorandum 
recommended modifications o f  the NSF defin ition  as well as 
various other definitions which were generally similar to  or 
broader than the NSF defin ition. The Board agreed tha t a 
broad defin ition including research and development 
activities in  the social sciences such as those conducted by 
service-type business enterprises is appropriate fo r financial 
accounting and reporting purposes. Accordingly, the 
defin ition in paragraph 8 has been adopted.

.29 The Exposure D raft had included research and 
development activities conducted fo r others under a 
contractual arrangement w ith in  the defin ition  o f research and 
development and had proposed tha t all research and 
development costs not d irectly reimbursable by others be 
charged to  expense when incurred. Some respondents to  the 
Exposure D ra ft contended that costs incurred in  research and 
development activities conducted fo r others under a 
contractual arrangement should continue to  be accounted fo r 
in  accordance w ith  financial accounting standards fo r 
contracts in  general rather than as research and development 
costs. The Board agrees w ith  th is view and the change is 
reflected in  paragraph 2.

.30 The examples in  paragraphs 9—10 incorporate certain 
changes, many o f which were recommended by respondents 
to  the Exposure Draft. The Board believes tha t those 
paragraphs as changed more clearly reflect its in ten t regarding 
the inclusion or exclusion o f particular types o f activities 
w ith in  the defin ition o f  research and development.
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.31 Several respondents to  the Exposure D raft raised 
questions about the inclusion or exclusion o f the 
development o f various types o f computer software w ith in 
the defin ition o f research and development. Computer 
software is developed fo r many and diverse uses. 
Accordingly, in each case the nature o f the activ ity fo r which 
the software is being developed should be considered in 
relation to  the guidelines in paragraphs 8—10 to  determine 
whether software costs should be included or excluded. For 
example, efforts to develop a new or higher level o f computer 
software capability intended fo r sale (but not under a 
contractual arrangement) would be a research and 
development activ ity encompassed by this Statement.

ELEMENTS OF COSTS TO BE IDENTIFIED WITH 
RESEARCH AND DEVELOPMENT ACTIVITIES

.32 To achieve a reasonable degree o f comparability among 
enterprises, the Board concluded tha t broad guidelines are 
appropriate to  identify  the elements o f costs that should be 
included as research and development. Those guidelines are in  
paragraph 11.

.33 Consideration was given to  the alternative tha t the costs 
o f materials, equipment, or facilities that are acquired or 
constructed fo r a particular research and development project 
and tha t have no alternative future uses (in other research 
and development projects o r otherwise) be apportioned over 
the life  o f the project rath er than treated as research and 
development costs when incurred. The Board reasoned, 
however, tha t i f  materials, equipment, or facilities are o f such 
a specialized nature that they have no alternative future uses, 
even in  another research and development project, those 
materials, equipment, or facilities have no separate economic 
values to  distinguish them from  other types o f costs such as 
salaries and wages incurred in  a particular project. 
Accordingly, all costs o f  those materials, equipment, and 
facilities should be treated as research and development costs 
when incurred.

.34 Paragraph 11(c) reflects certain changes from  the 
Exposure D ra ft to  treat the costs o f intangibles purchased 
from  others in  a manner similar to  that in paragraph 11(a) fo r 
the costs o f  materials, equipment, or facilities. Paragraph 
11(c) is not intended to  alter the conclusions in  paragraphs
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87-88 o f A P B  Opinion No. 16 [section 1091.87-.88], “ Business 
C om binations,”  regard ing  a llocation  o f cost to  assets acquired  
in  a business com bina tion  accounted fo r by  the purchase  
method.

.35 The conclusion tha t general and administrative costs no t 
be allocated to  research and development activities (unless 
clearly related) conforms to  present accounting practice, 
which generally treats such costs as expenses when incurred.

.36 One question in  the Discussion Memorandum was 
whether interest o r other cost o f  capital should be allocated 
to  research and development activities. A t present, interest or 
other cost o f  capital generally is not allocated to  the cost o f  
assets o r specific activities fo r financial accounting purposes.
The Board believes that allocation o f interest o r other cost o f  
capital to  research and development activities is part o f  a 
broader question beyond the scope o f  this Statement.

ACCOUNTING FOR RESEARCH AND DEVELOPMENT COSTS

.37 The Board considered fou r alternative methods o f 
accounting at the tim e research and development costs are 
incurred:

a) Charge all costs to  expense when incurred.

b) Capitalize all costs when incurred.

c) Capitalize costs when incurred i f  specified conditions are 
fu lfilled  and charge all other costs to  expense.

d) Accumulate all costs in a special category u n til the 
existence o f future benefits can be determined.

.38 In concluding that a ll research and development costs be 
charged to  expense when incurred (see paragraph 12), Board 
members considered the factors discussed in  paragraphs 
39—59. Individual Board members gave greater weight to  
some factors than to  others.

Uncertainty of Future Benefits

.39 There is normally a high degree o f uncertainty about the 
future benefits o f individual research and development 
projects, although the element o f uncertainty may dim inish
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as a project progresses. Estimates o f the rate o f success o f 
research and development projects vary markedly— depend
ing in  part on how narrowly one defines a “ project”  and how 
one defines “ success”  — but all such estimates indicate a high 
failure rate. For example, one study o f a number o f indus
tries found that an average o f less than 2 percent o f new 
product ideas and less than 15 percent o f product develop
ment projects were commercially successful.3

.40 Even after a project has passed beyond the research and 
development stage, and a new or improved product or 
process is being marketed or used, the failure rate is high. 
Estimates o f new product failures range from  30 percent to  
90 percent, depending on the defin ition o f failure used.4 One 
study concludes tha t “ fo r about every three products 
emerging from  research and development departments as 
technical successes, there is an average o f only one 
commercial success.” 5 That study goes on to  say that “ o f all 
the dollars o f new product expense, almost three-fourths go 
to  unsuccess fu l p ro d u c ts ; a b o u t tw o-th irds  o f 
these . . . dollars are in the ‘development stage.’ ” 6

Lack of Causal Relationship Between Expenditures and Benefits
.41 A  direct relationship between research and development 
costs and specific future revenue generally has not been 
demonstrated, even w ith the benefit o f hindsight. For 
example, three empirical research studies, which focus on 
companies in  industries intensively involved in research and 
development activities, generally failed to  find a significant 
correlation between research and development expenditures 
and increased future benefits as measured by subsequent 
sales,7 earnings,8 or share o f industry sales.9

3Booz-Allen &  Ham ilton, Inc., M a n a g e m e n t o f  N e w  P ro d u c ts  (Chicago: 
Booz-Allen &  Hamilton, Inc., 1968), p. 12.

4John T. Gerlach and Charles A nthony Wainwright, S u c c e s s fu l 
M a n a g e m e n t o f  N e w  P ro d u c ts  (New York: Hastings House, Publishers, 
Inc., 1968), p. 126.

5Booz- A llen & Ham ilton, Inc., M a n a g e m e n t o f  N e w  P ro d u c ts , p. 2. 
6I b id . ,  p. 11.

7Maurice S. Newman, “ Equating Return from  R & D Expenditures, ”  
F in a n c ia l E x e c u t iv e ,  A p ril 1968, pp. 26-33.

8Orace Johnson, “ A  Consequential Approach to  Accounting fo r R & D ,”  
J o u rn a l o f  A c c o u n t in g  R e s e a rc h , Autum n 1967, pp. 164-172.
9A lex J. M ilburn , “ An Empirical Study o f the Relationship o f Research 
and Development Expenditures to  Subsequent Benefits,”  (Unpublished 
Research Study, Department o f  Accountancy o f the University o f 
Illino is , 1971).
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Accounting Recognition of Economic Resources

.42 In  paragraph 57 o f A P B  Statement No. 4 [section 1023.18], 
“ Basic Concepts and Accounting Principles U nderly ing Financial 
Statem ents o f Business E n te rp rises,”  economic resources are  
defined as the scarce means fo r  c a rry in g  on economic activ ities . 
T he  economic resources o f a pa rticu la r enterprise are genera lly  
regarded as those scarce resources fo r  w h ich  there is an 
expectation o f fu tu re  benefits to the enterprise e ithe r th ro ug h  
use or sale.

.43 N ot all o f  the economic resources o f an enterprise are 
recognized as assets fo r financial accounting purposes. 
However, criteria fo r identify ing those economic resources 
tha t should be recognized as the assets o f an enterprise fo r 
accounting purposes have not been specified in  the offic ia l 
accounting literature. One criterion tha t has been suggested 
in  published research studies and articles and in  position 
papers, letters o f comment, and oral presentations the Board 
received in  connection w ith  the public hearing is tha t o f 
m easurab ility .

.44 The criterion o f measurability would require that a 
resource not be recognized as an asset fo r accounting 
purposes unless at the time i t  is acquired or developed its 
future economic benefits can be identified and objectively 
measured.

.45 Paragraphs 39—40 indicate that at the tim e most 
research and development costs are incurred the future 
benefits are at best uncertain. In  other words, there is no 
indication that an economic resource has been created. 
Moreover, even i f  at some poin t in  the progress o f an 
individual research and development project the expectation 
o f future benefits becomes sufficiently high to  indicate that 
an economic resource has been created, the question remains 
whether that resource should be recognized as an asset fo r 
financial accounting purposes. Although future benefits from  
a particular research and development project may be 
foreseen, they generally cannot be measured w ith  a 
reasonable degree o f  certainty. According to  the research 
data cited in  paragraph 41, there is normally litt le , i f  any, 
direct relationship between the amount o f current research 
and development expenditures and the amount o f resultant 
future benefits to  the enterprise. Research and development 
costs therefore fa il to  satisfy the suggested measurability test 
fo r accounting recognition as an asset.
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.46 The criterion o f  exchangeability, which was discussed in  
the Exposure Draft, was not considered a significant factor 
by the Board in  reaching its final conclusion on accounting 
fo r research and development costs. The Board believes that 
exchangeability needs further study and at this time the 
Board neither accepts nor rejects exchangeability as a 
criterion fo r accounting recognition o f an economic resource.

Expense Recognition and Matching

.47 A P B  Statement No. 4 [section 1021— 1029] e x p lic it ly  
avoids us ing  the te rm  “ m atch ing ”  because i t  has a v a rie ty  
o f meanings in  the accounting  lite ra tu re . In  its  broadest sense, 
m atch ing  refers to  the  en tire  process o f income dete rm ina tion  
— described in  paragraph 147 o f A P B  Statement No. 4 [section  
1026.11] as “ id e n tify in g , m easuring, and re la tin g  revenues and 
expenses of an enterprise fo r  an accounting period .”  M a tch ing  
m ay also be used in  a m ore lim ite d  sense to  re fe r o n ly  to  the  
process o f expense recogn ition  o r in  an even more lim ite d  
sense to  refer to  the recogn ition  o f expenses b y  associating  
costs w ith  revenue on a cause and effect basis. In  the fo llo w 
in g  discussion, m atch ing  is used in  its  m ost lim ite d  sense to  
re fe r to  the process o f recogn iz ing  costs as expenses on a cause 
and effect basis.

.48 Three pervasive principles fo r  recognizing costs as expenses 
are set fo rth  in  paragraphs 156— 160 o f A P B  Statement No. 4 
[section 1026.20—.24], as fo llo w s :

A s s o c ia t in g  Cause a n d  E f fe c t .  Some costs are recognized as 
expenses on the basis o f  a presumed direct association w ith  
sp e c i f i c  revenue. . . . recognizing them as expenses 
accompanies recognition o f the revenue.

S y s te m a tic  a n d  R a t io n a l A l lo c a t io n .  . . .  I f  an asset provides 
benefits fo r several periods its cost is allocated to  the 
periods in  a systematic and rational manner in  the absence 
o f  a more direct basis fo r associating cause and effect.

Im m e d ia te  R e c o g n it io n .  Some costs are associated w ith  the 
current accounting period as expenses because (1) costs 
incurred during the period provide no discernible future 
benefits, (2) costs recorded as assets in  p rior periods no 
longer provide discernible benefits, or (3) allocating costs 
either on the basis o f  association w ith  revenue or among 
several accounting periods is considered to  serve no useful 
purpose. . . . The principle o f  immediate recognition also 
requires that items carried as assets in p rior periods that are 
discovered to  have no discernible future benefit be charged 
to expense, fo r example, a patent that is determined to  be 
worthless.
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.49 As noted in  paragraph 41, evidence o f a direct causal 
relationship between current research and development 
expenditures and subsequent future benefits generally has 
not been found. Also, there is often a high degree o f 
uncertainty about whether research and development 
expenditures w ill provide any future benefits. Thus, even an 
indirect cause and effect relationship can seldom be 
demonstrated. Because there is generally no direct o r  even 
indirect basis fo r relating costs to revenues, the Board 
believes that the principles o f  “ associating cause and e ffect”  
and “ systematic and rational allocation”  cannot be applied to  
recognize research and development costs as expenses. That 
is, the notion o f “ matching”  — when used to  refer to  the 
process o f recognizing costs as expenses on any sort o f  cause 
and effect basis — cannot be applied to  research and 
development costs. Indeed, the general lack o f discernible 
future benefits at the time the costs are incurred indicates 
tha t the “ immediate recognition”  principle o f expense 
recognition should apply.

Usefulness of Resulting Information

.50 A P B  Statement No. 4 [sections 1021— 1029] indicates th a t 
certa in  costs are im m ed ia te ly  recognized as expenses because 
a llo ca tin g  them  to  several accounting  periods “ is considered  
to  serve no useful purpose.”  There  is general agreement th a t 
tw o  o f the basic elements in  the  decision models o f m any  
financial statem ent users are (a) expected re tu rn — the predicted 
am ount and t im in g  o f the re tu rn  on an investm ent— and (b ) 
r is k — the v a r ia b ility  o f th a t expected re tu rn . T he  data cited  
in  paragraphs 39— 41, the  v iew s o f secu rity  ana lysts and o ther 
professional investors subm itted  to  the  B oard  in  connection  
w ith  the pub lic  hearing, and F A S B  in te rv iew s  w ith  selected 
analysts and bankers suggest th a t the re la tionsh ip  between  
cu rren t research and developm ent costs and the am ount o f 
resu ltan t fu tu re  benefits to  an enterprise is so uncerta in  th a t 
cap ita liza tion  o f any research and developm ent costs is  no t 
usefu l in  assessing the  earnings p o te n tia l o f the enterprise. 
Therefore , i t  is u n lik e ly  th a t one's a b il ity  to  p red ic t the  
re tu rn  on an investm ent and the  v a r ia b il ity  o f th a t re tu rn  
w ou ld  be enhanced by  cap ita liza tion .

Capitalization of All Costs When Incurred

.51 Enterprises undertake research and development
activities w ith  the hope o f future benefits. I f  there were no
such hope, the activities would not be conducted. Some
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persons take the position that the accounting treatment fo r 
research and development costs should be determined by 
considering in  the aggregate all o f the research and 
development activities o f an enterprise. In their view, i f  there 
is a high probability o f future benefits from an enterprise’s 
to ta l research and development program, the entire cost o f 
those activities should be capitalized w ith o u t regard to  the 
certainty o f future benefits from  individual projects.

.52 The Board believes, however, tha t i t  is not appropriate to 
consider accounting fo r research and development activities 
on an aggregate or total-enterprise basis fo r several reasons. 
For accounting purposes the expectation o f future benefits 
generally is no t evaluated in  relation to  broad categories o f 
expenditures on an enterprise-wide basis but rather in  
relation to  individual or related transactions or projects. Also, 
an enterprise’s to ta l research and development program may 
consist o f a number o f projects at varying stages o f 
completion and w ith varying degrees o f  uncertainty as to  
their ultimate success. I f  research and development costs 
were capitalized on an enterprise-wide basis, a meaningful 
method o f amortization could not be developed because the 
period o f benefit could not be determined. Moreover, over 90 
percent o f the respondents to  a survey reported in  AICPA 
A c c o u n t in g  R esearch  S tu d y  N o . 1 4  indicated that their 
company’s philosophy is that research and development 
expenditures are intended to  be recovered by current 
revenues rather than by revenue from  new products.10

Selective Capitalization

.53 Selective capitalization — capitalizing research and 
development costs when incurred i f  specified conditions are 
fu lfilled  and charging to  expense all other research and 
development costs — requires establishment o f conditions 
that must be fu lfilled  before research and development costs 
are capitalized. The Board considered a number o f factors on 
which prerequisite conditions might be based, including the 
follow ing:

a) D e f in i t io n  o f  p ro d u c t  o r  process. The new or improved 
product or process must be defined.

10Oscar S. Gellein and Maurice A. Newman, A c c o u n t in g  R e s e a rc h  
S tu d y  N o .  1 4 , “ Accounting fo r Research and Development 
Expenditures,”  (New Y ork: AICPA, 1973), p. 100.
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b) T e c h n o lo g ic a l fe a s ib il ity . The new or improved product 
o r process must be determined to  be technologically 
feasible.

c) M a rk e ta b il ity /U s e fu ln e s s . The m arketability o f the 
product or process or, i f  i t  is to  be used internally rather 
than sold, its usefulness to  the enterprise must be 
substantially assured.

d ) E c o n o m ic  fe a s ib il i ty . Probability o f  fu ture economic 
benefits sufficient to  recover a ll capitalized costs must be 
high. Encompassed by the notion o f economic feasibility 
is measurability o f  future benefits. Also im p lic it is the 
ab ility  to  associate particular future benefits w ith 
particular costs.

e) M a n a g e m e n t a c tio n . Management must have defin ite ly 
decided to  produce and market or use the new product or 
process or to  incorporate the significant improvement 
in to  an existing product o r process.

f )  D is to r t io n  o f  n e t in c o m e  co m p a rison s . Capitalization or 
immediate charging to  expense o f research and 
development costs must be determined on the basis o f 
whether interperiod comparisons o f  net income would be 
materially distorted.

.54 None o f those factors, however, lends itse lf to  
establishing a condition that could be objectively and 
comparably applied by all enterprises. Considerable judgment 
is required to  identify  the po in t in  the progress o f a research 
and development project at which a new or improved 
product or process is “ defined”  o r is determined to  be 
“ technologically feasible,”  “ marketable,”  or “ useful.”  Nor 
can the “ probability o f  future benefits”  be readily assessed. 
A  “ management decision”  to proceed w ith  production does 
not necessarily assure future benefits. The Board does not 
believe tha t “ d istortion o f net income comparisons,”  which a 
few respondents to  the Discussion Memorandum suggested, is 
an operable criterion by which to  decide whether research 
and development costs should be capitalized because the 
po in t at which net income comparisons might be “ distorted”  
cannot be defined. Moreover, in  assessing risk, financial 
statement users have indicated tha t they seek inform ation 
about the variability o f  earnings.
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.55 The Board has concluded that no set o f  conditions that 
might be established fo r capitalization o f costs could achieve 
the comparability among enterprises that proponents o f 
“ selective capitalization”  cite as a primary objective o f that 
approach.

.56 I f  selective capitalization were applied only to  costs 
incurred after fu lfillm en t o f the specified conditions, only a 
portion o f the tota l costs o f a particular research and 
development project would be capitalized and amortized.
Thus, the capitalized amount would not indicate the tota l 
costs incurred to  produce future benefits; nor would the 
amount o f periodic amortization o f capitalized costs 
represent a “ matching”  o f costs and benefits.

.57 Selective capitalization might involve retroactive 
capitalization o f previously incurred costs in  addition to  
capitalization o f costs incurred after fu lfillm en t o f the 
s p e c ifie d  conditions. However, many research and 
development costs incurred before fu lfillm en t o f the 
conditions are no t like ly  to  be d irectly identifiable w ith  the 
particular new or improved product or process fo r which 
costs  w o u ld  be capitalized. Moreover, retroactive 
capitalization o f  costs previously charged to  expense is 
contrary to present accounting practice fo r other transactions 
whose in itia l accounting is not altered as a result o f hindsight.
The preparation o f periodic financial statements requires 
many estimates and judgments fo r which restatements are 
not made in retrospect.

Accumulation o f Costs in a Special Category

.58 The Board considered the proposal that all research and 
development costs be accumulated in  a special category 
distinct from  assets and expenses u n til a determination can 
be made about whether future benefits exist. That special 
category might be reported either below the asset section o f 
the balance sheet (w ith  segregation o f  a corresponding 
amount o f  stockholders’ equity) or as a negative (contra) 
element o f stockholders’ equity. U ltim ately, the accumulated 
costs would be transferred to  assets ( i f  future benefits 
become reasonably established) or w ritten o f f  ( i f  i t  were 
reasonably established tha t no significant future benefits 
would ensue).

.59 A  feature cited by proponents o f this approach is tha t i t  
draws attention to  the uncertainty surrounding most research
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and development costs and i t  enables postponement o f the 
capitalize vs. expense decision. This alternative was rejected, 
however, fo r the follow ing reasons. First, financial analysts 
and others have indicated that costs accumulated in that 
special category would not be useful in assessing the earning 
power o f an enterprise because o f the uncertainties involved, 
and the research data cited earlier tend to  support that view. 
Second, use o f a special category would alter the nature o f 
the basic financial statements and would complicate the 
computation o f ratios and other financial data.

DISCLOSURE

.60 Regardless o f their position on the accounting treatment 
fo r research and development costs, respondents to  the 
Discussion Memorandum generally pointed out that current 
disclosure practices fo r research and development costs vary 
and that requirements fo r informative disclosure need to  be 
established. The disclosures specified in  paragraphs 13—14 
reflect the Board’s general agreement w ith  that view.

.61 The Exposure D ra ft had proposed that disclosure also be 
required o f (a) the accounting policy fo r research and 
development costs, (b) the amount o f  d irectly reimbursable 
research and development costs incurred, (c) the costs o f 
research and development conducted in  behalf o f the 
enterprise by others, and (d) the amounts and classifications 
in the income statement o f  research and development costs 
charged to  expense during the period. The Board has 
accepted the recommendation o f some respondents to  the 
Exposure D raft that disclosure o f  accounting policy not be 
required11 because this Statement permits only one method 
o f accounting fo r research and development costs. Some 
letters o f comment on the Exposure D ra ft indicated that data 
related to  items (b), (c), and (d) above are frequently 
d iffic u lt to  obtain and that those disclosures generally would 
not be meaningful. The Board agrees w ith  this view; this 
Statement does no t require those disclosures.

.62 The Board recognizes that disclosure o f additional 
inform ation about an enterprise’s research and development 
activities might be useful to  some financial statement users. 
However, many respondents to  the Discussion Memorandum

11That disclosure is required by this Statement fo r certain 
government-regulated enterprises (see paragraph 14).
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contended that certain kinds o f inform ation should not be 
required to  be included in financial statements because the 
inform ation is not sufficiently objective, is confidential in 
nature, or is beyond the scope o f financial accounting 
information. For that reason, the Board concluded that 
disclosure o f (a) the nature, status, and costs o f individual 
research and development projects, (b) the nature and status 
o f patents, (c) projections about new or improved products 
or processes, and (d) an enterprise’s philosophy regarding 
research and development, all o f which were included in  the 
Discussion Memorandum as disclosure possibilities, should 
not be required. In addition, most respondents said that 
forecasts o f research and development expenditures should 
not be considered in  this project, and the Board agrees w ith  
that view. Disclosure o f research and development costs by 
line  o f business was considered by the F A S B  in its  project, 
“ F inancia l R eporting fo r Segments of a Business Enterprise ,”  
bu t F A S B  Statem ent No. 14 [section 2081] does not require  
tha t disclosure. [A s  modified, e ffective fo r financial statements 
fo r fiscal years beginning a fte r December 15, 1976, and fo r 
in te rim  periods w ith in  those fiscal years, by F A S B  Statement 
No. 14.] (See section 2081.)

EFFECTIVE DATE AND TRANSITION

.63 The Board considered three alternative approaches to 
reporting a change in the method o f accounting fo r research 
and development costs: (1) prior period adjustment, (2) the 
“ cumulative effect”  method described in  A P B  O p in io n  N o . 
20 [section 1051], “ Accounting Changes,”  and (3) continued 
amortization of previously capitalized costs. The Board con
cluded that the prior period adjustment method w ill provide 
the most useful information about research and development 
costs for comparing financial data for periods after the effective 
date of this Statement with data presented for earlier periods.

.64 Upon consideration o f all circumstances, the Board 
judged that the effective date specified in  paragraph 15, 
which had been proposed in  the Exposure Draft, is advisable.
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AC Section 4211-1
A pplicab ility  o f Section 4211 
to Business Combinations Accounted 
fo r by the Purchase Method: An 
In terpretation o f Section 4211
[Source: FASB Interpretation No. 4 .]

F eb rua ry  1975
INTRODUCTION

.01 The F A S B  has been asked to  exp la in  the a p p lic a b ility  o f 
F A S B  Statement No. 2 [section 4211], “ Accounting fo r  Research 
and D eve lopm ent Costs,”  to  the cost o f tang ib le  and in tang ib le  
assets to  be used in  research and developm ent ac tiv itie s  o f an 
enterprise when those assets are acquired in  a business com
b ina tion  accounted fo r  by the purchase method.

.02 B road guidelines about the a c tiv itie s  to  be classified as re
search and developm ent and the elements o f costs to  be identified  
w ith  those ac tiv ities  are set fo rth  in  paragraphs 8-11 o f Statement 
No. 2 [section 4211.08-.11]. Paragraph 12 o f th a t Statem ent 
[section 4211.12] provides th a t research and developm ent costs 
shall be charged to expense when incurred. However, some costs 
associated w ith  research and development activities shall be capi
ta lized  i f  the item  has a lte rna tive  fu tu re  uses in  research and 
developm ent o r o therw ise  (see paragraphs 11(a) and 11(c) o f  
Statement No. 2 ). [Sections 4211.11(a) and 4211.11(c).] T he  
cost o f materials consumed, the depreciation o f equipment and fa c ili
ties used, and the am ortiza tion  o f in tang ib les used in  research 
and developm ent a c tiv itie s  are research and developm ent costs.

.03 Statement No. 2 amends A P B  O pinion No. 17 [section 5141], 
“ In ta n g ib le  Assets,”  to  exclude fro m  the scope o f th a t O p in ion  
those research and developm ent costs encompassed b y  the  State
m ent b u t does no t amend A P B  O pinion No. 16 [section 1091], 
“ Business C om binations.”  Paragraph 34 o f the  S tatem ent [sec
tio n  4211.34] indicates th a t paragraph 11(c) [section  4211.11(c)] 
is no t in tended to  a lte r the conclusions in  paragraphs 87-88 o f 
A P B  Opinion No. 16 [section 1091.87-.88] regard ing  a llocation  of 
cost to  assets acquired in  a business com bina tion  accounted fo r  
by the purchase m ethod.

INTERPRETATION
.04 The in te n t o f paragraph 34 o f Statement No. 2 [section 4211.34] 
is  th a t the a lloca tion  o f cost to  the iden tifiab le  assets o f an 
acquired enterprise shall be made in  accordance w ith  the p rovis ions
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o f A P B  Opinion No. 16 [section 1091]. Therefore , costs shall be 
assigned to  a ll iden tifiab le  tang ib le  and in tang ib le  assets, in c lu d 
in g  any resulting fro m  research and developm ent a c tiv itie s  o f the  
acquired enterprise  o r to be used in  research and developm ent 
ac tiv itie s  o f the combined enterprise. Iden tifiab le  assets resulting  
fro m  research and developm ent a c tiv itie s  of the  acquired enter
prise m ig h t include, fo r  example, patents received o r applied  
fo r, b luep rin ts , fo rm ulas, and specifications o r designs fo r  new  
products o r processes. Iden tifiab le  assets to be used in  research 
and developm ent a c tiv itie s  o f the com bined enterprise  m ig h t 
inc lude, fo r  example, m ate ria ls  and supplies, equipm ent and 
fa c ilitie s , and perhaps even a specific research p ro ject in  process. 
In  e ithe r case, the  costs to  be assigned under A P B  Opinion No. 16 
[section  1091] are determ ined fro m  the  am ount paid by  the  
acqu iring  enterprise and not from  the o rig in a l cost to  the  
acquired enterprise.

.05 T he  subsequent accounting  by the  combined enterprise fo r  
the  costs a llocated to  assets1 to be used in  research and develop
m en t a c tiv it ie s  shall be determ ined b y  reference to  Statement 
No. 2 [section  4211]. Paragraph 12 o f Statement No. 2 [section  
4211.12] requires that costs identified w ith  research and develop
m ent activities shall be charged to  expense when incurred unless 
the  test o f a lte rna tive  fu tu re  use in  paragraph 11(a) o r 11(c) 
[sections 4211.11(a) o r 4211.11(c)] is met. T h a t requ irem ent also 
applies in  a business com bination accounted fo r  by  the purchase 
method. A cco rd ing ly , costs assigned to  assets to  be used in  a 
p a rticu la r research and developm ent p ro je c t and th a t have no 
a lte rna tive  fu tu re  use shall be charged to  expense a t the date 
of consum m ation o f the com bina tion . Therefore , the accounting  
fo r the cost o f an ite m  to  be used in  research and developm ent 
a c tiv it ie s  is the  same under paragraphs 11 and 12 o f Statement 
No. 2 [sections 4211.11 and 4211.12], whether the item  is p u r
chased s ing ly , o r as p a rt o f a g roup  o f assets, o r as p a rt o f an 
entire  enterprise  in  a business com bina tion  accounted fo r  b y  the  
purchase method.

EFFECTIVE DATE AND TRANSITION

.06 Because there have been v a ry in g  in te rp re ta tions  o f Statement 
No. 2 [section 4211] w ith  respect to  the accounting fo r  the cost 
o f tang ib le  and in tang ib le  assets covered by th is  In te rp re ta tion , 
the  Board has concluded th a t i t  shall be effective as fo llo w s : 1

1 In  th is regard, paragraph 69 of A P B  O p in io n  No. 16 [section 1091.69] states in  
pa rt th a t: “ The nature of an asset and not the manner of its  acquisition determines 
an acquirer’s subsequent accounting fo r  the cost o f tha t asset.”
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(a) Application of this Interpretation to business combinations 
accounted for by the purchase method that are in itia ted2 
after March 31, 1975 is required.

(b) Application of this Interpretation to business combinations 
accounted for by the purchase method that are initiated 
prior to A p ril 1, 1975 and consummated after March 31, 
1975 is encouraged but is not required. I t  may be applied 
selectively to those combinations.

(c) Application of this Interpretation to business combinations 
accounted for by the purchase method that were initiated 
and consummated prior to A p ril 1, 1975 is encouraged but 
is not required. I f  an enterprise chooses to apply this In ter
pretation to those combinations, i t  shall be applied retro
actively as described in paragraphs 15 and 16 of Statem ent 
N o . 2 [sections 4211.15 and 4211.16] to a ll business combina
tions accounted for by the purchase method that were 
consummated prior to A p ril 1 , 1975.

.07 This Interpretation shall not be applied prio r to the in itia l 
application of Statem ent N o . 2 [section 4211].

  T h e  n e x t  p a g e  i s  9 1 3 1 .    

2 See paragraph .46(a) o f A P B  O p in io n  N o. 16 [section 1091.46(a)] fo r  the 
defin ition o f “ In it iated.”
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AC Section 4211-3
A pp licab ility  o f Section 4211 
to  Computer Software: An 
In terpretation o f Section 4211
[Source: FASB Interpretation No. 6 .]

F eb rua ry  1975
INTRODUCTION

.01 T he  F A S B  has been asked to  exp la in  the a p p lic a b ility  o f 
F A S B  Statement No. 2 [section 4211], “ A ccoun ting  fo r  Research 
and D eve lopm ent Costs,”  to  costs incurred to  ob ta in  o r develop  
com pute r software.

.02 B road guidelines about the  a c tiv itie s  to  be classified as 
research and developm ent and the  elements o f costs to  be id e n ti
fied w ith  those ac tiv itie s  are set fo rth  in  paragraphs 8-11 o f State
ment No. 2 [section 4211.08-.11].  Paragraph 12 o f th a t S tatem ent 
[section 4211.12] provides th a t research and developm ent costs 
shall be charged to  expense w hen incurred. H ow ever, some costs 
associated w ith  research and developm ent a c tiv itie s  shall be 
cap ita lized  i f  the  item  has a lte rna tive  fu tu re  uses in  research and 
developm ent o r o therw ise  (see paragraphs 11(a) and 11(c) o f 
Statement No. 2 ). [Sections 4211.11(a) and 4211.11(c).] T h e  costs 
o f materials consumed, the depreciation o f equipment and facilities 
used, and the  am ortiza tion  o f in tang ib les  used in  research and  
developm ent a c tiv itie s  are research and developm ent costs.

.03 Paragraph 31 o f Statement No. 2 [section  4211.31] states the  
fo llo w in g  about the  a c tiv itie s  fo r  w h ich  com puter so ftw are  is 
deve loped:

Computer software is developed fo r many and diverse uses. Ac
cordingly, in each case the nature of the activ ity fo r which the software 
is being developed should be considered in  relation to  the guidelines 
in paragraphs 8-10 to determine whether software costs should be 
included or excluded [in  research and development]. For example, 
efforts to develop a new or higher level of computer software capability 
intended fo r sale (but not under a contractual arrangement) would be 
a research and development activ ity encompassed by this Statement.

INTERPRETATION
.04 Paragraph 8 o f Statement No. 2 [section 4211.08] defines 
research and developm ent to  inc lude  those a c tiv it ie s  aimed a t 
deve loping o r s ig n ifica n tly  im p ro v in g  a p roduct o r service (here
in a fte r “ p roduct” ) o r  a process o r techn ique (he re ina fte r “ p roc
ess” ) w he ther the p roduct o r process is in tended fo r  sale o r use.
A  process m ay be a system whose o u tp u t is  to  be sold, leased, 
o r o therw ise m arketed to  others. A  process also m ay be used  
in te rn a lly  as a p a rt o f a m anu fac tu ring  a c t iv ity  o r  a service
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a c tiv ity  w here the  service its e lf is m arketed. A  process m ay be 
intended to  achieve cost reductions as opposed to  revenue genera
tion . Paragraph 8 (b ) o f Statement No. 2 [section  4211.08(b)], 
however, specifica lly  excludes fro m  research and developm ent 
a c tiv itie s  “ m arke t research o r m arke t te s tin g  a c tiv it ie s .”  Those  
ac tiv itie s  w ere excluded because th e y  re late to  the se lling  func
tion  o f an enterprise. Thus, w h ile  in  the  broadest sense o f the  
w ord , a process m ay be used in  a ll o f an enterprise ’s ac tiv ities , 
the  B oard ’s in te n t in  Statement No. 2 [section  4211] was th a t the  
acqu is ition , developm ent, o r im provem ent o f a process b y  an 
enterprise  fo r  use in  its  se lling  o r  a d m in is tra tive  a c tiv itie s  be 
excluded from  the defin ition o f research and development activities.1 
T o  the  exten t, therefore, th a t the  acqu is ition , developm ent, o r  
im provem ent o f a process by  an enterprise fo r  use in  its  se lling  
o r adm in is tra tive  ac tiv itie s  includes costs fo r  com puter software, 
those costs are not research and developm ent costs. Exam ples o f 
the  excluded costs o f so ftw are  are those incu rred  fo r  developm ent 
b y  an a ir lin e  o f a com puterized reservation system o r  fo r  develop
m ent o f a general m anagem ent in fo rm a tion  system.

Purchase o r Lease o f Software

.05 Costs incurred  to  purchase o r lease com pute r so ftw are  devel
oped b y  o thers are not research and developm ent costs under 
Statement No. 2 [section 4211] unless the  softw are is  fo r  use in  
research and developm ent ac tiv ities . W h e n  so ftw are  fo r  use in  
research and developm ent a c tiv itie s  is purchased o r leased, its  
cost shall be accounted fo r  as specified b y  paragraphs 11(c) and 12 
o f Statement No. 2 [sections 4211.11(c) and 4211.12]. T h a t is, the  
cost shall be charged to  expense as incu rred  unless the  so ftw are  
has a lte rna tive  fu tu re  uses ( in  research and developm ent o r  
o the rw ise ).

Internal Development o f Software

.06 A n  enterprise m ay undertake  developm ent o f com puter so ft
w are  in te rn a lly  fo r  its  ow n use o r as a p roduct o r process to  be 
sold, leased, o r o therw ise m arketed  to  o thers fo r  th e ir  use. I f  
developm ent is undertaken fo r  th e  enterprise ’s o w n  use, the  so ft
w are m ay be intended, fo r  example, to  be used in  the  research and 
developm ent a c tiv it ie s  o f the enterprise  o r as a p a rt o f a n e w ly  
developed o r s ign ifican tly  im proved  product o r process.

.07 Development o f software as a product o r process to be sold, 
leased, or otherwise marketed. Accounting fo r  the  cost o f develop
in g  so ftw are  fo r  o thers under a contractua l arrangem ent is

1 G enera l and a d m in is tra tiv e  costs are  discussed in  parag raphs 11(e) 
and 35 o f S ta te m e n t N o .  2  [sections 4211.11(e) and 4211.35].
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beyond the scope o f Statement N o . 2 [section 4211], because para
graph 2 o f the S tatem ent [section 4211.02] indicates th a t th is  is  
p a rt o f accounting  fo r  contracts in  general. O n the  o th e r hand, i f  
the  developm ent o f so ftw are is  undertaken to  create a new  o r s ig 
n if ic a n tly  im proved product o r process w ith o u t any contractual 
arrangem ent, costs incurred  fo r  conceptual fo rm ula tion or the trans
lation o f knowledge into a design w o u ld  be research and develop
m ent costs (see paragraph 8 o f Statement No. 2 [section 4211.08]). 
O th e r costs, in c lu d in g  those incurred  fo r  p rog ram m ing  and tes t
in g  software, are research and developm ent costs when incurred  
in  the search fo r o r the  evalua tion  o f p ro du c t o r process a lte rna
tives o r  in  the design o f a p re-production  model. O n  the o the r 
hand, costs fo r  p rogram m ing  and te s ting  are not research and 
developm ent costs when incurred, fo r  example, in  rou tine  o r o the r  
on-go ing  e ffo rts to  im prove  an e x is tin g  p roduct o r adapt a p rod
u c t to  a p a rticu la r requ irem ent o r custom er’s need. Because the  
te rm  product also encompasses services th a t are sold, leased, o r  
otherw ise  m arketed to  others, th is  paragraph applies, fo r  example, 
to  costs incurred  in  developing so ftw are  to  be used b y  a data  
processing service bureau o r a com puter tim e-sha ring  company.

.08 Development o f software to be used in  research and development 
activities. Developing o r  s ig n ifica n tly  im p ro v in g  a p roduct o r  
process th a t is intended to  be sold, leased, o r o therw ise  m arketed  
to  others is a research and developm ent a c tiv ity  (see paragraph 8 
o f Statement No. 2 [section 4211.08]). S im ila rly , deve loping o r  
s ig n ifica n tly  im p ro v in g  a process whose o u tp u t is a p roduc t th a t 
is intended to  be sold, leased, o r o therw ise  m arketed to  others is  
a research and developm ent a c tiv ity . Costs incurred  b y  an enter
prise in  developing com puter so ftw are  in te rn a lly  fo r  use in  its  
research and development ac tiv itie s  are research and developm ent 
costs and, therefore, shall be charged to  expense w hen incurred.2 
T h is  includes costs incu rred  d u rin g  a ll phases o f so ftw are  devel
opm ent because a ll o f those costs are incurred  in  a research and  
developm ent a c tiv ity .

.09 Development o f software to be used as a part o f a product o r 
process. A n  enterprise m ay undertake in te rna l developm ent o f 
softw are as a p a rt o f a new ly  developed o r s ign ifican tly  im proved  
p roduct o r  process th a t w i l l  be sold, leased, o r  o therw ise marketed 
to others, o r as a part o f a process whose output is a p roduc t th a t 
w il l  be sold, leased, o r o therw ise m arketed to  others. F o r  exam
ple, a m anufacturer o f com puterized typese tting  m ach inery  m ay  
undertake to  develop and use softw are as a p a rt o f th a t m achin
ery, o r a m edical lab o ra to ry  m ay undertake to  develop softw are

2 T h e  a lte rn a tiv e  fu tu re  use tes t does n o t a pp ly  to  th e  in te rn a l deve lop
m en t o f com p u te r so ftw a re ; pa rag raph  11(c) o f S ta te m e n t N o .  2  [section 
4211 .11 (c )] applies o n ly  to  in ta n g ib les  p u rc h a s e d  f r o m  o th e rs .
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fo r  use in  a new ly  developed ana ly tica l process. In  those cases, 
costs incurred fo r  conceptual fo rm ula tion or the translation o f know l
edge into a design w ou ld  be research and developm ent costs (see 
paragraph 8 o f Statement No. 2 [section 4211.08]). O th e r costs, 
in c lu d in g  those incu rred  fo r  p rog ram m ing  and te s tin g  softw are, 
are research and developm ent costs w hen incu rred  in  the  search 
fo r  o r the evaluation o f p roduct o r process a lte rna tives o r  in  the  
design o f a pre-production model. O n the  o th e r hand, costs fo r  
p rogram m ing  and te s ting  are not research and developm ent costs 
w hen incurred, fo r  example, in  rou tine  o r o the r on -go ing  e ffo rts  
to  im prove  an e x is tin g  p roduct o r  process o r adapt a p roduct o r  
process to  a p a rticu la r requ irem ent o r custom er’s need.

EFFECTIVE DATE AND TRANSITION
.10 Because there  have been v a ry in g  in te rp re ta tio ns  o f Statement 
No. 2 [section  4211] w ith  respect to  costs o f com puter software, 
th is  In te rp re ta tio n  shall be e ffective  fo r  fiscal years beg inn ing  
on o r a fte r A p r i l  1, 1975. E a rlie r app lica tion  is encouraged, except 
th a t th is  In te rp re ta tio n  shall no t be applied p r io r  to  in it ia l a pp li
ca tion  o f Statement No. 2 [section 4211]. R etroactive  app lica tion  
o f th is  In te rp re ta tio n , as described in  paragraphs 15 and 16 o f 
Statement No. 2 [sections 4211.15 and 4211.16], to  costs incurred  
in  prion fiscal years is also encouraged b u t is  n o t required.

 The next page is  9181.  
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AC Section 4311
Accounting for Contingencies
[Source: FASB Statement No. 5, as amended.]

M arch 1975
IN TRO D U CTIO N

.01 F o r the purpose o f  th is  S ta tem ent, a con tingency is 
defined  as an ex is ting  c o n d it io n , s itu a tio n , o r set o f  
circum stances in vo lv in g  u n c e rta in ty  as to  possible gain 
(he re ina fte r a “ gain c o n tin g e n c y ” ) o r loss1 (he re ina fte r a 
“ loss co n tin g e n cy ” ) to  an enterprise  th a t w i ll  u lt im a te ly  be 
resolved when one o r m ore fu tu re  events occur o r fa il to  
occur. R eso lu tion  o f  the  u n c e rta in ty  m ay c o n firm  the  
a cqu is itio n  o f  an asset o r the  re d u c tio n  o f  a l ia b il i ty  o r the  
loss o r im p a irm e n t o f  an asset o r the  incurrence o f  a l ia b il i ty .

.02 N o t a ll unce rta in ties  inh e re n t in  the accoun ting  process 
give rise to  contingencies as th a t te rm  is used in  th is  
Statem ent. Estim ates are requ ired  in  financ ia l statem ents fo r  
m any on-go ing and recu rring  ac tiv ities  o f  an enterprise . The  
mere fa c t th a t an estim ate is invo lved  does n o t o f  its e lf  
c o n s titu te  the  type  o f  u n ce rta in ty  re fe rred  to  in  the  
de fin ition  in  paragraph .01. F o r example, the fact th a t 
estimates are used to  a llocate  the  kn ow n  cost o f  a depreciable  
asset over the  period  o f  use by  an enterprise  does n o t make  
deprec ia tion  a co n tin ge ncy ; the eventual e xp ira tio n  o f  the  
u t i l i t y  o f  the asset is n o t unce rta in . Thus, dep rec ia tion  o f  
assets is not a contingency as defined in  paragraph .01, nor are 
such m atters as recu rr ing  repairs, m aintenance, and overhauls, 
w h ich  in te rre la te  w ith  dep rec ia tion . A lso , am ounts owed fo r  
services received, such as advertis ing  and u tilit ie s , are n o t 
contingencies even th ou gh  the  accrued am ounts m ay have 
been estim ated; there  is n o th in g  unce rta in  abou t the  fa c t th a t  
those ob liga tions  have been incu rred .

.03 When a loss con tingency  exists, the  lik e lih o o d  th a t the  
fu tu re  event o r events w il l  c o n firm  the  loss o r im p a irm e n t o f  
an asset o r the  incurrence  o f  a l ia b il i ty  can range fro m  
probable  to  rem ote. Th is  S ta tem ent uses the term s probab le , 
reasonably possible, and rem ote  to  id e n t ify  th ree  areas w ith in  
th a t range, as fo llo w s :

1 T he  te rm  lo ss  is used fo r  convenience to  inc lude  m any charges 
aga inst incom e tha t are co m m o n ly  re fe rre d  to  as expenses  and o thers th a t 
are co m m o n ly  re fe rred  to  as losses.
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a) Probable. The fu tu re  event o r events are lik e ly  to  occur.

b) Reasonably possible. The chance o f  the fu tu re  event o r  
events occu rring  is m ore than rem ote  b u t less than lik e ly .

c) R em ote. The chance o f  the fu tu re  event o r events 
o ccu rrin g  is s ligh t.

.04 Exam ples o f  loss contingencies inc lu de :

a) C o lle c t ib ility  o f  receivables.

b) O b liga tions  related to  p ro d u c t w arranties and p ro d u c t 
defects.

c) R isk o f  loss o r damage o f  enterprise  p ro p e rty  by fire , 
e xp los ion , o r o th e r hazards.

d) T h re a t o f  e x p ro p ria tio n  o f  assets.

e) Pending o r th reatened lit ig a tio n .

f)  A c tu a l o r possible cla im s and assessments.

g) R isk o f  loss fro m  catastrophes assumed by  p ro p e rty  
and casualty insurance companies in c lu d in g  reinsurance  
companies.

h ) Guarantees o f  indebtedness o f  others.

i)  O b liga tions  o f  com m erc ia l banks under “ s tandby le tte rs  
o f  c re d it .” 2

j )  Agreem ents to  repurchase receivables (o r  to  repurchase  
the  re la ted p ro p e rty )  th a t have been sold.

2 A s defined by the Federal Reserve Board , “ standby le tte rs  o f c re d it”  
inc lude “ every le tte r  o f c red it (o r  s im ila r  a rrangem ent how ever named  
o r designated) w h ich  represents an o b lig a tio n  to  the benefic iary on the  
p a rt o f the issuer (1 ) to  repay m oney b o rro w e d  by o r  advanced to  o r  
fo r  the account o f the account p a rty  o r (2 ) to  make paym ent on account 
o f any evidence o f indebtedness undertaken  by  the account p a rty  o r (3) 
to  make paym ent on account o f any de fau lt by the account p a rty  in  the 
perfo rm ance o f an o b lig a tio n .”  A  note to  th a t d e fin itio n  states tha t “ as 
defined, ‘s tandby le tte r o f c re d it ’ w ou ld  no t inc lude  (1 ) com m erc ia l le t
te rs o f c red it and s im ila r ins tru m e n ts  where the issu ing  bank expects  
the benefic ia ry  to  d raw  upon the issuer and w h ich  do no t ‘gu a ra n ty ’ pay
m ent o f a m oney o b lig a tio n  o r (2 ) a gua ran ty  o r  s im ila r o b liga tion  issued 
by a fo re ign  branch in  accordance w ith  and sub ject to  the lim ita tio n s  of 
R egu la tion  M  [o f the Federal Reserve B o a rd ].”  R egula tions o f the  
C o m p tro lle r  o f the C u rrency  and the Federa l D epos it Insurance  C o r
po ra tion  con ta in  s im ila r de fin itions.
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.05 Some enterprises n o w  accrue es tim a ted  losses fro m  some 
types o f  contingencies b y  a charge to  incom e p r io r  to  the  
occurrence o f  the  even t o r  events th a t  are expected  to  resolve  
the  unce rta in ties  w h ile , u nd e r s im ila r circum stances, o th e r  
enterprises accoun t fo r  those losses o n ly  w hen the  c o n firm in g  
event o r  events have occurred .

.06 T h is  S ta tem en t establishes standards o f  fin a n c ia l 
accou n tin g  and re p o rtin g  fo r  loss contingencies (see 
paragraphs .08— .16) and carries fo rw a rd  w ith o u t reconsidera
tio n  the  conclusions o f Accounting Research B u lle tin  (A R B )  
No. 50, “ Contingencies,”  w ith  respect to  gain contingencies 
(see paragraph .17) and o ther disclosures (see paragraphs .18—  
.19). T he  basis fo r the B oard ’s conclusions, as w e ll as a lte r
natives considered and reasons fo r  th e ir  re jection, are discussed 
in  A ppendix C. Exam ples o f app lica tion  o f th is  Statem ent are 
presented in  A ppend ix  A , and background in fo rm a tion  is p re
sented in  A ppendix B.

.07 T h is  S tatem ent supersedes bo th  A R B  No. 50 and Chapter 
6 “ Contingency Reserves,”  o f A R B  No. 43. The cond itions fo r  
accrual o f loss contingencies in  paragraph .08 o f  th is  Statement 
do no t amend any o ther present requirem ent in  an A ccoun ting  
Research B u lle tin  o r O p in ion  o f the A ccoun ting  P rincip les  
Board to  accrue a pa rticu la r type o f loss o r expense. Thus, fo r  
example, accounting fo r  pension cost, deferred compensation  
contracts, and stock issued to  employees are excluded from  the  
scope o f th is  Statement. Those m atters are covered, respec
tive ly , in  A P B  Opinion No. 8 [section 4063], “ A cco un tin g  fo r  
the Cost o f Pension Plans,”  A P B  O pinion No. 12, “ O m nibus  
O pin ion— 1967,”  paragraphs 6— 8 [section 4064], and A P B  
Opinion No. 25 [section 4062], “ A ccoun ting  fo r S tock Issued to  
Em ployees.”  A cco un tin g  for o the r em ploym ent-re lated costs, 
such as group  insurance, vacation pay, w orkm en ’s compensa
tion, and d isa b ility  benefits, is also excluded from  the scope o f 
th is  Statement. A ccoun ting  practices fo r those types o f costs 
and pension accounting practices tend to  invo lve  s im ila r con
siderations.
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STANDARDS OF F IN AN C IA L ACCOUNTING AND REPORTING 

Accrual o f Loss Contingencies

.08 A n  estim ated loss fro m  a loss con tingency  (as de fined  in  
paragraph .01) shall be accrued b y  a charge to  income 3 i f  
both o f the fo llow ing  conditions are m e t:

a) In fo rm a tio n  available p r io r  to  issuance o f  the fin an c ia l 
statem ents ind icates th a t i t  is p robab le  th a t an asset had  
been im pa ired  o r a l ia b il i ty  had been in cu rre d  a t the  date  
o f  the  fin an c ia l s ta tem ents .4 I t  is im p lic it  in  th is  
c o n d it io n  th a t i t  m us t be p robab le  th a t one o r m ore  
fu tu re  events w ill  o ccu r c o n firm in g  the  fa c t o f  the  loss.

b) The a m o u n t o f  loss can be reasonably estim ated .

Disclosure o f Loss Contingencies

.09 D isclosure o f  the  na tu re  o f  an a cc ru a l5 made pu rsuan t to  
the  prov is ions o f paragraph .08, and in  some circumstances the 
a m o u n t accrued, m ay be necessary fo r  the  fin an c ia l 
statem ents n o t  to  be m isleading.

.10 I f  no  accrual is made fo r  a loss con tin ge ncy  because one  
or both o f the conditions in  paragraph .08 are no t met, o r i f  an 
exposure to  loss exists in  excess o f  the  a m o u n t accrued  
pursuant to the provisions o f paragraph .08, disclosure o f the 
co n tin ge ncy  shall be made w hen there  is a t least a reasonable  
p o s s ib ility  th a t a loss o r  an a d d itio n a l loss m ay have been 
in c u rre d .6 The d isclosure shall ind ica te  the  na tu re  o f  the  
con tin ge ncy  and shall give an estim ate  o f  the  possible loss o r

3 [Superseded, e ffec tive  fo r  financia l statem ents fo r  fiscal years beg in 
n in g  a fte r O ctober 15, 1977, by  F A S B  S ta tem ent N o . 16.] (See sec
tio n  2014.)

4 D a te  o f  th e  f in a n c ia l s ta te m e n ts  means the end o f th e  m ost recen t 
a ccoun ting  pe riod  fo r  w h ich  financ ia l s tatem ents are be ing  presented.

5 T e rm in o lo g y  used sha ll be d e scrip tive  o f the na tu re  o f the accrua l 
(see paragraphs 57— 64 o f A c c o u n t in g  T e rm in o lo g y  B u l le t in  N o .  1, “ R e
v ie w  and Resume” ).

6 F o r  exam ple, d isclosure sha ll be m ade o f any loss con tingency th a t 
m eets the cond itio n  in  paragraph  .08(a) b u t th a t is  n o t accrued because 
the  am oun t o f loss cannot be reasonab ly estim ated  (pa rag raph  .0 8 (b )).  
D isc lo su re  is also requ ired  o f some loss con tingencies th a t do  no t meet 
the  cond ition  in  paragraph  .08 (a )— nam ely, those con tingencies fo r  w h ich  
the re  is  a re a so n a b le  p o s s ib i l ity  th a t a loss m ay have been in cu rre d  even 
th o ug h  in fo rm a tio n  m ay n o t ind ica te  th a t i t  is p ro b a b le  th a t an asset had  
been im pa ired  o r  a l ia b il i ty  had been in cu rre d  a t the  date o f the financ ia l 
statem ents.
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range o f  loss o r state th a t such an estim ate canno t be made. 
Disclosure is n o t requ ired  o f  a loss con tingency in vo lv in g  an 
unasserted c la im  o r assessment w hen there  has been no  
m an ifes ta tio n  by  a p o te n tia l c la im a n t o f  an awareness o f  a 
possible c la im  o r assessment unless i t  i s considered p robab le  
th a t a c la im  w ill  be asserted and there  is a reasonable  
p o s s ib ility  th a t the  ou tcom e w il l  be unfavorab le .

.11 A f te r  the  date o f  an en te rp rise ’s fin an c ia l statem ents b u t  
before  those fin an c ia l statem ents are issued, in fo rm a tio n  m ay  
become available in d ic a tin g  th a t an asset was im pa ired  o r a 
l ia b il i ty  was incu rred  a fte r the  date o f  the  financ ia l 
statem ents o r  th a t there  is a t least a reasonable p o s s ib ility  
th a t an asset was im pa ired  o r a l ia b il i ty  was incu rre d  a fte r  
th a t date. The in fo rm a tio n  m ay re la te  to  a loss contingency  
th a t existed a t the  date o f  the fin a n c ia l sta tem ents, e.g., an 
asset th a t was n o t insured  a t the  date o f  the fin an c ia l 
statem ents. O n the  o th e r hand, the  in fo rm a tio n  m ay re late  to  
a loss con tingency  th a t d id  n o t  e x is t a t the  date o f  the  
fin a n c ia l statem ents, e.g., th re a t o f  e x p ro p ria tio n  o f  assets 
a fte r the  date o f  the  fin an c ia l statem ents o r the  f i l in g  fo r  
b a n k ru p tcy  b y  an enterprise  whose d e b t was guaranteed a fte r  
the  date o f  the  fin an c ia l sta tem ents. In  none o f  the  cases 
c ite d  in  th is  paragraph was an asset im pa ired  o r a l ia b il i ty  
in cu rre d  a t the  date o f  the fin a n c ia l sta tem ents, and the  
condition fo r  accrual in  paragraph .08(a) is, therefore, no t met. 
Disclosure o f  those k inds o f  losses o r loss contingencies m ay  
be necessary, how ever, to  keep the  fin a n c ia l statem ents fro m  
being m isleading. I f  d isclosure is deemed necessary, the  
fin a n c ia l statem ents shall ind ica te  the  natu re  o f  the  loss o r  
loss con tingency  and give an estim ate  o f  the  am o un t o r range 
o f  loss o r  possible loss o r state th a t such an estim ate  canno t 
be made. O ccasionally , in  the  case o f  a loss arising a fte r the  
date o f  the  fin an c ia l statem ents where the  am oun t o f  asset 
im p a irm e n t o r l ia b il i ty  incu rrence  can be reasonably  
estim ated, d isclosure m ay best be made b y  supp lem enting  the  
h is to r ic a l fin a n c ia l statem ents w ith  p ro  fo rm a  fin an c ia l data  
giv ing  e ffe c t to  the  loss as i f  i t  had occurred  a t the  date  o f  the  
fin a n c ia l statem ents. I t  m ay be desirable to  present p ro  fo rm a  
sta tem ents, usua lly  a balance sheet o n ly , in  co lu m n a r fo rm  
on the  face o f  the  h is to r ica l fin a n c ia l statem ents.

.12 C erta in  loss contingencies are p resen tly  being disclosed  
in  fin a n c ia l statem ents even th ou gh  the  p o s s ib ility  o f  loss m ay  
be rem ote . The com m on charac te ris tic  o f  those contingencies  
is a guarantee, n o rm a lly  w ith  a r ig h t to  proceed against an
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outs ide  p a rty  in  the  event th a t the  gua ran to r is ca lled  upon  to  
sa tis fy  the  guarantee. Exam ples inc lu de  (a) guarantees o f  
indebtedness o f  o thers, (b ) o b liga tions  o f  com m erc ia l banks 
und e r “ s tandby le tte rs  o f  c re d it ,”  and (c) guarantees to  
repurchase receivables (o r, in  some cases, to  repurchase the  
re la ted  p ro p e rty )  th a t have been sold o r o therw ise  assigned.
The Board concludes th a t d isclosure o f  those loss 
contingencies, and others th a t in  substance have the  same 
charac te ris tic , shall be co n tin ue d . The d isclosure shall inc lude  
the  na tu re  and a m o u n t o f  the  guarantee. C onsidera tion  
shou ld  be given to  d isclosing, i f  estim able , the  value o f  any  
recovery th a t cou ld  be expected to  resu lt, such as fro m  the  
g ua ra n to r’s r ig h t to  proceed against an outs ide  p a rty .

.13 Th is  S ta tem en t applies to  regula ted enterprises in  
accordance w ith  p rovis ions o f  the  A ddendum  to  A P B
Opinion No. 2 [section 6011], “ A cco un tin g  fo r  the ‘Investm ent 
C red it.’ ”  I f ,  in  co n fo rm ity  w ith  the Addendum , a regulated  
enterprise  accrues fo r  financia l accounting  and re p o rtin g  pur
poses an estimated loss w ith o u t regard to  the cond itions in  
paragraph .08, the fo llo w in g  in fo rm a tio n  shall be disclosed 
in  its  financia l s ta tem ents :

a) The accoun ting  p o lic y  in c lu d in g  the  na tu re  o f  the  accrual 
and the  basis fo r  es tim a tion .

b) The  a m o u n t o f  any re la ted  “ l ia b i l i t y ”  o r  “ asset v a lu a tio n ”  
accoun t inc luded  in  each balance sheet presented.

General or Unspecified Business Risks

.14 Some enterprises have in  the  past accrued so-called  
“ reserves fo r  general con tingenc ies.”  G eneral o r unspec ified  
business risks do  n o t m eet the  co n d itio n s  fo r  accrual in  
paragraph .08, and no accrual fo r loss shall be made. N o  
disclosure about them  is required by  th is  Statement.

Appropriation o f Retai ned Earnings

.15 Some enterprises have classified a p o r t io n  o f  re ta ined  
earnings as “ a p p ro p ria te d ”  fo r  loss contingencies. In  some 
cases, the  a p p ro p ria tio n  has been show n outs ide  the  
s to c k h o ld e rs ’ e q u ity  section  o f  the  balance sheet. 
A p p ro p r ia tio n  o f  re ta ined  earnings is n o t p ro h ib ite d  b y  th is  
S ta tem en t p rov ided  th a t i t  is show n w ith in  the  s to ckho lde rs ’ 
e q u ity  section  o f  the  balance sheet and is c lea rly  id e n tif ie d  as
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an a p p ro p ria tio n  o f  re ta ined earnings. Costs o r losses shall 
n o t be charged to  an a pp ro p ria tio n  o f  re ta ined earnings, and 
no p a rt o f  the a pp ro p ria tio n  shall be transferred  to  incom e.

Examples o f Application o f this Statement

.16 Exam ples o f  a pp lica tion  o f  the  co nd itio ns  fo r  accrual o f  
loss contingencies in paragraph .08 and the disclosure re
quirem ents in paragraphs .09— .11 are presented in Appendix A.

Gain Contingencies

.17 The Board has not reconsidered A R B  No. 50 with respect 
to gain contingencies. Accordingly, the following provisions 
of paragraphs 3 and 5 of that Bulletin shall continue in effect:

a) C ontingencies th a t m ig h t resu lt in  gains usua lly  are n o t 
re flec ted  in  the accounts since to  do  so m ig h t be to  
recognize revenue p r io r  to  its  rea liza tion .

b ) Adequate  disclosure shall be made o f  contingencies th a t  
m ig h t resu lt in  gains, b u t care shall be exercised to  avoid  
m isleading im p lica tio n s  as to  the  lik e lih o o d  o f  rea liza tion .

Other Disclosures

.18 Paragraph 6 of A R B  No. 50 required disclosure of a num
ber of situations including “unused letters of credit, long-term 
leases, assets pledged as security for loans, pension plans, the 
existence of cumulative preferred stock dividends in arrears, 
and commitments such as those for plant acquisition or an 
obligation to reduce debts, maintain working capital, or restrict 
dividends.” Subsequent Opinions issued by the Accounting 
Principles Board established more explicit disclosure require
ments for a number of those items, i. e., leases (see A P B  
Opinion Nos. 5 and 31*), pension plans (see A P B  Opinion No.
8 [section 4063 ]), and preferred stock d iv idend arrearages (see 
A P B  Opinion No. 10, paragraph 11(b) [section 5515.02b]).

.19 S itua tions  o f  the type  described in  the  preceding  
paragraph shall co n tin ue  to  be disclosed in  financ ia l 
statem ents, and th is  S ta tem ent does n o t a lte r the  present 
disclosure requirem ents w ith  respect to  those items.

*  E d . N o te : A P B  O p in io n  N o s . 5  a n d  31  have been superseded b y  F A S B  
S ta te m e n t N o .  13, A c c o u n t in g  f o r  Leases. See section 4053.
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Effective Date and Transition
.20 T h is  Statem ent shall be effective fo r  fiscal years beginning  
on or a fte r Ju ly  1, 1975, a lthough earlie r app lica tion is en
couraged. Thereafter, i f  financia l statements fo r periods before 
the effective date, and financia l summaries or o ther data derived  
therefrom , are presented, they shall be restated, i f  practicable, 
to  conform  to  the provisions o f paragraph .08 o r .14 o f th is  
Statem ent.* In  the year th a t th is  Statem ent is firs t applied, 
the financia l statements shall disclose the nature o f any restate
m ent and its  effect on income before extraord inary items, net 
income, and related per share amounts fo r  each period restated. 
I f  restatement o f financial statements or summaries fo r a ll p rio r  
periods presented is not practicable, in fo rm ation  presented shall 
be restated fo r as many consecutive periods im m ediately pre
ceding the effective date o f th is  Statem ent as is practicable, 
and the cum ula tive  effect o f app ly ing  paragraph .08 o r .14 on 
the  retained earnings a t the beg inn ing  o f the earliest period  
restated (o r  a t the beg inning o f the period in  w h ich  th is  State
m ent is f irs t applied i f  i t  is no t practicable to  restate any p rio r  
periods) shall be included in  determining net income o f that period 
(see paragraph 20 o f A P B  Opinion No. 20 [section 1051.20]).** 
T he  effect on income before extraord inary items, net income, 
and related per share amounts o f app ly ing  th is  Statem ent in  a 
period in  w h ich  the cum ula tive  effect is  included in  dete rm in ing  
net income shall be disclosed fo r tha t period, and the  reason 
fo r not res ta ting  a ll of the p rio r periods presented shall be 
explained. Reclassification o f an appropria tion  o f retained  
earnings to  com ply w ith  paragraph .15 o f th is  S tatem ent shall 
be made in  any financia l statements fo r periods before the  
effective date o f th is Statement, o r financia l summaries o r o ther 
data derived therefrom , th a t are presented a fte r the effective  
date o f th is  Statement. [A s  amended December 1975 by F A S B  
Statement No. 11.] (See section 4312.)

The provisions o f this Statement need 
not be applied to  immaterial items.

*  T h is  does n o t a lte r  the  accounting  fo r  changes in  estim ates —  see 
parag raph  31 o f  A P B  O p in io n  N o .  2 0  [se c tio n  1051.31].

* *  P ro  fo rm a  disclosures req u ire d  b y  parag raphs 19 (d ) and 21 o f  
A P B  O p in io n  N o .  2 0  [sections 1051.19(d) and 1051.21] are no t applicable.
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Appendix A

EXAMPLES OF APPLICATION OF THIS STATEMENT

.21 This Appendix contains examples o f application o f the 
conditions for accrual of loss contingencies in paragraph .08 
and of the disclosure requirements in paragraphs .09—.11. Some 
examples have been included in response to  questions raised 
in letters o f comment on the Exposure Draft. I t  should be 
recognized that no set o f examples can encompass all possible 
contingencies or circumstances. Accordingly, accrual and 
disclosure o f loss contingencies should be based on an 
evaluation o f the facts in each particular case.

C ollec tib ility  o f Receivables

.22 The assets o f an enterprise may include receivables that 
arose from credit sales, loans, or other transactions. The 
conditions under which receivables exist usually involve some 
degree o f uncertainty about their co llectib ility , in which case 
a contingency exists as defined in paragraph .01. Losses from 
uncollectible receivables shall be accrued when both 
conditions in paragraph .08 are met. Those conditions may be 
considered in relation to  individual receivables or in relation 
to  groups o f similar types o f receivables. I f  the conditions are 
met, accrual shall be made even though the particular 
receivables that are uncollectible may not be identifiable.

.23 If, based on available inform ation, i t  is probable that the 
enterprise w ill be unable to  collect all amounts due and, 
therefore, that at the date o f its financial statements the net 
realizable value o f the receivables through collection in the 
ordinary course o f business is less than the tota l amount 
receivable, the condition in paragraph .08(a) is met because it  is 
probable that an asset has been impaired. Whether the 
amount o f loss can be reasonably estimated (the condition in 
paragraph .08(b)) w ill normally depend on, among other 
things, the experience o f the enterprise, inform ation about 
the ability  o f individual debtors to pay, and appraisal o f the 
receivables in light o f the current economic environment. In 
the case o f an enterprise that has no experience o f its own, 
reference to  the experience o f other enterprises in the same 
business may be appropriate. Inab ility  to  make a reasonable 
estimate o f the amount o f loss from uncollectible receivables 
(i. e., failure to satisfy the condition in paragraph .08(b))
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precludes accrual and may, i f  there is significant uncertainty 
as to  collection, suggest that the installment method, the cost 
recovery method, or some other method o f revenue 
recognition be used (see paragraph 12 o f APB Opinion No. 
10 [section 4020.01], “ Omnibus Opinion— 1966” ) ; in addition, 
the disclosures called for by paragraph .10 of this Statement 
should be made.

Obligations Related to
Product Warranties and Product Defects

.24 A  warranty is an obligation incurred in connection w ith 
the sale o f goods or services that may require further 
performance by the seller after the sale has taken place. 
Because o f the uncertainty surrounding claims that may be 
made under warranties, warranty obligations fall w ith in  the 
definition of a contingency in paragraph .01. Losses from 
warranty obligations shall be accrued when the conditions in 
paragraph .08 are met. Those conditions may be considered in 
relation to  individual sales made w ith  warranties or in 
relation to groups o f similar types o f sales made w ith  
warranties. I f  the conditions are met, accrual shall be made 
even though the particular parties that w ill make claims 
under warranties may not be identifiable.

.25 If, based on available inform ation, i t  is probable that 
customers w ill make claims under warranties relating to 
goods or services that have been sold, the condition in 
paragraph .08(a) is met at the date of an enterprise’s financial 
statements because i t  is probable that a liab ility  has been 
incurred. Satisfaction of the condition in paragraph .08(b) w ill 
normally depend on the experience o f an enterprise or other 
inform ation. In the case o f an enterprise that has no 
experience o f its own, reference to  the experience o f other 
enterprises in the same business may be appropriate. Inab ility  
to  make a reasonable estimate o f the amount o f a warranty 
obligation at the time o f sale because o f significant 
uncertainty about possible claims (i.e., failure to  satisfy the 
condition in paragraph .08(b)) precludes accrual and, i f  the 
range o f possible loss is wide, may raise a question about 
whether a sale should be recorded prio r to  expiration o f the 
warranty period or un til sufficient experience has been 
gained to perm it a reasonable estimate o f the obligation; in 
addition, the disclosures called for by paragraph .10 of this 
Statement should be made.
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.26 Obligations other than warranties may arise w ith  respect 
to  products or services that have been sold, fo r example, 
claims resulting from in ju ry or damage caused by product 
defects. I f  i t  is probable that claims w ill arise w ith respect to 
products or services that have been sold, accrual fo r losses 
may be appropriate. The condition in  paragraph .08(a) would 
be met, fo r instance, w ith  respect to  a drug product or toys 
that have been sold i f  a health or safety hazard related to 
those products is discovered and as a result i t  is considered 
probable that liabilities have been incurred. The condition in 
paragraph .08(b) would be met if  experience or other in
formation enables the enterprise to  make a reasonable estimate 
of the loss w ith  respect to the drug product or the toys.

Risk o f Loss or Damage o f Enterprise Property

.27 A t the date o f an enterprise’s financial statements, i t  
may not be insured against risk o f future loss or damage to  its 
property by fire, explosion, or other hazards. The absence o f 
insurance against losses from risks o f those types constitutes 
an existing condition involving uncertainty about the amount 
and tim ing o f any losses that may occur, in which case a 
contingency exists as defined in paragraph .01. Uninsured risks 
may arise in  a number o f ways, including (a) noninsurance o f 
certain risks or co-insurance or deductible clauses in an 
insurance contract or (b) insurance through a subsidiary or 
investee7 to the extent not reinsured w ith  an independent 
insurer. Some risks, fo r all practical purposes, may be 
noninsurable, and the self-assumption o f those risks is 
mandatory.

.28 The absence o f insurance does not mean that an asset has 
been impaired or a liab ility  has been incurred at the date o f 
an enterprise’s financial statements. Fires, explosions, and 
other similar events that may cause loss or damage o f an 
enterprise’s property are random in their occurrence.8 With 
respect to  events o f that type, the condition fo r accrual in

7 The effects of transactions between a parent or other investor and 
a subsidiary or investee insurance company shall be eliminated from an 
enterprise’s financial statements (see paragraph 6 of ARB No. 51 [sec
tion 2051.07], “ Consolidated Financial Statements,”  and paragraph 19(a) 
of APB Opinion No. 18 [section 5131.19(a)], “ The Equity Method of 
Accounting for Investments in Common Stock” ).

8 The Board recognizes that, in practice, experience regarding loss or 
damage to depreciable assets is in some cases one of the factors con
sidered in estimating the depreciable lives of a group of depreciable 
assets, along w ith  such other factors as wear and tear, obsolescence, and 
maintenance and replacement policies. This Statement is not intended 
to alter present depreciation practices (see paragraph .02).
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paragraph .08(a) is not satisfied prior to the occurrence of the 
event because un til that time there is no dim inution in the 
value o f the property. There is no relationship o f those events 
to  the activities o f the enterprise prior to their occurrence, 
and no asset is impaired prior to their occurrence. Further, 
unlike an insurance company, which has a contractual 
obligation under policies in force to reimburse insureds fo r 
losses, an enterprise can have no such obligation to itse lf and, 
hence, no liab ility .

Risk o f Loss from  Future In jury to  Others, Damage to  the 
Property o f Others, and Business Interruption

.29 An enterprise may choose not to purchase insurance 
against risk o f loss that may result from  in ju ry to others, 
damage to the property o f others, or interruption o f its 
business operations.9 Exposure to risks o f those types 
constitutes an existing condition involving uncertainty about 
the amount and tim ing o f any losses that may occur, in 
which case a contingency exists as defined in paragraph .01.

.30 Mere exposure to risks o f those types, however, does not 
mean that an asset has been impaired or a liab ility  has been 
incurred. The condition for accrual in paragraph .08(a) is not 
met w ith  respect to  loss that may result from  in ju ry to 
others, damage to the property o f others, or business 
in terruption that may occur after the date o f an enterprise’s 
financial statements. Losses o f those types do not relate to 
the current or a prio r period but rather to the future  period 
in which they occur. Thus, fo r example, an enterprise w ith a 
fleet o f vehicles should not accrue fo r in jury to  others or 
damage to  the property o f others that may be caused by 
those vehicles in the future even i f  the amount o f those losses 
may be reasonably estimable. On the other hand, the 
conditions in paragraph .08 would be met w ith respect to 
uninsured losses resulting from  in jury to others or damage to 
the property o f others that took place p rio r to the date o f 
the financial statements, even though the enterprise may not 
become aware o f those matters un til after that date, i f  the 
experience o f the enterprise or other inform ation enables i t  
to make a reasonable estimate o f the loss that was incurred 
p rio r to  the date o f its financial statements.

9 As to in ju ry or damage resulting from products that have been 
sold, see paragraph .26.
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Write-Down o f Operating Assets

.31 In  some cases, the carrying amount o f an operating asset 
not intended fo r disposal may exceed the amount expected 
to be recoverable through future use o f that asset even 
though there has been no physical loss or damage o f the asset 
or threat o f such loss or damage. For example, changed 
economic conditions may have made recovery o f the carrying 
amount o f a productive fac ility  doubtfu l. The question o f 
whether, in those cases, i t  is appropriate to write down the 
carrying amount o f the asset to an amount expected to  be 
recoverable through future operations is no t covered by this 
Statement.

Threat o f Expropriation

.32 The threat o f expropriation o f assets is a contingency 
w ith in  the de fin ition  o f paragraph .01 because o f the 
uncertainty about its outcome and effect, i f  inform ation 
indicates that expropriation is im m inent and compensation 
w ill be less than the carrying amount o f the assets, the 
cond ition  fo r accrual in  paragraph .08(a) is met. Im m inence 
may be indicated, fo r example, by public or private 
declarations o f in ten t by a government to  expropriate assets 
o f the enterprise or actual expropriation o f assets o f other 
enterprises. Paragraph .08(b) requires th a t accrual be made 
only i f  the amount o f loss can be reasonably estimated. I f  the 
conditions fo r accrual are not met, the disclosures specified 
in  paragraph .10 w ou ld  be made when there  is a t least a 
reasonable possibility that an asset has been impaired.

Litigation, Claims, and Assessments

.33 The fo llow ing factors, among others, must be considered 
in determining whether accrual and/or disclosure is required 
w ith  respect to pending or threatened litigation and actual or 
possible claims and assessments:

a) The period in which the underlying cause (i.e., the cause 
fo r action) o f the pending or threatened litigation or o f 
the actual or possible claim or assessment occurred.

b) The degree o f probability o f an unfavorable outcome.

c) The ab ility  to  make a reasonable estimate o f the amount 
o f loss.
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.34 As a condition for accrual o f a loss contingency, 
paragraph .08(a) requires that information available prior to 
the issuance o f financial statements indicate that i t  is 
probable that an asset had been impaired or a liab ility  had 
been incurred at the date o f the financial statements. 
Accordingly, accrual would clearly be inappropriate fo r 
litigation, claims, or assessments whose underlying cause is an 
event or condition occurring after the date o f financial 
statements but before those financial statements are issued, 
fo r example, a suit fo r damages alleged to  have been suffered 
as a result o f an accident tha t occurred after the date o f the 
financial statements. Disclosure may be required, however, 
by paragraph .11.

.35 On the other hand, accrual may be appropriate fo r 
litigation, claims, or assessments whose underlying cause is an 
event occurring on or before the date o f an enterprise’s 
financial statements even i f  the enterprise does not become 
aware o f the existence or possibility o f the lawsuit, claim, or 
assessment un til after the date o f the financial statements. I f  
those financial statements have no t been issued, accrual o f a 
loss related to  the litigation, claim, or assessment would be 
required i f  the probability o f loss is such that the condition 
in paragraph .08(a) is met and the amount of loss can be 
reasonably estimated.

.36 I f  the underlying cause o f the litigation, claim, or 
assessment is an event occurring before the date o f an 
enterprise’s financial statements, the probability o f an 
outcome unfavorable to  the enterprise must be assessed to 
determine whether the condition in paragraph .08(a) is met. 
Among the factors that should be considered are the nature 
o f the litigation, claim, or assessment, the progress o f the case 
(including progress after the date o f the financial statements 
but before those statements are issued), the opinions or views 
o f legal counsel and other advisers, the experience o f the 
enterprise in similar cases, the experience o f other 
enterprises, and any decision o f the enterprise’s management 
as to how the enterprise intends to  respond to  the lawsuit, 
claim, or assessment (fo r example, a decision to contest the 
case vigorously or a decision to  seek an out-of-court 
settlement). The fact that legal counsel is unable to express 
an opinion that the outcome w ill be favorable to the 
enterprise should not necessarily be interpreted to  mean that 
the condition for accrual of a loss in paragraph .08(a) is met.
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.37 The filing  o f a suit or formal assertion o f a claim or 
assessment does not automatically indicate that accrual o f a 
loss may be appropriate. The degree o f probability o f an 
unfavorable outcome must be assessed. The condition fo r 
accrual in paragraph .08(a) would be met if  an unfavorable 
outcome is determined to be probable. I f  an unfavorable 
outcome is determined to  be reasonably possible but not 
probable, or i f  the amount o f loss cannot be reasonably 
estimated, accrual would be inappropriate, but disclosure 
would be required by paragraph .10 of this Statement.

.38 With respect to  unasserted claims and assessments, an 
enterprise must determine the degree o f probability that a 
suit may be filed or a claim or assessment may be asserted 
and the possibility o f an unfavorable outcome. For example, 
a catastrophe, accident, or other similar physical occurrence 
predictably engenders claims fo r redress, and in such 
circumstances their assertion may be probable; sim ilarly, an 
investigation o f an enterprise by a governmental agency, i f  
enforcement proceedings have been or are like ly to  be 
instituted, is often followed by private claims fo r redress, and 
the probability o f their assertion and the possibility o f loss 
should be considered in  each case. By way o f further 
example, an enterprise may believe there is a possibility that 
i t  has infringed on another enterprise’s patent rights, but the 
enterprise owning the patent rights has not indicated an 
intention to take any action and has not even indicated an 
awareness o f the possible infringement. In that case, a 
judgment must firs t be made as to  whether the assertion o f a 
claim is probable. I f  the judgment is that assertion is not 
probable, no accrual or disclosure would be required. On the 
other hand, i f  the judgment is that assertion is probable, then 
a second judgment must be made as to the degree o f 
probability o f an unfavorable outcome. I f  an unfavorable 
outcome is probable and the amount o f loss can be 
reasonably estimated, accrual o f a loss is required by 
paragraph .08. I f  an unfavorable outcome is probable but the 
amount o f loss cannot be reasonably estimated, accrual 
would not be appropriate, but disclosure would be required 
by paragraph .10. I f  an unfavorable outcome is reasonably 
possible but not probable, disclosure would be required by 
paragraph .10.

.39 As a condition fo r accrual o f a loss contingency, 
paragraph .08(b) requires that the amount of loss can be 
reasonably estimated. In  some cases, i t  may be determined 
that a loss was incurred because an unfavorable outcome of
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the litigation, claim, or assessment is probable (thus satisfying 
the condition in paragraph .08(a)), but the range of possible 
loss is wide. For example, an enterprise may be litigating an 
income tax matter. In preparation fo r the tria l, i t  may 
determine that, based on recent decisions involving one 
aspect o f the litigation, it  is probable that i t  w ill have to  pay 
additional taxes o f $2 m illion. Another aspect o f the 
l i t ig a t io n  may, however, be open to considerable 
interpretation, and depending on the interpretation by the 
court the enterprise may have to  pay taxes o f $8 m illion over 
and above the $2 million. In  that case, paragraph .08 requires 
accrual o f the $2 m illion i f  that is considered a reasonable 
estimate of the loss. Paragraph .10 requires disclosure of the 
additional exposure to loss i f  there is a reasonable possibility 
that additional taxes w ill be paid. Depending on the 
circumstances, paragraph .09 may require disclosure of the $2 
m illion that was accrued.

Catastrophe Losses o f Property and 
Casualty Insurance Companies

.40 A t the time that a property and casualty insurance 
company or reinsurance company issues an insurance policy 
covering risk o f loss from catastrophes, a contingency arises.
The contingency is the risk o f loss assumed by the insurance 
company, that is, the risk o f loss from  catastrophes that may 
occur during the term o f the policy. The insurance company 
has not assumed risk o f loss fo r catastrophes that may occur 
beyond the term o f the policy. Clearly, therefore, no asset 
has been impaired or lia b ility  incurred w ith  respect to 
catastrophes that may occur beyond the terms o f policies in 
force.

.41 The conditions in paragraph .08 should be considered with 
respect to the risk o f loss assumed by an insurance company 
fo r catastrophes that may occur during the terms o f policies 
in force to  determine whether accrual o f a loss is appropriate.
To satisfy the condition in paragraph .08(a) that it be probable 
that a liab ility  has been incurred to  existing policyholders, 
the occurrence o f catastrophes (i.e., the confirm ing future 
events) would have to be reasonably predictable w ith in  the 
terms o f policies in force. Further, to  satisfy the condition in 
paragraph .08(b), the amounts of losses therefrom would have 
to  be reasonably estimable. Actuarial techniques are 
employed by insurance companies to  predict the rate o f 
occurrence o f and amounts o f losses from  catastrophes over 
long periods o f time fo r insurance rate-setting purposes.
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Predictions over relatively short periods o f time, such as an 
individual accounting period or the terms o f a large number 
o f existing insurance policies in force, are subject to 
substantial deviations. Consequently, assumption o f risk o f 
loss from catastrophes by property and casualty insurance 
companies and reinsurance companies fails to satisfy the 
cond itions fo r accrual in  paragraphs .08(a) and .08 (b ). M ore
over, deferral o f unearned premiums with in  the terms o f policies in  
force represents the “ unknown lia b ility ”  fo r loss (including 
catastrophe losses) on unexpired policies, making an accrual 
inappropria te— see paragraphs .94— .96 in  A ppend ix  C. Recog
n it io n  o f p rem ium  income as earned revenue w ith in  the 
terms o f policies in force is discussed in the AICPA Industry 
A ud it Guide, “ Audits o f Fire and Casualty Insurance 
Companies.”

.42 Although some property and casualty insurance 
companies have accrued an estimated amount fo r catastrophe 
losses, other insurance companies have accomplished the 
same objective by deferring a portion o f the premium 
income. Deferral o f any portion o f premium income beyond 
the terms o f  policies in force is, in substance, similar to 
premature accrual o f catastrophe losses and, therefore, also 
does no t meet the cond itions o f paragraph .08.

.43 T he  conditions fo r  accrual in  paragraph .08 do no t 
prohib it a property and casualty insurance company from 
accruing probable catastrophe losses that have been incurred 
on or before the date o f its financial statements but that have 
not been reported by its policyholders as o f that date. I f  the 
am ount o f loss can be reasonably estimated, paragraph .08 
requires accrual o f those incurred-but-not-reported losses.

Payments to  Insurance Companies 
That May N ot Involve Transfer o f Risk

.44 To the extent that an insurance contract or reinsurance 
c o n tra c t does not, despite its form , provide fo r 
indemnification o f the insured or the ceding company by the 
insurer or reinsurer against loss or liab ility , the premium paid 
less the amount o f the premium to  be retained by the insurer 
or reinsurer shall be accounted fo r as a deposit by the insured 
or the ceding company. Those contracts may be structured in 
various ways, but if, regardless o f form , their substance is 
that all or part o f the premium paid by the insured or the 
ceding company is a deposit, i t  shall be accounted fo r as 
such.
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.45 Operations in certain industries may be subject to  such 
high risks that insurance is unavailable or is available only at 
what is considered to be a prohib itive ly high cost. Some 
enterprises in those industries have “ pooled”  their risks by 
form ing a mutual insurance company in which they retain an 
equity interest and to which they pay insurance premiums. 
For example, some electric u ti lity  companies have formed 
such a mutual insurance company to insure risks related to 
nuclear power plants, and some o il companies have formed a 
company to insure against risks associated w ith petroleum 
exploration and production. Whether the premium paid 
represents a payment fo r the transfer o f risk or whether i t  
represents merely a deposit w ill depend on the circumstances 
surrounding each enterprise’s interest in and insurance 
arrangement w ith  the mutual insurance company. An analysis 
o f the contract is required to determine whether risk has 
been transferred and to what extent.
Appendix B

BACKGROUND INFORM ATION

.46 In A pril 1973, the FASB placed on its technical agenda a 
project then entitled “ Accounting fo r Future Losses.”  The 
project addressed accrual and disclosure o f loss contingencies. 
The Board believes that “ Accounting fo r Contingencies ”  is a 
more descriptive title  fo r this Statement than “ Accounting 
fo r Future Losses.”

.47 A  task force o f 16 persons from industry, public 
accounting, the financial community, and academe was 
appointed in the summer o f 1973 to provide counsel to  the 
Board in preparing a Discussion Memorandum analyzing 
issues related to the project.

.48 The Discussion Memorandum gave examples o f various 
types o f contingencies and considered several o f those at 
length to  assist in the development o f standards o f financial 
accounting and reporting. These included (a) uninsured risks 
(“ self-insurance” ), (b) risk o f losses from catastrophes 
assumed by property and casualty insurance companies, and
(c) risk o f losses from expropriations by foreign governments.

.49 Research undertaken in connection w ith this project 
included (a) a search o f relevant literature, (b) an 
examination o f published financial statements in annual 
reports to  shareholders and in filings w ith  the SEC on Form 
10-K, (c) a questionnaire survey conducted by the Financial
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Executives Institute to which 64 companies responded, and
(d) a study o f catastrophe reserve accounting methods 
employed by property and casualty insurance companies. 
Summaries o f research findings are included in appendices to 
the Discussion Memorandum.

.50 On January 3, 1973 (prio r to  the date the Board placed 
this subject on its agenda), the Securities and Exchange 
Commission issued its Accounting Series Release No. 134, 
which pointed out that a number o f property and casualty 
insurance companies had adopted the accounting policy o f 
making a provision from  each period’s income to  cover a 
portion o f major losses expected to occur in future periods. 
The SEC Release indicated that the Committee on Insurance 
Accounting and Auditing o f the AICPA was working actively 
on the subject in cooperation w ith industry groups. The 
Release set fo rth  certain disclosure requirements pending 
resolution o f the question o f accrual.

.51 The AICPA committee’s report (dated July 17, 1973) 
was in the form  o f a memorandum setting fo rth  the views o f 
those committee members favoring and those opposing 
accrual o f losses from  future catastrophes. In the course o f its 
study, the AICPA committee had gathered considerable data 
on the subject, in part from  a survey o f member companies 
o f the American Insurance Association, and this inform ation 
was made available to the Board.

.52 On August 2, 1973, the SEC announced in Accounting  
Series Release No. 145 tha t property and casualty insurance 
companies should no t change their method o f accounting fo r 
catastrophe losses “ un til a single method has been adopted 
by the Financial Accounting Standards Board.”

.53 The Board issued the Discussion Memorandum on March 
13, 1974, and held a public hearing on the subject on May 
13, 1974. The Board received 87 position papers, letters o f 
comment, and outlines o f oral presentations in response to 
the Discussion Memorandum. Eighteen presentations were 
made at the public hearing.

.54 An Exposure D ra ft o f a proposed Statement on 
“ Accounting fo r Contingencies”  was issued on October 21, 
1974. The Board received 212 letters o f comment on the 
Exposure Draft.
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Appendix C

BASIS FOR CONCLUSIONS

.55 This Appendix discusses factors deemed significant by 
members o f the Board in reaching the conclusions in this 
Statement, including various alternatives considered and 
reasons fo r accepting some and rejecting others.

SCOPE OF THIS STATEMENT

.56 Some respondents to  the Exposure D ra ft proposed that 
the Statement not deal w ith  accrual and disclosure o f loss 
contingencies in general but, rather, only w ith  the fo llow ing 
three specific matters: “ self-insurance,”  risks o f losses from 
catastrophes assumed by property and casualty insurance 
companies including reinsurance companies, and threat o f 
expropriation. As the basis fo r that position, they noted that 
the Discussion Memorandum considered those three matters 
at length. Other respondents suggested that catastrophe losses 
be dealt w ith  in  a separate Statement.

.57 The Board has concluded, however, that the broad issue 
o f accrual and disclosure o f loss contingencies should be dealt 
w ith  in a single Statement, just as the Discussion 
Memorandum encompassed “ the broad issue o f accounting 
fo r future losses.” 10 As the Discussion Memorandum stated, 
“ future losses o f all types presently known to  affect 
enterprises and new types o f future losses that may arise are 
conceptually included in  the scope o f this pro ject.”  The three 
matters dealt w ith  at length in the Discussion Memorandum 
were used “ as examples to assist in the evaluation and 
development o f criteria fo r accounting fo r future losses,”  and 
other examples were discussed. The Board has concluded that

10 The Board believes that contingencies is a more descriptive term 
than future losses, and the Discussion Memorandum indicated that the 
project would necessarily involve reconsideration of both ARB No. 50 
and Chapter 6 of ARB No. 43.
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loss contingencies such as those given as examples in 
paragraph .04 of this Statement have common characteristics
and that questions about accounting fo r and reporting o f 
those contingencies should be resolved comprehensively. I t  is 
fo r that reason, also, that the Board believes i t  inappropriate 
to deal w ith catastrophe losses in a separate Statement.

.58 A  question has been raised whether uncollectib ility  o f 
receivables and product warranties constitute contingencies 
w ith in  the scope o f this Statement. The Board recognizes 
that uncertainties associated w ith  uncollectib ility  o f some 
receivables and some product warranties are like ly  to  be, 
in part, inherent in making accounting estimates (described in 
paragraph .02) as well as, in part, the type of uncertainties that 
give rise to a contingency (described in paragraph .01). The 
Board believes that no useful purpose would be served by 
attempting to distinguish between those two types o f 
uncertainties fo r purposes o f establishing conditions fo r 
accrual o f uncollectible receivables and product warranties. 
Consequently, those matters are deemed to  be contingencies 
w ith in  the definition of paragraph .01 and should be accounted 
fo r pursuant to  the provisions o f this Statement.

ACCRUAL OF LOSS CONTINGENCIES

.59 Paragraph .08 requires that a loss contingency be accrued 
i f  the tw o specified conditions are met. The purpose o f those 
conditions is to  require accrual o f losses when they are 
reasonably estimable and relate to  the current or a prior 
period. The requirement that the loss be reasonably estimable 
is intended to prevent accrual in the financial statements o f 
amounts so uncertain as to  impair the in tegrity o f those 
statements. The Board has concluded that disclosure is 
preferable to  accrual when a reasonable estimate o f loss 
cannot be made. Further, even losses that are reasonably 
estimable should not be accrued i f  i t  is not probable that an 
asset has been impaired or a liab ility  has been incurred at the 
date o f an enterprise’s financial statements because those 
losses relate to a future period rather than the current or a 
prior period. A ttribu tion  o f a loss to  events or activities o f
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the current or prior periods is an element o f asset impairment 
or liab ility  incurrence.

.60 In  estab lish ing the cond itions in  paragraph .08, Board 
members considered the factors discussed in paragraphs 
.61—.101. In d iv id u a l Board members gave g reate r w e igh t to 
some factors than to others.

Accounting Accruals Do N ot Provide 
Protection Against Losses

.61 Accrual o f a loss related to  a contingency does not create 
or set aside funds to lessen the possible financial impact o f a 
loss, although some respondents to  the Discussion 
Memorandum and the Exposure D ra ft argued to  the 
contrary. The Board believes that confusion exists between 
accounting accruals (sometimes referred to  as “ accounting 
reserves” ) and the reserving or setting aside o f specific assets 
to be used fo r a particular purpose or contingency. 
Accounting accruals are simply a method o f allocating costs 
among accounting periods and have no effect on an 
enterprise’s cash flow . An enterprise may choose to maintain 
or have access to  sufficient liqu id  assets to  replace or repair 
lost or damaged property or to  pay claims in case a loss 
occurs. Alternatively, i t  may transfer the risk to  others by 
purchasing insurance. Those are financial decisions, and i f  
enterprise management decides to do neither, the presence or 
absence o f an accrued credit balance on the balance sheet w ill 
have no effect on the consequences o f that decision. The 
accounting standards set fo rth  in this Statement do no t affect 
the fundamental business economics o f that decision.

.62 In that regard, some respondents to  the Discussion 
Memorandum and the Exposure D ra ft contended that an 
accounting standard that does not perm it periodic accrual o f 
so-called “ self-insurance reserves”  and, in  the case o f 
insurance companies, so-called “ catastrophe reserves”  w ill 
force enterprises to purchase insurance or reinsurance 
because the “ protection”  afforded by the accrual would no 
longer exist. Those accruals, however, in no way protect the 
assets available to replace or repair uninsured property that
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may be lost or damaged, or to satisfy claims that are not 
covered by insurance, or, in the case o f insurance companies, 
to satisfy the claims o f insured parties. Accrual, in and o f 
itself, provides no financial protection that is not available in 
the absence o f accrual.

.63 The sole result o f accrual, fo r financial accounting and 
reporting purposes, is allocation o f costs among accounting 
periods. Some respondents to  the Discussion Memorandum 
and the Exposure D ra ft took the position that estimated 
losses from  loss contingencies should be accrued even before 
available inform ation indicates that i t  is probable that an 
asset has been impaired or a liab ility  has been incurred to 
avoid reporting net income tha t fluctuates widely from  
period to  period. In their view, financial statement users may 
be misled by those fluctuations. They believe tha t estimated 
losses should be accrued w ithout regard to  whether the loss 
relates to  the current period if, based on experience, i t  is 
reasonable to  expect losses sometime in the future.

.64 Financial statement users have indicated, however, that 
inform ation about earnings variability is im portant to  them. 
Two elements often cited as basic to  the decision models o f 
many financial statement users are (a) expected return — the 
predicted amount and tim ing o f the return on an 
investment — and (b) risk — the variability o f that expected 
return. I f  the nature o f an enterprise’s operations is such that 
irregularities in the incurrence o f losses cause variations in 
periodic net income, that fact should not be obscured by 
accruing fo r anticipated losses that do no t relate to  the 
current period.

.65 The Board recognizes that some investors may have a 
preference fo r investments in enterprises having a stable 
pattern o f earnings, because that indicates lesser uncertainty 
or risk than fluctuating earnings. That preference, in turn, is 
perceived by many as having a favorable effect on the market 
prices o f those enterprises’ securities. I f  accruals fo r such 
matters as future uninsured losses and catastrophes were 
prohibited, some respondents contended, enterprises would 
be forced to  purchase insurance or reinsurance to achieve the 
more stable pattern o f reported earnings that tends to
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accompany the use o f an “ accounting reserve.”  Insurance or 
reinsurance reduces or eliminates risks and the inherent 
earnings fluctuations that accompany risks. Unlike insurance 
and reinsurance, however, the use o f “ accounting reserves”  
does no t reduce or eliminate risk. The Board rejects the 
contention, therefore, that the use o f “ accounting reserves”  
is an alternative to insurance and reinsurance in protecting 
against risk. Earnings fluctuations are inherent in risk 
retention, and they should be reported as they occur. The 
Board cannot sanction the use o f an accounting procedure to 
create the illusion o f protection from  risk when, in fact, 
protection does not exist.

.66 The Board has also considered the argument that 
periodic accrual o f losses w ithout regard to whether an asset 
has been impaired o r liab ility  incurred is justified on grounds 
o f comparability o f financial statements among enterprises. 
Some respondents contended, for example, that accrual is 
necessary to  make the financial statements o f enterprises that 
do not purchase insurance comparable to  those o f enterprises 
that do purchase insurance (and report the premiums as 
expenses) and to make the financial statements o f property 
and casualty insurance companies comparable regardless o f 
the extent to  which reinsurance has been purchased. In the 
Board’s view, however, to  report activity when there has been 
none w o u ld  obscure a fundamental difference in 
circumstance between enterprises that transfer risks to  others 
and those that do not.

Financial Accounting and Reporting Reflects Primarily 
the Effects o f Past Transactions and Existing Conditions

.67 Financial accounting and reporting reflects prim arily the 
effects o f past transactions and existing conditions, no t 
future transactions or conditions. For example, paragraph 35
o f A P B  Statement No. 4 [section 1022.27], “ Basic Concepts 
and A cco un tin g  Princ ip les U n d e rly in g  F ina nc ia l Statem ents 
o f Business Enterprises,”  states :

Financial accounting and financial statements are prim arily 
historical in that in form ation about events that have taken 
place provides the basic data o f financial accounting and 
financial statements.
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.68 The firs t cond ition  in paragraph .08— tha t a loss con
tingency not be accrued u n til i t  is probable th a t an asset 
has been impaired or a liab ility  has been incurred — is 
consistent w ith this concept o f financial accounting and 
financial statements. That condition is not so past-oriented 
that accrual o f a loss must await the occurrence o f the 
confirm ing future event, fo r example, final adjudication or 
settlement o f a lawsuit. The condition requires only that i t  be 
probable that the confirm ing future event w ill occur. The 
condition is intended to p roh ib it the recognition o f a liab ility  
when i t  is not probable that one has been incurred and to 
proh ib it the accrual o f an asset impairment when it  is no t 
probable that an asset o f an enterprise has been impaired.

The Concept o f a L iab ility

.69 In many cases, the accrual o f a loss contingency results 
in the recording o f a liab ility , fo r example, accruals fo r a 
probable tax assessment, a warranty obligation, or a probable 
loss resulting from the guarantee o f indebtedness o f others. 
In the course o f its deliberations, therefore, the Board found 
it  relevant to consider the concept o f a liab ility  as expressed 
in accounting literature.

.70 The economic obligations o f an enterprise are defined in 
paragraph 58 o f APB Statement No. 4 [section 1023.19] as “ its  
present responsibilities to transfer economic resources or provide 
services to other entities in the fu tu re .”  Two aspects o f that 
defin ition are especially relevant to accounting fo r 
contingencies: first, that liabilities are present responsibilities 
and, second, that they are obligations to other entities. Those 
notions are supported by other definitions o f liabilities in 
published accounting literature, fo r example:

L iab ilities  are claims o f creditors against the enterprise, 
arising out o f past activities, that are to be satisfied by the 
disbursement or u tiliza tion o f corporate resources.11

11 American Accounting Association, Accounting and Reporting Stand
ards fo r  Corporate Financial Statements and Preceding Statements and Sup
plements (Sarasota, F!a.: AAA, 1957), p. 16.
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A liab ility  is the result o f a transaction o f the past, not o f 
the fu tu re .12

.71 The cond ition  in paragraph .08(a)— that a loss con
tingency shall be accrued i f  i t  is probable th a t a l ia b il i ty
has been incu rred  — is in tended  to  proscribe  reco gn ition  o f 
losses th a t relate to  fu tu re  periods b u t to  requ ire  accrual o f 
losses th a t relate to  the cu rre n t o r a p r io r  period  (assuming 
the a m o u n t o f  loss can be reasonably estim ated — see 
paragraph .0 8 (b )).

.72 L ia b il ity  d e fin it io n s  also generally requ ire  th a t the 
am o un t o f  an econom ic o b liga tion  be know n  o r susceptible 
o f  reasonable es tim a tion  before  i t  is recorded as a lia b il i ty .  
F o r exam ple :

[L iab ilities ] are measured by cash received, by the 
established price o f noncash assets or services received, or 
by estimates o f a definitive character when the amount 
owing cannot be measured more precisely.13

The amount o f the lia b ility  must be the subject o f 
calculation or o f close estim ation.14

.73 T he  condition in paragraph .08 (b )— tha t an estimated loss 
fro m  a loss con tingency  n o t be accrued u n t i l  the a m o u n t o f  
loss can be reasonably estim ated  — is cons is ten t w ith  th is  
feature  o f  the  l ia b il i ty  concept.

Accounting fo r Im pairment o f  Value o f Assets

.74 The accrual o f  some loss contingencies m ay resu lt in  
reco rd ing  the  im p a irm e n t o f  the value o f  an asset ra th e r than  
in  reco rd ing  a l ia b il i ty ,  fo r  exam ple , accruals fo r  
e x p ro p r ia t io n  o f  assets o r u n co lle c tib le  receivables.  

12 Maurice Moonitz, “The Changing Concept of Liabilities,” The 
Journal o f Accountancy, May 1960, p. 44.

13 American Accounting Association, Accounting and Reporting Stand
ards fo r  Corporate Financial Statements, p. 16.

14Maurice Moonitz, “The Changing Concept of Liabilities,” p. 44.
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Accounting presently recognizes impairments o f the value o f
assets such as the following:

a) Paragraph 9 o f C hapter 3A, “ C urren t Assets and C urren t 
L ia b ilit ie s ,”  o f AR B No. 43 [section 2031.09] provides that 
“ in  the case o f m arketable securities where m arke t value 
is less than cost by a substantia l am ount and i t  is evident 
th a t the decline in  m arket value is not due to  a mere 
tem pora ry  cond ition , the am ount to  be included as a cu r
ren t asset should no t exceed the m arke t va lue.”

b ) Statem ent 5 o f Chapter 4, “ In v e n to ry  P ric in g ,”  o f A R B  
No. 43 [section 5121.07— .08] states th a t “ a departure from  
the cost basis o f p ric in g  the inve n to ry  is required w hen 
the  u t i l i t y  o f the goods is no longer as g rea t as its  cost. . . . 
A  loss o f u t i l i t y  is to  be reflected as a charge against the 
revenues o f the period in  w h ich  i t  occurs.”

c) Paragraph 19(h) o f APB Opinion No. 18 [section 5131.19 
( h ) ] ,  “ The  E q u ity  M ethod  o f A cco un tin g  fo r Investm ents 
in  Common Stock,”  states th a t “ a loss in  value o f an 
investm ent w h ich  is o ther than a tem pora ry  decline should 
be recognized the same as a loss in  value o f o the r lon g 
te rm  assets.”

d) Paragraph 15 o f APB Opinion No. 30 [section 2012.15], “ Re
p o rtin g  the R esults o f O perations,”  states th a t “ i f  a loss 
is expected fro m  the  proposed sale o r  abandonment o f a 
segment, the estimated loss should be provided fo r a t the 
measurement date. . . .”  Paragraph 14 [section 2012.14] 
states th a t the measurem ent date is the date on w h ich  
m anagement “ com m its itse lf to  a fo rm a l plan to  dispose o f 
a segment o f the business, w he ther b y  sale o r abandon
m ent.”

e) Paragraph 183 o f APB Statement No. 4 [section 1027.09] 
states th a t “ when enterprise assets are damaged by others, 
asset am ounts are w r itte n  dow n to  recoverable costs and a 
loss is recorded.”

.75 A  recurring principle underlying all o f these references to 
asset impairments in the accounting literature is that a loss 
should not be accrued un til i t  is probable that an asset has
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been impaired and the amount o f the loss can be reasonably 
estimated. As indicated by those references, impairment is 
recognized, fo r instance, when a non-temporary decline in 
the market price o f marketable securities below cost has 
taken place, when the u tility  o f inventory is no longer as 
great as its cost, when a commitment, in terms o f a formal 
plan, has been made to abandon a segment o f a business or to 
sell a segment at less than its carrying amount, when 
enterprise assets are damaged, and so forth . The condition in 
paragraph .08(a) is intended to proscribe accrual of losses that 
relate to future periods, and the condition in paragraph .08(b) 
further requires that the amount o f loss be reasonably 
estimable before i t  is accrued.

The Matching Concept

.76 A n u m b e r o f respondents to  the Discussion 
Memorandum and the Exposure Draft noted that losses from 
certain types o f contingencies are like ly to  occur irregularly 
over an extended period o f time encompassing a number o f 
accounting periods. In their view, the matching process in 
accounting requires that estimated losses from those types o f 
contingencies be accrued in each accounting period even i f  
not d irectly related to  events or activities o f the period.

.77 APB Statement No. 4 [sections 1021— 1029] explicitly 
avoids using the term “ matching” because it  has a variety of 
meanings in the accounting literature. In  its broadest sense, 
matching refers to the entire process of income determination 
—described in paragraph 147 of APB Statement No. 4 [section 
1026.11] as “ identifying, measuring, and relating revenue and 
expenses of an enterprise for an accounting period.”  Match
ing may also be used in a more limited sense to refer only to 
the process of expense recognition or in an even more limited 
sense to refer to the recognition of expenses by associating 
costs w ith  revenue on a cause and effect basis.

.78 Three pervasive principles fo r recognizing costs as 
expenses are set forth  in paragraphs 156-160 o f APB 
Statement No. 4 [section 1026.20—.24] as follows:
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A sso c ia tin g  Cause and E ffect. . . . Some costs are 
recognized as expenses on the basis o f a presumed direct 
association w ith  specific revenue . . . recognizing them as 
expenses accompanies recognition o f the revenue.

Systematic and Rational A llocation. . . .  I f  an asset provides 
benefits fo r several periods its cost is allocated to the 
periods in a systematic and rational manner in the absence 
o f a more direct basis fo r associating cause and effect.

Immediate Recognition. Some costs are associated w ith  the 
current accounting period as expenses because (1) costs 
incurred during the period provide no discernible future 
benefits, (2) costs recorded as assets in prior periods no 
longer provide discernible benefits or (3) allocating costs 
either on the basis o f association w ith  revenue or among 
several accounting periods is considered to serve no useful 
purpose.

.79 Some who believe tha t matching requires accrual o f 
losses that are like ly to occur irregularly over an extended 
period o f time encompassing a number o f accounting periods 
cite the systematic and rational allocation principle o f 
expense recognition as justification fo r their position. That 
principle, however, involves the systematic and rational 
allocation o f the cost o f an asset (an asset that has been 
acquired) throughout the estimated periods that the asset 
provides benefits or the systematic and rational accrual o f the 
amount o f some obligations (obligations that have been 
incurred) throughout the estimated periods tha t the 
obligations are incurred. The customary depreciation o f plant 
and equipment is an example o f the former; when reasonably 
estimable, the accrual o f vacation pay is an example o f the 
latter. The systematic and rational allocation principle has no 
application to  assets that are expected to be acquired in the 
future or to  obligations that are expected to  be incurred in 
the future.

.80 Matching, in the sense o f recognizing expenses by 
associating costs w ith  specific revenue on a cause and effect 
basis, is a consideration in relation to  accrual fo r such matters 
as uncollectible receivables and warranty obligations. For 
example, most enterprises that make credit sales or warrant
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th e ir  p roducts  o r services regu la rly  in c u r losses fro m  
u n c o l l e c t i b l e  rece ivab les  and w a rra n ty  ob liga tions. 
F re q u e n tly , those losses can be associated w ith  revenue on a 
cause and e ffe c t basis. I f  the  a m o un t o f  those losses can be 
reasonably estim ated, paragraph .08 of this Statem ent requires 
accrual i f  i t  is p robable  th a t an asset has been im pa ired  
(estim ated  u n co lle c tib le  receivables) o r th a t a l ia b il i ty  has 
been incu rre d  (estim ated  w a rra n ty  c la im s).

Spreading the Burden o f Irregularly Occurring Costs 
to Successive Generations o f Customers and Shareholders

.81 Some respondents to  the  D iscussion M em orandum  and 
the Exposure D ra ft contended  th a t a ll costs o f  d o ing  business 
shou ld  be accrued in  each accoun ting  pe riod  so th a t 
successive generations o f  custom ers and shareholders w o u ld  
bear th e ir  share o f  a ll costs in c lu d in g  those th a t occur 
irre g u la rly . I t  w o u ld  seem, how ever, th a t those irre g u la rly  
occu rring  costs are usua lly  borne  b y  custom ers th ro ug h  
p ric in g  p o lic y  and th a t p ric in g  is n o t necessarily dependent 
upon  fin an c ia l accounting  and re p o rtin g  practices. W ith  
regard to  accrual on grounds th a t i t  enables successive 
generations o f  shareholders to  bear th e ir  share o f  irre g u la rly  
occurring costs, see paragraphs .63—.65.

Conservatism

.82 On the grounds o f  conservatism , some respondents 
supported  accrual o f  estim ated  losses fro m  loss contingencies 
before  available in fo rm a tio n  ind icates th a t i t  is p robable  th a t 
an asset has been im pa ired  o r a l ia b il i ty  has been incu rred . 
Conservatism  is ind ica ted  as one o f  the  “ characteristics and 
lim ita t io n s ”  o f  fin an c ia l accoun ting  in  paragraph 35 o f  APB  

Statement No. 4 [section 1022.27] as fo llo w s :

C onservatism . The uncertainties that surround the 
preparation o f financial statements are reflected in a general 
tendency toward early recognition o f unfavorable events 
and m inim ization o f the amount o f net assets and net 
income.
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.83 Conservatism  is fu r th e r  discussed in  paragraph 171 o f  
APB Statement No. 4 [section 1026.35] :

Conservatism . Frequently, assets and liabilities are 
measured in a context o f significant uncertainties. 
H istorically, managers, investors, and accountants have 
generally preferred that possible errors in measurement be 
in  th e  d ire c tio n  o f understatement rather than 
overstatement o f net income and net assets. This has led to 
the convention o f conservatism. . . .

.84 The conditions for accrual in paragraph .08 are not 
incons is ten t w ith  the  accoun ting  concept o f  conservatism . 
Those co n d itio n s  are n o t in tended  to  be so r ig id  th a t th ey  
requ ire  v ir tu a l c e rta in ty  before  a loss is accrued. T hey requ ire  
o n ly  th a t i t  be probable  th a t an asset has been im p a ired  o r a 
l ia b il i ty  has been incu rred  and th a t the  a m oun t o f  loss be 
reasonably estim able. In  the  absence o f th a t p ro b a b ility  o r 
e s tim a b ility , how ever, the Board has conc luded  th a t 
disclosure is p re ferab le  to  accru ing  in  the  financ ia l statem ents 
am ounts so unce rta in  as to  im p a ir  the  in te g r ity  o f  the 
fin an c ia l statem ents.

Risk o f Future Loss or Damage o f Enterprise Property,
In jury to  Others, Damage to  the Property o f Others, 
and Business Interruption

.85 Some persons con tend  th a t the  decis ion n o t to  purchase 
insurance against losses th a t can be reasonably expected some 
tim e  in  the  fu tu re  (such as r is k  o f  loss o r damage o f 
enterprise  p ro p e rty , in ju ry  to  o thers, damage to  the  p ro p e rty  
o f  o thers, and business in te r ru p t io n )  ju s tif ie s  p e rio d ic  accrual 
fo r  those losses w ith o u t regard to  w he th e r i t  is p robab le  th a t 
an asset has been im pa ired  o r a l ia b il i ty  in cu rred  a t the  date 
o f  the  fin an c ia l statem ents. As a basis fo r  th e ir  p o s itio n , th e y  
fre q u e n tly  c ite  the  fo llo w in g  facto rs : m a tch ing  o f  revenue 
and expense, spreading the  burden  o f  irre g u la rly  occu rring  
c o s t s  t o  successive generations o f  custom ers, and 
conservatism . They also believe th a t accrual o f  estim ated 
losses fro m  those types o f  risks im proves the  c o m p a ra b ility  
o f  the  fin a n c ia l statem ents o f  enterprises th a t do n o t insure 
w ith  those o f  enterprises th a t purchase insurance. Some

A IC P A  Professional Standards AC § 4311.85



9212 Revenue and Expense

contend that a prohib ition against periodic accrual fo r 
uninsured losses w ill force enterprises to purchase insurance 
coverage that would not otherwise be purchased.

.86 In the Board’s judgment, however, the mere existence o f 
risk, at the date o f an enterprise’s financial statements, does 
not mean that a loss should be accrued. Anticipation o f asset 
impairments or liabilities or losses from  business interruption 
that do not relate to the current or a prior period is not 
justified by the matching concept.

.87 The Board’s views regarding the contention that periodic 
accrual fo r uninsured losses is a way o f providing protection 
against loss and improving comparability among enterprises 
that do and do not purchase insurance, and the contention 
that prohib ition o f accrual w ill force enterprises to  purchase 
insurance, are discussed in paragraphs .61—.66. The Board’s 
position regarding periodic accrual fo r uninsured risks and 
other loss contingencies on the grounds o f spreading the 
burden o f irregularly occurring costs to successive generations 
o f customers or on the grounds o f conservatism is discussed 
in paragraphs .81—.84.

.88 Some respondents to  the Exposure D raft said that 
prohib ition against periodic accrual fo r uninsured losses 
would be detrimental to government contractors because 
requirements o f Federal government agencies in auditing 
costs subject to  procurement regulations currently allow 
reimbursement fo r periodic accruals fo r uninsured losses only 
i f  they are included in the contractor’s financial statements. 
Contract reimbursement and financial accounting and 
reporting may well have different objectives. Accordingly, 
the provisions o f this Statement may not be appropriate for 
contract reimbursement purposes.

Catastrophe Losses o f Property and 
Casualty Insurance Companies

.89 A t the time that a property and casualty insurance 
company or reinsurance company issues an insurance policy 
covering risk o f loss from catastrophes, a contingency arises.
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The contingency is the risk o f loss assumed by the insurance 
company, that is, the risk o f loss from catastrophes that may 
occur during the term o f the policy.

.90 Some respondents to the Discussion Memorandum and 
the Exposure Draft proposed that insurance companies 
accrue estimated losses from catastrophes including both 
those that may occur during the terms o f insurance policies 
in force and those that may occur beyond the terms o f 
policies in force. Other respondents proposed that some 
portion o f the premium revenue o f a property and casualty 
insurance company be deferred beyond the terms o f 
insurance policies in force to provide what, in substance, is an 
estimated liab ility  fo r future castasrophe losses. Some 
respondents proposed that accrual o f estimated losses or 
deferral o f premiums be permitted but no t required. On the 
o th e r  hand,  some respondents to the Discussion 
Memorandum and the Exposure D raft were opposed to any 
accrual fo r future catastrophe losses by means o f an 
estimated liab ility  or deferral o f premium revenue. Because 
those estimated liabilities and revenue deferrals have come to 
be referred to as “ catastrophe reserves,”  that term w ill be 
used in paragraphs .91—.101 for convenience.

.91 In response to  the Exposure Draft, i t  was recommended 
that the FASB appoint a special committee to study further 
the matter o f catastrophe reserve accounting and to  make 
recommendations thereon. The Board has concluded, 
however, that its own research and that o f others (mentioned 
in Appendix B to  this Statement and summarized in the 
Discussion Memorandum), the w ritten responses received to 
the Discussion Memorandum, the presentations made at the 
public hearing, and the letters o f comment on the Exposure 
D raft provide the Board w ith  sufficient inform ation w ith 
which to reach a conclusion.

.92 Proponents o f catastrophe reserve accounting generally 
cite the follow ing reasons fo r their position:

a) Catastrophes certain to occur. Over the long term, 
catastrophes are certain to occur; therefore, they are not 
contingencies.
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b) Predictability o f  catastrophe losses. On the  basis o f  
experience and b y  app lica tion  o f  app ropria te  s ta tis tica l 
techn iques, catastrophe losses can be p red ic ted  over the  
lon g  te rm  w ith  reasonable accuracy.

c) Matching. Some p o r t io n  o f  p ro p e rty  and casualty 
insurance p rem ium s is in tended  to  cover losses th a t 
usua lly  occur in fre q u e n tly  and a t in te rva ls  longer than  
b o th  the  term s o f  the po lic ies  in  fo rce  and the  financ ia l 
accoun ting  and re p o rtin g  p e riod . Catastrophe losses 
shou ld , the re fo re , be accrued w hen the  revenue is 
recognized (o r  p rem ium s shou ld  be deferred  beyond  the 
term s o f  po lic ies  in  fo rce  to  periods in  w h ich  the 
catastrophes occur) to  m atch  catastrophe losses w ith  the  
re la ted  revenue.

d) Stabilization o f  reported income. Catastrophe reserve 
accoun ting  stabilizes repo rted  incom e and avoids e rra tic  
va ria tions  caused b y  irre g u la rly  occu rrin g  catastrophes.

e) Comparability. Reinsurance p rem ium s pa id  b y  a prim e 
insure r are said to  be s im ila r to  accrual o f  catastrophe 
losses p r io r  to  th e ir  occurrence because the  reinsurance 
p rem ium s pa id  reduce incom e before  a catastrophe loss 
occurs. A ccru a l o f  ca tastrophe losses as an expense p r io r  
to  occurrence o f  a catastrophe makes the  financ ia l 
statem ents o f  p ro p e rty  and casua lty insurance companies 
com parab le  regardless o f  the e x te n t to  w h ich  reinsurance 
has been purchased.

f )  Non-accrual would force purchase o f reinsurance. N o n 
accrual o f  catastrophe losses w ill  fo rce  p ro p e rty  and 
casua lty insurance com panies to  purchase reinsurance.

g ) Generations o f policyholders. Period ic  accrual o f  
estim ated  catastrophe losses charges each generation o f  
p o licyh o ld e rs  w ith  its  share o f  the  loss th ro ug h  the 
p re m iu m  struc tu re .

.93 The B oard  does n o t f in d  those argum ents persuasive. The
fa c t th a t over the  long  te rm  catastrophes are ce rta in  to  occur
does n o t ju s t ify  accrual befo re  the  catastrophes occur. As
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stated in paragraph .59, the purpose of the conditions for 
accrual in paragraph .08 is to require accrual of losses if  they 
are reasonably estimable and relate to the current or a p rio r 
period. An enterprise may know w ith certainty, fo r example, 
next year’s administrative salaries, but that does not jus tify  
accrual in the current accounting period because those 
salaries do not relate to tha t period. As indicated in  
paragraphs .67—.68, financial accounting and reporting reflects 
prim arily the effects o f past transactions and existing 
conditions, not future transactions or conditions; accrual for 
losses from catastrophes that are expected to occur beyond 
the terms o f  insurance policies in force would amount to 
accrual o f a liab ility  before one has been incurred. Existing 
policyholders are insured only during the period covered by 
their insurance contracts; an insurance company is not 
presently obligated to policyholders fo r catastrophes that 
may occur after expiration o f their policies. Accrual fo r those 
catastrophe losses would record a liab ility  that is inconsistent 
with the concept of a liability discussed in paragraphs .69—.73.

.94 The Board recognizes that the costs o f catastrophes to 
insurance companies are large and are incurred irregularly and 
that insurance companies recoup those costs in the long run 
through periodic adjustments in the premiums charged to 
policyholders. I t  is the view o f the Board, however, that the 
long-run nature o f pricing o f premiums should not be a 
determinant o f the time when a liab ility  is recorded.

.95 The AICPA Industry A ud it Guide, “ Audits o f Fire and 
Casualty Insurance Companies,”  describes accounting fo r 
premiums as follows (pp. 24-25):

As soon as a policy is issued promising to  indem nify fo r 
loss, the insurance company incurs a potential liab ility . The 
company may be called upon to  pay the fu ll amount o f the 
policy, a portion o f the policy, or nothing. I t  would be 
impossible to try  to measure the lia b ility  under a single 
policy. However, since insurance is based on the law o f 
averages, one may estimate from  experience the loss on a 
large number o f policies.
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As state supervision o f insurance developed, the insurance 
departments set about providing a legal basis for 
determining the potential liab ility  under outstanding 
policies in order to  establish an ample reserve fo r the 
protection o f policyholders and provide a uniform  method 
o f calculation. I t  was recognized that, since the premium is 
expected to  pay losses and expenses, and provide a margin 
o f p ro fit over the term o f the policy, the portion measured 
by the unexpired term should be adequate to pay policy 
liabilities (principally losses and loss expenses) and return 
premiums during the unexpired term on a uniform  basis for 
all companies. Therefore the unearned premium was 
adopted as the basis for computing the unknown liab ility  
on unexpired policies.

.96 Because unearned premiums represents the “ unknown 
lia b ility ,”  the Board is o f the view that i t  is inappropriate to 
accrue an additional amount as an estimate fo r that same 
unknown liab ility . Further, in the Board’s view, deferral o f 
premiums beyond the terms o f policies in force is 
inconsistent w ith the concept o f revenue recognition set 
forth  in the A ud it Guide and is w ithout any conceptual basis. 
Moreover, the Board believes that its conclusion regarding the 
time at which accruals shall be made fo r catastrophic losses is 
consistent w ith the Aud it Guide. I t  should be noted that this 
Statement does not p roh ib it (and, in fact, requires) accrual o f 
a net loss (that is, a loss in excess o f deferred premiums) that 
probably w ill be incurred on insurance policies that are in 
force, provided that the loss can be reasonably estimated, just 
as accrual o f net losses on long-term construction-type 
contracts is required (see ARB No. 45 [section 4031], “ Long- 
Term Construction-Type Contracts” ).

.97 With respect to  catastrophes that may occur w ith in  the 
terms o f policies in force, to satisfy the conditions fo r accrual 
in paragraph .08, the occurrence of catastrophes would have to 
be probable during the terms o f those policies, and the 
amounts o f losses therefrom would have to  be reasonably 
estimable. The letters o f comment and position papers 
received in response to the Discussion Memorandum and the 
Exposure D raft and presentations at the public hearing lead
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the  Board to  conclude th a t n e ith e r the  tim in g  o f catastrophes 
n o r the am ounts o f  losses th e re fro m  are reasonably 
p red ic tab le  w ith in  the  term s o f  po lic ies  in  fo rce .

.98 The Board is o f  the  v iew  th a t accrual o f losses fro m  
catastrophes is n o t ju s t if ie d  by  the  accounting  concept o f  
m atch ing . System atic and ra tio n a l a llo ca tio n  does n o t app ly  
to  costs th a t have n o t been incu rred . The Board recognizes 
th a t large and irre g u la rly  o ccu rring  costs m ust o f  necessity be 
considered in  system atica lly  and ra tio n a lly  de te rm in in g  
p rem ium s to  be charged to  custom ers b u t does n o t believe 
th a t p ric in g  considera tions shou ld  d ic ta te  the  accrual o f  
losses fo r  fin a n c ia l accounting  purposes. The Board also does 
n o t believe th a t m atch ing  in  the sense o f  recogn iz ing  
expenses by associating losses w ith  specific  revenue on a 
cause and e ffe c t basis is, in  and o f  itse lf, a basis fo r  accrual o f  
ca tastrophe losses p r io r  to  the  event causing the loss. The 
Board believes th a t, fo r  the  reasons stated in  paragraphs 
.94— .96, there can be no presumed direct association w ith 
specific  revenue p r io r  to  the event causing the  catastrophe 
loss.

.99 The B o a rd ’s views regard ing ju s t if ic a tio n  o f  p e rio d ic  
accrual o f  catastrophe reserves on grounds o f  (a) s ta b iliz in g  
reported  incom e, (b ) im p ro v in g  co m p a ra b ility  am o ng 
fin an c ia l statem ents o f  insurance companies, and (c) 
p reven ting  the  “ fo rc e d ”  purchase o f  re insurance are discussed 
in  paragraphs .61—.66.

.100 The argum ent th a t accrual o f  ca tastrophe reserves 
enables each generation o f  p o licyho ld e rs  to  bear its  share o f  
the losses th ro ug h  the p rem ium s th a t i t  is charged is also 
questionable because am ounts established fo r  p rem ium s are 
n o t necessarily dependent on fin an c ia l accounting  and 
re p o rtin g  practices.

.101 The Board considered the proposa l th a t ca tastrophe 
reserve accoun ting  be p e rm itte d  b u t n o t made m an da to ry . 
W hether i t  is p robable  th a t an asset has been im pa ired  o r a 
l ia b il i ty  incu rred  is de te rm ined  by  the  circum stances, n o t by 
choice. A cco rd in g ly , the  co nd itio ns  fo r  accrual in  paragraph
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.08 apply to all loss contingencies, including risk of loss from 
catastrophes assumed by property and casualty insurance 
companies and reinsurance companies. In  the Board’s view, 
the use o f d ifferent methods to report catastrophe losses in 
similar circumstances cannot be justified.

APPLIC AB ILITY  TO LIFE INSURANCE COMPANIES

.102 Some respondents to  the Exposure D ra ft inquired as to 
whether the conditions for accrual in paragraph .08 are 
intended to  change accounting practices o f life  insurance 
companies. This Statement does not amend the AICPA 
Industry A ud it Guide, “ Audits o f Stock Life Insurance 
Companies.”

DISCLOSURE OF NONINSURANCE

.103 A  number o f respondents to the Exposure D raft 
inquired as to  whether i t  is the Board’s in tent to  require 
disclosure o f noninsurance or underinsurance. Some 
recommended tha t the Board require disclosures w ith  respect 
to  uninsured risks that enterprises ordinarily insure against. 
Others said that they were unable to define risks that would 
ordinarily be insured against because the insurance practices 
o f enterprises are so varied. Because o f the problems involved 
in developing operational criteria fo r disclosure o f noninsured 
or underinsured risks, this Statement does not require 
disclosure o f uninsured risks. However, the Board does not 
discourage those disclosures in appropriate circumstances.

EFFECTIVE DATE AND TRANSITIO N

.104 The Board considered three alternative approaches to a 
change in the method o f accounting fo r contingencies: (1) 
prior period adjustment, (2) the “ cumulative e ffect”  method 
described in APB Opinion No. 20 [section 1051], “ Accounting 
Changes,”  and (3) retention of amounts accrued for contingencies 
that do not meet the conditions for accrual in paragraph .08 until
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those amounts are exhausted by actual losses charged 
thereto. The Exposure D raft had proposed the change be 
effected by the prior period adjustment method. A large 
number o f respondents to the Exposure Draft, however, 
opposed the prior period adjustment method fo r a number o f 
reasons, including significant d ifficu lties involved in 
determining the degree o f probability and estimability that 
had existed in p rio r periods as would have been required i f  
the conditions in paragraph .08 were applied retroactively. On 
further consideration o f all the circumstances, the Board has 
concluded that use o f the “ cumulative e ffect”  method 
described in APB Opinion No. 20 [section 1051] represents a 
satisfacto ry solution and has concluded that the effective date 
in paragraph .20 is advisable.

  T he  n ex t page is  9221.   
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AC Section 4311-1
Reasonable Estimation o f the Amount 
of a Loss: An Interpretation  
o f Section 4311

[Source: FASB Interpretation No. 14.]

September 1976
INTRODUCTION
.01 The two conditions for accrual of an estimated loss from a 
loss contingency set forth in paragraph 8 of FASB Statement No.
5 [section 4311.08], “ Accounting for Contingencies,”  are that “ (a) 
information available prior to issuance of the financial statements 
indicates that it  is probable that an asset had been impaired or 
a liab ility  had been incurred at the date of the financial state
ments. . . and “ (b) the amount of loss can be reasonably esti
mated.”  In  some situations in which condition (a) in paragraph 
8 [section 4311.08] is met, a range of loss can be reasonably esti
mated but no single amount w ithin the range appears at the time 
to be a better estimate than any other amount w ithin the range.
The Board has been asked to clarify whether, in those situations, 
condition (b) in paragraph 8 [section 4311.08] also is met and, if 
so, to explain what amount of loss should be accrued.

INTERPRETATION
.02 As indicated in paragraph 59 of FASB Statement No. 5 [sec
tion 4311.59], the purpose of the two conditions in paragraph 8 
[section 4311.08] of the Statement is “ to require accrual of losses 
when they are reasonably estimable and relate to the current or 
a prior period.”  Condition (b) in paragraph 8 [section 4311.08], 
that “ the amount of loss can be reasonably estimated,”  does not 
delay accrual of a loss until only a single amount can be reason
ably estimated. To the contrary, when condition (a) in paragraph 
8 [section 4311.08] is met, i. e., “ it  is probable that an asset had 
been impaired or a liab ility had been incurred,”  and information 
available indicates that the estimated amount of loss is w ithin a 
range of amounts, it follows that some amount of loss has occurred 
and can be reasonably estimated.

.03 When condition (a) in paragraph 8 [section 4311.08] is met 
w ith respect to a particular loss contingency and the reasonable 
estimate of the loss is a range, condition (b) in paragraph 8 [sec
tion 4311.08] is met and an amount shall be accrued for the loss.
When some amount w ithin the range appears at the time to be a
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better estimate than any other amount w ith in the range, that 
amount shall be accrued. When no amount w ith in the range is 
a better estimate than any other amount, however, the minimum 
amount in the range shall be accrued.1 In  addition, paragraph 9 
[section 4311.09] of the Statement may require disclosure of the 
nature and, in some circumstances, the amount accrued, and para
graph 10 [section 4311.10] requires disclosure of the nature of the 
contingency and the additional exposure to loss if  there is at least 
a reasonable possibility of loss in excess of the amount accrued.
.04 As an example, assume that an enterprise is involved in 
litigation at the close of its fiscal year ending December 31, 1976 
and information available indicates that an unfavorable outcome 
is probable. Subsequently, after a tria l on the issues, a verdict 
unfavorable to the enterprise is handed down, but the amount 
of damages remains unresolved at the time the financial state
ments are issued. Although the enterprise is unable to estimate 
the exact amount of loss, its reasonable estimate at the time is 
that the judgment w ill be for not less than $3 m illion or more 
than $9 million. No amount in that range appears at the time to 
be a better estimate than any other amount. FASB Statement No. 
5 [section 4311] requires accrual of the $3 million at December 
31, 1976, disclosure of the nature of the contingency and the 
exposure to an additional amount of loss of up to $6 million, and 
possibly disclosure of the amount of the accrual.
.05 The same answer would result under the example in para
graph .04 above if  it is probable that a verdict w ill be unfavorable 
even though the tria l has not been completed before the financial 
statements are issued. In  that situation, condition (a) in para
graph 8 [section 4311.08] would be met because information 
available to the enterprise indicates that an unfavorable verdict is 
probable. An assessment that the range of loss is between $3 mil
lion and $9 m illion would meet condition (b) in paragraph 8 
[section 4311.08]. I f  no single amount in that range is a better 
estimate than any other amount, FASB Statement No. 5 [section 
4311] requires accrual of $3 m illion at December 31, 1976, dis
closure of the nature of the contingency and the exposure to an 
additional amount of loss of up to $6 million, and possibly dis
closure of the amount of the accrual. Note, however, that if  the 
enterprise had assessed the verdict differently (e. g., that an 
unfavorable verdict was not probable but was only reasonably 
possible), condition (a) in paragraph 8 [section 4311.08] would 
not have been met and no amount of loss would be accrued but

1 E ve n  th o u g h  th e  m in im u m  am oun t in  th e  range is n o t necessarily  the  
am oun t o f  loss th a t w i l l  be u lt im a te ly  de term ined, i t  is  n o t l ik e ly  th a t the  
u ltim a te  loss w i l l  be less than  the  m in im u m  am ount.
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the nature of the contingency and any amount of loss that is 
reasonably possible would be disclosed.

.06 Assume that in the examples given in paragraphs .04 and 

.05 above condition (a) in paragraph 8 [section 4311.08] has been 
met and a reasonable estimate of loss is a range between $3 m il
lion and $9 m illion but a loss of $4 million is a better estimate 
than any other amount in that range. In  that situation, FASB  
Statement No. 5 [section 4311] requires accrual of $4 million, dis
closure of the nature of the contingency and the exposure to an 
additional amount of loss of up to $5 million, and possibly dis
closure of the amount of the accrual.

.07 As a further example, assume that at December 31, 1976 an 
enterprise has an investment of $1,000,000 in the securities of 
another enterprise that has declared bankruptcy, and there is no 
quoted market price for the securities. Condition (a) in paragraph 
8 [section 4311.08] has been met because information available 
indicates that the value of the investment has been impaired, and 
a reasonable estimate of loss is a range between $300,000 and 
$600,000. No amount of loss in that range appears at the time to 
be a better estimate of loss than any other amount. FASB State
ment No. 5 [section 4311] requires accrual of the $300,000 loss 
at December 31, 1976, disclosure of the nature of the contingency 
and the exposure to an additional amount of loss of up to $300,000, 
and possibly disclosure of the amount of the accrual.

EFFECTIVE DATE AND TRANSITION
.08 The provisions of this Interpretation shall be effective for 
financial statements for annual and interim periods beginning 
after October 15, 1976. Earlier application is encouraged in 
financial statements for annual and interim periods beginning 
before October 15, 1976 that have not been previously issued. 
An accrual for a loss contingency or an adjustment of an estab
lished accrual for a loss contingency resulting from application 
of this Interpretation shall be accounted for as a change in esti
mate in accordance w ith the requirements of paragraph 31 of APB  
Opinion No. 20 [section 1051.31], “ Accounting Changes.”  This 
Interpretation shall not be applied retroactively for previously 
issued annual and interim financial statements.

  T h e n ex t page is  9239.  
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AC Section 4312
Accounting tor Contingencies— 
Transition Method
an amendment o f Section 4311 
[Source: FASB Statement No. 11. ]

December 1975

INTRODUCTION AND BACKGROUND INFORMATION
.01 FASB Statement No. 5 [section 4311], “ Accounting for 
Contingencies,”  was issued by the Board in March 1975. W ith  
respect to that Statement’s effective date and transition, para
graph 20 of that Statement [section 4311.20] read as follows:

T h is  S ta tem ent shall be e ffective  fo r  fiscal years beg inn ing  
on o r a fte r J u ly  1, 1975, a lth o ug h  ea rlie r a p p lica tio n  is en
couraged. A  change in  a ccoun ting  p rinc ip le  re su ltin g  fro m  
com pliance w ith  parag raph  .08 o r  .14 o f th is  S ta tem ent shall 
be repo rted  in  accordance w ith  A P B  O p in io n  N o .  2 0  [section 
1051], ‘‘A cco u n tin g  Changes.”  A c c o rd in g ly , except in  the  
special circumstances re fe rred  to in  paragraphs 29-30 o f A P B  
O p in io n  N o .  2 0  [section 1051.29-.30] , the cum ulative effect o f 
the change on re ta ined earn ings at the beg inn ing  o f the year 
in  w h ich  the change is made shall be inc luded in  net incom e  
o f the  year o f the change, and the  disclosures specified in  
A P B  O p in io n  N o .  20  [section 1051] shall be made. Reclassifi
ca tion  o f an ap p ro p ria tion  o f re ta ined  earnings to  com ply  
w ith  paragraph  .15 o f th is  S ta tem ent shall be m ade in  any  
financ ia l statem ents fo r  periods before the e ffective  date o f 
th is  S tatem ent, o r financia l sum m aries o r  o th e r data derived  
the re from , th a t are presented a fte r the e ffec tive  date o f th is  
Statem ent.

.02 In  Appendix C, “ Basis for Conclusions,”  of that State
ment, paragraph 104 [section 4311.104] reads as follows:

T he  B oard  considered three a lte rna tive  approaches to  a 
change in  the m ethod  o f accounting fo r  con tingencies: (1) 
p r io r  p e riod  a d jus tm en t, (2 ) the  “ cum u la tive  e ffect”  m ethod  
described in  A P B  O p in io n  N o .  20 [section  1051], “ A cco u n tin g  
Changes,”  and (3 ) re ten tion  o f am ounts accrued fo r  co n tin 
gencies th a t do no t m eet the cond itions  fo r  accrual in  para
graph  .08 u n t il those am ounts are exhausted by  actual losses 
charged there to . T h e  E xposure  D ra f t  had  proposed the 
change be effected b y  the p r io r  period a d ju s tm e n t m ethod.
A  la rge  num ber o f respondents to  the E xposure  D ra ft ,  h o w 
ever, opposed the p r io r  period  ad jus tm en t m ethod fo r  a 
num ber o f reasons, in c lu d in g  s ig n ifica n t d ifficu ltie s  in vo lve d  
in  de te rm in ing  the degree o f p ro b a b ility  and e s tim a b ility  
th a t had existed in  p r io r  periods as w o u ld  have been requ ired  
i f  the  cond itions in  pa ragraph  .08 w ere applied re troac tive ly .
O n  fu r th e r  cons idera tion  o f a ll the  circumstances, the Board  
has concluded th a t use o f the  “ cum ula tive  e ffect”  m ethod
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described in  A P B  O p in io n  N o .  20 [section 1051] represents  
a sa tis fac to ry  so lu tion  and has concluded th a t the effective  
date in  paragraph  .20 is advisable.

.03 The Exposure Draft of FASB Statement No. 5 [section 
4311] proposed a transition requiring retroactive restatement 
by prior period adjustment. In Appendix B, “ Basis for Con
clusions,” of the Exposure Draft, the Board stated a preference 
for the prior period adjustment method because, in its judg
ment at the time, it  would provide the most useful information 
for comparing financial data for periods after the adoption of 
the Statement w ith prior periods.

.04 The Board recently issued FASB Statement No. 8 [section 
1083], “ Accounting for the Translation of Foreign Currency 
Transactions and Foreign Currency Financial Statements.”  
W ith  respect to that Statement’s effective date and transition, 
paragraphs 35 and 36 of that Statement [section 1083.035 and 
1083.036] read as fo llow s:

T h is  S ta tem ent shall be e ffective  fo r  fiscal years beg inn ing  
on o r a fte r January 1, 1976,14 a lthough  ea rlie r app lica tion  is 
encouraged. T he re a fte r, i f  financ ia l s tatem ents fo r  periods  
before the effective  date, and financ ia l sum m aries o r o ther  
data  derived  the re from , are presented, th e y  sha ll be restated, 
i f  p racticab le , to  con fo rm  to  the p rov is ions o f paragraphs  
.007-.031 o f th is  S ta tem ent. In  the year th a t th is  S tatem ent 
is f irs t applied, the financ ia l statem ents shall disclose the  
nature  o f any  resta tem ent and its  e ffect on incom e before  
e x tra o rd in a ry  item s, net incom e, and re la ted  per share 
am ounts fo r  each p e rio d  restated. [ * ]

I f  resta tem ent o f financ ia l statem ents o r summaries fo r  a ll 
p r io r  periods presented is no t practicab le , in fo rm a tio n  p re 
sented sha ll be resta ted fo r  as m any consecutive periods  
im m e d ia te ly  p reced ing  the e ffective  date o f th is  S ta tem ent 
as is practicable, and the  cum u la tive  effect o f a p p ly in g  para
graphs .007-.031 on the re ta ined  earn ings a t the beg inn ing  o f 
the  earliest period restated (o r  at the beg inn ing  o f the period  
in  w h ich  the S ta tem ent is f irs t app lied i f  i t  is no t p racticab le  
to  restate any p r io r  pe riods) sha ll be inc luded  in  d e te rm in 
in g  ne t incom e o f th a t period (see paragraph  20 o f A P B  
O p in io n  N o .  20  [section 1051.20], “ A c co u n tin g  Changes” ) .15 
T h e  effect on income before e x tra o rd in a ry  item s, net income, 
and re la ted  per share am ounts o f a p p ly in g  th is  S ta tem ent in  
a pe riod  in  w h ich  the cum u la tive  e ffect is included in  de te r
m in in g  net incom e shall be disclosed fo r  th a t period, and the  
reason fo r  no t res ta ting  a ll o f the  p r io r  periods presented  
sha ll be expla ined.

.05 Although the Exposure Draft of FASB Statement No. 8 
[section 1083] indicated that transition under that Statement

14 F o r  enterprises h a v in g  fisca l years o f 52 o r  53 weeks instead o f  the  
ca lendar year, th is  S ta tem ent sha ll be e ffec tive  fo r  fisca l years b e g in n ing  
in  late D ecem ber 1975.

[ * ]  A m ended , e ffective  Jan u ary  1, 1978, b y  F A S B  S ta tem en t N o . 20. 
(See section 1084.)

15 P ro  fo rm a  d isclosures requ ired  b y  paragraphs 19 (d ) and 21 o f A P B  
O p in io n  N o .  20  [sections 1051.19(d) and 1051.21] are no t app licab le.
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would be required in accordance with paragraphs 19-21, 25, 
and 39 of APB Opinion No. 20 [sections 1051.19-.21, 1051.25, and 
1051.39] (viz., to include in the determination of net income in 
the year of change the effect of the accounting change), in the final 
Statement, the Board concluded that prior period restatement 
is the preferable method to provide useful information about 
foreign currency transactions and foreign operations for com
paring financial data for a number of periods. In  Appendix 
D, “ Basis for Conclusions,” of that Statement, paragraphs 240 
and 241 [sections 1083.240 and 1083.241] read as follows:

T h e  Board concluded th a t because o f the various m ethods  
o f trans la tion  o r  o f re co g n itio n  o f exchange gains and losses 
now  fo llow ed  in  practice  and because o f the com plex nature  
o f the trans la tion  process, a prospective m ethod  o f tra n s i
tio n  is not feasible. T he  B oard considered w he ther the  
tran s itio n  should be b y  p r io r  pe riod  resta tem ent o r  by  
cum u la tive  effect ad jus tm en t (th e  m ethod  specified in  the  
E xposure  D ra ft ) .  T he  B oard concluded th a t p r io r  period  
resta tem ent is the preferable m ethod  to  p rov ide  useful in fo r 
m ation  about fo re ig n  cu rrency transactions and fo re ign  
operations fo r  purposes o f com paring  financ ia l data fo r  
periods a fte r the e ffective  date o f th is  S ta tem ent w ith  data  
presented fo r  ea rlie r periods.

T h e  B oard recognizes, how ever, th a t the  procedures ca lled  
fo r  b y  th is  S ta tem ent m ay som etim es d if fe r  s ig n if ic a n tly  
fro m  procedures fo llo w e d  in  p rev ious periods. I n  a d d itio n , 
res ta tem ent requires the a v a ila b ility  o f reco rds  o r  in fo rm a 
tio n  th a t an en terp rise  m ay no  lo n g e r have o f  th a t its  past 
procedures d id  no t requ ire . T he re fo re , i f  the  effect o f the  
res ta tem ent on a ll in d iv id u a l periods presented cannot be 
com puted  o r  reasonably estim ated, the cum u la tive  effect 
a d ju s tm e n t m ethod  sha ll be used in  accordance w ith  para
g raph  .036.

Reconsideration o f the Transition Method o f Section 4311

.06 In considering and resolving the issue of transition in 
FASB Statement No. 8 [section 1083], the Board was mindful 
that there were similarities in characteristics of certain accounts 
affected by FASB Statement No. 8 [section 1083] and FASB  
Statement No. 5 [section 4311]. As indicated in paragraph 104 
of FASB Statement No. 5 [section 4311.104], one of the factors 
that led the Board to conclude that use of the cumulative effect 
method would be preferable to restatement of financial state
ments for prior periods was its concern about the cases in which 
there might be significant difficulties in determining the degree 
of probability and estimability that existed in the prior periods.
After reconsideration of the differences in the transition methods 
required by FASB Statement Nos. 5 and 8 [sections 4311 and 
1083] and the factors that led the Board to reach different 
conclusions on transition in those two Statements, the Board 
has concluded that the cumulative effect method should not be
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required as it now is by FASB Statement No. 5 [section 4311] 
in those cases in which the difficulties of determining probability 
and estimability retroactively are not present. On reconsidera
tion of all the circumstances, the Board has concluded that, in 
order to provide the most useful information, it is preferable 
for an enterprise adopting FASB Statement No. 5 [section 4311] 
to restate its financial statements for as many immediately 
preceding periods as is practicable in accordance with the re
vised transition method set forth in paragraph .10 of this State
ment.

.07 Some enterprises elected to apply FASB Statement No. 5 
[section 4311] prior to its effective date (as encouraged in 
paragraph 20 of the Statement [section 4311.20]) and issued 
annual or interim financial statements or financial summaries or 
other data derived therefrom using the cumulative effect method 
of transition. The Board considered whether those enterprises 
should now be required to conform to the method of transition 
to FASB Statement No. 5 [section 4311] specified by this State
ment. Although the Board strongly encourages those enter
prises to restate their financial statements in a manner similar 
to that required of enterprises that did not elect early applica
tion, it  has concluded that it  should not require them to do so.

.08 An Exposure Draft of a proposed Statement on “ Account
ing for Contingencies—Transition Method” was issued on Octo
ber 31, 1975. Forty-five letters were received in response to 
that Exposure Draft.

.09 The Board concluded that on the basis of existing data it 
could make an informed decision on the matter addressed in 
this Statement without a public hearing and that the effective 
date in paragraph .11 is advisable.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING 
Amendment to  Section 4311
.10 Paragraph 20 of FASB Statement No. 5 [section 4311.20] 
is amended to read as follows:

F A S B  S ta te m e n t N o . 5  [section  4311] sha ll be e ffective  fo r  
fisca l years beg inn ing  on o r  a fte r J u ly  1, 1975, a lth o ug h  
e a rlie r app lica tion  is encouraged. T h e re a fte r, i f  financ ia l 
statem ents fo r  periods before the e ffective  date, and financ ia l 
sum m aries o r o th e r data derived  th e re from , are  presented, 
th e y  sha ll be restated, i f  p racticab le , to  co n fo rm  to  the p ro 
v is ions  o f pa rag raph  8 o r 14 o f F A S B  S ta te m e n t N o . 5 [sec
tio n  4311.08 o r 4311.14].* In  the year that the Statement is

*  T h is  does n o t a lte r  the  accounting  fo r  changes in  estim ates— see para
g raph  31 o f  A P B  O p in io n  N o .  20  [section 1051.31].

AC § 4312.07 Copyright © 1976, Financial Accounting Standards Board
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f ir s t  applied, the  financ ia l statem ents sha ll disclose the na
tu re  o f any res ta tem en t and its  e ffect on  incom e  be fore  
e x tra o rd in a ry  item s, ne t incom e, and re la ted  pe r share 
am ounts fo r  each p e riod  resta ted . I f  res ta tem en t o f financ ia l 
sta tem ents o r  sum m aries fo r  a ll p r io r  periods presented is 
no t p racticab le , in fo rm a tio n  presented sha ll be resta ted  fo r  
as m an y  consecutive  periods im m e d ia te ly  p reced ing  the  
effective  date o f F A S B  S ta te m e n t N o .  5  [section 4311] as is  
p racticab le , and the  cu m u la tive  e ffect o f  a p p ly in g  pa rag raph  
8 o r 14 [sections 4311.08 o r  4311.14] on the re ta ined earn
ings a t the  b e g in n ing  o f  the  ea rlies t p e riod  resta ted  (o r  a t 
the  beg inn ing  o f th e  p e riod  in  w h ic h  th e  S ta tem en t is f ir s t  
app lied  i f  i t  is n o t p rac ticab le  to  resta te  a n y  p r io r  pe riods) 
sha ll be inc luded  in  d e te rm in in g  net incom e  o f  th a t pe riod  
(see paragraph 20 o f A P B  O p in io n  N o .  20  [section 1051.20]).**
T h e  e ffect on incom e be fore  e x tra o rd in a ry  item s, ne t income, 
and re la ted  pe r share am oun ts  o f  a p p ly in g  F A S B  S ta te m e n t  
N o . 5  [sec tion  4311] in  a p e riod  in  w h ic h  the  cum u la tive  
effect is inc luded  in  d e te rm in in g  ne t incom e  sha ll be d is
closed fo r  th a t period , and the  reason fo r  n o t re s ta tin g  a ll o f 
the  p r io r  periods presented sha ll be exp la ined. R eclass ifica
t io n  o f an a p p ro p ria tio n  o f  re ta ined  earn ings to  c o m p ly  w ith  
pa rag raph  15 o f F A S B  S ta te m e n t N o .  5  [section  4311.15] 
sha ll be m ade in  any  financ ia l sta tem ents fo r  periods be fore  
the  e ffective  date o f the S ta tem ent, o r  financ ia l sum m aries o r  
o th e r data de rived  th e re from , th a t are  presented a fte r  the  
e ffective  da te  o f the  S ta tem ent.

Effective Date and Transition

.11 This amendment to FASB Statement No. 5 [section 4311] 
shall be effective retroactively to the effective date of FASB  
Statement No. 5 [section 4311] except that enterprises that 
have issued financial statements for annual or interim periods, 
or financial summaries or other data derived therefrom, prior 
to January 1, 1976 based on the original transition requirement 
in paragraph 20 of FASB Statement No. 5 [section 4311.20] 
are strongly encouraged but not required to comply w ith  this 
Statement when those financial statements or financial sum
maries or other data derived therefrom are subsequently 
presented for the first time on or after January 1, 1976.

The provisions o f this Statement need 
not be applied to immaterial items.

* *  P ro  fo rm a  d isclosures req u ire d  b y  parag raphs 1 9 (d ) and 21 o f  A P B  
O p in io n  N o .  20  [sections 1051.19(d) and 1051.21] are n o t app licab le.
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AC Section 5111
Receivables from Officers,
Employees or A ffilia ted  
Companies
[Source: ARB No. 43 , Chap. 1A, Par. 5 .]

Issue date, unless 
otherwise indicated: 
1 9 3 4 1

.01 Notes or accounts receivable due from  officers, 
employees, or affiliated companies must be shown sepa
ra te ly and not included under a general heading such as 
notes receivable or accounts receivable.

i  T h e n ex t page i s  9341.  

1 The above rule was adopted by the membership of the Institute in 
1934. I t  had been recommended in 1932 to the New Y ork  Stock Exchange 
by the Institu te ’s committee on cooperation w ith  stock exchanges.

AICPA Professional Standards A C  § 5111.01
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AC Section 5121
Inventory Pricing
[Source: ARB No. 43 , Chap. 4 , as amended.]

Issue date, unless 
otherwise indicated:
June, 1953

.01 W heneve r th e  o p e ra tio n  o f a  business in c lu d e s  
th e  o w n e rsh ip  o f a  s to ck  o f goods, i t  is  necessary fo r  ade
qua te  fin a n c ia l a cco u n tin g  purposes th a t in v e n to rie s  be 
p ro p e rly  com p ile d  p e rio d ic a lly  and  re co rd e d  in  th e  ac
counts.1 S uch in v e n to rie s  a re  re q u ire d  b o th  fo r  th e  s ta te 
m e n t o f fin a n c ia l p o s itio n  and  fo r  th e  p e rio d ic  m easurem ent 
o f incom e.

.02 T h is  sec tio n  sets fo r th  th e  gene ra l p rin c ip le s  ap 
p lic a b le  to  th e  p r ic in g  o f in v e n to rie s  o f m e rc a n tile  and  
m a n u fa c tu rin g  e n te rp rise s . I t s  conc lus ions a re  n o t d ire c te d  
to  o r n e ce ssa rily  a p p lica b le  to  noncom m erc ia l businesses 
o r to  re g u la te d  u t ilit ie s .

STATEMENT 1
T he  te rm  inventory  is  used h e re in  to  des igna te  

th e  aggrega te  o f those  ite m s  o f ta n g ib le  pe rsona l 
p ro p e rty  w h ic h  (1 ) a re  h e ld  fo r  sale in  th e  o rd i
n a ry  course o f business, (2 ) a re  in  process o f p ro 
d u c tio n  fo r  such sale, o r  (3 ) a re  to  be c u rre n tly  
consum ed in  th e  p ro d u c tio n  o f goods o r se rv ices  
to  be a v a ila b le  fo r  sale.

Discussion
.03 T he  te rm  inventory  em braces goods a w a itin g  sale 

(th e  m erchand ise  o f a  tra d in g  concern  and th e  fin ish e d  
goods o f a m a n u fa c tu re r), goods in  th e  course o f p ro d u c
tio n  (w o rk  in  p rocess), and  goods to  be consum ed d ire c tly  
o r in d ire c tly  in  p ro d u c tio n  ( r aw  m a te ria ls  and  su p p lie s ).
T h is  d e fin itio n  o f in v e n to rie s  excludes lo n g -te rm  assets 
su b je c t to  d e p re c ia tio n  a cco u n tin g , o r goods w h ic h , w hen  
p u t in to  use, w il l be so c la ss ifie d . T he  fa c t th a t a de p re c ia b le  
asset is  re tire d  fro m  re g u la r use and  h e ld  fo r  sale does 
n o t in d ic a te  th a t th e  ite m  shou ld  be c la ss ifie d  as p a r t o f 
th e  in v e n to ry . R a w  m a te ria ls  and sup p lie s  pu rchased  fo r

1 P ru d e n t re liance  upon pe rpe tua l in v e n to ry  records is n o t precluded.
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p ro d u c tio n  m ay be used o r consum ed fo r  th e  c o n s tru c tio n  
o f lo n g -te rm  assets o r o th e r purposes n o t re la te d  to  p ro 
d u c tio n , b u t th e  fa c t th a t in v e n to ry  ite m s  re p re se n tin g  a 
sm a ll p o rtio n  o f th e  to ta l m ay n o t be absorbed u ltim a te ly  
in  th e  p ro d u c tio n  process does n o t re q u ire  separa te  c la ss i
fic a tio n . B y  tra d e  p ra c tic e , o p e ra tin g  m a te ria ls  and sup
p lie s  o f c e rta in  typ e s  o f com panies such as o il p roduce rs  
a re  u s u a lly  tre a te d  as in v e n to ry .

STATEMENT 2
A  m a jo r o b je c tiv e  o f a cco u n tin g  fo r  in v e n to 

rie s  is  the  p ro p e r d e te rm in a tio n  o f incom e th ro u g h  
th e  process o f m a tch in g  a p p ro p ria te  costs a g a in s t 
revenues.

Discussion
.0 4  A n  in v e n to ry  has fin a n c ia l s ig n ifica n ce  because 

revenues m ay be ob ta in e d  fro m  its  sale, o r fro m  th e  sale o f 
th e  goods o r se rv ices in  w hose p ro d u c tio n  i t  is  used. N o r
m a lly  such revenues a rise  in  a con tin u o u s  re p e titiv e  process 
o r cyc le  o f o p e ra tio n s  b y  w h ic h  goods are  a cq u ire d  and  
so ld , and  fu r th e r  goods a re  a cq u ire d  fo r  a d d itio n a l sales. 
In  a cco u n tin g  fo r  the  goods in  th e  in v e n to ry  a t a n y  p o in t 
o f tim e , th e  m a jo r o b je c tiv e  is  th e  m a tc h in g  o f a p p ro p ria te  
costs a g a in s t revenues in  o rd e r th a t th e re  m ay be a p ro p e r 
d e te rm in a tio n  o f the  re a lize d  incom e. T hus, th e  in v e n to ry  
a t a n y  g iv e n  da te  is  th e  ba lance o f costs a p p lica b le  to  goods 
on hand  re m a in in g  a fte r  th e  m a tc h in g  o f absorbed costs 
w ith  co n cu rre n t revenues. T h is  ba lance  is  a p p ro p ria te ly  
c a rrie d  to  fu tu re  p e rio d s  p ro v id e d  i t  does n o t exceed an  
am oun t p ro p e rly  chargeab le  a g a in s t th e  revenues expected  
to  be o b ta in e d  fro m  u ltim a te  d is p o s itio n  o f th e  goods ca r
r ie d  fo rw a rd . In  p ra c tic e , th is  ba lance  is  d e te rm in e d  b y  
th e  process o f p r ic in g  th e  a rtic le s  com prised  in  th e  
in v e n to ry .

STATEMENT 3

The p r im a ry  basis o f a cco u n tin g  fo r  in v e n to 
rie s  is  cost, w h ic h  has been de fined  g e n e ra lly  as th e  
p ric e  p a id  o r co n s id e ra tio n  g iv e n  to  a cq u ire  an  
asset. A s  a p p lie d  to  in v e n to rie s , cost m eans in  
p r in c ip le  th e  sum  o f th e  a p p lica b le  e xp e n d itu re s

AC § 5121.04 Copyright ©  1975, American Ins titu te  of Certified Public Accountants, Inc.
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and charges d ire c tly  o r in d ire c tly  in c u rre d  in  
b rin g in g  an a rtic le  to  its  e x is tin g  c o n d itio n  and  
lo c a tio n .

Discussion
.05 In  ke e p in g  w ith  the  p r in c ip le  th a t a cco u n tin g  is  

p r im a r ily  based on cost, th e re  is  a p re su m p tio n  th a t in v e n 
to rie s  shou ld  be s ta te d  a t cost. The d e fin itio n  o f cost as 
a p p lie d  to  in v e n to rie s  is  und e rs to o d  to  m ean a c q u is itio n  
and p ro d u c tio n  cost,2 and  its  d e te rm in a tio n  in v o lv e s  m any  
prob lem s. A lth o u g h  p rin c ip le s  fo r  th e  d e te rm in a tio n  o f 
in v e n to ry  costs m ay be e a s ily  s ta ted , th e ir  a p p lic a tio n , p a r
t ic u la r ly  to  such in v e n to ry  ite m s as w o rk  in  process and  
fin ish e d  goods, is  d iff ic u lt because o f the  v a r ie ty  o f p ro b 
lem s encoun tered  in  the  a llo c a tio n  o f costs and charges. 
F o r exam ple , u n d e r some c ircum stances, ite m s such as id le  
fa c ility  expense, excessive spo ilage , doub le  fre ig h t, and re 
h a n d lin g  costs m ay be so abno rm a l as to  re q u ire  tre a tm e n t 
as c u rre n t p e rio d  charges ra th e r th a n  as a p o rtio n  o f the  
in v e n to ry  cost. A lso , gene ra l and a d m in is tra tiv e  expenses 
shou ld  be in c lu d e d  as p e rio d  charges, except fo r  the  p o rtio n  
o f such expenses th a t m ay be c le a rly  re la te d  to  p ro d u c tio n  
and th u s  c o n s titu te  a p a r t o f in v e n to ry  costs (p ro d u c t 
ch a rg e s ). S e llin g  expenses c o n s titu te  no  p a r t o f in v e n to ry  
costs. I t  sh ou ld  a lso  be recogn ized  th a t the  exc lu s io n  o f a ll 
overheads fro m  in v e n to ry  costs does n o t c o n s titu te  an ac
cepted a cco u n tin g  p rocedure . The exercise o f ju d g m e n t in  
an in d iv id u a l s itu a tio n  in v o lv e s  a co n s id e ra tio n  o f the  ade
quacy o f th e  procedures o f th e  cost a cco u n tin g  system  in  
use, th e  soundness o f the  p rin c ip le s  th e re o f, and th e ir  con
s is te n t a p p lic a tio n .

STATEMENT 4
C ost fo r  in v e n to ry  purposes m ay be d e te r

m ined  u n d e r any one o f severa l assum ptions as to  
the  flo w  o f cost fa c to rs  (such  as f ir s t- in  firs t-o u t, 
average, and la s t- in  f ir s t-o u t) ; th e  m a jo r o b je c tive  
in  se le c tin g  a m ethod shou ld  be to  choose th e  one 
w h ic h , u n d e r th e  c ircum stances, m ost c le a rly  re 
fle c ts  p e rio d ic  incom e.

2 In  the  case o f goods w h ich  have been w r it te n  dow n b e lo w  cost a t the  
close o f a fisca l period, such reduced am oun t is to  be considered the cost 
fo r  subsequent accounting  purposes.
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Discussion
.06  T he  cost to  be m atched a g a in s t revenue fro m  a  

sale m ay n o t be the  id e n tifie d  cost o f th e  spec ific  ite m  w h ic h  
is  so ld , e sp e c ia lly  in  cases in  w h ic h  s im ila r goods are p u r
chased a t d iffe re n t tim es and a t d iffe re n t p rices . W h ile  in  
some lin e s  o f business spec ific  lo ts  a re  c le a rly  id e n tifie d  
fro m  the  tim e  o f purchase th ro u g h  the  tim e  o f sale and are  
costed on th is  basis, o rd in a r ily  th e  id e n tity  o f goods is  lo s t 
betw een th e  tim e  o f a c q u is itio n  and th e  tim e  o f sale. In  any  
event, i f  th e  m a te ria ls  purchased in  v a rio u s  lo ts  are id e n ti
ca l and in te rchang eab le , the  use o f id e n tifie d  cost o f the  
v a rio u s  lo ts  m ay n o t p roduce  th e  m ost u se fu l fin a n c ia l 
sta tem ents. T h is  fa c t has re su lte d  in  th e  deve lopm ent o f 
genera l acceptance o f severa l assum ptions w ith  respect to  
th e  flo w  o f cost fa c to rs  (such as first-in first-out, average, 
and last-in first-out) to  p ro v id e  p ra c tic a l bases fo r  th e  
m easurem ent o f p e rio d ic  incom e.3 In  some s itu a tio n s  a re 
versed m a rk -u p  p rocedu re  o f in v e n to ry  p r ic in g , such as 
th e  re ta il in v e n to ry  m ethod, m ay be b o th  p ra c tic a l and ap
p ro p ria te . T he business ope ra tio n s  in  some cases m ay be 
such as to  m ake i t  d e s ira b le  to  a p p ly  one o f the  acceptab le  
m ethods o f d e te rm in in g  cost to  one p o rtio n  o f th e  in v e n to ry  
o r com ponents th e re o f and a n o th e r o f the  acceptab le  
m ethods to  o th e r p o rtio n s  o f the  in v e n to ry .

.07  A lth o u g h  se lection  o f the  m ethod  shou ld  be m ade 
on th e  basis o f the  in d iv id u a l c ircum stances, i t  is  obvious  
th a t fin a n c ia l sta tem ents w ill be m ore u se fu l i f  u n ifo rm  
m ethods o f in v e n to ry  p r ic in g  are adopted b y  a ll com panies 
w ith in  a g ive n  in d u s try .

STATEMENT 5
A  d e p a rtu re  fro m  the  cost basis o f p r ic in g  the  

in v e n to ry  is  re q u ire d  w hen the  u t i l i t y  o f the  goods 
is  no lo n g e r as g re a t as its  cost. W here  th e re  is  
evidence th a t the  u t i l i t y  o f goods, in  th e ir  d isposa l 
in  the  o rd in a ry  course o f business, w ill be less th a n

3 S tandard  costs are acceptable i f  ad justed  at reasonable in te rva ls  to  
re flec t cu rre n t cond itions so th a t a t the balance-sheet date standard  costs 
reasonably app rox im a te  costs com puted under one o f the recognized bases.
In  such cases descrip tive  language should be used w h ich  w i l l  express th is  
re la tionsh ip , as, fo r  instance, “ app rox im a te  costs determ ined  on the f irs t- in  
f irs t-o u t basis,”  o r, i f  i t  is desired to  m en tion  standard  costs, “ a t standard  
costs, a p p ro x im a tin g  average costs.”
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cost, w h e th e r due to  p h y s ic a l d e te rio ra tio n , obso
lescence, changes in  p ric e  leve ls , o r o th e r causes, 
the  d iffe re n ce  shou ld  be recogn ized  as a loss o f the  
c u rre n t p e rio d . T h is  is  g e n e ra lly  accom plished b y  
s ta tin g  such goods a t a lo w e r le ve l com m only des
ig n a te d  as market.

Discussion
.08 A lth o u g h  th e  cost basis o rd in a r ily  achieves the  

o b je c tive  o f a p ro p e r m a tch in g  o f costs and revenues, u n d e r 
c e rta in  c ircum stances cost m ay n o t be the  am oun t p ro p e rly  
chargeab le  a g a in s t th e  revenues o f fu tu re  pe riods. A  de
p a rtu re  fro m  cost is  re q u ire d  in  these c ircum stances be
cause cost is  s a tis fa c to ry  o n ly  i f  th e  u t i l i t y  o f th e  goods 
has n o t d im in ish e d  since th e ir  a c q u is itio n ; a loss o f u t i l i t y  
is  to  be re fle c te d  as a charge  a g a in s t the  revenues o f th e  
p e rio d  in  w h ic h  i t  occurs. T hus, in  a cco u n tin g  fo r  in ve n 
to rie s , a loss shou ld  be recogn ized  w heneve r th e  u t i l i t y  o f 
goods is  im p a ire d  b y  dam age, d e te rio ra tio n , obsolescence, 
changes in  p ric e  leve ls , o r o th e r causes. The m easurem ent 
o f such losses is  accom plished b y  a p p ly in g  th e  ru le  o f p r ic 
in g  in ve n to rie s  a t cost or market, whichever is lower. T h is  
p ro v id e s  a  p ra c tic a l m eans o f m easu ring  u t i l i t y  and th e re b y  
d e te rm in in g  the  am o u n t o f th e  loss to  be recogn ized  and  
accounted fo r  in  th e  c u rre n t p e rio d .

STATEMENT 6
A s  used in  th e  ph rase  lower of cost or m arket4 

the  te rm  market m eans c u rre n t rep lacem en t cost 
(b y  pu rchase  o r b y  re p ro d u c tio n , as th e  case m ay  
be) excep t th a t:
(1 ) M a rk e t sh ou ld  n o t exceed th e  n e t re a liza b le  
va lu e  (i.e ., e s tim a ted  s e llin g  p ric e  in  th e  o rd in a ry  
course o f business less reasonab ly  p re d ic ta b le  costs 
o f co m p le tio n  and  d is p o s a l); and
(2 ) M a rk e t shou ld  n o t be less th a n  n e t re a liza b le  
va lu e  reduced b y  an a llow ance  fo r  an a p p ro x i
m a te ly  n o rm a l p ro fit m a rg in .

4 The terms cost or m arket, whichever is lower and lower o f cost or m arket 
are used synonymously in general practice and in this section. The com
mittee does not express any preference for either of the two alternatives.
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Discussion
.09 The ru le  o f cost or market, whichever is lower is  

in te n d e d  to  p ro v id e  a m eans o f m ea su rin g  the  re s id u a l use
fu lness o f an in v e n to ry  e xp e n d itu re . T he  te rm  market is  
th e re fo re  to  be in te rp re te d  as in d ic a tin g  u t i l i t y  on the  in 
v e n to ry  da te  and m ay be th o u g h t o f in  te rm s o f the  e q u iva 
le n t e xp e n d itu re  w h ich  w o u ld  have  to  be m ade in  the  
o rd in a ry  course a t th a t d a te  to  p ro cu re  co rre sp o n d in g  
u t il it y .  A s  a genera l gu ide , u t i l i t y  is  in d ic a te d  p r im a r ily  
b y  the  c u rre n t cost o f rep lacem en t o f th e  goods as th e y  
w o u ld  be ob ta in e d  b y  purchase o r re p ro d u c tio n . In  a p p ly 
in g  th e  ru le , how ever, ju d g m e n t m u s t a lw a ys  be exercised  
and no loss shou ld  be recogn ized  un less th e  evidence in d i
cates c le a rly  th a t a loss has been susta ined . T he re  are  
th e re fo re  excep tions to  such a s ta n d a rd . R ep lacem en t o r 
re p ro d u c tio n  p rice s  w o u ld  n o t be a p p ro p ria te  as a m easure  
o f u t i l i t y  w hen  th e  es tim a te d  sales va lu e , reduced b y  th e  
costs o f co m p le tio n  and d isposa l, is  lo w e r, in  w h ic h  case 
th e  re a liza b le  va lu e  so d e te rm in e d  m ore a p p ro p ria te ly  meas
ures u t il it y .  F u rth e rm o re , w here  th e  evidence in d ic a te s  
th a t cost w il l be recovered  w ith  an a p p ro x im a te ly  n o rm a l 
p ro fit upon  sale in  th e  o rd in a ry  course o f business, no  loss 
shou ld  be recogn ized  even th o u g h  rep lacem en t o r re p ro d u c 
tio n  costs are lo w e r. T h is  m ig h t be tru e , fo r  exam ple , in  th e  
case o f p ro d u c tio n  u n d e r firm  sales co n tra c ts  a t fix e d  
p rice s , o r w hen a reasonab le  vo lu m e  o f fu tu re  o rde rs  is  
assured a t s tab le  s e llin g  p rice s .

.10 Because o f th e  m any v a ria tio n s  o f c ircum stances  
encoun tered  in  in v e n to ry  p r ic in g , S ta te m e n t 6 is  in te n d e d  
as a g u id e  ra th e r th a n  a lite ra l ru le . I t  shou ld  be a p p lie d  
re a lis tic a lly  in  th e  lig h t  o f th e  o b je c tive s  expressed in  th is  
section  and w ith  due re g a rd  to  th e  fo rm , con ten t, and  com 
p o s itio n  o f th e  in v e n to ry . T h e  com m ittee  considers, fo r  
exam ple , th a t th e  re ta il in v e n to ry  m ethod, i f  adequate  
m a rkd o w n s a re  c u rre n tly  ta ke n , accom plishes the  ob jec
tiv e s  described  h e re in . I t  a lso  recogn izes th a t, i f  a  business  
is  expected to  lose m oney fo r  a  sus ta ined  p e rio d , th e  in ve n 
to ry  sh ou ld  n o t be w r itte n  dow n  to  o ffse t a loss in h e re n t 
in  th e  subsequent ope ra tion s .
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STATEMENT 7
D epend ing  on th e  ch a ra c te r and  co m p o s itio n  

o f th e  in v e n to ry , th e  ru le  o f cost or market, which
ever is lower m a y p ro p e rly  be a p p lie d  e ith e r d i
re c tly  to  each ite m  o r to  th e  to ta l o f th e  in v e n to ry  
(o r, in  some cases, to  th e  to ta l o f th e  com ponents  
o f each m a jo r c a te g o ry ). T h e  m e thod  shou ld  be 
th a t w h ic h  m ost c le a rly  re fle c ts  p e rio d ic  incom e.

Discussion
.11 T he  purpose  o f re d u c in g  in v e n to ry  to  market is  to  

re fle c t fa ir ly  th e  incom e o f th e  p e rio d . T he  m ost com m on  
p ra c tic e  is  to  a p p ly  th e  lower of cost or market ru le  sep
a ra te ly  to  each ite m  o f th e  in v e n to ry . H ow ever, i f  th e re  
is  o n ly  one e n d -p ro d u c t ca te g o ry  th e  cost u t i l i t y  o f the  to ta l 
s to ck— th e  in v e n to ry  in  its  e n tire ty — m ay have the  g re a te s t 
s ig n ifica n ce  fo r  a cco u n tin g  purposes. A c c o rd in g ly , th e  re 
d u c tio n  o f in d iv id u a l ite m s to  market m ay n o t a lw ays lead  
to  th e  m ost u se fu l re s u lt i f  th e  u t i l i t y  o f th e  to ta l in v e n to ry  
to  th e  business is  n o t be lo w  its  cost. T h is  m ig h t be th e  case 
i f  s e llin g  p rice s  are  n o t a ffe c te d  b y  te m p o ra ry  o r sm a ll flu c 
tu a tio n s  in  c u rre n t costs o f purchase o r m a n u fa c tu re . S im 
ila r ly ,  w here  m ore th a n  one m a jo r p ro d u c t o r o p e ra tio n a l 
ca te g o ry  e x is ts , th e  a p p lic a tio n  o f th e  cost or market, 
whichever is lower ru le  to  th e  to ta l o f th e  ite m s in c lu d e d  in  
such m a jo r ca te g o rie s  m ay re s u lt in  th e  m ost u se fu l d e te r
m in a tio n  o f incom e.

.12 W h e n  no  loss o f incom e is  expected to  ta k e  p lace  
as a  re s u lt o f a re d u c tio n  o f cost p rice s  o f c e rta in  goods be
cause o th e rs  fo rm in g  com ponents o f th e  same genera l ca te 
g o rie s  o f fin is h e d  p ro d u c ts  have a m a rk e t e q u a lly  in  excess 
o f cost, such com ponents need n o t be a d ju s te d  to  m a rk e t to  
th e  e x te n t th a t th e y  are in  ba lanced q u a n titie s . T hus, in  
such cases, th e  ru le  o f cost or market, whichever is lower 
m ay be a p p lie d  d ire c tly  to  th e  to ta ls  o f the  e n tire  in v e n 
to ry , ra th e r th a n  to  th e  in d iv id u a l in v e n to ry  ite m s, i f  th e y  
e n te r in to  th e  same ca te g o ry  o f fin is h e d  p ro d u c t and  i f  th e y  
a re  in  ba lanced  q u a n titie s , p ro v id e d  th e  p rocedu re  is  ap
p lie d  c o n s is te n tly  fro m  ye a r to  ye a r.

.13 T o  th e  e x te n t, how eve r, th a t th e  stocks o f p a r tic 
u la r  m a te ria ls  o r com ponents a re  excessive in  re la tio n  to  
o th e rs , th e  m ore  w id e ly  recogn ized  p rocedu re  o f a p p ly in g
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th e  lower of cost or market to  th e  in d iv id u a l ite m s  co n s ti
tu t in g  th e  excess sh ou ld  be fo llo w e d . T h is  w o u ld  a lso  a p p ly  
in  cases in  w h ic h  th e  ite m s  e n te r in to  th e  p ro d u c tio n  o f 
u n re la te d  p ro d u c ts  o r p ro d u c ts  h a v in g  a  m a te ria l v a r ia tio n  
in  th e  ra te  o f tu rn o v e r. U n less  an e ffe c tiv e  m e thod  o f c las
s ify in g  ca te g o rie s  is  p ra c tic a b le , th e  ru le  sh o u ld  be a p p lie d  
to  each ite m  in  th e  in v e n to ry .

.1 4  W hen  s u b s ta n tia l and  u n u su a l losses re s u lt fro m  
th e  a p p lic a tio n  o f th is  ru le  i t  w il l  fre q u e n tly  be d e s ira b le  
to  d isc lose  th e  a m o u n t o f th e  loss in  th e  incom e s ta tem en t 
as a  charge  se p a ra te ly  id e n tifie d  fro m  th e  consum ed in 
v e n to ry  costs described  as cost of goods sold.

STATEMENT 8
T he  bas is  o f s ta tin g  in v e n to rie s  m u s t be con

s is te n tly  a p p lie d  and  sh ou ld  be d isc losed  in  th e  
fin a n c ia l s ta te m e n ts ; w heneve r a  s ig n ific a n t change  
is  m ade th e re in , th e re  sh ou ld  be d isc lo su re  o f th e  
n a tu re  o f th e  change and , i f  m a te ria l, th e  e ffe c t on  
incom e in  accordance w ith  sec tion  1051, Accounting 
Changes. [A s  am ended, e ffe c tiv e  fo r  fis c a l p e rio d s  
beg inn ing , a fte r  J u ly  31, 1971 b y  A P B  O p in io n  N o.
20.]

Discussion
.1 5  W h ile  th e  b as is  o f s ta tin g  in v e n to rie s  does n o t 

a ffe c t th e  o v e r-a ll g a in  o r loss on th e  u ltim a te  d is p o s itio n  
o f in v e n to ry  ite m s , a n y  in co n s is te n cy  in  th e  se lec tion  o r 
e m p lo ym e n t o f a  basis m ay im p ro p e rly  a ffe c t th e  p e rio d ic  
am ounts o f incom e o r loss. Because o f th e  com m on use and  
im p o rta n ce  o f p e rio d ic  sta tem ents , a  p rocedu re  adop te d  
fo r  th e  tre a tm e n t o f in v e n to ry  ite m s  sh o u ld  be c o n s is te n tly  
a p p lie d  in  o rd e r th a t th e  re s u lts  re p o rte d  m a y  be fa ir ly  
a llo ca te d  as be tw een years. A  change o f such basis m ay  
have  an  im p o rta n t e ffe c t upon  th e  in te rp re ta tio n  o f th e  
fin a n c ia l s ta tem en ts  b o th  be fo re  and a fte r  th a t change, and  
hence, in  th e  e ven t o f a  change, a  f u l l  d isc lo su re  o f its  
n a tu re  and o f its  e ffe c t, i f  m a te ria l, u pon  incom e sh o u ld  
be m ade. (See a lso  section  2031.09.)

STATEMENT 9
O n ly  in  e xce p tio n a l cases m ay in v e n to rie s  

p ro p e rly  be s ta te d  above cost. F o r exam ple , p re - 
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c ious m e ta ls  h a v in g  a  fix e d  m o n e ta ry  va lu e  w ith  no  
s u b s ta n tia l cost o f m a rk e tin g  m ay be s ta te d  a t such 
m o n e ta ry  v a lu e ; a n y  o th e r excep tion s m u s t be  
ju s tifia b le  b y  in a b ility  to  d e te rm in e  a p p ro p ria te  
a p p ro x im a te  costs, im m e d ia te  m a rk e ta b ility  a t 
quo ted  m a rk e t p ric e , and  th e  c h a ra c te ris tic  o f u n it  
in te rc h a n g e a b ility . W he re  goods are  s ta te d  above 
cost th is  fa c t shou ld  be fu lly  d isclosed.

Discussion
.16 I t  is  g e n e ra lly  recogn ized  th a t incom e accrues o n ly  

a t th e  tim e  o f sale, and  th a t g a in s  m ay n o t he a n tic ip a te d  
b y  re fle c tin g  assets a t th e ir  c u rre n t sales p rice s . F o r c e rta in  
a rtic le s , how ever, excep tions a re  p e rm iss ib le . In v e n to rie s  
o f g o ld  and  s ilv e r, w hen  th e re  is  an  e ffe c tive  gove rnm en t- 
c o n tro lle d  m a rk e t a t a  fix e d  m o n e ta ry  va lu e , a re  o rd in a r ily  
re fle c te d  a t s e llin g  p rice s . A  s im ila r  tre a tm e n t is  n o t u n 
com m on fo r  in v e n to rie s  re p re se n tin g  a g ric u ltu ra l, m in e ra l, 
and  o th e r p ro d u c ts , u n its  o f w h ic h  a re  in te rch a n g e a b le  and  
have  an im m e d ia te  m a rk e ta b ility  a t quo ted  p rice s  and fo r  
w h ic h  a p p ro p ria te  costs m ay be d iff ic u lt to  o b ta in . W h e re  
such in v e n to rie s  a re  s ta te d  a t sales p rice s , th e y  shou ld  o f 
course be reduced b y  e xp e n d itu re s  to  be in c u rre d  in  d is 
posa l, and  th e  use o f such basis shou ld  be fu lly  d isc losed  in  
th e  fin a n c ia l s ta tem ents.

STATEMENT 10
A cc ru e d  n e t losses on firm  purchase  co m m it

m ents fo r  goods fo r  in v e n to ry , m easured in  th e  
same w a y  as a re  in v e n to ry  losses, shou ld , i f  m ate
r ia l,  be recogn ized  in  th e  accounts and th e  am ounts  
th e re o f se p a ra te ly  d isc losed in  th e  incom e s ta te 
m ent.

Discussion
.17 T he  re c o g n itio n  in  a  c u rre n t p e rio d  o f losses a ris 

in g  fro m  th e  dec line  in  th e  u t i l i t y  o f cost e xp e n d itu re s  is  
e q u a lly  a p p lica b le  to  s im ila r  losses w h ic h  a re  expected  to  
a ris e  fro m  firm , uncance lab le , and  unhedged com m itm en ts  
fo r  th e  fu tu re  purchase o f in v e n to ry  ite m s. T he  n e t loss on  
such com m itm en ts  shou ld  be m easured in  th e  same w a y  as 
a re  in v e n to ry  losses and, i f  m a te ria l, shou ld  be recogn ized  
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in  th e  accounts and  se p a ra te ly  d isc losed  in  th e  incom e  
s ta tem en t. T he  u t i l i t y  o f such com m itm en ts  is  n o t im p a ire d , 
and  hence th e re  is  n o  loss, w hen  th e  am ounts to  be re a lize d  
fro m  th e  d is p o s itio n  o f th e  fu tu re  in v e n to ry  ite m s  a re  ade
q u a te ly  p ro te c te d  b y  firm  sales co n tra c ts  o r w hen th e re  a re  
o th e r c ircum stances w h ic h  rea so n a b ly  assure c o n tin u in g  
sales w ith o u t p ric e  dec line .

  T he  n ex t page is  9371.  
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AG Section 5131
The Equity Method of Accounting 

tor Investments in Common Stock
[Source: APB Opinion No. 18, as amended.]

Effective fo r fiscal periods 
beginning a fte r December 
31, 1971,  unless otherwise 
indicated 1

INTRODUCTION

.01 T he  A c c o u n tin g  P rin c ip le s  B o a rd  expresses in  th is  
section  its  v ie w s  on th e  e q u ity  m e thod  o f a cco u n tin g  fo r  
in ve s tm e n ts  in  com m on s tock. T h is  se c tio n  c la rifie s  th e  
a p p lic a b ility  o f th e  e q u ity  m ethod  o f a cco u n tin g  (p a ra 
g ra p h  .06b) to  in ve s tm e n ts  in  com m on s to ck  o f su b s id ia rie s  
and  extends the  a p p lic a b ility  o f th e  e q u ity  m ethod  o f 
a cco u n tin g  to  in ve s tm e n ts  in  com m on s tock  o f co rpo ra te  
jo in t  ve n tu re s  and c e rta in  o th e r in ve s tm e n ts  in  com m on  
stock . T he  section  a lso a p p lie s  to  in ve s tm e n ts  re p o rte d  in  
pa re n t-co m p a n y  fin a n c ia l sta tem ents w hen such sta tem ents  
are  p re p a re d  fo r  issuance to  s to ckh o ld e rs  as th e  fin a n c ia l 
sta tem en ts  o f the  p r im a ry  re p o rtin g  e n tity .2

.02 T h is  section  does n o t a p p ly  to  in ve s tm e n ts  in  com 
m on s to ck  h e ld  b y  (a ) in ve s tm e n t com panies re g is te re d  
u n d e r th e  In v e s tm e n t C om pany A c t o f 1940 o r in ve s tm e n t 
com panies w h ic h  w o u ld  be in c lu d e d  u n d e r th e  A c t ( in c lu d 
in g  sm a ll business in ve s tm e n t com panies) excep t th a t the  
n um ber o f s to ckh o ld e rs  is  lim ite d  and  th e  se cu ritie s  a re  
n o t o ffe re d  p u b lic ly , o r (b ) nonbusiness e n titie s , such as 
estates, tru s ts  and  in d iv id u a ls . T h e  section  a lso  does n o t 
a p p ly  to  in ve s tm e n ts  in  com m on s to ck  o th e r th a n  those  
described  in  th e  section .

.03 S eve ra l te rm s  a re  used in  th is  sec tion  as in d ic a te d :

a. “ In v e s to r”  re fe rs  to  a  business e n tity  th a t ho ld s  
an  in ve s tm e n t in  v o tin g  s to ck  o f an o th e r com pany. * *

1 See parag raph  .21.
2A n  accounting  research s tu d y  on  the  b roade r sub ject o f accoun ting  

fo r  in te rco rp o ra te  investm en ts  is  n o w  in  process and w i l l  encompass the  
m a tte rs  on pa ren t-com pany financ ia l s ta tem ents and on conso lida ted  fin a n 
c ia l s ta tem ents covered in  section 2051 and in  section  1081.
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b. “ In v e s te e ”  re fe rs  to  a  c o rp o ra tio n  th a t issued v o t
in g  s to ck  h e ld  b y  an  in v e s to r.

c. “ S u b s id ia ry ”  re fe rs  to  a c o rp o ra tio n  w h ic h  is  con
tro lle d , d ire c tly  o r in d ire c tly , b y  a n o th e r co rp o ra tio n .
T h e  u su a l c o n d itio n  fo r  c o n tro l is  o w n e rsh ip  o f a  
m a jo r ity  (o v e r 50% ) o f th e  o u ts ta n d in g  v o tin g  
sto ck . The p o w e r to  c o n tro l m a y  a lso  e x is t w ith  a  
lesser percentage o f o w n e rsh ip , fo r  exam ple , b y  con
tra c t, lease, ag reem en t w ith  o th e r s to ckh o ld e rs  o r b y  
c o u rt decree.

d. “ C o rpo ra te  jo in t  v e n tu re ”  re fe rs  to  a c o rp o ra tio n  
ow ned and ope ra ted  b y  a  sm a ll g ro u p  o f businesses 
(th e  “ jo in t  v e n tu re rs ” ) as a separa te  and  spec ific  
business o r p ro je c t fo r  th e  m u tu a l b e n e fit o f th e  
m em bers o f th e  g ro u p . A  gove rn m e n t m ay a lso  be 
a m em ber o f th e  g ro u p . T he  pu rpose  o f a  co rp o ra te  
jo in t  v e n tu re  fre q u e n tly  is  to  share r is k s  and re 
w a rd s  in  d e ve lo p in g  a  new  m a rk e t, p ro d u c t o r tech 
n o lo g y ; to  com bine com p le m e n ta ry  te ch n o lo g ica l 
kn o w le d g e ; o r to  p o o l resources in  d e ve lo p in g  p ro 
d u c tio n  o r o th e r fa c ilit ie s . A  co rp o ra te  jo in t  ve n tu re  
also u s u a lly  p ro v id e s  an  a rra n g e m e n t u n d e r w h ic h  
each jo in t  v e n tu re r m ay p a rtic ip a te , d ire c tly  o r 
in d ire c tly , in  th e  o v e ra ll m anagem ent o f th e  jo in t  
v e n tu re . J o in t v e n tu re rs  th u s  have  an in te re s t 
o r re la tio n s h ip  o th e r th a n  as passive  in ve s to rs . A n  
e n tity  w h ic h  is  a  s u b s id ia ry  o f one o f the  “ jo in t  
v e n tu re rs ”  is  n o t a  co rp o ra te  jo in t  ve n tu re . T he  
o w n e rsh ip  o f a  co rp o ra te  jo in t  ve n tu re  seldom  
changes, and  its  s to ck  is  u s u a lly  n o t tra d e d  p u b lic ly .
A  m in o r ity  p u b lic  o w n e rsh ip , how eve r, does n o t p re 
c lude  a c o rp o ra tio n  fro m  b e in g  a  co rp o ra te  jo in t  
ve n tu re .

e. “ D iv id e n d s ”  re fe rs  to  d iv id e n d s  p a id  o r payab le  
in  cash, o th e r assets, o r a n o th e r class o f s to ck  and  
does n o t in c lu d e  s tock d iv id e n d s  o r s to ck  s p lits .

f .  “ E a rn in g s  o r losses o f an in ve s te e ”  and  “ fin a n c ia l 
p o s itio n  o f an in ve s te e ”  re fe r to  n e t incom e (o r  n e t 
lo ss ) and  fin a n c ia l p o s itio n  o f an  investee  d e te r
m in e d  in  accordance w ith  a cco u n tin g  p rin c ip le s  
g e n e ra lly  accepted in  th e  U n ite d  S ta tes.
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D ISCU SSIO N

.04 S ection  2051.02 s ta tes th a t: “ T h e re  is  a  p resum p
tio n  th a t co n so lid a te d  s ta tem en ts  a re  m ore  m e a n in g fu l th a n  
separate  s ta tem en ts  and  th a t th e y  a re  u s u a lly  necessary  
fo r  a fa ir  p re se n ta tio n  w hen  one o f th e  com panies in  the  
g ro u p  d ire c tly  o r in d ire c tly  has a  c o n tro llin g  fin a n c ia l 
in te re s t in  th e  o th e r com pan ies."  C onso lida ted  fin a n c ia l 
sta tem ents com bine  th e  assets, lia b ilit ie s , revenues and ex
penses o f su b s id ia rie s  w ith  th e  co rre sp o n d in g  ite m s  o f th e  
p a re n t com pany. In te rco m p a n y  ite m s a re  e lim in a te d  to  
a vo id  d o u b le  c o u n tin g  and  p re m a tu re ly  re c o g n iz in g  incom e. 
C onso lida ted  fin a n c ia l s ta tem en ts  re p o rt th e  fin a n c ia l p o s i
tio n  and re s u lts  o f o p e ra tio n s  o f th e  p a re n t com pany and  its  
su b s id ia rie s  as an  econom ic e n tity . In  p ra c tic e , con so lid a 
tio n  has been lim ite d  to  s u b s id ia ry  com panies, a lth o u g h  
u n d e r c e rta in  c ircum stances v a lid  reasons m a y  e x is t fo r  
o m ittin g  a  s u b s id ia ry  fro m  c o n so lid a tio n .3

.05 In ve s tm e n ts  a re  som etim es h e ld  in  s to ck  o f com 
pan ies o th e r th a n  su b s id ia rie s , n a m e ly  co rp o ra te  jo in t  ven
tu re s  and  o th e r n o n c o n tro lle d  co rp o ra tio n s . These in v e s t
m ents a re  u s u a lly  accoun ted  fo r  b y  one o f tw o  m ethods—  
th e  cost m e thod  o r  th e  e q u ity  m ethod. W h ile  p ra c tic e  
v a rie s  to  some e x te n t, th e  co s t m e thod  is  g e n e ra lly  fo llo w e d  
fo r  m ost in ve s tm e n ts  in  n o n c o n tro lle d  c o rp o ra tio n s , in  some 
co rp o ra te  jo in t  ve n tu re s , and  to  a  lesser e x te n t in  u n co n so li
d a te d  su b s id ia rie s , p a r tic u la r ly  fo re ig n . T h e  e q u ity  m ethod  
is  g e n e ra lly  fo llo w e d  fo r  in ve s tm e n ts  in  u n conso lida ted  
dom estic  su b s id ia rie s , some co rp o ra te  jo in t  ve n tu re s  and  
some n o n co n tro lle d  co rp o ra tio n s . A n  a d a p ta tio n  o f th e  cost 
m ethod , th e  lo w e r o f cost o r m a rk e t, has a lso  been fo llo w e d  
fo r  in ve s tm e n ts  in  c e rta in  m a rke ta b le  se cu ritie s  i f  a  dec line  
in  m a rk e t va lu e  is  e v id e n tly  n o t a  m ere te m p o ra ry  co n d itio n .*

.06 A  sum m ary o f th e  tw o  p r in c ip a l m e thods o f ac
co u n tin g  fo r  th e  in ve s tm e n ts  in  com m on s to ck  d iscussed  
in  th is  sec tion  fo llo w s :

a. The cost method. A n  in v e s to r re co rd s  a n  in ve s tm e n t 
in  th e  s tock  o f an investee  a t cost, and  recogn izes as 
incom e d iv id e n d s  re ce ive d  th a t a re  d is tr ib u te d  fro m  
n e t accum u la ted  e a rn in g s  o f th e  investee  s ince  th e  
da te  o f a c q u is itio n  b y  th e  in v e s to r. T he  n e t accum u-

3 See section 2051.03-.04 and section 1081.08.
*  M od ified  b y  section 5132, A c c o u n t in g  f o r  C e r ta in  M a rk e ta b le  S e c u r it ie s .
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la te d  e a rn ings o f an investee  subsequent to  th e  da te  
o f in ve s tm e n t a re  recogn ized  b y  th e  in v e s to r o n ly  to  
th e  e x te n t d is tr ib u te d  b y  th e  investee  as d iv id e n d s . 
D iv id e n d s  rece ived  in  excess o f e a rn ings subsequent 
to  th e  d a te  o f in ve s tm e n t a re  conside red  a  re tu rn  
o f in ve s tm e n t and  a re  reco rded  as re d u c tio n s  o f cost 
o f th e  in ve s tm e n t. A  series o f o p e ra tin g  losses o f an  
investee  o r o th e r fa c to rs  m ay in d ic a te  th a t a  de
crease in  va lu e  o f th e  in ve s tm e n t has occu rred  w h ich  
is  o th e r th a n  te m p o ra ry  and shou ld  a c c o rd in g ly  be 
recogn ized . *

b. The equity method. A n  in v e s to r in it ia lly  re co rd s  an  
in ve s tm e n t in  th e  s tock  o f an  investee  a t cost, and  
a d ju s ts  th e  c a rry in g  a m oun t o f th e  in ve s tm e n t to  
recogn ize  th e  in v e s to r’s share  o f th e  ea rn ings o r  
losses o f th e  investee  a fte r  th e  d a te  o f a c q u is itio n .
The am oun t o f th e  a d ju s tm e n t is  in c lu d e d  in  the  
d e te rm in a tio n  o f n e t incom e b y  th e  in v e s to r, and  
such am oun t re fle c ts  a d ju s tm e n ts  s im ila r  to  those  
m ade in  p re p a rin g  co n so lid a te d  sta tem ents in c lu d 
in g  a d ju s tm e n ts  to  e lim in a te  in te rco m p a n y  ga in s  
and losses, and  to  a m o rtize , i f  a p p ro p ria te , any  
d iffe re n ce  betw een in v e s to r cost and u n d e rly in g  
e q u ity  in  n e t assets o f th e  investee  a t th e  d a te  o f 
in ve s tm e n t. T he  in ve s tm e n t o f an  in v e s to r is  a lso  
a d ju s te d  to  re fle c t th e  in v e s to r’s share o f changes 
in  th e  in ve s te e ’s c a p ita l. D iv id e n d s  rece ived  fro m  
an  investee  reduce th e  c a rry in g  am oun t o f th e  
in ve s tm e n t. A  series o f o p e ra tin g  losses o f an  in 
vestee o r o th e r fa c to rs  m ay in d ic a te  th a t a  decrease 
in  va lu e  o f the  in ve s tm e n t has o ccu rre d  w h ic h  is  
o th e r th a n  te m p o ra ry  and w h ic h  shou ld  be recog
n ized  even th o u g h  th e  decrease in  va lu e  is  in  excess 
o f w h a t w o u ld  o th e rw ise  be recogn ized  b y  a p p lic a 
tio n  o f th e  e q u ity  m ethod .

.07 U n d e r th e  cost m e thod  o f a cco u n tin g  fo r  in v e s t
m ents in  com m on s tock, d iv id e n d s  a re  th e  bas is  fo r  re co g n i
tio n  b y  an  in v e s to r o f ea rn ings fro m  an  in ve s tm e n t. F in a n 
c ia l sta tem ents o f an  in v e s to r p re p a re d  u n d e r th e  cost 
m ethod  m ay n o t re fle c t su b s ta n tia l changes in  th e  a ffa irs  o f 
an  investee . D iv id e n d s  in c lu d e d  in  incom e o f an  in v e s to r 
fo r  a  p e rio d  m ay be u n re la te d  to  th e  ea rn in g s  (o r  losses) o f

* M od ified  by  section 5132, A c c o u n t in g  f o r  C e r ta in  M a rk e ta b le  S e c u r it ie s .
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an investee  fo r  th a t p e rio d . F o r exam ple , an investee  m ay  
p a y  no  d iv id e n d s  fo r  seve ra l p e rio d s  and  th e n  p a y  d iv id e n d s  
s u b s ta n tia lly  in  excess o f th e  e a rn in g s  o f a  p e rio d . Losses 
o f an  investee  o f one p e rio d  m a y  be o ffs e t a g a in s t e a rn ings  
o f a n o th e r p e rio d  because th e  in v e s to r re p o rts  n e ith e r in  
re s u lts  o f o p e ra tio n s  a t th e  tim e  th e y  a re  re p o rte d  b y  the  
investee . Som e d iv id e n d s  rece ived  fro m  an investee  do  n o t 
cove r th e  c a rry in g  costs o f an  in ve s tm e n t w hereas th e  in 
v e s to r’s share o f th e  in ve s te e ’s ea rn in g s  m ore th a n  covers  
those  costs. Those c h a ra c te ris tic s  o f the  cost m e thod m ay  
p re v e n t an in v e s to r fro m  re fle c tin g  ade q u a te ly  the  e a rn ings  
re la te d  to  an  in ve s tm e n t in  com m on s tock— e ith e r cum u la 
t iv e ly  o r in  th e  a p p ro p ria te  pe rio d s .

.08 C o rp o ra tio n s  have in c re a s in g ly  es tab lishe d  o r p a r
tic ip a te d  in  co rp o ra te  jo in t  v e n tu re  a rrangem en ts  o r ta k e n  
su b s ta n tia l p o s itio n s  (b u t less th a n  m a jo r ity  o w n e rsh ip ) in  
o th e r co rp o ra tio n s . T he  s ig n ific a n t increase  in  th e  num be r 
o f in te rc o rp o ra te  in ve s tm e n ts  o f less th a n  m a jo r ity  ow ne r
sh ip  o f v o tin g  s tock has broadened in te re s t in  re fle c tin g  
e a rn in g s  fro m  in ve s tm e n ts  on a m ore  tim e ly  basis th a n  b y  
re c e ip t o f d iv id e n d s . Som e h o ld  th a t such in ve s tm e n ts  
shou ld  be accounted fo r  a t m a rk e t va lu e  and th a t th is  bas is  
o f a cco u n tin g  is  m ost a p p ro p ria te , w h e th e r m a rk e t va lu e  is  
lo w e r th a n  o r h ig h e r th a n  cost. O the rs  h o ld  th a t th e  e q u ity  
m ethod  is  th e  m ost a p p ro p ria te  basis o f a cco u n tin g  fo r  some 
o r a ll in ve s tm e n ts  o f th a t typ e .

.09 U n d e r th e  m a rk e t va lu e  m ethod , an  in v e s to r re c 
ognizes b o th  d iv id e n d s  rece ived  and changes in  m a rk e t 
p rice s  o f th e  s tock  o f th e  investee  com pany as e a rn in g s  o r  
losses fro m  an in ve s tm e n t. D iv id e n d s  rece ived  a re  accounted  
fo r  as p a r t o f incom e fro m  th e  in ve s tm e n t. In  a d d itio n , an  
in v e s to r a d ju s ts  th e  c a rry in g  a m o u n t o f it s  in ve s tm e n t 
based on th e  m a rk e t va lu e  o f th e  in ve s te e ’s s tock. Change  
in  m a rk e t va lu e  since th e  p re ce d in g  re p o rtin g  da te  is  in 
c lu d e d  in  re s u lts  o f o p e ra tio n s  o f th e  in v e s to r. R e p o rtin g  
o f in ve s tm e n ts  in  com m on s tock  a t m a rk e t va lu e  (o r  a t 
a p p ro x im a te  fa ir  va lu e  i f  m a rk e t v a lu e  is  n o t a v a ila b le ) 
is . cons ide red  to  m eet m ost c lo se ly  th e  o b je c tiv e  o f re p o rtin g  
th e  econom ic consequences o f h o ld in g  th e  in ve s tm e n t. 
H ow e ve r, th e  m a rk e t va lu e  m e thod  is  now  used o n ly  in  
spec ia l c ircum stances. W h ile  th e  B o a rd  be lieves th e  m a rk e t 
va lu e  m e thod  p ro v id e s  th e  best p re se n ta tio n  o f in ve s tm e n ts  

A IC P A  P ro fess iona l S tandards AC  § 5131 .09



9 3 7 6 Assets

in  some s itu a tio n s , i t  concludes th a t fu r th e r  s tu d y  is  neces
sa ry  b e fo re  th e  m a rk e t va lu e  m ethod  is  extended beyond  
c u rre n t p ra c tice .

.10 U n d e r th e  e q u ity  m ethod, an  in v e s to r recognizes  
its  share o f th e  ea rn in g s  o r losses o f an investee  in  th e  
p e rio d s  fo r  w h ic h  th e y  a re  re p o rte d  b y  th e  investee  in  its  
fin a n c ia l s ta tem ents ra th e r th a n  in  th e  p e rio d  in  w h ic h  an  
investee  decla res a d iv id e n d . A n  in v e s to r a d ju s ts  th e  c a rry 
in g  a m oun t o f an  in ve s tm e n t fo r  its  share  o f th e  ea rn ings  
o r losses o f th e  investee  subsequent to  th e  d a te  o f in v e s t
m e n t and  re p o rts  th e  recogn ized  e a rn in g s  o r losses in  
incom e. D iv id e n d s  rece ived  fro m  an  investee  reduce th e  
c a rry in g  am oun t o f th e  in ve s tm e n t. T hus, th e  e q u ity  
m ethod  is  an  a p p ro p ria te  m eans o f re co g n iz in g  increases o r  
decreases m easured b y  g e n e ra lly  accepted a cco u n tin g  p r in 
c ip le s  in  th e  econom ic resources u n d e rly in g  th e  investm en ts . 
F u rth e rm o re , th e  e q u ity  m ethod  o f a cco u n tin g  m ore  c lo se ly  
m eets th e  o b je c tive s  o f a cc ru a l a cco u n tin g  th a n  does th e  
cost m e thod  since th e  in v e s to r recogn izes its  share o f th e  
e a rn in g s  and  losses o f th e  investee  in  th e  p e rio d s  in  w h ic h  
th e y  a re  re fle c te d  in  th e  accounts o f th e  investee .

.11 U n d e r th e  e q u ity  m ethod , an in ve s tm e n t in  com 
m on s tock  is  g e n e ra lly  show n in  th e  ba lance sheet o f an  
in v e s to r as a  s in g le  am oun t. L ik e w is e , an  in v e s to r’s share  
o f e a rn in g s  o r losses fro m  its  in ve s tm e n t is  o rd in a r ily  show n  
in  its  incom e s ta tem en t as a  s in g le  am oun t.

.12 T he  e q u ity  m e thod  tends to  be m ost a p p ro p ria te  
i f  an  in ve s tm e n t enables th e  in v e s to r to  in fluence  th e  o p e ra t
in g  o r fin a n c ia l dec is ions o f th e  investee . T h e  in v e s to r th e n  
has a  degree o f re s p o n s ib ility  fo r  th e  re tu rn  on  its  in v e s t
m ent, and i t  is  a p p ro p ria te  to  in c lu d e  in  th e  re s u lts  o f opera
tio n s  o f th e  in v e s to r its  share o f th e  e a rn in g s  o r losses o f 
th e  investee . In flu e n ce  tends to  be m o re  e ffe c tiv e  as th e  
in v e s to r ’s p e rce n t o f o w n e rsh ip  in  th e  v o tin g  s to ck  o f the  
investee  increases. In ve s tm e n ts  o f re la tiv e ly  sm a ll pe rce n t
ages o f v o tin g  s tock  o f an  investee  te n d  to  be passive  in  
n a tu re  and  enable th e  in v e s to r to  have  l i t t le  o r no  in fluence  
on th e  o p e ra tio n s  o f th e  investee .

.13 Some h o ld  th e  v ie w  th a t n e ith e r th e  m a rk e t va lue  
m ethod  n o r th e  e q u ity  m ethod  is  a p p ro p ria te  a cco u n tin g  fo r  
in ve s tm e n ts  in  com m on s tock  w he re  th e  in v e s to r h o ld s  less 
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th a n  m a jo r ity  o w n e rsh ip  o f th e  v o tin g  s tock. T h e y  w o u ld  
account fo r  such inve s tm e n ts  a t cost. U n d e r th a t v ie w  the  
in v e s to r is  n o t e n title d  to  recogn ize  ea rn in g s  on its  in v e s t
m e n t u n t il a r ig h t  to  c la im  th e  e a rn ings arises, and  th a t 
c la im  a rises o n ly  to  th e  e x te n t d iv id e n d s  are  decla red . The  
in v e s to r is  considered to  have no e a rn in g s  on its  in ve s tm e n t 
unless i t  is  in  a p o s itio n  to  c o n tro l the  d is tr ib u tio n  o f earn
in g s . L ik e w is e , an in ve s tm e n t o r an in v e s to r’s ope ra tion s  
are  n o t a ffe c te d  b y  losses o f an investee  unless those losses 
in d ic a te  a loss in  va lu e  o f the  in ve s tm e n t th a t sh ou ld  be 
recogn ized .

OPINION

.14  T he  B o a rd  re a ffirm s  th e  conc lus ion  th a t in ve s to rs  
shou ld  accoun t fo r  in ve s tm e n ts  in  com m on s tock o f uncon
so lid a te d  dom estic  su b s id ia rie s  b y  th e  e q u ity  m ethod  in  
co n so lid a te d  fin a n c ia l sta tem ents, and the  B o a rd  now  ex
tends th is  conc lus ion  to  in ve s tm e n ts  in  com m on s tock o f 
a ll u nconso lida ted  su b s id ia rie s  (fo re ig n  as w e ll as dom estic ) 
in  conso lida ted  fin a n c ia l sta tem ents. The e q u ity  m ethod  
is  n o t, how ever, a  v a lid  s u b s titu te  fo r  co n so lid a tio n  and  
shou ld  n o t be used to  ju s t ify  e xc lu s io n  o f a s u b s id ia ry  w hen  
co n so lid a tio n  is  o th e rw ise  a p p ro p ria te . T he  B o a rd  a lso  con
cludes th a t p a re n t com panies shou ld  accoun t fo r  in v e s t
m ents in  th e  com m on s tock  o f su b s id ia rie s  b y  the  e q u ity  
m ethod  in  p a ren t-com pa ny fin a n c ia l sta tem ents p re p a re d  
fo r  issuance to  s tockho lde rs  as th e  fin a n c ia l s ta tem ents o f 
th e  p r im a ry  re p o rtin g  e n tity .4

[.1 5 ] [S uperseded, e ffe c tive  J a n u a ry  1, 1977, b y  
F A S B  S ta tem en t N o. 13] (see section  4053).

.16  T he  B o a rd  concludes th a t th e  e q u ity  m ethod best 
enables in v e s to rs  in  co rp o ra te  jo in t  ve n tu re s  to  re fle c t the  
u n d e rly in g  n a tu re  o f th e ir  in ve s tm e n t in  those ven tu res .

4 Section 2051.03-.04 and section 1081.08 described, am ong other th ings, 
the  cond itio ns  under w h ic h  a su b s id ia ry  shou ld  o r  m ig h t n o t be conso li
dated. T he  lim ita tio n s  on conso lida tion  described in  section 2051.03 and  
section 1081.08, shou ld  also be app lied  as lim ita tio n s  to  the use o f the  equ ity  
m ethod. T h e  B o a rd  has de ferred  fu r th e r  cons ide ra tion  o f the tre a tm e n t o f 
fo re ig n  subsid iaries in  conso lida ted  s ta tem ents and the  tre a tm e n t o f a ll 
subsid iaries in  pa ren t-com pany s ta tem ents th a t are n o t prepared fo r  issu
ance to  s tockho lde rs  as the financ ia l s ta tem ents o f the p r im a ry  re p o rtin g  
e n tity  u n t il the  accounting  research s tu d y  on in te rco rp o ra te  investm en ts  
is  pub lished. In  th e  m eantim e, the  p ro v is ion s  o f section 1081 con tinue  
in  effect. T h e  conclusions in  pa ra g ra ph  .14 o f th is  section a p p ly  to  in ve s t
m ents in  fo re ig n  subsid iaries unless those  com panies are o p e ra tin g  under  
co n d itio ns  o f exchange re s tr ic tio n s , co n tro ls  o r  o th e r unce rta in ties  o f  a 
typ e  th a t w o u ld  a ffec t decisions as to  conso lida tion  o r  app lica tion  o f the  
e q u ity  m e th o d ; i f  those conditions exist, the  cost m e th o d  shou ld  be fo llo w e d .
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T h e re fo re , in ve s to rs  shou ld  accoun t fo r  in ve s tm e n ts  in  com 
m on s tock  o f co rp o ra te  jo in t  ve n tu re s  b y  the  e q u ity  m ethod, 
b o th  in  conso lida ted  fin a n c ia l s ta tem ents  and in  pa ren t-com 
p a n y  fin a n c ia l sta tem ents p re p a re d  fo r  issuance to  s to ck 
h o ld e rs  as th e  fin a n c ia l s ta tem ents o f th e  p r im a ry  re p o rtin g  
e n tity .6

.17  T he  B o a rd  concludes th a t th e  e q u ity  m ethod  o f 
a cco u n tin g  fo r  an in ve s tm e n t in  com m on stock  shou ld  also  
be fo llo w e d  b y  an in v e s to r w hose in ve s tm e n t in  v o tin g  s tock  
g ives i t  th e  a b ility  to  exercise  s ig n ific a n t in flu e n ce  o ve r op
e ra tin g  and fin a n c ia l p o lic ie s  o f an  investee  even th o u g h  the  
in v e s to r h o ld s  50%  o r less o f th e  v o tin g  stock. A b ilit y  to  
exercise  th a t in fluence  m ay be in d ic a te d  in  severa l w ays, 
such as re p re se n ta tio n  on th e  b o a rd  o f d ire c to rs , p a rtic ip a 
tio n  in  p o lic y  m a k in g  processes, m a te ria l in te rco m p a n y  
tra n sa c tio n s , in te rch a n g e  o f m a n a g e ria l personne l, o r te ch 
n o lo g ic a l dependency. A n o th e r im p o rta n t co n s id e ra tio n  is  
th e  e x te n t o f o w n e rsh ip  b y  an  in v e s to r in  re la tio n  to  th e  
co n ce n tra tio n  o f o th e r sha reho ld ings, b u t s u b s ta n tia l o r 
m a jo r ity  ow ne rsh ip  o f the  v o tin g  s tock  o f an investee  b y  
a n o th e r in v e s to r does n o t n e cessa rily  p rec lude  the  a b ility  
to  exercise s ig n ific a n t in fluence  b y  th e  in v e s to r. The B o a rd  
recognizes th a t d e te rm in in g  th e  a b ility  o f an in v e s to r to  
exercise such in fluence  is  n o t a lw ays c le a r and  a p p ly in g  
ju d g m e n t is  necessary to  assess th e  s ta tu s  o f each in v e s t
m ent. In  o rd e r to  ach ieve a reasonab le degree o f u n ifo rm ity  
in  a p p lic a tio n , th e  B o a rd  concludes th a t an  in ve s tm e n t 
(d ire c t o r in d ire c t)  o f 20%  o r m ore o f the  v o tin g  s tock o f * *

[5] Foo tno te  5 to  paragraph  .15 superseded b y  F A S B  S ta tem ent N o. 13.
6 The equity method should not be applied to  the investments described 

in  th is  parag raph  in so fa r as the  lim ita tio n s  on the  use o f the e q u ity  m ethod  
o u tlin e d  in  fo o tno te  4 w o u ld  be app licab le  to  investm en ts  o th e r than  those  
in  subsid iaries.
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an investee  shou ld  lead  to  a p re su m p tio n  th a t in  th e  absence 
o f evidence to  th e  c o n tra ry  an in v e s to r has th e  a b ility  to  
exercise  s ig n ific a n t in fluence  o ve r an investee . C onverse ly, 
an in ve s tm e n t o f less th a n  20%  o f th e  v o tin g  s tock o f an  
investee  shou ld  lead  to  a p re su m p tio n  th a t an in v e s to r does 
n o t have the  a b ility  to  exercise s ig n ific a n t in fluence  unless  
such a b ility  can be dem onstra ted . W h e n  the  e q u ity  m ethod  
is  a p p ro p ria te , i t  shou ld  be a p p lie d  in  conso lida ted  fin a n c ia l 
sta tem ents and in  p a ren t-com pa ny fin a n c ia l s ta tem ents  p re 
pa red  fo r  issuance to  s to ckh o ld e rs  as the  fin a n c ia l s ta te 
m en ts o f the  p r im a ry  re p o rtin g  e n tity .7

.18 A n  in v e s to r’s voting stock interest in  an investee  
shou ld  be based on those c u rre n tly  o u ts ta n d in g  se cu ritie s  
w hose h o ld e rs  have  p re se n t v o tin g  p riv ile g e s . P o te n tia l 
v o tin g  p riv ile g e s  w h ic h  m ay becom e a va ila b le  to  h o ld e rs  o f 
se cu ritie s  o f an investee  shou ld  be d is re g a rd e d . A n  in 
v e s to r’s share of the earnings or losses o f an  investee  shou ld  
be based on  the  shares o f common s to ck  h e ld  b y  an  in v e s to r 
w ith o u t re c o g n itio n  o f se cu ritie s  o f th e  investee  w h ic h  a re  
d es igna ted  as “ com m on s tock  e q u iv a le n ts ”  u n d e r sec
t io n  2011.8

.19 Applying the equity method. T he  d iffe re n ce  be
tw een co n so lid a tio n  and th e  e q u ity  m ethod  lie s  in  th e  d e ta ils  
re p o rte d  in  th e  fin a n c ia l s ta tem ents. T hus, an in v e s to r’s 
n e t incom e fo r  th e  p e rio d  and its  s to ckh o ld e rs ’ e q u ity  a t th e  
end o f th e  p e rio d  are th e  same w h e th e r an  in ve s tm e n t in  a  
s u b s id ia ry  is  accounted fo r  u n d e r th e  e q u ity  m e thod  o r the  
s u b s id ia ry  is  co n so lid a te d  (e xce p t as in d ic a te d  in  p a ra 
g ra p h  .19 i) .  T he  procedures se t fo r th  be lo w  shou ld  be fo l
low ed  b y  an  in v e s to r in  a p p ly in g  the  e q u ity  m e thod  o f 
a cco u n tin g  to  in ve s tm e n ts  in  com m on s to ck  o f u nconso li-

7 T h e  e q u ity  m ethod  shou ld  n o t be app lied  to  the  investm en ts  described  
in  th is  pa rag raph  in so fa r as the  lim ita tio n s  on the use o f  the  e q u ity  m ethod  
o u tlin e d  in  fo o tno te  4 w o u ld  be app licab le  to  investm en ts  o th e r th a n  those  
in  subsid iaries.

8 Section 2011.39 states: “ T h e  des igna tion  o f securities as com m on s tock  
equ iva lents  in  th is  section is so le ly  fo r  the  purpose o f d e te rm in in g  p r im a ry  
earn ings pe r share. N o  changes fro m  presen t practices are recom m ended  
in  the  accoun ting  fo r  such securities, in  th e ir  p resen ta tion  w ith in  the  
f in a n c ia l sta tem ents o r  in  the  m anner o f d e te rm in in g  ne t assets per com m on  
share. In fo rm a tio n  is ava ilab le  in  the  fin a n c ia l sta tem ents and elsewhere  
fo r  readers to  m ake ju d g m e n ts  as to  the  present and p o te n tia l sta tus o f the  
va riou s  securities o u ts tan d in g .”  Sections 2011A.20-.24 discuss the  tre a tm e n t 
o f com m on s tock equ iva lents o f subsid ia ries in  co m p u tin g  earn ings per 
share o f a pa ren t com pany. T he  p rov is ions  o f  those paragraphs also app ly  
to  investm en ts  in  com m on s tock  o f co rpo ra te  jo in t  ven tures and investee  
com panies accounted fo r  under the  e q u ity  m ethod.
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da ted  su b s id ia rie s , co rp o ra te  jo in t  ve n tu re s , and o th e r in 
vestees w h ic h  q u a lify  fo r  th e  e q u ity  m e th o d :

a. In te rc o m p a n y  p ro fits  and losses shou ld  be e lim i
n a te d  u n t il re a lize d  b y  th e  in v e s to r o r in vestee  as 
i f  a  s u b s id ia ry , co rp o ra te  jo in t  ve n tu re  o r investee  
com pany w ere  conso lida ted .

b. A  d iffe re n ce  betw een th e  cost o f an  in ve s tm e n t and  
th e  am oun t o f u n d e rly in g  e q u ity  in  n e t assets o f an  
in ve s te e  shou ld  be accounted  fo r  as i f  th e  investee  
w ere  a  conso lida ted  s u b s id ia ry .9

c. T he in v e s tm e n t(s ) in  com m on s tock shou ld  be show n  
in  th e  ba lance sheet o f an in v e s to r as a s in g le  
am oun t, and th e  in v e s to r ’s share o f e a rn in g s  o r 
losses o f an  in ve s te e (s ) sh ou ld  o rd in a r ily  be show n  
in  th e  incom e s ta te m e n t as a s in g le  am oun t excep t 
fo r  th e  e x tra o rd in a ry  ite m s  as spec ified  in  (d ) be low .

d. The in v e s to r ’s share o f e x tra o rd in a ry  ite m s  and  its  
share  o f p r io r-p e rio d  a d ju s tm e n ts  re p o rte d  in  th e  
fin a n c ia l sta tem ents o f th e  investee  in  accordance  
w ith  sections 2010 and  2012 sh o u ld  be c la ss ifie d  in  a  
s im ila r  m anner un less th e y  a re  im m a te ria l in  the  
incom e sta tem en t o f th e  in v e s to r. [A s  am ended, e f
fe c tiv e  fo r  events and  tra n sa c tio n s  o c c u rrin g  a fte r  
S eptem ber 30, 1973 b y  A P B  O p in io n  N o. 30.]

e. A  tra n s a c tio n  o f an  investee  o f a  c a p ita l n a tu re  th a t 
a ffe c ts  the  in v e s to r’s share o f s to c k h o ld e rs ’ e q u ity  
o f the  investee  sh ou ld  be accounted  fo r  as i f  the  
investee  w ere a co n so lid a te d  s u b s id ia ry .

f.  Sales o f s tock  o f an investee  b y  an in v e s to r shou ld  
be accounted fo r  as g a in s  o r losses equa l to  th e  
d iffe re n ce  a t th e  tim e  o f sale betw een s e llin g  p ric e  
and c a rry in g  am oun t o f th e  s to ck  so ld .

g. I f  fin a n c ia l s ta tem ents  o f an  investee  are n o t su ffi
c ie n tly  tim e ly  fo r  an in v e s to r to  a p p ly  th e  e q u ity  
m ethod  c u rre n tly , th e  in v e s to r o rd in a r ily  shou ld  
re co rd  its  share o f th e  e a rn in g s  o r losses o f an in 
vestee fro m  th e  m ost re ce n t a va ila b le  fin a n c ia l s ta te 
m ents. A  la g  in  re p o rtin g  sh o u ld  be co n s is te n t fro m  
p e rio d  to  p e rio d .

9 F o r  investm en ts  m ade p r io r  to  N o ve m b e r 1, 1970, the e ffec tive  date 
o f  section 5141, inves to rs  are no t requ ired  to  a m o rtize  a n y  g o o d w ill in  the  
absence o f evidence th a t the  g o o d w ill has a lim ite d  te rm  o f  existence; p ro 
spective a m o rtiz a tio n  o f such g o o d w ill is encouraged.
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h . A  loss in  va lu e  o f an in v e s tm e n t w h ic h  is  o th e r th a n  
a te m p o ra ry  dec line  sh o u ld  be recogn ized  th e  same 
as a loss in  va lu e  o f o th e r lo n g -te rm  assets. E v i
dence o f a  loss in  va lu e  m ig h t in c lu d e , b u t w o u ld  
n o t n e ce ssa rily  be lim ite d  to , absence o f an  a b ility  
to  re co ve r th e  c a rry in g  a m o u n t o f th e  in ve s tm e n t 
o r in a b ility  o f th e  investee  to  su s ta in  an  e a rn in g s  
c a p a c ity  w h ic h  w o u ld  ju s t ify  th e  c a rry in g  am oun t 
o f th e  in ve s tm e n t. A  c u rre n t fa ir  va lu e  o f an  in 
ves tm e n t th a t is  less th a n  its  c a rry in g  a m o u n t m ay  
in d ic a te  a  loss in  va lu e  o f th e  in ve s tm e n t. H ow eve r, 
a d e c lin e  in  th e  quo te d  m a rk e t p ric e  b e lo w  th e  
c a rry in g  a m oun t o r th e  existence  o f o p e ra tin g  losses 
is  n o t n e ce ssa rily  in d ic a tiv e  o f a  loss in  va lu e  th a t 
is  o th e r th a n  te m p o ra ry . A ll a re  fa c to rs  to  be 
e va lua te d .

i.  A n  in v e s to r ’s share o f losses o f an investee  m ay  
equa l o r exceed th e  c a rry in g  a m o u n t o f an  in v e s t
m e n t accounted  fo r  b y  th e  e q u ity  m e thod  p lu s  
advances m ade b y  th e  in v e s to r. The in v e s to r o r
d in a r ily  sh o u ld  d is co n tin u e  a p p ly in g  th e  e q u ity  
m ethod  w hen  th e  in v e s tm e n t (a n d  n e t advances) is  
reduced  to  zero and sh o u ld  n o t p ro v id e  fo r  a d d i
tio n a l losses un less th e  in v e s to r has g ua ran te ed  ob
lig a tio n s  o f th e  investee  o r is  o th e rw ise  co m m itte d  
to  p ro v id e  fu r th e r  fin a n c ia l s u p p o rt fo r  th e  in 
vestee.10 11 I f  th e  investee  subsequen tly  re p o rts  n e t 
incom e, th e  in v e s to r sh o u ld  resum e a p p ly in g  th e  
e q u ity  m e thod  o n ly  a fte r  its  share  o f th a t n e t incom e  
equals th e  share o f n e t losses n o t recogn ized  d u rin g  
th e  p e rio d  th e  e q u ity  m e thod  w as suspended.

[ j . ]  [S uperseded, e ffe c tiv e  fo r  fis c a l p e rio d s  b e g in n in g  
a fte r  D ecem ber 31, 1971 b y  A P B  O p in io n  N o. 2 3 .]11

k . W hen  an investee  has o u ts ta n d in g  c u m u la tiv e  p re 
fe rre d  s tock, an in v e s to r sh o u ld  com pute  its  share  
o f e a rn in g s  (losses) a fte r  d e d u c tin g  th e  in ve s te e ’s 
p re fe rre d  d iv id e n d s , w h e th e r o r n o t such d iv id e n d s  
are dec la red .

10 A n  in v e s to r  shou ld , how ever, p ro v id e  fo r  a d d itio n a l losses w hen  the  
im m in e n t re tu rn  to  p ro fita b le  opera tions b y  an investee appears to  be 
assured. F o r  exam ple, a m a te ria l, n o n re c u rrin g  loss o f an iso la ted  na tu re  
m ay reduce an in ves tm en t b e low  zero  even th o u g h  the  u n d e r ly in g  p ro fita b le  
o p e ra tin g  p a tte rn  o f an investee is un im pa ired .

11 See section  4095.

The Equity Method for Investm ents in Common Stock
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l. An investment in  voting stock of an investee com
pany may fa ll below the level of ownership described 
in  paragraph .17 from  sale of a portion of an invest
ment by the investor, sale of additional stock by an 
investee, or other transactions and the investor may 
thereby lose the a b ility  to influence policy, as de
scribed in  that paragraph. An investor should dis
continue accruing its  share of the earnings or losses 
of the investee fo r an investment tha t no longer 
qualifies fo r the equity method. The earnings or 
losses tha t relate to the stock retained by the in 
vestor and that were previously accrued should re
main as a part of the carrying amount of the 
investment. The investment account should not be 
adjusted retroactively under the conditions de
scribed in  th is subparagraph. However, dividends 
received by the investor in  subsequent periods which 
exceed his share of earnings fo r such periods should 
be applied in  reduction of the carrying amount of 
the investment (see paragraph .06a).

m. An investment in  common stock of an investee tha t 
was previously accounted fo r on other than the 
equity method may become qualified fo r use of the 
equity method by an increase in  the level of owner
ship described in  paragraph .17 (i. e., acquisition of 
additional voting stock by the investor, acquisition 
or retirem ent of voting stock by the investee, or 
other transactions). When an investment qualifies
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fo r use of the equity method, the investor should 
adopt the equity method of accounting. The invest
ment, results of operations (current and p rio r 
periods presented), and retained earnings of the 
investor should be adjusted retroactively in  a man
ner consistent w ith  the accounting fo r a step-by-step 
acquisition of a subsidiary.

n. The carrying amount o f an investment in  common 
stock of an investee tha t qualifies fo r the equity 
method of accounting as described in  subparagraph 
(m) may d iffe r from  the underlying equity in  net 
assets of the investee. The difference should affect 
the determ ination of the amount of the investor’s 
share of earnings or losses of an investee as i f  the 
investee were a consolidated subsidiary. However, 
i f  the investor is unable to  relate the difference to 
specific accounts of the investee, the difference 
should be considered to be goodwill and amortized 
over a period not to exceed fo rty  years, in  accord
ance w ith  section 5141.12

.20 Disclosures. The significance of an investment to 
the investor’s financial position and results of operations 
should be considered in  evaluating the extent o f disclosures 
of the financial position and results of operations of an in 
vestee. I f  the investor has more than one investment in  
common stock, disclosures w holly or p a rtly  on a combined 
basis may be appropriate. The fo llow ing disclosures are 
generally applicable to the equity method of accounting fo r 
investments in  common stock:

a. Financial statements of an investor should disclose 
parenthetically, in  notes to financial statements, or 
in  separate statements or schedules (1) the name of 
each investee and percentage of ownership of com
mon stock, (2) the accounting policies of the investor 
w ith  respect to  investments in  common stock,13 and

12 F o r  investm en ts  made p r io r  to  N o vem ber 1, 1970, the e ffective  date 
o f section 5141, investo rs  are n o t requ ired  to  am o rtize  any g o o d w ill in  the  
absence o f evidence th a t the  g o o d w ill has a lim ite d  te rm  o f existence; 
prospective  a m o rtiz a tio n  o f such g o o d w ill is  encouraged.

13 D isc losu re  shou ld  inc lude  the  names o f any s ig n ifica n t investee co rpo 
ra tio n s  in  w h ic h  the  in ve s to r ho lds  20% o r  m ore  o f  the v o t in g  stock, b u t 
the  com m on stock is n o t accounted fo r  on the  e q u ity  m ethod, to g e th e r w ith  
the  reasons w h y  the  e q u ity  m ethod  is n o t considered app rop ria te , and the  
names o f any s ig n ifica n t investee co rpo ra tions  in  w h ic h  the in ve s to r holds  
less th a n  20%  o f the v o tin g  s tock and the  com m on s tock is accounted fo r  
on the  e q u ity  m ethod , to g e th e r w ith  the  reasons w h y  the  e q u ity  m ethod  
is considered approp ria te .

A IC P A  Professional Standards AC § 5131.20



9384 A ssets

(3) the difference, i f  any, between the amount at 
which an investment is carried and the amount of 
underlying equity in  net assets and the accounting 
treatment of the difference.

b. For those investments in  common stock fo r which a 
quoted market price is available, the aggregate 
value o f each identified investment based on the 
quoted market price usually should be disclosed.
This disclosure is not required fo r investments in  
common stock of subsidiaries.

c. When investments in  unconsolidated subsidiaries 
are, in  the aggregate, m aterial in  relation to financial 
position or results o f operations, summarized in 
form ation as to assets, liab ilities , and results of op
erations should be presented in  the notes or separate 
statements should be presented fo r such subsidiaries, 
either ind iv idua lly  or in  groups, as appropriate.

d. When investments in  common stock o f corporate 
jo in t ventures or other investments o f 50% or less 
accounted fo r under the equity method are, in  the 
aggregate, m aterial in  re lation to the financial posi
tion  or results o f operations o f an investor, i t  may 
be necessary fo r summarized inform ation as to as
sets, liab ilities , and results o f operations of the 
investees to be presented in  the notes or in  separate 
statements, either ind iv idua lly  or in  groups, as 
appropriate.

e. Conversion of outstanding convertible securities, ex
ercise o f outstanding options and warrants and 
other contingent issuances of an investee may have 
a significant effect on an investor’s share of reported 
earnings or losses. Accordingly, m aterial effects o f 
possible conversions, exercises or contingent issu
ances should be disclosed in  notes to the financial 
statements of an investor.14

EFFECTIVE DATE

.21 This section shall be effective fo r a ll fiscal periods 
beginning a fte r December 31, 1971, and should be applied 
retroactively to a ll investments in  common stock held

14 See fo o tn o te  8.
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during any portion of the period fo r which results o f opera
tions are presented regardless of the date the investments 
were acquired. However, the Board encourages earlier ap
plication of the provisions of th is section. Adjustments 
resulting from  a change in  accounting method to comply 
w ith  th is section should he treated as adjustments o f p rio r 
periods, and financial statements presented fo r the periods 
affected should be restated appropriately.

  T h e  n e x t  p a g e  i s  9 3 8 9 .   
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AC Section  5132
Accounting tor Certain 

Marketable Securities

[Source: FASB Statement No. 12.]

December 1975

INTRODUCTION AND BACKGROUND INFORMATION

.01 There has long been d ive rs ity  in accounting fo r m arketable 
securities. Paragraph 9, Chapter 3A, “ C urren t Assets and C ur
rent L ia b ilit ie s ,”  o f Accounting Research Bulletin (A R B ) No. 43 
[section 2031.09] (o r ig in a lly  adopted as ARB No. 30 in  1947) 
narrowed practice somewhat by s ta tin g :

. . . practice varies w ith  respect to  the carry ing  basis fo r  current 
assets such as m arketable securities and inventories. In  the 
case o f marketable securities where m arket value is less than 
cost by a substantial am ount and it  is evident that the decline 
in  m arket value is not due to a mere tem porary cond ition, the 
am ount to be included as a current asset should not exceed 
the m arket value.

Chapter 3A  of ARB No. 43 [section 2031] did not, however, 
deal w ith  the question o f w he ther a w rite -up  o f a previous 
w rite -dow n  m igh t be permissible to  reflect a recovery in  the 
m arket. Accounting Principles Board (APB)  Opinion No. 18 
[section 5131], “ The E q u ity  M ethod of A ccoun ting  fo r In ve s t
ments in Common S tock,”  dealt w ith  accounting fo r invest
ments by the e qu ity  m ethod when the investo r has “ s ign ificant 
influence”  over the investee, thus estab lish ing accounting p r in 
ciples fo r those investments. In  addition, a number o f In d u s try  
A u d it Guides, issued by  the A IC P A  fo r certa in industries, 
describe specialized accounting practices applied in those indus
tries. A t  present, some enterprises are c a rry in g  m arketable 
securities at cost, some at market (or variations of market), some 
at the lower o f cost or market, and some are applying more than 
one o f those methods to different classes o f securities. During
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1973 and 1974, there were substantial declines in market values 
of many securities. As a result, in many enterprises where securi
ties are carried at cost, the carrying amount is in excess o f current 
market value. In  other enterprises where carrying amounts were 
written down to reflect the market decline, the partial recovery 
in the market in 1975 has given rise to a situation in which 
securities are being carried at amounts which are below both 
original cost and current market value.

.02 Concern over the lack of definitive guidance in the authorita
tive literature w ith  respect to certain accounting problems accen
tuated by these conditions led to requests fo r the FASB to con
sider those problems on an urgent basis. The issues raised were 
submitted to the members of the Board’s Screening Committee on 
Emerging Problems, and their recommendations were weighed by 
the Board in arriving at its decision to proceed w ith  a project o f 
lim ite d  scope, based on the three questions stated in para
graph .03.

.03 The Board has concluded that the fo llow ing questions con
cerning financial accounting and reporting fo r marketable securi
ties require resolution as soon as possible:

a) Under what circumstances should marketable equity securities 
that are carried on a cost basis be written down below cost?

b) Should marketable equity securities that have been written 
down be written back up based on market recoveries or other 
criteria?

c) I f  a parent company and one or more subsidiaries or investees 
fo llow  different methods of accounting fo r marketable securi
ties, should any adjustments be made to conform the sub
sidiaries’ or investees’ methods o f accounting to that o f the 
parent company in  consolidated or parent company financial 
statements?1

.04 A n  Exposure D ra ft o f a proposed Statement on “ Accounting 
fo r Certain Marketable Securities”  was issued November 6, 1975, 
and a public hearing based on the Exposure D ra ft was held on 
December 8, 1975. The Board received 272 position papers and 
letters of comment in  response to the Exposure D raft. Twenty 
presentations were made at the public hearing.

1 The  te rm  parent company financia l statements as used in  th is  S ta te 
m en t is lim ite d  to  those paren t com pany financ ia l statements prepared  
fo r  issuance as the financ ia l statem ents o f the p rim a ry  re p o rtin g  e n tity .
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.05 This Statement does not apply to not-fo r-pro fit organizations2 
or mutual life insurance companies; it  does, however, apply to 
m utua l savings banks (see paragraphs .39 and .40) as w ell as to  
other fo r-p ro fit mutual enterprises. This Statement also does not 
apply to employee benefit plans because that subject is a separate 
item on the FASB’s current agenda.

.06 Investm ents accounted fo r by the equ ity method, as de
scribed in  A P B  O p in io n  N o .  1 8  [section 5131], are beyond the 
scope of th is  Statement except fo r the provisions o f para
graph .18.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Enterprises in Industries Not Having Specialized Accounting Prac
tices with Respect to Marketable Securities

.07 F o r purposes of app ly ing  paragraphs .08-.13 of th is  State
ment, certain term s are defined as fo llows :

a) E q u it y  s e c u r ity  encompasses any instrument representing own
ership shares (e.g., common, preferred, and other capital 
stock), or the right to acquire (e.g., warrants, rights, and call 
options) or dispose o f (e.g., put options) ownership shares in 
an enterprise at fixed o r determinable prices. The term does 
not encompass preferred stock that by its terms either must be 
redeemed by the issuing enterprise or is redeemable at the 
option of the investor, nor does it include treasury stock or 
convertible bonds.

b) M a rk e ta b le ,  as applied to an equity security, means an equity 
security as to which sales prices or bid and ask prices are 
currently available on a national securities exchange (i.e., 
those registered w ith  the Securities and Exchange Commis
sion) or in the over-the-counter market. In  the over-the- 
counter market, an equity security shall be considered market
able when a quotation is publicly reported by the National 
Association of Securities Dealers Autom atic Quotations Sys
tem or by the National Quotations Bureau Inc. (provided, in 
the latter case, that quotations are available from  at least 
three dealers). Equity securities traded in foreign markets

2 F o r th is  purpose, n o t- fo r -p ro fit  o rgan iza tions are  those described 
in  the th ird  sentence o f paragraph 5 o f the  In tro d u c tio n  to  A R B  N o. 43 
[section 510.05].
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shall be considered marketable when such markets are o f a 
breadth and scope comparable to those referred to above. 
Restricted stock3 does not meet this definition.

c) M a r k e t  p r ic e  refers to the price (see paragraph .0 7 (b )) o f a 
single share or unit of a marketable equity security.

d) M a rk e t  v a lu e  refers to the aggregate o f the market price times 
the number of shares or units of each marketable equity secur
ity  in the portfo lio . When an entity has taken positions 
involving short sales, sales o f calls, and purchases of puts fo r 
marketable equity securities and the same securities are in 
cluded in the portfo lio , those contracts shall be taken into 
consideration in the determination o f market value o f the 
marketable equity securities.

e) C o s t refers to the original cost o f a marketable equity security 
unless a new cost basis has been assigned based on recognition 
of an impairment of value that was deemed other than tem
porary or as the result o f a transfer between current and
noncurren t classifications as described in  paragraph .10. In  
such cases, the new cost basis shall be the cost fo r  the pur
poses o f th is  Statement.

f) The v a lu a t io n  a llo w a n c e  fo r a marketable equity securities 
portfo lio  represents the net unrealized loss (the amount by 
which aggregate cost exceeds market value) in that portfo lio .

g) The c a r ry in g  a m o u n t  o f a marketable equity securities port
fo lio  is the amount at which that portfo lio  of marketable equity 
securities is reflected in the financial statements o f an enter
prise.

h) A  re a liz e d  g a in  o r  loss  represents the difference between the 
net proceeds from  the sale o f a marketable equity security and 
its cost.

i) N e t u n re a liz e d  g a in  o r  lo ss  on a marketable equity securities

3 Restricted stock fo r  purposes o f th is  S ta tem ent shall mean securities  
fo r w h ich  sale is res tric ted  by a gove rnm enta l o r con trac tua l requ irem ent 
except where such requ irem en t term inates w ith in  one year or where the  
ho lde r has the power by con trac t o r otherw ise to  cause the requ irem ent 
to  be m et w ith in  one year. A n y  po rtio n  o f the stock w h ich  can reason
a b ly  be expected to  q u a lify  fo r  sale w ith in  one year, such as m ay be the  
case under R u le  144 o r s im ila r rules o f the  S ecurities and Exchange  
C om m ission, is no t considered restric ted.
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portfo lio  represents the difference between the market value 
of its securities and their aggregate cost at any given date.

.08 The carrying amount of a marketable equity securities portfo lio  
shall be the lower of its aggregate cost or market value, determined 
at the balance sheet date. The amount by which aggregate cost o f 
the portfo lio  exceeds market value shall be accounted fo r as the 
valuation allowance.

.09 Marketable equity securities owned by an entity4 shall, in the 
case of a classified balance sheet, be grouped into separate portfolios 
according to the current or noncurrent classification of the securities 
for the purpose of comparing aggregate cost and market value to 
determine carrying amount. In  the case of an unclassified balance 
sheet, marketable equity securities shall fo r the purposes of this 
Statement be considered as noncurrent assets. The current port
folios of entities that are consolidated in financial statements and 
that do not fo llow  specialized industry accounting practices w ith 
respect to marketable securities shall be treated as a single con
solidated portfo lio  for the comparison o f aggregate cost and market 
value; sim ilarly, the noncurrent portfolios of entities that are con
solidated in financial statements and that do not fo llow  specialized 
industry accounting practices w ith respect to marketable securities 
shall be treated as a single consolidated portfo lio  fo r the comparison 
o f aggregate cost and market value. The portfolios o f marketable 
equity securities owned by an entity (subsidiary or investee) that 
is accounted fo r by the equity method shall not be combined with 
the portfolios of marketable equity securities owned by any other 
entity included in the financial statements.5 However, such an 
entity is, itself, subject to the requirements o f this Statement.

.10 I f  there is a change in the classification o f a marketable 
equity security between current and noncurrent, the security shall

4 F o r th is  purpose, m arketable equ ity  securities owned b y  an investee  
accounted fo r  by  the e q u ity  m ethod sha ll n o t be considered owned by  
the e n tity  (in ves to r).

5 T h is  constitu tes an exception to  paragraph 19 o f A P B  O pinion  
No. 18 [section  5131.19] in  those cases in  w h ich  a subs id ia ry  accounted 
fo r  under the equ ity  m ethod has a net unrea lized gain o r loss on a p o rt
fo lio  o f m arketab le  equ ity  securities tha t w o u ld  serve to  o ffse t, in  whole  
o r  in  part, the net unrea lized gain o r  loss on a comparable p o rtfo lio  o f 
m arke tab le  equ ity  securities o f  the  pa ren t o r consolidated e n tity . I f  the 
subsid iary were consolidated and its  p o rtfo lio s  were com bined w ith  com 
parable p o rtfo lio s  o f o th e r en tities in  the conso lidation in  accordance  
w ith  th is  paragraph, a d iffe re n t effect on consolidated net incom e w o u ld  
be produced, as compared w ith  the e q u ity  m ethod.
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be transferred between the corresponding portfolios at the lower 
of its cost or market value at date of transfer. I f  market value is 
less than cost, the market value shall become the new cost basis, 
and the difference shall be accounted fo r as if  it were a realized 
loss and included in the determination o f net income.

.11 Realized gains and losses shall be included in the determina
tion o f net income o f the period in which they occur. Changes in 
the valuation allowance fo r a marketable equity securities port
fo lio  included in current assets shall be included in the determina
tion of net income of the period in which they occur. Accumulated 
changes in  the valuation allowance fo r a marketable equity secu
rities portfo lio  included in noncurrent assets or in an unclassified 
balance sheet shall be included in the equity section of the balance 
sheet and shown separately.

.12 The fo llow ing inform ation w ith  respect to marketable equity 
securities owned shall be disclosed either in the body of the 
financial statements or in the accompanying notes:

a) As o f the date of each balance sheet presented, aggregate cost 
and market value (each segregated between current and non- 
current portfolios when a classified balance sheet is presented) 
w ith identification as to which is the carrying amount.

b) As o f the date o f the latest balance sheet presented, the fo l
lowing, segregated between current and noncurrent portfolios 
when a classified balance sheet is presented:

i) Gross unrealized gains representing the excess of market 
value over cost fo r all marketable equity securities in the 
portfo lio  having such an excess.

ii) Gross unrealized losses representing the excess of cost 
over market value fo r all marketable equity securities in  
the portfo lio  having such an excess.

c) For each period fo r which an income statement is presented:

i) Net realized gain or loss included in the determination of 
net income.

ii)  The basis on which cost was determined in computing 
realized gain or loss (i.e., average cost or other method 
used).
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iii)  The change in the valuation allowance(s) that has been 
included in the equity section o f the balance sheet during 
the period and, when a classified balance sheet is pre
sented, the amount of such change included in the deter
m ination of net income.

.13 A n  enterprise’s financial statements shall not be adjusted for 
realized gains or losses or fo r changes in market prices w ith 
respect to marketable equity securities when such gains or losses 
or changes occur after the date o f the financial statements but 
p rio r to their issuance, except fo r situations covered by paragraph 
.21. However, significant net realized and net unrealized gains and 
losses arising after the date o f the financial statements, but prior 
to their issuance, applicable to marketable equity securities owned 
at the date o f the most recent balance sheet shall be disclosed.

Enterprises in Industries Having Specialized Accounting 
Practices with Respect to Marketable Securities

.14 Certain industries apply specialized industry accounting 
practices w ith  respect to marketable securities. Such industries 
include investment companies, brokers and dealers in  securities, 
stock life  insurance companies, and fire and casualty insurance
companies. Except fo r the requirem ents in  paragraphs .15, .21, 
and .22, th is  Statement does not a lte r any in d u s try ’s specialized 
accounting practices. Paragraphs .15, .17, and .19 deal w ith  
m arketab le  equ ity securities as th a t te rm  is defined in  para
graph .07. Paragraphs .16, .18, and .20-.22 deal w ith  m arke t
able securities as tha t te rm  is used in  the particu la r industries 
concerned, inc lud ing , b u t no t lim ited  to, marketable equ ity  
securities.

.15 Entities that carry marketable equity securities at cost shall 
hereafter carry them at the lower o f their aggregate cost or market 
value.6 In  making this determination, the provisions o f paragraphs
.07-.09 shall be applied w ith  the exception o f the th ird  sentence o f 
paragraph .09. The portfo lios o f entities that are consolidated in 
financial statements and that fo llow  the same specialized industry 
accounting practices w ith  respect to marketable equity securities *

6 T h is  does n o t preclude en tities  in  indus tries  in  w h ich  e ithe r the  
cost basis o r  the m arke t basis is  an accepted specialized practice  fro m  
e lecting  the m arke t basis where such e lection is  perm issib le in  th a t 
in d u s try . I n  such an election, the  prov is ions o f paragraphs 15-17 o f 
A P B  O pin ion No. 20 [section  1051.15-.17], “ A c co u n tin g  Changes,”  sha ll 
n o t apply.
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shall be treated as a single portfo lio  fo r the comparison of aggre

gate cost and market value. This Statement does not alter any 
entity ’s specialized industry practice fo r reporting gains and losses, 
whether realized or unrealized, fo r marketable equity securities.

.16 Entities that do not include unrealized gains and losses7 on 
marketable securities in the determination of net income but that 
do include them in the equity section o f the balance sheet shall 
disclose the fo llow ing inform ation, either in  the body o f the finan
cial statements or in the accompanying notes:

a) Gross unrealized gains and gross unrealized losses as of the 
date o f the latest balance sheet presented.

b) Change in net unrealized gain or loss (the amount by which 
equity has been increased or decreased as a result of unrealized 
gains and losses) fo r each period fo r which an income state
ment is presented.

.17 An enterprise’s financial statements shall not be adjusted fo r 
realized gains or losses or fo r changes in market prices w ith  respect 
to marketable equity securities when such gains or losses or 
changes occur after the date o f the financial statements, but p rio r 
to the ir issuance, except fo r situations covered by paragraph .21. 
However, significant net realized and net unrealized gains and 
losses arising after the date o f the financial statements, but prior 
to their issuance, applicable to marketable equity securities in the 
portfo lio  at the date of the most recent balance sheet shall be 
disclosed.

Enterprises That Include Entities Whose Accepted Accounting 
Practices Differ w ith Respect to Marketable Securities

.18 I f  an investee accounted fo r by the equity method or a sub
sidiary follows accepted accounting practices that are different 
from those of the parent or investor w ith  respect to marketable 
securities, those practices shall be retained in the consolidated or 
parent company financial statements in which those entities are 
included. As an exception to this requirement, if  it is the 
practice o f the parent or investor to include realized gains and

7 F o r the purposes o f paragraph .16, unrea lized  gains and losses shall 
have the same m eaning as is p resen tly  accepted in  the p a rticu la r indus
t r y ’s specialized accounting  practice.
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losses in the determination o f net income, or would so include 
them if  present, the accounting treatment o f a subsidiary or an 
investee that does not fo llow  such practice shall be conformed to 
that o f the parent o r investor in that particular respect in con
solidated or parent company financial statements.

.19 I f  the parent company in a consolidation follows specialized 
industry accounting practices w ith  respect to marketable securities 
but two or more consolidated subsidiaries do not (and hence are 
subject to  the provisions o f paragraphs .08-.13 o f th is  S tate
m en t), the cu rren t and noncurrent po rtfo lio s  o f m arketable 
equ ity  securities o f such subsidiaries shall be consolidated as 
separate cu rren t and noncurrent portfo lios  in  the manner p ro 
vided in  paragraph .09, exclusive of the portfo lios  o f the parent 
company, fo r the purpose o f de te rm in ing  ca rry ing  amounts in 
accordance w ith  paragraph .09. The in fo rm a tion  required by 
paragraph .12 shall be disclosed in  the consolidated financia l 
statements w ith  respect to  such subsidiaries.

.20 I f  the consolidated financial statements reflect more than one 
accepted practice o f accounting fo r marketable securities, the 
disclosures required by this Statement and those encompassed by 
specialized industry practice, as applicable, shall be disclosed 
either in the body o f the financial statements o r in the accompany
ing notes fo r the marketable securities accounted fo r under each 
such practice.

Decline in Market Value Is Assessed to Be Other Than Temporary

.21 For those marketable securities fo r which the effect o f a 
change in carrying amount is included in  stockholders’ equity 
rather than in net income (including marketable securities in 
unclassified balance sheets), a determination must be made as 
to  whether a decline in market value below cost as o f the balance 
sheet date o f an ind ividual security is other than temporary.8 I f  
the decline is judged to be other than temporary, the cost basis 
o f the ind ividual security shall be w ritten down to a new cost basis 
and the amount o f the write-down shall be accounted fo r as a 
realized loss. The new cost basis shall not be changed fo r sub
sequent recoveries in  market value.

8 F o r  a recen t d iscussion o f th is  sub ject, see the  A u d it in g  In te rp re ta 
t io n  pub lished  b y  the  s ta ff o f  the  A u d it in g  Standards D iv is io n , A IC P A ,  
“ E v id e n tia l M a tte r  fo r  the  C a rry in g  A m o u n t o f M arke tab le  S ecuri
ties,”  in  The Journa l o f  Accountancy, A p r i l  1975. (See A U  section
9332.01-.14.)
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Income Taxes

.22 Unrealized gains and losses on m arketable securities, 
whether recognized in  net income o r included in  the equity 
section o f the balance sheet, shall be considered as t im in g  d iffe r
ences, and the provisions of A P B  O p in io n  N o .  11 [section 4091], 
"A cco u n tin g  fo r Income Taxes,”  shall be applied in determ ining 
w hether such net unrealized gain o r loss shall be reduced by 
the applicable income tax effect. A  tax effect shall be recog
nized on an unrealized capita l loss on ly  when there exists 
assurance beyond a reasonable doubt th a t the benefit w il l  be 
realized by an offset o f the loss against capita l gains.

Effective Date and Transition

.23 The provisions o f this Statement, other than those o f para
graph .18, shall be effective fo r financial statements fo r  annual and 
interim  periods ending on or after December 31, 1975.9 I f  in 
itia l application o f this Statement necessitates establishment o f a 
valuation allowance fo r a marketable equity securities portfo lio  
included in current assets, the amount thereof shall be included in 
the determination of net income fo r the period in  which this State
ment is in itia lly  applied. I f  in itia l application o f this Statement 
necessitates establishment of a valuation allowance fo r a market
able equity securities portfo lio  included in noncurrent assets or 
in an unclassified balance sheet, the amount thereof shall be 
reflected separately in  stockholders’ equity as o f the end of the 
period in  which this Statement is in itia lly  applied. For in itia l 
application o f this Statement, the provisions o f paragraph .10 shall 
not apply to transfers between current and noncurrent classifica
tions made as o f or before December 31, 1975.* 10 11 Financial state
ments fo r annual and interim  periods ending before December 31, 
197511 shall not be restated except as stated below. The provisions 
o f paragraph .18 o f this Statement shall be e ffective fo r financia l 
statements fo r annual and interim  periods ending on or after 
December 31, 1975.12 Those provisions shall be applied retro
actively by p rio r period adjustment (described in  paragraphs 18 
and 26 o f A P B  O p in io n  N o .  9  [sections 2010.17 and 2010.25], 
"R e po rtin g  the Results o f O perations” ). W hen  p r io r  period

9F o r enterprises having fiscal years o f 52 o r  53 weeks instead o f  the  
calendar year, th is  S ta tem ent sha ll be e ffective  fo r  financ ia l statem ents  
fo r  periods e n d ing  in  la te  Decem ber 1975.

10 See foo tno te  9.
11 See fo o tn o te  9.
12See fo o tno te  9.
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financia l statements o r financia l summaries or o ther data de
rived therefrom  arc presented, they shall he restated to conform 
to  those provisions.

The provisions of this Statement need 
not be applied to immaterial items.

A IC P A  Professional Standards AC § 5132.23
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A ppend ix  A

BASIS FOR CONCLUSIONS

Assets

.24 This Appendix discusses factors deemed significant by mem
bers of the Board in reaching the conclusions in this Statement, 
including alternatives considered and the reasons for accepting 
some and rejecting others.

Scope

.25 The three questions which the Board addressed as con
stituting financial reporting problems requiring early resolution 
are those listed in paragraph .03. Questions (a ) and (b ) relate to 
the determination of carrying amount for marketable equity secu
rities, whereas question (c) relates to the issue of conformity in 
consolidated or parent company financial statements of different 
methods of accounting with respect to all marketable securities, 
whether or not they are equity securities.

.26 Because of the urgency of resolving these questions within a 
limited time frame, the Board concluded that the scope of the 
project should be limited essentially to the questions as presented. 
Although a number of respondents objected to the short exposure 
period and the proximity of the proposed effective date, the Board 
determined that the problems should be resolved for application in 
1975. As stated in paragraph .02, the requests that the Board 
deal with the problems had indicated that such a timely answer 
was needed. On the basis of available information, including that 
obtained at the public hearing and in position papers and letters 
of comment, the Board concluded that it could make an informed 
decision on the questions as presented and that the effective date 
and method of transition specified herein are advisable.

.27 The Board is m indful o f the fact that enterprises in certain 
industries apply specialized accounting practices presently ac
cepted in those industries. The Board concluded that considera
tion o f questions (a) and (b) w ith  respect to those particular 
industries should be lim ited to the enterprises w ith in  those indus
tries that carry marketable equity securities on the basis o f cost. 
The alternative bases fo r carrying marketable equity securities

 T he  n e x t page is  9403.
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(e.g., market value, appraised value, fair value) which are per
mitted in certain specialized industry accounting practices with 
respect to marketable securities have not been considered by the 
Board and are not altered by this Statement. The Board further 
concluded that it would not, as a part of this project, examine or 
change specialized industry practice for reporting gains and losses, 
whether realized or unrealized, for marketable securities. To do 
so would expand the scope of the project in that consideration of 
the fundamental issues that led to the adoption of those specialized 
practices would be required. This, the Board decided, could not 
be done in the limited time available for the completion of this 
project.

.28 For the reasons discussed in paragraph .27, the “Standards 
of Financial Accounting and Reporting” of this Statement con
tain separate provisions for two categories of enterprises: those in 
industries not having specialized accounting practices with respect 
to marketable securities, and those in industries having such 
specialized accounting practices.

Enterprises in Industries Not Having Specialized Accounting 
Practices w ith Respect to Marketable Securities

.29 In considering questions (a ) and (b ) of paragraph .03 the 
Board noted that the questions pertain to marketable equity secur
ities carried on a cost basis. The Board’s conclusion that the 
lower of cost or market should apply in the determination of 
carrying amount for such securities was based on the following 
factors:

a) The Board excluded from its consideration market value alone 
as the determinant of carrying value. Consideration of that 
alternative would raise pervasive issues concerning the valua
tion of other types of assets, including the concept of historic 
cost versus current or realizable value. The Board concluded 
that it could not examine these conceptual issues in a project 
of such limited scope.

b) The Board noted that continuance of original cost as the 
carrying amount of a portfolio of marketable equity securities 
when its market value is lower has the effect of deferring

A IC P A  Professional Standards A C  § 5132.29



9404 Assets

recognition of the decline in the realizable value of such 
securities based on the expectation of a future recovery in 
market value which may or may not occur. Because of the 
uncertainty of such future recovery, the Board concluded that 
original cost is not a proper determinant of carrying amount 
for marketable equity securities when market value is below 
cost. A number of respondents advanced the argument that, 
in the case of securities held as long-term investments, a 
decline in market value viewed as temporary should not be 
reflected in net income. While not necessarily accepting this 
argument, the Board took into account the fact that this argu
ment has considerable support in current practice, and that 
the Auditing Interpretation referred to in footnote 8 is con
sistent with it. The Board concluded that the conceptual 
question of whether such differences should or should not be 
included in income could not be dealt with in this project, 
and hence no such requirement should be made at this time. 
However, the Board concluded that a decline in market value 
below cost should in all cases be reflected in the balance sheet 
and when such securities are classified as current assets, the 
decline in market value below cost should enter into the 
determination of net income. In the case of current assets, it 
is the Board’s view that the realization of the loss in value of 
the securities should be regarded as imminent and therefore 
should be recognized in the determination of net income.

c) In adopting the lower of cost or market as the determinant 
for carrying amount, the Board required that when write
downs have been made because the market value of the
portfolio has dropped below cost, if market value subsequently 
rises, the write-down be reversed to the extent that the 
resulting carrying amount does not exceed cost. The Board 
does not regard the reversal of the write-down as representing 
recognition of an unrealized gain. Rather, the Board views 
the write-down as establishing a valuation allowance repre
senting the estimated reduction in the realizable value of the 
portfolio, and it views a subsequent market increase as having 
reduced or eliminated the requirement for such an allowance. 
In the Board’s view, the reversal of the write-down represents 
a change in an accounting estimate of an unrealized loss (see 
paragraph 2 of F A S B  S ta tem en t N o . 5 [section 4311.02], 
“Accounting for Contingencies” and paragraph 10 of A P B  
O p in io n  N o . 20 [section 1051.10]).

AC § 5132.29 C o p y rig h t ©  1976, A m erican In s t itu te  o f C ertified P u b lic A ccountants, Inc .
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.30 The Exposure Draft required that all changes in the carrying 
amounts of the marketable equity securities portfolio be reflected 
in income currently and made no distinction in that regard be
tween the current or noncurrent classifications of such securities. 
Some respondents favored the separation of the single portfolio 
called for by the Exposure Draft into current and noncurrent 
portfolios with the change in carrying amount for the noncurrent 
portfolio to be reflected in equity rather than in income. They 
argued that fluctuations in the market value of long-term invest
ments should not be reflected in income and to do so would cause 
distortions which would not be understood by investors. While 
not necessarily agreeing with these arguments, for the reasons 
discussed in paragraph .29(b), the Board decided not to require 
in this Statement that declines in the market value below cost of 
noncurrent marketable equity securities be reflected in net income. 
In reaching this decision, the Board recognized that the present 
concepts of income require authoritative clarification with respect 
to the recognition of unrealized gains and losses on long-term 
assets. Such clarification, the Board noted, is beyond the scope of 
this Statement. For these reasons, the Board concluded that 
marketable equity securities classified as noncurrent assets should 
constitute a separate portfolio from those securities classified as 
current assets for the determination of carrying amount, and that 
changes in the carrying amount of the noncurrent portfolio should 
be reflected in the equity section of the balance sheet rather than 
included in income, provided that the decline in market value is 
assessed as temporary.

.31 An issue inherent in the determination of carrying amount 
for marketable equity securities was whether the lower of cost or 
market method adopted by the Board should be applied on the 
basis of individual security holdings or on a portfolio basis. In 
deciding to require application on a portfolio basis (with the 
exceptions noted in paragraph .09), the Board considered the fol
lowing factors: Many enterprises regard their portfolios of market
able equity securities (excluding long-term investments accounted 
for under the equity method) as collective assets. A requirement 
that the application of lower of cost or market be made on an 
individual security basis would, in the Board’s view, be unduly 
conservative and at variance with the manner in which enterprises 
generally view their investment in marketable equity securities. 
The Board recognized that the application of the criterion on a 
portfolio basis may be regarded as having the effect of offsetting 
the unrealized losses on one security with unrealized gains on

A IC P A  Professional Standards AC § 5132.31



9406 Assets

another. However, the Board agrees with those respondents who 
regard the current and noncurrent portfolios of marketable equity 
securities each as collective assets, hence the determination of the 
carrying amount on a collective (portfolio) basis is in the Board’s 
view appropriate despite the offsets referred to. The disclosures 
required by paragraph .12(b) are intended to in form  as to  the 
extent to which such offsets exist in the portfo lio .

.32 Paragraph .30 discussed the reasons fo r  the Board’s decision 
to change from a single portfolio basis as provided by the Ex
posure Draft to separate portfolios for current and noncurrent 
assets. The Exposure Draft noted that such a separation of port
folios would provide opportunities for transfers between port
folios simply by changing classifications and that such transfers 
could result in significant changes in net income. The Board had 
this feature in mind in requiring that transfers between the current 
and noncurrent portfolios be accounted for in the manner pre
scribed by paragraph .10. This has the effect o f accounting fo r  an 
unrealized loss at the date o f transfer in  the same manner as i f  it 
had been realized, thus reducing the incentive to cause significant 
changes in income by transferring securities between portfolios. 
The Board recognized, however, that the above requirement 
would not be effective in the case of a transfer from noncurrent 
to current classifications of a security having an excess of market 
value over cost which would serve to offset a reverse situation in 
the current portfolio, thus affecting the determination of net in
come. However, as mentioned in paragraph .31, the disclosures 
required by paragraph .12(b) should assist users o f financial state
ments in assessing the effects of such transfers.

.33 The definition of “equity security” in the Exposure Draft 
included convertible bonds. Many respondents believed that such
inclusion was in conflict w ith  APB Opinion No. 14 [section 5516], 
“ Accounting fo r Convertible Debt and Debt Issued w ith  Stock 
Purchase W arrants.”  I t  was pointed out fu rthe r that the market 
sometimes values a convertible bond p rim arily  on its equity 
characteristics and at other times p rim arily  on its debt characteris
tics. The Board concluded that it was impractical to apply criteria  
under which a convertible bond m ight in some time intervals come 
under the definition and at other times be excluded. Accordingly, 
the Board decided that convertible bonds, and, fo r consistency, 
convertible preferred stock w ith  redemption requirements, would 
be excluded from  the definition o f equity securities.

AC § 5132.32 C o pyrigh t ©  1976, F in a n c ia l A ccoun ting  S tandards Board
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.34 A number of respondents asked for clarification of what was 
encompassed by the term “restricted stock” with respect to the 
statement in the Exposure Draft that restricted stock did not 
meet the definition of “marketable.” Footnote 3 of this Statement 
is intended to provide the requested clarification. The Board’s de
cision to consider restricted stock as meeting the definition of 
marketable where the restriction terminates or can be terminated 
by the holder within one year is based on the view that current 
market value is relevant in applying the lower of cost or market 
determination to such securities, whereas in the case of longer 
term restrictions, the application of current market value is of 
lesser relevance.

.35 Paragraph .09 provides, as did the Exposure Draft, that “The 
portfolios of marketable equity securities owned by an entity 
(subsidiary or investee) that is accounted for by the equity method 
shall not be combined with the portfolios of marketable equity 
securities owned by any other entity included in the financial 
statements.5 ” Some respondents were of the opinion that the 
portfolio(s) of unconsolidated subsidiaries accounted for by the 
equity method should be so combined, especially in the case of 
100 percent owned subsidiaries, and that failure to do so would 
be contrary to paragraph 19 of A P B  O p in io n  N o . 18  [section 
5131.19]. Some of the respondents expressing this view acknowl
edged that there were both conceptual and mechanical problems 
involved in implementing this recommendation, but none offered 
specific suggestions for resolving them. The Board noted in the 
Exposure Draft and in footnote 5 of this Statement that the 
procedure called for constitutes an exception to paragraph 19 of 
A P B  O p in io n  N o . 18  [section 5131.19]. The Board rejected the 
recommendation that the portfolios of equity method subsidi
aries be combined with others, because to do so could produce 
illogical results either with respect to the carrying amount of 
marketable securities as reflected in the consolidated balance 
sheet, or the carrying amount of the equity method subsidiary 
as reflected in the same balance sheet.

Enterprises in Industries Having Specialized Accounting Practices 
w ith Respect to Marketable Securities

.36 Paragraph .14 states that, with the exception of paragraphs 

.15, .21, and .22, this Statement does not alter any industry’s 
specialized accounting practices with respect to marketable 
securities.

A IC P A  Professional Standards AC S 5132.36
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.37 Paragraph .15 requires that entities that carry marketable 
equity securities at cost shall hereafter carry them at the lower 
of their aggregate cost or market value with the following excep
tion: entities in industries whose specialized accounting practices 
permit market value as an acceptable alternate carrying basis 
may elect that basis. The cost basis is no longer acceptable for 
determining carrying amount for marketable equity securities and 
is replaced by the lower of aggregate cost or market value.

.38 The Board’s decision to replace the cost basis with the lower 
of cost or market basis in industries having specialized accounting 
practices took into account the following factors:

a) Having concluded that the cost basis should be replaced in all 
enterprises in industries with nonspecialized accounting prac
tices, the Board could find no justification for maintaining 
cost as a basis for marketable equity securities in the other 
industries.

b) As stated in paragraph .27, this Statement does not alter spe
cialized industry practice for reporting gains and losses on 
marketable securities because to do so would involve a recon
sideration of fundamental issues in those industries. However, 
a change in the carrying basis for marketable equity securities 
does not, in the Board’s view, necessitate such a reconsidera
tion.

c) Elimination of cost as a carrying basis for marketable equity 
securities in the industries having specialized accounting prac
tices serves to reduce some of the disparity in practice among 
those industries as well as with industries not having special
ized accounting practices.

Applicability

.39 Numerous responses from the mutual savings bank industry 
urged that mutual savings banks be excluded from the scope of 
this Statement. The principal arguments advanced were: mutual 
savings banks are regulated and, in some states, are required to
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carry marketable securities at cost; the exclusion of not-for-profit 
organizations should apply to mutual savings banks; the element 
of mutuality (absence of shareholders) applies equally to these 
organizations as it does to mutual life insurance companies. The 
Board did not find these arguments persuasive. When mutual 
savings banks, which are in an industry not having specialized 
accounting practices, present financial statements purporting to be 
in conformity with generally accepted accounting principles, the 
fact that they are regulated or that they do not have shareholders 
does not, in the Board’s view, justify different accounting for 
marketable equity securities from that required to be followed by 
other entities not having specialized accounting practices. Ac
cordingly, the provisions of this Statement apply to mutual savings 
banks, as well as to other for-profit mutual enterprises, except 
mutual life insurance companies.

.40 Mutual life insurance companies were excluded from the 
scope of this Statement because, unlike stock life insurance com
panies (see paragraph .14), there is disagreement as to whether 
generally accepted accounting principles exist for mutual life 
insurance companies.13 This coupled with the complexity of some 
of the issues involved in life insurance accounting caused the 
Board to conclude that it could not resolve these questions within 
this project. On the other hand, mutual savings banks, which 
are not excluded from the scope of this Statement, do present 
financial statements prepared in conformity with generally ac
cepted accounting principles and there are no complex related 
accounting issues involved as is the case with mutual life insurance 
companies.

.41 The Exposure Draft proposed that the Statement be applied 
retroactively by prior period restatement. That method of transi
tion was proposed on the premise that it would afford maximum 
comparability among financial statements. The Board has ob
tained information, subsequent to the issuance of the Exposure 
Draft, that a number of companies have in past years made sub
stantial reclassifications of marketable equity securities as between 
current and noncurrent assets. With the Board’s decision to pro
vide for separate portfolios of current and noncurrent marketable 
equity securities with different accounting for changes in carrying 
value of the two portfolios, the number of and seemingly divergent

13 See the  Preface to  A IC P A  In d us try  A u d it Guide, “ A ud its  o f Stock 
L ife  Insurance Com panies.”
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bases for reclassifications that have occurred in recent years would, 
in the case of retroactive restatement, result in less rather than 
more comparability. The new requirement that transfers between 
current and noncurrent portfolios be accounted for in a manner 
to treat reductions in market value below cost as realized losses 
at the date of transfer would, if applied retroactively, accentuate 
this effect. For these reasons, the Board concluded that the inter
ests of users of financial statements would best be served by 
making the Statement effective December 31, 1975 14 (except for 
paragraph .18 for which retroactive application is still required).

14 See foo tno te  9.
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A ppend ix  B

ILLUSTRATION OF DISCLOSURES REQUIRED BY 
PARAGRAPH .12 OF THIS STATEMENT

.42 The fo llow ing example illustrates the disclosure requirements 
o f paragraph .12 fo r an enterprise having a classified balance sheet. 
For purposes of this illustration it is presumed that the only market
able securities that the enterprise owns are marketable equity 
securities as defined in  paragraph .07. The illustration does not en
compass all possible circumstances that may arise in connection 
w ith the disclosure requirements, nor does it  indicate the Board’s 
preference fo r a particular format.

C om putational Inform ation

The details on the fo llow ing pages pertain to marketable equity 
securities owned at December 31:

A IC P A  Professional Standards AC § 5132.42
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During 1975 the fo llow ing sales of securities took place. (There 
were no sales o f securities in 1974.):

Security A  
Security B

Net Proceeds 
o f Sale

$125,000
65,000

$190,000

Cost

$ 100,000
100,000

$200,000

Realized 
Gain (Loss)

$ 25,000 
(35,000)

$(10,000)

The valuation allowances required at December 31, 1975 are
as follows:

Charged Charged
Against Against
Income Equity

In Current Assets:
Cost $900,000 less market $850,000 $50,000*

In Noncurrent Assets:
Cost $650,000 less market $540,000 $110,000*

*  N o  tax  effect was recognized because there is no assurance beyond 
a reasonable doubt tha t the benefit w il l  be rea lized by an o ffse t o f the  
loss aga inst cap ita l gains.
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D is c lo s u re  R e qu irem e n ts

B A LA N C E  SHEET

December 31, 

1975 1974

Current Assets
Marketable equity securities, carried at 
market in 1975 and at cost in 1974 
(Note 1) $850,000 $900,000

Noncurrent Assets
Marketable equity securities, carried at 
market in 1975 and at cost in 1974 
(Note 1) 540,000 650,000

Stockholders’ Equity
Net unrealized loss on noncurrent market
able equity securities (Note 1) (110,000) —

NO TES TO F IN A N C IA L S TA TE M E N TS

N ote  1— M a rke ta b le  E qu ity  S e c u rit ie s

A t December 31, 1975, the current and noncurrent portfolios of 
marketable equity securities are each carried at their lower o f cost 
or market at the balance sheet date. Marketable equity securities 
included in current and noncurrent assets had a cost of $900,000 
and $650,000, respectively, at December 31, 1975.

To reduce the carrying amount o f the current marketable equity 
securities portfo lio  to market, which was lower than cost at 
December 31, 1975, a valuation allowance in the amount of 
$50,000 was established w ith a corresponding charge to net 
income at that date. To reduce the carrying amount of the non- 
current marketable equity securities portfo lio  to market, which 
was lower than cost at December 31, 1975, a valuation allowance 
in the amount of $110,000 was established by a charge to stock
holders’ equity representing the net unrealized loss.
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A t December 31, 1974, the current and noncurrent portfo lios of 
marketable equity securities were not required to be carried at 
their lower of cost or market at the balance sheet date and were 
carried at cost. Marketable equity securities included in current 
and noncurrent assets had a market value of $925,000 and 
$500,000, respectively, at December 31, 1974.

A t December 31, 1975, gross unrealized gains and gross unreal
ized losses pertaining to the marketable equity securities in the 
portfo lios were as follows:

Current

Noncurrent

Gains Losses

$75,000 $125,000

$90,000 $200,000

A  net realized loss o f $10,000 on the sale of marketable equity 
securities was included in the determination o f net income fo r 
1975. The cost of the securities sold was based on the average 
cost o f all the shares o f each such security held at the time o f sale. 
There were no sales o f marketable equity securities during 1974.

  T h e  n e x t page  is  9417.  
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Application o f Section 5132 to Personal 
Financial Statements: An In terpretation  
of Section 5132

[Source: FASB Interpretation No. 10.]
September 1976

AG Section 5132-1

INTRODUCTION
.01 Paragraph 5 o f F A S B  Statement No. 12 [section 5132.05], 
“ A ccounting  fo r C erta in  M arketab le  Securities,”  enumerates the  
entities excluded from  the scope of the S tatem ent b u t does not 
m ention  ind iv idua ls. T he  A IC P A  In d u s try  A u d it  Guide, “ A u d its  
o f Personal F inanc ia l S tatem ents,”  states th a t “ . . . financia l 
statements fo r ind iv idua ls  should be prepared on a cost basis, 
in  co n fo rm ity  w ith  genera lly accepted accounting p rinc ip les”  and 
th a t “ . . . financia l in fo rm a tion  on an estimated value basis is 
useful . . .  as add itiona l financia l in fo rm a tio n ”  (pages 2 and 3). 
F u rth e r, the In d u s try  A u d it  Guide recommends a tw o-co lum n  
presentation o f personal financia l sta tem ents: “ T he  firs t colum n  
should present financia l data on the cost basis, paralle led by a 
second colum n presenting estim ated values”  (page 3). The F A S B  
has been asked to  c la rify  w he ther in  personal financia l statements 
prepared in  co n fo rm ity  w ith  genera lly  accepted accounting  p r in 
ciples the presentation o f m arketable e qu ity  securities on an esti
m ated value basis in  the second colum n supplants the requ ire 
m ent o f paragraph 8 o f F A S B  Statement No. 12 [section  5132.08] 
to  ca rry  m arketable equ ity  securities a t the low e r o f aggregate cost 
or aggregate m arke t value in  the  firs t column.

INTERPRETATION

.02 Personal financia l statem ents prepared in  con fo rm ity  w ith  
genera lly  accepted accounting princ ip les are included in  the scope 
of F A S B  Statement No. 12 [section 5132]. The  presentation o f 
m arketable equ ity  securities on an estimated value basis as add i
tiona l financia l in fo rm a tion  in  the second colum n does not sup
p la n t the requirem ent o f paragraph 8 o f F A S B  Statement No. 12 
[section 5132.08] to  ca rry  m arketable e qu ity  securities a t the  
low er o f aggregate cost o r aggregate m arke t value in  the firs t 
column.

EFFECTIVE DATE AND TRANSITION

.03 T he  provis ions of th is  In te rp re ta tion  shall be effective fo r 
financia l statements fo r  annual and in te rim  periods ending a fte r

AC § 5132-1.03AICPA Professional Standards
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O ctober 15, 1976. E a rlie r app lica tion  is encouraged in  financia l 
statements fo r annual and in te r im  periods ending before O ctober 
16, 1976 th a t have no t been p reviously issued. T h is  In te rp re ta tio n  
sha ll no t be applied re troac tive ly  fo r p rev ious ly  issued annual o r  
in te rim  financia l statements.

AC § 5132-1.03 C o p y rig h t ©  1976, A m erican  In s titu te  o f C e rtifie d  P u b lic  A ccoun tan ts,  Inc.
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Changes in M arket Value a fte r the 
Balance Sheet Date: An 
In terpretation o f Section 5132
[Source: FASB Interpretation No. 11.]

September 1976

AC Section 5132-2

INTRODUCTION
.01 Paragraphs 13 and 17 1 o f F A S B  S ta te m e n t N o .  12  [sections 
5132.13 and 5132.17], “ A ccoun ting  fo r C erta in  M arke tab le  Securi
ties,”  specify in  part that “ an enterprise’s financial statements shall 
not be adjusted fo r realized gains o r losses o r fo r  changes in  
m arke t prices w ith  respect to  m arketable e qu ity  securities when  
such gains o r losses or changes occur a fte r the date o f the financia l 
statements bu t p rio r to  th e ir  issuance, except fo r  s ituations cov
ered by paragraph 21 [section 5132.21].”  T he  Board has been 
requested to  c la r ify  the m eaning o f the  qua lifica tion , e x c e p t f o r  

s itu a t io n s  c o v e re d  b y  p a ra g ra p h  21  [ section 5132.21].

.02 Paragraph 21 o f F A S B  S ta te m e n t N o .  1 2  [section 5132.21] 
s ta te s :

F o r  those m arke tab le  securities fo r  w h ic h  the  e ffect o f  a 
change in  c a rry in g  am oun t is inc luded  in  s to ckh o lde rs ’ e q u ity  
ra th e r than  in  ne t incom e ( in c lu d in g  m arke tab le  securities  
in  unclass ified  balance sheets), a d e te rm in a tio n  m ust be made  
as to  w h e th e r a decline in  m a rk e t va lue  be low  cost as o f the  
balance sheet date o f an in d iv id u a l s e c u rity  is o th e r than  
te m p o ra ry . . . .  I f  the  decline is ju d g e d  to  be o th e r than  
te m p o ra ry , the cost basis o f the  in d iv id u a l se cu rity  sha ll be 
w r it te n  d ow n  to  a new  cost basis and the  am o u n t o f the  
w rite -d o w n  sha ll be accounted fo r  as a rea lized  loss. T h e  
new  cost basis sha ll n o t be changed fo r  subsequent recov
eries in  m a rk e t value.

The Board also has been asked to  elaborate on the am ount of 
the  w rite -do w n  th a t shall be accounted fo r as a realized loss 
when the “ decline in  m arke t value be low  cost as o f  th e  ba la nce  
sh e e t d a te  o f an ind iv id ua l security  is o ther than tem porary.”  
(Em phasis added.)

INTERPRETATION
.03 In  the case o f those m arketable securities fo r w h ich  the  
effect o f a change in  ca rry ing  am ount is included in  stockholders’ 
equ ity  ra ther than in  net income, the phrase “ except fo r s ituations  
covered by paragraph 21 [section 5132.21]” in paragraphs 13 
[section 5132.13] and 17 [section 5132.17] refers to  the p rov i- 1 17

1 P a rag raph  13 applies to  enterprises in  in d u s trie s  n o t h a v in g  specia lized  
a ccoun ting  practices w ith  respect to  m arke ta b le  securities, and pa rag raph
17 applies to  enterprises in  in d u s trie s  h a v in g  specia lized a ccoun ting  p ra c 
tices w ith  respect to  m arke tab le  securities.
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sions in  paragraph 21 [section 5132.21] req u ir in g  a decline in  
m arke t value below cost as of the  balance sheet date of an ind i
v idu a l security th a t is determ ined to  be o the r than  tem pora ry  to  
be accounted fo r as a realized loss. In  ju d g in g  w he ther a decline 
in  m arke t value below  cost at the balance sheet date is o the r than  
tem porary, a ga in  or loss realized on subsequent d isposition  o r 
changes in  m arke t price occurring a fte r the date of the financia l 
statements bu t p rio r to  th e ir  issuance shall be taken in to  consider
a tion  along w ith  o ther factors.

.04 The am ount o f decline in  m arke t value below  cost o f an 
ind iv id ua l m arketable equ ity  security  th a t is  accounted fo r as a 
realized loss as o f the balance sheet date because the decline is 
o the r than  tem pora ry  shall n o t exceed the difference between 
m arket value a t the  balance sheet date and cost o f the m arketable 
e qu ity  security. F u rth e r declines in  m arke t va lue a fte r the balance 
sheet date m ig h t indicate th a t the decline in  m arket value below  
cost at the balance sheet date was o the r than tem porary. H o w 
ever, those declines resu lt from  in fo rm ation , events, o r changes 
in  expectations occurring  after th e  balance sheet date. Accord
ing ly , i f  a decline in  m arket value below  cost as o f the balance 
sheet date o f an ind iv idua l security  is judged to  be o the r than 
tem porary, fu rth e r declines in  m arket va lue occurring  a fte r the 
date o f the balance sheet shall not be included in  the am ount th a t 
is accounted fo r as a realized loss as o f the balance sheet date. 
Recoveries in  m arket value a fte r the balance sheet date also resu lt 
from  in fo rm a tion , events, o r changes in  expectations occurring  
a fte r the balance sheet date, b u t they  tend to  ind icate  th a t a por
tio n  or a ll o f the decline at the balance sheet date was in  fact 
tem porary. A ccord ing ly , such recoveries shall be considered when 
estim a ting  the am ount o f decline as o f the balance sheet date th a t 
is judged  to  be o ther than tem porary.

EFFECTIVE DATE AND TRANSITION

.05 T he  provisions o f th is  In te rp re ta tio n  shall be e ffective fo r  
financia l statements fo r annual and in te r im  periods ending a fte r 
O ctober 15, 1976. E a rlie r app lica tion  is encouraged in  financia l 
statements fo r annual and in te rim  periods ending before O ctober 
16, 1976 th a t have not been p rev ious ly  issued. T h is  In te rp re ta tio n  
sha ll n o t be applied re troac tive ly  fo r p rev ious ly  issued annual o r 
in te rim  financia l statements.

  T he  n e x t page is  9423.
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Accounting fo r Previously Established 
Allowance Accounts: An In terpretation  
of Section 5 132

[Source: FASB Interpretation No. 12.]
September 1976

AC Section 5132-3

INTRODUCTION
.01 Paragraph 8 o f FASB Statement No. 12 [section 5132.08], 
“ A ccoun ting  fo r Certa in  M arketab le  Securities,”  specifies th a t the 
“ ca rry ing  amount o f a marketable equ ity  securities p o rtfo lio  shall 
be the low e r o f its  aggregate cost o r m arket value, determ ined at 
the balance sheet date.”  Paragraph 7 (e ) of FASB Statement No.
12 [section 5132.07(e)] defines “ cost”  o f a marketable equ ity  
security as “ o rig in a l cost . . . unless a new cost basis has been 
assigned based on recogn ition  o f an im pairm ent o f value tha t was 
deemed o the r than tem porary. . . .  In  such cases, the new  cost 
basis shall be the cost. . . .”

.02 P rio r to  the issuance of FASB Statement No. 12 [section 
5132], some enterprises th a t carried m arketable equ ity  securities 
at cost had reduced the ca rry in g  am ount o f ind iv idua l m arketable 
equ ity  securities to  m arke t value th ro u g h  an allowance account 
w ith  a corresponding am ount included in  the  determ ination o f net 
income. In  some o f those cases, a new  cost basis was not estab
lished fo r  ind iv id ua l securities and the a llowance account was 
expected to  increase or decrease depending on fluctua tions in  the 
m arket price of the m arketable equ ity  security because the decline 
in  m arket value below cost was assessed to  be temporary. The  
Board has been asked to  c la r ify  w hether, in  those cases, the  o rig 
ina l cost o f the in d iv id u a l securities o r the o rig in a l cost reduced 
by an ex is ting  allowance account should be used in  app ly ing  
paragraphs 7 (e ) and 8 o f FASB Statement No. 12 [sections 
5132.07(e) and 5132.08].

INTERPRETATION
.03 T he  o rig ina l cost o f ind iv idua l m arketable equ ity  securities 
shall be used in  app ly ing  paragraphs 7 (e) and 8 o f FASB State
ment No. 12 [sections 5132.07(e) and 5132.08] by an enterprise 
th a t carried m arketable equ ity  securities at cost and th a t (a) had 
reduced the ca rry ing  am ount o f ind iv id ua l m arketable equ ity  
securities th ro ug h  an allowance account w ith  a corresponding 
amount included in  the de te rm ina tion  o f net income p rio r to  the
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effective date o f the Statem ent and (b ) expected the allowance 
account to  increase or decrease in  the  fu tu re  based on fluc tua
tions in  the  m arket price o f the security because the decline in  
m arket value below cost was assessed to  be tem porary. A n y  
balance rem ain ing in  such an ex is ting  allowance account shall 
be elim inated and credited to  income in  the period in  w h ich  th is  
In te rp re ta tion  is in it ia lly  applied. The va luation  a llowance w ou ld  
then be determ ined in  accordance w ith  paragraph 8 o f F A S B  
S ta te m e n t N o .  1 2  [section 5132.08].

.04 I f ,  p rio r to  the effective date o f F A S B  S ta te m e n t N o .  1 2  [sec
tio n  5132], a new cost basis had been assigned to  a m arketable 
equ ity  security based on recognition  o f an im pairm ent o f value 
th a t was deemed other than tem porary, the new cost basis shall 
be used in  app ly ing the provisions o f F A S B  S ta te m e n t N o .  1 2  

[section 5132].

EFFECTIVE DATE AND TRANSITION

.05 The provis ions of th is  In te rp re ta tio n  shall be effective fo r 
financia l statements fo r annual and in te r im  periods ending a fte r 
O ctober 15, 1976. E a rlie r app lica tion  is encouraged in  financial 
statements fo r annual and in te rim  periods ending before O ctober 
16, 1976 tha t have no t been p rev ious ly  issued. T h is  In te rp re ta tion  
shall not be applied re troac tive ly  fo r p rev ious ly  issued annual o r 
in te rim  financia l statements.

AC § 5132-3.04 Copyright © 1976, American Institu te  of Certified. Pub lic Accountants, Inc.
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Consolidation o f a Parent and Its Subsidiaries 
Having D ifferent Balance Sheet Dates: An 
In terpretation o f Section 5132

[Source: FASB Interpretation No. 13.]

September 1976

AC Section 5132-4

INTRODUCTION

.01 Paragraphs 8, 9, and 15 o f F A S B  S ta te m e n t N o .  1 2  [sections 
5132.08, 5132.09, and 5132.15], “ A ccoun ting  fo r C erta in  M a rke t
able Securities,”  set fo rth  the requirem ents o f the p o rtfo lio  basis 
fo r  com paring cost and m arke t value. The p o rtfo lio  basis requires 
th a t m arketab le  equ ity  securities owned b y  enterprises tha t are 
consolidated and th a t do no t fo llo w  specialized accounting prac
tices w ith  respect to  m arketable e q u ity  securities, o r th a t are 
consolidated and fo llo w  the same specialized accounting practices 
w ith  respect to  m arketable equ ity  securities, shall be aggregated 
in to  separate portfo lios  according to  the curren t o r noncurrent 
classifications o f the  securities. T he  aggregate cost and aggregate 
m arke t va lue o f the po rtfo lios  are compared to  determ ine ca rry 
in g  amount.

.02 Paragraph 13 o f F A S B  S ta te m e n t N o .  1 2  [section 5132.13], 
w h ich  applies to  enterprises in  industries no t hav ing  specialized 
accounting practices w ith  respect to  m arketable securities, s ta tes:

An enterprise’s financial statements shall not be adjusted 
for realized gains or losses or fo r changes in market prices 
w ith  respect to marketable equity securities when such gains 
or losses or changes occur after the date o f the financial 
statements but prior to  their issuance, except fo r situations 
covered by paragraph 21. However, significant net realized 
and net unrealized gains and losses arising after the date o f 
the financial statements, but p rio r to  their issuance, appli
cable to marketable equity securities owned at the date of 
the most recent balance sheet shall be disclosed. (Emphasis 
added.)

Paragraph 17 o f F A S B  S ta te m e n t N o .  1 2  [section 5132.17], which 
applies to  enterprises in  industries hav ing  specialized accounting  
practices w ith  respect to  m arketable securities, is in  substance 
identica l to  paragraph 13 o f the Statem ent.

.03 T he  financia l statements o f a subsid iary sometimes are 
consolidated w ith  the financia l statements o f its  parent even 
though the financia l statements o f the subsid iary are as o f a 
date d iffe ren t from  the financia l statements o f the  parent. The 
use o f d iffe ren t dates is pe rm itted  by  paragraph 4 o f A R B  N o .

A IC P A  Professional Standards A C  § 5 1 3 2 -4 .0 3
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A  difference in fiscal periods of a parent and a subsidiary 
does not of itself justify  the exclusion of the subsidiary from 
consolidation. I t  ordinarily is feasible for the subsidiary to 
prepare, for consolidation purposes, statements for a period 
which corresponds w ith  or closely approaches the fiscal 
period of the parent. However, where the difference is not 
more than about three months, it  usually is acceptable to use, 
for consolidation purposes, the subsidiary’s statements fo r 
its fiscal period; when this is done, recognition should be 
given by disclosure or otherwise to the effect of intervening 
events which materially affect the financial position or 
results of operations.

.04 The Board has been requested to  c la r ify  application o f the 
p o rtfo lio  basis specified in  FASB Statement No. 12 [section 5132] 
when the financia l statements of a subsidiary are as o f a date 
d iffe ren t from  th a t o f its  parent and are consolidated w ith  the 
financial statements o f its  parent. F u rthe r, the  Board has been 
asked to  expla in  the m eaning o f “ the date of the  financial state
m ents”  in  paragraphs 13 and 17 o f FASB Statement No. 12 [sec
tions 5132.13 and 5132. 17] when the financia l statements o f a 
subsid iary o r investee are as o f a date d iffe ren t from  tha t o f its  
parent or investor and are consolidated w ith  o r accounted fo r b y  
the equ ity  method in the financia l statements o f its  parent o r 
investor.

INTERPRETATION
.05 T o  compute the am ount of any va lua tion  a llowance(s) re
quired by  FASB Statement No. 12 [section 5132] in  the consoli
dated financial statements, aggregate cost and aggregate m arke t 
value o f the p o rtfo lio (s ) shall be determ ined fo r  each subsid ia ry 
th a t is consolidated as o f the date o f each subsid iary’s balance 
sheet, and those aggregates shall be combined w ith  aggregate 
cost and aggregate m arke t value o f the  paren t’s p o rtfo lio (s )  
determ ined as o f the parent’s balance sheet date. F o r example, 
assume tha t consolidated financia l statements dated December 
31, 1976 and issued on M arch  1, 1977 include the  financia l state
ments o f the parent as of December 31, 1976 and o f the subsid iary 
as o f O ctober 31, 1976. The cost o f the m arketable equ ity  secu
rities  owned b y  the subsid iary at O ctober 31, 1976 is added to  
the cost o f the m arketable e qu ity  securities owned by  the  parent 
a t December 31, 1976. The m arke t values at O ctober 31, 1976 
o f the securities owned by  the subsidiary and the m arket values 
a t December 31, 1976 o f the securities owned b y  the  parent are 
aggregated in  the same manner. T he  aggregate cost and aggre
gate m arket value o f the  portfo lios  are compared to  determ ine 
the ca rry ing  am ount in  the consolidated financia l statements.

.06 F o r purposes o f app ly ing  paragraphs 13 and 17 o f FASB  
Statement No. 12 [sections 5132.13 and 5132.17], “ the date o f the

51 [section 2051.05], “ Consolidated F inanc ia l Statements,”  w h ich
s ta tes :

AC § 5132-4.04 Copyright © 1976, American Institu te  of Certified Public Accountants, Inc.
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financia l statements”  shall be fo r each subsid iary o r investee 
the date o f the financia l statements th a t are consolidated w ith  
o r accounted fo r by the equ ity  method in  the financia l statements 
o f its  parent o r investor. The last sentence in  each of those 
paragraphs requires disclosure o f s ign ifican t net realized gains o r 
losses and of s ign ifican t net unrealized gains o r losses a ris ing  
a fte r the date o f the financia l statements. U s ing  the assumptions 
in  the example in  paragraph .05 above, aggregate amounts are 
computed as fo llow s fo r possible disclosure : the net re a liz e d  gains 
or losses a ris ing  a fter O ctober 31, 1976 and p rio r to  M arch  1, 
1977 applicable to  the m arketable equ ity  securities in  the p o rtfo lio  
o f the subsid iary at O ctober 31, 1976 are aggregated w ith  the 
net re a liz e d  gains o r losses a ris ing  a fte r December 31, 1976 and 
p r io r  to  M arch 1, 1977 applicable to  the m arketable equ ity  secu
rities  in  the p o rtfo lio  of the parent a t December 31, 1976. L ik e 
wise, net u n re a liz e d  gains or losses a ris ing  in  the p o rtfo lio  o f the 
subsid iary a fte r O ctober 31, 1976 and p rio r  to  M arch  1, 1977 
applicable to  the m arketable equ ity  securities in  the p o rtfo lio  of 
the subsid iary at October 31, 1976 are aggregated w ith  the net 
u n re a liz e d  gains o r losses a ris ing  a fte r December 31, 1976 and 
p rio r  to  M arch  1, 1977 applicable to  the m arketable e qu ity  secu
rities  in  the p o rtfo lio  of the parent a t December 31, 1976. I f  
s ign ificant, each of the aggregate amounts shall be disclosed.

.07 I f  the financia l statements of a subsid iary are consolidated 
w ith  the financia l statements o f its  parent and the financia l 
statements of the subsidiary are as o f a date d ifferen t fro m  the 
financia l statements o f the parent, paragraph 4 o f A R B  N o .  51  
[section 2051.05] requires th a t “ recognition  should be g iven by 
disclosure o r otherw ise to  the effect o f in te rven ing  events w hich  
m a te ria lly  a ffect the financial position  o r results o f operations.”  
In  the case o f the subsidiary in  the example in  paragraph .05 
above, tha t requirem ent pertains to  the period from  O ctober 31, 
1976 to  December 31, 1976. A ccord ing ly , in  add ition  to  the dis
closure required by paragraph .06 above, the net realized gains 
or losses and the net unrealized gains o r losses a ris ing  a fte r 
O ctober 31, 1976 and p rio r to  December 31, 1976 applicable to  
the m arketable equ ity  securities o f the subsidiary shall be dis
closed i f  they “ m ate ria lly  affect the financia l position or results 
of operations.”  F u rthe r, as required by  paragraphs 13 and 17 
o f F A S B  S ta te m e n t N o .  12  [sections 5132.13 and 5132.17] ,1 the 
subsid iary’s financia l statements shall no t be adjusted fo r realized 
gains o r losses or fo r changes in  m arke t prices w ith  respect to  its  
m arketable e qu ity  securities occurring a fte r O ctober 31, 1976 1

1 See also FASB Interpretation No. 11 [section 5132-2], “ Changes in Market 
Value after the Balance Sheet Date: an interpretation of FASB Statement 
No. 12 [section 5132].”
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and p r io r  to  December 31, 1976, unless the decline in  m arket 
value below  cost o f an ind iv idua l m arketable equ ity  security  
is determ ined to  be o ther than tem pora ry  and, accordingly, 
shall be accounted fo r as a realized loss.

EFFECTIVE DATE AND TRANSITION
.08 T he  provisions of th is  In te rp re ta tion  shall be effective fo r  
financia l statements fo r  annual and in te rim  periods end ing a fte r 
O ctober 15, 1976. E a rlie r app lica tion  is encouraged in  financial 
statements fo r annual and in te r im  periods ending before October 
16, 1976 th a t have no t been p rev ious ly  issued. T h is  In te rp re ta tion  
shall no t be applied re troac tive ly  fo r  p rev ious ly  issued annual 
o r in te r im  financial statements.

AC § 5132-4.08 Copyright © 1977, American Ins titu te  of Certified Public Accountants, Inc.
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Clarification o f Definitions and Accounting 
fo r M arketable Equity Securities That 
Become Nonmarketable: An 
Interpretation o f Section 5132

[Source: FASB Interpretation No. 16.]

February 1977

AC Section 5132-5

INTRODUCTION

.01 T he  F A S B  has been asked to  c la r ify  the defin itions of the 
term s “ m arketable”  and “ restricted stock”  as used in  F A S B  
S ta te m e n t N o .  12  [section 5132], “ A ccoun ting  fo r  Certa in M a rke t
able Securities,”  and to  c la r ify  w hether paragraph 10 o f F A S B  
S ta te m e n t N o .  12  [section 5132.10] requires a new  cost basis to  be 
assigned when a m arketable e qu ity  security becomes nonm arket
able i f  its  m arket value is less than its  cost at th a t tim e.

.02 F o r purposes o f app ly ing  paragraphs 8-13, 15, 17, and 19 
o f F A S B  S ta te m e n t N o .  1 2  [section 5132.08— .13, section 5132.15, 
section 5132.17, and section 5132.19], the te rm  “ m arketable”  is 
defined in  paragraph 7 (b ) of the S tatem ent [section 5132.07(b)] 
as fo llow s :

Marketable, as applied to an equity security, means an equity security 
as to which sales prices or bid and ask prices are currently available 
on a national securities exchange (i. e., those registered w ith  the 
Securities and Exchange Commission) or in the over-the-counter 
market. In  the over-the-counter market, an equity security shall 
be considered marketable when a quotation is publicly reported by 
the National Association of Securities Dealers Automatic Quota
tions System or by the National Quotations Bureau Inc. (provided, 
in the la tter case, that quotations are available from at least three 
dealers). Equity securities traded in foreign markets shall be 
considered marketable when such markets are of a breadth and 
scope comparable to those referred to above. Restricted stock * 
does not meet this definition.

Footnote 3 to  tha t paragraph defines restricted stock as fo llo w s :

Restricted stock for purposes of this Statement shall mean securi
ties fo r which sale is restricted by a governmental or contractual 
requirement except where such requirement terminates w ith in one 
year or where the holder has the power by contract or otherwise 
to cause the requirement to be met w ith in  one year. Any portion 
of the stock which can reasonably be expected to qualify for sale 
w ith in one year, such as may be the case under Rule 144 or similar 
rules of the Securities and Exchange Commission, is not considered 
restricted [under FASB Statement No. 12] [section 5132].
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.03 Paragraph 10 of F A S B  S ta te m e n t N o .  12  [section 5132.10] 
s ta tes:

I f  there is a change in the classification o f a marketable equity se
curity between current and noncurrent, the security shall be trans
ferred between the corresponding portfolios at the lower of its cost 
or market value at date of transfer. I f  market value is less than 
cost, the market value shall become the new cost basis, and the 
difference shall be accounted fo r as i f  i t  were a realized loss and in
cluded in the determination of net income.

INTERPRETATION

Definitions

.04 F o r purposes of app ly ing  paragraphs 8-13, 15, 17, and 19 
o f F A S B  S ta te m e n t N o .  12  [section 5132.08— .13, section 5132.15, 
section 5132.17, and section 5132.19], an equ ity  security  is no t 
considered m arketable i f  m arket price  quotations specified b y  the 
S tatem ent (see paragraph .02 above) are not available o r i f  i t  is 
“ restric ted  s tock”  as defined in  the Statement (see paragraph .02 
above) even though  m arke t price  quotations are available fo r  
securities o f the same class th a t are no t restricted.

.05 The determ ination  o f w he ther an equ ity  security  is m arket
able is made as o f the balance sheet date,1 b u t a tem pora ry  lack 
o f trades or price quotations fo r an equ ity  security  a t the balance 
sheet date does no t make i t  nonm arketable fo r purposes of app ly
in g  F A S B  S ta te m e n t N o . 12  [section 5132] i f  the required m arket 
prices are available on days closely preceding and fo llo w in g  the 
balance sheet date in  th a t s itua tion , the m arket price of a security  
traded on a nationa l securities exchange shall be determ ined from  
the sales or b id  and ask prices on the firs t day fo llo w in g  the bal
ance sheet date th a t the in fo rm a tion  is available. I f  the lack o f 
a pub lic ly  reported quota tion  by the N ationa l Association o f 
Securities Dealers A u tom a tic  Q uotations System o r the lack o f 
three quotations by the N ationa l Q uota tions Bureau Inc. is a 
mere tem porary cond ition  as described above fo r a security traded 
in  the over-the-counter m arket, its  m arket price shall be deter
m ined fro m :

a. T he  quota tion  p u b lic ly  reported by  the N ationa l Association 
o f Securities Dealers A u tom a tic  Q uotations System on the 
firs t day fo llo w in g  the balance sheet date tha t a quota tion  is 
p u b lic ly  reported, o r

b. The quo ta tion (s) reported by the N ationa l Q uotations Bureau 
Inc. as o f the balance sheet date i f  a t least one quota tion  is

1 I f  the balance sheet date falls on a date that securities are not nor
mally traded (e. g., Saturday or Sunday), the availability of market price 
quotations shall be determined as of the most recent business day preceding 
the balance sheet date.

AC § 5132-5.03 Copyright © 1977, American In s titu te  o f Certified Public Accountants, I nc.



C la rific a tio n  o f D e fin itio n s  and A cc o u n tin g  fo r  M a rke ta b le  
E q u ity  S e cu ritie s  T h a t Becom e N o n m a rke ta b le

9431

available as of th a t date o r on the firs t day fo llo w in g  the 
balance sheet date th a t quotations are reported i f  no quota
tions  are available on the balance sheet date.

.06 I f  i t  can be reasonably expected tha t a security  “ fo r w h ich  
sale is restricted by a governm ental or contractua l requ irem ent”  
can q u a lify  fo r sale w ith in  one year of the balance sheet date and 
m arke t price quotations fo r unrestric ted  securities of the same 
class are available as of the balance sheet date, the security  is 
considered m arketable at the balance sheet date fo r purposes o f 
applying F A S B  S ta te m e n t N o .  12  [section 5132] (see paragraph .02 
above). In  th is  s ituation, m arke t price quotations fo r unre
s tric ted  shares o f the same class at the balance sheet date p rov ide  
a surrogate m arket price fo r the restric ted  shares and shall be 
considered as the m arket price fo r the security. I f  the restric ted  
security  cannot q ua lify  fo r  sale w ith in  one year o r m arket price 
quotations are not available fo r unrestricted shares o f the same 
class, the security is considered nonm arketable fo r purposes o f 
app ly ing  the Statement.

.07 A s an example o f the app lica tion o f paragraph .06 above, 
assume th a t an enterprise pledges a m arketable equ ity  security  
as co lla tera l fo r  a loan due in  three years. N orm a lly , debt agree
ments p e rm it substitu tion  fo r the co lla tera l o r sale of the col
la tera l i f  the proceeds are used to  repay the loan. H ow ever, i f  
the debt agreement p roh ib its  sale o f o r substitu tion  fo r the  col
la te ra l fo r the term  of the loan, the pledged security becomes 
“ restric ted  stock”  and nonmarketable fo r purposes o f app ly ing  
F A S B  S ta te m e n t N o .  12  [section 5132] at the tim e  i t  is  pledged 
and shall be excluded from  the enterprise’s p o rtfo lio  o f m arke t
able equ ity  securities from  th a t date u n til one year before ex
p ira tio n  o f the long-te rm  debt agreement.

.08 A s a fu rth e r example, assume th a t an enterprise owns com
mon stock tha t cannot be sold to  the public, except pursuant to  
Rule 144 of the Securities and Exchange Commission (see ex
planation be low ), u n til a reg is tra tion  statement has been filed 
w ith  the SEC and has become effective. A lso  assume th a t the 
stock is m arketable at one balance sheet date pursuant to  an ef
fective  reg is tra tion  statement. A t  the next balance sheet date, 
the reg is tra tion  statement is no longer effective and the enter
prise does not have the power to  cause another one to  be filed  
w ith in  one year. Then, o n ly  the portion  of the stock th a t “ can 
reasonably be expected to  q u a lify  fo r sale w ith in  one year . . . 
under Rule 144 . . .  is not considered restric ted ”  under F A S B
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S ta te m e n t N o .  12  [section 5132]. Rule 144 specifies tha t i f  certain 
cond itions are met a security may be sold to  the pub lic  w ith o u t 
an effective reg is tra tion  statem ent on file  w ith  the SEC, subject 
to  a lim ita tio n  on the num ber o f shares th a t may be sold d u rin g  
a given tim e  period. The num ber of shares e lig ib le  fo r  sale is 
based on the to ta l num ber of shares o f the security  outstanding 
or the average w eekly trad ing  volum e of the security  fo r a stated 
past period. Changes in  the num ber o f shares outs tand ing  or in  
trad ing  volume change the num ber of shares th a t q u a lify  fo r sale 
under Rule 144. The num ber of shares considered m arketable 
fo r purposes of app ly ing  the Statem ent are those tha t “ can rea
sonably be expected to  q ua lify  fo r sale w ith in  one year” ; the 
determ ination  o f such num ber is a m a tte r of judgm ent based on 
past tra d in g  volumes, the presently  ou ts tand ing  shares and plans 
fo r changes therein, and o ther re levant factors. The num ber o f 
shares considered nonmarketable are those th a t cannot q u a lify  fo r  
sale w ith in  one year under the preceding sentence.

Accounting
.09 Paragraph 10 o f F A S B  S ta te m e n t N o . 12  [section 5132.10] 
applies to  a ll transfers between cu rren t and noncurrent classifica
tions of equ ity  securities tha t are marketable, as tha t te rm  is 
defined in  the Statement (see paragraph .02 above). I f  the  
change in  the classification o f an equ ity  security is co incident 
w ith  a change in  its  status from  m arketable to  nonm arketable o r 
from  nonm arketable to  marketable, paragraph 10 o f the State
m ent [section 5132.10] shall app ly to  the  transfe r between cur
rent and noncurrent classifications. Paragraph 10 o f the 
S tatem ent [section 5132.10] requires tha t i f  the m arket value o f 
the security  is less than its  cost when i t  is transferred between 
curren t and noncurrent classifications, “ the m arket value shall 
become the new cost basis, and the difference shall be accounted 
fo r as i f  i t  were a realized loss and included in  the determ ination  
o f net income.”  In  tha t s ituation, m arket value shall be the 
security ’s last available m arket price i f  the transfe r between 
classifications is coincident w ith  a change in  status from  m arket
able to  nonm arketable and the firs t available m arket price i f  the  
transfe r between classifications is co incident w ith  a change in  
status from  nonm arketable to  marketable.

.10 The accounting fo r a nonmarketable security  is outside o f 
the scope o f F A S B  S ta te m e n t N o .  12  [section 5132]. W hen  a 
m arketable equ ity  security  becomes nonmarketable, the cost o f 
tha t security  shall be excluded from  the p o rtfo lio  o f m arketable 
equ ity  securities o f w h ich  i t  was a part fo r purposes o f app ly ing  
the Statement. W hen  a nonm arketable equ ity  security  becomes 
m arketable, th a t security  shall be included in  the p o rtfo lio  o f
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m arketable equ ity  securities at cost. The te rm  c o s t is defined in  
paragraph 7(e) of the Statem ent [section 5132.07(e)] as “ the 
o rig in a l cost . . . unless a new cost basis has been assigned based 
on recogn ition  o f an im pa irm ent o f value th a t was deemed o ther 
than tem pora ry  o r as the resu lt of a transfe r between cu rren t and 
noncurrent classifications as described in  paragraph 10 [o f the 
S tatem ent] [section 5132.10]. In  such cases, the new cost basis 
shall be the cost fo r the purposes o f th is  Statem ent.”

EFFECTIVE DATE AND TRANSITION

.11 The provis ions o f th is  In te rp re ta tio n  shall be effective fo r  
financia l statements fo r  annual and in te rim  periods end ing a fte r 
M arch 15, 1977. E a rlie r app lica tion  is encouraged in  financia l 
statements fo r annual and in te rim  periods ending before M arch 
16, 1977 th a t have no t been p reviously issued. T h is  In te rp re ta 
tio n  shall no t be applied re troactive ly  fo r p rev ious ly  issued an
nua l or in te rim  financia l statements.

  T he  n e x t page is  9491.  
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Accounting for 
Intangible Assets
[Source: APB Opinion No. 17, as amended.]

Effective to account fo r 
intangible assets acquired 
a fte r October 31, 1970, 
unless otherwise indicated 1

SUMMARY
Problem

.01 An enterprise may acquire intangible assets from 
others or may develop them itself. Many kinds of intangible 
assets may be identified and given reasonably descriptive 
names, fo r example, patents, franchises, trademarks, and the 
like. Other types of intangible assets lack specific identifi
ability. Both identifiable and unidentifiable assets may be 
developed internally. Identifiable intangible assets may be 
acquired singly, as a part of a group of assets, or as part of 
an entire enterprise, but unidentifiable assets cannot be 
acquired singly. The excess of the cost of an acquired com
pany over the sum of identifiable net assets, usually called 
goodwill, is the most common unidentifiable intangible 
asset.

AC Section 5141

.02 Accounting fo r an intangible asset involves the 
same kinds of problems as accounting fo r other long-lived 
assets, namely, determining an in itia l carrying amount, 
accounting fo r that amount after acquisition under normal 
business conditions (amortization), and accounting for that 
amount i f  the value declines substantially and permanently. 
Solving the problems is complicated by the characteristics 
of an intangible asset: its  lack of physical qualities makes 
evidence of its existence elusive, its  value is often difficult 
to estimate, and its useful life  may be indeterminable.

1 See paragraphs .33-.35.
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.03 The Director of Accounting Research of the 
American Institu te of Certified Public Accountants has 
published Accounting Research Study No. 10, Accounting 
fo r Goodwill, by George R. Catlett and Norman O. Olson.2 
The study emphasizes accounting fo r goodwill acquired in 
a business combination but also discusses accounting for 
goodwill developed internally. The study cites the support
ing authoritative pronouncements and their influences on 
accounting practices and evaluates the effects of practices 
on financial reporting.

Scope and Effect o f Section
.04 The Board has considered the conclusions and 

recommendations of Accounting Research Study No. 10, the 
discussions of the appropriateness of accepted methods of 
accounting fo r intangible assets, and proposals fo r alterna
tive accounting procedures. The Board expresses in  this 
section its conclusions on accounting fo r intangible assets. 
Those research and development costs encompassed by 
FASB Statement of Financial Accounting Standards No. 
2 are excluded from the scope of this section. [As amended, 
effective fo r fiscal years beginning on or after January 1, 
1975, by FASB Statement No. 2.] (See section 4211.)

.05 This section covers the accounting fo r both identi
fiable and unidentifiable intangible assets that a company 
acquires, including those acquired in  business combinations. 
“ Company”  in  this section refers to both incorporated 
and unincorporated enterprises. The conclusions of the 
section apply to intangible assets recorded, i f  any, on the 
acquisition of some or all of the stock held by m inority 
stockholders of a subsidiary company. This section also 
covers accounting fo r costs of developing goodwill and 
other unidentifiable intangible assets w ith  indeterminate 
lives.

.06 The provisions of this section apply to costs of 
developing identifiable intangible assets that a company 
defers and records as assets. Some companies defer costs 
incurred to develop identifiable intangible assets while 
others record the costs as expenses as incurred. Certain

2Accounting research studies are not pronouncements of the Board 
or of the Institute but are published fo r the purpose of stimulating dis
cussion on important accounting matters.
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costs, fo r example, preoperating costs, present problems 
which need to be studied separately. The question of de
ferra l of those costs is beyond the scope of this section. [As 
amended, effective fo r fiscal years beginning on or after 
January 1, 1975, by FASB Statement No. 2.] (See section 
4211.)

.07 This section applies to regulated companies in 
accordance w ith  the provisions of section 6011, Accounting 
Principles fo r Regulated Industries.
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.08 The conclusions of th is section modify previous 
views of the Board and its  predecessor, the Committee on 
Accounting Procedure.
Conclusions

.09 The Board concludes that a company should record 
as assets the costs of intangible assets acquired from others, 
including goodwill acquired in  a business combination. A  
company should record as expenses the costs to develop 
intangible assets which are not specifically identifiable. 
The Board also concludes that the cost of each type of 
intangible asset should be amortized by systematic charges 
to  income over the period estimated to be benefited. The 
period of amortization should not, however, exceed fo rty  
years.

BACKGROUND
Bases o f Classification

.10 Various intangible assets differ in  their character
istics, the ir useful lives, their relations to operations, and 
the ir later dispositions. Intangible assets may be classified 
on several different bases:

Identifiab ility—separately identifiable or lacking spe
cific identification.
Manner of acquisition—acquired singly, in  groups, or 
in  business combinations or developed internally. 
Expected period of benefit—lim ited by law or contract, 
related to human or economic factors, or indefinite or 
indeterminate duration.
Separability from an entire enterprise—rights trans
ferable w ithout title , salable, or inseparable from the 
enterprise or a substantial part of it.

Present Accounting
A c c o u n tin g  fo r  Costs a t  A c q u is itio n

.11 Present principles of accounting fo r intangible 
assets are generally sim ilar to those fo r tangible, long-lived 
assets such as property, plant, and equipment. Intangible 
assets acquired from other entities are recorded at cost 
when acquired. Costs incurred to develop specifically iden
tifiable intangible assets are often recorded as assets i f  the 
periods of expected future benefit are reasonably determin
able. Costs of developing other intangible assets are usually 
recorded as expenses when incurred.
A c c o u n tin g  f o r  D e fe rre d  Costs A f te r  A c q u is itio n

.12 Intangible assets have been divided into two classes 
fo r purposes of accounting fo r their costs: (a) those w ith  a
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determinable term of existence because i t  is lim ited by law, 
regulation, or agreement, or by the nature of the asset, and
(b) those having no lim ited term of existence and no in 
dication of lim ited life  at the time of acquisition. The 
cost of a type (a) intangible asset is amortized by sys
tematic charges to income over the term of existence or 
other period expected to be benefited. The cost of a type 
(b) intangible asset may be treated in  either of two ways: 
(1) the cost may be retained un til a lim it on the term of 
existence or a loss of value is evident, at which time the 
cost is amortized systematically over the estimated remain
ing term of existence or, i f  worthless, w ritten off as an 
extraordinary item in  the income statement, or (2) the cost 
may be amortized at the discretion of management by 
charges to income even though no present evidence points 
to a lim ited term of existence or a loss of value.

.13 The cost of an intangible asset, including good
w ill acquired in  a business combination, may not be written 
off as a lump sum to capital surplus or to retained earnings 
nor be reduced to a nominal amount at or immediately after 
acquisition (section 2010, and Chapter 5, ARB No. 43).

C ritic ism  o f  P resent P rac tice

.14 Present accounting fo r goodwill and other uniden
tifiable intangible assets is often criticized because alterna
tive methods of accounting fo r costs are acceptable. Some 
companies amortize the cost of acquired intangible assets 
over a short a rb itrary period to reduce the amount of the 
asset as rapid ly as practicable, while others retain the cost 
as an asset un til evidence shows a loss of value and then 
record a material reduction in  a single period. Selecting an 
arb itrary period of amortization is criticized because i t  may 
understate net income during the amortization period and 
overstate later net income. Retaining the cost as an asset 
is criticized because i t  may overstate net income before the 
loss of value is recognized and understate net income in  the 
period of write-off.

Appraisal o f A lternative Procedures
C ost o f  In ta n g ib le  Assets

.15 The cost of intangible assets acquired either singly 
or in  groups, including intangible assets acquired in  a busi
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ness combination, from other businesses or individuals is 
determined by general principles of the historical-cost basis 
of accounting. The costs of developing goodwill and other 
intangible assets w ith  indeterminate lives are ordinarily 
not distinguishable from  the current costs of operations and 
are thus not assignable to specific assets.

T re a tm e n t o f  C osts

.16 Costs of intangible assets which have fixed or 
reasonably determinable terms of existence are now amor
tized by systematic charges to income over their terms of 
existence. Differences of opinion center on the amortization 
of acquired intangible assets w ith  lives which cannot be 
estimated reliably either at the date of acquisition or per
haps long after, fo r example, goodwill and trade names.

.17 The literature on business combinations and good
w ill, including Accounting Research Study No. 10, Account
ing fo r Goodwill, contains at least four possible accounting 
treatments of goodwill and sim ilar intangible assets:

a. Retain the cost as an asset indefinitely unless a 
reduction in  its  value becomes evident.

b. Retain the cost as an asset but perm it amortization 
as an operating expense over an arb itrary period.

c. Retain the cost as an asset but require amortization 
as an operating expense over its  estimated lim ited 
life  or over an arb itra ry  but specified maximum and 
minimum period.

d. Deduct the cost from  stockholders’ equity at the 
date acquired.

.18 Arguments fo r nonamortization. The two of the 
four accounting proposals which do not involve amortiza
tion of goodwill as an operating expense are based in  part 
on the contention that goodwill value is not consumed or 
used to produce earnings in  the same manner as various 
property rights, and therefore net income should not be 
reduced by amortization of goodwill. Further, net income 
should not be reduced by both amortization of goodwill and 
current expenditures that are incurred to enhance or main
ta in the value of the acquired intangible assets. A ll
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methods of amortizing goodwill are criticized as arb itrary 
because the life  of goodwill is indefinite and an estimated 
period of existence is not measurable.

.19 The basis fo r proposing that the cost of goodwill 
be retained as an asset un til a loss in  value becomes evi
dent is that the cost incurred fo r acquired goodwill should 
be accounted fo r as an asset at the date acquired and in 
later periods. The cost should not be reduced as long as 
the value of the asset is at least equal to that cost.

.20 The basis fo r proposing that the cost o f goodwill 
be deducted from stockholders’ equity at the date acquired 
is that the nature of goodwill differs from other assets and 
warrants special accounting treatment. Since goodwill 
attaches only to a business as a whole and its value fluctu
ates widely fo r innumerable reasons, estimates of either the 
terms of existence or current value are unreliable fo r pur
poses of income determination.

A c c o u n tin g  o n  the  H is to r ic a l-C o s t Basis

.21 A ll assets which are represented by deferred costs 
are essentially alike in  historical-cost based accounting. 
They result from  expenditures or owners’ contributions and 
are expected to increase revenue or reduce costs to be in 
curred in  future periods. I f  future benefit or the period to 
be benefited is questionable, the expenditure is usually 
treated as a current expense and not as a deferred cost. 
Associating deferred costs w ith  the revenue or period to 
which they are expected to relate is a basic problem in  
historical-cost based accounting both in  measuring periodic 
income and in  accounting fo r assets. The basic accounting 
treatment does not depend on whether the asset is a build
ing, a piece of equipment, an element of inventory, a pre
paid insurance premium, or whether i t  is tangible or 
intangible. The cost of goodwill and sim ilar intangible 
assets is therefore essentially the same as the cost of land, 
buildings, or equipment under historical-cost based account
ing. Deducting the cost of an asset from stockholders’ 
equity (either retained earnings or capital in  excess of par 
or stated value) at the date incurred does not match costs 
w ith  revenue.
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.22 Accounting fo r the cost o f a long-lived asset after 
acquisition normally depends on its  estimated life. The cost 
of assets w ith  perpetual existence, such as land, is carried 
forward as an asset w ithout amortization, and the cost of 
assets w ith  fin ite lives is amortized by systematic charges 
to  income. Goodwill and sim ilar intangible assets do not 
clearly f it  either classification; the ir lives are neither infinite 
nor specifically lim ited, but are indeterminate. Thus, 
although the principles underlying present practice con
form  to the principles of accounting fo r sim ilar types of 
assets, their applications have led to alternative treatments. 
Am ortizing the cost of goodwill and sim ilar intangible 
assets on arb itrary bases in  the absence of evidence of 
lim ited lives or decreased values may recognize expenses 
and decreases of assets prematurely, but delaying amortiza
tion of the cost un til a loss is evident may recognize the 
decreases after the fact.

A  P ra c tic a l S o lu tio n

.23 A  solution to this dilemma is to set minimum and 
maximum amortization periods. This accounting follows 
from the observation that few, i f  any, intangible assets 
last forever, although some may seem to last almost indefi
nitely. A llocating the cost of goodwill or other intangible 
assets w ith  an indeterminate life  over time is necessary 
because the value almost inevitably becomes zero at some 
future date. Since the date at which the value becomes 
zero is indeterminate, the end of the useful life  must neces
sarily be set a rb itra rily  a t some point or w ith in  some range 
of time fo r accounting purposes.

OPINION

A c q u is itio n  o f  In ta n g ib le  Assets

.24 The Board concludes tha t a company should 
record as assets the costs of intangible assets acquired from 
other enterprises or individuals. Costs of developing, 
maintaining, or restoring intangible assets which are not 
specifically identifiable, have indeterminate lives, or are 
inherent in  a continuing business and related to an enter
prise as a whole—such as goodwill—should be deducted 
from income when incurred.
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.25 Cost of intangible assets. Intangible assets 
acquired singly should be recorded at cost at date of 
acquisition. Cost is measured by the amount of cash dis
bursed, the fa ir value of other assets distributed, the 
present value of amounts to be paid fo r liab ilities incurred, 
or the fa ir  value of consideration received for stock issued 
as described in section 1091.67.

.26 Intangible assets acquired as part of a group of 
assets or as part of an acquired company should also be 
recorded at cost at date of acquisition. Cost is measured 
differently fo r specifically identifiable intangible assets and 
those lacking specific identification. The cost of identifiable 
intangible assets is an assigned part of the total cost of the 
group of assets or enterprise acquired, normally based on 
the fa ir  values of the individual assets. The cost of uniden
tifiable intangible assets is measured by the difference 
between the cost of the group of assets or enterprise 
acquired and the sum of the assigned costs of individual 
tangible and identifiable intangible assets acquired less 
liab ilities assumed. Cost should be assigned to all specifi
cally identifiable intangible assets; cost of identifiable assets 
should not be included in  goodwill. Principles and proce
dures of determining cost of assets acquired, including in 
tangible assets, are discussed in detail in  section 1091.66-.89.

A m o rt iz a tio n  o f  In ta n g ib le  Assets

.27 The Board believes that the value of intangible 
assets at any one date eventually disappears and that the 
recorded costs of intangible assets should be amortized by 
systematic charges to income over the periods estimated 
to be benefited. Factors which should be considered in  
estimating the useful lives of intangible assets include:

a. Legal, regulatory, or contractual provisions may 
lim it the maximum useful life.

b. Provisions fo r renewal or extension may alter a 
specified lim it on useful life.

c. Effects of obsolescence, demand, competition, and 
other economic factors may reduce a useful life.

d. A  useful life  may parallel the service life  expectan
cies of individuals or groups of employees.
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e. Expected actions of competitors and others may 
restrict present competitive advantages.

f. An apparently unlim ited useful life  may in  fact be 
indefinite and benefits cannot be reasonably pro
jected.

g. An intangible asset may be a composite of many 
individual factors w ith  varying effective lives.

The period of amortization of intangible assets should be 
determined from the pertinent factors.

.28 The cost of each type of intangible asset should 
be amortized on the basis of the estimated life  of that 
specific asset and should not be w ritten off in  the period of 
acquisition. Analysis of a ll factors should result in  a 
reasonable estimate of the useful life  of most intangible 
assets. A  reasonable estimate of the useful life  may often 
be based on upper and lower lim its  even though a fixed 
existence is not determinable.

.29 The period of amortization should not, however, 
exceed fo rty  years. Analysis at the time of acquisition may 
indicate that the indeterminate lives of some intangible 
assets are like ly  to exceed fo rty  years and the cost of those 
assets should be amortized over the maximum period of 
fo rty  years, not an arb itrary shorter period.

.30 Method of amortization. The Board concludes 
that the straight-line method of amortization—equal annual 
amounts—should be applied unless a company demonstrates 
that another systematic method is more appropriate. The 
financial statements should disclose the method and period 
of amortization. Amortization of acquired goodwill and of 
other acquired intangible assets not deductible in comput
ing income taxes payable does not create a tim ing differ
ence, and allocation of income taxes is inappropriate.

.31 Subsequent review of amortization. A  company 
should evaluate the periods of amortization continually to 
determine whether later events and circumstances warrant 
revised estimates of useful lives. I f  estimates are changed, 
the unamortized cost should be allocated to the increased or 
reduced number of remaining periods in  the revised useful 
life  but not to exceed fo rty  years after acquisition. Estima
tion of value and future benefits of an intangible asset
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may indicate that the unamortized cost should be reduced 
significantly by a deduction in determining net income 
(section 2012.19-.24). However, a single loss year or even 
a few loss years together do not necessarily jus tify  an 
extraordinary charge to income fo r all or a large part of 
the unamortized cost of intangible assets. The reason fo r an 
extraordinary deduction should be disclosed. [As amended, 
effective fo r events and transactions occurring after Sep
tember 30,1973 by APB Opinion No. 30.] (See section 2012.)

D isp o sa l o f  G o o d w ill

.32 Ordinarily goodwill and sim ilar intangible assets 
cannot be disposed of apart from the enterprise as a whole. 
However, a large segment or separable group of assets of an 
acquired company or the entire acquired company may 
be sold or otherwise liquidated, and all or a portion of the 
unamortized cost of the goodwill recognized in the acquisi
tion should be included in  the cost of the assets sold.

EFFECTIVE DATE
.33 The provisions of this section shall be effective 

to account fo r intangible assets acquired after October 31, 
1970. Intangible assets recognized in business combinations 
in itia ted before November 1, 1970 and consummated on or 
after that date under the terms prevailing on October 31, 
19703 may be accounted for in  accordance w ith  this sec
tion or Chapter 5 of ARB No. 43 and section 2010.

.34 The provisions of this section should not be 
applied retroactively to intangible assets acquired before 
November 1, 1970, whether in  business combinations or 
otherwise.

.35 The Board encourages the application on a pro
spective basis to all intangible assets held on October 31, 
1970 of the provisions in  paragraphs .27 to .31 of this 
section which require amortization of a ll intangible assets. 
Unless the provisions of this section are applied prospec
tively, the accounting fo r intangible assets held on October 
31, 1970 should be in  accordance w ith  Chapter 5 of ARB 
No. 43 as modified by section 2010.

3 Sections 1091.46a and 1091.47a define date initiated and describe the 
effect of changes in terms of a plan of combination.
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AC Section 5361
Amortization of Debt 
Discount and Expense 
or Premium1

[Source: APB Opinion No. 12, Pars. 16 and 17.]

Effective fo r fiscal periods 
beginning a fte r December 
3 1 ,  1967,  unless otherwise 
indicated

.01 Questions have been raised as to the appropriate
ness of the “ interest”  method of periodic amortization of 
discount and expense or premium on debt (i.e., the differ
ence between the net proceeds, after expense, received upon 
issuance of debt and the amount repayable at its  m aturity) 
over its term. The objective of the interest method is to 
arrive at a periodic interest cost (including amortization) 
which w ill represent a level effective rate on the sum of the 
face amount of the debt and (plus or minus) the unamor
tized premium or discount and expense at the beginning of 
each period. The difference between the periodic interest 
cost so calculated and the nominal interest on the outstand
ing amount of the debt is the amount of periodic amortiza
tion.

.02 In  the Board’s opinion, the interest method of 
amortization is theoretically sound and an acceptable 
method.

  T h e  n e x t page  is  9701.  

1 See section 4111, In te re s t on R ece ivab les and P ayab les.
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AC Section 5362
Early Extinguishment of Debt
[Source: APB Opinion No. 2 6, as amended.]

Effective fo r all extinguish
ments o f debt occurring 
on or a fte r January 1, 
1973, unless otherwise 
indicated 1

INTRODUCTION
.01 Debt is frequently extinguished in various ways 

before its scheduled maturity. Generally, the amount paid 
upon reacquisition of debt securities w ill d iffer from the net 
carrying amount of the debt at that time. This section 
expresses the views of the Accounting Principles Board re
garding the appropriate accounting fo r that difference.

.02 Applicability. This section applies to the early 
extinguishment of a ll kinds of debt. (For early extinguish
ments of debt through troubled debt restructurings, FASB 
Statement No. 15 [section 5363], Accounting by Debtors and 
Creditors fo r Troubled Debt Restructurings, applies.) I t  
supersedes section 5151. However, this section does not 
apply to debt that is converted pursuant to the existing con
version privileges of the holder. Moreover, i t  does not alter 
the accounting fo r convertible debt securities described in 
section 5516. This section applies to regulated companies in 
accordance with the provisions of section 6011, Accounting 
Principles fo r Regulated Industries, 1962. [As amended, 
effective fo r troubled debt restructurings consummated 
after Dec. 31, 1977, by FASB Statement No. 15.] (See sec
tion 5363.)

.03 Definitions. Several terms are used in  this section 
as follows:

a. E arly  extinguishment is the reacquisition of any 
form of debt security or instrument before its sched
uled m aturity except through conversion by the 
holder, regardless of whether the debt is viewed as 
terminated or is held as so-called “ treasury bonds.”  
A ll open-market or mandatory reacquisitions of 
debt securities to meet sinking fund requirements 
are early extinguishments.

1 See paragraph .22. 
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b. Net carrying amount of debt is the amount due at 
maturity, adjusted fo r unamortized premium, dis
count, and cost of issuance.

c. Reacquisition price of debt is the amount paid on 
early extinguishment, including a call premium and 
miscellaneous costs of reacquisition. I f  early ex
tinguishment is achieved by a direct exchange of 
new securities, the reacquisition price is the total 
present value of the new securities.

d. Difference as used in  this section is the excess of the 
reacquisition price over the net carrying amount or 
the excess of the net carrying amount over the re
acquisition price.

DISCUSSION
.04 Current practice. Early extinguishment of debt 

is usually achieved in  one of three ways: use of existing 
liqu id  assets, use of proceeds from issuance of equity se
curities, and use of proceeds from issuing other debt securi
ties. The replacement of debt w ith  other debt is frequently 
called refunding.

.05 Differences on nonrefunding extinguishments are 
generally treated currently in  income as losses or gains. 
Three basic methods are generally accepted to account fo r 
the differences on refunding transactions:

a. Amortization over the remaining original life  of the 
extinguished issue

b. Amortization over the life  of the new issue
c. Recognition currently in  income as a loss or gain. 

Each method has been supported in  court decisions, in  ru l
ings of regulatory agencies, and in  accounting literature.

.06 Amortization over life  of old issue. Some account
ants believe that the difference on refunding should be 
amortized over the remaining original life  of the extin
guished issue. In  effect, the difference is regarded as an 
adjustment of the cash cost of borrowing that arises from 
obtaining another arrangement fo r the unexpired term of 
the old agreement. Therefore, the cost of money over the 
remaining period of the original issue is affected by the 
difference that results upon extinguishment of the original 
contract. Early  extinguishment occurs fo r various reasons, 
but usually because i t  is financially advantageous to the
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issuer, fo r example, i f  the periodic cash interest outlay can 
be reduced fo r future periods. Accordingly, under this view 
the difference should be spread over the unexpired term of 
the original issue to obtain the proper periodic cost of bor
rowed money. I f  the m aturity date of the new issue pre
cedes the m aturity date of the original issue, a portion of 
the difference is amortized over the life  of the new debt and 
the balance of the difference is recognized currently in in 
come as a loss or gain.

.07 Amortization over life  of new issue. Some ac
countants believe that the difference on refunding should 
he amortized over the life  of the new issue i f  refunding 
occurs because of lower current interest rates or anticipated 
higher interest rates in  the future. Under this view, the 
principal motivation fo r refunding is to establish a more 
favorable interest rate over the term of the new issue. 
Therefore, the expected benefits to be obtained over the life  
of the new issue jus tify  amortization of the difference over 
the life  of the new issue.

.08 Recognition currently in  income. Some account
ants believe a difference on refunding is similar to the 
difference on other early extinguishments and should he 
recognized currently in income in  the period of the extin
guishment. This view holds that the value of the old debt 
has changed over time and that paying the call price or 
current market value is the most favorable way to extinguish 
the debt. The change in  the market value of the debt is 
caused by a change in  the market rate of interest, hut the 
change has not been reflected in  the accounts. Therefore, 
the entire difference is recorded when the specific contract 
is terminated because i t  relates to the past periods when the 
contract was in effect. I f  the accountant had foreseen future 
events perfectly at the time of issuance, he would have based 
the accounting on the assumption that the m aturity value 
of the debt would equal the reacquisition price. Thus, no 
difference upon early extinguishment would occur because 
previous periods would have home the proper interest ex
pense. Furthermore, a call premium necessary to eliminate 
an old contract and an unamortized discount or premium 
relate to the old contract and cannot be a source of benefits 
from a new debt issue. For example, a larger (or smaller) 
coupon rate could have been set on the old issue to avoid an
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unamortized discount (or premium) at issuance. When such 
debt orig inally issued at par is refunded, few accountants 
maintain that some portion of past interest should be capi
talized and written off over the remaining life  of the old debt 
or over the life  of the new debt.

.09 Another argument in favor of current recognition 
of the difference as gain or loss is also related to market 
forces but is expressed differently. I f  debt is callable, the 
call privilege is frequently exercised when the market value 
of the bonds as determined by the current yield rate exceeds 
the call price. A  loss or gain is recognized on extinguishing 
the debt because an exchange transaction occurs in  which 
the call or current market value of the debt differs from its 
net carrying amount. For example, the market value of the 
debt ord inarily rises as the market rate of interest falls. I f  
market values were recorded as the market rate of interest 
fluctuates, the changes in  the market value of the debt 
would have been recorded periodically as losses or gains. 
The bond lia b ility  would not exceed the call price.

.10 On the other hand, some accountants holding views 
opposing current recognition of the difference in income be
lieve that recognizing the difference as gains or losses may 
induce a company to report income by borrowing money at 
high rates of interest in order to pay off discounted low- 
rate debt. Conversely, a large potential charge to income 
may discourage refunding even though i t  is economically 
desirable; the replacement of high cost debt w ith  low cost 
debt may result in having to recognize a large loss. Thus, 
a company may show higher current income in  the year of 
extinguishment while increasing its economic cost of debt 
and lower current income while decreasing its economic cost 
of debt. For these reasons, these accountants favor deferral.

.11 Extinguishment of convertible debt. Accountants 
have expressed differing views regarding accounting fo r the 
extinguishment of convertible debt. In  section 5516, which 
is directed in part to accounting fo r convertible debt at time 
of issue, the Board concluded that no portion of the proceeds 
from the issuance of the types of convertible debt securities 
defined in  section 5516 should be accounted fo r as attribu
table to the conversion feature. In  reaching that conclusion, 
the Board placed greater weight on the inseparability of the
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debt and conversion option and less weight on practical 
difficulties. The Board emphasized that a convertible debt 
security is a complex hybrid instrument bearing an option 
the alternative choices of which cannot exist independently 
of one another. The holder ord inarily does not sell one righ t 
and retain the other. Furthermore, the two choices are 
mutually exclusive; the holder cannot exercise the option 
to convert unless he foregoes the righ t to redemption, and 
vice versa. Therefore, section 5516 implies that (except fo r 
conversion) a difference on extinguishing convertible debt 
needs to be recognized in  the same way as a difference on 
extinguishment of debt w ithout conversion features.

.12 The various views expressed on how to account fo r 
the extinguishment of convertible debt to some extent reflect 
the same attitudes as to the nature of the debt at time of 
issue as were considered in  section 5516. Thus, some ac
countants believe that a portion of the proceeds at issuance 
is attributable to the conversion feature. I f  the convertible 
debt is later extinguished, the in itia l value of the conver
sion feature should then be recorded as an increase in  stock
holders’ equity. The balance of the difference would, under 
that view of the transaction, be a gain or loss in  income of 
the period of extinguishment.

.13 Some accountants maintain that the intent of is
suing convertible debt is to raise equity capital. A  con
vertible debt is therefore in  substance an equity security, 
and a ll the difference on extinguishing convertible debt 
should be an increase or decrease of paid-in capital.

.14 Another view is that the market price that gives 
rise to the difference reflects both the level of interest rates 
on debt and the prices of the related common stock or both.
Those expressing this view believe that i f  the effects of these 
factors can be identified at the time of extinguishment, the 
difference attributable to the interest rate should be ac
counted fo r as gain or loss in  income, and that the difference 
attributable to the market price of the issuer’s common 
stock should be accounted fo r as an increase or decrease in 
paid-in capital.

.15 Some accountants believe that the accounting for 
a difference on extinguishment of convertible debt depends 
on the nature of the security at the time of extinguishment.
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Events after time of issue may provide evidence that a 
convertible debt is either s till debt in  substance or equity 
in  substance. Under this view the purchase price on ex
tinguishment provides the best evidence as to whether the 
security is essentially debt or equity. Convertible debt that 
is selling below the call or redemption price at time of ex
tinguishment is essentially debt; the difference should be a 
gain in  current income. Moreover, i f  convertible debt has 
a coupon rate that exceeds the current market rate of 
interest and clearly causes the issue to trade at a premium 
as a debt instrument, the difference on extinguishment 
should be a loss in current income. On the other hand, i f  
convertible debt is selling above the call or redemption 
price because of the conversion privilege, i t  is essentially 
a common stock. In  effect, market forces have transformed 
a debt instrument into an equity security, and the extin
guishment provides an explicit transaction to ju s tify  rec
ognizing that the convertible debt is in  substance a com
mon stock equivalent. Those who hold this view believe 
that accounting should report the substance of the transac
tion rather than its form ; convertible debt need not be 
converted into common stock to demonstrate that the ex
tinguishment transaction is equivalent to a purchase of 
common stock fo r retirement.

.16 Economic nature of extinguishment. In  many re
spects the essential economics of the decision leading to the 
early extinguishment of outstanding debt are the same, 
regardless of whether such debt is extinguished via  the use 
of the existing liqu id  assets, new equity securities, or new 
debt. That is, the decision favoring early extinguishment 
usually implies that the net present value of future cash 
inflows and outflows is maximized by extinguishing the 
debt now rather than by letting i t  run to  m aturity. The 
savings may be in  lower cash interest costs on a new debt 
issue, in  increased earnings per share of common stock i f  
the assets are not earning the interest rate on the out
standing debt, or in  some other form. The essential event is 
early extinguishment. Under this view, the difference is 
associated w ith  extinguishing the existing debt and is 
accounted fo r the same regardless of how extinguishment 
is accomplished.
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.17 To illustra te  tha t view, assume tha t three firms 
each have long-term debt outstanding w ith  ten years re
maining to m aturity. The firs t firm  may have excess cash 
and no investment opportunities tha t earn a rate o f return 
higher than the cash savings tha t would ensue from  im 
mediately extinguishing the debt. The second firm  may 
wish to replace the debt w ith  a sim ilar issue bearing a 
lower coupon rate. The th ird  firm  may have excessive debt 
and may want to replace the debt w ith  a new issue of 
common stock. The underlying reason fo r the early ex
tinguishment in  a ll three cases is to obtain a perceived 
economic advantage. The relevant comparison in  the re
placement of debt w ith  other debt is w ith  the costs of other 
debt. The comparison in  other cases is w ith  other means 
o f financing. The means by which the debt is extinguished 
have no bearing on how to account fo r the loss or gain.

OPINION
.18 The fo llow ing conclusions of the Board are based 

p rim a rily  on the reasoning in  paragraphs .08, .09, .11, .16, 
and .17.

.19 Reduction of alternatives. The Board concludes 
tha t a ll extinguishments of debt before scheduled m aturities 
are fundamentally alike. The accounting fo r such transac
tions should be the same regardless of the means used to 
achieve the extinguishment.

.20 Disposition of amounts. A  difference between the 
reacquisition price and the net carrying amount of the 
extinguished debt should be recognized currently in  income 
of the period of extinguishment as losses or gains and iden ti
fied as a separate item.2 The crite ria  in  section 2013 and 
in  section 2012 as amended by section 2013 should be used 
to determine whether the losses or gains are ord inary or 
extraordinary items. Gains and losses should not be 
amortized to fu ture periods. [As amended, effective fo r 
events and transactions occurring a fte r September 30, 1973 
by APB Opinion No. 30.] (See section 2012.) [As 
amended, effective fo r extinguishments occurring a fte r

2 I f  upon extinguishment of debt, the parties also exchange unstated 
(o r stated) rights or privileges, the portion of the consideration exchanged 
allocable to such unstated (or stated) rights or privileges should be given 
appropriate accounting recognition. Moreover, extinguishment transactions 
between related entities may be in  essence capital transactions.
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March 31, 1975 by FASB Statement No. 4.] (See section 
2013.)

.21 Convertible debt. The extinguishment o f con
vertib le debt before m atu rity  does not change the character 
of the security as between debt and equity at tha t time. 
Therefore, a difference between the cash acquisition price of 
the debt and its  net carrying amount should be recognized 
currently in  income in  the period of extinguishment as 
losses or gains.

EFFECTIVE DATE
.22 This section shall be effective fo r a ll extinguish

ments of debt occurring on or a fter January 1, 1973. E x
tinguishm ent transactions are considered to be term inated 
events sim ilar to  tha t set fo rth  in  section 1051.16 and as such, 
extinguishments tha t were previously recorded in  fiscal 
years ending before January 1 , 1973 should not be adjusted. 
However, the accounting fo r refunding transactions tha t 
have been previously reported in  the fiscal year in  which 
December 31, 1972 occurs may be retroactively restated to 
comply w ith  the provisions o f th is section.

 T h e n ex t page is  9721.  
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AC Section 5363
Accounting by Debtors and 

Creditors for Troubled 

Debt Restructurings
[Source: FASB Statement No. 15.]

June 1977

INTRODUCTION

.001 This Statement establishes standards o f financial accounting 
and reporting by the debtor and by the creditor fo r a troubled  
debt restructuring. The Statement does not cover accounting fo r 
allowances fo r estimated uncollectible amounts and does not pre
scribe or proscribe particular methods fo r estimating amounts of 
uncollectible receivables.

.002 A  restructuring o f a debt constitutes a troubled debt restruc
turing  fo r purposes o f this Statement i f  the creditor fo r economic 
or legal reasons related to the debtor’s financial d ifficulties grants 
a concession to the debtor that i t  would not otherwise consider. 
That concession either stems from  an agreement between the cred
ito r and the debtor o r is imposed by law or a court. F or example, a 
creditor may restructure the terms o f a debt to  alleviate the burden 
o f the debtor’s near-term cash requirements, and many troubled  
debt restructurings involve m odifying terms to reduce or defer 
cash payments required o f the debtor in  the near future to  help 
the debtor attempt to improve its financial condition and eventu
a lly be able to pay the creditor. O r, fo r example, the creditor may 
accept cash, other assets, o r an equity interest in  the debtor in  
satisfaction o f the debt though the value received is less than the 
amount o f the debt because the creditor concludes that step w ill 
maximize recovery o f its investment.1

1 Although troubled debt that is fu lly  satisfied by foreclosure, repossession, 
or other transfer of assets or by grant of equity securities by the debtor is, 
in a technical sense, not restructured, that kind of event is included in the 
term troubled debt restructuring in this Statement.
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.003 W hatever the fo rm  o f concession granted by the creditor to 
the debtor in  a troubled debt restructuring, the creditor’s objective 
is to make the best o f a d ifficu lt situation. That is, the creditor 
expects to obtain more cash or other value from  the debtor, o r to 
increase the probability o f receipt, by granting the concession than 
by not granting it.

.004 In  th is Statement, a receivable or payable (collectively re
ferred to as debt) represents a contractual r ig h t to receive money or 
a contractual obligation to pay money on demand or on fixed or 
determinable dates that is already included as an asset o r liab ility  
in  the creditor’s o r debtor’s balance sheet at the time o f the re
structuring. Receivables or payables that may be involved in  
troubled debt restructurings commonly result from  lending or 
borrow ing o f cash, investing in  debt securities that were previ
ously issued, o r selling or purchasing goods o r services on credit. 
Examples are accounts receivable o r payable, notes, debentures 
and bonds (whether those receivables or payables are secured or 
unsecured and whether they are convertible o r nonconvertible), 
and related accrued interest, i f  any. Typica lly , each receivable or 
payable is negotiated separately, but sometimes two or more re
ceivables or payables are negotiated together. F o r example, a 
debtor may negotiate w ith  a group o f creditors but sign separate 
debt instruments w ith  each creditor. F o r purposes o f this State
ment, restructuring o f each receivable o r payable, including those 
negotiated and restructured jo in tly , shall be accounted fo r ind iv id 
ually. The substance rather than the fo rm  o f the receivable or 
payable shall govern. For example, to  a debtor, a bond consti
tutes one payable even though there are many bondholders.

.005 A  troubled debt restructuring may include, but is not neces
sarily lim ited to, one or a combination o f the fo llow ing:

a. Transfer from  the debtor to the creditor o f receivables from  
th ird  parties, real estate, o r other assets to satisfy fu lly  or 
partia lly  a debt (including a transfer resulting from  foreclosure 
or repossession).

b. Issuance or other granting o f an equity interest to the creditor 
by the debtor to satisfy fu lly  or partia lly  a debt unless the 
equity interest is granted pursuant to existing terms fo r con
verting the debt into an equity interest.

c. M odifica tion o f terms o f a debt, such as one or a combination  
of:
1. Reduction (absolute o r contingent) o f the stated interest 

rate fo r the remaining orig inal life  o f the debt.
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2. Extension o f the m aturity date o r dates at a stated interest 
rate lower than the current market rate fo r new debt w ith  
sim ilar risk.

3. Reduction (absolute or contingent) o f the face amount or 
m aturity amount o f the debt as stated in  the instrument 
or other agreement.

4. Reduction (absolute or contingent) o f accrued interest.

.006 Troubled debt restructurings may occur before, at, o r a fte r 
the stated m aturity o f debt, and time may elapse between the 
agreement, court order, etc. and the transfer o f assets or equity 
interest, the effective date o f new terms, o r the occurrence o f an
other event that constitutes consummation of the restructuring. 
The date o f consummation is the time o f the restructuring  in  this 
Statement.

.007 A  debt restructuring is not necessarily a troubled debt restruc
turing fo r purposes o f this Statement even i f  the debtor is experi
encing some financial difficulties. F or example, a troubled debt 
restructuring is not involved i f  (a) the fa ir value2 o f cash, other 
assets, o r an equity interest accepted by a creditor from  a debtor 
in  fu ll satisfaction o f its receivable at least equals the creditor’s 
recorded investment in  the receivable;3 (b) the fa ir value o f cash, 
other assets, or an equity interest transferred by a debtor to a 
creditor in  fu ll settlement o f its payable at least equals the debtor’s 
carrying amount o f the payable; (c) the creditor reduces the effec
tive interest rate on the debt p rim arily  to reflect a decrease in  
market interest rates in  general o r a decrease in  the risk so as 
to maintain a relationship w ith  a debtor that can readily obtain  
funds from  other sources at the current market interest rate; or
(d) the debtor issues in  exchange fo r its debt new marketable debt 
having an effective interest rate based on its market price that is 
at or near the current market interest rates o f debt w ith  sim ilar 
m aturity dates and stated interest rates issued by nontroubled  
debtors. In  general, a debtor that can obtain funds from  sources 
other than the existing creditor at market interest rates at or near 
those fo r nontroubled debt is not involved in  a troubled debt re
structuring. A  debtor in  a troubled debt restructuring can obtain 
funds from  sources other than the existing creditor in  the troubled  
debt restructuring, i f  at all, only at effective interest rates (based 
on market prices) so high that i t  cannot afford to  pay them. Thus, 
in  an attempt to protect as much o f its investment as possible, the

2 Defined in paragraph .013. 
3 Defined in footnote 17.
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creditor in  a troubled debt restructuring grants a concession to the 
debtor that it  would not otherwise consider.

.008 F o r purposes o f this Statement, troubled debt restructurings 
do not include changes in  lease agreements (the accounting is 
prescribed by FASB Statement No. 13 [section 4053], “ Account
ing fo r  Leases” ) or employment-related agreements ( fo r  example, 
pension plans and deferred compensation contracts). N o r do 
troubled debt restructurings include debtors’ failures to  pay trade 
accounts according to  th e ir term s or cred ito rs ’ delays in  tak ing  
legal action to  collect overdue amounts of interest and p rinc ipa l, 
unless they  invo lve  an agreement between debtor and cred itor 
to  restructure.

.009 The  Addendum  to  A PB Opinion No. 2 [section 6011], 
“ A ccoun ting  fo r the ‘Investm ent C red it’,”  states tha t “ d iffe r
ences may arise in  the app lica tion o f generally accepted account
ing  principles as between regulated and nonregulated businesses, 
because o f the effect in  regulated businesses o f the ra te -m aking  
process”  and discusses the application o f genera lly accepted 
accounting princip les to  regulated industries. F A S B  State
ments and In te rp re ta tions should therefore be applied to  regu
lated companies th a t are subject to  the rate-m aking process in  
accordance w ith  the provis ions o f the Addendum.

.010 This Statement supersedes FASB Interpretation No. 2, “ Im 
puting Interest on Debt Arrangements Made under the Federal 
Bankruptcy A c t,”  and shall be applied to the types o f situations 
that were covered by that Interpretation. Thus, it  shall be applied 
to troubled debt restructurings consummated under reorganization, 
arrangement, or other provisions of the Federal Bankruptcy A ct 
or other Federal statutes related thereto.4 I t  also amends APB 
Opinion No. 26 [section 5362], “ E a r ly  E x tingu ishm en t of 
Debt,”  to the extent needed to  exclude from  that O pinion ’s scope 
early extinguishments o f debt through troubled debt restructurings.

.011 Appendix A  provides background inform ation. Appendix B 
sets fo rth  the basis fo r the Board’s conclusions, including alterna
tives considered and reasons fo r accepting some and rejecting 
others.

4 This Statement does not apply, however, i f  under provisions of those 
Federal statutes or in a quasi-reorganization or corporate readjustment 
(ARB No. 43, Chapter 7, Section A  [section 5581], “ Quasi-Reorganization 
or Corporate Readjustment . . .” ) w ith  which a troubled debt restruc
turing coincides, the debtor restates its liabilities generally.
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STANDARDS OF FINANCIAL ACCOUNTING 
AND REPORTING

Accounting by Debtors

.012 A  debtor shall account fo r a troubled  debt res truc tu ring  
according to the type o f the restructuring as prescribed in  the 
fo llow ing paragraphs.

Transfer o f Assets in Full Settlement

.013 A  debtor that transfers its receivables from  th ird  parties, real 
estate, o r other assets to a creditor to settle fu lly  a payable shall 
recognize a gain on restructuring o f payables (see paragraph .021). 
The gain shall be measured by the excess o f ( i)  the carrying  
amount o f the payable settled (the face amount increased or de
creased by applicable accrued interest and applicable unamortized 
premium, discount, finance charges, o r issue costs) over ( ii)  the 
fa ir value o f the assets transferred to the creditor.5 The fa ir value 
of the assets transferred is the amount that the debtor could rea
sonably expect to receive fo r them in a current sale between a 
w illing  buyer and a w illing  seller, that is, other than in  a forced 
or liqu idation sale. F a ir value o f assets shall be measured by 
their market value i f  an active market fo r them exists. I f  no active 
market exists fo r the assets transferred but exists fo r sim ilar assets, 
the selling prices in  that market may be helpful in  estimating the 
fa ir value o f the assets transferred. I f  no market price is available, 
a forecast o f expected cash flows may aid in  estimating the fa ir 
value o f assets transferred, provided the expected cash flows are 
discounted at a rate commensurate w ith  the risk involved.6 5 6

5 Paragraphs .013, .015 and .019 indicate that the fair value of assets trans
ferred or the fair value of an equity interest granted shall be used in 
accounting for a settlement of a payable in a troubled debt restructuring. 
That guidance is not intended to preclude using the fair value of the payable 
settled if more clearly evident than the fair value of the assets transferred 
or of the equity interest granted in a fu ll settlement of a payable (para
graphs .013 and .015). (See paragraph 67 of APB Opinion No. 16 [section 
1091.67], “ Business Combinations.” ) However, in a partial settlement of 
a payable (paragraph .019), the fa ir value of the assets transferred or of 
the equity interest granted shall be used in all cases to avoid the need to 
allocate the fair value of the payable between the part settled and the part 
still outstanding.
6 Some factors that may be relevant in estimating the fair value of various 
kinds of assets are described in paragraphs 88 and 89 of APB Opinion No. 
16 [section 1091.88-.89], paragraphs 12-14 of APB Opinion No. 21 [sec
tion 4111.11-.13], “ Interest on Receivables and Payables,”  and paragraph 
25 of APB Opinion No. 29 [section 1041.25], “ Accounting for Nonmone
tary Transactions.”
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.014 A  difference between the fa ir  value and the carrying amount 
of assets transferred to a creditor to settle a payable is a gain or 
loss on transfer o f assets.7 The debtor shall include that gain or 
loss in  measuring net income fo r the period o f transfer, reported 
as provided in  A P B  Opinion No. 30 [section 2012], “ R eporting  
the  Results of O perations.”

Grant of Equity Interest in Full Settlement

.015 A  debtor that issues or otherwise grants an equity interest 
to a creditor to settle fu lly  a payable shall account fo r the equity 
interest at its fa ir value.8 The difference between the fa ir value 
o f the equity interest granted and the carrying amount of the 
payable settled shall be recognized as a gain on restructuring of 
payables (see paragraph .021).

Modification of Terms

.016 A  debtor in  a troubled debt res truc tu ring  in vo lv in g  only  
modification of terms o f a payable— that is, not involving a trans
fer o f assets or grant o f an equity interest— shall account fo r the 
effects of the restructuring prospectively from  the t ime o f restruc
turing, and shall not change the carrying amount o f the payable 
at the time of the restructuring unless the carrying amount exceeds 
the to ta l future cash payments specified by the new terms.9 That 
is, the effects o f changes in the amounts o r tim ing (or both) o f 
future cash payments designated as either interest or face amount 
shall be reflected in future periods.10 Interest expense shall be 
computed in  a way that a constant effective interest rate is ap-

7 The carrying amount of a receivable encompasses not only unamortized 
premium, discount, acquisition costs, and the like but also an allowance for 
uncollectible amounts and other “valuation”  accounts, i f  any. A  loss on 
transferring receivables to creditors may therefore have been wholly or 
partially recognized in measuring net income before the transfer and be 
wholly or partly a reduction of a valuation account rather than a gain or 
loss in measuring net income for the period of the transfer.
8 See footnote 5.
9 In this Statement, total future cash payments includes related accrued 
interest, if  any, at the time of the restructuring that continues to be payable 
under the new terms.
10 A ll or a portion of the carrying amount of the payable at the time of the 
restructuring may need to be reclassified in the balance sheet because of 
changes in the terms, for example, a change in the amount of the payable 
due within one year after the date of the debtor’s balance sheet. A  troubled 
debt restructuring of a short-term obligation after the date of a debtor’s 
balance sheet but before that balance sheet is issued may affect the classifica
tion of that obligation in accordance w ith  FASB Statement No. 6 [section 
2033], “ Classification of Short-Term Obligations Expected to Be Refinanced.”
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plied to the carrying amount of the payable at the beginning of 
each period between restructuring and m aturity (in substance the 
“ interest”  method prescribed by paragraph 15 of APB Opinion  
No. 21 [section 4111.14]). The new effective interest rate shall be 
the discount rate that equates the present value o f the fu tu re  cash 
paym ents specified by the new term s (exc lud ing  amounts con
tin g e n tly  payable) w ith  the ca rry ing  am ount of the payable.

.017 I f ,  however, the total fu tu re  cash payments specified by the 
new terms o f a payable, including both payments designated as 
interest and those designated as face amount, are less than the 
carrying amount of the payable, the debtor shall reduce the 
carrying amount to an amount equal to the tota l future cash pay
ments specified by the new terms and shall recognize a gain on 
restructuring o f payables equal to the amount o f the reduction 
(see paragraph .021).11 Thereafter, all cash payments under the 
terms o f the payable shall be accounted fo r as reductions o f the 
carrying amount o f the payable, and no interest expense shall be 
recognized on the payable fo r any period between the restructur
ing and m aturity o f the payable.12

.018 A  debtor shall not recognize a gain on a restructured payable 
invo lving indeterminate future cash payments as long as the 
maximum total future cash payments may exceed the carrying  
amount o f the payable. Amounts designated either as interest or 
as face amount by the new terms may be payable contingent on 
a specified event o r circumstance (fo r example, the debtor may 
be required to pay specified amounts i f  its financial condition  
improves to a specified degree w ith in  a specified period). To de
termine whether the debtor shall recognize a gain according to 
the provis ions o f paragraphs .016 and .017, those contingent 
amounts shall be included in  the “ total fu tu re  cash payments speci
fied by the new terms”  to  the extent necessary to prevent recogniz
ing a gain at the time o f restructuring that may be offset by fu tu re  
in terest expense. Thus, the debtor shall app ly paragraph 17 o f 
F A S B  Statement No. 5 [section 4311.17], “ A ccounting  fo r Con
tingencies,”  in  w h ich  p ro b a b ility  o f occurrence of a gain con-

11 I f  the carrying amount of the payable comprises several accounts (for 
example, face amount, accrued interest, and unamortized premium, discount, 
finance charges, and issue costs) that are to be continued after the restructur
ing, some possibly being combined, the reduction in carrying amount may 
need to be allocated among the remaining accounts in proportion to the 
previous balances. However, the debtor may choose to carry the amount 
designated as face amount by the new terms in a separate account and 
adjust another account accordingly.
12 The only exception is to recognize interest expense according to para
graph .022.
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tingency is no t a factor, and shall assume tha t contingent fu tu re  
payments w i l l  have to  be paid. The same p rinc ip le  applies to  
amounts o f fu ture  cash paym ents th a t m ust sometimes be 
estimated to  app ly the provis ions o f paragraphs .016 and .017. 
F or example, i f  the num ber o f fu tu re  in terest payments is 
flex ib le  because the face amount and accrued in terest is payable 
on demand o r becomes payable on demand, estimates o f to ta l 
fu tu re  cash payments shall be based on the m axim um  num ber of 
periods possible under the restructured  terms.

Combination of Types

.019 A  troubled debt restructuring may involve partia l settlement 
of a payable by the debtor’s transferring assets or granting an 
equity interest (or both) to the creditor and m odification o f terms 
of the remaining payable.13 A  debtor shall account fo r a troubled  
debt restructuring involving a partia l settlement and a m odification  
o f terms as prescribed in  paragraphs .016-.018 except that, firs t, 
assets transferred or an equity interest granted in  that partia l 
settlement shall be measured as prescribed in  paragraphs .013 and 
.015, respectively, and the carrying amount o f the payable shall be 
reduced by the tota l fa ir value o f those assets or equity in ter
est. 14 A  difference between the fa ir value and the carrying amount 
of assets transferred to the creditor shall be recognized as a 
gain o r loss on transfer o f assets. No gain on restructuring o f 
payables shall be recognized unless the remaining carrying amount 
o f the payable exceeds the tota l future cash payments (including  
amounts contingently payable) specified by the terms o f the debt 
remaining unsettled after the restructuring. Future interest ex
pense, i f  any, shall be determined according to the provisions of 
paragraphs .016-.018.

Related Matters

.020 A  troubled debt restructuring that is in  substance a repos
session or foreclosure by the creditor or other transfer o f assets to 
the creditor shall be accounted fo r according to the provisions of 
paragraphs .013, .014, and .019.

13 Even i f  the stated terms of the remaining payable, for example, the 
stated interest rate and the maturity date or dates, are not changed in con
nection with the transfer of assets or grant of an equity interest, the restruc
turing shall be accounted for as prescribed by paragraph .019.
14 I f  cash is paid in a partial settlement of a payable in a troubled debt 
restructuring, the carrying amount of the payable shall be reduced by the 
amount of cash paid.
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.021 Gains on restructuring o f payables determined by applying  
the provisions of paragraphs .013-.020 o f th is  S tatem ent shall be 
aggregated, included in  measuring net income fo r the period of 
restructuring, and, i f  material, classified as an extraordinary item, 
net o f related income tax effect, in  accordance w ith  paragraph 8 
o f F A S B  Statement No. 4 [section 2013.08], “ R eporting  Gains 
and Losses from  E xtingu ishm en t of D eb t.”

.022 I f  a troubled debt restructuring involves amounts contin
gently payable, those contingent amounts shall be recognized as a 
payable and as interest expense in  fu tu re  periods in  accordance w ith  
paragraph 8 of F A S B  Statement No. 5 [section 4311.08]. Thus, 
in  general, interest expense fo r  contingent payments shall be recog
nized in  each period in  which (a ) i t  is probable that a lia b ility  has 
been incurred and (b ) the amount o f that liab ility  can be reason
ably estimated. Before recognizing a payable and interest expense 
fo r  amounts contingently payable, however, accrual or payment o f 
those amounts shall be deducted from  the carrying amount o f the 
restructured payable to the extent that contingent payments 
included in  “ tota l future cash payments specified by the new 
terms”  prevented recognition o f a gain at the time o f restructur
ing  (paragraph .018).

.023 I f  amounts of fu tu re  cash payments m ust be estimated to  
apply the provisions o f paragraphs .016-.018 because fu ture  interest 
payments are expected to  fluctuate— fo r example, the restruc
tured terms may specify the stated interest rate to be the prime  
interest rate increased by a specified amount o r proportion— esti
mates o f maximum to ta l future payments shall be based on the 
interest rate in  effect at the time o f the restructuring. Fluctuations 
in  the effective interest rate after the restructuring from  changes 
in  the prime rate or other causes shall be accounted fo r as changes 
in  estimates in  the periods the changes occur. However, the 
accounting fo r those fluctuations shall not result in  recognizing a 
gain on restructuring that may be offset by future cash payments 
(paragraphs .018 and .022). Rather, the carry ing amount o f the 
restructured payable shall remain unchanged, and future cash 
payments shall reduce the carrying amount u n til the time that 
any gain recognized cannot be offset by future cash payments.

.024 Legal fees and other direct costs that a debtor incurs in  grant
ing an equity interest to a creditor in  a troubled debt restructuring 
shall reduce the amount otherwise recorded fo r that equity interest 
according to paragraphs .015 and .019. A l l  other direct costs that a 
debtor incurs to effect a troubled debt restructuring shall be 
deducted in  measuring gain on restructuring o f payables or shall 
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be included in  expense fo r the period i f  no gain on restructuring  
is recognized.

Disclosure by Debtors

.025 A  debtor shall disclose, either in  the body o f the financial 
statements o r in  the accompanying notes, the fo llow ing inform a
tion about troubled debt restructurings that have occurred during  
a period fo r which financial statements are presented:

a. F or each restructuring:15 a description o f the principal changes 
in  terms, the m ajor features o f settlement, or both.

b. Aggregate gain on restructuring o f payables and the related 
income ta x  effect (paragraph .021).

c. Aggregate net gain o r loss on transfers o f assets recognized 
d u rin g  the period (paragraphs .014 and .019).

d. Per share amount o f the aggregate gain on restructuring of 
payables, net o f related income tax effect.

.026 A  debtor shall disclose in  financia l statements fo r periods 
after a troubled debt restructuring the extent to which amounts 
contingently payable are included in  the carrying amount o f re
structured payables pursuant to  the provisions o f paragraph .018.
I f  required by paragraphs 9-13 o f F A S B  Statement No. 5 [sec
tion  4311.09-.13], a debtor shall also disclose in  those financia l 
statements to ta l amounts tha t are contingen tly  payable on re
structured  payables and the conditions under w hich  those 
amounts w ou ld  become payable o r w ou ld  be forg iven.

Accounting by Creditors

.027 A  cred ito r shall account fo r a troubled debt res tru c tu ring  
according to the type o f the restructuring as prescribed in  the 
fo llow ing  paragraphs. Paragraphs .028-.042 do not apply to  a 
receivable that the creditor is accounting fo r at market value in  
accordance w ith  specialized industry practice (fo r example, a 
marketable debt security accounted fo r at market value by a 
m utual fund). Estimated cash expected to  be received less esti
mated costs expected to be incurred is not market value in  ac
cordance w ith  specialized industry practice as that term is used in  
this paragraph.

15  Separate restructurings within a fiscal period for the same category of 
payables (fo r example, accounts payable or subordinated debentures) may 
be grouped for disclosure purposes.
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Receipt of Assets in Full Satisfaction

.028 A  creditor that receives from  a debtor in  fu ll satisfaction o f 
a receivable either (i) receivables from  th ird  parties, real estate, 
or other assets or (ii) shares o f stock or other evidence o f an 
equity interest in  the debtor, or both, shall account fo r those 
assets (includ ing an equity interest) at their fa ir value at the time 
of the res truc tu ring  (see paragraph .013 fo r how  to measure fa ir  
value).16 The excess o f ( i)  the recorded investment in  the receiv
able17 satisfied over ( ii)  the fa ir value o f assets received is a loss 
to  be recognized according to  paragraph .035.

.029 A fte r  a troubled debt restructuring, a creditor shall account 
fo r assets received in  satisfaction o f a receivable the same as if  
the assets had been acquired fo r cash.

M odification of Terms

.030 A  creditor in  a troubled debt restructuring invo lv ing only 
m odification o f terms o f a receivable— that is, not involving  
receipt o f assets (including an equity interest in  the debtor)—  
shall account fo r the effects o f the restructuring prospectively and 
shall not change the recorded investment in  the receivable at the 
time o f the restructuring unless that amount exceeds the total 
future cash receipts specified by the new term s.18 That is, the

16 Paragraphs .028 and .033 indicate that the fa ir value of assets received shall 
be used in accounting for satisfaction o f a receivable in a troubled debt 
restructuring. That guidance is not intended to preclude using the fair 
value of the receivable satisfied if  more clearly evident than the fair value 
of the assets received in fu ll satisfaction of a receivable (paragraph .028). 
(See paragraph 67 of A P B  O p in io n  N o .  16  [section 1091.67].) However, 
in a partial satisfaction of a receivable (paragraph .033), the fa ir value 
o f the assets received shall be used in all cases to avoid the need to allocate 
the fair value of the receivable between the part satisfied and the part 
s till outstanding.
17 R e c o rd e d  in v e s tm e n t in  th e  re c e iv a b le  is used in paragraphs .028-.041 instead 
of c a r r y in g  a m o u n t  o f  th e  re c e iv a b le  because the latter is net of an allowance 
for estimated uncollectible amounts or other “ valuation”  account, i f  any, 
while the former is not. The recorded investment in the receivable is the 
face amount increased or decreased by applicable accrued interest and 
unamortized premium, discount, finance charges, or acquisition costs and 
may also reflect a previous direct write-down of the investment.
18 In this Statement, total future cash receipts includes related accrued 
interest, i f  any, at the time of the restructuring that continues to be receiv
able under the new terms. Uncertainty of collection of noncontingent 
amounts specified by the new terms (see paragraph .032 for inclusion of 
contingent amounts) is not a factor in applying paragraphs .030-.032 but 
should, of course, be considered in accounting for allowances for uncol
lectible amounts.
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effects o f changes in  the amounts o r tim ing (or both) o f future  
cash receipts designated either as interest or as face amount shall 
be reflected in  future periods.19 Interest income shall be computed 
in  a way that a constant effective interest rate is applied to  the 
recorded investment in  the receivable at the beginning o f each 
period between restructuring and m aturity (in substance the “ in ter
est”  method prescribed by paragraph 15 o f A P B  Opinion No. 
21 [section 4111.14]).20 T he  new effective interest rate shall be 
the d iscount rate th a t equates the present value o f the fu tu re  
cash receipts specified by the new terms (excluding amounts con
tingently receivable) w ith  the recorded investment in the receivable.

.031 I f ,  however, the to ta l fu tu re  cash receipts specified by the  
new terms o f the receivable, including both receipts designated 
as interest and those designated as face amount, are less than the 
recorded investment in the receivable before restructuring, the 
creditor shall reduce the recorded investment in  the receivable to 
an amount equal to the tota l future cash receipts specified by the 
new terms. The amount o f the reduction is a loss to be recognized 
according to  paragraph .035. Thereafter, a ll cash receipts by the 
creditor under the terms o f the restructured receivable, whether 
designated as interest or as face amount, shall be accounted fo r 
as recovery o f the recorded investment in  the receivable, and no 
interest income shall be recognized on the receivable fo r any 
period between the restructuring and m aturity o f the receivable.21

.032 A  creditor shall recognize a loss on a restructured receivable 
invo lv ing indeterminate future cash receipts unless the m inimum  
future cash receipts specified by the new terms at least equals the 
recorded investment in  the receivable. Amounts designated either 
as interest or as face amount that are receivable from  the debtor 
may be contingent on a specified event o r circumstance (fo r ex
ample, specified amounts may be receivable from  the debtor i f  
the debtor’s financial condition improves to a specified degree 
w ith in  a specified period). To determine whether the creditor shall

19A ll or a portion o f the recorded investment in the receivable at the time 
of restructuring may need to be reclassified in the balance sheet because of 
changes in the terms.
20 Some creditors— for example, finance companies (AICPA Industry Audit 
Guide, “Audits of Finance Companies,”  Chapter 2 )— use methods that 
recognize less revenue in early periods of a receivable than does the “ inter
est”  method. The accounting for restructured receivables described in this 
Statement is not intended to change creditors’ methods of recognizing 
revenue to require a different method for restructured receivables from that 
for other receivables.
21 The only exception is to recognize interest income according to para
graph .036.
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recognize a loss according to  the provisions o f paragraphs .030 and 
.031, those contingent amounts shall be included in  the “ total fu ture  
cash receipts specified by the new terms”  only i f  at the time of 
restructuring those amounts meet the conditions that would be 
applied under the provisions o f paragraph 8 o f FASB Statement 
No. 5 [section 4311.08] in  accruing a loss. That is, a creditor shall 
recognize a loss unless contingent fu ture  cash receipts needed to 
make tota l fu tu re  cash receipts specified by the new terms at least 
equal to the recorded investment in  the receivable both are probable 
and can be reasonably estimated. The same principle applies to 
amounts o f future cash receipts that must sometimes be estimated 

to apply the provisions o f paragraphs .030 and .031. F o r example, 
i f  the number o f interest receipts is flexible because the face 
amount and accrued interest is collectible on demand or becomes 
collectible on demand after a specified period, estimates o f total 
future cash receipts should be based on the m inimum number o f 
periods possible under the restructured terms.

Combination of Types

.033 A  troubled debt restructuring may involve receipt o f assets 
(including an equity interest in  the debtor) in  partia l satisfaction o f 
a receivable and a m odification o f terms o f the remaining receiv
able. 22 A creditor shall account fo r a troubled debt restructuring 
invo lv ing a partia l satisfaction and m odification o f terms as 
prescribed in  paragraphs .030-.032 except that, first, the assets 
received shall be accounted fo r at their fa ir values as prescribed 
in  paragraph .028 and the recorded investm ent in  the receivable 
shall be reduced by the fa ir value o f the assets received.23 No 
loss on the restructuring shall be recognized unless the remaining 
recorded investment in  the receivable exceeds the tota l future cash 
receipts specified by the terms o f the receivable remaining unsatis
fied after the restructuring. Future interest income, i f  any, shall 
be determined according to the provisions o f paragraphs .030-.032.

Related Matters

.034 A  troubled debt res truc tu ring  th a t is in  substance a repos
session or foreclosure by the creditor, or in which the creditor

22 Even i f  the stated terms of the remaining receivable, for example, the 
stated interest rate and the maturity date or dates, are not changed in con
nection with the receipt of assets (including an equity interest in the debtor), 
the restructuring shall be accounted for as prescribed by paragraph .033.
23 I f  cash is received in a partial satisfaction of a receivable, the recorded 
investment in the receivable shall be reduced by the amount of cash 
received.
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otherwise obtains one or more o f the debtor’s assets in place of all 
or part o f the receivable, shall be accounted fo r according to the 
provis ions of paragraphs .028 and .033 and, i f  appropriate, .039.

.035 Losses determined by applying the provisions o f paragraphs 

.028-.034 o f this Statement shall, to  the extent that they are not 
offset against allowances fo r uncollectible amounts or other valua
tion accounts, be included in  measuring net income fo r the period 
of restructuring and reported according to  A P B  Opinion No. 30 
[section 2012]. A lthough this Statement does not address questions 
concerning estimating uncollectible amounts o r accounting fo r  the 
related va luation  allowance (paragraph .001), i t  recognizes th a t 
creditors use allowances fo r uncollectible amounts. Thus, a loss 
from  reducing the recorded investment in  a receivable may have 
been recognized before the restructuring by deducting an estimate 
o f uncollectible amounts in measuring net income and increasing an 
appropriate valuation allowance. I f  so, a reduction in  the recorded 
investment in  the receivable in  a troubled debt restructuring is a 
deduction from  the valuation allowance rather than a loss in  meas
u ring  net income fo r the period o f restructuring. A  valuation allow
ance can also be used to  recognize a loss determined by applying  
paragraphs .028-.034 that has not been previously recognized in  
measuring net income. F o r example, a creditor w ith  an allowance 
fo r  uncollectible amounts pertaining to a group o f receivables that 
includes the restructured receivable may deduct from  the allowance 
the reduction o f recorded investment in  the restructured receivable 
and recognize the loss in measuring net income fo r the period 
o f restructuring by estimating the appropriate allowance fo r re
maining receivables, including the restructured receivable.

.036 I f  a troubled debt restructuring involves amounts contin
gently receivable, those contingent amounts shall not be recognized 
as interest income in  future periods before they become receivable 
— that is, they shall not be recognized as interest income before 
both the contingency has been removed and the interest has been 
earned.24 Before recognizing those amounts as interest income, 
however, they shall be deducted from  the recorded investment 
in  the restructured receivable to the extent that contingent receipts 
included in  “ to ta l future cash receipts specified by the new terms”  
avoided recognition of a loss at the time of restructuring (para
graph .032).  

24 FASB Statement No. 5, paragraph 17 [section 4311.17], (which continued 
without reconsideration certain provisions of ARB No. 50, “ Contin
gencies” ), states, in part: “ Contingencies that m ight result in gains 
usually are not reflected in the accounts since to do so might be to recog
nize revenue prior to its realization.”
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.037 I f  amounts o f fu tu re  cash receipts must be estimated to  apply 
the provisions o f paragraphs .030-.032 because fu tu re  in terest 
receipts are expected to fluctuate— fo r example, the restructured 
terms may specify the stated interest rate to be the prime interest 
rate increased by a specified amount or proportion— estimates of 
the m inimum  total future receipts shall be based on the interest 
rate in  effect at the time o f restructuring. Fluctuations in  the 
effective interest rate after the restructuring from  changes in  the 
prime rate or other causes shall be accounted fo r as changes in  
estimates in  the periods the changes occur except that a creditor 
shall recognize a loss and reduce the recorded investment in  a 
restructured receivable i f  the interest rate decreases to an extent 
that the minimum total future cash receipts determined using 
that interest rate fall below the recorded investment in the receiv
able at that time.

.038 Legal fees and o ther direct costs incurred by a cred ito r to  
effect a troubled debt restructuring shall be included in expense 
when incurred.

.039 A  receivable from  the sale o f assets p reviously obta ined  
in a troubled debt restructuring shall be accounted for according
to A P B  Opinion No. 21 [section 4111] regardless o f whether the 
assets were obtained in  satisfaction ( fu l l  o r partia l) o f a receivable 
to which that O pinion was not intended to apply. A  difference, i f  
any, between the amount o f the new receivable and the carry ing  
amount of the assets sold is a gain o r loss on sale o f assets.

Disclosure by Creditors

.040 A  creditor shall disclose, either in  the body o f the financial 
statements or in the accompanying notes, the following information 
about troubled debt restructurings as of the date of each balance 
sheet presented:

a. For outstanding receivables whose terms have been modified 
in troubled debt restructurings, by major category:25 (i) the 
aggregate recorded investment; (ii) the gross interest income 
that would have been recorded in the period then ended if

25 The appropriate major categories depend on various factors, including 
the industry or industries in which the creditor is involved. For example, 
for a commercial banking enterprise, at a minimum, the appropriate cate
gories are investments in debt securities and loans. Information need not be 
disclosed, however, for non-interest-bearing trade receivables; loans to 
individuals for household, family, and other personal expenditures; and real 
estate loans secured by one-to-four family residential properties.
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those receivables had been current in  accordance w ith  their 
original terms and had been outstanding throughout the period 
or since origination, i f  held fo r part o f the period; and ( iii)  the 
amount o f interest income on those receivables that was in 
cluded in  net income fo r the period. A  receivable whose terms 
have been modified need not be included in  that disclosure if, 
subsequent to restructuring, its effective interest rate (para
graph .030) has been equal to o r greater than the rate that the 
creditor was w illing  to accept fo r a new receivable w ith  com
parable risk.

b. The amount of commitments, i f  any, to lend additional funds 
to debtors owing receivables whose terms have been modified 
in  troubled debt restructurings.

.041 A  financial institution, o r other creditor, may appropriately 
disclose the in form ation  prescribed by paragraph .040, by m ajor 
category, fo r the aggregate of outstanding reduced-earning and 
nonearning receivables rather than separately fo r outstanding re
ceivables whose terms have been modified in  troubled debt restruc
turings.

Substitution or Addition of Debtors

.042 A  troubled debt restructuring may involve substituting debt 
o f another business enterprise, individual, or government u n it26 fo r  
that o f the troubled debtor or adding another debtor (fo r example, 
as a jo in t debtor). That kind o f restructuring should be ac
counted fo r according to its substance. For example, a restruc
turing in  which, after the restructuring, the substitute or ad
d itiona l debtor controls, is controlled by, or is under common 
control 27 w ith  the original debtor is an example of one that shall be 
accounted fo r by the creditor according to the provisions of para
graphs .030-.032. Those paragraphs shall also apply to a restructur
ing in  which the substitute o r additional debtor and original debtor 
are related after the restructuring by an agency, trust, or other

26 Government units include, but are not limited to, states, counties, 
townships, municipalities, school districts, authorities, and commissions. See 
page 4 of AICPA Industry Audit Guide, “Audits of State and Local Gov
ernmental Units.”
27 “Control” in this paragraph has the meaning described in paragraph 
3(c) of APB Opinion No. 18 [section 5131.03(c)], "The Equity Method 
of Accounting for Investments in Common Stock” : "The usual condition 
fo r control is ownership of a m ajority (over 50%) of the outstanding 
voting stock. The power to control may also exist w ith a lesser per
centage of ownership, fo r example, by contract, lease, agreement w ith 
other stockholders or by court decree.”
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relationship that in  substance earmarks certain of the original 
debtor’s funds or funds flows fo r the creditor although payments to 
the creditor may be made by the substitute or additional debtor. 
In  contrast, a restructuring in which the substitute or additional 
debtor and the original debtor do not have any of the relationships 
described above after the restructuring shall be accounted fo r by 
the creditor according to the provisions o f paragraphs .028 and .033.

Effective Date and Transition

.043 The preceding paragraphs o f this Statement, other than para
graphs .039-.041, shall be effective fo r troubled debt restructurings 
consummated after December 31, 1977.28 Earlier application is 
encouraged fo r those consummated on or before December 31, 
1977 but during fiscal years fo r which annual financial statements 
have not previously been issued. The paragraphs shall not be 
applied to those consummated during fiscal years fo r which annual 
financial statements have previously been issued.

.044 Paragraph .039 shall be effective fo r  receivables resulting from  
sales o f assets after December 31, 1977 regardless of whether the 
provisions o f this Statement were applied to the related troubled  
debt restructuring. Earlier application is encouraged fo r receiv
ables from  sales of assets on or before December 31, 1977 but 
during fiscal years fo r which annual financial statements have not 
previously been issued. I t  shall not be applied to those from  sales 
o f assets during fiscal years fo r which annual financial statements 
have previously been issued.

.045 The inform ation prescribed by paragraphs .040 and .041 shall 
be disclosed in financial statements fo r fiscal years ending after 
December 15, 1977. Earlier application is encouraged in  finan
cial statements fo r fiscal years ending before December 16, 1977. 
F or the purpose o f applying paragraph .040, “ receivables whose 
terms have been modified in troubled debt restructurings”  shall 
encompass not only (a) receivables whose terms have been m odi
fied in  troubled debt restructurings to which the other provisions 
o f this Statement have been applied in  accordance w ith  paragraph 
.043 but also (b) those whose terms have been modified in earlier 
restructurings that constitute troubled debt restructurings (para-

28 For an enterprise having a fiscal year of 52 or 53 weeks ending in the 
last seven days in December or the first seven days in January, references to 
December 31, 1977 in paragraphs .043 and .044 shall mean the date in 
December 1977 or January 1978 on which the fiscal year ends.
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graphs .002-.008) but have been excluded from  its other provisions 
because o f the tim ing o f the restructurings.

The provisions of this Statement need 
not be applied to immaterial items.
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Appendix A

B A C K G R O U N D  IN F O R M A T IO N

.046 T here has been a substantial increase in recent years in the 
num ber of debtors tha t are unable to meet their obligations on 
outstanding debt because of financial difficulties. Sometimes the 
debtor and the creditor have restructured the debt to enable the 
debtor to avoid bankruptcy proceedings o r other consequences of 
default, and the num ber of troubled debt restructurings receiving 
publicity has also increased. A lthough many of the most publicized 
troubled debt restructurings have involved debtors that are real 
estate companies or real estate investment trusts, debtors in other 
industries have also been involved in troubled debt restructurings.

.047 A P B  Opinion No. 26  [section 5362], “E arly  E xtinguish
m ent of Debt,” established the accounting by a debtor for debt 
extinguished before its scheduled m aturity. A  num ber of commen
tators have observed, however, that not all troubled debt restructur
ings are “extinguishm ents” as that term  is used in  A P B  Opinion  
No. 26  [section 5362]. Also, since m any troubled debt restructur
ings have occurred on or a fte r the scheduled m aturity of the debt, 
questions have arisen about accounting fo r debt restructurings that 
are not early extinguishments. I t  has been suggested that troubled 
debt restructurings should be considered separately from  restruc
turings, including early extinguishm ents, that do not involve the 
economic or legal pressure to restructure on the creditor that char
acterizes troubled debt restructurings.

.048 Concern over the lack of guidance in th e  au tho rita tive  
literature on accounting for troubled debt restructurings, accentuated 
by their increasing num ber, led to requests that the Financial 
Accounting Standards B oard consider the m atter. The Board 
subm itted the question to the Screening Committee on Emerging 
Problems and weighed its recom m endations in deciding to proceed 
with a project limited in scope to accounting and reporting by a 
debtor whose debt is restructured in a troubled loan situation.
The Board issued an Exposure D raft of a Proposed Statement, 
“Restructuring of Debt in a T roubled Loan Situation,” dated N o
vem ber 7, 1975, and held a public hearing on Decem ber 12, 1975.
The Board received 63 written responses to the Exposure Draft 
and heard five oral presentations at the public hearing. A  num ber 
of respondents objected to the accounting prescribed by the Ex
posure D raft, but they held divergent views about the appropriate 
accounting. M ajor issues of concern centered on (a) whether
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certain kinds o f troubled debt restructurings require reductions of 
carrying amounts o f debt, (b) i f  they do, whether the effect o f the 
reduction should be included in  measuring current net income, be 
deferred, or be considered a contribution to capital, and (c) whether 
interest that is contingently payable on restructured debt should be 
recognized before it becomes payable.

.049 D uring  the same period, uncertainties arose about the abilities 
of some state and local government units to pay their obligations 
when due. Some of those obligations have also been restructured, 
fo r example, by continuing the existing obligation fo r a designated 
period at a reduced interest rate or by substituting obligations w ith  
later maturities o f the same or a related issuer. Questions about 
accounting and reporting by creditors fo r those restructured 
securities led various individuals and organizations to urge the 
Board to consider that matter.

.050 The Board considered (a) the lack o f authoritative guidance 
and divergent views about accounting and reporting by debtors for 
troubled debt restructurings and by creditors fo r restructured 
securities o f state and local government units and (b) the sim ilari
ties o f the issues fo r debtors and creditors and concluded that the 
accounting and reporting issues affecting both debtors and creditors 
should be considered in a single project. The Board therefore 
announced on January 7, 1976, that it  had added to its agenda a 
project to determine accounting and reporting by both debtors and 
creditors. A t the same time the Board announced that since the 
new project concerned accounting by both debtors and creditors, 
the Board would not issue a Statement covering the lim ited topic 
of the November 7, 1975 Exposure D raft.

.051 T he  Securities and Exchange Commission issued, also on 
January 7, 1976, Accounting Series Release No. 188, “ Interpretive  
Statement by the Commission on Disclosure by Registrants of 
Holdings o f Securities o f New Y o rk  C ity and Accounting fo r 
Securities Subject to Exchange O ffer and M oratorium .”  The 
Commission did not require a particular accounting method be
cause o f the divergent views on accounting fo r the securities held 
and “ the fact that the F inancial Accounting Standards Board has 
agreed to undertake a study o f the accounting problems . . . w ith  
the intention of developing standards which can be applied to 
year-end statements in  1976.”

.052 The Board appointed a task force in  January 1976 to pro
vide counsel in  preparing a Discussion Memorandum. Its sixteen 
members included individuals from  academe, the financial com-  
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munity, industry, law, and public accounting. The Board issued a 
Discussion Memorandum, “ Accounting by Debtors and Creditors 
When Debt Is Restructured,”  dated M ay 11, 1976, comprehending 
accounting and reporting by debtors and creditors fo r “ any change 
in  the amount or tim ing o f cash payments otherwise required under 
the terms of the debt at the date of restructuring.”  I t  received 894 
written responses to the Discussion Memorandum and heard 37 
oral presentations at a public hearing on July 27-30, 1976.

.053 In  addition, the F A S B  staff reviewed the accounting and re
porting practices o f a number of debtors and creditors involved in 
troubled debt restructurings and interviewed a lim ited number of 
individuals who were directly associated w ith  some o f those 
restructurings.

.054 The Board issued an Exposure D ra ft o f a proposed State
ment on “ Accounting by Debtors and Creditors fo r Troubled Debt 
Restructurings,”  dated December 30, 1976. I t  received 96 letters 
o f comment on the Exposure D ra ft.

A IC P A  Professional Standards AC § 5363.054



9742 Liabilities and Deferred Credits
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Appendix B

BASIS FOR CONCLUSIONS

.0 5 5  T h is  A p p e n d ix  d is c u s s e s  fa c to r s  d e e m e d  s ig n i f ic a n t  b y  m e m 

bers o f the Board in  reaching the conclusions in  this Statement, 
including various alternatives considered and reasons fo r accepting 
some and rejecting others.

SCOPE OF THIS STATEMENT

.0 5 6  P a r a g r a p h  .0 0 1  s ta te s  t h a t  t h i s  S t a t e m e n t  e s ta b l is h e s  

s t a n d a r d s  o f  f i n a n c ia l  a c c o u n t in g  a n d  r e p o r t i n g  b y  t h e  d e b to r  

a n d  b y  t h e  c r e d i t o r  f o r  a t r o u b le d  d e b t  r e s t r u c t u r i n g .  I n  c o n 

t r a s t ,  t h e  D is c u s s io n  M e m o r a n d u m  c o m p r e h e n d e d  a l l  r e s t r u c 

t u r i n g s  t h a t  c h a n g e d  “ t h e  a m o u n t  o r  t i m i n g  o f  c a s h  p a y m e n t s  

o t h e r w is e  r e q u i r e d  u n d e r  t h e  t e r m s  o f  t h e  d e b t  a t  t h e  d a te  o f  

t h e  r e s t r u c t u r i n g . ”  T h e  b r o a d e r  s c o p e  o f  t h e  D is c u s s io n  

M e m o r a n d u m ,  w h ic h  e n c o m p a s s e d  n o n t r o u b le d  a s  w e l l  as  

t r o u b le d  d e b t  r e s t r u c t u r i n g s ,  w a s  d u e  to  s e v e r a l  f a c t o r s .  T h e  
Board considered it  necessary to obtain additional inform ation  
about accounting practices and problems fo r both troubled and 
nontroubled debt restructurings. Some respondents to the Novem
ber 7 , 1 9 7 5  Exposure D ra ft o f a Proposed Statement, “ Restruc
turing o f Debt in  a Troubled Loan Situation,”  expressed concern 
that to apply its guidelines fo r identify ing troubled loan situations 
would require considerable judgment. Some Task Force members 
and other commentators advised the Board to comprehend all 
restructurings accomplished by exchanges o f debt fo r debt or of 
equity securities fo r debt that may not be covered by APB Opinion  
No. 26 [ s e c t io n  5 3 6 2 ] . 29

.0 5 7  M o s t  r e s p o n d e n ts  t o  t h e  D is c u s s io n  M e m o r a n d u m  t h a t  

c o m m e n te d  o n  t h e  m a t t e r ,  h o w e v e r ,  r e c o m m e n d e d  t h a t  a  S t a t e 

m e n t  a t  t h i s  t im e  s h o u ld  b e  l i m i t e d  t o  a c c o u n t i n g  f o r  t r o u b le d  

d e b t  r e s t r u c t u r i n g s .  N u m e r o u s  r e s p o n d e n ts  in d ic a t e d  t h a t  

r e s t r u c t u r i n g s  o f  d e b t  i n  n o n t r o u b le d  s i t u a t io n s  p r e s e n t  n o  

s ig n i f i c a n t  o r  u n u s u a l  a c c o u n t in g  p r o b le m s  t h a t  m e r i t  c o n 

s id e r a t io n  o r  r e q u i r e  n e w  a c c o u n t in g  a n d  r e p o r t i n g  s ta n d a r d s .  

M a n y  r e s p o n d e n ts  c o n te n d e d  t h a t  t h e  k in d s  o f  m a j o r  c h a n g e s  

t h a t  m i g h t  r e s u l t  f r o m  n e w  s ta n d a r d s  o n  a c c o u n t in g  f o r  a l l  

r e s t r u c t u r i n g s  s h o u ld  b e  d e f e r r e d  p e n d in g  p r o g r e s s  o n  t h e  

F A S B ’ s e x i s t i n g  p r o je c t s  o n  a c c o u n t in g  f o r  in t e r e s t  c o s ts  

a n d  t h e  c o n c e p t u a l  f r a m e w o r k  f o r  f i n a n c ia l  a c c o u n t in g  a n d  
reporting. Some respondents argued that a useful d istinction be
tween troubled and nontroubled restructurings o f debt can be made 
29 See paragraph .047 of this Statement.

AC § 5363.055 Copyright © 1977, American Institu te  of Certified Public Accountants, Inc.



Accounting for Troubled Debt Restructurings 9745

and that the need to use judgment in some circumstances should not 
be a deterrent to making that distinction in  a Statement. A  number 
o f respondents to  the Exposure D ra f t30 made sim ilar comments.

.058 The Board found persuasive the views described in  the pre
ceding paragraph and decided to lim it the scope o f this Statement 
to troubled debt restructurings. The Board also decided that con
clusions in  this Statement should not attempt to anticipate results 
o f considering the issues in  its Discussion Memorandum, “ Con
ceptual Framework fo r F inancial Accounting and Reporting: Ele
ments o f F inancial Statements and The ir Measurement,”  dated 
December 2, 1976. Rather, the Board believes that, to  the extent 
possible, the accounting fo r troubled debt restructurings pre
scribed in  this Statement should be consistent and compatible w ith  
the existing accounting framework.

.059 Paragraph .001 also states th a t the Statement does not 
establish standards o f financia l accounting  and rep o rting  fo r  
allowances fo r unco llec tib le  amounts and does not prescribe or 
proscribe p a rticu la r methods fo r  estim a ting  amounts o f uncol
lectib le  receivables. Several respondents to  the Exposure  
D ra ft urged the Board to  adopt the method o f accounting  fo r  
unco llectib le  amounts based on the net realizable value o f 
co lla tera l p rope rty  set fo r th  in  Statement of Position 75-2, 
“ A cco un tin g  Practices o f Real Estate Inves tm ent T ru s ts ,”  
issued June 27, 1975 by  the A ccoun ting  Standards D iv is ion  
of the Am erican  In s titu te  o f C ertified  P ublic  Accountants. 
O thers noted po ten tia l conflicts between the Exposure -D ra ft 
and the A IC P A  pub lica tion  and requested c la rifica tion . S t ill 
others urged the Board to reject the method fo r estimating 
amounts o f uncollectible receivables in  Statement of Position 75-2.

.060 Since this Statement neither prescribes nor proscribes par
ticu la r methods fo r estimating uncollectible amounts o f receivables, 
i t  takes no position on whether the net realizable value o f collateral 
is a proper basis fo r estimating allowances fo r uncollectible  
amounts o f receivables. However, the accounting prescribed in  
this Statement fo r assets received in  troubled debt restructurings 
differs from  that in  Statement of Position 75-2, fo r reasons given 
in  paragraphs .065-.105, and the accounting  prescribed in  th is  
Statement governs.

30 References to “ Exposure D raft”  in this Appendix are to “ Accounting 
by Debtors and Creditors for Troubled Debt Restructurings,”  dated Decem
ber 30, 1976, unless the reference specifically identifies the earlier Exposure 
D raft, “ Restructuring of Debt in a Troubled Loan Situation,”  dated 
November 7, 1975.
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.061 Paragraphs .002-.008 id e n tify  debt restructu rings tha t fa ll 
w ith in  the scope o f th is  Statement. T h is  paragraph and the  
next are intended to  c la r ify  fu rth e r  the m eaning o f troubled 
debt restructuring  fo r purposes of th is  Statem ent. T he  descrip
tio n  o f a troub led  debt re s tru c tu rin g  is based genera lly  on  
tha t in  the Novem ber 7, 1975 Exposure D ra ft, w h ich  m any  
respondents to  tha t Exposure D ra ft and the D iscussion M em 
orandum  found satisfactory. I t  focuses on the economic and  
legal considerations related to  the debtor’s financia l d ifficu lties  
th a t in  effect compel the c red ito r to  restructure  a receivable  
in  ways more favorable to  the debtor than the c red ito r w ou ld  
otherw ise  consider. The c red ito r partic ipa tes in  a troub led  debt 
re s tru c tu rin g  because i t  no longer expects its  investm ent in  
the receivable to earn the rate o f return expected at the time of 
investment and may view loss o f a ll o r part o f the investment to  
be like ly  unless the receivable is restructured. Thus, a troubled 
debt restructuring involves a receivable whose risk to the creditor 
has greatly increased since its acquisition, and i f  the creditor were 
not faced w ith  the need to restructure to protect itself, i t  would  
require a much higher effective interest rate to invest in  the same 
receivable currently. I f  the receivable has a market price, the 
effective interest rate based on that market price w ill have increased 
because o f that increased risk to  the creditor— that is, i t  w ill have 
increased more than market interest rates generally (or fallen less 
than market rates or increased while interest rates generally have 
fallen).
.062 A lth o u g h  the broad descrip tion o f a troub led  debt restruc
tu r in g  in  paragraphs .002-.008 includes settlem ents o f debt by  
transfers o f assets and grants o f equ ity  interests in  debtors, 
troubled debt restructuring  refers in  p a rtic u la r to  m odifica tions  
o f term s intended to  continue an e x is tin g  debt by m ak ing  the  
term s more favorable to  the debtor to  p ro tect the c re d ito r’s 
investm ent. F o r purposes o f th is  Statem ent, troubled  debt 
restruc tu rings  do no t include changes in  term s resu ltin g  in  an 
effective in te res t rate based on m arke t price of the debt th a t 
is  comparable to  effective in terest rates applicable to  debt 
issued by non troub led  debtors, fo r example, a s itua tion  in  
w hich  a debtor is able to  exchange fo r its  outstanding debt new  
marketable debt w ith  an effective interest rate at o r near the 
market interest rates fo r debt issued by nontroubled debtors gen
erally. The fact that the debtor can obtain that interest rate only 
by including a “ sweetener,”  such as a conversion privilege, does not 
make that transaction a troubled debt restructuring because (a) the 
debtor is sufficiently strong financia lly that the k ind  o f economic 
compulsion on the creditor described earlier is not present, (b) the 
“ sweetener”  represents so drastic a change in  the terms o f the debt
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that the transaction is in  substance the exchange o f new debt fo r  
outstanding debt rather than merely a modification o f terms to 
continue an existing debt, o r (c) some combination o f both factors.

.0 6 3  S o m e  r e s p o n d e n ts  to  th e  D is c u s s io n  M e m o r a n d u m  a d v o c a te d  

that the scope o f this Statement specifically exclude restructurings 
o f receivables related to consumer finance activities or to a ll or 
certain residential properties. The ir reasons focused p rim arily  on 
the ind iv idua l insignificance o f those receivables in  a creditor’s 
financial position and on the cost involved to account fo r reduc
tions in  recorded investments in  large numbers o f receivables that 
may be restructured. The Board concluded that accounting fo r 
restructurings o f those receivables in  troubled situations should in  
general be the same as fo r other troubled debt restructurings. 
However, grouping like  items or using statistical measures may be 
appropriate fo r receivables that are not ind iv idua lly  material.

.0 6 4  S o m e  re s p o n d e n ts  t o  th e  E x p o s u r e  D r a f t  s u g g e s te d  t h a t  th e  

time o f a troubled debt restructuring  be clarified because several 
dates or events may be involved. The time may be significant in  
matters relating to recognizing gains o r losses from  restructuring
o r  t o  t h e  e f f e c t i v e  d a te  o f  t h e  S t a t e m e n t .  P a r a g r a p h  .0 0 6  

s p e c i f ie s  t h e  t im e  o f  a  r e s t r u c t u r i n g  t o  b e  t h e  d a te  o f  c o n s u m 

m a t io n ,  t h a t  is ,  t h e  t im e  t h a t  a s s e ts  a re  t r a n s f e r r e d ,  n e w  t e r m s  

b e c o m e  e f f e c t i v e ,  a n d  t h e  l i k e .  A  d e b t o r  s h o u ld  n o t  r e c o g n iz e  

a  g a in  o n  r e s t r u c t u r i n g  b e fo r e  c o n s u m m a t io n  o f  t h e  r e s t r u c 

t u r i n g ;  a  c r e d i t o r  s h o u ld  r e c o r d  r e c e ip t  o f  a n  a s s e t  o r  e q u i t y  

i n t e r e s t  a t  t h a t  d a te  o r  s h o u ld  f o r m a l l y  w r i t e  d o w n  a  r e s t r u c 

t u r e d  r e c e iv a b le ,  b u t  m a y  a l r e a d y  h a v e  r e c o g n iz e d  a  lo s s  o n  

r e s t r u c t u r i n g  t h r o u g h  e s t im a t e d  u n c o l l e c t i b le  a m o u n ts .

D IVERG ENT V IE W S  OF T R O U B LE D  DEBT R E S TR U C TU R IN G S

.0 6 5  R e s p o n d e n ts  t o  t h e  D is c u s s io n  M e m o r a n d u m  e x p r e s s e d  

d iv e r g e n t  v ie w s  a b o u t  t h e  s u b s ta n c e  o f  v a r i o u s  t y p e s  o f  t r o u 

b le d  d e b t  r e s t r u c t u r i n g s  a n d  a p p r o p r ia t e  a c c o u n t i n g  f o r  t h e m  

w i t h i n  t h e  e x i s t i n g  a c c o u n t in g  f r a m e w o r k .  T h o s e  v ie w s  f a l l  

g e n e r a l l y  i n t o  t h r e e  c a t e g o r ie s :

a. A l l  troubled debt restructurings constitute events that are part 
of continuing efforts by creditors to recover amounts invested 
and obtain a return on investment despite debtors’ financial 
difficulties; therefore, troubled debt restructurings may require 
certain disclosures, but usually do not require changes in  car
rying amounts o f payables or recorded investments in  receiv
ables or recognition o f gains or losses.
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b. A ll debt restructurings, troubled and nontroubled, constitute 
transactions whose financial effect on assets or liabilities (re
ceivables or payables) should be recognized, including recogni
tion o f gains or losses.

c. Accounting fo r a troubled debt restructuring depends on the 
characteristics of the restructuring. Some troubled debt restruc
turings constitute transactions requiring recognition of changes 
in  receivables or payables and related gains or losses; other 
troubled debt restructurings do not.

Recognition of Changes Not Appropriate

.0 6 6  R e s p o n d e n t s  w h o  c o n te n d e d  t h a t  t r o u b le d  d e b t  r e s t r u c 

t u r i n g s  c o n s t i t u t e  e v e n ts  f o r  w h ic h  r e c o g n i t i o n  o f  c h a n g e s  in  

a s s e ts  o r  l i a b i l i t ie s  is  u s u a l ly  n o t  a p p r o p r ia te  w i t h in  th e  e x is t in g  

a c c o u n t in g  f r a m e w o r k  g e n e r a l ly  fo c u s e d  o n  a c c o u n t in g  b y  c r e d i to r s .  

T h e y  re a s o n e d  t h a t  a t r o u b le d  d e b t  r e s t r u c t u r in g  c o m m o n ly  in v o lv e s  

a  c o n c e s s io n  g r a n te d  u n i la t e r a l l y  b y  th e  c r e d i t o r  t o  in c re a s e  i t s  

p ro s p e c ts  o f  r e c o v e r in g  th e  a m o u n t  in v e s te d .  T h e  d e b to r  is  u s u a l ly  

a passive beneficiary o f the effects o f the restructuring. Troubled  
debt restructurings typ ically result from  the debtor’s financial d if
ficulties that existed before restructuring, and in  the existing ac
counting fram ework the creditor should have considered the 
debtor’s financial difficulties in  estimating an allowance fo r un
collectible amounts regardless o f whether those difficulties were 
like ly  to culminate in  a restructuring. According to those re
spondents, the restructuring event in  itse lf has no accounting 
significance except to sometimes provide more definitive evidence of 
the effect o f the debtor’s financial difficulties on the creditor’s ability  
to recover the recorded investment in  the receivable.

.0 6 7  A c c o r d in g  t o  t h a t  v ie w ,  th e  c r e d i t o r  s h o u ld  r e c o r d  n o  c h a n g e  

in a receivable restructured in a troubled debt restructuring and no 
gain or loss whether the restructuring involves (i) transfer o f 
receivables, real estate, or other noncash assets from  the debtor to 
the creditor to satisfy the receivable, (ii) grant to the creditor o f an 
equity interest in  the debtor to satisfy the receivable, ( iii)  modifica
tion o f the terms o f the receivable, or (iv) some combination of 
transfer o f assets or grant o f equity interests (or both) and modifica
tion o f terms. The normal, expected course o f events in  a creditor’s 
activities is to invest cash, earn interest on the cash invested, and 
eventually recover the cash. A lthough a creditor initiates o r agrees 
to a restructuring to  protect the amount invested, not to acquire 
noncash assets, the creditor may accept noncash assets (including an 
equity interest) as a necessary intermediate step. The creditor 
previously held a claim on the debtor’s assets, either through a
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receivable secured by specific collateral or through an unsecured 
general claim against the debtor’s assets. Accepting noncash assets 
in a restructuring represents the exercise o f that claim ; the assets 
stand in  the place o f the receivable. According to that view, the 
creditor’s recorded investment in  the receivable should become the 
recorded investment in  the surrogate assets obtained. Then, since 
whether the creditor recovers that investment depends on the cash 
received fo r the assets that replaced the receivable, recoverability of 
that recorded investment as a result o f obtaining the surrogate assets 
should be assessed. A n  expected failure, i f  any, to recover all o f 
the recorded investment should be recognized as a loss by the 
creditor to the extent not previously recognized. However, transfer 
o f the assets to  the creditor should not precipitate recognition o f a 
loss that was not inherent in  the receivable before the restructuring; 
at most, the transfer provides evidence o f the existence and amount 
o f a loss.

Recognition of Changes Appropriate fo r  All Debt Restructurings

.068 Some respondents advocated fo r  v irtua lly  all debt restructur
ings, troubled and nontroubled, the accounting normally required 
in the existing accounting fram ework fo r in itia l recognition o f assets 
and liabilities. They reasoned that each restructuring is an exchange 
resulting in  a new asset fo r the creditor or liab ility  fo r the debtor in  
place o f the old one. According to that view, the presence or ab
sence o f financial difficulties does not affect the appropriate 
accounting fo r a restructuring; at most, a debtor’s financial d ifficu l
ties may affect the terms o f the exchange. Those respondents 
contended that all assets and liab ilities exchanged in  debt re
structurings should be measured at their fa ir values at the time o f 
the restructuring by both debtors and creditors. They considered 
continued use o f recorded amounts derived from  previous ex
change transactions to be inappropriate fo r restructured receivables 
and payables because i t  ignores a current exchange transaction and 
may ignore gains or losses that have occurred and should be 
recognized.

Accounting Depends on Circumstances

.069 Some respondents contended that the controlling crite rion  in  
determining appropriate accounting fo r a debt restructuring w ith in  
the existing accounting fram ework is whether the restructuring  
involves transfer o f resources, obligations, o r both between debtor 
and creditor. According to  that view, a troubled debt restructuring
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involving transfer o f resources, obligations, or both should be 
accounted fo r the same as other transfers of resources and obliga
tions in  the existing accounting fram ework and may involve 
recognizing a gain or loss. A  troubled debt restructuring involving  
no transfer o f resources or obligations requires no accounting fo r  
changes in  assets or liabilities, except to recognize losses in  accord
a n c e  w i t h  FASB Statement No. 5 [ s e c t io n  4 3 1 1 ] .

.0 7 0  S o m e  re s p o n d e n ts  d is t in g u is h e d  d e b t  r e s t r u c tu r in g s  in v o lv in g  
transfers o f resources, obligations, or both from  those involving no 
transfers on the basis o f whether the debtor transferred assets or 
granted an equity interest to the creditor to satisfy the debt or the 
restructuring involved m odification o f terms only. Other re
spondents classified modifications o f terms involving reduction of 
face amount o f the debt w ith  transfers o f assets or grants o f equity 
in te r e s ts  (d is c u s s e d  f u r t h e r  i n  p a ra g r a p h s  .1 0 6 - .1 5 5 ) .

Board Conclusions about Recognizing Changes in 
Assets or Liabilities

.0 7 1  A PB Statement No. 4 [ s e c t io n s  1 0 2 1 - 1 0 2 9 ] ,  “ B a s ic  C o n 

c e p ts  a n d  A c c o u n t in g  P r in c ip le s  U n d e r ly i n g  F in a n c ia l  S ta te m e n ts  

o f  B u s in e s s  E n t e r p r i s e s , ”  d e s c r ib e s  r e le v a n t  p a r t s  o f  t h e  e x i s t 

i n g  a c c o u n t in g  f r a m e w o r k .  T h a t  S t a t e m e n t  d e f in e s  “ e c o n o m ic  

r e s o u r c e s ”  a s  “ t h e  s c a rc e  m e a n s  ( l i m i t e d  i n  s u p p ly  r e l a t i v e  t o  

d e s ir e d  u s e s )  a v a i la b le  f o r  c a r r y i n g  o n  e c o n o m ic  a c t i v i t i e s ”  a n d  

i d e n t i f i e s  “ c la im s  t o  r e c e iv e  m o n e y ”  a s  a n  e c o n o m ic  r e s o u r c e .  

I t  d e f in e s  “ e c o n o m ic  o b l i g a t i o n s ”  a s  “ p r e s e n t  r e s p o n s ib i l i t i e s  

t o  t r a n s f e r  e c o n o m ic  r e s o u r c e s  o r  p r o v id e  s e r v ic e s  t o  o t h e r  

e n t i t i e s  i n  t h e  f u t u r e ”  a n d  i d e n t i f i e s  “ o b l i g a t i o n s  t o  p a y  m o n e y ”  

a s  a n  e c o n o m ic  o b l i g a t i o n .  I t  a ls o  s ta te s  t h a t  “ e v e n ts  t h a t  

c h a n g e  r e s o u r c e s ,  o b l ig a t io n s ,  a n d  r e s id u a l  i n t e r e s t  a re  t h e  b a s is  

f o r  t h e  b a s ic  e le m e n ts  o f  r e s u l t s  o f  o p e r a t io n s  . . . a n d  o t h e r  

c h a n g e s  i n  f in a n c ia l  p o s i t i o n  w i t h  w h i c h  f in a n c ia l  a c c o u n t in g  

is  c o n c e r n e d . ”  (S e e  APB Statement No. 4, p a ra g r a p h s  5 7 , 5 8 , 

a n d  6 1  [ s e c t io n s  1 0 2 3 .1 8 - .1 9  a n d  1 0 2 3 .2 2 ] . )

.0 7 2  A c c o r d in g  t o  APB Statement No. 4 [ s e c t io n s  1 0 2 1 - 1 0 2 9 ] ,  

a lm o s t  a l l  o f  th e  e v e n ts  t h a t  i n  th e  e x is t in g  a c c o u n t in g  f r a m e w o r k  

n o r m a l l y  c h a n g e  a s s e ts  a n d  l i a b i l i t i e s  a n d  a ls o  a f f e c t  n e t  in c o m e  

f o r  t h e  p e r io d  o f  c h a n g e  a re  e i t h e r  “ e x c h a n g e s ”  o r  “ n o n r e c ip 

r o c a l  t r a n s f e r s , ”  t h e  t w o  c la s s e s  t h a t  c o m p r is e  “ t r a n s f e r s  o f  

r e s o u r c e s  o r  o b l i g a t i o n s  t o  o r  f r o m  o t h e r  e n t i t i e s . ”  T h e  o t h e r  

c la s s e s  o f  e v e n ts — “ e x t e r n a l  e v e n ts  o t h e r  t h a n  t r a n s f e r s  o f  

r e s o u r c e s  o r  o b l ig a t io n s  t o  o r  f r o m  o t h e r  e n t i t i e s ”  ( p r i c e  

changes, interest rate changes, technological changes, vandalism, 
etc.) and “ internal events”  (production and casualties)— result in
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revenues or gains only through “ exceptions”  and result in  expenses 
or losses only because some produce losses by definition or by 
applying the “ m odifying convention”  of conservatism. (See APB  
Statement No. 4, paragraphs 62 and 180-187 [sections 1023.23 
and 1027.06-.13].)

.073 A n  exchange is a reciprocal transfer between the enterprise 
and another entity in which “ the enterprise either sacrifices re
sources or incurs obligations in order to obtain other resources or 
satisfy other obligations.”  “ Exchanges between the enterprise and 
other entities (enterprises or individuals) are generally recorded in  
financial accounting when the transfer o f resources or obligations 
takes place or services are provided.”  Nonreciprocal transfers are 
“ transfers in  one direction o f resources or obligations, either from  
the enterprise to other entities or from  other entities to the enter
prise.”  In  nonreciprocal transfers between the enterprise and 
entities other than owners, “ one o f the two entities is often passive, 
a mere beneficiary or v ictim  o f the other’s actions.”  Nonreciprocal 
transfers between the enterprise and entities other than owners 
“ are recorded when assets are acquired (except that some noncash 
assets received as gifts are not recorded), when assets are disposed 
of or their loss is discovered, or when liabilities come into existence 
or are discovered.”  (See AP B  Statement No. 4, paragraphs 62,
181, and 182 [sections 1023.23 and 1027.07-.08].)

.074 The Board rejected the view that v irtua lly  all troubled debt 
restructurings have the same substance in the existing accounting 
framework. I t  therefore rejected both the view that accounting 
fo r all troubled debt restructurings should involve recognition of 
changes in  assets o r liab ilities and perhaps gains and losses and the 
view that no troubled debt restructurings should require recognition 
o f changes in  assets or liab ilities or gains or losses.

.075 The Board concluded that a troubled debt restructuring that 
involves transfer o f resources or obligations requires accounting 
fo r the resources or obligations transferred whether that restructur
ing involves an exchange transaction or a nonreciprocal transfer.
Both kinds o f transfers are accounted fo r in  the existing account
ing framework on essentially the same basis (exchange price 
received or paid or fa ir value received or given). In  this State
ment, therefore, the Board found it  unnecessary to decide whether 
the transfer o f resources and obligations in  various types o f troubled 
debt restructurings is reciprocal (an exchange) or nonreciprocal 
as those term s are used in  paragraph 62 of A P B  Statement No. 4 
[section 1023.23].

.076 The Board also concluded that a troubled debt restructuring  
that does not involve a transfer o f resources or obligations is a 
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continuation o f an existing debt. I t  is neither an event that results 
in  a new asset or liab ility  fo r accounting purposes nor an event that 
requires a new measurement o f an existing asset or liab ility .

.077 The Board noted th a t guidance regard ing  the types o f 
troubled debt restructurings that involve transfers o f resources, 
obligations, or both is sparse in  existing accounting pronounce
ments, and various views exist. The Board concluded that to the 
extent a troubled debt restructuring involves ( i)  transfer o f receiv
ables, real estate, o r other assets from  debtor to creditor to satisfy 
debt or (ii) grant to the creditor o f an equity interest in  the 
debtor to satisfy debt (or a combination o f both), a transfer o f 
resources or obligations has occurred that in  the existing account
ing fram ework should be accounted fo r at fa ir value. The debtor 
has given up assets o r granted an equity interest to  settle a payable, 
and the creditor has received the assets or equity interest in  satis
faction o f a receivable. In  contrast, to  the extent a troubled debt 
restructuring involves only m odification o f terms o f continuing  
debt, no transfer o f resources or obligations has occurred. The 
substance o f troubled debt restructurings involving modifications 
o f co n tin u ing  debt is discussed in  paragraphs .106-.155.

.078 Several respondents to the Exposure D ra ft disagreed w ith  the 
Board’s distinction between troubled debt restructurings involving  
transfers o f assets o r grants o f equity interests in  debtors and those 
invo lving only modifications o f terms. Some respondents wished 
to have fewer kinds o f troubled debt restructurings accounted fo r  
as transactions between debtors and creditors and thus disagreed 
w ith  the Exposure D ra ft’s conclusions on accounting fo r transfers 
o f assets; their views are noted in  the next section. Others wished 
to account fo r more kinds o f troubled debt restructurings as 
transactions between debtors and creditors and thus disagreed 
w ith  the Exposure D ra ft’s conclusions on accounting fo r modifica
tions of te rm s; th e ir views are noted in  paragraphs .150-.153.

ACCOUNTING FOR RESTRUCTURINGS INVOLVING TRANSFERS

Accounting by Debtors and Creditors for Transfer of Assets 

Concept of Fair Value

.079 Some respondents to the Exposure D ra ft continued to argue 
that a ll troubled debt restructurings should be accounted fo r as 
modifications o f terms o f debt and that none should be accounted
fo r as transfers of assets (paragraphs .066 and .067). Others ac-
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cepted the need to account fo r  some troubled debt restructurings as 
asset transfers but held that obtaining assets through foreclosure or 
repossession under terms included in  lending agreements should 
be distinguished from  obtaining assets in  exchange fo r cash or in  
other “ asset swaps.”  They contended that (a) only the fo rm  of 
the asset is changed by foreclosure or repossession, (b) the sub
stance o f a secured loan is that the lender may choose either to 
postpone receipt o f cash or take the asset to optim ize cash receipts 
and recovery o f its investment, and (c) foreclosure or repossession 
is not the completion o f a lending transaction but merely a step 
in  the transaction that begins w ith  lending cash and ends w ith  
collecting cash.

.080 The Board rejected those arguments fo r  the reasons given in  
paragraphs .071-.077, emphasizing that an event in  which (a ) an 
asset is transferred between debtor and creditor, (b )  the creditor 
relinquishes all o r part o f its claim against the debtor, and (c ) the 
debtor is absolved o f a ll o r part o f its obligation to the creditor is 
the kind of event that is the basis o f accounting under the existing 
transaction-based accounting framework. To fa il to recognize an 
event that fits the usual description o f a transaction and to recog
nize only the lending and collection o f cash as transactions would  
significantly change the existing accounting framework.

.081 Use o f the fa ir  value o f an asset transferred to measure the 
debtor’s gain on restructuring and gain o r loss on the asset’s dis
posal o r the creditor’s cost o f acquisition is not adopting some kind  
of “ current value accounting.”  On the contrary, that use o f fa ir 
value is common practice w ith in  the existing accounting frame
work. Paragraph .013 o f this Statement explains brie fly the mean
ing o f fa ir value and refers to A P B  Opinions No. 16 [section 
1091], No. 21 [section 4111], and No. 29 [section 1041], w h ich  
use fa ir value in  the same w ay and provide guidance about 
dete rm in ing  fa ir  values w ith in  the ex is tin g  accounting fram e
w ork. The te rm  fa ir value is used in  essentially the same w ay  
as market value was used in  the Discussion Memorandum  to  
denote a possible a ttr ibu te  to  be measured a t the tim e a debt 
is restructured. Fair value is defined in  paragraph 181 o f A P B  
Statement No. 4 [section 1027.07] as “ the approxim ation o f ex
change price in  transfers in  w h ich  money o r money claims are 
not invo lved.”  A lth ou g h  a “ money claim ”  is necessarily in 
volved in  trans fe rring  assets to  settle a payable in  a troubled  
debt restructu ring , the troubled circumstances in  w h ich  the  
transfe r occurs make it  obvious th a t the amount o f the “ m oney 
c la im ”  does not establish an exchange price. D e te rm in ing  fa ir  
value o f the assets transferred in  a troubled debt res tru c tu ring  
is usua lly  necessary to approxim ate an exchange price fo r the
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same reasons tha t determ in ing fa ir  value is necessary to  account 
fo r transfers o f assets in nonmonetary transactions ( APB Opinion 
No. 29 [section 1041]).

.082 That point is emphasized in  this Appendix because some 
respondents to the Exposure D ra ft apparently misunderstood the 
concept o f fa ir value (paragraph 11 o f the Exposure D ra ft and 
paragraph .013 o f this Statement) and the discounting o f expected 
cash flows specified in  those paragraphs. Paragraph .013 per
mits discounting of expected cash flows from  an asset transferred or 
received in  a troubled debt restructuring to be used to estimate fa ir 
value only i f  no market prices are available either fo r the asset or 
fo r sim ilar assets. The sole purpose o f discounting cash flows in  
that paragraph is to estimate a current market price as if  the asset 
were being sold by the debtor to the creditor fo r cash. That 
estimated market price provides the equivalent o f a sale price on 
which the debtor can base measurement o f a gain on restructuring  
and a gain or loss on disposal o f the asset and the equivalent o f a 
purchase price on which the creditor can measure the acquisition 
cost o f the asset. To  approximate a market price, the estimate o f 
fa ir value should use cash flows and discounting in  the same way 
the marketplace does to set prices— in  essence, the marketplace 
discounts expected future cash flows from  a particu lar asset “ at a 
rate commensurate w ith  the risk involved”  in  holding the asset. A n  
ind iv idua l assessment o f expected cash flows and risk may differ 
from  what the marketplace’s assessment would be, but the pro
cedure is the same.

.083 In  contrast to the purpose o f paragraph .013, AICPA State
ment o f Position No. 75-2  31 is concerned w ith  different measures 
— net realizable value to a creditor o f a receivable secured by real 
property and net realizable value o f repossessed or foreclosed 
property. Its  method o f accounting fo r assets obtained by fore
closure or repossession thus differs from  the method specified in  
this Statement. I t  proposes discounting expected cash flows at a rate 
based on the creditor’s “ cost o f money”  to measure the “ holding  
cost”  o f the asset u n til its realizable value is collected in  cash. 
The concept o f fa ir  value in  paragraph .013 does no t invo lve  
questions o f whether interest is a “ holding cost”  or “ period cost”  
because i t  is concerned w ith  estimating market price, not net 
realizable value, however defined. Accounting fo r transfers o f 
assets in  troubled debt restructurings and fo r the assets after 
transfer is, o f course, governed by this Statement.

.084 Several respondents to the Exposure D ra ft suggested that the 
Statement should explic itly  state that troubled debt restructurings

31 See paragraphs .059 and .060 o f th is  S ta tem ent.
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that are in  substance transfers o f assets should be accounted fo r 
according to that substance. The Board agreed that a restructuring  
may be in  substance a foreclosure, repossession, or other transfer of 
assets even though form al foreclosure or repossession proceedings 
are not involved. Thus, the Statement requires accounting fo r a 
transfer o f assets if, fo r example, the creditor obtains control or 
ownership (or substantially a ll o f the benefits and risks incident to 
ownership) o f one or more assets of the debtor and the debtor is 
w holly o r partia lly  relieved o f the obligations under the debt, o r i f  
both the debt and one or more assets o f the debtor are transferred 
to another debtor that is controlled by the creditor.

Debtor’s Recognition of Gain or Loss

.085 Responses to the November 7, 1975 Exposure D ra ft, the M ay  
11, 1976 Discussion Memorandum, and the Exposure D ra ft in 
cluded two general procedures fo r a debtor to account fo r a gain 
or loss from  a troubled debt restructuring involving a transfer of 
assets to settle a payable:

a. The debtor recognizes a difference, i f  any, between the carry
ing amount o f assets transferred and the carrying amount of 
the payable settled as a gain on restructuring o f a payable.

b. The debtor (1) recognizes a difference, i f  any, between the 
fa ir value and carrying amount of assets transferred as a 
gain or loss on transfer o f assets and (2) recognizes a difference, 
i f  any, between the fa ir value o f assets transferred and the 
carrying amount of the payable settled, as a gain on restructur
ing o f a payable.

.086 Some respondents contended that debtors should not recog
nize the difference between the carrying amount and fa ir  value o f 
assets transferred to settle a payable as a gain or loss on assets.
Instead, the net difference, i f  any, between the carrying amount 
of assets transferred and the carrying amount of a payable settled 
should be recognized as a gain or loss on restructuring of a 
payable. They argued that to measure the fa ir value of assets 
transferred would be costly and subjective in  certain circumstances 
and that distinctions in  the debtor’s income statement between 
a gain or loss on disposition o f assets and a gain on settlement 
of payables in the same troubled debt restructuring would probably 
not be helpful and m ight be arbitrary.

.087 O ther respondents who addressed the question emphasized 
the desirability o f being able to assess separately the debtor’s
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performance w ith  respect to the transferred assets. They suggested 
that measuring the fa ir values o f the transferred assets is essential 
to that assessment and conveys significant in form ation that is ob
scured i f  fa ir  values are not measured. F or example, the fa ir  
values o f some assets transferred (such as real estate) may often 
exceed their carrying amounts, while the fa ir values o f other assets 
transferred (such as receivables) may sometimes be less than their 
face amounts. In  the existing accounting framework, the first kind  
of difference is not recognized before disposal o f the asset, but the 
second k ind  o f difference is like ly  to have been recognized before 
restructuring by some debtors but not recognized by others fo r 
various reasons. Failure to  include a gain or loss fo r the difference 
between the fa ir values and carrying amounts o f assets trans
ferred in  troubled debt restructurings is like ly  to obscure differ
ences and similarities between restructurings, according to  that 
view, and respondents who advocated separate recognition o f a 
debtor’s gains or losses on assets transferred and gains on restruc
turing argued that separate recognition is required to provide  
consistent inform ation about a single debtor fo r different periods 
and comparable inform ation about different debtors fo r the same 
periods. The need fo r separate recognition is accentuated i f  gains 
and losses on transfer o f assets are classed differently from  gains 
on restructuring in  the debtor’s income statement (that is, i f  the 
latter are classified as extraordinary items).

.088 The Board concluded that the fa ir  value o f the assets trans
ferred in  a troubled debt restructuring constitutes the best measure 
o f the debtor’s sacrifice to  settle the payable and therefore that 
the fa ir value o f assets transferred should be used to measure the 
gain on restructuring o f the payable. In  the existing accounting 
framework, gains, and losses on certain kinds o f noncurrent assets, 
are usually recognized on assets only when the assets are sold or 
otherwise disposed of. For many assets, that gain o r loss on sale or 
disposal is the only indication o f whether the enterprise did well o r 
poorly by having the asset. That indication is lost i f  the gain 
or loss on disposition is buried in  a gain on restructuring o f 
troubled debt, and the effect o f the restructuring itse lf is also 
obscured. Further, unless fa ir value o f the asset transferred is 
used to account fo r the transaction, the proportion o f a payable 
settled by the transfer can usually be determined only by arbitrary  
and complicated allocations i f  the transfer settles only part o f 
the payable and the terms are modified on the remainder (para
graph .019).

.089 Since a gain o r loss recognized by a debtor on the assets 
transferred to  settle a payable in  a troubled debt restructuring
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is closely related to a gain recognized by a debtor on restructuring  
o f a payable, the Board concluded that the aggregate amount 
o f each should be disclosed fo r restructurings that have occurred 
during a period fo r which financial statements are presented (para
graph .025).

Creditor’s Subsequent Accounting

.090 The Board considered two proposals fo r  a creditor’s account
ing fo r assets received in  fu ll satisfaction o f a receivable in  a 
troubled debt restructuring: (a) the creditor accounts fo r the 
assets received at their fa ir value and recognizes as a loss a d iffer
ence, i f  any, between the to ta l fa ir value o f assets received and 
the recorded investment in  the receivable satisfied or (b) the 
creditor accounts fo r the assets received at the recorded invest
ment in  the receivable satisfied and recognizes no loss. Those 
alternatives are described in  paragraphs .065-.070, and the Board’s 
reasons fo r adopting the first proposal are given in  paragraphs 
.071-.078.

.091 Several respondents to the Exposure D ra ft requested guid
ance on a creditor’s accounting a fte r a troubled debt restructuring  
fo r  assets received in  the restructuring. Some asked the Board to 
require or perm it creditors to accrue interest on all assets acquired 
through repossession or foreclosure. In  response, paragraph .029 
states that “ after a troubled debt restructuring, a creditor shall 
account fo r assets received in  satisfaction o f a receivable the same 
as i f  the assets had been acquired fo r cash.”  The fa ir value at 
the time o f transfer o f an asset transferred to a creditor in  a 
troubled debt restructuring is a measure of its cost to the creditor 
and generally remains its carrying amount (except fo r deprecia
tion  or amortization) un til sale or other dispositon if  the asset 
is inventory, land, building, equipment, or other nonmonetary 
asset. That is, under the present accounting framework, interest 
is accrued only on some receivables and other monetary assets. 
Except fo r the effects o f a few specialized rules that perm it 
interest cost to be added to the cost o f some assets under con
struction, etc., interest is not accrued on nonmonetary assets. 
That fram ework governs accounting fo r assets acquired in  a 
troubled debt restructuring. The method o f accounting fo r assets 
received through foreclosure, repossession, or other asset transfer 
to satisfy a receivable proposed by Statement o f Position 75-2  
is not compatible w ith  the accounting specified in  this Statement.
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Debtor’s Accounting fo r Grant o f Equity Interest

.092 The Board considered three proposals fo r  a debtor’s account
ing fo r  an equity interest granted to a creditor to settle a payable 
in a troubled debt restructuring:

a. The debtor directly increases its owners’ equity by the fa ir 
value o f the equity interest granted32 and recognizes the 
difference between that fa ir value and the carrying amount 
o f the payable settled as a gain included in  measuring net 
income.

b. Same as (a) except that the resulting gain is included directly 
in  the owners’ equity o f the debtor.

c. The debtor directly increases its owners’ equity by the carrying 
amount of the payable settled, recognizing no gain.

.093 Respondents favoring use o f fa ir  value to record a grant o f 
an equity interest contended that the increase in  the owners’ equity 
of the debtor as a result o f a troubled debt restructuring should 
be measured by the consideration received fo r the equity interest 
granted, not by the carrying amount o f the payable settled because 
that carrying amount has no current economic significance. They 
also contended that a separate measure of a gain on restructuring 
of payables provides useful information.

.094 Am ong those who advocated use o f fa ir  value to record an 
equity interest granted to settle debt in  a troubled debt restructur
ing and recognition o f a resulting gain on restructuring, some 
advocated including that gain in  measuring net income and others 
advocated including it  d irectly in  the debtor’s equity accounts. 
Those favoring inclusion in  net income argued that a ll gains 
from  troubled debt restructurings are components of net income 
whether they arise from  transfer o f assets or grant o f equity 
interests. Those favoring direct inclusion in  owners’ equity argued 
that, to the extent an equity interest is involved, the restructuring 
is a capital transaction and gains resulting from  capital trans
actions should be recognized as direct increases in  paid-in or 
contributed owners’ equity rather than as components o f net 
income.

.095 Those who advocated that the debtor’s increase in  equity 
fo r an equity interest granted should be the carrying amount of

32 “ F a ir  value”  in  th is context no rm a lly  means the fa ir  value o f the lia b ility  
satisfied o r the fa ir  value o f  the equ ity interest granted, whichever is the
more c le a rly  ev iden t ( A P B  O p in io n  N o .  16, paragraph 67 [section 1091.67], 
and A P B  S ta te m e n t N o .  4 , paragraph 182 [section 1027.08]).
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the debt settled also argued that granting an equity interest is 
essentially a capital transaction to which the notion o f a gain does 
not apply. That solution was proposed in the November 7, 1975 
Exposure D raft. Advocates o f that view noted that paragraph 187 
o f A P B  Statement No. 4 [section 1027.13] states that, among other 
sources, increases in  owners’ equ ity  arise from  investm ents in  
an enterprise by its  owners. A cco rd ing  to  th a t view , a c red ito r  
th a t accepts an equ ity  in te rest in  the debtor in  sa tisfaction  of 
a receivable becomes an o w n e r; the debtor’s measure o f the  
owners’ investment is the carrying amount o f the payable settled.

.096 After considering the comments received in  response to the 
November 7, 1975 Exposure D ra ft, the M ay 11, 1976 Discussion 
Memorandum, and the Exposure D ra ft, the Board concluded that 
a debtor should record an equity interest in  the debtor granted 
to a creditor to settle a payable in  a troubled debt restructuring at 
its fa ir  value, and the difference between that fa ir value and the 
carrying amount o f the payable settled should be recognized as a 
gain in  measuring net income. The Board recognizes that, fo r 
some debtors involved in  troubled debt restructurings, estimating 
either the fa ir value o f the equity interest granted or the fa ir 
value o f the payable settled may be d ifficult. That estimate is 
necessary, however, to measure separately the consideration re
ceived fo r the equity interest and the gain on restructuring. To  
include the gain on restructuring in  contributed equity would  
violate a clear princip le fo r accounting fo r issues o f stock—  
capital stock issued is recorded at the fa ir value o f the considera
tion received (A P B  Statement No. 4, paragraph 182 [section 
1027.08]). The consideration received for the stock issued in that 
kind of troubled debt restructuring is cancellation of the payable 
(or part of it) , but the fair value of the consideration received is 
not measured by the carrying amount of the payable. Whether the 
consideration received is measured by the fair value of the stock 
issued or the fair value of the payable cancelled, the consideration 
is less than the carrying amount of the payable. To record the stock 
issued at the carrying amount o f the payable thus results in  
recording the stock at an amount in  excess of the consideration 
received; to include the gain in  restructuring in contributed equity 
instead o f net income gives the same result.

.097 To recognize a gain on restructuring acknowledges that the 
creditor accepted something less than the carrying amount o f the 
payable to settle it. Since that is the essential result whether the 
restructuring is in  the form  o f a transfer o f assets from  debtor 
to creditor o r the form  o f a grant to the creditor o f an equity inter-
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est in  the debtor, the Board believes that essentially the same 
accounting applies in  the existing accounting framework to both 
kinds o f restructurings. A lthough the creditor becomes an owner 
o f the debtor to the extent that the creditor accepts an equity 
interest in  the debtor, that is a consequence o f the kind of con
sideration used to settle a payable in  a restructuring. The restruc
turing itself is an agreement between a debtor and a creditor, 
and the gain to the debtor results because the creditor accepted 
less consideration than the carrying amount o f the debt.

Classification of Debtor’s Gain on Restructuring

.098 Alternatives considered by the Board fo r classifying gain on 
a troubled debt restructuring in  the debtor’s financial statements 
were that the gain is: (a) always included in measuring net income
in accordance w ith  A P B  Opinion No. 30 [section 2012], (b )  
always included in measuring net income as an extraordinary item, 
and (c ) always included as a direct addition to paid-in capital.
M ost respondents addressing the question recommended classifying  
a gain on restructuring debt as an extraordinary item, p rim arily  
because they perceived it  to be sim ilar to  gains or losses on ex
tingu ishm en t of debt tha t, according to  F A S B  Statement N o. 4 
[section 2013], shall be aggregated and, i f  material, classified as an 
extraord inary item, net o f related income tax effect. Some respond
ents recommended classifying the gain as a direct increase in  paid- 
in capital, contending that since the gain results from  a unilateral 
action by the creditor, the debtor has in  effect received a contribu
tion  to equity from  the creditor.

.099 The Board concluded that a gain on restructuring (net o f 
related income tax effect), i f  material, should always be classified 
as an extraordinary item in  measuring the debtor’s net income.
The Board recognized that to apply the criteria in  APB Opinion
No. 30 [section 2012] to a particular debtor’s gain on restructuring  
would not necessarily result in  its classification as an extraordinary  
item. The Board concluded, however, that a gain on restructuring  
o f a payable in  a troubled debt restructuring is indistinguishable 
from  a gain or loss on other extinguishments o f debt, and the same 
classification in  financial statements is appropriate. Since F A S B  
Statement No. 4 [section 2013] classifies a gain or loss on ex
tinguishment o f debt as an extraord inary item, the classification is 
appropriate fo r  a gain on restructuring o f a payable.

.100 Some respondents suggested that “ legal fees and other 
direct costs that a debtor incurs in  granting an equity interest 
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to a creditor in a troubled debt restructuring” (paragraph .024) 
always be included as extraordinary items whether o r not the 
debtor recognizes a gain on restructuring. Issuing equity interests 
is not an extraordinary event fo r a business enterprise, however, 
and related costs are not extraordinary items under any existing au
thoritative literature. Deducting those costs from  the proceeds of 
issue has been customary practice, and this Statement does not 
change that custom. But only costs o f issuing the equity interest 
may be accounted fo r that way. A l l  other direct costs o f a 
troubled debt restructuring are expenses o f the period o f restruc
turing but shall be deducted from  a gain, i f  any, on restructuring.

Creditor’s Accounting for Loss on Restructuring

.101 Some respondents to the Discussion Memorandum, especi
a lly financial institutions, indicated that they hold and manage 
broad groups o f earning assets (p rim arily  loans and investments) 
as portfo lios rather than as ind iv idua l assets. According to them, 
their p rim ary consideration in  making a new loan or investment 
is to recover the amount invested, and the rate o f return on the 
amount invested is a secondary consideration. A lthough one 
objective is to  obtain an appropriate rate o f return fo r the par
ticu la r credit risk, changes in  market conditions and general eco
nom ic conditions as well as changes affecting the ind ividual asset 
or debtor may cause the actual return from  a loan or investment 
to vary from  that orig ina lly anticipated. Therefore, the objective 
is to  maintain a portfo lio  w ith  an average yield that provides an 
adequate margin over the cost o f funds and that has risk, m aturity, 
m arketability, and liqu id ity  characteristics that are appropriate fo r 
the particular institution. To achieve that objective, the contractual 
rate o f return required on ind iv idua l loans and investments must 
include a factor to offset the probability  that some o f them w ill 
become nonearn ing assets, some w ill u ltim ately recover amounts 
invested only w ith  d ifficulty, and some w ill involve loss o f at least 
a portion o f the amounts invested.

.102 The financial difficulties o f a debtor that lead to a troubled  
debt restructuring usually require the creditor to  consider those 
difficulties carefully in  determining whether to recognize a loss on 
the existing receivable. Typically, before restructuring occurs, the 
creditor has determined the need fo r a related allowance fo r  
uncollectible amounts in  ligh t o f those difficulties. A n  allowance 
fo r uncollectible amounts may have been based on ind ividual 
receivables, on groups o f sim ilar receivables w ithout necessarily 
attempting to identify particular receivables that may prove un-
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collectible, or both. The creditor typ ically has numerous lending 
transactions and expects loan losses to recur as a consequence 
of customary and continuing business activities. A lm ost all re
spondents who commented on the classification o f a creditor’s 
loss on restructuring recommended that the loss be accounted 
fo r in  a manner consistent w ith  the enterprise’s method o f account
ing fo r other losses related to its receivables. Usually that 
involves recognizing specific losses as they are identified and 
periodically adjusting the allowance fo r uncollectible amounts 
based on an assessment o f its adequacy fo r losses not yet specific
a lly identified. Respondents recommended that the net effect o f 
recognizing specific losses and adjusting the valuation allowance 
be included in measuring net income in  accordance w ith  the 
provisions of APB Opinion No. 30 [section 2012].

.103 The Board considered the varied frequency and significance 
fo r creditors of troubled debt restructurings in  the ligh t o f the dis
cussion in APB Opinion No. 30 [section 2012], and agreed that
(a ) a creditor should account for a loss from a troubled debt 
restructuring in the same manner as a creditor’s other losses on 
receivables (that is, as deductions in measuring net income or 
as reductions of an allowance for uncollectible am ounts), and
(b) APB Opinion No. 30 [section 2012] should apply to losses 
on restructuring that are included in measuring net income.

Creditor’s Sale of Assets Received in Restructuring

.104 A  creditor whose customary business activities include lend
ing may sell an asset that was previously acquired in  a troubled  
debt restructuring. The consideration received in  that sale may be 
represented, in  whole o r in  part, by a receivable. The Board con
sidered whether a receivable received in  that way is exempt from  
the provisions o f APB Opinion No. 21 because paragraph 3(d) of 
that Opinion [section 4111.03(d)] states that, except for one 
paragraph, the Opinion does not apply to several kinds of re
ceivables or payables or activ ities, including “the customary 
cash lending activ ities and demand or savings deposit activ ities 
of financial institutions whose primary business is lending money.”
Some respondents to the Exposure Draft held that acquiring 
and disposing of those assets is part of “the customary cash 
lending activ ities” of certain financial institutions.

.105 The “lending activ ities” referred to in paragraph 3 (d ) of 
A P B  Opinion No. 21 [section 4111.03(d)] are modified by the 
words “customary” and “cash,” and the Board concluded that 
the sale of an asset, such as real estate, by a financial institu
tion is d istinguishable from its customary cash lending activities.
The view  that the customary cash lending activities of a finan-
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cial institution include repossession or foreclosure and resale of 
assets is part of the argument that repossessions and foreclosures 
are not transactions to be accounted for but merely changes in 
the form of the asset (paragraphs .066, .067, and .079-.084). The 
Board rejected that contention and also rejected this part of it. 
A P B  Opinion No. 21 [section 4111] focuses prim arily on the 
possible misstatement of the exchange price (sale price or pur
chase price) in an exchange of a noncash asset for a receivable 
or payable, w ith consequent misstatement in the period of the 
transaction of gain or loss on sale or acquisition cost and m is
statement in later periods of interest income or interest expense. 
The resale of repossessed or foreclosed assets is that kind of 
transaction and involves the same questions. Accordingly, the 
Board concluded that a receivable resu lting from sale of an 
asset received in a troubled debt restructuring is covered by that 
Opinion, including paragraph 12, which prescribes the meas
urement of a note (receivable) exchanged “for property, goods, 
or service in a bargained transaction entered into at arm’s length.”

ACCOUNTING FOR RESTRUCTURINGS INVOLVING 
MODIFICATION OF TERMS

Background Information

.106 A  creditor holds a receivable w ith  the expectation that the 
future cash receipts, both those designated as interest and those 
designated as face amount, specified by the terms of the agreement 
w ill provide a return o f the creditor’s investment in  that receivable 
and a return on the investment (interest income).33 That essential 
nature of a creditor’s investment in  a receivable is the same whether 
the creditor invested cash (fo r example, a cash loan to a debtor or 
a cash purchase o f debt securities) or exchanged assets or services 
( fo r example, a sale o f the creditor’s services, product, or other 
assets) fo r the receivable.

.107 Sim ilarly, a debtor expects the future cash payments speci
fied by the terms o f a payable to include a cost (interest expense) 
fo r the privilege o f deferring repayment o f funds borrowed or 
deferring payment fo r goods or services acquired. The essential 
nature o f a debtor’s payable is the same whether the debtor re
ceived cash in  exchange fo r the payable (fo r example, a cash loan

33 The terms o f some short-te rm  receivables and payables ( fo r  example, 
trade accounts receivable o r payable) m ay not be expected to result in  in 
terest income o r interest expense to  the c red ito r o r debtor except as it  may 
be im p lic it in  the transaction ( fo r  example, im p lic it  in  the price o f a product 
sold o r purchased on account).
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or the issue o f debt securities fo r cash) o r received other assets 
or services ( fo r  example, a purchase o f services, materials, o r 
other assets from  the creditor).

.108 The difference between the amount a creditor invests in  a 
receivable and the amount it  receives from  the debtor’s payments 
o f interest and face amount is the return on the investment (interest 
income) fo r the entire period the receivable is held. Sim ilarly, the 
difference between the amount a debtor receives and the amount 
i t  pays fo r interest and face amount is the cost o f deferring payment 
(interest expense) fo r the entire period the payable is Outstanding.
The question that must be answered to account fo r a debt (a re
ceivable o r payable) and related interest is how that tota l interest 
income or expense is to be allocated to the accounting periods com
prising the entire period that the receivable is held or the payable 
is outstanding.

.109 That allocation o f interest income or expense to periods is 
norm ally accomplished in  present accounting practice by the inter
est method, which measures the interest income or expense of each 
period by applying the effective interest rate im p lic it in  the debt to 
the amount o f the debt at the beginning o f the period, assuming 
that all cash receipts or payments w ill occur as specified in  the 
agreement. The effective interest rate im p lic it in  the debt may be 
the same as or different from  the interest rate stated in  the agree
ment (the stated interest rate). The effective and stated rates are 
the same i f  the amount invested or borrowed equals the face 
amount; the rates differ i f  the amount invested or borrowed is 
greater or less than the face amount.

.110 Thus, the recorded investment in  a receivable or the carrying 
amount o f a payable, both at the time o f the originating transaction 
and at the beginning o f each period comprising the entire period a 
receivable is held o r a payable is outstanding, is the sum o f the 
present values o f (a) the amounts o f periodic future cash receipts 
or payments that are designated as interest and (b) the face amount 
of cash due at m aturity, both discounted at the effective interest 
rate im p lic it in  the debt. I f  the effective interest rate differs from  
the stated interest rate, the recorded investment in the receivable 
or carrying amount o f the payable in  financial statements is the face 
amount plus unamortized premium or less unamortized discount, 
and that amount is used to measure the interest income or expense, 
as described in  the preceding paragraph.

.111 Numerous references to and descriptions of the concepts 
and procedures referred to in paragraphs .108-.110 are found in 
the pronouncements of the Accounting Principles Board and 
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the F inancia l A ccoun ting  Standards Board, fo r example, on 
accounting fo r leases (F A S B  Statement No. 13 [section 4053]) ; 
accounting fo r the cost o f pension plans (A P B  Opinion No. 8 
[section 4063]) ; accounting fo r in terest on receivables and pay
ables (A P B  Opinions No. 12 [section 5361] and No. 21 [section  
4 1 1 1 ]) ; accounting fo r early extinguishm ent of debt (A P B  
Opinion No. 26 [section 5362]) ; recording receivables and pay
ables o f a company acquired in  a business combination (A P B  
Opinion No. 16, paragraphs 87-89 [section 1091.87-.89]) ;  and 
tran s la tin g  receivables and payables denominated in  a foreign  
currency (F A S B  Statement No. 8, paragraph 39 [section  
1083.039]).

.112 Pronouncements o f the Accounting Principles Board also in 
clude several specific statements o f broad principle. They include:
“ The general principles to apply the historical-cost basis of account
ing to an acquisition o f an asset depend on the nature of the trans
action : . . . b. A n  asset acquired by incurring liabilities is recorded 
at cost— that is, at the present value of the amounts to  be paid”
(A P B  Opinion No. 16, paragraph 67 [section 1091.67]) ; “ Con
ceptually, a l ia b il ity  is measured at the amount o f cash to  be 
paid discounted to  the tim e the lia b il ity  is incurred”  (A P B  
Statement No. 4, paragraph 181 [M -1 C ] [section 1027.07]) ; and 
“ . . . upon issuance, a bond is valued at (1) the present value  
of the fu tu re  coupon interest payments plus (2) the present 
value o f the future principal payments (face am oun t).. . .  discounted 
at the prevailing market rate o f in te res t. . .  at the date of issuance 
of the debt”  and “  .  . . the difference between the present value 
and the face amount should be treated as discount or premium  
and amortized as interest expense or income over the life  o f the 
note in such a way as to result in  a constant rate o f interest when 
applied to the amount outstanding at the beginning of any given 
period. This is the ‘interest’ method described in  and supported by 
paragraphs 16 and 17 o f A P B  Opinion No. 12 [section. 
5361.01-.02]”  (A P B  Opinion No. 21, paragraphs 18 [A pp en d ix ] 
and 15 [sections 4111A.01 and 4111.14]).

Kinds of Modifications and Accounting Issues

.113 Agreements between a creditor and a debtor that m odify the 
terms o f an existing debt may affect (i) only the tim ing  o f future  
cash receipts or payments specified by the agreement— the tim ing  
o f periodic interest, the m aturity date, or both, (ii) only the amounts 
of cash to be received or paid— the amounts o f interest, face 
amount, or both, or ( ii i)  both tim ing and amounts o f cash to be 
received or paid.

.114 Two m ajor issues arise in  accounting fo r an existing debt 
whose terms are modified in  a troubled debt restructuring. One 
issue involves whether to: (a) continue the same recorded invest- 
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ment fo r the receivable or carrying amount fo r the payable arid 
recognize the effects o f the new terms prospectively as reduced 
interest income or expense or (b) recognize a loss or gain by 
changing the recorded amount. The interest method (paragraph 
.109) is used in  both (a) and (b) to allocate interest income or ex
pense to periods between restructuring and m aturity, but in  gen
eral, the im p lic it annual interest rate w ill be higher, and the 
resulting interest income or expense w ill be larger in  each o f the 
remaining periods, i f  a loss (creditor) o r gain (debtor) is recognized 
at the time o f a troubled debt restructuring, as in  (b), than i f  the 
effects of the new terms are recognized prospectively, as in  (a).

.115 The other issue involves two related questions: Should the 
same accounting (either (a) or (b) in  paragraph .114) apply both  
to modifications of tim ing  and to modifications o f amounts to be 
received or paid under the agreement? A nd  should the same 
accounting apply both to modifications of interest and to modifica
tions o f face amount? The fo llow ing paragraphs explain and illus
trate those issues and summarize the arguments advanced fo r 
various proposed solutions.

.116 M odifications o f terms that affect on ly the tim ing  o f amounts 
to  be received or paid do not change the tota l amount to be re
ceived or paid. However, changes in  tim ing o f the amounts to  be 
received or paid on a debt change its present value determined by 
discounting at the prerestructuring effective interest rate or a current 
market interest rate or change the effective interest rate needed to 
discount the amounts to the prerestructuring present value (re 
corded investment in  receivable o r carrying amount o f payable) 
or market value. M odifications that affect on ly the amount o f 
interest o r face amount (or both unless they are exactly offsetting) 
to be received or paid change to ta l amounts as well as present 
values, effective interest rates, o r both. M odifications o f both 
tim ing and amount to  be received o r paid combine those effects. 
A  hypothetical case illustrates those kinds o f modifications and 
their effects.

.117 A  creditor holds a receivable calling fo r receipt o f $100 at 
the end o f each year fo r five more years and receipt o f the $1,000 
face amount at the end o f those five years. The stated interest rate 
is 10 percent, compounded annually. The recorded investment 
in  the receivable is $1,000, and the effective annual interest 
rate im p lic it in  the investment is also 10 percent. I f  a ll amounts 
are received as agreed, the creditor w ill receive tota l interest income 
o f $500— the difference between the to ta l amount to be received 
($1,500) and the recorded investment in  the receivable ($1,000)—
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and the effective interest rate on the $1,000 investment w ill be 
10 percent. However, the terms of the receivable are to  be m odi
fied in  a troubled debt restructuring. The four modifications that 
fo llow  are examples o f the three kinds o f modifications described 
in  paragraphs .113 and .116 (change in  amount o f interest and 
change in  face amount are both illustrated; change in  tim ing o f 
face amount raises no issues different from  change in  tim ing of 
interest and is not illustrated):

1. Tim ing o f interest only— Terms modified to defer collection o f 
interest u n til the receivable matures (a single collection o f $500 
at the end o f five years is substituted fo r five annual collections 
o f $100).

2. Am ount o f interest only— Terms modified to leave unchanged 
the tim ing of interest and the tim ing and amount o f the face 
amount but reduce the annual interest from  $100 to $60.

3. Am ount o f face amount only— Terms modified to leave un
changed the amounts and tim ing o f interest but reduce the face 
amount to $800 due at the end o f five years.

4. Both tim ing o f interest and amount o f face amount— Terms 
modified to defer collection o f interest un til the receivable 
matures and reduce the face amount to  $800 (modifications 1 
and 3 combined).

.118 The fo llow ing chart lists several factual observations that can 
be made about the effects on the creditor’s receivable o f each of 
those restructurings. In  general, the same observations apply to  
the debtor’s payable.
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Observation:

a. Am ount by which tota l cash receipts
specified by the terms exceed recorded 
investment in  the receivable:

Interest 
Face amount

Tota l cash receipts 
Recorded investment

Excess of specified cash receipts 
over recorded investment

b. Effective interest rate on the recorded
investment ($1,000)

c. Present value of the tota l cash receipts
discounted at the prerestructuring effective 
interest rate (10% )

d. Present value of the tota l cash receipts
discounted at the current m arket interest 
rate (assumed to be 12% )

e. Face amount specified by the terms

AC §5363.118

Before
M odification

$ 500 
1,000

$1,500
1,000

$ 500

10.0%

$1,000

$ 928 

$1,000
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M odifica tion  1 
(T im ing Only)

M odifica tion 2 M odifica tion 3 
(Am ount o f (Am ount o f M odifica tion 4 

Interest Face Am ount (T im ing and 
Only) Only) Am ount)

$ 500 
1,000

$ 300 
1,000

$ 500 
800

$ 500 
800

$1,500
1,000

$1,300
1,000

$1,300
1,000

$1,300
1,000

$ 500 $ 300 $ 300 $ 300

8.5% 6.0% 6.5% 5.4%

$ 931 $ 848 $ 876 $ 807

$ 851 $ 784 $ 814 $ 738

$1,000 $1,000 $ 800 $ 800

Alternatives Considered

.119 Proposals fo r accounting fo r troubled debt restructurings 
tend to focus on the various observations (paragraph .118) about 
the effects o f m odifying the terms o f a debt.

a. Some respondents focused on the effect o f a troubled debt re
structuring on the effective interest rate (observation (b)). They 
would not reduce the recorded investment in  a receivable or 
carrying amount o f a payable and recognize a loss (creditor) or 
gain (debtor) as long as the new terms did not result in  a nega
tive effective interest rate on the recorded investment or carrying 
amount— that is, as long as the tota l future cash receipts or
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payments specified by the new terms (including both amounts 
designated as interest and the amount designated as face amount) 
at least equaled the recorded investment or carrying amount 
(observation (a)). Thus, they would recognize no loss or gain 
fo r any o f the four modifications in the illustration in  paragraphs 
.117 and .118.

b. Some respondents focused on the effect o f a troubled debt 
restructuring on the face amount of the debt (observation (e)). 
They would not reduce the recorded investment in a receivable 
or carrying amount o f a payable as long as the restructuring 
modified only the tim ing or amount of designated interest or the 
tim ing o f the designated face amount, but would recognize a 
loss (creditor) or gain (debtor) i f  restructuring reduced the face 
amount of the debt. Thus, they would recognize a loss or gain 
fo r modifications 3 and 4 in the illustration.

c. Some respondents focused on the effect o f a troubled debt re
structuring on the present value of the debt discounted at the 
effective interest rate before restructuring (observation (c)). 
They would reduce the recorded investment in a receivable or 
carrying amount o f a payable to the present value of the total 
future cash receipts or payments under the new terms discounted 
at the prerestructuring effective interest rate and recognize a loss 
(creditor) or gain (debtor) equal to the reduction. Thus, they 
would recognize a loss or gain fo r each o f the modifications in 
the illustration.

d. Some respondents focused on the fa ir o r market value o f the 
debt after a troubled debt restructuring. They would account 
fo r each restructuring as an exchange o f debt, recording a new 
receivable or payable at its fa ir or market value and recogniz
ing a loss (creditor) or gain (debtor) fo r the difference between 
that fa ir o r market value and the recorded investment or 
carrying amount o f the receivable o r payable replaced. Thus, 
they would recognize a loss o r gain fo r each o f the modifica
tions in  the illustration.

The fo llow ing paragraphs summarize those four views and their 
variations.

Change in Effective Rate View

.120 Some respondents emphasized that, in  the absence o f a 
transfer o f resources or obligations, the existing accounting frame
w ork does not require losses to be recognized or perm it gains to be
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recognized because o f events that affect only future p ro fitab ility  o f 
an investment but do not affect the recoverability o f the investment 
itself. They contended that applying that princip le to troubled debt 
restructurings means that no loss or gain should be recognized on a 
debt because o f modification o f terms o f debt unless part o f the 
recorded investment in  a receivable is not recoverable o r part o f 
the carrying amount o f a payable w ill not be paid under the new 
terms. In  their view, a creditor should recognize a loss to the extent 
that the tota l future cash receipts specified by the new terms is less 
than the recorded investment in  the receivable, and a debtor should 
recognize a gain to the extent that the to ta l future cash payments 
specified by the new terms is less than the carrying amount o f the 
payable.

.121 According to  that view, i f  the recorded investment in a 
receivable is recoverable o r the carrying amount o f a payable is 
to be paid under the new terms,34 interest income or expense is 
allocated to the periods between restructuring and m aturity o f the 
debt by using the reduced effective interest rate that is im p lic it in 
the difference between the recorded investment or carrying amount 
before (and after) restructuring and the future cash receipts or 
payments specified by the new terms. I f  a loss or gain is recognized 
at the time of restructuring, the recorded investment or carrying 
amount equals the tota l future cash receipts or payments, and no 
interest income or expense is allocated to the remaining periods 
between restructuring and maturity.

.122 Some o f those respondents contended that the amount in 
vested by a creditor in  a receivable has some of the characteristics 
of, and is analogous to, an investment in  plant, property, intan
gibles, and sim ilar assets sometimes called “ capital assets.”  Accord
ing to that analogy, m odifying the terms of receivables in troubled 
debt restructurings is sim ilar to m odifying selling prices of products 
produced by those capital assets; the modifications affect the p ro fit
ab ility  o f those assets but are not recorded in  the existing accounting 
fram ework unless they result in  an inab ility  to recover the invest
ment in  the assets. That capital asset analogy leads its proponents 
to accounting fo r troubled debt restructurings that is essentially the 
same as that described in  paragraphs .120 and .121.

.123 C erta in  respondents who supported the views described in  
paragraphs .120-.122 argued that the resulting accounting not only 
is required by the existing accounting framework but also accur-

34 The like lihood  o f co llection o f the amounts specified by the new terms o f 
a receivable should, o f course, be assessed in  determ in ing allowances fo r  
estimated unco llectib le  amounts.
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ately describes a troubled debt restructuring involving only m odi
fication o f terms. They held that, unless the effective interest rate 
on a debt becomes negative in  a troubled debt restructuring, the 
essential effect o f m odifying terms is to reduce the effective interest 
rate on the debt— that is, to decrease the effective rate o f return to 
the creditor and to decrease the effective cost to the debtor of 
deferring payment. For example, some responding financial 
analysts argued that to  disclose the creditor’s new effective 
interest rate on restructured receivables would be more useful fo r 
their purposes than fo r the creditor to report a loss on restructuring 
and then show those receivables to be earning the prerestructuring  
interest rate, the current market interest rate, or some other rate 
higher than the effective rate on the recorded investment in  a 
receivable before restructuring.

.124 According to  respondents who emphasized the effect o f a 
troubled debt restructuring on the effective interest rate, there is no 
economic basis fo r distinguishing modifications o f future cash re
ceipts o r payments designated as interest from  modifications of 
future cash receipts o r payments designated as face amount. They 
argued that a creditor in  a troubled debt restructuring attempts first 
to assure recovery o f its investment (which is represented in  its 
financial statements by the recorded investment in  the receivable) 
and then to  obtain the highest interest income commensurate w ith  
the situation. Whether the amounts to be received under the new 
terms are designated as receipts o f interest or receipt o f face amount 
is a m inor consideration; the significant question is whether the 
new terms allow the creditor to recover its investment.

.125 According to that view, since numerous combinations of 
receipts or payments designated as interest and face amount can be 
structured to produce a particular present value or effective interest 
rate, to base accounting on that d istinction is like ly  to result in  
questionable, i f  not indefensible, financial reporting. The creditor 
in a troubled debt restructuring may have considerable flex ib ility  in  
designating a proportion o f the future receipts or payments under 
the new terms as interest and designating another proportion as face 
amount. I f  those designations were to dictate the accounting, a 
creditor desiring to  recognize a loss on restructuring and to recog
nize higher interest income fo r later periods could restructure terms 
in  one way, while a creditor desiring to avoid recognizing a loss 
on restructuring and to recognize lower interest income fo r later 
periods could restructure the terms in  another way, even though 
the underlying cash receipts specified by the new terms were the 
same, both in  tim ing and amount, fo r both creditors. A  creditor 
desiring to recognize a gain on restructuring could conceivably in-
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crease the amount designated as face amount to  an amount higher 
than the present recorded investment and reduce the amounts 
designated as receipt o f interest; a debtor m ight agree to that 
arrangement i f  it  were financially troubled at the time o f restructur
ing but expected to be able to pay the higher face amount later.

Change in Face Amount View

.126 Some respondents distinguished modifications o f face 
amounts from  modifications affecting only amounts or tim ing of 
receipts or payments designated as interest or tim ing o f the matur
ity  date. They would neither reduce recorded investment in  a 
receivable or carrying amount o f a payable nor recognize loss or 
gain in  a troubled debt restructuring i f  a modification of terms o f a 
debt changed only the amounts o r tim ing  o f receipts or payments 
designated as interest or changed the tim ing  o f receipts or payments 
designated as face amount. They held, however, that i f  a troubled  
debt restructuring reduces the face amount o f a debt, the creditor 
should recognize a loss, and the debtor should recognize a gain.35

.127 To record a m odification o f terms involving reduction o f face 
amount o f a debt, proponents o f that view would reduce the re
corded investment in  the receivable or carrying amount o f the 
payable by the same proportion as the reduction of the face amount 
and recognize a loss (creditor) or gain (debtor) fo r that amount. I f  
the restructuring changed the effective interest rate on the remaining 
recorded investment or carrying amount, they would allocate inter
est income or expense to the remaining periods between restruc
turing and m aturity using that new effective interest rate. That rate 
would be im p lic it in  the difference between the new recorded in 
vestment in  the receivable or carrying amount of the payable 
and the future cash receipts or payments specified by the new 
terms. That rate would be higher fo r a debt whose face amount 
had been reduced, and would therefore result in  more interest in 
come or expense fo r those periods, than the rate described in 
paragraph. 121.

.128 Respondents who distinguished between modifications of 
terms that change the face amount o f a debt and other kinds of 
modifications generally agreed w ith  the view expressed in  para
graphs.120 and .122 that the existing accounting framework does 
not recognize losses or gains from  events that change the profita
b ility  o f existing assets but requires a loss to be recognized i f  the 
event causes part or all o f an investment in  an asset to become un-

35 Some proponents o f this view  opposed recognizing gains fro m  troub led  
debt restructurings not invo lv ing  transfers o f assets o r grants o f equity  
interests.
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recoverable. Those respondents gave several reasons for conclud
ing that reduction of face amount of a debt in a troubled debt 
restructuring requires proportionate reduction of the recorded in
vestment in the receivable or carrying amount of the payable and 
recognition of a resulting loss or gain.

.129 Some respondents who favored accounting based on a dis
tinction between modifications of face amount and other modifica
tions argued that to the extent that the face amount of a debt is 
reduced, the debtor-creditor relationship has been terminated, and 
the accounting should recognize that termination. In other words, 
the face amount adjusted by a premium or discount, if any, meas
ured in the market at the time a receivable or payable was created 
is recognized in the existing accounting framework as an asset for 
the creditor or liability for the debtor; reducing that face amount 
therefore reduces an asset or liability proportionately, and the 
reduction must be recognized. In their view, to the extent the face 
amount is reduced, a transfer of resources or obligations occurs.

.130 Some respondents described the analogy between a cred
itor’s investment in a receivable and an investment in “capital 
assets” that is noted in paragraph .122 and contended that reduc
tions of face amounts of receivables in troubled debt restructurings 
are analogous to events that reduce the amount, rather than the 
future profitability, of capital assets. Both they and the respondents 
whose view is described in the preceding paragraph held that the 
act of reducing the face amount showed that the creditor and 
debtor agreed that the receivable and payable had been decreased.

.131 Some respondents contended in effect that accounting for 
receivables and payables in the existing accounting framework is 
based on the face amount of a receivable or payable, or perhaps on 
the face amount plus a premium or minus a discount at the date 
of acquisition or issue, and a change in the face amount is a 
change in an asset (receivable) or liability (payable). They im
plicitly assumed or concluded that the present value concepts 
described in the pronouncements noted in paragraphs .111 and .112 
did not apply to receivables or payables involved in troubled debt 
restructurings. Thus, they contended that the distinction between 
the face amount due at maturity and the amounts designated as 
interest to be received or paid periodically until maturity is vital 
in determining proper accounting for a troubled debt restructur
ing. According to that view, the face amount due at maturity 
(sometimes referred to as the “principal”) is the basis of the re
corded investment in a receivable or carrying amount of a payable; 
that investment or carrying amount does not include the present
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value of future receipts or payments designated as interest. That 
is, a creditor o r debtor records the face amount (perhaps increased 
by premium or decreased by discount) when a receivable is ob
tained or a payable is incurred, and no value is ascribed in  the 
accounts to rights to receive or obligations to pay amounts desig
nated as interest; rather, cash receipts o r payments designated as 
interest are recognized in  the accounts only as they become receiv
able or payable in  future periods. Some respondents holding that 
view added that to record a loss (creditor) or gain (debtor) because 
future cash receipts o r payments designated as interest are m odi
fied in a troubled debt restructuring would represent abandonment 
o f the existing historical cost fram ework and constitute piecemeal 
implementation o f current value accounting.

.132 Several respondents who supported the views described in 
paragraphs .126-.131 held that the accounting required by those 
views is presently used, at least by some financial institutions.
Some banker respondents indicated that troubled debt restructur
ings involving reductions in  face amount o r “ principa l”  are ex
ceedingly rare, but that most bankers would probably recognize a 
loss o f “ principa l”  in  recording one in  which their institution was 
the creditor.

.133 Differences between the view that focuses on the effect o f a 
troubled debt restructuring on face amount (paragraphs .126-.132) 
and the view that focuses on its effect on the effective interest rate 
(paragraphs .120-.125) pertain w holly to  troubled debt restructur
ings that reduce the amount designated as face amount. Both views 
lead to the same accounting fo r troubled debt restructurings in 
volving other kinds o f m odification o f terms.

Present Value at Prerestructuring Rate View

.134 Some respondents contended that accounting fo r troubled  
debt restructurings should recognize the revised pattern o f cash 
receipts o r payments under the new terms o f the restructured debt.
That is, they would continue to use the effective interest rate 
established when the receivable was acquired or payable was in 
curred and would reduce the recorded investment or carrying  
amount to the present value o f the future cash receipts or payments 
specified by the new terms.

.135 Those respondents in  effect supported the accounting pro
posed in  the FASB Exposure D raft, “ Restructuring o f Debt in  a 
Troubled Loan Situation”  (November 7, 1975): a debtor should 
account fo r a troubled debt restructuring that involves modification  
of terms o f debt by adjusting the carrying amount o f the payable 
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to the present value o f the cash payments (both those designated 
as interest and those designated as face amount) required of 
the debtor after restructuring, discounted at the prerestructuring 
effective interest rate, and recognizing a gain on restructuring of 
the payable equal to the difference, i f  any, between that present 
value and the carrying amount of the payable before restructuring 
(paragraph 6 of that Exposure D raft). Since a troubled debt re
structuring almost invariably involves stretching out or deferring 
the debtor’s payments, and may involve reducing amounts due as 
well, the present value o f a restructured payable is almost invari
ably less than its carrying amount (both are determined by dis
counting at the same interest rate); a debtor would thus normally 
recognize a gain on the restructuring. The November 7, 1975 
Exposure D ra ft dealt only w ith  accounting by debtors, but i f  the 
counterpart accounting were adopted by creditors, the creditor 
would norm ally recognize a loss equal to the difference between 
its recorded investment in the receivable before restructuring and 
the present value at the prerestructuring effective interest rate. In 
terest expense or income in future periods would continue to be 
based on the prerestructuring interest rate.

.136 Some respondents who held the view  described in para
graphs .134 and .135 agreed w ith the view in paragraphs .124 and 
.125 that no economic basis exists for distinguishing between modi
fications of face amounts and other kinds o f modifications. The 
m ajor difference between the two views is that the accounting fo r 
one view (paragraphs .134 and .135) retains the same effective 
interest rate as before restructuring and changes the present value 
of the future cash receipts or payments specified by the new terms, 
while the other view (paragraphs .124 and .125) retains the same 
present value as before restructuring (the recorded investment in a 
receivable or carrying amount o f a payable)36 and changes the 
effective interest rate fo r the periods remaining between restruc
turing and m aturity.

Fair Value View

.137 Some respondents contended that m odifying terms in  a 
troubled debt restructuring results in  an exchange o f new debt fo r 
the previous debt. The new debt should be recorded at its fa ir 
value— usually the present value o f the future cash receipts or 
payments specified by the new terms (whether designated as in ter
est o r face amount) discounted at the current market rate of 
interest fo r receivables or payables w ith  sim ilar terms and risk

36 Unless the restructuring causes the effective interest rate to  fa ll below zero.
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characteristics. Those respondents contended that every debt re
structuring is an exchange transaction (paragraph .068), and they 
would recognize a loss (creditor) and gain (debtor) to the extent 
o f the difference between the recorded investment in  the receiv
able o r carrying amount o f the payable before restructuring and the 
fa ir value o f the receivable o r payable after restructuring. Interest 
income and expense in  future periods would be based on the market 
rate o f interest at the time o f restructuring.

.138 Respondents who supported the view just described agreed 
that designations o f amounts as face amount or interest should 
not determine whether a loss or gain should be recognized (para
graphs. 124 and .125) because only the amounts and tim ing o f cash 
receipts o r payments, and not their names, affect the present value 
o f a receivable or payable. They disagreed w ith  other respondents 
by contending that the current market interest rate— which gives 
the fa ir value o f a receivable o r payable— should be used because 
an exchange transaction had occurred.37

.139 Some o f the responding financial analysts indicated a pref
erence fo r accounting that does not use a current interest rate to 
determine whether a creditor should recognize a loss in  a troubled  
debt restructuring involving m odification o f terms. According to 
them, to use a current interest rate to  discount future cash 
receipts only fo r receivables that have been restructured would 
not result in  meaningful inform ation about the earning potential 
o f a creditor’s entire loan or investment po rtfo lio  and m ight be 
confusing because receivables that were not restructured would  
continue to reflect the various historical interest rates at the time 
o f each investment.

Conclusions on Modification of Terms

.140 A fte r considering the inform ation received in  connection 
w ith  (i) the Exposure D raft, “ Restructuring o f Debt in  a Troubled  
Loan Situation”  (November 7, 1975), and the public hearing based 
on i t  (paragraph .048), ( i i )  the D iscussion M em orandum , “ A c 
counting By Debtors and Creditors When Debt Is Restructured”  
(M a y  11, 1976), and the public hearing based on it  (paragraph 
.052), and ( i i i )  the Exposure D ra ft, the Board concluded that the 
substance o f all modifications o f a debt in  a troubled debt restruc
tu r in g  is essentially the same w he ther they  are m odifica tions of

37 Some respondents contended tha t the fa ir  value o f  the receivable o r  pay
able a fte r restructu ring  should be measured by d iscounting the fu tu re  cash 
flows specified by the new terms at the cost o f cap ita l to  the c red ito r o r 
debtor, as appropriate.
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tim ing, modifications o f amounts designated as interest, or modi
fications o f amounts designated as face amounts. A l l  o f those 
kinds o f modifications affect future cash receipts or payments 
and therefore affect (a) the creditor’s to ta l return on the receiv
able, its effective interest rate, or both and (b) the debtor’s total 
cost on the payable, its effective interest rate, or both. The Board 
believes that accounting fo r restructured debt should be based on 
the substance o f the modifications— the effect on cash flows— not 
on the labels chosen to describe those cash flows.

.141 The Board thus rejected views that modifications involving  
changes in  face amounts should be distinguished from  and ac
counted fo r d ifferently from  modifications involving amounts of 
future cash receipts o r payments designated as interest and m odi
fications involving tim ing o f future cash receipts or payments. 
The m ajor reason fo r that rejection is given in  the preceding 
paragraph: the substance of a troubled debt restructuring lies in  
its effect on the tim ing and amounts o f cash receipts o r payments 
due in  the future. Whether an amount due at a particular time 
is described as face amount o r interest is o f no consequence to 
either the present value o f the receivable o r payable o r its effective 
interest rate.

.142 The Board considered the views described in  paragraphs 

.129-.132 and rejected them to the extent they conflict w ith  the 
Board’s conclusions. In  the Board’s view, a debtor-creditor rela
tionship is described by the entire agreement between the debtor 
and creditor and not merely by the face amount o f the debt. 
Changes in  that relationship therefore encompass changes in  tim 
ing and changes in  amounts designated as interest as well as 
changes in  an amount designated as face amount. The same rea
soning applies to the analogy between debt and investment in 
“ capital assets.”  A  reduction in  a troubled debt restructuring of 
an amount designated as face amount is not, in  the Board’s view, 
analogous to  the loss or destruction o f a portion  o f a capital asset. 
Indeed, the economic impact o f reducing an amount designated as 
face amount is essentially the same as that o f reducing by the 
same amount an amount designated as interest that is due at the 
same time. Thus, although an analogy between investment in  a 
receivable and investment in  a capital asset may have merit, an 
analogy between an amount designated as the face amount o f a 
receivable and the physical entirety o f a capital asset does not.

.143 The Board also rejected the view that accounting is based 
on the face amount o r “ principal”  in  the existing accounting frame
work. That view is not consistent w ith  the weight o f the pro-
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nouncements noted in  paragraphs .111 and .112 to  the effect that 
the recorded investment in  a receivable or carrying amount o f a 
payable is the present value o f the future cash receipts o r pay
ments specified by the terms o f the debt discounted at the effective 
interest rate that is im p lic it in  the debt at its inception. That ac
counting explic itly  excludes from  the recorded investment in  a 
receivable or carrying amount o f a payable the interest income or 
expense to be recognized in future periods. The interest method 
recognizes that interest income o r expense as a constant percent 
(the effective interest rate) o f the recorded investment or carrying 
amount at the beginning o f each future period as the interest 
income or expense becomes receivable or payable. The method 
is not a “ current value method”  as that term is generally used in 
the accounting literature, unless the effective interest rate used to 
determine present value and interest income or expense each 
period is the current market interest rate fo r the period.

.144 The Board noted the argument that current practice in  some 
financial institutions is to record losses based on reductions in 
troubled debt restructurings o f amounts designated as face amount. 
The Board also noted that several respondents indicated that m odi
fications o f terms of that kind almost never occur. Presumably, a 
creditor would generally prefer to alleviate the debtor’s cash d if
ficulties by deferring payment of the amount designated as face 
amount rather than by reducing it because deferring payment pre
serves a creditor’s maximum claim in  the event of the debtor’s 
bankruptcy. The Board decided that accounting fo r reductions in  
troubled debt restructurings of amounts designated as face amounts, 
although occurring only rarely, should be made consistent w ith  
accounting fo r other modifications o f future cash receipts or pay
ments in  troubled debt restructurings and w ith  the accounting pro
nouncements referred to in  paragraphs .111 and .112.

.145 The Board also considered the views described in  paragraphs 

.134-.139 and rejected them to the extent they conflict w ith  the 
Board’s conclusions. The Board concluded that since a troubled  
debt restructuring involving m odification o f terms of debt does not 
involve transfers o f resources or obligations (paragraph .077), re
structured debt should continue to be accounted fo r in the existing 
accounting framework, on the basis o f the recorded investment in 
the receivable or carrying amount of the payable before the restruc
turing. The effective interest rate on that debt should be determined 
by the relation o f the recorded investment in  the receivable or 
carrying amount of the payable and the future cash receipts or pay
ments specified by the new terms o f the debt.
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.146 To introduce the current market interest rate to provide a 
new measure of the recorded investment in a restructured receivable 
or carrying amount o f a restructured payable is inappropriate in the 
existing accounting framework in  the absence o f a transfer of 
resources or obligations, that is, i f  only the terms of a debt are 
modified in  a troubled debt restructuring. Moreover, since the new 
terms are not negotiated on the basis o f the current market rates 
o f interest, there is little  or no reason to believe that a current 
market rate o f interest applied to the restructured debt reflects the 
effective return to the creditor o r the effective cost to the debtor. On 
the contrary, the circumstances o f a troubled debt restructuring give 
every reason to believe that, except by coincidence, i t  does not. 
Sim ilarly, there is little  or no reason to believe that a restructured 
debt continues to earn or cost the same effective interest rate as 
before the restructuring. The restructuring reflected the creditor’s 
recognition that its investment in  the receivable no longer could 
earn that rate and that a lower effective rate was inevitable. In  other 
words, the effect o f the restructuring was to  decrease the effective 
interest rate on a continuing debt, and the accounting should show 
that result.

.147 The Board found persuasive the arguments' that a creditor 
in a troubled debt restructuring is interested in  protecting its unre
covered investment (represented in  the accounts by the recorded 
investment in  the receivable) and, i f  possible, obtaining a return. To  
the creditor, therefore, the effect o f a restructuring that provides fo r 
recovery of the investment is to reduce the rate o f return (the effec
tive interest rate) between the restructuring and maturity. Sim ilarly, 
the effect o f that kind o f restructuring to the debtor is to reduce the 
cost o f credit (the effective interest rate) between the restructuring 
and maturity.

.148 Thus, the Board concluded that no loss (creditor) or gain 
(debtor) should be recognized in  a troubled debt restructuring i f  the 
to ta l future cash receipts o r payments (whether designated as inter
est or face amount) specified by the new terms at least equals the 
recorded investment or carrying amount o f the debt before the 
restructuring. The creditor should reduce the recorded investment 
in  the receivable and recognize a loss and the debtor should reduce 
the carrying amount o f the payable and recognize a gain to the 
extent that the recorded investment o r carrying amount exceeds 
the to ta l cash receipts o r payments specified by the new terms. 
Some respondents to the Exposure D ra ft apparently misunder
stood the reason fo r using to ta l future cash receipts o r payments 
to compare w ith  the recorded investment in  a receivable o r the 
carrying amount o f a payable to determine whether to recognize
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a loss or gain on restructuring. Some wondered i f  the fa ilure to 
discount the future cash flows implied changes in  pronouncements 
that require discounting or de-emphasis or abandonment by the 
Board o f discounting methods. On the contrary, the Statement is 
based solid ly on the need to consider the effect o f interest. Indeed, 
the Board’s conclusion is that a troubled debt restructuring affects 
prim arily  the effective interest rate and results in  no loss or gain 
as long as the effective rate does not fa ll below zero. I t  requires 
recognition o f a loss to prevent the effective rate from  fa lling  
below zero. The effective interest rate inherent in  the unrecovered 
receivable o r unpaid payable and the cash flows specified by the 
modified terms is then used to recognize interest income o r inter
est expense between restructuring and m aturity.

.149 The Board also concluded that the fa ir values o f assets trans
ferred o r equity interest granted in  partia l settlement o f debt in  a 
troubled debt restructuring should be accounted fo r the same as a 
partia l cash payment. The recorded investment in  the receivable or 
carrying amount o f the payable should be reduced by the amount 
o f cash or fa ir value transferred, and the remaining receivable or 
payable should be accounted fo r the same as a m odification of 
terms. That accounting avoids basing losses or gains on restruc
turing on arbitrary allocations otherwise required to determine the 
amount o f a receivable satisfied or payable settled by transfer o f 
assets o r grant o f an equity interest.

.150 Several respondents to the Exposure D ra ft disagreed w ith  
its proposed conclusions on accounting fo r modifications o f terms 
in  troubled debt restructurings. One group, which favored account
ing fo r a ll troubled debt restructurings at fa ir value as exchanges 
o f debt, criticized the Exposure D ra ft fo r fa iling  to recognize 
losses and gains from  decreases in  present values o f receivables 
and payables, for being inconsistent w ith A P B  Opinions No. 21 
[section 4111] and No. 26 [section 5362], and for elevating 
form over substance. Another group, which agreed w ith 
the Exposure Draft except for restructurings in which face 
amounts of receivables are reduced, criticized it for fa iling 
to recognize losses and gains from decreases in face amounts, 
for changing ex isting practice, and for elevating form over 
substance. Both views are discussed individually in earlier 
paragraphs (.126-.139) and are there shown to be virtually oppo
site views to each other, but they have some similarities when 
compared to the accounting in  the Exposure D ra ft and this 
Statement.

.151 F o r example, both criticisms o f the Exposure D ra ft noted 
in  the preceding paragraph result from  rejection o f fundamental 
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conclusions in the Exposure Draft. Thus, respondents who favor 
accounting for all troubled debt restructurings as exchanges of 
debt disagreed with the conclusions that “a troubled debt restruc
turing that does not involve a transfer of resources or obligations 
is a continuation of an existing debt” and “to the extent that a 
troubled debt restructuring involves only a modification of terms 
of continuing debt, no transfer of resources or obligations has 
occurred (paragraphs .076 and .077). Respondents with that view 
presumably saw troubled debt restructurings as of the same essence 
as exchanges covered by  APB Opinions No. 21 [section 4111] 
and No. 26 [section 5362] and found the Exposure Draft in
consistent w ith those Opinions. If, however, the conclusions 
quoted earlier in this paragraph are accepted, modifications of 
terms of continuing debt are different in substance from ex
changes of resources or obligations, and the Exposure Draft 
is consistent wi th the Opinions.

.152 Similarly, some respondents who favor recognizing losses 
and gains from reducing face amounts in troubled debt restructur
ings disagreed with the conclusion that “the substance of all modi
fications of a debt in a troubled debt restructuring is essentially 
the same whether they are modifications of timing, modifications 
of amounts designated as interest, or modifications of amounts 
designated as face amounts” (paragraph .140). That is, they think 
that financial institutions’ customary distinctions between prin
cipal and interest have more substance than the effects of modifica
tions on future cash flows, although they admit that changes in 
practice would be minimal because few troubled debt restructur
ings involve changes in face amounts (paragraph .144).

.153 The fact that elevating form over substance is a criticism 
common to the arguments of respondents who fundamentally dis
agreed with the Exposure Draft emphasizes that various views on 
proper accounting depend on varying perceptions of the substance 
of modification of terms in a troubled debt restructuring. The pre
ceding paragraphs note three different views of that substance: the 
view on which the Exposure Draft and this Statement are based 
and two other views that differ significantly not only from the 
view adopted but from each other. The Board carefully analyzed 
all three views before issuing the Exposure Draft and decided on 
one of them for the reasons stated in paragraphs .106-.152.

.154 Some respondents who agreed generally with the accounting 
for modifications of terms specified in the Exposure Draft and 
some who preferred to recognize debtors’ gains and creditors’ losses 
from decreases in face amounts expressed concern that a debtor’s 
prepayment may result in recognizing a creditor’s loss in the
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wrong period (they are silent about a debtor’s gain). That is, if 
a debtor may prepay a reduced face amount without penalty, 
total future cash receipts may actually be less than the recorded 
investment in the receivable even though the total future amounts 
specified by the restructured terms are at least equal to the recorded 
investment, and no loss is recognized by the creditor at the time 
of restructuring under paragraph .016. The loss would be recorded 
in the period of prepayment rather than the period of restructur
ing. They propose that a creditor be required to recognize a loss 
on restructuring in the period of restructuing to the extent that a 
reduction of face amount is not protected by a prepayment penalty.

.155 This Statement does not include that kind of test based 
on prepayment penalties. The proposed test rests on the assump
tion that a loss resulting from prepayment necessarily is a loss 
on restructuring, and that presumption is questionable. A t the 
time of restructuring, the most probable estimate of future cash 
receipts is usually that the debtor will not prepay, even if there 
is no prepayment penalty, because (a) prepayment of a debt with 
a relatively low effective interest rate is to the creditor’s advantage, 
not the debtor’s, (b) initiative for prepayment lies wholly with the 
debtor, and (c) the debtor is clearly unable to prepay at the time 
of a troubled debt restructuring and may never be able to prepay. 
I f  that most probable estimate later proves incorrect, and the 
debtor does prepay, a change of estimate should be recorded in 
the period of prepayment.

CREDITO R’S  ACCOUNTING FOR 
SUBSTITUTION OR ADDITION OF DEBTORS

.156 A  change between the Exposure Draft and this Statement 
is that the Exposure Draft dealt with substitutions of debtors 
only if  the debtors were government units. Several respondents 
to the Exposure Draft suggested that the principles developed there 
applied to substitutions or additions of nongovernment debtors 
as well.

.157 The general principle developed in earlier paragraphs is 
that the accounting for a troubled debt restructuring depends 
on its substance. The issues raised if a creditor in a troubled 
debt restructuring accepts, or is required to accept, a new receiv
able from a different debtor to replace an existing receivable from 
a debtor experiencing financial difficulties pertains to the cir
cumstances, if any, in which the substitution or addition is in 
substance similar to a transfer of assets to satisfy a receivable and 
the circumstances, if  any, in which that kind of restructuring is in 
substance similar to a modification of terms only.
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.158 One view expressed by respondents was that the substitution 
of a receivable from a different debtor for an existing receivable or 
the addition of another debtor is always a transaction requiring 
accounting by the creditor for a new asset at its fair value, recog
nizing gain or loss to the extent that the fair value of the new asset 
differs from the recorded investment in the receivable it replaces. 
To some proponents, that view holds regardless of the relationship 
between the original debtor and the new debtor.

.159 Another view expressed was that the kind of substitution 
involved in each restructuring must be considered, and the account
ing depends on the relationship between the original and new debt
ors and between the original and new terms.

.160 The Board rejected the view that the substitution or addition 
of a new debtor is always a transaction requiring recognition of a 
new asset by the creditor. In some troubled debt restructurings, the 
substitution or addition may be primarily a matter of form while 
the underlying debtor-creditor relationship, though modified, essen
tially continues. For example, to enhance the likelihood that the 
modified terms of a troubled debt restructuring w ill be fulfilled, 
a new legal entity may be created to serve as a custodian or 
trustee to collect designated revenues and disburse the cash 
received in accordance with the new debt agreement. The role 
of that new unit may be similar to that of a sinking fund trustee 
in an untroubled debt situation. The source of the funds required 
to fulfill the agreement may be the same, but some or all of those 
funds may be earmarked to meet specific obligations under the 
agreement. Similarly, if  the new debtor controls, is controlled 
by, or is under common control with the original debtor, the 
substance of the relationship is not changed. Each troubled debt 
restructuring involving a substitution or addition of a debtor 
should be carefully examined to determine whether the substi
tution or addition is primarily a matter of form to facilitate com
pliance with modified terms or primarily a matter of substance.

.161 The Board considers the exchanges of bonds of the Munici
pal Assistance Corporation (Corporation) for notes of the City of 
New York (City) described in recent exchange offers38 to be ex
amples of troubled debt restructurings whose substance to creditors 
for accounting purposes is a modification of the terms of an existing 
receivable rather than an acquisition of a new asset (receivable). 
According to those exchange offers: 38

38 M u n ic ipa l Assistance C orpo ra tion  fo r  the C ity  o f  N ew  Y o rk , “ Exchange 
O ffer[s] to  H olders o f  C erta in  Short-Term  Notes o f the C ity  o f N ew  Y o rk ,”  
N ovem ber 26, 1975, M ay  21, 1976, and M arch  22, 1977.
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The C orpo ra tion  . . . was created in  June 1975 . . . fo r  the 
purposes o f assisting the C ity  in  p rov id ing  essential services to  
its inhabitants w ithou t in te rrup tion  and in  creating investor 
confidence in  the soundness o f the obligations o f the C ity . To  
ca rry  ou t such purposes, the C o rpo ra tion  is empowered, among 
other things, to  issue and sell bonds and notes and to  pay or 
lend funds received fro m  such sale to  the C ity  and to exchange 
the C o rpo ra tion ’s obligations fo r  obligations o f  the C ity .39

The Board’s understanding is that: (a) the Corporation receives 
its funds to meet debt service requirements and operating ex
penses from tax allocations from New York State’s collections of 
Sales Taxes imposed by the State within the City, Stock Transfer 
Taxes, and Per Capita Aid (revenue sources previously available 
to the City); (b) Tax and Per Capita A id amounts not allocated 
to the Corporation for its requirements are available to the City 
under the terms of the applicable statutes; and (c) the primary pur
pose in creating the Corporation was to enhance the likelihood 
that the City’s debt will be paid, not to introduce new economic 
resources and activities.

RELATED MATTERS

.162 Several respondents commenting on accounting for contin
gent future cash payments or receipts indicated a need for some 
clarification of the accounting described in the Exposure Draft. 
Accounting for contingent payments or receipts is complicated 
because it involves four separate situations—-(1) accounting by the 
debtor at the time of restructuring, (2) accounting by the debtor 
after the time of restructuring, (3) accounting by the creditor at the 
time of restructuring, and (4) accounting by the creditor after the 
time of restructuring. It is further complicated because the view of 
b o th  d e b to r  a n d  c r e d i t o r  s h i f t s  b e tw e e n  “ g a in ”  c o n t in g e n c ie s  a n d  

“ loss”  contingencies as the accounting shifts from the time of 
restructuring to after the time of restructuring. The accounting in 
the Exposure Draft and this Statement is governed by the following 
general principles:

a. Paragraph 17 (gain contingencies) of FASB Statement No. 5
[ s e c t io n  4311.17] g o v e r n s  a  d e b t o r ’s a c c o u n t in g  f o r  c o n 

t i n g e n t  c a s h  p a y m e n t s  a t  t h e  t im e  o f  r e s t r u c t u r i n g  ( p a r a 

g r a p h  .018) a n d  a c r e d i t o r ’ s a c c o u n t in g  f o r  c o n t i n g e n t  c a s h  

r e c e ip t s  a f t e r  t h e  t im e  o f  r e s t r u c t u r i n g  ( p a r a g r a p h  .036). 
S in c e  g a in  c o n t in g e n c ie s  a re  n o t  r e c o g n iz e d  u n t i l  a  g a in  is  

r e a l i z e d ,  ( 1 )  a  debtor s h o u ld  n o t  r e c o g n iz e  a  g a in  a t  th e

39 M u n ic ipa l Assistance C orpo ra tion  fo r  the C ity  o f N ew  Y o rk , “ Exchange 
O ffe r to  H olders o f C erta in  Short-Term  Notes o f  the C ity  o f N ew  Y o rk ,”  
N ovem ber 26, 1975, p. 15.
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t im e  o f  r e s t r u c t u r in g  t h a t  m a y  b e  o f f s e t  b y  f u t u r e  - c o n 

t i n g e n t  p a y m e n t s ,  w h ic h  is  e q u iv a le n t  t o  a s s u m in g  t h a t  

c o n t i n g e n t  f u t u r e  p a y m e n t s  w i l l  b e  p a id ,  a n d  ( 2 )  a  creditor 
s h o u ld  n o t  r e c o g n iz e  c o n t in g e n t  ca sh  r e c e ip ts  as  in t e r e s t  i n 

c o m e  u n t i l  t h e y  b e c o m e  u n c o n d i t i o n a l l y  r e c e iv a b le ,  t h a t  is ,  

u n t i l  b o t h  t h e  c o n t in g e n c y  h a s  b e e n  r e m o v e d  a n d  t h e  

i n t e r e s t  h a s  b e e n  e a rn e d .

b. Paragraph 8 (loss contingencies) of FASB Statement No. 5
[ s e c t io n  4 3 1 1 .0 8 ]  g o v e r n s  a  d e b t o r ’ s a c c o u n t in g  f o r  c o n 

t i n g e n t  c a s h  p a y m e n ts  a f t e r  t h e  t im e  o f  r e s t r u c t u r i n g  

( p a r a g r a p h  .0 2 2 )  a n d  a  c r e d i t o r ’ s a c c o u n t in g  f o r  c o n t in g e n t  

c a s h  r e c e ip ts  a t  t h e  t im e  o f  r e s t r u c t u r i n g  ( p a r a g r a p h  .0 3 2 ) .

S in c e  t w o  c o n d i t io n s  m u s t  b e  m e t  t o  r e c o g n iz e  a n  e s t i 

m a te d  lo s s ,  ( 1 )  a  debtor s h o u ld  r e c o g n iz e  a n  in t e r e s t  e x 

p e n s e  a n d  p a y a b le  f o r  c o n t i n g e n t  p a y m e n t s  w h e n  i t  is  

p r o b a b le  t h a t  a  l i a b i l i t y  h a s  b e e n  in c u r r e d  a n d  t h e  a m o u n t  

can be reasonably estimated, and (2) a creditor should recog
nize a loss unless offsetting contingent cash receipts are 
probable and the amount can be reasonably estimated. Con
tingent cash receipts are unlikely to be probable at the time 
of restructuring.

.1 6 3  The principles described in the preceding paragraph also 
apply to other situations in which future cash payments or receipts 
must be estimated to apply the provisions of the Statement, for 
example, future interest payments or receipts that are expected to 
fluctuate because they are based on the prime interest rate or 
indeterminate total interest payments or receipts because the 
debt is payable or collectible on demand or becomes payable 
o r  c o l l e c t i b l e  o n  d e m a n d  a f t e r  a  s p e c i f ie d  p e r io d  ( p a r a g r a p h s  

.0 1 8  a n d  .0 3 2 ) .

D ISCLO SURE

Disclosure by Debtors

.1 6 4  Most respondents to the Discussion Memorandum com
menting on disclosure by debtors for restructurings advocated 
essentially the disclosure prescribed for gains or losses from ex
t i n g u i s h m e n t  o f  d e b t  i n  FASB Statement No. 4 [ s e c t io n  2 0 1 3 ] .  

P a r a g r a p h  .0 9 9  g iv e s  t h e  B o a r d ’s r e a s o n s  f o r  a d o p t i n g  f o r  

g a in s  o n  t r o u b le d  d e b t  r e s t r u c t u r i n g s  t h e  g u id e l in e s  f o r  in c o m e  

s t a t e m e n t  c la s s i f i c a t io n  p r e s c r ib e d  i n  t h a t  S t a t e m e n t  f o r  g a in s  

f r o m  e x t i n g u i s h m e n t  o f  d e b t .  S in c e  t r o u b le d  d e b t  r e s t r u c t u r 

in g s  f o r  w h ic h  g a in s  a re  r e c o g n iz e d  a n d  e x t i n g u i s h m e n t s  o f  

d e b ts  t h u s  u s e  t h e  s a m e  g u id e l in e s  f o r  in c o m e  s t a t e m e n t  
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c la s s i f i c a t io n  a n d  a re  s i m i l a r  f o r  d is c lo s u r e  p u rp o s e s ,  t h e  B o a r d  

c o n c lu d e d  t h a t  t h e  k i n d  o f  i n f o r m a t i o n  p r e s c r ib e d  i n  p a r a g r a p h  

9  o f  FASB Statement No. 4 [ s e c t io n  2 0 1 3 .0 9 ]  is  g e n e r a l l y  

appropriate for disclosing troubled debt restructurings involving 
recognition of gains. Since some of those restructurings involve 
transfers of assets to creditors to settle payables, the Board be
lieves that it is appropriate also to disclose the aggregate net gain 
or loss recognized on transfers of assets. However, since several 
respondents to the Exposure Draft indicated that problems would 
arise in attempting to determine when a debtor’s current diffi
culties began and perhaps in obtaining amounts of earlier losses, 
this Statement omits a requirement in the Exposure Draft to dis
close also “ the aggregate loss, if any, recognized on those assets 
in earlier periods in connection with the debtor’s current financial 
difficulties.”

.1 6 5  Restructurings not involving recognition of gain or loss at 
the time of restructuring usually modify the timing, amounts, or 
both, of interest or face amount the debtor is to pay under the 
d e b t ’ s te r m s  ( p a r a g r a p h s  .0 1 6 - .0 1 8 ) .  I n  th e  B o a r d ’ s v ie w ,  th e  p r i n 

cipal changes in terms should be disclosed to permit an under
standing of the financial effects of those modifications.

.1 6 6  P a r a g r a p h  .0 2 6 , s p e c i f y in g  d is c lo s u re  o f  th e  e x te n t  t o  w h ic h  

inclusion of contingent future cash receipts prevented recognizing 
a gain on restructuring was added in response to suggestions by 
respondents to the Exposure Draft. The Board agreed that in
formation would be useful in assessing the relation between future 
cash payments and future interest expenses of the debtor.

Disclosure by Creditors

.167 Most banking and other financial institutions responding to 
the Discussion Memorandum that commented on disclosure by 
creditors argued against separate disclosures about restructured 
receivables. They emphasized that to be the most meaningful to 
financial statement users information about receivables should 
disclose the interest rate characteristics of each broad group of 
earning assets (primarily loan or investment portfolios), by major 
category. They argued that information limited to receivables that 
have been restructured would not only be less meaningful than 
information about entire portfolios of receivables but also could 
be confusing because the same information is also needed about 
other receivables, particularly those that are earning no return 
but have not been restructured (nonearning receivables). Several 
of those institutions referred to the requirements of the Securities 
and Exchange Commission and of the banking regulatory agencies,

AC § 5363.167AICPA Professional Standards
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which recently became effective, both concerning disclosure about 
categories of loan and investment portfolios—including their 
maturities, interest rates, and nonearning loans and investments 
— and the allowance for uncollectible amounts. They indicated 
that those requirements provide adequate information about the 
financial effects of restructurings, troubled or nontroubled. F i
nancial analysts responding also recommended disclosure focusing 
on the characteristics of each broad group of earning assets. They 
expressed a desire for information about past and expected yields 
of entire portfolios, by major category, to enable them to make 
informed judgments about recent and prospective earnings per
formance.

.168 Some respondents to the Discussion Memorandum that are 
not financial institutions recommended that the Board require in
formation to be disclosed about each significant troubled debt 
restructuring in the period that it occurs, primarily the terms of 
the restructuring, gain or loss recognized, if  any, and the related 
income tax effect. Most of those respondents focused on individual 
receivables rather than on groups of receivables and proposed 
that debtors and creditors disclose similar information.

.169 The Board concluded that the information prescribed by 
paragraph .040 should be disclosed, by major category, for out
standing receivables whose terms have been modified in troubled 
debt restructurings. The information may be disclosed either sep
arately for those receivables or as part of the disclosure about 
reduced-earning and nonearn ing receivables. The Board believes 
that the appropriate format for that disclosure depends primarily 
on the characteristics and number of receivables, including the 
proportion of those receivables that have reduced earning poten
tial. It  believes the argument has merit that the most meaning
ful disclosure about earnings potential for a financial institution 
typically should focus on entire portfolios of receivables, by major 
category, rather than only on receivables that have been restruc
tured in troubled situations, but the Board acknowledges that de
termining appropriate disclosure for receivables in general is be
yond the scope of this Statement. Accordingly, paragraphs .040 
and .041 specify types of information that shall be disclosed and 
permit that information to be provided by major category for the 
aggregate of outstanding reduced-earning and nonearning receiv
ables, by major category for outstanding receivables whose terms 
have been modified in troubled debt restructurings, or for each 
significant outstanding receivable that has been so restructured, 
depending on the circumstances.

AC §5363.168 Copyright ©  1977, American Ins titu te  of  Certified Public Accountants, Inc.
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.170 This Statement contains three changes from the Exposure 
Draft concerning disclosure by creditors, all made in response to 
comments or suggestions from respondents to the Exposure Draft 
a n d  a l l  i n  p a ra g r a p h  .040, w h ic h  w a s  p a r a g r a p h  3 4  of t h e  E x p o s u r e  

Draft: (1) disclosure of information more in conformity with SEC 
Guides 61 and 3 40 replaces disclosure of the weighted average 
effective interest rate and the range of maturities, (2) disclosure 
of the allowance for uncollectible amounts or other valuation 
allowance applicable to restructured receivables is deleted, and
(3) disclosure of a commitment to lend additional funds to debtors 
owing restructured receivables is added.

.171 Disclosure of commitments to lend additional funds was 
chosen instead of a penalty suggested by some respondents to the 
Exposure Draft. They expressed concern that a creditor might 
a v o id  r e c o g n iz in g  a  lo s s  u n d e r  p a r a g r a p h s  .0 3 0 - .0 3 2  b y  r e s t r u c t u r 

in g  a  t r o u b le d  r e c e iv a b le  i n  a  w a y  t h a t  th e  s p e c if ie d  f u t u r e  c a s h  

receipts exceed the recorded investment in the receivable and 
then agree to lend funds to the debtor to meet those terms. They 
proposed that irrevocable commitments to lend to the debtor be 
included in the creditor’s recorded investment to determine whether 
the creditor should recognize a loss at the time of restructuring. 
Since that test is equivalent to saying that a creditor must recognize 
a loss unless the restructured terms provide not only for recovery 
of the outstanding receivable but also for recovery of future loans to 
the same debtor (because future cash receipts from future loans 
are ignored), the test is excessively punitive. The Board decided 
that disclosure of those commitments is adequate. That disclosure 
may already be required by paragraphs 18 and 19 of FASB State
ment No. 5 [ s e c t io n  4 3 1 1 .1 8 - . 1 9 ] , but p a r a g r a p h  . 0 4 0 ( b )  m a k e s  

t h e  d is c lo s u r e  e x p l i c i t .

.172 Some respondents who advocated that the scope of this 
Statement exclude restructurings of receivables related to consumer 
financing activities or to all or certain residential properties (para
graph .063) also argued that, i f  those restructurings were embraced 
by this Statement, applicable requirements for disclosure would 
likely be burdensome and not very meaningful to financial state
ment users. They point out that the accounting, including informa
tion normally disclosed in financial statements or in other reports, 
for those types of receivables has been tailored to fit special charac
teristics of the receivables, such as large numbers of relatively small 
balances, interest rates fixed by state law rather than in a fluctuating

40 SEC, S e c u r it ie s  E x c h a n g e  A c t  o f  1 9 3 4  R e le a se  N o .  1 2 7 4 8 , “ Guides fo r  
Statistical D isclosure by Bank H o ld in g  Companies,”  August 31, 1976.
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market, and numerous accounts on which collections are past due. 
The Board noted the special characteristics of those types of receiv
ables and, since the scope of this Statement does not encompass 
appropriate disclosure for receivables generally, concluded that
p a ra g r a p h s  .0 4 0  a n d  .0 4 1  s h o u ld  n o t  n e c e s s a r i ly  a p p ly  t o  t h o s e  

t y p e s  o f  r e c e iv a b le s  t h a t  h a v e  b e e n  r e s t r u c t u r e d .

ACCOUNTING SYM M ETRY BETWEEN  
DEBTORS AND CRED ITORS

.173 The Discussion Memorandum contained several questions 
on whether particular accounting by debtors and creditors should 
be symmetrical. Most respondents considered a criterion of sym
metry between debtors and creditors an insignificant factor in ac
counting for troubled debt restructurings. Many noted that existing 
accounting principles for accounting by creditors for receivables 
after their initial recording and for recognizing losses already differ 
from those for accounting by debtors for payables and for recogniz
ing gains. Some respondents also noted that differences usually 
exist between the debtor and creditor in a particular restructuring 
(for example, differences in the industry or industries in which they 
are involved, in their financial viability, and in the significance and 
frequency of that kind of event for them). The accounting for 
troubled debt restructurings prescribed in this Statement is sym
metrical between debtors and creditors in most matters. However, 
the Board considered the types of differences described above, 
among other factors, in concluding that different accounting is 
appropriate for debtors and creditors in matters such as classifying 
gains or losses recognized at the time of troubled debt restructur
ings, accounting for contingent interest, and disclosing information 
about troubled debt restructurings.

EFFECTIVE DATE AND TRANSITION

.174 The Board concluded that prospective application of this 
Statement is appropriate and that the effective dates in paragraphs 
.043-.045 are advisable. In the Board’s view, comparability of fi
nancial statements would not be greatly enhanced by restating past, 
nonrecurring troubled debt restructurings. Further, difficulties in 
retroactive application of the provisions of this Statement include 
identifying restructurings for which fair values would need to be 
determined and determining those fair values. A  number of enter
prises that in recent years have had several restructurings of those 
types would be unlikely to have information available to restate 
retroactively.
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Capital Surplus
[Source: ARB 43, Chap. 1A, Par. 2 .]

Issue date, unless other
wise indicated: 1 9 341

.01 Capital surplus, however created, should not be 
used to relieve the income account of the current or future 
years of charges which would otherwise fa ll to be made 
thereagainst. This rule m ight be subject to the exception 
that where, upon reorganization, a reorganized company 
would be relieved of charges which would require to be 
made against income i f  the existing corporation were con
tinued, i t  m ight be regarded as permissible to accomplish 
the same result w ithout reorganization provided the facts 
were as fu lly  revealed to and the action as form ally ap
proved by the shareholders as in  reorganization.1 2

AC Section 5511

  The next page is 9923.  

1 T h e  above ru le  was adopted b y  the m em bersh ip  o f the In s t itu te  in  
1934. I t  had been recom m ended in  1932 to  the  N e w  Y o rk  S tock  E xchange  
by  the  In s t itu te ’s com m ittee  on coopera tion  w ith  s tock exchanges.

2 See a lso section 5581, Q u a s i-R e o rg a n iz a t io n  o r  C o rp o ra te  R e a d ju s tm e n t.
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Donated Stock
[Source: ARB 43, Chap. 1A, Par. 6 .]

Issue date, unless other
wise indicated: 1934 1

.01 I f  capital stock is issued nominally fo r the acqui
sition of property and i t  appears that at about the same 
time, and pursuant to a previous agreement or understand
ing, some portion of the stock so issued is donated to the 
corporation, i t  is not permissible to treat the par value of 
the stock nominally issued fo r the property as the cost of 
that property. I f  stock so donated is subsequently sold, i t  
is not permissible to treat the proceeds as a credit to surplus 
of the corporation.

AC Section 5512

  The next page is 9961.  

1 T h e  above ru le  was adopted b y  the  m em bersh ip  o f the  In s t itu te  in  
1934.
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Liquidation Preference 
of Preferred Stock
[Source: APB Opinion No. 10, Par. 10-11,  as amended.]

Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated

.01 Companies at times issue preferred (or other sen
ior) stock which has a preference in  involuntary liquida
tion considerably in  excess of the par or stated value of 
the shares. The relationship between this preference in 
liquidation and the par or stated value of the shares may 
be of major significance to the users of the financial state
ments of those companies and the Board believes i t  h ighly 
desirable that i t  be prominently disclosed. Accordingly, 
the Board recommends that, in  these cases, the liquidation 
preference of the stock be disclosed in  the equity section 
of the balance sheet in  the aggregate, either parentheti
cally or “ in  short,”  rather than on a per share basis or by 
disclosure in  notes.

.02 In  addition, the financial statements should dis
close, either on the face of the balance sheet or in  notes 
pertaining thereto:

a. the aggregate or per share amounts at which pre
ferred shares may be called or are subject to redemp
tion through sinking fund operations or otherwise;

b. as called for by section 2011A.05, the aggregate and 
per share amounts of arrearages in  cumulative pre
ferred dividends. [As amended, effective fo r fiscal 
periods beginning after Dec. 31, 1968 by APB 
Opinion No. 15.] (See section 2011.)

AC Section 5515

  The next page is  9971.
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Convertible Debt and 
Debt Issued with 
Stock Purchase Warrants1
[Source: APB Opinion No. 14. ]

Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated 2

AC Section 5516

CONVERTIBLE DEBT
D iscussion

.01 C o n v e r t ib le  d e b t  s e c u r it ie s  d is c u s s e d  h e r e in  a re  
th o s e  d e b t  s e c u r it ie s  w h ic h  a re  c o n v e r t ib le  in t o  c o m m o n  
s to c k  o f  th e  is s u e r  o r  a n  a f f i l ia te d  c o m p a n y  a t  a  s p e c if ie d  
p r ic e  a t  th e  o p t io n  o f  th e  h o ld e r  a n d  w h ic h  a re  s o ld  a t  a  
p r ic e  o r  h a v e  a  v a lu e  a t  is s u a n c e  n o t  s ig n i f ic a n t ly  i n  excess  
o f  th e  fa c e  a m o u n t.  T h e  te rm s  o f  s u c h  s e c u r it ie s  g e n e r a l ly  
in c lu d e  (1 )  a n  in te r e s t  r a te  w h ic h  is  lo w e r  th a n  th e  is s u e r  
c o u ld  e s ta b l is h  f o r  n o n c o n v e r t ib le  d e b t,  (2 )  a n  i n i t i a l  c o n 
v e rs io n  p r ic e  w h ic h  is  g re a te r  th a n  th e  m a r k e t  v a lu e  o f  
th e  c o m m o n  s to c k  a t  t im e  o f  is s u a n c e , a n d  (3 )  a  c o n v e rs io n  
p r ic e  w h ic h  does  n o t  d e c re a se  e x c e p t p u r s u a n t  t o  a n t id i l u 
t io n  p ro v is io n s .  I n  m o s t  cases s u c h  s e c u r it ie s  a ls o  a re  
c a lla b le  a t  th e  o p t io n  o f  th e  is s u e r  a n d  a re  s u b o rd in a te d  to  
n o n c o n v e r t ib le  d e b t.

.02 C o n v e r t ib le  d e b t  m a y  o f fe r  a d v a n ta g e s  to  b o th  th e  
is s u e r  a n d  th e  p u rc h a s e r .  F r o m  th e  p o in t  o f  v ie w  o f  th e  
is s u e r , c o n v e r t ib le  d e b t  h a s  a  lo w e r  in te r e s t  r a te  th a n  does  
n o n c o n v e r t ib le  d e b t. F u r th e r m o r e ,  th e  is s u e r  o f  c o n v e r t ib le  
d e b t  s e c u r it ie s ,  i n  p la n n in g  i t s  lo n g - r a n g e  f in a n c in g ,  m a y  
v ie w  c o n v e r t ib le  d e b t as e s s e n t ia l ly  a  m e a n s  o f  r a is in g  
e q u it y  c a p ita l.  T h u s , i f  th e  m a r k e t  v a lu e  o f  th e  u n d e r ly in g  
c o m m o n  s to c k  in c re a s e s  s u f f ic ie n t ly  in  th e  fu tu r e ,  th e  is s u e r  
c a n  fo rc e  c o n v e rs io n  o f  th e  c o n v e r t ib le  d e b t  in t o  c o m m o n  
s to c k  b y  c a l l in g  th e  is s u e  f o r  r e d e m p t io n .  U n d e r  th e s e  
m a r k e t  c o n d it io n s ,  th e  is s u e r  c a n  e f fe c t iv e ly  te r m in a te  th e  
c o n v e rs io n  o p t io n  a n d  e l im in a te  th e  d e b t.  I f  th e  m a r k e t  * * 1

1 T h is  section, supersedes pa ragraphs 8 a n d  9  o f A P B  O p in io n  N o . 10 
and paragraphs 11-15 o f  A P B  O p in io n  N o . 12.

2See paragraphs .17 and  .18.
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v a lu e  o f  th e  s to c k  does  n o t  in c re a s e  s u f f ic ie n t ly  to  r e s u lt  i n  
c o n v e rs io n  o f  th e  d e b t,  th e  is s u e r  w i l l  h a v e  re c e iv e d  th e  
b e n e f i t  o f  th e  ca sh  p ro c e e d s  to  th e  s c h e d u le d  m a t u r i t y  d a te s  
a t  a  r e la t iv e ly  lo w  ca sh  in te r e s t  c o s t.

.03 O n  th e  o th e r  h a n d , th e  p u rc h a s e r  o b ta in s  a n  o p t io n  
to  re c e iv e  e ith e r  th e  fa c e  o r  r e d e m p t io n  a m o u n t  o f  th e  
s e c u r it y  o r  th e  n u m b e r  o f  c o m m o n  s h a re s  in t o  w h ic h  th e  
s e c u r i t y  is  c o n v e r t ib le .  I f  th e  m a r k e t  v a lu e  o f  th e  u n d e r 
l y in g  c o m m o n  s to c k  in c re a s e s  a b o v e  th e  c o n v e rs io n  p r ic e ,  
th e  p u rc h a s e r  ( e i th e r  th r o u g h  c o n v e rs io n  o r  th r o u g h  h o ld 
in g  th e  c o n v e r t ib le  d e b t  c o n ta in in g  th e  c o n v e rs io n  o p t io n )  
b e n e f its  t h r o u g h  a p p re c ia t io n .  H e  m a y  a t  t h a t  t im e  re q u ir e  
th e  is s u a n c e  o f  th e  c o m m o n  s to c k  a t  a  p r ic e  lo w e r  th a n  th e  
c u r r e n t  m a r k e t  p r ic e .  H o w e v e r ,  s h o u ld  th e  v a lu e  o f  th e  
u n d e r ly in g  c o m m o n  s to c k  n o t  in c re a s e  in  th e  f u tu r e ,  th e  
p u rc h a s e r  h a s  th e  p r o te c t io n  o f  a  d e b t  s e c u r it y .  T h u s , in  
th e  a bsence  o f  d e fa u l t  b y  th e  is s u e r ,  he  w o u ld  re c e iv e  th e  
p r in c ip a l  a n d  in te r e s t  i f  th e  c o n v e rs io n  o p t io n  is  n o t  e x 
e rc is e d .

.04 D if fe re n c e s  o f  o p in io n  e x is t  as to  w h e th e r  c o n 
v e r t ib le  d e b t  s e c u r it ie s  s h o u ld  be  t r e a te d  b y  th e  is s u e r  s o le ly  
as d e b t  o r  w h e th e r  th e  c o n v e rs io n  o p t io n  s h o u ld  re c e iv e  
s e p a ra te  a c c o u n t in g  r e c o g n i t io n  a t  t im e  o f  is s u a n c e . T h e  
v ie w s  in  f a v o r  o f  e ach  o f  th e se  tw o  c o n c e p ts  a re  c o n ta in e d  
i n  th e  f o l lo w in g  p a ra g ra p h s .

.05 T h e  m o s t im p o r ta n t  re a s o n  g iv e n  f o r  a c c o u n t in g  
f o r  c o n v e r t ib le  d e b t  s o le ly  as d e b t  is  th e  in s e p a r a b i l i t y  o f  
th e  d e b t  a n d  th e  c o n v e rs io n  o p t io n .  A  c o n v e r t ib le  d e b t  
s e c u r i t y  is  a  c o m p le x  h y b r id  in s t r u m e n t  b e a r in g  a n  o p t io n ,  
th e  a l t e r n a t iv e  c h o ic e s  o f  w h ic h  c a n n o t e x is t  in d e p e n d e n t ly  
o f  o ne  a n o th e r .  T h e  h o ld e r  o r d in a r i l y  does  n o t  s e ll one  
r i g h t  a n d  r e ta in  th e  o th e r .  F u r th e r m o r e  th e  tw o  c h o ice s  
a re  m u t u a l ly  e x c lu s iv e ; th e y  c a n n o t b o th  be  c o n s u m m a te d .
T h u s , th e  s e c u r i t y  w i l l  e i th e r  be  c o n v e r te d  in t o  c o m m o n  
s to c k  o r  b e  re d e e m e d  f o r  cash . T h e  h o ld e r  c a n n o t e x e rc is e  
th e  o p t io n  to  c o n v e r t  u n le s s  h e  fo re g o e s  th e  r i g h t  to  r e 
d e m p t io n ,  a n d  v ic e  v e rs a .

.06 A n o th e r  re a s o n  a d v a n c e d  in  f a v o r  o f  a c c o u n t in g  
f o r  c o n v e r t ib le  d e b t  s o le ly  as d e b t  is  t h a t  th e  v a lu a t io n  o f  
th e  c o n v e rs io n  o p t io n  o r  th e  d e b t  s e c u r it y  w i t h o u t  th e  c o n 
v e rs io n  o p t io n  p re s e n ts  v a r io u s  p r a c t ic a l  p ro b le m s . I n  th e  
abse nce  o f  s e p a ra te  t r a n s f e r a b i l i t y ,  v a lu e s  a re  n o t  e s ta b -

AC § 5516.03 Copyright © 1975, American Ins titu te  of Certified Public Accountants, Inc.



l i s t e d  i n  th e  m a rk e tp la c e ,  a n d  a c c o r d in g ly ,  th e  v a lu e  
a s s ig n e d  to  e a c h  fe a tu r e  is  n e c e s s a r i ly  s u b je c t iv e .  A  d e te r 
m in a t io n  o f  th e  v a lu e  o f  th e  c o n v e rs io n  fe a tu r e  p o se s  p r o b 
le m s  b e ca u se  o f  th e  u n c e r ta in  d u r a t io n  o f  th e  r i g h t  to  
o b ta in  th e  s to c k  a n d  th e  u n c e r ta in t y  as  t o  th e  f u t u r e  v a lu e  
o f  th e  s to c k  o b ta in a b le  u p o n  c o n v e rs io n . F u r th e r m o r e ,  
is s u e rs  o f te n  c la im  t h a t  a  s u b je c t iv e  v a lu a t io n  o f  a  d e b t  
s e c u r i t y  w i t h o u t  th e  c o n v e rs io n  o p t io n  b u t  w i t h  id e n t ic a l  
o th e r  te rm s  ( w h ic h  a re  u s u a l ly  le s s  r e s t r ic t iv e  o n  th e  is s u e r  
a n d  le ss  p r o te c t iv e  o f  th e  h o ld e r  th a n  th o s e  o f  n o n c o n 
v e r t ib le  d e b t)  is  d i f f i c u l t  b e ca u se  s u c h  a  s e c u r i t y  c o u ld  n o t  
b e  s o ld  a t  a  p r ic e  w h ic h  th e  is s u e r  w o u ld  r e g a r d  a s  p ro d u c 
in g  a n  a c c e p ta b le  c o s t o f  f in a n c in g .  T h u s ,  w h e n  th e  a t t r a c 
t iv e n e s s  t o  in v e s to rs  o f  a  c o n v e r t ib le  d e b t  s e c u r it y  re s ts  
la r g e ly  o n  th e  a n t ic ip a te d  in c re a s e d  v a lu e  o f  th e  is s u e r ’ s 
s to c k , th e  c o n v e rs io n  fe a tu r e  m a y  b e  o f  p r im a r y  im p o r ta n c e ,  
w i t h  th e  d e b t  fe a tu r e  re g a r d e d  m o re  as a  h e d g e  th a n  a s  th e  
p r in c ip a l  in v e s tm e n t  o b je c t iv e .  M a n y  p ro p o n e n ts  o f  th e  
s in g le -e le m e n t v ie w  b e l ie v e  t h a t  th e  p r a c t ic a l  p ro b le m s  o f  
d e te r m in in g  s e p a ra te  v a lu e s  f o r  th e  d e b t  a n d  th e  c o n v e rs io n  
o p t io n  s h o u ld  n o t  b e  c o n t r o l l in g  f o r  p u rp o s e s  o f  d e te r m in in g  
a p p r o p r ia te  a c c o u n t in g  b u t  s u c h  p ro b le m s  s h o u ld  b e  g iv e n  
c o n s id e ra t io n ,  p a r t i c u la r l y  i f  v a l id  a rg u m e n ts  e x is t  f o r  e a ch  
o f  th e  tw o  a c c o u n t in g  c o n c e p ts  id e n t i f ie d  i n  p a r a g r a p h  .04.

.07  T h e  c o n t r a r y  v ie w  is  t h a t  c o n v e r t ib le  d e b t  p o s 
sesses c h a r a c te r is t ic s  o f  b o th  d e b t  a n d  e q u it y  a n d  t h a t  
s e p a ra te  a c c o u n t in g  r e c o g n i t io n  s h o u ld  b e  g iv e n  t o  th e  d e b t  
c h a r a c te r is t ic s  a n d  t o  th e  c o n v e rs io n  o p t io n  a t  t im e  o f  is s u 
a nce . T h is  v ie w  is  b a s e d  o n  th e  p re m is e  t h a t  th e r e  is  a n  
e c o n o m ic  v a lu e  in h e r e n t  i n  th e  c o n v e rs io n  fe a tu r e  o r  c a l l  
o n  th e  s to c k  a n d  t h a t  th e  n a tu r e  a n d  v a lu e  o f  t h is  fe a tu r e  
s h o u ld  b e  re c o g n iz e d  f o r  a c c o u n t in g  p u rp o s e s  b y  th e  is s u e r .
T h e  c o n v e rs io n  fe a tu r e  is  n o t  s ig n i f ic a n t ly  d i f f e r e n t  i n  n a 
tu r e  f r o m  th e  c a l l  re p re s e n te d  b y  a n  o p t io n  o r  w a r r a n t ,  a n d  
s a le  o f  th e  c a l l  is  a  ty p e  o f  c a p i ta l  t r a n s a c t io n .  T h e  fa c t  
t h a t  th e  c o n v e rs io n  fe a tu r e  c o e x is ts  w i t h  c e r ta in  d e b t  c h a r 
a c te r is t ic s  in  a  h y b r id  s e c u r i t y  a n d  c a n n o t be  s o ld  o r  t r a n s 
fe r r e d  s e p a ra te ly  f r o m  th e s e  s e n io r  e le m e n ts  o r  f r o m  th e  
d e b t  in s t r u m e n t  i t s e l f  d o e s  n o t  c o n s t i tu te  a  lo g ic a l  o r  c o m 
p e l l in g  re a s o n  w h y  th e  v a lu e s  o f  th e  tw o  e le m e n ts  s h o u ld  
n o t  re c e iv e  s e p a ra te  a c c o u n t in g  r e c o g n it io n .  S im i la r  se p a 
r a te  a c c o u n t in g  r e c o g n i t io n  f o r  d is p a r a te  fe a tu r e s  o f  s in g le
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in s t r u m e n ts  is  re f le c te d  in ,  f o r  e x a m p le , th e  c a p i ta l iz a t io n  
o f  lo n g - te r m  leases— in v o lv in g  th e  s e p a ra t io n  o f  th e  p r in c i 
p a l  a n d  in te r e s t  e le m e n ts — a n d  i n  th e  a l lo c a t io n  o f  th e  p u r 
ch ase  c o s t i n  a  b u lk  a c q u is i t io n  b e tw e e n  g o o d w i l l  a n d  o th e r  
asse ts .

.08 H o ld e r s  o f  t h is  v ie w  a ls o  b e lie v e  t h a t  th e  f a c t  t h a t  
th e  e v e n tu a l o u tc o m e  o f  th e  o p t io n  a v a i la b le  t o  th e  p u r 
c h a s e r  o f  th e  c o n v e r t ib le  d e b t  s e c u r it y  c a n n o t b e  d e te r 
m in e d  a t  t im e  o f  is s u a n c e  is  n o t  r e le v a n t  t o  th e  q u e s t io n  o f  
r e f le c t in g  i n  th e  a c c o u n t in g  re c o rd s  th e  d is t in g u is h a b le  
e le m e n ts  o f  th e  s e c u r it y  a t  t im e  o f  is s u a n c e . T h e  c o n v e rs io n  
o p t io n  h a s  a  v a lu e  a t  t im e  o f  is s u a n c e , a n d  a  p o r t io n  o f  th e  
p ro c e e d s  s h o u ld  th e r e fo r e  b e  a llo c a te d  to  t h is  e le m e n t o f  th e  
t r a n s a c t io n .  T h e  re m a in d e r  o f  th e  p ro c e e d s  is  a t t r ib u t a b le  
to  th e  d e b t  c h a r a c te r is t ic s ,  a n d  s h o u ld  b e  so re c o g n iz e d  f o r  
a c c o u n t in g  p u rp o s e s .

.09 H o ld e r s  o f  t h is  v ie w  a ls o  b e lie v e  t h a t  th e  d i f f ic u l 
t ie s  o f  im p le m e n ta t io n — w h ic h  a re  c la im e d  b y  som e to  
j u s t i f y  o r  t o  s u p p o r t  n o t  r e c o g n iz in g  th e  c o n v e rs io n  o p t io n  
f o r  a c c o u n t in g  p u rp o s e s — a re  n o t  in s u rm o u n ta b le  a n d  
s h o u ld  n o t  g o v e rn  th e  c o n c lu s io n . W h e n  c o n v e r t ib le  d e b t  
s e c u r it ie s  a re  is s u e d , p ro fe s s io n a l a d v is o rs  a re  u s u a lly  
a v a i la b le  t o  f u r n is h  e s t im a te s  o f  v a lu e s  o f  th e  c o n v e rs io n  
o p t io n  a n d  o f  th e  d e b t  c h a r a c te r is t ic s ,  w h ic h  v a lu e s  a re  
s u f f ic ie n t ly  p re c is e  f o r  th e  p u rp o s e  o f  a l lo c a t in g  th e  p r o 
ceeds. I f  a  n o n c o n v e r t ib le  d e b t  s e c u r it y  c o u ld  n o t  b e  s o ld  
a t  a n  a c c e p ta b le  p r ic e ,  th e  v a lu e  o f  th e  c o n v e rs io n  o p t io n  
is  o f  s u c h  m a te r ia l  s ig n if ic a n c e  t h a t  i t s  a c c o u n t in g  r e c o g n i
t io n ,  e v e n  o n  th e  b a s is  o f  a n  e s t im a te ,  is  e s s e n tia l.

O p in io n
.10 T h e  B o a r d  is  o f  th e  o p in io n  t h a t  n o  p o r t io n  o f  th e  

p ro c e e d s  f r o m  th e  is s u a n c e  o f  th e  ty p e s  o f  c o n v e r t ib le  d e b t  
s e c u r it ie s  d e s c r ib e d  i n  p a r a g r a p h  .01 s h o u ld  b e  a c c o u n te d  
f o r  as  a t t r ib u t a b le  t o  th e  c o n v e rs io n  fe a tu re .  I n  r e a c h in g  
t h is  c o n c lu s io n , th e  B o a r d  p la c e s  g re a te r  w e ig h t  o n  th e  i n 
s e p a r a b i l i t y  o f  th e  d e b t  a n d  th e  c o n v e rs io n  o p t io n  (a s  d e 
s c r ib e d  i n  p a r a g r a p h  .0 5 ) a n d  le ss  w e ig h t  o n  p r a c t ic a l  
d if f ic u l t ie s .

DEBT WITH STOCK PURCHASE WARRANTS
Discussion

.11 U n l ik e  c o n v e r t ib le  d e b t,  d e b t  w i t h  d e ta c h a b le  w a r 
r a n ts  to  p u rc h a s e  s to c k  is  u s u a l ly  is s u e d  w i t h  th e  e x p e c ta 
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t io n  t h a t  th e  d e b t  w i l l  be  r e p a id  w h e n  i t  m a tu re s . T h e  
p ro v is io n s  o f  th e  d e b t  a g re e m e n t a re  u s u a l ly  m o re  r e s t r ic 
t i v e  o n  th e  is s u e r  a n d  m o re  p r o te c t iv e  o f  th e  in v e s to r  th a n  
th o s e  f o r  c o n v e r t ib le  d e b t  T h e  te rm s  o f  th e  w a r r a n ts  a re  
in f lu e n c e d  b y  th e  d e s ire  f o r  a  s u c c e s s fu l d e b t  f in a n c in g .  
D e ta c h a b le  w a r r a n ts  o f te n  t r a d e  s e p a ra te ly  f r o m  th e  d e b t  
in s t r u m e n t .  T h u s ,  th e  tw o  e le m e n ts  o f  th e  s e c u r it y  e x is t  
in d e p e n d e n t ly  a n d  m a y  b e  t r e a te d  as s e p a ra te  s e c u r it ie s .

.12 F r o m  th e  p o in t  o f  v ie w  o f  th e  is s u e r, th e  sa le  o f  a  
d e b t  s e c u r it y  w i t h  w a r r a n ts  r e s u lts  in  a  lo w e r  ca sh  in te r e s t  
c o s t th a n  w o u ld  o th e rw is e  be  p o s s ib le  o r  p e r m its  f in a n c in g  
n o t  o th e rw is e  p ra c t ic a b le .  T h e  is s u e r  u s u a lly  c a n n o t fo rc e  
th e  h o ld e rs  o f  th e  w a r r a n ts  to  e x e rc is e  th e m  a n d  p u rc h a s e  
th e  s to c k . T h e  is s u e r  m a y , h o w e v e r ,  be  r e q u ir e d  to  is s u e  
s h a re s  o f  s to c k  a t  som e f u t u r e  d a te  a t  a  p r ic e  lo w e r  th a n  
th e  m a r k e t  p r ic e  e x is t in g  a t  t h a t  t im e , as is  t r u e  in  th e  case  
o f  th e  c o n v e rs io n  o p t io n  o f  c o n v e r t ib le  d e b t.  U n d e r  d i f f e r 
e n t  c o n d it io n s  th e  w a r r a n ts  m a y  e x p ire  w i t h o u t  e x e rc is e .
T h e  o u tc o m e  o f  th e  w a r r a n t  fe a tu r e  th u s  c a n n o t be  d e te r 
m in e d  a t  t im e  o f  is s u a n c e . I n  e ith e r  case th e  d e b t  m u s t  
g e n e r a l ly  be  p a id  a t  m a t u r i t y  o r  e a r l ie r  r e d e m p t io n  d a te  
w h e th e r  o r  n o t  th e  w a r r a n ts  a re  e x e rc is e d .

.13 T h e re  is  g e n e ra l a g re e m e n t a m o n g  a c c o u n ta n ts  
t h a t  th e  p ro c e e d s  f r o m  th e  sa le  o f  d e b t  w i t h  s to c k  p u rc h a s e  
w a r r a n ts  s h o u ld  be  a llo c a te d  to  th e  tw o  e le m e n ts  f o r  a c 
c o u n t in g  p u rp o s e s . T h is  a g re e m e n t r e s u lts  f r o m  th e  se p 
a r a b i l i t y  o f  th e  d e b t a n d  th e  w a r r a n ts .  T h e  a v a i l a b i l i t y  o f  
o b je c t iv e  v a lu e s  in  m a n y  in s ta n c e s  is  a ls o  a  fa c to r .  T h e re  
is  a g re e m e n t t h a t  th e  a l lo c a t io n  s h o u ld  be  b a se d  o n  th e  
r e la t iv e  f a i r  v a lu e s  o f  th e  d e b t  s e c u r it y  w i t h o u t  th e  w a r 
r a n ts  a n d  o f  th e  w a r r a n ts  th e m s e lv e s  a t  t im e  o f  is su a n ce .
T h e  p o r t io n  o f  th e  p ro c e e d s  so a llo c a te d  to  th e  w a r r a n ts  
s h o u ld  be  a c c o u n te d  f o r  as p a id - in  c a p ita l.  T h e  re m a in d e r  
o f  th e  p ro c e e d s  s h o u ld  b e  a llo c a te d  to  th e  d e b t  s e c u r it y  
p o r t io n  o f  th e  t r a n s a c t io n .  T h is  u s u a l ly  r e s u lts  in  is s u in g  
th e  d e b t  s e c u r i t y  a t  a d is c o u n t  ( o r ,  o c c a s io n a lly ,  a  re d u c e d  
p r e m iu m ) .

O p in io n

.14 T h e  B o a r d  is  o f  th e  o p in io n  t h a t  th e  p o r t io n  o f  th e  
p ro c e e d s  o f  d e b t  s e c u r it ie s  is s u e d  w i t h  d e ta c h a b le  s to c k  
p u rc h a s e  w a r r a n ts  w h ic h  is  a llo c a b le  to  th e  w a r r a n ts  s h o u ld
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b e  a c c o u n te d  f o r  a s  p a id - in  c a p ita l.  T h e  a l lo c a t io n  s h o u ld  
be  b a se d  o n  th e  r e la t iv e  f a i r  v a lu e s  o f  th e  tw o  s e c u r it ie s  a t  
t im e  o f  is s u a n c e .3 A n y  r e s u l t in g  d is c o u n t  o r  p r e m iu m  o n  
th e  d e b t  s e c u r it ie s  s h o u ld  be  a c c o u n te d  f o r  as s u c h .4 T h e  
sam e  a c c o u n t in g  t r e a tm e n t  a p p lie s  to  is su e s  o f  d e b t  s e c u r i
t ie s  ( is s u e d  w i t h  d e ta c h a b le  w a r r a n ts )  w h ic h  m a y  be  s u r 
re n d e re d  i n  s e t t le m e n t  o f  th e  e x e rc is e  p r ic e  o f  th e  w a r r a n t .  
H o w e v e r ,  w h e n  s to c k  p u rc h a s e  w a r r a n ts  a re  n o t  d e ta c h a b le  
f r o m  th e  d e b t  a n d  th e  d e b t  s e c u r i t y  m u s t  be  s u r re n d e re d  in  
o r d e r  t o  e x e rc is e  th e  w a r r a n t ,  th e  tw o  s e c u r it ie s  ta k e n  t o 
g e th e r  a re  s u b s ta n t ia l ly  e q u iv a le n t  t o  c o n v e r t ib le  d e b t  a n d  
th e  a c c o u n t in g  s p e c if ie d  in  p a r a g r a p h  .10  s h o u ld  a p p ly .

.15 W h e n  d e ta c h a b le  w a r r a n ts  a re  is s u e d  in  c o n ju n c 
t io n  w i t h  d e b t  a s  c o n s id e ra t io n  in  p u rc h a s e  t r a n s a c t io n s ,  
th e  a m o u n ts  a t t r ib u t a b le  to  e a ch  c la s s  o f  s e c u r it y  is s u e d  
s h o u ld  be  d e te rm in e d  s e p a ra te ly ,  b a s e d  o n  v a lu e s  a t  th e  
t im e  o f  is s u a n c e .3 T h e  d e b t  d is c o u n t  o r  p re m iu m  is  o b 
ta in e d  b y  c o m p a r in g  th e  v a lu e  a t t r ib u t e d  t o  th e  d e b t  s e c u r i
t ie s  w i t h  th e  fa c e  a m o u n t th e re o f .

OTHER TYPES OF DEBT SECURITIES
O p in io n

.16  T h e  B o a r d  re c o g n iz e s  t h a t  i t  is  n o t  p ra c t ic a b le  in  
t h is  s e c t io n  to  d is c u s s  a l l  p o s s ib le  ty p e s  o f  d e b t  w i t h  c o n 
v e rs io n  fe a tu re s ,  d e b t  is s u e d  w i t h  s to c k  p u rc h a s e  w a r r a n ts ,  
o r  d e b t  s e c u r it ie s  w i t h  a  c o m b in a t io n  o f  s u c h  fe a tu re s .  
S e c u r it ie s  n o t  e x p l i c i t l y  d is c u s s e d  in  t h is  s e c t io n  s h o u ld  be  
d e a lt  w i t h  in  a c c o rd a n c e  w i t h  th e  s u b s ta n c e  o f  th e  t r a n s a c 
t io n .  F o r  e x a m p le , w h e n  c o n v e r t ib le  d e b t  is  is s u e d  a t  a  s u b 
s ta n t ia l  p re m iu m ,  th e re  is  a  p re s u m p t io n  t h a t  s u c h  p re m iu m  
re p re s e n ts  p a id - in  c a p ita l.

EFFECTIVE DATE OF THIS SECTION
.17  T h is  s e c t io n  is  e f fe c t iv e  f o r  f is c a l p e r io d s  b e g in n in g  

a f t e r  D e c e m b e r  31, 1966.5 H o w e v e r ,  i f  a  p o r t io n  o f  th e  p r o 
ceeds o f  a  c o n v e r t ib le  d e b t  is s u e  c o v e re d  b y  p a r a g r a p h  .10

3The time of issuance generally is the date when agreement as to 
terms has been reached and announced, even though the agreement is 
subject to certain further actions, such as directors’ or stockholders’ approval.

4 See sections 5361 and 5362.
5This was the effective date of paragraphs 8 and 9 of APB  Opinion 

No. 10 which were temporarily suspended by paragraphs 11-15 of APB 
Opinion No. 12. The latter Opinion stated that the Board m ight decide 
to have the Opinion resolving this question apply retroactively to fiscal 
periods beginning after December 31, 1966.
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w a s  a llo c a te d  to  t h e c o n v e rs io n  fe a tu r e  f o r  p e r io d s  b e g in 
n in g  b e fo r e  J a n u a r y  1 , 1969 t h a t  a c c o u n t in g  m a y  b e  c o n 
t in u e d  w i t h  re s p e c t  to  s u c h  is s u e s .

.18 M a t e r ia l  a d ju s tm e n ts  r e s u l t in g  f r o m  a d o p t io n  o f  
t h is  s e c t io n  w h ic h  a f fe c t  p e r io d s  b e g in n in g  p r i o r  to  J a n u a r y  
1, 1969  s h o u ld  b e  t r e a te d  as  p r i o r  p e r io d  a d ju s tm e n ts .

The next page is 10,051.
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Accounting for 
Treasury Stock
[Source: ARB 43, Chap. 1A, Par. 4 .]

Issue date, unless 
otherwise indicated: 
1934 1

.01 W h i le  i t  is  p e rh a p s  i n  som e  c irc u m s ta n c e s  p e r 
m is s ib le  to  s h o w  s to c k  o f  a  c o r p o r a t io n  h e ld  i n  i t s  o w n  
t r e a s u r y  a s  a n  a sse t, i f  a d e q u a te ly  d is c lo s e d , th e  d iv id e n d s  
o n  s to c k  so h e ld  s h o u ld  n o t  b e  t r e a te d  as a  c r e d i t  to  th e  
in c o m e  a c c o u n t o f  th e  c o m p a n y .

AC Section 5541

  The next page is 10,061.  

1T h e  above ru le  was adopted b y  the  m em bersh ip  o f the In s t itu te  in  
1934. I t  had been recom m ended in  1932 to  the  N e w  Y o rk  S tock E xchange  
b y  the In s t itu te ’s com m ittee  on  coopera tion  w ith  s tock  exchanges.
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Profits or Losses on 
Treasury Stock
[Source: ARB 43 / Chap. 1B, as amended.]

Issue date, unless 
otherwise indicated:
June, 1953

.01 F o l lo w in g  a n  in q u i r y  m a d e  b y  th e  N e w  Y o r k  
S to c k  E x c h a n g e , a  p re d e c e s s o r  c o m m it te e  o n  a c c o u n t in g  
p ro c e d u re  i n  1938 is s u e d  th e  f o l lo w in g  r e p o r t :

“ PROFITS OR LOSSES ON TREASURY STOCK”
.02  “ T h e  e x e c u t iv e  c o m m it te e  o f  th e  A m e r ic a n  I n s t i 

t u t e  o f  A c c o u n ta n ts  h a s  d ir e c te d  t h a t  th e  f o l lo w in g  r e p o r t  
o f  th e  c o m m it te e  o n  a c c o u n t in g  p ro c e d u re ,  w h ic h  i t  r e 
c e iv e d  a t  a  m e e t in g  o n  A p r i l  8 , 1938, b e  p u b lis h e d ,  w i t h 
o u t  a p p r o v a l o r  d is a p p r o v a l  o f  th e  c o m m it te e ,  f o r  th e  
in f o r m a t io n  o f  m e m b e rs  o f  th e  I n s t i t u t e :

T o  t h e  E x e c u t i v e  C o m m i t t e e ,

A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s  :

.03 “ T h is  c o m m it te e  h a s  h a d  u n d e r  c o n s id e ra t io n  th e  
q u e s t io n  r e g a r d in g  t r e a tm e n t  o f  p u rc h a s e  a n d  s a le  b y  a  
c o r p o r a t io n  o f  i t s  o w n  s to c k , w h ic h  w a s  r a is e d  d u r in g  1937  
b y  th e  N e w  Y o r k  S to c k  E x c h a n g e  w i t h  th e  I n s t i t u t e 's  sp e 
c ia l  c o m m it te e  o n  c o o p e ra t io n  w i t h  s to c k  e x c h a n g e s .

.04  “ A s  a  r e s u l t  o f  d is c u s s io n s  w h ic h  th e n  to o k  
p la c e , th e  s p e c ia l c o m m it te e  o n  c o o p e ra t io n  w i t h  s to c k  
e x c h a n g e s  m a d e  a  r e p o r t  w h ic h  w a s  a p p ro v e d  b y  th e  c o m 
m it te e  o n  a c c o u n t in g  p ro c e d u re  a n d  th e  e x e c u t iv e  c o m m it 
te e , a n d  a  c o p y  o f  w h ic h  w a s  f u r n is h e d  t o  th e  c o m m it te e  
o n  s to c k  l i s t  o f  th e  N e w  Y o r k  S to c k  E x c h a n g e . T h e  q u e s 
t io n  r a is e d  w a s  s ta te d  i n  th e  f o l lo w in g  f o r m :

.05 “ ' S h o u ld  th e  d if fe re n c e  b e tw e e n  th e  p u rc h a s e  a n d  
re s a le  p r ic e s  o f  a  c o r p o r a t io n ’ s o w n  c o m m o n  s to c k  b e  r e 
f le c te d  i n  e a rn e d  s u rp lu s  ( e i th e r  d i r e c t ly  o r  t h r o u g h  in c lu 
s io n  in  th e  in c o m e  a c c o u n t)  o r  s h o u ld  s u c h  d if fe re n c e  b e  
r e f le c te d  i n  c a p i ta l  s u rp lu s  ? ’

.06 “ T h e  o p in io n  o f  th e  s p e c ia l c o m m it te e  o n  c o o p 
e r a t io n  w i t h  s to c k  e x c h a n g e s  re a d s  i n  p a r t  as fo l lo w s :

AC Section 5542
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.07 “  ‘ A p p a r e n t ly  th e r e  is  g e n e ra l a g re e m e n t t h a t  th e  
d if fe re n c e  b e tw e e n  th e  p u rc h a s e  p r ic e  a n d  th e  s ta te d  v a lu e  
o f  a  c o r p o r a t io n ’s c o m m o n  s to c k  p u rc h a s e d  a n d  r e t i r e d  
s h o u ld  be  re f le c te d  in  c a p i ta l  s u rp lu s .  Y o u r  c o m m it te e  b e 
lie v e s  t h a t  w h i le  th e  n e t  a s s e t v a lu e  o f  th e  s h a re s  o f  c o m 
m o n  s to c k  o u ts ta n d in g  i n  th e  h a n d s  o f  th e  p u b l ic  m a y  be  
in c re a s e d  o r  d e c re a s e d  b y  s u c h  p u rc h a s e  a n d  r e t i r e m e n t ,  
s u c h  t r a n s a c t io n s  re la te  to  th e  c a p i ta l  o f  th e  c o r p o r a t io n  
a n d  d o  n o t  g iv e  r is e  t o  c o rp o ra te  p r o f i t s  o r  lo sses . Y o u r  
c o m m it te e  c a n  see n o  e s s e n t ia l d if fe re n c e  b e tw e e n  ( a )  th e  
p u rc h a s e  a n d  r e t i r e m e n t  o f  a  c o r p o r a t io n ’s o w n  c o m m o n  
s to c k  a n d  th e  s u b s e q u e n t is s u e  o f  c o m m o n  s h a re s , a n d  ( b )  
th e  p u rc h a s e  a n d  re s a le  o f  i t s  o w n  c o m m o n  s to c k . ’

.08 “ T h is  c o m m it te e  is  i n  a g re e m e n t w i t h  th e  v ie w s  
th u s  e x p re s s e d ; i t  is  a w a re  t h a t  s u c h  t r a n s a c t io n s  h a v e  
b e e n  h e ld  t o  g iv e  r is e  to  ta x a b le  in c o m e , b u t  i t  does  n o t  
fe e l  t h a t  s u c h  d e c is io n s  c o n s t i tu te  a n y  b a r  to  th e  a p p l i 
c a t io n  o f  c o r r e c t  a c c o u n t in g  p ro c e d u re  as a b o v e  o u t l in e d .

.09 “ T h e  s p e c ia l c o m m it te e  o n  c o o p e ra t io n  w i t h  s to c k  
e x c h a n g e s  c o n t in u e d  a n d  c o n c lu d e d  i t s  r e p o r t  w i t h  th e  f o l 
lo w in g  s ta te m e n t :

.10 “  ‘ A c c o r d in g ly ,  a l th o u g h  y o u r  c o m m it te e  re c o g 
n iz e s  t h a t  th e re  m a y  b e  cases w h e re  th e  t r a n s a c t io n s  i n 
v o lv e d  a re  so  in c o n s e q u e n t ia l as t o  be  im m a te r ia l ,  i t  does  
n o t  b e lie v e  t h a t ,  a s  a  b ro a d  g e n e ra l p r in c ip le ,  s u c h  t r a n s 
a c t io n s  s h o u ld  be  re f le c te d  i n  e a rn e d  s u rp lu s  ( e i t h e r  d i 
r e c t l y  o r  th r o u g h  in c lu s io n  i n  th e  in c o m e  a c c o u n t ) . ’

.11 “ T h is  c o m m it te e  a g re e s  w i t h  th e  s p e c ia l c o m m it 
te e  o n  c o o p e ra t io n  w i t h  s to c k  e x c h a n g e s , b u t  t h in k s  i t  d e 
s ira b le  t o  p o in t  o u t  t h a t  th e  q u a l i f ic a t io n  s h o u ld  n o t  be  
a p p lie d  t o  a n y  t r a n s a c t io n  w h ic h ,  a l t h o u g h  i n  i t s e l f  in 
c o n s id e ra b le  i n  a m o u n t,  is  a  p a r t  o f  a  s e rie s  o f  t r a n s a c 
t io n s  w h ic h  i n  th e  a g g re g a te  a re  o f  s u b s ta n t ia l  im p o r ta n c e .

.12 “ T h is  c o m m it te e  re c o m m e n d s  t h a t  th e  v ie w s  e x 
p re s s e d  be  c i r c u la te d  f o r  th e  in f o r m a t io n  o f  m e m b e rs  o f  
th e  I n s t i t u t e . ’’

.13 T h e  B o a r d  c o n s id e rs  t h a t  th e  f o l lo w in g  a c c o u n t
in g  p ra c t ic e s ,  i n  a d d i t io n  to  th e  a c c o u n t in g  p ra c t ic e s  i n d i 
c a te d  in  p a r a g ra p h s  .03-.12  a re  a c c e p ta b le , a n d  t h a t  th e y  
a p p e a r  t o  b e  m o re  i n  a c c o rd  w i t h  c u r r e n t  d e v e lo p m e n ts  
i n  p r a c t ic e :
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a. W h e n  a  c o r p o r a t io n ’s s to c k  is  r e t i r e d ,  o r  p u rc h a s e d  

f o r  c o n s t r u c t iv e  r e t i r e m e n t  ( w i t h  o r  w i t h o u t  a n  i n 
te n t io n  t o  r e t i r e  th e  s to c k  f o r m a l l y  i n  a c c o rd a n c e  
w i t h  a p p lic a b le  l a w s ) :

i .  an excess of purchase price over par or stated 
value m a y  b e  a llo c a te d  b e tw e e n  c a p i ta l  s u rp lu s  
a n d  r e ta in e d  e a rn in g s .  T h e  p o r t io n  o f  th e  e x 
cess a llo c a te d  to  c a p i ta l  s u rp lu s  s h o u ld  b e  l im 
i t e d  to  th e  s u m  o f  ( a )  a l l  c a p i ta l  s u rp lu s  a r is in g  
f r o m  p re v io u s  r e t i r e m e n ts  a n d  n e t  “ g a in s ”  o n  
sa le s  o f  t r e a s u r y  s to c k  o f  th e  sam e is s u e  a n d  ( b )  
th e  p r o r a ta  p o r t io n  o f  c a p i ta l  s u rp lu s  p a id  in ,  
v o lu n t a r y  t r a n s fe r s  o f  r e ta in e d  e a rn in g s ,  c a p i
t a l iz a t io n  o f  s to c k  d iv id e n d s ,  e tc ., o n  th e  sam e  
is s u e . F o r  t h is  p u rp o s e , a n y  r e m a in in g  c a p i ta l  
s u rp lu s  a p p lic a b le  to  is s u e s  f u l l y  r e t i r e d  ( f o r m a l  
o r  c o n s t r u c t iv e )  is  d e e m e d  to  be  a p p lic a b le  p r o 
r a ta  to  s h a re s  o f  c o m m o n  s to c k . A l t e r n a t i v e ly ,  
th e  excess m a y  be  c h a rg e d  e n t i r e ly  to  r e ta in e d  
e a rn in g s  i n  r e c o g n it io n  o f  th e  f a c t  t h a t  a  c o r 
p o r a t io n  c a n  a lw a y s  c a p ita l iz e  o r  a llo c a te  r e 
ta in e d  e a rn in g s  f o r  s u c h  p u rp o s e s .

i i .  an excess of par or stated value over purchase 
price s h o u ld  b e  c r e d ite d  to  c a p i ta l  s u rp lu s .

b . W h e n  a  c o r p o r a t io n ’ s s to c k  is  a c q u ire d  f o r  p u rp o s e s  
o th e r  th a n  r e t i r e m e n t  ( f o r m a l  o r  c o n s t r u c t iv e ) ,  o r  
w h e n  u l t im a t e  d is p o s i t io n  h a s  n o t  y e t  b e e n  d e c id e d ,  
th e  c o s t o f  a c q u ire d  s to c k  m a y  be  s h o w n  s e p a ra te ly  
as a  d e d u c t io n  f r o m  th e  t o t a l  o f  c a p i ta l  s to c k , c a p i
t a l  s u rp lu s ,  a n d  r e ta in e d  e a rn in g s ,  o r  m a y  b e  a c 
c o rd e d  th e  a c c o u n t in g  t r e a tm e n t  a p p r o p r ia te  f o r  
r e t i r e d  s to c k , o r  in  som e  c irc u m s ta n c e s  m a y  b e  
s h o w n  as  a n  a s s e t i n  a c c o rd a n c e  w i t h  s e c t io n  5541. 
“ G a in s ”  o n  sa le s  o f  t r e a s u r y  s to c k  n o t  p r e v io u s ly  
a c c o u n te d  f o r  as c o n s t r u c t iv e ly  r e t i r e d  s h o u ld  be  
c r e d ite d  to  c a p i ta l  s u rp lu s ;  “ lo s s e s ”  m a y  be  c h a rg e d  
to  c a p i ta l  s u rp lu s  t o  th e  e x te n t  t h a t  p re v io u s  n e t  
“ g a in s ”  f r o m  sa les  o r  r e t i r e m e n ts  o f  th e  sam e c la ss  
o f  s to c k  a re  in c lu d e d  th e r e in ,  o th e rw is e  to  r e ta in e d  
e a rn in g s .

[A s  a m e n d e d , e f fe c t iv e  f o r  f is c a l p e r io d s  b e 
g in n in g  a f t e r  D e c e m b e r  31 , 1965, b y  A P B  O p in io n  
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No. 6 and as amended, effective fo r fiscal periods be
ginning after October 31, 1970, by APB Opinion 
No, 16.]

.14 Laws of some states govern the circumstances 
under which a corporation may acquire its  own stock and 
prescribe the accounting treatment therefor. Where such 
requirements are at variance w ith  paragraph .13 the ac
counting should conform to the applicable law. When 
state laws relating to acquisition of stock restrict the 
ava ilab ility  o f retained earnings fo r payment of dividends 
or have other effects of a significant nature, these facts 
should be disclosed. [As amended, effective fo r fiscal pe
riods beginning after December 31, 1965, by APB Opin
ion No. 6.]

  The next page is 10,151.  
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Stock Dividends and 
Stock Split-Ups
[Source: ARB 43, Chap. 7B, as amended.]

Issue date, unless 
otherwise indicated: 
June, 1953

.01  T h e  te r m  stock dividend a s  u s e d  i n  t h is  s e c t io n  
r e fe r s  to  a n  is s u a n c e  b y  a  c o r p o r a t io n  o f  i t s  o w n  c o m 
m o n  s h a re s  t o  i t s  c o m m o n  s h a re h o ld e rs  w i t h o u t  c o n s id e r 
a t io n  a n d  u n d e r  c o n d it io n s  in d ic a t in g  t h a t  s u c h  a c t io n  is  
p ro m p te d  m a in ly  b y  a  d e s ire  t o  g iv e  th e  r e c ip ie n t  s h a re 
h o ld e rs  som e o s te n s ib ly  s e p a ra te  e v id e n c e  o f  a  p a r t  o f  
t h e i r  r e s p e c t iv e  in te r e s ts  i n  a c c u m u la te d  c o rp o ra te  e a rn 
in g s  w i t h o u t  d is t r ib u t io n  o f  c a s h  o r  o th e r  p r o p e r t y  w h ic h  
th e  b o a r d  o f  d ir e c to r s  d e e m s  n e c e s s a ry  o r  d e s ira b le  t o  r e 
t a in  i n  th e  b u s in e s s .

.02 T h e  te r m  stock split-up  a s  u s e d  i n  t h is  s e c t io n  
r e fe r s  t o  a n  is s u a n c e  b y  a  c o r p o r a t io n  o f  i t s  o w n  c o m 
m o n  s h a re s  to  i t s  c o m m o n  s h a re h o ld e rs  w i t h o u t  c o n s id e ra 
t io n  a n d  u n d e r  c o n d it io n s  in d ic a t in g  t h a t  s u c h  a c t io n  is  
p r o m p te d  m a in ly  b y  a  d e s ire  t o  in c re a s e  th e  n u m b e r  o f  
o u ts ta n d in g  s h a re s  f o r  th e  p u rp o s e  o f  e f fe c t in g  a  r e d u c 
t io n  i n  t h e i r  u n i t  m a r k e t  p r ic e  a n d , th e r e b y ,  o f  o b ta in 
in g  w id e r  d is t r ib u t io n  a n d  im p r o v e d  m a r k e t a b i l i t y  o f  
th e  s h a re s .

.03 T h is  s e c t io n  is  n o t  c o n c e rn e d  w i t h  th e  a c c o u n t
in g  f o r  a  d is t r ib u t io n  o r  is s u a n c e  t o  s h a re h o ld e rs  o f  ( a )  
s h a re s  o f  a n o th e r  c o r p o r a t io n  th e r e to fo r e  h e ld  as  a n  i n 
v e s tm e n t ,  o r  ( b )  s h a re s  o f  a  d i f f e r e n t  c la ss , o r  ( c )  r ig h t s  
t o  s u b s c r ib e  f o r  a d d it io n a l  s h a re s  o r  ( d )  s h a re s  o f  th e  sam e  
c la s s  i n  cases w h e re  e a c h  s h a re h o ld e r  is  g iv e n  a n  e le c t io n  
to  re c e iv e  ca sh  o r  sh a re s .

.04  T h e  d is c u s s io n  o f  a c c o u n t in g  f o r  s to c k  d iv id e n d s  
a n d  s p l i t - u p s  t h a t  fo l lo w s  is  d iv id e d  in t o  tw o  p a r ts .  T h e  
f i r s t  d e a ls  w i t h  th e  p ro b le m s  o f  th e  r e c ip ie n t .  T h e  sec
o n d  d e a ls  w i t h  th e  p ro b le m s  o f  th e  is s u e r.

AC Section 5561
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AS TO THE RECIPIENT
.05 One of the basic problems of accounting is that 

of income determination. Complete discussion of this prob
lem is obviously beyond the scope of this section. Basically, 
income is a realized gain and in  accounting is recognized, 
recorded, and stated in  accordance w ith  certain principles 
as to time and amount.

.06 In  applying the principles of income determina
tion to the accounts of a shareholder of a corporation, i t  
is generally agreed that the problem of determining his 
income is distinct from the problem of income determina
tion by the corporation itself. The income of the corpora
tion is determined as that of a separate entity w ithout 
regard to the equity of the respective shareholders in  
such income. Under conventional accounting concepts, the 
shareholder has no income solely as a result of the fact 
that the corporation has income; the increase in  his equity 
through undistributed earnings is no more than potential 
income to him. I t  is true that income earned by the cor
poration may result in  an enhancement in  the market value 
of the shares, but un til there is a distribution, division, or 
severance of corporate assets, the shareholder has no in 
come. I f  there is an increase in  the market value of his 
holdings, such unrealized appreciation is not income. In  
the case of a stock dividend or split-up, there is no 
distribution, division, or severance of corporate assets. 
Moreover, there is nothing resulting therefrom that the 
shareholder can realize w ithout parting w ith  some of his 
proportionate interest in  the corporation.
(Note: The Board is of the opinion that paragraph .06 
should not be construed as prohibiting the equity method 
of accounting fo r substantial intercorporate investments. 
[As amended, effective fo r fiscal periods beginning after 
December 31, 1965, by APB Opinion No. 6.] This method, 
which is described in  section 5131, The Equity Method of 
Accounting fo r Investments in  Common Stock, is required 
in  certain circumstances.)

.07 The foregoing are important points to be con
sidered in  any discussion of the accounting procedures to 
be followed by the recipient of a stock dividend or split-
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up since many arguments put forward by those who favor 
recognizing stock dividends as income are in  substance 
arguments fo r the recognition of corporate income as in 
come to the shareholder as i t  accrues to the corporation, 
and p rio r to its d istribution to the shareholder; the accept
ance of such arguments would require the abandonment 
of the separate entity concept of corporation accounting.

.08 The question as to whether or not stock d iv i
dends are income has been extensively debated; the argu
ments pro and con are well known.1 The situation cannot 
be better summarized, however, than in  the words ap
proved by Mr. Justice Pitney in  Eisner v. Macomber, 252 
U. S. 189, wherein i t  was held that stock dividends are not 
income under the Sixteenth Amendment, as follows:

“ A  stock dividend really takes nothing from the 
property of the corporation and adds nothing to the 
interests of the stockholders. Its  property is not d i
minished and the ir interests are not increased . . . 
the proportional interest of each shareholder remains 
the same. The only change is in  the evidence which 
represents that interest, the new shares and the orig
inal shares together representing the same propor
tional interests that the original shares represented 
before the issue of the new ones.”

.09 Since a shareholder’s interest in  the corporation 
remains unchanged by a stock dividend or split-up except 
as to  the number of share units constituting such interest, 
the cost of the shares previously held should be allocated 
equitably to the total shares held after receipt of the stock 
dividends or split-up. When any shares are later dis
posed of, a gain or loss should be determined on the basis 
of the adjusted cost per share.

AS TO THE ISSUER
Stock Dividends

.10 As has been previously stated, a stock dividend 
does not, in  fact, give rise to  any change whatsoever in  
either the corporation’s assets or its  respective share
holders’ proportionate interests therein. However, i t  can-

1 See, fo r instance, Freeman, “ Stock Dividends and the New Y ork 
Stock Exchange,”  Am erican Economic Review, December, 1931 (pro), and 
W hitaker, “ Stock Dividends, Investment Trusts, and the Exchange,”  
Am erican Economic Review, June, 1931 (con).
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not fa il to  be recognized that, merely as a consequence of 
the expressed purpose of the transaction and its  charac
terization as a dividend in  related notices to shareholders 
and the public at large, many recipients of stock dividends 
look upon them as distributions of corporate earnings and 
usually in  an amount equivalent to the fa ir  value of the 
additional shares received. Furthermore, i t  is to be pre
sumed that such views of recipients are materially strength
ened in  those instances, which are by fa r the most numerous, 
where the issuances are so small in comparison w ith  the 
shares previously outstanding that they do not have any 
apparent effect upon the share market price and, conse
quently, the market value of the shares previously held 
remains substantially unchanged. The committee there
fore believes that where these circumstances exist the cor
poration should in the public interest account fo r the 
transaction by transferring from  earned surplus to the cate
gory of permanent capitalization (represented by the 
capital stock and capital surplus accounts) an amount 
equal to the fa ir value of the additional shares issued. Un
less this is done, the amount of earnings which the share
holder may believe to have been distributed to him  w ill 
be left, except to the extent otherwise dictated by legal 
requirements, in  earned surplus subject to possible fu r
ther sim ilar stock issuances or cash distributions.

.11 Where the number of additional shares issued 
as a stock dividend is so great that i t  has, or may rea
sonably be expected to have, the effect of materially re
ducing the share market value, the committee believes 
that the implications and possible constructions discussed in 
the preceding paragraph are not like ly  to exist and that 
the transaction clearly partakes of the nature of a stock 
split-up as defined in  paragraph .02. Consequently, the 
committee considers that under such circumstances there 
is no need to capitalize earned surplus, other than to the 
extent occasioned by legal requirements. I t  recommends, 
however, that in  such instances every effort be made to 
avoid the use of the word dividend in  related corporate 
resolutions, notices, and announcements and that, in  those 
cases where because of legal requirements this cannot be 
done, the transaction be described, fo r example, as a split- 
up effected in  the form  of a dividend.
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.12 In  cases of closely-held companies, i t  is to be pre

sumed that the intimate knowledge of the corporations’ 
affairs possessed by their shareholders would preclude any 
such implications and possible constructions as are re
ferred to in  paragraph .10. In  such cases, the committee 
believes that considerations of public policy do not arise 
and that there is no need to capitalize earned surplus other 
than to meet legal requirements.

.13 Obviously, the point at which the relative size 
of the additional shares issued becomes large enough to 
materially influence the un it market price of the stock w ill 
vary w ith  individual companies and under differing market 
conditions and, hence, no single percentage can be laid 
down as a standard fo r determining when capitalization 
of earned surplus in  excess of legal requirements is called 
fo r and when i t  is not. However, on the basis of a review 
of market action in the case of shares of a number of com
panies having relatively recent stock distributions, i t  would 
appear that there would be few instances involving the is
suance of additional shares of less than, say, 20% or 25% 
of the number previously outstanding where the effect 
would not be such as to call fo r the procedure referred to 
in  paragraph .10.

.14 The corporate accounting recommended in  para
graph .10 w ill in  many cases, probably the majority, result 
in  the capitalization of earned surplus in an amount in  
excess of that called fo r by the laws of the state of incor
poration; such laws generally require the capitalization 
only of the par value of the shares issued, or, in  the case 
of shares w ithout par value, an amount usually w ith in  the 
discretion of the board of directors. However, these legal 
requirements are, in  effect, minimum requirements and do 
not prevent the capitalization of a larger amount per share.

Stock Split-Ups
.15 Earlier in  this section a stock split-up was de

fined as being confined to  transactions involving the issuance 
of shares, w ithout consideration moving to the corporation, 
fo r the purpose of effecting a reduction in  the un it market 
price of shares of the class issued and, thus, o f obtaining 
wider distribution and improved marketability of the
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shares. Where this is clearly the intent, no transfer from 
earned surplus to capital surplus or capital stock account 
is called for, other than to the extent occasioned by legal 
requirements. I t  is believed, however, tha t few cases w ill 
arise where the aforementioned purpose can be accomplished 
through an issuance of shares which is less than, say, 
20% or 25% of the previously outstanding shares.

.16 The committee believes that the corporation’s 
representations to its shareholders as to the nature of the 
issuance is one of the principal considerations in  determin
ing whether i t  should be recorded as a stock dividend or a 
split-up. Nevertheless, i t  believes that the issuance of new 
shares in  ratios of less than, say, 20% or 25% of the 
previously outstanding shares, or the frequent recurrence 
of issuances of shares, would destroy the presumption that 
transactions represented to be split-ups should be recorded 
as split-ups.

  The next page is 10,271.  
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Quasi-Reorganization or 
Corporate Readjustment

(A m p lifica tio n  o f In s titu te  Rule No. 2 o f 1934 )
[Source: ARB 43 , Chap. 7A .]

Issue date, unless 
otherwise indicated: 
June, 1953

.01 A  rule was adopted by the Institute in  1934 which 
read as follows:

“ Capital surplus, however created, should not be 
used to relieve the income account of the current or 
future years of charges which would otherwise fa ll 
to be made thereagainst. This rule m ight be subject to 
the exception that where, upon reorganization, a re
organized company would be relieved of charges which 
would require to be made against income i f  the exist
ing corporation were continued, i t  m ight be regarded 
as permissible to accomplish the same result w ithout 
reorganization provided the facts were as fu lly  re
vealed to and the action as form ally approved by the 
shareholders as in  reorganization.’’ 1 
.02 Readjustments of the k ind mentioned in  the ex

ception to the rule fa ll in  the category of what are called 
quasi-reorganizations. This section does not deal w ith the 
general question of quasi-reorganizations, but only w ith 
cases in which the exception permitted under the rule of 
1934 is availed of by a corporation. Hereinafter such cases 
are referred to as readjustments. The problems which 
arise fa ll into two groups: (a) what may be permitted in 
a readjustment and (b) what may be permitted thereafter.

PROCEDURE IN READJUSTMENT
.03 I f  a corporation elects to restate its  assets, capital 

stock, and surplus through a readjustment and thus avail 
itse lf of permission to relieve its future income account or 
earned surplus account of charges which would otherwise 
be made thereagainst, i t  should make a clear report to its 
shareholders of the restatements proposed to be made, and 
obtain their formal consent. I t  should present a fa ir  bal-

AC Section 5581
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ance sheet as at the date of the readjustment, in  which the 
adjustment of carrying amounts is reasonably complete, 
in order that there may be no continuation of the circum
stances which ju s tify  charges to capital surplus.

.04 A  write-down of assets below amounts which are 
like ly to be realized thereafter, though i t  may result in 
conservatism in  the balance sheet at the readjustment date, 
may also result in overstatement of earnings or of earned 
surplus when the assets are subsequently realized. There
fore, in general, assets should be carried forward as of the 
date of readjustment at fa ir  and not unduly conservative 
amounts, determined w ith due regard fo r the accounting 
to be employed by the company thereafter. I f  the fa ir  
value of any asset is not readily determinable a conserva
tive estimate may be made, but in  that case the amount 
should be described as an estimate and any material d iffe r
ence arising through realization or otherwise and not at
tributable to events occurring or circumstances arising 
after that date should not be carried to income or earned 
surplus.

.05 Sim ilarly, i f  potential losses or charges are known 
to have arisen p rio r to the date of readjustment but the 
amounts thereof are then indeterminate, provision may 
properly be made to cover the maximum probable losses or 
charges. I f  the amounts provided are subsequently found 
to have been excessive or insufficient, the difference should 
not be carried to earned surplus nor used to offset losses 
or gains originating after the readjustment, but should be 
carried to capital surplus.

.06 When the amounts to be w ritten off in  a readjust
ment have been determined, they should be charged first 
against earned surplus to the fu ll extent of such surplus; 
any balance may then be charged against capital surplus. 
A  company which has subsidiaries should apply this rule 
in  such a way that no consolidated earned surplus survives 
a readjustment in  which any part of losses has been charged 
to capital surplus.

.07 I f  the earned surplus of any subsidiaries cannot 
be applied against the losses before resort is had to capital 
surplus, the parent company’s interest in such earned sur
plus should be regarded as capitalized by the readjustment
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ju s t as s u rp lu s  a t th e  da te  o f a c q u is itio n  is  ca p ita liz e d , so 
fa r  as th e  p a re n t is  concerned.

.08 T h e  e ffe c tiv e  d a te  o f th e  re a d ju s tm e n t, fro m  w h ic h  
th e  incom e o f th e  com pany is  th e re a fte r d e te rm in e d , shou ld  
be as n e a r as p ra c tic a b le  to  th e  da te  on w h ich  fo rm a l con
sen t o f th e  s tockh o ld e rs  is  g ive n , and  shou ld  o rd in a r ily  n o t 
be p r io r  to  th e  close o f th e  la s t com p le ted  fis c a l ye a r.

PROCEDURE AFTER READJUSTMENT

.09 W h e n  th e  re a d ju s tm e n t has been com p le ted , th e  
co m p a n y ’s a cco u n tin g  shou ld  be s u b s ta n tia lly  s im ila r  to  
th a t a p p ro p ria te  fo r  a  new  com pany.

.10 A fte r  such a  re a d ju s tm e n t earned s u rp lu s  p re 
v io u s ly  a ccum u la ted  can n o t p ro p e rly  be c a rrie d  fo rw a rd  
u n d e r th a t t it le .  A  new  earned s u rp lu s  account shou ld  be 
estab lishe d , d a te d  to  show  th a t i t  ru n s  fro m  th e  e ffe c tiv e  
da te  o f th e  re a d ju s tm e n t, and  th is  d a tin g  shou ld  be d is 
closed in  fin a n c ia l s ta tem en ts  u n t il such tim e  as th e  e ffec
tiv e  d a te  is  no lo n g e r deem ed to  possess a n y  spec ia l s ig 
n ifica n ce .2

.11 C a p ita l s u rp lu s  o r ig in a tin g  in  such a  re a d ju s t
m e n t is  re s tr ic te d  in  th e  same m a n n e r as th a t o f a  new  
c o rp o ra tio n ; charges a g a in s t i t  shou ld  be o n ly  those w h ich  
m a y p ro p e r ly  be m ade a g a in s t th e  in it ia l su rp lu s  o f a  new  
c o rp o ra tio n .

.12 I t  is  recogn ized  th a t charges a g a in s t c a p ita l su r
p lu s  m ay ta ke  p lace  in  o th e r typ e s  o f re a d ju s tm e n ts  to  
w h ich  th e  fo re g o in g  p ro v is io n s  w o u ld  have no a p p lic a tio n . 
Such cases w o u ld  in c lu d e  re a d ju s tm e n ts  fo r  th e  p u rpose  
o f c o rre c tin g  e rroneous c re d its  m ade to  c a p ita l su rp lu s  in  
th e  p a s t. In  th is  s ta te m e n t th e  com m ittee  has d e a lt o n ly  
w ith  th a t ty p e  o f re a d ju s tm e n t in  w h ich  e ith e r th e  c u rre n t 
incom e o r ea rned s u rp lu s  accoun t o r  th e  incom e account o f 
fu tu re  ye a rs  is  re lie v e d  o f charges w h ich  w o u ld  o th e rw ise  
be m ade th e re a g a in s t.

  The next page is  10,291.
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Discontinuance of Dating 
Earned Surplus
[Source: ARB 46.]

AC Section 5582

Issue date, unless 
otherwise indicated: 
February, 1956

.01 S e c t io n  5581.10, Quasi-Reorganization or Corpo
rate Readjustment, re a d s  as f o l lo w s :

A f t e r  s u c h  a  r e a d ju s tm e n t  e a rn e d  s u rp lu s  p r e v io u s ly  
a c c u m u la te d  c a n n o t p r o p e r ly  be  c a r r ie d  f o r w a r d  u n d e r  
t h a t  t i t l e .  A  n e w  e a rn e d  s u rp lu s  a c c o u n t s h o u ld  be  
e s ta b lis h e d , d a te d  to  s h o w  t h a t  i t  r u n s  f r o m  th e  e ffe c 
t i v e  d a te  o f  th e  r e a d ju s tm e n t ,  a n d  t h is  d a t in g  s h o u ld  
b e  d is c lo s e d  i n  f in a n c ia l  s ta te m e n ts  u n t i l  s u c h  t im e  
as th e  e f fe c t iv e  d a te  is  n o  lo n g e r  d e e m e d  to  possess  a n y  
s p e c ia l s ig n if ic a n c e .

.02  T h e  c o m m it te e  b e lie v e s  t h a t  th e  d a t in g  o f  e a rn e d  
s u rp lu s  f o l lo w in g  a  q u a s i- r e o rg a n iz a t io n  w o u ld  r a r e ly ,  i f  
e v e r , be  o f  s ig n if ic a n c e  a f t e r  a  p e r io d  o f  te n  y e a rs . I t  a ls o  
b e lie v e s  t h a t  th e r e  m a y  be  e x c e p t io n a l c irc u m s ta n c e s  in  
w h ic h  th e  d is c o n t in u a n c e  o f  th e  d a t in g  o f  e a rn e d  s u rp lu s  
c o u ld  b e  ju s t i f ie d  a t  th e  c o n c lu s io n  o f  a  p e r io d  le ss  th a n  
te n  y e a rs .
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Accounting Principles for 
Regulated Industries
[Source: APB Opinion No. 2, Addendum.]

Issue date, unless other
wise indicated: December,
1962

T he fo llo w in g  s ta tem en t, a p p ro ve d  b y  the  B o a rd , o r ig 
in a lly  appeared in  The Journal of Accountancy, D ecem ber 
1962, p . 6 7 :

.01 T he bas ic  p o s tu la te s  and  th e  b ro a d  p rin c ip le s  o f 
a cco u n tin g  com prehended in  th e  te rm  generally accepted 
accounting principles p e rta in  to  business e n te rp rise s  in  
gen e ra l. These in c lu d e  p u b lic  u t ilit ie s , com m on c a rrie rs , 
in su ra n ce  com panies, fin a n c ia l in s titu tio n s , and  th e  lik e  
th a t a re  sub je c t to  re g u la tio n  b y  gove rnm en t, u s u a lly  
th ro u g h  com m issions o r o th e r s im ila r  agencies.

.02 H ow eve r, d iffe re n ce s  m ay a rise  in  th e  a p p lic a tio n  
o f g e n e ra lly  accepted a cco u n tin g  p rin c ip le s  as betw een re g 
u la te d  and n o n re g u la te d  businesses, because o f th e  e ffe c t in  
re g u la te d  businesses o f th e  ra te -m a k in g  process, a  phe
nom enon n o t p re se n t in  n o n re g u la te d  businesses. Such d if 
fe rences u s u a lly  concern  m a in ly  th e  tim e  a t w h ich  v a rio u s  
ite m s  e n te r in to  the  d e te rm in a tio n  o f n e t incom e in  accord 
ance w ith  the  p r in c ip le  o f m a tch in g  costs and revenues.
F o r  exam ple , i f  a cost in c u rre d  b y  a re g u la te d  business  
d u rin g  a g ive n  p e rio d  is  tre a te d  fo r  ra te -m a k in g  pu rposes  
b y  th e  re g u la to ry  a u th o r ity  h a v in g  ju r is d ic tio n  as a p p li
cable to  fu tu re  revenues, i t  m ay be d e fe rre d  in  th e  ba lance  
sheet a t the  end o f the  c u rre n t p e rio d  and w r itte n  o ff in  th e  
fu tu re  p e rio d  o r p e rio d s  in  w h ich  th e  re la te d  revenue ac
crues, even th o u g h  the  cost is  o f a k in d  w h ich  in  a n o n re g u 
la te d  business w o u ld  be w r itte n  o ff c u rre n tly . H o w e ve r, 
th is  is  a p p ro p ria te  o n ly  w hen i t  is  c le a r th a t th e  cost w ill 
be recove rab le  o u t o f fu tu re  revenues, and  i t  is  n o t a p p ro 
p r ia te  w hen th e re  is  do u b t, because o f econom ic c o n d itio n s  
o r fo r  o th e r reasons, th a t th e  cost w il l be so recove rab le .

AC Section 6011
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.03 A c c o u n tin g  re q u ire m e n ts  n o t d ire c tly  re la te d  to  
th e  ra te -m a k in g  process com m on ly a re  im posed on re g u 
la te d  businesses b y  o rd e rs  o f re g u la to ry  a u th o ritie s , and  
o cca s io n a lly  b y  c o u rt decis ions o r s ta tu te s . The fa c t th a t 
such a cco u n tin g  re q u ire m e n ts  a re  im posed  b y  th e  g o ve rn 
m en t does n o t n e ce ssa rily  m ean th a t th e y  co n fo rm  w ith  
g e n e ra lly  accepted a cco u n tin g  p rin c ip le s . F o r  exam ple , i f  
a cost, o f a  k in d  w h ich  in  a n o n re g u la te d  business w o u ld  be 
cha rged  to  incom e, is  cha rged  d ire c tly  to  su rp lu s  p u rs u a n t 
to  th e  a p p lica b le  acco u n tin g  re q u ire m e n ts  o f th e  re g u la to ry  
a u th o r ity , such cost neve rthe less shou ld  be in c lu d e d  in  op 
e ra tin g  expenses o r charged  to  incom e, as a p p ro p ria te  in  
fin a n c ia l s ta tem ents  in te n d e d  fo r  use b y  the  p u b lic .

.04 T he  fin a n c ia l s ta tem en ts  o f re g u la te d  businesses 
o th e r th a n  those p re p a re d  fo r  f ilin g  w ith  th e  gove rnm en t 
fo r  re g u la to ry  purposes p re fe ra b ly  shou ld  be based on  
g e n e ra lly  accepted a ccoun tin g  p rin c ip le s  (w ith  a p p ro p ria te  
re c o g n itio n  o f ra te -m a k in g  co n s id e ra tio n s  as in d ic a te d  in  
p a ra g ra p h  .02) ra th e r th a n  on system s o f accounts o r o th e r 
a cco u n tin g  re q u ire m e n ts  o f th e  gove rnm en t.

.05 Generally Accepted Auditing Standards lis ts  fo u r  
s ta n d a rd s  o f re p o rtin g , th e  f ir s t  o f w h ich  says th a t “ The  
re p o rt s h a ll s ta te  w h e th e r th e  fin a n c ia l s ta tem en ts  a re  p re 
sented in  accordance w ith  g e n e ra lly  accepted p rin c ip le s  o f 
a cco u n tin g .”  In  re p o rtin g  on th e  fin a n c ia l sta tem ents o f 
re g u la te d  businesses, th e  ind e p e n d e n t a u d ito r shou ld  ob
serve th is  s ta n d a rd  and shou ld  dea l w ith  m a te ria l va ria n ce s  
fro m  g e n e ra lly  accepted a cco u n tin g  p rin c ip le s  (w ith  a p 
p ro p r ia te  re c o g n itio n  o f ra te -m a k in g  co n s id e ra tio n s  as in 
d ic a te d  in  p a ra g ra p h  .02 ), i f  the  fin a n c ia l s ta tem ents  re fle c t 
a n y  such va ria n ce s , in  th e  same m a n n e r as in  h is  re p o rts  
on n o n re g u la te d  businesses.

   T h e  n e x t  p a g e  i s  1 0 ,4 5 1 .
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Financial Accounting and 
Reporting by O il and Gas 
Producing Companies
[Source: FASB Statement No. 19.]

December 1977

AC Section 6021

INTRODUCTION

.001 This Statement establishes standards of financial accounting 
and reporting for the oil and gas producing activities of a business 
enterprise. Those activities involve the acquisition of mineral 
interests in properties, exploration (including prospecting), devel
opment, and production of crude oil, including condensate and 
natural gas liquids, and natural gas (hereinafter collectively referred 
to as oil and gas producing activities).

.002 Existing authoritative accounting pronouncements do not ex
plicitly or comprehensively establish standards of financial ac
counting and reporting for those activities. Numerous alternative 
accounting practices are presently followed by oil and gas pro
ducing companies, and the nature and extent of the information 
they disclose in their financial statements about their oil and gas 
producing activities vary considerably from company to com
pany. The Board is issuing this Statement to address the financial 
accounting and reporting issues that led to the alternative 
practices.

.003 Appendix A  contains background information. Appendix B 
sets forth the basis for the Board’s conclusions, including alterna
tives considered and reasons for accepting some and rejecting 
others. Appendix C is a glossary of terms.

.004 The accounting standards in this Statement adhere to the tra
ditional historical cost basis. Although the Board considered both 
discovery value and current value as alternative bases of account
ing for oil and gas reserves, it determined for the reasons discussed 
in paragraphs .133-.141 that any decision on applying value ac
counting to oil and gas companies should await resolution of the 
broader issue of the general applicability of value accounting in
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the Board’s project, “ Conceptual Framework for Financial Ac
counting and Reporting.”

.005 This Statement supersedes FASB Statement No. 9 [section 
4097], “ Accounting for Income Taxes—O il and Gas Producing 
Companies.”

SCOPE

.006 This Statement applies only to oil and gas producing activi
ties ; it does not address financial accounting and reporting issues re
lating to the transporting, refining, and marketing of oil and gas. 
Also, this Statement does not apply to activities relating to the 
production of other wasting (nonregenerative) natural resources; 
nor does it apply to the production of geothermal steam or to the 
extraction of hydrocarbons as a by-product of the production of 
geothermal steam and associated geothermal resources as defined 
in the Geothermal Steam Act of 1970; nor does it apply to the 
extraction of hydrocarbons from shale, tar sands, or coal.

.007 Accounting for interest on funds borrowed to finance an en
terprise’s oil and gas producing activities is excluded from consid
eration in this Statement because the broader subject of account
ing for interest costs in general is a project presently on the Board’s 
technical agenda.

.008 This Statement prescribes disclosures related to an enter
prise’s oil and gas producing activities that are considered necessary 
for fair presentation of the enterprise’s financial position, results of 
operations, and changes in financial position in conformity with 
generally accepted accounting principles. Those disclosures are 
only part of the information that may be needed for investment, 
regulatory, or national economic planning and energy policy deci
sions.

.009 The Addendum to APB Opinion No. 2 [section 6011], 
“ Accounting for the ‘Investment Credit’,”  states that “ d if
ferences may arise in the application of generally accepted 
accounting principles as between regulated and nonregulated 
businesses, because of the effect in regulated businesses of the 
rate-making process”  and discusses the application of generally 
accepted accounting principles to regulated industries. Ac
cordingly, the provisions of the Addendum shall govern the 
application of this Statement to those oil and gas producing 
operations of a company that are regulated for rate-making 
purposes on an individual-company-cost-of-service basis.
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STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING  

Definitions

.010 The glossary in Appendix C defines the following terms as 
they are used in this Statement:
a. Proved reserves.
b. Proved developed reserves.
c. Proved undeveloped reserves.
d. Field.
e. Reservoir.
f . Exploratory well.
g. Development well.
h. Service well.
i. Stratigraphic test well.

i. Exploratory-type.
ii. Development-type.

j. Proved area.

Basic Concepts

.011 An enterprise’s oil and gas producing activities involve cer
tain special types of assets. Costs of those assets shall be capi
talized when incurred. Those types of assets broadly defined are:

a. Mineral interests in properties (hereinafter referred to as 
properties), which include fee ownership or a lease, con
cession, or other interest representing the right to extract 
oil or gas subject to such terms as may be imposed by 
the conveyance of that interest. Properties also include roy
alty interests, production payments payable in oil or gas, and 
other nonoperating interests in properties operated by others. 
Properties include those agreements with foreign governments 
or authorities under which an enterprise participates in the 
operation of the related properties or otherwise serves as 
“ producer”  of the underlying reserves (see paragraph .053) ; 
but properties do not include other supply agreements or 
contracts that represent the right to purchase (as opposed 
to extract) oil and gas. Properties shall be classified as 
proved or unproved as follows :
i. Unproved properties—properties with no proved reserves.

ii. Proved properties— properties with proved reserves.

b. Wells and related equipment and facilities,1 the costs of which 
include those incurred to:

1 O ften referred to in  the o il and gas industry  as “ lease and w e ll equipm ent”  
even though, technically, the property  m ay have been acquired o ther than 
by a lease.
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i. D rill and equip those exploratory wells and exploratory- 
type stratigraphic test wells that have found proved reserves.

ii. Obtain access to proved reserves and provide facilities for 
extracting, treating, gathering, and storing the oil and gas, 
including the drilling and equipping of development wells 
and development-type stratigraphic test wells (whether those 
wells are successful or unsuccessful) and service wells.

c. Support equipment and facilities used in oil and gas producing 
activities, such as seismic equipment, drilling equipment, con
struction and grading equipment, vehicles, repair shops, ware
houses, supply points, camps, and division, district, or field 
offices.

d. Uncompleted wells, equipment, and facilities, the costs of 
which include those incurred to:
i. D rill and equip wells that are not yet completed.

ii. Acquire or construct equipment and facilities that are not 
yet completed and installed.

.012 The costs of an enterprise’s wells and related equipment and 
facilities and the costs of the related proved properties shall be 
amortized as the related oil and gas reserves are produced. 
That amortization plus production (lifting) costs become part 
of the cost of oil and gas produced. Unproved properties shall 
be assessed periodically, and a loss recognized if those properties 
are impaired.

.013 Some costs incurred in an enterprise’s oil and gas producing 
activities do not result in acquisition of an asset and, therefore, 
shall be charged to expense. Examples include geological and 
geophysical costs, the costs of carrying and retaining undeveloped 
properties, and the costs of drilling those exploratory wells and 
exploratory-type stratigraphic test wells that do not find proved 
reserves.

.014 The basic concepts in paragraphs .011-.013 are elaborat
ed on in paragraphs .015-.041.

Accounting at the Time Costs Are Incurred 

Acquisition of Properties

.015 Costs incurred to purchase, lease, or otherwise acquire a 
property (whether unproved or proved) shall be capitalized when 
incurred. They include the costs of lease bonuses and options to 
purchase or lease properties, the portion of costs applicable to 
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minerals when land including mineral rights is purchased in fee, 
brokers’ fees, recording fees, legal costs, and other costs in
curred in acquiring properties.

Exploration

.016 Exploration involves (a) identifying areas that may warrant 
examination and (b) examining specific areas that are considered 
to have prospects of containing oil and gas reserves, including 
drilling exploratory wells and exploratory-type stratigraphic test 
wells. Exploration costs may be incurred both before acquiring 
the related property (sometimes referred to in part as prospecting 
costs) and after acquiring the property.

.017 Principal types of exploration costs, which include deprecia
tion and applicable operating costs of support equipment and facili
ties (paragraph .026) and other costs of exploration activities, are:

a. Costs of topographical, geological, and geophysical studies, 
rights of access to properties to conduct those studies, and 
salaries and other expenses of geologists, geophysical crews, 
and others conducting those studies. Collectively, those are 
sometimes referred to as geological and geophysical or “ G&G” 
costs.

b. Costs of carrying and retaining undeveloped properties, such 
as delay rentals, ad valorem taxes on the properties, legal costs 
for title defense, and the maintenance of land and lease records.

c. Dry hole contributions and bottom hole contributions.
d. Costs of drilling and equipping exploratory wells.
e. Costs of drilling exploratory-type stratigraphic test wells.2

.018 Geological and geophysical costs, costs of carrying and re
taining undeveloped properties, and dry hole and bottom hole 
contributions shall be charged to expense when incurred.

.019 The costs of drilling exploratory wells and the costs of d rill
ing exploratory-type stratigraphic test wells shall be capitalized 
as part of the enterprise’s uncompleted wells, equipment, and 
facilities pending determination of whether the well has found 
proved reserves. I f  the well has found proved reserves (para
graphs .031-.034), the capitalized costs of drilling the well shall 
become part of the enterprise’s wells and related equipment and
2 W h ile  the costs o f d r i l l in g  s tra tig ra p h ic  test w e lls  are sometim es con
sidered to  be geo log ica l and geophysica l costs, they are accounted fo r  
separately under th is  S ta tem ent fo r  reasons exp la ined in  paragraphs  
.200-.202.
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facilities (even though the well may not be completed as a pro
ducing well) ; if, however, the well has not found proved 
reserves, the capitalized costs of drilling the well, net of any 
salvage value, shall be charged to expense.

.020 An enterprise sometimes conducts G&G studies and other 
exploration activities on a property owned by another party, in 
exchange for which the enterprise is contractually entitled to re
ceive an interest in the property if proved reserves are found or to 
be reimbursed by the owner for the G&G and other costs incurred 
if proved reserves are not found. In that case, the enterprise con
ducting the G&G studies and other exploration activities shall ac
count for those costs as a receivable when incurred and, if proved 
reserves are found, they shall become the cost of the proved prop
erty acquired.

Development

.021 Development costs are incurred to obtain access to proved 
reserves and to provide facilities for extracting, treating, gathering, 
and storing the oil and gas. More specifically, development costs, 
including depreciation and applicable operating costs of support 
equipment and facilities (paragraph .026) and other costs of 
development activities, are costs incurred to :
a. Gain access to and prepare well locations for drilling, includ

ing surveying well locations for the purpose of determining 
specific development drilling sites, clearing ground, draining, 
road building, and relocating public roads, gas lines, and power 
lines, to the extent necessary in developing the proved reserves.

b. Drill and equip development wells, development-type strati
graphic test wells, and service wells, including the costs of plat
forms and of well equipment such as casing, tubing, pumping 
equipment, and the wellhead assembly.

c. Acquire, construct, and install production facilities such as 
lease flow lines, separators, treaters, heaters, manifolds, measur
ing devices, and production storage tanks, natural gas cycling 
and processing plants, and utility and waste disposal systems.

d. Provide improved recovery systems.

.022 Development costs shall be capitalized as part of the cost of 
an enterprise’s wells and related equipment and facilities. Thus, 
all costs incurred to drill and equip development wells, develop
ment-type stratigraphic test wells, and service wells are develop
ment costs and shall be capitalized, whether the well is successful 
or unsuccessful. Costs of drilling those wells and costs of construct
ing equipment and facilities shall be included in the enterprise’s
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uncompleted wells, equipment, and facilities until drilling or 
construction is completed.

Production

.023 Production involves lifting the oil and gas to the surface and 
gathering, treating, field processing (as in the case of processing 
gas to extract liquid hydrocarbons), and field storage. For purposes 
of this Statement, the production function shall normally be re
garded as terminating at the outlet valve on the lease or field 
production storage tank; if unusual physical or operational cir
cumstances exist, it may be more appropriate to regard the 
production function as terminating at the first point at which 
oil, gas, or gas liquids are delivered to a main pipeline, a common 
carrier, a refinery, or a marine terminal.

.024 Production costs are those costs incurred to operate and 
maintain an enterprise’s wells and related equipment and facilities, 
including depreciation and applicable operating costs of support 
equipment and facilities (paragraph .026) and other costs of oper
ating and maintaining those wells and related equipment and 
facilities. They become part of the cost of oil and gas produced. 
Examples of production costs (sometimes called lifting costs) are:
a. Costs of labor to operate the wells and related equipment and 

facilities.
b. Repairs and maintenance.
c. Materials, supplies, and fuel consumed and services utilized 

in operating the wells and related equipment and facilities.
d. Property taxes and insurance applicable to proved properties 

and wells and related equipment and facilities.
e. Severance taxes.

.025 Depreciation, depletion, and amortization of capitalized ac
quisition, exploration, and development costs also become part 
of the cost of oil and gas produced along with production (lifting) 
costs identified in paragraph .024.

Support Equipment and Facilities

.026 The cost of acquiring or constructing support equipment and 
facilities used in oil and gas producing activities shall be capitalized.
Examples of support equipment and facilities include seismic 
equipment, drilling equipment, construction and grading equip
ment, vehicles, repair shops, warehouses, supply points, camps, 
and division, district, or field offices. Some support equipment or

Financial Accounting and Reporting by O il and Gas
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facilities are acquired or constructed for use exclusively in a single 
activity— exploration, development, or production. Other support 
equipment or facilities may serve two or more of those activities 
and may also serve the enterprise’s transportation, refining, and 
marketing activities. To the extent that the support equipment and 
facilities are used in oil and gas producing activities, their deprecia
tion and applicable operating costs become an exploration, devel
opment, or production cost, as appropriate.

Disposition of Capitalized Costs

.027 The effect of paragraphs .015-.026, which deal with account
ing at the time costs are incurred, is to recognize as assets: (a) un
proved properties; (b) proved properties; (c) wells and related 
equipment and facilities (which consist of all development costs 
plus the costs of drilling those exploratory wells and exploratory- 
type stratigraphic test wells that find proved reserves); (d) support 
equipment and facilities used in oil and gas producing activities; and
(e) uncompleted wells, equipment, and facilities. Paragraphs 
.028-.041 which follow deal w ith disposition of the costs of 
those assets after capitalization. Among other things, those 
paragraphs provide that the acquisition costs of proved prop
erties and the costs of wells and related equipment and facilities 
be amortized to become part of the cost of oil and gas pro
duced ; that impairment of unproved properties be recognized; 
and that the costs of an exploratory well or exploratory-type 
stratigraphic test well be charged to expense if  the well is 
determined not to have found proved reserves.

Assessment of Unproved Properties

.028 Unproved properties shall be assessed periodically to deter
mine whether they have been impaired. A  property would likely be 
impaired, for example, if  a dry hole has been drilled on it and the 
enterprise has no firm plans to continue drilling. Also, the likeli
hood of partial or total impairment of a property increases as the 
expiration of the lease term approaches if drilling activity has not 
commenced on the property or on nearby properties. I f  the results 
of the assessment indicate impairment, a loss shall be recognized by 
providing a valuation allowance. Impairment of individual un
proved properties whose acquisition costs are relatively significant 
shall be assessed on a property-by-property basis, and an indicated 
loss shall be recognized by providing a valuation allowance. When 
an enterprise has a relatively large number of unproved properties 
whose acquisition costs are not individually significant, it may not 
be practical to assess impairment on a property-by-property basis, 
in which case the amount of loss to be recognized and the amount

AC § 6021.027 Copyright © 1977, American Institute of Certified Public Accountants, Inc.



10,459

of the valuation allowance needed to provide for impairment of 
those properties shall be determined by amortizing those properties, 
either in the aggregate or by groups, on the basis of the experience 
of the enterprise in similar situations and other information about 
such factors as the primary lease terms of those properties, the 
average holding period of unproved properties, and the relative 
proportion of such properties on which proved reserves have been 
found in the past.

Reclassification of an Unproved Property

.029 A  property shall be reclassified from unproved properties 
to proved properties when proved reserves are discovered on or 
otherwise attributed to the property; occasionally, a single prop
erty, such as a foreign lease or concession covers so vast an area 
that only the portion of the property to which the proved reserves 
relate— determined on the basis of geological structural features 
or stratigraphic conditions— should be reclassified from unproved 
to proved. For a property whose impairment has been assessed 
individually in accordance w ith paragraph. .028, the net carrying 
amount (acquisition cost minus valuation allowance) shall be 
reclassified to proved properties; for properties amortized by pro
viding a valuation allowance on a group basis, the gross acquisition 
cost shall be reclassified.

Amortization (Depletion) of Acquisition Costs of Proved Properties

.030 Capitalized acquisition costs of proved properties shall be 
amortized (depleted) by the unit-of-production method so that 
each unit produced is assigned a pro rata portion of the unamor
tized acquisition costs. Under the unit-of-production method, 
amortization (depletion) may be computed either on a property- 
by-property basis or on the basis of some reasonable aggregation 
of properties with a common geological structural feature or strati
graphic condition, such as a reservoir or field. When an enterprise 
has a relatively large number of royalty interests whose acquisition 
costs are not individually significant, they may be aggregated, for 
the purpose of computing amortization, without regard to com
monality of geological structural features or stratigraphic condi
tions; if information is not available to estimate reserve quantities 
applicable to royalty interests owned (paragraph .050), a method 
other than the unit-of-production method may be used to amortize 
their acquisition costs. The unit cost shall be computed on the 
basis of the total estimated units of proved oil and gas reserves. 
(Joint production of both oil and gas is discussed in paragraph 
.038.) Unit-of-production amortization rates shall be revised

Financial Accounting and Reporting by O il and Gas
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whenever there is an indication of the need for revision but at 
least once a year; those revisions shall be accounted for 
prospectively as changes in accounting estimates—see para
graphs 31-33 of APB Opinion No. 20 [section 1051.31-.33], 
“ Accounting Changes.”

Accounting When Drilling of an 
Exploratory Well Is Completed

.031 As specified in paragraph .019, the costs of drilling an explor
atory well are capitalized as part of the enterprise’s uncompleted 
wells, equipment, and facilities pending determination of whether 
the well has found proved reserves. That determination is usually 
made on or shortly after completion o f  drilling the well, and the 
capitalized costs shall either be charged to expense or be reclassi
fied as part of the costs of the enterprise’s wells and related equip
ment and facilities at that time. Occasionally, however, an explora
tory well may be determined to have found oil and gas reserves, but 
classification of those reserves as proved cannot be made when 
drilling is completed. In those cases, one or the other of the follow
ing subparagraphs shall apply depending on whether the well is 
drilled in an area requiring a major capital expenditure, such as a 
trunk pipeline, before production from that well could begin:
a. Exploratory wells that find oil and gas reserves in an area re

quiring a major capital expenditure, such as a trunk pipeline,
before production could begin. On completion of drilling, an 
exploratory well may be determined to have found oil and gas 
reserves, but classification of those reserves as proved depends 
on whether a major capital expenditure can be justified which, in 
turn, depends on whether additional exploratory wells find a 
sufficient quantity of additional reserves. That situation arises 
principally with exploratory wells drilled in a remote area for 
which production would require constructing a trunk pipeline. 
In that case, the cost of drilling the exploratory well shall con
tinue to be carried as an asset pending determination of 
whether proved reserves have been found only as long as both 
of the following conditions are met:
i. The well has found a sufficient quantity of reserves to 

justify its completion as a producing well if the required 
capital expenditure is made.

ii. Drilling of the additional exploratory wells is under way or 
firmly planned for the near future.

Thus if drilling in the area is not under way or firmly planned, 
or if the well has not found a commercially producible quantity
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of reserves, the exploratory well shall be assumed to be im
paired, and its costs shall be charged to expense.

b. A ll other exploratory wells that find oil and gas reserves. In the 
absence of a determination as to whether the reserves that have 
been found can be classified as proved, the costs of drilling 
such an exploratory well shall not be carried as an asset for 
more than one year following completion of drilling. If, after 
that year has passed, a determination that proved reserves have 
been found cannot be made, the well shall be assumed to be 
impaired, and its costs shall be charged to expense.

.032 Paragraph .031 is intended to prohibit, in all cases, the defer
ral of the costs of exploratory wells that find some oil and gas 
reserves merely on the chance that some event totally beyond 
the control of the enterprise w ill occur, for example, on the 
chance that the selling prices of oil and gas w ill increase 
sufficiently to result in classification of reserves as proved that 
are not commercially recoverable at current prices.

Financial Accounting and Reporting by O il and Gas 10,461
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Accounting When Drilling of an Exploratory-Type 
Stratigraphic Test Well Is Completed

.033 As specified in paragraph .019, the costs of drilling an explor
atory-type stratigraphic test well are capitalized as part of the 
enterprise’s uncompleted wells, equipment, and facilities pend
ing determination of whether the well has found proved re
serves. When that determination is made, the capitalized costs 
shall be charged to expense if proved reserves are not found or 
shall be reclassified as part of the costs of the enterprise’s wells 
and related equipment and facilities i f  proved reserves are found.

.034 Exploratory-type stratigraphic test wells are normally drilled 
on unproved offshore properties. Frequently, on completion of 
drilling, such a well may be determined to have found oil and 
gas reserves, but classification of those reserves as proved depends 
on whether a major capital expenditure— usually a production 
platform— can be justified which, in turn, depends on whether 
additional exploratory-type stratigraphic test wells find a sufficient 
quantity of additional reserves. In that case, the cost of drilling 
the exploratory-type stratigraphic test well shall continue to be 
carried as an asset pending determination of whether proved re
serves have been found only as long as both of the following con
ditions are met:

i. The well has found a quantity of reserves that would justify 
its completion for production had it not been simply a 
stratigraphic test well.
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ii. Drilling of the additional exploratory-type stratigraphic 
test wells is under way or firmly planned for the near future.

Thus if associated stratigraphic test drilling is not under way or 
firmly planned, or if the well has not found a commercially pro
ducible quantity of reserves, the exploratory-type stratigraphic test 
well shall be assumed to be impaired, and its costs shall be 
charged to expense.

Amortization and Depreciation of Capitalized Exploratory Drilling and 
Development Costs

.035 Capitalized costs of exploratory wells and exploratory-type 
stratigraphic test wells that have found proved reserves and capi
talized development costs shall be amortized (depreciated) by the 
unit-of-production method so that each unit produced is assigned 
a pro rata portion of the unamortized costs. It  may be more 
appropriate, in some cases, to depreciate natural gas cycling 
and processing plants by a method other than the unit-of-produc
tion method. Under the unit-of-production method, amortiza
tion (depreciation) may be computed either on a property-by- 
property basis or on the basis of some reasonable aggregation of 
properties with a common geological structural feature or strati
graphic condition, such as a reservoir or field. The unit cost shall 
be computed on the basis of the total estimated units of proved 
developed reserves, rather than on the basis of all proved reserves, 
which is the basis for amortizing acquisition costs of proved proper
ties. I f  significant development costs (such as the cost of an off
shore production platform) are incurred in connection with a 
planned group of development wells before all of the planned wells 
have been drilled, it will be necessary to exclude a portion of those 
development costs in determining the unit-of-production amortiza
tion rate until the additional development wells are drilled. Simi
larly it will be necessary to exclude, in computing the amortiza
tion rate, those proved developed reserves that will be produced 
only after significant additional development costs are incurred, 
such as for improved recovery systems. However, in no case 
should future development costs be anticipated in computing the 
amortization rate. (Joint production of both oil and gas is dis
cussed in paragraph .038.) Unit-of-production amortization rates 
shall be revised whenever there is an indication of the need for 
revision but at least once a year; those revisions shall be accounted 
for prospectively as changes in accounting estimates— see para
graphs 31-33 of APB Opinion No. 20 [section 105l.31-.33].
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Depreciation of Support Equipment and Facilities

.036 Depreciation of support equipment and facilities used in oil 
and gas producing activities shall be accounted for as exploration 
cost, development cost, or production cost, as appropriate (para
graph .026).

Dismantlement Costs and Salvage Values

.037 Estimated dismantlement, restoration, and abandonment 
costs and estimated residual salvage values shall be taken into 
account in determining amortization and depreciation rates.

Amortization of Costs Relating to Oil and Gas Reserves Produced Jointly

.038 The unit-of-production method of amortization requires that 
the total number of units of oil or gas reserves in a property or 
group of properties be estimated and that the number of units 
produced in the current period be determined. Many properties 
contain both oil and gas reserves. In those cases, the oil and gas 
reserves and the oil and gas produced shall be converted to a 
common unit of measure on the basis of their approximate relative 
energy content (without considering their relative sales values).
However, if the relative proportion of gas and oil extracted in the 
current period is expected to continue throughout the remaining 
productive life of the property, unit-of-production amortization 
may be computed on the basis of one of the two minerals only; 
similarly, if  either oil or gas clearly dominates both the reserves 
and the current production (with dominance determined on the 
basis of relative energy content), unit-of-production amortization 
may be computed on the basis of the dominant mineral only.

Information Available after the Balance Sheet Date

.039 Information that becomes available after the end of the 
period covered by the financial statements but before those financial 
statements are issued shall be taken into account in evaluating con
ditions that existed at the balance sheet date, for example, in as
sessing unproved properties (paragraph .028) and in determining 
whether an exploratory well or exploratory-type stratigraphic 
test well had found proved reserves (paragraphs .031-.034).

Surrender or Abandonment of Properties

.040 When an unproved property is surrendered, abandoned, or 
otherwise deemed worthless, capitalized acquisition costs relating 
thereto shall be charged against the related allowance for impair-
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ment to the extent an allowance has been provided; if  the allow
ance previously provided is inadequate, a loss shall be recognized.

.041 Normally, no gain or loss shall be recognized if only an in
dividual well or individual item of equipment is abandoned or 
retired or if only a single lease or other part of a group of proved 
properties constituting the amortization base is abandoned or re
tired as long as the remainder of the property or group of properties 
continues to produce oil or gas. Instead, the asset being aban
doned or retired shall be deemed to be fully amortized, and its 
cost shall be charged to accumulated depreciation, depletion, or 
amortization. When the last well on an individual property (if 
that is the amortization base) or group of properties (if amortization 
is determined on the basis of an aggregation of properties with a 
common geological structure) ceases to produce and the entire 
property or property group is abandoned, gain or loss shall be 
recognized. Occasionally, the partial abandonment or retirement 
of a proved property or group of proved properties or the abandon
ment or retirement of wells or related equipment or facilities may 
result from a catastrophic event or other major abnormality. In 
those cases, a loss shall be recognized at the time of abandonment 
or retirement.

Mineral Property Conveyances and Related Transactions

.042 Mineral interests in properties are frequently conveyed to 
others for a variety of reasons, including the desire to spread 
risks, to obtain financing, to improve operating efficiency, and to 
achieve tax benefits. Conveyances of those interests may involve 
the transfer of all or a part of the rights and responsibilities of 
operating a property (operating interest). The transferor may or 
may not retain an interest in the oil and gas produced that is free 
of the responsibilities and costs of operating the property (a non
operating interest). A  transaction may, on the other hand, involve 
the transfer of a nonoperating interest to another party and reten
tion of the operating interest.

.043 Certain transactions, sometimes referred to as conveyances, 
are in substance borrowings repayable in cash or its equivalent 
and shall be accounted for as borrowings. The following are 
examples of such transactions:
a. Enterprises seeking supplies of oil or gas sometimes make cash 

advances to operators to finance exploration in return for the 
right to purchase oil or gas discovered. Funds advanced for 
exploration that are repayable by offset against purchases of oil 
or gas discovered, or in cash if insufficient oil or gas is pro-
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duced by a specified date, shall be accounted for as a receivable 
by the lender and as a payable by the operator. 

b. Funds advanced to an operator that are repayable in cash out 
of the proceeds from a specified share of future production of 
a producing property, until the amount advanced plus interest 
at a specified or determinable rate is paid in full, shall be ac
counted for as a borrowing. The advance is a payable for the 
recipient of the cash and a receivable for the party making the 
advance. Such transactions, as well as those described in para
graph .047(a) below, are commonly referred to as production 
payments. The two types differ in substance, however, as 
explained in paragraph .047(a).

.044 In the following types of conveyances, gain or loss shall not 
be recognized at the time of the conveyance:
a. A  transfer of assets used in oil and gas producing activities 

(including both proved and unproved properties) in exchange 
for other assets also used in oil and gas producing activities.

b. A  pooling of assets in a joint undertaking intended to find, 
develop, or produce oil or gas from a particular property or 
group of properties.

.045 In  the following types of conveyances, gain shall not be 
recognized at the time of the conveyance:
a. A  part of an interest owned is sold and substantial uncertainty 

exists about recovery of the costs applicable to the retained 
interest.

b. A  part of an interest owned is sold and the seller has a sub
stantial obligation for future performance, such as an obligation 
to drill a well or to operate the property without proportional 
reimbursement for that portion of the drilling or operating 
costs applicable to the interest sold.

.046 I f  a conveyance is not one of the types described in para
graphs .044 and .045, gain or loss shall be recognized unless there 
are other aspects of the transaction that would prohibit such rec
ognition under accounting principles applicable to enterprises in 
general.

.047 In  accordance with paragraphs .044-.046, the following types 
of transactions shall be accounted for as indicated in each ex
ample.3 No attempt has been made to include the many varia
tions of those arrangements that occur, but paragraphs .044-.046

Financial Accounting and Reporting by O il and Gas 10,465
Producing Companies

3 Costs o f unp roved  p rope rties  are a lw ays sub ject to  an assessment fo r  
im p a irm e n t as requ ired  b y  pa rag raph  .028.
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shall, where applicable, determine the accounting for those
other arrangements as well.
a. Some production payments differ from those described in para

graph .043(b) in that the seller’s obligation is not expressed in 
monetary terms but as an obligation to deliver, free and clear 
of all expenses associated with operation of the property, a 
specified quantity of oil or gas to the purchaser out of a speci
fied share of future production. Such a transaction is a sale 
of a mineral interest for which gain shall not be recognized 
because the seller has a substantial obligation for future per
formance. The seller shall account for the funds received as 
unearned revenue to be recognized as the oil or gas is delivered. 
The purchaser of such a production payment has acquired 
an interest in a mineral property that shall be recorded at 
cost and amortized by the unit-of-production method as 
delivery takes place. The related reserve estimates and pro
duction data shall be reported as those of the purchaser of 
the production payment and not of the seller (paragraphs 
.050-.056).

b. An assignment of the operating interest in an unproved prop
erty with retention of a nonoperating interest in return for 
drilling, development, and operation by the assignee is a pool
ing of assets in a joint undertaking for which the assignor shall 
not recognize gain or loss. The assignor’s cost of the original 
interest shall become the cost of the interest retained. The 
assignee shall account for all costs incurred as specified by 
paragraphs .015-.041 and shall allocate none of those costs to 
the mineral interest acquired. I f  oil or gas is discovered, 
each party shall report its share of reserves and production 
(paragraphs .050-.056).

c. An assignment of a part of an operating interest in an unproved 
property in exchange for a “ free well”  with provision for joint 
ownership and operation is a pooling of assets in a joint under
taking by the parties. The assignor shall record no cost for the 
obligatory well; the assignee shall record no cost for the min
eral interest acquired. A ll drilling, development, and operating 
costs incurred by either party shall be accounted for as provided 
in paragraphs .015-.041 of this Statement. I f  the conveyance 
agreement requires the assignee to incur geological or geo
physical expenditures instead of, or in addition to, a drilling 
obligation, those costs shall likewise be accounted for by the 
assignee as provided in paragraphs .015-.041 of this State
ment. I f  reserves are discovered, each party shall report its 
share of reserves and production (paragraphs .050-.056).
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d. A  part of an operating interest in an unproved property may be 
assigned to effect an arrangement called a “ carried interest”  
whereby the assignee (the carrying party) agrees to defray all 
costs of drilling, developing, and operating the property and is 
entitled to all of the revenue from production from the prop
erty, excluding any third party interest, until all of the assignee’s 
costs have been recovered, after which the assignor will share in 
both costs and production. Such an arrangement represents a 
pooling of assets in a joint undertaking by the assignor and 
assignee. The carried party shall make no accounting for any 
costs and revenue until after recoupment (payout) of the carried 
costs by the carrying party. Subsequent to payout the carried 
party shall account for its share of revenue, operating expenses, 
and (if the agreement provides for subsequent sharing of costs 
rather than a carried interest) subsequent development costs.
During the payout period the carrying party shall record all 
costs, including those carried, as provided in paragraphs 
.015-.041 and shall record all revenue from the property 
including that applicable to the recovery of costs carried.
The carried party shall report as oil or gas reserves only its 
share of proved reserves estimated to remain after payout, 
and unit-of-production amortization of the carried party’s 
property cost shall not commence prior to payout. Prior to 
payout the carrying party’s reserve estimates and produc
tion data shall include the quantities applicable to recoup
ment of the carried costs (paragraphs .050-.056).

e. A part of an operating interest owned may be exchanged for a 
part of an operating interest owned by another party. The pur
pose of such an arrangement, commonly called a joint venture 
in the oil and gas industry, often is to avoid duplication of facil
ities, diversify risks, and achieve operating efficiencies. Such 
reciprocal conveyances represent exchanges of similar produc
tive assets, and no gain or loss shall be recognized by either 
party at the time of the transaction. In some joint ventures 
which may or may not involve an exchange of interests, the 
parties may share different elements of costs in different pro
portions. In such an arrangement a party may acquire an 
interest in a property or in wells and related equipment that 
is disproportionate to the share of costs borne by it. As in the 
case of a carried interest or a free well, each party shall account 
for its own cost under the provisions of this Statement. No 
gain shall be recognized for the acquisition of an interest in 
joint assets, the cost of which may have been paid in whole 
or in part by another party.

f. In a unitization all the operating and nonoperating participants 
pool their assets in a producing area (normally a field) to form

Financial Accounting and Reporting by O il and Gas
Producing Companies
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a single unit and in return receive an undivided interest (of 
the same type as previously held) in that unit. Unitizations 
generally are undertaken to obtain operating efficiencies and 
to enhance recovery of reserves, often through improved recov
ery operations. Participation in the unit is generally propor
tionate to the oil and gas reserves contributed by each. Be
cause the properties may be in different stages of development 
at the time of unitization, some participants may pay cash and 
others may receive cash to equalize contributions of wells and 
related equipment and facilities with the ownership inter
ests in reserves. In those circumstances, cash paid by a 
participant shall be recorded as an additional investment in 
wells and related equipment and facilities, and cash received by 
a participant shall be recorded as a recovery of cost. The 
cost of the assets contributed plus or minus cash paid or 
received is the cost of the participant’s undivided interest in the 
assets of the unit. Each participant shall include its interest 
in reporting reserve estimates and production data (paragraphs 
.050-.056).

g. I f  the entire interest in an unproved property is sold for cash 
or cash equivalent, recognition of gain or loss depends on 
whether, in applying paragraph .028 of this Statement, impair
ment had been assessed for that property individually or by 
amortizing that property as part of a group. I f  impairment 
was assessed individually, gain or loss shall be recognized. 
For a property amortized by providing a valuation allowance 
on a group basis, neither gain nor loss shall be recognized 
when an unproved property is sold unless the sales price 
exceeds the original cost of the property, in which case gain 
shall be recognized in the amount of such excess.

h. I f  a part of the interest in an unproved property is sold, 
even though for cash or cash equivalent, substantial un
certainty usually exists as to recovery of the cost applicable to 
the interest retained. Consequently, the amount received shall 
be treated as a recovery of cost.4 However, if  the sales price 
exceeds the carrying amount of a property whose impairment 
has been assessed individually in accordance with paragraph 
.028 of this Statement, or exceeds the original cost of a prop
erty amortized by providing a valuation allowance on a 
group basis, gain shall be recognized in the amount of such 
excess.

i. The sale of an entire interest in a proved property that con
stitutes a separate amortization base is not one of the types of

4 The ca rry ing  am ount o f the interest retained shall continue to  be subject 
to  the assessment fo r  im p a irm e n t as requ ired  b y  paragraph  .028.
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conveyances described in paragraph .044 or .045. The differ
ence between the amount of sales proceeds and the unamort
ized cost shall be recognized as a gain or loss.

j. The sale of a part of a proved property, or of an entire proved 
property constituting a part of an amortization base, shall be 
accounted for as the sale of an asset, and a gain or loss shall 
be recognized, since it is not one of the conveyances described 
in paragraph .044 or .045. The unamortized cost of the prop
erty or group of properties a part of which was sold shall be 
apportioned to the interest sold and the interest retained on 
the basis of the fair values of those interests. However, the 
sale may be accounted for as a normal retirement under the 
provisions of paragraph .041 w ith no gain or loss recognized 
if  doing so does not significantly affect the unit-of-produc
tion amortization rate.

k. The sale of the operating interest in a proved property for cash 
with retention of a nonoperating interest is not one of the types 
of conveyances described in paragraph .044 or .045. Ac
cordingly, it  shall be accounted for as the sale of an asset, 
and any gain or loss shall be recognized. The seller shall 
allocate the cost of the proved property to the operating 
interest sold and the nonoperating interest retained on the 
basis of the fair values of those interests.5

l. The sale of a proved property subject to a retained production 
payment that is expressed as a fixed sum of money payable 
only from a specified share of production from that property, 
with the purchaser of the property obligated to incur the 
future costs of operating the property, shall be accounted for 
as follows:
i. I f  satisfaction of the retained production payment is rea

sonably assured. The seller of the property, who retained 
the production payment, shall record the transaction as a 
sale, with recognition of any resulting gain or loss. The 
retained production payment shall be recorded as a re
ceivable, with interest accounted for in accordance with 
the provisions of APB Opinion No. 21 [section 4111], 
“ Interest on Receivables and Payables.”  The purchaser 
shall record as the cost of the assets acquired the cash 
consideration paid plus the present value (determined 
in accordance w ith APB Opinion No. 21 [section 4111]) 
of the retained production payment, which shall be re
corded as a payable. The oil and gas reserve estimates

F in a n c ia l A cco u n tin g  and R e p o rtin g  b y  O il and Gas 10 , 4 6 9
P ro d u c in g  Com panies

5 A  retained p roduction payment denom inated in money is not a m ineral 
in te re s t (see paragraphs .011(a) and .043).
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and production data, including those applicable to liqu i
dation of the retained production payment, shall be re
ported by the purchaser of the property (paragraphs 
.050-.056).

ii. I f  satisfaction of the retained production payment is not 
reasonably assured. The transaction is in substance a sale 
with retention of an overriding royalty that shall be ac
counted for in accordance w ith  paragraph .047(k).

m. The sale of a proved property subject to a retained produc
tion payment that is expressed as a right to a specified 
quantity of oil or gas out of a specified share of future 
production shall be accounted for in accordance with para
graph .047(k).

Disclosure

.048 An enterprise engaged in oil and gas producing activities 
shall include in a complete set of annual financial statements 
the disclosures specified in paragraphs .050-.059. Those dis
closures may be made w ith in the body of the financial state
ments, in the notes thereto, or in a separate schedule that is 
an integral part of the financial statements.

.049 Disclosure of capitalized costs (paragraph .057) shall 
also be included in a complete set of interim financial statements 
that present financial position, results of operations, and changes 
in financial position in conformity with generally accepted account
ing principles. Disclosures of reserve quantities and of costs in
curred as set forth in paragraphs .050-.056 and .058 and .059 
are not required in such interim financial statements, though 
the Board encourages disclosure in those financial statements 
of information about a major discovery or other favorable or 
adverse event that causes a significant change from the reserve 
data reported in the most recent annual financial statements.

Disclosure of Reserve Quantities

.050 Net quantities of an enterprise’s interests in proved reserves 
and proved developed reserves of (a) crude oil (including con
densate and natural gas liquids) and (b) natural gas shall be re
ported as of the beginning and the end of each year for which 
a complete set of financial statements is presented. “ Net”  quan
tities of reserves include those relating to the enterprise’s operat
ing and nonoperating interests in properties as defined in para
graph .011(a). Quantities of reserves relating to royalty interests 
owned shall be included in “ net”  quantities if the necessary in- 
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fo rm ation  is availab le to  the  en terp rise ; if reserves relating  to  
royalty  in terests ow ned are  n o t included  because the in fo rm ation  
is unavailab le , th a t fact and  the en terp rise’s share  of oil and  gas 
p ro d u ced  for those royalty  in terests shall be repo rted  fo r each 
year fo r w hich a com plete  set of financial s ta tem en ts is presen ted . 
“N e t” quantities shall n o t include reserves re la ting  to  in terests of 
o thers in p roperties ow ned by the  en terp rise .

.051 C h a n g e s  in  th e  n e t q u a n tit ie s  of an  e n te rp r is e ’s p ro v ed  
re se rv e s  of oil a n d  of g a s  d u r in g  each  y e a r  fo r w h ich  a  co m p le te  
set o f financial statem ents is p resented  shall be reported . C hanges 
resu lting  from  each o f the follow ing shall be separa te ly  show n 
w ith ap p ro p ria te  exp lanation  of significant changes:
a. R evisions of previous estim ates. R evisions represen t changes 

in  previous estim ates of p roved  reserves, e ither upw ard  or 
dow nw ard, resulting from  new  in fo rm ation  (excep t fo r an 
increase in p roved  acreage) norm ally  ob ta ined  from  develop
m ent drilling and  p rod uction  h isto ry  o r  resu lting  from  a 
change in econom ic factors.

b. Im proved  recovery. C hanges in  reserve estim ates resu lting  
from  app lication  of im proved recovery  techniques shall be 
separa te ly  show n if significant. I f  n o t significant, such changes 
shall be included  in revisions of previous estim ates.

c. Purchases of m inerals-in-place.

d. E xtensions, discoveries, and o ther additions. A dditions to  an 
en terp rise’s p roved  reserves th a t resu lt from  (i) extension of 
the p roved  acreage of previously discovered (old) reservoirs 
th ro ug h  add itional drilling in periods subsequent to  discovery 
and  (ii) discovery of new  fields w ith p roved  reserves o r  of 
new  reservoirs o f p roved  reserves in o ld  fields.

e. Production.

f. Sales of m inerals-in-place.

.052 I f  an en te rp rise ’s proved reserves o f oil and  gas a re  located 
entirely  w ith in its hom e country , th a t fac t shall be  disclosed. If 
som e o r  all of its reserves are  loca ted  in  fore ign countries, the  
d isclosures of ne t quantities o f reserves of oil and  of gas and  
changes in them  required  by  parag raph s .050 and  .051 shall be 
separa te ly  rep o rted  fo r (a) th e  en terp rise’s hom e coun try  (if 
significant reserves are  loca ted  there) an d  (b) each  fore ign geo
g raph ic  a rea  in  w hich significant reserves are  located . F o re ig n  
geographic areas are  ind iv idual countries o r  g roups of countries 
as app ro p ria te  fo r m eaningful d isclosure in  the  circum stances.

Financial A ccounting and R eporting by O il and Gas
P roducing Com panies

AICPA Professional Standards AC § 6021.052

10,471



10,472 Special Industry Applications

.053 Net quantities disclosed in conformity with paragraphs .050- 

.052 shall not include oil or gas subject to purchase under long
term supply, purchase, or similar agreements and contracts, 
including such agreements with foreign governments or authorities. 
However, quantities of oil or gas subject to such agreements with 
foreign governments or authorities as of the end of each year 
for which a complete set of financial statements is presented, and 
the net quantity of oil or gas received under the agreements during 
each such year, shall be separately disclosed if the enterprise 
participates in the operation of the properties in which the oil or 
gas is located or otherwise serves as the “ producer”  of those 
reserves, as opposed, for example, to being an independent pur
chaser, broker, dealer, or importer.

.054 In determining the reserve quantities to be reported in con
form ity w ith  paragraphs .050-.053:
a. I f  the enterprise issues consolidated financial statements, 100 

percent of the net reserve quantities attributable to the parent 
company and 100 percent of the net reserve quantities attrib
utable to its consolidated subsidiaries (whether or not wholly 
owned) shall be included.

b. I f  the enterprise’s financial statements include investments 
that are proportionately consolidated, the enterprise’s reserve 
quantities shall include its proportionate share of the investee’s 
net oil and gas reserves.

c. I f  the enterprise’s financial statements include investments that 
are accounted for by the equity method, the investee’s net oil
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and gas reserves shall not be included in the disclosures of 
the enterprise’s reserves. However, the enterprise’s (investor’s) 
share of the investee’s net oil and gas reserves shall be separate
ly reported as of the end of each year for which a complete 
set of financial statements is presented.

.055 In reporting reserve quantities and changes in them, oil re
serves (which include condensate and natural gas liquids) shall be 
stated in barrels, and gas reserves in cubic feet. Disclosures of the 
type called for by paragraphs .050-.054 are diagrammed on the 
previous page.

.056 I f  important economic factors or significant uncertainties 
affect particular components of an enterprise’s proved reserves, 
explanation shall be provided. Examples include unusually high 
expected development or lifting costs; the necessity to build a 
major pipeline or other major facilities before production of the 
reserves can begin; or contractual obligations to produce and sell 
a significant portion of reserves at prices that are substantially 
below those at which the oil or gas could otherwise be sold in the 
absence of the contractual obligation.

Disclosure of Capitalized Costs

.057 The aggregate amount of capitalized costs relating to an en
terprise’s oil and gas producing activities (paragraph .011) and the 
aggregate amount of the related accumulated depreciation, de
pletion, amortization, and valuation allowances shall be reported 
as of the end of each period for which financial statements are 
presented. Paragraph 5 of APB Opinion No. 12 [section 
2043.02], “ Omnibus Opinion— 1967,”  requires disclosure of 
“ balances of major classes of depreciable assets, by nature or 
function.”  Thus, separate disclosure of the amount of capi
talized costs for one or more of asset categories (a) to (d) in 
paragraph .011 or for a combination of two or more of those 
categories often may be appropriate.

Disclosure of Costs Incurred in Oil and Gas Producing Activities

.058 The financial statements of an oil and gas producing com
pany shall disclose the amounts of each of the following types of 
costs for each year for which a complete set of financial statements 
is presented (whether those costs are capitalized or charged to ex
pense at the time they are incurred under the provisions of para
graphs .015-.026). As defined in the paragraphs cited, exploration, 
development, and production costs include depreciation of sup
port equipment and facilities used in those activities and do not 
include the expenditures to acquire support equipment and fa-
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cilities. Also, as stated in paragraph .025, production (lifting ) 
costs do not include depreciation, depletion, and amortization 
of capitalized acquisition, exploration, and development costs.
a. Property acquisition costs (paragraph .015).
b. Exploration costs (paragraph .017).
c. Development costs (paragraph .021).
d. Production (lifting ) costs (paragraph .024).

.059 I f  some or all of those costs are incurred in foreign coun
tries, the amounts shall be disclosed separately for each of the 
geographic areas for which reserve quantities are disclosed (para
graph .052).

Accounting for Income Taxes
.060 Some costs incurred in an enterprise’s oil and gas producing 
activities enter into the determination of taxable income and pretax 
accounting income in different periods. A  principal example is 
intangible drilling and development costs, which are deductible in 
determining taxable income when incurred but which, for success
ful exploratory wells and for all development wells, are capitalized 
and amortized for financial accounting purposes under the provi
sions of this Statement. As another example, some geological and 
geophysical costs, which are charged to expense when incurred 
under the provisions of this Statement, are deferred and deducted 
in subsequent periods for income tax purposes.

.061 Comprehensive interperiod income tax allocation by the de
ferred method, as described in APB Opinion No. 11 [section 
4091], “ Accounting for Income Taxes,”  shall be followed by 
oil and gas producing companies for intangible d rilling  and 
development costs and other costs incurred that enter into the 
determination of taxable income and pretax accounting income 
in different periods.

.062 In  applying the comprehensive interperiod income tax allo
cation provision of the preceding paragraph, the possibility that 
statutory depletion in future periods w ill reduce or eliminate the 
amount of income taxes otherwise payable shall not be taken into 
account. That is, the so-called interaction of book/tax timing 
differences with any anticipated future excess of statutory deple
tion allowed as a tax deduction over the amount of cost depletion 
otherwise allowable as a tax deduction shall not be recognized in 
determining the appropriate periodic provision for income taxes. 
Accordingly, the excess of statutory depletion over cost depletion 
for tax purposes shall be accounted for as a permanent difference 
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in the period in which the excess is deducted for income tax pur
poses; it shall not be anticipated by recognizing interaction.

Effective Date and Transition

.063 This Statement shall be effective for financial statements for 
fiscal years beginning after December 15, 1978 and for interim 
periods within those fiscal years. Accounting changes adopted to 
conform to the provisions of this Statement, including changes to 
apply comprehensive interperiod income tax allocation (paragraph 
.061) and to eliminate the recognition of the interaction of book/ 
tax timing differences with the excess of statutory depletion over 
cost depletion for tax purposes (paragraph .062), shall be made 
retroactively by restating the financial statements of prior periods. 
Financial statements for the fiscal year in which this Statement is 
first applied, and for interim periods of that year, shall disclose 
the nature of those accounting changes and their effect on in
come before extraordinary items, net income, and related per 
share amounts for each period restated. The disclosures specified 
by paragraphs .050-.059 shall be included in complete sets of 
financial statements that have been restated pursuant to the 
provisions of this paragraph.

.064 Retroactive application of the provisions of this Statement 
requires the use of estimates and approximations; a provision 
that would not have a significant effect on prior years’ financial 
statements need not be retroactively applied. Further, retroactive 
application of some provisions of this Statement may require 
the use of estimates of a type that the enterprise had not pre
viously made; information that may have become available some 
time after the year being restated may be taken into account in 
making those estimates, except that estimates of quantities of oil 
and gas reserves that had been made in prior years shall not 
currently be revised in retrospect.

The provisions of this Statement need 

not be applied to immaterial items.
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Appendix A

BACKGROUND INFORMATION

.065 Financial accounting and reporting fo r  o il and gas producing 
companies has been debated fo r many years in  the United States 
by the accounting profession, regulatory agencies, industry groups, 
and the companies themselves. The principal focus in  recent years 
has been on the two widely different methods o f accounting fo l
lowed by those companies— the fu ll cost method and the success
fu l efforts method.

.066 In  1964, the American Institu te  o f Certified Public Account
ants commissioned Robert E. Field, a partner of Price W ater- 
house &  Co., to study the various accounting methods used by 
companies in  the extractive industries and to make recommenda
tions fo r consideration by the A IC P A  Accounting Principles Board 
in form ulating a pronouncement. The study was published by the 
A IC P A  in  1969 as Accounting Research Study No. 11, “ F inancial 
Reporting in  the Extractive Industries.”  The recommendations in  
ARS No. 11 essentially supported the successful efforts method 
of accounting.

.067 In  1970, the A P B  asked its Committee on Extractive Indus
tries to (a) study the recommendations in  A RS No. 11 and (b) 
“ determine the appropriate accounting practices w ith  the intent 
of narrowing the different accounting practices in  the extractive 
industries.”  In  m id -1971, the Committee drafted a proposed APB  
Opinion dealing only w ith  determination o f the appropriate cost 
center, on the belief that issues associated w ith  the cost center 
question were at the heart o f the fu ll cost/successful efforts con
troversy. The fu ll APB decided, however, that lim iting  an Opinion  
to the cost center question was inappropriate. The APB directed 
its Committee to prepare a paper containing recommendations on
(a) determination of the cost center, (b) accounting fo r prediscovery 
and postdiscovery costs, (c) disposition o f capitalized costs, and
(d) disclosure o f supplementary inform ation in  financial reports.

.068 The A P B  Committee paper was published in  the fa ll o f 1971 
under the title  “ Accounting and Reporting Practices in  the Petro
leum Industry.”  The paper recommended using the fie ld  as the 
cost center and capitalizing a ll prediscovery and postdiscovery costs 
that could be directly associated w ith  o il and gas reserves, includ
ing reinstatement of the costs o f exploratory dry holes in itia lly  
written off but later determined to be in  a field. The APB sched-
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uled a public hearing fo r November 1971, w ith  the Committee 
paper to serve as the basis fo r the hearing.

.069 W h ile  the A P B  Committee was deliberating and preparing  
its paper, the Federal Power Commission was studying the ac
counting practices o f natural gas producing companies subject to  its  
jurisdiction. In  October 1970, the F P C  issued a proposal to re
quire application o f the fu ll cost concept in  FPC  filings by natural 
gas companies. D uring  the fo llow ing thirteen months, the FPC  
weighed arguments fo r and against its proposal, including a re
quest from  the APB that the FPC delay final action un til an APB  
Opinion could be issued. On November 5, 1971, the FPC issued 
Order No. 440 adopting the fu ll cost method fo r m ineral leases 
acquired after October 6, 1969 w ith  each country as a cost center. 
Petitions fo r rehearing, which were filed on December 5, 1971, 
were denied by the FPC in Order No. 440-A  issued January 5, 
1972.

.070 The A P B ’s public hearing was held on November 22 and 23, 
1971. A t the hearing, the recommendations in  the APB Com
mittee paper were opposed not only by advocates of the fu ll cost 
method, who viewed the proposal to use the field as the cost center 
as effectively banning the fu ll cost concept, but also by many 
advocates o f successful efforts accounting, who disagreed w ith  vari
ous aspects of the recommendations including, among other things, 
the capitalization o f the costs o f development dry holes and those 
exploratory dry holes determined to be in  a field. A fte r the hear
ing, the APB Committee on Extractive Industries continued to 
w ork on a proposed Opinion. The testimony given at that public 
hearing and the w ritten submissions to the APB have been studied 
by the FASB.

.071 O n July 1 ,  1973, the F A S B  succeeded the A P B  as the private  
sector accounting standards-setting body. The APB Committee 
prepared fo r the FASB a detailed report on its activities entitled 
“ Accounting and Reporting Practices in  the O il and Gas Indus
try .”  That report is reprinted as an appendix to the FASB Dis
cussion Memorandum on the project.

.072 In  January 1973, a group o f o il and gas producing com
panies that use the fu ll cost method formed the A d  Hoc Com
mittee (Petroleum Companies) on F u ll Cost Accounting. That 
Committee commissioned a research study by John H . Myers, 
Professor o f Accounting at Indiana University. The study, entitled  
F u ll Cost vs. Successful Efforts in  Petroleum Accounting: An
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Em pirical Approach, was published in  1974. D r. Myers simulated 
the results o f accounting fo r various types o f transactions under 
each o f the two methods and concluded that fu ll cost accounting 
together w ith  disclosure o f data on o il and gas reserves better 
serves the needs o f users of financial statements.

.073 In  1975, Congress substantially reduced or eliminated the 
percentage depletion deduction fo r many o il and gas producing 
companies, which led to the issuance in  October 1975 of FASB  
Statement No. 9 [section 4097].

.074 The F A S B  did not place accounting and reporting in  the 
extractive industries on its in itia l technical agenda in  1973, but the 
foreign o il embargo o f that year and the resulting substantial in 
creases in  w orld  o il prices aroused great interest in  the o il and gas 
industry on the part o f both the Am erican public and the federal 
government. W ith  other energy legislation enacted or under active 
consideration by Congress, the FASB decided that accounting by 
o il and gas producing companies should receive high priority. In  
October 1975, i t  added to its technical agenda a project entitled 
“ F inancial Accounting and Reporting in  the Extractive Indus
tries.”

.075 In  December 1975, President Gerald R. Ford  signed Public 
Law 94-163, the Energy Policy and Conservation A c t [42 U.S. 
Code, Sec. 6383]. T itle  V , Section 503 o f the A c t empowers the 
Securities and Exchange Commission either:

to prescribe rules applicable to persons engaged in the production 
of crude oil or natural gas, or make effective by recognition, or 
by other appropriate means indicating a determination to rely 
on, accounting practices developed by the Financial Accounting 
Standards Board, i f  the Securities and Exchange Commission is 
assured that such practice w ill be observed by persons engaged 
in the production of crude oil or natural gas to the same extent 
as would result i f  the Securities and Exchange Commission had 
prescribed such practices by rule.

.076 The effect o f Section 503 is to require that the contemplated 
accounting practices be developed by December 22, 1977 (24  
months after the A c t was signed in to  law) fo r a ll persons engaged 
either exclusively or partia lly  in  the production o f crude o il or 
natural gas in  the United States. The A c t requires the SEC to 
provide an opportunity fo r interested persons to submit w ritten  
comments on whether the Commission should recognize or other
wise rely on the standards developed by the FASB. That comment 
period can be after December 22, 1977.
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.077 The A ct fu rthe r provides that the SEC shall assure that the 
accounting practices developed pursuant to Section 503 w ill, to 
the greatest extent practicable, perm it the compilation o f a 
national energy data base consisting o f the fo llow ing data with 
domestic and foreign operations treated separately:

(1) The separate calculation of capital, revenue, and operating 
cost information pertaining to—

(A ) prospecting,
(B ) acquisition,
(C) exploration,
(D ) development, and
(E) production,

including geological and geophysical costs, carrying costs, un
successful exploratory drilling costs, intangible drilling and 
development costs on productive wells, the cost of unsuccessful 
development wells, and the cost of acquiring oil and gas reserves 
by means other than development. Any such calculation shall 
take into account disposition o f capitalized costs, contractual 
arrangements involving special conveyance of rights and joint 
operations, differences between book and tax income, and prices 
used in the transfer of products or other assets from one person 
to any other person, including a person controlled by, control
ling, or under common control with such person.
(2) The fu ll presentation of the financial information of per
sons engaged in the production of crude oil or natural gas, 
including—

(A ) disclosure of reserves and operating activities, both 
domestic and foreign, to facilitate evaluation of 
financial effort and result; and

(B) classification of financial information by function to 
facilitate correlation with reserve and operating 
statistics, both domestic and foreign.

(3) Such other information, projections, and relationships of 
collected data as shall be necessary to facilitate the compilation 
o f such data base.

.078 The Board is issuing this Statement under its authority, 
which exists entirely apart from  the Act, and also to assist the SEC  
in carrying out its  obligations as contemplated by Congress un
der the A c t as w e ll as under the federal securities laws.

.079 The F A S B  appointed a task force o f 18 persons in  Decem
ber 1975 to counsel the Board in  preparing a Discussion Memoran
dum ana lyz ing  issues related to  the pro ject. Members of the task  
force came from  the o il and gas indus try , petro leum  geology  
and engineering, o ther extractive  industries, pub lic  accounting, 
banking, securities u nd e rw riting , and academe. Professor 
Horace R. B rock o f N o rth  Texas State U n iv e rs ity  was engaged 
by the Board to serve as chairman o f the task force and consult-
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ant to the Board during the preparation of the Discussion 
Memorandum. M eetings of the task force were attended by 
observers from the following federal agencies and Congres
sional com m ittee:
a. Cost Accounting Standards Board.

b. Federal Energy Adm inistration.

c. Federal Power Commission.

d. Securities and Exchange Commission.

e. Oversight and Investigations Subcommittee of the Committee 
on Interstate and Foreign Commerce, United States House of 
Representatives.

f. United States General Accounting Office.

.080 The task force held its  in itia l meeting in January 1976. 
Three additional meetings were held during that year. Much of the 
work of the task force was accomplished by correspondence, with 
task force members providing the Board with a significant amount 
of input concerning the accounting and reporting issues that they 
believed should be addressed in  this project. Drafts of all sections 
of the Discussion Memorandum were sent to task force members 
and observers fo r w ritten comment. A lthough the chairman o f the 
task force and members o f the staff o f the FASB assumed primary 
responsibility fo r drafting the Discussion Memorandum, some sec
tions were in itia lly  drafted by task force members expert on the 
particular matter being discussed.

.081 In February 1976, the FA SB  concluded, on the basis of a 
task force recommendation, that the Discussion Memorandum  
should not be restricted to only the o il and gas industry, but should 
cover accounting and reporting issues relevant to companies en
gaged in  the search fo r and production o f a ll wasting (nonregener
ative) natural resources. That recommendation was not unani
mously supported by the task force. Some members believed that it 
would be preferable to focus in itia lly  on the o il and gas industry, as 
the APB Committee on Extractive Industries had done. Those 
members were also concerned that broadening the study could b lu r 
im portant distinctions between o il and gas companies and other 
extractive industries. The FASB, in  accepting the recommenda
tion o f a m ajority o f the task force members, concluded that ap
parent similarities o f operations among extractive industries war
ranted the inclusion o f a ll such industries in  the scope o f the 
Discussion Memorandum. The Board noted in  the Discussion
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Memorandum, however, that inclusion of a ll extractive industries 
w ith in  the scope of the project at that stage did not mean that 
the Board intended to issue a single Statement covering all o f 
those industries.

.082 On March 23, 1976, the SEC issued Accounting Series Re
lease No. 190 amending Regulation S-X to require companies 
that meet specified size tests to disclose certain replacement cost 
data relating to “ inventories”  and “ productive capacity”  in  finan
cial statements filed w ith  the Commission fo r fiscal years ending 
on or after December 25, 1976. In  that Release, the SEC delayed 
fo r one year the effective date o f the required replacement cost 
disclosures fo r “ m ineral resource assets.”  SEC Staff Accounting 
Bulletin No. 10 defines m ineral resource assets as “ those costs 
shown on the balance sheet representing assets which are directly  
associated w ith  and which derive value from  m ineral reserves.”
In  June 1977, the American Petroleum Institute published and 
submitted to the SEC a study by Professors Glenn A . Welsch and 
Edward B. Deakin, o f the University o f Texas at Austin, entitled 
Measuring and Reporting the “Replacement”  Cost of Oil and Gas 
Reserves. In  transm itting the study to the SEC, the A P I stated its 
view that “ the concept o f replacement cost as envisioned in  ASR  
190 is not applicable to o il and gas reserves”  and urged the SEC 
to “ permanently exempt o il and gas reserves from  replacement 
cost disclosure.”

.083 O n M ay  12, 1976, the SEC issued Securities Act Release 
No. 5706, which requires th a t in fo rm a tion  re la ting  to  o il and 
gas properties, reserves, and production be disclosed in  regis
tra tio n  statements, p roxy statements, and reports filed w ith  the 
Commission.

.084 In  preparing the D iscussion M em orandum , the task force 
and the Board considered many research studies and other publica
tions in  addition to ARS No. 11 and the study by D r. Myers, 
including the proceedings o f the A P B ’s public hearing and studies 
o f accounting and reporting practices in  the extractive industries 
by public accounting firms and industry associations. A pprox i
mately 100 recent (generally post-1968) publications on account
ing and reporting in  the extractive industries were reviewed by the 
FASB staff; a bibliography is included as an appendix to the 
Discussion Memorandum. Copies o f those publications are in  
the FASB library.

.085 The Board issued the Discussion Memorandum on Decem
ber 23, 1976 w ith  w ritte n  comments due by M arch 7, 1977. In
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response to the Discussion Memorandum, the Board received 140 
position papers, letters of comment, and outlines (totalling ap
proximately 2,600 pages), copies of which have been available 
fo r inspection at the Board’s offices since M arch 14, 1977 and are 
available fo r purchase. Copies were made available to each o f the 
observer groups identified  in  paragraph .079.

.086 On January 31, 1977, in  Securities A c t Release No. 5801, 
the SEC called attention to publication o f the FASB Discussion 
Memorandum and encouraged interested parties to obtain and 
comment on the Memorandum and to participate in the FASB  
public hearing. The Release states that “ the Commission, con
sistent w ith  its policy most recently expressed in Accounting Series 
Release No. 150, contemplates that the Financial Accounting  
Standards Board (FASB) w ill be provid ing the leadership in  estab
lishing financial accounting principles and standards fo r producers 
o f o il and gas.”  A  part o f one of the chapters in  the Discussion 
Memorandum was prepared by the staff o f the SEC. I t  considers 
matters relating to the SEC’s responsibilities regarding the national 
energy data base.

.087 The Board held a public hearing on the subject on March  
30 and 31 and A p r il 1 and 4, 1977. Thirty-n ine presentations 
were made at the hearing. A  transcript o f the hearing (nearly
1,000 pages in length) is available fo r inspection or purchase.
Copies were made available to each o f the observer groups identi
fied in  paragraph .079.

.088 Seven days o f concentrated preparatory sessions were held 
by the Board p rio r to deliberations on the issues. Those sessions 
were devoted to detailed examination o f (a) the nature o f acquisi
tion, exploration, development, and production activities in  the o il 
and gas industry; (b) the features and variations o f the fu ll cost 
method, the successful efforts method, discovery value accounting, 
and current value accounting; (c) reserve definitions and measure
ment; (d) reserve valuation; and (e) m ineral property conveyances 
and contracts. Outside experts were invited to make presentations 
or otherwise assist the Board’s staff in  conducting the sessions.
Those experts, eight o f whom were task force members, included 
petroleum engineers and geologists, public accountants, corporate 
executives from  the o il and gas industry, and academicians.

.089 Subsequent to issuance o f the Discussion Memorandum, the 
Board and its staff have maintained close contact w ith  representa
tives o f the SEC who, in  turn, have been in  contact w ith  the other 
government agencies concerned w ith  implementing the Energy 
Policy and Conservation A c t and other federal energy legislation,
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with the m utual objective o f keeping a ll parties informed o f the 
others’ activities regarding accounting and reporting by o il and 
gas producing companies. That close contact has continued after 
issuance o f the FASB’s Exposure D raft.

.090 In addition to the Discussion Memorandum and the research 
studies and other publications mentioned earlier in paragraph .084, 
two other research efforts were undertaken at the Board’s request 
during its deliberations on the Exposure D raft:

a. Academic consultants conducted interviews to ascertain how 
investment and credit decisions regarding o il and gas produc
ing companies are reached. The 24 interviewees included 
loan officers o f large and small banks that make loans to large 
and small o il and gas companies, bank trust department o f
ficers, institu tiona l securities underwriters fo r both large and 
small companies, securities analysts, and an officer o f a bond 
rating agency. The selection of interviewees from  both the 
Northeast and the Southwest was designed to include organiza
tions that invest or recommend investments in  small as well 
as large companies. W hile the lim ited number o f interviews 
did not provide conclusive evidence, the m ajority o f inter
viewees indicated that the method of accounting would not 
affect their investment and credit decisions regarding o il and 
gas producing companies. The key factor in  the decisions 
of a number o f interviewees was their own valuations o f o il 
and gas reserves and other assets; others relied heavily on cash 
flow  data rather than earnings; still others took into consid
eration the method of accounting when evaluating earnings. 
Several interviewees believed that reduced earnings from  ac
counting changes probably affected some investors and thus 
could adversely affect some stock prices.

b. A study was made of how FASB Statement No. 9 [section 
4097] was applied in practice. The study found no relation
ship between the w ay that Statem ent was applied and the 
method of accounting employed or company size.

.091 On June 20, 1977, the SEC issued Securities Act Release 
No. 5837 soliciting comments in connection with the Commission’s 
responsibilities under the Energy Policy and Conservation Act to 
assure the development and observance of accounting practices to 
be followed by U.S. producers of crude oil and natural gas. That 
Release not only raised questions relating to the reporting of finan

 cial and operating data to the Federal Energy Administrator but 
also solicited comments about the extent to which that data should 
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be “ included in  filings w ith  the Commission in a manner which 
would require independent public accountants reporting on regis
trants’ financial statements to be associated w ith the data."  The 
Release indicated that “ the Commission recognizes that the FASB  
is considering fo r inclusion in  its proposed standard the disclosure 
o f functional financial data and inform ation on o il and gas reserves. 
The Commission w ill be cognizant o f the FASB’s conclusions in 
this area and w ill attempt to coordinate the reporting requirements 
pursuant to the A c t and any revisions proposed to the disclosure 
requirements under the Securities Acts w ith  the disclosures re
quired in financial statements by the FASB. Reporting pursuant 
to the A c t and any changes to the Commission’s disclosure rules 
may encompass matters . . .  in  addition to or in greater detail 
than those required by the FASB.”

.092 The Board issued an Exposure D ra ft o f a proposed State
ment on “ F inancia l Accounting and R eporting  by O il and Gas 
Producing Companies”  on Ju ly 15, 1977. I t  received letters o f 
comment on the Exposure D ra ft from  195 respondents (to ta lling  
approximately 1,300 pages). Copies o f the letters were made 
available to  each o f the observer groups identified in  paragraph 
.079.

.093 A fte r  the Exposure D ra ft was issued, tw o  add itiona l re
search studies were conducted at the Board’s request:

a. A  research consultant, w ith  assistance from  the FASB staff, 
studied the effect o f the Exposure D ra ft on the market prices 
o f common stock issued by both fu ll cost and successful 
efforts o il and gas producing companies. The research was 
conducted by Professor Thomas R. Dyckman of Cornell U n i
versity, using data part o f which was supplied by the FASB  
staff. Two research methodologies were employed. The first 
required two samples of equal size and was applied to com
panies that derive more than 50 percent o f their revenue 
from  exploration and production activities. The market prices 
o f common shares issued by 22 fu ll cost companies and 22 
successful efforts companies were studied fo r the 11 weeks 
before and the 11 weeks after the Exposure D ra ft was issued. 
The study did not find statistically significant evidence that 
issuance of the Exposure D ra ft affected the market prices of 
securities issued by the fu ll cost companies as compared to 
those o f the successful efforts companies— except fo r some 
possible effect on the fu ll cost companies during the week 
preceding and the week of issuance of the Exposure D raft, 
but the market soon adjusted, and evidence o f a permanent 
or lingering effect was not found. The second methodology
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employed different underlying statistical procedures and was 
applied to broader samples. Those samples were not lim ited  
to companies engaged prim arily in exploration and production  
but were lim ited to o il and gas companies w ith  annual rev
enues less than $1 b illion  each. The samples included 65 fu ll 
cost companies and 40 successful efforts companies. Again, 
the evidence did not support the hypothesis that the prices of 
shares issued by fu ll cost companies were adversely affected, 
other than fo r a very brie f period, by issuance o f the Exposure 
D raft. Both Professor Dyckman and the Board recognize that 
statistical testing may not necessarily be conclusive. Follow ing  
issuance o f this Statement, the Board w ill undertake a sim ilar 
study w ith  respect to whether this Statement adversely affects 
the market prices of securities o f o il and gas producing com
panies that heretofore had been using the fu ll cost method as 
compared to those that had been using the successful efforts 
method.

b. The Board commissioned a telephone interview survey o f 
senior executive officers of 27 relatively small and medium  
sized, public ly traded, successful efforts o il and gas producing 
companies (w ith annual revenues ranging from  $1 m illion  to 
$441 m illion, average $68 m illion). No large integrated o il 
and gas companies were included. The study was conducted 
under the direction of Professor Horace R. Brock o f North  
Texas State University. The purpose o f the survey was to 
ascertain whether, in the judgment o f those corporate officers, 
the use of the successful efforts method o f accounting has had 
any negative effect on the ability o f their companies to  raise 
the capital necessary to finance their exploration and produc
tion activities. M ost of the surveyed companies have raised 
capital externally during the past 10 years from  one or more 
of the fo llow ing sources: public issue o f debt securities, public 
issue o f equity securities, private placement o f securities, spe
cial conveyances, borrow ing from  a local bank, international 
bank, o r insurance company, and sale o f participations in 
ind ividual projects. None o f the executive officers surveyed 
indicated that the company’s use o f successful efforts account
ing had hindered its ab ility  to raise capital. Four o f the officers 
did indicate an uncertainty as to whether their continued use 
of the successful efforts method would affect their ability to 
raise capital in  the future.

.094 On August 31, 1977, the SEC issued Securities A c t Release
No. 5861 proposing to amend the Commission’s regulations to
incorporate therein the accounting standards set fo rth  in  the FASB  
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Exposure D raft. The Commission stated that the reason fo r the 
proposal is to place the Commission in a position to adopt by 
December 22, 1977 financial accounting and reporting standards 
fo r o il and gas producing activities in the unlikely event that the 
FASB has not adopted final standards by that date. The Release 
states that the proposed standards would be applicable to both 
(1) persons filing  reports w ith  the Department o f Energy and (2) 
filings w ith  the Commission under federal securities laws. The 
Commission stated that it  proposed the rules pursuant to its 
authority under the Energy Policy and Conservation Act and 
the federal securities laws. The Release deals only w ith account
ing standards and does not address disclosure matters.

.095 O n October 26, 1977, the SEC issued two Releases dealing 
with disclosures by o il and gas producing companies. The first 
Release, Securities Act Release No. 5877, proposes to amend the 
Commission’s regulations to provide fo r disclosure in financial 
statements of certain operating and financial data relating to o il 
and gas producing activities. L ike  the proposal mentioned in the 
preceding paragraph, the disclosure standards proposed in this 
Release would apply both to (1) filings w ith  the Commission pur
suant to federal securities laws and (2) reports filed w ith  the De
partment of Energy pursuant to the Energy Policy and Conserva
tion Act. The SEC’s proposed disclosures are generally the same 
as those proposed in the FASB Exposure D raft.

.096 The second SEC Release o f October 26, 1977, Securities Act 
Release No. 5878, deals w ith  replacement cost disclosures for 
mineral resource assets. The Release proposes (1) to rescind the 
requirement adopted in ASR No. 190 fo r certain registrants to dis
close replacement cost inform ation about their mineral resource as
sets employed in  o il and gas producing activities (see paragraph 
.082 o f this Statement) and (2 ) to require, instead, that regis
trants w ith  mineral resource assets employed in  o il and gas produc
ing activities disclose in form ation  based on the present value o f 
fu tu re  net revenues from  estimated production  of proved o il 
and gas reserves. The Release points ou t th a t “ the proposed 
disclosures cannot be described as replacement cost in fo rm a 
tio n  ; however, they w ou ld  provide in fo rm a tion  on the d iffe r
ences between the h is to rica l costs associated w ith  proved o il 
and gas reserves shown in  the financia l statements and the  
fu tu re  net revenues to  be derived from  these reserves.”  T ha t 
proposal w ou ld  be effective in  filings  covering fiscal years end-
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in g  on or a fte r December 25, 1978. Comments on the proposal 
are to  be subm itted to  the Com m ission by M arch  31, 1978.
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Appendix B

BASIS FOR CONCLUSIONS

.097 This Appendix discusses factors deemed significant by mem
bers o f the Board in reaching the conclusions in this Statement, 
including alternatives considered and reasons fo r accepting some 
and rejecting others.

Scope

.098 Although the Discussion Memorandum fo r this project an
alyzed issues and solicited comments on accounting and reporting  
by companies in  a ll extractive industries, this Statement applies 
only to the o il and gas producing industry as had been proposed in 
the Exposure Draft. Some respondents to the Discussion M em o
randum and the Exposure D ra ft said that the m ining industries are 
sufficiently different from  the o il and gas industry to warrant 
separate pronouncements. For instance, some said that in  the 
mining industries the principal emphasis is on the development and 
operation o f existing mines and known deposits whereas in  the o il 
and gas industry the principal emphasis is on the search fo r new 
mineral deposits. Also, some respondents said that m ining opera
tions involve substantially lower exploration and acquisition costs 
and substantially higher development and production costs relative 
to the o il and gas industry, which, they claimed, is characterized by 
high finding costs and a high proportion o f unsuccessful search 
activities. In  the view o f those respondents, discovery is the 
critica l event leading to the production o f o il and gas whereas 
development and extraction  are the critica l events fo r most other 
minerals. M any who favored separating the o il and gas industry 
from  other extractive industries pointed out also that the fu ll cost 
versus successful efforts controversy has little  significance in  the 
mining industry while it  is the prim ary issue fo r the o il and gas 
industry. S till others noted that there is greater un ifo rm ity  in  cur
rent accounting practices w ith in  the m ining industries than w ithin  
the o il and gas industry. Thus, they took the position that cur
rent generally accepted accounting principles are adequate fo r the 
mining industries and do not require the attention o f the FASB at 
this time. The Board has not yet examined in depth those and 
other claimed dissimilarities between the o il and gas industry and 
other extractive industries; nor has it  decided whether there is a 
need to address the other extractive industries in a separate pro
nouncement.

Financial Accounting and Reporting by O il and Gas 10 ,4 9 1
Producing Companies

A IC P A  Professional Standards AC § 6021.098



10,492 Special Industry Applications

.099 In  response to questions raised in letters o f comment on the 
Exposure D ra ft, paragraph .007 indicates tha t th is Statem ent 
does not deal w ith  accounting fo r in terest costs because tha t 
m atter is being addressed in  another Board agenda pro ject.

The Four Basic A ccoun ting  A lternatives

.100 Four basic methods of accounting fo r a company’s o il and 
gas producing activities were considered by the Board:

a. F u ll costing.

b. Successful efforts costing.

c. Discovery value accounting.

d. Current value accounting.

The p rinc ipa l features o f each of those fou r methods, and v a ri
ations w ith in  each method, are described in  paragraphs .104-.127.

.101 Both fu ll costing and successful efforts costing have been 
considered as conforming to generally accepted accounting p rin 
ciples, and both, in  various forms, are widely used today. D is
covery value accounting and current value accounting are both 
proposals that are not presently followed by o il and gas producing 
companies or by other companies (except in a few specialized 
industries and then only fo r certain assets w ith  readily determin
able market prices) in preparing their financial statements. The 
fu ll costing method came into use around 1960 and only since the 
late 1960s has become widely used. A  1973 survey o f nearly 300 
o il and gas companies found that roughly half used fu ll cost ac
counting and half used successful efforts costing.6 A  1972 survey 
showed that companies employing the successful efforts method 
account fo r approximately 87 percent o f U.S. o il and gas produc
tion, indicating that fu ll costing has been adopted by relatively 
more small and medium sized companies than large companies.6 7 
Testimony given at the Board’s public hearing by a spokesperson 
fo r an association o f independent petroleum producers indicated

6 Ginsburg, Feldman and Bress, Attorneys for Ad Hoc Committee (Petroleum 
Companies), Comments of the Ad Hoc Committee (Petroleum Companies) 
on Full Cost Accounting, File No. S7-464, presented to the Securities and 
Exchange Commission, 14 March 1973, p. 31.
7 Porter, Stanley P., “Full Cost”  Accounting: The Problem It  Poses fo r the 
Extractive Industries (New York: Arthur Young & Company, 1972), p. 6.
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that many independent o il and gas companies fo llow  federal 
income tax accounting practices in  preparing their financial state
ments; income tax accounting is a variation of successful efforts 
accounting.

Basic Differences between Full Costing and Successful Efforts Costing

.102 The principal difference between fu ll costing and successful 
efforts costing concerns costs that cannot be directly related to 
the discovery of specific o il and gas reserves. Under fu ll costing 
those costs are carried forward to future periods as costs of o il and 
gas reserves generally; under successful efforts costing those 
costs are charged to expense. F u ll costing regards the costs o f un
successful acquisition and exploration activities as necessary fo r the 
discovery of reserves. A l l  o f those costs are incurred w ith the 
knowledge that many of a company’s prospects w ill not result d i
rectly in  the discovery o f reserves. However, the company expects 
that the benefits obtained from  those prospects that do prove suc
cessful together w ith  the benefits from  past discoveries w ill be ade
quate to recover the costs o f all activities, both successful and 
unsuccessful, and w ill result in an ultimate profit. Thus, all costs 
incurred in  o il and gas producing activities are regarded as integral 
to the acquisition, discovery, and development o f whatever reserves 
ultim ately result from  the efforts as a whole, and are thus associated 
with the company’s reserves. Establishing a direct cause-and- 
effect relationship between costs incurred and specific reserves 
discovered is not relevant to fu ll costing. Under successful efforts 
costing, however, except fo r acquisition costs of properties, a 
direct relationship between costs incurred and specific reserves 
discovered is required before costs are identified w ith assets; costs 
o f acquisition and exploration activities that are known not to have 
resulted in  the discovery o f reserves are charged to expense.

.103 A lthough many variations exist w ith in  the successful efforts 
method, two principal approaches can be identified. One approach 
relies on an “ area-of-interest”  (or “ project”  or “ prospect” ) as 
a cost center because the o il and gas reserves in  that area-of- 
interest are deemed to represent the asset fo r which cost is de
termined. Under that approach, a ll costs incurred w ith in  that 
cost center are capitalized; i f  the area-of-interest is abandoned, 
the costs are charged to expense; i f  the area-of-interest proves 
successful, the capitalized costs are amortized as the reserves are 
produced. The second approach does not rely on a cost center fo r 
capitalization purposes; the accounting treatment is determined by 
the nature of the costs at the time they are incurred. This approach 
does not assign costs to o il and gas reserves un til they are extracted; 
prio r to then, this approach regards properties, wells, equipment,
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and facilities as the assets to which costs relate. Under one variation  
of this approach, all exploratory costs are charged to expense 
when incurred, but the cost o f an exploratory well is later capital
ized by reinstatement if  the well is successful. Under the other 
variation, all exploration costs except the costs of exploratory 
wells are charged to expense when incurred; the costs of explora
tory wells are capitalized as “ construction-in-progress”  when in 
curred, to be expensed later i f  the well is determined to be unsuc
cessful.

Principal Features of Full Costing

.104 Under the fu ll cost concept, all costs incurred in acquiring, 
exploring, and developing properties w ith in  a relatively large 
geopolitical (as opposed to geological) cost center (such as a 
country) are capitalized when incurred and are amortized as 
mineral reserves in the cost center are produced, subject to a 
lim ita tion  that the capitalized costs not exceed the value o f those 
reserves.

.105 M any variations o f the fu ll cost method exist, one o f which  
is in the selection o f the cost center. Under the broadest concept 
of fu ll costing, all acquisition, exploration, and development costs 
wherever and whenever incurred are capitalized and amortized on 
a pro rata basis over the production o f all o f the company’s oil 
and gas reserves wherever and whenever discovered, subject to 
the aforementioned lim ita tion. This approach is referred to as 
using a company-wide cost center. M ost companies that use fu ll 
costing, however, adopt a country or a continent as the cost 
center.

.106 I f  fu ll costing is applied on a less-than-company-wide basis, 
the lim ita tion (sometimes called a ceiling) on capitalized costs 
generally is applied separately to each cost center, though some
times the comparison o f unamortized capitalized costs and reserve 
values is made on the basis o f groups o f cost centers or on a 
company-wide basis. Variations also exist in  the categories o f 
reserves used in computing the lim ita tion  and in  the methods of 
valuing those reserves.

.107 Under the fu ll cost concept, acquisition, exploration, and 
development costs are sometimes included in the pool o f capi
talized costs associated w ith  a cost center when incurred, so that 
i f  the cost center is producing, those costs are subject to amortiza
tion at once. In  some cases, however, certain significant costs, 
such as those associated w ith  offshore U.S. operations, are de-
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ferred separately w ithout amortization un til the specific property 
to which they relate is found to be either productive or nonproduc
tive, at which time those deferred costs and any reserves a ttribut
able to the property are included in  the computation of amortization  
in the cost center.

.108 A lthough most proponents of fu ll costing indicate that the 
reserve value lim ita tion  is an essential condition fo r use of that 
method, preproduction costs incurred in  a nonproducing cost center 
( fo r example, a country or continent in  which the company has 
only recently begun its first exploration activity) are sometimes 
capitalized w ithout regard to a lim ita tion  o r ceiling test, based 
on the expectation that reserves w ill be discovered in  the future  
sufficient to assure recovery o f the capitalized costs.

.109 Under fu ll costing and in  many cases under successful ef
forts costing ( if  the amortization base comprises a number of 
properties), the unamortized costs relating to a property that is 
surrendered, abandoned, or otherwise disposed o f are accounted 
fo r as an adjustment o f accumulated amortization, rather than 
as a gain or loss that enters into the determination o f net income, 
until a ll o f the properties constituting the amortization base are 
disposed of, at which point gain o r loss is recognized. Under fu ll 
costing, the amortization base is norm ally a very large cost center 
— country or continent— whereas under successful efforts costing 
it  is usually either ind ividual properties or groups of properties 
with a common geological structural feature or stratigraphic 
condition. Therefore, recognition o f gain or loss on abandon
ment o f properties is more like ly  to be delayed under fu ll costing 
than under successful efforts costing, although some proponents 
o f fu ll costing would recognize certain unusual or significant 
losses even before activities in  an entire country o r continent 
are discontinued.

.110 Variations w ith in  both the fu ll cost method and the success
fu l efforts method exist in  (a) the categories of reserves used 
in computing amortization, (b) whether future development costs 
are anticipated i f  capitalized acquisition, exploration, o r develop
ment costs are amortized on the basis o f all proved reserves,
(c) the extent to which properties are aggregated fo r amortization 
purposes, (d) the bases fo r determ ining amortization rates i f  o il 
and gas are jo in tly  produced, (e) the categories o f reserves and 
methods o f valuation used in  computing a lim ita tion  on capi
talized costs, and (f) allocation of overhead.
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Principal Features of Successful Efforts Costing

.111 Under successful efforts costing, except fo r acquisition 
costs o f properties, a direct relationship between costs incurred and 
specific reserves discovered is required before costs are identified 
with assets. A n  acquired property is regarded as an asset 
un til either a determination is made that it  does not contain o il and 
gas reserves or the property is surrendered. Capitalized costs 
relating to producing properties are amortized as the reserves 
underlying those properties are produced.

.112 M any variations o f successful efforts accounting exist. As 
noted in  paragraph .103, a conceptual difference centers around 
the role o f the cost center— whether a cost center is needed fo r 
cost capitalization purposes or only to compute amortization. F or 
example, some proponents o f successful efforts accounting would 
capitalize a ll geological and geophysical costs and, possibly, all 
carrying costs relating to a cost center, such as an area-of-interest, 
on grounds that any m ineral reserves in the cost center represent 
the asset w ith  which the costs are associated. I f  m ineral reserves 
are found in  that area-of-interest, those capitalized costs are car
ried forward as the costs of those reserves; otherwise, they are 
charged to expense. Those proponents o f successful efforts thus 
rely in  part on the concept o f a cost center fo r the capita lize/ 
expense decision. Others who favor successful efforts accounting 
would use a cost center, such as a field o r a lease, only fo r pur
poses o f amortizing costs. They would let the nature o f the cost 
govern the capitalize/expense decision. F or example, they might 
charge all G&G costs and all carrying costs to expense, based on 
the belief that such costs result in no identifiable future benefits, 
but they would capitalize all lease bonus expenditures on the basis 
that an asset (the right to explore fo r and extract o il and gas) has 
been acquired.

.113 W ith  respect to property acquisition costs, relatively m inor 
variations exist w ith in  the successful efforts method concerning 
the extent to which such items as brokers’ fees, recording fees, 
legal costs, other direct costs, and allocations of indirect costs 
are considered acquisition costs. Those m inor variations aside, 
virtua lly  a ll advocates o f successful efforts accounting capitalize 
all property acquisition costs when incurred, though different 
accounting methods are used to dispose of those costs subsequent 
to capitalization.

.114 Under successful efforts accounting, different methods are 
sometimes used to account fo r preacquisition and postacquisition
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geological and geophysical costs. W ith  respect to preacquisition 
G&G, some expense a ll such costs when incurred; others capi
talize preacquisition G&G to the extent that those costs can be 
related to acquired properties and expense all other such costs.
Some fo llow  a practice of reinstating costs charged to expense 
in  a p rio r period based on events and experience in  subsequent 
periods. Others do not. W ith  respect to postacquisition G&G, 
alternatives include (a) capitalize all postacquisition G&G as part 
of the cost o f the acquired properties to which the G&G costs 
relate; (b) charge it  a ll to expense when incurred; and (c) charge 
it  a ll to expense when incurred but reinstate those costs that 
relate to reserves that are found. Some persons would capitalize 
only post discovery G&G while expensing when incurred all other 
postacquisition G&G as well as the preacquisition G&G.

.115 A t least two variations can be identified in  accounting fo r 
the costs o f carrying undeveloped properties (delay rentals, ad 
valorem  taxes, etc.) under successful efforts accounting: (a) charge 
all to expense as incurred and (b) charge to expense as incurred 
but reinstate i f  subsequently associable w ith  an area-of-interest 
in  which reserves are found.

.116 Some proponents o f the successful efforts method defer all 
exploratory d rilling  costs as “ construction-in-progress”  fo r a period  
of time un til a determination has been made whether reserves 
have been found, at which time the costs o f dry holes are charged 
to expense. Others expense a ll exploratory d rilling  costs as in 
curred but reinstate costs relating to any reserves that are discov
ered. The costs o f d rilling  a stratigraphic test well, which is drilled  
solely to  obtain geological inform ation and is not customarily in 
tended to be completed as a producing well, are sometimes 
charged to expense when incurred; alternatively, those costs are 
sometimes capitalized to the extent that reserves are found (even 
though the well is not intended to be used to produce those 
reserves), w ith  the costs o f such wells that d id  not find reserves 
charged to expense when that determ ination is made.

.117 The principal alternative w ith  respect to accounting fo r 
development costs w ith in  a successful efforts framework concerns 
the treatment o f development dry holes. Some proponents of 
successful efforts accounting capitalize the costs o f d rilling  unsuc
cessful development wells on grounds that those costs were in 
curred as part o f the capital investment required to extract re
serves that were previously discovered. On the other hand, many
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successful efforts proponents take the position that those costs 
should be charged to expense on the basis that any dry hole, 
whether exploratory or development, has no future benefit. W ith  
respect to other development costs, some companies capitalize all 
while other companies— principally the smaller and closely held 
companies— fo llow  the income tax accounting treatment under 
which intangible development costs are charged to expense as 
incurred.

.118 Whether capitalized preproduction costs are amortized or 
otherwise w ritten off before production begins is another area 
of difference w ith in  the successful efforts method. Some com
panies do not amortize any capitalized costs un til production of 
the related reserves begins. I f  reserves are not found, the entire 
cost is w ritten o ff when the property is surrendered. A  variety of 
methods is used by those companies that do amortize costs 
before production begins. A  distinction norm ally is made between
(a) acquisition costs o f unproved properties and (b) preproduc
tion costs relating to properties that become proved. Some 
companies amortize the acquisition costs of unproved properties 
or provide an allowance fo r impairment; other companies carry 
unproved properties at their cost w ithout regard to d im inution of 
value un til either reserves are found or the property is surrendered. 
W ith respect to the capitalized preproduction costs relating to 
proved properties, amortization generally does not begin until 
production commences. Reinstatement o f costs is another ac
counting alternative, and whether to establish a lim ita tion  on 
capitalized costs o f proved properties is yet another area of 
difference.

.119 A  number of other variations w ith in  the successful efforts 
method (which are also variations w ith in  fu ll costing) were noted 
in  paragraph .110.

Principal Features of Discovery Value Accounting

.120 Under discovery value accounting as it  has generally been 
proposed, m ineral reserves would be recorded at their estimated 
value when the reserves are discovered or, alternatively, when the 
reserves are developed. Property acquisition costs and other pre
discovery costs generally would be deferred and written off when 
the areas to which the costs apply have been explored and the 
underlying reserves, i f  any, evaluated. Subsequent to discovery, 
the carrying amount of the reserves would not be adjusted fo r 
changes in  prices; however, the carrying amount would be ad
justed fo r revisions o f estimated reserve quantities. The discov-
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ery value would be treated as revenue from  the o il and gas 
exploration activities of the enterprise and would become the 
recorded value (“ cost” ) o f reserves fo r future accounting pur
poses. Those discovery value amounts would then be amortized 
against the revenues resulting from  the production and sale o f 
the minerals.

.121 Several variations o f discovery value accounting have been 
proposed. I f  only proved developed reserves are included in  the 
value computation, generally all development costs associated 
with the reserves w ill have been incurred; i f  additional develop
ment costs are incurred, the value of any incremental quantity 
of reserves discovered is recorded and, simultaneously, the related 
costs are written off. I f  undeveloped reserves are included in the 
value computation, an adjustment must be made fo r the expected 
future development costs (generally by reducing the value other
wise attributable to the reserves in  the ground). When the de
velopment costs are eventually incurred, it  is generally proposed 
that they be added to the carrying value o f the reserves.

.122 Determination of the value of o il and gas reserves is 
critica l to both discovery value accounting and current value 
accounting. Four principal valuation methods that m ight be 
used to measure the value o f reserves (and other assets) were dis
cussed at length in  paragraphs 436-466 of the Discussion 
Memorandum. Briefly summarized, they are:

a. Current cost. Current cost is the amount of cash or its equiv
alent that would have to be paid i f  the same asset were acquired 
currently. The “ same asset”  may be an identical asset (current 
reproduction cost or current cost o f replacement in  kind) or 
an asset w ith  equivalent productive capacity (current replace
ment cost).

b. Current exit value in orderly liquidation. Current exit value 
in  orderly liquidation is the net amount of cash that could be 
obtained currently by selling the asset in  orderly liquidation  
(current market value, i f  a market exists). The value o f mineral 
reserves on a current exit value basis would equal the price 
at which the reserves could be sold in  place by a w illing  seller 
to a w illing  buyer, neither being under any compulsion to sell 
or buy, both being competent and having reasonable know l
edge of the facts.

c. Expected exit value in due course of business. Expected exit 
value in  due course of business is the nondiscounted amount of
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cash or its equivalent into which an asset is expected to  be 
converted in  the due course o f business less the direct costs 
necessary to make that conversion (sometimes referred to as 
net realizable value). The value of m ineral reserves on this 
basis would be an amount equal to the estimated net cash flows 
attributable to the reserves.

d. Present value o f expected cash flows. The present value of 
expected cash flows is the present value o f future cash inflows 
in to  which an asset is expected to be converted in  the due 
course of business, less the present value of cash outflows nec
essary to obtain those inflows. Present value measurements 
require inform ation about estimated amounts of future cash 
inflows and outflows, the tim ing o f those expected cash flows, 
and the appropriate discount rate. Various discount rates that 
have been proposed include the (i) rate applicable to long
term government bonds issued by the government of the coun
try  in  which the reserves are located, (ii) prime rate, (iii) 
company’s weighted average or incremental long-term borrow
ing rate, (iv) company’s weighted average cost o f capital, and
(v) discount rate used by company management internally to 
make ind ividual investment decisions.

.123 Considerable disagreement exists as to which of those meth
ods, i f  any, are suitable fo r valuation of o il and gas reserves, 
either at the time o f discovery or subsequently. Also, under 
discovery value accounting, a decision must be made as to which 
categories of reserves enter into the value computation.

.124 Some discovery value accounting proponents would report 
the value o f periodic discoveries o f reserves as operating income. 
Others would segregate the discovery value from  realized revenues 
and gains reported in  the income statement. S till others would  
report the discovery values in  a special unrealized income section 
of stockholders’ equity in the balance sheet un til realized through 
the actual production and sale o f o il and gas.

Principal Features o f Current Value Accounting

.125 Current value accounting involves the continuous use in  the 
financial statements o f one o f the fou r methods of valuation 
identified in  paragraph .122, or some other method. (Current value 
accounting could, o f course, be applied to all o f an enterprise’s 
assets and liabilities, not just o il and gas reserves, but applying 
current value accounting beyond o il and gas reserves was not in 
cluded in  the scope o f this project. A lternative methods o f
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measurement are to be considered in  the Board’s project to develop 
a conceptual framework fo r financial accounting and reporting.)

.126 Most proponents o f current value accounting fo r o il and 
gas reserves believe that the reserves should be valued at each 
financial statement date using the most current inform ation avail
able. Some proponents suggest that periodic changes in  reserve 
values should be reflected directly in  the income statement; others 
would report value changes directly in  the stockholders’ equity 
section o f the balance sheet, perhaps by segregating or otherwise 
separately identifying the realized and unrealized amounts. Under 
current value accounting, separate data m ight be presented fo r (a) 
value increases resulting from  new discoveries, (b) value changes 
resulting from  adjustment o f reserve quantities, and (c) holding  
gains and losses resulting from  revaluing end-of-period reserve 
quantities to reflect the change in  un it value during the period.

.127 As w ith  discovery value accounting, decisions must be made 
as to which method o f valuation should be used and which reserve 
categories should be included in the current value computations.

A Single Accounting Method

.128 The proposal that the two presently accepted accounting 
methods, fu ll costing and successful efforts costing, be allowed to 
continue as optional alternatives received little  support in  the 
letters of comment submitted to the Board in  response to the 
Discussion Memorandum or in  the oral presentations made at the 
public hearing conducted by the Board before the Exposure D raft 
was issued. I t  was principally after the Exposure D ra ft was issued 
proposing to proscribe the fu ll costing method that support fo r 
retaining both methods was expressed to the Board.

.129 The Board has considered the question o f accounting 
alternatives at length, not only in  connection w ith  its o il and 
gas project but also fo r other projects on its agenda, and has 
concluded that differences in accounting may be appropriate 
when significant differences in  facts and circumstances exist, but 
different accounting among companies fo r the same types o f facts 
and circumstances impedes comparability o f financial statements 
and significantly detracts from  their usefulness to financial state
ment users.

.130 In  the Board’s judgment, the facts and circumstances sur
rounding the search fo r and development and production o f o il 
and gas do not d iffer because o f the size o f a company or whether 
its securities are pub lic ly traded. Sim ilar types o f risks o f failure

Financial Accounting and Reporting by O il and Gas 1 0 ,501
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and potential rewards of success prevail among a ll companies 
engaged in  o il and gas producing activities; only the magnitude 
and number of projects vary. A lthough the scale or location of 
operations may differ among companies, that should not affect 
the principles underlying recognition of assets, measurement of 
the cost o f those assets, and measurement o f earnings. The 
costs o f exploratory dry holes or abandoned properties, fo r 
example, should not be included in  the costs o f assets fo r some 
companies and reported as losses by other companies. Yet i f  fu ll 
costing and successful efforts costing were both retained as optional 
accounting alternatives, different principles o f asset recognition and 
measurement and earnings measurement would be regarded as 
appropriate fo r companies whose circumstances are substantially 
similar.

.131 Some respondents to the Exposure D ra ft cited the existence 
o f other accounting alternatives— fo r instance, the use o f both the 
last-in, first-out and the first-in, first-out methods in  accounting fo r 
inventories— as justification fo r retaining fu ll costing and success
fu l efforts costing as optional alternatives. The Board does not 
believe that the availability of alternatives in unrelated areas of 
accounting should bear on a decision that the Board must make 
fo r a project on its agenda. In  the Board’s judgment, accounting 
fo r sim ilar circumstances sim ilarly and fo r different circumstances 
differently is a desirable objective in  establishing standards of 
financial accounting and reporting. For that reason, the Board 
rejected the proposal, made by some respondents to the Exposure 
Draft, that intercompany comparability be achieved by footnote 
disclosure w ith  retention o f both fu ll costing and successful efforts 
costing. Also, fo r that reason, the Board rejected the proposal 
that it  simply “ clean up”  the many variations in  fu ll costing and 
the many variations in  successful efforts costing presently used in 
practice by mandating only one acceptable approach to fu ll costing 
and one acceptable approach to successful efforts costing and al
lowing companies to choose one o f those two approaches.

.132 One o f the principal criticisms of the w ork o f the FASB’s 
predecessors that led to creation o f the FASB was that they did 
not sufficiently narrow or eliminate free choice accounting alterna
tives. A  report entitled Federal Regulation and Regulatory Reform  
(the “ Moss Report” ) issued in  1976 by the Subcommittee on Over
sight and Investigations o f the U.S. House o f Representatives and 
a report entitled The Accounting Establishment (the “ M etcalf Re
port” ) prepared in  1976 by the staff o f the Subcommittee on 
Reports, Accounting and Management of the U.S. Senate were 
both strongly critica l o f the availability o f alternative accounting
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principles. In  its November 1977 report, “ Im proving the A c 
countability o f Publicly Owned Corporations and Their Audito rs,”
Senator M etcalf’s Subcommittee concluded that “ unifo rm ity  in  the 
development and application of accounting standards must be a 
major goal o f the standard-setting system.”  Moreover, two major 
financial statement user groups— the Financial Accounting Policy 
Committee o f the Financial Analysts Federation (the national pro
fessional association of security analysts) and the Robert M orris  
Associates (the national professional association o f bank lending 
officers)— have endorsed elim ination o f optional accounting alter
natives not only fo r o il and gas producing companies but fo r 
other industries as well. The Securities and Exchange Commission, 
in  Securities A c t Release No. 5877 (October 26, 1977), took a 
sim ilar position, stating that the Board’s o il and gas project “ is 
expected to result in  significant improvement in  financial reporting  
through the establishment of uniform  accounting standards so that 
investors are provided w ith  a valid basis fo r comparing the finan
cial statements of different companies.”  In  the Board’s judgment, 
when the same or sim ilar facts and circumstances exist, as they do 
in  the search fo r and development o f o il and gas reserves, inter
company comparability requires a single method of accounting. 
Comparable reporting by companies competing fo r capital is, in 
the Board’s judgment, in  the public interest (see paragraphs .157- 
.174).

Reasons for Rejecting Discovery Value Accounting
.133 The Board concluded that financial statements o f an o il and 
gas producing company should not be prepared on a discovery 
value basis fo r a number o f reasons. One group o f reasons relates 
to problems in  measuring the value of reserves w ith  reasonable 
accuracy at the point o f discovery. Measurements o f discovery 
value require estimates o f (a) the quantity o f reserves, (b) the 
amount and tim ing of costs to develop the reserves, (c) the tim ing  
of production of the reserves, (d) the production costs and income 
taxes, (e) selling prices, and (f) (fo r some valuation methods) ap
propriate discount rates that reflect both an interest element and 
a risk factor. Those estimates, in  turn, might be based on predic
tions o f changes in  government regulations and restrictions (both 
domestic and foreign), technological changes (including not only 
the technology involved in  o il and gas producing activities but 
also the technology o f transportation, refining, and marketing o f 
o il and gas products), and domestic and international economic 
conditions; or current regulations, technology, and conditions 
might be assumed to  continue indefinitely. The uncertainties in 
herent in  those estimates and predictions tend to make estimates 
of reserve values highly subjective and relatively unreliable fo r
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the purpose o f providing the basis on which to prepare financial 
statements of an o il and gas producing company.

.134 Under generally accepted accounting principles followed by 
companies in  nearly all industries, revenue is norm ally recognized 
only when the earning process is complete or v irtua lly  complete 
and, then, only after an exchange transaction has taken place. The 
earning process is the continuum o f profit-directed activities by 
which revenue is earned— purchasing, manufacturing, selling a 
product or rendering a service, delivery, cash collection, etc. The 
exchange transaction is the specific point at which the earning 
process is norm ally regarded as sufficiently complete to justify  
accounting recognition o f revenue.

.135 Discovery value accounting recognizes revenue from  explor
ation activities at the point o f discovery even though it  may be 
many years un til the property is developed and the o il and gas 
are produced and sold. That is, the earning process is fa r from  
complete, at least as completion of that process is generally deter
mined fo r other industries. Discovery is certainly a critical event 
in  the search fo r and extraction o f o il and gas, but there are many 
uncertainties standing between discovery of reserves and the u lt i
mate realization o f related revenues. Often many years pass, very 
substantial amounts o f money are spent, and significant revisions 
are made to estimated quantities o f reserves discovered.

.136 Exceptions to the general rule fo r revenue recognition are 
found in  practice today. AP B Statement No. 4, “ Basic Concepts 
and Accounting Principles Underlying Financial Statements of 
Business Enterprises,”  paragraph 152 [se c tion  1026.16], states:

Sometimes revenue is recognized at the completion of produc
tion and before a sale is made. Examples include certain pre
cious metals and farm products with assured sales prices. The 
assured price, the difficulty in some situations of determining 
costs of products on hand, and the characteristic of unit 
interchangeability are reasons given to support this exception.

.137 As noted earlier, reserves often are discovered many years 
before they are produced, and many dollars often are spent fo r 
development and production costs before the o il and gas reserves 
are extracted. Moreover, while o il and gas may to some extent be 
regarded as fungible, sales prices, particularly in  the present do
mestic and international economic and regulatory environments, are 
anything but assured. Thus, the reasons given in  support o f the 
special revenue recognition principles fo r precious metals and 
farm  products that have been produced and have assured sales 
prices do not apply to o il and gas producing activities.

AC § 6021.134 Copyright © 1977, American Institute of Certified Public Accountants, Inc.



.138 Proponents of discovery value accounting argue that it  pro
vides better inform ation about the success or fa ilure of explora
tion activities, which activities are the most important ones in o il 
and gas production. However, discovery value accounting repre
sents a fundamental change from  the traditional, historical cost 
basis o f preparing financial statements. Various alternatives to the 
historical cost measurement basis are under examination as part of 
the Board’s conceptual framework project. A lthough covered in 
the Discussion Memorandum fo r the extractive industries project, 
valuation methods were addressed by relatively few respondents, 
and discovery value accounting received only very lim ited support 
among respondents. On balance, the Board concluded that esti
mated discovery values do not provide a satisfactory basis of ac
counting fo r o il and gas producing activities fo r the reasons that
(a) values that were current when in itia lly  recorded quickly become 
out-of-date and (b) the m ixture o f values o f minerals measured at 
different dates o f discovery lacks both the verifiab ility  o f historical 
costs and the relevance of current values. The Board believes that 
issues relating to the accounting measurement basis should await 
resolution in the conceptual framework project.

Reasons for Rejecting Current Value Accounting

.139 L ike  discovery value accounting, current value accounting 
fo r o il and gas reserves requires estimation o f reserve values. The 
uncertainties inherent in  those estimates (discussed in  paragraph 
.133) tend to make them subjective and relatively unreliable fo r 
the purpose of providing the underlying basis on which the finan
cial statements o f an o il and gas producing company are prepared.

140 As noted in paragraph .138, the historical cost basis o f ac
counting and certain alternative measurement bases are currently 
under examination as part of the Board’s project on a conceptual 
fram ework fo r financial accounting and reporting. The Board has 
concluded that i t  should not attempt to  resolve those issues in  the 
narrow context of the extractive industries project.

.141 Moreover, as w ith  discovery value accounting, adoption of 
current value accounting fo r o il and gas reserves would require 
reconsideration o f the accounting concept o f earnings (discussed 
in  paragraphs .134-137). Decisions would have to be made as to 
whether the periodic value changes should be reflected in  deter
m ining earnings or only in  the stockholders’ equity section o f the 
balance sheet, and whether realized value changes should be 
treated differently from  unrealized. Those issues, too, are part of 
the Board’s conceptual framework project.

Financial Accounting and Reporting by O il and Gas 1 0 ,5 0 5
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Reasons for Accepting Successful Efforts Accounting and for 
Rejecting Full Costing

.142 None o f the assenting o r dissenting members o f the Board  
consider it  appropriate to capitalize costs o f exploration efforts in 
a geological area in which no reserves are found simply because 
the company previously discovered valuable reserves in an unre
lated geological area.

Successful Efforts Accounting Is Consistent with the Present 
Accounting Framework

.143 In  the presently accepted financial accounting framework, 
an asset is an economic resource that is expected to provide 
future benefits, and nonmonetary assets generally are accounted 
fo r at the cost to  acquire or construct them. Costs that do not 
relate directly to specific assets having identifiable future benefits 
normally are not capitalized— no matter how vita l those costs may 
be to the ongoing operations of the enterprise. I f  costs do not 
give rise to an asset w ith  identifiable future benefits, they are 
charged to expense or recognized as a loss.

.144 In  the Board’s judgment, successful efforts costing is con
sistent w ith  that accounting framework, and fu ll costing is not.
Under fu ll costing, even costs that are known not to have resulted 
in identifiable future benefits are nonetheless capitalized as part o f 
the cost o f assets to which they have no direct relationship.

.145 In  the o il and gas industry, u ltim ately the expected future  
benefits that an enterprise is attempting to obtain through its 
acquisition, exploration, and development activities are repre
sented by o il and gas reserves. But, other than by purchasing 
minerals-in-place, an enterprise does not acquire reserves directly.
Rather, i t  acquires properties (rights to  extract any reserves that 
may be discovered in  the future) and i t  acquires (develops) sys
tems capable o f producing the o il and gas reserves that are dis
covered. Costs that are known not to relate directly to the discov
ery o f o il and gas reserves or in  the development o f a system for 
the extraction o f previously discovered reserves should not be 
capitalized. To  capitalize them is inconsistent w ith  the presently 
accepted accounting fram ework based on measuring the historical 
cost o f an asset.

.146 Present accounting concepts place boundaries on the assets 
to be accounted fo r— boundaries determined by the transaction in  
which the asset was acquired, by physical attributes o f the asset,
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by legal attributes o f the asset, or by the way in  which the asset 
is used. F u ll costing aggregates all o il and gas reserves w ith in  
very broad cost centers (countries or continents), wherever those 
reserves may be located in  the cost center and whenever discov
ered, and accounts fo r that aggregation as a single asset. A ll  
acquisition, exploration, and development costs incurred in  that 
cost center are deemed to be the cost o f the aggregate asset, even if  
those costs relate to activities that are known not to  have been 
successful in  acquiring, discovering, o r developing reserves.

.147 The successful efforts method, on the other hand, circum
scribes the boundaries of, and accounts separately for, ind ividual 
assets. Under the “ area-of-interest”  approach to successful efforts 
costing, o il and gas reserves located in  an ind ividual area-of-interest 
are the assets accounted fo r. Under the approach to successful 
efforts in  which no cost center is used fo r the capitalize/expense 
decision, ind ividual properties or groups o f geologically related 
properties and wells, equipment, and facilities are the as
sets accounted for. E ither way, boundaries are placed on the 
assets being accounted for. Only those exploration and develop
ment costs that relate directly to specific o il and gas reserves are 
capitalized; costs that do not relate directly to specific reserves 
are charged to expense. The successful efforts method o f account
ing conforms to the trad itional concept o f the historical cost o f 
an asset.

.148 Under the successful efforts method, certain types o f costs 
may be capitalized as “ construction-in-progress”  pending further 
inform ation about the existence o f future benefits, but as soon 
as the additional inform ation becomes available, and it  is known 
whether future benefits exist, those costs are either reclassified as 
an amortizable asset or charged to expense.

Financial Accounting and Reporting by O il and Gas
Producing Companies

Financial Statements Should Reflect Risk and Unsuccessful Results

.149 The function o f the nation’s capital markets is to direct 
capital to companies and institutions through decisions to invest 
and lend. Financial accounting and reporting provides one im 
portant source of inform ation on which investment, lending, and 
related decisions are made.

.150 Enterprises seeking capital operate in  varying circumstances 
of possible success or failure. That is, they offer varying degrees 
of risk and opportunity to those supplying capital. A lthough in-
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vestors and lenders d iffer among themselves w ith  regard to the 
risks they are w illing  to accept, they have one thing in common: 
They seek a higher expected return fo r accepting higher risk. Busi
ness enterprises seeking capital offer different risks. Capital is 
equitably allocated i f  the prices paid are commensurate w ith  
the risk.

.151 In  the production o f o il and gas, significant risks and returns 
arise in  the search fo r reserves. In  other words, discovery o f o il 
and gas reserves is a critical event in determining failure or success, 
fo r assessing risks and returns. Because it  capitalizes the costs of 
unsuccessful property acquisitions and unsuccessful exploratory 
activities as part o f the costs o f successful acquisitions and activi
ties, fu ll costing tends to obscure fa ilure and risk. Successful efforts 
accounting, on the other hand, highlights failures and the risks 
involved in  the search fo r o il and gas reserves by charging to  ex
pense costs that are known not to have resulted in identifiable  
future benefits.

.152 Neither fu ll costing nor successful efforts costing reflects 
success at the time of discovery. Under both methods, success is 
reported at the time of sale. I t  m ight be said, therefore, that both 
methods tend to  obscure, or at least delay, the reporting of success, 
but that is the consequence o f the historical cost basis of account
ing, and its adherence to the realization concept. The obscuring of 
failure, however, results only from  the fu ll cost method. Under 
successful efforts accounting, unsuccessful costs are charged to 
expense and not carried forward as assets. In  the Board’s judg
ment, financial statements prepared on the successful efforts basis, 
including disclosures (as required by this Statement) o f capitalized 
costs and costs incurred in o il and gas producing activities (to pro
vide an indication o f effort) and o f reserve quantities and changes 
therein (to provide an indication o f accomplishment) w ill provide 
investors w ith  im portant inform ation about success as well as 
failure.

.153 Investors and creditors look to financial statements as an 
important source o f inform ation about companies’ risks and re
turns. Investors and creditors focus on earnings— and in particular 
on earnings variab ility— as an ind icator o f risks and returns. As 
the Board noted in summarizing its Tentative Conclusions on Ob
jectives of Financial Statements of Business Enterprises: 8

8 FASB Discussion Memorandum, “ Conceptual Framework for Financial 
Accounting and Reporting: Elements of Financial Statements and Their 
Measurement,”  December 2, 1976, paragraph 4.

AC § 6021.151 Copyright © 1977, American Institute of Certified Public Accountants, Inc.



Earnings (o r  pro fits o r net incom e) o f a business enterprise 
are the foca l po in t o f the in fo rm a tion  communicated in  financial 
statements. Earnings are a m ajor m otiva ting  force in  the 
economic activities o f business enterprises and a m ajor m otiva t
ing force in  the economic activities o f  those who lend to busi
ness enterprises, those who invest in  them, and those who  
manage them. In  general, earnings reduce the risk o f those 
who lend funds to an enterprise o r acquire its debt securities. 
Earnings also enable an enterprise to pay cash dividends to  those 
who invest in  its equity securities and enhance the prospects fo r  
increases in the m arket price o f  its stock. Thus, investors and 
creditors are generally more w illin g  to  com m it funds to p ro fit
able enterprises than to unprofitab le  ones. Expectations o f 
earnings, often based on a h is to ry  o f earnings, enable an enter
prise to obtain both equity and debt financing.

Financial Accounting and Reporting by O il and Gas
Producing Companies
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.154 Some persons criticize successful efforts accounting on 
grounds that a company’s earnings tend to fluctuate more under 
that method than under fu ll cost accounting, depending on the 
level and degree o f success or fa ilure o f the company’s acqui
sition and exploration activities in  a given accounting period. W hile 
fluctuating earnings may, indeed, be a c h a ra c te r is t ic  o f successful 
efforts accounting, it is not a fa u lt .  The successful efforts method 
enables investors and lenders to observe the impact o f the risks 
inherent in  o il and gas producing activities on a company’s results 
of operations from  period to period.

.155 A  sim ilar issue arose in  connection w ith  the Board’s project 
on accounting by enterprises in  the development stage. The Board 
concluded in  F A S B  S ta te m e n t N o .  7 [section 2062], “ A ccount
ing  and R eporting  by Development Stage Enterprises,”  th a t a 
development stage enterprise should not be permitted to capitalize 
costs tha t would be charged to  expense when incurred by an 
established opera ting  enterprise because to  do so w ou ld  tend to  
obscure, in  financia l statements, the im pact o f risks inherent in  
s ta rting  up a new company.

.156 The same issue has arisen in  a number o f other Board 
projects, fo r example, the projects on self-insurance, catastrophe 
losses, expropriations, and other contingencies and on foreign cur
rency translation. A  basic issue in  each o f those projects, as it  is 
in  the o il and gas project, was whether financial accounting stand
ards should be adopted to normalize or average the effects of 
events that are inevitable over extended periods but occur at in 
frequent and relatively unpredictable intervals. Consistent w ith  its 
conclusion in  this Statement, the Board concluded in  those projects 
that financial statements should report the effects o f risk and not 
attempt to normalize them.
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Ability to Raise Capital

.157 M any proponents o f fu ll costing have said, in  written sub
missions in  response to the Discussion Memorandum, at the public 
hearing, and in comment letters on the Exposure D raft, that adop
tion of the successful efforts method o f accounting w ill inh ib it the 
ab ility  o f o il and gas producing companies to raise capital to 
finance their exploration activities. In  particular, they contend, 
small exploration companies w ill have special difficulties in ob
taining capital because, under a successful efforts approach, their 
income statements w ill be more like ly  to report earnings fluctua
tions and in  some cases net losses, and their balance sheets could 
even show cumulative deficits. Potential suppliers of capital w ill 
not understand those fluctuations, losses, and deficits, it  is argued, 
and sources of capital w ill dim inish or be more costly. Those 
results, they say, are at variance w ith  national economic goals. A  
particular national economic goal they cite is to encourage addi
tional o il and gas exploration.

.158 In  the Board’s judgment, the arguments put fo rth  by those 
who say that adoption o f successful efforts accounting and 
proscription o f fu ll costing w ill prevent them from  raising the 
capital needed to finance their exploration and production activ
ities are not persuasive. In  a free enterprise economy in which 
capital is allocated among enterprises largely on the basis of 
individual investors’ decisions, i f  a company is an economically 
successful enterprise, it  w ill continue to attract capital. Its finan
cial statements should provide those who supply capital w ith  
inform ation that assists them in  determining whether the expected 
returns on that capital are commensurate w ith  the risks involved. 
In  the Board’s judgment, financial statements that are prepared 
in  conform ity w ith  the provisions o f this Statement w ill provide 
investors and creditors w ith  that type o f inform ation. M any small 
o il and gas producing companies use the successful efforts method, 
not fu ll costing; have done so fo r many years; and have generally 
been able to obtain capital to finance their exploration activities. 
Indeed, fu ll costing is a relatively recent development in  account
ing fo r o il and gas producing activities. The 1973 survey (cited in 
paragraph .101 o f this Statement), which was sponsored by a group 
o f fu ll costing petroleum companies, identified only o n e  instance 
o f its use p rio r to 1960, and i t  was not u n til the late 1960s that 
the use o f fu ll costing became relatively widespread.

.159 In  examining the ability-to-raise-capital issue, the Board 
focused in  particular on three distinct types o f small exploration 
companies:
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a. Privately owned exploration companies. (A  representative 
o f the Independent Petroleum Association o f America at the 
Board’s public hearing estimated that there are 10,000 such 
companies in  the United States.)

b. Publicly owned exploration companies. (A  1977 list o f com
panies whose securities are registered w ith  the SEC identifies 
214 companies in  the “ petroleum and natural gas extraction”
Standard Industria l Classification.)

c. O il and gas exploration subsidiaries and divisions o f companies 
that are mainly in  other lines of business.

.160 As noted in paragraphs .101 and .117, a great many p r iv a te ly  

owned exploration companies fo llow  federal income tax account
ing practices in  preparing their financial statements. Income tax 
accounting is a variation o f successful efforts accounting. Those 
companies have fo r many years been able to obtain capital from  
external sources, including loans from  local and international 
banks and insurance companies, from  knowledgeable ind ividual 
investors, and from  private placements o f securities.

.161 M any publicly owned o il and gas exploration companies fo l
low  the successful efforts method. In  connection w ith  the research 
study described in  paragraph .093(a) o f this Statement, the staff o f 
the FASB identified 79 o il and gas companies that (a) have securi
ties currently traded on a securities exchange or in  the over-the- 
counter market and (b) derive more than 50 percent o f their 
revenue from  exploration and production. (The latter criterion 
eliminates v irtua lly  all o f the m ajor integrated companies from  the 
group.) O f the public ly owned companies so identified, 41 percent 
use successful efforts accounting.

.162 Some responses to the Exposure D ra ft were from  companies 
that are mainly in  lines o f business other than o il and gas but 
that have o il and gas exploration subsidiaries and divisions that 
use the fu ll cost method. A  number o f the responses came from  
electric and gas public u tility  companies w ith  o il and gas explora
tion subsidiaries recently formed or under active consideration.
Those respondents urged retention of fu ll costing fo r their sub
sidiaries and divisions on grounds that investors and lenders who 
supply capital to the enterprise do not regard the enterprise as an 
o il and gas producing company and thus would not understand 
the fluctuations o f reported earnings or losses that, in their view, 
would more like ly  result from  using successful efforts accounting, 
especially by a newly formed exploration subsidiary. In  the Board’s 
judgment, however, that is not an appropriate reason fo r allowing 
those subsidiaries and divisions to adopt or continue to use fu ll 
costing. By choosing to seek the rewards o f engaging in o il and

Financial Accounting and Reporting by O il and Gas
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gas exploration activities, those enterprises have assumed the risks 
associated w ith  the search fo r o il and gas reserves, and their 
financial statements should provide information about those risks 
and not obscure them. Investors and creditors seek a return on 
their capital commensurate w ith  the risks involved, and financial 
statements should assist them in  assessing those risks. One would 
expect that those who supply capital fo r a high-risk activity such 
as o il and gas exploration would demand a higher return than fo r 
capital invested in  less risky activity.

.163 The telephone in te rv ie w  survey described in  paragraph 

.093(b) provides additional evidence about the ab ility  o f small, 
publicly owned, successful efforts companies to  raise capital. Pro
fessor Horace R. Brock o f N orth  Texas State U niversity, o r a 
person w ork ing  under his direction, asked a senior executive officer 
o f each o f 27 small, publicly owned, successful efforts companies 
whether, in the officer’s opinion, use o f the successful efforts 
method has affected the company’s ability to obtain the capital 
necessary to finance its exploration and production activities. None 
o f the executive officers surveyed fe lt that the company’s use of 
successful efforts accounting had hindered its ab ility  to raise capital.
Most o f the surveyed companies raised capital externally during 
the past 10 years from  public sales o f equity and debt securities, 
loans from  banks and insurance companies, private placements, 
investments by individual investors, or other outside sources. Those 
corporate officers were also asked whether they fe lt that their 
companies were denied access to any particular source of capital 
and, if  so, whether the company’s accounting method was a signifi
cant factor in any such situation. Again, they said that successful 
efforts accounting did not adversely affect their companies’ ability 
to obtain capital from  a desired source.

.164 Interviews w ith  suppliers of capital to o il and gas producing 
companies resulted in a similar finding. As described in paragraph 
.090(a), 24 bank loan officers, bank trust department officers, and 
securities underwriters, all o f whom w ork directly w ith o il and gas 
companies, were interviewed to ascertain how investment and 
credit decisions regarding such companies are reached. The ma
jo r ity  o f interviewees indicated that the method o f accounting 
would not affect their investment and credit decisions regarding 
o il and gas producing companies.

.165 Some who favor retention o f fu ll costing argue that use of 
that method by newly formed exploration companies is essential 
to their v iab ility, because investors w ill be disinclined to provide 
capital to those companies i f  their financial statements report net
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losses from  operations and cumulative deficits. The Board found, 
however, in the course o f its deliberations on F A S B  S ta te m e n t  
N o . 7  [section 2062], that those who supply capital to companies 
in  the development stage understand the special circumstances o f 
those companies and the possibility that the ir financial statements 
w ill report losses and deficits. In  connection w ith  that project, the 
Board surveyed officers o f 15 venture capital companies that pro
vide capital to development stage enterprises (though not neces
sarily to  oil and gas ventures). Those officers said that whether a 
development stage enterprise defers preoperating costs or charges 
them to expense has little  effect on (a) the amount o f venture capi
ta l to be provided to that enterprise and (b) the terms under which 
any venture capital is provided. That survey and related economic 
impact considerations were supported by a study conducted by 
the U.S. Department of Commerce, which is described in para
graph 50 of Statem ent No. 7 [section 2062.50].

.166 M ost proponents o f fu ll costing indicate that the reserve 
value ceiling on capitalized costs is an essential condition fo r use of 
that method. Except fo r those new companies that find relatively 
large quantities o f proved reserves in their in itia l exploration 
efforts or that purchase interests in  proved properties, i t  seems 
like ly  that many new exploration companies would be reporting 
operating losses and cumulative deficits under fu ll costing as well 
as under successful efforts costing.

.167 A  few respondents to the Exposure D ra ft have said that their 
own companies’ property acquisition and exploratory d rilling  pro
grams would be sharply curtailed i f  they were forced to change 
from  the fu ll cost method o f accounting to the successful efforts 
method. However, since the prospects o f finding commercially 
recoverable reserves, the prices at which those reserves would be 
sold, the costs that would be incurred, and the income taxes that 
would be paid are to ta lly unaffected by the method of accounting 
fo r the costs incurred, a decision not to go ahead w ith  an other
wise commercially attractive project simply because successful 
efforts reporting is required would seem to be unlikely fo r the vast 
m ajority o f companies. Conversely, a venture that is not otherwise 
commercially attractive does not become so simply because a 
particular method w ill be used to account fo r that venture in the 
company’s financial statements. W hile a few respondents repre
senting fu ll cost companies did say that their companies would 
expect to reduce their exploration efforts because successful efforts 
accounting would reduce reported earnings, other companies that 
use fu ll costing have said that an FASB Statement mandating suc
cessful efforts accounting w ill not affect their exploration plans.

Financial Accounting and Reporting by O il and Gas 10 ,5 1 3
Producing Companies
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For example, one such company has pub lic ly stated that while a 
mandated change to successful efforts accounting would have a 
substantial effect on previously reported earnings, it  would not 
change the value o f the company’s assets, its reserves, or its cash 
flow, and that the company had decided not to change its explora
tion program if  successful efforts accounting is required.

.168 In  support o f their claim that adopting the successful efforts 
method w ill im pair their companies’ ab ility  to raise capital and 
thereby reduce exploration activity, some persons have said that in 
November 1971 the Federal Power Commission adopted its Order 
No. 440 (which supports the fu ll cost concept) to stimulate the 
search fo r and development o f new natural gas supplies. (Order 
No. 440 is described in paragraph .069 o f this Statement.) The 
petitions fo r rehearing of that Order that were filed w ith  the FPC 
in December 1971 alleged, among other things, that the Commis
sion had failed to reach any conclusion on what was stated to be 
the prim ary factor resulting in  issuance o f Order No. 440— namely, 
how fu ll cost accounting would provide a stimulus fo r companies 
under the FPC’s jurisdiction to conduct a search fo r and develop 
new gas supplies. In  its Order No. 440-A  denying the request fo r 
rehearing, the FPC stated: “ Since we concluded that fu ll-cost ac
counting on its merits should be adopted, it  is not necessary fo r us 
to proceed further and reach a finding as to whether the account
ing, as such, would provide a stimulus to discover and develop 
new gas supplies.”  (The Federal Power Commission is now the 
Federal Energy Regulatory Commission, a part o f the Department 
of Energy.)

.169 Some advocates o f fu ll costing apparently feel that the 
securities markets, which bring together those who provide capital 
and those who seek it, w ill not understand financial results reported 
by the successful efforts method. They im ply that investors’ w ill
ingness to provide capital to a given company or industry is af
fected by that company’s or industry’s use of a particular method 
of accounting. However, a number of research studies indicate 
that the securities markets generally recognize and compensate for 
intercompany differences in accounting practices fo r the same or 
sim ilar events and transactions. In  a 1973 summary o f the findings 
of the then-extant research, Stanford University Professor W illiam  
H . Beaver noted:9

The preva iling  op in ion in  the accounting profession is that
the m arket reacts naively to financial statement in fo rm ation .

9 Beaver, W illia m  H ., “ W hat Should Be the FA S B ’s Objectives?” , T h e  
J o u rn a l o f  A c c o u n ta n c y ,  August 1973, pp. 49-56.
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This view is re inforced by the anecdotal data o f the sort 
described earlier, and by the obvious fact that the m arket is 
populated w ith  several m illio n  unin form ed, naive investors, 
whose knowledge o r concern fo r  the subtleties o f accounting  
matters is n il. However, in spite o f th is obvious fact, the fo rm a l 
research in  this area is rem arkab ly consistent in find ing that 
the m arket, at least as manifested in the way in which security 
prices react, is quite sophisticated in dealing w ith  financia l 
statement data.

Financial Accounting and Reporting by O il and Gas
Producing Companies

.170 The research undertaken at the Board’s request to examine 
the effect o f the o il and gas Exposure D ra ft on the market prices 
o f common stock issued by both fu ll cost and successful efforts 
companies (described in  paragraph .093(a) o f this Statement) cor
roborates that the securities markets are generally able to assimilate 
financial inform ation and to understand the underlying economics 
o f the oil and gas exploration and production industry. That study 
did not find statistically significant evidence that issuance o f the 
Exposure D ra ft affected the market prices o f common shares 
issued by fu ll cost companies as compared to successful efforts 
companies— except fo r some possible effect on the fu ll cost com
panies during the week preceding and the week o f issuance o f the 
Exposure D raft, but the market soon adjusted, and evidence of a 
permanent or lingering effect was not found. (As noted in para
graph .093(a), the Board w ill undertake a sim ilar study o f the 
impact o f this Statement fo llo w in g  its  issuance.)

.171 The Board acknowledges that not all empirical evidence 
supports the view that the securities markets are entirely able to 
take into account the differences in  accounting methods used by 
different companies. The studies referred to in  paragraph .169 
provide evidence only w ith  respect to the securities markets as a 
whole; those researchers readily admit (and other research sub
stantiates) the likelihood that decisions o f ind ividual investors in 
individual securities can be affected by accounting differences. 
As noted in  paragraph .170, a Board-sponsored study found that 
the o il and gas Exposure D ra ft may have affected the prices of 
fu ll cost companies’ securities during the two weeks surrounding 
its issuance, though the effect was o f b rie f duration. That finding 
supports the conclusions o f other researchers that investors are 
sometimes unable to properly evaluate the impact o f alternative 
accounting methods. Further, in  situations in  which accounting 
changes may have had a long-term effect on securities prices (as
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opposed to a temporary disruption), that result m ight well be 
viewed as an equitable adjustment o f the cost o f capita l.10

.172 Some respondents to the Exposure D ra ft said that adopting 
the successful efforts method and proscribing the fu ll costing 
method would like ly  have anticompetitive effects and would be 
contrary to national economic or policy goals. Any national 
economic o r policy goal that involves the use o f data reported in 
or derived from  financial statements can, in  the Board’s judgment, 
be best pursued i f  the relevant financial statements are prepared 
on a common basis, so that lenders, investors, government reg
ulators, and others involved directly or ind irectly in allocating 
capital can analyze and reach informed decisions on the basis of 
consistent and comparable financial data. To  the extent that 
furtherance o f competition in  o il and gas exploration and produc
tion and the availability o f increased capital resources to finance 
those efforts are perceived as national economic o r policy goals 
and in the interest o f the general public, those goals can best be 
fostered— and the likelihood o f their attainment substantially in 
creased— if  a ll competitors disclose financial data in a marketplace 
free from  the burdens o f inconsistency, noncomparability, and 
misunderstanding, a marketplace in which risks and rewards are 
reported as objectively and as evenhandedly as possible.

.173 Financial accounting should attempt to report the results 
o f business decisions as nearly as those results can be determined 
in accordance w ith  the accepted framework o f accounting fo r all 
enterprises. I f  an enterprise’s operations are subject to economic 
influences that are manifested in  fluctuating earnings, financial 
statements should report those fluctuations and not obscure them.
I f  the economic influences that affect an enterprise’s operations are 
manifested in  only m inor fluctuations, that too should be por
trayed. Otherwise, accounting is not evenhanded, fo r i t  fa ils to 
distinguish different characteristics o f enterprises that investors

10 The con trad ic to ry conclusions o f the various studies on accounting and 
securities prices and the im plica tions o f  those conclusions are discussed in  
considerable depth in  T e n ta t iv e  C o n c lu s io n s  o n  O b je c t iv e s  o f  F in a n c ia l  
S ta te m e n ts  o f  B u s in e ss  E n te rp r is e s , w hich was issued by the Board in 
December 1976. A  num ber o f  specific studies are cited in Chapter 2, 
“ Investors and C reditors,”  o f  T e n ta t iv e  C o n c lu s io n s ;  add itiona l studies are 
identified in  the b ib liography o f the extractive industries Discussion M em o
randum. Chapter 2 o f T e n ta t iv e  C o n c lu s io n s  discusses both the trad itiona l 
view  o f  investors’ and creditors ’ in fo rm a tion  needs (w h ich  concentrates on 
analysis o f  ind iv idua l securities and enterprises that issue them ) and the 
more recent capita l m arket theory (w h ich  concentrates on po rtfo lios  and 
the extent to  w hich ind iv idua l securities increase o r decrease the level o f  
risk o f  a p o rtfo lio ) .  A n  appendix to T e n ta t iv e  C o n c lu s io n s  provides an 
even more technical discussion o f recent capita l m arket theory.
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may perceive as involving different risks. That evenhandedness 
becomes especially important fo r equitable allocation o f capital. I f  
financial reporting obscures differences that may be perceived as 
representing differences in  risk or creates differences where none 
exist, i t  may contribute to channeling some capital into enterprises 
w ith  expected returns and risks that are disparate— in effect, sub
sidizing the cost o f capital to some companies at the expense of 
other companies.

.174 As explained in  paragraphs .157-.173, the Board has not 
been presented w ith  or able to obtain persuasive inform ation 
indicating that adoption o f successful efforts accounting and 
proscription o f fu ll costing w ill inh ib it competition in  explora
tion fo r and production o f o il and gas reserves or in  financing 
those activities. Indeed, the Board is o f the view that, fa r from  
inh ib iting  competition, the removal o f one o f two significantly 
different optional alternative methods o f accounting in  similar 
situations w ill facilitate competition. The weight o f the evidence 
before the Board is that independent o il and gas producing com
panies using successful efforts accounting do compete successfully 
and conduct effective exploration and production programs that 
they are able to finance through a variety o f capital sources.

Financial Accounting and Reporting by O il and Gas
Producing Companies

The “Cover” Concept Is Inconsistent with the Present 
Accounting Framework

.175 Under the fu ll cost method, a ll costs incurred in  acquiring, 
exploring, and developing properties w ith in  a relatively large geo
po litica l cost center (usually a country o r a continent) are capital
ized when incurred as costs o f obtaining whatever reserves have 
been found in  that cost center as long as the aggregate capitalized 
costs do not exceed the aggregate value o f those reserves. I f  the 
value o f previously discovered reserves exceeds the aggregate un
amortized capitalized costs, unsuccessful acquisition and explora
tion costs are said to be adequately “ covered”  by the value o f the 
previously discovered reserves, and a loss need not be recognized. 
In  other words, current failures are “ covered”  and are not reported 
to the extent o f past successes. Further, an increase in the market 
prices o f previously discovered reserves in  a cost center can en
hance the amount of “ cover”  and further delay recognition o f 
failures (losses) in  that cost center.

.176 In  the Board’s judgment, the “ cover”  concept is inconsistent 
w ith  the present accounting framework, and it  also obscures risk 
(see paragraphs .149-.156). Reserves that may have been discov
ered ten, twenty, th irty , fo rty, or more years ago by a company 
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under completely different management, w ith  very different tech
nology, and in  very different domestic and international economic 
and politica l circumstances, should not be used, as they are under 
the fu ll cost method, to justify nonrecognition o f current failures. 
S im ilarly, reserves located in, say, West Texas should not be used 
to “ cover”  unsuccessful acquisition and exploration efforts in 
Louisiana, Alaska, or Canada, or in  the offshore U.S. waters.

Successful Efforts Is Comparable to Accounting In Other 
Extractive Industries

.177 A lthough not usually labeled as such, successful efforts 
accounting generally is followed in  extractive industries other than 
the o il and gas industry. Because o f its wide acceptance in  those 
industries, requiring it  fo r a ll o il and gas producing companies is 
like ly  to  bring about greater comparability o f financial statements 
among companies in  the various extractive industries.

The Matching Concept Does Not Justify Full Costing

.178 Some persons contend that fu ll costing is justified because 
a “ better matching”  o f revenues and expenses is achieved i f  a ll 
costs incurred in acquisition, exploration, and development activ
ities are amortized on a pro rata basis as total reserves are produced. 
Proponents of fu ll costing argue that it is impossible to discover 
o il and gas reserves w ithout incurring the costs o f some unsuccessful 
acquisition, exploration, and development activities, and they some
times compare those activities w ith manufacturing operations in 
which spoilage or breakage is unavoidable. They argue that “ proper 
matching”  requires that the costs incurred in  unavoidable unsuccess
fu l efforts be accounted fo r as reasonable and necessary costs of 
successful efforts in  the same way that the costs of unavoidable 
spoilage or breakage are accounted fo r as costs of good products.

.179 Three pervasive principles by which revenues and expenses 
are matched are described in  paragraphs 156-160 of A P B  S ta te 

m e n t N o .  4  [section 1026.20-.24], as fo llow s :

A s s o c ia t in g  C a u se  a n d  E ffe c t.  Some costs are recognized as 
expenses on the basis o f a presumed d irect association w ith  
specific revenue . . . recognizing them as expenses accompanies 
recognition o f the revenue.

S y s te m a tic  a n d  R a t io n a l  A l lo c a t io n  . . . .  I f  an asset provides 
benefits fo r  several periods its cost is allocated to the periods
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in  a systematic and ra tiona l manner in  the absence o f a more  
direct basis fo r  associating cause and effect.

Im m e d ia te  R e c o g n it io n .  Some costs are associated w ith  the 
current accounting period as expenses because (1 )  costs incurred  
during the period provide no discernible fu tu re  benefits, (2 )  
costs recorded as assets in  p r io r  periods no longer provide  
discernible benefits, o r (3 )  a llocating costs either on the basis o f 
association w ith  revenue o r among several accounting periods is 
considered to serve no useful purpose.

Financial Accounting and Reporting by O il and Gas 1 0 , 5 1 9
Producing Companies

.180 A  direct cause and effect justification fo r associating un
successful acquisition and exploration costs w ith revenues derived 
from successful activities has not been demonstrated. A  direct 
cause and effect association can be said to exist between the costs 
of nonproductive fields and the revenues from  reserves in  produc
tive fields, or between costs applicable to unsuccessful ventures 
and costs applicable to successful ventures, if  there is a re l ia b le  
association between tota l costs and reserves discovered as a direct 
result o f incurring those costs. O nly then could it  be said that a 
cost gives rise to revenues, that is, causes revenues. A lthough some 
persons claim that in d u s tr y -w id e  statistics indicate a general pre
dictable relationship between tota l number of wells or total footage 
drilled  and tota l reserves added, those relationships have not been 
constant, particularly over a relatively short period o f time such as 
a year, and there can be no assurance that they w ill apply to the 
future. More importantly, to the best o f the Board’s knowledge 
no such relationship has been demonstrated to be predictable fo r an 
in d iv id u a l c o m p a n y . Accounting is done fo r individual companies, 
not fo r an industry as a whole, and fo r companies a direct associ
ation between finding costs and mineral reserves emerges only at 
the level o f an ind ividual property unit or w ith in  a given field or 
other localized geological structure. Even that association often 
is not evident at the time the costs are incurred, and that is when 
accounting decisions must be made.

.181 Systematic and rational allocation likewise does not justify 
attributing unsuccessful acquisition and exploration costs to the 
results of successful ac tiv ities. As A P B  S ta te m e n t N o .  4  [sec
tions 1021-1029] states, a llocation of an asset’s cost is justified 
“ i f  an asset provides benefits fo r several periods.”  In  the fu ll 
costing versus successful efforts costing  controversy, the ques
tion  is not whether or how to allocate capita lized costs but 
w h ich  costs to  capitalize.

.182 The “ immediate recognition”  princip le referred to in A P B  
S ta te m e n t N o . 4 [sections 1021-1029] is appropriate fo r unsuc-
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cessful acqu is ition  and exploration costs. A ccord ing  to  that 
princ ip le , costs are associated w ith  the current period as ex
penses i f  they provide no discernible fu tu re  benefits ( fo r ex
ample, geological and geophysical costs) or, i f  p reviously 
capita lized, they no longer provide discernible benefits ( fo r  
example, acquisition costs o f abandoned properties). The ap
p lica tion  o f the imm ediate recognition p rinc ip le  in  th is  State
ment is consistent w ith  its  app lica tion by the Board in  other 
pronouncements. In  paragraph 49 of F A S B  S ta te m e n t N o . 2  
[section 4211.49], “ A ccoun ting  fo r Research and Developm ent 
Costs,”  fo r example, the Board stated tha t “ the general lack 
of discernible fu ture  benefits at the tim e the costs are incurred 
indicates th a t the ‘imm ediate recogn ition ’ p rinc ip le  o f expense 
recognition should app ly .”

.183 In  F A S B  S ta te m e n t N o .  2  [section 4211], moreover, the 
Board considered and rejected the argum ent th a t research and 
developm ent costs be capitalized when incurred and amortized 
on a company-wide basis. Paragraphs 51 and 52 [sections 
4211.51-.52] s ta te :

51. Enterprises undertake research and development activities  
w ith  the hope o f fu tu re  benefits. I f  there were no such hope, the 
activities would  not be conducted. Some persons take the 
position that the accounting treatm ent fo r  research and develop
ment costs should be determ ined by considering in  the aggregate 
a ll o f the research and development activities o f an enterprise.
In  the ir view, i f  there is a high p robab ility  o f  fu tu re  benefits 
fro m  an enterprise’s to ta l research and development program, 
the entire cost o f those activities should be capita lized w ithou t 
regard to the certa inty o f fu tu re  benefits fro m  ind iv idua l projects.

52. The Board believes, however, that it is not appropriate to  
consider accounting fo r  research and development activities on 
an aggregate o r total-enterprise basis fo r  several reasons. F o r  
accounting purposes the expectation o f  fu tu re  benefits generally  
is not evaluated in  re la tion  to broad categories o f expenditures 
on an enterprise-w ide basis but rather in  re la tion  to  ind iv idua l or 
related transactions o r projects. . . .

Value Ceiling Is Subjective

.184 L im iting  capitalized costs to the estimated value o f reserves, 
which is an integral part o f the fu ll cost method o f accounting, 
requires estimation o f reserve quantities, development costs, pro
duction costs, the tim ing o f development and production, selling 
prices, and appropriate discount rates. The uncertainties inherent 
in those estimates and projections tend to make estimates o f re
serve values highly subjective, and estimates o f value made by 
trained experts can differ markedly. Under the successful efforts 
method, the need to lim it capitalized costs is much less crucial 
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because the costs o f unsuccessful efforts, which may represent a 
large part o f the total capitalized costs under the fu ll cost method, 
w ill have been charged to  expense as incurred or recognized as a 
loss when the effort was determined to be unsuccessful.

Full Costing Does Not Represent Current Value on the Balance Sheet

.185 Some persons contend that by using fu ll costing, asset carry
ing amounts reported in  the balance sheet w ill be closer to the 
current values of most companies’ o il and gas reserves than they 
would under successful efforts costing. In  the Board’s judgment, 
however, under neither method do the co s ts  to acquire, explore, 
and develop m ineral properties indicate the v a lu e s  o f reserves 
discovered. Those values change continually, depending on 
revisions o f estimates of reserve quantities, development costs, 
production costs, income taxes, the tim ing o f future development 
and production, selling prices, and appropriate discount rates. 
The capitalized costs, however, do not change. Neither fu ll 
costing nor successful efforts costing is intended to portray 
current values; both of those methods are based on historical 
costs.

Financial Accounting and Reporting by O il and Gas
Producing Companies

The Ability to Manage Earnings Is Not Unique to 
Successful Efforts Accounting

.186 Some proponents of fu ll costing contend that the ability o f 
management to subjectively influence reported earnings is reduced 
under fu ll costing. In  their view, under successful efforts ac
counting, management may be inclined to smooth or average 
periodic reported earnings by (a) deciding to delay final deter
m ination o f the outcome o f a project or to delay the w rite -off of 
an unsuccessful venture, thus postponing loss recognition, (b) 
incurring larger or smaller amounts o f costs that are charged to 
expense as incurred, such as in exploration, and (c) postponing or 
moving forward the times at which such costs are to be incurred.

.187 W hile a transaction-oriented accounting framework— which 
is the presently accepted framework— allows opportunities to post
pone or accelerate earnings effects, those opportunities are not 
unique to the o il and gas industry. N or are they unique to suc
cessful efforts accounting since fu ll costing itself may be viewed 
as a method fo r averaging reported earnings over long periods of 
time. M ost importantly, the Board does not believe that the 
potential actions described in  the preceding paragraph should 
bear im portantly on the accounting decisions confronting the
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Board in  this project. Even i f  accounting results were to influence 
some managers’ decisions, it does not fo llow  that accounting 
standards should be designed to accomplish or prevent an action 
by management. That type o f accounting standard would require a 
judgment by the Board as to which potential actions are desirable 
and which are undesirable. Accounting should evenhandedly 
report economic actions taken, regardless o f motivation. Account
ing should not obscure the effect o f actions and events in order to 
prevent what some believe to be “ uneconomic”  actions.

Simplicity Is Not the Overriding Criterion for 
Selection of Accounting Method

.188 Some persons advocate fu ll costing on grounds that it 
reduces the amount o f procedural and mechanical accounting 
work, thus saving time, effort, and cost in  maintaining accounting 
records. They claim that since a ll costs incurred in acquisition, 
exploration, and development are capitalized, there is less need 
to make arbitrary cost allocations or to prepare separate computa
tions o f amortization on ind ividual properties. The Board dis
agrees. F irstly, individual property records must be maintained 
fo r purposes o f determining royalties, computing taxable income, 
and making management decisions to commit funds, abandon 
properties, and so forth, so the amount of additional effort that 
may be required under successful efforts accounting is not ex
pected to be burdensome. M ore im portantly, in  the Board’s 
judgment, accounting sim plicity should not justify nonrecognition 
o f losses at the time they are incurred.

Reasons for Specific Conclusions w ithin the Successful 
Efforts Method

.189 Paragraphs .142-.188 set fo rth  the Board ’s reasons fo r 
re jec ting  fu ll cost accounting and accepting successful efforts 
accounting. As explained in  paragraphs .111-.119, however, 
there are m any variations w ith in  the successful e ffo rts method. 
Paragraphs .190-.214 w h ich  fo llo w  explain the Board ’s con
clusions regard ing  the p rinc ipa l variations considered.

Rejection of Area-of-lnterest Approach

.190 Some proponents o f successful efforts accounting believe 
that a cost center (such as an area-of-interest) has a central role in 
accumulating certain types o f prediscovery costs p rio r to the time 
that a reasonable determination can be made as to whether future 
benefits w ill result from  having incurred those costs. They would 
capitalize some or a ll prediscovery costs relating to an area-of- 
interest un til it  is determined whether that area contains proved
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reserves. I f  it  is determined that the area-of-interest does not con
tain reserves, the costs are w ritten off and a loss is recognized.
Even among proponents o f the area-of-interest approach there are 
differences as to which prediscovery costs relating to an area-of- 
interest should be capitalized. Some proponents would capitalize 
prediscovery d rilling  costs but not G&G; others would capitalize 
the G&G as well. Other successful efforts proponents use a cost 
center only fo r computing amortization rates. They believe that 
the nature of a cost, and not the nature o f a cost center, should be 
the prim ary consideration in the capitalize/expense decision (dis
cussed further in paragraph .103).

.191 The Board has adopted the latter view. U n til discovery, 
delineation o f the boundaries o f a cost center such as an area- 
of-interest is arbitrary, and intercompany differences in defining 
cost centers are likely to be significant and unavoidable. M any 
years often elapse before reserves are discovered in  an area-of- 
interest, i f  they are discovered at all. Thus, depending on the 
extent to which an area-of-interest proponent would capitalize 
prediscovery costs, exploration costs that have no identifiable 
future benefits may be carried forward as assets potentially fo r 
many years. The Board concluded that exploration expenditures 
that do not directly result in  the acquisition o f an asset having 
identifiable future benefits should not be capitalized simply be
cause they fa ll w ith in  lines drawn on a map by ind ividual com
panies, that is, lines drawn to circumscribe an area-of-interest or, 
as some would say, a project.

.192 Some persons who advocate capitalization of all costs 
associated w ith  an area-of-interest say that doing so is essential 
fo r financial statements to reflect the to ta l “ historical cost”  o f a 
project that ultim ately proves successful. M any projects, how
ever, do not u ltim ately prove successful, and determination of 
success or fa ilure o f an area-of-interest often takes a number of 
years. In  the Board’s judgment, periodic reporting o f financial 
position and results o f operations to investors and creditors is an 
overriding consideration that precludes the indefinite accumula
tion o f costs o f unknown future benefit. The Board reached a 
s im ila r conclusion in  F A S B  S ta te m e n t N o .  2  [section 4211], 
“ A ccoun ting  fo r Research and Development Costs,”  in  w hich  
the Board rejected the indefin ite  deferral o f R & D  costs on a 
p ro ject basis pending determ ination  o f success or fa ilu re  o f the 
pro ject.
Charging G&G to Expense

.193 This Statement requires that geological and geophysical 
costs, whether incurred before or after acquisition o f the related
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property, be charged to expense when incurred. Those costs 
are inform ation costs very much like research costs. To a con
siderable extent, G&G costs are incurred before any properties 
are acquired, and in  the m ajority o f cases the acreage surveyed is 
either never acquired or, i f  acquired, is u ltim ately abandoned or 
surrendered. I t  is d ifficult, and in  many cases impossible, to 
correlate geological and geophysical expenditures w ith a specific 
discovery made many months or years later, even w ith the benefit 
o f hindsight; such correlation clearly cannot be done at the time 
the G&G expenditures are incurred, which is when accounting 
decisions are m ade. For those reasons, the Board has concluded 
that G&G costs shall be charged to expense when incurred. W hile 
the costs o f d rilling  stratigraphic test wells are sometimes con
sidered to be geological and geophysical costs, they are accounted 
fo r separately under this Statement fo r reasons explained in  para
graphs .2 0 0 -2 0 2 .

.194 In  response to recommendations made by  commentators on 
the Exposure D raft, this Statement makes clear that dry hole 
contributions and bottom  hole contributions are included in 
exp lora tion  costs (paragraph .017(c)). A lso, in  response to  
comments on the Exposure D ra ft, paragraph .020 has been 
added to provide fo r capitalization o f con trac tua lly  reimbursable 
G & G  and other explora tion costs.

Charging Carrying Costs to Expense

.195 Costs o f carrying and retaining undeveloped properties do 
not increase the potential o f those properties to contain o il and 
gas reserves. Carrying costs are incurred to m a in ta in  an enter
prise’s rights, not to a c q u ire  those rights. In  a sense, they are 
penalties fo r having delayed d rilling  and development activities 
and, thereby, having delayed potential production of o il and gas.
Because carrying costs do not enhance the future benefits from  
the enterprise’s properties and other assets, they are charged to 
expense when incurred under the provisions o f this Statement.

Charging the Costs of Drilling Unsuccessful Exploratory Wells to Expense

.196 Charging the costs o f d rilling  unsuccessful exploratory wells 
to expense is generally regarded as an inherent part o f the suc
cessful efforts method o f accounting. N ot a ll successful efforts 
proponents agree, however, on what constitutes unsuccessful ex
p loratory wells, and there is also disagreement over the tim ing of 
expense recognition. Under this Statement, success is defined in  
terms o f whether proved o il and gas reserves have been found. As 
to tim ing, under this Statement the costs o f d rilling  exploratory
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wells are in itia lly  capitalized when incurred and are subsequently 
either charged to expense or reclassified as part o f the enterprise’s 
wells and related equipment and facilities when the determination 
is made as to whether proved reserves have been found. Further, 
this Statement establishes guidelines fo r determining whether the 
costs o f d rilling  exploratory wells may continue to be carried as 
an asset pending determination o f whether proved reserves have 
been found.

.197 Several alternatives regarding the tim ing o f expense rec
ognition are proposed by successful efforts advocates. Some 
persons, on grounds that the m ajority o f a ll exploratory wells 
(73 percent fo r the U.S. as a whole in  1976) are unsuccessful, 
would charge all costs of d rilling  exploratory wells to  expense 
when incurred, rather than regard them as “ construction-in
progress”  pending determination o f success o r failure. Some 
would subsequently “ reinstate”  the costs o f d rilling  an exploratory 
w ell that is determined to have been successful. In  the Board’s 
judgment, however, reinstatement o f costs previously charged to 
expense is inconsistent w ith  generally accepted accounting p rin 
ciples fo r other industries. F or example, the Board has previously 
rejected the notion of cost reinstatement w ith  respect to research 
and development costs (paragraph 57 o f F A S B  S ta te m e n t N o .
2  [section 4211.57]). Consequently, the Board concluded th a t 
a method o f accounting  fo r o il and gas producing ac tiv itie s  
based on cost reinstatem ent is inappropriate.

.198 The best accounting, in the Board’s judgment, is to capitalize 
as “ construction-in-progress”  the costs o f d rilling  all exploratory 
wells pending determination o f success or failure, that is, pending 
determination o f whether proved reserves are found. The length 
of time it takes to d rill an exploratory well is relatively short—  
generally a matter o f weeks or months, although a few occasionally 
take a year or longer— so the period during which costs o f unde
termined future benefit are capitalized usually is relatively brief, 
and this Statement requires that the costs be charged to expense 
as soon as a determination is made that proved reserves have not 
been found. In  the Board’s judgment, it  is appropriate that the 
costs of d rilling  exploratory wells be treated differently from  
G&G and sim ilar exploration costs because, first, determination of 
success or fa ilure is much more clear-cut fo r exploratory d rilling  
than it  is fo r G&G and sim ilar exploration costs, and, second, 
because successful exploratory wells result directly in  the dis
covery o f proved reserves whereas G&G does not.

.199 The quantity of o il and gas reserves found by an exploratory 
well is normally estimated on or shortly after completion o f d rill-  
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ing; occasionally that assessment takes a matter o f weeks or 
months, rarely longer. I f ,  however, a major capital expenditure is 
required before production could begin— such as fo r construction 
o f a trunk pipeline— the reserves found may not be classifiable as 
proved unless sufficient quantities of additional reserves are found 
as a result o f additional exploratory drilling. The additional ex
p loratory drilling  m ight take several years to  complete. Para
graph .031 o f this Statement therefore divides exploratory wells 
that find o il and gas reserves into tw o types: Those that are not 
drilled  in  an area requiring a m ajor capital expenditure such as a 
trun k  pipeline before production could begin and those that are 
drilled  in  such an area. F o r the form er type, when classification o f 
the reserves that are found cannot be made at the time d rillin g  is 
completed, a one-year capitalization period is provided i f  that is 
necessary to allow a reasonable period o f time fo r determining 
whether to classify those reserves as proved. Recognizing, how
ever, that the decision to make a major capital expenditure, such 
as fo r a trunk pipeline, must sometimes await the results of addi
tional exploratory wells, the Board concluded not to impose the 
one-year presumption o f impairment on exploratory wells drilled 
in areas requiring a m ajor capital expenditure before production 
could begin. Instead, paragraph .031(a) establishes two conditions 
fo r continued capitalization that take in to  account the realities 
and economics o f exploratory d rilling  in  remote areas and, at the 
same time, prohib it the indefinite deferral o f the costs of explora
tory wells merely on the hope that the selling prices of o il and gas 
w ill increase or on the possibility that unplanned exploratory d rill
ing activ ity in  the indefinite future m ight find additional quantities 
o f reserves.

Stratigraphic Test Wells Treated Similarly to 
Exploratory Wells and Development Wells

.200 Stratigraphic test wells are drilled  to obtain information. 
They are not normally intended to be completed fo r hydrocarbon 
production and are customarily abandoned after drilling  is com
pleted and the inform ation is obtained. Norm ally, stratigraphic 
test wells are drilled offshore to determine whether an offshore 
property contains sufficient reserves to justify the cost o f con
structing and installing a production p latform  and to determine 
where to locate such a platform .

.201 Under this Statement, stratigraphic test wells are divided into 
two types— exploratory-type and development-type— and the stand
ards of accounting fo r the two types parallel the accounting fo r 
exploratory wells and development wells, respectively. Thus, an
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exploratory-type stratigraphic test well is accounted fo r in a man
ner sim ilar to an exploratory well drilled in  an area requiring a 
m ajor capital expenditure before production could begin: The costs 
o f d rilling  the exploratory-type stratigraphic test well are capital
ized pending determination o f whether proved reserves are found, 
subject to the condition that those costs not continue to  be carried 
as assets indefinitely i f  stratigraphic test d rilling  activity in  the area 
has ceased or i f  the quantity o f reserves found would not justify 
completion of the well fo r production had it  not been simply a 
stratigraphic test well. The capitalized costs either are reclassified 
as part of the cost o f the enterprise’s wells and related equipment 
and facilities if  proved reserves are found or are charged to expense 
i f  proved reserves are not found. Thus if  an exploratory-type 
stratigraphic test well discovers reserves that are classified as 
proved and facilities are to be installed to produce those reserves, 
the cost of the exploratory-type stratigraphic test well is accounted 
fo r as part o f the cost o f the facilities even though the particular 
well itself may be abandoned. Accounting fo r the other type of 
stratigraphic test well— development-type— is identical to account
ing fo r development wells and other development costs generally: 
capitalize as part o f the cost o f an enterprise’s wells and related 
equipment and facilities (reasons therefor discussed in  paragraph 
.207).

.202 The method o f accounting fo r exploratory-type stratigraphic 
test wells described in the preceding paragraph represents a change 
from  the Exposure D raft, which had proposed that the costs of a ll 
stratigraphic test wells be charged to expense when incurred on 
grounds that they are sim ilar to G&G costs. A  number o f respon
dents to the Exposure D ra ft pointed out that an im portant d if
ference exists between the costs o f stratigraphic test wells and G&G 
costs: G&G inform ation, no matter how persuasive, does not 
provide sufficient evidence to classify reserves as proved; reserves 
are classified as proved only after an exploratory well or a strati
graphic test well has been drilled. Thus a stratigraphic test well 
can result directly in  the discovery o f proved reserves whereas 
inform ation obtained from  geological and geophysical studies 
cannot. Discovery of proved reserves establishes the existence of 
future benefits and justifies the continued capitalization o f the 
costs of those stratigraphic test wells that find proved reserves. 
Because of the foregoing differences, the costs of exploratory-type 
stratigraphic test wells are more like  the costs o f d rilling  explora
tory wells than they are like  G&G costs. The Board agrees w ith  
that view, and this Statement reflects the appropriate modification 
from  the Exposure D ra ft. Further, paragraph .034 provides fo r
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deferral o f the costs of exploratory-type stratigraphic test wells that 
find commercially producible quantities o f reserves, even though 
those wells cannot be used to produce the reserves. That provision 
reflects the realities and economics o f offshore drilling. Producible 
exploratory wells often are prohib itive ly expensive in  offshore 
waters, and offshore exploratory d rilling  generally involves non- 
producible, expendable wells.

All Development Costs Capitalized

.203 Under this Statement, discovery of o il and gas reserves is 
viewed as the single most critica l event in  the search fo r and ex
traction o f o il and gas. Discovery o f proved reserves establishes 
the existence of future benefits and justifies the capitalization o f 
the costs of successful exploratory wells and exploratory-type 
stratigraphic test wells as amortizable assets. A fte r discovery, 
development costs are incurred to obtain additional access to 
those proved reserves and to provide facilities fo r extracting, 
treating, gathering, and storing the o il and gas. Those develop
ment costs result in  the creation o f a producing system of wells 
and related equipment and facilities— a system much like the 
production system o f a manufacturing company.

.204 A fte r discovery, all costs incurred to build  that producing 
system, including the costs o f d rilling  unsuccessful development 
wells and development-type stratigraphic test wells, are capitalized 
as part o f the cost of that system under the provisions of this 
Statement. W ith  respect to development dry holes, some persons 
take the position that no costs incurred in  d rilling  a dry hole—  
exploratory o r development— can provide future benefits, and 
therefore the costs of a ll dry holes, including development dry 
holes, should be charged to expense.

.205 In  the Board’s judgment, however, there is an im portant d if
ference between exploratory dry holes and development dry holes. 
The purpose o f an exploratory well is to search fo r o il and gas. 
The existence o f future benefits is not known until the well is 
drilled. Future benefits depend on whether reserves are found. 
A  development well, on the other hand, is drilled  as part o f the 
effort to build  a producing system of wells and related equipment 
and facilities. Its purpose is to extract previously discovered proved 
o il and gas reserves. By definition (Appendix C, paragraph .274), a 
development well is a well drilled  w ith in  th e  p ro v e d  a re a  o f a 
reservoir to a d e p th  k n o w n  to  be  p ro d u c t iv e .  The existence of 
future benefits is discernible from  reserves already proved at the 
time the well is drilled. A n  exploratory well, because it  is drilled
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outside a proved area, or w ith in  a proved area but to a previously 
untested horizon, is not directly associable w ith  specific proved 
reserves un til completion o f drilling. A n  exploratory well must 
be assessed on its own, and the direct discovery of o il and gas 
reserves can be the sole determinant of whether future benefits 
exist and, therefore, whether an asset should be recognized. U n
like an exploratory well, a development well by definition is 
associable w ith  known future benefits before d rilling  begins. 
The cost o f a development well is a part o f the cost o f a bigger 
asset— a producing system o f wells and related equipment and 
facilities intended to extract, treat, gather, and store known 
reserves.

.206 Moreover, because they are drilled  only in proved areas to 
proved depths, the great m ajority o f development wells are suc
cessful; a much smaller percentage (22 percent in the United 
States in  1976), as compared to  exploratory wells (73 percent in 
the United States in  1976) are dry holes. Development dry holes 
occur p rincipally because o f a structural fau lt or other unexpected 
stratigraphic condition or because o f a problem that arose during 
drilling, such as tools or equipment accidentally dropped down the 
hole, or simply the inab ility  to know precisely the lim its and 
nature o f a proven reservoir. Development dry holes are sim ilar 
to normal, relatively m inor “ spoilage”  o r “ waste”  in manufactur
ing or construction. The Board believes that there is a significant 
difference between the e x p lo ra t io n  f o r  and the d e v e lo p m e n t o f  
proved reserves. Therefore, in the Board’s judgment, i t  is appro
priate to account fo r the costs o f development dry holes different 
from  exploratory dry holes.

.207 For sim ilar reasons, the Board believes that the costs of 
development-type stratigraphic test wells should be accounted fo r 
as other development costs. Development-type stratigraphic test 
wells are drilled a f te r  proved reserves have been discovered, and 
they are drilled w ith in  the proved area, generally either to  assess 
more accurately the quantity o f reserves that has been found or 
to provide inform ation as to where best to  locate the production 
platform . The existence o f future benefits is discernible from  re
serves already proved at the time the development-type strati
graphic test well is drilled. The costs o f d rilling  the well are part 
o f the costs o f developing a system that w ill produce those reserves. 
In  the Board’s judgment, it  is inappropriate to account fo r the 
costs o f development-type stratigraphic test wells different from 
other development costs. As explained in paragraph .202, the 
method o f accounting fo r stratigraphic test wells in this Statement
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represents a change from  the proposal in the Exposure D ra ft as a 
result o f comments made by respondents to  the Exposure Draft.

Impairment Test for Unproved Properties

.208 When unproved properties are acquired, their acquisition 
costs are capitalized when incurred. Whether the unproved prop
erty w ill u ltim ately provide future benefits— that is, whether it  
contains proved o il and gas reserves— is unknown at the time of 
acquisition. However, a p ro p e r ty  r ig h t  is acquired. That prop
erty right, and the underlying r ig h t  to  se a rch  f o r  a n d  e x t ra c t  
o il and gas reserves, in themselves are in the Board’s judgment a 
sufficient future benefit to justify  capitalizing the acquisition cost 
o f an unproved property at the time i t  is incurred. Because a pur
chase price has been paid, there is a presumption that the property 
right has an independent market value at the time equivalent to 
the purchase price. Thereafter, either as a result o f unsuccessful 
exploration activities including those of other parties on nearby 
or adjacent properties or as the expiration o f the property right 
approaches, the future benefits inherent in  the right to search fo r 
and extract o il and gas in  an unproved property may diminish or 
disappear entirely, w ith  no offsetting benefits in  terms o f o il and 
gas discovered. Consequently, this Statement requires that un
proved properties be assessed periodically and a loss recognized 
i f  those properties have been impaired. M any respondents to the 
Exposure D ra ft recommended that fo r practical reasons the Board 
should perm it recognition of impairment o f ind iv idua lly insignifi
cant properties by amortizing their costs, either in the aggregate 
or by groups, on the basis o f the experience o f the enterprise and 
other inform ation. This Statement reflects the appropriate m odi
fication of the Exposure D ra ft to permit amortization of ind iv id 
ually insignificant properties.

Question of a Limitation Test for Proved Properties and 
Capitalized Exploration and Development Costs

.209 A s explained in  paragraphs .190 and .191, a cost center is 
not the prim ary consideration in  the capitalize/expense decision 
under the approach to successful efforts accounting adopted by 
the Board in this Statement. Under that approach, the assets to 
which the capitalized acquisition, exploratory drilling, and devel
opment costs relate are p ro p e r tie s ,  w e lls , e q u ip m e n t,  a n d  fa c il i t ie s .
The question of whether to w rite down the carrying amount of 
productive assets to an amount expected to be recoverable through 
future use of those assets is unsettled under present generally ac
cepted accounting principles. This is a pervasive issue that the 
Board has not addressed. Consequently, this Statement is not
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intended to change practice by either requiring or prohib iting an 
impairment test fo r proved properties or fo r wells, equipment, and 
facilities that constitute part o f an enterprise’s o il and gas producing 
systems.

Unit-of-Production Amortization

.210 Nearly all respondents to the Discussion Memorandum and 
the Exposure D ra ft favored unit-of-production amortization fo r 
capitalized acquisition, exploratory d rilling , and development costs.
There was some disagreement, however, as to the appropriate 
reserve categories on which to base amortization. Some persons 
favor using the same reserve categories fo r all amortizations. W ith 
in that group, some would use only p ro v e d  d e v e lo p e d  reserves 
while others would use a l l  p ro v e d  reserves. Some who would use 
all proved reserves would include estimated future development 
costs in  the amortization computation; others would use only actual 
costs incurred. Some persons would use different reserve categories 
fo r different types o f capitalized costs.

.211 The Board believes that using estimated future development 
costs to compute amortization rates introduces an unnecessary 
and subjective element into the financial accounting and reporting 
process. O nly development costs incurred to date should be 
amortized. Further, in  the Board’s judgment, costs should be 
amortized on the basis o f estimates o f quantities o f proved reserves 
to which those costs relate. Proved developed reserves, by defini
tion, relate to the costs o f wells and related equipment and fa c ili
ties. Acquisition costs relating to proved properties, on the other 
hand, were incurred to obtain not only the proved reserves that 
are already developed bu t also those proved reserves remaining 
to be developed. Accordingly, this Statement requires that ac
quisition costs o f proved properties be amortized on the basis o f 
all proved reserves, developed and undeveloped, and that capital
ized exploratory d rilling  and development costs (wells and related 
equipment and facilities) be amortized on the basis o f proved 
developed reserves.

.212 Respondents to the Exposure D ra ft cited three im portant 
aspects of its provisions regarding unit-of-production amortization 
that, in their view, required clarification or modification. The 
Board agrees that clarification or modification is needed fo r each 
of those matters, and the fo llow ing changes have been made in 
this Statement:

a. Paragraph .029 has been modified to perm it reclassification 
from  unproved to proved of only a portion o f an unusually
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large property to which proved reserves have been attributed. 
The acquisition cost o f the portion remaining as unproved w ill 
therefore not be subject to unit-of-production amortization, 
though it w ill continue to be subject to assessment fo r im 
pairment.

b. Paragraph .035 has been modified to perm it amortization o f 
natural gas cycling and processing plants by other than the 
unit-of-production method i f  another method is deemed more 
appropriate in the circumstances.

c. Paragraph .035 has been modified to provide fo r  exclusion of 
certain large front-end development costs that relate to an 
entire planned group of wells as a whole from  immediate 
early amortization pending completion o f d rilling  the addi
tional wells; sim ilarly, that paragraph now provides fo r ex
clusion from  the amortization rate determination those proved 
developed reserves that w ill be produced Only after significant 
expenditures are made.

.213 Two principal approaches were considered by the Board 
fo r equating, in computing amortization rates, o il and gas that are 
jo in tly  produced from  a property or group o f properties. One is 
to equate the o il and gas on the basis of their relative energy 
content— their heat content based on the British  Thermal U n it 
(BTU ). The other approach is to equate o il and gas on the basis 
o f their relative sales values.

.214 The relative energy content approach stresses the physical 
relationship o f o il and gas. The relative sales value method is 
intended to emphasize their economic relationship. The Board 
rejected the relative sales value method principally because of 
problems in  determining and using relative sales values. For ex
ample, because market prices of much o f the o il and gas sold 
are regulated, sometimes w ith  widely disparate prices prevailing 
fo r the same commodity and w ith  relatively significant year-to- 
year fluctuations, the economic relationship as o f a given date 
could be quite artific ia l and quite different from  a sim ilar deter
m ination made fo r the same reserves as o f some p rior or future 
date. Consequently, the Board rejected the relative sales value 
method.

Importance of the Definition of Proved Reserves

.215 Under the provisions of this Statement, capitalization and 
asset classification decisions hinge on whether p ro v e d  reserves
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have been found. For that reason, the definition of proved reserves 
in  Appendix C o f this Statement assumes great importance. That 
definition is the one set fo rth  in the rules and regulations o f the 
Securities and Exchange Commission. The Board chose that 
definition, rather than definitions proposed by others and rather 
than creating a definition o f its own, because the SEC definition 
is already required to be used in  practice by o il and gas producing 
companies whose securities are public ly traded. The Board be
lieves that conform ity o f the reserve definitions used in  filings w ith  
the SEC, in inform ation reported to the Department of Energy 
fo r the national energy data base, and in financial statements 
prepared in conform ity w ith  generally accepted accounting princi
ples is desirable.

.216 U nder paragraph .011 o f this Statement, properties are clas
sified as either unproved or proved depending on whether those 
properties have proved reserves. A lthough some o il and gas 
producing companies currently make a developed/undeveloped 
or producing/nonproducing distinction among properties, in  the 
Board’s judgment d is c o v e ry , rather than development or produc
tion, is the single most critica l event in  an enterprise’s o il and gas 
producing activities. The Board recognizes that some companies 
presently refer to properties w ith  no proved reserves as u n d e 
v e lo p e d  or n o n p ro d u c in g ,  fo r disclosure purposes; conversely, 
some companies heretofore have referred to properties w ith  proved 
reserves as d e v e lo p e d  o r p ro d u c in g  properties even though some or 
a ll o f a property’s proved reserves may not be developed or 
producing.

Information Available after the Balance Sheet Date

.217 In  response to questions raised in letters of comment on the 
Exposure D ra ft, paragraph .039 has been added to this Statement 
to c larify that inform ation that becomes available after the bal
ance sheet date but before the financial statements are issued shall 
be taken into account in  evaluating conditions that existed at 
the balance sheet date, fo r example, in  assessing unproved prop
erties and in  determining whether a well has found proved re
serves. The Board believes that this position is consistent w ith 
the concepts in  F A S B  S ta te m e n t N o .  5 [section 4311], “ A c 
coun ting  fo r Contingencies.”

Mineral Property Conveyances and Related Transactions

.218 M inera l property conveyances and related transactions may 
be classified according to their nature as a sale, a borrowing, an 
exchange o f nonmonetary assets, a pooling o f assets in  a jo in t
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undertaking, o r some combination thereof. In  the Board’s judg
ment, the accounting principles set fo rth  in  the authoritative ac
counting literature and otherwise generally accepted in current 
practice fo r sim ilar transactions in  other industries should apply 
to  the o il and gas industry . Paragraphs .043 and .047 app ly 
accepted accounting practices to  some o f the more common 
types o f conveyances.

.219 The transactions described in  paragraph .043(a) are classi
fied as borrowings because the funds advanced are repayable in  
cash o r its equivalent. A lthough the purpose o f advancing funds 
fo r  exploration is to obtain fu tu re  supplies, successful exploration 
is not assured, and to the extent production is inadequate to 
satisfy the obligation, the balance is payable in  cash. Accordingly, 
the transaction is in substance a borrowing.

.220 A  production payment repayable in  cash out o f the proceeds 
from  a specified share of production un til the amount advanced 
has been recovered w ith  interest (paragraph .0 43 (b )), is in  sub
stance a borrowing. Some hold the view that the recipient o f the 
advance has no liab ility  except to the extent that o il or gas is pro
duced and that, accordingly, the recipient should account fo r the 
advance as deferred revenue. The Board did not find that reason
ing persuasive. Norm ally, the advances are made by banks (o ften  
through an interm ediary) or by other lenders under conditions that 
leave little  doubt that the proved reserves are more than adequate 
to recover the funds advanced plus interest. The intent o f the 
transaction is to obtain funds and not to sell o il or gas fo r  fu ture  
delivery. The recipient o f the advance is at risk fo r any change 
in the price o f o il or gas and fo r the cost o f operating the prop
erty. The transaction is in  substance a loan secured by reserves 
and is w ithout recourse to other assets o f the party receiving the 
advance. The reserves and production involved are reported by 
the recipient, not by the lender.

.221 The Exposure D ra ft had proposed that neither gain nor loss 
be recognized at the time o f conveyance i f  a part o f an interest 
owned is sold and either (a) substantial uncertainty exists about 
recovery o f the costs applicable to the retained interest o r (b) 
the seller has a substantial obligation fo r future performance.
W hile agreeing that because o f those uncertainties recognition of 
a g a in  is not appropriate in  those situations, some respondents to 
the Exposure D ra ft said that recognition o f a lo ss  should not be 
prohibited. The Board agrees, and paragraph .045 o f this State
ment prohibits only the recognition o f a gain in  those situations.
In  addition, the phrase “ substantial obligation fo r future per-

A C  § 6021.219 C o p yrig h t ©  1977, A m erican  In s t itu te  o f C ertif ied  P u b lic  A ccountants, In c .



formance”  in  paragraph .045(b) has been expanded to include ex
amples, as suggested by some respondents to the Exposure D ra ft.

.222 A  production payment to be satisfied by delivery o f a speci
fied quantity o f o il or gas out o f a specified share o f production 
(paragraph .047 (a )) is a sale fo r which income is not recognized 
because the earning process is not complete. The seller s till has 
to  perform  the production and delivery function. U n like  the pro
duction payment payable in  cash, the amount payable is not fixed, 
there is no specified or determinable rate of interest, and the risks 
o f price changes rest w ith  the purchaser rather than the seller.
The purchaser, not the seller, reports the reserves and production 
because the substance o f the transaction is the purchase o f a m in
eral interest rather than the lending o f cash.

.223 In  some transactions, the owner o f an operating interest in 
an unproved property arranges fo r another party to assume some 
or a ll o f the exploration, drilling, development, and operating 
obligations in  return fo r a share o f the rewards i f  those efforts 
are successful. This Statement addresses three types o f such 
arrangements: (a) assignment o f the operating interest w ith  reten
tion of a nonoperating interest in  return fo r which the assignee 
assumes the drilling, development, and operating obligations (para

graph .0 47 (b )) ; (b ) assignment o f a part o f an operating interest 
in return fo r  assumption by the assignee o f the obligation to d rill 
one or more exploratory wells at assignee’s cost, a fte r which the 
property is to  be jo in t ly  owned and operated i f  the d r il l in g  is 
successful (paragraph .047(c)) ; and (c ) a carried in terest ar
rangem ent by w h ich  the assignee assumes a ll the explora tion  
d r il l in g  and developm ent r isk  in  re tu rn  fo r a fractiona l operat
ing  in terest bu t recovers the cost incurred, i f  the venture is 
successful, before the assignor shares in the production  from  
the p rope rty  (paragraph .047(d )).

.224 W hile the three types o f conveyances described in  the pre
ceding paragraph have different features, in  each instance one 
party has provided the property and the other party has agreed to 
incur certain high risk costs, and the benefits, i f  any, are to be 
shared in  agreed proportions. The Board concluded that a ll those 
transactions represent a pooling o f assets in  a jo in t undertaking.
The investment o f each party in  the jo in t operations consists of 
the carrying amount o f the assets contributed by it. Each party 
w ill share in  the resulting benefits, i f  any, according to  the terms 
o f the agreement. The cost o f those benefits to the recipient is 
the amount o f its investment. A t  the time o f the transaction the 
earning process is incomplete and no gain o r loss has been real
ized by either party. Each party records only its own costs and 
revenues and does not make a reassignment o f costs to reflect the 
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interest that i t  obtains, or may obtain, in  assets contributed by 
the other party. Each party looks upon its earning assets as those 
contributed by it.

.225 Some support the view that when part o f an interest in  an 
unproved property is relinquished to obtain another type of 
interest in  the same property o r an interest in  wells and equip
ment, both parties to  the transaction should reassign the cost each 
has incurred so that their accounts w ill reflect some cost fo r  each 
type o f asset. The Board rejected that view because there is no 
true exchange o f assets in  this type o f transaction. As stated 
above each party’s earning assets are those contributed by it, and 
the carrying amounts o f those assets should be retained at their 
historical cost.

.226 In  applying the above conclusions to carried interests, the 
Board recognizes that before payout a carried party w ill reflect 
no income and that at payout the carried party w ill own an 
interest in  wells and related equipment and facilities, but its ac
counts w ill reflect only the orig inal investment in  the property. 
The Board believes, however, that the pooling concept best re
flects the substance o f the agreement between the parties. A t  the 
time expenditures are made i t  is not known whether payout w ill 
occur, and many carried interests, even in  properties where produc
tion  is obtained, do not pay out. The Board’s conclusions in  
respect to  accounting fo r this type o f transaction are that a carried 
party has no revenue u n til payout and no cost o f assets beyond 
the original leasehold cost; a carrying party’s accounts reflect the 
investment, operating costs, and revenue that are at its risk or 
fo r its benefit; and the disclosures o f reserves and production 
should be consonant w ith  that basis o f accounting.

.227 Because an exchange o f fractional operating interests in  un
developed mineral properties upon form ation o f a jo in t venture 
(paragraph .047(e)) is a nonmonetary exchange o f s im ila r p ro
ductive  assets, accounting as prescribed in  A P B  O p in io n  N o .  
29 , “ A ccoun ting  fo r N onm onetary T ransactions,”  paragraph 
21(b) [section 1041.21(b)] is appropriate. In  response to  re
quests fo r c la rifica tion  o f gain o r loss recogn ition  in  d ispro 
portiona l cost sharing arrangem ents paragraph .047(e) was 
expanded to  provide th a t each p a rty  to  a jo in t  venture shall 
record its  cost and th a t gain shall not be recognized i f  an in 
te rest in  a p rope rty  or o ther assets is acquired w ith o u t cost 
or a t a cost d isproportionate  to  the in te rest acquired. T h is  
accounting is compatible w ith  that prescribed fo r a free well or a 
carried interest.
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.228 The Board considered the transactions carried out to effect 
the unitization o f o il and gas properties ( paragraph .047 ( f  ) ) to be 
a pooling o f assets fo r which the earning process is incomplete. 
Unitizations result in  a group o f separate properties being com
bined and operated as a single property. Each participant normally 
has essentially the same quantity o f o il and gas reserves imme
diately fo llow ing the unitization as before. A  payment o f money 
to equalize the contributions of wells, equipment, and facilities 
does not in  the Board’s judgment change the substance o f the 
transaction.

.229 Paragraph .047(g) has been added to  th is  S tatem ent to 
c larify the appropriate accounting fo r the sale o f an entire interest 
in  an unproved property. Recognition o f gain or loss on the sale 
o f a property whose impairment has been assessed ind iv idually 
is consistent w ith  accounting fo r the sales o f assets generally. 
Nonrecognition of gain o r loss on the sale o f a property whose 
impairment has been assessed by amortizing its cost as part o f a 
group is compatible w ith  the normal accounting fo r a partial 
retirement o f assets subject to group depreciation; paragraph 
.047(g) also provides fo r recognizing gain when the sales price 
exceeds the original cost o f the property sold, a circumstance that 
does not normally arise in  the usual group depreciation s itua tion  
fo r o ther types o f assets.

Financial Accounting and Reporting by O il and Gas 10,537
Producing Companies

.230 The sale o f a part o f an interest in an unproved property 
fo r cash (paragraph .047(h) ) is viewed by some as the sale o f an 
asset that results in a gain or loss. The Board does not agree w ith 
that view. The objective o f the parties in  this type o f transaction 
is generally to diversify risks and jo in tly  participate in  any future 
costs and benefits. Since this Statement requires continuing 
evaluation o f unproved properties fo r impairment, no loss 
need be recognized as stemming directly from  the sale of a 
fractional interest. The Board concluded that because of the un
certainty of the recovery of costs applicable to the interest retained 
in an unproved property, the transaction should be accounted for 
as a recovery o f cost and that a gain should be recognized only to 
the extent that proceeds from  the fractional interest sold exceed 
the carrying amount o f the property. The proposal in the Ex
posure D ra ft has been revised to c larify the question o f gain 
recognition i f  the unproved property in which part or a ll o f an 
interest is sold is part o f a group fo r which an impairment allow
ance is provided in  the aggregate.
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.231 The risk o f nonrecovery o f the remaining cost is usually 
not significant i f  proved properties or parts o f interests in proved 
properties are sold (paragraph .0 4 7 ( i) - (m ) ). Accordingly, the 
Board concluded th a t gain o r loss should n o rm a lly  be recog
nized in  those transactions consistent w ith  o ther sales of capi
ta l assets.
.232 Paragraphs .047(1) and .047(m ) have been added to  
c la r ify  th a t accounting fo r the sale o f a p rope rty  w ith  re tention  
o f a p roduction  paym ent shall be com patib le  w ith  the account
ing  fo r  the sale o f production payments w ith  retention  o f the 
opera ting  interest. A  retained production  paym ent expressed 
in  m oney may sometimes be so large th a t i t  is h ig h ly  im proba
ble th a t the p roduction  paym ent w i l l  be satisfied before the 
reserves are fu l ly  depleted. In  those s ituations, therefore, 
paragraph .047(1) provides th a t the retained production pay
m ent shall be treated as an ove rrid in g  ro y a lty  in terest ra ther 
than  as a receivable or payable.

Disclosure

,233 In  estab lish ing  the disclosure standards in paragraphs 
.048-.059 o f th is  Statem ent, the Board re lied  on the fo llo w in g  
general g u ide lin e s :

a. The disclosures in  financial statements do not and cannot 
include all inform ation that may be needed fo r investment, 
credit, regulatory, o r national economic planning and energy 
policy decisions, although the accounting standards established 
by this Statement should contribute im portantly to  the relia
b ility  and un ifo rm ity  o f financial data used in  those types of 
decisions. F inancial statements are intended to  present fa irly  
an enterprise’s financial position, results o f operations, and 
changes in  financial position in  conform ity w ith  generally ac
cepted accounting principles. Thus, financial statement disclos
ures are those disclosures that are considered necessary fo r such 
a fa ir presentation. Criteria such as relevance, re liab ility , veri
fiab ility , freedom from  bias, and comparability provide guid
ance in  considering which disclosures are necessary fo r fa ir 
financial statement presentation.

b. O il and gas producing companies currently disclose a consider
able amount o f inform ation about their o il and gas producing 
activities in annual reports to shareholders, in published sta
tistical summaries, in  filings w ith  the SEC, Department o f 
Energy, and other regulatory agencies, and in other publicly 
available documents. M ost o f that inform ation is currently 
presented outside the scope o f the companies’ financial state-
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merits. This Statement w ill result in  some o f that inform ation 
being included in  financial statements and, fo r many com
panies, w ill result in  changes in  the bases o f preparing the 
information.

c. The disclosures required by this Statement relate only to those 
activities (acquisition, exploration, development, and produc
tion) fo r which this Statement establishes accounting standards; 
therefore, this Statement does not prescribe disclosures related 
to transporting, refining, and marketing of o il and gas or other 
activities o f an o il and gas producing company.

d. As a general proposition, disclosures required fo r companies 
engaged in  o il and gas producing activities should be sim ilar to 
those required fo r companies in  other industries.

e. As elaborated on in  paragraphs .149-.152, financial statements 
by themselves do not adequately portray the success o f a com
pany in  finding and developing o il and gas reserves under either 
o f the two historical cost methods o f accounting fo r o il and gas 
producing activities— fu ll costing or successful efforts costing. 
Under both methods, earnings are recognized at the time of 
sale, not at the time o f discovery o r production. Therefore, an 
im portant objective o f the disclosures included in  financial 
statements prepared by either o f those historical cost methods 
should be to help the user o f those statements relate a com
pany’s e f fo r ts  (in terms o f costs incurred in  searching fo r and 
developing o il and gas reserves) and a c c o m p lis h m e n ts  (in 
terms o f reserves discovered and developed).

f. The disclosure requirements must be consistent w ith  and de
rived from  the accounting standards established by this State
ment. That is, a principal purpose o f the disclosures should 
be to  aid in  understanding o f the inform ation s h o w n  in  the 
financial statements o f an o il and gas producing company. The 
disclosures should not be designed to present inform ation that 
m ig h t  h a v e  be en  s h o w n  in  the financial statements had different 
accounting standards been established by this Statement.

Financial Accounting and Reporting by O il and Gas
Producing Companies

Disclosures in Interim Financial Statements

.234. This Statement does not require that the disclosures o f re
serve quantities and o f acquisition, exploration, development, a n d  

production costs be included in  interim  financial statements, though 
they are required in  annual financial statements. The Board 
reached that conclusion principally because problems in  gathering
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data o f that type on a tim ely basis become especially acute at 
interim  reporting dates and, fo r some companies, the costs o f that 
effort may be unduly burdensome. The Board presently has on its 
agenda a project on interim  financial reporting in  which the nature 
and extent o f disclosures in  interim  financial statements are issues.

Disclosure of Information about Reserves

.235 M ost of the respondents to the Discussion Memorandum 
and most o f the interviewees in the research effort described in 
paragraph .090(a) o f Appendix A  said that in fo rm ation  about 
quantities o f o il and gas reserves is essential to understand and 
interpret the financial statements of an o il and gas producing com
pany. M any fe lt that reserve inform ation is the single most im 
portant type o f disclosure that could be required o f an o il and 
gas producing company. They said that discovery of reserves is 
the critica l event in the o il and gas production cycle and that re
serves and changes in reserves are key indicators o f the success of 
a company. In  general, the Board agrees w ith  those views. None 
o f the methods o f accounting considered by the Board in this 
project, not even discovery value or current value accounting, 
would, in  the Board’s judgment, result in financial statements that 
would not need to be accompanied by disclosures o f reserves and 
reserve changes. This Statement requires disclosure of information 
w ith  respect to a company’s o il and gas reserves.

.236 The Board does not agree w ith  the view, expressed by some, 
that m ineral reserve inform ation is not accounting information 
and, i f  disclosed at all, should not be included in financial state
ments. Those who take that position argue that while reserve in 
form ation may indeed be important, it  is too subjective, too fre
quently revised, too unreliable, too “ soft”  to be reported in  finan
cial statements. In  the Board’s judgment, however, certain reserve 
inform ation has the qualities o f verifiab ility, re liab ility , freedom 
from  bias, comparability, and the like  to a sufficiently reasonable 
degree to warrant its inclusion in financial statements. Accordingly, 
the Board concluded that reserve inform ation is so helpful and 
essential to an understanding o f the financial position, results of 
operations, and changes in  financial position o f an o il and gas 
producing company that the added relevance of the financial state
ments from  including the inform ation more than compensates fo r 
the lack o f precision o f estimates o f reserves.

.237 The Board considered the fo llow ing broad areas o f disclosure 
of inform ation regarding o il and gas reserves:
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a. Disclosure of reserve quantities:

i. Estimated reserve quantities, by categories and types of 
reserves.

ii. Changes in estimated reserve quantities, by categories and 
types o f reserves.

iii. Other disclosures relating to estimated reserve quantities, 
such as geographic locations, ownership characteristics, 
quality of reserves, and unusual risks and uncertainties.

b. Disclosure o f reserve values:
i. Estimated value o f reserves.

ii. Changes in estimated reserve values.

c. Description of assumptions and difficulties in estimating quan
tities or values of o il and gas reserves.

Disclosure of Reserve Quantities

.238 This Statement relies on estimates o f proved reserves and 
proved developed reserves fo r a number of capitalization and 
amortization determinations, and fo r the reasons discussed in  
paragraphs .235 and .236 disclosure o f quantities o f those cate
gories o f reserves, and o f changes in  those quantities, is required. 
In  the Board’s judgm ent, the constra in ts imposed on the esti
m ato r by the defin itions of proved reserves and proved de
veloped reserves in  paragraph .271 of A ppend ix  C w i l l  keep 
the su b je c tiv ity  o f the estimates to  an acceptably low  level fo r  
financia l reporting  purposes.

.239 Reserve increases that result from  successful exploration and 
development efforts and from  purchases o f minerals-in-place, net 
of decreases from  production and sales of minerals-in-place, repre
sent the physical expansion or contraction of the quantity o f the 
company’s reserves from  the beginning to the end o f the period. 
Revisions o f previous estimates, on the other hand, represent a 
change to the quantity that was perceived to have existed at the 
beginning of the period. The categories o f changes in  reserve 
quantities required to be separately reported by paragraph .051 are 
intended to reflect those differences. Some respondents to the 
Exposure D ra ft disagreed w ith  the inclusion o f changes in reserves 
resulting from  application of improved recovery techniques among 
other additions; they pointed out that such changes are normally  
classified by industry practice as revisions o f previous estimates. 
This Statement reflects a change from  the Exposure D ra ft in re
sponse to the foregoing concerns. Paragraph .051 provides fo r  
separate disclosure o f changes resu lting  from  im proved recov-
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ery techniques i f  s ign ifican t and fo r inc lus ion  o f those changes 
as revisions of previous estimates i f  no t significant. A lso, in  
response to  comments on the Exposure D ra ft, paragraph .050 
provides fo r exclusion o f reserves re la ting  to  ro y a lty  interests  
owned i f  the reserve in fo rm a tion  is no t available to  the roya lty  
owner. A lso , paragraph .054(c) reflects a m odifica tion  o f the 
Exposure D ra ft to  provide fo r separate disclosure o f the in 
ves to r’s share of o il and gas reserves owned by an investee 
accounted fo r by the equ ity  method.

.240 Because enterprises’ interests in  foreign o il and gas reserves 
are affected by political, economic, and environmental risks and 
considerations that are often significantly different from  the risks 
associated w ith  domestic reserves, this Statement requires that 
reserve quantities and changes in  them be reported separately for 
each geographic area in which significant reserves are located. 
That requirement comports w ith  the conclusions of the Board in 
F A S B  Statement No. 14 [section 2081], “ F inancia l R eporting  
fo r Segments o f a Business E n te rp rise ,”  w h ich  requires tha t 
the financia l statements o f a company th a t operates in  d iffe r
ent geographic areas report certa in key in fo rm ation  by geo
graphic area.

.241 Some persons propose that disclosure be required of esti
mated future development costs relating to proved undeveloped 
reserves. In the Board’s view, disclosure of cost projections of 
that nature and tentativeness should not be required in  financial 
statements o f o il and gas producing companies. The question is 
not unique to the o il and gas industry— indeed, the whole area of 
disclosure of forecasts is unsettled. To provide some indication  
of the extent to which development o f proved reserves has been 
accomplished, paragraph .050 requires the separate reporting o f 
year-end quantities of proved developed reserves. Further, the 
Board believes that estimates o f reserves that are not classified as 
proved but that are regarded as probable reserves or possible re
serves are too subjective to be required fo r inclusion in  financial 
statements. Some persons have suggested that disclosure o f those 
quantities be required.

.242 Some foreign governments have nationalized or otherwise 
taken over, in  whole or in  part, certain properties in  which oil 
and gas producing companies previously had mineral interests. 
Some o f those interests have been converted into long-term supply, 
purchase, o r sim ilar agreements w ith  the foreign government or 
a government authority. In  some countries, o il and gas producing 
companies can obtain access to o il and gas reserves only through 
such agreements, and not through direct acquisition o f a traditional
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type o f m ineral interest in  a property. I f  an o il and gas producing 
company participates in  the operation o f a property subject to  
such an agreement or otherwise serves as “ producer”  o f the reserves 
from  the property, i t  is the Board’s judgment that the reserve 
quantities identified w ith, and quantities o f o il or gas received 
under, agreements w ith  foreign governments or authorities should 
be disclosed in  the company’s financial statements. In  view of the 
different nature o f those agreements, however, paragraph .053 re
quires that those reserve quantities be separately reported from  the 
company’s regular proved reserves. The fact that the reserves are 
available to  the company under agreements that differ from  do
mestic agreements does not justify  excluding those reserves from  
the accounting and disclosure provisions o f this Statement as 
long as the foreign agreements, in  substance, represent the right to 
extract o il and gas.

.243 A lthough the Exposure D ra ft had proposed to include in  
an investor’s reserve quantities, fo r purposes o f the disclosures 
required by paragraphs .050-.056 o f this Statement, the investor’s 
share o f reserves owned b y  an investee accounted fo r b y  the equity 
method, some respondents to  the Exposure D ra ft pointed out that 
the investor’s financial statements do not include the investee’s 
ind iv idua l assets, liabilities, revenues, or expenses. They ques
tioned therefore the propriety o f including the investee’s reserves 
in  the investor’s. The Board is persuaded that the better approach 
is not to commingle the investee’s and investor’s reserves in  the 
investor’s disclosures but, rather, to  require separate disclosure o f 
the investee’s reserves at year end. Paragraph .054(c) reflects 
the revised requirem ent.

.244 Some persons believe that inform ation about ownership 
characteristics (fo r example, whether reserves are owned in fee, by 
domestic lease agreement, or by concession from  a foreign govern
ment) and about quality o f reserves (for example, sulphur or 
paraffin content o r specific gravity) should accompany disclosure 
of reserve quantities. Because o f differences from  property to 
property in those types of characteristics, fo r many companies the 
disclosures either would be so broad and general that they would 
be o f little  or no value to financial statement users or they would 
be so detailed and voluminous that they could overwhelm or con
fuse financial statement users rather than inform  them. Conse
quently, the Board believes that explanations of that type should 
not be required in general purpose financial statements. For sim ilar 
reasons, this Statement does not require a description o f the as-

Financial Accounting and Reporting by O il and Gas
Producing Companies

A IC P A  Professional Standards AC § 6021.244



sumptions used and difficulties involved in estimating quantities of 
o il and gas reserves.

Disclosure of Reserve Values

.245 The fact that the Board rejected both discovery value and 
current value as bases of accounting fo r o il and gas reserves did 
not, o f itself, mean that the Board automatically had rejected esti
mated reserve values as additional financial statement disclosures.
The Board viewed the use o f estimated reserve values as the basis 
of accounting fo r o il and gas producing companies and the dis
closure o f estimated reserve values as part o f the financial statements 
of those companies as separable decisions, although, o f course, 
many common considerations are involved.

.246. The measurement problems discussed in  paragraph .133 
were important reasons fo r not requiring disclosure o f estimated 
reserve values, as they were fo r not accepting discovery value or 
current value accounting. They were not, however, the only 
reasons.

.247 As noted in  paragraphs .138 and .140, various bases o f ac
counting measurement, including both historical cost and current 
value measurements, are under consideration as part o f the Board’s 
conceptual framework project. The Discussion Memorandum on 
“ Financial Accounting and Reporting in  the Extractive Industries”  
did raise issues relating to methods o f valuing m ineral reserves. 
Relatively few respondents supported the use o f discovery value 
or current value accounting or the disclosure o f estimated reserve 
values, and the Board received only lim ited response to the valua
tion  issues. The Board has decided not to  resolve those issues 
fo r the lim ited purpose o f this Statement.

.248 The SEC’s consideration o f whether replacement cost dis
closures or other reserve value disclosures can be applied to m in
eral resource assets (discussed in  paragraphs .082 and .096 o f A p 
pendix A  to this Statement) is another reason that led the Board 
to reject disclosure o f estimated reserve values at this time. The  
Welsch and Deakin study (paragraph .082) has two fundamental 
conclusions: that the replacement cost concept of SEC Accounting  
Series Release No. 190 is not relevant to o il and gas reserves and 
that the preferred surrogate fo r replacement cost is a present value 
method that the study calls “ Equivalent Purchase Cost.”  In  its 
June 15, 1977 letter transmitting that study to the SEC, though, 
the Am erican Petroleum Institute, sponsor o f the study, stated:

We see in the Equivalent Purchase Cost method many of the 
deficiencies which caused the research team to conclude that
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replacement cost is not relevant with respect to oil and gas 
reserves. The theoretical cost of a stream of future income fails 
to recognize that revenue sources cannot be replaced in kind 
and that they w ill originate in different environments with char
acteristics substantially different from the current revenue stream.
The large majority of our Accounting Committee members 
cannot support this method on the grounds that the data pro
vided would make little, i f  any, contribution to an investor’s 
understanding of the economics of the business and, indeed, 
could be misleading.

.249 In  Securities A c t Release No. 5837, dated June 20, 1977, the 
Commission stated:

The Commission’s staff has recently received, and is currently 
reviewing, the results of the research study together with recom
mendations of the American Petroleum Institute. No comments 
are being solicited on the disclosure of current value and current 
cost data until the evaluation of the American Petroleum Insti
tute project is completed.

.250 On October 26, 1977, in  Securities A c t Release No. 5878, 
the Commission proposed to rescind the requirement in  ASR No.
190 that certain registrants disclose replacement cost inform ation  
about their m ineral resource assets employed in  o il and gas pro
ducing activities and, instead, to  require registrants w ith  m ineral 
resource assets employed in  o il and gas producing activities to 
disclose, in  filings covering fiscal years ending on or after Decem
ber 25, 1978, inform ation based on the present value o f future 
net revenues from  estimated production o f proved o il and gas 
reserves. The Commission has asked that comments on the pro
posal be submitted by M arch 31, 1978.

.251 The FASB w ill be holding a public hearing beginning Jan
uary 16, 1978 on the broad subject o f accounting measurement, 
including the question o f whether one or more o f the various types 
o f “ current value”  measurements should be reported in  financial 
statements o f companies generally.

.252 The Board believes, therefore, that a decision as to whether 
reserve value inform ation should be required to be included in  
financial statements should await consideration of the comments 
on the SEC proposal referred to in  paragraph.250 and the w ritten  
submissions and oral presentations in  connection w ith  the public 
hearing referred to in  paragraph.251.

Disclosure of Capitalized Costs and of Costs Incurred

.253 The disclosures o f capitalized costs (paragraph .057) and 
o f costs incurred (paragraphs .058 and .059) are intended to com- 
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plement the disclosures o f reserve quantities and changes therein.
The reserve quantity disclosures are an indicator o f accomplish
ment. Capitalized costs and costs incurred provide an indication  
o f effort.

.254 Reserves are considered the focal po int fo r assessing accom
plishment because o f the importance o f discovery as the most 
critica l event in  the o il and gas production cycle and of develop
ment as the next most im portant event. Sim ilarly, effort is much 
more a function o f incurring costs than i t  is a function of disbursing 
cash. As a consequence, the disclosures required by paragraphs 
.058 and .059 include not only expenditures fo r  acquisition, explo
ration, development, and production but also the depreciation of 
support equipment and facilities that are used in  those activities.
I t  is not the purchase o f seismic equipment or a d rilling  rig, fo r 
example, but rather the use o f that seismic equipment and the d r ill
ing rig in  exploration and development activities that is an indica
tion  o f e ffo rt. Thus, as paragraph .058 points out, exploration, de
velopment, and production costs include the depreciation of the 
seismic equipment and d rilling  rig but exclude the expenditures 
to acquire that equipment. Likewise, it  is the incurrence of 
acquisition, exploration, and development costs that best indicates 
effort in  terms o f finding and developing reserves.

.255 The Exposure D ra ft had proposed to require certain special 
disclosures fo r a rate-regulated company that, under the Adden
dum to  A P B  Opinion No. 2 [section 6011], fo llow s an account
ing  po licy  th a t invo lves cap ita liz ing  o r a m ortiz ing  costs on a 
basis d iffe ren t from  th a t o therw ise required by th is  F A S B  
Statement. Since the Exposure D ra ft, the Board has begun 
w o rk  on a p ro jec t tha t involves reconsideration o f the Adden
dum to  A P B  Opinion No. 2 [section 6011]. Because the ques
tio n  o f special disclosures such as those proposed in  the  
Exposure D ra ft  w i l l  be considered as part o f th a t pro ject, the  
Board has determ ined not to  require  the special disclosures 
th a t had been proposed.

Disclosure of Other Functional and Operating Data

.256 Some persons propose that aggregate revenues and expenses 
fo r o il and gas producing activities be disclosed in financial state
ments. In  the Board’s view, a serious doubt exists as to whether 
those aggregate revenue and expense disclosures w ill contribute to 
an understanding of an enterprise’s p ro fitab ility  as reflected in  its 
financial statements. M any o il and gas producing companies do 
not derive revenue from  o il and gas producing activities but rather 
from  the sale o f refined o il and gas products. For those companies,
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even i f  practicable, inform ation about the results o f operations of 
o il and gas producing activities standing alone, w ithout sim ilar in 
form ation fo r the company’s transportation, refining, and market
ing activities and fo r its other operations, would represent only a 
fragment o f the overall picture o f the company.

.257 M oreover, under the provis ions of F A S B  Statement No. 
14 [section 2081], the combined a c tiv itie s  o f acqu is ition, ex
p lo ra tion , development, and p roduction  are no t considered to  
be an in d u s try  segment o f an in teg ra ted  o il and gas company. 
Paragraph 10(a) [section 2081.010(a)] of tha t S tatem ent de
fines an in d u s try  segment as a “ component of an enterprise  
engaged in  p ro v id in g  a p roduct o r service or a group o f related  
products and services prim arily  to unaffiliated customers ( i. e., 
customers outside the enterprise) fo r  a p ro fit.”  (Em phasis  
added.) That paragraph goes on to say that “ by defining an in 
dustry segment in  terms o f products and services that are sold 
prim arily  to unaffiliated customers, this Statement does not require 
the disaggregation o f the vertica lly integrated operations o f an 
enterprise.”  The Board reconsidered that decision as part o f its 
project on the extractive industries and concluded that FASB  
Statement No. 14 [section 2081] should not be amended to  ap
p ly  to  o il and gas p roducing  companies a disclosure requ ire 
m ent no t required o f companies in  o ther industries.

.258 For the reasons in paragraphs .256 and .257 this Statement 
does not require disclosure o f functional data fo r o il and gas pro
ducing activities beyond the disclosures o f capitalized costs and of 
costs incurred.

.259 The Board considered various types o f operating data as 
possible financial statement disclosures, in  addition to the re
quired disclosures relating to reserve quantities, including gross 
and net undeveloped acreage, gross and net productive acreage, 
and gross and net producing wells and well completions, and has 
concluded that those disclosures need not be included fo r a fa ir 
presentation of financial position, results o f operations, and changes 
in  financial position in conform ity w ith  generally accepted ac
counting principles.

Financial Accounting and Reporting by O il and Gas
Producing Companies

Accounting for Income Taxes

.260 T h is  S tatem ent reaffirm s the conclusion o f F A S B  State
ment No. 9 [section 4097] th a t o il and gas p roduc ing  com-
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panies should app ly interperiod income tax  a llocation, as 
described in  APB Opinion No. 11 [section 4091], fo r all t im in g  
differences, inc lu d ing  those re la tin g  to  in tang ib le  d r il l in g  and 
development costs. FASB Statement No. 9 [section 4097], 
w hich  this Statem ent supersedes, had perm itted  companies to  
recognize the in te raction  o f b o o k /ta x  t im in g  differences w ith  
an anticipated fu tu re  excess of s ta tu to ry  depletion over cost 
depletion in  app ly ing  in te rperiod  income tax a llocation. As 
indicated in  paragraph 16 of FASB Statement No. 9 [section  
4097.16], the question o f whether in te raction  should be recog
nized was le ft unresolved by the A ccoun ting  Princ ip les Board  
in  APB Opinion No. 11 [section 4091] and was not addressed 
by the F inancia l A ccoun ting  Standards Board in  FASB State
ment No. 9 [section 4097]. A lth ou g h  recogn ition  o f in terac
tio n  was perm itted by FASB Statement No. 9 [section 4097], i t  
was no t required. T h is  Statement p roh ib its  the recogn ition  of 
in teraction.

.261 The Board has rejected the concept o f interaction fo r 
several reasons. First, an excess of statutory depletion over the 
amount o f cost depletion otherwise allowable as a tax deduction 
becomes a benefit only when it  is actually realized via income tax 
deduction. The interaction concept anticipates the possible future  
benefit by recognizing it  as a reduction o f book income tax expense 
in advance o f realization. In  the Board’s judgment, the uncer
tainties described in  the next paragraph make i t  inappropriate to 
anticipate the possible future tax benefit in  advance o f realization.

.262 Statutory depletion was elim inated o r v irtua lly  eliminated 
fo r many companies by the Tax Reduction A c t o f 1975 and was 
substantially reduced fo r many other companies by that Act. Fur
ther reductions are scheduled under that A c t and subsequent legis
lation. A lso, the law imposes certain lim itations to statutory deple
tion that depend on future production, future sales prices, and 
future costs, all o f which are d ifficu lt to estimate but which must 
be estimated i f  interaction is to  be recognized. The uncertainties 
identified in  this paragraph cause serious concern about anticipat
ing tax benefits from  future statutory depletion.

.263 M oreover, the in teraction  concept is inconsistent w ith  
the deferred method o f income tax a llocation  described in  para
graphs 19 and 34-37 o f APB Opinion No. 11 [section 4091.18 
and section 4091.33-.36]. A lth o u g h  the recogn ition  o f in te r
action is consistent, in  some respects, to  the "p a rtia l alloca
tion ”  theo ry  discussed in  paragraphs 26-28 [sections 4091.25- 
.27] o f th a t O p in ion , the A P B  rejected the partia l allocation  
theory  in  favo r o f comprehensive income ta x  a llocation by the  
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deferred method (paragraphs 29-32 [section 4091.28-.31] o f th a t 
O p in ion ).

.264 The concept o f interaction is, essentially, a “ cover”  concept: 
Deferred income taxes that otherwise relate to current period pre
tax accounting income need not be recognized to the extent of 
offsetting possible future  income tax benefits from  excess statutory 
depletion. The Board has expressly rejected the “ cover”  concept 
in reaching certain decisions in  this Statement (see paragraphs .175 
and .176) and in  FASB Statement No. 8, “ Accounting fo r the 
Translation of Foreign Currency Transactions and Foreign Cur
rency Financial Statements”  (see paragraphs 174-180 [section  
1083.174-.180] o f th a t S tatem ent).

Effective Date and Transition

.265 This Statement was made effective fo r fiscal years beginning 
after December 15, 1978 to a llow  an o il and gas producing com
pany sufficient time to gather the necessary data, m odify its ac
counting systems, and otherwise prepare fo r transition to the 
accounting standards established by this Statement. The Exposure 
D ra ft had proposed a June 15, 1978 effective date; the change to 
December 15, 1978 is intended to give a ll companies at least 
one year to prepare fo r the change and to explain any impact it 
may have to investors and creditors. Vo luntary adoption o f the 
provisions o f this Statement p rio r to its effective date is not pro
hibited by this Statement.

.266 For several reasons, the Board has concluded that the provi
sions o f this Statement should be applied retroactively by restating 
the financial statements o f p rio r periods. F irst, unlike FASB pro
nouncements that deal w ith  a comparatively narrow accounting 
question, the standards established by this Statement prescribe the 
fundamental basis by which the financial statements of an o il and 
gas producing company shall be prepared. Moreover, because 
many variations of successful efforts accounting have heretofore 
been applied in  practice, this Statement is like ly  to have an impact 
on the financial statements o f a great many o il and gas producing 
companies, not just those companies presently using the fu ll cost 
method. In  the Board’s judgment, because o f the magnitude and 
pervasiveness o f the impact o f this Statement, restatement w ill 
result in  the most meaningful and comparable financial statements 
o f a ll o il and gas producing companies.
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.267 F u rthe r, in  paragraph 27 o f A P B  Opinion No. 20 [section 
1051.27], the Accounting P rincip les Board cited a change to  or 
from  the fu ll cost m ethod o f accounting in  the extractive  in 
dustries as one of three special types o f changes in  accounting  
p rinc ip le  th a t should be reported by app ly ing  re tro ac tive ly  the  
new method in  restatements of p r io r  periods.

.268 The Board recognizes that some companies may encounter 
some difficulties in  accumulating the necessary data o r in making 
after-the-fact estimates o r judgments to  apply the provisions 
o f this Statement retroactively. The Board believes, however, 
that the added interperiod and intercompany comparability thus 
obtained outweighs any cost-saving advantages o f prospective 
application or the cumulative effect method. Further, because o f
(a) the diversity o f cost capitalization and amortization practices 
heretofore followed by both fu ll cost and successful efforts com
panies and (b) the fact that amortization o f some previously 
capitalized costs could continue fo r ten, twenty, th irty , fo rty, or 
more years, the Board concluded that prospective application of 
the standards established by this Statement is inappropriate.

.269 W ith  regard to some o f the restatement problems cited by 
some respondents to the Exposure D ra ft, paragraph .064 points 
out that a provision o f this Statement that would not have a signi
ficant effect on p rio r years’ financial statements need not be retro
actively applied. A lso, in  response to  questions raised in  letters 
o f comment on the Exposure D ra ft, paragraph .064 allows the use 
o f “ hindsight”  inform ation in  making the retroactive restate
ments except that reserve estimates should not now be revised in 
retrospect.
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Appendix C 

GLOSSARY

.270 This glossary defines certain terms as they are used in  this 
Statement.

.271 The definitions of categories o f reserves used in  this State
ment are those set fo rth  in  the regulations of the Securities and 
Exchange Commission:11

Proved reserves. Those quantities o f crude o il, natural gas, 
and natural gas liquids which, upon analysis o f geologic and 
engineering data, appear w ith  reasonable certainty to be re
coverable in  the future from  known o il and gas reservoirs 
under existing economic and operating conditions. Proved 
reserves are lim ited to those quantities o f o il and gas which 
can be expected, w ith  little  doubt, to be recoverable com
mercially at current prices11 12 and costs, under existing regu
latory practices and w ith  existing conventional equipment 
and operating methods. Depending upon their status of 
development, such proved reserves are subdivided into  
“ proved developed reserves”  and “ proved undeveloped 
reserves.”

Proved developed reserves. Reserves which can be ex
pected to be recovered through existing wells w ith existing 
equipment and operating methods. Proved developed re
serves include both (a) proved developed producing  reserves 
(those that are expected to be*produced from  existing com
pletion intervals now open fo r production in  existing wells) 
and (b) proved developed nonproducing  reserves (those that 
exist behind the casing o f existing wells, or at m inor depths

11 Adopted May 12, 1976 in Securities Act Release No. 5706, which deals 
with disclosure of estimates of oil and gas reserves in registration statements, 
proxy statements, and reports filed with the Commission.
12 The term current prices is elaborated on by the SEC in Securities Act 
Release No. 5837 as follows: “Current prices include consideration of 
changes in existing prices provided by contractual arrangements, by law, or 
by regulatory agencies, where applicable; and for changes in prices for gas 
to be produced subsequent to termination or expiration of existing contracts, 
which latter prices should be based on current prices plus escalation for 
similar production subject to the entity’s or other entities’ recent contracts.” 
The term “ escalation” is further elaborated on in SEC Release No. 5877 as 
follows: “The ‘escalation’ referred to in these releases is limited to specific 
escalation provisions in recent contracts. Escalations to reflect future price 
expectations are not permitted.”

Financial Accounting and Reporting by O il and Gas
Producing Companies
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below the present bottom  o f such wells, which are expected 
to be produced through these wells in  the predictable future, 
where the cost o f making such o il and gas available fo r 
production should be relatively small compared to the cost 
of a new well). A dd itiona l o il and gas expected to be ob
tained through the application o f flu id  injection or other 
improved recovery techniques fo r supplementing the natural 
forces and mechanisms o f prim ary recovery should be in 
cluded as “ proved developed reserves”  only after testing by 
a p ilo t project or after the operation o f an installed program  
has confirmed through production response that increased 
recovery w ill be achieved.

Proved undeveloped reserves. Reserves which are expected 
to be recovered from  new wells on undrilled acreage, o r from  
existing wells where a relatively m ajor expenditure is re
quired fo r recompletion. Reserves on undrilled acreage shall 
be lim ited to  those d rilling  units offsetting productive units, 
which are reasonably certain o f production when drilled. 
Proved reserves fo r other undrilled units can be claimed only 
where it  can be demonstrated w ith  certainty that there is 
continuity o f production from  the existing productive form a
tion. Under no circumstances should estimates fo r proved 
undeveloped reserves be attributable to any acreage fo r 
which an application o f flu id  injection or other improved 
recovery technique is contemplated, unless such techniques 
have been proved effective by actual tests in  the area and 
in the same reservoir.

272  The fo llow ing is the definition o f a fie ld  used in  this 
Statement:

Field. A n  area consisting o f a single reservoir o r m ultiple  
reservoirs all grouped on or related to the same individual 
geological structural feature a nd /o r stratigraphic condition. 
There may be two or more reservoirs in  a field which are 
separated vertically by intervening impervious strata, or 
laterally by local geologic barriers, or by both. Reservoirs 
that are associated by being in  overlapping or adjacent fields 
may be treated as a single or common operational field. 
The geological terms “ structural feature”  and “ stratigraphic 
condition”  are intended to identify localized geological fea
tures as opposed to the broader terms o f basins, trends, 
provinces, plays, areas-of-interest, etc.
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.273 The foregoing definition of a field relies, in turn, on the 
definition o f a reservoir. The fo llow ing definition shall be used 
fo r purposes o f this Statement:

Reservoir. A  porous and permeable underground form ation  
containing a natural accumulation o f producible o il or gas 
that is confined by impermeable rock or water barriers and 
is individual and separate from  other reservoirs.

.274 F or purposes o f this Statement, the fo llow ing definitions o f 
wells shall be used:

Exploratory well. A n  exploratory well is a well that is not 
a development well, a service well, or a stratigraphic test 
well as those terms are defined below.

Development well. A  development well is a well drilled  
w ith in  the proved area of an o il or gas reservoir to the depth 
o f a stratigraphic horizon known to be productive.

Service well. A  service well is a well drilled  or completed 
fo r the purpose of supporting production in an existing field.
Wells in  this class are drilled  fo r the fo llow ing specific pur
poses: gas injection (natural gas, propane, butane, or flue 
gas), water injection, steam injection, a ir injection, salt-water 
disposal, water supply fo r injection, observation, or injection  
fo r in-situ combustion.

Stratigraphic test well. A  stratigraphic test is a d rilling  ef
fort, geologically directed, to obtain inform ation pertaining  
to a specific geologic condition. Such wells customarily are 
drilled  w ithout the intention o f being completed fo r hydro
carbon production. This classification also includes tests 
identified as core tests and all types o f expendable holes 
related to hydrocarbon exploration. F or purposes o f this 
Statement, stratigraphic test wells (sometimes called “ expend
able wells” ) are classified as follows:

1. Exploratory-type stratigraphic test well. A  stratigraphic 
test well not drilled in  a proved area.

2. Development-type stratigraphic test well. A  stratigraphic 
test well drilled in a proved area.

.275 The term proved area is used in  the foregoing definitions of 
development well, exploratory-type stratigraphic test well and 
development-type stratigraphic test well. As used therein, a 
proved area is the part of a p r o p e r t y  to which proved reserves 
have been specifically attributed.

Financial Accounting and Reporting by O il and Gas 10,553
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INTERNATIONAL ACCOUNTING  
STANDARDS

Introduction

In  June, 1973, the Am erican In s titu te  o f C ertified  P ub lic  A c 
countants became one o f the found ing  members of the In te rn a tio n a l 
A cco un tin g  Standards Com m ittee. The objectives o f IA S C  as set ou t 
in  paragraph 1 o f the revised A greem ent are “ to  fo rm ula te  and pub lish  
in  the pub lic  in terest, standards to  be observed in  the presentation o f 
audited financia l statements and to  prom ote th e ir  w o rldw ide  accept
ance and observance.. . . ”

One o f the provis ions o f the A greem ent and C onstitu tion  of the  
IA S C  calls fo r  the members o f IA S C

“ to  use th e ir  best endeavours :

( i)  to  ensure th a t published financia l statements com ply  
w ith  these standards o r th a t there is disclosure o f the  
exten t to  w h ich  they  do no t and to  persuade govern
ments, the au thorities  c o n tro llin g  securities markets  
and the ind us tria l and business com m un ity  tha t pub
lished financia l statements should com ply w ith  these 
standards;

( i i )  to  ensure (1) th a t the  aud itors sa tis fy  themselves th a t 
the financia l statements com ply w ith  these standards 
or, i f  the financia l statements do no t comply w ith  these 
standards, th a t the fact o f non-compliance is disclosed 
in  the financia l statements, (2) th a t in  the event o f non
disclosure reference to  non-compliance is made in  the  
aud it re p o r t;

( i i i )  to  ensure th a t, as soon as practicable, appropriate ac
tio n  is taken in  respect o f aud itors whose aud it reports  
do no t meet the requirem ents o f ( i i )  above . . ."

Statem ents o f In te rn a tio na l A ccoun ting  Standards do no t estab
lish  standards enforceable under the Code o f Professional E thics o f 
the  Am erican  In s titu te  o f C ertified P ub lic  Accountants.

The fo llo w in g  sets fo rth  the  v iew s o f the A IC P A  Board o f D irec 
to rs  regard ing  the w o rk  o f the In te rna tiona l A ccoun ting  Standards 
C om m ittee and compliance w ith  the A IC P A ’s com m itm ent under the  
“ best endeavours”  clause set fo rth  in  the Agreem ent and C onstitu tion  
o f the IA S C .
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W o rk  o f the In te rn a tio na l A ccoun ting  Standards Committee

A .  T h e  B o a r d  o f  D i r e c t o r s  s u b s c r ib e s  t o  th e  p h i lo s o p h y  o f ,  a n d  

p r a c t i c a l  n e e d  f o r ,  h a r m o n is a t io n  o f  b a s ic  a c c o u n t in g  a n d  

r e p o r t i n g  s ta n d a r d s .  T h e  B o a r d  r e c o g n is e s  t h a t  s u c h  h a r m o n 

i s a t io n  w i l l  n o t  h a p p e n  o f  i t s  o w n  a c c o r d  a n d ,  t h e r e f o r e ,  

s u p p o r t s  t h e  w o r k  o f  t h e  I n t e r n a t i o n a l  A c c o u n t i n g  S ta n d a r d s  

C o m m i t t e e  t o  f o r m u la t e  a n d  p u b l i s h  b a s ic  in t e r n a t i o n a l  

s ta n d a r d s .  T h e y  b e l ie v e  t h a t  t h e  I A S C  s h o u ld  b e  s u p p o r t e d  t o  

t h e  m a x i m u m  e x t e n t  p r a c t i c a b le  a n d  g iv e n  e v e r y  o p p o r t u n i t y  

o f  f u l f i l l i n g  i t s  p u r p o s e .

B .  T h e  B o a r d  b e l ie v e s  t h a t  a l t h o u g h  t h e  I A S C  is  a  r e l a t i v e l y  

n e w  b o d y  i t  is  e x p e c te d  t o  h a v e  a  s ig n i f i c a n t  im p a c t  o n  a c 

c o u n t i n g  a n d  r e p o r t i n g  s t a n d a r d s  w o r ld w id e .  I f  s u c h  g o a l  is  

t o  b e  a c h ie v e d ,  i t  is  e s s e n t ia l  t h a t  t h e  c o n f id e n c e  a n d  r e s p e c t  

f o r  t h e  w o r k  o f  t h e  I A S C  m u s t  b e  g a in e d  a s  a  r e s u l t  o f  a  

d e m o n s t r a t e d  c a p a c i t y  t o  p r o d u c e  t i m e l y  a n d  h i g h  q u a l i t y  

s t a n d a r d s  r e s p o n s iv e  t o  t h e  i n t e r n a t i o n a l  n e e d s  o f  t h e  p r o f e s 

s io n a l  a n d  b u s in e s s  c o m m u n i t ie s  t h r o u g h o u t  t h e  w o r ld .

Im p lem enta tion  of “ Best E ffo r ts ”

A .  T h e  P r e fa c e  t o  S ta te m e n ts  o f  I n t e r n a t i o n a l  A c c o u n t i n g  S ta n d 

a rd s  [ s e c t io n  9 0 0 0 ]  s ta te s  t h a t  n a t i o n a l  r e g u la t io n s  o r  p r o 

n o u n c e m e n ts  g o v e r n  f i n a n c ia l  r e p o r t i n g  i n  e a c h  c o u n t r y .  T o  

a c h ie v e  s u c h  a c c e p ta n c e  i n  t h e  U n i t e d  S ta te s ,  i n t e r n a t i o n a l  

a c c o u n t in g  s t a n d a r d s  w i l l  h a v e  t o  b e  s p e c i f i c a l l y  a d o p te d  b y  

t h e  F in a n c ia l  A c c o u n t i n g  S ta n d a r d s  B o a r d .  I n  t h i s  r e g a r d ,  

w h e n  a n  i n t e r n a t i o n a l  a c c o u n t in g  s t a n d a r d  is  is s u e d  i t  w i l l  b e  

c o m p a r e d  w i t h  U .  S . p r a c t ic e  t o  f i n d  o u t  w h e t h e r  t h e r e  a re  

s i g n i f i c a n t  d i f f e r e n c e s  b e tw e e n  t h e  t w o .

B .  I f  t h e r e  a re  n o  s ig n i f i c a n t  d i f f e r e n c e s ,  f i n a n c ia l  s t a t e m e n t s  

w h ic h  c o m p ly  w i t h  U .  S . g e n e r a l l y  a c c e p te d  a c c o u n t in g  

p r in c ip le s  w i l l  a u t o m a t i c a l l y  c o m p ly  w i t h  t h e  i n t e r n a t i o n a l  

a c c o u n t in g  s ta n d a r d s  w i t h  r e s p e c t  t o  t h o s e  s u b je c t s .

C . I f  t h e r e  a re  s i g n i f i c a n t  d i f f e r e n c e s ,  t h e  A I C P A  w i l l  u r g e  t h e  

F A S B  t o  g iv e  e a r l y  c o n s id e r a t io n  t o  s u c h  d i f f e r e n c e s  w i t h  

a  v i e w  t o  a c h ie v in g  h a r m o n is a t io n  o f  t h o s e  a re a s  i n  w h i c h  

a  s ig n i f i c a n t  d i f f e r e n c e  e x is t s .

D . P u b l i s h e d  p r o n o u n c e m e n t s  o f  t h e  I A S C  w i l l  b e  in c lu d e d  in  

t h i s  v o lu m e  o f  A I C P A  P ro fe ssio n al  Standard s  t o g e th e r  w i t h  

a n  i n d i c a t i o n  o f  w h e t h e r  t h e r e  a r e  a n y  s ig n i f i c a n t  d i f f e r e n c e s  

b e t w e e n  i n t e r n a t i o n a l  s t a n d a r d s  a n d  U n i t e d  S ta te s  G A A P .

E. C o n t in u e d  e f f o r t  w i l l  b e  m a d e  t o  e n s u r e  t h a t  t h e  s t a t u s  o f  

i n t e r n a t i o n a l  a c c o u n t in g  s t a n d a r d s  v is - a - v is  a c c o u n t in g  a n d  

r e p o r t i n g  p r a c t ic e s  g e n e r a l l y  a c c e p te d  i n  t h e  U .  S . a n d  d e v e l -
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o p m e n ts  t h e r e in  a re  c le a r l y  u n d e r s t o o d  b y  g o v e r n m e n t  a u 

t h o r i t i e s ,  s e c u r i t ie s  c o m m is s io n s ,  s t o c k  e x c h a n g e s  a n d  t h e  

b u s in e s s  c o m m u n i t y .  I t  is  i m p o r t a n t  t h a t  s u c h  g r o u p s  b e  

e n c o u r a g e d  t o  p u t  f o r t h  t h e i r  v ie w s  o n  d r a f t s  o f  t h e  I A S C  

s in c e  c o l l e c t i v e l y  t h e y  r e p r e s e n t  a  b r o a d  b a s e  o f  e x p e r ie n c e  

a n d  d i v e r s i t y  o f  b a c k g r o u n d  w h ic h  w i l l  a d d  s i g n i f i c a n t l y  t o  

t h e  p r o c e s s  o f  h a r m o n is a t io n  o f  U .  S . a n d  i n t e r n a t i o n a l  a c 

c o u n t i n g  s ta n d a r d s .

A c c o r d i n g l y ,  e a c h  S t a n d a r d  is  f o l l o w e d  b y  a  s u m m a r y  o f  t h o s e  s i t u a 

t i o n s  i n  w h ic h  t h e  S ta n d a r d s  e s ta b l is h e d  b y  t h e  I A S C  a re  m o r e  

d e m a n d in g  t h a n  o r  c o n f l i c t  w i t h  a c c o u n t in g  p r i n c i p l e s  g e n e r a l l y  

a c c e p te d  i n  t h e  U n i t e d  S ta te s .  T h i s  v o lu m e  d o e s  n o t  i d e n t i f y  t h o s e  

m a t t e r s  w i t h  r e s p e c t  t o  w h i c h  I n t e r n a t i o n a l  A c c o u n t i n g  S t a n d a r d s  

p e r m i t ,  b u t  d o  n o t  r e q u i r e ,  t h e  u s e  o f  a  p r a c t ic e  t h a t  is  c o n t r a r y  t o  
a c c o u n t in g  p r i n c i p l e s  g e n e r a l l y  a c c e p te d  i n  t h e  U n i t e d  S ta te s .

  T he  n e x t page is  11,021.
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AC Section 9000
Preface to Statements o f 
International Accounting 
Standards

This Preface is issued to set out the objectives and operating proce
dures of the International Accounting Standards Committee (IA S C ) 
and to  explain the scope and authority of the Statements of Interna
tional Accounting Standards. The Preface was approved in October 
1977 fo r publication in  March 1978 and supersedes the Preface pub
lished in January 1975. The approved text of this Preface is that 
published by the International Accounting Standards Committee in 
the English language.

.01 The In te rn a tio na l A cco un tin g  Standards Com m ittee ( IA S C )  
came in to  existence on 29 June, 1973 as a resu lt o f an agreement 
by the leading  professional bodies o f A u s tra lia , Canada, France, 
G erm any, Japan, M exico, the Netherlands, the U n ited  K ingdom  
and Ire land , and the U n ite d  States o f America. A  revised Agree
m ent and C onstitu tion  was signed on 10 October, 1977. U nder the  
terms of the revised C onstitu tion ,* accountancy bodies w h ich  
were Associate Members become members o f IA S C  and o the r 
accountancy bodies m ay become members. The business o f the  
comm ittee is conducted by  a Board com pris ing representatives  
o f the Founder M em ber bodies and from  no t more than tw o  
M em ber bodies.

THE OBJECTIVES

.02 The re la tionsh ip  w h ich  existed between IA S C  and the  
In te rn a tio n a l C o-ord ination  C om m ittee fo r the Accountancy  
Profession is carried fo rw a rd  to  the In te rn a tio n a l Federation of 
Accountants on the same general basis. IA S C  continues to  be 
the body hav ing  respons ib ility  and a u th o rity  to  issue, in  its  own  
name, pronouncem ents on In te rn a tio n a l A cco un tin g  Standards.

.03 T he  objectives o f IA S C  as set out in  paragraph 1 o f the  
1977 Agreem ent* are “ to  fo rm u la te  and pub lish  in  the p ub lic  
in terest, standards to  be observed in  the presentation o f audited  
financia l statements and to  promote th e ir w o rldw ide  acceptance 
and observance” .

*  N o te . Copies o f the 1977 A g reem en t and C o n s titu tio n  m ay be obtained  
on request b y  a pp lica tion  to  the  secre ta ry  o f th e  In te rn a tio n a l A cc o u n tin g  
Standards C om m ittee.
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.04 B y  the same Agreem ent, the Members agree to  support these 
objectives by undertak ing  the fo llo w in g  ob liga tions :

“ (a) to  support the standards prom ulgated by the C om m ittee;
(b ) to  use th e ir  best endeavours:

( i)  to  ensure that published financial statements comply 
w ith  these standards o r th a t there is disclosure of 
the extent to  w h ich  they  do no t and to  persuade 
governments, the au thorities  co n tro lling  securities  
markets and the industria l and business community 
th a t published financia l statements should com ply  
w ith  these standards;

( i i )  to  ensure (1) tha t the aud itors sa tis fy  themselves 
th a t the financia l statements com ply w ith  these 
standards or, i f  the financia l statements do no t 
com ply w ith  these standards, th a t the fact o f non- 
compliance is disclosed in  the financia l statements,
(2 ) tha t in  the event o f non-disclosure reference 
to  non-compliance is made in  the aud it repo rt;

( i i i )  to  ensure that, as soon as practicable, appropriate 
action is taken in  respect o f aud itors whose aud it 
reports do no t meet the requirem ents of ( i i )  
above ;

(c ) to seek to secure sim ilar general acceptance and observance 
o f these standards in te rn a tio n a lly .”

AUDITED FINANCIAL STATEMENTS

.05 T he  te rm  “ financia l statem ents”  used in  paragraphs .03 and 

.04 covers balance sheets, income statem ents or p ro fit and loss 
accounts, statements o f changes in  financia l position, notes and 
o ther statements and exp lanatory m ateria l w hich  are identified  
as being part o f the financia l statements. U sua lly , financia l state
m ents are made available o r published once each year and are 
the subject o f a report by  an aud ito r. In te rn a tio na l A cco un tin g  
Standards app ly  to  such financia l statements of any commercial, 
ind us tria l, o r business enterprise.

.06 T he  management o f such an enterprise may prepare financia l 
statements fo r its  own use in  a num ber o f d iffe ren t ways best 
suited fo r in te rna l management purposes. W hen  financia l state
ments are issued to  o ther persons, such as shareholders, creditors, 
employees, and the pub lic  a t large, they  should conform  to  
In te rn a tio n a l A ccoun ting  Standards.
.07 The  respons ib ility  fo r the preparation o f financia l statements 
and fo r adequate disclosure is th a t o f the management o f the 
enterprise. The a ud ito r’s respons ib ility  is to  fo rm  his opin ion  
and to  report on the financia l statements.
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ACCOUNTING STANDARDS

.08 W ith in  each country, local regula tions govern, to  a greater 
or lesser degree, the issue o f financia l statements. Such local 
regula tions include accounting standards w h ich  are prom ulgated  
by the regu la to ry  bodies a n d /o r the professional accountancy 
bodies in  the countries concerned.

.09 The accounting standards already published in  m any coun
tries, as referred to in  paragraph .08, sometimes d iffe r in  fo rm  
and content. IA S C  takes cognisance o f exposure drafts, or o f 
accounting standards already issued on each subject and in  the  
l ig h t o f such know ledge produces an In te rn a tio na l A cco un tin g  
Standard fo r  w o rldw ide  acceptance. One o f the objects o f the  
fo rm a tion  of IA S C  was to  harmonise as fa r as possible the diverse  
accounting  standards and accounting polic ies at present in  use in  
d iffe ren t countries.

.10 In  ca rry in g  out th is  task o f adaptation o f ex is ting  standards, 
and in  fo rm u la tin g  In te rn a tio n a l A ccoun ting  Standards on new  
subjects, i t  is the in ten tion  o f IA S C  to  concentrate on essentials.
I t  therefore endeavours no t to  make the In te rn a tio na l A ccoun t
in g  Standards so complex th a t they cannot be applied e ffective ly  
on a w o rld  w ide  basis. In  the years to  come i t  is to  be expected 
th a t the In te rna tiona l A ccoun ting  Standards issued by  IA S C  w i l l  
undergo revis ion and a greater degree o f soph istica tion  m ay then  
be appropriate.

.11 In te rn a tio n a l A cco un tin g  Standards prom ulgated by IA S C  
do no t override the loca l regula tions, referred to  in  paragraph .08 
above, govern ing  the issue o f financia l statements in  a p a rticu la r  
country. I f  the In te rn a tio n a l A cco u n tin g  Standards issued by  
IA S C  conform  w ith  local regula tions on a pa rticu la r subject, the  
financia l statements issued in  th a t co u n try  w h ich  com ply w ith  
the local regulations w i l l  au tom a tica lly  com ply w ith  the In te r 
na tiona l A ccoun ting  Standards in  respect o f th a t subject. The  
obliga tions undertaken by the M em bers o f IA S C , as explained in  
th is  Preface, are designed to  ensure th a t when the In te rn a tio na l 
A ccoun ting  Standards d iffe r from , o r are in  conflic t w ith , the  
local regula tions, e ither the financia l statements o r the a ud ito r’s 
report w i l l  indicate, in  accordance w ith  paragraph .04(b) ( i)  and 
( i i )  o f th is  Preface, in  w ha t respects the In te rn a tio n a l A ccoun t
ing  Standards have not been observed.

THE SCOPE OF THE STANDARDS

.12 A n y  lim ita tio n  o f the a p p lica b ility  o f specific In te rn a tio na l 
A cco un tin g  Standards is made clear in  the statements o f those 
Standards. In te rn a tio na l A cco un tin g  Standards are no t intended
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to  app ly to  im m ateria l items. A n  In te rn a tio n a l A cco un tin g  
Standard applies from  a date specified in  the Standard and unless 
ind icated to  the contra ry  is no t re troactive.

W ORKING  PROCEDURE— EXPOSURE DRAFTS AND STANDARDS

.13 T he  agreed w o rk in g  procedure is to  select certa in  subjects  
fo r  detailed s tudy  by  Steering Committees. As a resu lt o f th is  
w o rk  an exposure d ra ft is prepared on a p a rticu la r subject 
fo r consideration by the Board. I f  approved by a tw o -th ird s  
m ajority , the exposure d ra ft is addressed to professional account
ancy bodies and to  such governments, securities m arkets, regu
la to ry  and o ther agencies as the Board m ay determ ine. Adequate 
time is allowed fo r  each exposure d ra ft to be considered by the 
persons o r organisations to  whom  i t  is sent fo r comment.

.14 The comments and suggestions received as a resu lt o f th is  
exposure are then examined b y  the Board and the exposure d ra ft 
is revised as necessary. P rovided th a t the revised d ra ft is ap
proved by a t least three-quarters o f the to ta l v o tin g  r ig h ts  o f 
the Board, i t  is issued as a d e fin itive  In te rn a tio na l A cco un tin g  
Standard and becomes operative from  a date stated in  the  
Standard.

VOTING

.15 F o r the purpose o f vo tin g  referred to  in  paragraphs .13 and 

.14 above, each co un try  represented on the Board has one vote.

LANGUAGE

.16 The approved te x t o f any exposure d ra ft o r Standard is 
th a t published by IA S C  in  the E ng lish  language. M embers are 
responsible, under the a u th o rity  o f the Board, fo r  p reparing  
trans la tions  o f exposure d ra fts  and Standards so tha t, where ap
propria te , such transla tions m ay be issued in  the languages of 
th e ir own countries. These trans la tions ind icate  the name of 
the accountancy body th a t prepared the trans la tion  and th a t i t  is  
a trans la tion  of the approved text.

THE AUTHORITY ATTACHING TO THE STANDARDS

.17 I t  is im p o rta n t to  observe the degree of a u th o rity  w h ich  
attaches to  the issue of the defin itive  In te rn a tio na l A ccoun ting  
Standards when published in  accordance w ith  the procedure in d i
cated above.

.18 T he  accounting profession cannot n o rm a lly  impose its  views  
except upon its  own members and the task therefore is to persuade 
by example, leadership, and exhorta tion, the classes o f persons
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referred to  in  paragraph .04(b) ( i)  above to  support the Standards. 
In  most countries of the w orld , the accounting profession has a 
prestige and stand ing w hich  is o f great significance in  successfully  
achieving th is  task o f persuasion. T h is  explains, in  th is  context, 
the use o f the words “ to  use th e ir  best endeavours” .

.19 U nder the obligations referred to  in  paragraph .04(b) ( i i )  
and ( i i i ) ,  Members o f IA S C  m ust use th e ir best endeavours to  
ensure th a t auditors com ply w ith  the provis ions of paragraph  
.04(b) ( i i )  and tha t appropriate action, w h ich  may be of a d is
c ip lina ry  character, can be taken, in  accordance w ith  paragraph  
.04(b) ( i i i )  i f  they do not comply. T h is  is the most im p o rta n t 
and serious ob liga tion  w h ich  Members o f IA S C  have undertaken.

CONCLUSION

.20 The Members of IA S C  believe th a t the adoption in  th e ir  
countries of In te rna tiona l A ccoun ting  Standards, or disclosure  
of the extent to  w h ich  they have no t been observed w ill,  over the  
years, have an im p o rta n t effect. I t  is to  be expected th a t the  
q u a lity  o f presentation o f financia l statements w i l l  be im proved  
and th a t there w ill  be an increasing degree of u n ifo rm ity . In fo r
m ation w ill  be provided as a rou tine  w h ich  is necessary fo r a proper 
understand ing  of financial statements.

The next page is  11,065.
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AC Section 9001
Disclosure o f Accounting 
Policies

Issue date, unless 
otherw ise in d ica te d : 
January, 1975

INTRODUCTION

.01 T h is  Statement deals w ith  the disclosure of a ll s ign ifican t 
accounting policies w h ich  have been adopted in  the p repara tion  
and presentation of financia l statements.

.02 The purpose o f In te rn a tio na l A ccoun ting  Standards and the  
a u th o rity  a ttach ing  to  them  are set out in  the Preface to  State
ments of In te rna tiona l Accoun ting  Standards [section 9000].

.03 The de fin ition  of financial statements as presently set ou t in  
the Preface to  Statements o f In te rn a tio na l A cco un tin g  Standards 
[section 9000] is repeated here fo r convenience. T he  te rm  finan
cial statements covers balance sheets, income statements o r p ro fit 
and loss accounts, statements o f changes in  financia l position, 
notes and o ther statements and explanatory m ate ria l w h ich  are 
iden tified  as being part o f the financia l statements. In te rna tiona l 
A ccoun ting  Standards app ly  to  the financia l statements o f any  
comm ercial, industria l, or business enterprise.

.04 The management o f such an enterprise m ay prepare financia l 
statements fo r its  own use in  a number o f d iffe ren t ways best 
suited fo r in te rna l management purposes. W hen  financia l state
ments are issued to  o ther persons, such as shareholders, creditors, 
employees, and the public a t large, they should conform  to  In te r 
nationa l A ccounting  Standards.

.05 U sua lly , financia l statements are made availab le once each 
year and are the subject o f a report by an auditor.

Fundamental Accounting Assumptions

.06 C erta in  fundam ental accounting  assumptions underlie  the  
preparation of financia l statements. T hey are usua lly  not specif
ica lly  stated because th e ir acceptance and use are assumed. D is 
closure is necessary i f  they are no t fo llow ed, together w ith  the  
reasons.
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.07 The fo llo w in g  are recognised by the In te rn a tio n a l A ccoun t
in g  Standards C om m ittee as fundam enta l accounting assum ptions;

(a) G o ing  Concern

T he  enterprise is n o rm a lly  viewed as a go ing  concern, th a t is, 
as co n tin u ing  in  operation fo r  the foreseeable fu tu re . I t  is 
assumed th a t the enterprise has ne ither the in ten tion  nor the  
necessity o f liqu id a tio n  or o f c u rta ilin g  m a te ria lly  the scale 
o f its  operations.

(b ) Consistency

I t  is assumed tha t accounting policies are consistent from  one 
period to  another.

(c ) Accrua l

Revenues and costs are accrued, th a t is, recognised as th e y  are 
earned o r incurred  (and no t as m oney is received o r pa id) and 
recorded in  the financia l statem ents o f the periods to  w h ich  
they  relate. (T h e  considerations a ffecting  the process o f match
in g  costs w ith  revenues under the accrual assum ption are no t 
dealt w ith  in  th is  S tatem ent.)

Accounting Policies

.08 A cco un tin g  policies encompass the princip les, bases, conven
tions, rules, and procedures adopted by managements in  p reparing  
and presenting  financia l statements. There are m any d iffe ren t 
accounting policies in  use even in  re la tion  to  the same sub ject; 
jud gm e n t is required in  selecting and a pp ly in g  those w hich , in  the  
circumstances of the  enterprise, are best suited to  present p roperly  
its  financ ia l position  and the results o f its  operations.

.09 Three considerations should govern the selection and app li
cation by  management o f the appropria te  accounting policies and 
the  preparation o f financia l s ta tem ents:

(a) Prudence

U ncerta in ties  ine v itab ly  surround m any transactions. T h is  
should be recognised b y  exercis ing prudence in  p reparing  
financia l statements. Prudence does not, however, ju s t ify  the  
creation o f secret o r h idden reserves.
(b ) Substance O ve r Form
Transactions and o ther events should be accounted fo r  and 
presented in  accordance w ith  th e ir  substance and financia l 
re a lity  and no t m ere ly w ith  th e ir  legal fo rm .
(c) M a te r ia lity
F inancia l statements should disclose a ll item s w h ich  are ma
te ria l enough to  a ffect evaluations or decisions.
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EXPLANATION

.10 F inanc ia l statements m ust be clear and understandable. 
T h e y  are based on accounting policies w h ich  va ry  from  enter
prise to  enterprise, both  w ith in  a sing le co un try  and among  
countries. D isclosure o f the s ign ifican t accounting policies on 
w h ich  the financia l statements are based is therefore necessary so 
th a t they m ay be p rope rly  understood. T he  disclosure o f these 
policies should be an in teg ra l part o f the financia l statem ents; i t  
is h e lp fu l to  users i f  they  are a ll disclosed in  one place. Some
tim es a w ro ng  or inappropria te  trea tm ent is adopted fo r  item s in  
balance sheets, income statements o r p ro fit and loss accounts, o r  
o ther statements. D isclosure o f the trea tm ent adopted is neces
sary in  any case, b u t disclosure cannot re c tify  a w ro n g  o r inap
p ropria te  treatm ent.

Users of Financial Statements

.11 F inanc ia l statements g ive  in fo rm a tion  w h ich  is used by a 
va rie ty  o f users, especially shareholders and cred itors (present 
and po ten tia l) and employees. O th e r im p o rta n t categories of 
users include suppliers, customers, trade unions, financia l ana
lys ts , s ta tistic ians, economists, and ta x in g  and regu la to ry  au
tho rities .

.12 The users of financia l statements require  them  as pa rt o f 
the in fo rm a tion  needed, among o ther purposes, fo r  m aking  evalu
ations and financia l decisions. They cannot make re liab le  ju d g 
ments on these m atters unless the financia l statements c lea rly  
disclose the s ign ifican t accounting polic ies w h ich  have been 
adopted in  preparing them.

Variations in Accounting Policies and in their Disclosure

.13 The  task o f in te rp re tin g  financia l statem ents is com plicated  
by the adoption o f diverse policies in  m any areas o f accounting. 
There  is no single lis t  o f accepted polic ies to  w hich  users m ay  
re fer and the diverse accounting polic ies th a t are presently ava il
able fo r  adoption can produce s ign ifican tly  d iffe ren t sets o f finan
cia l statem ents based on the  same events and conditions. The  
fo llo w in g  are examples o f areas in  w h ich  d iffe r in g  accounting  
polic ies exis t and w h ich  therefore require  disclosure o f the  
trea tm en t selected:

General
C onsolidation po licy
Conversion or tran s la tio n  o f fo re ign  currencies in c lu d in g  the  
d ispos ition  o f exchange gains and losses
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O vera ll va luation po licy  (e. g., h is to rica l cost, general purchas
in g  power, replacement va lue)
Events subsequent to  the balance sheet date
Leases, h ire  purchase, or insta lm ent transactions and related
interest
Taxes
L on g  te rm  contracts  
Franchises

Assets
Receivables
Inven to ries  (s tock and w o rk  in  progress) and related cost o f 
goods sold
Depreciable assets and depreciation  
G row ing  crops
Land held fo r developm ent and related development costs
Inves tm en ts : subsid iary companies, associated companies, and
o ther investm ents
Research and developm ent
Patents and tradem arks
G oodw ill

L ia b ilit ie s  and provis ions
W a rra n tie s
Com m itm ents and contingencies  
Pension costs and re tirem ent plans 
Severance and redundancy payments

P ro fits  and losses
M ethods of revenue recogn ition
M aintenance, repairs, and im provem ents
Gains and losses on disposals o f p rope rty
Reserve accounting, s ta tu to ry  o r otherw ise, inc lu d ing  d irec t
charges and cred its to  surp lus accounts.

.14 A cco un tin g  policies are no t at present regu la rly  and fu l ly  
disclosed in  a ll financia l statements. Considerable varia tion  in  
fo rm a t, c la r ity , and completeness o f disclosure exists among and 
w ith in  those countries in  w h ich  accounting policies are disclosed. 
In  a single set o f financia l statements some s ign ifican t account
in g  policies may be disclosed w h ile  o ther s ign ifican t policies are 
not. Even in  countries where disclosure o f a ll s ign ifican t ac
coun ting  polic ies is required, guidelines to  secure u n ifo rm ity  
in  the method o f disclosure are no t a lways available. The growth  
o f in te rna tiona l enterprises and finance has increased the neces
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.15 F inanc ia l statements should show corresponding figures fo r  
the preceding period. I f  a change in  an accounting p o lic y  is made 
w h ich  has a m ate ria l effect i t  is necessary to  disclose th a t a 
change has been made and to  q ua lify  the effect. A  change in  an 
accounting  po licy  which may not have a material effect in  the cur
ren t year should nevertheless be disclosed i f  i t  m ay have a ma
te ria l e ffect in  subsequent years.

s ity  fo r greater u n ifo rm ity  o f financia l statements across na tiona l
boundaries.

INTERNATIONAL ACCOUNTING STANDARD 1
DISCLOSURE OF ACCOUNTING  POLICIES

In ternational Accounting Standard 1 comprises 
paragraphs .16— 2 3  o f this Statement. The 
Standard should he read  in  the context o f para
graphs .01— .15 o f this Statement and o f the 
Preface to Statements o f In ternationa l Account
ing Standards [section 9000].

.16 G oing concern, consistency, and accrual are fundam ental 
accounting assumptions. W here  fundam enta l accounting assump
tions are fo llow ed  in  financia l statements, d isclosure o f such 
assumptions is no t required. I f  a fundam enta l accounting  as
sum ption is not fo llow ed, th a t fact should be disclosed together 
w ith  the reasons.

.17 Prudence, substance over fo rm , and m a te ria lity  should gov
ern the selection and app lica tion  o f accounting  policies.

.18 F inanc ia l statements should include clear and concise dis
closure o f a ll s ign ifican t accounting policies w h ich  have been 
used.

.19 The  disclosure o f the s ign ifican t accounting  policies used 
should be an in teg ra l part o f the financia l statements. The  
polic ies should n o rm a lly  be disclosed in  one place.

.20 W ro n g  or inappropria te  trea tm ent o f item s in  balance sheets, 
income statements o r p ro fit and loss accounts, o r o ther statements 
is no t rectified  e ithe r by disclosure o f accounting policies used o r  
by notes or explanatory m ateria l.

.21 F inanc ia l statements should show corresponding figures fo r  
the preceding period.

.22 A  change in an accounting po licy  tha t has a m ateria l effect 
in  the cu rren t period o r m ay have a m ate ria l effect in  subse
quent periods should be disclosed together w ith  the reasons.
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The effect o f the change should, i f  m ateria l, be disclosed and 
quantified.

.23 T h is  In te rn a tio n a l A cco un tin g  Standard becomes operative  
fo r financia l statements covering  periods beg inn ing  on o r a fte r 
1 January 1975.

COMPARISON OF INTERNATIONAL ACCOUNTING 
STANDARD 1 WITH GENERALLY ACCEPTED 
ACCOUNTING PRINCIPLES IN THE UNITED STATES
Paragraph 21 o f In te rn a tio na l A cco un tin g  Standard 1 states 
“ F inancia l statements should show corresponding figures fo r  the  
preceding period.”  G enera lly accepted accounting princ ip les  
in  the U . S. do no t require the presentation o f com parative finan
c ia l statements. However, U . S. companies o rd in a rily  issue com
parative financial statements, and the benefits to  users o f presenting 
amounts fo r  the preceding period fo r  comparative purposes are 
w ide ly  recognized. In  th is  regard, Chapter 2A  o f A R B  43 [sec
tio n  2041] states:

“ T h e  p resenta tion o f com para tive  financia l statem ents in  
annual and o th e r repo rts  enhances the  usefulness o f  such 
reports  and  b rings  o u t m ore c le a rly  the na tu re  and trends  
o f cu rre n t changes a ffe c ting  the  enterprise. Such presenta
t io n  emphasizes the  fac t th a t statem ents fo r  a series o f 
periods are fa r  m o re  s ign ifican t than those fo r  a s ing le  period  
and th a t the accounts fo r  one pe riod  are b u t an ins ta llm en t 
o f w h a t is essentia lly  a con tinuous h is to ry .”

  T he  n e x t page is  11,075.  
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AC Section 9002
Valuation and Presentation of 
Inventories in the Context 
of the Historical 
Cost System

Issue date, unless 
otherw ise ind ica ted : 
October, 1975

INTRODUCTION

.01 T h is  Statem ent deals w ith  the va lua tion  and presenta tion  
o f in v e n to r ie s 1 in  financia l statements in  the context o f the  
h is to rica l cost system, w h ich  is the most w id e ly  adopted basis on 
w h ich  financia l statements are presented.

.02 T he  Com m ittee is aware o f o ther systems tha t are proposed  
or used in  financia l statements, in c lud ing  systems th a t are based 
on replacement costs or o the r cu rren t values. In v e n to ry  valua
tio n  and presentation in  the context o f those o ther systems are 
beyond the scope of th is  Statem ent. In te rn a tio n a l A cco un tin g  
Standard 1, Disclosure o f Accounting Policies [section 9001], re
quires th a t the system adopted m ust be c lea rly  stated.

.03 T h is  Statem ent does not deal w ith  inventories accumulated  
under long-te rm  construction  contracts and w ith  inven to ry  treat
m ent o f by-products.

Definitions

.04 T he  fo llo w in g  term s are used in  th is  Statem ent w ith  the  
meanings specified.

Inventories are tang ib le  p rope rty  (a) held fo r sale in  the o rd i
na ry  course o f business, (b ) in  the process o f p roduction  fo r  
such sale, o r (c ) to  be consumed in  the production  o f goods o r  
services fo r  sale.

H istorica l cost o f inventories is the aggregate o f costs o f pu r
chase, costs o f conversion, and o ther costs incurred  in  bring ing  
the  inventories to  th e ir  present loca tion  and cond ition.

Costs o f purchase comprise the purchase price in c lu d in g  im p o rt 
duties and o ther purchase taxes, transpo rt and hand ling  costs,

1 The term  “ inventories”  is used throughout th is S tatem ent; in  some coun
tr ies  in ve n to rie s  are described as “ s tock and w o rk  in  progress.”
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and any o ther d irec tly  a ttr ibu tab le  costs of acqu is ition  less 
trade discounts, rebates, and subsidies.

Costs of conversion are those costs, in  add ition  to  the costs o f 
purchase, tha t relate to  b ring ing ” the inventories to  th e ir  
present loca tion  and cond ition.

Net realisable value is the estimated se lling  price in  the o rd in a ry  
course o f business less costs of com pletion and less costs neces
sa rily  to  be incurred  in  order to  make the sale.

EXPLANATION

.05 Inven to ries  comprise a s ign ifican t po rtion  of the assets o f 
m any enterprises. T he  va lua tion  and presentation o f inventories 
therefore have a s ign ifican t effect in  de te rm in ing  and presenting  
the financia l position  and results o f operations o f those enterprises.

Determination o f Historical Cost
.06 In  de te rm in ing  h is to rica l cost as defined in  paragraph .04, 
d iffe ren t in te rp re ta tions  arise in  practice as regards production 
overhead, other overheads, and the cost fo rm u la  to  be used.

Production Overhead

.07 P roduction  overhead is comprised o f costs incurred fo r  p ro 
duction  o ther than d irect m ateria ls and labour. Exam ples are 
in d ire c t m ateria ls and labour, depreciation and maintenance of 
fac to ry  bu ild ings  and equipment, and the cost o f fa c to ry  manage
m ent and adm in is tra tion .

.08 P roduction  overhead requires analysis to  determ ine the 
p o rtion  related to  b rin g in g  the inventories to  th e ir present loca
tio n  and cond ition  and thus to  be included in  the costs o f con
version when de te rm in ing  the h is to rica l cost o f inventories.

.09 B o th  fixed and variab le  p roduction  overhead incurred d u rin g  
p roduction  are usua lly  a llocated to  costs o f conversion. T h a t 
practice is based on the v iew  th a t they are both  incurred  in  p u t
t in g  inventories in  th e ir present loca tion  and condition. F ixed  
production  overhead is sometimes excluded in  whole or in  part 
from  costs o f conversion on the grounds tha t i t  is no t considered 
to  relate d ire c tly  to  p u tt in g  inventories in  th e ir  present loca tion  
and condition.

.10 In  a period o f lo w  p roduction  o r i f  there is id le  p lant, i t  
is custom ary to  re s tr ic t the a llocation  o f fixed production  over
head to  the costs of conversion by re la tin g  i t  to  the capacity o f 
the p roduction  fa c ilitie s  and no t to  the actual level o f th roughpu t. 
C apacity o f the production  fac ilities  is va rious ly  in terpre ted , fo r 
example, as the norm al p roduction  expected to  be achieved over
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a num ber of periods or seasons or as the m axim um  production  
th a t as a practica l m atte r can be achieved. The in te rp re ta tio n  
is determ ined in  advance and applied consistently, and is no t 
m odified fo r  tem porary conditions.

.11 S im ila rly , exceptional amounts of waste— m ateria l, labour, 
o r o ther expenses— w hich  do no t relate to  b rin g in g  the inven
tories to  th e ir present loca tion  and cond ition  are excluded from  
conversion costs.

Other Overheads

.12 Overheads o ther than p roduction  overhead are sometimes 
incurred in  b ring ing  inventories to  th e ir  present location and 
cond ition , fo r example, expenditures incurred  in  design ing prod
ucts fo r  specific customers. O n the o the r hand, se lling  expenses, 
general a dm in is tra tive  overheads, research and developm ent costs, 
and in terest are usua lly  considered no t to  relate to  p u tt in g  the in 
ventories in  th e ir  present loca tion  and cond ition .

Cost Formula Used

.13 Several d iffe ren t form ulas w ith  w id e ly  d iffe ren t effects are 
in  cu rren t use fo r  the purpose o f assigning costs, in c lu d in g  the 
fo llo w in g :

(a) F irs t- in , firs t-o u t (F IF O )
(b ) W e igh ted  average cost
(c) Last-in , firs t-o u t ( L IF O )
(d ) Base stock
(e) Specific iden tifica tion
( f )  N e x t-in , firs t-o u t (N IF O )
(g) La tes t purchase price.

.14 The F IF O , w eighted  average cost, L IF O , base stock, and 
specific iden tifica tion  form ulas use costs th a t have been incurred 
by  the enterprise a t one tim e  o r another. The N IF O  and la test 
purchase price methods use costs th a t have n o t a ll been incurred 
and are therefore no t based on h is to rica l cost.

.15 Specific iden tifica tion  is a fo rm u la  th a t a ttr ib u tes  specific 
costs to  identified  items o f inventory . T h is  is an appropria te  
trea tm en t fo r goods tha t have been bought o r m anufactured and 
are segregated fo r a specific project. I f  i t  is used, however, in  
respect o f item s o f in ve n to ry  w h ich  are o rd in a rily  interchange
able, the selection of item s could be made in  such a w ay  as to  
obta in  predeterm ined effects on p ro fit.
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Valuation o f Inventories Below Historical Cost

.16 The  h is to rica l cost o f inventories m ay not be realisable i f  
th e ir  se lling  prices have declined, i f  they are damaged, o r i f  they 
have become w h o lly  or p a r t ia lly  obsolete. The practice o f w r i t 
in g  inventories down below  h is to rica l cost to  net realisable value 
accords w ith  the v iew  th a t current assets should not be carried 
in  excess of am ounts expected to  be realised. Declines in  value 
are computed separately fo r ind iv id ua l items, groups o f s im ila r 
items, an entire  class o f in ve n to ry  ( fo r example, fin ished goods), 
o r item s re la ting  to  a class o f business, o r they  are computed on 
an overa ll basis fo r a ll the inventories o f the enterprise. The 
practice  o f w r it in g  inventories down based on a class o f inventory, 
on a class o f business, or on an overa ll basis resu lts in  o ffse tting  
losses incurred aga inst unrealised gains.

.17 In  some countries, w ritedow ns are made w h ich  are no t 
based on the practices described in  paragraph .16. F o r example, 
w ritedow ns  below  h is to rica l cost are a rrived  a t by  app ly ing  an 
a rb itra ry  percentage to  the amounts o therw ise computed o r by 
undisclosed reductions tha t resu lt in  secret reserves; these p ro 
duce inappropria te  effects on financia l statements.

Presentation o f Inventories

.18 The sub-classification o f inventories in  financia l statements 
in form s readers o f the am ounts held in  d iffe ren t categories and 
the exten t o f the changes from  period to  period. Common sub
classifications are m ateria ls, w o rk  in  progress, finished goods, 
merchandise, and production  supplies.

.19 “ Inven to ries ”  in  balance sheets usua lly  consist o f item s 
included in  the defin ition  of inventories in  paragraph .04. O the r 
item s are sometimes shown under the  heading “ Inven to rie s ” , 
fo r example, nonproduction supplies and research and develop
m ent supplies.

INTERNATIONAL ACCOUNTING STANDARD 2
VALUATION AND PRESENTATION OF INVENTORIES IN THE CONTEXT 
OF THE HISTORICAL COST SYSTEM

International Accounting Standard 2 comprises 
paragraphs .20— .26 o f this Statement. The 
Standard should be read in the context o f para
graphs .01— .19 o f this Statement and of the 
Preface to Statements o f International Account
ing Standards [section 9000].

.20 Inven to ries  should be valued a t the low er of h is to rica l cost 
and net realisable value.
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Ascertainment o f Historical Cost

.21 The h is to rica l cost of m anufactured inventories should 
include a system atic a llocation  o f those production  overhead costs 
tha t relate to  p u tt in g  the inventories in  th e ir present location and 
condition. A lloca tion  of fixed production overhead to  the costs o f 
conversion should be based on the capacity o f the facilities. I f  
fixed production  overhead has been en tire ly  o r substantia lly  
excluded from  the va luation  of inventories on the grounds th a t i t  
does not d ire c tly  relate to  p u tt in g  the inventories in  th e ir  present 
location and condition, th a t fact should be disclosed.

.22 Overheads other than production  overhead should be included 
as pa rt of inven to ry  cost on ly to  the exten t th a t they c lea rly  relate 
to  p u tt in g  the inventories in  th e ir  present location and condition.

.23 E xceptiona l amounts o f wasted m ateria l, labour, o r o ther 
expenses should not be included as p a rt o f inventory  cost.

.24 E xcept as set ou t in  paragraphs .25 and .26, the h is to rica l 
cost o f inventories should be accounted fo r using the F IF O  fo rm u la  
or a w eighted average cost fo rm u la .

.25 Inven to ries  o f items th a t are not o rd in a rily  interchangeable 
o r goods m anufactured and segregated fo r specific pro jects should 
be accounted fo r by us ing  specific iden tifica tion  o f th e ir  in d iv id u a l 
costs.

.26 The  L IF O  or base stock form ulas may be used provided th a t 
there is disclosure of the difference between the am ount o f the 
inventories as shown in  the balance sheet and e ither (a) the low er 
o f the amount arrived a t in  accordance w ith  paragraph .24 and 
net realisable value or (b) the low er o f cu rren t cost a t the balance 
sheet date and net realisable value.

.27 Techniques such as the standard cost method o f valu ing prod
ucts o r the re ta il m ethod o f va lu in g  merchandise may be used fo r 
convenience i f  they  approximate cons is ten tly  the results th a t 
w ould  be obtained in  accordance w ith  paragraph .20.

Ascertainment o f Net Realisable Value
.28 Estim ates o f net realisable value should be based no t on 
tem pora ry  fluctuations o f price o r cost bu t on the most reliable 
evidence availab le at the tim e  the estimates are made as to  w ha t 
the inventories are expected to  realise.

.29 Inven to ries  should be w ritte n  down to  net realisable value 
item  by  item  o r by groups o f s im ila r ite m s ; w hichever m ethod is 
used should be consistently applied.
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.30 The net realisable value o f the q u a n tity  o f inve n to ry  held to  
sa tis fy  firm  sales contracts should be based on the contract price. 
I f  the sales contracts are fo r less than the inve n to ry  quantities  
held, net realisable value fo r the excess should be based on general 
m arket prices.2

.31 N orm a l quantities o f m ateria ls and o ther supplies held fo r 
incorpora tion  in  the production  o f goods should no t be w ritte n  
down below h is to rica l cost i f  the fin ished products in  w h ich  they 
w i l l  be incorporated are expected to  be realised a t o r above his
to rica l cost. Nevertheless, a decline in  the price o f m ateria ls may 
indicate th a t the h is to rica l cost o f finished products to  be produced 
w i l l  exceed net realisable value in  w hich  event a w rite do w n  o f the 
m ate ria ls  inventories should be made; in  th is  event, replacement 
cost m ay be the best available measure o f the net realisable value 
o f those materials.

Presentation in the Financial Statements

.32 The p ro fit and loss o f the period should be charged w ith  the 
amount o f inventories sold o r used (unless allocated to  o ther asset 
accounts) and w ith  the am ount of any w ritedow n  in  the period to  
net realisable value.

.33 Inven to ries  should be sub-classified in  balance sheets o r in  
notes to  the financia l statements in  a manner w hich  is appropria te  
to  the business and so as to  indicate the  amounts held in  each o f 
the m ain  categories.

.34 The accounting policies adopted fo r the purpose o f va luation  
o f inventories, inc lud ing  the cost fo rm u la  used, should be dis
closed. A  change in  an accounting policy related to  inventories 
th a t has a m ateria l effect in  the curren t period o r may have a 
m ate ria l effect in  subsequent periods should be disclosed together 
w ith  the reasons. The  effect of the change should, i f  m ateria l, be 
disclosed and quantified. (See In te rna tiona l Accoun ting  S tand
ard 1, D isclosure o f A ccounting  Policies [section 9001].)

.35 I f  item s are shown under the caption “ Inven to ries ”  o ther 
than those comprehended by the de fin ition  in  paragraph .04, th e ir 
nature, amounts and basis o f va lua tion  should be disclosed.

Effective Date

.36 T h is  In te rn a tio na l A cco un tin g  S tandard becomes operative 
fo r  financia l statements covering  periods beg inn ing  on or a fte r 
1 January 1976.

2 F i r m  sa les c o n tra c ts  b e y o n d  in v e n to ry  q u a n tit ie s  h e ld , a n d  f i r m  p u rch a se  
c o n tra c ts  a re  b e y o n d  th e  scope o f  th is  S ta te m e n t.
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CO M PARISO N  OF INTERNATIONAL A C CO U N T IN G  
STANDARD 2 WITH GENERALLY ACCEPTED 
A C CO U N T IN G  PRINCIPLES IN THE UNITED STATES

Valuation of Inventories at the Lower of Cost or Market
Paragraphs 20 and 31 of In te rna tiona l A ccoun ting  Standard 2 
s ta te :

“ In v e n to r ie s  s h o u ld  be va lu e d  a t th e  lo w e r  o f  h is to r ic a l costs  
and n e t re a lis a b le  va lue .

* * * * *
“ N o rm a l q u a n tit ie s  o f  m a te r ia ls  a n d  o th e r  su p p lie s  h e ld  
fo r  in c o rp o ra t io n  in  th e  p ro d u c t io n  o f  g o o ds  s h o u ld  n o t  
be w r i t te n  d o w n  b e lo w  h is to r ic a l cos t i f  th e  fin is h e d  p ro d u c ts  
in  w h ic h  they  w i l l  be inco rp o ra ted  are  expected to  be rea lised  
a t o r  above  th e  h is to r ic a l cost. N e v e rth e le s s , a d e c lin e  in  th e  
p r ic e  o f  m a te r ia ls  m a y  in d ic a te  th a t th e  h is to r ic a l c o s t o f  
f in is h e d  p ro d u c ts  to  b e  p ro d u c e d  w i l l  exceed n e t re a lis a b le  
va lu e  in  w h ic h  e ve n t a  w r ite d o w n  o f  th e  m a te r ia ls  in v e n to r ie s  
shou ld  be m a d e ; in  th is  event, rep lacem ent cost m ay be the best 
ava ilab le  m easure o f  the  ne t rea lisab le  va lu e  o f  those m a te ria ls .”

On the o ther hand, S tatem ent 6 in  C hapter 4 of A R B  43 [section 
5121] provides th a t in ve n to ry  is to  be valued a t the low er o f cost 
o r m arket as fo llo w s :

“ A s  used  in  th e  ph ra se  lower of cost or market the  te rm  market 
m eans c u r re n t re p la c e m e n t cost ( b y  p u rc h a s e  o r  b y  re p ro 
d u c tio n , as th e  case m a y  b e ) e x c e p t th a t :

(1 )  M a rk e t  s h o u ld  n o t  exceed th e  n e t re a liz a b le  v a lu e  ( i.  e., 
e s tim a te d  s e ll in g  p r ic e  in  th e  o rd in a ry  c o u rse  o f  bus iness  
less re a s o n a b ly  p re d ic ta b le  cos ts  o f  c o m p le t io n  and  
d is p o s a l) ; and

(2 )  M a rk e t  s h o u ld  n o t  be  less th a n  n e t re a liz a b le  v a lu e  
re d u ce d  b y  an  a llo w a n c e  fo r  an  a p p ro x im a te ly  n o rm a l 
p r o f i t  m a rg in .”

Thus, lite ra l app lica tion  o f the provis ion  o f A R B  43 th a t inven
tories be w ritte n  down to replacement cost where replacement cost 
is less than net realizable value (bu t no t less than net realizable 
value reduced by an allowance fo r an app rox im a te ly  norm al p ro fit 
m arg in ) conflicts w ith  the in te rna tiona l standard (except where 
replacement cost is the best available measure o f net realizable 
va lue).

A s noted in  F A S B  In te rp re ta tio n  No. 17 [section 1083-2], the 
discussion in  Chapter 4 of A R B  43 [section 5121] states “ because 
o f the  m any va ria tions of circumstances encountered in  inven to ry  
p ric ing , S tatem ent 6 is intended as a guide ra ther than  a lite ra l 
ru le .”

Valuation of Inventories at Quoted Market Prices
Chapter 4 o f A R B  43 [section 5121] provides an exception to  the 
general ru le  tha t inventories be valued at the low er o f cost o r 
market. The exception is as fo llow s  :
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“ O n ly  in  e x c e p tio n a l cases m a y  in v e n to r ie s  p ro p e r ly  be  
s ta te d  a b o v e  cos t. F o r  e x a m p le , p re c io u s  m e ta ls  h a v in g  a 
f ix e d  m o n e ta ry  va lu e  w i th  n o  s u b s ta n tia l c o s t o f  m a rk e t in g  
m a y  be s ta te d  a t such  m o n e ta ry  v a lu e ; a n y  o th e r  e xce p tio n s  
m u s t be ju s t if ia b le  b y  in a b i l i t y  t o  d e te rm in e  a p p ro p r ia te  
a p p ro x im a te  costs , im m e d ia te  m a r k e ta b i l i ty  a t q u o te d  m a r 
k e t  p r ic e , a n d  th e  c h a ra c te r is t ic  o f  u n it  in te rc h a n g e a b il ity .
W h e re  g o o d s  a re  s ta te d  above co s t th is  fa c t s h o u ld  be f u l ly  
d is c lo s e d .”

In te rn a tio n a l A ccoun ting  Standard 2 provides no exceptions to  
its  basic requirem ent th a t inventories  be valued at the low e r o f 
h is torica l cost o r net realizable value.

  The next page is  11,089.  
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AC Section 9003
Consolidated Financial 
Statements

Issue date, unless 
otherw ise in d ica te d : 
June, 1976

INTRODUCTION

.01 The  subject o f th is  S tatem ent is the presenta tion o f con
solidated financia l statements fo r a group o f companies under the 
contro l o f one parent company. Consolidated financia l statements 
have been developed to  meet the need fo r  in fo rm a tion  concern ing 
the financia l pos ition  and results o f operations o f a group of 
companies.

.02 T h is  S tatem ent also establishes as an In te rn a tio na l A ccoun t
in g  Standard the use o f the equ ity  m ethod o f accounting fo r the 
presentation o f certa in  types o f long-te rm  investm ents in  the 
consolidated financial statements. I t  does not deal w ith  the equity 
method in  the presentation o f other forms o f financia l statements.

.03 T h is  S tatem ent does no t deal w ith  the fo llo w in g  specialised 
subjects:

(a)

(b )

(c)

(d)

(e)

( f)

(g )

(h)

(i)

M ethods o f accounting fo r  business mergers or com bina
tions and th e ir  effects on conso lidation

A ccoun ting  fo r goodw ill

A ccoun ting  fo r bonus share issues (s tock d iv idends)

A cco un tin g  fo r step-by-step acqu is itions and disposals of 
subsidiaries and associated companies

A cco un tin g  fo r shares issued by  a subsid ia ry

A ccoun ting  fo r reciprocal shareholdings when tw o  com
panies in  the group hold shares in  each o ther

M ethods o f tra n s la tin g  financia l statements expressed in  
fo re ign  currencies

D isclosure by p roduct lines o r a c tiv itie s  in  the financial 
statements o f d iversified companies

A cco un tin g  fo r  jo in t ventures.

Definitions
.04 The fo llo w in g  term s are used fo r the purpose of th is  State
ment.
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A n  investor is a company th a t holds an in terest in  the vo tin g  
power o f another company (the investee).

A n  investee is a company in  whose v o tin g  power an in te res t is 
held by another company (the investo r).

A  subsidiary is a com pany w h ich  is contro lled  by  another com
pany (know n  as the parent com pany).

A  parent company is a company th a t has one or more sub
sidiaries.

Consolidated financial statements are statements w h ich  present 
the assets, lia b ilit ie s , shareholders’ accounts, revenue, and ex
penses o f a parent company and its  subsidiaries as those o f a 
s ing le enterprise.

Control is ownership, d irec tly , o r in d ire c tly  th rough  subsidi
aries, o f more than one h a lf o f the v o tin g  power 1 o f a company.

A  group is a parent company and a ll its  subsidiaries.

M inority  interest is th a t part o f the net resu lts o f operations, o r 
o f net assets, o f a subsid iary a ttr ibu tab le  to  shares owned o ther 
than  by the parent company or another subsid iary.

Equity capital is the issued share cap ita l o f a company w h ich  is 
ne ither lim ite d  nor preferred in  its  pa rtic ipa tion  in  d is tribu tio ns  
o f the p ro fits  o f a company o r in  the u ltim a te  d is tr ib u tio n  o f 
its  assets.

A n  associated company is an investee company tha t is not a 
subsid ia ry and in  respect o f w h ich

(a) the inves to r’s in te rest in  the v o tin g  pow er of the in 
vestee is substantia l, and

(b ) the investo r has the pow er to  exercise s ign ifican t in 
fluence over the financia l and opera ting  polic ies o f the  
investee, and

(c) the  investo r in tends to  re ta in  its  in te rest as a long-te rm  
investm ent.

Significant influence is pa rtic ip a tion  in  the financia l and operat
in g  p o licy  decisions o f the investee bu t no t con tro l o f those 
policies. A n  investo r may exercise s ign ifican t influence in  
several ways, usua lly by representation on the board of directors 
bu t also by p a rtic ip a tion  in  po licy  m aking  processes, m ateria l 
in tercom pany transactions, interchange o f m anagerial person-

1 V o t in g  p o w e r  re fe rs  to  the  r ig h ts  a t ta c h in g  to  v o t in g  shares issued  a n d  
o u ts ta n d in g , th a t  is, shares o th e r  th a n  th o se  h e ld  as “ t re a s u ry  s to c k ” . 
T re a s u ry  s to c k  a re  a c o m p a n y ’s o w n  sha res w h ic h  have  been a cq u ire d  b y  
th e  is s u in g  c o m p a n y  a n d  are  le g a lly  a v a ila b le  fo r  re issue. T h is  p ra c t ic e  is  
n o t  p e rm it te d  in  som e  co u n tr ie s .
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nel, o r dependency on technical in fo rm a tion . I f  the investo r 
holds less than 20% o f the v o tin g  power of the investee, i t  
should be presumed th a t the investo r does not have the pow er 
to  exercise s ign ifican t influence, unless such power can be 
c lea rly  demonstrated.

The  equity method is a method o f accounting by an investor fo r 
certa in  types of long-te rm  investm ents in  associated com
panies and fo r certa in  unconsolidated subsidiaries. U nder the 
equ ity  method, the investm ent account o f the inves to r is 
adjusted in  the consolidated financia l statements fo r the change 
in  the inves to r’s share o f net assets o f the investee. The  income 
statem ent reflects the investo r’s share o f the results o f opera
tions of the investee.

DISCUSSION

Consolidated Financial Statements 

Need for Consolidated Financial Statements

.05 Certa in  parties w ith  interests in  the parent company of a 
group, such as present and po ten tia l shareholders, employees, 
customers, and in  some circumstances creditors, are concerned 
w ith  the fo rtunes of the entire  group. Consequently, they  need 
to  be in fo rm ed about the results of operations and the financia l 
position  o f the group as a whole.

.06 T h is  need is served by consolidated financia l statements, 
w h ich  present financia l in fo rm ation  concern ing the group as tha t 
o f a single enterprise w ith o u t regard fo r the legal boundaries o f 
the separate legal entities. The consolidated financia l statements 
norm a lly  include the parent company and a ll its  subsidiaries.
In  certa in rare circumstances companies o the r than subsidiaries 
are treated as subsidiaries in  the consolidated financia l state
ments o f a company th a t :

(a) owns a m a jo r ity  o f the equ ity  capita l, bu t less than  a 
m a jo r ity  o f the v o tin g  power, o r

(b ) has the power to  contro l by sta tu te  o r contract the finan
cial and operating policies o f those companies. These 
policies are contro lled , fo r  example, b y  the pow er to  
nom inate a m a jo r ity  o f the board o f d irectors, by  manage
m ent contract or by court decree.

.07 The needs o f those interested in  the financia l position  o f a 
paren t company o r o f ind iv id ua l subsidiaries, in  particu la r, credi
to rs  and m in o r ity  interests, are served by the separate financia l 
statements o f the parent company or o f those subsidiaries.
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Exclusion from Consolidation

.08 Subsidiaries are com m only excluded from  conso lidation in  
circumstances in  which contro l is lik e ly  to  be tem porary or the 
a b il ity  o f the parent company to  con tro l the assets is im paired.

.09 In  some countries, i t  is considered appropriate to  exclude 
from  consolidation a subsid iary whose business activ ities  are so 
d iss im ila r from  those o f the o the r companies w ith in  the group 
th a t the presentation o f separate subsid iary financia l statements 
w ith  the consolidated financia l statements w ou ld  p rov ide  better 
in fo rm a tion  fo r the parent company shareholders and o ther users 
o f the statements. A n  a lte rna tive  to  exclusion in  such cases 
is the group ing , by type o f business, o f the assets and liab ilitie s  
w ith in  the consolidated balance sheet and the revenue and ex
penses w ith in  the consolidated income statement.

.10 F u rth e r grounds considered by  some as suffic ient fo r ex
c lud ing  a subsid iary from  conso lidation include im p ra c tica b ility  
o f conso lidation, the like lihood  o f d isp roportionate  expense or 
delay, o r the opin ion o f the d irectors th a t the effect o f consoli
dation w ou ld  be m isleading o r harm fu l. Exclusions on these 
grounds are o ften  subjective and m ay resu lt in  w ide va ria tions 
in  practice among companies accounting fo r s im ila r s ituations.

Consolidat ion Procedures

.11 In  the consolidated financia l statements, the accounts o f 
the parent company and its  subsidiaries are combined on a line  
by  line  basis by add ing  toge ther like  item s o f assets, liab ilitie s , 
revenue, and expenses. The fo llo w in g  are e lim ina ted  in  consoli
dation  :

(a) in tercom pany balances and in tercom pany transactions, in 
c lud ing  intercom pany sales, in tercom pany charges, and 
in tercom pany dividends

(b ) the  cost to  the parent o f its  investm ent in  each subsid iary 
and the parent com pany’s p o rtion  o f share capita l, pre
acqu is ition  reserves, and preacqu is ition  p ro fits  and losses 
o f each subsid iary.2

.12 Unrealised p ro fits  resu ltin g  from  in tercom pany transactions 
w h ich  are included in  the ca rry ing  value o f assets, such as in 
ventories and fixed assets, are e lim inated.3 The p o rtion  o f un-

2 T h e  p re a cq u is itio n  reserves, and p re a cq u is itio n  p ro f its  a n d  losses a re  n o t  
e lim ina ted  un d e r the  m ethod  o f  accounting  fo r  business com b ina tions described  
as “ m e rg e rs ”  o r  “ p o o lin g  o f  in te re s ts ” , w h ic h  is  used in  som e c o u n tr ie s .
3 In  some coun tries  in te rco m p a ny  p ro fits  and losses o f  p u b lic  u t i l i t ie s  a re n o t
e lim in a te d  to  th e  e x te n t th a t  th e y  a re  reco g n ise d  in  th e  d e te rm in a tio n  o f the  
ra te s  c h a rg e d  to  co n su m e rs  in  a cco rd a n ce  w i t h  re g u la t io n s  d e te rm in e d  b y  
g o v e rn m e n t a u th o r it ie s .
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realised p ro fits  a ris ing  in  the cu rren t period is charged against 
consolidated income a fte r g iv ing appropriate consideration to m inority  
interests. However, the profits are realised profits in  the accounts o f 
the selling company and therefore may be subject to  tax. Since the 
tax  relates to  income w h ich  w il l  not be reported in  the consoli
dated financia l statements u n t il subsequent periods, the ap
p licab le  ta x  expense is carried fo rw a rd  u n t il the p ro fit is so re
ported. I f  in tercom pany transactions have resulted in  assets 
being stated in  the consolidated financia l statements at an amount 
lower than cost to the group, then the resulting unrealised losses 
and any related tax effects are eliminated on consolidation unless cost 
cannot be recovered.

.13 A t  the date o f acqu is ition  the cost o f a parent com pany’s 
investm ent in  a subsidiary is allocated, i f  possible, to  the sub
s id ia ry ’s ind iv idua l identifiab le  assets and lia b ilit ie s  on the basis 
o f th e ir values, and the allocated amounts serve as the  basis 
on w hich  the subsid ia ry ’s assets and lia b ilit ie s  are reported in  the 
parent company’s consolidated financia l statements subsequent 
to  the acqu is ition. A n y  difference between the cost o f the parent 
com pany’s investm ent and the parent com pany’s share in  the 
amounts a llocated to  ind iv id ua l identifiab le  assets and lia b ilit ie s  is 
shown in  the consolidated balance sheet appropria te ly described.4

.14 Taxes payable by e ither the parent company or b y  subsid
iaries on d is tr ibu tio n  to  the parent company o f the und is tribu ted  
p ro fits  o f subsidiaries are accrued i f  i t  is reasonable to  assume 
th a t any part o f those pro fits  w i l l  eventua lly  be d is tribu ted , by 
w ay o f d iv idend o r otherw ise, and w i l l  resu lt in  a ta x  l ia b il i ty  
a t the tim e  o f rem ittance. I f  taxes are no t accrued in  respect o f 
u n d is trib u te d  pro fits , there is sometimes disclosure o f the cum u
la tive  am ount of the und is tribu ted  p ro fits  on w h ich  taxes have 
no t been recognised by the parent company because of the parent 
company’s intention and power to  undertake the long-te rm  re in 
vestm ent o f those pro fits .

.15 I t  is preferable th a t the parent com pany and its  subsidiaries 
should have a common financia l rep o rting  period. I f  financia l 
statements w ith  d iffe ren t rep o rting  dates are consolidated, s ig 
n ifica n t transactions or events w h ich  have occurred in  the in te r
ven ing  period are recognised th ro ug h  adjustm ents or disclosure.
I f  a difference exists, the dates to  w h ich  the financia l statements 
o f the subsidiaries have been prepared are disclosed. The con
sistency p rinc ip le  dictates th a t the length  o f the repo rting  periods

4 N o t  a p p lic a b le  to  m e rg e rs  o r  p o o lin g  o f  in te re s ts  re fe r re d  to  in  fo o tn o te  2.
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and any d ifference in  the balance sheet dates should be consistent 
from  period to  period.

.16 The results of operations o f a subsid iary fo r the financia l 
repo rting  period in  w h ich  the subsid iary is acquired are in 
cluded in  the consolidated income statement o n ly  from  the 
date o f its  acqu is ition .5 S im ila rly , the results o f operations 
are included in  consolidated income in  the period o f disposal 
o n ly  to  the date o f disposal.

.17 The losses applicable to  the m in o r ity  in terest in  a conso li
dated subsid ia ry m ay exceed the m in o r ity  in terest in  the share
holders’ e qu ity  o f the  subsidiary. T he  excess and any fu rthe r 
losses applicable to  the m in o r ity  in te rest are charged against the  
m a jo r ity  in te rest except to  the extent th a t the m in o r ity  in terest 
has a b ind ing  ob liga tion  to  make good the losses. I f  fu tu re  
p ro fits  are reported by the subsidiary, the m a jo r ity  in terest is  
credited w ith  a ll such p ro fits  u n t il the m in o r ity ’s share o f losses 
p rev ious ly  absorbed by  the m a jo r ity  has been recovered.

.18 I f  a subsid iary has outs tand ing  cum ula tive  preferred shares 
w h ich  are held outside the group, the investo r computes its  share 
o f p ro fits  o r losses a fte r a d jus tin g  fo r the subsid iary’s preferred 
dividends, w he ther o r no t d ividends have been declared.

Investments in Associated Companies and Unconsolidated Subsidiaries

.19 There are tw o  p rinc ip a l methods o f accounting fo r  inves t
ments in  associated companies and in  unconsolidated subs id ia ries : 
the “ cost”  m ethod and the “ equ ity ”  method.

The Cost Method

.20 U nder the cost method, an investo r records an investm ent 
in  the shares o f an investee at cost; income is recognised on ly  
to  the  extent th a t d ividends are d is tribu ted  from  net accumulated 
p ro fits  o f the investee a ris ing  subsequent to  the date o f acquisi
tio n  by the investor. D iv idends received in  excess of such sub
sequent p ro fits are considered a recovery o f investm ent and are 
recorded as reductions o f the cost o f the investm ent.

The Equity Method

.21 I f  an investo r holds an investm ent in  an associated company, 
the recogn ition  o f income on the basis o f d ividends received 
may no t be an adequate measure o f the income earned on the 
investm ent because the receipt o f d ividends may bear l i t t le  rela
tionsh ip  to  the performance o f the investee. The app lica tion o f 
the equ ity  method o f accounting results in  more in fo rm a tive  
repo rting  o f the net assets and income of the investor.

5 N o t  a p p lic a b le  to  m e rg e rs  o r  p o o lin g  o f  in te re s ts  re fe r re d  to  in  fo o tn o te  2.
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.22 U nder the equ ity  method, the ca rry ing  am ount o f an invest
m ent in  the shares of an investee is increased or decreased to  
recognise the investo r’s share o f the pro fits  o r losses o f the 
investee a fte r the date o f acqu is ition. A d jus tm en ts  in  the ca rry 
ing  am ount of the investm ent may also be necessary to  account 
fo r a lterations in  the inves to r’s p ropo rtiona te  in terest in  the 
investee as a consequence o f changes in  the investee’s share 
capita l. D iv idends received from  an investee reduce the ca rry ing  
am ount o f the investm ent.

Other Considerations

.23 I f  an investee ceases to  fa ll w ith in  the de fin ition  o f a sub
s id ia ry  bu t the fo rm er parent company retains the power to  exer
cise s ign ifican t influence over the investee, the investm ent is 
accounted fo r  as an associated company. H ow ever, an investee 
ceases to  fa ll w ith in  the de fin ition  o f a subsidiary and does no t 
become an associated company i f  the investo r loses both  con
tro l and the power to  exercise s ign ifican t influence over the 
investee. A lso, an investee ceases to  fa ll w ith in  the de fin ition  of 
an associated company i f  the investor loses the power to  exercise 
s ign ifican t influence over the investee. F o r example, loss o f con
tro l and the power to  exercise s ign ifican t influence m ig h t occur 
i f  the  investee were placed under the co n tro l o f a court or i f  
b ankrup tcy  o r inso lvency proceedings were ins titu ted  against it.

.24 U nder the equ ity  m ethod as w e ll as under the cost m ethod 
of accounting, i f  the value o f the investm ent is be low  the ca rry 
in g  am ount fo r  o ther than a tem pora ry  period, the inves to r’s 
assets are overstated unless there is appropriate recogn ition  o f 
the decline in  value.

Application o f the Equity Method

.25 M any o f the procedures appropria te  fo r  the app lica tion  of 
the equ ity  m ethod o f accounting are s im ila r to  those w h ich  are 
applicable in  the conso lidation o f investm ents in  subsidiaries.

.26 The inves to r’s share o f p ro fits  o r losses is adjusted to  e lim i
nate unrealised p ro fits  and losses included in  the c a rry in g  
amounts o f assets acquired by e ither the investo r o r the investee 
th ro ug h  in tercom pany transactions, a fte r appropriate recogn ition  
o f outside interests.

.27 The most recent availab le financia l statements are used by 
the investo r in  app ly ing  the equ ity method. I f  the investo r’s and 
the investee’s financia l statements do no t have a common date, 
s ign ifican t transactions o r events w hich  have occurred in  the 
in te rven ing  period are recognised th ro ug h  adjustm ents or d is
closure. I f  a difference exists, the dates to  w hich  the  financia l
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statements of the investees have been prepared are disclosed. 
The consistency p rinc ip le  dictates tha t the length  o f the rep o rt
ing  periods and any differences in  the balance sheet dates should 
be consistent from  period to  period.

.28 In  order to  determ ine in  subsequent financia l periods the 
appropriate am ount o f the investo r’s share o f the investee’s in 
come to  be included in  the consolidated income statement, the 
broad concepts u nd e rly in g  the conso lidation procedures used on 
the acqu is ition  of a subsidiary are adopted on the acqu is ition  o f 
an associated company. The conso lidation procedures to  be ap
p lied on the acqu is ition  o f a subsid ia ry are described in  para
graph .13.

.29 Taxes th a t w ou ld  be payable on d is tr ib u tio n  to  the investo r 
o f the inves to r’s share o f the und is tribu ted  pro fits o f the investee 
or on the disposal o f the investm ent are accrued when the p ro fits  
are recognised by the investo r since taxes can be expected to  
become payable upon la ter d iv idend d is tr ib u tio n  or on disposal 
o f the investm ent.

.30 I f  an inves to r’s share o f losses o f an investee equals o r 
exceeds the ca rry ing  am ount o f an investm ent accounted fo r by 
the equ ity  method, the investo r o rd in a rily  d iscontinues app ly ing  
the equ ity  method. The  investm ent is recorded a t n il value. 
A d d itio n a l losses are then provided fo r o n ly  i f  the investor has 
guaranteed ob liga tions o f the investee or is o therw ise com m itted  
to  provide fu rth e r financia l support o f the investee. I f  the in 
vestee subsequently reports net income, the investor resumes 
a pp ly in g  the equ ity  m ethod o n ly  a fte r its  share o f th a t net 
income equals the share o f net losses no t recognised during  the 
period when the equ ity  m ethod was suspended.

.31 I f  the ca rry ing  am ount o f an investm ent is w ritte n  down 
to  recognise the decline in  its  value, the w rite -dow n  is charged 
to  consolidated income and deducted from  the c a rry in g  am ount 
o f the related investm ent.

.32 I f  an investee has outstand ing  cum ula tive  preferred shares, 
w h ich  are held outside the group, an investor computes its  share 
o f p ro fits or losses a fte r a d jus tin g  fo r  the investee’s preferred 
dividends, whether or not the d ividends have been declared.

Disclosure

.33 Consolidated financia l statements show the aggregate finan
cial position  and results of operations fo r  a group o f companies. 
In  order th a t users o f financia l statements m ay obta in  a clear 
understand ing  of the group ’s affairs, i t  m ay be necessary to  pro
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vide add itiona l in fo rm a tion  show ing the composition o f the group 
and an analysis of certa in balances in  the financia l statements. 
In  a large diversified group i t  m ay be h e lp fu l to  disclose the name, 
nature o f business, and p ropo rtion  o f v o tin g  power held o f each 
s ign ifican t subsidiary and associated company. I t  m ay also be 
im p o rta n t to  present an analysis o f reta ined income as related to  
the parent, subsidiaries, and associated companies and to  disclose 
any s ta tu to ry  o r contractua l restric tions  on the d is tr ib u tio n  o f 
p ro fits  because th is  m ay affect the a b il ity  o f the parent company 
to  d is tribu te  dividends. In  in te rna tion a l companies an analysis 
o f the geographical d is tr ib u tio n  o f assets and lia b ilit ie s  m ay be 
useful in  assessing the g roup ’s exposure to  exceptional r isks  o f 
operating in  o ther countries, in c lu d ing  the r is k  o f fo re ign cu r
rency exchange rate fluctuations.

INTERNATIONAL ACCOUNTING STANDARD 3
CONSOLIDATED FINANCIAL STATEMENTS

International Accounting Standard 3 comprises 
paragraphs .34— .52 o f this Statement. The 
Standard should he read in the context o f para
graphs .01— .33 of this Statement and o f the 
Preface to Statements of International Account
ing Standards [section 9000].

Consolidated Financial Statements

.34 A  parent company should issue consolidated financia l state
ments, except tha t i t  need no t do so when i t  is a w ho lly-ow ned 
subsidiary.

.35 A  parent company w hich  issues consolidated financia l state
ments should consolidate a ll subsidiaries, fo re ign  and domestic, 
as defined in  paragraph .04, o ther than those referred to  in  para
graphs .36 and .37.

.36 A  subsid ia ry should be excluded from  consolidation i f :

(a) con tro l is to  be tem porary, o r

(b ) the subsidiary operates under cond itions in  w h ich  severe 
long-te rm  restric tions on the transfe r of funds im p a ir 
con tro l by the parent com pany over the subsid ia ry ’s assets 
and operations.

.37 A  subsidiary may be excluded from  conso lidation i f  its  a c tiv i
ties are so d iss im ila r from  those o f the o ther companies in  the 
group th a t be tte r in fo rm a tion  fo r  the parent com pany sharehold
ers and other users o f the statem ents w ou ld  be provided by pre
senting  separate financia l statements in  respect o f such subsid iary 
w ith  the consolidated financial statements.
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.38 A  company in  w hich  a group does n o t have con tro l, b u t in  
w h ich  a g ro u p :

(a ) owns more than  h a lf the e qu ity  capita l, b u t less than  ha lf 
the v o tin g  power, o r

(b ) has the power to  contro l, by sta tu te  or agreement, the 
financia l and opera ting  polic ies of the management o f the 
company, w ith  o r w ith o u t more than one h a lf o f the equ ity  
in terest,

m ay be treated as a subsidiary and consolidated in  the conso li
dated financia l statements. In  such circumstances, the reasons fo r 
conso lida ting  the company should be disclosed.

.39 U n ifo rm  accounting policies should pre ferab ly be fo llow ed  
by companies in  the consolidated financia l statements. There 
should be disclosure o f d iffe ren t accounting  policies used, and o f 
the p ropo rtion  o f assets and lia b ilit ie s  to  w h ich  d iffe ren t account
in g  policies have been applied i f  they  are included in  a single 
balance sheet classification.

The Equity Method o f Accounting fo r Investments

.40 Investm ents in  associated companies as defined in  para
graph .04 and in  subsidiaries w h ich  are no t consolidated fo r  the 
reasons stated in  paragraph .37 should be included in  the con
solidated financial statements under the equity method o f accounting.

.41 A s from  the date tha t

(a) a subsid iary ceases to  be consolidated fo r  the reason stated 
in  paragraph .36(b), or

(b ) an investee ceases to  fa ll w ith in  the de fin ition  o f a sub
s id ia ry  and does no t become an associated company, o r an 
investee ceases to  fa ll w ith in  the d e fin ition  o f an associated 
company,

the investm ent should be stated in  the consolidated balance sheet 
a t the ca rry ing  am ount under the equ ity  m ethod a t tha t date. 
F rom  th a t date, the investor should d iscontinue accru ing its  share 
of the subsequent p ro fits  o r losses o f the investee.

.42 I f  the ca rry in g  am ount o f an investm ent dealt w ith  under 
the e qu ity  method, and o f investm ents referred to  in  paragraph 
.41, exceeds the value of the investm ent and tha t difference is 
o ther than tem porary, there should be appropria te  recogn ition  o f 
the decline in  value. P rov is ion  should be made fo r  a decline in  
value o f each such inve s tm en t; in d iv id u a l investm ents should no t 
be aggregated fo r evaluation in  to ta l.
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Financial Statement Presentation

.43 The m in o r ity  in terest in  the e qu ity  o f consolidated com
panies should be classified in  the consolidated balance sheet as a 
separate item  and should no t be shown as part o f shareholders’ 
equity. The m in o r ity  in terest in  the p ro fits  o r losses o f such com
panies should be shown separately in  the consolidated income 
statement.

.44 Investm ents accounted fo r under the e qu ity  m ethod o f 
accounting should be app ropria te ly  classified in  the consolidated 
balance sheet and the inves to r’s share o f p ro fits  o r losses should 
be disclosed as a separate item  in  the consolidated income state
ment. I f  the p ro fits  or losses fo r the period include unusual items, 
the inves to r’s share o f the unusual item s should be shown sep
a ra te ly  in  accordance w ith  the accounting  policies applicable to  
the investor.

.45 A  gain  o r loss on a sale o f shares in  an investee b y  an inves
to r  should be recognised in  the consolidated income statement.
T he  am ount recognised should be the difference at the tim e  o f 
sale between the proceeds of sale and the ca rry in g  am ount in  the 
consolidated financia l statements o f the shares sold.

Disclosure

.46 T he  disclosure o f accounting policies— see In te rn a tio na l 
A ccoun ting  Standard 1, D isclosure o f A cco un tin g  Polic ies [sec
tio n  9001]— should include a description o f the bases on w h ich  
subsidiaries and associated companies have been dealt w ith .

.47 The fo llo w in g  disclosures should be made in  the consoli
dated financia l s ta tem ents :

(a) A n  appropria te  lis t in g  and descrip tion  of s ign ifican t sub
sidiaries and associated companies and, in  respect of such 
companies, differences in  repo rting  dates from  th a t o f the 
parent company, unless disclosed in  statements accom
panying  the consolidated financia l statements.

(b ) The reasons fo r not conso lida ting  a subsidiary.

(c) The  nature of the re la tionsh ip  between the parent company 
and a company th a t is no t a subsid iary b u t is treated as a 
subsid iary in  consolidation, as described in  paragraph .38.

(d ) The  am ounts re la tin g  to  any s ign ifican t unadjusted trans
actions occurring  between the dates o f investo rs ’ and 
investees’ financia l statements.

(e) A n  analysis of the amounts under each s ign ifican t balance 
sheet and income statem ent caption i f  necessary to  provide
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a fa ir  disclosure o f the exposure to  exceptional risks o f 
opera ting  in  o the r countries, in c lu d in g  the r is k  o f fo re ign  
cu rrency exchange rate fluctua tions.

( f)  T he  exten t to w h ich  there are s ta tu to ry  or contractua l 
res tric tions  on the d is tr ib u tio n  o f the accumulated retained 
income o f the group.

.48 W hen  a subsid iary is excluded fro m  conso lidation  in  accord
ance w ith  paragraph .37, separate financia l statements in  respect 
o f tha t subsidiary should supplement the consolidated financia l 
statements. The supplem entary statements m ay be presented in  
condensed fo rm  provided they g ive  adequate disclosure, in c lu d ing  
particu la rs  o f in tra -g roup  balances and the nature of transactions 
w ith  the rem ainder o f the group. There should be a reconc ilia tion  
o f the am ount at w h ich  the results o f operations o f the excluded 
subsid iary are stated in  the supplem entary financia l statements, 
and the am ount included in  the consolidated income statem ent 
in  respect o f th a t subsidiary. F o r the purposes o f th is  supple
m en tary  disclosure the financia l statem ents o f tw o  or more sub
sidiaries w ith  s im ila r operations m ay be combined.

.49 I f  a subsid iary is excluded from  conso lidation because o f the 
res tric tion  described in  paragraph .36(b), the fo llo w in g  disclosures 
should be made w ith  respect to  such inve s tm en t:

(a) the name o f the investee and the g roup ’s share in  the net 
assets o f the investee,

(b ) the c a rry in g  value o f the investm ent in  the consolidated 
financia l statements,

(c) the dividends received by the group d u rin g  the period,

(d ) the p ro fits  o r losses fo r the period, w ith  unusual items 
separately stated, and

(e) the amounts o f any w rite -dow ns o r ad justm ents to  con
solidated net income in  the cu rren t period.

Transitional Provisions

.50 O n the firs t occasion tha t consolidated financia l statements 
are presented, com parative figures should be shown in  respect o f 
the consolidated balance sheet bu t need no t be shown in  respect 
o f the consolidated income statem ent i f  i t  is no t practicable to  
do so. In  a ll subsequent years fu l l  com parative figures should be 
shown— see In te rn a tio na l A cco un tin g  Standard 1, D isclosure o f 
A ccoun ting  Policies [section 9001].

.51 O n the firs t occasion o f the app lica tion  o f the equ ity  method, 
there should be disclosure o f the investee’s income o f earlie r
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periods w hich  is a ttr ibu tab le  to  the investor, and o f any w r ite 
down o f the investm ent at th a t tim e  to  recognise a decline in  
its  value.

Effective Date

.52 T he  provis ions o f th is  In te rn a tio na l A ccoun ting  Standard 
become operative fo r financia l statements covering  periods beg in
n in g  on or a fte r 1 January 1977.

CO M PARISO N  OF INTERNATIONAL A C CO U N T IN G  
STANDARD 3 WITH GENERALLY ACCEPTED  
A C C O U N T IN G  PRINCIPLES IN THE UNITED STATES

Paragraph 39 o f In te rn a tio na l A ccoun ting  Standard 3 states:

“ U n i fo r m  a c c o u n tin g  p o lic ie s  s h o u ld  p re fe ra b ly  b e  fo l lo w e d  
b y  co m p a n ie s  in  th e  co n s o lid a te d  f in a n c ia l s ta te m e n ts . T h e re  
s h o u ld  be d is c lo s u re  o f  d if fe re n t  a c c o u n tin g  p o lic ie s  used, a n d  
o f  th e  p ro p o r t io n  o f  assets a n d  l ia b il i t ie s  to  w h ic h  d if fe re n t  
a c c o u n t in g  p o lic ie s  have been a p p lie d  i f  th e y  a re  in c lu d e d  
in  a s in g le  b a la n ce  sheet c la s s if ic a t io n .”

Generally accepted accounting princ ip les in  the U . S. do no t re
qu ire  d isclosure “ o f the proportion  o f assets and lia b ilit ie s  to  
w h ich  d iffe ren t accounting policies have been applied i f  they are 
included in  a single balance sheet classification.”

The next page is  11,107.

A IC P A  Professional Standards AC § 9003.52



11,107

AC Section 9004
Depreciation Accounting

Issue date, unless 
o therw ise  ind ica ted : 
O ctober, 1976

INTRODUCTION

.01 T h is  S tatem ent deals w ith  depreciation accounting and ap
plies to  a ll depreciable assets except:

(a) forests and s im ila r regenerative na tu ra l resources

(b ) expenditures on the exp lora tion  fo r  and extraction  o f 
m inerals, o il, na tu ra l gas and s im ila r non-regenerative 
resources

(c) expenditures on research and development

(d ) goodw ill.

Definitions

.02 In  th is  Statem ent the fo llo w in g  term s are used w ith  the 
meanings specified.

Depreciation is the a llocation o f the depreciable am ount o f an 
asset over its  estimated useful life . D epreciation  fo r  the ac
coun ting  period is charged to income either d irectly o r indirectly.

Depreciable assets are assets w h ich

(a) are expected to  be used d u rin g  more than one accounting  
period, and

(b) have a lim ite d  useful life , and

(c ) are held by  an enterprise fo r  use in  the p roduction  o r 
supp ly o f goods and services, fo r  ren ta l to  others, o r fo r  
adm in is tra tive  purposes.

Useful life  is e ither (a) the period over w h ich  a depreciable 
asset is expected to  be used b y  the en te rp rise ; o r (b ) the num 
ber o f p roduction  o r s im ila r u n its  expected to  be obtained from  
the asset by the enterprise.

Depreciable amount o f a depreciable asset is its  h is to rica l cost o r 
o the r am ount substitu ted fo r h is to rica l c o s t1 in  the financia l 
statements, less the estimated residual value.

1 T h is  S ta te m e n t does n o t dea l w i t h  th e  d iffe re n c e s  w h ic h  a rise  w h e n  
re v a lu a tio n s  are  s u b s t itu te d  f o r  h is to r ic a l cos t.
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EXPLANATION
.03 Depreciable assets comprise a s ign ifican t portion  o f the assets 
o f m any enterprises. D epreciation  can therefore have a s ign ifican t 
effect in  determ in ing and presenting the financia l pos ition  and re
su lts of operations o f those enterprises.

.04 The v iew  is sometimes expressed th a t i f  the value o f an asset 
has increased over the amount at w h ich  i t  is carried in  the financia l 
statements, i t  is unnecessary to  provide  fo r depreciation. I t  is 
considered, however, th a t depreciation should be charged in  each 
accounting period on the basis o f the depreciable am ount irrespec
tive  of an increase in  the value o f the  asset.

Useful Life

.05 E s tim a tion  o f the useful life  o f a depreciable asset o r a group 
o f s im ila r depreciable assets is a m a tte r o f judgm ent o rd in a rily  
based on experience w ith  s im ila r types o f assets. F o r an asset 
using new technology o r used in  the production  o f a new product 
o r in  the provis ion  o f a new  service w ith  w hich  there is l i t t le  
experience, estim ation  o f the useful life  is more d ifficu lt bu t is 
nevertheless required.

.06 The  useful life  of a depreciable asset fo r an enterprise may 
be shorter than its  physical life . In  add ition  to  physica l wear and 
tear, w h ich  depends on operational factors such as the number o f 
sh ifts  fo r w h ich  the asset is to  be used and the repair and m ain 
tenance program m e of the enterprise, other factors need to  be 
taken in to  consideration. These include obsolescence a ris ing  from  
technologica l changes or im provem ents in  production, obsolescence 
a ris ing  from  a change in  the m arket demand fo r the product o r 
service o u tp u t o f the asset, and legal l im its  such as the e xp iry  
dates o f related leases.

Residual Value

.07 The residual value of an asset is often ins ign ifican t and can 
be ignored in  the ca lcu lation o f the depreciable am ount. I f  the 
residual value is lik e ly  to  be sign ificant, i t  is estimated at the date 
of acqu is ition, o r the date o f any subsequent revaluation o f the 
asset, on the basis o f the realisable value p reva iling  at th a t date 
fo r s im ila r assets w h ich  have reached the end of th e ir  useful lives 
and have operated under cond itions s im ila r to  those in  w h ich  the 
asset w i l l  be used. The  gross residual value in  a ll cases is reduced 
by the expected costs o f disposal a t the end o f the useful life  o f 
the asset.
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Depreciation Methods

.08 Depreciable amounts are allocated to  each accounting period 
d u ring  the useful life  o f the asset by a va rie ty  o f system atic meth
ods. W h ichever method o f depreciation is selected its  consistent 
use is necessary, irrespective o f the level o f p ro fita b ility  o f the 
enterprise and of taxa tion  considerations, in  order to  provide com
p a ra b ility  o f the results of operations o f the enterprise from  period 
to  period.

Land and Buildings

.09 Land  norm a lly  has an indefin ite  useful life  and is not usua lly  
regarded as a depreciable asset. However, land w h ich  does have a 
lim ite d  useful life  fo r the enterprise is treated as a depreciable 
asset.

.10 B u ild ings  are depreciable assets because they fa ll w ith in  the 
de fin ition  in  paragraph .02.

.11 Some enterprises have not treated bu ild ings as depreciable 
assets fo r the reason tha t the aggregate value o f the b u ild ing  and 
the land on w h ich  i t  stands does not decline. A s land and bu ild 
ings are separate assets, recogn ition  fo r accounting purposes o f any 
increased value of the land is a d iffe ren t issue from  the determ ina
tio n  of the depreciable am ount of the bu ild ings.

Disclosure
.12 T he  selection o f an allocation m ethod and the estim ation  of 
the useful life  o f a depreciable asset are m atters o f judgm ent. The 
disclosure o f the methods adopted and of the estimated useful lives 
o r depreciation rates used provides users o f financia l statements 
w ith  in fo rm a tion  which allows them  to  review  the policies selected 
by  management and enables comparisons to  be made w ith  other 
enterprises. F o r s im ila r reasons, i t  is necessary to  disclose the 
depreciable amount allocated in  a period and the accumulated 
depreciation at the end o f tha t period.

INTERNATIONAL ACCOUNTING STANDARD 4
DEPRECIATION ACCOUNTING

International Accounting Standard 4 comprises 
paragraphs .13— .19 of this Statement. The Stand
ard should be read in the context o f paragraphs 
.01— .12 of this Statement and o f the Preface to 
Statements o f International Accounting Standards 

[section 9000].

.13 The depreciable amount of a depreciable asset should be 
allocated on a system atic basis to  each accounting period during  
the useful life  o f the asset.
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.14 The  depreciation method selected should be applied con
s is te n tly  from  period to  period unless a ltered circumstances ju s 
t i f y  a change. In  an accounting period in  which the method is 
changed, the effect should be quantified and disclosed and the rea
son fo r the change should be stated.

.15 The  useful life  o f a depreciable asset should be estimated 
a fte r considering the fo llo w in g  factors :

(a) expected physical wear and tear
(b) obsolescence
(c) legal o r o ther lim its  on the use o f the asset.

.16 The useful lives o f m a jo r depreciable assets o r classes o f de
preciable assets should be reviewed period ica lly  and depreciation 
rates adjusted fo r the cu rren t and fu tu re  periods i f  expectations are 
s ign ifican tly  d iffe ren t from  the previous estimates. The effect o f 
the change should be disclosed in  the accounting period in  w hich 
the change takes place.

.17 The  va lua tion  bases used fo r de te rm in ing  the amounts at 
w h ich  depreciable assets are stated should be included w ith  the 
disclosure o f o ther accounting policies— see In te rna tiona l A ccoun t
ing  Standard 1, D isclosure o f A ccoun ting  Policies [section 9001].

.18 The fo llo w in g  should be disclosed fo r each m ajor class o f 
depreciable asset:

(a) the depreciation methods used
(b ) the useful lives o r the depreciation rates used
(c) to ta l depreciation allocated fo r  the period
(d ) the gross am ount o f depreciable assets and the related 

accumulated depreciation.

Effective Date

.19 T h is  In te rna tiona l A ccoun ting  S tandard becomes operative 
fo r financia l statem ents covering periods beg inning on o r a fte r 1 
January 1977.

CO M PAR ISO N  OF INTERNATIONAL A C C O U N T IN G  
STANDARD 4 WITH GENERALLY ACCEPTED  
A C CO U N T IN G  PRINCIPLES IN THE UNITED STATES
Paragraph 18 o f In te rn a tio n a l Standard 4 requires the disclosure, 
fo r each m a jo r class o f depreciable asset, o f certa in  in fo rm ation  
in c lu d in g  “ the useful lives or the depreciation rates used,”  “ to ta l 
depreciation allocated fo r  the period,”  and “ accumulated depreciation.”
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Generally accepted accounting principles in the U. S. do not re
quire such information to be disclosed for each major class of 
depreciable assets. APB Opinion No. 12 [section 2043] requires 
disclosure of “ depreciation expense for the period,”  but not by 
asset class. That Opinion also requires disclosure of “ accumulated 
depreciation, either by major classes, of depreciable assets or in 
total.”  Disclosure of “ the rates used in computing”  depreciation 
is required by Regulation S-X but not by generally accepted ac
counting principles.

The next page is 11,117.

A IC P A  Professional Standards



11,117

AC Section 9005
Information to Be Disclosed in 
Financial Statements

Issue date, unless 
otherwise indicated: 
October, 1976

INTRODUCTION
.01 This Statement deals w ith  information to be disclosed in 
financial statements which include a balance sheet, an income 
statement, notes, and other statements and explanatory material 
which are identified as part of the financial statements.

.02 Financial statements are required, among other purposes, for 
making evaluations and financial decisions. Users cannot make 
reliable judgments unless the financial statements are clear and 
understandable. The information needed for this purpose w ill often 
extend beyond the minimum necessary to meet the requirements of 
local law or regulatory authorities.

.03 Certain minimum disclosures are set out in this Standard. 
These disclosures may be amplified by detailed disclosure require
ments included in other International Accounting Standards which 
deal w ith  specific accounting subjects.

.04 This Standard does not propose a particular format for the 
presentation of financial statements. The layout and groupings 
used in the Standard are based on the significant items affecting 
the financial statements of most industrial and commercial enter
prises. A  different layout and grouping may be appropriate for 
enterprises such as financial and insurance companies.

.05 In  this Standard the definitions of parent company, subsidiary 
company and associated company are the same as those used in 
International Accounting Standard 3, Consolidated Financial State
ments [section 9003].

INTERNATIONAL ACCOUNTING STANDARD 5
INFORMATION TO BE DISCLOSED IN FINANCIAL STATEMENTS

International Accounting Standard 5 comprises 
paragraphs .06— .19 o f this Statement. The Stand
ard should be read in  the context o f paragraphs 
.01— .05 o f this Statement and o f the Preface to 
Statements o f International Accounting Standards 

[section 9000].
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General Disclosures
.06 A l l  m ateria l in form ation  should be disclosed tha t is necessary 
to  make the financia l statements clear and understandable.

.07 The name o f the enterprise, the  coun try  of incorporation, the 
balance sheet date, and the period covered by the financia l state
ments should be stated. A  b rie f descrip tion o f the  nature  of the 
activ ities  o f the enterprise, the legal fo rm  o f the enterprise, and 
the currency in  term s o f w hich the financia l statements are ex
pressed should be g iven i f  they are not otherw ise apparent.

.08 The  amounts and classifications o f item s should be supple
mented i f  necessary by add itiona l in form ation  to  make th e ir  mean
ings clear. S ign ificant item s should no t be included w ith , o r o ffset 
against, o ther items, w ith o u t separate identifica tion .

.09 F inancia l statements should show corresponding figures fo r 
the preceding period.

Specific Disclosures— Balance Sheet 
General

.10 The fo llo w in g  disclosures should be m ade:

(a) R estrictions on the t it le  to  assets
(b ) S ecurity  g iven in  respect o f lia b ilit ie s
(c) The methods of p ro v id in g  fo r pension and re tirem ent 

plans
(d ) C on tingen t assets and contingent liab ilities , quantified i f  

possible
(e) A m ounts com m itted fo r fu tu re  capita l expenditure.

Long-Term Assets

.11 Property, plant and equipment— T he fo llo w in g  item s should 
be disclosed:

(a) L and  and build ings
(b ) P la n t and equipment
(c) O ther categories of assets, su itab ly  identified
(d ) Accum ulated depreciation.

Separate disclosure should be made o f leaseholds and o f assets 
being acquired on insta lm ent purchase plans.

.12 Other long-term assets— The fo llo w in g  items should be d is
closed separately, inc lud ing , i f  applicable, the m ethod and period 
o f depreciation and any unusual w rite -o ffs  d u rin g  the pe riod :

(a) Long -te rm  investm ents
Investm ents in  subsidiaries
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Investm ents  in  associated companies 
O the r investments, s ta ting  the m arket value o f listed 

investm ents, i f  d iffe ren t from  the ca rry ing  amount 
in  the financia l statements

(b ) Long-te rm  receivables
Accounts and notes receivable— trade 
Receivables from  d irectors 
In te rcom pany 1 receivables 
Associated company receivables 
O ther

(c) G oodw ill

(d ) Patents, tradem arks, and s im ila r assets

(e) Expenditures carried fo rw ard , fo r  example, p re lim ina ry  
expenses, reorganisation expenses, and deferred taxes.

Current Assets

.13 The  fo llo w in g  items should be disclosed separate ly:

(a) Cash
Cash includes cash on hand and cu rren t and o ther ac
counts w ith  banks. Cash w h ich  is no t im m ediately 
available fo r  use, fo r example, balances frozen in  foreign 
banks by exchange restrictions, should be disclosed.

(b ) M arketab le  securities, o ther than  long-term  investm ents
The m arket value should be disclosed i f  d iffe ren t from  
the carrying amount in  the financial statements.

(c) Receivables
Accounts and notes receivable— trade 
Receivables from  directors 
In tercom pany receivables 
Associated com pany receivables 
O the r receivables and prepaid expenses

(d ) Inven to ries

Long-Term Liabilities

.14 The  fo llo w in g  item s should be disclosed separately, exclud
in g  the p o rtion  repayable w ith in  one y e a r:

1T h e  te rm  “ in te rco m p a n y ”  used in  th is  S ta tem ent re fe rs to  th e  p resen ta 
t io n  in  the financ ia l statem ents o f  balances o r  transactions be tw een:

(a) A  pa ren t com pany and its  subsid iaries
(b )  A  subsidiary and its parent company o r other subsidiaries in  the group.
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(a) Secured loans
(b) Unsecured loans
(c) In tercom pany loans
(d ) Loans from  associated companies.

A  sum m ary o f the in terest rates, repaym ent term s, covenants, 
subordinations, conversion features and amounts o f unamortised 
prem ium  o r d iscount should be shown.

Current Liabilities
.15 The fo llo w in g  items should be disclosed separate ly:

(a) B ank loans and overdra fts
(b ) C urren t portions of long-te rm  lia b ilit ie s
(c ) Payables

Accounts and notes payable— trade 
Payables to  d irectors 
In te rcom pany payables 
Associated company payables 
Taxes on income 
D iv idends payable
O th e r payables and accrued expenses

Other Liabilities and Provisions

.16 The s ign ifican t items included in  o the r lia b ilit ie s  and in  pro
v is ions and accruals should be separately disclosed. Exam ples o f 
such items are deferred taxes, deferred income and provis ions 
fo r  pensions.

Shareholders' Interests

.17 The fo llo w in g  disclosures should be made separa te ly :

(a) Share capita l
F o r each class of share cap ita l:

The num ber o r am ount o f shares authorised, issued 
and o u ts ta n d in g 2 

The par o r legal value per share 
T he  capita l no t ye t paid in
The m ovement in  share cap ita l accounts d u rin g  the 

period
The righ ts , preferences, and restrictions w ith  respect to 

the d is tribu tio n  o f d ividends and to  the repaym ent 
o f capita l

C um ula tive  preferred dividends in  arrears

2Shares o u ts tan d in g  re fe rs to  shares o th e r than  those he ld  as “ trea su ry  
s tock .”  T re a s u ry  s tock are  a com pany’s shares w h ic h  have been acqu ired  
b y  th e  issu ing  com pany o r  a conso lida ted  subs id ia ry  com pany and are  le g a lly  
ava ilab le  fo r  reissue o r  resale. T h is  p ractice  is n o t p e rm itte d  in  some coun
tr ies .
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Reacquired shares
Shares reserved fo r fu tu re  issuance under options and 

sales contracts, in c lu d in g  the  term s and amounts.

(b) O the r equ ity , in d ica tin g  the m ovem ent fo r  the period 
and any restric tions on d is tr ib u tio n

C apita l pa id  in  excess o f par value (share p rem ium )
Revaluation surplus
Reserves
Retained earnings.

Specific Disclosures— Income Statement
.18 The fo llo w in g  in fo rm a tio n  should be disclosed:

(a) Sales or o ther opera ting  revenues
(b ) D epreciation
(c) In te re s t income
(d ) Income from  investm ents
(e) In te res t expense
( f)  Taxes on income
(g ) U nusua l charges
(h ) U nusua l credits
( i)  S ign ifican t in tercom pany transactions
( j )  N e t income.

Effective Date
.19 T h is  In te rn a tio n a l A cco un tin g  Standard becomes operative  
fo r  financia l statements covering  periods beg inn ing  on o r a fte r 
1 January 1977.

  The next page is  11,127.

A IC P A  Professional Standards AC § 9005.19



11,127

AC Section 9006
Accounting Responses to 

Changing Prices

Issue date, unless 
otherw ise in d ica te d :
June, 1977

EXPLANATION
.01 T h is  Statement deals w ith  accounting responses to  changing 
prices.

Changes In the Relationships Between Prices and in 
the General Level of Prices

.02 Prices do no t rem ain constant. T h e y  change over tim e  as 
the resu lt o f various economic and social forces. A  change in  the 
general level o f prices, as measured by a general price  index, re
flects changes in  the general purchasing pow er o f money. In d i
v idual prices may change sign ifican tly , independently o f each 
other, and even during  tim es o f re la tive  s ta b ility  in  the general 
level o f prices.

.03 M os t financia l statements are prepared w ith o u t regard e ither 
fo r  changes in  the general level o f prices, or fo r changes in  specific 
prices except to  the exten t th a t they are reflected in  the amounts 
realised by sale o f goods o r in  the net realisable va lue o f inven
to ries  w h ich  have fa llen below h istorica l cost. T he  need to  remedy 
the shortcomings o f the trad itional accounting approach has focused 
a tten tion  on (a) specific price changes and (b ) changes in  the 
general level o f prices.

Specific Price Changes
.04 T he  specific prices o f goods o r o ther assets held by an enter
prise m ay change w h ile  such assets are held. T he  expression 
“ specific prices”  includes b uy ing  prices and se lling  prices. These 
prices m ay change w hether o r not there is a s ign ifican t change in  
the general level o f prices.

.05 The questions posed by changes in  specific prices in c lu d e :

(a) should assets held at the balance sheet date be presented at 
h is to rica l cost o r a t a cu rren t value, and how  should the 
changes in  prices be reflected in  the financia l statements?
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(b ) fo r assets sold or consumed during the accounting period, 
how  should changes in  prices of those assets w h ile  they 
were held be dealt w ith  in  the financia l statements?

.06 There are enterprises w h ich  prepare financia l statements tha t 
recognise both increases and decreases in  the replacement prices 
o f assets w h ile  they are held. T h a t practice  involves the presenta
tio n  o f assets in  the balance sheet a t th e ir cu rren t replacement 
prices, the recognition in  owners’ equ ity  o f the effects o f changes 
in  those prices, and the recognition  in  the income statem ent of 
cu rren t replacement prices o f assets sold or used. T h a t practice 
and others, inc lud ing  some th a t invo lve  recognition  of increases 
and decreases in  se lling  prices o f assets d u ring  the period they  are 
held, have been advocated fo r adoption in  place o f the h is to rica l 
cost system.

.07 Some proposals recommend the presentation o f selected 
financia l statement items based on cu rren t prices. T h is  m ay be 
done th rough the ad justm ent o f these item s w ith in  the financia l 
statements, by the presentation o f supplem entary in fo rm a tion , o r 
by  disclosure in  the notes to  the financia l statements.

Changes in the General Level of Prices
.08 F inancia l statements are tra d itio n a lly  stated in  un its  o f 
money. D uring  inflation or deflation, the value o f a u n it o f money 
changes— its  general purchasing power decreases ( in fla tio n ) o r 
increases (de fla tion). T he  in s ta b ility  o f conventional un its  o f 
money in  term s o f general purchasing power has led to  questions 
as to  w he ther financia l statements should continue to  be prepared 
w ith o u t regard fo r changes in  the general purchasing  power o f 
money.

.09 Proposals have been made fo r  enterprises w h ich  issue h is
to rica l cost financia l statements to  prepare and present supple
m entary financia l statements in  w hich  a ll item s are stated in  terms 
o f the general purchasing power o f the u n it o f money at a g iven 
date. Some enterprises have adopted these proposals.

.10 O ther proposals recommend th a t the enterprise disclose 
the effect o f changes in  the general purchasing power o f m oney on 
the shareholders’ net equ ity  interest only. This disclosure is usually 
made as supplementary in fo rm a tion  o r by  w ay  o f note.

Responding to the Problem of Changing Prices
.11 F inanc ia l in form ation  intended as a response to  the problem 
o f changing prices could be prepared in  a num ber o f d iffe ren t ways.

.12 F inancia l in fo rm a tion  could be prepared in  un its  of money 
using cu rren t values in  place o f h is torica l costs. T h is  financia l
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information would recognise changes in specific prices of assets 
while they are held but would not recognise inflation or deflation 
as such.
.13 Financial information could be prepared on the basis of his
torical costs but w ith amounts stated in terms of general purchas
ing power. This financial information would recognise inflation 
or deflation but would not recognise changes in specific prices of 
assets while they are held.
.14 Financial information could be prepared by combining fea
tures of each of the responses described in paragraphs .12 to .13. 
This financial information would recognise both changes in specific 
prices and the influence of inflation or deflation.

.15 There is not yet an international consensus on a single 
method to reflect the impact of changing prices on financial state
ments. Many proposals have been issued throughout the w o rld 1 
and financial statements are being prepared on the bases suggested 
in some of these proposals. The development and application of 
the proposed methods w ill lead to a considerable improvement in 
the information provided by financial statements.

.16 A t this time harmonisation of the accounting methods on this 
subject can best be aided by increased disclosure and description 
of the accounting treatments adopted. I t  should be expected that 
a further International Accounting Standard w ill be issued on the 
subject of reflecting the impact of changing prices in the financial 
statements.

INTERNATIONAL ACCOUNTING STANDARD 6
ACCOUNTING RESPONSES TO CHANGING PRICES

International Accounting Standard 6 comprises 
paragraphs .17—.18 of this Statement. The Stand
ard should be read in the context of paragraphs 
.01—.16 of this Statement and of the Preface to 
Statements of International Accounting Standards 
[section 9000].

.17 In  complying w ith International Accounting Standard 1, 
Disclosure of Accounting Policies [section 9001], enterprises 
should present in their financial statements information that 
describes the procedures adopted to reflect the impact on the 
financial statements of specific price changes, changes in the gen
eral level of prices, or of both. I f  no such procedures have been 
adopted that fact should be disclosed. * 30
1T h e  proposa ls th a t have been issued in  IA S C  M em b e r coun tries  as a t
30 N o vem ber 1976 are b r ie f ly  described in  a D iscuss ion  P aper e n tit le d  
“ T re a tm e n t o f C hang ing  P rices in  F in a n c ia l S ta tem ents: A  S um m ary  
o f P roposa ls”  issued 1 M arch  1977. T h e  D iscussion  Paper is ava ilab le  
fro m  the  IA S C  M em ber accountancy bodies.
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.18 This International Accounting Standard becomes operative 
for financial statements covering periods beginning on or after 
1 January 1978.
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AC Section 9007
Statement o f Changes in 
Financial Position

Issue date unless 
otherwise indicated: 
October, 1977

INTRODUCTION

.01 This Statement deals w ith  the presentation of a statement 
which summarises fo r the period the resources made available to 
finance the activities of an enterprise and the uses to which such 
resources have been put. The title  “ Statement of Changes in 
Financial Position”  is descriptive of a statement w ith  that 
objective.1

EXPLANATION

.02 A  statement of changes in financial position is often presented 
w ith  the balance sheet and the income statement as an integral 
part of the financial statements. The inclusion of such a state
ment is useful to improve the understanding of the operations and 
activities of an enterprise for the reporting period.

.03 The statement of changes in financial position is prepared 
from financial data generally identifiable in the income statement, 
balance sheet and related notes. However, the statement of 
changes in financial position presents information which may not 
be readily available in a usable form in the other two statements. 
Sufficient information is generally given to enable the reconcilia
tion of the amounts in the statement of changes in financial posi
tion to the related amounts in the other statements.

.04 For purposes of this Statement, the term “ funds”  generally 
refers to cash, to cash and cash equivalents, or to working capital. 
In  a statement of changes in financial position the particular use 
of the term is made clear.

Funds Provided From or Used in Operations

.05 Funds provided from or used in the operations of an enter
prise are normally shown separately in the statement of changes 
in financial position. This information indicates the extent to 
which an enterprise has generated funds from or used funds in its 
operations.

1T he  t i t le  “ S ta tem ent o f Changes in  F ina n c ia l P o s itio n ”  is used th roughou t 
th is  S ta tem en t; in  some countries “ S ta tem en t o f  S ource  and A p p lic a tio n  
o f F unds” , o r a s im ila r  t it le , is used.
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.06 Items which do not relate to the ordinary activities of an 
enterprise are often presented in the income statement separately 
from income from the ordinary activities. This practice improves 
the usefulness of the financial statements. For similar reasons 
such items are presented separately in the statement of changes 
in financial position either individually or as a single amount. 
For the purpose of this Statement these items are referred to as 
"unusual items” .

.07 Different forms of presentation can be used to present the 
amount of funds provided from or used in the operations of an 
enterprise. A  method commonly used is to show the net income 
(or loss) and to make adjustments for those revenues or expenses 
that do not involve a movement of funds in the current period (for 
example, depreciation). An alternative method is to begin w ith  
revenues that provided funds during the period and deduct the 
costs and expenses that involve a movement of funds. The result
ing amount is described as funds from operations.

.08 When unusual items are presented separately in a statement 
of changes in financial position, they also are adjusted to  the 
extent that they do not involve a movement of funds in the current 
period.

Other Sources and Uses of Funds

.09 Other sources and uses of funds are stated separately from 
the funds provided from or used in the operations. These 
include, for example:

(a) proceeds from the sale of long-term assets
(b) outlays for the purchase of long-term assets
(c) dividends in cash or other assets
(d) issue of long-term debt
(e) redemption and repayment of long-term debt
( f ) issue of shares for cash or other assets
(g) redemption or repurchase of shares fo r cash or other assets.

.10 Some financing transactions of an enterprise involve the 
exchange of one form of security for another. When such 
exchanges are equivalent to the issue of one security and the 
redemption of the other, these transactions are part of the 
financing and investing activities of an enterprise and are disclosed 
in  the statement of changes in financial position. An example of 
such a transaction is the conversion of long-term debt to common 
or ordinary shares.

.11 To achieve the objective of the statement of changes in 
financial position, it  may be necessary to disclose separately the
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investment and financing aspects of each type of transaction. For 
example, the proceeds on disposal of long-term assets are presented 
separately from the outlay for acquisition of long-term assets and, 
when an asset is acquired through the issue of long-term debt or 
equity, the issue of debt or equity and the acquisition of the asset 
are separately disclosed.

Consolidated Statement of Changes in Financial Position
.12 I f  a consolidated balance sheet and a consolidated income 
statement are presented, a statement of changes in financial posi
tion may be presented only on a consolidated basis. Under some 
circumstances it  may also be appropriate to present a statement 
of changes in financial position w ith respect to the financial state
ments of the parent company.

Investments Accounted for Using the Equity Method

.13 In  the statement of changes in financial position there are 
two methods of dealing w ith  income from an investee company 
accounted for using the equity method of accounting.

.14 The amounts included in funds provided from or used in the 
operations as a result of such an investment may be restricted to 
the dividends received or currently receivable. This method is 
based on the view that the unremitted earnings of such an investee 
company do not represent current resources available to the 
investor. Under this method the adjustments described in para
graph .07 include the portion of the income from the investee 
company that does not involve a movement of funds.

.15 Alternatively, the investor’s entire share of investee earnings 
can be included in funds provided from or used in operations and 
no adjustment is required in determining funds provided from or 
used in the operations. Under this method, the unremitted por
tion of the income from the investee company is shown separately 
as a use of funds.

Acquisition or Disposal of Subsidiaries2

.16 The acquisition or disposal of subsidiaries may be presented 
in the statement of changes in financial position as a single 
amount. Alternatively, the amounts of the individual assets and 
liabilities acquired or disposed of may be included w ith the sepa
rate sources and uses of funds of each asset and liab ility  dealt 
w ith  in the statement.

.17 Under both methods of presenting the acquisition or disposal 
of subsidiaries the following supplementary information is presented

2 N o t applicable to  business com bina tions described as m ergers  o r  poo lings  
o f in te rest.
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either in the statement of changes in financial position or by way 
of note:

(a) the total purchase or disposal price of the subsidiary,
(b) the portion of the purchase or disposal price discharged 

by cash and cash equivalents,
(c) the amount of cash and other working capital items in 

the subsidiary acquired or disposed of,
(d) the amounts of the other assets and liabilities in the 

subsidiary acquired or disposed of, summarised by each 
major category.

Presentation
.18 Several forms of presentation are used for the statement of 
changes in financial position. For example, the statement may 
show the sources of funds as equal to the uses of funds. Another 
form of presentation is to show a difference between the sources 
and the uses of funds which represents the net increase or decrease 
either in cash and cash equivalents or in working capital. No par
ticular form of presentation is preferable for all enterprises, but 
the enterprise selects the form of presentation considered most 
informative in the circumstances.

.19 When a net change in working capital is presented as a 
single amount in the statement of changes in financial position, 
additional disclosure regarding changes in individual working 
capital items is often presented.

INTERNATIONAL ACCOUNTING STANDARD 7
STATEMENT OF CHANGES IN FINANCIAL POSITION

In te r n a t io n a l  A c c o u n t in g  S ta n d a rd  7 c o m p ris e s  
p a ra g ra p h s  .20— .23 o f  th is  S ta te m e n t. T h e  S ta n d 
a r d  s h o u ld  be re a d  in  the  c o n te x t  o f  p a ra g ra p h s  
.01— .19  o f  th is  S ta te m e n t a n d  o f  th e  P re fa c e  to  
S ta te m e n ts  o f  I n te r n a t io n a l A c c o u n t in g  S ta n d a rd s  
[s e c t io n  9 0 0 0 ].

.20 A  statement of changes in financial position should be in
cluded as an integral part of the financial statements. The state
ment of changes in financial position should be presented for each 
period for which the income statement is presented.

.21 Funds provided from or used in the operations of an enter
prise should be presented in  the statement of changes in financial 
position separately from other sources or uses of funds. Unusual 
items which are not part of the ordinary activities of the enter
prise should be separately disclosed in the statement.
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.22 Each enterprise or group of enterprises should adopt the 
form of presentation for the statement of changes in financial 
position which is most informative in the circumstances.

Effective Date

.23 This International Accounting Standard becomes operative 
for financial statements covering reporting periods beginning 
on or after 1 January 1979.

T h e  n e x t  p a g e  i s  1 1 ,1 5 1 .   
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AC Section 9008
Unusual and Prior Period Items 
and Changes in Accounting 
Policies

Issue date, unless 
otherwise indicated: 
February, 1978

INTRODUCTION

.01 International Accounting Standard 5 [section 9005], In fo r
mation to be Disclosed in Financial Statements, requires certain 
specific information to be disclosed in the income statement, in
cluding the identification of an amount described as net income1 
for the period. This Statement deals w ith  the treatment in the 
income statement1 2 of unusual items, prior period items, and 
changes in  accounting policies and estimates.
.02 This Statement does not deal w ith  the treatment of revalua
tions in excess of historical cost or depreciated historical cost, nor 
does it  deal w ith the treatment of the tax effects of unusual items, 
prior period items, and changes in accounting policies and esti
mates.

Definitions

.03 For purposes of this Statement, the follow ing terms are 
used:
Unusual items are gains or losses that derive from events or 
transactions that are distinct from the ordinary activities of the 
enterprise and therefore are not expected to recur frequently or 
regularly.
Prior period items are charges or credits that arise in  the current 
period as a result of errors or omissions in the preparation of 
the financial statements of one or more prior periods.

EXPLANATION
.04 The income statement is the principal financial statement 
used to present the results of operations of an enterprise for a 
period. Two views are commonly expressed about which items 
should be included in the amount described as net income for the 
period. They are commonly referred to as “ the current operating 
performance concept”  and “ the all inclusive concept” .

1 T erm s  such as earn ings o r  n e t p ro f it  m ay  a lso be used; i f  a loss is 
in c u rre d  the te rm  em ployed is ne t loss.
2 T h is  fin a n c ia l s ta tem en t m ay  also be kn o w n  as a p ro f it  and loss account.
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.05 Under the current operating performance concept, non-recur
ring items are excluded from reported net income. These items 
are shown after the determination of net income or as adjustments 
to retained earnings. Some consider that this approach facilitates 
comparisons between the current and prior periods because only 
items related to the recurring operations of the enterprise are 
included in the income statement. However, there is a danger 
that the importance of items excluded from reported net income 
may not be clearly recognised by users of the financial statements.

.06 Under the all-inclusive concept, transactions causing a net 
increase or decrease in shareholders’ interests during the period, 
other than dividends and other transactions between the enter
prise and its shareholders, are included in the net income for the 
period. Non-recurring items, including unusual items arising in  
the current period, prior period items, or adjustments related to 
changes in accounting policies, are included in net income but 
there may be separate disclosure of the individual amounts.

.07 Advocates of the all-inclusive concept claim that reporting in 
the income statement of items affecting the shareholders’ interests 
during the period, other than dividends and other transactions 
between the enterprise and its shareholders, provides more useful 
information for the users of financial statements to enable them 
to evaluate the importance of the items and their effects on 
operating results. Although the all-inclusive concept is generally 
supported, there are circumstances in  which it  may be considered 
desirable to report certain items outside the income statement 
for the current period. However, unusual items are generally in
cluded in net income.

Income Attributable to Ordinary Activities

.08 Under both concepts referred to in paragraph .04, income 
from the ordinary activities of the enterprise generally is identi
fied separately from unusual items. The fact that an item, other
wise typical of the ordinary activities of the enterprise, is ab
normal in amount or infrequent in occurrence does not qualify the 
item as unusual. I t  remains a part of income from the ordinary 
activities although separate disclosure of its nature and amount 
may be appropriate. An example of such an item would be the 
write-off of a very large receivable from a regular trade customer.

Unusual Items

.09 Items described in some countries as extraordinary or 
special items are included w ith in  the term “ unusual item”  as 
used in this Statement. In  those countries the terms extraordi
nary or special items have a defined meaning and a requirement
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normally exists for the incorporation of a sub-total w ith in the 
income statement described as “ income before extraordinary (or 
special) items” . This Statement does not set forth the specific 
format of the income statement. Instead it  places emphasis on the 
separate disclosure of unusual items w ith an explanation of their 
nature.
.10 The gains or losses that may require separate disclosure as 
unusual items are not determined solely by the nature of the event 
or transaction but by the nature of the event or transaction in 
relation to the business ordinarily carried on by the enterprise. 
For example, in an enterprise which regularly trades in prop
erties, the gains or losses arising on the sale of property would 
not be an unusual item.

Prior Period Items
.11 In  rare circumstances, events come to ligh t in the current 
financial period which show that the financial statements of one 
or more previous periods were prepared and presented on a 
wrong or inaccurate basis as a result of an error or an omission. 
The financial adjustments arising out of such events are referred 
to in this Statement as prior period items. Prior period items 
should not be confused w ith  accounting estimates which are, by 
their nature, approximations that may need correction as addi
tional information becomes known in subsequent periods. The 
charge or credit arising on the outcome of a contingency, which 
at the time of occurrence could not be estimated accurately, does 
not constitute the correction of an error but rather a change in 
estimate. Such an item is not treated as a prior period item.
.12 Prior period items are sometimes reported by adjusting 
opening retained earnings in  the financial statements for the 
current period and amending the comparative information in 
respect of prior years which is included in the financial state
ments. Sometimes prior period items are reported as unusual 
items in the determination of net income for the current period. 
Supplementary information may be presented on a pro forma 
basis to show what the effect on income in prior periods would 
have been if  the items had been reported in the period to which 
they relate.
.13 In  order to facilitate comparisons between one period and 
another, amendment of the comparative information which is 
included in financial statements in respect of prior periods is 
useful to correct erroneous financial information presented in the 
previous financial statements. Whichever method is adopted, 
there is fu ll disclosure of the amount and nature of the prior 
period items.
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Changes in Accounting Policies
.14 A  fundamental accounting assumption is that accounting 
policies are consistently applied—see International Accounting 
Standard 1 [section 9001], Disclosure of Accounting Policies. A  
change in an accounting policy used for reporting purposes is 
made only if  the adoption of a new accounting policy is required 
by statute or by an accounting standard setting body, or if  it  is 
considered that the change would result in a more appropriate 
presentation of the financial statements of an enterprise. In  all 
cases, it  is necessary to present an explanation of the reason for 
a change.
.15 A  change in an accounting policy can be introduced into the 
financial statements in different ways. The new policy may be 
applied:

(a) to the current and future financial statements. When 
practicable, supplementary information is presented on 
a pro forma basis to show what the effect on income in 
prior periods would have been if  the new policy had 
then been in use;

(b) retroactively, as though it  had always been in use. 
When a new policy is applied retroactively, the state
ments of income for all periods presented may be ad
justed to reflect the new policy; or

(c) by presenting as a single item in the income statement 
for the current period the amount of the cumulative 
effect on retained earnings at the beginning of the 
period in which the change is made. Pro forma informa
tion is ordinarily presented to show what the effect on 
income of prior periods would have been if  the new 
policy had then been in use.

Changes in Accounting Estimates
.16 The preparation of financial statements involves making 
estimates which are based on the circumstances existing at the 
time when the financial statements are prepared. For example, 
estimates are required of uncollectable receivables, inventory ob
solescence, and the useful lives of depreciable assets. I t  may be 
necessary to revise an estimate in  a subsequent period if  there is 
a change in the circumstances on which the estimate was based. 
Revision of an estimate does not bring the resulting amount 
w ith in  the definition either of an unusual item or of a prior period 
item. Revision of an estimate that relates to an item that was 
treated as an unusual item is itself reported as unusual. A  change 
in an accounting estimate sometimes has so material an effect on 
the income trend of the enterprise that there is a need to  disclose 
the effects of the change.
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.17 I t  is sometimes difficult to distinguish between a change in an 
accounting policy and a change in an accounting estimate. For 
example, an enterprise may change from deferring and amortising 
a cost to reporting it  as an expense when incurred because the 
estimated future benefits have become uncertain. In  those cases 
where it  is difficult to draw a clear distinction, it  is usual for such 
changes to be treated as changes in accounting estimates, w ith 
appropriate disclosure.

INTERNATIONAL ACCOUNTING STANDARD 8
UNUSUAL AND PRIOR PERIOD ITEMS AND 
CHANGES IN ACCOUNTING POLICIES

In te r n a t io n a l  A c c o u n t in g  S ta n d a rd  8  c o m p ris e s  
p a ra g ra p h s  .1 8 — .24 o f  th is  S ta te m e n t. T h e  
S ta n d a rd  s h o u ld  be re a d  in  th e  c o n te x t  o f  p a ra 
g ra p h s  .01— .1 7  o f  th is  S ta te m e n t a n d  o f  th e  P r e f 
ace to  S ta te m e n ts  o f  In te r n a t io n a l A c c o u n t in g  
S ta n d a rd s  [s e c t io n  9 0 0 0 ].

.18 Income from the ordinary activities of the enterprise during 
the period should be disclosed in the income statement as part of 
net income3. Unusual items should be included in net income; 
the nature and amount of each such item should be separately 
disclosed.
.19 Prior period items and the amount of the adjustments, if any, 
resulting from changes in accounting policies should be either:

(a) reported by adjusting opening retained earnings in the 
financial statements for the current period and amending 
the comparative information in respect of prior years 
which is included in the financial statements, or

(b) separately disclosed in the current income statement as 
part of net income.

In  either case the disclosure relating to these items should be 
adequate to facilitate comparisons of the figures for the periods 
presented.
.20 A  change in an accounting policy should be made only if  the 
adoption of a different accounting policy is required by statute or 
by an accounting standard setting body or if  it  is considered that 
the change would result in a more appropriate presentation of the 
financial statements of an enterprise.
.21 I f  there is a change in an accounting policy that has a 
material effect in the current period, or may have a material 
effect in subsequent periods, the effect of the change should be

3T erm s such as earnings o r  ne t p ro f it  m ay  also be used; i f  a loss is 
in cu rre d , the te rm  em ployed is net loss.
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disclosed and quantified together w ith the reasons for the change 
(see International Accounting Standard 1 [section 9001], Dis
closure of Accounting Policies).
.22 A  change in an accounting estimate should be accounted for 
as part of income from the ordinary activities of the enterprise in :

(a) the period of change if  the change affects the period 
only, or

(b) the period of change and future periods if the change 
affects both.

Revision of an estimate that relates to an item that was treated 
as an unusual item should itself be reported as unusual.
.23 I f  there is a change in an accounting estimate that has a 
material effect in the current period, or may have a material effect 
in subsequent periods, the effect of the change should be disclosed 
and quantified.

Effective Date

.24 This International Accounting Standard becomes operative 
for financial statements covering periods beginning on or after 
1 January 1979.

  T he  n e x t page is  11,161.  
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AC Section 9009

Accounting tor Research and 
Development Activities

Issue date, unless 
otherwise indicated 
July, 1978

INTRODUCTION

.01 This Statement deals w ith accounting for research and de
velopment activities.
.02 The Statement does not deal w ith the following specialised 
activities:

(a) research and development activities conducted for others 
under a contract

(b) exploration for oil, gas and mineral deposits
(c) research and development activities of development 

stage enterprises.

Definitions

.03 The following terms are used in this Statement w ith  the 
meanings specified:
Research is original and planned investigation undertaken w ith 
the hope of gaining new scientific or technical knowledge and 
understanding.
Development is the translation of research findings or other knowl
edge into a plan or design for the production of new or sub
stantially improved materials, devices, products, processes, sys
tems or services prior to the commencement of commercial 
production.

EXPLANATION

.04 An enterprise undertakes a programme of creative work to 
increase the stock of its scientific and technical knowledge and 
to devise new applications which w ill contribute to the mainte
nance of its business and its competitive position. The account
ing treatment and disclosure of the costs of research and develop
ment activities are therefore important for users of financial 
statements.
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The Costs of Research and Development Activities

.05 There can be practical difficulties in deciding the amounts 
of the costs specifically attributable to research and development 
activities. In order to achieve a reasonable degree of comparability 
between enterprises, and between accounting periods of the same 
enterprise, it  is necessary to identify the elements comprising 
research and development costs.
.06 The costs incurred for research and development activities 
include the fo llow ing:

(a) salaries, wages and other related costs of personnel
(b) the costs of materials and services consumed
(c) the depreciation of equipment and facilities
(d) a reasonable allocation of overhead costs. This alloca

tion is made on bases similar to those used in allocating 
overhead costs to inventories (see International Ac
counting Standard 2 [section 9002], Valuation and 
Presentation of Inventories in the Context of the His
torical Cost System)

(e) other costs, such as the amortisation of patents and 
licences.

.07 Costs incurred to maintain production or to promote sales 
of existing products are excluded from the costs of research and 
development activities. Thus, the costs of routine or periodic 
minor modifications to existing products, production lines, manu
facturing processes and other ongoing operations as well as 
routine or promotional costs of market research activities are 
excluded.
.08 However, market research activities undertaken prior to the 
commencement of commercial production to establish the use
fulness of a product or the existence of a potential market are 
similar to development activities. In  these cases, the related 
costs are sometimes treated in the same way as development 
costs and are written off or deferred based on the same con
siderations.

The Accounting Treatment of Research and Development Costs

.09 The allocation of the costs of research and development 
activities to accounting periods is determined by their relation
ship to the expected future benefits to be derived from these ac
tivities. In  most cases there is little , if  any, direct relationship 
between the amount of current research and development costs 
and future benefits because the amount of such benefits, and the 
periods over which they w ill be received, are usually too uncer
tain. Research and development costs are therefore usually
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charged to expense in the period in which they are incurred. 
.10 I f  it  can be demonstrated, however, that the product or 
process is technically and commercially feasible and that the 
enterprise has adequate resources to enable the product or process 
to be marketed, the uncertainties referred to in paragraph .09 
may be significantly reduced. In such circumstances, it  may be 
appropriate to defer the costs of development activities to future 
periods. Development costs previously written off are not rein
stated because they were incurred at a time when the technical 
and commercial feasibility of the project was too uncertain to 
establish a relationship w ith future benefits and they were there
fore proper charges to those past periods.
.11 Deferred development costs are amortised on a systematic 
basis, either by reference to the sale or use of the product or 
process or by reference to a reasonable time period. Techno
logical and economic obsolescence creates uncertainties that re
strict the number of units and the time period over which 
deferred costs are to be amortised.

Disclosure
.12 The accounting policy adopted for the costs of research and 
development activities is included in the statement of accounting 
policies (see International Accounting Standard 1 [section 9001], 
Disclosure of Accounting Policies). When applicable, informa
tion about amortisation practices is also required (see Interna
tional Accounting Standard 5 [section 9005], Information to Be 
Disclosed in Financial Statements).
.13 The disclosure of (a) research and development costs, in
cluding the amortisation of deferred development costs, charged 
as an expense of each period, and (b) the unamortised balance, 
if  any, of deferred development costs, enables the users of finan
cial statements to consider the significance of such activities in 
relation to those of other enterprises as well as to the other ac
tivities of the enterprise itself.
.14 Further information which might usefully be provided could 
include a general description of the project, the stage which the 
project has reached, and the estimated future costs to complete it.
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INTERNATIONAL ACCOUNTING STANDARD 9
ACCOUNTING FOR RESEARCH AND DEVELOPMENT ACTIVITIES

In te r n a t io n a l  A c c o u n t in g  S ta n d a rd  9  c o m p ris e s  
p a ra g ra p h s  .1 5 -2 5  o f  th is  S ta te m e n t. T h e  S ta n d 
a r d  s h o u ld  be re a d  in  th e  c o n te x t  o f  p a ra g ra p h s  
.0 1 -.1 4  o f  th is  S ta te m e n t a n d  o f  th e  P re fa c e  to  
S ta te m e n ts  o f  I n te r n a t io n a l A c c o u n t in g  S ta n d a rd s  
[section 9000].

.15 Research and development costs should include :
(a) the salaries, wages and other related costs of personnel 

engaged in research and development activities
(b) the costs of materials and services consumed in research 

and development activities
(c) the depreciation of equipment and facilities to the extent 

that they are used for research and development ac
tivities

(d) overhead costs related to research and development ac
tivities,

(e) other costs related to research and development activi
ties, such as the amortisation of patents and licences.

.16 The amount of the research and development costs described 
in paragraph .15 should be charged as an expense of the period in 
which they are incurred except to the extent that development 
costs are deferred in accordance w ith paragraph .17.

.17 Development costs of a project may be deferred to future 
periods if all the following criteria are satisfied:

(a) the product or process is clearly defined and the costs 
attributable to the product or process can be separately 
identified;

(b) the technical feasibility of the product or process has 
been demonstrated;

(c) the management of the enterprise has indicated its in
tention to produce and market, or use, the product or 
process;

(d) there is a clear indication of a future market for the 
product or process or, if  it  is to be used internally 
rather than sold, its usefulness to the enterprise can be 
demonstrated; and

(e) adequate resources exist, or are reasonably expected to 
be available, to complete the project and market the 
product or process.
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.18 The deferral of development costs of a project under the 
criteria in paragraph .17 should be limited to the amount that, 
taken together w ith further development costs, related produc
tion costs, and selling and administrative costs directly incurred 
in marketing the product, can reasonably be expected to be re
covered from related future revenues.
.19 I f  an accounting policy of deferral of development costs is 
adopted, it  should be applied to all development projects that 
meet the criteria in paragraph .17.
.20 I f  development costs of a project are deferred, they should 
be allocated on a systematic basis to future accounting periods 
by reference either to the sale or use of the product or process or 
to the time period over which the product or process is expected 
to be sold or used.
.21 The deferred development costs of a project should be re
viewed at the end of each accounting period. When the criteria 
of paragraph .17, which previously justified the deferral of the 
costs, no longer apply, the unamortised balance should be charged as 
an expense immediately. When the criteria for deferral continue 
to be met but the amount of deferred development costs (and 
other relevant costs as set out in paragraph .18) that can rea
sonably be expected to be recovered from related future revenues 
is exceeded by the unamortised balance of such costs, the excess 
should be charged as an expense immediately.
.22 Development costs once written off should not be rein
stated even though the uncertainties which had led to their being 
written off no longer exist.

Disclosure

.23 The total of research and development costs, including 
amortisation of deferred development costs, charged as expense 
should be disclosed.
.24 The movement in and the balance of unamortised deferred 
development costs should be disclosed. The basis, proposed or 
adopted, for the amortisation of the unamortised balance should 
also be disclosed.

Effective Date

.25 This International Accounting Standard becomes operative 
for financial statements covering periods beginning on or after 1 
January 1980.
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CO M PARISO N  OF INTERNATIONAL AC CO U N T IN G  
STANDARD 9 WITH GENERALLY ACCEPTED 
A C C O U N T IN G  PRINCIPLES IN THE UNITED STATES
Paragraph 11 of Statement of Financial Accounting Standards 
No. 2 [section 4211.11] provides that the costs of research and 
development activities shall include the costs of materials, equip
ment, facilities, and intangibles that are acquired for a particular 
research and development project and have no alternative future 
use. Those costs are to be charged to expense when the items 
are acquired even if  that precedes the period in which they are 
consumed or used.
In describing the costs of research and development activities, 
International Accounting Standard 9 makes no distinction be
tween the cost of items that are acquired for a particular re
search and development project and have no alternative future 
use and the cost of other items acquired for research and de
velopment activities.
Paragraph 6 of International Accounting Standard 9 states:

“ T he  costs in cu rre d  fo r  research and deve lopm ent ac
t iv it ie s  include the fo llo w in g  . . .

(b )  the  costs o f m ate ria ls  and services consumed
(c )  the deprec ia tion  o f  equ ipm ent and fa c ilit ie s  . . .
(e ) o th e r costs, such as the  a m o rtis a tio n  o f  patents

and licences.”

Thus, the cost of items that are acquired for a particular re
search and development project and have no alternative future 
use (in other research and development projects or otherwise) 
are, according to Statement of Financial Accounting Standards 
No. 2 [section 4211], to be expensed when the items are ac
quired and, according to International Accounting Standard 9, 
are to be expensed when the items are consumed.
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AC

AICPA ACCOUNTING  
INTERPRETATIONS

During the time the Accounting Principles Board was in 
existence, the Institute staff was authorized to issue interpreta
tions of accounting questions having general interest to the 
profession. The purpose of the interpretations was to provide 
guidance on a timely basis without the formal procedures required 
fo r an APB Opinion and to clarify points on which past practice 
may have varied and been considered generally accepted. These 
interpretations, which were reviewed with informed members of 
the profession, were not pronouncements of the Board and did 
not establish standards enforceable under the Institute’s Code of 
Professional Ethics. Responsibility fo r their preparation rested 
with R i c h a r d  C .  L y t l e , at that time administrative director of 
the Accounting Principles Board. Unless otherwise stated, the 
interpretations were not intended to be retroactive.
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AC Section  U1051
Accounting Changes:
Accounting Interpretations 
of Section 1051
1. Changing EPS Denominator for Retroactive

Adjustment to Prior Period
.001 Question—Section 1051.27 specifies tha t certain 

accounting changes should be reported by retroactively re
stating a ll p rio r periods presented. Section 1051.28 requires 
tha t the effect of these changes on the p rio r periods’ earn
ings per share amounts be disclosed. The an ti-d ilu tion  
prohibitions of sections 2011.30 and 2011.40 require the 
exclusion from  earnings per share computations of secu
rities  whose conversion, exercise, or other contingent issu
ance would have the effect o f increasing the earnings per 
share amount or decreasing the loss per share amount. I f  
these securities were o rig ina lly  included in  the earnings 
per share computation in  a p rio r period but would have 
been excluded i f  the retroactively restated amount had 
been reported in the p rio r period, should the securities be 
included or excluded when computing the restated earnings 
per share amount?

.002 Interpretation—A  retroactively restated earnings 
per share amount should always be computed as i f  the 
restated income or loss had been o rig ina lly  reported in  the 
p rio r period. Common stock assumed to be issued fo r exer
cise, conversion, etc., and included in  the orig ina l earnings 
per share denominator should, therefore, in  circumstances 
such as those described below be excluded from  the denom
ina tor in  computing the restated earnings per share amount.

.003 For example, assume tha t a corporation which 
reported $200,000 net income in  the immediately preceding 
year changes its  method o f accounting fo r long-term  con
struction-type contracts from  the completed contract 
method to  the percentage o f completion method. In  apply
ing  th is change retroactively (see section 1051.27), the net 
income o rig ina lly  reported fo r the immediately preceding 
year is decreased $290,000 and restated as a net loss of 
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$90,000. Further assume tha t in  the p rio r year the corpo
ration had 900,000 shares o f common stock and 150,000 
warrants outstanding fo r the entire year. Each w arrant 
could be exercised to purchase one share o f common stock 
fo r $10 while the m arket price o f common was $30 through
out the year. Earnings per share were o rig ina lly  reported 
as $.20 based on $200,000 net income divided by a denomi
nator of 1,000,000 common shares (900,000 shares outstand
ing plus 100,000 shares fo r warrants computed under the 
treasury stock method). The assumption of exercise of 
warrants is an ti-d ilu tive  when there is a loss, so the restated 
amount would be reported as a net loss of $.10 per share 
based on $90,000 net loss divided by a denominator of
900,000 common shares outstanding.

.004 Note tha t retroactive restatement could also 
cause securities o rig ina lly  determined to  be an ti-d ilu tive  to 
become d ilu tive . For example, assume the same facts as 
given in  the preceding illu s tra tio n  except a $90,000 net loss 
was o rig ina lly  reported and is restated as $200,000 net 
income. Exercise o f the warrants would not have been 
assumed in  the orig inal per share computation because the 
result would have been an ti-d ilu tive  but would be assumed 
in  computing the restated earnings per share because the 
result is d ilu tive .

.005 Retroactive restatement may also cause the earn
ings per share numerator to change by an amount different 
from  the amount of the retroactive adjustment. For ex
ample, assume tha t a corporation changes from  the L IFO  
method o f inventory pricing to the F IFO  method, retro
actively increasing net income fo r the immediately preced
ing year by $400,000 (see section 1051.27). Further assume 
tha t the corporation o rig ina lly  reported a net income of 
$800,000 in  the p rio r year and had 800,000 shares o f common 
stock outstanding. In  addition, 200,000 shares o f preferred 
stock were outstanding which were convertible in to  com
mon stock on a one-for-one basis. The preferred stock is a 
common stock equivalent and paid a dividend o f $1 per 
share. Earnings per share were o rig ina lly  reported as $.75 
based on an earnings per share numerator o f $600,000 
($800,000 net income less $200,000 preferred dividends) and 
a denominator of 800,000 common shares. The assumption 
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of conversion in  the orig inal computation would have been 
anti-d ilu tive . Restated net income is $1,200,000 and restated 
earnings per share is $1.20 based on a numerator of 
$1,200,000 and a denominator of 1,000,000 shares (800,000 
common shares outstanding plus 200,000 common shares 
fo r the assumed conversion of preferred stock). Although 
restatement increased net income and, therefore, the earn
ings per share numerator $400,000 in  th is case, the assumed 
conversion of the preferred stock increased the earnings 
per share numerator by another $200,000.

.006 In  addition to a retroactive adjustment fo r a 
change in  accounting princip le under section 1051.27, the 
guidelines given above in  th is In terpretation apply to (a) 
retroactive restatement under section 1051.29-.30, (b) re
statement of p rio r periods fo r a change in  the reporting 
en tity as described in  section 1051.34-.35, (c) the correction 
of an error in  previously issued financial statements as 
described in  section 1051.36-.37, and (d) a p rio r period 
adjustment as described in  sections 2010.17, 2014.11 and 
2014.13-.14. These guidelines w ill likewise apply whenever 
an APB Opinion requires that i t  be applied retroactively, 
including Opinions which may be issued in  the future.

.007 Also, these guidelines should be applied in  com
puting the pro form a earnings per share amounts fo r the 
types of changes in  accounting princip le described in  sec
tion 1051.19. A lthough these types o f changes in  accounting 
princip le are not applied retroactively, sections 1051.19d 
and 1051.21 require tha t the pro form a effects of retroactive 
application be disclosed.

.008 A  change in  the earnings per share denominator 
(and perhaps numerator) from  tha t o rig ina lly  used in  the 
computation may create certain complications in  reporting 
the effect of a retroactive change. These complications may 
be illustra ted  by considering the data in  the table below, 
fo r the examples presented earlier in  th is Interpretation.

A IC P A  Professional Standards AC § U 1051.008



12,554 Accounting Interpretations

Convertible
Preferred

W arrant
Example

Stock
Example

Net income as previously reported.._.$ 200,000 
Adjustm ent fo r retroactive change.  (290,000)

$ 800,000 
400,000

Net income (loss) as adjusted............$ (90,000) $1,200,000

Earnings per share amounts:
As previously reported_______
Effect of retroactive change.—

___ $ .20a
-----(.30)

$ .75c 
.45

As ad justed_________________ ___$(.10)b $1.20d

Computational Notes:
(a) $200,000 ÷  (900,000 +  100,000) shares
(b) $90,000 ÷  900,000 shares
(c) ($800,000 — $200,000) 800,000 shares
(d) $1,200,000 ÷  (800,000 +  200,000) shares

.009 In  both of the above examples, the earnings per 
share amounts shown fo r ‘‘effect of retroactive change”  are 
computed by subtracting the previously reported amounts 
from  the adjusted amounts. Determ ining the per share 
amount of the change by subtraction comprehends the ef
fects of any necessary changes in  the denominator and the 
numerator by reason of retroactive application.

[Issue Date: March, 1973]

2. EPS for “Catch-up" Adjustment
.010 Question—Section 1051.20 requires the per share 

amount o f the cumulative effect o f most accounting changes 
(see sections 1051.18 and 1051.19) to be shown on the face 
of the income statement sim ilar to  the manner in  which an 
extraordinary item  would be shown. Footnote 10, section 
2011.30, g iving an exception to the an ti-d ilu tion  prohib ition  
in  prim ary earnings per share computations, states tha t:
The presence of a common stock equivalent or other d ilu tive  
securities together w ith  income from  continuing operations 
and extraordinary items may result in  d ilu tin g  one of the 
per share amounts which are required to be disclosed on
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the face o f the income statement—i.e., income from  con
tinu ing  operations, income before extraordinary items and 
before the cumulative effect o f accounting changes, i f  any, 
and net income—while increasing another. In  such a case, 
the common stock equivalent or other d ilu tive  securities 
should he recognized fo r a ll computations even though they 
have an an ti-d ilu tive  effect on one o f the per share amounts. 
Footnote 16, section 2011.40, gives a sim ilar reference fo r 
fu lly  diluted computations. How does reporting the cumu
la tive  effect of an accounting, change in  a manner sim ila r to 
an extraordinary item affect the application o f these two 
footnotes in  computing earnings per share?

.011 Interpretation—The cumulative effect o f an ac
counting change (sometimes referred to  as a “ catch-up”  ad
justm ent) is considered the same as an extraordinary item, 
whether or not extraordinary items are present, in  com
puting earnings per share. Therefore, a common stock 
equivalent which has a d ilu tive  effect on the prim ary earn
ings per share computation fo r (a) income from continuing 
operations, i f  discontinued operations are reported, or (b) 
income before extraordinary items ( if  any) and the cumula
tive  effect of a change in  accounting princip le or (c) net 
income should be recognized in  a ll computations of prim ary 
earnings per share fo r the period. Likewise, a common 
stock equivalent or other potentia lly d ilu tive  security which 
has a d ilu tive  effect on the fu lly  d iluted earnings per share 
computation fo r either (a) income from  continuing opera
tions, i f  discontinued operations are reported, or (b) income 
before extraordinary items ( if  any) and cumulative effect 
of a change in  accounting princip le or (c) net income should 
be recognized in a ll computations of fu lly  diluted earnings 
per share fo r the period. Note that, under these exceptions 
to the anti-d ilu tion prohibitions of section 2011, a common 
stock equivalent or other potentia lly d ilu tive  security may 
have an anti-d ilu tive  effect on “ a ” , “ b”  or “ c”  but not on 
all. The per share amount of an extraordinary item or a 
“ catch-up”  adjustment is always computed by using the 
same denominator used to compute the other earnings per 
share amounts. [As amended, effective fo r events and trans
actions occurring after September 30, 1973 by APB Opinion 
No. 30.]

.012 However, the exceptions to the an ti-d ilu tion  pro
hib itions do not perm it an assumed exercise, conversion,
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etc., to cause fu lly  diluted net income (loss) per share to be 
anti-dilutive in relation to primary net income (loss) per 
share. That is, the assumed exercise, conversion, etc., of a 
security may have an anti-dilutive effect w ith in  primary 
earnings per share or w ith in  fu lly  diluted earnings per 
share, but the assumed exercise, conversion, etc., should 
not have the effect of increasing (decreasing) the fu lly  
diluted net income (loss) per share amount to more (less) 
than the primary net income (loss) per share amount. (See 
footnote 5, section U2011.016, Computing Earnings per 
Share.)

.013 Although the ‘ ‘ catch-up’ ’ adjustment is con
sidered the same as an extraordinary item in  computing 
earnings per share, the earnings per share reporting re
quirement for the two items is different. Section 2011 does 
not require that per share amounts be reported fo r extra
ordinary items, although this presentation may generally 
be desirable (see Interpretation 16, section U2011.084-.086, 
Computing Earnings per Share). Section 1051.20 does re
quire per share data fo r a “ catch-up”  adjustment to be 
shown on the face of the income statement. Preferably, 
when both an extraordinary item and a “ catch-up”  adjust
ment are reflected in net income fo r a period, per share data 
fo r both should be presented on the face of the income 
statement.

[Issue Date: March, 1973]
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AC Section U1091
Accounting for Business Combinations: 
Accounting Interpretations 
of Section 1091
1. Ratio o f Exchange

.001 Question—Section 1091.46a defines the in itia tion  
date fo r a business combination as the earlier of (1) the 
date the major terms of a plan, including the ra tio  o f ex
change of stock, are announced publicly or otherwise fo r
m ally made known to the stockholders of any one of the 
combining, companies or (2) the date that stockholders of a 
combining company are notified in  w riting  of an exchange 
offer. Does the announcement of a formula by which the 
ratio of exchange w ill be determined in  the future constitute 
the in itia tion  of a plan of combination?

.002 Interpretation—Yes, the actual exchange ratio 
(1 fo r 1, 2 fo r 1, etc.) need not be known to  constitute in itia 
tion of a business combination so long as the ra tio  of 
exchange is absolutely determinable by objective means 
in  the future. A  formula would usually provide such 
a determination.

.003 A  formula to determine the exchange ra tio  m ight 
include factors such as earnings fo r some period of time, 
market prices of stock at a particular date, average market 
prices fo r some period of time, appraised valuations, etc. 
The formula may include upper and/or lower lim its  fo r the 
exchange ra tio  and the lim its  may provide fo r adjustments 
based upon appraised valuations, audit of the financial 
statements, etc. Also, the formula must be announced 
or communicated to stockholders as specified by section 
1091.46a to  constitute initia tion.

.004 I f  a formula is used after October 31, 1970 to 
in itia te  a business combination which is intended to be 
accounted fo r by the pooling of interests method, the actual 
exchange ratio  would have to be determined by the consum
mation date and therefore no later than one year after the 
in itia tion  date to meet the conditions of section 1091.47a.
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Also, changing the terms after October 31, 1970 of a formula 
used to initiate a business combination before November 1,
1970 would constitute the in itia tion  of a new plan of com
bination (see section 1091.47, footnote 6).

[Issue Date: December, 1970.]

2. Notification to  Stockholders

.005 Question—Section 1091.46a specifies that a busi
ness combination is initiated on the earlier of (1) the date 
major terms of a plan are form ally announced or (2) the 
date that stockholders of a combining company are notified 
in  w riting  of an exchange offer. Does communication in 
w riting  to a corporation’s own stockholders that the corpo
ration plans a future exchange offer to another company 
w ithout disclosure of the terms constitute in itia tion  of a 
business combination?

.006 Interpretation—No. Section 1091.46a defines “ in
itia tio n ”  in  terms of two dates. The first date is fo r the 
announcement of an exchange offer negotiated between rep
resentatives of two (or more) corporations. The second date 
is fo r a tender offer made by a corporation directly or by 
newspaper advertisement to the stockholders of another 
company. I t  is im plic it in the circumstances of a tender 
offer that the plan is not initiated until the stockholders of 
the other company have been informed as to the offer and 
its  major terms, including the ratio o f exchange.

.007 Therefore, in  the second date specified fo r in itia 
tion in  section 1091.46a, “ a combining company”  refers to 
the company whose stockholders w ill tender their shares to 
the issuing corporation. “ An  exchange offer”  means the 
major terms of a plan including the ra tio  of exchange (or a 
formula to objectively determine the ratio).

.008 A  corporation may communicate to its own stock
holders its intent to make a tender offer or to negotiate on 
the terms of a proposed business combination w ith  another 
company. However, intent to tender or to negotiate does not 
constitute “ in itia tion .”  A  business combination is not 
initiated un til the major terms are “ set”  and announced 
publicly or form ally communicated to stockholders.

[Issue Date: December, 1970.]
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3. Intercorporate Investment Exceeding 10 Per Cent Limit
.009 Question—Section 1091.46b (the “ independence”  

condition) states that the pooling of interests method of 
accounting for a business combination may not be applied 
i f  at the dates the plan of combination is initiated and con
summated the combining companies hold as intercorporate 
investments more than 10 per cent in total of the outstand
ing voting common stock of any combining company. Would 
an intercorporate investment of 10 per cent or less at the 
in itia tion and consummation dates but exceeding 10 per cent 
between these dates (for example, through a cash purchase 
and subsequent sale of the voting common stock of a com
bining company) prohibit accounting fo r a business com
bination under the pooling of interests method?

.010 Interpretation—Section 1091.46b would not be 
met i f  between the in itia tion  and consummation dates com
bining companies hold as intercorporate investments more 
than 10 per cent of the outstanding voting common stock of 
any combining company even though the intercorporate in 
vestments do not exceed 10 per cent at either the in itia tion 
or consummation date. Although the section mentions only 
the in itia tion  and consummation dates, intercorporate in 
vestments exceeding 10 per cent in the interim would violate 
the sp irit of the independence condition and the business 
combination would be an acquisition accounted fo r under 
the purchase method. For the 10 per cent computation, how
ever, intercorporate investments exclude voting common 
stock that is acquired after the date the plan of combination 
is initiated in exchange fo r the voting common stock issued 
to effect the combination.

[Issue Date: December, 1970.]

4. Consummation Date fo r a Business Combination
.011 Question—Sections 1091.46-.48 specify certain 

conditions which require a business combination to be ac
counted for by the pooling of interests method. Among 
these conditions in sections 1091.46b and 1091.47b are quan
tita tive  measurements which are to be made on the consum
mation date. When does the “ consummation date”  occur 
fo r a business combination?

.012 Interpretation—A  plan of combination is con
summated on the date the combination is completed, that is,
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the date assets are transferred to the issuing corporation.
The quantitative measurements specified in sections 
1091.46b and 1091.47b are, therefore, made on the date the 
combination is completed. I f  they and all of the other con
ditions specified in sections 1091.46-.48 are met on that date, 
the combination must be accounted fo r by the pooling of 
interests method.

.013 I t  should not be overlooked that section 1091.47a 
states the plan of combination must be completed in accord
ance w ith a specific plan w ith in  one year after i t  is initiated 
unless delay is beyond the control of the combining com
panies as described in that paragraph. Therefore, owner
ship of the issuing corporation’s common stock must pass to 
combining stockholders and assets must be transferred 
from the combining company to  the issuing corporation 
w ith in  one year after the in itia tion  date (unless the de
scribed delay exists) i f  the business combination is to be ac
counted fo r by the pooling of interests method. Physical 
transfer of stock certificates need not be accomplished on 
the consummation date so long as the transfer is in process.

.014 I f  any of the conditions specified in sections
1091.46-.48 are not met, a business combination is an ac
quisition which must be accounted fo r by the purchase 
method. Section 1091.93 specifies that the date of acquisi
tion should ord inarily be the date assets are received and 
other assets are given or securities are issued, that is, the 
consummation date. However, this paragraph allows the 
parties fo r convenience to designate the end of an account
ing period fa lling  between the in itia tion  and consummation 
dates as the effective date fo r the combination.

.015 The designated effective date is not a substitute 
fo r the consummation date in  determining whether the pur
chase or pooling of interests method of accounting applies 
to  the combination. In  designating an effective date as some 
date prio r to the consummation date, the parties would auto
matically be anticipating that the business combination 
would be accounted fo r as a purchase since sections 1091.51 
and 1091.61 specify that a business combination accounted 
fo r by the pooling of interests method must be recorded as 
of the date the combination is consummated.

[Issue Date: December, 1970.]
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5. Pooling Not Completed W ith in One Year
.016 Question—Section 1091.47a specifies that a con

dition fo r a business combination to be accounted fo r by 
the pooling of interests method is fo r the combination to be 
completed in accordance w ith a specific plan w ith in  one year 
after the plan is initiated unless delay is beyond the control 
of the combining companies. This paragraph also indicates 
that new terms may be offered i f  earlier exchanges of stock 
are adjusted to the new terms. I f  completion of a business 
combination is delayed beyond one year, would the offering 
of new terms during the delay period meet the condition of 
paragraph .47-a for a business combination to be accounted 
fo r by the pooling of interests method ?

.017 Interpretation—New terms may be offered under 
the conditions of paragraph .47-a more than one year after 
the in itia tion date i f  delay in completion is beyond the con
tro l of the combining companies because of certain circum
stances and earlier exchanges of stock are adjusted to the 
new terms (but see section 1091.47, footnote 6 fo r plans in 
effect on October 31, 1970). However, the only delays per
mitted under paragraph .47-a are proceedings of a govern
mental authority and litigation.

.018 Proceedings of a governmental authority fo r this 
purpose include deliberations by a federal or state regula
tory agency on whether to approve or disapprove a com
bination where the combination cannot be effected without 
approval. They do not include registration of the securities 
w ith the SEC or a state securities commission. L itigation 
for this purpose means, fo r example, an antitrust suit filed 
by the Justice Department or a suit filed by a dissenting 
m inority stockholder to prohibit a combination.

[Issue Date: December, 1970.]

6. Registered Stock Exchanged fo r Restricted Stock
.019 Question—The pooling of interests method of 

accounting fo r a business combination is required by section 
1091 i f  the conditions specified in  paragraphs .46 through 
.48 are met showing that stockholder groups have combined 
their rights and risks. Would the exchange of unrestricted 
voting common stock of the issuing corporation for the 
shares owned by a substantial common stockholder of a 
combining company whose stock was restricted as to voting
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or public sale indicate the conditions were not met i f  the 
stock issued could be sold immediately?

.020 Interpretation—Stockholder groups have com
bined the ir rights and risks so long as stockholders hold
ing substantially a ll classes of the voting common stock in 
the combining company receive shares of the m ajority class 
of voting common stock of the issuing corporation exactly 
in proportion to their relative voting common stock in 
terest before the combination was effected. The fact that 
unrestricted voting common stock is exchanged fo r stock 
previously held in a voting trust would not negate account
ing fo r a business combination by the pooling of interests 
method. Likewise, the fact that “ registered”  voting com
mon stock of the issuing corporation is exchanged for 
“ restricted”  voting common stock of the combining cor
poration also would not negate accounting for a business 
combination by the pooling of interests method.

[Issue Date: December, 1970.]

7. Pooling Under “ Old Rules”

.021 Question—Section 1091.97 states that business 
combinations initiated before November 1, 1970 and con
summated on or after that date under the terms prevailing 
on October 31, 1970 may be accounted for in  accordance 
w ith section 1091 or the applicable previous pronounce
ments of the Board or its predecessor committee. Para
graph .97 also contains a reference to paragraph .47-a which, 
among other things, states that a combination must be com
pleted w ith in  one year after the plan is initiated to be ac
counted for by the pooling of interests method. Does this 
mean a business combination initiated before November 1,
1970 must be consummated w ith in  one year after i t  was in i
tiated to be accounted for as a pooling of interests under the 
“ old rules” ?

.022 Interpretation—No, a business combination in i
tiated before November 1, 1970 need only be consummated 
under the terms in effect on October 31, 1970 to be accounted 
fo r under the “ old rules.”  There is no time lim it fo r con
summating the combination.

.023 The reference to paragraph .47-a is intended to 
call attention to the discussion of a change in  terms in that
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paragraph and to footnote 6 which specifies that an adjust
ment after October 31, 1970 in  the terms of exchange in 
effect on October 31, 1970 always constitutes in itia tion of a 
new plan. A  new plan of combination, naturally, would be 
subject to the provisions of section 1091.

.024 To require a business combination initiated be
fore November 1, 1970 to be consummated w ith in  one year 
after in itia tion would be retroactive application of section 
1091. For example, a business combination initiated on De
cember 31, 1969 would need to be consummated no later 
than December 31, 1970 i f  the section were retroactive. The 
section was not intended to be retroactive and retroactive 
application is in fact prohibited by paragraph .98 fo r busi
ness combinations consummated before November 1, 1970.

[Issue Date: December, 1970.]

8. Applying Purchase Accounting
.025 Question— Section 1091 clearly applies when one 

corporation obtains at least 90 per cent of the voting com
mon stock of another corporation, whether through a pur
chase or a pooling of interests. Does the section also apply 
when one corporation acquires less than 90 per cent of the 
voting, common stock of another corporation?

.026 Interpretation—Section 1091 discusses a 90 per 
cent “ cutoff”  (paragraph .47-b) only as one of the condi
tions to be met to account fo r a business combination by the 
pooling of interests method. I f  this condition—or any other 
condition in paragraphs .46 through .48—is not met, a busi
ness combination must be accounted fo r by the purchase 
method.

.027 The section does not create new rules fo r pur
chase accounting. The purchase section (paragraphs .66 
through .96) merely discusses valuation techniques in  much 
greater detail than is given in prio r APB Opinions and Ac
counting Research Bulletins. Thus, section 1091 provides 
more guidance for the application of purchase accounting, 
whether the item purchased is an entire company, a major 
portion of the stock of a company or a manufacturing plant 
and regardless of whether the consideration given is cash, 
other assets, debt, common or preferred stock or a combina
tion of these.
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,028 An investment by a corporation in the voting 
common stock of another company which does not meet the 
90 per cent condition must be accounted fo r as a purchase.
The purchase method of accounting applies even though the 
investment is acquired through an exchange of the voting 
common stock of the companies.

.029 The acquisition by a corporation of voting con
tro l over another corporation creates a parent-subsidiary re
lationship. Generally, domestic subsidiaries either are con
solidated or are included in  consolidated financial state
ments under the equity method of accounting (see sections 
5131 and 2051).

.030 Since a controlling interest is usually considered 
to be more than 50 per cent of the outstanding voting stock 
in another corporation, the fa ir  value of the assets and lia 
b ilities of the subsidiary would be determined when control 
is acquired i f  the resulting subsidiary is either consolidated 
in the financial statements or included under the equity 
method of accounting. Also, section 5141 specifies the ap
propriate accounting fo r intangible assets, i f  any, recog
nized fo r these cases.

.031 In  addition, the subsequent acquisition of some 
or all of the stock held by m inority stockholders of a subsid
iary is accounted fo r by the purchase method (see sections 
1091.05 and 1091.43). Thus, after a business combination 
has been completed or a controlling interest in  a subsidiary 
has been obtained, the acquisition of some or a ll of the re
maining m inority interest is accounted fo r by the purchase 
method. The purchase method applies even though the m i
nority interest is acquired through an exchange of common 
stock fo r common stock, including the acquisition of a 
m inority interest remaining after the completion of a busi
ness combination accounted for by the pooling of interests 
method.

[Issue Date: A p ril, 1971.]

9. “ Two-Year”  Provisions a t Effective Date
.032 Question—Sections 1091.46a and 1091.47c specify 

conditions to  be met fo r two years p rio r to the in itia tion  of 
a business combination which is to be accounted for by the 
pooling of interests method. Since the section applies to 
combinations initiated after October 31, 1970, must the con
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ditions of paragraph .46-a (each company is autonomous) 
and paragraph .47-c (no changes in  equity interests) be met 
fo r a combination in itia ted in  November 1970 to be ac
counted fo r by the pooling of interests method ?

.033 Interpretation—No, a corporation which has had 
a change in  the equity interest in  its voting common stock 
or which was a division that was spun-off as a separate 
corporation prior to November 1, 1970 could be a party to 
a business combination in itia ted on or after tha t date and 
meet the conditions fo r accounting by the pooling of inter
ests method w ithout regard to the two-year period.

[Issue Date: A p ril, 1971.]

10. Effect o f Termination

.034 Question—Section 1091.46a defines the in itia tion  
of a plan of combination as the date the major terms of an 
exchange offer are announced publicly or communicated to 
stockholders even though the plan is s till subject to ap
proval of stockholders and others. W hat is the effect of 
termination of a plan of combination p rio r to approval by 
stockholders and the subsequent resumption of negotiations 
between the parties?

.035 Interpretation—Paragraph .47-a specifies that a 
combination must be completed in  accordance w ith  a spe
cific plan. Therefore, i f  negotiations are form ally term i
nated after a plan has been initiated (as defined in  
paragraph .46-a), the subsequent resumption of negotiations 
always constitutes a new plan. Formal announcement of the 
major terms of the new plan constitutes a new initia tion, 
even i f  the terms are the same as the terms of the old plan.
Any shares of stock exchanged under the old plan become 
subject to the conditions of paragraphs .46-b and .47-b (the 
10 per cent and 90 per cent tests) upon in itia tion  of the new 
plan.

[Issue Date: A p ril, 1971.]

11. Use o f Restricted Stock to  Effect a  Business Combination
.036 Question—Section 1091.47b states as a condition 

fo r accounting fo r a business combination by the pooling of 
interests method that a corporation may issue only common 
stock w ith  rights identical to those of the m ajority of its  
outstanding voting common stock in  exchange fo r the voting
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common stock of another company. Would restrictions on 
the sale of the shares of common stock issued result in  d if
ferent rights fo r these shares!

.037 Interpretation—The “ righ ts”  pertinent to para
graph .47-b are those involving relationships between stock
holders and the corporation rather than between the stock
holders and other parties. The “ righ ts”  therefore pertain 
to voting, dividends, liquidation, etc., and not necessarily 
to a stockholder’s righ t to sell stock. Restrictions imposed 
on the sale of the stock to the public in  compliance w ith  
governmental regulations do not ord inarily cause the 
“ righ ts”  to be different, but other restrictions may create 
different rights.

.038 For example, voting common stock issued by a 
publicly held corporation to effect a business combination 
may be restricted as to public sale un til a registration w ith  
the SEC or a state securities commission becomes effective.
I f  a registration were in  process or the issuing corporation 
agreed to register the stock subsequent to the combination, 
the rights o f the stock would not be different because of the 
restriction.

.039 However, a restriction imposed by the issuing 
corporation upon the sale of the stock in  the absence of a 
governmental regulation would probably create different 
rights between previously outstanding and newly issued 
stock. Such a restriction m ight also indicate the previously 
separate stockholder groups would not be sharing the same 
risks in  the business combination (see paragraph .45 and 
introductory statements in  paragraphs .46 and .47). L ike
wise, a restriction upon the sale of the stock to anyone other 
than the issuing corporation or an affiliate would not meet 
the “ absence of planned transactions”  condition specified 
in  paragraph .48-a.

[Issue Date: A p ril, 1971.]

12. W arrants May Defeat Pooling
.040 Question—May a business combination be ac

counted fo r by the pooling of interests method i f  the issuing 
corporation exchanges voting common stock and warrants 
fo r the voting common stock of a combining company!

.041 Interpretation—Section 1091.47b specifies that in  
a business combination accounted fo r by the pooling of
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interests method a corporation may issue o n ly  common 
stock in  exchange for at least 90 per cent of the common 
stock of another company. Therefore, a p ro  ra ta  distribu
tion of warrants of the issuing corporation to a ll stock
holders of a combining company would not meet this con
dition and the business combination would be accounted 
fo r as a purchase.

 .042 In  some cases, however, warrants may be used in 
a business combination accounted fo r by the pooling of 
interests method. Warrants (as well as cash or debt) could 
be used, fo r example, to acquire up to 10 per cent of the com
mon stock of a combining company under paragraph .47-b 
and the combination could s till qualify as a “ pooling”  so 
long as the common stock acquired plus other intercorporate 
investments plus any remaining m inority interest would 
allow the 90 per cent test to be met.

.043 Warrants may be issued in  exchange for the com
bining company’s outstanding preferred stock or debt.

.044 The issuing corporation may exchange its  war
rants fo r the combining company’s outstanding warrants.
Any warrants issued could not provide fo r the purchase of 
a greater number of shares than could be obtained i f  the 
warrants were exercised. For example, i f  the issuing cor
poration w ill exchange three of its  common shares fo r each 
of the combining company’s common shares outstanding 
and the combining company has warrants outstanding 
allowing the holders to purchase two common shares per 
warrant, each warrant issued in  exchange fo r the outstand
ing warrants could provide fo r the purchase of no more than 
six of the issuing corporation’s common shares. ( I t  should 
be noted that warrants issued by either company in  contem
plation of effecting the combination m ight not meet the 
conditions of paragraph .47-c.)

[Issue Date: A p ril, 1971.]

13. Two-Class Common fo r Pooling
.045 Q u e s tio n—Section 1091.47b specifies that a cor

poration must issue common stock “ w ith rights identical 
to those of the m ajority class of its outstanding voting com
mon stock”  in  a business combination which is to be ac
counted fo r by the pooling of interests method. Could the 
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common stock issued be designated as a class of stock d if
ferent from m ajority class (fo r example, Class A  i f  the 
m ajority class has no class designation) and meet this 
condition?

.046 Interpretation—Paragraph .47-b does not pro
h ib it designating the common stock issued as a different 
class i f  i t  has rights identical to those of the m ajority class 
of outstanding voting common stock. Thus, the different 
class must have the same voting, dividend, liquidation, pre
emptive, etc., rights as the m ajority class w ith  the stipula
tion that these rights cannot be changed unless a corre
sponding change is made in  the rights of the m ajority class.

.047 Issuing a different class of common stock w ith 
rights identical to other common stock would generally 
serve no useful purpose. I t  would be suspected that the 
parties m ight have secretly agreed that they would in  the 
future change the rights of the different class to restrict 
voting; grant a preference in liqu idation; or increase, guar
antee or lim it dividends.

[Issue Date: A p ril, 1971.]

14. Contingent Shares Defeat Pooling
.048 Question—Section 1091.47g specifies that in  a 

business combination to be accounted for by the pooling of 
interests method a corporation may not (1) agree to issue 
additional shares of stock at a later date or (2) issue to an 
escrow agent shares which w ill later be transferred to stock
holders or returned to the corporation. Would this condi
tion be met i f  the corporation issued some maximum num
ber of shares to stockholders of the combining company 
under an agreement that part of the shares would be re
turned i f  future earnings are below a certain amount or the 
future market price of the stock is above a stipulated price?

.049 Interpretation—No, contingent shares based on 
earnings, market prices and the like require a business com
bination to be accounted fo r as a purchase. Paragraph 
.47-g states that the combination must be “ resolved at the 
date the plan is consummated. ”

The only contingent arrangement permitted under para
graph .47-g is fo r settlement of a contingency pending at 
consummation, such as the later settlement of a lawsuit. A  
contingent arrangement would also be permitted fo r an 
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additional income tax lia b ility  resulting from the examina
tion of “ open”  income tax returns.

[Issue Date: A p ril, 1971.]

15. Paragraph .99 Is Not M andatory
.050 Question—Section 1091 requires business com

binations meeting the conditions of paragraphs .46 through 
.48 to be accounted fo r by the pooling of interests method 
and a ll other business combinations to be accounted fo r by 
the purchase method. However, paragraph .99 provides a 
“ grandfather clause”  perm itting certain exceptions to the 
pooling conditions fo r business combinations which meet the 
conditions of that paragraph. Under paragraph .99 the 
accounting treatment is: (1) the excess of cost of the invest
ment in  common stock acquired p rio r to November 1, 1970 
over equity in  net assets when the stock investment was 
acquired is allocated to identifiable assets and goodwill 
regardless of the percentage of ownership on October 31, 
1970 and (2) the pooling of interests method is applied for 
the common stock issued in  the combination i f  the combina
tion meets the conditions fo r accounting by the pooling of 
interests method. That is, the combination is accounted fo r  
as a “ part-purchase, part-pooling.”  Is the application of 
paragraph .99 mandatory for a busines combination meeting 
the conditions of that paragraph?

.051 Interpretation—No, the accounting described in 
paragraph .99 is an election available to an issuing corpora
tion to apply the pooling of interests method to account for 
a business combination not otherwise meeting the conditions 
of paragraphs .46-b and .47-b. Paragraph .99 specifies “ the 
resulting business combination may [emphasis added] be 
accounted fo r by the pooling of interests method pro
vided. . . . ”

.052 Paragraph .99 applies only fo r intercorporate in 
vestments held at October 31, 1970. The provision was in 
serted to avoid retroactivity by allowing pooling of interest 
accounting for a combination that would not have met the 
conditions of paragraphs .46-b and .47-b because an inter
corporate investment held at October 31, 1970 then was near 
or exceeded 10 per cent of the outstanding voting common 
stock of the combining company. [As amended, effective 
November 1, 1975, by FASB Statement No. 10.] (See sec
tion 1092.)
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.053 A  business combination meeting all of the condi
tions of paragraphs .46 through .48 as well as the conditions 
of paragraph .99 would be accounted fo r by the pooling of 
interests method. Paragraph .99 would not apply and the 
intercorporate investment would be accounted fo r as de
scribed in  paragraph .55. A  business combination meeting 
the conditions of paragraph .99 but not otherwise meeting 
the conditions of paragraphs .46-b and .47-b may either be 
accounted fo r as a “ part-purchase, part-pooling”  as de
scribed in  paragraph .99 or as a purchase.

[Issue Date: A p ril, 1971.]
16. Changes in Intercorporate Investments

.054 Question—How do sales of investments in  another 
corporation’s voting common stock owned at October 31,
1970 and acquisitions of additional investments of the same 
class of stock after that date affect computations under the 
“ grandfather clause”  in  section 1091.99?

.055 Interpretation—Sales after October 31, 1970 of 
investments in  another corporation’s voting common stock 
which was owned at that date are always considered as 
reductions of the common stock to which the “ grandfather 
clause’’ in paragraph .99 applies, in  other words, on a first- 
in, first-out basis. This reduction is made even though the 
common stock sold is identified as having been acquired 
after October 31, 1970.

.056 The “ grandfather clause”  in  paragraph .99 does 
not apply to acquisitions after October 31, 1970 of voting 
common stock of the same class as was owned at that date.
Any stock so acquired is therefore subject to the conditions 
of paragraphs .46-b and .47-b.

[Issue Date: A p ril, 1971.]

17. Intercorporate Investment a t 1 0 / 3 1 / 7 0
.057 Question—Section 1091.99 contains a “ grand

father clause”  which exempts m inority interests held on Oc
tober 31, 1970 from certain provisions of the section in busi
ness combinations in itia ted after that date. The paragraph 
is w ritten in  terms of an intercorporate investment owned 
by the corporation which effects the combination by issuing 
voting common stock. Does th is paragraph also apply to 
stock of the issuing corporation which is owned by the other 
combining company on October 31, 1970? [As amended,
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effective November 1, 1975, by FASB Statement No. 10.]
(See section 1092.)

.058 Interpretation—Paragraph .99 was intended to 
exempt intercorporate investments owned on October 31,
1970 by all of the parties to the business combination in  the 
circumstances described. Thus, stock of the issuing cor
poration which is owned by the other combining company 
on October 31, 1970 may be ignored in computing the 90 
per cent condition described in  paragraph .47-b.

.059 For example, assume that on October 31, 1970 
Baker Company owned 500,000 of the 3,000,000 shares of the 
voting common stock of Adam Corporation. Subsequently, 
Adam Corporation initiated a business combination by 
offering the stockholders of Baker Company one share of 
Adam common fo r each share of Baker common outstand
ing. The combination was consummated in  a single transac
tion w ith in  one year after initiation. Of the 1,000,000 Baker 
common shares outstanding at in itia tion  and consummation,
950,000 shares were tendered to Adam Corporation. Assume 
also that the combination meets all of the conditions of para
graphs .46 through .48 to be accounted fo r by the pooling of 
interests method except the conditions of paragraph .46-b 
(no more than 10 per cent intercorporate investments) and 
paragraph .47-b (the 90 per cent condition). [As amended, 
effective November 1, 1975, by FASB Statement No. 10.]
(See section 1092.)

.060 Under paragraph .99 as interpreted here, the 
business combination may be accounted fo r by the pooling 
of interests method since the 500,000 Adam shares owned by 
Baker Company need not be considered in  applying the 
conditions of paragraphs .46-b and .47-b. Under the pooling 
of interests method, the 500,000 Adam shares would become 
treasury stock of Adam Corporation as specified by para
graph .55.

[Issue Date: A p ril, 1971.]

18. W ho lly  Owned Subsidiary
.061 Question—Section 1091.46a states that a wholly 

owned subsidiary may distribute voting common stock of 
its  parent corporation in  a “ pooling”  combination i f  its 
parent would have met all of the conditions in paragraphs 

  .46-.48 had the parent issued its stock directly to effect the
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combination. As a practical matter, a parent may be unable 
to own a ll of a subsidiary’s stock. State laws generally 
require a certain number of the directors of a corporation 
to own some of the corporation’s shares, so a parent would 
not legally own a few “ qualifying directors’ shares”  regis
tered in  the names of “ inside”  directors. Also, even though 
a parent attempts to purchase all of a subsidiary’s shares 
owned by outsiders, a few shareholders may never be 
located and others may refuse to sell their shares for a 
reasonable amount. I f  a parent company owns substan
tia lly  a ll of the outstanding voting stock of a subsidiary, 
w ill the subsidiary be considered “ wholly”  owned for 
purposes of applying paragraph .46-a?

.062 Interpretation—Yes, a subsidiary is considered 
“ wholly”  owned under paragraph .46-a i f  its parent owns 
substantially all of the subsidiary’s outstanding voting 
stock. The subsidiary may therefore “ pool”  w ith  another 
company by distributing the parent company’s voting com
mon stock i f  the parent would have met the conditions of 
paragraphs .46-.48 in a direct issuance.

.063 W hat constitutes “ substantially a ll”  of a sub
sidiary’s voting stock w ill vary according to circumstances. 
Generally, the shares not owned by the parent would be 
expected to be an insignificant number, such as qualifying 
directors’ shares. A  parent m ight also be considered as 
owning “ substantially a ll”  of a subsidiary’s voting stock 
i f  the parent had attempted to buy a ll of the stock but 
some owners either could not be located or refused to sell 
a small number of shares at a reasonable price. In  no 
case, however, would less than 90 percent be considered 
“ substantially a ll”  (see section 1091.47b) and generally 
the percentage would be expected to be much higher.

.064 The reason fo r using the subsidiary as the com
bining company would also be important in determining i f  
“ substantially a ll”  of its voting stock is owned by the 
parent. A  parent would be expected to own a ll but a few 
of its subsidiary’s shares, other than qualifying directors’ 
shares, in  a combination in  which either the parent or 
subsidiary could engage i f  the parent is to be considered 
as owning “ substantially a ll”  of its  subsidiary’s voting 
stock. A  somewhat greater percentage of outside owner-

A C  §  U 1091.062 C o p y rig h t ©  1975, A m erican  In s titu te  o f C e rtifie d  P u b lic  A ccoun tan ts, In c .



Accounting fo r Business Combinations 12,617

ship would be acceptable in  a combination between a 
subsidiary authorized to operate in  a state where the 
parent is not authorized to operate and another company 
operating in  that state. An even larger outside ownership 
(but not more than 10 percent) would be acceptable in  a 
regulated industry (where a subsidiary in the industry— 
but not its  parent outside the industry—could combine w ith 
another company in the industry) when a subsidiary en
gages in  a combination that its parent could not undertake 
directly.

[Issue Date: September, 1971.]

19. Equity and Debt Issued fo r Common Before Pooling

.065 Question— Section 1091.47b states that the issu
ing corporation may exchange only voting common stock 
for outstanding equity and debt securities of the other 
combining company that have been issued in  exchange fo r 
voting common stock of that company during a period 
beginning two years preceding the date a “ pooling”  com
bination is initiated. W hat is the purpose of this provision?

.066 Interpretation—Section 1091.47c prohibits ac
counting fo r a business combination by the pooling of 
interests method i f  equity and/or debt securities have been 
issued by a combining company in  exchange fo r or to retire 
its voting common stock in contemplation of effecting the 
combination w ith in  two years before the plan of combina
tion was initiated or between the dates of in itia tion  and 
consummation. In  paragraph .47-b, there is an implied 
presumption that a ll such transactions of the other com
bining company were made in contemplation of effecting 
a combination, thereby violating the condition of para
graph .47-c. However, the issuance of voting common stock 
of the issuing corporation to the holders of such equity 
and debt securities of the other combining company in 
exactly the same ratio as their former holdings of voting 
common stock of the other combining company w ill restore 
the holders of the securities to the ir former position and, 
hence, w ill “ cure”  the violation of the condition of para
graph .47-c.

[Issue Date: September, 1971.]
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20. Treasury Stock A llowed w ith  Pooling

.067 Question—Section 1091.47d states as a condition 
fo r “ pooling”  that each of the combining companies may 
reacquire shares of voting common stock (as treasury 
stock) only fo r purposes other than business combinations.
Also, paragraphs .47-c and .47-d of section 1091 include 
provisions related to the reacquisition of treasury stock 
w ith in  two years p rio r to in itia tion  and between in itia tion  
and consummation of a business combination which is 
planned to be accounted fo r by the pooling of interests 
method. For what purposes may treasury stock be reac
quired during th is period?

.068 Interpretation—The statement “ fo r purposes 
other than business combinations”  means combinations 
initiated under section 1091 which are to be accounted for 
by the pooling of interests method. Therefore, acquisitions 
of treasury stock fo r specific purposes that are not related 
to a particular business combination which is planned to 
be accounted fo r by the pooling of interests method are not 
prohibited by the conditions of either paragraph .47-c or 
.47-d.

.069 In  the absence of persuasive evidence to the con
trary, however, i t  should be presumed that all acquisitions 
of treasury stock during the two years preceding the date 
a plan of combination is initiated (or from October 31, 1970 
to the date of in itia tion  i f  that period is less than two years) 
and between in itia tion  and consummation were made in  
contemplation of effecting, business combinations to be 
accounted for as a pooling of interests. Thus, lacking such 
evidence, this combination would be accounted for by the 
purchase method regardless of whether treasury stock or 
unissued shares or both are issued in  the combination.

.070 The specific purposes fo r which treasury shares 
may be reacquired p rio r to consummation of a “ pooling”  
include shares granted under stock option or compensation 
plans, stock dividends declared (or to be declared as a 
recurring distribution), and recurring distributions as pro
vided in  paragraph .47-d. Likewise, treasury shares reac
quired fo r issuance in a specific “ purchase”  or to resolve 
an existing contingent share agreement from a p rio r busi
ness combination would not invalidate a concurrent “ pool-
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ing.”  Treasury shares reacquired for these purposes 
should he either reissued prio r to consummation or spe
cifically reserved fo r these purposes existing at consum
mation.

.071 To the extent that treasury shares reacquired 
w ith in  two years prior to in itia tion  or between in itia tion  
and consummation have not been reissued or specifically 
reserved, an equivalent number of shares of treasury stock 
may be sold prio r to consummation to ‘‘cure’’ the presumed 
violation of paragraphs .47-c and .47-d. I f  the number of 
shares not reserved or disposed of prio r to consummation 
of a combination is material in relation to the number of 
shares to be issued to effect the combination, the com
bination should be accounted fo r by the purchase method.

.072 Treasury shares reacquired more than two years 
prio r to in itia tion  may be reissued in a “ pooling.”  Also, 
“ ta inted”  treasury shares purchased w ith in  two years 
p rio r to in itia tion  or between intia tion and consummation 
and not disposed of or reserved may be reissued in a “ pool
ing”  i f  not material in relation to the total number of 
shares issued to effect the combination. Treasury shares 
reissued in  a “ pooling”  should be accounted fo r as specified 
in  section 1091.54.

.073 I t  should be noted that earnings and market 
price contingencies were permitted in  both “ purchases”  
and “ poolings”  under “ old rules.”  These contingencies 
in a combination consummated under section 1091 require 
the combination to be accounted fo r as a “ purchase.”  
Although “ liab ility-type”  contingencies may exist in  a 
“ pooling”  as specified in  paragraph .47-g, treasury stock 
may not be reacquired to satisfy such a contingency.

[Issue Date: September, 1971.]

21. Pooling w ith "Ba ilou t”
.074 Question—Section 1091.48a specifies that a com

bined corporation may not agree to directly or indirectly 
retire or reacquire all or part of the common stock issued 
to effect a business combination and paragraph .48-b spe
cifies that a combined corporation may not enter into 
financial arrangements fo r the benefit of the former stock
holders of a combining company i f  a business combination 
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is to be accounted fo r by the pooling of interests method. 
Would an arrangement whereby a th ird  party buys all or 
part of the voting common stock issued to stockholders of 
a combining company immediately after consummation of 
a business combination cause the combination to not meet 
these conditions?

.075 Interpretation—The fact that stockholders of a 
combining company sell voting common stock received in 
a business combination to a th ird  party would not indicate 
failure to meet the conditions of paragraphs .48-a and .48-b.
‘ ‘ Continuity of ownership interests,”  a criterion fo r a 
pooling of interests under ARB No. 48, is not a condition 
to account fo r a business combination by the pooling of 
interests method under section 1091. The critical factor 
in  meeting the conditions of paragraphs .48-a and .48-b is 
that the voting common stock issued to effect a business 
combination remains outstanding outside the combined 
corporation w ithout arrangements on the part of any of 
the corporations involving the use of their financial 
resources to “ bailout”  former stockholders of a combining 
company or to induce others to do so.

.076 E ither the combined corporation or one of the 
combining companies may assist the former stockholders 
in  locating an unrelated buyer fo r the ir shares (such as by 
introductions to underwriters) so long as compensation 
or other financial inducements from the corporation are 
not in  some way involved in  the arrangement. I f  unregis
tered stock is issued, the combined corporation may also 
agree to pay the costs of in itia l registration.

[Issue Date: September, 1971.]

22. Disposition o f Assets to  Comply w ith  an O rder
.077 Question—As a condition to account fo r a busi

ness combination by the pooling of interests method, sec
tion 1091.48c prohibits the planned disposal of a significant 
part of the assets of the combining companies w ith in  two 
years after the consummation date other than disposals 
in the ordinary course of business and eliminations of 
duplicate facilities or excess capacity. Likewise, paragraph 
.47-c prohibits a change in  the equity interests of the voting 
common stock—such as through the ‘‘spin-off”  of a division 
or a subsidiary—in  contemplation of effecting a “ pooling”
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combination either w ith in  two years before in itia tion  or 
between in itia tion  and consummation. Does a p rio r or a 
planned disposition of a significant part of the assets of a 
combining company to comply w ith  an order of a govern
mental authority or judicial body constitute a violation of 
this condition?

.078 Interpretation—No. The p rio r or planned dis
position of a significant part of the assets of a combining 
company (even though in  contemplation of effecting or 
planned subsequent to a combination) does not negate 
accounting fo r a business combination as a “ pooling”  i f  
the disposition is undertaken to comply w ith  an order of a 
governmental authority or jud icia l body or to avoid c ir
cumstances which, on the basis of available evidence, 
would result in  the issuance of such an order. This is 
generally consistent w ith  paragraph .46-a (autonomy of 
combining companies) which permits subsidiaries disposed 
of in  compliance w ith  an order of a governmental authority 
or judicia l body to be considered autonomous fo r purposes 
of that condition.

.079 Any gain or loss resulting from a disposal w ith in  
two years after consummation of a pooling of interests 
should be accounted for in  accordance w ith  sections 
1091.59-.60.

[Issue Date: September, 1971.]

23. Retroactive Disclosure o f Pooling

.080 Question—Section 1091.61 specifies that a busi
ness combination accounted fo r by the pooling of interests 
method should be recorded as of the date the combination 
is consummated. This paragraph prohibits a combining 
company from retroactively reflecting in  the financial state
ments fo r the current year a combination consummated 
after the close of the year but before financial statements 
are issued. However, this paragraph requires a corporation 
to disclose as supplemental information , in notes to finan
cial statements or otherwise, the substance of a combination 
consummated before financial statements are issued and 
the effects of the combination on reported financial posi
tion and results of operations. Could this disclosure be in 
the form  of a statement w ith  side-by-side columns reporting 
financial data fo r (1) the issuing corporation and (2) the
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combined corporations, and, perhaps, (3) the other com
bining company?

.081 Interpretation—Section 1091 does not prohib it 
the side-by-side columnar format described above, nor al
ternatively, does i t  prohibit an above-and-below columnar 
format. The term or otherwise included in  paragraph .61 is 
sufficiently broad to permit disclosure of the information on 
the face of the financial statements in  either side-by-side 
or above-and-below columns.

.082 Because section 1091 prohibits retroactive pool
ing fo r a combination completed after the close of the year 
but before the financial statements are issued, however, the 
individual columns in  the presentation should be separately 
identified as prim ary or supplemental information. That is, 
data fo r the issuing corporation would be identified as the 
prim ary financial statements and data fo r the combined 
corporation would be identified as supplemental informa
tion. I f  presented, data for the combining company would 
also be identified as supplemental information.

.083 I t  m ight be noted that a side-by-side presenta
tion w ill disclose information in greater detail than is 
required by paragraph .65 (which requires that only reve
nue, net income, earnings per share and the effects of antic
ipated changes in  accounting methods be disclosed as i f  
the combination had been consummated at the date of the 
financial statements). Although both paragraphs .61 and .65 
specify disclosure in notes to the financial statements and 
paragraph .65 specifies only note disclosure without the or 
otherwise provision, this paragraph refers back to para
graph .61 so the columnar format is not prohibited by para
graph .65 as long as the information is properly identified 
as prim ary and supplemental.

.084 Information for the combined corporation identi
fied as supplemental information (as described above) 
would be reported as prim ary information in  statements for 
the follow ing period when the combination was consum
mated i f  comparative financial statements are presented. 
Reporting and disclosure requirements fo r the period when 
a business combination is consummated and for prio r peri
ods are contained in paragraphs .51-.58, .63 and .64.

Accounting Interpretations
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.085 Notes to the statements and other disclosures 
which are included in the statements are a part of the finan
cial statements. Accordingly, the auditor’s opinion—unless 
appropriately modified—would apply to disclosure (in  
notes to the statements or in  columnar format) of the sub
stance of a combination consummated after the close of the 
year but before the financial statements were issued. The 
auditor’s opinion m ight be modified, however, to disclaim 
an opinion on the supplemental information i f  i t  had not 
been included in the auditor’s examination.

[Issue Date: September, 1971.]

24. ‘‘ Grandfather”  fo r Subsidiaries
.086 Question—Section 1091.46a prohibits use of pool

ing accounting for a business combination initiated after 
October 31, 1970 (the effective date of section 1091) which 
involves an entity which was a “ subsidiary.”  However, 
notes to APB Opinions state tha t they are not intended to 
be retroactive. Section 1091.46a appears to impose a retro
active effect on subsidiaries w ith  significant m inority inter
ests that may have been considering engaging in  pooling 
combinations. Was this intended?

.087 Interpretation—Section 1091.46a was not in
tended to have the retroactive effect described above. Sub
sidiaries which had a significant outstanding m inority 
interest at October 31, 1970 may take part in  a pooling com
bination providing the significant m inority also exists at the 
in itia tion  of the combination. In  addition, the combination 
must meet all of the other pooling conditions specified in 
sections 1091.46 through 1091.48 both directly and indirectly 
(i. e., the parent company cannot take actions on behalf of 
the subsidiary that the subsidiary could not take itself). 
[As amended, effective November 1, 1975, by FASB State
ment No. 10.] (See section 1092.)

.088 For purposes of th is Interpretation, a significant 
m inority means that at least 20 percent of the voting com
mon stock of the subsidiary is owned by persons not af
filiated w ith  the parent company.

.089 This “ grandfathering”  is consistent w ith  section 
1091.99 and applies both to combinations where the sub
sidiary w ith  a significant m inority interest is the issuing
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corporation and those where i t  is the other combining com
pany. However, i t  does not permit a pooling between a 
subsidiary and its parent.

[Issue Date: November, 1971.]

25. A ll Shares Must Be Exchanged to  Pool

.090 Question—Section 1091.47b specifies that an is
suing corporation must exchange only voting common stock 
fo r at least 90 percent of the voting common stock interest 
of a combining company to account fo r the combination as a 
pooling of interests. Section 1091.47 permits cash or other 
consideration to be exchanged for the remaining shares or 
they may continue outstanding as a m inority interest. Un
der section 1091.47b, assuming the issuing corporation ex
changes common stock fo r at least 90 percent of the common 
stock of the combining company, may an individual common 
shareholder of the combining company exchange some of his 
shares fo r shares of the issuing corporation and either re
tain the balance of his shares or sell the shares to the is 
suing corporation fo r cash ?

.091 Interpretation—I f  a business combination is to 
he accounted fo r as a pooling of interests, each common 
shareholder of the combining company must either agree to 
exchange all of his shares for common shares of the issuing 
corporation or refuse to exchange any of his shares.

.092 I t  would be contrary to the “ pooling”  concept 
expressed in  section 1091 fo r an individual shareholder of a 
combining company to exchange some of his shares and keep 
some of his shares in a pooling of interests or fo r the issuing 
corporation to exchange common stock for some of an ind i
vidual shareholder’s shares and pay cash fo r some of his 
shares. The “ pooling”  concept would be violated in these 
cases even though the issuing corporation exchanged its 
common stock for at least 90 percent of the common stock 
of the combining company as required by section 1091.47b.

.093 Theoretically two or more entire common stock
holder groups jo in together as a single entity in  a pooling 
of interests to share the combined risks and rights repre
sented by the previously independent interests w ithout the 
distribution of corporate assets to any of the common stock
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holders (see section 1091.45). Section 1091.46 states as an 
attribute of “ pooling”  that independent ownership inter
ests are combined in their entirety. Section 1091.46 ind i
cates that combining only selected assets or ownership 
interests would be more akin to disposing of or acquiring 
interests than to sharing rights and risks. Section 1091.47 
states that acquisitions of common stock fo r assets or debt 
and other transactions that reduce the common stock inter
est are contrary to the idea of combining existing stock
holder interests.

.094 Section 1091 permits the theoretical concept of 
“ pooling”  to be modified only w ith in  strict lim its to accom
modate practical obstacles that may be encountered in many 
combinations. Thus, the 90 percent “ test”  in  section 
1091.47b recognizes that, as a practical matter, some share
holders of a combining company may refuse to exchange 
their shares even though most shareholders agree to a 
combination.

.095 Section 1091.47b permits cash or other consider
ation to be distributed by the issuing corporation fo r shares 
held by these dissenting shareholders of the combining 
company. However, a shareholder who assents to exchange 
part of his shares can hardly be considered a dissenting 
shareholder.

.096 In  addition, the exchange by an individual share
holder of a combining company of only part of his shares 
fo r common stock of the issuing corporation would not meet 
section 1091.47e. Section 1091.47e states that each ind i
vidual shareholder who exchanges his stock must receive a 
voting common stock interest in  proportion to his relative 
voting common stock interest in the combining company 
before the combination.

.097 Usually the determination of whether or not a 
shareholder of a combining company is exchanging all of 
his shares fo r common stock of the issuing corporation w ill 
be made at consummation. However, transactions p rio r to 
consummation between the issuing corporation and a share
holder of a combining company who exchanges shares at 
consummation may also preclude a “ pooling.”  In  the ab
sence of persuasive evidence to the contrary, i t  should be 
presumed that the purchase was made in  contemplation of
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effecting the combination (see section 1091.47c) i f  the issu
ing corporation purchased shares of a combining company 
w ith in  two years prior to in itia tion  and before consumma
tion from a shareholder who also exchanges shares at 
consummation.

.098 To overcome another purely practical problem, 
section 1091.47b also allows cash or other consideration to 
be distributed by the issuing corporation in  lieu of frac
tional shares. There is no essential difference between the 
payment of cash to a common shareholder fo r a fraction of a 
share and the payment of cash fo r some of his shares. 
Therefore, the payment of more than a reasonable amount 
of cash to a shareholder for a fractional share would also be 
contrary to the “ pooling”  concept expressed in section 1091. 
Thus, the payment fo r fractional shares among shareholders 
must be reasonable in amount and should be proportional to 
each shareholder’s fractional share interest.

[Issue date: November, 1971.]

26. Acquisition o f M inority  Interest

.099 Question—How should a corporation account for 
the acquisition of a ll or part of the m inority interest of a 
subsidiary?

.100 Interpretation—Section 1091.05 states, “ The ac
quisition of some or all o f the stock held by m inority 
shareholders of a subsidiary is not a business combination, 
but paragraph .43 of this section specifies the applicable 
method of accounting.”  Paragraph .43 states that the 
acquisition of some or a ll of the stock held by m inority 
stockholders of a subsidiary—whether acquired by the 
parent, the subsidiary itself, or another affiliate—should 
be accounted for by the purchase method. Thus, purchase 
accounting applies when (a) a parent exchanges its com
mon stock or assets or debt fo r common stock held by 
m inority shareholders of its  subsidiary, (b) the subsidiary 
buys as treasury stock the common stock held by m inority 
shareholders, or (c) another subsidiary of the parent ex
changes its common stock or assets or debt fo r common 
stock held by the m inority shareholders of an affiliated 
subsidiary.
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.101 In  addition, section 1091.46b precludes pooling 
when the combining companies hold as intercorporate 
investments more than 10 percent of the outstanding voting 
common stock of any combining company (except when 
section 1091.99 applies, as discussed later). Therefore, 
pooling is precluded in the exchange by a subsidiary of 
its  common stock fo r the outstanding voting common stock 
of its  parent (usually referred to as a “ downstream 
merger” ). Instead, purchase accounting applies and the 
transaction should be accounted for as i f  the parent had 
exchanged its  common stock fo r common stock held by 
m inority shareholders of its  subsidiary. (Whether a parent 
acquires the m inority or a subsidiary acquires its parent, 
the end result is a single shareholder group, including the 
former m inority shareholders, owning the consolidated net 
assets.) The same would be true i f  a new corporation 
exchanged its common stock fo r the common stock of the 
parent and the common stock of the subsidiary held by 
m inority shareholders.

.102 An exception to the requirement fo r purchase 
accounting in the acquisition of a m inority interest may 
exist in some rare cases under section 1091.99. This para
graph permits pooling accounting to be elected on a 
“ grandfather”  basis under certain conditions, one condi
tion being a combination in which one corporation owns 
no more than 50 percent of the voting common stock of 
the other combining company. Since a parent company 
may control a subsidiary even though the parent owns 
less than 50 percent of the subsidiary’s voting common 
stock (e. g., by owning voting preferred stock in  addition 
to voting common stock—see section 2051.03) , the exchange 
by the parent of its  voting common stock fo r the voting 
common stock of the subsidiary owned by outsiders could 
qualify fo r pooling accounting. However, i t  should be 
noted that section 1091.99 would require the parent to 
allocate the excess of the cost of its previously existing 
investment over its proportionate equity in the subsidiary’s 
net assets to the subsidiary’s identifiable assets (and to 
goodwill, i f  any) based on fa ir values at the consumma
tion date.

[Issue Date: December, 1971]
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27. Entities Under Common Control in a Business Combination
.103 Question—Section 1091.05 states that the pro

visions of section 1091 should he applied as a general guide 
in  a business combination involving one or more unincor
porated businesses. Section 1091.46a requires that each 
company in a pooling be autonomous and have not been 
a subsidiary or division fo r two years prior to initiation.
How does section 1091 apply to a combination involving 
one entity controlled by one or a few individuals who con
tro l several other entities?

.104 Interpretation—A  proprietorship or a partner
ship may be a party to a business combination accounted 
fo r under section 1091 as stated in  the first sentence of 
section 1091.05. Many of these entities are very similar, 
except fo r legal form of organization, to a closely held 
corporation. Often a single individual may own one or 
more proprietorships and also may own the controlling 
interest in  one or more corporations and in addition may 
have an interest in one or more partnerships.

.105 Considerable judgment w ill usually be required 
to determine the substance of a combination involving 
one (or more) of several companies under common control.
For example, i t  may be necessary to look beyond the form 
of the legal organizations to determine substance when an 
unincorporated business or a closely held corporation owned 
by one or a few individuals who also control other entities 
is involved since the divid ing lines may not be as “ sharp”  
as they would be in publicly held corporations w ith  wide 
ownership interests.

.106 An individual who owns two separate businesses 
organized as corporations theoretically is a “ parent”  w ith 
two “ subsidiaries.”  The same would be true i f  the busi
nesses were organized as two proprietorships or as one 
proprietorship and one corporation. To apply section 
1091.46a to a combination involving one of these businesses, 
however, the relationship between the two businesses is 
more important than the fact that each business is theoreti
cally a subsidiary, because section 1091.46a precludes frag
menting a business and pooling only a part of the business.
The following examples demonstrate these points.
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.107 I f  both businesses are grocery stores, a combina
tion involving only one business should presumably be 
accounted fo r as a purchase because the two stores pre
sumably are part o f a single k ind of business and the two 
separate legal organizations should be ignored.

.108 On the other hand, i f  one business is a grocery 
store and the other is an automobile dealership, a combina
tion involving only one business would be accounted for 
as a pooling of interests i f  all other conditions of sections
1091.46-.48 are met because the individual is operating two 
unrelated businesses. In  these examples, a “ line of busi
ness”  is an indicator of a single business.

.109 Also, a combination involving two or more busi
nesses owned by one individual must be accounted fo r by 
a single method. For example, i f  both the grocery store 
and the automobile dealership are to be combined w ith 
another unrelated company, one could not be a purchase 
and the other a pooling. (Section 1091.47b discusses a 
combination of more than two companies and section 
1091.43 states the two methods are not alternatives in 
accounting fo r the same combination.)

.110 In  general, the same guidelines apply to a busi
ness w ith  a few owners rather than an individual owner. 
They would apply, fo r example, to two partnerships having 
the same partners, two closely held corporations having 
the same stockholders, or to a partnership and a closely 
held corporation whose stockholders are the partners in  
the partnership. I f  the various individuals are all mem
bers of one fam ily, the effect may be the same (but is not 
always the same) as i f  there were only an individual owner 
rather than several partners and/or several stockholders.

.111 Because the ratios of ownership of the different 
businesses may d iffer or the ownership groups may overlap 
but be different, however, several owners of different busi
nesses create complexities which are not present i f  there 
is a single owner. Because of the diversity of the situa
ations which m ight be encountered in  practice, stating 
guidelines beyond those given above is impossible.

[Issue Date: December, 19711
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.112 Question—A single individual may control other 
corporations (fo r federal income tax reasons) through a 
personal holding company. Section 1091.46a requires that 
each company in  a pooling be autonomous and have not 
been a subsidiary or division fo r two years prio r to the 
in itia tion  of a combination. Does th is preclude a pooling 
by a corporation which is controlled by a personal holding 
company?

.113 Interpretation—The legal form may sometimes 
be ignored in  a combination involving a subsidiary of a 
personal holding company. Under section 1091.46a a per
sonal holding company is technically a parent corporation 
and the corporations i t  controls are technically subsidiaries.
In  many cases, a parent-subsidiary relationship does in  
fact exist and should be considered as such in  applying 
section 1091.46a i f  the personal holding company or any 
of its  subsidiaries is involved in  a business combination.

.114 In  other cases, a personal holding company is a 
convenience established fo r federal income tax reasons and 
the various “ subsidiaries”  are in  fact operated by the 
“ owners”  as i f  the personal holding company did not 
exist. In  a combination involving such a “ subsidiary,”  the 
personal holding company may be disregarded and the 
various ‘‘subsidiaries’’ considered autonomous in  applying 
section 1091.46a. However, the guidelines described in 
Accounting Interpretation No. 27, “ Entities Under Com
mon Control in  a Business Combination,”  should be applied 
in  determining the appropriate method of accounting 
fo r the combination and a ll other conditions of sections
1091.46-.48 must be met in  a pooling.

[Issue Date: December, 1971]

29. Option May In itia te  Combination
.115 Question—Section 1091.46a specifies the require

ments fo r in itia tion  of a business combination. Does an 
option to exchange substantially a ll of the ir shares at a 
future date (fo r example, three years hence) granted by 
the shareholders of a closely held company to another 
company constitute the in itia tion  of a business combination?

12,630 Accounting Interpretations
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.116 In te r p r e ta t io n —An option that re q u ire s  uni
lateral performance by either party or bilateral perform
ance by both parties constitutes in itia tion. Thus, i f  one 
company is required to issue stock upon the tendering of 
shares by the shareholders of another company or i f  the 
shareholders are required to tender their shares upon 
demand, the date the option is granted is the in itia tion 
date. The combination must be consummated w ith in one 
year thereafter to be accounted for by the pooling of 
interests method (see section 1091.47a).

.117 However, an agreement which grants only the 
righ t of “ firs t refusal"  does not constitute in itiation. This 
would be the case, fo r example, where the stockholders 
of a closely held company agree to negotiate w ith one com
pany before negotiating w ith any other company i f  the 
shareholders should in  the future decide to consider enter
ing into a business combination. Neither party may be 
obligated to perform, however, or to pay damages in the 
absence of performance.

.118 The payment of cash or other consideration by 
either company fo r a “ firs t refusal”  agreement would also 
be contrary to the pooling concept expressed in  section 
1091. Individual shareholders, however, may pay cash to 
obtain the agreement so long as company resources are 
not directly or indirectly involved.

[Issue Date: December, 1971]

30. Representations in a  Pooling
.119 Q u e s tio n—Section 1091.47g specifies that in a 

business combination accounted fo r as a pooling of interests 
there can be no agreement to contingently issue additional 
shares of stock or other consideration at a later date and 
no escrowing of shares u n til a contingency is resolved.
This paragraph allows, however, revision of the number 
of shares issued upon the settlement of a contingency at 
an amount different from that recorded by a combining 
company. May an issuing company reserve or escrow some 
shares against the representations of the management of 
a combining company in  a pooling?

.120 I n te r p r e ta t io n —Section 1091.47g is intended to 
require purchase accounting when an earnings or market
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price contingency agreement is present in a business com
bination. However, this paragraph does not prohibit cer
tain kinds of contingency agreements in  a pooling so long 
as they provide fo r the sharing of rights and risks arising 
after consummation and are not in effect earnings or market 
price contingency agreements.

.121 A contingency agreement which is not prohibited 
in a pooling may provide fo r the reservation by the issuing 
company of a portion of the shares being issued, the issu
ance of additional shares, the return of shares by former 
shareholders of the combining company, or the issuance 
of shares to an escrow agent who w ill subsequently trans
fer them to the former shareholders of the combining 
company or return them to the issuing company. (Note 
that the former shareholders of the combining company 
must be able to vote any shares issued, reserved, or 
escrowed to meet the condition of section 1091.47f.)

.122 The most common type of contingency agree
ment not prohibited in a pooling by section 1091.47g is the 
“ general management representation”  which is present in 
nearly a ll business combinations. In  such a representation, 
management of a combining company typically warrants 
that the assets exist and are worth specified amounts and 
that all liabilities and their amounts have been disclosed.
The contingency agreement usually calls fo r an adjustment 
in the total number of shares exchanged up to a relatively 
small percentage (normally about 10 percent) fo r varia
tions from the amounts represented, but actual adjustments 
of the number of shares are rare.

.123 A contingency agreement fo r a ‘‘general manage
ment representation’’ does not violate section 1091.47g i f  
i t  provides fo r a substantial sharing of rights and risks 
beginning w ith  consummation and the complete sharing 
w ith in  a reasonable period of time. In  this light, the con
tingency agreement is merely a device to provide time for 
the issuing company to determine that the representations 
are accurate so i t  does not share risks arising p rio r to 
consummation. Although the time required w ill vary w ith 
circumstances, these determinations should be completed 
w ith in  a few months follow ing consummation of the com
bination. In  any case, the maximum time should not extend 
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beyond the issuance of the first independent audit report 
on the company making, the representations follow ing con
summation of the combination. Thereafter, the combined 
shareholder interests share the risks of inventory obsoles
cence, collection of receivables, etc. However, i f  the com
plete sharing of risks is unduly delayed or i f  the risk 
sharing is not substantial at consummation, a “ general 
management representation”  may in  effect indicate an earn
ings contingency agreement.

.124 Section 1091.47g specifically allows certain con
tingency agreements in  a pooling to cover specific situa
tions whose outcome cannot be reasonably determined at 
consummation and perhaps even fo r several years there
after. Although management of a combining company 
may make specific representations as to these contingencies 
that are known at the consummation of a pooling and 
as to those which may arise w ith in  a reasonable period 
thereafter, the combined shareholder interests are expected 
to share the risks and rights of a ll other contingencies i f  
section 1091.47g is to be met. Likewise, the former share
holders of a combining company must be able to vote any 
shares issued, reserved, or escrowed fo r a specific contin
gency un til i t  is fina lly resolved i f  section 1091.47f is to 
be met. The contingency agreement may provide, however, 
that any dividends during the contingency period on con
tingent shares “ fo llow ”  the shares when the contingency 
is resolved.

.125 I t  should also be noted that any change in the 
number of shares (as orig inally recorded fo r a pooling of 
interests) upon the final resolution of either a general or 
a specific representation contingency is recorded as an 
adjustment to stockholders’ equity (see section 1091.53). 
The effect of the resolution of a contingency involving 
an asset or liab ility , whether or not previously recorded,

  T he  n e x t page is  12,633-3.  
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is reflected currently in  net income or as a p rio r period 
adjustment in  accordance w ith  section 2014. In  no case 
may a contingency agreement fo r either a general or a 
specific representation in a pooling he used as a means 
of relieving current or p rio r net income of an amount 
which should he reflected therein. [As amended, effective 
fo r financial statements fo r fiscal years beginning after 
October 15, 1977, by FASB Statement No. 16.] (See sec
tion 2014.)

[Issue Date: December, 1971]
31. Employment Contingencies in a Pooling

.126 Question—Section 1091.47g stipulates that in  a 
business combination accounted fo r as a pooling of interests 
there can be no agreement for contingent issuance of addi
tional shares of stock or distribution of other consideration 
to the former stockholders of a combining company. Would 
the granting of an employment contract or a deferred com
pensation plan by the combined corporation to former 
stockholders of a combining company cause this condition 
to not be met?

.127 Interpretation—An employment contract or a 
deferred compensation plan granted by the combined cor
poration to former stockholders of a combining company 
would not automatically constitute failure of section 
1091.47g. The critical factors would be the reasonableness 
of the arrangement and restriction of the arrangement to 
continuing management personnel. Generally, reasonable 
contracts or plans entered into fo r valid  business purposes 
would meet section 1091.47g. Substance, however, is more 
important than form.

.128 As an example, the granting of employment con
tracts to former stockholders of a combining company who 
were active in  its  management and who w ill be active in  
management of the combined corporation would meet sec
tion 1091.47g i f  the contracts are reasonable in  relation to 
existing contracts granted by the issuing corporation to 
its  management. However, the granting of employment 
contracts to former stockholders of a combining company 
who were not or w ill not be active in  management probably 
indicates a contingent pay-out arrangement. Likewise,
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“ consultant”  contracts fo r former stockholders m ight also 
indicate a contingent pay-out arrangement.

.129 Employment contracts and deferred compensa
tion plans entered into by a combining company between 
the in itia tion  and consummation dates may also cause a 
business combination to not meet section 1091.47g. For 
example, a combining company may not enter into a ‘‘con
tingency-type’’ compensation agreement in  contemplation 
of the combination and meet section 1091.47g i f  the issuing 
corporation could not also enter into the same agreement 
under the paragraph.

[Issue Date: December, 1971]
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32. Stock Options in a Pooling
.130 Question— Section 1091.47g states that in  a busi

ness combination accounted fo r as a pooling of interests 
the combined corporation may not agree to contingently 
issue additional shares of stock to the former stockholders 
of a combining company. Would this condition be violated 
i f  the combined corporation granted stock options to these 
stockholders?

.131 Interpretation—Generally, stock options granted 
by the combined corporation as current compensation to 
former stockholders of a combining company would not 
violate section 1091.47g. That is, the former stockholders 
of a combining company who are employees or directors 
of the combined corporation may participate in  a stock 
option plan adopted by the combined corporation fo r its 
employees and/or directors.

.132 Section 1091.47g would be violated, however, i f  
the stock option plan in  reality is an arrangement to issue 
additional shares of stock at a relatively low cost to these 
former stockholders of the combining company to satisfy 
a contingency agreement. Also, a stock option plan to 
accomplish the same result adopted by the combining com
pany p rio r to consummation but in contemplation of the 
combination would not meet sections 1091.47c and 1091.47g.

[Issue Date: December, 1971]
33. Costs o f Maintaining an “ Acquisitions”  Department

.133 Question—A  corporation maintains an “ acquisi
tions”  department to find, evaluate, and negotiate w ith  
possible merger candidates. The president of the corpora
tion also spends a considerable portion of his time negoti
ating business combinations. Cost records are excellent 
and the total cost is determined fo r each investigation and 
negotiation, whether i t  is successful or unsuccessful. What 
accounting is specified by section 1091 fo r these costs?

.134 Interpretation—A ll “ in terna l’ ’ costs associated 
w ith a business combination are deducted as incurred 
in  determining net income under section 1091. This answer 
applies to costs incurred fo r both “ poolings”  (see section 
1091.58) and “ purchases”  (see section 1091.76). Naturally, 
costs incurred in unsuccessful negotiations are also deducted 
as incurred.
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.135 Section 1091.76 specifies tha t in  a business com

bination accounted fo r by the purchase method the cost 
of a company acquired includes the direct costs of acquisi
tion. These direct costs, however, are ‘‘out-of-pocket’’ 
or incremental costs rather than recurring internal costs 
which may be directly related to an acquisition. The direct 
costs which are capitalized in  a purchase therefore include, 
fo r example, a finder’s fee and fees paid to outside con
sultants fo r accounting, legal, or engineering investigations 
or fo r appraisals, etc. A ll costs related to  effecting a pool
ing of interests, including the direct costs listed above, 
are charged to expense as specified in section 1091.58.

[Issue Date: December, 1971]

34. Forced Sale o f Stock
.136 Question—A  publicly held corporation wants to 

effect a business combination w ith  a large closely held 
corporation and to account fo r the combination as a pooling 
of interests. Because management o f the publicly held 
corporation prefers not to have a single stockholder owning 
a large block of its stock, the agreement to combine requires 
the m ajority stockholder of the closely held corporation 
to sell 25 percent of the voting common stock he receives 
immediately following consummation and to sell another 
25 percent w ith in  one year thereafter. The stock is to 
be sold in  public offerings and all of the shares w ill remain 
outstanding outside the combined corporation. Since sec
tion 1091 does not have the “ continuity of ownership 
interests”  criterion of ARB No. 48 as a condition fo r pool
ing, should this combination be accounted for as a pooling 
of interests or as a purchase?

.137 Interpretation—The combination is a purchase 
because of the requirement imposed on a shareholder to 
sell some of the voting common stock received. Any 
requirement imposed on a stockholder (other than by a 
government authority) either to sell or to not sell stock 
received in  a business combination is contrary to the pool
ing concept expressed in  section 1091 of the sharing of 
rights and risks by the previously independent stockholder 
interests. W hile such a requirement does not violate any spe
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cific condition for pooling described in  sections 1091.46-48, 
i t  violates the whole pooling concept of section 1091.

[Issue Date: January, 1972]

35. Registration Costs in a Purchase
.138 Question—I f  a company issues previously regis

tered equity securities in  a business combination accounted 
fo r by the purchase method, the fa ir  value of the securities 
issued is credited to the capital accounts of the issuing 
corporation. However, i f  the securities issued have not 
been previously registered, section 1091.76 specifies that 
the costs of registering and issuing equity securities are 
a reduction of the otherwise determinable fa ir  value of 
the securities. How should a corporation account fo r the 
costs of a registration which w ill not be undertaken until 
after the securities are issued?

.139 Interpretation—A publicly held company issuing 
unregistered equity securities in  an acquisition w ith  an 
agreement fo r subsequent registration should credit the 
fa ir  value of the securities (the otherwise determinable fa ir  
value less registration costs) to its  capital accounts. The 
present value of the estimated costs of registration should 
be accrued as a lia b ility  at the date of acquisition (see 
section 1091.88h) w ith  an immediate charge to the assets 
acquired (in  most cases, to “ goodwill” ). Any difference 
between the actual costs of registration and the amount 
accrued at the payment date (the original accrual plus 
imputed interest) would be an adjustment to the recorded 
goodwill. Total assets (including goodwill) and total capi
ta l w ill thereby be recorded at the same amounts as i f  
previously registered securities had been issued except fo r 
any difference in  fa ir  value ascribed to  restrictions pro
h ib iting  sale of the securities a t time of issuance.

.140 Agreements fo r the subsequent registration of 
unregistered securities issued in  business combinations 
often specify that the securities w ill be registered “ piggy
back”  (that is, included in  the registration of a planned 
future offering of other securities). In  such a case, only 
the incremental costs of registering the equity securities 
issued in  the acquisition would be accrued or subsequently 
charged to “ goodwill”  as described above and amortized
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prospectively over the remaining term of the period of 
amortization of the in itia l goodwill.

[Issue Date: January, 1972]

36. No Pooling w ith  W holly Owned Sub
.141 Question—Company A  in itia ted a combination 

by making a tender offer fo r Company B which was at the 
time an independent company. Company C, which owned a 
large interest in, but not control of, Company B, subsequent
ly  and w ithout Company A ’s knowledge purchased all of the 
remaining outstanding voting common stock of Company B 
and operated Company B as a wholly owned subsidiary. 
W ith in  one year of the date Company A  made the tender 
offer, Company C tendered all of the voting common stock 
of Company B to Company A  in exchange fo r voting com
mon stock of Company A  at the ra tio  of exchange of the 
tender offer. Section 1091.46a generally precludes account
ing fo r a business combination by the pooling of interests 
method i f  one of the combining companies has been a sub
sidiary of another corporation w ith in  two years prior to 
in itia tion  of the combination. Does the fact that Company 
B became a wholly owned subsidiary of Company C follow
ing in itia tion  of the combination by Company A  preclude 
pooling in this case ?

.142 Interpretation—Yes, pooling is precluded and 
Company A should account fo r the combination as a pur
chase. (Company C, in effect, sold its  wholly owned sub
sidiary B to Company A.) Section 1091.46a provides that 
a wholly owned subsidiary may pool only by distributing 
the stock of its parent company.

.143 Although section 1091.46a refers to not being a  
subsidiary “ w ith in  two years before the plan of combina
tion is initiated ,’ ’ the intent of the paragraph is that a  
combining company in a pooling has not been a subsidiary 
during a period beginning two years p rio r to in itia tion  and 
ending at consummation of a combination.

[Effective fo r combinations consummated after 
May 31, 1972]

37. Combination Contingent on “ Bailout”
.144 Question—Accounting Interpretation No. 21, sec

tion U1091.074-.076, “ Pooling w ith  ‘ Bailout’,”  issued in
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September 1971 indicates that former shareholders of a 
combining company may sell voting common stock received 
in a business combination accounted for as a pooling of in 
terests. Would the accounting fo r a combination be affected 
by the fact that its consummation is contingent upon the 
purchase by a th ird  party or parties of all or part of the 
voting common stock to be issued in the combination?

.145 Interpretation—Yes. A  business combination 
should be accounted for as a purchase i f  its consummation 
is contingent upon the purchase by a th ird  party or parties 
of any of the voting common stock to be issued. This would 
be the case, fo r example, i f  the parties to the combination 
have agreed that consummation of the combination w ill not 
occur un til there is a commitment by a th ird  party fo r a 
private purchase, a firm  public offering, or some other form  
of a guaranteed market fo r all or part of the shares to be 
issued. Including such a contingency in the arrangements 
of the combination, either exp lic itly or by intent, would be 
considered a financial arrangement which is precluded in 
a pooling by section 1091.48(b).

.146 I t  should be noted that this accounting interpreta
tion does not modify the previous interpretation, “ Pooling 
w ith  ‘Bailout’,’ ’ which states that shareholders may sell 
stock received in a pooling and that the corporation may 
assist them in  locating an unrelated buyer fo r their shares. 
Although shareholders may sell stock received in a pooling, 
consummation of the business combination must first occur 
w ithout regard to such a sale and cannot be contingent 
upon a firm  commitment by the potential purchaser of the 
shares to be issued.

[Issue Date: November, 1972]

38. Several Companies in a Single Business Combination

.147 Question—How does section 1091 apply when 
more than two companies are involved in  a single business 
combination?

.148 Interpretation—When more than two companies 
negotiate a combination which is contingent upon the mu
tual agreement by the several companies to the terms, the 
resulting combination is deemed a single business combina
tion regardless of the number of companies involved. Each
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company must meet all of the conditions of section
1091.46-.48 i f  the combination is to be accounted fo r by the 
pooling of interests method. In  particular, sections 1091.46b 
and 1091.47b specify how the 10 percent and 90 percent tests 
should be made when more than two companies are involved 
in a single combination.

.149 Section 1091.43 specifies that a single method 
should be applied to account for an entire combination. 
Therefore, i f  any condition in section 1091.46-.48 is not met 
by any company, the entire combination would be accounted 
fo r by the purchase method.

.150 However, i t  should be noted that a corporation 
may be involved in more than one business combination at 
the same time and that different methods of accounting may 
apply to the different combinations.

[Issue Date: March, 1973]

39. Transfers and Exchanges Between Companies
Under Common Control

.151 Question—Section 1091.05 states section 1091 
does not apply to a transfer of net assets or to an exchange 
of shares between companies under common control. What 
are some examples of the types of transactions excluded 
from section 1091 by this provision and what accounting 
should be applied?

.152 Interpretation—In  general, section 1091.05 ex
cludes transfers and exchanges that do not involve out
siders. For example, a parent company may transfer the 
net assets of a wholly owned subsidiary into the parent 
company and liquidate the subsidiary, which is a change in 
legal organization but not a change in the entity. Likewise, 
a parent may transfer its  interest in  several partia lly  owned 
subsidiaries to a new wholly owned subsidiary, which is 
again a change in  legal organization but not in  the entity.
Also, a parent may exchange its ownership or the net assets 
of a wholly owned subsidiary fo r additional shares issued 
by the parent’s partia lly  owned subsidiary, thereby increas
ing the parent’s percentage of ownership in  the partia lly  
owned subsidiary but leaving all of the existing m inority 
interest outstanding.
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.153 N one o f th e  above tra n s fe rs  o r exchanges is  cov
ered  b y  section  1091. T h e  assets and  lia b ilit ie s  so tra n s 
fe rre d  w o u ld  be accounted fo r  a t h is to r ic a l cost in  a m anner 
s im ila r  to  th a t in  p o o lin g  o f in te re s ts  acco u n tin g .

.154 I t  shou ld  be no ted , how ever, th a t purchase ac
c o u n tin g  a p p lie s  w hen th e  e ffe c t o f a  tra n s fe r o r  exchange  
is  to  a cq u ire  a ll o r p a r t o f th e  o u ts ta n d in g  shares h e ld  b y  
th e  m in o r ity  in te re s t o f a s u b s id ia ry  (see section  1091.43). 
T h e  a c q u is itio n  o f a ll o r p a r t o f a m in o r ity  in te re s t, how 
e ve r a cq u ire d , is  neve r conside red  a  tra n s fe r o r  exchange  
b y  com panies u n d e r com m on c o n tro l. (See In te rp re ta tio n  
N o. 26, sec tion  U1091.099-.102, “ A c q u is itio n  o f M in o r ity  
In te re s t.” )

[Is s u e  D a te : M a rch , 1973]

T he  n e x t page is  12,701.
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Reporting the Results of Operations: 
Accounting Interpretations 
of Section 2010
1. Losses Caused by Bankruptcies

.001 Question—Recent railroad bankruptcies raise the 
question of whether companies holding receivables from 
these railroads should account for losses arising from charg
ing off such assets as ordinary losses or as extraordinary 
losses in  determining net income. The Interstate Commerce 
Commission has ruled that railroads must write off certain 
past due payments from other railroads (e. g., interline 
receivables) as extraordinary losses. Is this accounting 
treatment appropriate in  the annual reports to railroads’ 
shareholders and in  the annual reports to shareholders of 
other (nonrailroad) companies?

.002 Interpretation—No, section 2012.23 specifies that 
losses from receivables do not constitute extraordinary 
losses. The fact that the loss arises from a receivable from 
a company in bankruptcy proceedings does not alter this 
answer in  any way. [As amended, effective fo r events and 
transactions occurring after September 30, 1973 by APB 
Opinion No. 30.] (See section 2012.)

.003 Regulatory authorities often rule on the account
ing treatment to be applied by companies under their 
jurisdiction. The above question is covered by section 
6011.03-.04. An auditor should in  his opinion take an excep
tion to any loss from an interline receivable classified as an 
extraordinary item in a ra ilroad’s annual report to share
holders.

[Issue Date: February, 1971.]

AC Section U2010

  T he  n ex t page is  12,751.
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AC Section U 2011
Computing Earnings per Share: 
Accounting Interpretations 
of Section 2011, Earnings per Share*

Issue date, unless 
otherwise indicated: 
July, 1970

INTRODUCTION
Comparison of APB Opinion No. 9 and Section 2011

.001 Section 2011, Earnings per Share, is an exten
sion of the issues discussed in  Part I I ,  “ Computation and 
Reporting of Earnings Per Share,”  of APB Opinion No. 9.

.002 APB Opinion No. 9 included certain “  residual ”  
securities as the equivalent of common stock in  earnings 
per share computations, established “ supplementary pro 
forma”  earnings per share fo r reporting what the effect 
on earnings per share would have been i f  all residual 
and contingently issuable securities had been issued, and 
strongly recommended that both earnings per share and 
supplementary pro forma earnings per share be disclosed 
in  the income statement.

.003 Section 2011 supersedes Part I I  of APB Opinion 
No. 9, modifies the concept of residual securities and re
places the term residual securities w ith  the new designation 
common stock equivalents. Under section 2011, d ilutive 
common stock equivalents are included w ith  outstanding 
common stock in  computing “ p rim ary”  earnings per share. 
Common stock, d ilutive common stock equivalents and 
other potentially d ilutive securities are included in  com
puting “ fu lly  d ilu ted”  earnings per share.

.004 Section 2011 requires that earnings per share be 
presented on the face of corporate income statements or 
summaries of such statements w ith  both the primary and 
fu lly  diluted amounts presented when potential d ilution of 
earnings per share exists. Also, section 2011 specifically

* See section 2083, Suspension of the Reporting of Earnings per Share and 
Segment Information by Nonpublic Enterprises.
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prohibits including an ti-d ilu tive1 securities in  earnings 
per share computations (except in  special situations to be 
discussed later) while APB Opinion No. 9 discussed d ilu
tion but did not specifically prohibit anti-dilution.

In terpretation of Section 2011

.005 These Accounting Interpretations are intended 
to explain the provisions of section 2011. They do not in 
any way amend or modify section 2011. They do not pre
sume to answer a ll questions which m ight be raised in 
applying section 2011 but rather are addressed to questions 
raised since section 2011 was issued.

.006 Some Interpretations are concerned w ith  simple 
situations ; others are concerned w ith  rather complex situa
tions. And just as APB Opinions are not necessarily appli
cable to immaterial items, these Interpretations do not 
necessarily apply to immaterial items. In  many cases the 
refinements described w ill be material, but in many other 
cases they w ill not. When the difference is not significant, 
the refinements need not be applied. For example, the 
quarterly share averaging procedure fo r options and war
rants described in Interpretations 58-62 need not be used 
when the market price of common stock is stable through
out the year and always above the exercise price. In  such 
a case the treasury stock method could be applied on an 
annual basis.

.007 Although the Interpretations are not binding on 
Institute members, they reflect informed consideration of 
the situations posed and express what the Institute staff 
believes to be the preferred practices fo r earnings per share 
computations under section 2011.

Arrangement

.008 These Interpretations of section 2011 are divided 
into two parts. Part I  is an overview of section 2011. A l
though Part I  summarizes the basic provisions of section 
2011, fam ilia rity  w ith  section 2011 is assumed and terms 
used in  section 2011 are not defined in this part. Part I  
also serves as a brief description of the underlying concepts 
of section 2011. Part I I  contains definitional Interpre
tations followed by individual Interpretations in question 
and answer form. The Interpretations are numbered 
sequentially and are arranged generally in the order in

1 See Interpretation 5 for the definition of an anti-dilutive security.
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which the topics appear in Part I. Exhibits follow Part I I .  
A  cross-reference table which lists each section 2011 para
graph cited (as explained below) and the location of the 
citation, is included in Appendix D, page 5841.

.009 Numbers appearing in  brackets at the end of 
paragraphs indicate references (in  numerical order) to 
paragraph numbers in  section 2011 (and its  appendixes) 
relevant to the material being discussed.

PART I: AN OVERVIEW OF SECTION 2011 
Presentation of Earnings per Share

.010 Section 2011 requires nearly a ll corporations2 
to report earnings per share data on the face of income 
statements or earnings summaries issued fo r periods begin
ning after December 31, 1968. Each presentation must 
include per share data for income or loss before extraor
dinary items ( if  extraordinary items are reported on the 
income statement) and per share data for net income or 
loss. Corporations w ith  capital structures containing secu
rities that do not, in  the aggregate, dilute earnings per 
share 3% or more need present only earnings per common 
share. This exception fo r corporations whose securities do 
not d ilute earnings per share by at least 3% is based upon 
the im m ateria lity of d ilution of less than 3%. In  section 
2011 the Board specified the point at which d ilution be
comes material rather than allowing different judgments 
to determine different levels of materiality. A ll other cor
porations are required to have the “ dual”  presentation of 
prim ary earnings per share and fu lly  diluted earnings per 
share. A ll computations of earnings per share data are to 
be based on a weighted average of shares assumed to be out
standing during the period. [.12, .13, .14, .15, 2011A.02]

Assumptions
.011 Earnings per share computations fo r corpora

tions w ith  complex capital structures are based on various 
assumptions which are required by section 2011. These as
sumptions are made to reflect (1) what a corporation’s 
earnings per share would have been i f  common stock had 
been issued to replace all d ilu tive securities considered to 
be the equivalent of common stock and (2) the additional *

2 See Interpretation 9 for the exceptions.
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dilution which would have resulted i f  common stock had 
been issued to replace all of the corporation’s other poten
tia lly  d ilu tive securities. 3 [.20, .24-.27, .41]

.012 Assumptions to be made are specified fo r exer
cise, conversion, and issuance of securities, prices to be 
used, and methods to be applied to reflect the d ilution 
which would have resulted i f  the transactions and events 
underlying those assumptions had actually occurred. A l
though specific methods fo r applying the assumptions are 
designated, the Board realized that the events and trans
actions assumed fo r the computations m ight not actually 
occur. Rather, the Board specified the assumptions and 
the methods as a practical approach to obtaining compa
rable determinations of earnings per share. [.34, .36]

Classification o f Securities
.013 The advent of securities which are not common 

stock in  form but which enable their holders to obtain com
mon stock modifies some of the traditional relationships 
among securities. W hile common stock is regarded as the 
basic equity security and nonconvertible preferred stock 
and nonconvertible debt are regarded as senior securities, 
those securities which enable their holders to obtain com
mon stock are classified as either common stock equivalents 
or as other potentially dilutive securities fo r earnings per 
share computations. This classification is made at time of 
issuance and does not change thereafter.4 [.25, .28, .41]

.014 A  security is classified solely fo r purposes of 
determining earnings per share. The accounting fo r secu
rities, their presentation in  the financial statements, and 
the determination of book value per share are not affected 
by the classification of securities fo r earnings per share 
computations. [.39]

.015 Common stock equivalents are included in  both 
prim ary and fu lly  diluted earnings per share computations.
Other potentially d ilutive securities are included only in 
fu lly  diluted earnings per share computations. However, 
common stock equivalents and other potentially d ilutive

3 See Interpretation 3 for the special context in which the term other
potentially dilutive securities is used in these Accounting Interpretations of
section 2011. The term is not used in section 2011.

4 Except as explained in Interpretations 29 and 30.
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se cu ritie s  a re  in c lu d e d  in  th e  computations o n ly  w hen th e ir  
e ffe c t is  d ilu tiv e . B o th  a re  exc luded  fro m  th e  computations 
w heneve r th e ir  e ffe c t is  a n ti-d ilu tiv e  except in  the  s itu a 
tio n s  described  in  th e  fo llo w in g  p a ra g ra p h . T hus, a  secu
r i t y  re ta in s  its  s ta tu s  as a  com m on s tock  e q u iv a le n t o r as 
an  o th e r p o te n tia lly  d ilu tiv e  s e c u rity  a fte r  its  c la s s ific a tio n  
has been de te rm ined , b u t i t  m ay e n te r e a rn in g s  p e r share  
co m p u ta tio n s  in  one p e rio d  and  n o t in  a n o th e r p e rio d . 
[.15, .30]

A nti-d ilu tive  Securities
.016 A n ti-d ilu tiv e  se cu ritie s  a re  exc luded  fro m  earn 

in g s  p e r share  co m p u ta tio n s  un less (1 ) com m on s tock  w as 
issued d u rin g  th e  p e rio d  on an  a n ti-d ilu tiv e  exercise  o r 
co n ve rs ion  o r (2 ) a s e c u rity  is  a n ti-d ilu tiv e  in  e a rn in g s  p e r 
share  fo r  incom e b e fo re  e x tra o rd in a ry  ite m s b u t is  d ilu tiv e  
in  e a rn in g s  p e r share  fo r  n e t incom e o r v ice  v e rs a 5 o r (3 ) an  
aggrega te  co m p u ta tio n  is  re q u ire d  w h ic h  has a n e t d ilu tiv e  
e ffe c t b u t w h ic h  m ay in c lu d e  a n ti-d ilu tiv e  se cu ritie s  o r a n ti
d ilu tiv e  co m p u ta tio n s .6 A ll o th e r a n ti-d ilu tiv e  se cu ritie s  
are  exc luded  fro m  ea rn ings p e r share  co m p u ta tio n s  even  
w hen  some a n ti-d ilu tiv e  se cu ritie s  a re  in c lu d e d  in  th e  com 
p u ta tio n  because o f one o r m ore o f th e  above exceptions.
In  an agg rega te  co m p u ta tio n , o n ly  w hen th e  n e t re s u lt is  
d ilu tiv e  m ay a n ti-d ilu tiv e  se cu ritie s  be in c lu d e d  in  th e  ea rn 
in g s  p e r share co m p u ta tio n . [.14, .30, .30 fn. 10, .38, .40, .41]

Primary Earnings per Share
.017 P rim a ry  e a rn in g s  p e r share  d a ta  are based upon  

o u ts ta n d in g  com m on s to ck  and com m on s tock assum ed to

5Note that primary earnings per share for income from continuing 
operations or primary earnings per share for income before extraordinary 
items and the cumulative effect of accounting changes may be anti-dilutive 
when common stock equivalents are present together w ith discontinued 
operations, and/or extraordinary items and/or accounting changes. The 
common stock equivalents may have an anti-dilutive effect upon one of 
these amounts so long as the effect is dilutive upon the other amounts.
The same type of anti-dilution may be reflected within fu lly  diluted earnings 
per share when common stock equivalents and other potentially dilutive 
securities are present together w ith discontinued operations, and/or 
extraordinary items and/or accounting changes. However, fu lly  diluted 
earnings per share for net income would not be anti-dilutive w ith respect 
to primary earnings per share for net income unless the anti-dilution is 
caused by actual exercises or conversions. (See also section 2011.30, 
footnote 10.) [As amended, effective for events and transactions occurring 
after September 30, 1973 by APB Opinion No. 30.]

6 For example, an aggregate computation is required by section 2011.38 
when the number of common shares issuable upon the exercise of all options, 
warrants, and their equivalents exceed 20% of the number of common 
shares outstanding at the end of the period for which the computation
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be outstanding to reflect the d ilutive effect of common 
stock equivalents. Convertible securities which yield less 
than two-thirds of the bank prime interest rate at the time 
of issuance are classified as common stock equivalents. 
Convertible securities issued w ith  the same terms as those 
of an outstanding common stock equivalent are classified 
as common stock equivalents regardless of their yield. 
Outstanding convertible securities which are not common 
stock equivalents become common stock equivalents i f  
another convertible security w ith  the same terms is issued 
and is classified as a common stock equivalent. [.28, .33]

.018 Convertible securities which allow or require the 
payment of cash at conversion are considered the equiva
lents of warrants. Options, warrants and their equivalents, 
stock purchase contracts, and certain agreements to issue 
common stock in the future are classified as common 
stock equivalents. Some participating securities and two- 
class common stocks are also classified as common stock 
equivalents. [.27, .37]

Fully Diluted Earnings per Share

.019 F u lly  diluted earnings per share data are based 
on outstanding common stock and common stock assumed 
to be outstanding to reflect the maximum dilutive effect of 
common stock equivalents and other potentially dilutive 
securities. Thus, convertible securities, options, warrants, 
stock purchase contracts, participating securities, two-class 
common stocks and agreements to issue stock in  the future 
are included in the computation of fu lly  diluted earnings 
per share. The difference between the prim ary and the 
fu lly  diluted earnings per share amounts is the additional 
d ilu tion resulting from other potentially dilutive securities 
outstanding. [.16, .40]
Earnings Applicable to Common Stock

.020 To compute earnings per share, net income must 
often firs t be adjusted to determine earnings applicable to 
common stock. The adjustments to net income do not in  
any way change reported net income but rather are made 
to compute the earnings for the period to which common 
stock has a claim. Corporations w ith  nonconvertible pre-
is be ing  made. A n  aggregate co m p u ta tio n  w o u ld  also be made fo r  an 
an ti-d ilu tive  option w h ich  must be exercised before a d ilu tive  option m ay  
be exercised. (See In te rp re ta tio n  49.)
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ferred stock, fo r example, must deduct any preferred d iv i
dends paid, declared, or accumulated fo r the period in 
adjusting net income to determine earnings applicable to 
common stock. [.39, 2011A.05]

.021 Only dividends which are applicable to the period 
covered by the income statement would be deducted. D iv i
dends declared or accumulated during a p rio r period and 
paid during the period covered by the income statement 
are not deducted since they were considered in  computing 
earnings applicable to common stock during the prior 
period and their payment merely retires the liab ility .

.022 Corporations w ith  common stock equivalents or 
other potentially d ilutive securities may have to make more 
complex adjustments or may not make some adjustments 
which would otherwise be made. For example, interest, 
less tax effect, on convertible bonds deducted in  arriv ing 
at net income would be added back to net income to deter
mine earnings applicable to common stock when the 
convertible bonds are assumed to be converted. Since d iv i
dends on convertible preferred stock are not deducted in 
a rriv ing at net income, they would not be added back to 
net income to determine earnings applicable to common 
stock when convertible preferred stock is assumed to be 
converted. [2011A.06, 2011A.07]

Convertible Securities
.023 Convertible securities are included in  earnings 

per share computations under the “ i f  converted”  method. 
Under this method, the security is assumed to have been 
converted into common stock at the beginning of the period 
being reported upon (or time of issuance of the security, 
i f  la te r). The common stock which would have been issued 
upon conversion is considered outstanding from the date of 
the assumed conversion. Interest deductions applicable to 
convertible debt reduced by the income taxes attributable to 
such interest are added back to net income because the 
interest would not have been incurred i f  the debt had been 
converted into common stock. Nondiscretionary adjust
ments based on net income or income before taxes (for 
items such as profit sharing or royalty agreements, etc.) 
are recomputed after the interest adjustment is made. Any 
difference (less income tax) from the amount originally 
computed is also included in the adjusted net income. 
[2011A.06]
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.024 Convertible securities which require the payment 

of cash at conversion are considered the equivalent of 
warrants fo r computational purposes. Both the treasury 
stock method and the i f  converted method must be applied. 
Convertible securities which permit the payment of cash as 
an alternative at conversion are also considered the equiv
alent of warrants. But when conversion w ithout the pay
ment of cash would be more advantageous to the holder 
w ith  this alternative, only the i f  converted method is 
applied. No proceeds would be received to which the treas
ury stock method could be applied. [.55, .37]

.025 When conversion is not assumed because the re
sult would be anti-dilutive, dividends declared for the 
period (or accumulated fo r the period even though not de
clared) are deducted from net income to determine earnings 
applicable to common stock. [.30, .40, 2011A.05]

Options and Warrants

.026 The basic method fo r including options and war
rants and the ir equivalents in  earnings per share computa
tions is the treasury stock method. Under this method, 
exercise of options and warrants and the ir equivalents is 
assumed at the beginning of the period (or time of issuance, 
i f  la te r). Shares of common stock are assumed to be issued 
and the proceeds from exercise are assumed to be used to 
purchase common stock at the exercise date. Common 
stock outstanding is assumed to increase by the difference 
between the number of shares issued and the number of 
shares purchased. The provision against reflecting anti
d ilution in earnings per share computations generally pro
hibits the assumption of exercise of any option or warrant 
or their equivalents when the assumed purchased price of 
the common stock is below the exercise price of the option 
or warrant. [.36, .42]

.027 Section 2011 recommends as a practical matter 
that exercise not be assumed fo r earnings per share com
putations until the market price of the common stock has 
been higher than the exercise price fo r substantially all of 
three consecutive months ending w ith  the last month of the 
period fo r which the share computation is being made.
Thus, exercise need not be assumed un til this three-month 
test has once been met. [.36]
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.028 A fte r the test has been met, however, an ending 
market price which is above the average market price is 
used fo r fu lly  diluted computations i f  the result is dilutive. 
Therefore, options and warrants may be reflected in  fu lly  
diluted earnings per share even though they are not reflected 
in  primary earnings per share. Options and warrants may 
also be included in  the computations in some periods but 
not be included in  other periods. [.42]

.029 Some warrants require or permit the tendering of 
debt or other securities in  payment of all or part of the 
exercise price. Upon the assumed exercise of such war
rants, the debt or other securities are assumed to be ten
dered (unless tendering cash would be more advantageous 
to the warrant holder when permitted and the treasury 
stock method is applied). Interest, net of income tax, on 
any debt tendered is added back to net income. The treas
ury stock method is applied fo r proceeds assumed to be 
received in  cash. [.37]

.030 The proceeds from the exercise of some warrants 
must be applied to retire debt under the terms of the debt. 
Upon the assumed exercise of such warrants, the proceeds 
are applied to purchase the debt at its market price rather 
than to purchase common stock under the treasury stock 
method. The treasury stock method is applied, however, fo r 
excess proceeds from the assumed exercise. Interest, net 
of income tax, on any debt assumed to be purchased is 
added back to net income.

.031 Some convertible securities require or permit the 
payment of cash upon conversion and are considered the 
equivalent of warrants. The treasury stock method must be 
applied to purchase common stock from proceeds assumed 
to be received. The i f  converted method must also be ap
plied fo r the convertible security.

.032 The application of the treasury stock method is 
modified when the number of common shares which would 
be issued i f  a ll outstanding options and warrants and their 
equivalents were exercised exceeds 20% of the number of 
common shares outstanding at the end of the period. This 
20% test is based only on common shares actually out
standing, not considering any assumed conversion or con
tingently issuable shares. [.38]
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.033 When the 20% test is met, all options and war

rants and the ir equivalents are assumed to be exercised (or 
converted) regardless of whether each would be dilutive 
or anti-dilutive. The treasury stock method is first applied 
to purchase no more than 20% of the number of common 
shares outstanding at the end of the period w ith  the pro
ceeds from exercise. The balance of any proceeds remain
ing after applying the treasury stock method is then applied 
to reduce any short-term or long-term debt of the issuer 
to the extent that the debt may be retired. Finally, any re
maining balance of proceeds is assumed to be invested in 
U . S. government securities or commercial paper. Appro
priate recognition is given to any necessary interest ad
justments (and related income tax effect) fo r both debt 
retirement and investment in determining earnings appli
cable to common stock. [.35, .38]

.034 The results of the foregoing computations are 
then aggregated. I f  the net aggregate effect is dilutive, all 
of these computations enter into earnings per share compu
tations. However, all are omitted i f  the net aggregate effect 
is anti-dilutive. (See Interpretation 74 fo r a description of 
the distinction between the 20% test and the 20% lim ita 
tion. )

Delayed Effectiveness and Changing Rates or Prices

.035 Some convertible securities are not convertible 
un til a future date or their conversion rates may increase or 
decrease in  the future. Sim ilarly, some options or warrants 
are not exercisable until a future date or their exercise 
prices may increase or decrease in the future. [2011A.11]

.036 For primary earnings per share computations, 
the conversion rate or exercise price in  effect fo r the period 
presented is used. I f  the holder does not have the righ t to 
convert or exercise the security un til after that period, the 
earliest effective conversion rate or exercise price during 
the five years following the close of the period is used. 
[2011A.12]

.037 For fu lly  diluted earnings per share computa
tions, the most advantageous conversion rate or exercise 
price (to the security holder) becoming effective w ith in  ten 
years following the close of the period being reported upon 
is used. [2011A.13]

AC § U 2011.033 © 1974, American Institute of Certified Public Accountants, Inc.



Computing Earnings per Share 12,761

Other Securities

.038 Although section 2011 does not describe in depth 
the treatment to he accorded to other types of securities, 
they were contemplated by section 2011 and some guidelines 
given. The earnings per share treatments of two-class com
mon stock, participating securities, common stock issuable 
in  the future upon the satisfaction of specified conditions, 
securities of subsidiaries, and options or warrants to pur
chase convertible securities are discussed in  the Interpreta
tions which follow in  Part I I .  Situations or securities not 
expressly covered in  section 2011 should be dealt w ith  in  
accordance w ith  their substance following the guidelines 
and criteria  of section 2011 and these Accounting In te r
pretations. [.43]

Restatement of Previously Reported Data

.039 The earnings per share amounts reported in a 
p rio r period generally w ill be reported at the same amounts 
when that prio r period is included in  a later comparative 
income statement. Section 2011 specifically prohibits retro
active restatement (1) fo r changes in  market prices of 
common stock when the treasury stock method has been 
applied fo r options and warrants, (2) when conversion rates 
of convertible securities or exercise prices of options or 
warrants change, (3) when convertible securities are ac
tua lly  converted, and (4) fo r prim ary earnings per share, 
when the number of shares issued upon the attainment of 
increased earnings levels differs from the number of shares 
previously considered outstanding. [ .22, .36, .41, 2011A.12, 
2011A.17]

.040 Section 2011 requires retroactive restatement (1) 
to give effect to prior period adjustments,7 (2) to give effect 
to stock dividends, stock splits, and reverse splits, including 
those occurring after the close of the period being reported 
upon, (3) to give effect to a pooling of interests, (4) to give 
effect to changes in  the number of shares contingently is
suable or issued when such changes are caused by changes 
in  market prices of the stock, and (5) to give effect to a 
reduction in  the number of shares contingently issuable

7 See section 2014, P r io r  P e rio d  A d ju s tm e n ts . [A s  amended, e ffective  
fo r  financ ia l sta tem ents fo r  fisca l years b e g in n ing  a fte r O c to b e r 15, 1977, 
b y  F A S B  S ta tem ent N o . 16.] (See section 2014.)
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when the term of an agreement to issue additional shares 
expires and the conditions have not been met.8 [.18,
2011A .03,2011A.04, 2011A.17, 2011A.18]

.041 Section 2011 recommends retroactive restatement 
of earnings per share data fo r periods beginning before 
January 1, 1969 when such data are presented in  compara
tive income statements including a period beginning after 
December 31, 1968 and election “ b”  of section 2011.46 has 
been made. Retroactive restatement of such data is re
quired, however, when election “ a ”  of section 2011.46 has 
been made. Otherwise, part of the data would conform to 
the provisions of Part I I  of APB Opinion No. 9 which is 
superseded by section 2011. [.45, .46]

Business Combinations and Reorganizations

.042 A  business combination accounted fo r as a pur
chase of another business should, in  the weighted average 
of shares, give effect to additional securities issued only 
from the date of acquisition. Results of operations of the 
acquired business are also included in  the statement of in 
come only from  the date of acquisition. [2011A.04]

.043 In  a pooling of two or more corporations, the 
weighted average outstanding securities of the constituent 
corporations adjusted to the equivalent securities of the 
surviving corporation should be used fo r the earnings per 
share computation fo r a ll periods presented. The results 
of operations of the constituent businesses are also com
bined fo r a ll periods presented.

.044 A fte r a reorganization or quasi-reorganization, 
the earnings per share computations should be based on 
an analysis of the particular transaction applying the guide
lines of section 2011.

Disclosure

.045 Disclosure is required to explain the rights and 
privileges of the holders of the various securities outstand
ing; the bases upon which prim ary and fu lly  diluted earn
ings per share were computed; the number of shares issued 
upon conversion, exercise or satisfaction of required con-

8 B u t no te  th a t resta tem en t is p ro h ib ite d  fo r  p r im a ry  earn ings per share  
w hen increased earn ings levels are a tta ined  and shares are issued w h ich  
w ere n o t p re v io u s ly  considered o u ts ta n d in g  fo r  p r io r  p r im a ry  com puta tions.
(See p o in t 4 in  the  p reced ing  pa rag raph  and section  2011A.17.)
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ditions; and other information necessary fo r a clear under
standing of the data presented. (For example, i f  the fu lly  
diluted amount is the same as the prim ary amount because 
certain anti-dilutive securities which are not common stock 
equivalents are omitted from the fu lly  diluted computation, 
that fact would be disclosed.) [.15-.16, .19, .20]

Supplementary Data

.046 Supplementary earnings per share da ta9 are to 
be furnished for the latest period when conversion occurs 
and prim ary earnings per share would have increased or 
decreased at least 3% i f  the conversion had occurred at the 
beginning of the period. Supplementary data are also to be 
furnished when common stock or common stock equivalents 
are sold and the proceeds are used to retire preferred stock 
or debt. I t  may also be desirable to furnish supplementary 
earnings per share data fo r each period presented giving the 
cumulative retroactive effect of a ll such issuances. [.1 4  fn. 
4, .22-.23]

.047 Supplementary data show what prim ary earnings 
per share would have been i f  the situations described above 
had occurred at the beginning of the period being reported 
upon rather than during the period. Thus, supplementary 
data are helpful fo r reflecting the trend of earnings per 
share data when prim ary amounts are affected by an in 
crease in the number of shares included in  the computation 
w ithout an increase in  the capital employed in the business.

Effective Date

.048 Section 2011 is effective fo r fiscal periods begin
ning after December 31, 1968. Earnings per share must 
therefore be reported on the faces of a ll income statements 
fo r periods beginning January 1, 1969 and thereafter. Se
curities are to be classified under the provisions of section 
2011 regardless of the time of issuance except that an elec
tion is granted fo r securities w ith  a time of issuance p rio r 
to June 1, 1969 fo r computing prim ary earnings per share 
to either:  

9 S upp lem en ta ry  earn ings pe r share da ta  shou ld  n o t be confused w ith  
fu l ly  d ilu te d  earn ings per share. A s  used in  section 2011, “ supp lem en ta ry  
earn ings pe r share data”  are  a d d itio n a l da ta  w h ich  are d isclosed in  a note. 
(A P B  O p in io n  N o. 9  used the  te rm  “ supp lem en ta ry  p ro  fo rm a  earn ings  
per share”  to  describe da ta  w h ic h  are described as “ fu l ly  d ilu te d  earn ings  
per share”  in  section 2011.)

AICPA Professional Standards AC § U 2011.048



1 2 , 7 6 4 Accounting Interpretations
(a) classify all such securities under the provisions of 

section 2011, i. e., apply section 2011 retroactively 
regardless of when the securities were issued, or

(b) classify all securities outstanding10 11 at May 31,
1969 as common stock equivalents i f  they were 
residual securities under APB Opinion No. 9.

A ll securities subject to the election must be classified 
under election “ a”  or all securities must be classified under 
election “ b.”  The election may not be changed after i t  is 
made. Thus, the classification of all securities issued p rio r 
to June 1, 1969 once determined under election “ a”  or 
election “ b ”  never change.11 A ll securities w ith  a time of 
issuance after May 31, 1969 must be classified under the 
provisions of section 2011. [.45, .46]

.049 Election “ b”  allows a corporation to ignore op
tions and warrants issued before June 1, 1969 in prim ary 
earnings per share computations unless they were con
sidered residual securities under APB Opinion No. 9. The 
election was provided because the Board has traditionally 
not made its  Opinions retroactive. Section 2011 therefore 
does not apply new rules to securities which were issued 
under a p rio r section and which were already outstanding 
when section 2011 was issued.

.050 The election applies only to prim ary earnings 
per share computations. F u lly  diluted earnings per share 
computations include all common stock equivalents and 
other potentially dilutive securities w ithout regard to the 
election. However, supplementary pro forma earnings per 
share determined under APB Opinion No. 9 are not neces
sarily the same12 as fu lly  diluted earnings per share deter
mined under section 2011. Therefore, the Board recom
mends that previously reported earnings per share data be 
restated when reported in comparative income statements 
including an earnings per share amount computed under

10 Securities no lo n g e r ou ts tan d in g  a t M a y  31, 1969 are classified as 
com m on  s to ck  equ iva lents i f  th e y  w ere res idua l securities u nder A P B  
O p in io n  N o. 9 a t the sta tem ent date. T h is  applies o n ly  fo r  incom e state
m ents fo r  periods p r io r  to  M a y  31, 1969 w hen such incom e statem ents are  
subsequently  inc luded  in  com para tive  incom e statem ents a fte r th a t date.

11 See In te rp re ta tio n s  29 and 30 fo r  exceptions.
12 A lth o u g h  p ro  fo rm a  earn ings per share and fu l ly  d ilu te d  earn ings  

per share could be the same, they m igh t be d iffe rent. A n y  differences would
resu lt p r in c ip a lly  fro m  the  a n ti-d ilu t io n  p ro v is ion s  o f  section 2011 and fro m  
d iffe re n t com pu ta tio n a l m ethods fo r  op tions  and w a rran ts .
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the provisions of section 2011 i f  election “ b ”  of section 
2011.46 has been made. Restatement fo r a ll p rio r periods 
presented is accomplished by retroactively applying (1) 
the security classifications determined under election “ b ”  
and (2) the computational methods prescribed by section 
2011. [ .45, .46]

.051 Both prim ary and fu lly  diluted earnings per 
share amounts fo r prio r periods must be retroactively re
stated i f  election “ a”  of section 2011.46 has been made when 
the p rio r period data are reported in comparative income 
statements including earnings per share data computed 
under the provisions of section 2011.

PART II: ACCOUNTING INTERPRETATIONS
OF SECTION 2011

DEFINITIONAL INTERPRETATIONS
1. Security

.052 The term security is used in  sections 2010, 2011 
and in  these Interpretations in  a broad context to include in
struments not usually considered to be securities. Securities 
are usually thought of as being common stocks, preferred 
stocks (both nonconvertible and convertible), bonds (both 
ordinary and convertible), and warrants. In  a broad con
text, the term security also includes all debt instruments, 
options to purchase stock (or other securities), stock pur
chase contracts, stock subscriptions, and agreements to issue 
stock (or other securities) at a future date. Several secu
rities may be included in a single instrument, which may 
or may not be separable. [ .27, .37]

2 . Common Stock Equivalents

.053 A  common stock equivalent is defined by section 
2011 as: “ A  security which, because of its  terms or the c ir
cumstances under which i t  was issued, is in  substance equiv
alent to common stock.”  (See section 2011D.05.) A  com
mon stock equivalent is not common stock in form but rather 
derives a large portion of its  value from its common stock 
characteristics or conversion privileges. Such a security 
typ ically contains provisions enabling its holder to become 
a common stockholder. Its  value tends to change w ith  
changes in  the value of the common stock to which i t  is 
related. Examples of common stock equivalents are: options
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and warrants, preferred stock or debt convertible into com
mon stock i f  the stock or debt yields less than 66⅔ % of the 
bank prime interest rate at time of issuance, and agreements 
to issue common stock w ith  the passage of time as the only 
condition to issuance. [.2 5 , .27, .33, .35]

3. Other Potentially Dilutive Securities

.054 Other potentially dilutive securities is a term 
used in  this Interpretation to designate a classification of 
securities which are sim ilar to common stock equivalents 
but which fo r one reason or another do not meet the tests 
fo r common stock equivalents under section 2011.13 Other 
potentially d ilu tive  securities are included only in  fu lly  
diluted earnings per share computations while common 
stock equivalents are, in  effect, included in both primary 
and fu lly  diluted earnings per share computations.

.055 Examples of other potentially d ilutive securities 
are convertible senior securities (convertible preferred stock 
and convertible debt) and options or warrants issued p rio r 
to June 1 , 1969 i f  election “ b”  of section 2011.46 is made14 
and the options or warrants were not classified as residual 
securities under APB Opinion No. 9. [.41, .46]

4. Dilution— Dilutive Security

.056 D ilution, as used in  section 2011, is a reduction of 
the amount which would otherwise be reported as earnings 
per share. A  dilutive security is a security which results in  
a decrease in  the amount reported as earnings per share. As 
explained in  Interpretations 5 and 15, there is no dilu tion of 
net loss per share when a corporation reports a net loss on 
its income statement [.14 fn. 4, .30, .40]

.057 A  dilutive security increases the number of com
mon shares which are considered to be outstanding during

13 T h e  te rm  is n o t used in  section  2011 in  th is  s tr ic t  con tex t. P o te n tia lly  
d ilu tiv e  securities, as th a t te rm  is  used in  section 2011, includes com m on
s to ck  equ iva lents. ( F o r  exam ple, see section 2011.14.) Section 2011 d is 
cusses con ve rtib le  sen io r securities w h ic h  are n o t com m on s to ck  equ iva
lents and o th e r co n tingen t issuances w h ich  a re  n o t com m on s to ck  equ iva
lents. S ecurities w h ich  are no t com m on  s tock  equ iva lents b u t w h ich  enable  
th e ir  ho lde rs  to  ob ta in  com m on s tock  are described in  these In te rp re ta tio n s  
as " o ther p o te n tia lly  d ilu t iv e  securities.”  T he re fo re , co n ve rtib le  sen ior secu
r it ie s  described in  section 2011 are  classified as “ o th e r p o te n tia lly  d ilu t iv e  
securities”  in  these In te rp re ta tio n s .

14 See In te rp re ta t io n  46 fo r  an e xp lana tion  o f w h y  these op tions  and 
w a rra n ts  are n o t c lassified  as com m on s tock equiva lents.
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the period for which the earnings per share computation is 
being made. Thus, a dilutive security increases the denom
inator used in the earnings per share computation. Earn
ings applicable to common stock, the numerator in  the com
putation, may also increase. But so long as the numerator 
increase per additional denominator share is less than earn
ings per outstanding share, the security w ill be dilutive. 
[2011A .06 ]

5. Anti-Dilution——Anti-D ilutive Security
.058 Anti-d ilu tion is an increase in  the amount which 

would otherwise be reported as earnings per share or a 
decrease in the amount of the net loss per share. A n ti
d ilution therefore has an incremental effect on earnings per 
share data. An anti-dilutive security is a security which 
would result in  an increase in  the amount reported as 
earnings per share or a decrease in  the amount reported 
as net loss per share. [.30, .40]

.059 When a net income is reported, an anti-dilutive 
option or warrant under the treasury stock method reduces 
the number of common shares considered outstanding dur
ing a period. Such options or warrants, i f  permitted to 
enter the computation, would increase earnings per share 
by reducing the denominator used. Anti-d ilu tive converti
ble debt would increase the denominator. However, its  
interest adjustment would increase earnings applicable to 
common stock, the numerator used in  the computation, by 
a greater amount per additional share than earnings per 
share computed w ithout assuming conversion. Any numer
tor increase per additional denominator share which is 
greater than earnings per share computed without assum
ing conversion would have an incremental effect on earn
ings per share and would be anti-dilutive. Convertible 
preferred stock is anti-dilutive when its dividend per com
mon share obtainable upon conversion exceeds earnings 
per share computed w ithout assuming conversion.

.060 When a net loss is reported, exercise or conver
sion is not assumed.15 Any computation is anti-dilutive 
which increases the number of shares considered outstand
ing during a period fo r which a net loss is reported. Exer
cise of options and warrants is not assumed since this would

15 See Part I, paragraph .016, footnote 5.
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increase the number of shares considered outstanding. 
Likewise, conversion would increase the number of shares 
considered outstanding. In  addition, the i f  converted ad
justments fo r convertible debt would decrease the amount 
of the loss. Not deducting dividends on convertible pre
ferred stock would also decrease the amount of the loss 
applicable to common stock.

6. Dual Presentation
.061 The dual presentation has two groups of earnings 

per share data; one is prim ary earnings per share data and 
the other is fu lly  diluted earnings per share data. Both 
must be presented w ith equal prominence on the face of the 
income statement. [ .1 6 ]

.062 The dual presentation of prim ary and fu lly  d i
luted earnings per share data should not be confused w ith  
the two earnings per share amounts which must be pre
sented when a corporation reports extraordinary items on 
its income statement. Even when the dual presentation is 
not required, a corporation reporting extraordinary items 
must report (1) earnings per share fo r income before 
extraordinary items and (2) earnings per share fo r net 
income. When the dual presentation is required, a corpo
ration reporting extraordinary items must report both 
amounts fo r prim ary earnings per share and both amounts 
fo r fu lly  diluted earnings per share. [ . 1 3 ]

.063 A  corporation w ith  no extraordinary items on its 
income statement would report only earnings per share fo r 
net income. But this must be reported fo r both primary and 
fu lly  diluted earnings per share by a corporation when the 
dual presentation is required.

7. Prim ary Earnings per Share
.064 Primary earnings per share is the amount of 

earnings attributable to each share of common stock out
standing and common stock assumed to be outstanding to 
reflect the d ilutive effect of common stock equivalents. 
Prim ary earnings per share data include an earnings per 
share amount fo r income before extraordinary items and an 
earnings per share amount for net income. These data 
may also include an earnings per share amount fo r ex
traordinary items. [ . 13 , .1 5 ]
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.065 Prim ary earnings per share is used in  section 
2011 and in these Interpretations as a convenient means 
of designating the presentation of these data which must 
appear on the face of an income statement of a corporation 
when the dual presentation is required. Thus, “ prim ary”  
is a communication tool used merely to identify this group 
of earnings per share data to he presented and is not sug
gested as a caption to he used on the income statement. The 
term “ prim ary”  is not intended in any way to attribute 
greater significance to this group of data than is attributed 
to the fu lly  diluted data.
8. Fully D iluted Earnings pe r Share

.066 F u lly  diluted earnings per share is the amount 
of earnings attributable to each share of common stock 
outstanding and common stock assumed outstanding to 
reflect the dilutive effect of common stock equivalents and 
other potentially d ilu tive securities. Fu lly  diluted earnings 
per share data include an earnings per share amount for 
income before extraordinary items and an earnings per 
share amount fo r net income. These data may include an 
earnings per share amount fo r extraordinary items. [.13, 
.15]

.067 Fu lly  diluted earnings per share is used in  section 
2011 and in  these Interpretations as a convenient means of 
designating the presentation of these data which must 
appear on the face of an income statement of a corporation 
when the dual presentation is required. Thus, “ fu lly  
d ilu ted”  is a communication tool used merely to identify 
this group of earnings per share data to be presented and 
is not suggested as a caption to be used on the income state
ment.

APPLICABILITY OF SECTION 2011
9. Corporations and Financial Presentations Excepted *

.068
Q—Does section 2011 require all corporations to present 

earnings per share on all income statements?
A —A ll corporations which are not specifically excepted 

by section 2011 must present earnings per share on the 
face of any income statement or summary of such a state
ment fo r periods beginning after December 31, 1968.

*  See section 2083, Suspension o f the Reporting o f Earnings per Share 
and Segment In fo rm a tion  by N onpublic Enterprises.
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.069 The only corporations excepted from the provi

sions of section 2011 are:
1. Mutual companies without common stock or com

mon stock equivalents outstanding (for example, 
mutual savings banks, cooperatives, credit unions, 
etc.).

2. Companies registered under the Investment Com
pany Act of 1940.

3. Corporations owned by political subdivisions or 
municipal, county, state, federal or foreign govern
ments.

4. Not-for-profit corporations (fo r example, colleges, 
universities, medical or scientific research entities, 
trade and professional associations, religious organi
zations, etc. which are incorporated). [.06]

.070 Section 2011 applies to a ll financial presentations 
which purport to present results of operations in  conformity 
w ith  generally accepted accounting principles and to sum
maries of those presentations fo r a ll corporations except 
those listed above. However, the follow ing financial pres
entations are also excepted from the provisions of sec
tion 2011:

1. Parent company statements accompanying consoli
dated financial statements.

2. Statements of wholly owned subsidiaries.
3. Special purpose statements.

[ . 05, .06]

.071 Special purpose statements (as described in AU 
section 621, volume 1, A ICPA P r o f e s s io n a l  S t a n d a r d s )  by 
definition are not prepared in accordance w ith  generally 
accepted accounting principles. Special purpose statements 
are not, however, merely those prepared fo r specific pur
poses i f  they purport to present results of operations in con
fo rm ity  w ith  generally accepted accounting principles. For 
example, SEC Form S-9 fo r registration of certain high- 
grade, nonconvertible, fixed-interest debt securities requires 
disclosure of ratios of earnings to fixed charges fo r each 
year in  the summary (or statement) of earnings. Although 
the SEC does not require that earnings per share data be 
reported in  Form S-9, this form  is not a “ special purpose
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sta tem en t. ”  E a rn in g s  p e r share m u s t th e re fo re  be re p o rte d  
u n d e r section  2011.

10. Closely Held Corporations *
.072

Q— Does section  2011 a p p ly  to  c lo se ly  h e ld  co rp o ra 
tio n s  ?

A —Yes, c lo se ly  h e ld  c o rp o ra tio n s  w h ic h  a re  n o t w h o lly  
ow ned su b s id ia rie s  o f o th e r c o rp o ra tio n s  m u s t re p o rt ea rn 
in g s  p e r share on th e ir  incom e sta tem ents  in  accordance  
w ith  sec tion  2011. A  c o rp o ra tio n  whose s tock  is  a ll ow ned  
b y  a s in g le  in d iv id u a l is  n o t a w h o lly  ow ned s u b s id ia ry  
[ .05, .06]

11. Dilution Less Than 3%
.073

Q— M u st a c o rp o ra tio n  w ith  fe w  d ilu tiv e  se cu ritie s  o u t
s ta n d in g  m ake th e  d u a l p re se n ta tio n ?  M a y  such a co rp o ra 
tio n  ig n o re  th e  d ilu tiv e  se cu ritie s  and re p o rt e a rn ings p e r 
share based on com m on shares o u ts ta n d in g ?

A — T he  re q u ire d  re p o rtin g  o f e a rn in g s  p e r share d a ta  
depends on the  m a te r ia lity  o f the  am oun t o f d ilu tio n  p ro 
duced b y  se cu ritie s  w h ic h  enable th e ir  h o ld e rs  to  o b ta in  
com m on s tock  in  th e  fu tu re . A g g re g a te  d ilu tio n  fro m  a ll 
such se cu ritie s  w h ic h  is  less th a n  3%  o f e a rn in g s  p e r com 
m on share o u ts ta n d in g  need n o t be re p o rte d  fo r  e ith e r 
p r im a ry  o r fu lly  d ilu te d  e a rn in g s  p e r share, since such  
d ilu tio n  is  n o t considered  to  be m a te ria l. T hus, i f  b o th  the  
p r im a ry  and  fu lly  d ilu te d  am ounts a re  m ore  th a n  97%  o f 
e a rn in g s  p e r com m on share o u ts ta n d in g , e a rn in g s  p e r share  
m ay be based on o n ly  com m on shares o u ts ta n d in g . [ .14 
fn. 4]

.074 T he  3%  p ro v is io n  a p p lie s  to  fu lly  d ilu te d  ea rn 
in g s  p e r share com pared to  e a rn in g s  p e r com m on share  
o u ts ta n d in g , n o t com pared to  p r im a ry  e a rn in g s  p e r share. 
A n ti-d ilu tiv e  se cu ritie s  are n o t d ilu tiv e  b y  d e fin itio n  and  
shou ld  be excluded in  co m p u tin g  agg rega te  d ilu tio n . The  
3%  p ro v is io n  a lso a p p lie s  to  the  re p o rtin g  o f an y  o th e r 
e a rn in g s  p e r share  in fo rm a tio n , such as su p p le m e n ta ry

* See section 2083, Suspension o f  the R e p o rtin g  o f  E a rn in g s  p e r S ha re  
and S egm ent In fo rm a t io n  by N o n p u b lic  E n te rp rises .
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d a ta . A g g re g a te  d ilu tio n  o f less th a n  3%  g e n e ra lly  shou ld  
be re p o rte d  w hen i t  is  a n tic ip a te d  th a t e a rn in g s  p e r share  
d a ta  fo r  a p e rio d  w hen th e  p ro v is io n  a p p lie s  m ig h t sub
sequen tly  be in c lu d e d  in  a co m p a ra tive  incom e s ta tem en t 
in  w h ich  th e  fo llo w in g  p e rio d  re fle c ts  d ilu tio n  o f 3%  o r 
m ore. O the rw ise , d ilu tio n  in  th e  fo llo w in g  p e rio d  w o u ld  
appea r g re a te r th a n  i t  in  fa c t was. [.15, .17]

.075 T he  B o a rd  in te n d e d  the  3%  p ro v is io n  to  p ro v id e  
re lie f fro m  com p lex co m p u ta tio n s  to  c o rp o ra tio n s  w h ich  
w o u ld  have in s ig n ific a n t d ilu tio n  i f  a ll o b lig a tio n s  to  issue  
com m on s to ck  in  th e  fu tu re  w ere  fu lf ille d  c u rre n tly . T h is  
w o u ld  be th e  case, fo r  exam ple, fo r  a c o rp o ra tio n  w h ic h  has 
no  o b lig a tio n s  to  issue  com m on s tock excep t fo r  a sm a ll 
am oun t o f s to c k  u n d e r o p tio n s  g ra n te d  to  its  execu tives.
[.14 fn. 4]

12. 3% Test
.076

Q— Is  th e re  a s im p le  te s t w h ic h  can be a p p lie d  to  d e te r
m ine  i f  d ilu tio n  w o u ld  be a t le a s t 3%  ?

A — Yes. A s  a “ ru le  o f th u m b ,”  m ake b o th  th e  p r im a ry  
and fu lly  d ilu te d  co m pu ta tion s  w heneve r th e  num ber o f 
a d d itio n a l com m on shares w h ic h  m u s t be assum ed to  be 
issued exceeds 3%  16 o f th e  num ber o f o u ts ta n d in g  com m on  
shares. I f  th e  d ilu tio n  p roduced  b y  e ith e r co m p u ta tio n  
is  a t le a s t 3% , th e  d u a l p re se n ta tio n  is  re q u ire d . [.15]

.077 D ilu tiv e  o p tio n s  and w a rra n ts  are  in c lu d e d  in  
e a rn ings p e r share co m p u ta tio n s  u n d e r th e  tre a s u ry  s tock  
m ethod, w h ic h  produces in c re m e n ta l shares (as e xp la in e d  
in  In te rp re ta tio n  51 ). T he  num be r o f in c re m e n ta l shares 
th e  tre a s u ry  s to ck  m e thod  w il l  p roduce  can be a p p ro x i
m a ted  b y  a p p ly in g  a s im p le  fo rm u la . S ince s to ck  op tio n s  
are  th e  o n ly  o b lig a tio n s  o f m a n y  c lo se ly  h e ld  co rp o ra tio n s  
to  issue  com m on stock , th e  fo rm u la  is  u s e fu l w hen the  te s t 
described  above is  to  be a p p lie d  and  o n ly  o p tio n s  o r w a r
ra n ts  a re  considered . [ . 3 6 ]

16 Actually, the number of additional shares must be at least 3/97 (or
3.09 +  % ) of the number of outstanding common shares. I f  earnings 
applicable to common stock includes an “ if converted”  adjustment, a greater 
number o f additional shares would be required to  produce dilution of at 
least 3%. Thus, although the number of additional shares is not the only 
determinant of dilution, common shares assumed outstanding must increase 
more than 3% to  produce dilution of at least 3%.
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.078 T he  fo llo w in g  fo rm u la 17 w ill a p p ro x im a te  th e  

num ber o f in c re m e n ta l shares w h ic h  w ill re s u lt fro m  a p p ly 
in g  the  tre a s u ry  s tock  m ethod  fo r  o p tio n s  o r w a rra n ts :

M - E
I  = -----------(N )

M
W h e re :

I  is  th e  num ber o f in c re m e n ta l shares w h ic h  w o u ld  
be p roduced  b y  th e  tre a s u ry  s tock  m ethod.

M  is  the  m a rk e t p ric e  (o r  fa ir  va lu e ) p e r share  
o f com m on stock.

E  is  the  exercise p ric e  o f th e  o p tio n  o r w a rra n t 
p e r com m on share o b ta in a b le  upon  exercise.

N  is  th e  to ta l num be r o f shares o b ta in a b le  on exer
cise.

S u b je c t to  th e  c o n s tra in t18 th a t M > E

.079 A n  exam ple  o f th e  a p p lic a tio n  o f th e  fo rm u la  
fo llo w s . Assum e th a t a c o rp o ra tio n  has g ra n te d  o p tio n s  to  
its  o fficers to  purchase 10,000 shares o f com m on s tock  a t 
$6 p e r share and th e  com m on s tock  has a m a rk e t p ric e  (o r  
fa ir  va lu e ) o f $10 p e r share.

.080 A p p ly in g  th e  fo rm u la  fo r  th e  in fo rm a tio n  g ive n , 
th e  am ounts to  be s u b s titu te d  fo r  th e  le tte rs  a re :

I  == unkn o w n  

M  =  $10 

E  =  $6 

N  =  10,000

T h e re fo re :

$10 -  $6
I  = ---------------- ( 10,000)

$10
I  =  .4(10,000)

1 =  4,000

17 The formula should not be used when section 2011.38 applies, i. e., 
when the number of common shares obtainable on the exercise of all 
options and warrants and their equivalents exceeds 20% of the number of 
common shares outstanding.

18 The formula would not be used unless the market price is greater 
than the exercise price since the result could be anti-dilutive.
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I f  th e  4,000 in c re m e n ta l shares exceeds 3%  o f th e  num ber 
o f o u ts ta n d in g  com m on shares, a c tu a l d ilu tio n  w o u ld  be 
com puted  to  de te rm ine  i f  d ilu tio n  is  a t le a s t 3% .

13. Subchapter S Corporations
.081

Q— Does section  2011 a p p ly  to  th e  fin a n c ia l sta tem ents  
o f c o rp o ra tio n s  e le c tin g  u n d e r S ubchap te r S o f C h a p te r 1 
o f th e  In te rna l Revenue Code?

A —Yes, such co rp o ra tio n s  m u s t re p o rt e a rn in g s  p e r 
share on th e  face o f th e ir  incom e sta tem ents. N e t incom e  
is  com puted  w ith o u t re g a rd  to  taxes on th a t incom e w h ich  
w ill he p a id  b y  s tockho lde rs  ra th e r th a n  b y  th e  c o rp o ra tio n . 
U n d is tr ib u te d  ea rn in g s  o f th e  c o rp o ra tio n  ta xe d  to  th e  
s to ckh o ld e rs  increase  th e  s to ckh o ld e rs ’ ta x  bases in  th e  
shares th e y  ow n, b u t th e  num ber o f shares o u ts ta n d in g  does 
n o t increase un less the  c o rp o ra tio n  issues a d d itio n a l shares. 
The am oun t p e r share o f incom e ta x  th e  c o rp o ra tio n  w o u ld  
have p a id  in  th e  absence o f th e  S ubchap te r S e le c tio n  w o u ld  
be u se fu l in fo rm a tio n  to  d isclose. [.05, .06]

14. Unaudited Financial Statements
.082
Q— Does section  2011 a p p ly  to  u n a u d ite d  fin a n c ia l 

sta tem ents?
A — Yes. I f  a C P A  is  associa ted w ith  an u n a u d ite d  

incom e s ta tem en t w h ic h  does n o t re p o rt e a rn ings p e r share, 
th e  C P A  shou ld  phrase h is  d is c la im e r o f o p in io n  on th e
statement in accordance with the provisions of either A U 
sections 516.05-.06 or 517.06 (Volume 1, A IC P A  P r o f e s 
s io n a l  S t a n d a r d s ) as is appropriate under the circum
stances of the engagement. [ . 0 5 ,  . 0 6 ]

EARNINGS PER SHARE PRESENTATION
15. Reporting Loss per Share

.083
Q— M u s t n e t loss p e r share  be re p o rte d ?
A — Y es, n e t loss p e r share  m u s t be re p o rte d  u n d e r th e  

same re q u ire m e n ts  th a t e a rn in g s  p e r share  m u s t be re 
p o rte d . N e t loss p e r share, how eve r, is  based on o u ts ta n d in g
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com m on shares. A ssu m in g  exercise  o f o p tio n s  and w a rra n ts  
o r conve rs ion  o f c o n v e rtib le  se cu ritie s  w o u ld  be a n ti
d ilu tiv e  since an  increase  in  th e  num be r o f shares assum ed 
to  be o u ts ta n d in g  w o u ld  reduce the  am oun t o f th e  loss 
p e r share.19 The am oun t o f th e  loss is  increased  b y  any  
d iv id e n d s  dec la red  (o r c u m u la tiv e  even th o u g h  n o t de
c la re d ) fo r  th e  p e rio d  on p re fe rre d  stocks. [.12, 2011A.05]

16. EPS fo r Extraordinary Items
.084
Q— M u s t ea rn ings p e r share  be p resented  fo r  e x tra o r

d in a ry  item s?
A — N o, a lth o u g h  th is  p re se n ta tio n  m ay g e n e ra lly  be 

de s ira b le . S ection  2011.13 s ta tes th a t e a rn in g s  p e r share  
d a ta  sh ou ld  be re p o rte d  co n s is te n t w ith  th e  incom e s ta te 
m e n t p re se n ta tio n  re q u ire d  b y  section  2012.11. T hus, i t  
w o u ld  appea r th a t e a rn ings p e r share  sho u ld  be presented  
fo r  (1 ) incom e be fo re  e x tra o rd in a ry  ite m s, (2 ) e x tra o rd i
n a ry  ite m s less a p p lica b le  incom e ta x , and (3 ) n e t incom e  
as re q u ire d  b y  section  2012.11 w hen  an  e x tra o rd in a ry  ite m  
is  re p o rte d  on  th e  incom e sta tem en t. T h is  p re se n ta tio n  is  
used in  th e  exam ple  in  sec tion  2011C.03, E x h ib it  B . [.1 3 ] 
[A s  am ended, e ffe c tiv e  fo r  events and  tra n s a c tio n s  occu r
r in g  a fte r  S eptem ber 30, 1973 b y  A P B  O p in io n  N o. 30 .]

.085 H ow ever, sec tion  2011.13 re q u ire s  th a t ea rn ings  
p e r share  d a ta  be p resen ted  fo r  o n ly  (1 ) incom e b e fo re  
e x tra o rd in a ry  ite m s  and  (2 ) n e t incom e. A lth o u g h  th e  tw o  
re q u ire m e n ts  appea r to  c o n flic t, e a rn in g s  p e r share need n o t 
be p resented  fo r  e x tra o rd in a ry  ite m s. A  re a d e r o f th e  fin a n 
c ia l s ta tem ents  can d e te rm in e  ea rn in g s  p e r share  fo r  ex
tra o rd in a ry  ite m s  b y  s u b tra c tio n  i f  i t  is  n o t re p o rte d .

.086 N a tu ra lly , the  e a rn in g s  p e r share  d a ta  w ill be 
m ore  com ple te  i f  an  am o u n t is  re p o rte d  fo r  e x tra o rd in a ry  
ite m s  w hen such ite m s  a re  re p o rte d  on th e  incom e s ta te 
m en t. T h is  p re se n ta tio n , a lth o u g h  n o t re q u ire d , m ay th e re 
fo re  be g e n e ra lly  d es irab le . In  some cases, re p o rtin g  a ll 
th re e  e a rn in g s  p e r share am oun ts w o u ld  be p a r tic u la r ly  
h e lp fu l to  th e  re a d e r, such as in  th e  s itu a tio n  described  in  
section  2011.30, fo o tn o te  10 (w h e re  th e  e ffe c t on e ith e r in 
com e b e fo re  e x tra o rd in a ry  ite m s  o r on n e t incom e is  a n ti
d ilu tiv e  b u t is  d ilu tiv e  on th e  o th e r). [.30, fn. 10]

19 See paragraph .016, footnote 5.
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17. Simple Capital Structure
.087

Q— W h a t is  a s im p le  c a p ita l s tru c tu re  fo r  purposes o f 
co m p u tin g  ea rn in g s  p e r sh a re ?

A — A  c o rp o ra tio n  has a s im p le  c a p ita l s tru c tu re  fo r  
purposes o f co m p u tin g  e a rn ings p e r share i f  d u rin g  th e  
p e rio d  i t  had  no se cu ritie s  o u ts ta n d in g  (o r agreem ents to  
issue se cu ritie s ) th a t in  th e  aggrega te  d ilu te  ea rn ings p e r 
o u ts ta n d in g  com m on share. [.14]

18. Complex Capital Structure
.088

Q— W h a t is  a com plex c a p ita l s tru c tu re  fo r  purposes  
o f co m p u tin g  ea rn ings p e r sh a re ?

A — A  c o rp o ra tio n  has a com p lex c a p ita l s tru c tu re  fo r  
purposes o f co m p u tin g  e a rn ings p e r share i f  i t  has issued, 
in  a d d itio n  to  com m on s tock, se cu ritie s  w h ic h  have a d ilu 
t iv e  e ffe c t on ea rn ings p e r o u ts ta n d in g  com m on share. 
A m o n g  th e  se cu ritie s  w h ich  m ay have a  d ilu tiv e  e ffe c t a re  
c o n v e rtib le  p re fe rre d  s tock , co n ve rtib le  deb t, o p tio n s , 
w a rra n ts , p a r tic ip a tin g  se cu ritie s , d iffe re n t classes o f com 
m on s tock, and agreem ents to  issue such se cu ritie s  o r shares 
o f com m on stock  in  th e  fu tu re . [.15, .27, .41]

.089 A s  e xp la in e d  in  In te rp re ta tio n  11, i f  the  a g g re 
g a te  d ilu tio n  fo r  th e  p e rio d  p roduced  b y  a ll such se cu ritie s  
w h ic h  a re  d ilu tiv e  does n o t reduce e a rn in g s  p e r o u ts ta n d 
in g  com m on share  b y  a t le a s t 3% , a c o rp o ra tio n  m ay be 
conside red  as h a v in g  a  s im p le  c a p ita l s tru c tu re  fo r  purposes  
o f c o m p u tin g  e a rn ings p e r share. I t  m ay be des irab le , how 
ever, to  re p o rt the  a c tu a l d ilu tio n  in  such a case, p a rtic u 
la r ly  i f  th e  p e rio d  b e in g  re p o rte d  upon  m ig h t la te r  be in 
c luded  in  a co m p a ra tive  incom e s ta tem en t w h ic h  in c lu d e s  
one o r m ore p e rio d s  w ith  d ilu tio n  o f 3%  o r m ore. [.14, .14 
fn. 4, .17]

19. EPS fo r Simple and Complex Capital Structures
.090

Q— H o w  does the  re p o rtin g  o f e a rn in g s  p e r share d a ta  
d iffe r  fo r  co rp o ra tio n s  w ith  s im p le  c a p ita l s tru c tu re s  and  
c o rp o ra tio n s  w ith  com plex c a p ita l s tru c tu re s ?
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A — A  c o rp o ra tio n  w ith  a s im p le  c a p ita l s tru c tu re  is  
re q u ire d  to  have a s in g le  p re se n ta tio n  o f “ e a rn in g s  p e r 
com m on sh a re ”  on th e  face  o f its  incom e sta tem en t. A  
c o rp o ra tio n  w ith  a com p lex c a p ita l s tru c tu re  is  re q u ire d  
to  have  a d u a l p re se n ta tio n  o f b o th  p r im a ry  and  fu lly  
d ilu te d  ea rn in g s  p e r share  on th e  face  o f its  incom e s ta te 
m ent. [.14, .15]

.091 E xce p tio n s  w h ic h  app l y  to  co rp o ra tio n s  w ith  
s im p le  c a p ita l s tru c tu re s  are  e xp la in e d  in  In te rp re ta tio n
20. A n  exce p tio n  w h ic h  a p p lie s  to  c o rp o ra tio n s  w ith  com 
p le x  c a p ita l s tru c tu re s  is  e xp la in e d  in  In te rp re ta tio n  18.

20. Dual Presentation fo r Corporation w ith Simple Capital
Structure

.092
Q— Is  a c o rp o ra tio n  w ith  a s im p le  c a p ita l s tru c tu re  eve r 

re q u ire d  to  have th e  d u a l p re se n ta tio n ?
A —Yes, the  d u a l p re se n ta tio n  is  re q u ire d  i f  com m on  

s tock  w as issued d u rin g  th e  p e rio d  on exercise, conve rs ion , 
etc. and p r im a ry  ea rn in g s  p e r share  w o u ld  have increased  
o r decreased i f  th e  issuance had  ta ke n  p lace  a t th e  b e g in 
n in g  o f th e  p e rio d . [.41]

.093 A  c o rp o ra tio n  has a s im p le  c a p ita l s tru c tu re  w hen  
i t  has no  d ilu tiv e  se cu ritie s  o u ts ta n d in g . I f  o u ts ta n d in g  
a n ti-d ilu tiv e  se cu ritie s  a re  exercised  o r conve rted , how ever, 
such a c o rp o ra tio n  w o u ld  be re q u ire d  to  have  th e  d u a l 
p re se n ta tio n  i f  p rim a ry  e a rn in g s  p e r share w o u ld  have been  
a ffe c te d  as described  above. T h u s  th e  d u a l p re se n ta tio n  
m ay be re q u ire d  fo r  a c o rp o ra tio n  w ith  a s im p le  c a p ita l 
s tru c tu re  to  re p o rt th e  in c re m e n ta l e ffe c t o f an  a n ti-d ilu tiv e  
exercise  o r convers ion . [.14, .41]

.094 A lso , th e  d u a l p re se n ta tio n  is  re q u ire d  fo r  a ll 
p e rio d s  p resen ted  in  a co m p a ra tive  incom e s ta te m e n t i f  i t  
is  re q u ire d  fo r  an y  p e rio d . T h e  d u a l p re se n ta tio n  m a y  
th e re fo re  be re q u ire d  fo r  one o r m ore  p e rio d s  in  a com pa ra 
tiv e  incom e sta tem en t w hen  th e  c o rp o ra tio n  had  a s im p le  
c a p ita l s tru c tu re . [.17]

21. Primary v. Fully Diluted EPS
.095

Q— H o w  do fu lly  d ilu te d  e a rn in g s  p e r share  d iffe r  fro m  
p r im a ry  e a rn in g s  p e r share?
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A — P rim a ry  ea rn ings p e r share co m p u ta tio n s  in c lu d e  
o n ly  com m on s tock  and d ilu tiv e  com m on s to ck  e q u iva le n ts .
F u lly  d ilu te d  e a rn in g s  p e r share co m p u ta tio n s  in c lu d e  com 
m on s to ck  and d ilu tiv e  com m on s to ck  e q u iva le n ts  to g e th e r 
w ith  o th e r p o te n tia lly  d ilu tiv e  se cu ritie s . F u lly  d ilu te d  
ea rn in g s  p e r share a lso in c lu d e  those exercises o r conve r
sions fo r  w h ic h  com m on s tock  w as issued d u rin g  the  p e rio d  
w h e th e r th e ir  e ffe c t is  d ilu tiv e  o r a n ti-d ilu tiv e . [ .24, .41]

.096 F u lly  d ilu te d  ea rn in g s  p e r share show  th e  m a x i
m um  p o te n tia l d ilu tio n  o f a ll d ilu tiv e  c o n tra c tu a l o b lig a
tio n s  to  issue com m on s tock and th e ir  e ffe c t on c u rre n t 
e a rn in g s  p e r share on a p ro sp e c tive  basis. T h e  d iffe re n ce  
betw een p r im a ry  and fu lly  d ilu te d  e a rn in g s  p e r share shows 
(1 ) th e  m ax im um  e x te n t o f p o te n tia l d ilu tio n  o f c u rre n t 
ea rn in g s  w h ic h  w o u ld  occur fro m  th e  convers ions o f se cu ri
tie s  th a t a re  n o t com m on s tock  e q u iva le n ts  o r the  c o n tin 
g en t issuance o f com m on s tock  n o t in c lu d e d  in  the  com 
p u ta tio n  o f p r im a ry  e a rn in g s  p e r share and  (2 ) the  e ffe c t 
o f a ll issuances o f com m on s tock  on exercises o r conversions  
d u rin g  th e  ye a r as i f  the  issuance h a d  o ccu rre d  a t th e  b e g in 
n in g  o f th e  ye a r. [ .16, .40, .41]

22. Captions fo r Earnings per Share Presentations
.097

Q— W h a t ca p tio n s  sh o u ld  be used fo r  re p o rtin g  ea rn 
in g s  p e r share am ounts in  the  d u a l p re se n ta tio n ?

A — P recise  d e s ig n a tio n s  are n o t p re sc rib e d  b y  section  
2011 excep t th a t th e  te rm  “ e a rn in g s  p e r com m on sh a re ”  
sh o u ld  n o t be used unless a c o rp o ra tio n  has a  s im p le  c a p ita l 
s tru c tu re  o r th e  te rm  is  a p p ro p ria te ly  q u a lifie d . T he q u a li
fic a tio n  is  d e te rm in e d  b y  w h e th e r th e  c o rp o ra tio n  has o n ly  
com m on s to ck  e q u iva le n ts  o r a lso  has o th e r p o te n tia lly  
d ilu tiv e  se cu ritie s . [ .16]

.098 L is te d  be lo w  a re  fiv e  ca p tio n s  w h ic h  m ig h t be 
used to  des igna te  ea rn in g s  p e r share am ounts. F o llo w in g  
th e  ca p tio n s  is  a ta b le  in d ic a tin g  th e  ca p tio n s  a  c o rp o ra tio n  
m ig h t use w hen  i t  has v a rio u s  co m b in a tio n s  o f se cu ritie s  
o u ts ta n d in g . T he  f ir s t  tw o  co lum ns o f th e  ta b le  in d ic a te  
th e  co m b in a tio n s  o f se cu ritie s  a  c o rp o ra tio n  m ig h t have.
T he  num bers in  th e  o th e r th re e  co lum ns re fe r to  th e  num 
bers lis te d  beside th e  ca p tio n s  w h ic h  m ig h t be used to
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designa te  th e  e a rn in g s  p e r share  am ounts. F o r exam ple , a 
c o rp o ra tio n  h a v in g  b o th  d ilu tiv e  com m on s tock e q u iva le n ts  
and o th e r p o te n tia lly  d ilu tiv e  se cu ritie s  o u ts ta n d in g  cou ld  
designa te  th e  p r im a ry  am oun ts ‘ ‘ E a rn in g s  p e r com m on  
and com m on e q u iva le n t sh a re ”  and co u ld  des igna te  the  
fu lly  d ilu te d  am ounts “ E a rn in g s  p e r com m on share—  
assum ing  fu ll d ilu tio n . ’’

SUGGESTED EARNINGS PER SHARE CAPTIONS
1. E a rn in g s  p e r com m on share.
2. E a rn in g s  p e r com m on share— assum ing  no d ilu tio n .
3. E a rn in g s  p e r com m on share— assum ing  fu ll d ilu tio n .
4. E a rn in g s  p e r com m on and com m on e q u iva le n t share. 

( I f  b o th  d ilu tiv e  and a n ti-d ilu tiv e  com m on stock  
e q u iva le n ts  a re  p resen t, th e  ca p tio n  m ay be : E a rn 
in g s  p e r com m on and d ilu tiv e  com m on e q u iva le n t 
share .)

5. E a rn in g s  p e r com m on share— assum ing  issuance o f 
a ll d ilu tiv e  co n tin g e n t shares.

TABLE INDICATING USE OF EPS CAPTIONS
D u a l P rese n ta tio n

Common Stock 
E qu iva len ts  

Present

Other P o te n tia lly  
D ilu tiv e  S ecu ritie s  

Present

C a p tio n  fo r  
S in g le  

P rese n ta tio n
P rim a ry
C a p tio n

Fully
D ilu te d
C a p tio n

No a No a 1
No * Dilutive 2 3
N o a Anti-dilutive 1 b

Dilutive No 4 3 c
Dilutive Dilutive 4 3
Dilutive Anti-dilutive 4 5 b, c

Anti-d ilutive N o a 1 b
Anti-d ilutive Dilutive 2 b 5  b
Anti-d ilutive Anti-dilutive 1 b

Notes:
a Or d ilution is less than 3% if such securities are present. 
b In a note, disclose the existence o f the anti-dilutive securities. 
c Primary and fully diluted amounts w ill be the same.

23. Captions in Comparative Statements
.099
Q— W h a t p re se n ta tio n  is  re q u ire d  in  a com para

tiv e  incom e s ta tem en t w hen a c o rp o ra tio n  has a s im p le  
c a p ita l s tru c tu re  in  one p e rio d  and  a com p lex c a p ita l s tru c 
tu re  in  a n o th e r p e riod?
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A — T he  d u a l p re se n ta tio n  is  re q u ire d  fo r  a ll p e rio d s  
presented  i f  i t  is  re q u ire d  fo r  a n y  p e rio d  presented . S ince  
th e  c o rp o ra tio n  had  a com plex c a p ita l s tru c tu re  in  one 
p e rio d  p resented , th e  d u a l p re se n ta tio n  is  re q u ire d  fo r  th a t 
p e rio d  and fo r  a ll o th e r p e rio d s  p resented  in  th e  com para
tiv e  incom e sta tem ent. [.1 7 ]

.100 In  a co m p a ra tive  incom e sta tem en t the  ca p tio n s  
used shou ld  be a p p ro p ria te  fo r  th e  m ost d ilu tiv e  p resen ta 
tio n . F o r exam ple , i f  th e re  w ere no com m on s tock  e q u iv 
a le n ts  in  one p e rio d , a n ti-d ilu tiv e  com m on s tock e q u iva le n ts  
in  one p e rio d , and d ilu tiv e  com m on s tock  e q u iva le n ts  in  
a n o th e r p e rio d  in  a co m p a ra tive  incom e s ta tem ent, th e  
p rim a ry  am ounts cou ld  have a d e s ig n a tio n  such as “ ea rn 
in g s  p e r com m on and d ilu tiv e  com m on e q u iv a le n t sh a re .’ ’ 
E x p la n a to ry  d isc losu re  in  a no te  m ay a lso  be a p p ro p ria te .

COMPUTING EARNINGS PER SHARE
24. Earnings Applicable to Common Stock

.101
Q— H o w  is  “ ea rn ings a p p lica b le  to  com m on s to c k ”  

de te rm in e d  fo r  ea rn ings p e r share com pu ta tions?
A — F o r a c o rp o ra tio n  w ith  a s im p le  c a p ita l s tru c tu re , 

ea rn in g s  a p p lica b le  to  com m on s tock is  n e t incom e reduced  
b y  d iv id e n d s  dec la red  o r p a id  fo r  th e  p e rio d  to  p re fe rre d  
stock. C u m u la tive  p re fe rre d  d iv id e n d s  fo r  the  c u rre n t 
p e rio d  n o t p a id  o r dec la red  a lso  a re  deducted  fro m  n e t 
incom e in  d e te rm in in g  e a rn ings a p p lica b le  to  com m on stock. 
H ow ever, p re fe rre d  d iv id e n d s  w h ic h  a re  cu m u la tiv e  o n ly  
i f  earned a re  deducted  o n ly  to  th e  e x te n t th e y  are earned. 
In te re s t on d eb t need n o t be a d ju s te d  in  d e te rm in in g  ea rn 
in g s  a p p lica b le  to  com m on stock since i t  w as deducted  in  
a r r iv in g  a t n e t incom e. [ 2011A.05]

.102 F o r exam ple, assum e th a t a c o rp o ra tio n  has a  
n e t incom e o f $6,000 and has 1,000 shares o f com m on s tock  
o u ts ta n d in g . A ls o  o u ts ta n d in g  are 1,000 shares o f noncon
v e rtib le  n o n cu m u la tive  p re fe rre d  s tock  and $10,000 o f 6%  
n o n co n ve rtib le  bonds. T he  c o rp o ra tio n  has a  s im p le  c a p ita l 
s tru c tu re . I f  no  d iv id e n d s  w ere p a id  on p re fe rre d  s tock , 
ea rn in g s  a p p lica b le  to  com m on s to ck  w o u ld  be $6,000. 
E a rn in g s  p e r com m on share w o u ld  be $6 p e r share ($6,000  
n e t incom e d iv id e d  b y  1,000 com m on sha res). T he  d e c la ra 
tio n  o f a d iv id e n d  o f $1 p e r share on p re fe rre d  s tock  w o u ld
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re s u lt in  e a rn in g s  a p p lica b le  to  com m on stock o f $5,000 
($6,000 n e t incom e less $1,000 fo r  p re fe rre d  d iv id e n d s ) and  
e a rn ings p e r com m on share o f $5 p e r share. The same 
re s u lt w o u ld  be ob ta ine d  i f  th e  d iv id e n d  w ere  c u m u la tive  
and  had  n o t been decla red . T he  same re s u lt w o u ld  a lso  be 
o b ta in e d  w h e th e r o r n o t the  c o rp o ra tio n  p a id  (o r dec la red ) 
a d iv id e n d  on com m on s tock. [.14, 2011A .05]

.103 F o r a c o rp o ra tio n  w ith  a com p lex c a p ita l s tru c 
tu re , n e t incom e is  reduced b y  d iv id e n d s  on n o n co n ve rtib le  
p re fe rre d  s tock  as described  above. W hen  th e  i f  conve rted  
m ethod  is  a p p lie d  fo r  o u ts ta n d in g  c o n v e rtib le  se cu ritie s , 
how ever, d iv id e n d s  fo r  c o n v e rtib le  p re fe rre d  s tock are  n o t 
deducted  fro m  n e t incom e b u t o th e r a d ju s tm e n ts  m ay be 
necessary. U n d e r th e  i f  conve rted  m ethod, c o n v e rtib le  
d iv id e n d s  a re  n o t deducted  w hen conve rs ion  is  assum ed, 
and in te re s t (less a p p lica b le  incom e ta x ) is  added back to  
n e t incom e w hen c o n v e rtib le  d e b t is  assum ed to  be con
ve rte d . [2011A.06]

.104 F o r exam ple, assum e th a t a c o rp o ra tio n  has a ne t 
incom e o f $6,000 and has 1,000 shares o f com m on stock  o u t
s ta n d in g . A lso  o u ts ta n d in g  a re  1,000 shares o f com m on  
s to ck  e q u iv a le n t c o n v e rtib le  p re fe rre d  s tock  (c o n v e rtib le  
one com m on share fo r  each p re fe rre d  share) and  $10,000 
o f 6%  c o n v e rtib le  bonds (c o n v e rtib le  th re e  com m on shares 
fo r  each $100 bond ) w h ich  a re  n o t com m on stock e q u iva 
le n ts . The co rp o ra tio n  has a com plex c a p ita l s tru c tu re . 
A ssum e also th a t th e  c o rp o ra tio n  p a id  a $1 p e r share d iv i
dend on b o th  com m on and  p re fe rre d  s tock  and th e  incom e  
ta x  ra te  is  22% . F o r p r im a ry  ea rn in g s  p e r share, ea rn ings  
a p p lica b le  to  com m on s tock is  $6,000 and ea rn ings p e r com 
m on and com m on e q u iv a le n t share is  $3 p e r share ($6,000 
d iv id e d  b y  2,000 shares, com posed o f 1,000 com m on shares 
and 1,000 com m on e q u iva le n t shares fro m  th e  assum ed con
ve rs io n  o f th e  co n ve rtib le  p re fe rre d  s to c k ). F o r fu lly  
d ilu te d  ea rn in g s  p e r share, e a rn in g s  a p p lica b le  to  com m on 
stock  is  $6,468 ($6,000 n e t incom e p lu s  $600 in te re s t less 
$132 a d d itio n a l ta x  payab le  i f  the  in te re s t had  n o t reduced  
n e t in com e). E a rn in g s  p e r com m on share assum ing  fu ll 
d ilu tio n  is  $2.81 p e r share [$6,468 d iv id e d  b y  2,300 shares; 
com posed o f 1,000 com m on shares, 1,000 com m on e q u iva le n t 
shares, and 300 shares fro m  the  assum ed conve rs ion  o f the  
c o n v e rtib le  b o n d s ). [.15, 2011A.06]
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25. W eighted Average of Shares Outstanding

.105
Q— W h a t is  the  e ffe c t on ea rn ings p e r share com 

p u ta tio n s  o f is s u in g  com m on s tock o r o th e r se cu ritie s  w h ich  
m ay he conve rted  o r exercised  to  o b ta in  com m on stock  o r 
o f re a c q u irin g  com m on stock o r such se cu ritie s  d u rin g  a 
p e rio d ?

A — Such issuances o r re a c q u is itio n s  o f com m on s tock  
o r o th e r se cu ritie s  d u rin g  a p e rio d  re q u ire  th a t a w e ig h te d  
average o f shares be com puted fo r  the  d e n o m in a to r to  be 
used in  th e  ea rn ings p e r share com pu ta tion s . A  w e ig h te d  
average g ives due co n s id e ra tio n  to  a ll shares o u ts ta n d in g  
and assum ed to  have been o u ts ta n d in g  d u rin g  a p e rio d . 
Shares issued o r re tire d  d u rin g  a p e rio d  a re  w e ig h te d  b y  
the  fra c tio n  o f th e  p e rio d  th e y  w ere o u ts ta n d in g . T he  
w e ig h te d  num ber o f shares is  added to  th e  num ber o f shares 
o u ts ta n d in g  fo r  the  e n tire  p e rio d  to  o b ta in  th e  w e ig h te d  
average num ber o f shares o u ts ta n d in g  d u rin g  th e  p e rio d . 
[2011A.02]

.106 F o r exam ple, assume th a t a co rp o ra tio n  had
100,000 com m on shares o u ts ta n d in g  on J a n u a ry  1 and issued
6,000 a d d itio n a l com m on shares on M a rch  1. The w e ig h te d  
average w o u ld  be 102,000 shares fo r  th e  q u a rte r e n d in g  
M a rch  31 o r 104,000 shares fo r  th e  s ix  m on ths end in g  June  
30 o r 105,000 shares fo r  the  y e a r e n d in g  D ecem ber 31.

COMPUTATIONAL NOTES:
100,000 +  1 /3  (6,000) =  10 2 ,0 0 0

100,000 +  4 /6  (6,000) =  1 0 4 ,0 0 0

100,000 +  1 0 /1 2  (6,000) =  1 0 5 ,0 0 0

The same answ ers w o u ld  re s u lt i f  th e  6,000 shares issued on  
M a rch  1 w ere  m e re ly  assum ed to  have been issued to  re fle c t 
th e  d ilu tiv e  e ffe c t o f com m on s to ck  e q u iva le n ts  issued on  
M a rch  1. I t  shou ld  be n o te d  th a t th e  num ber o f shares in  
the  w e ig h te d  average fo r  th e  q u a rte r and  fo r  th e  ye a r a re  
d iffe re n t.

.107 R eacqu ired  shares are  in c lu d e d  in  the  w e ig h te d  
average o n ly  fo r  th e  tim e  th e y  w ere  o u ts ta n d in g . F o r  
exam ple , assum e th a t a c o rp o ra tio n  h a d  100,000 shares o u t
s ta n d in g  on J a n u a ry  1 and re a cq u ire d  6,000 shares on  
M a rch  1. The w e ig h te d  average w o u ld  be 98,000 shares fo r  
th e  q u a rte r e n d in g  M a rch  31 o r 96,000 shares fo r  th e  s ix
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m on ths e n d in g  June  30 o r 95,000 shares fo r  th e  y e a r e n d in g  
D ecem ber 31.

COMPUTATIONAL NOTES:

100,000 — 6,000 =  94,000
94,000 +  2 /3  (6,000) =  98 ,000
94,000 +  2 /6  (6,000) =  96,000
94 ,000 +  2 /1 2  (6,000) =  95,000

T he  same answ ers w o u ld  re s u lt i f  th e  100,000 shares h a d  
in c lu d e d  com m on s to ck  e q u iva le n ts  and  th e  c o rp o ra tio n  had  
re a cq u ire d  100 d ilu tiv e  com m on s to ck  e q u iva le n t co n ve rt
ib le  bonds (c o n v e rtib le  60 com m on shares fo r  one b o n d ) on  
M a rch  1.

.108 M o re  com p lex m ethods fo r  co m p u tin g  a  w e ig h te d  
average cou ld  be used i f  th e  num b e r o f shares in v o lv e d  
changes fre q u e n tly , such as c o m p u tin g  an average w e ig h te d  
b y  days. ( See E x h ib it 4, p a ra g ra p h  .360.)

.109 T he  w e ig h te d  average d iscussed in  sec tion  2011 
and in  these In te rp re ta tio n s  is  te c h n ic a lly  an a r ith m e tic a l 
m ean average o f shares o u ts ta n d in g  and assum ed to  be 
o u ts ta n d in g  fo r  e a rn in g s  p e r share  com p u ta tio n s . T he  m ost 
prec ise  average w o u ld  be th e  sum  o f th e  shares d e te rm in e d  
on a d a ily  basis d iv id e d  b y  th e  num be r o f days in  th e  p e rio d .
Less p rec ise  a ve ra g in g  m ethods m ay be used, how ever, as 
illu s tra te d  above, i f  th e y  p roduce  reasonab le  re su lts . B u t 
m ethods w h ic h  in tro d u c e  a r t if ic ia l w e ig h tin g  a re  n o t accept
ab le  fo r  co m p u tin g  a w e ig h te d  average  o f shares fo r  ea rn 
in g s  p e r share com pu ta tio n s . F o r exam ple , th e  “ R u le  o f 
7 8 ”  m ethod, w h ic h  w e ig h ts  shares fo r  th e  f ir s t  m o n th  o f the  
ye a r b y  12 and w e ig h ts  shares fo r  th e  la s t m o n th  o f th e  
y e a r b y  1, is  n o t an acceptab le  m ethod .

.110 R e tro a c tiv e  re c o g n itio n  is  g iv e n  fo r  a ll p e rio d s  
presen ted  to  an y  s to ck  d iv id e n d , s to ck  s p lit  o r reve rse  s p lit, 
in c lu d in g  those o c c u rrin g  a fte r  th e  end o f the  p e rio d  fo r  
w h ic h  the  co m p u ta tio n  is  b e in g  m ade b u t b e fo re  th e  s ta te 
m ents a re  issued.

CONVERTIBLE SECURITIES
26. Classification and Assumed Conversion

.111
Q— W h ic h  co n ve rtib le  se cu ritie s  are assum ed to  be 

co nve rted  fo r  p r im a ry  e a rn in g s  p e r share co m p u ta tio n s
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and w h ic h  are assum ed to  be co n ve rte d  fo r  fu lly  d ilu te d  
e a rn in g s  p e r share com pu ta tion s?

A — C o n ve rtib le  se cu ritie s  w h ic h  a re  c la ss ifie d  as com 
m on s tock  e q u iva le n ts  a re  assum ed to  be conve rted  fo r  b o th  
p r im a ry  and fu lly  d ilu te d  e a rn in g s  p e r share  com pu ta tio n s . 
C o n v e rtib le  se cu ritie s  w h ic h  a re  n o t com m on s tock  e q u iv 
a le n ts  a re  c la ss ifie d  as o th e r p o te n tia lly  d ilu tiv e  se cu ritie s  
and a re  assum ed to  be conve rted  o n ly  fo r  fu lly  d ilu te d  
e a rn in g s  p e r share  com pu ta tion s . [.15, .31]

.112 C onvers ion  is  assum ed fo r  e ith e r co m p u ta tio n  
o n ly  w hen the  re s u lt is  d ilu tiv e  un less (1 ) th e  s e c u rity  is  
in c lu d e d  in  an agg rega te  co m p u ta tio n  w h ic h  has a  n e t 
d ilu tiv e  e ffe c t o r (2 ) fo r  fu lly  d ilu te d  e a rn in g s  p e r share, 
com m on s tock  w as issued d u rin g  th e  p e rio d  on an  a n ti
d ilu tiv e  convers ion , th a t is , a conve rs ion  w h ic h  w o u ld  have  
had  th e  e ffe c t o f in c re a s in g  e a rn in g s  p e r share  i f  i t  had  
occu rre d  a t th e  b e g in n in g  o f th e  p e rio d . W hen  conve rs ion  
is  assum ed, th e  i f  co n ve rte d  m e thod  is  a p p lie d .20 W hen  
co n ve rs ion  is  n o t assum ed because th e  re s u lt w o u ld  be a n ti
d ilu tiv e , in te re s t o r d iv id e n d s  on the  se cu ritie s  reduce th e  
am o u n t o f e a rn in g s  o r increase th e  a m oun t o f loss o th e rw ise  
a p p lica b le  to  com m on stock. [.30, .38, .40, .41, 2011A.05,
2011A .06]

.113 M o st c o n v e rtib le  se cu ritie s  a re  c la ss ifie d  on the  
basis  o f th e ir  y ie ld  a t tim e  o f issuance. (T h e  excep tions are  
d iscussed in  the  fo llo w in g  p a ra g ra p h s  o f th is  In te rp re ta
tio n .)  U n d e r th e  y ie ld  te s t, c o n v e rtib le  se cu ritie s  w h ic h  
y ie ld  less th a n  66⅔ % o f th e  ba n k  p rim e  in te re s t ra te  a t 
tim e  o f issuance a re  com m on s to ck  e q u iva le n ts ; those y ie ld 
in g  a t le a s t 66⅔ % o f th e  p rim e  ra te  a re  o th e r p o te n tia lly  
d ilu tiv e  se cu ritie s . [ .33]

.114 I f  a c o n v e rtib le  s e c u rity  has a change scheduled  
in  its  in te re s t o r d iv id e n d  ra te  w ith in  fiv e  ye a rs  a fte r  issu 
ance, its  y ie ld  a t issuance is  conside red  to  be th e  lo w e s t 
scheduled ra te  w ith in  th e  fiv e  years. (See In te rp re ta tio n  
28 fo r  the  tre a tm e n t o f c o n v e rtib le  se cu ritie s  w h ic h  a re  n o t 
c o n v e rtib le  u n t il a  fu tu re  d a te .) A  c o n v e rtib le  s e c u rity  
w h ic h  w o u ld  n o t o th e rw ise  be a com m on s tock e q u iva le n t 
a t tim e  o f issuance is  c la ss ifie d  as a com m on s tock  equ iva -

20 See paragraph .023 of this Interpretation and section 2011A.06 for a 
description of the if converted method.
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le n t i f  i t  is  issued w ith  th e  same te rm s  as those o f a n  o u t
s ta n d in g  c o n v e rtib le  s e c u rity  w h ic h  is  a  com m on s tock  
e q u iva le n t. [.28]

.115 C o n ve rtib le  se cu ritie s  issued p r io r  to  Ju n e  1, 
1969 are  c la ss ifie d  b y  the  issu e r u n d e r one o f tw o  a lte rn a tiv e  
e le c tio n s  spec ified  in  sec tion  2011.46. (T h e  e le c tio n  m ade  
a p p lie s  to  a ll se cu ritie s  issued b e fo re  th a t da te , n o t ju s t to  
c o n v e rtib le  s e c u ritie s .) U n d e r e le c tio n  “  a, ”  a ll c o n v e rtib le  
se cu ritie s  issued p r io r  to  June  1 ,  1969 are  c la ss ifie d  as e ith e r  
com m on s tock e q u iva le n ts  o r o th e r p o te n tia lly  d ilu tiv e  
se cu ritie s  u n d e r th e  p ro v is io n s  o f sec tion  2011. U n d e r e lec
tio n  “ b ,”  a ll co n v e rtib le  se cu ritie s  issued p r io r  to  Ju n e  1, 
1969 w h ic h  w ere c la ss ifie d  as re s id u a l se cu ritie s  u n d e r A P B  
O p in io n  N o. 9 a re  c la ss ifie d  as com m on s tock  e q u iva le n ts ; 
those w h ic h  w ere  c la ss ifie d  as n o n re s id u a l se cu ritie s  a re  
c la ss ifie d  as o th e r p o te n tia lly  d ilu tiv e  se cu ritie s . [.46]

.116 C o n ve rtib le  se cu ritie s  w h ic h  re q u ire  o r p e rm it 
th e  p a ym e n t o f cash upon  conve rs ion  a re  considered  the  
e q u iva le n ts  o f w a rra n ts  and a re  c la ss ifie d  as com m on s tock  
e q u iva le n ts . (See In te rp re ta tio n  71 fo r  th e  tre a tm e n t o f 
such se c u ritie s .) A  fe w  c o n v e rtib le  p a r tic ip a tin g  se cu ritie s  
are  com m on s tock e q u iva le n ts  fo r  w h ic h  th e  tw o -c lass me
th o d  m ay be a p p lie d . (See In te rp re ta tio n  87 fo r  the  tre a t
m en t o f such se cu ritie s .) T he  i f  co n ve rte d  m ethod  is  
a p p lie d  w hen any c o n v e rtib le  s e c u rity  is  assum ed to  be  
co n ve rte d  excep t fo r  u nusua l cases w hen  th e  tw o -c lass  
m ethod  is  a p p lie d . [.35, .37, 2011A.06, 2011A.14]

27. Time o f Issuance

.117
Q— W h a t is  the  “ tim e  o f issuance”  o f a c o n v e rtib le  

se cu rity?

A — “ T im e  o f issuance”  is  generally  th e  da te  w hen  
agreem ent as to  te rm s has been reached and announced even  
th o u g h  su b je c t to  fu r th e r  a c tio n s , such as d ire c to rs ’ o r 
s to c k h o ld e rs ’ a p p ro va l. In  th is  co n te x t, tim e  o f issuance  
is  o fte n  re fe rre d  to  in  fin a n c ia l ja rg o n  as th e  “ handsh ake ”  
da te . T hus, tim e  o f issuance w ill u s u a lly  precede th e  a c tu a l 
d a te  o f issuance o f a  s e c u rity  b y  some p e rio d  w h ic h  m ig h t 
be as lo n g  as severa l m on ths  o r as s h o rt as a  fe w  hou rs. 
[.29]
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.118 “ A g re e m e n t as to  te rm s ”  m eans th a t a ll o f th e  

te rm s have  been set, n o t m e re ly  th a t th e  p a rtie s  have  
reached an agreem ent in  p r in c ip le  b u t th e  num be r o f secu
r it ie s  to  be issued o r th e  issue p ric e  is  s t i l l  to  be de te rm in e d  
a t a la te r  da te . A g reem en t as to  te rm s  is  reached w hen  
th e  p a rtie s  a re  o b lig a te d  to  com p le te  th e  tra n s a c tio n  i f  i t  is  
ra tif ie d  b y  th e  d ire c to rs  a n d /o r s to ckh o ld e rs , th a t is , n e ith e r 
p a r ty  m ay le g a lly  te rm in a te  th e  agreem ent excep t fo r  
fa ilu re  to  rece ive  a p p ro v a l fro m  th e  d ire c to rs  o r s tock
ho ld e rs . T he  fa c t th a t th e  agreem ent is  su b je c t to  a “  fa v o r
a b le ”  ru lin g  fro m  th e  T re a su ry  D e p a rtm e n t o r a re g u la to ry  
agency does n o t a ffe c t tim e  o f issuance so lo n g  as a ll o f the  
te rm s o f th e  agreem ent have been set.

.119 T he  c la s s ific a tio n  o f a c o n v e rtib le  s e c u rity  is  
d e te rm in e d  a t tim e  o f issuance and  does n o t change w hen  
th e  s e c u rity  is  a c tu a lly  issued excep t as discussed in  In te r 
p re ta tio n  29.

.120 W h e n  tim e  o f issuance occurs b e fo re  a y e a r end  
b u t the  agreem ent has n o t been a p p ro ve d  b y  e ith e r th e  
d ire c to rs  o r s to ckh o ld e rs  be fo re  th e  fin a n c ia l s ta tem ents  
are  issued, the  se cu ritie s  a re  n o t conside red  o u ts ta n d in g  in  
th e  fin a n c ia l s ta tem ents b e in g  issued o r in  e a rn in g s  p e r 
share com pu ta tion s . (T h e  se cu ritie s  a re  s im ila r  to  a con
tin g e n t issuance w hose c o n d itio n s  a re  n o t c u rre n tly  b e in g  
m e t.) [2011A .17]

28. Classification and Computation N ot Always the Same
.121
Q— A re  co n ve rtib le  se cu ritie s  in c lu d e d  in  ea rn in g s  

p e r share  co m p u ta tio n s  a t tim e  o f issuance?

A — C o n v e rtib le  se cu ritie s  a re  c la ss ifie d  a t tim e  o f issu 
ance. G e n e ra lly  th e y  a re  assum ed to  be conve rted  fo r  earn
in g s  p e r share co m p u ta tio n s  fro m  th is  d a te  also. A lth o u g h  
a c o n v e rtib le  s e c u rity  is  c la ss ifie d  a t tim e  o f issuance, in  
some cases i t  is  n o t assum ed to  be co n ve rte d  fo r  e a rn in g s  
p e r share co m p u ta tio n s  u n t il a  la te r  d a te. [.28, 2011A .06]

.122 I f  th e  conve rs ion  p r iv ile g e  is  n o t e ffe c tiv e  d u rin g  
th e  p e rio d  b e in g  re p o rte d  upon, th e  le n g th  o f tim e  be fo re  
th e  p r iv ile g e  becom es e ffe c tiv e  de te rm ines w hen  th e  secu
r i t y  is  e lig ib le  fo r  assum ed conve rs ion  in  e a rn in g s  p e r share  
co m p u ta tio n s . C onvers ion  is  n o t assum ed fo r  e ith e r p r i
m a ry  o r fu lly  d ilu te d  co m p u ta tio n s  i f  th e  conve rs ion  p r iv i-
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lege is  n o t e ffe c tive  w ith in  te n  years fro m  th e  end o f the  
p e rio d  b e in g  re p o rte d  upon. C onve rs ion  is  assum ed o n ly  
fo r  fu lly  d ilu te d  co m p u ta tio n s  i f  th e  conve rs ion  p r iv ile g e  is  
e ffe c tiv e  a fte r  fiv e  yea rs  b u t w ith in  te n  yea rs  fro m  the  end  
o f th e  p e rio d  b e in g  re p o rte d  upon. C onvers ion  is  assum ed 
as i f  th e  s e c u rity  w ere im m e d ia te ly  co n ve rtib le  i f  th e  con
ve rs io n  p r iv ile g e  is  e ffe c tive  w ith in  fiv e  yea rs  fro m  the  end  
o f th e  p e rio d  b e in g  re p o rte d  upon. [ 2011A.12,  2011A.13]

.123 F o r exam ple , assum e th a t a c o rp o ra tio n  issued a  
d e b t s e c u rity  a t th e  end o f its  1969 re p o rtin g  ye a r th a t m ay  
be conve rted  in to  com m on s to ck  a fte r  tw e lve  yea rs  (a t th e  
end o f 1981). T he  s e c u rity ’s y ie ld  a t tim e  o f issuance re 
q u ire s  th a t i t  be c la ss ifie d  as a com m on s tock  e q u iva le n t. 
C onvers ion  w o u ld  n o t be assum ed fo r  1969 o r 1970 e a rn ings  
p e r share co m p u ta tio n s  ( in te re s t w o u ld  reduce n e t incom e  
in  1970, h o w e ve r). C onve rs ion  w o u ld  be assum ed w henever 
th e  e ffe c t is  d ilu tiv e  fo r  fu lly  d ilu te d  co m p u ta tio n s  b e g in 
n in g  in  1971 and fo r  b o th  p r im a ry  and  fu lly  d ilu te d  com 
p u ta tio n s  b e g in n in g  in  1976. T hus, th e  s e c u rity  is  c la ss ifie d  
a t tim e  o f issuance b u t conve rs ion  is  n o t assum ed fo r  ea rn 
in g s  p e r share co m p u ta tio n s  u n t il la te r. [.28]

.124 T im e  o f issuance and c la s s ific a tio n  o f a  co n ve rt
ib le  s e c u rity  m ay precede th e  o b lig a tio n  to  issue and  a c tu a l 
issuance b y  as m uch as severa l m on ths, b u t a  co n ve rtib le  
s e c u rity  is  n o t conside red  o u ts ta n d in g  in  th e  in te r im  u n t il 
th e re  is  a v a lid  o b lig a tio n  to  issue th e  s e c u rity . F o r ex
am ple , assum e th a t agreem ent as to  te rm s  fo r  a business  
co m b in a tio n  is  reached and  announced on D ecem ber 1 ,  1969. 
F in a l a p p ro v a l b y  s to ckh o ld e rs  occurs on F e b ru a ry  1 6 , 1970 
and a c o n v e rtib le  s e c u rity  is  to  be issued M a rch  2, 1970. 
C la s s ific a tio n  o f th e  s e c u rity  is  d e te rm in e d  a t D ecem ber 1, 
1969. T he s e c u rity  w o u ld  be o m itte d  fro m  1969 e a rn ings  
p e r share co m p u ta tio n s  i f  th e  fin a n c ia l s ta tem en ts  a re  issued  
b e fo re  F e b ru a ry  1 6 , 1970, b u t th e  im p e n d in g  issuance w o u ld  
be d isc losed.

.125 I f  th e  business c o m b in a tio n  is  accounted fo r  as 
a purchase, th e  s e c u rity  w o u ld  be conside red  o u ts ta n d in g  
fro m  th e  da te  o f th e  a c q u is itio n  in  1970 e a rn in g s  p e r share  
co m p u ta tio n s  i f  th e  s to ckh o ld e rs  in  fa c t r a t ify  th e  agree
m ent. I f  th e  business co m b in a tio n  is  accounted fo r  as a  
p o o lin g  o f in te re s ts , p r io r  p e rio d s ’ e a rn in g s  p e r share  d a ta  
w o u ld  be re tro a c tiv e ly  re s ta te d  in  co m p a ra tive  incom e
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sta tem ents  issued subsequen tly  to  re fle c t th e  s e c u rity  as 
o u ts ta n d in g  fo r  a ll p e rio d s  presented . (See P a rt I ,  p a ra 
g ra p h s  .042-.044.) [ 2011A.04]

29. Change o f Classification o f Convertible Security
.126
Q— W hen does th e  c la s s ific a tio n  o f a c o n v e rtib le  se

c u r ity  change?
A — A  c o n v e rtib le  s e c u rity ’s c la s s ific a tio n  is  g e n e ra lly  

d e te rm in e d  o n ly  a t tim e  o f issuance and  does n o t change  
th e re a fte r. H ow ever, a change o f c la s s ific a tio n  (u s u a lly  
fro m  o th e r p o te n tia lly  d ilu tiv e  s e c u rity  s ta tu s  to  com m on  
s to ck  e q u iv a le n t s ta tu s ) m ay be re q u ire d  in  tw o  s itu a tio n s .
These a re  w hen (1 ) an  in c o rre c t e s tim a te  o f th e  s e c u rity ’s 
va lu e  a t tim e  o f issuance w as m ade in  th e  absence o f a 
m a rk e t p ric e  o r (2 ) a com m on stock  e q u iva le n t co n ve rtib le  
s e c u rity  is  issued w ith  the  same te rm s as an a lre a d y  o u t
s ta n d in g  c o n v e rtib le  s e c u rity  w h ic h  is  n o t a com m on stock  
e q u iva le n t. (See In te rp re ta tio n  30.) [.28, .29]

.127 I f  a  c o n v e rtib le  s e c u rity  does n o t have a m a rk e t 
p ric e  a t tim e  o f issuance, an es tim a te  m ust be m ade o f the  
s e c u rity ’s fa ir  va lu e  to  a p p ly  th e  y ie ld  te s t. I f  th e  es tim a te  
o f th e  s e c u rity ’s va lu e  is  to o  lo w , a co n v e rtib le  s e c u rity  
w h ic h  shou ld  be c la ss ifie d  as a com m on s to ck  e q u iva le n t 
m ig h t n o t be so c lass ified . In  such a case, the  s e c u rity  
w o u ld  have to  be re c la ss ifie d  as a com m on s tock  e q u iv a le n t 
a t a c tu a l issuance. T y p ic a lly , an  o b v io u s ly  in c o rre c t e s ti
m a te  w o u ld  be evidenced b y  m a te r ia lly  h ig h e r m a rke t 
tra n sa c tio n s  fo r  th e  s e c u rity  a t a c tu a l issuance s h o rtly  a fte r  
th e  tim e  o f issuance. [.29, .33 fn. 11]

.128 A  change o f th e  c la s s ific a tio n  o f th e  s e c u rity  
w o u ld  n o t be a p p ro p ria te  in  such a case, how eve r, i f  th e  
h ig h e r m a rk e t p rice s  re su lte d  fro m  an e x te rn a l change o ve r 
w h ic h  the  issu e r had  no  co n tro l. (A  g ene ra l increase in  the  
m a rk e t p rice s  o f o th e r se cu ritie s  m ig h t in d ic a te  an e x te rn a l 
change.) A  change o f the  c la s s ific a tio n  w o u ld  a lso  n o t be  
a p p ro p ria te  i f  c o n v e rtib le  se cu ritie s  w ere  so ld  fo r  cash and  
th e  gross proceeds to  th e  issu e r w ere s u b s ta n tia lly  equa l to  
th e  to ta l am oun t o f th e  o r ig in a l fa ir  va lu e  e s tim a te  fo r  th e  
se cu ritie s . In  th is  case, the  to ta l o f th e  n e t am oun t re 
ce ived  b y  th e  issu e r p lu s  b ro ke ra g e  com m issions p a id  is  
a p p ro x im a te ly  equa l to  th e  o r ig in a l e s tim a te  o f fa ir  va lu e  
o f th e  se cu ritie s .
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30. Change of Classification Is Mandatory
.129
Q— W o u ld  c o n v e rtib le  se cu ritie s  issued p r io r  to  

June  1, 1969 and c la ss ifie d  as o th e r p o te n tia lly  d ilu tiv e  
se cu ritie s  u n d e r sec tion  2011.46 becom e com m on s tock  
e q u iva le n ts  i f  a n o th e r c o n v e rtib le  s e c u rity  is  issued w ith  
th e  same te rm s a fte r  M a y  31, 1969 and is  c la ss ifie d  as a 
com m on s tock e q u iva le n t?  [ . 4 6 ]

A — Yes, a change in  c la s s ific a tio n  is  re q u ire d  b y  th e  
second sentence o f sec tion  2011.28 fo r  a n y  o u ts ta n d in g  con
v e rtib le  s e c u rity  w h ic h  is  n o t a com m on s tock e q u iv a le n t 
b u t w h ic h  has th e  same te rm s  as those o f a n o th e r co n ve rt
ib le  s e c u rity  b e in g  issued w h ic h  is  c la ss ifie d  as a com m on  
stock e q u iva le n t a t tim e  o f issuance. T hus, an o u ts ta n d in g  
c o n v e rtib le  s e c u rity  w h ic h  is  n o t a com m on s tock e q u iv a le n t 
w o u ld  be re c la ss ifie d  as a com m on s tock e q u iv a le n t i f  
a n o th e r co n v e rtib le  s e c u rity  is  issued w ith  th e  same te rm s  
and is  c la ss ifie d  as a com m on s tock  e q u iv a le n t a t tim e  o f 
issuance. [ .28 ]

.130 A lth o u g h  th is  re c la s s ific a tio n  is  an  e xce p tio n  to  
th e  g ene ra l ru le  th a t se cu ritie s  do n o t change s ta tu s  subse
q u e n t to  tim e  o f issuance, re c la s s ific a tio n  is  m a n d a to ry . 
A ll o f a c o rp o ra tio n ’s c o n v e rtib le  se cu ritie s  issued w ith  the  
same te rm s  th e re fo re  a re  c la ss ifie d  the  same fo r  e a rn ings  
p e r share  com pu ta tion s .

.131 F o r exam ple, assum e th a t c o n v e rtib le  se cu ritie s  
w ere issued w ith  th e  same te rm s on M a y  2, June  2, and  
J u ly  2, 1969. O n ly  th e  J u ly  2 issue is  a com m on s tock  
e q u iv a le n t i f  c la s s ific a tio n  is  based on y ie ld  a t tim e  o f 
issuance because o f an increase in  th e  b a n k  p rim e  in te re s t 
ra te . U n d e r section  2011.28, how ever, b o th  th e  M a y  2 and  
June  2 issues becom e com m on s tock e q u iva le n ts  also.
31. Definition o f “ Same Terms”

.132
Q— W h a t are the  “ same te rm s ”  (as used in  the  second 

sentence o f section  2011.28) fo r  th e  subsequent issuance o f 
a co n ve rtib le  se cu rity?

A — T he “ same te rm s ”  a re  id e n tic a l te rm s, n o t m e re ly  
s im ila r  te rm s. T hus, an y  change in  d iv id e n d  o r in te re s t 
ra tes , conve rs ion  ra tes , c a ll p rice s  o r dates, p re fe rences in  
liq u id a tio n , etc. is  a change in  te rm s. M a rk e t p ric e  o r issue  
p ric e  is  n o t considered  a “ te rm .”  (See In te rp re ta tio n  32.) 
[.28]
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32 . Issue Price Is N o t a  “ Term”
.133
Q— D o d iffe re n t issue p rice s  fo r  d iffe re n t issu 

ances o f c o n v e rtib le  se cu ritie s  c o n s titu te  a  change in  
“ te rm s ”  i f  a ll o th e r te rm s fo r  th e  se cu ritie s  are  th e  sam e?

A — N o, d iffe re n t issue p ric e s  fo r  co n ve rtib le  se cu ritie s  
w ith  th e  same te rm s o th e rw ise  is  n o t a change in  te rm s.
T hus, tw o  c o n v e rtib le  se cu ritie s  issued  a t d iffe re n t p rice s  
b u t w ith  th e  same s ta ted  d iv id e n d  o r in te re s t ra tes , con
ve rs io n  ra tes , c a ll p rice s  and dates, p re fe rences in  liq u id a 
tio n , etc. have  th e  same te rm s. [.28]

33 . Sale o f Treasury Securities Is a N ew  Issue
.134
Q— A re  c o n v e rtib le  se cu ritie s  so ld  b y  an  issu e r fro m  

se cu ritie s  h e ld  as tre a s u ry  se cu ritie s  to  be c la ss ifie d  as 
a new  issue o r as p a r t o f the  o r ig in a l issue u n d e r th e  
p ro v is io n s  o f th e  second sentence o f sec tion  2011.28?

A — W hen  c o n v e rtib le  se cu ritie s  a re  a cq u ire d  b y  th e  
is s u in g  c o rp o ra tio n  and subsequen tly  re issued, th e y  con
s titu te  a new  issue w ith  th e  same te rm s as th e  e x is tin g  o u t
s ta n d in g  c o n v e rtib le  se cu rity . T he  “ n e w ”  issue ’s s ta tu s  
(as a com m on s to ck  e q u iv a le n t o r n o t) sh o u ld  be d e te r
m in e d  u n d e r b o th  th e  com m on s to ck  e q u iv a le n t te s t and  th e  
p ro v is io n s  o f th e  second sentence o f sec tion  2011.28. I f  
deem ed a com m on s tock  e q u iva le n t, th e  “ new ”  issue co u ld  
also  a ffe c t th e  s ta tu s  o f o u ts ta n d in g  se cu ritie s  w ith  the  
same te rm s as described  in  th e  second sentence o f section  
2011.28. F o r exam ple, i f  th e  o u ts ta n d in g  se cu ritie s  a re  n o t 
com m on s to ck  e q u iva le n ts  and th e  re issued  se cu ritie s  are  
com m on s tock  e q u iva le n ts  u n d e r th e  y ie ld  te s t (because o f 
a change in  m a rk e t p rice s  o r th e  p rim e  ra te ), th e  o u ts ta n d 
in g  se cu ritie s  a lso  becom e com m on s tock  e q u iva le n ts . [.28]

34 . Determ in ing a Convertib le  Security’s Cash Y ield
.135
Q— U p o n  w h a t re tu rn  is  a co n ve rtib le  s e c u rity ’s cash 

y ie ld  based ?
A — Cash y ie ld  fo r  m ost c o n v e rtib le  se cu ritie s  is  based  

u pon  th e  s ta te d  am oun t o f in te re s t o r d iv id e n d s  th e  s e c u rity  
is  schedu led  to  p a y  each ye a r.21 H ow eve r, i f  th e  d iv id e n d s   

21 See Interpretation 26 for the amount to be used when a convertible
security has a change of interest or dividends scheduled.
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on convertible preferred stock are not cum ulative, yield  
m ight have to be based on some lesser amount, particularly 
if the stated amount appears im possible to pay. Low earn
ings or contractual provisions on outstanding debt, for 
example, m ight prohibit payment of the stated amount. 
The same would apply for preferred dividends which are 
cum ulative only if  earned. [.33]

35. Computing a Convertible’s Cash Yield

Q—How is a convertible security’s cash yield  at time 
of issuance computed?

A—Y ield is a security’s return expressed as a percent
age of its  value. For example, a $1,000 bond which is  pay
ing $45 annual interest to the holder and selling at 90

tim e factor to m aturity is  ignored. A lthough yield  is  gen
erally computed to m aturity, the yield  test described in  
section 2011 for convertible securities uses only the stated 
annual return expressed as a percentage of the security’s 
market price (ignoring commissions and transfer taxes) at 
tim e of issuance. I f the security does not have a market 
price at tim e of issuance, the test is  based on the security’s 
fair value. [.33]

36. Cash Yield of Convertible Security in a “ Package”

Q—How is the cash yield  determined for a con
vertible security issued in a “ package,” i. e., a convertible 
security is one of two or more securities issued as a unit?

A—W hen two or more securities are issued as a unit, 
the unit price at tim e of issuance should be allocated to each 
security based on the relative fair values of the securities 
at tim e of issuance. For example, assume that a “ pack
age” consisting of one share of common stock, one share 
of convertible preferred stock, and one nonconvertible $100 
bond w ith a detachable warrant is sold as a unit for a total 
price of $200. A t tim e of issuance, fair values were $42 
per share of common stock, $63 per share of convertible 
preferred stock, $99.75 per bond and $5.25 per warrant.
The $200 unit amount would be allocated to each security 
as follow s:
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F a ir V a lu e  
a t Issuance

Common s to c k ............... $ 42.00
Preferred s to c k ............  63.00
B o n d ................................  9 9 .7 5
W arrant ......................... 5.25

Totals .................... $210.00

P e rce n ta g e A llo c a te d
o f  T o ta l A m o u n t o f  $ 2 0 0

20 .0% $  40 .00
30.0 60.00
47.5 95.00

2.5 5.00

100.0% $200.00

I f  the  c o n v e rtib le  p re fe rre d  s tock  is  scheduled to  p a y  a 
d iv id e n d  o f $3.15 p e r share each ye a r, i t  w o u ld  y ie ld  5.25%

[.33, fn . 1 1 * ]

$3.15
c o m p u te d ----------  X  100

$60.00

37 . P roperty  Included in Cash Yield
.138
Q— M a y th e  fa ir  va lu e  o f p ro p e rty  to  be p a id  as 

d iv id e n d s  o r in te re s t be in c lu d e d  in  co m p u tin g  cash y ie ld  
since section  2011 s p e c ific a lly  sta tes o n ly  “ cash ” ?

A — Yes, th e  fa ir  va lu e  o f p ro p e rty  to  be p a id  in  lie u  o f 
cash m ay be in c lu d e d  in  co m p u tin g  th e  cash y ie ld  o f a con
v e rtib le  s e c u rity . T he  p ro p e rty  so tre a te d  m ay in c lu d e  non- 
c o n v e rtib le  se n io r se cu ritie s  o f th e  same com pany. B u t i t  
m ay n o t in c lu d e  th e  same issue fo r  w h ic h  com m on s tock  
e q u iva le n cy  is  b e in g  de te rm ined . A n d  i t  m ay n o t in c lu d e  
se cu ritie s  o f the  issu e r o r its  p a re n t o r s u b s id ia ry  w h ich  a re  
c u rre n tly  o r p o te n tia lly  d ilu tiv e  and  e n te r in to  th e  com pu
ta tio n  o f e ith e r p r im a ry  o r fu lly  d ilu te d  e a rn in g s  p e r share. 
[.33]

.139 F o r exam ple, an y  com m on s tock  o r com m on stock  
e q u iv a le n t o f th e  issu e r and  se cu ritie s  such as those de
sc rib e d  in  sections 2011A.14, 2011A.15, and 2011A.20-.24  
w o u ld  n o t be considered  p ro p e rty  fo r  th is  purpose. A lso , 
“ e x tra ”  d iv id e n d s  to  be p a id  on c o n v e rtib le  s tock  on a non
re c u rr in g  bas is  w o u ld  n o t be considered  in  c o m p u tin g  cash 
y ie ld  in  c o n fo rm ity  w ith  th e  “ lo w e s t schedu led ra te ”  p ro 
v is io n  o f section  2011.33.

38 . Prim e Rate Used in Y ie ld  Test
.140
Q — W h a t bank p rim e  in te re s t ra te  shou ld  be used  

to  d e te rm in e  th e  s ta tu s  o f a c o n v e rtib le  s e c u rity  as a  com -

* Also see section 5516.
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m on s tock  e q u iva le n t o r n o t in  a p p ly in g  th e  y ie ld  te s t w hen  
m ore th a n  one ra te  is  in  e ffe c t in  a co u n try?

A — T he p rim e  in te re s t ra te  in  e ffe c t a t the  bank w here  
th e  issue r b o rro w s is  used w hen m ore th a n  one b a n k  p rim e  
in te re s t ra te  (o r its  e q u iv a le n t in  fo re ig n 22 co u n trie s ) is  in  
e ffe c t in  th e  U . S. I f  th e  issu e r b o rro w s  fro m  m ore th a n  one 
bank and th e  d iffe re n t banks have  d iffe re n t p rim e  ra te s  in  
e ffe c t, an  average o f th e  ra te s  is  used. I f  th e  issue r does n o t 
b o rro w  fro m  a bank w here  th e  p rim e  in te re s t ra te  is  o ffe re d  
and m ore th a n  one ba n k  p rim e  in te re s t ra te  is  in  e ffe c t, an  
average o f the  ra te s  w o u ld  be used unless th e  issu e r can  
show  th a t the  p re d o m in a n t ra te  is  m ore a p p ro p ria te  th a n  
an average ra te . [.34 ]

39. Prior Period Prime Rates
.141
Q — W h a t source shou ld  be considered a u th o rita tiv e  

in  d e te rm in in g  th e  bank p rim e  in te re s t ra te  w h ic h  was 
in  e ffe c t in  th e  U . S. d u rin g  p r io r  p e rio d s  w hen a p p ly in g  
e le c tio n  “ a ”  o f section  2011.46? [.46 ]

A — T he Federal Reserve B u lle tin  m ay be conside red  an  
a u th o rita tiv e  source fo r  d e te rm in in g  th e  bank p rim e  in 
te re s t ra te  a t a n y  tim e . W hen  a “  s p lit ”  p rim e  ra te  is  in  
e ffe c t, th e  p ro v is io n s  o f In te rp re ta tio n  38 a re  a p p lie d . F o r  
re a d e rs ’ convenience, the  dates o f changes in  th e  p rim e  ra te  
and th e  ra te s  in  e ffe c t fro m  1954 th ro u g h  1970 have  been 
e x tra c te d  and appea r in  p a ra g ra p h  .357. [.34 ]

40. O rig inal Issue Premium or Discount on Convertible 
Securities

.142
Q— W h a t happens to  o r ig in a l issue p re m iu m  o r d is 

co u n t w hen co n ve rtib le  se cu ritie s  are  assum ed to  be con
ve rte d  and com m on s tock is  assum ed to  be issued fo r  
e a rn in g s  p e r share com pu ta tions?

A — A n y  o rig in a l issue p re m iu m  o r d isco u n t a m o rtize d  
d u rin g  th e  p e rio d  ( to  com pute  th e  e ffe c tiv e  in te re s t de
duc te d  fro m  n e t incom e fo r  a d e b t s e c u rity ) is  e lim in a te d  
fro m  n e t incom e in  a r r iv in g  a t e a rn in g s  a p p lica b le  to  com 
m on s tock. The u n a m o rtize d  o r ig in a l issue p re m iu m  o r

22 See T he  B a n k e r, February 1969, p. 117 f f . ,  fo r a discussion of rates 
in foreign countries which are the equivalents of the U. S. bank prime 
interest rate.
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d isco u n t ba lance  a t th e  d a te  o f assum ed conve rs ion  (th e  
e n d in g  ba lance  p lu s  th e  a m oun t a m o rtize d  d u rin g  the  
p e rio d ) is  th e n  ig n o re d  fo r  e a rn in g s  p e r share  com pu ta 
tio n s . T he  i f  co n ve rte d  m e thod  o n ly  assumes conve rs ion  o f 
th e  s e c u ritie s ; i t  does n o t assum e re tire m e n t. T h e  con
v e rte d  se cu ritie s  a re  assum ed to  be h e ld  b y  th e  issu e r as 
tre a s u ry  se cu ritie s  d u rin g  th e  p e rio d  b e in g  re p o rte d  upon  
and ba lance  sheet accounts re la te d  to  those se cu ritie s  are  
n o t a ffe c te d  b y  th e  assum ed conve rs ion . N o te  th a t these  
assum ptions a re  m ade o n ly  fo r  e a rn in g s  p e r share  com pu
ta tio n s ; the  is s u e r’s ba lance sheet and  n e t incom e fo r  th e  
p e rio d  a re  n o t a ffec ted  in  an y  w a y  b y  th e  assum ptions m ade  
fo r  e a rn in g s  p e r share co m p u ta tio n s . [ .3 9 , 2011A.06]

41. No Anti-D ilution from  Convertible Preferred Stock

.143

Q — W hen is  c o n v e rtib le  p re fe rre d  s tock  a n tid ilu tiv e  
and th e re fo re  n o t assum ed to  be conve rted  fo r  ea rn ings  
p e r share com pu ta tions?

A — C o n ve rtib le  p re fe rre d  s tock  is  a n ti-d ilu tiv e  and con
ve rs io n  is  n o t assum ed23 w henever th e  am o u n t o f th e  d iv i
dend p a id  o r dec la red  fo r  th e  c u rre n t p e rio d  (o r  accum u
la te d  i f  n o t p a id ) p e r com m on share  o b ta in a b le  upon  con
ve rs io n  exceeds th e  ea rn in g s  p e r share  am oun t com puted  
w ith o u t assum ing  convers ion . [.30, .40 , 2011A.05]

.144 F o r exam ple , assume th a t a c o rp o ra tio n  had  a n e t 
incom e o f $1,500 and had  1,000 shares o f com m on s tock o u t
s ta n d in g . A ls o  o u ts ta n d in g  w ere  1,000 shares o f p re fe rre d  
s tock  c o n v e rtib le  on a one-fo r-one basis and  c la ss ifie d  as a 
com m on s to ck  e q u iva le n t. A  $1 p e r share d iv id e n d  w as 
p a id  to  th e  c o n v e rtib le  shareho lders. A ssu m p tio n  o f con
ve rs io n  w o u ld  be a n ti-d ilu tiv e  in  th is  case since  e a rn in g s  
p e r o u ts ta n d in g  com m on share is  $.50 p e r share. (E a rn in g s  
p e r com m on and  com m on e q u iv a le n t share  w o u ld  be $.75 
p e r share i f  conve rs ion  w ere assum ed.) C onvers ion  w o u ld  
n o t be assum ed, b u t ra th e r the  p re fe rre d  d iv id e n d  w o u ld  be 
deducted  to  com pute ea rn ings a p p lica b le  to  com m on stock. 
E a rn in g s  p e r share  w o u ld  be com puted  on th e  basis o f 
a c tu a l com m on s to ck  o u ts ta n d in g . The same re s u lt w o u ld  
be o b ta in e d  i f  th e  d iv id e n d  w ere c u m u la tiv e  and n o t p a id .

23 See Interpretation 44 for an exception when actual conversion occurs.
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42. No Anti-D ilution from  Convertible Debt

.145
Q— W hen is  c o n v e rtib le  d e b t a n ti-d ilu tiv e  and  th e re 

fo re  n o t assum ed to  be co n ve rte d  fo r  e a rn in g s  p e r share  
co m p u ta tio n s  ?

A — C o n v e rtib le  d e b t is  a n ti-d ilu tiv e  and con ve rs io n  is  
n o t assum ed24 w heneve r its  in te re s t (n e t o f ta x ) p e r com 
m on share  o b ta in a b le  on co n ve rs ion  exceeds th e  e a rn in g s  
p e r share  com puted w ith o u t assum ing  convers ion . [.30, .40, 
2011A.05 ]

.146 F o r exam ple , assum e th a t a c o rp o ra tio n  had a n e t 
incom e o f $500 and had  1,000 shares o f com m on s tock  o u t
s ta n d in g . A ls o  o u ts ta n d in g  w ere  1,000 c o n v e rtib le  bonds  
w ith  a p a r va lu e  o f $100 each p a y in g  in te re s t a t 3%  p e r 
annum  and c o n v e rtib le  in to  one share  o f com m on s tock  
each. A ssum e th e  bonds a re  c la ss ifie d  as com m on s to ck  
e q u iva le n ts  and  th a t th e  e ffe c tiv e  incom e ta x  ra te  is  50% .
T he  e a rn in g s  p e r com m on share  o u ts ta n d in g  ( ig n o rin g  con
ve rs io n  o f the  bonds) is  $.50 p e r share. A ssu m in g  conve r
sion , $3,000 in te re s t w o u ld  be added back less $1,500 o f 
a d d itio n a l incom e ta x , re s u ltin g  in  a n e t increase o f $1,500 
and ea rn in g s  a p p lica b le  to  com m on s tock  o f $2,000. T he  
$1.00 ea rn in g s  p e r share fo r  the  2,000 com m on and  com m on  
e q u iv a le n t shares w o u ld  be a n ti-d ilu tiv e  and  conve rs ion  
w o u ld  th e re fo re  n o t be assum ed.

43. Conversion Assumed fo r Prim ary Only
.147
Q — W hen a com m on s tock e q u iva le n t c o n v e rtib le  

s e c u rity  is  assum ed to  be co n ve rte d  fo r  p r im a ry  e a rn in g s  
p e r share com p u ta tio n s , m u s t i t  a lso  be assum ed to  be con
v e rte d  fo r  fu lly  d ilu te d  e a rn in g s  p e r share com pu ta tion s?

A — G e n e ra lly , a com m on s tock  e q u iv a le n t c o n v e rtib le  
s e c u rity  is  assum ed to  be co n ve rte d  fo r  b o th  co m p u ta tio n s . 
H ow eve r, i f  fu lly  d ilu te d  e a rn in g s  p e r share w o u ld  be in 
creased b y  th e  assum ed conve rs ion , conve rs ion  w o u ld  be  
assum ed o n ly  fo r  th e  p r im a ry  e a rn in g s  p e r share  com pu ta 
tio n . Such a s itu a tio n  co u ld  occu r i f  tw o  c o n v e rtib le  secu
r it ie s  w ere o u ts ta n d in g  and  th e  d iv id e n d  on one c la ss ifie d  
as a  com m on s tock e q u iv a le n t exceeds fu lly  d ilu te d  ea rn 
in g s  p e r share  b u t n o t p r im a ry  e a rn in g s  p e r share. [.15,
.31, .40]

24 See Interpretation 44 for an exception when actual conversion occurs.
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.148 F o r exam ple, assum e th a t a c o rp o ra tio n  had a ne t 
incom e o f $9,500 and had  2,000 shares o f com m on s to ck  
o u ts ta n d in g . A lso  o u ts ta n d in g  w ere 1,000 shares o f C lass A  
c o n v e rtib le  p re fe rre d  s tock  w h ic h  w as a  com m on s tock  
e q u iva le n t and 1,500 shares o f C lass B  c o n v e rtib le  p re fe rre d  
s to ck  w h ic h  w as n o t a com m on s to ck  e q u iva le n t. The C lass 
A  p a id  a d iv id e n d  o f $2.50 p e r share and  the  C lass B  p a id  
a d iv id e n d  o f $1 p e r share. B o th  a re  c o n v e rtib le  in to  com 
m on on a one-fo r-one basis.

.149 P rim a ry  ea rn ings p e r share is  $2.67 p e r share  
assum ing  conve rs ion  o f the  C lass A  c o n v e rtib le  p re fe rre d  
($9,500 — $1,500 =  $8,000 ea rn ings a p p lica b le  to  com m on  
d iv id e d  b y  3,000 shares). F u lly  d ilu te d  e a rn in g s  p e r share  
w o u ld  be $2.11 p e r share i f  conve rs ion  w ere assum ed fo r  
b o th  th e  C lass A  and C lass B  co n ve rtib le  p re fe rre d  ($9,500  
÷  4,500 sh a re s). H ow ever, fu lly  d ilu te d  e a rn in g s  p e r share  
is  $2.00 p e r share i f  conve rs ion  is  assum ed fo r  o n ly  th e  
Class B  ($9,500 — $2,500 =  $7,000 e a rn ings a p p lica b le  to  
com m on d iv id e d  b y  3,500 shares). T he  d iffe re n ce  betw een  
$2.11 and $2.00 is  caused b y  th e  in c re m e n ta l e ffe c t o f assum 
in g  conve rs ion  o f the  C lass A . S ince th e  C lass A  d iv id e n d  
p e r com m on share o b ta in a b le  upon  conve rs ion  exceeds fu lly  
d ilu te d  e a rn in g s  p e r share com puted  w ith o u t assum ing  con
ve rs io n , conve rs ion  w o u ld  be a n ti-d ilu tiv e . (See In te rp re ta 
tio n  41.) T h e re fo re , p r im a ry  e a rn in g s  p e r share is  re p o rte d  
a t $2.67 p e r share and fu lly  d ilu te d  e a rn ings p e r share is  
re p o rte d  a t $2.00 p e r share since th is  is  th e  m ax im um  
d ilu tiv e  am ount.

.150 T h is  exam ple  illu s tra te s  th e  fa c t th a t e a rn ings  
p e r share am ounts m ay be a ffe c te d  b y  changes e ith e r in  the  
n u m e ra to r o r in  the  d e n o m in a to r used in  th e  co m p u ta tio n . 
N a tu ra lly , in  some cases, b o th  change.

44. If Converted Method a t Actual Conversion

.151

Q — Is  th e  i f  conve rted  m e thod  a p p lie d  d iffe re n tly  
fo r  p r im a ry  and fu lly  d ilu te d  ea rn in g s  p e r share  com puta 
tio n s  w hen a c tu a l conve rs ion  occurs?

A — W hen  a com m on s tock  e q u iv a le n t co n v e rtib le  se
c u r ity  is  conve rted  d u rin g  a p e rio d , the  i f  co n ve rte d  m e thod
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is  a p p lie d  fro m  the  b e g in n in g  o f th e  p e r io d 25 to  th e  d a te  o f 
co n ve rs io n  fo r  b o th  p r im a ry  and fu lly  d ilu te d  e a rn in g s  p e r 
share co m p u ta tio n s  i f  th e  re s u lt is  d ilu tiv e . [.4 1 ]

.152 I f  th e  re s u lt is  a n ti-d ilu tiv e , how ever, conve rs ion  
is  n o t assum ed fo r  th e  p r im a ry  co m p u ta tio n . B u t w hen  an  
a c tu a l con ve rs io n  occurs d u rin g  a p e rio d , con ve rs io n  is  
assum ed a t th e  b e g in n in g 25 o f the  p e rio d  fo r  th e  fu lly  
d ilu te d  co m p u ta tio n  and th e  i f  co n ve rte d  m e thod  is  a p p lie d , 
re g a rd le ss  o f w h e th e r th e  re s u lt is  d ilu tiv e  o r a n ti-d ilu tiv e . 
[.30, .41]

.153 U p o n  a c tu a l conve rs ion , com m on s to ck  issued  is  
in c lu d e d  in  th e  w e ig h te d  average o f shares o u ts ta n d in g  in  
b o th  th e  p r im a ry  and fu lly  d ilu te d  co m p u ta tio n s  fro m  th e  
d a te  o f conve rs ion . T h e  se cu ritie s  tende red  b y  th e  h o ld e r 
fo r  co n ve rs ion  a re  th e re a fte r conside red  to  be re tire d . 
[2011A .02]
45. Securities Convertible into Other Convertible Securities

.154
Q — H o w  is  a c o n v e rtib le  s e c u rity  w h ic h  is  c o n v e rtib le  

in to  a n o th e r c o n v e rtib le  s e c u rity  in c lu d e d  in  e a rn in g s  p e r 
share  com pu ta tion s?

A — Such c o n v e rtib le  se cu ritie s  e n te r e a rn in g s  p e r share  
co m p u ta tio n s  a cco rd in g  to  th e ir  p ro v is io n s  and th e ir  ch a r
a c te ris tic s . [.43 ]

.155 A  c o n v e rtib le  s e c u rity  issued b y  a  s u b s id ia ry  
w h ic h  is  c o n v e rtib le  o n ly  in to  a  p a re n t com pany ’s c o n v e rt
ib le  s e c u rity  is  a  se n io r s e c u rity  fro m  th e  s ta n d p o in t o f th e  
s u b s id ia ry , i.  e., the  y ie ld  te s t does n o t a p p ly . F o r co n so li
da te d  e a rn in g s  p e r share co m p u ta tio n s , how ever, th e  sub
s id ia ry ’s s e c u rity  w o u ld  be assum ed to  be conve rted  in to  
th e  p a re n t’s s e c u rity . T he  p a re n t’s s e c u rity  w o u ld  th e n  be  
assum ed to  be co nve rted  u n d e r th e  i f  co n ve rte d  m e thod  ( i f  
th e  n e t re s u lt is  d ilu tiv e ) . I f  th e  p a re n t’s c o n v e rtib le  
s e c u rity  is  n o t a com m on s to ck  e q u iva le n t, conve rs ion  o f th e  
p a re n t’s s e c u rity  w o u ld  be assum ed o n ly  fo r  fu lly  d ilu te d  
co m p u ta tio n s . I f  i t  is  a com m on s to ck  e q u iva le n t, conve r
s ion  o f th e  p a re n t’s s e c u rity  w o u ld  be assum ed fo r  b o th  
p r im a ry  and  fu lly  d ilu te d  co m p u ta tio n s . (See In te rp re ta 
tio n  93.)

25 For convertible securities issued and converted during the period, 
conversion is assumed only from  time of issuance rather than from the 
beginning of the period.
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.156 C o n v e rtib le  se cu ritie s  w h ic h  a re  co n v e rtib le  a t 
th e  o p tio n  o f th e  h o ld e r in to  e ith e r a n o th e r co n ve rtib le  
s e c u rity  o r a n o n co n ve rtib le  s e c u rity  are assum ed to  be 
conve rted  in to  th e  s e c u rity  w h ich  w o u ld  be m ore advan 
tageous fo r  the  h o ld e r (b u t n o t i f  th e  re s u lt is  a n ti-d ilu 
t iv e ) . I f  conve rs ion  is  assum ed in to  th e  o th e r c o n v e rtib le  
s e c u rity , th a t s e c u rity  is  th e n  assum ed to  be co nve rted  in to  
com m on s tock  fo r  e a rn in g s  p e r share  co m p u ta tio n s  (b u t 
n o t i f  the  n e t re s u lt is  a n ti-d ilu tiv e ) . I f  conve rs ion  is  as
sum ed in to  th e  n o n co n ve rtib le  s e c u rity , d iv id e n d s  w h ic h  
w o u ld  have been a p p lica b le  to  th e  n o n co n ve rtib le  se c u rity , 
as i f  i t  had  been o u ts ta n d in g , a re  deducted  in  d e te rm in in g  
ea rn in g s  a p p lica b le  to  com m on stock . I f  conve rted  a d ju s t
m ents m ay a lso  be a p p lica b le . T he  c la s s ific a tio n  (d e te r
m ined  u n d e r th e  y ie ld  te s t) as a com m on s tock  e q u iv a le n t 
o r o th e r p o te n tia lly  d ilu tiv e  s e c u rity  o f c o n v e rtib le  se cu ri
tie s  w h ic h  a re  co n ve rtib le  a t th e  o p tio n  o f th e  h o ld e r as 
discussed in  th is  p a ra g ra p h  de te rm ines w h e th e r conve rs ion  
is  assum ed fo r  b o th  p r im a ry  and fu lly  d ilu te d  com pu
ta tio n s  o r o n ly  fo r  fu lly  d ilu te d  com p u ta tio n s . [ 2011A .11,
2011A .13]

.157 In  some cases, th e  s e c u rity  w h ic h  w o u ld  be m ore  
advantageous fo r  assum ed conve rs ion  canno t be d e te r
m ined . T h is  m ig h t be th e  case, fo r  exam ple , i f  th e  noncon
v e rtib le  s e c u rity  pays a h ig h  d iv id e n d  and th e  second con
v e rtib le  s e c u rity  has good prospects fo r  an increase in  its  
m a rk e t p ric e . I f  the  m ore advantageous s e c u rity  to  the  
h o ld e rs  canno t be de te rm ined , th e  co m p u ta tio n  shou ld  g ive  
e ffe c t to  the  g re a te r ea rn in g s  p e r share d ilu tio n .
OPTIONS AND WARRANTS AND THEIR EQUIVALENTS
46. Classification o f Options and W arrants

.158
Q— H ow  a re  o p tions , w a rra n ts  and th e ir  e q u iva le n ts  

c la ss ifie d  fo r  ea rn ings p e r share co m p u ta tio n s  ?
A — O p tio n s , w a rra n ts  and  th e ir  e q u iva le n ts  a re  a lw a ys  

com m on s tock e q u iva le n ts  un less a ll o f th e  fo llo w in g  cond i
tio n s  are m e t: (1 ) th e y  w ere issued p r io r  to  June  1, 1969 
and (2 ) th e  issue r m akes e le c tio n  “ b ”  u n d e r section  2011.46 
and (3 ) th e y  w ere n o t c la ss ifie d  as re s id u a l se cu ritie s  u n d e r 
A P B  O p in io n  N o. 9. O p tions, w a rra n ts  and  o th e r e q u iv 
a le n ts  c la ss ifie d  un d e r th is  e xce p tio n  are n o t com m on stock  
e q u iva le n ts  b u t a re  o th e r p o te n tia lly  d ilu tiv e  se cu ritie s  and  
are in c lu d e d  o n ly  in  fu lly  d ilu te d  ea rn in g s  p e r share com -
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p u ta tio n s .26 A ll o th e r o p tio n s , w a rra n ts  and th e ir  e q u iv 
a le n ts  a re  in c lu d e d  in  b o th  p r im a ry  and fu lly  d ilu te d  earn
in g s  p e r share  com pu ta tion s . [.35, .42, .46]
47. No Anti-D ilution from  Options and W arrants

.159
Q— W hen  a re  o p tio n s  and w a rra n ts  a n ti-d ilu tiv e  u n d e r 

th e  tre a s u ry  s tock m ethod?
A — G e n e ra lly , o p tio n s  and w a rra n ts  a re  a n ti-d ilu tiv e  

w heneve r th e ir  exercise  p ric e  exceeds th e  m a rk e t p ric e  o f 
th e  com m on s tock o b ta in a b le  on exercise. T h is  is  because 
a p p lic a tio n  o f the  tre a s u ry  s tock  m e thod  in  such a  case 
w o u ld  reduce th e  num ber o f com m on shares in c lu d e d  in  th e  
co m p u ta tio n  w h ic h  w o u ld  increase th e  e a rn in g s  p e r share  
am oun t. [.36, .36 fn. 14]

.160 T he  p ro h ib itio n  a g a in s t a n ti-d ilu tio n  in  a p p ly in g  
th e  tre a s u ry  s tock m ethod  recogn izes th e  econom ic fa c t th a t 
an o p tio n  o r w a rra n t w o u ld  n o t be exercised  i f  the  exercise  
p ric e  w ere above th e  m a rk e t p ric e  because th e  s tock  cou ld  
be purchased in  the  m a rk e t fo r  less th a n  i t  cou ld  be p u r
chased b y  e xe rc is in g  th e  o p tio n  o r w a rra n t H ow ever, i f  
fo r  some reason o p tio n s  o r w a rra n ts  a re  exercised  w hen the  
m a rk e t p ric e  is  be low  th e  exercise p ric e , th e  m a rk e t p ric e  a t 
th e  exercise  d a te  is  a p p lie d  in  th e  fu lly  d ilu te d  com puta 
tio n  fo r  th e  exercised  o p tio n s  o r w a rra n ts  fo r  th e  p e rio d  
th e y  w ere  o u ts ta n d in g . (See In te rp re ta tio n  62.) H ow ever, 
a n ti-d ilu tio n  is  n o t re fle c te d  in  th e  p r im a ry  co m p u ta tio n  
p r io r  to  exercise. [.30, .40, .42]

.161 In  spec ia l cases fo r  w h ic h  o th e r m ethods a re  ap
p lie d  (see sections 2011.37 and 2011.38), th e  fa c to rs  w h ic h  
cause d ilu tio n  o r a n ti-d ilu tio n  a re , o f course, d iffe re n t. 
These spec ia l cases are d iscussed in  In te rp re ta tio n s  50 and  
65-71. [.37, .38 ]

48. Equivalents o f Options and W arrants
.162
Q— W h a t k in d s  o f se cu ritie s  are considered  th e  e q u iv 

a le n ts  o f o p tio n s  and w a rra n ts  and th e re fo re  a lw a ys  c la ss i
fie d  as com m on s tock equ iva le n ts?

A — S to ck  purchase co n tra c ts , s to ck  su b sc rip tio n s  n o t 
fu lly  p a id , d e fe rre d  com pensation  p la n s  p ro v id in g  fo r  th e   26

26 These options and warrants would be common stock equivalents 
except for the fact that they were issued before section 2011 was released. 
Section 2011 provides that they be classified as common stock equivalents 
only if the issuer elects to so classify them.
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issuance o f com m on s to ck , and c o n v e rtib le  d e b t and  con
v e rtib le  p re fe rre d  s tock  a llo w in g  o r re q u ir in g  th e  p a ym en t 
o f cash a t co n ve rs ion  (re g a rd le ss  o f th e  y ie ld  o f such con
v e rtib le  se cu ritie s  a t tim e  o f issuance) a re  considered  th e  
e q u iva le n ts  o f o p tio n s  o r w a rra n ts . T he  tre a s u ry  s tock  
m ethod  sh ou ld  be a p p lie d  fo r  a ll o f these se cu ritie s  un less  
th e ir  te rm s o r th e  p ro v is io n s  o f sections 2011.37 and  2011.38 
re q u ire  th a t a n o th e r m e thod  be a p p lie d  fo r  th e  co m p u ta tio n  
o f e a rn in g s  p e r share. [.27, .35, .36, .37, .38]

49. Grouping Options and W arrants
.163
Q— M a y a n ti-d ilu tiv e  o p tio n s  and w a rra n ts  be g rouped  

w ith  d ilu tiv e  o p tio n s  and w a rra n ts  in  a p p ly in g  th e  tre a s u ry  
stock m e thod  ?

A — N o, excep t in  the  spec ia l s itu a tio n s  d iscussed be low .
[.30, .40]

.164 S ection  2011.35, fo o tn o te  13, a llo w s  reasonab le  
g ro u p in g  o f lik e  se cu ritie s , i.  e., o p tio n s  and  w a rra n ts  w ith  
th e  same exerc ise  p rice s  p e r com m on share to  be issued.
F o r exam ple , i t  w o u ld  be a p p ro p ria te  to  g ro u p  an o p tio n  
to  pu rchase  one share o f com m on s to ck  fo r  $20 w ith  a w a r
ra n t to  purchase tw o  shares o f com m on s tock  fo r  $40. 
A ssu m in g  a m a rk e t p ric e  o f $15 p e r share  fo r  com m on  
sto ck , these o p tio n s  and w a rra n ts  w o u ld  n o t be g rouped  
w ith  a w a rra n t to  purchase one share  o f com m on s to ck  fo r  
$10. [.3 5 fn .13]

.165 I f  an  agg rega te  co m p u ta tio n  is  re q u ire d , how 
ever, a n ti-d ilu tiv e  and d ilu tiv e  se cu ritie s  m u s t be in c lu d e d  
in  th e  sam e co m p u ta tio n . S e c tio n  2011.38 p ro v id e s  fo r  an  
aggrega te  co m p u ta tio n , fo r  exam ple . A n  a n ti-d ilu tiv e  
o p tio n  w h ic h  m u s t be exerc ised  be fo re  a d ilu tiv e  o p tio n  
m ay be exerc ised  m u s t a lso  be in c lu d e d  in  an  agg rega te  
co m p u ta tio n . [.38]

.166 F o r exam ple , assum e an o p tio n  is  exe rc isab le  a t 
$30 to  pu rchase  one share o f com m on s to ck  and  a second 
o p tio n  is  exe rc isab le  a t $10 to  purchase one share  o f com 
m on s to ck  after th e  f ir s t  o p tio n  is  exerc ised . T h e  tw o  
o p tio n s  w o u ld  be g rouped  and conside red  as a  “ tw o -s te p ”  
o p tio n  to  b u y  tw o  shares o f com m on s to ck  fo r  $40. T h e ir  
a g g rega te  e ffe c t w o u ld  be d ilu tiv e  w heneve r the  m a rk e t 
p ric e  o f com m on s to ck  exceeds $20 p e r share. A n  agg re -
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g a te  co m p u ta tio n  w o u ld  n o t be m ade fo r  a d ilu tiv e  o p tio n  
w h ic h  m u s t be exercised  be fo re  an a n ti-d ilu tiv e  o p tio n  m ay  
be exercised , because th e  a n ti-d ilu tiv e  o p tio n  w o u ld  n o t be 
exerc ised  in  such a s itu a tio n .

50. Methods Used fo r  Options and W arrants
.167
Q— S ince d iffe re n t m e thods a re  described  fo r  the  

tre a tm e n t o f o p tio n s  and w a rra n ts  in  sec tion  2011, in  w h a t 
o rd e r sh o u ld  th e  d iffe re n t m ethods be app lied ?

A — In  d e te rm in in g  th e  e ffe c t o f o p tio n s  and  w a rra n ts  
and  th e ir  e q u iva le n ts  in  ea rn in g s  p e r share  com p u ta tio n s , 
a p p ly  sec tion  p a ra g ra p h s  in  th e  fo llo w in g  o rd e r ( to  the  
e x te n t th a t each is  p e r tin e n t) :

S ection  2011.37 
S ection  2011.38 
S ection  2011.36 [.3 6 ]

.168 S ection  2011.37 a p p lie s  to  o p tio n s  and  w a rra n ts  
o r th e ir  e q u iva le n ts  (1 ) w h ic h  e ith e r a llo w  o r re q u ire  the  
te n d e rin g  o f d e b t a t exerc ise  o r (2 ) w hose proceeds fro m  
exercise  m u st be a p p lie d  to  re tire  d e b t o r o th e r se cu ritie s  
u n d e r the  te rm s  o f those se cu ritie s . S ection  2011.37 also  
a p p lie s  to  co n v e rtib le  se cu ritie s  w h ic h  e ith e r a llo w  o r p e r
m it th e  p a ym e n t o f cash a t conve rs ion . Such co n ve rtib le s  
a re  conside red  th e  e q u iva le n ts  o f w a rra n ts . [.35, .37]

.169 S ection  2011.38 a p p lie s  o n ly  w hen th e  num be r o f 
com m on shares o b ta in a b le  upon  exercise  o f a ll o u ts ta n d in g  
o p tio n s  and  w a rra n ts  and  th e ir  e q u iva le n ts  exceed 20%  o f 
th e  num be r o f com m on shares o u ts ta n d in g  a t the  end o f th e  
p e rio d . [.38]

.170 S ection  2011.36 (th e  tre a s u ry  s to ck  m e th o d ) ap
p lie s  to  a ll o th e r o p tio n s  and  w a rra n ts  and th e ir  e q u iv 
a len ts . [.36]
51. Treasury Stock Method Reflects Dilution o f Options

and W arrants
.171
Q— H o w  does th e  tre a s u ry  s tock m ethod  re fle c t th e  

d ilu tiv e  e ffe c t o f o p tio n s  and w a rra n ts?
A — T he tre a s u ry  s tock  m e thod  increases th e  num be r o f 

shares assum ed to  be o u ts ta n d in g  w hen th e  exercise p ric e  o f 
an o p tio n  o r w a rra n t is  be low  th e  m a rk e t p ric e  o f com m on  
s to ck  o b ta in a b le  on exercise. T he  d ilu tiv e  e ffe c t o f th e
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tre a s u ry  s to ck  m e thod  is  dem on stra te d  in  th e  fo llo w in g  
exam ple . [.36 fn. 14]

.172 A ssum e th a t a c o rp o ra tio n  earned $125,000 d u r
in g  a p e rio d  w hen i t  had  60,000 shares o f com m on s tock  
o u ts ta n d in g . T he  com m on s tock  so ld  a t an  average m a rk e t 
p ric e  o f $20 p e r share d u rin g  th e  p e rio d . A ls o  o u ts ta n d in g  
w ere  10,000 w a rra n ts  w h ic h  co u ld  be exerc ised  to  purchase  
one share o f com m on s tock fo r  $15 fo r  each w a rra n t exe r
cised. E a rn in g s  p e r com m on share outstanding w o u ld  be 
$2.08 p e r share ($125,000 ÷  60,000 sha res).

.173 A p p ly in g  the  tre a s u ry  s to ck  m ethod , th e  10,000 
w a rra n ts  w o u ld  be assum ed to  have been exerc ised  b y  th e ir  
h o ld e rs  a t th e  b e g in n in g  o f th e  p e rio d . U p o n  exercise ,
10,000 shares o f com m on s tock  w o u ld  be assum ed to  have  
been issued b y  th e  c o rp o ra tio n  to  th e  h o ld e rs . T he  $150,000 
proceeds (10,000 w a rra n ts  a t an  exe rc ise  p ric e  o f $15 p e r 
sha re ) w o u ld  be assum ed to  have been used b y  the  c o rp o ra 
tio n  to  pu rchase  7,500 shares ($150,000 ÷  $20 p e r share  
average m a rk e t p ric e ) o f com m on s tock  in  the  m a rk e t 
on th e  exercise  date . Com m on s to ck  w o u ld  th e re fo re  
increase  2,500 shares.27 (10,000 shares issued less 7,500 
shares purchased re s u lts  in  2,500 incremental shares.) A  
to ta l o f 62,500 shares w o u ld  be cons ide red  as o u ts ta n d in g  
fo r  th e  e n tire  p e rio d . T he  am oun t to  be re p o rte d  as p r im a ry  
e a rn in g s  p e r share w o u ld  be $2.00 p e r share ($125,000 ÷
62,500 sha res), o r d ilu tio n  o f $.08 p e r share.

.174 F u lly  d ilu te d  ea rn in g s  p e r share  w o u ld  a lso  be 
$2.00 p e r share  i f  the  e n d in g  m a rk e t p ric e  o f th e  com m on  
s tock  w ere $20 p e r share o r less. B u t an e n d in g  m a rk e t p ric e  
above $20 p e r share w o u ld  cause m ore d ilu tio n  to  be re 
fle c ted  in  fu lly  d ilu te d  e a rn ings p e r share. F o r exam ple , an  
e n d in g  m a rk e t p ric e  o f $25 p e r share w o u ld  p roduce  4,000 
in c re m e n ta l com m on sh a re s28 w h ic h  w o u ld  re s u lt in  fu lly  
d ilu te d  ea rn in g s  p e r share o f $1.95 p e r share. D ilu tio n  w o u ld  
be $.13 p e r share fro m  e a rn ings p e r o u ts ta n d in g  share and  
$.05 p e r share fro m  p rim a ry  ea rn in g s  p e r share. [.42]

27 The incremental number of shares may be more simply computed 
$ 2 0 -$ 1 5
--------------X 10,000 =  2,500 using the formula given in Interpretation 12

$20
28 For fu lly  diluted incremental shares, the computation would be 

$25 -  $15
--------------x  10,000 =  4,000.

$25
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52. M arket Prices Used fo r Treasury Stock Method
.175
Q — W h a t m a rk e t p r ices o f  c o m m o n  s to c k  a re  u s e d  

in  a p p ly in g  th e  tre a s u ry  s to c k  m e th o d  fo r  o p tio n s  a n d  w a r 
ra n ts ?

A — T h e  a v e ra g e  m a rk e t p r ic e  o f c o m m o n  s to c k  d u r in g  
e a ch  th re e -m o n th  q u a r te r  in c lu d e d  in  th e  p e r io d  b e in g  re 
p o r te d  u p o n  is  u se d  to  d e te rm in e  th e  n u m b e r o f  in c re m e n ta l 
s h a re s  in c lu d e d  in  p r im a r y  e a rn in g s  p e r  s h a re  c o m p u ta tio n s . 
W h e n  a  p e r io d  o f le ss  th a n  th re e  m o n th s  is  b e in g  re p o r te d  
u p o n , th e  a v e ra g e  m a rk e t p r ic e  d u r in g  th a t  p e r io d  is  u se d . 
[ .36, 2011C.03]

.176  T h e  a v e ra g e  m a rk e t p r ic e  d u r in g  e a c h  th re e -  
m o n th  q u a r te r  in c lu d e d  in  th e  p e r io d  b e in g  re p o r te d  u p o n  
is  a ls o  u s e d  to  d e te rm in e  th e  n u m b e r o f  in c re m e n ta l s h a re s  
in c lu d e d  in  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  c o m p u ta tio n s  
unless (1 )  th e  e n d in g  m a rk e t p r ic e  f o r  th e  q u a r te r  is  h ig h e r  
th a n  th e  a v e ra g e  m a rk e t p r ic e  o r  (2 )  o p tio n s  o r  w a r ra n ts  
w e re  e x e rc is e d  d u r in g  th e  q u a r te r . [ .42,201lC.03]

.177  A  h ig h e r  e n d in g  m a rk e t p r ic e  f o r  th e  q u a r te r  is  
u s e d  in  f u l ly  d ilu te d  c o m p u ta tio n s  r a th e r  th a n  th e  a v e ra g e  
m a rk e t p r ic e . F o r  th e  f u l ly  d ilu te d  y e a r - to -d a te  c o m p u ta 
t io n , th e  n u m b e r o f  in c re m e n ta l s h a re s  p ro d u c e d  b y  a p p ly 
in g  th e  e n d in g  m a rk e t p r ic e  is  c o m p a re d  to  th e  n u m b e r o f  
s h a re s  d e te rm in e d  b y  c o m p u tin g  a  y e a r- to -d a te  w e ig h te d  
a v e ra g e  o f  in c re m e n ta l s h a re s  in c lu d e d  in  th e  q u a r te r ly  f u l ly  
d ilu te d  c o m p u ta tio n s . T h e  n u m b e r o f  in c re m e n ta l s h a re s  
u se d  in  th e  f u l ly  d ilu te d  y e a r- to -d a te  c o m p u ta tio n  is  th e  
g re a te r  o f  th e  n u m b e r o f  in c re m e n ta l s h a re s  d e te rm in e d  
fr o m  th e  e n d in g  m a rk e t p r ic e  o r  fr o m  th e  w e ig h te d  a v e ra g e  
o f q u a rte rs . (S e e  In te r p r e ta t io n  6 0  a n d  p a ra g ra p h  .359 fo r  
e x a m p le s .)

.178  W h e n  o p tio n s  o r  w a r ra n ts  a re  e x e rc is e d , th e  
m a rk e t p r ic e  o n  th e  e x e rc is e  d a te  is  a p p lie d  f o r  th e  e x e rc is e d  
o p tio n s  o r  w a r ra n ts  fr o m  th e  b e g in n in g  o f  th e  y e a r  to  th e  
e x e rc is e  d a te  fo r  f u l ly  d ilu te d  c o m p u ta tio n s . T h u s , th e  in 
c re m e n ta l s h a re  c o m p u ta tio n s  f o r  q u a r te rs  p r io r  to  th e  e x 
e rc is e  d a te  use  th e  m a rk e t p r ic e  a t  th e  e x e rc is e  d a te  r a th e r  
th a n  th e  e n d in g  o r  a v e ra g e  m a rk e t p r ic e . (S e e  In te r p r e ta 
t io n s  61 a n d  62 f o r  e x a m p le s .)

.179  I n  a c c o rd a n c e  w ith  th e  a n t i- d ilu t io n  p ro v is io n s  
o f s e c tio n  2011  e x e rc is e  o f  o p tio n s  o r  w a r ra n ts  is  n o t as-
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s u m e d  fo r  a n y  q u a r te r  w h e n  th e  e x e rc is e  p r ic e  is  h ig h e r  th a n  
th e  m a rk e t p r ic e  d e te rm in e d  fo r  th e  c o m p u ta tio n  (a s  d e 
s c r ib e d  a b o v e ) e x c e p t w h e n  o p tio n s  o r  w a r ra n ts  h a v e  in  
fa c t  b e e n  e x e rc is e d . H o w e v e r, a n t i- d ilu t iv e  o p tio n s  o r  w a r 
ra n ts  w o u ld  b e  in c lu d e d  in  a n  a g g re g a te  c o m p u ta tio n  r e s u lt
in g  in  a  n e t d ilu t iv e  e ffe c t. [.3 0 , .38, .4 0 ,.4 2 ]

.180  T h u s , o p tio n s  a n d  w a r ra n ts  m a y  b e  in c lu d e d  in  
th e  c o m p u ta tio n s  in  som e  q u a r te rs  b u t  n o t in  o th e r  q u a rte rs .
A ls o , o p tio n s  a n d  w a r ra n ts  m a y  b e  in c lu d e d  in  f u l ly  d ilu te d  
e a rn in g s  p e r  s h a re  c o m p u ta tio n s  in  a  q u a r te r  w h e n  th e  e n d 
in g  m a rk e t p r ic e  is  a b o v e  th e  e x e rc is e  p r ic e  b u t  n o t in c lu d e d  
in  p r im a r y  e a rn in g s  p e r  s h a re  c o m p u ta tio n s  fo r  th e  q u a r te r  
b e ca u se  th e  a v e ra g e  m a rk e t p r ic e  is  b e lo w  th e  e x e rc is e  p r ic e .
[.3 0 , .42 ]
53. How Many M arket Prices?

.181
Q — H o w  m a n y  m a rk e t p r ic e s  s h o u ld  be  u se d  to  d e 

te rm in e  th e  a v e ra g e  m a rk e t p r ic e  o f  c o m m o n  s to c k  w h e n  
a p p ly in g  th e  tre a s u ry  s to c k  m e th o d  ?

A — A s  m a n y  m a rk e t p r ic e s  as a re  n e e d e d  to  c o m p u te  a  
m e a n in g fu l a v e ra g e  w o u ld  b e  u se d . [.36]

.182  T h e o re tic a lly , e v e ry  m a rk e t tra n s a c t io n  f o r  a  
c o m p a n y ’s c o m m o n  s to c k  (b o th  th e  n u m b e r o f  s h a re s  a n d  
th e  p r ic e  p e r  s h a re ) c o u ld  b e  in c lu d e d  in  d e te rm in in g  th e  
a v e ra g e  m a rk e t p r ic e . F o r  e x a m p le , c o n s id e r fo u r  tra n s a c 
tio n s  o f :  100 s h a re s  a t  $ 1 0  p e r  s h a re , 6 0  s h a re s  a t  $11 p e r  
s h a re , 30  s h a re s  a t $12  p e r  s h a re , a n d  10  s h a re s  a t  $13  p e r  
s h a re . T h e  a v e ra g e  o f  th e  fo u r  p r ic e s  w o u ld  b e  $ 11 .50  (a  
s im p le  a v e ra g e ) b u t  th e  a v e ra g e  p r ic e  f o r  th e  200  s h a re s  
w o u ld  b e  $10 .75  p e r  s h a re  (a  w e ig h te d  a v e ra g e ) .

.183  A s  a  p ra c t ic a l m a tte r , h o w e v e r, a  s im p le  a v e ra g e  
o f m o n th ly  p r ic e s  is  a d e q u a te  so  lo n g  a s  p r ic e s  d o  n o t f lu c tu 
a te  s ig n if ic a n t ly .  I f  p r ic e s  flu c tu a te  g re a tly , w e e k ly  o r  d a ily  
p r ic e s  p ro b a b ly  w o u ld  b e  u se d . O n ly  i f  v o lu m e  o f c o m m o n  
s h a re s  tra d e d  a n d  p r ic e s  a t  w h ic h  tra d e s  o c c u rre d  b o th  
f lu c tu a te d  s ig n if ic a n t ly  w o u ld  i t  b e  n e c e s s a ry  to  c o m p u te  
a  w e ig h te d  a v e ra g e  to  o b ta in  a  m e a n in g fu l a v e ra g e  m a rk e t 
p r ic e .
54. W hat M arket P rice  to Use?

.184
Q — S h o u ld  th e  m a rk e t p r ic e  u s e d  in  c o m p u tin g  

th e  a v e ra g e  d e s c rib e d  in  In te r p r e ta t io n  53 be  th e  h ig h , lo w , 
c lo s e  o r  a n  a v e ra g e  o f  h ig h  a n d  lo w  p ric e s ?
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A — G e n e ra lly , c lo s in g  m a rk e t p r ic e s  w o u ld  b e  a d e q u a te  

f o r  u se  in  c o m p u tin g  th e  a v e ra g e  m a rk e t p r ic e . W h e n  p r ic e s  
f lu c tu a te  w id e ly , h o w e v e r, a n  a v e ra g e  o f th e  h ig h  a n d  lo w  
p r ic e s  f o r  th e  p e r io d  th e  p r ic e  re p re s e n ts  (w h e th e r  a  m o n th , 
w e e k , o r  d a y )  w o u ld  u s u a lly  p ro d u c e  a  m o re  re p re s e n ta tiv e  
p r ic e  to  be  u se d . [ .36]

.185  P e rh a p s  m o re  im p o r ta n t th a n  th e  p r ic e  s e le c te d  
is  th a t  th e  p a r t ic u la r  p r ic e  s e le c te d  be  u s e d  c o n s is te n tly  u n 
le ss  i t  is  n o  lo n g e r  re p re s e n ta tiv e  b e ca u se  o f c h a n g e d  c o n 
d it io n s . F o r  e x a m p le , a  c o m p a n y  u s in g  th e  c lo s in g  p r ic e  
d u r in g  s e v e ra l y e a rs  o f  r e la t iv e ly  s ta b le  m a rk e t p r ic e s  c o u ld  
c h a n g e  to  a n  a v e ra g e  o f  h ig h  a n d  lo w  p r ic e s  i f  p r ic e s  s ta r te d  
f lu c tu a t in g  g re a tly  a n d  th e  c lo s in g , m a rk e t p r ic e  w o u ld  n o  
lo n g e r  p ro d u c e  a  re p re s e n ta tiv e  a v e ra g e  m a rk e t p r ic e . L ik e 
w is e , a  c o m p a n y  u s in g  a n  a v e ra g e  o f h ig h  a n d  lo w  p r ic e s  
d u r in g  s e v e ra l y e a rs  o f  r e la t iv e ly  s ta b le  v o lu m e  c o u ld  use  
a n  a v e ra g e  w e ig h te d  b y  th e  n u m b e r o f s h a re s  in c lu d e d  in  
m a rk e t tra n s a c tio n s  d u r in g  th e  p e r io d  i f  b o th  p r ic e s  a n d  
v o lu m e  s ta r te d  f lu c tu a t in g  g re a t ly  a n d  th e  s im p le  a v e ra g e  o f  
h ig h  a n d  lo w  p r ic e s  w o u ld  n o  lo n g e r  p ro d u c e  a  re p re s e n ta 
t iv e  a v e ra g e  m a rk e t p r ic e . S h o r te r  p e r io d s  w o u ld  b e  m o re  
a p p ro p r ia te  th a n  lo n g e r  p e r io d s  in  th is  case  a ls o , as  n o te d  
in  In te r p r e ta t io n  53.

.186  C h a n g in g  th e  p r ic e , p e r io d  o r  m e th o d  u s e d  in  
c o m p u tin g  th e  a v e ra g e  m a rk e t p r ic e  w o u ld  o n ly  be  d o n e  
w h e n  i t  beco m e s o b v io u s  th a t  a  re p re s e n ta tiv e  a v e ra g e  
m a rk e t p r ic e  w o u ld  n o t b e  o b ta in e d  i f  th e  c h a n g e  w e re  n o t 
m a d e . I n  th e  a b se n ce  o f c h a n g e d  c o n d it io n s  a  c h a n g e  w o u ld  
n o t be  m a d e .

55. Over-the-Counter and Listed Stocks Not Traded
.187
Q — W h a t p r ic e  s h o u ld  be  u se d  w h e n  a p p ly in g  th e  

tr e a s u ry  s to c k  m e th o d  fo r  a n  o v e r- th e -c o u n te r  s to c k  o r  a  
lis te d  s to c k  n o t tra d e d ?

A — I f  a v a ila b le , m a rk e t p r ic e s  a t  w h ic h  tra d e s  o c c u r  
w o u ld  b e  u se d  in  a p p ly in g  th e  tr e a s u ry  s to c k  m e th o d . F o r  
s to c k s  tra d e d  o v e r-th e -c o u n te r, th e  a c tu a l tra d e  p r ic e s  m a y  
n o t b e  k n o w n . B id  a n d  a s k e d  q u o ta tio n s  g e n e ra lly  a re  a v a il
a b le , h o w e v e r, f o r  b o th  o v e r- th e -c o u n te r  s to c k s  a n d  lis te d  
s to c k s  n o t tra d e d . [ .3 6 ]

.188  T h e  p r ic e  w h ic h  w i l l  b e  re p re s e n ta tiv e  o f  th e  
m a rk e t p r ic e  m a y  h a v e  to  be  c o m p u te d  fr o m  th e  in fo r m a tio n
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a v a ila b le . A n  a v e ra g e  o f  th e  b id  a n d  a s k e d  q u o ta tio n s  m ig h t  
p ro d u c e  a  re p re s e n ta tiv e  p r ic e . I n  som e  cases, a n  a v e ra g e  
o f q u o ta t io n s  fro m  s e v e ra l d e a le rs  c o u ld  be  u se d . G e n e ra lly  
th e  m e th o d  s e le c te d  w o u ld  b e  u s e d  c o n s is te n tly  in  th e  a b 
sence  o f a c tu a l m a rk e t p ric e s .

.189  I t  s h o u ld  be  n o te d  th a t  a lth o u g h  b id  q u o ta tio n s  
p ro d u c e  a  c o n s e rv a tiv e  e s tim a te  o f a  s to c k ’ s m a rk e t v a lu e , 
a s k e d  q u o ta tio n s  a re  m o re  c o n s e rv a tiv e  f o r  e a rn in g s  p e r  
s h a re  c o m p u ta tio n s . T h is  is  b e ca u se  a  h ig h e r  m a rk e t p r ic e  
p ro d u c e s  m o re  in c re m e n ta l s h a re s  u n d e r  th e  tre a s u ry  s to c k  
m e th o d  th a n  d oe s a  lo w e r  p r ic e . T h e re fo re , to  o b ta in  a  c o n 
s e rv a tiv e  a n s w e r, th e  a s k e d  q u o ta t io n  w o u ld  b e  u se d  in  a p 
p ly in g  th e  tr e a s u ry  s to c k  m e th o d  fo r  lis te d  c o m m o n  s to c k s  
n o t tra d e d  a n d  fo r  c o m m o n  s to c k s  tra d e d  o v e r th e  c o u n te r.

56. Fair Value Used If No M arket Price
.190
Q — H o w  s h o u ld  th e  a v e ra g e  m a rk e t p r ic e  b e  d e 

te rm in e d , to  a p p ly  th e  tre a s u ry  s to c k  m e th o d  fo r  o p tio n s  
a n d  w a r ra n ts , i f  a  c o m p a n y ’s c o m m o n  s to c k  is  n o t tra d e d  
( f o r  e x a m p le , fo r  a  c lo s e ly  h e ld  c o m p a n y  w ith  o n ly  o p tio n s  
o u ts ta n d in g )  ?

A — W h e n  a  c o m p a n y ’s c o m m o n  s to c k  is  n o t tra d e d  a n d  
m a rk e t p r ic e s  a re  th e re fo re  n o t a v a ila b le , th e  f a i r  v a lu e  p e r  
s h a re  o f i t s  c o m m o n  s to c k  is  u s e d  to  a p p ly  th e  tre a s u ry  
s to c k  m e th o d  fo r  o p tio n s  a n d  w a r ra n ts . [.33 fn . 11]

.191  E s t im a t in g  th e  f a i r  v a lu e  o f a  s h a re  o f  co m m o n  
s to c k  w h ic h  is  s e ld o m , i f  e v e r, tra d e d  is  o fte n  d if f ic u lt .  
V a r io u s  m e th o d s  o f  v a lu a t io n  m a y  b e  a p p ro p r ia te  u n d e r  
d if fe r e n t  c irc u m s ta n c e s . W h ile  b o o k  v a lu e  o r  liq u id a t io n  
v a lu e  p e r  s h a re  m a y  p ro v id e  som e  in d ic a t io n  o f f a i r  v a lu e , 
th e s e  a m o u n ts  u s u a lly  w o u ld  n o t be  u se d  w ith o u t  a d ju s t
m e n t. E s t im a tio n s  b a se d  o n  re p la c e m e n t v a lu e  o r  c a p ita l
iz e d  e a rn in g s  v a lu e , h o w e v e r, m ig h t be  u s e d  in  d e te rm in in g  
f a i r  v a lu e .

.192  I n  som e cases d o c u m e n ts  m a y  be  u se d  as a  b a s is  
f o r  e s tim a tin g  th e  f a i r  v a lu e  o f  a  c o m p a n y ’s c o m m o n  s to c k . 
P e rs o n a l f in a n c ia l s ta te m e n ts  o f  s to c k h o ld e rs  p re p a re d  in  
a c c o rd a n c e  w ith  Audits of Personal Financial Statements 
( A n  A IC P A  In d u s tr y  A u d it  G u id e  p u b lis h e d  b y  th e  A m e r i
c a n  In s t itu te  o f  C P A s  in  1 9 6 8 ) w o u ld  p re s e n t th e  e s tim a te d
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v a lu e  o f  th e ir  s to c k  o w n e rs h ip  in  th e  c o m p a n y . B u y  a n d  
s e ll a g re e m e n ts  c o n ta in  p ro v is io n s  f o r  d e te rm in in g  th e  v a lu e  
o f a  s to c k h o ld e r ’ s in te r e s t in  a  c o m p a n y  in  th e  e v e n t o f  
d e a th  o r  re t ir e m e n t o r  w ith d ra w a l f r o m  p a r t ic ip a t io n  in  th e  
c o m p a n y ’ s a c t iv it ie s .  E s ta te  ta x  v a lu a t io n s  e s ta b lis h e d  fo r  
r e c e n tly  d e ce a se d  s to c k h o ld e rs  m a y  p ro v id e  a  b a s is  f o r  
e s tim a tin g  th e  c u r re n t v a lu e  o f a  c o m p a n y ’s s to c k . M e rg e r  
o r  sa le s  n e g o tia tio n s  e n te re d  in to  b y  th e  c o m p a n y  a n d  v a lu 
a tio n s  o r  a p p ra is a ls  o b ta in e d  b y  a  s to c k h o ld e r  o r  th e  co m 
p a n y  f o r  c r e d it  p u rp o s e s  m a y  p ro v id e  e s ta b lis h e d  v a lu e s  
a p p ro p r ia te  f o r  u se  in  e s t im a tin g  th e  f a i r  v a lu e  o f a  co m 
p a n y ’s c o m m o n  s to c k . A  f a i r  v a lu e  e s tim a te  o f  th e  s to c k  
m ig h t a ls o  b e  p ro je c te d  c u r r e n t ly  fro m  th e  re la t io n s h ip  a t  
th e  t im e  o f  is s u a n c e  o f th e  w a r r a n t  o r  o p tio n  to  e a rn in g s  (o n  
a  p e r  s h a re  b a s is ) o r  to  th e  b o o k  v a lu e  o f  th e  c o m m o n  s to c k .

.193  E x te r n a l s o u rc e s  m a y  a ls o  b e  u se d  to  o b ta in  a  
f a i r  v a lu e  e s tim a te  fo r  a  c o m p a n y ’s s to c k . T ra d e d  s e c u r it ie s  
o f o th e r  c o m p a n ie s  in  th e  sa m e  in d u s t r y ,  th e ir  p r ic e -e a rn 
in g s  ra t io s , d iv id e n d  y ie ld s , a n d  th e  re la t io n s h ip  o f  th e ir  
m a rk e t p r ic e s  to  b o o k  v a lu e s  p e r  s h a re  m a y  p ro v id e  g u id 
a n ce  fo r  e s tim a tin g  th e  v a lu e  o f a  s to c k  w h ic h  is  n o t tra d e d . 
I n  a d d it io n  to  th e  m e th o d s  s u g g e s te d  a b o v e , a r t ic le s  in  p r o 
fe s s io n a l p u b lic a tio n s  m a y  s u g g e s t o th e r  v a lu a t io n  m e th o d s  
a n d  p ro v id e  m o re  s p e c ific  g u id a n c e  fo r  a p p ly in g  s e le c te d  
te c h n iq u e s  ( f o r  e x a m p le , see The Journal of Accountancy, 
A u g u s t 1969, p a g e s  3 5 -4 7 , a n d  M a rc h  1966, p a g e s  4 7 -5 5 ). 
R e v e n u e  R u lin g  5 9 -6 0  a ls o  p ro v id e s  g u id a n c e  f o r  v a lu in g  
s to c k s  w ith  n o  q u o te d  m a rk e t p r ic e s . I n  som e  in s ta n c e s , 
c o m p a n ie s  h a v e  e n g a g e d  in v e s tm e n t b a n k e rs  to  e s tim a te  
th e  v a lu e  o f th e  c o m m o n  s to c k  w h e n  m a n a g e m e n t b e lie v e d  
a  f a i r  v a lu e  c o u ld  n o t b e  o b ta in e d  a n y  o th e r  w a y .

.1 94  W h e n  a  f a i r  v a lu e  e s tim a te  is  u s e d  in  th e  a b se n ce  
o f m a rk e t p r ic e s  f o r  a  c o m p a n y ’s c o m m o n  s to c k , th is  fa c t  
a n d  th e  m e th o d  u s e d  to  e s tim a te  th e  f a i r  v a lu e  w o u ld  b e  
d is c lo s e d  a s  re q u ire d  b y  s e c tio n  2011 .20 . T h e  d is c lo s u re  
w o u ld  u s u a lly  b e  c o n ta in e d  in  a  n o te  to  th e  e a rn in g s  p e r  
s h a re  a m o u n ts  p re s e n te d  (s u c h  a s  th e  e x a m p le  in  s e c tio n  
2 0 1 1 C .0 4 ). [.20]
5 7 . Options and W arrants Outstanding Part o f a Period

.195
Q — H o w  s h o u ld  d ilu t iv e  o p tio n s  o r  w a r ra n ts  w h ic h  

a re  o u ts ta n d in g  f o r  o n ly  p a r t  o f  a  p e r io d  b e  tre a te d  
f o r  e a rn in g s  p e r  s h a re  c o m p u ta tio n s ?
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A — D ilu t iv e  o p tio n s  o r  w a r ra n ts  w h ic h  a re  is s u e d  d u r 
in g  a  p e r io d  o r  w h ic h  e x p ire  o r  a re  c a n c e lle d  d u r in g  a  p e r io d  
a re  re fle c te d  in  b o th  p r im a r y  a n d  f u l ly  d ilu te d  e a rn in g s  p e r  
s h a re  c o m p u ta tio n s  fo r  th e  t im e  th e y  w e re  o u ts ta n d in g  d u r 
in g  th e  p e r io d  b e in g  re p o r te d  u p o n . T h e  c o m m o n  e q u iv a le n t 
s h a re s  to  be  c o n s id e re d  e n te r  e a rn in g s  p e r  s h a re  c o m p u ta 
tio n s  as a  w e ig h te d  a v e ra g e  as d e s c r ib e d  in  s e c tio n  2 0 1 1 A .0 2 .
[.36, .41, 2011A.02]

.196  F o r  e x a m p le , a ssu m e  th a t  a  c o rp o ra tio n  w h o se  
f in a n c ia l r e p o r t in g  y e a r  e n d s  o n  D e c e m b e r 31  is s u e d  100 ,000  
w a r ra n ts  f o r  o n e  s h a re  e a ch  o n  O c to b e r 8 , 1969 w ith  a n  e x 
e rc is e  p r ic e  o f  $10 . A s s u m e  a ls o  a n  a v e ra g e  m a rk e t p r ic e  
f o r  c o m m o n  s to c k  d u r in g  th e  in te r v e n in g  tw e lv e -w e e k  
p e r io d  o f $12  p e r  s h a re . A p p ly in g  th e  tr e a s u ry  s to c k  m e th 
o d  fo r  p r im a r y  e a rn in g s  p e r  s h a re  c o m p u ta tio n s  f o r  th e  
fo u r th  q u a r te r , th e  16 ,667 in c re m e n ta l s h a re s

  $12 -  $10  

  c o m p u te d ---------------- X  100 ,000  =  16,667  )
  $12  

w o u ld  be  w e ig h te d  1 2 /1 3 , s in c e  th e y  w e re  o u ts ta n d in g  f o r  
o n ly  tw e lv e  o f  th e  th ir te e n  w e e k s  d u r in g  th e  q u a r te r , a n d  
w o u ld  re p re s e n t 15 ,385  c o m m o n  s h a re s  (1 6 ,6 6 7  X  1 2 /1 3 ) in  
th e  fo u r th  q u a r te r  o f  1969. I n  th e  a n n u a l e a rn in g s  p e r  s h a re  
c o m p u ta tio n  f o r  1969, th e se  w a r ra n ts  w o u ld  re p re s e n t 3 ,84 6  
c o m m o n  s h a re s  (1 5 ,3 8 5  4 ) .

.1 97  I f  th e  m a rk e t p r ic e  a t  D e c e m b e r 3 1 , 1969 fo r  
c o m m o n  s to c k  e xce e d e d  th e  $12  a v e ra g e  m a rk e t p r ic e , th e  
h ig h e r  m a rk e t p r ic e  w o u ld  be  u s e d  in  c o m p u tin g  f u l ly  d i
lu te d  e a rn in g s  p e r  s h a re  to  r e fle c t m a x im u m  p o te n t ia l d ilu 
t io n  a s  s p e c ifie d  in  s e c tio n  201 1 .4 2 . F o r  a  m a rk e t p r ic e  o f  
c o m m o n  s to c k  o n  D e c e m b e r 31 o f  $ 1 2 .5 0  p e r  s h a re , th e  s h a re s  
to  be  a d d e d  fo r  th e  fo u r th  q u a r te r  f u l ly  d ilu te d  e a rn in g s  p e r  
s h a re  w o u ld  be  c o m p u te d  as fo llo w s :

$ 12 .50  —  $10
-------------------------X  100 ,00 0  =  2 0 ,0 00

$ 1 2 .5 0

1 2 /1 3  X  2 0 ,0 0 0  =  18,462 s h a re s .

T h e  s h a re s  to  b e  a d d e d  fo r  1969 a n n u a l f u l ly  d ilu te d  e a rn 
in g s  p e r  s h a re  in  th is  case  w o u ld  b e  4 ,6 1 5 .

.198  I f  th e  w a r ra n ts  d e s c r ib e d  in  th e  a b o v e  e x a m p le  
e x p ire d  o r  w e re  c a n c e lle d  o n  M a rc h  2 5 ,  1970  a n d  w e  a ssum e

AC § U 2011.196 ©  1974, American Institu te of Certified Public Accountants, Inc.



Computing Earnings per Share 12,809

a n  a v e ra g e  m a rk e t p r ic e  f o r  c o m m o n  s to c k  d u r in g  th e  
tw e lv e  w e e k s  th e n  e n d e d  o f  $ 12 , th e  sam e re s u lts  a s  a b o v e  
w o u ld  be  o b ta in e d  fo r  p r im a r y  e a rn in g s  p e r  s h a re  c o m p u ta 
tio n s  f o r  th e  f ir s t  q u a r te r  o f  1970. T h a t is , a ssu m e d  e x e rc is e  
o f th e  100 ,000  w a r ra n ts  w o u ld  p ro d u c e  16,667  in c re m e n ta l 
s h a re s  w e ig h te d  1 2 /1 3  a n d  w o u ld  re p re s e n t 15 ,385  c o m m o n  
s h a re s  in  th e  f i r s t  q u a r te r  o f  1970. I n  th e  a n n u a l e a rn in g s  
p e r  s h a re  c o m p u ta tio n s  f o r  1970, th e s e  w a r ra n ts  w o u ld  re p 
re s e n t 3 ,846  c o m m o n  sh a re s .

.199  I f  th e  m a rk e t p r ic e  o f  c o m m o n  s to c k  o n  th e  last 
day the warrants were outstanding (M a rc h  25, 1 9 7 0 ) e x 
ce e d e d  th e  $12 a v e ra g e  m a rk e t p r ic e  f o r  th e  tw e lv e  w e e k  
p e r io d , th e  h ig h e r  m a rk e t p r ic e  w o u ld  b e  u se d  in  c o m p u t
in g  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  to  re fle c t m a x im u m  
d ilu t io n .  F o r  a  m a rk e t p r ic e  o f  $ 12 .50  o n  M a rc h  25, 1970  in  
th is  e x a m p le , 18 ,462  s h a re s  w o u ld  be  a d d e d  fo r  th e  f i r s t  
q u a r te r  c o m p u ta tio n s  a n d  4 ,61 5  s h a re s  w o u ld  be  a d d e d  fo r  
th e  1970  a n n u a l c o m p u ta tio n s  in  c o m p u tin g  f u l ly  d ilu te d  
e a rn in g s  p e r  s h a re . [ .42]

.200 G e n e ra lly , o p tio n s  o r  w a r ra n ts  w h ic h  e x p ire  o r  a re  
c a n c e lle d  w i l l  n o t a ffe c t e a rn in g s  p e r  s h a re  c o m p u ta tio n s . 
T h e  a b o v e  e x a m p le s  a re  in c lu d e d  o n ly  f o r  th o s e  ra re  cases  
w h e n  th e y  d o . M o s t d ilu t iv e  o p tio n s  a n d  w a r ra n ts  w i l l  b e  
e x e rc is e d  p r io r  to  e x p ira t io n  o r  c a n c e lla tio n . A n t i- d i lu t iv e  
o p tio n s  a n d  w a r ra n ts  d o  n o t e n te r  e a rn in g s  p e r  s h a re  c o m 
p u ta t io n s ,29 s in c e  th e y  w o u ld  n o t b e  e x e rc is e d  w h e n  c o m m o n  
s to c k  c o u ld  be p u rc h a s e d  fo r  le ss  in  th e  m a rk e t th a n  th ro u g h  
e x e rc is e . [.30, .40]

.201  W h e n  d ilu t iv e  o p tio n s  o r  w a r ra n ts  e x p ire  o r  a re  
c a n c e lle d  d u r in g  a  p e r io d , i t  m a y  a ls o  b e  d e s ira b le  to  fu r n is h  
s u p p le m e n ta ry  e a rn in g s  p e r  s h a re  d a ta  a s  d e s c r ib e d  in  sec
t io n  2 011 .22 , b u t p re v io u s ly  re p o r te d  e a rn in g s  p e r  s h a re  
d a ta  w o u ld  n o t be  r e tr o a c t iv e ly  a d ju s te d  f o r  e x p ira t io n s  o r  
c a n c e lla tio n s  o f w a r ra n ts  o r  o p tio n s . [.22]

58. W hat Is a Period?
.202
Q — W h a t is  a “  p e r io d  ”  as  th e  te rm  is  u s e d  in  

s e c tio n  2011 ?
A — A  “ p e r io d ”  is  th e  t im e  f o r  w h ic h  n e t in c o m e  is  re 

p o r te d  a n d  e a rn in g s  p e r  s h a re  a re  c o m p u te d . 28 *

29 Except in the unusual situations described in section 2011.38 and in
Part I, paragraph .016, fn. 6.
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.203 H o w e v e r, w h e n  th e  tr e a s u ry  s to c k  m e th o d  o r  a n y  
m e th o d 30 r e q u ir in g  th e  c o m p u ta tio n  o f  a n  a v e ra g e  m a rk e t 
p r ic e  is  u s e d  a n d  th e  r e p o r t in g  p e r io d  is  lo n g e r  th a n  th re e  
m o n th s , a  s e p a ra te  c o m p u ta tio n  is  m a d e  fo r  e a ch  th re e -  
m o n th  p e r io d . [ 2011C.03]

.204  I f  a  p e r io d  o f  le ss  th a n  a  q u a r te r  is  b e in g  re p o r te d  
u p o n , th e  a v e ra g e  m a rk e t p r ic e  o f  c o m m o n  s to c k  d u r in g  th e  
p e r io d  e n co m p a sse d  b y  th e  in c o m e  s ta te m e n t is  u se d  in  a p 
p ly in g  th e  tre a s u ry  s to c k  m e th o d s . O th e r  m e th o d s 30 r e q u ir 
in g  th e  use  o f  a v e ra g e  m a rk e t p r ic e s  a ls o  u se  th e  p r ic e s  in  
e ffe c t d u r in g  th is  s h o r te r  p e r io d .
59. Share Averaging 

.205
Q — W h e n  th e  re p o r t in g  p e r io d  is  lo n g e r  th a n  th re e  

m o n th s  a n d  th e  tre a s u ry  s to c k  m e th o d  is  a p p lie d , h o w  
is  th e  w e ig h te d  a v e ra g e  o f s h a re s  c o m p u te d  f o r  th e  r e p o r t
in g  p e r io d  ?

A — A  w e ig h te d  a v e ra g e  o f  s h a re s  is  c o m p u te d  b a s e d  o n  
th e  a v e ra g e  m a rk e t p r ic e s  d u r in g  e a ch  th re e  m o n th s  in 
c lu d e d  in  th e  r e p o r t in g  p e r io d . T h u s , i f  th e  p e r io d  b e in g  
re p o r te d  u p o n  is  s ix  m o n th s , n in e  m o n th s , o r  o n e  y e a r, a  
w e ig h te d  a v e ra g e 31 o f s h a re s  is  c o m p u te d  f o r  e ach  q u a r te r .
T h e  w e ig h te d  a v e ra g e s  f o r  a ll  q u a r te rs  a re  th e n  a d d e d  to 
g e th e r, a n d  th e  re s u lt in g  to ta l is  d iv id e d  b y  th e  n u m b e r o f  
q u a r te rs  to  d e te rm in e  th e  w e ig h te d  a v e ra g e  fo r  th e  p e r io d .
[.2011C.03]

.206  A s s u m e , f o r  e x a m p le , th a t  a  c o rp o ra tio n  h a d
2 5 ,0 00  s h a re s  o f c o m m o n  s to c k  o u ts ta n d in g  d u r in g  a  y e a r  
a n d  a ls o  h a d  g ra n te d  o p tio n s  w h ic h  re s u lte d  in  th e  fo llo w 
in g  in c re m e n ta l s h a re s  c o m p u te d  u s in g  th e  tre a s u ry  s to c k  
m e th o d : 500  in  th e  f ir s t  q u a r te r , n o n e  in  th e  se co n d  q u a r te r  
b e ca u se  th e y  w o u ld  h a v e  b e e n  a n t i- d ilu t iv e ,  1 ,40 0  in  th e  
t h ir d  q u a r te r , a n d  1 ,000  in  th e  fo u r th  q u a r te r . T h e  w e ig h te d  
a v e ra g e  o f  s h a re s  f o r  th e  y e a r  c o u ld  b e  c o m p u te d  e ith e r

25 ,500  +  2 5 ,0 00  +  2 6 ,4 00  +  2 6 ,0 0 0  =  102 ,900  
102 ,900  ÷  4  =  25,725 

o r
500  1 ,400  1 ,000

--------------+------------------+-------------- =  725
4  4  4

725 +  25 ,000  =  25,725
30 For example, see Interpretations 67, 70, 77 and 79.
31 See Interpretation 25 and paragraph .359 fo r examples of computing 

a weighted average.
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60. Applying Ending and Average M arket Prices
.207
Q — H o w  d o  th e  c o m p u ta tio n s  o f p r im a r y  a n d  f u l ly  

d ilu te d  e a rn in g s  p e r  s h a re  d if f e r  w h e n  th e  tre a s u ry  s to c k  
m e th o d  is  a p p lie d  fo r  o p tio n s  a n d  w a r ra n ts  a n d  th e  e n d in g  
m a rk e t p r ic e  o f  c o m m o n  s to c k  is  d if fe r e n t  fr o m  th e  a v e ra g e  
m a rk e t p r ic e ?

A — W h e n  th e  e n d in g  m a rk e t p r ic e  o f c o m m o n  s to c k  is  
h ig h e r  th a n  th e  a v e ra g e  m a rk e t p r ic e  f o r  th e  p e r io d , th e  
e n d in g  m a rk e t p r ic e  is  u s e d  fo r  th e  f u l ly  d ilu te d  c o m p u ta 
t io n  to  re fle c t m a x im u m  p o te n t ia l d ilu t io n .  T h e  u se  o f d if f e r 
e n t m a rk e t p r ic e s  f o r  p r im a r y  a n d  f u l ly  d ilu te d  e a rn in g s  
p e r  s h a re  c o m p u ta tio n s  n a tu r a lly  re s u lts  in  d if fe r e n t  n u m 
b e rs  o f s h a re s  fo r  th e  tw o  c o m p u ta tio n s . T h e  use  o f a  h ig h e r  
e n d in g  m a rk e t p r ic e  f o r  f u l ly  d ilu te d  c o m p u ta tio n s  m a y  a ls o  
r e s u lt  in  th e  a s s u m p tio n  o f e x e rc is e  f o r  f u l ly  d ilu te d  e a rn 
in g s  p e r  s h a re  b u t n o t f o r  p r im a r y  e a rn in g s  p e r  s h a re . Y e a r-  
to -d a te  c o m p u ta tio n s  fo r  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  
m a y  a ls o  b e  m o re  c o m p le x  w h e n  m a rk e t p r ic e s  o f c o m m o n  
s to c k  in c re a s e  a n d  th e n  d e c re a s e  d u r in g  th e  y e a r, s in c e  th e  
s h a re  c o m p u ta tio n  is  th e n  m a d e  tw o  w a y s  a n d  th e  g re a te r  
n u m b e r o f  s h a re s  is  u s e d  in  c o m p u tin g  y e a r- to -d a te  f u l ly  
d ilu te d  e a rn in g s  p e r  s h a re . T h e  a b o v e  s itu a tio n s  a re  i l 
lu s tra te d  in  th e  fo llo w in g  e x a m p le . [ .42]

.208  A s s u m e  s to c k  o p tio n s  a re  o u ts ta n d in g  to  o b ta in
5 ,000  s h a re s  o f c o m m o n  s to c k  a t  a n  e x e rc is e  p r ic e  o f $10  p e r  
s h a re . A s s u m e  a ls o  th e  fo llo w in g  a v e ra g e  a n d  e n d in g  
m a rk e t p r ic e s  o f c o m m o n  s to c k  d u r in g  th e  c a le n d a r y e a r :

Average Ending
Market Price M arket Price

First q u a r te r ................. ......................  $11.11 $12.00
Second quarter .......... ......................... 9.75 11.00
Third q u a r te r ............... ......................... 13.89 14.00
Fourth quarter ............ ......................... 12.50 13.00

.209  F o r  p r im a r y e a rn in g s  p e r  s h a re , th e  tre a s u ry
s to c k  m e th o d  w o u ld  p ro d u c e  th e  fo llo w in g  n u m b e r o f  in 
cremental s h a re s  to  re fle c t th e  d ilu t iv e  e ffe c t o f  th e  o p tio n s :

Primary Incremental Shares
Quarterly Year-to-Date

EPS EPS
First q u a r te r .................... ......................  500(1) 500
Second q u a r te r ............ ......................  — 0— 250(2)
Third q u a r te r ................. .................... 1,400(3) 633(4)
Fourth q u a r te r ............... ......................  1,000(5) 725(6)
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COMPUTATIONAL NOTES:
(1) $11.11 -  $10

---------------------- X  5,000 =  500
$ 11.11

(2) 500 +  0 =  500. 500 ÷  2 =  2 5 0

(3) $13.89 -  $10 
  X  5,000 =  1 ,4 0 0

$13.89
(4) 500 +  0 +  1,400 =  1,900. 1,900 ÷  3 =  633
(5) $12.50 -  $10 

  X  5,000 =  1,000
$12.50

(6) 500 +  0 +  1,400 +  1,000 =  2,900. 2,900 ÷  4 =  725

.210 F o r  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re , th e  tre a s u ry  
s to c k  m e th o d  w o u ld  p ro d u c e  th e  fo llo w in g  n u m b e r o f  in 
c re m e n ta l s h a re s  to  re fle c t th e  m a x im u m  d ilu t iv e  e ffe c t o f  
th e  o p tio n s :

Fully D iluted Incremental Shares 
Quarterly Year-to-Date

EPS (1) EPS
First q u a r te r ........................................ 833 833
Second quarter ................................  455(2) 644(3)
Third quarter .....................................  1,429 1,429(4)
Fourth quarter ..................................  1,154 1,154(5)

COMPUTATIONAL NOTES:
(1) Based on ending market price for each quarter.
(2) Note that the average market price fo r this quarter was anti-dilutive, so the 

computation is made only for fu lly  diluted earnings per share.
(3) 833 +  455 =  1,288. 1,288 ÷  2 =  6 4 4

Use 644 weighted average since 644 is greater than 455 incremental shares 
based on ending market price.

(4) 833 +  455 +  1,429 =  2,717. 2,717 ÷  3 =  906.
Use 1,429 incremental shares based on the ending market price since 1,429 is 
greater than 906.

(5) 833 +  455 +  1,429 +  1,154 =  3,871. 3,871 ÷  4 =  968.
Use 1,154 incremental shares based on the ending market price since 1,154 is 
greater than 968.

.211 N o te  th a t  th e  tw o  c o m p u ta tio n s  m a d e  fo r  y e a r- to -  
d a te  f u l ly  d ilu te d  in c re m e n ta l s h a re s  m a y  in  som e cases  
cause  d if fe r e n t  m a rk e t p r ic e s  to  be  a p p lie d  fo r  th e  q u a r te r ly  
a n d  y e a r- to -d a te  f u l ly  d ilu te d  c o m p u ta tio n s . F o r  e x a m p le , 
a ssu m e  th a t  in  th e  a b o ve  il lu s t r a t io n  th e  a v e ra g e  m a rk e t 
p r ic e  in  th e  fo u r th  q u a r te r  w a s  $13 a n d  th e  e n d in g  m a rk e t 
p r ic e  w a s  $12 .50 . T h e  $13 a v e ra g e  m a rk e t p r ic e  w o u ld  p ro 
d u c e  1 ,154  in c re m e n ta l s h a re s  in  th e  fo u r th  q u a r te r  fo r  b o th  
p r im a r y  a n d  f u l ly  d ilu te d  c o m p u ta tio n s . I n  th e  a n n u a l f u l ly  
d ilu te d  c o m p u ta tio n , h o w e v e r, th e  $ 12 .50  e n d in g  m a rk e t 
p r ic e  w o u ld  p ro d u c e  1 ,000  in c re m e n ta l s h a re s  w h ile  th e  a v 
e ra g e  n u m b e r o f  s h a re s  f o r  th e  fo u r  q u a r te rs  w o u ld  be  o n ly  
968 (see  c o m p u ta tio n a l n o te  5 a b o v e  u n d e r  f u l ly  d ilu te d ) .
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T h e re fo re  th e  a v e ra g e  m a rk e t p r ic e  w o u ld  b e  u se d  fo r  th e  
fo u r th  q u a r te r  f u l ly  d ilu te d  c o m p u ta tio n  a n d  th e  e n d in g  
m a rk e t p r ic e  w o u ld  be  u s e d  fo r  th e  a n n u a l f u l ly  d ilu te d  
c o m p u ta tio n .

.212 A  m o re  c o m p re h e n s iv e  e x a m p le  o f  th e s e  p o in ts  
a p p e a rs  in  p a ra g ra p h  .359 .

61. Treasury Stock Method a t Exercise
.213
Q — H o w  is  th e  tr e a s u ry  s to c k  m e th o d  a p p lie d  f o r  

o p tio n s  a n d  w a r ra n ts  w h ic h  a re  e x e rc is e d ?

A — C o m m o n  s to c k  is s u e d  u p o n  th e  e x e rc is e  o f  o p tio n s  
o r  w a r ra n ts  is  in c lu d e d  in  th e  w e ig h te d  a v e ra g e  o f  o u t
s ta n d in g  s h a re s  fr o m  th e  e x e rc is e  d a te . T h e  tre a s u ry  s to c k  
m e th o d  is  a p p lie d  f o r  e x e rc is e d  o p tio n s  o r  w a r ra n ts  fr o m  th e  
b e g in n in g  o f  th e  p e r io d  to  th e  e x e rc is e  d a te . F o r  p r im a r y  
e a rn in g s  p e r  s h a re , th e  c o m p u ta tio n  f o r  th e  p e r io d  p r io r  to  
e x e rc is e  is  b a s e d  o n  th e  a v e ra g e  m a rk e t p r ic e  o f  c o m m o n  
s to c k  d u r in g  th e  p e r io d  th e  e x e rc is e d  o p tio n s  o r  w a r ra n ts  
w e re  o u ts ta n d in g  ( i f  th e  r e s u lt  is  d ilu t iv e ) .  In c re m e n ta l 
s h a re s  a re  w e ig h te d  f o r  th e  p e r io d  th e  o p tio n s  o r  w a r ra n ts  
w e re  o u ts ta n d in g  a n d  s h a re s  is s u e d  a re  w e ig h te d  f o r  th e  
p e r io d  th e  s h a re s  w e re  o u ts ta n d in g . F o r  f u l ly  d ilu te d  e a rn 
in g s  p e r  s h a re , h o w e v e r, th e  c o m p u ta tio n  f o r  th e  p e r io d  
p r io r  to  e x e rc is e  is  b a se d  o n  th e  m a rk e t p r ic e  o f  c o m m o n  
s to c k  w h e n  th e  o p tio n s  o r  w a r ra n ts  w e re  e x e rc is e d  re g a rd 
le s s  o f  w h e th e r  th e  r e s u lt  is  d ilu t iv e  o r  a n t i- d ilu t iv e .  I n 
c re m e n ta l s h a re s  a re  w e ig h te d  f o r  th e  p e r io d  th e  o p tio n s  o r  
w a r ra n ts  w e re  o u ts ta n d in g  a n d  s h a re s  is s u e d  a re  w e ig h te d  
f o r  th e  p e r io d  th e  s h a re s  a re  o u ts ta n d in g . T h e se  s itu a tio n s  
a re  il lu s t r a te d  in  th e  fo llo w in g  e x a m p le . [.42,2011A.02] 

.214 A s s u m e  s to c k  o p tio n s  a re  o u ts ta n d in g  to  o b ta in
5 ,0 0 0  s h a re s  o f  c o m m o n  s to c k  a t a n  e x e rc is e  p r ic e  o f  $ 1 0  p e r  
s h a re . A s s u m e  a ls o  th e  fo llo w in g  a v e ra g e  a n d  e n d in g  
m a rk e t p r ic e s  o f  c o m m o n  s to c k  d u r in g  th e  c a le n d a r y e a r :

Average Ending
M arket Price M arket Price

First q u a r te r ............................................. $11.11
Second quarter .....................................  9.75
Third quarter ..........................................  13.89
Fourth quarter ........................................ 12.50

$12.00
11.00
14.00
13.00

A ls o  a ssu m e  th a t  1 ,000  o p tio n s  w e re  e x e rc is e d  M a y  1  w h e n  
th e  m a rk e t p r ic e  o f  c o m m o n  s to c k  w a s  $ 1 0 .5 0  p e r  s h a re  a n d
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a n o th e r  1 ,00 0  o p tio n s  w e re  e x e rc is e d  S e p te m b e r 1 w h e n  th e  
m a rk e t p r ic e  o f  c o m m o n  s to c k  w a s  $15  p e r  s h a re . T h e  a v e r
a g e  m a rk e t p r ic e  fr o m  A p r i l  1 to  M a y  1 w a s  $ 11 .25  a n d  
f r o m  J u ly  1 to  S e p te m b e r 1 w a s  $13 .

.215  F o r  p r im a r y  e a rn in g s  p e r  s h a re , th e  tre a s u ry  
s to c k  m e th o d  w o u ld  p ro d u c e  th e  fo llo w in g  n u m b e r o f  in 
cremental s h a re s  to  r e fle c t th e  d ilu t iv e  e ffe c t o f th e  o p tio n s :

Primary Incremental Shares 
Quarterly Year-to-Date

EPS EPS
First quarter ........................................ 500 500
Second q u a r te r .....................................  37(1) 269(2)
Third quarter ........................................ 994(3) 510(4)
Fourth quarter .....................................  600 533(5)

COMPUTATIONAL NOTES:

(1) ⅓  o f 111 incremental shares for 1,000 options exercised May 1 (using $11.25 
average market price fo r the period the options were outstanding). Remaining 
options are anti-dilutive.

(2) 500 +  37 =  537. 537 ÷  2 =  269
(3) 840 incremental shares fo r 3,000 options outstanding a ll o f the quarter (exercise 

assumed at $13.89 average market price for the quarter) plus ⅔  o f the 231 
incremental shares fo r 1,000 options outstanding for two months of the quarter 
(exercise assumed at $13 average market price fo r the period the options were 
outstanding). 840 +  154 =  994

(4) 500 +  37 +  994 =  1,531. 1,531 ÷  3 =  510
(5) 500 +  37 +  994 +  600 =  2,131. 2,131 ÷  4 =  533

I n  a d d it io n , o u ts ta n d in g  s h a re s  w o u ld  in c re a s e  a s  fo llo w s  to  
re fle c t o p tio n s  exercised M a y  1 a n d  S e p te m b e r 1 :

Increase in Outstanding Shares
Quarterly Year-to-Date

EPS EPS
First q u a r te r .................... ............  — 0— — 0—
Second quarter ............ 667(1) 333(2)
Third q u a r te r ................. ............. 1,333(3) 667(4)
Fourth quarter ............... ............  2,000(5) 1,000(6)

COMPUTATIONAL NOTES:

(1) ⅔  o f 1,000 shares issued May 1 and outstanding for two months.
(2) 0 +  667 =  667. 667 ÷  2 =  333
(3) 1,000 shares issued May 1 plus ⅓  o f 1,000 shares issued September 1.
(4) 667 +  1,333 =  2,000. 2,000 ÷  3 =  667
(5) 1,000 shares issued May 1 plus 1,000 shares issued September 1.
(6) 0  +  667 +  1,333 +  2,000 =  4,000. 4,000 ÷  4 =  1,000

.216  F o r  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re , th e  tre a s u ry  
s to c k  m e th o d  w o u ld  p ro d u c e  th e  fo llo w in g  n u m b e r o f  in 
cremental s h a re s  to  re fle c t th e  m a x im u m  d ilu t iv e  e ffe c t o f  
th e  o p tio n s :
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Fully D iluted Incremental Shares 
Quarterly Year-to-Date

EPS EPS
First q u a r te r ................................... 833 833
Second quarter ...........................  380(1) 548(2)
Third quarter ................................  1,079(3) 1,174(4)
Fourth quarter .............................. 692(5) 930(6)

COMPUTATIONAL NOTES:
(1) 364 incremental shares fo r 4,000 options outstanding a ll o f the quarter (using 

$11 ending market price) plus ⅓  o f 48 incremental shares fo r 1,000 options 
exercised May 1 (using $10.50 market price at exercise date).

(2) (667 +  48) +  380 =  1,095. 1,095 ÷  2 =  548. For the first quarter,
667 incremental shares for 4,000 options (using $12 ending market price) plus 
48 incremental shares for 1,000 options exercised May 1 (using $10.50 market 
price at exercise date). See note 1 fo r second quarter. The incremental shares 
fo r the two quarters are then weighted.

(3) 857 incremental shares fo r 3,000 options outstanding a ll o f the quarter plus ⅔
(333) =  222 incremental shares for 1,000 options exercised September 1 and 
outstanding two months.

(4) 857 incremental shares for 3,000 options outstanding fo r a ll o f the three quarters 
based on $14 higher ending market price applied fo r all o f the three quarters 
plus 4 /9  (48) =  21 fo r the May 1 exercise plus 8 /9  (333) =  296 for the Septem
ber 1 exercise.

(5) Based on $13 market price and 3,000 options.
(6) 500 +  273 +  857 +  692 =  2,322. 2,322 ÷  4 =  581 incremental shares

for 3,000 options outstanding for four quarters using market prices o f $12, $11, 
$14 and $13 for the respective quarters for computing the weighted average of 
incremental shares. Since 692 incremental shares determined by applying the 
ending market price is greater than 581 weighted incremental shares, 692 is 
used. The 692 is increased by 4 /12  (48) — 16 shares for the May 1 exercise 
plus 8 /12 (333) =  222 for the September 1 exercise. 692 +  16 +  222 =  930.

I n  a d d it io n , o u ts ta n d in g  s h a re s  w o u ld  in c re a s e  b y  th e  sam e  
n u m b e r o f  sh a re s  as il lu s t r a te d  fo r  th e  p r im a r y  e a rn in g s  p e r  
s h a re  c o m p u ta tio n  f o r  th e  o p tio n s  exercised o n  M a y  1 a n d  
S e p te m b e r 1, i .  e ., 667 s h a re s  in  th e  se co n d  q u a r te r , 1 ,333  in  
th e  t h ir d  q u a r te r , 2 ,000  in  th e  fo u r th  q u a r te r , 333  f o r  th e  
f i r s t  s ix  m o n th s , 667 f o r  th e  f i r s t  n in e  m o n th s , a n d  1 ,000  fo r  
th e  y e a r.

62. Anti-D ilutive Exercise
.217
Q — Is  th e  tre a s u ry  s to c k  m e th o d  a p p lie d  f o r  o p tio n s  

a n d  w a r ra n ts  w h ic h  a re  e x e rc is e d  w h e n  th e  m a rk e t p r ic e  
is  b e lo w  th e  e x e rc is e  p r ic e ?

A — O p tio n s  o r  w a r ra n ts  u s u a lly  w o u ld  n o t b e  e x e rc is e d  
in  su c h  a  s itu a tio n . T h e  c o m m o n  s to c k  o b ta in a b le  u p o n  e x 
e rc is e  c o u ld  be  p u rc h a s e d  in  th e  m a rk e t f o r  le s s  th a n  th e  
e x e rc is e  p r ic e . H o w e v e r, in  th o s e  ra re  cases w h e re  s u c h  a n  
e x e rc is e  d oe s o c c u r, th e  tre a s u ry  s to c k  m e th o d  is  a p p lie d  
fr o m  th e  b e g in n in g  o f th e  y e a r  to  th e  e x e rc is e  d a te  f o r  f u l ly  
d ilu te d  c o m p u ta tio n s  u s in g  th e  m a rk e t p r ic e  a t  th e  e x e rc is e  
d a te . T h e  r e s u lt  w i l l  b e  a n t i- d ilu t iv e .  [.42]
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.218 F o r  p r im a r y  c o m p u ta tio n s , th e  a v e ra g e  m a rk e t 
p r ic e  fr o m  th e  b e g in n in g  o f th e  q u a r te r  to  th e  e x e rc is e  d a te  
is  u s e d , b u t  o n ly  i f  th e  r e s u lt  is  d ilu t iv e .  T h u s , w h e n  th e  
a v e ra g e  m a rk e t p r ic e  is  le ss  th a n  th e  e x e rc is e  p r ic e  w h ile  th e  
e x e rc is e d  o p tio n s  o r  w a r ra n ts  w e re  o u ts ta n d in g , th e  e x 
e rc is e d  o p tio n s  o r  w a r ra n ts  a re  o m itte d  fr o m  p r im a r y  co m 
p u ta tio n s . [.30, .36]

.219 C o m m o n  s to c k  is s u e d  u p o n  e x e rc is e  is  in c lu d e d  
in  th e  w e ig h te d  a v e ra g e  o f o u ts ta n d in g  s h a re s  fro m  th e  e x 
e rc is e  d a te  fo r  b o th  p r im a r y  a n d  f u l ly  d ilu te d  c o m p u ta tio n s . 
S h a re s  p ro d u c e d  b y  th e  tre a s u ry  s to c k  m e th o d  a re  in c lu d e d  
in  th e  w e ig h te d  a v e ra g e  o f o u ts ta n d in g  s h a re s  fo r  th e  t im e  
th e  e x e rc is e d  o p tio n s  o r  w a r ra n ts  w e re  o u ts ta n d in g . 
[2011A.02]

.220  F o r  e x a m p le , a ssum e  s to c k  o p tio n s  a re  o u ts ta n d 
in g  to  o b ta in  5 ,00 0  s h a re s  o f c o m m o n  s to c k  a t  a n  e x e rc is e  
p r ic e  o f  $10  p e r  s h a re . A s s u m e  a ls o  th e  fo llo w in g  a v e ra g e  
a n d  e n d in g  m a rk e t p r ic e s  o f c o m m o n  s to c k  d u r in g  th e  
c a le n d a r y e a r.

Average Ending
M arket Price Market Price

First q u a r te r ............................................  $11.11 $12.00
Second quarter .....................................  9 .75 11.00
Third quarter ..........................................  13.89 14.00
Fourth quarter ........................................ 12.50 13.00

O n  J u n e  1, 1 ,000  o p tio n s  w e re  e x e rc is e d  w h e n  th e  m a rk e t 
p r ic e  o f  c o m m o n  s to c k  w a s  $ 9 .5 0  p e r  s h a re . T h e  a v e ra g e  
m a rk e t p r ic e  fr o m  A p r i l  1 to  J u n e  1 w a s  $ 9 .65  p e r  s h a re .

.221 F o r  p r im a r y  e a rn in g s  p e r  s h a re , th e  tre a s u ry  
s to c k  m e th o d  w o u ld  p ro d u c e  th e  fo llo w in g  n u m b e r o f  in 
cremental s h a re s  to  re fle c t th e  d ilu t iv e  e ffe c t o f  th e  o p tio n s :

Primary Incremental Shares
Quarterly Year-to-Date

EPS EPS
First q u a r te r .................... .................  500 500
Second q u a r te r ............ ................. — 0— (1) 250
Third q u a r te r ................. .................  1,120(2) 540(3)
Fourth q u a r te r ............... 800 605(4)

COMPUTATIONAL NOTES:
(1) Average market price for both outstanding options and exercised options

anti-dilutive.
(2) 1,120 incremental shares for 4,000 options outstanding all o f the quarter.
(3) 500 +  0 +  1,120 =  1,620. 1,620 ÷  3 =  540
(4) 500 + 0 + 1,120 + 800 = 2,420. 2,420 ÷  4 = 6 0 5
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I n  a d d it io n , o u ts ta n d in g  s h a re s  w o u ld  in c re a s e  a s  fo llo w s  to  
re fle c t o p tio n s  exercised J u n e  1 :

Increase in Outstanding Shares
Quarterly Year-to-Date

EPS EPS
First q u a r te r ...................... ............... — 0— — 0—
Second q u a r te r ............... ............... 333(1) 167(2)
Third q u a r te r .................... ............... 1,000(3) 444(4)
Fourth q u a r te r ................. ............... 1,000(5) 583(6)

COMPUTATIONAL NOTES:
(1) ⅓  o f 1,000 shares issued June 1 and outstanding fo r one month.
(2) 0 +  333 =  333. 333 ÷  2 =  1 6 7

(3) 1,000 shares issued June 1.
(4) 0 +  333 +  1,000 =  1,333. 1,333 ÷  3 =  4 4 4

(5) 1,000 shares issued June 1.
(6) 0  +  333 +  1,000 +  1,000 =  2,333. 2,333 4  5 8 3

.222  F o r  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re , th e  tre a s 
u r y  s to c k  m e th o d  w o u ld  p ro d u c e  th e  fo llo w in g  n u m b e r o f
incremental s h a re s  to  re fle c t th e  m a x im u m  d ilu t iv e  e ffe c t o f  
th e  o p tio n s  :

Fully D iluted Incremental Shares 
Quarterly Year-to-Date

EPS EPS
First q u a r te r ........................................ 833 833
Second quarter ................................  329(1) 472(2)
Third quarter .....................................  1,143(3) 1,114(4)
Fourth quarter ................................... 923(5) 901(6)

COMPUTATIONAL NOTES:
(1) 364 incremental shares for 4,000 options outstanding all o f the quarter less 

⅔  (1,000— 1,053) = — 35 to reflect the anti-d ilu tive effect o f the exercise o f
1,000 options outstanding 2 months during the quarter. 364 —  35 =  329

(2) (667 — 53) +  (364 — 35) =  943. 943 ÷  2 =  472. See note 1. For the
first quarter, 667 incremental shares for 4,000 options are reduced by 53 an ti
d ilutive shares for 1,000 options exercised June 1. The net incremental shares 
for the two quarters are then weighted. ___

(3) 1,143 incremental shares fo r 4,000 options outstanding all o f the quarter.
(4) 1,143 incremental shares fo r 4,000 options outstanding fo r a ll o f the three 

quarters based on $14 higher ending market price applied for a ll o f the three 
quarters le s s  5 /9  (53) =  — 29 for the June 1 anti-d ilu tive exercise.

(5) Based on $13 market price and 4,000 options.
(6) 667 +  364 +  1,143 +  923 =  3,097. 3,097 ÷  4 =  774 incremental

shares fo r 4,000 options outstanding fo r four quarters using market prices o f 
$12, $11, $14 and $13 for the respective quarters fo r computing the weighted 
average of incremental shares. Since 923 incremental shares determined by 
applying the ending market price is greater than 774 weighted incremental 
shares, 923 is used. The 923 is decreased by 5/ 12 (— 53) = — 22 fo r the 
June 1 anti-d ilu tive exercise. 923 — 22 =  901.

I n  a d d it io n , o u ts ta n d in g  s h a re s  w o u ld  in c re a s e  b y  th e  sam e  
n u m b e r o f  s h a re s  as il lu s t r a te d  f o r  th e  p r im a r y  e a rn in g s  
p e r  s h a re  c o m p u ta tio n  fo r  th e  o p tio n s  exercised o n  J u n e  1, 
i .  e ., 333  s h a re s  in  th e  se co n d  q u a r te r , 1 ,0 0 0  s h a re s  in  th e  
t h ir d  a n d  fo u r th  q u a rte rs , 167 s h a re s  f o r  th e  f i r s t  s ix
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m o n th s , 4 4 4  s h a re s  fo r  th e  f ir s t  n in e  m o n th s , a n d  583 s h a re s  
fo r  th e  y e a r.

63. “ Substantially A ll”  o f Three Months
.223

Q — H o w  lo n g  is  “ s u b s ta n t ia lly  a l l ”  o f  a  th re e -m o n th  
p e r io d  a n d  w h y  s h o u ld  e x e rc is e  o f  o p tio n s  a n d  w a r ra n ts  
n o t b e  a ssu m e d  in  a p p ly in g  th e  tre a s u ry  s to c k  m e th o d  
“ u n t i l ”  th e  m a rk e t p r ic e  h a s  e x c e e d e d  th e  e x e rc is e  p r ic e  fo r  
s u c h  a  p e r io d ?

A — “ S u b s ta n tia lly  a l l ”  is  n o t d e fin e d  in  s e c tio n  2011 . 
F o llo w in g  th e  re c o m m e n d a tio n 32 to  n o t a ssum e  e x e rc is e  b e 
fo re  th e  th re e -m o n th  te s t is  m e t (1 )  e lim in a te s  th e  n e e d  to  
m a k e  th e  c o m p u ta tio n  u n t i l  th e  m a rk e t p r ic e  h a s  e xce e d e d  
th e  e x e rc is e  p r ic e  fo r  a  s ig n if ic a n t p e r io d  a n d  (2 )  re d u c e s  
“ f l ip - f lo p ”  o f  o p tio n s  a n d  w a r ra n ts  in  a n d  o u t o f  th e  co m 
p u ta t io n  b e ca u se  o f th e  c o m m o n  s to c k 's  m a rk e t p r ic e  f lu c 
tu a t io n s  a b o v e  a n d  b e lo w  th e  e x e rc is e  p r ic e . [ . 3 6 ]

.2 24  P re s u m a b ly , e le v e n  w e e k s  w o u ld  b e  s u b s ta n t ia lly  
a ll o f  a  th ir te e n -w e e k  q u a r te r . T h e re fo re , th e  c o m p u ta tio n  
w o u ld  be  m a d e  fo r  a n y  q u a r te r  a f te r  th e  m a rk e t p r ic e  h a s  
o n ce  b e e n  a b o v e  th e  e x e rc is e  p r ic e  f o r  a n y  e le v e n  w e e k s  
d u r in g  a  q u a r te r .

.225  N o te  th a t  th is  is  a  o n e -tim e  te s t. E x e rc is e  n e e d  
n o t be  a ssu m e d  fo r  th e  c o m p u ta tio n s  until th e  te s t h a s  b e e n  
m e t, n o t unless th e  te s t is  m e t in  a  p a r t ic u la r  q u a r te r . T h u s , 
o n ce  th e  te s t is  m e t, th e  a v e ra g e  m a rk e t p r ic e  w o u ld  be  
c o m p u te d  th e re a fte r  u n le s s  th e  m a rk e t p r ic e s  a re  c le a r ly  
a n t i- d ilu t iv e .

.226  T h e  te s t a p p lie s  f o r  b o th  p r im a r y  a n d  f u l ly  d i
lu te d  c o m p u ta tio n s . B u t  a f te r  th e  te s t h a s  o n ce  b e e n  m e t, a n  
e n d in g  m a rk e t p r ic e  w h ic h  is  a b o v e  th e  e x e rc is e  p r ic e  is  
u s e d  fo r  th e  f u l ly  d ilu te d  c o m p u ta tio n  e v e n  th o u g h  th e  
a v e ra g e  m a rk e t p r ic e  is  b e lo w  th e  e x e rc is e  p r ic e . [ .42]

.2 27  T h is  re c o m m e n d a tio n  a ls o  a p p lie s  to  e a rn in g s  
p e r  s h a re  c o m p u ta tio n s  f o r  in c o m e  s ta te m e n ts  p re p a re d  f o r  
p e r io d s  w h ic h  a re  le s s  th a n  a  q u a r te r . W h e n  a p p lie d  to  
s h o r te r  p e r io d s , h o w e v e r, v ir t u a lly  a l l  m a rk e t p r ic e s  in  th e

22 The Board recommended that exercise of options and warrants not 
be assumed fo r earnings per share data u n til the market price has been 
above the exercise price fo r s u b s ta n tia lly  a ll o f the three months ending w ith 
the month for which the computation is being made.
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s h o r te r  p e r io d  s h o u ld  be  a b o v e  th e  e x e rc is e  p r ic e  o r  e x e rc is e  
n e e d  n o t be  a ssu m e d . F o r  a  o n e -m o n th  s ta te m e n t, f o r  e x 
a m p le , th e  m a rk e t p r ic e s  d u r in g  th a t  m o n th  a n d  fo r  m o s t o f  
th e  tw o  p re c e d in g  m o n th s  s h o u ld  b e  a b o v e  th e  e x e rc is e  
p r ic e . [ .3 6 ]

64. Total o f Quarters May N ot Equal Annual EPS
.228
Q — A re  p re v io u s ly  re p o r te d  e a rn in g s  p e r  s h a re  d a ta  

e v e r r e tr o a c t iv e ly  a d ju s te d  o r  re s ta te d  fo r  c h a n g e s  in  
th e  in c re m e n ta l n u m b e r o f  s h a re s  c o m p u te d  u s in g  th e  
tr e a s u ry  s to c k  m e th o d ?

A — N o , r e tro a c tiv e  a d ju s tm e n t o r  re s ta te m e n t o f  p re 
v io u s ly  re p o r te d  e a rn in g s  p e r  s h a re  d a ta  a re  n o t m a d e  
w h e n  th e  in c re m e n ta l n u m b e r o f  sh a re s  d e te rm in e d  b y  
a p p ly in g  th e  tr e a s u ry  s to c k  m e th o d  c h a n g e s . T h e  B o a rd  
re a liz e d  th a t  th e  to ta l o f  fo u r  q u a r te r ’ s e a rn in g s  p e r  s h a re  
m ig h t n o t e q u a l th e  e a rn in g s  p e r  s h a re  f o r  th e  y e a r  w h e n  
m a rk e t p r ic e s  c h a n g e  a n d  th e  tr e a s u ry  s to c k  m e th o d  is  
a p p lie d . [.36, .41]

.229  C o m p u ta tio n s  f o r  e a ch  q u a r te r  o r  o th e r  p e r io d  
a re  in d e p e n d e n t. E a rn in g s  p e r  s h a re  d a ta  w o u ld  n o t e ith e r  
b e  re s ta te d  r e tr o a c t iv e ly  n o r  a d ju s te d  c u r r e n t ly  to  o b ta in  
q u a r te r ly  ( o r  o th e r  p e r io d )  a m o u n ts  to  e q u a l th e  a m o u n t 
c o m p u te d  f o r  th e  y e a r  o r  y e a r  to  d a te .

65. Unusual W arrants and Their Equivalents
.230
Q — T o  w h a t k in d s  o f s e c u r it ie s  d o e s  s e c tio n  2011.37  

a p p ly ?

A — S e c tio n  2011 .37  m u s t be  a p p lie d  f o r  e a rn in g s  p e r  
s h a re  c o m p u ta tio n s  f o r  th e  fo llo w in g  k in d s  o f  s e c u r itie s , 
a ll  o f  w h ic h  a re  c la s s ifie d  as c o m m o n  s to c k  e q u iv a le n ts :

1. W a r ra n ts  w h ic h  require th e  te n d e r in g  o f  d e b t o r  
o th e r  s e c u r it ie s  o f  th e  is s u e r o r  i t s  p a re n t o r  i t s  s u b s id ia ry  
in  f u l l  o r  p a r t ia l p a y m e n t o f  th e  e x e rc is e  p r ic e .

2 . W a r ra n ts  w h ic h  permit a s  a n  a lte rn a tiv e  th e  te n d e r
in g  o f  d e b t o r  o th e r  s e c u r it ie s  o f  th e  is s u e r o r  i t s  p a re n t 
o r  i t s  s u b s id ia ry  in  f u l l  o r  p a r t ia l p a y m e n t o f  th e  e x e rc is e  
p r ic e .

3 . W a r ra n ts  w h o se  p ro c e e d s  fr o m  e x e rc is e  m u s t b e  
a p p lie d  to w a rd  th e  re t ir e m e n t o f  d e b t o r  o th e r  s e c u r it ie s  
o f th e  is s u e r. S u c h  d e b t o r  o th e r  s e c u r it ie s  w o u ld  h a v e
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b e e n  is s u e d  w ith  th e  w a r ra n ts  a n d  th e  re q u ire m e n t to  a p p ly  
a n y  p ro c e e d s  to w a rd  re t ir e m e n t w o u ld  u s u a lly  b e  w r it te n  
in to  a n  in d e n tu re , m a k in g  th e  re q u ire m e n t a  c o n tra c tu a l 
o b lig a tio n .

4 . C o n v e r tib le  s e c u r it ie s  w h ic h  require th e  p a y m e n t o f  
ca s h  u p o n  c o n v e rs io n  ( re g a rd le s s  o f  th e ir  y ie ld  a t t im e  o f  
is s u a n c e ).

5 . C o n v e r tib le  s e c u r it ie s  w h ic h  permit th e  p a y m e n t o f  
ca sh  as a n  a lte rn a tiv e  u p o n  c o n v e rs io n , fo r  e x a m p le , to  
o b ta in  a  g re a te r  n u m b e r o f  c o m m o n  s h a re s  th a n  c o u ld  be  
o b ta in e d  fr o m  s tr a ig h t  c o n v e rs io n  ( re g a rd le s s  o f th e ir  
y ie ld  a t  t im e  o f is s u a n c e ). [ .3 7 ]

66. Securities Subject to  Section 2011.37 Tests
.231
Q — A re  a ll o f  th e  s e c u r it ie s  lis te d  in  th e  p re c e d in g  

In te r p r e ta t io n  s u b je c t to  th e  tw o  te s ts  d e s c rib e d  in  sec
t io n  2011 .37  ?

A — T h e  tw o  te s ts  d e s c r ib e d  in  s e c tio n  2011.37  a re  te s ts  
to  d e te rm in e  w h e th e r  c e r ta in  w a r ra n ts  a re  d ilu t iv e  o r  a n t i
d ilu t iv e .  T h e  “ a ”  te s t is  th e  u s u a l te s t to  d e te rm in e  i f  a  
w a r r a n t is  d ilu t iv e .  T h e  “ b ”  te s t is  a p p lie d  w h e n  s e c u r it ie s  
c a n  be  te n d e re d  in  lie u  o f ca sh  to  e x e rc is e  a  w a r ra n t. T h e  
c o m p u ta tio n s  to  be  m a d e  w h e n  e ith e r  o r  b o th  te s ts  a re  m e t 
a re  d e s c r ib e d  in  In te rp re ta t io n s  6 7 -70 . [.37]

.232 T h e  “ a”  te s t ( th e  m a rk e t p r ic e  o f  th e  re la te d  
co m m o n  s to c k  m u s t e xce e d  th e  e x e rc is e  p r ic e  o f  th e  w a r ra n t  
o r  th e  c o n v e r tib le  s e c u r ity  c o n s id e re d  th e  e q u iv a le n t o f  a  
w a r r a n t)  a p p lie s  to  w a r ra n ts  (1 )  w h ic h  re q u ire  th e  te n d e r
in g  o f  d e b t, (2 )  w h ic h  p e r m it  th e  te n d e r in g  o f  d e b t, a n d  (3 )  
w h o s e  p ro c e e d s  m u s t be  u se d  to  r e t ir e  d e b t.

.233 T h e  “ b ”  te s t ( th e  s e c u r ity  to  b e  te n d e re d  is  
s e llin g  a t  e n o u g h  d is c o u n t to  e s ta b lis h  a n  e ffe c tiv e  e x e rc is e  
p r ic e  b e lo w  th e  m a rk e t p r ic e  o f  th e  co m m o n  s to c k  o b ta in 
a b le )  a p p lie s  o n ly  to  th e  d e b t o r  o th e r  s e c u r it ie s  w h ic h  
m u s t o r  m a y  be  te n d e re d  to w a rd  th e  e x e rc is e  p r ic e  o f  th e  
w a r r a n t ( th e  d e b t lis te d  in  1 a n d  2 in  In te r p r e ta t io n  6 5 ).
T h e  “ b ”  te s t g iv e s  re c o g n it io n  to  th e  p o s s ib ility  th a t  a  
w a r r a n t h o ld e r  c o u ld  p u rc h a s e  d e b t in  th e  m a rk e t a t  a  
d is c o u n t a n d  e x e rc is e  a  w a r r a n t b y  te n d e r in g  th e  d e b t a t 
i t s  fa c e  a m o u n t, th e re b y  e ffe c tin g  th e  p u rc h a s e  o f  th e  co m 
m o n  s to c k  f o r  le s s  th a n  i t s  m a rk e t p r ic e .
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.2 34  T h e s e  te s ts  a re  d e m o n s tra te d  in  th e  fo llo w in g  

e x a m p le . A s s u m e  th a t  a  w a r r a n t  m a y  b e  e x e rc is e d  to  p u r 
ch ase  tw o  s h a re s  o f c o m m o n  s to c k  b y  te n d e r in g  e ith e r  
$100  ca s h  o r  a  $100  fa c e  v a lu e  d e b e n tu re  w h e n  m a rk e t 
p r ic e s  a re  $48  p e r  c o m m o n  s h a re , $ 94  p e r  d e b e n tu re , a n d  
$6  p e r  w a r ra n t. T h e  “ a ”  te s t is  n o t m e t (2  X  $48  =  $96  
m a rk e t p r ic e  o f c o m m o n  d o e s  n o t e x c e e d  th e  e x e rc is e  
p r ic e  o f  $10 0  c a s h ). T h e  “ b ”  te s t is  m e t. (T h e  $94  m a rk e t 
p r ic e  o f th e  d e b e n tu re  is  b e lo w  th e  $ 9 6  m a rk e t p r ic e  
f o r  tw o  s h a re s  o f  c o m m o n . T h is  m a y  a ls o  be  c o m p u te d  

$ 94  m a rk e t p r ic e  o f  d e b e n tu re
-----------------------------------------------------------  X  $50  e x e rc is e  p r ic e  p e r
$ 1 0 0  te n d e r  v a lu e  o f  d e b e n tu re

s h a re  =  $47 e ffe c tiv e  e x e rc is e  p r ic e  p e r  s h a re .)  N o te  th a t  
th e  m a rk e t p r ic e  o f th e  w a r r a n t  is  n o t c o n s id e re d  in  e ith e r  
te s t.

.235  T h e  “ a ”  a n d  “ b ”  te s ts  a p p ly  to  s e c u r it ie s  o n  a n  
in d iv id u a l b a s is . H o w e v e r, w h e n  s e c tio n  2011 .38  a p p lie s  
(se e  In te rp re ta t io n s  7 2 -7 4 ), th e  s e c u r it ie s  s u b je c t to  th e se  
te s ts  a re  in c lu d e d  in  th e  a g g re g a te  c o m p u ta tio n  re q u ire d  
b y  th a t  p a ra g ra p h  w h e th e r  th e ir  in d iv id u a l e ffe c t is  d ilu t iv e  
o r  a n t i- d ilu t iv e .  [.35, .3 8 ]

67. M arket Prices Used in Section 2011.37 Tests
.236
Q — W h a t m a rk e t p r ic e s  a re  u se d  fo r  th e  tw o  te s ts  

d e s c rib e d  in  s e c tio n  2 0 1 1 .3 7 ?

A — T h e  m a rk e t p r ic e s  u s e d  fo r  th e se  tw o  te s ts  a n d  fo r  
th e  c o m p u ta tio n s  w h e n  th e  te s ts  a re  m e t c o rre s p o n d  to  th e  
m a rk e t p r ic e s  u se d  fo r  th e  tre a s u ry  s to c k  m e th o d  (see  
In te rp re ta t io n s  5 2 -5 6 ). T h e re fo re , th e  c o m p u ta tio n s  a re  
m a d e  fo r  e a ch  q u a r te r  a n d  th e  s h a re s  fo r  th e  q u a rte rs  a re  
a v e ra g e d  fo r  a n n u a l p r im a r y  c o m p u ta tio n s . [ . 3 7 ]

.2 37  T h e  m a rk e t p r ic e  o f c o m m o n  s to c k  fo r  b o th  
te s ts  is  th e  a v e ra g e  m a rk e t p r ic e  d u r in g  e a ch  th re e -m o n th  
q u a r te r  in c lu d e d  in  th e  p e r io d  b e in g  re p o r te d  u p o n . T h e  
e n d in g  m a rk e t p r ic e  o f  c o m m o n  s to c k  is  u se d , h o w e v e r, fo r  
f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  i f  th e  e n d in g  p r ic e  is  
h ighe r th a n  th e  a v e ra g e  p r ic e . [.42, 2011C.03\

.2 38  F o r  th e  “ b ”  te s t, th e  a v e ra g e  m a rk e t p r ic e  o f  
th e  d e b t o r  o th e r  s e c u r ity  d u r in g  e a ch  th re e -m o n th  q u a r te r  
in c lu d e d  in  th e  p e r io d  b e in g  re p o r te d  u p o n  is  u se d . T h e
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e n d in g  m a r k e t  p r ic e  o f  th e  d e b t  o r  o t h e r  s e c u r it y  is  u s e d ,  

h o w e v e r, f o r  f u l l y  d ilu t e d  e a r n in g s  p e r  s h a r e  i f  th e  e n d in g  

p r ic e  i s  lower t h a n  th e  a v e r a g e  p r ic e .  [ .3 7 ]

.239  U s u a lly , o n ly  o n e  te s t w i l l  b e  m e t. I n  so m e  cases, 
h o w e v e r, b o th  te s ts  w i l l  b e  m e t A ls o , d if fe r e n t  te s ts  m a y  
b e  m e t f o r  p r im a r y  a n d  f u l ly  d ilu te d  c o m p u ta tio n s . T h e  
c o m p u ta tio n s  to  be  m a d e  in  th e s e  s itu a tio n s  a re  e x p la in e d  
in  In te rp re ta t io n s  68  a n d  69 . W h e n  n e ith e r  te s t is  m e t, 
th e s e  s e c u r it ie s  a re  n o t in c lu d e d  in  e a rn in g s  p e r  s h a re  co m 
p u ta tio n s  u n le s s  s e c tio n  201 1 .3 8  a p p lie s . [.35, .38]
68. Computations fo r  W arran ts  Requiring th e  Tendering

o f Debt
.240
Q — W h a t c o m p u ta tio n s  a re  m a d e  u n d e r  th e  “ a ”  a n d  

“ b ”  te s ts  s p e c ifie d  in  s e c tio n  2011 .37  f o r  w a r ra n ts  w h ic h  
re q u ire  th a t  d e b t o r  o th e r  s e c u r it ie s  be  te n d e re d  u p o n  
e x e rc is e ?

A — I f  e ith e r  th e  “ a ”  o r  “ b ”  te s t d e s c r ib e d  in  In te rp re 
ta t io n s  6 6  a n d  67 is  m e t w h e n  d e b t o r  o th e r  s e c u r it ie s  must 
be  te n d e re d  to w a rd  th e  e x e rc is e  p r ic e , e x e rc is e  o f  th e  w a r 
ra n ts  is  a ssu m e d . T h e  d e b t o r  o th e r  s e c u r ity  is  te n d e re d  
a t th e  a m o u n t i t  m u s t b e  te n d e re d  ( u s u a lly  fa c e  a m o u n t) . 
In te re s t, n e t o f  ta x , o n  th e  d e b t is  a d d e d  b a c k  to  n e t in c o m e  
in  d e te rm in in g  e a rn in g s  a p p lic a b le  to  c o m m o n  s to c k . C o m 
m o n  s to c k  is  a ssu m e d  to  b e  is s u e d  o n  th e  e x e rc is e  d a te .
T h e  tre a s u ry  s to c k  m e th o d  is  a p p lie d  f o r  a n y  ca s h  p ro c e e d s  
w h e n  ca sh  is  a ls o  to  b e  te n d e re d  w ith  th e  d e b t. T h e  fa c t  
th a t  b o th  te s ts  m a y  s o m e tim e s  b e  m e t d o e s  n o t a ffe c t th e  
c o m p u ta tio n s . [.37]
69 . Computations fo r  W arran ts  A llow ing  the  Tendering

o f Debt
.241
Q — W h a t c o m p u ta tio n s  a re  m a d e  u n d e r  th e  “ a ”  

a n d  “ b ”  te s ts  s p e c ifie d  in  s e c tio n  2011 .37  f o r  w a r ra n ts  
w h ic h  p e r m it  th e  te n d e r in g  o f  d e b t o r  o th e r  s e c u r itie s  
u p o n  e x e rc is e ?

A — T h e  c o m p u ta tio n s  d e p e n d  u p o n  th e  te s t m e t  I f  
b o th  te s ts  a re  m e t, th e  c o m p u ta tio n s  d e p e n d  u p o n  th e  a lte r 
n a tiv e s  a v a ila b le  s in c e  som e  w a r ra n ts  a n d  th e ir  e q u iv a le n ts  
p ro v id e  tw o  o r  m o re  e x e rc is e  o r  c o n v e rs io n  a lte rn a tiv e s  
to  th e  h o ld e r . F o r  e x a m p le , a  w a r r a n t m a y  b e  e x e rc is a b le  
b y  p a y in g  $ 6 0  ca s h  to  o b ta in  o n e  s h a re  o f  c o m m o n  s to c k
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o r  b y  te n d e r in g  $ 1 0 0  fa c e  v a lu e  d e b t to  o b ta in  tw o  s h a re s  
o f  c o m m o n  s to c k . I n  s u c h  a  ca se , d e b t may be  te n d e re d  
b u t is  n o t re q u ire d  to  be  te n d e re d . [.3 7 ]

.242  W h e n  o n ly  th e  “ a ”  te s t is  m e t (b e ca u se  th e  d e b t 
o r  o th e r  s e c u r ity  is  s e llin g  f o r  m o re  th a n  th e  a m o u n t f o r  
w h ic h  i t  m a y  b e  te n d e re d ) , th e  tre a s u ry  s to c k  m e th o d  is  
a p p lie d  s in c e  th e  d e b t o r  o th e r  s e c u r ity  w o u ld  n o t be  te n 
d e re d  to w a rd  e x e rc is e  o f  th e  w a r r a n t o r  i t s  e q u iv a le n t.

.243  W h e n  o n ly  th e  “ b ”  te s t  is  m e t ( th e  d e b t o r  o th e r  
s e c u r ity  w h ic h  m a y  be  te n d e re d  is  s e llin g  a t  e n o u g h  d is 
c o u n t to  c re a te  a n  e ffe c tiv e  e x e rc is e  p r ic e  b e lo w  th e  m a rk e t 
p r ic e  o f  th e  c o m m o n  s to c k ) , th e  p ro c e d u re s  d e s c r ib e d  in  
In te r p r e ta t io n  68  ( f o r  w h e n  d e b t o r  o th e r  s e c u r it ie s  must 
b e  te n d e re d ) a re  a p p lie d .

.2 44  I f  both th e  “ a ”  a n d  “ b ”  te s ts  d e s c rib e d  a b o ve  
a re  m e t w h e n  d e b t o r  o th e r  s e c u r it ie s  may b e  te n d e re d  
to w a rd  th e  e x e rc is e  p r ic e  o r  i f  tw o  o r  m o re  e x e rc is e  o r  
c o n v e rs io n  a lte rn a tiv e s  m e e t o ne  te s t (w h e th e r  o r  n o t  b o th  
te s ts  a re  m e t) , th e  c o m p u ta tio n  s h o u ld  b e  b a se d  u p o n  th e  
a lte r n a t iv e  w h ic h  m e e ts  th e  te s t a n d  is  m o re  ( o r  m o s t)  a d 
v a n ta g e o u s  to  th e  h o ld e r  o f  th e  w a r r a n t o r  i t s  e q u iv a le n t. 
[2011A.13]

.245  T h e  “ a ”  a n d  “ b ”  te s ts  a re  a p p lie d  f o r  e a ch  
q u a r te r  u s in g  th e  m a rk e t p r ic e s  s p e c ifie d  in  In te r p r e ta t io n  
67 . W h e n  e ith e r  te s t is  m e t, th e  c o m p u ta tio n s  a re  m a d e  
f o r  th a t  q u a r te r . D if fe re n t  te s ts  m a y  a p p ly  f o r  d if fe r e n t  
q u a r te rs  in  th e  p e r io d . T h e  s h a re s  d e te rm in e d  f o r  e ach  
q u a r te r  a re  a v e ra g e d  fo r  y e a r - to -d a te  p r im a r y  c o m p u ta 
tio n s . I n  f u l ly  d ilu te d  y e a r- to -d a te  c o m p u ta tio n s , th e  
g re a te r  o f  th e  a v e ra g e  n u m b e r o f  s h a re s  in c lu d e d  in  th e  
f u l ly  d ilu te d  q u a r te r ly  c o m p u ta tio n s  o r  th e  n u m b e r o f  
s h a re s  d e te rm in e d  b y  a p p ly in g  e n d in g  m a rk e t p r ic e s  is  
u se d . [ 2011C.03]

70. Computations fo r  W arran ts  W hoso Proceeds A re  
A pp lied  To Retire Debt

.246
Q — H o w  a re  w a r ra n ts  w h o s e  p ro c e e d s  m u s t b e  

u s e d  to  r e t ir e  d e b t o r  o th e r  s e c u r it ie s  in c lu d e d  in  e a rn in g s  
p e r  s h a re  c o m p u ta tio n s ?

A — W h e n  d e b t o r  o th e r  s e c u r it ie s  o f  th e  is s u e r re q u ire  
th a t  th e  p ro c e e d s  fr o m  th e  e x e rc is e  o f  w a r ra n ts  o r  th e ir
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e q u iv a le n ts  b e  a p p lie d  to w a rd  re tire m e n t o f  th o s e  se cu 
r it ie s ,  e x e rc is e  o f  th e  w a r ra n ts  is  a s s u m e d  a t th e  b e g in n in g  
o f th e  p e r io d  ( o r  tim e  o f  is s u a n c e , i f  la te r ) .  T h e  p ro c e e d s  
fr o m  e x e rc is e  a re  a ssu m e d  to  h a v e  b e e n  u s e d  to  p u rc h a s e  
th e  s e c u r it ie s  to  b e  r e t ir e d  a t  th e  d a te  o f  a ssu m e d  e x e r
c is e . [.37]

.2 47  T h e s e  c o m p u ta tio n s  a re  m a d e  o n  a  q u a r te r ly  
b a s is . T h e  s h a re s  d e te rm in e d  f o r  e a ch  q u a r te r  a re  a v e r 
a g e d  f o r  a n n u a l e a rn in g s  p e r  s h a re  c o m p u ta tio n s . T h e  
p u rc h a s e  p r ic e  to  b e  u s e d  is  th e  a v e ra g e  m a rk e t p r ic e  
d u r in g  e a ch  th re e -m o n th  q u a r te r  f o r  th e  s e c u r it ie s  a ssu m e d  
to  h a v e  b e e n  p u rc h a s e d . T o  re fle c t m a x im u m  p o te n t ia l 
d ilu t io n ,  th e  p u rc h a s e  p r ic e  f o r  th e  c o m p u ta tio n  o f  f u l ly  
d ilu te d  e a rn in g s  p e r  s h a re  is  th e  m a rk e t p r ic e  o f  th e  se cu 
r it ie s  to  b e  r e t ir e d  a t th e  e n d  o f  th e  p e r io d  i f  th is  p r ic e  is  
higher th a n  th e  a v e ra g e  m a rk e t p r ic e . [.42, 2011C.03]

.248  E x e rc is e  o f th e  w a r ra n ts  is  n o t a ssu m e d  fo r  
e ith e r  p r im a r y  o r  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  u n le s s  
th e  m a rk e t p r ic e  o f th e  re la te d  c o m m o n  s to c k  e xce e d s  th e  
e x e rc is e  p r ic e  o f  th e  w a r ra n ts .33 W h e n  e x e rc is e  is  a ssu m e d  
a n d  th e  p ro c e e d s  fro m  e x e rc is e  a re  u se d  to  p u rc h a s e  se cu 
r it ie s  to  b e  r e t ir e d , in te r e s t ( n e t o f  ta x )  o n  a n y  d e b t r e t ir e d  
m u s t b e  a d d e d  b a c k  to  n e t in c o m e  in  d e te rm in in g  e a rn in g s  
a p p lic a b le  to  c o m m o n  s to c k . A n y  excess  a m o u n t fro m  th e  
a ssu m e d  e x e rc is e  o f  th e  w a r ra n ts  a b o v e  th e  a m o u n t n e e d e d  
f o r  th e  p u rc h a s e  o f  s e c u r it ie s  is  u s e d  to  p u rc h a s e  c o m m o n  
s to c k  u n d e r  th e  tr e a s u ry  s to c k  m e th o d . [.30, .37, .40]

71 . Treasury Stock M ethod fo r  Convertibles
.249
Q — H o w  a re  c o n v e r tib le  s e c u r it ie s  w h ic h  re q u ire  

o r  p e r m it  th e  p a y m e n t o f  ca s h  a t  c o n v e rs io n  in c lu d e d  in  
e a rn in g s  p e r  s h a re  c o m p u ta tio n s ?

A — C o n v e r tib le  s e c u r it ie s  w h ic h  re q u ire  o r  p e r m it  th e  
p a y m e n t o f  ca s h  a t  c o n v e rs io n  a re  c o n s id e re d  th e  e q u iv a 
le n ts  o f  w a r ra n ts  a n d  a re  th e re fo re  a lw a y s 34 c o m m o n  s to c k  
e q u iv a le n ts . [.37]

.250  C o n v e r tib le  s e c u r it ie s  r e q u ir in g  th e  p a y m e n t o f  
c a s h  a re  a ssu m e d  to  be  c o n v e rte d  a t  th e  b e g in n in g  o f  th e

33E xerc ise  m ay  be assumed, how ever, i f  section  2011.38 applies. See 
In te rp re ta tio n s  72-74.

34U n less issued before  June 1, 1969 and  classified  u n d e r e lec tion  “ b ”  o f 
section 2011.46.
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p e r io d  ( o r  tim e  o f is s u a n c e , i f  la te r )  a n d  th e  i f  c o n v e rte d  
m e th o d  is  a p p lie d . P ro c e e d s  fr o m  c o n v e rs io n  a re  u s e d  to  
p u rc h a s e  c o m m o n  s to c k  u n d e r  th e  tre a s u ry  s to c k  m e th o d . 
T h u s , th e  in c re m e n ta l n u m b e r o f  s h a re s  a ssu m e d  to  b e  o u t
s ta n d in g  is  th e  d iffe re n c e  b e tw e e n  th e  n u m b e r o f  s h a re s  is -  
u s e d  u p o n  a ssu m e d  c o n v e rs io n  a n d  th e  n u m b e r o f  sh a re s  
a ssu m e d  p u rc h a s e d  u n d e r th e  tre a s u ry  s to c k  m e th o d . I f  th e  
n e t r e s u lt  o f th e  a g g re g a te  c o m p u ta tio n  o f a p p ly in g  b o th  
th e  i f  c o n v e rte d  m e th o d  a n d  th e  tre a s u ry  s to c k  m e th o d  is  
d ilu t iv e ,  th e se  c o m p u ta tio n s  a re  in c lu d e d  in  b o th  p r im a r y  
a n d  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re . T h e  c o m p u ta tio n s  a re  
n o t in c lu d e d , h o w e v e r, i f  th e  n e t r e s u lt  is  a n t i- d ilu t iv e .35 
[.30, .40]

  .251  S om e  c o n v e r tib le  s e c u r it ie s  p e r m it  th e  p a y m e n t 
o f ca sh  a t c o n v e rs io n  to  o b ta in  a  m o re  fa v o ra b le  c o n v e rs io n  
ra te . T h e  p ro c e d u re s  d e s c rib e d  in  th e  p re c e d in g  p a ra g ra p h  
a re  a p p lie d  fo r  su ch  s e c u r itie s  e x c e p t th a t  n o  p ro c e e d s  a re  
a ssu m e d  to  b e  re c e iv e d  u p o n  c o n v e rs io n  w h e n e v e r th e  
a m o u n t o f  ca sh  to  be  p a id  e xce e d s  th e  m a rk e t v a lu e  o f  
th e  a d d it io n a l s h a re s  o b ta in a b le . T h e  tre a s u ry  s to c k  m e th o d  
th e re fo re  c a n n o t be  a p p lie d  w h e n  th is  c o n d it io n  e x is ts  a n d  
o n ly  th e  i f  c o n v e rte d  m e th o d  is  a p p lie d  ( i f  th e  r e s u lt  is  
d ilu t iv e ) .35 [.37, 2011A.13]

.252  W h e n  s e v e ra l c o n v e rs io n  a lte rn a tiv e s  e x is t ( fo r  
e x a m p le , p e r m it t in g  th e  p a y m e n t o f d if fe r e n t  a m o u n ts  o f  
ca sh  f o r  d if fe r e n t c o n v e rs io n  ra te s ) , th e  c o m p u ta tio n  s h o u ld  
g iv e  e ffe c t to  th e  a lte rn a tiv e  w h ic h  is  m o s t a d v a n ta g e o u s  
to  th e  h o ld e r  o f  th e  c o n v e r tib le  s e c u r ity . [2011A.13]

72. A n ti-D ilu tive  Options and W arran ts  Included
.253
Q — W h e n  s e c tio n  2011 .38  a p p lie s  ( th e  n u m b e r o f  

c o m m o n  s h a re s  o b ta in a b le  u p o n  e x e rc is e  o f a ll o p tio n s  a n d  
w a r ra n ts  e xcee ds 2 0 %  o f  th e  n u m b e r o f  c o m m o n  sh a re s  
o u ts ta n d in g  a t  th e  e n d  o f  th e  p e r io d ) ,  a re  a n t i- d ilu t iv e  
o p tio n s  a n d  w a r ra n ts  a ssu m e d  to  b e  e x e rc is e d  as w e ll as  
d ilu t iv e  o p tio n s  a n d  w a r ra n ts ?

A — Y e s , w h e n  s e c tio n  2 011 .38  a p p lie s , a ll  o p tio n s  a n d  
w a r ra n ts  a n d  th e ir  e q u iv a le n ts  a re  a ssu m e d  to  be  e x e r
c is e d  ( o r  c o n v e rte d ) w h e th e r  th e y  a re  d ilu t iv e  o r  a n ti-

35 C onvers ion  m ay be assumed even i f  the  re su lt is a n ti-d ilu t iv e  w hen  
section 2011.38 applies. See In te rp re ta tio n s  72-74 and  sections 2011.35 and  
2011.38.
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d ilu t iv e .  U n d e r  th is  e x c e p tio n  to  th e  g e n e ra l r u le  th a t  
c o m p u ta tio n s  s h o u ld  n o t g iv e  e ffe c t to  a n t i- d ilu t io n ,  a ll 
o f  th e  c o m p u ta tio n s  s p e c ifie d  in  s e c tio n s  201 1 .3 6 , 2011 .37  
a n d  2 01 1 .3 8  a re  m a d e  a n d  a g g re g a te d . I f  th e  n e t r e s u lt  
is  d ilu t iv e ,  a l l  a re  in c lu d e d . I f  th e  n e t r e s u lt  is  a n t i
d ilu t iv e ,  a l l  a re  e x c lu d e d . [.3 5 , .36, .37, .38 ]

73 . No O rde r fo r  Exercise
.254
Q — W h e n  s e c tio n  2 011 .38  a p p lie s  a n d  s e v e ra l is s u e s  

o f o p tio n s  a n d  w a r ra n ts  w ith  d if fe r e n t  e x e rc is e  p r ic e s  
a re  o u ts ta n d in g , w h ic h  o p tio n s  a n d  w a r ra n ts  s h o u ld  b e  
a ssu m e d  to  b e  e x e rc is e d  to  o b ta in  c o m m o n  s to c k  u n d e r  th e  
tr e a s u ry  s to c k  m e th o d , i .  e ., m a y  a n t i- d ilu t iv e  o p tio n s  a n d  
w a r ra n ts  be  u se d  in  a p p ly in g  th e  tr e a s u ry  s to c k  m e th o d  
o r  is  th e  tre a s u ry  s to c k  m e th o d  a p p lic a b le  o n ly  f o r  d ilu t iv e  
o p tio n s  a n d  w a rra n ts ?

A — A l l  o p tio n s  a n d  w a r ra n ts  a re  a ssu m e d  to  b e  e x e r
c is e d  w h e n  s e c tio n  2 011 .38  a p p lie s  w ith o u t  re g a rd  to  
w h e th e r  th e  p ro c e e d s  w i l l  be  a p p lie d  to  p u rc h a s e  c o m m o n  
s to c k  u n d e r  th e  tre a s u ry  s to c k  m e th o d  o r  w i l l  b e  a p p lie d  
to  th e  re t ir e m e n t o f  d e b t. S p e c ific  o p tio n s  o r  w a r ra n ts  
a re  n o t to  be  a llo c a te d  f o r  th e  tre a s u ry  s to c k  m e th o d , b u t  
r a th e r  a l l  o p tio n s  a n d  w a r ra n ts  a re  a ssu m e d  to  b e  e x e rc is e d  
a n d  th e  n u m b e r o f  c o m m o n  s h a re s  a ssu m e d  to  be  re p u r 
ch a se d  u n d e r  th e  tre a s u ry  s to c k  m e th o d  m a y  n o t e xce e d  
2 0 %  o f  th e  n u m b e r o f  c o m m o n  s h a re s  o u ts ta n d in g  a t th e  
e n d  o f th e  p e r io d . [.3 8 ]

74. Explanation o f 20% Provision
.255
Q— H o w  is  th e  2 0 %  p ro v is io n  d e s c rib e d  in  s e c tio n  

2011 .38  a p p lie d ?

A — 2 0 %  is  u s e d  in  tw o  w a y s  in  s e c tio n  2 011 .38 . F ir s t ,  
a  2 0 %  test is  a p p lie d 36 to  o u ts ta n d in g  c o m m o n  s h a re s . I f  
th e  2 0 %  te s t is  m e t, a n  a g g re g a te  c o m p u ta tio n  is  re q u ire d  
a n d  a ll  o p tio n s  a n d  w a r ra n ts  a n d  th e ir  e q u iv a le n ts  a re  
a ssu m e d  to  be  e x e rc is e d . T h e n  a  2 0 %  lim itation  is  a p p lie d  
to  th e  n u m b e r o f  c o m m o n  s h a re s  p u rc h a s e d  u n d e r  th e  
tr e a s u ry  s to c k  m e th o d . [.3 8 ]

36A  c o rp o ra tio n  w h ich  has m ade e lec tion  “ b ”  o f section 2011.46 w o u ld  
a p p ly  th is  tes t fo r  b o th  p r im a ry  and fu l ly  d ilu te d  earn ings pe r share com 
pu ta tions , since the  num b e r o f shares ob ta inab le  fro m  op tions  and w a rra n ts  
m ay d if fe r  fo r  the  tw o  com pu ta tions  as described in  In te rp re ta tio n  81.
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.256  E v e n  th o u g h  th e  2 0 %  te s t is  m e t, th e  n u m b e r o f  
s h a re s  p u rc h a s e d  u n d e r th e  tre a s u ry  s to c k  m e th o d  m a y  be  
b e lo w  th e  2 0 %  lim ita t io n  i f  th e  m a rk e t p r ic e  is  h ig h  re la 
t iv e  to  th e  e x e rc is e  p r ic e . F o r  e x a m p le , i f  1 ,00 0 ,00 0  co m 
m o n  s h a re s  a n d  w a r ra n ts  to  o b ta in  5 0 0 ,0 0 0  s h a re s  w e re  o u t
s ta n d in g , th e  2 0 %  te s t w o u ld  be  m e t a n d  th e  2 0 %  lim ita t io n  
f o r  th e  tre a s u ry  s to c k  m e th o d  w o u ld  be  2 00 ,00 0  s h a re s .
A t  a n  e x e rc is e  p r ic e  o f $10  a n d  a  m a rk e t p r ic e  o f $50 , h o w 
e v e r, o n ly  100 ,000  s h a re s  c o u ld  b e  p u rc h a s e d  u n d e r  th e  
tr e a s u ry  s to c k  m e th o d .

.257  N o te  th a t  th e  2 0 %  lim ita t io n  a p p lie s  o n ly  to  
s h a re s  a ssu m e d  purchased u n d e r th e  tre a s u ry  s to c k  m e th o d .
I t  d o e s  n o t a p p ly  to  th e  n u m b e r o f  in c re m e n ta l s h a re s  
w h ic h  re s u lts  fr o m  th e  c o m p u ta tio n . I n  th e  a b o v e  e x a m p le ,
4 0 0 ,0 0 0  in c re m e n ta l s h a re s  re s u lte d  fro m  th e  a s s u m e d  is s u 
a n ce  o f  5 0 0 ,000  s h a re s  u p o n  e x e rc is e  a n d  th e  a s s u m e d  p u r 
ch ase  o f 1 00 ,000  sh a re s  u n d e r  th e  tre a s u ry  s to c k  m e th o d .

.258  I n  a d d it io n , som e  w a r ra n ts  a n d  th e ir  e q u iv a le n ts  
f o r  w h ic h  th e  tr e a s u ry  s to c k  m e th o d  m a y  n o t be  a p p lic a b le  
r e s u lt  in  th e  a ssu m e d  is s u a n c e  o f  c o m m o n  s to c k . T h e y  a re  
th e re fo re  in c lu d e d  in  a p p ly in g  th e  2 0 %  te s t a n d  a re  in c lu d e d  
in  th e  a g g re g a te  c o m p u ta tio n  i f  th e  te s t is  m e t. F o r  
e x a m p le , w a r ra n ts  w h o s e  p ro c e e d s  m u s t b e  u se d  to  r e t ir e  
d e b t a re  in c lu d e d  in  a p p ly in g  th e  2 0 %  te s t a n d  in  th e  a g g re 
g a te  c o m p u ta tio n  i f  th e  te s t is  m e t. O n ly  th e  p ro c e e d s  in  
e xcess  o f th e  a m o u n t re q u ire d  fo r  d e b t r e tire m e n t w o u ld  
be  e lig ib le  fo r  th e  tr e a s u ry  s to c k  m e th o d , h o w e v e r. W a r 
ra n ts  a ssu m e d  to  b e  e x e rc is e d  b y  te n d e r in g  d e b t o r  o th e r  
s e c u r it ie s  w o u ld  a ls o  b e  in c lu d e d  in  a p p ly in g  th e  2 0 %  te s t 
a n d  in  th e  a g g re g a te  c o m p u ta tio n  i f  th e  te s t is  m e t. B u t  
o n ly  i f  b o th  ca sh  a n d  d e b t o r  o th e r  s e c u r it ie s  w e re  a ssu m e d  
te n d e re d  w o u ld  th e re  be  a n y  p ro c e e d s  e lig ib le  f o r  th e  
tr e a s u ry  s to c k  m e th o d . C o n v e r tib le  s e c u r itie s  w h ic h  re q u ire  
o r  p e r m it  th e  p a y m e n t o f  ca sh  a t c o n v e rs io n  a re  c o n s id e re d  
th e  e q u iv a le n t o f  w a r ra n ts . S u c h  c o n v e r tib le  s e c u r it ie s  
w o u ld  be  in c lu d e d  in  a p p ly in g  th e  2 0 %  te s t a n d  in  th e  
a g g re g a te  c o m p u ta tio n  i f  th e  te s t is  m e t. [ .35, .37, .3 8 ]

.259  M o s t c o n v e r tib le  s e c u r it ie s , h o w e v e r, ( th o s e  
w h ic h  d o  not r e q u ire  o r  p e r m it  th e  p a y m e n t o f  ca s h  a t  c o n 
v e rs io n )  a re  not in c lu d e d  in  a p p ly in g  th e  2 0 %  te s t. N o r  
a re  o th e r  s e c u r it ie s  w h ic h  a re  n o t  o p tio n s  o r  w a r ra n ts  o r
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th e ir  e q u iv a le n ts  in c lu d e d  in  th e  2 0 %  te s t. F o r  e x a m p le , 
th e  u s u a l p a r t ic ip a t in g  s e c u r itie s , tw o -c la s s  co m m o n  s to c k s  
a n d  c o m m o n  s to c k  is s u a b le  w h e n  s p e c ifie d  c o n d it io n s  a re  
m e t a re  n o t in c lu d e d  in  th e  2 0 %  te s t. [.27, .33]

.260 S e c u r itie s  w h ic h  a re  n o t in c lu d e d  in  th e  2 0 %  
te s t a re  n o t in c lu d e d  in  th e  a g g re g a te  c o m p u ta tio n 37 d e 
s c r ib e d  in  s e c tio n  2011 .38 . T h u s , e v e n  i f  th e  n e t r e s u lt  
o f th e  a g g re g a te  c o m p u ta tio n  is  a n t i- d ilu t iv e  a n d  th e re fo re  
n o t in c lu d e d  in  th e  e a rn in g s  p e r  s h a re  c o m p u ta tio n , o th e r  
s e c u r it ie s  n o t in c lu d e d  in  th e  a g g re g a te  c o m p u ta tio n  w o u ld  
b e  in c lu d e d  in  th e  e a rn in g s  p e r  s h a re  c o m p u ta tio n s  i f  th e y  
a re  d ilu t iv e .  [.15, .3 8 ]

75. O rig ina l Issue Premium o r Discount
.261
Q — W h a t tre a tm e n t is  a c c o rd e d  to  a n y  o r ig in a l is s u e  

p re m iu m  o r  d is c o u n t w h e n  d e b t is  a ssu m e d  a c q u ire d  u n d e r  
th e  p ro v is io n s  o f s e c tio n s  2011.37  a n d  2011 .38  ?

A — O r ig in a l is s u e  p re m iu m  o r  d is c o u n t is  tre a te d  as  
s p e c ifie d  in  In te r p r e ta t io n  4 0 , i .  e ., a p p lic a b le  p re m iu m  o r  
d is c o u n t a m o rtiz e d  d u r in g  th e  p e r io d  is  e lim in a te d  fr o m  
n e t in c o m e . U n a m o rtiz e d  p re m iu m  o r  d is c o u n t is  n o t in 
c lu d e d  in  e a rn in g s  a p p lic a b le  to  c o m m o n  s to c k  a n d  d oe s  
n o t a ffe c t e a rn in g s  p e r  s h a re . [2011A .06]
76. Redemption Premium o r Discount

.262
Q — W h a t tre a tm e n t is  a c c o rd e d  to  a n y  re d e m p tio n  

p re m iu m  o r  d is c o u n t w h e n  d e b t is  a ssu m e d  a c q u ire d  u n d e r  
th e  p ro v is io n s  o f  s e c tio n s  2011.37  a n d  2011 .38  ?

A — R e d e m p tio n  p re m iu m  o r  d is c o u n t, i .  e ., th e  d if fe r 
e nce  b e tw e e n  th e  p u rc h a s e  p r ic e  a n d  th e  “ b o o k ”  c a r r y in g  
a m o u n t o f  d e b t, is  ig n o re d  f o r  e a rn in g s  p e r  s h a re  c o m p u 
ta tio n s . [2011A.06]

.263 R e d e m p tio n  p re m iu m  o r  d is c o u n t c o u ld  o c c u r  
o n ly  w h e n  th e  p ro c e e d s  fr o m  th e  a ssu m e d  e x e rc is e  o f  o p tio n s  
a n d  w a r ra n ts  a re  a p p lie d  to  p u rc h a s e  d e b t a t  th e  m a rk e t 
p r ic e  u n d e r  th e  p ro v is io n s  o f  e ith e r  s e c tio n  2011 .37  o r  
2011 .38 . R e d e m p tio n  p re m iu m  o r  d is c o u n t is  n o t in c lu d e d

37 H o w e ve r, co n ve rtib le  deb t assumed to  be re tire d  w ith  proceeds fro m  
exercise in  excess o f  th e  am oun t req u ire d  fo r  a p p ly in g  the  tre a su ry  s tock  
m ethod  w o u ld  be inc luded  in  the  aggregate  co m p u ta tio n  and its  in te res t 
w o u ld  be e lim in a te d  as described in  section 2011A.06.
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in  e a rn in g s  a p p lic a b le  to  co m m o n  s to c k  a n d  d o e s  n o t a ffe c t 
e a rn in g s  p e r  s h a re .

.264 C o m m o n  s h a re s  a re , o f  c o u rs e , a s s u m e d  to  be  
is s u e d  f o r  a ll o p tio n s  a n d  w a r ra n ts  a ssu m e d  to  b e  e x e r
c is e d . [.36, .42]

77. Debt Purchased Under Section 2011.38
.265
Q — W h a t d e b t m a y  th e  is s u e r a ssum e  is  p u rc h a s e d  

w h e n  th e  p ro v is io n s  o f  s e c tio n  2 011 .38  a p p ly ?

A — T h e  is s u e r m a y  s e le c t a n y  d e b t w h ic h  is  e lig ib le  
to  be  r e t ir e d  f o r  a s s u m e d  p u rc h a s e  w h e n  th e  p ro v is io n s  
o f s e c tio n  2011 .38  a p p ly . T h is  in c lu d e s  c o n v e r tib le  d e b t 
(b o th  c o m m o n  s to c k  e q u iv a le n ts  a n d  o th e r  p o te n t ia lly  d ilu 
t iv e  s e c u r it ie s )  e x c e p t th a t  c o n v e r tib le  d e b t m a y  n o t be  
a s s u m e d  p u rc h a s e d  i f  th e  p u rc h a s e  w o u ld  b e  a n t i- d ilu t iv e  
( th a t  is , r e s u lt  in  le s s  d ilu t io n ) .  D e b t is  e lig ib le  to  b e  re 
t ir e d  w h e n  i t  e ith e r  m a y  b e  “ c a lle d ’ ’ o r  is  t r a d in g  a n d  
c o u ld  be  p u rc h a s e d  in  th e  m a rk e t. [.30, .38, .40]

.266 T h e  sam e d e b t is  a s s u m e d  p u rc h a s e d  f o r  b o th  
p r im a r y  a n d  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  c o m p u ta tio n s . 
D if fe r e n t  a m o u n ts  o f  d e b t m a y  be  a ssu m e d  p u rc h a s e d , 
h o w e v e r, s in c e  d if fe r e n t  m a rk e t p r ic e s  m a y  h a v e  to  b e  
u s e d  f o r  th e  p r im a r y  a n d  f u l ly  d ilu te d  c o m p u ta tio n s  fo r  
th e  tre a s u ry  s to c k  m e th o d . T h e  a v e ra g e  m a rk e t p r ic e  o f  
th e  d e b t d u r in g  e a ch  q u a r te r  f o r  w h ic h  th e  c o m p u ta tio n s  
a re  m a d e  is  u s e d  fo r  b o th  th e  p r im a r y  a n d  f u l ly  d ilu te d  
c o m p u ta tio n s  u n d e r s e c tio n  2011 .38 . [ . 3 8 ]

78. Compensating Balances Excluded
.267
Q — W h e n  s e c tio n  2011 .38  a p p lie s  a n d  a  lo a n  is  

a s s u m e d  to  b e  p a id , w h a t tre a tm e n t is  a c c o rd e d  to  a n y  
c o m p e n s a tin g  b a la n c e  m a in ta in e d  fo r  th e  lo a n ?

A — A  c o m p e n s a tin g  b a la n c e  m a in ta in e d  fo r  a  lo a n  
a ssu m e d  to  b e  p a id  is  e x c lu d e d  fr o m  c o n s id e ra tio n  in  a p p ly 
in g  s e c tio n  2011 .38 . A lth o u g h  a  c o m p e n s a tin g  b a la n c e  in 
c re a se s  th e  e ffe c tiv e  in te r e s t r a te  o n  a  lo a n  to  th e  b o r ro w e r , 
o n ly  th e  a c tu a l in te re s t p a id  o r  a c c ru e d  (le s s  a p p lic a b le  
in c o m e  ta x )  is  a d ju s te d  a g a in s t n e t in c o m e  f o r  e a rn in g s  
p e r  s h a re  c o m p u ta tio n s . [.3 8 ]
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79. Investments Under Section 2011.38
.268
Q — W h a t s e c u r it ie s  a re  e lig ib le  fo r  a ssu m e d  p u r 

ch ase  as in v e s tm e n ts  w h e n  th e  p ro v is io n s  o f s e c tio n  
2011 .38  a p p ly ?

A — O n ly  U . S . g o v e rn m e n t s e c u r itie s  a n d  c o m m e rc ia l 
p a p e r a re  e lig ib le  f o r  a ssu m e d  p u rc h a s e  as in v e s tm e n ts  
w h e n  th e  p ro v is io n s  o f s e c tio n  2011 .38  a p p ly . T a x -e x e m p t 
s e c u r it ie s  o f  s ta te  a n d  lo c a l g o v e rn m e n ts  a re  n o t e lig ib le .
T h e  sam e s e c u r itie s  a re  a ssu m e d  p u rc h a s e d  as in v e s tm e n ts  
f o r  b o th  p r im a r y  a n d  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  co m 
p u ta tio n s . D if fe re n t a m o u n ts  m a y  h a v e  to  be  a ssu m e d  in 
v e s te d  fo r  p r im a r y  a n d  f u l ly  d ilu te d  c o m p u ta tio n s , h o w 
e v e r. [ . 3 8 ]

.269 U . S . g o v e rn m e n t s e c u r itie s , in  th e  c o n te x t o f  
s e c tio n  2011 .38 , a re  s e c u r it ie s  is s u e d  b y  th e  fe d e ra l g o v e rn 
m e n t, n o t m e re ly  s e c u r it ie s  g u a ra n te e d  b y  th e  fe d e ra l g o v 
e rn m e n t. T y p ic a lly  th e  s e c u r itie s  to  b e  c o n s id e re d  w o u ld  be  
s h o r t- te rm  s e c u r itie s , s u c h  as T re a s u ry  b ills .

80. Debt Eligible Only W hile Outstanding
.270
Q — W h e n  s e c tio n  2 011 .38  a p p lie s  a n d  d e b t as

su m e d  p u rc h a s e d  w a s  a c tu a lly  o u ts ta n d in g  o n ly  p a r t  o f th e  
p e r io d , m a y  th e  a ssu m e d  p u rc h a s e  a p p ly  f o r  th e  e n tire  
p e r io d ?

A — N o , d e b t is s u e d  o r  r e t ir e d  d u r in g  th e  p e r io d  m a y  be  
a ssu m e d  p u rc h a s e d  a t  i t s  a v e ra g e  m a rk e t p r ic e  u n d e r sec
t io n  2011 .38  o n ly  fo r  th e  t im e  th e  d e b t w a s  a c tu a lly  o u t
s ta n d in g . S in c e  a ll c o m p u ta tio n s  u n d e r  th is  p a ra g ra p h  a re  
m a d e  o n  a  q u a r te r ly  b a s is , th e  is s u e  o r  r e tire m e n t ty p ic a lly  
a ffe c ts  o n ly  o n e  q u a r te r . A n  in v e s tm e n t in  U . S . g o v e rn 
m e n t s e c u r it ie s  o r  c o m m e rc ia l p a p e r  m u s t b e  a ssu m e d  fo r  
th e  t im e  w h e n  d e b t w a s  n o t o u ts ta n d in g  a n d  th e re fo re  
c o u ld  n o t be  p u rc h a s e d . A n y  d iffe re n c e  in  in te r e s t (n e t o f  
ta x )  b e tw e e n  th e  d e b t a n d  th e  in v e s tm e n t n a tu r a lly  is  
re fle c te d  in  e a rn in g s  a p p lic a b le  to  c o m m o n  s to c k . [.3 8 ]

81. Computations May Differ fo r Primary and Fully Diluted 
when Section 2011.38 Applies

.271
Q— W il l  s e c tio n  2011 .38  a lw a y s  a p p ly  f o r  b o th  

p r im a r y  a n d  f u l ly  d ilu te d  c o m p u ta tio n s  i f  i t  a p p lie s  to  
e ith e r?
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A — N o , in  so m e  cases s e c tio n  201 1 .3 8  m a y  a p p ly  fo r  

f u l ly  d ilu te d  c o m p u ta tio n s  b u t  n o t f o r  p r im a r y  c o m p u ta 
tio n s . T h is  c o u ld  o c c u r w h e n  a n  is s u e r  h a s  m a d e  e le c tio n  
“ b ”  u n d e r  s e c tio n  201 1 .4 6  a n d  th e  c o m m o n  s h a re s  o b ta in 
a b le  u p o n  e x e rc is e  o f  o p tio n s  a n d  w a r ra n ts  is s u e d  b e fo re  
J u n e  1 , 1969 e xce e d  2 0 %  o f  th e  c o m m o n  s h a re s  o u ts ta n d 
in g . S e c tio n  2 011 .38  a p p lie s  in  s u c h  a  case  f o r  f u l ly  d ilu te d  
b u t  n o t f o r  p r im a r y  c o m p u ta tio n s  b eca use  th e  o p tio n s  a n d  
w a r ra n ts  is s u e d  b e fo re  J u n e  1, 1969  a re  in c lu d e d  o n ly  in  
f u l ly  d ilu te d  c o m p u ta tio n s . [.38, .46]

.2 72  E v e n  i f  th e  c o m m o n  s h a re s  o b ta in a b le  u p o n  e x e r
c is e  o f  o p tio n s  a n d  w a r ra n ts  is s u e d  b e fo re  J u n e  1 , 1969  d o  
n o t e x c e e d  2 0 %  o f  th e  o u ts ta n d in g  c o m m o n  s h a re s  w h e n  
e le c tio n  “ b ”  is  in  e ffe c t, th e  s u b s e q u e n t is s u a n c e  o f  a d d i
t io n a l o p tio n s  o r  w a r ra n ts  c o u ld  ca u se  s e c tio n  2 011 .38  to  
a p p ly  f o r  f u l ly  d ilu te d  b u t n o t f o r  p r im a r y  c o m p u ta tio n s .
I n  s u c h  a  case , s e c tio n  2011 .38  w o u ld  be  a p p lie d  o n ly  fo r  
f u l ly  d ilu te d  c o m p u ta tio n s  b e ca u se  o p tio n s  a n d  w a r ra n ts  
is s u e d  b e fo re  J u n e  1 ,  1969 w o u ld  n o t be  in c lu d e d  in  p r im a r y  
c o m p u ta tio n s . [.38, .46]

.273  T h e  c o m p u ta tio n  o f  p r im a r y  a n d  f u l ly  d ilu te d  
e a rn in g s  p e r  s h a re  w o u ld  a ls o  d if f e r  i f  s e c tio n  2 011 .38  
a p p lie d  fo r  b o th  c o m p u ta tio n s , b u t  th e  n e t r e s u lt  in  p r im a r y  
is  a n t i- d ilu t iv e  a n d  is  d ilu t iv e  in  f u l ly  d ilu te d . T h is  c o u ld  
o c c u r w h e n  th e  e n d in g  m a rk e t p r ic e  is  a b o v e  th e  
e x e rc is e  p r ic e  b u t th e  a v e ra g e  m a rk e t p r ic e  is  b e lo w  th e  
e x e rc is e  p r ic e . I n  su c h  a case , th e  c o m p u ta tio n s  w o u ld  be  
in c lu d e d  o n ly  fo r  d e te rm in in g  f u l ly  d ilu te d  e a rn in g s  p e r  
s h a re . [.30, .36, .38, .42]

82. Deferred Compensation Stock Option
.274
Q — W h a t tre a tm e n t fo r  e a rn in g s  p e r  s h a re  co m 

p u ta tio n s  s h o u ld  be a c c o rd e d  to  a n  e m p lo y e e  d e fe rre d  co m 
p e n s a tio n  p la n  w ith  th e  c o m p e n s a tio n  to  b e  p a id  in  s to c k ?

A — S to c k  to  be  is s u e d  to  a n  e m p lo y e e  u n d e r  a  d e fe rre d  
c o m p e n s a tio n  p la n  is  c o n s id e re d  a  s to c k  o p tio n . T h e  tim e  
o f is s u a n c e  is  th e  a g re e m e n t d a te  ( o r  “ d a te  o f  g r a n t ” ) .
T h e  fa c t  th a t  th e  e m p lo y e e  m a y  n o t re c e iv e  ( o r  be  a b le  to  
s e ll)  th e  s to c k  u n t i l  m o re  th a n  f iv e  o r  te n  y e a rs  fro m  th e  
s ta te m e n t d a te  d oe s n o t a ffe c t th e  c o m p u ta tio n . A c c o rd 
in g ly ,  a ll s h a re s  to  be  is s u e d  a re  c o n s id e re d  o u ts ta n d in g  a n d  
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th e  tre a s u ry  s to c k  m e th o d  is  a p p lie d  to  d e te rm in e  th e  in c re 
m e n ta l n u m b e r o f  s h a re s  to  b e  in c lu d e d  in  th e  e a rn in g s  
p e r  s h a re  c o m p u ta tio n s . T h e  e x e rc is e  a m o u n t o f  th e  o p tio n  
is  th e  su m  o f th e  a m o u n t th e  e m p lo y e e  m u s t p a y , th e  u n 
a m o rtiz e d  d e fe rre d  c o m p e n s a tio n , a n d  a n y  ta x  b e n e fit 
c re d ite d  to  c a p ita l s u rp lu s .38 T h e  e x e rc is e  a m o u n t is  d iv id e d  
b y  th e  m a rk e t p r ic e  39 p e r  s h a re  o f th e  c o m m o n  s to c k  to  
d e te rm in e  th e  n u m b e r o f  s h a re s  a ssu m e d  to  be  p u rc h a s e d . 
[.29, .35, .36, 2011A .12, 2011A .13]

.275 F o r  p r im a r y  e a rn in g s  p e r  s h a re  c o m p u ta tio n s , 
th e  a v e ra g e  u n a m o r tiz e d  d e fe rre d  c o m p e n s a tio n  f o r  th e  
p e r io d  a n d  th e  a v e ra g e  m a rk e t p r ic e  o f  th e  is s u e r ’ s c o m 
m o n  s to c k  a re  u se d . F o r  f u l ly  d ilu te d  e a rn in g s  p e r  s h a re  
c o m p u ta tio n s , th e  u n a m o rtiz e d  d e fe rre d  c o m p e n s a tio n  a t  
th e  e n d  o f th e  p e r io d  a n d , i f  h ig h e r  th a n  th e  a v e ra g e  m a rk e t 
p r ic e , th e  e n d in g  m a rk e t p r ic e  o f th e  is s u e r ’s c o m m o n  s to c k  
a re  u se d .

.276 F o r  e x a m p le , a ssu m e  th a t  o n  J a n u a ry  2 , 1 9 7 3 40 
a  c o rp o ra tio n  g ra n ts  o p tio n s  to  it s  p re s id e n t f o r  th e  p u r 
ch a se  o f 6 ,000  s h a re s  o f  i t s  co m m o n  s to c k  a t  $2  p e r  s h a re , 
w ith  o p tio n s  f o r  1 ,00 0  s h a re s  e x e rc is a b le  e a ch  J u ly  1 a n d  
J a n u a ry  1 f o r  th re e  y e a rs  as p a r t ia l c o m p e n s a tio n  fo r  s e rv 
ic e s  d u r in g  th e  p re c e d in g  s ix  m o n th s . T h e  s h a re s  is s u e d  
c a n n o t be  s o ld  w ith in  th re e  y e a rs  o f  th e  is s u e  d a te . A t  tim e  
o f th e  g ra n t o f  th e  o p tio n s  (J a n u a ry  2 , 1973 41) ,  th e  6 ,000  
s h a re s  h a v e  a  m a rk e t p r ic e  o f  $ 10  p e r  s h a re . A ls o  assum e

38 The tax benefit credited to capital surplus is the “ w indfall”  tax credit 
resulting from an increase in the market price of the stock between the 
date the plan is entered into and the date the compensation charge is 
deductible for tax purposes. Since the compensation is charged on the 
financial statements against the period benefited, the tax related to  the 
charge results in a tim ing difference for interperiod tax allocation. I f  the 
market price of the stock increases, the additional reduction in taxes 
(i. e., a “ w indfa ll”  gain) should be credited to  capital surplus and con
sidered part of the proceeds from the stock compensation plan which 
would be used to purchase stock under the treasury stock method.

39 The unadjusted quoted market price of a share of stock of the same 
class that trades freely in an established market should be used. I f  a 
quoted market price is not available, the best estimate of what the market 
price would be (not reduced for any restrictions imposed) should be used.

40 Grants or awards made prior to January 1, 1973 are subject to sec
tion 4061 rather than section 4062. Accordingly, fair value per share rather 
than market price is used if a restriction on the sale of the stock makes 
it  worth less than the market price of freely trading stock.

41 I f  the corporation has made election “ b” under section 2011.46 as 
to grants or awards made prior to June 1, 1969, only the fu lly  diluted 
computations would apply, since “ time of issuance”  of these options is 
the date of grant.
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th a t  th e  m a rk e t p r ic e  p e r  s h a re  in c re a s e s  s te a d ily  d u r in g  
th e  th re e  y e a rs  a t  th e  ra te  o f  $1  p e r  q u a r te r  a n d  th e  ta x  
r a te  is  5 0 % . T h e  to ta l c o m p e n s a tio n  to  be  c h a rg e d  to  e x 
p e n se  o v e r  th e  th re e -y e a r  p e r io d  is  $ 48 ,0 0 0  ($ 1 0  m a rk e t 
p r ic e  re d u c e d  b y  th e  $2 o p tio n  p r ic e  re s u lts  in  $ 8  p e r  s h a re  
c o m p e n s a tio n  m u lt ip lie d  b y  6 ,0 0 0  s h a re s ) .

.2 77  A t  M a rc h  31 , 1973 , th e  u n a m o rtiz e d  d e fe rre d  
c o m p e n s a tio n  is  $ 4 4 ,0 0 0  ($ 4 8 ,0 0 0  —  $ 4 ,0 0 0 ) a n d  th e  w in d 
f a l l  ta x  b e n e fit is  $ 3 ,0 0 0  ($ 1 .0 0  X  6 ,00 0  =  $ 6 ,0 00  in c re a s e  
in  m a rk e t m u lt ip lie d  b y  .5 0  ta x  r a te ) .  T h e  to ta l e x e rc is e  
p r ic e  is  $ 1 2 ,0 0 0  (6 ,0 0 0  X  $ 2 ) . F o r  p r im a r y  c o m p u ta tio n s , 
a v e ra g e s  o f $46 ,00 0  u n a m o rtiz e d  d e fe rre d  c o m p e n s a tio n  a n d  
$ 1 ,5 0 0  w in d fa ll ta x  b e n e fit p lu s  th e  $ 1 2 ,0 0 0  to ta l e x e rc is e  
p r ic e  p ro d u c e  $ 59 ,50 0  “ p ro c e e d s ”  f o r  th e  to ta l e x e rc is e  
a m o u n t. D iv id in g  b y  th e  a v e ra g e  m a rk e t p r ic e  o f  $ 10 .50  
($ 1 0  +  $11 =  $21  d iv id e d  b y  2 ) re s u lts  in  5 ,667  s h a re s  
a s s u m e d  re p u rc h a s e d  u n d e r  th e  tre a s u ry  s to c k  m e th o d . 
T h e re fo re , 333 in c re m e n ta l s h a re s  (6 ,0 0 0  —  5 ,6 6 7 ) a re  
a s s u m e d  to  be  o u ts ta n d in g  f o r  th e  f i r s t  q u a r te r  in  th e  p r i 
m a ry  c o m p u ta tio n . F o r  f u l ly  d ilu te d  c o m p u ta tio n s , 636  
in c re m e n ta l sh a re s  a re  c o m p u te d :

$ 4 4 ,0 0 0  +  $ 3 ,0 0 0  +  $ 12 ,00 0  =  $ 5 9 ,0 0 0  
$ 5 9 ,0 0 0  ÷  $11 =  5 ,364

6 ,00 0  —  5 ,3 6 4  =  636

.278  A t  J u n e  30 , 1973, th e  se co n d  q u a r te r  p r im a r y  
c o m p u ta tio n  w o u ld  in c lu d e  913 in c re m e n ta l s h a re s  a n d  
f u l ly  d ilu te d  w o u ld  in c lu d e  1 ,167  in c re m e n ta l sh a re s  
c o m p u te d :

$ 42 ,000  +  $ 4 ,5 0 0  +  $ 1 2 ,0 0 0  =  $58 ,50 0  
$ 58 ,50 0  ÷  $ 1 1 .5 0  =  5 ,087

6 ,0 00  —  5 ,087  =  913 
$ 4 0 ,0 0 0  +  $ 6 ,0 0 0  +  $ 12 ,00 0  =  $58 ,00 0

$ 5 8 ,0 0 0  ÷  $ 12  =  4 ,833
6 ,0 0 0  —  4 ,833  =  1,167

.279  O n  J u ly  1, 1973 , 1 ,00 0  s h a re s  w o u ld  b e  is s u e d  
to  th e  p re s id e n t a n d  a re  o u ts ta n d in g  s h a re s  th e re a fte r .42

42 The amount of the tax benefit fo r each share issued w ill be the lesser 
o f the difference between the $2 exercise price and (1) the market price o f 
the unrestricted stock when the restricted stock is issued or (2) the market 
price when restrictions lift. Changes in the w indfall tax gain after the 
stock is issued are ignored in this computation since the compensation paid 
in  stock is considered finalized upon issuance in this example.
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A t  S e p te m b e r 30 , 1973, th e  tre a s u ry  s to c k  m e th o d  w o u ld  
p ro d u c e  660  in c re m e n ta l s h a re s  f o r  th e  t h ir d  q u a r te r  p r i 
m a ry  a n d  885  in c re m e n ta l s h a re s  fo r  f u l ly  d ilu te d  c o m p u te d :

$ 38 ,00 0  +  $ 6 ,2 50  +  $ 10 ,00 0  =  $ 5 4 ,2 5 0  

$ 54 ,25 0 ÷ $ 1 2 .5 0  =  4 ,3 4 0

5 ,0 00  —  4 ,3 4 0  =  660

$ 3 6 ,0 0 0  +  $ 7 ,5 0 0  +  $ 10 ,00 0  =  $ 5 3 ,5 0 0

$ 5 3 ,5 0 0 ÷ $13  =  4 ,115

5 ,0 0 0 —  4 ,11 5  =  885

.280  A t  D e c e m b e r 3 1 ,  1973 , th e  tr e a s u ry  s to c k  m e th o d  
w o u ld  p ro d u c e  1 ,093  in c re m e n ta l s h a re s  f o r  th e  fo u r th  
q u a r te r  p r im a r y  a n d  1 ,286  in c re m e n ta l s h a re s  f o r  f u l ly  
d ilu te d  c o m p u te d :

$34 ,00 0  +  $ 8 ,7 50  +  $ 10 ,00 0  =  $ 5 2 ,7 5 0  

$ 5 2 ,7 5 0  ÷  $ 1 3 .5 0  =  3 ,907

5 ,0 0 0  —  3 ,907  =  1,093

$ 3 2 ,0 0 0  +  $ 1 0 ,0 0 0  +  $ 1 0 ,0 0 0  =  $ 5 2 ,0 0 0

$ 52 ,00 0 ÷ $14  =  3 ,714

5 ,0 0 0 —  3 ,71 4  =  1,286

.281 T h e  d e fe rre d  c o m p e n s a tio n  p a y a b le  in  s to c k  
w o u ld  p ro d u c e  th e  fo llo w in g  s h a re s  o f  c o m m o n  s to c k  to  b e  
in c lu d e d  in  th e  c o rp o ra t io n ’s  1973 a n n u a l e a rn in g s  p e r  
s h a re  c o m p u ta tio n s :

Primary Fully D iluted
Computations Computations

Incremental shares from application o f 
the treasury stock method:

First q u a r te r ......................... . . . 333 1,167(1)
Second quarter ................. ____  913 1,167
Third quarter ...................... ____  660 1,286(2)
Fourth quarter .................... . . 1,093 1,286

T o ta ls ........................... ____  2,999 4,906

Shares fo r weighted average 
(divide totals by 4 ) ...................... ____  750 1,227

Shares issued (1,000 ÷  2 ) ............ . . . . 500 500

Total s h a re s ....................................... . . . . 1,250 1,727
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COMPUTATIONAL NOTES:
(1) 636 incremental shares computed fo r first quarter fu lly  diluted not used in 

annual computation. 1,167 incremental shares based on $12 market price at 
July 1 "exercise da te" when the stock was issued.

(2) 885 incremental shares computed fo r th ird  quarter fu lly  diluted not used in 
annual computation. 1,286 incremental shares based on $14 ending market 
price for the fourth quarter.

.282 I f  th e  m a rk e t p ric e  o f the  stock sh ou ld  sub
se q u e n tly  fa ll be low  th e  m a rk e t p ric e  a t the  d a te  o f g ra n t, 
th e  a p p lic a tio n  o f the  tre a s u ry  s tock  m ethod  w o u ld  be a n ti
d ilu tiv e . In  such a case, th e  tre a s u ry  s tock  m ethod  w o u ld  
n o t be a p p lie d  and a n y  un issued shares w o u ld  n o t be con
s ide red  o u ts ta n d in g  fo r  e a rn in g s  p e r share co m p u ta tio n s .
[ .30, .40]

.283 T h e  procedures described  above are a lso  used fo r  
d e fe rre d  com pensation  p la n s  to  be p a id  in  s tock w h ic h  do  
n o t re q u ire  th e  em ployee to  m ake a p a ym e n t to  o b ta in  the  
stock . In  such p la n s , the  o p tio n  p ric e  is  zero. T he  p e rio d  
fo r  m e a su rin g  com pensation  u n d e r such p la n s  is  g e n e ra lly  
th e  p e rio d  o ve r w h ic h  th e  re s tr ic tio n s  l i f t .  A lth o u g h  th e  
p la n s  are d iffe re n t, th e  p rocedu re s described  in  th is  In te r 
p re ta tio n  are a p p lie d  w ith  th e  zero  o p tio n  p ric e  o ffse t b y  
an increase in  th e  u n a m o rtize d  d e fe rre d  com pensation .
A lso , these p rocedu res w o u ld  be a p p lie d  fo r  e a rn in g s  p e r 
share co m p u ta tio n s  w h e th e r o r n o t th e  p la n  has been 
re co rded  b y  th e  com pany p r io r  to  th e  issuance o f th e  s tock .
[ .35, .36, .39]

.284 W h e th e r o r n o t these p rocedu re s a p p ly  to  ‘‘ p han 
tom ’ ’ o r “ shadow ”  s to ck  d e fe rre d  com pensa tion  p la n s  de
pends upon  the  n a tu re  o f th e  p la n . These p la n s  m ay re q u ire  
th e  e m p lo ye r c o rp o ra tio n  to  (1 ) e ith e r issue  s tock  o r p a y  
cash fo r  th e  s to c k ’s va lu e  to  th e  em ployee a t a  fu tu re  d a te  
o r (2 ) p a y  th e  em ployee in  cash a t a  fu tu re  d a te  fo r  a n y  in 
crease in  th e  s to c k ’s va lu e . M o s t “ p h a n to m ”  s to ck  p la n s  
are  based on th e  em p lo ye r c o rp o ra tio n ’s s to ck  b u t some o f 
these p la n s  a re  based on th e  s tock  o f an u n re la te d  c o rp o ra 
tio n  se lected b y  th e  em ployee. A d d itio n a lly , these p lans  
m a y e ith e r be “ fu n d e d ”  o r “ u n fu n d e d .”  F u n d in g  m ay be 
accom p lished  b y  p e rio d ic a lly  s e ttin g  aside  a n y  cash to  be 
p a id  o u t u n d e r th e  p la n  o r b y  p u rc h a s in g  s to ck  (w h ic h  m ay  
subsequen tly  be issued  o r so ld  to  f u l f i l l  th e  p la n ) o r, in  th e
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case o f p la n s  based on the  e m p lo ye r c o rp o ra tio n ’s s tock, b y  
re s e rv in g  un issued  o r tre a s u ry  shares.

.285 P han tom  s to ck  d e fe rre d  com pensation  p la n s  
based on the  e m p lo ye r c o rp o ra tio n ’s s tock  (o r th e  s tock  o f 
a p a re n t o r s u b s id ia ry  c o rp o ra tio n ) a re  in c lu d e d  in  e a rn in g s  
p e r share co m p u ta tio n s  u n d e r the  p rocedures described  
above in  th is  In te rp re ta tio n . H ow eve r, p la n s  re q u ir in g  the  
em p lo ye r to  p a y  cash ra th e r th a n  s tock  to  th e  em ployee are  
an e xce p tio n  i f  s tock w ill n o t be so ld  to  p ro v id e  th e  cash. 
Such p lans a ffe c t e a rn in g s  p e r share o n ly  th ro u g h  a n y  com 
pensa tio n  cha rged  a g a in s t n e t incom e, since th e  s tock  va lu e  
de te rm in e s  th e  com pensation  am oun t and s tock is  n o t 
issued.

.286 P h a n to m  s tock  p la n s  based on the  s tock o f an  
u n re la te d  c o rp o ra tio n  lik e w is e  a ffe c t e a rn in g s  p e r share  
o n ly  th ro u g h  an y  com pensation  cha rged  a g a in s t n e t incom e, 
since th e  e m p lo ye r c o rp o ra tio n ’s s tock is  in  no  w a y  in v o lv e d  
in  the  p la n .

[A s  am ended, fo r  a ll s tock  o p tio n , purchase, aw a rd , and  
bonus r ig h ts  g ra n te d  a fte r  D ecem ber 31, 1972 b y  A P B  
O p in io n  N o. 25 .] (See section  4062.)

83. Stock Subscriptions Are W arrants
.287
Q— H o w  are s tock su b sc rip tio n s  in c lu d e d  in  ea rn 

in g s  p e r share com pu ta tion s?

A — F u lly  p a id  s tock su b sc rip tio n s  are  conside red  o u t
s ta n d in g  s to ck  w h e th e r o r n o t the  shares have a c tu a lly  been 
issued. P a r t ia lly  p a id  s tock  s u b s c rip tio n s  a re  considered  
th e  e q u iva le n ts  o f w a rra n ts  and  are  th e re fo re  a lw a y s 43

43 U n less subscribed  be fo re  June  1, 1969 and  e lec tion  " b ”  u n d e r section  
2011.46 is made.
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common stock equivalents. The unpaid balance is assumed 
to be proceeds used to purchase stock under the treasury 
stock method. [.35]

.288 T he  num ber o f shares in c lu d e d  in  e a rn ings p e r 
share co m pu ta tion s  fo r  p a r t ia lly  p a id  s tock su b sc rip tio n s  is  
th e  d iffe re n ce  betw een the  num ber o f shares subscribed  and  
th e  num ber o f shares assum ed to  be purchased u n d e r the  
tre a s u ry  stock m ethod.

.289 The procedures described  above are used fo r  sub
s c rip tio n s  to  purchase co n ve rtib le  se cu ritie s  as w e ll as fo r  
su b sc rip tio n s  to  purchase com m on stock. A n y  in c re m e n ta l 
c o n v e rtib le  se cu ritie s  re s u ltin g  are th e n  assum ed to  be con
ve rte d  in to  com m on stock i f  th e  re s u lt is  d ilu tiv e  (see In 
te rp re ta tio n  84 ).

84. Options or W arrants to Purchase Convertible Securities
.290
Q— W h a t tre a tm e n t is  accorded op tio n s  o r w a rra n ts  

to  purchase co n ve rtib le  securities?

A— O p tio n s  o r w a rra n ts  to  purchase c o n v e rtib le  se cu ri
tie s  are assum ed to  be exercised  to  purchase the  convertible 
s e c u rity  w henever the  m a rk e t p ric e  o f b o th  the  co n v e rtib le  
s e c u rity  and the com m on stock o b ta in a b le  upon  conve rs ion  
are above the  exercise p ric e  o f th e  w a rra n t. H ow ever, exe r
cise is  n o t assum ed unless conve rs ion  o f th e  outstanding 
c o n v e rtib le  se cu ritie s  is  a lso assum ed. The tre a s u ry  s tock  
m ethod  is  a p p lie d  to  d e te rm ine  the  in c re m e n ta l num ber o f 
c o n v e rtib le  se cu ritie s  w h ic h  are  assum ed to  be issued and  
im m e d ia te ly  conve rted  in to  com m on stock. The i f  conve rted  
a d ju s tm e n ts  w h ich  w o u ld  be a p p lica b le  to  th e  in c re m e n ta l 
c o n v e rtib le  se cu ritie s  are ig n o re d  since the  a d ju s tm e n ts  
w o u ld  be se lf-ca n ce llin g , i.  e., a n y  in te re s t o r d iv id e n d s  im 
p u te d  to  the  in c re m e n ta l co n v e rtib le  se cu ritie s  w o u ld  be 
cance lled  in  a p p ly in g  the  i f  conve rted  m ethod. [ .30, .40, .36, 
2011A.06]

.291 F o r exam ple, assum e th a t a co rp o ra tio n  issued
10,000 w a rra n ts  exerc isab le  to  o b ta in  its  $100 p a r va lue  5%  
c o n v e rtib le  debt. E ach  w a rra n t m ay be exerc ised  a t $90 to  
o b ta in  one co n ve rtib le  bond. E ach  bond is  co n ve rtib le  in to  
tw o  shares o f com m on stock. T h e  m a rke t p rice s  o f the  secu
r it ie s  a re  $46 p e r com m on share  and $95 p e r co n v e rtib le
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bond. T he  w a rra n ts  a re  d ilu tiv e  (2  X  $46 =  $92 w h ic h  is  
g re a te r th a n  th e  $90 exercise  p r ic e ) .

.292 A ssu m p tio n  o f exercise  w o u ld  p roduce  $900,000 
proceeds, w h ich  w o u ld  be used to  pu rchase  9,474 co n ve rt
ib le  bonds, re s u ltin g  in  526 in c re m e n ta l bonds. C onvers ion  
w o u ld  be assum ed and 1,052 shares o f com m on (2  X  526 =  
1,052) w o u ld  be assum ed issued to  rep lace  th e  526 co n ve rt
ib le  bonds. [.36]

.293 I f  th e  m a rk e t p ric e  o f com m on w ere  $45 p e r share  
o r less, exercise  w o u ld  n o t be assum ed ( fo r  exam ple, a t 
$42 p e r share, 2 X  $42 =  $84 w h ic h  is  less th a n  $90).

.294 The c la s s ific a tio n  o f the  c o n v e rtib le  s e c u rity  as a  
com m on s tock e q u iva le n t o r o th e r p o te n tia lly  d ilu tiv e  secu
r i t y  de te rm ines w h e th e r the  in c re m e n ta l num be r o f com m on  
shares en te rs  p r im a ry  and fu lly  d ilu te d  o r en te rs o n ly  fu lly  
d ilu te d  e a rn in g s  p e r share co m p u ta tio n s . [.33]

TWO-CLASS COMMON STOCK AND PARTICIPATING 
SECURITIES
85. EPS Treatment o f Two-Class and Participating Securities

.295
Q— H o w  are tw o -c lass com m on stocks and p a rtic ip a tin g  

se cu ritie s  tre a te d  fo r  ea rn in g s  p e r share com pu ta tions?

A— T w o-c lass com m on is  a te rm  a p p lie d  w hen a co r
p o ra tio n  has issued m ore  th a n  one class o f com m on stock  
( fo r  exam ple , C lass A  and C lass B ). A  p a rtic ip a tin g  s e c u rity  
is  a s e c u rity  e lig ib le  to  p a rtic ip a te  in  d iv id e n d s  w ith  com 
m on s to c k ; o fte n  a fixe d  am oun t is  gua ran teed  to  th e  p a r tic 
ip a tin g  se c u rity , then  com m on is  p a id  a d iv id e n d  a t the  
same ra te , and th e  s e c u rity  p a rtic ip a te s  w ith  com m on on a  
reduced  ra tio  th e re a fte r. C lasses o f com m on s tock  o th e r 
th a n  “ o rd in a ry ”  com m on s tock  and th e  p a r tic ip a tin g  secu
r it ie s  m ay be co n ve rtib le  in to  “ o rd in a ry ”  com m on stock  
o r m ay be n o n co n ve rtib le  and m ay o r m ay n o t be sen io r to  
com m on stock.

.296 F o r exam ple , some stocks m ay be des igna ted  as 
com m on s tock (e. g., C lass B  C om m on), b u t th e ir  te rm s and  
co n d itio n s  a re  e q u iv a le n t to  p re fe rre d  s tock (b y  lim it in g  
th e ir  v o tin g  r ig h ts  o r th e  am oun t o f d iv id e n d s  th e y  m ay re 
ce ive  and b y  g iv in g  them  p re fe rences in  liq u id a tio n ) . I f
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d iv id e n d s  a re  gua ran teed  in  some w a y  b u t lim ite d  in  p a r
t ic ip a tio n  to  a  m a x im u m  a m oun t fo r  a  p a r tic u la r  c lass o f 
com m on s tock, th a t com m on stock  is  conside red  the  e q u iva 
le n t o f a sen io r s e c u rity  to  the  e x te n t i t  is  to  share  in  
earn ings.

.297 I f  d iv id e n d  p a rtic ip a tio n  fo r  a  p a rtic u la r class 
o f com m on s tock is  n o t lim ite d  b u t th e  p a rtic ip a tio n  is  a t a  
ra te  d iffe re n t fro m  th e  “ o rd in a ry ”  com m on s tock ( fo r  ex
am ple , p a r tic ip a tin g  e q u a lly  to  some am o u n t p e r share  and  
p a r t ia lly  p a rtic ip a tin g  th e re a fte r) , th e  tw o -c lass m ethod is  
used. T he  tw o-c lass m e thod  is  a lso  used fo r  p a rtic ip a tin g  
p re fe rre d  s tock  w h ic h  is  n o t lim ite d  as to  p a rtic ip a tio n  in  
d iv id e n d s  w ith  com m on stock. T he  tw o -c lass  m e thod  is  
m o d ifie d , how ever, w hen i t  is  a p p lie d  fo r  a c o n v e rtib le  secu
r ity .  (See In te rp re ta tio n  87.) T o  be a p p lie d  fo r  a c o n v e rt
ib le  s e c u rity , the  tw o-c lass m e thod  m u s t re s u lt in  g re a te r 
d ilu tio n  th a n  w o u ld  re s u lt fro m  a p p lic a tio n  o f th e  i f  con
v e rte d  m ethod. [2011A.09,  2011A.10]

.298 A  d e te rm in a tio n  o f th e  s ta tu s  o f a tw o -c lass com 
m on s tock  o r o th e r p a r tic ip a tin g  s e c u rity  as a com m on  
stock e q u iv a le n t o r as an o th e r p o te n tia lly  d ilu tiv e  s e c u rity  
is  based on an a n a lys is  o f a ll the  c h a ra c te ris tic s  o f th e  secu
r ity ,  in c lu d in g  the  a b ility  to  share in  th e  ea rn in g s  p o te n tia l 
o f th e  is su in g  c o rp o ra tio n  on s u b s ta n tia lly  the  same basis  
as th e  com m on stock. D iv id e n d  p a rtic ip a tio n  per se does 
n o t m ake such a s e c u rity  a com m on s tock e q u iva le n t. 
[2011A.15]

.299 The tw o -c lass  m e thod  o f co m p u ta tio n  fo r  non- 
c o n v e rtib le  se cu ritie s  is  discussed in  In te rp re ta tio n  86. The  
tw o -c lass  m ethod  o f co m p u ta tio n  fo r  co n ve rtib le  se cu ritie s  
is  d iscussed in  In te rp re ta tio n  87.

86. Two-Class Method fo r Nonconvertible Securities

.300
Q— H o w  is  the  tw o-c lass m ethod  a p p lie d  fo r  non- 

c o n v e rtib le  secu rities?

A— The tw o -c lass m ethod fo r  n o n co n ve rtib le  se cu ritie s  
is  an e a rn in g s  a llo c a tio n  fo rm u la  w h ic h  de te rm ines e a rn in g s  
p e r share  fo r  each class o f com m on s tock  and p a rtic ip a tin g  
s e c u rity  a cco rd in g  to  d iv id e n d s  p a id  and p a rtic ip a tio n  
r ig h ts  in  u n d is trib u te d  ea rn ings. [ 2011A.10]
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.301 U n d e r th e  tw o -class m ethod, n e t incom e is  f ir s t  
reduced b y  the  am oun t o f d iv id e n d s  a c tu a lly  p a id  fo r  the  
p e rio d  to  each class o f s tock and b y  th e  co n tra c tu a l am oun t 
o f an y  d iv id e n d s  (o r  in te re s t on p a rtic ip a tin g  incom e  
bonds) w h ic h  m u st be p a id  ( fo r  exam ple , u n p a id  cum u la 
tiv e  d iv id e n d s  o r d iv id e n d s  dec la red  d u rin g  the  p e rio d  and  
p a id  d u rin g  the  fo llo w in g  p e rio d ). The re m a in in g  unen
cum bered u n d is trib u te d  e a rn ings is  second ly a llo ca te d  to  
com m on stock and p a rtic ip a tin g  se cu ritie s  to  the  e x te n t 
each s e c u rity  m ay share in  ea rn ings. T he  to ta l ea rn ings  
a llo ca te d  to  each s e c u rity  is  de te rm ined  b y  a d d in g  to g e th e r 
th e  am oun t a llo ca te d  fo r  d iv id e n d s  and the  am oun t a llo ca ted  
fo r  a p a rtic ip a tio n  fe a tu re .

.302 T h is  am oun t is  d iv id e d  b y  the  num ber o f o u t
s ta n d in g  shares o f the  s e c u rity  to  w h ich  the  e a rn ings are  
a llo ca te d  to  de te rm ine  th e  e a rn in g s  p e r share fo r  the  secu
r ity .  F o r th is  co m p u ta tio n , o u ts ta n d in g  com m on stock (th e  
“ o rd in a ry ”  class o f com m on s to ck ) in c lu d e s  the  usua l com 
m on stock e q u iva le n t se cu ritie s  assum ed to  be conve rted  o r 
exercised  fo r  p rim a ry  co m p u ta tio n s  and inc ludes these secu
r it ie s  and a ll o th e r p o te n tia lly  d ilu tiv e  se cu ritie s  assum ed 
to  be conve rted  o r exercised  fo r  fu lly  d ilu te d  com pu ta tion s. 
A lth o u g h  re p o rtin g  e a rn ings p e r share fo r  each class o f 
s e c u rity  m ay be des irab le , e a rn in g s  p e r share m u st be re 
p o rte d  fo r  th e  “ o rd in a ry ”  class o f com m on stock.

.303 The a p p lic a tio n  o f the  tw o -c lass m ethod  fo r  a 
n o n co n ve rtib le  s e c u rity  is  illu s tra te d  in  the  fo llo w in g  ex
am ple. Assum e th a t a c o rp o ra tio n  had 5,000 shares o f $100 
p a r va lu e  n o n co n ve rtib le  p re fe rre d  s tock and 10,000 shares 
o f $50 p a r va lu e  com m on stock o u ts ta n d in g  d u rin g  1969 and  
had  a n e t incom e o f $65,000. The p re fe rre d  stock is  e n title d  
to  a n o n cu m u la tive  annua l d iv id e n d  o f $5 p e r share be fo re  
a n y  d iv id e n d  is  p a id  on com m on. A fte r  com m on has been 
p a id  a d iv id e n d  o f $2 p e r share, the  p re fe rre d  stock th e n  
p a rtic ip a te s  in  any a d d itio n a l d iv id e n d s  on a 40:60 per 
share ra tio  w ith  com m on. T h a t is , a fte r  p re fe rre d  and com 
m on have been p a id  d iv id e n d s  o f $5 and  $2 p e r share re 
sp e c tive ly , p re fe rre d  p a rtic ip a te s  in  a n y  a d d itio n a l d iv i
dends a t a ra te  o f tw o -th ird s  o f th e  a d d itio n a l am oun t p a id  
to  com m on on a p e r share basis. A ls o  assume th a t fo r  1969 
p re fe rre d  shareho lde rs have been p a id  $27,000 (o r $5.40 p e r
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share) and  com m on shareho lde rs  have  been p a id  $26,000 
(o r  $2.60 p e r sh a re ). E a rn in g s  p e r share  fo r  1969 w o u ld  be 
com puted  as fo llo w s  u n d e r th e  tw o -c lass  m ethod  fo r  non-
co n v e rtib le  se c u ritie s :

N e t in c o m e ____________ __________  $65,000

Less d iv id e n d s  p a id :
P re fe rre d  ...................... ...........  $27,000
Com m on ____________________  26,000 53,000

U n d is tr ib u te d  1969 e a rn in g s  $12,000

A llo c a tio n  o f u n d is trib u te d  e a rn in g s :
T o  p re fe rre d :

.4(5,000)
------------------------------------- X  $12,000 =  $3,000
.4(5 ,000) +  .6(10,000)

$3,000 ÷  5,000 shares =  $.60 p e r share.
T o  com m on:

.6(10,000)
-------------------------------------X  $12,000 =  $9,000
.4(5,000 +  .6(10,000)

$9,000 ÷  10,000 shares =  $.90 p e r share.
E a rn in g s  p e r share  a m o u n ts :

P re fe r re d  S to c k  C o m m o n  S to c k

D is tr ib u te d  e a rn ings _________ $5.40 $2.60
U n d is tr ib u te d  e a rn in g s _______ .60 .90

T o ta ls  ................................... .. $6.00 $3.50

87. Two-Class Method fo r Convertible Securities
.304
Q — H o w  is  the  tw o -c lass m ethod  a p p lie d  fo r  con

v e rtib le  secu rities?
A — M o st c o n v e rtib le  tw o -c la ss  com m on stocks  and  

o th e r c o n v e rtib le  p a r tic ip a tin g  se c u ritie s  a re  assum ed to  
be co n ve rte d  and  th e  i f  co n ve rte d  m e thod  is  a p p lie d  fo r  
e a rn in g s  p e r share co m p u ta tio n s . T he  tw o -c lass  m e thod  is  
ra re ly  a p p ro p ria te  fo r  such c o n v e rtib le  s e c u ritie s  and  m ay  
be a p p lie d  o n ly  w hen i t  re s u lts  in  g re a te r d ilu tio n  th a n
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w o u ld  re s u lt fro m  th e  i f  co n ve rte d  m ethod. [2011A .06, 
2011A.09 ]

.305 W hen  th e  tw o -c lass m e thod  is  used fo r  a co n ve rt
ib le  tw o -c lass com m on o r o th e r c o n v e rtib le  p a r tic ip a tin g  
se c u rity , n e t incom e is  f ir s t  a llo ca te d  u n d e r the  p rocedure  
described  in  In te rp re ta tio n  86 fo r  d iv id e n d s  fo r  th e  c u rre n t 
p e rio d  w h ic h  w ere p a id  o r dec la red  o r a re  c u m u la tive  i f  n o t 
p a id  o r decla red . C onversion  o f th e  c o n v e rtib le  tw o-c lass  
com m on and  p a rtic ip a tin g  se cu ritie s  is  th e n  assum ed, b u t 
a d ju s tm e n ts  to  n e t incom e u s u a lly  m ade fo r  th e  i f  conve rted  
m ethod  are  not m ade. U nencum bered u n d is trib u te d  ea rn 
in g s  is  d iv id e d  b y  the  to ta l o f a ll com m on shares o u ts ta n d 
in g  and assum ed o u ts ta n d in g  fro m  convers ions and exer
cise. T h e  re s u ltin g  am oun t p e r share  is  added to  the  am oun t 
o f the  d iv id e n d s  p e r share a llo ca te d  to  each class o f s e c u rity  
to  d e te rm in e  th e  ea rn in g s  p e r share fo r  each class o f secu
r ity .  A lth o u g h  re p o rtin g  e a rn in g s  p e r share fo r  each class  
o f s e c u rity  m ay be des irab le , e a rn in g s  p e r share  m ust be re 
p o rte d  fo r  th e  “ o rd in a ry ”  class o f com m on s tock.
[.2011A . 1 0 ]

.306 T he  a p p lic a tio n  o f th e  tw o -c lass  m ethod fo r  a  
co n v e rtib le  s e c u rity  is  illu s tra te d  in  th e  fo llo w in g  exam ple. 
A ssum e th a t a co rp o ra tio n  had  10,000 shares o f C lass A  
com m on stock  (th e  “ o rd in a ry ”  com m on) and 5,000 shares 
o f C lass B  com m on s tock o u ts ta n d in g  d u rin g  1969 and had  
a n e t incom e o f $65,000. E ach share  o f C lass B  is  c o n v e rtib le  
in to  tw o  shares o f C lass A . The C lass B  is  e n title d  to  a  non- 
c u m u la tive  annua l d iv id e n d  o f $5 p e r share. A fte r  C lass A  
has been p a id  a d iv id e n d  o f $2 p e r share, C lass B  th e n  
p a rtic ip a te s  in  a n y  a d d itio n a l d iv id e n d s  on a 40:60 per 
share ra tio  w ith  C lass A . F o r 1969 th e  C lass A  shareho lders  
have been p a id  $26,000 (o r $2.60 p e r share) and the  C lass 
B  shareho lders have been p a id  $27,000 (o r $5.40 p e r sha re ). 
E a rn in g s  p e r share  fo r  1969 w o u ld  be com puted  as fo llo w s :

U n d e r th e  i f  conve rted  m e th o d :

$65,000
—-------------------- ----  $3.25 p e r share
20,000 shares*

* C onvers ion  o f C lass B  is  assum ed.
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U n d e r th e  tw o -c lass m e thod  fo r  c o n v e rtib le  se cu ritie s :

N e t in c o m e _______________________ $65,000

Less d iv id e n d s  p a id :
C lass A  co m m o n ________ _____  $26,000
C lass B co m m o n ______________  27,000 53,000

U n d is tr ib u te d  1969 earnings...... $12,000

A llo c a tio n  o f u n d is trib u te d  e a rn in g s :
$12,000

------------------------=  $.60 p e r C lass A  share.
20,000 shares

2 (.60 ) =  $1.20 p e r C lass B  share. 

E a rn in g s  p e r share am oun ts:
Class A  Class B

D is tr ib u te d  ea rn in g s  __________ ... $2.60 $5.40
U n d is tr ib u te d  e a rn in g s ............... ... .60 1.20

T o ta ls  ___________________ __... $3.20 $6.60

.307 T he  tw o-c lass m ethod m ay be used in  th is  case 
since i t  re s u lts  in  g re a te r d ilu tio n  th a n  th e  i f  conve rted  
m ethod.

SECURITIES ISSUABLE UPON SATISFACTION OF SPECIFIED 
CONDITIONS

88. Contingent Shares

.308
Q — H o w  is  com m on s tock c o n tin g e n tly  issuab le  o r 

su b je c t to  re c a ll c lass ifie d  and tre a te d  in  e a rn in g s  p e r 
share  com pu ta tions?

A — Com m on s tock c o n tin g e n tly  issuab le  o r su b je c t to  
c o n tin g e n t re c a ll is  a lw a y s 44 c la ss ifie d  as a com m on s tock  
e q u iva le n t un less i t  w ill be issued upon  th e  m ere passage o f 
tim e  and  is  th e re fo re  conside red  to  be o u ts ta n d in g  fo r  b o th  * 1

44 Unless their time of issuance (see Interpretation 89) is prior to  June
1, 1969 and  the issuer makes election “ b”  of section 2011.46 and they were 
not considered residual securities under APB Opinion No. 9. Contingent 
shares meeting these three conditions are other potentially dilutive securities.
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p rim a ry  and fu lly  d ilu te d  com p u ta tio n s . W h e th e r (1 ) the  
s to ck  w ill be issued in  th e  fu tu re  upon  th e  s a tis fa c tio n  o f 
specified  co n d itio n s , (2 ) th e  s tock has been p laced  in  escrow  
and p a rt m u s t be re tu rn e d  i f  spec ified  c o n d itio n s  a re  n o t 
m et, o r (3 ) th e  stock has been issued b u t the  h o ld e r m u s t 
re tu rn  p a r t i f  specified  co n d itio n s  a re  n o t m e t does n o t a ffe c t 
the  c la s s ific a tio n  o f c o n tin g e n t shares. [.27, 2011A.16]

.309 W hen  c e rta in  co n d itio n s  a re  n o t m et, how ever, 
co n tin g e n t shares are o m itte d  fro m  p r im a ry  o r fro m  p r i
m a ry  and  fu lly  d ilu te d  e a rn in g s  p e r share  com pu ta tion s . 
T y p ic a l exam ples o f the  c o n d itio n s  to  be m e t fo r  co n tin g e n t 
shares are (1 ) th e  passage o f tim e  a long  w ith  o th e r co n d i
tio n s , (2 ) the  m ain tenance o f some le ve l o f ea rn ings, (3 ) 
th e  a tta in m e n t o f some le ve l o f ea rn ings, and (4 ) changes 
in  m a rk e t p rice s  w h ich  m o d ify  the  num ber o f shares to  be 
issued.

.310 C o n tin g e n t shares are in c lu d e d  in  b o th  p r im a ry  
and fu lly  d ilu te d  co m p u ta tio n s  w hen the  co n d itio n s  fo r  th e ir  
issuance are c u rre n tly  b e ing  m et. I f  a d d itio n a l shares w o u ld  
be c o n tin g e n tly  issuab le  i f  a  h ig h e r e a rn in g s  le v e l w ere  
b e in g  a tta in e d  c u rre n tly , th e  a d d itio n a l shares are in c lu d e d  
o n ly  in  fu lly  d ilu te d  co m p u ta tio n s  (g iv in g  e ffe c t to  the  
h ig h e r e a rn in g s  le v e l) b u t o n ly  i f  d ilu tio n  re su lts . Con
tin g e n t shares based on (1 ) the  a tta in m e n t o f increased  
ea rn in g s  leve ls  above the  p resen t e a rn in g s  le ve l o r (2 ) th e  
m ain tenance o f increased e a rn in g s  above the  p resen t le ve l 
o f e a rn ings o ve r a p e rio d  o f years a re  in c lu d e d  o n ly  in  fu lly  
d ilu te d  co m pu ta tion s  (g iv in g  e ffe c t to  th e  h ig h e r e a rn ings  
le v e l) b u t o n ly  i f  d ilu tio n  re su lts . [ 2011A.17 ]

.311 W hen  co n tin g e n t shares have  been in c lu d e d  in  an  
e a rn in g s  p e r share co m p u ta tio n , th e y  co n tin u e  to  be in 
c luded  in  the  co m pu ta tion s  in  fo llo w in g  p e rio d s  u n t il the  
e x p ira tio n  o f th e  te rm  o f th e  agreem ent p ro v id in g  fo r  the  
c o n tin g e n t issuance o f a d d itio n a l shares. H ow eve r, con
tin g e n t shares are exc luded  fro m  th e  co m p u ta tio n s  w hen
eve r th e ir  e ffe c t w o u ld  be a n ti-d ilu tiv e . [.30, .40]

.312 P r io r  p e rio d  p r im a ry  and fu lly  d ilu te d  e a rn ings  
p e r share shou ld  be re tro a c tiv e ly  re s ta te d  w heneve r the  
num ber o f shares issued o r c o n tin g e n tly  issuab le  changes 
fro m  the  num ber o f shares o r ig in a lly  in c lu d e d  in  th e  com -
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p u ta tio n . H ow ever, p r io r  p e rio d  ea rn ings p e r share d a ta  
are  n o t re tro a c tiv e ly  re s ta te d  fo r  shares a c tu a lly  issued  
w hen  the  c o n d itio n  was the  a tta in m e n t o f specified  increased  
e a rn in g s  le ve ls  and the  shares w ere n o t p re v io u s ly  con
s ide red  o u ts ta n d in g . [ 2011A.17-.19]

89. Time o f Issuance fo r  Contingent Issuances
.313
Q — W h a t is  the  tim e  o f issuance o f a c o n tin g e n tly  is 

suable se cu rity?
A — T he tim e  o f issuance o f a c o n tin g e n tly  issuab le  

s e c u rity  is  th e  date  w hen agreem ent to  te rm s has been 
reached and announced even th o u g h  su b je c t to  fu r th e r  ac
tio n s , such as d ire c to rs ’ o r s to ckh o ld e rs ’ a p p ro va l. B u t, 
c o n tin g e n tly  issuab le  com m on stock is  considered  o u ts ta n d 
in g  fo r  ea rn ings p e r share co m p u ta tio n s  o n ly  w hen the  
te rm s become b in d in g . (See In te rp re ta tio n s  27 and 28.) 
[ .29]

90 . M a rke t Price Conditions
.314
Q — H o w  do m a rk e t p rice  c o n d itio n s  a ffe c t the  num ber 

o f c o n tin g e n t shares in c lu d e d  in  e a rn in g s  p e r share com 
p u ta tio n s?

A — The num ber o f c o n tin g e n tly  issuab le  shares m ay  
depend on m a rk e t p rice s  fo r  an is s u e r’s com m on stock. 
G e n e ra lly , these m a rk e t p ric e  c o n d itio n s  fo r  co n tin g e n t 
shares m ay be c lass ifie d  as (1 ) m ax im um  fu tu re  m a rk e t 
p ric e  guarantees, (2 ) m a rk e t p rice s  fo r  base num ber o f 
shares to  be de te rm ined , and (3 ) m in im u m  fu tu re  m a rk e t 
p ric e  guarantees. A d d itio n a lly , some agreem ents based on  
m a rk e t p rice s  fo r  an is s u e r’s com m on stock sp e c ify  th a t no 
less th a n  some m in im u m  num ber o f shares a n d /o r no  m ore  
th a n  some m axim um  num ber o f shares w ill he issued re 
ga rd less o f m a rk e t p rices . [2011A.18, 2011A.19]

.315 C o n d itio n s  w h ic h  gua ran tee  a  m ax im um  fu tu re  
p ric e  p ro v id e  “ ups id e ”  assurance. T h a t is , the  issu e r 
guaran tees th a t th e  m a rk e t p ric e  p e r share w ill increase to  
some s ta te d  am oun t w ith in  some tim e  p e rio d . T o  the  e x te n t 
th a t the  m a rk e t p ric e  does n o t increase as guaran teed , the  
issu e r agrees to  issue a d d itio n a l shares o r p a y  cash to  m ake  
u p  th e  d iffe re n ce . Such a guaran tee  m ay extend  to  shares 
a lre a d y  issued as w e ll as shares to  he issued.
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.316 C o n d itio n s  fo r  m a rk e t p rice s  to  de te rm ine  the  
base n um be r o f shares to  be issued m a y  re la te  to  p e rio d ic  
p rice s  (such  as th e  end o f each y e a r), an  average o f p rice s  
o ve r some p e rio d , o r some fin a l p ric e  (such  as a t the  end o f 
fiv e  y e a rs ). The c o n d itio n s  m a y a lso  s p e c ify  m ax im um  o r 
m in im u m  m a rk e t p ric e  guarantees.

.317 C o n d itio n s  w h ic h  guaran tee  a m in im u m  fu tu re  
p ric e  p ro v id e  “ d o w n s id e ”  p ro te c tio n . T h a t is , th e  issue r 
guaran tees th a t the  m a rk e t p ric e  p e r share w ill n o t decrease  
be low  some s ta te d  am oun t w ith in  some tim e  p e rio d . T o  the  
e x te n t th a t th e  m a rk e t p ric e  goes be low  th a t am oun t, the  
issu e r agrees to  issue a d d itio n a l shares o r p a y  cash to  m ake  
u p  th e  d iffe re n ce . S uch a guaran tee  m ay e x te n d  to  shares 
a lre a d y  issued as w e ll as to  shares to  be issued.

.318 W hen  the  num ber o f c o n tin g e n tly  issuab le  shares 
depends on the  fu tu re  m a rk e t p ric e  o f an is s u e r's  com m on  
stock, e a rn in g s  p e r share co m p u ta tio n s  re fle c t the  num ber 
o f shares w h ich  w o u ld  be issuab le  based on th e  m a rk e t p ric e  
a t the  close o f the  p e rio d  b e in g  re p o rte d  upon. I f  a m in i
m um  a n d /o r m ax im um  num be r o f shares is  a lso  specified , 
th e  num ber o f shares d e te rm in e d  fro m  th e  m a rk e t p ric e  a t 
th e  close o f th e  p e rio d  w o u ld , i f  necessary, be a d ju s te d  to  
n o t less th a n  th e  m in im u m  n o r m ore  th a n  the  m ax im um  
num ber o f shares so specified .

.319 W hen  a d d itio n a l shares a re  to  be issued fo r  an  
“ u p s id e ”  o r a  “ dow nside ”  gua ran te e  and the  m a rk e t p ric e  
a t th e  close o f th e  p e rio d  is  less th a n  th e  guaran teed  p ric e , 
ea rn in g s  p e r share  com p u ta tio n s  sh ou ld  g iv e  e ffe c t to  th e  
a d d itio n a l shares w h ich  w o u ld  be issued.

.320 T he  num ber o f c o n tin g e n tly  issuab le  shares m ay  
d iffe r  fo r  p r im a ry  and fu lly  d ilu te d  co m pu ta tion s  based  
upon  e a rn in g s  leve ls . B u t m a rk e t p ric e  co n d itio n s  do  n o t 
cause d iffe re n t num bers o f c o n tin g e n tly  issuab le  shares to  
be in c lu d e d  in  p r im a ry  and  fu lly  d ilu te d  com pu ta tion s . Spe
c ific a lly , m ore shares a re  n o t in c lu d e d  in  fu lly  d ilu te d  th a n  
in  p r im a ry  com p u ta tio n s  because o f m a rk e t p ric e  g u a ra n 
tees. A  m a rk e t p ric e  guaran tee  has th e  same e ffe c t on b o th  
com p u ta tio n s . [ 2011A.17, 2011A.18, 2011A.19]

.321 P r io r  p e rio d  e a rn in g s  p e r share w o u ld  be re tro 
a c tiv e ly  re s ta te d  i f  th e  num be r o f shares issued o r c o n tin -
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g e n tly  is su a b le  subsequen tly  changes because o f m a rk e t 
p ric e  changes.

91 . Earnings Conditions

.322
Q — H o w  does an e a rn ings c o n d itio n  a ffe c t th e  num ber 

o f co n tin g e n t shares in c lu d e d  in  ea rn ings p e r share com 
p u ta tio n s?

A — E a rn in g s  co n d itio n s  fo r  th e  co n tin g e n t issuance o f 
com m on stock  v a ry . Some ea rn ings co n d itio n s  de te rm ine  
th e  total n u m b e r o f shares to  be issued, fo r  exam ple , one 
share fo r  each $100 earned (1 ) each ye a r fo r  fiv e  yea rs  o r  
(2 ) based on a fo rm u la , such as ten  tim e s  th e  average annua l 
e a rn in g s  fo r  fiv e  years. [ 2011A.17, 2011A.19]

.323 O th e r e a rn in g s  c o n d itio n s  d e te rm in e  th e  addi
tional n um be r o f shares to  be issued. T y p ic a lly , a d d itio n a l 
shares a re  to  be issued based on e ith e r (1 ) the  maintenance 
o f (a ) th e  p resen t le ve l o f e a rn in g s  o r (b ) a h ig h e r le v e l o f 
e a rn in g s  o r (2 ) th e  attainment o f (a ) a h ig h e r le v e l o f ea rn 
in g s  o r (b ) successive ly h ig h e r le ve ls  o f ea rn ings.

.324 E a rn in g s  c o n d itio n s  m ay sp e c ify  a m in im u m  a n d / 
o r a m ax im um  num be r o f shares to  be issued rega rd less  o f 
ea rn ings. Shares m ay be issued each y e a r o r o n ly  a t the  
end o f seve ra l years. E a rn in g s  c o n d itio n s  m ay a p p ly  to  
each ye a r in d iv id u a lly  o r m ay a p p ly  to  a ll yea rs  on some 
c u m u la tiv e  o r average basis. V a rio u s  com b ina tion s  o f the  
e a rn in g s  co n d itio n s  described  above m ay be con ta ine d  in  
an agreem ent.

.325 Some m axim um  num be r o f shares m ay be issued  
in it ia lly  (o r  p laced  in  escrow ) w ith  th e  s tip u la tio n  th a t 
unearned  shares a re  to  be re tu rn e d  to  the  issuer. Such p lans  
s p e c ify in g  th a t shares are  re tu rn a b le  a re  tre a te d  the  same 
as c o n tin g e n tly  issuab le  shares fo r  e a rn ings p e r share com 
p u ta tio n s . [2011A.16]

.326 Because o f th e  d iv e rs ity  o f e a rn in g s  co n d itio n s , 
s ta tin g  gene ra l g u id e lin e s  w h ic h  w ill a p p ly  to  a ll agree
m ents is  d iffic u lt. T he  num b e r o f shares in c lu d e d  in  ea rn 
in g s  p e r share co m p u ta tio n s  fo r  an ea rn in g s  agreem ent 
shou ld  con fo rm  to  the  p ro v is io n s  o f sections 2011A.17 and  
2011A.19 and to  the  g u id e lin e s  g ive n  be low .

Computing Earnings per Share

A IC P A  Professional Standards AC § U 2011.326



12,848 Accounting Interpretations

.327 I f  shares w o u ld  a t some tim e  be issuab le  based 
on the  p re se n t le ve l o f ea rn ings, th e  shares issuab le  based  
on th a t le ve l o f e a rn in g s  p ro je c te d  to  th e  end o f the  agree
m en t are considered  o u ts ta n d in g  fo r  b o th  p r im a ry  and  
fu lly  d ilu te d  com pu ta tion s . I f  shares p re v io u s ly  considered  
o u ts ta n d in g  becom e un issuab le  ( fo r  exam ple, because o f a 
dec line  in  e a rn in g s ), p re v io u s ly  re p o rte d  ea rn in g s  p e r share  
d a ta  w o u ld  be re tro a c tiv e ly  re s ta te d  w hen the  te rm  o f th e  
c o n d itio n  exp ires  and i t  is  d e te rm in e d  th a t th e  shares w ill 
n o t be issued. [2011A.17, 2011A .19]

.328 I f  a d d itio n a l shares w o u ld  a t some tim e  be issu 
ab le  i f  a le ve l o f e a rn ings h ig h e r th a n  th e  p resen t le v e l 
w ere  a tta in e d , th e  a d d itio n a l shares issuab le  based on th e  
h ig h e r le v e l (o r  le ve ls ) p ro je c te d  to  th e  end o f th e  agree
m en t a re  considered  o u ts ta n d in g  o n ly  fo r  th e  fu lly  d ilu te d  
co m p u ta tio n , g iv in g  e ffe c t to  th e  h ig h e r e a rn in g s  le ve l.
I f  d iffe re n t le ve ls  o f ea rn in g s  are specified , the  le ve l w h ich  
re s u lts  in  th e  g re a te s t d ilu tio n  is  used. I f  a d d itio n a l shares 
p re v io u s ly  considered  o u ts ta n d in g  becom e un issuab le  ( fo r  
exam ple, because th e  h ig h e r e a rn in g s  le v e l is  n o t m a in 
ta in e d ), p re v io u s ly  re p o rte d  e a rn in g s  p e r share d a ta  w o u ld  
be re tro a c tiv e ly  re s ta te d  w hen i t  is  de te rm in e d  th a t th e  
shares w il l  n o t be issued. I f  in  g iv in g  e ffe c t to  the  h ig h e r 
e a rn in g s  le v e l d ilu tio n  does n o t re s u lt, the  a d d itio n a l shares 
are  n o t in c lu d e d  in  the  co m p u ta tio n . W hen  such a d d itio n a l 
shares w ere  n o t in c lu d e d  in  p r io r  e a rn in g s  p e r share com 
p u ta tio n s  b u t are subsequen tly  issued ( fo r  exam ple, be
cause the  h ig h e r e a rn in g s  le ve l w as a c tu a lly  a tta in e d ), 
p re v io u s ly  re p o rte d  ea rn in g s  p e r share  d a ta  are not re tro 
a c tiv e ly  res ta ted .

.329 W hen  an ea rn ings c o n d itio n  specifies a m in im u m  
a n d /o r a m ax im um  num ber o f shares to  be issued, no less 
th a n  th e  m in im u m  n o r no  m ore th a n  th e  m ax im um  num ber 
specified  w o u ld  be in c lu d e d  in  the  e a rn in g s  p e r share com 
p u ta tio n s . I f  shares are issued each ye a r and a to ta l m in i
m um  a n d /o r m ax im um  num be r is  specified , the  m in im u m  
a n d /o r m ax im um  w o u ld  be reduced b y  the  num ber o f shares 
issued.

92 . Convertib le  Securities C ontingently Issuable
.330
Q — H o w  are c o n tin g e n tly  issuab le  c o n v e rtib le  se cu ri

tie s  tre a te d  fo r  ea rn ings p e r share com pu ta tion s?
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A — C o n tin g e n tly  issuab le  c o n v e rtib le  se cu ritie s  a re  
in c lu d e d  in  e a rn in g s  p e r share  co m p u ta tio n s  u n d e r th e  
g u id e lin e s  described  fo r  co n v e rtib le  se cu ritie s  and  the  
g u id e lin e s  described  fo r  c o n tin g e n tly  issuab le  com m on  
stock. T h a t is , a d d itio n a l co n v e rtib le  se cu ritie s  a re  assum ed  
to  be issued in  c o n fo rm ity  w ith  th e  c o n d itio n s  spec ified  fo r  
th e ir  issuance. (See In te rp re ta tio n s  88-91 fo r  an e xp la n a 
tio n  o f how  co n d itio n s  a ffe c t th e  num ber o f se cu ritie s  con
s id e re d  o u ts ta n d in g .) [.33, 2011A.06, 2011A.16-.19]

.331 T im e  o f issuance o f th e  c o n tin g e n tly  issuab le  con
v e r tib le  se cu ritie s  is  th e  da te  w hen agreem ent as to  te rm s  
has been reached and  announced. T he  c la s s ific a tio n  o f th e  
c o n tin g e n tly  issuab le  c o n v e rtib le  s e c u rity  as a com m on  
stock  e q u iv a le n t o r o th e r p o te n tia lly  d ilu tiv e  s e c u rity  is  
d e te rm in e d  a t tim e  o f issuance based on its  y ie ld  a t th a t 
t im e 45 and does n o t change w hen  th e  s e c u rity  is  a c tu a lly  
issued. A  change in  th e  b a n k  p rim e  in te re s t ra te  o r the  
m a rk e t p ric e  o f th e  s e c u rity  betw een th e  tim e  o f issuance  
and  a c tu a l issuance o f a c o n tin g e n tly  issuab le  c o n v e rtib le  
s e c u rity  has no  e ffe c t on its  c la s s ific a tio n .46 [.29]

.332 Those c o n tin g e n tly  issuab le  c o n v e rtib le  se cu ritie s  
c la ss ifie d  as com m on s tock e q u iva le n ts  a re  in c lu d e d  in  b o th  
p r im a ry  and fu lly  d ilu te d  com pu ta tio n s . H ow ever, such  
com m on s tock e q u iva le n ts  based on the  a tta in m e n t o r m a in 
tenance o f e a rn in g s  above th e  p resen t le ve l are in c lu d e d  
o n ly  in  fu lly  d ilu te d  com pu ta tio n s . C o n tin g e n tly  issuab le  
c o n v e rtib le  se cu ritie s  c la ss ifie d  as o th e r p o te n tia lly  d ilu tiv e  
se cu ritie s  a re  in c lu d e d  o n ly  in  fu lly  d ilu te d  com pu ta tion s .
[.33, 2011A.17]

.333 W hen  c o n tin g e n tly  issuab le  c o n v e rtib le  se cu ri
tie s  a re  to  be in c lu d e d  in  e a rn in g s  p e r share com pu ta tio n s , 
conve rs ion  o f th e  a d d itio n a l s e c u ritie s  is  assum ed. H o w 
ever, conve rs ion  is  n o t assum ed fo r  th e  a d d itio n a l se cu ri
tie s  unless conve rs ion  is  a lso  assum ed fo r  th e ir  c o u n te rp a rt 
o u ts ta n d in g  c o n v e rtib le  se cu ritie s . In te re s t o r d iv id e n d s  
are n o t im p u te d  fo r  th e  a d d itio n a l c o n tin g e n tly  issuab le  
c o n v e rtib le  se cu ritie s  since an y  im p u te d  am oun t w o u ld  be  

45 Unless it  has the same terms as the terms of an outstanding con
vertible security which is a common stock equivalent. A  convertible secu
r ity  contingently issuable at May 31, 1969 would be classified under either 
election “ a”  or election “ b” of section 2011.46.

46 Except in the situations described in Interpretations 29 and 30.
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reve rsed  b y  the  i f  co n ve rte d  a d ju s tm e n ts  fo r  assum ed con
ve rs io n . [2011A.06]

PARENT AND CONSOLIDATED FINANCIAL STATEMENTS

93. Securities Issued by Subsidiaries
.334
Q — H o w  do c o n ve rtib le  se cu ritie s  and o p tio n s  and w a r

ra n ts  issued b y  a s u b s id ia ry  a ffe c t p a re n t a n d /o r conso li
da ted  ea rn in g s  p e r share?

A — The e ffe c t o f o p tio n s  and w a rra n ts  and c o n ve rtib le  
se cu ritie s  issued b y  a s u b s id ia ry  upon conso lida ted  ea rn ings  
p e r share (o r p a re n t com pany ea rn ings p e r share w hen  
p a re n t com pany sta tem ents are p rep a re d  as the  p r im a ry  
fin a n c ia l sta tem ents u s in g  the  e q u ity  m e thod ) depends upon  
w h e th e r the  se cu ritie s  issued b y  the  s u b s id ia ry  to  the  p u b lic  
enable th e ir  ho lde rs  to  o b ta in  com m on stock o f th e  sub
s id ia ry  com pany o r com m on s tock o f the  p a re n t com pany. 
[2011A.20]

.335 S e cu ritie s  issued b y  a s u b s id ia ry  w h ic h  enable  
th e ir  h o ld e rs  to  o b ta in  the  s u b s id ia ry ’s com m on s tock  a re  
in c lu d e d  in  co m p u tin g  the  s u b s id ia ry ’s ea rn ings p e r share  
d a ta . These ea rn in g s  pe r share  d a ta  are th e n  in c lu d e d  in  
th e  p a re n t o r conso lida ted  e a rn ings p e r share co m pu ta tion s  
based on the  conso lida ted  g ro u p ’s h o ld in g s  o f the  su b s id i
a ry ’s se cu ritie s . [2011A.21-.22]

.336 O p tio n s  and w a rra n ts  issued b y  a s u b s id ia ry  
w h ic h  enable th e ir  h o ld e rs  to  purchase p a re n t com pany  
com m on s tock a re  com m on s tock  e q u iv a le n ts 47 fo r  p a re n t 
o r conso lida ted  e a rn in g s  p e r share com pu ta tion s . S e cu ritie s  
o f a s u b s id ia ry  c o n v e rtib le  in to  p a re n t com pany com m on  
stock are c lass ified  as com m on stock e q u iva le n ts  o r o th e r 
p o te n tia lly  d ilu tiv e  se cu ritie s  fo r  p a re n t o r conso lida ted  
ea rn in g s  p e r share co m p u ta tio n s  u n d e r the  y ie ld  te s t.48 
[.2011A.23-.24]

.337 T he  fo llo w in g  exam ple  illu s tra te s  th e  ea rn ings  
p e r share com p u ta tio n s  fo r  a s u b s id ia ry ’s se cu ritie s  w h ich  
enable th e ir  ho ld e rs  to  o b ta in  th e  s u b s id ia ry ’s com m on 
stock. Assum e th a t a p a re n t c o rp o ra tio n  h a d  a n e t incom e

47 Unless issued p rio r to June 1, 1969 and the parent company makes 
election “ b” specified by section 2011.46.

48 See Interpretation 45 for a description of the treatment of a subsid
iary security convertible in to  a parent company’s convertible security.
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o f $10,000 fro m  o p e ra tio n s  (e x c lu d in g  an y  d iv id e n d s  p a id  
b y  th e  s u b s id ia ry ), had  10,000 shares o f com m on s tock o u t
s ta n d in g  and  had  n o t issued a n y  o th e r se cu ritie s . The  
p a re n t c o rp o ra tio n  ow ned 900 o f th e  com m on shares o f a 
dom estic  s u b s id ia ry  c o rp o ra tio n  and  a lso  ow ned 40 w a r
ra n ts  and 100 shares o f c o n v e rtib le  p re fe rre d  s tock issued b y  
th e  s u b s id ia ry . The s u b s id ia ry  c o rp o ra tio n  had a n e t 
incom e o f $3,600 and had  o u ts ta n d in g  1,000 shares o f com 
m on stock , 200 w a rra n ts  exe rc isab le  to  pu rchase  200 shares 
o f its  com m on a t $10 p e r share (assum e $20 average and  
e n d in g  m a rk e t p ric e  fo r  com m on), and 200 shares o f p re 
fe rre d  s tock co n ve rtib le  in to  tw o  o f its  com m on shares fo r  
each p re fe rre d  share. T he  c o n v e rtib le  p re fe rre d  p a id  a 
d iv id e n d  o f $1.50 p e r share and is  n o t a com m on s tock  
e q u iva le n t. Assum e th a t no in te rco m p a n y  e lim in a tio n s  o r 
a d ju s tm e n ts  are necessary excep t fo r  d iv id e n d s . (Incom e  
taxes have been ig n o re d  in  th e  fo llo w in g  co m p u ta tio n s  fo r  
s im p lic ity .)  [ 2011A.21-.22]

Earnings per share fo r  the  subsid iary

P rim a ry  e a rn in g s  p e r share.--------------------------—  $3.00

C om puted :

$3,600a — $ 300b

l,000c+  100d
a Subsidiary’s net income.
b Dividends paid by subsidiary on convertible preferred stock.
c Shares of subsidiary’s common stock outstanding.
d Incremental shares of subsidiary’s common stock assumed out

standing applying the treasury stock method fo r warrants (com- 
$20— $10

p u te d --------------- - X 200).
$20

F u lly  d ilu te d  e a rn in g s  p e r share._______________  $2.40

C om puted :
$3,600 e

1,000 +  100 +  4 0 0 f

e Subsidiary’s earnings applicable to common stock applying the if  
converted method for convertible preferred stock.

f Shares of subsidiary’s common stock assumed outstanding from con
version of convertible preferred stock.
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Parent o r consolidated earnings per share
P rim a ry  e a rn in g s  p e r share------- --- — ..................  $1.29

C om puted :
$10,000a +  $150b +  $2 ,700c +  $ 6 0 d

10,000e
a P a re n t’s ne t income.
b D iv id e n d s  received b y  pa ren t on su b s id ia ry ’s c o n ve rtib le  p re fe rred  

stock.
c P a re n t’s p ro p o rtio n a te  in te re s t in  su b s id ia ry ’s earn ings a ttr ib u ta b le  to  

900
com m on s tock, com pu ted : ------------  (1,000 shares X $3 p e r share).

1,000
d P a re n t’s p ro p o rtio n a te  in te re s t in  subs id ia ry ’s earn ings a ttr ib u ta b le  to

40
w a rra n ts , com pu ted : ----------- (100 inc rem e n ta l shares X $3 pe r sha re ).

200
e Shares o f pa ren t’s com m on s tock ou ts tand ing .

F u lly  d ilu te d  ea rn in g s  p e r share.________________ $1.27
C om puted :

$10,000 +  $2 ,160 f +  $ 4 8 g +  $480h

10,000
f  P a re n t’s p ro p o rtio n a te  in te re s t in  su b s id ia ry ’s earn ings a ttr ib u ta b le  to  

900
com m on stock, com puted : ------------  (1,000 shares X $2.40 pe r share).

1,000
g P a re n t’s p ro p o rtio n a te  in te re s t in  su b s id ia ry ’s earn ings a ttr ib u ta b le  

40
to  w a rra n ts , com pu ted : ----------- (100 inc rem en ta l shares x  $2.40 pe r

200
share).

h P a re n t’s p ro p o rtio n a te  in te re s t in  subs id ia ry ’s earn ings a ttr ib u ta b le
100

to  co n ve rtib le  p re fe rre d  stock, com pu ted : ----------- (400 shares f ro m  con

ve rs ion  x  $2.40 pe r share).
200

[ 2011A.21]
.338 T h e  above co m p u ta tio n s  a p p ly  o n ly  to  e a rn ings  

p e r share  d a ta . P a re n t o r con so lid a te d  n e t incom e is  d e te r
m ined  in  th e  u su a l m anner as fo llo w s :
P a re n t n e t incom e fro m  ope ra tion s .... $10,000
S u b s id ia ry  n e t incom e._______________  $3,600
Less m in o r ity  in te re s t:

P re fe rre d  $ 1 5 0 i
Com m on 3 3 0 j 480 3,120

P a re n t o r conso lida ted  n e t incom e $13,120
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C om pu ted :
i 50% (200 p re fe rre d  shares x  $1.50 d iv id e n d  pe r share).

j 10% ($3,600 net incom e— $300 p re fe rre d  d iv id e n d s ).

N o te  th a t p a re n t o r conso lida ted  n e t incom e is  n o t th e  basis  
fo r  p a re n t o r conso lida ted  e a rn in g s  p e r share  co m p u ta tio n s .

.339 These co m p u ta tio n s  w o u ld  be d iffe re n t i f  th e  
s u b s id ia ry ’s se cu ritie s  co u ld  be exercised  o r conve rted  o n ly  
to  o b ta in  the  p a re n t com pany’s com m on stock. F o r exam ple , 
assum e th e  same fa c ts  as w ere  g iv e n  in  th e  p re ce d in g  illu s 
tra tio n  excep t (1 ) th e  w a rra n ts  and c o n v e rtib le  se cu ritie s  
are  a ll ow ned b y  o u ts id e rs , (2 ) th e  s u b s id ia ry ’s w a rra n ts  
are  exe rc isab le  o n ly  to  o b ta in  p a re n t com pany com m on  
stock, and  (3 ) the  s u b s id ia ry ’s p re fe rre d  s tock  is  con
v e rtib le  o n ly  in to  p a re n t com pany com m on stock.

Earnings per share fo r the subsidiary
P rim a ry  e a rn in g s  p e r share............. .......................  $3.30

C om puted :
$3,600 — $300

1,000
F u lly  d ilu te d  e a rn in g s  p e r share______________  $3.30

C om pu ted :
$3,600 -  $300

1,000
P a re n t o r conso lida ted  e a rn in g s  p e r share

P rim a ry  ea rn ings p e r share-- -------- -------------------  $1.28

C om pu ted :
$10,000a + $ 2 ,9 7 0 b 

10,000c +  100d
a P a re n t’s net income.

b P a re n t’s p ro p o rtio n a te  in te re s t in  subs id ia ry ’ s earn ings a ttr ib u ta b le  
900

to  com m on stock, com pu ted : --------- (1,000 shares X $3.30 pe r share).
1,000

c Shares o f pa re n t’s com m on s tock ou ts tand ing .
d In c re m e n ta l shares o f p a re n t’s com m on s tock  assumed o u ts tan d in g  

a p p ly in g  the  tre a su ry  s tock m ethod  fo r  w a rra n ts  issued b y  subs id ia ry
$20— $10

exercisab le  to  ob ta in  pa re n t’s com m on s tock (com pu ted  --------------  X 200).
$20
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F u lly  d ilu te d  ea rn ings p e r share._______________  $1.26

C om puted :
$10,000 +  $2,970 +  $ 300e

10,000 +  100 +  400f

e D iv id e n d s  pa id  b y  subs id ia ry  on co n ve rtib le  p re fe rre d  stock w h ich  
w o u ld  n o t have been received by  ou ts ide rs  i f  the  subs id ia ry ’s p re fe rred  
s tock  had been converted  in to  p a re n t’s com m on s tock a t the  beg inn ing  
o f the  period.

f  Shares o f pa re n t’s com m on s tock assumed o u ts tan d in g  fro m  conver
sion o f  subsidiary’s p re fe rred  stock convertib le in to  parent’s common stock.

[2011A.23-.24]

.340 P a re n t o r conso lida ted  n e t incom e w o u ld  be 
d e te rm in e d  as fo llo w s :

12,854 Accounting Interpretations

P a re n t n e t incom e fro m  ope ra tion s .. $10,000

S u b s id ia ry  n e t incom e.______________ $3,600

Less: D iv id e n d s  on p re fe rre d  s tock $300 
M in o r ity  com m on in te re s t

(1 0 % ) _______ __________ __ 330 630 2,970

P a re n t o r conso lida ted  n e t 
incom e ...................... ........ ... $12,970

N o te  th a t p a re n t o r conso lida ted  n e t incom e is  n o t the  basis  
fo r  p a re n t o r conso lida ted  e a rn in g s  p e r share  com pu ta tion s .
[.39]

EFFECTS OF SCHEDULED CHANGES

94. Changing Exercise Prices and Conversion Rates

.341
Q— H o w  do changes w h ich  m ay occur in  exercise p rices  

o r conve rs ion  ra te s  a ffe c t e a rn in g s  p e r share com pu ta tions?

A — E x c e p t as d iscussed in  th e  n e x t p a ra g ra p h , i f  an  
exercise  p ric e  o r convers ion  ra te  is  in  e ffe c t d u rin g  a p e rio d , 
th a t exerc ise  p ric e  o r conve rs ion  ra te  is  used fo r  p r im a ry  
co m p u ta tio n s . W hen  no  exercise  p ric e  o r conve rs ion  ra te  
is  in  e ffe c t d u rin g  a p e rio d , the  e a rlie s t e ffe c tiv e  exercise  
p ric e  o r conve rs ion  ra te  d u rin g  th e  fo llo w in g  fiv e  years
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is  used fo r  p r im a ry  com pu ta tio n s . T he  m ost advantageous  
exercise  p ric e  o r conve rs ion  ra te  a v a ila b le  to  the  h o ld e r 
w ith in  te n  years is  a lw a ys  used fo r  fu lly  d ilu te d  com pu
ta tio n s . P re v io u s ly  re p o rte d  ea rn in g s  p e r share d a ta  are  
n o t re s ta te d  fo r  subsequent changes in  the  conve rs ion  ra te  
o r exercise  p rice . [ 2011A.12, 2011A.13]

.342 I f  a co n ve rtib le  s e c u rity  h a v in g  an in c re a s in g  
conve rs ion  ra te  is  issued in  exchange fo r  a n o th e r class o f 
s e c u rity  o f the  is su in g  com pany and is  a t some tim e  con
v e rtib le  back in to  as m any o f th e  same o r a  s im ila r  s e c u rity  
as w as exchanged, the  conve rs ion  ra te  used in  the  com puta 
tio n  does n o t re s u lt in  a re d u c tio n  o f th e  num ber o f com m on  
shares (o r com m on stock  e q u iva le n ts ) e x is tin g  be fo re  the  
exchange.

.343 F o r exam ple , assum e th a t a c o rp o ra tio n  issued
100,000 shares o f c o n v e rtib le  p re fe rre d  to  o ffice rs  and  
p rin c ip a l s tockh o ld e rs  in  exchange fo r  300,000 shares o f 
com m on s tock and each p re fe rre d  share is  c o n v e rtib le  back  
in to  one com m on share th e  f ir s t  yea r, tw o  com m on shares 
the  second yea r, th re e  com m on shares th e  th ird  ye a r, and  
fo u r  com m on shares th e  fo u r th  ye a r and  th e re a fte r. The  
c o n v e rtib le  p re fe rre d  w o u ld  be in c lu d e d  as 300,000 com m on  
e q u iv a le n t shares fo r  p r im a ry  e a rn in g s  p e r share com pu
ta tio n s  and 400,000 com m on e q u iv a le n t shares fo r  fu lly  
d ilu te d  e a rn in g s  p e r share co m p u ta tio n s  fo r  the  f ir s t  th re e  
yea rs and 400,000 com m on e q u iv a le n t shares th e re a fte r fo r  
b o th  com pu ta tion s .

ELECTION TO CLASSIFY OUTSTANDING SECURITIES

95. Factors in Section 2011.46 Election
.344
Q— W h a t fa c to rs  w o u ld  be considered  in  c la s s ify in g  

se cu ritie s  issued p r io r  to  June 1, 1969 un d e r th e  e le c tio n s  
p ro v id e d  in  section  2011.46?

A — The fo llo w in g  fa c to rs  m ig h t be considered  fo r  elec
tio n s  “ a ”  and  “ b ”  p ro v id e d  in  sec tion  2011.46:

1. T he  section  2011 recom m ends re s ta te m e n t o f p r io r  
p e rio d s ’ e a rn in g s  p e r share  d a ta  i f  e le c tio n  “ b ”  is  m ade
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and such d a ta  a re  in c lu d e d  in  fin a n c ia l sta tem ents issued  
a fte r  M a y  31, 1969, e. g., in c lu d e d  in  a co m p a ra tive  incom e  
sta tem ent. R esta tem en t is  n o t re q u ire d  u n d e r e le c tio n  “ b . ”  
A lth o u g h  re tro a c tiv e  re s ta te m e n t is  recom m ended, re s ta te 
m e n t m ay n o t g re a tly  change p re v io u s ly  re p o rte d  ea rn ings  
p e r share d a ta . S uch d a ta  th e re fo re  co u ld  be in c lu d e d  in  
a co m p a ra tive  incom e sta tem en t w ith o u t res ta tem en t and  
w ith o u t a s ig n ific a n t loss o f c o m p a ra b ility .

I f  e le c tio n  “ a ”  is  m ade, how ever, a ll p r io r  p e rio d s ’ 
e a rn in g s  p e r share d a ta  m u st be re tro a c tiv e ly  recom puted  
and re s ta te d  u n d e r the  p ro v is io n s  o f sec tion  2011 w hen  
p r io r  p e rio d s ’ d a ta  are subsequen tly  presented .

2. S ection  2011 inc ludes a ll o p tio n s  and w a rra n ts  as 
com m on s tock e q u iva le n ts  and estab lishes a te s t a t issuance  
fo r  c o n v e rtib le  se cu ritie s  to  d e te rm ine  th e ir  c la s s ific a tio n  
as com m on stock  e q u iva le n ts  o r n o t. A P B  O p in io n  N o. 9 
exc luded  the  e ffe c t o f o p tio n s  and w a rra n ts  fro m  the  f ir s t  
E P S  am oun t (un less th e y  w ere c la ss ifie d  as re s id u a l 
s e c u ritie s ) and  a llo w e d  a c o n v e rtib le  s e c u rity  to  m ove  
fro m  se n io r s e c u rity  to  re s id u a l s ta tu s  and  v ice  ve rsa  based 
on th e  va lu e  o f its  conve rs ion  r ig h ts  and com m on stock  
c h a ra c te ris tic s . [.4 6 ]

.345 T h e re fo re , e le c tio n  “ b ”  w o u ld  g e n e ra lly  exclude  
o p tio n s  and w a rra n ts  issued be fo re  M a y  31, 1969 fro m  
p rim a ry  e a rn in g s  p e r share co m p u ta tio n s . E le c tio n  “ a , ”  
on th e  o th e r hand, w o u ld  cause c o n v e rtib le  se cu ritie s  c la ss i
fie d  as re s id u a l u n d e r A P B  O p in io n  N o. 9 a t M a y  31, 1969 
w h ic h  w o u ld  n o t be com m on s tock e q u iva le n ts  a t issuance  
u n d e r sec tion  2011 to  be re c la ss ifie d  as o th e r p o te n tia lly  
d ilu tiv e  se cu ritie s . I f  a c o rp o ra tio n  had  o p tio n s  and w a r
ra n ts  and c o n v e rtib le  se cu ritie s  as described  above, the  
e ffects  o f b o th  typ e s  o f se cu ritie s  w o u ld  p ro b a b ly  be con
s ide red  in  d e te rm in in g  th e  e le c tio n  to  be m ade.

96. Effect o f New Issue o f Common Stock Equivalents
.346
Q— W hen  se cu ritie s  a re  c la ss ifie d  u n d e r e le c tio n  “ b ”  o f 

section  2011.46, can the  c la ss ifica tio n s  o f those se cu ritie s  
change in  th e  fu tu re  ?

A — G e n e ra lly , th e  c la s s ific a tio n  o f a s e c u rity  does n o t 
change a fte r  e ith e r e le c tio n  is  m ade. H ow ever, co n ve rtib le  
se cu ritie s  issued be fo re  June  1, 1969 w o u ld  change fro m
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o th e r p o te n tia lly  d ilu tiv e  s e c u rity  s ta tu s  to  com m on stock  
e q u iva le n t s ta tu s  i f  a n o th e r c o n v e rtib le  s e c u rity  is  issued  
w ith  th e  same te rm s w h ic h  is  a com m on s tock e q u iva le n t 
as specified  b y  the  second sentence o f section  2011.28. (See 
In te rp re ta tio n  30.) [.28, .46]

9 7 . No Change fo r Options and W arrants
.347
Q— W o u ld  o u ts ta n d in g  o p tio n s  o r w a rra n ts  issued  

p r io r  to  June  1, 1969 c la ss ifie d  as n o n -re s id u a l se cu ritie s  
u n d e r e le c tio n  “ b ”  o f section  2011.46 become com m on stock  
e q u iva le n ts  un d e r the  second sentence o f sec tion  2011.28 i f  
a n o th e r o p tio n  o r w a rra n t w ere issued w ith  th e  same te rm s  
a fte r M a y  31 ,1969?

A — N o, such a change o f c la s s ific a tio n  a p p lie s  o n ly  to  
co n v e rtib le  se cu ritie s . A lth o u g h  th is  creates a d iffe re n ce  
o f tre a tm e n t betw een c o n v e rtib le  se cu ritie s  and o p tio n s  and  
w a rra n ts , the  B o a rd  w as e x p lic it in  n a m in g  o n ly  con
v e rtib le  se cu ritie s . [.28]

.348 Because w a rra n ts  a re  o fte n  tra d e d , id e n tific a tio n  
o f a w a rra n t be in g  exercised  as h a v in g  been issued “ be
fo re ”  o r “ a fte r ”  m ay be im poss ib le . W hen  an  exercised  
w a rra n t canno t d e fin ite ly  be id e n tifie d  as h a v in g  been 
issued a fte r  M a y  31, 1969, exercise  is  assum ed on a F IF O  
basis. T h a t is , th e  f ir s t  w a rra n ts  issued are assum ed to  be 
th e  f ir s t  exercised  w hen spec ific  id e n tific a tio n  is  im poss ib le .
T he  same tre a tm e n t a p p lie s  fo r  o p tio n s , excep t o p tio n s  
u s u a lly  a re  n o t tra n s fe ra b le  and  th e  spec ific  o p tio n  b e in g  
exercised  can u s u a lly  be id e n tifie d .

98. Prior Period Restatement Recommended
.349
Q— M u s t e a rn ings p e r share re p o rte d  u n d e r the  p ro 

v is io n s  o f A P B  O p in io n  N o. 9 be re s ta te d  u n d e r th e  p ro 
v is io n s  o f section  2011?

A — W hen  e le c tio n  “ b ”  o f section  2011.46 is  m ade, sec
tio n  2011 recom m ends th a t ea rn in g s  p e r share am ounts p re 
v io u s ly  re p o rte d  u n d e r A P B  O p in io n  N o. 9 be re s ta te d  so 
th e  p re v io u s ly  o u ts ta n d in g  se cu ritie s  co n fo rm  to  the  c la s s ifi
ca tions  de te rm in e d  u n d e r e le c tio n  “ b ”  w hen such am ounts  
are  re p o rte d  in  co m p a ra tive  incom e sta tem ents and  elec
tio n  “ b ”  app lies  to  a t le a s t one p e rio d  in  th e  s ta tem ent.
T o  th e  e x te n t th a t th e  O p in io n s  d iffe r , fo llo w in g  th is  recom -

AC § U 2011.349A IC P A  Professional Standards



12,858 Accounting Interpretations

m en d a tio n  w ill have th e  e ffe c t o f re tro a c tiv e ly  re s ta tin g  
p re v io u s ly  re p o rte d  e a rn in g s  p e r share  am ounts. [.4 5 ]

.350 I f  e le c tio n  “ a ”  o f sec tio n  2011.46 is  m ade, sec
tio n  2011 m u st be a p p lie d  fo r  a ll p e rio d s  presented . [.4 6]

.351 I f  e le c tio n  “ b ”  o f sec tion  2011.46 is  m ade, some 
com panies m ig h t p re fe r n o t to  re s ta te  p re v io u s ly  re p o rte d  
e a rn ings p e r share  am ounts and such re s ta te m e n t is  n o t 
re q u ire d  b y  section  2011. T h e re  m a y be cases, how ever, 
w here  the  co rp o ra tio n  o r its  a u d ito r m ay be lieve  th a t d is 
c losu re  o f the  re s ta te d  e a rn in g s  p e r share  d a ta  is  p a rtic u 
la r ly  a p p ro p ria te .

99. Is Prior Period Restatement Permitted?
.352
Q— M a y p r io r  p e rio d  e a rn in g s  p e r share am ounts be 

re tro a c tiv e ly  re s ta te d  o th e r th a n  w hen  re s ta te m e n t is  
re q u ire d , fo r  exam ple , fo r  changes in  th e  num b e r o f shares 
com puted  u n d e r th e  tre a s u ry  s tock  m e thod  o r w hen  a con
v e rtib le  s e c u rity  b e in g  issued is  de te rm in e d  to  be a com m on  
s to ck  e q u iv a le n t and  causes o u ts ta n d in g  c o n v e rtib le  secu
r it ie s  w ith  the  same te rm s w h ic h  w ere  n o t com m on s tock  
e q u iva le n ts  a t issuance to  a lso  becom e com m on s to ck  
equ iva le n ts?

A — N o, p re v io u s ly  re p o rte d  ea rn in g s  p e r share am ounts  
g e n e ra lly  a re  re tro a c tiv e ly  re s ta te d  o n ly  w hen re s ta te 
m e n t is  re q u ire d  (see P a rt I ,  p a ra g ra p h s  .039-.041). E a rn 
in g s  p e r share  d a ta  a re  n o t re s ta te d  because o f changes in  
th e  num ber o f shares com puted  u n d e r th e  tre a s u ry  s tock  
m ethod. N o r sh ou ld  p r im a ry  e a rn in g s  p e r share  d a ta  be 
re s ta te d  w hen a  c o n v e rtib le  s e c u rity ’s c la s s ific a tio n  changes 
because o f the  subsequent issuance o f a n o th e r c o n v e rtib le  
s e c u rity  w ith  th e  same te rm s. [.28, .36]

DISCLOSURE
100. Required Disclosure

.353
Q— W h a t in fo rm a tio n  re la te d  to  e a rn in g s  p e r share  is  

re q u ire d  to  be d isclosed in  a d d itio n  to  e a rn in g s  p e r share  
data?

A — S ection  2011 re q u ire s  d isc lo su re  o f the  fo llo w in g  
in fo rm a tio n :

1. R esta tem en t fo r  a p r io r  p e rio d  a d ju s tm e n t.
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2. D iv id e n d  pre ferences.
3. L iq u id a tio n  pre fe rences.
4. P a rtic ip a tio n  r ig h ts .
5. C a ll p rice s  and dates.
6. C onvers ion  ra te s  and  dates.
7. E xe rc ise  p ric e s  and dates.
8. Sin k in g  fu n d  re q u ire m e n ts .
9. U n u su a l v o tin g  r ig h ts .

10. Bases upon  w h ic h  p r im a ry  and fu lly  d ilu te d  e a rn 
in g s  p e r share  w ere ca lcu la te d . (The  com p u ta tio n s  
w o u ld  n o t, how ever, appea r upon  th e  face o f th e  
incom e s ta tem en t.)

11. Issues w h ic h  a re  com m on s tock e q u iva le n ts .
12. Issues w h ic h  a re  p o te n tia lly  d ilu tiv e  se cu ritie s .
13. A ssu m p tio n s  and a d ju s tm e n ts  m ade fo r  e a rn ings  

p e r share  d a ta .
14. S hares issued u pon  conve rs ion , exercise , and  con

d itio n s  m et fo r  c o n tin g e n t issuances.
15. R e c a p ita liz a tio n  o c c u rrin g  d u rin g  th e  p e rio d  o r 

b e fo re  the  sta tem en ts  a re  issued.
16. S tock  d iv id e n d s , s tock s p lits  o r reve rse  s p lits  

o c c u rrin g  a fte r  th e  close o f th e  p e rio d  be fo re  the  
sta tem en ts  are  issued.

17. C la im s o f se n io r se cu ritie s  e n te rin g  e a rn in g s  p e r 
share com pu ta tio n s .

18. D iv id e n d s  d e c la red  b y  th e  c o n s titu e n ts  in  a p o o lin g .
19. B a s is  o f p re se n ta tio n  o f d iv id e n d s  in  a p o o lin g  on  

o th e r th a n  a h is to r ic a l basis.
20. P e r share and a g g rega te  am oun t o f cu m u la tiv e  

p re fe rre d  d iv id e n d s  in  a rre a rs .
[.18, .19, .20, .21, .23, 2011A .03, 2011A.05, 2011A.05 fn . 2, 
2011A.25 ]

101. Supplementary Data

.354
Q— W hen  m u s t su p p le m e n ta ry  ea rn in g s  p e r share  d a ta  

be fu rn is h e d  ?

A — S u p p le m e n ta ry  e a rn in g s  p e r share  d a ta  m u s t be 
fu rn is h e d  fo r  th e  la te s t p e rio d  w hen  com m on s tock  is  issued  
on con ve rs io n  d u rin g  th e  p e rio d  o r a fte r  th e  close o f the
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p e rio d  be fo re  the  re p o rt is  issued i f  p r im a ry  e a rn in g s  p e r 
share w o u ld  have  increased o r decreased a t le a s t 3%  i f  
th e  issuance had o ccu rred  a t the  b e g in n in g  o f th e  p e rio d . 
I t  m ay a lso  be d e s ira b le  to  fu rn is h  su p p le m e n ta ry  e a rn ings  
p e r share d a ta  fo r  each p e rio d  p resen ted  g iv in g  the  cum u
la tiv e  re tro a c tiv e  e ffe c t o f a ll such issuances, b u t p r im a ry  
e a rn in g s  p e r share as re p o rte d  in  those p e rio d s  shou ld  n o t 
be re tro a c tiv e ly  a d ju s te d . [.22, .14 fn . 4 ]

.355 S u p p le m e n ta ry  ea rn in g s  p e r share  d a ta  gen
e ra lly  w o u ld  a lso  be fu rn is h e d  w heneve r com m on s tock  
o r com m on stock  e q u iva le n ts  have been so ld  fo r  cash and  
th e  proceeds have been o r a re  to  be used to  re tire  p re fe rre d  
s tock  o r deb t. The su p p le m e n ta ry  d a ta  w o u ld  be fu rn is h e d  
even th o u g h  the  sale o ccu rre d  s h o rtly  a fte r  th e  close o f the  
p e rio d  b u t be fo re  co m p le tio n  o f th e  fin a n c ia l re p o rt. [.23]

.356 W hen  th e  issuance o f a co n v e rtib le  s e c u rity  c las
s ifie d  as a com m on stock  e q u iv a le n t causes o u ts ta n d in g  
co n v e rtib le  se cu ritie s  w ith  the  same te rm s c la ss ifie d  as 
o th e r p o te n tia lly  d ilu tiv e  se cu ritie s  to  be re c la ss ifie d  as 
com m on stock e q u iva le n ts , su p p le m e n ta ry  e a rn in g s  p e r 
share d a ta  m ay be u se fu l to  e x p la in  th e  change in  c la s s ifi
ca tio n . The su p p le m e n ta ry  d a ta  w o u ld  show  w h a t p re v i
o u s ly  re p o rte d  p r im a ry  ea rn in g s  p e r share  w o u ld  have been 
i f  the  co n ve rtib le  se cu ritie s  h a d  been c la ss ifie d  as com m on  
stock  e q u iva le n ts  since issuance and th u s  re c o n s tru c t the  
p rim a ry  e a rn in g s  tre n d . P re v io u s ly  re p o rte d  p r im a ry  ea rn 
in g s  p e r share w o u ld  n o t be re tro a c tiv e ly  re s ta te d  fo r  p r io r  
p e rio d s  in  a  co m p a ra tive  incom e s ta te m e n t because o f such  
a change in  c la ss ifica tio n . [.22, .28]
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.357
EXHIBIT 1

U. S. BANK PRIME INTEREST RATES 
(Source: Federal Reserve Bulle tin )

Prime 66 2/3% of
Effective Date Rate (%) Prime Rate (%)

1954 January 1 ................ ........ 3.25 2.17
March 17 ................ ........ 3.00 2.00

1955 August 4 ........................... 3.25 2.17
October 1 4 .............. ........ 3.50 2.33

1956 April 13 .................... ........ 3.75 2.50
August 21 ................ ........ 4.00 2.67

1957 August 6 ........................... 4.50 3.00
1958 January 22 ....................... 4.00 2.67

April 21 .................... ........ 3.50 2.33
September 11 .......... ........ 4.00 2.67

1959 May 18 .................... .......... 4.50 3.00
September 1 ..................... 5.00 3.33

1960 August 23 .............. ........ 4.50 3.00
1965 December 6 ............ ........ 5.00 3.33
1966 March 10.................. ........  5.50 3.67

June 29 ............................. 5.75 3.83
August 1 6 ................ ........ 6.00 4.00

1967 January 26-27 ........ ........ 5.75(1) 3.83
March 27 .................. ........ 5.50 3.67
November 2 0 .......... ........ 6.00 4.00

1968 April 19 ............................. 6.50 4.33
September 25 .......... ........ 6.25(2) 4.17
November 13 .......... ........ 6.25 4.17
December 2 ............ ........ 6.50 4.33
December 18 .......... ........ 6.75 4.50

1969 January 7 ................ ........ 7.00 4.67
March 17........................... 7.50 5.00
June 9 ...................... ........ 8.50 5.67

1970 February 25 ............ ........ 8.50(3) 5.67
March 25-26 ............ ........ 8.00(4) 5.33

Notes:
(1) 5.75% predominant rate with 5.50% in effect at some banks.
(2) 6.25% predominant rate with 6% in effect at some banks.
(3) 8.50% predominant rate. Starting on February 25, 1970, however, 

and on several days thereafter, several small banks reduced their 
prime rates to 8%. At least one bank announced a 7½ % prime rate. 
(See Interpretation 38.)

(4) Many major banks reduced their prime rates to 8% on March 25 and 
others followed on March 26. The 8% rate was the predominant rate 
in effect the date this table was prepared (May 6, 1970).
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EXHIBIT 2
EXAMPLES OF COMPUTING AVERAGE MARKET PRICES

An average market price may be computed various 
ways in applying the treasury stock method for options and 
warrants. (See Interpretations 53 and 54.) In first apply
ing the treasury stock method, the computation depends 
upon the stability of the market price of the common stock.

In the following example, an average market price has 
been computed eight different ways for one quarter. First, 
the computation is based upon weekly prices. The weekly 
prices are then averaged to determine a monthly average, 
which is then averaged to determine a quarterly average. 
(Although not illustrated, a quarterly average could also 
be computed by adding weekly prices and dividing by 13, 
thereby eliminating the computation of a monthly aver
age.) In the second example, the computation is based 
upon monthly prices.

The “ High-Low” computation is based upon an aver
age of the high and low prices for the week or month. In 
the weighted averages, the market prices are weighted by 
the number of shares involved in the transactions.

Assume the following market transactions for a cor
poration’s common stock during a three-month period:

.358

Week High Low Close Shares Traded
1....................  21 19 20 300
2 ....................  24 20 23 700
3 ....................  24 22 22 500
4 ....................  23 21 21 500

5 ............ .......  26 22 23 1,000
6 ............ .......  27 23 26 1,200
7............ .......  29 27 28 1,500
8............ .......  31 29 31 2,000

9 ............
10............

.......  28 26 26 2,500

.......  26 22 23 1,500
11............ .......  24 22 22 1,000
12............ .......  22 20 21 800
13............ .......  20 20 20 500

AC § U 2011.358 ©  1974, American Institute of Certified Public Accountants, Inc.
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Computing quarterly average from  m onthly averages based 
on weekly prices:

Simple Averages Weighted Averages

Week High-Low Close Shares High-Low Close

1........... 20 20 300 6,000 6,000
2........... 22 23 700 15,400 16,100
3........... 23 22 500 11,500 11,000
4........... 22 21 500 11,000 10,500

Month 1 totals 87 86 2,000 43,900 43,600
Divide by 4 4 2,000 2,000

Month 1 averages 21.75 21.50 21.95 21.80

5........... 24 23 1,000 24,000 23,000
6........... 25 26 1,200 30,000 31,200
7........... 28 28 1,500 42,000 42,000
8........... 30 31 2,000 60,000 62,000

Month 2 totals 107 108 5,700 156,000 158,200
Divide by 4 4 5,700 5,700

Month 2 averages 26.75 27.00 27.37 27.75

9........... 27 26 2,500 67,500 65,000
10........... 24 23 1,500 36,000 34,500
11........... 23 22 1,000 23,000 22,000
12........... 21 21 800 16,800 16,800
13........... 20 20 500 10,000 10,000

Month 3 totals 115 112 6,300 153,300 148,300
Divide by 5 5 6,300 6,300

Month 3 averages 23.00 22.40 24.33 23.54

Three month total 71.50 70.90 73.65 73.09
Divide by 3 3 3 3

Three month
average 23.83 23.63 24.55 24.36
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C o m p u tin g  q u a rter ly  averages fr o m  m o n th ly  p r ic e s :

Simple Averages
High-Low Close

Month 1 ............... .. 21.50 21.00
Month 2 ............... .. 26.50 31.00
Month 3 ............... .. 24.00 20.00
Quarterly total ..... .. 72.00 72.00
Divided by ........... .. 3 3
Quarterly average ... 24.00 24.00

Weighted Averages
Shares High-Low Close
2,000 43,000 42,000
5,700 151,050 176,700
6,300 151,200 126,000

14,000 345,250 344,700
14,000 14,000
24.66 24.62

Assum ing an exercise price of $20  for options or warrants to  

purchase 10 ,000  shares, the above average market prices would  

produce the following incremental shares:

Simple Averages Weighted Averages
High-Low Close High-Low Close

Weekly prices ........... 1,607 1,536 1,853 1,790
Monthly prices ........... 1,667 1,667 1,890 1,877

Note: Computed

AC § U 2011.358 ©  1974, American Institute of Certified Public Accountants, Inc.
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EXHIBIT 3
APPLICATION OF THE TREASURY STOCK METHOD 

FOR OPTIONS AND WARRANTS
.359 Assume 100,000 common shares are outstanding 

and 10,000 warrants are outstanding which are exercisable 
at $20 per share to obtain 10,000 common shares. Assume 
also the following market prices for common stock during 
a three-year period:

Market Prices Per Share of Common Stock
Year 1 Year 2 Year 3

Quarter Average Ending Average Ending Average Ending
1........ . $18* $22 $24 $25 $20 $18
2........ . 20* 21 22 21 18 22
3........ . 22 19 20 19 24 21
4......... . 24 23 18 17 22 25

* Assume market prices had been more than $20 for substantially all of a 
previous quarter.

Computation o f Number o f Incremental Shares by Quarters

Primary Earnings Per Share(1)

Quarter
1...
2......

Year 1 Year 2 
1,667 

909

Year 3

3...... ............ 909 —0— 1,667
4...... ............ 1,667 —0— 909

Fully Diluted Earnings Per Share

Quarter Year 1 Year 2 Year 3
1...... ............ 909(2) 2,000(2) —0—
2..... ............ 476(2) 909(1) 909(2)
3..... ............ 909(1) —0— 1,667(1)
4..... ............ 1,667(1) —0— 2,000(2)

(1) Based on average market price
(2) Based on ending market price

Note:  Market Price-Exercise Price   x  10,000 =  incremental Shares
Computed  Market Price  
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Number of Incremental Shares Included in Year-to-Date 
Weighted Average

Primary Earnings Per Share(1)
Year 1 Year 2

First quarter....... .... —0— 1.667
Six months......... .... —0— 1,288
Nine months....... 303 859
Year ................... 644 644

Year 3

556
644

Fully Diluted Earnings Per Share

Year 1 Year 2 Year 3
First quarter............. 909(1) 2,000(1) —0—(1)
Six months ............. 693(1) 1,455(1) 909(2)
Nine months .... ....... 765(1) 970(1) 859(1)
Year ......................... 1,304(2) 727(1) 2,000(2)

(1) Computed by adding incremental shares of each quarter included and dividing by number of quarters included in the year-to-date.(2) Incremental shares for all quarters included based on ending market price.
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EXHIBIT 4
DAYS BETWEEN TWO DATES

.360 The table on page 12,869 is useful in  computing a 
weighted average of shares outstanding when the number 
of shares outstanding changes frequently during the year. 
The table includes numbered days fo r two years; one day 
must be added after February 28 during leap year. Cor
porations reporting on a calendar year basis should use 
the first 366 numbers; all other corporations should use 
both tables.

Since the number of days between two dates is deter
mined by subtraction, the number used fo r the last day of 
the year is the first day of the following year. That is, a 
corporation reporting on a calendar year having a stock 
transaction on June 20 should weight the shares outstanding 
before the transaction by 170 (determined 171 — 1 =  170) 
and the shares outstanding after the transaction by 195 
(determined 366 — 171 =  195). The 170 days before plus 
the 195 days after then equal 365 days. For leap year, cor
responding computations would be 172 — 1 =  171 and 
367 — 172 =  195, so 171 +  195 =  366.

An example of how to use the table follows. Assume 
a corporation reports on a fiscal year ending June 30. A t 
Ju ly  1, 1969 the corporation had 100,000 shares of common 
stock outstanding. On August 25, 1969 the corporation dis
tributed a 5% stock dividend to its  shareholders. On Sep
tember 18, 1969 the corporation purchased 525 shares of its  
stock. On A p ril 8 , 1970 the corporation issued 10,000 shares 
of its  stock fo r cash. On May 21, 1970 the corporation split 
its  stock 2-for-l.

The days to be used fo r weighting are:
Number fo r Number fo r
Transaction Beginning Days fo r

Transaction Day Day Day W eighting

September 18, 1969 . . . . .......... 261 182 79
April 8, 1 9 7 0 .................... ..........  463 261 202
End o f y e a r......................... ..........  547 463 84

Total d a y s ............... 365

The August 25, 1969 stock dividend and the May 21,
1970 stock split are reflected retroactively in  the weighted 
average of shares outstanding as computed below:

AC §  U 2011.360A IC P A  Professional Standards
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T A B L E  O F  D A YS B ET W EEN  TW O D A TES

Day in Month
January
February
March
April

May
June

July
August
September
October
November

December

Day in Month366 397 
425 456 486 517 547 578 609 639 670 700

367 398 
426 457 487 518 548 579 610 640 671 701

368 399 
427 458 488 519 549 580 611 641 672 702

369 400 
428 459 489 520 550 581 612 642 673 703

370 401 
429 460 490 521 551 582 613 643 674 704

371 402 
430 461 491 522 552 583 614 644 675 705

372 403 
431 462 492 523 553 584 615 645 676 706

373 4o4 
432 463 493 524 554 585 616 646 677 707

374 405 
433 464 494 525 555 586 617 647 678 708

375 406 
434 465 495 526 556 587 618 648 679 709

376 407 
435 466 496 527 557 588 619 649 680 710

377 408 
436 467 497 528 558 589 620 650 681 711

378 409 
437 468 498 529 559 590 621 651 682 712

379 410 
438 469 499 530 560 591 622 652 683 713

380 411 
439 470 500 531 561 592 623 653 684 714

381 412 
440 471 501 532 562 593 624 654 685 715

382 413 
441 472 502 533 563 594 625 655 686 716

383 414 
442 473 503 534 564 595 626 656 687 717

384 415 
443 474 504 535 565 596 627 657 688 718

385 416 
444 475 505 536 566 597 628 658 689 719

386 417 
445 476 506 537 567 598 629 659 690 720

387 418 
446 477 507 538 568 599 630 660 691 721

388 419 
447 478 508 539 569 600 631 661 692 722

389 420 
448 479 509 540 570 601 632 662 693 723

390 421 
449 480 510 541 571 602 633 663 694 724

391 422 
450 481 511 542 572 603 634 664 695 725

392 423 
451 482 512 543 573 6o4 635 665 696 726

393 424 
452 483 513 544 574 605 636 666 697 727

394 ... 
453 484 514 545 575 606 637 667 698 728

395 
... 

454 485 515 546 576 607 638 668 699 729
396 ... 

455 ... 516 
... 577 608 

... 669 
... 730

January

February

March
April

May
June

July

August

September

October

November

December

12345678 91011121314151617181920 
21 
22232425262728293031 Day in Month
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12345678 91011121314 
.15 
1617181920 
21 

22232425262728293031

1 32 
60 91 121 152 182 213 244 274 305 335

2 33 
61 92 122 153 183 214 245 275 306 336

3 34 
62 93 123 154 

184 215 246 276 307 337
4 35 

63 94 124 155 185 216 247 277 308 338
5 36 

64 95 125 156 186 217 248 278 309 339
6 37 

65 96 126 157 
187 218 249 279 310 340

7 38 
66 97 127 158 188 219 250 280 311 341

8 39 
67 98 128 159 189 220 251 281 312 342

9 4o 
68 99 129 160 190 221 252 282 313 343

10 41 
69 100 130 161 

191 222 253 283 314 344
11 42 

70 101 131 162 
.192 223 254 284 315 345

12 43 
71 102 132 163 193 224 255 285 316 346

13 44 
72 103 133 164 

194 225 256 286 317 347
14 45 

73 104 134 165 
195 226 257 287 318  348

15 46 
74 105 135 166 196 227 258 288 319 349

16 47 
75 106 136 167 

197 228 259 289 320 350
17 48 

76 107 137 168 198 229 260 290 321 351
18 49 

77 108 138 169 
199 230 261 291 322 352

19 50 
78 109 139 170 200 231 262 292 323 353

20 51 
79 110 140 171 201 232 263 293 324 354

21 52 
80 111 141 172 202 233 264 294 325 355

22 53 
81 112 142 173 

203 234 265 295 326 356
23 54 

82 113 143 174 
204 235 266 296 327 357

24 55 
83 114 144 175 

205 236 267 297 328 358
25 56 

84 115 145 176 206 237 268 298 329 359
26 57 

85 116 146 177 
207 238 269 299 330 360

27 58 
86 117 147 178 208 239 270 300 331 361

28 59 
87 118 148 179 

209 240 271 301 332 362
29 .. 

88 119 149 180 210 241 272 302 333 363
30 .. 

89 120 150 181 211 242 273 303 334 364
31 ... 

90 ...  151 ... 212 243 ... 304 
... 365

12345678 9101112131415161718192021 
22232425262728293031



12,870 Accounting In terpreta tions

102. Two-Class M ethod fo r  W arran ts  Issued by  REITs

.361 Question—The capitalization of a real estate in 
vestment trust (R E IT ) includes shares of beneficial inter
est (common stock) and an equal number of warrants. This 
R E IT  is not subject to federal income tax w ith respect to 
the income i t  distributes to its shareholders because i t  dis
tributes at least 90 percent of its annual taxable income (as 
defined by the Internal Revenue Code) and elects not to be 
taxed on the income distributed. How should this entity 
treat warrants in computing earnings per share under sec
tion 2011?

.362 Interpretation—The “ two-class”  method of com
puting primary earnings per share should be used by any 
R E IT  which elects under the In ternal Revenue Code not to 
be subject to tax on income distributed and which pays 
dividends equal to 90 percent or more of its taxable income. 
Under th is method, dividends are deducted from net in 
come and the remaining amount (the undistributed earn
ings) is allocated to the total of common shares and com
mon share equivalents w ith  use of warrant proceeds applied 
as described in paragraph .36 or .38. Per share distributions 
to common shareholders (total dividends divided by the 
weighted average of common shares outstanding) are add
ed to this per share amount to determine prim ary earnings 
per share.

.363 For example, the R E IT  described in  the question 
above should compute prim ary earnings per share under 
the “  two-class’’ method in  conjunction w ith  section 
2011.38. Assume that this R E IT  has a net income of 
$1,000,000 and distributes $900,000 in  dividends on 1,000,000 
common shares outstanding. Warrants exercisable at $5 
per share fo r 1,000,000 common shares are also outstanding. 
Assuming a market price of $23 per share fo r common and 
a 3 percent interest rate fo r debt and/or investments in 
commercial paper or U.S. government securities, prim ary 
earnings per share would be determined applying the two- 
class method and paragraph .38 as follows:
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Net income ........................................................................ $1 ,000,000
Less dividends ................................................................... 900,000

C o m p u tin g  E a rn in g s  p e r S hare 1 2 ,871

Undistributed e a rn in g s ..........................................  $ 100,000
Proceeds from the exercise o f w ar

rants: 1,000,000 X  $ 5 .................  $5 ,000,000
Purchase o f treasury stock under para

graph .38-a
200,000 shares X  $ 2 3 ..........  4 ,600,000

Balance to retire debt under para
graph .3 8 - b ........................................ 400,000

Interest rate on debt r e t ir e d ............  .03

Interest adjustment ...............................................  12,000

Adjusted undistributed earn ings...........................  $ 112,000

Common shares o u ts ta n d in g ..........................................  1,000,000
Common shares assumed issued fo r

warrants ............................................  1 ,000,000
Less treasury stock purchased............  200,000

Incremental shares fo r  warrants ................................  800,000

Common and common equivalent shares. . . . 1,800,000

Primary earnings per share:
Distributed earnings ($900,000 ÷  1,000,000) $ .90
Undistributed earnings ($112,000 ÷  1,800,000) .06

Total earnings per common and common
equivalent share .....................................  $ .96

.364 I f  the per share amount computed above had ex
ceeded earnings per outstanding common share of $1.00 
(computed: $1,000,000 ÷ 1,000,000 shares), the result would 
be anti-dilutive and primary earnings per share would be 
reported as $1.00 in accordance w ith  paragraph .30.

.365 The two-class method should not be used by a 
R E IT  in  computing fu lly  diluted earnings per share in  
order to reflect maximum potential dilution. Therefore, 
fu lly  diluted earnings per share computed for the above 
example would be $.56 (computed: $1,012,000 ÷  1,800,000 
shares) applying only paragraph .38.

.366 Although dividends declared after the close of 
the taxable year may be included in meeting the 90 percent
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requirement for federal income tax purposes, only d iv id
ends paid or declared during the period for which the com
putation is being made should be considered in  applying 
the two-class method. However, a dividend declaration (or 
official company policy in lieu of actual declaration) before 
the close of the period stated as a percentage of taxable 
earnings (the amount to be determined after the close of 
the period) w ill be considered as being declared during the 
period i f  the dividend is paid by the date the financial 
statements are issued.

[Issue Date: September, 1971.]

  T h e  n e x t  page is  12,951.  
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Reporting The Results of Operations: 

Accounting Interpretation of 

Section 2012
1. Illustration o f the Application o f Section 2012

.001 Question—As stated in  section 2012.19, judgment 
is required to segregate in  the income statement the effects 
of events or transactions that are extraordinary items. W hat 
factors must be considered in determining whether the ef
fects of a particular event or transaction are extraordinary 
items or should otherwise be set fo rth  in  the income state
ment, and how are these factors applied in practice?

.002 Interpretation—The firs t question which gener
a lly should be considered in  determining the appropriate 
classification of profit or loss items which appear to be 
unusual, infrequently occurring or extraordinary is:

Does the event or transaction involve the sale, abandon
ment or other manner of disposal of a segment of a 
business as defined in section 2012.13?

.003 Discussion—As explained in  section 2012.08, re
sults of discontinued operations of a segment of a business 
and any gain or loss from disposal of the segment should 
be reported separately in  the income statement, but should 
not be designated as extraordinary items. The term ‘ ‘ seg
ment of a business”  is defined in  section 2012.13 as a com
ponent of an entity whose activities represent a separate 
major line of business or class of customer. Section 2012 
further provides guidelines fo r the determination of a seg
ment of a business and distinguishes between the disposal 
of a segment and the disposal of assets incident to the evolu
tion of an entity’s business. The following are illustrative 
of disposals which should be classified as disposals of a 
segment of a business:

(1) A  sale by a diversified company of a major 
division which represents the company’s only activities 
in  the electronics industry. The assets and results of

AC Section U2012
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operations of the division are clearly segregated for 
internal financial reporting purposes from the other 
assets and results of operations of the company.

(2) A  sale by a meat packing company of a 25% 
interest in  a professional football team which has been 
accounted fo r under the equity method. A ll other ac
tiv ities of the company are in  the meat packing 
business.

(3) A  sale by a communications company of a ll its 
radio stations which represent 30% of gross revenues.
The company’s remaining activities are three television 
stations and a publishing company. The assets and 
results of operations of the radio stations are clearly 
distinguishable physically, operationally and for finan
cial reporting purposes.

(4) A  food d istributor disposes of one of its two 
divisions. One division sells food wholesale prim arily  
to supermarket chains and the other division sells food 
through its chain of fast food restaurants, some of 
which are franchised and some of which are company- 
owned. Both divisions are in the business of distribu
tion of food. However, the nature of selling food 
through fast food outlets is vastly different than that 
of wholesaling food to supermarket chains. Thus by 
having two major classes of customers, the company 
has two segments of its business.

.004 Certain disposals would not constitute disposals 
of a segment of a business because they do not meet the 
criteria specified in section 2012. For example, the follow
ing disposals should not be classified as disposals of a seg
ment of a business:

(5) The sale of a major foreign subsidiary engaged 
in  silver mining by a m ining company which represents 
a ll of the company’s activities in  that particular 
country. Even though the subsidiary being sold may 
account for a significant percentage of gross revenue of 
the consolidated group and all of its  revenues in  the 
particular country, the fact that the company continues 
to engage in silver mining activities in other countries 
would indicate that there was a sale of a part of a line 
of business.
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(6 ) The sal© b y  a p e tro ch e m ica l com pany o f a  25%  

in te re s t in  a p e tro ch e m ica l p la n t w h ich  is  accounted  
fo r  as an in ve s tm e n t in  a co rp o ra te  jo in t  v e n tu re  u n d e r 
th e  e q u ity  m ethod. S ince th e  re m a in in g  a c tiv itie s  o f 
th e  com pany a re  in  th e  sam e lin e  o f business as th e  
25%  in te re s t w h ich  has been so ld , th e re  has n o t been a 
sale o f a m a jo r lin e  o f business b u t ra th e r a  sale o f p a rt 
o f a lin e  o f business.

(7 ) A  m a n u fa c tu re r o f c h ild re n ’s w ea r d iscon 
tin u e s  a ll o f its  o p e ra tio n s  in  I ta ly  w h ic h  w ere  com 
posed o f d e s ig n in g  and s e llin g  c h ild re n ’s w ea r fo r  the  
I ta lia n  m a rke t. In  the  c o n te x t o f d e te rm in in g  a  seg
m e n t o f a business b y  class o f custom er, the  n a tio n a lity  
o f custom ers o r s lig h t v a ria tio n s  in  p ro d u c t lin e s  in  
o rd e r to  appea l to  p a r tic u la r  g ro u p s  a re  n o t d e te rm in 
in g  fa c to rs .

(8 ) A  d iv e rs ifie d  com pany se lls  a s u b s id ia ry  w h ic h  
m a n u fa c tu re s  fu rn itu re . T he  com pany has re ta in e d  its  
o th e r fu rn itu re  m a n u fa c tu rin g  s u b s id ia ry . T he  d is 
p osa l o f th e  s u b s id ia ry , th e re fo re , is  n o t a  d isp o sa l o f a 
segm ent o f th e  business b u t ra th e r a d isposa l o f p a r t o f 
a lin e  o f business. A s  d iscussed in  sec tion  2012.13, such  
d isposa ls  a re  in c id e n t to  th e  e v o lu tio n  o f th e  e n tity ’s 
business.

(9 ) T h e  sale o f a ll th e  assets ( in c lu d in g  th e  p la n t)  
re la te d  to  th e  m a n u fa c tu re  o f m en’s w oo len  s u its  b y  an  
a p p a re l m a n u fa c tu re r in  o rd e r to  co ncen tra te  a c tiv itie s  
in  th e  m a n u fa c tu re  o f m en’s s u its  fro m  s y n th e tic  p ro d 
ucts . T h is  w o u ld  re p re se n t a  d isp o sa l o f a p ro d u c t lin e  
as d is tin g u is h e d  fro m  th e  d isp o sa l o f a  m a jo r lin e  o f 
business.

.005 I f  i t  has been d e te rm in e d  th a t th e  p a r tic u la r  even t 
o r tra n s a c tio n  is  n o t a d isp o sa l o f a segm ent o f a  business, 
th e n  th e  c r ite r ia  fo r  e x tra o rd in a ry  ite m s  c la s s ific a tio n  
sh ou ld  be considered . T h a t is :

D oes th e  e ven t o r tra n s a c tio n  m eet b o th  c r ite r ia  o f 
unusual nature  and infrequency o f occurrence?

.006 Discussion— S ection  2012.19-.22 discusses th e  c r i
te r ia  o f unusua l n a tu re  and in fre q u e n c y  o f occurrence o f 
events o r tra n sa c tio n s  ta k in g  in to  account th e  e n v iro n m e n t
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in  which the entity operates. Paragraph .23 specifies certain 
gains or losses which should not be reported as extraordi
nary unless they are the direct result of a major casualty, 
an expropriation, or a prohibition under a newly enacted 
law or regulation that clearly meets both criteria for extra
ordinary classification. Events or transactions which would 
meet both criteria  in the circumstances described are:

(10) A  large portion of a tobacco manufacturer’s 
crops are destroyed by a hail storm. Severe damage 
from hail storms in the locality where the manufacturer 
grows tobacco is rare.

(11) A  steel fabricating company sells the only 
land i t  owns. The land was acquired ten years ago fo r 
future expansion, but shortly thereafter the company 
abandoned all plans fo r expansion and held the land 
fo r appreciation.

(12) A  company sells a block of common stock of a 
publicly traded company. The block of shares, which 
represents less than 10% of the publicly-held company, 
is the only security investment the company has ever 
owned.

(13) An earthquake destroys one of the oil refin
eries owned by a large multi-national o il company.

.007 The following are illustra tive of events or trans
actions which do not meet both criteria  in  the circumstances 
described and thus should not be reported as extraordinary 
items:

(14) A  citrus grower’s F lorida crop is damaged by 
frost. Frost damage is normally experienced every 
three or four years. The criterion of infrequency of oc
currence taking into account the environment in  which 
the company operates would not be met since the history 
of losses caused by frost damage provides evidence that 
such damage may reasonably be expected to recur in 
the foreseeable future.

(15) A  company which operates a chain of ware
houses sells the excess land surrounding one of its ware
houses. When the company buys property to establish 
a new warehouse, i t  usually buys more land than i t  
expects to use for the warehouse w ith  the expectation
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that the land w ill appreciate in  value. In  the past five 
years, there have been two instances in  which the com
pany sold such excess land. The criterion of infre
quency of occurrence has not been met since past ex
perience indicates that such sales may reasonably be 
expected to recur in  the foreseeable future.

(16) A  large diversified company sells a block of 
shares from its portfolio of securities which i t  has ac
quired fo r investment purposes. This is the firs t sale 
from its portfo lio of securities. Since the company 
owns several securities fo r investment purposes, i t  
should be concluded that sales of such securities are 
related to its  ordinary and typical activities in  the en
vironment in  which i t  operates and thus the criterion 
of unusual nature would not be met.

(17) A  textile manufacturer w ith  only one plant 
moves to another location. I t  has not relocated a plant 
in  twenty years and has no plans to do so in the fore
seeable future. Notwithstanding the infrequency of 
occurrence of the event as i t  relates to this particular 
company, moving from one location to another is an 
occurrence which is a consequence of customary and 
continuing business activities, some of which are find
ing more favorable labor markets, more modern fac ili
ties, and proxim ity to customers or suppliers. There
fore, the criterion of unusual nature has not been met 
and the moving expenses (and related gains and losses) 
should not be reported as an extraordinary item. An
other example of an event which is a consequence of 
customary and typical business activities (namely fi
nancing) is an unsuccessful public registration, the cost 
of which should not be reported as an extraordinary 
item. (For additional examples, see section 2012.23.)

.008 Disposals of part of a line of business, such as 
examples 5-9 of this Interpretation, should not be classified 
as extraordinary items. As discussed in  section 2012.13, 
such disposals are incident to the evolution of the entity ’s 
business and therefore the criterion of unusual nature would 
not be met.

.009 Question—Section 2012.27 states that events and 
transactions that were reported as extraordinary items in

A IC P A  Professional Standards AC §  U 2012.009



12,956 Accounting Interpretations

statements of income fo r fiscal years ending before October 
1, 1973 should not be restated except that a statement of 
income including operations of discontinued segments of a 
business that meet the paragraph .13 criteria  may be re
classified in comparative statements to conform w ith the 
provisions of paragraphs .08 and .09 of section 2012. I f  
a gain or loss on such a disposal in a p rio r year had been 
classified as an extraordinary item but was not computed 
in the manner specified in section 2012.15-.17, may the p rio r 
year income statements be reclassified and the gain or loss 
adjusted to comply w ith the provisions of section 2012?

.010 In te r-re la tion—Section 2012 specifically uses the 
term “ reclassified”  in  paragraph .27 and makes direct refer
ence to paragraphs .08 and .09 which describe the manner 
of reporting disposals of a segment of a business as defined 
in  paragraph .13. W hile such reclassification is optional 
under section 2012, there should not be a redetermination 
(restatement) of net income using the measurement prin 
ciples specified in  paragraphs .15-.17. Since Opinions of 
the Board are not intended to be retroactive unless other
wise stated, the method of computing of the gain or loss on 
disposals of a segment should not be retroactively applied 
i f  i t  results in a change in net income of a p rio r year.

.011 Question—Events or transactions which are not 
disposals of a segment of a business and are not extraordi
nary items may nevertheless be required to be reported as 
a separate component of income from continuing operations 
under the provisions of section 2012.26. I f  a company sells 
a portion of a line of business which does not meet the defi
n ition of a segment of a business as defined in  section 
2012.13, should the gain or loss be calculated using the 
measurement principles fo r determination of gain or loss on 
disposal of a segment of a business as prescribed in  section 
2012.15-.17 and how should the financial effects of such sale 
be reported?

.012 Interpretation—The gain or loss on a sale of a 
portion of a line of business which is not a segment of a 
business as defined in  paragraph .13 should be calculated 
using the same measurement principles as i f  i t  were a seg
ment o f a business (section 2012.15-.17). Under the provi
sions of section 2012.26, the amount of such gain or loss
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should be reported as a separate component of income from 
continuing operations. However, the gain or loss should not 
be reported on the face of the income statement net of in 
come taxes or in any manner inconsistent w ith the provisions 
of paragraphs .08 and .11 of section 2012 which may imply 
that i t  is a disposal of a segment of the business. In  addi
tion, the earnings per share effect should not be disclosed on 
the face of the income statement. Revenues and related costs 
and expenses of the portion of the line of business p rio r to 
the measurement date should not be segregated on the face 
of the income statement but may be disclosed in the notes 
to the financial statements and such disclosure is encour
aged. In  addition, the notes to the financial statements 
should disclose, i f  known, those items specified in  section 
2012.18.

.013 The foregoing examples are illustrative. I t  
should be recognized that a ll attendant circumstances, which 
can vary from  those above, need to be considered in  making 
the judgments required by section 2012.

[Issue Date: November, 1973]

T h e  n e x t page is  12,971.
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Reporting Changes in 
Financial Position:
Accounting Interpretations of 
Section 2021
1. Number o f Funds Statements Required

.001 Question— Section 2021.07 states that when a 
balance sheet and an income statement are issued, a “ State
ment of Changes in Financial Position”  (funds statement) 
should be presented for each period fo r which an income 
statement is presented. I f  comparative income statements 
fo r the past five years and only a balance sheet fo r the 
end of the five-year period are presented, how many state
ments of changes in financial position must be presented?

.002 Interpretation  — Normally, five statements of 
changes in financial position would be required by section 
2021.07—one fo r each year fo r which an income statement 
is presented. However, the detail of net changes in each 
element of working capital is required to be presented only 
fo r the current year (see section 2021.12).

.003 I t  should also be noted that section 2021 is effec
tive fo r fiscal periods ending after September 30, 1971. 
Therefore, a statement of changes in financial position is 
not required fo r any period covered by an income statement 
ending before that date, although their presentation for 
earlier years is encouraged.

.004 For example, assume the financial statements 
described in the question included a balance sheet dated 
December 31, 1972 and income statements fo r the calendar 
years ending December 31, 1972, 1971, 1970, 1969, and 1968. 
Statements of changes in  financial position are required 
only fo r the calendar years ended December 31, 1972 and 
December 31, 1971.

[Issue Date: February, 1972.]
2. Funds Statement fo r Mutuals and Co-ops

.005 Question—Section 2021.07 requires all “ profit- 
oriented business entities”  to present a statement of changes 
in financial position when financial statements purporting 
to present both financial position and results of operations

AC Section U2021
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are issued. Are mutual companies and co-operative organi
zations considered “ profit-oriented business entities’ ’ fo r 
this purpose?

.006 Interpretation—Yes, fo r purposes of reporting 
under section 2021 mutual companies and co-operative 
organizations are considered to be “ profit oriented.”  These 
entities should therefore include a statement of changes in 
financial position when issuing both a balance sheet and an 
income statement.

[Issue Date: February, 1972.]
3. Funds Statements fo r Mutual Funds and

Real Estate Companies
.007 Question—Investment companies carrying their 

investments at “ value”  (e. g., mutual funds, many “ closed- 
end”  companies, “ variable annuity accounts”  of life  insur
ance companies and common trust funds) generally include 
a “ statement of changes in  net assets”  and real estate in 
vestment companies may include a “ statement of funds 
generated and disbursed”  among their financial statements. 
The format of these statements may differ somewhat from 
that described in  section 2021.10 fo r a statement of changes 
in  financial position, but they present the information re
quired by the section. Does such a variation in  format 
comply w ith  the requirements of the section?

.008 Interpretation—A  format that varies from that 
described in  section 2021.10 is acceptable in  the case of 
these statements which have been devised as the most ap
propriate fo r reporting information which is peculiar in  
these industries, so long as the statements contain the in 
formation required by the section. The section recognizes 
the need fo r flex ib ility  in  form (paragraph .09) so long as 
the required information is disclosed in  the most useful 
portrayal of the financing and investing activities and the 
changes in  financial position of the reporting entity (para
graph .11).

.009 I t  is expected that A ud it Guides issued by the 
A IC PA  in  the future w ill illustrate the type of statement of 
changes in  financial position that may be appropriate for a 
particular industry. Companies should, naturally, follow 
the recommendations of these Guides.

[Issue Date: June, 1972.]

 T he  n e x t page is  13,051. 
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Accounting for Stock Issued 
to Employees:
Accounting Interpretations of 
Section 4 0 6 2
1. Stock Plans Established by a Principal Stockholder

.001 Question—Accounting fo r compensatory and non
compensatory stock option, purchase and award plans 
adopted by a corporation is discussed in  sections 4062 and 
4061. Should a corporation account for plans or transac
tions (“ plans” ), i f  they have characteristics otherwise simi
lar to compensatory plans adopted by corporations, that are 
established or financed by a principal stockholder (i. e., one 
who either owns 10% or more of the corporation’s common 
stock or has the ability, d irectly or indirectly, to control or 
influence significantly the corporation) ?

.002 Interpretation—I t  is difficult to evaluate a p rin 
cipal stockholder’s intent when he establishes or finances 
a plan w ith  characteristics otherwise sim ilar to compensa
tory plans generally adopted by corporations. A  principal 
stockholder may be satisfying his generous nature, settling 
a moral obligation, or attempting to increase or maintain 
the value of his own investment. I f  a principal stockhold
er’s intention is to enhance or maintain the value of his 
investment by entering into such an arrangement, the cor
poration is im p lic itly  benefiting from the plan by retention 
of, and possibly improved performance by, the employee. 
In  this case, the benefits to a principal stockholder and to 
the corporation are generally impossible to separate. Simi
larly, i t  is v irtua lly  impossible to separate a principal stock
holder’s personal satisfaction from  the benefit to the cor
poration. Section 1025.14, Basic Concepts and Accounting 
Principles Underlying Financial Statements of Business 
Enterprises, states that “ Financial accounting emphasizes 
the economic substance of events even though the legal 
form  may differ from the economic substance and suggest 
different treatment. ”
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.003 The economic substance of this type of plan is 
substantially the same fo r the corporation and the employee, 
whether the plan is adopted by the corporation or a p rin 
cipal stockholder. Consequently, the corporation should 
account fo r this type of plan when one is established or 
financed by a principal stockholder unless (1) the relation
ship between the stockholder and the corporation’s em
ployee is one which would normally result in  generosity 
(i. e., an immediate fam ily relationship), (2) the stock
holder has an obligation to the employee which is com
pletely unrelated to the la tter’s employment (e. g., the stock
holder transfers shares to the employee because of personal 
business relationships in  the past, unrelated to the present 
employment situation), or (3) the corporation clearly does 
not benefit from the transaction (e. g., the stockholder trans
fers shares to a minor employee w ith  whom he has had a 
close relationship over a number of years).

.004 This type of plan should be treated as a contribu
tion to capital by the principal stockholder w ith  the 
offsetting charge accounted fo r in  the same manner as 
compensatory plans adopted by corporations.

.005 Compensation cost should be recognized as an ex
pense of one or more periods in  accordance w ith  the provi
sions of section 4062.12-.15.

.006 The corporation should account fo r tax benefits, 
i f  any, from this type of plan in accordance w ith  the provi
sions of section 4062.16-.18. I f  the corporation receives no 
tax benefit from this type of plan, but would have received 
such benefit had the plan been adopted by the corporation, 
the absence of such tax benefit is one of the variables in 
estimating the plan’s cost to the corporation (see section 
1091.89.).

[Issue Date: June, 1973]

  T he  n e x t page is  13,101.
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Accounting For The Cost of Pension Plans: 
Accounting Interpretations 
of Section 4063

A DISCUSSION OF THE BACKGROUND AND 
REQUIREMENTS OF SECTION 4063

By Julius W . Phoenix, Jr., and W illiam  D. Bosse 

PART I
1. Introduction

.001 Section 4063, issued in  November 1966, is both 
long and comprehensive. I t  includes 15 separate sections, 
an appendix b rie fly  describing actuarial techniques, and a 
glossary devoted principally to the actuarial terms used 
throughout section 4063. The scope of section 4063 results 
from the need to consider many interrelated factors affect
ing estimation of pension cost fo r accounting purposes.
The complexities of estimating pension cost arise prim arily  
from the many uncertainties inherent in the long periods 
separating the time of estimation from the time of pay
ment of benefits to employees. Underlying the estimates are 
annuity and compound-interest computations. Mathemati
cal probability factors are used to deal w ith  such uncer
tainties as employee death or termination and changes in 
compensation.

.002 The major difficulties in estimating pension cost 
are in selecting the pertinent data relating to employees as 
a group, designing the actuarial computation and formulat
ing assumptions regarding such matters as earnings of 
pension-fund assets. The process usually requires the 
technical skill, experience and judgment of an actuary. 
Although significant reliance may be placed on the work of 
an actuary, the accountant should become fam ilia r w ith  the 
actuarial concepts and methods so that he can understand 
the data prepared by the actuary and reach his own conclu
sions as to whether the provision fo r pension cost complies 
w ith  section 4063 (see paragraphs .007-.008 fo r some key 
definitions).
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.003 A ll complexities and difficulties notwithstand
ing, the basic accounting fo r pension plans recommended in 
section 4063 is relatively easy to understand.

.004 To begin negatively, provisions fo r pension cost 
should not be based on contributions to the pension fund, 
nor should they be lim ited to the amounts fo r which the 
company has a legal liab ility . They should not fluctuate 
widely as a result of pension-fund investment gains and 
losses or from other causes unrelated to the employee 
group.

.005 Turning to the positive, the provision fo r pen
sion cost should be based on an actuarial cost method that 
gives effect, in  a consistent manner, to employee group 
data, pension benefits, pension-fund earnings, investment 
gains or losses, and other assumptions regarding future 
events. The actuarial cost method selected should result in  
a systematic and rational allocation of the total cost of pen
sions among the employees’ years of active service. I f  the 
actuarial cost method selected includes past service cost as 
an integral part of normal cost, the provision fo r pension 
cost should be normal cost adjusted fo r the effect on pen
sion-fund earnings of differences between amounts accrued 
and amounts funded. I f  the actuarial cost method deals 
w ith  past service cost separately from normal cost, the 
provision fo r pension cost should include normal cost, an 
amount for past service cost, and an adjustment for the 
effect on pension-fund earnings of differences between 
amounts accrued and amounts funded.

.006 As can be seen later, the most controversial issue 
in  developing section 4063 had to do w ith  the amount to be 
included fo r past service cost.

2. Some Key Definitions

.007 For convenience, some terms are delineated 
here. “ Normal cost”  is the portion of the annual pension 
cost that, under the actuarial cost method in  use, is related 
to years after the date of an actuarial valuation of the plan.
“ Past service cost”  refers to the portion of the total pen
sion cost that, under the actuarial cost method in  use, is 
identified w ith  periods prio r to the adoption of the plan. 
Similarly, “ p rio r service cost”  refers to  the portion of the
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total pension cost that, under the actuarial cost method in  
use, is identified w ith  a ll periods p rio r to the date of an 
actuarial valuation of the plan. Therefore, “ p rio r service 
cost”  includes, as of the date of its  determination, the past 
service cost, the normal cost fo r years p rio r to that date, 
and increases in  pension cost arising when the plan may 
have been amended to change the benefits or the group of 
employees covered. Since “ p rio r service cost”  is based on 
present value on the date of determination, i t  reflects the 
effect of other factors to that date, such as assumed earn
ings or interest equivalents, pension benefits paid to date, 
and gains or losses under the experience to date. Essential
ly, i t  is determined at any time in  the same way that a past 
service cost would be determined i f  the plan were then 
being put into effect fo r the firs t time.

.008 Section 4063 at times makes reference to a specific 
part of p rio r service cost, the most usual being “ the 
amounts of any increases or decreases in p rio r service cost 
arising on an amendment to the plan.”  Since such an 
amount is dealt w ith  like a past service cost, unless other
wise indicated by the context, the term “ past service cost”  
is used in this article to refer to both past service cost 
arising on the adoption of the plan and the amounts of any 
increases or decreases in prio r service cost arising on 
amendments of the plan.

3. Previous Pronouncements
.009 Before discussing section 4063 further, i t  might 

be well to review brie fly  the previous official pronounce
ments of the American Institu te  of Certified Public Ac
countants on the subject of pension plans.

.010 The first pronouncement was made in Accounting 
Research Bulletin No. 36 issued by the committee on ac
counting procedure in November 1948. I t  was entitled 
“ Pension Plans—Accounting for Annuity Costs Based on 
Past Services.”  Although this Bulletin dealt w ith only one 
small segment of the pension accounting problem, i t  did 
focus on the most troublesome area, both conceptually and 
practically, that accountants have had to face in dealing 
w ith  this complex accounting subject.
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.011 ARB No. 36 was included w ithout substantive 
change as Chapter 13a, “ Pension Plans—Annuity Costs 
Based on Past Service,”  of ARB No. 43, Restatement and 
Revision of Accounting Research Bulletins.1 In  ARB No.
43, Chapter 13a, the committee on accounting procedure ex
pressed its belief that “ even though the calculation is 
based on past service, costs of annuities based on such 
service are incurred in contemplation of present and future 
services, not necessarily of the individual affected but of the 
organization as a whole, and therefore should be charged 
to the present and future periods benefited. This belief is 
based on the assumption that although the benefits to a 
company flowing from pension plans are intangible, they 
are nevertheless real. The element of past service is one of 
the important considerations in establishing pension plans, 
and annuity cost measured by such past service contribute 
to the benefits gained by the adoption of the plan. I t  is 
usually expected that such benefits w ill include better em
ployee morale, the removal of superannuated employees 
from the payroll, and the attraction and retention of more 
desirable personnel, all of which should result in improved 
operations.”

.012 The position of the committee on accounting pro
cedure was reaffirmed by a later generation of that com
mittee in Accounting Research Bulletin No. 47, issued in 
September 1956.1 2 Bulletin No. 47, however, was more spe
cific about how past service cost should be treated and also 
introduced the factor of vested benefits. The committee ex
pressed its preferences that “ costs based on current and 
future services should be systematically accrued during the 
expected period of active service of the covered em
ployees,”  and that “ costs based on past services should be 
charged off over some reasonable period, provided the al
location is made on a systematic and rational basis and does 
not cause distortion of the operating results in any one 
year. ”  The committee recognized, however, that its prefer
ences were not universally accepted and went on to say that 
“ as a minimum, the accounts and financial statements 
should reflect accruals which equal the present worth, 
actuarially calculated, of pension commitments to em-

1 E d ito r ’s N o te : Foo tno te  reference e lim ina ted .
2 E d ito r ’s N o te : Foo tno te  reference e lim ina ted .
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ployees to the extent that pension rights have vested in the 
employees, reduced, in  the case of the balance sheet, by 
any accumulated trusteed funds or annuity contracts pur
chased.”  The committee did not explain what i t  meant by 
the term “ vested”  and did not make any recommendation 
concerning appropriate actuarial cost methods or recog
n ition of actuarial gains and losses. This void is filled by 
section 4063.

4. Development o f Section 4063

.013 When the accounting variations found in prac
tice made i t  evident that Accounting Research Bulletin No. 
47 was not an adequate guide fo r accounting fo r the cost of 
pension plans, the Accounting Principles Board decided 
that the subject needed further study and authorized an 
accounting research study to be made. This study was 
undertaken by Ernest L. Hicks, who performed an out
standing job in  putting together the many accounting com
plexities surrounding pension plans.

.014 The study was completed and published in 1965. 
A  subcommittee3 of the Accounting Principles Board be
gan its analysis of the subject when prelim inary drafts of 
the research study became available. Early in 1966, after 
the in itia l volume of comments on the study subsided, the 
subcommittee presented to the fu ll Board a discussion 
outline of suggestions, problem areas and possible opinion 
content.

.015 During its meetings through June of that year, 
the Board devoted much time to discussion of the subject. 
A  regular attendant at Board and subcommittee meetings 
was Frederick P. Sloat, a member of the American Acad
emy of Actuaries, whose assistance and advice were in 
valuable. Along the way, the subcommittee initiated a 
series of meetings w ith representatives of the actuarial 
societies, the bar association, u tility  associations and the 
Financial Executives Institute.

.016 I t  is important to emphasize the diligence w ith  
which the Board sought the views of responsible members 
of the business community before reaching the point of *

3John W. Queenan, chairman, Marshall S. Armstrong, LeRoy Layton, 
and Oral L. Luper.
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taking any final votes on the contents of section 4063. I t  is 
equally important to emphasize the degree of interest and 
the sp irit of co-operation w ith which the business com
munity responded to the request of the subcommittee. This 
dispelled any doubt concerning the business community’s 
genuine interest in what the Accounting Principles Board 
is doing. I t  does have views that should be considered by 
the profession and i t  does want to help.

.017 The exposure dra ft was issued in Ju ly 1966. The 
comments received as a result of the exposure were g ra tify 
ing. Replies were received from over 300 of those on the 
exposure list, including many of the top executives of lead
ing corporations around the country. A ll comments were 
read, analyzed and catalogued. A fte r consideration of 
these comments and a further meeting of the Board, the 
exposure draft was converted into the final section 4063 in 
November 1966.

.018 From the authors’ observations, the Board ap
preciates the efforts expended by companies in commenting 
on its proposed opinions, especially where the comments 
are supported by reasons and analysis.

.019 I t  may be helpful to an understanding of section 
4063 to discuss its major objective and what is like ly  to be 
its principal accomplishment—the elimination of inappro
priate fluctuations.

5. M ajor Objective of Section 4063
.020 Pension cost is an important cost of doing busi

ness. Except in rare cases, when a company commits itself 
to pay pensions to its employees upon their retirement, the 
cost of those pensions may be expected to continue as long 
as the company has employees. Furthermore, and this is 
important, pension cost year by year should not be greatly 
out of line w ith  the size or compensation of the employee 
group. For example, i t  does not appear reasonable fo r a 
company w ith a stable or growing employee group to have 
pension cost of $50,000 one year, $100,000 the next and 
$10,000 the next. Although not usually so extreme, fluctua
tions of this sort did occur in many cases found in practice.

.021 These fluctuations were due largely to the effect 
given to three things: (1) actuarial gains and losses,
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(2) the funding of pension plans and (3) legal safeguards 
typ ica lly w ritten into the plans. The prim ary accomplish
ment of the pension section probably w ill be to eliminate 
the fluctuations due to these factors.

.022 A brief comment about each: F irs t, actuarial 
gains and losses. In  recent years, some companies made 
substantial reductions in  their annual provision fo r pension 
cost when investment gains were realized by the pension 
fund, when the estimated future earnings rate of the fund 
was increased or when accumulated appreciation in  pen
sion-fund investments was recognized in  the actuarial 
valuation.

.023 These occurrences represent some examples of 
what are described in  section 4063 as actuarial gains. To 
eliminate the fluctuations in  pension cost caused by these 
gains, the Board concluded that actuarial gains— and, in 
like manner, actuarial losses—“ should be given effect in  
the provision fo r pension cost in  a consistent manner that 
reflects the long-range nature of pension cost. ”  The recom
mended way fo r accomplishing this is, w ith  certain excep
tions, to “ spread”  or “ average”  these actuarial gains and 
losses over a period of years.

.024 Second, funding. Some companies based their 
provision fo r pension cost on the amount funded—that is, 
the amount paid to the pension fund. The amounts funded 
frequently varied widely from year to year because of 
working capital availability, tax considerations and other 
factors. Section 4063 make i t  clear that, under accrual ac
counting, amounts funded are not determinative of pension 
costs.

.025 Accrual accounting is based on the assignment 
of costs among years on the basis of the economic benefits 
derived from the incurrence of the cost. Funding arrange
ments may not, and often do not, follow the pattern of 
economic benefits. Funding is a matter of financial manage
ment and may be discretionary; i t  is not a matter of ac
counting principle, however.

.026 Third, legal safeguards. Somewhat related to  
funding is the influence of legal safeguards that lim it the 
company’s lia b ility  fo r the payment of pensions to the
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amount in  the pension fund. As a matter of business pru
dence, most companies include a clause in their pension 
plan to the effect that the company may, in  its discretion, 
discontinue the plan or discontinue contributions. In  these 
cases, the employees have no rights to any benefits beyond 
those than can be paid from the assets in  the pension fund. 
Relying on these clauses, some companies took the position 
that they had no lia b ility  for pensions and therefore did 
not need to record pension cost beyond the amounts con
tributed to the pension fund. The Board concluded that 
clauses such as these could not, as a practical matter, be 
brought into play by a business that expected to continue to 
operate in today’s economy. In  short, these clauses should 
have little  effect on the incurrence of pension cost. Except 
in rare instances, therefore, they should be ignored in  deter
mining the amount of pension cost to be provided.

.027 While many other matters are covered in  section 
4063, the conclusions about actuarial gains and losses, 
funding and legal safeguards w ill probably have the most 
widespread effect on accounting for the cost of pension 
plans.

.028 These conclusions are essential to eliminating 
the wide fluctuations in  pension cost that were largely 
responsible for section 4063 being w ritten in the first place.

6. Interest Equivalents

.029 Before proceeding to a discussion of the basic 
section 4063 recommendations, a peripheral issue should be 
clarified.

.030 In  many places, section 4063 refers to ‘‘amounts 
equivalent to interest”  or “ interest equivalents.”  As used 
in section 4063 and in  the actuarial profession, “ interest”  
is a simple way of referring to the earnings, assumed or 
actual, of a pension fund. The need to take interest equiva
lents into account in  computing the pension-cost provision 
arises when the actual pension fund differs from a theore
tical fund and when the amounts funded differ from the 
amounts which have been recorded for accounting pur
poses.

.031 Under the present-worth basis used for pension- 
cost accounting, i t  is assumed that amounts equivalent to
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prio r service cost and normal cost w ill be contributed to a 
fund and that the fund w ill produce earnings (interest) at 
an assumed rate. I f  contributions for these amounts are not 
made, they w ill not be available to produce earnings, and i t  
becomes necessary to make an additional provision equiva
lent to what the earnings would have been i f  the contribu
tions had been made. This assumption is extended to past 
service cost even though i t  is known at the outset that the 
amounts w ill not be funded un til sometime in the future, 
or not at all.

.032 For this reason, section 4063 calls fo r the pen
sion-cost provision to include an amount equivalent to in
terest on unfunded p rio r service cost. Such interest may 
be included as a separate component of the provision or i t  
may be included in the amortization of the past service cost 
(subject to the 10 per cent maximum). Whenever past 
serv ice cost is being amortized and the prio r year pension- 
cost provisions have not been funded, an amount equivalent 
to interest on the unfunded provisions should be added to 
the provision fo r the year in addition to any amount in
cluded in the amortization. Conversely, when the amounts 
funded exceed the prior year pension-cost provisions, a 
reduction of the provision fo r the year is needed to reflect 
the interest equivalents on the excess amounts funded.

7. W hat Constitutes Pension Cost?

.033 The preceding discussion is about the recom
mendations designed to eliminate fluctuations and about 
the need fo r interest equivalents. Agreement concerning 
these matters was reached by the Board w ith relative ease.
Also, there was never any disagreement that pension cost 
should be accounted fo r on the accrual basis, and that the 
entire cost applicable to an accounting period should be 
provided. There was disagreement about what constitutes 
the entire cost applicable to an accounting period. The d if
ferent views are explained in section 4063. For purposes 
of this article, suffice i t  to say that one view was that pen
sion cost should “ take into account all estimated pros
pective benefit payments under a plan w ith  respect to the 
existing employee group”  whereas the principal other view 
was ‘‘that pension cost is related to the pension benefits to
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be paid to the continuing employee group as a whole”  (em
phasis added).

.034 Under either view, annual pension cost would in 
clude normal cost. The difference between the two views 
essentially revolved around what to do about past service 
cost.

.035 The Board agreed, as had the predecessor com
mittee on accounting procedure, that past service cost re
lates to periods subsequent to the adoption or amendment 
of a plan and should not be charged against retained 
earnings as something applicable to the past. Some mem
bers of the Board believed this cost should be specifically 
recognized in  annual provisions over a period of years, 
although there were some differences in  views concerning 
the period to use. Other members of the Board believed it  
unnecessary to make specific provisions fo r past service 
cost i f  all benefit payments could be met on a continuing 
basis by annual provisions representing normal cost plus 
an amount equivalent to interest on unfunded prio r service 
cost.

.036 There was merit in  both positions. Although the 
Board stated a preference for past service cost being amor
tized, i t  concluded that i t  should not at this time rule out 
either approach as an acceptable measure of cost. Accord
ingly, in the interest of attaining the substantial improve
ment in accounting for the cost of pension plans that would 
result from the other conclusions of section 4063, the Board 
framed section 4063 in terms of a minimum method based 
on the normal-cost-plus-interest concept and a maximum 
method based upon the amortization-of-past- service-cost 
concept. One result of this conclusion is that any period 
may be selected for the amortization of past service cost, as 
long as the total annual provision falls between the m ini
mum and maximum.

.037 Many would term the minimum-maximum ap
proach to be a flaw  in  section 4063, and i t  is fa ir  to say 
that few, i f  any, of those working w ith  section 4063 fe lt that 
i t  was a completely satisfying answer. I f  the minimum- 
maximum approach is a flaw, however, the authors believe 
that the flaw is more apparent than real because, as section 
4063 is written, i t  allows a company to f it  its  accounting
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fo r the cost of its pension plan to the facts and circum
stances in  its  particular case and to record the pension 
cost most realistic fo r it.

8. Minimum-—Maximum

.038 Before discussing the mechanics of the mini- 
mum-maximum methods, three general observations should 
be made.

.039 First, the difference between the two methods is 
essentially in the extent to which past service cost is in 
cluded in  the pension-cost provision. Under the defined 
minimum, only interest on unfunded p rio r service cost 
(plus any indicated provision for vested benefits) is in 
cluded. Under the defined maximum, 10 per cent of the 
past service cost is included. Normal cost is the same under 
both.

.040 In  two frequently used actuarial cost methods, 
the ‘‘individual level premium”  and ‘‘aggregate’’ methods, 
past service cost is not measured separately. That is, past 
service cost is included in normal cost. Because there is no 
amount of separately computed past service cost, the de
fined minimum and maximum are the same under these 
methods.

.041 On the other hand, in other frequently used actu
arial cost methods, such as the “ unit-credit”  (“ accrued 
benefit” ), “ entry age normal,”  and “ attained age normal”  
methods, past service cost is measured separately. I t  is only 
when methods such as these are used that there is a differ
ence between the defined minimum and maximum. Fur
thermore, i f  the past service cost has been fu lly  amortized, 
there is no difference between the defined minimum and 
maximum.

.042 The second general observation is that section 
4063 contemplates that the defined minimum, the defined 
maximum and the provision fo r the year w ill all be com
puted using the actuarial cost method selected. For example, 
i f  the pension-cost provision is based on the un it credit 
method, the defined maximum should also be based on that 
method and not on the entry age normal method, which 
usually would give a greater maximum amount.
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.043 The th ird  general observation has to do w ith  an 
apparent misconception about the defined minimum and 
maximum.

.044 There has been some comment to the effect that 
any pension-cost provision is acceptable under section 4063 
so long as i t  falls between the minimum and the maximum 
each year. This may be described as a bouncing-ball ef
fect—that is, the pension-cost provision can bounce up and 
down between the two lim its. This view of section 4063 
is a mistaken one.

.045 Section 4063 contemplates that in  all cases the 
provision fo r pension cost w ill be based on an acceptable 
actuarial cost method, w ith  all variable factors consistently 
applied. Furthermore, the treatment of actuarial gains and 
losses, the actuarial assumptions and the like, should con
form w ith the recommendations of section 4063, and should 
be applied consistently from year to year.

.046 As to past service cost, i f  the vested-benefit pro
vision is not required, section 4063 contemplates that the 
company w ill select interest-only or some amortization plan 
not exceeding 10 per cent and apply whatever i t  selects 
consistently. I f  this is done, pension-cost provisions w ill 
not bounce around from year to year, unless caused by such 
factors as size, composition or compensation of the em
ployee group. I f  the vested-benefit provision is required, 
i t  could cause some variations from year to year. However, 
as w ill be seen from the example given later, the effect is 
not like ly  to be material.

9. Computing the Defined Maximum

.047 In  many cases, the maximum defined in section 
4063 is the same as the maximum allowed fo r federal in 
come tax purposes. Generally speaking, the Internal Reve
nue Service w ill allow a deduction fo r the normal cost of a 
qualified plan plus not more than 10 per cent of the past 
service cost. This is also the general maximum lim itation 
included in  section 4063. Differences between the maxi
mum tax deduction and the maximum pension-cost provi
sion can arise, however, as a result of unrealized 
appreciation or depreciation, or as a result of the applica
tion of the actuarial cost method. Probably  the outstanding

AC § U 4063.043 ©  1974, American Institu te of Certified Public Accountants, Inc.



Accounting fo r the Cost of Pension Plans 13,113

example of the latter is where the un it credit actuarial cost 
method is used fo r tax purposes. When this method is used, 
actuarial gains usually reduce the pension-cost deduction in 
the year they occur or in  the follow ing year. In  these 
cases, i t  may be necessary to make accounting adjustments 
to effect a spreading or averaging of the gains.

.048 I t  is important to note that the 10 per cent lim ita 
tion applies separately to past service cost at the adoption 
of a plan and to changes in  p rio r service cost that result 
from amendments of the plan. For example, disregarding 
interest equivalents, i f  a company adopts a pension plan 
w ith  past service cost of $100,000, the maximum accounting 
provision would be normal cost plus $10,000 (10 per cent 
of $100,000) of past service cost. I f  the company later 
amends the plan to increase benefits and the cost of the 
increased benefits related to service prior to the amend
ment is an additional $50,000, the maximum would be normal 
cost plus $15,000 (10 per cent of the total of $150,000) un til 
such time as the original past service cost has been fu lly  
amortized; after that time the maximum becomes normal 
cost plus $5,000 (10 per cent of the $50,000 increase). This 
can be significant when there is a series of increases in 
benefits over a period of time.

.049 As previously indicated, whenever the funding 
differs from the cost provision, the cost provision must be 
increased or decreased by interest equivalents on the d if
ference between the amount provided and the amount fund
ed. An illustration may be helpful. When a company 
adopts a pension plan, i t  may fund immediately all of the 
past service cost. I t  m ight do this, fo r example, in order 
to gain the advantage of the tax-free income from the in 
vestment of the funds by the pension trust. Because the 
pension-cost provision w ith  respect to the past service cost 
is lim ited to 10 per cent, there w ill be a deferral on the 
balance sheet fo r the other 90 per cent. Again taking past 
service cost of $100,000, $10,000 would be included in  the 
pension-cost provision for the year and the other $90,000 
would appear as a deferred charge. In  th is situation, the 
accrual fo r the following year would be reduced by the 
earnings of the $90,000. I f  the assumed interest rate was 4 
per cent, the cost provision fo r the succeeding year would
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be reduced by $3,600. Because of these reductions, the 
amortization period w ill be somewhat longer than ten 
years.

.050 Conversely, i f  the company decides to make the 
maximum pension-cost provisions but does not immediately 
make contributions to the fund or makes contributions in 
smaller amounts than provided, there w ill be an accrued 
pension cost on the balance sheet. The pension-cost pro
vision fo r subsequent years should include an amount 
equivalent to interest on whatever amount is shown as an 
accrual on the balance sheet.

.051 Accounting fo r pension cost under the defined- 
maximum method is illustrated by E xh ib it A, paragraph 
.059. The plan used in E xh ib it A  has the same past service 
cost, normal cost and benefits as the plan in  E xh ib it B, 
paragraph .060, to illustrate the defined-minimum method.
The sameness can be seen in the in itia l data given under 
“ P rior Service Cost,”  which is identical in  the two exhibits.
The pension fund, balance sheet and provision fo r pension 
cost are, of course, different. This would be expected to be so 
in practice. Taken together, the two exhibits illustrate 
how the defined maximum and minimum m ight d iffer fo r 
the same plan. Although an attempt was made to make the 
exhibits realistic, certain liberties were necessary to illus
trate different factors in applying the two methods.

.052 Exh ib it A  would serve to illustrate other amor
tization methods by substituting the method to be used for 
the 10 per cent maximum.

10. Computing the Defined Minimum

.053 Under the defined-minimum method, the annual 
provision fo r pension cost is the total of normal cost, an 
amount equivalent to interest on any unfunded p rio r service 
cost, and, under certain conditions, a provision fo r vested 
benefits. The provision fo r vested benefits embraces an 
objective that differs from those generally found in  present 
practice. I t  warrants some elaboration.

.054 F irst, i t  is essential to get a clear understanding 
of what is meant by “ vested benefits.”  Vested benefits are 
defined in  section 4063 as ‘ ‘benefits that are not contingent 
on the employee’s continuing in  the service of the em
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ployer.”  This is consistent w ith  the assumption of a con
tinuing pension plan fo r a company w ith  indefinite life.
The amount in  the pension fund, therefore, has no effect in  
determining the total amount of vested benefits as contem
plated under section 4063. The definition also excludes any 
escalation in the amount of benefits through plan-termina
tion and similar provisions. Accordingly, “ vested benefits”  
includes benefits that, as of the date of determination, are 
expected to become payable (a) to employees then retired,
(b) to former employees then terminated and (c) to active 
employees to the extent that the benefits, or any portions 
thereof, are not contingent on continued employee service.
The value of vested benefits is computed on a present-value 
basis, g iving effect to the usual probability assumptions con
cerning m orta lity and retirement (and sometimes also to 
other assumptions), but not to turnover or future changes 
in levels o f compensation.

.055 The Board concluded that pension-cost provi
sions should look forward in  an orderly way to the creation 
of a pension fund or balance-sheet accrual at least equiva
lent to the actuarially computed value of vested benefits.
That is, the employer ultim ately should maintain a fund or 
accrual at least sufficient to allow the payment of all bene
fits to all its employees who have fu lfilled all the service 
and age requirements to be entitled to such benefits— 
whether or not the employees stay w ith  the company.

.056 When provisions equivalent to the total of nor
mal cost and the interest equivalents are made, the amount 
of pension cost that w ill be accumulated (whether funded 
or not) w ill vary widely depending on, among other things, 
the actuarial cost method selected and the relative ages of 
the employees of the company. The amount of vested bene
fits w ill vary widely, depending on the vesting terms of 
the plan. Some plans do not include any vesting prio r to 
the employee’s retirement. Other plans call fo r vesting im
mediately upon entry into the plan. Between these ex
tremes there are many variations. Frequently a plan w ill 
call for vesting of a portion of the benefits when the em
ployee has reached the age of 40 years and has ten years of 
service. Depending on the combination of these various 
factors existing in any particular case, the pension cost pro-
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vided on the basis of normal cost and interest may exceed 
the actuaria lly computed value of vested benefits at any 
and a ll times. In  other situations, i t  may fa ll short of the 
actuaria lly computed value of vested benefits fo r a period 
of time, or forever.

.057 In  many cases, the pension fund and balance- 
sheet accrual may tem porarily fa ll below the actuaria lly 
computed value of vested benefits but yet be based on an 
accounting method that w ill eventually satisfy th is test. 
For example, when a plan is amended in  a way that benefits 
are increased, the actuaria lly computed value of vested 
benefits may increase substantially and may exceed the 
pension fund and balance-sheet accrual. I t  may be, how
ever—and th is is not unusual—that continued cost pro
visions on the basis of normal cost and interest equivalents 
w ill in  time again bring the pension fund and balance- 
sheet accrual to the point that they exceed the actuaria lly 
computed value of vested benefits at the higher level.

.058 In  recognition of this, the Board in itia lly  con
cluded tha t pension-cost provisions based on normal cost 
and interest equivalents would be acceptable i f  they would 
result over a reasonable period of tim e in  a pension fund 
and balance-sheet accrual that would exceed the actuaria lly 
computed value of vested benefits. The Board adopted 
20 years as a reasonable period fo r reaching th is objective.
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.059 EXHIBIT A
Illustration off Defined-Maximum Method

Year

__________________________ 1___________ 2____
Prior Service Cost (Same as Exhibit B):

Beginning $80,000 $ 90,000 
Increase at 

amendment of 
plan

"In te rest" growth 3,200 
Normal cost 8,000
(Less) benefits 

paid (1,200)

Ending

3,6008,000

$100,000 $110,000 $164,000 A

4 ,0008,000
40,000
6,000

11,500
6,560

11,500

$90,000 $100,000 $110,000 $164,000 $178,060

4 %  of A +  B 
C

(1,600) (2,000) (3,500) (4,000) D

Pension Fund:

Beginning 
Earnings 
Contribution 
(Less) benefits 

paid 

Ending

$ — 0—  $ 14,800 $ 25,792 $ 36,824 $ 74,797 E
— 0—  592 1,032 1,473 2,992 4 %  o f  E
16,000 12,000 12,000 40,000 25,000 F

(1,200) (1,600) (2,000) (3,500) (4,000) D

$14,800 $ 25,792 $ 36,824 $ 74,797 $ 98,789

Balance Sheet:

Beginning $ — 0 —  $ — 0 —  $ 4,000 $ 8,160 $ (8,014) G
Provision for

pension cost 16,000 16,000 16,160 23,826 23,179 H
(Less)

contribution (16,000) (12,000) (12,000) (40,000) (25,000) F

Ending $ — 0—  $ 4,000 $ 8,160 $ (8,014) $ (9,835)

Pension-Cost Provision for the Year:
Normal cost 
1 0 %  of past

$ 8,000 $ 8,000 $ 8,000 $ 11,500 $ 11,500 C

service cost 
1 0 %  of prior

8,000 8,000 8,000 8,000 8,000 1 0 %  of A ,  Yr. 1

service cost 
on amendment 
of plan 4,000 4,000 1 0 %  of B, Yr. 4

"Interest” on
difference 
between 
accruals and 
funding — 0— - 0 - 160 326 (321) 4 %  of G

Provision for
the year $16,000 $ 16,000 $ 16,160 $ 23,826 $ 23,179 H

Plan was adopted at beginning of year 1, amended to increase benefits at beginning of year 4. 
Pension-cost provisions, benefit payments, and contributions are assumed to be made at the end of the 
year in computing "interest.”
The assumed “interest" rate is 4 %  and there are no variations from this or any other actuarial 
assumptions.
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.060 EXHIBIT B
Illustration of Defined-Minimum Method

.............................. Y e a r...................... ......
1 2 3 4 5

Prior Service Cost (Same as Exhibit A):
Beginning $ 80,000 $ 90,000 $100,000 $110,000 $164,000 A
Increase at

amendment 
of plan 40,000 B

“Interest" growth 3,200 3,600 4,000 6,000 6,560 4 %  of A +  B
Normal cost 
(Less) benefits

8,000 8,000 8,000 11,500 11,500 C

paid (1,200) (1,600) (2,000) (3,500) (4,000) D
Ending $ 90,000 $100,000 $110,000 $164,000 $178,060

Pension Fund:
Beginning $ — 0— $ 10,000 $ 20,000 $ 30,200 $ 44,628 E
Earnings — 0— 400 800 1,208 1,785 4 %  of E
Contribution 
(Less) benefits

11,200 11,200 11,400 16,720 16,744 F

paid (1,200) (1,600) (2,000) (3,500) (4,000) D
Ending $ 10,000 $ 20,000 $ 30,200 $ 44,628 $ 59,157 G

Unfunded Prior Service Cost:
Beginning $ 80,000 $ 80,000 $ 80,000 $119,800 $119,372 H =  A +  B-E

“Interest”
thereon $ 3,200 $ 3,200 $ 3,200 $ 4,792 $ 4,775 1 =  4 %  o f  H

Balance Sheet:
Beginning 
Provision for

$ 0 $ — 0—  $ 200 $ 428 $ 469 J

pension cost 
(Less)

11,200 11,400 11,628 16,761 17,581 S

contribution (11,200) (11,200) (11,400) (16,720) (16,744) F
Ending $ — 0— $ 200 $  428 $ 469 $ 1,306 K

Actuarially Computed Value of
Vested Benefits:

Beginning $ 10,000 $ 19,000 $ 28,750 $ 40,000 $ 75,000 L
Increase at

amendment 
of plan 20,000 M

“Interest" growth 
Benefits vested

400 760 1,150 2,400 3,000 4 %  of L +  M

during year 9,800 10,590 12,100 16,100 17,200
(Less) benefits

paid (1.200) (1,600) (2,000) (3,500) (4,000) D

Ending $ 19,000 $ 28,750 $ 40,000 $ 75,000 $ 91,200 N

Excess of Vested Benefits Over Pension 
Fund end Balance Sheet Accrual:

Beginning excess 

Ending excess
$10,000 $ 9,000 $ 8,550 $ 9,372 $ 29,903 0  =  L-E-J

before addi
tional provision 
for vested
benefits 9,000 8,750 9,800 30,372 32,043 P =  N-G-K +  R

Decrease (in
crease) during 
year $ 1,000 $ 250 $ (1,250) $ (21,000) $ (2,140) Q
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EXHIBIT B (continued) 
Illustra tion of Defined-Minimum Method
......................................Y e a r ...........................................
1 2 3 4 5

Calculation of A d d itio n a l Provision 
fo r  Vested Benefits:

Test 1 :5 %  of 
beginning
excess $ 500 $ 450  $ 428 $ 469 $ 1,495 ( l )  =  5 %  o f  0

Test 2: Amount 
needed to re
duce beginning 
excess by 5%
(not less than
— 0 - )  $ — 0—  $ 200 $ 1,678 $ 21,469 $ 3,635 (2) =  (1)-Q

Test 3 : 40-year 
amortization of 
past service
cost of $80,000 $ 4,041 $ 4,041 $ 4,041 $ 4,041 $ 4,041
40-year amorti
zation of prior 
service cost of 
$40,000 arising 
on amendment
of the plan 2,021 2,021

"Interest” on 
difference be
tween accruals
and funding — 0 — — 0 — 8 17 19 4 %  of J

Total 4,041 4,041 4,049 6,079 6,081
"Interest” on 
unfunded prior 
service cost 3,200 3,200 3,200 4,792 4,775 I

Additional pro
vision under 
Test 3 $ 841 $ 841 $ 849 $ 1,287 $ 1,306 (3)
Additional pro
vision for 
vested benefits 
— Least of
tests 1 ,  2 ,  o r  3 $ - 0 -  $ 200 $ 428  $ 469 $ 1,306 R

Pension-Cos t Provis ion fo r Year:
Normal cost $ 8,000 $ 8,000 $ 8,000 $ 11,500 $ 11,500 C
"Interest” on un

funded prior 
service cost 3,200 3,200 3,200 4,792 4,775 I

Additional pro
vision for 
vested benefits - 0 - 200 428 469 1,306 R
Total provision $11,200 $ 11,400 $ 11,628 $ 1 6 ,7 6 1  $ 1 7 ,5 8 1  S

Plan was adopted at beginning of year 1, amended to increase benefits at beginning of year 4.
Pension-cost provisions, benefit payments, and contributions are assumed to be made at the end of the
year in computing "interest"
The assumed "interest” rate is 4% and there are no variations from this or any ether actuarialassumptions.

.061 The exposure draft of section 4063 was w ritten 
along these lines, and would have made necessary a 20-year 
projection of vested benefits. During the exposure period, 
a number of comments were received from actuaries and
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others to the effect that a 20-year projection would be 
impracticable because of the need fo r additional assump
tions as to the future and because of the added expense of 
making the projection. W hile th is view was not held by a ll 
actuaries, the practicalities of the m atter could be served 
w ithout destroying the accounting objective. This was 
done by establishing a current test that would not require 
projections fo r fu ture periods of time.

.062 In  general, the provision fo r vested benefits is 
designed to assure that any excess of the actuaria lly com
puted value of vested benefits over the pension fund and 
balance-sheet accrual w ill decrease by at least 5 per cent 
each year before taking into account any net increase 
during the year in  the excess of vested benefits. Five per 
cent a year was selected because in the long run i t  produces 
substantially the same result as the orig inal 20-year pro
jection. A  simple rule calling fo r a 5 per cent annual re
duction would be unrealistic because it  could require the 
provision to include a ll additional amounts becoming 
vested as a result of an amendment of the plan or of an 
abnormally large group of employees who atta in  higher 
vesting levels in  any particu lar year. To avoid th is undesir
able result, the form ula had to be more complex.

.063 There are two circumstances when a company 
need not be concerned w ith  vested benefits in  provid ing fo r 
pension cost. One is where the actuarial cost method does 
not develop a separate amount fo r past service cost. The 
other is where the provision comprises normal cost and 
amortization of past service cost over 40 or fewer years. In  
other words, consideration of any provision fo r vested 
benefits is necessary only in  connection w ith  actuarial cost 
methods that develop a separate amount fo r past service 
cost and then only in  connection w ith  a method that extends 
the amortization of that past service cost beyond 40 years.
I f  past service cost is included in  normal cost or is being 
amortized, the accumulated to ta l pension cost provisions 
necessarily w ill equal or exceed the actuaria lly computed 
value of vested benefits at or before the time the past serv
ice cost is fu lly  amortized. In  the two circumstances de
scribed in  th is paragraph, the only concern about vested 
benefits is fo r disclosure i f  the ir actuaria lly computed value
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exceeds the pension fund and balance-sheet accrual at the 
end of the year.

.064 Even i f  the circumstances just described do not 
exist, a provision fo r vested benefits may not be needed. 
Such a provision is not required under section 4063 unless 
the actuaria lly computed value of vested benefits exceeds 
the pension fund and balance-sheet accrual at both the 
beginning and the end of the year. In  other words, i f  such 
an excess does not exist at either the beginning or the end 
of the year, no provision fo r vested benefits is required. 
Also, i f  the excess at the end of the year is at least 5 per 
cent less than the excess at the beginning of the year, no 
provision fo r vested benefits is required.

.065 On the other hand, i f  an excess exists at the be
ginning and at the end of the year and the ending excess is 
not at least 5 per cent less than that existing at the begin
ning of the year, a provision fo r vested benefits is required.

.066 The provision fo r vested benefits is the least of 
the fo llow ing: (a) 5 per cent of the beginning excess, (b) 
the amount needed to reduce the beginning by 5 per cent 
or (c) an amount that would make the to ta l pension-cost 
provision equal to that which would result i f  40-year amor
tization of past service cost were used.

.067 Accounting fo r pension cost under the defined- 
minimum method is illustra ted by E xh ib it B. As indicated 
earlier, the basic plan data under “ P rio r Service Cost”  is 
identical w ith  that in  E xh ib it A  illu s tra tin g  the defined- 
maximum method. I t  m ight be helpful to point out tha t the 
contributions shown in  E xh ib it B represent normal cost 
and the interest equivalents fo r each year plus any addi
tional provision fo r vested benefits accrued at the end of 
the preceding year. In  practice it  is like ly  that the addi
tional provision fo r vested benefits would be contributed, 
i f  at a ll, at the same time as the normal cost and interest 
equivalents fo r the year. E xh ib it B was prepared as i t  is, 
however, so that the interest equivalent on the balance- 
sheet accrual could be illustrated.

.068 As can be seen from  E xh ib it B, the value o f the 
pension fund is an essential factor in  the computations. Sec
tion  4063 does not specify how the fund should be valued.
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The authors believe that the fund should be valued by the 
actuary in  a manner consistent w ith  the treatment given 
to investment gains and losses and unrealized appreciation 
and depreciation in  computing the other elements of pen
sion cost.

.069 For purposes of determ ining the excess of vested 
benefits, however, they believe tha t the pension fund may 
be valued at market even though the fu ll amount of ap
preciation or depreciation has not been recognized in  the 
pension-cost provisions. I f  so valued, methods should be 
employed to minimize the effects of short-term  m arket 
fluctuations. Whatever valuation method is adopted should 
be followed consistently.

.070 In  concluding the discussion about the defined- 
minimum method, another general observation m ight be 
helpful. I t  is doubtful that the provision fo r vested benefits 
w ill be m aterial to most companies using the defined- 
minimum method. Where it  is not material and continuing 
provisions of normal cost and interest equivalents are 
expected to meet the vested-benefits objective w ith in  20 
years, the authors believe i t  would be appropriate to om it 
the additional provision fo r vested benefits. Since that 
objective w ill be met w ithout such additional provision, i t  
seems reasonable not to vary the basic normal-cost-plus- 
interest pattern.

.071 Where the ultim ate goal of the vested-benefits 
test w ill not be met w ithout additional provisions fo r vested 
benefits, however, such provisions should be made even 
though they are not m aterial in  any given year. Here the 
cumulative effect of the additional provisions fo r the vested 
benefits becomes an im portant consideration.

.072 In  view of the earlier discussions of differences 
between amounts accrued and amounts funded, and other 
matters that may result in  the recognition of pension cost 
fo r accounting purposes in  periods other than those in  
which i t  is recognized fo r tax purposes, i t  may be desirable, 
in  concluding th is article, to point out tha t section 4063 
calls fo r appropriate consideration to be given to the alloca
tion  of income taxes among accounting periods.
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PART II

11. Actuarial Cost Methods

.073 An actuarial cost method is an interest and an
nu ity  type of cost allocation that gives effect to probabili
ties affecting the amount and incidence of fu ture pension   
benefits. A lthough the various methods were developed by 
actuaries p rim arily  as funding techniques, most of them 
are also appropriate fo r accounting purposes. Section 4063 
deals w ith  the acceptability of these methods fo r account
ing purposes.

.074 Five often-used actuarial cost methods are spe
cifica lly deemed acceptable fo r purposes of provid ing fo r 
pension cost in  financial statements, when these methods 
are applied in  conform ity w ith  the other conclusions of 
section 4063. These five acceptable methods are listed in  
E xh ib it C, paragraph .081. Other methods may also be 
acceptable i f  they are “ rational and systematic”  and result 
in  a “ reasonable measure of pension cost from  year to 
year.”  “ Pay-as-you-go”  (which is not an actuarial cost 
method) and “ term inal funding”  are rejected because they 
do not recognize pension cost p rio r to retirem ent of 
employees.

.075 Several basic conditions apply to the use of any 
method. The method should be applied consistently from  
year to year, the amount recognized fo r past and p rio r serv
ice cost should be reasonably stable from  year to year, 
and the actuarial assumptions should be reasonable fo r 
a ll factors that have a significant effect on the long-range 
estimates of pension cost. (Section 4063 does not specify 
a ll of the actuarial assumptions tha t may be necessary in  
pension-cost calculations. In  fact, only the more commonly 
used assumptions are mentioned. The selection of assump
tions should be related to the facts and circumstances of 
each pension plan and employee group.)

.076 There are two m ajor aspects of actuarial cost 
methods tha t should be kept in  mind. F irs t, some methods 
deal w ith  past and p rio r service cost as a separate item ; 
other methods include any such cost in  normal cost. Second, 
some methods (accrued benefit cost methods) assign cost 
based on specific benefits deemed to be earned (“ earned,”
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that is in  the lim ited sense that the employee service on 
which such benefits are based has been rendered) by each 
employee; other methods (projected benefit cost methods) 
assign cost based on an allocated part of a ll projected future 
benefits fo r each employee or group of employees. These 
distinctions are shown in  E xh ib it C.

.077 Other differences between the methods generally 
relate to the treatment of prospective changes in  compen
sation, the recognition of gains and losses, and the allo
cation of the cost on an ind ividua l or group basis. Further 
discussion of the various characteristics of the different 
methods is beyond the scope of th is article. Each of the 
methods is discussed in section 4063A.

.078 As an aside, i t  m ight be well to point out that in  
determ ining the actuaria lly computed value of vested bene
fits (paragraphs .089-.098) fo r purposes of the defined- 
minimum method or fo r purposes of disclosure, section 
4063 contemplates that the accrued-benefit-cost-method ap
proach w ill be used. This method, in  its  usual form , results 
in  the determ ination of accumulated values based on serv
ice actually rendered and, i f  applicable, present compensa
tion levels. When a projected benefit cost method (which 
takes into account estimated future service and future 
compensation) is used fo r accounting purposes, it  may be 
necessary to compute separately or to approximate the 
actuaria lly computed value of vested benefits.

12. Actuarial Valuations

.079 A ctuaria l valuations are made as of a specific 
date. They may be used, however, fo r projections of results 
either forward or backward from  that date. Consequently, 
the amount of pension cost fo r several periods may be esti
mated from a single actuarial valuation, sometimes in  con
junction w ith  the preceding valuation. Where shifts in  
employee age and service distributions and group size are 
not significant from  year to year, i t  is possible fo r a single 
valuation to provide the foundation fo r pension-cost esti
mates fo r several years.

.080 An actuarial valuation w ill rarely be made as of 
the balance sheet date. Consequently, a computation of the 
actuaria lly computed value of vested benefits as of that
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date usually will not be available. Also, the value of the 
pension fund may be reported only as of the valuation 
date. Since a computation of the excess of the actuarially 
computed value of vested benefits over the total of the 
pension fund and net balance sheet accruals may be needed 
under section 4063 as of the end of the year (and sometimes 
also as of the beginning of the year), a practical problem 
is created when any of these amounts is not available as of 
that date. There are several possible solutions to this prob
lem. The authors agree with the solutions indicated by 
Ernest L. Hicks in footnote 2 to Schedule 2 in his J ournal 
article. ( T he J o u rn a l o f A cco u n ta n cy , September, 1967, 
pp. 70-73.)

.081 EXHIBIT C
Acceptable Actuarial Cost Methods

Past Service Cost
Separate Included in
Amount Normal Cost

Accrued Benefit Cost Method— Unit cre d it. . . 
Projected Benefit Cost Methods:

X

Entry age norm al............................................
Individual level premium..............................

X
X

Aggregate .........................................................
Attained age norm al...................................... X

X

. . . the appropriate as-of dates for the [actu
arially computed value of vested benefits, pension 
fund, and net balance sheet accruals] w ill de
pend on the circumstances. Consistency is a pri
mary consideration. Under one approach, the 
[actuarially computed value of vested benefits] 
would be as of the valuation date, and the amounts 
[of the pension fund and net balance sheet ac
cruals] would be as of the end of the employer’s 
fiscal year. If the amount of the pension fund is 
regularly reported only as of the valuation date, 
it  should be satisfactory for the [actuarially com
puted value of vested benefits and pension fund] 
to be as of that date; the [net balance sheet ac
cruals] might then include the amount funded or 
accrued for the fiscal year, reduced by any por
tion funded before the valuation date. Under still 
another approach, all three amounts would be as 
of the valuation date. Only in very rare circum
stances (such as when a material, extraordinary 
change in the level of vesting is known to have
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taken place a fter the valuation date) would a 
valuation made w ith in  the employer’s fiscal year 
be updated.

.082 The same basic actuarial cost method may be 
used fo r both funding and cost-provision purposes even 
when the funding and cost provisions d iffer. A  single 
actuarial valuation could serve both purposes by applying 
auxilia ry adjustments when necessary to comply w ith  sec
tion  4063.

13. Actuarial Gains and Losses

.083 A ctuaria l gains and losses arise from  changes in  
the assumptions concerning fu ture events used in  pension- 
cost estimates and from  differences between the estimates 
based on the assumptions and the actual results. Im portant 
among such assumptions are those re la ting to :
1. The fund earnings (interest), including both realized 

and unrealized investment gains and losses
2. The turnover of the work force
3. The m orta lity  of active and retired employees
4. Compensation levels, retirem ent ages and other factors 

concerning employees.

.084 As indicated in  the previous article, the treat
ment to be accorded actuarial gains and losses under sec
tion  4063 is like ly  to cause one of the most significant 
changes from  past practice. The elim ination of significant 
year-to-year pension-cost fluctuations resulting from  actu
a ria l gains and losses is a m ajor objective of section 4063.

.085 A ctuaria l gains and losses should be dealt w ith  
“ in  a manner tha t reflects the long-range nature of pension 
cost.”  Annual determinations of pension cost are neces
sarily estimates. A ctuaria l gains and losses are, at best, 
an indication of the short-term accuracy of the estimates 
and may themselves be estimates. There is no assurance 
tha t changes in  assumptions or trends based on current 
experience w ill be va lid  fo r very long. Under section 4063, 
therefore, actuarial gains and losses are treated as i f  they 
were an integral part of the overall assumptions concerning 
the future.
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.086 Consistent w ith  the view tha t pension costs are 
long-range costs, section 4063 holds tha t actuarial gains and 
losses should be spread in  a consistent manner over a rea
sonable period of years or determined on some average 
basis, either through the routine application of the actuarial 
method or by separate adjustments.

.087 The spreading or averaging of actuarial gains 
and losses is accomplished by the normal application of 
some actuarial cost methods and, as a consequence, like ly  
would be autom atically recognized in  accordance w ith  sec
tion 4063. This is the result when the application of a 
method measures normal cost by allocating to the current 
and fu ture years the difference between (1) the present 
value of a ll benefits expected to become payable to current 
and form er employees and (2) the value of the assets of the 
plan. Since these two values would norm ally comprehend 
any actuarial gains or losses, the actuarial gains and losses 
are thereby effectively spread. The pattern of spreading 
is complex, recognizing such factors as remaining service 
lives, compensation, and the various actuarial assumptions. 
Any o f the projected benefit cost methods may be applied 
in  th is manner, although some may be applied differently.

.088 Net cumulative gains may also be spread by 
applying them to reduce the unamortized past or p rio r 
service cost before computing amortization or interest 
equivalents. Under section 4063 i t  is not acceptable to 
recognize actuarial gains in  a manner tha t shortens the 
am ortization period. Therefore, i f  past or p rio r service cost 
is being amortized, the reduced amount of unamortized 
past or p rio r service cost should be accounted fo r over the 
remaining amortization period. Since section 4063 calls fo r 
spreading over at least ten years, i t  would appear tha t th is 
method should not be used i f  the remaining amortization 
period is less than ten years. I t  should be noted tha t sec
tion  4063 does not say tha t net cumulative losses may he 
added to past or p rio r service cost. I f  past or p rio r service 
cost is being amortized, however, and the remaining am orti
zation period is between 10 and 20 years, there should be no 
objection to doing so.
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14. W hat Should Be Included in the Actuaria lly Computed
Value o f Vested Benefits

Comments by Frederick P. Sloat, a member of the 
American Academy of Actuaries

.089 I f  a retirement benefit would stay w ith  an em
ployee i f  he were to terminate service on the valuation date, 
i t  is one that is “ not contingent on his continuing in  the 
service of the employer” ; therefore, i t  is a “ vested benefit”  
and its  entire value should be included in  the actuaria lly 
computed value of vested benefits. I f  the benefit would be 
forfe ited upon such term ination of service, none of its  
value is included.

.090 As an illus tra tion  o f some o f the situations that 
are frequently encountered, assume that the actuarial as
sumptions are such that—fo r 100 employees in  a given 
group who have already met the age and service require
ments fo r vesting and, thus, have vested benefits—the
follow ing is expected to happen:

Number who w ill stay in  service and re tire  at
normal retirement _________________   50

Number who w ill stay in  service and re tire  at
early re tirem ent_____ ____________________  24

Number who w ill term inate service at the cur
rent or a future date and later receive re
tirem ent income __________    12

Number who w ill die while in  service________  10
Number who w ill terminate service at the cur

rent or a future date, but die before receiv
ing any retirement income___ ____________  4

100
.091 The value of the retirem ent benefits fo r the group 

w ill reflect each situation and the probab ility  of occurrence 
and w ill be determined on the accrued benefit (un it credit) 
cost method. Thus, i t  w ill include the value of normal re
tirem ent benefits fo r the 50% who w ill re tire  at normal 
retirement, the value of early retirem ent benefits fo r the 
24% who w ill re tire  at early retirem ent and the value of 
deferred benefits to be vested in  term inating employees fo r 
the 12% who w ill term inate service and la te r receive retire-
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ment income. I t  w ill, in  effect, include nothing fo r the 10% 
expected to die in  service or the 4% expected to term inate 
service and die w ithout receiving benefits.

.092 A  plan may provide a special benefit, greater than 
the actuarial equivalent of the normal retirem ent benefit, 
fo r an employee who terminates service after having met 
the service required by the plan fo r such special benefit. 
In  the actuarial assumptions above, say that 30 of the 74 
who w ill reach normal or early retirem ent w ill, at some 
earlier date, be eligible to receive th is special benefit i f  
they term inate service, tha t 9 of them now have the neces
sary service and tha t only 3 out of the 9 w ill be expected to 
so terminate. In  such event, the value of the special benefit 
w ill be included only fo r th is 3 per cent.

.093 I f  p a rtia l vesting were to apply in  event of cur
rent term ination, say 60 per cent of the to ta l benefit, only 
tha t per cent of the to ta l array of values is included, the 
other 40 per cent being om itted in  the same way as fo r 
employees who would not be subject to current vesting.

.094 I f  vesting can be forfe ited by the employee’s 
election of a refund of his own contribution, the probab ility  
of such election should be taken into account.

.095 Even though a plan provides retirem ent benefits 
on a final average salary form ula, the benefit fo r an em
ployee term inating service would be based on current earn
ings. This is like  p a rtia l vesting and only the value of 
benefits based on current earnings would be included.

.096 For plans tha t do not provide specific amounts 
of benefits fo r each year of service, the benefit that would 
apply in  event of current term ination of service would be 
included and valued on the accrued benefit cost method.

.097 A  plan may include death, d isab ility  or other 
benefits in  addition to retirem ent benefits; i f  such a benefit 
would no longer apply i f  the employee were to term inate 
service, its  value would not be included w ith  the value of 
vested benefits. I f  i t  would apply a fter vesting, however, 
the fu ll value of such benefits would be included fo r those 
employees currently eligible fo r vesting.
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.098 Where the accrued benefit cost method is already 
being used, such as under regular group annuity funding, 
the value of vested benefits w ill usually be the value of a ll 
benefits (or the fractional portions of the benefits, in  the case 
of pa rtia l vesting) fo r service to date fo r employees who 
have met the vesting requirements. Where any other actu
a ria l cost method is being used, a corresponding accrued 
benefit cost method value is needed fo r a ll vested benefits.

15. Separate Adjustments fo r Actuarial Gains and Losses

.099 I f  actuarial gains and losses are spread or aver
aged as a separate component of the annual pension-cost 
provision, they are considered to be adjustments of the 
normal cost computed under the actuarial method in  use. 
Spreading may be by simple stra ight-line allocation of 
each year’s net gain or loss over a period of 10 to 20 years, 
or more complex methods may be used. A  h istorica l moving 
average may be used, or fu ture expectations may be con
sidered in  conjunction w ith  past and current experience in  
developing an average. The objective of avoiding sign ifi
cant year-to-year fluctuations should be a central considera
tion  in  selecting or evaluating any method of spreading 
or averaging.

.100 E xh ib it D, paragraph .102, illustrates the appli
cation of a ten-year stra ight-line spreading technique and 
a five-year moving-average technique to given data. In  
practice i t  may not be necessary to record the adjustments 
annually. For example, i f  i t  were concluded tha t a d iffe r
ence of about $5,000 between the actual and the spread or 
averaged gains and losses would not be m aterial, deferrals 
would be needed in  the E xh ib it D illustra tions only in  years 
seven and nine, and the amounts deferred could be absorbed 
in  a few years.

.101 A  combination of techniques may be appropriate.
For example, the spreading approach m ight be applied to 
items not expected to recur frequently, such as a change 
in  the interest assumption, while averaging m ight be ap
plied to such recurring items as m orta lity  and turnover 
adjustments. Consistency of application from  year to year 
is im portant.
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.102 EXHIBIT D

ACCOUNTING FOR THE COST OF PENSION PLANS
Application of Spreading and Averaging 

Techniques to Actuarial Gains and Losses

S pread ing  Technique—10-Year S tra igh t-lin e  Basis:

G ain (Loss)
A pplied  to

R educe D eferred  to
Y ear A ctual Provision Future Years

1 $ 5,000 $ 500 $ 4,500
2 2,000 700 5,800
3 6,000 1,300 10,500
4 (1,000) 1,200 8,300
5 7,000 1,900 13,400
6 3,000 2,200 14,200
7 (8,000) 1,400 4,800
8 1,000 1,500 4,300
9 10,000 2,500 11,800

10 1,000 2,600 10,200

A ve rag in g  Technique—5-Year M oving-A verage :

G ain  (Loss)

Y ear A ctual
5 -Y ear
Total

A pp lied  to 
R educe  

Provision
D eferred  to 

Future Years
- 4
- 3
- 2
- 1

1

$ 1,000  
4 ,000   

(2,000)  
3 ,000 
5 ,000

See Note 

$11,000 $2,200 $ 2,800
2 2,000 12,000 2,400 2,400
3 6,000 14,000 2,800 5,600
4 (1,000) 15,000 3,000 1,600
5 7,000 19,000 3,800 4,800
6 3,000 17,000 3,400 4,400
7 (8,000) 7,000 1,400 (5,000)
8 1,000 2,000 400 (4,400)
9 10,000 13,000 2,600 3,000

10 1,000 7,000 1,400 2,600

Note: Before year 1, the gains and losses were recognized in the year of determination; 
they are used here, however, to develop a starting point in the averaging com
putation.

16. Unrealized Appreciation and Depreciation

.103 The effect of unrealized gains and losses in  the 
pension fund frequently has been om itted from  estimates 
of annual pension cost. In  some cases, turnover of fund 
assets has caused the spread between cost and m arket value 
to be reasonably narrow, w ith  litt le  unrealized appreciation
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or  depreciation. In  other cases, however, the amounts have 
been significant.

.104 Under section 4063, unrealized appreciation 
or depreciation of pension-fund assets (other than debt 
securities expected to be held to m atu rity  and redeemed at 
face value) is considered to be an element affecting fund 
earnings and, like other actuarial gains and losses, should 
be recognized in  estimating pension cost. The objective 
to be met is a “ rational and systematic basis that avoids 
g iving undue weight to short-term market fluctuations.”  
Unrealized appreciation or depreciation may be recognized 
by the spreading or averaging techniques described fo r 
other actuarial gains and losses or by other appropriate 
techniques. For example, unrealized appreciation and de
preciation may be dealt w ith  ind irectly  by adjusting the 
assumed rate of interest. Or, the value placed on fund 
assets fo r actuarial valuation purposes may be regularly 
adjusted to reflect an assumed long-term growth rate.

.105 Whether unrealized appreciation and deprecia
tion are included w ith  other actuarial gains or losses, or 
dealt w ith  as a separate item, the method of determ ining the 
amount to be recognized is an im portant consideration. 
When unrealized appreciation or depreciation is spread or 
averaged in an appropriate manner, the to ta l market value 
of the pension-fund assets may be used. In  such circum
stances, however, i t  would be desirable to have a continuing 
buffer guarding against a decline in  market value of such 
magnitude as to cause the cumulative pension-cost reduc
tions fo r appreciation to exceed the gain reasonably ex
pected to be realized in  the long run.

.106 When the amount of appreciation to be recog
nized annually as a reduction of pension cost is based on 
an assumed long-term growth rate, a buffer can be provided 
by lim itin g  the to ta l of cost and recognized appreciation 
to a specified portion of the fund’s m arket value.

.107 Because current fluctuations in  m arket value 
may be abrupt and frequent, section 4063 implies tha t ap
preciation need not be recognized i f  the carrying value of 
the fund is 75% or more of its  market value; however, the 
75% referred to in  section 4063 is not intended to be a fixed 
rule.
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.108 Here, again, consistency from  year to year is 
im portant.

17. O ther Gain and Loss Considerations

.109 Under section 4063 certain actuarial gains and 
losses should be recognized in  the year they occur. A  
characteristic of these gains and losses is tha t they ‘ ‘ arise 
from  a single occurrence not d irectly  related to the opera
tion of the pension plan and not in  the ordinary course of 
the employees business.”  The examples of these gains and 
losses given in  section 4063 are those resulting from  plant 
closings and business purchase acquisitions. A  p lant clos
ing m ight give rise to an immediately recognizable gain 
to the extent of previous accruals made unnecessary by the 
elim ination from  the plan of people form erly employed at 
the closed plant.

.110 Employees coming into a plan by reason of an 
acquisition may make necessary immediate recognition of 
the additional cost. When purchase accounting is followed 
fo r the acquisition, any additional pension-cost accrual 
needed should be treated as an adjustment of the purchase 
price. On the other hand, when pooling-of-interests ac
counting is followed fo r an acquisition, the companies are 
assumed to be continuing the ir p rio r existence; therefore, 
any additional pension cost related to p rio r years’ services 
should be treated like  an increment of p rio r service cost 
arising on the amendment of a plan.

.111 Gains and losses tha t are immediately recogniz
able, i t  should be noted, do not arise from  transactions re la t
ing to assets of the pension fund. As mentioned previously, 
these gains and losses are considered to be inherent in  the 
long-range estimates of pension cost.

.112 In  variable annuity and sim ilar plans, the pen
sion benefit form ula gives effect to changes in  the market 
value of a specified portfo lio  of equity investments in  the 
fund. Consequently, the pension benefits themselves change 
w ith  changes in  such m arket values. Section 4063 recog
nized th is type of plan by stating tha t pension-fund in 
vestment gains and losses should not have an effect in  com
puting pension cost i f  they w ill be applied in  determ ining 
pension benefits.
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18. Changes in Accounting Method
.113 The section discussion of changes in  accounting 

method refers only to changes from  one acceptable method 
to another. The Board concluded tha t any adjustments 
arising from  such a change should be recognized in  the cur
rent and fu ture years and should not be given retroactive 
e ffect.4 A  change in  accounting method includes any change 
in  the actuarial cost method, in  the method or period fo r 
dealing w ith  past and p rio r service cost, or in  the method 
or period fo r dealing w ith  actuarial gains and losses or 
unrealized appreciation and depreciation. A  change in  
assumptions is considered to reflect a new circumstance and 
hence is not a change in  method; however, the accounting 
fo r changes in  circumstance should, like  changes in  
method, be given effect in  the current and fu ture  years 
(except, of course, actuarial gains and losses resulting from  
changes in  circumstances of the type previously discussed 
as being properly recognized in  the year they occur). Both 
method and circumstance changes are subject to the dis
closure recommendations of section 4063.

.114 The transitional procedure fo r change from  a 
method previously considered acceptable under Accounting 
Research B u lle tin  No. 47 but no longer acceptable under 
section 4063 conforms w ith  the general procedure set fo rth  
in  section 4063 fo r a change from  one acceptable method to 
another. The consequences of any such change are there
fore also related by section 4063 to current and fu ture  cost 
estimates and should not be applied retroactively.

.115 Because of the complexities of determ ining in itia l 
past and p rio r service cost fo r employers who previously 
followed methods, such as pay-as-you-go and term inal fund
ing, tha t do not comply w ith  section 4063 and because of 
the need to deal w ith  any inadequacies o f cost previously 
recognized under these or other methods, the transitional 
procedure includes a “ fresh s ta rt”  approach. Any p rio r 
service cost not covered by the pension fund or balance 
sheet accruals at the date section 4063 is effective (or such 
earlier date as i t  is firs t applied) may be treated as though 
created by a plan amendment on tha t date. This approach *

4 I t  shou ld  be no ted  th a t th is  conc lus ion  o f the  B o a rd  appears to  be 
c o n tro llin g  fo r  purposes o f a p p ly in g  section  1051, A ccoun ting  Changes. [A s  
am ended e ffec tive  fo r  fisca l periods b e g in n ing  a fte r  J u ly  31, 1971, b y  A P B  
O p in io n  N o. 20.]
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may be used by any company, including those who can 
iden tify  the various amounts of in itia l past and p rio r serv
ice cost. The 40-year amortization in  the defined-minimum 
method may also be considered to begin at the effective date 
of section 4063.

.116 Any unamortized p rio r service cost as of the 
effective date of section 4063 should be computed under 
the actuarial cost method to be used fo r accounting pur
poses in  the future.

19. Treatment o f Overfunding

.117 Any overfunding existing at the effective date of 
section 4063 is to be treated as an actuarial gain in  the 
same manner as any overfunding arising later. There is 
a d istinction between (a) overfunding and (b) funding in  
excess of the amounts that would have been required under 
a method complying w ith  section 4063. Overfunding refers 
only to a fund (together w ith  unfunded accruals, less pre
payments and deferred charges) that is in  excess of a ll 
p rio r service cost assigned under the actuarial cost method 
to be used in  the future. I f  a condition of overfunding 
exists, the amount of such overfunding is to be considered 
as an actuarial gain and spread to the future. As to (b ), 
section 4063 rejects the reversal of pension cost recognized 
in  p rio r years, even though recognized in  amounts greater 
than necessary under section 4063.

20. Balance Sheet Presentation

.118 The amount to be included in  the balance sheet 
as an accrued lia b ility  or a prepaid expense is usually the 
difference between the cost provisions and the amounts 
paid. Unamortized p rio r service cost should appear in  the 
balance sheet only i f  i t  is a legal lia b ility .

.119 A  simultaneous asset and lia b ility  position should 
appear in  the balance sheet whenever pension-plan arrange
ments impose a specific legal obligation that exceeds the 
to ta l of the amounts paid or accrued. For example, i f  a 
company is liable fo r vested benefits, w ithout lim ita tion  
to amounts funded, accounting recognition of the unfunded, 
unaccrued portion of th is obligation as a lia b ility  on the 
balance sheet is necessary; to the extent not appropriately
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included in  cost provisions, the cost of such benefits should 
appear as a deferred charge to operations of fu ture periods.

.120 A  practical way to account fo r such situations is 
to determine, at the end of each year, the amount of the 
legal lia b ility  not yet covered by the pension fund and bal
ance sheet accruals. A  lia b ility  and deferred charge equal 
to th is amount would then be recorded (or the correspond
ing amounts as of the end of the preceding year adjusted 
fo r the net change) and classified w ith  any other pension- 
cost accruals and deferred charges appearing in  the balance 
sheet.

21. Disclosure

.121 The Board concluded that the effect of the typical 
pension plan is of such magnitude as to be a m aterial con
sideration in  evaluating financial position and results of 
operations and should therefore be disclosed. There may 
be cases, however, where the effect of the pension plan is 
not such as to require disclosure—fo r example, plans cover
ing only a re la tive ly small portion of the employees.

.122 Disclosure of the amount of unamortized past or 
p rio r service cost, as is often found in present practice, is 
not necessary under section 4063.5 There are several rea
sons fo r the Board’s conclusion. As discussed earlier, past 
and p rio r service cost is not derived in  a ll actuarial meth
ods. Also, some methods assign a greater past or p rio r 
service cost than would be assigned under the un it credit 
method fo r benefits based on age, compensation, salary and 
other conditions existing at the end of the year. As a result, 
the amount of past or p rio r service cost could vary con
siderably—or be non-existent—w ithout any differences in 
either facts or assumptions, depending entirely on the actu
aria l cost method used. For these reasons, disclosure of 
unamortized past or p rio r service cost may be misleading 
to some and may not be useful fo r meaningful analysis by 
others.

.123 In  lieu of disclosure of unamortized past or p rio r 
service cost, the Board recommended the disclosure of the  

5 However, at the time of the authors’ last contact w ith the staff of 
the Securities and Exchange Commission, the Commission had not changed 
its requirements fo r the disclosure of unfunded or otherwise unprovided 
for past or prior service cost.
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excess of the actuaria lly computed value of vested benefits 
over the to ta l of the pension fund and any balance sheet 
accruals, less any pension prepayments or deferred charges.
The disclosure of such excess of vested benefits is mean
ing fu l because i t  should be comparable among companies, 
except fo r real distinctions between plan arrangements and 
employee groups, and because i t  relates d irectly to the 
minimum objective section 4063 sets fo rth  fo r a ll plans.
This disclosure may be necessary even though the defined- 
minimum method is not being followed; in  fact, i t  could 
conceivably be necessary when the defined-maximum 
method is used—fo r example, upon adoption or amendment 
of a plan, a large portion of the past and p rio r service cost 
could represent vested benefits i f  the plan calls fo r early 
vesting. When the company has several plans, the dis
closures may be presented in  summary form.

22. Regulated Industries

.124 Section 4063 does not refer specifically to regu
lated industries. The absence of any such reference makes 
section 4063 applicable to companies in  regulated industries 
w ith in  the framework of the principles set fo rth  in  section 
6011.

23. Employees Included

.125 Section 4063 calls fo r inclusion in  the pension- 
cost computations of data fo r a ll employees who may rea
sonably be expected to receive benefits under a pension 
plan. This should be done w ithout regard to technical 
“ e lig ib ility .”  Extreme situations found in  practice illu s 
trate the need fo r this conclusion of the Board. In  some 
plans, employees are not “ e lig ible”  fo r coverage or, fo r 
other reasons, data fo r them are not included in  the cost 
calculations u n til they reach age 35 or 40, or u n til they have 
10 or 15 years of service. In  some plans, “ e lig ib ility ”  may 
not occur u n til the tim e of actual retirement. Pension-cost 
provisions that exclude data fo r employees who may rea
sonably be expected to receive benefits could be substan
tia lly  smaller than the appropriate provision fo r the year.

.126 However, the combination of low un it cost fo r the 
younger employees and the high turnover often experi
enced frequently results in  re la tive ly small amounts of
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pension cost fo r the employees excluded from the cost 
calculations. The cost applicable to excluded employees 
also tends to be offset by the higher cost provided fo r em
ployees included. The net effect of exclusion is un like ly to 
be m aterial in  plans where the period of exclusion is only 
two or three years. Where the exclusion is based on a 
longer period of service, or is based on an age factor, the 
possib ility of m aterial effect is increased. When the effect 
is not material, employees may be omitted from  the cost 
computations during the ir early years of service. Although 
m ateria lity is always pertinent in  applying Board Opinions, 
the Board covered the point e xp lic itly  in  th is  case.

.127 In  th is connection, i t  should be remembered that 
m ateria lity should be judged in  relation to results of opera
tions and financial position rather than in  relation to the 
pension-cost provision itse lf.

24. Several Plans

.128 Many companies have more than one pension 
plan. Sometimes each plan covers a different group of em
ployees, but often two or more plans cover a portion or a ll 
of the same employee group. Generally, each plan should 
be considered a separate accountable undertaking and 
should not be combined fo r purposes of determ ining com
pliance w ith  section 4063. However, two or more plans cov
ering substantial portions of the same employee group may 
be combined fo r that purpose i f  “ the assets in  any of the 
plans u ltim ate ly can be used in  paying present or future 
benefits of another plan or plans.”  For example, upon a 
m ajor revision of the pension structure, a new plan may be 
established to provide benefits fo r service after its  effective 
date, w ith  the old plan continuing to provide benefits fo r 
service previously rendered. In  th is situation, i f  any assets 
u ltim ate ly remaining in  the old plan could be used to pro
vide benefits under the new plan, the two could be treated 
as one in  applying section 4063.

.129 A  different accounting method may be used fo r 
each plan so long as each method conforms w ith  section 
4063.
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25. M ultiem ployer Plans

.130 Often multiemployer plans combine a cents-per- 
hour or sim ilar defined contribution w ith  stated benefits.
The movement of employees among employers and the d if
fering employee age and service distributions tha t exist 
among employers make i t  d ifficu lt, i f  not impossible, to cor
relate the defined contribution w ith  the cost of the stated 
benefits related to employees’ services fo r any ind ividua l 
employer. Any future adjustment of the defined contribu
tions would be negotiated w ith  a ll employers—not separ
ately w ith  an ind iv idua l employer based only on his 
experience. Hence, the defined contribution o rd inarily  
would be the best available measure of pension cost.

26. Insured Plans

.131 Insured plans generally use one of three contract 
forms: (1) ind iv idua l policies (cost usually determined 
under the ind iv idua l level premium method), (2) group de
ferred annuity contracts (cost usually determined under 
the un it credit method, but generally w ithout a turnover 
factor) and (3) group deposit adm inistration contracts 
(sim ila r to a trust-fund arrangement—cost may be deter
mined by any of several actuarial cost methods). The fo l
low ing discussion is directed to those insured plans that use 
only ind ividua l policies or group deferred annuity con
tracts as the basis fo r determ ining pension cost and fo r 
funding the plan. Employers having such plans fo r small 
employee groups are un like ly to have ready access to actu
aria l advice. Group deposit adm inistration contracts are 
not discussed because they should be accounted fo r in  the 
same manner as noninsured plans.

.132 Most of the factors of pension-cost estimation 
are present in  plans using ind iv idua l policies and group de
ferred annuity contracts. Some of the factors may not be 
apparent because they are included in  the determ ination of 
the premium structure or are dealt w ith  subsequently as 
“ dividends”  or “ term ination credits.”

.133 Ind iv idua l policies usually include past or p rio r 
service cost in  normal cost whereas group deferred annuity 
contracts usually deal w ith  i t  as a separate factor which 
may be paid in  varying amounts at the employer’s discre
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tion. In  the la tte r case, separate adjustments may be need
ed to comply w ith  section 4063.

.134 Because policy dividends generally arise from  
" averaged”  gains of the insurance company, these d iv i
dends may be applied to reduce the provision fo r pension 
cost in  the year received or credited i f  they do not vary 
significantly from  year to year. I f  they do, a further 
averaging or spreading should be applied fo r accounting 
purposes.

.135 Problems in accounting fo r many insured plans 
arise in  respect to term ination credits and the period before 
coverage. Term ination credits arise when, as is typical, 
a turnover assumption is not used. In  these cases, some of 
the cash values b u ilt up or the premiums paid fo r em
ployees who leave before the ir benefits have vested w ill be 
returned in  the future as term ination credits. The period 
before coverage is often set to exclude employees during 
the high turnover period that immediately follows employ
ment; i f  so, future term ination credits w ill tend to be m ini
mized. When term ination credits occur, they should be 
spread or averaged i f  necessary to avoid significant year- 
to-year fluctuations in  pension-cost provisions.

.136 The most d ifficu lt problem in accounting fo r the 
cost of insured plans arises in  cases where the financial 
statements would be m aterially affected by the omission of 
pension cost applicable to employees during the early years 
of the ir employment. In  these cases, it  w ill be necessary to 
estimate an additional pension-cost provision fo r the om it
ted employees. A  reasonable estimate fo r accounting pur
poses often may be made w ithout an actuarial valuation 
and w ithout using an actuarial cost method.

.137 Before setting out to estimate what the addition
al pension-cost provision would be fo r om itted employees, 
it  would usually be desirable to take a look at the broad 
picture of the plan, including the employee group and the 
premiums paid, to see whether the entire pension cost is 
m aterial to the company’s operations and financial position.
There are cases where the provision fo r pension cost could 
be doubled or trip led  w ithout its  having any m aterial effect 
on the financial statements.
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.138 A lthough the authors are unable to cite any sta

tistics, the ir discussions w ith  members of the actuarial and 
accounting professions, as w ell as the ir own experience, 
have led them to believe tha t the omission of pension cost 
fo r employees during the early years of employment is not 
like ly  to have a m aterial effect on the financial statements 
in  many cases, pa rticu la rly  fo r smaller companies.

.139 A  simple test of m ateria lity  could be made by 
estim ating the additional pension-cost provision fo r om it
ted employees to be that proportion of the premiums due 
fo r the year which the number (or compensation) of om it
ted employees bears to the corresponding amount fo r 
included employees. The resulting estimated amount 
(which usually would be larger than a refined estimate) 
could be compared w ith  income before taxes and other 
pertinent factors to determine m ateria lity. A  varia tion of 
th is approach could be to base th is estimate on only the 
proportion of om itted employees expected to remain w ith  
the company u n til they become insured.

.140 I f  prelim inary tests indicate that the effect of 
om itting employees is m aterial, or leave the m atter in  
doubt, more refined techniques should be applied. Should 
th is be necessary, the fo llow ing techniques are possible 
ways to deal w ith  the problem.

.141 For each employee not yet covered, the estimated 
premiums to be paid after coverage could be totaled and 
then accrued by allocation over his remaining service life . 
The estimated premiums m ight be obtained from  the in 
surance agent or based on the premiums being paid fo r the 
youngest covered employee. Premiums paid after cover
age could be charged against the accrual. I f  the employee 
subsequently terminates, any amount accrued in  excess of 
premiums paid would be treated as an additional term ina
tion  credit. In  time, th is form  of accounting would include 
a ll covered employees in  the cumulative accruals. This 
approach could be modified by excluding employees w ith  
less than two or three years of service i f  the effect, g iving 
due regard to turnover, were not material. Interest equiva
lents on the accruals should be added i f  the effect would be 
material.
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.142 Another approach would be to estimate what the 
premium would be i f  the employees were covered im 
mediately after employment. This amount could be ac
crued during the years p rio r to coverage, and the amount 
thus accumulated could he spread to the years after cover
age as a credit against premiums charged to expense.
Again, interest equivalents on the accruals should he added 
i f  the effect would be material.

.143 The effect of turnover, in  rather simple form , 
could be applied by a variation of the approaches just dis
cussed. Assume, fo r example, that the computations are to 
exclude data fo r employees who do not have one fu ll 
year of service, and that the plan coverage begins after 
five years of service. Further assume that, say, 25 per cent 
of employees w ith  one year’s service are expected to con
tinue in  service and become covered. In  the fou r years 
before coverage, the additional cost fo r employees after 
one year of service could be based on 25 per cent of the 
to ta l amount computed fo r the year the employees attained 
one fu ll year of service. I f  the company had ten employees 
atta in ing one year’s service in  the current year and the 
estimated annual premium fo r each was $200, the addi
tional cost would be $500 (10 X  $200 X  25%). This 
amount would be accrued each year before coverage even 
though one or more of the employees terminated. In  the 
firs t year of coverage and thereafter, the accruals during 
the preceding fou r years could be spread over the aver
age remaining service lives of any o f the ten employees 
who are s till active, or the accruals could be spread as 
actuarial gains.

.144 The procedures suggested do not include a ll of 
the factors tha t could be applied in  computing the pension 
cost applicable to employees in  years before coverage. Ad
justments fo r such actuarial factors as past service cost and 
interest or annuity computations could be introduced.
These would increase the complexity of the computations 
and like ly  would require the services of an actuary.

.145 The additional cost provision fo r vested benefits, 
or disclosure of vested benefits, would not norm ally be a 
problem w ith  ind iv idua l policy plans. I t  is not like ly  that 
benefits vest before the benefits are covered by premium
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payments. This factor should be reviewed, however, fo r 
possible app licab ility  to these plans.

27. Conclusion

.146 In  conclusion, the authors would like  to express 
a thought tha t may seem inconsistent w ith  much of what 
has been said in  th is and the preceding article. Many of 
the rules and form ula-type parts o f section 4063 represent 
v irg in  te rrito ry  in  accounting fo r the cost of pension plans. 
Nevertheless, the accounting followed by most companies 
heretofore probably w ill conform w ith  section 4063 in  a ll 
m aterial respects. There w ill be many cases, of course, 
where im portant changes w ill have to be made. B y and 
large, these w ill be cases where the CPA has already been 
concerned about the pension cost but has not taken a strong 
stand because of what he has found to be generally ac
cepted in  practice. Section 4063 should change that.

.147 The authors hope tha t section 4063 w ill not be 
viewed as a rule-bookish structure tha t encloses the ac
countant in  a maze of formulas lim itin g  the exercise of 
judgment to interpretation, but rather tha t i t  w ill prove to 
be a w orking tool tha t w ill result in  a substantial step fo r
ward in  accounting fo r the cost of pension plans.
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ACTUARIAL CONSIDERATIONS INVOLVED IN 
PENSION COST UNDER SECTION 4063

By Frederick P. Sloat

28. Questions and Answers

.148 Section 4063 requires w ider understanding of the 
actuarial, as w ell as of the accounting, procedures applica
ble in  accounting fo r the cost of pension plans. The ac
countant’s efforts in  determ ining a proper charge fo r annual 
pension expense and the actuary’s role in  th is undertaking 
must, of course, be closely co-ordinated.

.149 From the actuarial view, section 4063 has stimu
lated many questions whose answers w ill more clearly de
lineate the actuarial responsibility in  accounting fo r 
pensions. A  representative selection of questions and an
swers follows.

.150 W h y  d o e s  s e c t io n  4 06 3 .0 7  s ta te  t h a t  “ g e n e r a l ly  
p e n s io n  c o s t s h o u ld  he  d e te rm in e d  f r o m  a  s tu d y  b y  a n  a c tu 
a r y ” ?

.151 The computations fo r a pension plan to take into 
account the financial effects of expected fu ture  occurrences 
are performed by actuarial techniques and require actuarial 
judgment. The determ ination of pension cost has always 
been considered a function of the actuary.

.152 H a s  s e c t io n  4063  a lte r e d  a n y  c o n c e p ts  h e ld  b y  
p e n s io n  te c h n ic ia n s ?

.153 Many of us who have been involved w ith  pen
sions have become so used to considering the cost of a 
pension plan to be whatever an employer has funded that 
we are surprised to find that th is may not be the only way 
to  measure its  cost. The amounts paid toward funding are 
governed by tax considerations and also by a company’s 
cash position. The form er must bear some overall relation
ship to pension costs, but not necessarily on a year-by-year 
correlation. As to the la tte r, cash considerations need not 
relate to a year’s pension costs.

.154 What is the basis of the terminology used fo r  
pension cost matters?
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.155 Pension plan development has evolved w ithout 
a precise term inology so that the same words have come 
to mean different things, and many concepts have a variety 
of names. Regardless of the terms used, i t  would be very 
desirable i f  each term meant only one th ing and i f  each 
concept had only one name. For any particu lar undertak
ing, a glossary may be needed. The Committee on Pension 
and Profit-Sharing Term inology1 of the American Risk & 
Insurance Association is w orking to develop a more precise 
term inology; the American Institu te  of CPAs’ research 
study, the foundation fo r section 4063, incorporated many 
of the committee’s terms, including those that had already 
been promulgated and those tha t were being developed. 
Older terms were also used in  the study, recognizing the 
needs of the accounting profession and others to relate the 
study to fa m ilia r terms. Section 4063 continued th is ap
proach, and section 4063 and its  glossary are consistent 
w ith  proposals of the Committee on Pension and P rofit- 
Sharing Terminology.

.156 Section 4063  is obviously intended to apply to 
any arrangement whereby a company undertakes to pro
vide its employees w ith retirement benefits. Section 4063  
specifies that deferred compensation contracts and profit- 
sharing plans must be treated as pension plans in certain 
situations. How do you decide whether these arrangements 
are equivalent to a pension plan?

.157 Section 4063 would apply to deferred compen
sation contracts i f  such contracts, taken together, are 
equivalent to a pension plan. This w ill not apply in  many 
instances where deferred compensation contracts exist, but 
auditors may need to investigate th is type carefully. As to 
the deferred profit-sharing plan, section 4063 would apply 
to the extent that such an arrangement is, in  substance, a 
pension plan or part of one. An example m ight be a p ro fit- 
sharing plan provid ing minimum pension benefits. I f  an 
arrangement is deemed to be in  the nature of a pension plan, 
the actuarial considerations re la ting to pensions are appli
cable.

.158 How about a pension plan where the cost is in
curred in a foreign country?
1 M r. Sloat is a member of this committee.
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.159 Section 4063 says i t  would apply i f  the cost is 
included in  financial statements prepared in  conform ity 
w ith  generally accepted accounting principles in  the United 
States. The cost of a plan fo r a w holly owned foreign sub
sidiary of a United States company, when included in  a con
solidated income statement, would be an example. Section 
4063 refers, however, to plans tha t are reasonably sim ilar 
to those contemplated by it. Thus, there may be bona fide 
conditions tha t make an exception necessary; fo r example, 
where plans may be affected by foreign laws quite unlike 
those o f th is country.

.160 Section 4063 refers to various methods of deter
mining pension cost. Why is there more than one method?

.161 Pension benefits are spread over many years and 
depend on many factors. A  man works fo r a number of 
years and the amount o f his pension, the payment o f i t  and 
the period over which it  w ill be paid depend upon fu ture 
events. I f  the problem were sim ply to provide fo r a fixed 
payment over a fixed number of years at a fixed rate of in 
vestment return, the cost would be definite ly determinable, 
and the only problem would be its  allocation to each year he 
worked. But, under a pension plan, none of these factors 
are fixed, and problems arise because of the plan’s long
term nature and because educated guesses have to be made 
to measure the probable effect of the contingencies. I f  an 
employee works fo r a company from  1930 to 1970 and re
tires, his pension payments begin in  1970 and w ill continue 
fo r approximately 15 years. The purpose of an actuarial 
valuation is to provide fo r pension payments in  advance of 
retirement. More than one logical method exists fo r doing 
th is over the 1930-70 period.

.162 I f  the employer doesn’t get around to setting up 
a plan until 1960 and then amends i t  in  1969, why should 
the cost relate to the years of employment and not to 1970, 
fo r  an employee who retires in  that year, or over the years 
after 1970 when the pension is being paid out?

.163 Pension costs are deemed to be associated to a 
large extent w ith  the plan itse lf rather than w ith  specific 
employees. The actuarial computations take in to  consid
eration employees who are already at or near retirem ent as 
part of the past or p rio r service costs to be amortized.
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.164 How about the actuarial cost methods that are 
mentioned neither in  the body of section 4063  nor in  section 
406 3 A ?

.165 There are some methods that are disguised forms 
of term inal funding, such as meeting pension costs only 
when employees have reached the earliest age at which 
they can retire—say, 55. I f  the valuation includes a ll em
ployees, other than those w ith  re la tive ly short service and 
those who are at the young ages where only short-service 
employees would he found, the actuarial cost method would 
undoubtedly be an adaptation of one or more of those 
methods contemplated in  section 4063.

.166 How would the auditor know which method was 
being used?

.167 He should ask the actuary whether the method 
being used is one of those described in  section 4063A or is 
identifiable as an adaptation or varia tion of one of Such 
methods.

.168 Since the actuarial cost method is just a begin
ning, aren’t there many variations, depending upon the 
combination of actuarial assumptions?

.169 Yes. Unreasonable assumptions can destroy the 
appropriateness of any method. There is usually, however, 
quite a wide range in  which the assumptions can reason
ably be located. A  fam ilia r and easy illus tra tion  is the 
interest rate. Currently, a rate of 2 per cent or of 10 per 
cent, taking two extremes, would obviously be illog ica l.
But, given a particu lar situation, i t  is d ifficu lt to say that 
any rate w ith in  a range of from  3½  per cent to 5 per cent 
would be unacceptable.

.170 As section 4063  carefully distinguishes between 
funding and accounting, w ill the actuarial basis be the same 
fo r each? I f  not, the auditor w ill want to know why one 
basis is used fo r funding and another fo r accrual of cost.

.171 Many companies have become accustomed to the 
fle x ib ility  available in  determ ining the annual payments fo r 
funding and fo r tax purposes. In  lig h t of the year-to-year 
consistency requirement in  accounting under section 4063, 
these companies may w ell have to use a different approach.
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A company may also want to take a cautious tack and set a 
method and use assumptions tha t w ill produce lower ac
crual costs because of a feeling tha t i t  w ill have to stick 
w ith  whatever i t  starts w ith  when bad years occur. I t  is 
im portant fo r such companies to be informed by the ir ac
countants as to what would be involved in  making future 
changes in  the actuarial bases of determ ining accruals.

.172 Section 4063 refers to averaging gains and 
losses. How is an averaging method applied?

.173 You would need the experience of p rio r years as 
a guide. I f  there have been successive gains, le t’s say, by 
the fund earning an average of one-half per cent over the 
assumed rate, the average amount would be anticipated 
next year and the cost accrual reduced accordingly.

.174 I f  the gain in a particular year isn ’t the same as 
the average being used, how do you treat the difference?

.175 Over some period, the differences w ill have to be 
taken into account, to the extent tha t the average and the 
actual gains or losses do not offset each other.

.176 Doesn’t this have the same effect as using d iffe r
ent actuarial assumptions?

.177 Yes, but w ith  averaging they are not projected 
into the future, and the expected averaging is readily mod
ified from  year to year as experience unfolds. Incidentally, 
averaging can be the most useful where an employer has 
been fo llow ing the immediate recognition basis and can no 
longer do th is under section 4063. I f  the employer starts to 
spread his gains over the approved 10- to 20-year period, 
only a small part of one year’s gains can be used the firs t 
year. The next year there w ill be another segment of the 
first-year gains plus the firs t segment of the second-year 
gains—resulting in  a pyram iding effect. Averaging w ill ob
viate th is effect or at least dim inish it.

.178 Section 4063.36 provides that i f  employees are 
omitted from  the calculations because of age or length of 
service, or fo r other reasons, they should be included in the 
pension cost, unless the effect of omitting them is not mate
rial. Can the actuary satisfactorily estimate the effect of 
this situation without making an actual calculation?
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.179 Generally, the actuarial assumptions include the 
expected rates of service term ination. I f  done precisely, 
the rates would vary w ith  length of service as w ell as 
w ith  age, w ith  very high rates in  the firs t year or two of 
employment. I f  employees w ith  only one or two years of 
service are included, use of realistic term ination rates 
would very like ly  show the ir cost to be negligible.

.180 What about plans that have an age e lig ib ility  
clause, such as 25 or 30?

.181 Here, the difference m ight be more significant, 
just as i t  could be w ith  a re la tive ly long service require
ment. In  some instances, the actuary m ight feel that he 
has sufficient knowledge of the trends to estimate the prob
able maximum effect of om itting the employees. Often, 
however, he would need the valuation data fo r om itted em
ployees to gauge the effect, pa rticu la rly  w ith  a high age 
lim it, such as 30 or over.

.182 What basis should be used fo r valuing the pen
sion fund to determine the amount of excess vested benefits 
over the fund?

.183 Since th is was le ft unspecified in  section 4063, 
i t  is in  order to use current m arket values or some other 
basis g iving a proper current measure of the assets on hand.
The effect of fo llow ing the chosen method in subsequent 
years should be given consideration.

.184 The disclosure provision (section 4063.46) re
quires a company to show the excess of the value of vested 
benefits over amounts funded or accrued. Why does section 
4063.17 take vesting into account only when calculating 
accruals under the minimum method?

.185 I f  past service cost is being amortized, the value 
of a ll vested benefits w ill be recognized at some point along 
the amortization schedule. But i f  i t  is not being amortized, 
the actuarial value of vested benefits m ight never be fu lly  
recognized or, i f  the am ortization period is too long, rec
ognition could be prolonged. Since vesting recognition can 
be accomplished by am ortizing past or p rio r service cost, 
i t  was a logical step to lim it the vesting increment to that 
which would be available in  the event of am ortization over 
the longest period that would not be considered as unduly
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prolonging the recognition of vested benefits, set by section 
4063 as 40 years. This has the effect of saying that, i f  past 
service is being amortized over a period of no longer than 
40 years, the minimum test w ill autom atically be met.

.186 A company is not using minimum accrual and 
believes that available assets exceed the value of vested ben
efits so that disclosure of any excess is not needed. Can the 
actuary estimate whether there is any excess of value of 
vested benefits over assets without making some detailed 
calculations?

.187 In  many cases he can. I t  is not possible to set up 
rules or guides, but an actuary w ill often be able to do 
so in  particu lar situations. I t  is much like  a doctor making 
a medical diagnosis. He notes various symptoms and has 
acquired a certain in tu itio n  from  years of observation and 
a well-developed sixth sense. Where the actuary is able to 
state that, in  his professional judgment, the assets equal or 
exceed the value of vested benefits, i t  can be accepted. The 
probable error in  such a test should be well w ith in  the range 
of m ateria lity.

.188 Does the actuarial value of vested benefits call 
fo r any amounts that are not already incorporated in the 
actuarial valuation of a plan?

.189 No. Such amounts, however, would not usually 
be identified separately and therefore w ill need to be iso
lated fo r purposes of section 4063. I t  is th is d ifficu lt separa
tion that causes the problems in  reprogram ing valuation 
computations.

.190 A plan may include death, disability or other 
benefits in addition to retirement benefits. Are these in
cluded in the value of vested benefits?

.191 I f  such a benefit no longer applied i f  the em
ployee were to term inate service, its  value need not be 
included w ith  the value of vested benefits. I f  the benefit 
continued to apply a fter term ination of service, i t  would 
be included. Note that the value of vested benefits does not 
ju s t mean the value of the benefits fo r those employees 
who w ill term inate service and take the ir vested benefits 
w ith  them. Rather, i t  is  the fu ll value of provid ing such of 
the benefits, regardless of when they w ill become payable 
(but w ith  actuarial account taken of the probab ility  of pay-
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ment in  various situations), which benefits could become 
payable even i f  term ination of the employee’s service oc
curred on the valuation date. [ E d . N o t e  : This is described 
in  more deta il by M r. Sloat in  paragraphs .089-.098.

.192 For minimum accrual of vested benefits, i t  is 
necessary to know their value at the beginning and at the 
end of the year. What i f  the company doesn’t have this 
figure at the beginning of the year, as may be the case in  
this firs t year of applying section 4063?

.193 The figure would norm ally not be available at 
the firs t of the year and i t  would be costly to obtain during 
the firs t year of section 4063’s application. There seem to be 
several possible alternatives. One is to add 5 per cent of 
the year-end excess value of the vested benefits; th is would 
always be equal to or greater than the precise amount re
quired. Another alternative is to use a 40-year amortization 
amount; th is can never be less than the amount required. 
W hether use of the correctly calculated amount in  the next 
year requires any footnote reference indicating a change in  
accounting method is the aud ito r’s responsibility. In  most 
cases, the footnote could probably be om itted because the 
effect of the change is im m aterial. But, again, tha t is the 
auditor’s fina l determ ination in  each case.

.194 Take the case of a company w ith a small number 
of employees and whose pension plan utilizes individual life  
policies. W ill this employer have to hire an actuary to 
comply w ith section 4063?

.195 No. Section 4063.41 is intended to recognize th is 
situation. The amount of the premiums less dividends 
under the policies is a satisfactory basis o f pension cost. 
Gains arise in  the form  of dividends on the policies, and 
these are usually determined by insurance companies to 
m aintain a reasonable level trend year by year. Since the 
dividends are based on the experience of large blocks of 
policies, they are not affected by fluctuations tha t tend to 
occur in  a small group. Thus, section 4063.41 says: Pre
miums less dividends comply w ith  the purposes of section 
4063.

.196 W h a t h a p p e n s  w h e n  em p lo ye e s  te rm in a te  th e ir  
s e rv ic e  a n d  th e  s u r re n d e r  v a lu e s  o f  th e ir  p o lic ie s  a re  re 
tu rn e d  to  th e  c o m p a n y ?
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.197 That is a different m atter. Surrender values 
fluctuate w ith  the experience under the plan and can be 
substantial in  some years, sometimes enough to pay a ll 
the premiums fo r a year or more. This is the k ind  of s itu 
ation tha t requires spreading. A  10- to 20-year range is 
indicated by section 4063.

.198 What is the situation w ith respect to employees 
who are not yet eligible fo r  the plan, say, where e lig ib ility  
is something like two years of service and age 30?

.199 Here, again, i t ’s a question of doing w ithout an 
actuary. The company or the auditor can probably make a 
p re tty  fa ir estimate o f what the maximum cost could be 
fo r those employees by taking the premium fo r the young
est employee at age 30 and using i t  fo r the inelig ib le em
ployees. I f  th is calculation produces a to ta l amount tha t is 
not considered m aterial, that is an adequate test because 
i t ’s bound to be on the high side. I f  i t  is m aterial, a closer 
estimate is needed; here the insurance broker selling the 
policies m ight be able to help.

.200 What about a group annuity contract a small 
client might have?

.201 The dividends m ight fluctuate more, but section 
4063 notes that, even here, the insurance company pro
cedure usually furnishes acceptable results.

.202 Where a company has a separate fund used to 
build up sums to provide additional retirement income 
other than that available from  the group annuity contract 
or the individual policies, how is i t  handled?

.203 The special provisions o f section 4063.41 apply 
only where ind iv idua l policies or group annuity contracts 
are used exclusively. When you have a plan w ith  a sepa
rate fund, then you are in  the same position as w ith  a trust 
or deposit adm inistration plan. The ind iv idua l policy or 
the group annuity contract is ju s t pa rt of the to ta l opera
tion  of the plan. This plan would probably need an actuary 
—but may already have some actuarial help, perhaps from  
the insurance company to determine the amounts fo r the 
separate fund.

T he  n e x t page is  13,201.
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AC Section U4064
Deferred Compensation Contracts: 
Accounting Interpretations
1. Accounting fo r  Key-M an Life Insurance

.001 Question—Is  the “ ratable charge”  method of 
accounting fo r the cost o f nonterm life  insurance policies 
on corporate officers an acceptable accounting method?

.002 Answer—No, the ratable charge method is  not 
acceptable fo r use by a corporation to account fo r the cost 
of officers’ life  insurance policies. Under th is method, the 
net cost of the policy (to ta l premiums to be paid minus 
to ta l cash surrender value fo r a paid-up policy) is  amortized 
over the life  of the policy by the stra ight-line method, pro
ducing a “ level”  annual charge. The method assumes tha t 
a c ritica l unknown—the length of time an officer w ill remain 
in  the corporation’s employment—can be predicted w ith  
much greater certa inty than is usually justifiable. I f  the 
policy should be discontinued p rio r to the payment o f a ll 
scheduled premiums (fo r example, because o f term ination 
o f the officer’s employment or a change in  management’s 
policies), the ratable charge method would result in  a 
“ w rite o ff”  o f a large unamortized deferred charge.

.003 The generally accepted method o f accounting fo r 
nonterm insurance on the life  o f a corporate officer is  to 
charge the increase in  the cash surrender value o f the policy 
to an asset account and to charge the rem aining balance of 
the annual premium to expense. Advocates o f the ratable 
charge method cite the large charges to  expense under the 
generally accepted method in  the early years o f a po licy as 
being too conservative and inconsistent w ith  the “ match
ing ”  and “ going concern”  concepts in  accounting.

.004 A dm itted ly the generally accepted method is  con
servative, but i t  reflects the economic realities o f the trans
action. And “ m atching”  should not be confused w ith  
“ leveling.”  F ina lly , the going concern concept recognizes 
th a t businesses continue in  existence, but the fact th a t a 
business continues is  not an argument fo r deferring costs 
unless a fu tu re  period w ill in  fact be benefited.

[Issue Date: November, 1970.]

T he  n e x t page is  13,301.
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Accounting for Income Taxes:
Accounting Interpretations 
of Section 4091
1. Accounting fo r Income Tax Surcharge Rate Changes

[.001—.005] (Deleted)

INTRODUCTION
2. Historical Development

.006 The issuance of section 4091, Income Taxes, 
represents the culm ination of many years of study and con
sideration. Section 4091 is the most complete and author
ita tive  statement ever issued on the subject. In  many re
spects, i t  is a codification of practices followed by many 
companies in  the past, although these practices were not 
necessarily expressed in  official pronouncements.

.007 The principa l problems in  accounting fo r income 
taxes arise from  transactions tha t affect the determ ination 
of net income fo r financial accounting purposes in  one re
porting  period and the computation of taxable income in  
a different reporting period. The practice of interperiod a l
location of income taxes has evolved fo r more than twenty- 
five years, pa rticu la rly  since the enactment of the United 
States In terna l Revenue Code of 1954 which perm itted the 
use of accelerated depreciation methods fo r tax purposes.
As would he expected when an accounting procedure de
velops over a long period of time, various approaches to 
allocation have been followed by different companies. The 
objective of section 4091 is to provide guidelines to cover 
the recognition and presentation of income taxes in  finan
cial statements.

.008 A fte r several years of research by Professor 
Homer A . Black, w ith  the assistance of the Accounting 
Research D ivision of the American Ins titu te  of Certified 
Public Accountants, Accounting Research Study No. 9, In 
terperiod Allocation of Corporate Income Taxes, was pub
lished in  May 1966. Concurrent w ith  publication of the
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Study, a subcommittee of the Accounting Principles Board 
began consideration of the subject. The subcommittee pre
sented a point outline of the substantive issues involved fo r 
consideration by the Board before d ra fting  section 4091. 
Numerous discussions were held w ith in  the Board, w ith  
extensive consideration by the subcommittee between 
Board meetings.

.009 In  the summer of 1967, the subcommittee held 
inform al meetings w ith  more than twenty industry associa
tions, user groups, and government agencies.

.010 Subsequently, a public exposure d ra ft of section 
4091 was distributed to members of the A IC PA, listed com
panies, and others. Approxim ately 1,000 letters of comment 
were received and considered by the Board. A  substantial 
number of the letters objected to a proposed requirement 
tha t realized investment credits be deferred and amortized 
over the life  of the related property. As a result and in  
order to perm it fu rthe r study, pa rticu la rly  of transition 
problems, the Board deleted tha t section from  the proposed 
section. Accordingly, section 4094, dealing w ith  the “  In 
vestment C redit” , continues in  effect.

.011 Section 4091 was issued in  December 1967, effec
tive  fo r fiscal periods beginning a fte r December 31, 1967.
The conclusions significantly m odify the views previously 
expressed by the predecessor Committee on Accounting 
Procedure and by the Board and vary in  some im portant 
respects from  the recommendations of Accounting Re
search Study No. 9.
3. Subjects Included in Section 4091

.012 Section 4091 reaffirms the general concept that 
“ income taxes are an expense of business enterprises earn
ing income subject to tax.”  By definition, income taxes 
include taxes based on income determined under provi
sions of the United States In terna l Revenue Code and 
foreign, state and other taxes (including franchise taxes) 
based on income.1

.013 The m ajor subjects covered by section 4091 are 
(1) interperiod allocation of income tax expense because of

1 In  some situations (such as for the State o f California), application of 
section 4091 requires the current accrual of certain taxes measured by in
come in the years the income is earned, even though the taxes constitute a 
fee fo r the privilege of doing business in a succeeding period and are pay
able in that period.
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tim ing  differences, (2) accounting fo r operating loss carry
backs and carryforwards, and (3) financial statement pre
sentation of income taxes, including allocation w ith in  a 
period (intraperiod allocation).

.014 The Board also reaffirmed its  conclusion, ex
pressed in  section 4092, that deferred taxes should not be 
accounted fo r on a discounted basis pending fu rthe r study 
of the broader aspects of discounting as i t  is related to 
financial accounting in  general.

.015 Section 4091, as in  the case of a ll other Opinions 
of the Board, is not intended to apply to im m aterial items.

4. Exclusions from  the Section
.016 As mentioned previously, accounting fo r invest

ment credits continues to be governed by section 4094. 
However, in  applying section 4091, consideration should be 
given to the effect of investment credits in  certain situa
tions not covered in  those sections, as discussed in  this 
article.

.017 Section 4091 applies to a ll other aspects of ac
counting fo r income taxes and to a ll industry situations 
except as specifically indicated.

.018 Section 4091 does not apply to regulated in 
dustries in  those circumstances where the standards de
scribed in  section 6011 are met. Section 6011 states that 
there may be differences in  the application of generally 
accepted accounting principles to regulated industries be
cause of the effect of the rate-making process and that 
d ifferent treatments, therefore, may be necessary in  order 
to achieve an appropriate matching of expenses and reve
nues.

.019 The Board deferred consideration of the special 
problems of allocation among components of a business en
terprise pending resolution of the broader problems of 
recognition and allocation of a ll revenues and expenses in  
these situations. (As amended, effective after December 31, 
1973, by APB Opinion No. 28, In terim  Financial Reporting.)

.020 In  section 4095, Accounting fo r Income Taxes— 
Special Areas, the Board has examined the characteristics 
of the tax consequences of transactions in  four special areas
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and sets fo rth  its  conclusions on appropriate accounting 
treatments. The four special areas are: (1) undistributed 
earnings of subsidiaries, (2) “ general reserves”  of stock 
savings and loan associations, (3) amounts designated as 
“ policyholders’ surplus”  by stock life  insurance companies, 
and (4) income from  investments in  corporate jo in t ven
tures accounted fo r by the equity method in  accordance 
w ith  section 5131, The Equity Method of Accounting fo r 
Investments in  Common Stock. [As amended by APB 
Opinion No. 23, December, 1971.]

.021 One specialized industry situation having tax con
sequences somewhat sim ilar to those fo r tim ing  differences 
has been excluded pending fu rthe r study. This situation 
has certain unique aspects which create problems in  the 
measurement and recognition of its  tax consequences. The 
exclusion is deposits in  statutory reserve funds by United 
States steamship companies. Section 4091 is, however, ap
plicable to this industry in  a ll other respects including 
tim ing  differences. [As amended by APB Opinion No. 23, 
December, 1971. As modified, effective fo r financial state
ments issued on or after December 1, 1975, by FASB State
ment No. 9.]

INTERPERIOD TAX ALLOCATION
5. Objective

.022 Section 4091 adopted the comprehensive alloca
tion  concept which requires interperiod allocation of in 
come taxes in  the case of a ll m aterial tim ing  differences, 
both recurring and nonrecurring. The objective of in te r
period allocation of income taxes is to match the income 
tax expense reported in  an income statement fo r a specific 
period w ith  the revenues and other expenses reported fo r 
that period. Stated another way, reported income tax 
expense should represent the tax effects or tax conse
quences of the revenues and expenses included in  income 
before income taxes (which is referred to in  section 4091 as 
“ pretax accounting income” ).

.023 The Board rejected the p a rtia l allocation view
point which generally would require interperiod allocation 
only fo r nonrecurring differences. Under p rio r pronounce
ments of the Committee on Accounting Procedure, inter-
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period allocation was required fo r nonrecurring differences 
and fo r some but not a ll recurring differences.2 Practice 
bad been mixed w ith  regard to types of recurring d iffe r
ences where allocation was not specifically required under 
p rio r pronouncements.   * 1

2 AR B No. 43, Chapter 10, Section B, Taxes: Income Taxes, paragraph
1, stated that “ The section does not apply where there is a presumption 
that particular differences between the tax return and the income statement 
w ill recur regularly over a comparatively long period of time."
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6. A lternative Methods Considered by the APB

.024 Section 4091 adopted the deferred method of ap
p lying tax allocation and rejected the alternatives—the 
lia b ility  and the net of tax methods.3 The three methods are 
discussed in  deta il in  Accounting Research Study No. 9 and 
are summarized in  section 4091. Each o f the three methods 
was considered by the Accounting Principles Board in  its  
deliberations.

.025 Generally, the same amount of net income would 
be reported under each of the three tax allocation methods 
i f  tax rates never changed or no new taxes were imposed.
The effect on net income of changes in  tax rates or the im 
position of new taxes, however, w ill vary depending upon 
which of the three methods is used. Also, the net of tax 
method may yield different net income amounts when de
preciation or amortization expense is capitalized or includ
ed in  inventories and treated as a cost of fu ture periods. 
Financial statement presentation varies depending upon 
the method used.

.026 The deferred method of allocation “ . . . is a 
procedure whereby the tax effects of current tim ing d iffe r
ences are deferred currently and allocated to income tax 
expense of fu ture periods when the tim ing  differences 
reverse. The deferred method emphasizes the tax effects of 
tim ing  differences on income of the period in  which the 
differences originate. The deferred taxes are determined 
on the basis of the tax rates in  effect at the time the tim ing 
differences originate 4 and are not adjusted fo r subsequent 
changes in  tax rates or to reflect the im position of new 
taxes.”  The tax effects of transactions which reduce taxes

3 P rio r pronouncements permitted the use of any o f the three methods— 
deferred, liability or net of tax. For example, see AR B  No. 43, Chapter 9,
Section C, Depreciation: Emergency Facilities—Depreciation, Amortization
and Income Taxes (paragraphs 11-13); AR B  No. 44 (Revised), Declining- 
balance Depreciation (paragraphs 4, 5, 7 and 10); AR B  No. 51, Consolidated 
Financial Statements (paragraph 17); APB  Opinion No. 5, Reporting of 
Leases in Financial Statements o f Lessee (paragraph 21), and APB  Opinion 
No. 6, Status o f Accounting Research Bulletins (paragraph 23).

4 The Revenue and Expenditure Control Act of 1968, which became 
law on June 28, 1968, imposes a 10% income tax surcharge retroactive to 
January 1, 1968 fo r corporations. The surcharge should be considered for 
financial accounting purposes under section 4091 as a change in tax rates 
effective as of that date even though it  may be only a temporary change. 
Accordingly, the tax effects of tim ing differences originating in a taxable 
period subject to the surcharge should be computed as i f  the law had 
actually been in effect on January 1, 1968. (Also see section U  4091.001.)
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currently payable (or create a refund of taxes because of 
a loss carryback) are treated as deferred tax credits; the 
tax effects of transactions which increase taxes currently 
payable (or reduce the amount of a refund of taxes because 
of a loss carryback) are treated as deferred tax charges.
Such deferred credits and charges are amortized to income 
tax expense in  fu ture years as the orig inal tim ing d iffe r
ences reverse and enter in to  the determ ination of pretax 
accounting income.

.027 Advocates of the lia b ility  method consider in 
come tax expense fo r a period to represent the taxes paid or 
to be paid on the components of pretax accounting income. 
Differences between tax expense fo r accounting purposes 
and taxes currently payable, which result from  tim ing  d if
ferences, are viewed as either lia b ilitie s  fo r taxes payable 
in  the future, or assets fo r prepaid taxes. Under the lia b il
ity  method, taxes are computed at the rates in  effect or 
expected to be in  effect when the components of pretax 
accounting income are reported in  an income tax return. 
Adjustments of the lia b ility  or prepaid accounts are made 
whenever tax rates change or new taxes are imposed.

.028 The advocates of the net of tax method consider 
that tax allocation (determined by either the deferred or 
lia b ility  methods) should give exp lic it recognition to the 
fact tha t ta xa b ility  and tax deductib ility  are factors in  the 
valuation o f assets and lia b ilitie s  and the related revenues 
and expenses. Under the net of tax method, deferred tax 
accounts are not presented separately in  the balance sheet, 
but instead are shown as reductions of the related assets 
and liab ilities . Also, some advocates of the net of tax 
method would fo llow  a sim ilar procedure in  the income 
statement and show the income statement effects of tax 
allocation as adjustments to the related revenue and ex
pense accounts.

.029 Under either the deferred or the lia b ility  
methods, i t  is possible to determine from  the financial state
ments the effects of tax allocation; th is is not possible under 
the net of tax method w ithout extensive additional disclo
sures.

.030 The deferred method is considered to be prefer
able to the lia b ility  method because, although deferred
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tax charges and deferred tax credits are sim ilar in  some 
respects to receivables and payables, they do not represent 
receivables and payables in  the usual sense. Also, the 
deferred method has the practical advantage tha t i t  neither 
requires assumptions as to future tax rates or the imposi
tion of new taxes, nor does i t  require adjustments of balance 
sheet deferred tax accounts when tax rates change or new 
taxes are imposed.

.031 In  substance, the deferred method, being income 
statement oriented, measures the tax cost or tax benefit of a 
tim ing difference on the basis of the tax rates in  effect at 
the time the difference originates. The lia b ility  method, 
being balance sheet oriented, relates the cost or benefit to 
the amount actually payable or expected to be payable. For 
example, assume that a company owns one build ing and 
adopts accelerated depreciation fo r tax purposes and 
stra ight-line depreciation fo r accounting purposes. Under 
the deferred method, the tax effects would be equal to the 
reduction or increase in  income taxes payable attributable 
to the difference between depreciation claimed fo r tax pur
poses and the amount recognized fo r accounting purposes.
Under the lia b ility  method, the tax effects would be based 
on the taxes expected to be payable over the period in  which 
the property w ill be held. Conceivably, such tax effects 
could be computed at “ capital gains’ ’ rates i f  there was an 
intention to dispose o f the property at a la te r date and i t  
was apparent tha t a capital gain would result.

.032 Deferred taxes re lating to an orig inating tim ing 
difference are computed, under the deferred method, as the 
difference in  income taxes payable that would result from  
(a) including the effect of the tim ing difference in  the cal
culation of income taxes payable and (b) excluding the 
effect of the tim ing difference from  such calculation.

.033 The deferred method may be applied to each 
ind iv idua l transaction or sim ilar transactions may be 
grouped. When sim ilar transactions are grouped, either (1) 
orig inating differences and reversing differences may each 
be considered separately, or (2) the orig inating and revers
ing differences may be combined.

.034 Differences between pretax accounting income 
and taxable income may be either “ tim ing  differences”
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which require interperiod tax allocation or “ permanent 
differences”  which do not require interperiod tax alloca
tion. The d istinction between tim ing  differences and per
manent differences can best be explained by considering the 
technical definitions included in  section 4091 together w ith  
specific examples.

7. Timing Differences

.035 Tim ing differences are defined as—
“ Differences between the periods in  which trans
actions affect taxable income and the periods in  
which they enter in to  the determ ination o f pretax 
accounting income. T im ing differences originate 
in  one period and reverse or ‘ tu rn  around’ in  one 
or more subsequent periods. Some tim ing  d if
ferences reduce income taxes tha t would other
wise be payable currently; others increase income 
taxes tha t would otherwise be payable currently.”

.036 When tim ing differences occur, the income tax 
currently payable as shown on the income tax return fo r a 
period may not be the appropriate amount of income tax 
expense to match w ith  the pretax accounting income fo r 
the period. In  order to obtain proper matching, i t  is usually 
necessary to report as income tax expense an amount tha t 
is more or less than income taxes currently payable. In  
substance, section 4091 requires the recognition of the tax 
effects as income tax expense in  the same periods as the 
related transactions are recognized in  the determ ination of 
net income fo r financial accounting purposes. The cumula
tive  effects of tim ing  differences at any date appear in  the 
balance sheet as deferred taxes—either deferred charges 
or deferred credits.

.037 Transactions which give rise to tim ing d iffe r
ences are classified in to  four categories— (1) revenues or 
gains taxed after accrual fo r accounting purposes, (2) ex
penses or losses deducted fo r tax purposes after accrual 
fo r accounting purposes, (3) revenues or gains taxed before 
accrual fo r accounting purposes, and (4) expenses or losses 
deducted fo r tax purposes before accrual fo r accounting 
purposes.

.038 For example, the gross p ro fit on installm ent sales 
is custom arily recognized fo r accounting purposes at the
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time of sale. However, under certain circumstances, i t  is 
possible to defer the inclusion of gross p ro fit in  taxable 
income u n til subsequent periods when the receivables aris
ing from  the installm ent sales are collected. Thus, in  the 
period o f sale, an orig inating tim ing  difference occurs be
cause gross p ro fit is included in  accounting income, but not 
in  taxable income. In  subsequent periods, a reverse tim ing 
difference occurs when the installm ent accounts receivable 
are collected and gross p ro fit is recognized in  the tax re
turns but not in  the accounts.

.039 A  sim plified illus tra tion  of an orig inating tim ing 
difference is presented below. The illus tra tion  assumes that 
a company has sold merchandise on the installm ent basis 
fo r the firs t time and recognizes the gross p ro fit thereon fo r 
accounting purposes at the time of sale but elects the in 
stallment method fo r tax purposes.
Year 1

Pretax accounting incom e............... ....................  $1,000,000
Gross margin on uncollected installment sales a t

end o f y e a r.............................. 200,000

Taxable income .........................................................  $ 800 ,000

Taxes estimated to be payable (assuming a  48%
rate less surtax exem ption)................................  $ 377,500

Charge equivalent to  reduction in income taxes 
arising from installment method o f reporting fo r 
tax purposes (excess o f 48%  o f $1,000,000, 
less $6,500, over $377,500; o r 4 8 %  o f 
$200,000) ............................................................... 96 ,000

Income tax expenses as shown in income state
ment ........................................................................  $ 473,500

.040 A  deferred tax is amortized when the reverse 
tim ing  difference takes place. Thus, in  the case o f insta ll
ment sales, as the installm ent receivables are collected, and 
the gross p ro fit is recognized fo r tax purposes, income tax 
expense is reduced by the am ortization o f the deferred tax 
credits previously recorded.

.041 Continuing the preceding illus tra tion , the amor
tization of deferred taxes related to the reverse tim ing 
difference appears as follows:
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Year 2

Pretax accounting incom e........................................ $1,000,000
Gross margin on p rio r year’s sales collected

during the current y e a r........................................ 200,000

Taxable income .........................................................  $1 ,200,000

Taxes estimated to be payable (assuming a 48 % 
rate less surtax exemption plus 10%  sur
charge) ...................................................................  $ 626,450

Amortization o f deferred taxes set up in prior
year (c re d it ) ...........................................................  (96,000)

Income tax expenses as shown in income state
ment .....................................  .............................. $ 530,450

.042 These illustra tions show the effect of a tim ing 
difference arising from  the use of the installm ent method 
fo r tax purposes and the effect of a change in  the tax rate.

.043 In  a typ ica l case where installm ent sales occur 
each year, there would be both orig inating differences and 
reversing differences each year. Accordingly, the increase 
or decrease in  the deferred tax credit balance would be the 
combination of the tax effects from  orig inating differences 
and the tax effects of reversing differences. Thus, income 
tax expense appearing in  the financial statements m ight be 
higher or lower than taxes currently payable.

.044 I t  should be noted tha t at least two periods are 
affected by each in itia l tim ing difference—the period in  
which the difference originates and a subsequent period (or 
periods) when the in itia l difference reverses.

.045 Another example of a re la tive ly simple k ind  of 
recurring tim ing difference is a provision fo r product war
ranty expenses which originates in  one period and reverses 
in  one or more future periods. The provision is recorded 
fo r accounting purposes during the period when the war
rantied products are sold. However, an income tax deduc
tion is not allowed u n til the period when expenditures under 
the warranty are made. For the period when the tim ing 
difference originates, w arranty expense fo r accounting pur
poses exceeds w arranty expense fo r tax purposes; and, 
consequently, taxable income is greater than pretax ac
counting income and income taxes payable are greater than

AC § U 4091.045A IC P A  Professional Standards



13,312 Accounting Interpreta tions

income tax expense fo r accounting purposes. In  effect, a 
portion of the income taxes is prepaid. D uring a subse
quent period a reverse tim ing  difference occurs when ex
penditures under the w arranty are made. In  the period of 
reversal, w arranty expense fo r tax purposes exceeds war
ranty expense fo r accounting purposes; consequently, tax
able income and income taxes are reduced.

.046 In  the not uncommon situation where the war
ranty period runs fo r more than one year, the reverse tim ing 
differences occur in  part during each year of the w arranty 
period. Under these circumstances, the to ta l of the reverse 
tim ing differences fo r several periods w ill be equal to the 
orig ina l tim ing  difference occurring during the period when 
the warrantied products were sold. In  many cases i t  w ill 
be impracticable to relate recurring orig inating tim ing 
differences to the reverse tim ing  differences because of the 
number of transactions involved. This problem becomes 
particu la rly  im portant when the tax rates applied to o rig i
nating differences change from  period to period. In  these 
cases an a rb itra ry  assumption as to reversal may be neces
sary. Application of either firs t-in , first-out, or averaging 
techniques would be appropriate in  these situations.

.047 A  more complex example of tim ing difference 
occurs when an accelerated method of depreciation is used 
fo r tax purposes, while the stra ight-line method is used fo r 
accounting purposes. In  such cases, the depreciation ac
counting fo llow ing the purchase of a u n it of depreciable 
property results in  orig inating tim ing  differences each 
period fo r a number of periods during which tax depreci
ation exceeds accounting depreciation. In  la ter periods 
reverse tim ing  differences occur as accounting depreciation 
exceeds tax depreciation. The reversal period is, o f course, 
known. Even fo r th is type of tim ing  difference, however, 
an a rb itra ry  flow assumption—either firs t-in , first-out or 
averaging—may be necessary in  order to relate specific 
reverse tim ing  differences to specific orig inating tim ing 
differences. The problems of specific identification of re
verse tim ing  differences w ith  orig inating tim ing  differences 
become fu rthe r complicated i f  not impossible, i f  a com
posite rate of depreciation is used fo r a group of assets, 
the ind iv idua l units o f which have different life  cycles.
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8. Permanent Differences
.048 Permanent differences are defined as—

“ Differences between taxable income and pretax 
accounting income arising from  transactions that, 
under applicable tax laws and regulations, w ill 
not be offset by corresponding differences or ‘ tu rn  
around’ in  other periods.”

.049 T im ing differences involve both an orig inating 
difference and, subsequently, a reverse difference. D iffe r
ences between accounting and taxable income, however, are 
permanent i f  an orig inating difference is never followed by 
a reverse difference. Interperiod tax allocation should not 
be applied to permanent differences because the amount o f 
income tax payable is the proper income tax expense to 
match w ith  the revenues and other expenses reported fo r 
the period in  which the differences occur.

.050 Permanent differences may arise under the tax 
law because specified revenues are exempt from  taxation or 
specified expenses are not deductible. Examples o f exempt 
revenues are life  insurance proceeds and interest on m unici
pal obligations. Examples o f non-deductible expenses are 
premiums paid on officers’ life  insurance and fines. Amor
tiza tion of goodw ill recorded fo r accounting purposes gives 
rise to a permanent difference i f  i t  is not deductible fo r tax 
purposes.

.051 Permanent differences also arise i f  items enter 
into the determ ination o f taxable income but are never 
recognized in  determ ining accounting income. Examples 
are th e excess of statutory depletion over cost depletion and 
the special deduction fo r certain dividends received which 
are recognized fo r tax purposes but not fo r accounting 
purposes.

.052 A  permanent difference also results i f  d ifferent 
bases o f carrying property fo r accounting purposes and fo r 
tax purposes produce amounts fo r depreciation or amor
tization different fo r tax purposes than fo r accounting 
purposes. Also, gains or losses fo r tax purposes upon dis
positions of such property may d iffe r from  those recognized 
fo r accounting purposes. D ifferent bases fo r property fre 
quently result from  write-downs of assets in  a reorganiza
tion. D ifferent bases may also occur from  business 
combinations accounted fo r as purchases and treated as
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tax-free exchanges or from  business combinations ac
counted fo r as poolings of interests and treated as taxable 
exchanges. S im ila rly, in  the case of a donation of property, 
accounting expense could be recorded on the basis of the 
net carrying amount of the property whereas the tax deduc
tion would be fo r the fa ir value on the date of g ift.

[.053] [Superseded, effective fo r fiscal periods begin
ning a fte r December 31, 1972, by APB Opinion No. 25.]
(See section 4062.)

[.054] [Superseded, effective fo r fiscal periods begin
ning a fte r December 31, 1972, by APB Opinion No. 25.]
(See section 4062.)

.055 In  summary, tax benefits or tax costs related to 
transactions affecting income fo r a period should be re
flected in  the income statement fo r tha t period. I f  there 
are no tim ing  differences affecting income fo r a period, the 
income statement w ill show only the taxes estimated to be 
payable fo r the period as income tax expense; any tax 
benefits or tax costs related to permanent differences oc
curring in  the period pertain to  tha t period.

9. Computation o f Deferred Taxes
.056 Section 4091 requires that “ The tax effect of a 

tim ing  difference should be measured by the d ifferentia l 
between income taxes computed w ith  and w ithout inclusion 
o f the transaction creating the difference between taxable 
income and pretax accounting income.”  In  computing such 
differentials, “ taxable income”  is defined as “ the excess of 
revenues over deductions or the excess o f deductions over 
revenues to be reported fo r income tax purposes fo r a 
period”  except tha t “ deductions”  do not include loss carry
backs or loss carryforwards. Accordingly, in  theory, a 
separate computation is required fo r each orig inating  tim 
ing difference in  order to determine what the tax would 
have been both w ith  and w ithout including the tim ing  d if
ference. In  practice, the same result w ill often be obtained 
i f  the current tax rate is sim ply applied to the amount of the 
tim ing  difference. In  some cases, however, the same result 
w ill not be obtained by use o f the “ short-cut”  approach. 
Differences may result from  the effect of the investment 
credit or a foreign tax credit, the existence of an operating
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loss fo r the period, or the fact tha t an operating loss would 
be incurred i f  a tim ing  difference is  excluded.

.057 Two alternative approaches to the computation 
o f the tax effects of tim ing  differences are set fo rth  in  
section 4091.36, which states:

“ In  computing the tax effects referred to  in  
paragraph .35 tim ing  differences may be con
sidered ind iv idu a lly  or sim ila r tim ing  differences 
may be grouped. The net change in  deferred taxes 
fo r a period fo r a group o f sim ila r tim ing  d iffe r
ences may be determined on the basis o f e ither (a) 
a combination o f amounts representing the tax 
effects arising from  tim ing  differences orig inating 
in  the period a t the current tax rates and reversals 
o f tax effects arising from  tim ing  differences o rig 
ina ting  in  p rio r periods a t the applicable tax rates 
reflected in  the accounts as of the beginning o f 
the period; or (b) i f  the applicable deferred taxes 
have been provided in  accordance w ith  th is  sec
tion  on the cumulative tim ing  differences as o f the 
beginning o f the period, the amount representing 
the tax effects a t the current tax rates o f the net 
change during the period in  the cumulative tim ing  
differences.”
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.058 S im ilar tim ing differences refer to ind ividua l 
tim ing  differences which arise from  the same kinds of 
transactions. For example, a ll differences between account
ing depreciation and tax depreciation may be grouped to
gether as sim ilar differences even though they may relate 
to many ind iv idua l assets acquired during various years.
Also, differences between accounting and taxable income 
arising from  deferral fo r tax purposes of gross m argin on 
installm ent sales may be grouped together as sim ilar d if
ferences even though they may represent many ind ividua l 
sales occurring over a number of d ifferent periods. How
ever, depreciation tim ing differences should not be com
bined w ith  gross margin tim ing differences.

.059 For convenience, the method of computation set 
fo rth  in  (a) in  the preceding quotation is referred to as the 
“ gross change method,”  because, fo r each group o f sim ilar 
tim ing  differences, separate computations are made fo r the 
tax effects of orig inating differences based on current tax 
rates and fo r the tax effects of reversing differences at the 
applicable tax rates reflected in the accounts at the begin
ning of the period. The method of computation described 
under (b) is referred to as the “ net change method,”  be
cause a single computation is made at the current tax rates 
fo r the net cumulative effect of both orig inating and revers
ing differences occurring during a period re la ting to a 
particu lar group of sim ilar tim ing  differences.

.060 For each kind of “ s im ila r”  differences, a com
pany may choose to compute deferred taxes either on ind i
vidual transactions or fo r groups of transactions and in  the 
la tte r case by either the gross change or net change meth
ods. Once chosen, the same method should be consistently 
employed fo r the specific kind of sim ilar differences. I f  the 
method o f computation is changed, a consistency exception 
w ill be required in  the aud ito r’s report where the effect is 
material.

.061 Under a ll three methods of computation (in d i
vidual transaction, gross change, or net change) the tax 
effect is based on a d ifferentia l calculation.6 Under either  

6The calculation should take into consideration all taxes based on in
come—United States, foreign, state and local. As a practical matter, where 
companies are subject to a number of jurisdictions which have income
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the ind iv idua l transaction or the gross change methods the 
reversal of tax effects of tim ing  differences orig inating 
p rio r to the effective date of section 4091 may be recognized 
only i f  the applicable deferred taxes had been provided fo r 
in  accordance w ith  section 4091 either in  the p rio r periods, 
or retroactively as of the effective date of section 4091. The 
net change method may be employed only i f  the deferred 
taxes applicable to the net cumulative differences of p rio r 
periods were provided in  those periods or retroactively 
as of the effective date of section 4091.

.062 The provisions discussed in  the preceding para
graphs were included in  section 4091 so tha t a company that 
was not applying interperiod tax allocation fo r any particu
la r kind of tim ing difference p rio r to the effective date of 
section 4091 could not use the tax effects of the reversal 
of tha t difference to offset deferred taxes required to be 
recognized fo r current orig inating tim ing differences.

.063 For example, assume tha t certain expenditures 
are capitalized when incurred and amortized in  subse
quent periods fo r accounting purposes, but are deducted 
when incurred fo r tax purposes, and tha t no provision 
has been made in  the past fo r the applicable deferred 
taxes. A fte r the effective date of section 4091, deferred 
tax credits (equivalent to the tax benefits received) 
must be provided by a charge against income w ith  
respect to any expenditures which are capitalized fo r ac
counting purposes but are claimed as tax deductions in  the 
period of expenditure. However, as these costs which were 
capitalized p rio r to the effective date of section 4091 are 
amortized during periods after the effective date, the tax 
effects of such reverse tim ing  differences may not be con
sidered as a reduction of the provision fo r deferred taxes 
required fo r differences orig inating after the effective date. 
[As modified, effective fo r fiscal years beginning on or 
a fter January 1 , 1975, pursuant to FASB Statement No. 2.] 
(See section 4211.)

.064 Illustra tions of the procedures followed in  com
puting deferred taxes comparing the gross change method 
w ith  the net change method are presented in  Exhibits I  
and I a. They are not intended as typ ica l illustra tions but
taxes, the rates to be used in  the calculation are often determined by in
creasing the United States income tax rate by a percent equivalent to the 
effect of the taxes imposed by the other jurisdictions.
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rather to illustra te  some of the complications that may be 
encountered in  practice. The illustra tions also demonstrate 
tha t the current provision fo r deferred taxes is not neces
sarily the amount obtained by applying the current statu
to ry  tax rate to the amounts of the tim ing differences.

10. Am ortization o f Deferred Taxes
.065 The amortization of deferred taxes upon reversal 

of nonrecurring tim ing differences usually presents no 
special problems. I f  the entire reverse tim ing  difference 
occurs during one period subsequent to the period of o rig i
nation, the entire deferred tax set up at the tim e of orig ina
tion is amortized to income tax expense during the period 
of reversal. I f  the tim ing difference reverses over two or 
more periods, the deferred tax recognized at the time of 
orig ination is amortized in  each o f the subsequent periods 
of reversal in  proportion to the amount of the reverse tim 
ing difference in  each period re lative to the to ta l o rig inal 
tim ing  difference.

.066 Sometimes when the gross change method of 
computing deferred taxes is employed fo r recurring tim ing 
differences, i t  may be possible to associate specific reverse 
tim ing  differences w ith  specific orig inating tim ing  d iffe r
ence. Under such circumstances, the amortization of de
ferred taxes is sim ilar to tha t previously described fo r 
nonrecurring tim ing  differences. There are instances of re
curring tim ing  differences, however, in  which i t  is not 
possible to associate a specific reverse difference w ith  a 
specific orig inating difference. Often in  such circumstances 
the to ta l deferred tax account applicable to the particu lar 
type of, or group of sim ilar, tim ing  differences has been 
accumulated over a number of years at varying rates. I t  is 
appropriate in  such circumstances to amortize a portion of 
the aggregate deferred tax balance at the beginning of the 
period by use of either the first-in , first-out flow assumption 
or the average rate assumption.

.067 Under the first-in , first-out assumption, the earli
est additions to the deferred tax account are amortized 
firs t. Application of the first-in , first-out assumption re
quires a record of amounts of deferred taxes by year of 
addition. Under the average rate assumption, the amount 
of deferred tax amortized is determined by applying the
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ra tio  of aggregate deferred taxes to aggregate tim ing d if
ferences at the beginning of the period, to the amount of 
the reverse tim ing difference during the period. The prac
tice adopted fo r amortization of deferred taxes, where spe
cific identification is not possible, should be consistently 
followed; otherwise, i f  the effect is m aterial a consistency 
exception w ill be required in  the auditor’s report.

.068 Am ortization procedures are different when the 
net change method of computing deferred taxes is em
ployed. Under the net change method no am ortization of 
deferred taxes is recorded fo r periods in  which the aggre
gate tim ing  differences increase. In  each period in  which 
the aggregate tim ing differences decrease, deferred taxes 
are amortized. Such am ortization is computed as the d if
ference between income tax on taxable income and income 
tax on taxable income less the reduction in  aggregate tim 
ing differences. The amortization of deferred taxes, how
ever, cannot exceed the amounts previously provided. In  
a period when reversal of a ll tim ing  differences of a par
ticu la r type occurs, the entire related deferred tax account 
should be amortized regardless of the amount determined 
under the d ifferentia l computation. For example, a com
pany tha t has been using the installm ent method of account
ing fo r gross m argin on installm ent sales fo r tax purposes 
may decide to abandon the installm ent method by selling 
a ll installm ent receivables. The entire amount of deferred 
tax credits relative to installm ent sales which was carried 
over from  the preceding period should then be amortized.
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.069 EXHIBIT I

COMPUTATION OF DEFERRED TAXES UNDER 
ALTERNATIVE APPROACHES FOR 

TWO KINDS OF TIMING DIFFERENCES
Assumptions

1. A ll prio r deferred taxes are a t an average ra te  o f 4 8 %
2. Current period tax rate is 4 8%  less surtax exemption o f $6 and plus 10%  surcharge
3. Current period investm ent c red it is $0

Gross Change Net Change 
M ethod M ethod

Computation of taxable income
Pretax accounting in co m e ...

(thousands o f do llars) 

$500 $500
Tim ing differences from  use of accelerated depreciation fo r  tax 

purposes and s tra igh tline  depreciation fo r accounting pur
poses:

Originating— tax depreciation in excess o f accounting
dep rec ia tion . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  (500)

Reversing— accounting depreciation in excess o f tax de
preciation . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  100

Net change . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (400)
Tim ing differences from  use of insta llm ent method fo r  tax pur

poses and accrual method fo r accounting purposes:
Originating— gross margin on curren t period sales uncol

lected a t end o f p e r io d . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Reversing— gross margin on prio r period sales collected 

during curren t p e r io d . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Net change . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Taxable in c o m e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

(300)

400
100

$200 $200

Computation of tax estimated to be currently payable
4 8 %  ra te . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 96 $ 96
Surtax exem ption . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  ( 6) ( 6)
10%  surch a rg e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  9 9

$ 99 $ 99
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Gross Change Net Change 
M ethod M ethod  

(thousands o f do llars)
Computation of deferred tax on depreciation timing difference

Taxable in c o m e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
O riginating or net change in depreciation tim ing  d iffe re n ce s .... 
Adjusted taxable income— “ w ithou t”  tim ing  d iffe re n ce s .. . . . . . .
Tax on adjusted taxable in com e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Tax curren tly  payab le . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
D ifferen tia l equivalent to  tax e ffects of tim ing  d ifferences to  be 

added to  deferred tax c r e d it . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Computation o f deferred tax on deferred 
gross margin tim ing  differences

Taxable in c o m e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
O riginating or net change in gross margin tim ing  d iffe re n ce s .... 
Adjusted taxable income— “ w ithou t”  tim ing  d iffe re n ce s .. . . . . . .

Tax on adjusted taxable in com e.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Tax curren tly  payab le . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
D ifferentia l equivalent to  tax e ffects of tim ing  d ifferences to  be 

added to  (or deducted from) deferred tax c re d it . . . . . . . . . . . . . . . .

Summary o f changes in deferred tax c red it balance
Additions to  deferred cred its  arising from  

orig ina ting  differences:
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Deferred gross m a rg in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
A rising from  increase in cum ulative depreciation d iffe r

ences . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Am ortization o f deferred cred its  arising from  

reversing differences:
Depreciation— (48%  of $ 1 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Deferred gross margin— (48%  of $ 4 0 0 ). . . . . . . . . . . . . . . . . . . . . . .
Net am ortization arising from  reduction in cum ulative de

fe rred  gross m a rg in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Net In c re a s e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$200
500

$200
400

$700 $600

$363 (a) 
99

$310 (a) 
99

$264 $ 211

$200
300

$200
(100)

$500 $100

$257 (a) 
99

$ 46 (a) 
99

$158 $(53)

$264
158

$ 211

( 48) 
(192)

( 53)
$182 (b) $158 (b)

Notes:
(a) 48% of adjusted taxable income (“ without" timing difference), less surtax exemption o f $6 and 

plus 10% surcharge.
(b) The difference between the net increase in the deferred tax credit balance of $182 under the 

gross change method and $158 under the net change method, or $24 (in effect 4.8% of $500, 
the aggregate amount of reversing timing differences) represents the effect o f using (1) under the 
gross change method the current tax rate fo r originating differences and the effective prior 
period rates for reversing differences and (2) under the net change method the current tax rate 
for the cumulative net effect o f both originating and reversing differences.
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.070 EXHIBIT la

COMPUTATION OF DEFERRED TAXES UNDER 

ALTERNATIVE APPROACHES FOR 

TWO KINDS OF TIMING DIFFERENCES

Assumptions
Same as Exhibit I, except curren t period investm ent c re d it is $50.

Gross Change Net Change 
M ethod M ethod

Computation of taxable income
Same as Exhibit I

(thousands o f do lla rs)

Computation of tax estimated to be currently payable

4 8 %  ra te  .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Surtax exem p tion . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
10%  s u rch a rg e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
A llowable investm ent c re d it . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Computation of deferred tax on depreciation timing difference

Taxable in c o m e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

O riginating o r net change in depreciation tim ing  d iffe re n ce s ....

Adjusted taxable income— “ w ithou t”  tim ing  d iffe re n ce s ......

Tax on adjusted taxable in co m e .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Tax curren tly  payab le .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

D ifferentia l equivalent to  tax e ffects  o f tim ing  differences to  
be added to  deferred tax c re d it . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$ 96 $ 96

( 6) ( 6)
9 9

( 50) ( 50)
$ 49 $ 49

200 $200

500 400

$700 $600

$313 (a) $260 (a)

49 49

$264 $211
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Gross Change N et Change 
M ethod M ethod
(thousands o f do llars)

Computation of deferred tax on 
deferred gross margin timing differences

Taxable in c o m e .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
O rig inating or net change in gross margin tim ing  d iffe re n ce s ....
Adjusted taxable income— "w ith o u t”  tim ing  d iffe re n c e s ......
Tax on adjusted taxable in com e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Tax curren tly  payab le . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
D ifferentia l equivalent to  tax e ffects o f tim ing  differences to 

be added to  (or deducted from ) deferred tax c re d it ...........

Summary of changes in deferred tax credit balance
Additions to  deferred cred its  aris ing from  

orig ina ting  differences:
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Deferred gross m a rg in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Arising from  increase in cum ulative depreciation d iffe r

ences . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Am ortization o f deferred cred its  aris ing from  

reversing differences:
Depreciation— (48%  of $ 1 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Deferred gross margin— (48%  of $ 4 0 0 ) . . . . . . . . . . . . . . . . . . . . . .
Net am ortization arising from  reduction in cum ulative de

fe rred  gross m a rg in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Net in c re a s e . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

$200 $200
300 (100)

$500 $100
$207 (a) $  10 (b )

49 49

158 $ (3 9 )

$264
158

$211

( 48) 
(192)

( 3 9 )
$182 $172 (c)

Notes:
(a) 48%  of adjusted taxable income (“ w ithout" tim ing difference), less surtax exemption o f $6, plus 

10% surcharge and less allowable investment credit o f $50.
(b) 48%  of adjusted taxable income (“ without”  timing difference), less surtax exemption o f $6, plus 

10% surcharge and less maximum investment credit of $36 ($25 plus 50% of the difference 
between $46 and $25).

(c) The difference between the net increase in the deferred tax credit balance under the net 
change method of $158 in Exhibit I and $172 in Exhibit la, or $14, arises from the influence of 
the investment credit. It should be noted that under the gross change method the fu ll investment 
credit o f $50 is utilized in all of the computations “ with and without inclusion o f the transac
tion creating the difference between taxable income and pretax accounting income.”  Under the 
net change method the utilization of the investment credit is limited to $36 in the computation 
of the tax effects o f deferred gross margin timing differences whereas $50 is utilized in the 
computation o f depreciation tim ing differences. (See section on “ Investment Credit Carrybacks 
and Carryforwards.” )
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OPERATING LOSSES
.071 Tax benefits are usually available when operat

ing losses are incurred. Such benefits are obtained either 
(a) from  refunds of taxes paid in  p rio r profitable years— 
by carryback of losses, or (b) as reductions of taxes other
wise payable in  fu ture profitable years—by carryforward 
of losses.7 The basic accounting concept of matching reve
nues and expenses suggests tha t i t  is appropriate to record 
the tax benefit from  an operating loss in  the income state
ment of the loss year.

11. Loss Carrybacks
.072 Refunds o f taxes paid in  p rio r years arising from  

carrybacks of operating losses should be recognized during 
the loss year. This is required to achieve proper matching 
inasmuch as current realization of the refund is assured. 
The refunds should be reflected in  the balance sheet as cur
rent assets.

.073 An illu s tra tio n  of the presentation of an operat
ing loss carryback, assuming tha t pretax accounting income
and taxable income are identical, follows.

Loss before refundable income taxes....................  $1 ,000,000
Refund o f p rio r years’ income taxes arising from

carryback o f operating loss................................  485,000

Net loss ........................................................................  $ 515,000
(Note: The refund should be computed a t the amount actually 
refundable regardless o f current tax  rates.)

.074 A  loss carryback may occur at a tim e when net 
deferred tax credits exist. Under these circumstances “ ap
propriate adjustments of existing net deferred tax credits 
may also be necessary in  the loss period.”  The tax effects 
of the loss carryback included in  the income statement 
should be based on income (loss) reported fo r accounting 
purposes rather than fo r tax purposes, the objective being 
to reflect in  income the carryback refund which would exist 
i f  there were no tim ing  differences. The difference between 
th is amount and the amount currently refundable should 
be added to or deducted from  the appropriate balance sheet 
deferred tax account. This is accomplished by recomput-

7 This section is also applicable to other unused deductions and credits 
that may be carried backward or forward in determining taxable income 
(for example, capital losses, contribution carryovers and foreign tax credits).
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ing the net deferred tax amounts fo r the carryback periods 
and the current period on a cumulative basis. Such com
putation is illustra ted in  E xh ib it I I .

.0 7 5 EXHIBIT II

APPLICATION OF LOSS CARRYBACK 
AGAINST EXISTING DEFERRED TAX CREDITS

Incom e (Loss) Before
Incom e Taxes_________ Incom e Tax Expense (C red it) Cum ulative Net

Year
A ccount

ing Taxable Current D eferred Tota l
D eferred Tax 

Credits
1 $ 15,000 $ 5,000 $ 2 ,5 0 0 $ 5,000 $ 7,500 $ 5,000
2 15,000 5,000 2,500 5,000 7,500 10,000
3 15,000 5,000 2,500 5,000 7,500 15,000
4 15,000 5,000 2,500 5,000 7,500 20,000
5 (35,000) (45,000) (7,500) (A) (10,000) (B) (17,500) 1 0 ,0 0 0 (C)
6 5,000 15,000 — 0—  (A) 2 ,500(D ) 2,500 12,500

Assumptions:
1. 50% tax rate for all years.
2. Surtax exemptions and investment credits ignored.

Notes:
(A) Taxes paid in years 2 ,3  and 4 aggregating $7,500 become refundable as a result o f the carryback 

o f the loss from year 5. No tax is payable in year 6 because of the loss carryforward from year 5.
(B) For years 2 through 5 cumulative accounting income is $10,000, which at a 50% rate requires 

a deferred tax credit of $5,000. Accordingly a reduction in deferred tax credits of $10,000 is 
required. In effect, a loss carryforward has been recognized to that extent. (See section on 
"Recognition of Carryforwards as Offset to Deferred Tax Credits.")

(C) The cumulative deferred tax credit at end of year 5 consists of $5,000 from year 1 plus $5,000 
fo r years 2 through 5.

(D) Represents the tax benefit ($2,500) of the loss carryforward to year 6 previously recognized in 
year 5.

12. Loss Carryforwards— Conflict o f Concepts
.076 The procedures applied to loss carryforwards 

d iffe r from  those applied to loss carrybacks. The existence 
of a carryforward means tha t a company has incurred oper
ating losses which exhausted benefits available from  carry
backs and which can be realized only as a carryforward. 
Usually a company in  a carryforward position is experienc
ing financial difficulties so serious tha t doubt exists as to 
future realization of the carryforward. In  such cases a 
company may not have shown profits in  any recent year— 
or in  its  entire history. The recording of the tax benefit of 
a loss carryforward during the loss year under such c ir
cumstances would be contrary to the accounting concept 
that revenues or gains should not be recognized i f  realiza
tion is doubtful.
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.077 Section 4091 takes the position, re lative to loss 
carryforwards, that the realization concept should take 
precedence over the matching concept. Therefore, loss 
carryforw ard benefits usually should be recognized only 
when realized through subsequent profitable operations. 
However, section 4091 also states that the fu ture  tax benefit 
o f a loss carryforw ard should be recorded as an asset dur
ing the loss year in  those cases where realization is assured 
beyond any reasonable doubt.

.078 In  the usual case of a loss carryforward—where 
realization is not assured beyond any reasonable doubt— 
tax benefits can be recognized only during subsequent years 
as they are realized. Thus, even though in  a period subse
quent to the loss year the fu ture realization of a carry
forw ard becomes assured beyond any reasonable doubt, i t  
is not permissible under section 4091 to recognize the future 
tax benefit u n til i t  is actually realized.

.079 When a loss carryforward is realized and recog
nized subsequent to the loss period, income statement pre
sentation is a problem. Under the matching concept, the 
benefit applies to the loss period and not to the period of 
realization; th is suggests retroactive adjustment of the loss 
period. However the crite ria  set fo rth  in  section 2014, P rio r  
Period Adjustments, greatly restric t p rio r period adjust
ments. Therefore, i t  is not appropriate to adjust the loss 
period retroactively. [As amended, effective fo r financial 
statements fo r fiscal years beginning a fter October 15, 1977, 
by FASB Statement No. 16.] (See section 2014.)

.080 In  order to keep w ith in  the crite ria  of section 
2012, i t  is necessary to include the tax benefit from  a loss 
carryforw ard in  the income statement of the year o f realiza
tion. However, because i t  seemed illog ica l to consider such 
a credit to be a pa rt of ordinary income, the Board decided 
tha t such tax benefits should be presented as extraordinary 
credits in  the year of realization. [A s amended, effective 
fo r events and transactions occurring a fte r September 30, 
1973 by APB Opinion No. 30.]
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.081 A  loss c a rry fo rw a rd  b e n e fit recogn ized  in  the  
ye a r re a lize d  co u ld  be p resented  as show n in  E x h ib it I I I .

.082 EXHIBIT III

RECOGNITION OF LOSS CARRYFORWARD 
BENEFIT IN YEAR REALIZED

Income before Income taxes and extraordinary item s...............  $1,000,000

Income tax expense:

Currently payab le .........................................  $200,000

Tax effect of loss carryforward........................ 300,000 500,000

Income before extraordinary item s........................................ $ 500,000

Extraordinary items:

Reduction of income taxes arising from carry
forward of prior years' operating lo s se s ........  $300,000

Loss on major devaluation of foreign currency (less 

applicable income tax of $ 100 ,000 ).............  (100,000) 200,000

Net incom e.......................................................................  $ 700,000

Assumptions:
1. 5 0 %  tax rate for all years.
2. Surtax exemptions and investment credits ignored.

13. Assurance Beyond Any Reasonable Doubt

.083 S ection  4091 p ro v id e s  th a t th e  fu tu re  ta x  b e n e fit 
o f a loss c a rry fo rw a rd  shou ld  be recogn ized  as an asset 
d u rin g  th e  loss p e rio d  i f  re a liz a tio n  is  “ assured beyond  
a n y  reasonab le d o u b t. ”  C onsequently, th e  m ean ing  o f the  
phrase  “ assured beyond a n y  reasonab le d o u b t”  is  q u ite  
im p o rta n t. I t  w as th e  B o a rd ’s in te n tio n  th a t re c o g n itio n  
o f fu tu re  ta x  bene fits  o f c a rry fo rw a rd s  shou ld  be re s tric te d  
to  unusua l cases.

.084 S ection  4091 c ites, b y  w a y  o f exam ple , c ircu m 
stances u n d e r w h ic h  c a rry fo rw a rd s  m ay be recogn ized  d u r
in g  the  loss ye a r as fo llo w s :

“ R e a liz a tio n  o f the  ta x  b e n e fit o f a loss c a rry 
fo rw a rd  w o u ld  appea r to  be assured beyond a n y  
reasonab le d o u b t w hen b o th  o f th e  fo llo w in g  con
d itio n s  e x is t: (a ) th e  loss re s u lts  fro m  an id e n ti
fia b le , is o la te d  and n o n re c u rrin g  cause and  the  
com pany e ith e r has been co n tin u o u s ly  p ro fita b le  
o ve r a lo n g  p e rio d  o r has su ffe re d  occasiona l 
losses w h ic h  w ere  m ore th a n  o ffse t b y  ta xa b le  
incom e in  subsequent years, and  (b ) fu tu re  ta x 
ab le  incom e is  v ir tu a lly  c e rta in  to  be la rg e  enough
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to  o ffs e t th e  loss c a rry fo rw a rd  and  w ill occu r 
soon enough to  p ro v id e  re a liz a tio n  d u r in g  th e  
c a rry fo rw a rd  p e rio d .”

.085 The use o f the  w o rds “ id e n tifia b le , iso la te d , and  
n o n re c u rrin g ”  in  th e  above q u o ta tio n  w as in te n d e d  to  ru le  
o u t re c o g n itio n  o f loss c a rry fo rw a rd s  re s u ltin g  fro m  gener
a lly  unsuccessfu l business o p e ra tio n s  o f an e n tity . T hus, 
o p e ra tin g  losses re s u ltin g  because o f depressed econom ic  
co n d itio n s  o r because o f changes in  consum er p re fe rences o r  
in  te ch n o lo g y  do n o t g ive  rise  to  a s itu a tio n  w here a fu tu re  
ta x  b e n e fit m ay be recogn ized . Loss c a rry fo rw a rd s  re s u lt
in g  fro m  the  in tro d u c tio n  o f p ro d u c ts  o r services w h ic h  
have n o t ach ieved  su ffic ie n t acceptance to  p roduce  p ro fits  
do n o t q u a lify  fo r  re c o g n itio n  p r io r  to  re a liz a tio n . Such  
n o n -re co g n itio n  o f loss c a rry fo rw a rd s  a p p lie s  b o th  to  com 
pan ies in  ex istence fo r  m any yea rs th a t have m oved in to  
a new  area o f business and to  n e w ly -fo rm e d  com panies in  
th e  deve lop m e n ta l stage.

.086 E xam p les o f the  k in d s  o f s itu a tio n s  g iv in g  rise  
to  loss c a rry fo rw a rd s  th a t m ay q u a lify  fo r  re c o g n itio n  d u r
in g  the  loss p e rio d  a re :

(1 ) Losses re s u ltin g  fro m  the  e x p ro p ria tio n  o f a 
fo re ig n  s u b s id ia ry , o r fro m  th e  abandonm ent o f one o f 
severa l o p e ra tio n s  w here the  c o n tin u in g  o pe ra tion s  are  
and have been p ro fita b le  and are  v ir tu a lly  c e rta in  to  
be p ro fita b le  enough to  o ffse t th e  loss c a rry fo rw a rd s , 
and

(2 ) Losses o f one o r m ore su b s id ia rie s  o f a p ro fit
ab le  p a re n t com pany w here  th e  c a rry fo rw a rd  w ill be 
m ade a v a ila b le  as an o ffse t a g a in s t o th e r ta xa b le  in 
come b y  f ilin g  a conso lida ted  incom e ta x  re tu rn , o r b y  
c la im in g  a bad d e b t d e d u c tio n , o r b y  some o th e r m eans.
O n the  o th e r hand, i t  w o u ld  n o t be a p p ro p ria te  to  rec
o rd  a loss c a rry fo rw a rd  o f a s u b s id ia ry  com pany even  
th o u g h  th e  p a re n t and o th e r s u b s id ia rie s  a re  p ro fita b le  
i f  th e re  are no spec ific  p la n s  to  o b ta in  th e  ta x  b e n e fit 
fro m  th e  loss.

.087 In  those ra re  cases w here  o p e ra tin g  loss c a rry 
fo rw a rd s  a re  expected to  be re a lize d  beyond a n y  reasonab le  
d o u b t as o ffse ts  a g a in s t fu tu re  ta xa b le  incom e, th e  p o te n tia l 
ta x  b e n e fits  shou ld  be re fle c te d  in  th e  ba lance sheet as
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assets, and shou ld  be c la ss ifie d  as c u rre n t o r n o n c u rre n t 
depen d ing  on th e  e x te n t to  w h ic h  re a liz a tio n  is  expected  
to  occu r w ith in  the  c u rre n t o p e ra tin g  cyc le .

14. Recognition of Carryforwards as Offsets to
Deferred Tax Credits

.088 I t  m ay happen th a t an o p e ra tin g  loss c a rry 
fo rw a rd  arises a t a tim e  w hen n e t d e fe rre d  ta x  c re d its  e x is t 
because o f p r io r  tim in g  d iffe rences. E ve n  th o u g h  th e  re a li
za tio n  o f an o p e ra tin g  loss c a rry fo rw a rd  is  n o t assured  
beyond any reasonab le d o u b t, i t  m ay be necessary i f  n e t 
d e fe rre d  ta x  c re d its  e x is t to  recogn ize  a p o rtio n  o r a ll o f 
th e  loss c a rry fo rw a rd  as an o ffse t to  such n e t d e fe rre d  ta x  
c re d its . S ection  4091 p ro v id e s  th a t, in  such s itu a tio n s :

“ n e t ta x  c re d its  shou ld  be e lim in a te d  to  the  e x te n t 
o f th e  lo w e r o f (a ) th e  ta x  e ffe c t o f th e  loss c a rry 
fo rw a rd , o r (b ) th e  a m o rtiz a tio n  o f th e  n e t de
fe rre d  ta x  c re d its  th a t w o u ld  o th e rw ise  have  
occu rred  d u rin g  the  c a rry fo rw a rd  p e rio d . I f  the  
loss c a rry fo rw a rd  is  re a liz e d  in  w ho le  o r in  p a rt 
in  p e rio d s  subsequent to  th e  loss p e rio d , the  
am ounts e lim in a te d  fro m  th e  d e fe rre d  ta x  c re d it 
accounts shou ld  be re in s ta te d  (a t th e  th e n  c u rre n t 
ta x  ra te s ) on a c u m u la tiv e  bas is  as, and to  the  
e x te n t th a t, th e  ta x  b e n e fit o f th e  loss c a rry fo r
w a rd  is  re a lize d . ”

.089 T he  lim it in g  fa c to r in  the  am oun t o f loss c a rry 
fo rw a rd  th a t m ay be recogn ized  b y  w a y  o f o ffse t a g a in s t 
n e t d e fe rre d  ta x  c re d its  is  in d ic a te d  in  clause (b ) o f the  
p re ce d in g  q u o ta tio n .

.090 The ju s tific a tio n  fo r  re co g n iz in g  loss c a rry fo r
w a rd s  as an o ffse t to  d e fe rre d  ta x  c re d its  is  th a t i t  w o u ld  
be u n re a lis tic  to  re q u ire  re c o g n itio n  o f d e fe rre d  ta x  c re d its  
w h ile  a t the  same tim e  d e n y in g  re c o g n itio n  o f d e fe rre d  ta x  
charges, in  th e  fo rm  o f a loss c a rry fo rw a rd . T h is  fo llo w s  
because b o th  th e  d e fe rre d  c re d its  and  th e  d e fe rre d  charges  
w ill reve rse  d u rin g  the  same fu tu re  a cco u n tin g  pe riods. 
H ow eve r, n e t d e fe rre d  c re d its  w h ic h  w ill n o t be a m o rtize d  
u n t il a fte r  the  e x p ira tio n  o f the  loss c a rry fo rw a rd  p e rio d  
canno t be o ffse t b y  loss c a rry fo rw a rd s .

.091 I f  b o th  c u rre n t and n o n -c u rre n t n e t d e fe rre d  ta x  
c re d its  e x is t w hen th e  fu tu re  b e n e fit o f a loss c a rry fo rw a rd
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is  recogn ized  as an o ffse t, such b e n e fit shou ld  be a llo ca te d  
betw een c u rre n t and n o n -cu rre n t d e fe rre d  ta x  c re d its  on 
a p ro p o rtio n a l basis.

.092 A s  the  loss c a rry fo rw a rd  b e n e fit is  re a lize d , the  
n e t d e fe rre d  c re d its  e lim in a te d  to  g ive  re c o g n itio n  to  the  
c a rry fo rw a rd , as w e ll as c re d its  re la te d  to  o r ig in a tin g  tim 
in g  d iffe re n ce s  o f th e  loss ye a r, shou ld  be re in s ta te d  a t the  
th e n  c u rre n t ra te s  ( i. e., a t the  ra te s  a t w h ich  the  loss c a rry 
fo rw a rd  is  re a liz e d ) be fo re  re c o g n itio n  is  g ive n  to  the  
re a liz a tio n  o f a n y  re m a in in g  loss c a rry fo rw a rd s . A t  the  
same tim e  a m o rtiz a tio n  o f such d e fe rre d  c re d its  th a t w o u ld  
o th e rw ise  have occu rred  shou ld  also be recogn ized .

.093 T he  in te ra c tio n  o f n e t d e fe rre d  ta x  c re d its  and  
loss c a rry fo rw a rd s  is  illu s tra te d  in  E x h ib it  IV .
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ADDITIONAL ASSUMPTIONS:
(1) 5 0 %  tax rate for all years and surtax exemptions a nd investment credits ignored.
(2) Equal to amount payable (or refundable) each year.
(3) Loss carryforward of $9,000 on accounting and $49,000 on tax basis is not assured beyond any 

reasonable doubt.

Notes:
(A) Refund of taxes paid in years 2-4 available because of loss carryback.
(B) Adjustment of deferred credit from timing difference recognized in years 2-4 (carryback period) 

in accordance with se c t io n  4091.43. No deferred credit is required for year 5 since tax 
refund computed with timing difference is same as refund computed without timing difference.

(C) The tax benefit of the loss carryforward that may be recognized is the lower of (1) the tax effect 
of carryforward for accounting purposes of $4,500 (computed as 5 0 %  of $9,000); or (2) the 
amortization of remaining deferred tax credits that would otherwise occur during the carryforward 
period of $2,000 (computed as $20,000— timing difference reversing in years 6-10— divided by 
$50,000— aggregate timing difference at end of year 5— or 4 0 %  applied to $5,000 deferred 
credit from year 1). The $2,000 limitation prevails.

(D) During each of the years 6 through 10, amortization of deferred tax credits on a cumulative basis 
of $2,000 is recognized on the basis of 5 0 %  of $4,000 reverse timing differences, in each of 
these years, deferred credits are restored to the extent of realization of the loss carryforward 
equal to tax that would otherwise be currently payable in year 6 through 9 of $3,000 each year, 
and in year 10 of $4,500. Full benefit of carryforward is added to deferred credits because 
aggregate net deferred credits never exceed amounts that would have been recorded if there had 
been no operating loss.

(E) The accumulated deferred tax at the end of year 10 is $9,500 which must be amortized equally 
during each of the years 11 through 15 since timing differences reverse in equal annual amounts 
of $6,000 during those years.

(F) The average rate assumption has been used in the amortization of deferred tax credits upon 
reversal of the depreciation timing differences. A first-in, first-out assumption could have been 
applied. (See section on "Amortization of Deferred Taxes.”)

15. Deferred Tax Charges Existing When
Loss Carryforward Arises

.095  A  c o m p a n y  m a y  in c u r  o p e ra tin g  lo sse s  s u ffic ie n t 
to  p u t  i t  in  a  lo s s  c a r r y fo rw a r d  p o s it io n  a t  th e  sam e  tim e  
th a t  u n a m o rtiz e d  n e t d e fe rre d  ta x  c h a rg e s  e x is t. T o  th e  
e x te n t th e  d e fe rre d  c h a rg e s  a ro s e  in  th e  th re e  p re c e d in g  
p ro fita b le  y e a rs , th e y  w o u ld  n o r m a lly  b e  e lim in a te d  th ro u g h  
c a rry b a c k  o f lo sse s . H o w e v e r, b a la n c e s  p r io r  to  th a t  p e r io d  
m a y  s t i l l  re m a in . I f  th e  re a liz a t io n  o f  th e  ta x  b e n e fit o f  th e  
c a r r y fo rw a r d  is  n o t a s s u re d  b e y o n d  a n y  re a s o n a b le  d o u b t, 
th e  q u e s tio n  a ris e s  as to  th e  p r o p r ie ty  o f  c o n tin u in g  to  c a r ry  
th e  re m a in in g  d e fe rre d  ta x  c h a rg e s . I n  th e s e  s itu a tio n s  
u n a m o rtiz e d  n e t d e fe rre d  ta x  c h a rg e s  re p re s e n t th e  ta x  
e ffe c ts  o f  a d d it io n a l e xp e n se s  n o t re c o g n iz e d  fo r  ta x  p u r 
p oses b u t re c o g n iz e d  fo r  a c c o u n tin g  p u rp o s e s . T h e re fo re , 
i f  i t  is  n o t a p p ro p r ia te  to  re c o g n iz e  th e  e ffe c t o f  th e  ta x  lo s s  
c a r r y fo rw a r d  in  th e  y e a r o f  lo s s , i t  m a y  n o t b e  a p p ro p r ia te  
to  re c o g n iz e  o r  to  c o n tin u e  to  c a r r y  as d e fe rre d  c h a rg e s  
th e  ta x  e ffe c ts  o f  th e  a d d it io n a l e xp e n se s  re c o g n iz e d  fo r  
a c c o u n tin g  p u rp o s e s . A c c o rd in g ly , in  th e  s itu a tio n s  c ite d
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th e  n e t d e fe rre d  ta x  c h a rg e s  s h o u ld  be  e v a lu a te d  as to  
r e a liz a b il it y  in  th e  sam e m a n n e r a s  a re  o th e r  a sse ts .

.0 96  I n  o th e r  s itu a tio n s  c o m p a n ie s  m a y  in c u r  lo sse s  
w h ic h , b e ca u se  o f  th e  n a tu re  o f  th e  t im in g  d iffe re n c e s , a re  
la r g e r  fo r  a c c o u n tin g  p u rp o s e s  th a n  th e  a m o u n ts  c a r r ie d  
fo rw a rd  f o r  ta x  p u rp o s e s  a n d  th e re  is  n o  a s s u ra n c e  o f  fu tu r e  
r e a liz a t io n  o f th e  c a r r y fo rw a r d  b e n e fit. N o  re c o g n it io n  is  
g iv e n  to  th e  ta x  e ffe c ts  (d e fe r re d  ta x  c h a rg e s ) o f  th e  t im in g  
d iffe re n c e s  ( a d d it io n a l a c c o u n tin g  lo s s  c a r r y fo rw a rd s )  in 
a s m u c h  a s  th e  ta x  e ffe c ts  w o u ld  b e  z e ro  u n d e r th e  “ w ith ”  
a n d  “ w ith o u t”  c o m p u ta tio n s . T h e re fo re , w h e n  th e s e  t im 
in g  d iffe re n c e s  re v e rs e , th e  ta x  b e n e fits  re a liz e d  w i l l  n o t 
be  o ffs e t b y  a m o r t iz a t io n  o f  d e fe rre d  c h a rg e s  w h ic h  w o u ld  
o th e rw is e  h a v e  b e e n  p ro v id e d . A c c o rd in g ly , in  th e s e  s itu a 
tio n s  th e  ta x  b e n e fits  re a liz e d  fr o m  th e s e  t im in g  d iffe re n c e s  
( a d d it io n a l a c c o u n tin g  lo s s  c a r r y fo rw a rd s )  s h o u ld  be  in 
c lu d e d  in  th e  in c o m e  s ta te m e n t a s  e x tra o r d in a r y  c re d its  
(se e  E x h ib it  V )  in  th e  sam e m a n n e r as b e n e fits  o b ta in e d  
u p o n  fu tu r e  re a liz a t io n  o f ta x  lo s s  c a r ry fo rw a rd s  (see  
E x h ib it  I I I ) .

.097 EXHIBIT V

RECOGNITION OF ADDITIONAL ACCOUNTING 
LOSS CARRYFORWARD BENEFIT IN YEAR REALIZED

Income before income taxes and extraordinary ite m s.............  $1,000,000
Income tax expense:

Currently payable ............................. ............ $200,000
Tax effect of losses (or expenses) deducted from 

income for accounting purposes in prior loss 
periods, but for tax purposes in current period 300,000 500,000

Income before extraordinary item s........................................ $ 500,000

Extraordinary items:
Reduction of income taxes arising from deduction 

of prior years’ accounting losses (or expenses).. $300,000 
Loss on major devaluation of foreign currency 

(less applicable income tax of $100,000)........  (100,000) 200,000

Net Incom e.......................................................................  $ 700,000

Assumptions:
1. 5 0 %  tax rate for all years.

2. Surtax exemptions and investment credits ignored.
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16. Loss Carryforward Arising Prior to Quasi-Reorganization

.0 98  A  c o m p a n y  w h ic h  g oe s th ro u g h  a  q u a s i- re o rg a n i
z a tio n  ( in c lu d in g  fo r  th is  p u rp o s e  th e  a p p lic a t io n  o f  a  d e fi
c i t  in  re ta in e d  e a rn in g s  to  c o n tr ib u te d  c a p ita l)  is  l ik e ly  to  
be  in  a  lo s s  c a r r y fo rw a r d  p o s itio n . T h e  p ro p e r  a c c o u n tin g  
f o r  th e  fu tu r e  ta x  b e n e fit o f s u c h  lo s s  c a r r y fo rw a rd s  poses  
a q u e s tio n  b eca use  th e  lo sse s  o c c u rre d  p r io r  to  q u a s i- re o r
g a n iz a tio n , b u t  th e  ta x  b e n e fit fro m  th e  c a r r y fo rw a r d  is  
a v a ila b le  as a n  o ffs e t a g a in s t ta x a b le  in c o m e  a f te r  q u a s i
re o rg a n iz a tio n . N o rm a lly , i t  w o u ld  b e  in a p p ro p r ia te  to  
re c o g n iz e  th e  p o te n t ia l fu tu r e  ta x  b e n e fits  fr o m  th e  c a r r y 
fo rw a rd  a t th e  d a te  o f  th e  q u a s i- re o rg a n iz a tio n  b eca use  
r e a liz a t io n  w o u ld  n o t be  a s s u re d  b e y o n d  a n y  re a s o n a b le  
d o u b t. A ls o , th e  d e f ic it  fro m  o p e ra tio n s  p r io r  to  th e  q u a s i
re o rg a n iz a tio n  is  w r it te n  o f f  to  c o n tr ib u te d  c a p ita l; in  e ffe c t 
a n e w  e n te rp r is e  is  s a id  to  h a v e  b e e n  e s ta b lis h e d .

.099  W h e n  a  ta x  b e n e fit is  re a liz e d  fr o m  su c h  lo s s  
c a r ry fo rw a rd s , s e c tio n  4091  p ro v id e s  th a t  su c h  b e n e fits  
s h o u ld  be  a d d e d  to  c o n tr ib u te d  c a p ita l b e ca u se  th e  b e n e fits  
a re  a t t r ib u ta b le  to  th e  lo s s  p e r io d s  p r io r  to  th e  q u a s i- re o r
g a n iz a tio n . T h u s , th e  b e n e fits  a re  tre a te d  as a  p a r t  o f  th e  
c a p ita l o f  th e  n e w  e n te rp r is e .

.100  I n  som e  in s ta n c e s , lo s s e s  m a y  a ls o  o c c u r su b se 
q u e n t to  th e  q u a s i- re o rg a n iz a tio n  a n d  th e  q u e s tio n  m a y  a ris e  
as to  w h e th e r  r e a liz a t io n  o f th e  lo s s  c a r r y fo rw a r d s  a p p lie s  
to  lo sse s  in c u r re d  p r io r  o r  s u b s e q u e n t to  q u a s i- re o rg a n iz a 
t io n . U n d e r  th e  ta x  la w  th e  e a r lie s t lo s s  c a r r y fo r w a r d  m u s t 
b e  u t iliz e d  f ir s t .  F o r  a c c o u n tin g  p u rp o s e s  th e  ta x  b e n e fits  
f r o m  lo s s  c a r r y fo rw a r d s  s h o u ld  be  a llo c a te d  b e tw e e n  lo sse s  
b e fo re  a n d  a f te r  th e  q u a s i- re o rg a n iz a tio n  in  th e  sam e  m a n 
n e r  th a t  th e y  a re  a v a ila b le  u n d e r  th e  ta x  la w s .

.101 T h e  a b o v e  re q u ire m e n ts  a p p ly  to  th e  ta x  e ffe c ts  
o f lo s s  c a r r y fo rw a rd s  re a liz e d  a f te r  th e  e ffe c tiv e  d a te  o f  
s e c tio n  4091  e v e n  th o u g h  th e  re la te d  q u a s i- re o rg a n iz a tio n  
o c c u rre d  p r io r  to  th e  e ffe c tiv e  d a te .

.102  T h e  c o n c e p ts  d e s c rib e d  in  th e  p re c e d in g  p a ra 
g ra p h s  r e la t iv e  to  q u a s i- re o rg a n iz a tio n s  a p p ly  e q u a lly  to  
re o rg a n iz a tio n s  u n d e r th e  b a n k ru p tc y  la w s  w h e re  a  d e f ic it  
is  w r it te n  o f f  to  c a p ita l.
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17. Purchased Loss Carryforwards

.103  O c c a s io n a lly  w h e n  a  c o rp o ra tio n  a c q u ire s  a n 
o th e r  b u s in e s s  in  a  tra n s a c tio n  a c c o u n te d  fo r  as a  p u rc h a s e , 
o ne  o f  th e  a sse ts  a c q u ire d  is  th e  fu tu r e  ta x  b e n e fit o f  a  lo ss  
c a r r y fo rw a r d . S u c h  fu tu r e  ta x  b e n e fit s h o u ld  be  re c o rd e d  
as a n  a sse t a t th e  d a te  o f p u rc h a s e  o n ly  i f  i t s  re a liz a t io n  is  
a s s u re d  b e y o n d  a n y  re a s o n a b le  d o u b t. I n  th e  n o rm a l case , 
h o w e v e r, w h e re  su ch  a s s u ra n c e  d oe s n o t e x is t, th e  ta x  
b e n e fits  o f su c h  a  lo s s  c a r r y fo rw a r d  “ . . . s h o u ld  b e  re c 
o g n iz e d  o n ly  w h e n  th e  ta x  b e n e fits  a re  a c tu a lly  re a liz e d  a n d  
s h o u ld  be  re c o rd e d  as r e tro a c tiv e  a d ju s tm e n ts  o f  th e  p u r 
ch ase  tra n s a c tio n s  . . .” .

.104  T h is  is  b a se d  o n  th e  c o n c e p t th a t  a c c o u n tin g  fo r  
th e  a c q u is it io n  o f a  b u s in e s s  as a  p u rc h a s e  re q u ire s  th e  
a llo c a tio n  o f th e  p u rc h a s e  p r ic e  to  th e  a sse ts  a c q u ire d .
W h e n  a  lo s s  c a r r y fo rw a r d  e x is ts  i t  m a y  b e  c o n s id e re d  as  
a n  im p o r ta n t p a r t  o f th e  a sse ts  a c q u ire d . I t  is  l ik e ly  th a t  
in  a r r iv in g  a t th e  p u rc h a s e  p r ic e  th e  p a r t ie s  a s s ig n e d  som e  
v a lu e  to  th e  lo s s  c a r r y fo rw a r d . T h e re fo re , w h e n  th e  p u r 
ch a se  p r ic e  is  b e in g  a llo c a te d , th e  fu tu r e  ta x  b e n e fit o f  th e  
c a r r y fo rw a r d  s h o u ld , in  th e o ry , b e  re c o rd e d  as a  re c e iv a b le . 
H o w e v e r, in a s m u c h  as i t  m a y  n o t b e  re c o rd e d  as a  re c e iv 
a b le  u n le s s  it s  re c o v e ry  is  a s s u re d  b e y o n d  a n y  re a s o n a b le  
d o u b t, th e  e ffe c t o f  n o t re c o g n iz in g  i t  a t  th e  d a te  o f  th e  
p u rc h a s e  m a y  be  to  in c re a s e  th e  g o o d w ill o r  re d u c e  th e  
“  n e g a tiv e  g o o d w ill”  th a t  w o u ld  o th e rw is e  b e  re c o g n iz e d .

.105  T h e re fo re , i f  a n d  w h e n  a  ta x  b e n e fit is  r e a liz ed  
fr o m  th e  p u rc h a s e d  lo s s  c a r r y fo rw a r d , a  re tro a c tiv e  a d ju s t
m e n t o f  th e  p u rc h a s e  tra n s a c tio n  is  re q u ire d . T h is  w o u ld  
n o rm a lly  b e  a c c o m p lis h e d  b y  a n  a d ju s tm e n t o f  g o o d w ill o r  
“ n e g a tiv e  g o o d w ill.”  I n  som e  cases a d ju s tm e n t o f  ta n g ib le  
a sse ts  a n d  d e p re c ia tio n  m a y  a ls o  be  re q u ire d . S u c h  a c c o u n t
in g  tre a tm e n t s h o u ld  b e  a p p lie d  to  ta x  b e n e fits  re a liz e d  
a f te r  th e  e ffe c tiv e  d a te  o f s e c tio n  4091 e v e n  th o u g h  th e  
re la te d  p u rc h a s e  o c c u rre d  b e fo re  th e  e ffe c tiv e  d a te .

18. Investment Credit: Carrybacks and Carryforwards
.106  S e c tio n  409 4 .2 1  s ta te s : “ T h e  a m o u n t o f a  c a r r y 

b a c k  o f u n u s e d  in v e s tm e n t c r e d it  m a y  b e  s e t u p  as a n  a sse t 
(a  c la im  fo r  re fu n d  o f in c o m e  ta x e s ) a n d  be  a d d e d  to  th e  
a llo w a b le  in v e s tm e n t c r e d it  in  a c c o u n tin g  fo r  th e  e ffe c t 
o f th e  c r e d it  in  th e  y e a r  in  w h ic h  th e  p ro p e r ty  is  p la c e d
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in  s e rv ic e . A  c a r r y fo rw a r d  o f  u n u s e d  in v e s tm e n t c r e d it  
s h o u ld  o r d in a r ily  be  re fle c te d  o n ly  in  th e  y e a r  in  w h ic h  th e  
a m o u n t b e co m e s ‘ a llo w a b le ’ , in  w h ic h  case th e  u n u s e d  
a m o u n t w o u ld  n o t a p p e a r a s  a n  a s s e t.”  S e c tio n  4094  re 
m a in s  in  e ffe c t w ith o u t  m o d if ic a tio n  b y  A P B  O p in io n  N o . 11.

.107  A P B  O p in io n  N o . 2  re q u ire d  th a t  th e  “ d e fe r r a l”  
m e th o d  s h o u ld  be  fo llo w e d  in  a c c o u n tin g  fo r  in v e s tm e n t 
c r e d its ;  A P B  O p in io n  N o . 4  s ta te d  th a t  th e  “ f lo w - th ro u g h ”  
m e th o d  w a s  a ls o  a c c e p ta b le . T h is  m e th o d  is  n o w  p re d o m i
n a n t in  p ra c tic e . U n d e r  th e  “ d e fe r r a l”  m e th o d  in v e s tm e n t 
c re d its  a c tu a lly  re a liz e d , in c lu d in g  th o s e  re a liz e d  th ro u g h  
c a rry b a c k  o r  c a r r y fo rw a rd , a re  d e fe rre d  a n d  a m o rtiz e d  o v e r  
th e  p ro d u c tiv e  l i f e  o f  th e  a c q u ire d  p ro p e r ty .

.108  U n d e r  th e  “ f lo w - th ro u g h ”  m e th o d  in v e s tm e n t 
c re d its  g e n e ra lly  a re  tre a te d  as re d u c tio n s  o f in c o m e  ta x  
e xp e n se  o f th e  y e a r  in  w h ic h  th e  c re d its  a re  a c tu a lly  re a 
liz e d . P ra c tic e  d oe s n o t t r e a t  th e  re a liz a t io n  o f in v e s tm e n t 
c r e d it  c a r r y fo rw a rd s  as e x tra o r d in a r y  ite m s  in  th e  y e a r  o f  
re a liz a t io n , as  is  re q u ire d  fo r  o p e ra tin g  lo s s  c a r ry fo rw a rd s  
u n d e r s e c tio n  4091 .

.109  A s  d is c u s s e d  in  th e  s e c tio n  o n  “ C o m p u ta tio n  o f  
D e fe rre d  T a x e s ,”  th e  e ffe c t o f  th e  in v e s tm e n t c r e d it  m u s t 
a ls o  be  re c o g n iz e d  in  c o m p u tin g  d e fe rre d  ta x e s  fo r  t im in g  
d iffe re n c e s  o r ig in a t in g  in  th e  c u r re n t p e r io d . T h is  o c c u rs  
b e ca u se  d e fe rre d  ta x e s  a re  c o m p u te d  as th e  d if fe r e n t ia l in  
ta x e s  ( g iv in g  e ffe c t to  in v e s tm e n t c re d its )  a r is in g  fr o m  
in c lu d in g  a n d  e x c lu d in g  th e  t im in g  d iffe re n c e .

.110  I f  ta x  a llo c a tio n  re s u lts  in  n e t d e fe rre d  c re d its  
th e  d if fe r e n t ia l c a lc u la tio n s  w i l l  re c o g n iz e  as in c o m e  fo r  
f in a n c ia l a c c o u n tin g  p u rp o s e s , th ro u g h  a  re d u c tio n  in  th e  
d e fe rre d  ta x  p ro v is io n s , th a t  p o r t io n  o f a v a ila b le  in v e s t
m e n t c re d its  th a t  w o u ld  h a v e  b ee n  a llo w a b le  h a d  ta x e s  p a y 
a b le  b e e n  b a se d  o n  p re ta x  a c c o u n tin g  in c o m e . I n  e ffe c t 
in v e s tm e n t c r e d it  c a r ry fo rw a rd s  a re  b e in g  re c o g n iz e d  as 
o ffs e ts  a g a in s t n e t d e fe rre d  ta x  c re d its  in  a m a n n e r s im ila r  
to  th a t  fo llo w e d  fo r  o p e ra tin g  lo s s  c a r ry fo rw a rd s . T h e  
c a r r y fo rw a rd s  u t iliz e d  s h o u ld  be  lim ite d  to  th e  lo w e r  o f  
(a )  th e  a m o u n t o f  th e  c a r r y fo rw a r d  b e n e fit o r  ( b )  th e  a m o r
t iz a t io n  o f th e  n e t d e fe rre d  c re d its  th a t  w o u ld  o th e rw is e  
h a v e  o c c u rre d  d u r in g  th e  c a r r y fo rw a r d  p e r io d . T h e  to ta l 
a m o u n t o f  in v e s tm e n t c re d its  th a t  m a y  be  re fle c te d  in  th e s e
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c o m p u ta tio n s  is  lim ite d  to  th e  a m o u n t a c tu a lly  a v a ila b le  
( e ith e r  c u r r e n t ly  o r  a s  a  c a r r y fo rw a r d ) .

.111  A s  th e  in v e s tm e n t c r e d it  c a r r y fo rw a r d  b e n e fits  
a re  re a liz e d , re d u c tio n s  o f  n e t d e fe rre d  c re d its  r e s u lt in g  
fr o m  a p p lic a t io n  o f  u n u s e d  in v e s tm e n t c re d its  s h o u ld  b e  
re in s ta te d  a t  th e  th e n  c u r re n t ra te s  ( i , e ., a t  th e  ra te s  a t 
w h ic h  th e  in v e s tm e n t c r e d it  c a r r y fo rw a rd s  a re  re a liz e d )  
b e fo re  re c o g n it io n  is  g iv e n  to  th e  re a liz a t io n  o f a n y  re m a in 
in g  in v e s tm e n t c re d its . A t  th e  sa m e  tim e  a m o r t iz a tio n  o f  
s u c h  d e fe rre d  c re d its  th a t  w o u ld  o th e rw is e  h a v e  o c c u rre d  
s h o u ld  a ls o  b e  re c o g n iz e d .

.112  I f  a llo c a tio n  re s u lts  in  a  n e t d e fe rre d  c h a rg e  a n  
o p p o s ite  e ffe c t s h o u ld  be  o b ta in e d — a p o r t io n  o f  th e  in v e s t
m e n t c r e d it  a c tu a lly  re a liz e d  w i l l  b e  d e d u c te d  fr o m  th e  
d e fe rre d  c h a rg e  a n d  o m itte d  fr o m  in c o m e  o f  th e  c u r re n t 
p e r io d  f o r  f in a n c ia l a c c o u n tin g  p u rp o s e s .

.113 EXHIBIT VI

EXAMPLE OF EFFECT OF INVESTMENT 
CREDIT WHEN TAXABLE INCOME IS ZERO 

(thousands of dollars)
Assumed Facts

Pretax accounting incom e.........................................................  $500

Additional depreciation for tax purposes......................................  500

Taxable incom e.......................................................................  $ -0-

Available investment cred its......................................................  $100

Tax rate......................................................5 2 .8%  (less surtax exemption)

Deferred tax computation

Tax on taxable income..............................................................  $ -0-

Tax on taxable income without 
timing difference:

52 .8 %  of $500 less surtax exemption________________________ $257

Less investment credits (maximum— $25 plus 5 0 %  of tax in ex
cess of $25 or $141) limited to $ 1 0 0 .................................  100

$157

Differential equal to deferred tax credit....................................... $157

Financial statement presentation

Income before income ta xe s_____________ ___________________ ____  $500

Income tax expense:
Currently payable___________________________________  $  -0-

Deferred___________________________________________  _ 1 5 7  157

Net incom e______________________________________ ________________ $343

(Note: If more than one kind of timing difference is involved and the available investment credits are 
less than the maximum based on pretax accounting income, then the available credits should be ap
plied in proportion to the amounts of the respective timing differences.)
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.114 EXHIBIT VII
ILLUSTRATION OF DEFERRED TAX COMPUTATION 

WHEN INVESTMENT CREDIT CARRYFORWARD EXISTS 
( th o u s a n d s  o f  d o l la r s )

Assumptions:

Pretax accounting incom e.........................................................  $1,000

Excess depreciation (assuming no cumulative timing differences from
prior years ex ist).................................................................. 500

Taxable incom e.......................................................................  $ 500

Available investment c red its...................................................... $ 400

Deferred taxes:
Taxable income with timing difference.........................................  $ 500

Tax thereon:

5 2 .8 %  less surtax exemption................................................. $  257

Investment credits ($25 plus 5 0 %  of tax in excess of $ 2 5 ).......... 141

Tax payable............................................................................  $  116

Taxable income without timing difference....................................  $1,000

Tax thereon:

52 .8 %  less surtax exemption................................................  $  521

Investment credits ($25 plus 5 0 %  of tax in excess of $ 2 5 ).......... $ 273

Tax ...................................................................................  $  248

Differential equal to deferred tax cred its......................................  $ 132

Investment credits:

Available ................................................................................  $  400

Realized.................................................................................. 141

Carryforward........................................................................... $  259

Investment credit benefit received 

in computation of deferred taxes: 

Deferred taxes without considering investment credits
($521 less $ 2 5 7 )............................................... $264

Deferred taxes as computed above___________________  132 $  132

Investment credit carryforward to future ye a rs .....................   $ 127

Summary:
Income before income taxe s...................................................... $1,000

Income tax expense:

Currently payable (after giving effect to investment credits

realized of $ 1 4 1 )___________________________________  $116

Deferred taxe s.........................................................  132 248

Net incom e............................................................................  $ 752
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FINANCIAL STATEMENT PRESENTATION
19. Allocation Within a Period

.115  S e c tio n  4091  re q u ire s  in c o m e  ta x  e x p e n s e  fo r  
a n y  p e r io d  to  b e  a llo c a te d  a m o n g  in c o m e  b e fo re  e x tra o r d i
n a r y  ite m s , e x tra o r d in a r y  ite m s , a d ju s tm e n ts  o f  p r io r  p e r i
o d s  ( o r  o f  th e  o p e n in g  b a la n c e  o f  re ta in e d  e a rn in g s ) , a n d  
d ir e c t  e n tr ie s  to  o th e r  s to c k h o ld e rs ’ e q u ity  a c c o u n ts . T h e  
a m o u n t o f  in c o m e  ta x  e xp e n se  fo r  th e  p e r io d  a llo c a te d  
to  in c o m e  b e fo re  e x tra o r d in a r y  ite m s  is  c o m p u te d  as th e  
a m o u n t o f  in c o m e  ta x  e xp e n se  ( a f te r  g iv in g  e ffe c t to  re la te d  
in v e s tm e n t c re d its )  th a t  w o u ld  h a v e  b e e n  d e te rm in e d  b y  
e x c lu d in g  fr o m  p re ta x  a c c o u n tin g  in c o m e  a ll  tra n s a c tio n s  
th a t  a re  n o t in c lu d e d  in  th e  d e te rm in a tio n  o f in c o m e  b e fo re  
e x tra o r d in a r y  ite m s . T h e  d iffe re n c e  b e tw e e n  in c o m e  ta x  
e xp e n se  a llo c a te d  to  in c o m e  b e fo re  e x tra o r d in a r y  ite m s  a n d  
th e  to ta l in c o m e  ta x  e xp e n se  fo r  th e  p e r io d  ( a f te r  g iv in g  
e ffe c t to  in v e s tm e n t c re d its )  is  th e n  a llo c a te d  a m o n g  th e  
e x tra o r d in a r y  ite m s  (a n d  to  a d ju s tm e n ts  o f  p r io r  p e r io d s  
a n d  d ir e c t  e n tr ie s  to  s to c k h o ld e rs ’  e q u ity  a c c o u n ts ) .

.116  I f  e x c lu s io n  o f  e x tra o r d in a r y  lo sse s  fr o m  a  n e t 
lo s s  f o r  a  p e r io d  re s u lts  in  in c o m e  b e fo re  e x tra o r d in a r y  
ite m s , a n  a p p ro p r ia te  p ro v is io n  s h o u ld  b e  m a d e  f o r  th e  
in c o m e  ta x  e xp e n se  th a t  w o u ld  h a v e  b e e n  a p p lic a b le  to  s u c h  
in c o m e . T h is  im p u te d  ta x  p ro v is io n  s h o u ld  th e n  b e  re v e rs e d  
b y  a p p lic a t io n  a g a in s t th e  e x tra o r d in a r y  lo s s .

.117  I f  e x c lu s io n  o f  e x tra o r d in a r y  ite m s  fr o m  p re ta x  
a c c o u n tin g  in c o m e  re s u lts  in  a  lo s s  b e fo re  e x tra o r d in a r y  
ite m s , a  c r e d it  ta x  p ro v is io n  s h o u ld  b e  a llo c a te d  to  s u c h  
lo s s . T h e  c r e d it  w o u ld  b e  e q u iv a le n t to  th e  ta x  th a t  w o u ld  
b e  re fu n d a b le  fr o m  a n  o p e ra tin g  lo s s  c a r ry b a c k  e q u a l to  
th e  lo s s  b e fo re  e x tra o r d in a r y  ite m s . T h e  s u m  o f s u c h  c r e d it  
ta x  p ro v is io n  a n d  to ta l in c o m e  ta x  e xp e n se  f o r  th e  p e r io d  
s h o u ld  th e n  b e  a llo c a te d  a m o n g  th e  ite m s  e x c lu d e d  fr o m  
p re ta x  a c c o u n tin g  in c o m e  in  th e  d e te rm in a tio n  o f  th e  lo s s  
b e fo re  e x tra o r d in a r y  ite m s . O fte n  th e  in c o m e  ta x  e xp e n se  
a llo c a te d  to  th e  e x tra o r d in a r y  ite m s  w i l l  d if fe r  fr o m  th e  ta x  
th a t  n o r m a lly  w o u ld  b e  a s s o c ia te d  w ith  s u c h  ite m s , as  
i l lu s t r a te d  in  th e  e x a m p le  o n  n e x t p a g e .

.1 18  I f  th e re  is  m o re  th a n  o ne  ite m  o f  re v e n u e  a n d  
e xp e n se  in c lu d e d  in  e x tra o r d in a r y  ite m s , a d ju s tm e n ts  o f
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p r io r  p e rio d s  and  d ire c t e n trie s  to  s to ckh o ld e rs ' e q u ity  
accounts, i t  is  necessary to  a llo ca te  th e  to ta l incom e ta x  
e ffec ts  a p p lica b le  to  them  am ong th e  in d iv id u a l ite m s . The  
ta x  e ffe c t a p p lic a b le  to  each in d iv id u a l ite m  sh o u ld  be 
d e te rm in e d  as the  d iffe re n tia l in  incom e taxes re s u ltin g  
fro m  in c lu d in g  and e x c lu d in g  th e  sp e c ific  ite m  and  shou ld  
be d e te rm in e d  in  th e  same m anner as fo r  a tim in g  d iffe r 
ence. T he  am oun t o f incom e ta x  expense a llo ca te d  to  a ll 
exc luded  ite m s  shou ld  th e n  be a llo ca te d  to  th e  in d iv id u a l 
ite m s  on th e  basis o f th e  p ro p o rtio n  th a t th e  ta x  e ffe c t o f 
each ite m  bears to  th e  agg rega te  ta x  e ffects.

Loss before income taxes and extraord inary
capita l gain . . .......................................................  $ (200,000)

Income tax credit (assuming a 50 % ra te )............. 100,000

Loss before extraord inary c re d it............................ $ (100,000)
Extraordinary long-term capita l gain o f $500,000,

less applicab le  income tax o f $250 ,000  8 . . . 350,000

N et income ......................... ..........  ..........  $ 250,000

.119 In  c e rta in  unusua l cases, an  ite m  recogn ized  in  
th e  d e te rm in a tio n  o f ta xa b le  incom e m ay n o t e n te r in to  the  
re p o rtin g  o f re s u lts  o f o p e ra tio n s  b u t, in s te a d , fo r  accoun t
in g  purposes rep resen ts  a c a p ita l tra n s a c tio n  w h ic h  is  re 
fle c te d  b y  a d ire c t e n try  in  a s to ckh o ld e rs ' e q u ity  account.
In  such cases, the  ta x  e ffe c t o f such an ite m  sh ou ld  be 
re la te d  to  th e  tra n s a c tio n  a ffe c tin g  th e  s to c k h o ld e rs ' e q u ity  
accoun t and  n o t conside red  to  be an increase o r decrease 
o f incom e ta x  expense fo r  th e  p e rio d . A n  exam p le  o f such  
a d ire c t e n try  to  s to ckh o ld e rs ' e q u ity  accounts a rises in  con
n e c tio n  w ith  th a t p o rtio n  o f a lo a n  loss reserve  o f a bank  
w h ic h  is  reco rded  in  th e  accounts and is  deducted  fo r  ta x  
purposes b u t is  in  excess o f a llow ances re q u ire d  fo r  accoun t
in g  purposes and is , th e re fo re , tre a te d  as a p p ro p ria te d  
su rp lu s .

.120 W hen  a tra n s a c tio n  is  in c lu d a b le  in  th e  d e te rm i
n a tio n  o f ta xa b le  incom e fo r  a  p e rio d  b u t is  tre a te d  as a

8The amount o f $250,000 represents the sum o f 25% of $600,000, or 
$150,000 (the alternative tax), plus $100,000, the tax credit attributable to 
the carryback of the loss from  operations under the “ w ith ”  and “ w ithout" 
computations. This $100,000 tax credit is, in effect, lost inasmuch as the 
alternative tax computation available because of the long-term capital gain 
does not provide fo r any recognition o f the loss from  operations.
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p r io r  p e r io d  a d ju s tm e n t fo r  a c c o u n tin g  p u rp o s e s , th e  ta x  
e ffe c ts  s h o u ld  b e  a llo c a te d  to  s u c h  p r io r  p e r io d s . W h e n  a  
c h a n g e  in  a c c o u n tin g  m e th o d  is  m a d e  b y  r e tro a c tiv e  re s ta te 
m e n t o f  p r io r  y e a rs ’ o p e ra tio n s , th e  a p p lic a b le  in c o m e  ta x  
e xp e n se  s h o u ld  be  d e te rm in e d  o n  th e  b a s is  o f  th e  a p p lic a b le  
ra te s  f o r  th o s e  p r io r  p e r io d s .

20. Income Statement Presentation

.121 A l l  ta x e s  b a se d  o n  in c o m e , in c lu d in g  fo re ig n ,  
s ta te  a n d  lo c a l, s h o u ld  b e  re fle c te d  in  in c o m e  ta x  e xp e n se  
in  th e  in c o m e  s ta te m e n t.

.122  T h e  c o m p o n e n ts  o f  in c o m e  ta x  e xp e n se  fo r  th e  
p e r io d  s h o u ld  be  d is c lo s e d  s e p a ra te ly . T h is  d is c lo s u re  o f  
c o m p o n e n ts  m a y  be  d o n e  e ith e r  o n  th e  in c o m e  s ta te m e n t 
o r  in  a  n o te . T h e  c o m p o n e n ts  o f  in c o m e  ta x  e xp e n se  th a t  
m u s t b e  d is c lo s e d  s e p a ra te ly  f o r  th e  p e r io d , a llo c a te d  a m o n g  
in c o m e  b e fo re  e x tra o r d in a r y  ite m s , e x tra o r d in a r y  ite m s , 
a d ju s tm e n ts  o f  p r io r  p e r io d s  ( o r  o f  th e  o p e n in g  b a la n c e  
o f re ta in e d  e a rn in g s )  a n d  d ir e c t  e n tr ie s  to  o th e r  s to c k 
h o ld e rs ’ e q u ity  a c c o u n ts , a re  as fo llo w s :

(a )  T a x e s  e s tim a te d  to  b e  p a y a b le ,

( b )  T a x  e ffe c ts  o f  t im in g  d iffe re n c e s ,

( c )  T a x  e ffe c ts  o f  in v e s tm e n t c re d its  (w h e th e r  o n
th e  d e fe r ra l m e th o d  o r  th e  flo w - th ro u g h  m e th o d ) a n d

( d )  T a x  e ffe c ts  o f  o p e ra tin g  lo sse s .

.123  A n  e x a m p le  o f  in c o m e  s ta te m e n t p re s e n ta tio n  o f
income tax expense follows:

1 9 6 8 1 9 6 7

Income before income taxes..............................
United States, fore ign and state income taxes 

(Note A ) ..............................................................

$800,000

300,000

$700,000

350,000

Net income ........................................................... $500,000 $350,000

Note A— Income tax expense differs from amounts currently payable because certain 
revenues and expenses are reported in the income statement in periods which differ 
from those in which they are subject to taxation. The principal differences in timing 
between the income statement and taxable income involve (a) depreciation expenses 
recorded under the straightline method in the income statement and by accelerated 
methods for tax purposes and (b) provision for product warranties recorded in the income 
statement as warrantied products are sold but deducted for tax purposes when services 
under the warranties are performed. The differences between income tax expense and 
taxes currently payable are reflected in deferred tax accounts in the balance sheet. 
Income tax expense consists of the following:
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Currently payable before giving effect to investment
credits .............................................................................

Investment credits re a lize d ............................................
Deferred— net ...................................................................

1968 1967

$550 $350
(175) (50)
( 75) 50

$300 $350

21. Balance Sheet Presentation

.124  T h e  O p in io n s  o f  th e  B o a rd  re q u ire  th a t  in c o m e  
ta x  a c c o u n ts  b e  p re s e n te d  in  th e  b a la n c e  s h e e t so as to  p ro 
v id e  s e p a ra te  c la s s ific a tio n  o f th e  fo llo w in g  e le m e n ts :

(a )  T a x e s  e s tim a te d  to  be  c u r r e n t ly  p a y a b le ,

(b )  N e t a m o u n t o f  c u r re n t d e fe rre d  c h a rg e s  a n d  
c u r r e n t d e fe rre d  c re d its  r e la t in g  to  t im in g  d iffe re n c e s ,

( c )  N e t a m o u n t o f  n o n c u r re n t d e fe rre d  c h a rg e s  
a n d  n o n c u r re n t d e fe rre d  c re d its  r e la t in g  to  t im in g  
d iffe re n c e s ,

( d )  R e fu n d a b le  ta x e s  a r is in g  fr o m  c a rry b a c k s  o f  
o p e ra tin g  lo sse s , in v e s tm e n t c re d its  a n d  s im ila r  ite m s ,

(e )  F u tu re  ta x  b e n e fits  o f  c a r r y fo rw a rd s  o f o p e r
a t in g  lo sse s  a n d  s im ila r  ite m s  ( in  th o s e  u n u s u a l cases  
w h e re  th e y  h a v e  b e e n  re c o g n iz e d  b e ca u se  re a liz a t io n  
is  a s s u re d  b e y o n d  a n y  re a s o n a b le  d o u b t)  a n d

( f )  D e fe r re d  in v e s tm e n t c re d its  (a p p lic a b le  w h e n  
th e  d e fe r ra l m e th o d  o f a c c o u n tin g  fo r  in v e s tm e n t 
c re d its  is  e m p lo y e d ).

.125  T h e  d is t in c t io n  b e tw e e n  c u r re n t a n d  n o n c u r re n t 
d e fe rre d  ta x e s  d u e  to  t im in g  d iffe re n c e s  is  b a s e d  o n  th e  
c la s s if ic a tio n  o f th e  a sse t o r  l ia b i l i t y  re la te d  to  e a ch  s p e c ific  
t im in g  d iffe re n c e . F o r  e x a m p le , d e fe rre d  ta x e s  a r is in g  fro m  
t im in g  d iffe re n c e s  in  d e p re c ia tio n  e xp e n se  a re  c la s s ifie d  
w ith  n o n c u r re n t l ia b il i t ie s  b e ca u se  th e  re la te d  d e p re c ia b le  
a sse ts  a re  n o n c u r re n t. O n  th e  o th e r  h a n d , i f  in s ta llm e n t  
re c e iv a b le s  a re  in c lu d e d  in  c u r r e n t a sse ts , th e  d e fe rre d  ta x  
c re d its  a r is in g  fr o m  th e  u se  o f  in s ta llm e n t m e th o d  fo r  ta x  
p u rp o s e s  a re  c la s s ifie d  w ith  c u r re n t l ia b il i t ie s .

.1 26  T h e  B o a rd  c o n s id e re d  th e  p o s s ib ility  o f  p re s e n t
in g  c u r re n t d e fe rre d  ta x  c h a rg e s  s e p a ra te ly  fr o m  c u r re n t 
d e fe rre d  ta x  c re d its , w ith  s im ila r  s e p a ra tio n  o f  n o n c u r re n t
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d e fe rre d  ta x  c h a rg e s  fr o m  n o n c u re n t d e fe rre d  ta x  c re d its . 
H o w e v e r, th e  B o a rd  c o n c lu d e d  th a t  a llo w in g  th e  n e t t in g  
o f d e fe rre d  c h a rg e s  a n d  c re d its  a c h ie v e d  a  s im p le r  p re s e n 
ta t io n  w h ile  a llo w in g  th e  re a d e r o f  th e  f in a n c ia l s ta te m e n t 
to  d e te rm in e  th e  e ffe c t o n  th e  b a la n c e  s h e e t o f in te r p e r io d  
ta x  a llo c a tio n . I t  w a s  c o n s id e re d  n e c e s s a ry , h o w e v e r, to  
s e p a ra te  th e  n e t c u r re n t d e fe rre d  ta x e s  fr o m  th e  n e t n o n - 
c u r re n t d e fe rre d  ta x e s  in  o rd e r  to  c o n fo rm  w ith  a c c e p te d  
p r in c ip le s  fo r  d e te rm in in g  w o r k in g  c a p ita l.

22. General Disclosures

.127 I n  a d d it io n  to  th e  p re s e n ta tio n  o f c o m p o n e n ts  of 
in c o m e  ta x  p re s e n te d  in  th e  in c o m e  s ta te m e n t a n d  in  th e  
b a la n c e  s h e e t, s e c tio n  4091  re q u ire s  th e  fo llo w in g  g e n e ra l 
d is c lo s u re s :

“ (a )  A m o u n ts  o f a n y  o p e ra tin g  lo s s  c a r r y 
fo rw a rd s  n o t re c o g n iz e d  in  th e  lo s s  p e r io d , 
to g e th e r  w ith  e x p ira t io n  d a te s  ( in d ic a t in g  s e p a r
a te ly  a m o u n ts  w h ic h , u p o n  re c o g n it io n , w o u ld  be  
c re d ite d  to  d e fe rre d  ta x  a c c o u n ts ) ;

( b )  S ig n if ic a n t a m o u n ts  o f a n y  o th e r  u n u s e d  
d e d u c tio n s  o r  c re d its , to g e th e r  w ith  e x p ira t io n  
d a te s ; a n d

(c )  R e a so n s  f o r  s ig n if ic a n t v a r ia t io n s  in  th e  
c u s to m a ry  re la t io n s h ip s  b e tw e e n  in c o m e  ta x  e x 
p e n se  a n d  p re ta x  a c c o u n tin g  in c o m e , i f  th e y  a re  
n o t o th e rw is e  a p p a re n t fr o m  th e  f in a n c ia l s ta te 
m e n ts  o r  fr o m  th e  n a tu re  o f th e  e n t i t y ’ s b u s in e s s .

T h e  B o a rd  re c o m m e n d s  th a t  th e  n a tu re  o f  s ig 
n if ic a n t  d iffe re n c e s  b e tw e e n  p re ta x  a c c o u n tin g  
in c o m e  a n d  ta x a b le  in c o m e  be  d is c lo s e d . ”

I n  a d d it io n , s e c tio n  4094  re q u ire s  d is c lo s u re  o f th e  m e th o d  
a d o p te d  ( d e fe r r a l o r  f lo w - th ro u g h )  in  a c c o u n tin g  fo r  in 
v e s tm e n t c re d its  a n d  th e  a m o u n ts  o f  u n u s e d  c a r ry fo rw a rd s ,  
to g e th e r  w ith  e x p ira t io n  d a te s . T h e se  re q u ire m e n ts  a re  
c o n s is te n t w ith  th e  d is c lo s u re  re q u ire m e n ts  c ite d  a b o v e  
in  s e c tio n  4091.

23. Transitional Problems
.128 S e c tio n  4091  w a s  e ffe c tiv e  fo r  fis c a l p e r io d s  th a t  

b e g a n  a f te r  D e c e m b e r 31 , 1967. R e tro a c tiv e  a p p lic a t io n  
w a s  n o t m a n d a to ry  b u t  w a s  e n c o u ra g e d . T h e  o b v io u s  
a d v a n ta g e  o f a p p ly in g  s e c tio n  4091  r e tr o a c t iv e ly  w a s  to  
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a c h ie v e  c o m p le te  c o m p a ra b ility  a m o n g  a ll  re p o r te d  
p e r io d s — b o th  th e n  a n d  in  th e  fu tu re .

.129 I f  a  c o m p a n y  d id  n o t e le c t to  a p p ly  s e c tio n  4091  
r e tr o a c t iv e ly ,  i t  w a s  n e v e rth e le s s  n e c e s s a ry  to  m a k e  
c h a n g e s  in  p re s e n ta tio n  o f d e fe rre d  ta x e s  th a t  re la te d  to  
p e r io d s  p r io r  to  th e  e ffe c tiv e  d a te . F o r  e x a m p le , a  co m 
p a n y  th a t  w a s , p r io r  to  th e  e ffe c tiv e  d a te , p re s e n tin g  
d e fe rre d  ta x  a c c o u n ts  as d ir e c t  re d u c tio n s  o f re la te d  a sse ts  
a n d  l ia b il i t ie s — “ n e t o f  ta x ”  p re s e n ta tio n — w a s  re q u ire d  
to  c h a n g e  th e  p re s e n ta tio n  o f  b a la n c e  s h e e ts  a t th e  e n d  o f  
f is c a l p e r io d s  b e g in n in g  a f te r  D e c e m b e r 3 1 , 1967. T h is  
w a s  re q u ire d  e v e n  th o u g h  th e  a m o u n ts  o f  d e fe rre d  ta x e s  
c a r r ie d  o v e r fr o m  p r io r  y e a rs  h a d  n o t b e e n  re c o m p u te d  
to  c o n fo rm  to  th e  p ro v is io n s  o f s e c tio n  4091 .

.130 T h e  n e t o f  ta x  p re s e n ta tio n  is  a ls o  p ro h ib ite d  in  
in c o m e  s ta te m e n ts  fo r  p e r io d s  s u b je c t to  s e c tio n  4091 .
W h e n  c o m p a ra tiv e  in c o m e  s ta te m e n ts  a re  p re s e n te d  w h ic h  
in c lu d e  y e a rs  b e g in n in g  b o th  b e fo re  a n d  a f te r  th e  e ffe c tiv e  
d a te  o f  s e c tio n  4091 , i t  is  n o t re q u ire d  th a t  “ n e t o f  ta x  
p re s e n ta tio n ”  be  e lim in a te d  fr o m  th e  fo rm e r  in c o m e  s ta te 
m e n ts  b u t  i t  w o u ld  c e r ta in ly  b e  h ig h ly  d e s ira b le  e ve n  
th o u g h  th e  a m o u n ts  o f  d e fe rre d  ta x e s  a re  n o t re c o m p u te d .

.131 D e fe rre d  ta x  a c c o u n ts  r e la t in g  to  t im in g  d if fe r 
e nce s m a y  b e  c o m p u te d  e ith e r  o n  th e  b a s is  o f  in d iv id u a l 
tra n s a c tio n s  o r , w ith  re s p e c t to  s im ila r  t im in g  d iffe re n c e s , 
u n d e r  th e  “ g ro s s  c h a n g e ”  o r  “ n e t c h a n g e ”  m e th o d s . 
Ir re s p e c tiv e  o f  w h ic h  b a s is  o r  m e th o d  is  e le c te d , n o  re c o g 
n it io n  (b e y o n d  s y s te m a tic  a m o r t iz a tio n  o f  p re v io u s ly  
re c o rd e d  d e fe rre d  ta x e s ) c a n  b e  g iv e n  in  th e  c o m p u ta tio n  
o f th e  c u r re n t d e fe rre d  ta x  p ro v is io n  to  th e  re v e rs a l o f  
ta x  e ffe c ts  a r is in g  fro m  t im in g  d iffe re n c e s  o r ig in a t in g  p r io r  
to  th e  e ffe c tiv e  d a te  o f  s e c tio n  4091  u n le s s  th e  a p p lic a b le  
d e fe rre d  ta x e s  h a v e  b e e n  p ro v id e d  f o r  in  a c c o rd a n c e  w ith  
s e c tio n  409 1 , e ith e r  d u r in g  th e  p e r io d s  in  w h ic h  th e  t im in g  
d iffe re n c e s  o r ig in a te d  o r , r e tr o a c t iv e ly ,  as o f  th e  e ffe c tiv e  
d a te  o f  s e c tio n  4091 . T h e  m e th o d  o r  m e th o d s  a d o p te d  
s h o u ld  b e  c o n s is te n tly  a p p lie d . I f  th e  m e th o d s  a re  c h a n g e d , 
d is c lo s u re  o f  a  c h a n g e  in  a c c o u n tin g  is  n e c e s s a ry  in  a c c o rd 
a n c e  w ith  s e c tio n  1051 , Accounting Changes. [A s  a m e n d e d , 
e ffe c tiv e  f o r  f is c a l y e a rs  b e g in n in g  a f te r  J u ly  3 1 , 1971, b y  
A P B  O p in io n  N o . 2 0 .]
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.132 T h e re  a re  cases in  w h ic h  a  c o m p a n y , p r io r  to  th e  
e ffe c tiv e  d a te  o f  s e c tio n  4 09 1 , d id  n o t a p p ly  in te r p e r io d  
ta x  a llo c a tio n  p ro c e d u re s  f o r  s ig n if ic a n t t im in g  d iffe re n c e s  
in  a c c o rd a n c e  w ith  s e c tio n  4 09 1 , b u t w a s  re q u ire d  to  d o  so  
s u b s e q u e n t to  th e  e ffe c tiv e  d a te . I t  s h o u ld  be  n o te d  th a t  
u n d e r  su c h  c irc u m s ta n c e s  i f  th e  p ro v is io n s  o f  s e c tio n  4091  
w e re  n o t a p p lie d  r e tr o a c t iv e ly ,  th e re  m a y  be  a  s ig n if ic a n t  
la c k  o f  c o m p a ra b ility  a m o n g  in c o m e  s ta te m e n ts  fo r  a  n u m 
b e r  o f y e a rs . T h is  w i l l  o c c u r b e ca u se  i t  w i l l  b e  n e c e s s a ry  
to  re c o g n iz e  d e fe rre d  ta x e s  fo r  t im in g  d iffe re n c e s  th a t  
o r ig in a te  s u b s e q u e n t to  th e  e ffe c tiv e  d a te  o f s e c tio n  4 09 1 , 
w h e re a s  i t  w i l l  n o t be  p e rm is s ib le  to  re fle c t in  th e  p ro v is io n  
f o r  d e fe rre d  ta x e s  th e  ta x  e ffe c ts  o f  s im ila r  t im in g  d i f 
fe re n c e s  th a t  re v e rs e  d u r in g  th e  sam e  p e r io d . T h e  e ffe c t 
o f th is  p ro c e d u re  w i l l  b e  to  p la c e  th e  a c c o u n ts  o f  th e  c o m 
p a n y  o n  a  f u l l  a llo c a tio n  b a s is  g ra d u a lly  o v e r a  p e r io d  o f  
t im e . T h e  p e r io d  o f  t im e  re q u ire d  f o r  f u l l  a llo c a tio n  to  be  
a c h ie v e d  a n d  th e  s ig n ific a n c e  o f  th e  la c k  o f c o m p a ra b ility  
w i l l  d e p e n d  o n  th e  “ r o llo v e r  p e r io d ”  o f  th e  t im in g  d i f 
fe re n c e s  in v o lv e d , a n d  th e ir  m a te r ia lity .

.133 A n  e x a m p le  o f a  p o s s ib le  e x tre m e  la c k  o f  co m 
p a r a b ili t y  c o u ld  o c c u r in  th e  case  w h e re  a  c o m p a n y  h a s  
n o t b e e n  p ro v id in g  d e fe rre d  ta x e s  r e la t in g  to  p ro v is io n s  
f o r  p ro d u c t w a r r a n ty  c o s ts  w h e re  th e  w a r r a n ty  p e r io d  is  
r e la t iv e ly  s h o r t, s a y  tw o  o r  th re e  y e a rs . I n  s u c h  a  case , 
d u r in g  th e  f ir s t  fe w  y e a rs  fo llo w in g  th e  e ffe c tiv e  d a te  o f  
s e c tio n  4 09 1 , th e  p ro v is io n  ( c r e d it )  f o r  d e fe rre d  ta x e s  in  
th e  in c o m e  s ta te m e n t w i l l  v a r y  w id e ly  (d e c re a s in g  in  
a m o u n t)  e v e n  th o u g h  th e re  is  n o  c h a n g e  in  ta x  ra te s  o r  
in  th e  e n d in g  a m o u n t o f  th e  w a r r a n ty  re s e rv e . S u c h  la c k  
o f c o m p a ra b ility , a s s u m in g  i t  is  s ig n if ic a n t, re q u ire s  e x 
p la n a tio n  in  a  n o te  to  th e  f in a n c ia l s ta te m e n ts . I t  is  o b v io u s  
th a t  u n d e r  th e s e  c irc u m s ta n c e s  r e tro a c tiv e  a p p lic a t io n  
w o u ld  b e  h ig h ly  d e s ira b le .

.134 S om e c o m p a n ie s  a d o p te d  ta x  a llo c a tio n  p ro 
c e d u re s  fo r  d e p re c ia tio n  t im in g  d iffe re n c e s  a t th e  e ffe c tiv e  
d a te  o f  s e c tio n  4074  o n  a  p ro s p e c tiv e  b a s is  a n d  d id  n o t  
r e tr o a c t iv e ly  p ro v id e  d e fe rre d  ta x e s  fo r  a c c u m u la te d  t im 
in g  d iffe re n c e s  a t th a t  d a te . S u c h  c o m p a n ie s  s h o u ld  c o n 
s id e r  th e  a d v is a b ility  o f p r o v id in g  s u c h  d e fe rre d  ta x e s  
r e tr o a c t iv e ly  o n  th e  b a s is  p ro v id e d  in  s e c tio n  4091 .
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.135 I f  a  c o m p a n y  d e c id e s  to  g iv e  r e tr o a c t iv e  e ffe c t to  
s e c tio n  4 09 1 , th e  c o m p u ta tio n s  o f d e fe r re d  ta x e s  r e la t in g  
to  t im in g  d iffe re n c e s  fo r  p r io r  p e r io d s  s h o u ld  b e  b a se d  o n  
th e  p ro v is io n s  o f  s e c tio n  4 0 9 1  a n d  s h o u ld  b e  a p p lie d  to  a ll  
m a te r ia l ite m s  o f  th o s e  p r io r  p e r io d s . I t  is  u n a c c e p ta b le  
to  c o m p u te  s u c h  d e fe rre d  ta x e s  u n d e r  th e  “ l ia b i l i t y ”  a p 
p ro a c h , w h ic h  h a s  b e e n  re je c te d  in  s e c tio n  4 09 1 , e v e n  
th o u g h  th e  l ia b i l i t y  a p p ro a c h  w o u ld  h a v e  b e e n  a c c e p ta b le  
i f  i t  h a d  b e e n  fo llo w e d  in  p r io r  y e a rs . O n  th e  o th e r  h a n d , 
w h e re  d e fe rre d  ta x e s  h a v e  b e e n  p ro v id e d  in  p r io r  y e a rs  
u n d e r  th e  l ia b i l i t y  m e th o d , re c o m p u ta tio n  u n d e r  th e  d e 
fe r r e d  m e th o d  s h o u ld  be  re q u ire d  o n ly  w h e n  th e  d iffe re n c e s  
a re  m a te r ia l.

.136 T h e  B o a rd  re c o g n iz e d  th a t  i t  w a s  n o t p ra c tic a b le  
to  d is c u s s  in  s e c tio n  4 09 1  a ll  o f  th e  p ro b le m s  th a t  c o u ld  
a ris e  in  th e  a p p lic a t io n  o f  th e  p r in c ip le s  s ta te d  in  s e c tio n  
409 1 . L ik e w is e  i t  w a s  n o t p ra c tic a b le  in  th is  a r t ic le  to  in 
d ic a te  o r  s u g g e s t s o lu tio n s  to  so m e  e x is t in g  p ro b le m s  o r  to  
a n tic ip a te  s o lu tio n s  to  n e w  p ro b le m s . F u r th e r  e x p e rie n c e  in  
th e  im p le m e n ta tio n  o f s e c tio n  4091  w i l l  u n d o u b te d ly  le a d  to  
n e w  o r  d if fe r e n t  tre a tm e n ts .

[Is s u e  D a te : 1 9 6 9 .]

24. Franchise Taxes Based on Income

.137 Question— T h e  O h io  c o rp o ra t io n  fra n c h is e /in c o m e  
ta x  la w  e n a c te d  D e c e m b e r 20 , 1971 im p o s e s  a  ta x  b a s e d  o n  
th e  v a lu e  o f  a  c o rp o r a t io n ’s is s u e d  a n d  o u ts ta n d in g  s h a re s  
o f  c a p ita l s to c k . T h e  v a lu e  o f  th e  is s u e d  a n d  o u ts ta n d in g  
s to c k  is  d e e m e d  to  b e  (a )  th e  s to c k h o ld e rs ’  e q u ity  in  th e  
c o rp o ra t io n  ( s u b je c t to  c e r ta in  a d ju s tm e n ts )  a s  o f  th e  
b e g in n in g  o f  th e  c o rp o ra t io n ’s  a n n u a l a c c o u n tin g  p e r io d  
th a t  in c lu d e s  th e  f ir s t  d a y  o f  J a n u a ry  o f  th e  ta x  y e a r  o r  
( b )  th e  c o rp o ra t io n ’s n e t in c o m e  ( s u b je c t to  c e r ta in  a d ju s t
m e n ts ) f o r  th e  y e a r , o r  p o r t io n  o f  th e  y e a r , p re c e d in g  th e  
c o m m e n c e m e n t o f  i t s  a n n u a l a c c o u n tin g  p e r io d  th a t  in c lu d e s  
th e  f i r s t  d a y  o f  J a n u a ry . T h e  a m o u n t o f  th e  ta x  p a y a b le  
is  th e  g re a te r  o f  th e  a p p lic a b le  ta x  r a te  a p p lie d  to  s to c k 
h o ld e rs ’ e q u ity  o r  n e t in c o m e , b u t n o  le s s  th a n  $ 50 , a n d  is  
f i r s t  d u e  o n  J a n u a ry  1, 1972. T o  w h a t p e r io d  d o e s  th e  ta x  
c h a rg e  b e lo n g ?
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.1 38  Interpretation— A  fra n c h is e  ta x  u n re la te d  to  in 
co m e  is  a  p r iv ile g e  ta x  w h ic h  s h o u ld  b e  c h a rg e d  a s  a n  
e x p e n s e  o f  th e  y e a r  to  w h ic h  th e  p r iv ile g e  re la te s . A  
fra n c h is e  ta x  w h ic h , in  e ffe c t, is  b a se d  s o le ly  o n  in c o m e  is  
c o n s id e re d  to  b e  a n  in c o m e  ta x  u n d e r  s e c tio n  4091 . T h e  
ta x  s h o u ld  be  a c c ru e d  in  th e  y e a r  th e  in c o m e  to  w h ic h  i t  
re la te s  is  e a rn e d , e v e n  th o u g h  th e  ta x  c o n s titu te s  a  fe e  f o r  
th e  p r iv ile g e  o f  d o in g  b u s in e s s  in  a  s u c c e e d in g  p e r io d  a n d  
is  p a y a b le  in  th a t  p e r io d .

.139  T h e  O h io  c o rp o ra tio n  fra n c h is e /in c o m e  ta x  is  
c o n s id e re d  to  b e  c o m p o s e d  o f tw o  e le m e n ts  f o r  a c c o u n tin g  
p u rp o s e s , a  fra n c h is e  ta x  a n d  a n  in c o m e  ta x . T o  th e  e x te n t 
th e  ta x  is  b a s e d  o n  s to c k h o ld e rs ’ e q u ity , i t  is  a  fra n c h is e  ta x  
w h ic h  s h o u ld  b e  a c c ru e d  in  th e  y e a r  to  w h ic h  th e  p r iv ile g e  
re la te s . I f  th e re  is  a d d it io n a l ta x  d u e , b a s e d  o n  in c o m e , 
th a t  e xce ss  is  c o n s id e re d  to  b e  a n  in c o m e  ta x  w h ic h  s h o u ld  
b e  a c c ru e d  in  th e  y e a r  th e  in c o m e  w a s  e a rn e d .

.140  I n  m a n y  in s ta n c e s  c o rp o ra tio n s  w i l l  h a v e  is s u e d  
p r io r  to  th e  e n a c tm e n t o f  th e  O h io  la w  th e ir  f in a n c ia l s ta te 
m e n ts  f o r  y e a rs  e n d in g  in  1971 . I n  s u c h  cases th e  a d d i
t io n a l ta x  e xp e n se  f o r  y e a rs  e n d in g  in  1 97 1  s h o u ld  b e  
tre a te d  a s  a  p r io r  p e r io d  a d ju s tm e n t w h e n  th e  c o rp o ra tio n  
n e x t is s u e s  i t s  f in a n c ia l s ta te m e n ts .

[Is s u e  D a te : M a rc h , 1 9 7 2 ]

25. “Leveraged” Lease Accounting

[.1 4 1 — .1 4 2 ] [S u p e rs e d e d , e ffe c tiv e  J a n u a ry  1 , 1977, 
b y  F A S B  S ta te m e n t N o . 1 3 ] (see  s e c tio n  4 0 5 3 ).
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AC Section U4094
Accounting For The 
Investment Credit:
Accounting Interpretations of 
Section 4094
1. Tax Credit Disclosure

.001  Question— W h a t d is c lo s u re  is  r e q u ire d  in  r e la 
t io n  to  a c c o u n tin g  f o r  th e  in v e s tm e n t ta x  c re d it?

.0 02  Interpretation— S e c tio n  4 0 9 4 .1 8  s p e c ifie s  th a t  
f u l l  d is c lo s u re  o f  th e  m e th o d  fo llo w e d  a n d  a m o u n ts  in 
v o lv e d , w h e n  m a te r ia l,  in  a c c o u n tin g  f o r  th e  in v e s tm e n t 
c r e d it  is  e s s e n tia l. F o r  th is  p u rp o s e , m a te r ia lit y  s h o u ld  be  
m e a s u re d  in  r e la t io n  to  th e  in c o m e  ta x  p ro v is io n , n e t in 
co m e , a n d  th e  tr e n d  o f  e a rn in g s . G e n e ra lly , a l l  a m o u n ts  o f  
in v e s tm e n t c r e d it  s h o u ld  b e  re v e a le d  u n le s s  th e y  a re  c le a r ly  
in s ig n if ic a n t.  (M o d if ie d  b y  In te r p r e ta t io n  N o . 2  b e lo w .)

[  Is s u e  D a te : F e b ru a ry , 1972 . ]

2. Tax Credit Disclosure (Modification)

.003  A c c o u n tin g  In te r p r e ta t io n  N o . 1 , is s u e d  in  F e b 
r u a r y  1972 , s ta te d , “ f u l l  d is c lo s u re  o f  th e  m e th o d  fo llo w e d  
a n d  a m o u n ts  in v o lv e d , w h e n  m a te r ia l,  in  a c c o u n tin g  f o r  
th e  in v e s tm e n t c r e d it  is  e s s e n tia l. F o r  th is  p u rp o s e , m a te 
r ia l i t y  s h o u ld  b e  m e a s u re d  in  r e la t io n  to  th e  in c o m e  ta x  
p ro v is io n , n e t in c o m e , a n d  th e  tr e n d  o f  e a rn in g s . G e n e ra lly , 
a ll  a m o u n ts  o f  in v e s tm e n t c r e d it  s h o u ld  b e  re v e a le d  u n le s s  
th e y  a re  c le a r ly  in s ig n if ic a n t.  ”  T h a t  In te r p r e ta t io n  is  
re a ffirm e d , e x c e p t f o r  th e  fo re g o in g  re fe re n c e s  to  m a te 
r ia l i t y  a s  i t  re la te s  to  d is c lo s u re  o f  th e  method.

.0 04  T h e  1971 A c t  a n d  th e  T re a s u ry  re le a s e s  re q u ire  
a  ta x p a y e r  to  d is c lo s e  in  f in a n c ia l r e p o r ts  th e  m e th o d  o f  
a c c o u n tin g  u s e d  fo r  th e  in v e s tm e n t c r e d it  b u t  n o  m a te r ia lit y  
g u id e lin e  is  g iv e n . A c c o rd in g ly , u n t i l  s u c h  t im e  a s  a  g u id e 
lin e  m a y  b e  is s u e d , th e  method o f  a c c o u n tin g  f o r  th e  in v e s t
m e n t c r e d it  s h o u ld  b e  d is c lo s e d  in  a ll  f in a n c ia l re p o r ts  fo r  
ta x a b le  y e a rs  e n d in g  a f te r  D e c e m b e r 9 , 1971  e v e n  th o u g h  
th e  amount is  n o t m a te r ia l a n d  is  n o t d is c lo s e d  a n d  d is -
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c lo s u re  w o u ld  n o t o th e rw is e  b e  re q u ire d . I f  m o re  th a n  one  
method is  u s e d  ( f o r  e x a m p le , th e  d e fe r r a l m e th o d  fo r  “ o ld ”  
c re d its  a n d  th e  flo w - th ro u g h  m e th o d  f o r  “ n e w ”  c r e d its ) ,  a ll 
methods s h o u ld  b e  d is c lo s e d . T h e  a m o u n ts  m a y  b e  o m itte d  
o n ly  i f  th e y  a re  c le a r ly  in s ig n if ic a n t.

[Is s u e  D a te : A p r i l ,  1 9 7 2 ]

3. Acceptable Methods of Accounting for Investment Credits
Under 1971 Act

.005  Question— W h a t m e th o d s  m a y  b e  u s e d  to  a c c o u n t 
f o r  in v e s tm e n t c re d its  a llo w a b le  u n d e r  th e  R e v e n u e  A c t  
o f  1971?

.006  Interpretation— I n  a  n e w s  re le a s e  d a te d  J a n u a ry  
10, 1972, th e  T re a s u ry  D e p a r tm e n t in te rp re te d  th e  A c t  to  
m e a n  th a t  th e  flo w - th ro u g h  a n d  th e  d e fe r r a l m e th o d s  a re  
th e  o n ly  a c c e p ta b le  m e th o d s  to  a c c o u n t f o r  in v e s tm e n t 
c re d its  a llo w a b le  u n d e r  th e  1971  A c t  f o r  ta x a b le  y e a rs  
e n d in g  a f te r  D e c e m b e r 9 , 1971.

.007  U n d e r  th e  f lo w - th ro u g h  m e th o d , th e  c r e d it  is  
re fle c te d  a s  a  re d u c tio n  o f ta x  e x p e n s e  in  th e  y e a r  i t  is  
re c o g n iz e d  in  th e  fin a n c ia l s ta te m e n ts .

.008  U n d e r  th e  d e fe r ra l m e th o d , th e  c r e d it  is  re fle c te d  
a s a  re d u c tio n  o f  ta x  e xp e n se  r a ta b ly  o v e r  th e  p e r io d  d u r in g  
w h ic h  th e  a s s e t is  d e p re c ia te d  a n d  fo llo w s  th e  d e p re c ia tio n  
m e th o d  u s e d  f o r  f in a n c ia l r e p o r t in g  p u rp o s e s . T h e  a m o r t i
z a tio n  p e r io d  m a y  b e  th e  s p e c ific  l i f e  o f  e a c h  a s s e t o r  th e  
c o m p o s ite  l i f e  o f  a ll  d e p re c ia b le  a sse ts . H o w e v e r, a m o r t i
z a tio n  o v e r  th e  p e r io d  th e  a s s e t m u s t b e  h e ld  to  a v o id  
re c a p tu re  o f th e  c r e d it  r a th e r  th a n  l i f e  o f  th e  a s s e t is  n o t 
a c c e p ta b le  b e ca u se  i t  is  n o t b a se d  o n  d e p re c ia b le  li f e .

.009  A  f in a n c in g  in s t it u t io n  m a y  in c lu d e  th e  in v e s t
m e n t c r e d it  a s  p a r t  o f  th e  p ro c e e d s  fr o m  le a s e d  p ro p e r ty  
a c c o u n te d  f o r  b y  th e  f in a n c in g  m e th o d  a n d  in c lu d e  i t  in  
d e te rm in in g  th e  y ie ld  fr o m  th e  “ lo a n ”  w h ic h  is  re fle c te d  
in  in c o m e  o v e r  th e  te rm  o f  th e  le a se . H o w e v e r, th e  fin a n c 
in g  in s t it u t io n  m a y  a c c o u n t f o r  th e  in v e s tm e n t c r e d it  o n  
p ro p e r ty  p u rc h a s e d  f o r  i t s  o w n  u se  b y  e ith e r  th e  flo w 
th ro u g h  o r  th e  d e fe r ra l m e th o d .

.010  T h e  in v e s tm e n t c r e d it  m a y  be  p a sse d  th ro u g h  to  
a  lesse e  f o r  le a s e d  p ro p e r ty . T h e  lesse e  s h o u ld  a c c o u n t fo r
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th e  c r e d it  b y  w h ic h e v e r  m e th o d  is  u s e d  f o r  p u rc h a s e d  p ro p 
e r ty . I f  th e  d e fe r ra l m e th o d  is  u se d  a n d  th e  le a s e d  p ro p e r ty  
is  n o t c a p ita liz e d , th e  te rm  o f  th e  le a se , g e n e ra lly  in c lu d 
in g  re n e w a l o p tio n s  w h ic h  a re  re a s o n a b ly  e x p e c te d  to  b e  
e x e rc is e d , is  th e  p e r io d  o v e r  w h ic h  th e  c r e d it  s h o u ld  b e  
a m o rtiz e d .

[Is s u e  D a te : A p r il ,  1 9 7 2 ]

4. Change in Method of Accounting for Investment Credit
.011 Question— T h e  R e v e n u e  A c t  o f  1971 p ro v id e s  

th a t  a  ta x p a y e r  n e e d  n o t u se  a  p a r t ic u la r  m e th o d  o f  a c c o u n t
in g  f o r  th e  in v e s tm e n t c r e d it  in  f in a n c ia l r e p o r ts  s u b je c t 
to  th e  ju r is d ic t io n  o f, o r  m a d e  to , a n y  fe d e ra l a g e n c y . H o w 
e v e r, o nce  a  m e th o d  is  a d o p te d , a  ta x p a y e r  m a y  n o t u n d e r  
th e  A c t  c h a n g e  to  a n o th e r  m e th o d  u n le s s  th e  S e c re ta ry  o f  
th e  T re a s u ry  o r  h is  d e le g a te  c o n s e n ts . (T h e re fo re , a  ta x 
p a y e r  h a s  a  o n e -tim e  “ fre e  c h o ic e ”  to  s e le c t a  m e th o d  
d if fe r e n t  fr o m  th e  o n e  u s e d  in  th e  p a s t to  a c c o u n t f o r  th e  
in v e s tm e n t c r e d it  u n d e r  th e  1971 A c t  b u t  m u s t c o n tin u e  
to  u se  th e  m e th o d  s e le c te d .) T h e  T re a s u ry  D e p a r tm e n t 
is s u e d  n e w s  re le a s e s  o n  D e c e m b e r 2 1 , 1971  a n d  J a n u a ry  10 , 
1972 s p e c ify in g  D e c e m b e r 10 , 1971 a s  th e  e ffe c tiv e  d a te  fo r  
th e  a c c o u n tin g  re q u ire m e n ts  f o r  th e  c r e d it  u n d e r  th e  A c t  
in  f in a n c ia l re p o r ts  is s u e d  b y  ta x p a y e rs  a n d  d e s c r ib in g  
m e th o d s  o f  a c c o u n tin g  f o r  i t .  H o w  d o  th e  1971 A c t  a n d  
th e  T re a s u ry  D e p a r tm e n t re le a s e s  a ffe c t th e  a p p lic a t io n  o f  
s e c tio n  1051, A c c o u n tin g  C h a n g e s , b y  ta x p a y e rs  w h o  c h a n g e  
th e ir  m e th o d  o f  a c c o u n tin g  f o r  th e  in v e s tm e n t c r e d it  in  
f in a n c ia l re p o r ts  is s u e d  to  s h a re h o ld e rs ?

.012  Interpretation— T h is  A c c o u n tin g  In te r p r e ta t io n  
s e ts  fo r t h  o u r  u n d e rs ta n d in g  o f  h o w  s e c tio n  1 0 5 1 1 s h o u ld  
be  a p p lie d  u n d e r  th e  A c t  a n d  th e  T re a s u ry  re le a s e s  in  
a c c o u n tin g  a n d  r e p o r t in g  f o r  th e  in v e s tm e n t c r e d it  in  g e n 
e ra l p u rp o s e  f in a n c ia l s ta te m e n ts  is s u e d  b y  c o m p a n ie s  s u b 
je c t  to  th e  ju r is d ic t io n  o f, o r  m a k in g  re p o r ts  to , fe d e ra l 
a g e n c ie s . T h e s e  w o u ld  in c lu d e , f o r  e x a m p le , a n n u a l re p o r ts  
to  s h a re h o ld e rs  a n d  o th e r  in v e s to rs  u n d e r  th e  ju r is d ic t io n  
o f  th e  S E C , IC C , C A B , S B A , e tc . T h e  c o n c lu s io n s  o f  th is  
In te r p r e ta t io n  s h o u ld  b e  a p p lie d  to  a l l  f in a n c ia l s ta te m e n ts  
p re p a re d  in  a c c o rd a n c e  w ith  g e n e ra lly  a c c e p te d  a c c o u n tin g

1 Section 1051 is effective fo r fiscal years beginning a fter Ju ly 31, 1971, 
but earlier application is encouraged.
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p r in c ip le s  e v e n  th o u g h  th e y  a re  is s u e d  b y  c o m p a n ie s  w h o se  
f in a n c ia l re p o r ts  a re  n o t u n d e r  th e  ju r is d ic t io n  o f, o r  w h o  
d o  n o t r e p o r t  to , a  fe d e ra l a g e n c y . ( I t  is  o u r  u n d e rs ta n d in g  
th a t  a  ta x  r e tu r n  is  n o t d e e m e d  a  f in a n c ia l r e p o r t  to  com e  
u n d e r  th e  p ro v is io n s  o f  th e  1971 A c t  d is c u s s e d  in  th is  In te r 
p re ta t io n .)  I f  a n y th in g  in  th is  In te r p r e ta t io n  s h o u ld  c o n 
f l ic t  w ith  a n y  re q u ire m e n t is s u e d  b y  th e  T re a s u ry , th e  
re q u ire m e n t o f th e  T re a s u ry  p re v a ils  f o r  th o s e  fin a n c ia l 
s ta te m e n ts .

“ Old”  Investment Credits
.013 S e c tio n  1 051 .16  s p e c ifie s  th a t  th e  p re v io u s ly  

a d o p te d  m e th o d  o f  a c c o u n tin g  f o r  a  ta x  c r e d it  w h ic h  is  
b e in g  d is c o n tin u e d  o r  te rm in a te d  s h o u ld  n o t b e  c h a n g e d . 
T h e re fo re , th e  m e th o d  o f  a c c o u n tin g  u s e d  fo r  in v e s tm e n t 
c re d its  p re v io u s ly  re p o r te d  in  f in a n c ia l s ta te m e n ts  c o v e r in g  
ta x a b le  y e a rs  e n d in g  b e fo re  D e c e m b e r 10, 1971 s h o u ld  be  
c o n tin u e d  fo r  th o s e  c re d its  in  f in a n c ia l s ta te m e n ts  is s u e d  
a f te r  D e c e m b e r 9 ,  1971. T h u s , a n  in v e s tm e n t c r e d it  re c e iv e d  
in  1968  a n d  a c c o u n te d  f o r  b y  th e  d e fe r r a l m e th o d  s h o u ld  
u n d e r s e c tio n  1051 c o n tin u e  to  be  a m o rtiz e d  o n  th e  sam e  
b a s is  a s  b e fo re  e v e n  th o u g h  th e  ta x p a y e r  e le c ts  to  u se  th e  
f lo w - th ro u g h  m e th o d  u n d e r  th e  o n e -tim e  ‘ ‘ fre e  c h o ic e ”  to  
a c c o u n t f o r  1971 A c t  in v e s tm e n t c re d its . L ik e w is e , a  1968  
in v e s tm e n t c r e d it  w h ic h  w a s  a c c o u n te d  f o r  b y  th e  flo w 
th ro u g h  m e th o d  s h o u ld  n o t b e  re in s ta te d , e ith e r  b y  re tro a c 
t iv e  re s ta te m e n t o r  b y  a  “ c a tc h -u p ”  a c c o u n tin g  c h a n g e  
a d ju s tm e n t, e v e n  th o u g h  th e  ta x p a y e r  e le c ts  th e  d e fe r ra l 
m e th o d  u n d e r  th e  o n e -tim e  “ fre e  c h o ic e ”  to  a c c o u n t f o r  
1971 A c t  in v e s tm e n t c re d its .

.014 U n d e r  s e c tio n  105 1 .1 6 , th e  “ o ld ”  in v e s tm e n t 
c r e d it  in  th e  a b o v e  e x a m p le s  is  c o n s id e re d  te rm in a te d  as  
o f  D e c e m b e r 9 , 1971 in  v ie w  o f  th e  T re a s u ry  D e p a r tm e n t 
re le a s e s . T h e  a d o p tio n  o f a  d if fe r e n t  m e th o d  to  a c c o u n t fo r  
1971 A c t  in v e s tm e n t c re d its  u n d e r  th e  o n e -tim e  “ fre e  
c h o ic e ”  is , th e re fo re , c o n s id e re d  s im ila r  to  th e  a d o p tio n  
o f  a  d if fe r e n t  m e th o d  o f  a m o r t iz a t io n  f o r  n e w ly  a c q u ire d  
a sse ts  a s  p ro v id e d  b y  s e c tio n  1051 .24 .

“ New”  Credits Arising Before Cutoff Date
.015 A n  in v e s tm e n t c r e d it  a r is in g  u n d e r  th e  R e v e n u e  

A c t o f  1971  b u t  a llo w a b le  in  a  ta x a b le  y e a r  e n d in g  b e fo re
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D e c e m b e r 10 , 1971 ( f o r  e x a m p le , f r o m  p ro p e r ty  p u rc h a s e d  
in  S e p te m b e r 1971 b y  a  ta x p a y e r  w ith  a  N o v e m b e r 3 0  ta x 
a b le  y e a r )  m a y  be  a c c o u n te d  f o r  e ith e r  b y  th e  m e th o d  u s e d  
in  p r io r  y e a rs  to  a c c o u n t f o r  th e  in v e s tm e n t c r e d it  o r  b y  
th e  m e th o d  th e  ta x p a y e r  w i l l  u se  u n d e r  th e  o n e -tim e  “ fre e  
c h o ic e .”  I n  th e s e  c irc u m s ta n c e s , th o s e  ta x p a y e rs  w h o  u se  
th e  ‘‘ o ld ”  m e th o d  m a y  e x e rc is e  t h e ir  o n e -tim e  “ fre e  c h o ic e ”  
in  th e  fo llo w in g  y e a r. T h o s e  ta x p a y e rs  w h o  c h a n g e  to  a  
d if fe r e n t  m e th o d  fo r  th e  1971 A c t  c r e d it  s h o u ld  c o n tin u e  
th a t  m e th o d  in  a c c o u n tin g  f o r  in v e s tm e n t c re d its  a llo w a b le  
in  fo llo w in g  ta x a b le  y e a rs  e n d in g  a f te r  D e c e m b e r 9 , 1971.

Carrybacks and C arryforw ards
.016  I n  p ra c tic e , th e  in v e s tm e n t c r e d it  is  re c o g n iz e d  

in  f in a n c ia l s ta te m e n ts 2 b y  in c lu d in g  i t  in  th e  “ w ith  a n d  
w ith o u t”  c o m p u ta tio n  o f  th e  ta x  e ffe c t o f  a  t im in g  d if fe r 
e nce  w h ic h  is  s p e c ifie d  b y  s e c tio n  4 091 .35 . T h is  p ra c tic e  
c o n tin u e s  to  b e  a p p ro p r ia te  in  ta x a b le  y e a rs  e n d in g  a f te r  
D e c e m b e r 9 , 1971 a lth o u g h  th e  c r e d it  is  a  c a rry b a c k  o r  a  
c a r r y fo rw a r d  fo r  in c o m e  ta x  p u rp o s e s . T h u s , w h e n  d i f 
fe re n t m e th o d s  a re  u s e d  to  a c c o u n t f o r  th e  c r e d it  in  d if fe r e n t  
y e a rs  a n d  c a rry b a c k s  o r  c a r ry fo rw a rd s  a re  in v o lv e d , th e  
m e th o d  a p p lic a b le  to  a  p a r t ic u la r  c r e d it  is  th e  m e th o d  
u s e d  fo r  th e  y e a r  in  w h ic h  th e  c r e d it  is  re c o g n iz e d  in  th e  
f in a n c ia l s ta te m e n ts .

.017  T h e re fo re , a n  in v e s tm e n t c r e d it  a r is in g  fr o m  a n  
in v e s tm e n t m a d e  d u r in g  a  ta x a b le  y e a r  e n d in g  a f te r  D e ce m 
b e r 9 , 1971 b u t c a r r ie d  b a c k  to  p ro d u c e  a  re fu n d  fr o m  a  
ta x a b le  y e a r  e n d in g  p r io r  to  D e c e m b e r 10 , 1971  s h o u ld  be  
a c c o u n te d  f o r  b y  th e  m e th o d  s e le c te d  u n d e r  th e  o n e -tim e  
“ fre e  c h o ic e .”  A n  in v e s tm e n t c r e d it  a r is in g  u n d e r  p r io r  
R e v e n u e  A c ts  w h ic h  h a s  n o t b e e n  p re v io u s ly  a c c o u n te d  f o r  
a n d  w h ic h  is  a llo w a b le  in  a  ta x a b le  y e a r  e n d in g , a f te r  
D e c e m b e r 9 ,  1971 ( f o r  e x a m p le , f r o m  p ro p e r ty  p u rc h a s e d  in  
1968  fo r  w h ic h  a ll  o r  p a r t  o f  th e  c r e d it  w a s  c a r r ie d  fo rw a rd  
to  c a le n d a r  1 9 7 1 ) s h o u ld  b e  a c c o u n te d  f o r  b y  th e  m e th o d  
s e le c te d  u n d e r  th e  o n e -tim e  “ fr e e  c h o ic e .”

.018  T h e  T re a s u ry  D e p a r tm e n t re le a s e s  d o  n o t a p p ly  
to  in v e s tm e n t c re d its  w h ic h  h a v e  b e e n  re p o r te d  in  a n n u a l 
in c o m e  s ta te m e n ts  c o v e r in g  ta x a b le  y e a rs  e n d in g  b e fo re  
D e c e m b e r 1 0 , 1971  e v e n  th o u g h  th e  c re d its  m a y  b e  c a r r ie d

2 See sections U4091.106-.114, “ Investment Credit Carrybacks and Carry
forwards”  and sections 4091.44-.47 for rationale.
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fo rw a rd  to  re d u c e  ta x  l ia b i l i t y  in  y e a rs  e n d in g  a f te r  D e ce m 
b e r  9 , 1971. T h e re fo re , th o s e  in v e s tm e n t c r e d it  c a r r y fo r 
w a rd s  re a liz e d  a f te r  th a t  d a te  s h o u ld  be  a c c o u n te d  fo r  in  
th e  n o rm a l m a n n e r b y  c r e d it in g  th e  a s s e ts  s e t u p  to  re c o g 
n iz e  th e  in v e s tm e n t c r e d it  c a r r y fo rw a r d  o r  b y  re s to r in g  
th e  d e fe rre d  ta x  c r e d it  w h e n  th e  c a r r y fo rw a r d  c r e d it  is  
re a liz e d .

.019  A n  in v e s tm e n t c r e d it  re c o g n iz e d  in  a  c a r r y fo r 
w a rd  y e a r  r a th e r  th a n  in  th e  y e a r  i t  a ris e s  s h o u ld  be  in c lu d e d  
in  th e  d e te rm in a tio n  o f  in c o m e  b e fo re  e x tra o r d in a r y  ite m s  
in  th e  c a r r y fo rw a r d  y e a r.

Consistency Exception in A ud ito r’s Report
.020  A  c h a n g e  in  th e  m e th o d  o f  a c c o u n tin g  f o r  th e  

in v e s tm e n t c r e d it  ( e ith e r  b y  s e le c tio n  o f  a  d if fe r e n t m e th o d  
u n d e r  th e  o n e -tim e  “ fre e  c h o ic e ”  o r  la te r  b y  p e rm is s io n  o f  
th e  S e c re ta ry  o f th e  T re a s u ry  o r  h is  d e le g a te ) w o u ld  c a ll 
f o r  a  c o n s is te n c y  e x c e p tio n  in  a n  in d e p e n d e n t a u d ito r ’ s 
r e p o r t  i f  i t  h a s  a  m a te r ia l e ffe c t o n  th e  f in a n c ia l s ta te m e n ts  
in  th e  c u r re n t y e a r  (see  A c c o u n tin g  In te r p r e ta t io n  N o . 2 
o n  ta x  c r e d it  d is c lo s u re ) . T h e  e ffe c t o f  th e  c h a n g e  u n d e r  
th e  o n e -tim e  “ fre e  c h o ic e ”  s h o u ld  b e  d is c lo s e d  in  th e  m a n 
n e r  s p e c ifie d  b y  s e c tio n  1051 .24 . T h e  e ffe c t o f  a  T re a s u ry -  
a p p ro v e d  c h a n g e  s h o u ld  b e  d is c lo s e d  in  th e  m a n n e r s p e c ifie d  
b y  s e c tio n  1051.21 .

[Is s u e  D a te : A p r i l ,  1 9 7 2 ]

5. Investment Credit Is Prior Period Adjustment
.021 Question— T h e  R e v e n u e  A c t  o f  1971 a llo w s  a n  

in v e s tm e n t c r e d it  r e tr o a c t iv e ly  to  som e  ta x p a y e rs  w h o s e  
f is c a l y e a rs  c lo s e d  p r io r  to  e n a c tm e n t o f  th e  A c t  o n  D e ce m 
b e r  10, 1971. T o  w h a t a c c o u n tin g  p e r io d  d oe s th is  c r e d it  
b e lo n g !

.022  Interpretation  —  A n  in v e s tm e n t c r e d it  a r is in g  
u n d e r  th e  R e v e n u e  A c t  o f  1971  a n d  a llo w a b le  in  a  ta x a b le  
y e a r  e n d in g  b e fo re  D e c e m b e r 10, 1971 is  c o n s id e re d  to  be  
a n  e v e n t o f  a  fis c a l y e a r  e n d in g  b e fo re  D e c e m b e r 10, 1971.
I f  th e  f in a n c ia l s ta te m e n ts  h a v e  n o t y e t b e e n  is s u e d , th e y  
s h o u ld  b e  a d ju s te d  to  re f le c t th e  c r e d it  as a  ty p e  1 su bse 
q u e n t e v e n t (see  A U  s e c tio n  560, V o lu m e  1, A I C P A  P r o 

f e s s i o n a l  S t a n d a r d s ) .
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I f  th e  f in a n c ia l s ta te m e n ts  h a v e  a lre a d y  b e e n  is s u e d , th e  
c r e d it  s h o u ld  be  tre a te d  as a  p r io r  p e r io d  a d ju s tm e n t as  
d e s c r ib e d  b y  s e c tio n  2010 .17  (see  a ls o  s e c tio n  2 0 1 1 .1 8 ).

.023  T h e  c r e d it  m a y  b e  a c c o u n te d  f o r  b y  th e  m e th o d  
u s e d  in  p r io r  y e a rs  to  a c c o u n t f o r  th e  in v e s tm e n t c r e d it  o r  
b y  a  d if fe r e n t  m e th o d . I f  a  d if fe r e n t  m e th o d  is  u s e d , th a t  
m e th o d  s h o u ld  b e  u s e d  th e r e a fte r  to  a c c o u n t f o r  in v e s tm e n t 
c re d its  a llo w a b le  in  fo llo w in g  ta x a b le  y e a rs  e n d in g  a f te r  
D e c e m b e r 9 , 1971. (S e e  A c c o u n tin g  In te r p r e ta t io n  N o . 4  
o n  c h a n g e  in  m e th o d  o f  a c c o u n tin g  f o r  th e  in v e s tm e n t 
c r e d it . )

[Is s u e  D a te : A p r i l ,  1 9 7 2 ]

6. Investment Credit in Consolidation

.0 24  Question— T h e  R e v e n u e  A c t  o f  1971  s p e c ifie s  th a t  
a  ta x p a y e r  s h a ll n o t b e  re q u ire d  to  u se  a  p a r t ic u la r  m e th o d  
o f a c c o u n tin g  f o r  th e  in v e s tm e n t c r e d it  in  re p o r ts  s u b je c t 
to  th e  ju r is d ic t io n  o f  a  fe d e ra l a g e n c y . H o w e v e r, a  ta x 
p a y e r  m u s t c o n tin u e  to  u se  th e  m e th o d  a d o p te d  in  a l l  s u c h  
re p o r ts  s u b s e q u e n tly  is s u e d  u n le s s  c o n s e n t to  c h a n g e  is  
g ra n te d  b y  th e  S e c re ta ry  o f  th e  T re a s u ry  o r  h is  d e le g a te . 
M a y  d if fe r e n t  m e th o d s  o f  a c c o u n tin g  f o r  th e  in v e s tm e n t 
c r e d it  be  a d o p te d  b y  th e  v a r io u s  le g a l e n t it ie s  th a t  f ile  se pa 
ra te  in c o m e  ta x  re tu rn s  b u t  a re  in c lu d e d  in  c o n s o lid a te d  
f in a n c ia l s ta te m e n ts ?

.025  Interpretation— N o , a  s in g le  m e th o d  o f  a c c o u n t
in g  f o r  th e  in v e s tm e n t c r e d it  s h o u ld  b e  a d o p te d  u n d e r  th e  
o n e -tim e  “ fre e  c h o ic e ”  b y  a  p a re n t c o m p a n y  a n d  i t s  s u b 
s id ia r ie s  in  c o n s o lid a te d  f in a n c ia l s ta te m e n ts  ( in c lu d in g  
s u b s id ia r ie s  c a r r ie d  o n  th e  e q u ity  m e th o d ) a n d  o th e r  f in a n 
c ia l re p o r ts  s u b je c t to  th e  ju r is d ic t io n  o f, o r  m a d e  to , a  
fe d e ra l a g e n c y .

[Is s u e  D a te : A p r il ,  1 9 7 2 ]

  The n e x t page is  13,451.
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Accounting for Income Taxes—

Special Areas:
Accounting Interpretations 
of Section 4 0 9 5

1. Disclosure of Untaxed Undistributed Earnings 
of Subsidiary

.001 Question— S e c tio n  4 09 5 .1 4 b  re q u ire s  d is c lo s u re  o f  
th e  c u m u la tiv e  a m o u n t o f  u n d is t r ib u te d  e a rn in g s  o f a  s u b 
s id ia r y  o n  w h ic h  th e  p a re n t c o m p a n y  h a s  n o t a c c ru e d  in 
com e  ta x e s . Is  th e  a m o u n t to  b e  d is c lo s e d  th e  to ta l a m o u n t 
o f u n d is tr ib u te d  e a rn in g s  o n  w h ic h  in c o m e  ta x e s  h a v e  n o t 
b e e n  a c c ru e d  o r  m a y  a n  a m o u n t th a t  w i l l  n o t b e  ta x e d , w ith  
a p p ro p r ia te  ta x  p la n n in g  u n d e r  e x is t in g  s ta tu te s , be  e x 
c lu d e d  ?

.002  Interpretation— T h e  a m o u n t to  b e  d is c lo s e d  
u n d e r  s e c tio n  4 09 5 .1 4 b  is  th e  c u m u la tiv e  u n d is tr ib u te d  
e a rn in g s  w h ic h  u n d e r  e x is t in g  la w  w o u ld  be  s u b je c t to  
in c o m e  ta x e s  i f  d is t r ib u te d  c u r r e n t ly  b u t f o r  w h ic h  th e  
p a re n t c o m p a n y  h a s  n o t a c c ru e d  in c o m e  ta x e s . I f  u n d e r  
e x is t in g  la w , h o w e v e r, a  s h o r t- te rm  p o s tp o n e m e n t o f  th e  
d is t r ib u t io n  w o u ld  p e r m it  th e  e a rn in g s  to  b e  d is t r ib u te d  
ta x  fre e  to  th e  p a re n t, th o s e  e a rn in g s  n e e d  n o t b e  in c lu d e d  
in  th e  a m o u n t d is c lo s e d . T h u s , f o r  e x a m p le , th e  a m o u n t 
d is c lo s e d  w o u ld  in c lu d e  th a t  p o r t io n  o f  th e  u n d is tr ib u te d  
e a rn in g s  o f  a  D IS C  s u b s id ia ry  o n  w h ic h  ta x  h a s  n o t bee n  
a c c ru e d , th e  u n d is tr ib u te d  e a rn in g s  o f  a  fo re ig n  s u b s id ia ry  
o n  w h ic h  ta x  h a s  n o t b e e n  a c c ru e d  a n d  th e  ta x  w o u ld  n o t 
b e  o ffs e t b y  a n  a v a ila b le  fo re ig n  ta x  c r e d it ,  a n d  th e  u n d is 
t r ib u te d  e a rn in g s  o f a  le s s  th a n  8 0  p e rc e n t o w n e d  d o m e s tic  
s u b s id ia ry .

.0 03  T h e  a m o u n t d is c lo s e d  w o u ld  n o t in c lu d e  th e  u n 
d is t r ib u te d  e a rn in g s  o f a n  80  p e rc e n t o r  m o re  o w n e d  d o 
m e s tic  s u b s id ia ry  th a t  is  in c lu d e d  in  a  c o n s o lid a te d  in c o m e  
ta x  r e tu r n , o r  w h e re  th e  p a re n t h a s  e le c te d  a  s in g le  s u r ta x
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exemption fo r a ll members of an affiliated group which file 
separate tax returns, since a dividend paid from those 
earnings would be eligible fo r the 100 percent dividends 
received deduction. Likewise, the undistributed earnings 
of a subsidiary that is expected to be remitted to the parent 
company in a tax free liquidation would not be included in 
the amount disclosed.

.004 The undistributed earnings of an 80 percent or 
more owned domestic subsidiary that files a separate tax 
return w ith  multiple surtax exemptions fo r the affiliated 
group should not be included in  the amount disclosed in 
most situations. Under present law, dividends paid out of 
earnings accumulated after 1974 w ill be eligible fo r the 100 
percent dividends received deduction. Income taxes should, 
however, be accrued for any pre-1975 multiple surtax year 
accumulated earnings which are n o t considered to be in 
vested fo r an indefinite period of time when the tax planning 
alternatives of filing  a consolidated return or a tax free 
liquidation are not practical. In  the unusual situations when 
pre-1975 accumulated undistributed earnings are considered 
invested fo r an indefinite period of time and the consoli
dated return and tax free liquidation alternatives are 
not practical, such pre-1975 accumulated undistributed 
earnings should be included in  the amount to be disclosed.

.005 Care should be exercised in  dra fting  the footnote 
required by section 4095.14b so that readers may be fu lly  
apprised of tax implications of unremitted earnings of 
subsidiaries. The following is illustra tive: “ I t  is the policy 
of the Company to  accrue appropriate U. S. and foreign 
income taxes on earnings of subsidiary companies which 
are intended to be remitted to the parent company in  the 
near future. Unremitted earnings of subsidiaries which 
have been, or are intended to be, permanently reinvested 
[disclosure of purpose], exclusive of those amounts which 
i f  remitted in  the near future would result in  little  or no 
such tax by operation of relevant statutes currently in 
effect, aggregated $------- at December 31, 1972.”

[Issue Date: March, 1973.]

 T he  n e x t page is  13,601.
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Interest on Receivables and Payables: 
Accounting Interpretations of 
Section 4111
1. Advance Not Requiring Imputation

.001 Question— S e c tio n  4111  re q u ire s  in te re s t to  be  
im p u te d  fo r  som e r ig h ts  to  re c e iv e  o r  o b lig a tio n s  to  p a y  
m o n e y  o n  f ix e d  o r  d e te rm in a b le  d a te s . I n  c e r ta in  tra n s a c 
tio n s , p ip e lin e  c o m p a n ie s  m a k e  a d v a n c e s  to  e n c o u ra g e  e x 
p lo ra t io n . T h e se  a d v a n c e s  a re  s a tis fie d  b y  d e liv e r y  o f  
fu tu r e  p ro d u c tio n , b u t th e re  is  a ls o  a  d e fin ite  o b lig a tio n  to  
re p a y  i f  th e  fu tu r e  p ro d u c tio n  is  in s u ff ic ie n t to  d is c h a rg e  
th e  o b lig a t io n  b y  a  d e fin ite  d a te . D o e s  s e c tio n  4111  a p p ly  
to  s u c h  a d v a n c e s  ?

.002  Interpretation— N o , p a ra g ra p h  .0 3 b  s ta te s  th a t  
th e  s e c tio n  is  n o t in te n d e d  to  a p p ly  to  “ a m o u n ts  w h ic h  d o  
n o t r e q u ire  re p a y m e n t in  th e  fu tu r e ,  b u t  r a th e r  w i l l  b e  
a p p lie d  to  th e  p u rc h a s e  p r ic e  o f  th e  p ro p e r ty , g o o d s , o r  
s e rv ic e  in v o lv e d  (e .g ., d e p o s its  o r  p ro g re s s  p a y m e n ts  o n  
c o n s tru c t io n  c o n tra c ts , a d v a n c e  p a y m e n ts  f o r  a c q u is it io n  o f  
re s o u rc e s  a n d  ra w  m a te r ia ls , a d v a n c e s  to  e n c o u ra g e  e x 
p lo r a t io n  in  th e  e x tra c t iv e  in d u s t r ie s ) . ”  T h e  a d v a n c e  d e 
s c r ib e d  in  th e  q u e s tio n  a b o v e  is  c o v e re d  b y  th e  e x c lu s io n  
in  p a ra g ra p h  .0 3 b  e v e n  th o u g h  th e re  m a y  be  a n  o b lig a tio n  
to  re p a y  s h o u ld  th e  fu tu r e  p ro d u c tio n  p ro v e  in s u ff ic ie n t to  
d is c h a rg e  th e  o b lig a tio n .

[Is s u e  D a te : J u n e , 1 9 7 2 .]

AC Section U4111
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The Equity Method o f Accounting for 
Investments in Common Stock:Account
ing Interpretations of Section 5131
1. Intercompany Profit Eliminations Under Equity Method

.001  Question— I n  a p p ly in g  th e  e q u ity  m e th o d  o f a c 
c o u n tin g , in te rc o m p a n y  p ro f its  o r  lo sse s  o n  a sse ts  s t i l l  re 
m a in in g  w ith  a n  in v e s to r  o r  in v e s te e  s h o u ld  be  e lim in a te d , 
g iv in g  e ffe c t to  a n y  in c o m e  ta x e s  o n  th e  in te rc o m p a n y  
tra n s a c tio n s . (S e e  s e c tio n  5 1 3 1 .1 9 a  a n d  s e c tio n s  2051 .07  
a n d  2 0 5 1 .1 6 .) S h o u ld  a l l  o f  th e  in te rc o m p a n y  p r o f it  o r  lo s s  
be e lim in a te d  o r  o n ly  th a t  p o r t io n  re la te d  to  th e  in v e s to r ’s 
c o m m o n  s to c k  in te re s t in  th e  in v e s te e ?

.002  Interpretation— S e c tio n  5131 .19  n o r m a lly  re 
q u ire s  a n  in v e s to r ’s  n e t in c o m e  a n d  s to c k h o ld e r ’s  e q u ity  to  
be th e  sa m e  fr o m  a p p lic a t io n  o f  th e  e q u ity  m e th o d  a s  w o u ld  
r e s u lt  fro m  c o n s o lid a tio n . B e ca u se  th e  e q u ity  m e th o d  is  a  
“ o n e - lin e ”  c o n s o lid a tio n , h o w e v e r, th e  d e ta ils  re p o r te d  in  
th e  in v e s to r ’s f in a n c ia l s ta te m e n ts  u n d e r  th e  e q u ity  m e th o d  
w il l  n o t be  th e  sam e as w o u ld  b e  re p o r te d  in  c o n s o lid a te d  
f in a n c ia l s ta te m e n ts  (see  s e c tio n  5 1 3 1 .1 9 c ). A l l  in te rc o m 
p a n y  tra n s a c tio n s  a re  e lim in a te d  in  c o n s o lid a tio n , b u t  
u n d e r th e  e q u ity  m e th o d  in te rc o m p a n y  p r o f its  o r  lo s s e s  a re  
n o rm a lly  e lim in a te d  o n ly  o n  a s s e ts  s t i l l  re m a in in g  o n  th e  
b o o k s  o f  a n  in v e s to r  o r  a n  in v e s te e .

.003  S e c tio n  2051 .13  p ro v id e s  f o r  c o m p le te  e lim in a 
t io n  o f  in te rc o m p a n y  p r o f its  o r  lo sse s  in  c o n s o lid a tio n . I t  
a ls o  s ta te s  th a t  th e  e lim in a t io n  o f  in te rc o m p a n y  p r o f it  o r  
lo s s  m a y  be  a llo c a te d  p ro p o r t io n a te ly  b e tw e e n  th e  m a jo r ity  
a n d  m in o r ity  in te re s ts . W h e th e r  a l l  o r  a  p ro p o r t io n a te  p a r t  
o f th e  in te rc o m p a n y  p r o f it  o r  lo s s  s h o u ld  be  e lim in a te d  
u n d e r th e  e q u ity  m e th o d  d e p e n d s  la r g e ly  u p o n  th e  r e la t io n 
s h ip  b e tw e e n  th e  in v e s to r  a n d  in v e s te e .

.0 04  W h e n  a n  in v e s to r  c o n tro ls  a n  in v e s te e  th ro u g h  
m a jo r ity  v o t in g  in te re s t a n d  e n te rs  in to  a  tra n s a c tio n  w ith  
a n  in v e s te e  w h ic h  is  n o t o n  a n  “ a rm ’s le n g th ”  b a s is , n o n e  
o f th e  in te rc o m p a n y  p r o f it  o r  lo s s  fr o m  th e  tra n s a c tio n
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s h o u ld  be  re c o g n iz e d  in  in c o m e  b y  th e  in v e s to r  u n t i l  i t  h as  
b e e n  re a liz e d  t h r o u g h  t r a n s a c t io n s  w i t h  t h i r d  p a r t ie s .  T h e  
sam e t r e a tm e n t  a ls o  a p p lie s  f o r  a n  in v e s te e  e s ta b lis h e d  w i th  
th e  c o o p e ra t io n  o f  a n  in v e s to r  ( in c lu d in g  a n  in v e s te e  e s ta b 
l is h e d  f o r  th e  f in a n c in g  a n d  o p e ra t io n  o r  le a s in g  o f  p r o p e r t y  
s o ld  to  th e  in v e s te e  b y  th e  in v e s to r )  w h e n  c o n t r o l  is  e x e r 
c is e d  th r o u g h  g u a ra n te e s  o f  in d e b te d n e s s , e x te n s io n  o f  
c r e d i t  a n d  o th e r  s p e c ia l a r ra n g e m e n ts  b y  th e  in v e s to r  f o r  
th e  b e n e f i t  o f  th e  in v e s te e , o r  b eca use  o f  o w n e r s h ip  b y  th e  
in v e s to r  o f  w a r r a n ts ,  c o n v e r t ib le  s e c u r it ie s ,  e tc . is s u e d  b y  
th e  in v e s te e .

.005 I n  o th e r  cases, i t  w o u ld  be  a p p r o p r ia te  f o r  th e  i n 
v e s to r  t o  e l im in a te  in te r c o m p a n y  p r o f i t  i n  r e la t io n  t o  th e  
i n v e s to r ’ s c o m m o n  s to c k  in te r e s t  i n  th e  in v e s te e . I n  th e s e  
cases, th e  p e rc e n ta g e  o f  in te r c o m p a n y  p r o f i t  t o  be  e l im i 
n a te d  w o u ld  be  th e  sam e re g a rd le s s  o f  w h e th e r  th e  t r a n s 
a c t io n  is  “ d o w n s t re a m ”  ( i .  e., a  sa le  b y  th e  in v e s to r  to  th e  
in v e s te e )  o r  “ u p s t re a m ”  ( i .  e., a  sa le  b y  th e  in v e s te e  to  th e  
in v e s to r ) .  T h e  f o l lo w in g  e x a m p le s  i l lu s t r a t e  h o w  th e se  
e l im in a t io n s  m ig h t  be  m a d e . T h e  e x a m p le s  a ssu m e  a n  i n 
v e s to r  o w n s  30 p e rc e n t  o f  th e  c o m m o n  s to c k  o f  a n  in v e s te e ,  
th e  in v e s tm e n t  is  a c c o u n te d  f o r  u n d e r  th e  e q u i t y  m e th o d ,  
a n d  th e  in c o m e  ta x  r a te  to  b o th  th e  in v e s to r  a n d  th e  i n 
ve s te e  is  40  p e rc e n t.

.006 A s s u m e  a n  in v e s to r  s e lls  in v e n t o r y  i te m s  t o  th e  
in v e s te e  ( “ d o w n s t re a m ” ) .  A t  th e  in v e s te e ’s b a la n c e  sh e e t 
d a te , th e  in v e s te e  h o ld s  in v e n t o r y  f o r  w h ic h  th e  in v e s to r  
h a s  re c o rd e d  a  g ro s s  p r o f i t  o f  $100,000. T h e  in v e s to r ’s n e t  
in c o m e  w o u ld  b e  re d u c e d  $18 ,000  t o  r e f le c t  a  $30 ,000  r e 
d u c t io n  i n  g ro s s  p r o f i t  a n d  a  $12 ,000  r e d u c t io n  in  in c o m e  ta x  
e xpe nse . T h e  e l im in a t io n  o f  in te r c o m p a n y  p r o f i t  m ig h t  be  
re f le c te d  in  th e  in v e s to r ’ s b a la n c e  s h e e t i n  v a r io u s  w a y s ;  
f o r  e x a m p le , th e  in v e s to r  m ig h t  p re s e n t  $12 ,00 0  as a  d e 
fe r r e d  t a x  c h a rg e  ( t h is  is  a  “ t im in g ”  d if fe re n c e  u n d e r  
s e c t io n  4 0 9 1 ) a n d  $ 30 ,000  a s  a  d e fe r re d  in c o m e  c r e d it .  T h e  
in c o m e  s ta te m e n t a n d  b a la n c e  s h e e t p re s e n ta t io n s  w i l l  
d e p e n d  u p o n  w h a t  is  th e  m o s t m e a n in g fu l  in  th e  c i r c u m 
s ta nce s .

.007  A s s u m e  a n  in v e s te e  s e lls  in v e n t o r y  ite m s  to  th e  
in v e s to r  ( “ u p s t r e a m ” ) .  A t  th e  in v e s t o r ’s b a la n c e  s h e e t 
d a te , th e  in v e s to r  h o ld s  in v e n t o r y  f o r  w h ic h  th e  in v e s te e  
h a s  re c o rd e d  a  g ro s s  p r o f i t  o f  $100 ,000 . I n  c o m p u t in g  th e  
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in v e s to r ’s e q u it y  “ p ic k u p , ”  $ 6 0 ,00 0  ($ 1 0 0 ,0 0 0  le ss  4 0 %  o f  
in c o m e  t a x )  w o u ld  be  d e d u c te d  f r o m  th e  in v e s te e ’s n e t  i n 
co m e  a n d  $18 ,00 0  ( th e  in v e s to r ’ s s h a re  o f  th e  in te r c o m p a n y  
g ro s s  p r o f i t  a f t e r  in c o m e  t a x )  w o u ld  th e r e b y  be  e l im in a te d  
f r o m  th e  in v e s to r ’s  e q u i t y  in c o m e . U s u a l ly ,  th e  in v e s to r ’s 
in v e s tm e n t  a c c o u n t w o u ld  a ls o  r e f le c t  th e  $18 ,00 0  in te r c o m 
p a n y  p r o f i t  e l im in a t io n ,  b u t  th e  e l im in a t io n  m ig h t  a ls o  b e  
re f le c te d  in  v a r io u s  o th e r  w a y s ;  f o r  e x a m p le , th e  in v e s to r ’s 
in v e n t o r y  m ig h t  be  re d u c e d  $18 ,000 .

[ Is s u e  D a te :  D e c e m b e r, 1 9 7 1 .]

2. Investments in Partnerships and Ventures
.008 Question— D o  th e  p r o v is io n s  o f  s e c t io n  5131  

a p p ly  t o  in v e s tm e n ts  i n  p a r tn e r s h ip s  a n d  u n in c o r p o ra te d  
j o i n t  v e n tu re s ?

.009 Interpretation— S e c t io n  5131  a p p lie s  o n ly  to  i n 
v e s tm e n ts  i n  c o m m o n  s to c k  o f  c o rp o r a t io n s  a n d  d oe s  n o t  
c o v e r  in v e s tm e n ts  i n  p a r tn e r s h ip s  a n d  u n in c o r p o ra te d  j o i n t  
v e n tu re s  (a ls o  c a lle d  u n d iv id e d  in te r e s ts  i n  v e n tu re s ) .  
M a n y  o f  th e  p r o v is io n s  o f  s e c t io n  5131 w o u ld  b e  a p p r o p r i 
a te  i n  a c c o u n t in g  f o r  in v e s tm e n ts  i n  th e s e  u n in c o r p o ra te d  
e n t i t ie s ,  h o w e v e r ,  a s  d is c u s s e d  b e lo w .

.010 P a r tn e r s h ip  p r o f i t s  a n d  losses  a c c ru e d  b y  i n 
v e s to r - p a r tn e rs  a re  g e n e r a l ly  r e f le c te d  i n  t h e i r  f in a n c ia l  
s ta te m e n ts  as  d e s c r ib e d  i n  s e c tio n s  5 131 .19c  a n d  513 1 .1 9 d . 
L ik e w is e ,  m o s t  o f  th e  o th e r  p ro v is io n s  o f  s e c t io n  5131.19  
w o u ld  b e  a p p r o p r ia te  i n  a c c o u n t in g  f o r  a  p a r tn e r s h ip  i n 
te re s t ,  s u c h  as  th e  e l im in a t io n  o f  in te r c o m p a n y  p r o f i t s  a n d  
lo sse s  (see  s e c t io n  5 1 3 1 .1 9 a ).

.011 In c o m e  ta x e s  s h o u ld  b e  p r o v id e d  o n  th e  p r o f i t s  
a c c ru e d  b y  in v e s to r - p a r tn e r s  re g a rd le s s  o f  th e  t a x  b a s is  
e m p lo y e d  i n  th e  p a r tn e r s h ip  r e tu r n .  T h e  t a x  l i a b i l i t i e s  a p 
p l ic a b le  to  p a r tn e r s h ip  in te r e s ts  r e la te  d i r e c t ly  to  th e  p a r t 
n e rs , a n d  th e  a c c o u n t in g  f o r  in c o m e  ta x e s  g e n e r a l ly  
c o n te m p la te d  b y  s e c t io n  4091  is  a p p r o p r ia te .  [ A s  a m e n d e d  
b y  A P B  O p in io n  N o . 23, D e c e m b e r, 1 9 7 1 .]

.012  G e n e ra lly ,  th e  a b o v e  d is c u s s io n  o f  p a r tn e r s h ip s  
w o u ld  a ls o  a p p ly  t o  u n in c o r p o r a te d  j o i n t  v e n tu re s ,  p a r 
t i c u la r l y  th e  e l im in a t io n  o f  in te r c o m p a n y  p r o f i t s  a n d  th e  
a c c o u n t in g  f o r  in c o m e  ta x e s . H o w e v e r ,  b e ca u se  th e  i n 
v e s to r - v e n tu r e r  o w n s  a n  u n d iv id e d  in te r e s t  i n  e a c h  a sse t
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a n d  is  p r o p o r t io n a te ly  l ia b le  f o r  i t s  s h a re  o f  e a c h  l i a b i l i t y ,  
th e  p r o v is io n s  o f  s e c t io n  5 131 .19c  m a y  n o t  a p p ly  i n  som e  
in d u s t r ie s .  F o r  e x a m p le , w h e re  i t  is  th e  e s ta b lis h e d  i n 
d u s t r y  p ra c t ic e  (s u c h  as in  som e  o i l  a n d  g a s  v e n tu re  a c 
c o u n t in g ) ,  th e  in v e s to r - v e n tu r e r  m a y  a c c o u n t i n  i t s  
f in a n c ia l  s ta te m e n ts  f o r  i t s  pro rata  s h a re  o f  th e  asse ts , 
l ia b i l i t i e s ,  re v e n u e s , a n d  e xp e n se s  o f  th e  v e n tu re .

[ Is s u e  D a te :  D e c e m b e r, 1 9 7 1 .]

3. Early Disclosure o f M ateria l Equity Adjustment
.013 Question— S e c t io n  5131 r e q u ire s  th e  e q u it y  

m e th o d  o f  a c c o u n t in g  t o  b e  a p p lie d  f o r  a  q u a l i f y in g  in v e s t 
m e n t  i n  c o m m o n  s to c k  f o r  f is c a l p e r io d s  b e g in n in g  a f t e r  
D e c e m b e r  3 1 ,  1971. T h e  B o a r d  e n c o u ra g e d  e a r l ie r  a d o p t io n  
o f  s e c t io n  5131. I f  a  c o m p a n y  o w n s  a n  in v e s tm e n t  i n  1971  
f o r  w h ic h  i t  d o e s  n o t  a d o p t  th e  e q u i t y  m e th o d  u n t i l  1972  
w h e n  th e  r e t r o a c t iv e  a p p l ic a t io n  w i l l  m a t e r ia l ly  c h a n g e  
th e  o r ig in a l l y  r e p o r te d  1971 n e t  in c o m e , s h o u ld  th e  a m o u n t  
o f  th e  c h a n g e  b e  d is c lo s e d  i n  th e  1971 f in a n c ia l  s ta te m e n ts  
w h e n  th e y  a re  f i r s t  is s u e d ?

.014  Interpretation— Y e s , a s  a  m in im u m  th e  c o m 
p a n y  s h o u ld  d is c lo s e  in  i t s  1971 f in a n c ia l  s ta te m e n ts  th e  
e ffe c t  la t e r  r e t r o a c t iv e  a p p l ic a t io n  o f  th e  e q u i t y  m e th o d  
w i l l  h a v e  o n  1971 n e t  in c o m e . I n  fa c t ,  th e  c o m p a n y  s h o u ld  
c o n s id e r  a d o p t in g  th e  e q u i t y  m e th o d  i n  1971 e v e n  th o u g h  
n o t  r e q u ir e d  t o  d o  so.

.015 T h e  B o a r d  is s u e d  s e c t io n  5131 i n  M a r c h  1971  
a n d  p r o v id e d  a  r e la t iv e ly  lo n g  in t e r v a l  b e fo re  i t s  e f fe c t iv e  
d a te  b e ca u se  o f  th e  t im e  r e q u ir e d  f o r  c o m p a n ie s  t o  a c c u 
m u la te  in f o r m a t io n ,  a r r a n g e  f o r  a u d it s  o f  in v e s te e  c o m 
p a n ie s , e tc . E x t e n u a t in g  c irc u m s ta n c e s  m a y  th e r e fo r e  e x is t  
f o r  n o t  a p p ly in g  th e  e q u it y  m e th o d  i n  1971. H o w e v e r ,  a n y  
m a te r ia l  e f fe c t  o f  s u b s e q u e n t r e t r o a c t iv e  a p p l ic a t io n  s h o u ld  
be  d is c lo s e d  i n  th e  1971 f in a n c ia l  s ta te m e n ts .

[ Is s u e  D a te :  F e b r u a r y ,  1 9 7 2 .]

  T h e  n e x t  p a g e  i s  1 3 ,7 5 1 .

AC § U 5131.013 Copyright © 1977, American Institu te  of Certified Public Accountants, Inc.



13,751

Accounting for Intangible Assets: 
Accounting Interpretations 
of Section 5141
1. Intangible Assets

.001 Question— S e c t io n  5141  r e q u ir e s  t h a t  in ta n g ib le  
a sse ts  a c q u ir e d  a f t e r  O c to b e r  31, 1970  b e  a m o r t iz e d  o v e r  
a  p e r io d  n o t  e x c e e d in g  40  y e a rs . D o e s  t h is  s e c t io n  e n c o u r 
a g e  th e  c a p i t a l iz a t io n  o f  id e n t i f ia b le  i n t e r n a l ly  d e v e lo p e d  
in t a n g ib le  a sse ts  w h ic h  h a v e  b e e n  g e n e r a l ly  c h a rg e d  to  
e x p e n s e  i n  th e  p a s t?

.002  Interpretation— S e c t io n  5141  d o e s  n o t  c h a n g e  p re s 
e n t  a c c o u n t in g  p ra c t ic e  f o r  in t a n g ib le  a sse ts  i n  a n y  w a y  
e x c e p t to  r e q u ir e  t h a t  in t a n g ib le  a sse ts  a c q u ir e d  a f t e r  
O c to b e r  31 , 1970  b e  a m o r t iz e d .  P a r a g r a p h  .06 n o te s  t h a t  
th e  c o s ts  o f  som e id e n t i f ia b le  in t a n g ib le  a sse ts  a re  n o w  
c a p i ta l iz e d  as  d e fe r r e d  a sse ts  b y  som e  c o m p a n ie s  w h i le  
o th e r  c o m p a n ie s  re c o rd  th e  c o s ts  as e x p e n s e s  w h e n  in c u r r e d .
T h is  p a r a g r a p h  a ls o  s p e c if ie s  t h a t  th e  q u e s t io n  o f  w h e th e r  
th e  c o s ts  o f  id e n t i f ia b le  in t e r n a l ly  d e v e lo p e d  in t a n g ib le  
a sse ts  a re  to  b e  c a p ita l iz e d  o r  c h a rg e d  t o  e xp e n s e  is  n o t  
c o v e re d  b y  th e  s e c tio n . T h e re fo re ,  th e  s e c t io n  d oe s  n o t  
e n c o u ra g e  c a p i t a l iz in g  th e  c o s ts  o f  a  la r g e  i n i t i a l  a d v e r t is in g  
c a m p a ig n  f o r  a  n e w  p r o d u c t  o r  c a p i t a l iz in g  th e  c o s ts  o f  
t r a in in g  n e w  e m p lo y e e s .

[ Is s u e  D a te :  A p r i l ,  1 9 7 1 .]

2. Goodwill in a Step Acquisition
.003 Question— G o o d w il l  a n d  o th e r  in t a n g ib le  a sse ts  

a c q u ir e d  b e fo re  N o v e m b e r  1, 197 0  ( th e  e f fe c t iv e  d a te  o f  
s e c t io n  5 1 4 1 ) a re  n o t  r e q u ir e d  to  be  a m o r t iz e d  u n t i l  t h e i r  
t e r m  o f  e x is te n c e  b e co m e s  l im i t e d  (se e  C h a p te r  5  o f  A R B  
N o . 4 3 ) .  S e c t io n  5141 re q u ir e s  a l l  in ta n g ib le  a sse ts  a c q u ire d  
a f t e r  O c to b e r  31, 1970  t o  be  a m o r t iz e d .  W h e n  a  c o m p a n y  
p u rc h a s e s  tw o  o r  m o re  b lo c k s  o f  v o t in g  c o m m o n  s to c k  o f  
a n o th e r  c o m p a n y  a t  v a r io u s  d a te s  b e fo re  a n d  a f t e r  N o v e m 
b e r  1, 1970  a n d  e v e n tu a l ly  o b ta in s  c o n t r o l  o r  th e  a b i l i t y  t o  
e x e rc is e  s ig n i f ic a n t  in f lu e n c e  o v e r  o p e r a t in g  a n d  f in a n c ia l
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p o l ic ie s  o f  th e  o th e r  c o m p a n y , h o w  s h o u ld  th e  in v e s to r  c o m 
p a n y  s u b s e q u e n t ly  a c c o u n t f o r  a n y  “ g o o d w i l l ”  r e la te d  t o  
th e  in v e s tm e n t?

.004  Interpretation— W h e n  a  c o m p a n y  i n  a  s e rie s  o f  
p u rc h a s e s  o n  a  s te p -b y -s te p  b a s is  a c q u ire s  e i t h e r  a  s u b 
s id ia r y  w h ic h  is  c o n s o lid a te d  o r  a n  in v e s tm e n t  w h ic h  is  
a c c o u n te d  f o r  u n d e r  th e  e q u i t y  m e th o d , th e  c o m p a n y  s h o u ld  
i d e n t i f y  th e  c o s t o f  e a ch  in v e s tm e n t ,  th e  f a i r  v a lu e  o f  th e  
u n d e r ly in g  a sse ts  a c q u ire d  a n d  th e  g o o d w i l l  f o r  e a c h  s te p  
p u rc h a s e . T h is  p ro c e s s  w o u ld  th e n  id e n t i f y  th e  g o o d w i l l  
a s s o c ia te d  w i t h  e ach  s te p  p u rc h a s e  m a d e  b e fo re  N o v e m b e r  
1, 1970  o r  a f t e r  O c to b e r  31 , 1970  f o r  e a ch  in v e s tm e n t .1

.005 G o o d w il l  a s s o c ia te d  w i t h  e a c h  s te p  p u rc h a s e  a c 
q u ir e d  p r i o r  to  N o v e m b e r  1, 197 0  s h o u ld  be  a c c o u n te d  f o r  
i n  a c c o rd a n c e  w i t h  C h a p te r  5 o f  A R B  N o . 4 3  a s  a m e n d e d  
b y  s e c t io n  2010. A l t h o u g h  a m o r t iz a t io n  is  n o t  r e q u ir e d  in  
th e  a b se n ce  o f  e v id e n c e  t h a t  th e  g o o d w i l l  h a s  a  l im i t e d  
t e r m  o f  e x is te n c e , s e c t io n  5141 .35  e n c o u ra g e s  p ro s p e c t iv e  
a m o r t iz a t io n  o f  s u c h  g o o d w i l l .  R e t r o a c t iv e  a m o r t iz a t io n  is  
p r o h ib i t e d  b y  s e c t io n  5141.34.

.006 G o o d w il l  a s s o c ia te d  w i t h  e a c h  s te p  p u rc h a s e  a c 
q u ir e d  a f t e r  O c to b e r  3 1 ,  1970  s h o u ld  b e  a m o r t iz e d  in  a c c o rd 
a nce  w i t h  s e c t io n  5141. T h e  p e r io d  o f  a m o r t iz a t io n  m a y  n o t  
e x c e e d  f o r t y  y e a rs  a s  s p e c if ie d  b y  s e c t io n  5141.29.

[ Is s u e  D a te :  M a rc h ,  1 9 7 3 .]

T he  next page is  13,901.

1 The accounting fo r a step acquisition of a 5131.19b and 5131.19n, sim ila r procedures apply 
subsidiary which is consolidated is described fo r a step acquisition o f an investment carried 
by section 2051.09 (see also sections 1091.87, under the equity method.
1091.93, and 1091.94). As specified by sections
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Early Extinguishment o f Debt: 
Accounting Interpretations 
of Section 5 3 6 2
1. Debt Tendered to  Exercise W arrants

.001 Question— S e c t io n  5362 s t ip u la te s  t h a t  g a in  o r  lo s s  
s h o u ld  b e  re c o g n iz e d  c u r r e n t ly  i n  in c o m e  w h e n  a n y  fo r m  
o f  d e b t  s e c u r it y  is  r e a c q u ire d  b y  th e  is s u e r  b e fo re  i t s  s c h e d 
u le d  m a t u r i t y  e x c e p t  t h r o u g h  c o n v e rs io n  b y  th e  h o ld e r .  
D o e s  s e c t io n  5362  a p p ly  to  d e b t  te n d e re d  to  e x e rc is e  w a r 
r a n ts  w h ic h  w e re  o r ig in a l l y  is s u e d  w i t h  t h a t  d e b t  b u t  w h ic h  
w e re  d e ta c h a b le ?

.002  Interpretation— S e c t io n  536 2  d o e s  n o t  a p p ly  t o  d e b t  
te n d e re d  t o  e x e rc is e  d e ta c h a b le  w a r r a n ts  w h ic h  w e re  o r i g i 
n a l l y  is s u e d  w i t h  t h a t  d e b t  i f  th e  d e b t  is  p e r m i t t e d  t o  b e  
te n d e re d  to w a r d s  th e  e x e rc is e  p r ic e  o f  th e  w a r r a n ts  u n d e r  
th e  te rm s  o f  th e  s e c u r it ie s  a t  is s u a n c e . T h e  te n d e r in g  o f  th e  
d e b t  in  s u c h  a  case w o u ld  be  a  c o n v e rs io n  “ p u r s u a n t  t o  th e  
e x is t in g  c o n v e rs io n  p r iv i le g e s  o f  th e  h o ld e r ”  (see  s e c t io n  
5 3 6 2 .0 2 ).

.003 S e c t io n  5362 d o e s  n o t  a p p ly  t o  a  c o n v e rs io n  o f  d e b t  
n o r  d oe s  th e  s e c t io n  s p e c i fy  th e  a c c o u n t in g  f o r  c o n v e rs io n  
o f  d e b t.  I n  p ra c t ic e ,  h o w e v e r ,  th e  c a r r y in g  a m o u n t  o f  th e  
d e b t,  in c lu d in g  a n y  u n a m o r t iz e d  p r e m iu m  o r  d is c o u n t,  is  
c r e d ite d  to  th e  c a p i ta l  a c c o u n ts  u p o n  c o n v e rs io n  to  re f le c t  
th e  s to c k  is s u e d  a n d  n o  g a in  o r  lo s s  is  re c o g n iz e d .

[ Is s u e  D a te :  M a r c h ,  1 9 7 3 .]
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th e  E ffe c ts  of D isp o sa l of a  S e g m e n t of a  B u s i
n ess , a n d  E x tra o rd in a ry , U n u su a l a n d  In f re 
q u e n tly  O c c u rr in g  E v e n ts  a n d  T ra n s a c tio n s . .A P B  O p in io n  30, a s

am en d ed
R e p o r tin g  G ains  and  L o sses  from  E x t in g u is h 

m e n t o f D e b t ................................................................... F A S B  S tm t. 4
Prior Period Adjustments.....................................FASB Stmt. 16
R e p o r tin g  C h a n g e s  in  F in a n c ia l P o s i t i o n ............A P B  O p in io n  19, a s

am end ed
C u rre n t  A ss e ts  a n d  C u rre n t  L ia b ili tie s  .............. A R B  43, C h ap . 3A ,

as  am end ed
O ffs e t t in g  S e cu ritie s  A g a in s t T a x e s  P a y a b le . . . A P B  O p in io n  10,

P a r . 7
C lassifica tio n  of S h o rt-T e rm  O b lig a tio n s  E x 

pected T o  B e R e f in a n c e d ........................................... F A S B  S tm t. 6
C lassifica tion  of a  S h o rt-T e rm  O b lig a tio n  R ep a id  

P r io r  to  B e in g  R ep laced  b y  a  L o n g -T e rm  S e
c u r ity  : A n  In te rp re ta t io n  of S ec tio n  2 0 3 3 ..........F A S B  I n t .  8
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S ou rce
C o m p ara tiv e  F in a n c ia l S ta te m e n ts  .......................... A R B  43, C hap. 2A ,

as  am en d ed
C ap ita l C h a n g e s ................................................................... A P B  O p in io n  12,

P a rs . 9, 10
D isc lo su re  of D ep rec iab le  A sse ts  a n d  D e 

p rec ia tio n  ............................................................................. A P B  O p in ion  12,
P a rs . 4, 5

C lassifica tion  and  D isc lo su re  of A llo w a n c e s ..........A P B  O p in io n  12,
P a rs . 2, 3

D isc lo su re  of A c c o u n tin g  P o l ic ie s ............................... A P B  O p in io n  22,
as  am end ed

C o n so lid a ted  F in a n c ia l S ta t e m e n ts ................... .. A R B  43, C h ap . 1A ,
P a r . 3 ;  A R B  51, 
as am en d ed

A cc o u n tin g  a n d  R ep o rtin g  by  D evelopm ent S tage 
E n te rp rise s  ................................................................ .. F A S B  S tm t. 7

A p p ly in g  S e c tio n  2062 in F in a n c ia l S ta te m e n ts  
o f E s ta b lish e d  O p e ra t in g  E n te rp r is e s :  A n  I n 
te rp re ta t io n  of S ec tio n  2062 ....................................F A S B  In t .  7

In te r im  F in a n c ia l R e p o r t in g ........................................... A P B  O p in io n  28,
as  am en d ed

A c c o u n tin g  for In c o m e  T a x e s  in  In te r im  P e 
r io d s  : A n  In te rp re ta t io n  of S e c tio n  2 0 7 1 . . . .  F A S B  I n t .  18

R e p o rtin g  A c c o u n tin g  C h a n g e s  in  In te r im  F i
n an c ia l S ta te m e n ts  .......................................................F A S B  S tm t. 3

F in a n c ia l R e p o r t in g  fo r S e g m e n ts  of a  B u sin ess  
E n te rp r is e  ............................................................ ............ F A S B  S tm t. 14

F in a n c ia l  R e p o r tin g  fo r  S e g m e n ts  o f a  B u sin ess  
E n te rp r is e — In te r im  F in a n c ia l S ta te m e n ts .  . . F A S B  S tm t. 18

S u sp e n s io n  of th e  R e p o rtin g  of E a rn in g s  p e r 
S h a re  a n d  S e g m e n t In fo rm a tio n  b y  N o n p u b lic  
E n te rp r is e s  ........................................................................F A S B  S tm t. 21

R e v e n u e  & E x p e n se
U n re a liz e d  P r o f i t .................................................................A R B  43, C h ap . 1A,

P a r. 1
In s ta l lm e n t M etho d  of A c c o u n tin g .............................A P B  O p in ion  10,

P a r . 12
L o n g -T e rm  C o n s tru c tio n -T y p e  C o n tr a c ts ...............A R B  45
C o s t-P lu s -F ix e d -F e e  C o n t r a c t s .................................... A R B  43, C h ap . 11A
R e n e g o tia tio n  ........................................................................A R B  43, C h ap . 11B,

as  am en d ed
T e rm in a te d  W a r  and  D efen se  C o n tr a c ts .................A R B  43, C h ap . 11C
A c c o u n tin g  fo r  L e a s e s .....................................................F A S B  S tm t. 13
L essee G uaran tee  o f the  R esidual V alue  o f  L eased 

P r o p e r ty : A n  I n te r p r e ta t io n  of S ec tio n  4053. . F A S B  I n t .  19
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Source
A c c o u n tin g  fo r  L e a se s  in a B u s in e ss  C o m b in a 

t io n :  A n  I n te r p r e ta t io n  of S ec tio n  4 0 5 3 ............F A S B  In t . 21
A c c o u n tin g  fo r  L e a se s— In it ia l  D ire c t C o s t s . . . .F A S B  S tm t. 17
C hanges in  th e  P ro v is io n s  o f L e a se  A g re e m e n ts  

R e s u ltin g  from  R e fu n d in g s  of T a x -E x e m p t 
D e b t ........................................ ............................................. F A S B  S tm t. 22

C o m p en sa tio n  In v o lv ed  in  S to ck  O p tio n  a n d
S to ck  P u rc h a se  P la n s .................................................. A R B  43, C h ap . 13B,

as a m en d ed
A c c o u n tin g  fo r S to ck  Issu e d  to  E m p lo y e e s ............ A P B  O p in io n  25
A c c o u n tin g  fo r th e  C ost o f P e n s io n  P l a n s ............A P B  O p in io n  8
A c c o u n tin g  fo r th e  C ost o f P e n s io n  P la n s  S u b je c t 

to  th e  E m p lo y e e  R e tire m e n t In co m e  S e c u r ity  
A c t o f 1974: A n  In te rp re ta tio n  of Section 4063 F A S B  In t .  3

D e fe rre d  C o m p en sa tio n  C o n tr a c ts ................................A P B  O p in io n  12,
P a rs . 6— 8

D e p re c ia tio n  a n d  H ig h  C o s ts ...................................... A R B  43, C h ap . 9A
D e p re c ia tio n  on A p p re c ia t io n .........................................A P B  O p in io n  6,

P a r . 17
E m e rg e n c y  F ac ilitie s— D ep rec ia tio n  a n d  A m o r

tiz a tio n  ...............................................................................A R B  43, C hap . 9C ,
as a m en d ed

D ec lin in g -B a lan ce  D e p re c ia tio n  ...................................A R B  44 (R e v ise d ) ,
as am e n d e d

A c c o u n tin g  fo r R eal a n d  P e rso n a l P ro p e r ty
T a x e s  .................................................................................... A R B  43, C h ap . 10A,

as a m en d ed
A c c o u n tin g  fo r  In co m e T a x e s ...................................... A P B  O p in io n  11,

as am en d ed
A p p lic a b ility  of In d e f in ite  R ev e rsa l C r ite r ia  to  

T im in g  D if fe re n c e s : A n  In te rp re ta t io n  of S ec
tio n s  4091 a n d  4095 .......................................................F A S B  I n t .  22

T a x  A llo ca tio n  A cco u n ts— D is c o u n tin g ................... A P B  O p in ion  10,
P a r. 6

N ew  D e p re c ia tio n  G u id e lin es  a n d  R u le s .................A P B  O p in io n  1,
as  a m en d ed

A c c o u n tin g  fo r th e  In v e s tm e n t C r e d i t ................... A P B  O p in io n s  2
and  4, as am en d ed

A cc o u n tin g  fo r In co m e  T a x e s— S p ec ia l A re a s . . . A P B  O p in io n  23,
as am en d ed

A c c o u n tin g  fo r In co m e  T a x e s— In v e s tm e n ts  in  
C o m m o n S to c k  A cc o u n ted  fo r b y  th e  E q u ity  
M e th o d  (o th e r  th a n  S u b sid ia ries  and  C o rp o ra te  
J o in t V e n tu re s )  .............................................................. A P B  O p in io n  24

A c c o u n tin g  fo r  In c o m e  T a x e s— O il an d  G as P ro 
d u c in g  C o m p an ies  ......................................................... F A S B  S tm t. 9

I n te r e s t  on R ece iv ab les  a n d  P a y a b le s ......................A P B  O p in io n  21
4211 A ccounting for Research and Development C osts. . F A S B  Stm t. 2 
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Source
Applicability of Section 4211 to Business Com

binations Accounted for by the  Purchase 
M ethod: An In terp reta tion  of Section 4211. . FASB Int. 4

Applicability of Section 4211 to Com puter Soft
w are : An Interpretation  of Section 4211...........FA SB  In t. 6

A ccounting for Contingencies.................................. FA SB Stm t. 5,
as amended

Reasonable Estim ation of the Am ount of a L o ss :
A n In terpretation of Section 4311....................... FA SB In t. 14

Accounting for Contingencies—Transition Method
............................................................................................FASB Stm t. 11

A sse ts
Receivables from Officers, Em ployees or Affili

ated Companies ........................................................ARB 43, Chap. 1A,
Par. 5

Inventory P r ic in g ....................................................... ARB 43, Chap. 4,
as amended

The E quity  M ethod of Accounting for Invest
m ents in Common S tock ........................................ APB Opinion 18,

as amended
A ccounting for Certain M arketable S ecurities. . . FA SB Stm t. 12
Application of Section 5132 to  Personal Financial 

S ta tem en ts: An In terpretation  of Section
5132 .............................................................................FA SB  In t. 10

Changes in M arket Value after the Balance Sheet 
D a te : An In terpretation  of Section 5132........ FA SB Int. 11

Accounting for Previously Established Allow
ance A ccounts: An In terp reta tion  of Section 
5132 .............................................................................FA SB Int. 12

Consolidation of a Paren t and Its  Subsidiaries 
H aving D ifferent Balance Sheet D a te s : An 
In terpretation  of Section 5132..............................FA SB Int. 13

Clarification of Definitions and Accounting for 
M arketable E quity  Securities T h a t Become 
N onm arketable: A n In terpretation  of Sec
tion 5132 .................................................................... FA SB  In t. 16

A ccounting for Intangible A sse ts ............................APB Opinion 17,
as amended

L ia b ilitie s  & D eferred  C redits
Am ortization of D ebt Discount and Expense or

Prem ium  .................................................................... APB Opinion 12,
Pars. 16, 17

E arly  Extinguishm ent of D e b t................................APB Opinion 26,
as amended

A ccoun ting  by  D eb to rs an d  C red ito rs fo r  T roubled  
D e b t R e s t r u c tu r in g s ....................................................F A S B  S tm t. 15
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Source

Capital
C a p ita l S u rp lu s  ...................................................................A R B  43, C hap . 1A,

P a r . 2
D o n a te d  S t o c k ......................................................................A R B  43, C hap . 1A,

P a r . 6
L iq u id a tio n  P re fe re n c e  of P re fe rre d  S to c k ............A P B  O p in ion  10,

P a rs . 10, 11, a s  
am en d ed

C o n v ertib le  D e b t an d  D e b t I s su e d  w ith  S to ck  
P u rc h a se  W a r r a n t s .......................................................A P B  O p in io n  14

A c c o u n tin g  fo r T re a s u ry  S to c k ....................................A R B  43, C h ap . 1A,
P a r. 4

P ro fits  o r L o sses  on  T re a s u ry  S to c k ........................A R B  43, C h ap . 1B,
as am en d ed

S to ck  D iv id en d s  and  S to c k  S p l i t - U p s ..................... A R B  43, C h ap . 7B ,
as am en d ed

Q u a s i-R e o rg a n iz a tio n  o r  C o rp o ra te  R e a d ju s t
m e n t ......................................................................................A R B  43, C hap . 7A

D isco n tin u an ce  of D a t in g  E a rn e d  S u rp lu s .............. A R B  46
Special Industry Applications

A c c o u n tin g  P rin c ip le s  fo r R e g u la te d  In d u s tr ie s . .A P B  O p in io n  2,
A d d en d u m

F in a n c ia l A c c o u n tin g  an d  R e p o r t in g  b y  O il a n d
G as P ro d u c in g  C o m p a n ie s ........................................ F A S B  S tm t. 19
International Accounting Standards

P re fa c e  to  S ta te m e n t of In te rn a t io n a l  A c c o u n t
in g  S ta n d a rd s  ................................................................ P re fa c e

D isc lo su re  of A c c o u n tin g  P o l ic ie s .............................IA S  1
V a lu a tio n  a n d  P re s e n ta tio n  of In v e n to r ie s  in 

th e  C o n te x t of th e  H is to r ic a l  C o st S y s te m . . . .  IA S  2
C o n so lid a ted  F in a n c ia l S ta te m e n ts ...........................IA S  3
D e p re c ia tio n  A c c o u n tin g  ..............................................IA S  4
In fo rm a tio n  to  be D isc lo sed  in  F in a n c ia l S ta te 

m e n ts  ................................................................................... IA S  5
A c c o u n tin g  R e sp o n se s  to  C h a n g in g  P r ic e s ..........IA S  6
S ta te m e n t of C h a n g e s  in F in a n c ia l P o s i t io n . . . .  IA S  7
U n u su a l a n d  P r io r  P e r io d  I te m s  a n d  C h an g es  in

A c c o u n tin g  P o lic ies  .................................................... IA S  8
A c c o u n tin g  fo r  R esea rch  a n d  D e v e lo p m e n t A c 

t iv it ie s  ................................................................................. IA S  9
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15,071

APPENDIX C
Schedule of Changes in Accounting 

Pronouncements
The following schedule lists the changes that have been made 
in  Accounting Research Bulletins 43 through 51, the Opinions 
and Statements of the Accounting Principles Board, and pro
nouncements of the Financial Accounting Standards Board.

Date of
A R B Chap. Par. Change
43 1B Am ended b y  A P B  6, Par. 12, 13 12/31/65
43 2A 3 Am ended by  A P B  20 7/31 /71
43 2B Superseded b y  A P B  9 12/31/66
43 3A 6 Am ended by  A P B  21, Par. 16 10/ 1/71
43 3A 8 Am ended by F A S B  Stm t. 6 12/31/75
43 3A 10 Am ended b y  A P B  6, Par. 14 12/31/65
43 3B Superseded by  A P B  10, Par. 7 12/31/66
43 4 14 Am ended by  A P B  20 7/31 /71
43 5 5 Am ended b y  A P B  9 12/31/66
43 5 6 Am ended b y  A P B  9 12/31/66
43 5 7 Am ended b y  A P B  6, Par. 15 12/31/65
43 5 8 Am ended b y  A P B  9 12/31/66
43 5 9 Am ended b y  A P B  9 12/31/66
43 5 10 Superseded b y  A P B  16 10/31/70
43 5 Superseded by  A P B  17 10/31/70
43 6 Superseded by F A S B  5 7 /  1/75
43 7B 6 Am ended by  A P B  6, Par. 16 12/31/65
43 7C Superseded b y  A R B  48 1/57
43 8 Superseded b y  A P B  9 12/31/66
43 9B Superseded by  A P B  6, Par. 17 12/31/65
43 9C Am ended by  A P B  6, Par. 23 12/31/65
43 9C 11-13 Am ended by  A P B  11 12/31/67
43 10A 19 Am ended b y  A P B  9 12/31/66
43 10A 19 Am ended b y  F A S B  S tm t. 16 10/15/77
43 10B Am ended b y  A P B  6, Par. 23 12/31/65
43 10B 15,17 Am ended by  A P B  9 12/31/66
43 10B Superseded by  A P B  11 12/31/67
43 11B 8 Am ended by  A P B  11 12/31/67
43 11B 9 Am ended b y  A P B  9 12/31/66
43 11B 9 Am ended b y  A P B  30 9 /30 /73
43 11B 9 Am ended by  F A S B  S tm t. 16 10/15/77
43 12 5 Am ended b y  F A S B  Stm t. 8 1 / 1/76
43 12 7 Superseded by F A S B  S tm t. 8 1 / 1/76
43 12 10-22 Superseded by F A S B  S tm t. 8 1 / 1/76
43 12 12 Am ended b y  A P B  6, Par. 18 12/31/65
43 12 18 Am ended by  A P B  6, Par. 18 12/31/65
43 12 21 Am ended by  A P B  9 12/31/66
43 12 21 Am ended b y  A P B  30 9 /30 /73
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A R B Chap. Par.
Date of 
Change

43 13A Superseded b y  A P B  8 12/31/66
43 13B Am ended by A P B  25 12/31/72
43 14 Superseded b y  A P B  5 9 /64
43 15 4 Am ended by  A P B  21 10/1/71
43 15 7 Am ended b y  A P B  9 12/31/66
43 15 11 Am ended by  A P B  11 12/31/67
43 15 12 Am ended b y  A P B  6, Par. 19 12/31/65
43 15 17 Am ended b y  A P B  9 12/31/66
43 15 Superseded by  A P B  26 1 / 1/73
44 Superseded by A R B  44 (Revised) 7/58
44 (R ev.) Am ended by  A P B  6, Par. 23 12/31/65
44 (R ev.) 3 Am ended by  A P B  20 7/31/71
44 (R ev.) 9 Am ended b y  A P B  6, Par. 20 12/31/65
44 (R ev.) 4, 5, Am ended b y  A P B  11 12/31/67

7,10
L e tte r, D ated A p r i l  1 5 , 1959 Superseded by  A P B  11 12/31/67
47 Superseded by  A P B  8 12/31/66
48 5 Am ended b y  A P B  6, Par. 22 12/31/65
48 6 Am ended by  A P B  6, Par. 22 12/31/65
48 12 Am ended b y  A P B  10, Par. 5 12/31/66
48 Superseded b y  A P B  16 10/31/70
49 Superseded b y  A P B  9 12 /31 /66
50

7,8
Superseded by F A S B  5 7 /  1/75

51 Superseded b y  A P B  16 10/31/70
51 16 Superseded by  A P B  23 12/31/71
51 17 Am ended b y  A P B  11 12/31/67
51 19 Am ended b y  A P B  10, Par. 2-4 12/31/66
51 20 Am ended by  A P B  10, Par. 2-4 12/31/66
51 19-21 Am ended by A P B  18 12/31/71

APB
Opinions

1 1 ,5 ,6 Am ended b y  A P B  11 12/31/67
2 Am ended by  A P B  4 3 /64
3

14
Superseded by  A P B  19 9/30/71

5 Am ended by  A P B  31 12/31/73
5 16-18 Superseded by A P B  31 12/31/73
5 20 Am ended by  A P B  31 12/31/73
5 21 Am ended by  A P B  11 12/31/67
5 23 Am ended b y  A P B  31 12/31/73
5

12c
Superseded by F A S B  S tm t. 13 1 / 1/77

6 Superseded b y  A P B  16 10/31/70
6 15 Superseded by  A P B  17 10/31/70
6 18 Superseded by F A S B  S tm t. 8 1 / 1/76
6 19 Superseded by  A P B  26 1 / 1/73
6 21 Superseded b y  A P B  11 12/31/67
6 22 Superseded b y  A P B  16 10/31/70
6 23 Superseded b y  A P B  11 12/31/67
7 8 Am ended by A P B  27 12/31/72
7 12 Superseded by  A P B  27 12/31/72
7 Superseded by F A S B  S tm t. 13 1 / 1/77
9 3 Am ended b y  A P B  30 9 /30 /73
9 3 Am ended by  F A S B  S tm t. 16 10/15/77
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APB Date of
Opinions Par. Change
9 6 Amended by  A P B  13 12/31/68
9 8 Am ended by A P B  30 9 /30 /73
9 8 Am ended by F A S B  S tm t. 16 10/15/77
9 17 Am ended b y  A P B  30 9 /30 /73
9 18 Amended by A P B  20 7/31/71
9 18 Am ended by F A S B  S tm t. 16 10/15/77
9 20 Amended by  A P B  20 7/31/71
9 20-22 Superseded by A P B  30 9 /30 /73
9 23-24 Superseded by F A S B  S tm t. 16 10/15/77
9 25 Superseded by  A P B  20 7/31/71
9 27 Am ended b y  A P B  30 9 /30 /73
9 29 Am ended by  A P B  30 9 /30 /73
9 Exh . A -D Superseded b y  A P B  30 9 /20 /73
9 30-51, Superseded by  A P B  15 12/31/68

E xh . E
10 2-4 Superseded b y  A P B  18 12/31/71
10 5 Superseded b y  A P B  16 10/31/70
10 8 ,9 Superseded by  A P B  14 12/31/66
10 11b Am ended by A P B  15 12/31/68
11 6 Am ended b y  A P B  28 12/31/73
11 38, 39 Superseded b y  A P B  23 12/31/71
11 40 Superseded by F A S B  S tm t. 9 12 / 1/75
11 41 Superseded by  A P B  23 12/31/71
12 11-15 Superseded b y  A P B  14 12/31/66
15 13 Am ended by  A P B  20 7/31/71
15 13 Am ended b y  A P B  30 9 /30 /73
15 30 Am ended b y  A P B  30 9 /30 /73
15 45 Am ended by F A S B  S tm t. 21 4 /30 /78
16 99 Am ended by F A S B  S tm t. 10 11 / 1/75
17 4 Am ended b y  F A S B  S tm t. 2 1 /1 /75
17 6 Am ended by  F A S B  S tm t. 2 1 /1 /75
17 31 Am ended b y  A P B  30 9 /30 /73
18 15 Superseded by F A S B  S tm t. 13 1 / 1/77
18 19d Am ended by  A P B  30 9 /30 /73
18 19j Superseded b y  A P B  23 12/31/71
19 10 Am ended b y  A P B  30 9 /30 /73
20 5 Am ended b y  A P B  30 9 /30 /73
22 13 Amended by  F A S B  S tm t. 2 1 /  1/75
22 13 Am ended by F A S B  S tm t. 8 1 /  1/76
23 2 Amended by F A S B  S tm t. 9 12 / 1/75
26 2 Am ended by  F A S B  S tm t. 15 12/31/77
26 20 Am ended b y  A P B  30 9 /30 /73
26 20 Am ended b y  F A S B  S tm t. 4 3/31 /75
27 Superseded b y  F A S B  S tm t. 13 1 / 1/77
28 27 Superseded b y  F A S B  S tm t. 3 12/31/74
28 31 Am ended by  F A S B  S tm t. 3 12/31/74
30 Am ended b y  F A S B  S tm t. 4 3/31 /75
30 25 Am ended by F A S B  S tm t. 16 10/15/77
31 Superseded by F A S B  S tm t. 13 1 /  1/77
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APB
Statements Par.

Date of 
Change

2 Superseded by F A S B  S tm t. 14 12/16/76
3 A pp. B Am ended by A P B  21 10/1/71
4 8,14 ,15 Am ended by A P B  19 9/30 /71

4

35,46,80, 
190,191,194 
183,187,196 Am ended b y  A P B  18 12/31/71

4 178,199 Am ended by  A P B  20 7/31/71
4 145,181 Am ended by  A P B  21 10/1/71
4 10,81,191, Am ended by  A P B  22 12/31/71

4
199
182,198,199 Am ended by A P B  29 9/30/73

4 198 Am ended by  A P B  30 9/30 /73

FASB
Statements
1 Superseded by F A S B  S tm t 8 1 /  1/76
5 20 Am ended by F A S B  S tm t. 11 12/31/75
8 27 Am ended by F A S B  S tm t. 20 1 / 1/78
8 35 Amended b y  F A S B  S tm t. 20 1 / 1/78
9 Superseded by  F A S B  S tm t. 19 12/15/78

13 5m Amended by F A S B  S tm t. 17 1 /1 /78
13 14 Am ended by F A S B  S tm t. 22 7 /1 /7 8
13 17f Am ended by F A S B  S tm t. 22 7 /1 /7 8
14 4 Superseded by F A S B  S tm t. 18 12/1 /77
14 41 Amended by  F A S B  S tm t. 18 12/1 /77
14 41 Am ended by F A S B  S tm t. 21 4 /30 /78
14 73 Superseded by F A S B  S tm t. 18 12/1 /77

FASB
Interpretations
2 Superseded by F A S B  S tm t. 15 12/31/77
5 Superseded by F A S B  S tm t. 7 1 /1 /76

 T h e  n e x t page is  15,081.  
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APPENDIX D
Finding List of 

Accounting Interpretations
Sections of the curren t te x t are cross-referenced to  A IC P A  A ccoun ting  

Interpretations and F A S B  Interpretations, Section numbers preceded 
by  the le tte r “ U ”  re fe r to  A IC P A  A ccoun ting  In te rp re ta tions

In te rp re ta t io n
Sec. In te rp re ta t io n  S ub jec t ( In te rp re ta t io n  N o .)  Sec.

1051 .04 R ep ortin g  A ccoun ting  Changes under A IC P A  State
ments o f P os ition  (F A S B  In t. 2 0 ) ............................ 1051-2.01

.16 A cco u n tin g  Changes Related to  the Cost o f In v e n to ry
(F A S B  In t. 1) ..............................................................  1051-1.01

.16 Change in  M ethod  o f A cco u n tin g  fo r  In ves tm e n t
C re d it (N o . 4) ..................................................................... U4094.011

.18 EP S  fo r  “ C atch-up”  A d ju s tm e n t (N o . 2 ) ..................... U1051.010

.19 C hang ing  EPS D enom ina to r fo r  R etroactive  A d 
ju s tm e n t to  P r io r  Period (N o . 1 ) ..............................U1051.001

.19 EP S  fo r “ C atch-up”  A d ju s tm e n t (No. 2 ) ..................... U1051.010

.20 A ccoun ting  fo r  Incom e Taxes in  In te r im  Periods
(F A S B  In t.  18) ..............................................................  2071-1.01

.20 EP S  fo r  “ C atch-up”  A d ju s tm e n t (N o. 2 ) ..................... U1051.010

.21 C hang ing  EPS D enom ina to r fo r  R etroactive  A d 
ju s tm e n t to  P r io r  Period  (N o . 1 ) ..............................U1051.001

.21 Change in  M ethod  o f A cco u n tin g  fo r  In ves tm e n t
C red it (N o . 4 ) ......................................................................U4094.011

.24 Change in  M ethod  o f A cco un tin g  fo r  In ves tm e n t
C red it (N o . 4 ) ..................................................................... U4094.011

.27 C hang ing  EPS D enom ina to r fo r  R etroactive  A d 
ju s tm e n t to  P r io r  Period (N o . 1 ) ................................ U1051.001

.28 C hang ing  EPS D enom ina to r fo r  R etroactive  A d 
ju s tm e n t to  P r io r  Period (N o . 1 ) ............................... U1051.001

.29 C hang ing  EPS D enom ina to r fo r  R etroactive  A d 
ju s tm e n t to  P r io r  Period  (N o . 1 ) ................................ U1051.001

.31 Reasonable E s tim a tio n  o f the  A m o un t o f a Loss
(F A S B  In t. 14) ...........................   4311-1.01

.34 C hanging EPS D enom ina to r fo r  R etroactive  A d 
ju s tm e n t to  P r io r  Period (N o . 1 ) .................................U1051.001

.36 C hang ing  EPS D enom ina to r fo r  R etroactive  A d 
ju s tm e n t to  P r io r  Period (N o . 1 ) ................................ U1051.001

1083 .007 A p p ly in g  the Low er of Cost or M a rke t R ule  in
Transla ted F inancia l Statements (F A S B  In t. 17). . 1083-2.01

.011 A p p ly in g  the Low er of Cost o r M arke t R u le  in
T ransla ted F inancia l Statements (F A S B  In t. 17) . . 1083-2.01

.012 A p p ly in g  the L o w e r of Cost o r M arke t R ule  in
T ransla ted F inancia l Statements (F A S B  In t. 17) . . 1083-2.01

.013 A p p ly in g  the Low er o f Cost or M arke t R ule in
Transla ted  F inancia l Statements (F A S B  In t. 17). . 1083-2.01
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Interpretation
Sec. Interpretation Subject (Interpretation No.) _____ Sec.

1083 .014 T rans la tion  o f U nam ortized  P o licy  A cq u is itio n  Costs
by a S tock L ife  Insurance Com pany (F A S B
In t.  15) ...............................................................................  1083-1.01

.014 A p p ly in g  the L ow er of Cost or M a rke t R u le  in
T rans la ted  F inanc ia l Statem ents ( (F A S B  In t .  17) 1083-2.01

.016 A p p ly in g  the L ow er o f Cost o r M a rke t R ule in
T ransla ted F inancia l Statements (F A S B  In t. 1 7 ) .. 1083-2.01

.032 A p p ly in g  the Low er o f Cost o r M a rke t Rule in
Transla ted  F inancia l Statements (F A S B  In t. 17). . 1083-2.01

.033 A p p ly in g  the Low er o f Cost or M arke t Rule in
T ransla ted F inancia l Statements (F A S B  In t. 17). . 1083-2.01

.035 T rans la tion  o f U nam ortized  P o licy  A cq u is itio n  Costs
by a Stock L ife  Insurance Company (F A S B  In t. 15) 1083-1.01

.035 A p p ly in g  the L o w e r o f Cost o r M a rk e t R u le  in
Transla ted  F inancia l Statements (F A S B  In t. 17) ..  1083-2.01

.036 T ra n s la tion  o f U nam ortized P o licy  A cq u is itio n  Costs
by a Stock L ife  Insurance Company (F A S B  In t. 15) 1083-1.01

.036 A p p ly in g  the L o w e r o f Cost o r  M a rke t R u le  in
T ransla ted F inancia l S tatem ents (F A S B  In t. 17) 1083-2.01

.046 A p p ly in g  the Low er o f Cost o r M arke t R ule  in
Transla ted  F inancia l Statements (F A S B  In t. 17). . 1083-2.01

.166 A ccoun ting  fo r Incom e Taxes in  In te r im  Periods
(F A S B  In t .  18) ..............................................................  2071-1.01

.192 A cco un tin g  fo r Incom e Taxes in  In te r im  Periods
(F A S B  In t .  18) ..............................................................  2071-1.01

1091 .05 A p p ly in g  Purchase A cco un tin g  (N o . 8 ) ....................... U1091.025
.05 A cq u is itio n  o f M in o r ity  In te re s t (N o . 2 6 ) ....................... U1091.099
.05 E n tit ie s  under Common C on tro l in  a Business Com

b in a tio n  (N o . 2 7 ) ............................................................... U1091.103
.05 T ransfers  and Exchanges Between Companies U nder

Com m on C on tro l (N o . 39) ............................................U1091.151
.28 Forced Sale o f S tock (N o . 3 4 ) .............................................U1091.136
.43 A p p ly in g  Purchase A cco un tin g  (N o . 8 ) ...........................U1091.025
.43 A c q u is itio n  o f M in o r ity  In te re s t (N o . 2 6 ) ....................... U1091.099
.43 E n tit ie s  under Com m on C on tro l in  a Business Com

b in a tio n  (N o . 2 7 ) ............................................................... U1091.103
.43 Several Companies in  a S ingle Business Com bina

tio n  (N o . 38) .........................  U1091.147
.43 T ransfers  and Exchanges Betw een Companies Under

Com m on C on tro l (N o . 39) ............................................U1091.151
.45 Use o f R estric ted  S tock T o  E ffe c t a Business Com 

b in a tio n  (N o . 11) ...............................................................U1091.036
.45 A l l  Shares M us t Be Exchanged to  Pool (No. 25) . U1091.090 
.46 A cco u n tin g  fo r  Leases in  a Business C om bination

(F A S B  In t. 21) ..............................................................  4053-2.01
.46 A p p lic a b ility  o f F A S B  S tatem ent No. 2  to  Business 

Com binations Accounted fo r  b y  the  Purchase 
M ethod  (F A S B  In t .  4 ) .............................................  4211-1.01
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In te rp re ta t io n
Sec. Interpretation Subject (Interpretation No.) Sec.

1091 .46 R atio  o f Exchange (N o. 1) ................................................ U 1091.001
.46 N o tif ica tio n  to  S tockholders (N o . 2) ............................U1091.005
.46 In te rco rpo ra te  Inves tm en t Exceeding 10 Per Cent

L im it  (N o. 3) ..................................................................... U1091.009
.46 Consum m ation Date fo r a Business Com bination

(N o . 4) ................................................................................. U 1091.011
.46 “ T w o -Y e a r”  P rovis ions a t E ffec tive  D ate  (N o . 9 ) .  .U1091.032
.46 E ffe c t o f T e rm in a tio n  (N o . 1 0 ) ........................................ U1091.034
.46 Use o f R estric ted  S tock T o  E ffe c t a Business Com

b ina tion  (N o . 1 1 ) ...............................................................U1091.036
.46 W h o lly  O w ned S ubsid iary (N o . 1 8 )..................................U1091.061
.46 D ispos ition  o f Assets to  Com ply w ith  an O rde r

(N o . 22) ................................................................................U1091.077
.46 “ G randfa ther”  fo r  Subsid iaries (N o . 2 4 ) ......................... U1091.086
.46 A l l  Shares M u s t Be Exchanged to  Pool (N o . 25) . . .  .U1091.090
.46 A cq u is itio n  o f M in o r ity  In te re s t (N o . 2 6 ) .....................U1091.099
.46 E n titie s  under Com m on C on tro l in  a Business Com

b ina tion  (N o . 2 7 ) ....................................................... U1091.103
.46 P oo lin g  by  Subs id ia ry  o f Personal H o ld in g  Com 

pany (N o. 2 8 ) ..................................................................... U1091.112
.46 O p tion  M ay  In it ia te  C om bination  (N o . 2 9 ) ...................U1091.115
.46 N o  P oo ling  w ith  W h o lly  O w ned Sub. (N o . 3 6 ) .............U1091.141
.46 Several Companies in  a S ingle Business C om bina

tio n  (N o . 38) ...............................................  U1091.147
.47 R a tio  o f Exchange (N o . 1) .............................................. U1091.001
.47 Consum m ation D ate  fo r  a Business C om bination

(N o . 4) .................................................................................. U1091.011
.47 P oo ling  N o t Com pleted w ith in  One Y e a r (N o . 5) . . .  .U1091.016 
.47 Registered Stock Exchanged fo r  Restricted Stock (N o .

6) .............................................................................................U1091.019
.47 P oo ling  under “ O ld  R ules”  (N o . 7) ..................................U1091.021
.47 A p p ly in g  Purchase A cco un tin g  (N o . 8 ) ......................... U1091.025
.47 “ T w o -Y e a r”  P rovis ions a t E ffec tive  D ate (N o . 9) U1091.032
.47 E ffe c t o f T e rm in a tio n  (N o . 10) ........................................ U1091.034
.47 Use o f R estric ted  S tock T o  E ffec t a Business Com 

b in a tio n  (N o . 11) ..........................................  U1091.036
.47 W a rra n ts  M a y  D efeat P oo ling  (N o . 12) .....................U1091.040
.47 Tw o-C lass Common fo r  P oo lin g  (N o . 1 3 ) .....................U1091.045
.47 C on tingen t Shares D efeat P oo ling  (N o . 1 4 ) .................U1091.048
.47 E q u ity  and D eb t Issued fo r  Com m on Before P oo ling

(N o . 19) ................................................................................ U1091.065
.47 T reasu ry  S tock A llo w e d  fo r  P oo ling  (N o . 2 0 ) .............. U1091.067
.47 D ispos ition  o f Assets to  C om ply  w ith  an O rde r

(N o . 22) ................................................................................ U1091.077
.47 “ G randfa ther”  fo r  Subsid iaries (N o . 2 4 ) ......................... U1091.086
.47 A l l  Shares M u s t Be Exchanged to  Pool (N o . 25) . . .  .U1091.090 
.47 E n titie s  under Com m on C on tro l in  a Business Com 

b ina tion  (N o . 2 7 ) .............................................  U1091.103
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Sec.
Interpretation

Interpretation Subject (Interpretation No.) Sec.

1091 .47
.47
.47
.47
.47

.48

.48

.48

.48

.48

.51

.53

.54

.55

.55

.58

.61

.61

.65

.66

.69

.76

.76

.87

.87

.87

.88

.88

.88

.93

O p tion  M ay In it ia te  C om bination (N o . 2 9 ) ...................U1091.115
Representations in  a P oo ling  (N o . 3 0 ) ............................U1091.119
E m p loym en t C ontingencies in  a P o o lin g  (N o . 31). . .U1091.126
Stock O ptions in  a P o o lin g  (N o . 3 2 ) ..................... .. .U1091.130
Several Companies in  a S ingle Business C om bina

tio n  (N o . 38) ..................................................................... U1091.147
Use o f R estric ted  S tock to  E ffe c t a Business Com

b ina tion  (No. 11) ...............................................................U1091.036
Pooling  w ith  “ B a ilo u t”  (No. 2 1 ) ....................................... U1091.074
D ispos ition  o f Assets to  C om ply  w ith  an O rde r

(No. 22) ................................................................................U1091.077
“ G randfather”  fo r Subsidiaries (N o . 2 4 ) ........................ U1091.086
Pooling C on tingen t on “ B a ilo u t”  (N o. 3 7 ) .................... U1091.144
Consum m ation Date fo r  a Business C om bination

(N o . 4 ) .................................................................................. U1091.011
Representations in  a P oo lin g  (N o . 3 0 ) .............................U1091.119
T reasu ry  S tock A llo w e d  fo r  P o o lin g  (N o . 2 0 ) ...........U1091.067
Paragraph .99 Is  N o t M an da to ry  (N o . 1 5 ).................... U1091.050
In te rco rpo ra te  Inves tm en t a t 10/31/70 (N o . 17). . . .U1091.057 
Costs o f M a in ta in in g  an “ A cq u is itio n s ”  D epartm en t

(N o . 33) .................   U1091.133
C onsum m ation D ate  fo r a Business C om bination

(N o . 4) .................................................................................. U1091.011
R etroactive  D isclosure o f P o o lin g  (N o . 2 3 ) .................U1091.080
R etroactive  D isclosure o f P oo ling  (N o . 2 3 ) .................U1091.080
A p p ly in g  Purchase A cco un tin g  (N o. 8 ) .......................U1091.025
A p p lic a b ility  o f F A S B  Statem ent No. 2 to  Business 

C om binations Accounted  fo r  b y  the Purchase
M ethod (F A S B  In t. 4) ................................................ 4211-1.01

Costs o f M a in ta in in g  an “ A cq u is itio ns ”  D epartm en t
(N o . 33) ..............................................................................U1091.133

R eg is tra tion  Costs in  a Purchase (N o . 3 5 ) ................... U1091.138
A p p ly in g  A P B  Opinions No. 16 and 17 W h e n  a Sav

ings and Loan Associa tion  o r a S im ila r Institu tion  
Is  A cqu ired  in  a Business Com bination Accounted
fo r by the Purchase M ethod (F A S B  In t.  9 ) ............. 1091-1.01

A p p lic a b ility  o f F A S B  Statem ent No. 2 to  Business 
C om binations Accounted fo r  b y  the  Purchase
M ethod (F A S B  In t. 4 ) ............................................. 4211-1.01

G o odw ill in  a Step A cq u is itio n  (N o . 2 ) ......................... U5141.003
A p p ly in g  A P B  Opinions No. 16 and 17 W hen a Sav

ings and Loan A ssocia tion  o r a S im ila r Ins titu tion  
Is  Acqu ired  in  a Business C om bination Accounted
fo r by the Purchase M ethod (F A S B  In t.  9 ) ............... 1091-1.01

A ccoun ting  fo r  Leases in  a Business C om bination
(F A S B  In t. 21) ........................................................  4053-2.01

R eg is tra tio n  Costs in  a Purchase (N o . 3 5 ) ...................... U1091.138
Consum m ation D ate  fo r  a Business C om bination

(N o . 4) .................................................................................. U1091.011

Appendix D Copyright © 1978, American Ins titu te  of Certified Public Accountants, Inc.



Interpretation
Sec. Interpretation Subject (Interpretation No.) Sec.

1091 .93 G oodw ill in  a Step A cqu is ition  (No. 2) ..........................U5141.003
.94 G oodw ill in  a Step A cq u is itio n  (N o . 2 ) ........................ U5141.003
.97 P oo ling  N o t Com pleted w ith in  One Y ear (N o . 5) . . .  . U1091.016
.97 P oo lin g  under “ O ld  R u les" (N o . 7 ) ..................................U1091.021
.98 P oo ling  under “ O ld  R u les" (N o . 7 ) ....................   U1091.021
.99 Paragraph .99 Is  N o t M anda to ry  (N o . 1 5 ) ..................... U1091.050
.99 Changes in  In te rco rpo ra te  Investm ents  (N o . 16). . . .U1091.054
.99 In te rco rpo ra te  In ves tm e n t at 10/31/70 (N o . 1 7 ) .. . U1091.057
.99 “ G randfa ther”  fo r  Subsid iaries (N o . 2 4 ) .........................U1091.086
.99 A cq u is itio n  o f M in o r ity  In te re s t (N o . 2 6 ) .....................U1091.099

2010 .17 A p p ly in g  F A S B  Statem ent No. 7 in  F inancia l State
ments o f Established Operating Enterprises (F A S B
In t.  7) ...............................................................................  2062-1.01

.17 Changing EPS D enom inator fo r R etroactive  A d 
ju s tm e n t to  P r io r  Period  (N o . 1 ) .................................U1051.001

.17 Inves tm en t C red it Is  P r io r  Period  A d ju s tm e n t
(N o . 5) ................................................................................ U4094.021

.25 A pp ly ing  F A S B  Statement No. 7 in  Financial State
ments o f Established Operating Enterprises (F A S B  
In t .  7) ...............................................................................  2062-1.01

2011 .05 C orporations and F inanc ia l Presentations Excepted
(N o . 9) ................................................................................. U2011.068

.05 C losely H e ld  C orporations (N o . 1 0 ).................................U 2011.072

.05 Subchapter S C orporations (N o . 1 3 )............................U2011.081

.05 U naud ited  F inanc ia l S tatem ents (N o. 1 4 ) ..................... U2011.082

.06 C orporations and F inanc ia l Presentations Excepted
(N o . 9) ..................................................................................U2011.068

.06 C losely H e ld  C orporations (N o . 1 0 ) ................................. U2011.072

.06 Subchapter S C orporations (N o . 1 3 )................................U 2011.081

.06 Unaudited Financial Statements (N o. 1 4 ) ..........................U 2011.082

.12 Presentation o f E a rn ings per Share .................................. U2011.010

.12 R ep o rtin g  Loss per Share (N o . 1 5 ) ..................................U 2011.083

.13 Presentation  o f E arn ings per S h a re .................................. U2011.010

.13 D ua l P resentation  (N o . 6 ) ............................................... . U2011.061

.13 P rim a ry  E arn ings per Share (N o . 7 ) ..............................U 2011.064

.13 F u lly  D ilu te d  E arn ings per Share (N o . 8 ) ....................U2011.066

.13 EP S  fo r  E x tra o rd in a ry  Item s (N o . 1 6 ) ..........................U2011.084

.14 P resentation o f E arn ings per S hare .................................. U2011.010

.14 Supplem entary D a t a ..............................................................U2011.046

.14 O th e r P o te n tia lly  D ilu t iv e  Securities (N o . 3 ) ...............U2011.054

.14 D ilu t io n — D ilu tiv e  S ecurity  (N o . 4 ) ................ U2011.056
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.20 Alternative Methods Considered by the APB (No. 6) . . U4091.024

.21 Objective (No. 5 ) ..............................................................U4091.022

.22 T im ing Differences (No. 7 ) .............................................U4091.035

.22 Permanent Differences (No. 8 ) ......................................U4091.048

.25 Objective (No. 5 ) .............................................................. U4091.022

.28 Objective (No. 5 ) .............................................................. U4091.022

.28 Amortization of Deferred Taxes (No. 10)..................... U4091.065

.29 Amortization of Deferred Taxes (No. 10)..................... U4091.065

.30 Objective (No. 5 ) .............................................................. U4091.022

.30 T im ing Differences (No. 7 ) .............................................U4091.035

.32 Alternative Methods Considered by the APB (No. 6) . . U4091.024
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4091 .32 Permanent Differences (No. 8 ) .....................................U4091.048
.33 Permanent Differences (No. 8 ) .....................   U4091.048
.35 Objective (No. 5 ) .............................................................. U4091.022
.35 Alternative Methods Considered by the APB (No. 6) . .U4091.024
.35 T im ing Differences (No. 7) ............................................U4091.035
.35 Computation of Deferred Taxes (No. 9 ) .......................U4091.056
.35 Change in Method of Accounting for Investment

Credit (No. 4) . . .  ...................................................... U4094.011
.36 T im ing Differences (No. 7 ) ............................................U4091.035
.36 Computation of Deferred Taxes (No. 9 ) .......................U4091.056
.36 Amortization of Deferred Taxes (No. 10)............  U4091.065
.41 Operating Losses ............................................................. U4091.071
.42 Operating Losses...............................................................U4091.071
.43 Accounting for Income Taxes in Interim  Periods

(FASB In t. 18) ........................................................  2071-1.01
.43 Loss Carrybacks (No. 11)................................................ U4091.072
.44 Accounting for Income Taxes in Interim  Periods

(FASB Int. 18) ........................................................  2071-1.01
.44 Loss Carryforwards—Conflict of Concepts (No. 12) . .U4091.076
.44 Assurance Beyond Any Reasonable Doubt (No. 13) . . U4091.083
.45 Accounting for Income Taxes in  Interim  Periods

(FASB In t. 18) ........................................................  2071-1.01
.45 Assurance Beyond Any Reasonable Doubt (No. 13). .U4091.083 
.46 Accounting for Income Taxes in Interim  Periods

(FASB Int. 18) ......................................................  2071-1.01
.46 Assurance Beyond Any Reasonable Doubt (No. 13). .U4091.083 
.47 Accounting for Income Taxes in Interim  Periods

(FASB In t. 18) ........................................................  2071-1.01
.47 Recognition of Carryforwards as Offsets to Deferred

Tax Credits (No. 14)...................................................U4091.088
.48 Purchased Loss Carryforwards (No. 17)....................... U4091.103
.49 Loss Carryforwards Arising Prior to Quasi-Reorganiza

tion (No. 16) ..............................................................U4091.098
.50 Allocation W ith in  a Period (No. 19).............................U4091.115
.51 Accounting for Income Taxes in  Interim  Periods

(FASB In t. 18) ........................................................  2071-1.01
.51 Allocation W ith in  a Period (No. 19).............................U4091.115
.52 Stock Compensation Plans (No. 1) ...............................U4061.001
.52 Operating Losses..............................................................U4091.071
.53 Balance Sheet Presentation (No. 2 1 )............................. U4091.124
.54 Income Statement Presentation (No. 2 0 )..................... U4091.121
.55 Balance Sheet Presentation (No. 21 )............................. U4091.124
.57 Loss Carrybacks (No. 11).............................................. U4091.072
.59 Income Statement Presentation (No. 20 )..................... U4091.121
.60 Accounting for Income Taxes in Interim  Periods

(FASB Int. 18) ..........................................................  2071-1.01
.60 Loss Carryforwards—Conflict of Concepts (No. 12) . .U4091.076
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.62 General Disclosures (No. 22 )...........................................U4091.127

.63 Transitional Problems (No. 2 3 )....................................U4091.128

.64 Transitional Problems (No. 23 )....................................U4091.128

.65 Transitional Problems (No. 2 3 )....................................U4091.128

.66 Transitional Problems (No. 2 3 ).....................   U4091.128

4091A .01 T im ing Differences (No. 7 ) .............................................U4091.035
.02 T im ing Differences (No. 7 ) ..............................   U4091.035
.03 T im ing Differences (No. 7 ) ............................................ U4091.035
.05 T im ing Differences (No. 7 ) .............................................. U4091.035

4092 .01 Subjects Included in Section 4091 (No. 3 ) ...................U4091.012

4094 .11 Accounting for Income Tax;es in Interim  Periods
(FASB Int. 18) ......................................................  2071-1.01

.16 Historical Development (No. 2) ...................................U4091.006

.17 Accounting for Income Taxes in Interim  Periods
(FASB Int. 18) ........................................................  2071-1.01

.18 General Disclosures (No. 2 2 )......................................... .U4091.127

.18 Tax Credit Disclosure (No. 1 )........................................ U4094.001

.18 Tax Credit Disclosure (Modification) (No. 2 ) ........... U4094.003

.20 Accounting for Income Taxes in Interim  Periods
(FASB Int. 18) ......................................................  2071-1.01

.21 Investment Credit Carrybacks and Carryforwards
(No. 1 8 ) ........................................................................ U4091.106

4095 .05 Applicability of Indefinite Reversal Criteria to T im 
ing Differences (FASB Int. 22) ...........................  4091-1.01

.06 Applicability of Indefinite Reversal Criteria to T im 
ing Differences (FASB In t. 22) ...........................  4091-1.01

.09 Applicability of Indefinite Reversal Criteria to T im 
ing Differences (FASB Int. 22) .............................  4091-1.01

.12 Disclosure of Untaxed Undistributed Earnings of
Subsidiary (No. 1) .......................................................U4095.001

.14 Disclosure of Untaxed Undistributed Earnings of
Subsidiary (No. 1) .....................................................U4095.001

4111 .03 Advance Not Requiring Imputation (No. 1 )................ U4111.001
4211 .02 Applicability of FASB Statement No. 2 to Computer

Software (FASB Int. 6) ............................................. 4211-3.01
.08 Applicability of FASB Statement No. 2 to Business 

Combinations Accounted for by the Purchase
Method (FASB Int. 4) ...............................................  4211-1.01

.08 Applicability of FASB Statement No. 2 to Computer
Software (FASB Int. 6) ............................................. 4211-3.01

.11 Applicability of FASB Statement No. 2 to Business 
Combinations Accounted for by the Purchase 
Method (FASB Int. 4) ...............................................  4211-1.01
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.12 Applicability of FASB Statement No. 2 to Business 
Combinations Accounted for by the Purchase
Method (FASB Int. 4) ............................................. 4211-1.01

.12 Applicability of FASB Statement No. 2 to Computer
Software (FASB Int. 6) ..................................... . . . 4211-3.01
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Software (FASB In t. 6) ..........................................  4211-3.01

4311 .08 Reasonable Estimation of the Amount of a Loss
(FASB In t. 14) ....................................................  4311-1.01
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(FASB Int. 14) .................................................... 4311-1.01

.10 Reasonable Estimation of the Amount of a Loss
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.59 Reasonable Estimation of the Amount of a Loss
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5121 .05 Accounting Changes Related to the Cost of Inventory
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.08 Applying the Lower of Cost or Market Rule in
Translated Financial Statements (FASB Int. 17) .. 1083-2.01

.09 Applying the Lower of Cost or Market Rule in
Translated Financial Statements (FASB Int. 17) .. 1083-2.01

.10 Applying the Lower of Cost or Market Rule in
Translated Financial Statements (FASB Int. 17) .. 1083-2.01

.14 Applying the Lower of Cost or Market Rule in
Translated Financial Statements (FASB Int. 17) .. 1083-2.01

5131 .01 Investments in Partnerships and Ventures (No. 2). . U5131.008
.19 Intercompany Profit Elim inations under Equity

Method (No. 1) ..........................................................U5131.001
.19 Goodwill in a Step Acquisition (No. 2) .........................U5141.003
.19 Investments in Partnerships and Ventures (No. 2) . .U5131.008 
2 1 Early Disclosure of Material Equity Adjustment
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Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
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Application of FASB Statement No. 12 to Personal
Financial Statements (FASB In t. 10)...................  5132-1.01

Accounting for Previously Established Allowance
Accounts (FASB Int. 12) ....................................... 5132-3.01

Consolidation of a Parent and Its  Subsidiaries Hav
ing Different Balance Sheet Dates (FASB Int. 13). . 5132-4.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
able (FASB Int. 16). .................................................  5132-5.01

Consolidation of a Parent and Its  Subsidiaries Hav
ing Different Balance Sheet Dates (FASB Int. 13) . . 5132-4.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
able (FASB Int. 16) . .................................................  5132-5.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
able (FASB Int. 16)........................................  5132-5.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
able (FASB Int. 16)........................................  5132-5.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
able (FASB Int. 16)........................................ 5132-5.01

Changes in Market Value after the Balance Sheet
Date (FASB Int. 11)................................................  5132-2.01

Consolidation of a Parent and Its  Subsidiaries Hav
ing Different Balance Sheet Dates (FASB Int. 13). . 5132-4.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
able (FASB Int. 16)..................................................  5132-5.01

Consolidation of a Parent and Its  Subsidiaries Hav
ing Different Balance Sheet Dates (FASB Int. 13). . 5132-4.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket-
able (FASB Int. 16)..................................................  5132-5.01

Changes in Market Value after the Balance Sheet
Date (FASB Int. 11)................................................  5132-2.01

Consolidation of a Parent and Its  Subsidiaries Hav
ing Different Balance Sheet Dates (FASB Int. 13) . . 5132-4.01

Clarification of Definitions and Accounting for Mar
ketable Equity Securities That Become Nonmarket- 
able (FASB In t. 16)..................................................  5132-5.01
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Audit Guides
The Auditor's Study and Evaluation of Internal Control in EDP Systems, 

Computer Services Executive Committee, 1977.
Audits of Banks, Including Supplement, Committee on Bank Accounting 

and Auditing, 1969.
Audits of Brokers and Dealers in Securities, Committee on Stockbrokerage 

Auditing, 1973; Statement of Position, Auditing Standards Division, 
December 1976.

Audits of Colleges and Universities, Committee on College and University 
Accounting and Auditing, 1973; Statement of Position, Financial 
Accounting and Reporting by Colleges and Universities, Accounting 
Standards Division, August 1974.

Audits of Construction Contractors, Committee on Contractor Accounting 
and Auditing and the Committee on Cooperation W ith  Surety Com
panies, 1965.

Audits of Employee Health and Welfare Benefit Funds, Committee on Health, 
Welfare and Pension Funds, 1972.

Audits of Finance Companies, Committee on Finance Companies, 1973.
Audits o f Fire and Casualty Insurance Companies, Committee on Insurance 

Accounting and Auditing, 1966; Statement o f Position, Revision of 
Form of Auditor’s Report, Auditing Standards Division, July 1974.

Audits of Government Contractors, Task Force on Defense Contract Agen
cies, 1975.

Audits of Investment Companies, Committee on Investment Companies, 
1973; Statement of Position, Financial Accounting and Reporting by 
Investment Companies, Accounting Standards Division, A pril 1977.

Audits of Personal Financial Statements, Committee on Personal Financial 
Statements, 1968.

Audits of Savings and Loan Associations, Committee on Savings and Loan 
Accounting and Auditing, 1973.

Audits of Service-Center-Produced Records, Committee on Computer Au
diting, 1974.

Audits of State and Local Governmental Units, Committee on Governmental 
Accounting and Auditing, 1974; Statement of Position, Accrual of 
Revenues and Expenditures by State and Local Governmental Units, 
Accounting Standards Division, August 1975; Statement of Position, 
Accounting for Interfund Transfers of State and Local Governmental 
Units, Accounting Standards Division, September 1977.

Audits of Stock L ife  Insurance Companies, Committee on Insurance Ac
counting and Auditing, 1972.

Audits of Voluntary Health and Welfare Organizations, Committee on 
Voluntary Health and Welfare Organizations, 1974.
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Guide fo r Engagements of CPAs to Prepare Unaudited Financial Statements, 

Task Force on Unaudited Financial Statements, Auditing Standards 
Division, 1975.

Hospital Audit Guide, Committee on Health Care Institutions, 1972; State
ment of Position, Clarification of Accounting, Auditing, and Reporting 
Practices Relating to Hospital Malpractice Loss Contingencies, Audit
ing Standards Division, March 1978; Statement of Position, Account
ing by Hospitals for Certain Marketable Equity Securities, Accounting 
Standards Division, May 1978.

Medicare Audit Guide, Committee on Health Care Institutions, 1969.

Accounting Guides
Accounting fo r Motion Picture Films, Committee on the Entertainment 

Industries, 1973.
Accounting fo r Retail Land Sales, Committee on Land Development Com

panies, 1973.
Accounting fo r Franchise Fee Revenue, Committee on Franchise Account

ing and Auditing, 1973.
Accounting fo r Profit Recognition on Sales of Real Estate, Committee on 

Accounting for Real Estate Transactions, 1973; Statement of Position, 
Questions Concerning Profit Recognition on Sales of Real Estate, 
Accounting Standards Division, December 1975.

Statements o f Position o f the Auditing Standards Division
Revision of Form of Auditor’s Report, Audits of Fire and Casualty
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AC TOPICAL INDEX
References are to AC section and paragraph numbers. Section numbers preceded by 

the letter "U "  refer to AICPA Accounting Interpretations. Section numbers in the 

9000 series refer to International Accounting Standards.

ABNORMAL COSTS
. Income S ta tem ent C lassification . . . 2012.06;

2012.20—.22; 9008.08
. Invento ry P r ic in g ..................................... 5121.05
. Price Level Changes ...............................4071.09

ABSORBED COSTS
. Inventories ................................................5121.04

ACCELERATED DEPRECIATION
. Change to  S tra igh t Line M e th o d ...........

1051A.01—.04; 2072.17-.21
. In fla tion o r Deflation, Effects ............. 1026.32
. Leveraged Leases .................................4053.109
. M ethod P erm itted  For Taxes ..........U4091.007
. T im ing D ifferences . . . .  4074.04—.05; U4091.047;

U4091.058; U4091.069-.070; U4091.134
ACCOUNTANTS INTERNATIONAL 

STUDY GROUP
. S upport o f Segment R e p o rtin g .........2081.043

ACCOUNTING
. Assum ptions, Fundam enta l........ 9001.06—.07;

9001.16; 9008.14
. Branches In c lu d e d ............................... 1023.01
. Changes— See Changes, Accounting 
. C orpora te— See C orporate Accounting
. Defin ition ....................................  1022.01; 1023.01
. E n tity— See Entity, Accounting 
. Estim ates— See Estim ation 
. Guides, Industry— See Section 6000, 

Appendix
. Income v. Taxable Income .............1051-1.04
. M ethods— See M ethods of Accounting 
. Period— See Time Periods 
. Policies— See Policies, Accounting 
. Position Papers— See Appendix E 
. Segm ent In fo rm ation— See Segments 

o f a Business
. Textbooks, Sources of Principles . . . .  1028.05

ACCOUNTING INTERPRETATIONS
. Leases.............................................. 4053.052
. P u rp o s e ........................................................ 100.07
. Reporting Results of O perations . . . 2013.02—

.03; U2012.001-.013 
. S ta tu s .............................................................100.07

ACCOUNTING PRINCIPLES— See
Generally Accepted Accounting 
Principles

ACCOUNTING PRINCIPLES BOARD
. C om parab ility  O b je c tiv e ........  1024.33; 1029.01
. Developm ent Stage E n te rp rise s ........  2062.03
. Extractive Industries S tu d ie s ........  6021.066—

.071
. In te rim  Financial In fo rm a t io n ............  2071.07
. Involvem ent in Future C h a n g e s ........ 1029.13
. Opinions— See Opinions, Accounting 

Principles Board
. Policy on R e tro a c tiv ity .......................... 1051.04
. P ro g ra m ....................................................  1029.01
. Resolution A pp ro ved .................................100.05
. Segments of a Business .......... 2081.042—.043
. S ta tem ents— See Statem ents,

Accounting Principles Board
. Status o f O p in io n s .................................... 510.08
. S tudy o f Leases.....................  4053.052; 4053.055
. Succeeded By FASB ........................... 6021.071
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ACCOUNTING PRINCIPLES BOARD—
continued

. Term ination of A u tho rity  . . . .  510.09; 1051-2.03 

. T ranslation of Foreign Currencies . . . .
....................................................... 1083.063—.064

ACCOUNTING RESEARCH BULLETINS 
(REFERENCES TO)

Areas Not Covered ................................ 1028.05
Development Stage E n te rp rise s ......... 2062.06
Effect of S ta tem ent No. 4 .....................1021.07
H is to r y ..................................................100.01—.06
Need fo r Revisions ................................... 100.03
Num ber 30, C u rre n t Assets and 

C u rren t L iab ilitie s— W orking
C a p ita l...................................................... 5132.01

Num ber 32, Incom e and Earned
S urp lus ....................................2010.08; 2010.14

Num ber 33, D epreciation and High
Costs ...........4071.01; 4071.03-.09; 4071.14—.17

Num ber 36, Pension Plans—
A ccoun ting  fo r  A n n u ity  Costs Based
on Past Services ...................U4063.009—.012

Num ber 37, A ccoun ting  fo r  
Com pensation in the  Form  o f S tock
O p t io n s ....................................................4061.01

Num ber 38, D isclosure o f Long-Term  
Leases in  F inancia l S ta tem ents o f
Lessees ..................................................4053.052

Number 43, Chapter 3A, C u rren t 
Assets and C u rre n t L ia b ilitie s  . . . 2033.02— 

.03; 2033.05; 2033.08-.09; 2033.16; 2033.20; 
2033.23; 2033.27; 2033-1.03; 4311.74; 5132.01 

Num ber 43, Chapter 4, Inven to ry
P r ic in g ___  1051-1.02; 1083.046—.048; 1083.116;

1083.118; 1083-2.02—.05; 1083-2.10; 4311.74 
Num ber 43, Chapter 6, C ontingency

Reserves .................................. 4311.07; 4311.57
Num ber 43, Chapter 7A, Quasi- 

Reorganization o r C orporate
R e a d ju s tm e n t.................................... 5363.010

Num ber 43, C hapter 8, Incom e and
Earned Surp lus .....................  2010.08; 2010.14

Num ber 43, C hapter 12, Foreign 
O perations and Foreign
E xchange ........... 1083.004, 1083.030; 1083.060-

.061; 1083.063—.064; 1083.125; 1083.185; 
2081.007; 2081.042; 2081.055; 2081.087-.088 

Number 43, Chapter 13a, Pension 
Plans— A n n u ity  Costs Based on Past
S e rv ic e ....................................... U4063.009-.012

Number 44, Declin ing-Balance
D epreciation ......................................... 4074.06

Num ber 45, Long-Term  C onstruc tion -
Type C ontracts ..................................... 4311.96

Num ber 47, A ccoun ting  fo r  the  Cost 
o f Pension Plans . . . 4063.03—.04; U4063.009—

.019
Num ber 49, Earnings per Share . . . .  2011.08
Num ber 50, C o n tin g en c ie s ........ 4311.06—.07;

4311.17—.18; 4311.57
Num ber 51, Consolidated F inancia l 

S ta tem ents . . . .  1083.087; 1083.144; 1083.231- 
.232; 2081.008; 2081.055; 4053.030; 4311.27 

Sources o f Generally Accepted
Accounting Principles .......................  1028.03

Status .........................  100.05—.06; 510.06; 510.08

A C C
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ACCOUNTING RESEARCH STUDIES 
(REFERENCES TO)

. In te rco rpo ra te  Investm ents (In
P ro c e s s )___  1041.04; 4111.03; 5131.01; 5131.14

. Measurement and Valuation (in
P ro c e s s ) ........................... ..................... 1023.27

. Num ber 1, The Basic Postulates o f
A c c o u n t in g ..................... 1010.01—.04; 1021.01

. Num ber 2, "Cash F low " Analysis and
The Funds S ta te m e n t.......................  2021.06

. Num ber 3. A Ten ta tive  Set o f Broad 
A ccoun ting  P rinc ip les  fo r  Business
E n te rp r is e s ..................... 1010.01—.04; 1021.01

. Num ber 4, R eporting  o f Leases in
F inancia l S ta tem ents .....................  4053.052

. Num ber 5. A C ritica l S tudy o f 
A ccoun ting  fo r  Business
C om bina tions  .............................. 1091.03—.04

. Num ber 6, R eporting  the  F inancial
Effects of Price-Level Changes . . . .  1071.01;

1071.17—.18; 1071.42
. Num ber 7, Inve n to ry  o f Generally 

Accepted P rinc ip les  fo r  Business
E n te rp rise s ........................................ .. . 1028.03

. Num ber 8, A ccoun ting  fo r  the  Cost o f
Pension Plans ........  4063.05; U4063.013—.019;

U4063.155
. Num ber 9, In te rpe riod  A lloca tion  o f

C orporate  Incom e T a x e s .................4091.04;
4091.14; 4091.17; 4091A.01; 4092.01; U4091.008- 

011; U4091.024
. Num ber 10, A ccoun ting  fo r

G oodw ill . . . 1091.03—.04; 5141.03—.04; 5141.17 
. Num ber 11, F inancia l R eporting  in  the

E xtractive  In d u s tr ie s ............. 6021.066—.067;
6021.084

. Num ber 12, R eporting  Foreign 
O perations o f U.S. Com panies In
U.S. D o l la r s ......... 1083.058; 1083.064; 1083.122

. Num ber 14, A ccoun ting  fo r  Research 
and Deve lopm ent Expenditures . . . .
.....................................................4211.20; 4211.52

. Num ber 15, S tockho lde rs ’ E qu ity  . . . .
..................................................... 1041.04; 4062.03

ACCOUNTING SERIES RELEASES— See
Securities And Exchange Commission

ACCOUNTING TERMINOLOGY 
BULLETINS (REFERENCES TO)

. Num ber 1, Review and R esum e........  1021.07;
1025.19—.20; 4074.02; 4311.09 

. Num ber 2, Proceeds, Revenue,
Income, P ro fit and E a rn in g s ........... 1021.07;

1025.21
. Num ber 4, Cost, Expense and Loss . . .

..................................................... 1021.07; 1025.21
. S ta tu s ..................................................  100.05—.06

ACCRUAL BASIS OF ACCOUNTING
. Accounting fo r Income T a x e s ............. 4091.13
. Basic F e a tu re .......................................... 1022.17
. Basis fo r Im p lem en ting ......................... 1026.08
. Com prehensive Tax A llo c a t io n .......... 4091.30
. Deferred Com pensation C ontracts . . .

...................................................................4064.01
. Definition .................................... 1022.27; 1025.08
. Equity M ethod .........................................5131.10
. Full Accrual of Pension C o s t .............. 4063.12
. Fundamental Accounting

A ssu m p tio n ...............................9001.07; 9001.16
. In terim  Period C o s ts ....................  2071.15—.17
. L iability  C o n ce p t............................. 4311.69—.73
. Long-Term C on tract Adjustm ents . . . 2012.23
. Loss C on tin g en c ie s ................. 2014.05; 2014.10;

4311.08—.09; 4311.59—.101; 4311-1.01—.08 
. Partial Accrual o f Pension Cost . . . .  4063.13—

.14
. Pension Plans, G e n e ra l........................  4063.11
. S tock Issued to  Employees .......  4062.12—.15

ACCRUAL BASIS OF ACCOUNTING—
continued

. Term inated War and Defense
C ontracts .................................... . 4043.13—.14

ACCRUED BENEFIT COST METHOD
. Actuaria l Cost M ethod ............... 4063A.10—.14
. C ontribution, A n n u a l...........................  4063A.12
. Employees’ Retirem ent Benefits . . .4063A.13;

U4063.089-.098
. Funding In s tru m e n ts .............................4063A.14
. Normal Cost ..........................................  4063A.10
. Past Service C o s t.................................. 4063A.11
. Value o f Vested Benefits . . . .  U4063.073—.078;

U4063.089-.098
ACQUIRED COMPANY

. C o n tro l........................................................ 1091.18

. Cost of Acquisition . . . 1091.08; 1091.11; 1091.21;
1091.72—.76; 9003.13

. Earnings, P re v io u s ........................ 1091.21

. Excess Value Over Cost ...............1091.91—.92

. Fair V a lu e ........ 1091.11; 1091.74—.75; 1091-1.03—
.06

. Goodwill Disposed o f ............................. 5141.32

. Goodwill V a lu a tio n ..................................1091.24

. Identity  ............................... 1091.18; 1091.70—.71

. Income A fter Acquisition .......................1091.11

. Leases ............................................  4053-2.01—.19

. Preferred Stock Issued ......................... 1091.73

. Research and Development
A c tiv it ie s .............................................. 4211-1.04

. Restrictions Applied ............................. 1091.38

. Savings and Loan Associations . . . 1091-1.01—
.10

ACQUIRING COMPANY
. Accounting A fter A cq u is itio n ...............1091.69
. Accrual of In te re s t ................................. 1091.88
. Acquisition of Associated Company . . .

................................................................. 9003.28
. Acquisition, Purchase Method . . . U1091.025—

.031
. Adjustm ent, Cost of Acquired

Com pany ................................................1091.93
. A llocation of Cost ................... 1091.68; 1091.87;

4053-2.04;4053-2.07;9003.13
. A m ortiza tion o f Goodwill .......................1091.90
. Appraisal V a lu e s ....................................... 1091.87
. C o n tra c ts ....................................................1091.88
. C o n tro l........................................................ 1091.18
. Consideration fo r Stock Issued ..........1091.21
. Cost fo r Consolidation Purposes . . . 1083.088;

9003.13
. Cost of Acquisition . . . 1091.08; 1091.11; 1091.21;

1091.78—.80
. Custom er L is ts ..........................................1091.88
. Date o f Acquisition . . . 1091.93—.94; U1091.011—

.015
. Deferred C om pensa tion .........................1091.88
. Deferred Income T a xe s ..........  1091.88; 1091.89
. D isclosure R e q u ire m e n ts ............. 1091.95—.96
. Evidence of Id e n t ity .......................  1091.70—.71
. Expenses of A cq u is itio n ...........U1091.133—.135
. F ranch ises..................................................1091.88
. Goodwill Previously Recorded ............1091.88
. Goodwill V a lu a tio n ................................... 1091.24
. Identity  ............................... 1091.18; 1091.70—.71
. Income, Acquired Company ................ 1091.94
. Income A fter A cqu is ition ........ 1091.11; 1091.21
. Intangible Assets ..................................... 1091.88
. Inventories ................................................1091.88
. Investm ent Before Com bination . . . .  1091.70
. Land ............................................................ 1091.88
. Leases...............................  1091.88; 4053-2.01—.19
. Liabilities Assumed ................................. 1091.87
. Loss C arryforw ards P u rch a sed ........ 2014.11;

4091.48; U4091.103-.105
. M arketable S ecu ritie s ...................  1091.87—.88;

U1091.138—.140

ACC Copyright© 1978, American institu te  of Certified Public Accountants, Inc.
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ACQUIRING COMPANY— continued
. Natural R esources...................................1091.88
. Negative G o o d w ill............. 1091.87; 1091.91—.92
. N onm arketable S e c u r it ie s ....................1091.88
. O perating Loss C a rry fo rw a rd s ........... 1091.88
. P a te n ts ........................................................1091.88
. Payables ..........  ..................................... 1091.88
. Pension C o s ts ........................................... 1091.88
. P lant and E qu ip m e n t.............................. 1091.88
. Pro Forma In fo rm ation  ........................ 1091.96
. R ece ivab les............................................... 1091.88
. Registration C o s ts .................. U1091.138—.140
. Research and Development

A c tiv it ie s ................................................4211-1.04
. Retained E a rn in g s ...................................1091.21
. Savings and Loan Associations . . . 1091-1.01—

.10
. Supplier Lists ...........................................1091.88
. Vacation P a y ............................................ 1091.88
. W a rra n tie s .................................................1091.88

ACQUISITION COST— See H istorica l Cost
ACQUISITION OF A BUSINESS— See

Business Com binations
ACTUARIAL ASSUMPTIONS

Adjustm ents ............................................. 4063.25
A dm in is tra tion  E xp e n se s .................... 4063A.06
Benefits ....................................................4063A.07
. Cost-of-Living In d e x ..........................4063A.07
. Future Com pensation L e ve ls .......... 4063A.07
. M o r ta lity ...............................................4063A.07
. R etirem ent A g e .................................  4063A.07
. Social Security Benefits ................. 4063A.07
. Turnover (Personnel) ......................4063A.07
. V e s t in g .....................  4063A.07; U4063.089—.098
Change in E s t im a te ................................. 1051.33
D e f in it io n ..................................................4063B.03
Effect on Pension Cost ...........U4063.073—.078
Expected T e rm in a tio n s ............U4063.178—.181
In terest (R eturn on Funds

In ve s te d )................................................4063A.05
Professional F ees ................................... 4063A.06
U ncerta inties ......................................... 4063A.04
Unrealized Appreciation 

(D e p re c ia tio n )......... 4063.32; U4063.103—.108
ACTUARIAL COST METHODS

. Accep tab ility  ...............4063.24; U4063.073—.078

. Accrued Benefit Cost M ethod . . . .  4063A.10— 
.14; U4063.073-.078; U4063.089-.098

. D e fin it io n ..................................................4063B.04

. General Descrip tion . . . .  4063.19—.24; 4063A.09;
U4063.073-.078; U4063.160-.165

. P rojected Benefit Cost M e th o d s ..........
4063A.15—.33

. . Aggregate M ethod ...................  4063A.26—.30

. . A tta ined Age Norm al M ethod . . . 4063A.31—
.33

. . Entry Age Normal M ethod ...4063A.16—.21 

. . ind ividual Level Premium M ethod . . .
.....................................................4063A.22—.25

. Term inal F u n d in g ...................................4063A.34

. Two o r More Plans . . .  4063.37; U4063.128—.129 

. U n it C redit M ethod— See Accrued 
Benefit Cost M ethod

ACTUARIAL GAINS (LOSSES)
. A d ju s tm e n ts .................  4063.25; U4063.099—.101
. Averaging M ethod . . . .  4063.26; U4063.172—.177
. Debt S e c u r it ie s ......................................... 4063.32
. D e f in it io n ..................................................4063B.05
. Effect on Pension Cost . . . 4063.30; U4063.020— 

.028; U4063.083-.088
. General D e s c rip tio n .......................  4063.25—.33
. O verfund ing ............................................U4063.117
. Recognition M e th o d s ...........................  4063.26
. Reduction o f Pension Cost . . . ...........  4063.27;

U4063.047—.052; U4063.083-.088 
. Single O ccurrence . . . . 4063.31; U4063.109—.112

ACTUARIAL GAINS (LOSSES)— continued
. Spreading M e th o d ................... 1026.38; 4063.30;

U4063.083-.088; U4063.099—.101 
. Unrealized Appreciation

(D e p re c ia tio n )............... 4063.28—.29; 4063.32;
U4063.103-.108

. Variable Annuities . . . .  4063.33; U4063.109—.112 
ACTUARIAL LIABILITY

. D e fin it io n ................................................. 4063B.06
ACTUARIAL VALUATIONS

. Catastrophe Losses ............................. .4311.41

. Date of Valuations . . . 4063A.01; U4063.079—.082

. D e fin it io n ..................................................4063B.07

. Determ ination of Am ount of
C o n tr ib u tio n ......................................... 4063A.01

. Frequency of V a lu a tio n s ...................... 4063A.01

. Pension F un d s ........................... U4063.182—.183

. Pension Reform Act (1974) . . . . . . .  4063-1.05

. Present Value of Benefits ................. 4063A.02;
U4063.089—.098

ACTUARIES
. Actuaria l Cost M e th o d ........................4063B.04
. Assum ptions Re U n c e rta in tie s ........4063B.03
. Calculations of Present V a lu e ........... 4063B.33
. D e fin it io n .................................................4063B.10
. M em bership in American Academy of

A c tu a rie s ............................................... 4063B.10
. Pension Cost Determ ination ............. 4063.07;

U4063.001-.006; U4063.150—.151 
. Use o f Word “ Accrue”  ......................  4063B.01

ADJUSTMENTS, PRICE-LEVEL— See
Price-Level Changes

ADMINISTRATIVE EXPENSES— See
General and Adm inistrative Expenses

ADVANCES
. C lassification in Balance S h e e t ......... 2031.07;

2033.08
. Cost-Plus-Fixed-Fee C ontracts ..........4041.05;

4041.09; 4041.22
. In terest on Advance Payments . . . .  2081.010;

4111.03; U4111.001—.002
. M onetary Assets ................................... 1071B.02
. Not Requiring Im puta tion . . . .  U4111.001—.002
. Oil and Gas Exploration ...................... 6021.043

Revenue Recognition ...........................  1026.17
. Sales C ontracts ....................................... 1071.19
. Term inated War and Defense

C ontracts ...............................  4043.06; 4043.22
ADVERTISING

. Expense Recognition (M -6 C )............... 1027.10

. In terim  Period C o s ts .............................  2071.16

. Relation to  Research and
Development ............................... 9009.07—.08

AFFILIATED COMPANIES
. Associated Company Defined ............9003.04;

9005.05
. Convertib le Debt ..................................... 5516.01
. Disclosure in Financial S ta tem ents . . .

.................................................................. 9003.47
. Methods of A cco u n tin g .................9003.19—.33
. Pooling of In te re s ts ................................. 1091.13
. Receivables, Notes or A c c o u n ts ........ 5111.01
. Segment In form ation .............2083.07; 2083.12
. S ituational Approach to

Translation ...............................  1083.140—.143
AGGREGATE METHOD

. Actuaria l Cost Method ..............4063A.26—.30

. C ontributions .........................................4063A.28

. Cost A ssignm ent............................. 4063.20—.21

. Funding In s tru m e n ts ............................ 4063A.30

. Gains o r Losses, Actuaria l ................. 4063A.27

. Normal Cost ...........................................4063A.26

. Past Service C o s t ..........................4063A.27—.29

AGGAICPA Professional Standards
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AGGREGATE NET INCOME
. All Inclusive C o n c e p t............................. 2010.13

AGRICULTURE
. Invento ry P r ic in g ..................................... 5121.16
. P roduction A c t iv i t y ................................ 1023.23

ALL INCLUSIVE CONCEPT
. Foreign Exchange Gains or Losses . . . .

............................................................... 1083.183
. Net Income D e te rm in a tio n ........ 2010.12—.13;

2012.01; 2012.04; 9008.04; 9008.06-.08
ALLOCATION OF COST

. Business Com binations . . . .  1091.88; 4053-2.04;
4053-2.07:4053-2.17

. Declining-Balance D e p re c ia tio n ........ 4074.02

. Depreciable A m o u n t...............9004.02; 9004.08;
9004.12-. 13

. Industry  Segments ...................  2081.024—.025;
2081.076—.080

. In te re s t........................................................4211.36

. In terim  Period Expenses . . .  2071.05; 2071.15—
.17; 2072.09—.13

. Invento ry Valuation . . . .  9002.06—.15; 9002.21—
.27

. Investm ent in S u b s id ia ry ...................... 9003.13

. Lease Acquisition C o s ts ........................ 4054.05

. M ineral P roperty  Conveyances . . . .  6021.047

. P ro tection  Against Losses........... 4311.61—.63;
4311.85—.88

. Research and Development Costs . . . .
.............4211.49; 4211-1.03—.05; 9009.06; 9009.09;

9009.20
. S ystem atic and Rational A llocation . . .

.................................................................  1026.23
. Treasury S to c k ................................ 5542.13—.14

ALLOCATION OF INCOME TAXES— See
Interperiod Tax Allocation

ALLOWANCES
. C lassification and Disclosure . . . .  2044.01—.02 
. D isclosure of Segment In form ation . . .

.................................................2081.010; 2081.088
. Valuation, Marketable Securities ........

5132.07—.08; 5132.11—.12; 5132.23; 5132-3.01-
.05

. Valuation, Oil and Gas Producing
C o m p a n ie s .......................................... 6021.057

. Valuation, Unproved P ro p e r t ie s ..........
6021.028—.029; 6021.040; 6021.047

ALLOWANCES FOR DEPRECIATION
. Disclosure in Financial S tatem ents . ..

.....................................................9004.12:9004.18
. Disclosure Requirements .. . 2043.02; 6021.057
. N onm onetary Item  ............................. 1071B.02
. T ranslation o f Foreign Balances . . . .  1083.040

ALLOWANCES FOR DOUBTFUL 
ACCOUNTS

. E s t im a tio n .................1051.10; 1051.33; 5363.001;
5363.030; 9008.16

. Exclusion from  Initia l D irect Costs . . . 4054.06

. Gain o r Loss on R e s tru c tu r in g ........  5363.014;
5363.035

. In te rim  Period C o s ts .............................  2071.17

. M onetary I t e m ....................................... 1071B.02

. P rior Period A d ju s tm e n ts ......................2014.13

. Savings and Loan Associations . . . .  1091-1.05;
4095.19—.25

. Translation of Foreign Balances . . . .  1083.040
ALTERNATIVE PRACTICES— See also 

Changes, Accounting 
. C lassification, S hort-te rm

O b lig a tio n s ............................................  2033.01
. Consolidation P o lic y ..............................9003.10
. Contingencies . . . 4311.05—.06; 4311.55; 4311.101 
. Development Stage Enterprises . . . .  2062.10;

2062.34—.40; 2062-1.02

ALTERNATIVE PRACTICES— continued 
. Disclosure of Accounting Policies . . . 2045.12;

9001.10; 9001.13-.15; 9008.15
. Disposal of S e g m e n ts .............................2012.02
. Diverse Accounting S ta n d a rd s ..........  9000.09
. E lim in a tio n ................... 1024.30; 1029.01; 2045.05
. Foreign Currency T r a n s l a t i o n ..........  1083.001;

1083.054; 1083.121—.139
. Funds S ta te m en ts ............. 9007.07; 9007.13—.15
. Initial D irect Costs of Leases...............4054.04
. In terim  Financial In fo rm a tio n ............. 2071.05;

2071-1.01:2072.05
. Item s Included in Net Income . . . .  9008.04-.08
. Justifica tion  fo r U se ..................... .. 1051.15—.17
. M arketable S e c u r it ie s ............ 5132.01; 5132.20
. Oil and Gas Producing Companies . . . .

................................................  6021.002; 6021.067
. Problem in C om parability  ...................  1024.29
. Reduction of A lte rn a tives .....................  5362.19
. Refunding of D e b t.....................  5362.05; 5362.19
. Research and Development Costs . . . .

. . . 4211.01; 4211.18; 4211.37; 4211-1.06; 4211-3.10
AMERICAN ACCOUNTING ASSOCIATION

. Definition of L ia b ilitie s ...................  4311.70—.72
AMERICAN INSTITUTE OF CERTIFIED 

PUBLIC ACCOUNTANTS
. Accounting Research D iv is ion ...........4053.052
. Accounting Standards Division . . . .  1051-2.01;

2083.01
. Industry Audit Guides . . . .  1051.04; 1051-2.02—

.03; 2062.31
. Issuance of Unofficial Accounting

In te rp re ta tions ....................................... 100.07
. Recomm endations to  New York Stock

Exchange ..................................................100.01
. Review of Financial S ta te m e n ts ........ 2010.01
. S tatem ents o f Position— See

Statem ents of Position (AICPA)
AMERICAN INSURANCE ASSOCIATION

. Survey on C a tas trophes.......................4311.51
AMERICAN PETROLEUM INSTITUTE

. Replacement Cost S tu d y .................... 6021.082

. Survey of Oil and Gas Producers . . . .  4097.07
AMORTIZATION

. Change in E s tim a tes ........ 1051.10—.11; 9008.17

. Change in M e th o d ............. 1051.22—.24; 1051.32

. Deferred Taxes . . .  U4091.065—.070; U4091.088—
.097

. Development Stage Costs . . . 2062.36; 2062.39 

. Disclosure of Segment In form ation . . .
................................................  2081.027; 2081.081

. D iscount or Premium

. . Conversion Assumed .................... U2011.142;
U2011.261-.264

. . Early Extinguishm ent of Debt . . . .  5362.20—
.21

. . Extinguishm ent of D e b t.............2013.01—.17

. . In terest M e th o d .............4111.14; 5361.01—.02

. . Measurement Principle (M-1C) . . . .  1027.07 

. . Notes Receivable/Payable . . . .  4111.06—.07;
4111.14

. . Refundings Prior to  1 /1 /7 3  ............2013.12;
5362.22

. . Term  of New Is s u e ............................... 5362.07

. . Term  of Original Is s u e ......................... 5362.06

. Emergency F a c il it ie s .....................4073.01—.10

. Exchange Gains or Losses................. 1083.120;
1083.172-.182; 1083.201 

. IDC Financial Accounting Tax
D iffe re n ce s ............................................  4097.27

. Intangible Assets

. . Accounting A fter A c q u is it io n .............5141.12

. . A rb itra ry  Methods ...............5141.14; 5141.17

. . D eductib ility  .......................................... 5141.30

AGG Copyright©1978, American Institute of Certified Public Accountants, Inc.
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AMORTIZATION— continued 
Intangible Assets— continued 
. Disclosure of Accounting Policies . . .

........................................  2045.13; 9009.12—.13
Effective Date of S e c tio n .......... 5141.33—.35
Factors to  C o n s id e r.............................5141.27
G o o d w ill.................U4091.050; U5141.003-.006
L im its .............................................. 5141.28—.29
M e th o d ....................................................5141.30
Methods C r itic iz e d ...............................5141.18
Mineral In terest ...............................  6021.047
N onam ortiza tion A rg u m e n ts .......... 5141.18
P e rio d ......................... 5141.09; 5141.16; 5141.29
Prospective Application .................... 5141.35
Required M e th o d .................................5141.09
Research and Development

C o s ts ........ 4211.11; 4211.14; 4211.52; 4211.56;
4211.63; 4211-1.02; 4211-3.02; 9009.06;

9009.11—.15; 9009.23—.24
R etroactive Application .................... 5141.34

. Savings and Loan Associations ........
....................................1091-1.01; 1091-1.08—.09

. Subsequent R e v ie w .............................5141.31

. System atic and Rational
A llo c a tio n ............................................  1026.23

In terim  Period C o s ts .....................  2071.15—.17
Investm ent C redit ............. 2071-1.08; 2071-1.79;

U4094.005-.010
Leased A s s e ts ............. 4053.011—.013; 4053.094;

4053-2.15
Oil and Gas Producing C o m p an ie s  . . . .

........... 6021.012; 6021.025—.028; 6021.035-.038;
6021.057—.058

. Past Service Cost ...................4063.17; 4063.23;
U4063.047-.052; U4063.113-.116 

. Price-Level Restatem ents . . . 1071.20; 1071.39

. Proved P ro p e r t ie s ...............................  6021.030

. Railroad Gradings and Tunnel
B o re s ...........................  4091-1.09; 4091-1.11—.12

. Sale-Leaseback Gains or Losses . . . 4053.033;
4053.107

. Translation of Foreign Balances . . . 1083.103;
1083.105; 1083.130 

. Unproved P ro p e rtie s ...........................  6021.028
ANNUAL REPORTS— See Reports to 

S tockholders
ANNUITIES— See C ontracts
ANTI-DILUTION

. Changes, Accounting

. . Catch-Up Adjustm ent ........ U1051.010—.013

. . R etroactive Ad justm ent . . . U1051.001—.009

. C lassification of S ecu ritie s ...............U2011.015

. C ontingent Issuance of S h a re s .............
U2011.308-.312

. Conversion For Prim ary Only . . . .  U2011.147—
.150

. Convertib le  D e b t.......................U2011.145—.146

. C onvertib le Preferred Stock . . . .  U2011.143—
.144

. Defin ition ....................................U2011.058—.060

. Dividends, Convertib le S e cu rit ie s ........
............................................ U2011.025; U2011.112

. Earnings Per S h a re ................. 2011.30; 2011.35;
U1051.001-.009; U2011.016; U2011.058-.060

. Exercise or Conversion ........ U2011.092—.093;
U2011.151-.153; U2011.217-.222 

. Fully D iluted Earnings per Share . . . .  2011.40

. General R u le ............. 2011.30; U2011.004; 2012.09

. In terest, Convertib le Securities ...U2011.112
O ptions and W arrants
■ Aggregate C om pu ta tio n s ...........U2011.253—

.260
. Anti-D ilutive Exerc ise .........U1051.003—.004;

U2011.217-.222
. Earnings Per Share

C o m p u ta tio n s .................................U2011.200

ANTI-DILUTION— continued 
. Options and W arrants— continued 
. . Exercise v. M arket Price . . . U2011.159—.161;

U2011.179; U2011.236-.239
APPLICABILITY OF APB OPINIONS

. Changes, A c co u n tin g ................. 1051-2.01—.06;
4311.20; 4311.104, 4312.01—.02; 4312.10; 5132.15

. Charitable Institu tions .............................510.05

. Closely Held Corporations ................. 2083.01;
U2011.072

. Com mercial C om panies...........................510.05

. Co-operative O rg a n iza tio n s ........ U2021.005—
.006

. Early Extinguishments v. Debt
R estruc tu rings .................................... 5363.010

Earnings per Share . . . .  2011.05—.06; 2083.01— 
.16; U2011.068-.071

. Educational In s t itu tio n s ...........................510.05

. Equity Method ......................................... 5132.06

. Government-Owned Corporations . . . .
................................................  2011.06; U2011.069

. Income Taxes in In terim  Periods ........
2071-1.01—.02

. Industrial C o m p a n ie s ...............................510.05
Interim  Financial In form ation . . . .  2071-1.01— 

.02; 2071.07—.08; 2072.02—.03
. Lessees’ Financial S ta te m e n ts .......... 4311.18
. M u n ic ip a lit ie s ............................................. 510.05
. Mutual Companies ............  2011.06; U2011.069;

U 2021.005—.009
. N onprofit Organizations ........ 510.05; 2011.06;

2045.09; U2011.069
. Nonpublic E n te rp rises ................... 2083.01—.16
. Pension Plans ...........................  4311.07; 4311.18
. Professional F irm s ..................................... 510.05
. Profit-M aking O rgan iza tions.................. 510.05;

2045.08
. Real Estate Investment Trusts . . . U2021.007—

.009
Registered Investm ent Companies . . .

................................................  2011.06; U2011.069
. Regulated C o m p a n ie s ........  1051.03; 4091-1.08;

5362.02; 6011.01—.05; 6021.009
Religious Institu tions ...............................510.05

. Reporting Results of Operations . . . .  2013.02

. Results of O p e ra tio n s .............................2012.07

. R e tro a c tiv ity ..............................................1051.04

. Scientific Institu tions ...............................510.05

. Stock Issued to  E m p lo ye e s .................. 4311.07
Subchapter S Corporations ............U2011.081

APPLICABILITY OF FASB STATEMENTS
. Classified Balance Sheets .-................. 2033.07;

2033.19—.20; 2033.31; 2033-1.01—.05
. C ontingencies............................... 4311-1.01—.08
. Development Stage Enterprises . . . 2062.05— 

.06; 2062.28; 2062-1.01-.06
. Extinguishment of D e b t ............... 2013.06—.07:

2013.11—.12
. In terim  Financial In fo rm a t io n ........  2071-1.21;

2072.03
Leases ...................................  4053.001; 4053-2.01
Marketable Equity Securities . . . 5132.05—.06;

5132.14; 5132-1.01—.03; 5132-2.01—.05; 
5132-3.01—.05; 5132-4.01-.08

. Nonpublic E n te rp rises ................... 2083.01—.16
Regulated Industries ...........  2014.09; 2071-1.04;

4055.11; 5363.009
. Research and Development Costs . . . .

............  2062.25; 2062.31; 4211.01—.03; 4211-1.01;
4211-3.01

Segment In form ation ................... 2083.01—.16
APPLICABILITY OF INTERNATIONAL 

ACCOUNTING STANDARDS
. Accounting P o lic ie s .................................9001.03
. Consolidated Financial S tatem ents . . .

........................................................... 9003.01-03

A P PAICPA Professional Standards



1 5 ,2 0 6 AC Topical Index
R efe rences are to  AC se c tio n  and p a rag raph  num bers .

APPLICABILITY OF INTERNATIONAL
ACCOUNTING STANDARDS—
continued

. Depreciation A c c o u n tin g ......................9004.01

. In ve n to r ie s .......................................  9002.01—.03

. Relation to  Local Regulations . . . 9000.08—.11

. Research and D eve lopm en t........ 9009.01—.02

. Scope of S ta n d a rd s ................................9000.12
APPRAISAL V A LU ES .....................................4072.01

. Depreciation C h a rg e s .................. 4071.07—.08

. D eterm ination of Fair V a lu e ................. 1041.25

. Tax Bases ......... 1091.89

. Use in Business C o m b ina tio n s .......... 1091.75;l U l l i a i l U M S ...................W 7 1 . /  J ,
1091.87; 1091-1.06; 1091-1.09

APPROPRIATIONS
. Exclusions from  Results of

O p e ra tio n s ............................................ 2010.27
. Replacement Productive Facilities . . . .

................................................................. 4071.06
. Retained Earnings . . .  4311.15; 4311.20; 4312.01;

4312.10
APPROXIMATION— See Estim ation 
ARREARAGES

. Cum ulative Preferred Dividends . . . 4311.18—
.19

ASSESSMENT
. Date, Accrual of P roperty  Taxes . . . .  4081.05;

4081.08
. Loss C on tin g en c ie s ................. 4311.04; 4311.10;

4311.33—.39; 4311.69; 4311-1.01—.08 
. Valuation fo r P roperty  Taxes .............4081.02

ASSETS
. Acquired by Lease Agreements . . . 4053.060— 

.063; 4053-2.01; 4053-2.08; 4053-2.17
. Acquired C o m p a n y .................  1091.08; 1091.88;

4053-2.01; 4053-2.04; 4053-2.07; 4053-2.15
. Acquired in E xch a n g e ............................9007.11
. Acquired in Exchange (S -1 A ).............. 1027.07
. Acquisition, Purchase M e th o d .......  1091.66—

.69; 1091-1.01—.10; U1091.025-.031
. Analysis of Changes ............................  1022.07
. Assum ptions on Costs ........................  1026.22
. Assum ptions on Costs (M -1B) .........  1027.07
. Barter Transactions ............................  1026.09
. Basic Element of Financial

A c c o u n tin g ............................................  1022.18
. Business Acquired For Stock

(M -2 A ) ..................................................... 1027.08
. Capital Leases— See Capital Leases
. Carrying V a lu e .........................  1026.27; 1083.099
. Casualties ................................................  1023.23
. Category In Balance Sheet ................. 1022.03
. Changes in C oncept .............................  1025.18
. Combined C o m p a n y ...............................1091.08
. Consolidated Balance S h e e t............... 9003.39
. Cost— See Cost
. C riteria  fo r Recognition ........................ 4211.43
. C urrent— See C urrent Assets
. Damage Measured (M -5 D )...................  1027.09
. Damage Recognized (S-5D) ............... 1027.09
. Decreased M arket Prices Recorded

( M - 5 ) ....................................................... 1027.09
. Decreased M arket Prices Recorded

(S -5 ) ......................................................... 1027.09
. Decreases, S ou rces ................................ 1027.13
. Deferred C h a rg e s .....................  1025.19; 1027.12
. Deferred C o s ts ......................................... 5141.21
. D e fin it io n ..................................................  1025.19
. Depreciable— See Depreciable Assets
. Development Stage Costs ..........  2062.38—.39
. Disclosure in Funds S ta te m e n t............9007.09
. D iscontinued S e g m e n t...........................2012.18
. D iscount or Prem ium  on Notes ..........4111.15
. Discovery of Loss (S-3) .......................  1027.08
. D isp o sa l................. 1026.18; 2012.13—.14; 9007.11

A P P

ASSETS— continued
. Disposition A fter Pooling . . . 1091.48; 1091.59— 

.60; U1091.077—.079
. Disposition, When Recorded (S-1B) . . .

................................................................. 1027.07
. Effects of Price-Level Changes . . . .  1071.13—

.16:9006.04—.07
. Exchange Gains or Losses . . . .  1083.172—.173 
. Exposed Net Asset Position . . . 1083.022—.023; 

1083.112—.120; 1083.204-.205; 1083.211—.212
. Expropriation .............4311.04; 4311.11; 4311.32;

4311.48; 4311.56; 4311.74
. Fair Value [M -1A(1)] .............................  1027.07
. Fair Value, Owners’  Investments

( M - 2 ) ......................................................  1027.08
. Fixed— See P roperty 
. Foreign, Disclosure Requirements . . . .

....................................................  1081.06; 9005.13
. Foreign Exchange Gains or Losses . . . .

............................................................... 1083.161
. Group Acquisition [M -1 A (2 )]............... 1027.07
. Identifiable, A cq u ire d ............... 1091.87; 1091.89
. Im pairm ent of V a lu e ..................... 4311.74—.75;

4311-1.01—.02
. Included in Basis Elements ................. 1025.18
. Increased M arket Prices Not Recorded

(M-4) ......................................................  1027.09
. Increased M arket Prices Not Recorded

(S -4 ) ........................................................  1027.09
. Increases, Sources ...............................  1027.13
. Intangible— See Intangible Assets
. In terim  Period Disclosure ................... 2071.33
. Inventories— See Inventories
. Leases D e fin e d .......................................4053.001
. L o n g -L ive d ........... 1051.22—.24; 2021.14; 5141.02;

5141.22
. Marketable Securities— See 

Marketable Securities
. Measurement Principles (M -1 A )......... 1027.07
. M onetary and N o n m o n e ta ry ............. 1041.03;

1071B.02
. Net, Per Com mon S h a re .....................  2011.39;

U2011.014
. Noncash, Investments (M -2 C ) ..........  1027.08
. Noncash, Investments (S -2 C )............. 1027.08
. Noncash, Received as Gifts (M -3) . . . 1027.08 
. Noncash, Received as Gifts (S-3) . . . .  1027.08
. Noncash Transactions .......... 4111.07; 4111.11
. Noncurrent— See Noncurrent Assets 
. N onm onetary— See Nonm onetary 

Assets
. Not Econom ic Resources . . . .  1027.04; 1027.12
. Note Exchanged fo r Cash ...........4111.05—.06;

4111.10
. Oil and Gas— See Oil and Gas 

Producing Companies
. Perpetual E xistence.................................5141.22
. Policy Acquisition C o s ts ............. 1083-1.01—.06
. Productive— See Productive Assets
. Productive Facilities (S -5 C )................. 1027.09
. Purchase of Business [M -1 A (3 )]......... 1027.07
. Real Estate Leases . . .  4053.024— .028; 4053.105 
. Received in Debt Restructuring . . . 5363.028—

.029; 5363.039
. Recognition of Economic

R esources......................................4211.43—.46
. Relation to  Econom ic E lem ents........  1022.12;

1022.18; 1022.19; 1024.12
. Replacement Prices ...............................9006.06
. Research and Development

A c tiv it ie s ........ 4211.11; 4211-1.01—.05; 9009.06;
9009.24

. Restatem ent in Terms of Depreciated
C u rre n c y ................................................  4071.13

. Restrictions, To Be Disclosed .........  1027.26;
9005.10

. Risk in Foreign O p e ra tio n s ................ 1083.142

Copyright©1978, American institu te  of Certified Public Accountants, Inc.
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ASSETS— continued
. S a les ................................ 1026.15; 1026.27; 9007.09
. Sales (S l G ) .............................................  1027.07
. Segm ents— See Segments of a

Business
. S e lf-C o n s tru c te d ........  1026.09; 1026.23; 2033.20
. S ystem atic  and Rational A llocation . . .

............................................. 1026.23; 4311.78—.79
. System atic  and Rational A llocation

(M -6 B ) ..................................................... 1027.10
. S ystem atic  and Rational A llocation

(S-6B) ..................................................... 1027.10
. T ransferred in Debt R estructuring . . . .

......................................  5363.013—.014; 5363.019
. T ransla tion of Foreign Balances . . . 1083.003;

1083.006—.007; 1083.097—.111; 1083.190;
1083.215

. Transla tion of Foreign S tatem ents . . . .
......... 1083.009—.015; 1083.038-.052; 1083.121—

.160
. Treasury S to c k ........................................  5541.01

U n it o f M e a s u re .....................  1026.29; 1083.079;
1083.083—.095; 1083-1.05; 9006.08-.09

. Valuation (M-1A) .................................... 1027.07

. W rite-Downs— See Write-Downs 

. W rite-O ffs— See Write-Offs 
ASSOCIATED COMPANIES— See Affiliated 

Companies
ASSOCIATING CAUSE AND EFFECT

. Expense Recognition . . . .  1026.21; 4211.48—.49 
In te rim  Financial S tatem ents . . . 2071.13—.14 

. Loss Contingencies ....................... 4311.78—.80
ATTAINED AGE NORMAL METHOD

. Actuaria l Cost M ethod .............. 4063A.31—.33

. Cost A ss ignm en t.............................  4063.20—.21

. Funding In s tru m e n ts ...........................  4063A.33

. N orm al Cost ...........................................4063A.31

. Past Service C o s t .........................4063A.31—.32
ATTESTATION

. Reliance of U s e r ...................................... 1024.37

. S ta tem ents o f Income ..........................2010.10

. Sum marized In terim  D a ta ..................  2071.30
AUDIT GUIDES, INDUSTRY

. Accounting fo r Costs ...........................  2062.31

. Development Stage Proposed
Guide . ..  2062.03; 2062.19; 2062.34; 2062.36-.40;

2062.53
Finance C o m p a n ie s ............... 4054.04; 5363.030

. Fire and Casualty Insurance
Companies .....................4311.41; 4311.95—.96

. List o f Guides— See Section 6000,
Appendix

. Personal Financial S tatem ents . . . 5132-1.01—
.02; U2011.192

. P redom inant or Preferred
P ra c tice s ................................................  1028.04

. Reporting Change in P r in c ip le ............  1051.04;
1051-2.02—.03

. S tate and Local Governm ental
U n its ....................................................... 5363.042

. S tock Life Insurance C om panies..........
........... 1083-1.02; 1083-1.04; 2071-1.08; 4091-1.07;

4311.102; 5132.40
. Support fo r Change in P rin c ip le ..........1051.16

AUDITING INTERPRETATIONS
. M arketable S e c u r it ie s .............5132.21; 5132.29

AUDITING STANDARDS AND 
PROCEDURES

. Regulated In d u s tr ie s .............................. 6011.05

. S ta tem ent on Auditing Standards

. . Section 335.05 .....................................2083.09

. . Section 4  1 0 .02  .....................  1026.02; 1051.07

. . Section 4 3 0 ...........................................1024.34

. . Section 5 1 6 .05-.06 ............. 2021.07; 2045.10;
U2011.082

. . Section 5 1 7 .0 6 ................................ U2011.082

AUDITING STANDARDS AND 
PROCEDURES— continued 

. S tatem ent on Auditing Standards—
continued

. . Section 560 .......................................U4094.022

. . Section 560.03 .................................... 2012.15

. . Section 561 .........................................  1051.13

. . Section 621 ........  2021.07; 2045.10; U2011.071
AUDITORS— See Opinions, A ud ito rs ’
AUTHORITIES, REGULATORY— See

Regulatory Authorities
AVERAGING METHOD

. Actuarial Gains (Losses) . . . .  4063.26; 4063.30;
U4063.172-.177

. . Illustra tion of Application ........ U4063.099—
.101

. Foreign Currency T ran s la tio n ........... 1083.013;
1083.029; 1083.045; 1083.158

AWARD, STOCK— See Com pensatory 
Plans

BAD DEBT RESERVES— See Allowances 
fo r Doubtful Accounts

BALANCE SHEETS— See S tatem ents of 
Financial Position

BANK PRIME INTEREST RATE
. Comparable Foreign R a te ...................  2011.33;

U2011.140
. Contingent Convertibles .................. U2011.331
. Contingent Rentals . . . 4053.012; 4053.017—.018 
. C riteria, Common Stock

Equivalence ..............  2011.33—.34; U2011.017;
U2011.113

. Debt R e s tru c tu rin g ............... 5363.023; 5363.037

. More Than One R a te ...........................U2011.140

. Notes Discounted With B a nks..............4111.13

. Prior Period R a te s ...............................U2011.141

. Source o f In form ation ...................... U2011.141

. Table of Rates (1954-70).................. U2011.357
BANKERS

. Interviews on Research and
Development .........................  4211.20; 4211.50

BANKRUPTCY
. Debt Restructurings ...........................  5363.010
. In v e s te e s ..................................................  9003.23
. Leases as Legal D e b t...........................  4053.071
. Loss C on tingenc ies ................................4311.11; 4311-1.07

BANKS
. Consolidation Policy ............. 2051.04; 2081.055
. Development Stage E n te rp rises ........ 2062.49
. Disclosure R equ irem en ts ...................  5363.040
. Foreign Exchange D e a le rs ................. 1083.032
. In terest Rates on Notes ..........4111.03:4111.13
. Loan Loss Reserve...............................U4091.119
. Loan O rigination C o s ts .......................... 4054.04
. Mutual Savings— See Mutual Savings 

Banks
. Savings and Loan Associations . . . .  4095.19—

.25
. Segment R e p o rtin g .............................  2081.010
. Standby Letters of C redit . . . .  4311.04; 4311.12

BARGAIN PURCHASE OPTION
. C riterion fo r Classifying Leases . . . .  4053.007;

4053.085; 4053.088 
. D e fin it io n ................................................. 4053.005

BARGAIN RENEWAL OPTION
. C rite rion fo r Classifying Leases . . . .  4053.088 
. D e fin it io n ................................................  4053.005

BASE STOCK
. Inventory Cost F o rm u la ...............9002.13—.14;

9002.26
BASIC CONCEPTS

. Meaning of Term  ..................................... 1021.01

AICPA Professional Standards BAS
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BASIC CONCEPTS— continued 
. Relation to  Generally Accepted

Accounting Principles .......................  1026.03
BASIC E LE M E N TS ...............................  1025.17—.23

. Defin ition .................................... 1022.18; 1025.17

. Effects of Selection and
M easurem en t........................................ 1027.13

. Relation to  Econom ic E lem ents........  1022.12:
1023.21

. Relation to  Generally Accepted
Accounting Principles . . . .  1022.18; 1025.17—

.18
BASIC FEATURES

. Accounting Entity ................................. 1025.03

. A c c ru a l...................................................... 1025.08

. Approxim ation .......................................  1025.10

. D e fin it io n .................................................. 1025.01

. D eterm inant of S tructure  ..................  1022.25

. Entity, A c c o u n tin g ................................. 1025.03

. Exchange P r ic e .......................................  1025.09

. Financial S ta tem ent Presentation . . . 1027.14

. Fundam entally Related Statem ents . . .
......................................: ......................... 1025.13

. General-Purpose In fo rm a tio n ...........  1025.12

. Going C o n c e rn ....................................... 1025.04

. Judgm ent ...............................................  1025.11

. List of Fea tu res....................................... 1022.17

. M a te r ia lity ...............................................  1025.15

. Measurement, Money Terms ............ 1025.07

. Measurement, Resources &
O b lig a tio n s ............................................  1025.05

Relation to  Environm ent .....................  1025.16
. S ta tem ent of Basic Features . . . .  1025.02—.15
. Substance Over F o rm ..........................  1025.14
. Time P e rio d s ........................................... 1025.06

BILLINGS, INTERIM— continued
. C onstruction-Type C o n tra c ts ............ 4031.02
. Cost-Plus-Fixed-Fee C ontracts ........ 4041.02;

4041.16
. Percentage-of-Com pletion M ethod . . .

.................................................................. 4031.05
BOARD OF DIRECTORS— See D irectors
BOND DISCOUNT— See Discount on Debt
BONDS PAYABLE

. Early Extinguishm ent . . . .  2013.08; 5362.01—.22 

. Financial S tatem ent Presentation . . . .
................................................................ 4111A.03

. Illustrations, Balance S h e e t................4111A.03

. In terest Rates on N o te s ........................ 4111.13

. Issue Cost ................................................. 4111.15

. Measurement of Liability (M-1C) . . . .  1027.07;
4111.05; 4111A.01—.02

. Sinking-Fund R equ irem en ts ............... 2013.08;
2013.16; 5362.03

. Translation of Foreign Balances . . . .  1083.040

. Troubled Debt R es truc tu rings ..........  5363.004

. Unamortized D is c o u n t...........................4111.15
BONUS, STOCK— See Com pensatory 

Plans
BOOK VALUE— See Also Carrying Am ount

. Debt S e cu ritie s ........................................ 5362.03

. Fair Value E s tim a tio n .............. U2011.191—.192

. Marketable Securities . . . 5132.01; 5132.07—.08

. Nonm onetary Assets Exchanged ........
1041.21-.22; 1041.26

. Per Com mon S h a re ............  2011.39; U2011.014

. W rite-Down— See Write-Downs

BASIC POSTULATES
. Accounting Research Study No. 1 . . . .

1010.01—.04
BASIS OF PROPERTY

. Investm ent C redit ..................................4094.14

. Nonm onetary T ra n sa c tio ns ......... 1041.01—.29
BENEFICIARIES

. Benefits, Pension P la n s .....................4063A.07;
U4063.053—.072; U4063.089-.098 

. Deferred Com pensation C ontracts . . .
.................................................................  4064.02

BENEFITS
. Actuaria lly  Com puted V a lu e ........ U4063.073—

.078
. Assum ptions in Expense

R e co g n itio n .....................  1026.23—.24; 4211.48
. Death and D isability .............................  4063.08
. D efined-Contribution P la n s ........  4063.38—.39;

U4063.130
. D e fin it io n ................................................  4063B.14
. Employee Benefit Plans ........................ 5132.05
. Income Taxes in In terim  Periods ........

2071-1.05-.22
. Leases as Transfer of Rights ........ 4053.060—

.063; 4053.080; 4053-2.08
. Measurement, Total Paym ents ........  4063.17
. Pension P la n s .....................  4063A.07; 4063-1.03
. Relation to Econom ic R e so u rce s ........

4211.42—.46
. Relation to  Time Periods (M-6B) . . . .  1027.10 
. Research and Development Costs . . . .

. . . 4211.37; 4211.39—.41; 4211.51—.52; 9009.09— 
.11; 9009.21; 9009.18 

. Tax Reduction, S tock P la n s ............... 4062.06;
4062.16—.18; U4062.006

. U ncertain ...........................  2062.31—.32; 9008.17

. V a r ia b le .........................  4063.33; U4063.109-.112

. Vested . . . 4063B.43; U4063.053—.072; U4063.089-
.098

BILLINGS, INTERIM
. C om pleted-C ontract M ethod ............  4031.12

BORROWING CONTRACT
. Advances For Oil and Gas

E xp lo ra tio n .......................................... 6021.043
Debt R estructuring— See 

Restructuring of Debt
Examples of R e fin a n c in g ............. 2033.34—.50;

2033-1.02; 2033-1.04 
. Foreign Exchange Transactions . . . 1083.066— 

.070; 1083.100-. 105; 1083.119—.120 
. Foreign v. Dom estic Borrow ing . . . .  1083.182 
. Lessee’s Increm ental Borrow ing

R a te ....................... 4053.005; 4053.007; 4053.093
. Loan Indenture R e s tric tion s ............. 4053.016;

4053.115-. 119
. Noncash Transaction ............ 4111.07; 4111.11
. Note Exchanged fo r Cash ...........4111.05—.06;

4111.10
. Refinancing Short-Term

Obligations . . . 2033.04; 2033.11—.14; 2033.23- 
.29; 2033-1.01-.05

. Sale o f Leased P ro p e r ty .....................  4053.022

. Securities Pledged as Collateral . . . 5132-5.07

. Selection of In terest R a tes .......... 4111.12—.13

. Tax-Exempt Debt— See Tax-Exempt 
Debt

BOTTOM HOLE CONTRIBUTIONS
. Exploration C o s ts .......................  6021.017—.018

BRANCHES, FOREIGN— See Foreign 
Subsidiaries

BROAD OPERATING PRINCIPLES
. Change in P rin c ip le s ..............  1022.24; 1028.02;

1029.02
Definition .................................... 1022.21; 1027.01

. Division of Generally Accepted
Accounting P rin c ip le s ...........  1022.19; 1026.05

. M odifying C on ve n tion s .........................  1026.34

. Operations Listed .................................. 1027.02

. Relation to Detailed P rinc ip les ........  1022.21—
.22; 1026.06; 1027.01 

. Relation to  Pervasive Principles . . . .  1022.21;
1026.06; 1027.01

BAS Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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BROAD PRINCIPLES
. Accounting Research Study No. 3 . . . .

1010.01—.04
BROKER-DEALERS IN  SECURITIES

. National Association of Securities
Dealers ................. 5132.07; 5132-5.02; 5132-5.05

. Specialized Industry Accounting
P ra c tice s ................................................ 5132.14

. Unclassified Balance S h e e ts ............... 2033.07
BUILDINGS

. Depreciation ....................................9004.10—.11

. Leases . . . 4053.026-.028; 4053.105—.106; 9005.11
BUSINESS COMBINATIONS— See also

Pooling of Interests and Purchase
M e th o d ................................................ 1091.01—.99

. Acceptance In Practice .........................1091.01

. Acceptance of Two M e th o d s ................ 1091.08

. Accounting M ethod U nknow n .............. 1091.62

. Accounting Research Studies . . . 1091.03—.04

. Acquisition o f C o m p a n ie s ...................  1091.08;
U1091.025-.031; U1091.133-.135

. Agreements to  Issue S ha re s ................ 2011.09;
2011.41; U2011.124-.125; U1091.119-.125

. A lternative M e th o d s ................. 1091.08; 1091.43

. A pp licab ility  o f Methods .....................  1091.42;
U1091.151-.154

. Appraisal o f Accepted Methods . . . .  1091.15—
.41

. Background of O p in io n ................. 1091.09—.41

. Basis o f A c c o u n tin g ................................. 1091.08

. Change in Accounting Principle . . . .  1051.29—
.30

. Change in Reporting E n t i t y .................. 1051.35

. C lass ifica tion ..............................................1091.09

. Companies Under Com mon
C o n tro l......................................U1091.151—.154

. Conclusions of O p in io n ...........................1091.08

. Cost o f Acquired C o m p a n y .................. 1091.08

. Date C om bination Recorded . . . 1091.61—.62;
U1091.011-.015

. Defin ition ....................................1091.01; 1091.05

. Development of Two M e th o d s ........  1091.09—
.10

. D ifferences In Methods .........................1091.10

. D isclosure in In terim  Periods ............. 2071.21

. Disclosure R e q u ire m e n ts ............. 1091.63—.65

. Earnings per Share D a ta .....................  2011.44;
U2011.042-.043

. Effect on Financial P o s it io n .................. 1091.02

. Effect on Net Income .............................1091.02

. Effective Date o f S e c tio n s ........... 1091.97—.99;
1092.01; 1092.08

. Election To Apply Pooling . . . .  U1091.050—.053

. E n tity  C oncept ......................... 1091.01; 1091.09

. Expenses in C o m b in in g ...........U1091.133—. 135

. E xtraord inary I te m s ................. 1091.60; 2012.07

. Forced Sale of S to c k ...............U1091.136—.137

. Goodwill— See Goodwill

. “ Grand fa th e r”  C lause ........  1091.99; 1092.01—
.08; U1091.086-.089; U1091.099-.102

. Im provem ent in Accounting ................ 1091.44

. In itia ted  Before 1 1 /1 /7 0 .......................1091.97;
U1091.021-.024

. In itia ted. Not C o n s u m m a te d ............. 1091.62;
1091.64; 1091.97

. In itia tion  D e fin e d ..................................... 1091.46

. Intangible Assets— See Intangible 
Assets

. Leases................................ 1091.88; 4053-2.01—. 19

. Legal F o r m ................... 1091.10; U1091.103-.111

. Merger Movem ents

. . Actuaria l Gains (Losses) .................. 4063.31;
U4063.109-.112

. M ethods of A c c o u n tin g ........... 1091.02; 1091.04

. M inority  Interests o f Subsidiary . . . .  1091.05;
1091.43; 1092.02; U1091.099-.102 

. M odifica tion of Views .............................1091.07

BUSINESS COMBINATIONS— continued
. More Than Two C o m p a n ie s .........U1091.147—

.150
. Nature o f T ra n sa c tio n ............................1091.16
. N onm onetary Assets D istributed ...1041.05;

1041.10; 1041.23
. N onm onetary Transactions ............... 1041.04
. Opinion Section ............................  1091.42—.96
. Option to  Exchange Shares .......U1091.115—

.118
. Ownership Interests
. . Continuing ............................. 1091.10; 1091.12
. . N e w .........................................................1091.10
. Part Purchase, Part P o o lin g .............. 1091.43;

U1091.050-.053
. P a te n ts ...................................... 1091.88; 4211-1.04
. P oo ling  o f In te re s ts— See P oo ling  o f 

In te re s t
. P urchase M e th o d — See P urchase 

M e th o d
. Regulated C om pan ies.............................1091.06
. R esearch and D eve lo pm e n t C osts  . . . .

........................... 4211.11; 4211.34; 4211-1.01—.07
. R esearch R e c o m m e n d a t io n s ............... 1091.04
. R e tro a c tive  A p p lic a t io n ......................... 1091.98;

U1091.021-.024
. Savings and Loan A ssoc ia tion s  . . . 1091-1.01—

.10
. S cope o f O p in ion  ............................ 1091.04—.07
. S egm ent R e p o r t in g .............  2081.006; 2081.027;

2081.040
. S ubs id ia ry  C o m p a n ie s .........  1091.05; 1092.01—

.08; U1091.099-.102; U1091.151-.154
. Tax Bases ................................................U4091.052
. T im in g ............................................................. 1091.01
. T ra n s la tio n  o f Foreign

C o m b in a t io n s .............................  1083.040—.041
. U n in c o rp o ra te d  B u s in e s s e s ................. 1091.01;

1091.05
. W a rra n ts  Exchanged ...............U1091.040—.044

BUSINESS ENTERPRISE
. Applicability o f Pronouncem ents . . . .  510.05;

2083.01—.16
. Changes in Accounting Policies ..........9008.14
. C om parability  O b jec tive .......................  1024.33
. Com ponents of an E n te rp r ise ..............4111.03
. Com puter Software ...................4211-3.04—.09
. Consolidated Financial S tatem ents . . .

.................................................................. 9003.06
. C on tin g en c ie s ................................4311.01—.104
. C ontinu ity  o f E x is tence ..........  1023.16; 1025.04
. D e fin it io n ..................................................  1023.12
. Depreciable A sse ts ................. 9004.02—.03
. Development Stage Enterprises . . . 2062.08—

.09; 2062-1.01-.06
. D iffering Balance Sheet Dates . . . .  1083.229—

.235
. Disclosure of Accounting P o lic ie s ........

2045.01—.16; 9001.01-.23; 9006.17; 9008.14;
9008.21

. D orm ant Enterprise Reactivated . . . .  2062.11 

. Earning per Share— See Earnings per 
Share

. Earning P ro c e s s .....................................  1026.13

. Econom ic A c t iv ity .....................  1023.17; 1025.03

. Econom ic Effect o f Rate Changes . . . .
................................................  1083.079; 1083.215

. Entity C o n c e p t.......................................  1025.03

. E n v iro n m e n t...................................  2012.20—.21

. Exchange Transactions ......................  1023.23

. Expansion of Business ..........  2062.06; 2062.23;
2062.30—.31

. External Events .....................................  1023.23

. Financing and Investing A c tiv it ie s .........
2021.08—. 15; 9007.01—.02; 9007.10—. 11

. Form at of S tatem ents ........................  9005.04

. General D isc losures................................9005.07

BUSAICPA Professional Standards
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BUSINESS ENTERPRISE— c o n tin u e d
. G oing C once rn  C o n c e p t.........  1025.04; 9001.07;

9001.16
. In terim  Financial S ta te m e n ts ............. 2071.10;

2071-1.01—.85; 2072.01
. In te rn a l E v e n ts ..........................................  1023.23
. In te rn a tio n a l A cco u n tin g

S ta n d a rd s ........................................9000.04—.05
. Leasing A c tiv itie s  .................. 4053.023; 4053.103
. Leveraged Leases ................ 4053.047; 4053-2.16
. L iq u id a tio n  Im m in e n t .............................  1025.04
. M a rke ta b le  S ecu ritie s  ...5132.01; 5132.14—.20
. N o n m o n e ta ry  T ra n s a c t io n s .........1041.01—.29
. N o n p u b lic— See N o n p u b lic  E n te rp rises 
. Oil and Gas P ro d u c in g — See Oil and 

Gas P ro d u c in g  C om pan ies
. O p e ra tio n s  in S ingle In d u s t r y ...........  2081.001;

2081.020
. Price Changes  ................. 9006.04—.07; 9006.17
. R e p o rtin g  E n te rp rise — See R epo rting  

E n te rp rise
. R esearch and D e ve lo p m e n t — See 

R esearch and D eve lo pm e n t C osts
. R isk in Fo re ign  O p e ra t io n s ................. 1083.142
. Segments— See Segments of a 

Business
. S ubstitu tion of Debtors .....................  5363.042
. Transfers, N o n re c ip ro c a l.....................  1023.23
. Transfers, Reciprocal ...........................  1023.23
. Unclassified Balance S hee ts ............... 2033.07;

2033.19
. U nusual I t e m s ..................................9008.09—.10
. Venture Capital ......................................  2062.49

CALL ON STOCK
. C onvertib le Debt ..................................... 5516.01
. Econom ic V a lu e ....................................... 5516.07
. Preferred S to c k ....................................... 5132.07
. Sale of C a ll..................................................5516.07

CALL OR REDEMPTION— See
Redemption o r Call

CALL PRICE
. D e fin it io n ..................................................2011D.02
. D isclosure R equ irem en ts ...................... 2011.19
. Reacquisition of D e b t .............2013.01; 5362.03;

5362.20
CANADIAN INSTITUTE OF CHARTERED 

ACCOUNTANTS
. Research on Foreign Currency

T ra n s la tio n ..........................................  1083.058
CAPACITY OF PLANT— See Plant 

Capacity
CAPITAL CHANGES

. D isc lo su re .....................  2042.02; 9005.17; 9007.09

. Equity M e th o d ........................... 5131.06; 5131.19

. S tockho lders ' Equity A cco u n ts ........... 2042.01
CAPITAL LEASES

. Accounting and Reporting . . . .  4053.010—.014;
4053.091—.095

. Am ortiza tion  ................. 4053.011—.013; 4053.094

. Background In fo rm a tio n ..........  4053.052—.053

. B u ild in g s ........................................  4053.026—.028

. Changes in Provisions . . . .  4053.014; 4055.01— 
.05; 4055.04—.05; 4055.12—.14

. C la ss ific a tio n ........ 4053.006; 4053.065; 4053-2.17

. C rite ria  fo r C lass ifica tion ...................  4053.007;
4053.072—.088

. Disclosure Requirements ..............  . 4053.013;
4053.016; 4053.096

. I l lu s tra t io n s ............................................  4053.121

. Im pact on Net In c o m e ........  4053.053; 4053.096

. L a n d ................................................  4053.024—.026

. Refunding of Tax-Exempt Debt . . . .  4053.014;
4055.01; 4055.04—.05; 4055.12—.14

. Sale-Leaseback T ra n s a c tio n s ........... 4053.033

. T e rm in a tio n ............................4053.014; 4053.038

BUS

CAPITAL LEASES— continued 
. Transition M e th o d ...............................  4053.050

CAPITAL LOSSES
. Tax Losses
. . C a rryb a cks .............................. U4091.072—.075
. . C a rry fo rw a rd s ........................U4091.076—.105
. . General R u le .......................  4091.52; U4091.071
. U n rea lized .................................................5132.22

CAPITAL STOCK— See Com mon Stock; 
Preferred Stock

CAPITAL STRUCTURE
. Change in S tructu re  . . ...........U2011.099—.100
. Complex
. . D e fin it io n ...................2011.15; U2011.088—.089
. . Disclosure R equ irem en ts .................. 2011.19
. . Earnings Applicable to  Common

S to c k ....................................... U2011.103-.104
. Disclosure Requirements ...................  9005.17;

U2011.045
. Earnings per Share Presentation ...2011.05;

2011.12; U2011.010
. Relation to Earnings .............................2011B.05
. Simple
. . Definition ........................... 2011.14; U2011.087
. . Dual P re se n ta tio n .................U2011.092—.094
. . Earnings Applicable to  Common

S to c k ....................................... U2011.101-.102
. . Illustrative S ta te m e n t.....................2011C.02
. Simple v. C o m p le x ...................U2011.090—.091
. S tock Dividends or S p lits .................. U2011.110

CAPITAL SURPLUS
. C orporate R e a d ju s tm e n ts ..........  5581.01—.12
. Corrections, Erroneous C re d its ........  5581.12
. Debt w ith  W arrants .......................5516.13—.14
. Deferred Stock O p t io n s .................... U2011.274
. Prem ium  on Convertib le Debt ............5516.16
. Principal S tockholder Stock Plans . . . .

......................................................U4062.001-.006
. Restriction on U s e ...................................5511.01
. Restrictions, C orporate

Readjustments .................................... 5581.11
. Retirem ent of S tock .....................  5542.13—.14
. Stock D iv id e n d s ...................................... 5561.10
. Tax Benefit, S tock P la n s ........  4062.06; 4062.17
. Treasury Stock Profits or L o s s e s ........

5542.05—.07
. Treasury Stock, Purchase P r ic e ........  5542.13
. W rite-Offs, Intangibles ...........................5141.13

CAPITAL, WORKING— See Working 
Capital

CAPITALIZATION
. Development C o s ts ............. 6021.022; 6021.060
. Development Stage C o s ts ...................  2062.10;

2062.30—.33; 2062.48-.51; 2062-1.02; 2062-1.04
. Exploratory W e lls .................................. 6021.060
. Intangible Development C o s ts .......... 4097.01;

6021.060
. Leases— See Capital Leases
. Oil and Gas Properties ............  6021.011—.012;

6021.015; 6021.019—.020; 6021.026-.027;
6021.031—.035; 6021.057-.058 

. Recoverability o f Costs . . . 2062-1.02; 2062-1.04 

. Research and Development Costs . . . 4211.37

. . All Costs When Incurred .......... 4211.51—.52

. . A lternative Future U ses................. 4211-1.02;
4211-3.02

. . S e le c tiv e ........................................ 4211.53—.57

. S tock D iv id e n d s .............2011A.03; 5561.10—.14;
U2011.110

CARRYBACKS— See O perating Loss 
Carrybacks

CARRYFORWARDS— See O perating Loss 
C arryforw ards

CARRYING AMOUNT
. C urrent Assets .........................  2031.09; 5132.01
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CARRYING AMOUNT— continued 
. Debt Securities
. . Com pared to  M arket V a lu e .............2013.01;

5362.09; 5362.20—.21
. . Defin ition ..............................................  5362.03
. Gain or Loss on Debt R estructuring . . .

........... 5363.013—.015; 5363.019; 5363.022-.023;
5363.039

. Investm ents— See Investments 

. M arketable Equity Securities . .  . 5132.07—.09;
5132.29; 5132-2.01—.05; 5132-3.01—.05 

. N onm onetary Assets Exchanged ........
1041.21—.22; 1041.26

. Reclassification in Debt
R e s tru c tu r in g ......................................  5363.016

. Unproved P ro p e rtie s ........................... 6021.029

. W rite-Down of Assets ........... 1083.046; 4311.31;
9003.31

CASH
. Concept of Funds S ta te m e n ts .......... 2021.06;

9007.04
. Development Stage Enterprises . . . .  2062.02;

2062.47
. Election to  Receive ................................ 1041.25
. Flow— See Statem ents of Changes in 

Financial Position
. Foreign Exchange Gains o r Losses . . . .

....................................................... 1083.186—.188
. Future Paym ents in Debt

R e s tru c tu r in g ......... 5363.016—.018; 5363.022—
.023

. Future Receipts in Debt
R e s tru c tu r in g ......... 5363.030—.032; 5363.036—

.037
. Ind ica to r o f Fair Value ...........................1041.25
. Measured At Face Am ount (M-1A) . . . 1027.07 
. M easurem ent of Liabilities (M-1C) . . . 1027.07 
. M onetary Assets . . . .  1041.03; 1071.18; 1071B.02
. Note Exchanged fo r Cash ...........4111.05—.06;

4111.10
. Paym ent at C onve rs io n ...................U2011.024;

U2011.031; U2011.230; U2011.249-.252
. Pooling of In te re s ts .................1091.15; 1091.47;

U1091.090—.098
. Purchase of D e b t ..................................... 2013.08
. Purchasing Power Losses .....................1071.15
. Restricted ................ 2031.06; 2033-1.04; 9005.13
. Settlem ent, S tock O ption/A w ard  . . . .  4062.11 
. Translation of Foreign Balances ...1083.011, 

1083.040; 1083.122; 1083.190
. Troubled Debt R e s tru c tu r in g ........... 5363.004;

5363.007; 5363.019
CASH INFLOWS

. Leveraged Leases . . . .  4053.044; 4053.108—.113;
4053-2.16

CASH OUTFLOWS
. Com prehensive Tax A llo c a tio n ........... 4091.30
. Leveraged Leases ...............4053.044; 4053.109;

4053-2.16
. Partial Tax Allocation ............................4091.27

CASH SURRENDER VALUE
. Key-Man Life Insu rance .U4064.001—.004
. T ranslation of Foreign Balances . . . .  1083.040

CASH YIELD— See Yield. Cash 
CASUALTIES

. Defin ition .................................... 1023.23; 1027.11

. Expense R ecogn ition .............................  1026.18

. E xtraord inary I te m s .............U2012.006; 2012.23

. In terna l E v e n ts ........................................ 1027.03

. Loss C on tingenc ies ...........4311.04; 4311.40—.43

. M easurem ent (M-7) .............................  1027.11

. When Recorded ( S - 7 ) ...........................  1027.11
CATASTROPHES

. A ccounting Practices ...................4311.48—.52

. Actuaria l Valuations .............................. 4311.41

. Am erican Insurance Association . . . .4311.51

CATASTROPHES— continued
. Example of Loss Contingencies ..........4311.04
. Loss Contingencies . . . .  4311.40—.43; 4311.56—

.57; 4311.89—.101
. M atching P r in c ip le ..................  4311.92; 4311.98
. P ro tection Against L o sse s .................... 4311.62
. Reasons Cited fo r Reserves ................4311.92
. Reserves___ 4311.41—.42; 4311.62; 4311.90—.101
. Survey o f Member C o m pa n ie s ...........4311.51
. Unasserted Claims and

Assessments ......................................... 4311.38
CAUSAL RELATIONSHIPS

. Assum ption in Financial Accounting . . .
.................................................................  1022.26

. Expense R e co g n itio n .....................  4211.47—.49

. Research and Development
Activities .................................. 4211.41; 4211.45

CERTIFICATES OF NECESSITY ___  4073.01—.03
CERTIFICATES, PERCENTAGE ........  4073.02—.03
CHANGES, ACCOUNTING

. Accelerated Depreciation M ethod . . . .
.................................................... 4074.03; 4074.06

. Applicability of Opinion ............... 1051.03—.05;
1051.29—.30; 2072.02-.03

. Catch-Up A d ju s tm e n t.............U1051.010-—.013;
2072.06—.07; 2072.09-.10; 2072.17-.21

. Combining Companies .........  1091.52; 1091.64

. Com parative Financial S tatem ents . . .
........  2041.02; 2072.06—.07; 2072.11; 2072.17-.25

. Compensation, Employee Stock
Plans ....................................................... 4062.15

. C ontingenc ies........  4311.20; 4311.104; 4311-1.08;
4312.01—.02, 4312.10—.11 

. Cum ulative Effect Type . . . 2071-1.21; 2072.06— 
.07: 2072.09-.11; 2072.17-.21

. Definition of Term ................................... 1051.06

. Depreciation . . . .  1051.09; 1051.22—.24; 4071.07;
4071.15; 9004.14—.16 

. Development Stage Enterprises . . . 2062.14— 
.16; 2062.55; 2062-1.01—.06

. D irect Effects ............................................1051.19

. Disclosure Requirements

. . Accounting P o lic ie s ............. 2045.14; 9001.15;
9001.22; 9008.14—.15; 9008.21 

. . Change in Estimate . . . 1051.33; 9008.16—.17;
9008.22—.23

. . Discontinued O perations ........  2012.08—.09

. . General Rule ......................................... 1051.17

. . Initial Public D is tr ib u tio n ..........  1051.29—.30

. . In terim  Financial S ta te m e n ts ........  2072,08;
2072.11—.14

. . Oil and Gas Producing
C om pan ies......................................... 6021.063

. . Pro Forma Am ounts . . . 1051.19—.22; 1051.25 

. . Restatem ent of P rior Periods . . . .  1051.27— 
.28:2014.04; U1051.001-.009

. . Segments o f a B us iness .................. 2081.027;
2081.079

. Earnings Per Share . . . .  1051.19—.21; 1051.34— 
.37; 1051.39; U1051.001-.009 

. Effect on Income . . . .  1051.17—.19; 1051.34—.35 

. Effect on Retained Earnings . . . .  1051.19—.20;
1051.25—.26

. Effective Date of S e c tio n s ...................  1051.40;
1051-1.06:2072.16

. Effects D isc losed ........  1024.24; 1024.26; 1027.26

. Entity R e p o rtin g ...............1051.12; 1051.34—.35;
2014.12

E rro rs— See E rro rs  in F inancia l 
S ta te m e n ts

E s tim a te s— See E s tim a tio n
Evaluation ..................................................1021.06
Events E xc luded ....................................... 1051.08
E xam ples o f C hanges . . . .  1051.09; 2072.17—.25
E xem p tion  fro m  O p in io n ................ 1051.29—.30
Fore ign C u rre n cy  T ra n s la t io n ...........  1083.036;

1083-1.06; 4312.04—.05

C H AAICPA Professional Standards



1 5 ,2 1 2 AC Topical Index
R efe rences are  to  AC se c tio n  and p a rag raph  nu m bers .

CHANGES, ACCOUNTING— c o n tin u e d
. Full C os t M e th o d ...................................... 1051.27
. H is to ric a l S u m m a r ie s ............................. 1051.39
. Illu s tra tio n
. . Change in Com pleted C ontract

M e th o d .......... 1051B.01—.04; U1051.003-.004
. . Change in Depreciation M ethod . . . .

................................1051A.01—.04; 2072.17-.21
. . Change in Inventory Pricing

M ethod .....................  U1051.005; 2072.22—.25
. In terim  Financial S tatem ents ........  1083-1.06;

2071.23—.30; 2071-1.21; 2072.01-.25
. In terim  Period Income Taxes ......... 2071-1.02;

2071-1.21
. Inventories— See Inventory Pricing
. Invento ry Cost E le m e n ts .....................1051-1.05
. Investm ent C re d it .....................U4094.011—.020
. Justifica tion  fo r C h a n g e ...............1051.15—.17

Leases 4053.051
  M a te ria lity   1051.38; 9001.15; 9001.22; 9008.16;

9008.21—.23
. N onrecurring E ve n ts ............................... 1051.16
. Oil and Gas Producing Companies . . . .

........................................  4097.14; 6021.063-.064
. Pension Plans . . . .  4063.47; 4063.49; U4063.113—

.116
. Price Level C hanges........  4071.08; 4071.11—.12
. P rior Period A d ju s tm e n ts ...................  2014.04;

2014.11—.13
. Pro Forma Presentation ............. 1051.19—.22;

1051.25; 2081.027
. P roperty  W rite -U p s .................................4072.01
. P ro p o sa ls .................................................... 1021.05
. Refinancing Short-Term

Obligations .............................. 2033.17; 2033.31
. Regulated In d u s tr ie s ............................... 1051.03
. Relation to  "O rd in a ry ”  Income . . . .  2071-1.05 
. Reporting under AICPA Statem ents of

P o s itio n ........................................ 1051-2.01—.06
. Research and Development Costs . . . 4211.63
. Restatem ent R e q u ire d ................. 1051.27—.28;

1051.34—.35; 2081.040
. Scope of Section ...........................  1051.02—.05
. Segment R e p o rtin g ............. 2081.010; 2081.027;

2081.079
. Substantia l A u tho rita tive  Support . . . 1051.16
. T im ing D iffe rences ...............................U4091.131
. Types of C hanges...........................  1051.06—.13
. U nit o f P roduction A m ortiza tion

Rates ....................................  6021.030; 6021.035
. Views on R e p o rt in g ................................. 1051.14

CHANGES IN FINANCIAL POSITION—
See S ta tem ents of Changes in Financial 
Position

CHANGES, PRICE-LEVEL— See P rice- 
Level C hanges

CHARITABLE INSTITUTIONS
. A p p lic a b ility  o f APB O p in io n s ................510.05
. N o n m o n e ta ry  Assets D is tr ib u te d  . . . .  1041.06

CIRCULAR EFFECT
. E arn ings pe r S hare  ............................... 2011B.07
. T re a su ry  S to c k  M e th o d ...................... 2011B.17

CLAIMS
. E co n o m ic  O b lig a t io n s ............................  1023.19
. E co n o m ic  R esources ............................  1023.18
. Insu red  v. U n insu red  L o s s e s ................ 4311.62
. Loss C o n t in g e n c ie s ..................4311.04; 4311.10;

4311.24—.26; 4311.33—.39; 4311-1.04—.07
. P rio r P e riod  A d ju s tm e n ts .......................2014.13
. R igh ts to  C la im  E arn ings ....................... 5131.13

CLAIMS FOR REFUND
. O p e ra tin g  Loss C a r r y b a c k s ............. 2071-1.29;

4091.43; U4091.072-.075
. R e cog n ition  Tax E f fe c ts ........................  4091.55
. U nused In v e s tm e n t C re d its  ................ 4094.21;

U4091.106

CLASSIFICATION
. A llow ances........................................ 2044.01—.02
. Basis fo r Periodic Measurements . . . 1022.26 
. C haracteris tic  of Financial

A c c o u n tin g ............................................  1022.27
. Consolidated Financial S ta tem ent . . . .

............................................ 9003.39; 9003.43-.45
. Convertib le S e c u r it ie s .............U2011.111—.116
. Costs and Expenses .............................. 2071.12
. C urren t-N oncurren t D istinction . . . .  1083.129;

2031.01—.10; 2033.01; 2033-1.03; 5132.09-.11;
5132.30—.32

. Extinguishm ent o f Debt . . . .  2013.05; 2013.08—
.10

. Financing Leases .................................. 4053.018

. Foreign O p e ra tio n s ................... 2081.031—.038;
2081.083—.089

. Inventories ................. 9002.18—.19; 9002.32—.33

. Leases— See Leases

. M arketable Equity S e c u r it ie s ............  5132.07;
5132.10; 5132.23; 5132.32; 5132.41; 5132-4.01;

5132-5.03; 5132-5.09—.10
. M inority  Interests ...................................9003.43
. Oil and Gas Reserves ...............6021.031—.034;

6021.056
. R estructuring o f D e b t .........................  5363.016
. Sales-Type L e a s e s ................................ 4053.017
. Short-Term  O b lig a tio n s ............... 2033.08—.09;

2033.21—.30; 2033-1.01—.05
. Supplemental D isc lo su re ......................9005.08
. Unproved P ro p e rtie s ........................... 6021.029

CLASSIFICATION OF EVENTS
. Accounting O p e ra tio n s .........................  1027.02
. Disclosure o f Differences . . . .  U2012.009—.010;

2012.27
. Discussion of Problems .......................  1023.25
. O rdinary v. Extraord inary . . . U2012.006—.007;

2012.19—.24; 2013.02-.03; 2013.15—.16
. Substance Over F o rm ...........................  1023.25
. Types of E ven ts .........................  1023.23; 1027.03

CLOSELY HELD COMPANIES
. Business Com binations ........U1091.103—.111;

U109l.136-.137
. D ifferentia l Disclosure

R equ irem ents................................ 2083.03—.05
. Earnings per Share .......................... U2011.072
. Generally Accepted Accounting

Principles ..............................................  2083.01
. Initial Public D is tr ib u tio n ............... 1051.29—.30
. Option to  Exchange Shares ........ U1091.115—

.118
. S tock D iv id e n d s ..................................... 5561.12
. Treasury Stock M ethod .......U2011.190—.194

COLLATERAL
. Pledged Securities ........................... 5132—5.07
. Refinancing Short-Term

Obligations .................................... 2033.12—.13
. Sale of Leased P ro p e r ty ...................... 4053.022
. Tax-Exempt D e b t .................................... 4055.01

COMBINATIONS— See Business 
Com binations

COMBINED CORPORATION
. Basis of Accounting ........  1091.08; 1091.50—.65
. Capital S tock ..........................................1091.53
. Com parative Financial S tatem ents . . .

...................................................................1091.61
. C on tin g en c ie s ............. 1091.47; U1091.048—.049;

U1091.126-.132
. Disclosure R e q u ire m e n ts ............. 1091.63—.65
. Duplicate F a c ilit ie s .........................  1091.59—.60
. Evidence o f A c q u ire r ...............................1091.70
. Expenses in C o m b in in g .......................  1091.58;

U1091.133-.135
. Income R e p o rte d ..................................... 1091.12
. In ve s tm e n t in C o m b in in g  C om p any  . . .

.....................................................................1091.55
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C O M B IN E D  C O R PO R ATIO N — c o n t in u e d
L ea se s  ...................................................  4053-2.01—.19
N o te s  t o  F in a n c ia l S ta te m e n ts  . . . .  1091.64—

.65
P o o lin g  o f In te re s ts  ( M - 2 B ) .................... 1027.08
R e c o n c ilia t io n s ,  R e v e n u e  a n d

E a rn in g s  ..........................................................1091.64
R e p o r t in g  C o m b in e d  O p e ra t io n s
. D is p o s it io n  o f  A s s e ts  ...................  1091.59—.60
R e ta in e d  E a rn in g s  ...................... 1091.53; 1091.64
S to c k  O p t i o n s ...............................  U1091.130—.132
S to c k h o ld e r s ’ E q u i t y ....................................1091.64

C O M B IN E D  F IN A N C IA L  S TATEM EN TS
. C h a n g e  in  R e p o r t in g  E n t i t y ..................... 1051.12
. F o re ig n  C u r re n c y  F in a n c ia l

S ta te m e n ts ................................................. 1083.002
. F o re ig n  E x c h a n g e  R a te  C h a n g e  . . . .  1083.034 
. F o re ig n  S u b s id ia r ie s
. . P r ic e -L e v e l R e s ta te m e n ts  ...................1071.45
. In te r c o m p a n y  T ra n s a c t io n s  .................  2051.22
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

.................  1083.010; 1083.031; 1083.082; 1083.229;
1083-1.01—.06

. W h e n  A p p ro p r ia te  . . . .  2051.21; 9003.09; 9003.48

C O M B IN IN G  C O M P A N Y
. A m o r t iz a t io n  o f G o o d w ill .......................... 1091.99
. A t t r ib u te s  E s s e n tia l fo r  P o o l in g .......... 1091.46;

1091.99; 1092.02; U1091.061-.064; U1091.141—
.143

B a s is  o f  A c c o u n t in g  .......... 1091.08; 1091.50— .65
C h a n g e s , A c c o u n t in g .................  1091.52; 1091.64
C o n s u m m a t io n  D a te  .................U1091.011—.015
C o n t in g e n t  A r r a n g e m e n ts ......................  1091.47;

U1091.048-.049; U1091.119-.132 
C o n tro l le d  b y  P e rs o n a l H o ld in g

C o m p a n y .......................................U1091.112—.114
D a te  I n i t i a t e d ____ 1091.46; 1091.99; 1092.01—.08;

U1091.005—.008
D e b t a n d  E q u ity  S e c u r it ie s  . . . U1091.065—.066 
D e fe r re d  C o m p e n s a t io n  P lan  . . . .  U1091.126—

.129
D is c lo s u re  o f  P o o lin g  . . . .  1091.61; U1091.080—

.085
D is s o lu t io n ..........................................................1091.49
D iv id e n d  D is t r ib u t io n s ................................. 1091.47
E lim in a t io n  o f  D e f ic i t ....................................1091.53
E m p lo y m e n t C o n t r a c t s ............ U1091.126—.129
G o o d w ill R e c o rd e d  ...................................... 1091.99
Id e n t i f ia b le  A s s e t s .........................................1091.99
In c o m e  o f C o m b in e d  C o m p a n y ..........1091.12
In i t ia t io n  o f  P l a n .......... 1091.46; 1091.99; 1092.02;

U1091.005—.008; U1091.115-.118
. In te r c o r p o r a te  I n v e s tm e n ts .................  1091.46;

1091.99; 1092.01—.08; U1091.009-.010; 
U1091.054-.060; U1091.086-.089 

. In v e s tm e n t in  Is s u in g  C o rp o ra t io n  . . . .
...........................  1091.47; 1091.55; U1091.057-.060

. L ea s e s  ...................................................4053-2.01—.19

. M in o r i t y  o r  H a lf In te re s t  ........................  1091.99;
U1091.050-.053; U1091.086-.089; U1091.099-

.102
. P e rc e n ta g e  o f S to c k  I n t e r e s t ............... 1091.47;

1091.99; U1091.086-.089
. R a t io  o f  S to c k  I n t e r e s t ............  1091.47; 1091.99;

U1091.001-.004; U1091.065-.066; U1091.090-
.098

. R e c o n c il ia t io n s , R e v e n u e  a n d
E a rn in g s  ..........................................................1091.64

. R e ta in e d  E a r n in g s .........................................1091.64

. S a le  o f  V o t in g  C o m m o n  S to c k  . . . U1091.074—
.076

. S to c k  O p t io n s  . . . . U1091.130—.132; U1091.144—
.146

. S to c k h o ld e rs ' E q u i t y ....................................1091.64

. S u b s id ia ry  o f  Is s u in g  C o rp o ra t io n  . . . 1091.49

. T im e  L im i t ____  1091.47; 1091.99; U1091.016-.018;
1092.01—.08; U1091.021-.024 

. T ra n s fe r  o f  N e t A s s e ts  ...............................1091.47
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C O M B IN IN G  C O M P A N Y — c o n t in u e d
. T re a s u ry  S to c k  A c q u ir e d ....................... 1091.47;

U1 09 1 .0 6 7 -.073
. W a rra n ts  E x c h a n g e d ................. U1091.040—.044

C O M M E R C IA L  C O M P A N IE S
. A p p lic a b il ity  o f  A P B  O p in io n s  .................510.05

C O M M IS S IO N S , S A LE S
. E xp e nse  R e c o g n it io n ................................. 1026.21
. P o lic y  A c q u is it io n  C o s t s .............  1083-1.01—.06

C O M M IT M E N T S
. C o n s tru c t io n -T y p e  C o n t r a c t s .............. 4031.16
. D is c lo s u re  R e q u ire m e n ts  . . . 1027.26; 4311.18—

.19; 9005.10
. E x c h a n g e  G a in s  o r  L o s s e s .................... 1083.217
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . 1083.116—

.118
. F o rw a rd  E x c h a n g e — See F o rw a rd  

E x c h a n g e  C o n tra c ts
. In c lu d e d  in  F in a n c ia l P o s i t io n .............  1025.20
. L ea se s— S ee Lea se s
. L o a n s  in  D e b t R e s t r u c t u r in g s ........... 5363.040
. L o s s e s  (S -1 E ) ............................................... 1027.07
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

........................................................ 6021.053; 6021.056
. P ro p o s e d  C h a n g e s  ...................................  1029.09
. P u rc h a s e — S ee P u rc h a s e  

C o m m itm e n ts  
. R e c o g n it io n  o f E x e c u to ry

C o n t r a c t s ........................  1026.10; 1083.116— .118
. W h e n  R e c o rd e d  ( S - 1 E ) ...........................  1027.07

C O M M IT T E E
A c c o u n t in g  P ro c e d u re
. A c c o u n t in g  fo r  In c o m e  T a x e s ..........4091.01;

U4091.011; U4091.023
. A p p lic a b i l ity  o f  O p in io n s ..........................510.05
. B u s in e s s  C o m b in a t io n s  . . . .  1091.02; 1091.07
. D a te  S u p e r s e d e d .........................................100.05
. D e p re c ia t io n  a n d  A m o r t iz a t io n ,

E m e rg e n c y  F a c i l i t ie s .......... 4073.06; 4073.09
. D e p re c ia t io n  a n d  H ig h  C o s ts  .......... 4071.02;

4071.04
. D e p re c ia t io n , P la n t a n d

E q u ip m e n t ................................................  4071.11
. E a rn in g s  p e r  S h a re  ...........................2011.02
. F o re ig n  O p e ra t io n s  .......................  2081.042
. N e t In c o m e  D e te rm in a t io n  .................. 2010.14
. P e n s io n  P la n s .............4063.03; U4063.009—.012
. P ro f its  o r  L o sse s  o n  T re a s u ry

S t o c k ................................................... 5542.03—.12
R e s e a rc h  P r o g r a m ...................................... 100.02

. S u p p le m e n ta ry  F in a n c ia l
S c h e d u le s  .................................................. 1071.02

. V o t in g  P r o c e d u r e ......................510.06— .07

. W r ite -D o w n s , P la n t C o s t ......................4071.09
A c c o u n t in g  S ta n d a rd s  E x e c u t iv e ..........100.09
A u d it in g  P r o c e d u r e ....................................  1027.26
C o o p e ra t io n  W ith  S to c k  E x c h a n g e s  . . .

.......... 2051.01; 4010.01; 5111.01; 5511.01; 5541.01;
5542.03— .12

D e v e lo p m e n t S ta g e  C o m p a n ie s  . . . .  2062.03; 
2062.19; 2062.27; 2062.34— .40; 2062.44—.45;

2062.54
E x e c u tiv e
. P ro f its  o r  L o sse s  o n  T re a s u ry

S t o c k ................................................... 5542.02—.12
E x tra c t iv e  In d u s t r ie s ............ 2062.27; 6021.067—

.071:6021.081
F in a n c ia l A c c o u n t in g  S ta n d a rd s  B o a rd
. E m e rg in g  P r o b le m s ............... 2083.03; 2083.05;

5132.02
G AAP fo r  S m a lle r  a n d / o r  C lo s e ly  H e ld

B u s in e s s e s .................2081.070; 2083.01; 2083.05
IAS— See In te rn a t io n a l A c c o u n t in g  

S ta n d a rd s  C o m m it te e  
In s u ra n c e  A c c o u n t in g  a n d  A u d it in g  . . .

.................................................................... 4311.50— .51
SEC R e g u la t io n s ........................................... 2014.01
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C O M M IT T E E — c o n t in u e d  
. S p e c ia l
. . O p in io n s  o f th e  A P B ...............1021.01; 1026.01
. T e r m in o lo g y .......................................................100.02
. . D a te  S u p e r s e d e d .........................................100.05

C O M M O N  C A R R IE R S ........................................ 6011.01

C O M M O N  S T O C K — S ee a ls o  
S to c k h o ld e r s ’ E q u ity

. C o n t in g e n t  Is s u a n c e  ................ U2011.308—.312

. C o n v e rs io n  o f  D e b t ............. 5516.02—.03; 9007.10

. D e f in i t io n ......................................................... 2011D.04

. D e v e lo p m e n t S ta g e  E n te rp r is e s  .. . .2 0 6 2 .1 1 ;
2062.52—.54

. D is c lo s u re  in  B a la n c e  S h e e t .................  9005.17

. D is c lo s u re  in F u n d s  S ta te m e n ts  . . . .  2021.14;
900 7 .0 9 -.11

. E a rn in g s  P e r S h a r e ..........2011D.12; U2011.020—
.022

. E q u iv a le n ts — S ee C o m m o n  S to c k  
E q u iv a le n ts

. E x c h a n g e s  in  C o m b in a t io n s  . . . .  1091.15—.16;
1091.24; U1091.090-.098

. F a ir V a lu e  E s t im a t io n ................. U2011.190—.194

. In v e s tm e n ts

. . E q u ity  M e th o d  .. . .4 0 9 6 .0 1 —.12; 5131.01—.21

. . F o re ig n  O p e ra t io n s  .............................  1083.127

. Is s u a n c e  fo r  N o  C o n s id e ra t io n  .......... 1091.40;
2011.09; 2011.27

. Is s u a n c e  in  P a c k a g e  ...............................U2011.137

. Is s u a n c e , P u rc h a s e  M e th o d  ...................1091.67

. Issu e d  fo r  N o n m o n e ta ry  A s s e t s ..........1041.04

. M a rk e t  P r ic e  G u a ra n te e s  . . . .  U2011.314— .321

. N e t A s s e ts  P e r S h a r e ............  2011.39; U2011.014

. N o n m o n e ta ry  I t e m s .................  1041.03; 1071.19;
1071B.04

. O u ts ta n d in g  S h a r e s ................... 2011.07; 9005.17

. R e f in a n c in g  S h o r t -T e rm
O b lig a t io n s  ____  2033.02; 2033.11—.14; 2033.27;

2033.30; 2033.42; 2033-1.01 
. R e la tio n  to  C o n v e r t ib le  S e c u r it ie s  . . . .

.........................................................................2011 B.05
. R e s t r ic te d — S ee R e s t r ic te d  S to c k  
. R e t ire m e n t,  P re fe r re d  S to c k  o r

D e b t ......................  2011.23; U2011.046; U2011.355
. S h a re s  Is s u e d  o n  C o n v e r s io n ..............  2011.20;

U2011.045; U2011.092-.093 
. S h a re s  Is s u e d  to  E m p lo y e e s  . . . .  4062.01—.20
. S im p le  C a p ita l S t ru c tu re s  .......................2011.14
. S to c k  O p t io n  a n d  S to c k  P u rc h a s e

P la n s .......................................4061.01— 15; 9005.17
. S u b s c r ip t io n s ...................................U2011.287—.289
. T w o  C la ss  ........................  2011.27; U2011.295-.307
. V o t in g  C o n t r o l ............... 1091.47; 5131.03; 9003.38
. W e ig h te d  A v e ra g e  . . . 2011A.02; U2011.105—.110

C O M M O N  S T O C K  E Q U IV A L E N T S
. A g re e m e n ts  to  Issu e  S h a r e s ............ U2011.088
. A n t i - D i lu t io n ____ 2011.30; U2011.015; U2011.058-

.060; 2012.09
. A s s u m e d  C o n v e rs io n  ............. U2011.111—.116;

U2011.121-.125
. C a s h  P a y m e n t a t  C o n v e rs io n  . . .  U2011.249—

.252
. C a s h  Y ie ld  T e s t ..............................U2011.135—.140
. C la s s if ic a t io n  o f S e c u r i t ie s ..................U2011.230
. C o n t in g e n t  C o n v e r t ib le s  ..................U2011.332
. C o n t in g e n t  Is s u a n c e  ............  2011.27; U2011.308
. C o n v e rs io n  fo r  P r im a ry  O n ly  . . . .  U2011.147—

.150
. C o n v e rs io n  R a te  C h a n g e s  . . . U2011.341—.343 
. C o n v e rs io n s  D u r in g  P e r io d  . . . U2011.151—.153 
. C o n v e r t ib le  D e b t . . . 2011.27; U2011.088; 5362.15
. C o n v e r t ib le  P re fe r re d  S t o c k .................  2011.27;

U2011.088
. C r ite r ia  fo r  D e te r m in a t io n ............  2011.33—.34;

U2011.017-.018; U2011.113—.114; U2011.126—
.128

. D e f in it io n  .................................. 2011D.05, U2011.053

CO M

C O M M O N  STOCK EQ UIVALENTS—
c o n t in u e d

. D e s c r ip t io n  o f  T e r m ............... 2011.05; U2011.003

. D ilu t iv e  E f f e c t .......... 2011.24; 2011 B.08; U2011.064

. D iv id e n d  P a r t i c ip a t io n ...........................2011 A. 15;
U2011.295-.299

. D iv id e n d  R a t e ..................................................2011.31

. D ua l P re s e n ta t io n , E a rn in g s  p e r
S h a re  .............................2011.16; U2011.061-.063

. E q u ity  M e th o d  ................................................5131.18

. E x e rc is e  P r ic e  C h a n g e s ............U2011.341—.343

. E x tra o rd in a ry  I te m s  ................................... 2011.30

. Id e n t i f ic a t io n  o f Issu e s  ...................  2011.20—.21

. If C o n v e r te d  M e th o d ..........2011A.06; U2011.023;
U2011.103-.104; U2011.142

. I l lu s t ra t iv e  S t a t e m e n t ................... 2011C.03—.04

. In te re s t  R a t e .................................................... 2011.31

. N a t u r e ...................... 2011.25—.27; U2011.013—.015;
U2011.053

. N e w  Issu e s   ...............U2011.126—.134; U2011.346

. N o n -R e c o g n it io n  in  F in a n c ia l
S t a t e m e n t s ____ 2011.39; U2011.014; U2011.142

. O p t io n s

. . C la s s if ic a t io n  . . . .  2011.27; 2011.35; U2011.158

. . D ilu t iv e  E ffe c t .......................................U2011.088
. O th e r  P o te n t ia l ly  D ilu t iv e

S e c u r it ie s  .................................... U2011.054— ,055
. P a r t ic ip a t in g  S e c u r it ie s  . . .  2011.27; U2011.088;

U2011.116
. R e c la s s if ic a t io n  R e q u ire d  . . . U2011.126—.131;

U2011.134
. R e c o g n i t io n .................................. 2011.26; 2011 B.02

R e c o g n it io n  in  F in a n c ia l
S ta te m e n ts .......................................2011B.23—.24

. R e t ire m e n t a t  C o n v e r s io n .................U2011.153

. R e t ire m e n t,  P re fe r re d  S to c k  o r
D e b t ......................  2011.23; U2011.046; U2011.355

. S e c u r it ie s  Issu e d  P r io r  to  6 / 1 / 6 9  . . . 2011.46; 
U2011.048-.049; U2011.115; U2011.129-.131;

U2011.344-.352
. S ta tu s  a t  I s s u a n c e ........................................ 2011.31
. S to c k  S u b s c r ip t io n s ................... U2011.287— .289
. S u b s e q u e n t to  Is s u a n c e ...............2011 B.05—.08;

U2011.114; U2011.126-.131; U2011.134
. S u b s id ia r ie s ’  S e c u r it ie s  ...............2011A.20— .24;

U2011.154— .155
. T im e  o f  Is s u a n c e  .. . .2 0 1 1 .2 8 —.29; U2011.117—

.120
. T re a s u ry  S e c u r it ie s  R e is s u e d ..........U2011.134
. T w o -C la s s  C o m m o n  S t o c k ...................  2011.27;

U2011.088
. T w o -C la s s  M e th o d  . . . 2011A.10; U2011.300-.307
. U se o f W e ig h te d  A v e r a g e ....................... 2011A.02;

U2011.105-.110
. V a lid ity  o f  C o n c e p t ..................................2011 B.03
. V a lu e ....................................................................2011.25
. W a rra n ts
. . C la s s if ic a t io n  . . . .  2011.27; 2011.35; U2011.158
. . D ilu t iv e  E ffe c t .......................................U2011.088
. W a rra n ts  to  P u rc h a s e  C o n v e r t ib le s  . . .

............................................................ U2011.290—.294
. Y ie ld  ..................................................................... 2011.25

C O M P A R AB ILITY
. A lte rn a t iv e  P ra c t ic e s  ......................... 1024.29—.30
. B e tw e e n  E n te rp r is e s  .. .1 0 2 4 .2 8 —.33; 2081.005;

2081.058; 9004.12
. C h a n g e s , A c c o u n t in g  ................................. 1051.14
. C o n c lu s io n s  F a c ili ta te d  ........................... 1024.23
. C o n d i t i o n s ....................................... 1024.24; 1024.29
. C o n s is te n c y  ................................................... 1024.26
. C o n t in g e n c ie s — T ra n s it io n  P e r io d  .. .4 3 1 2 .0 3  
. C u r re n t  A s s e ts  a n d  C u r re n t

L ia b i l i t ie s ........................................................ 2031.03
. D e fin e d  as Q u a lita t iv e  O b je c t iv e  .. . .1 0 2 2 .1 5 ;

1024.21
. D e p re c ia t io n  M e th o d s ...............9004.08; 9004.12
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C O M P A R A B IL ITY — c o n t in u e d  
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.13;

2062.15— .16; 2062.38; 2062.42; 2062.55;
2062-1.03

. D if fe re n c e s  in  E n te rp r is e s  ......................  1024.31

. D is c lo s u re  o f  D if f e r e n c e s ........................  1024.32

. D is c u s s io n  o f  P r o b le m s ...................  1024.23—.33

. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.240;
4312.05

. In c o m e  T a x  A l lo c a t io n s ............ U4091.128—.136

. In s u ra n c e  v . N o n in s u r a n c e ...................  4311.66;
4311.85-.87; 4311.92

L e a s e s ...................................................  4053.115—.120
. M a rk e ta b le  E q u ity  S e c u r it ie s  ................ 5132.41
. M e a s u re m e n t D i f f i c u l t ie s ........................  1024.40
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

4097.23—.25
. P r io r  P e r io d  I te m s  ............ 9008.12—.13:9008.19
. R e f in a n c in g  S h o r t -T e rm

O b l ig a t io n s ...................................................  2033.31
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

...........................  4211.24; 4211.32; 4211.55; 9009.05
. S e g m e n ts  o f  a B u s in e s s ............  2081.015—.016;

2081.067
. U s e rs ’ A d ju s t m e n t s ....................................  1024.26
. W ith in  S in g le  E n te r p r is e .................  1024.24— .27;

2081.072

CO M PAR ATIVE F IN A N C IA L  
STA TE M E N TS

. C h a n g e  in  A c c o u n t in g  P r in c ip le  . . . .  1051.15— 
.30; 2041.02; 2072.11 

. C o m b in e d  C o rp o ra t io n s  . . . .  1091.61; 1091.64;
U1091.080-.085

. C o m p a r a b i l i t y ..................................................2041.03

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.13;
2062.15—.16; 2062-1.03 

. D is c lo s u re  o f  A c c o u n t in g  P o lic ie s  . . . 9001.15;
 9001.21

. D is c lo s u re  R e q u ire m e n ts  . . . .  9003.50; 9005.09

. D is c o n t in u e d  S e g m e n ts ..........U2012.009—.010;
2012.27

. D is p o s a l o f  S e g m e n t ....................................2012.13

. E a rn in g s  p e r  S h a re  P re s e n ta t io n  ..........
.......................................U2011.344; U2011.349-.351

. F u n d s  S ta te m e n ts  . . . .  2021.05; U2021.001—.004 

. I l lu s t r a t io n

. . C h a n g e  in  C o m p le te d  C o n t r a c t
M e t h o d ............................................1051B.01—.04

. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .
.................................... 1051A.01—.04; 2072.17-.21

. . C h a n g e  to  L IF O  M e th o d  ............  2072.22—.25

. In te r im  F in a n c ia l S ta te m e n ts .............  2071.30;
2071.35; 2072.11; 2082.09 

. P r ic e -L e v e l R e s ta te m e n ts  . . . 1071.38; 1071.44;
1071.48

. P r io r  P e r io d  A d ju s tm e n ts .........................2010.17

. P r io r  P e r io d  I te m s  ...........9008.12—.13; 9008.19

. S c o p e  o f  R e p o r t ..........................................  2041.04

. T r e a tm e n t  o f  E x tra o rd in a ry  I te m s  a n d
P r io r  P e r io d  A d ju s t m e n t s .....................2010.03

. U s e fu ln e s s ....................................... 1027.17; 2041.01

C O M P E N SA TIO N
. A c tu a r ia l A s s u m p t io n s  ...........................4063A.07
. C o n t in g e n t  C o n s id e r a t io n ...................... 1091.86
. C o s t f o r  S to c k  Is s u e d  .................... 4062.10— .11
. D e fe r r e d ....................U2011.274— .283; 4064.01-.03
. I l lu s t ra t io n ,  E m p lo y e e  S to c k  P la n s  . . . .

.................................................................. 4062A.01—.14
. L ea se  A c q u is it io n  C o s ts  ..........4054.05; 4054.08
. P h a n to m  S to c k  P la n s  ............. U2011.284— .286
. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .

.............................................................. U4062.001-.006
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

............................................4211.11; 9009.06; 9009.15
. S to c k  O p t io n  a n d  S to c k  P u rc h a s e

P la n s  ..........4061.01—.15; 2011.274; 4062.01-.20
. U n e a r n e d .......................................................... 4062.14
. W a g es— S ee W ages

AICPA Professional Standards

COM PENSATO RY PLANS
. A c c ru a l o f  C o m p e n s a t io n ...............4062.12—.15
. B o n u s  o r  A w a rd  P la n s ..........4062A.01; 4062A.06;

4062A.11
. C o m b in a t io n  P la n s ...........................4062A.13— .14
. D a te  o f  G ra n t o r  A w a r d .................4062A.03— .06
. D e f in i t io n ............................   4062.08
. E le c t iv e  P la n s  .................................... 4062A.13—.14
. F a ir  V a lu e  o f S h a re s  ................................... 4062.10
. I l lu s t ra t io n  o f  T y p ic a l P la n s  . . . . 4062A.01—.14
. In c o m e  T a x  B e n e f its  ........................ 4062.16— .18
. M a rk e t  P r ic e  v . F a ir  V a lu e ............  4061.12—.13;

4062.10
. M e a s u re m e n t D a te  . . . 4062.10—.11; 4062A.07—

.12
. M e a s u re m e n t o f  C o m p e n s a t io n  . . . 4062.04— 

.05; 4062.10—.11; 4062A.01— .14
. P h a n to m  S to c k  P la n s ...............................4062A.12
. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .

..............................................................U4062.001-.006
. T y p e s  o f  P la n s .................................... 4062A.01—.02

C O M PLETED-CO NTRACT M ETHOD
. A d v a n t a g e .........................................................4031.13
. B illin g s , In te r im  .............................................4031.12
. C h a n g e  in M e th o d  ......................  1051.09; 1051.14
. C o n s tru c t io n -T y p e  C o n tra c ts  ...4 0 3 1 .0 9 —.14
. D is a d v a n ta g e  ..................................................4031.14
. I l lu s t ra t io n ,  C h a n g e  in  P r in c ip le  . . . 1051B.01— 

.04; U1051.003—.004
. L o sse s  ................................................................ 4031.11
. M a tc h in g  C o s ts  a n d  R e v e n u e s ............ 4031.10
. O v e rh e a d  C o s t s .............................................4031.10
. R e c o g n it io n  o f  I n c o m e ............ 4031.09; 4031.11;

4031.13—.14
. T im in g  D if fe r e n c e s ......................................4091A.02

COM PLETENESS
. A d e q u a te  D is c lo s u r e ..................................  1024.34
. D e fin e d  as Q u a lita t iv e  O b je c t iv e  . . . .  1022.15;

1024.22

C O M PO N EN TS OF A BUSINESS
. In c o m e  T a x  A l lo c a t io n ..........4091.05; U4091.019
. In te re s t  o n  R e c e iv a b le s /P a y a b le s  . . .4111.03

C OM PREHENSIVE ALLO C ATIO N
. A c c ru a l B a s is  ..................................................4091.30
. In c o m e  T a x  E xp e n se  R e c o g n it io n  . . . 4091.33
. In te rp e r io d  T a x  A llo c a t io n  ............ 4091.28—.31
. In v e s tm e n t C r e d i t s ......................U4091.106—.114
. M a tc h in g  P r in c ip le  . . . 4091.30; U4091.022—.023;

U4091.036
. R e c u r r in g  D if fe r e n c e s .................................4091.31
. R e v e rs a l o f  T im in g  D if fe re n c e s  .. . .4 0 9 1 .2 8 — 

.29; U4091.038-.047; U4091.065-.070
. T a x  E ffe c ts , R e c o g n it io n  ...............4091.28—.29;

4091.33; U4091.022

C O M PUTER SOFTWARE
. In te rn a l D e v e lo p m e n t ................... 4211-3.06—.09
. P ro g ra m m in g  a n d  T e s t in g ..........4211-3.07—.09
. P u rc h a s e  o r  L ea se  ....................................4211-3.05
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

..............................................4211.31; 4211-3.01—.10

CONCEPTS— S ee B a s ic  C o n c e p ts

C O N D E M N A T IO N  PROCEEDINGS
. M o n e ta ry  T ra n s a c t io n s  .............................1041.04
. S e g m e n t o f  a B u s in e s s ...............................2012.02

CONDENSED IN C O M E  S TATEM EN TS
. H is to r ic a l S u m m a r ie s ................................. 1051.39
. In c o m e  a n d  O th e r  T a x e s  ..........................4081.18
. In te r im  F in a n c ia l I n fo r m a t io n ................ 2071.01;

2071.30—.33
. In te r im  F in a n c ia l S t a t e m e n t s ............... 2072.14

C O N FLIC T OF OBJECTIVES
. R e la tio n  to  F in a n c ia l A c c o u n t in g  . . . .  1022.16;

1024.13; 1024.38
. T r a d e - O f f s ........................................................ 1024.39

C O N
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C O N G LO M ER ATE C O M P A N IES — See
D iv e rs if ie d  C o m p a n ie s

C O NSENSUS
. R o le  in  G e n e ra lly  A c c e p te d  A c c o u n t in g

P r in c ip le s  . . . 1022.19; 1022.23; 1026.01; 1026.03 
. W r ite rs  o n  A c c o u n t in g  P r in c ip le s  . . . .  1028.05

CO N SER VATISM
. A c c ru a l f o r  L o s s  C o n t in g e n c ie s  . . . .  4311.82—

.84; 4311.87
. B a la n c e  S h e e t v. In c o m e

S ta te m e n t ................................................... 5581.04
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.17—

.18
. F o re ig n  E x c h a n g e  G a in s  o r  L o sse s  . . . .

............................................  1083.184; 1083.189—.191
. M o d ify in g  C o n v e n t io n ............... 1022.20; 1022.27;

1026.35
. P r o p e r t y  T a x  A c c o u n t in g ........................4081.12
. R e n e g o t ia t io n  R e fu n d s .............................4042.04
. S e le c t io n  o f  A c c o u n t in g  P o lic ie s  . . . .  9001.09;

9001.17
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

...................................................................... .. 1083.125
. T re a s u ry  S to c k  M e th o d  ......................U2011.189

C O N SID ER ATIO N
. A s s e t A c q u is it io n  ........................ 5121.04; 5141.01
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.11;

2062.52—.54
. E x c h a n g e s  o f  N o n m o n e ta ry  A s s e ts  . . .

............................................ 1041.04; 1041.22; 1041.25
. S to c k  Is s u e d  to  E m p lo y e e s ...................  4062.03;

4062.09—.10
. W a rra n ts ,  D e ta c h a b le .............................. 5516.15

C O N SISTENC Y
. C o n d it io n  fo r  F a ir P re s e n ta t io n  .......... 1027.15
. D e fe r re d  T a x e s
. . A m o r t i z a t io n ...........................................U4091.067
. . C o m p u ta t io n ...........................................U4091.060
. D e p re c ia t io n  M e th o d s ............... 9004.08; 9004.14
. E a rn in g s  p e r  S h a re  ......................................2011.02
. E v a lu a tio n  o f  P r in c ip le s ...................  1029.04— .05
. E xp e n se  R e c o g n it io n ..................................  1026.25
. F a c to r  in  C o m p a ra b i l it y  .......... 1024.26; 1051.14
. F isca l P e r io d  D i f f e r e n c e s ..........................9003.27
. F u n d a m e n ta l A c c o u n t in g

A s s u m p t io n ................. 9001.07; 9001.16; 9008.14
. In v e n to r y  P r ic in g ................. 5121.14— .15; 9002.29
. In v e s tm e n t C re d it  ....................................U4094.020
. J u s t i f ic a t io n  fo r  A c c o u n t in g

C h a n g e ...................................................1051.15—.17
. R ea l a n d  P e rs o n a l P ro p e r ty  T a x e s  . . . 4081.13
. R e p o r t in g  P e r io d s  ........................................ 9003.15
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 9009.05 
. S e g m e n t In fo r m a t io n  .............................  2081.067

C O N SO LID ATED  F IN A N C IA L  
IN FO R M A T IO N

. D e f in i t i o n ......................................................... 2081.006

. S e g m e n ts  o f a B u s in e s s ............  2081.006—.008;
2081.060; 2081.063-.067

C O N SO LID ATED  F IN A N C IA L  
STA TE M E N TS

. A c c o u n t in g  P o l i c ie s .......... 2045.01—.16; 9003.39;
9003.46—.50

. A c q u is it io n  D a t e s .........................................  2051.09

. B a n k s ................................................. 2051.04; 2081.055

. C h a n g e  in  R e p o r t in g  E n t i t y ..................... 1051.12

. C o m p a r is o n  w ith  C o m b in e d  . . . .2 0 5 1 .2 1 —.22

. C o n d it io n s  fo r  C o n s o l id a t io n ............... 2051.03;
5131.14; 9003.34— .39

. C o n t r o l— S ee C o n tro l

. C o rp o ra te  R e a d ju s tm e n ts ............  5581.06—.07

. C o s t M e th o d  fo r  S u b s id ia r ie s  . . . 2051.18—.20;
9003.19.—.20

. D e f in i t i o n ..........................................................  9003.04

. D e s c r ip t io n  .......................................................5131.04

C O N

C O N S O L ID A T E D  F IN A N C IA L  
S T A T E M E N T S — c o n t in u e d

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.04;
2062.10; 2062-1.01—.06

. D is c lo s u re  o f  C o n s o lid a t io n  P o lic y  . . . .
.......... 2051.06; 9003.33; 9003.38-.39; 9003.46-.49

. D is p o s a l o f  S u b s id ia ry  ............  1041.28; 2051.11;
9003.16

. 'D o m e s t ic  In te rn a t io n a l S a les
C o r p o r a t io n .................  4095.09; U4095.001—.005

. E a rn e d  S u rp lu s , S u b s id ia r ie s ..............  2051.01;
2051.08; 9003.33

. E a rn in g s  p e r  S h a r e ...................  2011.06; 2083.07;
2083.12; U2011.070; U2011.334-.340

. E ffe c t iv e  D a te  o f  S e c tio n  ........................  9003.52

. E ffe c t iv e  T a x  R a t e s ........................  2071-1.83—.85
. E q u ity  M e th o d — See E q u ity  M e th o d
. F in a n c e  C o m p a n ie s ................. 2051.04; 2081.055
. F in a n c in g  a n d  In v e s tin g  A c t iv i t ie s ..........

2021.08—.15; 9007.12—.17
. F isca l P e r io d  D if fe r e n c e s ........................  2051.05;

5132-4.01—.08; 9003.15; 9003.47
. F o re ig n  S u b s id ia r ie s  ......................... 1081.08—.09
. . C o n s o lid a t io n  P o l ic y .............. 2081.055; 9003.35
. . C u r re n t  R a te  M e th o d  ........................  1083.145
. . E l im in a t io n  o f  W r i te - U p s ...................... 4072.01
. . E x c h a n g e  R a te s  ................. 1083.031; 1083.034;

1083.038—.052; 9003.33
. . M in o r i ty  I n t e r e s t s ...................................  1083.043
. . O b je c t iv e  o f  T r a n s la t io n ...........  1083.080—.082
. . P r ic e -L e v e l R e s ta te m e n ts  .1071.45
. . R e a liz a t io n  o f E x c h a n g e

G a in s /L o s s e s  ....................................... 1083.187
. . T ra n s la t io n  o f F in a n c ia l

S t a t e m e n t s ........................  1083.002; 1083.010;
1083.229-232; 1083-1.0 1 -.0 6  

. F u n d s  S ta te m e n ts  . . . 2021.08—.15; 9007.12—.17 

. In c o m e  S ta te m e n t P re s e n ta t io n  . . . 2051.10—
.11; 9003.43—.45

. In c o m e  T a x e s

. . In te r c o m p a n y  P ro f its  ............................ 2051.16

. . U n d is t r ib u te d  E a rn in g s  o f
S u b s id ia r ie s .......... 4095.01—.03; 4095.07—.14;

9003.14
. In s u ra n c e  C o m p a n ie s  .................  1083-1.01—.06;

2051.04; 2081.055
. In te rc o m p a n y  T ra n s a c t io n s — See 

In te rc o m p a n y  T ra n s a c t io n s
. In v e s tm e n t C r e d i t s ......................U4094.024— .025
. In v e s tm e n t in  P a re n t b y  S u b s id ia ry  . . .

...........................................................................  2051.12
. J o in t  V e n tu re s , C o rp o ra te  .................  2081.007;

5131.16
. L ea se s  B e tw e e n  R e la te d  P a r t ie s ............

4053.030—.031
. L oss  C a r r y fo rw a rd s ,  P u rc h a s e d

S u b s id ia r ie s ................. 4091.48; U4091.103—.105
. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.03;

5132.09; 5132.15; 5132.18—.20; 5132-4.01—.08 
. M in o r i ty  In te re s ts — S ee M in o r i ty  

In te re s ts
. N e e d  fo r  C o n s o l id a t io n ...................  9003.05—.07
. N o n p u b lic  E n te r p r is e s ......................  2083.01—.16
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

.......................................................................... 6021.054
. O m is s io n  o f  S u b s id ia r y ..........5131.04; 9003.08—

.10; 9003.36— .37; 9003.40—.41; 9003.47-.49 
. P a re n t C o m p a n y — S ee P a re n t 

C o m p a n y
. P a re n t C o m p a n y  S ta te m e n ts — See 

P a re n t C o m p a n y  S ta te m e n ts  
. P o lic y  . . . 2051.04; 2081.055; 5131.04; 9003.08—.10;

9003.34— .39
. P r in c ip le  o f  F in a n c ia l S ta te m e n t

P re s e n ta t io n  ..............................................  1027.22
. P ro c e d u re s  fo r  C o n s o lid a t io n  ...9 0 0 3 .1 1 —.18

Copyright©1978, American Institute o f Certified Public Accountants, Inc.



AC Topical index
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C O N S O L ID A T E D  F IN A N C IA L  
S T A T E M E N T S — c o n t in u e d

. P u rc h a s e  o f  S u b s id ia ry  .......... 2051.10; 9003.13;
9003.16; U1091.025-.031; U1091.099-.102

. P u r p o s e ............  1083.087—.088; 1083.094; 2051.02;
9003.01

. S a le  o f  S u b s id ia r y ........................  1041.28; 2051.11

. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  1091-1.03

. S c o p e  o f  S ta te m e n t ...........................9003.01—.03

. S e g m e n ts  o f  a B u s in e s s ............  1083.056—.064;
1083.067; 2081.006; 2081.042; 2083.07; 2083.12

. S te p -b y -S te p  A c q u is i t io n ........................  2051.09;
U5141.003-.006

. S to c k  D iv id e n d s . S u b s id ia r ie s ............... 2051.17

. S u b s id ia r ie s ’ S e c u r it ie s  ...............2011A.20—.24;
U2011.154-.155; U2011.334— .340 

. S u b s id ia ry  D e f in e d  . . .  5131.03; 9003.04; 9005.05

. S u b s id ia ry  S h a re s  D is t r ib u te d  ..............1041.23

. T a x  E ffe c ts , U n d is t r ib u te d  E a rn in g s  . . .
............ 4095.07—.14; 9003.14; 9003.29; U4091.020

. T im in g  D if fe r e n c e s ......................................4091A.04

. U n c o n s o lid a te d  S u b s id ia r ie s  ............... 1027.23;
2051.18—.20; 2081.006—.007; 2081.082; 5131.14;

9003.08—.10; 9003.47-.49 
. U n in s u re d  R is k s ............................................. 4311.27

C O N S T R U C T IO N — S ee C o n s tru c t io n -  
T y p e  C o n t r a c ts

C O N S T R U C T IO N  P E R IO D  C O S TS
. T im in g  D i f fe r e n c e s ......................................4091A.05

C O N S T R U C T IO N -T Y P E  C O N T R A C T S ------
4031.01—.16

. B ill in g s , In te r im  ............................................. 4031.02

. C h a n g e  in  M e t h o d ......................  1051.09; 1051.14;
1051.27—.28

. C o m m itm e n ts ..................................................4031.16

. C o m p le te d - C o n t r a c t  M e th o d  . . . 4031.09—.14 

. D is c lo s u re  o f  A c c o u n t in g  P o lic ie s  .. .2 0 4 5 .1 3  

. I l lu s t r a t io n ,  C h a n g e  in  P r in c ip le  . . . 1051 B.01— 
.04; U1051.003-.004

. In te r e s t  o n  A d v a n c e s  .................................4111.03

. In te r im  F in a n c ia l S t a t e m e n t s ............... 2071.11

. L o s s e s  ( S - 6 E ) ..................................  1027.10; 2071.11

. P e rc e n ta g e  o f  C o m p le t io n  M e th o d  . . .
.................................................................... 4031.04—.08

. R e im b u rs a b le  C o s ts  ( M - 6 E ) ...................  1027.10

. R e v e n u e  M e a s u re m e n t ( M - 1 F ) ............  1027.07

. R e v e n u e  M e a s u re m e n t ( M - 6 E ) ............  1027.10

. R e v e n u e  R e c o g n it io n .................  1026.16; 1026.38

. R e v e n u e  R e c o g n it io n  ( S - 6 E ) .................  1027.10

. S e le c t io n  o f  M e th o d  o f A c c o u n t in g  . . .
.............................................................................4031.15

. T ra n s a c t io n  D a t e .......................................  1083.027
C O N S T R U C T IV E  R E T IR E M E N T

. C o r p o r a t io n 's  O w n  S t o c k ............... 5542.13—.14
C O N S U M E R  P R IC E  IN D E X

. A d ju s tm e n t  o f  P e n s io n  B e n e f its  . . . .  4063A.07

. B a s is  o f  Is s u e  .................................................. 1071.31

. P r ic e -L e v e l C h a n g e s ....................................1071.09
C O N S U M P T IO N

. D e f in it io n , E c o n o m ic ..................................  1023.10

. In v e n to r y  D e f in i t io n ......................................9002.04

. L e s s -D e v e lo p e d  E c o n o m ie s .................... 1023.11
C O N T IN G E N C IE S

. A lte rn a t iv e  P ra c t ic e s  . . . .  4311.05—.06; 4311.55;
4311.101

. B a c k g ro u n d  In fo r m a t io n  ...............4311.46—.54

. B a s is  fo r  C o n c lu s io n s  ...................  4311.55—.104

. C a ta s t ro p h e s — S ee C a ta s t ro p h e s

. C h a n g e s , A c c o u n t in g  ..............4311.20; 4311.104;
4311-1.08; 4312.01—.02; 4312.10

. C o n d it io n s  fo r  A c c ru a l o f  L o s s .......... 2014.05—
.06:4311.08; 4311-1.01—.03

. D e f in i t i o n ............................................................4311.01

. D e p r e c ia t io n ...................  4311.02; 4311.28; 4311.79

. D is c lo s u re  in  In te r im  P e r io d s ............... 2071.22;
2071.30

C O N TIN G EN C IES— c o n t in u e d
. D is c lo s u re  R e q u ire m e n ts ..............4311.09—.13;

4311.17-. 19; 4311.103; 4311 -1.03 -.07
. E ffe c t iv e  D a te  a n d  T r a n s i t io n ...............4311.20;

4311.104; 4311-1.08; 4312.01—.03; 4312.10—.11
. E q u a liz a t io n  o f  I n c o m e ................... 4311.14— .15;

4311.63-.66; 4311.92
. E s tim a te s  o f P ro p e r ty  T a x e s ..................4081.09
. E s t im a t io n  a n d  U n c e r t a in t y ..................4311.02;

4311.10; 4311.58; 4311-1.01—.08; 9008.11 
. E x a m p le s  o f  A p p lic a t io n  . . . .  4311.16; 4311.21—

.45:4311-1.04— .07
. E x a m p le s  o f  C o n t in g e n c ie s ....................4311.04
. G a in — S ee G a in  C o n tin g e n c ie s
. In c lu d e d  in  F in a n c ia l P o s i t io n .............. 1025.20
. In te re s t  o n  C o n t in g e n t  P a y m e n ts ..........

............... 5363.022—.023; 5363.032; 5363.036—.037
. Is s u a n c e  o f  C o m m o n  S h a r e s .............. 2011.09;

2011 D.06
. L o ss— S ee L o ss  C o n tin g e n c ie s  
. P a r t ia l A llo c a t io n ,  In c o m e  T a x e s  . . . .  4091.25
. P o o lin g  o f I n t e r e s t s ............. 1091.47; U1091.048—

.049; U1091.067—.073; U1091.119—. 132
. P r io r  P e r io d  A d ju s tm e n ts  ...........  2014.05—.06;

4311.08; 4311.104; 4312.02—.03
. P r io r  P e r io d  I t e m s ....................................... 9008.11
. P ro b a b i li ty — S ee P ro b a b le  E v e n ts
. P u b lic  H e a r in g ...............................  4311.53; 4311.97
. P u rc h a s e  M e th o d ............................... 1091.77—.86

R e s e a rc h  E f fo r t  o n  P r o je c t . . . 4311.49; 4311.91 
. R e se rve s , G e n e ra l o r  U n s p e c if ie d  . . . 4311.14
. R e s ta te m e n t o f  P r io r  P e r io d s  .............4311.20;

4312.06-.07; 4 312 .10 -.11
. S c o p e  o f  S ta te m e n t .......................... 4311.56—.58
. S u rv e y  o f M e m b e r  C o m p a n ie s .............4311.49
. T a s k  F o rc e  A p p o in te d ................................4311.47
. T e r m in o lo g y ................... 4311.01; 4311.09; 4311.90
. T ra n s it io n  M e t h o d ...................  4311.20; 4311.104;

4312.10—.11

C O N TIN G E N T ISSUANCE
. A n t i-D ilu t io n  ...................................................2011.30
. C o m p u ta t io n a l G u id e lin e s  ..........2011 A. 16—.19
. C la s s i f ic a t io n ..............................................U2011.308
. C o n v e r t ib le  S e c u r i t ie s ...............U2011.330—.333
. D e f in i t io n ......................................................... 2011D.06
. E a rn in g s  C o n d i t io n s ................... U2011.322—.329
. E a rn in g s  p e r  S h a re  C o m p u ta t io n  . . . 2011.27;

U2011.308-.312
. M a rk e t  P r ic e  G u a ra n te e s  . . . .  U2011.314— .321
. P o o lin g  o f  I n t e r e s t s ...................................... 1091.13
. P o te n t ia l D ilu t iv e  E ffe c t ............................ 2011.24
. P u rc h a s e  M e th o d ................................ 1091.77—.86
. R e s t a t e m e n ts ......................U2011.312; U2011.321
. T im e  o f  Is s u a n c e .................U2011.313; U2011.331

C O N TIN G E N T L IA B ILIT IE S — S ee a lso  
L oss  C o n tin g e n c ie s

. D is c lo s u re  R e q u ire m e n ts  . . . .1 0 2 7 .2 6 ; 9005.10

. In te re s t  o n  C o n t in g e n t  P a y m e n ts ..........
............................................................... 5363.022—.023

R e s t ru c tu re d  D e b t ................. 5363.018; 5363.026
. S u b c o n t r a c to r s ’ C la im s ............................ 4043.28
. T a x  o n  U n d is t r ib u te d  E a r n in g s ............  4095.07

C O N TIN G E N T RENTALS
. A c c o u n t in g  b y  L esse e s  . . . .  4053.012; 4053-1.03
. A c c o u n t in g  b y  L e s s o r s .................  4053.017— .018
. D is c lo s u re  R e q u ire m e n ts  .....................4053.016;

4053.023

C O N T IN U IN G  OPERATIONS
. D is c lo s u re  R e q u ire m e n ts ...............2012.08—.09;

2014.15; 2012.26; U2012.011—.012 
. E a rn in g s  p e r  S h a re  . . . 2012.07; 2012.09; 2012.26 
. In c o m e  S ta te m e n t C la s s if ic a t io n  . . . .  2012.05
. " O r d in a r y ”  In c o m e  o r  L o s s ............... 2071-1.05
. P r io r  P e r io d  A d ju s tm e n ts  . . . .  2014.13; 2014.15

CONTRACTORS
. A c c ru a l f o r  U n in s u re d  L o s s e s ...............4311.88
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C O NTRACTO RS— c o n t in u e d  
. C o n s tru c t io n -T y p e  C o n tra c ts  . . .4031.01—.16 
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.01—

.22
. S u b c o n t r a c to r s ’ C la im s  .................  4043.24— .30
. T e rm in a te d  W a r a n d  D e fe n se

C o n tra c ts  ............................................ 4043.01—.32
CO N TR AC TS

. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .
.............................................................................1091.88

. A n n u it ie s , G r o u p ...............  4063.40— .41; 4063A.14;
U4063.131-.145; U4063.200-.201 

. A n n u it ie s , In d iv id u a l . . . 4063.40—.41; 4063A.23— 
.24; U4063.131—.145

. A n n u it ie s , S in g le - P r e m iu m .....................4063A.34

. A n n u it ie s , V a r ia b le  . . . 4063.33; U2021.007—.009;
U4063.109-.112

. B o r ro w in g — See B o r ro w in g  C o n t r a c t

. C o n s t r u c t io n - T y p e ............................. 4031.01—.16

. D e b t— S ee D e b t 

. D e fe n s e — S ee D e fe n s e  C o n tra c ts

. D e fe r re d  C o m p e n s a t io n .................4064.01—.03

. E x c h a n g e  o f  P la y e r  C o n tra c ts  ..............1041.07

. E x e c u to ry — S ee E x e c u to ry  C o n tra c ts

. F in a n c in g  A g r e e m e n ts .......... 2033.04; 2033.11—
.14; 2033.23—.29; 2033.34— .50; 2033-1.01—.05 

. F o rw a rd  E x c h a n g e — S ee F o rw a rd  
E x c h a n g e  C o n tra c ts

. In s u ra n c e  P re m iu m s  as D e p o s i t s ..........
4311.44— .45

. In te re s t  o n  R e c e iv a b le s /P a y a b le s  . . . .
4111.01—.16

. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.07;
5132-5.02; 5132-5.06 

. N e t L o s s e s  o n  In s u ra n c e  P o lic ie s  . . . .  4311.96

. N u c le a r  F u e l ...............................  4053.001; 4053.064

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
....................................  6021.011; 6021.053; 6021.056

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
. . . .4211.02; 4211.11; 4211.29; 4211-3.07; 9009.02 

. S a le s— S ee S a le s  C o n tra c ts

. S e r v ic e ............................................................. 4053.001

. T a k e - o r - P a y ...................................................  4053.064

. T e rm in a te d  W a r a n d  D e fe n s e  . . .  4043.01—.32
C O N TR AC TS, COST-PLUS-FIXED-FEE—

S ee C o s t-P lu s -F ix e d -F e e  C o n tra c ts
C O N TR AC TS, G O VER NM EN T— See C o s t-  

P lu s -F ix e d -F e e  C o n tra c ts ,  
R e n e g o t ia t io n , a n d  T e rm in a te d  W a r a n d  
D e fe n s e  C o n tra c ts

C O N TR AC TS, LONG-TERM
. A d ju s tm e n t o f  A c c ru a ls  ........................... 2012.23
. D is p o s a l o f  S e g m e n t ................................... 2012.16
. E x c h a n g e  G a in s  o r  L o s s e s ...................  1083.118
. In te re s t  o n  R e c e iv a b le s /P a y a b le s  . . . .

4111.01—.16
. T im in g  D if fe r e n c e s .....................................4091A.02

C O N TR IB U TIO N S
. D e f in e d -C o n tr ib u t io n  P la n s  ..................4063,38;

U4063.130
. D e f in it io n , P e n s io n  P la n s ...................... 4063B.15
. In s u re d  P e n s io n  P la n s ..............U4063.131—.145
. N o n m o n e ta ry  A s s e ts  .................................1041.06
. T a x  C a r r y o v e r s ........................  4091.52; U4091.071

C O N TR IB U TIO N S , AC TU A R IAL COST 
M ETHODS

. A c c ru e d  B e n e f it  C o s t M e t h o d ............ 4063A.12

. A g g re g a te  M e t h o d .....................................4063A.28

. E n tr y  A g e  N o rm a l M e th o d  ...............   4063A.16;
4063A.18; 4063A.20

. In d iv id u a l L e ve l P re m iu m  M e th o d  . . . .
.......................................................................................... .4063A.25

C O N TR O L
. C o n d it io n s  fo r  C o n s o l id a t io n ...............2051.03;

2051.09; 9003.08; 9003.34-.39 
. D e f in it io n  ......................................... 5131.03; 9003.04

CO NTRO L— c o n t in u e d
. P e rs o n a l H o ld in g  C o m p a n y  . . . . . U1091.112—

.114
. P r in c ip a l S to c k h o ld e r  D e fin e d  . . . .  U4062.001
. S ig n if ic a n t I n f lu e n c e .................  1027.23:2083.09;

5131.17; 5132.01; 9003.06; 9003.23
. S u b s t i tu t io n  o f D e b to rs  ........................  5363.042
. T a x  C o n s e q u e n c e s  o f E v e n ts ............ 4091-1.04;

4091-1.10; 4095.06— .08; 4095.12; 4095.23;
4095.28

. T ra n s fe r  in B u s in e s s  C o m b in a t io n  . . . .
........................................... 1091.18; 1091.47; 1091.93

. U n u s u a l E v e n ts ..............................................2012.21

C O N VEN IEN C E OF THE G O VER NM EN T
. D e f in i t io n ..........................................................4043.10

C O N V E N TIO N A L F IN A N C IA L
STATEM EN TS — See H is to r ic a l-D o lla r  
F in a n c ia l S ta te m e n ts

C O N V EN TIO N S, M O D IFY IN G — See
M o d ify in g  C o n v e n t io n s

CONVERSION COSTS
. D e f in i t io n ..........................................................  9002.04
. P ro d u c t io n  O v e rh e a d  . . . .  9002.08—.11; 9002.21

CONVERSION FACTORS
. P r ic e -L e v e l R e s t a t e m e n ts ................... 1071C.06

CONVERSION OF DEBT
. A lte rn a t iv e  M e th o d s  .............................U2011.252
. C ash  P a y m e n t a t  C o n v e rs io n  . . . ,U2011.249—

.252
. C o m p a re d  to  E x t in g u is h m e n t . . . 5362.02—.03;

U5362.001-.003
. C o n v e rs io n s  D u r in g  P e r io d  . . . U2011.151—.153
. C o n v e r t ib le  D e b t ...........................................5516.02
. D is c lo s u re  in  F u n d s  S ta te m e n ts  . . . .  2021.14;

9007.10
. N o n re c ip ro c a l T ra n s fe r  ........................... 1027.08
. S h a re s  Is s u e d  o n  C o n v e r s io n ................ 2011.20;

U2011.045;U2011.092

CONVERSION O PTIO N
. A l lo c a t io n  o f P ro c e e d s  ............5516.10; 5516.17
. A lte rn a t iv e  C h o ic e s  ................... 5516.05; 5362.11
. C o n v e rs io n  In to  C o n v e r t ib le s  . . . .  U2011.154—

.157
. C o n v e rs io n  In to  N o n c o n v e r t ib le s ..........

............................................................ U2011.154— .157
. D e la y e d  E f fe c t iv e n e s s ..........2011A.11; 2011A.13;

U2011.035-.037; U2011.122-.123
. E s t im a t io n ..................................................  5516.09
. H o ld e r  o f  C o n v e r t ib le  D e b t .................... 5516.01;

5516.03
. In s e p a ra b il i ty  . . . .  5362.11; 5516.05—.06; 5516.10
. In v e s tm e n t V a lu e  T e s t ........................ .. . 2011.32
. Is s u e r o f  C o n v e r t ib le  D e b t .......................5516.02
. M a t e r ia l i t y ........................................................ 5516.09
. P r ic e -L e v e l R e s t a t e m e n ts .......................1071.23
. S e p a r a b i l i t y ......................................... . 5516.07—.09
. T e r m in a t io n ......................................................5516.02
. V a lu a t io n ...............2011D.09; 5516.06-.07; 5516.09

CONVERSION PRICES
. A n t i-D ilu t io n  P ro v is io n s  ...........................5516.01
. C o n v e r t ib le  D e b t .................................... .. . 5516.01
. D e f in i t io n .........................................................20 11D.07
. D is c lo s u re  R e q u ire m e n ts ......................... 2011.19
. M a rk e t  P r i c e s ................................................. 2011.31
. M a rk e t  V a lu e , C o m m o n  S t o c k ...........5516.01—

.03

CONVERSION RATE
. A l te rn a t iv e  C h o ic e s  ................... U2011.251—.252
. C h a n g e s  in  R a te  . . .  2011.31; 2011.44; 2011A.11— 

.12; U2011.035-.037; U2011.341-.343
. C o m p u ta t io n a l G u id e lin e s  ..........2011A.12—.13
. D e f in i t i o n .........................................................2011D.08
. F o re ig n  C u r re n c y  ...................  1083.067; 1083.227
. S to c k  Issu e d  to  E m p lo y e e s .....................4062.11

C O N Copyright©1978, American Institute o f Certified Public Accountants, Inc.
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CO N VER SIO N  RIGHTS
. D e te rm in a t io n  o f  R e s id u a lity  ................ 2011.08
. D is c lo s u re  R e q u ire m e n ts ........................  9005.14

CO N VER SIO N  VALUE
. D e f in i t io n ......................................................... 2011D.09
. M a rk e t  P a r it y  T e s t ........................................ 2011.32

C O N VER TIBLE DEBT
. A c c o u n t in g  C o n c e p ts  .....................  5516.04— .09
. A c c o u n t in g  fo r  P r o c e e d s ......................... 5516.10
. A d v a n ta g e s  to  Is s u e r ...................................5516.02
. A d v a n ta g e s  to  P u r c h a s e r ......................... 5516.03
. A f f i l ia te d  C o m p a n ie s ................................... 5516.01
. A llo c a t io n  o f  P r o c e e d s ...............................5516.08
. A n t i-D i lu t io n  P r o v is io n s ............................ 5516.01;

U2011.145-.146
. A s s u m e d  P u rc h a s e  o f D e b t ..........U2011.265—

.266
. C a ll o n  S t o c k .....................................................5516.01
. C a s h  P a y m e n t a t  C o n v e r s io n ............... 2011.37;

U2011.024; U2011.116; U2011.162; U2011.230— 
.235; U2011.249-.252 

. C a s h  Y ie ld  T e s t . . . 2011.33— .34; U2011.135-.140

. C h a r a c te r is t ic s ................................................2011.31

. C o m m o n  S to c k  E q u iv a le n ts .................  2011.27;
U2011.017-.018; 5362.15

. C o n t in g e n t  Is s u a n c e  .................U2011.330—.333

. C o n v e rs io n , F o r c e d ......................................5516.02

. C o n v e rs io n  in to  C o n v e r t ib le s  . . . .  U2011.154—
.157

. C o n v e rs io n  o f  D e b t ...................  1027.08; 5516.02;
5362.02—.03

. C o n v e rs io n  O p t io n , Im p o r t a n c e ..........5516.06

. C o n v e rs io n  P r i c e ...........................................5516.01

. C o n v e rs io n  R a te  C h a n g e s  . . .  U2011.341—.343

. D a te  E f f e c t iv e .................................................. 5516.17

. D e b t w ith  S to c k  W a rra n ts  ....................... 5516.11

. D e f in i t i o n ............................................................5516.01

. D e la y e d  C o n v e r t ib i l i ty  . . . . . . .  U2011.035— .037

. D if fe re n c e s  o f  O p in io n  ...............................5516.04

. E q u ity  C a p i t a l .................................................. 5516.02

. E q u iv a le n t to  W a r ra n ts  ........................U2011.024;
U2011.031

. E s t im a t io n ,  C o n v e rs io n  O p t io n ............ 5516.09

. E x c lu d e d  as E q u ity  S e c u r i t y .................  5132.07;
5132.33

. E x t in g u is h m e n t ...................  5362.11—.15; 5362.21

. E x t in g u is h m e n t G a in s /L o s s e s ................ 2013.04

. F in a n c ia l P la n n in g ........................................ 5516.02

. F in a n c in g  C o s t ................................................5516.06

. Im p le m e n ta t io n  D i f f i c u l t ie s ..................... 5516.09

. In s e p a ra b il i ty  o f  C o n v e rs io n  O p t io n  . . .
..................................  5362.11; 5516.05—.06; 5516.10

. In te r e s t  E x p e n s e  ...........................................2011.20

. In te re s t  R a te s  ......................4111.04; 5516.01—.02

. In v e s tm e n t F e a tu r e s ....................................5516.06

. Is s u a n c e  in  P a c k a g e  ...............................U2011.137

. L ea se s , C o m p a r is o n  ....................................5516.07

. M a rk e t  v . C a ll P r i c e ....................................  5362.15

. M o n e ta ry  L ia b i l i ty  .........................................1071.34

. P re m iu m  o n  D e b t ...........................................5516.16
. P r ic e -L e v e l R e s t a t e m e n ts ........................1071.23
. P r io r  P e r io d  A d ju s tm e n ts ..........................5516.18
. P ro c e e d s  f r o m  Is s u a n c e  . . . .  5516.02; 5516.10;

5516.17
. P r o te c t io n  o f  D e b t S e c u r ity  ...................5516.03
. R e d e m p tio n  O p t io n ...................................... 5516.03
. R e t i r e m e n t .......................................U2011.246—.248
. R e t ro a c t iv e  A p p lic a t io n  ............................ 5516.17
. S e p a ra b il i ty  o f  C o n v e rs io n  O p t io n  . . . .

5516.07—.09
. S in g le -E le m e n t V ie w  ........................  5516.05— .06
. S to c k  Is s u e  o n  C o n v e rs io n  . . . 5516.03; 5516.12
. S u b s id ia r ie s ’ S e c u r i t ie s ............ U2011.154— .155
. S u r re n d e r  o f  D e b t S e c u r i t y ..................... 5516.14
. T e r m in a t io n  o f  C o n v e rs io n  O p t io n  . . . 5516.02 
. T e rm s  D e f in e d ............................... U2011.132—.133
. T im e  o f  Is s u a n c e  . . . .  5516.04; U2011.117—.120;

U2011.331

CONVERTIBLE DEBT— c o n t in u e d  
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . .  1083.040
. T w e n ty  P e rc e n t T e s t .................U2011.258—.260
. T y p e s  o f  D e b t S e c u r it ie s  ........................ 5516.16
. U n c e r ta in t ie s .................................. 5516.06; 5516.08
. V a lu a tio n  o f  C o n v e rs io n  O p t io n  . . . .  5516.06—

.07; 5516.09
. W a rra n ts  N o t D e ta c h a b le  ....................... 5516.14
. W a rra n ts  to  P u r c h a s e ...............U2011.290—.294

CONVERTIBLE PREFERRED STOCK
. A n t i - D i lu t io n .................................... U2011.143—.144
. C a s h  P a y m e n t a t  C o n v e r s io n ............... 2011.37;

U2011.024; U2011.116; U2011.162; U2011.230- 
.235; U2011.249—.252 

. C ash  Y ie ld  T e s t . . . 2011.33—.34; U2011.135-.140

. C h a r a c te r is t ic s ............................................... 2011.31

. C om m on  S to c k  E q u iv a le n ts  ...................2011.27

. C o n t in g e n t  Is s u a n c e  .................U2011.330—.333

. C o n v e rs io n  R a te  C h a n g e s  ...U 2011 .341—.343

. E x c lu d e d  as E q u ity  S e c u r i t y .................  5132.07;
5132.33

. Is s u a n c e  in  P a c k a g e  ...............................U2011.137

. Issu e d  to  E m p lo y e e s ................................... 4062.11

. S u b s id ia r ie s ' S e c u r it ie s  ..........U2011.154— .155;
U2011.334.—.340

. T e rm s  D e f in e d ................................U2011.132—.133

. T im e  o f  Is s u a n c e  ...U 2011 .117—.120; U2011.331 

. T w e n ty  P e rc e n t T e s t ................. U2011.258—.260

CO-OPERATIVE O R G AN IZATIO NS
. F u n d s  S ta te m e n ts  ......................U2021.005—.006
. N o n p u b lic  E n te rp r is e s  .............................  2083.08

COPYRIGHTS
. L ic e n s in g  A g r e e m e n ts ...............................4053.001

CORPORATE A C C O U N TIN G
. D iv e rs ity  o f  P r a c t i c e ...................................... 510.04
. E v o lu t io n .............................................................. 510.02
. J u d g m e n t o f  R e s u l ts ...................................... 510.01
. S ig n if ic a n c e  o f  In c o m e  S ta te m e n t . . . .  510.03 
. U n i f o r m i t y ............................................................510.04

CORPORATE JO IN T  VENTURE— S ee
J o in t ly  O w n e d  C o m p a n ie s

CORPORATE READ JU STM EN TS
. A d ju s tm e n t,  C a r ry in g  A m o u n ts  .......... 5581.03
. A d ju s tm e n t,  P ro v is io n s  fo r  L o s s e s  o r

C h a r g e s ..........................................................  5581.05
. A s s e t W r i te - D o w n s ....................................... 5581.04
. C a p ita l S u rp lu s  C o r re c t io n s  .................  5581.12
. C a p ita l S u rp lu s  R e s t r ic t io n s  .................  5581.11
. C a p ita l S u rp lu s  R u le  ..................................  5581.01
. C o n s e n t o f  S h a r e h o ld e r s ........................  5581.03
. C o n s e r v a t is m ................................................. 5581.04
. D a t in g  E a rn e d  S u rp lu s  .............................  5581.10
. D is c o n t in u a n c e , D a t in g  E a rn e d

S u r p lu s ................................................... 5582.01—.02
. E ffe c t iv e  D a t e ...........................   5581.08
. F a ir  V a lu e  o f  A s s e t s ................................... ..5581.04
. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  ...1 04 1 .0 5 ;

1041.10—.12; 1041.23
. O p e ra t in g  L o ss  C a r r y f o r w a r d s ............  4091.49;

U4091.098—.102
. P ro b a b le  L o sse s  o r  C h a r g e s .................  5581.05
. P ro c e d u re  a f te r  R e a d ju s tm e n t . . . .  5581.09—

.12
. P ro c e d u re  in  R e a d ju s tm e n t .......... 5581.03—.08
. S u b s id ia r ie s ' E a rn e d  S u rp lu s  . . . .  5581.06—.07
. T ro u b le d  D e b t R e s t r u c tu r in g s ............  5363.010
. W r ite -O ffs  A g a in s t E a rn e d  S u rp lu s  . . . 5581.06

CORPORATIONS
. A n n o u n c e m e n ts , S to c k  S p lit-U p s  ...5 56 1 .1 1
. B u s in e s s  C o m b in a t io n s ....................1091.01—.99
. D o m e s t ic  In te rn a t io n a l S a les

C o rp o ra t io n  . . . 4091-1.03; 4095.09; U4095.001-
.005

. E a rn in g s  p e r  S h a re  P re s e n ta t io n  ..........
2011.05—.06; 2083.01—.16; U2011.068— .071

C O RAICPA Professional Standards
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CO RPO RATIO NS— c o n t in u e d  
. In i t ia l  P u b lic  D is t r ib u t io n ............... 1051.29—.30;

2083.13
. J o in t  V e n tu re s — S ee J o in t ly  O w n e d  

C o m p a n ie s
. N o n p u b lic  E n te r p r is e s ...................... 2083.01—.16
. P r in c ip a l S to c k h o ld e r  D e fin e d  . . . .  U4062.001 
. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .

.............................................................. U4062.001-.006
. P u b lic ly  T ra d e d  C o m p a n ie s  .................  2071.06;

2071.08; 2071.30—.33 
. P u b lic ly  T ra d e d  C o rp o ra t io n s  ............  2072.01;

2072.14
. R e p re s e n ta t io n s , S to c k  D iv id e n d s  o r

S p l i t - U p s ........................................................ 5561.16
. S to c k  Is s u e d  to  E m p lo y e e s  ..........4062.01—.20
. S to c k h o ld e rs ' In c o m e ...............................  5561.06
. S u b c h a p te r  S, E a rn in g s  p e r  S h a re  . . . .

........................................................................U2011.081

COST
. A b n o rm a l o r  E x c e s s iv e .............................  4071.09
. A c c o u n t in g — S ee C o s t A c c o u n t in g  
. A llo c a t io n — S ee A llo c a t io n  o f  C o s t
. A r b i t r a r y  A s s ig n m e n t ................................ 2071.15
. A s s e t V a lu a t io n  . . . .  1026.11; 1026.27; 1083.088— 

.090; 1083.108—.110; 1083.173-.180; 1083.227—
.228

. A s s o c ia te d  w ith  R e v e n u e ............... 1026.19—.21;
2071.13—.14

. A s s u m p t io n s ...................................................  1026.22

. A s s u m p t io n s  ( M - 1 B ) ..................................  1027.07

. A t ta c h m e n t  to  P ro d u c ts  S o ld ............... 1026.22

. B a se s  o f  A s s o c ia t io n ..................................  1026.22

. B a s is  o f  M e a s u re m e n t ...............................1041.18

. C a p ita l— S ee C o s t o f  C a p ita l 

. C e n te r— S ee C o s t C e n te r  

. C la s s if ic a t io n  fo r  In te r im  R e p o r ts  .. .2 0 7 1 .1 2  

. C o m p a re d  to  M a rk e t— S ee L o w e r o f 
C o s t o r  M a rk e t

. C o m p e n s a t io n  fo r  S to c k  Is s u e d  .. .4 0 6 2 .1 0 —
.11

. C o m p le te d  C o n t r a c t  M e th o d  . . .  4031.09—.14 

. C o n v e rs io n — See C o n v e rs io n  C o s ts

. D e b t R e s t r u c tu r in g .................  5363.024; 5363.038

. D e f in it io n , A c c o u n t in g  .............................  1026.28

. D e f in it io n , E c o n o m ic ..................................  1023.26

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.01—
.55; 2062-1.0 1 -.0 6

. E x e c u to ry — S ee E x e c u to ry  C o s ts

. E x p e n s e  R e c o g n it io n  ( M - 6 C ) .................  1027.10

. E x p e n s e  R e c o g n it io n  ( S - 6 C ) .................  1027.10

. E x p ira t io n  .....................................................  1026.11

. F in a n c in g  L ea s e s  .......................................4053.018

. F u n d a m e n ta l A c c o u n t in g
A s s u m p t io n s  ................................................9001.07

. F u n d s  S t a t e m e n t ...........................................9007.07

. G e o lo g ic a l a n d  G e o p h y s ic a l— See 
G e o lo g ic a l a n d  G e o p h y s ic a l C o s ts  

. G ro u p  o f  A s s e ts  A c q u ire d
[M - 1A (2 ) ] ...................................................... 1027.07

. H is to r ic a l— S ee H is to r ic a l  C o s t 

. In d ire c t ,  R e s e a rc h  a n d
D e v e lo p m e n t .............................  4211.02; 4211.11

. In te rs e g m e n t S a le s  o r  T ra n s fe rs  ...2 08 1 .0 7 7

. I r r e g u la r ly  O c c u r r in g  C o s ts  .................. 4311.81;
4311.87; 4311.94

. L e a s e d  P r o p e r t y ......................  4053.005; 4053.075;
4054.01—.09

. L e s s o rs ’ In i t ia l  D ire c t  C o s ts  ............... 4053.005;
4053.019; 4053.101; 4054.01-.09

. M a n u fa c tu r in g  ..............................................  1026.22

. M a rk e ta b le  E q u ity  S e c u r it ie s  . . . 5132.07—.10; 
5132.15; 5132-3.01—.05; 5132-5.01; 5132-5.09-

.10
. O il a n d  G as— S ee O il a n d  G as 

P ro d u c in g  C o m p a n ie s
. O p p o r t u n i t y ...................................................... 1026.28

COR

COST— c o n t in u e d
. P e rc e n ta g e  o f  C o m p le t io n  M e th o d  . . .

........................ .......................................... 4031.04— .08
. P e r io d .......................................................  2071.15—.17
. P re o p e ra t in g  ......................... 2062.02; 2062.35—.41
. P r in c ip le — S ee H is to r ic a l C o s t 
. P ro d u c t— S ee P ro d u c t  C o s t
. P u r c h a s e ........................................................... 9002.04
. R e c o v e ra b il ity  . . . .  2062.10; 2062-1.02; 2062-1.04
. R e c o v e ry — S ee C o s t R e c o v e ry  M e th o d  
. R e im b u rs a b le — See R e im b u rs a b le  

C o s ts
. R e p la c e m e n t— S ee R e p la c e m e n t 

C o s ts
. R e s e a rc h  a n d  D e v e lo p m e n t— See 

R e s e a rc h  a n d  D e v e lo p m e n t C o s ts
. S a le s -T y p e  L e a s e s ....................................  4053.017
. S e g m e n t In fo r m a t io n  P r o c e s s in g ..........

2081.068—.069
. S e g m e n t R e p o r t in g ..................................  2081.085
. S e rv ic e — S ee S e rv ic e  C o s t
. S ta r t -U p  ........................... 2062.09;2062.24;2062.41
. S y s te m a t ic  a n d  R a t io n a l A llo c a t io n  . . .

.......... 1026.23; 4211.48— .49; 4311 .78-79 ; 4311.98
. U n d e v e lo p e d  P ro p e r t ie s  . . . 6021.013; 6021.017
. U n e x p ire d  ........................................................ 1026.27
. U n it  o f  M e a s u re  . . . .  1083.088—.090; 1083.137—

.138

COST AC CO UN TIN G
. M a n u fa c tu r in g  C o s ts  ( M - 6 A ) .................  1027.10
. M a n u fa c tu r in g  C o s ts  (S -6 A ) .................  1027.10
. M e a s u re m e n t o f  P ro d u c t io n  (M -6 )  . . . .

...........................................................................  1027.10
. V a r ia n c e s  a t  In te r im  P e r io d s .................  2071.14

COST A C C O U N TIN G  STANDARDS 
BOARD

. R o le  in  E x tra c t iv e  In d u s tr ie s  TF  . . . .  6021.079

. U se o f  T e rm  “ In d u s tr y  S e g m e n t” ..........
........................................................................  2081.010

COST BASIS
. C o n t in g e n t  C o n s id e ra t io n  ............  1091.78—.80
. H is to r ic a l v. C u r re n t  V a lu e ..........1071D.02—.05
. In ta n g ib le  A s s e ts  . . .  5141.09; 5141.15; 5141.25—

.26
. In v e n to ry  P r ic in g  . . . 5121.04—.05; 5121.07—.08;

1051-1.01—.06
. M a rk e ta b le  E q u ity  S e c u r i t ie s ...............  5132.03;

5132.07; 5132.10; 5132.12; 5132.21; 5132-2.01— 
.04; 5132-3.01—.05; 5132-5.01; 5132-5.03;

5132-5.09—.10
. N o n m o n e ta ry  T r a n s a c t io n s .................  1041.09;

1041.14; 1041.18
. P e rs o n a l F in a n c ia l S ta te m e n ts  . . . .  5132-1.01 
. P u rc h a s e  M e t h o d ............... 1091.66—.69; 1091.91

COST CENTER
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

...............................................................  6021.067—.070

COST M ETHOD
. D e s c r ip t io n ............................. 5131.06; 9003.19—.20
. D iv id e n d s  R e c e iv e d  ...................  5131.06; 9003.20
. G e n e ra l P ra c t ic e  ........................................... 5131.05
. L im ita t io n s  o f  M e t h o d ...............5131.07; 5131.10
. L o s s e s  o f  In v e s te e s  ...........................5131.06—.07
. R e c o g n it io n  o f  E a r n in g s ............................ 5131.13
. U n c o n s o lid a te d  S u b s id ia r ie s  . . . .  2051.18— .20;

9003.19—.20

COST OF C APITAL
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.36

COST OF GOODS SOLD
. A s s o c ia t in g  C a u se  a n d  E ffe c t ............... 1026.21
. A s s u m p t io n s  R e la tin g  C o s t s .................  1026.22
. E xp e n se  R e c o g n it io n ..................................  1026.18
. E xp e nse  R e c o g n it io n  ( S - 1 G ) .................  1027.07
. F o re ig n  E x c h a n g e  R a te  C h a n g e  . . . .  1083.155
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COST OF GOODS SOLD— c o n t in u e d  
. In te r im  F in a n c ia l S ta te m e n ts  . . . 2071.13—.14
. In v e n to ry  L o sse s , D is c lo s u r e ............ 1083-2.10;

5121.14
. L IFO  E f f e c t s ..................................................... 1026.36
. P r ic e -L e v e l R e s ta te m e n ts  ....................... 1071.39

COST-O F-LIVING  INDEX
. A c tu a r ia l A s s u m p t io n s  ........................... 4063A.07

COST OR M A R K ET— S ee L o w e r  o f C o s t o r  
M a rk e t

COST-PLUS-FIXED-FEE CONTRACTS
. C a n c e lla t io n  a n d  T e r m in a t io n ............... 4041.08
. D is c u s s io n  ............................................. 4041.06—.09
. O f fs e t t in g  G o v e rn m e n t A d v a n c e s  . . . 4041.05;

4041.22
. R e c o g n it io n  o f In c o m e  . . . 4041.02; 4041.11—.18
. R e im b u rs a b le  C o s ts  a n d  F e e s ............... 4041.03
. R e im b u rs a b le  C o s ts  ( M - 6 E ) ................... 1027.10
. R e v e n u e  M e a s u re m e n t ( M - 6 E ) ............ 1027.10
. R e v e n u e  R e c o g n it io n  ( S - 6 E ) ................  1027.10
. S a le s  o r  R e v e n u e  A c c o u n t s .......... 4041.19—.20
. T it le  to  M a te r ia ls ........................... 4041.07; 4041.16
. U n b ille d  C o s ts  a n d  F e e s .......... 4041.04; 4041.21

COST RECOVERY M ETHOD
. D e g re e  o f  C o l le c t a b i l i t y ............ 4020.01; 4311.23
. D iv id e n d s  in  E xce ss  o f  C o s t ................... 9003.20
. M e a s u r in g  R e v e n u e  a n d  E xp e nse s

[M - 1 F (1 ) ] ...................................................... 1027.07
. R e v e n u e  a n d  E xp e n se  R e c o g n it io n

[S -1 F (1 ) ] ........................................................ 1027.07
. S a le  o f  M in e ra l I n t e r e s t ........................... 6021.047

COST REDU C TIO N
. In v e s tm e n t C r e d i t ...............4094.03; 4094.08—.10

C O U N C IL  OF THE IN S TITU TE
. A c c o u n t in g  S ta n d a rd s  E x e c u tiv e

C o m m i t t e e ....................................................... 100.09
. F in a n c ia l A c c o u n t in g  S ta n d a rd s

B o a r d ................................................................... 510.08
. R u le  2 0 3 — A c c o u n t in g  P r in c ip le s  . . . .  510.08;

520.01—.07
COVER

. B a s ic  C o n c e p t s ..............................  1083.179—.180

. D e f in i t i o n ....................................................... 1083.174

. F o re ig n  E x c h a n g e  L o s s e s .......... 1083.174— .180
CRED IT S TA N D IN G

. In te r e s t  R a te s  o n  N o t e s ...........................4111.13

. R e f in a n c in g  S h o r t -T e rm
O b lig a t io n s  .................................. 2033.11; 2033.22

CREDITORS
. D e b t R e s t ru c tu r in g s — See 

R e s t ru c tu r in g  o f D e b t
. D e c is io n s  o n  C r e d i t ...................................  1024.10
. In te rn a t io n a l A c c o u n t in g

S t a n d a r d s ....................................  9000.06; 9001.04
. N e e d  fo r  F in a n c ia l In fo rm a t io n  ........  1022.14;

1025.12
. P a r t ie s  to  L e v e ra g e d  L e a s e s ...............4053.042
. P r ic e -L e v e l S ta te m e n ts  ...........................1071.06
. R e f in a n c in g  S h o r t -T e rm  D e b t ............ 2033.04;

2033.10—.14; 2033.23-.29
. U se  o f  F in a n c ia l In fo r m a t io n  .............  1023.05;

2031.01—.02; 9001.11—.12
CREDITS A G A IN S T TAX

. In v e s tm e n t C re d it  ............................4094.01—.21
C U M U LA TIV E  PREFERRED D IV IDENDS

. A r r e a r a g e s ..........2011A.05; 4311.18—.19; 5515.02;
9005.17

C U R R EN C Y RESTRICTIONS
. D is c lo s u re  R e q u ire m e n ts ........................9005.13
. F o re ig n  O p e r a t io n s .......... 1081.02—.03; 1083.030
. R e m it ta n c e s  f r o m  S u b s id ia r ie s ............4095.08

C U R R E N T ASSETS
. C a r r y in g  B a s is ..............  2031.09; 5132.01; 9002.16

C URRENT ASSETS— c o n t in u e d
. D e f in it io n  .........................................  1027.25; 2031.04
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .1 0 8 3 .0 6 0 —

.062; 1083.129
. M a rk e ta b le  E q u ity  S e c u r it ie s  . . . .  5132.09—.12
. R e la tio n  to  O p e ra t in g  C y c le .................  2031.02;

2033.20; 2033.23
. R e s o u rc e s  E x c lu d e d ...................  2031.06; 2033.09

C U R R EN T L IA B ILIT IE S
. C la s s i f ic a t io n ..............  2033.08—.09; 2033.21—.30;

2033-1.01—.05
. D e f in it io n  ..............  1027.25; 2031.0 7 -.0 8 ; 2033.20;

2033.23
. D is c lo s u re  R e q u ire m e n t .......... 2033.15; 2033.20;

2033-1.01—.05; 9005.15
. E x a m p le s  o f R e f in a n c in g ............... 2033.32—.50;

2033-1.02; 2033-1.04 
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.060—

.062; 1083.129
R e fin a n c in g  o n  L o n g -T e rm  B a s is  . . . 2033.01— 

.50; 2033-1.0 1 -.0 5

C U R R EN T-N O N C U R R E N T M ETH O D
. C o m p a r is o n  W ith  T e m p o ra l

M e th o d  ........................................................ 1083.125
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

............... 1083.060-062; 1083.121; 1083.129—.132
. T ra n s la t io n  o f  In v e n to r ie s  ...................  1083.153

C U R R EN T OPERATING PERFORMANCE
. N e t In c o m e  D e t e r m in a t io n ..........  2010.09—.11;

2012.05; 9008.04— .05; 9008.08

C U R R EN T PURCHASE PRICE
. D e f in i t io n ......................................................... 1023.31
. M e a s u re m e n t B a s e ..............................  1027.05

C U R R EN T RATE METHOD
. I n v e n to r ie s ........................................ 1083.153—.158
. S itu a t io n a l A p p ro a c h  to

T r a n s la t io n s .................  1083.133; 1083.141—.142
. T ra n s la t io n  o f F o re ig n  S ta te m e n ts  . . . .

...........................................  1083.121; 1083.133—.139

C U R R EN T RATES
. C o v e re d  E x c h a n g e  G a in s  o r  L o s s e s  . . .

...............................................................  1083.174— .180
. C u r re n t -N o n c u r re n t  M e th o d  ........  1083.060—

.062; 1083.129—.132
. C u r re n t  R a te  M e th o d ..................  1083.133—.139
. D e fe rre d  In c o m e  T a x e s  .......................  1083.050
. D e f in it io n  ....................................  1083.030; 1083.229
. D if fe r in g  B a la n c e  S h e e t D a te s  . . . .  1083.229—

.235
. E c o n o m ic  E ffe c ts  o f  R a te  C h a n g e s  . . .

...............................................................  1083.097—.104
. F o re ig n  C u r re n c y  F in a n c ia l

S ta te m e n ts  . . . 1083.011—.013; 1083.038—.052;
1083-2.05—.09

. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.007;
1083.208

. F o re ig n  S e c u r i t ie s ........................... 1083.219—.220

. G e n e ra l A g re e m e n t o n  T ra n s la t io n  . . . .
........................................................................  1083.085

. M e th o d s  o f T r a n s la t io n ..............  1083.121—.139

. M o n e ta ry -N o n m o n e ta ry  M e th o d  ..........
1083.062—.064; 1083.126—. 128

. T e m p o ra l M e th o d ..........................  1083.123—.125

. T ra n s la t io n  o f In v e n to r ie s  . . . .  1083.153—.158;
1083-2.05—.09

C U R R EN T SELLING PRICE
. D e f in i t io n .......................................................... 1023.31
. M e a s u re m e n t B a s e .................................... 1027.05
. O il a n d  G as R e s e rv e s ............  6021.032; 6021.056;

6021.271

C U R R EN T VALUE
. B a s is  fo r  A s s e t V a lu a t io n ..............  9006.05—.07;

9006.12
. B as is  o f  A c c o u n t in g ..................................... 9002.02
. C u r re n t  R a te  M e th o d ................... 1083.148—.149
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C U R R EN T VALUE— c o n t in u e d
. D is c lo s u re  R e q u ire m e n ts ........................ 9005.15
. E x c h a n g e  o f  N o n m o n e ta ry  A s s e ts  . . . 1041.18
. G e n e ra l v . S p e c if ic  P r ic e s  .....................1071D.02
. N o t R e f le c te d  in  S ta te m e n ts ................. 1022.27
. O il a n d  G as R e s e rv e s ................................ 6021.004
. P r ic e -L e v e l S ta te m e n ts ............  1071.05; 1071.48

C U STO M ER  LISTS
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . .  .

.............................................................................1091.88

C USTOM ERS
. B u rd e n  o f  I r re g u la r  C o s ts  .. .4 3 1 1 .8 1 ; 4311.87;

4311.94
. C la s s if ic a t io n  as  S e g m e n t .......................2012.13;

2081.001; 2081.003; 2081.039; 2081.054; 
2081.070; 2081.075; 2083.09; U2012.003

. S a le s  to  U n a ff i l ia te d  C u s t o m e r s ............
2081.008—.010; 2081.015— .017; 2081.031—.032

. U se  o f  F in a n c ia l In fo r m a t io n  ............... 1023.05;
9001.11—.12

C U STO M S, TRADE
. In v e n to r ie s  a t  N e t S e llin g  P r ic e s ..........4010.01

DAMAGE
. L e a s e d  P r o p e r t y ........................................ 4053-1.02
. M e a s u re m e n t ( M - 5 D ) ................................ 1027.09
. M o n e ta ry  T ra n s a c t io n s  ............................ 1041.04
. R isk  o f  F u tu re  L o s s e s  ...4 3 1 1 .2 7 —.30; 4311.34;

4311.85— .88; 4311-1.04— .06
. W h e n  R e c o rd e d  ..................................  4311.74— .75
. W h e n  R e c o rd e d  ( S - 5 D ) .............................  1027.09

D AM AGED GOODS
. In v e n to ry  P r ic in g  ............................... 5121.07—.08

DEALER— S ee M a n u fa c tu re r  o r  D e a le r

DEATH
. E m p lo y e e s , P e n s io n  P la n s ......................4063.08

DEATH RATE— S ee M o r ta l i t y  R a te

DEBT
. C a te g o ry  in  F u n d s  S ta te m e n t  . . .  9007.09—.11 
. C o n v e r t ib le — S ee C o n v e r t ib le  D e b t
. D e f in i t i o n ........................................................ 5363.004
. D is c o u n t— S ee D is c o u n t o n  D e b t 
. E x t in g u is h m e n t— S ee E x t in g u is h m e n t 

o f  D e b t
. M o d if ic a t io n  o f  T e r m s ................. ............ 5363.005
. P u rc h a s e — S ee P u rc h a s e  o f  D e b t 
. R e fu n d in g — S ee R e fu n d in g  o f  D e b t 
. R e s t ru c tu r in g — S ee R e s t ru c tu r in g  o f 

D e b t
. R e t ir e m e n t— S ee R e t ire m e n t o f  D e b t 
. S e c u r it ie s — S ee S e c u r it ie s  
. T a x -E x e m p t— S ee T a x -E x e m p t D e b t

DEBT ISSUED W ITH STOCK PURCHASE
W ARRANTS

. A llo c a t io n  o f  P r o c e e d s ............................. 5516.13

. B a s is  o f  A l lo c a t io n .......................................5516.13

. D a te  E f f e c t iv e ...........................  5516.17

. D e b t A g re e m e n t P r o v is io n s ....................5516.11

. D ir e c to r s ' A p p ro v a l ......................... 5516.14— .15

. D is c o u n t o n  D e b t .............................. 5516.13—.15

. E a r ly  E x t in g u is h m e n t o f  D e b t . . . .  U5362.001—
.003

E x e rc is e  o f  W a r r a n t s ................. 5516.12; 5516.14
E x p ira t io n  o f W a rra n ts  ...............................5516.12
E x t in g u is h m e n t o f  D e b t ............................ 2013.04
F a ir V a lu e ............................................................5516.13
F in a n c in g , D e b t .................................... 5516.11—.12
In te r e s t  R a t e s ............................... 4111.04; 5516.12
O b je c t iv e  V a lu e s ............................................. 5516.13
P a id - in  C a p i t a l .......................................5516.13—.14
P re m iu m  o n  D e b t ............................... 5516.13— .15
P r io r  P e r io d  A d ju s tm e n ts ..........................5516.18
P ro c e e d s , D e b t S e c u r ity  ..........................5516.13
P ro c e e d s , S to c k  W a rra n ts  . . . 2011.37; 5516.13;

U2011.029-.030; U2011.230-.235

DEBT ISSUED W ITH STOCK PURCHASE
W ARRANTS— c o n t in u e d

. P u rc h a s e  T r a n s a c t io n s ...............................5516.15

. R e p a y m e n t a t  M a t u r i t y ................... 5516.11—.12

. R e t ro a c t iv e  A p p lic a t io n  ............................ 5516.17

. S e p a ra b il i ty  o f  E le m e n ts ..........5516.11; 5516.13

. S to c k  Issu e  fo r  W a r r a n t s ..........................5516.12

. S to c k h o ld e rs ’ A p p r o v a l ................... 5516.14— .15

. S u r re n d e r  o f  D e b t S e c u r i t y .....................5516.14

. T y p e s  o f  D e b t S e c u r it ie s  ..........................5516.16

. W a rra n ts  N o t D e ta c h a b le  ........................5516.14

DEBTORS
. D e b t R e s t ru c tu r in g s — See 

R e s t ru c tu r in g  o f D e b t

DECISIO NS, ECO NO M IC— S ee E c o n o m ic  
D e c is io n s

D EC LIN IN G -B A LA N C E  DEPRECIATION
. A c c u m u la t iv e  D if fe re n c e s ,

T a x a b le /F in a n c ia l In c o m e .....................4074.05
. A llo c a t io n  o f C o s t ........................................4074.02
. C h a n g e  to  D e c lin in g -B a la n c e

M e t h o d ........................................................... 4074.03
. C h a n g e  to  S tra ig h t  L in e  M e th o d  . . . .  1051.09
. D e fe r re d  In c o m e  T a x e s ................... 4074.04— .05
. . D is c lo s u re  R e q u ire m e n ts , R e g u la te d

In d u s t r ie s .................................................... 4074.08
. . R e c o g n it io n , R e g u la to ry

A u th o r i t ie s ..................................................4074.07
. H is to ry  o f U s e ................................................. 4074.01

DEDUCTIONS
. C o m p e n s a t io n , E m p lo y e e  S to c k

P la n s  ................................................................ 4062.16
. In ta n g ib le  D r il l in g  a n d  D e v e lo p m e n t

C o s t s ..................................4097.01; 6021.060—.061
. P e rc e n ta g e  D e p le t io n ...................... 4097.06—.07;

6021.062—.063
. P e rm a n e n t D i f fe r e n c e s .............U4091.048—.055
. T a x a b le  In c o m e , D e f in i t io n ....................4091.12;

U4091.056
DEFENSE CONTRACTS

. A c c ru a l fo r  U n in s u re d  L o s s e s .................4311.88

. O f fs e t t in g  S e c u r it ie s  a g a in s t T a x e s
P a y a b le  ................................................ 2032.01—.03

. T e rm in a te d  .......................................... 4043.01—.32

DEFERRAL M ETHOD
. In v e s tm e n t C re d it  ..............  2071-1.08; 2071-1.79;

4094.10— .11; 4094.19; U4091.107; U4094.008-
.010

DEFERRALS
. A c c o u n t in g  fo r  In c o m e  T a x e s ................ 4091.13
. C a ta s t ro p h e  R e s e r v e s ................... 4311.41—.42;

4311.90— .101
. C r ite r ia  fo r  R e s e a rc h  a n d

D e v e lo p m e n t .................................... 9009.17—.21
. F o re ig n  E x c h a n g e  G a in s  o r  L o sse s  . . . .

........................  1083.064; 1083.097; 1083.161—.166;
1083.172—.182; 1083.184-.199; 1084.01-.20

. In te r im  P e r io d  C o s t s ........................  2071.15—.17

. M o n e ta ry  G a in  ............................  1071.42

. N o n m o n e ta ry  I te m s  . . . .  1071.19; 1071B.02—.03 

. S a le -L e a s e b a c k  G a in s  o r  L o sse s  . . . 4053.033;
4053.107

DEFERRED C O M PEN SATIO N
. A s s u m e d  in  B u s in e s s  C o m b in a t io n s  . . .

...........................................................................1091.88
. T im in g  D if fe re n c e s  .....................................4091A.03

DEFERRED C O M P E N SA TIO N  
CONTRACTS

. A m o u n t to  A c c r u e .......................................4064.01

. C h a n g e s  in  C o n t r a c t s ............................. 5363.008

. E m p lo y e e  S to c k  O p t io n s ........ U2011.274— .283

. E q u iv a le n t to  O p t io n s /W a r ra n ts  . . . U2011.162

. E q u iv a le n t t o  P e n s io n  P la n s ................. 4063.08;
U4063.156-.157

C U R Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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R efe rences a re  to  AC se c tio n  and p a rag raph  num bers .
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DEFERRED C O M P E N SA TIO N  
CO N TR AC TS— c o n t in u e d

. P e r io d  o f  A c c ru a l ...............................4064.01—.03

. P h a n to m  S to c k  P la n s  ..............U2011.284— .286

. R e la tio n  to  C o n t in g e n c ie s .......................4311.07

. S e t t le m e n t ........................................................ 4064.02

. T ra n s it io n  to  A c c ru a l B a s is  ....................4064.03
DEFERRED C O M P E N SA TIO N  PLAN

. D e f in i t i o n ........................................................40638.16

. P o o lin g  o f  In te re s ts  ................... U1091.126—.129
DEFERRED COSTS

. D e b t Issu e  C o s ts  ..........................................4111.15

. D e v e lo p m e n t A c t iv i t ie s  ................9009.08— .11;
9009.13; 9009.16—.24 

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.02; 
2062.10; 2062.30—.33; 2062.36-.39; 2062.49- 

.50; 2062-1.02; 2062-1.04 
. E s t im a t io n  o f P e r io d s  B e n e f ite d  . . . 1051.10—

.11; 9008.17
. E x p lo ra to ry  W e l ls .......... 6021.031—.032; 6021.060
. F in a n c in g  L e a se s  ....................................... 4053.101
. Id e n t if ia b le  In ta n g ib le  A s s e t s ...............5141.06;

U5141.001-.002
. In te r im  P e r io d  C o s ts  . .  . 1083-2.06; 2071.14— .17
. M a tc h in g  P r in c ip le ....................................... 5141.21
. O p e ra t in g  L e a s e s .......................................4053.019
. P o lic y  A c q u is it io n  C o s t s .............  1083-1.01—.06
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . 1083.040;

1083-1.01—.06; 1083-2.06
DEFERRED M ETH O D

. C o m p a re d  to  A l t e r n a t iv e s ............ 4091.18— .20;
U4091.024— .033

. In te rp e r io d  T a x  A l lo c a t io n .................... 1083.050;
4091.11; 4091.34; 6021.061 

. T a x  E ffe c ts , C u r r e n t  T im in g
D if fe r e n c e s .................................................... 4091.18

. T a x  R a te  C h a n g e s  . . . .  4091.18; U4091.025—.026
DEFERRED PRO FIT-SHARING  PLAN

. D e f in i t i o n ......................................................... 4063B.17
DEFERRED TAX CHARGES

. B a la n c e  S h e e t P r e s e n ta t io n .................. 4091.56;
U4091.124— .126

. D e f in e d  as A s s e ts .........................................  1025.19

. E x a m p le  ............................................U4091.045— .046

. O p e ra t in g  L o s s  C a r r y fo rw a rd s  ...............
U4091.095-.097

. P r in c ip le s  G o v e r n in g ..................................  1027.12

. T a x  E f f e c t s ................................... 4091.18; U4091.026
DEFERRED TAX CREDITS

. B a la n c e  S h e e t P r e s e n ta t io n .................. 4091.56;
U4091.124-.126

. D e f in e d  as L ia b i l i t i e s ..................................  1025.19

. I l lu s t r a t io n s ...................U4091.039-.041; U4091.094

. O p e ra t in g  L o s s  C a r ry b a c k s  ..........U4091.074—
.075

. O p e ra t in g  L o s s  C a r r y fo rw a rd s  .. ..2 0 7 1 -1 .1 5 ;
2071-1.33—.34; 4091.47; U4091.088-.094

. P r in c ip le s  G o v e r n in g ..................................  1027.12

. T a x  E f f e c t s ................................... 4091.18; U4091.026
DEFERRED TAXES

. A c c o u n t in g  C h a n g e  A d ju s t m e n t ..........1051.22

. A c q u ir in g  C o m p a n y ...................................... 1091.89

. A m o r t i z a t io n ..........U4091.065—.070; U4091.088—
.097

. C la s s if ic a t io n  in  B a la n c e  S h e e ts  . . . .  4091.53;
4091.55—.58; U4091.124-.126 

. C o m p e n s a t io n , E m p lo y e e  S to c k
P la n s  ........................ 4062.17

. C o m p u t a t io n ..................................U4091.056—.064

. D e c lin in g -B a la n c e  M e t h o d ............ 4074.04— .05

. D e f in i t i o n ............................................................4091.12

. D is c o u n te d  B a s is .  . . 4092.01; 4111.04; U4091.014 

. D o m e s t ic  In te rn a t io n a l S a les
C o r p o r a t io n  . . .  4091-1.03; 4095.09; U4095.001-

.005
. E q u ity  M e th o d .......................................4096.01—.12

DEFERRED TAXES— c o n t in u e d  
. E x c lu s io n  f r o m  S to c k h o ld e rs ’

E q u ity  ..............................................................4091.58
. G ro s s  C h a n g e  M e th o d  ......... 1083.050; 4091.36;

U4091.056— .064
. I l l u s t r a t io n s ............ U4091.039—.041; U4091.069—

.070; U4091.094
. In te rc o m p a n y  P r o f i t s ............................... 2051.16
. In te r im  P e r io d  C o s t s .................................  2071.16
. In v e s tm e n t C re d its ,  E ffe c ts   U4091.109—

.114; U4094.018
. J o in t  V e n tu re s , C o r p o r a t e ...........  4095.15—.18
. L e v e ra g e d  L e a s e s ................... 4053.043:4053.111
. L ife  In s u ra n c e  C o m p a n ie s ................. 4091-1.03;

4095.26—.30
. N e t C h a n g e  M e th o d  ............  1083.050; 1083.237;

4091.36; U4091.056-.064 
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

4097.01—.40; 6021.060—.063
. O p e ra t in g  L oss  C a r r y fo rw a rd s  ...............

U4091.088-.097
. R e c o g n it io n , R e g u la to ry

A u t h o r i t ie s .................................................... 4074.07
. R e c o rd e d  b y  A c q u ire d  C o m p a n y  . . . .  1091.88 
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4091-1.03;

4095.19—.25
. S p e c ia l A r e a s ............4091-1.01—.13; 4095.01—.33
. T ra n s it io n a l P r o b le m s ...............U4091.128—.136
. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . 1083.014; 

1083.018—.021; 1083.029; 1083.038; 1083.050- 
.052; 1083.201—.203; 1083.236-.239 

. U n d is t r ib u te d  E a rn in g s  o f
S u b s id ia r ie s  ................... 4091-1.03; 4095.07—.14

DEFIN ED -BEN EFIT PLANS
. A p p lic a b il ity  o f  O p in io n ............................. 4063.08
. D e f in i t io n ....................................................... 4063B.18

D E FIN E D -C O N TR IB U TIO N  PLAN S
. A p p lic a b il ity  o f  O p in io n ...............................4063.08
. B e n e f it  P a y m e n ts  B a s is  . . . 4063.38; U4063.130 
. C o n t r ib u t io n  E q u iv a le n t to  P e n s io n

C o s t ........................................... 4063.38; U4063.130
. D e f in e d  B e n e f i t s ......................4063.39; U4063.130
. D e f in i t io n ............ ............................................ 4063B.19

D E FIN IT IO N S  OF TERMS— See
T e rm in o lo g y

DEFLATION
. E ffe c ts  o n  B u s in e s s  E n te rp r is e  ..........1071.13;

1071.48
. E ffe c ts  o n  F in a n c ia l S ta te m e n ts ..........9006.08
. In c re a s e  in  P u rc h a s in g  P o w e r ............  1071.07;

1071.17:9006.08
. R e c o g n it io n  in  F in a n c ia l

S ta te m e n ts .................................... .. .9006.13—.14

D E M A N D  B A N K  DEPOSITS
. In te re s t  o n  L o a n s ..........................................4111.03
. M o n e ta ry  A s s e ts  ........................................1071B.02

D E N O M IN A TIO N
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.003;

1083.181; 1083.220
. F o rw a rd  E x c h a n g e  C o n t r a c t s ....................  1083.027;

1084.01
. T ra n s la t io n  o f  F o re ig n  B a la n c e s  ...1083 .011 ;

1083.094— .095; 1083.149; 1083-1.05

DEPARTURES FROM ESTABLISHED 
PRINCIPLES

. C u r re n t  R a te  M e th o d ............  1083.134; 1083.149
E x a m p le s  J u s t i fy in g  D e p a r tu r e s ............  520.05
FASB In te r p r e ta t io n s  ..................................  520.07
In te r p r e ta t io n  o f R u le  2 0 3  ............... 520.02—.05
R u le  2 0 3 — A c c o u n t in g  P r in c ip le s  . . . .  520.01;

1026.04

DEPLETION
. C h a n g e  in  M e th o d  .............................  1051.22—.24
. D is c lo s u re  o f  S e g m e n t In fo r m a t io n  . . .

........................................................................  2081.027

AICPA Professional Standards D E P



1 5 ,2 2 4 AC Topical Index
R efe rences are to  AC se c tio n  and pa rag raph  num bers .

D EPLETIO N — c o n t in u e d
. E xce ss , S ta tu to r y  o v e r  C o s t .................  4091.32;

6021.062—.063; U4091.051
. In v e n to ry  C o s t s ......................................... 1051-1.03
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

........................... 6021.025; 6021.030; 6021.057-.058
. P e rc e n ta g e — See P e rc e n ta g e  

D e p le tio n
. S y s te m a t ic  a n d  R a t io n a l A llo c a t io n

( M - 6 B ) ............................................................. 1027.10

DEPOSIT A D M IN IS TR A TIO N  
CO N TR AC TS

. A c c ru e d  B e n e f it  C o s t M e t h o d ...........  4063A.14
• A g g re g a te  M e t h o d .....................................4063A.30
. A t ta in e d  A ge  N o rm a l M e th o d  .............4063A.33
. D e f in i t i o n ....................................................... 4063B.20
. E n try  A ge  N o rm a l M e t h o d ....................4063A.21
. In d iv id u a l L eve l P re m iu m  M e th o d  . . . .

.......................................................................... 4063A.23
. In s u re d  P e n s io n  P la n s  ............................  4063.40
. S e p a ra te  F u n d .............................. U4063.202—.203

DEPOSITS
. In s u ra n c e  P re m iu m s  as D e p o s i t s ..........

4311.44— .45
. In te r e s t  o n  A d v a n c e  P a y m e n t s ........ 4111.03;

U4111.001-.002
. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . .  1083.040

DEPRECIABLE ASSETS
. C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .  1051.09; 

1051.22—.24; 1051.32; 1051A.01—.04; 2072.17- 
.21; 9004.14— .16

. C la s s e s  D e f in e d  .............................................1051.22

. D e f in i t i o n ........................................................... 9004.02

. D e p re c ia b le  A m o u n t ........................ 9004.07—.08

. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .
........................  2043.01—.02; 9004.12; 9004.17—. 18

. E s t im a t io n

. . S e rv ic e  L i v e s ................... 1051.10; 1051.32—.33;
4311.28; 9004.02; 9004.05; 9004.15; 9008.16

. . U n c e r ta in ty  .............................4311.02; 9004.16

. E x c lu d e d  f r o m  In v e n to r ie s .......................5121.03

. G u id e lin e s  a n d  R u le s .......................  4093.01—.07

. H e ld  fo r  S a le ....................................................5121.03

. H is to r ic a l C o s t ...............................................9004.02

. In f la t io n a ry  E ffe c ts  ..................................... 1071.14

. In v e s tm e n t C re d it  ............................ 4094.01—.21

. L a n d  a n d  B u i ld in g s ..............................9004.09—.11

. L e a s e d  P r o p e r t y ...................... 4053.001; 4053.019

. N u c le a r  Fue l In s ta l la t io n s .....................  4053.064

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
............................................ 6021.011; 6021.0 57-.058

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
............  4211-1.01—.05; 4211-3.02; 9009.06; 9009.15

. R e s id u a l V a lu e .............................4053.099; 9004.07

. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . 1083.040;
1083.107—.109

. U s e fu l L ife — S ee U s e fu l L ife  

D EPRECIATIO N
. A c c e le ra te d  ........................  1026.32; 1051A.01—.04
. A c c o u n t in g ..............................................9004.01—.19
. A p p ra is a l V a lu e s ..................................4071.07—.08
. A p p re c ia te d  P r o p e r t y ...............4072.01; 9004.04;

9004.11
. C h a n g e  in  M e t h o d ............  1051.09; 1051.22—.24;

1051.32; 2072.17—.21; 9004.14
. C o n s is te n c y .................................... 9004.08; 9004.14
. D e c lin in g -B a la n c e  M e t h o d ............4074.01—.08
. D e f in i t i o n ..........................................................9004.02
. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .

........................  2043.01—.02; 9004.12-.18; 9005.18
. D is c lo s u re  o f A c c o u n t in g  P o lic ie s  . . . 2045.13;

9004.17
. D is c lo s u re  o f  S e g m e n t In fo rm a t io n  . . .

.........................................................................  2081.027
. E ffe c t iv e  D a te  o f  S e c t io n  ........................9004.19

DEP

DEPRECIATION— c o n t in u e d
. E m e rg e n c y  F a c i l i t ie s ........................  4073.01—.10
. . A g re e m e n t w ith  In c o m e  T a x

R e t u r n s ....................................... 4073.04; 4073.09
. . A l lo c a t io n  o f  C o s t s ................................... 4073.05
. . D e d u c t io n  P e r io d ......................................4073.01
. . L im ite d  E c o n o m ic  U s e fu ln e s s  . . . 4073.07—

.08
. . R e p la c e m e n t, O ld e r  F a c i l i t ie s .......... 4073.10
. . U s e fu l L iv e s ................................................  4073.06
. F u n d s  S ta t e m e n t .........................................  9007.07
. G u id e lin e s  a n d  R u le s ........................ 4093.01—.07
. H ig h  C o s t s .............................................. 4071.01—.17
. In v e n to ry  C o s ts  . . . 1051-1.03; 1083-2.05; 9002.07
. L a n d  a n d  B u i ld in g s .............................9004.09—.11
. L e a se d  P ro p e r ty  .......... 4053.011—.013; 4053.019
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

........................  6021.017; 6021.021; 6021.024— .026;
6021.035—.037; 6021.057-.058

. P o l i c y .................................................................  4071.07

. P r ic e -L e v e l In c r e a s e s .................1071.14; 4071.04

. P r ic e -L e v e l R e s ta te m e n ts  . . . 1071.20; 1071.39;
1071.46

. R a ilro a d  G ra d in g s  a n d  T u n n e l
B o r e s ............................... 4091-1.09; 4091-1.11—.12

. R e la tio n  to  C o n t in g e n c y  . . . .  4311.02; 4311.28;
4311.79

R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
. . .4211.11; 4211-1.02; 4211-3.02; 9009.06; 9009.15

. S t r a ig h t - L in e ................................................... 1027.01

. S y s te m a t ic  a n d  R a t io n a l A llo c a t io n  . . .
............................................ 1026.23; 9004.08; 9004.13

. S y s te m a t ic  a n d  R a t io n a l A llo c a t io n
( M - 6 B ) ............................................................  1027.10

. T im in g  D if fe r e n c e s ................... 4091.14; 4091A.03;
4091A.05; U4091.047; U4091.058; U4091.069- 

.070; U4091.134
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . 1083.103; 

1083.105; 1083.173—.177; 1083.202; 1083-2.05;
2071-1.85

. U s e fu l L ife — See U s e fu l L ife

D EPRECIATION GUIDELINES
. A d o p t io n  o f G u id e lin e  L ive s
. B u lle t in  F ....................................
. L ife  A d ju s tm e n t T a b le s  . . . .
. P u rp o s e s  ....................................
. R e g u la te d  In d u s t r ie s ............
. R e s e rv e  R a t io  T e s ts  ............
. R e ve n u e  P ro c e d u re  6 2 -2 1  .
. R u le s ..............................................
. T a x -E ffe c t A c c o u n t in g ..........
. U s e fu l L i v e s ...............................

DESIGN
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t i v i t y ...............4211.08—.09; 4211-1.04; 9009.03
. S e a s o n a l o r  P e r io d ic  C h a n g e s  ............4211.10

DETACHABLE W ARRANTS— See S to c k  
P u rc h a s e  W a rra n ts

DETAILED PRINCIPLES
. A u th o r ita t iv e  L is t N o t A v a ila b le  .......... 1028.03
. C h a n g e  in  P r in c ip le s ...............  1022.24; 1028.02;

1029.02
. D e f in it io n  ........................................ 1022.22; 1028.01
. D iv is io n  o f G e n e ra lly  A c c e p te d

A c c o u n t in g  P r in c ip le s ............  1022.19; 1026.05
. M o d ify in g  C o n v e n t io n s ............................. 1026.34

R e a so n s  fo r  O m is s io n ................................ 1028.02
. R e la tio n  to  B ro a d  O p e ra t in g

P r in c ip le s ............  1022.21—.22; 1026.06; 1027.01
. S o u rc e s ..................................................... 1028.04— .05

DETERIORATION
. In v e n to ry  P r ic in g  ...............................5121.07—.08

D EVALU ATIO NS— S ee F o re ig n  E x c h a n g e
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4093.05— .06 
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____4093.02
____4093.07
____4093.03
. . . . 4093.01 
____4093.03
4093.05—.06 
4093.02—.03



AC Topical Index
R eferences are to  AC se c tio n  and p a rag raph  num bers .

1 5 ,2 2 5

D EVELO PM EN T
. C o m p u te r  S o f tw a re  ........... 4211-3.06—.09
. C o s t s ..................9009.08—. 11; 9009.13; 9009.16—.24
. D e f in it io n  b y  F A S B .......................................4211.08
. D e f in it io n  b y  IA S ........................................... 9009.03
. D e f in it io n  b y  N S F ......................................... 4211.26
. D e v e lo p m e n t S ta g e  E n te r p r is e s .........  2062.35
. E x tra c t iv e  I n d u s t r i e s .................  2062.06; 2062.28
. N e w  P r o d u c t s ........................  4211.39—.40
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

............ 6021.001; 6021.021—.022; 6021.026— .027;
6021.035—.036; 6021.058-.059

. P ro c e s s  D e f in e d  .......................................4211-3.04

. W e lls— see  D e v e lo p m e n t W e lls

D EVELO PM EN T STAGE ENTERPRISES
. A c t iv it ie s ,  T y p ic a l ........................................  2062.09
. A lte rn a t iv e  P ra c t ic e s  . . . .  2062.10; 2062.34— .40;

2062-1.02
. A p p lic a b i l it y  o f  FASB S ta te m e n t . . . 2062.05—

.06:2062-1 .01-06
. B a c k g ro u n d  In fo r m a t io n  . . . 2062.03; 2062.17—

.21
. B a s is  fo r  C o n c lu s io n s  ......................  2062.22—.55
. C a p i ta l iz a t io n ........................... 2062-1.02; 2062-1.04
. C a s h  B a s is  A c c o u n t in g ............  2062.02; 2062.47
. C a sh  F lo w  ........................................................ 2062.49
. C h a n g e s , A c c o u n t in g  . . . 2062.14— .16; 2062.55;

2062-1.01; 2062-1.03 -.06  
. C o m b in e d  G ro u p  o f C o m p a n ie s  . . . .  2062.04;

2062.11; 2062.24
. C o m m o n  S t o c k ....................  2062.11; 2062.52—.54
. C o m p a r a b i l i t y ............... 2062.38; 2062.42; 2062.55;

2062-1.03
. C o m p a ra t iv e  F in a n c ia l S ta te m e n ts  . . .

................................ 2062.13; 2062.15— 16; 2062-1.03
. C o n s id e ra t io n  fo r  S to c k  I s s u e d .......... 2062.02;

2062.11
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

................................ 2062.04; 2062.10; 2062-1.01—.06
. D e fe r ra l v . E xp e n se  . . . .  2062.30—.33; 2062.49—

.50; 2062-1.02; 2062-1.04
. D e f in it io n  ........... 2062.04; 2062.08-.09; 2062-1.01
. D e v e lo p m e n t ...................................................  2062.35
. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .

____ 2062.10—.16; 2062.29; 2062.38; 2062.42-.47;
2062-1.02

. D is c u s s io n  M e m o ra n d u m  ............  2062.18— .20;
2062.24—.26; 2062.40-.41; 2062.44; 2062.46;

2062.49; 2062.54
. D o r m a n t  E n te rp r is e  R e a c t iv a te d  . . . .  2062.11
. E a rn in g s  P e r S h a r e .................  2062.16; 2062-1.03
. E c o n o m ic  Im p a c t  o f  S ta te m e n t . . . 2062.48—

.51
. E ffe c t iv e  D a te  o f  S e c t io n s ............  2062.14— .16;

2062.55; 2062-1.03; 2062-1.06
. E nd  o f D e v e lo p m e n t S t a g e .................... 2062.13;

2062.29; 2062.39; 2062.42
. E q u ity  M e th o d  ..................................  2062-1.01—.06
. E x p a n s io n  o f  B u s in e s s  ............  2062.06; 2062.23;

2062.30— .31
. E x p e n s e s  .............................  2062.30—.33; 2062-1.04
. E x p lo ra t io n  ...................................................... 2062.35
. E x p o s u re  D r a f t ...................  2062.21; 2062.40—.41;

2062.44; 2062.46; 2062.48-.49; 2062.54
. E x tra c t iv e  I n d u s t r i e s ........................  2062.25—.28
. E x t ra o rd in a ry  I te m s  ............... 2062.16; 2062-1.03
. F a ir  P r e s e n t a t io n .........................................  2062.45
. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . .

2062.10—.16; 2062.42-.47; 2062-1.02 
. F in a n c ia l S ta te m e n ts  . . . 2062.23—.24; 2062.33;

2062.35; 2062.42-.49; 2062-1.0 1 -.0 6
. F in a n c in g ......................... 2062.43—.44; 2062.48—.51
. F isca l P e r io d s ................................................. 2062.43
. F o r e c a s t s ..........................................................  2062.47
. G e n e ra l a n d  A d m in is t ra t iv e

E x p e n s e s ........................................................ 2062.35
. G e n e ra lly  A c c e p te d  A c c o u n t in g

P r in c ip le s ............  2062.02-.03; 2062.06; 2062.10;

AICPA Professional Standards

DEVELOPM ENT STAGE ENTERPRISES—
c o n t in u e d

. G e n e ra lly  A c c e p te d  A c c o u n t in g  
P r in c ip le s — c o n t in u e d

2062.30—.34; 2062.38—.39; 2062.42; 2062 .48- 
.49; 2062-1.01; 2062-1.04 

. G u id e lin e s  a n d  R u les  . . . .  2062.08—.09; 2062.54

. H is to r ic a l B a c k g ro u n d  .............................  2062.03

. H is to r ic a l S u m m a r ie s ......................  2062.14— .15;
2062-1.03

. I d e n t i f ia b i l i t y .......... 2062.08—.09; 2062.12; 2062.29

. In c o m e  T a x e s .............................  2062.16; 2062-1.03

. In v e s te e s  ........................  2062.04; 2062.10; 2062.24;
2062-1.0 1 -.0 6

. In v e s to rs  ................................................  2062.48— .51

. L o s s e s ................................................  2062.11; 2062.48

. M e a s u re m e n t o f  P e r f o r m a n c e ............  2062.44

. N e t I n c o m e ..................................  2062.16; 2062-1.03

. N o n m o n e ta ry  T ra n s a c t io n s  .................  2062.11

. P re o p e ra t in g  C o s t s ............  2062.02; 2062.35— .41

. P r io r  P e r io d  A d ju s tm e n ts  ............  2062.14— .16;
2062-1.03; 2062-1.05

. P ro p o s e d  A u d it  G u id e ............... 2062.03; 2062.19;
2062.34; 2062.36-.40; 2062.53

. P u b lic  H e a r in g ....................................... 2062.20—.21

. R e c o v e ra b il ity  o f  C o s ts  . . . .  2062.10; 2062-1.02;
2062-1.04

. R e g u la te d  In d u s t r ie s ..................................  2062.05

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
.................................. 2062.03; 2062.09; 2062.24—  .26

. R e s e a rc h  E f f o r t .............................  2062.19; 2062.49

. R e s ta te m e n ts ......................  2062.14—.16; 2062.55;
2062-1.03

. R e ve n u e  .................  2062.02; 2 062 .10 -.11; 2062.30;
2062.35—.37; 2062.39; 2062-1.02; 2062-1.05

. R ig h ts  a n d  O b l ig a t io n s .............................  2062.11

. S c o p e  o f S ta te m e n t .................  2062.01; 2062.04;
2062.23—.28; 2062.41

. SEC R e g u la t io n s .................  2062.02; 2062.34— .35;
2062.38—.40; 2062.52

. S im ila r  C o s t s ...................................................  2062.41

. S p e c ia l A c c o u n t in g  P r a c t ic e s ............... 2062.02;
2062.33

. S ta r t - u p  C o s t s ..............  2062.09; 2062.24; 2062.41

. S ta te m e n ts  o f  In c o m e  . . . .  2062.15; 2062-1.02—
.03

. S to c k  P u rc h a s e  W a rra n ts  ......................  2062.11

. S u b s id ia r ie s  ..........................  2062.04; 2062.23—.24

. T im e  P e r io d s ................................................... 2062.43

. T ra n s it io n  R e q u ire m e n ts  . . . 2062.01; 2062.14— 
.16; 2062.55; 2062-1.03

. U n c e r ta in t ie s ..............  2062.31—.32; 2062.37—.38;
2062.45

. U n in c o rp o ra te d  B u s in e s s e s  .................  2062.11

. U .S . D e p a r tm e n t o f  C o m m e rc e
R e p o r t ................................................... 2062.50—.51

DEVELOPM ENT WELLS
. C a p i t a l iz a t io n ..........6021.011; 6021.022; 6021.060
. D e f in i t i o n ........................................................ 6021.274

DIFFERENCES, T IM IN G — S ee T im in g  
D if fe re n c e s

D ILU T IO N
. A s s u m p t io n s  ..................................U2011.010—.012
. C o n t in g e n t  C h a n g e s .......... 2011.09; U2011.308—

.312; U2011.328
. D e f in i t io n ........................ 2011 D.10; U2011.056—.057
. E x te n t a n d  T re n d   .................2011.17; U2011.074
. F u lly  D ilu te d  E a rn in g s  P e r S h a re  . . . .  2011.15;

U2011.015; U2011.066-.067; U2011.074;
U2011.103— .104

. In c re a s e d  E a rn in g s  P e r S h a r e ............  2011.30;
2012.09; U2011.016; U2011.058— .060

. M a x im u m ......................2011.16; 2011.40; 2011 D.14;
U2011.019; U2011.096; U2011.207—.212

. O p t i o n s ...................  2011.35—.38; U2011.171—.174;
U2011.231—.235; U2011.271-.273

D IL



1 5 ,2 2 6 AC Topical Index
R efe rences are  to  AC sec tio n  and pa rag raph  nu m bers .

D IL U T IO N — c o n t in u e d
. P r im a ry  E a rn in g s  P e r S h a r e .................2011.15;

U2011.015; U2011.064— .065; U2011.103-.104
. R e t ro a c t iv e  R e s ta te m e n t .................... U1051.004
. S e c u r it ie s  W ith  D ilu t iv e  E f f e c t ........ U2011.088
. T e s t, E a rn in g s  P e r S h a re  . . . .  U2011.076—.080;

U2011.089
. T w o -C la s s  v. If C o n v e r te d  . . . .  U2011.304— .307
. W a r r a n t s .................  2011.35—.38; U2011.171-.174;

U2011.231-.235; U2011.271-.273
D IR E C T O R S

. A p p ro v a l,  C o n v e r t ib le  S e c u r it ie s  . . . .  2011.29;
U2011.117-.120

. A p p ro v a l,  D e b t I s s u e ........................ 5516.14— .15

. C o n s o lid a t io n  P o l i c y ..................................9003.10

. S ig n if ic a n t  I n f lu e n c e .................  9003.04; 9003.06;
9003.38

D IS A B IL IT Y
. E m p lo y e e s , P e n s io n  P la n s  ................... 4063.08;

4063A.07
. R e la tio n  to  C o n t in g e n c ie s ......................4311.07

D IS A G G R E G A T IO N
. C o n s o lid a te d  F in a n c ia l In fo rm a t io n  . . .

...............................................................  2081.006—.008
. F ilin g s  w ith  SEC ........................................ 2081.061
. F o re ig n  O p e ra t io n s  . . . 2081.014— .015; 2081.022;

2081.069
. In d u s tr y  S e g m e n ts — S ee S e g m e n ts  o f 

a B u s in e s s
. N e e d  fo r  S e g m e n t In fo r m a t io n  . . . .  2081.047;

2081.056—.064; 2083.01—.16 
. V e r if ia b i l i ty  o f  S e g m e n t

I n f o r m a t io n ....................................  2081.063—.067
D IS C — S ee D o m e s t ic  In te rn a t io n a l S a les 

C o rp o ra t io n
D IS C LO S U R E  IN  F IN A N C IA L  

S T A T E M E N T S
. A c c e le ra te d  D e p re c ia t io n  M e th o d s  . . .

...........................................................................  4074.06
. A c c o u n t in g  P o lic ie s — S ee P o lic ie s ,

A c c o u n t in g
. A d e q u a te  D is c lo s u re  D e fin e d  ............... 1024.34
. A l lo w a n c e s ..............................................  2044.01—.02
. A m o r t iz a t io n ,  In ta n g ib le  A s s e ts .......... 2045.13;

5141.30—.31
. A m o u n ts  A v a ila b le  fo r  D is t r ib u t io n  . . . .

....................................................................  4071.16—.17
. A r re a rs , C u m u la t iv e  P re fe r re d

D iv id e n d s ....................2011A.05; 5515.02; 9005.17
. A s s e ts ......................... 2071.33; 9005.10—.13; 9006.07
. B a la n c e  S h e e t ...................................... 9005.10—.17
. C a p ita l L e a se s  . . . .  4053.013; 4053.016; 4053.096
. C h a n g e  in  S to c k h o ld e rs ' E q u ity

A c c o u n t s ........................    2042.02;9005.17
. C h a n g e  to  D e c lin in g -B a la n c e

M e th o d  ............................................................4074.03
. C h a n g e s , A c c o u n t in g ............... 1024.24; 1027.26;

1051.01—.40; 2071.23—.29; 2072.11—.14; 
9002.34; 9004.14— .16; 9008.16— 17; 9008.20-.23

. C h a n g e s  in  C irc u m s ta n c e s  ...................  1024.24

. C h a n g e s  in  F in a n c ia l P o s it io n  . . . 2021.10—.14;
9007.20—.22

. C o m m itm e n ts  . . .  1027.26; 4311.18—.19; 9005.10 

. C o m m itm e n ts  to  C o m p le te
C o n t r a c t s .......................................................4031.16

. C o n s e n s u s  In c o rp o ra te d  ........................  1026.01

. C o n s o lid a t io n  P o l i c y .................  2045.13; 2051.06;
2081.055; 9003 .33- 39; 9003.46—.49

. C o n s t r u c t io n  T y p e  C o n t r a c t s ............... 2045.13;
4031.15

. C o n t in g e n c ie s ............  4311.09—.13; 4311.17—.19;
4311.103; 4311-1.03—.07; 4312.10—.11

. C o n t in g e n t  C o n s id e ra t io n  ........................1091.78

. C o n t in u in g  O p e ra t io n s  . . . 2012.08—.09; 2012.26

. C o n v e rs io n  o f  D e b t ....................................  9007.10

. C u r r e n t  L ia b ili t ie s  ......................  2033.15; 2033.20;
2033-1.0 1 -.0 5 ; 9005.15;

D IS C LO S U R E  IN  F IN A N C IA L  
S T A T E M E N T S — c o n t in u e d

. C u r re n t  V a lu e  .......... .................  9006.07; 9006.12

. D a t in g  E a rn e d  S u rp lu s  . . . 5581.10; 5582.01—.02 

. D e c lin in g -B a la n c e  M e th o d

. . R e g u la te d  I n d u s t r i e s .............................. 4074.08

. D e fe rre d  In c o m e  .........................................  9005.16

. D e fe r re d  T a x e s .............................  4091.53; 9005.16

. D e fe r re d  T a x e s , C la s s i f ic a t io n .......... 4091.56—
.58; U4091.124— .126

. D e p re c ia b le  A s s e ts .......... 2043.01—.02; 6021.057;
9004.17-.18

. D e p re c ia t io n  . . . 2043.01-.02; 2045.13; 6021.057;
9004.12-.18; 9005.18 

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.05;
2062.10—.16: 2062.29; 2062.38; 2062.42-.47;

2062-1.02
. D if fe re n c e s  in  C ir c u m s ta n c e s ............... 1024.32
. D if fe re n c e s  in  C la s s if ic a t io n  ...................2012.27
. D is c o n t in u e d  O p e r a t io n s ..............  2012.08—.09;

2012.18
. D is c o u n t o r  P re m iu m  o n  N o t e s ..........4111.03;

4111.15; 4111A.03
. D is p o s a l o f  S e g m e n t . . . 2071.21; 2071-1.16—.19;

2071-1.35
. D iv e rs if ie d  C o m p a n ie s
. . F o re ig n  O p e ra t io n s  .............................  1083.226
. D iv id e n d s  p e r  S h a r e ...................  2011.25; 9005.17
. E a rn in g s  p e r  S h a re
. . C a p t io n s  S u g g e s te d .............. U2011.097—.100
. . C a tc h -U p  A d ju s tm e n t ..........U1051.010—.013
. . C o m p le x  C a p ita l S t r u c t u r e ................ 2011.19;

2011C.03-.04; U2011.045
. . D ua l P re s e n ta t io n  .................................2011D.11
. . F a ir  V a lu e  E s t im a t io n  ....................... U2011.194
. . N e t L o s s ...................................................U2011.083
. . N o n p u b lic  E n te r p r is e s ................. 2083.01—.16
. . P e r io d s  P r e s e n te d ........................ 2011.17—.18;

U2011.073-.074; U2011.089; U2011.094
. . P r e s e n ta t io n .................2011.12— 16; U2011.010
. . P r io r  P e r io d  A d ju s tm e n ts ..................... 2014.15
. . R e q u ire d  In fo rm a t io n  ........................U2011.353
. . R e s ta te m e n ts ......................2011.18; U2011.040;

U2011.351
. . S im p le  C a p ita l S t r u c tu r e  ...................2011C.02
. E ffe c t iv e  D a te , In te rp e r io d  T a x

A l lo c a t io n ........................  4091.64—.66; U4091.128
. E ffe c t iv e  D a te  o f  S e c t i o n ..........................9005.19
. E q u ity  M e t h o d .............................  2081.007; 5131.20
. E x c h a n g e  G a in s  o r  L o s s e s ...................  1083.056
. E x t in g u is h m e n t o f  D e b t ............. 2013.09; 5362.20
. E x tra o rd in a ry  I t e m s ...........................2012.10— .12
. E x tra o rd in a ry  v. O rd in a ry  I t e m s ..........2010.16
. F in a n c in g  a n d  In v e s tin g  A c t iv i t ie s ..........

2021.08— .15; 900 7 .1 0 -.11
. F in a n c in g  L ea se s  ........................................ 4053.023
. F isca l P e r io d  D if fe r e n c e s ........................  2051.05;

5132-4.01—.08; 9003.27 
. F o re ig n  A s s e t s .................  1081.06; 1083-1.01—.06;

9005.13
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.032— 

.034; 1083.213—.226; 1083-1.01—.06; 1083-2.10
. F o re ig n  E a rn in g s  ...........................................1081.05
. F o re ig n  E x c h a n g e  R a te  C h a n g e s  . . . 1083.034;

1083.225; 1083.235
. F o re ig n  O p e r a t io n s ......................................1081.08
. F o rw a rd  E x c h a n g e  C o n tra c ts  ............  1084.07;

1084.10
. F o u r th  Q u a r te r  R e p o r t s .......... 2071.31; 2072.08;

2072.14
. F ra n c h is in g  O p e ra t io n s  ........................... 2045.13
. G a in  C o n t in g e n c ie s ......................................4311.17
. G a in s  o r  L o s s e s ............  1027.25; 2013.09; 9008.10
. G a in s  o r  L osse s , M a rk e ta b le

S e c u r it ie s  ................. 5132.11—.13; 5132.16— .17;
5132.20; 5132-4.01—.08

. G e n e ra l D is c lo s u r e s ...........................9005.06— .09

. H is to r ic a l S u m m a r ie s ................................. 1051.39

D IL Copyright© 1978, American Institute o f Certified Public Accountants, Inc.
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R eferences are to  AC sec tio n  and pa ra g ra p h  num bers .
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D IS C LO S U R E  IN  F IN A N C IA L  
S T A T E M E N T S — c o n t in u e d  
 ID C  F in a n c ia l A c c o u n t in g /T a x

D if fe re n c e s  .................  4097.15; 4097.24; 4097.28
. In c o m e  T a x e s  . . .  4091.11; 4091.53—.63; 9005.18;

U4091.115-.127
. . J o in t  V e n tu re s , C o r p o r a t e .................. 4095.18
. . L ife  In s u ra n c e  C o m p a n ie s  . . . .  4095.29—.30
. . S a v in g s  a n d  L o a n  A s s o c ia t io n s ..........

4095.24— .25
. . U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r ie s  ............  4095.14; U4095.001—.005
. In d u s tr y  P r a c t i c e .........................................  2045.12
. In fo r m a t io n  to  b e  D is c lo s e d .......... 9005.01—.19
. In f re q u e n t  E v e n ts  ........................................ 2012.26
. In te r im  F in a n c ia l S ta te m e n ts ................ 2014.10;

2014.15; 2071.30—.33; 2071-1.25; 2071-1.37;
2072.11—.14

. In te rn a t io n a l A c c o u n t in g
S ta n d a rd s  .....................9000.04; 9000.11; 9000.20

. In v e n to r ie s  a t  S e ll in g  P r ic e s ..........5121.15—.16

. In v e n to r ie s , B a s is .................. 1083-2.10; 2045.13;
2071.14; 5121.14— .15; 9002.02; 9002.21; 9002.26;

9002.34— .35; 9005.13
. In v e n to ry  C la s s i f ic a t io n s ............... 9002.18—.19;

9002.32—.33
. In v e n to ry  L o s s e s .................... 1083-2.10; 5121.14
. In v e s tm e n t C re d it  .. .4 0 9 4 .1 8 — .21; U4091.113— 

.114; U4094.001-.004
. L e a s in g  A c t i v i t i e s .................... 2045.13; 4053.016;

4053.048—.053; 4053.1 03 -.104 
. L eg a l R e s t r ic t io n s ,  D iv id e n d

P a y m e n t s .....................................................  5542.14
. L e v e ra g e d  L e a se s  ....................................  4053.047
. L ia b i l i t ie s ..................................  2071.33; 9005.14— .16
. L iq u id a t io n  P re fe re n c e , P re fe r re d

S t o c k .................................................................5515.01
. M a rk e t  V a lu e  o f  I n v e s tm e n t s ............... 2031.09;

5132.01; 5132-1.01—.03; 5132-3.03 
. M in im u m  D is c lo s u re  R e q u ire m e n ts  . . .

...........................................................................  9005.03
. N e t In c o m e  . . .  1027.25; 9005.18; 9008.01; 9008.18
. N e t o f  T a x  P r e s e n ta t io n ..........4091.54; 4091.63;

U4091.129-.130
. N e w  W a ys  P r o p o s e d .................................. 1029.11
. N o n m o n e ta ry  T ra n s a c t io n s  ...................1041.28
. N o n p u b lic  E n te r p r is e s ...................... 2083.01—.16
. O b lig a t io n s , S h o r t -T e rm  . . . .  2033.15; 2033.20;

2033-1.0 1 -.0 5
. O f fs e t t in g  A s s e ts  a n d  L ia b i l i t ie s .......... 1027.25;

9005.08
. O f fs e t t in g  G o v e rn m e n t A d v a n c e s

(C P F F  C o n t r a c ts )  ................... 4041.05; 4041.22
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

____ 6021.002; 6021.008; 6021.048—.059; 6021.063
. O p e ra t in g  L e a s e s ...................  4053.016; 4053.019;

4053.023; 4053.096
. O p e ra t in g  L o s s  C a r ry b a c k s  .................  4091.57;

U4091.073
. O p e ra t in g  L o s s  C a r r y fo rw a rd s  . . . .  2071-1.20;

2071-1.38; 4091.57; 4091.60; U4091.079-.082;
U4091.087; U4091.127

. O p e ra t in g  L o s s  C a r r y fo rw a rd s  N o t
R e c o g n iz e d .................................................... 4091.62

. P e n s io n  P la n s ............... 4063.18; 4063.46; 9005.10;
9005.16; U4063.121-.123

. P e n s io n  R e fo rm  A c t  ( 1 9 7 4 )  ................ 4063-1.04

. P o lic ie s , A c c o u n t in g .................  1022.02; 1024.09;
1027.17; 1027.26; 2045.01—.16; 9001.01—.23;

9003.39:9004.17; 9006.17
. P o lic y  A c q u is it io n  C o s ts  ...............  1083-1.01—.06
. P o o lin g  o f I n t e r e s t s .......... 1091.56; 1091.63—.65;

U1091.080-.085
. P r ic e -L e v e l R e s ta te m e n ts ............  1071.46— .49;

9006.09—.10; 9006.13; 9006.17
. P r in c ip le s  o f D is c lo s u re  ........................... 1027.26
. P r io r  P e r io d  A d ju s t m e n t s ......................  2010.25;

2014.10—.11; 2014.15 
. P r io r  P e r io d  I te m s  . . . 9008.06; 9008.13; 9008.19

DISCLOSURE IN  F IN A N C IA L 
S TATEM EN TS— c o n t in u e d  

. P u b lic ly  T ra d e d  C o m p a n ie s  . . . .2 0 7 1 .3 0 — .33;
2072.14

. P u rc h a s e  C o m m itm e n t  L o sse s  . . . .  5121.16—
.17

. P u rc h a s e  M e t h o d ...............................  1091.95—.96

. R ea l a n d  P e rs o n a l P ro p e r ty  T a x e s  . . . .
4081.16—.19

. R e c e iv a b le s , A ff i l ia te d  C o m p a n ie s  . . . .
...................................................5111.01; 9005.12—.13

. R e c e iv a b le s , O f f ic e rs  o r  E m p lo y e e s  . . .
...................................................5111.01; 9005.12—.13

. R e d e m p tio n  o r  C a ll, P re fe r re d
S t o c k ................................................................ 5515.02

. R e g u la te d  In d u s tr ie s  . . . .  4311.13; 6011.04— .05

. R e n e g o t ia t io n  P o s s ib i l i t ie s ............  4042.02—.05

. R e p o r t in g  S ta n d a r d ....................................  1024.34

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
4211.13-. 15; 4211.60-.62 ; 4211-1.06—.07; 

9009.04; 9009.12—.14; 9009.23-.24
. R e s p o n s ib ility  o f  M a n a g e m e n t ............ 9000.07
. R e s ta te m e n ts  o f  N e t I n c o m e .......... 1083.035—

.036; 1083-2.11; 2010.25; 4311.20; 4312.04— .05;
431 2 .1 0 -.11

. R e s t ru c tu r in g  o f D e b t . . ............. 5363.025—.026;
5363.040—.041

. R e s u lts  o f  O p e ra t io n s , G e n e r a l ............ 2010.07
R e t ire m e n t o f  D e b t ......................................9007.09

. R e ve n u e s  (S a le s ) ........................  2010.28; 9005.18

. S a le s -T y p e  L e a s e s ....................................  4053.023

. S e a s o n a l B u s in e s s e s .................  2071.18; 2071.30

. S e c u r it ie s , R ig h ts  a n d  P r iv ile g e s  . . . .  2011.19;
U2011.045

. S e g m e n t R e p o r t in g ...................... 2081.022—.027;
2081.077—.082; 2082.01-.09; 2083.01—.16

. S e p a ra t io n  o f  C o m p o n e n ts ...................  1027.25

. S h a re s  Issu e d  o n  C o n v e r s io n ............... 2011.20;
U2011.045

. S ta te m e n ts  o f I n c o m e ...................  1051.18— .30;
2010.28; 2012.08—.12; 9005.18 

. S to c k  D iv id e n d s  o r  S p lits  ................... 2011A.03;
U2011.110

. S to c k  O p t io n  a n d  S to c k  P u rc h a s e
P la n s ...............................  4061.15; 4062.19; 9005.17

. S to c k h o ld e rs ’ E q u ity  . . . .  2042.01—.02; 9005.17

. S u b s e q u e n t E v e n ts  .....................................2012.15

. S u p p le m e n ta l D is c lo s u r e .......................  9005.08

. T a x  E ffe c ts  P r io r  P e r io d
A d ju s tm e n ts ..................................................4091.61

. T e rm in a t io n  C la im s

. . C o s t a n d  P r o f i t  E le m e n ts ....................4043.07

. . E s t im a t io n  o f  A m o u n t ........................... 4043.18

. . P re s e n ta t io n  ...................................  4043.20—.23

. . S u b c o n t r a c to r s ’ C la im s  ............  4043.28—.30

. . U n d e te rm in a b le  E le m e n ts ................. 4043.04

. T re a s u ry  S to c k  ..................  5542.13— .14; 9005.17

. U n b ille d  C o s ts  a n d  Fees (C P F F
C o n tra c ts )  .................................................... 4041.21

. U n c o n s o lid a te d  S u b s id ia r ie s  . . . .  2051.18—.20

. U n d is t r ib u te d  E a rn in g s  o f
S u b s id ia r ie s  ................................................  4095.14

. U n e a rn e d  C o m p e n s a t io n .........................4062.14

. U n in s u re d  R is k s ......................................... 4311.103

. U n u s u a l I t e m s ............... 2012.26; 9005.18; 9007.21;
9008.06; 9008.09-.10; 9008.18

. U se o f I n f o r m a t io n ......................  1022.31; 1024.32

. V a r ia t io n s  in  In c o m e  T a x  E xp e n se  . . . .
.................  2071.19; 2071-1.25; 2071-1.37; 2071-1.82;

4091.62; U4091.127
. V o t in g  R ig h ts  ................................................ 2011.19
. W o rk in g  C a p ita l ..........................................  1027.25

D IS C O N TIN U E D  OPERATIONS
. A c c o u n t in g  fo r  D is p o s a l ............2012.13—.18
. C o m p a ra t iv e  F in a n c ia l S ta te m e n ts  . . .

.............................................................................2012.27
. D e f in i t io n ...........................................................2012.08

AICPA Professional Standards D IS
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D IS C O N TIN U E D  O PERATIO NS—
c o n t in u e d

. D is c lo s u re  R e q u ire m e n ts . 2012.08— .09;
2012.18; 2081.042

. E x c lu d e d  f r o m  " O r d in a r y ”  In c o m e  . . .
.........................................................................  2071-1.05

. I l lu s t ra t iv e  E x a m p le s ....U2012.003—.004

. In c o m e  S ta te m e n t  C la s s if ic a t io n  ..........
2012.04— .05; 2012.27 

. In c o m e  T a x e s  . . . 2012.08; 2071-1.02; 2071-1.16—
.19; 2071-1.35—.36

. R e v e n u e ..............................................................2012.08
D IS C O U N T ON DEBT

. D e b t w ith  W a r ra n ts  ..........................5516.13—.15

. E a r ly  E x t in g u is h m e n t ........................ 5362.01—.22

. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .
.......................................U2011.142; U2011.261-.264

. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . 4111.03;
4111.15; 4111A.03

. G a in s /L o s s e s  f r o m  E x t in g u is h m e n t . . .
.................................................................... 2013.01— .17

. In te re s t  M e th o d  o f A m o r t iz a t io n  . . . 5361.01—
.02

. P re s e n t V a lu e  C o n c e p t s ...............4111A.01—.03

. R e s t ru c tu r in g  o f  D e b t .......... 5363.013; 5363.017

. T ra n s la t io n  o f  F o re ig n  B a la n c e s ............
1083.039-.040; 1083.097; 1083.131 

. U n a m o r t iz e d — S ee U n a m o r t iz e d
D is c o u n t

D IS C O U N TIN G
. C a p ita l L e a s e s ............................................. 4053.010
. E x p e c te d  C a s h  F lo w s  ............................  5363.013
. F u tu re  E x c h a n g e  P r ic e  ............  1023.31; 4111.01
. In c o m e  T a x e s  ........................... 4091.02; U4091.014
. In te r e s t  R a te  A p p r o p r ia t e ............. 4111.12—.13
. L ia b ili t ie s  (M -1 C )  ........................................  1027.07
. M o n e y  a n d  M o n e y  C la im s  (M -1 A )  . . . 1027.07
. N o te  R e c e iv a b le  ( M - 1 A ) .........................  1027.07
. N o te s  R e c e iv a b le /P a y a b le ......................4111.16
. P re s e n t V a lu e  C o n c e p t s ...............4111A.01—.02
. P re s e n t V a lu e , F u tu re  P e n s io n

B e n e f i t s ......................................................... 4063B.33
. S a le s -T y p e  L e a s e s ......................................4053.017
. T a x  A llo c a t io n  A c c o u n t s ..........4092.01; 4111.04

D ISC O U NTS, RETURNS, A N D  
ALLOW ANCES

. C o s ts  o f  P u r c h a s e s ......................................9002.04

. In te r im  P e r io d  C o s t s ..................................  2071.16

. R e d u c t io n  o f R e v e n u e  ( M - 1 F ) ............... 1027.07
DISCOVERY VALUE

. O il a n d  G as R e s e rv e s ................................6021.004
D ISC RETIO N AR Y COSTS

. E m p lo y e r s '  P e n s io n  C o s t ............... 4063.15—.16

. Y e a r-E n d  B o n u s e s ....................................... 2071.17
D ISPO SAL CREDITS

. D e f in i t i o n ..........................................................  4043.31
DISPO SAL OF SEG M ENT

. A c c o u n t in g  fo r  D is p o s a l ................. 2012.13—.18

. A d ju s tm e n ts  o f  P r io r  A m o u n t s ..............2012.25

. A lte rn a t iv e  P r a c t ic e s ....................................2012.02

. C la s s if ic a t io n  in  In c o m e  S ta te m e n t . . .
............................................................. 2012.05; 2013.15

. C o m p a ra t iv e  F in a n c ia l S ta te m e n ts  . . .
............................................2012.13; U2012.009-.010

. C o n s o lid a te d  In c o m e  S ta te m e n ts  . . .9003.16

. C o n tra c ts ,  L o n g -T e rm  ...............................2012.16

. D e f in i t i o n ............................................................2012.02

. D is c lo s u re  R e q u ire m e n ts ............... 2012.08—.09;
2012.18; 2012.23; 9007.16—.17

. D is p o s a l D a te  D e f in e d ................................. 2012.14

. E ffe c t in  In te r im  P e r io d  .......... 2071.04; 2071.21;
2071-1.16—.19; 2071-1.35

. E x a m p le s  M e e t in g  C r i t e r ia ...................U2012.003

. G a in s  o r  L o s s e s ..........2012.08— .09; 2012.15—.16;
2012.23

. Im p a ir m e n t  o f  A s s e t V a lu e ............  4311.74—.75

DIS

DISPOSAL OF SEG M ENT— c o n t in u e d
. In ta n g ib le  A s s e ts  ......................................... 2012.16
. In te r im  P e r io d  D is c lo s u re  .........  2071.30—.31;

2071-1.17
. In v e n to r ie s  ..................................................... 2012.16
. L ea se s  ................................................................ 2012.17
. M e a s u re m e n t D a te  D e f in e d .....................2012.14
. P e n s io n  C o s t s ..................................................2012.17
. P lan  o f  D is p o s a l ............................................. 2012.14
. P re s e n ta t io n  in In c o m e  S ta te m e n t . . .

............................................................................ 2012.23
. R e c e iv a b le s .......................................................2012.16
. T im e  L i m i t ......................................................... 2012.15

DISSENTS
. R ea s o n s  R e c o rd e d  ........................................ 510.06
. V o t in g  P r o c e d u r e ............................................. 510.06

D IS TR IB U TIO N S
. C o rp o ra te  A s s e t s .........................................  5561.06
. E a rn in g s  o f  S u b s id ia r ie s .................  4095.07—.14
. In it ia l P u b lic  D is t r ib u t io n .................  1051.29—.30
. N o n m o n e ta ry  A s s e ts  . . . .  1041.04— .05; 1041.11
. P o lic y h o ld e rs ’ S u rp lu s  .............................  4095.26
. P r o d u c t io n  A c t i v i t y ....................................  1023.23
. S to c k  D iv id e n d s ............................................ 5561.01
. S to c k  S p li t - U p s ..............................................  5561.02

DIVIDENDS
. A r re a rs , D is c lo s u re  . . . .  2011A.05; 4311.18— .19;

5515.02:9005.17
. C a sh  Y ie ld  T e s t .............................U2011.135—.140
. C o n t in g e n t  C o n s id e ra t io n  . . .  1091.77; 1091.84
. C o n v e rs io n  N o t  A s s u m e d ...................U2011.025;

U2011.112
. C o n v e r t ib le  S e c u r i t ie s ............................ U2011.022
. C o s t M e t h o d .......... 5131.06—.07; 5131.13; 9003.20
. C re d ite d  to  E m p lo y e e s .................4062A.12—.13
. D is c lo s u re  in  F u n d s  S ta te m e n ts  . . . .  2021.14;

9007.09; 9007.14
. D is t r ib u t io n  o f  P o lic y h o ld e rs ’

S u rp lu s  ..........................................................  4095.26
. E ffe c ts  o f  P r ic e  L e ve l C h a n g e s ..............4071.16
. E q u ity  M e th o d  ............  1027.23; 5131.03; 5131.19;

9003.21—.22
. E x c lu s io n  f r o m  In c o m e  S ta te m e n t . . . .

....................................................................9008.06— .07
. F o re ig n  E x c h a n g e  G a in s  o r  L o sse s  . . . .

........................................................ 1083.168; 1083.187
. F o re ig n  E x c h a n g e  R a te  . . . 1083.030; 1083.227—

.228
. In c lu d e d  in  S ta te m e n t o f  R e ta in e d

E a rn in g s  ........................................................ 1022.05
. Leg a l R e s t r ic t io n s .......................4053.016; 5542.14
. M a rk e t  V a lu e  M e t h o d ............................... 5131.09
. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  ...1 04 1 .0 5 ;

1041.11
. N o n re c ip ro c a l T r a n s fe r s .........  1023.23; 1027.08
. P a r t i c ip a t in g .......... 2011.08; 2011.19; U2011.295—

.299
. P a y a b le
. . M o n e ta ry  L ia b i l i t ie s ...............................1071B.03
. P re fe r re d  S to c k
. . A r re a rs  .........................................  5515.02; 9005.17
. . C u m u la t iv e ...............2011A.05; 9003.18; 9005.17;

U2011.135
. . E a rn in g s  p e r  S h a re

C o m p u ta t io n s  . . . 2011.07; 2011.20; 2011A.06;
U2011.020-.021; U2011.101-.104;

U2011.143-.144
. . In v e s te e s  .......................................................9003.32
. R ea l E s ta te  In v e s tm e n t T ru s ts  . . . U2011.361—

.366
. S to c k  S p li t - U p s ..............................................  5561.11
. S u b s id ia r ie s
. . D e c la re d  o u t  o f  S u rp lu s  P r io r  to

A c q u is i t io n ................................................  2051.01
. . D is c lo s u re  u n d e r  C o s t M e th o d  . . . .  2051.18 
. . R e la tio n  to  C o n s o lid a te d  E a rn e d

S u r p lu s ......................................................... 2051.01
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D IVID EN D S— c o n t in u e d  
. S u b s id ia r ie s — c o n t in u e d
. . S to c k  D iv id e n d s ......................................  2051.17
. . T a x  o n  U n d is t r ib u te d  E a rn in g s  . . . 4095.07—

.14; 9003.14
. T re a s u ry  S t o c k .............................................  5541.01

D IV ID EN D S (IN S U R A N C E  POLICIES)
. P e n s io n  P la n s .................4063.41; U4063.131—.145

D IV ID EN D S PER SHARE
. C h a n g e  in  R a t e s ...................... 2011.33; U2011.114
. C o m m o n  S to c k  E q u iv a le n ts  ..................2011.31
. D is c lo s u re  R e q u ir e m e n ts .......................2011A.25

D IV ID EN D S RECEIVED DEDUCTION
. E q u ity  M e th o d  ...............................................4096.08
. In te rp e r io d  T a x  A l lo c a t io n .......................4091.32;

U4091.051
. U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r ie s .......................U4095.001—.005
DIV ID EN D S, STOCK— See S to c k  

D iv id e n d s
D IV IS IO N — see  S e g m e n t o f  a B u s in e s s
DO M ESTIC  IN T E R N A T IO N A L SALES 

C ORPORATION
. D is c lo s u re  o f  U n d is t r ib u te d

E a r n in g s ...........................................U4095.001—.005
. T a x  A l lo c a t io n ............................. 4091-1.03; 4095.09

D O N A TIO N S
. C a p ita l S to c k  ................................................. 5512.01
. M e a s u re m e n t (M -3 )  .................................  1027.08
. N o n m o n e ta ry  A s s e ts  .................................1041.06
. T a x  B a s is ......................................................U4091.052
. W h e n  R e c o rd e d  ( S - 3 ) ..............................  1027.08

D O U BLE-ENTR Y SYSTEM
. B a s e d  o n  D u a l E f f e c t s ...............................  1027.13

D R ILLIN G — S ee In ta n g ib le  D r il l in g  a n d  
D e v e lo p m e n t C o s ts

DRY HOLE C O N TR IB U TIO N S
. E x p lo ra t io n  C o s ts  . . . .  6021.017—.018; 6021.068
. U n p ro v e d  P r o p e r t ie s ............................... 6021.028

E A R N IN G S — c o n t in u e d
. In v e s tm e n t C r e d i t ........................................ 4094.10
. Leve l
. . C o n d it io n s  fo r  Issu e  o f S h a r e s ............

2011A.16—.17; U2011.322-.329 
. L e v e ra g e d  Lea se s  . . .4053.043—.046; 4053.108—

.114
. P e n s io n  F u n d s ...........................4063A.05; 4063B.27
. . A c tu a r ia l G a in s  ( L o s s e s ) ............ 4063.25— .33;

U4063.083—.088
. P o t e n t ia l .......................................  2011.25; 2011A.15
. R e la tio n  to  C a p ita l S tru c tu re  ..............2011B.05
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t i v i t i e s ......................................................... 4211.50
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  1091-1.08
. S to c k  D iv id e n d s ............................................ 5561.10
. S u b s id ia r ie s
. . D o m e s t ic  In te rn a t io n a l S a les

C o r p o r a t io n ..........................4091-1.03; 4095.09;
U4095.001—.005

. . F o r e ig n ............. 1081.04— .05; 1083.199; 1083.203;
1083.223—.224; 1083.227

. . T a x  o n  In te rc o m p a n y  P r o f i t s ............  2051.16

. . T a x  o n  U n d is t r ib u te d  E a r n in g s ............
4091-1.02—.03; 4095.07-.14; U4091.020;

U4095.001—.005
. V a r ia b i l i t y ................................................  4311.63—.65

E A R N IN G S  H IS T O R Y
. A ll In c lu s iv e  C o n c e p t ....................................2010.13

E A R N IN G S  PER  C O M M O N  S H A R E
. A d ju s tm e n ts  to  N e t I n c o m e ..........U2011.020—

.022
. A s s u m in g  Fu ll D ilu t io n  . . . .  2011.16; 2011C.03—

.04; U2011.098
. A s s u m in g  N o  D ilu t io n  . . . .  2011.16; U2011.073—

.075; U2011.098
. C o m p le x  C a p ita l S t r u c tu r e ..........2011C.03—.04
. R e s t r ic t io n  o n  U s e .................2011.16; U2011.097
. S im p le  C a p ita l S t r u c tu r e  . . .  2011.14; 2011C.02;

U2011.010
. S im p le  v. C o m p le x  C a p ita l

S t r u c t u r e s .................................... U2011.090— .091
D U A L  P R E S E N T A T IO N — S ee a lso  

E a rn in g s  p e r  S h a re
. C a p t io n s  S u g g e s te d ....................U2011.097—.098
. C h a n g e  in  C a p ita l S t r u c t u r e ..........U2011.099—

.100
. C o n v e rs io n  F o r P r im a ry  O n ly  . . . .  U2011.147—

.150
. D e f in i t io n ......................................................... 2011D.11
. D if fe r in g  V ie w p o in ts  ................................. 2011B.08
. In c o m e  S ta te m e n t P re s e n ta t io n  . . . .  2011.16;

U2011.004; U2011.061-.063 
. S im p le  a n d  C o m p le x  C a p ita l

S t r u c t u r e .......................................U2011.090—.094
. S im p le  C a p ita l S t r u c tu r e ..........U2011.092—.094

E A R N E D  S U R P L U S — See R e ta in e d  
E a rn in g s

E A R N IN G  P R O C E S S
. D e f in i t i o n ..........................................................  1026.13
. E x c h a n g e s  o f  N o n m o n e ta ry  A s s e ts  . . .

................................................... 1041.16; 1041.21—.22
. R e v e n u e  R e c o g n it io n ........................  1026.14— .17

E A R N IN G S
. A p p lic a b le  to  C o m m o n  S to c k  ...U 2011 .020— 

.022; U2011.101—.104 
. C o m b in e d  in  P o o lin g  o f In te re s ts  . . . .  1091.39
. C o n t in g e n t  C o n s id e ra t io n  ........................1091.80
. D is c lo s u re  R e q u ire m e n ts  . . . .9 0 0 8 .0 1 ; 9008.18
. D is t o r t io n ............................................................2010.11
. D is t r ib u t io n .....................................................  1022.05
. E q u ity  M e th o d .......................................5131.01—.21
. . F u n d s  S ta te m e n t ...........................9007.13— .15
. . In c o m e  T a x e s  ............... 4091-1.05; 4096.01—.12
. E s t im a t io n  o f P o t e n t i a l ............  1022.14; 1024.07
. G o o d w ill A m o r t iz a t io n  ............................. 5141.18

EAR N IN G S PER SHARE
. A c c o u n t in g  C h a n g e s  ..................U1051.001—.009
. A n t i-D ilu t io n — S ee A n t i-D ilu t io n
. A p p l ic a b i l i t y .................  2011.05—.06; 2083.01— .16;

U2011.068—.071
. A s s u m p t io n s  a n d  A d ju s tm e n ts  .......... 2011.20;

U2011.011-.012
B a n k  P r im e  In te re s t  R a te — S ee B a n k  

P r im e  In te re s t  R a te
. B a se s  o f  C a lc u la t io n s ...................... 2011.33—.34;

U2011.045
. C a p t io n s  S u g g e s te d ................... U2011.097—.098
. C ash  Y ie ld  T e s t ..............  2011.33—34; U2011.113;

U2011.135— .140
. C a tc h -U p  A d ju s tm e n t ...............U1051.010—.013
. C h a n g e  in  A c c o u n t in g  P r in c ip le  . . . .  1051.19— 

.21; U1051.001-.009
. C h a n g e  in  C a s h  Y ie ld ............  2011.33; U2011.114
. C h a n g e  in  R e p o r t in g  E n t i t y ..........  1051.34—.35;

U1051.001—.009
. C irc u la r  E f f e c t ............................................... 2011B.07
. C la im s , S e n io r  S e c u r it ie s  .....................2011A.05;

U2011.020—.021; U2011.083; U2011.101— .104 
. C la s s if ic a t io n  o f  S e c u r it ie s  . . . U2011.111—.116
. C lo s e ly  H e ld  C o rp o ra t io n s  .................... 2083.01;

U2011.072
. C o m m it te e  o n  A c c o u n t in g

P r o c e d u r e .......................................................2011.02
. C o m p a ra t iv e  S ta te m e n ts  ......................  2011.45;

U2011.051; U2011.099-.100
. C o m p le x  C a p ita l S t r u c t u r e ..................... 2011.15;

2011.19; 2011C.03—.04; U2011.010; U2011.045;
U2011.088-.089; U2011.103-.104

. C o m p u ta t io n a l G u id e l in e s ......................  2011.44;
2011A.01—.25; U2011.101-.110

AICPA Professional Standards E A R
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E AR N IN G S  PER SHARE— c o n t in u e d  
. C o n s is te n c y  w ith  In c o m e

S t a t e m e n t ....................2011.13; U2011.084— .086
. C o n s o l id a te d .................................. U2011.334— .340
. C o n t in g e n t  C o n v e r t ib le s ..........U2011.330—.333
. C o n t in g e n t  Is s u a n c e  o f  S h a re s  ...2011A .16— 

.19; U2011.120; U2011.308-.333
. C o n t in u in g  O p e r a t io n s ............  2012.07; 2012.09;

2012.26
. C o n v e rs io n  fo r  P r im a ry  O n ly  . . . . U2011.147—

.150
. C o n v e rs io n  in to  C o n v e r t ib le s  . . . .  U2011.154—

.157
. C o n v e rs io n  in to  N o n c o n v e r t ib le s ..........

.............................................................U2011.154— .157
. C o n v e rs io n  O p t io n  D e la y e d  ................ 2011A.11;

U2011.035-.036; U2011.122-.123
. C o n v e rs io n  R a te  C h a n g e s ..........2011A.11—.12;

U2011.341-.343
. C r ite r ia ,  C o m m o n  S to c k

E q u iv a le n c e  . . . .  2011.33—.34; U2011.017— .018;
U2011.113-.114; U2011.126-.128

. D a y s  B e tw e e n  T w o  D a te s ................... U2011.360

. D e fe r re d  S to c k  O p t io n s  ..........U2011.274— .283

. D e f in it io n s  o f  T e rm s  ...................... 2011D.01—.28

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.16;
2062-1.03

. D if fe r in g  V ie w p o in ts ........................ 2011 B.01—.24

. D ilu t io n  T e s t . . . 2011.14; U2011.010; U2011.076—
.080; U2011.089

. D is c lo s u re  R e q u ire m e n ts  . . . .  1027.28; 2083.01;
U2011.353

. D is c o u n t  o r  P r e m iu m ...........................U2011.142;
U2011.261-.264

. D iv id e n d s , C u m u la t iv e  P re fe r re d  . . . 2011A.05;
U2011.020—.021; U2011.101-.102 

. D u a l P re s e n ta t io n — S ee D ua l 
P re s e n ta t io n

. E a rn in g s  C o n d i t io n s ................... U2011.322—.329

. E a rn in g s . C o n v e r t ib le  S e c u r i t ie s ............
2011A.07—.08

. E ffe c t o f  D i l u t i o n ...........................U2011.056—.057

. E ffe c t o f  R e t ro a c t iv e  C h a n g e  . . . .  U1051.008—
.009

. E ffe c t iv e  D a te  o f  S e c t io n s ............  2011.45—.46;
2083.10; 2083.16; U2011.041; U2011.048-.051 

. E r ro r  in  F in a n c ia l S ta te m e n ts  . . . 1051.36— .37;
U1051.001-.009

. E x t ra o rd in a ry  I t e m s ................. 2011.13; 2012.12;
U2011.010; U2011.062; U2011.084-.086 

. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . .
2011.01—.03; 2011.39 

. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . 1083.035—
.036; 4312.04

. F u lly  D i l u t e d ...........................2011.15; 2011.40—.42

. F u tu re  C o n t in g e n c ie s  ............. U2011.314— .321

. G e n e ra lly  A c c e p te d  A c c o u n t in g
P r in c ip le s  . . . 2011.05; 2083.01; U2011.070-.071 

. G o v e rn m e n t-O w n e d  C o rp o ra t io n s  . . . .
........................................................ 2011.06; U2011.069

. G ro u p in g  o f  S e c u r it ie s  . . . 2011.35; U2011.163—
.166

. H is to r ic a l  B a c k g ro u n d  .................. 2011.07—.11;
U2011.001-.004

. H is to r ic a l S u m m a r ie s ................................ 1051.39

. I f  C o n v e r te d  M e th o d ..........2011A.06; U2011.023;
U2011.103—.104; U2011.142

. I l lu s t ra t io n

. . C h a n g e  in  C o m p le te d  C o n t r a c t
M e th o d ............ 1051B.01—.04; U1051.003-.004

. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .
.................................... 1051A.01—.04; 2072.17-.21

. . C h a n g e  in  In v e n to ry  P r ic in g
M e th o d  ........................  2072.22—.25; U1051.005

. I l lu s t ra t iv e  S t a t e m e n t s .................2011C.01—.04

. In c o m e  S ta te m e n t  P re s e n ta t io n  . . . 2011.12— 
.13; 2012.07; 2012.09 

. In c re a s e d  b y  C o n t in g e n t  Is s u a n c e  . . . 2011.30 

. In c re m e n ta l E f f e c t ......................U2011.058—.060

EAR

EAR N IN G S PER SHARE— c o n t in u e d
. In f re q u e n t  E v e n ts  ........................................ 2012.26
. In te re s t,  C o n v e r t ib le  D e b t ....................... 2011.20
. In te re s t,  S e n io r  S e c u r it ie s  ...................2011A.05;

U2011.103-.104
. In te r im  P e r io d  D is c lo s u re  . . . 2014.15; 2071.30;

2072.11—.14
. In v e s tm e n t D e c is io n s .................................2011.01
. M a rk e t  P r ic e  G u a ra n te e s  . . . .  U2011.314— .321
. M u tu a l C o m p a n ie s ....................................U2011.069
. N e t In c o m e  C h a n g e s ................................... 2011.01
. N e t L o s s  ............ U2011.056; U2011.060; U2011.083
. N o n p r o f i t  C o rp o ra t io n s  ........................U2011.069
. N o n p u b lic  E n te rp r is e s  . . . 2011.45; 2083.01—.16 
. O p t io n s — S ee S to c k  O p t io n s  a n d  S to c k  

P u rc h a s e  P lan s
. P a re n t  C o m p a n y  S ta te m e n ts  . . . .  U2011.070;

U2011.334— .340
. P a r t ic ip a t in g  S e c u r i t ie s ............ U2011.295—.299
. P e r io d s  P r e s e n t e d .............................2011.17—.18
. P h a n to m  S to c k  P la n s  ...............U2011.283— .286
. P o o lin g  o f  I n t e r e s t s ................... 1091.31; 1091.56;

20UA.04; U2011.043; U2011.124— .125
. P re m iu m  o r  D is c o u n t ............................ U2011.142;

U2011.261-.264
. P re s e n ta t io n  in In c o m e  S ta te m e n t . . .

______ 2011.12—.16; U2011.010; U2011.097-.098
. P r im a r y .................................... 2011.15; 2011.24— .39
. P r io r  P e r io d  R e s ta te m e n ts  . . . .  2011 A.17—.19;

2014.15; 2083.10; 2083.16; U2011.039-.041
. P ro s p e c tu s e s  ..................................................2011.01
. P u rc h a s e  o f  a B u s in e s s  . . . 2011A.04; U2011.042 
. Q u a r te r ly  C o m p u ta t io n s  . . . .  U2011.228—.229;

U2011.270
. R e a c q u ire d  S h a re s  ............................... U2011.107
. R ea l E s ta te  In v e s tm e n t T ru s ts  . . . U2011.361—

.366
. R e c la s s if ic a t io n  o f S e c u r it ie s  . . . .  U2011.126—

.131
. R e c o n c i l ia t io n s ................................................2011.21
. R e d e m p tio n  P re m iu m  o r  D is c o u n t . . . .

............................................................ U2011.262-.264
. R e g is te re d  In v e s tm e n t C o m p a n ie s  . . .

......................................................... 2011.06; U2011.069
. R e o rg a n iz a tio n s  ....................2011A.04; U2011.044
. R e p o r t in g  F o rm a t . . . .  2011.13; U2011.061—.063
. R e p o r ts  to  S to c k h o ld e rs  ..........................2011.01
. R e s id u a l S e c u r i t ie s ...................... 2011.05; 2011.08
. R e s id u a l S e c u r i ty  C o n c e p t .....................2011.11
. R e t ro a c t iv e  A d ju s tm e n ts ........................  2011.36;

U1051.001—.009; U2011.039-.041; U2011.228—
.229

. SEC F o rm  S - 9 ............................................. U2011.071

. S e c u r it ie s ,  D e f in i t io n ........ 2011D.21; U2011.052

. S e c u r it ie s  Is s u e d  P r io r  t o  6 / 1 / 6 9  . . . 2011.46; 
U2011.048-.049; U2011.115; U2011.129-.131;

U2011.344—.352
. S h a re s  Is s u e d  o n  C o n v e r s io n ............... 2011.20;

U2011.045; U2011.092
. S ig n if ic a n c e  In  S ta te m e n ts  ...................  1022.31
. S im p le  C a p ita l S t r u c tu r e  . . .  2011.14; 2011C.02;

U2011.010; U2011.087; U2011.101-.102 
. S im p le  v. C o m p le x  C a p ita l

S t r u c t u r e s .................................... U2011.090— .091
. S itu a t io n s  N o t C o v e re d  . . . .  2011.43; U2011.038
. S p e c ia l P u rp o s e  S ta te m e n ts  ............... 2011.06;

U2011.070-.071
. S ta t is t ic a l S e rv ic e s  ......................................2011.01
. S ta t is t ic a l  S u m m a r ie s  . . . 2011.05; U2011.068—

.071
. S to c k  D iv id e n d s  o r  S p lits  .....................2011A.03;

U2011.040; U2011.110
. S to c k  S u b s c r ip t io n s ................... U2011.287—.289
. S u b c h a p te r  S C o rp o ra t io n s  ..............U2011.081
. S u b s id ia r ie s 'S e c u r i t ie s  ...............2011A.20—.24;

U2011.154-.155; U2011.334— .340
. S u b s id ia r ie s , W h o lly  O w n e d ...................2011.06;

U2011.070
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E AR N IN G S  PER SHARE— c o n t in u e d
S u p p le m e n ta r y ...............  2011.22—.23; U2011.002;

U2011.046-.047; U2011.354— .356
. T e n d e r in g  D e b t in  E x e r c is e ...............U2011.029;

U2011.230-.235; U2011.240-.248
. T e rm in o lo g y  ..................................... 2011D.01—.28
. T h re e -M o n th  T e s t ....... U2011.223—.227
. T im e  o f Is s u a n c e  ...............2011.10; 2011.28—.29;

U2011.117-.120
. T im e  P e r io d  D e f in e d  ..................U2011.202—.204
. T re a s u ry  S to c k  M e th o d — S ee T re a s u ry  

S to c k  M e th o d
. T w e n ty  P e rc e n t P ro v is io n  . . . U2011.255—.260
. T w o -C la s s  C o m m o n  ....................2011A.14— .15;

U2011.295-.299
. T w o -C la s s  M e t h o d ...........................2011A.09—.10;

U2011.300-.307
. U n a m o r t iz e d  D is c o u n t .........................U2011.142;

U2011.261
. U n u s u a l I t e m s .................................................2012.26
. U se  o f  D a ta  .......................................... 2011.01—.02
. U ses  o f  T e rm  .............................................2011D.12
. W a r ra n ts — S ee S to c k  P u rc h a s e  

W a rra n ts
. W e ig h te d  A v e ra g e — See W e ig h te d  

A v e ra g e
. Y e a r- to -D a te  C o m p u ta t io n s ..........U2011.228—

.229

EC O N O M IC  A C TIV ITY
. C la s s if ic a t io n  o f  E v e n ts  ........................... 1023.23
. C o m p le x ity  . . . 1022.26; 1023.15; 1023.28; 1025.16 
. C o n s tra in ts  o n  A c c o u n t in g

M e a s u r e m e n t ..............................................  1029.06
. C o n s u m p t io n  ................................................. 1023.10
. C o n t in u o u s  N a t u r e ......................  1023.15; 1023.28
. C o s t D e f in e d ...................................................  1023.26
. C y c le s  o f  A c t i v i t y .........................................  1025.08
. D e s c r ip t io n , G e n e ra l . . . . ............... 1022.11—.12
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.09;

2062.29; 2062.48-.51
. D is t r ib u t io n  o f In c o m e  .............................  1023.10
. E x c h a n g e ..........................................................  1023.10
. F o re ig n  E x c h a n g e  R a te  C h a n g e  . . . .  1083.079;

1083.096—.111
. H ig h ly -D e v e lo p e d  E c o n o m ie s ............... 1023.12
. H is to r y  in  M o n e y  T e r m s .......... ................. 1023.02
. In d iv id u a l B u s in e s s e s ........................  1023.17—.26
. In f lu e n c e  o n  F in a n c ia l A c c o u n t in g . . . 1023.03;

1023.15; 1025.05
. In te rn a t io n a l T r a d e ............ 1083.001; 1083.053
. I n v e s tm e n t ......................................  1023.10; 1023.14
. J o in t  N a t u r e .................................... 1023.28; 1026.13
. L a w  a n d  C u s to m  .........................................  1023.16
. L e s s -D e v e lo p e d  E c o n o m ie s ...................  1023.11
. M e a s u re m e n t . . . .  1023.03; 1023.27—.33; 1025.05
. M o n e y  T e r m s ................................................. 1023.30
. O il a n d  G as R e s e rv e s .................................6021.056
. O rg a n iz a t io n  in  S o c ie t y ...................  1023.10—.16
. P r o d u c t io n ......................................  1023.10; 1023.13
. S a v in g ................................................ 1023.10; 1023.14
. S e g m e n t In fo r m a t io n ...................  2081.057—.058
. S ta b i l i ty  ............................................................. 1023.16
. S u c c e s s fu l O p e ra t io n s  .............................  1024.06
. T e c h n o lo g ic a l C h a n g e  . . . .  ...................  1023.13
. T im e  P e r io d s ...................................................  1025.06
. U n ite d  S ta te s  E c o n o m y ........................... 1023.12

EC O N O M IC  COST
. B o r ro w in g  M o n e y ............... 5362.10:5362.16—.17
. D e f in i t i o n ..........................................................  1023.26

E C O N O M IC  DECISIO NS
. C h o ic e s  b y  U s e r s .........................................  1024.10
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.48—

.51
. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.16—.17
. E le m e n ts  in  D e c is io n  M o d e ls .................. 4211.50
. K n o w le d g e  o f D e c is io n  P ro c e s s e s  . . . 1022.10 
. M a te r ia l i t y  C o n c e p t .................... 1025.15; 9001.09

AICPA Professional Standards

EC O N O M IC  DECISIONS— c o n t in u e d
N e e d  fo r  F in a n c ia l S ta te m e n ts ............ 9005.02
N ee d  fo r  T im e ly  In fo rm a t io n  ............... 1024,20;

1025.06
P re d ic t io n  F ro m  P a s t E v e n ts  ............... 1022.29
P ro te c t io n  A g a in s t L osse s  ...................  4311.45;

4311.61—.66; 4311.85—.88
R e fu n d in g  o f  D e b t ........................  2033.23; 5362.10
R e le v a n c e  as P r im a ry  O b je c t iv e .......... 1024.16
R e lia b il ity  o f  In fo rm a t io n  ........................  1024.35
U n d e rs ta n d in g  A c c o u n t in g  P o lic ie s  . . .

............................................................  2045.07;9001.12
. U s e fu ln e s s  o f  A c c o u n t in g  . . . 1022.01; 1022.13;

1023.01; 1024.01

EC O N O M IC  DEVELOPMENTS
. E ffe c t o n  R e s e a rc h  P ro g ra m  . . . . 100.03

EC O N O M IC  LIFE
. C r ite r io n  fo r  C la s s ify in g  L ea se s  . . . .  4053.007;

4053.075
In d e te rm in a te  ........................... 4053.028; 4053.106

. L e a se d  P r o p e r t y ......................4053.005; 4053-2.03

E C O N O M IC  O BLIG ATIO N S
. C h a n g e s  O v e r  T im e ..................................  1023.22; 1023.29:

1024.08
. C la s s if ic a t io n  o f E v e n ts  ........................... 1023.23
. D e f in it io n  ...............................  1023.19; 4311.7 0 -.7 2
. D e s c r ip t io n  o f E c o n o m ic  A c t iv i ty  . . . 1022.11;

1023.17
. E v a lu a tio n  o f  E n te r p r is e ........................... 1024.05
. E x c h a n g e  P r i c e ........................................... 1023.31; 1025.09
. G e n e ra l C la im s ..............................................  1023.19
. H is to ry  in  M o n e y  T e r m s ........................... 1023.02
. In d e te rm in a te  A m o u n t s ........................... 1024.12
. M e a s u r e m e n t ............... 1022.17; 1023.27; 1025.05;

1025.07
. R e c o rd e d  as L ia b i l i t ie s ............  1022.19; 1024.12;

1026.01
. R e c o rd e d  as L ia b ilit ie s  ( S - 1 C ) ............... 1027.08
. R e la tio n  to  B a s ic  E le m e n ts ...................  1022.12;

1022.18; 1023.22; 1024.12; 1025.17—.19, 1025.21 
. R e la tio n  to  R e s id u a l In te re s t  . . . .  1023.20—.21
. S e le c t io n  o f E v e n ts  ....................................  1027.03
. S o u rc e s  ............................................................. 1023.19
. T ra n s fe rs  to  O w n e rs  . ...............  1023.23; 1027.04

EC O N O M IC  RESOURCES
. C h a n g e s  O v e r  T im e ...................  1023.22; 1023.29;

1024.08
. C la im s  to  R e c e iv e  M o n e y ........................  1023.18
. C la s s if ic a t io n  o f E v e n ts  ........................... 1023.23

D e f in it io n  ...................  1023.18; 4211.42
. D e s c r ip t io n  o f E c o n o m ic  A c t iv i ty  ...1 02 2 .1 1 ;

1023.17
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.48—

.51
. E v a lu a tio n  o f  E n te r p r is e ........................... 1024.05
. E x c h a n g e  P r i c e .............................  1023.31; 1025.09
. F in a n c in g  a n d  In v e s tin g  A c t iv i t ie s  . . . 9007.01
. H is to ry  in  M o n e y  T e r m s .......... ................. 1023.02
. M e a s u ra b il i ty ,  C r ite r io n  fo r  A s s e t

R e c o g n it io n  .......................................4211.43—.44
. M e a s u re m e n t o r  V a lu a t io n .................... 1022.17;

1023.27; 1023.31; 1025.05; 1025.07
. M o n e y .................................................................  1023.18
. M o n e y  P r ic e s , T y p e s ..................................  1023.31
. O w n e rs ' In v e s tm e n ts .................  1023.23; 1027.03
. O w n e rs h ip  o f  O th e r  E n te rp r is e s  . . . .  1023.18;

5131.10
. P h y s ic a l C h a n g e s .........................................  1023.33
. P ro d u c ts  ......................    1023.18
. R e c o rd e d  as A s s e ts ...................  1022.19; 1024.12;

1026.01; 4211.43—.46
. R e c o rd e d  as A s s e ts  (S -1 A ) ...................  1027.07
. R e la tio n  to  B a s ic  E le m e n ts .................... 1022.12;

1022.18; 1023.22; 1024.12; 1025.17—.19; 1025.21 
R e la tio n  to  R e s id u a l In te r e s t  . . . .  1023.20—.21 

. R ig h ts  to  P ro d u c t iv e  R e s o u r c e s .......... 1023.15

E C O
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E C O N O M IC  R E S O U R C E S — c o n t in u e d
. S e le c t io n  o f  E v e n ts  ....................................  1027.02
. T ra n s fe rs  T o  O w n e r s .................  1023.23; 1027.03

E C O N O M IC  U S E F U LN E S S
. E m e rg e n c y  F a c i l i t ie s .................  4073.03; 4073.05;

4073.07
. L ess  th a n  N o rm a l L i f e ................................4071.09
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t iv i t ie s  . . . 4211.39—.41; 4211.45; 9009.09—.11
E C O N O M IS T S

. U se  o f  F in a n c ia l In fo r m a t io n  . . . .  9001.11—.12
E D U C A T IO N A L  IN S T IT U T IO N S

. A p p lic a b i l it y  o f  A P B  O p in io n s ................. 510.05
E L E M E N T S — S ee B a s ic  E le m e n ts
E M E R G E N C Y  F A C IL IT IE S

. D e p re c ia t io n  a n d  A m o r t iz a t io n  . . . .  4073.01—
.10

. T im in g  D i f fe r e n c e s .................................... 4091A.05
E M P IR IC A L  S T U D IE S

. R e s e a rc h  a n d  D e v e lo p m e n t
E x p e n d itu re s  .............................................. 4211.41

E M P L O Y E E  R E T IR E M E N T  IN C O M E
S E C U R IT Y  A C T  O F 1 9 7 4 — S ee P e n s io n  
R e fo rm  A c t  ( 1 9 7 4 )

E M P L O Y E E S
. A v e ra g e  A ge , E m p lo y e e  G r o u p ............  4063.14;

4063.20
. B e n e f it  P la n s .....................................................5132.05
. C o m b in e d  C o r p o r a t io n ............ U1091.126—.132
. D e a th  a n d  D is a b il i ty  B e n e f its  ............... 4063.08
. D e fe r re d  C o m p e n s a t io n  C o n tra c ts  . . .

.................................. 4064.01—.03; U2011.274-.283
. D is a b il i ty  ......................................................... 4063A.07
. D is c lo s u re  o f  P e n s io n  P la n s  .................. 4063.46
. E lig ib i l ity  f o r  P e n s io n  B e n e f i t s ............  4063.34;

U4063.125-.127
. E n t i t le m e n t to  P e n s io n  B e n e f its  . . . 4063A.07;

U4063.089-.098
. F u tu re  S e rv ic e s  ............................................. 4064.01
. In c lu s io n  in  C a lc u la t io n s  o f  P e n s io n

C o s t ......................4063.35—.36; U4063.125-.127;
U4063.178-.181

. In s u re d  P e n s io n  P la n s ...............U4063.131—.145

. In ta n g ib le  A s s e ts  ...........................................5141.27

. In te rn a t io n a l A c c o u n t in g
S t a n d a r d s ......................................9000.06; 9001.04

. K e y -M a n  L ife  In s u r a n c e ............ U4064.001—.004

. L e a se  A c q u is it io n  C o s ts  ..........4054.05; 4054.08

. P e n s io n  C o s t C o m p u ta t io n s  . . . .  4063.09—.15 

. P e n s io n  R e fo rm  A c t  ( 1 9 7 4 )  . . . 4063-1.01—.06

. P h a n to m  S to c k  P la n s  ............. U2011.284— .286

. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .
.............................................................. U4062.001-.006

. R e lo c a t io n  E x p e n s e s .................................. 2012.17

. R e m a in in g  S e rv ic e  L iv e s ...........................4063.12

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
............................................................. 9009.06; 9009.15

. R e t ir e m e n t A ge , P e n s io n  P la n s ........... 4063A.07
. S o c ia l S e c u r i ty  B e n e f i t s ........................4063A.07
. S to c k  Is s u e d  to  E m p lo y e e s  ..........4062.01—.20
. S to c k  O p t io n  a n d  S to c k  P e n s io n

P la n s ..........4061.01—.15; U2011.075; U2011.274—
.286

. T u r n o v e r ........................ 4063A.07; U4063.089—.098

. U se  o f  F in a n c ia l In fo r m a t io n  . . . .  9001.11—.12
E M P L O Y E R S

. A d m in is t r a t io n  E x p e n se s , P e n s io n
P la n s  .............................................................. 4063A.06

. C o n t r ib u t io n s  u n d e r  D e f in e d -B e n e fit
P la n s  ...................................................  4063B.18—.19

. D e fe r re d  C o m p e n s a t io n  C o n t r a c ts  . . .
.................................................................... 4064.01—.03

. D is c lo s u re  R e q u ire m e n ts , P e n s io n
P la n s ..............................4063.46; U4063.121-.123

. Fu ll A c c ru a l,  P e n s io n  B e n e f i t s ..............4063.12

E M P L O Y E R S — c o n t in u e d  
. F u n d in g  u n d e r  P e n s io n  P la n s  . . . 4063A.01—.03
. In s u re d  P la n s .................4063.41; U4063.131—.145
. Leg a l O b lig a tio n s , P e n s io n  P la n s  ..........

...........................U4063.020— .028; U4063.118-.120
. M u lt ie m p lo y e r  P e n s io n  P la n s ..........U4063.130
. P a r t ia l A c c ru a l, P e n s io n  B e n e f i t s ..........

4063.13—.14
R e s p o n s ib ility  fo r  P e n s io n  B e n e f its  . . .

......................................... 4063.10—.11; 4063.15— .16
. S to c k  Issu e d  to  E m p lo y e e s  .......... 4062.01—.20
. S to c k  O p t io n  a n d  S to c k  P u rc h a s e

P la n s .........................................................4061.01—.15
. T e rm in a l F u n d in g ........................................ 4063A.34
. U se o f  F in a n c ia l I n f o r m a t io n .................  1023.05

E N E R G Y  P O L IC Y  A N D  C O N S E R V A T IO N  
A C T

. C o o rd in a t io n  o f D is c lo s u re
R e q u i r e m e n ts ............  6021.091; 6021.094— .095

. Im p le m e n ta t io n  b y  SEC a n d  O th e rs  . . .
..........................................................................6021.089

. T it le  V, S e c tio n  5 0 3  ...................... 6021.075—.078
E N G IN E E R IN G

. A c t iv it ie s  in  R e s e a rc h  a n d
D e v e lo p m e n t ............................................... 4211.09

. C o n s tru c t io n  a n d  D e s ig n ..........................4211.10
E N T E R P R IS E — S ee B u s in e s s  E n te rp r is e
E N T E R P R IS E  S T A N D A R D  IN D U S T R IA L  

C L A S S IF IC A T IO N
. S y s te m  F o r C la s s ify in g  B u s in e s s

A c t iv it ie s  . . . 2081.011— .014; 2081.091; 2081.098
E N TITY, A C C O U N TIN G

. B a s ic  F e a tu re  o f  F in a n c ia l
A c c o u n t in g ................................................... 1022.17

. C h a n g e  in R e p o r t in g  E n t i t y ..................... 1051.12;
1051.34— .35:2071.25

. C o m p a re d  to  Lega l E n t ity  ......................  1025.03

. D e f in i t io n ..........................................................  1025.03

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.04;
2062.10—.11; 2062-1.01—.06 

. E c o n o m ic  U n it  in  C o n s o lid a t io n  . . . .  1027.22;
9003.01

. E n v iro n m e n t .........................................  2012.20—.22

. G o in g  C o n c e rn  C o n c e p t ........................... 1025.04

. L iq u id a t io n  I m m in e n t ................................ 1025.04

. M a rk e ta b le  E q u ity  S e c u r it ie s  . . . 5132.09—.10;
5132-4.01—.08

. S e g m e n ts  o f a B u s in e s s  . . . .  2081.007; 2083.01 

. T ra n s fe rs  a n d  E x c h a n g e s  W ith in  . . . .  1041.04;
U1091.151—.154

E N TITY , SEPARATE
. B u s in e s s  C o m b in a t io n s  . . . .  1091.01; 1091.28—

.29
. C o n c e p t o f  C o rp o ra t io n

A c c o u n t in g .........................................  5561.06—.07
ENTRY AGE N O R M A L METHOD

. A c tu a r ia l C o s t M e th o d  .................4063A.16—.21

. C o n t r ib u t io n ,  A n n u a l ...............................  4063A.20

. C o s t A s s ig n m e n t ................................... 4063.20—.21

. F u n d in g  I n s t r u m e n ts .................................4063A.21

. G a in s  o r  L o sse s , A c tu a r ia l .....................4063A.19

. N o rm a l C o s t .......................................4063A.16—.17

. P a s t S e rv ic e  C o s t .............................. 4063A.17—.19

. V a r ia t io n s  in  P r a c t i c e .............................  4063A.18
E N V IR O N M E N T

. C o l le c t ib i l i t y  o f  R e c e iv a b le s .......... 4311.22—.23

. R e la tio n  to  E x tra o rd in a ry  I t e m s ............
..............................................U2012.006; 2012.20-.22

E N V IR O N M E N T OF F IN A N C IA L 
AC C O U N TIN G

. A s p e c ts  S e le c te d  ........................  1021.04; 1023.03

. C o n s tra in ts  o n  A c h ie v e m e n t ..............  1022.16;
1024.40

. E ffe c ts  o n  F in a n c ia l A c c o u n t in g .......... 1025.01;
1025.16

E C O Copyright© 1978, American Institute o f Certified Public Accountants, Inc.



AC Topical Index
References are to  AC section and paragraph numbers.

1 5 ,2 3 3

ENVIRONMENT OF FINANCIAL
ACCOUNTING— c o n tin u e d

, E va lua tio n  o f  P rin c ip le s  .........................  1029.06
. Im p o r ta n c e ..................................................1022.08
. R e la tio n  to  B as ic  F e a tu re s ...........  1025.01—.16
. S t a b i l i t y ................. ...............  .................. 1023.03
. S u m m a r y ........................ ................... 1022.09—.12

EQUALIZATION OF INCOME
. A ll In c lu s ive  C o n c e p t ............................... 2010.13
. C o n t in g e n c ie s ............4311.14—.15; 4311.63—.66;

4311.92

EQUITY CAPITAL— See C o m m o n  S to ck

EQUITY METHOD
. A cc ru a l B asis  o f  A c c o u n t in g ............... 5131.10
. A m o r t iz a t io n , Excess C o s t o ve r

E q u i ty .......................................... 5131.06; 5131.19
. A p p lic a b ili ty ............5131.01—.02; U5131.008-.012
. A p p l ic a t io n ........................... 5131.19; 9003.25—.32
. B a la n ce  S h e e t P re s e n ta t io n ................5131.11;

5131.19; 9003.41; 9003.44; U5131.001-.007
. C a p ita l C hanges, In v e s te e s ..................5131.06;

5131.19
. C a rry in g  A m o u n t o f  In v e s tm e n t ....5131 .10 ;

5131.19-20; 5132.01; 9003.22; 9003.40-.45 
. C hanges in  F inanc ia l P o s itio n  . . .  9007.13—.15 
. C o m p a riso n  w ith  C o n so lid a tio n  —  . 5131.19;

5132.09; U5131.001-007 
. C o m p a ris o n  w ith  C o s t M e th o d  . . . .  5131.05—

.06; 5131.13
. C o m p a ris o n  w ith  M a rk e t Va lue

M e th o d  .............................................5131.08—.13
. C o n s o lid a tio n  P o l ic y .............................. 5131.04; 5131.14;

9003.02; 9003.40—.44
. C o n tro l D e fin e d .........................................5131.03; 9003.04
. D e f in i t io n ......................................................9003.04
. D e s c r ip tio n , G e n e ra l...............................1027.23; 5131.06;

9003.21—.22
. D e v e lo p m e n t S tage  E n te rp r is e s ...........

2062-1.01-.06
. D isc lo su re  R e q u ire m e n ts  ................... 2081.007;

2081.042; 2083.07; 2083.12; 5131.20; 9003.51 
. D is c o n tin u a n ce  o f  M e th o d  . . .  5131.19; 9003.30 
. D iv iden ds
. . D e f in i t io n ................................................... 5131.03
. . R e d u c tio n  o f  In v e s tm e n t.................... 5131.06;

5131.10; 9003.22
. E arn in gs  o f  Investees
. . B asis  fo r  R e co g n itio n  ...........................5131.18
. . D e f in i t io n ................................................... 5131.03
. . H o w  to  R e p o rt . . . .  5131.19—.20; 9003.25—.32;

9003.51
. . In c o m e  Taxes ..............4091-1.05; 4096.01—.12
. . W hen R ecogn ized  ...................................5131.10
. E ffe c tive  D a te  o f  S e c t io n ........................5131.21;

U5131.013—.015
. E lim in a tio n s . In te rc o m p a n y ................. 5131.06;

5131.19; 9003.26; U5131.001— 007
. E s ta te s  .........   5131.02
. E x tra o rd in a ry  Ite m s  ............. 5131.19
. Fo re ign  C u rre n c y  F inanc ia l

S ta te m e n ts  . . . .  1083.002; 1083.229; 1083.231- 
.234; 1083-1.01-.06

. F o re ign  E xchange  R ate  C h a n g e ------1083.034

. Fo re ign  S u b s id ia r ie s .........  ................... 5131.14

. G a ins o r  L o s s e s ...........................5131.19; 9003.45

. G o o d w il l ........... .............................................5131.19

. I llu s tra t iv e  E xam p les

. . In te rc o m p a n y  P ro f i t /L o s s ......... U5131.005—
.007

. In c o m e  S ta te m e n t P re se n ta tio n  . . . .  5131.11;
5131.19; 9003.44—.45; U5131.001-.007

. In c o m e  T a x e s ..................4091-1.05; 4096.01—.12;
9003.29; U5131.001— 007

. Inc rease s  in  A s s e ts .................... 1027.13; 5131.10

. In te rc o m p a n y  P ro fits  an d  Losses . . .  5131.06;
5131.19; U5131.001—.007 

. In v e n to r ie s , E l im in a t io n s ------U5131.005—.007

E Q U IT Y  M E T H O D — c o n t in u e d
. In v e s te e  D e f in e d ...........................5131.03; 9003.04
. In v e s te e  S h a re s  D is t r ib u te d  ................. 1041.23
. In v e s tm e n t C o m p a n ie s ............................. 5131.02
. In v e s tm e n ts  as  P r o d u c t iv e  A s s e ts  . . .  1041.03
. In v e s to r  D e f in e d ...........................5131.03; 9003.04
. J o in t  V e n tu re s , C o rp o ra te  . . .  5131.03; 5131.16
. . In c o m e  T a x e s ....................4095.02; 4095.15—.18
. J o in t  V e n tu re s , U n in c o r p o r a te d ............

U5131.008-.012
. L e a se s  B e tw e e n  R e la te d  P a r t ie s ............

4053 030— 031
. L o s s e s  in  V a lu e ................. 4311.74— 75; 4311 1.07;

5131.06; 5131.19; 9003.30; 9003.42; 9003.51 
. M a rk e t  P r ic e s  to  b e  D is c lo s e d  . . . . . .  5131.20
. M a rk e t  V a lu e  M e th o d  C o m p a r e d ..........

5131.08—.13
. M a rk e ta b le  E q u ity  S e c u r i t ie s ................ 5132.06;

5132.09; 5132.18; 5132-4.04— 08
. N o n p u b lic  E n te r p r is e s ............... 2083.07; 2083.12
. O il a n d G a s  R e s e rv e s ..........................   6021.054
. P a re n t  C o m p a n y  S ta te m e n ts ................ 5131.14
. P a r tn e rs h ip s  ..................................U5131.008—.012
. P e rs o n a l F in a n c ia l S ta te m e n ts ............ 5131.02
. P r io r  P e r io d  A d ju s tm e n ts  . . . .  5131.19; 5131.21
. R a t io n a le ........................ 5131.12
. R e t ro a c t iv e  A p p lic a t io n  ............................ 5131.21
. S a le  o f  S t o c k .................................................... 513119
. S ig n if ic a n t  in f lu e n c e — S ee S ig n if ic a n t  

In f lu e n c e
. S te p -b y -S te p  A c q u is it io n  . . . .  U5141.003—.006
. S u b s id ia ry  D e f in e d ...................... 5131.03; 9003.04
. T e r m in o lo g y .....................................5131.03; 9003.04
. T im e  L a g  in  R e p o r t in g ...............5131.19; 9003.27
. T im in g  D if f e r e n c e s ............................. 4096.05—.08
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

..........1083.010; 1083.031; 1083.042; 1083.082;
1083.145; 1083-1.01— 06

. T r u s t s ...................................................................5131.02

. U n c o n s o lid a te d  S u b s id ia r ie s

. . D is c lo s u re  R e q u ire m e n ts  ...................5131.20;
9003.44; 9003.48— 49 

. . T a x  o n  U n d is t r ib u te d  E a rn in g s  . . . .  4095.09;
4095.13

. . W h e n  A p p l ic a b le ......................2051.18; 5131.14;
9003.40—.42

. U n in s u re d  R is k s .............................................4311.27

. V o t in g  S to c k  I n t e r e s t ........................ 5131.18—.19

E Q U IT Y  S E C U R IT Y
. D e f in i t io n ......................  ............ 5132.07; 5132-5.02
. R e c e iv e d  in  D e b t R e s t ru c tu r in g  . . . .  5363.028 
. R e f in a n c in g  S h o r t -T e rm

O b l ig a t io n s ..................................................2033-1.01
. T ra n s fe r re d  in  D e b t R e s t ru c tu r in g  . . . .

.................................... 5363.015; 5363.019; 5363.024

E R R O R S  IN  F IN A N C IA L  S T A T E M E N T S
. D is c lo s u re  o f  A c c o u n t in g  P o lic ie s  . . .  9001.10;

9001.20
. D is t in g u is h e d  f r o m  E s t im a te s  ..............1051.13;

9008.11
. M a t e r ia l i t y ......................................  1051.38
. P r io r  P e r io d  A d ju s tm e n ts  ............ 1051.36—.37;

2014.11
. P r io r  P e r io d  Ite m s  ..............9008.03; 9008.11— 13
. R e p o r t in g  C o r r e c t io n s ............ 1051.02:1051.06;

1051.13; 1051.36—.37; 2012.25; 9008.11— .13;
U1051.001— .009

. R e s ta te m e n t o f  In te r im  R e p o r ts  . . . .  2071.25 

. S o u rc e s  o f  E r r o r ............................................. 1051.13

ESTATES
. E q u ity  M e th o d  N o t A pp licab le  ............5131.02

ESTIMATION
. A c c o u n tin g  fo r  In co m e  T a x e s ......... 2071-1.08;

2071-1.22;4091.13
. A c tu a r ia l A ssu m p tio n s  ...........................4063.25
. A c tu a r ia l V a lu a t io n s ............................... 4063A.03

E S TAICPA Professiona l Standards



1 5 ,2 3 4 AC Topical Index
R eferences are  to  AC sec tio n  and pa ra g ra p h  num bers .

E S T IM A T IO N — c o n t in u e d
. A d ju s tm e n ts  o f  P r io r  A m o u n t s ............  2012.25;

9008.11; 9008.16—.17; 9008.22 
. B a s ic  F e a tu re  o f F in a n c ia l

A c c o u n t in g ...................................................  1022.17
. B e n e f its , P e n s io n  P la n s  ..........................  4063.11
. C a ta s t ro p h e  L o s s e s ........................... 4311.41—.43
. C h a n g e  in E s t im a te ................... 2014.11; 2071.26;

4053.009; 4053-2.03; 4311-1.08; 5363.023; 
9008.11; 9008.16—.17; 9008.22-.23

. C h a n g e  in  E s t im a te  D e f in e d ................. 1051.06;
1051 .10-.11

. C h a n g e  in  P e r io d  B e n e f ite d  ..................1051.16;
1051.32; 9008.16—.17

. C h a r a c te r is t ic  o f  F in a n c ia l
A c c o u n t in g  ..................................  1022.27; 1025.10

. C la im s  P e n d in g  L a w s u its

. . T im in g  D i f f e r e n c e s .................................4091A.03

. C o m p e n s a t io n , E m p lo y e e  S to c k
P la n s ..............................................  4062.15; 4062A.08

. C o m p le te d  C o n t r a c t  M e th o d  ................4031.14

. C o n t in g e n c ie s ..................................................9008.11

. C o n t in g e n c ie s  v. U n c e r ta in t ie s  ........... 4311.02;
4311.10; 4311.58

. C o n v e rs io n  O p t io n ........................................ 5516.09

. D e fe r re d  C o m p e n s a t io n  C o n tra c ts  . . .
....................................................................4064.01—.03

. D e f in i t i o n ..........................................................  1025.10

. D is c lo s u re  o f  C h a n g e  . . . .  1051.33; 9008.16—.17 

. E a rn in g s  F ro m  L e v e ra g e d  L e a se s  . . . 4053.109

. E a rn in g s  P o t e n t ia l ....................................... 1022.14

. E ffe c t iv e  T a x  R a t e .................  2071-1.08; 2071-1.82

. E r ro r  C o r r e c t io n ...........................1051.13; 2012.25

. E x a m p le s  o f  E s t im a te s .......................................... , 1051.10

. E x e c u to ry  C o s t s .........................................  4053.010

. F a c to rs  In v o lv e d ............................................ 1025.16

. F a ir  V a lu e s , B u s in e s s  C o m b in a t io n s  . . .
.............................................................................1091.75

. F a ir V a lu e s , C o m m o n  S t o c k ..........U2011.190—
.194

. F a ir V a lu e s , C o n v e r t ib le  S e c u r it ie s  . . . .
.............................................................. U2011.126-.128

. F a ir V a lu e s , C o rp o ra te
R e a d ju s tm e n ts  .........................................  5581.04

. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.013;
1083.029; 1083.045 

. F u tu re  C a sh  P a y m e n ts  . . .  5363.018; 5363.022—
.023

. F u tu re  C a sh  R e c e ip ts  .................  5363.036—.037

. Im p u ta t io n  o f  I n t e r e s t ................ 4111.09:4111.11

. In it ia l D ire c t  C o s ts  o f L e a s e s .................. 4054.05

. In te r im  P e r io d  C o s t s .................  2071.04; 2071.17

. In v e s tm e n t V a lu e ...............................   2011B.11

. J u d g m e n t R e q u ire d ...................  1025.11; 1051.10;
9004.05

. L e a s in g  T r a n s a c t io n s .......... 4053.009; 4053-2.03;
4053-2.06; 4054.05

. L it ig a t io n ,  C la im s , a n d
A s s e s s m e n ts .......... 4311.33—.39; 4311-1.04— .07

. L oss  C o n t in g e n c ie s .......... 2014.05—.06; 4311.08;
4311-1.01—.08

. L o s s e s  o n  D is p o s a l o f  F a c ilit ie s

. . T im in g  D i f f e r e n c e s ................................4091A.03

. L o s s e s  o n  In v e n to r ie s

. . T im in g  D if f e r e n c e s ................................4091A.03

. L o s s e s  o n  P u rc h a s e  C o m m itm e n ts

. . T im in g  D if f e r e n c e s ............................... 4091A.03

. M a rk e t  V a lu e , C o m m o n  S t o c k ............ 4062.10;
5132.29

. M a rk e ta b le  E q u ity  S e c u r i t ie s ........ 5132-1.01—
.02; 5132-2.01—.05

. N e t R e a liz a b le  V a lu e  o f  In v e n to ry  . . .  9002.04;
9002.28

. N e t R e a liz a b le  V a lu e  o f  S e g m e n t . . . .  2012.15

. N o n m o n e ta ry  T ra n s a c t io n s  ................. 2062.54

. O il a n d  G as R e s e rv e s ............  6021.030; 6021.035;
6021.051; 6021.064 

. P e n s io n  R e fo rm  A c t ( 1 9 7 4 )  .............. 4063-1.04

E S T

E S T IM A T IO N — c o n t in u e d  
. P e rc e n ta g e  o f  C o m p le t io n  M e th o d  . . .

....................................................................4031.04— .08
. P r io r  P e r io d  A d ju s tm e n ts  .. .1 0 5 1 .3 1 ; 2012.25;

2014.03—.04; 2014.13
. P ro v e d  U n d e v e lo p e d  R e s e r v e s ..........6021.271
. R an g e  o f  P ro b a b le  L o s s e s ..........4311-1.01—.08
. R eal a n d  P e rs o n a l P ro p e r ty  T a x e s  . . . .

............................................................ 4081.09; 4081.16
. R e c o v e ra b il ity  o f  C o s ts  . . . .  2062.10; 2062-1.02 
. R e f in a n c in g  S h o r t -T e rm

O b l ig a t io n s ................................................... 2033.12
. R e la tio n  to  P r in c ip le  . ...............1051.11; 1051.32
. R e n e g o t ia t io n  R e fu n d s .............................4042.04
. R e p o r t in g  C h a n g e  in  E s t im a te ..........1051.31—

.33; 9008.16-.17
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t iv i t ie s  ............................. 4211.39—.40; 4211.57
. R e s id u a l V a lu e  o f  D e p re c ia b le

A s s e ts  ..............................................................9004.07
. R e s id u a l V a lu e  o f  Lea se s  .......... 4053.017—.018;

4053-1.0 1 -.0 4
. S e le c t io n  o f  M e th o d  o f  A c c o u n t in g  fo r

C o n s tru c t io n -T y p e  C o n tra c ts  ........... 4031.15
. S ta tu to r y  D e p le t io n ........................... 4097.14— .15
. U n c o lle c t ib le  R e c e iv a b le s  . . . 1051.10; 1051.33;

5363.001; 9008.16
. U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r ie s  ..................................................4095.10
. . T im in g  D if fe r e n c e s ................................... 4095.10
. U n u s u a l I t e m s ................................................. 9008.22
. U s e fu l L ive s , D e p re c ia b le  A s s e ts  . . . 4093.04— 

.07; 4311.28; 9004.02; 9004.05; 9004.12; 9004 .15-
.16

. U s e fu l L ive s , In ta n g ib le  A s s e ts ............ 5141.02;
5141.20; 5141.31

E T H IC A L  G O A LS
. O b je c t iv e s , Q u a l i t a t iv e .............................  1024.14

E T H IC S , C O D E  O F P R O F E S S IO N A L
. C o u n c il R e s o lu tio n  o n  FASB .....................510.08
. In te r p r e ta t io n s  o f  R u les  o f  C o n d u c t . . .

.................................................................... 520.02—.07
. R u le  2 0 3 — A c c o u n t in g  P r in c ip le s  . . . .  520.01;

1026.04

EVENTS— S ee a ls o  C la s s if ic a t io n  o f 
E v e n ts

. A c c o u n t in g  O p e r a t io n s .............................  1027.02

. B u s in e s s  C o m b in a t io n s ................... 1091.19—.20

. C h a n g e  in  A c c o u n t in g  E s t im a te  . . . .  1051.10—
.11; 9008.11

. C h a n g e  in  A c c o u n t in g  P r in c ip le ..........1051.08

. C o m p a ra b i l it y  o f  I n f o r m a t io n ............... 1024.23

. C u r re n t  D o l la r s ................................................1071.32

. D e b t R e s t ru c tu r in g — See 
R e s t ru c tu r in g  o f  D e b t

. E ffe c ts  o n  B a s ic  E le m e n ts ...................... 1027.13

. E x te rn a l— S ee E x te rn a l E v e n ts  

. In f re q u e n t— S ee In f re q u e n t  E v e n ts

. In ta n g ib le  A s s e ts  .......................................... 5141.27

. In te rn a l— S ee In te rn a l E v e n ts  

. L o ss  C o n t in g e n c ie s  . . . .  4311.08; 4311-1.01—.08 

. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  . . . .  1041.10 

. N o n re c u r r in g  o r  T e rm in a t in g  . . . . . . .  1051.16

. O il a n d  G as D is c o v e r ie s ...............6021.049—.051

. O rd in a ry  v. E x t r a o r d in a r y ............  2012.19—.24;
2013.02—.03; 2013.15—.16; U2012.006-.007

. P r ic e -L e v e l S ta te m e n ts  ............................1071.06

. P ro b a b le — S ee P ro b a b le  E v e n ts

. R e t ro a c t iv e  T a x  L e g is la t io n .................... 2014.13

. S u b s e q u e n t— S ee S u b s e q u e n t E v e n ts  

. S u b s ta n c e  O v e r  F o r m ...............................  1025.14

EXAMPLES— S ee I l lu s t ra t io n s

EXCHANGE
. B a s is  fo r  M e a s u r e m e n t ............................  1026.26

Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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E X C H A N G E — c o n t in u e d  
. C o m p a n ie s  U n d e r  C o m m o n

C o n t r o l ............................................. U1091.151-.154
. C o n d it io n  fo r  R e a l iz a t io n ........................  1026.14
. D e b t R e s t r u c tu r in g s ...................... 5363.005—.007
. D e f in e d  as R e c ip ro c a l T r a n s f e r .......... 1023.23;

1027.07; 1041.03
. D e f in it io n , E c o n o m ic * . ................................ 1023.10
. D is c lo s u re  in  F u n d s  S ta te m e n t . . . .  9007.09—

.11
. F u tu re  (S -1 E ) ................................................  1027.07
. L e s s -D e v e lo p e d  E c o n o m ie s .................... 1023.11
. N o n m o n e ta ry
. . B o o t  I n v o lv e d .............................  1041.04; 1041.22
. . D if fe r in g  V ie w s ..................................... 1041.15—.16
. . E a rn in g  P ro c e s s  N o t C u lm in a te d  . . .

....................................   1041.21
. . E x a m p le s .........................................................1041.07
. . F a ir  V a lu e  D e t e r m in a t io n .......................1041.25
. . I n v e n to r ie s .................................  1041.07; 1041.16
. . L o s s e s ................................................................1041.22
. . N o n ta x a b le  ....................................................1041.21
. . O il P ro d u c in g  P ro p e r ty  . . . 1041.07; 6021.044;

6021.047
. . O th e r  E n t it ie s  .................  1041.07; 1041.15— .16;

1041.21—.22
. . P ro d u c t iv e  A s s e ts  .................. 1041.07; 1041.16;

1041.21—.22
. . R ea l E s ta te ...................................................... 1041.07
. O p t io n  to  E x c h a n g e  S h a re s  ..........U1091.115—

.118
. P r ic e — S ee E x c h a n g e  P r ic e  
. R a t io , B u s in e s s  C o m b in a t io n  . . . .  U1091.001— 

.004; U1091.090—.098
. R e a s o n s  fo r  O c c u r re n c e  ........................  1023.23
. R e fu n d in g  o f  D e b t ...............  5362.03; 5362.16— .17
. W h e n  R e c o rd e d  (S -1) ............  1027.07

E X C H A N G E  P R IC E
. A p p lic a t io n  .....................................................  1023.32
. A p p ro x im a t io n  b y  F a ir  V a lu e

[M -1 A (1 ) ]  ......................................................1027.07
. B a s ic  F e a tu re  o f  F in a n c ia l

A c c o u n t in g ...................................................  1022.17
. B u s in e s s  A c q u ire d  [M - 1 A ( 3 ) ] .................  1027.07
. C o n c e p t s ................................................  1023.31
. D e f in i t i o n ..........................................................  1025.09
. E ffe c ts  o n  B a s ic  E le m e n ts  ( M - 1 ) . . . .1 0 2 7 .0 7  
. G ro u p  o f  A s s e ts  A c q u ire d

[M - 1A (2 ) ]  .....................................................  1027.07
. In it ia l R e c o r d in g ............................................ 1026.09
. L im ita t io n s  .....................................................  1023.33
. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.07;

5132-5.02; 5132-5.05
. M o n e y  P r ic e s , T y p e s ..................................  1023.31
. R e la t io n  to  C o s t o f  P ro d u c t io n  . . . . . .  1023.23
. R e la tio n  to  P re s e n t V a lu e ............ 4111.08—.09;

4111A.01—.02

EXCHANGE RATES
. A v e ra g e  R a t e s ........................... 1083.013; 1083.029
. C lo s in g  R a te  M e t h o d ..............................  1083.160
. C o n v e rs io n  R a te s — S ee C o n v e rs io n  

R a te
. C u r r e n t  R a te s — S ee C u r re n t  R a te s

D e f in it io n  ....................................  1083.030; 1083.071
. E c o n o m ic  E ffe c ts  o f  R a te  C h a n g e s  . . .

........................... 1083.079; 1083.096— 111; 1083.215
. E ffe c t o f  R a te  C h a n g e ................. 1083.071—.073;

1083.076; 1083.112—.120; 1083.161—.199; 
1083.207—.208; 1083.219—.225; 1084.01;

2071-1.81
. E ffe c t iv e  T a x  R a t e s ..................................  2071-1.85
. F lo a t in g  v . F ix e d  R a te s .......... 1083.053; 1083.188
. F lu c tu a t io n ....................................  1083.199; 9003.33
. F o re ig n  C u r re n c y  F in a n c ia l

S t a t e m e n t s ....................................  1083.227—.235
. F o rw a rd  R a te s — S ee F o rw a rd  R a te s  
. H is to r ic a l  R a te s — S ee H is to r ic a l R a te s  
. M u lt ip le  R a t e s .................................  1083.227—.228

E X C H A N G E  R A TE S — c o n t in u e d  
. P a s t P ro n o u n c e m e n ts  a n d

P r a c t i c e s ............................. ............ 1083.060— .064
. R a te  C h a n g e  A f te r  S ta te m e n t D a te  . . .

....................................  1083.034; 1083.225; 1083.235
. R e v e rs a l o f  R a te  C h a n g e ...................... 1083.166;

1083.184; 1083.192; 1083.196—.197
. R isk  in  F o re ig n  O p e ra t io n s  .................  1083.142;

1083.147
. S p o t R a te s — S ee S p o t R a te s
. T a x  E ffe c ts  .......... 1083.018-.021; 1083.200—.203;

2071-1.81
. T ra n s a c t io n  M e th o d  ................................ 1083.159
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . 1083.007;

1083.011—.013; 1083.038-.052; 1083-2.06-.10 
. U n it  o f  M e a s u r e ............................. .. 1083.083— .093

E X C H A N G E A B IL IT Y
. F o re ig n  C u r r e n c y ....................................... 1083.030
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.46

E X C L U S IO N S  F R O M  T A X A B L E  IN C O M E
. D is t in g u is h e d  f r o m  C re d its  .....................4094.07

E X E C U T O R Y  C O N T R A C T S
. E ffe c ts  N o t R e c o g n iz e d ............  1026.10; 1026.26
. R ig h ts  N o t  R e c o rd e d  ...............................  1024.12
. W h e n  R e c o rd e d  ( S - 1 E ) .............................  1027.07

E X E C U T O R Y  C O S TS
. C a p ita l L e a s e s ...............................
. C r ite r ia  fo r  C la s s ify in g  L ea se s

. D e f in i t i o n .........................................

. D is c lo s u re  b y  L e s s e e s ...............

. D is c lo s u re  b y  L e s s o r s ...............

. F in a n c in g  L ea se s  ........................

. G u a ra n te e  o f R e s id u a l V a lu e  

. S a le s -T y p e  L e a s e s ......................
E X E R C IS E  O F W A R R A N T S

. A n t i-D ilu t iv e  E x e rc is e  . . . .  2011.35; U2011.217—
.222

. D e b t w ith  W a rra n ts  ...................  5516.12; 5516.14

. D e la y e d  E f fe c t iv e n e s s ............... U2011.035—.037

. E x e rc is e  P r ic e  C h a n g e s .............U2011.341—.343

. E x e rc is e  v . M a rk e t P r i c e ........................  2011.36;
U2011.026—.027; U2011.179—.180

. P r ic e  ................................................ 2011.19; 2011D.13

. P r im a ry  E a rn in g s  p e r  S h a re  .................2011.35

. R e t ire m e n t o f  D e b t ....................U2011.246—.248

. S h a re s  Issu e d  o n  E x e rc is e  . . . 2011.20; 2011.42;
U2011.092; U2011.095-.096

. T e n d e r in g  D e b t in  E x e r c is e .................... 2011.37;
U2011.029; U2011.230—.235

. T e n d e r in g  D e b t O p t io n a l ..........U2011.241—.245

. T e n d e r in g  D e b t R e q u ire d  . . ............... U2011.240

. T re a s u ry  S to c k  M e th o d  ..........U2011.213—.216

E X P E N S E S
. A p p lic a t io n  o f  P r in c ip le s  . . . 1026.25; 4311.77—

.80
. A s s e ts  N o t C a r r ie d  F o rw a rd  (S -1 A ) . .

......................................    1027.07
. A s s o c ia te d  W ith  R e v e n u e  (S -1 G ) . . . .  1027.07;

2071.13—.14
. B a s ic  E le m e n t o f  F in a n c ia l

A c c o u n t in g ...................................................  1022.18
. C a te g o ry  in  F u n d s  S t a te m e n t ................ 9007.07
. C a te g o ry  in  In c o m e  S t a t e m e n t .......... 1022.04;

2012.04
. C h a n g e s  in  C o n c e p t ..................................  1025.18
. C h a n g e s  in  E s tim a te s  . . . .  1051.10— .11; 9008.17

C la s s e s ...............................................................  1026.18
. C la s s if ic a t io n  fo r  In te r im  R e p o r ts  . . . 2071.12 
. C o m p e n s a t io n , E m p lo y e e  S to c k

P la n s ........................................................4062.12-. 15
. C o m p u te r  S o f tw a r e ............ 4211-3.02; 4211-3.05;

4211-3.08
. C o s t o f  S a les , O th e r  T h a n  P ro d u c ts  . . .

...........................................................................  1027.25
. C o s t R e c o v e ry  M e th o d  [M - 1 F (1 ) ]  ...1 0 2 7 .0 7

E X P

. . 4053.010 
4053.007- 

.008 
. . 4053.005 
. . 4053.016 
. . 4053.023 
. .  4053.018 
.4053-1.05 

. . 4053.017
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E X P E N S E S — c o n t in u e d  
. C o s t R e c o v e ry  M e th o d  [S -1 F (1 ) ]  . . . .  1027.07 
. C o v e re d  E x c h a n g e  G a in s  o r  L o sse s  . . .

............ ..................................................  1083.174—.180
. D e f in it io n  ................................  1025.21; 1026.18— .19
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . .  2062.10— 

.11; 2062.30—.33; 2062.35-.40; 2062.43-.44;
2062-1.02; 2062-1.04

. D is p o s a l o f  S e g m e n t .........................2012.16—.17

. E x c lu s io n s .................................................. ..1026.18

. Im m e d ia te  R e c o g n i t io n .......... 1026.24; 4054.04;
4211.48—.49

. Im m e d ia te  R e c o g n it io n  (M -6 C )  .......... 1027.10

. Im m e d ia te  R e c o g n it io n  ( S - 6 C ) ............  1027.10

. In c lu d e d  in  B a s ic  E le m e n t s .................... 1025.18

. In c o m e  D e te rm in a t io n  . .  . 1026.11; 4211.47—.49

. In c o m e  T a x e s  ...........................4091.13; U4091.012

. In f la t io n  o r  D e f la t io n , E ffe c ts  ............... 1026.32

. In s ta l lm e n t  M e th o d  [M -1 F (1 ) ]  ............  1027.07

. In s ta l lm e n t  M e th o d  [ S - 1 F ( 1 ) ] ............... 1027.07

. In te r im  P e r io d  C o s ts  . . . .  2071.05; 2071.15—.17;
2072.09—.13

. In v e n to r y  C o s t s .............................................9002.23

. L e a se  A c q u is it io n  C o s t s ............................ 4054.08

. L o s s  C o n t in g e n c ie s ............ 4311.08; 4311.76—.80

. M e a s u re m e n t P r in c ip le  (M -1 G ) .......... 1027.07

. N o n d e d u c t ib le ,  E x a m p le s  ................. U4091.050

. O il a n d  G as— see  O il a n d  G as 
P ro d u c in g  C o m p a n ie s

. P o o lin g  o f  In te re s ts  (M -2 B )  .................  1027.08;
1091.58; U1091.133-.135

. P r e p a id .................................................................9005.13

. P u rc h a s e  o f  a B u s in e s s ..................... ...1 09 1 .7 6 ;
U1091.133-.135

. R e c o g n i t io n ............................................ 1026.18—.25

. R e c o g n it io n  ( S - 1 G ) ..................................... 1027.07

. R e la tio n  to  E c o n o m ic  E le m e n ts .......... 1022.12;
1022.18

. R e n ta l E x p e n s e .............................................4053.015

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
. .  .4211.12;4211.37—.38;4211 .4 7 -.4 9 ;4211-1.02; 

4211-1.05; 9009.09; 9009.13; 9009.16; 9009.21;
9009.23

. S e g m e n ts — S ee  S e g m e n ts  o f  a 
B u s in e s s

. S o u rc e s  ............................................................. 1027.13

. S y s te m a t ic  a n d  R a t io n a l A llo c a t io n  . . .
...................................................  1026.23; 4211.48-.49

. S y s te m a t ic  a n d  R a t io n a l A llo c a t io n
( M - 6 B ) ..................................................   1027.10

. S y s te m a t ic  a n d  R a t io n a l A llo c a t io n
(S -6 B ) ................................................   1027.10

. T im e  P e r io d s ...................................................  1026.19

. T ra n s la t io n  o f  F o re ig n  C u r re n c y  . . .  1083.003;
1083.006—.007; 1083.009-.015; 1083.045; 
1083.122; 1083.159—.160; 1083.201-.202 

. U n it  o f  M e a s u r e ............  1083.079; 1083.159—.160

E X P E R IM E N TA TIO N
. A d a p ta t io n  o f  A c c o u n t in g

P r in c ip le s  ......................................................1010.03
. P r ic e -L e v e l R e s t a t e m e n ts ......................1071.16

EXPLO RATIO N
. A d v a n c e s  b y  P ip e lin e  C o m p a n ie s ..........

.................................................. U4111.001-.002
. A d v a n c e s  fo r  O il a n d  G as

E x p lo r a t io n ..................................................6021.043
. D e v e lo p m e n t S ta g e  E n te r p r is e s ..........2062.35
. E x tra c t iv e  I n d u s t r ie s ................. 2062.06; 2062.28;

4097.04; 4097.11; 4211.03 
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

............ 6021.001; 6021.016—.020; 6021.026-.027;
6021.031—.036; 6021.058-.059

. P ro d u c t io n  A c t i v i t y ....................................  1023.23

EXPLORATORY W ELLS
. A c c o u n t in g  W h e n  D r il l in g

C o m p le te d ....................................... 6021.031—.032
. C a p i t a l iz a t io n ..........6021.011; 6021.027; 6021.060

E X P

EXPLORATORY WELLS— c o n t in u e d
. C o s ts  o f  D r i l l i n g ............  6021.013; 6021.016—.019
. D e f in i t i o n ........................................................ 6021.274

EXPORT SALES
. D e f in i t i o n .......................................................  2081.031
. R e s ta te m e n t o f  S e g m e n t

In fo rm a t io n  ..............................................  2081.040
. S e g m e n t R e p o r t in g ...............2081.001; 2081.003;

2081.036; 2081.054; 2081.075; 2081.089

EXPORTERS
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.003;

1083.065— .073; 1083.11 2 - .1 18
. T a x  A llo c a t io n  fo r  D IS C s ........................ 4095.09;

U4095.001-.005

EXPOSED N E T ASSET POSITIO N
. D e f in i t i o n ........................................................ 1083.243
. E x c h a n g e  G a in s  o r  L o s s e s .................... 1083.187
. F o rw a rd  E x c h a n g e  C o n t r a c t s .......... 1083.022—

.023; 1083.204— .205; 1083.211— 212; 1084.01—
.20

. Im p o r t  o r  E x p o r t .............................  1083.112— .118

EXPOSED N E T L IA B IL IT Y  POSITION
. C o v e re d  F o re ig n  E x c h a n g e  L o s s e s  . . . .

...............................................................  1083.174— .180
. D e f in i t i o n ........................................................ 1083.243
. E x c h a n g e  G a in s  o r  L o sse s  . . . .  1083.173—.182;

1083.187; 1083.221
. F o rw a rd  E x c h a n g e  C o n t r a c t s .......... 1083.022—

.023; 1083.204— .205; 1083.211—.212; 1084.01—
.20

. Im p o r t  o r  E x p o r t .............................  1083.112—.118

EXPROPRIATION
. E x tra o rd in a ry  I te m  ......................................2012.23
. L oss  C o n t in g e n c ie s .....................4311.04; 4311.11;

4311.32; 4311.48; 4311.56; 4311.74
. S e g m e n t o f  a B u s in e s s ...............................2012.02
. T a x  L o ss  C a r r y fo rw a rd s  ........................U4091.086

EXTERNAL EVENTS
. D e f in i t io n ..........................................................  1023.23
. E a rn in g s  o f  In v e s te e s — See E q u ity  

M e th o d
. E ffe c ts  o n  R e s o u rc e  P r i c e s ...................  1023.33
. O th e r  T h a n  T ra n s fe rs  (M -4 )  .................  1027.09
. O th e r  T h a n  T ra n s fe rs  ( S - 4 ) ...................  1027.09
. P r in c ip le s  o f S e le c t io n  a n d

M e a s u r e m e n t ....................................  1027.07—.09
. T y p e s  .................................................................  1027.03

E X T IN G U IS H M E N T OF DEBT
. A m o r t iz a t io n  o f  D if f e r e n c e ............  5362.06—.07
. A p p lic a b i l ity  o f  O p in io n .............................  5362.02
. C la s s if ic a t io n  o f  G a in s  a n d  L o sse s  . . . .

2013.08—.09; 2013.15—.16 
. C o m m e n ts  o n  E x p o s u re  D ra f t  . . . 2013.13—.17
. C o m p a re d  to  C o n v e r s io n ............... 5362.02—.03
. C o m p a re d  to  R e s t r u c tu r in g s ................ 5363.010
. C o n v e r t ib le  D e b t .................  5362.11—.15; 5362.21
. C u r r e n t  P r a c t ic e ..................................  5362.04— .05
. D e b t T e n d e re d  to  E x e rc is e

W a r r a n t s .......................................U5362.001—.003
. D e f in it io n s  o f  T e rm s  ..................................  5362.03
. D if fe re n c e  D e f in e d ....................................... 5362.03
. D is c lo s u re  R e q u i r e m e n t ..........2013.09; 5362.20
. E c o n o m ic  N a t u r e ...............................  5362.16—.17
. E ffe c t iv e  D a te  o f  S e c t io n s ............ 2013.11—.12;

2013.17; 5362.22
. G a in  o r  L o s s  . . . .  2013.01—.17; 4055.03; 4055.06— 

.07; 4055.12; 5362.03; 5362.20-.21
. In c o m e  T a x  E ffe c ts  ..........2013.05; 2013.08—.09;

4055.03
. M a t e r ia l i t y ......................................................... 2013.08
. M e th o d  o f  A c c o u n t in g  . . . 5362.05; 5362.19—.21
. M e th o d s  o f  E x t in g u is h m e n t .................  5362.04;

5362.16-. 17
. O p in io n .....................................................  5362.18—.21
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E X T IN G U IS H M E N T  OF DEBT— c o n t in u e d
. R e c o g n it io n  o f D i f f e r e n c e ............ 5362.08—.10;

5362.18— .21
. R e fu n d in g  o f  T a x -E x e m p t D e b t . . . .  4055.01—

.17
. R e g u la te d  C o m p a n ie s ...............................  5362.02
. R e t ro a c t iv e  R e s ta te m e n t ........................ 5362.22
. S in k in g -F u n d  R e q u i r e m e n ts ..................2013.08;

2013.16
. S ta te m e n t  o f  FA S B  ..........................2013.01—.17
. T im e  o f  E x t in g u is h m e n t ........................... 2013.03

EXTRACTIVE IN D U STR IES
. A c c o u n t in g  R e s e a rc h  S tu d y  N o . 11 . . .

...............................................................  6021.066—.067
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.25—

.28
. Fu ll C o s t M e t h o d .......................................... 1051.27
. G e n e ra lly  A c c e p te d  A c c o u n t in g

P r in c ip le s ....................................... 2062.06; 2062.28
. In ta n g ib le  D r il l in g  a n d  D e v e lo p m e n t

C o s ts  ____ 4095.01; 4097.01-.40; 6021.060- 061
. In te r e s t  o n  A d v a n c e  P a y m e n t s ..........4111.03;

U4111.001-.002
. O il a n d  G as P ro d u c in g — S ee O il a n d  

G as P ro d u c in g  C o m p a n ie s  
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

...................... ...................................... 4211.03; 9009.02

EXTR AO RD IN AR Y ITEM S
. A d ju s tm e n ts  o f  P r io r  A m o u n t s ............ 2012.25
. C a s u a lty  L o s s e s  ......................  2012.23; U2012.006
. C h a n g e  in  A c c o u n t in g  P r in c ip le ..........1051.20
. C r i t e r i a ..................................................... 2012.19—.24
. C r ite r ia  D is c u s s e d  ............................. 2013.14— .15
. D e f in it io n  .........................................  1027.25; 2012.20
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.16;

2062-1.03
. D is c lo s u re  in  F u n d s  S ta te m e n ts .......... 2021.10
. D is c lo s u re  R e q u ire m e n ts  . . . 2010.16; 2012.10—

.12; 9008.09
. D is p o s a l o f  S e g m e n t .................2012.08; 2013.15
. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 2013.01—.02;

4055.03; 5362.20
. E a rn in g s  P e r S h a re  P re s e n ta t io n  ...2 01 1 .1 3 ;

2012.12; U2011.062; U2011.064; U2011.066;
U2011.084-.086

. E f fe c t  in  In te r im  P e r io d  .......... 2071.04; 2071.21;
2071-1.16—.18; 2071-1.20; 2071-1.35

. E ffe c t o n  E a rn in g s  P e r S h a r e ............... 2011.30;
U2011.016

. E n v iro n m e n t o f  E n t i ty  ...................  2012.20—.22;
U2012.006

. E q u ity  M e th o d  ................................................5131.19

. E ro s io n  o f C r i t e r i a ........................................ 2013.15

. E x a m p le s  M e e t in g  C r i t e r ia ...................U2012.006

. E x a m p le s  o f  O rd in a ry  I te m s  ...................2012.23

. E x c h a n g e  G a in s  o r  L o s s e s .................... 1083.218

. E x c lu d e d  f r o m  “ O rd in a ry ”  In c o m e  . . .
...................................................... 2071-1.05; 2071-1.20

. E x p ro p r ia t io n  ..................................................2012.23

. E x t in g u is h m e n t o f  D e b t .................  2013.08—.09;
4055.03

. G a in s  o n  D e b t R e s t r u c tu r in g ............... 5363.021

. In c o m e  S ta te m e n t  P re s e n ta t io n  . . . 2012.10— 
.12; 2013.09; 9008.09

. In c o m e  T a x e s ......................2012.11; 2071.19—.20;
2071-1.02

. In f re q u e n c y  o f  O c c u r r e n c e .....................2012.22

. In ta n g ib le  A s s e ts  ........................................... 5141.31

. In ta n g ib le  D r il l in g  a n d  D e v e lo p m e n t
C o s ts  ................................................................ 4097.23

. In te r im  P e r io d  D is c lo s u re  . . . 2071.21; 2071.30;
2071-1.17; 2071-1.35

. In v e s tm e n t C re d it  C a r r y f o r w a r d s ..........
........................................................................U4091.108

. M a te r ia l i t y ........................  2012.24; 2013.08; 4055.03

. O p e ra t in g  L o s s  C a r r y f o r w a r d s ............  2012.07;
2013.15; 2071-1.20; 2071-1.38; 4091.44; 4091.60;

U4091.079-.082

EXTRAO RDINARY ITEM S— c o n t in u e d  
. P o o lin g  o f In te re s ts
. . D is p o s a l o f  A s s e ts ................... 1091.60; 2012.07
. P re s e n ta t io n  o f G a in s  a n d  L o s s e s  . . . 1027.25;

2013.08—.09
. P r ic e -L e v e l R e s ta te m e n ts  ....................... 1071.46
. R e la tio n  to  N e t In c o m e ............  1026.38; 2010.02
. R e s ta te m e n ts .................  2012.27; U2012.009— .010
. S e g m e n t In f o r m a t io n ............  2081.010; 2081.079
. S in k in g -F u n d  R e q u ir e m e n ts ........ 2013.08;

2013.16
. T a x  A llo c a t io n  w ith in  P e r io d  . . . .  2071.19—20;

2071-1.28; U4091.115— .120
. T a x  E f f e c t s ....................................................... 4091.09
. U n u s u a l N a t u r e ....................................  2012.20—.21

FAC ILITIES, EMERGENCY
. D e p re c ia t io n  a n d  A m o r t iz a t io n  . . . .  4073.01—.10

FAIR C O M PEN SATIO N
. C la im s  (T e rm in a te d  W a r a n d  D e fe n s e

C o n t r a c t s ) ........................................... 4043.13—.19

FAIR PRESENTATION
. C o n d it io n  fo r  C o n s o lid a t io n  .................  1027.22
. C o n d it io n s  T o  Be M e t ................................ 1027.15
. C o n t in g e n c ie s  in  In te r im  R e p o r ts  . . . 2071.22 
. D e v e lo p m e n t S ta g e  C o m p a n ie s  . .  . 2062.02— 

.03; 2062.10; 2062.45; 2062-1.02
. E c o n o m ic  D e p e n d e n c y .............................  2083.09
. Id e n t i f ic a t io n  o f  N e t I n c o m e .................  1027.25
. In te r im  P e r io d  C o s t s ..................................  2071.15
. L e a s in g  S u b s id ia r ie s  .................................4053.031
. O b je c t iv e s .........................................................4042.03
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

........................................................................ 6021.008
. P o lic ie s , A c c o u n t in g ...................  1027.17; 2045.08
. P r ic e -L e v e l C h a n g e s  ........................  1071.25—.26
. R e lia n c e  o f  U s e r ............................................ 1024.37
. S ta n d a rd  o f G e n e ra lly  A c c e p te d

A c c o u n t in g  P r in c ip le s  ........................... 1026.02
. S ta te m e n ts  R e q u i r e d ...............  1027.17; 2021.07;

U2021.001-.004
. S u m m a r iz e d  In te r im  D a t a ...................... 2071.30
. T a x  A llo c a t io n  W ith in  P e r io d ................. 4091.11

FAIR VALUE
. A c q u ire d  C o m p a n y  ........................... 1091.74—.75
. A llo c a t io n  o f  C o s t ........................  1091.08; 1091.87
. A p p ra is a l V a lu e s ............................................. 1091.75
. A s s e ts  A c q u ire d  [ M - 1 A ( 1 ) ] ......................  1027.07
. A s s e ts , C o rp o ra te  R e a d ju s tm e n ts  . . . 5581.04 
. A s s e ts  in  B u s in e s s  C o m b in a t io n

[M - 1A (3 ) ] .....................................................  1027.07
. A s s e ts  R e c e iv e d  in  D e b t

R e s t ru c tu r in g  ............  5363.028— .029; 5363.033
. A s s e ts  T ra n s fe r re d  in D e b t

R e s t ru c tu r in g  ............ 5363.013—.014; 5363.019
. B a s is  fo r  A c c o u n t in g .................1041.18; 1041.25
. B u s in e s s  A c q u ire d  F o r S to c k

( M - 2 A ) ............................................................. 1027.08
. C ash  Y ie ld  T e s t ............................. U2011.136—.138
. C o m m o n  S t o c k .............................U2011.190—.194
. C o n s id e ra t io n  fo r  S to c k  Issu e d  . . . .  1091.20—

.21; 1091.67
. C o n v e r t ib le  S e c u r i t ie s ...............U2011.126—.128
. C r ite r ia ,  C o m m o n  S to c k

E q u iv a le n c e ................. 2011.33; U2011.126— .128
. C r ite r io n  fo r  C la s s ify in g  L ea se s  . .  4053.007;

4053.093
. D e b t R e s t ru c tu r in g  D e s c r ib e d ............  5363.007
. D e b t w ith  W a rra n ts  ...........................5516.13—.14
. D e fe r re d  S to c k  O p tio n s  ..........U2011.274— .282

D e f in i t i o n ........................................................ 5363.013
. D e v ic e  fo r  A llo c a t in g  C o s t

[M -1 A (2 ) ] .........................................  1027.07
. E q u ity  In te re s t  Issu e d  in  D e b t

R e s t ru c tu r in g   .................  5363.015; 5363.019
. Id e n t if ia b le  A s s e ts  .......... 1091.87; 1091-1.03—.06
. In ta n g ib le  A s s e t s .................  1091.22; 5141.25—.26

FA IAICPA Professional Standards
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FAIR VALUE— c o n t in u e d
. L e a s e d  P r o p e r t y ...................... 4053.005; 4053.010;

4053.100
. M a rk e ta b le  S e c u r i t ie s ......................  1091.74— .76;

U1091.138-.140
. M in e ra l In te re s ts  ........................................ 6021.047
. N o n c a s h  A s s e ts  R e c e iv e d  ( M - 3 ) .......... 1027.08
. N o n m o n e ta ry  A s s e ts  E x c h a n g e d  ..........

1041.15— .16
. N o t  D e te rm in a b le  . . . .  1041.17; 1041.20; 1041.26
. N o te s  R e c e iv a b le /P a y a b le ....................... 4111.11
. O w n e rs ’ I n v e s tm e n ts .................  1023.23; 1026.09
. O w n e rs ’ In v e s tm e n ts  ( M - 2 ) ...................  1027.08
. P re fe r re d  S t o c k ............................................. 1091.73
. P ro p e r ty ,  C a sh  Y ie ld  T e s t . . . .  U2011.138—.139
. R ea l E s ta te  L e a s e s ..........................4053.024— .028;

4053.105— .106
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . 1091-1.03—

.06
. S h a re s , S to c k  D iv id e n d s  ........................  5561.10
. S to c k  O p t io n  a n d  S to c k  P u rc h a s e

P la n s .......................................4061.12—.13; 4062.10
. T a x  B a se s  ..........................................................1091.89
. T ra n s fe rs ,  O th e r  T h a n  O w n e rs  . . . .  1041.06—

.07; 1041.13—.14
. T ra n s fe rs  W ith  O w n e r s .................... 1041.09—.12
. T ra n s la t io n  o f F o re ig n

C o m b in a t io n s ............................................ 1083.041
. U n ila te ra l R e c o r d in g ....................................1091.25

FARM  PRODUCTS
. R e v e n u e  R e c o g n it io n  ..................................  1026.16
. R e v e n u e  R e c o g n it io n  (M -6 D )  ................ 1027.10
. R e v e n u e  R e c o g n it io n  ( S - 6 D ) .................. 1027.10

FEATURES— S ee B a s ic  F e a tu re s
FEDERAL B AN K R U P T C Y  ACT

. T ro u b le d  D e b t R e s t r u c tu r in g s . 5363.010
FEDERAL ENERGY A D M IN IS TR A TIO N

. R o le  in  E x tra c t iv e  In d u s tr ie s  TF  . . . .  6021.079
FEDERAL IN C O M E  TAXES— S ee In c o m e  

T a x e s
FEDERAL POWER C O M M IS S IO N

. Fu ll C o s t M e th o d  O r d e r e d ...................  6021.069

. R o le  in  E x tra c t iv e  In d u s tr ie s  TF  . . . .  6021.079
FEDERAL RESERVE BOARD

. S ta n d b y  L e t te r s  o f  C re d it  ......................4311.04
FEDERAL RESERVE B U LLE T IN

. S o u rc e , B a n k  P r im e  In te re s t  R a te s  . . .
.......................................................................U2011.141

FEDERAL TRADE C O M M IS S IO N
. L in e  o f  B u s in e s s  R e p o r t in g  .................2081.046

FEES
. D e b t R e s t ru c tu r in g  C o s t s .................... 5363.024;

5363.038
. O il a n d  G as P ro p e r t ie s  ...........................6021.015
. P o o lin g  o f In te re s ts  E xp e n s e s  ............  1091.58;

U1091.133-.135
. P ro fe s s io n a l, P e n s io n  P la n s .................. 4063A.06
. P u rc h a s e  o f a B u s in e s s .............U1091.133—.135
. T im in g  D i f fe r e n c e s ......................................4091A.04

FIELD
. B a s is  f o r  A m o r t iz a t io n  ............................ 6021.035
. C o s t  P r o d u c t io n  C e n te r  f o r  O il a n d

G a s ................................................................... 6021.068
. D e f in i t i o n ......................................................... 6021.272

FIN A N C E  C O M PAN IES
. C o n s o lid a t io n  P o l ic ie s ............  2051.04; 2081.055
. F o rm a t o f  S ta te m e n ts  ...............................9005.04
. R e v e n u e  R e c o g n it io n ...............4054.04; 5363.030
. S e g m e n t R e p o r t i n g ................................... 2081.010
. U n c la s s if ie d  B a la n c e  S h e e t s .................  2033.07

F IN A N C IA L  AC C O U N TIN G
. A c c o u n t in g  D e f in e d  ...................  1022.01; 1023.01
. A c c ru a l D e f in e d .............................  1022.27; 1025.08

FAI

FIN A N C IA L  A C C O U N TIN G — c o n t in u e d
. A p p ra is in g  C o n t e n t ....................................  1029.07
. A p p ra is in g  M a n a g e r ia l

E f f e c t iv e n e s s ..............................................  1024.01
. A p p ro a c h e s  T a k e n  o r  R e je c te d ............  1022.26
. A s s u m p t io n s , F u n d a m e n ta l..........9001.06— .07;

9001.16; 9008.14
. B a s ic  E le m e n ts  ...................  1022.12; 1023.21—.22
. B a s ic  F e a tu r e s ...................... 1022.17; 1025.01—.16
. B ra n c h  o f  A c c o u n t in g ...............................  1023.02
. C a u s a l R e la t io n s h ip s ..................................  1022.26
. C h a r a c te r is t ic s ....................................  1022.25—.27
. C o n d it io n s  fo r  F a ir P re s e n ta t io n  .. . .1 0 2 7 .1 5
. C o n s t r a in t s .....................................................  1022.25
. C o n te n t  D e te rm in e d  b y  O b je c t iv e s  . . .

............................................................  1022.14; 1024.01
. C o s ts  a n d  B e n e f i t s .......................................  1024.40
. D e f in i t io n ..........................................................  1023.02
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.01—

.55
. D is c o u n t in g .......................................................4091.02
. D y n a m ic  N a tu re  . . . .  1022.24; 1023.15; 1029.02—

.03; 1029.13
. E c o n o m ic  E le m e n ts  .................  1022.12; 1022.18;

1023.22
. E c o n o m ic  O r g a n iz a t io n ...................  1023.15— .16
. E m p h a s is  o n  In c o m e  S ta te m e n t . .  ..1026.36 
. E n v iro n m e n t— S ee E n v iro n m e n t o f  

F in a n c ia l A c c o u n t in g
. E s t im a t io n ........................................................ 1025.10
. E v a lu a tio n  o f  P r in c ip le s  ........................... 1029.04
. E x a m in a tio n  o f  C o n t e n t ........................... 1024.02
. F u n d a m e n ta ls .......................................1010.01—.04
. F u tu re  D e v e lo p m e n t .......... 1021.02; 1029.01—.13
. G e n e ra l O b je c t iv e s .............................  1024.02—.12
. G e n e ra l-P u rp o s e  In fo rm a t io n  ............  1022.17;

1022.27; 1024.12
. G e n e ra lly  A c c e p te d  A c c o u n t in g

P r in c ip le s — S ee G e n e ra lly  A c c e p te d  
A c c o u n t in g  P r in c ip le s

. H is to r ic a l N a tu re  . . .  1022.27; 1022.29; 1083.110;
1083.198; 4311.67-.68; 4311.93

. H is to ry  in  M o n e y  T e r m s .......................... 1023.02

. Im p ro v in g  I n f o r m a t io n ...........  1022.10; 1022.16;
1024.13; 1024.38; 1024.41

. J u d g m e n t ......................................................  1025.11

. L im i t a t io n s ............................................. 1022.25—.27

. M e a s u re m e n t

. . B a s e s ............................................................  1023.31; 1027.05

. . C o n c e p ts ....................................................  1023.28; 1025.07

. . D if f ic u lt ie s  .................................................  1022.12

. O b je c t iv e s — S ee O b je c t iv e s  o f
F in a n c ia l A c c o u n t in g  a n d  F in a n c ia l 
S ta te m e n ts

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
........................................................................ 6021.001

. P o lic ie s , A c c o u n t in g ............ ..............2045.01—.16

. P r ic e s , E x c h a n g e .................  1023.30—.33; 1025.09

. P ro p o s a ls  fo r  C h a n g e  ...................... 1029.08— .13

. P u rc h a s in g  P o w e r C h a n g e s  .................. 1022.27;
1026.30—.32

. P u rp o s e , B a s ic  ............................  1022.13; 1024.01

. Q u a lita t iv e  O b je c t iv e s ...................... 1024.13—.37

. R e la tio n  to  G e n e ra lly  A c c e p te d
A c c o u n t in g  P r in c ip le s  .......... 1022.08; 1022.25;

1024.12
. R e la tio n  to  P r ic in g  P o lic y  . . . .  4311.81; 4311.94
. R e le v a n c e  as P r im a ry  O b je c t iv e .......... 1024.16
. R e lia b il ity  o f  In fo rm a t io n  ............... 1024.05— .06
. R e s e a rc h  a n d  D e v e lo p m e n t

D e f in e d .................................. 4211.08; 4211.28—.29
. R e s e a rc h  o n  U s e r N e e d s ........................  1023.09
. R u le  2 0 3 — A c c o u n t in g  P r in c ip le s .......... 520.01
, S c o p e  a n d  R e le v a n c e  ...................... 1022.25—.26
. S e g m e n ts  o f  a B u s in e s s  ............  2081.074— .075
. S e le c t io n  a n d  M e a s u re m e n t

P r in c ip le s  .....................................................  1022.21

Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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F IN A N C IA L  A C C O U N TIN G — c o n t in u e d
. S ta n d a rd s — S ee S ta n d a rd s , F in a n c ia l 

A c c o u n t in g
. S t r u c tu r e  ............. ..........................  1021.06:1022.25
. S u b je c t M a t t e r ............................................. 1025.05
. S u b s ta n c e  O v e r  F o r m ............... 1022.17; 1022.27;

9001.09; 9001.17
. T a x  A c c o u n t in g  D if fe r e n c e s .................4053.078
. T e rm in o lo g y  in  S ta te m e n t  . . . 1021.08; 1022.27
. U n it  o f  M e a s u re  ................................. 1026.29—.30
. U se  o f  I n f o r m a t io n .......... 1022.28—.31; 1023.04—

.09
. U s e rs ’ D e c is io n  P r o c e s s e s ..................... 1022.10
. V e r if ia b le  M e a s u r e s ...................  1022.26; 1022.27

F IN A N C IA L  AC C O U N TIN G  FO UN D ATIO N
. A m e n d m e n t o f  B y la w s  o n  V o t in g  . . . .  2014.07

F IN A N C IA L  AC C O U N TIN G  STANDARDS 
ADVISORY C O U N C IL

. R e c o m m e n d a t io n s  o n  D is c lo s u re
R e q u ire m e n ts  . . . . ..................................  2083.03

F IN A N C IA L  A C C O U N TIN G  STANDARDS 
BOARD

. C o n c e p tu a l F ra m e w o rk  P ro je c t  . . . .  6021.004 

. D e s ig n a te d  to  E s ta b lis h  P r in c ip le s  . . . 510.08;
520.06; 1071.50; 6021.071

. In te r p r e ta t io n  N o . 1 ...................... 1051-1.01—.06

. In te r p r e ta t io n  N o . 2  (S u p e rs e d e d )

. In te r p r e ta t io n  N o . 3  ......................  4063-1.01—.06

. In te r p r e ta t io n  N o . 4  ...................... 4211-1.01—.07

. In te r p r e ta t io n  N o . 5 (S u p e rs e d e d )

. In te r p r e ta t io n  N o . 6  ...................... 4211-3.01—.10

. In te r p r e ta t io n  N o . 7 ......................  2062-1.01—.06

. In te r p r e ta t io n  N o . 8  ......................  2033-1.01—.05

. In te r p r e ta t io n  N o . 9  ...................... 1091-1.01— .10

. In te r p r e ta t io n  N o . 1 0 .................5132-1.01—.03

. ln t e r p r e t a t io n N o .  11 ...................5132-2.01—.05

. In te r p r e ta t io n  N o . 1 2 .................5132-3.01—.05

. In te r p r e ta t io n  N o . 1 3 ...............5132-4.01—.08

. In te r p r e ta t io n  N o . 1 4 ............... 4311-1.01—.08

. In te r p r e ta t io n  N o . 1 5  ...............  1083-1.01—.06

. In te r p r e ta t io n  N o . 1 6 ...............5132-5.01—.11

. In te r p r e ta t io n  N o . 17  ...............  1 08 3 -2 .0 1 -.il

. In te r p r e ta t io n  N o . 1 8  ...............  2071-1.01—.85

. In te r p r e ta t io n  N o . 1 9  ...............4053-1.01—.06

. In te r p r e ta t io n  N o . 2 0  ............... 1051-2.01—.06

. In te r p r e ta t io n  N o . 21  ...............4053-2.01—.19

. In te r p r e ta t io n  N o . 2 2  ...............4091-1.01—.13

. S ta n d a rd s — see  S ta n d a rd s , F in a n c ia l 
A c c o u n t in g

. S ta te m e n t  N o . 1 (S u p e rs e d e d )

. S ta te m e n t  N o . 2 .............................. 4211.01—.64

. S ta te m e n t  N o . 3 ..................................2072.01—.25

. S ta te m e n t  N o . 4 .............................. 2013.01—.17

. S ta te m e n t  N o . 5 ............................4311.01—.104

. S ta te m e n t  N o . 6 .............................. 2033.01—.50

. S ta te m e n t  N o . 7  ............................. 2062.01—.55

. S ta te m e n t  N o . 8  .............................  1083.001—.243

. S ta te m e n t  N o . 9 .............................. 4097.01—.40

. S ta te m e n t  N o . 1 0 ............................ 1092.01—.08

. S ta te m e n t  N o . 1 1 ............................ 4312.01—.11

. S ta te m e n t  N o . 1 2 ............................ 5132.01—.42

. S ta te m e n t  N o . 1 3 ....................... 4053.001—.123

. S ta te m e n t N o . 1 4 ......................2081.001—.106

. S ta te m e n t N o . 1 5 ......................5363.001—.174

. S ta te m e n t  N o . 1 6 ............................ 2014.01—.73

. S ta te m e n t  N o . 1 7 ............................ 4054.01—.09

. S ta te m e n t N o . 1 8 ............................ 2082.01—.09

. S ta te m e n t  N o . 1 9 ....................... 6021.001—.275

. S ta te m e n t  N o . 2 0 ............................ 1084.01—.20

. S ta te m e n t  N o . 2 1 ............................2083.01—.16

. S ta te m e n t  N o . 2 2 ............................4055.01—.17

. S ta tu s  o f In te r p r e ta t io n s  ................ 520.06— .07

. V o t in g  P r o c e d u r e ..........................................2014.07

F IN A N C IA L  AN ALYSTS
. F o re ig n  E x c h a n g e  R a te  C h a n g e s  . . .  1083.199 
. In te rv ie w s  o n  R e s e a rc h  a n d

D e v e lo p m e n t ...............4211.20; 4211.50; 4211.59

F IN A N C IA L  A N A L Y S T S — c o n t in u e d  
. U se  o f F in a n c ia l In fo rm a t io n  .. . .9 0 0 1 .1 1 —.12

F IN A N C IA L  A N A L Y S T S  F E D E R A T IO N
. S e g m e n t R e p o r t in g ..................................  2081.043

F IN A N C IA L  E X E C U T IV E S  IN S T IT U T E
. F o re ig n  T ra n s la t io n  P r a c t ic e s ............  1083.058
. S e g m e n t R e p o r t in g ....................................2081.043
. S u rv e y  o n  C o n t in g e n c ie s ..........................4311.49

F IN A N C IA L  E X E C U T IV E S  R E S E A R C H  
F O U N D A T IO N

. S e g m e n t R e p o r t in g ................................... 2081.043

F IN A N C IA L  P O S IT IO N
. A c c ru a l B a s is  ................................................  1025.08
. A s s e ts  D e fin e d  ............................   1025.19
. B a la n c e  S h e e t D e f in e d .............................  1022.03
. B a s ic  F in a n c ia l S ta te m e n ts .................... 1027.17
. C o m p a ra b il ity ,  S in g le  E n te rp r is e  . . . .  1024.24 
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

............................................................ 9003.05; 9003.33
. D e f in i t io n ..........................................................  1025.20

D e p re c ia t io n  ......................................... 9004.03—.04
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.02—

.03; 2062-1.02
. D if fe r in g  B a la n c e  S h e e t D a te s ............  1083.232
. E x c h a n g e  G a in s  a n d  L o s s e s .................  1083.221
. G ro u p  o f  C o m p a n ie s ................................... 9003.01
. In te r im  F in a n c ia l S ta te m e n ts ............... 2071.02;

2071.15; 2071.30
. In v e n to ry  V a lu a tio n  a n d

P re s e n ta t io n  ............................................... 9002.05
. L ia b ili t ie s  D e f in e d .........................................  1025.19
. O b je c t iv e s , P a r t ic u la r  S ta te m e n ts  . . . 1024.03
. P a re n t C o m p a n y  . . . ....................................9003.07
. R e la tio n  to  E c o n o m ic  E le m e n ts .......... 1023.22;

1025.13
. S e le c t io n  o f A c c o u n t in g  P o lic ie s  . . . .  9001.08
. T y p e s  o f  I n f o r m a t io n ..................................  1022.02
. U n it  o f  M e a s u r e ............................................ 1026.29
. W o rk in g  C a p ita l ............................................. 2031.03

F IN A N C IA L  P R ESS
. U se  o f  F in a n c ia l I n f o r m a t io n .................  1023.06

FIN A N C IA L  STA TE M E N T 
PRESENTATION

. A p p ro p r ia t io n  o f  R e ta in e d  E a rn in g s  . . .
.................4311.15; 4311.20; 4312.01; 4 31 2 .1 0 -.11

. A s s e ts , C a r ry in g  V a lu e  .............................  1026.27

. C a p ita l C h a n g e s ..................................  2042.01—.02

. C a p ita l L e a s e s ...........................4053.013; 4053.016

. C h a n g e s , A c c o u n t in g ........................ 1051.01—.40

. C h a n g e s  in  A c c o u n t in g  P o lic ie s  . . . .  9008.14—
.15; 9008.20

. C h a n g e s  in  F in a n c ia l P o s it io n  ............  1027.20;
2021.01—.16; 9007.01—.23 

. C h a n g e s  in  P u rc h a s in g  P o w e r . . . 1071.03—.04

. C o m p a ra b i l it y  C o n d it io n s  ......................  1024.24

. C o m p a ra t iv e — S ee a ls o  C o m p a ra t iv e
F in a n c ia l S t a t e m e n t s ................... 2041.01—.04

. C o n d it io n  fo r  C o n s o lid a t io n  .................  1027.22

. C o n s o l id a t io n s ...........  2051.01—.23; 9003.43— .44

. C o n t in g e n c ie s  . . . .  4311.20; 4312.01; 4312.10—.11

. C o n v e n t io n a l N a t u r e ..................................  1027.16

. C u r re n t  A s s e ts  a n d  C u r re n t
L ia b i l i t ie s ...................  2031-01—.10; 2033.01—.50;

2033-1.0 1 -.0 5
. C u r re n t  V a lu e  o f A s s e ts  ........................... 1022.27
. D e fe r re d  T a x e s  . .  . 4091.55—.58; U4091.128—.136 
. D e p a r tu re s  F ro m  E s ta b lis h e d

P r in c ip le s  ..............................................  520.01—.07
. D e v e lo p m e n t S ta g e  E n te rp r is e s  .. .2 0 6 2 .1 0 — 

.16; 2062.42-.47; 2062-1.02 
. D is c lo s u re  o f A c c o u n t in g  P o lic ie s  . . . 1022.02;

1027.17; 1027.26; 2045.01—.16; 9001.01-.23
. D is c lo s u re  o f C u r re n t  P r ic e s  . .............. 9006.07;

9006.17
. D is c o n t in u e d  O p e ra t io n s  ............... 2012.08—.09

F INAICPA Professional Standards



1 5 ,2 4 0 AC Topical Index
R efe rences are to  AC se c tio n  and p a rag raph  num bers .

F IN A N C IA L  S TA TE M E N T 
PRESENT A T IO N — c o n t in u e d

. D is c o u n t /P r e m iu m  o n  N o t e s ...............4111.03;
4111.15; 4111A.03

. D iv is io n  o f  B ro a d  O p e ra t in g
P r in c ip le s .......................................  1022.21; 1027.02

. E a rn in g s  p e r  S h a re  . . . .  2011.01—.46; 2083.01— 
.16; U2011.083—.100 

. E a rn in g s  p e r  S h a re , I l lu s t ra t iv e
S ta te m e n ts .......................................2011C.01—.04

. E q u ity  M e th o d  . . .  5131.11; 5131.19; U5131.001—
.007

. E x t in g u is h m e n t o f  D e b t .................  2013.08—.09;
4055.03

. F a ir  P r e s e n t a t io n .........................................  1027.15

. F in a n c in g  L ea se s  ........................................ 4053.023

. F isca l P e r io d  D if fe r e n c e s ........................  2051.05;
5132-4.01-.08; 9003.27

. F o rm  o f  S ta te m e n ts .................... 1027.27; 9005.04

. F o rm a t o f  F u n d s  S ta te m e n ts  . . . .  2021.09—.11

. F o rm a t o f  In c o m e  S ta te m e n ts ............ 1051.19;
2012.02—.12

. G a in s  o n  D e b t R e s t r u c t u r in g ............... 5363.021

. H is to r ic a l S u m m a r ie s ................................. 1051.39

. I l lu s t ra t io n

. . C h a n g e  in  C o m p le te d  C o n t r a c t
M e t h o d ............................................1051B.01—.04

. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .
.................................... 1051A.01—.04; 2072.17-.21

. . C h a n g e  to  L IF O  M e th o d  ............  2072.22—.25

. . R e f in a n c in g  S h o r t -T e rm
O b l ig a t io n s .................. 2033.32—.50; 2033-1.02;

2033-1.04
. In c o m e  T a x e s ......................4091.34; 4091.53—.63;

U4091.115— .127
. In te r im  F in a n c ia l D a ta  ....................  2071.30—.33;

2071-1.17; 2072.08; 2072.11 - .14 
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s .......................................................9000.20
. I n v e n to r ie s ................... 9002.01—.02; 9002.17—.19;

9002.32—.35
. Issu e  C o s t ......................................................... 4111.15
. J o in t  V e n tu re s , C o r p o r a te ....................... 4095.18
. L e v e ra g e d  L e a se s  ......................................4053.047
. L o s s  C o n t in g e n c ie s  . . . 4311.09—.13; 4311-1.03—

.07
. M a rk e ta b le  E q u ity  S e c u r it ie s  . . . 5132.12—.13;

5132.16—.17; 5132-1.01—.03; 5132-2.01-.05
. M a t e r ia l i t y ............................................510.09; 520.05
. N e t o f  T a x  M e t h o d ............ 4091.53—.54; 4091.63;

U4091.129-.130
. N e w  F o rm s  P r o p o s e d ................................ 1029.11
. N o n m o n e ta ry  T ra n s a c t io n s  ...................1041.28
. N o n p u b lic  E n te r p r is e s ......................  2083.01—.16
. N u m b e r  o f  F u n d s  S ta te m e n ts  . . . U2021.001—

.004
. O b lig a t io n s , S h o r t -T e rm  . . . .  2033.15; 2033.20;

2033-1.01—.05
. O p e ra t in g  L e a s e s ................... 4053.016; 4053.019;

4053.023
. O p e ra t in g  L o s s  C a r r y fo rw a rd s  ...............

U4091.079-.082
. P e n s io n  P l a n s ............ U4063.118—.120; 4063-1.04
. P o o lin g  o f  In te re s ts  . .  . 1091.61; U1091.080-.085 
. P r ic e -L e v e l C h a n g e s .......... 1071.01—.50; 9006.17
. R e c e iv a b le s ....................... 4311.23
. R e fu n d in g  o f  T a x -E x e m p t D e b t ...........  4053.12
. R e la tio n  to  B a s ic  F e a tu r e s ..................... 1027.14
. R e la tio n  to  O b je c t iv e s ..............................  1027.14
. R e la tio n  to  P e rv a s iv e  P r in c ip le s ........  1027.14
. R e la tio n  to  S e le c t io n  a n d

M e a s u r e m e n t ..............................................  1027.14
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

4211.15—.16; 9009.12—.14; 9009.23-.25 
. R e s id u a l V a lu e  o f  L e a se d  P ro p e r ty  . . . .

.........................................................................  4053.099
. R e s u lts  o f  O p e ra t io n s  ......................  2012.08—.12
. R e v ie w  o f  F o rm  a n d  C o n te n t  ...............2010.01
. S a le s -T y p e  L e a s e s ................................... 4053.023

F IN

FIN A N C IA L  STA TE M E N T 
PR ESEN TATIO N — c o n t in u e d  

. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4095.24—
.25; 4095.33

. S e g m e n t D is c lo s u re  .................... 2081.028— .030;
2081.105—.106; 2083.01—.16

. S ta te m e n t o f  P r in c ip le s  .................  1027.16—.27

. S to c k  L ife  In s u ra n c e  C o m p a n ie s  . . . 4095.29—
.30; 4095.33

. S u m m a r iz e d  In te r im  D a t a ............  2071.30—.33;
2072.08; 2072.14

. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .
..............................................  1027.24; 1083.079—.111

. U n d is t r ib u te d  E a rn in g s  o f
S u b s id ia r ie s  . . . .  4095.14; 4095.32; U4095.001—

.005

F IN A N C IA L  STATEM EN TS
. A p p ro p r ia te  U s e ............................................ 1022.28
. A s s e t V a lu a tio n  ...................  1026.27; 9006.05—.07
. B a s ic
. . Id e n t if ie d  .....................................................  1027.17
. . P ro p o s a ls  fo r  C h a n g e ........................... 1029.10
. . T y p e s  ............................................................  1022.02
. C h a n g e  in A c c o u n t in g  E s t im a te  . . . .  1051.31— 

.33; 2014.04; 9008.16-.17 
. C h a n g e  in A c c o u n t in g  P r in c ip le  . . . .  1051.15— 

.30; 1051-1.01—.06; 2071-1.21
. C h a n g e  in  R e p o r t in g  E n t ity  .......... 1051.34— .35
. C h a n g e s  in  A c c o u n t in g  P o lic ie s  . . . .  9008.14—

.15
. C h a n g e s  in  F in a n c ia l P o s it io n — See 

S ta te m e n ts  o f  C h a n g e s  in F in a n c ia l 
P o s it io n

. C h a r a c te r is t i c s ..................................... 1022.25—.27

. C o m b in e d — S ee C o m b in e d  F in a n c ia l 
S ta te m e n ts

. C o m b in e d  C o rp o ra t io n  ( M - 2 B ) ...........  1027.08

. C o m m o n  S to c k  E q u iv a le n ts ..................2011.39;
U2011.142

. C o m p a ra b i l it y  B e tw e e n  E n te rp r is e s  . . .
.......... 1024.28—.33; 2081.005; 4053.115; 4311.85—

.87; 4311.92
. C o n d it io n s  F o r F a ir P re s e n ta t io n  . . . .  1027.15 
. C o n s o lid a te d — See C o n s o lid a te d  

F in a n c ia l S ta te m e n ts  
. C u r re n t  V a lu e — See C u r re n t  V a lu e
. D a te  D e f in e d ...................................................4311.08
. D e f in i t io n .......... 1022.02; 1026.01; 9000.05; 9001.03
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.02— 

.04; 2062.10—.16; 2062.23—.24; 2062.33; 2062.35;
2062.42—.49; 2062-1.0 1 -.0 6  

. D is c lo s u re — S ee D is c lo s u re  in  F in a n c ia l 
S ta te m e n ts

. E r ro rs — S ee E r ro rs  in  F in a n c ia l 
S ta te m e n ts

. F o re ig n — See F o re ig n  C u r re n c y
F in a n c ia l S ta te m e n ts

. F o rm  o f  S ta te m e n ts ...................  1027.27; 9005.04

. F u n d a m e n ta l R e la t io n s h ip  . . . 1022.17; 1022.27;
1025.13; 1025.23

. G e n e ra l-P u rp o s e  R e p o r ts  ...................... 1022.01

. H is to r ic a l N a tu re  . . .  1022.27; 1022.29; 4311.67—
.68; 4311.93

. IAS— S ee In te rn a t io n a l A c c o u n t in g  
S ta n d a rd s

. In te g r i ty  Im p a ire d  b y  U n c e r ta in t ie s  . . .
............................................................  4311.59; 4311.84

. In te r im — S ee In te r im  F in a n c ia l 
S ta te m e n ts

. In v e n to r ie s — S ee In v e n to r ie s

. L ea se s— S ee Lea se s

. L im i t a t io n s ..............................................  1022.25—.27

. L iq u id a t io n  P ro c e e d s  ...............................  1022.27

. L it ig a t io n ,  C la im s , a nd
A s s e s s m e n ts .......... 4311.33—.39:4311-1.04—.07

. L oss  C o n t in g e n c ie s  . . . 4311.08—.13; 4311-1.01—
.08

. M e a n s  o f  C o m m u n ic a t io n  ...................... 1022.02
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R efe rences are  to  AC se c tio n  and p a rag raph  num bers .
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F IN A N C IA L  STATEM EN TS — c o n t in u e d
. M e a s u re m e n t C o n c e p t s .......... 1023.28; 1025.07
. N o n p u b lic  E n te r p r is e s ......................2083.01—.16
. N o te s — S ee N o te s  to  F in a n c ia l 

S ta te m e n ts
. O b je c t iv e s — S ee O b je c t iv e s  o f

F in a n c ia l A c c o u n t in g  a n d  F in a n c ia l 
S ta te m e n ts

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
................. 4097.07; 4097.14; 4097.18; 4097.22-.27;

6021.048—.059; 6021.063
. P a r t ic u la r  S ta te m e n ts
. . A r r a n g e m e n t ..............................................  1024.24
. . C h a n g e  in  P r in c ip le s  .............................  1024.24
. . C o n t e n t ................................ 1024.01-.02; 1024.24
. . O b je c t iv e s  ...................................................  1024.03
. P e rs o n a l— S ee P e rs o n a l F in a n c ia l 

S ta te m e n ts
. P o lic ie s , A c c o u n t in g .................  1022.02; 1027.17;

2045.01—.16; 9001.01—.23; 9008.14— .15;
9008.19—.21

. P re d ic t io n  o f  F u tu re  ..................................  1022.29

. P r ic e -L e v e ls — S ee P r ic e -L e v e l F in a n c ia l 
S ta te m e n ts

. P r io r  P e r io d  A d ju s t m e n ts ...............2014.01—.73

. P r io r  P e r io d  I t e m s ............ 9008.03; 9008.11—.13;
9008.19

. P ro p o s a ls  fo r  C h a n g e  ......................  1029.08—.13

. P u rc h a s in g  P o w e r  C h a n g e s .................  1022.27;
1026.30—.32; 9006.03; 9006.08-.10; 9006.13

. P u rp o s e , B a s ic  .............................  1022.13; 1024.01

. R e la tio n  B e tw e e n  S ta te m e n ts ............  1022.17;
1025.13; 2021.05; 9007.02-.03; 9007.20;

U2021.001-.004
. R e l ia b i l i t y ................................................. 1024.35—.37
. R e lia n c e  o n  S in g le  M e a s u r e .................... 1022.31
. R e s p o n s ib i l i ty  o f  M a n a g e m e n t ................ 510.11
. R e s t r ic te d  fo r  In te rn a l U se  . . .  2021.07; 2045.10 
. S e g m e n ts — S ee S e g m e n ts  o f  a 

B u s in e s s
. S e p a ra te  D is c lo s u re  o f

C o m p o n e n ts  ..............................................  1027.25
. S o u rc e  ...............................................................  1022.08
. S p e c ia l-P u rp o s e  S ta te m e n ts  . . . .  U2011.070— 

.071; 2021.07; 2045.10
. S u b s e q u e n t E v e n ts  .......... 1027.26; 4311.34—.36;

5132.13; 5132.17; 5132-2.01—.05; 5132-4.02;
6021.039

. S u p p le m e n ta ry  In fo rm a t io n
R e q u ire d  ....................................... 1022.30; 9005.08

. S to c k h o ld e rs ,  P e rs o n a l ....................... U2011.192

. T im e  P e r io d s ...................................................  1025.06

. T ra n s la t io n — S ee F o re ig n  C u r re n c y  
T ra n s la t io n

. T ro u b le d  D e b t R e s t ru c tu r in g s  . . . .  5363.043—
.045

. U n a u d ite d  .....................................................U2011.082

. U n in c o rp o ra te d  B u s in e s s e s ..........U5131.008—
.012

. U n u s u a l I t e m s .................................9008.03:9008.18

. U . S. D o lla r  S t a t e m e n t s ........................... 1022.27

. U se  o f  I n f o r m a t i o n ............  1022.28—.31; 9004.12

. U s e rs ' N e e d s  a n d  E x p e c ta t io n s .......... 1022.10;
1051.15; 2081.005; 9001.10—.12

F IN A N C IN G
. A c t iv i t ie s  o f  th e  E n t i ty  ............  1027.20; 2021.04;

9007.01
. A g re e m e n t— S ee B o r ro w in g  C o n t r a c t
. C o n v e r t ib le  D e b t ........................... 5516.02; 5516.06
. D e b t R e s t ru c tu r in g — See 

R e s t ru c tu r in g  o f D e b t
. D e v e lo p m e n t S ta g e  E n te rp r is e s  .. . .2 0 6 2 .1 1 ;

2062.43—.44; 2062.48-.51 
. D is c lo s u re  in  F u n d s  S ta te m e n ts  . . . 2021.06—

.07; 9 00 7 .1 0 -.11
. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.16—.17 
. E m p lo y e e  S to c k  O p t io n  P la n s  . . . 4061.04— .05

F IN A N C IN G — c o n t in u e d
. E x a m p le s  o f  R e f in a n c in g .............. 2033.32—.50;

2033-1.02; 2033-1.04
. E x t in g u is h m e n t o f  D e b t ................ 2013.01—.17
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.066;

1083.181—.182
. G o v e rn m e n ta l A g e n c ie s ........................... 4055.09
. L ea se s— S ee F in a n c in g  L ea se s  
. L e v e ra g e d  L ea se s  . . . .  4053.042:4053.108—.114 
. M a n a g e m e n t A b il i ty  to  R e f in a n c e  . . .  2033.11;

2033.22
. M a n a g e m e n t In te n t  to  R e f in a n c e  . . . 2033.10;

2033.21—.22; 2033.24
. R e f in a n c in g  S h o r t -T e rm

O b l ig a t io n s ........................ 2033.02; 2033.10— .14;
2033-1 .01-05

. S a le -L e a s e b a c k  T r a n s a c t io n s ............ 4053.107

F IN A N C IN G  IN S T IT U T IO N S
. In v e s tm e n t C r e d i t ........................ U4094.009—.010

F IN A N C IN G  LEASES
. A c c o u n t in g  a n d  R e p o r t in g .................... 4053.018
. B u i ld in g s ............................................... 4053.026— .028
. C la s s i f ic a t io n ..........4053.006; 4053.018; 4053.065;

4053-2.17
. C o m p a re d  to  L e v e ra g e d  L ea se s  . . .  4053.042;

4053.112; 4053.114
. C o s t .................................................................... 4053.018
. C r ite r ia  fo r  C la s s i f ic a t io n .......................4053.008;

4053.089—.090
. D e fe r re d  C o s t s .............................................4053.101
. D is c lo s u re  ...................................................... 4053.023
. G a in s  o r  L o s s e s ...............4053.017—.018; 4055.01;

4055.06-.07; 4055.12
. G ro s s  In v e s tm e n t in  L e a s e s ..................4053.018
. I l lu s t r a t io n s ....................................................4053.122
. In it ia l D ire c t  C o s ts  .................4053.018; 4053.101
. L a n d ........................................................ 4053.025— .026
. N e t In v e s tm e n t in  L e a s e s .......................4053.018
. R e fu n d in g  o f  T a x -E x e m p t D e b t . . . .  4053.017;

4055.01; 4055.06—.07; 4055.12; 4055.15
. R e n e w a ls  o r  E x te n s io n s ............4053.017—.018;

4053.102
. R e s id u a l V a lu e ............ 4053.017—.018; 4053.098—

.099; 4055.06
. S a le -L e a s e b a c k  T r a n s a c t io n s .............4053.034
. T h ird -P a r ty  P a r t i c ip a t io n ...................... 4053.020
. T ra n s it io n  M e t h o d .....................................4053.050

F IN A N C IN G  M ETHOD
. In v e s tm e n t C r e d i t ....................... U4094.009— .010
. T im in g  D if fe r e n c e s .....................................4091A.02

FIN ISH E D  GOODS
. C o s t o r  M a rk e t  R u le  .. . .5 1 2 1 .1 2 —.13; 9002.16;

9002.31
. In v e n to ry  C o s t s ........................  1051-1.03; 5121.05
. In v e n to ry  D e f in i t io n .........................  5121.03
. P re s e n ta t io n  o f  In v e n to r ie s  ..................9002.18;

9002.33

FIR ST-IN , FIRST-OUT
. A s s e t D is p o s it io n s (M - l  B ) ........................  1027.07
. C h a n g e  in  M e t h o d ......................  1051.09; 1051.14;

1051.26—.27
. F lo w  o f  C o s t F a c to rs  . .  . 5121.05—.06; 9002.13—

.14
. H is to r ic a l C o s t o f  I n v e n to r ie s ............... 9002.24
. In te r im  F in a n c ia l S t a t e m e n t s ............... 2071.14
. In v e n to ry  P r ic in g  P r in c ip le  ...................  1027.01

FISCAL PERIODS
. D e p r e c ia t io n ..........9004.04; 9004.08; 9004.12—.14
. D e v e lo p m e n t S ta g e  E n te r p r is e s ..........2062.43
. D if fe re n c e s , A f f i l ia te d  C o m p a n ie s  . . . 2051.22;

9003.27; 9003.47
. D if fe re n c e s , S u b s id ia r ie s ..........................2051.05;

5132-4.01—.08; 9003.15—.16
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1 5 ,2 4 2 AC Topical Index
R efe rences a re  to  AC se c tio n  and pa ra g ra p h  num bers .

F IS C A L  P E R IO D S — c o n t in u e d  
. In te rn a t io n a l A c c o u n t in g

S t a n d a r d s ....................................  9000.05; 9001.05
. P r io r  P e r io d  A d ju s tm e n ts  . . . .  2014.13; 2014.17
. P r io r  P e r io d  I t e m s ............................. 9008.11—.13
. S e g m e n ts  o f  a B u s in e s s  . . . 2081.003; 2082.07—

.09
. S u b s e q u e n t to  D e v e lo p m e n t S ta g e  . . .

...........................................................................  2062.13
F IX E D  A S S E TS — S ee P ro p e r ty
F IX E D  FEES— S ee C o s t-P lu s -F ix e d -F e e  

C o n tra c ts
FLO W  T H R O U G H  M E T H O D

. In v e s tm e n t C re d it  ............... 2071-1.08; 2071-1.79;
4094.03; 4094.06; 4094.17; U4091.107—.108;

U4094.005-.010
F O O T N O T E S — S ee N o te s  to  F in a n c ia l 

S ta te m e n ts
FO R E C A S TS

. D e v e lo p m e n t S ta g e  E n te r p r is e s .......... 2062.47

. E c o n o m ic  E ffe c ts  o f  R a te  C h a n g e s  . . .
.................... 1083.107; 1083.193; 1083.221; 1083.224

. F o re ig n  E x c h a n g e  R a te s  . . . 1083.166; 1083.192;
2071-1.81

F O R E C LO S U R E
. D e b t R e s t ru c tu r in g  ............... 5363.002; 5363.005;

5363.020; 5363.034
F O R E IG N  B R A N C H E S — S ee F o re ig n  

O p e ra t io n s
FO R E IG N  C U R R E N C Y

. C o n v e rs io n  ...................................................  1083.067

. D e c re a s e d  O b lig a t io n s  R e c o rd e d  . . . .  1027.09

. D e f in i t i o n ........................................................ 1083.243

. D e v a lu a t io n s ...................................................  1027.25

. E ffe c t o f  R a te  C h a n g e .......... 1083.072; 1083.076;
1083.112-.120; 1083.164— .165

. E x c h a n g e  R a te s ................................ 1083.227—.235

. F o rw a rd  E x c h a n g e — S ee F o rw a rd  
E x c h a n g e  C o n t r a c ts

. H is to r ic a l  C o s t o f  an  A s s e t . . . .  1083.135— .139

. N o n m o n e ta ry  A s s e ts  ...............................1071B.02

. N o n m o n e ta ry  L ia b i l i t ie s ........................ 1071B.03

. S e t t le m e n t o f  D e b t ..................................  1083.104

. T ra n s la t io n — S ee F o re ig n  C u r re n c y  
T ra n s la t io n

. U n it  o f  M e a s u r e ............  1083.079; 1083.083—.095;
1083.104; 1083.159—.160

F O R E IG N  C U R R E N C Y  F IN A N C IA L  
S T A T E M E N T S

. C lo s in g  R a te  M e t h o d ................................ 1083.160

. C u r r e n t - N o n c u r r e n t  M e th o d  .......... 1083.129—
.132

. C u r r e n t  R a te  M e th o d ...................  1083.133—.139

. D e f in i t i o n ........................................................  1083.243

. D if fe r in g  B a la n c e  S h e e t D a te s  . . . .  1083.229—
.235

. D is c lo s u re  R e q u ir e m e n ts .......... 1083.032—.034;
1083.213—.226; 1083-2.10 

. E c o n o m ic  E ffe c ts  o f  R a te  C h a n g e  . . . .
...............................................................  1083.096— .111

. E ffe c t iv e  D a te  o f  S e c t i o n .......... 1083.035— .037;
1083.240— .242; 4312.04— .05

. E ffe c t iv e  T a x  R a te s  ..................................  1083.202

. E x c h a n g e  G a in s  o r  L o s s e s  . . . .  1083.016—.017;
1083.167—.203; 1083-2.10

. E x c h a n g e  R a t e s ............  1083.030— .031; 1083.076

. F o rw a rd  E x c h a n g e  C o n t r a c t s .......... 1083.022—
.028

. In c o m e  T a x e s  . . .  1083.018—.021; 1083.050—.052;
1083.236— .239

. L o w e r  o f  C o s t o r  M a rk e t  ............  1083-2.01—.11

. M e th o d s  o f  T ra n s la t io n  ............  1083.121—.139;
1083.214

. M o n e ta ry -N o n m o n e ta ry  M e t h o d ..........
1083.126—.128

FIS

F O R E IG N  C U R R E N C Y  F IN A N C IA L  
S T A T E M E N T S — c o n t in u e d

. M u lt ip le  R a t e s ..............................................  1083.227

. O b je c t iv e  o f  T ra n s la t io n  . . .  1083.006; 1083.009;
1083.078—.111; 1083.122

. P o lic y  A c q u is it io n  C o s t s ............... 1083-1.01—.06

. R a te  C h a n g e  A f te r  S ta te m e n t D a te  . . .
.......................................................  1083.034; 1083.225

. S itu a t io n a l A p p ro a c h  to
T ra n s la t io n  ....................................  1083.140—.152

. S ta n d a rd s  o f A c c o u n t in g  a n d
R e p o r t in g .........................................  1083.009—.015

. T e m p o ra l M e th o d  . . ...................  1083.123—.125

. T ra n s a c t io n  M e th o d  ...............................  1083.159

. T ra n s la t io n — See F o re ig n  C u r re n c y  
T ra n s la t io n

. U n it  o f  M e a s u r e ...............................  1083.074— .075

F O R E IG N  C U R R E N C Y  T R A N S L A T IO N
. A v e ra g e s  o r  A p p ro x im a t io n s ............... 1083.013;

1083.029; 1083.045; 1083.158 
. B a s is  fo r  C o n c lu s io n s  . . . .  1083.005; 1083.078—

.242
. B u s in e s s  C o m b in a t io n s ..............  1083.040—.041
. C lo s in g  R a te  M e th o d ...............................  1083.160
. C o n s e rv a t is m  .................................. 1083.189—.191
. C o v e r  A p p ro a c h  .............................  1083.174— .175
. C u r re n t -N o n c u r re n t  M e th o d  .......... 1083.129—

.132
. C u r r e n t  R a te  M e th o d .................... 1083.133—.139
. D e b t S e c u r i t ie s ...............  1083.039; 1083.181—.182
. D e f in i t i o n ........................................................ 1083.243
. D is c lo s u re  R e q u ire m e n ts .......... 1083.032—.034;

1083.213—.226; 1083-2.10 
. E c o n o m ic  E ffe c ts  o f  R a te  C h a n g e s  . . .

............................................................... 1083.096—.111
. E ffe c t iv e  D a te  o f S e c t i o n .......... 1083.035— .037;

1083.240—.242; 4312.04-.05 
. E q u ity  M e th o d — S ee E q u ity  M e th o d  
. E x c h a n g e  R a te s — See E x c h a n g e  R a te s  
. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . .  1027.24 
. F o re ig n  A c c o u n t in g  P r in c ip le s  . . . .  1083.079—

.082
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . 1083.065—

.073
. F o rw a rd  E x c h a n g e — See F o rw a rd  

E x c h a n g e  C o n tra c ts  
. G a in s  o r  L o s s e s — S ee G a in s  o r  L o sse s
. H is to r ic a l B a c k g r o u n d .................  1083.053— .064
. I l lu s t ra t io n s  o f  T ra n s la t io n s  . . . 1083.038—.052;

1083.083; 1083.100—.105; 1083.127; 1083.208 
. In c o m e  T a x e s  . . . 1083.014— .015; 1083.018—.021;

1083.050—.052; 1083.200-.203; 2071-1.85
. I n v e n to r ie s ............  1083.153—.158; 1083-2.01-.11
. L o w e r  o f C o s t o r  M a rk e t  .......... 1083.014— .015;

1083.038; 1083.046-.049; 1083-2.01-.11
. M e a s u re m e n t v. D e n o m in a t io n .......... 1083.003
. M e th o d s  o f  T ra n s la t io n  ............  1083.121—.139;

1083.214
. M in o r i ty  In te re s ts  ....................................  1083.043
. M o n e ta ry -N o n m o n e ta ry  M e t h o d ..........

1083.126— .128
. M u lt ip le  R a t e s ..................................  1083.227—.228
. N ee d  fo r  T r a n s la t io n .......... 1083.003; 1083.065—

.076
. O b je c t iv e  o f  T ra n s la t io n  . . . 1083.006; 1083.009;

1083.078—.111; 1083.122—.124; 1083.140;
1083.159; 1083.169; 1083.239

. O n e -T ra n s a c t io n  P e r s p e c t iv e .......... 1083.113—
.114; 1083.119; 1083.161—.162; 1083.173;

1083.207
. P a s t P ro n o u n c e m e n ts  a n d

P r a c t i c e s ......................  1083.060— .064; 1083.185;
1083.202—.203

. P o lic y  A c q u is it io n  C o s t s ............... 1083-1.01—.06

. P re fe r re d  S t o c k .........................................  1083.044

. P r ic e -L e v e l R e s t a t e m e n ts ........................1071.45

. R e a l iz a t io n .........................................  1083.184— .192
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FOREIGN CUR R EN C Y TR A N S LA TIO N —
c o n t in u e d

. R e v e n u e  a n d  E xp e n se  T ra n s a c t io n s  . . .
........................  1083.013; 1083.045; 1083.159— .160;

1083-1.0 1 -.0 6
. S c o p e  o f  S e c t io n ......................  1083.005; 1083.232
. S itu a t io n a l A p p ro a c h  to

T ra n s la t io n  ....................................  1083.140— .152
. T e m p o ra l M e t h o d ..........................  1083.123—.125
. T im in g  D i f fe r e n c e s ........................ 1083.014— .015;

1083.018—.021; 1083.202
. T ra n s a c t io n  M e th o d  ............................... 1083.159
. T ra n s it io n  M e t h o d ........................ 1083.035—.037;

1083.240—.241; 4312.04— .05 
. U n it  o f  M e a s u re — S ee U n it  o f  M e a s u re

FOREIGN EXCHANGE
. D e a le r s ................................................ ............ 1083.032
. D e v a lu a t io n s  ..........  1083.001; 1083.053; 1083.064;

1083.188; 2012.23

FOREIGN O PERATIO N S
. A s s e ts  in  F o re ig n  C o u n tr ie s  .................  1081.06;

2081.015; 9005.13
. B a n k  P r im e  In te re s t  R a te ..................... U2011.140
. B u s in e s s  C o m b in a t io n s ............... 1083.040— .041
. C la s s if ic a t io n  o f  A c t iv i t ie s  ..................... 2081.031
. C o m b in e d  F in a n c ia l S ta te m e n ts  . . . .  2051.22 
. C o n s o lid a t io n  P o lic y  . . . 1081.08—.09; 2081.055;

2081.087-.088; 9003.35 
. C o n s o lid a t io n  P ro c e s s  . . . .  1083.088; 1083-1.01
. C o n v e r t ib le  S e c u r i t ie s ................................2011.33
. C u r re n c y  R e s t r ic t io n s ...................... 1081.02—.03
. D e f in i t i o n ........................................................ 1083.243
. D e p a r tu re s  f r o m  G o ld  S ta n d a r d ..........1081.02
. D e p e n d e n t v. In d e p e n d e n t

O p e r a t io n s ....................................... 1083.140—.151
. D e v a lu a t io n s .....................................................1081.02
. D if fe r in g  B a la n c e  S h e e t D a te s  . . . .  1083.229—

.235
. D is a g g re g a tio n  o f  S e g m e n t

In fo r m a t io n  .................. 2081.014— .015; 2081.022
. D is c lo s u re  o f A s s e t D is t r ib u t io n ..........9003.33
. D is c lo s u re  o f  F o re ig n  E a rn in g s  .......... 1081.05;

9003.47
. D is c lo s u re  o f S e g m e n t In fo rm a t io n  . . .

. . . 1081.003—.004; 1083.226; 2081.001; 2081.007;
2081.014; 2081.054; 2081.075; 2083.02

. E a r n in g s ...................................................  1081.04— .05

. E c o n o m ic  E ffe c ts  o f  R a te  C h a n g e s  . . .
...............................................................  1083.096— .111

. E q u ity  M e th o d — S ee E q u ity  M e th o d  

. E x c h a n g e  R a te s — S ee E x c h a n g e  R a te s

. E x p ro p r ia t io n  L o s s e s  ............................ U4091.086

. F o re ig n  A s s e ts  ................................................1081.06

. F o rw a rd  E x c h a n g e — See F o rw a rd  
E x c h a n g e  C o n tra c ts  

. G a in s  o r  L o s s e s — S ee G a in s  o r  L o sse s  

. G o v e rn m e n t R e g u la t io n s  . . . 1081.02; 1083.143 

. In c o m e  T a x e s — S ee In c o m e  T a x e s

. In d e x e s , P r ic e -L e v e l ....................................1071.30

. In te r im  P e r io d  T a x e s  .............................  2071-1.22

. L o c a l C u r re n c y  S ta te m e n ts  ...................1071.26

. M in o r i ty  In te re s ts  ....................................  1083.043

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
............................................ 6021.052-.054; 6021.059

. P a re n t C o m p a n y  S ta te m e n ts ................ 1081.09

. P e n s io n  P la n s  ............................... U4063.158—.159

. P o lic y  A c q u is it io n  C o s t s ............... 1083-1.01—.06

. P re fe r re d  S to c k  .........................................  1083.044

. P r ic e -L e v e l R e s ta te m e n ts  . . . 1071.24; 1071.26;
1071.45; 1083.152

. P ro v is io n s  fo r  L o s s e s  ................................. 1081.04

. R e a liz a t io n  C o n c e p t ......................  1083.186—.188
. R e s ta te m e n t o f  S e g m e n t

In fo r m a t io n  ..............................................  2081.040
. S e g m e n t I n f o r m a t i o n .................  2081.031—.038;

2081.083—.089; 2083.02 
. S u rp lu s , F o re ig n  S u b s id ia r ie s  ................ 1081.09

FOREIGN OPERATIONS— c o n t in u e d
. T a x  o n  U n d is t r ib u te d  E a rn in g s  . . . .  4095.07—

.14
. T im in g  D if fe r e n c e s .................................... 4091A.02
. T ra n s la t io n — See F o re ig n  C u r re n c y  

T ra n s la t io n
. U n c e r ta in t ie s  . . . . . . . . .  1081.08; 2081.057—.060
. U n it  o f  M e a s u re  . . . .  1083.074— .075; 1083.083—

.093; 1083.133—.139
. W a rs  .................................................................... 1081.02
. W r ite -U p s  in  In f la t io n  ..............................  4072.01

FOREIGN SUBSIDIARIES— See F o re ig n  
O p e ra t io n s

FOREIGN TAX CREDITS
. E ffe c t o n  D e fe rre d  T a x e s .................... U4091.056
. E q u ity  M e th o d  .............................................. 4096.08
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . 4097.29 
. T a x  C a r r y o v e r s ........................  4091.52; U4091.071

FOREIGN TAXES
. B a se d  o n  In c o m e  ................... 4091.12; U4091.012
. E x c h a n g e  G a in s  o r  L osse s  . . . .  1083.018—.019

FORM VERSUS SUBSTANCE— See
S u b s ta n c e  O v e r F o rm

FO RM U LA PERCENTAGE SETTLEM EN T
. T e rm in a te d  W a r a n d  D e fe n se

C o n t r a c t s .......................................................4043.16

FORWARD EXCHANGE CONTRACTS
. A m e n d m e n ts  to  S e c tio n  1 0 8 3 ..........1084.12—

.13
. B a c k g ro u n d  In fo rm a t io n  ..............  1084.01—.08
. D e fe rra l o f  G a in s  o r  L osse s  ......... 1084.01—.20
. D e f in it io n  ....................................  1083.022; 1083.204
. D is c lo s u re  o f  G a in s  o r  L o s s e s ............ 1083.032;

1083.216—.217; 1084.10; 1084.13
. D is c o u n t o r  P r e m iu m ................  1083.025—.026;

1083.212
. E ffe c t iv e  D a te  a n d  T r a n s i t io n ..............  1084.02;

1084.14— .15
. F o re ig n  C u r re n c y  C o m m itm e n ts  ..........

1083.216—.217; 1083.022-.025; 1083.027-.028;
1083.204— .212; 1084.01 

. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.066

. G a in s  o r  L o s s e s ............. 1083.023—.028; 1083.032;
1083.216—.217; 1084.01—.20 

. H e d g in g  C o m m itm e n ts  . . . 1083.027; 1084.01—
.20

. I l lu s t r a t io n s ........................... 1083.208; 1084.16—.20

FORWARD RATES
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.022;

1083.204— .206; 1083.209-.212

FOUNDERS
. In v e s tm e n ts , N o n c a s h  A s s e ts

( M - 2 C ) ............................................................  1027.08
. In v e s tm e n ts , N o n c a s h  A s s e ts

(S -2 C ) ............................................................  1027.08

FRANCHISE TAXES
. D e fin e d  as In c o m e  T a x e s  .......................4091.12;

U4091.012
. P r io r  P e r io d  A d ju s tm e n ts  . . . .  U4091.137—.140 

FRANCHISES
. A c q u ire d  in B u s in e s s  C o m b in a t io n s  . . .

.............................................................................1091.88
. D is c lo s u re  o f A c c o u n t in g  P o lic ie s  . . . 2045.13
. Id e n t if ie d  In ta n g ib le  A s s e t s .................... 5141.01

FULL COST M ETHOD
. A c c o u n t in g  C h a n g e .....................................1051.27
. F e d e ra l P o w e r C o m m is s io n  O rd e r  N o .

4 4 0 ................................................................... 6021.069
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

............................................ 6021.065; 6021.069-.070
. R e s e a rc h  S tu d y  C o n d u c te d ................  6021.072
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FULLY D ILU TED  EAR N IN G S PER SHARE
. A n t i-D ilu t io n ,  O p t io n s  a n d  W a rra n ts  . . .

.............................................................. U2011.159-.161
. A s s u m e d  C o n v e r s io n .................U2011.111—.116
. B a se s  o f  C a lc u la t io n  . . . 2011.20—.21; U2011.019
. C a p t io n s  S u g g e s te d ...................U2011.097—.098
. C a tc h -U p  A d ju s tm e n t ..............U1051.010—.013
. C h a n g e s , S u b s e q u e n t to  Is s u a n c e  . . . 2011.28
. C o n t in g e n t  C o n v e r t ib le s  .....................U2011.332
. C o n t in g e n t  Is s u a n c e  o f  S h a re s  .......... 2011.24;

2011A.16—.19; U2011.308-.312 
. C o n v e rs io n  fo r  P r im a ry  O n ly  . . . .  U2011.147—

.150
. C o n v e rs io n  O p t io n  D e la y e d  ........ U2011.122—

.123
. C o n v e rs io n  R a te  .................2011A.13; U2011.037;

U2011.341-.343
. C o n v e rs io n s  D u r in g  P e r io d ....................2011.41;

U2011.151-.153
. D e fe r re d  S to c k  O p t io n s  ..........U2011.274—.283
. D e f in i t io n ........................ 2011D.14; U2011.066—.067
. D ilu t io n , O p t io n s  a n d  W a rra n ts  . . . U2011.174;

U2011.271-.273
. D ilu t io n  T e s t ......................................U2011.073—.080
. D is t in g u is h e d  f r o m  P r i m a r y .................. 2011.16;

U2011.019; U2011.095-.096 
. D ua l P re s e n ta t io n  . . . .  2011.15—.16; U2011.010;

U2011.067; U2011.090-.091
. E a rn in g s  C o n d it io n s  .............................U2011.328
. E ffe c t iv e  D a te  o f  S e c t io n .............  2011.45—.46;

U2011.050—.051
. Id e n t i f ic a t io n  o f  Issu e s  ................... 2011.20—.21
. If  C o n v e r te d  M e th o d  . . . .  2011A.06; U2011.103— 

.104; U2011.147-.150
. I l lu s t ra t iv e  S t a t e m e n t .................... 2011C.03—.04
. M a rk e t  P r ic e  G u a r a n te e s .................... U2011.320
. N o  A n t i-D ilu t io n  ......................  2011.40; U2011.016;

U2011.058-.060; U2011.147-.150
. O p t i o n s ...............................  2011.41—.42; U2011.028
. . E x p ire d  o r  C a n c e lle d  ........... U2011.195—.201
. . O u ts ta n d in g  P a r t  o f  P e r io d  . . . .  U2011.197—

.199
. O th e r  P o te n t ia l ly  D ilu t iv e

S e c u r i t i e s .................................................. U2011.054
. P e r io d s  P re s e n te d  . . . 2011.17—.18; U2011.073—

.074
. P h a n to m  S to c k  P la n s  ............. U2011.284— .286
. P u r p o s e ......................  2011.40; 2011B.08; U2011.096
. Q u a r te r ly  C o m p u ta t io n s ..........U2011.207—.212
. R e t ro a c t iv e  A d ju s tm e n ts .........................2011.41;

U2011.039-.041
. S e c u r it ie s  In c lu d e d ............ U2011.003; U2011.095
. S e c u r it ie s  Is s u e d  P r io r  to  6 / 1 / 6 9  . . . 2011.46;

U2011.050; U2011.115; U2011.129-.131;
U2011.344— .352

. S h a re s  Is s u e d  o n  E x e rc is e  ..................  2011.42;
U2011.095

. S u b s id ia r ie s 'S e c u r i t ie s  .............2011A.20—.24;
U2011.334—.340

. T re a s u ry  S to c k  M e th o d

. . A n t i-D ilu t iv e  E x e r c is e ........................ U2011.222

. . M a rk e t  P r i c e s ......................... U2011.175—.194;
U2011.207-.212; U2011.236-.239

. . S h a re s  Is s u e d  o n  E x e r c is e ..........U2011.213—
.216

. . T h re e -M o n th  T e s t ................. U2011.223—.227

. W a r r a n t s ...........................  2011.41—.42; U2011.028

. W h e n  R e q u i r e d ..............................................2011.41

. Y e a r- to -D a te  C o m p u ta t io n s ......... U2011.207—
.212

FUND
. D e f in it io n , P e n s io n  P la n s ......................  4063B.22
. R e s t r ic t io n s  o n  T ra n s fe rs  o f  F u n d s  . . .

.............................................................  2033.12; 2033.26
. S e g re g a te d  to  L iq u id a te  D e b t ............  2031.06;

2033.09

FU N D A M E N TA LS  OF F IN A N C IA L 
AC C O U N TIN G

. B a s ic  P o s tu la t e s ................................... 1010.01—.04

. B ro a d  P r in c ip le s ................................... 1010.01—.04

. E x p o s u re  P e r io d .............................................1010.04

. G e n e ra lly  A c c e p te d  A c c o u n t in g
P r in c ip le s  .......................................................1010.03

. R e a c tio n s  to  E x p o s u r e .............................. 1010.02

. S ta te m e n t b y  A P B  ............................ 1010.01—.04

FUNDED
. D e f in it io n , P e n s io n  P la n s ...................... 4063B.23

FU N D IN G  AGENCY
. D e f in i t io n ........................................................ 4063B.24

FU N D IN G  IN S TR U M E N TS
. A c c ru e d  B e n e f it  C o s t M e t h o d ........... 4063A.14
. A g g re g a te  M e t h o d .....................................4063A.30
. A tta in e d  A ge N o rm a l M e th o d  ............ 4063A.33
. D e p o s it A d m in is t ra t io n  C o n t r a c t  . . . 4063B.20
. E n try  A ge  N o rm a l M e t h o d ....................4063A.21
. T ru s t  F u n d  P lan  ........................................ 4063B.39

FU N D IN G  M ETHOD— S ee A c tu a r ia l C o s t 
M e th o d s

FU N D IN G  REQUIREM ENTS
. D is c lo s u re  R e q u ire m e n ts  ......................4063.46;

U4063.121-.123
. In f lu e n c e  o f F e d e ra l In c o m e  T a x e s  . . . .

............................................ 4063.22; U4063.047-.052
. In s u re d  P l a n s ____4063.40—.41; U4063.131—.145
. O v e r fu n d in g ..................................................U4063.117
. P e n s io n  P la n s  . . . .  4063.09; 4063.13; U4063.020—

.028
. P e n s io n  R e fo rm  A c t ( 1 9 7 4 )  . . . 4063-1.03—.05

FUNDS S TA TE M E N T— See S ta te m e n ts  o f 
C h a n g e s  in  F in a n c ia l P o s it io n

FUTURE EXCHANGE PRICE
. D e f in i t io n .......................................................... 1023.31
. F o rw a rd  R a te — See F o rw a rd  R a te  
. In te re s t  o n  R e c e iv a b le s /P a y a b le s  . . . .

4111.01—.16
. M e a s u re m e n t B a s e .................................... 1027.05

FUTURE LOSSES— See C o n tin g e n c ie s

G A IN  C O N TIN G EN C IES
. D e f in i t io n ...........................................................4311.01
. D is c lo s u r e ........................................................ 4311.17
. E ffe c t o f  S ta te m e n t .....................................4311.06
. R e s t ru c tu re d  D e b t .................................... 5363.018

G AIN S OR LOSSES
A c t u a r ia l ....................................... 4063A.08; 4063A.19
• A g g re g a te  M e th o d  ................................4063A.27
. D e f in it io n  .................................................  4063B.05
. G e n e ra l D e s c r ip t io n ....................  4063.25—.33
. I l lu s t ra t io n  ..................................U4063.099—.101
. In d iv id u a l L eve l P re m iu m  M e th o d  . . .

........................................................................4063A.24
. R e c o g n it io n .................  4063.04; U4063.083—.088
C a p ita l L e a s e s ...................  4053.014; 4055.01—.05;

4055.12
C a te g o ry  in  In c o m e  S ta t e m e n t .......... 2012.04;

2012.23
C o n tin g e n c ie s — See C o n tin g e n c ie s
C o n v e rs io n  o f F o re ig n  C u r r e n c y ............

1083.067—,070; 1083.112—.120 
C o v e re d  E x c h a n g e  G a in s  o r  L o sse s  . . .

............................................................... 1083.174—.180
C r ite r ia  fo r  D e f e r r a l ..................................  1083.184
D is c lo s u re  R e q u ire m e n ts .......... 1083.215—.226;

9008.10
D is c o n t in u e d  O p e ra t io n s  . . . 2081.010; 2081.079 
D is p o s a l o f  S e g m e n t . . . 2012.08—.09; 2012.15— 

.16; 2012.23; 2071.21; 2071-1.19; 2071-1.35;
U2012.003
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G A IN S  O R  LO S S E S — c o n t in u e d  

. E c o n o m ic  E ffe c t o f  R a te  C h a n g e s  . . . .
...........................  1083.079; 1083.096—.111; 1083.215

. E q u ity  M e th o d — S ee E q u ity  M e th o d  

. E x c h a n g e  o f N o n m o n e ta ry  A s s e ts  . . . .
1041.01—.02; 1041.18; 1041.27 

. E x t in g u is h m e n t o f  D e b t

. . A c c o u n t in g  M e th o d  .......................  5362.18—.21

. . A m o r t iz a t io n  E l im in a t e d .............. 5362.18—.21

. . D e b t T e n d e re d  to  E x e rc is e
W a r r a n t s .................................... U5362.001—.003

. . D e f in it io n  .......................................................  5362.03

. . M e th o d s  o f  E x t in g u is h m e n t . . . 5362.16— .17

. . N o n re fu n d in g  .............................................  5362.05

. . R e fu n d in g .............................................  5362.08— .10

. . R e p o r t in g  G a in s  a n d  L o s s e s ........... 2013.01—
.17; 4055.03; 4055.06-.07; 4055.12 

. E x t ra o rd in a ry  I te m s  . . . .  2012.11; 2013.08—.09;
4055.03; 5363.021

. F in a n c in g  L e a s e s .......... 4053.017—.018; 4053.102;
4055.01; 4055.06—.07; 4055.12

. F o re ig n  C u r re n c y  T a x  E f f e c t s .......... 1083.200—
.203

. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.060— 
.064; 1083.200—.203; 2012.23 

. F o re ig n  E x c h a n g e  . . . 1083.016—.021; 1083.032— 
.034; 1083.056; 1083.120; 1083.161—.203;

1083-2.10
. F o rw a rd  E x c h a n g e  C o n t r a c t s .......... 1083.023—

.028; 1083.032; 1083.204— .212; 1084.01—.20
. In te r im  P e r io d  C o s t s ............... 1083.017; 2071.15
. L ea se  S a le  o r  A s s ig n m e n t ...................  4053.020
. L ea se s  B e tw e e n  R e la te d  P a r t ie s ............

4053.029-031
. L e v e ra g e d  L e a se s  ......................................4053.046
. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.07;

5132.10—.13; 5132.15—.18; 5132.21—.23; 
5132-2.01—.05; 5132-3.01—.05; 5132-4.01—.08;

5132-5.03; 5132-5.09 
. M in e ra l P r o p e r ty  C o n v e y a n c e s  . . . 6021.044—

.047
. P la n t A b a n d o n m e n t ................................... 2012.23
. P la n t C lo s in g  .................  4063.31; U4063.109-.112
. P o r t io n  o f L in e  o f  B u s in e s s  . . . U2012.009—.010 
. P ro v e d  O il a n d  G as P ro p e r t ie s  . . . .  6021.040—

.041
. R e fu n d in g  o f  T a x -E x e m p t D e b t . . . .  4055.01—

.17
. R e s t ru c tu re d  D e b t . . . 5363.013—.015; 5363.021;

5363.028—.039
. S a le -L e a s e b a c k  T r a n s a c t io n s ............ 4053.033;

4053.107
. S a le s , O th e r  T h a n  P ro d u c ts  .................  1027.25
. S a le s -T y p e  L e a s e s ....................................  4053.102
. S itu a t io n a l A p p ro a c h  to

T r a n s la t io n ................................................  1083.147
. T re a s u ry  S t o c k ....................................  5542.01—.14
. U n re a liz e d — S ee U n re a liz e d  G a in s  o r  

L o sse s
. U n u s u a l I t e m s .................................9008.03; 9008.10

GENERAL A C CEPTABILITY
. V o t in g  P r o c e d u r e ............................................ 510.06

G ENERAL ACCEPTANCE
. B a s is  fo r  G e n e ra lly  A c c e p te d

A c c o u n t in g  P r in c ip le s ............  1026.01; 1026.04
. F u n d s  S t a t e m e n t ........................................  2021.01
. In te rn a t io n a l A c c o u n t in g

S ta n d a rd s  ........................... 9000.03—.04; 9000.09
. In v e s tm e n t C r e d i t ....................................... 4094.16

GENERAL A N D  A D M IN IS TR A TIV E  
EXPENSES

. A c tu a r ia l A s s u m p t io n s  ........................... 4063A.04

. D e v e lo p m e n t S ta g e  E n te r p r is e s .........  2062.35

. E x p e n s e  R e c o g n it io n .................................  1026.18

. In v e n to ry  P r ic in g  . . .  1051-1.03; 5121.05; 9002.12

. L e a s e  A c q u is it io n  C o s t s ........................... 4054.08

. P e n s io n  P la n s .............................................  4063A.06

GENERAL A N D  A D M IN IS TR A TIV E  
EXPENSES— c o n t in u e d  

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
- ............... 4211.11:4211.34— .35; 4211-3.04; 9009.18

GENERAL OBJECTIVES— S ee O b je c t iv e s , 
G e n e ra l

GENERAL PRICE-LEVEL CHANGES— See
P r ic e -L e v e l C h a n g e s

GENERAL-PURPOSE F IN A N C IA L
IN FO R M ATIO N

. B a s ic  F e a tu re  o f F in a n c ia l
A c c o u n t in g  .................................. 1022.17; 1025.12

. C h a r a c te r is t ic  o f F in a n c ia l
A c c o u n t in g ................................................... 1022.27

. U s e rs ’ C o m m o n  N e e d s  .......... 1023.07; 1024.16;
1025.12

GENERALLY ACCEPTED A C C O U N TIN G  
PRINCIPLES

. A c c e p ta b il ity ,  G e n e r a l ............... 1026.01; 1026.04

. A s s e ts  D e fin e d  ..............................................  1025.19

. B a la n c e  S h e e t ...............................  1022.03; 1027.18

. B a s ic  P o s tu la te s  a n d  B ro a d
P r in c ip le s  ....................................................... 1010.03

. B a s is  o f  R e p o r t in g ............... 1022.25; 1026.01—.02

. B ro a d  O p e ra t in g  P r in c ip le s — See 
B ro a d  O p e ra t in g  P r in c ip le s

. B u s in e s s  C o m b in a t io n s  ............  1083.040—.041;
1091.42—.49

. C h a n g e  in  P r in c ip le s .................  1022.24; 1024.04;
1025.18; 1029.03; 1051.01—.40

. C lo s e ly  H e ld  E n te rp r is e s  ........................  2083.0 1

. C o m m i tm e n t s ..................................  1083.116— .118

. C o m p a r is o n  w ith  F o re ig n
P r in c ip le s .........................................  1083.079— .082

. C o n d it io n  fo r  C o n s o lid a t io n  .................  1027.22

. C o n d it io n s  fo r  F a ir P re s e n ta t io n  . . . .  1027.15 

. C o n s e n s u s  In c o rp o ra te d  . . . .  1022.19; 1022.23;
1026.01; 1026.03

. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .
........................................................................  1083.087

. C o n v e n t io n a l N a tu re  . . . .  1022.23—.24; 1026.03

. C o s t B a s is  o f  A s s e ts ......................  1083.108— .110

. C u r re n t  V a lu e  o f A s s e ts  ........................... 1022.27

. D e fe r re d  C h a rg e s  a n d  C r e d i t s ............  1025.19;
1027.04; 1027.12

. D e f in it io n  ................................................  1026.02—.04

. D e p re c ia t io n  o n  C o s t ........................  4071.07—.08

. D e ta ile d  P r in c ip le s — S ee D e ta ile d  
P r in c ip le s

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.02— 
.03; 2062.06; 2062.10; 2062.30-.34; 2062.38—.39; 

2062.42; 2062.48-.49; 2062-1.01; 2062-1.04
. D is c lo s u re  o f A c c o u n t in g  P o l ic ie s ..........

2045.05—.08; 2045.12
. D is c lo s u re  o f  S e g m e n t In fo rm a t io n  . . .

. . . 2081.003; 2081.006-.008; 2081.072; 2083.01-
.16

. D iv is io n  in to  L e v e ls ...................... 1022.19; 1026.06

. D ua l E ffe c ts  o f  E v e n ts ...............................  1027.13

. E a rn in g s  p e r  S h a re  .......... 2011.05; 2083.01—.16;
U2011.070-.071

. E m e rg e n c y  F a c ilit ie s , D e p re c ia t io n  a n d
A m o r t iz a t io n .......................................4073.04— .05

. E q u ity  M e t h o d ............  1083.042; 5131.03; 5131.10

. E v a lu a tio n  o f  P r in c ip le s ...................  1029.04— .07

. E v o lu t io n a ry  N a tu re  .................  1022.24; 1025.18;
1029.02

. E x c h a n g e  G a in s  o r  L o sse s  . . . .  1083.098— .099;
1083.105; 1083.183; 1083.202

. E xp e n se s  D e f in e d ......................... 1025.21; 1026.18

. E x tra c t iv e  I n d u s t r ie s .................. 2062.06; 2062.28

. F a ir P re s e n ta t io n  . . . .  1024.37; 1026.02; 1027.15

. F in a n c ia l P o s it io n  D e f in e d ......................  1025.20

. F o re ig n  C u r re n c ie s  as U n its  o f
M e a s u re  .....................................................  1083.093

. F o re ig n  O p e ra t io n s  ................................... 2081.031

G E NAICPA Professional Standards
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G E N E R A L L Y  A C C E P T E D  A C C O U N T IN G  
P R IN C IP L E S — c o n t in u e d

. F o re ig n  S ta te m e n ts ............  1083.003; 1083.009—
.015; 1083.122; 1083.126; 1083-2.02; 1083-2.05

. F u tu re  In te r e s t  I n c o m e ........................... 4053.109

. G e n e ra l P u rp o s e  S t a t e m e n t s ...............2010.05

. G e n e ra l v. S p e c if ic  P r ic e s  ................... 1071D.05

. H is to r ic a l D e v e lo p m e n t ........................... 1022.25

. Im p r o v e m e n t  a n d  E v a lu a t io n ............... 1024.01;
1024.11

. In c o m e  S t a t e m e n t ...................... 1022.04; 1027.19

. In c o m e  T a x  A l lo c a t io n ............... 1025.19; 4091.05

. In te re s t  M e th o d  o f  A m o r t iz a t io n  . .  . 5361.01—
.02

. In te rn a t io n a l S ta n d a r d s ........................... 1029.12

. In te r im  F in a n c ia l I n f o r m a t io n ............... 2071.03;
2071.08; 2071.30

. In te r im  F in a n c ia l S ta te m e n ts  ............  2081.072

. In v e n to ry  C o s t s ........................................... 1051-1.03

. In v e n to ry  P r ic in g .....................................  1083-2.02; 1083-2.05

. In v e s tm e n t C r e d i t s ......................U4094.011—.020

. J u s t i f ic a t io n  fo r  C h a n g e ................. 1051.15—.16

. L e v e ls  o f  P r in c ip le s  . . . 1022.19; 1022.23; 1026.06

. L ia b ili t ie s  D e f in e d .........................................  1025.19

. L iq u id a t io n  P ro c e e d s  ................................ 1022.27

. M a n a g e r ia l R e s p o n s ib i l i t ie s ...................  1024.36

. M e a s u re m e n t B a s e s ............................... 1083.124; 1083.157

. M e th o d s  In c lu d e d  .........................................1051.07

. M u tu a l L ife  In s u ra n c e  C o m p a n ie s  . . . 5132.40

. M u tu a l S a v in g s  B a n k s  . . .................  5132.39—.40

. N e e d  F o r  R e e x a m in a t io n .......................... 1021.05

. N e w  P r in c ip le  ................... .. 1051.16; 1051.29

. N o n m o n e ta ry  T r a n s a c t io n s ..........1041.01—.29

. N u c le a r  F ue l L e a s e s ................................... 4053.064

. O b je c t iv e  o f C o m m i t t e e ...............................510.05

. O b je c t iv e s , P a r t ic u la r  S ta te m e n ts  . . . 1024.03

. O f fs e t t in g  A s s e ts  a n d  L ia b ili t ie s  .......... 2032.01

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
.................... .................... 6021.008—.009; 6021.049

. P e rs o n a l F in a n c ia l S ta te m e n ts  . . . 5132-1.01—
.02

. P e rv a s iv e  P r in c ip le s — See P e rv a s iv e
P r in c ip le s

. P o lic y  A c q u is it io n  C o s ts  .....................  1083-1.04

. P o o lin g  o f  I n t e r e s t s ..................................... 1091.51

. P ra c t ic a l O p e r a t io n ..........................  1029.04— .05

. P r ic e -L e v e l I n f o r m a t io n ................  1071.25— .26;
1071.48

. P ro p o s a ls  fo r  C h a n g e  ..................... 1029.08—.13

. R ea l E s ta te  C o m p a n ie s ..................   2062.06

. R e g u la te d  In d u s tr ie s  ............  2014.09; 2071-1.04;
4055.11; 4091-1.08; 5363.009; 6011.01—.05;

6021.009
. R e la tio n  to  B a s ic  C o n c e p t s ................... 1026.03
. R e la tio n  to  B a s ic  E le m e n ts ................... 1022.18;

1025.17—.18
. R e la tio n  to  B a s ic  F e a tu r e s .....................  1025.01
. R e la tio n  to  E n v iro n m e n t . . . .  1022.24; 1025.01;

1029.06
. R e la tio n  to  F in a n c ia l A c c o u n t in g  . . . .  1022.08;

1022.25; 1024.12
. R e la tio n  to  F in a n c ia l S ta te m e n ts  . . . .  1026.01
. R e la tio n  to  O b je c t iv e s  ............  1024.01; 1024.04;

1024.11; 1029.07
. R e la tio n  to  P o s tu la t e s ...............  1022.23; 1026.03
. R e v e n u e  D e f in e d ...........................  1025.21; 1026.12
. R u le  2 0 3 — A c c o u n t in g  P r in c ip le s .......... 520.01
. S m a ll B u s in e s s e s .........................................  2083.01
. S u b s ta n t ia l A u th o r it a t iv e  S u p p o r t  . . . 1026.01
. S u m m a ry  o f  S ta te m e n t .................  1022.19—.23
. T ra n s la t io n  O b je c t iv e  . . . .  1083.006; 1083.079— 

.082; 1083.122; 1083.134 
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . 1083.149;

1083-1.01—.06; 1083-2.02; 1083-2.05 
. U n re a liz e d  P r o f i t  ...........................................4010.01

GEOLOGICAL A N D  GEOPHYSICAL COSTS
. A s s ig n m e n t o f  O p e ra t in g  In te re s t

GEOLOGICAL A N D  GEOPHYSICAL 
COSTS— c o n t in u e d

. E x p lo ra t io n  C o s ts  . . . .  6021.013; 6021.017—.018

. R e im b u rs a b le  b y  O t h e r s ........................  6021.020

. T im in g  D if fe r e n c e s ......................................6021.060

GEOTHERM AL STEAM  ACT OF 19 70
. P ro d u c t io n  o f  G e o th e rm a l S te a m ..........

........................................................................ 6021.006

GIFTS
. M e a s u re m e n t (M -3 )  .................................. 1027.08
. N o n re c ip ro c a l T r a n s fe r s ......... 1023.23; 1041.06
. W h e n  R e c o rd e d  ( S - 3 ) ...............................  1027.08

GOING CONCERN
. B a s ic  F e a tu re  o f F in a n c ia l

A c c o u n t in g  .................................. 1022.17; 2031.02
. D e f in i t io n ..........................................................  1025.04
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.01—

.55; 2062-1.01—.06
. F u n d a m e n ta l A c c o u n t in g

A s s u m p t io n  ..................................  9001.07; 9001.16
. In c o m e  T a x e s ..................................................4091.13
. L o s s e s  o n  V a lu a t io n  o f A s s e ts ................ 2012.23
. R e c o g n it io n  o f  C o s ts /E x p e n s e s ..........2012.16

GOLD  
. In v e n to ry  P r ic in g  ............................... 5121.15—.16
. N o n m o n e ta ry  I te m  ...................................... 1071.21

GOLD STANDARD
. F o re ig n  O p e r a t io n s ......................................1081.02

GOODW ILL
. A c c o u n t in g  R e s e a rc h  S tu d y  N o . 1 0  . . .

................................................... 1091.03—.04; 5141.17
. A c c o u n t in g  T r e a t m e n t s ...........................5141.17
. A c q u ire d  B e fo re  1 1 / 1 / 7 0  . . . .  U5141.003—.006 
. A c q u ire d  in B u s in e s s  C o m b in a t io n s  . . .

...........................................................................5141.09
. A m o r t iz a t io n ...................... 1091.90; 1091-1.08—.09;

5141.17—23; U4091.050
. B u s in e s s  A c q u ire d  fo r  S to c k  (M -2 )  . . . .

...........................................................................  1027.08
. C o s t E x c lu d in g  Id e n t if ia b le  A s s e ts  . . . 5141.26
. C o s ts  to  D e v e lo p  ........................ 5141.15; 5141.24
. D e d u c t C o s t f r o m  E q u ity  . . . .  5141.17; 5141.20
. D is p o s a l ............................................................ 5141.32
. E ffe c t o n  E a r n in g s .......................................5141.18
. E q u ity  M e th o d  ................................................5131.19
. E s t im a t io n  o f  V a lu e .................................... 5141.20
. E xce ss  C o s t o v e r  P ro p o r t io n a te

E q u ity  ............................................................ 1091.99
. F a ilu re  to  R e c o g n iz e ..................................1091.35
. In c o m e  D e t e r m in a t io n ............................. 5141.20
. In d u s tr y  S e g m e n ts  ................................... 2081.010
. M a tc h in g  P r in c ip le ........................................ 5141.21
. M e a s u re m e n t o f  C o s t .................................5141.26
. M e a s u re m e n t P r in c ip le  [M -1 A (3 ) ]  . . . 1027.07
. N a tu re  o f A s s e t ................................................5141.20
. N e t In c o m e  R e d u c e d  ................................. 5141.18
. N o n a m o r t iz a t io n  A r g u m e n ts ...................5141.18
. N o n m o n e ta ry  I te m  ....................................1071B.02
. O p e ra t in g  L oss  C a r r y f o r w a r d s ............  1091.88;

U4091.104-.105
. P re v io u s ly  R e c o rd e d  b y  A c q u ire d

C o m p a n y  .......................................................1091.88
R e c o rd e d  in B u s in e s s

C o m b in a t io n s ............  1091.08; 1091.11; 1091.87;
4053-2.17

. R e g is tra t io n  C o s t s ......................U1091.138— .140

. R e ta in  C o s t I n d e f in i t e ly ............5141.17; 5141.19

. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . 1091-1.05—
.06; 1091-1.08—.09

. S im ila r it y  to  O th e r  A s s e ts  ....................... 5141.21

. S te p -b y -S te p  A c q u is it io n  . . . .  U5141.003—.006 

. T e rm  o f  E x is te n c e  . . . . 5141.16; 5141.18; 5141.23

. T ra n s la t io n  o f  F o re ig n  B a la n c e s ............
1083.040—.041

. U n id e n t if ia b le  In ta n g ib le  A s s e t ............ 5141.01

G E N

...................................... 6021.047

Copyright©1978, American Institute of Certified Public Accountants, Inc.
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GOODW ILL— continued
. Unit of Measure ..........................  1083.091
. Useful L ife ................ 1091.26; 5141.17; 5141.23
. Value in A cq u is it io n ......  1091.22; 1091.24— .26;

1091.75
. Value in F u tu re .............................. 5141.23
. Value Not Consum ed ......  5141.18
. Value R e ta in e d .............................. 5141.19
. Write-Offs ......... 5141.13; 5141.17; 5141.20— .21

G O V E R N M EN T CONTRACTS— See Cost- 
Plus-Fixed-Fee Contracts,
Renegotiation and Terminated War and 
Defense Contracts

G O V E R N M EN T OFFICIALS
. Price-Level Statem ents ..................... 1071.06

G O VER NM EN T-O W N ED  CORPORATIONS
. Earnings per S h a re ...........  2011.06; U2011.069
. Leased Facilities .............. 4053.028; 4053.106
. Member, Joint Venture ................... 5131.03
. Refunding of Tax-Exempt Debt ...... 4055.09;

4055.12

G O V E R N M EN T REGULATIONS
. Accounting Requirements .......6011.03— .04
. Foreign O p e ra t io n s ........................1081.02
. Generally Accepted Accounting

Princip le s..............................6011.01— .02
. International Accounting

S t a n d a rd s ............................. 9000.08— .11
. Restricted S t o c k ..............  5132.07; 5132-5.02;

5132-5.06— .08
G O V E R N M EN T SECURITIES

. Offset Against Taxes Payable . .. 2032.01— .03 

. Proceeds, Options and Warrants . . . 2011.38;
U2011.033; U2011.268-.270

GROSS N A TIO N A L PRODUCT IM P L IC IT  
PRICE DEFLATOR

. Annual Averages, 1929 -1968  ........1071A.01

. Basis of Issue ............................... 1071.31

. Illustrated U s e .......................1071C.05— .06

. Price-Level Changes ............... 1071.09— .12

. Quarterly Averages, 1947 -1968  ....  1071A.02

. Source of F ig u re s ......................... 1071A.02

. U.S. Dollar Price-Level Statem ents . . .
..................................................1071.30

GROSS PROFIT M ETH O D
. Interim Financial S ta te m e n ts ........  2071.14

GUARANTEES AN D  W ARRANTIES
. A ssum ed in Business Com binations . . .

..................................................1091.88
. Classification, Tax Effects ..............4091.56
. Decreased Obligations Recorded,

[(M-4A) (S-4A) (M -5F) ( S - 5 F ) ] ......  1027.09
. Estimation of Future C osts .............1051.10
. Indebtedness of Others ................. 4311.69
. Interim Financial S ta te m e n ts ........  2071.13
. Lessee Guarantees ......................4053.077
. Lessor G uarantees...........4053.008; 4053-2.03
. Lo ss  C on tin genc ie s............ 4311.04; 4311.12;

4311.24— .26; 4311.58; 4311.69
. Losse s of In v e s te e s ....................... 9003.30
. Market Prices, Com m on S t o c k .........

U2011.314— .321
. Matching Princ ip le .........................4311.80
. Measurem ent of O b ligation............ 4111.04
. Residual Value of L e a se s ..............4053.005;

4053.012— .014; 4053.017— .018; 4053.095;
4053-1.01-.06

. Tim ing D ifferences............4091.14; 4091A.03;
U4091.045-.046; U4091.133 

. Translation of Foreign Balances ....  1083.040
G U ID ELIN E LIVES

. Tim ing D iffe rences....................... 4091A.05
GU ID ELIN ES AN D  RULES

. Capitalization v. E x p e n se ..............  2062.31

G U ID E L IN E S  A N D  RU LES— continued
. Depreciation .......................... 4093.01— .07
. Development Stage Enterprises . . . 2062.08— 

.09; 2062.29; 2062.54 
. Disclosure of Accounting Policies ...9001.14 
. Research and Development C osts ....

4211.08— .11; 4211-1.02

H EDG IN G — See Forward Exchange 
Contracts

H IGH  C O ST S
. Depreciation ..........................4071.01— .17

H ISTO R IC A L  B A C KG R O U N D
. Determination of Net Income . . . 2010.08— .15 
. Development Stage Enterprises .... 2062.03;

2062.17— .21
. Earnings per S h a re ...................2011.07— .11
. Foreign Currency Translation .. ..  1083.053—

.064
. Income Taxes ................... U4091.006— .011

H IST O R IC A L  C O ST
. Allocations in Production ( M - 6 ) ......  1027.10
. Asset D ispositions (M -1B) ..............  1027.07
. A ssets Acquired (M -1A) .................  1027.07
. Basis of A ccounting............  1041.09; 1041.14;

6021.004; 9002.01; 9006.05-.06; 9008.02
. Deferred C o s t s ..............................5141.21
. Depreciable A m o u n t ......................9004.02
. General v. Specific P r ic e s ........1071D.02— .05
. Intangible A ssets ...........................5141.15
. In ven to rie s...... 9002.04; 9002.06-.15; 9002.21-

.27; 9009.06
. Marketable Equity S e cu r it ie s........  5132.07;

5132.29; 5132-3.01— .03
. Measurem ent of R e so u rc e s ..........  1023.31;

1026.27— .28
. Policy Acquisition C o s t s ........  1083-1.01— .06
. Pooling of In te re s t s ................. 1091.31— .32
. Proposals for Change . . . 1029.09— .10; 9006.12
. Proved Oil and Gas Reserves ........6021.096
. Purchase M e th o d ........  1091.66— .69; 4211-1.04
. Translation of Foreign Currency ...1083.012;

1083.046— .049; 1083.098; 1083.101; 1083.130;
1083-2.03; 1083-2.06-.09 

. Unit of Measure ....  1083.083— .084; 1083.133— 
.139; 1083-2.03; 1083-2.06-.09

H IST O R IC A L  D EV ELO PM EN T
. Generally Accepted Accounting

Principles ..................................  1022.25

H ISTO R IC AL-D O LLAR  F IN A N C IA L  
ST A T E M E N T S

. Basic S ta tem ents....................

. Comparison, Price-Level
S ta te m e n ts___  1071.04; 1071.18; 1071.25— .26;

1071.47

HISTORICAL RATES
. Averages or A p p ro x im atio n s.........  1083.029
. C overed Exchange Gains or Losses . . .

........................................  1083.174— .180
. C urren t-N oncurren t M ethod .....  1083.129—

.132; 1083.060— .062
. D e fin it ion ...................................  1083.030
. Econom ic Effects of Rate C hanges . . .

........................................  1083.097— .104

AICPA Professional Standards HIS

. C ost Principle ............................  1071.05; 1071.28

. Description ...................................... 1071.03—.04

. Foreign C urrency S ta te m e n ts ..............1071.26

. Gains and L o s s e s .....................................1071.20

. General v. Specific P r ic e s ..........1071D.02—.05

. M easuring U n i t ..........................  1071.04; 9006.08

. M onetary I t e m s ....................................... 1071.33

. N onm onetary  Item s ...............................1071.36

. P resen ta tion  ...................................  1071.25—.26

. Relation to  Price-Level S ta te m en ts  . . .
.............. 1071.48; 1071C.03—.04; 9006.09; 9006.13

1071.25
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H ISTO R IC AL RATES— c o n t in u e d  
. F o re ig n  C u r re n c y  F in a n c ia l

S ta te m e n ts  . . . 1083.012—.013; 1083.038—.052; 
1083.201—.202; 1083.236-.239; 1083-1.0 1-.06 ;

1083-2.05:2071-1.85
. M e th o d s  o f  T r a n s la t io n ............... 1083.121—.139
. M on etary— N o n m o n e ta ry  M e th o d  . . . .

................................ 1083.062—.064; 1083.126—.128
. T e m p o ra l M e t h o d ........................... 1083.123—.125
. T ra n s la t io n  o f In v e n to r ie s  . . . .  1083.154— .158;

1083-2.05
H ISTO R IC AL REPORT

. C h a r a c te r is t ic  o f  F in a n c ia l
A c c o u n t in g .................  1022.17; 1022.27; 1022.29;

4311.67; 4311.93
H ISTO R IC AL S U M M A R IE S

. A p p ro p r ia t io n s  o f R e ta in e d
E a r n in g s _____ . . 4311.20; 4312.01; 4 312 .10 -.11

. C h a n g e  in  A c c o u n t in g  P r i n c i p le ..........1051.39

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.14—
.15; 2062-1.03

. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . 1083.035—
.037; 4312.04

. I l lu s t ra t io n

. . C h a n g e  in  C o m p le te d  C o n t r a c t
M e t h o d ............................................1051B.01—.04

. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .
.............................................................1051A.01—.04

. In te rn a t io n a l A c c o u n t in g
S ta n d a r d s ..................................................... 9000.05

. L ea se  D is c lo s u re  .......................................4053.050
. M a rk e ta b le  E q u ity  S e c u r it ie s  .............. 5132.23
. O il a n d  G as P ro d u c e rs  .............................  4097.18
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.15

IASC— S ee In te rn a t io n a l A c c o u n t in g  
S ta n d a rd s  C o m m it te e

IDC F IN A N C IA L  A C C O U N T IN G /T A X  
DIFFERENCES

. A m o r t i z a t io n ...................................................  4097.27

. D e f in i t i o n ..........................................................  4097.11

. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .
............................................  4097.15;4097.24;4097.28

. I l lu s t ra t io n s  ............................................ 4097.32—.40

. In te rp e r io d  T a x  A llo c a t io n  .................  4091-1.02;
4097.11 -.4 0 ; 6021.060-.063

. N e t C h a n g e  M e th o d  ................. 4097.12; 4097.22;
4097.24; 4097.32-.40

ID E N TIF I A B IL IT Y
. C h a n g e s  in  F in a n c ia l P o s i t io n ............... 9007.03
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.08— 

.09; 2062.12; 2062.29
. D is c lo s u re  o f S ig n if ic a n t I t e m s ............  9005.08
. In ta n g ib le  A s s e ts  ...........................................5141.01
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

........................ 4211.11; 4211-1.04; 9009.05; 9009.17

ID E N TIF IED  COST
. In v e n to ry  P r i c in g ...........................................5121.06

IDLE FACILITIES
. In v e n to ry  P r ic in g  ......................... 5121.05; 9002.10

IF CONVERTED M ETHOD
. A n t i-D ilu t iv e  S e c u r i t ie s .........................U2011.016;

U2011.058-.060; U2011.143-.146 
. A s s u m e d  C o n v e rs io n  o r

R e t i r e m e n t .......... 2011.37; 2011A.07; U2011.112;
U2011.116

. C a s h  P a y m e n t a t  C o n v e r s io n ..........U2011.024;
U2011.031; U2011.249-.252 

. C o m p a r is o n , T w o -C la s s  M e th o d  ...2011A .08;
2011B.21—.22; U2011.304— .307

. C o m p u ta t io n a l G u id e l in e s ..................... 2011A.06;
U2011.023; U2011.103-.104 

. C o n v e rs io n s  D u r in g  P e r io d  . . . U2011.151—.153

. D e f in i t i o n ..................................................... 2011D.15

. D is c o u n t o r  P re m iu m  A m o r t iz e d  ..........
........................................................................ U2011.142

HIS

IF CONVERTED M ETHOD — c o n t in u e d  
. E a rn in g s , C o n v e r t ib le  S e c u r i t ie s ............

...................................................................... U2011.022
. T w o -C la s s  M e t h o d ................................... U2011.297
. W a rra n ts  to  P u rc h a s e  C o n v e r t ib le s  . . .

.............................................................. U2011.290-.294

IFA— S ee In te rn a t io n a l F e d e ra t io n  o f 
A c c o u n ta n ts

ILLU STR ATIO N S
. A p p lic a t io n  o f S e c tio n  2 0 1 2 ..........U2012.001—

.013
. C h a n g e  in  D e p re c ia t io n  M e th o d  . . . 2072.17—

.21
. C h a n g e  to  L IFO  M e t h o d .................  2072.22—.25
. C o m p e n s a t io n , E m p lo y e e  S to c k

P la n s ..................................................... 4062A.01—.14
. D e fe r re d  T a x e s  . . .  U4091.039—.041; U4091.069—

.070; U4091.094
. D is c lo s u re  o f A c c o u n t in g  P o lic ie s  ...2 04 5 .1 3 ;

9001.13
. E x tra o rd in a ry  I te m s  ................................... 2012.11
. F o rw a rd  E x c h a n g e  C o n t r a c t s ............  1083.208;

1084.16—.20
. G e n e ra l v. S p e c if ic  P r ic e s ............ 1071D.02—.05
. ID C  F in a n c ia l A c c o u n t in g /T a x

D if fe r e n c e s .........................................  4097.32—.40
. In c o m e  T a x  E x p e n s e .............................U4091.123
. In te r im  P e r io d  In c o m e  T a x e s  .. ..2 0 7 1 -1 .4 1 —

.70
. In v e s tm e n t C r e d i t ........................U4091.113—.114
. L ea se  A c c o u n t in g ................... 4053.121; 4053-2.19
. L ea se  D is c lo s u re  .......................................  4053.122
. L e v e ra g e d  L ea se s  .................  4053.123; 4053-2.19
. L o ss  C a r r y b a c k s ...........................U4091.073—.075
. L o ss  C a r r y f o r w a r d s ................... U4091.081—.082;

U4091.094
. L oss  C o n t in g e n c ie s ..........4311.04; 4311.21—.45;

4311.74; 4311-1.04— .07 
. M in e ra l P r o p e r ty  C o n v e y a n c e s  .. ..6 0 2 1 .0 4 7  
. R e f in a n c in g  S h o r t -T e rm

O b l ig a t io n s ......................  2033.32—.50; 2033-1.02;
2033-1.04

. R e fu n d in g  o f  T a x -E x e m p t D e b t ............ 4055.17

. R e s t r ic te d  S to c k  .............................  5132-5.06—.08

. S e g m e n t P e rc e n ta g e  T e s ts  . . . 2081.102—.104

. T im in g  D if fe r e n c e s ......................U4091.039—.041;
U4091.064; U4091.069-.070; U4091.094 

. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .
............  1083.038—.052; 1083.083; 1083.100—.105;

1083.127; 1083-2.07—.09 
. U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r y ..................................................U4095.005

ILLU STR ATIVE STATEM EN TS
. E a rn in g s  p e r  S h a re
. . C o m p le x  C a p ita l S tru c tu re  . . . 2011C.03—.04
. . S im p le  C a p ita l S tru c tu re  ...................2011C.02
. In c o m e  T a x e s  in  In c o m e

S t a t e m e n t ................................................  2071-1.71
. M a rk e ta b le  S e c u r i t ie s ................................. 5132.42
. P r ic e -L e v e l R e s ta te m e n ts  ..........1071C.01—.44
. . A c c u m u la te d  D e p re c ia t io n , F irs t

Y e a r ............................................................1071C.28
. . A c c u m u la te d  D e p re c ia t io n , S e c o n d

Y e a r ............................................................1071C.40
. . B a la n c e  S h e e t, C o m p a r a t iv e ..........1071C.33
. . B a la n c e  S h e e t, F irs t Y e a r ...................1071C.20
. . C a p ita l S t o c k ............................................. 1071C.25
. . C o n v e rs io n  F a c to rs  ..........1071C.22; 1071C.35
. . D e fe r re d  In c o m e , F irs t Y e a r ............1071C.29
. . D e fe r re d  In c o m e , S e c o n d  Y e a r . . . 1071C.41
. . E xp e n se s , F irs t  Y e a r ............................ 1071C.31
. . E x p e n se s , S e c o n d  Y e a r ........................1071C.43
. . G N P  D e f la t o r s ......................1071C.22; 1071C.35
. . G a in  o r  Loss , F irs t Y e a r ..................... 1071C.32
. . G a in  o r  Loss , S e c o n d  Y e a r ................ 1071C.44
. . In c o m e  S ta te m e n t,  C o m p a ra t iv e  . . .

........................................................................1071C.34

Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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ILLUSTRATIVE STATEMENTS— continued 
. Price-Level Restatements— continued 
. . Income Statement, F ir s t  Year . . . .  1071C.21 
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. Sales-Type L e a s e s ....................... 4053.101
. T im ing D iffe rences............ 4091.14; 4091A.02;

U4091.038— .044; U4091.058; U4091.068-.070

INSURANCE
. Accrual of Net L o s s e s .................... 4311.96
. Catastrophe  Losses . . . .4311.40— .43; 4311.89—

.101
. Com m ittee  on Accounting and

A u d it in g ...............................  4311.50— .51
. Decision Not to P u r c h a s e .............  4311.29;

4311.85— .88
. Executory C o sts— See Executory  

C osts
. Expense R e cogn it io n .....................  1026.23
. Interim Period C o s t s .....................  2071.15
. Inventory C o s t s ........................... 1051-1.03
. Officers' Key-M an L i fe .........U4064.001— .004
. Pooling of Risks ........................... .4311.45
. Prem ium s Paid as D e p o s it ....... 4311.44— .45
. Proceeds of Life Insurance . . . . . . .  U4091.050
. Proved P ro p e r t ie s .......................  6021.024
.. Risk of L o s s e s ........................  4311.27— .30
. Transfer of R i s k ...... 4311.61— .66; 4311.85— .87

IN SU RA N C E COM PANIES
. Catastrophe  Losses A s s u m e d ........4311.04;

4311.40— .43; 4311.48— .52; 4311.56
. Catastrophe  R e s e r v e s ......  4311.62;4311.89—

.101
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IN S U R A N C E  C O M PAN IES— c o n t in u e d
. C o n s o l id a t io n  P o lic y  ...............2051.04; 2081.055
. D e p o s it  A d m in is t r a t io n  C o n tra c ts  . . . .

.........................................................................  4063B. 20
. D is c lo s u re  R e q u i r e m e n ts ...............4095.29—.30
. E xp e n s e s  o f P e n s io n  P la n s .................... 4063A.06
. F ire  ancf C a s u a l t y ...............4311.41; 4311.95— .96;

5132.14
. F o re ig n  S to c k  L i f e ........................... 1083-1.01—.06
. F o rm a t o f  S ta te m e n ts  ...............................9005.04
. F u n d in g  A g e n c y , P e n s io n  P la n s  . . . .  4063.40— 

.41; 4063B.24; U4063.131-.145
. F u n d s  S ta te m e n ts  ......................U2021.007—.009
. In c o m e  S ta te m e n ts ......................................2010.05
. M u tu a l L i f e .............................  5132.05; 5132.39—.40
. P o lic y h o ld e rs ’ S u rp lu s , T a x  E ffe c ts  . . .

............ 4091-1.02—.03; 4095.01-.02; 4095.26-.30;
U4091.020

. S e g m e n t R e p o r t i n g ........................ 2081.010

. S to c k  L ife  ____ 2033.07; 2071-1.08; 4091-1.02-.03 ;
4311.102; 5132.14; 5132.40 

. U n c la s s if ie d  B a la n c e  S h e e t s .................  2033.07

IN SU RED  PEN SIO N  PLAN S
. E m p lo y e e s  O m i t t e d ................... U4063.131—.145
. F a c to r  D e te rm in in g  E x p e n s e .................. 4063.41
. G ro u p  D e fe r re d  A n n u ity  C o n t r a c ts  . . . .

............ 4063.40; U4063.131-.145; U4063.200-.201
. In d iv id u a l P o lic y  P la n s  . . . 4063.40; U4063.131— 

.145; U4063.194-.195
. T e rm in a t io n  C re d its  ................. U4063.131—.145;

U4063.196-.197
. T y p e s  o f  C o n t r a c t s ..................... U4063.131—.145

IN TA N G IB LE  ASSETS
. A c c o u n t in g  P r o b le m s ................................5141.02
. A c c o u n t in g  R e s e a rc h  S tu d y  N o . 10 . . .

.............................................................................5141.17
. A c q u ire d  B e fo re  11 /1 /70  . . . .  U5141.003—.006
. A c q u ire d  f r o m  O t h e r s .............. 5141.01; 5141.09;

5141.24
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

...........................5141.05; 5141.09; 5141.24; 5141.33
. A c q u is it io n  o f  M in o r i ty  In te r e s t  ........... 5141.05
. A llo c a t io n  o f  In c o m e  T a x e s .....................5141.30
. A lte rn a t iv e  M e th o d s ................... 5141.14; 5141.22
. A m o r t iz a t io n — S ee A m o r t iz a t io n
. C h a r a c te r is t ic s ................................................5141.02
. C h a rg e s  o f  In c o m e  ......................................5141.16
. C la s s i f ic a t io n .................................. 5141.10; 5141.22
. “ C o m p a n y ”  D e f in e d ....................................5141.05
. C o n c lu s io n s  o f  O p in io n ...............................5141.09
. C o n s id e ra t io n  fo r  S to c k  Is s u e d  ........... 5141.25
. C o s ts  to  A c q u i r e .................................. 5141.25—.26
. C o s ts  to  D e v e lo p  . . . .  5141.09; 5141.15; 5141.24;

U5141.001-.002
. C r it ic is m , A r b it r a r y  A m o r t iz a t io n  . . . .  5141.14
. D e fe r re d  C o s t s ............... 5141.06; U5141.001—.002
. D e v e lo p e d  I n t e r n a l l y ................. 5141.01; 5141.06;

5141.09; 5141.15; U5141.001-.002
. D is c lo s u re  in  B a la n c e  S h e e t .................. 9005.12
. D is c lo s u re  in  F u n d s  S ta te m e n ts ..........2021.14
. D is c lo s u re  R e q u ire m e n ts  . . . 2045.13; 5141.30—

.31
. D is p o s a l o f  S e g m e n t ....................................2012.16
. E ffe c t iv e  D a te  o f  S e c tio n  ...............5141.33—.35
. E x p e c te d  F u tu re  B e n e f it  ...............5141.10—.11;

5141.21;5141.31
. E x p e n s e  R e c o g n it io n ..................................  1026.23
. E x t ra o rd in a ry  I te m s  ....................................5141.31
. F a c to rs  to  C o n s id e r ...................................... 5141.27
. F r a n c h is e s ......................................................... 5141.01
. G o o d w ill— S ee G o o d w ill
. G ro u p  o f  A s s e ts  ............................................. 5141.26
. Id e n t if ia b le  . . .  5141.01; 5141.05; 5141.06; 5141.26;

U5141.001-.002
. In c o m e  T a x  A llo c a t io n  .......... 4091-1.07; 5141.30
. In d e te rm in a te  L i v e s ..........5141.15; 5141.22—.23
. L ia b ili t ie s  I n c u r r e d ........................................ 5141.25
. L ic e n s e s — see  L ic e n s e s

INS

IN TA N G IB LE  ASSETS— c o n t in u e d
. L im it ,  P e r io d  o f A m o r t i z a t io n ...............5141.09;

5141.23
. M a tc h in g  P r in c ip le .......................................5141.21
. M e a s u re m e n t o f  C o s t ......................5141.25—.26
. M e th o d  o f A m o r t i z a t io n ...........................5141.30
. M in e ra l In te re s t  ......................................... 6021.047
. M o d if ic a t io n  o f  V ie w s  ............................... 5141.08
. N o n a m o r t iz a t io n  ......................................... 5141.18
. O p in io n  S e c tio n  ..................................5141.24— .32
. P a te n ts ...............................................................5141.01
. P e r io d  o f A m o r t i z a t io n .............................5141.09
. P re o p e ra t in g  C o s t s .................................... 5141.06
. P re s e n t A c c o u n t in g ...........................5141.11—.14
. P r in c ip le s  A p p lic a b le  . . . .  5141.15; 5141.21—.22
. P ro s p e c t iv e  A p p l i c a t io n ...........................5141.35
. P u rc h a s e  M e th o d  .......................................1091.68
. R e c o rd e d  as A s s e ts ................... 5141.09; 5141.11;

5141.24; U5141.001-.002
. R e c o rd e d  as E x p e n s e s ............5141.09; 5141.11;

5141.15; 5141.24
. R e g u la te d  In d u s t r ie s .................................. 5141.07
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

..........4211.04; 4211.11; 4211-1.01—.05; 4211-3.02;
4211-3.08; 4211.34; 5141.04; 9009.06

. R e s e a rc h  R e c o m m e n d a t io n s .............. 5141.04

. R e t ro a c t iv e  A p p lic a t io n  ...........................5141.34

. R e v is io n  o f  U s e fu l L i f e ................................. 5141.31

. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . 1091-1.01—
.10

. S c o p e  o f  O p in io n  ............................... 5141.04— .08

. S e g m e n ts  o f  a B u s in e s s ........................  2081.010

. S e p a r a b i l i t y ..................................................... 5141.10

. S o u rc e  ................................................................ 5141.01

. T e rm  o f  E x is te n c e ......................5141.12; 5141.16;
5141.22—.23

. T im in g  D if fe r e n c e s ........................................ 5141.30

. T r a d e m a r k s .......................................................5141.01

. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . .  1083.040

. U n a m o r t iz e d  C o s t R e d u c e d ..........5141.31—.32

. U n id e n t if ia b le  ...............5141.01; 5141.05; 5141.09;
5141.26

. U n in c o rp o ra te d  B u s in e s s e s  .................5141.05

. U s e fu l L ife

. . C o m p e t i t io n ...................................................5141.27

. . E c o n o m ic  F a c to rs  .................................... 5141.27

. . In d e f in ite  ....................................................... 5141.27

. . In d e te r m in a b le ........................................... 5141.02

. . Leg a l R e q u ire m e n ts ..................................5141.27

. . L im i t s ......................................................5141.28—.29

. . R e n e w a l o r  E x te n s io n  .............................5141.27

. . R e v is io n  ..........................................................5141.31

. . S e rv ic e  L ife  .................................................. 5141.27

. V a lu e ..................................................................... 5141.02

. W r ite -O ffs  ........................2012.16; 2012.23; 5141.13

IN TA N G IB LE  D R ILLIN G  A N D  
DEVELO PM ENT COSTS

. C a p i ta l iz a t io n ............................... 4097.01; 6021.060

. D e f in i t i o n ..........................................................  4097.12

. E x tra c t iv e  In d u s tr ie s  . . . .  4097.01—.40; 4211.03;
6021.060—.061

. In te ra c t io n  w ith  P e rc e n ta g e
D e p le t io n ..........4097.05; 4097.13—.14; 4097.20—

.21:4097.30; 6021.062-.063
. In te rp e r io d  T a x  A llo c a t io n  .................. 4091-1.02;

4091-1.06; 4097.01—.40; 6021.060—.061

IN TE R C O M P A N Y  IN V ES TM E N TS
. A c q u is it io n  D a t e s .........................................  2051.09
. A c q u is it io n  o f  S u b s id ia ry  . . . .  U1091.025—.031;

U1091.099-.102
. A llo c a t io n  o f  C o s t ........................................9003.13
. C o n v e r t ib le  S e c u r i t ie s ............................ U2011.155
. C o s t M e th o d  fo r  S u b s id ia r ie s  .. .2 0 5 1 .1 8 —.20 
. E lim in a t io n  in  C o n s o lid a t io n  . . . .  2051.08—.12
. E q u ity  M e th o d .......................................5131.01—.21
. . In c o m e  T a x e s  ............... 4091-1.05; 4096.01—.12
. J o in t  V e n tu re s , C o r p o r a t e ............  4095.15—.18
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IN TE R C O M P A N Y  IN V ES TM E N TS —

c o n t in u e d
. L ea se s  B e tw e e n  R e la te d  P a r t ie s ............

4053.029—.031
. L o s s e s  o f S u b s id ia r ie s ...............................  2051.18
. M a rk e ta b le  E q u ity  S e c u r i t ie s ..........5132-4.01—

.08
. M a rk e ta b le  S e c u r i t ie s ......................5132.01—.42
. P o o lin g  o f  I n t e r e s t s ...................  1091.46; 1091.99;

U1091.009-.010; U1091.054-.060; U1091.086— 
.089; 1092.01—.08

. R e s e a rc h  S tu d y  in P r o c e s s .....................4111.03;
5131.01; 5131.14

. T w e n ty  to  F if ty  P e rc e n t O w n e d  ..........5131.17

. U n d is t r ib u te d  E a rn in g s  o f
S u b s id ia r ie s  ....................................... 4095.07—.14

IN TE R C O M P A N Y  PROFITS
. E l im in a t io n  in  C o n s o l id a t io n s ............... 1081.09;

2051.13
. E lim in a t io n s  u n d e r  E q u ity  M e th o d  . . . .

...........................5131.06; 5131.19; U5131.001-.007
. In c o m e  T a x e s  ................................ 2051.16; 9003.12
. U n in c o rp o ra te d  B u s in e s s e s ..........U5131.008—

.012

IN TE R C O M P A N Y  TR AN SAC TIO N S
. A c q u is it io n  o f S u b s id ia ry  ........................ 9003.13
. C o m b in e d  F in a n c ia l S ta te m e n ts  . . . .  2051.22 
. D e p e n d e n t v . In d e p e n d e n t

O p e ra t io n s  ................................................. 1083.143
. E lim in a t io n  in  C o n s o l id a t io n s ............... 2051.07;

2081.006-.008; 5131.04; 9003.11 - .  12 
. E lim in a t io n s  u n d e r  E q u ity  M e th o d  . . . .

............ 5131.06; 5131.19; 9003.26; U5131.001-.007
. R e g u la te d  I n d u s t r i e s .................  2051.07; 9003.12
. S ig n if ic a n t  I n f l u e n c e .................................. 9003.04
. T im in g  D i f fe r e n c e s ......................................4091A.04
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

........................................................ 1083.030; 1083.233
. U n c o n s o lid a te d  S u b s id ia r ie s  . . . .  2051.18— .20

IN TER EST
. A d v a n c e  P a y m e n t s ................. 2081.010; 4111.03;

U4111.001-.002
. A m o r t iz a t io n  o f  D is c o u n t /P r e m iu m  . . .

...................................................4111.14; 5362.06-.07
. A p p lic a b i l it y  o f  O p in io n ................... 4111.02—.04
. A s s u m e d  P u rc h a s e  o f D e b t ..........U2011.267—

.270
. C a s h  Y ie ld  T e s t .............................U2011.135—.140
. C o n t in g e n t  C o n s id e ra t io n  . . . 1091.77; 1091.84
. C o n t in g e n t  P a y m e n ts  ................ 5363.022—.023
. C o n t in g e n t  R e c e ip ts ..................... 5363.036—.037
. C o n v e rs io n  N o t A s s u m e d ....................U2011.112
. C o n v e r t ib le  D e b t
. . A d ju s tm e n ts  to  N e t In c o m e  ............  2011.20;

2011 A.06; U2011.022-.023; U2011.103-.104;
U2011.240; U2011.248

. . A n t i - D i lu t io n ............................... U2011.145—.146

. C o s t S a v in g s  o n  E x t in g u is h m e n t . . . 5362.16—
.17

. D e f in it io n , P e n s io n  P la n s ......................  4063B.27

. D e p o s its  o r  P ro g re s s  P a y m e n ts  .. . .4 1 1 1 .0 3 ;
U4111.001-.002

. E ffe c t o n  V a lu e  ..................................4111A.01—.02

. E ffe c t iv e  D a te  o f  S e c tio n s  ....................... 4111.16

. E x c h a n g e  G a in s  o r  L o s s e s .................... 1083.097;
1083.120; 1083.181—.182

. E x c h a n g e  o n  C o n t in u o u s  B a s is .......... 1023.23;
1027.07

. E xp e n se  R e c o g n it io n ..................................  1026.18

. E x t in g u is h m e n t o f  D e b t ............................ 2013.04

. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . 4111.03;
4111.15; 4111A.03

. G o v e rn m e n ta l R e s t r ic t io n s .....................4111.03

. Im p u ta t io n  N o t  R e q u ire d  ....................... 4111.03;
U4111.001-.002

. Im p u te d  In te r e s t  R a te  .............................. 4111.09

. In te r im  P e r io d  C o s t s ........................  2071.15—.16
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INTEREST— c o n t in u e d
. In v e n to ry  P r i c in g ...........................................9002.12

L ease  P a y m e n ts  . . . 4053.012; 4053.016; 4053.022
L e v e ra g e d  L e a s e s ...................  4053.044; 4053.109

. M e th o d — See In te re s t M e th o d

. N o n c a s h  T ra n s a c t io n s  ............ 4111.07; 4111.11

. N o n in te re s t  B e a r in g  N o t e s .....................4111.06;
4111A.02

. N o rm a l T ra d e  T e r m s ................................... 4111.03

. “ N o te s ”  D e fin e d  ...........................................4111.02

. N o te s  E x c h a n g e d  fo r  C ash  .......... 4111.05—.06;
4111.10

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
.......................................................  6021.007; 6021.047

. P re p a id

. . M o n e ta ry  A s s e ts ...................................... 1071B.02

. P re s e n t V a lu e — See P re s e n t V a lu e  
. R a te s — S ee In te re s t  R a te s
. R e la te d  P a r t ie s ............................................... 4111.03

R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.36
. R e s t ru c tu r in g  o f P a y a b le s ..................  5363.013;

5363.016—.019
. R e s t ru c tu r in g  o f  R e c e iv a b le s ........  5363.030—

.033
R e tu rn  o n  F u n d s  In v e s te d  .....................4063A.05

. R eve n u e  R e c o g n it io n  ..............................  1026.15

. S e g m e n t In fo rm a t io n  ...........................  2081.010
S e n io r  S e c u r it ie s  . . . .  2011A.05; U2011.103—.104

. T a x  E x e m p t ................................................... 2071-1.80

. T im in g  D if fe r e n c e s ........................................ 4111.14

. T ro u b le d  D e b t R e s t r u c tu r in g ............... 5363.005

. U n fu n d e d  P r io r  S e rv ic e  C o s t ................ 4063.04;
4063.11; 4063.17; U4063.029-.032; U4063.053-

.072

IN TER EST METHOD
. A c c e p ta b i l i t y ................................................... 5361.02
. A m o r t iz a t io n ,  D e b t

D is c o u n t /P re m iu m  . . . .  4111.14; 5361.01—.02
. E x c h a n g e  G a in s  o r  L o s s e s ...................  1083.120
. L ease  P a y m e n ts  .....................  4053.012; 4053.022
. R e fu n d in g  o f T a x -E x e m p t D e b t ............  4055.12
. R e s t ru c tu r in g  o f D e b t .........  5363.016; 5363.030

INTEREST, M U N IC IP A L O BLIG ATIO N S
. In te rp e r io d  T a x  A l lo c a t io n ....................... 4091.32;

U4091.050

INTEREST RATES
. C h a n g e s  in  R a t e s ...........................................4111.11
. C o m m o n  S to c k  E q u iv a le n ts  ...................2011.31
. C o n v e r t ib le  D e b t ............................... 5516.01—.02
. C r ite r ia ,  C o m m o n  S to c k

E q u iv a le n c e  .................  2011.33—.34; U2011.113;
U2011.140-.141

. D e b t R e s t r u c t u r in g ............... 5363.005; 5363.007;
5363.023; 5363.037

. D e b t w ith  W a r r a n t s ......................................5516.12

. D is c lo s u re  R e q u ire m e n ts ..........................4111.15

. E ffe c ts  o n  E n te r p r is e .................  1023.23; 1027.09

. E ffe c ts  on  L ia b ilit ie s  (S -5 F ) ...................  1027.09

. E ffe c ts  o n  M a rk e t V a lu e s ........................  5362.09

. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.097;
1083.120; 1083.182; 1083.212

. G o v e rn m e n ta l R e s t r ic t io n s .....................4111.03

. Im p l ic i t  in  L e a s e s .....................................  4053.005; 4053.007;
4053.017; 4053.044; 4053.093; 4053.100

. Im p u ta t io n  o f  I n t e r e s t ...............4111.09; 4111.11

. L e s s e e ’s In c re m e n ta l B o r ro w in g
R a te  ..........................................  4053.005; 4053.007

L eve l E ffe c t iv e  R a te  . . . .  5361.01—.02; 5363.016;
5363.030

. M a t e r ia l i t y .........................................................4111.09

. P re s e n t V a lu e  o f L ia b ili t ie s  ...................  1091.72;
1091-1.07; 4111A.01—.02

R e fu n d in g  o f D e b t ....................................... 5362.07
. R e v is io n s  o f L ease  A g re e m e n ts  .......... 4055.12
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  1091-1.02;

1091-1.05
. S e le c t io n  o f A p p ro p r ia te  R a te  . . . 4111.12—.13

IN T
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IN T E R E S T  R A TE S — c o n t in u e d  
. S ta te d  R a te  U n re a s o n a b le  . . .  4111.09; 4111.11

IN T E R E S T S , P O O L IN G  O F— S ee P o o lin g  
o f  In te re s ts

IN T E R IM  F IN A N C IA L  S T A T E M E N T S
. A c c o u n t in g  C h a n g e s  . .  . 1083-1.06, 2071.23—.30;

2071-1.21; 2072.01-.25
. A d v e r t is in g  C o s t s .................................. .. 2071.16
. A p p lic a b i l it y  o f  A P B  O p in io n s  . . . 2071.07—.08;

2072.02—.03
. A r b i t r a r y  A s s ig n m e n t o f  C o s t ............... 2071.15
. B u s in e s s  C o m b in a t io n s  ..........................  2071.21
. C la s s if ic a t io n , C o s ts  a n d  E xp e n se s  . . .

...........................................................................  2071.12
. C o n s tru c t io n -T y p e  C o n t r a c t s .............. 2071.11
. C o n t in g e n c ie s ................................ 2071.22; 2071.30
. C o s ts  A s s o c ia te d  w ith  R e v e n u e  . . . .  2071.13—

.14
. D e fe r re d  C o s t s ...................................  2071.15—.17
. D if fe r in g  V ie w s  .............................................  2071.05
. D is c lo s u re  o f S e g m e n t In fo r m a t io n  . .  .

................................................. 2081.072; 2082.01-.09
. D is c o u n ts  a n d  A l lo w a n c e s ..................... 2071.16
. D is p o s a l o f  S e g m e n t ................. 2071.04; 2071.21;

2071.30—.31; 2071-1.16—.19; 2071-1.35
. E a rn in g s  p e r  S h a re  ................................ .2 0 7 1 .3 0
. E a rn in g s  p e r  S h a re  D a t a ..........U2011.228—.229
. E ffe c t iv e  D a te  o f  S e c t io n s ...........  2071.34— .35;

2071-1.26; 2072.16
. E ffe c t iv e  T a x  R a t e ...................  2071.19; 2071-1.06;

2071-1.08—.15; 2071-1.28 
. E s t im a t io n  o f  P e r io d  C o s ts  . . .  2071.04; 2071.17
. E x a m p le s  o f  P e r io d  C o s ts  ..................... 2071.16
. E x t ra o rd in a ry  I t e m s .................  2071.04; 2071.21;

2071.30; 2071-1.16— .18; 2071-1.35 
. F a ir  P re s e n ta t io n  . . . .  2071.15; 2071.22; 2071.30
. F o u r th  Q u a r te r  D is c lo s u re s  ...............  2071.31;

2072.08; 2072.14
. G a in s  a n d  L o s s e s  ......................  1083.017; 2071.15
. G ro s s  P r o f i t  M e t h o d ..................................  2071.14
. I l lu s t ra t io n
. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .

2072.17—.21
. . C h a n g e  to  L IF O  M e th o d  ...........  2072.22—.25
. . In te r im  P e r io d  In c o m e  T a x e s  . . . 2071-1.41—

.70
. In c o m e  T a x  P r o v is io n s .......... 2071.08; 2071.19—

.20; 2071.26; 2 0 7 M .0 1 -.8 5 ; 2072.12; 2072.17-
.25

. In f re q u e n t  E v e n ts  .......... 2071.21; 2071-1.16—.18;
2071-1.35

. In v e n to ry  P r ic in g .................... 1083.046; 1083-2.06;
1083-2.11; 2071.14

. L e a s e s ............................................................... 4053.119

. L iq u id a t io n  o f L IF O  B a se  .......................  2071.14

. M a n a g e m e n t C o m m e n ta r y ..................  2071.32

. M u lt ip le  J u r is d ic t io n s ................ 2071-1.22

. N e w  T a x  L e g is la t io n  . . .  2071.20; 2071-1.23—.24;
2071-1.39

. O b je c t iv e  in  R e p o r t in g  ............................. 2071.05

. O il a n d  G as  P ro d u c in g  C o m p a n ie s  . . . .
.......................................................................... 6021.049

. O p in io n s , A u d i t o r s ' ......................  2071.22; 2071.30

. P e r io d  C o s ts  .......................................... 2071.15—.17

. P r io r  P e r io d  A d ju s tm e n ts  . .  . 2010.25; 2014.10;
2014.13—.15

. P u b lic ly  T ra d e d  C o m p a n ie s ................. 2071.06;
. 2071.08; 2071.30—.33; 2072.01; 2072.08; 2072.14

. P u rp o s e  o f  S e c t io n ......................  2071.01; 2071.06

. R e la tio n  to  A n n u a l S ta te m e n ts  .. . .2 0 7 1 .0 9 —
.10

. R e v e n u e  D is c lo s u r e ................................... 2071.30

. R e v e n u e  R e c o g n it io n  ..............................  2071.11

. S e a s o n a l B u s in e s s e s .................  2071.18; 2071.20;
2071-1.14; 2071-1.18; 2071-1.32

. S h a re s  Is s u e d  o n  C o n v e r s io n .............. 2011.20

. S u m m a r iz e d  In te r im  D a t a ............  2071.30— .33;
2072.08; 2072.14

IN TE R IM  F IN A N C IA L  STATEM EN TS—
c o n t in u e d

. T im e  P e r io d s  P r e s e n t e d .......... 1027.21; 2071.02

. U n u s u a l I t e m s ............... 2071.19; 2071.21; 2071.30;
2071-1.02; 2071-1.16—.18; 2071-1.28; 2071-1.35

. U s e fu ln e s s ....................................... 2071.06; 2071.09

. V a r ia n c e s  a t In te r im  P e r io d s .................  2071.14

IN TE R N A L CONTROL
M a n a g e r ia l R e s p o n s ib ility  ......................  1024.36

IN TE R N A L EVENTS
. D e f in i t io n ..................................
. In c re a s e s  in  A s s e ts  ............
. P r in c ip le s  o f  S e le c t io n  a n d

M e a s u r e m e n t ......................
. T y p e s  .........................................

IN TE R N A L REVENUE CODE
. A c c e le ra te d  D e p re c ia t io n  M e th o d s  . . .

....................................................... 4074.06; U4091.007
. C a s u a lt ie s  ........................................................ 1023.23
. In c o m e  T a x e s  . . . .  4091.12; 4091-1.03; U4091.012
. In v e s tm e n t C r e d i t ...............4094.01; 4094.06—.07
. J o in t  V e n tu re s , C o r p o r a t e ...................4091-1.03;

4095.16
. L o ss  C a r r y o v e r s .............................................4091.11
. N e t O p e ra t in g  L o s s e s .................................4091.08
. P r ic e -L e v e l R e s ta te m e n ts  . . . 1071.20; 1071.49
. Q u a lif ie d  S to c k  P u rc h a s e  P l a n ............ 4062.07
. R ea l E s ta te  In v e s tm e n t T ru s ts  . . . U2011.361—

.366
. R e c o g n it io n  o f  D e c lin in g -B a la n c e

M e th o d  ........................................................... 4074.01
. S a v in g s  a n d  L o a n  A s s o c ia t io n s
. . R e s e rv e  fo r  B a d  D e b ts ....................... 4091-1.03;

4095.19—.21
. S e c tio n  1 2 4 A  (E m e rg e n c y

F a c ilit ie s )  .......................................................4073.01
. S e c t io n  1 3 0 A  (E m p lo y e e  S to c k

O p t io n s ) ................................: .  . . 4061.01; 4061.07
. S e c tio n  4 2 3  (S to c k  P u rc h a s e  P la n ) . . .

...........................................................................  4062.07
. S to c k  L ife  In s u ra n c e  C o m p a n ie s  
. . P o lic y h o ld e rs ’ S u rp lu s  . . .  4091-1.03, 4095.26;

4095.29
. S u b c h a p te r  S o f C h a p te r  1 ..............U2011.081
. U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r ie s ............................. 4091-1.03; 4095.08

IN TE R N A L REVENUE SERVICE
. A c c ru a l D a te , P ro p e r ty  T a x e s ............... 4081.04
. B u lle t in  F ...........................................................4093.02
. C h a n g e s  to  L IFO  M e t h o d .......................  2072.12
. R e g u la t io n  1 .4 7 1 -1 1  .............   1051-1.03
. R e v e n u e  P ro c e d u re  6 2 -2 1  .......................4093.01
. R e ve n u e  R u lin g  5 9 - 6 0 ............................U2011.193

IN TE R N A TIO N A L A C C O U N TIN G  
STANDARDS

. A c c o u n t in g  P o lic ie s  D is c lo s u re  . . . .  9001.01—
.23

. A u th o r i t y  A t ta c h in g  to  S ta n d a r d s ..........
9000.17-.19; 9001.02 

. C h a n g e s  in  A c c o u n t in g  P o lic ie s  . . . .  9008.01—
.24

. C h a n g in g  P r i c e s ..................................9006.01—.18

. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .
....................................................................9003.01—.52

. D e p re c ia t io n  A c c o u n t in g  ............. 9004.01—.19

. D is c lo s u re  R e q u ire m e n ts  . . . .  9000.04; 9000.11;
9000.20

. E ffe c t iv e  D a te  o f  S ta n d a r d s ................... 9000.12

. F in a n c ia l S ta te m e n ts  D e fin e d  ............ 9000.05;
9001.03

. IAS 1 .........................................................9001.01—.23

. IAS 2  ........................................................ 9002.01—.36

. IAS 3  ........................................................  9003.01—.52

. IAS 4  ........................................................  9004.01—.19

. IAS 5 ........................................................  9005.01—.19

. IAS 6  ........................................................  9006.01—.18

. . . .  1023.23 

. . . .  1026.26

1027 .10-.11 
. .  . .  1027.03
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IN T E R N A T IO N A L  A C C O U N T IN G  

S T A N D A R D S — c o n t in u e d
. IAS 7 ..........................................................  9007 .01 - 23
. IAS 8  ..........................................................  9008.01—.24
. IAS 9 .............. ........................................... 9009.01—.25
. In fo r m a t io n  to  B e  D is c lo s e d  . . . .  9005.01—.19 
. In v e n to ry  V a lu a t io n  a n d

P r e s e n ta t io n .......................................9002.01—.36
. L a n g u a g e  in  D ra f ts  a n d  S ta n d a rd s  . . . 9000.16

P r e fa c e ..................................................... 9000.01—.20
. P r e r e q u is i t e s ..................................................  1029.12
. R e la tio n  to  L o c a l R e g u la t io n s  . . .  9000.08—.11
. S c o p e  o f  S ta n d a r d s ..................................... 9000.12
. U n d e r s ta n d a b i l i t y ........................ 9000.10; 9000.20
. U n i f o r m i t y .........................................................9000.20
. U n u s u a l a n d  P r io r  P e r io d  I te m s  . . .  9008.01—

.24
. V o t in g  P r o c e d u r e s ................... .. 9000.13—.15

IN T E R N A T IO N A L  A C C O U N T IN G  
S T A N D A R D S  C O M M IT T E E

. A g re e m e n t a n d  C o n s t i tu t io n  . . . .  9000.01—.04

. A u th o r i t y  a n d  R e s p o n s ib i l i t y ...................9000.02

. F o rm a t io n  o f  C o m m i t t e e ..........................9000.01

. F u n d a m e n ta l A c c o u n t in g
A s s u m p t io n s  ................................................9001.07

. In v e n to ry  V a lu a t io n  a n d
P re s e n ta t io n  ............................................... 9002.02

. M e m b e rs h ip  ....................................................9000.01

. O b je c t iv e s ............................... 9000.02—.04; 9000.09

. O b lig a t io n s  o f  M e m b e r s ..........9000.04; 9000.11;
9000.19

. V o t in g  P r o c e d u r e s ..............................9000.13—.15

. W o rk in g  P ro c e d u re  ..........................9000.13—.14

IN T E R N A T IO N A L  C O -O R D IN A T IO N  
C O M M IT T E E

. R e la t io n s h ip  w ith  IA S C ..............................9000.02

IN T E R N A T IO N A L  F E D E R A T IO N  O F 
A C C O U N T A N T S

. R e la t io n s h ip  w ith  IA S C ..............................9000.02

IN T E R N A T IO N A L  TR A D E
. D is c lo s u re  G u id e lin e s  o f  O E C D ..........  2081.052
. D is c lo s u re  o f  A c c o u n t in g  P o lic ie s  . . .  9001.10
. E x p a n s io n  o f  A c t iv i t ie s .......... 1083.001; 1083.053
. G e n e ra l D is c lo s u r e s .....................................9005.07
. P r ic e -L e v e l C h a n g e s ...................................1071.06

IN TER PER IO D  TAX A LLO C ATIO N
. A l te rn a t iv e  C o n c e p ts ..................................4091.24
. A m o r t iz a t io n ,  D e fe r re d  T a x e s  . . .  U4091.065— 

.070; U4091.088-.097
. C o m p re h e n s iv e  A llo c a t io n  .......... 4091.28—.31;

4091.33; 4091-1.06; 4 0 9 1 - l.0 9 -.11; U4091.022;
U4091.036

. C u m u la t iv e  T im in g  D if fe re n c e s  ..........4091.36;
U4091.036; U4091.058-.064 

. D e fe r re d  M e th o d  . . . .  1083.050; 1083.236—.239;
4091.11; 4091.18; 4091.34; U4091.024— .034

. D e f in i t i o n .......................................................... 4091.12

. D o m e s t ic  In te rn a t io n a l S a le s
C o r p o r a t io n ............................. 4091-1.03; 4095.09

. E q u ity  M e th o d  .................4091-1.05; 4096.01—.12

. E x te n t o f  A p p l ic a t io n .................................. 4091.21

. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . .
4091.53—.63; U4091.115-.127 

. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . 1083.014—  
.015; 1083.018—.021; 1083.050-.052; 1083.202;

1083.236—.239
. H is to r ic a l  D e v e lo p m e n t .............U4091.006— .011
. In c o m e  T a x  E xp e n se

D e te rm in a t io n  ............................ 4091.11:4091.33
. In ta n g ib le  D e v e lo p m e n t C o s ts — See 

ID C  F in a n c ia l A c c o u n t in g /T a x  
D if fe re n c e s

. In v e s tm e n t C r e d i t s ...................... U4091.106—.114

. J o in t  V e n tu re s , C o r p o r a t e ................. 4091-1.03;
4095.15-. 18

. L ia b i l i ty  M e th o d  ...................... 4091.19; U4091.027

INTERPERIO D TA X  ALLO C A TIO N —
c o n t in u e d

. M e a s u re m e n t, T a x  E ffe c ts  .....................4091.35;
U4091.031-.033; U4091.035-.047

. M e th o d s  A d o p t e d ....................4091.17; U4091.024

. N e t o f  T a x  M e th o d  . .  . 4091.20; U4091.028—.029;
U4091.129-.130

. N o n a llo c a t io n  C o n c e p t ...............................4091.23

. O b je c t iv e  ......................................... U4091.022—.023

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
.................4091-1.06; 4097.01—.40; 6021.060-.063

. O p e ra t in g  L o sse s  . . . .  4091.41—.49; U4091.071—
.105

. O th e r  U n u s e d  D e d u c t io n s  a n d
C r e d i t s ........................................ 4091.52; U4091.071

. P a r t ia l A l lo c a t io n ........... 4091.25— .27; U4091.023

. P e rm a n e n t D if fe re n c e s  . . . . 4091.33; 4091-1.02;
6021.062—.063; U4091.034; U4091.048-.055

. P r io r  P r a c t i c e ............................................. U4091.023

. S p e c ia l A r e a s ............ 4091-1.01—.13:4095.01—.33

. S te a m s h ip  C o m p a n ie s  (U .S .)  ........... 4091-1.02;
4091-1.07; 4095.01—.02; U4091.021

. S to c k  L ife  In s u ra n c e  C o m p a n ie s ............
4091-1.0 2-.03 ; 4095.01-.02; 4095.26-.30;

U4091.020
. S to c k  S a v in g s  a n d  L o a n

A s s o c ia t io n s ..........4091-1.02—.03; 4095.01—.02;
4095.19—.25; U4091.020

. S u b s id ia r ie s

. . D o m e s t ic  In te rn a t io n a l S a le s
C o rp o ra t io n s  ..........4095.09; U4095.001—.005

. . U n d is t r ib u te d  E a rn in g s  ..........4091-1.02—.03;
4095.07—.14; U4091.020; U4095.001-.005 

. T a x  A llo c a t io n  w ith in  P e r io d  . . . 2071-1.01—.85;
4091.50—.51

. T a x  E ffe c ts , R e c o g n it io n  ........................ 4091.16

. T im in g  D if fe re n c e s — see T im in g  
D if fe re n c e s

IN TER PR ETATIO N S, A C C O U N TIN G — See
A c c o u n t in g  In te r p re ta t io n s

IN TER PR ETATIO N S, A U D IT IN G — See
A u d it in g  In te r p re ta t io n s

IN TER SEG M ENT SALES OR
TRANSFERS— See S e g m e n ts  o f  a 
B u s in e s s

IN TER STATE COM M ERCE C O M M ISS IO N
. R u lin g  o n  R a ilro a d  L o sse s  . . . .  U2010.001—.003

IN VEN TO R IES
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

.............................................................................1091.88
. A s s u m p t io n s , F lo w  o f  C o s t s ................  1026.22;

9002.13-.15
. A s s u m p t io n s , F lo w  o f  C o s ts  (M -1 B )  . . .

...........................................................................  1027.07
. C h a n g e  in  C o s t E le m e n ts  .................... 1051-1.05
. C o s t B a s is  .................... 5121.04— .05; 9002.06—.15;

9002.20—.27
. C u r re n t  R a te  M e th o d ................... 1083.153—.158
. D e c lin e s  in  M a rk e t  P r ic e s ........................ 1026.18
. D e fin e d  as E c o n o m ic  R e s o u rc e s  . . . .  1023.18
. D e f in it io n  ...............................5121.02—.03; 9002.04
. D is c lo s u re  o f  C o s t B a s is ............................2031.09
. D is p o s a l o f  S e g m e n t ...................................2012.16
. E lim in a t io n , In te rc o m p a n y  P ro f i ts  . . . .

..............................................................U5131.005-.007
. E s t im a t io n  o f  O b s o le s c e n c e ..................1051.10;

1051.33; 9008.16
. E x c h a n g e s  w ith  O th e r  E n t i t ie s ............  1041.07;

1041.16
. F lo w  o f C o s t F a c to rs  . .  . 5121.05—.06; 9002.13—

.15
. In te r im  F in a n c ia l S ta te m e n ts  .......... 1083-2.06;

1083-2.11; 2071.14; 2072.12-.13
. In v e n to ry  P r o f i t s .............................  1083.155—.157
. L osse s  o n  P u rc h a s e  C o m m itm e n ts  . . .

.........................................  1026.35; 1083.116:5121.17
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IN V E N T O R IE S — c o n t in u e d
. M a tc h in g  P r in c ip le ............................. 5121.03—.04
. M o n e ta ry  A s s e ts  .......................................1071B.02
. N e t S e llin g  P r ic e s ......................................... 4010.01
. N o n m o n e ta ry  A s s e ts  ............... 1041.03; 1071.19;

1071.36; 1071 B.02; 1083.153
. O p e ra t in g  C y c le ............................................5121.04
. O p t io n  o f  th e  G o v e rn m e n t

(T e rm in a te d  C o n t r a c ts )  ......................4043.13
. O v e rh e a d  . . . 5121.05; 9002.06-.12; 9002.21—.22;

9009.06
. P e r io d ic  .............................................................. 5121.01
. P e r p e t u a l .......................................................... 5121.10
. P re s e n ta t io n  in  F in a n c ia l

S ta te m e n ts .........................................  9002.01—.36
. P r ic in g — S ee In v e n to ry  P r ic in g  
. R e a c q u ire d  (T e rm in a te d  W a r a n d

D e fe n s e  C o n t r a c t s ) ........................ 4043.08—.09
. R e d u c t io n  to  M a rk e t . . . .  1083-2.01; 1083-2.06—

.10; 5121 .10-.11
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t iv i t ie s  ........................    4211.11; 9009.06
. S h r in k a g e ..........................................................  2071.17
. T e rm in a t io n  C la im s  ..........4043.20; 4043.31—.32
. T ra n s la t io n  o f F o re ig n  S ta te m e n ts  . . . .

........................  1083.014— .015; 1083.029; 1083.040;
1083.046—.049; 1083-2.01-.11

. T ra n s la t io n  R a te s .................... 1083.040; 1083.061;
1083.129—.130; 1083-2.05-.09 

. W r ite -D o w n s — S ee W rite -D o w n s

IN V E N T O R Y  P R IC IN G
. A b n o rm a l C o s t s ............................................. 5121.05
. A d m in is t ra t iv e  E x p e n s e s .......... 5121.05; 9002.12
. A g r ic u l tu ra l  P ro d u c ts  ................................. 5121.16
. A v e ra g e  C o s t ......................................... 5121.05—.06
. B a se  S to c k  M e th o d  ..........9002.13—.14; 9002.26
. C h a n g e  in  M e t h o d ...................... 1051.09; 1051.14;

1051.26—.27; 1051-1.01—.06; 2072.01; 2072.12— 
.13; 2072.22-.25; 5121.14— .15; 9002.34;

U1051.005
. C o m p o n e n ts  o f  F in is h e d  P ro d u c ts  . . . .

......................................................................5121.12— .13
. C o n s is te n c y ............................................5121.14— .15
. C o s t B a s is  ....................  5121.04— .05; 9002.06—.15;

9002.20—.27
. D a m a g e  ...................................................5121.07—.08
. D e p a r tu re  f r o m  C o s t B a s is .......... 4311.74— .75;

5121.07—.08; 5121.15—.16; 9002.16—.17;
9002.26—.27

. D e t e r io r a t io n ......................................... 5121.07—.08

. D is c lo s u re

. . A c c o u n t in g  P o l ic ie s ............... 2045.13; 9002.02;
9002.34

. . In v e n to ry  B a s is ............... 5121.14— .15; 9002.21;
9002.26; 9002.34

. . In v e n to ry  L o sse s  .................  1083-2.10; 5121.14

. E ffe c t iv e  D a te  o f S e c tio n  ..........................9002.36

. F IFO — S ee F irs t- In , F irs t-O u t 

. F lo w  o f  C o s t F a c to rs  . . . 5121.05—.06; 9002.13—
.15

. G e n e ra l E x p e n s e s ........................ 5121.05; 9002.12

. G ro s s  P r o f i t  M e t h o d ..................................  2071.14

. G ro u p in g  In v e n to ry  I t e m s .............5121.10—.13;
9002.16; 9002.29

. Id e n t if ie d  C o s t . . . 5121.06; 9002.13—.15; 9002.25

. Id le  F a c il i ty  E xp e n se  .................  5121.05; 9002.10

. I l l u s t r a t io n ............................................ 1083-2.07—.09

. In c o m e  M e a s u r e m e n t ................................. 5121.01

. I n t e r e s t .................................................................9002.12

. In te r im  F in a n c ia l S ta te m e n ts  .......... 1083-2.06;
1083-2.11;2071.14

. In v e n to ry  D e f in i t io n ...........................5121.02—.03

. L IF O — S ee L a s t- In , F irs t-O u t 

. L o s s  R e c o g n it io n  . . . .  4311.74—.75; 5121.07—.09 

. L o w e r  o f C o s t o r  M a rk e t— S ee L o w e r 
o f  C o s t o r  M a rk e t

. M a tc h in g  P r in c ip le ............................. 5121.03—.04

. M in e ra l P r o d u c t s ...........................................5121.16

INV

IN VEN TO R Y P R IC IN G — c o n t in u e d  
. N e t R e a liz a b le  V a lu e — See N e t 

R e a liz a b le  V a lu e  
. N IF O — see N e x t- In , F irs t-O u t
. N o rm a l P r o f i t  M a r g in ...................  1083-2.04— .05;

1083-2.07—.09; 5121.08—.09
. O b je c t iv e  ................................................ 5121.03—.04
. O b s o le s c e n c e — S ee O b s o le s c e n c e
. O f fs e t t in g  L o s s e s ...........................................5121.10
. O p e ra t in g  C y c le .............................................5121.04
. O v e r h e a d ............  1051-1.02; 5121.05; 9002.06—.12;

9002.21—.22
. P re c io u s  M e ta ls  ..................................5121.15—.16
. P r ic e  L e ve l C h a n g e s .......... 5121.07—.08; 9006.03
. P ro d u c t  C h a rg e s  ...........................................5121.05
. P u rc h a s e  C o m m itm e n ts .................5121.16—.17
. P u rp o s e  o f  R e d u c tio n  to  M a rk e t . . . .  5121.11 
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 9002.12 
. R e ta il In v e n to ry  M e th o d  . . . .  5121.06; 5121.10;

9002.27
. S e llin g  E xp e nse s  ..........5121.05; 9002.04; 9002.12
. S p o ila g e , E x ce ss ive  . . . 5121.05; 9002.11; 9002.23
. S ta n d a rd  C o s t ...............................  5121.06; 9002.27
. W e ig h te d  A v e ra g e  C o s t .................9002.13—.14;

9002.24
. W r ite -D o w n s — S ee W rite -D o w n s  

INVESTEES
. A s s o c ia te d  C o m p a n y  ...............................  9003.23
. B a n k r u p t c y .....................................................  9003.23
. C la s s if ic a t io n  as S e g m e n t ....................... 2012.13;

2081.007; 2081.027; 2081.082 
. C o n fo r m ity  w ith  P a re n t C o m p a n y  . . . 5132.03
. C o s t M e th o d  .........................................  9003.19—.20
. D e f in it io n  ......................................... 5131.03; 9003.04
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.04;

2062.10; 2062.24; 2062-1.01-.06
. D iv id e n d s  o n  P re fe r re d  S t o c k ...............9003.32
. E a rn in g s  p e r  S h a re  .................................... 2083.12
. E q u ity  M e th o d — See E q u ity  M e th o d
. E x c h a n g e  G a in s  o r  L o s s e s ...................  1083.021;

1083.203
. L ea se s  B e tw e e n  R e la te d  P a r t ie s  . . . 4053.030
. M a rk e ta b le  E q u ity  S e c u r i t ie s ................ 5132.01;

5132.06; 5132.09; 5132.18; 5132-4.01-.08 
. S e g m e n t P r o f i t  o r  L oss  . . . .  2081.010; 2081.079
. S e g m e n t R e p o r t in g ................. 2081.007; 2083.07;

2083.12
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

......................................................................... 1083.042

IN V E S T M E N T BANKERS
. U se  o f  F in a n c ia l I n f o r m a t io n .................  1023.06
. V a lu a t io n  o f  C o m m o n  S t o c k ............U2011.193

IN V E S TM E N T CO M PAN IES
. E a rn in g s  p e r  S h a r e .............. 2011.06; U2011.069
. E q u ity  M e th o d  In a p p l ic a b le .....................5131.02
. F u n d s  S ta te m e n ts  ..................... . U2021.007—.009
. In c o m e  S ta te m e n ts ........................ 2010.05
. M a rk e t P r ic e s  R e c o rd e d  ( M - 4 A ) .......... 1027.09
. M a rk e t  P r ic e s  R e c o rd e d  ( S - 4 A ) .......... 1027.09
. M a rk e ta b le  D e b t S e c u r i t ie s .................  5363.027
. M a rk e ta b le  E q u ity  S e c u r it ie s  ................ 5132.14
. S m a ll B u s in e s s ................................................5131.02

IN V E S T M E N T C O M P A N Y  ACT OF
1 9 4 0  ......................................................................5131.02

IN V E S T M E N T CREDIT
. A d m in is t ra t iv e  P ro c e d u re  ......................4094.07
. A m o r t i z a t io n ...........................  2071-1.08; 2071-1.79;

U4094.005-.010
. B a s is  o f  P r o p e r t y ...............................  4094.14— .15
. C a r r y b a c k s /C a r r y fo rw a r d s  ..........U4091.106—

.114; U4094.016-.019
. C h a n g e s , A c c o u n t in g .................U4094.011—.020
. C la im  fo r  R e fu n d  ......................................U4091.106
. C o n s is te n c y  E x c e p t io n ..........................U4094.020
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

............................................................ U4094.024—.025

Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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IN V E S T M E N T  CREDIT— c o n t in u e d

. C o s t R e d u c t io n ....................4094.03; 4094.08—.10

. D e fe r ra l M e t h o d ...................  2071-1.08; 2071-1.79;
U4091.107; U4094.008-.010

. D is c lo s u re  R e q u ire m e n ts ...............4094.18—.21;
U4091.127; U4094.001-.002; U4094.003-.004 

. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .
.........................................................................2011 A.06

. E ffe c t o n  D e fe r re d  T a x e s  . . . .  U4091.109—.114;
U4094.018

. E x p o s u re  C o m m e n ts ...............................U4091.010

. F in a n c in g  In s t i tu t io n s  ...............U4094.009—.010

. F lo w  T h ro u g h  M e t h o d ........................... 2071-1.08;
U4091 .1 0 7 - 108; U4094.005—.010

. G e n e ra l A c c e p ta n c e  ................................... 4094.16

. I l lu s t ra t io n s  . . ................................U4091.113—.114

. In te rn a l R e v e n u e  C o d e ..........4094.01; 4094.06—
.07

. L e a s e d  P r o p e r ty  . . . .  4053.100; U4094.009—.010

. L e g is la t iv e  H is t o r y ........................................ 4094.09

. L e v e ra g e d  L ea se s  . . . 2071-1.08; 4053.042—.047;
4053.109; 4053.114

. L im ita t io n s  .......................................................4094.01

. M a te r ia l i t y  .......................................U4094.001—.004

. M e th o d s  A l lo w a b le ......................U4094.005—.010

. N a tu re  a n d  S u b s ta n c e  ................... 4094.01—.03

. N e t In c o m e  D e te rm in a t io n  .....................4094.04

. “ N e w ”  In v e s tm e n t C re d its  ................ U4094.015

. O f fs e t A g a in s t L ia b il i ty  ...............................4094.21
“ O ld ”  In v e s tm e n t C re d its  . . . U4094.013—.014;

U4094.018
. O p in io n s  in  E ffe c t .................4091.03; U4091.010;

U4091.016
. P r io r  P e r io d  A d ju s t m e n t ...........U4094.021—.023
. R e a liz a t io n  o f  I n c o m e .............................. 4094.04; 4094.10
. R e c a p tu re  P r o v is io n s ............... 4094.01; 4094.09;

U4094.005-.010
. R e c o g n it io n  in  C a r r y  F o rw a rd  Y e a r . . .

...................................................................... U4094.019
. R e p o r ts  to  S to c k h o ld e r s ...........U4094.011—.020
. R e s t a t e m e n t ...............................................U4094.013
. R e v e n u e  A c t  o f  1 9 7 1
. . C h a n g e  in  M e th o d s ..................U4094.011—.020
. . C h o ic e  o f  M e t h o d .................... U4094.011—.020
. . C o n s o lid a te d  F in a n c ia l

S ta te m e n ts  ............................. U4094.024— .025
. . D is c lo s u re  R e q u ire m e n ts  .U4094.003—

.004
. . E ffe c t iv e  D a te  o f  S e c t io n  ............. U4094.011
. . M e th o d s  o f  A c c o u n t in g  ....................4053.042;

U4094.005-.010
. . R e t ro a c t iv e  C re d its  ..............U4094.021—.023
. R e v ie w  o f  E x p e r ie n c e  ................................4094.13
. S e c u r it ie s  a n d  E x c h a n g e

C o m m is s io n ..................................................4094.12
. S p re a d in g  o f  I n c o m e ........................ 4094.10—.11
. S ta te m e n t o f  In c o m e  P re s e n ta t io n  . . .

............................................................................................U4094.019
. S u b s id y  C o n c e p t ..........................................4094.03; 4094.05
. T a x  E f f e c t s ...................................................U4094.016
. T a x  R e d u c t io n ...............4094.03; 4094.06; 4094.17
. T a x a b le  In c o m e  Z e ro  ...........................U4091.113
. T e rm in a t io n  o r  D is c o n t in u a n c e ........ 1051.16;

U4094.013-.014
. U n u s e d  In v e s tm e n t C re d its  .4094.21;

U4091.106-.114
. U se  o f F a c ilit ie s  ............................................4094.10

IN V E S T M E N T VALUE
. C o m m o n  S to c k  E q u iv a le n c e .................2011.32
. C o m p a r is o n , C a s h  Y ie ld  T e s t ............ 2011B.12
. D e f in i t i o n ........................................................2011D.16
. D e te rm in a t io n  o f  R e s id u a l i t y .............  2011.05;

2011.10; 2011B.10
. E s t im a t io n ..................................................... 2011B.11

IN V E S TM E N TS
. A c t iv i t ie s  S u m m a r iz e d  ...........................  2021.04

AICPA Professional Standards

IN V E S T M E N T S — c o n t in u e d  
. C o m m o n  S to c k s
. . F o re ig n  O p e ra t io n s  . . . .  1083.127; 1083.169— 

.171; 1083.219—.220
. . In c o m e  T a x e s  ..................................4096.01—.12
. . N o n m o n e ta ry  A s s e t s ............  1041.03; 1071.19
. C o n v e r t ib le  D e b t ...........................................5516.06
. D e c is io n  M o d e ls  o f  In v e s to rs  ................ 4311.64
. D e f in it io n , E c o n o m ic  ..................................  1023.10
. D is c lo s u re  in  F u n d s  S ta te m e n ts  . . . 2021.06— 

.07; 2021.14; 9007.10—.11; 9007.13—.15
. D is c lo s u re  o f M a rk e t  V a lu e ...................  2031.09;

5132.01; 5132-3.03
. F isca l P e r io d  D if fe r e n c e s ......................... 2051.05;

5132-4.01—.08
. F o re ig n  S u b s id ia r ie s .................  1081.06; 1081.09;

1083.107—.109; 1083.142; 1083.147—.148
. G a in s  a n d  L o s s e s .........................................  1027.25
. G ro s s  In v e s tm e n t in  L ea se s  . . . 4053.017—.018;

4053.099; 4055.12
. In f la t io n a ry  E ffe c ts  ...................................... 1071.14
. In te r c o r p o r a te
. . A c q u is it io n  D a t e s .....................................  2051.09
. . C a r ry in g  A m o u n t ..........5131.10; 9003.22—.24;

9003.31; 9003.40-.45; 9005.12
. . C h a n g e  in In v e s tm e n t .............................4095.13
. . C o s t M e th o d  ...................  2051.18— .20; 5131.05;

5131.13; 9003.19-.20
. . E q u ity  M e th o d  ............  4091-1.05; 4096.01—.12;

5131.01—.21; 5132.01; 5132.06; 5132.09; 
5132.18; 5561.06; 9003.02; 9003.21-.33;

9003.40—.45
. . H o ld in g  S h a re s  o f  P a r e n t ....................  2051.12
. . J o in t  V e n tu r e s ..............................................5131.16
. . L oss  C o n t in g e n c y  ..................................4311-1.07
. . L o sse s  S u s ta in e d  ...................  2051.18; 9003.30
. . L o w e r o f C o s t o r  M a r k e t ........................ 5131.05
. . M a rk e t  V a lu e  M e th o d  ..................5131.08—.13
. . P o o lin g  o f  I n t e r e s t s ............... 1091.46; 1091.99;

1092.01—.08; U1091.009-.010; U1091.054— 
.060; U1091.086-.089

. . P u rc h a s e  M e th o d  .......... 1091.70; U1091.025—
.031

. . R e m it ta n c e  o f  E a rn in g s  . . . .  4095.08; 4095.12

. . R e s e a rc h  S tu d y  in  P r o c e s s .................4111.03;
5131.01; 5131.14

. . T a x  o n  In te rc o m p a n y  P r o f i t s .......... 2051.16;
9003.12

. . T a x  o n  U n d is t r ib u te d  E a rn in g s  . . . 4095.01—
.03; 4095.07—.14

. . T w e n ty  to  F if ty  P e rc e n t O w n e d  .. .5 1 3 1 .1 7  

. . U n c o n s o lid a te d  ...................  2081.082; 5131.14;
9003.40—.42

. J o in t  V e n tu re s , C o rp o ra te  .................  2081.007;
4095.02; 4095.15—.18

. J o in t  V e n tu re s , U n in c o r p o r a te d ............
U5131.008-.012

. L e s s -D e v e lo p e d  E c o n o m ie s .................... 1023.11

. L e v e ra g e d  L ea se s  . . . 4053.042—.047; 4053.108—
.114; 4053-2.16

. M o n e ta ry  o r  N o n m o n e ta ry  Ite m s  . . . 1041.03;
1071B.02

. N e t In v e s tm e n t in  L e a s e s .......... 4053.017—.018;
4053.023

. N o te s  R e c e iv a b le /P a y a b le ............ 4111.01—.16

. O il a n d  G as P r o p e r t ie s .......... 6021.015; 6021.054

. O w n e r s ...............................................................  1022.05

. P a r tn e rs h ip s  ..................................U5131.008—.012

. P e n s io n  F u n d s  .............................................4063A.05

. . D e b t S e c u r i t ie s ...........................................4063.32

. . U n re a liz e d  A p p re c ia t io n
(D e p re c ia t io n )  . . . .  4063.28—.29; U4063.103—

.108
. . V a r ia b le  A n n u it ie s  ..........4063.33; U4063.109—

.112

IN V
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IN V ES TM E N TS — c o n t in u e d  
. P re fe r re d  S to c k  o f F o re ig n

O p e ra t io n s  ................................................. 1083.044
. P r ic e -L e v e l C h a n g e s ................................... 1071.06
. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .

................................................ U4062.001-.006
. P u b lic  In te re s t  In C o m p a r a b i l i t y .........  1024.28
. R e c o rd e d  In v e s tm e n t in R e c e iv a b le  . . .

............................................ 5363.028; 5363.030-.037
. S e p a ra te  F ro m  S a v in g  ............................  1023.14
. T a x  E x e m p t .................................................. 2071-1.80
. T ra n s la t io n  o f F o re ig n  S ta te m e n ts  . . . .

......................................................................... 1083.042
. V e n tu re  C a p ita l E n te r p r is e s ..................  2062.49

INVESTORS
. A ll- In c lu s iv e  C o n c e p t ....................................2012.04
. C o m m o n  S to c k  E q u iv a le n ts  ...................2011.25
. C o n v e rs io n  O p t io n ........................................ 5516.06
. C o s t M e th o d  .........................................  9003.19—.20
. D e f in it io n  .........................................  5131.03:9003.04
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.48—

.51
. E a rn in g s  p e r  S h a r e ......................2011.01; 2011.12
. E q u ity  M e th o d — See E q u ity  M e th o d  
. In te re s t  o n  N o te s

R e c e iv a b le /P a y a b le  ......................4111.01—.16
. J o in t  V e n tu re s , C o r p o r a te ................   5131.16

. In c o m e  T a x e s ................... 4095.02; 4095.15—.18
. M a rk e t  V a lu e  M e th o d  ..................................5131.09
. M a rk e ta b le  E q u ity  S e c u r i t ie s ................ 5132.01;

5132.06; 5132.09; 5132.18; 5132-4.01—.08
. P r ic e -L e v e l S ta te m e n ts  .............................1071.06
. P u b lic  O f fe r in g  o f  S e c u r it ie s  . . . .  1051.29—.30 
. R e f in a n c in g  S h o r t -T e rm

O b l ig a t io n s ...................................................  2033.11
. S to c k  P u rc h a s e  W a rra n ts  ....................... 5516.11
. V o t in g  S to c k  In te re s t  ................................. 5131.17

ISSUE COST
. A d ju s tm e n t o f  F a ce  A m o u n t .................  5362.03
. D e b t R e s t ru c tu r in g  . .  . 5363.013—.014; 5363.024 
. F in a n c ia l S ta te m e n t P re s e n ta t io n  .. .4 1 1 1 .1 5
. R e fu n d in g  o f T a x -E x e m p t D e b t ............  4055.12
. T im in g  D if fe r e n c e s ......................................4091A.05

JO IN T  PRODUCTS
. E ffe c ts  o f  I n p u t s .......................   1023.15
. O il a n d  G as ..................................................  6021.038
. O rg a n iz a t io n  o f  P ro d u c t iv e

P r o c e s s e s .....................................................  1023.13

JO IN T LY  OW NED C O M PAN IES
. C la s s if ic a t io n  as S e g m e n t ...................... 2012.13
. D is c lo s u re  R e q u ire m e n ts .........................4095.18
. E a rn in g s  p e r  S h a re  ...................................  2083.12
. E q u ity  M e th o d — See E q u ity  M e th o d
. O il a n d  G as In d u s tr y  ............................. . 6021.047
. R e c e iv a b le s , N o te s  o r  A c c o u n t s ........ 5111.01
. S e g m e n t R e p o r t in g .................  2081.007; 2083.07;

2083.12
. T ra n s fe rs  o f  N o n m o n e ta ry  A s s e ts  . . . 1041.04
. T y p e s  o f  V e n tu re s  ....................................... 4095.15
. U n d is t r ib u te d  E a r n in g s ...........4091-1.03; 4095.17

JU D G M E N T
. A c c o u n t in g  P o lic ie s  .........  2045.05—06; 2045.12;

9001.08-.09; 9001.12
. A p p lic a t io n  b y  P r o fe s s io n ............... 1026.37—.38
. B a s ic  F e a tu re  o f  F in a n c ia l

A c c o u n t in g  ..................................  1022.17; 1025.11
. C h a r a c te r is t ic  o f  F in a n c ia l

A c c o u n t in g .............................  1022.27
. C o lle c t iv e  v . In d iv id u a l ............................  1026.34
. C r ite r ia  fo r  E x tra o rd in a ry  I t e m s ................

..........................................................U2012.013; 2012.19
. D e te rm in a t io n  o f  In d u s tr y

S e g m e n ts  ...................................................  2081.012
. E s t im a t io n  o f  U s e fu l L i f e .........9004.05; 9004.12
. F a c to rs  In v o lv e d ...........................................  1025.16
. R e c o v e ra b il ity  o f  C o s ts  . . . .  2062.10; 2062-1.02

JU D G M E N T— c o n t in u e d
. R e la tio n  to  E s t im a t io n ............  1025.11; 1051.10;

9004.05
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t i v i t i e s .........................................................4211.54
. R o le  in  M e a s u re m e n t ..............................  1024.18
. U n a s s e r te d  C la im s  a n d

A s s e s s m e n ts  ............................................... 4311.38
. U n u s u a l C irc u m s ta n c e s  U n d e r  R ule

2 0 3 ..........................  520.04
. U se o f  Q u a lita t iv e  O b je c t iv e s .............  1024.14;

1024.39
. U s e rs  o f  F in a n c ia l I n f o r m a t io n ............ 9005.02

JU R IS D IC T IO N S , M U LT IP LE — See
M u lt ip le  J u r is d ic t io n s

KEY-M AN  LIFE IN SU RAN C E
. A c c o u n t in g  M e t h o d s ................. U4064.001—.004

KNOWLEDGE
. A p p lie d  in D e v e lo p m e n t ...............  4211.08— .09;

9009.03
. D is c o v e ry  T h ro u g h  R e s e a rc h  .. .4 2 1 1 .0 8 —.09;

9009.03
. T ra n s la t io n  in to  D es ig n  ................. 4211.08—.10;

4211-3.07-.09; 9009.03

LABOR
. In v e n to ry  C o s ts  ...........................  9002.07; 9002.23
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

........................................................................  6021.024

LABORATORY RESEARCH
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t iv i ty  ........................................................... 4211.09

LAN D
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

.............................................................................1091.88
. A p p re c ia t io n  in V a lu e  .................................9004.11
. A s s e t W ith o u t  A m o r t iz a t io n ..................... 5141.22
. C o n tr ib u te d  b y  G o v e r n m e n t ...................1041.06
. Lea se s  .......... 4053.001; 4053.024— .026; 4053.105-

.106
. L im ite d  U s e fu l L i f e .......................................9004.09
. P r ic e -L e v e l I l lu s t ra t io n  .................1071D.02—.05
. P r ic e -L e v e l R e s t a t e m e n t .......................... 1071.35
. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . .  1083.148 
. U n d e v e lo p e d  P r o p e r t ie s ........................  6021.017

LANGUAGE
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s .......................................................9000.16

LA S T-IN , FIRST-OUT
. A s s e t D is p o s it io n s  ( M - 1 B ) ...................... 1027.07
. C h a n g e  in  M e t h o d ...................... 1051.09; 1051.14;

1051.26—.27; 2072.01; 2072.12—.13; 2072.22-.25
. E ffe c t o n  B a la n c e  S h e e t ........................... 1026.36
. F lo w  o f  C o s t F a c t o r s ........................ 5121.05—.06
. In f la t io n  o r  D e f la t io n ..................................  1026.32
. In te r im  F in a n c ia l S ta te m e n ts ............... 2071.14;

2072.01; 2072.12—.13; 2072.22-.25
. In v e n to ry  C o s t F o r m u la .................9002.13—.14;

9002.26
. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . .  1083.154 

LAW SUITS
. E xp e nse  R e c o g n it io n  . .
. L oss  C o n t in g e n c ie s  . . .

. L o sse s  R e c o rd e d  (M -3 )

. L o sse s  R e c o rd e d  (S -3 )

LAWYERS
. L oss  C o n t in g e n c ie s ......................................4311.36
. U se o f  F in a n c ia l I n f o r m a t io n .................  1023.06

LEASE PAYM EN TS— S ee a ls o  R e n t
. A llo c a t io n  o f P a y m e n ts .......................... 4053.012
. C h a n g e s  in  P r o v is io n s ..........4053.014; 4053.095;

4055.02; 4055.04— .07; 4055.12 
. C o l le c t ib i l i t y ..............................  4053.008; 4053.089

........................  1026.24
. 4311.33—.39; 4311.68; 

4311-1.04— .06
........................  1027.08
........................  1027.08

IN V Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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15,259
LE A S E  P A Y M E N T S — c o n t in u e d  

. C r ite r ia  fo r  C la s s ify in g  L ea se s  . . . .  4053.007—
.009

. D e f in it io n  o f  M in im u m  Lease
P a y m e n ts  ......................  4053.005; 4053-1.01—.06

. D is c lo s u re  b y  L e s s e e s ........ 4053.016; 4053.096

. D is c lo s u re  b y  L e s s o r s ............................ 4053.023

. F in a n c in g  L e a se s  .......................................4053.018

. P re s e n t V a lu e .......... 4053.007; 4053.010; 4053.014;
4053.093; 4053.100; 4055.02; 4055.12 

. S a le s -T y p e  L ea se s  ...................................... 4053.017

LE A S E S
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

..............................................  1091.88; 4053-2.01—.19
. A p p lic a b i l it y  o f  S e c t io n s  ............ .. ..4 0 5 3 .0 0 1 ;

4053-2.01; 4053-2.11
. B a c k g ro u n d  In fo r m a t io n  .......... 4053.052—.058;

4053-2 .01-.11
. B a s ic  C o n c e p t s ............4053.060—.063; 4053.080;

4053.091; 4053-2.08
. B u ild in g s — S ee B u ild in g s
. C a n c e la b le .....................................   4053.005
. C a p ita l— S ee C a p ita l L eases
. C h a n g e s  in  P r o v is io n s .......... 4053.009; 4053.014;

4053.017—.018; 4053.095; 4053.102; 4053-2.03; 
4053-2.08; 4053-2.12—.15; 4055.01—.17; 5363.008

. C la s s i f ic a t io n .................  4053.006; 4053.029—.031;
4053.061—.062; 4053.065-.071; 4053-2.01;

4053-2.07
. C o m m itm e n ts  R e c o rd e d  ( S - 1 E ) .......... 1027.07
. C o m p u te r  S o ftw a re  . .  ............ . 4211-3.05—.09
. C o n s is te n c y  B e tw e e n  L e s s o r  a n d

L e s s e e .................  4053.061-.062; 4053.065-.067
. C r ite r ia  fo r  C la s s i f ic a t io n .......... 4053.007—.009;

4053.072—.090; 4053-2.08; 4053-2.12—.17
. D e f in it io n s  ...............4053.001; 4053.005; 4053.064;

4054.08
. D is c lo s u re  b y  L e s s e e s .......... 4053.013; 4053.016;

4053.096
. D is p o s a l o f  S e g m e n t . . ............................... 2012.17
. E c o n o m ic  L ife  D e f in e d  ............................ 4053.005
. E ffe c t iv e  D a te  . . . 4053.048— .051; 4053.115—.120;

4053-1.06; 4053-2.18; 4054.09; 4055.16
. E s c a la t io n  C la u s e s ......................................4053.016
. E x c h a n g e  o f  M in e ra l L ea se s  ...................1041.07
. F in a n c ia l S ta t e m e n t s .......... 4053-2.10; 4053-2.18
. F in a n c in g — S ee F in a n c in g  L ea se s  
. G o v e rn m e n ta l F a c ilit ie s  . . . .  4053.028; 4053.106 
. I l lu s t ra t io n s  . . . 4053.121—.123; 4053-2.19; 4055.17
. In c e p t io n  o f  L e a se  D e fin e d  .................. 4053.005
. In te re s t  R a te s — S ee In te re s t  R a te s  
. L a n d — S ee L a n d
. L e v e ra g e d — See L e v e ra g e d  L eases  
. M e a s u re m e n t o f  L ia b i l i ty  (M -1 C )  . . . .1 0 2 7 .0 7
. N a tu ra l R e s o u rc e s  ...................................... 4053.001
. N o n c a n c e lla b le  . . . 4053.005; 4053.016; 4053.023;

4053.086:4053.104
. N o n re c o u rs e  D e b t .................  4053.042; 4053.110
. O il a n d  G as P ro p e r t ie s  . . . .  6021.011; 6021.015;

6021.017; 6021.028— .029 
. O p e ra t in g — S ee O p e ra t in g  L eases
. P ro p o s e d  C h a n g e s  ....................................  1029.09
. R ea l E s ta te — S ee R eal E s ta te  
. R e fu n d in g  o f  T a x -E x e m p t D e b t . . . .  4053.014;

4053.017; 4055.01—.17
. R e la te d  P a r t ie s ........................  4053.005; 4053.020;

4053.029-.031; 4053.079
. R e m a rk e t in g  A g re e m e n ts  ..............   4053.021
. R e n e w a ls  o r  E x te n s io n s ...................   4053.009;

4053.012—.014; 4053.016— .018; 4053.095;
4053.102; 4053-2.03; 4053-2.08

. R e s id u a l V a lu e  D e f in e d ............................ 4053.005;
4053-1.0 1 -.0 6

. R e s id u a l V a lu e  N o m in a l ..........................4053.083

. R e t r o a c t iv i ty — S ee R e t r o a c t iv i ty

. S a le -L e a s e b a c k  T r a n s a c t io n s .......... 4053.032—
.034; 4053.107

. S a le  o r  A s s ig n m e n t ......................... 4053.020—.022

AICPA Professional Standards

LEASES— c o n t in u e d  
. S a le s  T y p e — See S a le s  T y p e  L eases  
. S u b le a s e s — See S u b le a s e s
. T a x  A c c o u n t in g  T re a tm e n t  .................  4053.078
. T e rm  o f  L ease  ...........................4053.005; 4053.086
. T e rm in a t io n  o f  L ea se  .......... 4053.014; 4053.017;

4053.037—.038
. T h ird -P a r ty  P a r t i c ip a t io n .......... 4053.020—.022;

4053-2.08
. T ra n s fe r  o f  O w n e rs h ip  . . . . 4053.007; 4053.073;

4053.087; 4053-2.08
. T r a n s i t io n ................. 4053.048—.051; 4053.096;

4053.115—.120; 4053-1.06; 4053-2.18; 4055.16

L E A S IN G
. D is c lo s u re  o f A c c o u n t in g  P o lic ie s  . . . 2045.13 
. D is c lo s u re  o f  L e a s in g

A rra n g e m e n ts  . . . .  4053.016; 4053.023; 9005.11 
. Im p o r ta n c e  as F in a n c in g  D e v ic e  . . . .  4053.052
. S e g m e n t R e p o r t in g  ..................................  2081.010
. S u b s id ia r ie s .......... ..................................... 4053.031

LE G A L  E N T IT Y
. C o m p a re d  to  A c c o u n t in g  E n t i t y .......... 1025.03
. C o n d it io n  fo r  C o n s o l id a t io n .................  1027.22;

9003.06
. C o n t in u ity  o f  E x is te n c e .............................  1023.16

LE G A L  FO R M
. B u s in e s s  E n te r p r is e ....................................  9005.07
. S u b s ta n c e  O v e r F o r m ..............  1022.17; 1022.27;

9001.09

LE G A L  L IA B IL IT Y
. P ro p e r ty  T a x e s .................................... 4081.02— .07

L E G A L  O B L IG A T IO N S
. E m p lo y e rs , P e n s io n  P la n s  , . .4063.10:4063.14; 

4063.16; 4063.18; U4063.020—.028; U4063.118—
.120

. L eases  as Lega l D e b t ...................  4053.070—.071;
4053.081

. P e n s io n  R e fo rm  A c t (1974) ................ 4063-1.05

LE G A L R E Q U IR E M E N T S
. C h a n g e s  in  A c c o u n t in g  P o lic ie s  . . . . .  9008.14;

9008.20
. C o rp o ra te  R e s o lu tio n s , S to c k  S p lit-

U p s  .................................................................... 5561.11
. D e p re c ia b le  A s s e ts  ......................................9004.15
. D is c lo s u re  o f  In form ation  ..................... .9005.02
. In ta n g ib le  A s s e ts  ...........................................5141.27
. N e w  L e g is la t io n  ..............................................  520.05
. N ew  T a x  L e g is la t io n ..............  2071.20; 2071-1.02;

2071-1.23—.24
. P ro h ib i t io n  U n d e r  N ew  L a w ..................... 2012.23
. R e s t r ic t io n s , D iv id e n d  P a y m e n ts  . . . .  5542.14
. R e s t ru c tu r in g  o f  D e b t .............................  5363.002
. S to c k  D iv id e n d s , C a p ita l iz a t io n  . . . .  5561.10—

.14
. T re a s u ry  S t o c k ..............................................  5542.14

LE G A L  R U LE
. A s s e s s m e n t D a te , P ro p e r ty  T a x e s  . . . 4081.08 
. S to c k  D iv id e n d s  ............................................  5561.08

LE N D E R S — See C re d ito rs
L E N D IN G  A C T IV IT IE S

. D e b t R e s t ru c tu r in g — See 
R e s t ru c tu r in g  o f  D e b t

. F in a n c ia l In s t i tu t io n s   .................................4111.03

. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . 1083.066— 
.070; 1083.119—.120 

. N o n c a s h  T ra n s a c t io n s  . . . . . .  4111.07; 4111.11

. N o te  E x c h a n g e d  fo r  C ash  ............  4111.05—.06;
4111.10

. R e f in a n c in g  S h o r t -T e rm
O b lig a t io n s  ............  2033.01—.50; 2033-1.01—.05

. S e le c t io n  o f In te re s t  R a te s ............ 4111.12—.13

LE SSEES
. A c c o u n t in g  F o r C a p ita l L ea se s  . . . .  4053.010— 

.014; 4053.091—.095

L E S
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LE S S E E S — c o n t in u e d
. B a rg a in  P u rc h a s e  O p t io n s ...................  4053.005
. B a rg a in  R e n e w a l O p t io n s ....................... 4053.005
. B a s ic  C o n c e p ts  o f L ease

A c c o u n t in g ................... 4053.060—.063; 4053.080
. C la s s if ic a t io n  o f L e a s e s ..........................4053.006;

4053.065—.071; 4053-2.08; 4053-2.17
. C r ite r ia  F o r  C la s s ify in g  L e a s e s .......... 4053.007;

4053.072—.088
. D is c lo s u re  R e q u ire m e n ts  .....................4053.013;

4053.016; 4053.096; 4053.103
. G u a ra n te e s  o f  L e s s o r ’s D e b t ............... 4053.077
. G u a ra n te e s  o f R e s id u a l V a lu e  . . . .  4053-1.01—

.06
. I l lu s t ra t io n s  .......................................  4053.121—.122
. In c re m e n ta l B o r ro w in g  R a te  ............  4053.005;

4053.007; 4053.093
. In v e s tm e n t C r e d i t s ......................U4094.009—.010
. L e v e ra g e d  L e a se s  ....................................  4053.041
. M a te r ia l E q u ity  C r ite r io n  . . . 4053.061; 4053.073 
. M in im u m  L ea se  P a y m e n ts  D e fin e d  . . .

..............................................  4053.005; 4053-1.0 1 -.0 6
. O p e ra t in g  L ea se s  ........................... 4053.015—.016
. R ea l E s ta te  L e a s e s ........................ 4053.024—.028;

4053.1 05 -. 106
. R e fu n d in g  o f T a x -E x e m p t D e b t . . . .  4053.014;

4053.017; 4055.02-.05; 4055.12—.15 
. R ig h t to  P u rc h a s e  L e a se d  P ro p e r ty  . . .

........................................................  4053.007; 4053.085
. S a le -L e a s e b a c k  T r a n s a c t io n s ............ 4053.033;

4053.107
. S a le  o f  In te re s t  in  L ea se  ....................... 4053-2.08
. S p e c ia l P u rp o s e  P ro p e r ty  ...................  4053.074
. S u b le a s e s — S ee S u b le a s e s
. S u b s t i tu t io n  o f  L e sse e s  ............. 4053.035—.040;

4053-2.02
. T e rm in a t io n  o f  L ea se  .............................  4053.038
. T ra n s it io n  M e th o d  ........................ 4053.048—.051

LE S S O R S
. A c c o u n t in g ......................................... 4053.097—.102
. B a s ic  C o n c e p ts  o f  L ea se

A c c o u n t in g ................... 4053.060—.062; 4053.097
. C la s s if ic a t io n  o f L e a s e s ..........................4053.006;

4053.065—.067; 4053-2.08; 4053-2.17 
. C o l le c t ib i l i t y  o f  L ea se  P a y m e n ts  . . . 4053.008;

4053.089
. C r ite r ia  F o r  C la s s ify in g  L e a se s  . . . .  4053.007— 

.009; 4053.072—.090
. D is c lo s u re  R e q u ire m e n ts  .....................4053.019;

4053.023:4053.103-.104
. F a ir V a lu e  o f  L e a se d  P r o p e r t y ............4053.005
. F in a n c in g  L e a se s  ........................................ 4053.018
. G o v e rn m e n ta l A g e n c ie s  .......... 4055.09; 4055.12
. G u a ra n te e s  T o  L e s s e e ...............................4053.008
. I l lu s t ra t io n s  .......................................4053.121—.123
. In it ia l D ire c t  C o s t s .................  4053.005; 4053.101;

4054.01—.09
. In te re s t  R a te s  Im p l ic i t  in  L e a se s  . . . 4053.005;

4053.007; 4053.093
. In v e s tm e n t C r e d i t s ......................U4094.009—.010
. L a c k in g  E c o n o m ic  S u b s ta n c e ............ 4053.082
. L e a se s  D e f in e d ............................................. 4053.001
. L e v e ra g e d  L ea se s  . . . 4053.041—.047; 4053.108—

.114; 4053-2.15—.16 
. M a n u fa c tu re r  o r  D e a le r— See

M a n u fa c tu re r  o r  D e a le r L e s s o rs  
. M in im u m  L ea se  P a y m e n ts  D e fin e d  . . .

..............................................  4053.005; 4053-1.0 1 -.0 6
. O p e ra t in g  L e a s e s ........................................ 4053.019
. R ea l E s ta te  L e a s e s ........................ 4053.024— .028;

4053.1 0 5 -. 106
. R e c o v e ry  o f  I n v e s tm e n t ..........................4053.084
. R e fu n d in g  o f  T a x -E x e m p t D e b t . . . .  4053.014;

4053.017; 4055.06—.07; 4055.12—.15
. S a le -L e a s e b a c k  T r a n s a c t io n s ............  4053.034
. S a le  o f In te re s t  in  L e a se  ....................... 4053-2.08
. S a le s -T y p e  L e a s e s ......................................4053.017
. S u b le a s e s — S ee S u b le a s e s

L E S

LESSORS— c o n t in u e d
. T e rm in a t io n  o f  L e a s e ............  4053.017; 4053.037
. T h ird -P a r ty  P a r t i c ip a t io n .........  4053.020—.022;

4053-2.08
. T ra n s it io n  M e th o d  ........................4053.048—.051
. U n c e r ta in t ie s  o f F u tu re  C o s ts  .4053.008;

4053.090

LETTERS OF CREDIT
. L o s s  C o n t in g e n c ie s  ...................  4311.04; 4311.12

LETTERS TO M EM BER SH IP  (A IC PA)
. D e p re c ia t io n  a n d  H ig h  C o s t ................  4071.01;

4071.10—.17
. P ro f i ts  o r  L o sse s  o n  T re a s u ry

S t o c k ............................. .......................  5542.03—.12

LEVEL P R EM IU M  M ETH O D — See
In d iv id u a l L e ve l P re m iu m  M e th o d

LEVERAGED LEASES
. A c c o u n t in g  a n d  R e p o r t in g  . . . .  4053.041—.047
. B a s ic  C o n c e p t ..........................  4053.101; 4053.108
. C la s s i f ic a t io n .......... 4053.006; 4053.042; 4053-2.16
. C o m p a re d  T o  F in a n c in g  L ea se s  . . . .  4053.042;

4053.112; 4053.114
. C o m p a re d  T o  S a le s -T y p e  L e a s e s ..........

........................................................4053.042;4053.113
. D e f in i t i o n ........................................................ 4053.042
. D is c lo s u re  R e q u ir e m e n ts ...................... 4053.047
. I l lu s t r a t io n s ..............................  4053.123; 4053-2.19
. In it ia l D ire c t  C o s ts  ................4053.043; 4053.101
. In te g ra l In v e s tm e n t M e th o d  .............. 4053.109
. In v e s tm e n t T a x  C re d its  . . . 2071-1.08; 4053.042
. In v e s tm e n t W ith  S e p a ra te  P h a ses

M e th o d  ........................................................ 4053.109
. M e th o d s  o f A c c o u n t in g .............  4053.108—.114
. O rd in a ry  F in a n c in g  L ease  M e th o d  . . . .

......................................................................... 4053.109
. T h re e -P a r ty  F in a n c in g  Lease

M e th o d  ........................................................ 4053.109
. T ra n s it io n  M e t h o d ................................... 4053.050

LIA B ILIT IE S
. A c q u ire d  C o m p a n y ...................  1091.08; 1091.88;

4053-2.01; 4053-2.04; 4053-2.07; 4053-2.15;
4053-2.17

. A c tu a r ia l ............................... .......................... 4063B.06

. B a s ic  E le m e n t o f  F in a n c ia l
A c c o u n t in g ............ ......................................  1022.18

. C a p ita l L e a s e s .............................................. 4053.013

. C a ta s t ro p h e s  .................................................4311.93

. C a te g o ry  in  B a la n c e  S h e e t ..................  1022.03

. C a te g o ry  in  F u n d s  S ta te m e n t . . . . 9007.09—.11

. C h a n g e s  in  C o n c e p t ................................  1025.18

. C h a n g e s  P r e s e n t e d ................................... 1022.07

. C o m b in e d  C o m p a n y .................................. 1091.08

. C o n s o lid a te d  B a la n c e  S h e e t ................. 9003.39

. C u r re n t— S ee C u r re n t  L ia b ilit ie s  

. D e b t R e s tru c tu r in g s -S e e  R e s t ru c tu r in g  
o f D e b t 

. D e c re a s e s

. . A m o u n ts  N o t  R e c o rd e d  ( M - 4 ) ......... 1027.09

. . A m o u n ts  N o t R e c o rd e d  ( S - 4 ) ......... 1027.09

. . A m o u n ts  R e c o rd e d  (M -4 A ) .............  1027.09

. . A m o u n ts  R e c o rd e d  ( S - 4 A ) ................  1027.09

. . M e a s u re m e n t (M -1 D )  .........................  1027.07

. . S o u rc e s  ......................................................  1027.13

. . W h e n  R e c o rd e d  ( S - 1 D ) .......................  1027.07

. D e fe r re d  C r e d i t s ........................... 1025.19; 1027.12

. D e f in it io n  ...............................  1025.19; 4311.70—.72

. D is c o n t in u e d  S e g m e n t ............................. 2012.18

. D is c o u n t o r  P re m iu m  o n  N o t e s ..........4111.15;
4111A.01—.03

. D is c o v e ry  ( S - 3 ) .................................... .. 1027.08

. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.01—.22 

. E ffe c ts  o f  P r ic e -L e v e l C h a n g e s  . . . .  1071.13—
.16

. E x p o s e d  N e t L ia b i l i ty  P o s it io n  . . . .  1083.022— 
.023; 1083.112—.120; 1083.204— .205; 1083.211— 

.212; 1083.221
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L IA B IL IT IE S — c o n t in u e d

. E x t in g u is h m e n t o f  D e b t ................ 2013.01—.17

. F o re ig n  E x c h a n g e  G a in s  o r  L o s s e s  . . . .
.........................................................................  1083.161

. F u tu re  B e n e f its  o n  In s u ra n c e
P o l ic ie s ....................................  1083-1.02; 1083-1.05

. In c lu d e d  in  B a s ic  E le m e n ts  ................... 1025.18

. In c re a s e s

. . A m o u n ts  R e c o rd e d  ( M - 5 ) ................... 1027.09

. . A m o u n ts  R e c o rd e d  (M -5 F )  ..............  1027.09

. . A m o u n ts  R e c o rd e d  ( S - 5 ) ................... 1027.09

. . A m o u n ts  R e c o rd e d  ( S - 5 F ) ................  1027.09

. . S o u rc e s  .......................................................  1027.13

. In te r im  P e r io d  D is c lo s u re  .....................  2071.33

. L ea se s  as Leg a l D e b t ................... 4053.070— .071;
4053.081

. L it ig a t io n ,  C la im s , a n d
A s s e s s m e n ts ..........4311.33—.39; 4311-1.04— .07

. L o s s  C o n t in g e n c ie s  . . . 4311.08— .13; 4311-1.01—
.08

. M e a s u re m e n t ( M - 1 C ) ..............................  1027.07

. M e a s u re m e n t (M -3 )  ................................. 1027.08

. M o n e ta ry  a n d  N o n m o n e ta r y ................. 1041.03

. N o n c a s h  T ra n s a c t io n s  ............4111.07; 4111.11

. N o n c u r r e n t— S ee N o n c u r re n t  
L ia b ili t ie s

. N o n m o n e ta r y — S ee N o n m o n e ta ry  
L ia b ilit ie s

. N o t  E c o n o m ic  O b lig a t io n s  . . . 1027.04; 1027.12 

. N o te  E x c h a n g e d  fo r  C a sh  ............  4111.05—.06;
4111.10

. O f fs e t t in g  S e c u r it ie s  A g a in s t T a x e s
P a y a b le  .................................................  2032.01—.03

. O w n e rs ’ In v e s tm e n ts  a n d  W ith d ra w a ls
(M -2 )  ...............................................................  1027.08

. P e n s io n  R e fo rm  A c t ( 1 9 7 4 )  ................ 4063-1.05

. P ro d u c t  W a r ra n t ie s  ...........................  4311.24— .26

. P u rc h a s e  M e th o d ,  B u s in e s s
C o m b in a t io n s ............  1091.67; 1091.72; 1091.87

. R ea l a n d  P e rs o n a l P ro p e r ty  T a x e s  . . . .
4081.02—.07

. R e la tio n  to  E c o n o m ic  E le m e n ts .......... 1022.12;
1022.18; 1022.19; 1024.12; 1025.13; 1025.21 

. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . 1091-1.01—
.07

. S e c u r it ie s  P le d g e d  as C o lla te ra l . . . 5132-5.07;
9005.10

. T a x -e x e m p t D e b t ........................ 4055.01; 4055.04

. T a x e s  o n  P r o p e r ty  O w n e d ....................... 4081.09

. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . 1083.003;
1083.006—.007; 1083.097—.111; 1083.190;

1083.215
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

.......... 1083.009-015; 1083.038-.042; 1083.121—
.160

. U n e a rn e d  P re m iu m s  . . . .  4311.41; 4311.95—.96

. U n e a rn e d  R e v e n u e  .................................... 1026.17

. U n it  o f  M e a s u r e ........................... 1026.29; 1083.079

. W h e n  R e c o rd e d  ( S - 1 C ) ............................  1027.07
LIA B IL IT Y  M ETHOD

. C o m p a re d  to  A lte rn a t iv e s  . . . U4091.024— .033 

. In te rp e r io d  T a x  A llo c a t io n
P r o c e d u r e s ............................. 4091.19; U4091.027

. R e t ro a c t iv e  A p p lic a t io n  .......................U4091.135
. T a x  R a te  C h a n g e s  .......................................4091.19

LICENSES
. A g r e e m e n ts ................................................... 4053.001
. N o n m o n e ta ry  I te m  ...................................1071B.02
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

.............................................................9009.06:9009.15
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . .  1083.040

LIE N  DATE
. P r o p e r ty  T a x e s .............................................. 4081.05

LIFE A D JU S T M E N T TABLES
. D e p re c ia t io n  G u id e l in e s .......................... 4093.03

LIFE IN S U R A N C E  POLICIES
. C la s s if ic a t io n  o f  L o a n s ............................ 2031.07

LIFE IN SU RAN C E POLICIES— c o n t in u e d
. O f f ic e rs ’ K e y - m a n .......................U4064.001—.004
. P e n s io n  P la n s .................................................4063.41
. P ro c e e d s  E x e m p t F ro m  T a x  .U4091.050

LIN ES OF BUSINESS— See S e g m e n ts  o f a 
B u s in e s s

LIQ U ID A T IO N
. C la s s if ic a t io n  o f  S e g re g a te d  F u n d s  . . .

....................................... 2031.06; 2033.09; 2033-1.04
. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.01—.22
. E x t in g u is h m e n t o f  D e b t .................2013.01—.17
. F u n d a m e n ta l A c c o u n t in g

A s s u m p t io n s  ................................................9001.07
. I m m in e n t ..........................................................  1025.04
. L IFO  B ase  a t  In te r im  D a t e ......................  2071.14
. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  . . . 1041.05;

1041.10—.12; 1041.23
. P re fe r re d  S t o c k .................  1083.044; 5515.01—.02
. P r o c e e d s ..........................................................  1022.27
. R e s t r ic t io n s  o n  T ra n s fe rs  o f F u n d s  . . .

............................................................ 2033.12; 2033.26
. T a x -F re e  E a rn in g s  o f S u b s id ia r ie s  . . . 4095.12;

U4095.001-.005
. V a lu e  P e r S h a r e .......................................U2011.191

LISTED STOCKS N O T TRADED
. F a ir V a lu e  E s t im a t io n .................U2011.187—.194

LIT IG A TIO N
. D e b t A r ra n g e m e n ts  in  B a n k ru p tc y  . . . .

..........................................................................4053.071
. D e la ys , P o o lin g  o f I n t e r e s t s ..........U1091.016—

.018
. L o ss  C o n t in g e n c ie s ..........4311.04; 4311.33—.39;

4311.68; 4311-1.04— .07
. P a t e n t s ............................................... 4211.10:4311.38
. P r io r  P e r io d  A d ju s tm e n ts  ............ 2014.01—.02;

2014.13
LONG-TERM  CO N STR U C TIO N -TYPE 

CONTRACTS— See a ls o  C o n s tru c t io n -
T y p e  C o n t r a c t s ........................................ 4031.01—.16

LOOSELEAF ED ITIO N
. L a n g u a g e  o f  P r o n o u n c e m e n ts .................100.08

P u r p o s e .................................................................100.08
LOSS CARRYBACKS— S ee O p e ra t in g  L oss  

C a r ry b a c k s
LOSS CARRYFORWARDS— S ee O p e ra t in g  

L oss  C a r r y fo rw a rd s
LOSS CARRYOVERS— See O p e ra t in g  L o ss  

C a r r y fo rw a rd s

LOSS C O N TIN G EN C IES
. A c c ru a l o f  L o ss  C o n t in g e n c ie s ..........  2014.05—

.06; 2014.10; 4311.08—.09; 4311.59— .101;
4311-1.01—.08

. A lte rn a t iv e  P ra c t ic e s  . . . .  4311.05—.06; 4311.55 

. A p p ro p r ia t io n  o f R e ta in e d  E a rn in g s  . . .
...........................4311.15; 4311.20; 4312.01; 4312.10

. A s s o c ia t in g  C au se  a n d  E f f e c t . . . .  4311.78—.80

. B a n k r u p t c y ..................................4311.11; 4311-1.07

. B u rd e n  o f  I r re g u la r  C o s ts  . . .  4311.81; 4311.87;
4311.94

. C a ta s t ro p h e s — See C a ta s tro p h e s

. C la im s ......................4311.04; 4311.10; 4311.24— .26;
4311.33—.39; 4311-1.04— .07 

. C o n d it io n s  fo r  A c c ru a l . . . .  4311.08; 4311-1.01—
.03

. C o n s e r v a t is m .........................4311.82—.84; 4311.87

. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .
............................................................................ 4311.27

. C o s t R e c o v e ry  M e th o d ............................. 4311.23

. D e f in i t io n .......................................................... 4311.01

. D is c lo s u re — See C o n t in g e n c ie s  

. E s t im a t io n  o f A m o u n t o f  L o s s ............ 2014.10;

. E x a m p le s  ..............  4311.04; 4311.21—.45; 4311.74;
4311-1.04— .07

AICPA Professional Standards L O S



15,262 AC Topical Index
R efe rences are to  AC se c tio n  and pa ra g ra p h  num bers .

LOSS C O N TIN G E N C IE S — c o n t i n u e d
. G e n e ra l o r  U n s p e c if ie d  R isks  ............... 4311.14
. Im m e d ia te  R e c o g n it io n ...................  4311.78— .79
. Im p a ir m e n t  o f  V a lu e  o f  A s s e ts .........  4311.74—

.75; 4311-1.01—.02
. In s ta l lm e n t  M e t h o d ..................................... 4311.23
. L a w s u its  . . . 4311.33— 39; 4311.68; 4311-1.04— .06
. L a w y e r s ............................................................. 4311.36
. L e sse e  S e c o n d a r ily  L ia b le  .................... 4053.038
. L e t te r s  o f  C r e d i t ...........................4311.04; 4311.12
. L ia b i l i ty  C o n c e p t ...................................4311.69—.73
. L ik e lih o o d  o f  F u tu re  E v e n ts .................... 4311.03
. L it ig a t io n  . . .  4311.04; 4311.33—.39; 4311-1.04— .06
. M a tc h in g  C o n c e p t ............................  4311.76—.80
. P r io r  P e r io d  A d ju s tm e n ts  ...........  2014.05—.06;

2014.10
. P ro b a b le  L o s s ....................4311.08; 4311-1.01—.08
. P r o te c t io n  A g a in s t L o s s e s ...........  4311.61—.66;

4311.85—.88
. R e a s o n a b le  P o s s ib i l i ty  o f  L o s s .......... 4311.10—

.11
. R e c e iv a b le s  ..........4311.04; 4311.22—.23; 4311.58;

4311.74
. R e g u la te d  In d u s t r ie s .................................. 4311.13
. R e m o te  C h a n c e  o f  L o s s  .... ......................4311.12
. R e s t ru c tu re d  D e b t .................................... 5363.032
. R isk— S ee R isk
. S c o p e  o f  S t a te m e n t .........................  4311.56—.58
. S u b s e q u e n t to  F in a n c ia l

S t a t e m e n t s .........................4311.11; 4311.34— .36
. T a x  L it ig a t io n  ................................................ 4311.39
. T e rm in o lo g y  ...................................................4311.09
. V a r ia b i l i ty  in  N e t In c o m e  ............. 4311.63—.65
. W a r ra n t ie s — S ee G u a ra n te e s  a n d  

W a rra n t ie s

LOSSES
. A s s e ts  ( S - 3 ) ..................................................... 1027.08
. B a n k ru p tc ie s , R a i l r o a d s .U2010.001—.003
. C a s u a l t ie s .................................... U2012.006; 2012.23
. C a s u a lt ie s  ( M - 7 ) ........................................... 1027.11
. C a ta s t ro p h e s — S ee C a ta s t ro p h e s
. C a te g o ry  in  In c o m e  S ta te m e n t ......... 1022.04
. C o m p le te d  C o n t r a c t  M e th o d  ............... 4031.11
. C o n t in g e n c ie s — S ee L oss  

C o n t in g e n c ie s
. C o rp o ra te  R e a d ju s tm e n ts ...........  5581.05— .07
. C o v e re d  F o re ig n  E x c h a n g e  L o s s e s  . . . .

...............................................................  1083.174— .180
. D a m a g e  to  A s s e ts  ( S - 5 D ) ........................  1027.09
. D e v e lo p m e n t S ta g e  E n te rp r is e s  .. . .2 0 6 2 .1 1 ;

2062.48
. D is c lo s u re , In v e n to r y  L o s s e s ...........  1083-2.10;

5121.14
. D is c lo s u re  R e q u ire m e n ts  . . . .  9008.01; 9008.10;

9008.18
. D is p o s a l A f te r  P o o l in g ......................  1091.59—.60
. D is p o s a l o f  S e g m e n t ..........2012.15; 4311.74—.75
. E a r ly  E x t in g u is h m e n t o f  D e b t ............... 5362.03;

5362.18—.21
. E s t im a t io n  o f  A m o u n t  o f  L oss  . . . .  4311-1.01—

.08
. E x c h a n g e s  o f N o n m o n e ta ry  A s s e ts  . . .

.............................................................................1041.22
. E x p ire d  C o s t s ................................................. 1027.25
. E x p ro p r ia t io n s — S ee E x p ro p r ia t io n
. E x t in g u is h m e n t o f  D e b t ................. 2013.01—.17
. F o re ig n  E x c h a n g e  R a te  C h a n g e  . . . 1083.096— 

.111; 1083.161—.199
. F o rw a rd  E x c h a n g e  C o n t r a c t s .......... 1083.023—

.028; 1084.01—.20
. Im p a irm e n t,  U t i l i t y  o f  P ro d u c t iv e

F a c ili t ie s  (M -5 C )  .......................................  1027.09
. In s u ra n c e  P o l i c ie s ........................................ 4311.96
. I n v e n to r ie s ............... 1083-2.06; 1083-2.10; 2071.14;

5121.14; 9002.16; 9002.32
. In v e s tm e n ts
. . C o s t M e th o d ......................  2051.18; 5131.06— .07

L O S

LOSSES— c o n t in u e d  
. In v e s tm e n ts — c o n t in u e d
. . E q u ity  M e th o d  ............  4311.74— .75:4311-1.07;

5131.06; 5131.19; 9003.30; 9003.42; 9003.51
. L a w s u i t s ............................................................  1023.23
. L a w s u its  ( S - 3 ) ................................................  1027.08
. L e v e ra g e d  L ea se s  ......................................4053.045
. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.07;

5132-2.01—.05; 5132-3.01—.05; 5132-4.01-.08;
5132-5.03; 5132-5.09

. M a rk e ta b le  S e c u r it ie s  ( M - 5 E ) ............... 1027.09

. M a rk e ta b le  S e c u r it ie s  (S -5 B ) ............... 1027.09

. M in e ra l P ro p e r ty  C o n v e y a n c e s  . . . 6021.044—
.047

. M in o r i ty  In te re s t  .......................................... 9003.17

. N e t, P e r S h a r e ................... U2011.056; U2011.060;
U2011.083

. O ffs e t, In v e n to ry  R e d u c t io n s  ................ 5121.10

. O p e ra t in g — S ee O p e ra t in g  L osse s  

. P e rc e n ta g e  o f C o m p le t io n  M e th o d  . . .
............................................................  2071.11; 4031.06

. P r ic e -L e v e l, G e n e ra l ....................................1071.17

. P ro te c t io n  A g a in s t L o s s e s ............  4311.61—.66;
4311.85—.88

. P ro v e d  O il a n d  G as P r o p e r t ie s ..........6021.041

. P u rc h a s e  C o m m i tm e n t s ......................  1083.040;
1083.116— .118; 5121.16—.17

. R ange  o f P ro b a b le  L o s s e s ..........4311-1.01—.08

. R e la tio n  to  F u n d s  S ta te m e n t ................ 9007.07

. R e s e rv e  D e f ic ie n c y , In s u ra n c e
P o l ic ie s ........................................................ 1083-1.05

. R e s t ru c tu r in g  o f  D e b t . . . .  5363.031; 5363.035—
.039

. S a le -L e a s e b a c k  T r a n s a c t io n s ............  4053.033;
4053.107

. S a le s -T y p e  L e a s e s ......................................4053.017

. T a x  E ffe c ts  in In te r im  P e r io d s  ............  2071.20;
2071-1.08—.20; 2071-1.32; 2071-1.84— .85 

. T e rm in a te d  W a r a n d  D e fen se
C o n tra c ts  ........................................... 4043.26—.27

. U n in s u re d  R isks  ..................................  4311.27—.30

. U n p ro v e d  O il a n d  G as P r o p e r t ie s ..........
....................................  6021.012; 6021.028; 6021.040

. U n re a liz e d — See U n re a liz e d  G a in s  o r  
L o sse s

. U n u s u a l I t e m s ................................9008.03; 9008.10

. U t i l i t y  o f  G o o d s  .......... 4311.74— .75; 5121.07—.09

. U t i l i t y  o f  G o o d s  (S -5 A ) .............................  1027.09

. V a r ia b i l i ty  in  N e t In c o m e   .......... 4311.63—.65

LOWER OF COST OR M ARKET
. C o n s e rv a t is m  C o n v e n t io n .....................  1026.35
. E x c e p tio n  to  P r in c ip le ............................... 1026.26
. I l l u s t r a t io n ........................................... 1083-2.07—.09
. In te r im  F in a n c ia l S ta te m e n ts  .........  1082-2.06;

1083-2.11; 2071.14
. In v e n to ry  P r ic in g  ..........  1027.09; 1083.014— .015;

1083.038; 1083.046— .049; 1083-2.01-.11; 
2071.14; 5121.07—.13; 9002.20; 9002.26; 9006.03

. L oss  R e c o g n i t io n ...............  4311.74— .75; 5131.05;
5131.19; 9002.16; 9002.28— .32

. L oss  R e c o g n it io n  ( S - 5 A ) ........................... 1027.09

. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.08;
5132.10; 5132.15; 5132.29; 5132-2.01—.05; 

5132-3.01; 5132-5.03; 5132-5.09—. 10
. M e a s u re m e n t B a s e ....................................  1022.27
. M e a s u re m e n t R u le  ( M - 5 A ) ...................... 1027.09
. P e rs o n a l F in a n c ia l S ta te m e n ts  . . . 5132-1.01—

.02
. P r ic e -L e v e l R e s ta te m e n ts ......................  1071.37;

1071C. 17
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

............  1083.014— .015; 1083.038; 1083.046-.049;
1083-2.01-.11

. U n it  o f  M e a s u r e .........................................  1083-2.02

M A N A G E M E N T
. A b il i ty  to  R e f in a n c e  ...................  2033.11; 2033.22
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M A N A G E M E N T — c o n t in u e d

. A c c o u n t in g  .....................................................  1023.01

. A c c o u n t in g  P o l ic ie s .......... 2045.06; 9001.08—.09;
9008.14— .15

. C o m m e n ta ry  o n  In te r im  R e s u lts  . . . .  2071.32

. C o n tro l  o f  E v e n ts  .  ......................................2012.21

. D e p re c ia t io n  M e th o d s  .............................. 9004.12

. D e te rm in a t io n  o f In d u s try
S e g m e n ts .........................................  2081.012—.013

. F a c to ry  M a n a g e m e n t C o s ts  .................. 9002.07

. F o re ig n  E x c h a n g e  R a te  C h a n g e s  . . . 1083.224 

. F o re ig n  v. D o m e s t ic  B o r ro w in g  . . . .  1083.182

. F o rw a rd  E x c h a n g e  C o n t r a c t s ............  1083.211

. In te n t  to  R e f in a n c e  .......... 2033.10; 2033.21—.22;
2033.24

. In te rn a t io n a l A c c o u n t in g
S t a n d a r d s .....................................  9000.06; 9001.04

. L it ig a t io n ,  C la im s , a nd
A s s e s s m e n ts  ............................................... 4311.36

. N e e d  fo r  I n f o r m a t io n .................  1024.06; 1025.12

. N e t In c o m e  D e te rm in a t io n  .....................2010.10

. P la n  fo r  D is p o s a l o f  S e g m e n t ................ 2012.14

. P r ic e -L e v e l S ta te m e n ts  ............................ 1071.06

. R e s e a rc h  a n d  D e v e lo p m e n t
A c t iv i t ie s  .............................  4211.53—.54; 9009.17

. R e s p o n s ib ilit ie s

. . F in a n c ia l S ta te m e n ts  ..............510.11; 9000.07;
9001.04

. . R e p la c e m e n t, P la n t a n d
M a c h in e ry  ....................................... 4071.05—.06

. . R e te n t io n  o f  E a rn in g s  ............  1071.02; 4071.16

. . S te w a rd s h ip  a n d  O t h e r ........................  1024.01

. . U se  o f  G e n e ra lly  A c c e p te d
A c c o u n t in g  P r in c ip le s ........................  1024.36

. R o le  in  P o o lin g  o f  I n t e r e s t s ...................  1091.29;
U1091.119-.125

. S ig n if ic a n t  I n f lu e n c e .................9003.04; 9003.06;
9003.38

. U se  o f  F i n a n c i a l  I n f o r m a t i o n  ..............  1023.05;
1023.08; 1024.10

M A N U F A C T U R E R  O R  D E A LE R  LE S S O R S
. F a ir  V a lu e  o f  L e a se d  P r o p e r t y ............. 4053.005
. L ea s e s  a s  T ra n s fe rs  o f  R ig h t s ............. 4053.061
. S a le s -T y p e  L e a se s  . . . .  4053.006; 4053.098—.102

M A N U F A C T U R IN G
. C o s t A t ta c h m e n t  to  P r o d u c t s ............  1026.22;

2071.13—.14
. In c lu d e d  in  P r o d u c t io n  ...........  1023.23; 1027.10
. P ro d u c t io n  O v e r h e a d .......................9002.07—.11;

9002.21—.22
. S p e c if ic  P ro je c ts  .......................................... 9002.25

M A R G IN , N O R M A L  P R O F IT
. In v e n to ry  P r ic in g  ............................... 5121.08—.09
. T ra n s la te d  M a rk e t  fo r  I n v e n to r y ............

1083-2.04— .05; 1083-2.07-.09

M A R K E T
. In v e n to ry  P r ic in g  ............................... 5121.07—.13
. P r ic e -L e v e l R e s ta te m e n ts  ....................... 1071.37

M A R K E T  P A R IT Y
. C o m m o n  S to c k  E q u iv a le n c e  ..............  2011.32;

2011B.11
. D e f in i t i o n .........................................................2011D.17
. D e s c r ip t io n  o f M e th o d  .................2011B.13—.14

M A R K E T  P R IC E S
. A s s e t V a lu a t io n ...............................................9006.06
. A s s e ts  Is s u e d  In  D e b t

R e s t r u c tu r in g ............................................ 5363.013
. A s s u m e d  P u rc h a s e  o f  D e b t .........U2011.265—

.266
. C a s h  Y ie ld  T e s t .......................................... U2011.136
. C h a n g e s , C o n v e r t ib le  S e c u r i t ie s ............

.............................................................. U2011.127-.128
. C h a n g e s  n o t  R e c o r d e d ............................. 1024.12
. C o m m o n  S to c k  E q u iv a le n ts  ..................2011.31
. C o n d it io n s , C o n t in g e n t  Is s u a n c e  ..........

.............................................................U2011.314-.321

M AR KET PRICES— c o n t in u e d
. C o n d it io n s  fo r  Issue  o f S h a re s  ..........2011 A. 18
. C o n t in g e n t  C o n v e r t ib le s  .................... U2011.331
. C o n v e rs io n  o f D e b t .......................... 5516.02—.03
. C o n v e rs io n  O p t io n ........................................5516.06
. C o n v e rs io n  P r i c e s ........................................2011.31
. C r ite r ia ,  C o m m o n  S to c k

E q u iv a le n c e  ..................................................2011.33
. C u r re n t  S e llin g  P r ic e — S ee C u r re n t  

S e llin g  P r ic e
. D e b e n tu re s  ....................................  1071.23; 1071.34
. D is c lo s u re  U n d e r  E q u ity  M e th o d  . . . .  5131.20
. E ffe c t o f  S ta b le  E a rn in g s  ..........................4311.65
. E x e rc is e  P r ic e s  ............  2011.36; U2011.026—.027
. E x t in g u is h m e n t o f  C o n v e r t ib le

D e b t ................................................  5362.15; 5362.21
. F a ir  V a lu e , D e b t w ith  W a r r a n t s ............ 5516.13
. In d ic a to r  o f F a ir  V a lu e  ............  1041.25; 1091.23;

1091.74— .75
. In f lu e n c e d  b y  E a rn in g s  C a p a c it ie s  . . . 1091.24 
. In te rs e g m e n t S a le s  o r  T ra n s fe rs  ...2 08 1 .0 7 7
. In v e s tm e n t C o m p a n ie s  ( S - 4 A ) ............  1027.09
. In v e s tm e n t V a lu e ...................... 2011.32; 2011B.10
. M a rk e t V a lu e  M e t h o d ................................. 5131.09
. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.07;

5132-3.02; 5132-5.02—.10
. M a rk e ta b le  S e c u r it ie s  (S -5 B ) ............... 1027.09
. N e t R ea liz a b le  V a lu e ................................... 9002.30
. N o n m o n e ta ry  I te m s  . . . .  1071.19—.20; 1071D.01
. P h a n to m  S to c k  P la n s ...............................4062A.12
. P re c io u s  M e ta ls  ..................................5121.15— .16
. S to c k  Issu e d  fo r  W a r r a n t s ........................5516.12
. S to c k  Issu e d  to  E m p lo y e e s .....................4062.10
. S to c k  S p lit-U p s , E f f e c t .............................  5561.02
. T re a s u ry  S to c k  M e th o d  ............................ 2011.36
. . A n t i-D ilu t io n  T e s t ................... U2011.159—.161;

U2011.236-.239
. . A p p l i c a b i l i t y ............................... U2011.175—.194
. . A v e ra g e , C o m p u ta t io n s  .................U2011.358
. . S to c k  O p tio n s , D e fe r re d  . . . U2011.274— .282 
. . T h re e -M o n th  T e s t . . . U2011.027; U2011.223—

.227
. . T im e  P e r io d s  .............................U2011.202—.204
. T ra n s la t io n  o f  F o re ig n  B a la n c e s ............

1083.012—.013; 1083.046-.049; 1083.127;
1083.219-220; 1083-2.01-.11

M AR KET VALUE
. B a s is  fo r  M a rk e ta b le  S e c u r i t ie s .......... 5132.29;

5132-5.01; 5132-5.09—.10 
. C h a n g e s  A f te r  B a la n c e  S h e e t D a te  . . . .

...............................................................5132-2.01—.05
. D e b t S e c u r it ie s
. . C o m p a re d  to  C a r ry in g  A m o u n t . . . 5362.09;

5362.20—.21
. D e c lin e , M a rk e ta b le  S e c u r it ie s  ........... 5132.01;

5132.21; 5132.29; 5132-3.01—.05; 5132-5.01;
5132-5.09—.10

. D is c lo s u re  fo r  T e m p o ra ry
In v e s tm e n ts .................  2031.09; 5132.01; 9005.13

. F o rw a rd  E x c h a n g e  C o n t r a c t s .......... 1083.209—
.211

. M e th o d , fo r  In v e s tm e n ts  ...............5131.08— .13

. N o te s  R e c e iv a b le /P a y a b le  ..........4111.08—.11;
4111.13

. O w n e rs ’ In v e s tm e n t ( M - 2 ) ......................  1027.08

. P e n s io n  F u n d  In v e s tm e n ts  .......... 4063.28—.29;
U4063.103-.108

. P ro p e r ty ,  P la n t a n d  E q u ip m e n t .......... 4072.01

. R e s id u a l S e c u r i t ie s ...................... 2011.05; 2011.10

. R e s t ru c tu r in g  o f  D e b t .......... 5363.013; 5363.027

. S h a re s , S to c k  D iv id e n d s  .........................  5561.10

. S h a re s , U n re a liz e d  A p p re c ia t io n  . . . .  5561.06

. S to c k  Issu e d  to  E m p lo y e e s .....................4061.13;
4062.10

M AR KETABLE SECURITIES
. A p p lic a b il ity  o f  S e c t io n .......... 5132.05; 5132.39—
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M AR KETABLE SECURITIES— c o n t in u e d
. B a s is  fo r  C o n c lu s io n s  ......................  5132.24— .41
. B r o k e r - D e a le r s ..............................................  2033.07
. C h a n g e  in C la s s i f ic a t io n ..........5132.10; 5132.23;

5132.32:5132.41; 5132-5.03
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

.................  5132.03; 5132.09; 5132.15; 5132.18—.20;
5132-4.01—.08

. C o s t B a s is — S ee C o s t B a s is

. D e f in it io n s  o f T e r m s ..............  5132.07; 5132-5.02;
5132-5.04— .08; 5132-5.10

. D is c lo s u re  R e q u ire m e n ts .............. 5132.11—.13;
5132.16—.17; 5132.20; 9005.12— 13 

. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.01—.22 

. E ffe c t iv e  D a te  o f  S e c tio n  . . . .  5132.23; 5132.41

. E q u ity  M e t h o d ............... 5132.06; 5132.09; 5132.18

. E x t in g u is h m e n t o f  D e b t .................2013.01—.17

. F o re ig n  M a r k e t s ........................  5132.07; 5132-5.02

. G a in s  o r  L o s s e s — S ee G a in s  o r  L o sse s

. I l lu s t ra t iv e  S ta te m e n ts .............................5132.42

. Im p a ir m e n t  o f  V a lu e  . . . .  2031.09; 4311.74— .75; 
5132.01; 5132.07; 5132-2.01—.05; 5132-3.01—.05;

5132-5.09—.10
. In c o m e  T a x e s ..................................................5132.22
. In v e s tm e n t C o m p a n ie s  ( S - 4 A ) ............  1027.09
. Is s u e d  in  B u s in e s s  C o m b in a t io n ............

U1091.138-.140
. L o w e r  o f C o s t o r  M a rk e t  . . . .  5131.05; 5132.08; 

5132.10; 5132.15; 5132.29; 5132-3.01; 5132-5.03;
5132-5.09—.10

. M a rk e t  P r ic e  D e c lin e s  ( M - 5 B ) ............... 1027.09

. M a rk e t  P r ic e  D e c lin e s  (S -5 B ) ............... 1027.09

. M a rk e t  V a lu e  D e c l in e .................5132.01; 5132.21

. N o n m a rk e ta b le — S ee N o n m a rk e ta b le  
S e c u r it ie s

. N o n m o n e ta ry  I t e m s .................  1041.03; 1041.05;
1071B.02

. P a re n t C o m p a n y  S ta te m e n ts  ............  5132.03;
5132.09; 5132.18— .20 

. P e rs o n a l F in a n c ia l S ta te m e n ts  . . . 5132-1.01—
.03

. P o r t fo l io — S ee P o r t fo l io ,  M a rk e ta b le  
S e c u r it ie s

. P r ic e -L e v e l R e s t a t e m e n ts ................... 1071C.17

. S c o p e  o f  S e c t io n .................  5132.03; 5132.25—.28

. S p e c ia liz e d  In d u s tr y  A c c o u n t in g
P r a c t i c e s ....................  5132.14— .20; 5132.36—.38;

5363.027
. T ra n s it io n  M e th o d  ......................  5132.23; 5132.41
. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . 1083.040;

1083.127; 1083.1 6 9 -. 171; 1083.219—.220

M A R K ETIN G
. P ro d u c t io n  A c t i v i t y ....................................  1023.23
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t i v i t i e s ..........4211.08; 4211.53—.54; 4211-3.04;
4211-3.07—.09; 9009.07-.10; 9009 .17- 18 

. S e g m e n ts  o f  a B u s in e s s  . . . 2081.001; 2081.013;
2081.100

M A TC H IN G  P R IN C IPLE — See a ls o  In c o m e  
D e te rm in a t io n

. B u s in e s s  C o m b in a t io n s  .............................1091.69

. C a ta s t ro p h e  L o s s e s ....................  4311.92; 4311.98

. C o m p le te d - C o n t r a c t  M e t h o d ...............4031.10

. C o m p re h e n s iv e  T a x  A llo c a t io n  ........... 4091.30;
U4091.022-.023; U4091.036

. C o n t in g e n c ie s  ......................  4311.76—.80; 4311.86

. D e fe r re d  C o s t s ................................................5141.21

. E x p e n s e  R e c o g n it io n  . . . 2062.30—.33; 4211.47—
.49

. In c o m e  D e te rm in a t io n  ..............4091.13; 9001.07

. In te r im  F in a n c ia l S ta te m e n ts  . . . 2071.13—.14

. I n v e n t o r ie s .............................  5121.03—.04; 5121.08

. M e a s u re m e n t,  In c o m e  T a x
E x p e n s e  . . . 4091.35; U4091.022; U4091.035—.047 

. R a te -M a k in g  P ro c e s s e s  . . . .  6011.02; 6011.04—
.05

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.56 

. S u b o rd in a te d  to  R e a liz a t io n  ............U4091.077

M A R

M ATER IAL EQUITY
. C r ite r io n  fo r  C la s s ify in g  Lea se s  . . . .  4053.061;

4053.073

M A TE R IA LITY
. A P B  O p in io n s .................................................... 510.09
. B a s ic  F e a tu re  o f F in a n c ia l

A c c o u n t in g  .................................. 1022.17; 1025.15
. C h a n g e s , A c c o u n t in g .............. 1051.38; 9001.15;

9001.22; 9002.34; 9008.16; 9008.21-.23
. C o n v e rs io n  O p t io n ........................................ 5516.09
. D ilu t io n , E a rn in g s  p e r  S h a r e ...................2011.14;

U2011.010; U2011.073-.080; U2011.089
. E x t in g u is h m e n t o f  D e b t ..........  2013.08; 4055.03
. E x tra o rd in a ry  I te m s  .................  2012.24; 2071.21;

2071-1.35
. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.029
. F o rm a t o f  S ta te m e n ts  .............................. 9005.04
. In c o m e  T a x  A l lo c a t io n ..........4091.06; U4091.015
. In fo rm a t io n  to  Be D is c lo s e d  . . . .  9005.06—.08
. In te r im  v . A n n u a l R e p o r ts  ......................  2071.29
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s ...................................................... 9000.12
. In v e s tm e n t C r e d i t ...................... U4094.001—.004
. N o te s  R e c e iv a b le /P a y a b le ....................... 4111.09
. P e n s io n  P la n s ............... 4063.36; U4063.125—.127;

U4063.131-.145
. P r io r  P e r io d  A d ju s tm e n ts ..........................2014.13
. R e la tio n  to  R u le  2 0 3  ......................................520.05
. S e le c t io n  o f A c c o u n t in g  P o lic ie s  .. . .9 0 0 1 .0 9 ;

9001.17
. T re a s u ry  S to c k  T ra n s a c t io n s  . . . .  5542.10—.11 

M ATER IALS
. In v e n to ry  C o s ts  ......................... 9002.07; 9002.31
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

..........................................................................6021.024
. P re s e n ta t io n  o f  I n v e n to r ie s ..........9002.18—.19
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t iv i t ie s ................... 4211.11; 4211.33; 4211-1.04;
4211-3.02; 9009.03; 9009.06; 9009.15

M A TH E M A TIC A L R ELATIO NSHIPS
. B a s ic  E le m e n ts .............................  1025.19; 1025.21
. C u r re n t  R a te  M e th o d .................... 1083.135—.136
. E c o n o m ic  E le m e n ts ....................................  1023.21
. E r ro rs  in  F in a n c ia l S ta te m e n ts ............1051.13
. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.223

M E A SU R A B ILITY
. C r ite r io n  fo r  A s s e t R e c o g n it io n  . . . .  4211.43—

.45
. F u tu re  B e n e f i t s ........................... 4211.53—.54
. L oss  C o n t in g e n c ie s  . . . .  4311.08; 4311-1.01—.08

M EASU R EM EN T
. A c c o u n t in g  O p e r a t io n s ............................  1027.02
. A t t r ib u te s  S e le c t e d ...................  1023.28; 1024.18;

1083.003; 1083.080-.082; 1083.129; 2081.066
. B a se d  o n  C la s s if ic a t io n  S y s t e m .........  1022.26
. B a se d  o n  E x c h a n g e s .................................  1026.26
. B a se d  o n  E x c h a n g e s  (S -1 ) .....................  1027.07
. B ases
. . A c q u is it io n  C o s t . . . 1022.27; 1027.05; 1083.123
. . C u r re n t  P u rc h a s e  E x c h a n g e ...........  1083.12
. . C u r re n t  S a le s  E x c h a n g e .....................  1027.05;

1083.012; 1083.123
. . D is c lo s u re  R e q u ire m e n ts  ................  1027.26;

9006.16—.17
. . F a ir V a lu e .......................................... 1041.18— .19
. . F u tu re  E x c h a n g e  P r ic e  .......................  1027.05
. . H is to r ic a l C o s t ...................... 1027.05; 1083.012;

1083.1 0 8 -.110; 1083.123
. . N e t R e a liz a b le  V a lu e  ............................ 1022.27
. . R e la tio n  to  E c o n o m ic  E le m e n ts  . . . 1025.13
. C o m p a r is o n  w ith  V a lu a t io n ..................  1023.27
. C o m p e n s a t io n  C o s t, S to c k  P la n s ..........

4061.12—.13; 4062.04-.05; 406 2 .1 0 -.11;
4062A.01—.14

. D a te  fo r  C o m p e n s a to ry  P la n s .4062.10—
.11; 4062A.02

Copyright© 1978, American Institute of Certified Public Accountants, Inc.



AC Topical Index
R eferences a re  to  AC se c tio n  and pa ra g ra p h  num bers .

15,265
M E A S U R E M E N T — c o n t in u e d

. D a te  fo r  D is p o s a l o f  S e g m e n t ..............2012.14,
4311.74— .75

. D e v e lo p m e n t S ta g e  E n te r p r is e s ..........2062.44

. E c o n o m ic  A c t iv i ty  ............  1023.03; 1023.27—.33;
1029.06

. E c o n o m ic  O b l ig a t io n s ..............  1022.17; 1024.12;
1025.05; 1025.07

. E c o n o m ic  R e s o u rc e s  ..........  1022.17; 1024.12;
1025.05; 1025.07; 1025.09

. E x c h a n g e  P r ic e ..............................................  1023.31

. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.003;
1083.006; 1083.123; 1083.149; 1083.201-.203;

1083.215; 1083.227-.235 
. G a in  o n  D e b t R e s t ru c tu r in g  . . . 5363.013—.015;

5363.024
. In c o m e  T a x  E xp e n se  . . . U4091.022; U4091.035—

.047
. In f la t io n  ...................................................  1026.30—.32
. In te re s t  R a te s  fo r  N o t e s ................. 4111.12—.13
. L ia b il i t ie s  (M -1 C )  .........................................  1027.07
. L im i t a t io n s ...................................................... 1023.33; 1024.40
. L o s s  o n  D e b t R e s t r u c tu r in g .................  5363.035
. M o n e y  T e rm s  ............... 1023.30; 1025.07; 1025.09;

1025.16; 1026.29—.30
. N o n m o n e ta ry  T r a n s a c t io n s ..........1041.01—.29
. P re s e n t V a lu e ......................4111.04; 4111.08—.09;

4111A.01—.02
. P r in c ip le s — S ee P e rv a s iv e

M e a s u re m e n t P r in c ip le s  
. P r o b le m s ..................................  1022.12; 1023.28— .29
. P ro p o s a ls  fo r  C h a n g e ..............................  1029.10
. P u rc h a s in g  P o w e r C h a n g e s ..................  1023.30
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

4211.44— .45
. R e v e n u e  ( M - 1 F ) ..........................................  1027.07
. R e v e n u e  o f  S e g m e n t ............  2081.008; 2081.077;

2081.085
. T a x  E f f e c t s ___U4091.031-.033; U4091.0 5 6 - .064
. T e m p o ra l M e th o d  ................................... 1083.123
. T e s t f o r  V e r i f ia b i l i t y ................................... 1024.18
. T im e  P e r io d s .................................. 1023.15; 1023.28
. T im in g  D if fe r e n c e s .......................................4095.10
. U n it  o f  M e a s u re  ............... 1026.29—.32; 1083.006;

1083.068—.070; 1083.137

M E D IU M  OF EXCHANGE— S ee U n it  o f 
M e a s u re

M E R C H A N T M A R IN E  ACT OF 1 9 70
. In c o m e  T a x e s — S p e c ia l A r e a s ...............4095.02

MERGERS— S ee B u s in e s s  C o m b in a t io n s

M E TA LS , PRECIOUS
. In v e n to ry  P r ic in g  ............................... 5121.15—.16
. R e v e n u e  R e c o g n it io n  ................    1026.16
. R e v e n u e  R e c o g n it io n  (M -6 D ) ............... 1027.10
. R e v e n u e  R e c o g n it io n  (S -6 D ) .................  1027.10

M E TH O D S  OF AC C O U N TIN G
. C h a n g e s , A c c o u n t in g ......................  1051.01—.40;

9004.14—.16
. C o m p le te d  C o n t r a c t .................  1051.09; 1051.14;

4031.09—.14
. C o n s t r u c t io n  T y p e  C o n t r a c t s ............... 1051.09;

1051.14; 1051.27—.28; 4031.03—.15 
. C o s t ( U n c o n s o lid a te d  S u b s id ia r ie s )  . . .

...................................................  2051.18; 9003.19-.20
. C o s t R e c o v e ry  ................................................4020.01
. C u r r e n t - N o n c u r r e n t  M e th o d  .......... 1083.060—

.062; 1083.129-.132
. C u r r e n t  R a te  M e th o d ...................  1083.133— .139
. D e f in it io n  ; ......................................................... 1051.07
. D e p re c ia t io n  . . . .  1051.09; 1051.22—.24; 4073.05;

9004.08; 9004.12-.18; 9005.12 
. D is c lo s u re  o f A c c o u n t in g  P o lic ie s  . . . 2045.12;

9001.07:9006.16— .17
. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.18—.21 
. E q u ity — S ee E q u ity  M e th o d  
. F a ir  V a lu e  B a s is  ............................................1041.18

M E T H O D S  O F A C C O U N T IN G — c o n t in u e d  
. F o re ig n  C u r re n c y  F in a n c ia l

S ta te m e n ts  .................  1083.121—.139; 1083.214
. Fu ll C o s t— S ee Fu ll C o s t M e th o d
. G ro s s  P r o f i t  M e t h o d ..................................  2071.14
. I l lu s t ra t io n
. . C h a n g e  in  C o m p le te d  C o n t r a c t

M e t h o d ............................................1051B.01—.04
. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .

.................................... 1051A.01—.04; 2072.17-.21
. . C h a n g e  to  L IFO  M e th o d  ...........  2072.22—.25
. In s ta l lm e n t  ......................................................4020.01
. In te re s t  M e th o d  o f  A m o r t iz a t io n  . . . 5361.01—

.02
. In v e n to ry  C o s ts  . . . 1051-1.01—.05; 9002.13—.15;

9002.34— .35
. In v e s tm e n t C r e d i t s ........U4094.005—.010
. J u s t i f ic a t io n  fo r  C h a n g e ..................1051.15—.16
. M o n e ta ry -N o n m o n e ta ry  M e t h o d ..........

1083.062— 064; 1083.126—.128
. N e t-S p re a d  M e t h o d ...... 1091-1.01—.02;

1091-1.04
. P e rc e n ta g e  o f  C o m p le t io n  . . . 1051.09; 1051.14;

4031.04— .08
. P r ic e -L e v e l C h a n g e s  ....................... 9006.16— .17
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

........................ 4211.37; 9009.09—.11; 9009.15—.18
. S e p a ra te -V a lu a tio n  M e th o d ............... 1091-1.01;

1091-1.03
. S u c c e s s fu l E ffo r ts — S ee S u c c e s s fu l 

E ffo r ts  M e th o d
. T e m p o ra l M e t h o d ..........  1083.123—.125

M IN E R A LS
. In v e n to ry  P r i c in g .......................................... 5121.16
. L ease  A g r e e m e n ts ..................................... 4053.001
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

........................................ 6021.001; 6021.011; 6021.015
. P ro p e r ty  C o n v e y a n c e s  ..............6021.042—.047
. P u rc h a s e s  o f  M in e ra ls - in -P la c e .........  6021.051
. R e p la c e m e n t C o s ts  ...............6021.082; 6021.096

M IN O R IT Y  INTERESTS
. A c q u is it io n  b y  M a jo r i t y ............ U1091.025—.031;

U1091.151-.154; U1091.009-.102
. B u s in e s s  C o m b in a t io n s  .......... 1091.05; 1091.43;

1091.99; 1092.02; U1091.050-.060; U1091.086-
.089

. C o n s o lid a t io n  P o l i c y ..................................  2051.03
. D e f in i t io n ............................................................9003.04
. E q u ity  M e th o d  o f  A c c o u n t in g ............... 1027.23;

5131.17; 9003.04
. E x c e s s iv e  L o sse s  ........................  2051.14; 9003.17
. E x te rn a l E v e n ts  R e c o rd e d  (S -4 A ) . . . .  1027.09 
. F in a n c ia l S ta te m e n t P resen ta tio n  . . . 9003.43
. F o re ig n  S u b s id ia r ie s  ................................ 1083.043
. In c re a s e s  in  A s s e ts  ....................................  1027.13
. In ta n g ib le  A s s e ts  ...........................................5141.05
. N e e d s  o f U s e r s ..............................................  9003.07
. N o n m o n e ta ry  I te m s  ................................. 1071B.04
. S e g m e n ts  o f a B u s in e s s  . . . .  2081.010; 2081.079
. S ig n if ic a n t M in o r i ty  D e f in e d  ..............U1091.088
. U n re a liz e d  P r o f i t ........................... 2051.13; 9003.12

M ISLEAD IN G  F IN A N C IA L STATEM EN TS
. C o m p a ra b i l it y  C o n d i t io n s ............... 1024.24— .25
. D is c lo s u re  o f  A c c o u n t in g  P o lic ie s  . . . 9001.10;

9001.20
. E r ro rs — See E r ro rs  in  F in a n c ia l 

S ta te m e n ts
. In v e n to ry  W r i te d o w n s ................................. 9002.17
. P r ic e -L e v e l R e s t a t e m e n ts ................... : 1071.46
. R e a c tio n s  to  A R S  N o . 3  .............................1010.02
. R u le  2 0 3 — A c c o u n t in g  P r in c ip le s .......... 520.01

M ISTAKES— See E r ro rs  in  F in a n c ia l 
S ta te m e n ts

M O D IFYIN G  C O N V EN TIO N S
. A p p lic a t io n , P e rv a s iv e  M e a s u re m e n t

P r in c ip le s ....................................... 1022.20; 1026.33
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15,266 AC Topical Index
R efe rences are  to  AC se c tio n  and p a rag raph  num bers .

M O D IFY IN G  C O N V EN TIO N S — c o n t in u e d
. C o n s e rv a t is m  ................................ 1022.20; 1026.35
. D iv is io n  o f  P e rv a s iv e  P r in c ip le s .......... 1022.20;

1026.07
. J u d g m e n t,  C o lle c t iv e  vs . In d iv id u a l . . .

...........................................................................  1026.34

M O N ETAR Y ASSETS
. A m o u n ts , P r ic e -L e v e l S ta te m e n ts  . . . 1071.38
. B a s is  fo r  A c c o u n t in g ................................. 1041.01; 1041.18
. C o n d e m n a t io n  P ro c e e d in g s  ................1041.04
. D e f in it io n  ........................................  1041.03; 1071.18
. E ffe c t o f  H o ld in g .........................................  1071.33; 1071.48
. E x a m p le s ..................................  ................. 1071B.02
. E x t in g u is h m e n t o f  D e b t ...........................2013.04
. F o re ig n  C u r r e n c y ........................................... 1071.22
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.062—

.064; 1083.124; 1083.127
. G a in  o r  L o s s  C a lc u la t io n s ............... 1071.40— .42
. I d e n t i f ic a t io n .................................................. 1071C.08
. P r ic e -L e v e l G a in s  a n d  L o s s e s .................1071.33
. P u rp o s e  o f  H o ld in g  .................................... 1071.34
. R e s ta te m e n t P r o c e d u r e .......................... 1071C.16
. R o ll-F o rw a rd  P r o c e d u r e .............................1071.38

M O N ETAR Y L IA B IL IT IE S
. A m o u n ts , P r ic e -L e v e l S ta te m e n ts  . . . 1071.38
. B a s is  fo r  A c c o u n t in g .................................1041.01; 1041.18
. C o n v e r t ib le  D e b t ......................................... 1071.23; 1071.34
. D e b e n tu r e s ....................................................... 1071.34
. D e f in it io n  ........................................  1041.03; 1071.18
. E ffe c t o f  H o ld in g ......................................... 1071.33; 1071.48
. E x a m p le s ..........................................................1071B.03
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.062—

.064; 1083.124
. G a in  o r  L oss  C a lc u la t io n s ............... 1071.40—.42
. I d e n t i f ic a t io n ..................................... 1071C.08
. P r ic e -L e v e l G a in s  a n d  L o sse s  ................ 1071.33
. P u rp o s e  o f  H o ld in g .....  1071.34
. R e s ta te m e n t P r o c e d u r e ..........................................  1071C.16
. R o ll-F o rw a rd  P r o c e d u r e ...................   1071.38

M O N E TA R Y -N O N M O N E TA R Y  M ETHOD
. C o m p a r is o n  w ith  T e m p o ra l

M e th o d  ........................................................  1083.124
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

............... 1083.062—.064; 1083.121; 1083.126—.128
. T ra n s la t io n  o f  In v e n to r ie s  .................... 1083.153

M O N EY
. C u r r e n t  D o l la r s ................................................ 1071.32
. C y c le s  o f  A c t i v i t y .........................................  1025.08
. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .

...........................................................................  9005.07
. E c o n o m ic  O b l ig a t io n s ................................ 1023.19
. E c o n o m ic  R e s o u rc e s  ................................  1023.18
. E x c h a n g e  fo r  N o t e s ............................ 4111.01—.16
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.006;

1083.068—.070
. In te rn a t io n a l M o n e ta ry  S y s te m  . . . .  1083.001;

1083.053
. M e a s u re d  a t  F a ce  A m o u n t ( M - 1A ) . . .  1027.07 
. P r ic e -L e v e l G a in s  a n d  L o s s e s  . . .  1071.17—.23
. P r ic e s , T y p e s  ................................................. 1023.31
. P u rc h a s in g  P o w e r C h a n g e s .................  1023.30;

1026.30-.32; 9006.02; 9006.08-.10
. U n it  o f  M e a s u re  .......... 1022.17; 1023.30; 1025.07;

1026.29—.30; 1083-1.05; 9006.08—.12
M O NEY-PURCHASE P L A N S ......................4063B.19

M O R TALITY
. A c tu a r ia l A s s u m p t io n s  ............................ 4063A.07
. D e fe r re d  C o m p e n s a t io n  C o n tra c ts  . . .

.............................................................................   4064.02
M O R TALITY  RATE

. D e f in i t i o n ........................................................ 4063B.28

MORTGAGES
. In te re s t  R a te s  o n  L o a n s ........................... 4111.13
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  1091-1.02
. T a x -e x e m p t D e b t ........................ 4055.01; 4055.04

MOD

M O TIO N  PICTURE FILM S
. L ic e n s in g  A g r e e m e n ts ..............................4053.001

M O VIN G  AVERAGE M ETHOD
. A c tu a r ia l G a in s  (L o s s e s )
. . I l lu s t ra t io n  o f A p p lic a t io n  ...........U4063.099—.101
. P e n s io n  F u n d s
. . U n re a liz e d  A p p re c ia t io n

(D e p re c ia t io n )  ....................................... 4063.29

M U LTIP LE  JU R IS D IC T IO N S
. In te r im  P e r io d  T a x e s  . . . .  2071-1.22; 2071-1.83—

.85

M U N IC IP A LIT IE S
. A p p lic a b i l ity  o f  A P B  O p in io n s .................510.05

M U T U A L C O M PAN IES
. E a rn in g s  p e r  S h a r e ................... 2011.06; 2083.08;

U2011.069
. F u n d s  S ta te m e n ts  ................ ..................... ..................... U2021.005—.009
. M a rk e ta b le  E q u ity  S e c u r i t ie s .............. 5132.05;

5132.39
. N o n p u b lic  E n te rp r is e s  .............................-2083.08

M U T U A L FUNDS— S ee In v e s tm e n t 
C o m p a n ie s

M U T U A L SAVINGS BANKS
. M a rk e ta b le  E q u ity  S e c u r i t ie s .............. 5132.05;

5132.39— .40
. T a x  E ffe c ts , G e n e ra l R e s e rv e s  . . .  4095.19—.25

N A T IO N A L ASSOCIATIO N OF 
AC C O U N TAN TS

. R e s e a rc h  R e p o r t  o n  F o re ig n
O p e ra t io n s  ................................................  1083.062

. S e g m e n t R e p o r t in g ..................................  2081.043
N A T IO N A L ASSO C IATIO N  OF 

SECURITIES DEALERS
. A u to m a t ic  Q u o ta t io n s  S y s te m  . . . . . .  5132.07;

5132-5.02; 5132-5.05
N A TIO N A L IN C O M E ACCO UNTS

. G e n e ra l P r ic e -L e v e l R e s ta te m e n ts  . . . .
...........................................................................1071.24

N A T IO N A L Q U O TATIO N S BUREAU
. O v e r - th e -C o u n te r  S to c k s  ......................  5132.07;

5132-5.02; 5132-5.05
N A TIO N A L SCIENCE FO UN D ATIO N  

(N SF)
. D e f in it io n , R e s e a rc h  a n d

D e v e lo p m e n t ....................................  4211.25— .28
. S ta t is t ic s  o n  R e s e a rc h  a n d

D e v e lo p m e n t .................................... 4211.17

N A TU R AL GAS PRODUCING
C O M PAN IES— See a ls o  O il a n d  G as 
P ro d u c in g  C o m p a n ie s  

. F e d e ra l P o w e r C o m m is s io n  O rd e r  N o.
4 4 0 ....................................   6021.069

N A TU R AL RESOURCES
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

.............................................................................1091.88
. L ea se  A g r e e m e n ts .....................................4053.001
. N o n r e g e n e r a t iv e ............... .. .6 0 2 1 .0 0 6 ; 6021.081
. O il a n d  G as— See O il a n d  G as 

P ro d u c in g  C o m p a n ie s

NEGATIVE GOODW ILL
. B u s in e s s  C o m b in a t io n s  . . . .  1091.87; 1091.91—

.92
. O p e ra t in g  L o s s  C a r r y fo rw a rd s  ...............

U4091.104— .105
N ET ASSETS

. P e r C o m m o n  S h a r e ............... 2011.39; U2011.014

NET IN C O M E
. A g g re g a te  o v e r  L ife  o f  E n te rp r is e  . . . .  2010.13 
. A ll In c lu s iv e  C o n c e p t  . . . .  2010.12—.13; 2012.01;

2012.04; 9008.04; 9008.06-.08
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N E T  IN C O M E — c o n t in u e d  

. B a s ic  E le m e n t o f  F in a n c ia l
A c c o u n t in g ...........................   1022.18

. C a te g o ry  in  In c o m e  S ta te m e n t .......... 1022.04

. C h a n g e  in  A c c o u n t in g  P r in c ip le  . . . . 1051.17—
.19; 2072.09-. 13

. C h a n g e  in  O w n e rs ’ E q u ity  ......................  1025.23

. C h a n g e  in  R e p o r t in g  E n t i ty  .......... 1051.34— .35

. C h a n g e s  in  C o n c e p t  ..................................  1025.18

. C o n s e rv a t is m  C o n v e n t io n ......................  1026.35

. C o n t in g e n c ie s  . . .  4311.15; 4311.20; 4311.76—.80; 
4312.01; 4312.10

. C u r r e n t  O p e ra t in g  P e r fo rm a n c e  . . . 2010.09— 
.11; 9008.04— .05; 9008.08 

. D e b t R e s t ru c tu r in g  . . . 5363.014— .015; 5363.021;
5363.035

. D e f in it io n  .........................................  1025.21; 2010.04

. D e t e r m in a t io n ............  1022.20; 1026.11; 1083.017

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.16;
2062-1.03

. D is c lo s u re  R e q u ire m e n ts  . . .  1027.25; 2081.025;
2081.027; 2081.082; 9005.18; 9008.01; 9008.18 

. D is to r t io n s ,  R e s e a rc h  a n d
D e v e lo p m e n t ....................................  4211.53— .54

. E a rn in g s  p e r  S h a re  C o m p u ta t io n  ...2 0 1 1 .0 7 ;
2011.20; U2011.020-.023

. E a rn in g s  p e r  S h a re  F o r m a t .....................2011.13

. E ffe c t o f  B u s in e s s  C o m b in a t io n s  . . . .  1091.02;
U1091.133-.135

. E ffe c t o f  C a p ita l iz in g  L e a s e s ...............4053.050;
4053.053; 4053.096

. E q u ity  M e t h o d ............... 1027.23; 5131.03; 9003.30

. E r ro r  in  F in a n c ia l S ta te m e n ts  . . .  1051.36—.37

. E v e n ts  A p p l ic a b le .........................................  1023.24

. E x c h a n g e  G a in s  o r  L o s s e s ...................  1083.017;
1083.032; 1083.086; 1083.164— .166; 1083.169- 
.170; 1083.172-.176; 1083.183; 1083.194— .196;

1083.215
. E x c lu s io n s  f r o m  R e s u lts  o f

O p e r a t io n s ...................  2010.27; 9008.05; 9008.07
. E x p e n s e  R e c o g n it io n .................................  1026.20
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.035— 

.036; 1083-2.11; 4312.04
. F o rw a rd  E x c h a n g e  C o n t r a c t s .......... 1083.023—

.028; 1083.032; 1083.205—.209; 1084.15 
. G a in s  o r  L o s s e s , M a rk e ta b le

S e c u r i t ie s .......... 5132.07; 5132.10—.13; 5132.15—
.18; 5132.23; 5132-3.03; 5132-5.03; 5132-5.09

. G o o d w ill A m o r t iz a t io n  ..............................5141.18

. H is to r ic a l  B a c k g ro u n d  .  ................. 2010.08— . 15

. I l lu s t r a t io n

. . C h a n g e  in  C o m p le te d  C o n t r a c t
M e t h o d ............................................1051B.01—.04

. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .
.....................................1051A.01—.04; 2072.17-.21

. . C h a n g e  to  L IFO  M e th o d  ............ 2072.22—.25

. In c lu d e d  in  B a s ic  E le m e n ts  ................... 1025.18

. L e v e ra g e d  L e a s e s  . . . .  4053.043—.046; 4053.101

. M o s t M e a n in g fu l C o n c e p t ......................  1026.38

. P a r t ia l A llo c a t io n ,  In c o m e  T a x e s  . . . .  4091.25 

. P r ic e -L e v e l G a in s  a n d  L o s s e s  . . . 1071.41—.42 

. P r ic e -L e v e l R e s ta te m e n ts  . . . 1071.16; 1071.46 

. P r io r  P e r io d  A d ju s tm e n ts  . . .  1022.05; 1025.23;
2014.01; 2014.03; 2 014 .10 -.11

. P r io r  P e r io d  I t e m s ............9008.05—.06; 9008.12;
9008.19

. R e c o g n it io n  o f I t e m s .................  2010.02; 2010.16

. R e -e x a m in a t io n  o f  C r ite r ia  . .....................2010.15

. R e la tio n  to  E c o n o m ic  E le m e n ts .......... 1022.12;
1022.18; 1023.29

. R e la tio n  to  F u n d s  S ta te m e n ts ............  2021.15;
9007.07

. R e s ta te m e n ts , P r io r  P e r io d
A d ju s t m e n ts ......................   2010.25

. S ig n if ic a n c e  ......................510.03; 2010.10; 2011.01

. S ig n if ic a n c e  in  S ta te m e n ts  . . . 1022.31; 1026.36

. S u b c h a p te r  S C o rp o ra t io n s  ............ U2011.081

. T a x  A l lo c a t io n  M e t h o d s ........................U4091.025

. U n it  o f  M e a s u r e ............................................ 1026.29

N E T  IN C O M E — c o n t in u e d  
. U n u s u a l I te m s  .. .9 0 0 8 .0 5 —.10; 9008.12; 9008.18 
. V a r ia b i l i t y ................................................ 4311.63—.65

N E T  IN C O M E  PER  S H A R E — S ee E a rn in g s  
P e r S h a re

N E T  O F T A X  M E T H O D
. C o m p a re d  to  A lte rn a t iv e s  ...U 4091 .024— .033 
. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . .

4091.53— .54; 4091.63; U4091.129-.130
. G a in s  o n  D e b t R e s t r u c tu r in g ............... 5363.021
. In te r im  P e r io d  D is c lo s u r e .....................2071-1.08;

2071-1.17
. In te rp e r io d  T a x  A l lo c a t io n ....................... 4091.20;

U4091.028-.029

N E T  R E A L IZ A B L E  V A LU E
. D e f in it io n  ............. 1083-2.04; 5121.0 8-.0 9 ; 9002.04
. D e f in it io n  (M -6 D ) .........................................  1027.10
. In v e n to ry  P r ic in g ............  1083-2.04— .09; 9002.16;

9002.20; 9002.26-.32; 9006.03
. In v e n to ry  P r ic in g  (M -5 A ) ........................  1027.09
. F u tu re  E x c h a n g e  P r i c e .............................  1023.31
. M a rk e ta b le  S e c u r i t ie s ................................. 1091.88
. M e a s u re m e n t B a s e ......................    1022.27
. R e c e iv a b le s  ................................... 4311.23; 5363.027
. R e v e n u e  M e a s u re m e n t (M -6 D ) ............  1027.10
. S e g m e n t o f  a B u s in e s s ...............................2012.15

N E U T R A L IT Y
. A d e q u a te  D is c lo s u re  . ................................ 1024.34
. D e fin e d  as Q u a lita t iv e  O b je c t iv e  . . . .  1022.15;

1024.19

NEW  YORK STOCK EXCHANGE
. C a p ita l S u rp lu s  R u le  ...................................5511.01
. C o m m it te e  o n  S to c k  L i s t ........................ 5542.04
. In s t i tu te  R e c o m m e n d a t io n s .....................100.01
. S e g m e n ts  o f a B u s in e s s ........................ 2081.045
. T re a s u ry  S to c k  . . . 5541.01; 5542.01; 5542.03—.04

N E X T -IN , FIRST-OUT
. In v e n to ry  C o s t F o rm u la  ............ . .9002.13—.14

NO-COST SETTLEM ENTS
. T e rm in a te d  W a r a n d  D e fe n s e

C o n tra c ts  ....................................  4043.09; 4043.32

N O M IN A L  ISSUE, C APITAL STOCK
. P ro p e r ty  A c q u is i t io n ...................................5512.01

N O N C O M PENSATO R Y PLANS
. D e s c r ip t io n  ...........................................  4061.04— .05
. E s s e n tia l C h a r a c te r is t i c s ..........................4062.07

N O N C O N VER TIBLE DEBT . ............... 5516.01—.02

N O N C U R R E N T ASSETS
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .1 0 8 3 .0 6 0 —

.064; 1083.097
. M a rk e t P r ic e  R e d u c tio n s  (M -5 E ) . . . .  1027.09
. M a rk e t P r ic e  R e d u c t io n s  ( S - 5 E ) .......... 1027.09
. M a rk e ta b le  E q u ity  S e c u r it ie s  . . . .  5132.09—.12 
. O b lig a t io n s  A r is in g  f r o m

A c q u is it io n  ................................................... 2033.20

N O N C U R R E N T L IA B ILIT IE S
. D e f in i t io n ........................................................... 2033.02
. E x a m p le s  o f R e f in a n c in g .................  2033.32—.50
. E x c h a n g e  G a in s  o r  L o s s e s .................... 1083.172;

1083.181—.182
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.060—

.064; 1083.097; 1083.131
. R e f in a n c in g  S h o r t -T e rm

O b lig a tio n s  ............  2033.01—.50; 2033-1.01—.05

N O N D ED U C TIBLE EXPENSES
. E x a m p le s ...................................................... U4091.050

N O N M A R KE TAB LE  SECURITIES
. C o s t B a s is  ..........................  5132-5.10
. D e f in i t io n .........................................................5132-5.04
. R e s tr ic te d  S to c k  ............................. 5132-5.06—.07
. S e c u r it ie s  P le d g e d  as C o lla te ra l . . . 5132-5.07
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N O N M O N E TA R Y  ASSETS
. A c q u ire d  b y  S to c k  I s s u e .............................1041.04
. A n a ly s is ...................................................1071C.09—.10
. B o o k  V a lu e  B a s is ................  1041,21—.22; 1041.26
. C o n t r ib u t io n s  .................................................. 1041.06
. D e fe r re d  C h a r g e s ................  1071.19
. D e f in it io n  ........................................  1041.03; 1071.19
. E ffe c t o f  H o ld in g  ........................................... 1071.33
. E x a m p le s ..........................................................1071B.02
. E x c h a n g e s  In v o lv in g  B o o t . . . .  1041.04; 1041.22
. E x c h a n g e s  w ith  O th e r  E n t i t ie s ............  1041.07;

1041.15—.16; 1041.21—.22
. F a ir  V a lu e  B a s is ..............................1041.18; 1041.25
. F a ir V a lu e  N o t D e te rm in a b le  .................1041.17;

1041.20; 1041.26
. F o re ig n  C u r r e n c y ........................................... 1071.21
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.062— 

.064; 1083.124; 1083.126—.127
. G a in  o r  L o s s  o n  E x c h a n g e ............  1041.01—.02;

1041.18; 1041.27
. G o ld  ......................................................................1071.21
. I d e n t i f ic a t io n .................................................. 1071C.08
. Im p a irm e n t  o f  V a lu e  ...............  1041.21; 1041.23
. In v e n to r ie s  ...................  1041.03; 1071.19; 1083.153
. In v e n to r ie s , E x c h a n g e s ........... 1041.07; 1041.16
. In v e s tm e n ts , C o m m o n  S to c k  ............  1041.03;

1071.19
. L o s s e s  o n  E x c h a n g e  .................................... 1041.22
. P r ic e -L e v e l G a in s  a n d  L o s s e s ................ 1071.33
. P r o p e r t y ...........................  1071.19
. P u rp o s e  o f  H o ld in g  ...................................... 1071.34
. R e o r g a n iz a t io n s .................  1041.05; 1041.10—.12;

1041.23
. R e s ta te m e n t P ro c e d u re  . . . .  1071.35; 1071C.15 
. R e t ir e m e n t o f  S to c k  . . . . . . . .  1041.05; 1041.18
. S p e c if ic  P r ic e s  ...................  1071D.01
. T ra n s fe rs ,  O th e r  T h a n  O w n e rs  .......... 1041.06;

1041.13—.14
. T ra n s fe rs  to  O w n e rs  . . . .  1041.05; 1041.09—.12;

1041.18; 1041.23
. T ra n s fe rs  W ith in  E n t i t y ...............................1041.04

N O N M O N E TA R Y  LIA B IL IT IE S
. A n a ly s is ...................................................1071C.09—.10
. C o n v e r t ib le  D e b t .........................................  1071.23
. D e b e n tu r e s ....................................................... 1071.34
. D e f in it io n  ....................................... 1041.03; 1071.19
. E ffe c t o f  H o ld in g  ...........................................1071.33
. E x a m p le s ..........................................................1071B.03
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.062— 

.064; 1083.124; 1083.126—.127
. I d e n t i f ic a t io n .................................................. 1071C.08
. P r ic e -L e v e l G a in s  a n d  L o s s e s  ................ 1071.33
. P u rp o s e  o f  H o ld in g  ...................................... 1071.34
. R e n t C o lle c te d  in  A d v a n c e ........................1071.19
. R e s ta te m e n t P ro c e d u re  . . . .  1071.35; 1071C.15 
. S p e c if ic  P r ic e s  ..............................................1071D.01

N O N M O N E TA R Y  TR A N S AC TIO N S
. A p p lic a b i l it y  o f  S e c t io n ...............................1041.04
. A p p lic a t io n  o f  B a s ic  P r in c ip le  . . . 1041.24— .27
. B a s ic  P r in c ip le  ................................................1041.18
. B u s in e s s  C o m b in a t io n s  .............................1041.04
. D e f in i t i o n ............................................................1041.01
. D e v e lo p m e n t S ta g e  E n te rp r is e s  .. . .2 0 6 2 .1 1 ;

2062.52—.54
. D if fe r in g  V ie w s  ....................................  1041.08—.17
. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .

............................................................................. 1041.28
. E a rn in g  P ro c e s s  N o t C u lm in a te d  ..........

1041.21—.22
. E ffe c t iv e  D a te  o f  S e c t i o n .................... .1041.29
. E le c t io n  to  R e c e iv e  C a s h .......................... 1041.25
. E x c h a n g e s  o f  N o n m o n e ta ry  A s s e ts  . . .

........................  1041.07; 1041.15—.16; 1041.18—.22
. F a ir V a lu e  B a s is ............................. 1041.18; 1041.25
. F a ir V a lu e  N o t  D e te rm in a b le  ................ 1041.17;

1041.20; 1041.26
. M o d if ic a t io n s  o f  B a s ic  P r in c ip le  .. .1 0 4 1 .1 9 —

.23

N O N M O N E T A R Y  T R A N S A C T IO N S —
c o n t in u e d

. M o n e ta ry  C o n s id e ra t io n  . . . .  1041.04; 1041.22;
1041.25

. N o n ta x a b le  E x c h a n g e s ..............................1041.21

. O il a n d  G as P ro d u c in g  A c t iv it ie s  ...6021 .044 ;
6021.047

. P re s e n t A c c o u n t in g  .......... 1041.02; 1041.05—.07

. T e rm in o lo g y  ...................................................1041.03

. T im in g  D if f e r e n c e s ......................1041.21; 1041.27

. T ra n s fe rs , O th e r  T h a n  O w n e rs  ........  1041.06;
1041.13—.14

. T ra n s fe rs  to  O w n e rs  . . . .  1041.05; 1041.09—.12;
1041.18

. T re a s u ry  S to c k  ............  1041.03; 1041.05; 1041.18

N O N P R O F IT  O R G A N IZ A T IO N S
. A c c o u n t in g  P o l ic ie s .................................... 2045.09
. A p p lic a b i l ity  o f  A P B  O p in io n s .................. 510.05;

2083.08
. A p p lic a b il ity  o f  S ta te m e n t N o . 4 ..........1021.01
. E a rn in g s  p e r  S h a re  .......... 2011.06; 2083.01—.16;

U2011.069
. In c o m e  S ta te m e n ts ..................................... 2010.05
. In v e n to ry  P r i c in g .......................................... 5121.02
. M a rk e ta b le  E q u ity  S e c u r i t ie s ..............  5132.05;

5132 39
. N o n p u b lic  E n te r p r is e s ......................2083.01—.16

N O N P U B L IC  E N T E R P R IS E S
. D e f in it io n  ................................  2083.07—.08; 2083.13
. D is c lo s u re  R e q u ire m e n ts .......................  2083.14
. E a rn in g s  p e r  S h a r e ............................  2083.01—.16
. S e g m e n t In fo r m a t io n  .....................2083.01—.16

N O N R E C IP R O C A L  T R A N S F E R S — See
T ra n s fe rs , N o n re c ip ro c a l

N O N R E C U R R IN G  IT E M S — See
E x tra o rd in a ry  I te m s

N O R M A L  C O S T
. A c c ru e d  B e n e f it  C o s t M e th o d  ..........4063A.10;

4063A.13
. A d ju s tm e n ts  fo r  A c tu a r ia l G a in s  o r

L o s s e s  ........................................... U4063.099—.101
. A g g re g a te  M e t h o d ....................................4063A.26
. A tta in e d  A ge  N o rm a l M e t h o d ............4063A.31
. D e f in i t io n ........................................................4063B.29; U4063.007-.008
. D e s c r ip t io n  ..................................................... 4063.21
. E n try  A ge  N o rm a l M e th o d  ........ 4063A.16— .17
. In d iv id u a l L eve l P re m iu m  M e th o d  . . . .

........................................................................ 4063A.22
. M a x im u m  A n n u a l P ro v is io n , P e n s io n

C o s t .................................................................  4063.17; U4063.047-.052
. M in im u m  A n n u a l P ro v is io n , P e n s io n

C o s t .................................................................. 4063.17; U4063.053-.072
. P ro v is io n , P e n s io n  P la n s  ...............  4063.13—.14

N O T -F O R -P R O F IT  C O R P O R A T IO N S — See
N o n p r o f i t  O rg a n iz a tio n s

N O T E S  R E C E IV A B L E /P A Y A B L E
. A ff i l ia te d  C o m p a n ie s .................................. 5111.01
. D e f in i t io n ...........................................................4111.02
. D is c lo s u re  R e q u ire m e n ts  . . . 4111.15; 9005.12—

.13
. D is c o u n t in g  R e q u ire m e n ts  ....................4111.16
. E x c h a n g e  P r i c e .....................................4111.08— .09
. E x c h a n g e d  fo r  C a s h ..........4111.05—.06; 4111.10
. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . .

........................................................................ 4111A.03
. I l lu s t ra t io n s ,  D is c o u n te d  N o te s  . . . .  4111A.03
. M o n e ta ry  A s s e ts /L ia b i l i t ie s .................... 1041.03
. N o n c a s h  T ra n s a c t io n s  ............4111.07; 4111.11
. N o n in te re s t  B e a r in g  (M -1 A ) .................  1027.07
. N o n in te re s t  B e a r in g .................4111.06; 4111 A.02
. O f f ic e rs  o r  E m p lo y e e s  ......... ......................5111.01
. P re s e n t V a lu e — S ee P re s e n t V a lu e
. S e le c t io n  o f  In te re s t  R a t e ...............4111.12—.13
. S u b s ta n c e  O v e r  F o r m ............................... 4111.11

N O N Copyright©1978, American Institute of Certified Public Accountants, Inc.
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NOTES R E C E IV A BLE/PA Y AB LE —

c o n t in u e d
. T ra n s la t io n  o f  F o re ig n  B a la n c e s ............

1083.039— .040
. T ro u b le d  D e b t R e s t r u c tu r in g s ............  5363.004

NOTES TO F IN A N C IA L  S TATEM EN TS
. A c c o u n t in g  P o l ic ie s ...................  2045.03; 2045.15;

9001.20
C a p ita l L e a s e s ........................... 4053.013; 4053.016

. C h a n g e s  in  O w n e rs ’ E q u ity  ...................  1022.05

. D is c lo s u re  o f  C u r r e n t  P r i c e s .................  9006.07

. D is c lo s u re  o f  In fo rm a t io n  ....................... 9005.01

. D is c lo s u re  o f S e g m e n t In fo r m a t io n  . . .
....... ................................................................  2081.028

. D is c o n t in u e d  O p e r a t io n s ............... 2012.08—.09;
2012.18

. D is c o u n t /P r e m iu m  o n  N o te s  ................4111.15

. E ffe c ts  o f  I n f o r m a t io n ................................ 1022.31

. E x t in g u is h m e n t o f  D e b t ............................ 2013.09

. E x tra o rd in a ry  I te m s  ................................... 2012.11

. F in a n c ia l P o s it io n  P r e s e n te d .................  1025.20

. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.032

. F o u r th  Q u a r te r  A c c o u n t in g  C h a n g e  . . .
............................................................. 2071.31; 2072.14

. F u n d s  S ta te m e n ts  ....................... 9007.03; 9007.16

. G e n e ra l P r ic e -L e v e l C h a n g e s  ................9006.10

. In te g ra l P a r t  o f  S ta te m e n ts  .................  1022.02;
9000.05; 9001.03

. In v e n to ry  C la s s if ic a t io n  ............................9002.33

. L e v e ra g e d  L ea se s  ....................................  4053.047

. M a rk e ta b le  E q u ity  S e c u r i t ie s ................ 5132.12;
5132.16—.17; 5132.20

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
.......................................................................... 6021.048

. O p e ra t in g  L e a s e s ........................................ 4053.016

. P e n s io n  R e fo rm  A c t  (1974) ................4063-1.04

. P o o lin g  o f  I n t e r e s t s ........................... 1091.64— .65;
U1091.080—.085

. R e f in a n c in g  S h o r t -T e rm
O b lig a t io n s  .................................. 2033.15; 2033.36

. R e s t ru c tu r in g  o f D e b t .................  5363.025—.026;
5363.040—.041

. S t a t u s .................................................................  1027.26
N U C LEAR  FUEL IN S TA LLA T IO N S

. N u c le a r  Fue l C o n t r a c ts  . . . .  4053.001; 4053.064
N U C LEAR  POWER P LA N T

. P o o lin g  o f R is k s .............................................4311.45
O BJECTIVES, GENERAL

. C o n te n t  o f  F in a n c ia l A c c o u n t in g  . . . .  1022.14;
1024.01; 1029.07

. D e f in i t i o n ..........................................................  1022.14

. D e v e lo p m e n t o f  P r in c ip le s ......................  1024.04

. D is c lo s u re , A c c o u n t in g  P o l i c ie s .......... 1024.09

. D is c u s s io n  ..............................................  1024.11—.12

. E s t im a t io n  o f  E a rn in g s  P o te n t ia l . . . .  1022.14;
1024.07

. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . 1024.03;
1027.14

. R e la tin g  C o n te n t  w ith  N ee d  .................  1024.11

. R e lia b il ity  o f  In fo r m a t io n  ..............  1024.05—.06

. R e p o r t in g  R e s o u rc e s  a n d
O b l ig a t io n s ...................................................  1024.12

O BJECTIVES OF F IN A N C IA L
AC C O U N TIN G  A N D  F IN A N C IA L 
S TA TE M E N TS

. C o n f l i c t s .................  1022.16; 1024.13; 1024.38-.39;
1029.07

. C o n s tra in ts  o n  Fu ll A c h ie v e m e n t . . . 1022.16;
1024.13; 1024.38; 1024.40

. C r ite r ia  P ro v id e d  ...............................  1025.17—.18

. D e te rm in a n t  o f  S t r u c tu r e  ...................... 1022.25

. E n v iro n m e n ta l In f lu e n c e s  . . .  1022.16; 1024.13;
1024.38; 1024.40

. E v a lu a tio n , A c c o u n t in g  P r in c ip le s  . . . 1022.13;
1024.01

. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . 1027.14 

. G e n e ra l— S ee O b je c t iv e s , G e n e ra l

OBJECTIVES OF F IN A N C IA L
A C C O U N TIN G  A N D  F IN A N C IA L 
STATEM ENTS— c o n t in u e d

. Im p o r ta n c e ,  R e la t iv e ..................................  1024.39

. In te rn a t io n a l A c c o u n t in g  S ta n d a rd s
C o m m i t t e e ...........................................9000.02—.04

. N a tu re  ................................................................1021.04

. P re d ic t iv e  o r  In te rp re t iv e  D a t a .............  2083.01

. Q u a lita t iv e — See O b je c t iv e s ,
Q u a lita t iv e

. S u m m a ry  o f S ta te m e n t ................ 1022.13—.16

. T a x a b le  v. A c c o u n t in g  I n c o m e .......... 1051-1.04

. T ra d e -O ffs  o f  O b je c t iv e s .........................  1024.39

. U n d e rs ta n d in g  ............  1022.16; 1024.13; 1024.38;
1024.41; 1029.07

OBJECTIVES, Q U ALITATIVE
. C o m p a ra b i l it y  ...................... 1024.21; 1024.23—.33
. C o m p le te n e s s ...............................................  1024.22

D e f in it io n  .........................................  1022.15; 1024.13
. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . 1027.14
. J u d g m e n t in  U se ........................................ 1024.14
. N e u t r a l i t y ......................................................... 1024.19
. P r im a ry  ...........................................................  1024.15
. R e la tio n  to  E th ic a l G o a ls  .......................  1024.14
. R e le v a n c e  ......................................................  1024.16
. S ta te m e n t o f  O b je c t iv e s ................ 1024.15—.22
. T im e l in e s s ......................................................  1024.20
. U n d e rs ta n d a b i li ty  ................................   1024.17
. U s e fu ln e s s  o f F in a n c ia l In fo rm a t io n  . . .

........................... 1022.15; 1024.01; 1024.13; 1029.07
V e r i f ia b i l i t y ....................................  1024.18; 2081.066

O BLIG ATIO N S— See a ls o  E c o n o m ic
O b lig a t io n s

. C a p ita l L e a s e s ..............................................  4053.013

. In c u r re d  b y  Lessee  ......................4053.060— .063;
4053-2.02; 4053-2.08

. L ea se s  as Lega l D e b t ...................  4053.070— .071;
4053.081

. L o n g -T e rm , D e f in i t io n .......... .................... 2033.02
R e p a y m e n t o f  A d v a n c e s ..........U4111.001—.002

. S a le  o f L ea se d  P r o p e r t y ..........................4053.022
. S h o r t -T e rm , C la s s if ic a t io n  .......... 2033.08— .09;

2033.21—.30; 2033-1.01—.05
. S h o r t -T e rm , D e f in i t i o n .............................  2033.02
. S ta n d b y  L e t te rs  o f  C re d it  . . . .  4311.04; 4311.12

OBSOLESCENCE
. D e fe rre d  D e v e lo p m e n t C o s t s ................ 9009.11
. D e p re c ia b le  A s s e ts ....................... 9004.06; 9004.15
. E m e rg e n c y  F a c i l i t ie s ..................................  4073.10
. In v e n to r ie s  .......................................................9008.16
. In v e n to ry  P r ic in g  . . . 1051.10; 1051.33; 5121.07—

.08; 9002.16
. L e a se d  P r o p e r t y ......................4053.008; 4053.075
. P ro d u c t iv e  F a c ilit ie s  ................................... 4311,31
. P ro d u c t iv e  F a c ilit ie s  (M -5 C )  .................  1027.09
. P ro d u c t iv e  F a c ilit ie s  ( S - 5 C ) ...................  1027.09

OECD— S ee O rg a n iz a tio n  fo r  E c o n o m ic  
C o o p e ra t io n  a n d  D e v e lo p m e n t

OFFICERS— S ee E m p lo y e e s  

OFFICERS’ LIFE IN SU RAN C E P R EM IU M S
. In te rp e r io d  T a x  A l lo c a t io n ......................  4091.32;

U4091.050
, K e y -M a n  L ife  In s u r a n c e ............ U4064.001—.004

OFFSETTING ASSETS A N D  L IA B ILIT IE S
. G e n e ra l P r in c ip le  . . . .  1027.25; 2032.01; 4041.22;

9005.08

OFFSETTING G O VER NM EN T ADVANCES
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  .......... 4041.05;

4041.22

OFFSETTING SECURITIES A G AIN ST 
TAXES PAYABLE

. B a la n c e  S h e e t P re s e n ta t io n  . . . .  2032.01—.02 

. S e c u r it ie s  Issu e d  fo r  P a y m e n t o f
T a x e s ............................................................... 2032.03

O FFAICPA Professional Standards
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O IL  A N D  GAS PRODUCING CO M PAN IES
. A b a n d o n m e n t o f  P r o p e r t ie s ..............  6021.037;

6021.040—.041
. A c c o u n t in g  W h e n  D r il l in g

C o m p le te d .......................................6021.031—.034
. A c q u is it io n  o f  P ro p e r t ie s  . .  . 6021.015; 6021.058 
. A d v a n c e s  fo r  E x p lo ra t io n  . . . 4111.03; 6021.043;

U4111.001-.002
. A lte rn a t iv e  A c c o u n t in g  P r a c t i c e s ..........

........................................................6021.002; 6021.067
. A m o r t iz a t io n  .................  6021.012; 6021.025—.028;

6021.030; 6021.035-.038; 6021.047; 6021.057-
.058

. A s s e s s m e n t o f  U n p ro v e d
P r o p e r t ie s ...................................................  6021.028

. B a c k g ro u n d  I n f o r m a t io n ............ 6021.065—.096

. B a s ic  C o n c e p t s ...............................  6021.011—.014

. B a s is  fo r  C o n c lu s io n s ................... 6021.097—.269

. B a s is  o f  A c c o u n t in g ...................................6021.004

. C o n s o lid a te d  F in a n c ia l S ta te m e n t . . . .
.......................................................................... 6021.054

. C o s t C e n t e r ...................................... 6021.067—.070

. C o s ts  to  be  D is c lo s e d  ................  6021.057—.058

. D e p le t io n — See P e rc e n ta g e  D e p le tio n  

. D e p re c ia b le  A s s e ts  . . . 6021.011; 6021.057—.058

. D e p re c ia t io n  ____6021.017; 6021.021; 6021.024—
.026; 6021.035—.037; 6021.057-.058

. D e v e lo p m e n t C o s t s ......................6021.021—.022;
6021.026; 6021.035—.036; 6021.058-.059 

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.25—
.28

. D is c lo s u re  R e q u ire m e n ts  .....................6021.002;
6021.008; 6021.048-.059; 6021.063

. E ffe c t iv e  D a te  o f  S e c t io n ............... 4097.17—.18;
4097.31; 6021.063

. E n e rg y  P o lic y  a n d  C o n s e rv a t io n
A c t ........................................................6021.075—.078

. E q u ity  M e th o d  o f  A c c o u n t in g ............ 6021.054;
U5131.012

. E x c h a n g e  o f  P r o p e r ty  I n t e r e s t ............  1041.07;
6021.042—.047

. E x p e n s e s ____ 6021.013; 6021.018—.019; 6021.027;
6021.031—.035; 6021.058-.059

. E x p lo r a t io n ...................... 6021.001; 6021.016—.020;
6021.026.—.027; 6021.031-.036; 6021.058-.059

. F o re ig n  O p e r a t io n s ........................ 6021.052—.054

. Fu ll C o s t M e th o d — S ee Fu ll C o s t 
M e th o d

. G a in s  o r  L o s s e s .......... 6021.040—.041; 6021.044—
.047

. G e n e ra lly  A c c e p te d  A c c o u n t in g
P r in c ip le s .......................6021.008— .009; 6021.049

. In c o m e  S ta te m e n t  P re s e n ta t io n  . . . 4097.22—
.26

. In c o m e  T a x e s .................. 4091-1.06; 4097.01—.40;
6021.060—.063

. In ta n g ib le  D r il l in g  a n d  D e v e lo p m e n t
C o s ts  . . .  4091-1.02; 4091-1.06; 4095.01; 4097 .01- 

.40; 6021.060—.061
. In te r e s t  C o s ts  ............................ 6021.007; 6021.047
. In te r im  F in a n c ia l S ta te m e n ts  ..............6021.049
. In te rp e r io d  T a x  A llo c a t io n  .................. 4091-1.06;

4097.01—.40; 6021.060-.063
. J o in t  P ro d u c t io n  .......................................  6021.038
. J o in t  V e n tu re s  ............................................. 6021.047
. L ea se  A g r e e m e n ts ......................................4053.001
. M in e ra l P ro p e r ty  C o n v e y a n c e s  . . . 6021.042—

.047
. P o o lin g  o f  A s s e ts ......................6021.044; 6021.047
. P o o lin g  o f  R isks  .............................................4311.45
. P ro d u c t io n  C o s ts  . . . .  6021.012; 6021.023—.026;

6021.035—.036; 6021.058-.059
. P ro d u c t io n  P a y m e n ts  ........... 6021.043; 6021.047
. R e c la s s if ic a t io n  o f  U n p ro v e d

P r o p e r t ie s .................................................... 6021.029
. R e g u la te d  C o m p a n ie s .............................. 6021.009
. R e s e rv e s — S ee O il a n d  G as R e s e rv e s
. R e s u lts  o f  O p e ra t io n s  .............. 4097.14; 4097.23
. R e v e n u e  R e c o g n it io n ...................  6021.044— .047

O IL  A N D  G A S  P R O D U C IN G  
C O M P A N IE S — c o n t in u e d  

. S c o p e  o f  S e c tio n  . . . .  6021.006— .009; 6021.098—
.099

. S u b s e q u e n t E v e n ts  ..................................6021.039

. S u c c e s s fu l E ffo r ts — See S u c c e s s fu l 
E f fo r ts  M e th o d

. S u p p o r t  E q u ip m e n t a n d  F a c i l i t ie s ..........
............ 6021.011—.012; 6021.026—.027; 6021.036;

6021.057—.058
. S u rv e y  b y  A m e r ic a n  P e tro le u m

In s t i t u t e ........................................... , ........... 4097.07
. T a x  R e d u c tio n  A c t  o f  1 9 7 5 — See T a x  

R e d u c tio n  A c t o f  1 9 7 5
. T e r m in o lo g y ................... 6021.010; 6021.270—.275
. T ra d e  P ra c t ic e , I n v e n to r ie s ....................5121.03
. T r a n s i t io n ............................................6021.063—.064

O IL  A N D  G A S  RESERVE S
. A m o r t iz a t io n  o f A c q u is it io n  C o s ts  . . . .

........................................... 6021.030; 6021.057-.058
. A s s ig n m e n t o f  M in e ra l I n t e r e s t ........ 6021.047
. C u r r e n t  V a lu e  .............................................6021.004
. D e f in i t io n s ....................................................  6021.271
. D is c lo s u re  o f  P re s e n t V a lu e ................. 6021.096
. D is c lo s u re  o f  R e s e rv e  Q u a n t it ie s  ..........

6021.049—.056; 6021.059; 6021.072
. D is c o v e ry  V a lu e  ......................................... 6021.004
. E s t im a t io n ....................................................  6021.064
. E x p lo ra t io n  C o s t s .......................................6021.016
. J o in t  P ro d u c t io n  .....................................  6021.038
. P ro v e d  D e v e lo p e d  R e s e rv e s — S ee 

P ro v e d  D e v e lo p e d  R e se rve s  
. P ro v e d  U n d e v e lo p e d  R e s e rv e s — See 

P ro v e d  U n d e v e lo p e d  R ese rve s
. R e p la c e m e n t C o s ts  .............. 6021.082; 6021.096
. U n c e r ta in t ie s  ............................................  6021.056
. U n p ro v e d  ..........................................6021.031—.034

O IL  P A Y M E N T S  SA LE
. T im in g  D if fe r e n c e s .................................... 4091A.04

O P E R A T IN G  C Y C LE
. C o n c e p t o f  W o rk in g  C a p ita l .................. 2031.05;

2031.07; 2033.02; 2033.08; 2033.20
. D e f in i t io n ............................................................2031.05
. D e f in it io n  o f  C u r re n t  A s s e ts  .................  1027.25
. F lo w  o f  G o o d s ..................................................5121.04

O P E R A T IN G  LEASES
. A c c o u n t in g  b y  L e s s e e s ............................ 4053.015
. A c c o u n t in g  b y  L e s s o r s ............................ 4053.019
. B a s ic  C o n c e p ts  o f  Lease

A c c o u n t in g  .................4053.060—.061:4053-2.08
. B u ild in g s ................. 4053.026-.028; 4053.105— .106
. B u s in e s s  C o m b in a t io n s ..........................4053-2.15
. C la s s if ic a t io n s  . . . .  4053.006; 4053.065; 4053-2.17
. C r ite r ia  fo r  C la s s if ic a t io n  ..........4053.007—.009
. D is c lo s u re  R e q u ire m e n ts  .....................4053.016;

4053.019; 4053.096; 4053.104
. I l lu s t r a t io n s .................................................... 4053.122
. L a n d  ........................  4053.024— .026; 4053.105— .106
. S a le -L e a s e b a c k  T r a n s a c t io n s ..........4053.033—

.034
. T e r m in a t io n .................................................... 4053.038
. T h ir d - P a r ty  P a r t ic ip a t io n  ..........4053.021—.022
. T ra n s it io n  M e t h o d ..................................4 05 3 .0 5 0

O P E R A T IN G  LO S S  C A R R Y B A C K S
. C la im s  fo r  R e fu n d ........................ U4091.072—.075
. D e fe r re d  T a x  C re d its  . . . . . . . . .  U4091.074— .075
. D e f in i t i o n ........................................................... 4091.41
. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . .

..............................................................U4091.072-.073
. I l lu s t ra t io n s  .................................... U4091.073—.075
. R e a l iz a t io n .......................................U4091.072—.075
. T a x  E ffe c ts , A l lo c a t io n .............. 4091.11; 4091.42
. T a x  E ffe c ts , R e c o g n it io n ......................2071-1.14;

2071-1.18; 2071-1.29; 4091.43; U4091.072-.075

O IL Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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O PERATIN G  LOSS CARRYFORW ARDS

. A c c o u n t in g  L o s s  C a r r y f o r w a r d s ............
U4091.096-.097

. C la s s if ic a t io n  in  B a la n c e  S h e e t ...............
U4091.076-077; U4091.087

. C o n f l ic t  o f  C o n c e p ts  ................U4091.076—.082

. C o rp o ra te  R e a d ju s tm e n ts  ....................4091.49;
U4091.098-.102

. D e fe r re d  T a x  C re d its  . . . .  2071-1.15; 2071-1.33—
.34

. D e fe r re d  T a x e s ..............................U4091.088— .097

. D e f in i t i o n .......................................................... 4091.41

. D is c lo s u re  R e q u ire m e n ts  ...................... 4091.62;
U4091.127

. E ffe c t o n  A c q u ire d  G o o d w ill ..................1091.88

. E x a m p le s ......................................................U4091.086

. E x tra o rd in a ry  Ite m s  ................. 2012.07; 2013.15;
2071-1.20; 2071-1.38; 4091.44; 4091.60;

U4091.079-.082
. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . .

. . ..........................................................U4091.079-.082
. G o o d w ill ............................................U4091.104— .105
. I l lu s t r a t io n ....................U4091.081-.082; U4091.094
. In te r im  P e r io d s  ............... 2071.20; 2071-1.14—.15;

2071-1.20; 2071-1.32; 2071-1.35 
. O il a n d  G as  P ro d u c in g  C o m p a n ie s  . . . 4097.29
. P r io r  P e r io d  A d ju s tm e n ts ..........................2014.11
. P u rc h a s e d  S u b s id ia r ie s ............................ 4091.48;

U4091.103-.105
. Q u a s i-R e o rg a n iz a tio n s  . . .  4091.49; U4091.098—

.102
. R e a liz a t io n  B e y o n d  R e a s o n a b le

D o u b t ____  2071-1.14—.15; 2071-1.18; 2071-1.30—
.34; 2071-1.84; 4091.45-.46; U4091.077-.078;

U4091.083-.087
. R e c o g n it io n  as O ffs e ts  ............ U4091.088—.097
. T a x  E ffe c ts , R e c o g n it io n ............  2071-1.14—.15;

2071-1.30—.31; 4091.11; 4091.42; 4091.44;
U4091.076-.105

. T a x  R a te s  A p p l ic a b le ..................................4091.45

O PERATIN G  LOSSES
. D e f in i t i o n ........................................................... 4091.41
. E ffe c t o n  D e fe r re d  T a x e s .....................U4091.056;

U4091.088-.097
. E q u ity  M e th o d  ............................................... 4096.09
. In c o m e  T a x e s  . . . .  4091.41—.49; U4091.071—.105 
. Q u a s i-R e o rg a n iz a tio n s  . . .  4091.49; U4091.098—

.102
. S e g m e n ts — S ee S e g m e n ts  o f  a 

B u s in e s s  
. S u b s id ia r ie s
. . P u rc h a s e d  L o ss  C a r r y fo rw a rd  . . . .  4091.48;

U4091.103-.105
. . T a x  E f f e c t s ...................................................4095.11

O PERATIN G  PRINCIPLES— S ee B ro a d  
O p e ra t in g  P r in c ip le s

O PERATIN G  PROFITS
. S e g m e n ts — S ee S e g m e n ts  o f  a 

B u s in e s s

O PERATIO N S, FOREIGN— See F o re ig n  
O p e ra t io n s

O P IN IO N S , A C C O U N TIN G  PRINCIPLES 
BOARD

. A p p l ic a b i l i t y ........................

. A re a s  N o t C o v e re d  

. A u d it o r ’s R e s p o n s ib i li ty

. A u t h o r i t y .............................

. E ffe c t iv e  D a t e s .................

. G e n e ra l A c c e p ta b i l it y  . .

. M a t e r ia l i t y ...........................

. N o te s  to  A P B  O p in io n s  . 

. P re v a il in g  P ra c t ic e

. P r io r  O p in io n s  .................

. P ro fe s s io n a l V ie w s ..........

. R e s ta te m e n ts ...................

. R e t r o a c t iv i t y ......................

.............................. 510.05

........................... 1028.05

.............................. 510.11
510.11; 520.06; 1026.04
.............................. 510.10
.............................. 510.06
.............................. 510.09
.............................. 510.09
.............................. 510.07
.............................. 510.07
.............................. 510.07
.............................. 510.10
.............................. 510.10

O P IN IO N S , AC C O U N TIN G  PRINCIPLES
BOARD— c o n t in u e d  

. S o u rc e s  o f  G e n e ra lly  A c c e p te d
A c c o u n t in g  P r in c ip le s  ........................... 1028.03

. S t a t u s ..................................................................... 510.08

. S u b s ta n t ia l A u th o r ita t iv e  S u p p o r t  . . . 1051.16 

. V o t in g  P r o c e d u r e ..................................510.06— .07

O P IN IO N S , AU DITO R S'
. C o m p lia n c e  W ith  R u le  2 0 3 ...............520.01—.07
. C o n s is te n c y  E x c e p tio n  ....................... U4091.060;

U4091.067; U4094.020 
. C o n t in g e n c ie s  in  In te r im  R e p o r ts  . . . 2071.22
. D is c la im e r  o f  O p in io n  ............................ U2011.082
. In te rn a t io n a l A c c o u n t in g

S ta n d a rd s  . . . 9000.04; 9000.07; 9000.11; 9001.05
. R e lia n c e  o f  U s e r ............................................ 1024.37
. R e s p o n s ib i l i t y .................................................... 510.11
. S ta n d a rd  o f G e n e ra lly  A c c e p te d

A c c o u n t in g  P r in c ip le s  ........................... 1026.02
. S u m m a r iz e d  In te r im  D is c lo s u re s  . . . .  2071.30
. U n a u d ite d  F in a n c ia l S ta te m e n ts ............

................................................................. .... U2011.082
. V a r ia n c e s , R e g u la te d  I n d u s t r ie s ..........6011.05

O PPO R TU N ITY COST
. A lte rn a t iv e  U ses  o f  A s s e t s ......................  1026.28

O PTIO N S, STOCK— S ee S to c k  O p t io n  a n d  
S to c k  P u rc h a s e  P lan s

"O R D IN A R Y ”  IN C O M E
. D e f in i t io n .........................................................2071-1.05
. In te r im  P e r io d  T a x  (o r  B e n e f it )  . . . 2071-1.07—

.15
. M u lt ip le  J u r is d ic t io n s .............................  2071-1.22

"O R D IN A R Y ”  LOSS
. D e f in i t io n ........................................................ 2071-1.05
. In te r im  P e r io d  T a x  ( o r  B e n e f it )  . . . 2071-1.07—

.15
. M u lt ip le  J u r is d ic t io n s .............................  2071.1.22

ORE PAYM EN TS SALE
. T im in g  D if fe r e n c e s ......................................4091A.04

O R G AN IZATIO N  COSTS
. D is c lo s u re  R e q u ire m e n ts ..........................9005.12
. T im in g  D if fe r e n c e s ......................................4091A.03

O R G AN IZATIO N  FOR ECO NO M IC
COOPERATION A N D  D EVELOPM ENT

. G u id e lin e s  fo r  M u lt in a t io n a l
E n te r p r is e s ..................................................2081.052

OTHER PO TEN TIALLY DILUTIVE 
SECURITIES

. C la s s if ic a t io n  ............ U2011.013; U2011.111—.113

. D e f in it io n  .........................................U2011.054— .055

. E ffe c t o n  E a rn in g s  P e r S h a r e ..........U2011.019;
U2011.066

. E x a m p le s ..................................................... U2011.055

. O p t io n s  a n d  W a r r a n t s ...........................U2011.158

. R e c la s s if ic a t io n  R e q u ire d  . . . .  U2011.126—.131

O U TS TAN D IN G  SHARES
. S h a re s  Issu e d  o n  E x e rc is e  . . . U2011.213— .222
. T w e n ty  P e rc e n t T e s t .................U2011.255—.260
. U se  o f  W e ig h te d  A v e r a g e ........................2011A.02;

U2011.105—.110; U2011.360

OVER-THE-COUNTER STOCKS
. F a ir V a lu e  E s t im a t io n ................. U2011.187—.189
. Q u o ta t io n s  o n  E q u ity  S e c u r it ie s  . . . .  5132.07;

5132-5.02; 5132-5.05

OVERHEAD
. A b s o rb e d  [S -6 A (1 ) ]  ....................................  1027.10
. E x a m p le s  (M -6 A ) .........................................  1027.10
. E x c lu s io n  f r o m  In v e n to ry  C o s t s .......... 5121.05;

1051-1.02
. In c lu s io n  in  In v e n to ry  C o s ts  . . . .  9002.07—.12;

9002.21—.22; 9009.06 
. In te r im  F in a n c ia l S ta te m e n ts  . . . 2071.13—.14

O V EAICPA Professional Standards
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O V E R H E A D — c o n t in u e d  
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

.............................................................9009.06:9009.15
. U n a b s o rb e d  [S - 6 A ( 1 ) ] ...............................  1027.10

O W N E R S ——S ee S to c k h o ld e rs /O w n e rs

O W N E R S ' E Q U IT Y — S ee S to c k h o ld e rs ’
E q u ity

O W N E R S H IP  O F O T H E R  E N T E R P R IS E S
. D e f in e d  as E c o n o m ic  R e s o u rc e s  . . . .  1023.18

P A ID -IN  C A P IT A L — S ee a ls o  C a p ita l 
S u rp lu s

. E x t in g u is h m e n t o f  C o n v e r t ib le
D e b t ........................................................ 5362.13—.14

. N o n m o n e ta ry  I te m s  ................................ 1071B.04

. P re m iu m  o n  C o n v e r t ib le  D e b t .5516.16

. P ro c e e d s , S to c k  W a r r a n t s .............5516.13—.14

P A R E N T  C O M P A N Y
. C o n s o lid a t io n  P o lic y  .......................9003.34—.39
. C o rp o ra te  R e a d ju s tm e n ts ,

S u b s id ia ry ’ s E a rn e d  S u r p lu s ............... 5581.07
. D e f in it io n  .........................................  9003.04; 9005.05
. D e p e n d e n t v . In d e p e n d e n t

O p e r a t io n s ....................................... 1083.143—.144
. D is p o s a l o f  S u b s id ia r y ................................1041.28
. F o re ig n  S u b s id ia r ie s
. . A s s e t V a lu a t io n .....................................  1083.227
. In v e s tm e n t in  S u b s id ia r y ........................ 9003.13
. P o o lin g  o f  In te re s ts  . . . 1092.02; U1091.086—.089
. R e m it ta n c e s  f r o m  S u b s id ia r ie s ........ 4095.08;

4095.12
. T ra n s fe rs  o f  N e t A s s e ts  .......... 1041.04; 1091.05;

U1091.151-.154
. U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r ie s  ......................  4095.07—.14; 9003.14;
U4095.001-.005

P A R E N T  C O M P A N Y  S T A T E M E N T S
. A d d it io n  to  C o n s o lid a t io n  ...................... 2051.23
. C h a n g e s  in  F in a n c ia l P o s it io n  ............  2021.11;

9007.12
. E a rn in g s  p e r  S h a r e ............... 2011.06; U2011.070;

U2011.334— .340
. E q u ity  M e th o d  fo r  S u b s id ia r ie s ............ 5131.14
. F o re ig n  S u b s id ia r ie s  ....................................1081.09
. . In v e n to ry  P r o f i t s ....................................  1083.157
. . P r ic e -L e v e l R e s ta te m e n ts  ...................1071.45
. J o in t  V e n tu re s , C o r p o r a te ....................... 5131.16
. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.03;

5132.09; 5132.18—.20; 5132-4.01-.08
N e e d s  o f  U s e r s ................................................9003.07

. S a v in g s  a n d  L o a n  A s s o c ia t io n s ............ 4095.25

. S e g m e n t R e p o r t in g  ................... 2083.07; 2083.12

. S to c k  L ife  In s u ra n c e  C o m p a n y ............  4095.30

. S u b s id ia r ie s ' C o n v e r t ib le  S e c u r it ie s  . . .
.............................................................U2011.154— .155

. S u b s id ia r ie s ’  S e c u r it ie s  ...............2011A.20—.24;
U2011.334-.340

. W h e n  A p p ro p r ia te  ......................  2051.23; 9003.37

P A R T IA L  A L L O C A T IO N
. C ash  O u tf lo w s  fo r  T a x e s  ..........................4091.27
. In te rp e r io d  T a x  A llo c a t io n  ............  4091.25—.27
. N o n re c u r r in g  D if fe r e n c e s ........................  4091.26
. R e c u r r in g  D if fe r e n c e s ...............................  4091.25
. R e v o lv in g  A c c o u n t  A p p ro a c h  ................4091.27
. T a x  E ffe c ts , R e c o g n it io n  . . . 4091.27; U4091.023

P A R T IC IP A T IN G  S E C U R IT IE S
. C o m m o n  S to c k  E q u iv a le n ts .................  2011.27;

2011A.15; U2011.018-.019; U2011.116
. C o n v e r t ib le  S e c u r i t ie s ...............U2011.304— .307
. D e s c r ip t io n  ......................................... 2011A.14
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

.............................................................. U2011.295-.299
. N o n c o n v e r t ib le  S e c u r it ie s  ...U 2011 .300—.303
. T w e n ty  P e rc e n t T e s t ...............................U2011.259
. T w o -C la s s  M e t h o d ...............2011A.09; U2011.297

OVE

PARTNERSHIPS
. B u s in e s s  C o m b in a t io n s ............ U1091.103—.111
. E q u ity  M e th o d  o f  A c c o u n t in g  . . . .  U5131.008—

.012
. N o n p u b lic  E n te rp r is e s  .............................  2083.08

PAST PURCHASE PRICE
. D e f in i t io n ..........................................................  1023.31
. N o n m o n e ta ry  A s s e ts  E x c h a n g e d  ..........

1041.21—.22; 1041.26 
. P r im a ry  M e a s u re m e n t B a s e .................  1027.05

PAST SERVICE COST
. A c c ru e d  B e n e f it  C o s t M e th o d ............ 4063A.11
. A g g re g a te  M e th o d  ...........................4063A.27—.29
. A l lo c a t io n .......................  4063.03; U4063.001—.006;

U4063.033-.037
. A m o r t i z a t io n ................  4063.17; U4063.047—.052;

U4063.113-.116; U4063.184— .185
. A tta in e d  A ge  N o rm a l M e th o d .......... 4063A.31—

.32
. D e f in i t io n .........................4063B.30; U4063.007—.008
. D e s c r ip t io n  .....................................................  4063.21
. E n try  A ge N o rm a l M e th o d  .......... 4063A.17—.19
. F u n d in g ............................  4063.22; U4063.047—.052
. In d iv id u a l L eve l P re m iu m  M e th o d  . . . .

........................................................4063A.22; 4063A.25
. M a x im u m  P r o v is io n ................... U4063.047—.052
. M in im u m  P ro v is io n  ................... U4063.053—.072

PATENTS
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

.......................................................  1091.88:4211-1.04
E xp e nse  R e c o g n it io n ..................................  1026.24
Id e n t if ie d  In ta n g ib le  A s s e t s .....................5141.01
L ic e n s in g  A g r e e m e n ts .............................. 4053.001
L it ig a t io n  .........................................4211.10; 4311.38
N o n m o n e ta ry  I te m  ....................................1071B.02

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
............................................................  9009.06; 9009.15

. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . .  1083.040

PAYABLES— S ee a lso  N o te s  
R e c e iv a b le /P a y a b le  

. A d v a n c e s  fo r  O il a n d  G as
E x p lo r a t io n ................................................  6021.043

. A s s u m e d  in B u s in e s s  C o m b in a t io n s  . . .
.............................................................................1091.88

. D e b t R e s t ru c tu r in g — See 
R e s t ru c tu r in g  o f  D e b t

. D ire c to rs  ........................................................... 9005.15

. E x c h a n g e  G a in s  o r  L o s s e s ...................  1083.016;
1083.067—.070; 1083.112—.120; 1083.163—.164;

1083.187—.188; 1083.210
. In te rc o m p a n y  T r a n s a c t io n s ............... 1083.030;

9005.15
. In te re s t  o n  P a y a b le s ........................ 4111.01—.16
. M o n e ta ry  L ia b i l i t ie s .......... 1041,03; 1071.17—.18;

1071B.03
. N o rm a l T ra d e  T e r m s ................................... 4111.03
. R e ta in e d  P r o d u c t io n  P a y m e n ts  . . . .  6021.047 
. T ra n s la t io n  o f  F o re ig n  B a la n c e s  . . . 1083.011;

1083.040; 1083.062-.064; 1083.122; 1083.190;
1083.212

PAY-AS-YOU-GO METHOD
. D e f in it io n , P e n s io n  P la n s ......................4063B.31
. T ra n s it io n a l P r o c e d u r e ............U4063.113—.116
. U n a c c e p ta b le  P e n s io n  A c c o u n t in g  . . . .

........................................................................... 4063.24

PEN SIO N  BENEFITS— See B e n e f its  

PEN SIO N  COSTS
. A c c ru e d  . .  . 4063.18; U4063.053-.072; U4063 170—

.171
. A c tu a r ia l G a in s  (L o s s e s )  ........................ 4063.30;

U4063.020—.028; U4063.083—.088
. A m o u n t ,  A c c o u n t in g  P u r p o s e s ........... 4063.09
. A s s ig n m e n t to  C u r re n t  Y e a r . . . .  4063.20— .21;
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P EN S IO N  COSTS— c o n t in u e d  

. A s s o c ia te d  W ith  D is p o s a l o f
S e g m e n t ......................................................... 2012.17

. A s s u m e d  in  B u s in e s s  C o m b in a t io n s  . . .
............................................................................. 1091.88

. C h a n g e  in  E s t im a t e ...................................... 1051.33

. C o m p u ta t io n ................. 4063.07; U4063.038—.046;
U4063.150-.151

. D e d u c t io n  f o r  In c o m e  T a x e s  . . . .  U4063.047—
.052

. D e f in e d -C o n tr ib u t io n  P la n s ..........4063.38—.39;
U4063.130

. D e f in e d -M a x im u m  M e th o d  . . . U4063.047—.052 

. D e f in e d -M in im u m  M e th o d  . . . U4063.053—.072

. D e s c r ip t io n , G e n e ra l .................U4063.033—.037

. D is c lo s u re  R e q u ire m e n ts  ....................... 4063.46;
U4063.121-.123

. E m p lo y e e s  In c lu d e d  in C a lc u la t io n s  . . .
..........4063.35—.36; U4063.125-.127; U4063.178-

.181
. In d e f in ite  D e fe r ra l ........................................ 4063.12
. In s u re d  P la n s  . . . .  4063.40—.41; U4063.131—.145
. L o n g -R a n g e  V ie w s ......................4063.11; 4063.13;

U4063.033-.037
. M in im u m  a n d  M a x im u m  A n n u a l

P r o v is io n ....................... 4063.17; U4063.038—.072;
4063-1.03

. P e n s io n  R e fo rm  A c t  ( 1 9 7 4 )  ................ 4063-1.03

. P re p a id  ............................. 4063.18; U4063.118-.120

. R e la tio n  to  C o n t in g e n c ie s ....................... 4311.07

. R e v e rs a l, P r io r  Y e a rs  ............................ U4063.117

. T im in g  D if fe r e n c e s ......................................4091A.03

. T ra n s it io n  to  R e c o m m e n d e d
P r a c t ic e s ................ 4063.48— .49; U4063.113—.116

. U n fu n d e d  P e n s io n  P la n s  .......4063.42

. V a r ia b i l i t y .......................................................... 4063.19

P EN S IO N  FUNDS
. B e n e f it  P a y m e n ts  B a se d  o n ..........4063.15—.16
. D e b t S e c u r i t ie s ............................................... 4063.32
. E ffe c t o n  A n n u a l P ro v is io n  fo r  P e n s io n

C o s t ................................................................... 4063.17
. I l lu s t r a t io n ,  D e f in e d -  M a x im u m  . . .  U4063.059 
. I l lu s t r a t io n ,  D e f in e d -M in im u m  . . . .  U4063.060
. M o n e ta ry  o r  N o n m o n e ta ry  I t e m s ..........

...........................................................................1071B.02
. O v e r fu n d e d  P la n s ................... 4063.44; U4063.117
. P e n s io n  R e fo rm  A c t  ( 1 9 7 4 )  . . .  4063-1.01—.06
. R e tu rn  o n  In v e s tm e n ts  ..........................4063B.27;

U4063.083-.088
. U n re a liz e d  A p p re c ia t io n

( D e p r e c ia t io n ) ..........4063.28—.29; U4063.103—
.108

. V a lu a t io n  B a s e s ............................. U4063.182—.183

. V a r ia b le  A n n u it ie s  . . . .  4063.33; U4063.109—.112

P E N S IO N  P LAN S
. A c c e p ta b le  A c tu a r ia l C o s t M e th o d s  . . .

.............................................................................4063.24
. A c c o u n t in g  M e th o d ,  B a s ic ............ 4063.09—.18
. A c c o u n t in g  R e s e a rc h  B u lle t in  N o .

4 7  ................................ ........................ 4063.03—.04
. A c c ru a l o f  P e n s io n  C o s t ................. 4063.11—.12;

U4063.053-.072; U4063.170-.171
. A c c ru e d  B e n e f it  C o s t M e t h o d ................ 4063.20
. A c tu a r ia l C o s t M e t h o d s .................4063.19—.24;

U4063.073-.078
. A c tu a r ia l G a in s  a n d  L o s s e s .....................4063.04;

4063.25—.33; U4063.083-.088 
. A c tu a r ia l V a lu a t io n s , A s s u m p t io n s  a n d

C o s t M e th o d s .................................. 4063A.01—.34
. A llo c a t io n  o f  In c o m e  T a x e s .....................4063.45
. A m e n d m e n ts .................................................... 4063.17
. A m o r t iz a t io n  P a s t S e rv ic e  C o s t ..........4063.04;

4063.23
. A s s u m p t io n  o f  C o n t in u ity  ....................... 4063.16
. C h a n g e s , A c c o u n t in g  M e th o d s  ........... 4063.47;

U4063.113-.116
. C h a n g e s  in  P la n s  ....................................... 5363.008

AICPA Professional Standards

P E N S IO N  P L A N S — c o n t in u e d  
. C o m m it te e  o n  A c c o u n t in g

P r o c e d u r e ..................................................... 4063.03
. C o m p a n ie s  w ith  M o re  T h a n  O n e

P l a n ..................................4063.37; U4063.128-.129
. C o m p u ta t io n  o f P e n s io n  C o s t ............ 4063.07;

U4063.038-.046; U4063.150-.151
. D a te  o f  V a lu a tio n  ........................ U4063.079—.082

 . D e f in e d -B e n e f it  P l a n .................................4063B.18
. D e f in e d -C o n tr ib u t io n  P la n s ..........4063.38—.39;

4063B.19; U4063.130 
. D e f in it io n  . .  . 4063.01; 4063B.01-.44; U4063.007-

.008
. D e s c r ip t io n , G e n e r a l ........................ 4063.01—.07;

U4063.001-.006
. D e v e lo p m e n t .................................................... 4063.01
. D e v e lo p m e n t o f  O p in io n ..........U4063.013—.019
. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .

.................4063.18; 4063.46; 4311.18—.19; 9005.10;
U4063.121-.123

. D is c re t io n a ry  P e n s io n  C o s ts  . . . .  4063.15— .16

. D iv id e n d s  ( In s u ra n c e  P o l ic ie s ) ............ 4063.41;
U4063.131-.145

. E ffe c t o f  F u n d in g  ...............................4063.42—.44

. E ffe c t iv e  D a te  o f S e c t io n s ....................... 4063.50;
4063-1.06

. E m p lo y e e s  In c lu d e d  in  C o s t
C a lc u la t io n s  . . .  4063.34— .36; U4063.089—.098;

U4063.125-.127; U4063.178-.181
E x p o s u re  o f  O p in io n  ....................U4063.013—.019
F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . .

......................................... ...................U4063.118—.120
F o re ig n  C o u n t r ie s ........................ U4063.158— .159
Fu ll A c c ru a l M e th o d  ................................... 4063.12
F u n d in g  R e q u ire m e n ts  . . . 4063.09; U4063.020— 

.028; 4063-1.0 3 -.0 5
G a in s  o r  L osse s , A c tu a r ia l ............ 4063.25—.33
G lo s s a ry  o f  T e rm s  ...........................4063B.01—.44
G r o w t h .............................................  4063.02
I l lu s t ra t io n ,  D e f in e d -M a x im u m  . . . .  U4063.059 
I l lu s t ra t io n ,  D e f in e d -M in im u m  . . . .  U4063.060
In c o m e  T a x e s , E ffe c t .................................4063.04
In s u re d  P la n s  . . . .  4063.40—.41; U4063.131—.145 
In te re s t ,  U n fu n d e d  P r io r  S e rv ic e

C o s t ____4063.04; U4063.029—.032; U4063.053-
.072

. L eg a l O b l ig a t io n s ........................ 4063.10; 4063.16;
U4063.020-.028

. L im ita t io n s ,  Leg a l O b l ig a t io n s ................4063.16

. M a t e r ia l i t y ......................4063.36; U4063.125—.127;
U4063.131-.145

. M a x im u m  P ro v is io n  fo r  P e n s io n
C o s t .  ..........4063.17; U4063.047-.052; 4063-1.03

. M e a s u re m e n t,  C o s t o f  B e n e f its  . . . .  4063.17— 
.18; U4063.089-.098 

. M in im u m  P ro v is io n  for  P e n s io n
C o s t .............. 4063.17; U4063.053—.072; 4063-1.03

. M u lt ie m p lo y e r  P la n s  ...................  U4063.130

. N e e d  fo r  O p in io n ..........4063.06; U4063.013—.019

. P a r t ia l A c c ru a l M e t h o d ................... 4063.13—.14

. P e n s io n  R e fo rm  A c t  (1974) . . . 4063-1.01—.06 

. P re v io u s  P ro n o u n c e m e n ts  . . . U4063.009—.012 

. P ro je c te d  B e n e f it  C o s t M e th o d s  . . . .  4063.20 

. P u rp o s e s , G e n e r a l . . . .  4063.11; U4063.009—.012

. R e g u la te d  In d u s t r ie s .............................. U4063.124

. R e lia n c e  o n  A c tu a ry  . . . . . . . . .  U4063.001—.006

. S c o p e  o f  O p in io n ..........4063.08; U4063.001—.006

. S e p a ra te  F u n d ................................U4063.202—.203

. T e rm in o lo g y  . . . .  4063B.01—.44; U4063.154— .155

. T im e -P e r io d  A l lo c a t io n .............................. 4063.12

. T ra n s it io n  to  R e c o m m e n d e d
P r a c t ic e s ...............4063.48— .49; U4063.113—.116

. V a r ia b i l i ty  in A c c o u n t in g ..........................4063.04;
U4063.020-.028

. V a r ia t io n  in  P r o v is io n s ...............U4063.038— .046

P E N S IO N  R E FO R M  A C T  (1 9 7 4 )
. C h a n g e  in  P e n s io n  C o s t ............ .4063-1.03

PEN
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P E N S IO N  R E F O R M  A C T  (1 9 7 4 )—
c o n t in u e d

. D is c lo s u re  R e q u ire m e n ts  .....................4063-1.04

. E ffe c t iv e  D a te  o f  S e c t io n ...................   4063-1.06

. U n fu n d e d  P e n s io n  C o s t s ....................... 4063-1.05

. W a iv e r, P e n s io n  F u n d in g
R e q u i r e m e n t ............................................ 4063-1.05

P E R C E N T A G E  C E R T IF IC A T E S
. B a s is  fo r  D e te rm in in g  P e rc e n ta g e  . . . 4073.03 
. E m e rg e n c y  F a c i l i t ie s .................................. 4073.02

P E R C E N T A G E  D E P L E T IO N
. D e d u c t io n  E lim in a te d  o r  R e d u c e d  . . . .

4097.06— .07; 6021.073
. D e f in i t i o n ............................................................4097.13
. I l l u s t r a t io n s .................................... .. 4097.32—.40
. In te r a c t io n  w ith  In ta n g ib le  D r il l in g  a n d

D e v e lo p m e n t C o s ts  . . . 4097.05; 4097.13—.14;
4097.20—.21; 4097.30; 6021.062-.063

P E R C E N T A G E  O F C O M P L E T IO N  
M E T H O D

. A d v a n ta g e s .......................................................4031.07

. B illin g s , In te r im  .............................................4031.05

. C h a n g e  in  M e th o d  ......................  1051.09; 1051.14

. C o n s tru c t io n -T y p e  C o n tra c ts  . . . 4031.04—.08 

. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.16—
.17

. D is a d v a n ta g e s  ................................................4031.08

. I l lu s t ra t io n ,  C h a n g e  in  P r in c ip le  . .  . 1051B.01— 
.04; U1051.003-.004

. In te r im  F in a n c ia l S t a t e m e n t s ............... 2071.11

. L o s s e s ................................................. 2071.11; 4031.06

. R e c o g n it io n  o f In c o m e  . . ..........................4031.04

. R e v e n u e  M e a s u re m e n t (M -6 E) . . . . . .  1027.10

. R e v e n u e  R e c o g n it io n  (S -6 E) . . . . . . . .  1027.10

. T im in g  D if fe r e n c e s ............ ......................... 4091A.02

P E R F O R M A N C E  O N  C O N T R A C T S
. C o n s tru c t io n -T y p e  C o n t r a c t s ................ 4031.02
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.14—

.16
. T e rm in a te d  W a r a n d  D e fe n se

C o n t r a c t s .......................................................4043.13

P E R IO D IC  IN V E N T O R IE S
. In c o m e  M e a s u r e m e n t ................................. 5121.01
. M e a s u re m e n t a t  In te r im  P e r io d s  . . . .  2071.14

P E R M A N E N T  D IF F E R E N C E S
. B u s in e s s  C o m b in a t io n s  ....................... U4091.052
. C o m p a r is o n  w ith  T im in g

D if fe re n c e s  ...................  4095.05—.06; U4091.049
. D e f in i t i o n ............ 4091.12; 4091-1.02; 4095.05-.06;

U4091.048
. E x a m p le s ...........................4091.32; U4091.050-.054
. F o re ig n  E x c h a n g e  G a in s /L o s s e s  . . . .  1083.023
. In te rp e r io d  T a x  A l lo c a t io n ....................... 4091.22;

4091.32—.33; 4097.012; U4091.034; U4091.048-
.055

. O il a n d  G as  P ro d u c in g  C o m p a n ie s  . . . .
.............................................. .............. .. 6021.062—.063

. T a x  B e n e f it ,  C o m p e n s a to ry  P la n s  . . . 4062.06

P E R P E T U A L  IN V E N T O R IE S
. In c o m e  M e a s u r e m e n t ................................. 5121.01
. M e a s u re m e n t a t  In te r im  P e r io d s  . . . .  2071.14

P E R S O N A L  F IN A N C IA L  S T A T E M E N T S
. E s t im a te d  V a lu e  o f  C o m m o n  S to c k  . .  .

............ ........................................................... U2011.192
. M a rk e ta b le  E q u ity  S e c u r i t ie s ..........5132-1.01—

.03

P E R S O N A L  H O L D IN G  C O M P A N Y
. P o o lin g  o f  In te re s ts  ................... U1091.112—.114

P E R S O N A L  P R O P E R T Y
. In v e n to ry  D e f in i t io n ...........................5121.02—.03
. T a x e s ............................. ,....................... .. . 4081.01—.19

P E R S O N N E L — S ee E m p lo y e e s

PEN

PERVASIVE EXPENSE RECO GNITION 
PRINCIPLES

. A p p lic a t io n  ....................................................  1026.25

. E ffe c t ................................................................. 1026.26

. T y p e s  ........................  1026.20— .25; 4211.48; 4311.78

PERVASIVE M EASU R EM EN T PRINCIPLES
. B a s is  fo r  A c c ru a l A c c o u n t in g  .............. 1026.08
. B a s is  o f  M e a s u re m e n t .............................  1022.20
. D iv is io n  o f P e rv a s iv e  P r in c ip le s .........  1022.20;

1026.07
. E v e n ts  R e c o g n iz e d  ....................................  1022.20
. F u n c t io n ........................ .................................... 1026.08
. In c o m e  D e t e r m in a t io n ............  1022.20; 1026.11;

4311.77—.80
. In it ia l R e c o rd in g  P r in c ip le  ...........  1026.09—.10
. P r in c ip le s  In c lu d e d  ....................................  1026.08
. R e a liz a t io n  .............................. 1022.20; 1026.14— .17
. R ea s o n s  fo r  M o d ify in g  C o n v e n t io n s  . . .

...........................................................................  1026.33
. U n it  o f  M e a s u re  .................................. 1026.29—.30
. U n re a s o n a b le  R e s u l t s ................. 1026.37—.38

PERVASIVE PRINCIPLES
. B a s is  fo r  A c c o u n t in g  P r o c e s s ............... 1022.20;

1026.07
. C h a n g e  in  P r in c ip le s .................  1022.24; 1028.02;

1029.02
. D e f in it io n  ............ ............................  1022.20; 1026.07
. D iv is io n  o f  G e n e ra lly  A c c e p te d

A c c o u n t in g  P r in c ip le s  ......................  1022.19
. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . 1027.14
. M o d ify in g  C o n v e n t io n s .......... 1022.20; 1026.33—

.38
. P e rv a s iv e  M e a s u re m e n t P r in c ip le s  . . .

............................. .....................  1022.20; 1026.08— .32
. R e la tio n  to  B ro a d  O p e ra t in g

P r in c ip le s ......................  1022.21; 1026.06; 1027.01

P H A N TO M  STOCK PLANS
. D e s c r ip t io n  o f T e r m s .................................4062A.12
. E ffe c t, E a rn in g s  p e r  S h a re  . . . U2011.284— .286

PILO T P LAN TS
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t i v i t i e s .........................................................4211.09

P IPELIN E C O M PAN IES
. A d v a n c e s  fo r  E x p lo ra t io n  . . . .  U4111.001—.002

P LA N T CAPAC ITY
. A l lo c a t io n  o f  F ixe d  O v e r h e a d ...............9002.10;

9002.21

POLICIES, A C C O U N TIN G
. A ll In c lu s iv e  C o n c e p t ................................... 9008.06
. A p p l ic a b i l i t y ............................................ 2045.08— .11
. C a ta s t ro p h e  L o s s e s ............................4311.49—.52
. C h a n g e s  in  In te r im  P e r io d ............  2071.23—.29;

2071-1.21; 2072.01-.25
. C h a n g e s  in  P o l i c ie s .........9008.14— .15; 9008.17;

9008.20—.21
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

.......................................................................................... .9003.39
. C o n te n t .....................................................  2045.12—.14
. D e f in it io n  ..........................................2045.06; 9001.08
. D e p re c ia t io n  M e th o d s ............... 9004.12; 9004.17
. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .

____  1027.26; 2045.12—.15; 9001.01—.23; 9002.02;
9002.34; 9003.39; 9003.46; 9004.12; 9004.17; 
9006.17; 9008.14— .15; 9008.21; 9009.12—.13 

. D is c lo s u re  o f S e g m e n t In fo rm a t io n  . . .
........................................................................  2081.022

. E ffe c t iv e  D a te  o f S e c tio n  . . . .  2045.16; 9001.23;
9008.24

. E ffe c ts  ...............................................................  2045.07

. E x a m p le s  o f  D is c lo s u re s  . . . .  2045.13; 9001.13;
9008.15

. F a ir  P re s e n ta t io n  .......................  1027.17; 2045.08

. F o r m a t ..................................................   2045.15

Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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POOLING OF INTERESTS— c o n t in u e dPO LIC IES, A C C O U N T IN G — c o n t in u e d
. F u n d a m e n ta l A c c o u n t in g

A s s u m p t io n  ..................................................9008.14
. G e n e ra l O b je c t iv e  .......................................  1024.09
. In d u s tr y  P r in c ip le s  a n d  M e th o d s  . . . .  2045.12 
. In te g ra l P a r t  o f  S t a t e m e n t s .................  1022.02;

1027.26; 2045.08; 2045.15; 9001.10; 9001.19
. In v e n to r y  P r i c in g .........................................  9002.34
. In v e s tm e n ts  in  C o m m o n  S to c k  ............5131.20
. J u d g m e n t in  S e le c t io n  . . . 2045.05—.06; 9001.08
. N o n p r o f i t  O r g a n iz a t io n s ........................... 2045.09
. O b je c t iv e  o f  IA S C ...........................................9000.09
. O p in io n ..................................................... 2045.08—.11
. P ra c t ic e ,  P r e v a i l in g ........................... 2045.01—.03
. P r ic e -L e v e l C h a n g e s ................................... 9006.17
. P r in c ip le s  a n d  M e th o d s  F o llo w e d  . . . 2045.12
. P r io r  P e r io d  I t e m s ........................................ 9008.19
. R e g u la te d  In d u s t r ie s ................................... 4311.13
. R e la tio n  to  A c c o u n t in g  C h a n g e s  . . . .  2045.14 
. R e la tio n  to  F in a n c ia l S ta te m e n ts  . . . 1022.02;

1027.17; 2045.08—.10; 2045.15 
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

.................  4211.05; 4211.14; 4211.61; 9009.12—.13;
9009.19

. S c o p e  o f  S e c tio n  .............................. 9008.01—.02

. S u m m a ry  o f P o l i c ie s .................................. 2045.15

. U n a u d ite d  F in a n c ia l S ta te m e n ts  . . . .  2045.10

. U n d e rs ta n d a b i li ty  ....................  2045.07

. U s e fu ln e s s .......................................2045.04; 2045.07

PO LICY A C Q U IS IT IO N  COSTS
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083-1.01—

.06

PO LIC YH O LD ER S' SURPLUS
. In c o m e  T a x e s ..........4091-1.02—.03:4095.01—.02;

4095.26—.30

PO O LIN G  OF INTERESTS— S ee a ls o  
B u s in e s s  C o m b in a t io n s

. A c c e p ta b l i l i t y ..................................  1091.02; 1091.08

. A c c o u n t in g  M e th o d  U n k n o w n ................ 1091.62

. A c tu a r ia l  G a in s  (L o s s e s )  ..........................4063.31;
U4063.109-.112

. A d ju s tm e n t  o f  S h a r e s ...........................U1091.125

. A d v a n ta g e s  a n d  D is a d v a n ta g e s  . . . .  1091.28—
.41

. A f f i l ia te d  C o m p a n ie s ....................................1091.13

. A lte rn a t iv e  M e t h o d s ............ ....................... 1091.14

. A p p lic a t io n  o f M e t h o d ......................  1091.50—.65

. A p p ra is a l o f  M e th o d ........................... 1091.27—.41

. A p p ro v a l b y  R e g u la to ry  A g e n c ie s  . . . . .
...............................................................U1091.016-.018

. A s s e ts  a n d  L ia b ili t ie s  C o m b in e d ..........1091.51

. A t t r ib u te s  o f C o m b in in g
C o m p a n ie s ........................  1091.46; 1092.01—.08;

U1091.061-.064; U1091.141-.143
. B a ilo u t  o f  S to c k h o ld e r s ..........U1091.074— .076;

U1091.144— .146
. B a s is  o f  A c c o u n t in g ...................  1091.08; 1091.12
. B ro a d  A p p lic a t io n  .........................................1091.36
. C h a n g e s , A c c o u n t in g .................1051.12; 1091.52
. C la s s if ic a t io n  o f  C o n d i t io n s ..................... 1091.45
. C o m b in e d  C o rp o ra t io n — See 

C o m b in e d  C o rp o ra t io n  
. C o m b in in g  C o m p a n y — S ee C o m b in in g  

C o m p a n y
. C o m m o n  S to c k  A c q u ir e d .......................... 1091.62
. C o m m o n  S to c k  Issu e d  ............1091.13; 1091.40
. C o m p a n ie s  U n d e r  C o m m o n

C o n t r o l ............................................U1091.151—.154
. C o m p a ra t iv e  F in a n c ia l S ta te m e n ts  . . .

...........................1091.61; 1091.64; U1091.080-.085
. C o m p a r is o n  w ith  P r io r  P e r io d s  ............1091.32
. C o n c e p t o f  P o o lin g
. . E x is te n c e  D o u b te d ..................................... 1091.35
. . F u s io n  o f  E q u ity  I n te r e s t s .......................1091.13
. . V a lid ity  .............................................................1091.28
. . V io la t io n  ...................... ................ U1091.136— .137
. C o n d it io n s  fo r  M e th o d  ...................  1091.45—.48
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. C o n d it io n s  S p e c if ie d

. . A u to n o m o u s  C o m p a n ie s ...................  1091.46;
U1091.032-.033; U1091.061-.064; 
U1091.086-.089; U1091.103-.114;

U1091.141-.143
. . C o m m o n  S to c k  E x c h a n g e .................  1091.47;

U1091.019-.020; U1091.036-.039;
U1091.090-.098

. . C o n t in g e n c ie s .......... 1091.47; U1091.048—.049;
U1091.067-.073; U1091.119-.132 

. . D e la y  in  C o m p le t io n  . . .  1091.47; U1091.016—
.018

. . E x c e p tio n s  P e rm it te d  . . . .  1091.99; 1092.01— 
.08; U1091.050-.053; U1091.086-.089

. . In d e p e n d e n t C o m p a n ie s ...................  1091.46;
U1091.009-.010

. . In te r c o r p o r a te  I n v e s tm e n t s ............  1091.47;
1091.99; 1092.01—.03; U1091.054— .060;

U1091.086-.089
. . P e rc e n ta g e  o f  S to c k  I n t e r e s t .......... 1091.47;

1091.99; U1091.025-.031; U1091.086-.089
. . P la n n e d  T r a n s a c t io n s ........................... 1091.48;

U1091.036-.039; U1O91.074-.O79;
U1091.144— .146

. . R a t io  o f  S to c k  In te re s t  . . . .  1091.47; 1091.99;
U1091.001-.004; U1091.065-.066;

U1091.090-.098
. . S in g le  T r a n s a c t io n ....................................1091.47
. . T im e  L im i t .......... 1091.47; 1091.99; 1092.01—.08;

U1091.016-.018; U1091.021-.024
. . T re a s u ry  S to c k  A c q u ir e d ...................  1091.47;

U1091.067-.073
. . T w o -Y e a r  R u le .......... 1091.46; U1091.032—.033;

U1091.097-.098; U1091.141-.143
. C o n s is te n c y  o f M e th o d  ............................1091.31
. C o n s o lid a t io n  P r o c e d u r e s .......................9003.11
. C o n s u m m a tio n  D a t e ................ U1091.011—.015
. C r ite r ia
. . C o n t in u ity  o f  M a n a g e m e n t ................1091.38
. . E f f e c t iv e n e s s ....................... .. 1091.35—.36
. . U n i la t e r a l .................................................... .1091.38
. C r it ic is m  o f M e th o d  .............. ...........  1091.35— .41
. C u r re n t  C o s t R e c o g n it io n  ..........   1091.35
. D a te  C o m b in a t io n  R e c o rd e d  . . . 1091.61—.62;

U1091.011-.015
. D e b t a n d  E q u ity  S e c u r it ie s  . . . .............. 1091.47;

U1091.065-.066
. D e fe c t A t t r ib u te d  to  M e t h o d ..................1091.39
. D e fe rre d  C o m p e n s a t io n  P la n s  . . . U1091.126—

.129
. D e f ic its  in  C o m b in in g  C o m p a n ie s  . . . 1091.53 
. D e p a r tu re  f r o m  T ra d it io n a l

P r in c ip le s  ...........................  1091.41
. D if fe re n c e s  in S ize  .................. .. 1091.34— .35
. D is b u rs e m e n t o f  R e s o u rc e s  ................. .1091.12
. D is c lo s u re  in  F u n d s  S ta te m e n ts ......... 2021.13
. D is c lo s u re  in  In te r im  P e r io d s  .............. 2071.21
. D is c lo s u re  R e q u ire m e n ts .............. 1091.56—.57;

1091.63—.65; U1091.080—.085 
. D is p o s it io n  o f  A s s e ts  . . . .  1091.48; 1091.59—.60;

U1091.077-.079
. D is s o lu t io n  o f C o m b in in g  C o m p a n y  . . .

.............................................................................1091.49
. D is t r ib u t io n s  to  S to c k h o ld e rs  ...........  1091.47;

U1091.090-.098
. D iv e s t itu re  o f A s s e ts .......... 1091.46; U1091.077—

.079
. D iv id e n d  D is t r ib u t io n s ................................ 1091.47
. D iv id e n d s  p e r  S h a re  ................................2011A.25
. E a rn in g  C a p a c it ie s , R e la tiv e  ..................1091.31
. E a rn in g s  p e r  S h a re  ................... 1091.31; 1091.56;

2011A.04; U2011.043; U2011.124— .125
. E a rn in g s  S tre a m s  C o m b in e d ..................1091.39
. E c o n o m ic  S u b s ta n c e .................  1091.39; 1091.41
. E le c t io n  to  A p p ly  P o o lin g  . . . .  U1091.050—.053 
. E lim in a t io n , In te rc o m p a n y

T ra n s a c t io n s  ................................................1091.56

P O O
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P O O L IN G  O F IN T E R E S T S — c o n t in u e d
. E lim in a t io n  o f  A b u s e s ................................1091.33
. E m p lo y m e n t C o n t r a c t s ............ U1091.126—.129
. E n t i ty  C o n c e p t ......................1051.12; 1091.28—.29
. E ro s io n  o f  C r i t e r i a .........................................1091.33
. E xce ss  O u ts ta n d in g  S h a r e s ..................... 1091.53
. E x c h a n g e  o f  E q u ity  S e c u r i t i e s ............1091.12;

1091.45; 1091.47; U1091.065-.066; U1091.090-
.098

. E xp e n s e s  in  C o m b in in g ........................... 1091.58;
U1091.133-.135

. E x t ra o rd in a ry  I t e m ......................  1091.60; 2012.07

. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . 1091.57

. F o rc e d  S a le  o f S t o c k ................. U1091.136—.137

. F ra c t io n a l S h a re s  . . . .  1091.47; U1091.090—.098

. “ G r a n d fa th e r ”  f o r  S u b s id ia r ie s .......... 1091.99;
1092.01—.08; U1091.086-.089; U1091.099-.102

. H is to r ic a l  C o s t I n f o r m a t io n ..........1091.31—.32

. Im p le m e n ta t io n  D if f ic u lt ie s  .......... 1091.28—.41

. In i t ia te d  B e fo re  1 1 / 1 / 7 0 .......................... 1091.97;
U1091.021-.024

. In i t ia te d ,  N o t  C o n s u m m a te d ...................1091.62

. In i t ia t io n  o f  P lan  . . . .  1091.46; 1091.99; 1092.01— 
.08; U1091.005-.008; U1091.034-.035;

U1091.115-.118
. In v e s tm e n t in  C o m b in in g  C o m p a n y  . . .

............................................................................. 1091.55
. In v e s tm e n t in  Is s u in g  C o rp o ra t io n  . . . 1091.47
. L e a se s  ...................................................  4053-2.13—.14
. L it ig a t io n  C a u s in g  D e la y s  . . . .  U1091.016—.018
. L o a n s  A g a in s t S to c k  I s s u e d ..................... 1091.48
. L o sse s , D is p o s a l o f  A s s e t s ........................1091.59
. M a n a g e m e n t R e p r e s e n ta t io n ............... 1091.29,

1091.38; U1091.119-.125
. M e a s u re m e n t P r in c ip le  ( M - 2 B ) ............  1027.08
. M in o r i ty  In te re s ts  o f  S u b s id ia ry  . . . .  1091.43;

1092.02; U1091.086-.089; U1091.099-.102
. M o re  T h a n  T w o  C o m p a n ie s  .................  1091.47;

U1091.147-.150
. N a tu re  o f  T r a n s a c t io n ................................. 1091.16
. N e w  C o m p a n ie s ...................  1091.46—.47 1091.64
. N e w  C o r p o r a t io n  E x a m p le ........................1091.30
. N o te s  to  F in a n c ia l S ta te m e n ts  . . . .  1091.64—

.65
. O p p o s it io n  to  M e t h o d ......................  1091.35—.41
. O r ig in  a n d  D e v e lo p m e n t . .  . 1091.03; 1091.12—

.14
. O w n e rs h ip  In te re s ts
. . C o m b in e d  in  E n t i r e t y ........................... 1091.46;

U1091.090-.098
. . C o n t in u i t y ....................1091.12; 1091.35; 1091.47;

U1091.032-.033; U1091.074-.076; 
U1091.136-.137; U1091.144-.146

. . D is p a r ity  in  S ize  .......................................1091.37

. . In te r c o r p o r a te  I n v e s tm e n t s ............  1091.46;
1091.55; U1091.009-.010; U1091.086-.089 

. . P e rs o n a l H o ld in g  C o m p a n y  . . . U1091.112—
.114

. . R e s t r ic te d  S to c k  ....................U1091.019—.020;
U1091.036-.039

. P a r t  P u rc h a s e , P a r t  P o o l in g ...................1091.13;
1091.43; U1091.050-.053

. P lan  o f C o m b in a t io n

. . C o n s u m m a t io n  D a te  ............ U1091.011—.015

. . D a te  I n i t i a t e d .......... 1091.46; 1091.99; 1092.01—
.08; U1091.005-.008; U1091.034— .035 

. . In te r c o r p o r a te  In v e s tm e n ts  . . . 1092.01—.08

. . M in o r i ty  o r  H a lf In te re s t  ...................  1091.99;
U1091.050—.053; U1091.086-.089;

U1091.099-.102
. . N o t if ic a t io n  to  S to c k h o ld e r s ............  1091.46;

U1091.005-.008
. . P u b lic  A n n o u n c e m e n t .............................1091.46
. . T e rm in a t io n  a n d  R e s u m p tio n  ............

U1091.034-.035
. . T im e  L im it  .........................................  1092.01—.08
. P r io r  Y e a r R e s ta te m e n t .......... 1091.57; 1091.63
. P r o f i t  o r  L o ss , D is p o s a l o f  A s s e ts  . . . .  1091.60

POOLING OF INTERESTS— c o n t in u e d
. R a t io  o f  E x c h a n g e  o f S to c k  ...................1091.31;

U1091.001-.004; U1091.090-.098
. R e a c q u ire d  S h a r e s .............................  1091.47—.48
. R e c o g n it io n  o f  C u r re n t  C o s t s ................ 1091.35
. R e p o r t in g  R e s u lts  o f  O p e ra t io n s  . . . .  1091.32;

1091.56—.57; 1091.64
. R e s t r ic te d  V o t in g  S t o c k ..........U1091.019—.020;

U1091.036-.039
R e ta in e d  E a r n in g s ........................................ 1091.10

. R e t ro a c t iv e  D is c lo s u re  ............ U1091.080—.085

. R e t ro a c t iv e  R e s ta te m e n t .......................... 1091.52

. S e g m e n t R e p o r t in g ................................... 2081.040

. S ize  R e s t r ic t io n s ..................................  1091.34— .35

. S to c k  O p t i o n s ............................... U1091.130— .132

. S to c k h o ld e r  A r r a n g e m e n ts .......... 1091.29—.30;
U1091.090-.098

. S to c k h o ld e rs ' E q u ity  . . . .  1091.10; 1091.53—.55;
U1091.125

. S u b s id ia r ie s  w ith  M in o r i ty  In te re s ts  . . .
........................... 1091.43; 1092.02; U1091.086—.089;

U1091.099-.102
. T e rm in a t io n  o f  P l a n .....................U1091.034— .035
. T ra n s la t io n  o f  F o re ig n

C o m b in a t io n s ............................................ 1083.040
. T re a s u ry  S to c k  A c q u ire d  . . . 1091.47; 1091.54—

.55; U1091.067-.073
. T re a s u ry  S to c k  D e l iv e r y .........................   5542.13
. T w o -C la s s  C o m m o n  Issu e d  ...........U1091.045—

.047
. W a rra n ts  E x c h a n g e d .................U1091.040—.044
. W h e n  R e c o rd e d  ( S - 2 b ) .............................  1027.08
. W h o lly  O w n e d  S u b s id ia ry  . . . U1091.061—.064;

U1091.141-.143

PORTFOLIO, M AR KETABLE SECURITIES
. C a r ry in g  A m o u n t ...............................  5132.07—.09
. C h a n g e  in  C la s s if ic a t io n  . . . 5132.10; 5132-5.03;

5132-5.09—.10
. C h a n g e s  in  V a lu a t io n  A llo w a n c e  ...5 1 3 2 .1 1 —

.12
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

...............................................................5132-4.01—.08
. C u r r e n t - N o n c u r r e n t  D is t in c t io n  . . . 5132.09—

.12; 5132.30—.32
. M a rk e t V a lu e ......................  5132.07—.12; 5132-5.10
. O f fs e t t in g  G a in s  a n d  L o sse s  ...................5132.09
. P e rs o n a l F in a n c ia l S ta te m e n ts  . . . 5132-1.01—

.03
. S e c u r it ie s  P le d g e d  as C o lla te ra l . . . 5132-5.07 
. S p e c ia liz e d  In d u s tr y  A c c o u n t in g

P r a c t ic e s ..............................................5132.14— .20
. U n re a liz e d  G a in  o r  L o s s ............................ 5132.07
. V a lu a tio n  A llo w a n c e  .. .5 1 3 2 .0 7 —.08; 5132.11—

.12; 5132-3.01—.05

POSTULATES, BASIC
. A c c o u n t in g  R e s e a rc h  S tu d y  N o . 1 . . . .

1010.01—.04
. R e la tio n  to  G e n e ra lly  A c c e p te d

A c c o u n t in g  P r in c ip le s ............ 1022.23; 1026.03

PRACTICE, PREVAILING
. A c c o u n t in g  fo r  M a rk e ta b le

S e c u r i t ie s .......................................................5132.01
. E ffe c ts  o n  A P B  O p in io n s  ............................ 510.07
. L e v e ra g e d  L ea se s  ......................................4053.108
. U n c la s s if ie d  B a la n c e  S h e e ts .................  2033.07;

2033.19

PREDICTION
. C a ta s t ro p h e  L o s s e s ...................  4311.92; 4311.97
. E c o n o m ic  E ffe c ts  o f  R a te  C h a n g e s  . . .

....................................  1083.107; 1083.193; 1083.221
. F o re ig n  E x c h a n g e  R a te s  . . . 1083.166; 1083.192;

2071-1.81
. F u tu re  E v e n t s ...................  4311.03; 4311-1.01—.08
. In te re s t  R a t e s ................................................. 5362.08
. R e v e rs a l o f  T im in g  D if fe re n c e s  . . . .  4091-1.04;

4091-1.10;4095.06
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PR ED IC T IO N — c o n t in u e d  
. U se  o f  P a s t E v e n t s ...................... 1022.29; 1024.07

PREFERRED STOCK
. C o n v e r t ib le  in to  C o m m o n ...................... 2011.27;

U2011.143-.144
. D e f in e d  as E q u ity  S e c u r i t y ........................5132.07
. D is c lo s u re  o f  C o n v e r s io n ........................  2021.14
. D iv id e n d  P re fe re n c e  .................  2011.19:9005.17
. D iv id e n d s  in  A r re a rs  . . . .4 3 1 1 .1 8 —.19; 5515.02;

9005.17
. D iv id e n d s  o f In v e s te e s  .............................  9003.32
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

............................................ 2011.20; U2011.020-.022
. Is s u e d  in  B u s in e s s  C o m b in a t io n s  . . . .  1091.73
. L iq u id a t io n  P r e fe r e n c e ..........2011.19; 5515.01—

.02
. N o n m o n e ta ry  I te m s  ................................. 1071B.04
. P a r t i c ip a t in g ................................................U2011.297
. P ro v is io n s  fo r  C o n v e r s io n ......................  2011.37;

U2011.230-.235
. R e d e m p tio n  o r  C a ll ...................  5132.07; 5515.02
. S h a re s  Is s u e d  o n  C o n v e rs io n  ................ 2011.20
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . .  1083.044 
. T w o -C la s s  M e th o d  ......................U2011.300—.303

P R E M IU M  O N  DEBT
. A d ju s tm e n t o f  F ace  A m o u n t .................  5362.03
. C o n v e r t ib le  D e b t ...........................................5516.16
. D e b t w ith  W a r ra n ts  ...........................5516.13—.15
. E a r ly  E x t in g u is h m e n t ........................  5362.18—.21
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

....................................... U2011.142; U2011.261-.264
. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . . 4111.03;

4111.15
. In te re s t  M e th o d  o f A m o r t iz a t io n  . . . 5361.01—

.02
. P re s e n t V a lu e  C o n c e p t s ...............4111 A.01—.02
. R e fu n d in g  T ra n s a c t io n s
. . G a in  o r  L o s s .......................................2013.01—.17
. . M e th o d s  o f  A c c o u n t in g ..............  5362.05—.10
. R e s t ru c tu r in g  o f  D e b t .......... 5363.013; 5363.017
. T ra n s la t io n  o f  F o re ig n  B a la n c e s ............

1083.039—.040; 1083.097; 1083.131

PR EOPERATING EXPENSES
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.02;

2062.35—.41; 2062.49-.50
. In ta n g ib le  A s s e ts  .......................................... 5141.06
. T im in g  D i f fe r e n c e s .....................................4091A.05

PRESENT VALUE
. A c c ru e d  B e n e f it  C o s t M e t h o d ...........  4063A.10
. A c tu a r ia l V a lu a t io n  .................................  4063A.02
. C o n c e p ts  ............................................. 4111A.01—.02
. D e b t S e c u r it ie s  E x c h a n g e d ................... 5362.03;

5362.16-.17
. D e fe r re d  C o m p e n s a t io n  C o n tra c ts  . . .

....................................................................4064.01—.03
. D e f in i t i o n ...........................................................4111.01
. D e f in it io n ,  P e n s io n  P la n s ...................... 4063B.33
. D is c lo s u re  o f  L ea se  C o m m itm e n ts  . . . .

......................................................................... 4053.053
. E m p lo y e e s ’ P e n s io n  B e n e f its  .............. 4063.20
. E n try  A ge  N o rm a l M e t h o d ....................4063A.16
. E s t im a t io n  o f  B e n e f i t s ..............................4063B.07
. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . .

.......................................................................... 4111A.03
. F u tu re  B e n e f i t s ........................................... 4063A.07
. F u tu re  C a s h  F lo w s ...........................  5362.16—.17
. F u tu re  C a s h  P a y m e n t s .........................  5363.016
. F u tu re  C a s h  R e c e ip ts  ...........................  5363.030
. F u tu re  E x c h a n g e  P r i c e ............................ 1023.31
. In te re s t  R a te  A p p r o p r ia t e ...............4111.12—.13
. L ea se  P a y m e n ts  b y  L e s s e e s .............  4053.007;

4053.010; 4053.014; 4053.093; 4055.02; 4055.12
. L ea se  P a y m e n ts  to  L e s s o rs  ...............4053.017;

4053.100
. L e v e ra g e d  L e a s e s .................................... 4053-2.16

PRESENT VALUE— c o n t in u e d
. L ia b ilit ie s  (M -1 C )  .........................................  1027.07
. L ia b ilit ie s  I n c u r r e d ...................... 1091.67; 1091.72;

1091-1.07; 5141.25—.26
M e a s u r e m e n t .......................4111.04; 4111.08—.09

. M e a s u re m e n t o f  A c tu a r ia l
L ia b i l i t ie s ...................................................... 4063B.06

. N o n c a s h  T ra n s a c t io n s  ............ 4111.07; 4111.11

. N o te  E x c h a n g e d  fo r  C a s h  ............  4111.05—.06;
4111.10

. O w n e rs ’ In v e s tm e n ts  A n d  W ith d ra w a ls
(M -2 )  ............................................................... 1027.08

. P e n s io n  C o m m itm e n ts .............................. 4063.03

. P e n s io n  C o m m itm e n ts  ( M - 1 C ) ............  1027.07

. P ro v e d  O il a n d  G as R e se rve s  ............  6021.096

. R e c e iv a b le s  ..................................................1091-1.05
R e g is tra t io n  C o s t s ............  4063B.33; U1091.138—

.140; U4063.053-.072
. R e la tio n  to  E x c h a n g e  P r ic e  ..........4111.08—.09
. R e s id u a l V a lu e  o f L ea se d  P ro p e r ty  . . . .

...........................................  4053.017; 4 0 5 3 .0 9 8 -.099
. R e ta in e d  P ro d u c t io n  P a y m e n t .......... 6021.047
. S a v in g s  D e p o s it A c c o u n t s ..................... 1091-1.07
. T ra n s la t io n  o f D e b t S e c u r i t ie s .......... 1083.039;

1083.131
. V e s te d  B e n e f i t s .............................U4063.089—.098

PRETAX AC CO UN TIN G  INCO M E
. A c c e le ra te d  D e p re c ia t io n  M e th o d s
. . R e c o g n it io n  o f T a x  E f f e c t s .................  4074.05
. C o m p re h e n s iv e  A llo c a t io n  ...................  4091.33;

4091-1.02
. D e f in it io n  .................................... 4091.12; U4091.022
. F o re ig n  O p e ra t io n s  . . . 1083.018—.021; 1083.202
. In te r im  P e r io d  D is c lo s u r e ...................  2071-1.17;

2071-1.25
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

____ 4097.01; 4097.04— .05; 4097.11— 15; 6021.061
. P e rm a n e n t D if fe re n c e s  . . . 4091.33; U4091.034;

U4091.048-.055
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4091-1.03;

4095.22
. S to c k  L ife  In s u ra n c e  C o m p a n ie s ............

.........................................................4091-1.03; 4095.28
. U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r ie s  ................... 4091-1.03; 4095.09— .14

PRICE-LEVEL CHANGES
. A m o u n t o f  C h a n g e ........................................1071.13
. A s s e ts , F ix e d ....................................................1071.14
. C h a n g e s  in A c c o u n t in g  P ro c e d u re  . . . .

................................................... 4071.08; 4071.11—.12
. C o m p re h e n s iv e  R e s ta te m e n ts  ..........1071.16;

1071.46
. C o n s u m e r  P r ic e  In d e x  .............................. 1071.09
. C o n v e rs io n  F a c to r s ...................................1071C.06
. C o n v e r t ib le  D e b t ......................................... 1071.23; 1071.34
. C u m u la t iv e  E ffe c ts  ..................................... 1071.14
. C u r re n t  V a lu e — See C u r re n t  V a lu e
. D e b e n tu re s  ...................................  1071.23; 1071.34
. D e f la t io n  .................  1071.07; 9006.08; 9006.13—.14
. D e p re c ia t io n  o f  F a c i l i t ie s .........................4071.04
. D e p re c ia t io n  P o l i c y .....................................4071.07
. D if fe re n t ia l E f f e c t s ........................................1071.15
. E c o n o m ic  D a t a ...............................................1071.24
. E c o n o m y  as a W h o le ...................................1071.06
. E ffe c t iv e  D a te  o f S e c tio n  .........................9006.18
. E ffe c ts  ......................1071.01; 1071.06; 1071.13—.16
. E ffe c ts  o n  E n te r p r is e ................ 1023.23; 1027.09
. F isca l P o lic y  ....................................................1071.06
. F o re ig n  C u r r e n c y ...............................1071.21—.22
. G e n e ra l L e v e l ............... 9006.01—.04; 9006.08— .10;

9006.13; 9006.17
. G N P  D e f la t o r .......................  1071.09—.12; 1071.30
. . A n n u a l A v e ra g e s , 1 9 2 9 - 1 9 6 8 .......... 1071A.01
. . Q u a r te r ly  A v e ra g e s , 1 9 4 7 -1 9 6 8  . . . .

........................................................................1071A.02
. G a in s  a n d  L o s s e s ..............................1071.17—.23
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P R IC E -LE V E L  C H A N G E S — c o n t in u e d  
. G e n e ra l v . S p e c if ic  P r ic e s  . . . 1071.08; 1071.29;

1071D.01—.05
. G o ld  ....................................................................1071.21
. H o ld in g  M o n e ta ry  I t e m s ...........................1071.38
. I l lu s t ra t iv e  E x a m p le ........................ 1071D.02—.05
, I l lu s t ra t iv e  S t a t e m e n t s .................1071C.01—.44
. In f la t io n  ....................  1071.07; 9006.08; 9006.13—.14
. In f la t io n a ry  T re n d s  .................................... 1071.12
. In te rn a t io n a l T r a d e .................................... 1071.06
. In v e n to ry  P r ic in g .................  5121.07—.08; 9006.03
. In v e s tm e n ts  ...................................................1071.06
. L o s s e s  o f  P u rc h a s in g  P o w e r .................1071.15
. M e a s u re m e n t ................................ 1071.09; 9006.17
. M o n e ta ry  I te m s  .................................. 1071.17—.18
. N o n m o n e ta ry  I te m s  ........................ 1071.19—.20
. P re s e n ta t io n  In  F in a n c ia l

S ta te m e m ts ................................................  1022.27
. P r ic in g  P o lic ie s  . ............................................. 1071.06
. P ro c e d u re s  fo r  R e s ta te m e n ts  . . . .  1071C.01—

.44
. P r o d u c t  D is s im i la r i ty  ............................. 1071C.05
. P ro p o s e d  R e c o g n it io n  . . . 1029.10; 9006.11—.16
. P u rc h a s in g  P o w e r C h a n g e s .................  1023.30;

1026.30—.32; 1071.07
. P u rp o s e  o f  R e s ta te m e n ts  ........................1071.29
. R a te  o f I n f l a t i o n ............................................. 1071.14

R e c o g n it io n  in  N e t In c o m e ............  1071.40—.41
. R e p la c e m e n t o f  P la n t F a c ilit ie s  ........... 4071.04
. R e s ta te m e n t,  H is to r ic a l C o s t s ............  1071.05;

9006.09; 9006.13
. R e s ta te m e n t in  T e rm s  o f D e p re c ia te d

C u rre n c ie s  ...................................................  4071.13
. R e s ta te m e n t T e c h n iq u e s .......................... 1071.10
. S p e c if ic  P r ic e  C h a n g e s ...................  9006.02—.07;

9006.12-. 15; 9006.17
. S u p p le m e n ta ry  In fo r m a t io n  ...................1071.02
. W age  N e g o t ia t io n ........................................... 1071.06
. W r ite -D o w n s , P la n t C o s ts  ....................... 4071.09
. Y e a r- to -Y e a r  C h a n g e s ................................. 1071.11

P R IC E -LE V E L  F IN A N C IA L  S T A T E M E N T S
. A m o r t iz a t io n  ..................................  1071.20; 1071.39
. A p p ra is a l V a lu e ............................................  1071.05; 1071.48
. A s s u m p t io n s ................................................. 1071C.02
. B a la n c e  S h e e t I t e m s ....................... 1O71C.09—.10
. B a se s  o f  A c c o u n t in g .................................1071D.02
. B a s is  fo r  P re p a ra t io n  .................................1071.48
. B a s is  fo r  P re s e n ta t io n  ..............................1071.32
. C h a n g e s  in  P u rc h a s in g  P o w e r . . . 1071.03—.04
. C la s s if ic a t io n  o f  I t e m s .................... 1071B.01—.04
. C o m b in e d  S ta t e m e n t s ..............................1071.45
. C o m m o n  S to c k  ..........................................1071B.04
. C o m p a ra t iv e  S ta te m e n ts  . . . 1071.38; 1071.44;

1071.48
. C o m p a r is o n , H is to r ic a l-D o lla r

S ta te m e n ts  ____ 1071.04; 1071.25—.26; 1071.47
. C o m p re h e n s iv e  R e s ta te m e n ts  .......... 1071.16;

1071.46; 1071D.01; 9006.09
. C o n s o lid a te d  S ta te m e n ts  ........................1071.45
. C o n v e rs io n  F a c to r s .................................. 1071C.06
. C o s t o f  G o o d s  S o l d .....................................1071.39
. C o s t P r in c ip le .................  1071.05; 1071.28; 1071.35
. C r e d i t o r s .......................................................... 1071.06
. C r ite r ia ,  M o n e ta ry  a n d  N o n m o n e ta ry

I te m s  ...................................................1071B.01—.04
. C u r re n t-D o l la r  S ta te m e n ts  ..................... 1071.32
. C u r re n t  V a lu e  ...............................  1071.05; 1071.48
. C u t -o f f  D a te  .................................................1071C.05
. D e fe r ra l,  M o n e ta ry  G a in s .........................1071.42
. D e p r e c ia t io n ...................  1071.20; 1071.39; 1071.46
. D is c lo s u re  R e q u ire m e n ts .............  1071.46—.49;

9006.17
. E ffe c ts  o f  P r ic e -L e v e l C h a n g e s  ..........1071.01;

1071.13— .16
. E xp e n se s  .......................................................... 1071.39
. E x p la n a tio n s  R e q u ire d  ............................. 1071.48
. E x t ra o rd in a ry  I te m s  .................................. 1071.46
. F irs t-Y e a r  R e s ta te m e n ts  . . . 1071C.01; 1071C.10

PRI

P R IC E -LE V E L  F IN A N C IA L  
S T A T E M E N T S — c o n t in u e d

. F o re ig n  C u r re n c y  S ta te m e n ts ................1071.26

. F o re ig n  O p e ra t io n s  ...................  1071.24; 1071.26

. F o re ig n  S u b s id ia r ie s  ...................................1071.45

. G N P  D e f la t o r ....................................... 1071C.05— .06

. G N P  D e f la to r ,  A v e ra g e s  ............. 1071A.01—.02

. G a in s  a n d  L o s s e s ...............  1071.17—.23; 1071.33;
1071.39—.43

. G e n e ra l v. S p e c if ic  P r ic e s .............1071D.01—.05

. G o v e rn m e n t O ff ic ia ls  ................................1071.06

. G u id e lin e s  fo r  P re p a ra t io n  ..................  1071.27;
1071C.01-.44

. Id e n t i f ic a t io n  o f I t e m s ............................. 1071C.08

. I l lu s t ra t iv e  S t a t e m e n t s ............... 1071C.01—.44

. In c o m e  S ta te m e n t I te m s  ....................  1071.39;
1071C.11-.14

. In c o m e  T a x  E x p e n s e .................  1071.20; 1071.39;
1071.49

. In d e x  to  U s e ........................... 1071.29; 1071.30—.31

. In v e s to rs  ..........................................................1071.06

. L a n d , R e s ta te m e n t E x a m p le  ..............  1071.35;
1071D.02—.05

. L o w e r o f  C o s t a n d  M a rk e t  ...................  1071.37;
1071C. 17

. M a n a g e m e n t ...................................................1071.06

. M e a s u r in g  U n i t ............................................... 1071.04

. M in o r i ty  In te re s ts  ..................................... 1071B.04

. M o n e ta ry  a n d  N o n m o n e ta ry  I te m s  . . .
....................................... 1071.33—.34; 1071B.01—.04

. M o n e ta ry  Ite m  R e s ta te m e n ts ............ 1071C.16

. M o n e ta ry  Ite m s , A m o u n t s ......................1071.38

. N a t u r e ....................................... 1071.01—.06; 1071.28

. N e t I n c o m e ............ 1071.16; 1071.41—.42; 1071.46

. N o n m o n e ta ry  Ite m  R e s ta te m e n ts  . . . .
.......................................................................... 1071C.15

. N o te s  ..................................................................1071.48

. P a id - in  C a p ita l ............................................ 1071B.04

. P a r t ia l R e s ta te m e n ts  . . . 1071.46; 1071D.01—.05

. P re fe r re d  S t o c k ......................................... 1071B.04

. P r e s e n ta t io n .................  1071.25—.26; 1071.47—.49

. P r io r  Y e a rs ' R e s ta te m e n ts  ................... 1071.48

. P ro c e d u re s  fo r  R e s ta te m e n ts  . . . .  1071C.01—
.44

. P u rc h a s in g  P o w e r, C u r r e n t ..................... 1071.32

. P u rp o s e  o f  R e s ta te m e n ts  ........................1071.29

. R a t io s  a n d  P e r c e n ta g e s ............................ 1071.47

. R e p la c e m e n t C o s t s ...................................  1071.05; 1071.48;
9006.06

. R e q u i r e m e n ts .................................... 1071C.03—.04

. R e s ta te m e n t,  N o n m o n e ta ry  I te m s  . . . .
............................................................  1071.33; 1071.35

R e ta in e d  E a r n in g s ......................................  1071.49; 1071B.04;
1071C.10

. R e v e n u e .............................................................. 1071.39

. R o ll-F o rw a rd  P r o c e d u r e .......... 1071.38; 1071.44;
1071.49; 1071C.19

. S a le s ..................................................................... 1071.46

. S e c u r it ie s , M a rk e ta b le  . . . .  1071B.02; 1071C. 17

. S e p a ra te  S c h e d u le s  ....................................1071.47

. S te p s  to  P re p a re  .............................1071C.08—.19

. S to c k h o ld e rs ’ E q u i t y ................................  1071.46; 1071B.04

. S u p p le m e n ta ry  I n f o r m a t io n .................  1027.17;
1071.25; 1071.47—.48; 9006.10

. T im e  o f  R e p o r t in g ........................  1071.20; 1071.39

. U p d a t in g  P re v io u s  S ta t e m e n t s .......... 1071.44;
1071.48

. U s e fu ln e s s  .............................  1071.06; 1071.25—.26

P R IC E -LE V E L  G A IN S  A N D  LO SSES
. C a lc u la t io n s .......................  1071.40—.42; 1071C.18
. C o m p a r is o n , H is to r ic a l-D o lla r

I t e m s .................................................................1071.39
. D is c lo s u re  ......................................................... 1071.46
. G e n e ra l v . S p e c if ic  P r ic e s ............1071D.02—.05
. H o ld in g  M o n e ta ry  I t e m s .......... 1071.38; 1071.48
. Id e n t i f ic a t io n ,  M o n e ta ry  I t e m s ............ 1071.36
. M o n e ta ry  I te m s  .................1071.17—.18; 1071.33;

1071.40
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PRICE-LEVEL G AIN S A N D  LOSSES—
c o n t in u e d

. N o n m o n e ta ry  I t e m s .......... 1071.19—.20; 1071.33

. O f f s e t t in g ............................................................ 1071.43

. P r e s e n t a t io n .....................................................1071.43

. R e c o g n it io n ....................................................... 1071.33
S o u r c e ............................................................... 1071.33

. T im e  o f  R e p o r t in g ............  1071.39; 1071D.02—.05

PRICES
. B o rn e  b y  C u s to m e r s /P o l ic y h o ld e r s  . . .

............................................4311.81; 4311.87; 4311.94
. E ffe c ts  o n  E n te rp r is e  . . . .  1023.23; 9006.04— .07 
. E x c h a n g e — S ee E x c h a n g e  P r ic e
. G N P  D e f la t o r .....................................................1071.09
. G e n e ra l L e ve l . . . 1071.08; 9006.01—.04; 9006.08— 

.10; 9006.13; 9006.17 
. In te r s e g m e n t S a le s  o r  T ra n s fe rs  . . .  2081.010;

2081.023
. In v e n to ry  P r i c in g ............... 5121.04— .05:; 9002.04;

9002.30—.31
. M a rk e t— S ee M a rk e t  P r ic e s
. O il a n d  G as R e s e rv e s ............  6021.032; 6021.056;

6021.271
. P ro d u c ts ,  R e te n t io n  o f E a rn in g s  . . . .  4071.16
. R e p la c e m e n t .................................................... 9006.06
. S p e c if ic  P r ic e  C h a n g e s ................... 9006.02—.07;

9006.12—.15; 9006.17
. Spec i f ic  v. G e n e r a l ........... 1071.08; 1071D.01—.05
. W o r ld  L e v e l s .....................................................1071.12
. Y e a r- to -Y e a r  C h a n g e s ................................. 1071.11

PR IM A R Y  EAR N IN G S PER SHARE
. A n t i-D i lu t io n  . . . .  2011.30; U2011.016; U2011.058—

.060
. A n t i-D i lu t io n ,  O p t io n s  a n d  W a rra n ts  . . .

.............................................................. U2011.159-.161
. A s s u m e d  C o n v e r s io n ................. U2011.111—.116
. B a se s  o f  C a lc u la t io n ........................  2011.20—.21;

U2011.017-.018
. C a p t io n s  S u g g e s te d ....................U2011.097—.098
. C a tc h -U p  A d ju s tm e n t ...............U1051.010—.013
. C o n t in g e n t  C o n v e r t ib le s  ................... U2011.332
. C o n t in g e n t  Is s u a n c e  o f  S h a re s  . . .  2011 A.16— 

.19; U2011.308—.312 
. C o n v e rs io n  f o r  P r im a ry  O n ly  . . . .  U2011.147—

.150
. C o n v e rs io n  O p t io n  D e la y e d  ..........U2011.122—

.123
. C o n v e rs io n  R a te  ................. 2011A.12; U2011.036;

U2011.341-.343
. C o n v e rs io n s  a f te r  P e r io d ..........................2011.22
. C o n v e rs io n s  D u r in g  P e r io d ...................  2011.22;

U2011.092-.093; U2011.151-.153
. D e fe r re d  S to c k  O p t io n s  ..........U2011.274— .283
. D e f in i t io n ........................ 2011D.19; U2011.064— .065
. D if fe r in g  V ie w p o in ts  ................................. 2011B.04
. D ilu t io n , O p t io n s  a n d  W a r r a n t s .......... 2011.35;

2011B.17; U2011.171-.173; U2011.271-.273
. D ilu t io n  T e s t .................................... U2011.073—.080
. D ilu t iv e  E ffe c t , C o m m o n  S to c k

E q u iv a le n ts ____ 2011.24; U2011.003; U2011.011;
U2011.064; U2011.095 

. D is t in g u is h e d  f r o m  F u lly  D ilu te d  . . . .  2011.16;
U2011.019; U2011.095-.096 

. D ua l P re s e n ta t io n  . . . .  2011.15— .16; U2011.010;
U2011.065; U2011.090-.094

. E ffe c t iv e  D a te  o f  S e c t io n ............... 2011.45—.46;
U2011.048-.051

. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . .  2011.21;
2011.39

. Id e n t i f ic a t io n  o f  Issu e s  ...................  2011.20—.21

. I f  C o n v e r te d  M e t h o d ..........2011 A.06; U2011.023;
U2011.103-.104; U2011.147-.150

. I l lu s t ra t iv e  S t a t e m e n t ................... 2011C.03—.04

. In c re a s e d  b y  C o n t in g e n t  Is s u a n c e  . .  . 2011.30

. In f lu e n c e d  b y  M a rk e t  ............................. 2011B.17

. M a rk e t  P r ic e  G u a r a n te e s ................... U2011.320

. O p t io n s .....................................................  2011.35— .38

. . E x p ire d  o r  C a n c e lle d  ............ U2011.195—.201
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PR IM AR Y EARNINGS PER SHARE—
c o n t in u e d

. O p t io n s — c o n t in u e d

. . O u ts ta n d in g  P a r t  o f  P e r io d  . . . .  U2011.195—
.196

. P e r io d s  P re s e n te d  .. .2 0 1 1 .1 7 —.18; U2011.073—
.074

. P h a n to m  S to c k  P la n s  ..............U2011.284— .286

. P r io r  P e r io d  R e s ta te m e n ts  ..................2011A.12

. Q u a r te r ly  C o m p u ta t io n s ...........U2011.207—.212

. R e c o g n it io n , C o m m o n  S to c k
E q u iv a le n ts  ............  2011.26; 2011 B.02; 2011 B.08

. R e t ro a c t iv e  A d ju s tm e n ts  . . . 2011.22; 2011A.12;
U2011.039— .041

. S e c u r it ie s  In c lu d e d ............ U2011.003; U2011.095

. S e c u r it ie s  Issu e d  P r io r  t o  6 / 1 / 6 9  . . . 2011.46; 
U2011.048-.051; U2011.115; U2011.129-.131;

U2011.344-.352
. S u b s id ia r ie s ’  S e c u r it ie s  ..............2011A.20—.24;

U2011.334— .340
. S u p p le m e n ta ry  D a ta  R e q u ire d  ...............

U2011.354— .356
. T im e  o f Is s u a n c e .................................  2011.28—.29
. T re a s u ry  S to c k  M e th o d  ................  2011.36—.38
. . A n t i-D ilu t iv e  E x e r c is e ......................... U2011.221
. . M a rk e t  P r i c e s ............................U2011.107—.212;

U2011.236— .239
. . S h a re s  Issu e d  o n  E x e rc is e ...........U2011.213—

.215
. . T h re e -M o n th  T e s t .................... U2011.223—.227
. V a lid ity  o f  C o n c e p t ...................................2011B.03
. W a r r a n t s ..................................................  2011.35—.38
. . E x p ire d  o r  C a n c e lle d  ............U2011.195—.201
. . O u ts ta n d in g  P a r t  o f  P e r io d  . . . .  U2011.195—

.196
. Y e a r- to -D a te  C o m p u ta t io n s ..........U2011.207—

.212

P R IM AR Y REPORTING EN TITY
. P a re n t C o m p a n y  S ta te m e n ts  . 5131.01;

5131.14

PRIM E INTEREST RATE— S ee B a n k  P r im e  
In te re s t  R a te

P R IN C IPA L
. B o n d s  Is s u e d  a t  D is c o u n t . ................ 4111.07;

4111A.01—.03

PRIOR PERIOD AD JU S TM E N TS
. B a c k g ro u n d  In fo rm a t io n  ...............2014.01—.09
. B a s is  fo r  C o n c lu s io n s  . . . .  2014.08; 2014.18—.59
. C h a n g e  in  E s t im a te  ................... 1051.31; 2014.04
. C h a n g e  in  O w n e rs ’ E q u ity  . . . 1022.05; 1025.23 
. C o m p a ra t iv e  F in a n c ia l S ta te m e n ts  . . .

............................................................................ 2010.17
. C o n v e r t ib le  D e b t ...........................................5516.18
. C r ite r ia  fo r  A n n u a l R e p o r t s ..................... 2014.11
. C r ite r ia  fo r  In te r im  P e r io d s ..........2014.13—.15
. C r ite r ia  R e c o n s id e re d  . . .  2014.01—.03; 2014.06 
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.14— 

.16; 2062-1.03; 2062-1.05
. D is c lo s u re  o f R e s u lt in g  E f f e c t s ............ 2010.25
. D is c lo s u re  R e q u ire m e n ts ...............2014.10—.11;

2014.15
. E a rn in g s  p e r  S h a re  R e s ta te m e n t .. .2 0 1 1 .1 8 ;

U1051.001—.009; U2011.040
. E ffe c t iv e  D a te  o f  S e c tio n  ..........................2014.17
. E q u ity  M e th o d ................................. 5131.19; 5131.21
. E r ro rs  in  F in a n c ia l S ta te m e n ts  . . . .  1051.36—

.37; 2014.11
. E x c lu d e d  f r o m  E xp e n se s  ......................... 1026.18
. E x c lu d e d  f r o m  In c o m e  S ta te m e n t . . . .

............................................ 1026.38; 1027.19; 2014.01
. E x c lu d e d  f r o m  R e v e n u e ........................... 1026.12
. E xp e n se  R e c o g n it io n ..................................  1026.19
. E x p o s u re  D r a f t .........................................  2014.07
. F ra n c h is e  T a x e s  ...........................U4091.137—.140
. In c o m e  T a x e s
. . E q u ity  M e th o d ............................................. 4096.12
. . In te r im  P e r io d s ...........................................2014.13

P R I
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PRIOR PERIOD AD JU S TM E N TS —
c o n t in u e d

. In c o m e  T a x e s — c o n t in u e d

. . J o in t  V e n tu re s , C o r p o r a t e .................  4095.32

. . S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4095.33 

. . S to c k  L ife  In s u ra n c e  C o m p a n ie s  . . . .
.........................................................................4095.33

. . U n d is t r ib u te d  E a rn in g s  o f
S u b s id ia r ie s ..............................................  4095.32

. In te r im  P e r io d s ...................  2014.10; 2014.13—.15

. In v e s tm e n t C r e d i t ........................ U4094.021—.023

. M a rk e ta b le  E q u ity  S e c u r it ie s  .............. 5132.23

. M a t e r ia l i t y ........................................................2014.13

. O p e ra t in g  L o s s  C a r r y f o r w a r d s ............ 2014.11

. P o o lin g  o f  I n t e r e s t s ............................... U1091.125

. P u b lic  H e a r in g  .............................................. 2014.07

. R ea l a n d  P e rs o n a l P r o p e r ty  T a x e s  . . . 4081.19

. R e a liz a t io n , L o s s  C a r r y f o r w a r d ..............
U4091.079— .080

. R e c o g n it io n  in  P e r io d  . . . 2010.02—.03; 2012.01;
2012.25

. R e g u la te d  I n d u s t r ie s ..................................2014.09

. R e la tio n  to  C o n t in g e n c ie s ............  2014.05—.06;
4311.08; 4311.104; 4312.02-.03

. R e n e g o t ia t io n  R e fu n d s ............................. 4042.08

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
.............................................................4211.15; 4211.63

. R e s ta te m e n t o f  In te r im  R e p o r ts  . . . .  2071.25 

. R e s ta te m e n ts  o f  A f fe c te d  P e r io d s  . . . 2010.11

. R e t ro a c t iv e  A p p l i c a t io n .................2010.17—.18;
U1051.001-.009

. SEC S ta f f  A c c o u n t in g  B u lle t in  N o .8  . . .
...................................................  2014.02; 2014.71—.73

. S in g le  P e r io d  S ta te m e n ts  ......................2010.17

. S u rv e y  b y  FASB S t a f f ............... 2014.06; 2014.08;
2014.60—.70

. T a x  A llo c a t io n  W ith in  P e r io d  . . . . U4091.115—
.120

. T a x  E f f e c t s ........................................ 4091.09; 4091.61

. T ra n s it io n  R e q u i r e m e n ts ..........................2014.17

PRIOR PERIOD ITEM S
. A ll In c lu s iv e  C o n c e p t ....................................9008.06
. C h a n g e s  in  A c c o u n t in g  P o lic ie s  ........... 9008.15
. C o m p a ra t iv e  F in a n c ia l S ta te m e n ts  . . .

...................................................  9008.12—.13; 9008.19
. C u r r e n t  O p e ra t in g  P e r fo rm a n c e  . . . .  9008.05
. D e f in it io n  ......................................... 9008.03; 9008.11
. D is c lo s u re  R e q u ire m e n ts  . . . .  9008.06; 9008.13;

9008.19
. D is t in g u is h e d  f r o m  C o n t in g e n c ie s  . . . 9008.11
. D is t in g u is h e d  f r o m  E s t im a te s ................ 9008.11
. E ffe c t iv e  D a te  o f  S e c t i o n ..........................9008.24
. R e p o r te d  as U n u s u a l I t e m s .....................9008.12
. S c o p e  o f  S e c t io n  ................................9008.01—.02

PRIOR SERVICE COST
. A c tu a r ia l G a in s , A p p lic a t io n  .................. 4063.30;

U4063.083-.088
. D e f in i t io n ......................... 4063B.34; U4063.007—.008
. D e s c r ip t io n  .......................................................4063.21
. E xce ss  F u n d  A s s e t s ...............4063.44; U4063.117
. F u n d in g ........................... 4063.22; U4063.047-.052
. I l lu s t ra t io n ,  D e f in e d -M a x im u m  . . . .  U4063.059 
. I l lu s t ra t io n ,  D e f in e d -M in im u m  . . . .  U4063.060
. T ra n s it io n a l P r o c e d u r e ............ U4063.113— .116
. U n f u n d e d ...........................................4063.13; 4063.17

PRO FO RM A C O M P U TA TIO N
. C h a n g e  in  A c c o u n t in g  P r in c ip le  . . . .  1051.19— 

.22; 1051.25; 2072.11—.12; 2072.17—.21; 4311.20;
4312.10

. C h a n g e s  in  A c c o u n t in g  P o l i c ie s ..........9008.15

. D is c lo s u re  o f L oss  C o n t in g e n c ie s  . . . .  4311.11

. E a rn in g s  p e r  S h a r e ...................  2011.09; 2011.15;
U1051.007; U1051.010-.013; U2011.050

. P r io r  P e r io d  I t e m s ........................................ 9008.12

. S e g m e n ts  o f B u s in e s s .............................  2081.027

PRO RATA RECO G NITIO N OF PROFIT
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.13—

.14

PR O BABILITY
. C r ite r ia  fo r  E x tra o rd in a ry  I te m s  . . . .  2012.20;

2012.22
. G a in  C o n t in g e n c y ...................  5363.018; 5363.022
. ID C  F in a n c ia l A c c o u n t in g /T a x

D if fe r e n c e s ...................................................4097.15
. R e c o v e ry  o f  T ro u b le d  D e b t .................  5363.003
. R e v e rs a l o f  E x c h a n g e  R a te  C h a n g e  . . .

........................................................................  1083.184

PROBABLE EVENTS
. A c c ru a l o f  L o ss  C o n t in g e n c ie s ............  4311.08;

4311.59; 4311-1.01—.08 
. D e f in i t io n ............................................................4311.03

PROCEEDS
. A l lo c a t io n , C o n v e rs io n  O p t i o n ............ 5516.10;

5516.17
. B o n d s  Issu e d  a t D is c o u n t ....................... 4111.05;

4111A.01—.03
. C o n v e r t ib le  D e b t ........................... 5516.02; 5516.08
. D e b t S e c u r i t y .................................................. 5516.13
. S a le  o f  D o n a te d  S to c k  ...............................5512.01
. S a le  o f L o n g -T e rm  A s s e ts  . . . .  9007.09; 9007.11 
. S to c k  P u rc h a s e  W a rra n ts  ....................... 5516.13

PROCESS
. D e f in i t io n .........................................................4211-3.04
. D e v e lo p m e n t in  R e s e a r c h ....................... 4211.08;

4211-3.06—.09; 9009.03; 9009.07; 9009.10—.11;
9009.17;9009.20

PRODUCT COST
. C o s ts  A s s ig n e d  [S -6 A (1 ) ] ........................  1027.10
. D e v e lo p m e n t o f  N e w  P ro d u c ts  . . . .4 2 1 1 .3 9 —

.40
. M e a s u re m e n t [M -6 A (1 ) ] ........................... 1027.10

PRODUCTION
. A c t iv it ie s  I n c lu d e d ....................................... 1023.23
. C o m p le t io n
. . R e ve n u e  M e a s u re m e n t (M -6 D )  . . . .  1027.10
. . R e ve n u e  R e c o rd e d  ( S - 6 D ) .................  1027.10
. C o m p le x ity  o f  P r o c e s s e s ........................  1023.13
. C o s t ..................................................................... 5121.05
. D e f in it io n , E c o n o m ic .................  1023.10; 1023.23;

1027.10
. D e p re c ia b le  A s s e t s ............ 9004.02; 9004.05— .06
. In te rn a l E v e n ts  .............................  1023.23; 1027.03
. In v e n to ry  D e f in i t i o n .......... 5121.02—.03; 9002.04
. J o in t  R e s u l ts .................  1023.13; 1023.15; 6021.038
. M e a s u re m e n t (M -6 )  ..................................  1027.10
. M e a s u re m e n t b y  A l lo c a t io n ...................  1025.09
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

. . .  6021.012; 6021.023—.026; 6021.036; 6021.051;
6021.058—.059

. O v e rh e a d  In c lu d e d  in  I n v e n to r ie s ..........
9 00 2 .0 7 -1 1 ; 9002.21-.22; 9009.06

. P a y m e n t s ....................................  6021.043:6021.047

. P ro d u c t iv e  A s s e ts  ........................................ 1041.03

. R e la tio n  to  R e s e a rc h  a n d
D e v e lo p m e n t ............ 9009.07—.08; 9009.17—.18

. U n it  o f  P ro d u c t io n  M e t h o d .................  6021.030;
6021.035; 6021.038; 6021.047 

. W h e n  R e c o rd e d  ( S - 6 ) ................................ 1027.10

PRODUCTIVE ASSETS
. D e f in i t io n ............................................................1041.03
. E x c h a n g e s  w ith  O th e r  E n t i t ie s ............  1041.07;

1041.16; 1041.21—.22
. N o n ta x a b le  E x c h a n g e s ...............................1041.21
. O b s o le s c e n c e .................4311.31; 9004.06; 9004.15

PRODUCTS
. E c o n o m ic  O b l ig a t io n s ................................ 1023.19
. E c o n o m ic  R e s o u rc e s  ........................ . . . 1023.18

P R I Copyright©1978, American Institute o f Certified Public Accountants, Inc.
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P R O D U C T S — c o n t in u e d
. In c lu s io n  o f  S e r v ic e s .................................. 1023.18
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t i v i t i e s ...........................4211.08— .10; 4211.39—
.40:4211.53—.54; 4211-1.04; 4211-3.04; 

4211-3.06—.09; 9009.03; 9 0 0 9 .0 7 -.11; 9009 .17-
.20

. S e g m e n t In fo r m a t io n — S ee S e g m e n ts  
o f  a B u s in e s s

. W a r ra n t ie s  ..........................4311.04; 4311.24— .26
P R O F E S S IO N A L  A C C O U N T A N C Y  B O D IE S

. A c c o u n t in g  S ta n d a rd s  in  V a r io u s
C o u n tr ie s  .......................................................9000.08

. A u th o r i t y  o f  IAS ........................................... 9000.18

. C h a n g e s  in  A c c o u n t in g  P o l ic ie s ..........9008.14;
9008.20

. M e m b e rs h ip  in  IASC  ...............................9000.01
P R O F E S S IO N A L  FEES

. P e n s io n  P la n s ..............................................4063A.06
P R O F E S S IO N A L  F IR M S

. A p p lic a b i l i t y  o f  A P B  O p in io n s ................. 510.05

. E a rn in g s  p e r  S h a re  ............................... U2011.069
P R O F E S S IO N A L  V IE W S

. E ffe c ts  o n  A P B  O p in io n s  ........................510.07
P R O F IT  A N D  LO S S  S T A T E M E N T S — See

S ta te m e n ts  o f  In c o m e
P R O F IT  C E N T E R S

. S e g m e n ts  o f  a B u s in e s s  ........................ 2081.013
P R O F IT -D IR E C T E D  A C T IV IT IE S — S ee A lso  

E a rn in g  P ro c e s s
. D e f in i t i o n ..........................................................  1024.06
. In te rn a l E v e n t s ..............................................  1027.10

P R O F IT -M A K IN G  O R G A N IZ A T IO N S
. A p p lic a b i l it y  o f  A P B  O p in io n s  .................510.05
. F u n d s  S ta te m e n ts  . . . .  2021.07; U2021.005—.006

P R O F IT -S H A R IN G  P L A N S
. A p p lic a b i l it y  o f  O p in io n ..............................4063.08
. D e f in it io n , D e fe r re d  P la n s  .................... 4063B.17
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

......................................................2011A.06; U2011.023
. E q u iv a le n t t o  P e n s io n  P la n s ..........U4063.156—

.157
. T im in g  D if fe r e n c e s .....................................4091A.03

P R O JE C T E D  B E N E F IT  C O S T  M E T H O D S
. A c tu a r ia l  C o s t M e th o d  ................  4063A.15—.33
. C o s t A s s ig n m e n t .................................  4063.20—.21
. G e n e ra l D e s c r ip t io n ................................... 4063A.15
. V a lu e  o f V e s te d  B e n e f i t s ..........U4063.073—.078

P R O P E R T Y
. A b a n d o n m e n t .................................................. 2012.23
. A c q u ire d  a t  L o w e r  P r ic e  L e v e ls  . . . .  4071.04—

.05; 4071.16
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

............................................................................. 1091.88
. A c q u is it io n  b y  D o n a te d  S t o c k ................ 5512.01
. A ss e s s e d  V a lu a t io n  fo r  P ro p e r ty

T a x e s .................................................................4081.02
. B a s is , In co m e  T a x ....................................U4091.052
. B a s is , In v e s tm e n t C re d it  ..........................4094.14
. C a p ita l iz a t io n  o f R ea l E s ta te  T a x e s  . . .

...........................................................................  4081.17
. C h a n g e  in  D e p re c ia t io n  M e t h o d ............

1051A.01—.04; 2072.17-.21 
. C la s s if ic a t io n  o f  G a in s  o r  L o sse s  . . . .  9008.10
. D is c lo s u re  in  F u n d s  S ta te m e n ts .......... 2021.14
. D is c lo s u re  o f  S e g m e n t In fo rm a t io n  . . .

........................................................  2081.027; 2081.088
. D is p o s a l o f  S e g m e n t ....................................2012.16
. D iv id e n d s , C a sh  Y ie ld  T e s t . . . U2011.138—.139
. E m e rg e n c y  F a c i l i t i e s ........................  4073.01—.10
. E x c h a n g e d  fo r  N o t e s ................................... 4111.11
. F a ir V a lu e  o f  L e a s e d  P r o p e r t y ............4053.005
. F in a n c in g  C o n s t r u c t io n  . . . 2033-1.02; 2033-1.04 
. Id e n t if ia b le  A s s e ts  o f S e g m e n ts  . . . .  2081.010

P R O P E R TY — c o n t in u e d
. In f la t io n a ry  E ffe c ts  ...................................... 1071.14
. In ta n g ib le  A s s e ts — S ee In ta n g ib le

In v e n to ry  D e f in i t i o n .......... 5121.02—.03; 9002.04
. In v e s tm e n t C re d it  . . . 4094.01—.21; U4091.106— 

.114; U4094.001-.025 
. In v e s tm e n t in L ea se d  P ro p e r ty  . . . .  4053.019;

4053.023; 4053.099; 4053.104 
. Lea se s  as T ra n s fe rs  o f

B e n e f its /R is k s  ..........4053.007; 4053.060— .063;
4053.080; 4053-2.08

. L ea se s  D e f in e d .............................................4053.001

. L o s s e s — S ee L osse s

. N o n m o n e ta ry  A s s e ts  ............... 1041.03; 1071.19;
1071B.02

. P e rs o n a l— S ee P e rs o n a l P ro p e r ty  

. P ro v e d — See P ro v e d  P ro p e r t ie s  

. P ro v e d  A re a — S ee P ro v e d  A re a
R eal E s ta te  L e a s e s ........................ 4053.024— .028;

4053.105—.106
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t iv i t ie s ................... 4211.11; 4211.33; 4211-1.04;
9009.06; 9009.15

. S a le -L e a s e b a c k  T r a n s a c t io n s .......... 4053.032—
.034; 4053.107; 4091A.04

. S p e c ia l P u rp o s e  to  L e s s e e s .................  4053.074

. T a xe s , R ea l a n d  P e r s o n a l. . . 2071.16; 4081.01—
.19

. T ra n s fe rs ,  T a x  L ia b il i ty  B e tw e e n
V e n d o r  a n d  V e n d e e ........................ 4081.05—.06

. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . 1083.040;
1083.094; 1083.186; 1083.208 

. U n d e v e lo p e d — S ee U n d e v e lo p e d  
P ro p e r ty

. U n p ro v e d — See U n p ro v e d  P ro p e r t ie s

. W r i te - O f f s ......................................... 2012.16; 2012.23

. W r i te - U p s ..........................................................  4072.01

PROSPECTUSES
. E a rn in g s  p e r  S h a re  ............................. 2011.01
. P ro  F o rm a  E a rn in g s  p e r  S h a r e ............. 2011.09

PROVED AREA
. D e f in i t i o n .......................................................  6021.275

PROVED DEVELOPED RESERVES
. B a s is  fo r  A m o r t i z a t i o n  ..........................  6021.035
. D e f in i t i o n .......................................................  6021.271
. D is c lo s u re  o f  R e se rve  Q u a n t it ie s  ..........

6021.049— .056

PROVED PROPERTIES
. A b a n d o n m e n t .............................................. 6021.041
. A m o r t iz a t io n  o f A c q u is it io n  C o s ts  . . . .

.......................................................  6021.030; 6021.058
. A s s e t R e c o g n it io n  .....................................6021.027
. C o s t o f  A c q u is i t io n .....................................6021.015
. D e f in i t i o n ........................................................ 6021.011
. E x c h a n g e d  fo r  O th e r  P ro p e r t ie s  . . . .  6021.044
. I n s u r a n c e ....................................................... 6021.024
. R e c la s s if ic a t io n  o f  U n p ro v e d

P r o p e r t ie s ................................................... 6021.029
. S a le  o f  I n t e r e s t ............................................6021.047
. T a x e s ................................................................. 6021.024

PROVED RESERVES
. C a p i t a l i z a t i o n  o f  C o s t s .............  6021.011—.012;

6021.019—.022
. D e f in i t i o n ....................................................... 6021.271
. D e v e lo p e d — See P ro v e d  D e v e lo p e d  

R e se rve s
. D is c lo s u re  o f R e s e rv e  Q u a n t it ie s  ..........

6021.049—.056
. D is c o v e ry  o n  U n p ro v e d  P ro p e r t ie s  . . .

.......................................................................... 6021.029
. P re s e n t V a lu e  o f N e t R e v e n u e s ..........6021.096
. U n d e v e lo p e d — S ee P ro v e d  

U n d e v e lo p e d  R e se rve s
. U n it  C o s t E s t im a t io n ............................... 6021.030

P R OAICPA Professional Standards
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PROVED UNDEVELOPED RESERVES
. D e f in i t i o n ........................................................  6021.271

PRO VISIO NS FOR C O N TIN G E N C IE S —
S ee C o n t in g e n c ie s

PRO VISIO NS FOR LOSSES
. F o re ig n  O p e r a t io n s ...................................... 1081.04
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4095.19—

.25

PR O VISIO N S FOR P EN SIO N  PLANS
. A d ju s tm e n ts  fo r  A c tu a r ia l G a in s  o r

L o s s e s  ............................................. U4063.099-.101
. B a se s , G e n e ra l ............................. U4063.001—.006
. D e f in e d -C o n tr ib u t io n  P la n s ................ U4063.130
. D e f in i t i o n ......................................................... 40636.36
. D is c lo s u re  R e q u ire m e n ts  . . . .  4063.46; 9005.16
. F u n d in g  R e q u i r e m e n ts .............................  4063.09
. I l lu s t r a t io n ,  D e f in e d -M a x im u m  . . . .  U4063.059 
. I l lu s t ra t io n ,  D e f in e d -M in im u m  . . . .  U4063.060
. In s u re d  P e n s io n  P la n s ...............U4063.131—.145
. M a x im u m  a n d  M in im u m  ........................  4063.17;

U4063.038-.072
. P e n s io n  R e fo rm  A c t  ( 1 9 7 4 )  . . .  4063-1.03—.05 
. V a r ia t io n s  in  P r o v is io n s ............ U4063.038— .046

PROXY STA TE M E N TS
. P ro  F o rm a  E a rn in g s  p e r  S h a r e ............2011.09

PRUDENCE— S ee C o n s e rv a t is m

P U BLIC LY  TRADED C O M PAN IES
. D e f in i t i o n ..........................................................  2071.06
. D is c lo s u re  o f  In te r im  D a ta  ...................  2071.08;

2071.30— .33; 2072.01; 2072.08; 2072.14
. E a rn in g s  p e r  S h a re  ......................................2083.01
. Q u o ta t io n s  fo r  E q u ity  S e c u r it ie s  . . . .  5132.07;

5132-5.02; 5132-5.05-.07

PURCHASE C O M M IT M E N T S
. D is c lo s u re  R e q u ir e m e n ts ..........................9005.10
. L o sse s , I n v e n to r ie s ............  1026.35; 5121.16—.17

PURCHASE M ETH O D — S ee a ls o  B u s in e s s  
C o m b in a t io n s

. A c c e p ta b i l it y  ..................................  1091.02; 1091.08

. A c q u ire d  C o m p a n y — S ee A c q u ire d  
C o m p a n y

. A c q u ir in g  C o m p a n y — S ee A c q u ir in g  
C o m p a n y

. A c q u is it io n  o f  S u b s id ia ry  . . . . U1091.025—.031;
U1091.099-.102

. A c tu a r ia l G a in s  (L o s s e s )  ........................  4063.31;
U4063.109-.112

. A d v a n ta g e s  a n d  D is a d v a n ta g e s  . . . .  1091.18—
.26

. A l lo c a t io n  o f  C o s t ............... 1091.68; 1091.87—.89;
4053-2.04; 4053-2.07; 9003.13

. A m o r t iz a t io n  o f G o o d w ill .......................... 1091.90

. A p p lic a t io n  o f  M e th o d  . . . 1091.15; 1091.66—.96

. A p p ra is a l o f  M e th o d ...........................1091.17—.26

. A p p ra is a l V a lu e s ..............................................1091.75

. B a rg a in in g  T r a n s a c t io n ................... 1091.19—.20

. B a s is  o f  A s s e ts  A c q u ir e d .......... 1091.08; 1091.67

. C o m b in a t io n  C o n t in g e n t  o n  B a ilo u t . . .
.............................................................. U1091.144-.146

. C o n t in g e n t  C o n s id e ra t io n  ............  1091.77—.86

. . B a se d  o n  E a r n in g s ....................................1091.80

. . B a s e d  o n  S e c u r i ty  P r i c e s ..................... 1091.81

. . C o m p e n s a t io n ............................................. 1091.86

. . D is c lo s u r e ....................................  1091.78; 1091.95

. . D iv id e n d s  o n  S e c u r it ie s  . . . .  1091.77; 1091.84

. . G o o d w ill .......................................................... 1091.80

. . In te re s t  o n  S e c u r i t ie s ............  1091.77; 1091.84

. . Is s u a n c e  o f  A d d e d  S h a re s  ...................1091.77

. . R e s o lu tio n  o f C o n t in g e n c y  . . . .  1091.79—.86

. . T a x  E ffe c t , Im p u te d  I n t e r e s t ............ 1091.85

. . T ra n s fe r ,  A d d e d  C o n s id e ra t io n  . . . .  1091.77

. C o s t o f  A c q u ire d  C o m p a n y .......... 1091.72—.76;
1091.78— .80; 1091.82; 1091.91

. C o s t P r in c ip le s  ....................................  1091.66—.69

. C r it ic is m  o f  M e t h o d ........................... 1091.22—.26

PRO

P U R C H A S E  M E T H O D — c o n t in u e d  
. D a te  o f  A c q u is it io n  . . . 1091.93—.94; U1091.011—

.015
. D e b t S e c u r i t ie s .............................  1091.72; 1091.82
. D e d u c t ib il i ty  f o r  In c o m e  T a x e s ............. 1091.89
. D e fe r re d  C re d its  .......................................... 1091.91
. D e fe r re d  T a x e s ............................................... 1091.89
. D e f in i t io n .......................................................... 1091.11
. D ire c t  C o s ts  o f  A c q u is i t io n ................... 1091.76;

U1091.133-.135
. D is c lo s u re  in  In te r im  P e r io d s  .............. 2071.21
. D is c lo s u re  R e q u i r e m e n ts ............... 1091.95—.96
. D is c o u n t o n  D e b t S e c u r i t ie s ................  1091.72;

1091.82
. E a rn in g s  P e r S h a re  C o m p u ta t io n s  . . . .

................... 2011A.04; U2011.042; U2011.124-.125
. E ro s io n  o f C r i t e r i a .......................................1091.33
. E x c h a n g e  o f E q u ity  S e c u r it ie s  . . . U1091.025—

.031
. E xp e n se s  o f  A c q u is i t io n ........................... 1091.76;

U1091.133-.135
. F a ir V a lu e
. . A l lo c a t io n  o f C o s t ...................  1091.08; 1091.87
. . C o n s id e ra t io n  fo r  S to c k  I s s u e d ........

1091.20—.21; 1091.67; 1091.73
. . C o s t o f  A c q u ire d  C o m p a n y  ...............1091.72
. . M a rk e ta b le  S e c u r i t ie s .......... 1091.72; 1091.74;

1091.76; U1091.138-.140
. . U n ila te ra l R e c o r d in g ............................. 1091.25
. F o rc e d  S a le  o f  S t o c k .................U1091.136—.137
. G o o d w ill
. . A m o r t i z a t io n .............................................. 1091.90
. . C o n t in g e n t  C o n s id e ra t io n  ................. 1091.80
. . C o s t R e c o r d e d .......... 1091.08; 1091.11; 1091.87
. . P lan  fo r  A m o r t iz a t io n  ............................ 1091.95
. . V a lu a t io n  ............  1091.22; 1091.24—.26; 1091.75
. H is to r ic a l-C o s t  P r in c ip le s ............ . 1091.66—.69
. Im p le m e n ta t io n  D if f ic u lt ie s  ..........1091.18—.26
. In c o m e  T a x  B a s e s .........................................1091.89
. In ta n g ib le  A s s e ts ........................... 1091.22; 1091.68
. Is s u a n c e  o f S to c k , M e a s u re m e n t

( M - 2 A ) ............................................................. 1027.08
. Is s u a n c e  o f S to c k , W h e n  R e c o rd e d

(S -2 A ) ............................................................. 1027.08
. L e a s e s ............ 4053-2.01; 4053-2.07—.08; 4053-2.13;

4053-2.15-. 17
. L ia b ilit ie s  A s s u m e d ...................... 1091.08; 1091.67
. L o s s  C a r r y fo rw a rd s  P u r c h a s e d ..........4091.48;

U4091.103-.105
. M a rk e t P r ic e s , S e c u r it ie s  Issu e d  . . . 1091.22—

.23; 1091 .74-75
. M a tc h in g  P r in c ip le .........................................1091.69
. M e a s u re m e n t a t  E x c h a n g e  P r ic e

[M - 1A (3 ) ]  .....................................................  1027.07
. M in o r i ty  In te re s t  o f  S u b s id ia ry  .......... 1091.43;

U1091.025-.031; U1091.099-.102; U1091.151—
.154

. M o re  T h a n  T w o  C o m p a n ie s ..........U1091.147—
.150

. N a tu re  o f T r a n s a c t io n ................................. 1091.16

. N e w  C o rp o ra t io n  F o rm e d  ........................1091.71

. N o te s  to  F in a n c ia l S ta te m e n ts  . . . .  1091.95—
.96

. N u m b e r  o f  S h a re s  I s s u e d ............... 1091.24— .25

. O r ig in  a n d  D e v e lo p m e n t .......... 1091.03; 1091.11

. P a r t  P u rc h a s e , P a r t  P o o l in g ...................1091.13;
1091.43

. P re fe r re d  S to c k  Issu e d  ............................... 1091.73

. P re s e n t V a lu e  o f L ia b ilit ie s  . . . 1091.67; 1091.72 

. P r in c ip le s  o f A c c o u n t in g  . . . .1 0 9 1 .0 8 ; 1091.21;
1091.66—.69; 1091.72 

. P ro  F o rm a  In fo rm a t io n  . . . .  1091.96; 2081.027;
4211-1.01—.07

. R e g is tra t io n  C o s ts  . .  . 1091.76; U1091.138— .140 

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
................................4211.11; 4211.34; 4211-1.01—.07

. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . 1091-1.01—
.10
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PURCHASE M ETH O D — c o n t in u e d
. S e g m e n t R e p o r t in g  .............. 2081.006; 2081.027
. S u b s id ia r ie s  w ith  M in o r i ty  In te re s ts  . . .

...........................................  1091.43; U1091.099-.102
. T a x  E f f e c t s .........................................................1091.89
. T ra n s la t io n  o f  F o re ig n  C o m b in a t io n  . . .

.........................................................................  1083.041
. V a lu e s  v. C o s t s ...............................................1091.19

PURCHASE OF A BUSINESS— See
P u rc h a s e  M e th o d  a n d  B u s in e s s  
C o m b in a t io n s

PURCHASE OF DEBT
. C o m p e n s a t in g  B a la n c e s .......................U2011.267
. E lig ib le  D e b t ..................................... U2011.265—.266
. In v e s tm e n ts  A s s u m e d ............... U2011.268—.269
. O u ts ta n d in g  P a r t  o f  P e r io d   U2011.270
. P re m iu m  o r  D is c o u n t ..............U2011.261—.263
. P ro c e e d s , O p t io n s  a n d  W a rra n ts  . . . .  2011.38
. S in k in g -F u n d  R e q u i r e m e n ts ................  2013.08;

2013.16; 5362.03

PURCHASES
. C a te g o ry  in  F u n d s  S ta te m e n t ...............9007.09
. C o m p u te r  S o f tw a re  ................................4211-3.05
. C o s t o f  P u r c h a s e ......................................... 9002.04
. In s ta l lm e n t— S ee In s ta l lm e n t  

P u rc h a s e s
. L a te s t  P u rc h a s e  P r i c e ..................... 9002.13—.14
. L o a n s  to  S u p p l ie r s .......................................4111.06
. O p p o s ite  o f  R e a l iz a t io n .........................  1083.188
. R e v e n u e  N o t  R e c o g n iz e d  (M -1 F )  . . . .  1027.07
. T re a s u ry  S t o c k ...................................  5542.03— 14

P U RC H ASIN G  POWER— See P r ic e -L e v e l 
C h a n g e s

PURPOSE OF F IN A N C IA L  A C C O U N TIN G
. R e la tio n  to  O b je c t iv e s ...............................  1022.13

Q U A LITAT IVE  OBJECTIVES— See
O b je c t iv e s , Q u a lita t iv e

Q U A LITY  C O N TR O L
. E x c lu d e d  f r o m  R e s e a rc h  a n d

D e v e lo p m e n t ..............................................4211.10

Q U A N TIT A T IV E  ATTRIBU TES
. S e le c t io n  a n d  M e a s u r e m e n t .................  1023.28

Q U ASI-R EO RG AN IZATIO N S— S ee a ls o
C o r p o r a te  R e a d ju s tm e n ts

. D e f in it io n , G e n e r a l ....................................... 5581.02

. E x c lu s io n s  f r o m  R e s u lts  o f
O p e r a t io n s .................................................... 2010.27

. O p e ra t in g  L o s s  C a r r y f o r w a r d s .............4091.49,
U4091.098-.102

. P ra c t ic e s  Re W r i te - U p s ..............................4072.01

. P ro c e d u re  A f te r  R e a d ju s tm e n ts  . . . 5581.09—
.12

. P ro c e d u re  in  R e a d ju s tm e n t . 5581.03—.08

. T ro u b le d  D e b t R e s t r u c tu r in g s ...........  5363.010

Q U O TATIO N S
. O v e r - th e -C o u n te r  S to c k s  .....................  5132.07;

5132-5.02; 5132-5.05

RAILROADS
. L o s s e s  o n  In te r l in e  R e c e iv a b le s  ............

U2010.001-.003
. T im in g  D if fe r e n c e s ...............4091-1.01; 4091-1.09;

4091-1.11
RATABLE CHARGE M ETH O D

. K e y -m a n  L ife  In s u ra n c e  ..........U4064.001—.004
R A TE -M A K IN G  PROCESSES

. D e c lin in g -B a la n c e  D e p r e c ia t io n ..........4074.08

. D e fe r re d  In c o m e  T a x e s  . . . .  4074.07; 4091-1.08 

. G e n e ra lly  A c c e p te d  A c c o u n t in g
P r in c ip le s ................. 2014.09; 2071-1.04; 4055.11;

5363.009
. G u id e lin e  L i v e s ................................................4093.07
. M a tc h in g  C o s ts  a n d  R e v e n u e s ............  6011.02;

6011.04— .05

R A TE-M AKIN G  PROCESSES— c o n t in u e d  
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

........................................................................  6021.009
. P r io r  P e r io d  A d ju s tm e n ts  . . . .  2014.13; 2014.09 

R e c o v e ra b le  C o s t s ........................................ 6011.02
RATES (IN C O M E  TAXES)

. C h a n g e  in  R a te s  .......... 2071.26; U4091.038—.042

. D e fe rre d  M e th o d ..........4091.18; U4091.025— .026
_ E q u ity  M e th o d  ................................................4096.08
. In te r im  P e r io d  R e p o r t in g  . . . 2071.08; 2071.19— 

.20; 2071-1.01; 2071-1.06; 2071-1.08—.24;
2071-1.28

. L ia b il i ty  M e th o d  ......................4091.19; U4091.027

. N e w  L e g is la t io n  ...............................  2071-1.23—.24

. O p e ra t in g  L o s s  C a r r y fo rw a rd s  . . . 2071-1.14—
.15; 4091.45

RATES OF EXCHANGE— S ee E x c h a n g e  
R a te s

RATES OF INTEREST— S ee In te re s t  R a te s
RATIOS. PERCENTAGE

. P r ic e -L e v e l In fo rm a t io n  ............................1071.47

. S to c k  D iv id e n d s  v. S p l i t - U p s ................  5561.16
RAW M ATER IALS A N D  SUPPLIES

. In v e n to ry  D e f in i t io n .....................................5121.03

. O il P ro d u c e rs  .................................................5121.03
REACQUIRED BONDS— See T re a s u ry  

B o n d s
REACQUIRED SHARES— S ee T re a s u ry  

S to c k
^ A C Q U IS IT IO N  PRICE

. A s s u m p t io n -A b o u t F u tu re  ..................... 5362.08

. D e f in i t io n .........................................................  5362.03

. E a r ly  E x t in g u is h m e n t o f  D e b t ............... 2013.01;

R EADJUSTM ENTS, CORPORATE— See
C o rp o ra te  R e a d ju s tm e n ts

REAL A N D  PERSONAL PROPERTY TAXES
. A c c o u n t in g  P ro b le m s  ............... 4081.01; 4081.08
. A c c ru a l B a s is  T a x p a y e r  ........................... 4081.08
. A c c ru a l b y  L ie n  D a t e ...................................4081.15
. A c c ru a l D a t e ................................................... 4081.04
. A g re e m e n ts , S a le s  o f  R ea l E s ta te  . . . 4081.06
. A sse sse d  V a lu a t io n  .................................... 4081.02
. B a s is  fo r  A c c ru a l A c c o u n t in g  ............... 4081.14
. C o n s e rv a t is m  in  A c c ru a l

A c c o u n t in g .................................................... 4081.12
. C o n s is te n c y  o f A p p lic a t io n  ....................4081.13
. D is c lo s u re  in  F in a n c ia l S ta te m e n ts  . . .

....................................................................4081.16-. 19
. G e n e ra lly  A c c e p te d  R u le  .........................4081.07
. In te r im  P e r io d  C o s t s ...................................2071.16
. Lega l A c c r u a l ..........................................4081.02—.03
. Leg a l L ia b il i ty  ...................................... 4081.02—.07
. L ia b il i ty  f o r  T a x e s ..........................................4081.09
. L ie n  D a t e ...........................................................4081.05
. P e r io d  C h a rg e d  . . ................... ........... 4081.10— .11
. T ra n s fe rs  o f  P ro p e r ty  .....................4081.05— .06

REAL ESTATE
. B u ild in g  L e a s e s ......... 4053.026—.028; 4053.105—

.106
. G o v e rn m e n ta l F a c ilit ie s  ........................ 4053.106
. L a n d  L e a s e s ..........4053.024— .026; 4053.105—.106
. R e c e iv e d  in  D e b t R e s t ru c tu r in g  . . . .  5363.028 
. T ra n s fe r re d  in D e b t R e s t ru c tu r in g  . . . .

........................................... 5363.005; 5363.013—.014
REAL ESTATE CO M PAN IES

. E x c h a n g e s  o f  R eal E s ta te ........................ 1041.07

. G e n e ra lly  A c c e p te d  A c c o u n t in g
P r in c ip le s  .......................................................2062.06

. U n c la s s if ie d  B a la n c e  S h e e t s ................  2033.07
REAL ESTATE IN V E S TM E N T TRUSTS

. E a rn in g s  P e r S h a re  .................. U2011.361—.366

. F u n d s  S ta te m e n ts  .....................U2021.007—.009
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REALIZABLE VALUE, N E T— S ee N e t
R e a liz a b le  V a lu e

R EALIZATIO N
. A c c o u n t in g  L o s s  C a r r y f o r w a r d s ............

U4091.096-.097
. C o n c e p t in  F o re ig n  O p e ra t io n s  . . . 1083.186—

.188
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.11—

.18
. C o v e re d  F o re ig n  E x c h a n g e  L o sse s  . . . .

.........................................................................  1083.178
. D e f in i t i o n ..........................................................  1026.14
. E x c e p tio n s  to  P r in c ip le .............................  1026.16
. E x c h a n g e  G a in s  o r  L o s s e s  . . . .  1083.099—.102;

1083.178; 1083.184— .192
. F o re ig n  A s s e ts  ................................................1081.06
. F o re ig n  E a rn in g s  ........................................... 1081.05
. G a in  C o n t in g e n c ie s ......................................4311.17
. G a in s  o r  L o sse s , M a rk e ta b le

S e c u r it ie s  . . . 5132.07; 5132.10—.13; 5132-2.01— 
.04; 5132-3.01—.05; 5132-4.01—.08; 5132-5.03;

5132-5.09
. G e n e ra l R u l e ...................................................4010.01
. In te rc o m p a n y  P ro f i ts  a n d  L o sse s  . . . 5131.19;

9003.12
. In te re s t  In c o m e  ......................................... 5363.036
. In v e s tm e n t C r e d i t ..............4094.04; 4094.09—.10
. N o n m o n e ta ry  A s s e ts  .................................1041.17
. O p e ra t in g  L o s s  C a r r y b a c k s .........4091.42—.43;

U4091.072-.075
. O p e ra t in g  L oss  C a r r y f o r w a r d s ............2014.11;

2071-1.14; 2071-1.30—.31; 4091.42; 4091.44— .46;
U4091.076-.087

. P e rv a s iv e  M e a s u re m e n t P r in c ip le  . . . 1022.20

. P ro p o s a l fo r  C h a n g e .................................  1029.10

. R e n e g o t ia t io n ................................................. 4042.07

. R e v e n u e  D e fin e d  ........................................  1025.21

. R e v e n u e  T o  B e  E a r n e d ............................  1026.17

. S to c k  D iv id e n d s  ................................. 5561.05—.09

. S to c k  S p l i t - U p s ...................................  5561.05—.09

. T a x  E ffe c ts  o f  L o s s e s .......... 2071.20; 2071-1.09—
.15:2071-1.18; 2071-1.32

R E C E IV A B L E S — S ee a ls o  N o te s  
R e c e iv a b le /P a y a b le

. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .
........................................................  1091.88; 1091-1.05

. A d v a n c e s  fo r  O il a n d  G as
E x p lo r a t io n ..................................................6021.043

. A f f i l ia te d  C o m p a n ie s ....................................5111.01

. C o l le c t ib i l i t y ..........4020.01; 4311.04; 4311.22—.23;
4311.58; 4311.74

. C o lle c t ib le  o v e r  L o n g  P e r io d
[S - l  F ( l ) ] ........................................................ 1027.07

. D ire c to rs  .................................................9005.12—.13

. D is p o s a l o f  S e g m e n t ....................................2012.16

. E s t im a t io n  o f  U n c o l le c t ib le s ...................1051.10;
1051.33; 5363.001; 9008.16

. E x c h a n g e  G a in s  o r  L o s s e s .................... 1083.016;
1083.067—.070; 1083.112—.120; 1083.163—.164;

1083.187—.188; 1083.210
. F in a n c in g  L e a s e s ........................................ 4053-2.17
. G e o lo g ic a l a n d  G e o p h y s ic a l C o s ts  . . . .

......................................................................... 6021.020
. G u a ra n te e s  to  R e p u r c h a s e ................... 4311.04;

4311.12
. In te rc o m p a n y  T r a n s a c t io n s .............  1083.030;

9005.12—.13
. In te re s t  o n  R e c e iv a b le s  . . . 2081.010; 4111.01—

.16
. L ea se  P a y m e n ts ......................  4053.008; 4053.017;

4053.023; 4053.089; 4055.06-.07; 4055.12
. L e v e ra g e d  L e a se s  .................  4053.043; 4053-2.16
. L o s s  C o n t in g e n c ie s .......... 4311.04; 4311.22—.23;

4311.58
. M a rk e t  V a lu e  B a s is  ................................  5363.027
. M a tc h in g  P r in c ip le ...................................... 4311.80
. M e a s u re d  A t F a ce  A m o u n t (M -1 A ) . . . 1027.07

REA

RECEIVABLES— c o n t in u e d  
. M o n e ta ry  A s s e ts  . . . .  1041.03; 1071.18; 1071B.02
. N e t R e a liz a b le  V a lu e ................................... 4311.23
. O f f ic e rs  o r  E m p lo y e e s ................................. 5111.01
. P o lic y  A c q u is it io n  C o s ts  ...................... 1083-1.01
. R e c e iv e d  in  D e b t R e s t ru c tu r in g  . . . 5363.028—

.029; 5363.039
. R e ta in e d  P ro d u c t io n  P a y m e n ts  . . . .  6021.047 
. T e rm in a te d  W a r a n d  D e fe n se

C o n tra c ts  ...........................................  4043.20—.23
. T ra n s fe r re d  in  D e b t R e s t ru c tu r in g  . . . .

...........................................  5363.005; 5363.013-.014
. T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . 1083.011; 

1083.040; 1083.062-.064; 1083.122; 1083.190— 
.191; 1083.212

. U n b ille d  C o s ts  a n d  Fees (C P F F
C o n tra c ts )  .................................................... 4041.04

. U n e a rn e d  D is c o u n t s .................................. 2031.10

. W r ite -D o w n s — See W rite -D o w n s  

. W r ite -O ffs — See W rite -O ffs
R E C IP R O C A L  T R A N S F E R S — See

T ra n s fe rs , R e c ip ro c a l
R E D E M P T IO N  O R  C A L L

. A s s u m e d  P u rc h a s e  o f  D e b t ..........U2011.265—
.266

. C a ll P r i c e ........................................................2011D.02

. C o n v e r t ib le  D e b t ...........................................5516.02

. D e b t w ith  W a r r a n t s ......................................5516.12

. D is c lo s u re  in  F u n d s  S ta te m e n ts  . . . .  2021.14;
9007.09—.10

. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.01—.22

. P re fe r re d  S t o c k .......... 1083.044; 5132.07; 5515.02

. R e d e m p tio n  P r i c e ......................................2011D.20

. R e fu n d in g  o f  T a x -E x e m p t D e b t ..............4055.12
R e p o r t in g  G a in s  a n d  L o s s e s ........... 2013.01—.17

R E D E M P T IO N  P R E M IU M
. E a r ly  E x t in g u is h m e n t o f  D e b t . . . 5362.01—.22 
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

..............................................................U2011.262-.264
. R e fu n d in g  o f  T a x -E x e m p t D e b t ............  4055.12
. T im in g  D if fe r e n c e s ....................................4091A.05

R E F IN A N C IN G — See F in a n c in g  
R E F U N D IN G  OF D E B T

. A d v a n c e  R e fu n d in g  ................... 4055.01; 4055.12

. D e f in i t io n .......................................................... 5362.04

. E a r ly  E x t in g u is h m e n t ....................... 5362.01—.22

. F in a n c in g  D e c is io n s ................................... 2033.23

. I l l u s t r a t io n ........................................................ 4055.17
R e fin a n c in g  S h o r t -T e rm

O b lig a t io n s  ............. 2033.01—.50; 2033-1.01—.05
. R e p o r t in g  G a in s  a n d  L o s s e s ........... 2013.01—.17
. T a x -E x e m p t D e b t ................... 4053.014; 4053.017;

4055.01—.17
R E G IS T R A T IO N  A U T H O R IT IE S

. In it ia l P u b lic  D is t r ib u t io n ................  1051,29—.30

. U se o f F in a n c ia l I n f o r m a t io n ................. 1023.06
R E G U LA T E D  IN D U S T R IE S

. A c c o u n t in g  R e q u i r e m e n ts ................  2071-1.04;
2071-1.78; 6011.03-.04

. B u s in e s s  C o m b in a t io n s  ............................1091.06

. C h a n g e s , A c c o u n t in g  ................................ 1051.03

. D e fe r re d  In c o m e  T a x e s  

. . R e c o g n it io n  fo r  R a te -M a k in g
P u r p o s e s .................................................... 4074.07

. D e p re c ia t io n  G u id e l in e s .......................... 4093.07

. D e v e lo p m e n t S ta g e  E n te r p r is e s .........  2062.05

. E a r ly  E x t in g u is h m e n t o f  D e b t ..............  5362.02

. E q u ity  M e th o d

. . In c o m e  T a x e s  ............................................ 4096.03

. E x t in g u is h m e n t o f  D e b t ........................... 2013.07

. F in a n c ia l S ta te m e n ts .........................6011.03—.04

. G e n e ra lly  A c c e p te d  A u d it in g
S ta n d a r d s .......................................................6011.05

. In c o m e  T a x  A l lo c a t io n ..........4091.05; 4091-1.08;
4095.04; U4091.018 

. In ta n g ib le  A s s e ts  ..........................................5141.07
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REGULATED IN D U STR IES— c o n t in u e d
. In te rc o m p a n y  T r a n s a c t io n s .................  2051.07;

9003.12
. In v e n to ry  P r i c in g ...........................................5121.02
. In v e s tm e n t C re d it  ........................................ 4094.04
. L e a s e s ................................................................ 4053.003
. L o s s  C o n t in g e n c ie s ......................................4311.13
. N o n m o n e ta ry  T ra n s a c t io n s  ...................1041.04
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

..........................................................  4097.10; 6021.009
. O p in io n s , A u d ito r s ’ ......................................6011.05
. P e n s io n  P la n s ............................................. U4063.124
. P r io r  P e r io d  A d ju s tm e n ts ..........................2014.09

R a te -M a k in g  P ro c e s s e s  .. . .2 0 7 1 -1 .0 4 ; 6011.02
. R e c o v e ra b le  C o s t s ........................................ 6011.02
. R e fu n d in g  o f  T a x -E x e m p t D e b t ............  4055.11
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.14
. R e s t ru c tu re d  D e b t ....................................  5363.009
. V a r ia n c e s  f r o m  G e n e ra lly  A c c e p te d

A c c o u n t in g  P r in c ip le s ....................... 6011.03-.05

REGULATORY A U TH O R ITIES
. A c c o u n t in g  R e q u ire m e n ts ............ 6011.03—.04;

9000.08
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.02;

2062.34— .35
. In fo r m a t io n  R e q u ire m e n ts  .....................9005.02
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s .......................................................9000.04
. In v e s tm e n t C r e d i t ........................ U4094.003—.025
. L o s s e s  o n  R a ilro a d  R e c e iv a b le s  ............

U2010.001-.003
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

......................................................................... 6021.065
. P o o lin g  o f In te re s ts  . . . 1091.47; U1091.016—.018
. R a te -M a k in g  P ro c e s s e s  . . . .  2071-1.04; 6011.02
. R e c o g n it io n  o f D e fe r re d  In c o m e

T a x e s ...............................................................  4074.07
. R e fu n d in g  o f  D e b t ...................................... 5362.05
. R e q u ire m e n t fo r  F u n d s  S ta te m e n ts  . . .

...........................................................................  2021.01
. R u lin g  o n  C o n v e r t ib le  S e c u r i t ie s ............

........................................................................U2011.118
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4095.19—

.20
. T a x  E ffe c ts , D e p re c ia t io n

G u id e l in e s .......................................................4093.07
. U se  o f  F in a n c ia l In fo rm a t io n  .............  1023.06;

1023.08; 9001.11—.12

R E IM BU RSABLE COSTS
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.01—

.22
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

........................  4211.02; 4211.29; 4211.61; 4211-3.07
. T e rm in a te d  W a r a n d  D e fe n se

C o n t r a c ts  .................................... 4043.13:4043.21

R EIN SU R AN C E C O M PAN IES
. C a ta s t ro p h e  L o s s e s ..........4311.04; 4311.40—.41;

4311.56; 4311.89
. C a ta s t ro p h e  R e s e rv e s  .............................4311.62
. In s u ra n c e  P re m iu m s  as D e p o s i t s ..........

4311.44— .45

R E IN V E S TM E N T OF PROFITS
. R e p la c e m e n t a t  C u r re n t  P r ic e s ,

P ro d u c t iv e  F a c i l i t ie s ......................  4071.16—.17
. U n d is t r ib u te d  E a rn in g s  o f

S u b s id ia r ie s  .......................................4095.07—.14

RELATED PARTIES
. E c o n o m ic  D e p e n d e n c y ..............................2083.09
. L e a s e  S a le  o r  A s s ig n m e n t ....................4053.020
. L e a s e s ............... 4053.005; 4053.029—.031; 4053.079

RELEVANCE
. A d e q u a te  D is c lo s u re  ................. 1024.34; 2012.04
. D e fin e d  as Q u a lita t iv e  O b je c t iv e  . . . .  1022.15;

1024.16
. E n h a n c e d  b y  N e u t r a l i t y  .......................... 1024.19
. P r im a ry  Q u a lita t iv e  O b je c t iv e  . . . 1024.15—.16

RELEVANCE— c o n t in u e d  
. S e g m e n t o f a B u s in e s s  In fo rm a t io n  . . .

........................................................................  2081.067
. T ra d e -O ff  o f  O b je c t iv e s .............................  1024.39

R E LIA BILITY
. G e n e ra l O b je c t iv e  o f F in a n c ia l

A c c o u n t in g ................................................... 1024.05
. Im p o r ta n c e  to  U s e r s .................................  1024.35

R e la tio n  to  Q u a lita t iv e  O b je c t iv e s  . . . 1024.35 
. R e s p o n s ib i li ty  o f  M a n a g e m e n t ............ 1024.36

RELIGIOUS IN S T IT U T IO N S
. A p p lic a b il ity  o f  A P B  O p in io n s ..................510.05
. E a rn in g s  p e r S h a re  ...............................U2011.069

RENEG O TIATIO N
. C o s t-P lu s -F ix e d -F e e  C o n t r a c t s .............4041.16
. D is c lo s u re  o f U n c e r t a in t ie s ...........4042.02—.03
. In c o m e  T a x e s ................................................. 4042.07
. P r ic e  A d ju s t m e n t s ........................................4042.07
. P r io r  P e r io d  A d ju s tm e n ts  . . . .  2014.13; 4042.08
. R e fu n d s , P ro v is io n s  f o r ................... 4042.04— .06

R E N T — See a ls o  L ease  P a y m e n ts  
. C o lle c te d  in  A d v a n c e
. . N o n m o n e ta ry  I t e m .................  1041.03; 1071.19
. C o n t in g e n t  R e n t a ls ...............4053.012; 4053.016;

4053.023
. D is c lo s u re  R e q u ire m e n ts  ..................4053.016;

4053.053
. E x c h a n g e  o n  C o n t in u o u s  B a s is ..........  1023.23;

1027.07
. E xp e nse  R e c o g n i t io n ...........  1026.23; 4053.015
. F a ir R e n ta l D e fin e d  .................................. 4053.005
. In te r im  P e r io d  C o s t s .......................  2071.15—.16
. L ease  A c q u is it io n  C o s t s ........................... 4054.08
. L e v e ra g e d  L ea se s  . . . .  4053.043; 4053.109—.110
. L o n g -T e rm  L e a s e s ........................................ 2012.17
. M in im u m  L ease  P a y m e n ts  D e fin e d  . . .

.............................................. 4053.005; 4053-1.0 1 -.0 6
. R e ve n u e  R e c o g n i t io n ............... 1026.15; 1026.17;

4053.019
. T im in g  D i f f e r e n c e s ....................4091.14; 4091A.04

R E O R G A N IZ A T IO N S — S ee a ls o  C o rp o ra te  
R e a d ju s tm e n ts

. A p p ro v a l b y  S to c k h o ld e r s ........................5511.01

. B a se s , T a x  v. A c c o u n t in g .....................U4091.052

. C a p ita l S u rp lu s  C h a r g e s ............................ 5511.01

. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .
.....................................................2011A.04; U2011.044

. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  ...1 04 1 .0 5 ;
1041.10—.12; 1041.23 

. T ro u b le d  D e b t R e s t r u c tu r in g s ............  5363.010
R E P L A C E M E N T  C O S TS

. A s s e t V a lu a t io n ............................................... 9006.06

. B a s is  in  B u s in e s s  C o m b in a t io n s ..........1091.88

. B a s is  o f  A c c o u n t in g ....................................  9002.02

. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.123;
1083.148; 1083.156; 1083-2.04— .09

. G e n e ra l v. S p e c if ic  P r ic e s ............ 1071D.02—.05

. In v e n to ry  P r ic in g .......... 1083-2.04— .09; 5121.08—
.09; 9002.26; 9002.31

. In v e n to ry  P r ic in g  (M -5 A ) ........................  1027.09

. M e a s u re m e n t o f  R e s o u r c e s .................  1023.31;
1026.28

. M in e ra l R e s o u rc e  A s s e ts  . . . 6021.082; 6021.096

. P r ic e  L eve l In c r e a s e s ........................ 4071.04— .05

. P r ic e -L e v e l S ta te m e n ts ............  1071.05; 1071.48

. S u p p le m e n ta ry  S c h e d u le s ......................  4071.17

R E P O R T A B L E  S E G M E N T S — See
S e g m e n ts  o f a B u s in e ss

R E P O R T IN G  E N T E R P R IS E — S ee a lso
B u s in e s s  E n te rp r is e

. C u r re n t  R a te  M e th o d  .............................  1083.134

. D e f in i t i o n .......................................................  1083.243

. D if fe r in g  B a la n c e  S h e e t D a te s  . . . .  1083.229—
.235

. E x c h a n g e  G a in s  o r  L o sse s  . . . .  1083.016—.017

R E PAICPA Professional Standards
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REPORTING ENTERPRISE— c o n t in u e d  
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . .  1083.002;

1083.065—.073
. F o re ig n  E x c h a n g e  R a te  C h a n g e s  ..........

1083.071—.073; 1083.219—.225
. M in o r i ty  In te re s ts  ....................................  1083.043
. O b je c t iv e  o f  T ra n s la t io n  ............  1083.079—.111
. P r io r  P e r io d  A d ju s tm e n ts ........................ 2014.12
. R a te  C h a n g e  A f te r  S ta te m e n t D a te  . . .

......................................................................... 1083.034
. U n it  o f  M e a s u re  .........................................  1083.092

REPORTS TO  STOCKHOLDERS
. A c c o u n t in g  P o l ic ie s ....................................  2045.01
. C h a n g e s  in  F in a n c ia l P o s it io n  . . . 2021.01—.16 
. C o m p a ra t iv e  F in a n c ia l S ta te m e n ts  . . .

....................................................................2041.01—.04
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.01—

.55
. D is a g g re g a te d  In fo r m a t io n  ...................2081.061
. E a rn in g s  p e r  S h a re  ......................................2011.01
. F in a n c ia l H ig h l ig h t s ...................................... 1051.39
. H is to r ic a l  S u m m a r ie s ................................. 1051.39
. In te r im  F in a n c ia l S ta te m e n ts  . . .  2071.01—.35;

2072.01—.25
. In te rn a t io n a l A c c o u n t in g

S t a n d a r d s .................................... 9000.06; 9001.04
. In v e s tm e n t C r e d i t s ......................U4094.011—.020
. N e t I n c o m e .......................................................2010.15
. N o n p u b lic  E n te r p r is e s ......................2083.01—.16
. P a re n t  C o m p a n y  S ta te m e n ts ................ 5131.14
. R e la tio n  to  In te r im  R e p o r t s .......... 2071.09—.10
. R e s e a rc h  o n  C o n t in g e n c ie s .....................4311.49
. R e s p o n s ib i l i ty  o f  M a n a g e m e n t ................ 510.11
. S to c k  Is s u e d  to  E m p lo y e e s .....................4062.19

REPOSSESSION
. D e b t R e s t r u c t u r in g ............... 5363.002; 5363.005;

5363.020; 5363.034

RESEARCH
. A c c o u n t in g  fo r  L e a s e s .............................. 4053.055
. C o n t in g e n c ie s ..................................................4311.49
. D e f in it io n  b y  F A S B ........................................ 4211.08
. D e f in it io n  b y  IA S .............................................9009.03
. D e f in it io n  b y  N S F ...........................................4211.26
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.19;

2062.49
. F o re ig n  C u r re n c y  T r a n s la t io n ............  1083.058
. L a b o r a to r y  R e s e a rc h  A c t i v i t y ................4211.09
. M a rk e t  R e s e a rc h  A c t iv i t ie s  ..........9009.07—.08
. S e g m e n ts  o f  a  B u s in e s s  . . . .  2081.043; 2081.049

RESEARCH A N D  D EVELO PM EN T COSTS
. A c c o u n t in g , B a s is  fo r  C o n c lu s io n s  . . . .

4211.37—.59
. A c c o u n t in g  P o lic ie s — S ee P o lic ie s . 

A c c o u n t in g
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

................................4211.11; 4211.34; 4211-1.01—.07
. A c t iv i t ie s  In c lu d e d /E x c lu d e d  . . .  4211.09—.10;

4211.24— .31; 9009.06-.08
. A lte rn a t iv e  F u tu re  U s e ..........4211.11; 4211-1.02;

4211-1.05; 4211-3.02; 4211-3.05; 4211-3.08 
. A l te rn a t iv e  M e th o d s  C o n s id e re d  . . . .  4211.37
. A m o r t iz a t io n  o f  I n ta n g ib le s .....................4211.11;

4211.14; 4211.52; 4211.56; 4211.63; 4211-1.02; 
4211-3.02; 9009.06; 9009.11; 9009.15; 9009.23-

.24
. A p p lic a b i l it y  ................. 4211.01—.03; 9009.01—.02
. A p p lic a b i l it y  t o  B u s in e s s

C o m b in a t io n s ...........................................4211-1.01
. A p p lic a b i l it y  t o  C o m p u te r  S o ftw a re  . . .

.......................................................................... 4211-3.01
. B a c k g ro u n d  In fo r m a t io n  ...............4211.17—.22
. B a s is  f o r  C o n c lu s io n s  ......................4211.23—.64
. B u s in e s s  C o m b in a t io n s  ...............4211-1.01—.07
. C a p ita l iz a t io n  ......................  4211.37; 4211.51—.57;

4211-1.02; 4211-3.02 
. C h a n g e  in  A c c o u n t in g  P r i n c i p le ..........1051.09

REP

R E S E A R C H  A N D  D E V E L O P M E N T  
C O S TS — c o n t in u e d

. C o m p a r a b i l i t y ..................................................9009.05

. C o m p u te r  S o ftw a re  . . . .  4211.31; 4211-3.01—.10

. C o n s is te n c y  .................................................... 9009.05

. C o s t E le m e n ts  Id e n t if ie d  .. .4 2 1 1 .1 1 ; 4211.32— 
.36; 9009.05-.06; 9009.15

. C o s t o f  C a p ita l ............................................... 4211.36

. C r ite r ia  fo r  D e f e r r a l ..........................  9009.17—.21

. D e f in it io n  b y  F A S B ........................................ 4211.08

. D e f in it io n  b y  N S F ...............................  4211.25—.26

. D e f in it io n s  b y  IA S ...........................................9009.03

. D e p re c ia t io n — S ee D e p re c ia t io n  
. D e v e lo p m e n t S ta g e — See

D e v e lo p m e n t S ta g e  E n te rp r is e s  
. D is c lo s u re  o f  A c c o u n t in g  P o lic ie s  . . . 2045.13;

9009.12—.13
. D is c lo s u re  R e q u ire m e n ts ...............4211.13—.15;

4211.60—.62; 4211-1.06—.07; 9009.12—.14;
9009.23—.24

. D is c u s s io n  M e m o ra n d u m  ....................... 2062.24

. D is p o s a l o f  S e g m e n t ................................... 2012.16

. E ffe c t iv e  D a te  o f  S e c t io n s ............4211.15—.16;
4211.63—.64; 4211-1.06— .07; 4211-3.10; 9009.25

. E x c h a n g e a b ility  .............................................4211.46

. E x p e n d itu re s  in  U n ite d  S ta te s ................ 4211.17

. E x p e n s e  R e c o g n it io n  . . . .  4211.12; 4211.37—.38;
4211.47-.49; 4211-1.02; 4211-1.05; 4211-3.02; 

4211-3.05; 4211-3.08; 9009.09; 9009.13; 9009.16;
9009.21; 9009.23

. E x tra c t iv e  I n d u s t r i e s ................. 4211.03; 9009.02

. F a c to rs  C o n s id e re d  b y  B o a r d ................ 4211.38

. G e n e ra l a n d  A d m in is t ra t iv e
E x p e n s e s ..........4211.11; 4211.34— .35; 4211-3.04;

9009.18
. Id e n t i f ia b i l i ty  . . .  4211.11; 4211-1.04; 9009.05—.06;

9009.17
. In ta n g ib le  A s s e ts — S ee In ta n g ib le  

A s s e ts
. I n t e r e s t ...............................................................4211.36
. In v e n to r ie s  o f  S u p p l ie s .............................9002.19
. In v e n to ry  P r i c in g .........................................9002.12
. M a rk e t in g — S ee M a rk e t in g
. M e a s u r a b i l i t y ........................ 4211.43—.45; 4211.53
. P a s t v . F u tu re  U s e .........................4211-1.04— .05
. P ro d u c t io n  A c t i v i t y .......... 1023.23; 9009.07—.08;

9009.18
. P u b lic  H e a r in g ............................... 4211.21; 4211.50
. R e c o g n it io n  o f  E c o n o m ic

R e s o u r c e s .............................................4211.42—.46
. R e c o v e re d  b y  C u r re n t  R e v e n u e ........4211.52
. R e g u la te d  In d u s t r ie s ................................... 4211.14
. R e im b u rs a b le  C o s t s .................4211.02; 4211.29;

4211.61; 4211-3.07
. R e la t io n s h ip  t o  B e n e f its  . . . .  4211.41; 4211.44— 

.45; 9009 .09-.11; 9009.18; 9009.21
. R e s e a rc h  E f fo r t  o n  P ro je c t  .....................4211.20
. R e s ta te m e n ts  fo r  P r io r  P e r io d s ..........4211.15;

4211-1.06; 4211-3.10
. S c o p e  o f  S ta te m e n t .......... 4211.01—.03; 4211.22;

4211.36; 9009.01-.02 
. S e g m e n ts  o f a B u s in e s s  . . . .  2081.081; 4211.62 
. S e llin g  E xp e n se s  . . .  4211.08; 4211-3.04; 9009.07;

9009.18
. S p e c ia l C a te g o ry  in  B a la n c e  S h e e t . . . .

....................................................................4211.58—.59
. T im in g  D i f f e r e n c e s .............. 4091A.05; U4091.063
. T ra n s it io n  P r o c e d u r e s ................... 4211.15— .16;

4211.63; 4211-1.06—.07 
. U n c e r ta in t ie s  o f  F u tu re  B e n e f its  . . . 4211.39— 

.40; 4211.45; 4211.49— .52; 4211.59; 900 9 .0 9 -.11 
. U .S . D e p a r tm e n t o f  C o m m e rc e

R e p o r t ................................................... 2062.50—.51
. U s e fu ln e s s  o f  I n f o r m a t io n .....................4211.50
. W r ite -D o w n s  ..................................2012.16; 2012.23
. W r ite -O ffs  ...............9009.08; 9009.10; 9009.21-.22

R E S E A R C H  B U L L E T IN S — S ee A c c o u n t in g  
R e s e a rc h  B u lle t in s
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RESEARCH PROGRAM
. A c c o u n t in g  P r in c ip le s  B o a r d .......... 100.05—.06
. C o m m it te e  o n  A c c o u n t in g

P ro c e d u re  ....................................................... 100.02
. E c o n o m ic  D e v e lo p m e n ts ........................... 100.03
. H is to ry  . . .  . .............................................100.01—.07
. L o o s e le a f E d i t io n ............................................ 100.08
. S ta tu s  o f  A c c o u n t in g  R e s e a rc h  a n d

T e rm in o lo g y  B u lle t in s  ...................  100.05—.06
. U se  o f  W o rd  “ S u rp lu s ” ................................ 100.04
. W a r P r o b le m s ................................................... 100.03

RESERVES
. C a ta s t ro p h e s  . . .4311.41—.42; 4311.62; 4311.90—

.101
. C o n t in g e n c ie s .......................................4311.61—.66
. In s u ra n c e  P o lic ie s  in  F o rc e  ............... 1083-1.02;

1083-1.05
. In v e n to r y  W r i te - D o w n s ..............................9002.17
. O il a n d  G as— S ee O il a n d  G as R e s e rv e s  
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4095.01—

.02; 4095.19—.25
. S e c re t  o r  H id d e n  ........................ 9001.09; 9002.17
. U n s p e c if ie d  B u s in e s s  R is k s .................... 4311.14

RESERVOIR
. B a s is  fo r  A m o r t iz a t io n  ........................... 6021.035
. D e f in i t i o n ...........................................  6021.273
. D is c o v e ry  o f P ro v e d  R e s e rv e s  ...........6021.051

R ESIDUAL IN TER EST
. C h a n g e s  O v e r  T i m e ...................  1023.22; 1024.08
. C la s s if ic a t io n  o f  E v e n ts  ..........................  1023.23
. D e f in i t i o n .......................................................... 1023.20
. D e s c r ip t io n  o f E c o n o m ic  A c t iv i ty  . . .  1022.11;

1023.17
. R e la tio n  to  B a s ic  E le m e n ts ...................  1022.12;

1022.18; 1023.22
. R e la tio n  to  R e s o u rc e s  a n d

O b lig a t io n s  .........................................  1023.20—.21
. T y p e s  o f  E v e n ts  ........................................... 1027.03

RESIDUAL SECURITIES— S ee a ls o  
C o m m o n  S to c k  E q u iv a le n ts

. C o n v e rs io n  R ig h t s ........................................ 2011.08

. D e f in i t i o n ............................................................2011.08

. E a rn in g s  P e r S h a re  C o m p u ta t io n s  . . . .
........................ ............................................. U2011.002

. In v e s tm e n t V a lu e  T e s t ............  2011.05; 2011.10;
2011B .il

. M a rk e t  V a lu e .................................................... 2011.05

. M o d if ic a t io n  o f  C o n c e p t . . .  2011.11; U2011.003 

. S e c u r it ie s  Is s u e d  P r io r  to  6 / 1 / 6 9  . . . 2011.46;
U2011.048-.050; U2011.055; U2011.115;

U2011.344— .352
. S ta tu s  a f te r  Is s u a n c e  . . . 2011.10; 2011B.05—.08
. S ta tu s  a t  Is s u a n c e ........................................ 2011.10
. V a lid ity  o f  C o n c e p t ................... 2011.11; 2011B.03

R ESIDUAL VALUE
. C r ite r io n  fo r  C la s s ify in g  L ea se s  . . . .  4053.083 
. D e c lin e  in  E s t im a te d  V a lu e  . . . 4053.017—.018;

4053.046
. D e p re c ia b le  A s s e ts ......................9004.02; 9004.07
. D is c lo s u re  b y  L e s s o r s ............................. 4053.023
. F in a n c in g  L e a se s  . . . .  4053.017—.018; 4053-2.17;

4055.06
. G u a ra n te e d  b y  Lesse e  ...............4053.011—.012;

4053-1.01-.06
. L e a s e d  P r o p e r t y ............ 4053.005; 4053-1.01—.06
. L e v e ra g e d  L ea se s  .................4053.043; 4053.046;

4053.109:4053-2.16 
. S a le s -T y p e  L e a se s  . . . .  4053.017; 4053,098— .099

RESOURCES— S ee E c o n o m ic  R e s o u rc e s
RESTATEM ENTS

. A p p ro p r ia t io n  o f  R e ta in e d  E a rn in g s  . . .
............................................ 4311.20; 4312.01; 4312.10

. A s s e ts . In  T e rm s  o f  D e p re c ia te d
C u r r e n c y ........................................................4071.13

. C h a n g e  in  A c c o u n t in g  P r in c ip le  . . . .  1051.27— 
.28; U1051.001—.009

R E S T A T E M E N T S — c o n t in u e d
. C h a n g e  in R e p o r t in g  E n t i t y .......... 1051.34— .35;

U1051.001-.009
. C o m p re h e n s iv e , P r ic e -L e v e l...................1071.16;

1071D.01
. C o n tin g e n c ie s — T ra n s it io n  M e th o d  . . .

........................ 4311.20; 4312.06— .07; 431 2 .1 0 -.11
. C o rp o ra te  R e a d ju s tm e n ts ............  5581.03—.08
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.14— 

.16; 2062.55; 2062-1.03
. E a rn in g s  p e r  S h a re
. . A c c o u n t in g  C h a n g e s  ............ U1051.001—.009
. . C o n t in g e n t  C h a n g e s - .................2011A.17—.19;

U2011.312
. . E a rn in g s  C o n d i t io n s .................U2011.322—.329
. . E le c t io n  to  R e p o r t ......................U2011.050—.051
. . G e n e ra l R u le s ............ 2011.18; U2011.039—.041
. . M a rk e t  P r ic e  C h a n g e s ........................ U2011.321
. . N o n p u b lic  E n te r p r is e s ...........2083.10; 2083.16
. . Q u a r te r ly  T o ta ls  .......................U2011.228—.229
. . S e c u r it ie s  Issu e d  P r io r  to  6 / 1 / 6 9  . . .

......................................................... U2011.344-.352
. E q u ity  M e t h o d .............. 5131.21; U5131.013—.015
. E x tra o rd in a ry  I t e m s .......... 2012.27; U2012.009—

.010
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.035— 

.037; 1083.240—.241; 1083-2.11; 4312.04—.05 
. I l lu s t ra t io n ,  C h a n g e  in  P r in c ip le  . . . 1051B.01— 

.04; U1051.001-.009; 2072.17-.25
. In c o m e  T a xe s— E q u ity  M e th o d ............ 4096.12
. In c o m e  T a xe s— S p e c ia l A r e a s ..........4091-1.13;

4095.32—.33
. In it ia l P u b lic  D is t r ib u t io n ............... 1051.29—.30;

U1051.001-.009
. In te r im  F in a n c ia l S ta te m e n ts ............... 2071.25;

2072.04; 2072.06-.07; 2072.10—.13
. In v e s tm e n t C re d its  ................................. U4094.013
. L ea se s  ................... 4053.048-.051; 4053.115—.120;

4053-2.17
. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.23;

5132.41
. N e t I n c o m e .......................................................2010.18
. N o n m o n e ta ry  I te m s  ..................................1071.35
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

.................4097.14; 4097.18; 4097.22; 4097.25-.26;
6021.063—.064

. P o o lin g  o f  I n t e r e s t s ...................  1091.52; 1091.57;
1091.62

. P r ic e -L e v e l C h a n g e s  . . . .  1071.01—.50; 1083.152 

. P r io r  P e r io d  A d ju s tm e n ts  . . .  2010.11; 2010.25;
2014.04; 2014.12—.13

. P r io r  P e r io d  I te m s  ............9008.12—.13; 9008.19

. R e f in a n c in g  S h o r t -T e rm
O b l ig a t io n s ............... 2033.17; 2033.31; 2033-1.05

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
.......................................4211.15; 4211.57;4211-1.06

. R e ta in e d  E a rn in g s  ............................. 2010.17—.18

. R e v is io n  o f  P a s t A c c o u n t s ..........................510.10

. S e g m e n ts  o f  a B u s in e s s  . . . .  2081.040; 2083.10;
2083.16

. S ta t is t ic a l  S u m m a r ie s .................................2010.26

. V ie w s  o n  A c c o u n t in g  C h a n g e s  ..............1051.14

R E S T R IC T E D  S T O C K
. D e f in it io n  ....................................  5132.07; 5132-5.02;
. E x c h a n g e d  fo r  R e g is te re d  S t o c k ............

..............................................................U1091.019-.020
. N o n m a rk e ta b le  S e c u r i t ie s .................  5132-5.04;

5132-5.06
. U se  in  B u s in e s s  C o m b in a t io n  . . . .  U1091.036—

.039

R E S T R IC T IO N S
. A s s e ts , to  Be D is c lo s e d ............  1027.26; 9005.10
. C a s h ................................................ 2031.06; 2033-1.04
. C h a n g e  to  L IFO  M e t h o d ........................... 2072.12
. D is t r ib u t io n  o f R e ta in e d  E a rn in g s  . . . 9003.33;

9003.47
. F o re ig n  C u r re n c y  E x c h a n g e s ............  1083.030;

9003.36; 9003.49
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RESTRICTIONS— c o n t in u e d
. L ea se  A g r e e m e n ts .................................... 4053.016
. L o a n  In d e n tu re s  ............................  4053.115—.119
. O w n e rs ’ E q u ity , to  Be D is c lo s e d  . . . .  1027.26;

9005.17
. R e f in a n c in g  S h o r t -T e rm

O b l ig a t io n s ............... 2033.12; 2033.26; 2033-1.04
. S a le  o f  S e c u r it ie s — Stee R e s tr ic te d  

S to c k

R ESTRUCTURING  OF DEBT
. A c c o u n t in g  b y  C r e d i t o r s ...........  5363.027—.042
. A c c o u n t in g  b y  D e b to rs  .............  5363.012—.026

B a c k g ro u n d  I n f o r m a t io n ............  5363.046—.054
. B a s is  fo r  C o n c lu s io n s ...................  5363.055—.174
. C h a n g e s  in L ea se  P r o v is io n s ............... 5363.008
. C o m b in a t io n  o f T y p e s .............................  5363.019
. C o m p a re d  to  E a r ly  E x t in g u is h m e n t . . .

......................................................................... 5363.010
. D a te  o f  C o n s u m m a t io n ........................... 5363.006
. D e b t D e f in e d ................................................. 5363.004
. D e f in i t i o n ........................................................ 5363.002
. D e s c r ip t io n  o f  R e s t ru c tu r in g s  . . . .  5363.005—

.008
. D is c lo s u re  b y  C r e d i t o r s ............... 5363.040—.041
. D is c lo s u re  b y  D e b t o r s .................  5363.025—.026
. E ffe c t iv e  D a te  a n d  T r a n s i t io n .......... 5363.043—

.045
. E q u ity  In te re s t  G ra n te d  . . . 5363.015; 5363.019;

5363.024
. E q u ity  In te re s t  R e c e iv e d  ......................  5363.028
. M o d if ic a t io n  o f  T e r m s .................  5363.016—.019;

5363.030—.033
. Q u a s i- R e o r g a n iz a t io n s ........................... 5363.010
. S c o p e  o f  S e c t io n .............................  5363.001—.011
. S u b s t i tu t io n  o f  D e b to rs  ........................  5363.042
. T ro u b le d  vs . N o n t r o u b le d .......... 5363.002—.010

RESULTS OF OPERATIONS
. A c c o u n t in g  P o l ic ie s ....................................  9001.20
. A c c ru a l B a s is  ................................................  1025.08
. A d ju s tm e n ts  o f P r io r  A m o u n t s ..............2012.25
. A p p lic a b i l ity  o f  S e c t io n ...............................2012.07
. A p p ro p r ia t io n  o f  R e ta in e d  E a rn in g s  . . .

.............................................................................4311.15
. B a s ic  E le m e n ts ..............................................  1025.21
. B a s ic  F in a n c ia l S ta te m e n ts .................... 1027.17
. C h a n g e  in A c c o u n t in g  P r in c ip le  . . . .  1051.15—

.30; 2072.09—.14
. C o m p a ra b i l ity ,  S in g le  E n te rp r is e  . . . .  1024.25 
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

............................................ 9003.05; 9003.16; 9003.33
. C r ite r ia  fo r  E x tra o rd in a ry  I te m s  . . . 2012.19—

.24
. D e f in it io n  .........................................  1025.22; 2010.06
. D e p re c ia t io n  ................................... 9004.03; 9004.08
. D e v e lo p m e n t S t a g e .......... 2062.02—.03; 2062.08;

2062 .10 -.11; 2062-1.02
. D if fe r in g  B a la n c e  S h e e t D a te s ............  1083.232
. D if fe r in g  V ie w s  .................................... 2012.04—.06
. D is c lo s u re  o f  In f re q u e n t  E v e n t s ..........2012.26
. D is c lo s u re  o f S e g m e n t In fo rm a t io n  . . .

..........2081.003; 2081.007; 2081.072; 2082.01-.09;
2083.01—.16

D is c lo s u re  o f U n u s u a l I te m s  ...................2012.26
D is p o s a l o f  S e g m e n t . . . 2012.13—.18; U2012.003 
E a rn in g s  p e r  S h a re
. A p p l ic a b i l i t y ......................  2011.05; 2083.01—.16;

U2011.068-.071
. I l lu s t ra t iv e  S ta te m e n ts  ............ 2011C.01—.04
. P o o lin g  o f I n t e r e s t s ............................ U2011.043
. P u rc h a s e  M e th o d ................................. U2011.042
E ffe c t iv e  D a te  o f S e c tio n  ..........................2012.27
E ffe c ts  o f  P o o lin g  o f  I n t e r e s t s ................ 1091.32
E q u ity  M e th o d  ................................................5131.12
E s ta b lis h m e n t o f  C r i t e r i a ..........................2010.07
E x c lu s io n s  f r o m  N e t In c o m e

D e t e r m in a t io n ............................................. 2010.27
E xp e n s e s  D e f in e d .........................................  1025.21
E x t in g u is h m e n t o f  D e b t ............  2012.20; 2013.10

RESULTS OF OPERATIONS— c o n t in u e d  
. F o re ig n  E x c h a n g e  R a te  C h a n g e s  . . . 1083.033;

1083.215; 1083.221-.224; 1083-2.10
. G ro u p  o f C o m p a n ie s ..................................9003.01
. I l lu s t ra t io n
. . C h a n g e  in  D e p re c ia t io n  M e th o d  . . . .

2072.17—.21
. . C h a n g e  to  L IFO  M e th o d  ............  2072.22—.25
. I l lu s t ra t iv e  E x a m p le s .................U2012.001—.013
. In c o m e  S ta te m e n t D e f in e d ...................  1022.04
. In c o m e  S ta te m e n t P re s e n ta t io n  . . . 2012.08—

.12; 9008.04— .08
. In c o m e  T a x  A l lo c a t io n ......................4091.05—.06
. In te re s t  o n  R e c e iv a b le s /P a y a b le s  . . .4111.01
. In te r im  F in a n c ia l S ta te m e n ts ............... 2071.21;

2071-1.16— .19; 2071-1.35 
. In te r im  P e r io d  A c c o u n t in g  C h a n g e  . . .

.........................................  2072.06—.07; 2072.09-.14
. In te r im  P e r io d  C o s t s .................  2071.04; 2071.15
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s .......................................................9001.03
. In v e n to ry  V a lu a t io n  a nd

P re s e n ta t io n  ............................................... 9002.05
. L oss  C o n t in g e n c ie s  . . . .  4311.08; 4311-1.01—.08
. M a rk e t V a lu e  M e t h o d ................................. 5131.09
. M u lt ip le  R a t e s ..............................................  1083.227
. N e t In c o m e  (N e t  L o s s ) D e fin e d  .......... 1025.21
. N o n p u b lic  E n te r p r is e s ......................2083.01—.16
. O b je c t iv e s , P a r t ic u la r  S ta te m e n ts  . . . 1024.03 
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

.............................  4097.14; 4097.23; 6021.048-.062
. P e n s io n  P la n s .................  4063.46; U4063.121—.123
. P o o lin g  o f I n t e r e s t s ...................................... 1091.56
. P r ic e -L e v e l C h a n g e s  ........................  1071.25—.26
. P r io r  P e r io d  A d ju s tm e n ts ...............2014.01—.73
. P u rc h a s e  M e th o d  ........................................ 1091.96
. P u rc h a s e  v. P o o lin g  o f  In te re s ts  . . . .  2011A.04
. R e la tio n  to  E c o n o m ic  E le m e n ts .......... 1023.22
. R e la tio n  to  F u n d s  S ta te m e n ts ............  2021.05;

2021.15; 9007.05
. R e s t ru c tu r in g  o f D e b t .................  5363.014— .015
. R e ve n u e  D e fin e d  .........................................  1025.21
. S e g m e n t In fo r m a t io n — S ee S e g m e n ts  

o f  a B u s in e s s
. S e le c t io n  o f  A c c o u n t in g  P o lic ie s  . . . .  9001.08

RETAIL IN VEN TO R Y METHOD
. In v e n to ry  P r ic in g ..........5121.06; 5121.10; 9002.27

R ETAILIN G
. S e g m e n ts  o f  a B u s in e s s ........................  2081.101

R ETAIN ED  EARNINGS
. A p p ro p r ia t io n s  fo r  C o n tin g e n c ie s  . . . 4311.15;

4311.20; 4312.01; 4312.10 
. C h a n g e  in A c c o u n t in g  P r in c ip le  . . . .  1051.19— 

.20; 1051.25—.26; 2072.09-.10; 2072.17-.21
. C h a n g e s  in  A c c o u n t in g  P o lic ie s  .......... 9008.15
. C o m b in in g  C o m p a n y  ............................... 1091.64
. C u r re n t  O p e ra t in g  P e r fo rm a n c e  . . . .  2010.11;

9008.05
. D a te  o f  R e a d ju s tm e n t ...............................  5581.10
. D a t in g  a f te r  R e a d ju s tm e n t ...................  5581.10
. D is c o n t in u a n c e  o f D a t in g ..............  5582.01—.02
. E ffe c t o f  L eases  o n  P r io r  P e r io d s  . . . 4053.051
. E x c h a n g e  G a in  o r  L o s s ........................... 1083.168
. E x c lu s io n s  f r o m  R e s u lts  o f

O p e ra t io n s  .................................. 2010.27; 9007.05
. Leg a l R e s t r ic t io n s  . . . .  5542.14; 9003.33; 9003.47
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

............................................................  4097.22; 4097.26
. P o o lin g  o f In te re s ts  ....................1091.10; 1091.53
. P r ic e -L e v e l R e s ta te m e n ts ................. . . 1071.49;

1071B.04; 1071C.10
. P r io r  P e r io d  A d ju s t m e n ts .............. 2010.17—.18
. P r io r  P e r io d  I te m s  . . . 9008.05; 9008.12; 9008.19
. P u rc h a s e  M e th o d  .........................................1091.21
. R e s ta te m e n t o f  O p e n in g  B a la n c e ..........

1083.036—.037; 2010.25; 4312.04-.05 
. R e t ire m e n t o f  S to c k  ........................  5542.13—.14
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R ETAIN ED  E AR N IN G S — c o n t in u e d
. S ta te m e n t D e f in e d  .................................... 1022.05
. S to c k  D iv id e n d s ........................................  5561.10
. S u b s id ia r ie s
. . C a p ita l iz a t io n  ...........................................  2051.17
. . F o r e ig n .......................................................1081.09
. . In c lu s io n  in  C o n s o l id a t io n ............... 2051.10;

9003.33
. . P r io r  to  A c q u is it io n  ............................... 2051.01
. T re a s u ry  S to c k , P ro f its  o r  L o sse s  . . . 5542.05;

5542.10
. T re a s u ry  S to c k , P u rc h a s e  P r ic e  . . . 5542.13—

.14
. W r ite -O ffs , C o rp o ra te

R e a d ju s tm e n ts ..................................  5581.06—.07
. W r ite -O ffs , In ta n g ib le s  .......................... 5141.13

R E T A IN E D  IN C O M E — S ee R e ta in e d  
E a rn in g s

R E T IR E M E N T  AGE
. A c tu a r ia l A s s u m p t io n s  ........................... 4063A.07

R E T IR E M E N T  B E N E F IT S — S ee B e n e f its

R E T IR E M E N T  O F D E B T
. A s s u m e d  C o n v e rs io n  o r

R e t i r e m e n t ..............................................U2011.030
. D is c lo s u re  in  F u n d s  S ta te m e n ts  . . . .  2021.14;

9007.09
. E a r ly  E x t in g u is h m e n t— See 

E x t in g u is h m e n t o f  D e b t 
. F ro m  P ro c e e d s  o f  C o m m o n  S to c k  . . . .

..................................  2011.23; U2011.046; U2011.355
. F ro m  P ro c e e d s  o f  W a rra n ts  . . . .  2011.37—.38;

U2011.230-.235; U2011.246-.248 
. G a in  o r  L o s s ............................................2013.01—.17

R E T IR E M E N T  O F S T O C K
. C o m p a r is o n , T re a s u ry  S to c k  ............... 5542.07
. E x t in g u is h m e n t o f  C o n v e r t ib le

D e b t .................................................................  5362.15
. F ro m  P ro c e e d s  o f C o m m o n  S to c k  . . . .

..................................  2011.23; U2011.046; U2011.355
. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  . . . 1041.05;

1041.18

R E T R O A C T IV IT Y
. A p p lic a b i l it y  o f  A P B  O p in io n s ...................510.10;

1051.04
. B u s in e s s  C o m b in a t io n s ........................... 1091.98;

U1091.021-.024
. C a p ita l S t r u c tu r e  C h a n g e s .................2011 A.03;

U2011.040; U2011.110
. C a tc h -U p  A d ju s t m e n t ...................... 2072.06—.07;

2072.09—.10; 2072.17—.21; U1051.010—.013 
. C h a n g e s  R e q u ir in g  R e s ta te m e n t . . . 1051.27— 

.28; 1051.34— .35; 4311.20; 4312.06-.07; 
4 3 1 2 .1 0 -.11; 9008.15; U1051.001-.009

. C o n v e r t ib le  D e b t ...........................................5516.17

. D e b t w ith  W a r r a n t s ...................................... 5516.17

. D is c o u n t /P r e m iu m  o n  N o te s  ................ 4111.16

. D is p o s a l o f  S e g m e n t ................. U2012.009—.010

. E a r ly  E x t in g u is h m e n t o f  D e b t ............... 5362.22

. E a rn in g s  p e r  S h a re — See 
R e s ta te m e n ts

. E q u ity  M e t h o d ...............5131.21; U5131.013—.015

. E x t in g u is h m e n t o f  D e b t ................. 2013.11—.12;
2013.17

. F u lly  D ilu te d  E a rn in g s  p e r  S h a re  . . . .  2011.41

. In c o m e  T a x e s — E q u ity  M e th o d ............ 4096.12

. In c o m e  T a x e s — S p e c ia l A r e a s ............... 4095.32

. In te r im  F in a n c ia l S ta te m e n ts  .......... 2071-1.26;
2072.07; 2072 .09 -.13

. In te r n a t io n a l A c c o u n t in g
S ta n d a r d s .......................................................9000.12

. In te rp e r io d  T a x  A llo c a t io n
P r o c e d u r e s .................4091.66; 4097.14; 4097.25;

U4091.128-.136

RETROACTIVITY— c o n t in u e d
. In v e s tm e n t C r e d i t s ......................U4094.021—.023
. L ea se s  ...................  4053.048-.051; 4053.115—.120;

4053-1.06; 4053-2.01; 4053-2.10; 4053-2.15;
4053-2.17-.18; 4054.09 

. L o ss  C a r r y fo rw a rd s ,  P u rc h a s e d
S u b s id ia r ie s .................4091.48; U4091.103—.105

. L oss  C o n t in g e n c ie s ..................................4311-1.08

. M a rk e ta b le  E q u ity  S e c u r i t ie s ............... 5132.23;
5132.41; 5132-1.03; 5132-2.05; 5132-3.05;

5132-4.08; 5132-5.11
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

............................................................... 6021.063—.064
. P r ic e  C h a n g e s , C o m m o n  S t o c k ..........2011.36
. P r io r  P e r io d  A d ju s tm e n ts  ............ 2010.17—.18;

2014.17;4311.104; 4312.02-.03; U1051.001-.009 
. R e c o g n it io n  o f A c c o u n t in g  C h a n g e  . . .

. . .  1051.18—.30; 2071-1.21; 2081.027; U1051.001-
.009

. R e fu n d in g  o f  T a x -E x e m p t D e b t ............  4055.16

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
................... 4211.15; 4211.57; 4211-1.06; 4211-3.10

. S e g m e n t I n f o r m a t io n ............... 2082.09; 2083.10;
2083.16

. S u p p le m e n ta ry  E a rn in g s  p e r  S h a re  . . .
...........................................................................2011.22

. T a x  E f f e c t s .......................................U4091.061—.064

. V ie w s  o n  A c c o u n t in g  C h a n g e s  .............. 1051.14

R ETURN ON IN V ES TM E N TS
. C o n v e r t ib le  S e c u r it ie s  . . .  2011.33; U2011.135—

.140
. E le m e n t in  U s e r D e c is io n s  . . . .  2081.057—.060;

4211.50; 4311.64
. L e v e ra g e d  L ea se s  .................4053.044; 4053.101;

4053.108
. P e n s io n  F u n d s  .............................................4063B.27
. S a le s -T y p e  L e a s e s ....................................  4053.017

REVENUE
. A c t iv it ie s ,  G e n e ra l ....................................... 1026.12
. A llo c a t io n  to  S e g m e n t .................  2081.078— .079
. B a s ic  E le m e n t o f  F in a n c ia l

A c c o u n t in g ...................................................  1022.18
. C a te g o ry  in  F u n d s  S ta te m e n t ................ 9007.07
. C a te g o ry  in  In c o m e  S t a t e m e n t .......... 1022.04;

2012.04
. C h a n g e s  in  C o n c e p t ..................................  1025.18
. C o l le c t ib i l i t y  U n c e r ta in  [S -1 F (1 ) ] . . . .  1027.07 
. C o m p le t io n  o f P ro d u c t io n  (S -6 D ) . . . 1027.10
. C o n s tru c t io n  C o n t r a c t s ........................... 1026.16
. C o s t R e c o v e ry  M e t h o d .......... 4311.23; 6021.047
. C o s t R e c o v e ry  M e th o d  [M -1 F (1 ) ] . . . 1027.07 
. C o s t R e c o v e ry  M e th o d  [S -1 F (1 ) ] . . . .  1027.07 
. C o s ts  A s s o c ia te d  . . .  1026.19; 1026.21; 2071.13—

.14
. C o s ts  A s s o c ia te d  (S -1 G ) ........................  1027.07
. D e f in it io n  .........................................  1025.21; 1026.12
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.02;

2062 .10 -.11; 2062.30; 2062.35—.37; 2062.39;
2062.43—.44; 2062-1.02; 2062-1.05 

. D is c lo s u re  o f  S e g m e n t I n f o r m a t i o n  . . .
............................................................... 2081.022—.023

. D is c o n t in u e d  O p e r a t io n s ..........................2012.08

. E a rn e d  D u r in g  P r o d u c t io n ......................  1026.26

. E a rn in g  P r o c e s s ..................................  1026.13—.17

. E ffe c t o f  R a te  C h a n g e s ............... 1083.112—.114;
1083.155; 1083.161; 1083.223—.224 

. E x c h a n g e  o f  N o n m o n e ta ry  A s s e ts  . . . .
1041.15—.16

. E x c lu s io n s ........................................................ 1026.12

. E x e m p t f r o m  In c o m e  T a x e s  ..............U4091.050

. E x p o r t  S a le s  . . . .  2081.031—.033; 2081.035—.036

. F a rm  P r o d u c t s ..............................................  1026.16

. F a rm  P ro d u c ts  ( M - 6 D ) .............................  1027.10

. F a rm  P ro d u c ts  (S -6 D ) .............................  1027.10

. F ire  a n d  C a s u a lty  In s u r a n c e .................. 4311.41;
4311.95—.96

R E VAICPA Professional Standards
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REVENUE— c o n t in u e d
. F o re ig n  O p e ra t io n s  ...2 0 8 1 .0 3 1 —.038; 2081.085
. F u n d a m e n ta l A c c o u n t in g

A s s u m p t io n s  ................................................9001.07
. F u tu re  . . . 1026.19; 1083.073; 1083.076; 1083.178—

.180; 6021.096
. G a in  C o n t in g e n c ie s .....................................4311.17
. In c lu d e d  in B a s ic  E le m e n ts  ..................  1025.18
. In c o m e  D e te rm in a t io n  ............................  1026.11
. In f la t io n  o r  D e f la t io n , E ffe c ts  .............. 1026.32
. In s ta l lm e n t  M e t h o d .....................................4311.23
. In s ta l lm e n t  M e th o d  [M -1 F (1 ) ] ...........  1027.07
. In s ta l lm e n t  M e th o d  [S -1 F (1 ) ] .............  1027.07
. In te r im  F in a n c ia l I n f o r m a t io n .............  2071.11;

2071.30
. In te rs e g m e n t S a le s  o r  T ra n s fe rs  . . . 2081.010;

2081.015; 2081.077
. J o in t  R e s u lt o f  A c t iv i t ie s ........................... 1026.13
. M a tc h in g  C o n c e p t ............  4311.76—.80; 4311.92;

4311.98
. M e a s u re m e n t (M -1 F )  ...............................  1027.07
. M in e ra l P ro p e r ty  C o n v e y a n c e s  . . . 6021.044—

.047
. O p e ra t in g  L e a s e s .......................................4053.019
. P o o lin g  o f In te re s ts  ( M - 2 B ) ..................  1027.08
. P re c io u s  M e t a ls ..........................................  1026.16
. P re c io u s  M e ta ls  ( M - 6 D ) .........................  1027.10
. P re c io u s  M e ta ls  ( S - 6 D ) ............................  1027.10
. R e c o g n it io n  .......................... 1026.14— .17; 4054.04
. R e c o g n it io n  ( M - 1 F ) ...................................  1027.07
. R e c o g n it io n  in  N o n m o n e ta ry

T r a n s a c t io n s ...........................1041.18—.23
. R e fu n d in g  o f T a x -E x e m p t D e b t ..............4055.12
. R e la tio n  to  E c o n o m ic  E le m e n ts ......... 1022.12;

1022.18; 1024.12
. R e s e a rc h  a n d  D e v e lo p m e n t

A c t iv i t ie s ........................ 4211.52; 9009.18; 9009.21
. S a le s ................................................................... 1026.15
. S a le s  (S -1 G ) .................................................  1027.07
. S a le s , O th e r  T h a n  P r o d u c t s ................ 1027.25;

2081.010
. S a le s -T y p e  L e a se s  .......................4053.098—.102
. S e rv ic e s  R e n d e r e d .....................................  1026.15
. S o u rc e s  ...........................................................  1027.13
. T ra n s la t io n  o f F o re ig n  C u r re n c y  . . . 1083.003;

1083.006—.007; 1083.073 
. T ra n s la t io n  o f  F o re ig n  S ta te m e n ts  . . . .

........................  1083.009—.015; 1083.045; 1083.122;
1083.159—.160; 1083-1.01—.06

. U n e a rn e d — See U n e a rn e d  In c o m e

. U n it  o f  M e a s u r e ............. 1083.079; 1083.159—.160

. W h e n  R e c o rd e d  ( S - 1 F ) .............................  1027.07

REVENUE AC T OF 19 71
. In v e s tm e n t C r e d i t .........................U4094.003—.025
. L e v e ra g e d  L ea se s  .................................... 4053.042

REVOLVING CREDIT AG REEM ENT
. R e f in a n c in g  S h o r t -T e rm  D e b t ............  2033.14;

2033.23; 2033.43-.44

RIGHTS A N D  O BLIG A TIO N S
. D e v e lo p m e n t S ta g e  E n te r p r is e s .......... 2062.11
. L e a s in g  T ra n s a c t io n s — S ee L ea se s
. N o te s  R e c e iv a b le /P a y a b le .............4111.01—.16
. O il a n d  G as In te re s ts  ............  6021.011; 6021.047

RISK
. C a ta s t ro p h e  L o s s e s ..........4311.40—.43; 4311.89
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

.  .......................................4311.27; 9003.33; 9003.47
. D is c lo s u re  o f  U n in s u re d  R is k s ............4311.103
. E le m e n t in  U s e r D e c is io n s  . . . .  2081.057—.060;

4211.50; 4311.64
. F o re ig n  E x c h a n g e  R a te  C h a n g e  . . . .  1083.095;

1083.142; 1083.147; 1083.155—.156; 1083.183
. F o rw a rd  E x c h a n g e  C o n t r a c t s ............  1083.206
. L ea se s  as T ra n s fe rs  o f  R is k s ............ 4053.060—

.063; 4053.080; 4053-2.08 
. L e s s o rs ' F u tu re  C o s t s ..........4053.090; 4053-1.04

R E V

RISK— c o n t in u e d
. M in e ra l P ro p e r ty  C o n v e y a n c e s  . . . .  6021.042;

6021.047
. P o o lin g  o f R isks  .............................................4311.45
. P ro te c t io n  A g a in s t L osse s  .....................4311.45;

4311.61—.66; 4311.85—.88
. R e ta in e d  b y  S e lle r  ......................................4053.021
. S e lf In s u ra n c e  . . . .  4311.27—.30; 4311.48; 4311.62
. T ro u b le d  D e b t R e s t r u c t u r in g ............  5363.005;

5363.007
. U n s p e c if ie d  B u s in e s s  R is k ....................... 4311.14

ROLL-FORWARD PROCEDURE
. P r ic e -L e v e l R e s ta te m e n ts  . . . 1071.38; 1071.44;

1071.49; 1071C.19

ROYALTIES
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

..................................................... 2011A.06; U2011.023
. O il a n d  G as I n t e r e s t s ............ 6021.011; 6021.030;

6021.047; 6021.050
. R e v e n u e  R e c o g n it io n  .............................. 1026.15
. T im in g  D if fe r e n c e s .....................................4091A.04

RULES A N D  PROCEDURES— See D e ta ile d  
P r in c ip le s

RULES OF C O N D U C T
. In te r p r e ta t io n s  U n d e r  R u le  2 0 3  . . . .  520.02—

.07
R u le  2 0 3 — A c c o u n t in g  P r in c ip le s  . . . .  510.08;

520.01

SALE-LEASEBACK TR A N S AC TIO N S
. A c c o u n t in g  b y  L e s s e e s ........................... 4053.033
. A c c o u n t in g  b y  L e s s o rs  .......................... 4053.034
. D e f in i t i o n .........................................................4053.032
. G a in s  o r  L o s s e s ........................ 4053.033; 4053.107

SALES
. A s s e ts  R e c e iv e d  in  D e b t

R e s t r u c tu r in g ............................................ 5363.039
. C a ll o n  S t o c k .................................................... 5516.07
. C o m m is s io n s  ................................................  1026.21
. C o s t-P lu s -F ix e d -F e e  C o n tra c ts  . . . .  4041.19—

.20
. D e b t w ith  W a r r a n t s ...................................5516.13
. D is p o s a l o f  S e g m e n t .........................2012.13—.18
. E x p o r t— S ee E x p o r t  S a les
. F a ir  V a lu e  D e fin e d  ..................................... 5363.013
. In d u s tr y  S e g m e n ts  ..............  2081.010; 2081.023;

2081.031; 2081.039; 2081.077
. L e a s e s ...............................  4053.020—.022; 4053-2.08
. M in e ra l In te re s ts  ...................  6021.045; 6021.047;

6021.051
. N o n m o n e ta ry  E x c h a n g e

T ra n s a c t io n  .................................................. 1041.21
. P r ic e -L e v e l R e s ta te m e n ts  ........................1071.46
. P ro c e e d s , D o n a te d  S to c k  ....................... 5512.01
. P ro p e r ty  U sed  in B u s in e s s ...................  2012.23;

U2012.009-.010
. R ea l E s ta te
. . P ro p e r ty  T a x e s ...........................................4081.06
. R e la tio n  to  R e s e a rc h  a n d

D e v e lo p m e n t . . . 9009.07—.08; 9009.11; 9009.20
. R e ve n u e  R e c o g n it io n ........................  1026.14—.17
. S a le -L e a s e b a c k  T r a n s a c t io n s ........... 4053.032—

.034
. S h o r t  S a le s  o f S e c u r it ie s  ........................ 5132.07
. T e rm in a te d  W a r a n d  D e fen se

C o n tra c ts  .................................... 4043.07; 4043.23
. T re a s u ry  S t o c k ....................................  5542.03—.14
. W a r r a n t ie s ..............................................  4311.24— .26

SALES CONTRACTS
. L o s s e s  o n  P u rc h a s e  C o m m itm e n ts  . . .

............................................................................ 5121.17
. N e t R e a liz a b le  V a lu e ............ .....................  9002.30
. R e c o g n it io n , In v e n to ry  L o s s e s ..............5121.09
. S h o r t  S a le s  o f  S e c u r it ie s  ..........................5132.07
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S A L E S -T Y P E  LE A S E S
. A c c o u n t in g  a n d  R e p o r t in g ................... 4053.017
. B u i ld in g s .............................................4053.026—.028
. C la s s if ic a t io n  ..........4053.006; 4053.017; 4053.065
. C o m p a re d  to  L e v e ra g e d  L ea se s  . . . 4053.042;

4053.113
. C o s t . . ............................................................... 4053.017
. C r ite r ia  f o r  C la s s i f ic a t io n ......................4053.008;

4053.089—.090
. D is c lo s u re  ......................................................4053.023
. G ro s s  In v e s tm e n t in  L ea se s  .............  4053.017;

4053.099
. I l l u s t r a t io n s .................................................. 4053.122
. In i t ia l  D ire c t  C o s t s ...................................  4053.101
. L a n d ........... ........................................... 4053.025-.026
. N e t In v e s tm e n t in  L e a s e s ...................... 4053.017
. R e n e w a ls  o r  E x te n s io n s  ........................ 4053.102
. R e s id u a l V a lu e  ............... 4053.017; 4053.098—.099
. S e llin g  P r ic e  C o m p u ta t io n  .................  4053.017;

4053.100
. T h ir d - P a r ty  P a r t i c ip a t io n ......................4053.020
. T ra n s it io n  M e t h o d ..................  4053.050

S A LV A G E  V A L U E — S ee R e s id u a l V a lu e  
S A V IN G

. D e f in it io n , E c o n o m ic ................................. 1023.10

. E m p lo y e e  S to c k  P la n s ....................4062A.01—.14

. In te r e s t  C o s ts  o n  E x t in g u is h m e n t . . . .
5362.16—.17

. L e s s -D e v e lo p e d  E c o n o m ie s ..................  1023.11

. S e p a ra te  F ro m  In v e s t m e n t ..................  1023.14
S A V IN G S  A N D  L O A N  A S S O C IA T IO N S

. A c q u is it io n  in  B u s in e s s
C o m b in a t io n  ..................................1091-1.01—.10

. D is c lo s u re  R e q u i r e m e n ts .............  4095.24— .25

. F a c to rs  D e te rm in in g  P u rc h a s e
P r i c e .............................................................. 1091-1.08

. N e t-S p re a d  M e t h o d ....................  1091-1.01—.02;
1091-1.04

. S e p a ra te -V a lu a t io n  M e th o d ...............1091-1.01;
1091-1.03

. T a x  E ffe c ts , G e n e ra l R e s e rv e s  . . . .  4091-1.02— 
.03; 4095.19—.25; U4091.020

S C IE N T IF IC  IN S T IT U T IO N S
. A p p lic a b i l it y  o f  A P B  O p in io n s .................510.05
. E a rn in g s  p e r  S h a re  ............................... U2011.069
. N a t io n a l S c ie n c e  F o u n d a t io n  .............. 4211.17

SCRAP
. In v e n to ry  P r ic in g  . . . . .  5121.05; 9002.11; 9002.23

SEASONAL BUSINESSES
. D e s ig n  C h a n g e s  ............................................ 4211.10
. D is c lo s u re  o f S e g m e n t In fo rm a t io n  . . .

.........................................................................  2081.072
. In te r im  F in a n c ia l S ta te m e n ts .............. 2071.18;

2071.30
. T a x  E ffe c ts  o f  L o s s e s ............  2071.20; 2071-1.14;

2071-1.18:2071-1.32

SECURITIES
. A n t i-D ilu t iv e  ...............U2011.016; U2011.058-.060
. A s s u m e d  C o n v e r s io n .................U2011.111—.116
. B a n k ru p t  E n te r p r is e .................................4311-1.07
. B r o k e r - D e a le r s ..............................................  2033.07
. C la s s i f ic a t io n ..................................U2011.013—.015
. C o n v e r t ib le — S ee C o n v e r t ib le  D e b t 
. D e b t
. . E a r ly  E x t in g u is h m e n t ...................  5362.01—.22
. . M o n e ta ry  o r  N o n m o n e ta ry  ................ 1071.34
. . P e n s io n  F u n d s ............................................ 4063.32
. . T ra n s la t io n  o f F o re ig n  B a la n c e s  . . . .

............................................................. 1083.039
. . T ro u b le d  D e b t R e s t r u c tu r in g .......... 5363.004
. D e f in it io n  .................................. 2011D.21; U2011.052
. D i lu t i v e .......................................................... U2011.088
. D is c lo s u re  in  F u n d s  S ta te m e n t . . . .  9007.10—

.11
E q u ity — S ee E q u ity  S e c u r ity
F a ir  V a lu e .........................................U2011.126—.128

SECURITIES— c o n t in u e d
. G o v e rn m e n t ..................................................  2032.02
. In it ia l P u b lic  D is t r ib u t io n ..............  1051.29—.30;

2083.13
. Is s u a n c e  in  P a c k a g e  ..............................U2011.137
. M a rk e ta b le — S ee M a rk e ta b le  

S e c u r it ie s
. N o n m a rk e ta b le — S ee N o n m a rk e ta b le  

S e c u r it ie s
. O th e r  P o te n t ia l ly  D ilu t iv e  . . . .  U2011.054— .055 
. P a r t ic ip a t in g — S ee P a r t ic ip a t in g  

S e c u r it ie s
. R e c la s s if ic a t io n  R e q u ire d  . . . .  U2011.126—.131 
. R e f in a n c in g  S h o r t -T e rm

O b lig a t io n s  . . . .  2033.02; 2033.10—.11; 2033.27;
2033.30; 2033-1.0 1 -.0 5  

. S e n io r— See S e n io r  S e c u r it ie s

. T im e  o f  Is s u a n c e ........................... U2011.117—.120

. T re a s u ry — S ee T re a s u ry  S e c u r it ie s

SECURITIES A N D  EXCHANGE 
C O M M ISS IO N

. A c c o u n t in g  S e r ie s  R e le a se  N o . A . . .  . 1026.01 

. A c c o u n t in g  S e rie s  R e le a se  N o . 96 . . . 4094.12 

. A c c o u n t in g  S e r ie s  R e le a se  N o . 132 . . .
........................................................................  4053.053

. A c c o u n t in g  S e rie s  R e le a se  N o . 134 . . .
............................................................................ 4311.50

. A c c o u n t in g  S e rie s  R e le a se  N o . 141 . . .
..........................................................................4053.053

. A c c o u n t in g  S e rie s  R e lease  N o . 145 . . .
............................................................................ 4311.52

. A c c o u n t in g  S e r ie s  R e lease  N o . 147 . . .
.................................... 4053.053; 4053.096; 4053.103

. A c c o u n t in g  S e r ie s  R e le a se  N o . 148 . . .
....................................................................2033.04— .05

. A c c o u n t in g  S e r ie s  R e le a se  N o . 150 . . .
.........................................................................6021.086

. A c c o u n t in g  S e r ie s  R e le a se  N o . 190 . . .
....................................  ...............6021.082; 6021.096

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.02;
2062.34— .35; 2062.38-.40; 2062.52 

. D is a g g re g a te d  F in a n c ia l
In fo rm a t io n  ..............................................  2081.061

. F o rm  S -9  .................................................... U2011.071

. F o rm  1 0 - K ........................................................ 4311.49

. G a in s /L o s s e s , E x t in g u is h m e n t o f
D e b t ...................................................................2013.03

. N o n p u b lic  E n te rp r is e s  ............................  2083.13

. O il a n d  G as R e s e rv e s ..............................  6021.271

. R e g u la t io n  S - X ..............  2062.35; 2062.39; 2062.52

. R o le  in  E x tra c t iv e  In d u s tr ie s  TF  . . . .  6021.079

. R u le  1 4 4  .................... 5132.07;5132-5.02;5132-5.08

. S e c u r it ie s  A c t R e le a se  N o . 5 7  0 6  . . . 6021.083

. S e c u r it ie s  A c t R e lease  N o . 5 8 0 1  . . . 6021.086

. S e c u r it ie s  A c t R e le a se  N o . 5 8  3 7  . . . 6021.091

. S e c u r it ie s  A c t R e le a se  N o . 5 8 6 1  . . . 6021.094

. S e c u r it ie s  A c t  R e lease  N o . 5 8 7 7  . . . 6021.095

. S e c u r it ie s  A c t R e le a se  N o . 5 8  7 8  . . . 6021.096

. S e g m e n ts  o f a B u s in e s s .......................  2081.044

. S o u rc e  o f P r in c ip le s  ................................. 1028.04
. S ta ff  A c c o u n t in g  B u lle t in  N o . 8  ......... 2014.02;

2014.71—.73
. S ta f f  A c c o u n t in g  B u lle t in  N o . 1 0  . . .  6021.082 
. S to c k  Issu e d  to  E m p lo y e e s ................... 4062.19

SEG M ENTS OF A BUSINESS
. A c c o u n t in g  P r in c ip le s  ................. 2081.006— .008
. A s s e ts , I d e n t i f ia b le .................  2081.010; 2081.015;

2081.020; 2081.026; 2081.029—.031; 2081.038;
2081.080— .082; 2081.085

. B a c k g ro u n d  In fo rm a t io n  .......... 2081.042—.052;
2082.01— .06

. B u s in e s s  C o m b in a t io n s  . . . .  2081.006; 2081.027 

. C h a n g e s  in F in a n c ia l P o s it io n  . . . 9007.16— .17

. C o n d e m n a tio n  P ro c e e d in g s  ...................2012.02

. C o s t o f  P ro v id in g  In fo rm a t io n  . . . .  2081.068—
.069

. C r ite r ia  fo r  D e te rm in in g  ........................2081.009;
2081.011—.021
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S EG M ENTS OF A  BU SIN ESS— c o n tin u e d  
. C u s to m e rs , M a jo r— See C u s to m e rs
. D e fin itio n s  ................   2012.13; 2081.010
. D isc losu re  R e q u ire m e n ts .........2081.022—.027;

2081.077- 082; 2082.01- 09; 2083.01-.16
. D isco n tin u e d  O p e ra tio n s ........................2012.08;

2071-1.16—.19; 2081.042 
. D isposa l— See D isposa l o f  S egm ent
. D o m e s tic  O p e ra tio n s  ................2081.031—.032;

2081.035—.036; 2081.039; 2081.083
. E ffe c tive  D ate  o f S e c t io n ..................... 2081.041;

2081.090; 2082.09; 2083.10; 2083.16 
. Expenses o f  S egm ents  ....2 081 .008 ; 2081.010;

2081.085
. E xp o rt Sales— See E xp o rt Sales
. E x p ro p r ia tio n  ..............................................2012.02
. F a c to rs  in D e te rm in in g  S egm ents  . . . .

............................. 2081.011—.021; 2081.09*-. 104
. F inanc ia l S ta te m e n t P re se n ta tio n  . . . .

............................. 2081.028—.030; 2081.105-.106
. F isca l P e r io d s .................... 2081.003; 2082.07—.09
. Fo re ign  O p e ra t io n s .................... 2081.031—.038;

2081.083—.089
. I l lu s tra tio n  o f  F inanc ia l S ta te m e n t

D is c lo s u re s ..................................2081.105—.106
. Illu s tra tio n  o f P e rce n tag e  T e s ts  . . .  2081.102—

.104
. In te re s t E arned on  A dvances .............2081.010
. In te r im  F inanc ia l S ta te m e n ts  . . .  2082.01—.09 
. In te rs e g m e n t Sales o r  T ra n s fe rs  . . .  2081.010;

2081.015; 2081.017; 2081.023; 2081.076-.077
. In v e s te e s .......................................................2012.13
. J o in t ly  O w ned  C o m p a n y  ........................2012.13
. N eed fo r  S egm en t In fo rm a tio n  . . . .  2081.005;

2081.047; 2081.056-.064; 2081.070-.071;
2081.074—.075

. N o n p u b lic  E n te rp rise s  . . . .  2081.041; 2083.01—
.16

. O p e ra tin g  P ro fit  o r  Loss . . .  2081.010; 2081.015;
2081.024- 027; 2081.035; 2081.078-.082;

2081.102—.104
. O p e ra tio n s  in  S ingle In d u s t r y ........... 2081.001;

2081.020
. P e rce n ta g e  T e s ts  . . .  2081.015—.021; 2081.102—

.104
. P re se n ta tio n  in  F inanc ia l

S ta te m e n ts ____2081.028—.030; 2081.105—.106
. P ro d u c ts  and  S e rv ic e s ..............2081.011—.014;

2081.069; 2081.094-.095; 2081.099-.101
. P ro f it  C e n te r s ............................................2081.013
. P ro f ita b il ity  In fo rm a t io n ........... 2081.024—.025;

2081.078—.079
. P urp ose  o f  S egm en t In fo r m a t io n .........

.........................2081.005; 2081.075-.076; 2081.085
. R esearch  and  D e ve lo p m e n t C o s ts  . . . .

....................................................... 2081.081:4211.62
. R e s ta te m e n ts ..............2081.040; 2083.10; 2083.16
. R esu lts  o f  O p e ra t io n s .............................. 9003.16
. R evenue o f S e g m e n ts ......... 2081.008; 2081.010;

2081.013—.017; 2081.022-.023; 2081.085
. S ta n d a rd  In d u s tr ia l C la s s if ic a t io n .........

........................................ 2081.012; 2081.091-.098
. T r a n s i t io n ..................2081.041; 2081.090; 2082.09;

2083.10; 2083.16
. U n co n so lid a te d  S ubs id ia ries  .........2081.006—

.007; 2081.082
. V e rtic a lly  In te g ra te d  O p e ra tio n s  . . .  2081.010;

2081.027; 2081.082

SELEC TIO N  A N D  M E A SU R E M E N T
P R IN C IPLES  ........................................ 1027.03—.13

. A ss ig n m e n t o f D o lla r A m o u n ts ...........  1027.03

. C la ss ifica tio n  o f E v e n ts ...........  1023.23; 1027.03

. D iv is ion  o f B roa d  O p e ra tin g
P r in c ip le s ....................................1022.21; 1027.02

. E ffec ts  on  B asic  E le m e n ts ....................  1027.13

. E x te rn a l E v e n ts .................................. 1027.07—.09

. G uide to  P rin c ip le s  .................................. 1027.06

SE6

SELECTIO N A N D  M E A SU R E M E N T 
PR IN CIPLES— co n tin u e d

. In te rn a l E v e n ts ........................... . . . .  1027.10—.11

. N o n m o n e ta ry  T ra n sa c tio n s  .................1041.18

. S ta te m e n t o f  P rin c ip le s  ...............1027.06—.13

. T ra n s fe rs , N o n re c ip ro ca l . . . .  1027.08; 1041.03

. T ra n s fe rs , R ec ip roca l ............ 1027.07; 1041.03
SELF IN S U R A N C E

. A c c o u n tin g  A c c ru a ls ............................... 4311.62

. C on tin g e n c ie s  ..............4311.28; 4311.48; 4311.56

. T im in g  D iffe re n c e s ................................. 4091A.03
S ELLIN G  EXPENSES

. Expense R e c o g n it io n ...............1026.18; 1026.24

. In v e n to ry  P r ic in g ......... 5121.05; 9002.04; 9002.12

. P o licy  A cq u is itio n  C o s ts ............ 1083-1.01—.06

. R esearch  and D eve lo pm e n t
A c t iv i t ie s ..................4211.08; 4211-3.04; 9009.07;

9009.18
S ELLIN G  PRICES— See M a rk e t P rices 
SEN IO R  SECURITIES

. C la im s on  E a rn in g s ......... 2011A.05; U2011.101—
.104

. C o n ve rtib le  in to  C o m m o n  S hares . . .  2011.09;
2011.41; U2011.054-.055

. D e f in i t io n ................................................... 2011D.22

. L iq u id a tio n  P re fe re n c e ..................5515.01—.02

. Tw o-C lass C o m m o n  ......................... U2011.296
SERVICE

. D e fin itio n , P ens ion  P la n s ..................... 4063B.37
SERVICE COST

. C o s t A ssigned [S -6 A (1) ] ...................... . 1027.10

. M e a su re m e n t [M -6 A (1) ] ..........................1027.10
SERVICE W ELLS

. C a p ita liz a t io n ...........................6021.011; 6021.022

. D e f in i t io n .................................................... 6021.274
SERVICES

. C o n s id e ra tio n  fo r  S to c k  Issued . . . .  4062.09—
.10

. E co n o m ic  O b lig a t io n s .............................  1023.19

. In c lu ded  in  P ro d u c ts ............. 1023.18; 4211.08;
4211-3.04; 9009.03

. N o n m o n e ta ry  T ra n s a c t io n s ......... 1041.01—.29

. P ro d u c tio n  A c tiv ity  . . .  1023.23; 9004.02; 9004.05 

. R esearch and D e ve lo p m e n t C os ts  —  .
................................................ ....9009.06:9009.15

. S egm en t In fo rm a tio n — See S egm ents  
o f a Business

S ETTLEM EN T DATE
. D e f in i t io n .................................................... 1083.243
. Fo re ign  C u rre n c y  T ra n sa c tio n s  . . .  1083.067—

.070; 1083.112—.120; 1083.164; 1083.212
SEVERANCE PAY

. D isposa l o f  S e g m e n t ................................2012.17

. T im in g  D iffe re n c e s ................................. 4091A.03
SHAREHOLDERS— See

S to c k h o ld e rs /O w n e rs
S H IP P IN G  COSTS— See T ra n s p o rta tio n  

C os ts
S IG N IF IC A N T IN FLU EN C E

. C o n so lid a tio n  P o l ic y ................................9003.06

. D e fin itio n  ......................................5131.17; 9003.04

. E q u ity  M e th o d  . . .  4096.04; 4096.06—.07; 5132.01;
9003.23

. Leasing T ra n sa c tio n s  ............................ 4053.005

. R e la ted  P a rtie s  ...........................................2083.09
SILVER

. In v e n to ry  P r ic in g ................... .. 5121.15—.16
S IN K IN G  FU N D S

. C la ss ifica tio n  in B a lance  S h e e t ......... 2031.06;
2033.09

. D isc losu re  R e q u ire m e n ts ................ .. .2011.19

. M o n e ta ry  o r  N o n m o n e ta ry  Ite m s  ... 10718.02

Copyright©1978, American Institute of Certified Public Accountants, Inc.
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S IN K IN G  F U N D S — c o n t in u e d
. R e a c q u is it io n s  o f  D e b t ............  2013.08; 2013.16;

5362.03
. R e d e m p tio n  o f  P re fe r re d  S t o c k ..........5515.02

S O C IA L  S E C U R IT Y  B E N E F IT S
. R e d u c t io n  o f P e n s io n  B e n e f its  ..........4063A.07

S O F TW A R E — S ee C o m p u te r  S o ftw a re
S O U R C E  A N D  A P P L IC A T IO N  OF

F U N D S — S ee S ta te m e n ts  o f  C h a n g e s  in  
F in a n c ia l P o s it io n

S P E C IA L  IT E M S — S ee E x tra o rd in a ry  
Ite m s

S P E C IA L -P U R P O S E  F IN A N C IA L  
IN F O R M A T IO N

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . .  2062.02;
2 062 .10 -.11; 2062.33; 2062-1.02 

. E a rn in g s  p e r  S h a re  . . .  2011.06; U2011.070— .071

. E x a m p le s .........................................................  1023.08

. E x c lu s io n  f r o m  S ta t e m e n t ..................... 1025.12
S P E C IA L IZ E D  IN D U S T R Y  A C C O U N T IN G  

P R A C T IC E S
. F o rm a t o f  S ta te m e n ts  ............................. 9005.04
. M a rk e ta b le  E q u ity  S e c u r i t ie s ...............5132.01;

5132.14— .20; 5132.36—.38; 5132-4.01-.02 
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

...............................................................  6021.001—.275
. R e c e iv a b le s  a t M a rk e t  V a lu e .............  5363.027

S P E C IF IC  ID E N T IF IC A T IO N
. In v e n to ry  C o s t F o r m u la ................. 9002.13—.15;

9002.25

S P E C U L A T IO N
. F o re ig n  C u r re n c y  T ra n s a c t io n s  . . . 1083.022— 

.023; 1083.026; 1083.175; 1083.204— .208;
1083.211

S P L IT -U P S , S T O C K — S ee S to c k  S p lit-U p s

S P O IL A G E , E X C E S S IV E
. In v e n to ry  P r i c in g ......................................... 5121.05
. In v e n to r y  S h r in k a g e ..........  ...................... 2071.17

S P O T  R A TE S
. C h a n g e  in  R a te s  ...........................  1083.071—.073
. D e f in i t i o n ......................................................  1083.243
. F o rw a rd  E x c h a n g e  C o n t r a c t s ........... 1083.025;

1083.208; 1083.212

S P R E A D IN G  M E T H O D
. A c tu a r ia l G a in s  (L o s s e s )  . . . .  4063.26; 4063.30;

U4063.083-.088
. I l lu s t r a t io n  o f  A p p lic a t io n  . . . . U4063.099—.101 

S T A N D A R D  C O S T
. In te r im  F in a n c ia l S ta te m e n ts  ............... 2071.14
. In v e n to ry  P r ic in g  ........................  5121.06; 9002.27

S T A N D A R D  IN D U S T R IA L  
C L A S S IF IC A T IO N

. S y s te m  fo r  C la s s ify in g  B u s in e s s
A c t iv i t ie s  .  ............ .. 2081.012; 2081.091—.098

S T A N D A R D S , F IN A N C IA L  A C C O U N T IN G
. A c c o u n t in g  C h a n g e s  in  In te r im

S ta te m e n ts ......................  2071-1.21; 2072.01—.25
. C o n t in g e n c ie s ............ 4311.01—.104; 4312.01—.11
. D e b t R e s t r u c tu r in g ........................  5363.012—.045
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.01—

.55; 2062-1.01—.06
. D is c lo s u re  o f A c c o u n t in g  P o l ic ie s ..........

9001.16—.23; 9008.14—.15; 9008.20-.21 
. F o re ig n  C u r re n c y  T ra n s la t io n  .. . .1 0 8 3 .0 0 6 —

.037
. F o rw a rd  E x c h a n g e  C o n tra c ts  . . . 1084.09—.15 
. IAS— S ee In te rn a t io n a l A c c o u n t in g  

S ta n d a rd s
. M a rk e ta b le  E q u ity  S e c u r it ie s  . . . .  5132.01—.42 
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

4097.01—.40; 6021.001—.275 
. P r io r  P e r io d  A d ju s t m e n ts .............. 2014.10—.17

STANDARDS, F IN A N C IA L 
A C C O U N TIN G — c o n t in u e d

. P r io r  P e r io d  I t e m s ........................................ 9008.19
R e fin a n c in g  S h o r t -T e rm

O b lig a tio n s  .........................................  2033.01—.50
. R e fu n d in g  o f T a x -E x e m p t D e b t . . . .  4055.12—

.15
. R e p o r t in g  G a in s  a n d  L osse s  f r o m

E x tin g u is h m e n t o f  D e b t .............. 2013.01—.17
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

4211.01— .64
. S e g m e n ts  o f a B u s in e s s ............  2081.001—.106;

2082.01—.09; 2083.12—.16 
. U n u s u a l I t e m s ..................................................9008.18

STAN D BY LETTERS OF CREDIT
. D e f in i t io n ............................................................4311.04
. D is c lo s u re  o f L oss  C o n t in g e n c ie s  . . . .  4311.12

START-UP COSTS— See D e v e lo p m e n t 
S ta g e  E n te rp r is e s

STATE A N D  LOCAL G O VER NM EN TAL 
U N ITS

. T ro u b le d  D e b t R e s t r u c tu r in g ............... 5363.042

STATE A N D  LOCAL TAXES
. B a se d  o n  In c o m e ......................4091.12; U4091.12;

U4091.137—.140
. C a l i f o r n ia ................................................  . U4091.012
. O h io .......................................................U4091.137-.140
. R ea l a n d  P e rs o n a l P ro p e r ty  T a x e s  . . . .

4081.01— .19

STATE LAWS
. C a p ita l iz a t io n , S to c k  D iv id e n d s  .......... 5561.14

STATEM EN TS, AC CO UN TIN G  
PR IN CIPLES BOARD

. B a s ic  C o n c e p ts  a n d  A c c o u n t in g
P r in c ip le s  ..............  1021.0 1-.08 ; 2081.066—.067

. C o n s e rv a t is m  .....................................  4311.82—.83

. D is t in g u is h e d  f r o m  O p in io n s  .............  1029.14;
1071.50

. F u n d a m e n ta ls  o f  F in a n c ia l
A c c o u n t in g ........................................... 1010.01—.04

. H is to r ic a l B a s is  o f  A c c o u n t in g  ............ 4311.67

. Im p a irm e n t o f  V a lu e  o f  A s s e ts  ............ 4311.74

. M a tc h in g  P r in c ip le ............. 2062.32; 4311.77—.78

. M e a s u re m e n t B a s e s .................  1023.31; 1027.05;
1083.012

. P r ic e -L e v e l C h a n g e s .......... 1026.32; 1071.01—.50

. S e g m e n t R e p o r t in g ..................................2081.043

STATEM EN TS OF CHANGES IN  
F IN A N C IA L POSITIO N

. A c q u is it io n  o f  S u b s id ia r ie s ............ 9007.16—.17

. A p p lic a b il ity  o f  O p in io n  ........................... 2021.07;
U2021.005—.006; U2021.007—.009

. A p p lic a b i l ity  o f  S t a t e m e n t ......................  9007.20

. B a c k g ro u n d  I n f o r m a t io n ............... 2021.01—.03;
9007.02—.04

. B a s ic  F in a n c ia l S ta te m e n ts  .................  1027.17;
1027.20; 2021.07; 9000.05; 9007.20

. C ash  F lo w ............... 2021.06; 2021.09— 15; 9007.04;
9007.09

. C h a n g e s , A c c o u n t in g ........................ 1051.01—.40

. C o n c e p t o f  S ta te m e n t .............................  2021.08

. C o n te n t .....................................................  2021.12—.14

. C o -O p e ra tiv e  O r g a n iz a t io n s ..........U2021.005—
.006

. C o n s o lid a te d  B a s is .............................  9007.12—.17

. C o n te n t  .............................................................. 9007.03

. C o n v e rs io n  o f  D e b t ...................  2021.14; 9007.10

. D e f in i t io n ..........................................................  1022.06

. D e s c r ip t io n  o f S ta te m e n ts  .................... 2021.06;
9007.03; 9007.05—.11 

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.02— 
.03; 2 0 6 2 .1 0 - .i l; 2062.42; 2062.47; 2062.49;

2062-1.02
. D is c lo s u re  o f S e g m e n t In fo r m a t io n  . . .

....................................  2081.003; 2081.007; 2081.072

S T AAICPA Professional Standards
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S T A T E M E N T S  O F C H A N G E S  IN  
F IN A N C IA L  P O S IT IO N — c o n t in u e d

. D is c lo s u re  R e q u ire m e n ts ............... 2021.08—.15;
9007.10— .11; 9007.20-.22

. D is p o s a l o f  S u b s id ia r ie s  .................  9007.16— .17

. E ffe c t iv e  D a te  o f  S e c tio n  . . . .  2021.16; 9007.23;
U2021.001-.004

. E q u ity  M e th o d  In v e s tm e n ts .......... 9007.13—.15

. E x t ra o rd in a ry  I te m s  ..................................  2021.10

. F o r m a t ............ 202 1 .0 9 -.11; 9007.07; 9007.18— .19

. F u n d s  C o n c e p ts  ........................... 2021.06:9007.04

. G e n e ra l-P u rp o s e  R e p o r t .......... 1023.07; 2021.07

. In s u ra n c e  C o m p a n ie s ...............U2021.007—.009

. In te r im  F in a n c ia l S ta te m e n ts ............... 2071.02;
2071.33

. In v e s tm e n t C o m p a n ie s ............ U2021.007—.009

. M u tu a l C o m p a n ie s  ....................U2021.005— .006;
U2021.007-.009

. N u m b e r  o f  S ta te m e n ts  R e q u ire d  ..........
.............................................................. U2021.001-.004

. O b je c t iv e s  o f  S ta te m e n ts  ............  2021.04— .06;
9007.01:9007.11

. O th e r  S o u rc e s  a n d  U s e s .................  9007.09—.11

. P a re n t C o m p a n y  S ta te m e n ts  ............  2021.11;
9007.12

. P e r-S h a re  D a t a ................................................2021.15

. P o o lin g  o f  I n t e r e s t s ....................................  2021.13

. R ea l E s ta te  In v e s tm e n t T ru s ts  . . . U2021.007—
.009

. R e f in a n c in g  S h o r t -T e rm
O b l ig a t io n s ................................ 2033.17; 2033-1.05

. R e la tio n  to  O th e r  S t a t e m e n t s ............  2021.05;
9007.02—.03; 9007.06

. T e r m in o lo g y ..................................... 2021.15; 9007.04

. T i t le  o f  S ta te m e n t ......................  2021.08; 9007.01

. U n u s u a l I te m s  ...............9007.06; 9007.08; 9007.21

. U s e fu ln e s s  fo r  D e c is io n s  . . . .  2021.04; 9007.02;
9007.06

. W h e n  R e q u i r e d .............................  2021.07; 9007.20

. W o rk in g  C a p ita l F lo w  . . . .  2021.06; 2021.09—.15;
9007.04; 9007.17—.19; U2021.001-.004

S T A T E M E N T S  O F F IN A N C IA L  P O S IT IO N
. A c c o u n t in g  P o l ic ie s .................................... 9001.20
. A p p ro p r ia t io n  o f  R e ta in e d  E a rn in g s  . . .

................. 4311.15; 4311.20; 4312.01; 431 2 .1 0 -.11
. A s s e t V a lu a t io n .................................... 9006.05—.06
. B ro k e r -D e a le rs  in  S e c u r i t ie s .................  2033.07
. C h a n g e s . A c c o u n t in g ........................ 1051.01—.40
. C la s s if ic a t io n  o f  S h o r t -T e rm

O b lig a t io n s  . . . 2031.07; 2033.08-.09; 2033.21- 
.30; 2033-1.0 1 -.0 5

. C o m p a ra t iv e — S ee C o m p a ra t iv e  
F in a n c ia l S ta te m e n ts

. C o rp o ra te  R e a d ju s tm e n ts ............  5581.03—.08

. C u r r e n t - N o n c u r r e n t  D is t in c t io n  . . . 2031.01— 
.10; 2033.01; 2033-1.03; 5132.09—.12

. D e fe r re d  T a x e s , C la s s i f ic a t io n ............  4091.53;
4091.56-. 58; U4091.124-.126

. D e f in it io n  ........................................ 1022.03; 1025.20

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . .  2062.02— 
.03; 2 0 6 2 .1 0 - . i l;  2062.42; 2062.48; 2062-1.02 

. D if fe r in g  B a la n c e  S h e e t D a te s  . . . .  1083.229—
.235

. D is c lo s u re — S ee D is c lo s u re  in  F in a n c ia l 
S ta te m e n ts

. D is c o n t in u e d  S e g m e n t ...............................2012.18

. D is c o u n t  o r  P re m iu m  o n  N o t e s ..........4111.15;
4111A.03

. E ffe c t o f  B u s in e s s  C o m b in a t io n s  . . . 1091.02—
.03

. E q u ity  M e th o d  . . . 5131.11; 5131.19: 9003.41-.44;
U5131.001-.007

. E x c h a n g e  G a in  o r  L oss  ............... 1083.168—.169

. F in a n c e  C o m p a n ie s ..................................... 2033.07

. F o re ig n  O p e r a t io n s ...................  1083.031; 9003.47

. F o rw a rd  C o n t r a c t  G a in  o r  L oss  . . . .  1083.025

. G e n e ra l-P u rp o s e  R e p o r t  ........................  1023.07

. I m p o r t a n c e .....................................................  1026.36

S T A T E M E N T S  O F F IN A N C IA L  
P O S IT IO N — c o n t in u e d

. In c o m e  T a x  A l lo c a t io n ......................4091.05—.06

. In f la t io n a ry  E ffe c ts  .................................... 1071.14

. In s ta lm e n t  P u rc h a s e  P la n s .................... 9005.11

. In te r im  P e r io d  R e p o r t s .............................  2071.33

. In te rn a t io n a l A c c o u n t in g
S t a n d a r d s .................................... 9000.05; 9001.03

. In v e n to r ie s  ............ 9002.18—.19; 9002.26; 9002.33

. In v e n to ry  P r i c in g ...........................................5121.01

. In v e s tm e n t C r e d i t ........................................ 4094.19

. L e a s e d  P r o p e r t y ......................4053.013; 4053.016;
4053.019; 4053.023; 4053.050-.051; 9005.11

. L e v e ra g e d  L ea se s  ......................................4053.047

. L ia b il i ty  f o r  R ea l a n d  P e rs o n a l
P ro p e r ty  T a x e s ...........................................4081.16

. L iq u id a t io n  P re fe re n c e , P re fe r re d
S t o c k ................................................................ 5515.01

. M a rk e ta b le  E q u ity  S e c u r it ie s  . . . 5132.08—.13;
5132.16— .17; 5132-2.01—.05; 5132-5.05-.06

. N e t o f  T a x  M e t h o d .................4091.63; U4091.129

. O p e ra t in g  L o ss  C a r ry b a c k s  .................  4091.57;
U4091.072—.073

. O p e ra t in g  L oss  C a r r y f o r w a r d s ............ 4091.57;
U4091.087

. P e n s io n  P la n s ............... 4063.18; U4063.053—.072;
U4063.118-.120

. P o o lin g  o f  I n t e r e s t s ......................................1091.57

. P r e s e n t a t io n ................................................... 1027.18

. P r ic e -L e v e l F in a n c ia l S ta te m e n ts  . . . .  1071.32 

. . G e n e ra l v. S p e c if ic  P r ic e s  . . . .  1071D.02—.05

. R ea l E s ta te  C o m p a n ie s .............................  2033.07

. R e f in a n c in g  S h o r t -T e rm
O b l ig a t io n s ......................  2033.17; 2033-1.01—.05

. R e la tio n  to  F u n d s  S ta t e m e n t ............... 2021.05;
2021.07; 9007.02—.03; U2021.001—.004

. R e la tio n  to  In c o m e  S ta te m e n t ............  1022.27;
1025.23

. R e p o r t in g  P a t te rn  o f B u s in e s s
E n t it ie s  ............................................................2010.06

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
4211.58—.59

. S ig n if ic a n c e ......................................................... 510.03

. S to c k  L ife  In s u ra n c e  C o m p a n ie s  . . . .  2033.07

. T a x  A llo c a t io n  A c c o u n ts ,  T y p e s .......... 4091.55;
U4091.124

. T ra n s la t io n  o f F o re ig n  S ta te m e n ts  . . . .
........................  1083.007; 1083.038-.052; 1083.165;

1083.229—.239
. U n b ille d  C o s ts  a n d  F e e s ..........4031.05; 4031.12;

4041.21
. U n c la s s if ie d  B a la n c e  S h e e ts .................  2033.07;

2033.19; 5132.09; 5132.11; 5132.21

S T A T E M E N T S  O F IN C O M E
. A b n o rm a l C o s t s ...................  2012.06; 2012.20—.22
. A c c o u n t in g  P o l ic ie s .....................9001.20:9008.01;

9008.15
. A c q u ir in g  C o r p o r a t io n ......................  1091.94— .95
. ‘A ll In c lu s iv e ’ C o n c e p t . . . 2010.12—.13; 2012.01;

2012.04; 9008.04; 9008.06-.08 
. A m o r t iz a t io n  o f  L e a se d  A s s e ts  . . . .  4053.011—

.013
. A p p lic a t io n  o f  S e c tio n  2 0 1 2 ............U2012.001—

.013
. C h a n g e s , A c c o u n t in g
. . D is c lo s u re  R e q u ire m e n ts .......... 1051.18—.30;

2081.027
. C o m p a ra t iv e — S ee C o m p a ra t iv e  

F in a n c ia l S ta te m e n ts
. C o m p le te , D e f in e d ....................................... 1027.19
. C o n d e n s e d — S ee C o n d e n s e d  In c o m e  

S ta te m e n ts
. C o n t in u in g  O p e r a t io n s .............................. 2012.05
. C u r re n t  O p e ra t in g  P e r fo rm a n c e  . . . 2010.09— 

.11: 2012.05; 9008.04—.05; 9008.08 
. D e f in it io n  .........................................  1022.04; 1025.22

S T A Copyright© 1978, American Institute of Certified Public Accountants, Inc.
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S T A T E M E N T S  O F IN C O M E — c o n t in u e d  
. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.10— 

.11; 2062.15; 2062.42-.44; 2062.48; 2062-1.02-
.03

. D is c lo s u re — S ee D is c lo s u re  in  F in a n c ia l 
S ta te m e n ts

. D is c o n t in u e d  O p e r a t io n s ............... 2012.04— .05;
2012.27; U2012.003—.004

. D is c o u n t o r  P re m iu m  o n  N o te s  ..........4111.15

. E a rn in g s  p e r  S h a re  ....................................  1027.28

. . A p p lic a b i l it y  o f  O p in io n ...............2011.05—.06;
2083.01—.16; U2011.068-.071

. . C a p t io n s  S u g g e s te d ...............U2011.097—.100

. . C o m p le x  C a p ita l S t r u c t u r e s ..........2011.15—
.16; U2011.088-.089; U2011.103-.104

. . C o n t in u in g  O p e r a t io n s .......... 2012.09; 2012.26

. . D ua l P r e s e n ta t io n ....................U2011.061—.063

. . F u lly  D ilu te d  ...............2011.41; U2011.066-.067

. . P e r io d s  P r e s e n te d ........................ 2011.17—.18;
U2011.073-.074; U2011.089; U2011.094

. . P re s e n ta t io n  ....................2011.12—.13; 2083.02;
U2011.010

. . P r im a r y ......................................... U2011.064— .065

. . S im p le  C a p ita l S t r u c t u r e s ...................2011.14;
U2011.087; U2011.101—.102 

. E ffe c t o f  B u s in e s s  C o m b in a t io n s  . .  . 1091.02—
.03; 9003.16

. E lim in a t io n  o f  E x tra o rd in a ry  I te m s  a n d
P r io r  P e r io d  A d ju s t m e n t s ..................... 2010.10

. E q u ity  M e th o d  ............5131.11; 5131.19; 9003.04;
9003.28; 9003.44-.45; U5131.001-.007 

. E x c h a n g e  G a in s  o r  L o s s e s  . . . .  1083.168—.169;
1083.183; 1083.200-.203

. E x t in g u is h m e n t o f  D e b t ............. 2013.09; 2013.15

. E x t ra o rd in a ry  I te m s  . . .  2012.10—.12; 2013.02— 
.03; 2013.15; U2012.006

. F o re ig n  O p e r a t io n s ......................................9003.47

. G e n e ra l-P u rp o s e  R e p o r t  ......................... 1023.07

. G o v e rn m e n t-O w n e d  C o rp o ra t io n s  . . . .
........................................................ 2011.06; U2011.069

. Im p o r ta n c e  ....................................  1022.04; 1026.36

. In c o m e  T a x  E x p e n s e ..................................4091.54; 4091.59;
U4091.121-.123

. In c o m e  T a x e s ....................  1051.19—.20; 2071-1.71;
9005.18

. In f la t io n a r y  E ffe c ts  ...................................... 1071.14

. In s u ra n c e  C o m p a n ie s ................................. 2010.05

. In te r im  P e r io d  R e p o r ts  .................  2071.30—.33;
2072.09—.14

. In te rn a t io n a l A c c o u n t in g
S ta n d a r d s .....................................................9000.05; 9001.03

. In v e n to ry  P r ic in g  ......................... 5121.01; 9002.32

. In v e s tm e n t C o m p a n ie s  .......... 2010.05; 2011.06;
U2011.069

. In v e s tm e n t C r e d i t ..........4094.20—.21; U4094.019

. L e a se  D is c lo s u re  ...................4053.016; 4053.023;
4053.050—.051

. L e v e ra g e d  L e a se s  ......................................4053.047

. M a rk e ta b le  E q u ity  S e c u r it ie s  . . .  5132.12—.13;
5132.16—.17; 5132-2.01—.05

. M u lt i-S te p  ......................................................... 2010.28

. M u tu a l C o m p a n ie s ................ 2011.06; U2011.069

. N e t o f  T a x  P re s e n ta t io n  . . .  4091.63; U4091.130

. N o n p r o f i t  O r g a n iz a t io n s .......... 2010.05; 2011.06;
U2011.069

. N o n p u b lic  E n te r p r is e s ......................2083.01—.16

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
4097.22—.26; 6021.048-.062 

. O p e ra t in g  L o s s  C a r r y fo rw a rd s  .. ..2 0 7 1 -1 .2 0 ;
2071-1.38; 4091.60; U4091.079-.082

. P r ic e -L e v e l G a in s  a n d  L o s s e s  ................ 1071.43

. P r ic e -L e v e l R e s t a t e m e n ts ........................1071.39

. . G e n e ra l v . S p e c if ic  P r ic e s  . . . .  1071D.02—.05

. P r io r  P e r io d  I te m s  ....................... 9008.01; 9008.19

. R ea l a n d  P e rs o n a l P ro p e r ty  T a x e s  . . . .
4081.17-.19

. R e la tio n  to  B a la n c e  S h e e t . . . 1022.27; 1025.23

S TATEM EN TS OF IN C O M E — c o n t in u e d
. R e la tio n  to  F u n d s  S ta t e m e n t ............... 2021.05;

2021.07; 9007.02—.03; 9007.06; 9007.20;
U2021.001-.004

. R e p la c e m e n t P r ic e s  o f A s s e ts ................ 9006.06

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
4211.13—.14

. R e s ta te m e n ts .................  2012.27; U2012.009—.010

. R e s u lts  o f  O p e ra t io n s , D e f in it io n  . . . .  2010.06 

. S e g m e n t In fo r m a t io n — S ee S e g m e n ts  
o f a B u s in e s s

. S e p a ra te  D is c lo s u re  o f E x tra o rd in a ry
I t e m s ................................................................ 2010.16

. S ig n if ic a n c e ......................................................... 510.03

. S in g le -S te p  .......................................................2010.28

. T a x  E ffe c ts , P r io r  P e r io d
A d ju s tm e n ts ..................................................4091.61

. T i t l e ....................................................................... 9008.01

. T ra n s la t io n  o f F o re ig n  C u r re n c y  . . . .  1083.007 

. U n u s u a l I te m s  . . .  9008.01; 9008.09—.10; 9008.18

STATEM EN TS OF PO SITIO N  (A IC PA)
. R e fu n d in g  o f T a x -E x e m p t D e b t ............ 4055.01
. R e p o r t in g  A c c o u n t in g  C h a n g e s ...............

1051-2.01—.06

S TATEM EN TS OF R ETAINED EARNINGS
. C h a n g e s , A c c o u n t in g .......................1051.01—.40
. C o n te n t  ...........................................................  1022.05
. D e f in i t io n .........................................................  1022.05
. R e la tio n  to  F u n d s  S ta te m e n ts  .............. 2021.05

STA TE M E N TS  OF SOURCE A N D  
A PP LIC A TIO N  OF FUNDS— See
S ta te m e n ts  o f C h a n g e s  in  F in a n c ia l 
P o s it io n

STATEM EN TS OF STOCKHOLDERS’
EQUITY

. D e v e lo p m e n t S ta g e  E n te rp r is e s  .. . .2 0 6 2 .1 1 ;
2062.42

STATEM EN TS O N A U D IT IN G
PROCEDURES— S ee A u d it in g  S ta n d a rd s  
a n d  P ro c e d u re s

S TA TIS TIC A L S U M M AR IES
. E a rn in g s  p e r  S h a re  ..........2011.05; 2011.17—.18;

U2011.068-.071; U2011.083-.100 
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.15 
. R e s ta te m e n ts  fo r  P r io r  P e r io d

A d ju s tm e n ts ................................................ 2010.26

S TA TIS TIC IAN S
. U se  o f  F in a n c ia l In fo r m a t io n  .. . .9 0 0 1 .1 1 —.12

STATUTO RY D EPLETION— See
P e rc e n ta g e  D e p le tio n

S TEAM SH IP  C O M PAN IES (U . S.)
. S ta tu to r y  R e se rve  F u n d s , T a x

E f f e c t s ............ 4091-1.02; 4091-1.07; 4095.01-.02;
U4091.021

STOCK— S ee In v e n to r ie s

STOCK D IV ID E N D S ..................................  5561.01—.16
. A f te r  C lo s e  o f  P e r io d ..........2011A.03; U2011.110
. C a p ita l iz a t io n  .....................................  5561.10—.14
. C lo s e ly -H e ld  C o m p a n ie s  ....................... 5561.12
. C o m p u ta t io n a l E x a m p le ......................U2011.360
. C o s t A l lo c a t io n ............................................  5561.09
. D e f in i t i o n ........................................................  5561.01
. D if fe re n t ia te d  f r o m  S to c k  S p lit-U p s  . . .

.......................................................................................... . 5561.16
. D is c lo s u re  in  F u n d s  S ta te m e n ts ........  2021.14
. E a rn in g s  P e r S h a re  D a ta  . . .  2011.44; 2011A.03;

U2011.110
. E isne r v. M a c o m b e r ..........................  5561.08
. F a ir  V a lu e  o f  S h a re s  ................................  5561.10
. In c o m e  D e te rm in a t io n  ..................  5561.05—.09
. Is s u a n c e  R e la tiv e ly  L a r g e .......................  5561.11
. Is s u a n c e  R e la tiv e ly  S m a l l ....................... 5561.10

AICPA Professional Standards S T O
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S T O C K  D IV ID E N D S — c o n t in u e d
. Is s u e r s ........................................................ 5561.10—.16
. M in im u m  L eg a l R e q u ire m e n ts  ............ 5561.14
. N o n m o n e ta ry  T ra n s a c t io n s  .................. 1041.04
. P e rc e n ta g e  R a t io s ......................................  5561.13
. P u r p o s e ............................................................  5561.01
. R e c ip ie n ts  ..............................................  5561.05—.09
. R e t ro a c t iv e  R e c o g n i t io n ......................2011 A.03;

U2011.040; U2011.110
. S e p a ra te  E n t i ty  C o n c e p t .............. 5561.06—.07
. S h a re h o ld e r ’s I n t e r e s t ............................  5561.09
. S u b s id ia r ie s ..................................................... 2051.17

S T O C K , D O N A T E D .............................................. 5512.01

S T O C K  IS S U E D  T O  E M P L O Y E E S  . . . 4062 01— 20
. A c c ru a l o f  C o m p e n s a t io n ...............4062.12—.15
. B o n u s  o r  A w a rd  P la n s ..........4062A.06; 4062A.11
, C ash  P a id  to  E m p lo y e e  ........................... 4062.11
. C o m b in a t io n  P la n s ..........4062.11; 4062A.13—.14
. C o n s id e ra t io n  R e c e iv e d  . . . .  4062.03; 4062.09—

.10
. C o n v e r t ib le  S to c k  ....................................... 4062.11
. D a te  o f  G ra n t o r  A w a r d ..................4062A.03—.06
. D e f in it io n  o f  C o m p e n s a to ry  P la n s  . . . 4062.08
. D if fe r in g  V ie w s  ...................................  4062.05—.06
. D is c lo s u re  R e q u ire m e n ts .........................4062.19
. D iv id e n d s  C re d ite d  to  E m p lo y e e s ..........

..................................................................4062A.12—.13
. E ffe c t iv e  D a te  o f  S e c t i o n ........................ 4062.20
. E le c t iv e  P la n s  .................................... 4062A.13—.14
. E s t im a t io n  o f  C o m p e n s a t io n ...............4062.15;

4062A.08
, F o r fe i tu re  o f  R ig h t s ......................................4062.15
. I l lu s t r a t io n  o f  T y p ic a l P la n s  . . . .  4062A.01—.14
. In c o m e  T a x  B e n e f i t s .................4062.04; 4062.06;

4062.16— .18; U4062.006
. M a rk e t  P r ic e  v. F a ir V a lu e ....................U4062.10
. M e a s u re m e n t D a te  . . . 4062.10—.11; 4062A.07—

.12
. M e a s u re m e n t o f  C o m p e n s a t io n  . .  . 4062.10—

.11; 4062A.01—.14
. N o n c o m p e n s a to ry  P la n s ..........................4062.07
. P h a n to m  S to c k  P la n s ............................. 4062A.12
. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .

.............................................................. U4062.001-.006
. Q u a lif ie d  S to c k  P u rc h a s e  P l a n ............ 4062.07
. R e la tio n  to  C o n t in g e n c ie s ....................... 4311.07
. R e s t r ic te d  S to c k  ...........................................4062.10
. S c o p e  o f  S e c t io n  ............................... 4062.01—.04
. T a n d e m  S to c k  P la n s .................................4062A.14
. T e rm in a t io n  o f  E m p lo y m e n t .................. 4062.11
. T re a s u ry  S t o c k ............................................... 4062.11
. T y p e s  o f  P la n s .................................... 4062A.01—.02
. U n e a rn e d  C o m p e n s a t io n ..........................4062.14
. V a r ia b le  P la n s  . . . 4062.02; 4 0 6 2 .1 0 -.11; 4062A.09

S T O C K  O P T IO N  A N D  S T O C K  P U R C H A S E
P L A N S .......................................................... 4061.01—.15

. A c c ru a l o f  C o m p e n s a t io n  ....................... 4061.14;
4062.12-.15

. A g g re g a te  C o m p u ta t io n s  . . . .  U2011.253—.260

. A n t i - D i lu t io n ............... U2011.159—.161; U2011.200

. A n t i-D ilu t iv e  E x e r c is e ................. U2011.217—.222

. A s s u m e d  P u rc h a s e  o f  D e b t ..........U2011.261—
.266

. A s s u m e d  U se  o f F u n d s  ................. 2011B.19—.20

. C a s h  P a id  to  E m p lo y e e  ............................ 4062.11

. C la s s i f ic a t io n ................................................U2011.158

. C o m b in a t io n  P la n s .......... 4062.11; 4062A.13—.14

. C o m m o n  S to c k  E q u iv a le n ts .................  2011.27;
2011.35; U2011.018; U2011.158 

. C o n s id e ra t io n  R e c e iv e d  . . . .  4062.03; 4062.09—
.10

. C o s ts  o f  S e rv ic e s  ...............4061.01; 4062.10—.11

. D e fe r re d  S to c k  O p t io n s  ..........U2011.274— .283

. D e f in i t i o n ......................................................... 2011D.18

. D e f in it io n  o f  C o m p e n s a to ry  P la n s  . . . 4062.08

STO

S T O C K  O P T IO N  A N D  S T O C K  P U R C H A S E  
P L A N S — c o n t in u e d

. D ilu t io n , E a rn in g s  p e r  S h a r e .................  2011.09;
2011C.02; U2011.075; U2011.171-.174;

U2011.271-.273
. D is c lo s u re  R e q u ire m e n ts  . . . .  4061.15; 4062.19;

9005.17
. E q u iv a le n t S e c u r it ie s  .......... 2011.35; U2011.162;

U2011.230; U2011.249-.252
. E s t im a t io n  o f C o m p e n s a t io n .................. 4062.15
. E x e rc is e  P r ic e  C h a n g e s ............U2011.341—.343
. E x e rc is e  v . M a rk e t P r i c e ........................  2011.36;

2011B.18— .19; U2011.026-.027; U2011.159— 
.161; U2011.217-.222; U2011.231-.235

. E x p ire d  o r  C a n c e lle d  .................U2011.195—.201

. F a ir  V a lu e  o f  S h a r e s ..........4061.12—.13; 4062.10

. F e d e ra l S a la ry  S ta b il iz a t io n  B o a rd  . . . 4061.01

. F o r fe itu re  o f  R ig h t s .....................   4062.15

. F o rm u la , In c re m e n ta l S h a re s  ...U 2011 .077—
.080

. F u lly  D ilu te d  E a rn in g s  p e r  S h a re  . . . 2011.41—
.42

. G ro u p in g  o f  S e c u r i t ie s ...............U2011.163— .166

. I l lu s t ra t io n  o f  T y p ic a l P la n s  . . . .  4062A.01—.14

. In c o m e  T a x  B e n e f i t s .................4062.04; 4062.06;
4062.16-.18; U4062.006 

. In te rn a l R e v e n u e  C o d e , S e c tio n
130A ................................................................ 4061.01

. Issu e d  P r io r  to  6 /1 /6 9  ....................... U2011.049;
U2011.055

. M a rk e t P r ic e  v. F a ir  V a lu e ....................... 4062.10

. M e a s u re m e n t D a te  . . . 4062.10—.11; 4062A.07—
.12

. M e a s u re m e n t o f  C o m p e n s a t io n  . . . 4061.12—
. .13; 4062.04— .05; 4062.10—.11; 4062A.01-.14

. N e w  I s s u e s .......................................U2011.347—.348

. N o n c o m p e n s a to ry  P la n s ...............4061.04— .05;
4062.07

. O rd e r  o f  E x e r c is e .................................... U2011.254

. O rd e r  to  A p p ly  M e t h o d s ..........U2011.167—.170

. O u ts ta n d in g  P a r t  o f  P e r io d ............ U2011.195—
.201

. P h a n to m  S to c k  P la n s  . . . 4062A.12; U2011.284—
,286

. P o o lin g  o f  In te re s ts  ..................U1091.130—.132

. P r i c e ................................................................. 2011D.13

. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .
............................................................ U4062.001-.006

. P ro c e e d s  In v e s te d  in  G o v e rn m e n t
S e c u r i t i e s ____2011.38; U2011.033; U2011.268—

.270
Q u a lif ie d  S to c k  P u rc h a s e  P la n s ..........4062.07
R e n e w a l o f  O p t io n  o r  R ig h t .....................4062.11
R e s t r ic te d  S to c k  .......................................... 4062.10
R e t ire m e n t o f  D e b t . . . 2011.38; U2011.246—.248 
R ig h ts  In v o lv in g  C o m p e n s a t io n  ........... 4061.03

. R ig h ts  N o t In v o lv in g  C o m p e n s a t io n  . . .
....................................................................4061.04— .05

. S e c u r it ie s  Issu e d  P r io r  to  6 / 1 / 6 9 ..........
............................................................ U2011.344— .345

S u b s id ia r ie s ’ S e c u r it ie s  ...............2011A.20—.24;
U2011.334— .340

T e n d e r in g  D e b t in  E x e r c is e ................ U2011.029;
U2011.230-.235

T e n d e r in g  D e b t O p t io n a l ..........U2011.241—.245
T e n d e r in g  D e b t R e q u ir e d ..................... U2011.240
T ra d it io n a l P la n s ................................... 4062.01—.02
T re a s u ry  S t o c k .............................4061.13; 4062.11
T re a s u ry  S to c k  M e t h o d .................  2011.36— .38;

U2011.026-.034; U2011.077—.080
. A n t i-D ilu t iv e  E x e r c is e .............U2011.217—.222
. C o m p u ta t io n a l E x a m p le ................. U2011.359
. E x e rc is e  o f  O p t io n s ..................U2011.213—.216
. F a ir V a lu e s  .................................U2011.190—.194
. M a rk e t P r i c e s ......................... U2011.175—.189;

U2011.207-.212

Copyright©1978, American Institute o f Certified Public Accountants, Inc.
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STOCK O P TIO N  A N D  STOCK PURCHASE 
PLAN S— c o n t in u e d  

. T re a s u ry  S to c k  M e th o d — c o n t in u e d
. T h re e -M o n th  T e s t ..................... U2011.223—.227
T w e n ty  P e rc e n t T e s t . . .............U2011.255—.260
T y p e s  o f  P la n s ......................................4062A.01—.02
U n e a rn e d  C o m p e n s a t io n ..........................4062.14
V a lu e ......................................................................2011.35
V a r ia b le  P la n s ................................................4062A.10

STOCK PURCHASE PLANS— See S to c k  
O p t io n  a n d  S to c k  P u rc h a s e  P la n s

STOCK PURCHASE W ARRANTS
. A g g re g a te  C o m p u ta t io n s  . . . .  U2011.253—.260
. A llo c a t io n  o f  P r o c e e d s ............................. 5516.13
. A n t i - D i l u t io n ............... U2011.159—.161; U2011.200
. A n t i-D i lu t iv e  E x e r c is e .................U2011.217—.222
. A s s u m e d  P u rc h a s e  o f D e b t . . . .  20116.19—.20;

U2011.261-.266
C la s s i f ic a t io n ................................................U2011.158
C o m m o n  S to c k  E q u iv a le n ts .................  2011.27;

2011.35; U2011.018
C o n v e rs io n  F e a tu re  C o m p a re d  ........... 5516.07
D e f in i t i o n ......................................................... 2011D.27
D e v e lo p m e n t S ta g e  E n te r p r is e s .......... 2062.11
D ilu t io n , E a rn in g s  p e r  S h a r e .................  2011.09;

U2011.077-.080; U2011.171-.174; U2011.271 —
.273

E q u iv a le n t S e c u r it ie s  .......... 2011.35; U2011.024;
U2011.116; U2011.162; U2011.230; U2011.249- 

.252; U2011.287
E x e rc is e  ............................................  5516.12; 5516.14
E x e rc is e  P r ic e  C h a n g e s ............ U2011.341—.343
E x e rc is e  v . M a rk e t  P r ic e  ........................  2011.36;

201 IB. 18—.19; U2011.026-.027; U2011.159- 
.161; U2011.217-.222; U2011.231-.235

E x p ira t io n  ......................................................... 5516.12
E x p ire d  o r  C a n c e l le d ................. U2011.195—.201
F a ir  V a lu e ............................................................5516.13
F o rm u la , In c re m e n ta l S h a re s  . . . U2011.077—

.080
F u lly  D ilu te d  E a rn in g s  p e r  S h a re  . . . 2011.41—

.42
G ro u p in g  o f  S e c u r i t ie s .............. U2011.163—.165
I l lu s t r a t iv e  S t a t e m e n t ................... 2011C.03—.04
Is s u a n c e  in  P a c k a g e  ...............................U2011.137
Is s u e d  fo r  P u rc h a s e  ....................................5516.15
Is s u e d  P r io r  t o  6 / 1 / 6 9  ....................... U2011.049;

U2011.055
Is s u e d  w ith  D e b t ..................................5516.11—.18
N e w  I s s u e s .......................................U2011.347—.348
O rd e r  o f  E x e r c is e .................................... U2011.254
O rd e r  to  A p p ly  M e t h o d s ..........U2011.167—.170
O u ts ta n d in g  P a r t  o f  P e r io d ............ U2011.195—

.201
P o o lin g  o f In te re s ts  ................... U1091.040—.044
P r i c e ................................................................... 2011D.13

. P ro c e e d s  In v e s te d  in  G o v e rn m e n t
S e c u r it ie s  ____2011.38; U2011.033; U2011.268—

.270
. R ea l E s ta te  In v e s tm e n t T ru s ts  . . . U2011.361—

.366
. R e t ir e m e n t o f  D e b t . . . 2011.38; U2011.246—.248 
. S e c u r it ie s  Is s u e d  P r io r  to  6 / 1 / 6 9 ..........

.............................................................. U2011.344-.345
. S e p a ra b il i ty  f r o m  D e b t ............ 5516.11; 5516.13
. S to c k  S u b s c r ip t io n s .................. U2011.287—.289
. S u b s id ia r ie s 'S e c u r i t ie s  ..............2011A.20—.24;

U2011.334— .340
. T e n d e r in g  D e b t in  E x e r c is e ..................  2011.32;

U2011.029; U2011.230-.235; U5362.001-.003
. T e n d e r in g  D e b t O p t io n a l ........ U2011.241—.245
. T e n d e r in g  D e b t R e q u i r e d ....................U2011.240
. T e rm s  o f  Issu e  .............................................. 5516.11
. T re a s u ry  S to c k  M e t h o d ................ 2011.36—.38;

U2011.026-.034; U2011.077-.080
. . A n t i-D ilu t iv e  E x e r c is e ...........U2011.217—.222
. . C o m p u ta t io n a l E x a m p le ................. U2011.359
. . E x e rc is e  o f  W a r ra n ts  ...........U2011.213—.216

STOCK PURCHASE W ARRANTS—
c o n t in u e d

. T re a s u ry  S to c k  M e th o d — c o n t in u e d
. F a ir V a lu e s  ..................................U2011.190—.194
. M a rk e t P r i c e s ............................ U2011.175—.189;

U2011.207—.212
. T h re e -M o n th  T e s t .....................U2011.223—.227
T w e n ty  P e rc e n t T e s t ...................U2011.255—.260
V a lu e ..................................................................... 2011.35
W a rra n ts  N o t  D e ta c h a b le  ........................5516.14

. W a rra n ts  to  P u rc h a s e  C o n v e r t ib le s  . . .
............................................................ U2011.290—.294

STOCK S P L IT -U P S ...........  ...................  5561.01—.16
. A f te r  C lo s e  o f P e r io d  ..........2011A.03; U2011.110
. C a p ita l iz a t io n  ................................................  5561.15
. C o m p u ta t io n a l E x a m p le ......................U2011.360
. C o rp o ra te  A n n o u n c e m e n ts .................... 5561.11
. C o s t A l lo c a t io n ..............................................  5561.09
. D e f in it io n s , S ta te m e n ts  ................................ 2021
. D if fe re n t ia te d  f r o m  S to c k

D iv id e n d s  .....................................................  5561.16
. D is c lo s u re  in  F u n d s  S ta te m e n ts .......... 2021.14
. E a rn in g s  P e r S h a re  D a ta  . . .  2011.44; 2011 A.03;

U2011.110
. In c o m e  D e te rm in a t io n  ...................  5561.05—.09
. I s s u e r s ........................................................ 5561.10— .16
. Leg a l R e q u ire m e n ts  ..................................  5561.10
. M a rk e t  P r ic e  o f  S h a r e s ............  5561.02; 5561.10
. N o n m o n e ta ry  T ra n s a c t io n s  ...................1041.04
. P e rc e n ta g e  R a t io s ....................................... 5561.15
. P u rp o s e  ...........................................  5561.02; 5561.15
. R e c ip ie n ts  ..............................................  5561.05—.09
. R e d u c tio n , S h a re  V a lu e  ........................... 5561.11
. R e p re s e n ta t io n s  to  S h a re h o ld e rs  .. .5 5 6 1 .1 6  
. R e t ro a c t iv e  R e c o g n i t io n ......................2011 A.03;

U2011.040; U2011.110
. S e p a ra te  E n t i ty  C o n c e p t ............... 5561.06—.07
. S h a re h o ld e r ’s I n t e r e s t .............................  5561.09

STOCK SUBSCRIPTIONS
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

............................................................ U2011.287-.289
. E q u iv a le n ts  o f  W a r r a n t s ......................U2011.287

STOCK, TREASURY— See T re a s u ry  S to c k

STOCK W ARRANTS— See S to c k  P u rc h a s e  
W a rra n ts

STOCKHOLDERS’ EQUITY
. A ll In c lu s iv e  C o n c e p t .........................9008.06—.07
. A p p ro p r ia t io n  o f  R e ta in e d  E a rn in g s  . . .

................. 4311.15; 4311.20; 4312.01; 4 3 1 2 .1 0 -.11
. B a s ic  E le m e n t o f  F in a n c ia l

A c c o u n t in g ...................................................  1022.18
. C a p ita l C h a n g e s  .................  2042.01—.02; 5131.19
. C a p ita l iz a t io n , S to c k  D iv id e n d s  . . . .  5561.10—

.14
. C a te g o ry  in  B a la n c e  S h e e t . . . 1022.03; 9005.17
. C h a n g e s  in  C o n c e p t ................................. 1025.18
. C h a n g e s  in  O w n e rs ' E q u i t y ..................  1022.05;

1025.21; 1025.23; 1026.12; 1026.18
. C h a n g e s  P r e s e n te d ...................................  1022.07
. C o m b in in g  C o m p a n y  ................................ 1091.64
. C o m m o n  S to c k  E q u iv a le n ts  . . . .  2011.25—.27;

201 IB .23—.24
. C o n v e r t ib le  D e b t ......................................... 5516.02
. D e c re a s e s , S o u rc e s ...................................  1027.13
. D e fe r re d  T a x e s .............................................. 4091.58
. D e f in i t io n .........................................................  1025.19
. D e v e lo p m e n t S ta g e  E n te r p r is e s ........  2062.11
. D is c lo s u re  o f  C o m p o n e n ts  ................  1027.25
. E q u ity  M e th o d  .............................................. 5131.19
. E x c h a n g e  G a in s  o r  L o s s e s ..................  1083.172;

1083.183
. F in a n c in g , C o n v e r t ib le  D e b t ................. 5516.02
. F in a n c in g  T h ro u g h  S to c k  O p t io n

P la n s ........................................................4061.04— .05
. F ra n c h is e / ln c o m e  T a x e s  . . . .  U4091.137—.140

S T OAICPA Professional Standards
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STOCKHOLDERS’ EQ UITY— c o n t in u e d  
. G a in s  o r  L osse s , M a rk e ta b le

S e c u r i t ie s ..........5132.11-.13; 5132.16; 5132.21—
.23; 5132-2.01—.05

. In c lu d e d  in  B a s ic  E le m e n ts  ...................  1025.18

. In c re a s e s , S o u rc e s  ....................................  1027.13

. In te r im  P e r io d  D is c lo s u re  ......................  2071.33

. In v e s tm e n ts  a n d  W ith d ra w a ls
(M -2 )  ...............................................................  1027.08

. In v e s tm e n ts , N o n c a s h  A s s e ts
( M - 2 C ) ............................................................. 1027.08

. In v e s tm e n ts , N o n c a s h  A s s e ts
(S -2 C ) .............................................................  1027.08

. L iq u id a t io n  P re fe re n c e , P re fe r re d
S t o c k .................................................................5515.01

. N e g a tiv e  G o o d w ill .........................................1091.92

. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  . . . .  1041.05

. N o n m o n e ta ry  Ite m s  ................................. 1071B.04

. P o o lin g  o f  I n t e r e s t s ..........1091.10; 1091.53—.55;
U1091.125

. P re fe r re d  S to c k  in  F o re ig n
O p e ra t io n  ................................................    1083.044

. P r ic e -L e v e l R e s ta te m e n ts  .. .1 0 7 1 .4 6 ; 9006.10 

. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .
.............................................................. U4062.001-.006

. P u rc h a s e  M e th o d  .........................................1091.21

. R e f in a n c in g  S h o r t -T e rm
O b l ig a t io n s ...................  2033.11; 2033.30; 2033.42

. R e la tio n  to  B a s ic  E le m e n ts  .......... 1025.17—.23

. R e la tio n  to  E c o n o m ic  E le m e n ts .......... 1022.12;
1022.18

. R e p la c e m e n t P r ic e  C h a n g e s .................9006.06

. R e s e a rc h  S tu d y  ( In  P ro c e s s )  ...............4062.03

. R e s t r ic t io n s ,  T o  Be D is c lo s e d  ............  1027.26;
9005.17

. R e t ire m e n t,  C o m m o n  S t o c k .................  5542.07

. S to c k  D iv id e n d s , S p l i t - U p s ............ 5561.08—.09

. S to c k  O p t io n  a n d  S to c k  P u rc h a s e
P la n s ............................. 4061.01—.15; 4062.01-.20

. T re a s u ry  S to c k  D iv id e n d s  .....................  5541.01

. T re a s u ry  S to c k  P ro f i ts  a n d  L o s s e s  . . . .
...........................................................................  5542.07

. U n e a rn e d  C o m p e n s a t io n .........................4062.14

. U s e fu ln e s s  o f  D is a g g re g a te d
In f o r m a t io n ..................................... 2081.056— .064

. W r ite -O f f  o f  G o o d w ill . . . .  5141.17; 5141.20—.21

S TO C KH O LD ER S/O W N ER S
. A ll In c lu s iv e  C o n c e p t ........................ 9008.06—.07
. A p p ro v a l,  C o n v e r t ib le  S e c u r it ie s  . . . .  2011.29;

U2011.117-.120
. A p p ro v a l,  D e b t I s s u e .........5516.14—.15
. A p p ro v a l f o r  R e o r g a n iz a t io n ...................5511.01
. B u rd e n  o f I r re g u la r  C o s ts  ....................... 4311.81
. C o m m o n ly  C o n tro l le d  C o m p a n ie s  . . . .

2051.21-22; U 1091.103-.111
. D e c is io n s  o n  H o ld in g s ................................ 1024.10
. D is c lo s u re  o f  S e g m e n t In fo rm a t io n  . . .

.................... 2081.028; 2081.044-.045; 2083.01—.16
. D is t r ib u t io n s  ..................................  1026.18; 1041.05
. E q u ity  M e th o d  ...................  1027.23; 5131.01—.21;

U5131.008-.012
. . In c o m e  T a x e s  ..................................4096.01—.12
. E x c h a n g e  T r a n s a c t io n s ............  1023.23; 1027.03
. F o rm a l C o n s e n t, C o rp o ra te

R e a d ju s tm e n ts  .........................................  5581.03
. In c o m e  D e te rm in a t io n  .................... 5561.05— .09
. In te re s t  in  C o r p o r a t io n ............  1091.47; 5561.09
. I n v e s tm e n ts ...................  1023.23; 1025.23; 1026.12;

1027.03
. In v e s tm e n ts , M e a s u re m e n t (M -2 )  . . .  1027.08 
. In v e s tm e n ts , W h e n  R e c o rd e d  (S -2 )  . . .

............................................................................ 1027.08
. M in o r i ty  In te re s ts  .......................................  1027.13
. M in o r i ty  In te re s ts  ( S - 4 A ) ........................  1027.09
. N e e d  fo r  F in a n c ia l In fo rm a t io n  .......... 1022.14;

1022.27; 1025.12
. N o t if ic a t io n  o f E x c h a n g e  O ffe r  . . . U1091.005—

.008

STO

STO CKHO LDERS/O W NERS— c o n t in u e d
. O p t io n  to  E x c h a n g e  S h a r e s ..........U1091.115—

.118
. P e rs o n a l F in a n c ia l S ta te m e n ts  . . . .  U2011.192
. P e rs o n a l H o ld in g  C o m p a n y  ..........U1091.112—

.114
. P o o lin g  C o n t in g e n t  o n  B a ilo u t . . . U1091.144—

.146
. P o o lin g  o f  I n t e r e s t s .......... 1091.28—.30; 1091.36;

U1091.090-.098
. P o o lin g  w ith  B a i lo u t ................... U1091.074— .076
. P r in c ip a l S to c k h o ld e r  D e fin e d  . . . .  U4062.001 
. P r in c ip a l S to c k h o ld e r  S to c k  P la n s  . . . .

.............................................................. U4062.001-.006
. S a le  o f  S to c k  a f te r  P o o lin g  . . . U1091.074— .076
. S to c k  D iv id e n d s ............................................ 5561.01
. S to c k  S p l i t - U p s ..............................................  5561.02
. S u b c h a p te r  S C o rp o ra t io n s  ..............U2011.081
. S u m m a r iz e d  In te r im  D a ta  ............  2071.30—.33
. T a x  A llo c a t io n  W ith in  P e r io d  . . . .  U4091.115—

.120
. T ra n s fe rs ,  N o n re c ip ro c a l . . . .  1023.23; 1027.03;

1027.08; 1041.05
. U n c o n s o lid a te d  F in a n c ia l

S ta te m e n ts .................................................... 9003.37
. U n re a liz e d  A p p r e c ia t io n ........................... 5561.06
. U se  o f F in a n c ia l In fo r m a t io n  ............... 1023.05;

9001.11 - .12
. V a lu a t io n  o f  C o m m o n  S t o c k ............ U2011.192
. V o t in g  R ig h ts  in C o m b in a t io n s ............  1091.47;

U1091.019-.020
. W ith d r a w a ls .....................................................  1025.23
. W ith d ra w a ls , M e a s u re m e n t (M -2 )  . . . 1027.08 
. W ith d ra w a ls ,  W h e n  R e c o rd e d  (S -2 )  . . .

...........................................................................  1027.08

STORE OF VALUE— S ee U n it  o f  M e a s u re

S TR AIG H T-LIN E DEPRECIATION
. C h a n g e  in  M e th o d ............  1051.09; 1051A.01—.04

STR ATIG R APH IC  TEST WELLS
. D e f in i t i o n ........................................................ 6021.274
. D e v e lo p m e n t T y p e  . . .  6021.011; 6021.021—.022 
. E x p lo ra to ry  T y p e  . . . .  6021.011; 6021.016—.019;

6021.027; 6021.033-.035

SUBCHAPTER S CORPORATIONS
. E a rn in g s  p e r  S h a re  .................................U2011.081

SUBCONTRACTO RS
. C la im s , T e rm in a te d  W a r a n d  D e fe n se

C o n tra c ts  ...........................................  4043.24— .30

SUBLEASES
. A c c o u n t in g  a n d  R e p o r t in g  . . . .  4053.035—.040;

4053-2.02; 4053-2.08 
. D is c lo s u re  R e q u ir e m e n ts ......................  4053.016

SU BSC R IPTIO N S COLLECTED IN  
ADVANCE

. E x a m p le  o f  D e fe r re d  C r e d i t .................... 1025.19

. R e ve n u e  R e c o g n it io n  ................................ 1026.17

SU BSC R IPTIO N S, STOCK— See S to c k  
S u b s c r ip t io n s

SUBSEQUENT EVENTS
. C o r r e c t io n  o f  E r r o r s ....................................1051.13
. D is c lo s u re  R e q u ire m e n ts  . . . .  1027.26; 2012.15 
. F o re ig n  E x c h a n g e  R a te  C h a n g e s  . . . 1083.034;

1083.225; 1083.235
. G a in s  o r  L osse s , M a rk e ta b le

S e c u r i t i e s ____5132.13; 5132.17; 5132-2.01—.05;
5132-4.02

. In v e s tm e n t C r e d i t ........................ U4094.021—.023

. L oss  C o n t in g e n c ie s ............ 4311.11; 4311.34— .36

. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .
......................................................................... 6021.039

. R e f in a n c in g  S h o r t -T e rm
O b l ig a t io n s ......................... 2033.11—.12; 2033.29;

2033-1.01—.05

Copyright©1978, American Institute of Certified Public Accountants, Inc.
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SU BSID IAR IES— See C o nso lida te d  
F in anc ia l S ta te m e n ts

SU BSID IAR IES, FOREIGN— See Fore ign 
O p e ra tio n s

SU BSID IES, FEDERAL G O VER NM EN T
. In ve s tm e n t C re d it ....................4094.03; 4094.05

SU BSTAN C E OVER FORM
. B asic  F ea tu re  o f F inancia l

A c c o u n tin g  ...............................  1022.17; 1025.14
. Business C o m b in a t io n s .U1091.103—.111
. C la ss ifica tio n  o f Events .......................  1023.25
. D e sc rip tio n  o f Fea tu re  ..........................  1022.27
. E x tin g u ish m e n t o f D e b t ...........  5362.15; 5362.19
. F in anc ing  A g re em en ts  .......................... 2033.27
. Insu ran ce  C o n tra c ts  ..................... 4311.44—.45
. Leases B etw een R ela ted P a rtie s  . . . 4053.029
. N o te s  R e c e iv a b le /P a y a b le ..................4111.11;

4111A.01—.03; 5363.004
. P rin c ip a l S to c k h o ld e r S to ck  P lans . . . .

......................................................... U4062.001-.006
. S e lec tion  o f A c co u n tin g  P o lic ies . . . .  9001.09;

9001.17
S U B S TA N TIA L AU TH O R ITATIVE 

SUPPORT
. A u d it Guides, In d u s t r y .............  1051.04; 1051.16
. C hange in P r in c ip le .......... ....................... 1051.16
. D e ta iled  P r in c ip le s .......................... 1028.04—.05
. D eve lo pm e n t S tage E n te rp rises  . . . .  2062.10;

2062.31—.32; 2062-1.02
. P ro b le m s  in D e f in in g ...............................  1026.01
. R e la tion  to  G enera lly  A ccep te d

A c c o u n tin g  P rinc ip le s  ......................... 1026.01
SUCCESSFUL EFFORTS M ETHOD

. O il and  Gas P ro d u c in g  C om pan ies  . . . .
........................................  6021.065—.066; 6021.070

. R esearch  S tu d y  C o n d u c te d ............... 6021.072
S U M M A R IE S — See H is to rica l S um m aries  
S U M M A R IZA T IO N

. A c c o u n tin g  O p e ra tio n s  ...........................  1027.02

. C h a ra c te r is tic  o f F inancia l
A c c o u n t in g ............................................... 1022.27

. C o n d itio n  fo r  Fa ir P re se n ta tio n  .........  1027.15

. Funds S ta te m e n ts  . . . .  2021.05; 2021.08; 9007.01 

. In te r im  F inanc ia l D ata . . .  2071.01; 2071.30—.33;
2072.08; 2072.14

. W ork ing  C a p ita l ........................................  2031.03
S U M M A R Y  OF A C C O U N TIN G  POLICIES

. F o rm a t in F inanc ia l S ta te m e n ts ........ 2045.15
SUM-OF-THE-YEARS-DIG ITS M ETH O D  . . .

.............................................................................4074.02
S U PP LE M E N TA L F IN A N C IA L  

IN FO R M A T IO N
. C hanges in A c co u n tin g  P o lic ies  .......... 9008.15
. C o n so lid a te d  C om pan ies  . . . 9003.33; 9007.16—

.17
. D isc losu re  o f C u rre n t P r ic e s ................9006.07
. G enera l D is c lo s u re s .................. 1022.30; 9005.08
. In te rn a tio n a l A cco u n tin g

S ta n d a rd s .................................................. 9000.05
. P rice -Leve l S ta te m e n ts . 1071.01—.50;

9006.10; 9006.17
. P r io r P e riod  I t e m s ....................................9008.12

SU PP LE M E N TA R Y  EAR N IN G S PER 
SHARE

. C onve rs ion s

. . A fte r C lose o f P e riod  . . .  2011.22; U2011.045—
.046

. . D urin g  C u rre n t P eriod  .....................  2011.22;
U2011.045-.046

. . R e tro a c tive  E ffe c t ............................... 2011.22

. D e f in i t io n ................................................... 2011D.23

. E ffec tive  D ate o f S ec tion  ............2011.45—.46

. O p tio n s  and W a rra n ts

. . E xp ired  o r C a n c e lle d ...................... U2011.201

AICPA Professional Standards

S U P P L E M E N T A R Y  E A R N IN G S  PER 
S H A R E — c o n t in u e d  

. R e t ire m e n t,  P re fe r re d  S to c k  o r
D e b t ......................2011.23; U2011.046; U2011.355

. W h e n  R e q u i r e d ........................... U2011.354— .356

S U P P L IE R  L IS T S
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

.............................................................................1091.88

S U P P L IE R S
. In te re s t  o n  R e c e iv a b le s /P a y a b le s  . . . 4111.03;

4111.06
. N o n in te re s t  B e a r in g  L o a n s  ................... 4111.06
. U se  o f  F in a n c ia l In fo rm a t io n  .............  1023.05;

9001.11—.12

S U R P L U S
. E a rn e d — See R e ta in e d  E a rn in g s  
. P o lic y h o ld e rs — See P o lic y h o ld e rs '

S u rp lu s
. P ro c e e d s , S a le  D o n a te d  S t o c k ............. 5512.01
. R e v a lu a t io n ...................................................... 9005.17
. T e c h n ic a l T e rm  in  A c c o u n t in g  ................100.04

S U R P L U S , C A P IT A L — S ee C a p ita l S u rp lu s

S Y S T E M A T IC  A N D  R A T IO N A L  
A L L O C A T IO N

. A m o r t iz a t io n ,  In ta n g ib le s ......................... 5141.16

. A s s e t C o s ts  ( M - 6 B ) .................................... 1027.10

. A s s e t C o s ts  ( S - 6 B ) ......................................  1027.10

. D e c lin in g -B a la n c e  D e p r e c ia t io n .........  4074.02;
4074.06

. D e fe r re d  C o m p e n s a t io n  C o n tra c ts  . . .
............................................................................ 4064.01

. D e p re c ia t io n  A c c o u n t in g  . . . .  4073.05; 4311.79;
9004.08; 9004.13

. L oss  C o n t in g e n c ie s ............4311.78—.79; 4311.98

. M a n u fa c tu r in g  C o s ts  ( M - 6 A ) ................  1027.10

. M a n u fa c tu r in g  C o s ts  (S -6 A ) .................1027.10

. P e rv a s iv e  E xp e nse  R e c o g n it io n
P r in c ip le .........................................  1026.23; 4211.48

. R e n ta l E x p e n s e ............................................ 4053.015

. R e n ta l In c o m e  ............................................ 4053.019

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .
........................................... 4211.49; 9009.11; 9009.20

T A K E -O R -P A Y  C O N T R A C T S
. N u c le a r  Fue l C o n t r a c t s ...........................  4053.064

T A N D E M  S T O C K  P L A N S
. D e s c r ip t io n  .................................................... 4062A.14

T A N G IB L E  P E R S O N A L  P R O P E R TY
. In v e n to ry  D e f in i t io n ...........................5121.02—.03

T A X  A L L O C A T IO N  A C C O U N T S
. D is c o u n te d  B a s is ........................ 4092.01; 4111.04;

U4091.114— .142

T A X  A L L O C A T IO N  W IT H IN  P E R IO D
. D e f in i t io n ................................................ .. 4091.12
. F in a n c ia l S ta te m e n t P re s e n ta t io n  . . . .

............................................................ U4091.115—.120
. I l lu s t r a t io n s ........................ ................  2071-1.41—.70
. In te r im  F in a n c ia l S ta te m e n ts ............... 2071.19;

2071-1.01—.85
. M u lt ip le  J u r is d ic t io n s  . ...........................  2071-1.22
. N ee d  fo r  T a x  A llo c a t io n  . . . .  2071-1.36; 4091.11;

4091.50—.51

T A X  C R E D IT — See In v e s tm e n t C re d it  

T A X  E FFECTS
. A llo c a t io n  W ith in  P e r io d  ..........U4091.115—.120
. A m o r t iz a t io n ,  D e fe r r e d  T a x e s  . . . U4091.065— 

.070; U4091.088-.097
. B u s in e s s  C o m b in a t io n s  .............................1091.89
. C o m p u ta t io n ,  D e fe r re d  T a x e s  . . . U4091.056—

.064
. D e f in it io n  . ......................................................... 4091.12
. E x t in g u is h m e n t o f  D e b t . . . .  2013.05; 2013.08—

.09; 4055.03

T A X
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T A X  EFFE C TS — c o n t in u e d  
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.014—  

.015; 1083.018— .021; 1083.050-.052; 1083.200- 
.203; 1083.218

. F o rw a rd  E x c h a n g e  C o n tra c ts  ............  1084.07;
1084.10; 1084.13

. G a in s  o n  D e b t R e s t ru c tu r in g  ............  5363.021;
5363.025

. Im p u te d  In te re s t ,  C o n t in g e n t
C o n s id e ra t io n  ............................................. 1091.85

. In ta n g ib le  D r il l in g  a n d  D e v e lo p m e n t
C o s t s ...............4091-1.02; 4091-1.06; 4097.01-.40

. In v e s tm e n t C r e d i t s ....................U4091.106—.114;
U4094.016

. J o in t  V e n tu re s , C o r p o r a t e .................. 4091-1.03;
4095.15—.18

. L e v e ra g e d  L ea s e s  . . .  2071-1.08; 4053.044— .047;
4053-2.16

. L o s s e s  in  In te r im  P e r io d s ......................  2071.20;
2071-1.08— .15; 2071-1.32 

. M e a s u re m e n t .. .4 0 9 1 .3 5 — .36; U4091.031—.033;
U4091.035-.047

. N e w  L e g is la t io n ........................  2071.20; 2071-1.02;
2071-1.23—.24, 2071-1.39

. N o n m o n e ta ry  T r a n s a c t io n s ...................1041.21;
1041.27

. O p e ra t in g  L o s s e s  . . . .  4091.41— 49; U4091.071—
.105

. P a r t ia l A l l o c a t io n ......................................U4091.023

. P e rm a n e n t  D i f fe r e n c e s ..........................4091-1.02;
U4091.048—.055

. P r io r  t o  E ffe c t iv e  D a t e ...............U4091.131—.132

. Q u a s i-R e o rg a n iz a t io n s  . . .  4091.49; U4091.098—
.102

. R e c o g n i t io n ..........4091.16; 4091.27— .31; 4091.33;
U4091.022

. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . 4211.15

. R e t ro a c t iv e  A p p l ic a t io n ............ U4091.061—.064

. R e v e rs a l o f  T im in g  D if fe re n c e s  ....4 0 9 1 -1 .0 2 ;
4091-1.04; 4091-1.10; 4095.05-.06; 4095.12;

4095.23; 4095.28
. S p e c ia l A r e a s ............ 4091-1.01—.13; 4095.01—.33
. S te a m s h ip  C o m p a n ie s  (U .S .)  ........... 4091-1.02,

4091-1.07; 4095.01—.02; U4091.021
. S to c k  Is s u e d  to  E m p lo y e e s  ..........4062.16—.18
. S to c k  L ife  In s u ra n c e  C o m p a n ie s ............

4091-1.0 2 -.0 3 ; 4095.01-.02; 4095.26-.30;
U4091.020

. S to c k  S a v in g s  a n d  L o a n
A s s o c ia t io n s ..........4091-1.02—.03; 4095.01—.02;

4095.19-.25; U4091.020
. S u b s id ia r ie s
. . D o m e s t ic  In te rn a t io n a l S a le s

C o rp o ra t io n  ..........................4091-1.03:4095.09
. . L o s s e s .............................................................. 4095.11
. . U n d is t r ib u te d  E a rn in g s  ..........4091-1.02—.03;

4095.07—.14; 9003.14; 9003.29; U4091.020;
U4095.001-.005

. U n re a liz e d  G a in s  o r  L o s s e s ................... 5132.22

TA X -E X EM PT DEBT
. G o v e rn m e n ta l L e s s o rs  ..............4055.09; 4055.12
. R e fu n d in g  b y  L e s s o r ............ 4053.014; 4053.017;

4055.01—.17

TA X  EXEM PT IN TER EST IN C O M E
. In te r im  F in a n c ia l S ta te m e n ts ............  2071-1.80

TAX REDUCTIO N
. In v e s tm e n t C re d it  ....................... 4094.03; 4094.06
. L e v e ra g e d  L e a s e s ...........................4053.109—.114
. S e c u r it ie s  a n d  E x c h a n g e

C o m m is s io n ..................................................4094.12
. S to c k  Is s u e d  to  E m p lo y e e s .....................4062.06;

4062.16—.18; U4062.006

TA X  R E DU C TIO N  AC T OF 19 7 5
. O il a n d  G as P ro d u c in g  C o m p a n ie s  . . . .

4097.2O-.21; 4097.23
. P e rc e n ta g e  D e p le t io n  D e d u c t io n  ..........

4097.06—.07

TAX

TAXABLE IN C O M E
. A c c e le ra te d  D e p re c ia t io n  M e th o d s
. . L oss  o f  D e d u c t ib il i ty  .............................4074.05
. A c c o u n t in g  v. T a x a b le  I n c o m e ..........1051-1.04
. D e f in it io n  .................................... 4091.12; U4091.056
. F o re ig n  C u r re n c y  T ra n s la t io n  . . . .  1083.018—

.021
. P e rm a n e n t D if fe re n c e s  . . . .  4091.33; 4091-1.02;

U4091.048—.055
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . .  4095.19—

.23
. S to c k  L ife  In s u ra n c e  C o m p a n ie s  . . . 4095.26—

.28
. T re a s u ry  S to c k  P ro f its  o r  L o sse s  . . . .  5542.08 
. Z e ro , w ith  In v e s tm e n t C re d it  ..........U4091.113

TAXES
. F o r e ig n ...................  1083.018—.019; 1083.200—.203;

4091.12; U4091.012 
. F ra n c h is e  . . . 4091.12; U4091.012; U4091.137-.140 
. In c o m e — S ee In c o m e  T a xe s
. In v e n to ry  C o s t s ........................ 1051-1.03; 9002.04
. N o n re c ip ro c a l T ra n s fe rs  ........................ 1023.23
. O th e r  ..................................................................4091.12
. P ro v e d  P r o p e r t ie s ..................................... 6021.024
. R ea l a n d  P e rs o n a l P r o p e r t y ................. 2071.16;

4081.01—.19
. S t a t e .................................................................... 4091.12
. U n d e v e lo p e d  P r o p e r t ie s ......................... 6021.017

TAXES PAYABLE
. E q u ity  M e th o d  ..............................................9003.29
. In c o m e — S ee In c o m e  T a x  P a y a b le  
. O f fs e t t in g  G o v e rn m e n t S e c u r it ie s  . . . .

2032.01—.03
T A X IN G  A U T H O R IT IE S

. U se  o f  F in a n c ia l In fo rm a t io n  ............... 1023.05;
1023.08; 9001.11 - .12

T E C H N IC A L  T E R M S — S ee T e rm in o lo g y  
T E M P O R A L  M E T H O D

. B a s is  o f  M e a s u re m e n t ........................  1083.123

. C o m p a r is o n  w ith  C u r re n t-N o n c u r re n t
M e th o d  ........................................................ 1083.125

. C o m p a r is o n  w ith  M o n e ta ry -
N o n m o n e ta ry  M e t h o d ........................  1083.124

. T ra n s la t io n  o f F o re ig n  S ta te m e n ts  . . . .
...........................................  1083.121; 1083.123—.125

. T ra n s la t io n  o f In v e n to r ie s  ....................  1083.154

T E R M IN A L  F U N D IN G
. A c tu a r ia l C o s t M e t h o d .........................4063A.34;

U4063.164—.165
. T ra n s it io n a l P r o c e d u r e ..........U4063.113— .116
. U n a c c e p ta b i l ity  ...................................4063.24

T E R M IN A T E D  W A R  A N D  D E FE N S E
C O N T R A C T S .............................................4043.01—.32

. A d v a n c e s , G o v e rn m e n t ............................4043.06

. C o n v e n ie n c e  o f  th e  G o v e rn m e n t . . . .  4043.10

. D a te  o f  T e rm in a t io n  ................................... 4043.12

. D e te rm in a t io n  o f  C la im ................... 4043.14—.19

. D is p o s a l C r e d i t s .............................................4043.31

. In v e n to r ie s  R e a c q u ire d  ............................ 4043.08

. N o -C o s t S e t t le m e n t s .................4043.09; 4043.32

. P re s e n ta t io n  in  F in a n c ia l
S ta te m e n ts ......................................... 4043.20—.23

. P r o f i t  A c c r u a l ........................ 4043.03; 4043.11—.13

. S c o p e  o f  S e c tio n  4043 .............................. 4043.01

. S u b c o n t r a c to r s ’ C la im s  .................4043.24—.30

. T e rm in a t io n  C la im s ...........................4043.04—.09

T E R M IN A T IO N  C L A IM S — S ee T e rm in a te d  
W a r a n d  D e fe n s e  C o n tra c ts

T E R M IN A T IO N  C R E D IT S
. P e n s io n  P la n s ...............4063.41; U4063.131—.145;

U4063.196-.197
T E R M IN O L O G Y

. A c c o u n t in g  P o lic ie s  .....................2045.06; 9001.08

. A d a p te d  to  U s e rs ’ C a p a c i t y ...................  1024.17

Copyright©1978, American Institute of Certified Public Accountants, Inc.
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TE R M IN O LO G Y — co n tin u e d
. A dvance  R e fu n d in g ................................. 4055.01
. All Inc lus ive  C o n c e p t ................ 2010.12; 9008.06
. A ssoc ia ted  C o m p a n y ................ 9003.04; 9005.05
. A t t r ib u te .....................................................  1083.243
. B arga in  P urchase  O p t io n .................... 4053.005
. B arga in  Renewal O p t io n ......................  4053.005
. C hange. A c co u n tin g  ................................ 1051.06
. C hanges in F inancia l P os ition  ........... 2021.15;

9007.01:9007.04
. C on so lid a te d  F inancia l In fo rm a tio n  . . .

..................................................................  2081.006
. C on so lid a te d  F inancia l S ta te m e n ts  . . .

...................................................................... 9003.04
. C o n tin gen c ies  ............. 4311.01; 4311.09; 4311.90
. C o n t r o l ....................................   5131.03; 9003.04
. C onve rs ion  ..............................................  1083.243
. C onve rs ion  C o s ts .....................................  9002.04
. C ove r .........................................................  1083.174
. C u rre n t A s s e ts .......................................... 2031.04
. C u rre n t L ia b il it ie s ......................  2031.07; 2033.23
. C u rre n t O p e ra tin g  P e rfo rm a n ce  . . . .  2010.09;

9008.05
. C u rre n t Rates ........................  1083.030; 1083.229
. D eb t ...........................................................  5363.004
. D eprec iab le  A m o u n t ............................... 9004.02
. D eprec iab le  A ssets ..................................9004.02
. D e p re c ia t io n ............................................... 9004.02
. D e ve lo p m e n t Stage E n te rp rises . . . 2062.08—

.09; 2062-1.01
. D e ve lo p m e n t W ells ............................... 6021.274
. Early E x tin g u ish m e n t o f D e b t ............. 5362.03
. E arn ings pe r Share .............. 2011 D.01—.28
. E cono m ic  C o s t .......................................... 1023.26
. E co n o m ic  L ife  o f Leased P ro p e rty  . . . .

................................................................... 4053.005
. E qu ity  C a p i ta l ............................................ 9003.04
. E qu ity  M e th o d ............................  5131.03; 9003.04
. E qu ity  S e c u r it y ........................  5132.07; 5132-5.02
. Excess S ta tu to ry  D e p le t io n .................  4097.13
. E xchange R a te s ......................  1083.030; 1083.071
. E x p lo ra to ry  W e lls ................................... 6021.274
. Exposed N et Asset P o s it io n ............... 1083.243
. Exposed N e t L ia b ility  P o s it io n ..........  1083.243
. Fa ir V a lu e ..................................................  5363.013
. F ie ld .............................................................. 6021.272
. F inanc ia l S ta te m e n ts  ............  1022.02; 1026.01;

9000.05; 9001.03
. Fo re ign  C u r r e n c y ................................... 1083.243
. Fo re ign  C u rre n cy  F inancia l

S ta te m e n ts ............................................  1083.243
. Fo re ign  C u rre n cy  T ra n sa c tio n s  . . . .  1083.243
. Fo re ign  C u rre n cy  T ra n s la t io n ..........  1083.001;

1083.243; 1083-2.05
. Fore ign O p e ra tio n  ................................  1083.243
. F o rw a rd  Exchange C o n t ra c ts ..........  1083.022;

1083.204
. Funds ...........................................................  9007.04
. G eo g ra ph ic  A reas o f S e g m e n ts ........ 2081.034
. G ro up  o f C o m p a n ie s .............................. 9003.04
. H is to rica l Rates ..................................... 1083.030
. IDC F inancia l A c c o u n tin g /T a x

D if fe re n c e s ............................................... 4097.11
. Id e n tifia b le  A ssets ................................  2081.010
. In co m e  T a x e s ........................................ 2071-1.05; 4091.12
. In d u s try  S egm en t ................................  2081.010
. In itia l D ire c t C osts  ................  4053.005; 4054.08
. In it ia tio n . Business C o m b in a tio n s  . . . 1091.46
. In tang ib le  D rillin g  and D eve lo pm e n t

C o s t s ...........................................................4097.12
. In v e n to r ie s .........................  5121.02—.03; 9002.04
. Investee  .......................................  5131.03; 9003.04
. In v e s to r ........................................................ 5131.03; 9003.04
. J o in t V e n tu re , C o rp o ra te ...................... 5131.03
. Lease P a y m e n ts ..................................... 4053.005
. L e a s e s .........  4053.001; 4053.005; 4053.064; 4054.08
. Leveraged Leases ................................  4053.042
. L iab ilit ie s  ...........................................  4311.69—.73
. L is t o f T e r m s ............................................... 1021.08

TER M IN O LO G Y — co n tin u e d
. Loca l C u r r e n c y .......................................  1083.243
. Long-T erm  O b lig a t io n s ..........................  2033.02
. M a rke ta b le  E qu ity  S e c u r it ie s .............  5132.07;

5132-5.02; 5132-5.04—.08; 5132-5.10
. M in o r ity  In te re s t .....................................  9003.04
. M o d ifica tio n  o f T e chn ica l T e rm s ....1 021 .07
. N et Realizable Value . . . 1083-2.04; 5121.08—.09;

9002.04
. N o n m a rke ta b le  S ecuritie s  ................ 5132-5.04
. N o n m o n e ta ry  T ra n sa c tio n s  .................1041.03

N onp ub lic  E n te rp rises  ...2083.07—.08; 2083.13
. O pe ra tin g  C y c le .......................................  2031.05
. O p e ra tin g  P ro fit and Loss ................. 2081.010
. “ O rd in a ry ”  Inco m e  (o r  L o s s ) ..........  2071-1.05
. P a re n t C om p any  ...................... 9003.04; 9005.05
. Pension P lans . . . 4063B.01—.44; U4063.154—.155 

P e rm anen t D iffe rences ....4 0 9 1 .1 2 ; 4091-1.02;
4095.05— .06; U4091.048

. P rio r P eriod  I t e m s .................... 9008.03; 9008.11

. P rocess o r  T echn ique  .........................4211-3.04
P ro d u c tio n  P a y m e n ts ..........................  6021.043

. P ro fit C e n te rs .........................................  2081.013

. P roved A re a .............................................. 6021.275

. P roved Developed R e s e rv e s ............. 6021.271

. P roved P ro p e r t ie s ................................  6021.011

. P roved Reserves ................................... 6021.271

. P roved U ndeveloped R e s e rv e s ........  6021.271

. P urchase C osts ....................................... 9002.04

. R epo rtab le  S e g m e n t............................  2081.010

. R e p o rtin g  C u r re n c y ..............................  1083.243

. R e p o rtin g  E n te rp r is e ............................  1083.243

. R esearch and D e v e lo p m e n t............... 4211.08;
4211.28—.29; 4211-3.04; 9009.03

. R e s e rv o ir .................................................. 6021.273
R e s tr ic te d  S tock  .................... 5132.07; 5132-5.02

. R e tu rn  on In v e s tm e n t.......................... 2081.057

. Revenue o f In d u s try  S e g m e n t..........  2081.010

. S a le-Leaseback T r a n s a c t io n s ..........  4053.032

. S egm ent o f a Business ........ 2012.13; 2081.010
S erv ice W e lls ............................................  6021.274

. S e ttle m e n t D a te ..................................... 1083.243

. S h o rt-T e rm  O b lig a t io n s .......................  2033.02

. S ig n ifica n t In fluence  .............  4053.005; 5131.17;
9003.04

. S tra t ig ra p h ic  T est W e l l ........................  6021.274

. S ubs id ia ry  C o m p a n y .............. 5131.03; 9003.04;
9005.05

. S po t R a te .................................................. 1083.243

. Tax (o r  B e n e f i t ) ....................................  2071-1.05

. T echn ica l M eaning o f W o rd s ..............  1022.27

. T im in g  D if fe re n c e s ............... 4091.12; 4091-1.02;
4095.05—.06;U4091.035

. T ra n sa c tio n  D a t e ..................................  1083.243

. T ra n s la tio n  .............................................  1083.243

. T reasu ry  S to c k ..........................................9003.04

. T roub le d  D ebt R e s tru c tu r in g ............  5363.002

. U n it o f M easure ....................................  1083.243

. U nproved  P ro p e r t ie s ............................ 6021.011
Unusual I te m s ..............................................9008.03

. Usefu l Life ...................................................9004.02

. V a lua tion  A llow ance ............................... 5132.07

. V o tin g  R ights ............................................ 9003.04

. W ork ing  C ap ita l ......................................  2031.03

T E S T IN G
. C o m p u te r S o ftw a re  ..................  4211-3.07—.09

R esearch and D eve lo pm e nt 
A c tiv ity  ...................................  4211.09:4211-3.04

T IM E  D E P O S ITS
. M o n e ta ry  Assets ....................................1071B.02

T IM E  OF IS S U A N C E
. A g re em en t as to  T e rm s ....................U2011.118
. Cash Y ield T e s t ......................................U2011.136
. C o n tin g e n t Issuance o f S hares . . . U2011.313;

U2011.331
. C o n ve rtib le  D ebt ..................................... 5516.04
. C o n ve rtib le  S e c u r it ie s ............U2011.117—.120
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TIME OF ISSUANCE— continued
. D e fin itio n .....................  2011.29; 2011D.24; 5516.14
. Reclassification of Securities . . . .  U2011.126—

.131
. Status of S e c u r ity ...................  2011.10; 2011.28;

U2011.119
. Subsequent to  Is s u a n c e .............2011B.05—.08

TIME PERIODS
. Accrual Basis ..........................................  1022.27
. Basic Feature o f Financial

A c c o u n tin g .............................  1022.17; 1025.06
. Basic Period ............................................  1027.21
. Change in Period Benefited ................ 1051.16;

1051.32
. Debt R e s tru c tu rin g ............... 5363.006; 5363.016
. Development Stage E n te rp rises ........  2062.43
. D isclosure in Financial S tatem ents . . .

.................................................................. 9005.07
. Disposal of S e g m e n t...............................2012.15
. Earnings per S h a re ...................U2011.202—.204
. Expense R e co g n itio n ............... 1026.19; 1026.23
. Expense Recognition (M -6 B )...............  1027.10
. Foreign Currency T ran s la tio n ..........  1083.006;

1083.017; 1083.162; 1083.223
. Forward Exchange C o n tra c ts ........  1083.022—

.028; 1083.204—.212; 1084.01-.20 
. In te rim  Financial Statem ents . . . 2071.01—.35;

2072.04; 2072.09-.14
. Inventory V a lu a tio n .................................9002.34
. Lag in Reporting Earnings .................... 5131.19
. M easurem ent P ro b le m s .......................  1023.28
. O perating C y c le ............................   1027.25
. P rio r Period A d ju s tm e n ts ............ 2014.01—.73
. Research and Development Costs . . . .

.....................  9009.05; 9009.09-.11; 9009.20-.21
. T im ing Differences— See Timing 

Differences
. Treasury Stock M ethod ........ U2011.223—.227

T IM E L IN E S S
. D e fined  as Q u a lita tive  O b jec tive  ....1022 .15 ;

1024.20
. In te r im  F inancia l In fo rm a tio n .............. 2071.06;

2071.30
. T ra d e -O ff o f O b je c t iv e s ..........................  1024.39

T IM IN G  D IF F E R E N C E S ........................  4091.14—.36
. A c c o u n tin g  Loss C a r r y fo rw a rd s ...........

U4091.096—.097
. A lte rn a tiv e  A pp roache s  . . . .  4091.36; U4091.057 
. A m o rtiz a tio n , D e fe rred  Taxes . . . U4091.065— 

.070; U4091.088-.097 
. A m o rtiz a tio n , D is c o u n t/P re m iu m  ...4111.14
. A m o r tiz a tio n , In tang ib le  Assets .......... 5141.30
. Business C o m b in a tio n s  ..........................1091.89
. C hanges, A c c o u n tin g  ..........................U4091.131
. C o m p a riso n  w ith  P e rm a n e n t

D iffe rences  .................. 4095.05—.06; U4091.049
. C o m p e n sa tio n , E m ployee S to ck

P la n s ................................................... 4062.16—.17
. C om p re h e n s ive  A llo ca tio n  .........4091.28—.31;

4091.33:4091-1.02
. C o n s tru c tio n  P eriod  C osts  .................4091A.05
. C o n tra c ts , Long-T erm  ..........................4091A.02
. C o n tro lle d  by  T a xpaye r . . . 4091-1.04; 4095.06— 

.08; 4095.12; 4095.23; 4095.28; 4095-1.10
. C u m u la tive  ___ 4091.36; U4091.036; U4091.058—

.064
. D e fe rred  C o m p e n s a t io n ........................4091A.03
. D e fe rred  M e th o d  ..................4091.18; U4091.026
. D e f in i t io n ...........  4091.12; 4091-1.02; 4095.05-.06;

U4091.035
. D e p re c ia tio n  ........... 4091.14; 4091A.03; 4091A.05;

U4091.047; U4091.058; U4091.069-.070;
U4091.134

. E ffe c tive  D ate o f S e c t io n s ....................  4091.64;
4091-1.12—.13; U4091.128

. E m ergency  F a c il i t ie s .............................. 4091A.05

. E q u ity  M e th o d ...................................  4096.05—.08

TIM

T IM IN G  DIFFERENCES— co n tin u e d
. E x a m p le s ........................  4091.21; U4091.038-.047
. Exchange Gains o r Losses . . . .  1083.018—.021;

1083.202
. E x ten t o f A llo c a t io n ........... 4091.21; U4091.022—

.023
. F e e s ............................................................... 4091A.04
. Fore ign S ubs id ia ries  . . . .  4091A.02; 4095.07—.14
. G ross C hange M e thod  ...........U4091.059—.062;

U4091.066-.076; U4091.131 
. G roups, S im ila r Ite m s . . . .  4091.36; U4091.046— 

.047; U4091.058-.064
. G ua ran tees and W arran ties  .................4091.14;

4091A.03; U4091.045-.046; U4091.133
. G uide line L iv e s ......................................... 4091A.05
. IDC F inancia l A c c o u n tin g /T a x

D iffe re n c e s ............. 4091-1.02; 4097.21; 4097.24;
6021.060—.061

. I l lu s t r a t io n s ..............U4091.039-.041; U4091.064;
U4091.069-.070; U4091.094

. In co m e  Tax Expense
D e te rm in a tio n  ........................  4091.07; 4091.15

. In co m e  Tax Payab le  ...............................  4091.14

. In s ta llm e n t S a le s ....................  4091.14; 4091A.02;
U4091.038-.044; U4091.058; U4091.068—.070

. In te rc o m p a n y  T ra n s a c t io n s ...............4091A.04;
9003.12

. In ve s tm e n t C re d it C a rry fo rw a rd s .........
........................ U4091.109-.114; U4094.016—.019

. In ve s tm e n t C re d it E xam ples . . . .  U4091.113—
.114

. J o in t V en tu res, C o r p o r a te ...........  4095.15—.18

. Lease-B ack S a le s ...................................  4091A.04

. Leasing A c t iv i t ie s ...................................  4091A.02

. L ia b ility  M e th o d  ....................  4091.19; U4091.027

. Losses, E s tim a te d  ...................................4091A.03

. M a jo r Repairs and M a in tena nce  . . . .  4091A.03

. M easu re m en t, Tax E ffec ts  ................... 4091.35;
U4091.031-.033; U4091.035-.047; U4091.056-

.064
. N a tu re ................................................... 4091.14—.24
. N et C hange M e thod  ............... U4091.059—.062;

U4091.068; U4091.131 
N et o f Tax M e th o d  . . .  4091.20; U4091.028—.029

. N o n a llo ca tio n  C o n c e p t ........................... 4091.23

. N o n m o n e ta ry  T ra n s a c t io n s ................. 1041.21;
1041.27

. Oil and Gas Producing Companies . . . .
......................................4091-1.06; 6021.060-063

. Oil o r Ore Payments ............................ 4091A.04

. O p in io n ..............................................4091.33—.36

. Organization Costs ...............................4091A.03

. O riginating D iffe rences.......... U4091.038—.047;
U4091.049

. Partial A llocation ...........................  4091.25—.27

. Pension C o s ts ........................................  4091A.03

. Preoperating Expenses........................ 4091A.05

. P rior P ra c t ic e ....................................... U4091.023

. Procedures, In terperiod Tax
A llo c a tio n ...................4091.16; U4091.035-.047

. R a ilroads ................................................. 4091-1.01

. R ecurring/N onrecurring . . . .  U4091.022—.023;
U4091.066-.067

. Rent ........................................................  4091 A.04

. Rents Collected in A dvance ................. 4091.14

. Research and Development Costs . . . .
............................................................... 4091A.05

. Retroactive A p p lica tio n ...........U4091.061—.064

. Reversal Indefinite ...4091-1.01—.13; 4095.05— 
.06; 4095.12; 4095.23; 4095.28

. Reverse Differences ...............U4091.038—.047;
U4091.065-.070

. Royalties ................................................. 4091A.04

. Savings and Loan Associations . . . 4091-1.02—
.03; 4095.19—.25

. S e lf-Insurance........................................ 4091A.03

. Special Industry S ituations . . . .  4091-1.01—.13;
4095.01- 33; U4091.021
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T IM IN G  DIFFERENCES— co n tin u e d
. S to c k  L ife  Insu ran ce  C o m p a n ie s ...........

4091-1.02—.03; 4095.26— .30
. Tax E ffec ts , G uide lines N eeded ..........4091.10
. Tax E ffec ts , R ecog n ition  . . . 4091.16; 4091.35— 

.36; U4091.035-.047; U4091.096-.097
. T ra n s itio n  ............................................4091-1.12—.13
. T ra n s la tio n  o f Fore ign B a la n c e s ...........

1083.237-.238
. T ra n s la tio n  o f Fore ign S ta te m e n ts  . . . .

................................ 1083.014— .015; 1083.050-.052
. T u rn a ro u n d  P e r io d .................  4091.22; 4091-1.02;

4091-1.04; 4095.05—.06; 4095.09-.12; 4095.23;
4095.28; U4091.035-.047

. T y p e s  o f  T ra n s a c t io n s  ............ 4091.07; 4091.14;
U4091.037-.047

. U n a m o rtize d  D iscoun t, Issue C ost,
R e d e m p tio n  P r e m iu m ..........................4091A.05

. U n d is tr ib u te d  E arn ings o f
S u b s id ia r ie s  .......................................4095.09—.11

. U nrea lized  Gains o r L o s s e s ....................5132.22

. V a ca tio n  and S everance P a y .............. 4091A.03

. Z ero  Tax E ffec ts  .........................U4091.096—.097
TITLE

. D e fe n s e  ......................................................... 6021.017

. R e s tr ic t io n s ..................................................... 9005.10
TOOLS

. D e s ig n ....................................... ................ 4211.09—.10
TRADE ASSO C IATIO NS

. Use o f F inancia l In fo rm a tio n  .............  1023.06;
1023.08

TR AD EM ARKS
. Id e n t if ie d  In ta n g ib le  A s s e t s ................... 5141.01
. T ra n s la tio n  o f Fore ign B alances . . . .  1083.040

TRADE N A M E S
. N o n m o n e ta ry  Ite m  .................................. 1071B.02
. T e rm  o f  E xistence ...................................... 5141.16

TR A N S AC TIO N S — c o n t in u e d
. N o n re c u rrin g  o r T e rm in a tin g  ................1051.16
. O n e -T ra n s a c t io n  P e r s p e c t iv e ......... 1083.113—

.114; 1083.119
. O rd in a ry  v . E x tra o rd in a ry ...........  2012.19—.24;

2013.02—.03; 2013.15—.16; 9008.10; U2012.006-
.007

. P r io r  to  E ffe c t iv e  D a te  ................................ 510.10

. R ealiza tion  C o n c e p t .....................  1083.186— .188

. R e fu n d in g  o f  D e b t ......................................  5362.05

. S a le  o f  L ea se d  P r o p e r t y ............ 4053.020—.022

. S a le -L e a s e b a c k s  ..........4053.032—.034; 4053.107

. S u m m a riza tio n  in F inancia l
A c c o u n t in g ................................................... 1022.27

. T a x  E f f e c t s ........................................................ 4091.07

. U nusual o r In fre q u e n t . . . 2012.01—.27;9008.03;
9008.05— .10

TRANSFERS, NONRECIPROCAL
. D e f in i t io n ...........................  1023.23; 1027.08; 1041.03
. Expense R e c o g n it io n ..................................  1026.18
. F a ir V a lu e  B a s is .............................1041.18; 1041.23
. P r in c ip le s  o f  S e le c t io n  a n d

M e a s u re m e n t ..............................................  1027.08
. T ransfe rs , O th e r Than O w ners  .......... 1041.06;

1041.13—.14
. T rans fe rs  to  O w ners . . . .  1041.05; 1041.09—.12;

1041.18; 1041.23
. T y p e s  o f E v e n ts  ............................................ 1027.03

TRANSFERS, RECIPROCAL
. D e f in i t io n ...........................  1023.23; 1027.07; 1041.03
. Exchanges o f N o n m o n e ta ry  A ssets . . .

........................  1041.07; 1041.15—.16; 1041.18—.22
. P rinc ip le s  o f S e lec tion  and

M e a s u r e m e n t ..............................................  1027.07
. T y p e s  o f E v e n ts  ...........................................  1027.03

TR A N S LA TIO N — see Fore ign C u rre n cy  
T ra n s la tio n

TRADE U N IO N S
. U se  o f  F in a n c ia l In fo r m a t io n  ............... 1023.06;

9001.11—.12
TR A N S A C TIO N S

. A ffe c tin g  F inanc ia l P o s i t io n ................... 2021.06

. A rm ’s L e n g th  ................................................. 4111.11

. B a rte r . ............................................................  1026.09

. B u s in e s s  C o m b in a t io n s ............ 1091.16; 1091.19

. C hange in A c c o u n tin g  P r in c ip le ..........1051.08

. C h a n g e  in  N a t u r e ............................. ............ 1024.24

. C la ss ifica tio n , S h o rt-T e rm
O b l ig a t io n s ........................ 2033.08—.09; 2033.20;

2033-1.0 1 -.0 5
. C o m p a ra b ility  C o n d itio n s  .....................  1024.29
. C o m p a ra b i l it y  D e fin e d  ...........   1024.21
. D e f in i t i o n ........................................................... 4091.07
. D e ve lo p m e n t S tage E n te rp rises  . . . .  2062.30;

2062.42
. D isco u n tin g  o f N o te s .................................. 4111.16
. E n tity  N o t a P a rty  .....................................  1026.10
. E x c h a n g e  o f  V a lu e s ...................................  1023.23
. E x tin g u ish m e n t o f D eb t ................ 5362.18—.21
. F inanc ia l and In ve s ting  A c tiv itie s  .........

900 7 .0 9 -.11
. Fo re ign  C u rre n c y — see Fore ign 

C u rre n c y  T ra n s la tio n
. F o rw a rd  Exchange C o n t r a c ts ........... 1084.07
. In te rc o m p a n y — See In te rco m p a n y  

T ra n sa c tio n s
. In te rs e g m e n t In fo rm a t io n .................... 2081.006;

2081.076
. Leases B etw een R ela ted P arties

4053.029—.031
. Leases v. P u rc h a s e s ......................4053.060—.061
. Leveraged L e a s e s ......................... 4053.108— .114
. N e w  F o rm s  ......................................................  520.05
. N o n a r m ’s L e n g t h ........................................ 1027.26
. N o n m o n e ta ry — See N o n m o n e ta ry  

T ra n sa c tio n s

TR AN SPO R TATIO N  COSTS
. I n v e n to r ie s ............................. 9002.04; 9002.08-^-.09

TREASURY BONDS
. E a r ly  E x t in g u is h m e n t o f  D e b t ............... 5362.03

TREASURY D EPAR TM EN T (IR S)
. D e p rec ia tio n  G u id e lin e s ........................... 4093.01
. In ve s tm e n t C re d it ....................... U4094.003— .025
. Ruling on C o n ve rtib le  S e c u r it ie s ...........

......................................................................U2011.118
. W aiver, Pension Funding

R e q u ire m e n t .............................................4063-1.05

TREASURY SECURITIES
. C onve rtib le , R e is s u e d ........................... U2011.134

TREASURY STOCK
. A c q u ire d  in  P o o lin g  ................... U1091.057— .060
. A c q u is i t io n s ....................................  1026.18; 1027.08
. B u s in e s s  C o m b in a t io n s ................. 1091.47—.48;

1091.54— .55; U1091.067-.073
. C a p ita l T r a n s a c t io n s .................................  5542.07
. C o n s tru c t iv e  R e t ire m e n t ..............  5542.13—.14
. D e f in i t io n ...........................................................9003.04
. D is c lo s u re  in  F u n d s  S ta te m e n t ............ 9007.09
. D iv id e n d s .......................................................... 5541.01
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

.................................................2011A.02; U2011.107
. E x c lu d e d  as E q u ity  S e c u r ity  ................. 5132.07
. E x c lu s io n  f r o m  R e s u lts  o f

O p e r a t io n s .................................................... 2010.27
. F a ir V a lu e  B a s is  .............................................1041.18
. Leg a l R e q u ire m e n ts  .................................  5542.14
. M a te r ia l ity  o f  T ra n s a c t io n s  .........  5542.10—.11
. N o n m o n e ta ry  A s s e ts  D is t r ib u te d  . . . .  1041.05
. P ro f i ts  o r  L o s s e s .................................  5542.01—.14
. P u rc h a s e  a n d  S a le ......................  5542.03; 5542.05
. P u rc h a s e  P r ic e  A llo c a t io n  ...........  5542.13—.14
. R e a c q u is it io n  A s N o n re c ip ro c a l

T ra n s fe r  ......................................................... 1041.03
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TREASURY STOCK— co n tin u e d  
. R epo rt, C o m m itte e  on A cco u n tin g

P r o c e d u r e ............................................  5542.03—. 12
. R e t ir e m e n t o f  S t o c k .......... 5542.07; 5542.13—.14
. S to c k  Is s u e d  to  E m p lo y e e s ...................  4062.11
. S to c k  O p t io n  O b l ig a t io n s ........................ 4061.13
. T a x a b le  In c o m e  ............................................ 5542.08

TREASURY STOCK M ETHOD
. A n t i - D i lu t io n .....................................U2011.159—.161
. A n t i-D ilu t iv e  E x e r c is e ..................U2011.217—.222
. A s s u m e d  C o n v e rs io n  o r

R e t ire m e n t .................  2011.37; U2011.030—.031
. C o n v e r t ib le  S e c u r it ie s  ............ U2011.249—.252;

U2011.258-.260
. D e f in i t io n ......................................................... 2011D.25
. D if fe r in g  V ie w p o in ts ........................ 2011B.16—.19
. D is c o u n t o r  P re m iu m  A m o r t iz e d  ..........

.............................................................. U2011.261-.264
. E x a m p le s  o f  M e t h o d .................  2011.36; 2011.38;

U2011.171-.174
. E x p la n a t io n  o f  M e th o d  ............ U2011.026—.034
. F a ir V a lu e  E s t im a t io n .................U2011.190—.194
. F o rm u la , In c re m e n ta l S h a re s  . . . U2011.077—

.080
. F u lly  D ilu te d  E a rn in g s  p e r  S h a re  . . . .  2011.42;

U2011.028
. G e n e ra l R u les  ....................................... 2011.36—.38
. G ro u p in g  o f  S e c u r i t ie s ...............U2011.163—.166
. L im ita t io n  o n  M e th o d  . . . .  2011.38; U2011.032— 

.034; U2011.169; U2011.2 5 5 - .260
. M a rk e t  P r ic e s
. . A n t i-D ilu t io n  T e s t ................... U2011.159—.161;

U2011.236-.239
. . A p p lic a b i l ity  ............................... U2011.175—.180
. . A v e ra g e  E x p la in e d ................... U2011.181—.186
. . A v e ra g e  v. E n d in g ................... U2011.207—.212;

U2011.236-.239
. . B id  a n d  A s k e d  ...........................U2011.187—.189
. . C lo s in g ............................................U2011.184— .186
. . L is te d  S to c k s  N o t T r a d e d ..........U2011.187—

.189
. . O v e r - th e -C o u n te r  S to c k  . . . U2011.187—.189
. . T h re e -M o n th  T e s t ...............................U2011.027
. O p t io n s  a n d  W a rra n ts
. . A g g re g a te  C o m p u ta t io n s ............ U2011.253—

.260
. . A s s u m e d  P u rc h a s e  o f  D e b t . . . .  U2011.265—

.266
. . C lo s e ly  H e ld  C o m p a n ie s  ...U 2011 .190—.194
. . C o m p u ta t io n a l E x a m p le ...................U2011.359
. . D e fe r re d  S to c k  O p t io n s  . . . .  U2011.274— .283
. . D ilu t iv e  E f f e c t ............................. U2011.171—.174
. . E x p ire d  o r  C a n c e lle d  .............U2011.195—.201
. . O rd e r  o f  E x e r c is e .................................U2011.254
. . O u ts ta n d in g  P a r t  o f  P e r io d  . . . .  U2011.195—

.201
. . P h a n to m  S to c k  P la n s  ..........U2011.284— .286
. . P u rc h a s e  o f  C o n v e r t ib le s  ..........U2011.290—

.294
. . R e d e m p tio n  P re m iu m  o r

D is c o u n t ..................................U2011.262—.264
. . T e n d e r in g  D e b t O p t io n a l ...U 2011 .241—.245
. . T e n d e r in g  D e b t R e q u i r e d .............. U2011.240
. . T w e n ty  P e rc e n t L im ita t io n  . . . .  U2011.255—

.260
. . T w e n ty  P e rc e n t T e s t ............ U2011.255—.260
. O rd e r  to  A p p ly  M e t h o d ............ U2011.167—.170
. R ea l E s ta te  In v e s tm e n t T ru s ts  . . . U2011.361—

.366
. R e c o g n it io n , M a rk e t  C o n d it io n s  . . . .  2011B.06 
. R e t ro a c t iv e  A d ju s tm e n ts  . . . .  U2011.228—.229;

U2011.352
. S h a re s  Issu e d  o n  E x e rc is e  ...U 2011 .213—.216
. S to c k  S u b s c r ip t io n s ................... U2011.287—.289
. T h re e -M o n th  T e s t ........................ U2011.223—.227
. T im e  P e r io d  D e fin e d  .................U2011.202—.204
. W e ig h te d  A v e ra g e  S h a re s  . . . .  U2011.205—.206

T R E

TRENDS IN  F IN A N C IA L  AC C O U N TIN G
. A c c o u n t in g  C h a n g e s , E ffe c t ...................1051.01

TRENDS IN  F IN A N C IA L  DATA
. A id s  in  P re d ic t io n  .......... 1024.07; 2081.058—.060
. C o m p a r a b i l i t y ..............................................  2081.058
. E a rn in g s  p e r  S h a r e .................  2011.22; U2011.047
. M a te r ia l ity ,  A c c o u n t in g  C h a n g e s  . . . .  1051.38;

2071.29; 9008.16
. M a te r ia l ity ,  E x tra o rd in a ry  I te m s  . . . .  2012.24

TROUBLED DEBT— S ee R e s t ru c tu r in g  o f 
D e b t

TR U ST AGREEM ENT
. Funding In s t ru m e n t ...............................  4063B.39

TR U ST FU N D  PLAN
. D e fin itio n , P ension P la n s ....................4063B.39

TRUSTEES
. F u n d in g  A g e n c y , P e n s io n  P la n s  . . . .  4063B.24 
. S to c k  T ra n s fe r re d  fo r  E m p lo y e e s  . . . 4062.11

TRUSTS
. D e b t R e fu n d in g ..............................................4055.01
. D e b t R e s t ru c tu r in g  .................................. 5363.042
. E q u ity  M e th o d  N o t A p p lic a b le  ............ 5131.02
. E xp e n se s  o f P e n s io n  P la n s ................... 4063A.06
. V o t i n g .................................................................1091.47

TU R N A R O U N D  PERIOD
. P e rm a n e n t D if fe r e n c e s ............U4091.048— .049
. T im in g  D i f f e r e n c e s .................  4091.22; 4091-1.02;

4091-1.04; 4095.05—.06; 4095.09-.12; 4095.23;
4095.28; U4091.035-.047

TURNOVER (PER SO N N EL)
. D e f in it io n , P e n s io n  P la n s ......................4063B.40
. F o r fe itu re  o f P e n s io n  B e n e f i t s ..........4063A.07;

U4063.089-.098
. T e rm in a t io n  C r e d i t s ................... U4063.131—.145

TWO-CLASS C O M M O N  STOCKS
. C o m m o n  S to c k  E q u iv a le n ts .................  2011.27;

U2011.018-.019
. C o n v e r t ib le  S e c u r i t ie s .............. U2011.304— .307
. D e s c r ip t io n  .................................................... 2011A.14
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

............................................................ U2011.295—.299
. Is s u e d  in  P o o lin g  o f  In te re s ts  . . . .  U1091.045—

.047
. N o n c o n v e r t ib le  S e c u r it ie s  ...U 2011 .300—.303
. T w e n ty  P e rc e n t T e s t .............................U2011.259
. T w o -C la s s  M e th o d  .............. 2011A.09; U2011.297

TWO-CLASS M ETHOD
. C o m p a r is o n , If  C o n v e r te d  M e th o d  . . . .

...............2011A.08; 2011 B.21—.22; U2011.304-.307
. C o m p u ta t io n a l G u id e l in e s ..........2011A.09—.10;

U2011.300-.307
. C o n v e r t ib le  S e c u r i t ie s .............. U2011.304— .307
. D e f in i t io n .........................................................2011D.26
. E ffe c t, D iv id e n d s  D e c la r e d ..................... 2011A.08
. E x a m p le s  ......................................... U2011.300—.307
. N o n c o n v e r t ib le  S e c u r it ie s  ...U 2011 .300—.303 
. P a r t ic ip a t in g  S e c u r it ie s  . . . 2011A.14; U2011.116 
. R ea l E s ta te  In v e s tm e n t T ru s ts  . . . U2011.361—

.366
. W h e n  A p p r o p r ia t e ........................ U2011.304— .307

U N AM O R TIZED  D ISC O U NT
. A d ju s tm e n t o f  F ace  A m o u n t . ...............  5362.03
. E a rn in g s  p e r  S h a re  C o m p u ta t io n s  . . . .

.................................... ..............U2011.142; U2011.261
. E x t in g u is h m e n t o f  D e b t .................2013.01—.17
. F in a n c ia l  S t a t e m e n t  P re s e n ta t io n  . . .4111.15;

4111A.03
. In te re s t  M e th o d  o f A m o r t iz a t io n  . . . 5361.01—

.02
. M o n e ta ry  I t e m ........................................1071B.03
. P rese n t Value C o n c e p ts .............4111 A.01—.02
. R e fu n d in g  o f T a x -E x e m p t D e b t ............  4055.12
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U N A M O R T IZ E D  D IS C O U N T — c o n t in u e d
. R e s t ru c tu r in g  o f  D e b t .................  5363.013— 014;

5363.017
. T e rm  o f  N e w  I s s u e ....................................... 5362.07
. T e rm  o f O r ig in a l I s s u e ................................ 5362.06
. T im in g  D i f fe r e n c e s ......................................4091A.05
. W r ite -O ff  o n  E x t in g u is h m e n t . . . .  5362.08—.10;

5362.20—.21

U N A U D IT E D  F IN A N C IA L  S T A T E M E N T S
. A c c o u n t in g  P o l ic ie s ......................................2045.10
. E a rn in g s  p e r  S h a re  ............................... U2011.082

U N C E R T A IN T IE S
. A c tu a r ia l A s s u m p t io n s ................. 4063A.03—.04;

4063B.03
. B e n e f its  f r o m  R e s e a rc h  a n d

D e v e lo p m e n t ................... 4211.39—.40; 4211.45;
4211.49—.52; 4211.59; 900 9 .0 9 -.11

. B e n e f its , P e n s io n  P la n s  ............................ 4063.11

. C h a n g e s  in  A c c o u n t in g  E s t im a te s  . . . 9008.17 

. C h a r a c te r is t ic  o f  F in a n c ia l
A c c o u n t in g ...................................................  1022.27

. C o l le c t ib i l i t y  o f  R e c e iv a b le s .................  5363.030

. C o n s o lid a t io n  o f  F o re ig n
S u b s id ia r ie s  .................................................. 5131.14

. C o n t in g e n c ie s  D e f in e d  ................... 4311.01—.02

. C o n v e r t ib le  D e b t ........................... 5516.06; 5516.08

. D e v e lo p m e n t S ta g e  E n te rp r is e s  . . . 2062.31— 
.32; 2062.37—.38; 2062.45

. D is c lo s u re  in  In te r im  P e r io d s  ............... 2071.22

. E c o n o m ic  A c t iv i ty  . . . .  1023.15; 1023.23; 1025.16 

. E c o n o m ic  a n d  P o lit ic a l F a c to rs  . . . 2081.057—
.060

. E m e rg e n c y  F a c i l i t ie s ................................... 4073.08

. F a ir  V a lu e  D e te rm in a t io n  . . . .  1041.17; 1041.20;
1041.26

. F o re ig n  O p e r a t io n s .................  1081.08; 1083.190;
2081.057—.060

. F u tu re  E v e n ts  .......................................1051.10—.11

. In s ta l lm e n t  M e th o d  o f A c c o u n t in g  . . . 4020.01

. In v e s tm e n t C r e d i t ........................................ 4094.10

. L e a s e  C o m m itm e n ts  b y  L e s s o rs  . . .  4053.008;
4053.090

. L o s s  C o n t in g e n c ie s  . . . .  4311.22—.23; 4311.58— 
.59; 4311.82—.84; 4311-1.01—.08 

. M a rk e t  V a lu e  R e c o v e ry  . . . .  5132.29; 5132-2.02 

. M in e r a l  P r o p e r t y  C o n v e y a n c e s  . . . .  6021.045;
6021.047

. O il a n d  G as R e s e rv e s ................................ 6021.056

. P e rc e n ta g e  o f  C o m p le t io n  M e th o d  . . .
.............................................................................4031.08

. P r io r  P e r io d  A d ju s tm e n ts .......................... 1051.31

. R ea l a n d  P e rs o n a l P ro p e r ty  T a x e s  . . . 4081.16

. R e d u c e d  b y  L a w  a n d  C u s t o m ............... 1023.16

. R e in s ta te m e n t o f  D e v e lo p m e n t
C o s t s .................................................................9009.22

. R e n e g o t ia t io n  P o s s ib i l i t ie s ............ 4042.02—.05

. R e s id u a l V a lu e s  o f L ea se d
P r o p e r t ie s .................................................... 4053.109

. R e v e n u e  o f  S e g m e n ts .............................  2081.077

. R isk  a n d  R e tu rn  o n  In v e s tm e n ts ............
2081.057—.060

. S e le c t io n  o f  A c c o u n t in g  P o lic ie s  .. . .9 0 0 1 .0 9

. T im in g  D if f e r e n c e s ............................. 4095.05—.06

. U n in s u re d  R isks  ..................................  4311.27—.30

. U n re a liz e d  P r o f i t  ...........................................4010.01

. W a r r a n t ie s .............................................. 4311.24— .25

U N C L A S S IF IE D  B A L A N C E  S H E E TS — See
S ta te m e n ts  o f  F in a n c ia l P o s it io n

U N C O L L E C T IB L E  A C C O U N T S — S ee
R e c e iv a b le s

U N C O M P L E T E D  W E LLS
. C a p i ta l iz a t io n ..........6021.011; 6021.019; 6021.022;

6021.027; 6021.031— 033

U N D E R S T A N D A B IL IT Y
. A c c o u n t in g  P o lic ie s  . . . .

U N D ER S TA N D A BIL ITY — c o n t in u e d
. A d e q u a te  D is c lo s u r e ...............  1024.31; 1027.26;

9006.06—.08
. C h a n g e s , A c c o u n t in g .................................1051.01; 1051.15
. D e fin e d  as Q u a lita t iv e  O b je c t iv e  . . . .  1022.15;

1024.17
. F in a n c ia l S ta te m e n ts ................................ 9005.02; 9007.02
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s .....................................................9000.10; 9000.20

UNDEVELOPED PROPERTIES
. C o s ts  .................................. 6021.013; 6021.017—.018

U N EAR N ED  C O M PEN SATIO N
. S to c k  Is s u e d  to  E m p lo y e e s .....................4062.14

U N EAR N ED  DISCOUNTS
. D e d u c t io n  f r o m  R e la te d

R e c e iv a b le s  ................................................. 2031.10

U N EAR N ED  IN C O M E
. D is c lo s u re  b y  L e s s o r s ...............................4053.023
. F in a n c in g  L ea se s  . . . .4053.017—.018; 4053-2.17;

4055.06—.07; 4055.12 
. L e v e ra g e d  Lea se s  . . . .  4053.043— .044; 4053-2.16
. R e a liz a t io n  P r in c ip le ..................................  1026.17
. R e s id u a l V a lu e  o f L e a se d  P ro p e r ty  . . . .

...............................................................4053.098—.099
. S a le  o f  M in e ra l I n t e r e s t ............................ 6021.047
. S a le s -T y p e  L e a s e ........................................ 4053.017

U N FU N D E D  A C TU AR IAL LIA B IL IT IE S

2045.07; 9001.10; 
9001.18

. 4063B.06

U N F U N D E D  P E N S IO N  P L A N S ...................  4063.42
. Leg a l O b lig a t io n  R e c o g n i t io n ............ 4063-1.05

U N F U N D E D  P R IO R  S E R V IC E  C O S T
. I l lu s t ra t io n ,  D e f in e d -M a x im u m  . . . .  U4063.059 
. I l lu s t ra t io n ,  D e f in e d -M in im u m  . . . .  U4063.060
. In te re s t  E q u iv a le n t ....................4063.13; 4063.17;

U4063.029-.032; U4063.053-.072
. P re s e n ta t io n  in B a la n c e  S h e e t ............ 4063.18;

U4063.118-.120

U N F U N D E D  P R IO R -Y E A R  P R O V IS IO N S
. P e n s io n -C o s t P ro v is io n  ............................4063.43

U N IF O R M IT Y
. A c c o u n t in g  fo r  G o o d w i l l ............................1091.26
. C o n s o lid a te d  F in a n c ia l S ta te m e n ts  . . .

............................................................................ 9003.39
. D is c lo s u re  o f A c c o u n t in g  P o l ic ie s ..........

9001.13—.14
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s .......................................................9000.20
. In v e n to ry  P r i c in g .......................................... 5121.07
. R o le  in  C o rp o ra te  A c c o u n t in g .................. 510.04

U N IN C O R P O R A T E D  B U S IN E S S E S
. B u s in e s s  C o m b in a t io n s ..........1091.01; 1091.05;

U1091.103-.111
. D e v e lo p m e n t S ta g e  E n te r p r is e s ......... 2062.11
. In c o m e  T a x e s  ...............................U5131.008— .012
. In ta n g ib le  A s s e ts  .......................................... 5141.05
. In te rc o m p a n y  P ro f i ts  ..............U5131.008—.012
. J o in t  V e n tu r e s ................................ U5131.008—.012
. O il a n d  G as V e n tu r e s ..............................U5131.012

U N IO N S — See T ra d e  U n io n s  

U N IT  O F M E A S U R E
. C o n v e rs io n  F a c to r s ...................................1071C.06
. C u r re n t  R a te  M e th o d ................... 1083.133—.139
. D e f in it io n  ....................................... 1026.30; 1083.243
. F o re ig n  C u r re n c ie s  . . . 1083.079; 1083.083—.095;

1083.104; 1083.159—.160
. F o re ig n  S ta t e m e n t s ......................  1083.074— .075
. M o n e y  v. G e n e ra l P u rc h a s in g

P o w e r ..................................  1083.152; 9006.08—.10
. P e rv a s iv e  M e a s u re m e n t P r in c ip le  . . . .

1026.29—.30
. P u rc h a s in g  P o w e r C h a n g e s .......... 1026.30—.32
. P u rc h a s in g  P o w e r o f  M o n e y .................  1023.30;

1071.04; 1071.44; 1071.48
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U N IT  OF M EASURE— continued 
. Single v. Multiple Un its . . . 1083.079; 1083.083—

.095
. Translation of Foreign Currency . . . 1083.006;

1083.068—.070; 1084.03
. U .S. Dollar as Reporting Currency . . . .

................................................  1083.003; 1083.202
. U .S. Dollar as Unit of M easure........  1083.079;

1083.083—.095; 1083-1.05; 1083-2.02; 1083-2.06-
.09

U N IT  OF PR O D UC TIO N  METHOD
. Mineral Interest ....................................  6021.047
. Oil and Gas Production . . . .  6021.030; 6021.035;

6021.038
U N ITE D  STATES

. Dollar Devaluations............. 1083.001; 1083.053;
1083.064; 1083.188

Economic Activity ..................   1023.12
Financial Statements in U .S .................  1022.27
Foreign Operations . ..  1083.094; 1083.108—.109;

1083.183; 1083.208
General Accounting O ffice ................. 6021.079
House of Representatives . . .  ...........  6021.079
Inflation or Deflation .....................  1026.30—.32
Research and Development Costs . . . 4211.17
Unit of Measure .............  1026.29—.30; 1083.003;

1083.079; 1083.083-.095; 1083.202; 1083-1.05;
1083-2.02; 1083-2.06-.09

U N IVER SITIES  AN D  COLLEGES
. Earnings per Share ........................... U2011.069
. Research and Development Costs . . . 4211.17

UNPROVED PROPERTIES
. Abandonment ............... 6021.040—.041
. Assessment ........................... 6021.028; 6021.039
. Asset Recognition ................................ 6021.027
. Assignment of Operating In te re st........

............................................................... 6021.047
. Cost of Acquisition............................... 6021.015
. D e fin itio n ..................................................6021.011
. Exchanged for Other Properties . . . .  6021.044
. Impairment of V a lu e ...........................  6021.012
. Offshore W e lls ........................................  6021.034
. Reclassification to Proved

Pro p e rtie s............................................  6021.029
UNREALIZED APPRECIATION  

(D EPREC IA TIO N )
. Market Value of Shares .......................  5561.06
. Pension Funds .................  4063.28—.29; 4063.32;

U4063.103-.108
. . Variable Annuities ........ 4063.33; U4063.109—

.112
UNREALIZED GAINS OR LOSSES

. Equity Method ..................   9003.26

. Foreign Exchange ............... 1083.060; 1083.178;
1083.185—.192

. Income T a x e s ........................................... 5132.22

. Inventory W rite-D ow ns...........................9002.16

. Investments in Foreign Operations . . .
. .....................................................  1083.170—.171

. Marketable Equity Se c u rit ie s............. 5132.07;
5132.10—.13; 5132.15—.18; 5132-2.01—.05; 

5132-3.01—.03; 5132-4.01—.08; 5132-5.03
UNREALIZED PROFIT

. Elimination in Consolidation ................9003.12

. Equity Method ........................................  9003.26

. General R u le ............................................. 4010.01
. 4094.21UN U SED  IN V E S T M E N T CREDITS .

. Carrybacks and C arryforw ards.............
U4091.106-.114

U N U SU A L ITEM S
. All Inclusive Concept..................... 9008.06—.08
. Changes in Accounting Estimates . . . 9008.16 
. Criteria for Extraordinary Items . . . 2012.20—

.21
. D e fin itio n .................................................. 9008.03

U N U SUA L ITE M S — continued 
. Disclosure in Interim Statements . . . 2071.21;

2071.30; 2071-1.17; 2071-1.35 
. Disclosure Requirements . . . .  2012.26; 9005.18;

9008.06; 9008.09—.10; 9008.18
. Earnings Per Share Effects .................2012.26
. Effective Date of Se c tio n .....................9008.24
. Estim a tio n ................................................ 9008.22
. Examples Meeting C rite ria ...............U2012.006
. Excluded from “Ordinary” Income . .

...............................................................2071-1.05
. Funds Statements . . . .  9007.06; 9007.08; 9007.21
. Gains or L o sse s ......................... 9008.03; 9008.10
. Income Statement Classification ........

2012.04—.06; 9003.44; 9008.01; 9008.05-.10;
9008.12

P rio r Period Ite m s ..................................9008.12
Relation to Extraordinary Ite m s........ 9008.09
Scope of Section ........................... 9008.01—.02
Segment Information ...........................2081.024
Tax Effects in Interim Period ............. 2071.19;

2071-1.02; 2071-1.16—.18; 2071-1.28 
. Unconsolidated Sub sid ia rie s................9003.49

U SE F U L  L IF E — See also Economic Life
Criterion for Classifying Leases . . . .  4053.075
D e fin itio n ....................................................9004.02
Depreciable Assets
. Allocation of C o st.................................9004.13
. Change in Estimate ............ 1051.10; 9008.16
. Contrast with Guidelines...........4093.05—.06
. Disclosure Requirem ents................. 9004.18
. Est im a tio n ..............9004.05—.06:9004.15—.16
. Land and Bu ild in g s..................... 9004.09—.11
. Residual Value...................................... 9004.07
Depreciation Guidelines ...............4093.02.—04
Emergency Facilities . . . 4073.02—.03; 4073.05—

.06
Intangible A sse ts ...............5141.02; 5141.17—.23
Less Than N o rm a l...................................4071.09

U SE F U LN E S S
. All Inclusive Concept...............................9008.07
. Basic Purpose of Financial

Accounting............................................  1022.13
. Change in Accounting Principle . . . .  1051.29—

.30
. Disclosure of Accounting Policies . . . 2045.04;

2045.07
. Disclosure of P rio r Period Items . . . .  9008.13
. Earnings Per Share F ig u re s.................  1027.28
. Enhanced by V e rif ia b ility .....................  1024.18
. Funds Statements . . . .  2021.02; 9007.02; 9007.06 
. Importance of Understandability . . . .  1024.17
. Income Statement Favored.................  1026.36
. Interim Financial Inform ation............. 2071.06;

2071.09
. Qualitative O bjectives............. 1022.15; 1024.13
. Research and Development Costs . . . .

...................................... 4211.50; 9009.08; 9009.14
. Segment Information .........................  2081.005

U SE R S
. Classes ....................................................
. Common N e e d s........  1023.07; 1024.16;

1022.10 
1024.19; 
1025.12

. C om p a ra b ility  A d ju s tm e n ts ................  1024.26

. C onso lida te d  Financia l S ta te m e n ts  . . .
............................................ 9003.05—.09; 9003.33

. C o s t o f Financia l A c c o u n tin g .............. 1024.40

. C re d ito rs.......................  1023.05; 1023.08; 1024.10

. C ustom ers...............................................  1023.05

. Decision M o d e ls.......................  4211.50; 4311.64

. D ec ision  P r o c e s s e s ........  1022.10; 1022.29—.30;
1024.10

. D em ands fo r  Financia l In fo rm a tio n  . . .
....................................................  1022.24; 1029.03

. Development Stage Costs . . .  2062.30; 2062.38;
2062.49

. Direct Interest Groups ........................  1023.05

UNI Copyright©1978, American Institute of Certified Public Accountants, Inc.
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USERS— c o n tin u e d
. D isc losure  o f A c co u n tin g  P o lic ie s .........

2045 .01-.16 ;9001 .10-.12
. D isc losu re  o f D e p re c ia tio n

M e th o d s  ......................................................... 9004.12
. D isc losu re  R e q u ire m e n ts .......................  1024.09
. Earn ings V a ria b ility  .........................  4311.64— .65
. E m p lo y e e s ....................................................... 1023.05
. Essentia l In fo rm a t io n .................  2021.07; 2045.08
. E v a lu a tio n  o f  R isk  a n d  R e tu rn  . . . .2 0 8 1 .0 5 7 —

.060
. E x tin g u ish m e n t o f D e b t ........................... 2013.09
. F inancia l A na lys ts  ...................................... 1023.06
. F in a n c ia l P r e s s ............................................. 1023.06
. Fore ign E xchange R ate C hanges . . . 1083.164;

1083.198—.199; 1083.215; 1083.224
. F u n d s  S ta t e m e n t s ...................................... 2021.04
. G enera l-P u rpose  In fo r m a t io n .............  1023.07
. Im p o r ta n c e  o f  In c o m e  S ta te m e n t . . . 1022.04;

1026.36
. In d ire c t  In te re s t  G r o u p s ........................... 1023.06
. In f lu e n c e  o n  F in a n c ia l A c c o u n t in g  . . . 1023.03 
. In te rn a t io n a l A c c o u n t in g

S ta n d a r d s .....................................................  9000.06
. In v e s tm e n t B a n k e rs  ..................................  1023.06
. I te m s  E x c lu d e d  f r o m  N e t In c o m e  . . . 9008.05
. I te m s  In c lu d e d  in  N e t I n c o m e ................ 9008.07
. L a c k  o f C o m p a r a b i l i t y ...................... 1024.31—.32
. L a w y e r s ............................................................. 1023.06
. L ea se  D is c lo s u r e .......... 4053.096; 4053.118—.120
. M a n a g e m e n t .................  1023.05; 1023.08; 1024.10
. M a rk e ta b le  E q u ity  S e c u r it ie s  ................ 5132.41
. N e e d  fo r  In fo r m a t io n  ............... 1022.02; 1022.14;

1022.25; 1023.09
. N e e d  fo r  S e g m e n t In fo r m a t io n  . . .  1083.056— 

64; 2081.005; 2081.047; 2081.070— .071;
2081.074— .075; 2081.085

. N e u t r a l i t y  as O b je c t iv e .............................  1024.19

. O il a n d  G as R e s e rv e s  D a t a ...................  6021.072

. O v e re m p h a s is  o n  S in g le  M e a s u re  . . . 1022.31

. O w n e r s .................  1023.05; 1024.10

. P u b lic  O f fe r in g  o f  S e c u r i t ie s .................  1051.29;
2083.13

. R e g is tra t io n  A u t h o r i t ie s ........................... 1023.06

. R e g u la to ry  A u th o r it ie s  ............  1023.06; 1023.08

. R e lia n c e  o n  F in a n c ia l S ta te m e n ts  . .  . 1024.35;
9005.02

. R e lia n c e  o n  In d e p e n d e n t A u d ito r  . . . .  1024.37

. R e lia n c e  o n  S in g le  M e a s u r e .................... 1022.31

. R e p o r t in g  A g e n c ie s ....................................  1023.06

. R e s e a rc h  a n d  D e v e lo p m e n t
A c t iv i t ie s  ........................................ 9009.04; 9009.13

. S p e c ia l N e e d s  ...............................  1023.08; 1024.19

. S to c k  E x c h a n g e s ........................................  1023.06

. S u m m a r iz e d  In te r im  D a t a ..................... 2071.32

. S u p p le m e n ta ry  In fo rm a t io n
R e q u i r e d ........................................................ 1022.30

. S u p p lie rs  .........................................................  1023.05

. T a x in g  A u th o r it ie s  ...................... 1023.05; 1023.08

. T ra d e  A s s o c ia t io n s ...................... 1023.06; 1023.08

. U n c o n s o lid a te d  S u b s id ia r ie s ................ 9003.37

. U n d e rs ta n d in g  F in a n c ia l
A c c o u n t in g ...................................................  1024.17

. U n io n s  .......................................    1023.06

U TIL IT IE S , PU BLIC — See also R egu la ted
In d u s t r ie s ...................................................6011.01—.05

. Loss C o n t in g e n c ie s ..................................... 4311.13

. P o o lin g  o f  R isks  ............................................ 4311.45

U T IL IT Y  OF GOODS
. Losses on In v e n to r ie s .....................  4311.74— .75;

5121.07—.08
. M e a su re m e n t ......................................5121.08—.09

U T IL IT Y  REVENUE
. P r io r P eriod  A d ju s tm e n ts ..........................2014.13

VAC A TIO N  PAY
. A ssum ed in Business C o m b in a tio n s  . . .

............................................................................. 1091.88

VACATIO N PAY— c o n t in u e d
. In te r im  F in a n c ia l S t a t e m e n t s ............. 2071.15
. T im in g  D if fe r e n c e s .....................................4091A.03

V A L U A T IO N — S ee a ls o  A c tu a r ia l 
V a lu a t io n s

. A llo w a n c e , M a rk e ta b le  S e c u r i t ie s ..........
5132.07—.08; 5132.11—.12; 5132.23; 5132-3.01—

.05
. A llo w a n c e , O il a n d  G as P ro d u c in g

C o m p a n ie s ..................................................6021.057
. A llo w a n c e , U n p ro v e d  P r o p e r t ie s ............

6021.028-.029; 6021.047
. C o m p a r is o n  w ith  M e a s u r e m e n t .......... 1023.27
. C o n v e rs io n  O p t io n  ....................2011D.09; 5516.06
. C u r re n t  V a lu e ........................  9006.05—.06; 9006.12
. D e p re c ia b le  A s s e ts  ......................................9004.17
. E q u ity  In te re s t  ............................................ 5363.015
. F a ir V a lu e  B a s is  ............................................. 1041.18
. F a ir  V a lu e , C o m m o n  S to c k  . . .  U2011.190— .194
. In te re s t  R a te s  fo r  N o t e s .................4111.12—.13
. In v e n to r ie s — S ee In v e n to ry  P r ic in g
. N e t o f  T a x  M e t h o d ............ 4091.20; 4091.53—.54;

4091.63; U4091.028—.029
. P re s e n t V a lu e  ................. .. 4111.04; 4111.08—.09;

4111A.01—.02
. R e c e iv a b le s  T ra n s fe r re d  to

C r e d i t o r s ......................    5363.014
. S a v in g s  a n d  L o a n  A s s o c ia t io n s  . . . 1091-1.01—

.10
. T ra n s la t io n  o f F o re ig n  B a la n c e s ............

1083.148—.149

VALUE
. A p p r a is a l ........................... 1071.05; 1071.48; 4072.01
. Business C o m b in a tio n s  .............................1091.19
. C u r re n t  . . . .  1071.05; 1071.48; 1071D.02; 6021.004;

9006.05—.06; 9006.13
. D e c l in e .............. 5141.02; 9003.24; 9003.42; 9003.51
. D iscove ry— See D iscovery  Value
. G o o d w ill ........................................ 5141.17—.23
. Im p a irm e n t ...............  4311.74— .75; 4311-1.01—.02
. Im p a irm e n t, Oil and Gas P ro p e rtie s  . . .

. . . 6021.012; 6021.027—.029; 6021.031; 6021.034;
6021.040-.041; 6021.047

L a n d  ..................................................................... 9004.11
. M a rke t— See M a rke t Value
. N o n m o n e ta ry  Assets .................................1041.10
. P resen t— See P resen t Value 
. R esidual— See Residual Value

V AR IA B ILITY
. E lem en t in U ser D ecis ions ................... 4211.50;

4311.63—.65

VARIANCES, COST
. In te r im  F in a n c ia l S t a t e m e n t s ..............  2071.14

VARIANCES FROM GENERALLY
ACCEPTED A C C O U N TIN G  PRINCIPLES

. R egu la ted In d u s t r ie s ........................ 6011.03—.05

VENTURE C APITAL ENTERPRISES
. In ve s tm e n t D e c is io n s ............................... 2062.49

VENTURE, JO IN T — See J o in t ly  Ow ned 
C om pan ies

V ER IF IABIL ITY
. C h a ra c te r is tic  o f F inancia l

A c c o u n t in g ...................................................  1022.27
. D efined as Q u a lita tive  O b je c tive  . . . .  1022.15;

1024.18
. D isaggregated  In fo rm a tio n  . . . .  2081.063—.067
. M e asu re m en t D if f ic u lt ie s ........................  1024.40
. T e s t o f R e s u lts ..............................................  1024.18
. T rade -O ff o f O b je c t iv e s .............................  1024.39

VESTED BENEFITS
. A c tu a r ia lly  C o m p u te d  V a lu e ................. 4063.14;

U4063.073-.078; U4063.089-.098; U4063.186-
.189

. D eath, D isab ility  B ene fits  . . . .  U4063.190—.191

V E SAICPA Professional Standards
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VESTED BENEFITS— c o n tin u e d
. D e f in i t io n ....................................................4063B.43

D isc losu re  R e qu irem en ts  ....................  4063.46;
U4063.121—.123

. il lu s tra t io n , D e fin e d -M in im u m  . . . .  U4063.060

. P ension  R e fo rm  A c t (1 9 7 4 ) .............. 4063-1.04

. P ro v is io n  R e q u ire m e n ts  ...................... 4063.17;

V O TIN G  POWER— See V o tin g  R ights
V O TIN G  PROCEDURE

. C o m m it te e  o n  A c c o u n t in g
P r o c e d u r e .............................................. 510.06—.07

. D is s e n ts ............................................................... 510.06

. F in a n c ia l A c c o u n t in g  S ta n d a rd s
B o a r d .................................................................2014.07

. G e n e ra l A c c e p ta b i l i t y  o f  A P B
O p in io n s ............................................................510.06

. In te rn a t io n a l A c c o u n t in g  S ta n d a rd s
C o m m it te e  .........................................  9000.13—.15

. M a jo r i ty  R e q u ire m e n t .................................. 510.06

. P re v a il in g  P ra c t ic e  .......................................510.07
P r io r  O p in io n s  .................................................. 510.07

. P ro fe s s io n a l V ie w s ......................................... 510.07

. R e p re s e n ta t iv e  C h a r a c t e r ........................ 510.06

. S ta te m e n ts  o f  th e  B o a rd  . . . .  1029.14; 1071.50

. S u b m is s io n  to  M e m b e rs  ...........................510.06

VO TIN G  RIGHTS
. C o n s o lid a t io n  P o l i c y ..................................9003.38
. D e f in i t i o n ......................................................... 9003.04
. D is c lo s u re  R e q u ire m e n ts ........................ 2011.19
. E q u ity  M e th o d  .............................................. 5131.18

V O TIN G  STOCK
. C o m p a re d  to  T re a s u ry  S t o c k .............  9003.04
. E q u ity  M e th o d ...............................  1027.23; 5131.18
. M in o r i ty  O w n e r s h ip ...................  1027.13; 5131.17
. M in o r i ty  O w n e rs h ip  (S -4 A ) .................. 1027.09

WAGES
. E ffe c ts  o f  P r ic e -L e v e l C h a n g e s  ........  1071.06;

4071.16
. In te r im  F in a n c ia l S ta te m e n ts .............  2071.13;

2071.15
. R e s e a rc h  a n d  D e v e lo p m e n t C o s ts  . . . .

............................................4211.11; 9009.06; 9009.15

W AR A N D  DEFENSE CONTRACTS
. T e rm in a te d  ............................................4043.01—.32

W ARRANTIES— S ee G u a ra n te e s  a n d  
W a r ra n t ie s

W AR R AN TS, STOCK— See S to c k  
P u rc h a s e  W a rra n ts

WASTE M A TE R IA L— See S c ra p  

W EIGHTED AVERAGE
. C o m p u ta t io n a l G u id e l in e s ................... 2011A.02;

U2011.105-.110; U2011.360 
. C o n v e rs io n s  D u r in g  P e r io d  . . . U2011.151—.153
. D e f in it io n  ..................................201 ID .28; U2011.109
. E a rn in g s  p e r  S h a re  C o m p u ta t io n  ...2 01 1 .0 7 ;

U2011.010
. E x a m p le s .........................2011D.28; U2011.106-.107
. F o re ig n  C u r re n c y  T r a n s la t io n ........... 1083.013;

1083.045; 1083.168
. I l lu s t ra t iv e  S ta t e m e n t .............................2011C.03
. In v e n to ry  C o s t F o r m u la .................9002.13—.14;

9002.24
. M a rk e t  P r ic e s  ..............................U2011.181—.182
. P r im a ry  E a rn in g s  p e r  S h a re  .................2011.24
. R e a c q u ire d  S h a re s  ................................U2011.107
. R u le  o f  7 8  ...................................................U2011.109
. T re a s u ry  S to c k  M e th o d  ........U2011.205—.206

W ELLS
. D e v e lo p m e n t— S ee D e v e lo p m e n t W e lls  
. E x p lo ra to ry — S ee E x p lo ra to ry  W e lls  
. S e rv ic e — S ee S e rv ic e  W e lls  
. S t r a t ig r a p h ic  T e s t— S ee S t ra t ig ra p h ic  

T e s t W e lls
U n c o m p le te d — S ee U n c o m p le te d  W e lls  

WORK IN  PROCESS
. A c q u ire d  in  B u s in e s s  C o m b in a t io n s  . . .

............................................................................. 1091.88

WORK IN  PROCESS— c o n t in u e d
. In v e n to ry  C o s ts  .............................................5121.05
. In v e n to ry  D e f in it io n  .......... 5121.02—.03; 9002.01
. P re s e n ta t io n  o f I n v e n to r ie s .....................9002.18

W ORKING C APITAL
. C la s s ifie d  B a la n c e  S h e e ts  . . . .  2033.07; 2033.20
. C o n c e p t o f  F u n d s  S ta te m e n ts ............  2021.06;

9007.04
. D e f in i t io n ..........................................................  2031.03
. D is c lo s u re  in F u n d s  S ta te m e n ts  . . . 2021.09— 

.15; 9007.18—.19; U2021.001-.004
. D is c lo s u re  o f C o m p o n e n ts  ...................  1027.25
. D is c lo s u re  o f S e g m e n t In fo rm a t io n  . . .

........................................................................ 2081.088
. I m p a i r m e n t ..........................   2031.01
. In te r im  P e r io d  D is c lo s u re  ...................... 2071.33
. O p e ra t in g  C y c le  C o n c e p t . . . .  2031.05; 2031.07;

2033.02; 2033.08; 2033.20

W O R KM EN ’S C O M PEN SATIO N
. R e la tio n  to  C o n t in g e n c ie s ....................... 4311.07

W RITE-DOW NS
. A s s e ts , C o rp o ra te  R e a d ju s tm e n ts  . . . 5581.04 
. D e b t R e s t ru c tu r in g — See 

R e s t ru c tu r in g  o f  D e b t
E q u ity  M e t h o d ............... 9003.31; 9003.42; 9003.51

. In ta n g ib le  A s s e ts ...........................2012.16; 2012.23
In v e n to r ie s .......... 1027.25; 1083-2.06—.10; 2012.16;

2012.23; 2071.14; 2071.17; 5121.05; 9002.16—.17;
9002.29—.32

. In v e n to r ie s , F o re ig n  O p e r a t io n s ............
1083.046—.049; 1083-2.01-.11

. M a rke ta b le  E qu ity  S e c u r it ie s ..............5132.01;
5132.03; 5132.21; 5132.29; 5132-2.01—.05

. O p e ra tin g  A s s e ts ......................................4311.31

. P rice-Leve l R e s ta te m e n ts ...................  1071.37;
1071C.17

. P ro d u c tive  Fac ilitie s  (M -5C ) ............... 1027.09

. P r o p e r ty ........................................2012.16; 2012.23
R e c e iv a b le s .................. 1027.25; 2012.16; 2012.23;

U2010.001-.003
WRITE-OFFS

. Assets o f P rio r P e r io d s ...........................  1026.24

. Im m e d ia te ................................... 1027.07; 1027.10

. In tang ib le  A ssets . . . .  2012.16; 2012.23; 5141.13;
5141.17; 5141.20— 21

. In v e n to r ie s ............. .................  - 2012.16: 2012.23
P r o p e r ty ......................................... 2012.16; 2012.23
Receivables ..................2012.16; 2012.23; 9008.08

. R esearch and D eve lo pm e n t C osts  . . . .
___ 4211.15; 4211.58; 9009.08; 9009.10; 9009.21-

.22
. U n a m o rtize d  D iscoun t . . . ,  . 5362.05; 5362.08—

.10:5362.20—.21

W RITE-UPS
. M a rke ta b le  E qu ity  S e c u r it ie s ............. 5132.01;

5132.03; 5132.21; 5132.29; 5132-2.02

YIELD, CASH
. C hange in R a te s ....................  2011.33; U2011.114;

U2011.135
. C om m on  S to ck  E qu iva len ts .................2011.25
. C o m p u ta tio n a l G u id e s .............. U2011.135—.140
. C rite r ia , C o m m o n  S to ck

Equiva lence ..............  2011.33—.34; 2011B.09;
U2011.113

. C ritic is m  o f M e th o d ...............................2011B.12

. D e f in i t io n ...................................................2011D.03

. D e te rm in a tio n  o f R es idua lity  ........... 2011B.15

. In c o rre c t E s t im a te ..................... U2011.126—.127

. N o n co n ve rtib le  S e c u r it ie s .....................2011.31

. Package Issuance ................................U2011.137

. P ro p e rty  In c lu d e d ...................U2011.138—.139

. S ta tu s  A fte r Issuance ...............2011B.05—.08

. T e s t ................................................. U2011.135-.140

. T im e of Issuance ............................U2011.136
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