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HOW TO USE THIS VOLUME

Scope of the Volume...

This Volume, which is a reprint of the looseleaf edition of Tech-
nical Practice Aids, includes selected Technical Information Service
Inquiries and Replies, Statements of Position of the Accounting
Standards Division of the American Institute of Certified Public
Accountants, and guidance material related to the Voluntary Quality
Control Review Program for CPA Firms.

How This Volume is Arranged . . .
The contents of this Volume are arranged as follows:
Technical Information Service Inquiries and Replies

Introduction
Financial Statement Presentation
Assets
Liabilities and Deferred Credits
Capital
Revenue and Expense
Specialized Industry Problems
Specialized Organizational Problems
Audit Field Work
Auditors’ Reports

Accounting
Introduction
Statements of Position

Quality Control Review Program

How to Use This Volume ...

The arrangement of material is indicated in the general table of
contents at the front of the Volume. There is a detailed table of
contents covering the material within each major division.

The major divisions are subdivided into sections, each with its
own section number. With respect to Inquiries and Replies, within
each section, each Inquiry and Reply is decimally numbered. For
example, section 1200.02, Disposal of a Segment of a Business, is the
second Inquiry and Reply in section 1200. When an Inquiry and
Reply is deleted, its number is reserved.

AICPA Technical Practice Aids



How to Use This Volume

The TIS Appendixes provide cross references from the pronounce-
ments of the American Institute of Certified Public Accountants, the
Securities and Exchange Commission, and the Financial Accounting
Standards Board to the Inquiries and Replies included in this Volume.

The TIS topical index for the Inquiries and Replies uses the key
word method to facilitate reference to the inquiries. This index is
arranged alphabetically by subject, with references to section numbers.

Statements of Position are assigned section numbers in chrono-
logical order as they are issued. Each paragraph or equivalent is
decimally numbered for reference purposes.

The ACC topical index for the Statements of Position facilitates
reference to the Statements. This index is arranged alphabetically by
subject, with references to section and paragraph numbers.

The quality control review program includes checklist question-
naires for technical standards reviews of audited and unaudited state-
ment engagements, and sample quality control documents for local
CPA firms.

Copyright © 1978, American Institute of Certified Publie Accountants, Ine.
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TECHNICAL INFORMATION SERVICE
INQUIRIES AND REPLIES

Introduction
The inquiries and replies in this section of the AICPA TecH-
NICAL PRACTICE AiDs are based on selected Technical Information
Service correspondence.

The sole responsibility for the material contained in this
section rests with the staff of the Technical Information Service.
This material has not been approved, disapproved, or otherwise
acted upon by the senior technical committees of the American
Institute of Certified Public Accountants or the Financial Ac-
counting Standards Board.

As a matter of Institute policy, the Technical Information
Service staff does not undertake to give opinions on the tax or
legal aspects of questions submitted.

The following disclaimer applies to all Technical Informa-
tion Service correspondence and to the material in this section:

Views expressed by the Technical Information Service
are not official opinions of the Institute or any of its com-
mittees, unless so indicated. Comments of the Technical
Information Service staff must be accepted as the personal
views of the individuals who offer them. Efforts are made
to offer reliable and helpful replies to inquiries presented,
and accordingly, the Service consults available authorita-
tive sources to the extent that time and work-load permit.
The Service’s suggestions are based solely on the facts
presented to it, and are applicable only if the circumstances
are not changed.

AICPA Technical Practice Aids Introduction






TS Section 1000

FINANCIAL STATEMENT
PRESENTATION

101

TABLE OF CONTENTS

Section

1100 Statement of Financial Position

.01 Need for Comparative Financial Statements

.02 Classification of Assets and Liabilities as Current and
Noncurrent

.03 Unclassified Balance Sheet for Venture with Limited Life

.04 Offsetting of Long-Term Contract Excess Billings Against
Excess Costs

.05 Merchandise Held for Future Delivery Under Contract
.06 Classification of Idle Property
.07 Comparative Statement Disclosures

1200 Income Statement
.01 Disclosure of Revenues of an Agent
.02 Disposal of a Segment of a Business
.03 Discontinued Operations—Decision Reversed

1300 Statement of Changes in Financial Position

.01 Title of Funds Statement

.02 Title of Funds Statement When Fund is Cash

.03 Comparative Statements of Changes in Financial Position

.04 Elements of Working Capital [Amended]

.05 Statement of Changes in Financial Position for Annual
Report with Balance Sheet Only

.06 Format of Statement of Changes in Financial Position
when Operations Result in an Application of Funds

.07 Statements of Changes in Financial Position for Nonprofit
Organizations

.08 Effect of Change in Depreciation Method on Statement
of Changes in Financial Position

.09 Presentation of Property Sold in Statement of Changes in
Financial Position

1400 Consolidated Financial Statements

.01 Operations of Subsidiaries and Parent Closely Related
[Amended]

.02 Consolidation of Corporation and Proprietorship

{.03] Reserved
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Section

1400 Consolidated Financial Statements—Continued

[.04] Reserved

.05 Accounting for Investments on Unconsolidated State-
ments Issued as Supplements to Consolidated
Statements

.06 Combined and Separate Financial Statements

.07 Reporting on Company Where Option to Acquire Control
Exists

.08 Intercompany Profits in Inventories
09 Intercompany Profit on Sale of Receivables
[.10] Reserved

.11 Reasonableness of Rate of Return on Intercompany
Profits of Public Utility

[.12] Reserved
.13 Presentation of Investment in Partnership
.14 Consolidation of Indirect Subsidiaries
.15 Temporary Loss of Control of Subsidiary
[.16] Reserved

1500 Cash Basis Statements or Modifications Having Substantial
Support
[.01] Reserved
[.02] Reserved

.03 Presentation of Income Tax Expense in Cash Basis Finan-
cial Statements

1600 Personal Financial Statements

.01 Personal Financial Statements on Cash Basis

.02 Equity Method for Investments on Personal Financial
Statements [Amended]

.03 Deferred Taxes on Undistributed Earnings on Personal
Financial Statements

.04 Valuation of Community Property After Probate

1700 Interim Financial Statements

> The next page is 121. <&
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Section 1100

Statement of
Financial
Position

.01 Need for Comparative Financial Statements

Inquiry—Are both a balance sheet and income statement (and,
therefore, also the funds statement) required for all annual
reports, and must all such statements be in comparative form
for at least two years?

Is either statement alone a fair presentation? There are cer-
tain specific circumstances where this question can be specifically
raised, for example, does a balance sheet alone (especially if not
in comparative form) ‘‘fairly present’’ financial position if the
client incurred a material operating loss during the current year?

Reply—Paragraph 2 of chapter 2A of Accounting Research
Bulletin No. 43 recommends, but does not require, presentation
of comparative financial statements. However, by its Securities
and Exchange Act of 1934 Release No. 9000, the SEC requires
comparative financial statements for the last two fiscal years,
both in financial statements submitted to it and, under its proxy
regulations, in annual reports of such companies to the public.

Statement on Auditing Standards No. 2, paragraph 5 states:

Reference in the fourth reporting standard to the financial statements
“taken as a whole” applies equally to a complete set of financial
statements and to an individual financial statement, for example, to
a balance sheet. The auditor may express an unqualified opinion on
one of the financial statements and express a qualified or adverse
opinion or disclaim an opinion on another if the circumstances call
for this treatment.

Paragraph 13 of SAS No. 2 states:

The auditor may be asked to report on one basic financial state-
ment and not on the others. For example, he may be asked to report
on the balance sheet and not on the statements of income, retained
earnings or changes in financial position. These engagements do not
involve scope limitations if the auditor’s access to information under-
lying the basic financial statements is not limited and if he applies
all the procedures he considers necessary in the circumstances; rather,
such engagements involve limited reporting objectives.

AICPA Technical Practice Aids § 1100.01



122 Financial Statement Presentation

Therefore, it appears a separate statement of financial position
may fairly present financial position, and a separate statement
of income may fairly present results of operations for a period.
Such statements are useful for certain purposes, such as in state-
ments furnished to indicate compliance with bond indentures and
reports on operations for an interim period. The fact that many
users of financial statements will require a statement of financial
position, a statement of income, a statement of changes in stock-
holders’ equity, and a statement of changes in financial position
to properly evaluate a company does not indicate that a single
statement may not fairly present the information it purports to
present.

A statement of financial position, as the term is generally used,
refers to a ‘“picture’’ of an entity at one point in time. Losses
from operations should be appropriately reflected in the retained
earnings account of the entity. If the losses are so great that the
‘“‘going concern’’ premise is in question, proper treatment of this
matter is necessary for the statement to reflect ‘‘financial posi-
tion,”’” whether or not an accompanying statement of income is
presented.

Each statement should stand on its own when presented in
conjunction with the other, and therefore should be able to stand
on its own when presented separately. The fact that neither
statement by itself is adequate for full evaluation of the company
should not preclude issuance of such statements, as they may
serve other purposes.

.02 Classification of Assets and Liabilities as Current and
Noncurrent
Inquiry—The statement of financial position of a securities
broker has no breakdown between current and noncurrent assets
and liabilities. Is this acceptable?

Reply—In most cases, it is not necessary that the assets and
liabilities of a securities broker be classified as current or non-
current. The AICPA Industry Audit Guide, dudits of Brokers
and Dealers in Securities (1973), discusses this topic on page 54:

It should be noted that in Exhibits E and K [in the guide] no
separation of assets and liabilities as between current and noncurrent
is made. For the typical brokerage concern, such a distinction has
little meaning and requires arbitrary decisions which might be mis-
leading. For example, margin debit balances while subject to demand
for payment by the broker, and thus theoretically current, are

§ 1100.02 Copyright © 1975, American Institute of Certified Public Accountants, Inc.



Statement of Financial Position 123

generally sought to be maintained (as long as properly margined)
on a long term basis. Similarly, bank loans, payable on demand, are
usually collateralized by securities purchased in margin accounts by
customers and may be virtually long term in substance. Investments
in marketable securities may be long or short term but the factors
influencing the sell or hold decision, such as alternative investment
opportunities, change frequently. Some confusion as to current or
noncurrent status could result also from the customary application
of the net capital rules where concepts such as “immediate converti-
bility into cash,” “collectible within 30 or 45 days,” etc., have evolved.

Thus, for the typical brokerage concern, it is believed that appro-
priate description of the assets (such as distinguishing clearly between
marketable and not readily marketable investments) and liabilities
without arbitrary distinction between current and noncurrent is the
most meaningful presentation. However, if the brokerage concern
diversifies to a substantial degree into nonfinancial businesses, such
a distinction may be appropriate.

03 Unclassified Balance Sheet for Venture with Limited Life

Inquiry—A corporation has recently been organized with the
sole purpose of constructing a shopping center which will take
several years to complete, after which the company will be liqui-
dated. The company uses the completed contract method to
recognize income, and will have only one operating cycle. Would
an unclassified balance sheet be appropriate?

Reply—An unclassified balance sheet would be more appro-
priate than a classified one in this situation. The sole purpose of
the corporation is to construct the shopping center, and the
appropriate time frame for reporting purposes, by definition,
becomes the time required to complete the projeet, rather than
an arbitrary one-year period.

04 Offsetting of Long-term Contract Excess Billings
Against Excess Costs

Inquiry—Billings in excess of costs exceed costs in excess of
billings in connection with long-term contracts. Can these items
be offset on the balance sheet?

Reply—Accounting Principles Board Statement No. 4 states
in paragraph 198, item R-8B, ¢‘ Assets and liabilities in the bal-
ance sheet should not be offset unless a legal right of setoff
exists.’’ Offsetting or netting amounts is also discussed on pages
31-33 of the AICPA Industry Audit Guide Audits of Construc-
tion Contractors (1965).

AICPA Technical Practice Aids § 1100.04



124 Financial Statement Presentation

Billings in excess of costs and costs in excess of billings should
be classified separately unless, in fact, a legal right of setoff
exists. The presentation of ‘‘costs and estimated earnings in
excess of billings on uncompleted contracts’’ and “‘billings in
excess of costs and estimated earnings’’ is illustrated in the
audit guide (pages 66-67).

05 Merchandise Held for Future Delivery Under Contract

Inquiry—A meat packing company won a U.S. Department of
Agriculture contract. Under the terms of the contract, the com-
pany must immediately buy and process beef carcasses. After
inspection, the finished product will be transferred to a ware-
house where it will be held for later delivery. During the storage
period, the meat packer is not allowed to replace these products
with other newly manufactured products. The risk of loss
remains with the company.

Since the merchandise does not represent normal inventory,
would it be proper to show this merchandise under the designa-
tion ‘‘unbilled government contracts’’?

Reply—Under the circumstances, it would be acceptable to
report this merchandise as ‘‘unbilled government contracts’’
since the meat is not available for normal sales and is being held
pending instructions from the government.

06 Classification of idie Property

Inquiry—What is the appropriate balance sheet presentation
of idle property?

Reply—Page 257 of Accounting Research Study No. 7, Inven-
tory of Generally Accepted Accounting Principles for Business
Enterprises, states:

Plant assets on the balance sheet may include property in
use and property held with reasonable expectation of its being
used in the business. It is not customary to segregate or indi-
cate the existence of temporarily idle plant, reserve, or standby
equipment. Property abandoned but not physically retired and
facilities still owned but no longer adapted for use in the busi-
ness, if material in amount, should be removed from plant ac-
counts and recorded separately at an estimated realizable
amount, appropriately explained.

When a material portion of plant and equipment has been
idle for a protracted period with no apparent likelihood of re-
suming operations, the amount should be set forth separately

§ 1100.05 Copyright O 196, Ameriean Insiitute of Cortified Publis Assountants, Ins.



Statement of Financial Position 125

with an appropriate caption. Such idle plant facilities involve
a continuing expense, and creditors, stockholders, and others
interested should be apprised of the fact that property, plant,
and equipment exceed apparent reasonable needs.

.07 Comparative Statement Disclosures

Ingquiry—When financial statements of the prior period are
presented on a comparative basis with financial statements of
the current period, should the notes to the comparative financial
statements disclose details for the prior year?

Reply—Generally, in practice notes to comparative financial
statements are also comparative if they present details of items
on the financial statements or are otherwise pertinent.

> The next page is 161. <—&
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Section 1200

Income Statement

.01 Disclosure of Revenues of an Agent

Inquiry—Company A is in the business of arranging sales of
used cars for which service it receives a commission based on an
established fee schedule. Company A receives title to the cars
sold but simultaneously transfers such title to the car buyer.
Company A warrants main engine components for thirty days
after date of sale.

The following income statement presentations of revenue are
being considered:

Commissions Earned ................. $20,000
or 'bﬂh
Sales ...t it i ittt $ 300,000
Costof Sales ........coiiiiieinnnnnnnnnnn. (280,000)
Gross Profit
(or Net Commissions) .................. $ 20,000

‘What is the proper income statement presentation of revenue?

Reply—Since Company A is operating as a broker, Company
A should report Commissions Earned rather than Sales. How-
ever, Company A could disclose above the Commissions Earned
figure, without showing any deduction therefrom, the amount of
sales, as follows:

Sales Arranged .............iiiiiiiiiiiaaa., $300,000
Commissions Earned .................c........ $ 20,000
Expenses,ete ......coviiiiiiiiiiiiiiiiiia... XXX

Company A should also make proper provision for the cost
of warranties.

.02 Disposal of a Segment of a Business

Inquiry— A company in the construction business is disposing
of a subsidiary which is in an unrelated field of business. Should
this disposal be treated as a one line item as outlined in Account-
ing Principles Board Opinion No. 30, paragraph 8%

Reply—Disposal of this subsidiary would constitute the dis-
posal of a segment of a business as defined in paragraph 13 of
APB Opinion No. 30 and also as discussed in the examples of
disposal of a segment in Interpretation 1 to APB Opinion No.

AICPA Technical Practice Aids § 1200.02
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30. Therefore, the income statement presentation illustrated in
APB Opinion No. 30, paragraph 8, would be appropriate.

.03 Discontinued Operations—Decision Reversed

Inquiry—Company A reversed, during the current year, its
prior decision to discontinue the operations of a business seg-
ment. How should Company A report the current decision in its
financial statements?

Reply—If the decision to discontinue the operations of a seg-
ment is later reversed, the income or loss from disecontinued
operations would be reclassified in the financial statements for
the years in which the discontinued operations were reported
separately. The later decision justifies reclassifying the com-
ponents of net income. The changes in the components reported
previously should be explained in the notes.

The reversal of a gain or loss on disposal of the segment that
was recognized in a prior year would be included in net income
for the year in which the decision was reversed because FASB
Statement No. 16 restricts prior period adjustments to specified
items. The reversal would be reported as a change in estimate
in accordance with APB Opinion No. 20.

> The next page is 201, <—&&
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Section 1300

Statement of Changes in
Financial Position

.01 Title of Funds Statement

Inquiry—In Accounting Principles Board Opinion No. 19,
what used to be called the ‘‘Statement of Source and Application
of Funds’’ is referred to as the ‘‘Statement of Changes in Finan-
cial Position.”’

A client titles his balance sheet, ‘‘Statement of Financial Con-
dition.’’ Would it be appropriate to title the corresponding funds
statement, ‘‘Statement of Changes in Financial Condition’’?

Reply—The term ‘‘Condition’’ would in most instances be
just as acceptable as the word ‘‘Position,’’ and where the bal-
ance sheet is entitled ‘‘Statement of Financial Condition’’ use
of the word ‘“Condition’’ may be more appropriate.

.02 Title of Funds Statement When Fund is Cash

Inquiry—Several smaller clients prefer to have their state-
ment of changes in financial position reflect the flow of cash
rather than the flow of working capital. These statements are
titled ¢‘Statement of Changes in Cash Position’’ and show ‘‘Cash
provided by operations,’’ ‘‘Uses of cash,’’ and ‘‘Increase (or
decrease) in Cash.”” Is such a presentation at variance with
Accounting Principles Board Opinion No. 19?

Reply—Paragraph 8 of APB Opinion No. 19 recommends that
the statement be titled ¢‘Statement of Changes in Financial
Position.”’

The title of the statement should be the one recommended by
the board even though the format shows the flow of cash. This
approach is in effect saying that ‘‘the changes in financial posi-
tion is being measured in terms of the flow of cash.”’

Taking paragraphs 12a and 15 of APB Opinion No. 19 togeth-
er, the term ‘‘cash provided by operations’’ could be used if the
adjusted amount is adequately described as discussed in para-
graph 15.

AICPA Technical Practice Aids § 1300.02



202 Financial Statement Presentation

.03 Comparative Statements of Changes in Financial Position
Inquiry—TIs it necessary to provide a statement of changes in
financial position for both the current and prior periods if com-

parative income statements are presented, but only the current
balance sheet is presented?

Reply—Paragraph 7 of Accounting Principles Board Opinion
No. 19 states in part, ‘“When financial statements purporting to
present both financial position . . . and results of operation . ..
are issued, a statement summarizing changes in financial position
should also be presented as a basic financial statement for each
period for which an income statement is presented’’.

Therefore, if a balance sheet is presented, a statement of
changes in financial position should be presented for both current
and prior period if income statements are presented for such
periods.

.04 Elements of Working Capital

Inquiry—Paragraph 12 of Accounting Principles Board Opin-
ion No. 19 provides that the changes in each element of working
capital should be disclosed either in the statement of changes in
financial position or a related tabulation. If comparative
balance sheets and income statements are presented, is it neces-
sary that the changes in elements of working capital also be
shown in comparative form? Also, is it necessary to show the
comparative balances of the elements of working capital, or is
showing the increase or decrease in each item sufficient?

Reply—Although paragraph 12 of APB Opinion No. 19 states
that “net changes in each element of working capital . . . should
be appropriately disclosed for at least the current period”,
usually the net changes in each element of working capital are
presented in comparative form if comparative balance sheets
are presented. The amounts of each element of working capital
at the beginning and end of each year need not be shown in
the statement of changes in financial position or a note. How-

ever, those amounts are presented in comparative balance
sheets. [Amended]

.05 Statement of Changes in Financial Position for Annual Report
with Balance Sheet Only

Inquiry—When only a statement of financial position is pre-

§ 1300.03 Copyright © 1976, American Institute of Certified Public Accountants, Inc.
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sented, is it necessary that the auditor’s opinion be qualified
relative to the omission of the statement of changes in financial
position?

Reply—Accounting Principles Board Opinion No. 19, in para-
graph No. 7, states:

When financial statements purporting to present both financial posi-
tion and results of operations are issued, a statement summarizing
changes in financial position should also be presented as a basic
statement. . . .

Therefore, when a statement of financial position is not accom-
panied by a statement of operations, there is no need for presen-
tation of a statement of changes in financial position, and no
comment on the absence of such a statement is necessary.

.06 Format of Statement of Changes in Financial Position when
Operations Result in an Application of Funds

Inquiry—The Statement of changes in financial position usual-
ly has a format as follows:

Sources of Funds:

Funds provided by operations........ XX

Other sources of funds.............. XX XX
Application of Funds: ................ —— (xx)

Increase (Decrease) in Funds........ XX

What is the proper format in the case when the company suf-
fers a loss for the year and ‘‘Funds provided by operations’’
becomes an application rather than a source of funds?

Reply—Paragraph 10 of Accounting Principles Board Opinion
No. 19 states that the statement of changes in financial position
‘“should begin with income or loss before extraordinary items.”’
Therefore, where net losses result in a drain on working capital
even after adding back expenses not requiring the outlay of
working capital in the current period, the statement should still
start with net income or loss before extraordinary items in ac-
cordance with APB Opinion No. 19. However, the major side
captions may be changed to first show disposition of funds and
then sources of funds.

.07 Statements of Changes in Financial Position for Nonprofit
Organizations

Inquiry—Paragraph 7 of Accounting Principles Board Opin-
ion No. 19 specifies that the statement of changes in financial

AICPA Technical Practice Aids § 1300.07



204 Financial Statement Presentation

position should be presented as a basic financial statement when
a balance sheet and a statement of income and retained earnings
are issued by a profit-oriented business entity. May this require-
ment be properly interpreted to mean that the statement of
changes in financial position is not a requirement when reporting
on financial position and operating results of a nonprofit organi-
zation? If so, what is the reasoning for excluding nonprofit
organizations from this requirement?

Reply—Paragraph 5 to the Introduction to Accounting Re-
search Bulletin No. 43 states in part:

The committee has not directed its attention to accounting prob-
lems or procedures of religious, charitable, scientific, educational, and
similar nonprofit institutions, municipalities, professional firms, and
the like. Accordingly, except where there is a specific statement of a
different intent by the company, its opinions and recommendations
are directed primarily to business enterprises organized for profit.

In the absence of paragraph 7 to APB Opinion No. 19, state-
ments of changes in financial position probably would have been
required only for those nonprefit institutions for which the prob-
lems of presentation of financial statements did not differ mate-
rially from those of institutions organized for profit. Therefore,
the import of paragraph 7 of APB Opinion No. 19 expresses a
conclusion of the Board that reporting problems of nonprofit
institutions in this matter generally will differ from those of
profit-oriented institutions. If a nonprofit institution wishes to
include such a statement, an auditor may of course express an
opinion on financial statements which include a statement of
changes in financial position.

.08 Effect of Change in Depreciation Method on Statement of
Changes in Financial Position

Inquiry—A company which formerly depreciated its equip-
ment on an accelerated basis has changed to the straight-line
method. The cumulative effect of this change, net of tax, was a
$100,000 increase in income for the current year. Should this
change be shown on the statement of changes in financial
position?

Reply—Accounting Principles Board Opinion No. 19, para-
graph 10, states in reference to the statement of changes in
financial position, ‘‘The statement for the period should begin
with income or loss before extraordinary items, if any, and add
back (or deduct) items recognized in determining that income or

§ 1300.08 Copyright © 1976, American Institute of Certified Public Accountants, Inc.
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loss which did not use (or provide) working capital or cash dur-
ing the period.”’ As indicated in APB Opinion No. 20, paragraph
20, ‘. . . the cumulative effect (of a change in accounting prin-
ciple) should be shown in the income statement between the cap-
tions ‘extraordinary items’ and ‘net income’.”’

The cumulative effect should be included in the statement of
changes in financial position but in a way which clearly shows
that it does not affect working capital.

A possible presentation for the cumulative effect of the change
might be:

Sources of Working Capital
Income before cumulative effect of

change in accounting prineiple............. $200,000
Add expenses not affecting working capital:
Depreciation .....ooovvvininiiniiiinn... 500,000

Working capital provided by operations.... 700,000
Cumulative effect of change in
depreciation method:

Increase in retained earnings. .. .. $100,000
Less: increase in equipment. ..... 100,000
Total funds provided during
VOAT .« itetii e, $700,000

The effect of the change might also be shown in a separate
section of the statement with a title such as, ‘‘Changes in finan-
cial position not affecting working capital.”’

.09 Presentation of Property Sold in Statement of Changes in
Financial Position

Inquiry—There are two frequently used methods of present-
ing property sold in a Statement of Changes in Financial Posi-
tion. One method is to show the book value of property sold as
a source of funds. The second method is to reduce income or
loss from operations by the gain or loss on the sale and to show
the full proceeds as a source of funds not from operations. What
is the correct method of presenting property sold in a Statement
of Changes in Financial Position?

Reply—Reporting the book value of property sold as a source
of funds continues to be used in practice. But, adjusting income
or loss from operations by the gain or loss on the sale of the
property and reporting the entire proceeds as a source of non-

AICPA Technical Practice Aids § 1300.09
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operating funds specifically conforms to the requirements stated
in paragraph 14 of Accounting Principles Board Opinion No. 19.
Paragraph 14 states in part:

In addition to working capital or cash provided from operations

. and changes in elements of working capital . . . the State-
ment should clearly disclose: ... Proceeds from sale (or work-
ing capital or cash provided by sale) of long-term assets
(identifying separately such items as investments, property,
and intangibles) not in the normal course of business, less re-
lated expenses involving the current use of working capital or
cash.

> The next page is 261. <—&
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Section 1400

Consolidated Financial
Statements

01 Operations of Subsidiaries and Parent Closely Related

Inquiry—Separate financial statements have been prepared
for a parent company and for each of its two wholly owned
subsidiaries which sell their entire production to the parent.
The parent company accounts for its investments in the sub-
sidiaries hy the equity method. Should consolidated financial

statements be prepared rather than separate financial state-
ments?

Reply—The statements in paragraph 1 of ARB No. 51 that
consolidated financial statements are presumed to be more
meaningful and are usually necessary for a fair presentation
were repeated in paragraph 4 of APB Opinion No. 18. If the
conditions deseribed in paragraph 2 of ARB No. 51 justify not
consolidating a majority owned domestic subsidiary, or the
conditions described in paragraph 8 of Chapter 12 of ARB No.
43 justify not consolidating a majority owned foreign sub-
sidiary, the unconsolidated subsidiary should be accounted for
by the equity method. The Accounting Principles Board stated
in paragraph 14 of Opinion No. 18 that “the equity method is
not, however, a valid substitute for consolidation and should
not be used to justify exelusion of a subsidiary when consolida-
tion is otherwise appropriate.” [Amended]

.02 Consolidation of Corporation and Proprietorship

Inquiry—How should the financial statements of a corporation
and a proprictorship bhe consolidated?

Reply—This answer assumes that 100% of the corporation
capital stock is owned by the proprietor. If not, the proportion
of the net equity of the corporation applicable to the interest
of the minority should appear on the balance sheet between
liabilities and net worth, and on the income statement as a sub-
traction following the provision for income taxes.

As in any consolidation, the stockholders’ equity of the sub-
sidiary corporation should be eliminated against the investment

AICPA Technical Practice Aids § 1400.02



262 Financial Statement Presentation

of the parent (the proprietorship). Any net earnings of the sub-
sidiary corporation subsequent to its acquisition and not re-
corded on the books of the parent should be reflected in the
consolidated net equity, which, since the parent is a sole proprie-
torship, will be a single figure. As income taxes arc assessed
against the owner as an individual, rather than against the
proprietorship, no provision is made for income taxes beyond
those pavable by the corporation. However, a footnote should
disclose such omission, and if it is anticipated that funds will
have to be withdrawn from the proprietorship to meet future
taxes on income earned to date, this too should be disclosed, with
an estimate of the amount thereof if practicable. Of course, pro-
vision should be made for elimination of profits to the extent that
they may be reflected in consolidated inventories or in other
consolidated assets.

.05 Accounting for Investments on Unconsolidated Statements
Issued as Supplements to Consolidated Statements

Inquiry—Parent company A owns 100% of DISC' A and 60%
of Parent B. Parent B owns 100% of DISC B.

Consolidated financial statements, with the unconsolidated
statements as supplemental information, will be prepared. In
the preparation of unconsolidated financial statements, how
should the investments in the common stock of .subsidiaries be
shown?

Reply—Paragraph 14 of Accounting Principles Board No. 18,
Equity Method for Investments in Common Stock, states in part,
“‘The Board also concludes that parent companies should account
for investments in the common stock of subsidiaries by the equity
method in parent-company financial statements prepared for is-
suance to stockholders as the financial statements of the primary
reporting entity.”’

If consolidated and unconsolidated financial statements are
presented, the cost method could be used for the unconsolidated
financial statements because they would not be the financial state-
ments of the primary reporting entity issued to the stockholders.
But, the equity method would also be acceptable.

.06 Combined and Separate Financial Statements

Inquiry—Company A and Company B are new car dealers
with A seclling an American made car and B selling a foreign
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made car. One individual owns 100% of the outstanding stock
of both companies.

Both companies A and B are at the same location with sepa-
rate buildings for sales staffs, Company A maintains the parts
and service departments for both companies with the parts inven-
tory, warranty and service receivables of Company B on Com-
pany A’s books. In return, Company B pays Company A a per
car fee for services to be performed on each new car sold by B.

Company A maintains the only used car inventory on the lot
adjacent to Company B’s building. Each time B receives a used
car in trade, it is sold to Company A at the wholesale fair market
value.

Although there i a differentiation in sales staffs, management,
accounting, secretarial, and other related services are performed
by the same staff out of both buildings, and Company B pays a
monthly fee for services performed.

Company A has income for the year, but Company B has a
loss for the period. Consolidated financial statements will be
prepared, but is it also necessary to provide figures for the
individual companies?

Reply—Paragraph 22 of Accounting Research Bulletin No. 51
states in part:
There are circumstances, however, where combined financial state-
ments (as distinguished from consolidated statements) of commonly
controlled companies are likely to be more meaningful than their
separate statements. For example, combined financial statements
would be useful where one individual owns a controlling interest in
several corporations which are related in their operations.
Combined financial statements of the companies would be appro-
priate, and there is no necessity for presenting separate state-
ments for the companies.

Unfortunately, Accounting Research Bulletin No. 51 makes
no statement as to appropriate presentation of the stockholder’s
equity section of a combined balance sheet. Appropriate disclo-
sure, therefore, may depend upon the circumstances. Either on
the statement of financial position, or in a note, there should be
disclosure for each company of their number of shares of stock
that are authorized and outstanding, and the par value. While
under some circumstances it might not be necessary to disclose
the allocation of retained earnings between the two companies,
other circumstances may exist under which such disclosure would
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be required—e.g., if the losses of either company have been so
severe that an insolvent condition might be anticipated.

.07 Reporting on Company Where Option to Acquire Control
Exists

Inquiry—Corporation A acquired debentures from Corpora-
tion B convertible into common voting stock within ten years at
$1 per share. Corporation A also has an option to purchase
additional shares at $1 per share upon conversion to bring A’s
holdings in B up to 51% of the total outstanding shares. Corpora-
tion A also has the right to appoint a majority of Corporation B’s
Board of Directors and has done so. Other intercompany trans-
actions are negligible.

May ecach company issue separate financial statements, or
are consolidated statements required? What disclosures would
be necessary?

Reply—At present there is no ownership of one company by
the other, and consolidation would not be proper. Further, since
intercompany transactions (other than interest on the deben-
tures) are negligible, combined statements would probably not
be particularly useful.

Corporation A should disclose in its financial statements the
terms under which it may obtain controlling stock ownership
of Corporation B, the amount of interest received, that no other
intercompany transactions are significant, and that it presently
has the right to and does appoint a majority to Corporation B’s
Board of Directors. It should also present summarized informa-
tion as to the assets, liabilities, and operating results of Corpora-
tion B, or include B’s financial statements with its report.

Corporation B, in addition to disclosing the interest rate and
maturity of the convertible debentures, should disclose Corpora-
tion A’s conversion and option privileges and should disclose
that Corporation A has the right to and has appointed a majority
to Corporation B’s Board of Directors.

.08 Intercompany Profits in Inventories

Inquiry—One of the two divisions of a firm, in a group of
brother-sister corporations, derives over 95% of its income from
production of materials for a related company. All expenses are
allocated to the divisions in a reasonable manner. It is therefore
possible to determine the net profit remaining to the division.
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How should the inventories be shown on the consolidated state-
ments, and should intercompany profits be eliminated?

Reply—Generally, the inventories to be shown in consolidated
statements should be valued on the same basis as they would
have been had the enterprise been organized as one corporation,
rather than as more than one.

Paragraph 6 of Accounting Research Bulletin No. 51 includes
the following statement :
Accordingly, any intercompany profit or loss on assets remaining

within the group should be eliminated; the concept usually applied
for this purpose is gross profit or loss.

Paragraph 17 points out:

If income taxes have been paid on intercompany profits on assets
remaining within the group, such taxes should be deferred or the inter-
company profits to be eliminated in consolidation should be appro-
priately reduced.

.09 Intercompany Profit on Sale of Receivables

Inquiry—A controlled brother and sister corporation in liqui-
dation sold its receivables at a premium to another corporation
controlled by the same brother and sister. The seller reported
the premium as income in the current year of sales and the buyer
corporation set up the premium as a deferred charge to be amor-
tized over a five-year period on a monthly basis, commencing
with the current year.

Must this transaction be eliminated when consolidated state-
ments are prepared?

Reply—Paragraph 6 of Accounting Research Bulletin No. 51
requires elimination of intercompany profits in preparation of
consolidated statements. Paragraph 19a of Accounting Prin-
ciples Board Opinion No. 18 similarly requires elimination of
intercompany profits and losses of companies being reported on
the equity basis. Profits on sales of receivables should not be
exempted from these requirements.

.11 Reasonableness of Rate of Return on Intercompany Profits of
Public Utility

Inquiry—A. client is a public utility holding company with
several affiliates. Paragraph 6 of Accounting Research Bulletin
No. 51 has generally been interpreted to mean that intercompany
profits on assets and services acquired from affiliates need not be
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eliminated if they are not in excess of a reasonable rate of return
on investment ordinarily capitalized. What is a reasonable rate
of return? Is it the rate of return the Public Utilities Commission
would allow the affiliated utility which is buying the service and
assets?

Reply—ARB No. 51, paragraph 6 states:

However, in a regulated industry where a parent or subsidiary manu-

factures or constructs facilities for other companies in the consoli-

dated group, the foregoing is not intended to require the elimination

of intercompany profit to the extent that such profit is substantially

equivalent to a reasonable return on investment ordinarily capitalized

in accordance with the established practice of the industry.

A reasonable rate of return would be at least equivalent to

the rate of return which the Public Utilities Commission would
allow the utility on its rate base.

13 Presentation of Investment in Partnership

Inquiry—A company has an investment in a limited partner-
ship engaged in the construction of an office building. In order
to obtain outside investors for the office building partnership,
the company has agreed that profits or losses for the first
nine years of operation shall be allocated 70% to the outside

investors and 30% to the company. At the expiration of the
nine years, the distribution of earnings or losses shall revert
to 70% to the company and 30% to the outside investors. How-
ever, since the company is contributing 70% of the value to the
office building partnership, it was agreed that upon sale of the
office building, at any time, the company will receive 70% of the
profit and the outside investors 30%.

Should the financial statements of the limited partnership
be combined with those of the company or would the equity
method of accounting have to be used?

Reply—Since the company ‘‘owns’’ 70% of the limited part-
nership, the financial statements of the limited partnership should
be combined with those of the company on a line by line basis
even though during the first nine years there would be a minority
interest in earnings of 70%. If the company decides to issue
only its own financial statements to the stockholders as ‘‘the
financial statements of the primary reporting entity,’’ then the
equity method described in Accounting Principles Board Opinion
No. 18 would be appropriate. Refer also to the Interpretation
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No. 2, Investments in Partnerships and Ventures to APB Opinion
No. 18.

.14 Consolidation of Indirect Subsidiaries

Inquiry—Corporation A owns one hundred percent of the
stock of corporation B. B owns ninety percent of Company C and
one hundred percent of Company D.

Would companies C and D be considered subsidiaries of A
or B? Should B show the investments in C and D according to
the equity method when filing financial statements?

Reply—Companies C and D would be considered indirect sub-
sidiaries of A, and direct subsidiaries of B. Paragraph 14 of
Accounting Principles Board Opinion No. 18 states in part, ‘‘The
equity method is not, however, a valid substitute for consolida-
tion and should not be used to justify exclusion of a subsidiary
where the consolidation is otherwise appropriate.’’

Unless the financial statements of corporation B are being pre-
pared for a special purpose for which recognition of equity in
its subsidiaries is not appropriate, any failure to consolidate or
carry at equity basis its interests in corporations C and D should

M—> The next page is 269. <&
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be considered a departure from generally accepted accounting
principles.

.15 Temporary Loss of Control of Subsidiary

Inquiry—A company owns 55% of the voting stock of a sub-
sidiary. However 10% of the stock has been assigned io a voting
trust for a period of two years. The trustee of the voting trust
is a representative of the minority interest, giving the minority
interest voting control for a period of two years.

Should this subsidiary be consolidated or should it be accounted
for by the equity method?

Reply—Accounting Research Bulletin No. 51, paragraph 2, in
a discussion of consolidation policy states:

The usual condition for a controlling financial interest is ownership
of a majority voting interest, and, therefore, as a general rule owner-
ship by one company, directly or indirectly, of over 50% of the
outstanding voting shares of another company is a condition pointing
toward consolidation. However, there are exceptions to this general
rule. For example, a subsidiary should not be consolidated where
control is likely to be temporary, or where it does not rest with the
majority owners (as, for instance, where the subsidiary is in legal
reorganization or in bankruptcy). There may also be situations
where the minority interest in the subsidiary is so large, in relation
to the equity of the shareholders of the parent in the consolidated
net assets, that the presentation of separate financial statements for
the two companies would be more meaningful and useful.

Assigning 10% of the shares to the voting trust resulted in
a temporary loss of control, a situation the opposite of ‘‘control
18 likely to be temporary.’’ Therefore, because the loss of voting
control is only temporary, these subsidiaries should be consoli-
dated in the parent company’s financial statements.

M—> The next page is 301. <—

AICPA Technical Practice Aids § 1400.15






301

Section 1300

Cash Basis Statements or Modifications

Having Substantial Support

.03 Presentation of Income Tax Expense in Cash Basis Financial
Statements

Inquiry—Should the amount of income taxes paid during the
year or the amount of income taxes accrued on current year’s
income be included in cash basis financial statements?

Reply—Paragraph 4 of Statement on Auditing Standards No.
14, in deseribing various comprehensive bases of accounting
other than generally accepted accounting principles, states that
recording depreciation or accruing income taxes in modified cash
basis financial statements has substantial support. Cash basis
financial statements should present the amount of taxes paid. If
accrued taxes are presented, the financial statements would be
on a modified cash basis.

> The next page is 451. <—&
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Section 1600

Personal Financial
Statements

.01 Personal Financial Statements on Cash Basis

Inquiry—The AICPA Industry Audit Guide, 4udits of Per-
sonal Financial Statements, states that acerual accounting should
be used. An individual has investments in proprietorships, part-
nerships, and corporations whose books are kept on the cash
basis. Should the financial statements of these entities be con-
verted to the accrual basis for use in the preparation of the per-
sonal financial statements?

Reply—If the statement of a proprietorship, partnership, or
corporation included in a personal financial statement represents
financial statements prepared on the cash basis and it differs
materially from statements that would have been prepared on the
basis of generally accepted accounting principles, the auditor
should take exception or give an adverse opinion, depending upon
the materiality of the differences involved. If the auditor cannot
determine the amount of the investment under generally accepted
accounting principles and he believes the difference might be ma-
terial, he should either issue a qualified (‘‘subject to’’) opinion
or disclaim an opinion, depending upon his belief as to the mate-
riality of the differences.

02 Equity Method for investments on Personal Financial
Statements

Ingquiry—Is it permissible to use the equity method of account-
ing for investments in the stock of corporations that are included
in a personal statement of assets and liabilities?

Reply—Paragraph 2 of Accounting Principles Board Opinion
No. 18 indicates that it does not apply to nonbusiness entities
such as estates, trusts and individuals.

The AICPA Industry Audit Guide, Audits of Personal Finan-
cial Statements (1968), states on page 6, however, that:

Business interests, such as sole proprietorships, partnerships,
joint ventures and corporations taxed under Subchapter S of
the Internal Revenue Code, should be presented in the cost
basis column at cost adjusted for any accumulated undistributed
earnings or losses since acquisition.
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Pages 21-25 of the Audit Guide give an example of personal
financial statements which include an account in the asset section
of the statement of assets and liabilities titled, ‘‘Interest in net
assets of XYZ Corp.’”’ Both the cost and estimated value basis
for this interest is shown. [Amended]

.03 Deferred Taxes on Undistributed Earnings on Personal
Financial Statements

Inquiry—Accounting Principles Board Opinion No. 24 dis-
cusses the treatment of tax effects of differences between taxable
income and pretax accounting income attributable to an inves-
tor’s share of earnings of investee companies accounted for by
the equity method. Does APB Opinion No. 24 apply to personal
financial statements wherein an individual’s equity in a corpo-
ration must be adjusted to recognize deferred taxes on undistrib-
uted earnings?

Reply—APB Opinion No. 24 deals with accounting for income
taxes in connection with investments in common stock accounted
for by the equity method (other than subsidiaries and corporate
joint ventures) and relates to Accounting Principles Board Opin-
ion No. 18, The Equity Method of Accounting for Investments
in Common Stock. An investor is defined in paragraph 3 of APB
Opinion No. 18 as ‘‘a business entity that holds an investment in
voting stock of another company.’”” Even though the individual
would be considered an investor in the normal sense, an individ-
ual would not be considered an investor as defined in APB
Opinion No. 18 since the individual would not be considered a
business entity. Therefore, the provisions of APB Opinion No.
24 relating to accounting for the tax effects of undistributed
earnings of investees would not apply to individuals and would
not be applicable in preparing personal financial statements.

.04 Valuation of Community Property After Probate

Inquiry—A client and his wife held community property, and
at the wife’s death, this community property was required by
the state to be probated. The entire property proceeded through
probate and was ‘‘fully controlled’’ by the estate at this time.
At the time of distribution of the assets controlled by the estate,
one half of the property representing the wife’s share went into
a trust as provided by the will, and the remaining half of the
property was distributed back to the husband.
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What is the cost basis of the surviving spouse’s share of the
community property? Is it one half of the original cost or one
half of the value of the estate at the time of the wife’s death?

Reply—There is a discussion on page 6 of Audits of Personal
Financial Statements, an AICPA Industry Audit Guide, of the
cost basis in connection with personal financial statements. Based
on this, because the widower’s ownership was not acquired by
inheritance from his wife, the proper basis of the property should
be his cost prior to the wife’s death. However, the Audit Guide
also states that disclosure of the estimated values of the property
should be included in the financial statements.
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Section 2110
Cash

.01 Depositing Cash Receipts

Inquiry—What is the meaning of the phrase, ‘‘Receipts should
be deposited intact?’’ Must the individual items of remittance
such as checks, money orders, and cash be deposited, or is it
sufficient to deposit the exact total amount of the receipts for a
particular day?

Reply—Deposits received in the mail should be deposited ex-
actly as received, with each check item appearing on the deposit
ticket, and the cash items generally appearing as one total. The
depositor should retain a list of the details making up the cash
item. Remittances received over the counter should generally be
handled separately from mail remittances. A record should be
retained for each item received, although the deposit ticket gener-
ally will list separately only checks received. Frequently, counter
receipts will be greater than the items due the organization since
change will be given back. It would be desirable for each check
item to show the amount for which payment was received and
the amount paid out in change.

.02 Checks Undelivered at Balance Sheet Date

Inquiry—It is the practice of a client to draw checks to all of
its creditors at the end of each month, thus resulting in a condi-
tion of no trade accounts payable at the end of each month. At
the same time, after deducting these disbursements from cash
in bank, large overdrafts may result from this procedure. How-
ever, since the client does not wish to deliver the checks against
insufficient funds, the checks are kept in the possession of the
client and mailed only after there are sufficient funds to cover
the checks mailed.

Is it proper, as the client requests, for the auditor to take these
checks still on hand and journalize the total back into cash in
bank and credit trade accounts payable for this amount (since
the checks have not actually been disbursed and since this inter-
nal record keeping suits the convenience of the client) ? Also, is
it mandatory that these held checks be voided first and new
checks with new dates be prepared before the auditors ean jour-
nalize such an entry?
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Reply—It is not only proper but necessary that any checks
dated prior to the balance sheet date and not mailed or otherwise
delivered, be restored to cash by journal entry. In some instances,
it may be difficult to determine which checks have not been mailed,
although generally the auditor should be suspicious of any blocks
of checks that are not returned with the next subsequent bank
statements, or that are returned but show their first bank stamps
later than two or three business days after the balance sheet date.

.03 Drafts Outstanding as Reductions of Cash Balance

Inquiry—A client has men out in the field. These men draw
drafts on the company bank account for purchases, expense
items, and advances (loans). At the close of the year, there usu-
ally are a few of these drafts in transit, but they have not been
accepted by the company and could be refused. In the normal
situation, however, they are accepted by the company. These
amounts have always been very small in the past, but there is
the possibility, of course, that the amounts could become mate-
rial. Should the bank account be reduced for any or all of these
drafts and the various expenses, loans, etc. be charged?

Reply—The bank account should be credited in the amount of
the drafts in transit, and the applicable cost or expense classifica-
tions involved charged in the accounting period when drafts are
written. Although such drafts must be approved by the company
before actually being honored, a refusal, apparently, is unusual.
Viewing the situation from the standpoint of a ‘‘going concern,’’
it would appear that all the elements of ‘‘incurring’’ an expense,
or making a purchase, or an advance, take place prior to the
year end. In addition, to defer recognizing these entries until
approval is given, especially in view of the lack of materiality of
the items and the few times rejections have taken place, gives
too much weight to the concept of rigid accounting periods and
not enough to the proper ‘‘matching’’ of costs and revenues.

.04 Bank Account of Debtor Held by Creditor

Inquiry—A corporation loaned the sum of $27,000 to an indi-
vidual. The individual subsequently repaid the loan by delivering
his personal check to the corporation. In order that the funds
represented by the check could continue to earn interest and
not lie dormant in a checking account, the individual delivered
to the corporation his savings bank pass books sufficient to cover
the face amount of the check and also delivered to the corpora-
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tion executed withdrawal slips covering those bank books. The
corporation retained the check, the bank books, and the executed
withdrawal slips. The corporate officer, who usually made entries
in the original books of account of the corporation, made an entry
showing the funds, represented by the check, as having been
deposited by the corporation.

The rationale of the officer making the entry was that this
transaction represented cash on hand or cash in the bank. The
corporation would at any time be able to withdraw sufficient
money from the individual’s checking account to cover the check.

Is it correct to treat this amount as cash on the corporation’s
books?

Reply—In the absence of an opinion from an attorney that the
cash in the savings bank belongs to the corporation, rather than
to the individual, it would not be appropriate to include the
amount in cash.

However, if the amount involved were merely being held in the
savings bank in the name of the individual until the next succeed-
ing interest date in order to avoid surrender of accrued interest,
and if the transfer to the corporation was in fact made at such
interest date, it might be approprite to include a separate caption
for ¢“Cash in Savings Bank.’’ In such circumstances it would of
course be necessary to disclose the fact that at the date of the
balance sheet the funds were not in the corporation’s name, the
reason for the delay in transfer, and that the transfer had in fact
been made prior to the date of the report.

»—> The next page is 761. <—
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Section 2120

Temporary Investments

.01 Use of Current Assets to Meet Commitments for Purchase of
Fixed Assets

Inquiry—A corporate client maintains its books and files its
federal income tax returns on a cash basis method of accounting.
At the end of the year, the company’ expects to have committed
itself for additions to plant and equipment for the amount of $10
million payable over a period of about one and one-half years.

The client has investments in government bonds valued at $15
million and classified as current assets. The company maintains
a policy of investing surplus funds in these securities and none
of them are specifically carmarked for payment of the commit-
ments when they come due, although it is quite possible that
maturing bonds may be used for this program. In any case, the
client intends to pay for the new plant out of working capital.

One of the directors has suggested that in the year-end finan-
cial statements the aggregate commitments and anticipated ex-
penditures of $10 million be deleted from current assets and
shown ‘‘below the line,”’ presumably as a separate item or in-
cluded in ¢“Other Assets.’’ He has stated that in his opinion this
matter would not properly be handled by only a footnote or
inclusion in the auditor’s report.

How should this commitment be presented in the financial
statements?

Reply—Presenting the amount expected to be spent to meet
the commitments as noncurrent is not required. In reaching this
conclusion, consideration has been given to par. 6, chapter 3A of
Accounting Research Bulletin No. 43. This reference is construed
to mean that a general intention to pay debts arising from a con-
struction program out of funds or liquid assets which are other-
wise properly categorized as current does not change that cur-
rent status. Even though it is likely that the investments will be
used to pay the commitments, management’s current state of
mind could change. In the absence of some act such as a resolu-
tion of the board formally earmarking or appropriating the secu-
rities for payment of construction obligations, the securities will
remain current assets.
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The nature and the amounts of the commitments should, of
course, be disclosed. Such disclosure by footnote to the balance
sheet would be sufficient.

.02 Leveling Gains and Losses of Pension Trust

Inquiry—A client, a pension trust serving municipalities,
reports gains and losses as they occur upon sales of securities.

These gains and losses along with other investment earnings,
interest and dividends, have been credited to the equity of the
individual cities. These eredits have been used to reduce (or in-
crease as the case may be) future contributions to the trust by
the individual cities. '

Since these gains and losses fluctuate greatly, would it be
acceptable for the client to somehow level the gains and losses
charged to the contributors while still reporting gains and losses
only upon sales?

Reply—Generally accepted accounting principles call for re-
porting gains and losses on the sale of securities as they occur.
These gains and losses, along with other investment earnings
such as interest and dividends, would be appropriately credited
to the equity of the individual cities in this case.

Investments of pension funds should probably also be pre-
sented in the financial statements at their fair value at the state-
ment date, and cost should be disclosed parenthetically or by
footnote.

The net increase or decrease during the year in unrealized
appreciation or depreciation of investments would be reported
as a separate caption apart from realized gains and losses in the
statement of changes in net assets available for plan benefits.

Any change toward leveling these securities gains and losses
would have to be evaluated on the basis of possible departure
from generally accepted accounting principles.

.03 Presentation of Cash and Temporary Investments

Inquiry—Cash and temporary investments (such as certifi-
cates of deposit and marketable securities) are sometimes pre-
sented as either one amount without disclosing the components
(the carrying basis and the current market value of the invest-
ments) or as an item of ‘‘cash and cash equivalents’” without
disclosing the nature of cash equivalents. Are such presenta-
tions acceptable?
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Reply—Neither of the described presentations is acceptable.
FASB Statement of Financial Accounting Standards No. 12
covers the accounting for certain marketable securities and
specifies in paragraph 12 disclosures in financial statements or
accompanying notes.

Paragraphs 4 and 9 of Chapter 3A of Accounting Research
Bulletin No. 43 apply to the reporting of other temporary
investments (commercial paper, certificates of deposit, and mar-
ketable securities not covered by Statement 12). Paragraph 4
implies that major components of current assets should be
separately reported or disclosed and paragraph 9 stipulates that
the ‘“. . . amounts at which current assets are stated be supple-
mented by information which reveals, for temporary invest-
ments, their market value at the balance sheet date. . . .”
Accordingly, the amount and market value of other temporary
investments should be disclosed in the financial statements or
accompanying notes.

> The next page is 811. <&

AICPA Technical Practice Aids § 2120.03






811
Section 2130

Receivables

01 Accrued Interest Revenue on Doubtful Receivables

Inquiry—When should a lender stop accruing interest revenue
on doubtful receivables?

Reply—In practice, when loan payments stop, banks often stop
accruing interest income. While there is no hard and fast rule,
interest income accrued in the current year is usually reversed
and interest related to prior years is charged to the reserve for
loan losses.

The practice of not aceruing interest on doubtful loans is also
prevalent in the real estate industry.

It is a matter of judgment as to when a lender should stop
accruing interest on a doubtful receivable. In any case, it is
unrealistic to recognize income which probably will not be
collected.

.02 Instaliment Receivables and Related Deferred Taxes as
Current Assets and Liabilities

Inquiry—Is it an accepted accounting principle to classify
long-term installment receivables and their related deferred in-
come tax credit as current assets and liabilities?

Reply—SEC Accounting Series Release No. 102, ‘‘Balance
Sheet Classification of Deferred Income Taxes Arising from In-
stallment Sales,”’ and paragraph 57 of APB Opinion No. 11
describe the handling of the deferred tax liabilities related to
installment sales. Accounting Research Bulletin No. 43, chapter
3, Section A, paragraph 4 indicates that the term ‘‘current
assets’’ includes ‘‘installment or deferred accounts and notes
receivable if they conform generally to normal trade practices
and terms within the business.’’ Accordingly, if a corporation is
classifying its installment notes receivable as current on the
theory that they conform generally to normal trade practices and
terms within the business, it therefore follows that the applicable
deferred income tax liabilities should also be classified as current.

.03 Recoverable Customs Duties
Inquiry—A client imports into the United States a product
subject to duty. As a processor, he may file a claim for refund of
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99% of the amount of duty paid upon submitting proof of a
comparable shipment exported from the United States. There
must be some change in this produet, prior to shipment, such as
canning or blending which changes the form of the original
product imported. The client has been exporting sufficient goods
so that the maximum duties have been recoverable in prior years.

What is the proper treatment for such recoverable duties?

Reply—TIt is appropriate to treat recoverable duties on exports
made prior to the balance sheet date as an asset. Duties on goods
in the ending inventory may be shown as an asset since this cost
would be charged to the subsequent period, whether the goods
are used domestically or exported.

.04 Disclosure of Receivables Sold

Inquiry—On the last day of its fiscal year, Corporation A sold
its accounts receivable at 100% of face amount to a commercial
bank which held back 10% of the face amount of receivables
sold. The sale was without recourse except that the bank may
charge the holdback account for delinquent accounts. However,
the holdback account can never exceed 10% of the balance of the
accounts due to the bank. In lieu of a discount at the time of
the sale, Corporation A will pay the bank 14 of 1% over the
prime rate on the amount of outstanding receivables. For tax
purposes, Corporation A will adopt the installment basis. How
should the sale of receivables be presented and disclosed in the
financial statements of Corporation A ?

Reply—Statement of Position 74-6,* Recognition of Profit on
Sales of Receivables With Recourse, AICPA Accounting Stand-
ards Division, June 14, 1974 [section 10,010] discusses aceount-
ing for the sale of receivables. Footnote 1 on page 1 of the
Statement of Position [section 10,010.01] indicates that the term
‘“‘recourse” would also apply to agreements where the seller
guarantees the buyer a ‘‘yield.” Paragraph 15 on page 9 [sec-
tion 10,010.15] indicates that the buyer’s security in recourse
transactions is often in the form of so-called ‘“dealers’ reserves”
or ‘‘holdbacks.”” Based on these two references, the receivables
sold by Corporation A should be treated as receivables sold with
recourse for purposes of financial reporting.

* See page 16,551 in this Volume.
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The profit should be accounted for by the delayed recogni-
tion method, which is the method recommended by the Account-
ing Standards Division. A discussion of the application of the
delayed recognition method begins on page 25 of the Statement
of Position [section 10,010.43]. Footnote 5 on page 25 [section
10,010.44] indicates that differences arising between financial
accounting for recognition of profit or loss on sales of receivables
and income tax accounting for such profit or loss should be
treated as timing differences in accordance with Accounting
Principles Board Opinion No. 11. Therefore, if there is a dif-
ference between the installment basis for tax purposes and the
delayed recognition method, the timing difference provisions of
APB Opinion No. 11 (including disclosure requirements) should
be followed.

Recommended disclosures for the sale of receivables with
recourse are discussed in paragraphs 48 and 49 of the Statement
of Position [sections 10,010.48 and 10,010.49]. Disclosure should
include:

® Nature and amount of receivables sold during each
period
® Payment terms

® Amount of receivables outstanding at date of the latest
balance sheet presented

® Terms of agreements

® Amount of funds in ‘‘dealers’ reserves” at latest bal-
ance sheet date

® Company’s accounting policy for profit or loss on sale
of receivables with recourse

¢ Amount of differential included in each period for
which an income statement is presented and amount
deferred at date of latest balance sheet presented.

Although the accounts receivable were sold on the last day
of Corporation A’s fiscal year, the tax effect still relates to the
receivables sold in the current fiscal year. Therefore, this
change in reporting for tax purposes should be mentioned in
the current year’s financial statements.

.05 Out-of-Pocket Costs Incurred by a Law Firm

Inquiry—A law firm incurs certain out-of-pocket costs on be-
half of its clients. If the case is won, these costs are recovered
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from the client in addition to the legal fees. If the case is lost,
the costs may not be recovered. How should these costs be
treated by the law firm?

Reply—These out-of-pocket costs should be set up in a ‘“client
disbursements” account and the estimated recoverable amount
should be shown as an asset in the financial statements of the
law firm. If these out-of-pocket costs become uncollectible be-
cause a case is lost, they should be written off.

M—> The next page is 861. <&
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Section 2140

Inventories

.01 Warehousing Included in Cost of Inventory

Inguiry—A client deals in wholesaling and retailing automo-
tive tires for foreign cars. Most of the inventory is imported, and
it is valued on the company’s records at the actual inventory cost
plus freight-in. At year-end, the warehousing costs are prorated
over cost of goods sold and ending inventory. The company’s
auditor believes the warehousing costs should not be capitalized
to inventory, but the entire amount should be expensed in the
year the costs are incurred. Are warehousing costs considered to
be product costs or period costs?

Reply—Statement 3 of Chapter 4, ARB No. 43 states in part:

As applied to inventories, cost means in principle the sum of the
applicable expenditures and charges directly or indirectly incurred in
bringing an article to its existing condition and location.

The discussion includes the following:
Selling expenses constitute no part of the inventory costs.

To the extent that warehousing is a necessary function of im-
porting merchandise before it can be sold, certain elements of
warehousing cost might be considered an appropriate cost of
inventory in the warehouse. For example, if goods must be
brought into the warehouse before they can be made ready for
sale, the cost of bringing such goods into the warehouse would
be considered a cost of inventory. Similarly, if goods must be
handled in the warehouse for assembly or for removal of foreign
packaging, ete., it would be appropriate to include such costs in
inventory. However costs involved in storing the goods for any
additional period would appear to be period costs. Costs of deliv-
ering the goods from the warehouse would appear to be cost of
goods sold, and should not under any circumstances be allocated
to goods that are still in the warehouse.

.02 Obsolete items in Inventory—I

Ingquiry—A client purchased in bulk various inventories of
stock material. This material is used to produce various special-
ized parts used in electronic equipment. The bulk purchase took
place some eighteen months ago, and less than ten percent of
these inventories have been used. The client claims that there
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may be some obsolete stock on hand from this bulk purchase,
but an eighteen months period is not enough time to effectively
determine the complete degree of obsolescence because the highly
specialized nature of the product line may not lead to renewed
orders until periods beyond one or more operating cycles. Based
on the information available to the client, about one-third of
the original bulk purchase will be written off because of obso-
lescence. For the remaining inventories, the client will present a
representation letter indicating that he believes the remaining
inventory not to be obsolete.

There may be more obsolete inventory than the client is willing
to admit. The poor turnover of such items is the chief reason for
concern. Pricing the inventory at the lower of cost or market will
be difficult. The nature of the inventory (many small items at
low unit cost) and its poor turnover make obtaining market
prices difficult.

What is the responsibility of auditors, not being inventory
experts, in determining the extent of obsolescence?

Reply—Sections 331.09 to 331.13 of Statement on Auditing
Standards No. 1 discuss evidential matter for inventories. These
sections of SAS No. 1 do not define the auditor’s responsibility
for quality of inventory. However, the third standard of field
work would require the auditor to obtain sufficient competent
evidential matter regarding inventory quality in connection
with determining whether or not the inventories are presented in
accordance with generally accepted accounting principles. This
evidential matter might include the opinion of other experts, for
example an electronics engineer, with respect to the quality of the
inventories in this case.

Over the eighteen-month period since the inventories were
purchased, less than ten percent have been utilized. Such a usage
rate indicates that the client has close to an estimated fifteen year
supply of these inventories. This would indicate that little or no
value should be assigned to these inventories.

.03 Obsolete Items in Inventory—i|
Inquiry—Accounting Research Bulletin No. 43, Chapter 4,
‘Inventory Pricing,’’ Statement 1 defines inventory as,

“The aggregate of those items of tangible personal property which
(1) are held for sale in the ordinary course of business, (2) are in
process of production for such sale, or (3) are to be currently con-
sumed in the production of goods or services to be available for sale.”

§ 2140.03 Copyright © 1975, American Institute of Certified Public Accountants, Inc.



Inventories 863

Is it correct to assume that obsolete items which are not cur-
rently consumed in the production of ‘‘goods or services to be
available for sale,”’ are not classified as inventory?

Reply—1t is correct to conclude that obsolete items are exclud-
able from inventory. Cost attributable to such items is ‘‘non-
useful’’ and ‘‘nonrecoverable’’ cost (except for possible scrap
value) and should be written off if a perpetual inventory is main-
tained or simply excluded from the inventory count if cost of
sales is derived solely by means of taking a physical inventory
count at the end of a period.

.04 Airplanes Chartered While Held for Sale

Inquiry—A company purchases airplanes for sale to others.
However, until they are sold, the company charters and services
the planes. What would be the proper way to report these air-
planes in the company’s financial statements?

Reply—The primary use of the airplanes should determine
their treatment on the balance sheet. Since the airplanes are held
primarily for sale, and chartering is only a temporary use, the
airplanes should be classified as current assets. However, depre-
ciation would not be appropriate if the planes are considered
inventory. Accounting Research Bulletin No. 43, Chapter 4,
Inventory Pricing Statement No. 1, states in part that the term
inventory ‘‘excludes long-term assets subject to depreciation ac-
counting, or goods which, when put into use, will be so classified.’’

.05 Valuation of Rebuilt Airplane Parts Inventory

Inquiry—A client operates as an aircraft repair shop certified
by the Federal Aviation Administration. In addition to maintain-
ing a stock of new parts, the client also salvages and rebuilds
certain used parts. Once these rebuilt parts are approved by the
FAA, they are as acceptable as new parts, and no differentiation
between new and rebuilt parts is required in ordering, using, or
pricing the parts.

For certain operating reasons, the client prefers to carry all
parts at the factory list price for new parts. How should the
necessary adjustments be made to reflect the actual cost of the
used parts on the client’s financial statements?

Reply—One approach would be to advise the client to prepare
a work order for each salvaged piece of equipment that is to be
disassembled for parts. The work order would be used to aceumu-
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late (1) cost of the salvaged equipment, (2) direct labor incurred
in disassembling, cleaning, and testing the salvaged parts, (3)
cost of any outside work performed, and (4) an overhead alloca-
tion. At the completion of the disassembly and testing process,
the air-worthy parts would be listed, valued at factory list price,
and added to inventory at that value. The difference between the
factory list prices and the actual cost as reflected by the work
order would be entered (normally as a credit) in an inventory
valuation account carried in the cost of sales section of the
general ledger.

Assume that, at financial statement date, additions to parts in-
ventory (new and used) for the given period amount to $100,000;
that the inventory valuation account reflects a credit balance of
$40,000 (40% of inventory additions) ; and that the inventory of
parts, valued at factory list price, amounts to $25,000. For state-
ment purposes, parts inventory would be reduced by $10,000
(40% ) with a corresponding reduction in the inventory valuation
account. The remaining $30,000 in the inventory valuation ac-
count would be treated as a reduction to cost of parts sold.
Assume further, that the parts inventory turns over every three
months. The percentage of inventory reduction would be com-
puted based on parts acquisition for the preceding three months
only. Such a method of inventory valuation would be a sort of
average cost method that would reasonably approximate actual
cost on a first-in first-out basis.

.06 Inventory of Meat Packer

Inquiry—A client engaged in the meat packing business uses
the ‘“National Provisioner Daily Market Service’’ quotations in
valuing its inventories. The client contends that these quotations,
adjusted for freight differentials, reflect an accurate approxima-
tion of actual costs and, in lieu of a complete cost accounting sys-
tem, should be considered as cost for inventory valuation. Is this
method of inventory valuation acceptable for meat packers?

Reply—Meat packing companies generally value their work in
process and finished goods inventories at market price less cost
to bring to market in accordance with Statement 9 of Chapter 4,
Accounting Research Bulletin No. 43. Live animals and whole
carcasses are carried at lower of cost or market. Many companies
use quoted costs such as the National Provisioner quotations
which are estimated costs of producing a particular cut of meat
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adjusted for the fluctuating daily livestock prices and other fac-
tors. These quoted prices must be further adjusted by the indi-
vidual meat packers to take into account individual factors such
as freight and storage.

.07 Inventory of Nursery of Ornamental Plants and
Christmas Trees

Inquiry—A nursery has two branches, one of which is in Ver-
mont and the other in Connecticut. In Vermont, balsam Christ-
mas trees are grown from seedling stock. In Connecticut, plants,
shrubs, and flowers are purchased for retail and about 90% of
these purchases are sold during the growing season. The other
10% are put back into the ground in the fall and remain there
until the next season, or until someone purchases them. In the
case of some shrubs they may remain in the ground for a number
of years. Some of these shrubs which have been ‘‘lined in’’ die,
and some eventually grow too large to be used for ornamental
purposes and have to be dug up and destroyed.

How shall the stock of Christmas trees be valued? Also, how
can the inventory value of the plants and shrubs left over at year
end be determined?

Reply—A proper accounting treatment for the Christmas trees
growing in Vermont is to capitalize the cost of seedlings, plant-
ing, cultivating, ete., and take depletion at the time the trees are
cut and sold. However, for purposes of properly computing the
depletion attaching to trees severed (or for that matter, writing
off the cost attaching to any significant numbers of trees which
upon a cruise of the area, are observed to have died or otherwise
lost their useful value), records of the number of seedlings
planted in designated rows, lots, or sectors should be maintained.

As to the question regarding purchased shrubs and plants left
over at the end of the growing season, some method of inventory
must be adopted so that there can be a fair reflection of gross
income. Perhaps a periodic inventory could be taken at the end
of the financial period. If an expert nurseryman were to accom-
pany the accountant around the area where these plants are set,
he could determine the number and grade of plants not sold. An
‘‘average’’ price per plant could be taken from the purchase in-
voices. To this should be added the labor and other costs of lining
them back into the ground. The average cost applicable to those
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plants which later die or are destroyed, should, of course, be
written off.

The foregoing assumes that the shrubs left over at the end of
the growing season do not, for the most part, represent inferior
stock resulting from customers’ culling of the best stock during
the active season. If their eventual marketability is dubious, then
they should be carried forward in inventory only at their esti-
mated net realizable value or recoverable portion of actual aver-
age cost.

.08 Valuing Inventory of Gold

Inquiry—A client, a dental laboratory, has an inventory of
gold which is held in a bank safety deposit box. The auditor in-
tends to observe the physical inventory as well as have a sample
of the gold tested for purity.

Should the gold be valued at cost or at the current market
price?

Reply—Accounting Research Bulletin No. 43, Chapter 4, State-
ment 9 states:

Only in exceptional cases may inventories properly be stated above
cost. For example, precious metals having a fixed monetary value
with no substantial cost of marketing may be stated at such monetary
value; any other exceptions must be justifiable by inability to
determine appropriate approximate costs, immediate marketability
at quoted market price, and the characteristic of uait interchange-
ability. Where goods are stated above cost, this fact should be fully
disclosed.

The usual method of valuing an inventory of gold held for use
in manufacturing is to value the gold at the lower of cost or mar-
ket and disclose the excess of the market value over the carrying
value,

.09 Standard Cost for Inventory Valuation

Inquiry—A client uses standard costs for valuing inventory.
‘What disclosure is necessary in the financial statements regard-
ing inventory valuation?

Reply—Ordinarily, standard costs should be adjusted to a
figure which approximates the lower of cost or market. If this is
done, then it is appropriate to use standard costs for financial
reporting purposes. This is usually the case where standards are
currently and frequently adjusted.
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Accounting Research Bulletin No. 43, Chapter 4, ‘‘Inventory
Pricing,’’ states in the footnote to paragraph 6:
Standard costs are acceptable if adjusted at reasonable intervals
to reflect current conditions so that at the balance sheet date standard
costs reasonably approximate costs computed under one of the
recognized bases. In such cases, descriptive language should be used
which will express this relationship, as, for instance, “approximate
costs determined on the first-in first-out basis,” or, if it is desired to
mention standard costs, “at standard costs, approximating average
costs.”
Accordingly, if in this particular case standard costs do in fact
approximate the lower of cost or market, then disclosure along
the lines indicated in the above reference is adequate.

On the other hand, if the difference between standard costs and
the lower of cost or market is material, then mere footnote dis-
closure will not cure the known statement imperfection.

.10 Change in Method of Pricing New Car Inventory

Inquiry—An automobile dealer wants to change from the
specific identification method of pricing new car inventory to
LIFO. Is LIFO an acceptable method of pricing new car in-
ventory?

Reply—While the specific identification method seems prefer-
able for pricing new car inventory, LIFO would be acceptable.
Justification for the change should be given.

Paragraphs 16 and 17 of Accounting Principles Board Opin-
ion No. 20 state in part:

16. The presumption that an entity should not change an
accounting principle may be overcome only if the enterprise
justifies the use of an alternative acceptable accounting princi-
ple on the basis that it is preferable. . ..

17. The nature of and justification for a change in account-
ing principle and its effect on income should be disclosed in the
financial statements of the period in which the change is made.
The justification for the change should explain clearly why the
newly adopted accounting principle is preferable.

Paragraph 5 of FASB Interpretation No. 1 states:

5. A change in composition of the elements of cost included
in inventory is an accounting change. A company which makes
such a change for financial reporting shall conform to the
requirements of APB Opinion No. 20, including justifying the
change on the basis of preferability as specified by paragraph
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16 of APB Opinion No. 20. In applying APB Opinion No. 20,
preferability among accounting principles shall be determined
on the basis of whether the new principle constitutes an im-
provement in financial reporting and not on the basis of the
income tax effect alone.

> The next page is 1161. <&
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Section 2210
Fixed Assets

.01 Settlement of Mortgage Installment on Real Estate Between
Buyer and Seller
Inquiry—A client recently acquired an office building. At the
closing of the purchase, the seller turned over to the buyer the
accrued interest on the mortgages as well as the pro rata portion
of principal payments on the mortgages to the date of settlement.

Should the principal payments received be considered a reduc-
tion of the purchase price or income?

Reply—The accrued interest and principal payments on the
mortgage paid by the seller to the buyer are adjustments of the
cost of the property to the buyer and in no way constitute income.

For example, assume the following facts: Buyer acquires real
property for $100,000, representing the sum of $10,000 cash and
the assumption of a $90,000 mortgage. At the same time, seller
pays buyer $2,500—$2,000 on the mortgage principal and $500
interest due at the time. (Rather than buyer giving seller $10,000
and seller repaying buyer $2,500, a net $7,500 cash would proba-
bly change hands, but the two have not been ‘‘netted’’ out so that
the hypothetical case is easier to follow.) The following journal
entries are suggested as being the proper accounting for the

transactions:
Dy. Office Building ......................... $100,000
Cr. Mortgage Payable .................. $90,000
Cash ..ot 10,000
Dr.Cash ....oviiiiiii it iiiinnnns $ 2,500
Cr.Interest Expense .................... $ 500
Office Building ....................... 2,000

(to record acquisition)
‘When buyer pays mortgagee the $2,500, then the following
entry would be made.

Dr. Interest Expense ............ccocvvvenn.. $ 500
Mortgage Payable ..................... 2,000
Cr.Cash............ooiiiiiiiviiinn.t, $ 2,500

(payment of installment on mortgage)

After these three entries have been made, the property and
mortgage payable accounts would be $98,000 and $88,000 respec-
tively—representing the actual cost of the property to the buyer
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as well as the actual amount of the mortgage that it assumed.
Note that the interest expense account has a zero balance because
it essentially was a ‘‘wash’’ account—as was the cash account
regarding the $2,500. Buyer has, in a sense, acted as trustee to
pay over this $2,500, inasmuch as it was merely a stakeholder as
to the principal and interest due as of the date of purchase.

.02 Commission Received by Purchaser of Property

Inquiry—A corporation entered into a contract to purchase
real property. As part of the transaction, the corporation re-
ceived a commission from the real estate broker (who was paid
by the seller).

‘Would this commission be considered as income to the corpora-
tion or as a reduction of the cost of the property acquired?

Would it make any difference in the answer to this question if
a wholly owned subsidiary of the corporation which acquired the
property were to receive this commission?

Reply—The ‘‘commission’’ received from the broker most
certainly should be treated as a reduction of the cost of the realty
rather than as income. To account for this payment otherwise
would violate the generally accepted accounting principle that
income should not be recognized on a purchase. The receipt of the
commission was part of a single transaction, viz. : the acquisition
of certain real property, and is really an adjustment of the cost
of that property. Future years’ income statements will benefit
through reduced depreciation charges taken on a lower cost than
would have been reflected had income been recorded initially.

From the viewpoint of the consolidated entity, the result will
be the same whether the property is purchased by the parent who
also receives the commission or if the commission is paid to the
subsidiary. The reason for this is that payment to the subsidiary
will result in a donated capital account being credited (no credit
to any income account should be made because the subsidiary has
earned nothing through this shifting of accounts). The donated
capital account will then be eliminated upon consolidation,
against the realty account appearing on the parent’s books. One
of the reasons that consolidated statements are presumed to give
the fairest presentation is because of situations such as that
being discussed here. This coupled with the fact that the subsi-
diary is 100% owned would require consolidated statements in
this instance. If, for one reason or another, individual statements

§ 2210.02 Copyright © 1975, American Institute of Certified Public Accountants, Inc.



Fixed Assets 1163

of the parent or of the subsidiary are prepared, then full dis-
closure of the particulars of this transaction is mandatory and
should be made on the financial statements of each company.

.03 Costs of Razing Building on Property Currently Owned

Inquiry—A corporation acquired a site for the construction of
a building ten years ago. The expected life of this building was
estimated to be forty years at that time. Currently the building
is being demolished because of obsolescence, and a completely
new structure is being built. Should the undepreciated cost of the
old building be carried forward as part of the cost of the new
building, or should it be charged off to income?

Reply—It is a generally accepted accounting principle that
useful costs be carried forward to be matched against future
revenues because such costs are expected to contribute to the
profit-making efforts of the company. When costs cannot rea-
sonably be expected to help generate future revenues, they
should be charged off as having expired, or as having been lost.
The undepreciated cost of the old building in this situation is
quite clearly lost because it cannot possibly generate subsequent
earnings. If any part of the old structure is maintained, then an
allocation of the undepreciated cost should be made and part of
that cost should be assigned to this segment, because this section
will be useful to the company in the future.

Had the corporation purchased land with the building with the
intent of razing that building when the acquisition was made,
then the costs of demolition would properly be reflected as part
of the cost of the land, because the land was really the consider-
ation bargained for, and its cost was, substantively, the purchase
price plus the cost of razing the unwanted structure. Such is not
the case here, however, and the undepreciated cost of the old
building (assuming total destruction) should be charged to
current income.

.04 Cost of Cancellation of Option Granted on Land and Buildings

Inquiry—Several years ago, a company entered an agreement
with a customer whereby the customer would take the entire
output of one of the company’s plants. As part of the considera-
tion, the company gave the customer an option to purchase the
plant at a future date at a price which is adjusted annually for
capital additions and depreciation.
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As the option date approaches, the company would now like
to negotiate with the customer for the cancellation of the option.
This would undoubtedly call for the company to make some
payment to the customer.

If this transaction occurs, how should the matter be shown in
the financial statements? Should the cancellation cost be divided
between the land and the plant?

Reply—It would be proper to allocate the cost of the option
between land and building and equipment with the latter portion
amortized over the remaining useful lives of the assets. Both of
these might be included in the balance sheet as ‘‘Other Assets’’
or directly in ‘‘Land’’ or ‘‘Buildings’’ if proper disclosure is
made either in the captions or in a note to the financial statements
that the cost includes amounts paid for the cancellation of the
option. It would not be proper to include in the land account
the applicable portion without such disclosure.

.05 Date to Record Acquisition of Real Property by Government
Agency
Inquiry—A state government deposits funds in escrow for the
acquisition of real property. When should the value of the real
property be recorded?

Reply—The transaction in question may involve various
practical situations that require one accounting treatment rather
than another. For example, the purchaser may make full deposit
in escrow, and the contract is wholly executed on the purchaser’s
side and partially or wholly executory on the vendor’s side. Or
a portion of the purchase price may be deposited in escrow with
further deposits in escrow to be made; the contract, therefore,
being only partially executed on purchaser’s side and wholly
or partially executory on vendor’s side. Or, a combination of the
foregoing situations may exist. The purchaser may also gain
possession and use of the property prior to final clearance by
the escrow agent or the vendor may retain possession and use
prior to final clearance.

There are two basic alternatives for handling the transactions
in question.

1. Account for and reflect in the financial statements only the
deposits in escrow actually made in connection with the acquisi-

tion of real property. Footnote pertinent details of the account-
ing entity’s contractual commitment respecting the real property.
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Set up the cost of the property only when the deed is passed upon
release from escrow.

2. Set up the full cost of property at inception of contract
together with a liability for any remaining balance of the pur-
chase price beyond the initial deposit. For financial presentation
purposes, the liability may be shown on the liability side or as an
offset deducted from the asset, thereby indicating the equity of
the accounting entity in the property. As a matter of policy to be
consistently applied, the accounting entity may decide to set up
the cost of the property not at the time of entering into a binding
contract of purchase, but only upon obtaining possession and use
of the property, or upon depositing the full consideration for the
property in escrow, or only upon the concurrence or occurrence
of both these events.

The treatment described under ¢“1’’ seems preferable on the
ground that passage of title is the primary and conclusive opera-
tive fact attesting that all conditions precedent set forth in the
escrow agreement have been satisfied and that the purchaser has
untrammeled rights to the property.

.06 Valuation of Cattle Herd

Inquiry—A client, in the business of raising and selling cattle,
has not been in business long enough to develop enough cost
information to reliably value the cattle raised by them. Each cow
costs $2,000 or more and has an estimated salvage value of about
$300 at the end of its productive breeding life. The client has
adopted a life of seven years for its breeding herd based on the
various ages of the cows.

The client proposes to price the cattle raised as follows:

Purchased calves

‘When a cow is purchased with a ‘‘calf at side,’’ twenty percent
of the purchase price is allocated to the calf. An additional $50
is allocated to the calf every six months for the first eighteen
months. At eighteen months of age, the cows are considered
mature enough for breeding and are then either sold or placed in
the breeding herd and depreciated.

Raised calves

Since the mother is maintained principally for breeding and
is expected to produce one calf each year, the calf birthed and
raised is allocated one year’s depreciation of the mother, plus
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$50 at birth. An additional $50 is allocated every six months for
the first eighteen months.

The problem of valuing the cattle is compounded by the fact
that cattle purchased for breeding and those purchased for sale
are not separated, and any cow may be sold at any time. What
improvements could be made in the pricing scheme, and how
should the breeding herd and the herd held for sale be shown on
the balance sheet?

Reply—Rather than setting an average breeding life of seven
years for the breeding herd, it would appear more reasonable to
set an estimated age at which a cow should be fully depreciated
and to depreciate the cost of each cow over the remaining
estimated years of life. Also, instead of allocating twenty percent
of the purchase price of the cow to the calf ‘‘at side,’’ it would be
better to determine the percent applicable to the calf on the basis
of the number of expected additional calves for that cow.

In valuing the calves, if the $50 figure is a reasonable estimate
of six months of costs, the method seems reasonable. However,
instead of allocating one year’s depreciation of the mother plus
$50 at birth, it might be better to allocate only the depreciation
plus the direct expenses of birth such as veterinarian’s fees, ete.

Since it is difficult to determine which of the cattle are
“‘inventory’’ and which are ‘‘fixed assets,’”’ it might not be
appropriate in this case to classify the assets and liabilities as
current or long-term in the balance sheet.

.07 Costs of Ski Slopes and Lifts

Inquiry—A company has developed a piece of land into a
skiing resort. The company has cut the trees, cleared and graded
the land and hills, and constructed ski lifts and platter pulls.

Should the tree cutting, land clearing, and grading costs of
constructing the ski slopes be capitalized to land? If so, are these
costs amortizable?

Should the clearing and grading costs connected with the
construction of the ski lifts and platter pulls be capitalized to
this equipment and depreciated?

Reply—All expenditures incurred which are made for the
purpose of making the land suitable for its intended use or
purpose (whether that use be for the construction of a ski lodge,
lifts, slopes, platter pulls, or other facilities) are properly
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capitalizable as land costs, and land, with rare exception, is not
subject to depreciation. During the course of clearing the land
to make it useful for the purpose acquired, salable timber may be
recovered, and since the clearing costs are capital items, amounts
realized from the sale of the timber may properly be credited to
the land account. Recurring maintenance of right-of-way (i.e., the
slope and ski-lift areas) would, of course, be properly treated as
a period cost.

.08 Restaurant Dishes and Silverware

Inquiry—Should a base stock inventory of silverware and
dishes be shown on the balance sheet of a restaurant as a fixed
asset? In the base stock method, the base stock is recorded at an
unchanging amount and additions to the stock are charged to
expenses for the period. Inasmuch as fixed assets are specific
items which are subject to depreciation (except land), and the
base stock is an approximate figure for many items and is not
depreciated, it would seem that the base stock should not be
classified as a fixed asset.

Reply—Various publications recommending treatment for
large stocks of short-lived, replaceable assets such as silverware
and dishes indicate that the assets should be valued on the basis
of physical inventories at year-end, with used equipment being
valued at 50% of current cost, and unused equipment valued at
full cost. This, in effect, assigns an average useful life of two
years for the equipment. It is recommended that such assets be
included in fixed assets.

The classification in the balance sheet should not depend upon
the method of valuing the assets. Therefore, regardless of the
method of valuation, the assets should be included in fixed assets.
If the valuation differs materially from the depreciated cost of
individual goods on hand at year-end, the presentation is not in
accordance with generally accepted accounting principles.

.09 Appraisal Value for Mailing Lists

Inquiry—A client distributes various advertising materials
by mail, and has developed mailing lists over a number of years.
The costs of preparing and maintaining the lists have been
expensed through last year. Although the company will continue
to expense the costs of maintaining and updating such lists, it has
capitalized an amount equal to what it considers a current
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estimated replacement cost of the mailing lists and credited
‘¢ Appraisal Surplus.’”’ There is no way of reconstructing the
actual costs incurred in prior years to prepare the mailing list.

The amount capitalized represents 25% of the client’s total
assets, and the client does not intend to amortize the capitalized

amount because in its opinion, these lists have an unlimited use-
ful life.

Is this the proper accounting treatment for these mailing lists?

Reply—The recording of the mailing lists at their estimated
replacement cost would not be in accordance with generally
accepted accounting principles. If the client is adamant about
recording the mailing list as described, ‘‘ Appraisal Surplus”’
would be the appropriate account to credit under the circum-
stances, but the auditor should issue a qualified or adverse opin-
ion in accordance with Statement on Auditing Standards No. 2.

.11 Assets Transferred to Homeowners Association

Inquiry—What is the proper financial statement presentation
and valuation of common area properties turned over to a home-
owners association by a real estate developer?

Reply—These assets should be recorded as fixed assets at their
fair market value at the date of transfer to the homeowners
association in accordance with Accounting Principles Board
Opinion No. 29, paragraph 18, which indicates that a non-
menetary asset received in a nonreciprocal transfer should be
recorded at the fair value of the asset received.

.12 Classification of Real Estate Held in Anticipation of Sale and
Leaseback Transaction

Inquiry—A company conducts a retail business at several
locations. When a suitable store is found, the company will pur-
chase the building and within a few months will arrange a sale
and leaseback agreement for the property.

During the period between the date of the purchase of a store
and the date of the sale and leaseback transaction, the company
would record the investment in the store as a current asset.
Recently the company made such a temporary investment but
has been unable to negotiate a suitable sale and leaseback agree-
ment. The investment was carried as a current asset in last
year’s financial statements. Should the store be reported as a
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noncurrent asset in the current financial statements since at this
time there is no way of determining when a prospective sale and
leaseback arrangement will be consummated?

Reply—The reclassification of the investment in real estate
to a noncurrent asset is appropriate under the circumstances.
There should be adequate footnote disclosure of the circum-
stances which led to the reclassification. In connection with
reporting this item in the statement of changes in financial
position, the ‘‘funds applied’’ part of the statement should
reflect the reclassification of the real estate.

Since the reclassification results from changed circumstances,
and, assuming adequate disclosure, no reference to it is required
in the auditor’s report.

13 Effect of Future Transfer on Accounting for Land

Inquiry—A nonprofit health care corporation has agreed to a
future transfer of title in its operating property (land and a
hospital) to the city in which the property is located. The trans-
fer will occur in 30 years. Under such circumstances, is it appro-
priate to amortize the cost of land over a period of 30 years?

Reply—Paragraph 22 of APB Opinion No. 17 states in part:

Accounting for the cost of a long-lived asset after acquisition
normally depends on its estimated life. The cost of assets with
perpetual existence, such as land, is carried forward as an asset
without amortization, and the cost of assets with finite lives is
amortized by systematic charges to income.

Accordingly, the cost of land should not be amortized.

The agreement between the corporation and the city should
be disclosed in notes to the corporation’s financial statements.

.14 Facility Consiructed by a Municipality for Exclusive Use of a
Company

Inquiry—A municipality levied a special tax assessment
against the real estate of Corporation A equal to the estimated
construction cost of a pollution control facility that the munie-
ipality agreed to construct for the exclusive use of Corporation
A. Corporation A will pay the special assessment in equal
annual installments plus interest over a fifteen year period.
The municipality sold Special Assessment Bonds to finance con-
struction of the facility and will pay principal and interest from
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the special assessment levied against the real estate of Corpora-
tion A. Corporation A will pay the cost of operating and main-
taining the facility. How should the corporation report the
transaction?

Reply—Using Special Assessment Bonds to finance the con-
struction of a pollution control facility is similar to using In-
dustrial Revenue Bonds. The terms of the agreement to
construct the facility indicate that the corporation should
capitalize the cost of the facility in its financial statements at
the present value of the series of payments required by the
special assessment.

.15 Capitalization of Cost of Dredging Log Pond

Inquiry—Corporation A operates a log pond and dredged the
pond during the year at a cost of $350,000. Thus, the useful life
of the log pond was extended several years. Should the dredg-
ing cost be expensed or capitalized?

Reply—Paragraph 159 of Accounting Principles Board State-
ment No. 4 states, “If an asset provides benefits for several
periods its cost is allocated to the periods in a systematic and
rational manner in the absence of a more direct basis for asso-
ciating cause and effect.”

Since the dredging cost will benefit future periods, Corpora-
tion A should capitalize the cost and amortize it in a systematic
and rational manner over the estimated period of benefit.

.16 Funds for Replacoment of Equipment

Inquiry—A nonprofit hospital estimates that it will require
$x to replace existing equipment within the next five years.
May additions to a fund for equipment replacement be charged
to income annually?

Reply—No. Page 5 of the AICPA Industry Guide, Hospital
Audit Guide, states:

Accumulation of funds for replacement or expansion of
hospital facilities may result from a decision of the governing
board to set aside resources for such purposes. When this is
the case, these accumulations are considered to be designations
of unrestricted fund balance and should be accounted for as
appropriations of that balance. Provision for such designations
of unrestricted fund balance should not be reflected as an
expense in the statement of revenues and expenses.
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The hospital may disclose in notes to the financial state-
ments that $x will be required for future replacement of equip-
ment.

> The next page is 1261. <—4&
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Section 2220
Long-Term Invesiments

.01 Equity Method When Current Direct Ownership Less Than
Twenty Percent

Inquiry—Company A purchased a 19% stock ownership in-
terest in B. The company also made a loan to B which is con-
vertible into stock of B and is secured by shares of C (B’s
subsidiary). For as long as the loan is outstanding, Company A
will have several seats on B’s board. The company also has
options to purchase shares of C.

Is the company required to report its investment in B under
the equity method?

Reply—Paragraph 17 of Accounting Principles Board Opin-
ion No. 18 states that the ability to exercise the type of influence
contemplated in the Opinion may be indicated in several ways
such as representation on the board of directors and invest-
ment (direct or indirect) of 20% or more in the voting stock of
an investee,

The company would own only 19% of the outstanding voting
stock. Although it is not indicated whether the conversion feature
of the loan may result in ownership of 20% or more, or whether
the board seats would allow A to significantly influence the voting
at meetings of B’s board of directors, the overall impact of the
proposed transaction could demonstrate that the company has the
ability to exercise significant influence over the investee. There-
fore, the cquity method should be followed in accounting for the
investment.

.03 Equity Method for Investee Following Completed Contract
Method

Inquiry—A client, a contractor who follows the percentage of
completion method for income recognition, has entered into a
joint venture. The joint venture follows the completed contract
method in its financial statements. The client accounts for his
investment in the joint venture on the equity basis. May the client
recognize his share of the venture’s income (determined on the
percentage of completion method) even though the venture will
not recognize income until the contract is completed?
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IReply—Paragraph 3(f) of .\ccounting Principles Board Opin-
ion No. 18, The Equity Method of Accounting for Investments in
Common Stock, states:

“Earnings or losses of an investee” and ‘“‘financial position of an
investee” refer to net income (or net loss) and financial position of
an investee determined in accordance with accounting principles
generally accepted in the United States.

Both the completed contract method and the percentage of
completion method are generally accepted, and the investor
should not change the investee’s method of acecounting from
completed contract to percentage of completion in applying the
cquity method.

.05 Assuming Pro Rate Share of Venture's Revenues end Expenses

Inquiry—A company in the construction industry has entered
into a joint venture with other contractors. Would it be permis-
sible for the company to include in its income its pro rata share
of each of the revenue and expense accounts of the venture?

Reply—AICPA Industry Audit Guide Audits of Construction
Contractors (1965) states on page 36:

The contractor’s share of joint venture earnings should be shown
separately in the income statement of the contractor. It is not com-
mon to record the proportionate share of billings and costs applicable
to joint venture operations in the financial statements of individual
members.

Paragraph 19-c of APB Opinion No. 18 states:

The investment(s) in common stock should be shown in the balance
sheet of an investor as a single amount, and the investor’s share of
earnings or losses of the investee(s) should ordinarily be shown
in the income statement as a single amount except for the extraor-
dinary items as specified in (d) below.

However, Interpretation No. 2 of APB Opinion No. 18, relating
to accounting for investments in unincorporated joint ventures
states in part:

. . . because the investor-venturer owns an undivided interest in each
asset and is proportionately liable for its share of each liability, the
provisions of paragraph 19-¢c may not apply in some industries. For
example, where it is the established industry practice (such as in
some oil and gas venture accounting), the investor-venturer may ac-
count in its financial statements for its pro rata share of the assets,
liabilities, revenues, and expenses of the venture.
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Terminology such as ‘‘it is not common’’ and ‘‘should ordi-
narily’’ contained in the above references indicate that picking
up the share of the joint venture on a line by line item, while it
may be unusual, would not necessarily be prohibited.

.06 Recognizing Unrealized Appreciation of Hedge Fund

Inquiry—A client owns a 40% interest in a partnership com-
monly known as a ‘‘hedge fund.”’ The client accounts for this
investment on the equity basis. The hedge fund is permitted to
record the unrealized appreciation of its investments according
to generally accepted accounting principles, but is it permissible
for the client to include, on its income statement and balance
sheet, its pro rata share of the increases in hedge fund assets
due to unrealized appreciation?

Reply—While the ‘‘hedge fund’’ is permitted to record un-
realized appreciation, the investor should pick up its share of
the income for the year on a realized basis. Of course any
unrealized losses which reflect permanent decreases in values
should be recognized. Therefore, in picking up its 40% interest
in the hedge fund, the client should adjust the net income re-
ported by the hedge fund for the increases and decreases in
unrealized appreciation.

.07 Equity Method for Small Business Investment Companies

Inquiry—Accounting Principles Board Opinion No. 18, con-
cerning the equity method of accounting for investments, ex-
empts Small Business Investment Companies from its provisions
in certain circumstances. Does this exemption apply to Small
Business Investment Companies which have sold their stock
publicly?

Reply—Paragraph 2 of Accounting Principles Board Opinion
No. 18 states in part:

This Opinion does not apply to investments in common stock held by

. investment companies registered under the Investment Company
Act of 1940 or investment companies which would be included under
the Act (including small business investment companies) except that
the number of stockholders is limited and the securities are not
offered publicly. . .

This exclusion was intended to include all investment com-
panies whose exemption from registration under the Investment
Company Act was based either upon limited number of stock-
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holders or upon the issuance of securities that were not required
to be registered with the SEC because of limited size of the
offering or limitations upon the purchasers. Therefore, the
investments of a small business investment company may be
carried at cost to the investor that is not in excess of the present
fair value of the investment.

.08 Acquisition of Subsidiaries by Exchange of Assets With No
Book Value

Inquiry—A client, a computer services company, acquired fifty
percent of the capital stock of a corporation in exchange for
rights to computer programs. The cost of these programs had
been expensed by the client. Another party acquired the remain-
ing fifty percent of the stock for $150,000. The client recorded
this transaction as a debit to investments in subsidiaries and a
credit to earnings of $150,000.

A similar transaction, an exchange of rights to computer
programs for capital stock with a stated value of $200,000, oc-
curred later. Investments in subsidiaries was debited and earn-
ings was credited for $200,000.

The subsidiaries are accounted for under the equity method.

Can the earnings recorded on the exchange of expensed
computer programs for common stock be reflected in parent
company financial statements, or do generally accepted account-
ing principles require elimination?

Reply—Accounting Principles Board Opinion No. 18, para-
graph 19 states in part, ‘‘The difference between consolidation
and the equity method lies in the details reported in the finan-
cial statements. Thus, an investor’s net income for the period
and its stockholders’ equity at the end of the period are the same
whether an investment in a subsidiary is accounted for under the
equity method or the subsidiary is consolidated. . . .’”’ Intercom-
pany profit eliminations under the equity method is discussed
in Interpretation No. 1 to Opinion 18 and states in part, ‘‘All
intercompany transactions are eliminated in consolidation, but
under the equity method intercompany profits or losses are nor-
mally eliminated only on assets still remaining on the books of
an investor or an investee.’’

Both paragraph 19 of Opinion No. 18 and Interpretation No.
1 indicate that the intercompany gain ($150,000 and $200,000)
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recorded by the investor company would be eliminated under
the equity method.

In the second case, measuring the value of the computer
programs by the $200,000 stated value of the stock may not be
appropriate, and the auditor should try to satisfy himself con-
cerning the estimated values assigned to the tangible and in-
tangible assets contributed by the other stockholders. (See para-
graph 19n of Opinion 18 and paragraph 88 of Opinion 16.)

.09 Market Value of Unregistered Stock

Inquiry—A company needs a monthly valuation of its securi-
ties at market. Among the securities to be valued are some
lettered securities that contain a three-year restriction against
sale. These lettered securities consist of 714% convertible deben-
tures maturing in five years and common stock which had to be
purchased as a unit. Common stock which is unrestricted is being
freely traded and is presently selling at three times the cost of
the restricted common.

What is the generally accepted accounting inethod of valuing
the lettered securities?

Reply—The valuation of unregistered stock is discussed in

Accounting Series Release No. 113 of the Securities and Ex-
change Commission issued October 21, 1969.

In general the valuation of such stock is difficult. The relation-
ship between the current value of unregistered stock and of
similar stock which is available for sale on the exchanges or over
the counter will vary for many reasons, including particularly
the period for which it may be expected to remain unregistered,
and the volatility and thinness of market of stock being traded.

Methods of valuation are not, strictly speaking, accounting
functions. The valuation of securities is primarily a function
of appraisers and stockbrokers. A broker knowledgeable as to
the company involved will frequently be in a position to suggest
a discount percentage appropriate to the restrictions imposed
upon sale of a particular security. Such percentage will vary with
the type of restriction and with the nature of the market for
the unrestricted security of that issuer.

In determining how much credibility to assign to evidence of
valuation of an asset, it is necessary to evaluate the competence
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and experience of the individual appraiser, his knowledge of the
field, and the individual asset involved.

.10 Elimination of Intercompany Profits

Inquiry—A parent company reflects its wholly owned sub-
sidiaries on the equity basis in its financial statements. There
are many intercompany transactions. Should just the unrealized
profits or losses be eliminated from the financial statements or
should the entire transaction, sales, cost of sales and related
profits be eliminated?

Reply—Accounting Interpretation No. 1 of Accounting Prin-
ciples Board Opinion No. 18, states in part:

Paragraph 19 of APB Opinion No. 18 normally requires an investor’s
net income and stockholder’s equity to be the same from application
of the equity method as would result from consolidation. Because the
equity method is a “one-line” consolidation, however, the details
reported in the investor’s financial statements under the equity
method will not be the same as would be reported in consolidated
financial statements (see paragraph 19-c). All intercompany trans-
actions are eliminated in consolidation, but under the equity method
intercompany profits or losses are normally eliminated only on assets
still remaining on the books of an investor or an investee.
Therefore, in transactions between a parent company and its
wholly owned subsidiaries, only unrealized profits or losses
should be eliminated when the investments are reported on the

equity basis in parent company financial statements.

.11 Equity Methed for Investments in Limited Partnerships and
Unincorporated Joint Ventures

Inquiry—Corporation A owns investments ranging from
20% to more than 50% in several limited partnerships and un-
incorporated joint ventures. Is Corporation A required to use
the equity method to account for its investments? If Corpora-
tion A uses the equity method for its investments, should the
auditors of Corporation A examine the financial statements of
each separate investee?

Reply—AICPA Accounting Interpretation No. 2, “Invest-
ments in Partnerships and Ventures,” of APB Opinion No. 18
states:

APB Opinion No. 18 applies only to investments in common
stock of corporations and does not cover investments in part-
nerships and unincorporated joint ventures (also called undi-
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vided interests in ventures). Many of the provisions of the
Opinion would be appropriate in accounting for investments in
these unincorporated entities, however, as discussed below.

Partnership profits and losses accrued by investor-partners are
generally reflected in their financial statements as described in
paragraphs 19-c and 19-d. Likewise, most of the other provi-
sions of paragraph 19 would be appropriate in accounting for a
partnership interest, such as the elimination of intercompany
profits and losses (see paragraph 19-a).
* Xk X

Generally, the above discussion of partnerships would also apply
to unincorporated joint ventures, particularly the elimination
of intercompany profits and the accounting for income taxes.
However, because the investor-venturer owns an undivided
interest in each asset and is proportionately liable for its share
of each liability, the provisions of paragraph 19-c may not apply
in some industries. For example, where it is the established
industry practice (such as in some oil and gas venture account-
ing), the investor-venturer may account in its financial state-
ments for its pro rata share of the assets, liabilities, revenues,
and expenses of the venture.

The Interpretation seems to imply that the same factors (a
controlling financial interest, the ability to exercise significant
influence over operating and financial policies, or the lack of
control or ability to exercise significant influence) that deter-

mine the method used by an investor to account for its invest-
ments in corporate common stock would also determine the
method used by an investor to account for its investments in
unincorporated entities. The one exception stated in the Inter-
pretation, that an investor may account for its pro rata share
of the assets, liabilities, revenues, and expenses of an unin-
corporated joint venture, is based on industry practices. Aec-
cordingly, Corporation A’s method of accounting for its
investments would depend on the circumstances.

Section 332.05 of Statement on Auditing Standards No. 1
relates to investments accounted for by either the cost method
or the equity method and states:

Evidential matter pertaining to the carrying amount of
long-term investments, income and losses attributable to such
investments, and capital and other transactions of the investee
may be available in the following forms:

a. Audited Financial Statements
Financial statements of the investee generally constitute
sufficient evidential matter as to the equity in underlying
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net assets and results of operations of the investee when
such statements have been examined by the investor’s
auditor or by another independent auditor whose report is
satisfactory, for this purpose, to the investor’s auditor . . .

®—> The next page is 1391. <—
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Section 2240

Cash Surrender Value
of Life Insurance

.01 Balance Sheet Classification of Life Insurance Policy Loan

Inquiry—A. company has secured a short-term loan from an
insurance company against the cash surrender value of its life
insurance policies.

In paragraph 6(d), Chapter 3A of ARB No. 43, cash surrender
value of life insurance policies is excluded from the classification
of a current asset. This reference does not appear to recommend
a different classification if the cash value may have been fully
borrowed from the insurance company.

Is it proper to classify a readily liquid asset as noncurrent
and simultaneously show the related borrowings as a current
liability?

Reply—Paragraph 6 of Chapter 3A of Accounting Research
Bulletin No. 43 states in part:

This concept of the nature of current assets contemplates the exclu-
sion from that classification of such resources as ... (d) cash
surrender value of life insurance policy.

Note 3 to paragraph 7 of this Chapter states:

Loans accompanied by pledge of life insurance policies would be
classified as current liabilities when, by their terms or by intent, they
are to be repaid within twelve months. The pledging of life insurance
policies does not affect the classification of the asset any more than
does the pledging of receivables, inventories, real estate, or other
assets as collateral for a short-term loan. However, when a loan on a
life insurance policy is obtained from the insurance company with the
intent that it will not be paid but will be liquidated by deduction from
the proceeds of the policy upon maturity or cancellation, the obliga-
tion should be excluded from current liabilities.

Paragraph 7-1 of Accounting Principles Board Opinion No. 10
states:
It is a general principle of accounting that the offsetting of assets and

liabilities in the balance sheet is improper except where a right of
setoff exists.

Therefore, if a company takes out policy loans from the insur-
ance company on life insurance policies which it owns and if
there is no intention to repay the loan during the ensuing operat-
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§ 2240.02

ing cycle of the business, such loan may be excluded from current
liabilities. Furthermore, as the owner of a policy normally has
the right to offset the loan against the proceeds received on
maturity or cancellation of the policy, it is appropriate to apply
the amount of the loan in reduction of the cash surrender value,
with disclosure of the amount so offset.

.02 Disclosure of Life Insurance on Principal Stockholders

Inquiry—A client corporation maintains life insurance policies
on its principal stockholders which will provide for the repur-
chase of the stock in the event of a stockholder’s death. The cash
surrender value of these policies appears on the balance sheet.
Is further disclosure necessary?

Reply—The rule of informative disclosure requires that the
essential facts respecting firm commitments for purchase of a
corporation’s own stock pursuant to a buy-sell agreement, be set
forth in a footnote to the financial statements.

Below is an example of a footnote describing such a situation
which might appear on the balance sheet in reference to the cash
surrender value account:

The company is the owner and beneficiary of key-man life insur-
ance policies carried on the lives of X, Y, and Z bearing face value
amounts of $500,000, $500,000 and $450,000 respectively. No loans
are outstanding against the policies, but there is no restriction in the
policy regarding loans,

The life insurance contracts are accompanied by mandatory stock
purchase agreements to the amount of the proceeds of the life
insurance. In the event of the insured’s death, the “fair market value”
of the stock will, by previous action, be established by the X Ap-
praisal Company. The insured’s estate will be obligated to sell, and
the company will be obligated to purchase the insured’s stock up to
the appraisal value of the stock or the proceeds of insurance, which-
ever is the lesser. The purpose is to protect the company against an
abrupt change in ownership or management.

.03 Omission of Cash Surrender Value of Life Insurance from
Assets

Inquiry—Clearly, cash surrender values of life insurance may
be included among the assets in the balance sheet of an enter-
prise. Is this mandatory, or may management elect to omit this
item from the assets on the theory that its inclusion will be mis-
leading since the insurance is carried for the purpose of covering
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the loss it is anticipated will be sustained as a result of the death
of a key official?

Reply—If the enterprise retains all valuable contract rights
incident to ownership of the life insurance policy, then it is
mandatory from the standpoint of full accountability to reflect
the asset status of the cash surrender value of the policy. Not to
reflect the cash surrender value would be tantamount to creating
a hidden reserve which would be contrary to generally accepted
accounting principles.

.04 Corporation’s Policy on Life of Debtor Corporation’s Officer

Inquiry—A client took out a straight life insurance policy on
the life of an officer of another corporation which is indebted to
the client. The client corporation hopes to receive the proceeds of
the insurance policy tax free and has not deducted the yearly pre-
mium payments as expenses. The officer is over 65 years old, and,
therefore, there is a great possibility he will die prior to the full
payment of the outstanding balance of the corporation’s debt.
The prior CPA reported the accumulated premium payments on
the Balance Sheet as ‘‘Investment in Life Insurance.’’

Is it proper to show total premiums paid as an investment
under these circumstances?

Reply—Where a corporation takes out a life insurance policy
on the life of a debtor corporation’s officer (assuming that there
is an insurable interest), the manner of accounting for the pre-
miums should not differ from the manner of accounting for
premiums paid on the life of the corporation’s own officer. The
premiums should be broken down between the expense and the
cash surrender value elements. Accordingly, the accumulated
premiums account should be analyzed to determine the cash sur-
render value as at the balance sheet date, the expense portion for
the period under audit, and the remaining portion which should
be treated as a correction of prior period earnings. See Account-
ing Principles Board Opinion No. 20, 4ccounting Changes, for a
discussion of correction of an error.

.05 Purchase of Key-Man Life Insurance Policy from the Insured

Inquiry—A corporate officer was the owner of and paid $70,000
in premiums on a $1,000,000 life insurance contract on his life
with his wife as beneficiary. The corporation purchased the in-
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surance contract for business purposes at a price of $70,000
changing the ownership and beneficiary to the corporation.

The corporation carries the insurance contract as an invest-
ment, at cost, which exceeded the cash surrender value at date of
purchase by $40,000. The corporation amortized this $40,000
amount over the 15 year actuarial life expectancy of the insured
as an annual charge against earnings. Is this treatment in con-
formity with generally accepted accounting principles?

Reply—Accounting Research Bulletin No. 43, Chapter 3, Sec-
tion A indicates that cash surrender value of life insurance pol-
icies should be presented as a noncurrent asset. Accounting In-
terpretation No. 1 to Accounting Principles Board Opinion No.
12 states that the generally accepted method of accounting for
non-term insurance on the life of a corporate officer is to charge
the increase in the cash surrender value of the policy to an asset
account and to charge the remaining balance of the annual pre-
mium to expense. This treatment would apply to any current
premiums the corporation pays on the policy. However, the
amount paid to the officer in excess of the cash surrender value of
the policy at the date of purchase should be amortized over the
life expectancy of the officer.

®—> The next page is 1451. +—&
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Section 2250
Intangible Assets

.01 Presentation of Intangible Contracts with Licensees

Inquiry—A company performs services for its customers
through licensee-licensor relationships with local franchises.
Through the agreement with licensees, the client agrees to repur-
chase any licensee’s clients at an established value.

How should the costs of contracts acquired by repurchase be
shown in the accounting records and financial statements?

Reply—Paragraph 24 of Accounting Principles Board Opin-
ion No. 17 states:

The Board concludes that a company should record as assets the
costs of intangible assets acquired from other enterprises or indi-
viduals. Costs of developing, maintaining, or restoring intangible
assets which are not specifically identifiable, have indeterminate lives,
or are inherent in a continuing business and related to an enterprise
as a whole—such as goodwill—should be deducted from income when
incurred.

Therefore, the only amount which could be entered in the
financial statements would be the cost of client contracts acquired
by repurchase. Such costs of contracts acquired subsequent to
October 31, 1970 should be amortized over a period of not more
than forty years in accordance with paragraphs 28 and 29 of
APB Opinion No. 17. Amortization of such costs which were on
the books as of October 31, 1970 is encouraged, but not man-
datory.

.02 Change in Amortization Period for Contingent Consideration
Carried as Goodwill

Inquiry—A company in a purchase transaction acquired a
service business at a purchase price in excess of identifiable tan-
gible and intangible assets. The excess purchase price, paid for
customers’ lists, going concern value, goodwill, etc., is reflected
on the balance sheet. The original purchase agreement provided
for additional payments which were dependent upon the opera-
tions of the acquired company in subsequent years. An additional
$100,000 became due three years from the date of the original
purchase.

Because of the nature of the service business, the purchaser

AICPA Technical Practice Aids § 2250.02



1452 Assets

tentatively decided on the date of acquisition to adopt a ten year
life for amortization purposes. The ten-year write-off period
originally chosen does not represent the actual life of the excess
but only a judgmental estimate. The additional $100,000 is pay-
able only because the acquired company has demonstrated con-
tinued earning power. Because of this evidence as to the contin-
ued value of the excess purchase price, the company determined
to write off the excess (comprising the unamortized balance of
the original amount plus the $100,000) over a term of fifteen
years from the date of payment of the additional $100,000.

Is the amortization of goodwill and other intangible assets, in
accordance with generally accepted accounting principles?

Reply—Paragraph 80 of Accounting Principles Board Opinion
No. 16 states as follows:

Additional consideration may be contingent on maintaining or
achieving specified earnings levels in future periods. When the con-
tingency is resolved and additional consideration is distributable, the
acquiring corporation should record the current fair value of the
consideration issued or issuable as additional cost of the acquired
company. The additional costs of affected assets, usually goodwill,
should be amortized over the remaining life of the asset.

Paragraph 31 of APB Opinion No. 17 states in part:

A company should evaluate the periods of amortization continually
to determine whether later events and circumstances warrant revised
estimates of useful lives. If estimates are changed, the unamortized
costs should be allocated to the increased or reduced number of
remaining periods in the revised useful life but not to exceed forty
years after acquisition.

This also is in accordance with paragraph 31 of APB Opinion
No. 20.

It is appropriate to adjust the estimate of the period benefited
by the intangible assets at the date the contingent consideration
is determined. Such amortization period may not exceed forty
years from the date of the original acquisition. The revised life
should be applied to the unamortized balance of the originally
recorded intangible, as well as to the additional payment being
made, on a straight line basis in accordance with paragraph 30 of
APB Opinion No. 17. If the intangibles can be broken down be-
tween general ‘‘goodwill’’ and other intangibles, the estimated
lives for the various intangible assets may differ.
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.03 Amortization of Franchise Rights of Regulated Freight Carrier

Inquiry—Accounting Principles Board Opinion No. 17 states
in paragraph 27, ‘‘The value of intangible assets at any one date
eventually disappears and . . . the recorded costs of intangible
assets should be amortized by systematic charges to income over
periods estimated to be benefited.’’

A client is an interstate regulated freight carrier and has
certain franchise rights granted by the Interstate Commerce
Commission. The value of these rights do not disappear but can
actually increase in value. Even in an unsuccessful operation, the
rights can be worth more than their original cost. The value of
these rights does not become zero unless the rights are revoked
by the ICC.

APB Opinion No. 17 states in paragraph 32, ‘‘Ordinarily
goodwill and similar intangible assets cannot be disposed of
apart from the enterprise as a whole.’”’ This also is not true of
these franchise rights which are readily marketable.

Is it, then, sound accounting policy to amortize these perpetual
franchise rights?

Reply—Intangible assets such as franchise rights come under
the provisions of paragraph 29 of APB Opinion No. 17. As indi-
cated there, the lives of some intangible assets may be indeter-
minate but are likely to exceed forty years. The Opinion provides
that in such cases the amortization of the intangible asset should
be made over a maximum of forty years and not an arbitrary
shorter period. The argument that the value of the franchise
rights does not decrease and may in fact increase appears to
overlook the objective of amortization. The objective of amorti-
zation is not an attempt to account for ‘‘value’’ but rather to
‘“allocate’’ cost.

The argument that the franchise rights granted to a particular
carrier are perpetual includes the comment that the Interstate
Commerce Commission can withdraw the franchise, and regula-
tory agencies do occasionally revoke ‘‘perpetual’’ franchises. In
summary, such rights effectively have an indeterminate life and
should be amortized over the maximum period provided for in
Opinion No. 17.

.04 Appraisal Value of Intangible Assets
Inquiry—A client who operates several Community Antenna
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Television systems wishes to value the CATV systems in the
statement of financial position at an appraisal value based on a
fixed amount per subseriber. Could such a value be properly
presented on the financial statements?

Reply—Paragraph 17 of Accounting Principles Board Opinion
No. 6 states in part ‘‘The Board is of the opinion that property,
plant and equipment should not be written up by an entity to
reflect appraisal, market, or current values which are above cost
to the entity.”” Paragraph 25 of APB Opinion No. 17 states in
part, ‘