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Changes Since The Last Edition iii

CHANGES SINCE THE LAST EDITION

Section Title Status

ASSETS
Inventories

Revised2140.06 Inventory of Meat Packer

Revised2140.08 Valuing Precious Metals Inventory Used in
Manufacturing Applications

Revised2140.09 Standard Cost for Inventory Valuation

SPECIALIZED INDUSTRY PROBLEMS
Investment Companies

Added6910.36 Determining Whether Loan Origination Is a
Substantive Activity When Assessing Whether an
Entity Is an Investment Company

Added6910.37 Considering the Length of Time It Will Take an
Investment Company to Liquidate Its Assets and
Satisfy Its Liabilities When Determining If
Liquidation Is Imminent

Added6910.38 Determining If Liquidation Is Imminent When the
Only Investor in an Investment Company Redeems
Its Interest, and the Investment Company
Anticipates Selling All of Its Investments and
Settling All of Its Assets and Liabilities

Added6910.39 Presentation of Stub Period Information by an
Investment Company

Added6910.40 Applying the Financial Statement Reporting
Requirements in FASB ASC 946-205-45-1 When an
Investment Company Presents a Stub Period

Added6910.41 Separation of Final-Period Financial Statements
Between Going Concern and Liquidation Periods
for Certain Investment Companies That Liquidate
Over a Short Period of Time

Added6910.42 Presenting Financial Highlights Under the
Liquidation Basis of Accounting for an Investment
Company

Added6910.43 Accrued Income When Using the Liquidation Basis of
Accounting

©2017, AICPA
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Section Title Status

Financial Statement Reporting and Disclosure-Employee
Benefit Plans

Deleted6931.01 Computation of Net Appreciation/Depreciation in Fair
Value of Investments

Deleted6931.03 Should the Sale of Real Estate Investments Held by
Employee Benefit Plans Be Treated as
Discontinued Operations?

Deleted6931.08 Types of Investments Subject to FASB ASC 962

Deleted6931.09 Financial Statement Presentation When a Plan
Invests in a Common Collective Trust Fund or in a
Master Trust That Holds Fully Benefit-Responsive
Investment Contracts

Deleted6931.10 Financial Statement Disclosure Requirements When a
Plan Invests in a Common Collective Trust Fund or
in a Master Trust That Holds Fully
Benefit-Responsive Investment Contracts

Revised6931.11 Fair Value Measurement Disclosures for Master Trusts

Deleted6931.12 Accounting and Disclosure Requirements for Health
and Welfare Plans Related to the COBRA Premium
Subsidy Included in the American Recovery and
Reinvestment Act of 2009

Deleted6931.13 Health and Welfare Plan Accounting for
Reimbursements Received Under the Patient
Protection and Affordable Care Act's Early Retiree
Reinsurance Program When the Reimbursement Is
Not Remitted to the Trust

Deleted6931.14 Health and Welfare Plan Accounting for
Reimbursements Received Under the PPACA's
ERRP Described in Q&A Section 6931.13

Deleted6931.15 Health and Welfare Plan Accounting for
Reimbursements Applied for Prior to Year-End but
Not Approved Until After Year-End Under the
PPACA's ERRP Described in Q&A Section 6931.13

Deleted6931.16 Accounting for the Effects of the Reimbursement on
the Health and Welfare Plan's Postretirement
Benefit Obligations Under the PPACA's ERRP
Described in Q&A Section 6931.13

Deleted6931.17 Health and Welfare Plan Disclosures About the
PPACA's ERRP Described in Q&A Section 6931.13
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Changes Since The Last Edition v
Section Title Status

ERISA Reporting and Disclosures

Revised6932.01 Employee Benefit Security Administration Guidance
on Insurance Company Demutualizations

Revised6932.05 How Should Investments in Brokerage Accounts Be
Reported in the Financial Statements and Form
5500?

AUDIT FIELD WORK
Internal Control

Added8200.17 Obtaining an Understanding of Business Processes
Relevant to Financial Reporting and
Communication

Added8200.18 Obtaining an Understanding of Internal Control
Relevant to the Audit

Added8200.19 Obtaining an Understanding of the Controls Relevant
to the Audit

Added8200.20 Control Activities That Are Always Relevant to the
Audit

Added8200.21 Control Activities That May Be Relevant to the Audit

ATTESTATION ENGAGEMENTS
Attestation Reports

Revised9510.03 Reporting on New York State Medicaid Cost Reports

Service Organization Controls Reports

Revised9530.22 Attestation Standards and Interpretive Guidance for
Reporting on a Service Organization's Controls
Relevant to User Entities and for Reporting on an
Entity's Internal Control
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How This Publication Is Organized vii

HOW THIS PUBLICATION IS ORGANIZED
Arrangement of Material in AICPA Technical Questions
and Answers
The material in AICPA Technical Questions and Answers is arranged as follows:

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

Description of Content
The major divisions are divided into sections, each with its own section num-
ber. Each paragraph or equivalent is decimally numbered for reference pur-
poses. With respect to Technical Questions and Answers, within each section,
each question and answer is decimally numbered. For example, Q&A section
9100.02 is the second question and answer in Q&A section 9100, Signing and
Dating Reports. When a question and answer is deleted, its number is reserved.
Reserved sections are deleted permanently if no future questions and answers
are expected for a particular topic.

Authoritative pronouncements are referenced in the questions and answers,
whenever possible, to support the guidance provided. The following list ex-
plains the references and cites the publications containing the authoritative
literature:

AR Accounting and Review Services standard or interpretation con-
tained in AICPA Professional Standards

AR-C Clarified Accounting and Review Services standard or interpreta-
tion contained in AICPA Professional Standards

AT Attestation standard or interpretation contained in AICPA Profes-
sional Standards

AU-C1 Clarified auditing standard or interpretation contained in AICPA
Professional Standards

AUD Statements of Position—Auditing and Attestation contained in
AICPA Professional Standards

ET Section from the Code of Professional Conduct of the AICPA con-
tained in AICPA Professional Standards

TSP Trust Services Principles and Criteria of ASEC contained in AICPA
Trust Services Principles and Criteria

1 The "AU-C" identifier was established to avoid confusion with references to existing "AU" sec-
tions, which have been superseded and deleted from Professional Standards as of December 2013.
The AU-C identifier was scheduled to revert back to the AU identifier at the end of 2013, by which
time the previous AU sections would be superseded for all engagements. However, in response to user
requests, the AU-C identifier will be retained indefinitely.
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viii AICPA Technical Questions and Answers

Note: Generally, abbreviations are not used to reference AICPA Audit and Ac-
counting Guides. Each guide is published separately and is also included in the
AICPA Audit and Accounting Guides subscription service.

The Q&A Topical Index for Technical Information Service Questions and
Answers uses the key word method to facilitate reference to the inquiries.
This index is arranged alphabetically by subject, with references to section
numbers.

Special Note About FASB Accounting Standards Codification®

FASB released the FASB Accounting Standards Codification (ASC) on July 1,
2009. On its effective date, FASB ASC became the source of authoritative U.S.
accounting and reporting standards for nongovernmental entities, in addition
to guidance issued by the SEC. FASB ASC significantly changes the way finan-
cial statement preparers, auditors, and academics perform accounting research.

FASB ASC flattens the U.S. generally accepted accounting principles (GAAP)
hierarchy to two levels: one that is authoritative (in FASB ASC) and one that
is nonauthoritative (not in FASB ASC). Exceptions include all rules and in-
terpretive releases of the SEC under the authority of federal securities laws,
which are sources of authoritative U.S. GAAP for SEC registrants, and certain
grandfathered guidance having an effective date before March 15, 1992. The
codification creates FASB ASC 105, Generally Accepted Accounting Principles.

Amendments to FASB ASC are now issued by FASB through Accounting Stan-
dards Updates (ASUs) and serve only to update FASB ASC. FASB does not
consider the ASUs authoritative in their own right; such amendments become
authoritative when they are incorporated into FASB ASC. The ASUs issued
include the amendments to the codification and an appendix of FASB ASC up-
date instructions. ASUs also provide background information about the amend-
ments, and explain the basis for FASB's decisions. This method of updating the
accounting guidance means that there will no longer be, for example, account-
ing standards in the form of statements, staff positions, Emerging Issues Task
Force (EITF) abstracts, or AICPA Accounting Statements of Position (SOPs).
ASUs are issued in the form of ASU No. 20YY-XX, in which "YY" is the last two
digits of the year and "XX" is the sequential number for each update. For exam-
ple, ASU No. 2011-01 is the first update in the year 2011. FASB organizes the
contents of each ASU using the same section headings as those used in FASB
ASC.

FASB ASC is a major restructuring of accounting and reporting standards de-
signed to simplify user access to all authoritative U.S. GAAP by providing the
authoritative literature in a topically organized structure. FASB ASC disas-
sembled thousands of nongovernmental accounting pronouncements (including
those of FASB, the EITF, and the AICPA) and reassembled them under approx-
imately 90 topics and included all accounting standards issued by a standard
setter within levels A–D of the current U.S. GAAP hierarchy. FASB ASC also
includes relevant portions of authoritative content issued by the SEC, as well
as selected SEC staff interpretations and administrative guidance issued by
the SEC; however, FASB ASC is not the official source of SEC guidance and
does not contain the entire population of SEC rules, regulations, interpretive
releases, and staff guidance. Moreover, FASB ASC does not include governmen-
tal accounting standards. FASB ASC is not intended to change U.S. GAAP or
any requirements of the SEC.

©2017, AICPA



How This Publication Is Organized ix
FASB ASC uses a topical structure in which guidance is organized into areas,
topics, subtopics, sections, and subsections. These terms are defined as follows:

Areas. The broadest category in FASB ASC and represent a grouping
of topics.
Topics. The broadest categorization of related content and correlate
with the International Accounting Standards (IASs) and International
Financial Reporting Standards (IFRSs).
Subtopics. Represent subsets of a topic and are generally distin-
guished by type or scope.
Sections. Indicate the nature of the content such as recognition, mea-
surement, or disclosure. The sections' structure correlates with the
IASs and IFRSs.
Subsections. Allow further segregation and navigation of content.

Topics, subtopics, and sections are numerically referenced. This effectively or-
ganizes the content without regard to the original standard setter or standard
from which the content was derived. An example of the numerical referenc-
ing is FASB ASC 305-10-05, in which 305 is the Cash and Cash Equivalents
topic, 10 represents the "Overall" subtopic, and 05 represents the "Overview
and Background" section.

FASB ASC represents a major shift in the organization and presentation of U.S.
GAAP. Users are encouraged to read the notice to constituents, which explains
the scope, structure, and usage of consistent terminology in FASB ASC. This
document is available on the FASB website at http://asc.fasb.org. In addition to
the notice, this link contains information on the options available for users to
access the codification. FASB ASC is offered by FASB at no charge in a Basic
View and for an annual fee in a Professional View. FASB ASC and the notice
to constituents are also offered by certain third party licensees, including the
AICPA.

FASB ASC Effect on AICPA Literature Included in This Publication
As noted previously, FASB ASC disassembled and reassembled thousands of
nongovernmental accounting pronouncements (including those of FASB, the
EITF, and the AICPA) and codified them under approximately 90 topics. FASB
ASC reduces the U.S. GAAP hierarchy to two levels: one that is authoritative
(in FASB ASC) and one that is not (not in FASB ASC). Those standards you
have come to memorize through FASB Statement Nos., FASB Interpretation
Nos., accounting SOPs, and the like now reside in FASB ASC and have a FASB
ASC reference for accountants to use. FASB ASC codified all AICPA accounting
SOPs and Practice Bulletins and also sections .38–.76 of Q&A section 5100,
Revenue Recognition.

Levels of Authority
The following tables outline the three levels of authority for auditing, attes-
tation, and compilation and review publications, including levels of authority
under Statements on Standards for Accounting and Review Services (SSARS)
No. 21, Statements on Standards for Accounting and Review Services: Clarifi-
cation and Recodification (AICPA, Professional Standards). Also included are
links to authoritative standards and the publications that fall within each
category.
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Auditing Publications

AU-C section 200, Overall Objectives of the Independent Auditor and the Conduct of
an Audit in Accordance With Generally Accepted Auditing Standards (AICPA,
Professional Standards), sets forth the following three types of auditing publications
and their authority:

• Auditing Standards: Authoritative per the "Compliance With Standards
Rule" of the AICPA Code of Professional Conduct (AICPA, Professional
Standards, ET sec. 1.310.001 and 2.310.001).

• Interpretive Publications: Issued under the authority of the Auditing
Standards Board; if the auditor does not apply the auditing guidance
included in an applicable interpretive publication, the auditor should be
prepared to explain how he or she complied with the Statements on
Auditing Standards (SASs) provisions addressed by such auditing
guidance.

• Other Auditing Publications: No authoritative status; however, other
auditing publications may help the auditor understand and apply the
SASs.

Auditing Standards Interpretive Publications
Other Auditing

Publications

• AU-C sections (SASs) in
Professional Standards

• Auditing
interpretations (AU-C
9000 sections in
Professional Standards)

• Appendixes to the SASs

• Auditing guidance in
AICPA Guides

• Auditing Statements of
Position in Professional
Standards

• AICPA Alerts

• Audit and Accounting
Manual

• Specific sections of
AICPA Technical
Questions and Answers

• Checklists and
Illustrative Financial
Statements

• Practice Aids

• White papers

• Auditing articles in the
Journal of Accountancy
or other professional
publications

• Auditing articles in the
AICPA CPA Letter Daily

• Continuing professional
education programs

• Other instruction
materials, textbooks,
guide books, audit
programs, and
checklists

• Auditing publications
from state CPA
societies, other
organizations, and
individuals
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How This Publication Is Organized xi
Attestation Publications

AT section 50, SSAE Hierarchy (AICPA, Professional Standards), sets forth the
following three types of attestation publications and their authority:

• Attestation Standards: Authoritative per the "Compliance With
Standards Rule" of the AICPA Code of Professional Conduct (AICPA,
Professional Standards, ET sec. 1.310.001 and 2.310.001).

• Interpretive Publications: Issued under the authority of the Auditing
Standards Board; if the practitioner does not apply the attestation
guidance included in an applicable interpretive publication, the
practitioner should be prepared to explain how he or she complied with
the Statements on Standards for Attestation Engagements (SSAEs)
provisions addressed by such attestation guidance.

• Other Attestation Publications: No authoritative status; however, other
attestation publications may help the practitioner understand and apply
the SSAEs.

Attestation Standards Interpretive Publications
Other Attestation

Publications

• AT sections (SSAEs) in
Professional Standards

• Attestation
interpretations (AT
9000 sections in
Professional Standards)

• Appendixes to the
SSAEs

• Attestation guidance in
AICPA Guides

• Attestation Statements
of Position in
Professional Standards

• AICPA Alerts

• Audit and Accounting
Manual

• Specific sections of
AICPA Technical
Questions and Answers

• Checklists and
Illustrative Financial
Statements

• Practice Aids

• White papers

• Attestation articles in
the Journal of
Accountancy or other
professional
publications

• Attestation articles in
the AICPA CPA Letter
Daily

• Continuing professional
education programs

• Other instruction
materials, textbooks,
guide books, audit
programs, and
checklists

• Attestation publications
from state CPA
societies, other
organizations, and
individuals
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Compilation and Review Publications

AR section 60, Framework for Performing and Reporting on Compilation and Review
Engagements (AICPA, Professional Standards), sets forth the following three types of
compilation and review publications and their authority:

• Compilation and Review Standards: Authoritative per the "Compliance With
Standards Rule" of the AICPA Code of Professional Conduct (AICPA,
Professional Standards, ET sec. 1.310.001 and 2.310.001).

• Interpretive Publications: Issued under the authority of the Accounting and
Review Services Committee; if the accountant does not apply the compilation
and review guidance included in an applicable interpretive publication, the
accountant should be prepared to explain how he or she complied with the
Statements on Standards for Accounting and Review Services (SSARSs)
provisions addressed by such compilation and review guidance.

• Other Compilation and Review Publications: No authoritative status;
however, other compilation and review publications may help the accountant
understand and apply the SSARSs.

Compilation and Review
Standards Interpretive Publications

Other Compilation and
Review Publications

• AR sections (SSARSs) in
Professional Standards

• Compilation and Review
interpretations (AR 9000
sections in Professional
Standards)

• Appendixes to the
SSARSs

• Compilation and Review
guidance in AICPA
Guides

• Compilation and Review
guidance in Statements
of Position in Professional
Standards

• AICPA Alert
Developments in Review,
Compilation, and
Financial Statement
Preparation Engagements

• Audit and Accounting
Manual

• Specific sections of AICPA
Technical Questions and
Answers

• Checklists and
Illustrative Financial
Statements

• Practice Aids

• White papers

• Compilation and Review
articles in the Journal of
Accountancy or other
professional publications

• Compilation and Review
articles in the AICPA
CPA Letter Daily

• Continuing professional
education programs

• Other instruction
materials, textbooks,
guide books, audit
programs, and checklists

• Compilation and Review
publications from state
CPA societies, other
organizations, and
individuals
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How This Publication Is Organized xiii
Review, Compilation, and Preparation Publications—For Engagements

Conducted Under SSARS No. 21

SSARS No. 21, Statements on Standards for Accounting and Review Services: Clarification
and Recodification (AICPA, Professional Standards), sets forth the following three types of
review, compilation, and preparation publications and their authority:

• Compilation and Review Standards: Authoritative per the "Compliance With
Standards Rule" of the AICPA Code of Professional Conduct (AICPA,
Professional Standards, ET sec. 1.310.001 and 2.310.001).

• Interpretive Publications: Issued under the authority of the Accounting and
Review Services Committee; if the accountant does not apply the compilation
and review guidance included in an applicable interpretive publication, the
accountant should be prepared to explain how he or she complied with the
Statements on Standards for Accounting and Review Services (SSARSs)
provisions addressed by such compilation and review guidance.

• Other Review, Compilation, and Preparation Publications: No authoritative
status; however, other compilation and review publications may help the
accountant understand and apply the SSARSs.

Review, Compilation, and
Preparation Standards Interpretive Publications

Other Review, Compilation,
and Preparation

Publications

• AR-C sections (SSARSs)
in Professional Standards

• Review, Compilation, and
Preparation
interpretations, when
issued (AR-C 9000
sections in Professional
Standards)

• Review, Compilation, and
Preparation guidance in
AICPA Guides

• Review, Compilation, and
Preparation guidance in
Statements of Position in
Professional Standards

• AICPA Alert
Developments in Review,
Compilation, and
Financial Statement
Preparation Engagements

• Audit and Accounting
Manual

• Specific sections of AICPA
Technical Questions and
Answers

• Checklists and
Illustrative Financial
Statements

• Practice Aids

• White papers

• Review, Compilation, and
Preparation articles in
the Journal of
Accountancy or other
professional publications

• Review, Compilation, and
Preparation articles in
the AICPA CPA Letter
Daily

• Continuing professional
education programs

• Other instruction
materials, textbooks,
guide books, audit
programs, and checklists

• Review, Compilation, and
Preparation publications
from state CPA societies,
other organizations, and
individuals
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AICPA Technical Questions and Answers

(Nonauthoritative)
Notice to Readers
The questions and answers in AICPA Technical Questions and Answers are not
sources of established authoritative accounting principles as described in FASB
Accounting Standards Codification and GASB Statement No. 55, The Hierarchy
of Generally Accepted Accounting Principles for State and Local Governments,
the authoritative sources of generally accepted accounting principles for non-
governmental and governmental entities, respectively. This material is based
on selected practice matters identified by the staff of the AICPA's Technical
Hotline and various other bodies within the AICPA and has not been approved,
disapproved, or otherwise acted upon by any senior committee of the AICPA.

This publication is designed to provide accurate information in regard to the
subject matter covered. It is sold with the understanding that the publisher is
not engaged in rendering legal, accounting, or other professional service.

AICPA TECHNICAL HOTLINE
The AICPA Technical Hotline answers inquiries about specific audit or

accounting problems.
Call Toll Free:
877.242.7212

This service is free to AICPA members.
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Q&A Section 1000

FINANCIAL STATEMENT PRESENTATION

TABLE OF CONTENTS
Section

1100 Statement of Financial Position
[.01] Reserved
[.02] Reserved

.03 Unclassified Balance Sheet for Venture With Limited Life
[.04] Reserved
[.05] Reserved
[.06] Reserved

.07 Comparative Statement Disclosures

.08 Classification of Outstanding Checks
[.09] Reserved
[.10] Reserved
[.11] Reserved
[.12] Reserved
[.13] Reserved

.14 Classification of Convertible Debt

.15 Liquidity Restrictions
1200 Income Statement

.01 Disclosure of Revenues of an Agent
[.02] Reserved
[.03] Reserved

.04 Statement Title When There Is a Net Loss

.05 Presentation of Reimbursed Payroll Expense

.06 Note to Q&A Section 1200.07 to 1200.16—Accounting by
Noninsurance Enterprises for Property and Casualty Insurance
Arrangements That Limit Insurance Risk

.07 Finite Insurance

.08 Insurance Risk Limiting Features

.09 Transfer of Insurance Risk

.10 Accounting Guidance for Transfer of Insurance Risk

.11 Differences Between Retroactive and Prospective Insurance

.12 Accounting for Prospective Insurance

.13 Accounting for Retroactive Insurance

.14 Accounting for Multiple-Year Retrospectively Rated
Insurance

.15 Deposit Accounting

.16 Identifying Accounting Model for Insurance Transactions
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4 Table of Contents

Section

1300 Statement of Cash Flows
[.01] Reserved
[.02] Reserved

.03 Comparative Statements of Cash Flows
[.04] Reserved

.05 Statement of Cash Flows for Annual Report With Balance
Sheet Only

[.06] Reserved
[.07] Reserved
[.08] Reserved
[.09] Reserved

.10 Special Purpose Frameworks

.11 The Effect of an Error Correction on the Statement of Cash Flows
When Single Period Statements Are Presented

[.12] Reserved
[.13] Reserved
[.14] Reserved

.15 Presentation of Cash Overdraft on Statement of Cash Flows

.16 Purchase of Inventory Through Direct Financing

.17 Omission of Reconciliation of Net Income to Cash Flow From
Operations

[.18] Reserved
.19 Classification of Payments on Equipment Finance Note
.20 Direct vs. Indirect Method for Statement of Cash Flows
.21 Presentation of Financing Transaction on Statement of Cash

Flows
.22 Negative Amortization of Long-Term Debt in Cash Flows

Statement
1400 Consolidated Financial Statements

[.01] Reserved
.02 Consolidation of Corporation and Proprietorship
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Q&A Section 1100

Statement of Financial Position

[.01] Reserved

[.02] Reserved

.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 liquidated. 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 appropriate than a
classified one in this situation. The sole purpose of the corporation is to con-
struct the shopping center, and the appropriate time frame for reporting pur-
poses, by definition, becomes the time required to complete the project, rather
than an arbitrary one-year period.

[.04] Reserved

[.05] Reserved

[.06] Reserved

.07 Comparative Statement Disclosures
Inquiry—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. For example, details of notes payable outstanding at
the end of each period are normally disclosed, but the future maturities disclo-
sure need only be disclosed for the current year.

[Amended, June 1995.]

.08 Classification of Outstanding Checks
Inquiry—Should the amount of checks that have been issued and are out

of the control of the payor but which have not cleared the bank by the balance
sheet date be reported as a reduction of cash?

Reply—Yes. A check is out of the payor's control after it has been mailed
or delivered to the payee. The balance sheet caption "cash" should represent
an amount that is within the control of the reporting enterprise, namely, the
amount of cash in banks plus the amount of cash and checks on hand and de-
posits in transit minus the amount of outstanding checks. Cash is misrepre-
sented if outstanding checks are classified as liabilities rather than a reduction
of cash.

[.09] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved
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[.13] Reserved

.14 Classification of Convertible Debt
Inquiry—A company has debt that is convertible into common stock of the

company at the option of the company. The debt by its terms is considered long-
term debt in the classified balance sheet. The company intends to call the debt
and issue the common stock within one year of the balance sheet date. Should
this debt be classified as a current liability?

Reply—No. The expected call of the debt securities will not consume cur-
rent assets or increase current liabilities, and accordingly should continue to
be classified as a long-term obligation.

The general principle underlying the classification of debt in a debtor's
principal balance sheet should be based on facts existing at the date of the
balance sheet rather than on expectations. According to Financial Accounting
Standards Board (FASB) Accounting Standards Codification (ASC) glossary,
the term current liabilities "is used principally to designate obligations whose
liquidation is reasonably expected to require the use of existing resources prop-
erly classifiable as current assets, or the creation of other current liabilities."

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.15 Liquidity Restrictions
Inquiry—Entities may invest in assets such as money market funds or

other short term investment vehicles from which they generally may withdraw
funds at any time without prior notice or penalty, but for which the fund (or
its trustee) may restrict the ability of an entity to withdraw its balance in the
fund or other short term investment vehicle. In some circumstances, with little
or no notice, the fund (or its trustee) may impose such withdrawal restrictions.
For example, the fund (or its trustee), in accordance with the terms of the fund,
may, with little or no notice, stipulate that up to 20 percent of the fund balance
can be withdrawn immediately, an additional 30 percent can be withdrawn in
6 months, and the remaining balance can be withdrawn in 2 years.

What are the potential accounting and auditing implications of such an
event for a nongovernmental entity (the event being restrictions on the ability
of an entity to withdraw its balance in the money market fund or other short
term investment vehicle)?

Reply—The following are examples of potential accounting and auditing
issues that may be relevant if such an event exists. Each situation is different
and should be evaluated based on its specific facts and circumstances:

Balance Sheet Classification. Such withdrawal restrictions should be con-
sidered in determining whether such assets meet the definition of cash equiva-
lents. (This technical question and answer does not address whether such assets
met the definition of cash equivalents prior to the imposition of such withdrawal
restrictions.)

Financial Accounting Standards Board (FASB) Accounting Standards Cod-
ification (ASC) glossary provides a definition of cash equivalents for the pur-
poses of applying FASB ASC 230, Statement of Cash Flows.

Such withdrawal restrictions should be considered in determining whether
such assets meet the definition of current assets.

FASB ASC glossary defines current assets for balance sheet classification
purposes.
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For entities that do not prepare a classified balance sheet, such withdrawal

restrictions should be considered in determining the sequencing of assets on
the balance sheet or disclosures in the notes to financial statements providing
relevant information about the liquidity or maturity of assets.

Disclosures. The entity may be required to provide financial statement dis-
closures about such events. For example, such events may create or lead to risks
and uncertainties pertaining to certain significant estimates, such as measure-
ment, liquidity, and violation of debt covenants, and vulnerability from concen-
trations of investments in volatile markets. Entities should consider whether
they should make disclosures in their financial statements (beyond those re-
quired or generally made in financial statements) about the risks and uncer-
tainties resulting from such events and existing as of the date of the financial
statements. In addition, auditors should consider whether such disclosures in-
clude forward-looking statements that are not required by generally accepted
accounting principles and therefore may not be audited.

FASB ASC 275, Risks and Uncertainties, provides guidance pertaining to
disclosures about risks and uncertainties.

Debt Covenants. Such events may result in balance sheet classifications
(balance sheet classifications are previously discussed) and other events that
may trigger violations of debt covenants. If a covenant violation occurs, issuers
of debt should consider whether that covenant violation triggers classification
of the debt liability as current (or otherwise affects reported information about
liquidity) or cross covenant violations in other arrangements.

FASB ASC glossary defines current assets and current liabilities for balance
sheet classification purposes. FASB ASC 470-10-45-11 clarifies how the debtor
should present obligations that are callable by the creditor in a balance sheet
in which liabilities are classified as current or noncurrent.

Paragraphs 12A–12B of FASB ASC 470-10-45 provide guidance for the
classification of short-term obligations that are expected to be refinanced on
a long-term basis.

FASB ASC 470-10-45 and FASB ASC 470-10-55 address the classification
of obligations at the balance sheet date that are not callable at the balance
sheet date, but that become callable by violation of a debt agreement provision
after the balance sheet date but before the financial statements are issued.

FASB ASC 470-10-45-2 and FASB ASC 470-10-50-3 provide guidance per-
taining to balance sheet classification in circumstances in which debt agree-
ments include subjective acceleration clauses.

Events Occurring Subsequent to the Balance Sheet Date. Events occurring
subsequent to the balance sheet date, but prior to the issuance of the financial
statements, such as significant changes in fair value or changes in liquidity
leading to violation of debt covenants, may need to be reflected in the financial
statements (either through adjustment to or disclosure in the financial state-
ments).

AU-C section 560, Subsequent Events and Subsequently Discovered Facts
(AICPA, Professional Standards), addresses the auditor's responsibilities re-
lating to subsequent events and subsequently discovered facts in an audit of
financial statements.

Going Concern. Certain events (some interrelated) could call into question
the entity's ability to continue as a going concern. For example:
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� The inability to withdraw funds can pose significant challenges to
the entity's liquidity.

� As discussed earlier, balance sheet reclassifications or other
events may trigger violations of debt covenants.

AU-C section 570A, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern (AICPA, Professional Standards), addresses the
auditor's responsibilities in an audit of financial statements with respect to
evaluating whether there is substantial doubt about the entity's ability to con-
tinue as a going concern.

AU-C section 260, The Auditor's Communication With Those Charged With
Governance (AICPA, Professional Standards), addresses the auditor's respon-
sibility to communicate with those charged with governance.

Paragraph .06 of AU-C section 706, Emphasis-of-Matter Paragraphs and
Other-Matter Paragraphs in the Independent Auditor's Report (AICPA, Profes-
sional Standards), requires that if the auditor considers it necessary to draw
users' attention to a matter appropriately presented or disclosed in the financial
statements that, in the auditor's professional judgment, is of such importance
that it is fundamental to users' understanding of the financial statements, the
auditor should include an emphasis-of-matter paragraph in the auditor's re-
port, provided that the auditor has obtained sufficient appropriate audit evi-
dence that the matter is not materially misstated in the financial statements.
For example, the auditor may wish to refer, in the auditor's report, to financial
statement disclosures about restrictions on liquidity pertaining to such events.

[Issue Date: October 2008; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC; Revised, December 2012, to

reflect conforming changes necessary due to the issuance of SAS Nos.
122–126.]

§1100.15 ©2017, AICPA



Income Statement 11

Q&A 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 title to
the car buyer. Company A warrants main engine components for thirty days
after date of sale.

The following presentations of revenue in the income statement are being
considered:

Commission Earned $20,000

or

Sales $300,000

Cost of Sales (280,000)

Gross Profit (or Net Commissions) $20,000

What is the proper presentation of revenue?

Reply—Since Company A is operating as a broker, Company A should re-
port Commissions Earned rather than Sales. However, Company A could dis-
close above the Commissions Earned figure, without showing a deduction, the
amount of sale, as follows:

Sales Arranged $300,000

Commissions Earned $20,000

Expenses, etc. XXX

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

[.02] Reserved

[.03] Reserved

.04 Statement Title When There Is a Net Loss
Inquiry—What title is suggested for the "Statement of Income" when a "net

loss" exists in one or more years?

Reply—Companies included in the annual survey entitled Accounting
Trends & Techniques ("Trends") file with the Securities and Exchange Com-
mission. Accordingly, their annual reports include a three year statement of in-
come. If a current year net loss is shown in the income statement, the "Trends"
companies usually describe the statement of income as the "Statement of Oper-
ations." They occasionally use the title "Statement of Income (Loss)" and very
rarely use the title "Statement of Loss."

Some companies always use "Statement of Operations" since the heading
will be the same whether there is a "net loss" or "net income."
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.05 Presentation of Reimbursed Payroll Expense
Inquiry—One company of a controlled group, in addition to its own oper-

ations, acts as a "paymaster" for the entire group. This company records the
entire payroll of all members in the group on its general ledger to facilitate
reconciliation with state and federal payroll tax returns. Each member of the
group reimburses the "paymaster" for its share of payroll and payroll taxes
and records management fee expense while the paymaster records it as man-
agement fee income.

Should the reimbursement be classified as other income in the separate
income statement of the "paymaster" company?

Reply—No. The reimbursement should be allocated as a reduction of pay-
roll and payroll tax expense because this approach would more accurately
present the "paymaster" company's expenses for its own operations.

.06 Note to Q&A Section 1200.07 to 1200.16—Accounting by Non-
insurance Enterprises for Property and Casualty Insurance Arrange-
ments That Limit Insurance Risk

Insurance enables a company (the insured) to transfer insurance risk to an
insurer for a specified premium. Insurance may be purchased for a number of
economic reasons generally with the underlying goal of transferring insurance
risk, including property damage, injury to others, and business interruption.

The following series of questions and answers (Sections 1200.07–.16) focus
on certain aspects of finite insurance products that are utilized by noninsur-
ance enterprises. Due to the diverse nature of contracts in the marketplace,
the guidance in these questions and answers is designed to assist practition-
ers in identifying the relevant literature to consider in addressing their specific
facts and circumstances. The TPAs contain many excerpts of applicable guid-
ance, but readers should be familiar with all the guidance contained in that
literature not only the specific paragraphs listed.

GAAP guidance for an insurance enterprise's purchase of reinsurance is
more extensive than guidance on accounting by noninsurance enterprises for
insurance contracts. The accounting guidance for reinsurance addresses trans-
actions between an insurer (the contract holder) and a reinsurer (the issuer of
the contract). Q&A sections 1200.07–.16 address property and casualty insur-
ance contracts between a policyholder and an insurance enterprise, which is
similar to the relationship between an insurer and a reinsurer.

.07 Finite Insurance
Inquiry—What are "finite" insurance transactions?

Reply—Finite insurance contracts are contracts that transfer a clearly de-
fined and restricted amount of insurance risk from the policyholder to the insur-
ance company, and the policyholder retains a substantial portion of the related
risks under most scenarios. Nevertheless, under certain finite contracts there
may be a reasonable possibility that the insurance company will incur a loss
on the contract.

.08 Insurance Risk Limiting Features
Inquiry—What types of insurance risk limiting features do finite insurance

contracts normally contain?

Reply—Contractual features that serve to limit insurance risk transfer are
found in both traditional and finite insurance contracts; however, the degree
to which these features limit risk is relatively higher in finite insurance. All
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contractual provisions that limit risk transfer need to be considered when re-
viewing insurance contracts. Common features that may limit the transfer of
insurance risk include:

� Sliding scale fees and profit sharing formulae. These features ad-
just cash flows between the policyholder and insurance company
based on loss experience (for example, increasing payments from
the insured enterprise as losses increase and decreasing payments
as losses decrease, subject to maximum and minimum limits).

� Experience refunds. These arrangements allow the policyholder to
share in the favorable experience of the underlying contracts by
reference to an "experience account" that typically tracks premi-
ums paid, less fees, less losses incurred, plus interest. Experience
provisions also can require the policyholder to share in unfavor-
able experience by requiring additional payments to the insurer
in the event that the experience account is negative.

� Caps. Caps are used to limit the insurer's aggregate exposure by
imposing a dollar limit, or a limit expressed as a percentage of
premiums paid, on the amount of claims to be paid by the insurer.
For example, the insurer will not be responsible for losses beyond
150 percent of the premiums paid. While commercial insurance
policies usually have limits on the amount of coverage provided,
there may be significant risk mitigation for the insurer if the pre-
mium paid is a substantial percentage of the maximum coverage
provided.

� Loss Corridors. This feature, which may exist in various forms,
serves to eliminate or limit the risk of loss for a specified percent-
age or dollar amount of claims within the contract coverage. For
example, in a contract providing coverage for a policyholder's first
$3,000,000 of losses, the insurer will pay the first million and last
million of losses but will exclude the corridor from $1,000,000 to
$2,000,000.

� Dual-triggers. This feature requires the occurrence of both an in-
surable event and changes in a separate pre-identified variable
to trigger payment of a benefit/claim. An example is a policy en-
tered into by a trucking company that insures costs associated
with rerouting trucks over a certain time period if snowfall ex-
ceeds a specified level during that time period.

� Retrospectively-Rated Premiums. Such premiums are determined
after the inception of the policy based on the loss experience under
the policy.

� Reinstatement Premiums. To the extent the coverage provided by
a contract is absorbed by losses incurred, the contract provides
for the policyholder to reinstate coverage for the balance of the
contract period for a stated additional premium. To the extent re-
instatement is required rather than optional, the additional pre-
mium may mitigate risk to the insurer.

� Termination Provisions. These provisions can be structured to re-
duce the risk of the insurer, for example, by allowing for termina-
tion by the insurer at a discounted amount under certain circum-
stances.
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� Payment Schedules. Features that delay timely reimbursement of
losses by the insurer prevent the transfer of insurance risk.

There may be other features and provisions, in addition to the list of com-
mon insurance risk transfer limiting features above, that exist in a contract.
Determining the appropriate accounting requires a full understanding of all of
the features and provisions of the contract.

.09 Transfer of Insurance Risk
Inquiry—Why is transfer of insurance risk important under GAAP?

Reply—If a contract does not provide for the indemnification of the insured
by the insurer, it is accounted for as a deposit (financing) rather than as in-
surance as noted in Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 720-20-25-1.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.10 Accounting Guidance for Transfer of Insurance Risk
Inquiry—What GAAP accounting literature provides guidance related to

transfer of insurance risk?

Reply—The assessment of transfer of insurance risk requires significant
judgment and a complete understanding of the insurance contract and other
related contracts between the parties. The greater the number and/or degree
of insurance risk limiting features that exist in a contract, the more difficult it
becomes to assess whether or not the insurance risk transferred is sufficient to
permit the contract to be accounted for as insurance rather than as a deposit.

Financial Accounting Standards Board (FASB) Accounting Standards Cod-
ification (ASC) 720-20-25-1 provides the following guidance on insurance con-
tracts that do not provide for indemnification of the insured by the insurer
against loss or liability:

To the extent that an insurance contract or reinsurance con-
tract does not, despite its form, provide for indemnification of
the insured or the ceding entity by the insurer or reinsurer
against loss or liability, the premium paid less the amount of
the premium to be retained by the insurer or reinsurer shall
be accounted for as a deposit by the insured or the ceding en-
tity. Those contracts may be structured in various ways, but
if, regardless of form, their substance is that all or part of the
premium paid by the insured or the ceding entity is a deposit,
it shall be accounted for as such.

FASB ASC 944, Financial Services—Insurance, establishes the conditions
required for a contract between an insurer and a reinsurer to be accounted for
as reinsurance and prescribes accounting and reporting standards for those
contracts. FASB ASC 944-20-15-41 notes:

Unless the condition in paragraph 944-20-15-53 is met, in-
demnification of the ceding entity against loss or liability re-
lating to insurance risk in reinsurance of short-duration con-
tracts exists under paragraph 944-20-15-37(a) only if both of
the following conditions are met:

a. Significant insurance risk. The reinsurer as-
sumes significant insurance risk under the
reinsured portions of the underlying insurance
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contracts. Implicit in this condition is the require-
ment that both the amount and timing of the
reinsurer's payments depend on and directly vary
with the amount and timing of claims settled un-
der the reinsured contracts.

b. Significant loss. It is reasonably possible that the
reinsurer may realize a significant loss from the
transaction.

FASB ASC 944 looks to the present value of all cash flows between the
parties, however characterized, under reasonably possible outcomes in deter-
mining whether it is reasonably possible that the reinsurer may realize a sig-
nificant loss from the contract.

FASB ASC 720-20-25-2 suggests that noninsurance entities look to the risk
transfer guidance in FASB ASC 944 and states, in part:

Entities may find the conditions in Section 944-20-15 useful
in assessing whether an insurance contract transfers risk.

FASB ASC 944-20-25-1 states that a multiple-year retrospectively rated
insurance contract must indemnify the insured as required by FASB ASC 944-
20-15-36 to be accounted for as insurance. FASB ASC 944-20 also indicates
that there may be certain situations in which the guarantee accounting in ac-
cordance with FASB ASC 460, Guarantees, is applicable.

FASB ASC 815, Derivatives and Hedging, addresses scenarios where there
are dual-triggers and includes a number of relevant examples.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.11 Differences Between Retroactive and Prospective Insurance
Inquiry—What are the differences between retroactive and prospective in-

surance?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 944-605-05-7 states that for property and casualty in-
surance: The distinction between prospective and retroactive reinsurance con-
tracts is based on whether the contract reinsures future or past insured events
covered by the underlying contracts.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.12 Accounting for Prospective Insurance
Inquiry—How does a noninsurance enterprise account for prospective in-

surance contracts that qualify for insurance accounting?

Reply—A noninsurance enterprise amortizes the premiums over the con-
tract period in proportion to the amount of insurance protection provided. If
an insured loss occurs, and if it is probable that the policy will provide reim-
bursement for the loss and the amount of the loss can be reasonably estimated,
the noninsurance enterprise records a receivable from the insurance enterprise
and a recovery of the incurred loss in the income statement. If it is not probable1

that the policy will provide reimbursement, then the receivable and recovery
are not recorded.

1 According to the Financial Accounting Standards Board (FASB) Accounting Standards Codifi-
cation (ASC) glossary, probable means that the future event or events are likely to occur.
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[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 Accounting for Retroactive Insurance
Inquiry—How does a noninsurance enterprise account for retroactive in-

surance contracts that qualify for insurance accounting?

Reply—Paragraphs 3–4 of Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 720-20-25 state:

Notwithstanding that Topic 944 applies only to insurance en-
tities, purchased retroactive insurance contracts that indem-
nify the insured shall be accounted for in a manner simi-
lar to the manner in which retroactive reinsurance contracts
are accounted for under Subtopic 944-605. The guidance in
that Subtopic shall be applied, as appropriate, based on the
facts and circumstances of the particular transaction. That is,
amounts paid for retroactive insurance shall be expensed im-
mediately. Simultaneously, a receivable shall be established
for the expected recoveries related to the underlying insured
event.

If the receivable established exceeds the amounts paid for
the insurance, the resulting gain is deferred. Immediate gain
recognition and liability derecognition are not appropriate be-
cause the liability has not been extinguished (the entity is not
entirely relieved of its obligation). Additionally, the liability
incurred as a result of a past insurable event and amounts
receivable under the insurance contract do not meet the cri-
teria for offsetting under paragraph 210-20-45-1.

FASB ASC 720-20-35-2 further states:

If the amounts and timing of the insurance recoveries can be
reasonably estimated, the deferred gain shall be amortized
using the interest method over the estimated period over
which the entity expects to recover substantially all amounts
due under the terms of the insurance contract. If the amounts
and timing of the insurance recoveries cannot be reasonably
estimated, then the proportion of actual recoveries to total es-
timated recoveries shall be used to determine the amount of
the amortization.

Paragraphs 22–23 of FASB ASC 944-605-25 state:

Amounts paid for retroactive reinsurance of short-duration
contracts that meets the conditions for reinsurance account-
ing shall be reported as reinsurance receivables to the extent
those amounts do not exceed the recorded liabilities relating
to the underlying reinsured contracts. If the recorded liabil-
ities exceed the amounts paid, reinsurance receivables shall
be increased to reflect the difference and the resulting gain
deferred.

If the amounts paid for retroactive reinsurance for short-
duration contracts exceed the re-corded liabilities relating to
the underlying reinsured short-duration contracts, the ced-
ing entity shall increase the related liabilities or reduce the
reinsurance receivable or both at the time the reinsurance

§1200.13 ©2017, AICPA



Income Statement 17
contract is entered into, so that the excess is charged to earn-
ings.

FASB ASC 944-605-35-9 further states:

Any gain deferred under paragraph 944-605-25-22 shall be
amortized over the estimated remaining settlement period. If
the amounts and timing of the reinsurance recoveries can be
reasonably estimated, the deferred gain shall be amortized
using the effective interest rate inherent in the amount paid
to the reinsurer and the estimated timing and amounts of re-
coveries from the reinsurer (the interest method). Otherwise,
the proportion of actual recoveries (the recovery method)
shall determine the amount of amortization.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.14 Accounting for Multiple-Year Retrospectively Rated
Insurance

Inquiry—How does a noninsurance enterprise account for a multiple-year
retrospectively rated insurance contract?

Reply—As noted in Financial Accounting Standards Board (FASB) Ac-
counting Standards Codification (ASC) 720-20-05-10, multiple-year retrospec-
tively rated contracts:

include a retrospective rating provision that provides for any
of the following based on contract experience:

a. Changes in the amount or timing of future con-
tractual cash flows, including premium adjust-
ments, settlement adjustments, or refunds to the
noninsurance entity

b. Changes in the contract's future coverage.

FASB ASC 720-20-05-9 also states, in part:

A critical feature of these contracts is that part or all of
the retrospective rating provision is obligatory such that
the retrospective rating provision creates for each party
to the contract future rights and obligations as a result of
past events.

FASB ASC 944-20-25-2 also discusses the accounting for retrospective ad-
justments and states:

For a multiple-year retrospectively rated insurance contract
accounted for as insurance, the insurer shall both:

a. Recognize an asset to the extent that the insured
has an obligation to pay cash (or other considera-
tion) to the insurer that would not have been re-
quired absent experience under the contract.

b. Recognize a liability to the extent that any cash
(or other consideration) would be payable by the
insurer to the insured based on experience to date
under the contract.
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Paragraphs 3–4 of FASB ASC 944-20-35 further state:

The amount recognized under paragraph 944-20-25-4 in the
current period shall be computed, using a with-and-without
method, as the difference between the ceding entity's total
contract costs before and after the experience under the con-
tract as of the reporting date, including costs such as premium
adjustments, settlement adjustments, and impairments of
coverage.

The amount of premium expense related to impairments of
coverage shall be measured in relation to the original con-
tract terms. Future experience under the contract (that is,
future losses and future premiums that would be paid regard-
less of past experience) shall not be considered in measuring
the amount to be recognized.

FASB ASC 944-20-25-4 also further states:

For contracts that meet all of the conditions described in para-
graph 944-20-15-55:

a. The ceding entity shall recognize a liability and
the assuming entity shall recognize an asset to
the extent that the ceding entity has an obligation
to pay cash (or other consideration) to the rein-
surer that would not have been required absent
experience under the contract (for example, pay-
ments that would not have been required if losses
had not been experienced).

b. The ceding entity shall recognize an asset and
the assuming entity shall recognize a liability to
the extent that any cash (or other consideration)
would be payable from the assuming entity to the
ceding entity based on experience to date under
the contract.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.15 Deposit Accounting
Inquiry—What is deposit accounting?

Reply—Deposit accounting essentially treats the contract as a financing
transaction similar to a loan taking into account the time value of money. Fi-
nancial Accounting Standards Board (FASB) Accounting Standards Codifica-
tion (ASC) 340, Other Assets and Deferred Costs, provides guidance on how to
account for insurance and reinsurance contracts that do not transfer insurance
risk.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.16 Identifying Accounting Model for Insurance Transactions
The accompanying chart depicts the basic decision process in identifying

the appropriate accounting model for insurance transactions.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 1300

Statement of Cash Flows

[.01] Reserved

[.02] Reserved

.03 Comparative Statements of Cash Flows
Inquiry—Is it necessary to provide a statement of cash flows for both the

current and prior periods if comparative income statements are presented, but
only the current balance sheet is presented?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 230-10-15-3 states:

A business entity or not-for-profit entity that provides a set of
financial statements that reports both financial position and
results of operations shall also provide a statement of cash
flows for each period for which results of operations are pro-
vided.

Therefore, if a balance sheet is presented, a statement of cash flows should be
presented for both current and prior periods if income statements are presented
for such periods.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.04] Reserved

.05 Statement of Cash Flows for Annual Report With Balance Sheet
Only

Inquiry—When only a statement of financial position is presented, is it
necessary that the auditor's opinion be qualified relative to the omission of the
statement of cash flows?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 230-10-15-3 states:

A business entity or not-for-profit entity that provides a set of
financial statements that reports both financial position and
results of operations shall also provide a statement of cash
flows for each period for which results of operations are pro-
vided.

Therefore, when a statement of financial position is not accompanied by a state-
ment of operations, there is no need for presentation of a statement of cash
flows, and no comment on the absence of such a statement is necessary.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved
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.10 Special Purpose Frameworks
Inquiry—When an entity prepares its financial statements in accordance

with a special purpose framework, is a statement of cash flows required?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 230-10-15-3 states:

A business entity or not-for-profit entity that provides a set of
financial statements that reports both financial position and
results of operations shall also provide a statement of cash
flows for each period for which results of operations are pro-
vided.

Paragraph .A17 of AU-C section 800, Special Considerations—Audits of Fi-
nancial Statements Prepared in Accordance With Special Purpose Frameworks
(AICPA, Professional Standards), states, in part:

Terms such as balance sheet, statement of financial position,
statement of income, statement of operations, and statement of
cash flows, or similar unmodified titles, are generally under-
stood to be applicable only to financial statements that are
intended to present financial position, results of operations,
or cash flows in accordance with GAAP.

Paragraph .A34 of AU-C section 800 states, in part:

Special purpose financial statements may not include a state-
ment of cash flows. If a presentation of cash receipts and dis-
bursements is presented in a format similar to a statement of
cash flows or if the entity chooses to present such a statement,
the statement would either conform to the requirements for
a GAAP presentation or communicate their substance. As an
example, the statement of cash flows might disclose noncash
acquisitions through captions on its face.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2012, to reflect conforming

changes necessary due to the issuance of SAS Nos. 122–126.]

.11 The Effect of an Error Correction on the Statement of Cash
Flows When Single Period Statements Are Presented

Inquiry—How would an error correction be presented in the statement of
cash flows if single period statements are presented?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 250-10-45-24 states that "error corrections shall, in
single period statements, be reflected as adjustments of the opening balance
of retained earnings." A corresponding error correction will normally result in
a change in the beginning balance of an asset or liability account. FASB ASC
230-10-50-3 states, in part:

Information about all investing and financing activities of an
entity during a period that affect recognized assets or liabili-
ties but that do not result in cash receipts or cash payments
in the period shall be disclosed.

Therefore, the difference in an account between the current balance sheet and
that same account in the restated beginning balance sheet (even if not pre-
sented) that resulted from the error correction, should be reflected in the
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related footnote disclosures and clearly referenced to the statement of cash
flows.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.12] Reserved

[.13] Reserved

[.14] Reserved

.15 Presentation of Cash Overdraft on Statement of Cash Flows
Inquiry—A company has accounts at three separate banks. One of the bank

accounts is in an overdraft position at year end, thus it is shown as a liability
on the balance sheet. Does the company show as cash and cash equivalents on
the statement of cash flows only the two accounts with the positive balances or
does it show the net cash (the three accounts combined) at the end of the year
as its cash and cash equivalents?

Reply—The amount that will be shown on the statement of cash flows is the
two accounts with the positive balances. Per Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) ASC 230-10-45-4, "The
total amounts of cash and cash equivalents at the beginning and end of the
period shall be the same amounts as similarly titled line items or subtotals
shown in the statements of financial position . . ." The net change in overdrafts
during the period is a financing activity.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.16 Purchase of Inventory Through Direct Financing
Inquiry—An automobile dealer purchases its inventory from a manufac-

turer which finances purchases through a finance subsidiary. The finance sub-
sidiary pays the manufacturer directly on behalf of the dealer. Cash is not dis-
bursed by the dealer until the automobiles are sold.

Under the provisions of Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 230, Statement of Cash Flows, how
should the purchases of inventory be reported by the automobile dealer in the
statement of cash flows?

Reply—A statement of cash flows reports an enterprise's cash receipts and
cash payments during the period. Transactions that do not involve cash re-
ceipts and cash payments should be excluded from the statement of cash flows.
Noncash investing and financing transactions should be reported in separate
disclosures.

The purchases of inventory described above do not involve a cash flow by
the automobile dealer until the automobiles are sold and the dealer pays the
finance subsidiary under the financing arrangement. Therefore, only the cash
outflows from payments to the finance subsidiary should be included in the
body of the statement of cash flows.

Payments made to the finance subsidiary of the manufacturer should be
classified as operating cash outflows in accordance with FASB ASC 230-10-
45-17, which defines operating cash outflows to include principal payments on
accounts and notes payable to suppliers for goods acquired for resale.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.17 Omission of Reconciliation of Net Income to Cash Flow From
Operations

Inquiry—When an accountant is requested to compile financial statements
that omit substantially all of the disclosures required by accounting principles
generally accepted in the United States of America in accordance with para-
graph .20 of AR section 80, Compilation of Financial Statements (AICPA, Pro-
fessional Standards), would the omission of the schedule, "reconciliation of net
income to net cash flow from operating activities" required by the direct method
of reporting cash flows under FASB ASC 230 be considered a departure from
accounting principles generally accepted in the United States of America?

Reply—Yes. Under the direct method of reporting net cash flows from oper-
ating activities, the separate schedule reconciling net income to net cash flow
from operating activities is a required part of the cash flow statement. If the
schedule is omitted, the accountant should modify his compilation report to dis-
close a departure from accounting principles generally accepted in the United
States of America in accordance with paragraphs .27–.29 of AR section 80.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2010, to reflect conforming

changes necessary due to the issuance of SSARS No. 19.]

[.18] Reserved

.19 Classification of Payments on Equipment Finance Note
Inquiry—Under the provisions of Financial Accounting Standards Board

(FASB) Accounting Standards Codification (ASC) 230-10-50-3, noncash invest-
ing and financing transactions are to be disclosed in related narrative form or
summarized in a schedule. An example of a transaction of this type would be
an acquisition of equipment in a transaction in which an enterprise borrows
money from a financial institution for the purchase of equipment and the fi-
nancial institution remits the money directly to the vendor. In a transaction of
this nature, should the payments of principal be presented as an outflow in the
financing or investing section of the cash flow statement?

Reply—Payments on the aforementioned notes would be recorded as financ-
ing outflows per FASB ASC 230-10-45-15(b).

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.20 Direct vs. Indirect Method for Statement of Cash Flows
Inquiry—A company has decided to present its statement of cash flows us-

ing the direct method for the current year although the indirect method was
used in the prior year. Would this change require an emphasis-of-matter para-
graph noting a lack of consistency in the financial statements?

Reply—No. A change in the presentation for the statement of cash flows
from the indirect to direct method (or vice versa) is considered a change in clas-
sification rather than a consistency problem. If the statement of cash flows is
presented for the prior period, it should be restated using the direct method
approach for comparative purposes. In addition, disclosure should be made in-
dicating the prior period restatement.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, December 2012, to reflect

conforming changes necessary due to the issuance of SAS Nos. 122–126.]
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.21 Presentation of Financing Transaction on Statement of Cash

Flows
Inquiry—A buyer contracts to purchase real estate. The lender gives the

buyer a check made payable to the buyer for a loan to purchase the property. The
buyer in turn endorses the check over to the seller. How should this financing
transaction be presented on the buyer's statement of cash flows?

Reply—This transaction should be treated as a cash receipt by the buyer
since the buyer was named as payee on the check. The amount of the check
should be reported on the statement of cash flows even though the buyer did
not convert the check to currency or deposit it in his or her bank account. The
cash receipt belongs to the payee named on the check. The buyer should present
the amount of the check as "Proceeds From Borrowings" as a cash inflow from
financing transactions and "Purchase of Real Estate" as a cash outflow from
investing activities.

.22 Negative Amortization of Long-Term Debt in Cash Flows
Statement

Inquiry—The cash repayments on a long-term loan are less than the inter-
est expense for the period. The amount of the interest expense not paid becomes
part of the principal balance (negative amortization). How should the negative
amortization be shown on the cash flows statement?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 230-10-45-28(a) indicates:

Adjustments to [reconcile] net income to determine net cash
flow from operating activities shall reflect accruals for inter-
est earned but not received and interest incurred but not paid.

The negative amortization should therefore be treated as an adjustment to net
income to remove the effect of this noncash expense. Disclosure should also be
considered.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 1400

Consolidated Financial Statements

[.01] Reserved

.02 Consolidation of Corporation and Proprietorship
Inquiry—How should the financial statements of a corporation and a pro-

prietorship be consolidated?

Reply—This answer assumes that 100 percent of the corporation capital
stock is owned by the proprietorship.

As in any consolidation, the stockholders' equity of the subsidiary corpo-
ration should be eliminated against the investment of the parent (the propri-
etorship). Any net earnings of the subsidiary corporation subsequent to its ac-
quisition and not recorded on the books of the parent should be reflected in
the consolidated net equity, which, because the parent is a sole proprietorship,
will be a single figure. As income taxes are assessed against the owner as an
individual rather than against the proprietorship, no provision is made for in-
come taxes beyond those payable by the corporation. However, a footnote should
disclose such omission, and if it is anticipated that funds will have to be with-
drawn 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 practica-
ble. Of course, provision should be made for elimination of profits to the extent
that they may be reflected in consolidated inventories or in other consolidated
assets.

[Revised, April 2010.]

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Combined and Separate Financial Statements
Inquiry—Company A and Company B are new car dealers with A selling

an American made car and B selling a foreign made car. One individual owns
100 percent of the outstanding stock of both companies.

Both companies A and B are at the same location with separate buildings
for sales staffs. Company A maintains the parts and service departments for
both companies with the parts inventory, warranty and service receivables of
Company B on Company 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 is 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. Combined financial statements will be prepared, but is it also necessary
to provide combining statements for the individual companies?
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Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 810-10-55-1B states, in part:

There are circumstances, however, in which combined finan-
cial statements (as distinguished from consolidated state-
ments) of commonly controlled entities are likely to be more
meaningful than their separate statements. For example,
combined financial statements would be useful if one indi-
vidual owns a controlling interest in several entities that are
related in their operations.

Combined financial statements of the companies would be appropriate, and
there is no necessity for presenting separate statements for the companies.

Unfortunately, FASB ASC 810, Consolidation, makes no statement as to ap-
propriate presentation of the stockholder's equity section of a combined balance
sheet. Appropriate disclosure, therefore, may depend upon the circumstances.
Either on the statement of financial position, or in a note, there should be dis-
closure 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
be required—for example, if the losses of either company have been so severe
that an insolvent condition might be anticipated.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.07 Reporting on Company Where Option to Acquire Control
Exists

Inquiry—Corporation A acquired debentures from Corporation B convert-
ible 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 conver-
sion to bring A's holdings in B up to 51 percent of the total outstanding shares.
Corporation A also has the right to appoint a majority of Corporation B's Board
of Directors and has done so. Other intercompany transactions are negligible.

May each 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 debentures) 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 information as to
the assets, liabilities, and operating results of Corporation 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 Corporation A's conversion and op-
tion privileges and should disclose that Corporation A has the right to and has
appointed a majority to Corporation B's Board of Directors.

[.08] Reserved
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[.09] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved

[.13] Reserved

[.14] Reserved

[.15] Reserved

[.16] Reserved

[.17] Reserved

[.18] Reserved

[.19] Reserved

[.20] Reserved

[.21] Reserved

.22 Intervening Intercompany Transactions Between Subsidiary's
and Parent's Year-End

Inquiry—A parent company has a December 31 year-end and its wholly
owned subsidiary has a November 30 year-end. The two companies generally
have substantial intercompany sales and purchases which are recorded by each
company as they occur. The parent uses the subsidiary's November 30 year-end
statement to prepare the consolidated financial statements.

The intervening intercompany transactions, which occur between Decem-
ber 1 and December 31, create intercompany account balances which do not
eliminate upon consolidation due to the difference in year-ends of the parent
and its subsidiary. How should these intervening transactions be accounted for
in the consolidated financial statements?

Reply—In discussing differences in fiscal periods, Financial Accounting
Standards Board (FASB) Accounting Standards Codification (ASC) 810-10-45-
12 states, "if the difference is not more than about three months, it usually is
acceptable to use, for consolidation purposes, the subsidiary's financial state-
ments for its fiscal period; if this is done, recognition should be given by disclo-
sure or otherwise to the effect of intervening events that materially affect the
financial position or results of operations."

When a subsidiary's fiscal year differs from that of the parent, intercom-
pany accounts may not agree. Transactions in the interval between the sub-
sidiary's year-end and the parent's year-end must be analyzed and appropriate
consolidation entries prepared.

A practical approach to preparing these consolidation entries would be to
reverse the intervening intercompany transactions in the parent company's
accounts but not in the subsidiary's accounts. A summary of these interven-
ing transactions could then be disclosed in a note to the consolidated financial
statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.23 Conforming Subsidiary's Inventory Pricing Method to Its Par-
ent Company's Method

Inquiry—A parent company uses the first-in, first-out (FIFO) cost assump-
tion to price its inventory, while its subsidiary uses the last-in, first-out (LIFO)
cost assumption to price its inventory. Must the subsidiary's inventory method
be changed to conform to the FIFO method used by its parent company in con-
solidated financial statements?

Reply—There is no requirement under generally accepted accounting prin-
ciples for the subsidiary to conform its inventory pricing method with the par-
ent company's method. Consolidated statements may be presented with the
subsidiary using LIFO and the parent using FIFO. Also, separate subsidiary
only statements may be presented on the LIFO basis.

[.24] Reserved

.25 Issuance of Parent Company Only Financial Statements
Inquiry—Generally accepted accounting principles preclude preparation of

parent company financial statements for issuance to stockholders as the finan-
cial statements of the primary reporting entity. Are there any circumstances
under which parent company financial statements may still be prepared?

Reply—Yes. Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 810-10-45-11 states: "In some cases parent entity
statements may be needed, in addition to consolidated statements, to indicate
adequately the position of bondholders and other creditors or preferred stock-
holders of the parent. Consolidating statements, in which one column is used
for the parent entity and other columns for particular subsidiaries or groups of
subsidiaries often are an effective means of presenting the pertinent informa-
tion."

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.26 Consolidated Versus Combined Financial Statements
Inquiry—S Corporation has 2000 common shares and 1000 preferred

shares outstanding. The preferred shareholders have the same rights as the
common shareholders, except the right to vote. Of the 2000 common shares out-
standing, 1000 shares are owned by P Corporation and 1000 shares are owned
by I (an individual) who also owns all of the outstanding common shares of P
Corporation. The preferred shares of S Corporation are owned by an outside
party. Should P Corporation consolidate S Corporation for financial reporting
purposes?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 810-10-05-6 states that to "justify the preparation of
consolidated financial statements, the controlling financial interest shall rest
directly or indirectly in one of the entities included in the consolidation." In this
situation P does not control S directly or indirectly and therefore consolidation
is not appropriate. Combined financial statements could be presented if the cir-
cumstances are such that combined financial statements of S Corporation and
P Corporation are more meaningful than separate financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.27 Subsidiary Financial Statements
Inquiry—Generally accepted accounting principles indicate that "consol-

idated rather than parent-company financial statements are the appropriate
general-purpose financial statements." May subsidiary-only financial state-
ments be issued without consolidated financial statements?

Reply—Yes. Generally accepted accounting principles do not preclude is-
suance of subsidiary-only statements. Care should be taken to include all dis-
closures required by Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) SC 740-10-50-17, FASB ASC 850, Related Party
Disclosures, and other relevant pronouncements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.28] Reserved

.29 Consolidated Versus Combined Financial Statements Under
FASB ASC 810, Consolidation

Inquiry—If a reporting entity is the primary beneficiary of a variable inter-
est entity (VIE) under Financial Accounting Standards Board (FASB) Account-
ing Standards Codification (ASC) 810, Consolidation, would it be appropriate
to issue combined financial statements rather than consolidated financial state-
ments?

Reply—No. FASB ASC 810-10-05-6 permits combined financial statements
in certain situations in which consolidated financial statements are not re-
quired. However, FASB ASC 810-10-25-38 states that "an entity shall consoli-
date a variable interest entity if that entity has a variable interest (or combi-
nation of variable interests) that will absorb a majority of the variable interest
entity's expected losses, receive a majority of the variable interest entity's ex-
pected residual returns, or both." Furthermore, the starting point for the prepa-
ration of combined financial statements is two or more sets of financial state-
ments that are prepared in accordance with GAAP; in the case of a primary
beneficiary of a VIE, financial statements prepared in accordance with GAAP
would be consolidated financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.30 Stand-Alone Financial Statements of a Variable Interest
Entity

Inquiry—Regarding Financial Accounting Standards Board (FASB) Ac-
counting Standards Codification (ASC) 810, Consolidation, is it appropriate
to present stand-alone financial statements of a variable interest entity (VIE)?

Reply—FASB ASC 810 does not specifically address this issue. Subsidiary-
only financial statements are appropriate under generally accepted accounting
principles. By extension, it may be appropriate to present stand-alone financial
statements of a VIE.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.31 GAAP Departure for FASB ASC 810
Inquiry—If a reporting entity is the primary beneficiary of a variable in-

terest entity under Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 810, Consolidation, what are the implications
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for the auditors' report if the reporting entity does not consolidate the variable
interest entity?

Reply—AU-C section 705, Modifications to the Opinion in the Independent
Auditor's Report (AICPA, Professional Standards), addresses the auditor's re-
sponsibility to issue an appropriate report in circumstances when, in forming
an opinion in accordance with AU-C section 700, Forming an Opinion and Re-
porting on Financial Statements (AICPA, Professional Standards), the auditor
concludes that a modification to the auditor's opinion on the financial state-
ments is necessary. Paragraph .07a of AU-C section 705 states that when the
auditor concludes that, based on the audit evidence obtained, the financial
statements as a whole are materially misstated, the auditor should modify the
opinion in the auditor's report.

As paragraph .02 of AU-C section 705 explains, the decision regarding
which type of modified opinion (a qualified opinion, an adverse opinion, and
a disclaimer of opinion) is appropriate depends upon the following:

a. The nature of the matter giving rise to the modification (that is,
whether the financial statements are materially misstated or, in the
case of an inability to obtain sufficient appropriate audit evidence,
may be materially misstated)

b. The auditor's professional judgment about the pervasiveness of the
effects or possible effects of the matter on the financial statements

If an auditor concludes that a qualified opinion is appropriate, he or she
should disclose the GAAP departure in a separate paragraph headed "Basis for
Qualified Opinion" preceding the opinion paragraph of the report. Furthermore,
the opinion paragraph of the report should include the appropriate qualifying
language and a reference to the basis for qualified opinion paragraph. The basis
for modification paragraph should include a description and quantification of
the financial effects of the misstatement, unless impracticable. If it is not prac-
ticable to quantify the financial effects, the auditor should so state in the basis
for modification paragraph. If such disclosures are made in a note to the finan-
cial statements, the basis for modified opinion paragraph may be shortened by
referring to it.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2012, to reflect conforming

changes necessary due to the issuance of SAS Nos. 122–126.]

.32 Parent-Only Financial Statements and Relationship to GAAP
Inquiry–Financial Accounting Standards Board (FASB) Accounting Stan-

dards Codification (ASC) 810, Consolidation, addresses parent company finan-
cial statements. If consolidation is required under generally accepted account-
ing principles (GAAP), are there any circumstances in which an entity may
prepare parent company-only financial statements without preparing related
consolidated financial statements and say that the parent company-only finan-
cial statements are in accordance with GAAP?

Reply–No. FASB ASC 810-10-10-1 notes the presumption in GAAP that
consolidated financial statements are more meaningful than parent entity-only
financial statements. FASB ASC 810-10-15-10 states that all majority-owned
subsidiaries shall be consolidated, with few exceptions. FASB ASC 810-10-45-
11 adds that parent company financial statements may be needed in addi-
tion to consolidated financial statements, but it does not suggest that parent
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company financial statements may be prepared in place of consolidated finan-
cial statements.

For example, if, as a condition of a legal or regulatory agreement, an entity
is required to submit "restricted" or "special use" parent-only financial state-
ments without related consolidated financial statements, the restricted or spe-
cial use parent-only financial statements are not in accordance with GAAP.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.33] Reserved
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Q&A Section 1500

Financial Statements Prepared in Accordance With a Special
Purpose Framework

For nonauthoritative guidance regarding financial statements pre-
pared in accordance with the cash- or tax-basis of accounting, consult
the AICPA publication Accounting and Financial Reporting Guide-
lines for Cash- and Tax-Basis Financial Statements. That practice aid
alerts the reader to some of the most frequently-encountered issues
faced by accounting professionals in dealing with cash- and tax-basis
financial statements and provides suggestions and insight into how
these issues are resolved in practice. In addition, the AICPA has pub-
lished a separate practice aid, Applying OCBOA in State and Local
Government Financial Statements. To order these publications, call
the AICPA at 1.888.777.7077 or visit www.cpa2biz.com.

[.01] Reserved

[.02] Reserved

[.03] Reserved

.04 Terminology for Special Purpose Financial Statements

The Clarification and Convergence project of the AICPA Accounting
and Review Services Committee is currently underway. Upon the com-
pletion of this project, this Inquiry and Reply will be conformed to
include references to the pertinent clarified AICPA Statements on
Standards for Accounting and Review Services that are expected to
be issued as a result of the project.

Inquiry—(1) If an entity prepares financial statements in accordance with
a special purpose framework, may GAAP financial statement titles be used?

(2) What should be the caption for "net income" or "net loss," and may the
corporation use "retained earnings"?

Reply—(1) No. Paragraph .A17 of AU-C section 800, Special
Considerations—Audits of Financial Statements Prepared in Accordance
With Special Purpose Frameworks (AICPA, Professional Standards), explains
that unmodified GAAP financial statement titles are not acceptable for use in
special purpose financial statements. The paragraph contains a few examples
of appropriate financial statement titles (for example, Statement of Assets
and Liabilities Arising from Cash Transactions and Statement of Income—
Regulatory Basis). However, the examples presented in the authoritative
literature were not meant to be all-inclusive and are not the only accept-
able titles. Equally acceptable titles would be Balance Sheet—Cash Basis or
Statement of Operations—Income Tax Basis. The selection of specific financial
statement titles is a matter of judgment; any modified title would fulfill the
requirements of AU-C section 800 as long as it is clear that the financial
statements are not prepared in accordance with GAAP.
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(2) The authoritative literature is silent regarding the captions to be used
within special purpose financial statements. Therefore, there is no requirement
to modify standard GAAP financial statement captions in special purpose finan-
cial statements. If modifications are desired, common examples for cash basis
financial statements are Excess of revenue collected over expenses paid, Excess
of expenses paid over revenue collected, and Accumulated excess of revenue over
expenses paid. For tax-basis financial statements, acceptable modifications in-
clude Retained earnings—income tax basis and Net income—tax basis.

[Amended, February 1995; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

[.05] Reserved

[.06] Reserved

.07 Disclosure Concerning Subsequent Events in Special Purpose
Financial Statements

Inquiry—FASB Accounting Standards Codification (ASC) 855, Subsequent
Events, sets forth general standards of accounting for and disclosure of events
that occur after the balance sheet date but before financial statements are is-
sued or are available to be issued. FASB ASC 855 also requires disclosure of
the date through which an entity has evaluated subsequent events and the ba-
sis for that date, that is, whether that date represents the date on which the
financial statements were issued or were available to be issued. Should full
disclosure financial statements prepared in accordance with a special purpose
framework contain the disclosures set forth in FASB ASC 855?

Reply—Paragraph .A26 of AR-C section 80, Compilation Engagements
(AICPA, Professional Standards), and paragraph A80 of AR-C section 90, Re-
view of Financial Statements (AICPA, Professional Standards), state "finan-
cial statements prepared when applying a special purpose framework[1] are not
considered appropriate in form unless the financial statements include infor-
mative disclosures similar to those required by GAAP if the financial state-
ments contain items that are the same as, or are similar to, those in financial
statements prepared in accordance with GAAP." Paragraph .A20 of AU-C sec-
tion 800 states, in part, "when the special purpose financial statements contain
items that are the same as, or similar to, those in financial statements prepared
in accordance with GAAP, informative disclosures similar to those required by
GAAP are necessary to achieve fair presentation."

Therefore, the date through which an entity has evaluated subsequent
events and the basis for that date should be disclosed. Furthermore, some non-
recognized subsequent events are of such a nature that disclosure is required
to keep the financial statements prepared from being misleading. Such events
should be disclosed following the guidance in FASB ASC 855.

[Issue Date: June 2009; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126; Revised, March
2016, to reflect conforming changes necessary due to the issuance of SSARS

No. 21.]

[1] [Footnote deleted to reflect conforming changes necessary due to the issuance of SSARS No.
21.]
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Q&A Section 1600

Personal Financial Statements

[.01] Reserved

[.02] Reserved

.03 Social Security Benefits—Personal Financial Statements
Inquiry—Do social security benefits to be received based on the future

life expectancy of an individual qualify as an asset in personal financial state-
ments?

Reply—No. Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 274, Personal Financial Statements, indicates
that nonforfeitable rights to receive future sums must meet certain criteria to
be accounted for as assets. One of these criteria is that the rights must not be
contingent on the individual's life expectancy or the occurrence of a particular
event, such as disability or death. In this example, because the social security
benefits are contingent on the individual's life expectancy, they do not qualify
as a recognizable asset for the personal financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.04 Presentation of Assets at Current Values and Liabilities at Cur-
rent Amounts in Personal Financial Statements

Inquiry—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 274, Personal Financial Statements, states that per-
sonal financial statements should present assets at their estimated current
values and liabilities at their estimated current amounts at the date of the
financial statements. FASB ASC 274 also defines estimated current values and
current amounts.

Are the definitions of current values (assets) and current amounts (liabil-
ities) for personal financial statements meant to be the same as fair value, as
defined in FASB ASC 820, Fair Value Measurements and Disclosures?

Reply—No. FASB ASC 820 did not contemplate the reporting of personal
financial statements, and FASB did not amend the definitions of estimated cur-
rent values and current amounts for personal financial statements as part of
its codification process.

[Issue Date: June 2009.]

©2017, AICPA §1600.04





Prospective Financial Statements 39

Q&A Section 1700

Prospective Financial Statements

[.01] Reserved
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Q&A Section 1800

Notes to Financial Statements

[.01] Reserved

[.02] Reserved

.03 Disclosure of Change in Fiscal Year
Inquiry—What disclosure in the financial statements is necessary when a

company changes its fiscal year?

Reply—Generally accepted accounting principles (GAAP) do not specifi-
cally require disclosure of a change in the fiscal year. However, disclosure of
such a change is generally considered necessary to make the financial state-
ments meaningful to users.

[.04] Reserved

.05 Applicability of Fair Value Disclosure Requirements and Mea-
surement Principles in Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 820, Fair Value Measure-
ments and Disclosures, to Certain Financial Instruments

Inquiry—Do the fair value measurement principles and disclosure require-
ments in Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 820, Fair Value Measurements and Disclosures, apply to fi-
nancial instruments that are not recognized at fair value in the statement of
financial position, but for which fair value is required to be disclosed in the
notes to financial statements in accordance with paragraphs 10–19 of FASB
ASC 825-10-50?

Reply—The measurement principles of FASB ASC 820 apply when deter-
mining for disclosure purposes the fair value of financial instruments that are
not recognized at fair value in the statement of financial position. FASB ASC
820-10-15-1, which establishes the scope of FASB ASC 820, provides that "Ex-
cept as noted below, this Topic applies when another Topic requires or permits
fair value measurements or disclosures about fair value measurements (and
measurements, such as fair value less costs to sell, based on fair value or dis-
closures about those measurements)." The exceptions relate to (a) share-based
payment transactions, (b) FASB ASC sections, subtopics, or topics that require
or permit measurements that are similar to fair value but that are not intended
to measure fair value, and (c) certain fair value measurements for purposes of
lease classification or measurement in accordance with FASB ASC 840.

In addition, certain disclosure requirements of FASB ASC 820 apply to
financial instruments for which fair value is only disclosed. Specifically, FASB
ASC 820-10-50-2E provides that for each class of assets and liabilities not mea-
sured at fair value in the statement of financial position but for which the fair
value is disclosed,

a reporting entity shall disclose the information required by paragraph
820-10-50-2(b), (bbb), and (h). However, a reporting entity is not re-
quired to provide the quantitative disclosures about significant unob-
servable inputs used in fair value measurements categorized within
Level 3 of the fair value hierarchy required by paragraph 820-10-50-2
(bbb). For such assets and liabilities, a reporting entity does not need
to provide the other disclosures required by this Topic.
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[Issue Date: May 2010; Revised, April 2014, to reflect conforming changes
necessary due to revisions to FASB ASC.]

.06 Applicability of Fair Value Disclosure Requirements in FASB
ASC 820 to Financial Statements Prepared in Accordance With a Spe-
cial Purpose Framework

Inquiry—If management prepares an entity's financial statements in ac-
cordance with a special purpose framework, and those financial statements in-
clude accounts measured at fair value, what is the auditor's responsibility with
respect to fair value disclosure requirements in FASB ASC 820-10-50?

Reply—As indicated in paragraph .19 of AR section 80, Compilation of Fi-
nancial Statements (AICPA, Professional Standards), and paragraph .32 of AR
section 90, Review of Financial Statements (AICPA, Professional Standards),
"financial statements prepared in accordance with an OCBOA1 are not consid-
ered appropriate in form unless the financial statements include informative
disclosures similar to those required by GAAP if the financial statements con-
tain items that are the same as, or are similar to, those in financial statements
prepared in accordance with GAAP." Additionally, paragraph .A20 of AU-C
section 800, Special Considerations—Audits of Financial Statements Prepared
in Accordance With Special Purpose Frameworks (AICPA, Professional Stan-
dards), states "when the special purpose financial statements contain items
that are the same as, or similar to, those in financial statements prepared in
accordance with GAAP, informative disclosures similar to those required by
GAAP are necessary to achieve fair presentation."

Therefore, if special purpose financial statements reflect assets or liabili-
ties measured at fair value in accordance with FASB ASC 820, the accoun-
tant/auditor should consider whether the financial statements (including the
accompanying notes) include the fair value disclosure requirements of FASB
ASC 820 as appropriate for the basis of accounting used.

[Issue Date: June 2010; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

1 The cash, tax, and regulatory bases of accounting are commonly referred to as other compre-
hensive bases of accounting (OCBOA). [Footnote added, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 1900

Interim Financial Information

.01 Condensed Interim Financial Reporting by Nonissuers
Inquiry—Financial Accounting Standards Board (FASB) Accounting Stan-

dards Codification (ASC) 270, Interim Reporting, provides accounting and dis-
closure guidance relating to recognition and measurement in interim financial
information (including condensed interim financial statements). FASB ASC
270 does not provide a reporting framework for condensed interim financial
statements—that is, minimum requirements for the form and content of con-
densed interim financial statements. Article 10 of Securities and Exchange
Commission (SEC) Regulation S-X provides guidance on the form and con-
tent of condensed interim financial statements of issuers. When preparing con-
densed interim financial statements, because specific guidance with respect to
form and content is absent, may nonissuers apply Article 10 of SEC Regulation
S-X in addition to complying with FASB ASC 270 with respect to recognition
and measurement?

Reply—Yes. In the absence of established accounting principles for form
and content in preparing condensed interim financial statements, nonissuers
may analogize to the guidance in Article 10 of SEC Regulation S-X.

Preparers should keep in mind that the purpose of condensed interim finan-
cial statements is to provide an update to users of the entity's annual financial
statements prepared in accordance with generally accepted accounting princi-
ples. Article 10 of SEC Regulation S-X also has this premise. Therefore, to avoid
being considered misleading,

� such condensed interim financial statements would include a note
that the financial information should be read in conjunction with
the entity's latest annual financial statements, and

� the entity's latest annual financial statements would either ac-
company such condensed interim financial statements or be made
readily available by the entity. The financial statements are
deemed to be readily available if a user can obtain the financial
statements without any further action by the entity (for example,
financial statements on an entity's Web site may be considered
readily available, but being available upon request is not consid-
ered readily available).

[Issue Date: January 2009; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]
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Q&A Section 2110

Cash

[.01] Reserved

.02 Checks Held at Balance Sheet Date
Inquiry—It is the practice of a company to eliminate its recorded accounts

payable balance at the end of each month by writing checks to all of its trade
vendors prior to the end of the month. To prevent overdrafts that would re-
sult from this practice, the company retains possession of the checks and only
mails them to the vendors after the end of the month, when sufficient funds are
available to satisfy them.

How should these held checks be accounted for by the company at month
end?

Reply—At month end the aggregate dollar amount of held checks should
be added back to cash and accounts payable. Checks which have not left the
custody of the company should not reduce the company's recorded cash or ac-
counts payable balances because they have not been tendered to the vendor to
satisfy the debt.

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Disclosure of Cash Balances in Excess of Federally Insured
Amounts

Inquiry—Should the existence of cash on deposit with banks in excess of
FDIC-insured limits be disclosed in the financial statements?

Reply—The existence of uninsured cash balances should be disclosed if the
uninsured balances represent a significant concentration of credit risk. Credit
risk is defined in Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) glossary as follows:

For purposes of a hedged item in a fair value hedge, credit
risk is the risk of changes in the hedged item's fair value at-
tributable to both of the following:

a. Changes in the obligor's creditworthiness
b. Changes in the spread over the benchmark inter-

est rate with respect to the hedged item's credit
sector at inception of the hedge.

For purposes of a hedged item in a cash flow hedge, credit
risk is the risk of changes in the hedged item's cash flows at-
tributable to all of the following:

a. Default
b. Changes in the obligor's creditworthiness
c. Changes in the spread over the benchmark inter-

est rate with respect to the hedged item's credit
sector at inception of the hedge.

As a result, bank statement balances in excess of FDIC-insured amounts
represent a credit risk.
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A concentration of credit risk exists if an entity has exposure with an indi-
vidual counterparty or groups of counterparties. For example, a material unin-
sured cash balance with a single bank should generally be disclosed. In con-
trast, numerous immaterial uninsured cash balances on deposit with several
banks may not require disclosure. The threshold for "significance" is a matter
of judgment and will vary with individual circumstances.

An example of disclosure for this circumstance might be:

The Company maintains its cash accounts primarily with
banks located in Alabama. The total cash balances are in-
sured by the FDIC up to $100,000 per bank. The Company has
cash balances on deposit with two Alabama banks at Decem-
ber 31, 1996 that exceeded the balance insured by the FDIC
in the amount of $1,100,000.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 2120

Temporary Investments

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Accounting for Preferred Dividends Received on Investments
in Common Stock

Inquiry—A company received dividends on its investment in common stock
of another company in the form of preferred stock. How should the dividend be
recorded?

Reply—The assets and related dividend income should be recorded at fair
value. Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 845-10-30-1 states that in general, accounting for nonmon-
etary transactions should be based on the fair values of the assets (or services)
involved which is the same basis as that used in monetary transactions and that
a nonmonetary asset received in a nonreciprocal transfer should be recorded at
the fair value of the asset received. (FASB ASC 505, Equity, discusses account-
ing for stock dividends by the recipient; however, the scope of that pronounce-
ment specifically excludes distributions of a different class of shares from that
owned.)

[Amended, June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

[.07] Reserved

[.08] Reserved
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Q&A Section 2130

Receivables

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

.05 Out-of-Pocket Costs Incurred by a Law Firm
Inquiry—A law firm incurs certain out-of-pocket costs on behalf of its

clients. If the law firm's efforts on behalf of the client are successful, these costs
are recovered from the client in addition to the legal fees. If the case is lost, the
costs are absorbed by the law firm. How should these costs be treated by the
law firm?

Reply—These out-of-pocket costs should be reported as an asset in the fi-
nancial statements of the law firm (for example, in an account called "client
costs receivable"). At each balance sheet date, the law firm should apply the cri-
teria in Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 450-20-25-1 to determine whether a loss contingency should
be accrued.

If an asset is recorded, an allowance for unrecoverable client disbursements
should be established representing the estimated amount of such costs that will
not be realized. If these out-of-pocket costs become uncollectible because a case
is lost, they should be written off against the allowance.

[Amended, June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

[.06] Reserved

.07 Requirement for Doubtful Accounts Allowance
Inquiry—Do generally accepted accounting principles require an enter-

prise to establish an allowance for doubtful accounts even though management,
based on analysis of the receivables and past charge-off experience, believes
that no accounts are uncollectible at the balance sheet date?

Reply—FASB ASC 310-10-35-7 states that "the conditions under which
receivables exist usually involve some degree of uncertainty about their col-
lectibility, in which case a contingency exists . . . ." FASB ASC 450-20-25-2 would
require an accrual of a loss by a charge to income if both of the following con-
ditions exist:

a. "Information available prior to issuance of the financial statements
indicates that it is probable that an asset had been impaired . . . at
the date of the financial statements." and

b. "The amount of loss can be reasonably estimated."

If both conditions are not met, an allowance for doubtful accounts would not
be required. Further, there is no requirement to disclose the absence of a loss
accrual. If the conditions are met, an accrual for the loss should be recognized
even though the specific receivables that are uncollectible may not be identifi-
able.
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[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.08] Reserved

.09 Scope Part I: Application of FASB ASC 310-30 to Debt
Securities

Inquiry—Does the scope of FASB ASC 310-30 include debt securities?

Reply—Yes. FASB ASC 310-30 applies to loans, as defined in the FASB
ASC glossary, as follows:

Loan: A contractual right to receive money on demand or on fixed or
determinable dates that is recognized as an asset in the creditor's
statement of financial position. Examples include but are not lim-
ited to accounts receivable (with terms exceeding one year) and notes
receivable. This definition encompasses loans accounted for as debt
securities.

Debt Security: Any security representing a creditor relation-
ship with an entity. The term debt security also includes all
of the following:

a. Preferred stock that by its terms either must be
redeemed by the issuing entity or is redeem-able
at the option of the investor

b. A collateralized mortgage obligation (or other in-
strument) that is issued in equity form but is re-
quired to be accounted for as a nonequity instru-
ment regardless of how that instrument is classi-
fied (that is, whether equity or debt) in the issuer's
statement of financial position

c. U.S. Treasury securities
d. U.S. government agency securities
e. Municipal securities
f. Corporate bonds
g. Convertible debt
h. Commercial paper
i. All securitized debt instruments, such as collater-

alized mortgage obligations and real estate mort-
gage investment conduits

j. Interest-only and principal-only strips.
The term debt security excludes all of the following:

a. Option contracts
b. Financial futures contracts
c. Forward contracts
d. Lease contracts
e. Receivables that do not meet the definition of se-

curity and, so, are not debt securities (unless they
have been securitized, in which case they would
meet the definition of a security), for example:
1. Trade accounts receivable arising from sales

on credit by industrial or commercial entities
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2. Loans receivable arising from consumer,

commercial, and real estate lending activities
of financial institutions.

Therefore, the scope of FASB ASC 310-30 includes acquired loans that are ac-
counted for as debt securities.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.10 Scope Part II: Instruments Accounted for as Debt Securities
Under FASB ASC 310-30

Inquiry—Some types of instruments are measured like debt securities. In
accordance with the guidance of FASB ASC 310-30 and considering expected
cash flows for instruments measured like debt securities, when does the in-
vestor follow the guidance of paragraphs 8–9 of FASB ASC 310-30-35 (loans
accounted for as debt securities) or paragraphs 10–11 of FASB ASC 310-30-35
(loans not accounted for as debt securities)?

Reply—FASB ASC 860-20-35-2 provides an example of instruments that
are measured like debt securities:

Financial assets, except for instruments that are within the
scope of Subtopic 815-10, that can contractually be prepaid
or otherwise settled in such a way that the holder would not
recover substantially all of its recorded investment shall be
subsequently measured like investments in debt securities
classified as available for sale or trading under Topic 320. Ex-
amples of such financial assets include, but are not limited to,
interest-only strips, other beneficial interests, loans, or other
receivables.

For these types of instruments measured like debt securities, investors should
follow the impairment guidance in paragraphs 8–9 of FASB ASC 310-30-35
(loans accounted for as debt securities) unless the asset is otherwise excluded
according to FASB ASC 310-30-15.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, April 2014, to reflect conforming changes

necessary due to revisions to FASB ASC.]

.11 Determining Evidence of Significant Delays and Shortfalls Rel-
ative to FASB ASC 310-30

Inquiry—FASB ASC 310-30-15-8 states that "investors shall consider the
significance of delays and shortfalls for a loan so FASB ASC 310-30 is not ap-
plied in evaluating payment collectability when such delays and shortfalls are
insignificant with regard to the contractually required payments." How might
that assessment be determined?

Reply—That assessment will likely be based on individual facts and cir-
cumstances and should be guided by an accounting policy adopted and applied
consistently by the investor. For instance a percentage could be established to
indicate an "insignificant" shortfall and for those items that meet the percent-
age shortfall, the dollar shortfall itself would be evaluated as to whether it is
insignificant in the aggregate.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.12 Determining Evidence of Deterioration of Credit Quality and
Probability of Contractual Payment Deficiency in Accordance With
FASB ASC 310-30

Inquiry—In accordance with FASB ASC 310–30, how can an investor iden-
tify loans that have evidence of deterioration of credit quality and for which
it is probable that the investor will be unable to collect all contractually re-
quired payments receivable so that they can identify whether the loans are in
the scope of FASB ASC 310-30?

Reply—There are several things to consider when determining whether
certain loans are within the scope of FASB ASC 310-30. An investor may set
policies, including thresholds based on the type of loan product. Commercial
loans are generally classified or graded into risk categories as part of an on-
going credit review process. An investor may identify commercial loans with
evidence of deterioration using the previous owner's record of changes in classi-
fication and accrual status. Such records may also provide evidence concerning
whether it is probable that the investor will be unable to collect all contractu-
ally required payments receivable. In contrast, consumer loans are generally
not individually reviewed or graded and non-accrual and charge-off policies
vary by product. For instance, some types of consumer loans are immediately
charged-off when the loan is a certain number of days past due and may never
be classified as non-accrual. As a result, indicators of credit quality deteriora-
tion for consumer products may vary depending on the product and may include
non-accrual classification, past due status, or FICO score and changes therein.
For debt securities, investors may establish other criteria to determine when
securities should be considered for review for application under FASB ASC 310-
30; for example, downgrades in credit grade categories.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 Non-Accrual Loans Part I: Acquired Non-Accrual Loans Under
FASB ASC 310-30

Inquiry—Does an acquired loan (purchased individually or as part of a
business combination) that was classified by the seller as non-accrual fall
within the scope of FASB ASC 310-30?

Reply—Non-accrual status may be an indicator that a loan that meets the
criteria of FASB ASC 310-30. However, the investor should analyze whether the
loan meets all the scope criteria in FASB ASC 310-30-15, including evidence of
credit deterioration. Classification of a loan as non-accrual by the seller and/or
investor does not provide an exemption from FASB ASC 310-30. FASB ASC
310-30 does not prohibit carrying acquired loans on non-accrual status, when
appropriate. However, certain disclosures are required for such loans in accor-
dance with FASB ASC 310-30-50-2(a)(4).

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.14 Non-Accrual Loans Part II: Consumer Loans on Non-Accrual
Status Under FASB ASC 310-30

Inquiry—Should FASB ASC 310-30 be applied to non-accrual (for example,
90 days past due) consumer loans that are reported as non-performing loans
when such loans may be charged off completely in relatively short order (that
is, after 120 days)?
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Reply—Yes. FASB ASC 310-30 is applicable to all loans within its scope, in-

cluding non-accrual loans. The accrual accounting specified in FASB ASC 310-
30 should be applied if the investor is able to estimate expected cash flows, in-
cluding cash flows resulting from foreclosure and other collection efforts. How-
ever, when the investor does not have the ability to reasonably estimate cash
flows, FASB ASC 310-30 does not prohibit carrying loans on non-accrual. Also,
investors should note there are additional disclosure requirements for these
circumstances.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.15 Loans Held for Sale in Accordance With FASB ASC 310-30
Inquiry—Why are only mortgage loans held for sale and not all loans held

for sale excluded from the scope of FASB ASC 310-30?

Reply—Only mortgage loans held for sale that are accounted for under
FASB ASC 948, Financial Services—Mortgage Banking, are excluded from the
scope because FASB ASC 948 had to provide an exception.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.16 Treatment of Commercial Revolving Loans Under FASB ASC
310-30

Inquiry—FASB ASC 310-30-15-2(f) excludes revolving credit agreements
from its scope specifically noting as examples two types of consumer revolv-
ing agreements, credit cards and home equity loans. Revolving privilege is de-
fined in the FASB ASC glossary as "a feature in a loan that provides the bor-
rower with the option to make multiple borrowings up to a specified maximum
amount, to repay portions of previous borrowings, and then to reborrow under
the same loan." Are commercial revolving loans also excluded from the scope of
FASB ASC 310-30?

Reply—Commercial revolving loans should be treated the same as con-
sumer revolving loans. Thus, commercial revolving loans are excluded as well,
if the borrower has revolving privileges at the acquisition date.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.17 Application of FASB ASC 310-30
Inquiry—The scope of FASB ASC 310-30 excludes loans that are retained

(transferor's beneficial) interests. How does the scope of FASB ASC 310-30 re-
late to the scope of FASB ASC 325-40?

Reply—Accounting for retained interests should follow FASB ASC 325-40
and for purchased interests should follow FASB ASC 310-30 if they meet the
scope criteria in FASB ASC 310-30-15.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.18 Loans Reacquired Under Recourse Under FASB ASC 310-30
Inquiry—If a loan that was transferred with recourse and qualified for

accounting as a sale under FASB ASC 860, Transfers and Servicing, is sub-
sequently repurchased under the recourse provision, is it within the scope of
FASB ASC 310-30?
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Reply—Yes, if it meets the criteria in FASB ASC 310-30-15 related to credit
quality. Except for purchases triggered by initial representations and warranty
deficiencies, it is likely that the repurchased loan would meet the criteria to be
included in the scope of FASB ASC 310-30. FASB ASC 310-30 includes guidance
on the evidence of credit deterioration. (See Q&A section 2130.11, "Determining
Evidence of Significant Delays and Shortfalls Relative to FASB ASC 310-30.")

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.19 Acquired Loans Where Purchase Price Is Greater Than Fair
Value Under FASB ASC 310-30

Inquiry—If the fair value of a purchased loan is less than the purchase
price because a loan is repurchased under a recourse provision, does FASB ASC
310-30 permit recording the loan at the purchase price?

Reply—If a loan meets the criteria of FASB ASC 310-30-15 such that it
is in the scope of FASB ASC 310-30 and the seller repurchases the asset at a
price that is more than fair value, the seller should record the asset at its fair
value and record a loss for the difference between the price paid and the fair
value, if not already recognized. An allowance for loan losses to offset recording
the loan at the purchase price should not be recorded. In most cases, if the loan
had previously been transferred with recourse, the seller should already have
recognized an associated liability for the recourse obligation in accordance with
FASB ASC 450, Contingencies, and FASB ASC 860, Transfers and Servicing, as
well as FASB ASC 460, Guarantees.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.20 Acquired Loans Where Purchase Price Is Less Than Fair Value
Under FASB ASC 310-30

Inquiry—In accordance with FASB ASC 310-30, if the fair value of a pur-
chased loan is more than the purchase price because a loan is acquired (for
example, as part of a clean up call) should the seller record a gain?

Reply—No. There may be instances where the seller is required or has an
option to re-purchase an asset at a price that is less than fair value. In that
situation and if the loan is within the scope of FASB ASC 310-30, the investor
should record the asset at the purchase price and the excess of expected cash
flows over the initial investment should be recognized as the yield under FASB
ASC 310-30.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.21 Accounting for Loans With Cash Flow Shortfalls That Are In-
significant Under FASB ASC 310-30

Inquiry—Related to FASB ASC 310-30-15-8, an investor might establish
a policy that a shortfall in contractually required payments below a certain
amount or percentage is insignificant and thus, certain acquired loans would
not be in the scope of FASB ASC 310-30. For loans with shortfalls in payments
of less than the established threshold, how should those discounts be accreted
into income as a yield adjustment?
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Reply—If a loan is not in the scope of FASB ASC 310-30, then FASB ASC

310-20 applies, and FASB ASC 310-20-35-15 requires that the entire discount
be accreted to income over the life of the loan.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.22] Reserved

.23 Carrying Over the Allowance for Loan and Lease Losses (ALLL)
Under FASB ASC 310-30 (Part II)

Inquiry—Are there any recommendations on calculating allowance ratios
relating to loans in the scope of FASB ASC 310-30?

Reply—Although the nonaccretable difference is akin to an ALLL because
it represents amounts that are not expected to be collected, it should not be
included in the ALLL or ALLL ratios. The only time there is any ALLL for the
loans within the scope of FASB ASC 310-30 is when the expected cash flows
have decreased after acquisition and a loss is recognized by the investor. In
other words, at the purchase date, for loans within the scope of FASB ASC
310-30, the allowance-to-loans ratio is always zero. The investor may wish to
disclose in the notes to the financials the amount of the nonaccretable differ-
ence so that the readers understand by how much the loans have already been
"written down."

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.24] Reserved

.25 Income Recognition for Non-Accrual Loans Acquired Under
FASB ASC 310-30 (Part I)

Inquiry—What is the accounting for a purchased loan that was classified
by the previous owner as non-accrual and for which cash flows cannot be rea-
sonably estimated under FASB ASC 310-30?

Reply—FASB ASC 310-30 does not prohibit placing (or keeping) loans on
non-accrual. At inception or thereafter the investor may place a loan on non-
accrual, if the conditions in FASB ASC 310-30-35-3 are met. FASB ASC 310-
30-50-2(a)(4) requires certain disclosures for purchases of non-accrual loans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.26 Income Recognition for Non-Accrual Loans Acquired Under
FASB ASC 310-30 (Part II)

Inquiry—A loan is classified as non-accrual by a seller because the debtor
is not meeting its obligations under the loan's contractual terms. That loan is
sold to an investor who determines that the loan meets the requirements of
FASB ASC 310-30. If the investor can reasonably estimate cash flows, should
the investor classify the loan as an accruing loan?

Reply—Yes, if the investor can reasonably estimate cash flows, it should
recognize an accretable yield and the loan is an accruing loan as discussed in
FASB ASC 310-30-35-3.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.27 Income Recognition for Non-Accrual Loans Acquired Under
FASB ASC 310-30 (Part III)

Inquiry—Assuming the investor followed the cost recovery method on a
loan, and assuming the loan was brought current for a period of time, could the
investor return the loan to accrual status and account for the loan as a new
loan?

Reply—If the loan was within the scope of FASB ASC 310-30 when it was
purchased, it is not accounted for as a new loan but is always under the require-
ments of FASB ASC 310-30, even if the loan's performance improves. However,
as discussed in Q&A section 2130.26, the loan should be accruing income when-
ever the investor is able to reasonably estimate cash flows. Also, if the currently
expected cash flows exceed the originally expected cash flows, the guidance in
paragraphs 8–11 of FASB ASC 310-30-35 should be applied, which may result
in recognizing income at a higher yield than originally expected.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.28 Estimating Cash Flows Under FASB ASC 310-30
Inquiry—In accordance with the guidance in FASB ASC 310-30, how often

should an investor reassess the cash flows expected to be collected?

Reply—Investors should reassess expected cash flows at the end of each
reporting period. Thus, for entities that prepare quarterly GAAP-basis financial
statements, it is expected that cash flows will be re-assessed at least quarterly.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.29 Implications of FASB ASC 310-20-35-11 With a Restructured or
Refinanced Loan Under FASB ASC 310-30 (Part I)

Inquiry—Can a loan that meets the requirements of FASB ASC 310-20-
35-11 be removed from the scope of FASB ASC 310-30? If a loan is within the
scope of FASB ASC 310-30 and there are modifications to that loan, should the
guidance in FASB ASC 310-20-35-11 apply?

Reply—No. FASB ASC 310-20-35-11 only applies to loans that are not
within the scope of FASB ASC 310-30. The point of FASB ASC 310-30-35-13
is that a loan stays in the scope of FASB ASC 310-30, regardless of restructur-
ing or refinancing, except for a troubled debt restructuring.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.30 Implications of FASB ASC 310-20-35-11 With a Restructured or
Refinanced Loan Under FASB ASC 310-30 (Part II)

Inquiry—Can a loan that has been extinguished in accordance with FASB
ASC 310-20-35-11 and given a new loan number, with new terms, but which
has not been paid off, be accounted for as a new loan under the guidance in
FASB ASC 310-30? What steps could the investor and borrower take to permit
the loan to be accounted for as a new loan?

Reply—A loan within the scope of FASB ASC 310-30 can never be accounted
for as a new loan, except through a troubled debt restructuring in accordance
with FASB ASC 310-40.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.31 Variable Rate Loans and Changes in Cash Flows and FASB ASC

310-30
Inquiry—In accordance with the guidance in FASB ASC 310-30, should an

investor in variable rate loans determine the cause of a decrease in expected
cash flows?

Reply—Yes. To the extent that the investor can directly attribute a decrease
in expected cash flows to a decrease in the contractual interest rate, the investor
should reduce the yield recognized in income on a prospective basis. However,
if the investor is not able to directly attribute the decrease in expected cash
flows to a decrease in the contractual interest rate (for example, because the
change in the index or rate has no direct effect on the cash flows available to
the borrower to service the loan or because the change in the index or rate had
no direct effect on expected cash flows that relate to the value of the collateral)
the investor should immediately recognize any decrease in expected cash flows
as an impairment, not over time as reduced yield.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.32 Pool Accounting Under FASB ASC 310-30 (Part I)
Inquiry—In accordance with the guidance in FASB ASC 310-30, if a loan is

removed from a pool, how is the specific carrying amount of a loan determined?

Reply—As discussed in FASB ASC 310-30-40-1, once a pool has been as-
sembled the integrity of the pool should be maintained. If the loan is removed
under the specific criteria in FASB ASC 310-30-40-1, it should be removed at
its carrying amount. In some cases the cash flows of the pool will have been es-
timated for the pool as a whole such that there is no specific information on the
carrying amount and cash flows related to any particular loan. In that case, an
allocation of carrying amount to the loan on a pro rata basis is an appropriate
way to achieve the goal of not impacting the accounting for the remaining pool.
In other cases, the cash flows of the pool may have been built up as the sum of
cash flows of individual loans and there is specific information related to the
loan being removed. In that case, the carrying amount is allocated on the basis
of the specific information for the loan removed. In either case, the goal remains
the same—that is, to not have a removal event result in either impairment or
an increase in yield for the remaining pool.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.33 Pool Accounting Under FASB ASC 310-30 (Part II)
Inquiry—Alternatively, and related to Q&A section 2130.32, should the

loan be removed at its initial fair value in accordance with the guidance in
FASB ASC 310-30?

Reply—Generally, no. Removing a loan at its initial fair value, unless done
very shortly after acquisition of the loan and creation of the pool, would likely
result in a change in the effective yield of the remaining pool and the stated
intent of FASB ASC 310-30 is that removing a loan from a pool should not
result in such a change.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.34 Application to Fees Expected to Be Collected Under FASB ASC
310-30

Inquiry—In accordance with the guidance in FASB ASC 310-30, should
fees be included in "expected cash flows?" The FASB ASC glossary definition
for cash flows expected at acquisition includes "principal, interest and other
cash flows expected to be collected." Does FASB ASC 310-30 address late fees
and other fees?

Reply—"Other cash flows expected to be collected" includes all fees. If late
fees are expected to be collected and are contractual, the investor should include
them in total contractual cash flows and expected cash flows for purposes of
calculating yield and making disclosures. If late fees are contractual but not
expected to be collected, the investor should exclude late fees from contractual
cash flows and disclose that accounting policy (if it is considered material).

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.35 Application to Cash Flows From Collateral and Other Sources
Under FASB ASC 310-30

Inquiry—In accordance with the guidance in FASB ASC 310-30, should
cash expected to be received from the ownership and sale of assets taken in
settlement of loans be included in "other cash flows expected to be collected?"

Reply—Cash flows expected at acquisition includes all cash flows directly
related to the acquired loan, including those expected from collateral. Although
yield is measured on this basis under FASB ASC 310-30 for the loan prior to
foreclosure, an asset received by the investor in full or partial settlement of a
loan should be accounted for in accordance with paragraphs 2–4 of FASB ASC
310-40-40.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.36 Impact on Cash Flows on a Group of Loans Accounted for as
a Pool in Accordance With FASB ASC 310-30 if There Is a Confirming
Event, and One Loan Is Removed as Expected

Inquiry—FASB ASC 310-30-15-6 states that investors may aggregate loans
acquired in the same fiscal quarter that have common risk characteristics and
thereby use a composite interest rate and expectation of cash flows expected
to be collected for the pool. FASB ASC 310-30-40-1 states that once the pool is
assembled, the integrity of the pool should be maintained. What is the impact
on the accounting for a group of loans accounted for as a pool, if there is a
confirming event, and one loan is removed from the pool as expected?

Reply—The following is an example of the impact on the accounting for a
pool of loans, if there is a confirming event, and one loan is removed as expected.

FASB ASC 310-30 Example
Group of Loans

Example 1—Confirming Event, One Loan Is Removed From Pool,
as Expected

Facts: The investor purchases 10 loans that individually meet the
scope of FASB ASC 310-30 for $800. Based on the aggregation cri-
teria, the investor assembles the loans into a pool. The investor ini-
tially expects to collect $929.29 in cash flows (which generates a yield
of approximately 5.387 percent over 3 years). The investor recognizes
one month of yield income. The investor then receives notification that
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one obligor has become bankrupt and that it will make no further pay-
ments on its loan. The investor concludes that event is in accordance
with the original expectation of cash flows. That is, the investor contin-
ues to expect that it will collect $929.29 from the pool of loans. The in-
vestor removes the contractual cash flows from that loan and an equal
amount of nonaccretable difference, in the amount of $117.42, from
the pool such that the yield is unaffected. This TPA does not address
charge-offs.

Original
Purchase

Accrue
Income

Receive
Payment Balance

Removal
of Loan Balance

Contractual Cash
Flows 1,200.00 (25.81) 1,174.19 (117.42) 1,056.77

Nonaccretable
Difference (270.71) (270.71) 117.42 (153.29)

Expected Cash Flows 929.29 (25.81) 903.48 0.00 903.48

Accretable Yield (129.29) 6.67 (122.62) 0.00 (122.62)

Recorded Amount 800.00 6.67 (25.81) 780.86 0.00 780.86

Bad Debt
Expense/ALLL 0.00 0.00 0.00 0.00

Carrying Amount 800.00 6.67 (25.81) 780.86 0.00 780.86

Yield
(computed on

carrying amount)* 5.387% 5.384% 5.384%

Principal Balance 1,000.00 (19.14) 980.86 (98.09) 882.77

Delinquent Accrued
Interest Rec. 50.00 50.00 (5.00) 45.00

Balance 1,050.00 (19.14) 1,030.86 (103.09) 927.77

Remaining Interest
Due Under
Contract 150.00 (6.67) 143.33 (14.33) 129.00

Nonaccretable
Difference (270.71) (270.71) 117.42 (153.29)

Expected Cash Flows 929.29 (25.81) 903.48 0.00 903.48

Accretable Yield (129.29) 6.67 (122.62) 0.00 (122.62)

Recorded Amount 800.00 6.67 (25.81) 780.86 0.00 780.86

Bad Debt
Expense/ALLL 0.00 0.00 0.00 0.00

Carrying Amount 800.00 6.67 (25.81) 780.86 0.00 780.86

* Yield =Accretable yield divided by the carrying amount divided by 36 times 12

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.37 Impact on Cash Flows on a Group of Loans Accounted for as
a Pool in Accordance With FASB ASC 310-30 if There Is a Confirm-
ing Event, One Loan Is Removed From the Pool, and the Investor De-
creases Its Estimate of Expected Cash Flows

Inquiry—FASB ASC 310-30-15-6 states that investors may aggregate loans
acquired in the same fiscal quarter that have common risk characteristics and
thereby use a composite interest rate and expectation of cash flows expected
to be collected for the pool. FASB ASC 310-30-40-1 states that once the pool is
assembled, the integrity of the pool should be maintained. What is the impact
on the on the accounting for a group of loans accounted for as a pool, if there is a
confirming event, one loan is removed from the pool, and the investor decreases
its estimate of expected cash flows?

Reply—The following is an example of the impact on the accounting for a
group of loans accounted for as a pool, if there is a confirming event, one loan
is removed from the pool, and the investor decreases its estimate of expected
cash flows:

FASB ASC 310-30 Example
Group of Loans

Example 2—Confirming Event, One Loan Is Removed From Pool, and
Investor Decreases Estimate of Expected Cash Flows From Pool

Facts: The investor purchases 10 loans that individually meet the
scope of FASB ASC 310-30 for $800. Based on the aggregation crite-
ria, the investor assembles the loans into a pool. The investor initially
expects to collect $929.29 in cash flows (which generates a yield of ap-
proximately 5.387 percent over 3 years). The investor recognizes one
month of yield income. The investor then receives notification that one
that one obligor has become bankrupt and that it will make no fur-
ther payments on its loan. The investor concludes that the expected
cash flows from the pool are decreased by $90.35, which has a present
value at 5.387 percent of $78.09. The investor records a provision of
$78.09, increasing the loan loss allowance by $78.09. In addition, the
investor removes the contractual cash flows from that loan and an
equal amount of nonaccretable discount, in the amount of $117.42,
from the pool such that the yield is unaffected. This TPA does not ad-
dress charge-offs.

Original
Purchase

Accrue
Income

Receive
Payment Balance

Decrease in
Expected

Cash Flows Balance
Removal
of Loan Balance

Contractual Cash
Flows 1,200.00 (25.81) 1,174.19 1,174.19 (117.42) 1,056.77

Nonaccretable
Difference (270.71) (270.71) (12.26) (282.97) 117.42 (165.55)

Expected Cash
Flows 929.29 (25.81) 903.48 (12.26) 891.22 0.00 891.22

Accretable Yield (129.29) 6.67 (122.62) 12.26 (110.36) 0.00 (110.36)

Recorded Amount 800.00 6.67 (25.81) 780.86 0.00 780.86 0.00 780.86

Bad Debt
Expense/ALLL 0.00 0.00 (78.09) (78.09) (78.09)

Carrying Amount 800.00 6.67 (25.81) 780.86 (78.09) 702.77 0.00 702.77

Yield
(computed on

carrying
amount)* 5.387% 5.384% 5.384% 5.384%
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Original
Purchase

Accrue
Income

Receive
Payment Balance

Decrease in
Expected

Cash Flows Balance
Removal
of Loan Balance

Principal Balance 1,000.00 (19.14) 980.86 0.00 980.86 (98.09) 882.77

Delinquent
Accrued
Interest Rec. 50.00 50.00 0.00 50.00 (5.00) 45.00

Balance 1,050.00 (19.14) 1,030.86 0.00 1,030.86 (103.09) 927.77

Remaining
Interest Due
Under Contract 150.00 (6.67) 143.33 0.00 143.33 (14.33) 129.00

Nonaccretable
Difference (270.71) (270.71) (12.26) (282.97) 117.42 (165.55)

Expected Cash
Flows 929.29 (25.81) 903.48 (12.26) 891.22 0.00 891.22

Accretable Yield (129.29) 6.67 (122.62) 12.26 (110.36) 0.00 (110.36)

Recorded Amount 800.00 6.67 (25.81) 780.86 0.00 780.86 0.00 780.86

Bad Debt
Expense/ALLL 0.00 0.00 (78.09) (78.09) 0.00 (78.09)

Carrying Amount 800.00 6.67 (25.81) 780.86 (78.09) 702.77 0.00 702.77

* Yield = Accretable yield divided by the carrying amount divided by 36 times 12

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.38 Certificates of Deposit and FASB ASC 820, Fair Value Measure-
ments and Disclosures

Inquiry—Are certificates of deposit within the scope of the disclosure re-
quirements of FASB ASC 820, Fair Value Measurements and Disclosures?

Reply—Generally not. Certificates of deposit that meet the definition of a
security in FASB ASC 320, Investments—Debt and Equity Securities, are sub-
ject to the disclosure requirements of FASB ASC 820-10-50; those that do not
meet the definition are not subject to those disclosure requirements. FASB ASC
320-10-20 defines a security as:

A share, participation, or other interest in property or in an entity of
the issuer or an obligation of the issuer that has all of the following
characteristics:

a. It is either represented by an instrument issued in bearer
or registered form or, if not represented by an instrument,
is registered in books maintained to record transfers by or
on behalf of the issuer.

b. It is of a type commonly dealt in on securities exchanges
or markets or, when represented by an instrument, is com-
monly recognized in any area in which it is issued or dealt
in as a medium for investment.

c. It either is one of a class or series or by its terms is divisible
into a class or series of shares, participations, interests, or
obligations.

Most certificates of deposit would not meet that definition. However, some
negotiable certificates of deposit may meet the definition of a security and,
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therefore, may be subject to the disclosure requirements of FASB ASC 820-
10-50 if they are not classified as held to maturity.

[Issue Date: May 2010.]

.39 Balance Sheet Classification of Certificates of Deposit
Inquiry—Where should a certificate of deposit be classified on the balance

sheet?

Reply—Certificates of deposit with original maturities of 90 days or less
are commonly considered "cash and cash equivalents" under FASB ASC 305.
A certificate of deposit with an original maturity greater than 90 days would
not be included in cash and cash equivalents. If the certificate of deposit is not
a security, as defined in FASB ASC 320, it could be included in "investments—
other."

The following is an example of a policies and procedures note disclosure:

Investments—Other

Certificates of deposit held for investment that are not debt
securities are included in "investments—other." Certificates
of deposit with original maturities greater than three months
and remaining maturities less than one year are classified as
"short-term investments—other." Certificates of deposit with
remaining maturities greater than one year are classified as
"long-term investments—other."

[Issue Date: May 2010.]

.40 Certificates of Deposit and FASB ASC 320
Inquiry—Are certificates of deposit within the scope of FASB ASC 320?

Reply—Generally not. FASB ASC 320-10-20 defines a security as:

A share, participation, or other interest in property or in an entity of
the issuer or an obligation of the issuer that has all of the following
characteristics:

a. It is either represented by an instrument issued in bearer
or registered form or, if not represented by an instrument,
is registered in books maintained to record transfers by or
on behalf of the issuer.

b. It is of a type commonly dealt in on securities exchanges
or markets or, when represented by an instrument, is com-
monly recognized in any area in which it is issued or dealt
in as a medium for investment.

c. It either is one of a class or series or by its terms is divisible
into a class or series of shares, participations, interests, or
obligations.

Most certificates of deposit would not meet that definition. Certain nego-
tiable certificates of deposit, however, may meet the definition of a security and,
therefore, may be subject to FASB ASC 320.

[Issue Date: May 2010.]
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Q&A Section 2140

Inventories

.01 Warehousing Included in Cost of Inventory
Inquiry—A client deals in wholesaling and retailing automotive tires for

foreign cars. Most of the inventory is imported, and it is valued on the com-
pany'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 capital-
ized 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 pe-
riod costs?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 330-10-30-1 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.

Kieso and Weygandt, Intermediate Accounting, 9th Edition states:

Product costs are those costs that "attach" to the inventory
and are recorded in the inventory accounts. These costs are
directly connected with the bringing of goods to the place of
business of the buyer and converting such goods to a saleable
condition. Such charges would include freight charges on
goods purchased, other direct costs of acquisition and labor,
and other production costs incurred in processing the goods
up to the time of sale. It would seem proper also, to allocate to
inventories a share of any buying costs or expenses of a pur-
chasing department, storage costs, and other costs incurred
in storing or handling goods before they are sold (i.e., ware-
housing costs). Because of the practical difficulties involved in
allocating such costs and expenses, however these items are
not ordinarily included in valuing inventories.

Costs of delivering the goods from the warehouse would be considered a
selling expense and should not be allocated to the goods that are still in the
warehouse.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.02 Obsolete Items in Inventory—I
Inquiry—A client purchased in bulk various inventories of stock material.

This material is used to produce various specialized 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 may be some obsolete stock on hand from this bulk purchase, but an
eighteen month 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 cy-
cles. Based on the information available to the client, about one-third of the
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original bulk purchase will be written off because of obsolescence. For the re-
maining inventories, the client will present a representation letter indicating
that he or she 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 in-
ventory at the lower of cost or market will be difficult. The nature of the inven-
tory (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 de-
termining the extent of obsolescence?

Reply—Paragraphs .11 and .A25 of AU-C section 501, Audit Evidence—
Specific Considerations for Selected Items (AICPA, Professional Standards), ad-
dress the auditor's responsibility to obtain sufficient appropriate audit evidence
regarding the condition of inventory, which includes identifying obsolete, dam-
aged or aging inventory. This audit evidence 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.

[Revised, May 2007; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]

[.03] Reserved

.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 airplanes 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 char-
tering is only a temporary use, the airplanes should be classified as current
assets. However, depreciation would not be appropriate if the planes are con-
sidered inventory. Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) glossary states, in part, that the term inventory
"excludes long-term assets subject to depreciation accounting, or goods which,
when put into use, will be so classified."

If the use period were to exceed one year, reclassification to fixed assets
and recognition of depreciation expense would be appropriate under generally
accepted accounting principles (GAAP).

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.05] Reserved

.06 Inventory of Meat Packer
Inquiry—A client engaged in the meat packing business uses the "Na-

tional Provisioner Daily Market Service" quotations in valuing its inventories.
The client contends that these quotations, adjusted for freight differentials, re-
flect an accurate approximation of actual costs and, in lieu of a complete cost

§2140[.03] ©2017, AICPA



Inventories 71
accounting system, 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 accor-
dance with Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 905, Agriculture. Live animals and whole carcasses
are carried at the lower of cost and net realizable value for inventories mea-
sured using any method other than LIFO or the retail method. Inventories
measured using LIFO or the retail inventory method are carried at the lower
of cost or market. Many companies use quoted costs such as the National Pro-
visioner quotations which are estimated costs of producing a particular cut of
meat adjusted for the fluctuating daily livestock prices and other factors. These
quoted prices must be further adjusted by the individual meat packers to take
into account individual factors such as freight and storage.

[Revised, May 2017.]

[.07] Reserved

.08 Valuing Precious Metals Inventory Used in Manufacturing
Applications

Inquiry—Should inventories of precious metals used in manufacturing ap-
plications (for example, diamonds used in drill bits, plutonium or uranium used
in steel fabrication, or titanium used in paint manufacturing) be valued at mar-
ket or at the lower of cost or market?

Reply—These inventories should be valued at either the lower of cost and
net realizable value or the lower of cost or market, depending on the cost
method, in accordance with Financial Accounting Standards Board (FASB) Ac-
counting Standards Codification (ASC) 330-10. The excess of market value over
cost may be disclosed.

The exception to "lower of cost or market" that allows precious metals to be
recorded at market on the balance sheet does not apply to these industrial ap-
plications because the metals will be used in the manufacturing process rather
than held for immediate sale and do not meet the other conditions specified in
FASB ASC 330-10-35-15, which states:

Only in exceptional cases may inventories properly be stated
above cost. For example, precious metals having a fixed mon-
etary 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 unit interchangeability.

FASB ASC 330-10-50-3 further states:

Where goods are stated above cost, this fact shall be fully dis-
closed.

[Amended, June 1995; Revised, May 2017.]

.09 Standard Cost for Inventory Valuation
Inquiry—A client uses standard costs for valuing inventory. What disclo-

sure is necessary in the financial statements regarding inventory valuation?

Reply—Ordinarily, standard costs should be adjusted to a figure which
approximates lower of cost and net realizable value or the lower of cost or
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market, depending on the cost method. 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.

Financial Accounting Standards Board (FASB) Accounting Standards Cod-
ification (ASC) 330-10-30-12 states:

Standard costs are acceptable if adjusted at reasonable inter-
vals 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 shall 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 and net realizable value or 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 and net realizable value or the lower of cost or market is material, then
mere footnote disclosure will not cure the known statement imperfection.

[Revised, May 2017.]

[.10] Reserved

.11 Average Cost Method for Subsidiary
Inquiry—Company A and all of its subsidiaries, except one, determine the

cost of inventories by the last-in, first-out method (LIFO). The one subsidiary
uses an average cost method. Is the average cost method acceptable for deter-
mining the cost of inventory? Is it acceptable for one subsidiary to use the av-
erage cost method and Company A and the other subsidiaries to use the LIFO
method?

Reply—The average cost method is an acceptable method for determining
the cost of inventory. An entity may use more than one method to determine
the cost of inventory provided the methods are disclosed.

.12 Classification of Replacement Parts Under a Maintenance
Agreement

Inquiry—Company A has entered into a maintenance agreement with
Company B, an unrelated party, to provide maintenance and service for special-
ized computer equipment leased by Company B to third parties. The mainte-
nance contract between A and B requires that A maintain a spare/replacement
parts inventory for the equipment. Company A has no use for these parts other
than to fulfill the obligation under its contract with Company B. The term of
the contract between Company A and Company B is for several years.

Most of the spare parts (i.e., circuit boards) are of a repairable nature, and
it is expected that as A replaces a part, A will have the removed part refur-
bished, at its own cost. The refurbished parts will be available for future use as
necessary.

Should Company A classify the refurbished replacement parts as inven-
tory? Should Company A's investment in the parts be amortized?

Reply—Company A should classify the refurbished replacement parts as
inventory. Inventory costs should not be amortized; a loss in their utility should
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be reflected as a charge against revenues of the period in which it occurs, as
discussed in Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 330-10-35-2.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 Classification of Slow-Moving Inventory
Inquiry—A client, engaged in an oil field related industry, has slow-moving

products that are not considered obsolete. The inventory is properly stated at
the lower of cost or market. The client plans to continue selling the inventory on
hand but will cease manufacturing the specialized product. Based on current
sales estimates and demand for the product, it appears likely that the client will
be able to sell all of the items in the inventory over a period of about four years.
Is it correct to classify a portion of the slow-moving inventory as a long-term
asset in the client's classified balance sheet?

Reply—The portion of the slow-moving inventory not reasonably expected
to be realized in cash during the client's normal operating cycle should be clas-
sified as a long-term asset in the company's classified balance sheet. Financial
Accounting Standards Board (FASB) Accounting Standards Codification (ASC)
310-10-45-9 states that the term current assets is used to designate cash and
other assets or resources commonly identified as those that are reasonably ex-
pected to be realized in cash or sold or consumed during the normal operating
cycle of the business.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.14 Disclosure of LIFO Reserve
Inquiry—Should a company using the last-in, first-out (LIFO) method of

inventory valuation be required to disclose the LIFO reserve in its financial
statements or in the accompanying footnotes?

Reply—Yes. The Accounting Standards Division Issues Paper, Identifica-
tion and Discussion of Certain Financial Accounting and Reporting Issues Con-
cerning LIFO Inventories, addresses this matter in section 2, paragraphs 24
through 28. Paragraph 28 indicates that the task force voted (9 yes, 0 no) that
either the LIFO reserve or replacement cost and its basis for determination
should be disclosed. Paragraph 26 states that the Securities and Exchange
Commission (SEC) requires companies whose securities trade publicly to dis-
close this information [Regulation S-X, section 210.5-02.6(c)] and that many
nonpublic companies also disclose this information.

[Amended, June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature.]

[.15] Reserved

[.16] Reserved
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Q&A Section 2210

Fixed Assets

.01 Settlement of Mortgage Installment on Real Estate Between
Buyer and Seller

Inquiry—A company purchased an office building subject to the seller's as-
sumable mortgage. The closing of the transaction occurred in the middle of a
month which was between payment dates on the mortgage. The closing state-
ment reflected a credit from the seller to the buyer for the interest that accrued
on the mortgage from the last payment date until the date of the closing. How
should this credit be accounted for by the buyer?

Reply—The buyer would treat the accrued interest credit as a reduction of
interest expense for the first month of ownership. When the buyer makes the
first interest payment after the closing, the credit will offset the full month's
interest paid and thus reduce the buyer's net interest expense to the amount
attributable to the period that the property was owned by the buyer.

[Amended, June 1995.]

.02 Broker's Commission Received by Purchaser of Property as
Purchase Price Concession

Inquiry—A corporation ("purchaser") is engaged in negotiations to pur-
chase real property. During the negotiations, the purchaser was unwilling to
accept the seller's best offer. To induce the purchaser to agree to the sale, the
broker agreed to rebate a portion of the seller-paid commission to the purchaser.

Would this rebate be considered income to the purchaser or a reduction of
the cost of the property acquired?

Reply—The "rebate" received from the broker should be accounted for as a
reduction of the cost of the property rather than as income. Income should not be
recognized on a purchase. The receipt of the rebate was part of the acquisition of
the real estate and, when netted against the purchase price, reflects the amount
the purchaser was willing to pay for the property.

[Amended, June 1995.]

[.03] Reserved

[.04] Reserved

[.05] Reserved

.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 pur-
chase 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
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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 $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,
etc.

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 con-
structed 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 mak-
ing 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 capitalizable as land costs, and land is not subject to depreciation. Dur-
ing 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 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
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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 percent of current cost, and unused equip-
ment 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 as-
sets 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] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved

[.13] Reserved

[.14] Reserved

.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 dredging cost be expensed or capitalized?

Reply—FASB Concept No. 6, Elements of Financial Statements—a replace-
ment of FASB Concepts Statement No. 3 (incorporating an amendment of FASB
Concepts Statement No. 2), paragraph 149 states, in part, ". . . many assets yield
their benefits to an entity over several periods . . . . Expenses resulting from
their use are normally allocated to the periods of their estimated useful lives
(the periods over which they are expected to provide benefits) by a 'systematic
and rational' allocation procedure, for example, by recognizing depreciation or
other amortization."

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

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.16] Reserved

[.17] Reserved

.18 Revaluation of Assets
Inquiry—Company A acquired a material amount of treasury stock result-

ing in a stockholders' equity deficit. Since state law (where Company A is incor-
porated) prohibits the impairment of legal capital, Company A revalued certain
of its assets at fair market value. Should Company A record depreciation for the
revalued assets based on historical cost or fair market value?
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Reply—An opinion expressed on the financial statements of Company A
should be qualified or adverse because the write-up of assets is a departure
from generally accepted accounting principles.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.19] Reserved

.20 Compounding Capitalized Interest
Inquiry—Company A is constructing a building for its own use. The com-

pany capitalized interest cost on the average amount of accumulated expendi-
tures for the asset during the current year end. The building was completed in
the next year. Should the company capitalize interest on the average amount
of expenditures for the assets that were made during the current period only
or the average amount of accumulated expenditures for the asset during the
period including the expenditures made in the prior period, which already in-
cludes capitalized interest cost?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 835-20-30-3 states, in part:

The amount capitalized in an accounting period shall be de-
termined by applying the capitalization rate to the average
amount of accumulated expenditures for the asset during the
period.

FASB ASC 835-20-35-3 further states:

The compounding of capitalized interest is conceptually con-
sistent with the conclusion that interest on expenditures for
the asset is a cost of acquiring the asset.

Accordingly, the rate should be applied to the average of all the accumulated
expenditures.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.21] Reserved

[.22] Reserved

[.23] Reserved

[.24] Reserved

.25 Capitalization of Interest Costs Incurred by Subsidiary
Inquiry—A subsidiary with an asset qualifying for interest capitalization

under Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 835, Interest, incurs its entire interest cost from a loan from
its parent.

What is the extent of interest that may be appropriately capitalized?

Reply—FASB ASC 835-20-30-3 states, in part: "the amount capitalized in
an accounting period shall be determined by applying the capitalization rate
to the average amount of accumulated expenditures for the asset during the
period." FASB ASC 835-20-30-6 further states

The total amount of interest cost capitalized in an account-
ing period shall not exceed the total amount of interest cost
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incurred by the entity in that period. In consolidated finan-
cial statements, that limitation shall be applied by reference
to the total amount of interest cost incurred by the parent
entity and consolidated subsidiaries on a consolidated basis.
In any separately issued financial statements of a parent en-
tity or a consolidated subsidiary and in the financial state-
ments (whether separately issued or not) of unconsolidated
subsidiaries and other investees accounted for by the equity
method, the limitation shall be applied by reference to the to-
tal amount of interest cost (including interest on intra-entity
borrowings) incurred by the separate entity.

Such financial statements should disclose related party transactions as
required by FASB ASC 850, Related Party Disclosures.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.26] Reserved

.27 Construction of Asset—Foreign Currency Transaction Gains/
Losses

Inquiry—A company is constructing a building in the United States for its
own use. In order to finance the cost of the building, a loan denominated in a
foreign currency is obtained from a bank in a foreign country. The company is
appropriately capitalizing interest incurred as part of the cost of the building
in accordance with Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 835, Interest. However, the company wants to
also capitalize as part of the cost of the building any foreign currency transac-
tion gains or losses it incurs as a result of the loan with the bank in the foreign
country. The company's rationale is that the transaction gains or losses relate
specifically to the building and therefore should be considered part of the cost
of the building. Is this appropriate?

Reply—No. According to FASB ASC glossary, foreign currency transactions
are transactions whose terms are denominated in a currency other than the en-
tity's functional currency. Foreign currency transactions arise when a reporting
entity does any of the following:

a. Buys or sells on credit goods or services whose prices are
denominated in foreign currency

b. Borrows or lends funds and the amounts payable or receiv-
able are denominated in foreign currency

c. Is a party to an unperformed forward exchange contract
d. For other reasons, acquires or disposes of assets, or incurs

or settles liabilities denominated in foreign currency.
FASB ASC 830-20-05-2 states:

Foreign currency transactions may produce receivables or
payables that are fixed in terms of the amount of foreign cur-
rency that will be received or paid.

FASB ASC 830-20-35-1 further states:

A change in exchange rates between the functional currency
and the currency in which a transaction is denominated in-
creases or decreases the expected amount of functional cur-
rency cash flows upon settlement of the transaction. That
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increase or decrease in expected functional currency cash
flows is a foreign currency transaction gain or loss that gener-
ally shall be included in determining net income for the period
in which the exchange rate changes.

Thus, even though the loan was obtained to construct the building, the trans-
action gains and losses are not part of the cost of the building, but are a result
of the change in the exchange rate and are included in income each period in
which the exchange rate fluctuates.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.28 Accounting for Certain Liquidated Damages
Inquiry—"Liquidated damages" represent contractual payments to a buyer

of property, plant, and equipment (PP&E) for the nondelivery or noncompletion
of construction of PP&E by a stated completion date. The amount is specified
in advance by contract—for example, a stated amount per day of delay—rather
than a computation of actual losses of the buyer caused by the delay. Liquidated
damages are negotiated to represent compensation for a reasonable estimate
of the buyer's costs associated with a delay. Liquidated damages are specified
in advance in order to eliminate the need for possibly contentious after-the-fact
negotiations about actual costs incurred. How should a buyer of PP&E account
for liquidated damages, as defined above?

Reply—Because the buyer does not provide the payer of the damages with
an identifiable benefit in exchange for the payment, a buyer typically records
liquidated damages as a reduction of the payments it has made to the vendor for
the PP&E (that is, a reduction of the cost of the PP&E). Amounts of liquidated
damages in excess of the total cost of PP&E would be recognized by the buyer
as income.

The basis for this reply is Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 605-50. The underlying principle in
FASB ASC 605-50 is that unless the customer provides the vendor with an
identifiable benefit, the payment received from the vendor is a reduction of the
purchase price of the goods purchased from the vendor—that is, a return of
amounts paid.

Contracts between a buyer and provider of PP&E could be drafted in two
ways—with a realistic completion date and contract price with liquidated dam-
ages for late delivery, or with a pessimistic completion date and a bargain con-
tract price with a bonus for early delivery. The accounting for liquidated dam-
ages, as noted in this reply, results in the same accounting for the buyer regard-
less of how the contract is drafted.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 2220

Long-Term Investments

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

Inquiry—Company A purchased a 19 percent stock ownership interest in
B. The company also made a loan to B that is convertible 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—Paragraphs 6 and 8 of Financial Accounting Standards Board
(FASB) Accounting Standards Codification (ASC) 323-10-15 state that the
ability to exercise the type of influence contemplated in FASB ASC 323,
Investments—Equity Method and Joint Ventures, may be indicated in several
ways such as representation on the board of directors and investment (direct
or indirect) of 20 percent or more in the voting stock of an investee.

The company would own only 19 percent of the outstanding voting stock.
Although it is not indicated whether the conversion feature of the loan may re-
sult in ownership of 20 percent 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. Therefore, the
equity method should be followed in accounting for the investment.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.02] Reserved

.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 ven-
ture 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 per-
centage of completion method) even though the venture will not recognize in-
come until the contract is completed?

Reply—The FASB ASC glossary defines the terms earnings or losses of
an investee and financial position of an investee as "net income (or net loss) of
an investee determined in accordance with U.S. generally accepted accounting
principles" and "financial position of an investee determined in accordance with
U.S. generally accepted accounting principles," respectively.

Both the completed contract method and the percentage of completion
method are generally accepted, and the investor should not change the in-
vestee's method of accounting from completed contract to percentage of com-
pletion in applying the equity method. If the investee's financial statements
are prepared on a comprehensive basis of accounting other than generally ac-
cepted accounting principles (GAAP), the investor should eliminate material
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variances from GAAP in applying the equity method, in accordance with FASB
ASC 970-323-35-20.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.04] Reserved

.05 Assuming Pro Rata Share of Venture's Revenues and
Expenses

Inquiry—A company has entered into a joint venture with another ven-
turer. Would it be permissible for the company to include in its income its pro
rata share of each of the revenue and expense accounts of the venture?

Reply—FASB ASC 323-10-45-1 states:

Under the equity method, an investment in common stock
shall be shown in the balance sheet of an investor as a single
amount. Likewise, an investor's share of earnings or losses
from its investment shall be shown in its income statement
as a single amount except for the extraordinary items as spec-
ified in the following paragraph.

However, FASB ASC 810-10-45-14, relating to accounting for investments
in unincorporated joint ventures states, in part:

If the investor-venturer owns an undivided interest in each
asset and is proportionately liable for its share of each lia-
bility, the provisions of paragraph 323-10-45-1 may not ap-
ply in some industries. For example, in certain industries the
investor-venturer may account in its financial statements for
its pro rata share of the assets, liabilities, revenues, and ex-
penses of the venture.

Guidance for transactions of this type relating to real estate can be found
in FASB ASC 970-323-25-12 and FASB ASC 970-810-45-1.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.06] Reserved

[.07] Reserved

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

Inquiry—A client, a computer services company, acquired 50 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 remaining 50 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 cap-
ital stock with a stated value of $200,000, occurred later. Investments in sub-
sidiaries was debited and earnings 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 accounting principles require elimination?
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Reply—Intra-entity profit eliminations under the equity method is dis-

cussed in FASB ASC 323-10-35-8 and states, in part, "All intra-entity transac-
tions are eliminated in consolidation under that Subtopic, but under the equity
method intra-entity profits or losses are normally eliminated only on assets still
remaining on the books of an investor or an investee."

FASB ASC 323 indicates that the intercompany gain ($150,000 and
$200,000) 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 concerning the estimated values assigned to the
tangible and intangible assets contributed by the other stockholders. (See FASB
ASC 323, FASB ASC 350, Intangibles—Goodwill and Other, and FASB ASC
805, Business Combinations.)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.09] Reserved

[.10] Reserved

[.11] Reserved

.12 Investor's Share of Losses in Excess of Its Investment
Inquiry—Company A's share of the losses of a real estate venture exceeds

its investment in the venture. How should Company A account for its invest-
ment?

Reply—FASB ASC 970-323 recommends that the equity method be used
to account for investments in corporate or noncorporate real estate ventures.
Paragraphs 19–22 of FASB ASC 323-10-35 state, in part:

An investor's share of losses of an investee may equal or
exceed the carrying amount of an investment accounted for
by the equity method plus advances made by the investor.
The investor ordinarily shall discontinue applying the equity
method if the investment (and net advances) is reduced to
zero and shall not provide for additional losses unless the in-
vestor has guaranteed obligations of the investee or is other-
wise committed to provide further financial support for the
investee. An investor shall, however, provide for additional
losses if the imminent return to profitable operations by an
investee appears to be assured. For example, a material, non-
recurring loss of an isolated nature may reduce an investment
below zero even though the underlying profitable operating
pattern of an investee is unimpaired. If the investee subse-
quently reports net income, the investor shall resume apply-
ing the equity method only after its share of that net income
equals the share of net losses not recognized during the period
the equity method was suspended.

Accordingly, the investor should reflect its investment at a zero amount
and disclose in a note to the financial statements the amount of its share of
investee losses in excess of the zero amount.
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If the investor is committed to provide further financial support to the in-
vestee, the investor should show the excess of its share of investee losses over
its investment and advances as a liability up to the amount of its commitment.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 A Change in Circumstances Using the Equity Method of Ac-
counting for an Investment

Inquiry—An investor had guaranteed obligations of an investee and the
investor's share of losses of this investee have exceeded the carrying amount
of the investment on the investor's book in a prior year. This procedure is in
accordance with paragraphs 19–22 of FASB ASC 323-10-35. In the current year,
the investee fully paid the obligation which was guaranteed by the investor;
accordingly, the investor will no longer guarantee the obligations of the investee
and, therefore, will not record its share of the investee's losses.

(1) Does this constitute a change of accounting principle?
(2) How should the liability recorded on the investor's books be ac-

counted for?
Reply—(1) This is not a change in accounting principle. According to FASB

ASC 250-10-45-1, an "adoption or modification of an accounting principle ne-
cessitated by transactions or events that are clearly different in substance from
those previously occurring" is not a change in accounting principle. The situ-
ation described is a change in circumstances and not a change in accounting
principle.

(2) The liability recorded on the investor's books should be reversed in the
current year and reported in the income statement with appropriate footnote
disclosure.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.14] Reserved

.15 Accounting for Distribution From Joint Venture
Inquiry—A corporation invests in a joint venture which is involved in real

estate. The joint venture is a corporation and it is not controlled by the cor-
porate investor. It accounts for this investment in accordance with FASB ASC
323. The joint venture incurred losses over the next few years. That resulted
in the investment account on the corporation's books to decline to zero. At this
point, the joint venture paid the corporation a cash distribution. How should
the corporation account for this distribution?

Reply—FASB ASC 323 states that the investor ordinarily shall discontinue
applying the equity method when the investment (and net advances) is reduced
to zero and shall not provide for additional losses unless the investor has guar-
anteed obligations of the investee or is otherwise committed to provide financial
support for the investee.

In this situation, the corporate investor in the joint venture should account
for the cash distributions received as income if the distribution is not refund-
able by agreement or by law and the investor is not liable for the obligations of
the joint venture and is not otherwise committed to provide financial support
to the joint venture.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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[.16] Reserved

.17 Tax Basis Accounting—Use of Equity Method
Inquiry—Can an investor who prepares its financial statements in accor-

dance with U.S. GAAP use the equity method of accounting for an investment
in the common stock of an investee that presents its financial statements on
the income tax basis of accounting if the investment would otherwise qualify
for the equity method?

Reply—FASB ASC 323-10-35-4 states, in part:

Under the equity method, an investor shall recognize its
share of the earnings or losses of an investee in the periods
for which they are reported by the investee in its financial
statements.

The FASB ASC glossary defines the term earnings or losses of an investee
as the "net income (or net loss) of an investee determined in accordance with
U.S. generally accepted accounting principles."

If the investment qualifies for equity method accounting, the investor must
adjust the investee's tax basis financial statements to GAAP basis to determine
its share of earnings or losses. If the adjustment cannot be determined, and the
amounts are material, it would be considered a GAAP exception.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

Sections 2220.18–.27 are intended to assist reporting entities when
implementing the provisions of FASB ASC 820, Fair Value Measure-
ments and Disclosures, to estimate the fair value of their investments
in certain entities that calculate net asset value. Sections 2220.18–.27
apply to investments that are required to be measured and reported
at fair value and are within the scope of paragraphs 4–5 of FASB ASC
820-10-15.

.18 Applicability of Practical Expedient
Inquiry—Which investments are permitted, as a practical expedient, to be

measured at fair value on the basis of the net asset value (NAV)?

Reply—FASB ASC 820-10-35-59 permits reporting entities, as a practical
expedient, to estimate the fair value of their investments in certain entities that
calculate NAV per share (or its equivalent) by using NAV. Such investments,
which are often referred to as alternative investments, include interests in
hedge funds, private equity funds, real estate funds, venture capital funds, com-
modity funds, offshore fund vehicles, and funds of funds, as well as some bank
common/collective trust funds and other similar funds. Companies in various
industries, including investment companies, broker-dealers, banks, insurance
companies, employee benefit plans, healthcare organizations, and not-for-profit
organizations, often invest in alternative investments.

[Issue Date: December 2009]

.19 Unit of Account
Inquiry—According to the FASB ASC glossary, the unit of account is "[t]he

level at which an asset or a liability is aggregated or disaggregated in a Topic
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for recognition purposes." How should the unit of account be identified for an
interest in an alternative investment?

Reply—For interests in alternative investments, the appropriate unit of ac-
count is the interest in the investee fund itself, not the underlying investments
within the investee fund; this is because the reporting entity owns an undi-
vided interest in the whole of the investee fund portfolio and typically lacks the
ability to dispose of individual assets and liabilities in the investee fund port-
folio. However, as discussed in FASB ASC 820-10-35-61, if it is probable at the
measurement date that a reporting entity will sell a portion of an investment
at an amount different from NAV, and the criteria described in FASB ASC 820-
10-35-62 are met, the portion that the reporting entity intends to sell is valued
in accordance with other provisions of FASB ASC 820. The remaining portion
of the interest that is not probable of being sold may be valued by using NAV
as a practical expedient in accordance with FASB ASC 820-10-35-59.

[Issue Date: December 2009; Revised, May 2016, to reflect conforming changes
necessary due to the issuance of FASB ASU No. 2011-04.]

.20 Determining Whether NAV Is Calculated Consistent With FASB
ASC 946, Financial Services—Investment Companies

Inquiry—FASB ASC 820-10-35-59 states:

A reporting entity is permitted, as a practical expedient, to estimate
the fair value of an investment within the scope of paragraphs 820-10-
15-4 through 15-5 using the net asset value per share (or its equiva-
lent, such as member units or an ownership interest in partners' cap-
ital to which a proportionate share of net assets is attributed) of the
investment, if the net asset value per share of the investment (or its
equivalent) is calculated in a manner consistent with the measure-
ment principles of Topic 946 as of the reporting entity's measurement
date.

How does a reporting entity conclude that the NAV, as most recently reported by
the manager of the alternative investment (reported NAV), has been calculated
in a manner consistent with the measurement principles of FASB ASC 946,
Financial Services—Investment Companies?

Reply—A reporting entity's management is responsible for the valuation
assertions in its financial statements. Determining that reported NAV is cal-
culated consistently with FASB ASC 946, including measurement of all or sub-
stantially all of the underlying investments of the investee in accordance with
FASB ASC 820, requires a reporting entity to independently evaluate the fair
value measurement process utilized by the investee fund manager to calculate
the NAV. Such an evaluation is a matter of professional judgment and includes
determining that the investee fund manager has an effective process and re-
lated internal controls in place to estimate the fair value of its investments that
are included in the calculation of NAV. The reporting entity's controls used to
evaluate the process of the investee fund manager may include the following:

� Initial due diligence (procedures performed before the initial in-
vestment)

� Ongoing monitoring (procedures performed after the initial in-
vestment)

� Financial reporting controls (procedures related to the accounting
for, and reporting of, the investment) (Refer to the AICPA Audit

§2220.20 ©2017, AICPA



Long-Term Investments 87
Guide Special Considerations in Auditing Financial Instruments
for examples of these controls.1)

Before concluding that the reported NAV is calculated in a manner consistent
with the measurement principles of FASB ASC 946, the reporting entity might
evaluate the evidence that is gathered via the initial due diligence and ongoing
monitoring of the investee fund. Only after considering all relevant factors can
the reporting entity reach a conclusion about whether the reported NAV is cal-
culated in a manner consistent with the measurement principles of FASB ASC
946. For example, the reporting entity might consider the following key factors
relating to the valuation received from the investee fund manager:

� The investee fund's fair value estimation processes and control
environment, and any changes to those processes or the control
environment2

� The investee fund's policies and procedures for estimating fair
value of underlying investments, and any changes to those poli-
cies or procedures3

� The use of independent third party valuation experts to augment
and validate the investee fund's procedures for estimating fair
value

� The portion of the underlying securities held by the investee fund
that are traded on active markets

� The professional reputation and standing of the investee fund's
auditor (this is not intended to suggest that the auditor is an ele-
ment of the investee fund's internal control system, but as a gen-
eral risk factor in evaluating the integrity of the data obtained
from the investee fund manager)

� Qualifications, if any, of the auditor's report on the investee fund's
financial statements

� Whether there is a history of significant adjustments to the NAV
reported by the investee fund manager as a result of the annual
financial statement audit or otherwise

� Findings in the investee fund's adviser or administrator's type 1
or type 2 service auditor's report prepared under AT section 801,
Reporting on Controls at a Service Organization (AICPA, Profes-
sional Standards), if any.4 (a type 1 report is a report on man-
agement's description of a service organization's system and the

1 The AICPA also has a project to develop guidance which addresses the challenges associated
with auditing an entity's investments in alternative investment funds that calculate net asset value
per share, or its equivalent (NAV) and the reporting entity uses NAV as a practical expedient. Please be
alert to further developments. [Footnote revised, May 2016, to reflect removal of the nonauthoritative
practice aid Alternative Investments—Audit Considerations from the AICPA's website and the project
to address auditing the NAV practical expedient.]

2 For further guidance, see AU-C section 501, Audit Evidence—Specific Considerations for Se-
lected Items (AICPA, Professional Standards). Also see footnote 1. [Footnote revised, December 2012,
to reflect conforming changes necessary due to the issuance of SAS Nos. 122–126. Footnote revised,
May 2016, to reflect removal of the nonauthoritative practice aid Alternative Investments—Audit Con-
siderations from the AICPA's website.]

3 See footnote 2.
4 AT section 801, Reporting on Controls at a Service Organization (AICPA, Professional Stan-

dards), establishes the requirements and application guidance for a service auditor reporting on
controls at a service organization relevant to user entities' internal control over financial reporting.
AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organization (AICPA,

(continued)
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suitability of the design of controls; a type 2 report is a report on
management's description of a service organization's system and
the suitability of the design and operating effectiveness of con-
trols)

� Whether NAV has been appropriately adjusted for items such as
carried interest and clawbacks (more fully described in section
6910.29, "Allocation of Unrealized Gain (Loss), Recognition of Car-
ried Interest, and Clawback Obligations")

� Comparison of historical realizations to last reported fair value

If the last reported NAV is not as of the reporting entity's measurement date,
refer to section 2220.22 for further considerations.

In cases when the reporting entity invests in a fund of funds (the investee
fund invests in other funds that do not have readily determinable fair values),
the reporting entity might conclude that the NAV reported by the fund of funds
manager is calculated in a manner consistent with FASB ASC 946 by assessing
whether the fund of funds manager has a process that considers the previously
listed items in the calculation of the NAV reported by the fund of funds, and
that the fund of funds manager has obtained or estimated NAV from underlying
fund managers in a manner consistent with paragraphs 59–62 of FASB ASC
820-10-35 as of the measurement date. The reporting entity is not required to
look through the fund of funds interest to underlying fund investments if the
reporting entity has concluded that the fund of funds manager reports NAV
consistent with FASB ASC 946 for the fund of funds interest.

[Issue Date: December 2009; Revised, June and August 2011, to reflect
conforming changes necessary due to the issuance of SSAE No. 16; Revised,
December 2012, to reflect conforming changes necessary due to the issuance

of SAS Nos. 122–126; Revised, May 2016, to reflect removal of the
nonauthoritative practice aid Alternative Investments—Audit Considerations

from the AICPA's website and the project to address auditing the NAV
practical expedient.]

.21 Determining Whether an Adjustment to NAV Is Necessary
Inquiry—FASB ASC 820-10-35-59 allows the reporting entity, as a prac-

tical expedient, to estimate the fair value of an investment within the scope
of paragraphs 4 and 5 of FASB ASC 820-10-15 using the NAV as reported by
the investee when the reporting entity has satisfied itself that (a) the investee
has calculated NAV consistent with FASB ASC 946 (see section 2220.20), and
(b) the NAV has been calculated as of the reporting entity's financial reporting
(measurement) date.

(footnote continued)

Professional Standards), contains the requirements and application guidance for an auditor
auditing the financial statements of an entity that uses a service organization.

In April 2016, the AICPA Auditing Standards Board issued SSAE No. 18, Attestation Standards:
Clarification and Recodification, which, among other things, supersedes AT section 801. As a result
of this, AT section 801 will be superseded by AT-C Section 320, Reporting on an Examination
of Controls at a Service Organization Relevant to User Entities' Internal Control Over Financial
Reporting (AICPA, Professional Standards), which is effective for service auditors' reports dated on
or after May 1, 2017. SSAE No. 18 is available at www.aicpa.org/Research/Standards/AuditAttest/
DownloadableDocuments/SSAE_No_18.pdf. [Footnote revised, August 2011, to reflect conforming
changes necessary due to the issuance of SSAE No. 16. Footnote revised, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122–126. Footnote revised, May 2016,
to reflect conforming changes necessary due to the issuance of SSAE No. 18.]
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FASB ASC 820-10-35-60 further states:

If the net asset value per share of the investment obtained from the
investee is not as of the reporting entity's measurement date or is not
calculated in a manner consistent with the measurement principles of
Topic 946, the reporting entity shall consider whether an adjustment
to the most recent net asset value per share is necessary. The objective
of any adjustment is to estimate a net asset value per share for the in-
vestment that is calculated in a manner consistent with the measure-
ment principles of Topic 946 as of the reporting entity's measurement
date.

How does a reporting entity determine whether an adjustment to the last re-
ported NAV is necessary?

Reply—Examples of when an adjustment to the last reported NAV may be
necessary include, but are not limited to the following:

� NAV is not as of the reporting entity's measurement date
� NAV is not calculated in a manner consistent with the measure-

ment principles of FASB ASC 946 (which requires, among other
things, measurement of all or substantially all of the underlying
investments of the investee in accordance with FASB ASC 820)

� Both

The existence of either of these factors may lead the reporting entity to conclude
that an adjustment to the last reported NAV may be necessary. Practically, it
is difficult to assess whether an adjustment is necessary unless an estimate of
the adjustment is calculated.

[Issue Date: December 2009]

.22 Adjusting NAV When It Is Not as of the Reporting Entity's Mea-
surement Date

Inquiry—If the reporting entity concludes that the reported NAV is calcu-
lated consistently with FASB ASC 946, but an adjustment is necessary because
the NAV is not as of the reporting entity's measurement date, how should the re-
porting entity estimate the adjustment? (Refer to the inquiry in section 2220.21
for applicable FASB literature.)

Reply—FASB ASC 820-10-35-60 states that "The objective of any adjust-
ment is to estimate a net asset value per share for the investment that is cal-
culated in a manner consistent with the measurement principles of Topic 946
as of the reporting entity's measurement date." If the last reported NAV is cal-
culated consistently with FASB ASC 946 but is not as of the reporting entity's
measurement date, the reporting entity may either request the investee fund
manager to provide a supplemental NAV calculation consistent with the mea-
surement principles of FASB ASC 946 as of the reporting entity's measurement
date, or it may be necessary to adjust or roll forward (or roll back)5 the reported
NAV for factors that might cause it to differ from the NAV at the measurement
date. For example, the following factors might necessitate an adjustment to the

5 When the reporting entity's measurement date is prior to the net asset value (NAV) calculation
date, it may be more appropriate to use that NAV and perform a roll back rather than using a reported
NAV calculated prior to the entity's measurement date.
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reported NAV when it is not calculated as of the reporting entity's measurement
date:

� The reporting entity has made an additional investment(s) (capi-
tal contributions) since the calculation date of the reported NAV
and prior to the reporting entity's measurement date

� The reporting entity has received a distribution(s) or partial re-
demption since the calculation date of the reported NAV

� The reporting entity has become aware (through inquiry of the
investment manager or communication by the investment man-
ager to the reporting entity) of changes in the value of underlying
investments since the calculation date of the reported NAV

� Market changes or other economic conditions have changed to af-
fect (favorably or unfavorably) the value of the investee's portfolio
after the calculation date of the reported NAV

� Changes have occurred in the composition of the underlying in-
vestment portfolio of the investee fund after the NAV calculation
date

The roll forward NAV might be calculated as follows:

i. Last Reported NAV (calculated consistently with
FASB ASC 946) $ X,XXX

ii. Add capital contributions/subscriptions C,CCC

iii. Subtract distributions/redemptions/withdrawals (D,DDD)

iv. Adjust for changes in valuations(a) V,VVV

Roll forward NAV (as of the reporting entity's measurement date) $ R,RRR

(a) Market changes refer to market fluctuations between the date of the re-
ported NAV and the reporting entity's measurement date. Examples of
other economic conditions for which it may be necessary to adjust a re-
ported NAV include, but are not limited to, a portfolio company being
acquired, going public, or declaring bankruptcy between the date of the
reported NAV and the reporting entity's measurement date, or changes
in the value of underlying investments caused by company performance
or market conditions, or both.

[Issue Date: December 2009]

.23 Adjusting NAV When It Is Not Calculated Consistent With FASB
ASC 946

Inquiry—If the reporting entity concludes that an adjustment is necessary
because a reported NAV is not calculated consistently with the measurement
principles of FASB ASC 946, how does a reporting entity estimate the adjust-
ment? (Refer to the inquiry in section 2220.21 for applicable FASB literature.)

Reply—Although it is not possible to state all the reasons why a reported
NAV may not be consistent with the measurement principles of FASB ASC 946
(that is, it is not fair value based), the reporting entity would need to consider
and understand the following:

� The reasons why NAV has not been based upon fair value. In some
cases investees may appear to function similarly to investment
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companies, but do not meet the assessment described in para-
graphs 4–9 of FASB ASC 946-10-15 to be an investment company
and it is not industry practice for the investee to issue financial
statements using the measurement principles in FASB ASC 946.
(In those cases, the practical expedient is unavailable and the en-
tity should be valued using the general measurement principles
of FASB ASC 820.)

� Whether a fair value based NAV can be obtained from the investee
manager.

� Whether the specific data needed to adjust the reported NAV can
be obtained and properly utilized to estimate a fair value based
NAV.

Examples of circumstances in which the reporting entity may be able to obtain
data to estimate an adjustment include, but are not be limited to the following:

� Reported NAV is on a cash basis. The reporting entity could esti-
mate the fair value of each underlying investment as of the mea-
surement date by obtaining additional information from the in-
vestee manager.

� Reported NAV utilizes blockage discounts taken on securities val-
ued using level 1 inputs, which is not consistent with FASB ASC
820. The reporting entity could estimate the adjustment to re-
ported NAV required to remove the blockage discount based on
additional information from the financial statements or from the
investee manager.

� Reported NAV has not been adjusted for the impact of unrealized
carried interest or incentive fees. The reporting entity could esti-
mate the impact of carried interest or incentive fees and adjust
reported NAV.

If the reporting entity finds that it is not practicable to calculate an adjusted
NAV (for example, because sufficient information is not available or it is not in a
position to reasonably evaluate the information available and estimate values
consistent with FASB ASC 946), then the practical expedient is not available.
The reporting entity may also elect not to utilize the practical expedient. In
those instances, the reporting entity should apply the general measurement
principles of FASB ASC 820 instead (see section 2220.27).

[Issue Date: December 2009; Revised, May 2016, to reflect conforming changes
necessary due to the issuance of FASB ASU No. 2013-08.]

.24 Disclosures—Ability to Redeem Versus Actual Redemption
Request
Note: Section 2220.24 is superseded by FASB ASU No. 2015-07, Fair Value
Measurement (Topic 820): Disclosures for Investments in Certain Entities That
Calculate Net Asset Value per Share (or Its Equivalent), which removed the
requirement to categorize within the fair value hierarchy all investments for
which fair value is measured using the net asset value per share practical ex-
pedient. Consistent with the effective date of FASB ASU No. 2015-07, section
2220.24 is superseded as follows:

� For public business entities—for fiscal years beginning after De-
cember 15, 2015, and interim periods within those fiscal years.
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� For all other entities—for fiscal years beginning after December
15, 2016, and interim periods within those fiscal years.

FASB ASU No. 2015-07 also permits early adoption.

Inquiry—FASB ASC 820-10-35-54B(c) states the following:

If a reporting entity cannot redeem its investment with the investee
at net asset value per share (or its equivalent) at the measurement
date but the investment may be redeemable with the investee at a
future date (for example, investments subject to a lockup or gate or
investments whose redemption period does not coincide with the mea-
surement date), the reporting entity shall take into account the length
of time until the investment will become redeemable in determining
whether the fair value measurement of the investment shall be catego-
rized within Level 2 or Level 3 of the fair value hierarchy. For example,
if the reporting entity does not know when it will have the ability to
redeem the investment or it does not have the ability to redeem the
investment in the near term at net asset value per share (or its equiv-
alent), the fair value measurement of the investment shall be catego-
rized within Level 3 of the fair value hierarchy.

In most cases, redemptions from alternative investment funds that redeem at
NAV are only permitted with advance notice, ranging from 30 to 120 days. In
order to classify the investment within level 2 of the fair value hierarchy, must
the investor have submitted a previous redemption request effective as of the
measurement date or is it sufficient for an investor to have had the ability to
redeem on the measurement date, even though it may not have exercised this
ability?

Reply—Determining the appropriate level within the fair value hierarchy
is a matter of professional judgment. Even though a redemption notice may not
have been submitted effective on the measurement date, so long as the report-
ing entity has the ability to redeem at NAV in the near term (for example, it has
the contractual and practical ability to redeem) at the measurement date, then
consistent with FASB ASC 820-10-35-54B(a), the investment may be classified
within level 2 of the fair value hierarchy.

[Issue Date: December 2009; Revised, September 2013, to reflect conforming
changes necessary due to the issuance of FASB ASU No. 2011-04;

Revised/superseded May 2016, due to the issuance of FASB ASU No.
2015-07—see note at start of section.]

.25 Impact of "Near Term" on Categorization Within Fair Value
Hierarchy
Note: Section 2220.25 is superseded by FASB ASU No. 2015-07, Fair Value
Measurement (Topic 820): Disclosures for Investments in Certain Entities That
Calculate Net Asset Value per Share (or Its Equivalent), which removed the
requirement to categorize within the fair value hierarchy all investments for
which fair value is measured using the net asset value per share practical ex-
pedient. Consistent with the effective date of FASB ASU No. 2015-07, section
2220.25 is superseded as follows:

� For public business entities—for fiscal years beginning after De-
cember 15, 2015, and interim periods within those fiscal years.

� For all other entities—for fiscal years beginning after December
15, 2016, and interim periods within those fiscal years.
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FASB ASU No. 2015-07 also permits early adoption.

Inquiry—What is considered "near term" for purposes of determining
whether the investment would be categorized as level 2 or level 3? (Refer to
the inquiry in section 2220.24 for applicable FASB literature.)

Reply—What is viewed as near term is a matter of professional judgment
and depends on the specific facts and circumstances. A redemption period of 90
days or less generally would be considered near term, because any potential dis-
count relative to the time value of money to the next redemption date would be
unlikely to be considered a significant unobservable input in accordance with
FASB ASC 820. However, other factors (for example, likelihood or actual im-
position of gates) may influence the determination of whether the investment
will be redeemable in the near term.

[Issue Date: December 2009; Revised/superseded May 2016, due to the
issuance of FASB ASU No. 2015-07—see note at start of section.]

.26 Classification of Investments for Disclosure Purposes
Inquiry—The sample disclosure provided in FASB ASC 820-10-55-107 ap-

pears to apply to an institutional investor with a diversified portfolio of hedge
and real estate funds. Certain entities, however, specialize in one particular
investment class or have a significant investment in one such class, such as
private equity or venture capital. Should these reporting entities use a differ-
ent classification than that appearing in the sample disclosure?

Reply—Yes. FASB ASC 820-10-55-107 indicates that "[t]he classes pre-
sented … are provided as examples only and are not intended to be treated
as a template. The classes disclosed should be tailored to the nature, character-
istics, and risks of the reporting entity's investments."

Accordingly, the disclosure should be tailored to address the concentrations
of risk that are specifically attributable to the investments. For example, a pri-
vate equity fund of funds should not simply classify its investments as "private
equity" as this classification is not specific enough to address the nature and
risks of the investee funds. In this example, more specific classification, perhaps
relating to industry, geography, vintage year, or the strategy of the investees
(venture, buyout, mezzanine, and so on), may be more appropriate and more
useful to the reader. Such classification is a matter of judgment and should
only be made after careful consideration of the specific risks and attributes of
the portfolio investments has been made.

[Issue Date: December 2009; Revised, October 2013, to reflect conforming
changes necessary due to the issuance of FASB ASU No. 2011-04; Revised,
May 2016, to reflect conforming changes necessary due to the issuance of

FASB ASU Nos. 2010-06 and 2015-07.]

.27 Determining Fair Value of Investments When the Practical Ex-
pedient Is Not Used or Is Not Available

Inquiry—For entities that do not elect to use NAV as a practical expedient
to estimate fair value or are unable to adjust the most recently reported NAV
to estimate a NAV that is calculated in a manner consistent with the measure-
ment principles of FASB ASC 946 as of the reporting entity's measurement
date, what inputs or investment features should be considered in estimating
fair value?

Reply—Section 2220.27 distinguishes between redeemable and nonre-
deemable types of alternative investments, which are defined as follows:
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� Investments with redeemable interests. Typically consist of
hedge funds (based both in the United States and offshore) and
some bank common/collective trust funds. These investment funds
permit holders periodic opportunities to subscribe for or redeem
interests at frequencies that can run from daily to annually. Cer-
tain funds may impose lock-up periods after an initial investment,
under which an investor agrees that it may not redeem its invest-
ment for a specified period of time (in some cases, an early re-
demption may be permitted upon payment of an early redemption
fee).

� Investments with nonredeemable interests. Typically con-
sist of private equity, venture capital, and real estate funds. Gener-
ally, these investments have an initial subscription period, under
which each investor makes a commitment to contribute a speci-
fied amount of capital as called for by the investment manager,
typically as investments are identified and money is needed to
acquire them. Due to the inherent illiquidity of the underlying in-
vestments, redemptions are not permitted during the fund's life;
however, typically, as investments are sold or experience another
liquidity event (for example, an initial public offering), the pro-
ceeds of the sale, less any incentives due to the fund sponsor, are
often distributed back to the investors in the fund immediately
following the sale or liquidity event.

Investment Inputs

A reporting entity might first consider the other market participants to
whom it could sell the asset. In accordance with FASB ASC 820-10-35-9, "[a]
reporting entity shall measure the fair value of an asset or a liability using
the assumptions that market participants would use in pricing the asset or li-
ability, assuming that market participants act in their economic best interest."
Based on guidance in FASB ASC 820-10-35-53, in the absence of relevant ob-
servable inputs, a reporting entity uses "unobservable inputs [that] shall reflect
the assumptions that market participants would use when pricing the asset or
liability, including assumptions about risk." FASB ASC 820-10-35-54A states
the following:

A reporting entity shall develop unobservable inputs using the best
information available in the circumstances, which might include the
reporting entity's own data. In developing unobservable inputs, a re-
porting entity may begin with its own data, but it shall adjust those
data if reasonably available information indicates that other market
participants would use different data or there is something particular
to the reporting entity that is not available to other market partici-
pants (for example, an entity-specific synergy). A reporting entity need
not undertake exhaustive efforts to obtain information about market
participant assumptions. However, a reporting entity shall take into
account all information about market participant assumptions that is
reasonably available.

When doing so, the reporting entity is reminded that the FASB ASC glossary
defines market participants as "knowledgeable, having a reasonable under-
standing about the asset or liability and the transaction using all available
information, including information that might be obtained through due dili-
gence efforts that are usual and customary." Thus, it can be presumed that a
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market participant would be aware of, and may be willing to accept, limita-
tions on conversion to cash inherent to alternative investments. However, in
some cases, those types of limitations may also affect the fair value measure-
ment (see "Investment Features").6 It also can be presumed that market partici-
pants may consider other factors such as the investment manager's track record
and potentially limited access to desirable investment opportunities. Finally, it
should be acknowledged that market participant assumptions normally result
in a range of values. According to FASB ASC 820-10-35-24B, "[a] fair value
measurement is the point within that range that is most representative of fair
value in the circumstances." See FASB ASC 820-10-35-9 for further guidance.
The reporting entity should also consider the guidance in paragraphs 54C–54M
of FASB ASC 820-10-35.

Alternative investments may lend themselves to valuation techniques con-
sistent with the income or market approaches. If both of these approaches are
used to measure fair value, the results should be evaluated as discussed in
FASB ASC 820-10-35-24B. When NAV is not used as a practical expedient, ex-
amples of factors that might be used when estimating fair value (depending on
the valuation technique(s) and facts and circumstances) are as follows:

� NAV (as one valuation factor)
� Transactions in principal-to-principal or brokered markets (exter-

nal markets) and overall market conditions
� Features of the alternative investment
� Expected future cash flows appropriately discounted (detailed de-

scription is beyond the scope of section 2220.27; however, for many
funds with nonredeemable interests, expected future cash flows
from the interests might typically coincide with the expected fu-
ture cash flows from the underlying investments)

� Factors used to determine whether there has been a significant
decrease in the volume and level of activity for the asset when
compared with normal market activity for the asset (FASB ASC
820-10-35-54C)

The preceding examples are not listed in any order of importance. Rather, the
reporting entity might determine the relative weighting and importance of
these inputs based on its view of what market participants might consider in
estimating fair value.

Investment Features7

A valuation technique used to measure the fair value of an asset or a liabil-
ity should reflect assumptions a market participant might use to price the asset

6 FASB ASC 820-10-35-2C states that "[t]he effect on the measurement arising from a partic-
ular characteristic will differ depending on how that characteristic would be taken into account by
market participants." [Footnote revised, May 2016, to reflect conforming changes necessary due to the
issuance of FASB ASU No. 2011-04.]

7 The "Investment Features" section contains important information related to features of alter-
native investments that a reporting entity may consider in determining fair value when the option
to utilize the practical expedient is unavailable or not elected. The list of features highlighted in this
section is intended to provide some examples to better explain the types of scenarios that could impact
fair values. Because individual investments may have additional terms and features, the examples
included in the "Investment Features" section should not be viewed as an all-inclusive "checklist."
Professional judgment should be applied in evaluating the assumptions appropriate to any individ-
ual investment. The actual computation of fair value requires management's professional judgment
and is beyond the scope of this Technical Questions and Answers section.
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or liability, including assumptions about liquidity and risk, based on the best
information available. The following discussion provides a detailed description
of features of alternative investments that normally might be expected to be
considered by market participants in the estimation of the fair value of an al-
ternative investment. When considering the potential impact of the features of
an alternative investment on its fair value, it is important that all relevant fea-
tures be considered in the aggregate because that is how a market participant
might be likely to evaluate them in determining how much it might be willing
to pay for an alternative investment.

Other factors that may be considered include observed subscriptions and
redemptions in redeemable interests; external market transactions in nonre-
deemable interests; and other features of the alternative investment. Addition-
ally, a market participant might normally be expected to compare the perfor-
mance of the alternative investment to publicly available data (for example,
benchmarks, indexes, expected returns, and returns of comparable vehicles),
and the cash returns of the investment to NAVs reported by the alternative
investment during the year. A conclusion may ultimately be reached that the
reported NAV is equivalent to fair value, either because no conditions exist to
suggest an adjustment is necessary or because factors indicating a discount to
the reported NAV may be offset by other factors that might justify a premium.
In other cases, however, the investment may be valued at a discount or pre-
mium to the reported NAV because factors indicate that the fair value of the
investment is less than, or more than, the reported NAV. Regardless of whether
or not NAV is determined to be equivalent to fair value, the reporting entity
needs to evaluate the relevant individual factors and their potential impact on
fair value, and consider the level of documentation in its evaluation.

Among the factors that market participants might be expected to consider
are the various terms and features of the alternative investment. Such features
generally fall into one of two categories: initial due diligence features or ongoing
monitoring features. The magnitude of any adjustment resulting from consid-
eration of ongoing monitoring features is a matter of judgment and should be
evaluated based on the facts and circumstances specific to each investee fund.

Initial Due Diligence Features. Generally, initial due diligence features
are inherent characteristics that may have been considered by the reporting
entity as part of its due diligence when making its initial investment in the
particular investee fund. The following provides examples of initial due dili-
gence features of an alternative investment. Not every feature may be relevant
to every alternative investment, nor does this list necessarily include all as-
sumptions that market participants may apply in any specific situation.

Lock-up periods and redemption fees. (Typically applies only to re-
deemable interests)

Lock-up period refers to the initial amount of time a reporting entity
is contractually required to invest before having the ability to redeem.
Typically, when the lock-up period expires, the reporting entity may
redeem its interests on any scheduled liquidity date, subject to the
other liquidity terms described in the investee fund's governing docu-
ments. The length of the lock-up period often depends on the quality
and reputation of the fund manager as well as the expected liquidity
of the underlying investment portfolio. In some instances, alternative
investments may offer reduced fees if an investor agrees to a longer
lock-up period. Also, some funds may permit investors to redeem
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during a lock-up period upon payment of a redemption fee. Such fees
are typically imposed on the amount to be redeemed and generally
range from 1 percent to 3 percent of the gross redemption amount.

Related to the concept of lock-up periods is the general frequency in
which an investor is allowed to redeem or withdraw from a fund. In the
absence of a lock-up period, investors with redeemable interests typi-
cally may only redeem at prescribed liquidity dates (generally monthly,
quarterly, or annually).

Notice periods. (Typically applies only to redeemable interests)

Following the expiration of any applicable lock-up period, a reporting
entity may, upon specified prior written notice (generally 45–120 days)
to the general partner or manager (redemption notice), elect to redeem
all or a portion of its interest as of the last day of a calendar month,
quarter, or year (redemption date).

Holdbacks. (Typically applies only to redeemable interests)

When the general partner or investment manager receives a redemp-
tion notice, the fund will redeem the interests of an investor as spec-
ified in the redemption notice, at the redemption price as of the ap-
plicable redemption date. The fund will distribute all or a substan-
tial portion (for example, 90 percent) of the redemption price with re-
spect to the interests being redeemed within a specified number of
business days (for example, 30 days) following the applicable redemp-
tion date. Any balance (for example, the remaining 10 percent) is dis-
tributed within a specific time frame, often following the release of
the fund's audited financial statements for the year in which the re-
demption date falls. Holdback amounts protect the general partner or
investment manager from adjustments reducing the NAV of the fund
during an audit of the financial statements.

Suspension of redemptions ("gates"). (Typically applies only to re-
deemable interests)

Pursuant to the fund's governing documents, the general partner or in-
vestment manager can suspend or restrict the right of any investor to
redeem his or her interests (whether in whole or in part). The general
partner or investment manager can implement this restriction for cer-
tain reasons, including the aggregate amount of redemption requests,
certain adverse regulatory or tax consequences, reduced liquidity of
portfolio holdings, and other reasons that may render the manager
unable to promptly and accurately calculate the fund's NAV. The most
common example is the use of a "gate," whereby certain redemption re-
quests are deferred, in whole or in part, because the aggregate amount
of redemption requests as of a particular redemption date exceeds a
specified level, generally ranging from 15 percent to 25 percent of the
fund's net assets. The mere presence of a provision allowing the im-
position of a gate might not normally be expected to have an effect on
fair value, in the absence of any evidence suggesting that the provision
actually may be exercised (see "Ongoing Monitoring Features," which
follows).

Lack of redemption option. (Nonredeemable interests and instances
where all or a portion of otherwise redeemable interests have been
declared nonredeemable)
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As discussed earlier, funds investing in private equity, venture capi-
tal, or real estate investments generally do not permit withdrawals or
redemptions, primarily to match the liquidity provisions of the fund
with the liquidity of the investment portfolio. When the fund sells any
of its portfolio holdings, it often distributes the proceeds received on
the sale to the investors in the fund.

Fund sponsor approval to transfer. (Redeemable and nonredeemable
interests)

In virtually all cases, transfers of interests in alternative investments
are not permitted under the governing documents of the fund without
the written consent of the fund sponsor or general partner, for regu-
latory or tax reasons or both, and thus, are inherent to the category
of investments. Past experiences, as well as the current operating en-
vironment, are both considerations in assessing the likelihood of such
approval being granted.

In some private equity, venture capital and real estate funds that re-
quire investors to make commitments to invest over time and periodi-
cally call on the commitments as needed, the fund sponsor or general
partner may allow an investor to withdraw or redeem from the fund
and, thus, be absolved of future commitments, but the investor may for-
feit its existing interest if no other investors (including the fund spon-
sor or general partner) are willing to assume the withdrawn partner's
interest, including future commitments. If forfeiture occurs (which, in
practice, is rare), the investor's interest is generally reallocated to the
remaining investors in the fund. (The balance of the withdrawing part-
ner's commitment may also be reallocated to the other investors, or the
total size of the fund may be reduced).

Use of "side pockets." (Typically applies only to redeemable interests)

Certain funds issuing redeemable interests may be allowed to invest
a portion of their assets in illiquid securities. In such cases, a common
mechanism used is a "side pocket," whereby, at the time of an invest-
ment in an illiquid security, a proportionate share of an investor's cap-
ital account, relative to the entire interest of the fund, is assigned to
a separate memorandum capital account or designated account. Typ-
ically, the investor loses its redemption rights to the designated ac-
count, and even a full redemption request is fulfilled only with that
capital ascribed to his or her basic capital account (that is, the non-
designated capital account), while the investor continues to hold its
proportionate interest in the designated account. Only when the se-
curity is sold (or otherwise deemed liquid) by the fund is the amount
moved back to each applicable investor's basic capital account (and
otherwise withdrawn investors can redeem the designated account
balance). This designated account generally does not pay a perfor-
mance fee8 (although one may be levied) until the illiquid investment
is sold or otherwise deemed liquid. Designated accounts are often re-
ferred to as "side pocket accounts" or as "special investment accounts."

8 Consistent with the definition in the AICPA Audit and Accounting Guide Investment Compa-
nies, a performance fee (also referred to as an incentive fee) is a fee paid to an investment adviser based
upon the fund's performance for the period. It may be an absolute share of the fund's performance or
a share of the performance in excess of a specified benchmark.

§2220.27 ©2017, AICPA



Long-Term Investments 99
Similar to "gates," the mere existence of contractual provisions permit-
ting the use of side pockets typically does not have a material effect on
estimating the fair value unless those provisions are actually exercised
and access to a portion of the investment is actually limited.

As previously noted, these examples of initial due diligence features are com-
mon characteristics of alternative investment funds and, as such, are gener-
ally considered and accepted by investors when making investment decisions
in these investments. Accordingly, a market participant may or may not re-
quire an adjustment to the reported NAV in a transfer of an investment interest
in an alternative investment solely due to the existence of these items. How-
ever, it is necessary to consider these features in conjunction with other inputs
available to the reporting entity. For example, if the reporting entity is valu-
ing redeemable interests and observes that other investors are subscribing for
interests at the reported NAV under the same terms as the reporting entity's
agreement, that fact may provide evidence that no adjustment to the reported
NAV is necessary. However, if other investors are subscribing to the fund at the
reported NAV under terms that, in aggregate, are less favorable than those in
the reporting entity's agreement (for example, higher fees, greater restrictions
on redemption), that fact may provide evidence that the reporting entity's hold-
ings may trade at a premium to the reported NAV. Similarly, if other investors
are receiving more favorable terms in aggregate than those in the reporting
entity's agreement (for example, lower fees, fewer restrictions on redemption),
that fact may provide evidence that the reporting entity's holding may trade at
a discount to the reported NAV. An investor may also typically consider whether
the fund's terms are more or less restrictive than those prevailing in the current
market. For example, terms that are more restrictive may suggest a discount.
Alternatively, the quality of the investment manager may command a premium.

In short, if market participants would be expected to place a discount or
premium on the reported NAV because of features, risk, or other factors relating
to the interest, then the fair value measurement of the interest would need to be
adjusted for that risk or opportunity.9 However, if market participants might
accept the same features, risk, and other factors relating to the interest and
might transact at the reported NAV without a premium or discount, that fact
may suggest that no adjustment is needed for the factors discussed previously
to estimate fair value.

Ongoing Monitoring Features. Ongoing monitoring features are char-
acteristics related to activity in an investee fund subsequent to a reporting
entity's initial investment. Because ongoing monitoring features often include
specific events relating to the investee fund, the fund sponsor, the industry or
the asset class, they are more likely to result in consideration of a discount or
premium to the reported NAV than initial due diligence features. The follow-
ing provides some examples of ongoing monitoring features for an alternative
investment.

As with initial due diligence features, not every feature may be relevant to
a particular investment, nor does this list necessarily include all assumptions
that market participants may apply in any specific situation. Also, changes in

9 This is consistent with FASB ASC 820-10-35-54, which states, "A measurement that does not
include an adjustment for risk would not represent a fair value measurement if market participants
would include one when pricing the asset or liability." [Footnote revised, May 2016, to reflect conform-
ing changes necessary due to the issuance of FASB ASU No. 2011-04.]
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market conditions may affect the investor's assumptions relating to the signif-
icance of any particular feature.

Imposition of a gate. (Typically applies only to redeemable interests)
Though an investee fund manager's mere ability to impose a gate on re-
demption requests is a common initial due diligence feature (as noted
previously), the actual imposition of a gate by an investee fund man-
ager may warrant further consideration of whether a discount should
be applied to the reported NAV. The act of imposing the gate generally
implies that the investee fund manager is experiencing liquidity con-
cerns, either related to specific investments or its portfolio as a whole,
which the reporting entity and a market participant normally would
be expected to consider in estimating fair value of the interest in the in-
vestee fund. Further, the imposition of a gate increases the uncertainty
of the ultimate timing of receipt of cash upon redemption, sometimes
significantly, and, thus, may impose an additional risk premium on the
investment.
Redemptions from an investee fund. (Typically applies only to re-
deemable interests)
Even in the absence of the actual imposition of a gate, when an in-
vestee fund experiences material redemption requests this may sug-
gest comparable liquidity issues that could result in a discount from
the reported NAV, particularly in situations when the investee fund is
leveraged.
Notification of redemption triggers the assessment of redemption fee.
(Typically applies only to redeemable interests)
Though, as noted previously, an investee fund manager may have the
ability to charge redeeming investors a redemption fee, the mere ex-
istence of this feature is generally considered to be an initial due dili-
gence feature which, in many instances, may not cause the reported
NAV to exceed the fair value of the investment interest. However, if a
reporting entity irrevocably agrees to redeem some or all of its interest,
the redemption fee normally would be expected to cause the reported
NAV to exceed the fair value of the investment interest.
Significant changes in key terms of the investee fund. (Redeemable and
nonredeemable interests)
The initial due diligence features, as previously noted, represent stan-
dard or common characteristics of an alternative investment. They are
generally known and accepted by the reporting entity at the time of
making an initial investment at the reported NAV. As such, a mar-
ket participant with full knowledge of these features may also likely
transact at the reported NAV, so long as the terms remain within the
range prevailing in the market.
If, however, the investee fund makes significant changes to the terms
(for example, fees, lock-up periods, notification periods, gates) subse-
quent to the initial investment, the reporting entity normally would
be expected to consider these changes when evaluating whether the
reported NAV should be adjusted to arrive at fair value. In some cases,
changes may be deemed to have little impact on the investment deci-
sions of a market participant, whereas in other cases, changes to key
terms may create a distinct difference between the existing interest
and other interests (either in the specific alternative investment or
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comparable investments), which may result in either a discount or pre-
mium to the reported NAV.

Closure of fund to new subscriptions. (Redeemable interests)

Some funds may cease accepting subscriptions from new investors be-
cause doing so might cause them to exceed the maximum number of in-
vestors they can accept without requiring public filings of financial in-
formation under securities laws. In other cases, funds may voluntarily
suspend the acceptance of subscriptions from new investors, and even
in some cases additional subscriptions from existing investors, because
of the adviser's view that opportunities to make further investments
under the fund's investment strategy may be limited given the size of
the markets involved or that they might not bring acceptable returns,
or both. Such an event may suggest that existing interests in the fund
could trade at a premium because prospective investors may have no
other means of investing in the fund. Further, a large number of in-
vestors or the intent not to "dilute" the fund's returns by accepting
additional investment funds, or both, may provide evidence that the
fund may trade at a premium to the reported NAV.

Ability of fund to identify and make acceptable investments. (Nonre-
deemable interests)

Venture capital, private equity, and real estate funds typically offer
interests on the basis of committed capital, which is only called from
investors as investments are identified. Investors agree to commit cap-
ital under implicit or explicit understandings that committed capital
will be called during an initial investment period, often from one to
five years. Depending on the market environment, managers may find
that they are unable to identify sufficient investments to utilize com-
mitted capital on a timely basis. Such funds often are smaller and less
diversified than expected at the time of inception of the fund, which
may negatively influence fair value. Further, certain vintages (that is,
years when funds were organized) may be identified over time as hav-
ing represented exceptionally good or poor investment opportunities
for the particular investment style, and interests in funds organized
in those years may be more likely to incur premiums or discounts, re-
spectively. The fund's potential inability to identify and make accept-
able investments will often result in unfunded capital commitments,
which may need to be considered when estimating the fair value of an
investment interest in the fund.

Allegations of fraud against the investee fund manager. (Redeemable
and nonredeemable interests)

If the reporting entity is aware of allegations of fraud, noncompliance
with laws and regulations, or other improprieties against the investee
fund manager or its affiliates, the reporting entity should consider the
potential impact of these allegations on the value of its interest in
the investee fund. In many cases, such allegations may result in the
unexpected inability to obtain any cash proceeds from the investee
fund pending the resolution of the investigation or from a general lack
of liquidity resulting from historical misrepresentation of the net as-
sets of the fund. In other cases, the ongoing ability of the investee fund
manager to manage the fund may be brought into question.
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Change in financial strength or key personnel of investment manager.
(Redeemable and nonredeemable interests)
In some cases, a key consideration for investment in certain funds is
the reputation, and prior investment record, of the investment man-
ager, or specific individuals expected to manage the investee fund's
portfolio. In some situations, the desirability of the investment man-
ager or individuals, or both, may influence the nature of the fee, lock-
up, and similar terms investors are willing to accept in making an
initial investment. If those key personnel no longer provide services to
the alternative investment, investors may not be willing to continue to
accept those terms. Further, if the advisory organization experiences
financial deterioration, it may be less able to retain key personnel or,
for certain private equity, venture capital, or real estate funds, to re-
pay previously-received incentive fees to the fund under contractual
clawback provisions (if the fund experiences subsequent losses). Those
uncertainties may increase the risk of the investment.

[Issue Date: December 2009; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126; Revised, May
2016, to reflect conforming changes necessary due to the issuance of FASB

ASU No. 2011-04.]
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Q&A Section 2230

Noncurrent Receivables

[.01] Reserved

.02 Balance Sheet Classification of Deposit on Equipment to Be
Purchased

Inquiry—What is the appropriate balance sheet classification of a deposit
on machinery which is to be purchased within one year?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 210-10-45-4 states, in part:

The concept of the nature of current assets contemplates the
exclusion from that classification of such resources as the fol-
lowing:

a Cash and claims to cash that are restricted as to
withdrawal or use for other than current opera-
tions, are designated for expenditure in the acqui-
sition or construction of noncurrent assets, or are
segregated for the liquidation of long-term debts.

Accordingly, the deposit on equipment should be classified as a noncurrent
asset even though the equipment will be purchased within one year.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A 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 com-

pany against the cash surrender value of its life insurance policies.

In Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 210-10-45-4(d), cash surrender value of life insurance poli-
cies 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 simultane-
ously show the related borrowings as a current liability?

Reply—FASB ASC 210-10-45-4 states, in part:

This concept of the nature of current assets contemplates the
exclusion from that classification of such resources as . . . (d)
cash surrender value of life insurance policies.

FASB ASC 210-10-45-9(d) states, in part:

Loans accompanied by pledge of life insurance policies would
be classified as current liabilities if, by their terms or by in-
tent, they are to be repaid within 12 months. The pledging of
life insurance policies does not affect the classification of the
asset any more than does the pledging of receivables, invento-
ries, real estate, or other assets as collateral for a short-term
loan. However, when a loan on a life insurance policy is ob-
tained from the insurance entity with the intent that it will
not be paid but will be liquidated by deduction from the pro-
ceeds of the policy upon maturity or cancellation, the obliga-
tion shall be excluded from current liabilities.

FASB ASC 210-20-05-1 states, in part:

It is a general principle of accounting that the offsetting of
assets and liabilities in the balance sheet is improper except
if a right of setoff exists.

Therefore, if a company takes out policy loans from the insurance company
on life insurance policies which it owns and if there is no intention to repay the
loan during the ensuing operating cycle of the business, such loan may be ex-
cluded 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.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.02 Disclosure of Life Insurance on Principal Stockholders
Inquiry—A client corporation, which is a nonpublic entity, maintains life

insurance policies on its principal stockholders that will provide for the repur-
chase of the stock in the event of a stockholder's death. The cash surrender
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value of these policies appears on the balance sheet. Is further disclosure nec-
essary?

Reply—The rule of informative disclosure requires that the essential facts
respecting firm commitments for purchase of a corporation's own stock pur-
suant to a buy-sell agreement be set forth in a footnote to the financial state-
ments.

The following is an example of a footnote describing such a situation that
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 in-
surance policies carried on the lives of X, Y, and Z, bearing
face value amounts of $500,000, $500,000, and $450,000, re-
spectively. 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 es-
tablished by the X Appraisal 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, whichever is the lesser. The
purpose is to protect the company against an abrupt change
in ownership or management.

[Revised, April 2010.]

.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 enterprise. Is this mandatory, or
may management elect to omit this item from the assets on the theory that its
inclusion will be misleading since the insurance is carried for the purpose of
covering 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 creat-
ing 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 corpo-
ration hopes to receive the proceeds of the insurance policy tax free and has
not deducted the yearly premium payments as expenses. The officer is over 65
years old, and, therefore, there is a great possibility he or she 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."
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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 premiums 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 an-
alyzed to determine the cash surrender 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 Financial Ac-
counting Standards Board (FASB) Accounting Standards Codification (ASC)
250, Accounting Changes and Error Corrections, for a discussion of correction
of an error.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.05] Reserved

.06 Measurement of Cash Value Life Insurance Policy
Inquiry—How should a company measure and record a cash value life in-

surance policy that it purchases for itself on the company's balance sheet?

Reply—In accordance with FASB ASC 325-30-25-1, "an investment in a life
insurance contract shall be reported as an asset."

FASB ASC 325-30-35-1 states

An asset representing an investment in a life insurance contract shall
be measured subsequently at the amount that could be realized un-
der the insurance contract as of the date of the statement of financial
position. It is not appropriate for the purchaser of life insurance to
recognize income from death benefits on an actuarially expected ba-
sis. The death benefit shall not be realized before the actual death of
the insured, and recognizing death benefits on a projected basis is not
an appropriate measure of the asset.

FASB ASC 325-30-35-3 states

FASB ASC 325-30-30-1 states that a policyholder shall consider any
additional amounts included in the contractual terms of the policy in
determining the amount that could be realized under the life insur-
ance contract. When it is probable that contractual terms would limit
the amount that could be realized under the life insurance contract,
these contractual limitations shall be considered when determining
the realizable amounts. Those amounts that are recoverable by the
policyholder at the discretion of the insurance entity shall be excluded
from the amount that could be realized under the life insurance con-
tract.

FASB ASC 325-30-35-4 states that "amounts that are recoverable by the poli-
cyholder in periods beyond one year from the surrender of the policy shall be
discounted in accordance with Topic 835."

FASB ASC 325-30-35-5 states

A policyholder shall determine the amount that could be realized
under the life insurance contract assuming the surrender of an
individual-life by individual-life policy (or certificate by certificate in
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a group policy). Any amount that ultimately would be realized by the
policyholder upon the assumed surrender of the final policy (or final
certificate in a group policy) shall be included in the amount that could
be realized under the insurance contract. See Example 1 (paragraph
325-30-55-1) for an illustration of this guidance.

FASB ASC 325-30-35-6 states

A policyholder shall not discount the cash surrender value component
of the amount that could be realized under the insurance contract
when contractual restrictions on the ability to surrender a policy ex-
ist, as long as the holder of the policy continues to participate in the
changes in the cash surrender value as it had done before the surren-
der request. If, however, the contractual restrictions prevent the pol-
icyholder from participating in changes to the cash surrender value
component, then the amount that could be realized under the insur-
ance contract at a future date shall be discounted in accordance with
Topic 835.

FASB ASC 325-30-35-7 states "if a group of individual-life policies or a group
policy only allows for the surrender of all of the individual-life policies or certifi-
cates as a group, then the policyholder shall determine the amount that could
be realized under the insurance contract on a group basis."

[Issue Date: May 2010.]
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Q&A Section 2250

Intangible Assets

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Accounting Treatment of Agreements Not to Compete
Inquiry—A company enters into an agreement with an outgoing officer

whereby the company will make future periodic payments to the officer in re-
turn for the officer's agreement not to compete with the company for the period
coinciding with the payments.

Would it be appropriate for the company to record a liability for the total
future payments to the former officer and a corresponding intangible asset for
the covenant?

Reply—The authoritative literature does not provide specific guidance for
the treatment of executory contracts, which require future consideration upon
the occurrence of certain events.

FASB Concept No. 6, Elements of Financial Statements—a replacement of
FASB Concepts Statement No. 3 (incorporating an amendment of FASB Con-
cepts Statement No. 2), paragraph 36 specifies that a characteristic of a liability
is that "the transaction or other event obligating the entity has already hap-
pened." Because the event that gives rise to the company's obligation is the
former officer's forbearance from competition, many accountants believe that
the transaction should be recorded prospectively, as the payments are "earned"
by the former officer. They would disclose the contractual obligation as a com-
mitment in the company's notes to its financial statements.

FASB Concept No. 6 paragraph 26 provides that a characteristic of an asset
is that "it embodies a probable future benefit." Accordingly, the company would
only record an intangible asset if the payment to the former officer preceded
the period of forbearance.

[.07] Reserved
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Q&A Section 2260

Other Assets

[.01] Reserved

[.02] Reserved

.03 Legal Expenses Incurred to Defend Patent Infringement Suit
Inquiry—A company is sued for patent infringement. Should the cost to

defend the patent be capitalized or expensed?

Reply—The choice of capitalizing or expensing depends on the outcome of
the lawsuit. FASB Concept No. 6, Elements of Financial Statements—a replace-
ment of FASB Concepts Statement No. 3 (incorporating an amendment of FASB
Concepts Statement No. 2), paragraph 247 states ". . . the legal and other costs
of successfully defending a patent from infringement are 'deferred legal costs'
only in the sense that they are part of the cost of retaining and obtaining the
future economic benefit of the patent."

If defense of the patent lawsuit is successful, costs may be capitalized to
the extent of an evident increase in the value of the patent. Legal costs which
relate to an unsuccessful outcome should be expensed.
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Q&A Section 3100

Current Liabilities

.01 Estimated Liability for Unemployment Claims
Inquiry—Under state law, a corporation has a choice of the method to pay

unemployment insurance contributions. The corporation may pay a percentage
of gross wages or may reimburse the state employment commission directly
for actual unemployment claims. A client chose to reimburse the state for the
actual claims which may arise. If no claims against the client are filed, may the
client record an expense and a liability for unemployment claims?

Reply—The estimated unemployment insurance costs should be accrued
currently based on the client's estimated or past history of unemployment. Un-
employment insurance cost should be related to the period worked by the em-
ployees. Not recording unemployment costs until claims are actually filed would
result in a mismatching of revenues and expenses. Such an approach would be
unacceptable under generally accepted accounting principles.

[.02] Reserved

.03 Accounting for Possible Refunds of Leasing Fees
Inquiry—A company franchises distributorships for home and office oxygen

inhalator units. The licensees lease the units from the company and pay an
initial leasing fee for each unit before receipt of the unit. As stipulated in the
franchise agreement, the licensee is entitled to a refund, upon termination of
the franchise agreement and return of the units, of a specified amount of the
initial leasing fee depending on the period of time that the units are leased
out. When units are returned they can usually be redistributed with little or no
repair. Is there a liability for the return of a portion of the initial leasing fees?

Reply—The returned units can usually be redistributed with little or no
repair. Therefore, accounting for these units would be similar to accounting for
returnable containers. Because the licensee pays the initial leasing fee prior to
delivery of the units, there is no receivable to be offset by an "allowance account"
for the estimated refunds, and so the amounts for estimated refunds should be
shown as a liability.

.04 Date for Accrual of Tax Penalties
Inquiry—A company has received certain billings from the federal govern-

ment for interest and penalties for late filing of federal withholding taxes. Some
of these notices were received prior to the balance sheet date, while other no-
tices were received after the balance sheet date, but in either case they apply
to periods prior to the balance sheet date. Should liabilities for the interest and
penalties be shown on the balance sheet?

Reply—Paragraph .02 of AU-C section 560, Subsequent Events and Subse-
quently Discovered Facts (AICPA, Professional Standards), states, in part:

Financial statements may be affected by certain events that occur af-
ter the date of the financial statements … financial reporting frame-
works ordinarily identify two types of events:

a. Those that provide evidence of conditions that existed at
the date of the financial statements

b. Those that provide evidence of conditions that arose after
the date of the financial statements
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The auditor's objective is to determine whether events occurring between the
date of the financial statements and the date of auditor's report that require
adjustment of, or disclosure in, the financial statements have been identified
and are appropriately reflected in the financial statements. Therefore, provision
should be made for any billings received for penalties on late filing of federal
withholding taxes which were required to be filed prior to the balance sheet
date. Similarly, any such interest should be provided for up to the balance sheet
date. Interest accrued subsequent thereto would be an expense of the following
period.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

.09 Accrual for Employer Co-Insurance Arrangements
Inquiry—A company pays for the medical expenses of its active employees

but purchased "stop-gap" or "excess of loss" insurance to cover medical expenses
exceeding $10,000, lifetime benefit, per employee. What amount, if any, should
the company accrue to cover its liability?

Reply—Although Financial Accounting Standards Board (FASB) Account-
ing Standards Codification (ASC) 450, Contingencies, excludes employment-
related costs, that accounting guidance may be appropriate for this situation.
FASB ASC 450-20-25-2 states that an accrual for a loss contingency is required
if the loss is probable and the amount of the loss can be reasonably estimated.
Medical expenses incurred by the employee during the reporting period should
be accrued. This includes expenses incurred during the reporting period but
submitted after the balance sheet date. The accrual should be based on all rele-
vant data (including statistical data), the company's historical experience, and
its expectations of the future. Some of this data may be available from insur-
ance administrators or actuaries.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.10 Compensated Absences
Inquiry—A company with a June 30 year end has a sick pay policy that

states that an employee employed for at least three months is entitled to ten
sick days annually. The employee is entitled to these days as of January 1 and
any unused sick days as of December 31, are paid to these workers. Should
the company accrue a liability as of June 30 for the unused sick days of these
workers?

Reply—Yes. Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 710, Compensation—General, indicates that sick
pay that is customarily paid even though the absence from work is not actu-
ally the result of an illness, should not be considered sick pay in applying the
provisions of paragraphs 6–7 of FASB ASC 710-10-25. In considering necessity
for making an accrual, the four criteria in FASB ASC 710-10-25-1 should be
considered.
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In determining the amount of the accrual, the guidance in FASB ASC 450,

Contingencies, concerning the probability of future payment should be consid-
ered. Specifically, the company should consider its payment history and em-
ployee turnover in calculating the accrual.

In this example, if an employee had taken three days through June 30,
the remaining accrual would be seven days. If this example were modified, and
the days were earned on a pro rata basis throughout the year, the company
would record a liability for the expected payment to be made to the employee for
only the accumulated right through June 30. With the same three days taken
through June 30, the company would have an accrual for the remaining two
days in the June 30 financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 3200

Long-Term Debt

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Amortization Period for Placement Fee When Mortgage
Refinanced

Inquiry—A company paid a $100,000 mortgage placement fee for an eigh-
teen year mortgage. Ten months later, it became apparent that a refinancing
of a significantly larger mortgage would be needed. The company negotiated
a commitment with a bank for a larger mortgage to be placed one year from
the date of this agreement. At the time of the commitment, in accordance with
Financial Accounting Standards Board (FASB) Accounting Standards Codifica-
tion (ASC) 350, Intangibles—Goodwill and Other, which deals with intangible
assets, the company reduced the amortization period of the placement fee to
the expected remaining period of the original mortgage.

Two months before the closing date of the original mortgage, at which time
almost the entire prepaid mortgage fee had been amortized, the bank was un-
able to make the loan and exercised an option to extend the closing date of the
old mortgage and the placement date of the new mortgage for six more months.

Should the amortization period now be extended to the new settlement
date?

Reply—The mortgage placement fee should not be viewed as an intangible
asset but as a deferred charge under FASB ASC 835, Interest. It is an amortiz-
able cost incurred to secure the mortgage.

The unamortized amount of the fee at the time when the bank exercises the
option should be amortized over the remaining six month period. The reasons
for the exercise of the option do not change the fact that the period benefited
has been extended. The change should be treated as a change in accounting
estimate, in accordance with FASB ASC 250, Accounting Changes and Error
Corrections. If the new mortgage is placed before the end of the six month op-
tion period, any balance of the fee should then be written off in accordance
with FASB ASC 470-50 and FASB ASC 470-50-45-1, which deal with early ex-
tinguishment of debt.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.07] Reserved

[.08] Reserved

.09 Financial Statement Presentation of "Pay Any Day" Loans
Inquiry—Corporation A finances its purchases of equipment through "pay

any day" loans. Under this type of financing arrangement, the borrower signs a
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note and security agreement which sets forth the amount financed, the finance
charge, and the amount of monthly payment. This instrument differs from a
conditional sales contract or "add-on" loan. The "add-on" loan is a contract call-
ing for a specified number of payments, including interest, and therefore the
liability is the total amount to be repaid over the life of the contract; whereas,
the "pay any day" loan, or note and security agreement is a simple interest loan
and the agreement shows the finance charge in order to disclose the amount of
interest that will be paid if each installment payment is made on its exact due
date.

What is the appropriate financial statement presentation of "pay any day"
loans?

Reply—A "pay any day" loan can be recorded and reported in the financial
statements at its face amount plus accrued interest because it is in effect a term
loan with interest charged at the current rate. The amount of the loan, if any,
expected to be paid within one year would be shown as a current liability.

.10 Determining the Allocation for Lease Payments for a Lease Cap-
italized at Fair Market Value

Inquiry—According to Financial Accounting Standards Board (FASB) Ac-
counting Standards Codification (ASC) 840-30-30-1, a lessee accounting for a
capital lease, records an asset and an obligation equal to the present value of
the minimum lease payments at the beginning of the lease term, excluding any
portion of the payments which represent executory costs (such as insurance
and taxes) which will be paid by the lessor. However, if this amount is greater
than the fair market value of the leased property, the amount recorded as the
asset and obligation should be fair market value. When the asset and obliga-
tion are recorded at the fair market value, since the interest rate is not known,
how should the amount for the lease payments be recorded?

Reply—FASB ASC 840-30-35-6 states that during the lease term, each min-
imum lease payment shall be allocated between a reduction of the obligation
and interest expense so as to produce a constant periodic rate of interest on the
remaining balance of the obligation. This is the "interest" method described in
paragraphs 2–3 of FASB ASC 835-30-35.

When the asset to be recorded based on the present value of the minimum
lease payments exceeds the fair market value of the asset, it is usually because
the incremental borrowing rate used to determine present value is lower than
the interest rate implicit in the lease.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.11 Effect of Sales Taxes on the Determination of Present Value of
Minimum Lease Payments

Inquiry—A company leases a machine for $14,000 a month for 72 months.
The monthly invoice received from the lessor includes the stipulated monthly
rent plus a charge for state sales taxes. The lease does not meet the 90 per-
cent criterion of a capital lease (i.e., the present value of the minimum lease
payments excluding executory costs equals or exceeds 90 percent of the fair
value of the leased property) if sales taxes are excluded from minimum lease
payments. The criterion is met if both the rent and sales taxes are included as
minimum lease payments.

Should the minimum lease payments include sales taxes?
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Reply—Practice in this area varies. Financial Accounting Standards Board

(FASB) Accounting Standards Codification (ASC) 840-10-25 describes, in part,
minimum lease payments as the payments that the lessee is obligated to make
or can be required to make in connection with the leased property. However, the
lessee's obligation to pay (apart from rental payments) executory costs such
as insurance, maintenance, and taxes in connection with leased property are
excluded. Many accountants interpret this to mean that all taxes, including
sales taxes, levied on lease payments are considered executory costs since the
lessor is merely acting as a collection agent for the taxing authority.

Other accountants believe that only taxes other than sales taxes (such as
property taxes) should be excluded from the minimum lease payments because
sales taxes are often capitalized as part of the cost of purchased assets. FASB
ASC 840-10-10-1 states that the criteria are derived from the concept that a
lease that transfers substantially all of the benefits and risks incident to own-
ership should be accounted for as the acquisition of an asset and the incurrence
of an obligation.

Because the authoritative pronouncements do not specifically address
whether sales taxes should be included as part of minimum lease payments,
practice varies and should be determined by the company's general policy for
accounting for sales taxes on purchased assets.

Regardless of which approach is used, in order to properly apply the 90
percent test referred to in FASB ASC 840-10-25-1(d), the components of the nu-
merator and denominator should be the same. For example, if the sales taxes
are included as part of the minimum lease payments (the numerator) then the
sales taxes should be included in the fair value of the leased asset (the denom-
inator).

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.12 Balance Sheet Classification of Revolving Line of Credit
Inquiry—A company has a revolving line of credit with a bank. The com-

pany is only required to make monthly interest payments. No principal pay-
ments are required. In the event the credit line is terminated, the principal is
due 12 months after the date of termination.

Should the principal amount be classified as current or long-term in a clas-
sified balance sheet?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 210-10-45-9 states that liabilities whose regular and
ordinary liquidation is expected to occur within a relatively short period of time,
usually 12 months, are intended for inclusion in the current liability classifica-
tion. If the line of credit has not been terminated at the balance sheet date, the
principal amount should be classified as long-term, unless the company intends
to repay the outstanding debt within 12 months.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 Uncertainty Arising From Violation of Debt Agreement
Inquiry—At the end of 20X1, a company was in violation of its long-term

debt covenant and was unable to obtain a waiver from the bank. It therefore
reclassified its debt to current and appropriate footnote disclosures were made.
During 20X2, the violation was cured. What is the proper classification of the
debt in the company's 20X2 comparative financial statements?
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Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) ASC 470-10-45-11 states that:

Current liabilities shall include long-term obligations that are or will
be callable by the creditor either because the debtor's violation of a
provision of the debt agreement at the balance sheet date makes the
obligation callable or because the violation, if not cured within a spec-
ified grace period, will make the obligation callable. Accordingly, such
callable obligations shall be classified as current liabilities unless ei-
ther of the following conditions is met:

a. The creditor has waived or subsequently lost (for example,
the debtor has cured the violation after the balance sheet
date and the obligation is not callable at the time the finan-
cial statements are issued) the right to demand repayment
for more than one year (or operating cycle, if longer) from
the balance sheet date. If the obligation is callable because
of violations of certain provisions of the debt agreement,
the creditor needs to waive its right with regard only to
those violations.

b. For long-term obligations containing a grace period within
which the debtor may cure the violation, it is probable that
the violation will be cured within that period, thus pre-
venting the obligation from becoming callable.

Since the violation was cured in 20X2, the debt should be classified as long-
term in the 20X2 financial statements. The debt should not be reclassified to
long term in the 20X1 financial statements because it was a current liability
based on the facts existing at the 20X1 balance sheet date.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.14] Reserved

.15 Disclosure of Five-Year Maturities on Long-Term Debt
Inquiry—A company entered into a 10-year loan agreement with a lender.

The mortgage note contains a variable interest rate based on prime plus one
percent. In accordance with Financial Accounting Standards Board (FASB) Ac-
counting Standards Codification (ASC) 440, Commitments, the company will
disclose the maturities on the debt for each of the next five succeeding years.
Should the disclosure include principal and interest?

Reply—No. The required disclosure of the amount of scheduled repayments
for each of the five succeeding fiscal years relates only to principal repayments
and should not include interest. Disclosure is also called for when interest rates
vary with the prime rate.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.16 Amortization of Premium or Discount in Investment Securities
With an Early Call Date

Inquiry—Investment securities may be acquired at par value, at a pre-
mium, or at a discount. If the investment securities have an earlier call date,
how should the amortization of premium or accretion of discount be recorded?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 310-20 applies to the accounting for discounts,
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premiums, and commitment fees associated with the purchase of loans and
other debt securities such as corporate bonds. In accordance with FASB ASC
310-20-35-26, "the calculation of the constant effective yield necessary to apply
the interest method shall use the payment terms required by the loan contract,
and prepayments of principal shall not be anticipated to shorten the loan term."
Accordingly, the period of amortization or accretion is from the purchase date
to the maturity date. As provided by FASB ASC 310-20-35-26, in order to amor-
tize the premium or accrete the discount to an early call date, the enterprise
must hold a large number of similar loans for which prepayments are probable
and the timing and amount of prepayments can be reasonably estimated.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.17 Disclosure of Covenant Violation and Subsequent Bank
Waiver

Inquiry—At the balance-sheet date, an entity was in violation of certain
provisions of the loan covenant associated with its long-term debt. Under the
terms of the loan agreement, the obligation is now callable by the creditor.
Subsequent to the balance-sheet date, the bank waived its right to demand
repayment for more than one year from the balance-sheet date. Therefore,
the loan remained classified as long-term, per Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) 470-10-45-12. Does the
covenant violation and subsequent bank waiver need to be disclosed in the fi-
nancial statements?

Reply—The authoritative literature applicable to nonpublic entities does
not address disclosure of debt covenant violations existing at the balance-sheet
date that have been waived by the creditor for a stated period of time. Never-
theless, disclosure of the existing violation(s) and the waiver period should be
considered for reasons of adequate disclosure. If the covenant violation resulted
from nonpayment of principal or interest on the debt, inability to maintain re-
quired financial ratios, or other such financial covenants, that information may
be vital to users of the financial statements even though the debt is not callable.
If the lender has waived the right for greater than one year but retained the
future covenant requirements (i.e., covenant requirements will have to be met
at interim dates during the next 12 months), the accounting and disclosure
provisions of FASB ASC 470, Debt, apply.

For SEC registrants, Regulations S-X, Article 4, Section 210-4-08(c), re-
quires disclosure of the amount of the obligation and the period of waiver when-
ever a creditor has waived its right to call the debt for a stated period of time.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 3400

Contingent Liabilities

.01 Contested Liability
Inquiry—A company acquired the entire outstanding stock of another com-

pany several years ago. The acquired company was reorganized under IRS Code
Section 334(b)(2) causing its building and equipment to be written up in value.
Inventory was later written down.

An unpaid portion of the original purchase price is claimed by the former
owners of the acquired company, but this is contested by the acquiring company
on the grounds that the value of the acquired company's stock was misrepre-
sented.

The acquired company's shareholders intend to sue the acquiring company
for the unpaid balance, but a suit has not yet been filed. How should the amount
due under the original purchase contract and the possible suit be reflected on
the acquiring company's financial statements?

Reply—Because the possibility of a suit exists, footnote disclosure describ-
ing the entire dispute should be made, including legal counsel's comment that
no suit is pending at this time. The amount due under the original purchase
contract, plus accrued interest, should still be reported as a liability. No adjust-
ments should be made in the acquiring company's financial records until the
dispute is settled or legal counsel advises that a statute of limitations effec-
tively bars filing of the suit in question and the company is not legally liable to
pay the debt.

[.02] Reserved

[.03] Reserved

.04 Accounting for Issuance of Cents Off Coupons
Inquiry—A client includes with its consumer product a coupon for cents off

on the next purchase of the product. Should the coupon be accounted for as a
reduction of the selling price when the second product is sold?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 450-20-05-10 would consider the possible future
coupon claims as a loss contingency to be evaluated as a future event. More
than likely, the redemption of some or all of the coupons would be considered
a probable event as defined in FASB ASC glossary. The amount to be accrued
and charged to earnings at the time the first product is sold should be based
on a reasonable estimate of the amount of coupons expected to be presented for
redemption. This estimate could be based on experience in previous promotions.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.05] Reserved

[.06] Reserved
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Q&A Section 3500

Commitments

.01 Accounting for Contract to Cut Timber
Inquiry—A corporation is engaged in the forest products industry and pur-

chases timber under both "pay as cut" (specifies a rate the buyer will pay per
unit of volume cut) and "lump sum" (buyer pays a fixed amount for the right
to cut timber on a specific tract of land). The corporation agrees to purchase
timber on land which is identified in the contract. The exact amount of timber
purchased can vary in total footage as well as species due to the nature of the
goods. Is it proper to recognize the transactions as assets and liabilities on the
balance sheet?

Reply—It would be improper to recognize a contract to cut timber as an
asset and a liability unless the contract, at the time it was entered into, resulted
in the purchase of the timber.

A distinction must be made between a contract that is executory in nature
and one in which a sale and a purchase of lumber has occurred. Evidence of a
purchase would be the transfer of title to the lumber at the time the contract
is signed. Such a transfer usually occurs with lump sum contracts and may
occur under pay as cut contracts if they include performance guarantees or
risk of monetary damages if not performed. Therefore, those contracts would
generally be recognized as assets and liabilities.

Receiving title at the time the timber is cut rather than at the time the
contract is signed makes the contract executory. It is generally accepted prac-
tice to adequately disclose the nature and amounts of commitments relating to
executory contracts in the notes to financial statements. Therefore, pay as cut
contracts without performance guarantees or risk of monetary damages would
generally not be recognized as assets and liabilities until performance occurs.

.02 Liability Under Foreign Bank's Letter of Payment Guarantee
Inquiry—A client, an import-export firm, agreed to purchase goods from a

foreign manufacturer. The agreement calls for advance payment with the goods
being delivered over the twelve-month period following the date of the agree-
ment. The client arranged to make this advance payment through a letter of
credit issued by a U.S. bank. The U.S. bank has received a letter of payment
guarantee issued by a bank in the foreign country. If the supplier fails to make
shipments under the terms of the agreement, the U.S. bank will look to the for-
eign bank for any unpaid advances owed to the U.S. bank by the client. The
U.S. bank will look to the client for payment of all amounts represented by
shipments to the client under the terms of the agreement.

Is the client directly liable for the amount advanced by the U.S. bank
through its letter of credit, or does the client become liable only as the goods
are received and payment is due the U.S. bank?

Reply—The client is directly liable for the amount advanced to the foreign
supplier. It appears from the description of the transactions that the foreign
bank is contingently liable if the supplier does not perform under the agree-
ment. The offsetting asset would be classified as an "Advance to Suppliers."
Additional footnote disclosure of the financial arrangements would also be re-
quired.
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[.03] Reserved

.04 Recognition of Losses on Purchase Commitments
Inquiry—Financial Accounting Standards Board (FASB) Accounting Stan-

dards Codification (ASC) 330-10-35-17 states: "A net loss on firm purchase
commitments for goods for inventory, measured in the same way as are inven-
tory losses, shall be recognized in the accounts". FASB ASC 330-10-50-5 further
states: "The amounts of net losses on firm purchase commitments accrued un-
der paragraph 330-10-35-17 shall be disclosed separately in the income state-
ment."

Does this statement mean that the measurement of losses cannot be done
on an item by item basis but must only be done if there is an overall net loss on
purchase commitments?

Reply—Net losses apply to specific purchase commitments and contracts,
and not necessarily to components of major categories of inventories, as dis-
cussed in FASB ASC 330-10-35-8.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.05 Letters of Credit
Inquiry—Should a company report its outstanding letters of credit as a

liability in the financial statements?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 440-10-50-1 requires disclosure of unused letters of
credit. They are commitments and should not be reported as a liability in the
financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.06 Covenants Imposed by Loan Agreements
Inquiry—Restrictive covenants under certain loan agreements of Company

A require the Company to maintain a special level of working capital, reduce
the amount of its debts, and restrict the amount of retained earnings available
for dividend payments. Should the restrictive covenants be disclosed?

Reply—FASB ASC 440-10-50-1 requires the disclosure of restrictive
covenants.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2012, to reflect conforming

changes necessary due to the issuance of SAS Nos. 122–126.]

.07 Disclosure of Unused Lines of Credit
Inquiry—Should nonpublic companies disclose the existence of unused

lines of credit that are available as of the balance sheet date?

Reply—Although public companies are required [pursuant to SEC Regu-
lation S-X, section 210.5-02.19(b)] to disclose significant unused lines of credit
for short-term financing in the notes, there is no such explicit requirement for
nonpublic companies under generally accepted accounting principles. However,
under certain circumstances, disclosure by nonpublic companies may be advis-
able based on the general principle of adequate disclosure.

The notes, as well as the financial statements, should be informative of
matters that may affect their use, understanding, and interpretation.
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[Amended, June 1995; Revised, October 2009, to reflect conforming changes
necessary due to the withdrawal of SAS No. 69; Revised, December 2012, to

reflect conforming changes necessary due to the issuance of SAS Nos.
122–126.]
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Q&A Section 3600

Deferred Credits

.01 Balance Sheet Presentation of Unearned Revenue
Inquiry—A client, a motor club with an insurance company subsidiary, has

annually contended that unearned insurance premiums and membership dues
should be presented on the consolidated balance sheet as deferred income im-
mediately preceding the members' equity and should not be included in the
amount for total liabilities. The client recognizes the revenues on the insurance
premiums and membership dues on a pro rata basis over the period covered by
the insurance policy and the memberships, therefore, the auditors have main-
tained that the unearned portion of the insurance premiums and membership
dues represent a liability on the part of the client to render services in the fu-
ture.

Is it appropriate to show these unearned premiums and dues outside the
liability section of the balance sheet?

Reply—FASB Concepts Statement No. 5, Recognition and Measurement
in Financial Statements of Business Enterprises, paragraph 84, indicates that
amounts received for goods or services in advance are not treated as revenue
of the period in which they are received but as revenue of the period or periods
in which they are earned. These amounts are carried as "unearned revenue"—
that is, liabilities to transfer goods or render services in the future—until the
earnings process is complete. Therefore, the unearned portions of the insurance
premiums and membership dues represent liabilities to provide services in the
future. While the description of the liabilities might vary, to present the un-
earned premiums and membership dues outside of the liability section of the
balance sheet would be inappropriate.

[.02] Reserved

[.03] Reserved
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Q&A Section 3700

Pension Obligations

.01 Effect of New Mortality Tables on Nongovernmental Employee
Benefit Plans (EBPs) and Nongovernmental Entities That Sponsor
EBPs

Inquiry—Nongovernmental EBPs and nongovernmental entities that
sponsor EBPs (sponsoring entities) incorporate assumptions about partici-
pants' mortality in the calculation of the benefit liability for financial report-
ing purposes. Professional associations of actuaries occasionally publish up-
dated mortality tables and mortality improvement projection scales (collec-
tively referred to as mortality tables for purposes of this Technical Question
and Answer) to reflect changes in mortality conditions based on recent histori-
cal trends and data. Established actuarial companies also may develop mortal-
ity tables based on other information and assumptions. For financial reporting
purposes, how and when should nongovernmental EBPs and nongovernmental
sponsoring entities consider these updated mortality tables if their financial
statements have not yet been issued at the time the updated mortality tables
are published?

Reply—Nongovernmental EBPs and nongovernmental sponsoring enti-
ties should consider the specific requirements of generally accepted account-
ing principles (GAAP), which require the use of a mortality assumption that
reflects the best estimate of the plan's future experience for purposes of esti-
mating the plan's obligation1 as of the current measurement date (that is, the
date at which the obligation is presented in the financial statements). In mak-
ing this estimate, GAAP requires that all available information through the
date the financial statements are available to be issued should be evaluated
to determine if the information provides additional evidence about conditions
that existed at the balance sheet date.

FASB Accounting Standards Codification (ASC) 855-10-55-1 specifies that
information that becomes available after the balance sheet date (but before the
financial statements are available to be issued) may be indicative of conditions
existing at the balance sheet date when that information is a culmination of
conditions that existed over a long period of time. Updated mortality tables are
based on historical trends and data that go back many years; therefore, the
existence of updated mortality conditions is not predicated upon the date that
the updated mortality tables are published. Management of a nongovernmental
EBP or a nongovernmental sponsoring entity should understand and evaluate
the reasonableness of the mortality assumption chosen, even when assisted by
an actuary acting as a management's specialist, and document its evaluation
and the basis for selecting the mortality tables it decided to use for its current
financial reporting period. A management's specialist is defined in paragraph
.05 of AU-C section 500, Audit Evidence (AICPA, Professional Standards), as an
individual or organization possessing expertise in a field other than accounting

1 Obligations that use a mortality assumption include, but are not limited to, defined benefit
obligations under pension and other postretirement plans, and certain postemployment and deferred
compensation arrangements. In accordance with paragraphs 18 and 21 of FASB Accounting Stan-
dards Codification (ASC) 715-30-35 and FASB ASC 960-20-35-4, changes in actuarial assumptions
result in gains and losses that are recognized as they arise, and the comparative obligation amounts
that have been previously reported would not be adjusted for issuance of updated mortality tables.
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or auditing, whose work in that field is used by the entity to assist the entity
in preparing the financial statements.

Many defined benefit pension plans present plan obligations as of the be-
ginning of the plan year, as allowed under FASB ASC 960-205-45-1. Although
this presentation is before the balance sheet date, it represents a measurement
of an amount that is presented in the financial statements that should reflect
management's best estimate of the plan's mortality and other assumptions. The
assumptions used to estimate the plan's obligation should be evaluated based
on all available information through the date the financial statements are avail-
able to be issued, including determining whether updated mortality conditions
existed as of the date the obligation is presented in the financial statements
(that is, the beginning of the year).

Auditors are required to evaluate the competence, capabilities, and objec-
tivity of a management's specialist; obtain an understanding of the work of that
specialist; and evaluate the appropriateness of that specialist's work as audit
evidence for the relevant assertion. Considerations may include evaluating the
relevance and reasonableness of significant assumptions and methods used by
that specialist. Refer to paragraphs .08 and .A35–.A49 of AU-C section 500 and
the "Using the Work of a Specialist" section in chapter 2, "Planning and Gen-
eral Auditing Considerations," of the AICPA Audit and Accounting Guide Em-
ployee Benefit Plans, for further guidance. In addition, the auditor is responsible
for evaluating subsequent events under AU-C section 560, Subsequent Events
and Subsequently Discovered Facts (AICPA, Professional Standards). That sec-
tion requires the auditor to obtain sufficient appropriate audit evidence about
whether events occurring between the date of the financial statements and the
date of the auditor's report that require adjustment of, or disclosure in, the fi-
nancial statements are appropriately reflected in those financial statements in
accordance with the applicable financial reporting framework.

[Issue Date: February 2015.]
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Q&A Section 4110

Issuance of Capital Stock

.01 Expenses Incurred in Public Sale of Capital Stock
Inquiry—A closely held corporation is issuing stock for the first time to the

public.

How would costs, such as legal and accounting fees, incurred as a result of
this issue, be handled in the accounting records?

Reply—Direct costs of obtaining capital by issuing stock should be deducted
from the related proceeds, and the net amount recorded as contributed stock-
holders' equity. Assuming no legal prohibitions, issue costs should be deducted
from capital stock or capital in excess of par or stated value.

Such costs should be limited to the direct cost of issuing the security. Thus,
there should be no allocation of officers' salaries, and care should be taken that
legal and accounting fees do not include any fees that would have been incurred
in the absence of such issuance.

.02 Stock Issued for No Consideration
Inquiry—A corporation issued stock without receiving any consideration

and set up goodwill to offset the credit to capital stock. Was this transaction
properly recorded?

Reply—This is primarily a legal rather than an accounting question, and
it would be advisable to obtain legal advice as to the effect of such issuance. If
such stock were legally issued, the appropriate entry would be to show the offset
as discount on capital stock issued. Goodwill should only be recognized when
acquired, in accordance with Financial Accounting Standards Board (FASB) Ac-
counting Standards Codification (ASC) 350, Intangibles—Goodwill and Other.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.03 Stock Issued for Accounting and Management Services
Inquiry—A newly formed corporation is going public and wishes to issue

shares of stock for certain services, such as accounting, legal, underwriting,
printing, etc.

How should the value for these services be set up on the books of the cor-
poration?

Reply—It would be appropriate to record the stock issued at the fair value of
the stock or services rendered, whichever is the more clearly evident. The recip-
ients should be able to furnish evidence as to such fair value. Since the amounts
the Securities and Exchange Commission might consider to be fair value cannot
be predicted, a consultation with the staff of the Commission might be advis-
able before formal submission of the financial statements.

[.04] Reserved

[.05] Reserved

[.06] Reserved

.07 Expenses Incurred in Withdrawn Public Offering
Inquiry—What is the proper accounting for the costs of a public offering

that was withdrawn?
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Reply—Accounting Research Study No. 15, Stockholders' Equity, page 23,
discusses accounting for stock issue costs. The Study states that such costs are
usually deducted from contributed portions of equity, that is, capital stock or
capital in excess of stated or par value, as a reduction in the proceeds from the
sale of securities.

Since there were no proceeds from a sale of securities to offset the costs, the
costs should be charged to current year's income, but not as an extraordinary
item.

[.08] Reserved

.09 Costs Incurred to Acquire Treasury Stock
Inquiry—A company has incurred legal and accounting costs arising from

the acquisition of treasury stock. How should the costs be classified in the com-
pany's financial statements?

Reply—There is no authoritative literature on this particular subject. Some
accountants believe that costs associated with the acquisition of treasury stock
should be treated in a manner similar to stock issue costs. Stock issue costs
are usually accounted for as a deduction from the gross proceeds of the sale of
stock. Costs associated with the acquisition of treasury stock may be added to
the cost of the treasury stock.

.10 Costs Incurred in Shelf Registration
Inquiry—A public company incurs legal and other fees in connection with

an SEC filing for a stock issue it plans to offer under a shelf registration. How
should the company account for these costs?

Reply—The costs should be capitalized as a prepaid expense. When secu-
rities are taken off the shelf and sold, a portion of the costs attributable to the
securities sold should be charged against paid in capital. Any subsequent costs
incurred to keep the filing "alive" should be charged to expense as incurred.
If the filing is withdrawn, the related capitalized costs should be charged to
expense.

.11 Default on Stock Subscribed
Inquiry—A company entered into a stock subscription agreement to sell its

stock. The agreement called for three monthly payments of $10,000 after which
the stock would be issued. Although the first payment was received by the com-
pany, the subscriber subsequently defaulted on the remaining two payments.
According to the agreement, any payments made by the subscriber towards the
stock subscription are not refundable. How should the company account for the
retention of the first $10,000 payment?

Reply—The payment should be recorded as an addition to shareholders'
equity (i.e., a credit to paid-in capital). According to Financial Accounting Stan-
dards Board (FASB) Accounting Standards Codification (ASC) 505-10-25-2,
capital transactions shall be excluded from the determination of net income
or the results of operations.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 4120

Reacquisition of Capital Stock

[.01] Reserved

[.02] Reserved

.03 Repurchase of Stock in Excess of Retained Earnings and Addi-
tional Paid-in Capital

Inquiry—A corporation has contracted to repurchase, over a period, some
of its own stock. The corporation does not have sufficient retained earnings and
additional paid-in capital from which to charge the excess of amounts paid over
par value. How should this repurchase be reflected in the company's financial
statements?

Reply—In many states, it would not be legal for a corporation to repurchase
shares of its own stock at a cost greater than the amount of retained earnings of
the corporation. Competent legal advice as to the effect of the agreement should
be obtained. This may be an executory contract, with only amounts currently
being paid for considered as repurchases. If this be the case, only amounts dis-
bursed are to be recognized in the accounts, with an offset to treasury stock.
There should of course be disclosure in a note to the financial statements of the
date, number of shares, and amounts of future payments under the contract.
Such future payments would thus include the interest factor, which would be
an additional cost of the stock, rather than being interest expense.

However, if legal counsel advises that this is in fact a completed contract
and enforceable, the full amount should be shown (excluding interest) as trea-
sury stock, with an offsetting liability. Again, there should be footnote disclosure
of the nature of the liability and of the interest rate and maturity dates. Under
these circumstances, the interest would be included as a current expense.

[.04] Reserved

.05 Purchase of Treasury Shares for an Amount in Excess of Market
Price

Inquiry—A corporation enters into an agreement to purchase a major block
of its shares from one of its shareholders at a price in excess of its current
market price. These shares represent the controlling interest in the corporation.
The purchase price of the treasury stock does not include any other rights or
privileges. At what value should the corporation record the treasury stock?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 505-30-30-4 states that transactions do arise in which
an acquisition of an enterprise's stock may take place at prices different from
routine transactions in the open market. A block of shares representing a con-
trolling interest will generally trade at a price in excess of market, and a large
block of shares may trade at a price above or below the current market price
depending on whether the buyer or seller initiates the transaction. A com-
pany's acquisition of its shares in those circumstances is solely a treasury stock
transaction and is properly accounted for at the purchase price of the treasury
shares.
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In this situation, since the purchase price does not include amounts at-
tributable to items other than the shares purchased, the entire purchase price
should be accounted for as the cost of treasury shares.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 4130

Warrants

[.01] Reserved

[.02] Reserved

.03 Warrants Reacquired
Inquiry—Company A issued, in a prior year, stock warrants with a subor-

dinated note. The value of the warrants as determined at the date of issuance
was added to capital in excess of par value and recorded as deferred loan costs
to be amortized over the term of the loan. Company A plans to reacquire the
warrants for $110,000. Should the $110,000 be:

(a) accounted for as additional cost of the loan and amortized over the
remaining term of the loan, or

(b) accounted for as a capital transaction and deducted from capital in
excess of par value, or

(c) accounted for in some other manner?
Reply—The purchase price of the warrants should be deducted from either

capital in excess of par value or retained earnings.
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Q&A Section 4150

Stock Dividends and Stock Splits

[.01] Reserved

.02 Stock Dividend Affecting Market Price of Stock
Inquiry—A company issued a 10 percent stock dividend. May the dividend

be treated as a stock split if the dividend resulted in a drop in the market price
of the stock?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 505-20-25-3 states, in part: "except for a few instances,
the issuance of additional shares of less than 20 or 25 percent of the number of
previously outstanding shares would call for treatment as a stock dividend as
described in paragraph 505-20-30-3." FASB ASC 505-20-30-3 requires a trans-
fer from retained earnings to the category of permanent capitalization in an
amount equal to the fair value of the additional shares issued.

In order to treat the 10 percent "stock dividend" as a "split-up effected in the
form of a dividend," the company would have to demonstrate that the additional
shares issued is "large enough to materially influence the unit market price of
the stock" as indicated in FASB ASC 505-20-25-3.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.03] Reserved
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Q&A Section 4160

Contributed Capital

.01 Payment of Corporate Debt by Stockholders
Inquiry—Three shareholders own stock in Corporations A and B. They

agree to personally pay a debt of Corporation A by giving the creditor stock
in Corporation B. How should this transaction be recorded on the books of Cor-
poration A?

Reply—The payments by the three stockholders of Corporation A's debt
would represent an additional contribution by the stockholders to Corporation
A. This can be recorded as a credit to "additional capital."

[.02] Reserved
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Q&A Section 4200

Retained Earnings

.01 Foreign Currency Translation—Retained Earnings
Inquiry—A parent company is translating a foreign subsidiary's financial

statements for consolidation purposes. It is the second year of operation for the
subsidiary. How should retained earnings be translated?

Reply—For assets and liabilities, Financial Accounting Standards Board
(FASB) Accounting Standards Codification (ASC) 830-30-45-3 requires the use
of the exchange rate at the balance sheet date. For revenues, expenses, gains,
and losses, the exchange rate at the dates on which those elements are recog-
nized shall be used. However, an appropriately weighted average exchange rate
for the period may be used to translate the income statement.

In year two, net income or loss would be translated at the weighted average
exchange rate for the current year and accumulated with the historical opening
translated retained earnings. It should be noted there may be a number of other
transactions that may affect the subsidiary's retained earnings including the
declaration of dividends.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 4210

Dividends

.01 Write-Off of Liquidating Dividends
Inquiry—Quite a few years ago, cash dividends were distributed to stock-

holders in excess of earnings. The company would now like to "clean up" the
stockholders' equity section of the balance sheet by removing the account "Prior
Years' Liquidation Dividends" which is shown as a reduction of the capital stock
account. Can the liquidating dividends account be written off against "retained
earnings" or "paid in capital in excess of par value"?

Reply—Essentially, this question is a legal one as to whether cash distri-
bution to stockholders in excess of earnings in prior years may be charged to
earnings in subsequent years. When liquidating dividends are declared, the
charge is made to accounts such as "capital repayment," "capital returned," or
"liquidating dividends" which appear on the balance sheet as offsets to paid-
in capital. By this treatment, the amount of capital returned as well as the
amount of capital originally paid in can be disclosed. Perhaps the wisest thing
to do under the circumstances is to consult legal counsel to determine whether
the write-off proposed is legal under the corporate statutes of the state. Per-
haps it is legally permissible, under the laws of incorporation, to reduce the
par or stated value of the corporation's stock, thereby creating a reduction sur-
plus which may then be used retroactively to absorb the original deficit, on the
ground that the excess payments were dividends in partial liquidation.

[.02] Reserved

[.03] Reserved

.04 Accrual of Preferred Dividends
Inquiry—A corporation has cumulative preferred stock. It has not paid any

dividends on this stock in the last three years. Should the corporation accrue
the preferred dividends in arrears?

Reply—Generally, preferred stock contains a cumulative provision whereby
dividends omitted in previous years must be paid prior to the payment of divi-
dends on other outstanding shares. Since dividends do not become a corporate
liability until declared, no accrual is needed. Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) 505-10-50-5 requires
entities to disclose within its financial statements (either on the face of the
statement of financial position or in the notes thereto) the aggregate and per-
share amounts of arrearages in cumulative preferred dividends. Furthermore,
FASB ASC 260-10-45-11 states that dividends accumulated for the period on
cumulative preferred stock (whether or not earned) should be deducted from
income from continuing operations and also from net income when computing
earnings per share. If there is a loss from continuing operations or a net loss,
the amount of the loss should be increased by those preferred dividends. Pre-
ferred dividends that are cumulative only if earned should be deducted only to
the extent that they are earned.

If preferred dividends are not cumulative, only the dividends declared
should be deducted. In all cases, the effect that has been given to preferred div-
idends in arriving at income available to common stockholders in computing
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basic earnings per share should be disclosed for every period for which an in-
come statement is presented.

[Amended, September 1997; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]
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Q&A Section 4230

Capital Transactions

[.01] Reserved

.02 Exchange of No Par Common Shares for Par Value Preferred
Shares

Inquiry—The shareholders of Corporation A exchanged their no par com-
mon shares for preferred shares with a par value to "freeze" the value of stock
ownership for estate tax purposes. How should the difference between the car-
rying basis of the preferred shares and the carrying basis of the common shares
be accounted for?

Reply—The difference should be charged or credited to additional paid-in
capital. If there is no additional paid-in capital, any "debit" balance should first
be charged to retained earnings and any remaining "debit" balance should be
described in the financial statements as a discount on preferred stock. How-
ever, in many states the law requires that issued stock must be fully paid and
nonassessable and therefore, if the par value of the preferred shares exceeds the
market value of the common shares this exchange may have legal implications
that should be considered.

.03 Use of Stockholder's Assets to Repay Corporate Loan
Inquiry—The sole owner of a corporation agreed to collateralize the com-

pany's bank loan with personal assets. As a result of financial difficulties, the
company's bank loan was called and its owner agreed to sell his personal as-
sets collateralizing the company's loan, to repay the bank debt. What is the
appropriate accounting of this transaction?

Reply—The monies used to repay the bank loan are in substance a further
capital infusion by the individual, which increases his investment in the com-
pany. The company would eliminate its liability to the bank and credit paid-in
capital.
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REVENUE AND EXPENSE
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Q&A Section 5100

Revenue Recognition

.01 Equipment Sales Net of Trade-Ins
Inquiry—A Client who deals in heavy equipment records all sales at net of

trade-ins. Is this an acceptable accounting practice?

Reply—Support for the accounting treatment for trade-ins which this client
follows could not be found. Sales should be credited with the nominal or stated
contract price, and the difference between (a) the trade-in allowance and (b)
the amount determined by pricing the trade-in at net realizable value minus
normal profit margin should be treated as a sales allowance or discount. The
traded-in equipment should be set up in inventory at an amount which, when
reconditioning costs are added, will allow a margin approximating a normal
profit when the sale is made.

.02 Rights to Broadcast Time Received for Services
Inquiry—An advertising agency creates and sells jingles and station iden-

tifications to radio and television stations. The agency receives broadcast time
credit as part payment. This broadcast time is then resold by the agency to its
clients. Should this broadcast time be recognized by the advertising agency:

1. when the agency bills the radio or television station, or
2. when it is subsequently sold to advertisers?

Reply—The broadcast time credit should be recognized as income when the
services are billed to the station. It may be necessary to estimate the value of
the credits. A corresponding asset account should be charged. This asset would
be relieved as the broadcast time is sold by the advertising agency.

[.03] Reserved

.04 Discounts on Prepaid Funeral Arrangement Plans
Inquiry—An incorporated mortuary sells pre-need funeral plans in addi-

tion to rendering current mortuary services. These pre-need funeral plans are
sold at a discount in order to be attractive to the public. All monies received
from the sale of these plans are placed in a trust fund which has been set up
at a local bank. The bank is the trustee of the trust and makes investments
as it sees fit. The pre-need funeral plan agreements stipulate that all income
earned by the trust belong to the mortuary, and withdrawals of such income
from the trust may be made by the mortuary periodically. In return for the
feature of the agreements calling for the mortuary's entitlement to the trust
fund income, purchasers of the pre-need plans are permitted to buy the plans
at a substantial discount. The agreements also provide for fully-covered funeral
benefits in certain cases, although the plans may not be fully paid at time of
death. Another advantage to the purchasers is that the costs of their funerals
will not be influenced by increases in the cost of living index.

Certain expenses are met by the mortuary in the selling of its pre-need
funeral plans; these are recorded monthly in a separate expense account in
its general ledger. Trust fund income earned is also recorded monthly in the
mortuary's general ledger, in a separate income account. As pre-need plans
are utilized by persons who had purchased them earlier, the special discounts
mentioned in the preceding paragraph are recorded in a separate expense ac-
count in the mortuary's general ledger. It should be emphasized here that such
discounts are not reflected as an expense in the mortuary's operations until
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such time the plans are actually used, whereas the expenses of the sales of
the plans and the income earned by the trust affect operations currently, with
no dependency whatsoever on the deaths of the purchasers or holders of the
plans.

In order to achieve a better matching of expenses with revenues accruing
from the sales of plans, could the trust fund income or the excess of trust fund
income over the expenses of selling the plans be deferred until the plans are
utilized? Or could the special discounts be charged to income at some date prior
to the utilization of the plans?

Reply—It would be more acceptable to currently accrue or recognize sell-
ing expenses, fees and commissions, and trust fund income rather than use the
"completed contract" or deferral accounting approach. If it is a fact that costs of
furnishing services commonly exceed the trust funds expended at time of uti-
lizing a plan, current provision should be made on an estimated basis for the
potential or possible losses (more accurately, estimated excess of future servic-
ing costs over monies to be released from trust to defray same) on plans not
utilized as yet at the balance sheet date.

The special discounts are more in the nature of sales adjustments rather
than costs or expenses.

[.05] Reserved

[.06] Reserved

.07 One-Cent Sales
Inquiry—A client in the fast food business has a "one-cent sale" once a

week. For example, the sale might be two cheeseburgers for the price of one
(60¢) plus one cent. The company would record the transaction as follows:

Cash (.60 + .01) $.61

Advertisement Expense .59

Sales (.60 × 2) $1.20

The company makes this entry so that their "food costs" are not distorted,
but should an adjustment be made at the end of the year for financial reporting
purposes eliminating this advertising expense against sales?

Reply—The practice of crediting sales and charging advertising expense for
the difference between the normal sales price and the "bargain day" sales price
of merchandise is not acceptable for financial reporting. Realization of the full
sales price cannot properly be imputed under such conditions. To do so would
seem to imply that the same quantities would have been sold if the price had
not been reduced.

It might however be appropriate to adjust the cost of sales and charge
advertising for the cost of the one-cent hamburger. Such cost of sales should
include only out-of-pocket expenses.

.08 Life Membership Fees in a Club
Inquiry—A company is engaged in a service club enterprise. What is the

proper accounting for life membership fees?

Reply—The life membership fees should be allocated over the time the in-
dividual may be expected to require the services of the club.
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[.09] Reserved

.10 Members of Country Club Assessed for Debt Retirement
Inquiry—A country club has voted to impose a special yearly assessment

on its membership for ten years. The proceeds are to be used to retire a first
mortgage on the property of the club.

The assessment is being imposed on all members including voting certifi-
cate holders and nonvoting associate members.

Is the proper accounting treatment of this transaction a contribution to
capital, or are dues to be reflected in the annual income statement?

Reply—When billing the assessments each year, the receivables from the
members can be shown as an asset with a credit to income for the special as-
sessment. Such amounts might then be appropriated to a special membership
equity, perhaps entitled "appropriation for retirement of debt." The financial
statements should disclose that the directors had voted a special assessment
for ten years and the amount of assessment per year. The first or the last year
for the assessment, or both, should also be disclosed.

.11 Excise Tax on Club Dues
Inquiry—The members of certain private clubs must pay a federal excise

tax in addition to their annual dues. Should the clubs record, as revenues, the
dues net of the excise tax, or should revenues include both dues and taxes?

Reply—A club, in collecting excise taxes on dues, is acting as no more than
an agent or conduit for the federal government. The amounts paid to the club
by members to be turned over as excise taxes should not be construed as dues,
and to show them as such on the income statement is erroneous.

[.12] Reserved

[.13] Reserved

.14 Recognition of Fees Earned on Construction Mortgage
Placements

Inquiry—A client is in the business of bringing lenders and borrowers to-
gether for a fee. When a construction mortgage has been arranged and agreed
to, it would appear that the client has earned its fee. However, because of the
terms of the fee arrangement, there is some doubt as to when the income should
be recognized.

The following is a summary of the types of transactions involved:

1. Negotiable Note

The company receives a negotiable note in payment of its fees.
Generally the note is unsecured and non-interest-bearing and
is payable over the same period as the construction draws on
the related mortgage are to be made.

2. Nonnegotiable Note

The terms of the nonnegotiable note are comparable to the ne-
gotiable note.

3. Commitment Letter, Not Contingent on Future Events

The company receives a letter from the borrower indicating
that the lender and the borrower have agreed on the terms of
the mortgage. In addition, the letter states that the borrower
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agrees to pay the company a fixed fee by a specified date for
services rendered in arranging the loan.

4. Commitment Letter, Contingent on Future Draws

The company receives commitment letters from the borrower
as described in No. 3 in the preceding. However, the commit-
ment letters state that a certain amount of the fee will not be
paid unless or until certain construction draws are received
from the lender.

When should revenue be recognized as earned by the client?

Reply—Revenue recognition is discussed in Financial Accounting Stan-
dards Board (FASB) Concepts Statement No. 5, Recognition and Measurement
in Financial Statements of Business Enterprises, paragraphs 83 and 84.

Applying the guidelines of Concepts No. 5, paragraphs 83 and 84, to the
specific situations, revenue would be recognized as follows:

1. Negotiable Note

Income would be recognized when the services have been per-
formed and billed which may be prior to receipt of the nego-
tiable note.

2. Nonnegotiable Note

The terms of the nonnegotiable note are comparable to the ne-
gotiable note, and revenue would be recognized in a similar
manner.

3. Commitment Letter, Not Contingent on Future Events

Such a letter would be evidence that the services have been
rendered and are now "billable"; therefore, the fee has been
earned and income should be recognized.

4. Commitment Letter, Contingent on Future Draws

From the description, it appears that the agreement between
the client, borrower, and lender in this case is such that the
parties do not consider all the services rendered until actual
borrowings take place even though the client need not physi-
cally do anything else. In such a situation, a portion of the fees
should be deferred until the stipulated draw provisions have
been met.

[.15] Reserved

.16 Rental Revenue Based on Percentage of Sales
Inquiry—A supermarket built an addition to its store to house a liquor

store. The rent to the liquor store is to be a percent of its sales. On its income
statement, would it be proper for the supermarket to include the liquor store
sales as though they were their own sales? The rent would then appear as a
gross margin.

Reply—No. In accordance with the FASB Accounting Standards Codifica-
tion (ASC) glossary, this transaction meets the definition of a lease, which is "...
the right to use property, plant, or equipment (land and/or depreciable assets)
usually for a stated period of time."
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The revenue received from the liquor store represents rental income to the

supermarket and it would be inappropriate for the supermarket to include as
its sales the sales of the liquor store. However, it would be appropriate for the
supermarket to include the rental income as part of its gross revenues.

[Amended June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

[.17] Reserved

[.18] Reserved

[.19] Reserved

.20 Payment for Termination of License Agreement
Inquiry—A research and development company holds numerous patents.

The company derives its income from the sale of products which utilize its
patents as well as from the licensing of the patents, for which it receives roy-
alties, and also from the sale of patent rights, for which it receives a single
payment for the term of the license.

A licensee desired to terminate its license, since it was no longer using the
technology contained in the company's patent, and paid to the company a lump
sum termination payment. This payment approximated the amount the com-
pany would have earned during the remaining years of the license agreement.
How should the termination payment be reflected in the company's financial
statements?

Reply—The transaction is similar to sale of a license for the remaining life
of a patent and should be accounted for in the same manner. If this is the sole
license for a patent, any remaining unamortized cost of such patent should be
written off at this time. If the license represents only a portion of the use of the
patent, an appropriate portion of the remaining unamortized cost should be
written off. The proceeds should be included in this year's current operations,
and there should be disclosure that a major source of income from licensing
agreements is being terminated.

[.21] Reserved

[.22] Reserved

[.23] Reserved

[.24] Reserved

.25 Finished Parts Held by Manufacturer for Customers
Inquiry—Corporation A, a subcontractor, manufacturers precision parts to

customers' specifications. Parts produced by Corporation A are inspected by
a customer's quality control representative and then held in a secured area
in Corporation A's plant. Corporation A is entitled to full contract payment on
parts inspected and held in the secured area. Historically, there has been a short
time span between completion date and scheduled shipment date, but recently
production efficiency has improved to the extent that contracts are completed
significantly in advance of scheduled shipment dates. Based on the recent ex-
perience of Corporation A, what is the proper date for revenue recognition?

Reply—FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises, paragraph 83, states in part:
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"Revenues are not recognized until earned. An entity's
revenue-earning activities involve delivering or producing
goods, rendering services, or other activities that constitute
its ongoing major or central operations, and revenues are con-
sidered to have been earned when the entity has substantially
accomplished what it must do to be entitled to the benefits
represented by the revenues . . . ."

Revenue should be recognized at the time of inspection and delivery to
the secured areas, since the realization criteria have been met. Corporation A
should disclose the method followed for income recognition as part of its disclo-
sure of accounting policies.

[.26] Reserved

[.27] Reserved

.28 Revenue From Private Label Sales
Inquiry—Corporation A produces certain products that are sold under Cor-

poration B's label. Corporation B reimburses Corporation A for all direct costs
of raw material, ingredients, and packaging plus 10 cents per pound process-
ing fee. Corporation A prepares an invoice for each shipment which itemizes the
various direct costs plus 10 cents per pound processing fee. Should Corporation
A record the total invoice amount as a sale or should it record the processing
fee as revenue and the reimbursed direct costs as a reduction of expenses?

Reply—Corporation A should probably record the total invoice amount as
a sale. Accounting for contracts of this type would be treated similar to cost-
plus-fixed-fee contracts discussed in FASB ASC 912-605.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.29] Reserved

[.30] Reserved

.31 Accounting for Zero Coupon Bonds
Inquiry—A client purchased a 20-year zero coupon treasury bond for $189,

with a maturity value of $1,000, at an 8 1/2 percent yield to maturity.

(1) What authoritative pronouncement would provide guidance for this
transaction?

(2) How is the interest income computed for financial reporting pur-
poses?

Reply—(1) FASB ASC 835-30-15-2 states that, "The guidance in this
Subtopic applies to receivables and payables that represent contractual rights
to receive money or contractual obligations to pay money on fixed or deter-
minable dates, whether or not there is any stated provision for interest . . .
Some examples are secured and unsecured notes, debentures, bonds . . ."

(2) FASB ASC 835-30-35-2 states that, "the difference between the present
value and the face amount shall be treated as discount or premium and amor-
tized as interest expense or income over the life of the note in such a way as to
result in a constant rate of interest when applied to the amount outstanding at
the beginning of any given period." This is the "interest" method described in
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paragraphs 2–3 of FASB ASC 835-30-35. However, other methods of amortiza-
tion may be used if the results obtained are not materially different from those
which would result from the "interest" method.

The following is an example of the application of the interest method. To
calculate the semi-annual amount, multiply the purchase price by 4 1/4 percent
(half of 8 1/2 percent) to arrive at the adjusted cost basis for the first six-month
period. Then repeat this calculation for the next six-month period using the
adjusted cost basis. The total amount of income (accrual) in the first year will be
$16.40. Each year the cost basis is increased by the amount of income (accrual)
reported in the previous year, as indicated in the following example:

Semi-Annual
Period

Your Purchase Price
or Adjusted Cost

Basis

1/2
Purchase

YTM

Accrual
During
Period

Adjusted Coast
Basis at End of

Period

1 $189.00 4.25% $8.03 $197.03

2 197.03 4.25% 8.37 205.40

3 205.40 4.25% 8.73 214.13

4 214.13 4.25% 9.10 223.23

The interest income would be reported annually for financial reporting pur-
poses. If the bond is held to maturity, there will be no gain or loss. If sold prior to
maturity any gain or loss is determined by the difference between the adjusted
cost basis and the selling price.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.32] Reserved

.33 Operating Lease With Rental Payments Rebated Against Pur-
chase Price

Inquiry—A lessor corporation leases construction equipment for periods of
six to eighteen months under short-term cancellable leases. The leases provide
that during the first six months, 100 percent of the rentals paid may be applied
toward the purchase price of the equipment if the lessee decides to purchase the
equipment; during the next three months the percentage drops to 80 percent,
and after nine months 60 percent may be applied toward the purchase price.
The leases do not qualify as capital leases. How should the lessor account for
the leases and the respective rebates?

Reply—The authoritative literature does not address this matter. The
lessor should record rental income until the lessee decides to purchase the
equipment. The lessor should then record the sale of the equipment net of the
applicable rebate. The amount recorded as rental income should not be reclas-
sified as sales proceeds.

[.34] Reserved

.35 Involuntary Conversion—Recognition of Gain
Inquiry—A tornado virtually destroys a company's building on June 12,

20X0. The company has insurance and expects to be reimbursed for costs in-
curred to refurbish the building. The company's fiscal year-end is June 30, 20X0.

©2017, AICPA §5100.35



166 Revenue and Expense

On August 15, 20X0, prior to the issuance of the financial statements, the com-
pany receives a check in excess of the carrying amount of the building. Should
the company recognize the gain on the involuntary conversion in the June 30,
20X0 financial statements?

Reply—No. Since the company was reimbursed for an amount in excess
of the carrying amount of the building there was no loss to record on June 30,
20X0. The gain, which was received on August 15, 20X0, was a gain contingency
on June 30, 20X0. Per FASB ASC 450-30-25-1, contingencies that might result
in gains usually are not reflected in the accounts since to do so might be to
recognize revenue prior to its realization.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.36 Sales of Investment to Minority Stockholder
Inquiry—A corporation enters into an agreement to sell an investment ac-

counted for on the equity method to a minority stockholder in return for his
shares in the corporation. The fair value of the investment exceeds its book
value. Would the corporation recognize a gain on this transaction or would the
excess be credited to equity?

Reply—FASB ASC 845-10-30-1 states that a transfer of a nonmonetary as-
set to a stockholder or to another entity in a nonreciprocal transfer should be
recorded at the fair value of the asset transferred, and that a gain or loss should
be recognized on the disposition of the asset. FASB ASC 845-10-30-2 also in-
dicates that the fair value of an entity's own stock reacquired may be a more
clearly evident measure of the fair value of the asset distributed in a nonre-
ciprocal transfer if the transaction involves acquiring stock for the treasury or
retirement.

The corporation should recognize as a gain, in the year in which the trans-
action occurs, the excess of the fair value of the investment transferred over its
carrying amount.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.37 Sales Price Based on Future Revenue
Inquiry—A company sold one of its direct-mail catalog offices for cash plus

a percentage of revenue to be earned over the next five years. The sales agree-
ment limits the percentage of revenue to a stipulated maximum. Management
believes the maximum will be earned within the five-year period. When should
revenue from this transaction be recorded?

Reply—According to FASB ASC 450-30-25-1, "A contingency that might re-
sult in a gain usually should not be reflected in the financial statements because
to do so might be to recognize revenue before its realization."

Unless it is assured that adequate revenue will be earned to cause payment
of the contingent portion of the sales price, the contingent portion of the sales
price should only be accrued as earned. The accuracy and reasonableness of
management's projections must be ascertained. If realization is assured, which
would be relatively infrequent, revenue should be recorded as of the date of the
sale using the present value of the projected cash receipts in accordance with
FASB ASC 835, Interest.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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[.38] Reserved

[.39] Reserved

[.40] Reserved

[.41] Reserved

[.42] Reserved

[.43] Reserved

[.44] Reserved

[.45] Reserved

[.46] Reserved

[.47] Reserved

[.48] Reserved

[.49] Reserved

[.50] Reserved

[.51] Reserved

[.52] Reserved

[.53] Reserved

[.54] Reserved

[.55] Reserved

[.56] Reserved

[.57] Reserved

[.58] Reserved

[.59] Reserved

[.60] Reserved

[.61] Reserved

[.62] Reserved

[.63] Reserved

[.64] Reserved

[.65] Reserved

[.66] Reserved

[.67] Reserved

[.68] Reserved

[.69] Reserved

[.70] Reserved

[.71] Reserved

[.72] Reserved
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[.73] Reserved

[.74] Reserved

[.75] Reserved

[.76] Reserved
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Q&A Section 5210

Depreciation and Depletion

[.01] Reserved

.02 Disclosure of Depreciation Expense
Inquiry—Financial Accounting Standards Board (FASB) Accounting Stan-

dards Codification (ASC) 360-10-50-1 states that the financial statements
should disclose depreciation expense for a period. Does expense mean the total
amount of depreciation accrued (that is, credited to the allowance for deprecia-
tion account) for the period or the amount actually expensed after allowing for
depreciation included in overhead apportioned to inventories?

Reply—In concerns such as public utilities and trading or commercial en-
terprises, determination of the total provision for depreciation is usually sim-
ple since the amounts of depreciation are generally identified in the expense
accounts. In manufacturing concerns, however, there are difficulties in deter-
mining the amount of depreciation to be disclosed. Depreciation is usually in-
cluded in overhead which in turn is distributed over a number of departments
and products and finds its way ultimately into cost of sales through inventory
accounts. To determine the amount of depreciation which is included as a part
of the cost of merchandise sold may require an extensive and usually imprac-
ticable, if not impossible, analysis of cost accounts. The auditor usually solves
the problem by suggesting that the amount of depreciation charged to manu-
facturing costs and to expense accounts be taken as representing the amount
charged to income. Obviously, this method does not correctly state the depreci-
ation charge which was recovered through sale of goods in which depreciation
was an element of cost. From a practical standpoint, in view of the indicated
difficulty, if not impossibility, of determining the exact amount of depreciation
included in cost of sales, it has become recognized practice to report the amount
of depreciation charged in the statement of income as that which has been
charged to manufacturing costs and to expense accounts, even when amounts
of depreciation included in inventories at the beginning and end of the period
vary sufficiently to affect depreciation included in cost of sales. Such practice
also is acceptable to the Securities and Exchange Commission.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.03] Reserved

.04 Depreciation of Clothing Rented to Individuals
Inquiry—Company A maintains a stock of tuxedos, shoes and related items

which are rented to individuals. Management estimates that this stock will
have a useful life of approximately two years. Additional stock will be pur-
chased from time to time as required. At the end of each fiscal year, a complete
physical inventory is taken of all items on hand. What is the most appropriate
accounting treatment for the stock of rental clothing?

Reply—The clothing represents a fixed asset to be depreciated over its es-
timated life. The estimated life should be adjusted periodically to reflect ex-
perience and should not exceed two years. The depreciation charge should be
computed monthly based on inventory at the beginning of the period plus ad-
ditions during the current year.
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Logically it seems that loss and retirement of clothing will relate to that
clothing first purchased. Accordingly the first-in first-out basis would appropri-
ately account for such loss and retirement.

.05 Classification of Costs of Constructing a Golf Course
Inquiry—How should the costs of constructing a golf course be broken down

into depreciable and nondepreciable classifications?

Reply—For the costs incurred in constructing a golf course, those expendi-
tures made to change the land itself, exclusive of buildings, should be treated as
permanent improvements to the land and are not, therefore, depreciable. These
costs would include clearing the land, building fairways, changing the contour
of the earth by moving and filling, building sand traps, and creating water haz-
ards. If trees are planted, and their lives can be estimated, it would appear to
be proper to depreciate these over such lives. In the absence of any reasonable
estimate, trees and shrubs should be carried at cost. Any structures such as
buildings, shacks or stands should be depreciated along with the costs of any
vehicles such as trucks or carts, and any equipment used. A watering system
should be depreciated as it is made of material that will not last indefinitely.

[.06] Reserved

[.07] Reserved

.08 Additional First Year Depreciation
Inquiry—A corporation reports depreciation expense on its financial state-

ments at the same amount that it claims on its income tax return. If that
amount included the maximum $10,000 deduction for additional first year de-
preciation (election to expense recovery property) allowed for tax purposes,
whereas, normal depreciation was $18,000, would the financial statements be
in accordance with generally accepted accounting principles?

Reply—FASB ASC 360-10-35-4 states, in part: ". . . depreciation accounting,
a system of accounting which aims to distribute the cost or other basic value
of tangible capital assets, less salvage (if any), over the estimated useful life
of the unit . . . in a systematic and rational manner . . . ." Accordingly, if any
arbitrary additional first year depreciation amount is included in the financial
statements and it is material, it would be a departure from generally accepted
accounting principles. Refer to paragraph .A5 of AU-C section 705, Modifica-
tions to the Opinion in the Independent Auditor's Report (AICPA, Professional
Standards), and paragraph .06 of AU-C section 320, Materiality in Planning
and Performing an Audit (AICPA, Professional Standards), for guidance on ma-
teriality.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2012, to reflect conforming

changes necessary due to the issuance of SAS Nos. 122–126.]

.09 Amortization of Leasehold Improvement
Inquiry—A zoological society leases property in the city zoo for concession

stands. The society plans to construct a new building, which will house several
concession stands, on the leased property. When construction is complete the
title to the building will be turned over to the city. The lease is not a service
concession arrangement within the scope of FASB ASC 853, Service Conces-
sion Arrangements. How should the building be accounted for by the zoological
society?
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Reply—The construction of a building on leased property is considered a

leasehold improvement. A leasehold improvement is a permanent improvement
or betterment that increases the usefulness of the leased property and will re-
vert to the lessor at the end of the lease term. The costs of such improvements
are normally amortized either over the life of the improvement or the lease
term, whichever is shorter.

[Revised, April 2014, to reflect conforming changes necessary due to revisions
to FASB ASC.]

[.10] Reserved

©2017, AICPA §5210[.10]





Interest Expense 173

Q&A Section 5220

Interest Expense

.01 Deferral of Payment of Interest
Inquiry—A client experienced problems in meeting its current obligations

and reached an agreement with its primary creditor concerning several mort-
gage loans. Under the agreement, the interest rate on these loans will, for the
present, be reduced from 10 percent to 8 percent, but the lender has the option
in the future of increasing the interest rate to 11 percent to recover the foregone
interest. At the maturity date, any unpaid interest calculated at the original 10
percent rate will be due.

How should the interest expense be recorded on the client's financial state-
ments?

Reply—Interest should be accrued at the rate of 10 percent, the original
rate under the mortgage loans. This debit would represent the interest ex-
pense charged to income. The credit would be segregated between current lia-
bilities (an amount representing the 8 percent rate) and noncurrent liabilities
(an amount representing the deferred interest).

[.02] Reserved

.03 Computation of Interest Expense on Long-Term Redeemable
Bonds

Inquiry—A bank has issued four year nonnegotiable savings bonds with
interest of 7 percent for the first year, 7 1/2 percent for the second year, 8 per-
cent for the third year and 8 1/2 percent for the fourth year. The depositor has
the option to request that he or she be paid his interest on a semiannual or
annual basis, but few do so, and the normal procedure is that the interest will
be compounded and left on deposit for the four years.

If a bond is redeemed prior to maturity, interest is paid to the bondholder
at the rate of 5 percent per annum for the period that the bond was held, less
90 days. Few instances of bond redemption prior to maturity are anticipated.

Which of the following methods of accounting for interest expense is appro-
priate?

(1) Accrue interest at 7 percent for the first year, 7 1/2 percent for the sec-
ond year (plus the compounding factor), 8 percent for the third year (plus the
compounding factor), and 8 1/2 percent for the fourth year (plus the compound-
ing factor), making a debit to the interest expense and a credit to the accrued
interest payable on four year bonds.

(2) Determine the total amount of interest that will be due to the holder
upon the maturity of the bond and accrue a pro rata share of this amount for
each month of the four year period that the bond is in effect.

Reply—A rate of interest should be used which reflects the bank's liabilities
and assumes that the bondholders will not redeem their bonds and not with-
draw the interest prior to maturity. This is essentially the second approach in
the preceding.
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[.04] Reserved

.05 Amortization of Prepaid Interest on Discounted Notes
Inquiry—An equipment leasing company will use as of the beginning of

the year the interest method to amortize prepaid interest on new discounted
notes. But it will continue to use the straight-line method to amortize prepaid
interest on notes discounted earlier. Is the adoption of the interest method on
a prospective basis a change in accounting principle?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 835-30-35 states that the interest method of amorti-
zation should be used but that other methods of amortization may be used if
the results obtained are not materially different from those which would result
from the interest method.

If the results in earlier periods would not have differed materially by using
the interest method, the interest method may be adopted for the new notes,
disclosed, and not be reported as a change in accounting principle.

If the results in earlier periods would have been materially different by
using the interest method, the interest method should be adopted for the old
and new notes, and be reported as a correction of an error.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.06 Imputed Interest on Shareholder Loans
Inquiry—A section of the Internal Revenue Code requires, under certain

circumstances, that a company impute interest on demand loans made to a
shareholder of the company. Would this also be required under generally ac-
cepted accounting principles? If not, must it be disclosed and would there be an
effect on the deferred income tax accounts?

Reply—No. FASB ASC 835-30-15-2 states that the guidance in FASB ASC
835-30 applies to receivables and payables which represent contractual rights
to receive money or contractual obligations to pay money on fixed or deter-
minable dates. Imputed interest would not be required on demand loans since
they have no fixed or determinable due date.

However, disclosure of this transaction would be required under FASB ASC
850, Related Party Disclosures.

There would be no effect on the deferred income tax accounts since this
would be considered a permanent difference.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.07 Imputed Interest on Note Exchanged for Cash Only
Inquiry—If an enterprise receives cash in exchange for a non-interest bear-

ing long-term note payable with a stated amount equal to the cash received,
must interest be imputed on the note in accordance with FASB ASC 835, Inter-
est?

Reply—If there are rights or privileges other than cash attendant to the ex-
change, the value of such rights or privileges should be given accounting recog-
nition pursuant to FASB ASC 835-30-25-6. If the note is issued solely for cash
(that is, the cash received is equivalent to the face amount of the note) and no
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other right or privilege is exchanged, it is presumed to have a present value at
issuance measured by the cash proceeds exchanged.

[Amended, June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]
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Q&A Section 5230

Employee Benefit Plans

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Deferred Compensation Payable To Surviving Spouse
Inquiry—Corporation A and its president entered into an employment con-

tract. The contract stipulated that if the president died while employed by Cor-
poration A, Corporation A would pay $500 a month to the president's widow for
the rest of her life. Shortly after the contract was signed, the president died.
The present value of the estimated future payments by Corporation A to the
president's widow is $X. Should Corporation A accrue the $X?

Reply—Under Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 710-10-25-11, the estimated amounts to be paid
under a compensation contract would normally be accrued over the period of
active employment. The president's death accelerates recognition of a liability
that is reasonably determinable from actuarial tables. Accordingly, the present
value of the estimated future payments not previously recognized should be
accrued and recognized as an expense.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.07] Reserved

[.08] Reserved

.09 Deferred Compensation Arrangement Funded by Life Insur-
ance Contracts

Inquiry—A company has a deferred compensation contract with one of its
employees. In accordance with FASB ASC 710-10-25-11, the estimated amount
of future payments was accrued over the period of active employment. The com-
pany purchases a life insurance policy on the employee, naming the company as
beneficiary. May the cash surrender value earned on the policy be offset against
the liability for the deferred compensation arrangement?

Reply—No. Paragraphs 1–2 of FASB ASC 325-30-35 specify that the cash
surrender value on a life insurance contract should be reported on the balance
sheet as an asset with any changes in that value reflected as an adjustment of
insurance expense for the period. No right of offset or other deviations from the
preceding accounting would be appropriate regardless of the funding objective
pertaining to the purchase of the insurance contract, as stated in paragraphs
2–3 of FASB ASC 325-30-15.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 5240

Cost Allocation

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

.10 Sale of Research and Development Technology
Inquiry—A company has incurred material research and development

costs in the current year. Subsequent to the balance sheet date but prior to is-
suance of the financial statements, the company commenced negotiations and
sold the research and development technology to an unrelated company. May
the company capitalize the incurred research and development costs in its an-
nual financial statements in light of the subsequent sale?

Reply—No. Financial Accounting Standards Board Accounting Standards
Codification 730-10-25 states that research and development costs should be
expensed when incurred. There is no justification for capitalizing the costs be-
cause the technology will be sold. The company should disclose the subsequent
sale of the research and development technology in the footnotes to its financial
statements if the amount is material.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.11] Reserved
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Q&A Section 5250

Tax Allocation

[.01–.13] Reserved

.14 Application of Financial Accounting Standards Board (FASB)
Interpretation No. 48, Accounting for Uncertainty in Income Taxes
(codified in FASB Accounting Standards Codification (ASC) 740-10) to
Taxes Other Than Income Taxes

Inquiry—Does FASB Interpretation No. 48, Accounting for Uncertainty in
Income Taxes, (codified in FASB ASC 740-10) apply to federal or state income
taxes only, or does it apply to sales, payroll, and other taxes as well?

Reply—The scope of FASB Interpretation No. 48 or FASB ASC 740-10 ap-
plies to income taxes only. Entities should follow FASB ASC 450, Contingencies,
to account for uncertainties related to payroll, sales, and other taxes.

[Issue Date: May 2010.]

[.15] Reserved
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Q&A Section 5260

Estimated Losses

.01 Recognition of Estimated Losses on Uncompleted Contracts
Inquiry—An engineering firm manufactures and sells telemetry compo-

nents on the basis of bids previously submitted to customers. In some cases,
engineering time is required to modify a component to customer specifications.
Since the amount of required engineering time is not known at the time a bid
is submitted, costs to complete a particular job may exceed the bid price. The
firm completes all jobs.

Presently all costs that accumulate on a particular job (direct materials, la-
bor, and applied manufacturing and engineering overhead) are charged to that
job and treated as work in process, even though the costs may exceed the selling
price. Once the job is completed, it is taken out of work in process inventory and
treated as costs of completion in the month that the job is shipped. Therefore, a
loss on a job is recognized only when the job is shipped. When cost to complete
a job is expected to exceed the bid price, what disclosure should be made on the
balance sheet?

Reply—The problem faced by the firm is not primarily one of disclosure but
rather that of satisfying the generally accepted accounting principle of "provid-
ing for losses which are reasonably certain to occur."

It is assumed that the firm is accounting on the completed-contract basis.
With regard to construction companies using this method of accounting, Finan-
cial Accounting Standards Board (FASB) Accounting Standards Codification
(ASC) 605-35-25-89 states, "Although the completed-contract method does not
permit the recording of any income prior to completion, provision shall be made
for expected losses. See paragraphs 605-35-25-45 through 25-47." The same
concept applies to companies accounting under the percentage-of-completion
method (paragraphs 5 and 46 of FASB ASC 605-35-25).

A possible journal entry to recognize the loss would be a charge to "Es-
timated Loss on Uncompleted Contracts" while crediting "Estimated Liability
for Loss on Uncompleted Contracts." This estimated liability could then be de-
ducted from any excess of accumulated costs over related billings (or added to
any liability arising from billings in excess of accumulated costs) for balance
sheet purposes. If the loss is not deductible for tax purposes, part of the income
tax paid should be set up as a deferred charge.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 5290

Other Expenses

[.01] Reserved

.02 Classification of Expenses Which Are Taxable to Employees
Inquiry—An amendment to the Internal Revenue Code requires, under

certain circumstances, that an employer include as income, the fair value for
the use of a company automobile, in the employee's wage and tax statement
(Form W-2).

Should this be reported in the company's statement of income as compen-
sation to employees?

Reply—No. The fair value is the amount the employee would have paid
to use the car if the employee had owned it. The employer should report, as
automobile expenses, the amount of actual expenses it incurred as owner of
the car.

[.03] Reserved

[.04] Reserved

.05 Accrual of Audit Fee
Inquiry—A CPA has been engaged to audit the financial statements of a

client company. The audit is being conducted after year end. Is it proper to
accrue the audit fee as an expense of the year under audit?

Reply—According to FASB Concepts Statement No. 6, Elements of Finan-
cial Statements, paragraph 145, "The goal of accrual accounting is to account in
the periods in which they occur for the effects on an entity of transactions and
other events and circumstances, to the extent that those financial effects are
recognizable and measurable." The audit fee expense was incurred in the pe-
riod subsequent to year end. Therefore, it is properly recorded as an expense in
the subsequent period. However, fees incurred in connection with planning the
audit, together with preliminary procedures (for example, confirmation work)
would be accruable for the year under audit.

.06 Accounting for a Lease Trial Period
Inquiry—A lease agreement allows a prospective lessee the free use of

newly introduced specialized equipment for 30 days prior to entering into a
long-term lease agreement for the equipment. The prospective lessee is not com-
mitted to enter into a long-term lease agreement at the beginning or during the
30-day trial period and there is no economic penalty to the lessee if the lessee
does not enter into that agreement. How should the prospective lessee account
for the 30-day trial period?

Reply—The 30-day trial period is part of the lessor's marketing strategy.
Therefore, the lessee should not report any lease expense during the 30-day
trial period. If the lessee subsequently enters into the lease arrangement, the
date of inception should begin on the first day of the lease with no accounting
recognition given to the trial period.
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Q&A Section 5400

Deleted, May 2016, due to the issuance of FASB ASU No. 2015-01.
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Q&A Section 5500

Earnings per Share

[.01] Reserved

.02 Earnings Per Share of Wholly-Owned Subsidiaries
Inquiry—The annual report of a holding company with five wholly owned

subsidiaries shows the consolidated net income and earnings per share of the
companies. If the report also includes the individual income statements of the
five subsidiaries, is it necessary to include individual earnings per share fig-
ures?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 260-10-15-3 does not require presentation of earnings
per share in statements of wholly owned subsidiaries.

Therefore, it is not necessary to show earnings per share figures for the
subsidiaries.

[Amended, September 1997; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

.03 Weighted Average Shares Outstanding for an Interim Period
Inquiry—A company retired some of its common stock during the first quar-

ter of its fiscal year. Should earnings per share for the interim period be based
on annualized weighted average shares outstanding or the weighted average
shares outstanding during the period?

Reply—The earnings per share computation should be based on the
weighted average shares outstanding during the interim period, and not on
an annualized weighted average.

[Amended, September 1997; Revised, June 2009, to reflect conforming
changes necessary due to the issuance of FASB ASC.]

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved

[.13] Reserved

[.14] Reserved

.15 Stock Dividend Declared But Not Paid at Balance-Sheet Date
Inquiry—A client declared a percent stock dividend to shareholders of

record in December 20X4, payable in 20X5. In calculating the weighted average
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number of shares outstanding for determining the earnings per share for 20X4,
how should this stock dividend apply?

Reply—FASB ASC 260-10-55-12 requires the computations of basic and di-
luted earnings per share to be adjusted retroactively for all periods presented
to reflect a change in capital structure resulting from a stock dividend. There-
fore, the 5 percent stock dividend should be considered as being outstanding
for every month of 20X4, as well as for every month of every preceding period
presented.

[Amended, September 1997; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

[.16] Reserved
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Q&A Section 5600

Leases

[.01] Reserved

[.02] Reserved

[.03] Reserved

.04 Accounting for Subleases
Inquiry—A corporation leased a building and, ultimately, subleased half

of the space to a third party with the lease agreement between the two orig-
inal parties remaining in effect. Management believed that a fairer presenta-
tion was made by netting the rental income from the sublease against its own
minimum lease payments. Is the corporation properly accounting for its leased
property and sublease income?

Reply—No. Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 840-30-35-12 states that the original lessee, as
sublessor, shall continue to account for the obligation related to the original
lease as before. The sublease shall be accounted for in accordance with para-
graphs 1, 29–31, and 41–44 of FASB ASC 840-10-25, depending upon which of
the criteria the original lease met. If the original lease is an operating lease, the
original lessee shall account for both it and the new lease as operating leases.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.05] Reserved

[.06] Reserved

.07 Determining a Lease Term for Accounting Purposes
Inquiry—How should a lessee and lessor determine, for accounting pur-

poses, the lease term of a lease, which is fundamental to determining the ap-
propriate accounting for that lease?

Reply—FASB ASC glossary provides a definition of lease term as follows:

The fixed noncancelable lease term plus all of the following, except as noted
in the following paragraph:

a. All periods, if any, covered by bargain renewal options

b. All periods, if any, for which failure to renew the lease imposes a
penalty on the lessee in such amount that a renewal appears, at
lease inception, to be reasonably assured

c. All periods, if any, covered by ordinary renewal options during
which any of the following conditions exist:

1. A guarantee by the lessee of the lessor's debt directly or
indirectly related to the leased property is expected to be
in effect

2. A loan from the lessee to the lessor directly or indirectly
related to the leased property is expected to be outstanding

d. All periods, if any, covered by ordinary renewal options preceding
the date as of which a bargain purchase option is exercisable
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e. All periods, if any, representing renewals or extensions of the lease
at the lessor's option

The lease term shall not be assumed to extend beyond the date a bargain pur-
chase option becomes exercisable.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.08 Lease Term for Accounting Purposes Differs From Term Stated
in Lease (Part 1)

Inquiry—Can a lease term for accounting purposes begin before an initial
fixed noncancelable term stated in a lease agreement?

Reply—Yes. FASB ASC 840 provides that a lease term for accounting pur-
poses includes all periods in which a lessee has access to and control over leased
space, even if those periods precede the fixed noncancelable term stated in the
lease agreement. For example, a lease agreement is signed on January 1 but the
initial fixed noncancelable term begins on April 1. The lease allows the lessee
to make improvements to the leased space at any time starting after January
1. In this situation, the lease term for accounting purposes starts on January
1.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.09 Lease Term for Accounting Purposes Differs From Term Stated
in Lease (Part 2)

Inquiry—Can a lease term for accounting purposes extend beyond an initial
fixed noncancelable term stated in a lease agreement?

Reply—Yes. FASB ASC glossary term lease term identifies situations in
which the lease term for accounting purposes extends beyond the fixed non-
cancelable term stated in a lease agreement. Section 5600.07 identifies those
situations. For example, the lease term for accounting purposes would include
renewal periods that at lease inception appear reasonably assured because fail-
ure to exercise renewal periods would impose a penalty on the lessee.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.10 Rent Expense and Rent Revenue in an Operating Lease—
General

Inquiry—In an operating lease, how should a lessee accrue rent expense
and a lessor recognize rent revenue?

Reply—FASB ASC 840-20-25-1 says that the lessee should accrue rent ex-
pense on a straight line basis over the lease term unless another systematic and
rational basis is more representative of the time pattern use of the property.

Paragraphs 1–2 of FASB ASC 840-20-25 say that the lessor should recog-
nize rent revenue on a straight line basis over the lease term unless another
systematic and rational basis is more representative of the time pattern use of
the property.

Also see section 5600.11, "Rent Expense and Rent Revenue in an Operating
Lease—Scheduled Increase in Rental Space."

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.11 Rent Expense and Rent Revenue in an Operating Lease—

Scheduled Increase in Rental Space
Inquiry—Related to sections 5600.08 and 5600.10 assume a lessee has ac-

cess to and use of one floor of a building as of the beginning of a lease agreement
in year 1. In accordance with the agreement and at the start of year 3, the lessee
will have access to and the ability to occupy a second floor in addition to the first
floor, and will pay an additional rental fee starting at that time. In this situa-
tion, how should the lessee accrue rent expense and the lessor recognize rent
revenue before the lessee is allowed to occupy the second floor?

Reply—FASB ASC 840 is the applicable guidance. In years 1 and 2, the
lessee should accrue rent expense on a straight line basis (unless another sys-
tematic and rational basis is more representative of the time pattern use of the
property) for the one floor and not include the rental of the second floor in its
accrual because the lessee does not have access to and control over the second
floor until the start of year 3. Starting in year 3, the lessee should accrue rent
expense on a straight line basis for both floors.

The lessor's accounting for revenue is parallel to that of the lessee for ex-
pense in this fact pattern.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.12 Rent Expense and Rent Revenue in an Operating Lease—Rent
Holiday

Inquiry—A lessee has a 120 month lease for $10,000 per month on space
owned by a lessor. The lease term for accounting purposes is 120 months. As an
incentive to sign the lessee to the lease agreement, the first 6 of those months
are rent free. In an operating lease, if a lease term includes a period of free or
reduced rent (rent holiday), how does the rent holiday factor into the lessee's
recognition of rent expense and the lessor's recognition of rent revenue?

Reply—FASB ASC 840-20-25-2 provides that the lessee should recognize
rent expense of $9,500 per month ($10,000 x 114 months/120 month lease term)
for 120 months, which is on a straight line basis. Likewise, the lessor should
recognize rent revenue of $9,500 per month.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 Rent Expense and Rent Revenue in an Operating Lease—
Scheduled Rent Increases

Inquiry—In an operating lease, how should a lessee accrue rent expense
and a lessor recognize rent revenue using the straight line method (see section
5600.10) when the lease agreement contains scheduled rent increases over the
lease term?

Reply—FASB ASC 840-20-25-2 provides that the lessee and lessor should
add up all rental payments over the lease term and divide that number by the
number of periods in the lease term to arrive at the expense/revenue amounts
to be accrued/recognized on a straight line basis.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.14 Amortization/Depreciation of Leasehold Improvements in an
Operating Lease (Part 1)

Inquiry—A lessee enters into an operating lease in which the lease term
for accounting purposes is 10 years. Upon signing the lease, the lessee acquires
leasehold improvements that have a useful life of 15 years. Over what period
should the lessee amortize or depreciate the leasehold improvements?

Reply—For leasehold improvements contemplated at or near the beginning
of an initial lease term, the lessee should amortize or depreciate the leasehold
improvements over the shorter of the (a) useful life of the improvements or (b)
remaining lease term, which is 10 years in this inquiry. If the leasehold im-
provements are acquired and placed in service significantly after the inception
of a lease, FASB ASC 840-10-35-6 requires that the lessee amortize or depreci-
ate leasehold improvements over the shorter of the useful life of the leasehold
assets or a term that includes required lease periods and renewals that are
deemed to be reasonably assured at the date the leasehold improvements are
acquired. Note that FASB ASC 840-10-35-6 does not apply to preexisting lease-
hold improvements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.15 Leasehold Improvements and Lease Term in an Operating
Lease (Part 2)

Inquiry—A lessee enters into an operating lease in which the initial fixed
noncancelable term within the lease agreement is 10 years and the agreement
includes three 5-year renewal periods. Upon signing the lease, the lessee plans
to acquire leasehold improvements that have a useful life of 15 years. Is the
lessee's plan to acquire the leasehold improvements a factor in determining
the lease term for accounting purposes?

Reply—Yes, the lessee should consider the impact on the lease term for
accounting purposes, if any, of the plan to acquire leasehold improvements. If
the leasehold improvements are expected to have a significant value at the
end of the initial 10 year term such that the lessee would not be willing to
abandon these assets (that is, effectively incur a penalty) resulting in a renewal
option being reasonably assured of being exercised, that renewal period would
be added to the initial fixed noncancelable term in determining the appropriate
lease term for accounting purposes.

.16 Landlord Incentive Allowance in an Operating Lease
Inquiry—A lessee enters into an operating lease in which the landlord of-

fers an incentive allowance towards the cost of the lessee making leasehold
improvements. The leasehold improvements are the lessee's assets and cost $1
million, and the incentive allowance totals $500,000. Should the lessee net the
$500,000 allowance received from the landlord against the $1 million leasehold
improvement asset?

Reply—No. In accordance with FASB ASC 840-20-55-3, the $500,000 al-
lowance should be reported by the lessee as a liability and amortized straight
line over the lease term as a reduction of rent expense. Therefore, the lessee's
amortization/depreciation calculation is based on the $1 million leasehold im-
provements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.17 Cash Flows Statement Presentation of Landlord Incentive Al-

lowance in an Operating Lease
Inquiry—Related to section 5600.16, how should a lessee categorize ex-

penditures for leasehold improvements and a related cash incentive allowance
received from a landlord in the statement of cash flows?

Reply—In accordance with FASB ASC 230, Statement of Cash Flows, a
lessee should report expenditures for leasehold improvements in the investing
section of a statement of cash flows. Cash allowances received from the landlord
should be presented in the lessee's operating activities section of its statement
of cash flows. The cash allowances from the lessor are treated for accounting
purposes as adjustments of rent. FASB ASC 230 does not identify rent pay-
ments on operating leases as investing or financing activities.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 5700

Contributions Made

.01 Income Tax Accounting for Contributions to Certain Not-for-
Profit Scholarship Funding Entities

Inquiry—A state's corporate income taxpayers are allowed a credit against
their state corporate income tax of 100 percent of eligible contributions made
during the year to a not-for-profit scholarship funding entity. Unused credits
may be carried forward up to 3 years. The taxpayer may not convey, assign, or
transfer the credit to another entity unless all of the assets of the taxpayer are
conveyed, assigned, or transferred in the same transaction.

Should corporate income taxpayers report contributions that qualify for
the tax credit as contributions or as income tax expense in income statements
prepared in accordance with generally accepted accounting principles?

Reply—Corporate income taxpayers should report such contributions as
contributions in their income statements in accordance with Financial Account-
ing Standards Board (FASB) Accounting Standards Codification (ASC) 720-25.

Such contributions meet the definition of a contribution in the FASB ASC
glossary. Just as the federal government offering a tax deduction for such a
contribution does not change the nonreciprocal nature of the gift, the fact that
the state provides a dollar-for-dollar tax credit to the donor for its remittance
to the scholarship funding entity does not change the nonreciprocal nature of
the gift. Nor does having only the alternative of paying a corresponding, higher
tax make the contribution involuntary.

FASB ASC 740, Income Taxes, provides that total income tax expense or
benefit for the year is the sum of deferred tax expense or benefit and income
taxes currently payable or refundable.

Example

Assumptions:

$100 contribution to qualified scholarship funding entity

$5,000 federal taxable income (includes $100 charitable contribution deduc-
tion)

Tax rate—5.5 percent

State Tax Computation:
Federal taxable income $5,000

Contribution 100

State taxable income 5,100

Tax rate 0.055

Pre-credit state income tax 275

Tax credit (100)

State income taxes payable $175
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Journal Entries:

Journal entries made during the year should achieve the following result:

Dr. Contributions 100

Cr. Cash 100

To record contribution to scholarship fund

Dr. Income tax expense 175

Cr. State income taxes payable 175

To record state income tax expense

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 6000

SPECIALIZED INDUSTRY PROBLEMS

TABLE OF CONTENTS
Section

6130 Finance Companies
.01 Amortization of Discount on Receivables of Consumer Finance

Companies
.02 Method of Recognizing Revenue From Finance Charges
.03 Method of Recognizing Revenue From Service Charges
.04 Method of Recognizing Revenue From Commissions on Loan

Insurance
.05 Disclosure of Contractual Maturities of Direct Cash Loans
.06 Balance Sheet Presentation of Subordinated Debt

[.07] Reserved
6140 Not-For-Profit Entities

.01 Inventory Valuation for a Not-for-Profit Scientific Entity

.02 Income Recognition of Membership Dues by Not-for-Profit Entity

.03 Lapsing of Time Restrictions on Receivables That Are Uncollected
at Their Due Date

.04 Lapsing of Restrictions on Receivables if Purpose Restrictions
Pertaining to Long-Lived Assets Are Met Before the Receivables
Are Due

[.05] Reserved
.06 Functional Category of Cost of Sales of Contributed Inventory
.07 Functional Category of Costs of Special Events
.08 Functional Category of the Costs of Direct Donor Benefits
.09 Reporting Bad Debt Losses
.10 Consolidation of Political Action Committee
.11 Costs of Soliciting Contributed Services and Time That Do Not

Meet the Recognition Criteria in FASB ASC 958
.12 Nondiscretionary Assistance Programs
.13 Note to Sections 6140.14–.18—Implementation of FASB ASC

958—Classification of a Beneficiary’s Interest in the Net
Assets of a Financially Interrelated Fund-Raising Foundation
(in the Beneficiary’s Financial Statements)

.14 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary can influence the
operating and financial decisions of the foundation to such an
extent that the beneficiary can determine the timing and
amount of distributions from the foundation.)
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Section

6140 Not-For-Profit Entities—continued
.15 Application of FASB ASC 958—Classification of a Beneficiary’s

Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary cannot influence the
operating and financial decisions of the foundation to such an
extent that the beneficiary can determine the timing and
amount of distributions from the foundation.)

.16 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (More Than One Beneficiary—Some
Contributions Are Designated)

.17 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary makes an
expenditure that meets a purpose restriction on net assets held
for its benefit by the recipient entity—The beneficiary can
influence the operating and financial decisions of the recipient
to such an extent that the beneficiary can determine the timing
and amount of distributions from the recipient.)

.18 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary makes an
expenditure that is consistent with a purpose restriction on net
assets held for its benefit by the recipient entity—The
beneficiary cannot influence the operating and financial
decisions of the recipient to such an extent that the beneficiary
can determine the timing and amount of distributions from the
recipient.)

.19 Application of FASB ASC 958—Classification of Distributions
From a Financially Interrelated Fund-Raising Foundation
(Recipient Entity) to a Health Care Beneficiary

.20 NPEs Reporting No Fund-Raising Expenses

.21 Should an NPE Report Amounts Charged to the NPE by a
Professional Fund-Raiser Gross, as Fund-Raising Expenses, or
Net, as a Reduction of Contributions?

.22 In Circumstances in Which the Reporting NPE Undertakes a
Transaction in Which Another NPE (Fund-Raising NPE) Raises
Contributions on Behalf of the Reporting NPE, and the
Reporting NPE Compensates the Fund-Raising NPE for Raising
Those Contributions (Compensation Including, But Not Limited
to, an Administrative Fee), Should the Reporting NPE Report
the Fund-Raising NPE’s Compensation Gross, as Fund-Raising
Expenses, or Net, as a Reduction of Contributions?

.23 Changing Net Asset Classifications Reported in a Prior Year

.24 Contributions of Certain Nonfinancial Assets, Such as
Fundraising Material, Informational Material, or Advertising,
Including Media Time or Space for Public Service
Announcements or Other Purposes

.25 Multiyear Unconditional Promises to Give—Measurement
Objective and the Effect of Changes in Interest Rates

.26 Not-for-Profit Entity With For-Profit Subsidiary and Adoption of
FASB ASU No. 2014-02 on Goodwill
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6300 Insurance Companies
.01 Recognition of Commission Income by Insurance Agency
.02 Method of Recognizing Revenue From Commissions on Credit

Life Insurance
.03 Recognition of Income on Unclaimed Refunds Due Policyholders

on Policy Cancellations
.04 Reserve for Future Claims of Title Insurance Company

[.05] Reserved
[.06] Reserved
[.07] Reserved

.08 Definition of an Insurance Benefit Feature

.09 Definition of an Assessment

.10 Level of Aggregation of Additional Liabilities Determined Under
FASB ASC 944

.11 Losses Followed by Losses

.12 Reinsurance

.13 Accounting for Contracts That Provide Annuitization Benefits

.14 Note to Sections 6300.15–.24—Accounting by Noninsurance
Enterprises for Property and Casualty Insurance Arrangements
That Limit Insurance Risk

.15 Finite Insurance

.16 Insurance Risk Limiting Features

.17 Transfer of Insurance Risk

.18 Accounting Guidance for Transfer of Insurance Risk

.19 Differences Between Retroactive and Prospective Insurance

.20 Accounting for Prospective Insurance

.21 Accounting for Retroactive Insurance

.22 Accounting for Multiple-Year Retrospectively Rated Insurance

.23 Deposit Accounting

.24 Identifying Accounting Model for Insurance Transactions

.25 Integrated/Nonintegrated Contract Features in Applying FASB
ASC 944-30

.26 Evaluation of Significance of Modification in Applying FASB
ASC 944-30

.27 Changes in Investment Management Fees and Other
Administrative Charges in Applying FASB ASC 944-30

.28 Definition of Reunderwriting for Purposes of Applying FASB ASC
944-30

.29 Contract Reinstatements in Applying FASB ASC 944-30

.30 Commissions Paid on an Increase in Insurance Coverage or
Incremental Deposits in Applying FASB ASC 944-30

.31 Participating Dividends and the Interaction of Guidance in FASB
ASC 944

.32 Premium Changes to Long Duration Contracts in Applying FASB
ASC 944-30

.33 Evaluation of Changes Under FASB ASC 944-30-35-37(a)
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Section

6300 Insurance Companies—continued
.34 Nature of Investment Return Rights in FASB ASC 944-30-35-37(b)

[.35] Reserved
.36 Prospective Unlocking
.37 Application of Accounting Standards Update No. 2010-26,

Financial Services—Insurance (Topic 944): Accounting for
Costs Associated with Acquiring or Renewing Insurance
Contracts (a consensus of the FASB Emerging Issues Task
Force)

.38 Retrospective Application of ASU No. 2010-26

.39 Cumulative Effect of Change in Accounting Principle—ASU
No. 2010-26

.40 Deferrable Commissions and Bonuses Under ASU No. 2010-26
6400 Health Care Entities

[.01] Reserved
[.02] Reserved
[.03] Reserved

.04 Hospital as Collecting Agent for Physicians [Amended]
[.05] Reserved
[.06] Reserved
[.07] Reserved
[.08] Reserved
[.09] Reserved
[.10] Reserved
[.11] Reserved

.12 General Obligation Bonds Issued for Current Use by City Owned
Hospital [Amended]

[.13] Reserved
[.14] Reserved
[.15] Reserved
[.16] Reserved

.17 Elimination of Profit on Intercompany Sales
[.18] Reserved

.19 Offsetting of Limited Use Assets

.20 Format of Combined or Consolidated Financial Statements
[.21] Reserved
[.22] Reserved
[.23] Reserved
[.24] Reserved

.25 Accounting for Transfer of Assets From Not-for-Profit to For-Profit
Entities

.26 Transfer of Assets From Subsidiary For-Profit Entity to
Not-for-Profit Stockholder Parent

[.27] Reserved
[.28] Reserved

.29 Timing of Recording Transfers Between Related Entities
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Section

6400 Health Care Entities—continued
.30 Accounting for Transactions Involving Medicaid Voluntary

Contribution or Taxation Programs [Amended]
[.31] Reserved
[.32] Reserved

.33 Accounting for a Joint Operating Agreement

.34 Accounting for Computer Systems Costs Incurred in Connection
With the Health Insurance Portability and Accountability Act of
1996 (HIPAA)

.35 Note to Sections 6400.36–.42—Implementation of FASB ASC
958—Classification of a Beneficiary’s Interest in the Net
Assets of a Financially Interrelated Fund-Raising Foundation
(in the Beneficiary’s Financial Statements)

.36 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary can influence the
operating and financial decisions of the foundation to such an
extent that the beneficiary can determine the timing and
amount of distributions from the foundation.)

.37 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary cannot influence the
operating and financial decisions of the foundation to such an
extent that the beneficiary can determine the timing and
amount of distributions from the foundation.)

.38 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation—Does Common Control Lead to the
Conclusion That the Beneficiary Can Determine the Timing and
Amount of Distributions from the Recipient?

.39 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (More Than One Beneficiary—Some
Contributions Are Designated)

.40 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary makes an
expenditure that meets a purpose restriction on net assets held
for its benefit by the recipient entity—The beneficiary can
influence the operating and financial decisions of the recipient
to such an extent that the beneficiary can determine the timing
and amount of distributions from the recipient.)

.41 Application of FASB ASC 958—Classification of a Beneficiary’s
Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (The beneficiary makes an
expenditure that is consistent with a purpose restriction on net
assets held for its benefit by the recipient entity—The
beneficiary cannot influence the operating and financial
decisions of the recipient to such an extent that the beneficiary
can determine the timing and amount of distributions from the
recipient.)
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6400 Health Care Entities—continued
.42 Application of FASB ASC 958—Classification of a Beneficiary’s

Interest in the Net Assets of a Financially Interrelated
Fund-Raising Foundation (Recipient Entity)—Accounting for
Unrealized Gains and Losses on Investments Held by the
Foundation

.43 Application of FASB ASC 958—Classification of Distributions
From a Financially Interrelated Fund-Raising Foundation
(Recipient Entity) to a Health Care Beneficiary

[.44] Reserved
.45 Applicability of FASB ASC 460—Accounting and Disclosure

Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others

.46 Applicability of FASB ASC 460—Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others—Mortgage Guarantees

.47 Application of Accounting Standards Update No. 2011-07,
Presentation and Disclosure of Patient Service Revenue,
Provision for Bad Debts, and the Allowance for Doubtful
Accounts for Certain Health Care Entities, in Consolidated
Financial Statements

.48 Accounting for Costs Incurred During Implementation of ICD-10

.49 Presentation of Claims Liability and Insurance
Recoveries—Contingencies Similar to Malpractice

.50 Accrual of Legal Costs Associated With Contingencies Other
Than Malpractice

.51 Presentation of Insurance Recoveries When Insurer Pays Claims
Directly

.52 Insurance Recoveries From Certain Retrospectively Rated
Insurance Policies

6500 Extractive Industries
[.01–.03] Reserved

6600 Real Estate
.01 Method of Recognizing Revenue From Commissions by Real

Estate Brokerage Firm
[.02] Reserved

.03 Accounting for Sale of Property With Option to Repurchase

.04 Method of Recognizing Profit on Sale of Undeveloped Land With
a Release Provision

[.05] Reserved
[.06] Reserved
[.07] Reserved
[.08] Reserved

6700 Construction Contractors
.01 Distinction Between Long-Term and Short-Term Construction

Contracts
[.02] Reserved
[.03] Reserved
[.04] Reserved
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6700 Construction Contractors—continued
[.05] Reserved
[.06] Reserved
[.07] Reserved
[.08] Reserved
[.09] Reserved

.10 Payments for Landfill Rights
6910 Investment Companies

[.01] Reserved
[.02] Reserved
[.03] Reserved
[.04] Reserved
[.05] Reserved
[.06] Reserved
[.07] Reserved
[.08] Reserved
[.09] Reserved
[.10] Reserved
[.11] Reserved
[.12] Reserved
[.13] Reserved
[.14] Reserved
[.15] Reserved

.16 Presentation of Boxed Investment Positions in the Condensed
Schedule of Investments of Nonregistered Investment
Partnerships

.17 Disclosure of Long and Short Positions

.18 Disclosure of an Investment in an Issuer When One or More
Securities or One or More Derivative Contracts Are
Held—Nonregistered Investment Partnerships

.19 Information Required to Be Disclosed in Financial Statements
When Comparative Financial Statements of Nonregistered
Investment Partnerships Are Presented

.20 Presentation of Purchases and Sales/Maturities of Investments in
the Statement of Cash Flows

.21 Recognition of Premium/Discount on Short Positions in
Fixed-Income Securities

.22 Presentation of Reverse Repurchase Agreements

.23 Accounting Treatment of Offering Costs Incurred by Investment
Partnerships

.24 Meaning of "Continually Offer Interests"

.25 Considerations in Evaluating Whether Certain Liabilities
Constitute "Debt" for Purposes of Assessing Whether an
Investment Company Must Present a Statement of Cash Flows

.26 Additional Guidance on Determinants of Net Versus Gross
Presentation of Security Purchases and Sales/Maturities in
the Statement of Cash Flows of a Nonregistered Investment
Company
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6910 Investment Companies—continued
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Q&A Section 6130

Finance Companies

.01 Amortization of Discount on Receivables of Consumer Finance
Companies

Inquiry—A client in the consumer finance business loans money for short
periods of time. What method should be used to amortize discounts on such
loans?

Reply—In determining income from loans receivable which have been is-
sued at a discount, the required method of income recognition for any such dis-
count is the interest method, as described in Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC) 310-20.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.02 Method of Recognizing Revenue From Finance Charges
Inquiry—A finance company would like to establish a policy of recogniz-

ing 15 percent of the finance charges on discount loans as revenues in the first
month of the loan and recognizing the balance of such charges as yield ad-
justments as the receivables are liquidated. Is this an acceptable method of
recognizing revenues from finance charges?

Reply—No. In accordance with FASB ASC 310-20, the interest (actuarial)
method should be used to account for interest income. In addition, FASB ASC
310-20-35-2 requires that certain direct loan acquisition costs be deferred and
treated as yield adjustments in applying the interest method.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.03 Method of Recognizing Revenue From Service Charges
Inquiry—A company finances insurance premiums of individuals through

various insurance agents. The company's policy is to receive completed pre-
mium finance agreements directly from the insurance agents. The amount fi-
nanced includes a finance charge and a nonreturnable service charge. The fi-
nance charge is recognized in income by the interest method.

How should the service charge be recognized on the records of the company?

Reply—In accordance with FASB ASC 310-20, the service charge should
also be recognized in income over the life of the related loan as an adjustment
of yield using the interest method.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.04 Method of Recognizing Revenue From Commissions on Loan
Insurance

Inquiry—A finance company receives commissions for loan insurance. How
should the company recognize commission revenues?

Reply—FASB ASC 942-605-25-1 states that the insurance commissions re-
ceived from independent insurers should be deferred and systematically amor-
tized to income over the life of the related insurance contracts because the in-
surance and lending activities are integral parts of the same transactions. The
method of commission amortization should be consistent with the method of
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premium income recognition for that type of policy in accordance with FASB
ASC 944, Financial Services—Insurance.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.05 Disclosure of Contractual Maturities of Direct Cash Loans
Inquiry—FASB ASC 944-805-50-4 states

Disclosures that typically would be required by the preceding para-
graph for the various specific elements included in the closed block
need not be made separately for the closed block if the nature of the
information for the closed block would not differ significantly from that
already included for the reporting entity as a whole. For example, it is
not necessary to show a separate schedule of contractual maturities
of closed block fixed maturity securities if the relative composition of
contractual maturities is similar to those of the reporting entity taken
as a whole. However, if the relative maturities of the closed block fixed
maturities securities differ from those of the reporting entity taken as
a whole, separate disclosures shall be made.

At December 31, 20X1, a company has only three loans outstanding of $36,000
each, payable monthly as follows: 12 installments of $3,000 each; 24 install-
ments of $1,500 each; and 36 installments of $1,000 each. How would these
contractual maturities properly be shown?

Reply—Appropriate disclosure of the amounts to be received would be:
20X2, $66,000; 20X3, $30,000; and 20X4, $12,000. Refer to FASB ASC 944-805-
55 for implementation guidance and illustrations.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.06 Balance Sheet Presentation of Subordinated Debt
Inquiry—A consumer finance company, whose financial statements are

used only by the company and its banks, would like to include subordinated debt
in its balance sheet with the caption "Total Subordinated Notes and Sharehold-
ers' Equity." The company believes that presentation would show more clearly
the position of the banks with respect to other creditors. Would the presenta-
tion be acceptable if the statements were clearly labeled, "For the Use of Banks
and Bankers Only"?

Reply—No. Although the total of subordinated long-term debt and stock-
holders' equity is important to creditors of finance companies, the prominent
presentation of this total in balance sheets causes many users of financial state-
ments to interpret this amount as total stockholders' equity, and, for this rea-
son, its use is not acceptable.

The proposed balance sheet presentation would not be in accordance with
generally accepted accounting principles even if the financial statements are
clearly and conspicuously labeled, "For the Use of Banks and Bankers Only."

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.07] Reserved
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Q&A Section 6140

Not-For-Profit Entities

.01 Inventory Valuation for a Not-for-Profit Scientific Entity
Inquiry—A not-for-profit scientific entity produces products that are sold at

a price less than cost. The difference between cost and sale proceeds is covered
by contributions. The not-for-profit entity reports inventories in its financial
statements at an arbitrary amount and discloses that fact on the face of the
financial statements. Is this accounting appropriate?

Reply—No. Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 330-10-35-1 states

A departure from the cost basis of pricing the inventory is required
when the utility of the goods is no longer as great as their cost. Where
there is evidence that the utility of goods, in their disposal in the ordi-
nary course of business, will be less than cost, whether due to physical
deterioration, obsolescence, changes in price levels, or other causes,
the difference shall be recognized as a loss of the current period. This
is generally accomplished by stating such goods at a lower level com-
monly designated as market.

Accordingly, inventories should be valued at lower of cost or market and not
at an arbitrary amount. The fact that the difference between the sales proceeds
and the costs is covered by contributions does not change the application of the
requirements of FASB ASC 330-10.

[Amended, June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

.02 Income Recognition of Membership Dues by Not-for-Profit
Entity

Inquiry—A local not-for-profit entity collects membership dues and does
not provide any services to its members in return for the dues. It records the
dues as contributions and recognizes them as revenue in the period they are
received. The entity provides services, such as seminars, group insurance, and
so on, to its members at an extra cost.

Is this the appropriate accounting method?

Reply—Yes. This entity qualifies as a not-for-profit entity under the FASB
ASC glossary definition. Accordingly, FASB ASC 958-605-25-2 would require
that the dues be recognized as contributions revenue when received since the
members receive no benefits from the dues. In accordance with FASB ASC 958-
605-25-1, if the member did receive benefits from those dues, dues revenue
would be recognized over the period of membership.

[Amended, June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

.03 Lapsing of Time Restrictions on Receivables That Are Uncol-
lected at Their Due Date

Inquiry—FASB ASC 958-605-45-5 provides that "receipts of unconditional
promises to give with payments due in future periods shall be reported as re-
stricted support unless explicit donor stipulations or circumstances surround-
ing the receipt of a promise make clear that the donor intended it to be used
to support activities of the current period. It is reasonable to assume that by
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specifying future payment dates donors indicate that their gift is to support ac-
tivities in each period in which a payment is scheduled. For example, receipts
of unconditional promises to give cash in future years generally increase tem-
porarily restricted net assets."

Do time restrictions on contributions receivable lapse when the receivable
is due or when it is collected?

Reply—Time restrictions on contributions receivable lapse when the re-
ceivable is due. (In some cases, the due date may be explicitly stated. In other
cases, circumstances surrounding receipt of the contribution may make clear
the implicit due date. In yet other cases, the due date may be unclear. NPEs
should consider the facts and circumstances surrounding the promise to give
to determine the due date, if any.)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.04 Lapsing of Restrictions on Receivables if Purpose Restrictions
Pertaining to Long-Lived Assets Are Met Before the Receivables Are
Due

Inquiry—FASB ASC 958-605-45-4 provides, in part, that "a restriction on a
not-for-profit entity's use of the assets contributed results either from a donor's
explicit stipulation or from circumstances surrounding the receipt of the con-
tribution that make clear the donor's implicit restriction on use." These are
purpose restrictions. FASB ASC 958-605-45-5 provides that "receipts of uncon-
ditional promises to give with payments due in future periods shall be reported
as restricted support unless explicit donor stipulations or circumstances sur-
rounding the receipt of a promise make clear that the donor intended it to be
used to support activities of the current period. It is reasonable to assume that
by specifying future payment dates donors indicate that their gift is to support
activities in each period in which a payment is scheduled. For example, receipts
of unconditional promises to give cash in future years generally increase tem-
porarily restricted net assets." These are time restrictions. FASB ASC 958-205-
45-9 provides, in part, as follows:

If two or more temporary restrictions are imposed on a contribution,
the effect of the expiration of those restrictions shall be recognized in
the period in which the last remaining restriction has expired.

FASB ASC 958-205-45-11 further provides, in part

Temporarily restricted net assets with time restrictions are not avail-
able to support expenses until the time restrictions have expired.

FASB ASC 958-205-45-12 further provides

Time restrictions implied on gifts of long-lived assets pursuant to para-
graph 958-605-45-6 expire as the economic benefits of the acquired
assets are used up; that is, over their estimated useful lives. In the ab-
sence of donor stipulations specifying how long donated assets must
be used or a not-for-profit entity's policy of implying time restrictions,
restrictions on long-lived assets, if any, or cash to acquire long-lived
assets expire when the assets are placed in service.

NPEs may receive promises to give contributions that are restricted by
donors for investment in long-lived assets. In some circumstances, the assets
may be placed in service, and the purpose restrictions met, prior to the due date
of the contribution. For example, an NPE may have a capital campaign, asking
for commitments to contribute over the next five years so the entity can build
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a new facility. A donor may promise to give $100,000 in five years in response
to that request.

Are the restrictions met when the assets are placed in service or when the
receivable is due?

Reply—NPEs should consider the facts and circumstances surrounding the
promise to give and whether those facts and circumstances indicate that the
donor intended the contribution to be used to support activities of the current
period, with constructing the building or placing it in service considered activ-
ities of the current period. If circumstances indicate that the donor intended
to support activities of the current period, there is no time restriction and the
preceding guidance in paragraphs 9 and 11–12 of FASB ASC 958-205-45 would
not be applicable, unless a restriction was placed on the contribution other than
constructing the building. If circumstances indicate that the donor's intent is
not to support activities of the current period, there are both a time restriction
and a purpose restriction. In accordance with FASB ASC 958-205-45-11, the
effect of the expiration of restrictions is recognized in the period in which the
last remaining restriction has expired.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.05] Reserved

.06 Functional Category of Cost of Sales of Contributed Inventory
Inquiry—How should the cost of sales of contributed inventory be re-

ported? For example, should it be reported as a separate supporting service, as
program, or as fund-raising?

Reply—Cost of sales of contributed inventory should be reported as the
cost of a separate supporting service, unless the item sold is related to a pro-
gram activity, in which case, cost of sales is reported as a cost of a program
activity. Cost of sales of contributed inventory should not be reported as fund-
raising.

.07 Functional Category of Costs of Special Events
Inquiry—FASB ASC 958-720-25-4 provides that "fundraising costs, includ-

ing the cost of special fundraising events, are incurred to persuade potential
donors to make contributions to a not-for-profit entity and shall be expensed
as incurred." The FASB ASC glossary defines the term fundraising activities
as "activities undertaken to induce potential donors to contribute money, se-
curities, services, materials, facilities, other assets, or time." Chapter 13 of the
AICPA Audit and Accounting Guide Not-for-Profit Entities provides guidance
on accounting for special events and provides that not-for-profit entities may re-
port the gross revenues of special events and other fund-raising activities with
the cost of direct benefits to donors (for example, meals and facilities rental)
displayed either (1) as a line item deducted from the special event revenues or
(2) in the same section of the statement of activities as are other programs or
supporting services and allocated, if necessary, among those various functions.

Should all costs of special fund-raising events, such as costs of direct
donor benefits that are provided in exchange transactions, be reported as fund-
raising?

Reply—The discussion of special fund-raising events in FASB ASC 958-
720-25 and 958-720-45 provide that some, but not necessarily all, costs of spe-
cial fund-raising events should be reported as fund-raising. Certain costs of
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special fund-raising events, such as costs of direct donor benefits that are pro-
vided in exchange transactions, should be reported in categories other than
fund-raising.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.08 Functional Category of the Costs of Direct Donor Benefits
Inquiry—NPEs may hold special events that provide donor benefits. For ex-

ample, an entity may hold a special event and provide a meal to donors, which
would be a direct donor benefit. Paragraphs 10–15 of FASB ASC 958-720-55
provide guidance on reporting the costs of special events, including the costs of
direct donor benefits. Paragraphs 20–22 of FASB ASC 958-720-45 provide that,
if cost of sales relates to an item that is program related, cost of sales should
be reported as program expense. Otherwise, cost of sales could be reported as a
separate supporting service. Also, FASB ASC 958-720-45-19 provides that the
cost of premiums provided that are greater than nominal in value should be re-
ported as cost of sales. However, FASB ASC 958 provides no guidance concern-
ing the functional category in which the costs of direct donor benefits should
be reported in circumstances in which the benefits are not program related,
beyond providing that they should be reported as a supporting service.

In which functional category should the costs of direct donor benefits that
are not program related be reported?

Reply—The costs of donor benefits that are not program related and that
are provided in exchange transactions should be reported as a separate sup-
porting category, such as cost of sales, and should not be reported as fund-
raising.

The costs of donor benefits that are not program related and that are pro-
vided in transactions that are other than exchange transactions, such as a fund-
raising dinner for which there is no charge to attend, should be reported as
fund-raising.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.09 Reporting Bad Debt Losses
Inquiry—FASB ASC 958-225-45-7 provides that expenses should be re-

ported as decreases in unrestricted net assets.

FASB ASC 958-225-45-15 provides that "a statement of activities may re-
port gains and losses as net amounts if they result from peripheral or incidental
transactions or from other events and circumstances that may be largely be-
yond the control of the not-for-profit entity and its management."

FASB ASC 958-310-35-7 provides that, if the fair value of contributions
arising from unconditional promises to give cash or noncash assets decreases
subsequent to initial measurement because of changes in the quantity or nature
of assets expected to be received, the decrease should be recognized as expenses
or losses (bad debt) in the period(s) in which the expectation changes.1

May bad debt losses be netted against contribution revenue?

1 The provision that certain decreases in the fair value of contributions arising from uncondi-
tional promises to give should be accounted for as losses, rather than as expenses, is an accounting
convention. This convention provides that, in circumstances in which the net assets related to receiv-
ables are represented as restricted net assets, decreases in net assets should be reported as decreases
in restricted net assets, rather than as decreases in unrestricted net assets.
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Reply—Bad debt losses are prohibited from being netted against contribu-

tion revenue under FASB ASC 958-225-45-15 because losses are permitted to
be netted only against gains, and not against revenues.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.10 Consolidation of Political Action Committee
Inquiry—Some not-for-profit entities are related to other not-for-profit en-

tities that perform political activities that the reporting entity does not wish to
perform, perhaps because performing those activities may threaten the report-
ing entity's tax exempt status, the reporting entity is precluded from conduct-
ing such activities, or for other reasons. For example, a membership entity may
establish and sponsor a political action committee (PAC) whose mission is to
further the interests of the membership entity. The resources held by the PAC
are used for the purposes of the membership entity and the governing board of
the PAC is appointed by the board of the membership entity.

Does FASB ASC 958-810 require consolidation of PACs in the circum-
stances previously described?

Reply—FASB ASC 958-810 requires consolidating PACs in the circum-
stances described in the preceding. Under FASB ASC 958-810, the threshold
issues pertaining to the circumstances previously described are whether there
is (1) control through a majority voting interest in the board of the PAC and
(2) an economic interest. In the circumstances described in the preceding, both
are present. Control through a majority voting interest in the board of the PAC
exists because the governing board of the PAC is appointed by the board of the
membership entity. An economic interest exists because the PAC holds signifi-
cant resources that must be used for the purposes of the membership entity.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.11 Costs of Soliciting Contributed Services and Time That Do Not
Meet the Recognition Criteria in FASB ASC 958

Inquiry—Questions have arisen about the classification of costs of soliciting
contributed services and time. The issue focuses on whether those costs should
be reported as fundraising in all cases or whether, in circumstances in which
the services or time do not meet the recognition criteria in FASB ASC 958-605-
25-16, those costs should be reported in the functional category to which the
solicited services or time pertain.

According to FASB ASC 958-720-45-9, fundraising activities include the
following:

a. Publicizing and conducting fundraising campaigns
b. Maintaining donor mailing lists
c. Conducting special fundraising events
d. Preparing and distributing fundraising manuals, instructions, and

other materials
e. Conducting other activities involved with soliciting contributions

from individuals, foundations, government agencies, and others.
The FASB ASC glossary defines contribution and provides as follows:

An unconditional transfer of cash or other assets to an entity or a set-
tlement or cancellation of its liabilities in a voluntary nonreciprocal
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transfer by another entity acting other than as an owner. Those charac-
teristics distinguish contributions from exchange transactions, which
are reciprocal transfers in which each party receives and sacrifices ap-
proximately equal value; from investments by owners and distribu-
tions to owners, which are nonreciprocal transfers between an entity
and its owners; and from other nonreciprocal transfers, such as im-
positions of taxes or fines and thefts, which are not voluntary trans-
fers. In a contribution transaction, the value, if any, returned to the
resource provider is incidental to potential public benefits. In an ex-
change transaction, the potential public benefits are secondary to the
potential proprietary benefits to the resource provider. The term con-
tribution revenue is used to apply to transactions that are part of the
entity's ongoing major or central activities (revenues), or are periph-
eral or incidental to the entity (gains).

The FASB ASC glossary defines the term fundraising activities as follows:

Activities undertaken to induce potential donors to contribute money,
securities, services, materials, facilities, other assets, or time.

FASB ASC 958-605-25-16 discusses recognition criteria for contributed ser-
vices and provides, in part, as follows:

Contributions of services shall be recognized if the services received
meet any of the following criteria:

a. They create or enhance nonfinancial assets

b. They require specialized skills, are provided by individu-
als possessing those skills, and would typically need to be
purchased if not provided by donation.

Contributed services that do not meet these criteria are prohibited from
being recognized.

As previously mentioned, questions have arisen about the classification
of the costs of soliciting contributed services and time that do not meet the
recognition criteria in FASB ASC 958-605-25-16.

How should the costs of soliciting contributed services that do not meet the
recognition criteria in FASB ASC 958-605-25-16 be reported?

Reply—FASB ASC 958-720-45-10 provides that fundraising activities in-
clude soliciting contributions of services from individuals, regardless of whether
those services meet the recognition criteria for contributions in paragraphs 2–
20 of FASB ASC 958-605-25.2 For example, costs of soliciting contributed ser-
vices to be used in program functions should be reported as fundraising, even
if the services do not meet the recognition criteria. Similarly, costs of soliciting
management and general services should be reported as fundraising, even if
the management and general services do not meet the recognition criteria.

Certain contributed services are prohibited from being recognized for
practical, rather than conceptual, reasons. Those services are nevertheless
contributions, regardless of whether or not they are recognized. Therefore,

2 NPEs frequently incur other costs in connection with contributed services, such as costs of
training and managing volunteers. Costs of training and managing volunteers should not be reported
as fund-raising, unless those volunteers are performing fundraising functions.
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soliciting those contributions meets the definition of fundraising in the FASB
ASC glossary.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.12 Nondiscretionary Assistance Programs
Inquiry—FASB ASC 958 provides guidance for transactions in which an

entity—the donor—makes a contribution by transferring assets to a not-for-
profit entity—the recipient entity, as defined in the FASB ASC glossary—that
accepts the assets from the donor and agrees to use those assets on behalf of
or transfer those assets, the return on investment of those assets, or both to
another entity—the beneficiary—that is specified by the donor. It also provides
guidance for transactions that take place in a similar manner but are not con-
tributions because the transfers are revocable, repayable, or reciprocal. FASB
ASC 958 provides that a recipient entity that (a) accepts assets from a donor
without variance power and (b) agrees to use those assets on behalf of or trans-
fer those assets, the return on investment of those assets, or both to a specified
beneficiary that is not financially interrelated is not a donee. The recipient en-
tity should recognize its liability to the specified beneficiary concurrent with its
recognition of cash or other financial assets3 received from the donor. Further,
FASB ASC 958 provides that a nondonee recipient entity that receives nonfi-
nancial assets is permitted, but not required, to recognize its liability and those
assets provided that the entity reports consistently from period to period and
discloses its accounting policy.

FASB ASC 958-605-55-71 discusses transfers that are not contributions
and provides as follows:

Receipts of resources as an agent, trustee, or intermediary of a donor
are not contributions received to the agent because the recipient of
assets who is an agent or trustee has little or no discretion in deter-
mining how the assets transferred will be used. For the same reason,
deliveries of resources as an agent, trustee, or intermediary of a donor
are not contributions made by the agent. Similarly, contributions of
services (time, skills, or expertise) between donors and donees that
are facilitated by an intermediary are not contributions received or
contributions made by the intermediary.

Some NPEs participate in activities wherein the resource provider (donor)
determines the eligibility requirements for the ultimate beneficiaries and the
NPE must disburse to any who meet guidelines specified by the resource
provider or return the assets. In some of those programs, the NPE receives as-
sets, such as food, food vouchers, public transportation vouchers, and cash and
distributes the assets on behalf of the resource provider (donor) in exchange for
a fee for performing that service.

3 The Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC)
glossary defines financial assets as

cash, evidence of an ownership interest in an entity, or a contract that conveys to one entity a
right to do either of the following:

a. Receive cash or another financial instrument from a second entity

b. Exchange other financial instruments on potentially favorable terms with the second
entity
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Should recipient entity NPEs report receipts and disbursements of assets
under such programs (other than any fees for performing the service) as rev-
enues and expenses?

Reply—Receipts and disbursements of assets under such programs (other
than any fees for performing the service) are agency transactions, and are not
contributions to the recipient entity NPE. A recipient entity that receives fi-
nancial assets, such as cash or vouchers that can be exchanged for cash, should
recognize its liability to the beneficiaries concurrent with its recognition of fi-
nancial assets received from the donor. A recipient entity that receives nonfi-
nancial assets, such as food vouchers or public transportation vouchers that are
denominated in either dollar values or in nonfinancial terms, such as pounds
of food or bus rides, but that will not be settled in cash, is permitted, but not
required, to recognize its liability and those assets provided that the entity re-
ports consistently from period to period and discloses its accounting policy.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 Note to Sections 6140.14–.18—Implementation of FASB ASC
958—Classification of a Beneficiary's Interest in the Net Assets of a Fi-
nancially Interrelated Fund-Raising Foundation (in the Beneficiary's
Financial Statements)

Some not-for-profit entities have separate fund-raising foundations (com-
monly referred to as institutionally related foundations) that solicit contribu-
tions on their behalf. FASB ASC 958 provides guidance on (among other things)
the accounting that should be followed by such institutionally related founda-
tions and their related beneficiary entity(ies) with respect to contributions re-
ceived by the foundation.

Some institutionally related foundations and their beneficiary entities
meet the characteristics of financially interrelated entities provided in FASB
ASC 958-20-15-2. If entities are financially interrelated, FASB ASC 958 pro-
vides that the balance sheet of the beneficiary entity(ies) should reflect that
entity's interest in the net assets of the foundation, and that interest should
be periodically adjusted to reflect the beneficiary's share of the changes in the
net assets of the foundation. This accounting is similar to the equity method of
accounting, which is described in FASB ASC 323, Investments—Equity Method
and Joint Ventures.

FASB ASC 323-10-35-5 requires that the periodic adjustment of the invest-
ment be included in the determination of the investor's net income. The pur-
pose of sections 6140.14–.18 (applicable to NPEs other than health care [HC]
entities) and sections 6400.36–.42 (applicable to not-for-profit HC entities) is
to clarify that in circumstances in which the recipient and the beneficiary are
financially interrelated:

� Beneficiary entities should segregate the adjustment into changes
in restricted and unrestricted net assets. (NPE TPA [sections
6140.14–.16]; HC TPA [section 6400.36–37 and .39])

� In circumstances in which the beneficiary can influence the finan-
cial decisions of the recipient entity to such an extent that the
beneficiary can determine the timing and amount of distributions
from the recipient to the beneficiary, the existence of the recipient
entity should be transparent in determining the net asset classi-
fications in the beneficiary's financial statements. In other words,
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the recipient cannot impose time or purpose restrictions beyond
those imposed by the donor. (NPE TPA [sections 6140.14 and .16];
HC TPA [sections 6400.36 and .39])

� In circumstances in which the beneficiary cannot influence the fi-
nancial decisions of the recipient entity to such an extent that the
beneficiary can determine the timing and amount of distributions
from the recipient to the beneficiary, the existence of the recipient
entity creates an implied time restriction on the beneficiary's net
assets attributable to the beneficiary's interest in the net assets
of the recipient (in addition to any other restrictions that may ex-
ist). Accordingly, in recognizing its interest in the net assets of the
recipient entity and the changes in that interest, the beneficiary
should classify the resulting net assets and changes in those net
assets as temporarily restricted (unless donors placed permanent
restrictions on their contributions). (NPE TPA [section 6140.15];
HC TPA [section 6400.37])

� In circumstances in which the beneficiary can influence the finan-
cial decisions of the recipient entity to such an extent that the
beneficiary can determine the timing and amount of distributions
from the recipient to the beneficiary and some net assets held by
the recipient for the benefit of the beneficiary are subject to pur-
pose restrictions (for example, net assets of the recipient restricted
to the beneficiary's purchase of property, plant, and equipment
[PPE]), expenditures by the beneficiary that meet those purpose
restrictions result in the beneficiary (and recipient) reporting re-
classifications from temporarily restricted to unrestricted net as-
sets (assuming that the beneficiary has no other net assets sub-
ject to similar purpose restrictions), unless those net assets are
subject to time restrictions that have not expired, including time
restrictions that are implied on contributed long-lived assets as
a result of the beneficiary's accounting policy pursuant to FASB
ASC 958-605-45-6. (If those net assets are subject to time restric-
tions that have not expired and the beneficiary has other net as-
sets with similar purpose restrictions, the restrictions on those
other net assets would expire in accordance with FASB ASC 958.
These sections do not, however, establish a hierarchy pertaining
to which restrictions are released first—restrictions on net assets
held by the recipient or purpose restrictions on net assets held
by the beneficiary.) (NPE TPA [section 6140.17]; HC TPA [section
6400.40])

� In circumstances in which the beneficiary cannot influence the
financial decisions of the recipient entity to such an extent that
the beneficiary can determine the timing and amount of distri-
butions from the recipient to the beneficiary and some net assets
held by the recipient for the benefit of the beneficiary are subject to
purpose restrictions, though not subject to time restrictions other
than the implied time restrictions that exist because the benefi-
ciary cannot determine the timing and amount of distributions
from the recipient to the beneficiary, expenditures by the benefi-
ciary that are consistent with those purpose restrictions should
not result in the beneficiary reporting a reclassification from
temporarily restricted to unrestricted net assets, subject to the
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exceptions in the following sentence. Expenditures by the benefi-
ciary that are consistent with those purpose restrictions should re-
sult in the beneficiary reporting a reclassification from temporar-
ily restricted to unrestricted net assets if (a) the recipient has no
discretion in deciding whether the purpose restriction is met4 or
(b) the recipient distributes or obligates itself to distribute to the
beneficiary amounts attributable to net assets restricted for the
particular purpose, or otherwise indicates that the recipient in-
tends for those net assets to be used to support the particular
purpose as an activity of the current period. In all other circum-
stances, (a) purpose restrictions and (b) implied time restrictions
on the net assets attributable to the interest in the recipient en-
tity exist and have not yet expired. (However, if the beneficiary
has other net assets with similar purpose restrictions, those re-
strictions would expire in accordance with FASB ASC 958. These
TPAs do not establish a hierarchy pertaining to which restrictions
are released first—restrictions on net assets held by the recipient
or restrictions on net assets held by the beneficiary.) (NPE TPA
[section 6140.18]; HC TPA [section 6400.41])

� For HC NPEs Only. In circumstances in which the beneficiary can
influence the financial decisions of the recipient to such an ex-
tent that the beneficiary can determine the timing and amount
of distributions from the recipient to the beneficiary, changes in
the beneficiary's interest in the net assets of a recipient entity at-
tributable to unrealized gains and losses on investments should
be included or excluded from the performance indicator in accor-
dance with FASB ASC 954-10, FASB ASC 954-205-45, FASB ASC
954-320-45, FASB ASC 954-320-55, and FASB ASC 954-605 in the
same manner that they would have been had the beneficiary had
the transactions itself. Similarly, in applying this guidance, the
determination of whether amounts are included or excluded from
the performance measure should comprehend that if the benefi-
ciary cannot influence the financial decisions of the recipient en-
tity to such an extent that the beneficiary can determine the tim-
ing and amount of distributions from the recipient to the bene-
ficiary, an implied time restriction exists on the beneficiary's net
assets attributable to the beneficiary's interest in the net assets
of the recipient (in addition to any other restrictions that may ex-
ist). Accordingly, in circumstances in which the beneficiary cannot
influence the financial decisions of the recipient entity to such an
extent that the beneficiary can determine the timing and amount
of distributions from the recipient to the beneficiary, the benefi-
ciary should classify the resulting net assets and changes in those

4 In some circumstances, the purpose restrictions may be so broad that the recipient entity has
discretion in deciding whether expenditures by the beneficiary that are consistent with those purpose
restrictions actually meet those purpose restrictions. For example, the recipient's net assets may have
arisen from a contribution that was restricted for the beneficiary's purchase of research equipment,
with no particular research equipment specified. Purchasing an XYZ microscope, which is consistent
with that purpose restriction, may or may not meet that purpose restriction, depending on the decision
of the recipient. In contrast, the net assets may have arisen from a contribution that was restricted
for an XYZ microscope. Purchasing an XYZ microscope, which also is consistent with that purpose
restriction, would result in the recipient having no discretion in determining whether that purpose
restriction is met.
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net assets as temporarily restricted (unless donors placed per-
manent restrictions on their contributions) and therefore exclude
those changes from the performance indicator. (HC TPA [section
6400.42])

� For HC NPEs Only. In circumstances in which the recipient entity
and the beneficiary are both controlled by the same entity, entities
should consider the specific facts and circumstances to determine
whether the beneficiary can influence the financial decisions of the
recipient entity to such an extent that the beneficiary can deter-
mine the timing and amount of distributions from the recipient to
the beneficiary. (HC TPA [section 6400.38])

Technical Practice Aids for Not-for-Profit Entities
Implementation of FASB ASC 958—Classification of a Beneficiary's

Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (in the Beneficiary's Financial Statements)

HC NPEs

NPEs that are not HC NPEs

Can the
beneficiary
determine the
timing and
amount of
distributions
from the
recipient to
the
beneficiary?
[Not-for-profit
health care
entities (HC
NPEs) under
common
control
consider HC
Technical
Practice Aid
(TPA) section
6400.38]

How does the
existence of
the recipient
affect the
beneficiary's
reporting of
its interest?

Are any net assets
held by the
recipient for the
benefit of the
beneficiary subject
to donor-imposed
purpose restrictions
and has the
beneficiary made
expenditures that
meet those purpose
restrictions (in
circumstances in
which the
beneficiary can
determine the
timing and amount
of distributions
from the recipient
to the beneficiary)
or that are
consistent with
those purpose
restrictions (in
circumstances in
which the
beneficiary cannot
determine the
timing and amount
of distributions
from the recipient
to the beneficiary)?

Are any changes in
the beneficiary's
interest in the net
assets of the
recipient
attributable to
unrealized gains
and losses on
investments?

(continued)
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HC NPEs

NPEs that are not HC NPEs

Yes Existence of
recipient is
transparent in
determining net
asset
classifications.
(NPE TPA
[sections
6140.14 and
.16]; HC TPA
[sections
6400.36 and
.39])

Reclass the applicable
net assets from
temporarily restricted
(TR) to unrestricted
(UR) unless those net
assets are subject to
time restrictions that
have not expired.
(NPE TPA [section
6140.17]; HC TPA [
section 6400.40])

Changes in the
beneficiary's interest
in the net assets of a
recipient entity
attributable to
unrealized gains and
losses on investments
should be included or
excluded from the
performance indicator
in accordance with
FASB ASC 954-10,
FASB ASC
954-205-45, FASB
ASC 954-320-45,
FASB ASC
954-320-55, and
FASB ASC 954-605 in
the same manner that
they would have been
had the beneficiary
had the transactions
itself. (HC TPA
[section 6400.42])

No Existence of the
recipient
creates an
implied time
restriction on
the beneficiary's
net assets
attributable to
the beneficiary's
interest in the
net assets of the
recipient. (NPE
TPA [section
6140.15]; HC
TPA [ section
6400.37])

Reclass the applicable
net assets from TR to
UR only if the purpose
restriction and the
implied time
restriction are met.
Whether the purpose
restriction is met
depends in part on (1)
whether the recipient
has discretion in
determining whether
the purpose restriction
is met and (2) the
recipient's decision in
exercising that
discretion, if any. (NPE
TPA [ section 6140.18];
HC TPA [section
6400.41])

An implied time
restriction exists on
the beneficiary's net
assets attributable to
the beneficiary's
interest in the net
assets of the recipient.
The beneficiary
should classify the
resulting net assets
and changes in those
net assets as
temporarily restricted
(unless donors placed
permanent
restrictions on their
contributions) and
therefore exclude
those changes from
the performance
indicator. (HC TPA
[section 6400.42])

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.14 Application of FASB ASC 958—Classification of a Beneficiary's

Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary can influence the operating and finan-
cial decisions of the foundation to such an extent that the benefi-
ciary can determine the timing and amount of distributions from the
foundation.)

Inquiry—ABC Research Institute, a not-for-profit entity subject to FASB
ASC 9585 and ABC Foundation are financially interrelated entities as de-
scribed in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is or-
ganized for the purpose of stimulating voluntary financial support from donors
for the sole benefit of ABC Research Institute. Assume that ABC Research In-
stitute can influence the operating and financial decisions of ABC Foundation
to such an extent that ABC Research Institute can determine the timing and
amount of distributions from ABC Foundation to ABC Research Institute.

During its most recent fiscal year, ABC Foundation's activities resulted in
an increase in net assets (before distributions) of $3,200, comprised of $2,000 in
unrestricted contributions, $1,000 in temporarily restricted contributions (pur-
pose restrictions), $500 in unrestricted dividend and interest income, and $300
in expenses. In addition, ABC Foundation distributed $2,500 in cash represent-
ing unrestricted net assets to ABC Research Institute. How should this activity
be reported in ABC Research Institute's financial statements?

Reply—Because ABC Foundation (the recipient entity) and ABC Research
Institute (the beneficiary) are financially interrelated, FASB ASC 958-20-25-
2 requires ABC Research Institute to recognize its interest in the net assets
of ABC Foundation and periodically adjust that interest for its share of the
change in net assets of ABC Foundation. This is similar to the equity method
of accounting described in FASB ASC 323.

In recognizing its interest in the net assets of ABC Foundation and the
changes in that interest, ABC Research Institute should classify the resulting
net assets as if contributions were received by ABC Research Institute directly
from the donor, because ABC Research Institute can influence the operating
and financial decisions of ABC Foundation to such an extent that ABC Re-
search Institute can determine the timing and amount of distributions from
ABC Foundation to ABC Research Institute. In other words, the existence of
ABC Foundation should be transparent in determining the net asset classifi-
cations in ABC Research Institute's financial statements because ABC Foun-
dation cannot impose time or purpose restrictions beyond those imposed by
the donor. (Any instructions given by ABC Foundation are designations, rather
than restrictions.)

In the circumstances described in the preceding, ABC Research Institute
would initially increase its asset, "Interest in Net Assets of ABC Foundation" for
the change in ABC Foundation's net assets ($3,200). ABC Research Institute's
Statement of Activity would include "Change in Unrestricted Interest in ABC
Foundation" of $2,200, which would be reported as an increase in unrestricted
net assets, and "Change in Temporarily Restricted Interest in ABC Foundation"
of $1,000 as an increase in temporarily restricted net assets.

5 This section addresses not-for-profit entities subject to FASB ASC 958. Section 6400.36, "Appli-
cation of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets of a Financially
Interrelated Fund-Raising Foundation (The beneficiary can influence the operating and financial de-
cisions of the foundation to such an extent that the beneficiary can determine the timing and amount
of distributions from the foundation.)," addresses a similar issue for not-for-profit health care entities
subject to FASB ASC 954, Health Care Entities.
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The $2,500 distribution from ABC Foundation to ABC Research Institute
would not be reported as an increase in net assets on ABC Research Insti-
tute's Statement of Activity. By analogy to equity method accounting, the $2,500
would be reported in a manner similar to a distribution from a subsidiary to
its parent (for example, a dividend). ABC Research Institute should report the
distribution by increasing cash and decreasing its interest in the net assets of
ABC Foundation.

If the distribution represented restricted net assets, ABC Research Insti-
tute would not reclassify the net assets from temporarily restricted to unre-
stricted at the time of the distribution. Instead, ABC Research Institute would
reclassify the net assets from temporarily restricted to unrestricted when those
restrictions were met.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.15 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary cannot influence the operating and finan-
cial decisions of the foundation to such an extent that the beneficiary
can determine the timing and amount of distributions from the foun-
dation.)

Inquiry—ABC Research Institute, a not-for-profit entity subject to FASB
ASC 9586 and ABC Foundation are financially interrelated entities as de-
scribed in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is or-
ganized for the purpose of stimulating voluntary financial support from donors
for the sole benefit of ABC Research Institute. Assume that ABC Research In-
stitute cannot, however, influence the operating and financial decisions of ABC
Foundation to such an extent that ABC Research Institute can determine the
timing and amount of distributions from ABC Foundation to ABC Research
Institute.

During its most recent fiscal year, ABC Foundation's activities resulted in
an increase in net assets (before distributions) of $3,200, comprised of $2,000 in
unrestricted contributions, $1,000 in temporarily restricted contributions (pur-
pose restrictions), $500 in unrestricted dividend and interest income, and $300
in expenses. In addition, ABC Foundation elected to distribute $2,500 in cash
representing unrestricted net assets to ABC Research Institute. How should
this activity be reported in ABC Research Institute's financial statements?

Reply—Because ABC Foundation (the recipient entity) and ABC Research
Institute (the beneficiary) are financially interrelated, FASB ASC 958-20-25-
2 requires ABC Research Institute to recognize its interest in the net assets
of ABC Foundation and periodically adjust that interest for its share of the
change in net assets of ABC Foundation. This is similar to the equity method
of accounting described in FASB ASC 323.

ABC Research Institute cannot influence the operating and financial de-
cisions of ABC Foundation to such an extent that ABC Research Institute can

6 This section addresses not-for-profit entities subject to FASB ASC 958. Section 6400.37, "Ap-
plication of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets of a Finan-
cially Interrelated Fund-Raising Foundation (The beneficiary cannot influence the operating and fi-
nancial decisions of the foundation to such an extent that the beneficiary can determine the timing
and amount of distributions from the foundation.)," addresses a similar issue for not-for-profit health
care entities subject to FASB ASC 954.
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determine the timing and amount of distributions from ABC Foundation to
ABC Research Institute. Therefore, an implied time restriction exists on ABC
Research Institute's interest in the net assets of ABC Foundation (in addition
to any other restrictions that may exist). Accordingly, in recognizing its inter-
est in the net assets of ABC Foundation and the changes in that interest, ABC
Research Institute should classify the resulting net assets as changes in tem-
porarily restricted net assets (unless donors placed permanent restrictions on
their contributions).

In the circumstances described in the preceding, ABC Research Institute
would initially increase its asset, "Interest in Net Assets of ABC Foundation"
for the change in ABC Foundation's net assets ($3,200). ABC Research Insti-
tute's Statement of Activity would include "Change in Temporarily Restricted
Interest in ABC Foundation" of $3,200 as an increase in temporarily restricted
net assets.

The $2,500 distribution from ABC Foundation to ABC Research Institute
would not be reported as an increase in net assets on ABC Research Insti-
tute's Statement of Activity. By analogy to equity method accounting, the $2,500
would be treated similar to a distribution from a subsidiary to its parent (for
example, a dividend). ABC Research Institute should report the distribution by
increasing cash and decreasing its interest in the net assets of ABC Foundation.

ABC Research Institute would reclassify the net assets from temporarily
restricted to unrestricted at the time of the distribution, because the time re-
striction would expire at the time of the distribution. (If those net assets were
subject to purpose or time restrictions that remained even after the net assets
had been distributed to ABC Research Institute, ABC Research Institute would
not reclassify the net assets from temporarily restricted to unrestricted at the
time of the distribution. Instead, ABC Research Institute would reclassify the
net assets from temporarily restricted to unrestricted when those restrictions
were met.)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.16 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (More Than One Beneficiary—Some Contributions Are
Designated)

Inquiry—DEF Arts Entity is the parent of three brother-sister not-for-profit
entities: Ballet, Orchestra, a not-for-profit entity subject to FASB ASC 9587 and
Foundation. Foundation is organized for the purpose of raising contributions for
the benefit of both Ballet and Orchestra. The four entities are legally separate
not-for-profit entities that are financially interrelated pursuant to the guidance
in FASB ASC 958-20-15-2. Assume that Orchestra can influence the financial
decisions of Foundation to such an extent that Orchestra can determine the
timing and amount of distributions from Foundation to Orchestra.

A donor contributes $5,000 cash to Foundation and stipulates that the con-
tribution is for the benefit of Orchestra. Foundation would record the contri-
bution as temporarily restricted revenue (because Foundation must use the

7 This section addresses not-for-profit entities subject to FASB ASC 958. Section 6400.39, "Appli-
cation of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets of a Financially
Interrelated Fund-Raising Foundation (More Than One Beneficiary—Some Contributions Are Desig-
nated)," addresses a similar issue for not-for-profit health care entities subject to FASB ASC 954.
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contribution for the benefit of Orchestra). In its separately issued finan-
cial statements, Orchestra would recognize its interest in the net assets at-
tributable to that contribution by debiting "Interest in Net Assets of Foun-
dation" for $5,000. Would the offsetting credit be reported as temporarily re-
stricted revenue (because the net assets attributable to the contribution are re-
stricted on Foundation's Balance Sheet) or unrestricted revenue (because there
are no donor-imposed time restrictions or purpose restrictions on how Orches-
tra must use the contribution)?

Reply—Orchestra should report the offsetting credit as unrestricted rev-
enue. Because Orchestra can influence the financial decisions of Foundation to
such an extent that Orchestra can determine the timing and amount of dis-
tributions from Foundation to Orchestra, no implied time restriction exists on
Orchestra's net assets attributable to its interest in the net assets of Founda-
tion. Accordingly, in recognizing its interest in the net assets of Foundation and
the changes in that interest, Orchestra should classify the resulting net assets
as if contributions were received by Orchestra directly from the donor. In other
words, the existence of Foundation should be transparent in determining the
net asset classifications in Orchestra's separately issued financial statements
because Foundation cannot impose time or purpose restrictions beyond those
imposed by the donor. (Any instructions given by Foundation are designations,
rather than restrictions.)

Because there are no donor-imposed restrictions on how Orchestra must
use the contribution, Orchestra should report the change in its interest in the
net assets attributable to the contribution as an increase in unrestricted net as-
sets in its separately issued Statement of Activity. When Foundation actually
distributes the funds, Orchestra should increase cash and decrease its interest
in net assets of Foundation; the distributions would have no effect on Orches-
tra's Statement of Activity.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.17 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary makes an expenditure that meets a pur-
pose restriction on net assets held for its benefit by the recipient
entity—The beneficiary can influence the operating and financial de-
cisions of the recipient to such an extent that the beneficiary can de-
termine the timing and amount of distributions from the recipient.)

Inquiry—ABC Research Institute, a not-for-profit entity subject to FASB
ASC 9588 and ABC Foundation are financially interrelated entities as de-
scribed in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is or-
ganized for the purpose of stimulating voluntary financial support from donors
for the sole benefit of ABC Research Institute. Assume that ABC Research In-
stitute can influence the operating and financial decisions of ABC Foundation
to such an extent that ABC Research Institute can determine the timing and
amount of distributions from ABC Foundation to ABC Research Institute.

8 This section addresses not-for-profit entities subject to FASB ASC 958. Section 6400.40,"Appli-
cation of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets of a Financially
Interrelated Fund-Raising Foundation (The beneficiary makes an expenditure that meets a purpose
restriction on net assets held for its benefit by the recipient organization—The beneficiary can influ-
ence the operating and financial decisions of the recipient to such an extent that the beneficiary can
determine the timing and amount of distributions from the recipient.)," addresses a similar issue for
not-for-profit health care entities subject to FASB ASC 954.
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ABC Foundation's net assets consist of $3,000,000 resulting from cash con-

tributions restricted for the purchase of property, plant, and equipment (PPE)
by ABC Research Institute. ABC Research Institute has recorded its interest
in those net assets by debiting "Interest in net assets of ABC Foundation" and
crediting "Change in interest in ABC Foundation," which is reported as an in-
crease in temporarily restricted net assets. ABC Research Institute's account-
ing policy is to not imply a time restriction that expires over the useful life of
the donated long-lived assets pursuant to FASB ASC 958-605-45-6 and it has
no other net assets restricted for the purchase of PPE.9 ABC Research Institute
subsequently purchased and placed into service $3,000,000 of PPE that meets
those donor restrictions prior to receiving a distribution from ABC Founda-
tion. Should ABC Research Institute reclassify $3,000,000 from temporarily-
restricted net assets to unrestricted net assets as a result of building and plac-
ing into service the $3,000,000 of PPE?

Reply—Because ABC Foundation (the recipient entity) and ABC Research
Institute (the beneficiary) are financially interrelated, FASB ASC 958-20-25-
2 requires ABC Research Institute to recognize its interest in the net assets
of ABC Foundation and periodically adjust that interest for its share of the
change in net assets of ABC Foundation. This is similar to the equity method
of accounting described in FASB ASC 323.

In recognizing its interest in the net assets of ABC Foundation and the
changes in that interest, ABC Research Institute should classify the resulting
net assets as if contributions were received by ABC Research directly from the
donor, because ABC Research Institute can influence the operating and finan-
cial decisions of ABC Foundation to such an extent that ABC Research Institute
can determine the timing and amount of distributions from ABC Foundation
to ABC Research Institute. Accordingly, the net assets representing contribu-
tions restricted for the purchase of PPE should be reported as temporarily re-
stricted net assets (purpose restricted) in ABC Research Institute's financial
statements. Upon purchasing and placing into service the PPE, ABC Research
Institute (and ABC Foundation) should reclassify $3,000,000 from temporar-
ily restricted to unrestricted net assets.10 In other words, the existence of ABC
Foundation should be transparent in determining the net asset classifications
in ABC Research Institute's financial statements because ABC Foundation can-
not impose time or purpose restrictions beyond those imposed by the donor.
(Any instructions given by ABC Foundation are designations, rather than re-
strictions.)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

9 The assumption that ABC Research Institute has no other net assets restricted for the pur-
chase of PPE is intended to avoid establishing a hierarchy pertaining to which restrictions are re-
leased first—restrictions on net assets held by the recipient or restrictions on net assets held by the
beneficiary. That issue is not addressed in this TPA.

10 In this fact pattern, ABC Research Institute's interest in the net assets of ABC Foundation is
subject to only purpose restrictions because the net assets arose from cash contributions with no time
restrictions. If instead the net assets arose from promises to give rather than from cash contributions,
the net assets might be subject to time restrictions in addition to the purpose restrictions. In deter-
mining whether net assets that arose from promises to give are subject to time restrictions, NPEs
should consider the guidance in section 6140.04, "Lapsing of Restrictions on Receivables if Purpose
Restrictions Pertaining to Long-Lived Assets Are Met Before the Receivables Are Due," which dis-
cusses whether restrictions on net assets arising from promises to give that are restricted by donors
for investments in long-lived assets are met when the assets are placed in service or when the receiv-
ables are due.

©2017, AICPA §6140.17



230 Specialized Industry Problems

.18 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary makes an expenditure that is consistent
with a purpose restriction on net assets held for its benefit by the re-
cipient entity—The beneficiary cannot influence the operating and fi-
nancial decisions of the recipient to such an extent that the benefi-
ciary can determine the timing and amount of distributions from the
recipient.)

Inquiry—ABC Research Institute, a not-for-profit entity subject to FASB
ASC 95811 and ABC Foundation are financially interrelated entities as de-
scribed in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is or-
ganized for the purpose of stimulating voluntary financial support from donors
for the sole benefit of ABC Research Institute. Assume that ABC Research In-
stitute cannot, however, influence the operating and financial decisions of ABC
Foundation to such an extent that ABC Research Institute can determine the
timing and amount of distributions from ABC Foundation to ABC Research
Institute.

ABC Foundation's net assets consist of $3,000,000 resulting from cash con-
tributions restricted for the purchase of property, plant, and equipment (PPE)
by ABC Research Institute. ABC Research Institute has recorded its interest
in those net assets by debiting "Interest in net assets of ABC Foundation" and
crediting "Change in interest in ABC Foundation," which is reported as an
increase in temporarily restricted net assets. ABC Research Institute has no
other net assets restricted for the purchase of PPE.12

ABC Research Institute subsequently built and placed into service the New
Modern Wing of the Research Building prior to receiving a distribution from
ABC Foundation or any indication that it intends to support building and plac-
ing into service the New Modern Wing of the Research Building. Should ABC
Research Institute reclassify $3,000,000 from temporarily-restricted net assets
to unrestricted net assets as a result of building and placing into service the
$3,000,000 of PPE?

Reply—From ABC Research Institute's perspective, its interest in the net
assets of ABC Foundation has two restrictions—a purpose restriction (the pur-
chase of the PPE) and an implied time restriction. (ABC Research Institute can-
not influence the operating and financial decisions of ABC Foundation to such
an extent that ABC Research Institute can determine the timing and amount of
distributions from ABC Foundation to ABC Research Institute, including dis-
tributions pertaining to expenditures by ABC Research Institute that meet the
donor-imposed purpose restrictions. Therefore, an implied time restriction ex-
ists on ABC Research Institute's interest in the net assets of ABC Foundation.)
FASB ASC 958-205-45-9 provides, in part, as follows:

11 This section addresses not-for-profit entities subject to FASB ASC 958. Section 6400.41, "Ap-
plication of FASB Statement No. 136—Classification of a Beneficiary's Interest in the Net Assets of a
Financially Interrelated Fund-Raising Foundation (The beneficiary makes an expenditure that is con-
sistent with a purpose restriction on net assets held for its benefit by the recipient organization—The
beneficiary cannot influence the operating and financial decisions of the recipient to such an extent
that the beneficiary can determine the timing and amount of distributions from the recipient.)," ad-
dresses a similar issue for not-for-profit health care entities subject to FASB ASC 954.

12 The assumption that ABC Research Institute has no other net assets restricted for the pur-
chase of PPE is intended to avoid establishing a hierarchy pertaining to which restrictions are re-
leased first—restrictions on net assets held by the recipient or restrictions on net assets held by the
beneficiary. That issue is not addressed in this section.
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If two or more temporary restrictions are imposed on a contribution,
the effect of the expiration of those restrictions shall be recognized in
the period in which the last remaining restriction has expired.

FASB ASC 958-205-45-11 further provides, in part, as follows:

Temporarily restricted net assets with time restrictions are not avail-
able to support expenses until the time restrictions have expired.

In considering whether the purpose restriction on ABC Research Insti-
tute's interest in the net assets of ABC Foundation is met, ABC Research In-
stitute should determine whether ABC Foundation has discretion in deciding
whether an expenditure by ABC Research Institute that is consistent with the
purpose restriction satisfies that purpose restriction. For example, if the re-
stricted net assets arose from a contribution that was restricted for "building
projects of ABC Research Institute," with no particular building project speci-
fied, purchasing and placing into service the New Modern Wing of the Research
Building is consistent with the purpose restriction but may or may not meet it,
because ABC Foundation has some discretion in deciding which building project
releases the purpose restriction. In other words, ABC Foundation may, at its
discretion, either release restricted net assets in support of building the New
Modern Wing of the Research Building or not, because the purpose restriction
imposed by the donor was broad enough to give ABC Foundation discretion in
deciding which building projects meet the purpose restriction. If ABC Founda-
tion has such discretion, a purpose restriction and an implied time restriction
on ABC Research Institute's interest in the net assets of ABC Foundation ex-
ist. Therefore, ABC Research Institute should not reclassify $3,000,000 from
temporarily-restricted net assets to unrestricted net assets as a result of build-
ing and placing into service the New Modern Wing of the Research Building
unless ABC Foundation distributes or obligates itself to distribute to ABC Re-
search Institute amounts attributable to net assets restricted for the purchase
of PPE by ABC Research Institute, or ABC Foundation otherwise indicates that
it intends for those net assets to be used to support the building and placing
into service the New Modern Wing of the Research Building as an activity of
the current period (assuming that ABC Research Institute had no other net
assets that were restricted for the purchase of PPE).13,14

13 In this fact pattern, the expenditure is made prior to meeting the purpose restriction and the
implied time restriction that exists because ABC Research Institute cannot determine the timing and
amount of distributions from ABC Foundation to ABC Research Institute. FASB ASC 958-205-45-
11 provides that in circumstances in which both purpose and time restrictions exist, expenditures
meeting the purpose restriction must be made simultaneous with or after the time restriction has
expired in order to satisfy both the purpose and time restriction and result in a reclassification of net
assets from temporarily restricted to unrestricted. In other words, time restrictions, if any, must be
met before expenditures can result in purpose restrictions being met. In this fact pattern, however, the
time restriction is an implied time restriction that exists because the beneficiary cannot determine
the timing and amount of distributions from the recipient to the beneficiary, rather than an implied
time restriction that exists because a promise to give is due in a future period or because of an explicit
donor stipulation. Accordingly, in this fact pattern, temporarily restricted net assets with implied time
restrictions are available to support expenditures made before the expiration of the time restrictions
and the net assets should be reclassified from temporarily restricted to unrestricted in the period in
which the last remaining restriction has expired. In other words, in this fact pattern, if the expenditure
that meets the purpose restriction is made before meeting the implied time restriction that exists
because the beneficiary cannot determine the timing and amount of distributions from the recipient
to the beneficiary, all the restrictions should be considered met once the implied time restriction is
met.

14 In this fact pattern, ABC Research Institute's interest in the net assets of ABC Foundation is
subject to an implied time restriction that exists because ABC Research Institute cannot determine

(continued)
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In contrast to the example in the previous paragraph, if the restricted net
assets arose from a contribution that was restricted for "building and placing
into service the New Modern Wing of the Research Building," ABC Foundation
has no discretion in deciding whether that purpose restriction is met by build-
ing and placing into service the New Modern Wing of the Research Building.
Therefore, if ABC Research Institute builds and places into service the New
Modern Wing of the Research Building, the purpose restriction is met (assum-
ing that ABC Research Institute had no other net assets that were restricted for
building and placing into service the New Modern Wing). In addition, the im-
plied time restriction is met because ABC Foundation is required to distribute
the funds to ABC in order to meet the donor's stipulations. Therefore, ABC
Research Institute (and ABC Foundation) should reclassify $3,000,000 from
temporarily-restricted net assets to unrestricted net assets as a result of build-
ing and placing into service the New Modern Wing of the Research Building.

In summary, ABC Research Institute should not reclassify $3,000,000 from
temporarily-restricted net assets to unrestricted net assets as a result of build-
ing and placing into service the New Modern Wing of the Research Building
until both the purpose restriction and the implied time restriction are met. If
both the purpose restriction and the implied time restriction are met, ABC Re-
search Institute should decrease its interest in the net assets of ABC Founda-
tion and increase cash (or a receivable, if the Foundation has merely obligated
itself to make the distribution) by the amount of the distribution, and simulta-
neously reclassify the same amount from temporarily restricted net assets to
unrestricted net assets.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.19 Application of FASB ASC 958—Classification of Distributions
From a Financially Interrelated Fund-Raising Foundation (Recipient
Entity) to a Health Care Beneficiary

Inquiry—How should a fund-raising foundation (recipient), a not-for-profit
entity subject to FASB ASC 958 report (in its separately issued financial state-
ments) distributions to a financially interrelated beneficiary that is a health
care entity? In other words, should such distributions be reported following
(a) the guidance on reporting transfers among affiliated health care entities in
FASB ASC 954-10, FASB ASC 954-205, FASB ASC 954-605, and FASB ASC
954-810, or (b) the guidance in FASB ASC 958.

(footnote continued)

the timing and amount of distributions from ABC Foundation to ABC Research Institute and a
purpose restriction. Because the net assets arose from cash contributions with no other donor-
imposed time restrictions, no time restrictions other than those imposed by ABC Foundation exist.
If instead the net assets arose from promises to give rather than from cash contributions, the net
assets might be subject to donor-imposed time restrictions in addition to the time restriction imposed
by ABC Foundation and the purpose restriction. In determining whether net assets that arose from
promises to give are subject to donor-imposed time restrictions in addition to the time restrictions
imposed by ABC Foundation, NPEs should consider the guidance in section 6140.04, which discusses
whether restrictions on net assets arising from promises to give that are restricted by donors for
investments in long-lived assets are met when the assets are placed in service or when the receivables
are due. In circumstances in which the net assets are subject to (a) donor-imposed time restrictions
in addition to the (b) implied time restrictions that exist because ABC Research Institute cannot
determine the timing and amount of distributions from ABC Foundation to ABC Research Institute
and (c) purpose restrictions, the last remaining time restriction should be considered in applying the
guidance in FASB ASC 958-205-45-11 that provides that temporarily restricted net assets with time
restrictions are not available to support expenses until the time restrictions have expired.
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Reply—FASB ASC 958 applies to all not-for-profit entities, except those

that are providers of health care services (FASB ASC 958-10-15-3). Therefore,
the guidance in FASB ASC 954 generally does not apply to financial statements
of recipient entities that are financially interrelated fund-raising foundations.
The foundation should follow the accounting and reporting requirements of
FASB ASC 958 rather than FASB ASC 954 in the foundation's separately is-
sued financial statements. The foundation should report distributions to ben-
eficiary entities as expenses or distributions to related entities. The guidance
in the previous sentence applies regardless of whether the recipient entity and
the beneficiary are under common control or whether one controls the other in
a parent-subsidiary relationship.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.20 NPEs Reporting No Fund-Raising Expenses
Inquiry—Some NPEs with contributions report no fund-raising expense.

FASB ASC 958-720-50-1 provides that the financial statements should disclose
total fund-raising expense. Do circumstances exist in which an NPE could have
contributions but minimal or no fund-raising expense?

Reply—It would be unusual for an NPE to have contributions but have
minimal or no fund-raising expense. Examples of circumstances in which an
NPE could have contributions but minimal or no fund-raising expense typi-
cally include those in which (a) because of name recognition or custom, donors
contribute to the NPE without the NPE undertaking fund-raising activities,15

(b) fund-raising activities related to those contributions are conducted entirely
or almost entirely by volunteers whose contributed services do not meet the
recognition criteria for contributed services in FASB ASC 958-605-25-16 or (c)
other entities that the NPE does not control16 contribute to the NPE with the
NPE undertaking minimal or no fund-raising activity or other participation in
relation to those contributions.17,18 Examples of circumstances in which an NPE
with contributions may have no fund-raising expense or minimal fund-raising
expense in relation to contributions include:

� A religious entity obtains most or all of its contributions from
member tithing.

15 Fund-raising activities include, but are not limited to, compensating another entity for rais-
ing funds on behalf of the NPE, such as circumstances in which the fund-raising entity retains an
administrative fee for raising funds on behalf of the NPE.

16 The FASB ASC glossary defines control as "the possession, direct or indirect, of the power
to direct or cause the direction of the management and policies of an entity through ownership, by
contract, or otherwise."

17 As discussed in FASB ASC 958-720-45-27, "Federated fundraising entities solicit and re-
ceive designated and undesignated contributions and make grants and awards to other not-for-profit
entities. The fundraising activities of federated fundraising entities, including activities related to
fundraising on behalf of others, shall be reported as fundraising expenses."

18 As discussed in section 6140.22, "In Circumstances in Which the Reporting NPE Undertakes
a Transaction in Which Another NPE (Fund-Raising NPE) Raises Contributions on Behalf of the Re-
porting NPE, and the Reporting NPE Compensates the Fund-Raising NPE for Raising Those Contri-
butions (Compensation Including, But Not Limited to, an Administrative Fee), Should the Reporting
NPE Report the Fund-Raising NPE's Compensation Gross as Fund-Raising Expenses, or Net, as a
Reduction of Contributions?," reporting NPEs should report fund-raising expenses for compensation
to a fund-raising NPE acting as an agent or intermediary in circumstances in which the fund-raising
NPE acting as an agent or intermediary retains an administrative fee that will be deducted from all
contributions that are to be transferred to the donor's chosen entity. That fact pattern is an example of
a circumstance in which other entities that the NPE does not control contribute to the NPE (through
an agent or intermediary) with the NPE undertaking minimal or no fund-raising activity or other
participation in relation to those contributions, and the NPE would report fund-raising expense.
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� Most or all contributions arise from volunteers making phone calls
or writing letters on the entity's behalf (and this volunteer activity
does not meet the recognition criteria for contributed services in
FASB ASC 958-605-25-16).

� An entity has no paid staff, and most or all contributions arise
from uncompensated board members soliciting contributions (and
this board member activity does not meet the recognition criteria
for contributed services in FASB ASC 958-605-25-16).

� The reporting entity is a private foundation or is supported by a
private foundation, and the reporting entity expends no or mini-
mal resources in soliciting those contributions.

� The reporting entity obtains most or all of its contributions from
one or more entities that it does not control (fund-raising NPE),
expends minimal resources, and has minimal participation in so-
liciting those contributions.19 For example:

— NPE Relief and Development Entity is one of many enti-
ties devoted to cause ABC. NPE Relief and Development
Entity receives most or all of its contributions from Re-
lief and Development Entities in the USA, Canada, and
the United Kingdom that raise support for cause ABC
throughout the world.

— NPE Religious Entity Denomination International Mis-
sion Board receives a substantial portion of its support
from the NPE Religious Entity Denomination, which
supports various entities and causes, including but not
limited to NPE Religious Entity Denomination Inter-
national Mission Board. NPE Religious Entity Denom-
ination allocates, at its discretion, X percent of its con-
tributions from supporting churches and individuals to
NPE Religious Entity Denomination International Mis-
sion Board.

The reporting NPE should consider, however, whether it is required to make
financial statement disclosures required by FASB ASC 850, Related Party Dis-
closures, and FASB ASC 275, Risks and Uncertainties.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.21 Should an NPE Report Amounts Charged to the NPE by a Pro-
fessional Fund-Raiser Gross, as Fund-Raising Expenses, or Net, as a
Reduction of Contributions?

Inquiry—In circumstances in which a professional fund-raiser charges an
NPE for soliciting contributions on the NPE's behalf, should the NPE report
amounts charged to the NPE by the professional fund-raiser gross, as fund-
raising expense, or net, as a reduction of contributions?

Reply—In circumstances in which a professional fund-raiser charges an
NPE for soliciting contributions on the NPE's behalf, the NPE should report

19 Footnote 18, in referring to section 6140.22, discusses a circumstance in which other entities
that the NPE does not control contribute to the NPE (through an agent or intermediary) with the
NPE undertaking minimal or no fund-raising activity or other participation in relation to those con-
tributions, and the NPE would report fund-raising expense.
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the amounts charged to the NPE by the professional fund-raiser gross, as fund-
raising expense. As discussed in paragraphs 14–15 of FASB ASC 958-225-45,
revenues and expenses should be reported gross (except for investment rev-
enues and related expenses, which are permitted to be reported net of related
expenses), while gains and losses may be reported net. Accordingly, in circum-
stances in which an NPE incurs expenses by hiring a professional fund-raiser
to solicit contributions on its behalf, the NPE should report those contribu-
tions and expenses gross, rather than net. For example, assume NPE A en-
ters into a transaction with Professional Fund-Raiser B, whereby Professional
Fund-Raiser B solicits contributions on behalf of NPE A, for a fee of 20 per-
cent of contributions raised. Professional Fund-Raiser B raises $100,000 and
remits $80,000 to NPE A after retaining its fee of $20,000. NPE A should re-
port $100,000 contribution revenue and $20,000 fund-raising expense.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.22 In Circumstances in Which the Reporting NPE Undertakes a
Transaction in Which Another NPE (Fund-Raising NPE) Raises Con-
tributions on Behalf of the Reporting NPE, and the Reporting NPE
Compensates the Fund-Raising NPE for Raising Those Contributions
(Compensation Including, But Not Limited to, an Administrative Fee),
Should the Reporting NPE Report the Fund-Raising NPE's Compen-
sation Gross, as Fund-Raising Expenses, or Net, as a Reduction of
Contributions?

Inquiry—In some circumstances, a federated fund-raising entity (or other
NPE) (fund-raising NPE) acts as an agent or intermediary rather than a donee.
For example, in circumstances in which the fund-raising NPE receives re-
sources from donors who stipulate that those resources should be transferred to
a specified NPE, the fund-raising NPE acts as an agent or intermediary rather
than a donee.20 The NPE compensates the fund-raising NPE acting as an agent
or intermediary. (Such compensation includes, but is not limited to, the fund-
raising NPE retaining an administrative fee that will be deducted from all con-
tributions that are to be transferred to the donor's chosen entity.) Should the
reporting NPE report the compensation to the fund-raising NPE acting as an
agent or intermediary gross, as fund-raising expenses, or net, as a reduction of
contributions?

Reply—The reporting NPE should report fund-raising expenses for the
compensation to the fund-raising NPE acting as an agent or intermediary in
circumstances in which the reporting NPE compensates the fund-raising NPE
acting as an agent or intermediary for raising contributions on behalf of the
reporting NPE. (Such compensation includes, but is not limited to, the fund-
raising NPE acting as an agent or intermediary retaining an administrative
fee that will be deducted from all contributions that are to be transferred to
the donor's chosen entity.) Accordingly, the reporting NPE should report the
amount retained as compensation by the fund-raising NPE acting as an agent
or intermediary gross as fund-raising expenses and report contributions for the
gross amount contributed from the donor to the fund-raising NPE acting as an
agent or intermediary for the benefit of the reporting NPE.

20 In some circumstances, the fund-raising NPE receives resources from donors without stipu-
lations or with stipulations sufficiently broad such that the fund-raising NPE acts as a donee, rather
than as an agent or intermediary.
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Paragraphs 84–87 of FASB ASC 958-605-55 discuss, among other matters,
circumstances in which a federated fund-raising entity acts as an agent or in-
termediary, rather than a donee, in raising contributions in which the donor
specifies the entity to which the contribution should be transferred. As dis-
cussed in FASB ASC 958-605-55-86, in circumstances in which the federated
fund-raising entity charges an administrative fee that will be deducted from all
contributions that are to be transferred to the donor's chosen entity, the benefi-
ciaries should report the gross amount of the contributions as contribution rev-
enue and the administrative fees withheld by the federated fund-raising entity
as expenses. The guidance in paragraphs 84–87 of FASB ASC 958-605-55 would
also apply if the fund-raising NPE were other than a federated fund-raising en-
tity. Also, in functionalizing the administrative fees reported as expenses, the
reporting NPE beneficiary would classify those expenses as fund-raising.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.23 Changing Net Asset Classifications Reported in a Prior Year
Inquiry—In some circumstances, not-for-profit organizations (NFPs) cor-

rect net asset classifications previously reported in prior years' financial state-
ments.

The FASB ASC glossary defines an error in previously issued financial
statements as follows:

An error in recognition, measurement, presentation, or disclosure in
financial statements resulting from mathematical mistakes, mistakes
in the application of generally accepted accounting principles (GAAP),
or oversight or misuse of facts that existed at the time the financial
statements were prepared. A change from an accounting principle that
is not generally accepted to one that is generally accepted is a correc-
tion of an error.

Are individual net asset classes, rather than net assets in the aggregate (total
net assets), relevant in determining whether an NFP's correction of net asset
classifications previously reported in prior years' financial statements is an er-
ror in previously issued financial statements?

Reply—Individual net asset classes, rather than net assets in the aggregate
(total net assets), are relevant in determining whether an NFP's correction of
net asset classifications previously reported in prior years' financial statements
is an error in previously issued financial statements.

FASB ASC 958-205-45-2, in discussing the financial statement presenta-
tion of net asset classes, provides, in part, as follows:

The usefulness of information provided by financial statements of
NFPs can be vastly improved if certain basic information is classified
in comparable ways. All NFPs shall … classify and report net assets
in three groups—permanently restricted, temporarily restricted, and
unrestricted—based on the existence or absence of donor-imposed re-
strictions and the nature of those restrictions. Information about the
nature and amount of restrictions imposed by donors on the use of
contributed assets, including their potential effects on specific assets
and on liabilities or classes of net assets, is helpful in assessing the
financial flexibility of an NFP.

FASB ASC 958-225-45-13, in discussing the circumstances in which net assets
should be reclassified, provides as follows:
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Reclassifications of net assets—that is, simultaneous increases in one
net asset class and decreases in another—shall be made if any of the
following events occur:

a. The NFP fulfills the purposes for which the net assets were
restricted.

b. Donor-imposed restrictions expire with the passage of time
or with the death of a split-interest agreement beneficiary
(if the net assets are not otherwise restricted).

c. A donor withdraws, or court action removes, previously im-
posed restrictions.

d. A donor imposes restrictions on otherwise unrestricted net
assets. For example, a donor may make a restricted contri-
bution that is conditioned on the NFP restricting a stated
amount of its unrestricted net assets. Such restrictions
that are not reversible without donors' consent result in a
reclassification of unrestricted net assets to restricted net
assets.

Paragraph 74 of FASB Statement No. 117, Financial Statements of Not-for-
Profit Organizations, which was part of appendix B, "Basis for Conclusions,"
of FASB Statement No. 117 and not included in FASB ASC, discusses, among
other matters, the importance of reporting information beyond totals for the or-
ganization as a whole, such as information about which net assets are subject
to donor restrictions, and provides as follows:

In assessing the financial position or performance of a not-for-profit
organization, however, the Board believes it is important to avoid fo-
cusing attention almost exclusively on net assets, change in net assets,
total assets, or other highly simplified and aggregated amounts. For
example, in Concepts Statement No. 6, Elements of Financial State-
ments, paragraph 106, the Board says, "Since donor-imposed restric-
tions affect the types and levels of service a not-for-profit organization
can provide, whether an organization has maintained certain classes
of net assets may be more significant than whether it has maintained
net assets in the aggregate." Similarly, it is important to avoid focus-
ing attention almost exclusively on "the bottom line" or other highly
simplified and condensed information about business enterprises. Ac-
cordingly, this Statement requires not only summary amounts that
focus on a not-for-profit organization as a whole but also information
about items and components of those amounts; for example, it gener-
ally requires reporting information about the gross amounts of items
of revenues and expenses and of cash receipts and cash payments.

[Issue Date: May 2010.]

.24 Contributions of Certain Nonfinancial Assets, Such as
Fundraising Material, Informational Material, or Advertising, In-
cluding Media Time or Space for Public Service Announcements or
Other Purposes

Inquiry—In some circumstances, entities other than an NFP use for the
NFP's benefit (or provide at no charge to the NFP) certain nonfinancial assets
that encourage the public to contribute to the NFP or help the NFP communi-
cate its message or mission. Examples of such activities include the following:

� An advertising agency, television station, or newspaper provides
design services or professional talent services.
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� A radio or television station gives an NFP (or uses for the NFP's
benefit) commercial air time at no charge.

� An NFP distributes a public service announcement to several ra-
dio or television stations and asks the stations to air the announce-
ment. (Some stations air the announcement and report informa-
tion about the airings to the NFP.)

� A magazine, newspaper, or other print media gives an NFP (or
uses for the NFP's benefit) advertising space at no charge.

� An Internet site gives an NFP (or uses for the NFP's benefit) ad-
vertising space at no charge.

In circumstances in which fundraising material, informational material, or
advertising, including media time or space for public service announcements
or other purposes, is used for the NFP's benefit (or provided to the NFP at no
charge) and encourages the public to contribute to an NFP or help the NFP
communicate its message or mission, should the NFP report a contribution? If
so, how should that contribution be measured and reported?

Reply—In circumstances in which fundraising material, informational ma-
terial, or advertising, including media time or space for public service an-
nouncements or other purposes, is used for the NFP's benefit (or provided to the
NFP at no charge) and encourages the public to contribute to an NFP or help
the NFP communicate its message or mission, NFPs should consider whether
they have received a contribution. If they have received a contribution, it should
be measured at fair value, pursuant to FASB ASC 958-605-30-2, and the related
expense, at the time the expense is recognized, should be reported by function,
based on the nature of the contributed item.

As noted in paragraph 5.02 of the AICPA Audit and Accounting Guide Not-
for-Profit Entities, the FASB ASC glossary defines a contribution, in part, as
"an unconditional transfer of cash or other assets to an entity or a settlement
or cancellation of its liabilities in a voluntary nonreciprocal transfer by another
entity acting other than as an owner." As noted in paragraph 5.01 of the Audit
and Accounting Guide Not-for-Profit Entities, other assets include securities,
land, buildings, use of facilities or utilities, material and supplies, intangible
assets, and unconditional promises to give in the future.

Paragraph 25 of FASB Concepts Statement No. 6, Elements of Financial
Statements—a replacement of FASB Concepts Statement No. 3 (incorporating
an amendment of FASB Concepts Statement No. 2), defines assets as "probable
future economic benefits obtained or controlled by a particular entity as a result
of past transactions or events." Paragraph 26 of FASB Concepts Statement No.
6, in discussing the characteristics of assets, provides, in part, as follows:

An asset has three essential characteristics: (a) it embodies a probable
future benefit that involves a capacity, singly or in combination with
other assets, to contribute directly or indirectly to future net cash in-
flows, (b) a particular entity can obtain the benefit and control others'
access to it, (c) the transaction or other event giving rise to the entity's
right to or control of the benefit has already occurred. … [A]lthough
the ability of an entity to obtain benefit from an asset and to control
others' access to it generally rests on a foundation of legal rights, legal
enforceability of a claim to the benefit is not a prerequisite for a benefit
to qualify as an asset if the entity has the ability to obtain and control
the benefit in other ways.
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Paragraph 28 of FASB Concepts Statement No. 6 elaborates further on the
economic benefits of assets, noting that for NFPs, such benefits may be realized
in the form of service potential rather than cash inflows, as follows:

The common characteristic possessed by all assets (economic re-
sources) is "service potential" or "future economic benefit," the scarce
capacity to provide services or benefits to the entities that use them.
… In a not-for-profit organization, that service potential or future eco-
nomic benefit is used to provide desired or needed goods or services
to beneficiaries or other constituents, which may or may not directly
result in net cash inflows to the organization.

Paragraph 31 of FASB Concepts Statement No. 6, in discussing the momentary
nature of certain assets, provides as follows:

Services provided by other entities, including personal services, cannot
be stored and are received and used simultaneously. They can be assets
of an entity only momentarily—as the entity receives and uses them—
although their use may create or add value to other assets of the entity.
Rights to receive services of other entities for specified or determinable
future periods can be assets of particular entities.

Accordingly, in circumstances in which fundraising material, informational
material, or advertising, including media time or space for public service an-
nouncements or other purposes, is used for the NFP's benefit (or provided to
the NFP at no charge) and encourages the public to contribute to an NFP or
help the NFP communicate its message or mission, the NFP may have received
an unconditional transfer of other assets in a voluntary nonreciprocal transfer
from another entity acting other than as an owner.

Paragraphs 5.56–.57 of the Audit and Accounting Guide Not-for-Profit En-
tities, in discussing reporting contributions received, provide as follows:

FASB ASC 958-605-25-2 states that except as provided (for con-
tributed services and collections), contributions received shall be rec-
ognized as revenues or gains in the period received and as assets, de-
creases of liabilities, or expenses depending on the form of the benefits
received. [FN omitted]

Depending on the kind of benefit received, in addition to recognizing
contribution revenue, the NFP should also recognize (a) an increase
in assets (for example, cash, securities, contributions receivable, col-
lections [if capitalized, see chapter 7, "Other Assets," of this guide],
and property and equipment); (b) a decrease in liabilities (for exam-
ple, accounts payable or notes payable); or (c) an expense (for example,
donated legal services).

FASB ASC 958-720-45-2, in discussing reporting expenses, provides as follows:

To help donors, creditors, and others in assessing an NFP's service
efforts, including the costs of its services and how it uses resources,
a statement of activities or notes to financial statements shall provide
information about expenses reported by their functional classification,
such as major classes of program services and supporting activities, for
example:

a. Program services

b. Supporting activities

c. Management and general activities
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d. Fundraising activities

e. Membership development activities

Accordingly, expenses related to such fundraising material, informational ma-
terial, or advertising, including media time or space for public service an-
nouncements or other purposes, used for the NFP's benefit (or provided to the
NFP at no charge) that encourages the public to contribute to an NFP or help
the NFP communicate its message or mission should be reported by function
at the time the expense is recognized, based on the nature of the contributed
item.

[Issue Date: May 2010.]

.25 Multiyear Unconditional Promises to Give—Measurement Ob-
jective and the Effect of Changes in Interest Rates

Inquiry—FASB ASC 958-605-25-8 provides that promises to give should
be recognized when received.

What is the measurement objective for multiyear unconditional promises
to give, and what is the effect of changes in interest rates on that objective?

Reply—The measurement objective for multiyear unconditional promises
to give (both the revenue and contribution receivable) is fair value at initial
recognition, consistent with FASB ASC 958-605-30-2. The measurement ob-
jective for contributions receivable at subsequent measurement depends on
whether the NFP has elected the fair value option, pursuant to FASB ASC
825-10. If the NFP has elected the fair value option, pursuant to FASB ASC
825-10, the measurement objective for contributions receivable at subsequent
measurement is fair value. If the NFP has not elected the fair value option,
pursuant to FASB ASC 825-10, the measurement objective for contributions
receivable at subsequent measurement is as described in FASB ASC 958-310-
35-4.

The model in FASB ASC 825-10-50-3 is not a fair value model.21

As discussed in paragraph 5.20 of the Audit and Accounting Guide Not-
for-Profit Entities, "[p]resent value techniques are one valuation technique for
measuring the fair value of the contribution … or receivable; other valuation
techniques also are available, as described in FASB ASC 820, Fair Value Mea-
surements and Disclosures."

Paragraph 5.112 of the Audit and Accounting Guide Not-for-Profit Entities,
in discussing the discount rate to be used if present value techniques are used
to measure fair value, provides, in part, as follows:

FASB ASC 958-605-30-5 discusses the determination of the discount
rate if present value techniques are used to measure fair value. The
present value of unconditional promises to give should be measured
using a discount rate that is consistent with the general principles
for present value measurement discussed in paragraphs 5–9 of FASB

21 FASB ASC 825-10-50 requires various disclosures, including disclosures of fair value and car-
rying amounts for all financial instruments (which include contributions receivable) for which it is
practicable to estimate that value and the method(s) and significant assumptions used to estimate
the fair value of financial instruments. FASB ASC 825-10-55-3 states that disclosures required by
the "General" subsection of FASB ASC 825-10-50 are optional if an entity meets all of the following 3
criteria: (a) the entity is a nonpublic entity; (b) the entity's total assets are less than $100 million on
the date of the financial statements; and (c) the entity has no instrument that, in whole or in part, is
accounted for as a derivative instrument.
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ASC 820-10-55-5. In conformity with FASB ASC 835-30-25-11, the dis-
count rate should be determined at the time the unconditional promise
to give is initially recognized and should not be revised subsequently
unless the NFP has elected to measure the promise to give at fair value
in conformity with the "Fair Value Option" subsections of FASB ASC
825-10.

Accordingly, in circumstances in which the NFP
� has not elected the fair value option, pursuant to FASB ASC 825-

10, and market interest rates change in periods subsequent to ini-
tial recognition, the discount rate used in a present value tech-
nique should not be revised to reflect such changes in market
rates.

� has elected the fair value option, pursuant to FASB ASC 825-10,
and market interest rates change in periods subsequent to initial
recognition, the discount rate used in a present value technique
should be revised to reflect such changes in market rates.

[Issue Date: May 2010.]

.26 Not-for-Profit Entity With For-Profit Subsidiary and Adoption
of FASB ASU No. 2014-02 on Goodwill

Inquiry—A not-for-profit entity has a for-profit subsidiary that it consoli-
dates under GAAP. This for-profit subsidiary is considered a private company
and would elect to amortize goodwill as permitted by FASB Accounting Stan-
dards Update (ASU) No. 2014-02, Intangibles—Goodwill and Other (Topic 350):
Accounting for Goodwill (a consensus of the Private Company Council). Is this
accounting alternative permitted in the consolidated financial statements since
the accounting alternative in ASU No. 2014-02 is not permitted to be used by
not-for-profit entities?

Reply—No. A private company is defined in the FASB ASC glossary as "an
entity other than a public business entity, a not-for-profit entity, or an employee
benefit plan within the scope of Topics 960 through 965 on plan accounting."
When FASB utilizes the broad term entity in this context, it implies the report-
ing entity (for example, consolidated entity), rather than the legal entity. In
this case, because the reporting entity is the consolidated not-for-profit entity,
which is not permitted to adopt the accounting alternative in ASU No. 2014-02,
the for-profit subsidiary that is part of that consolidated reporting entity is not
permitted to use the amortization accounting alternative in the consolidated
financial statements. The for-profit subsidiary could adopt the accounting al-
ternative in ASU No. 2014-02 in its standalone financial statements.

[Issue Date: January 2015.]
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Q&A Section 6300

Insurance Companies

.01 Recognition of Commission Income by Insurance Agency
Inquiry—Insurance agents and brokers receive commissions on the insur-

ance policies that they place for their clients with insurance companies. Com-
missions consist of a percentage of the premiums that the clients pay for the
policies. On policies that are cancelled before the end of their term, usually one
year, the insurance company charges back the portion of the commissions re-
lated to the unearned premiums to the originating agent or broker. In addition,
some brokers may receive contingent commissions from underwriters based on
the profitability of policies placed with an underwriter. How should an insur-
ance agent or broker account for revenue from such commissions?

Reply—Commissions should be recognized on the date on which (a) the
client is afforded protection under the policy (effective date), (b) the premium
due under the policy can be reasonably estimated, and (c) the premium is bil-
lable to the client. A provision should be made for expected adjustments re-
lating to policy cancellations when they can be reasonably estimated in accor-
dance with Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 450, Contingencies. Contingent commissions should
generally be recognized when the insurance agent or broker is notified by the
underwriter of the amount to be received.

[Amended; Revised, June 2009, to reflect conforming changes necessary due to
the issuance of FASB ASC.]

.02 Method of Recognizing Revenue From Commissions on Credit
Life Insurance

Inquiry—Under arrangements with a lending institution, an insurance
agency provides credit life insurance to mortgagors. The borrower pays the pre-
mium for the entire term of the insurance (as much as eight years) when the
loan is made, and the insurance agency remits to the insurance company this
entire sum less a commission.

Should this commission income be recognized when it is received, or should
it be recognized over the term of the policy?

Reply—Generally, credit life insurance appears to have more of the charac-
teristics of casualty insurance than it does of life insurance. In particular, from
the agent's viewpoint, payment for the policy usually occurs in a lump sum from
which agent commissions are deducted. Generally, the efforts of the agency in
connection with any individual policy terminate when collection is made or, at
least, when the proceeds from the collections are remitted to the insurance com-
pany. It would therefore seem that the recognition of income should occur when
proceeds of the policy are received.

However, as there is a potential liability for returned premiums, it would
appear that a reasonable allowance should be provided at this time for esti-
mated commissions on the portion of the policies that may be cancelled in fu-
ture years. Most finance companies should have adequate statistics upon which
to base such estimates. If the finance company is new, there may be statistics
available from similar enterprises.
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.03 Recognition of Income on Unclaimed Refunds Due Policyhold-
ers on Policy Cancellations

Inquiry—An insurance agency has a material amount of accounts payable
legally due to policyholders who have cancelled their insurance prior to the end
of the policy term. The company does not notify these policyholders that these
amounts are due them. When, if ever, should these credits be taken into income?

Reply—These accounts payable should continue to be reported as liabilities
until such time as the individuals involved legally lose their claim to these
amounts. Legal counsel should be consulted for an opinion as to whether these
amounts would have to be paid over to the state under an escheat law.

Consideration should also be given to the appropriateness of notifying these
policyholders that this money is due them.

.04 Reserve for Future Claims of Title Insurance Company
Inquiry—A title insurance company must place part of its premiums in a

reserve for future claims. When should this reserve be recognized as income?

Reply—The jurisdiction under which a title insurance company operates
usually requires that a stipulated percentage of premiums collected must be
deferred in an unearned premium account. Generally, the unearned premium
is taken into income over a ten-year period since most claims against title poli-
cies tend to occur during this ten-year period. However, actual claims are not
charged to the unearned premium account. Actual claims are charged against
income (title claims account) with the credit to "Reserve for Claims." The re-
serve for claims represents reported claims that have surfaced. The unearned
premium account is intended to cover unsurfaced claims.

[.05] Reserved

[.06] Reserved

[.07] Reserved

.08 Definition of an Insurance Benefit Feature
Inquiry—FASB ASC 944-605-25-8 states "If the amounts assessed against

the contract holder each period for the insurance benefit feature of an insurance
contract are assessed in a manner that is expected to result in profits in earlier
years and losses in subsequent years from the insurance benefit function, a
liability for unearned revenue shall be recognized in addition to the account
balance." What constitutes the insurance benefit function in performing the test
described previously?

Reply—The test should be applied separately to the base mortality or mor-
bidity feature and, in addition, separately to each other individual mortality or
morbidity feature. Other individual mortality or morbidity features that would
need to be tested separately are those features that create incremental mortal-
ity or morbidity risk to the base contract (for example, no lapse guarantees or
long term care riders in a universal life insurance contract). Indicators that a
mortality or morbidity feature should be evaluated separately may include

� explicit incremental charges,
� offered separately in the market place,
� described in the contract as a separate benefit, or
� the contract holder has a choice to accept or reject the additional

benefit without rejecting the base contract.
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Other insurance benefit features that provide for fixed and guaranteed benefits
and premiums, and offered as a rider or an addition to a universal life contract,
in practice typically would have been and should continue to be, separately
accounted for under FASB ASC 944. Those features that have not been accrued
for under FASB ASC 944 should be evaluated under the guidance of FASB ASC
944-20-10-2, paragraphs 20–25 of FASB ASC 944-40-30, and paragraphs 1–2
of FASB ASC 944-605-30.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.09 Definition of an Assessment
Inquiry—In performing the test in FASB ASC 944-605-25-8 (that is, have

amounts assessed against the contract holder in a manner that is expected to
result in profits in earlier years and losses in subsequent years from the in-
surance benefit function), what assessments should be used in the comparison
of the amount and timing of expected assessments and the related benefits for
determining whether amounts are assessed in a manner that is expected to
result in profits in earlier years and losses in subsequent years from the insur-
ance benefit function?

Reply—If an insurance benefit function has an explicit fee, there is a pre-
sumption that the terms and conditions of a contract entered into between two
parties dealing at arms length are representative of their agreement. Therefore,
there is a rebuttable presumption that the explicit fee should be used for the
test in FASB ASC 944-605-25-8. However, there may be circumstances where
the presumption may be overcome if evidence indicates that the substance of
the agreement is not captured in the explicit terms of the contract. It is unlikely
the presumption can be rebutted in the situation in which the assessment is
explicitly incremental upon election of a separate insurance benefit feature and
for which the policyholder has the choice to not pay if the election is not made.

In circumstances in which an insurance benefit function has no corresponding
explicit fee or if the explicit fee does not capture the substance of the agree-
ment, another method of determining assessments should be used for the test
in FASB ASC 944-605-25-8. For example, in some universal life policies, the
product's base mortality function may have been designed and priced on an
integrated basis with the other functions, such as, administration and asset
management. In such products, while the explicit cost of insurance charge is
not expected to be sufficient to cover the death benefit risk in all periods, the
product may be designed such that other assessments, including administrative
fees, asset management fees, and investment margins, are expected to result in
profits in subsequent years sufficient to offset the losses from the explicit cost
of insurance charges designed shortfalls. In this example, it may be appropriate
to include such additional implicit assessments in the test in FASB ASC 944-
605-25-8 for the base mortality function. The analysis of implicit assessments
would need to appropriately consider the pricing and cost of all components of
the product. Indicators that implicit assessments are appropriately allocated
to product components are

� allocation is not inconsistent with documentation, if any, of pricing
at contract inception,

� assessments are allocated considering the recovery of all costs of
each product component,
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� allocation does not contradict external information on the market
value of an individual product component on a stand-alone basis,
and

� allocation method is applied consistently.

There is a presumption that the minimum guaranteed death benefit of a vari-
able annuity and the no-lapse guarantee mortality feature of a universal life or
a variable universal life contract will result in profits in earlier years and losses
in subsequent years. This pattern of profits followed by losses results from the
design and capital markets risks of these benefit features.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.10 Level of Aggregation of Additional Liabilities Determined Un-
der FASB ASC 944

Inquiry—At what level of aggregation should additional liabilities, deter-
mined in accordance with FASB ASC 944-40-30-20, be calculated?

Reply—It is presumed that the level of aggregation generally should be
consistent with the level at which the entity's DAC amortization ratios and as-
sociated DAC balances are calculated. This is the level at which products with
common features have been aggregated. It is not appropriate to combine DAC-
level groups for aggregation purposes in FASB ASC 944-40-30-20. Aggregation
at a more detailed level than the level at which the entity's DAC amortization
ratios and associated DAC balances are calculated may be warranted based on
an individual entity's facts and circumstances including, but not limited to, the
risk characteristics of the corresponding insurance benefit features, such as,
variable annuities with a ratchet minimum guaranteed death benefit (MGDB)
and variable annuities with a return of premium MGDB, or universal life prod-
ucts with and without secondary guarantees.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.11 Losses Followed by Losses
Inquiry—Should the guidance in FASB ASC 944-605-25-8 be applied if

amounts assessed against the contract holder for an insurance benefit feature
are expected to result in losses in earlier and subsequent years?

Reply—Yes, the concept underlying FASB ASC 944-605-25-8 is that the
insurance entity may be required to establish a liability if it provides an insur-
ance benefit in future periods for which it charges amounts in such periods that
are less than the expected value of the insurance benefits to be provided. Con-
sequently, the insurance enterprise should recognize a liability. This concept is
applicable in situations in which charges attributable to an insurance benefit
feature are less than the expected cost of the insurance benefit in all periods.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.12 Reinsurance
Inquiry—How should a ceding entity account for reinsurance contracts that

meet the risk transfer criteria of FASB ASC 944 and that reinsure the insur-
ance benefit features accounted for under FASB ASC 944-20-10-2, paragraphs
20–25 of FASB ASC 944-40-30, and paragraphs 1–2 of FASB ASC 944-605-30?
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Reply—The accounting for reinsurance should be separate from the ac-

counting for the direct contracts of the ceding entity in accordance with para-
graphs 3–4 of FASB ASC 944-20-40, FASB ASC 944-310-25-2, FASB ASC 944-
310-45-7, FASB ASC 944-340-25-1, FASB ASC 944-605-45-1, and FASB ASC
944-605-50-1. Reinsurance recoverables arising from the reinsurance contract
should be reported as assets. As stated in FASB ASC 944-40-25-34, the recov-
erable should be calculated using methods and assumptions consistent with
those used to establish the direct contract holder's liability. Therefore, a benefit
ratio using the same assumptions and scenarios used to establish the direct
contract liability, as required in FASB ASC 944-40-30-20 should be used to es-
tablish a reinsurance recoverable with excess benefit payments ceded under
the terms of the reinsurance contract as the numerator and direct assessments
as the denominator. As required by FASB ASC 944-605-35-14, the cost of rein-
surance shall be amortized over the remaining life of the underlying reinsured
contracts if the reinsurance contract is long-duration, or over the contract pe-
riod of the reinsurance if the reinsurance contract is short-duration. The cost of
reinsurance may be recognized based on total direct assessments or on another
reasonable manner such as estimated gross profits.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.13 Accounting for Contracts That Provide Annuitization Benefits
Inquiry—Are the provisions of paragraphs 26–27 and 40–41of FASB ASC

944-40-25, paragraphs 26–29 of FASB ASC 944-40-30, paragraphs 10 and 12–
16 of FASB ASC 944-40-35, and FASB ASC 944-40-45-2, dealing with account-
ing for contracts that provide annuitization benefits, limited only to universal
life-type, limited-payment, and investment contracts?

Reply—No. The provisions of FASB ASC 944 relating to accounting for con-
tracts that provide annuitization benefits applies to all insurance and invest-
ment contracts that have annuitization benefits. Therefore, any product that
includes an annuitization benefit should be evaluated. This includes, but is not
limited to, products where the base contracts are accounted for under FASB
ASC 944 and where the annuitization benefit has not already been included
in establishing the liability. To the extent annuitization benefits features have
not already been included in benefit or premium deficiency liabilities, the pro-
visions of paragraphs 26–27 and 40–41 of FASB ASC 944-40-25, paragraphs
26–29 of FASB ASC 944-40-30, paragraphs 10 and 12–16 of FASB ASC 944-40-
35, and FASB ASC 944-40-45-2 should be applied.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.14 Note to Sections 6300.15–.24—Accounting by Noninsurance En-
terprises for Property and Casualty Insurance Arrangements That
Limit Insurance Risk

Insurance enables a company (the insured) to transfer insurance risk to an
insurer for a specified premium. Insurance may be purchased for a number of
economic reasons generally with the underlying goal of transferring insurance
risk, including property damage, injury to others, and business interruption.

The following series of questions and answers (sections 6300.15–.24) focus
on certain aspects of finite insurance products that are utilized by noninsur-
ance enterprises. Due to the diverse nature of contracts in the marketplace, the
guidance in these questions and answers is designed to assist practitioners in
identifying the relevant literature to consider in addressing their specific facts
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and circumstances. The sections contain many excerpts of applicable guidance,
but readers should be familiar with all the guidance contained in that literature
not only the specific paragraphs listed.

GAAP guidance for an insurance enterprise's purchase of reinsurance is
more extensive than guidance on accounting by noninsurance enterprises for
insurance contracts. The accounting guidance for reinsurance addresses trans-
actions between an insurer (the contract holder) and a reinsurer (the issuer of
the contract). Sections 6300.15–.24 address property and casualty insurance
contracts between a policyholder and an insurance enterprise, which is similar
to the relationship between an insurer and a reinsurer.

.15 Finite Insurance
Inquiry—What are "finite" insurance transactions?

Reply—Finite insurance contracts are contracts that transfer a clearly de-
fined and restricted amount of insurance risk from the policyholder to the insur-
ance company, and the policyholder retains a substantial portion of the related
risks under most scenarios. Nevertheless, under certain finite contracts there
may be a reasonable possibility that the insurance company will incur a loss
on the contract.

.16 Insurance Risk Limiting Features
Inquiry—What types of insurance risk limiting features do finite insurance

contracts normally contain?

Reply—Contractual features that serve to limit insurance risk transfer are
found in both traditional and finite insurance contracts; however, the degree
to which these features limit risk is relatively higher in finite insurance. All
contractual provisions that limit risk transfer need to be considered when re-
viewing insurance contracts. Common features that may limit the transfer of
insurance risk include:

� Sliding scale fees and profit sharing formulae. These features adjust
cash flows between the policyholder and insurance company based on
loss experience (for example, increasing payments from the insured
enterprise as losses increase and decreasing payments as losses de-
crease, subject to maximum and minimum limits).

� Experience refunds. These arrangements allow the policyholder to
share in the favorable experience of the underlying contracts by refer-
ence to an "experience account" that typically tracks premiums paid,
less fees, less losses incurred, plus interest. Experience provisions also
can require the policyholder to share in unfavorable experience by re-
quiring additional payments to the insurer in the event that the expe-
rience account is negative.

� Caps. Caps are used to limit the insurer's aggregate exposure by im-
posing a dollar limit, or a limit expressed as a percentage of premiums
paid, on the amount of claims to be paid by the insurer. For example,
the insurer will not be responsible for losses beyond 150 percent of
the premiums paid. While commercial insurance policies usually have
limits on the amount of coverage provided, there may be significant
risk mitigation for the insurer if the premium paid is a substantial
percentage of the maximum coverage provided.

� Loss Corridors. This feature, which may exist in various forms, serves
to eliminate or limit the risk of loss for a specified percentage or dollar
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amount of claims within the contract coverage. For example, in a con-
tract providing coverage for a policyholder's first $3,000,000 of losses,
the insurer will pay the first million and last million of losses but will
exclude the corridor from $1,000,000 to $2,000,000.

� Dual-triggers. This feature requires the occurrence of both an insur-
able event and changes in a separate pre-identified variable to trigger
payment of a benefit/claim. An example is a policy entered into by a
trucking company that insures costs associated with rerouting trucks
over a certain time period if snowfall exceeds a specified level during
that time period.

� Retrospectively-Rated Premiums. Such premiums are determined after
the inception of the policy based on the loss experience under the policy.

� Reinstatement Premiums. To the extent the coverage provided by a
contract is absorbed by losses incurred, the contract provides for the
policyholder to reinstate coverage for the balance of the contract pe-
riod for a stated additional premium. To the extent reinstatement is
required rather than optional, the additional premium may mitigate
risk to the insurer.

� Termination Provisions. These provisions can be structured to reduce
the risk of the insurer, for example, by allowing for termination by the
insurer at a discounted amount under certain circumstances.

� Payment Schedules. Features that delay timely reimbursement of
losses by the insurer prevent the transfer of insurance risk.

There may be other features and provisions, in addition to the list of com-
mon insurance risk transfer limiting features in the preceding, that exist in a
contract. Determining the appropriate accounting requires a full understand-
ing of all of the features and provisions of the contract.

.17 Transfer of Insurance Risk
Inquiry—Why is transfer of insurance risk important under GAAP?

Reply—If a contract does not provide for the indemnification of the insured
by the insurer, it is accounted for as a deposit (financing) rather than as insur-
ance as noted in FASB ASC 720-20-25-1.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.18 Accounting Guidance for Transfer of Insurance Risk
Inquiry—What GAAP accounting literature provides guidance related to

transfer of insurance risk?

Reply—The assessment of transfer of insurance risk requires significant
judgment and a complete understanding of the insurance contract and other re-
lated contracts between the parties. The greater the number, or degree, or both,
of insurance risk limiting features that exist in a contract, the more difficult it
becomes to assess whether or not the insurance risk transferred is sufficient to
permit the contract to be accounted for as insurance rather than as a deposit.

FASB ASC 720-20-25-1 provides the following guidance on insurance con-
tracts that do not provide for indemnification of the insured by the insurer
against loss or liability:
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To the extent that an insurance contract or reinsurance contract does
not, despite its form, provide for indemnification of the insured or the
ceding entity by the insurer or reinsurer against loss or liability, the
premium paid less the amount of the premium to be retained by the in-
surer or reinsurer shall be accounted for as a deposit by the insured or
the ceding entity. Those contracts may be structured in various ways,
but if, regardless of form, their substance is that all or part of the pre-
mium paid by the insured or the ceding entity is a deposit, it shall be
accounted for as such.

FASB ASC 944 establishes the conditions required for a contract between
an insurer and a reinsurer to be accounted for as reinsurance and prescribes
accounting and reporting standards for those contracts. FASB ASC 944-20-15-
41 notes, in part, the following:

Unless the condition in paragraph 944-20-15-53 is met, indemnifica-
tion of the ceding entity against loss or liability relating to insurance
risk in reinsurance of short-duration contracts exists under paragraph
944-20-15-37(a) only if both of the following conditions are met:

a. Significant insurance risk. The reinsurer assumes signif-
icant insurance risk under the reinsured portions of the
underlying insurance contracts. Implicit in this condition
is the requirement that both the amount and timing of the
reinsurer's payments depend on and directly vary with the
amount and timing of claims settled under the reinsured
contracts.

b. Significant loss. It is reasonably possible that the reinsurer
may realize a significant loss from the transaction.

FASB ASC 944 looks to the present value of all cash flows between the
parties, however characterized, under reasonably possible outcomes in deter-
mining whether it is reasonably possible that the reinsurer may realize a sig-
nificant loss from the contract.

FASB ASC 720-20-25-2 suggests that noninsurance entities look to the risk
transfer guidance in FASB ASC 944, and states, in part, the following:

Entities may find the conditions in Section 944-20-15 useful in assess-
ing whether an insurance contract transfers risk.

FASB ASC 944-20-25-1 states that a multiple-year retrospectively rated
insurance contract must indemnify the insured as required by FASB ASC 944-
20-15-36 to be accounted for as insurance. FASB ASC 944-20 also indicates
that there may be certain situations in which the guarantee accounting in ac-
cordance with FASB ASC 460, Guarantees, is applicable.

FASB ASC 815, Derivatives and Hedging, addresses scenarios where there
are dual-triggers and includes a number of relevant examples.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.19 Differences Between Retroactive and Prospective Insurance
Inquiry—What are the differences between retroactive and prospective in-

surance?

Reply—FASB ASC 944-605-05-7 states that for property and casualty
insurance: The distinction between prospective and retroactive reinsurance
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contracts is based on whether the contract reinsures future or past insured
events covered by the underlying contracts.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.20 Accounting for Prospective Insurance
Inquiry—How does a noninsurance enterprise account for prospective in-

surance contracts that qualify for insurance accounting?

Reply—A noninsurance enterprise amortizes the premiums over the con-
tract period in proportion to the amount of insurance protection provided. If
an insured loss occurs, and if it is probable that the policy will provide reim-
bursement for the loss and the amount of the loss can be reasonably estimated,
the noninsurance enterprise records a receivable from the insurance enterprise
and a recovery of the incurred loss in the income statement. If it is not probable1

that the policy will provide reimbursement, then the receivable and recovery
are not recorded.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.21 Accounting for Retroactive Insurance
Inquiry—How does a noninsurance enterprise account for retroactive in-

surance contracts that qualify for insurance accounting?

Reply—Paragraphs 3–4 of FASB ASC 720-20-25 state the following:

Notwithstanding that Topic 944 applies only to insurance entities,
purchased retroactive insurance contracts that indemnify the insured
shall be accounted for in a manner similar to the manner in which
retroactive reinsurance contracts are accounted for under Subtopic
944-605. The guidance in that Subtopic shall be applied, as appropri-
ate, based on the facts and circumstances of the particular transaction.
That is, amounts paid for retroactive insurance shall be expensed im-
mediately. Simultaneously, a receivable shall be established for the ex-
pected recoveries related to the underlying insured event.
If the receivable established exceeds the amounts paid for the insur-
ance, the resulting gain is deferred. Immediate gain recognition and
liability derecognition are not appropriate because the liability has not
been extinguished (the entity is not entirely relieved of its obligation).
Additionally, the liability incurred as a result of a past insurable event
and amounts receivable under the insurance contract do not meet the
criteria for offsetting under paragraph 210-20-45-1.

FASB ASC 720-20-35-2 further states the following:

If the amounts and timing of the insurance recoveries can be reason-
ably estimated, the deferred gain shall be amortized using the interest
method over the estimated period over which the entity expects to re-
cover substantially all amounts due under the terms of the insurance
contract. If the amounts and timing of the insurance recoveries can-
not be reasonably estimated, then the proportion of actual recoveries
to total estimated recoveries shall be used to determine the amount of
the amortization.

1 According to the Financial Accounting Standards Board (FASB) Accounting Standards Codifi-
cation (ASC) glossary, probable means that the future event or events are likely to occur.
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Paragraphs 22–23 of FASB ASC 944-605-25 state the following:

Amounts paid for retroactive reinsurance of short-duration contracts
that meets the conditions for reinsurance accounting shall be reported
as reinsurance receivables to the extent those amounts do not exceed
the recorded liabilities relating to the underlying reinsured contracts.
If the recorded liabilities exceed the amounts paid, reinsurance receiv-
ables shall be increased to reflect the difference and the resulting gain
deferred.

If the amounts paid for retroactive reinsurance for short-duration con-
tracts exceed the recorded liabilities relating to the underlying rein-
sured short-duration contracts, the ceding entity shall increase the re-
lated liabilities or reduce the reinsurance receivable or both at the time
the reinsurance contract is entered into, so that the excess is charged
to earnings.

FASB ASC 944-605-35-9 further states the following:

Any gain deferred under paragraph 944-605-25-22 shall be amortized
over the estimated remaining settlement period. If the amounts and
timing of the reinsurance recoveries can be reasonably estimated, the
deferred gain shall be amortized using the effective interest rate in-
herent in the amount paid to the reinsurer and the estimated timing
and amounts of recoveries from the reinsurer (the interest method).
Otherwise, the proportion of actual recoveries (the recovery method)
shall determine the amount of amortization.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.22 Accounting for Multiple-Year Retrospectively Rated
Insurance

Inquiry—How does a noninsurance enterprise account for a multiple-year
retrospectively rated insurance contract?

Reply—As noted in FASB ASC 720-20-05-10, multiple-year retrospectively
rated contracts

include a "retrospective rating" provision that provides for at least one
of the following based on contract experience:

a. Changes in the amount or timing of future contractual
cash flows, including premium adjustments, settlement
adjustments, or refunds to the noninsurance entity

b. Changes in the contract's future coverage

FASB ASC 720-20-05-9 also states, in part:

A critical feature of these contracts is that part or all of the retrospec-
tive rating provision is obligatory such that the retrospective rating
provision creates for each party to the contract future rights and obli-
gations as a result of past events.

FASB ASC 944-20-25-2 also discusses the accounting for retrospective ad-
justments and states:

For a multiple-year retrospectively rated insurance contract accounted
for as insurance, the insurer shall both:
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a. Recognize an asset to the extent that the insured has an

obligation to pay cash (or other consideration) to the in-
surer that would not have been required absent experience
under the contract

b. Recognize a liability to the extent that any cash (or other
consideration) would be payable by the insurer to the in-
sured based on experience to date under the contract.

Paragraphs 3–4 of FASB ASC 944-20-35 further state:

The amount recognized under paragraph 944-20-25-4 in the current
period shall be computed, using a with-and-without method, as the
difference between the ceding entity's total contract costs before and
after the experience under the contract as of the reporting date, in-
cluding costs such as premium adjustments, settlement adjustments,
and impairments of coverage.

The amount of premium expense related to impairments of coverage
shall be measured in relation to the original contract terms. Future
experience under the contract (that is, future losses and future pre-
miums that would be paid regardless of past experience) shall not be
considered in measuring the amount to be recognized.

FASB ASC 944-20-25-4 also further states:

For contracts that meet all of the conditions described in paragraph
944-20-15-55:

a. The ceding entity shall recognize a liability and the as-
suming entity shall recognize an asset to the extent that
the ceding entity has an obligation to pay cash (or other
consideration) to the reinsurer that would not have been
required absent experience under the contract (for exam-
ple, payments that would not have been required if losses
had not been experienced).

b. The ceding entity shall recognize an asset and the assum-
ing entity shall recognize a liability to the extent that any
cash (or other consideration) would be payable from the
assuming entity to the ceding entity based on experience
to date under the contract.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.23 Deposit Accounting
Inquiry—What is deposit accounting?

Reply—Deposit accounting essentially treats the contract as a financing
transaction similar to a loan taking into account the time value of money. FASB
ASC 340 provides guidance on how to account for insurance and reinsurance
contracts that do not transfer insurance risk.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.24 Identifying Accounting Model for Insurance Transactions
The accompanying chart depicts the basic decision process in identifying

the appropriate accounting model for insurance transactions.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.25 Integrated/Nonintegrated Contract Features in Applying FASB
ASC 944-30

Inquiry—If there are contract features that do not meet the definition
of nonintegrated contract features contained in the FASB ASC glossary, how
should the contract features be evaluated under FASB ASC 944-30?

Reply—The flowchart in FASB ASC 944-30-55-11, titled "Summary of In-
ternal Replacement Transactions Accounting Model," asks the question, "Does
the contract modification involve the addition of or changes to a nonintegrated
contract feature?" If the answer is Yes, the nonintegrated contract feature is
evaluated separately from the base contract. All other modifications need to be
evaluated to determine if the contract modification results in a substantially
changed replacement contract in accordance with the criteria in FASB ASC
944-30-35-37.

When applying the guidance in FASB ASC 944-30 to determine whether
a feature is integrated or nonintegrated, one indicator of a nonintegrated con-
tract feature is that it is distinguishable as a separate component from the base
contract.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.26 Evaluation of Significance of Modification in Applying FASB
ASC 944-30

Inquiry—When analyzing a contract feature under FASB ASC 944-30-35-
37(a), how should the significance of the change in the degree of mortality risk,
morbidity risk, or other insurance risk be determined?
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Reply—In assessing the significance of a change in the degree of mortality,

morbidity, or other insurance risk, the insurance enterprise should consider the
specific facts and circumstances of the modification as well as which approach
or approaches it considers most appropriate to analyze the substance of the
change. It is the substance of the contract between the insurance enterprise
and the contract holder that is to be evaluated, and not just the economics to
the insurance enterprise that is critical to determining whether an internal
replacement results in a substantially changed contract.

FASB ASC 944-30 does not require any one specific approach for analyzing
the significance of a change in insurance risk; rather, it provides examples of
several approaches that may be used in assessing changes in the degree of in-
surance risk. Factors to consider in determining whether there are significant
changes in insurance risks may include changes in actuarially estimated costs
for that benefit feature (for example, changes in the death benefit provided) or,
alternatively, changes in the FASB ASC 944 benefit ratio related to that bene-
fit feature (for example, giving consideration to the change in the relationship
between the actuarially estimated future costs of the benefit feature and es-
timated total future fees to be charged for the contract). Another example of
assessing the significance of a change for a universal life contract is by compar-
ing the change in the relationship between the expected cost of the benefit and
the charges for the benefit. Another potential comparison would be the change
in the net amount at risk before and after the modification. Reunderwriting
an entire contract generally would indicate a significant change in the kind or
degree of insurance risk.

Different approaches utilized to assess the significance of a change in the
degree of mortality, morbidity, or other insurance risk could result in different
conclusions. Therefore, it may be necessary to consider multiple approaches to
evaluate the significance of a change. For example, a change from a 20-pay life
insurance contract to a 10-pay life insurance contract, where the two premiums
are determined to be actuarially equivalent amounts, is an internal replace-
ment that may or may not result in the replacement contract being determined
to be substantially changed from the replaced contract. Using actuarially esti-
mated cost before and after the modification would not result in a significant
change (for example, the death benefit remains the same, only the premium
payment period is changing). Comparing the relationship of the present value
of estimated cost and the present value of the actuarially equivalent premi-
ums also would not result in a significant change. However, if one used the net
amount at risk as the basis for comparison, the change could be considered
significant, given that the net amount at risk would differ for contracts with
different premium collection periods.

While all these approaches, and perhaps others, would be appropriate in
analyzing the significance of the change in this specific example, not all of these
approaches would be appropriate in all circumstances. Any approach utilized
should consider the substance of the change between the insurance enterprise
and the contract holder. For instance, a minimum guaranteed death benefit
(MGDB) is essentially a combination of mortality and investment risk and,
therefore, it generally would not be appropriate to analyze the change in a
MGDB based on a comparison of net expected cost (expected costs net of ex-
pected charges for the MGDB benefit) or the change in the relationship between
the expected cost and charges for the MGDB benefit due to the interaction of
the mortality and investment risk.
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The approach or approaches determined to be appropriate to evaluate the
substance of a change should be applied consistently in analyzing similar types
of modifications for similar contracts.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.27 Changes in Investment Management Fees and Other Adminis-
trative Charges in Applying FASB ASC 944-30

Inquiry—How should changes in investment management fees and other
administrative charges be evaluated under the guidance in FASB ASC 944-30?

Reply—Changes in accordance with terms and within ranges specified in
the contract, without any other change in benefits or coverages, are not modifi-
cations to the contract.

Changes in investment management fees and charges that are not in ac-
cordance with terms specified in the contract should be evaluated under the
guidance in FASB ASC 944-30-35-37(b) based on the substance of the fees and
consider whether the change in fees is significant in the context of the overall
investment return rights. Changes in the structure of investment management
fees and charges (for example, between flat fee, sliding scale, or percentage of
assets), whether made by the insurance entity or investment advisor, may or
may not result in a significant change to the nature of investment return rights.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.28 Definition of Reunderwriting for Purposes of Applying FASB
ASC 944-30

Inquiry—Is the performance of limited examination procedures in conjunc-
tion with the election of a benefit, feature, right, or coverage by the contract
holder considered underwriting or reunderwriting as contemplated by FASB
ASC 944-30-35-26(b)?

Reply—It depends. The performance of examination procedures with re-
spect to specific risks or components of a contract would not represent under-
writing or reunderwriting as long as the procedures are limited in nature and
do not involve judgment or discretion with respect to acceptance or price. For
example, examination procedures undertaken to confirm data used to calculate
benefit amounts, such as the income verification procedures undertaken as part
of a benefit step-up in a disability policy, or to gather information to verify repre-
sentations made by the contract holder with respect to the election being made,
such as limited procedures to validate an insured's claim of currently being a
nonsmoker, would not be considered underwriting or reunderwriting.

The lack of underwriting is not, by itself, determinative that an election is
not a modification or that a change is not substantial. The election should be
evaluated against the other conditions of FASB ASC 944-30.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.29 Contract Reinstatements in Applying FASB ASC 944-30
Inquiry—How should insurance enterprises apply the guidance in FASB

ASC 944-30 to contract reinstatements?

Reply—If an insurance enterprise determines it has no further obligation
to pay claims due to the lapse of a contract, the related contract would be con-
sidered extinguished. If the insurance contract is later reinstated, it would be
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accounted for as a newly issued contract in the period in which the reinstate-
ment occurs. Unamortized deferred acquisition costs, unearned revenue liabil-
ities, and deferred sales inducement assets related to the terminated contract
should not be reestablished in connection with the newly issued contract.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.30 Commissions Paid on an Increase in Insurance Coverage or In-
cremental Deposits in Applying FASB ASC 944-30

Inquiry—Should additional commissions incurred on either an increase in
insurance coverage or incremental deposits not provided for in the replaced
contract, related to a contract modification determined to result in a substan-
tially unchanged replacement contract under FASB ASC 944-30, be accounted
for as maintenance costs?

Reply—No. If commissions are paid on either an increase in insurance cov-
erage or incremental deposit, not previously provided for in the contract, related
to a contract modification determined to result in a substantially unchanged
replacement contract, the commissions should be accounted for as acquisition
costs in accordance with the provisions of FASB ASC 944, as appropriate.

For example, an increase in face amount of a universal life-type contract
results in a replacement contract that is determined to be substantially un-
changed. The modification is an integrated feature because the universal life-
type contract has only a single account value and the death benefit is the excess
of face amount over account value. In this situation, the commission incurred
on what is essentially the sale of new insurance coverage should not be consid-
ered maintenance expense, but rather should be accounted for as acquisition
costs in accordance with the provisions of FASB ASC 944. The substance of the
modification in this example is the sale of additional insurance.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.31 Participating Dividends and the Interaction of Guidance in
FASB ASC 944

Inquiry—How are paid up additions funded by dividends on participating
policies evaluated under FASB ASC 944-30, and what is the impact on esti-
mated gross margins?

Reply—Paid up additions funded by dividends on participating policies that
meet the conditions of FASB ASC 944-30-35-26 would not be considered inter-
nal replacements subject to the guidance in FASB ASC 944-30. Paid up ad-
ditions that do not meet the conditions of FASB ASC 944-30-35-26 would be
considered nonintegrated contract features under FASB ASC 944-30.

For paid up additions that do not meet the conditions of FASB ASC 944-
30-35-26, FASB ASC 944 addresses the accounting and the impact of various
dividend options, including paid up additions, on estimated gross margins. Un-
der FASB ASC 944-30-35-15, the estimated gross margins should include an
insurance company's best estimate of the dividend options that policyholders
will elect, which would include the option to use dividends to fund paid up addi-
tions. FASB ASC 944-30 does not amend or affect that guidance in FASB ASC
944.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.32 Premium Changes to Long Duration Contracts in Applying
FASB ASC 944-30

Inquiry—Are changes in premiums to long-duration insurance contracts
for which the insurer has the right to make changes in premium rates consid-
ered modifications as contemplated in FASB ASC 944-30?

Reply—It depends.

FASB ASC 944-20-55-5 states:

. . . individual and group insurance contracts that are . . . guaranteed
renewable (renewable at the option of the insured), or collectively re-
newable (individual contracts within a group are not cancelable), or-
dinarily are long-duration contracts.

The AICPA Audit and Accounting Guide Life and Health Insurance Entities
defines a guaranteed renewable contract as:

An insurance contract whereby the insured has the right to continue
in force by the timely payment of premiums for a period that coincides
approximately with the average working lifetime (for federal income
tax purposes at least until age sixty), with the right reserved by the
insurer to make changes in premium rates by classes.

The right to adjust premium rates for group long-duration insurance con-
tracts generally would not meet the characteristics of a modification under
FASB ASC 944-30 as long as all of the following conditions are met:

� The right to adjust premium rates is provided for under the terms
of the insurance contract,

� The change to premium rates for a contract holder is the same
change in premium rates that is applicable to the entire class of
contract holders,

� Changes to premium rates do not involve consideration by the in-
surer of specific experience of the contract holder, and

� No other changes in benefits or coverages occur.

Further, the determination of rates based on a formula specified within
the contract that does not involve insurer discretion would not be considered a
modification as contemplated under FASB ASC 944-30.

Changes to a contract that involve the adjustment of rates or benefits based
on a judgmental review of actual experience of the contract holder or the renego-
tiation of rates or benefits with that contract holder, even if no reunderwriting
has occurred, generally would be considered a modification that is subject to
the guidance in FASB ASC 944-30.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.33 Evaluation of Changes Under FASB ASC 944-30-35-37(a)
Inquiry—How should changes in the period of coverage or insured risk

under FASB ASC 944-30-35-37(a) be evaluated?

Reply—A change in the period of coverage should be evaluated based on a
comparison of the remaining period of coverage of the replaced contract to the
remaining period of coverage of the replacement contract when assessing the
significance of that change. Similarly, when determining whether there are sig-
nificant changes in insurance risk under FASB ASC 944-30-35-37(a) the evalu-
ation should be based on a comparison of the remaining insurance coverage of
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the replaced contract to the remaining insurance coverage of the replacement
contract.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.34 Nature of Investment Return Rights in FASB ASC 944-30-35-
37(b)

Inquiry—What constitutes the nature of the investment return rights in
FASB ASC 944-30-35-37(b)?

Reply—The phrase nature of the investment return rights encompasses the
manner in which the contract's investment return is determined. For pass-
through contracts, the addition of a floor or the capping of the returns, such
that actual returns (net of fees and charges) are not passed through to the pol-
icyholder, fundamentally changes the nature of the investment return rights.

If the contract is referenced to a pool of assets or otherwise indexed (for ex-
ample, S&P 500 or LIBOR), the underlying referenced pool of assets or index is
an inherent component of the nature of investment return rights, and changes
in these provisions would result in a change to the nature of investment return
rights between the insurance enterprise and the contract holder under FASB
ASC 944-30-35-37(b). This differs from a contract holder reallocation of funds
among multiple investment alternatives provided for in the contract in which
the investment performance of the investments passes through to the contract
holder.

Contract holder liquidity rights related to investment guarantees (for ex-
ample, variable annuity guaranteed minimum accumulation benefits, guaran-
teed minimum income benefits, and guaranteed minimum withdrawal benefits)
are inherent components of the nature of investment return rights, and the ad-
dition of a different investment guarantee with substantively different timing
of cash flow accessibility to the contract holder would result in a change to the
nature of investment return rights between the insurance enterprise and the
contract holder under FASB ASC 944-30-35-37(b).

Changes to a component (or components) of an investment return formula
(for example, the strike price of the guarantee for a variable annuity with a
guaranteed minimum accumulation benefit or other modification to an exist-
ing investment guarantee) should be evaluated in a manner similar to changes
in minimum guarantees for contracts subject to periodic discretionary declara-
tion.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.35] Reserved

.36 Prospective Unlocking
Inquiry—Certain insurance contracts classified as long-duration insurance

contracts under FASB ASC 944, may include provisions that allow for premium
rate increases by class of customer, subject to regulatory approval. Policies with
these provisions may include long-term care, Medicare supplements, and cer-
tain other guaranteed renewable contracts.

Is an insurance company permitted to "unlock" its original FASB ASC 944
assumptions after contract inception for collected, approved, or expected pre-
mium rate increases for the contracts previously described in situations other
than in premium deficiency?
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Reply—No, FASB ASC 944 policyholder benefit liability assumptions can-
not be unlocked for collected, approved, or expected premium rate increases
for the contracts described in situations other than in the premium deficiency
situations described in paragraphs 7–9 of FASB ASC 944-60-25.

FASB ASC 944 requires that best estimate assumptions (with a provision
for adverse deviation) be determined at contract inception and used to calculate
the long duration policy benefit liability. Paragraphs 5–6 of FASB ASC 944-40-
35 state the following:

Original assumptions shall continue to be used in subsequent account-
ing periods to determine changes in the liability for future policy ben-
efits (often referred to as the lock-in concept) unless a premium defi-
ciency exists subject to paragraphs 944-60-25-7 through 25-9.

Changes in the liability for future policy benefits that result from its
periodic estimation for financial reporting purposes shall be recog-
nized in income in the period in which the changes occur.

FASB ASC 944-60-25-7 describes the premium deficiency situations that
can exist. As FASB ASC 944-60-30-1 describes, the first situation occurs when
the present value of future payments for benefits and related expenses less
the present value of future gross premiums (both determined using revised
assumptions based on actual and expected experience) exceed the existing li-
ability for future policy benefits reduced by unamortized acquisition costs. As
FASB ASC 944-60-25-9 describes, a premium deficiency can also exist when
the liability on a particular line of business is not deficient in the aggregate,
but circumstances are such that profits would be recognized in early years and
losses in later years.

[Issue Date: December 2008; Revised, June 2009, to reflect conforming
changes necessary due to the issuance of FASB ASC.]

.37 Application of Accounting Standards Update No. 2010-26, Fi-
nancial Services—Insurance (Topic 944): Accounting for Costs Associ-
ated with Acquiring or Renewing Insurance Contracts (a consensus of
the FASB Emerging Issues Task Force)

Inquiry—How should Accounting Standards Update (ASU) No. 2010-26, Fi-
nancial Services—Insurance (Topic 944): Accounting for Costs Associated with
Acquiring or Renewing Insurance Contracts (a consensus of the FASB Emerging
Issues Task Force), be applied?

Reply—The application of ASU No. 2010-26 will be based on an election of
the entity and could be applied in either of the following ways:

a. Prospectively

b. Retrospectively, as described in FASB ASC 250-10

If an entity decides to retrospectively apply, paragraph BC16 of ASU No. 2010-
26 discusses that the task force did not believe that an entity is necessarily
expected to reperform its detailed capitalization, amortization, and premium
deficiency calculations for every prior year that is restated. Specifically, para-
graph BC16 states that the

Task Force members stated that an entity may need to make reason-
able estimates of the effect on prior years on the basis of its specific
circumstances in order to adopt the amendments retrospectively. In
electing retrospective application, the Task Force did not believe that
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an entity is necessarily expected to reperform its detailed capitaliza-
tion, amortization, and premium deficiency calculations for every prior
year if it has ways to reasonably estimate those amounts in accordance
with Subtopic 250-10, Accounting Changes and Error Corrections—
Overall.

[Issue Date: July 2011.]

.38 Retrospective Application of ASU No. 2010-26
Inquiry—If different levels of historical information are available for var-

ious products, how should this information be included when retrospectively
applying ASU No. 2010-26? Can ASU No. 2010-26 be applied retrospectively to
different points in time for various products?

Reply—If the entity has determined that it is impracticable to determine
the cumulative effect of applying a change in accounting principle to all prior
periods (as discussed in paragraphs 5–7 of FASB ASC 250-10-45) for all con-
tracts subject to ASU No. 2010-26 and is applying the new accounting principle
as if the change was made prospectively as of the earliest date practicable (in
accordance with FASB ASC 250-10), the effect of applying a change in account-
ing principle for deferral of acquisition costs should be applied at a single point
in time to contracts that were entered into from the point of retrospective ap-
plication and forward.

Determining the earliest practicable date of retrospective application of
ASU No. 2010-26 is a matter of judgment. Accordingly, the entity will need to
make a determination, based on individual facts and circumstances, about what
single point in time to use as a starting point for retrospective application for
all products. The guidance on reporting a change in accounting principle made
in an interim period in FASB ASC 250-10-45-14 should also be considered.

The entity will adopt the deferral guidance in ASU No. 2010-26 for con-
tracts entered into from the date of retrospective application and forward.
Therefore, the acquisition costs that were previously deferred relating to pe-
riods prior to the date of retrospective application will be based upon the pre-
vious applicable guidance under FASB ASC 944-30 for deferral of acquisition
costs. It is recommended that the entity disclose the types of costs deferred un-
der ASU No. 2010-26 and whether differences exist in the costs deferred under
the previous guidance of FASB ASC 944-30 and ASU No. 2010-26.

For example, an insurance entity only sells product A and product B, and
they are both material to the entity for all prior periods. For product A, the
entity has sufficient information going back three years; however, for product
B, the entity has sufficient information going back seven years. In this example,
the entity would be limited to three years of retrospective application (that is,
the earliest date practicable) of ASU No. 2010-26, and all years prior to the
three years that would be retrospectively adjusted would continue to follow the
previous accounting policy used to defer acquisition costs.

The guidance in ASU No. 2010-26 does not change the required amortiza-
tion methods for acquisition costs that are deferrable; therefore, all deferrable
cost will be amortized in the same manner, notwithstanding that the types of
cost deferred for certain periods may be different. However, ASU No. 2010-26
requires that advertising costs that meet the capitalization criteria for direct-
response advertising in FASB ASC 340-20 should be included in deferred acqui-
sition costs and amortized in the same manner as all other deferred acquisition
costs.

[Issue Date: July 2011.]
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.39 Cumulative Effect of Change in Accounting Principle—ASU No.
2010-26

Inquiry—If an entity is retrospectively applying the guidance in ASU No.
2010-26, what effects of a change in accounting principle should be included in
the cumulative effect?

Reply—As stated in FASB ASC 250-10-45-8:

Retrospective application shall include only the direct effects of a
change in accounting principle, including any related income tax ef-
fects. Indirect effects that would have been recognized if the newly
adopted accounting principle had been followed in prior periods shall
not be included in the retrospective application. If indirect effects are
actually incurred and recognized, they shall be reported in the period
in which the accounting change is made.

In addition to the impact on deferrals and amortization of acquisition costs,
including any impact to income taxes, the following are some items to consider
when evaluating the direct effects of retrospective application of ASU No. 2010-
26:

� Premium deficiency (loss recognition). If a premium deficiency was
recognized in prior financial statements, an entity should deter-
mine whether the amount of the premium deficiency loss that was
recognized would change if deferred acquisition costs had been
measured based on the guidance in ASU No. 2010-26. In those
situations when the application of this accounting change results
in additional acquisition costs being deferred in prior periods, en-
tities should evaluate whether a premium deficiency is needed
based on the revised DAC amount.

� Shadow accounts. Adjustments made to DAC as a result of ASU
No. 2010-26 may also require adjustments to shadow DAC2 or
shadow premium deficiency amounts.

� Limited payment contracts. For limited pay contracts, the calcu-
lation of deferred profit liability includes capitalizable acquisition
costs.3 Therefore, changes in the amount of DAC due to the adop-
tion of ASU No. 2010-26 will result in changes to the deferred
profit liability.

� Equity method investee that is an insurance entity. The amount
recognized relating to an equity method investment in an insur-
ance entity may be affected by an investee's retrospective adoption
of ASU No. 2010-26.

2 As discussed in FASB ASC 320-10-S99-2:

[A]sset amounts that are amortized using the gross-profits method, such as deferred acquisition
costs accounted for under FASB ASC 944-30-35-4 and certain intangible assets arising from
insurance contracts acquired in business combinations, should be adjusted to reflect the effects
that would have been recognized had the unrealized holding gains and losses actually been
realized.

Also, loss recognition assessments due to the impact of unrealized gains or losses may need
to be adjusted to reflect the revised deferred cost. These adjustments, due to the unrealized
investment gains and losses, are commonly referred to in practice as shadow deferred acquisition
cost or shadow premium deficiency adjustments.

3 As discussed in paragraph 9 of FASB ASC 944-30-25, capitalizable acquisition costs should be
included in the calculation of net premiums and for purposes of determining the deferred profit for
limited payment contracts.
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� Noncontrolling interest of an insurance subsidiary. The noncon-

trolling interest balance should be adjusted to reflect the adoption
of ASU No. 2010-26 to the extent that the noncontrolling interest
relates to an entity with DAC.

� Divested operations. Adjustments made to DAC of a divested en-
tity may affect a gain or loss previously recorded on the sale of an
insurance entity, as well as the amounts reported in the financial
statements prior to sale (for example, assets and liabilities held
for sale, income (loss) from discontinued operations).

� Reinsurance. Adjustments made to DAC due to the adoption of
ASU No. 2010-26 may also require adjustments to amounts re-
lated to reinsurance transactions involving long duration reinsur-
ance contracts.4

� Foreign exchange. Entities that conduct business in multiple cur-
rencies should consider the impact of ASU No. 2010-26 on foreign
exchange translation adjustments, as well as foreign exchange
transactions (for example, the remeasurement of DAC from non-
functional currency to functional currency).5

[Issue Date: October 2012.]

.40 Deferrable Commissions and Bonuses Under ASU No. 2010-26
Inquiry—Under the guidance of ASU No. 2010-26, are all commissions and

bonuses deferrable?

Reply—Commissions and bonuses are not deferrable solely due to an in-
surance entity having a sales transaction. To be deferrable as an incremental
direct acquisition cost, the costs must result directly from, and be essential to,
the sales transaction(s) and would not have been incurred by the insurance
entity had the sales transaction(s) not occurred.

Entities will need to use judgment to determine whether acquisition costs
related to commissions and bonuses for employees or nonemployees meet the
criterion to be deferrable under ASU No. 2010-26 of resulting directly from, and
being essential to, the sale transaction.

FASB ASC 944-30-55-1F and 944-30-55-1G provide examples of some of
the types of activities for which related costs are deferrable and those that are
not. Chapter 10, "Commissions, General Expenses, and Deferred Acquisition
Costs," of the AICPA Audit and Accounting Guide Life and Health Insurance
Entities contains discussion of the guidance in ASU No. 2010-26.

[Issue Date: October 2012.]

4 FASB ASC 944-30-35-64 provides that "proceeds from reinsurance transactions that represent
recovery of acquisition costs shall reduce applicable unamortized acquisition costs in such a manner
that net acquisition costs are capitalized and charged to expense in proportion to net revenue recog-
nized." The remainder is deferred and amortized as part of the estimated cost of reinsurance under
FASB ASC 944-605-30-4. Changes to deferrable amounts will, therefore, affect the estimated cost of
reinsurance.

5 FASB ASC 830-10-45-18 describes nonmonetary items as being "[o]ther intangible assets, de-
ferred charges and credits, except policy acquisition costs for life insurance companies," thus, requiring
that in remeasurements to functional currency, capitalized acquisition costs of life insurance compa-
nies should be accounted for as if they were monetary. FASB ASC 255-10-55-1 notes that deferred
property and casualty insurance policy acquisition costs related to unearned premiums should be
accounted for as nonmonetary items.
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Q&A Section 6400

Health Care Entities

[.01] Reserved

[.02] Reserved

[.03] Reserved

.04 Hospital as Collecting Agent for Physicians [Amended]
Inquiry—Under an agreement with several physicians, a hospital acts as

collecting agent for the physicians' fees, and the physicians, in return, provide
professional services at the hospital. These physicians are not employees; pay-
roll taxes are not paid for them, and the hospital cannot exercise any of the pre-
rogatives of an employer. To enable it to collect the physicians' Medicare fees,
the hospital holds valid assignments. Should the amounts collected as physi-
cians' fees be included in the income and expenses of the provider hospital?

Reply—No. As discussed in Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 954-305-45-4, health care entities
may receive and hold assets owned by others under agency relationships; for
example, they may perform billing and collection services for physicians. In
accepting responsibility for those assets, an entity incurs a liability to the prin-
cipal under the agency relationship to return the assets in the future. In the
preceding example, the hospital is functioning as a conduit with respect to
the physicians' fees. As a result, the fees should be reported as a liability to
the physicians and not recognized in the statement of revenues and expenses.
Agency funds are reported as unrestricted assets.

[Amended, September 1997; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

[.10] Reserved

[.11] Reserved

.12 General Obligation Bonds Issued for Current Use by City
Owned Hospital [Amended]

Inquiry—A hospital is a city municipal enterprise. The city council issued
general obligation bonds to provide funds for the hospital's operations, without
restriction. The hospital's assets will not be used to pay principal or interest
on the bonds. Should the general obligation bond liability be reported in the
hospital's financial statements?

Reply—No. FASB ASC 954-470-25-1 states that if a health care entity has
no obligation to make payments of principal and interest on the debt, the entity
should not reflect the liability on its balance sheet. The proceeds from the bond
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issue are contributions from the city. Therefore, the hospital should not report
the bonds as a liability in its financial statements.

[Amended, September 1997; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

[.13] Reserved

[.14] Reserved

[.15] Reserved

[.16] Reserved

.17 Elimination of Profit on Intercompany Sales
Inquiry—FASB ASC 810-10-45-1 addresses the elimination of intercom-

pany profit or loss on assets remaining within a combined or consolidated group.
FASB ASC 980-810-45-1 indicates the following with regard to intercompany
profit:

Profit on sales to regulated affiliates shall not be eliminated in general-
purpose financial statements if both of the following criteria are met:

a. The sales price is reasonable.

b. It is probable that, through the rate-making process, fu-
ture revenue approximately equal to the sales price will
result from the regulated affiliate's use of the products.

Because health care providers are, in certain cases, reimbursed for oper-
ating costs, it is possible that, assuming they meet certain related party tests
under third-party regulations, an entity could receive reimbursement on in-
tercompany sales that include a profit. Thus, one could argue that under that
circumstance, it would not be appropriate to eliminate profit on intercompany
sales using the criteria set forth in FASB ASC 980, Regulated Operations.

Reply—In some instances health care entities may encounter situations
where they fall under FASB ASC 980-10-15-2. Generally, however, as explained
in FASB ASC 980-10-15-7, the normal Medicare and Medicaid arrangements
are excluded from the scope of FASB ASC 980 on the basis that the "regulator"
is also a party to the contract. Accordingly, gains or losses on sale of assets
within the group should be eliminated in combined or consolidated financial
statements. However, these gains or losses would be recognized and disclosed as
appropriate in the separate financial statements of the members of the group.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.18] Reserved

.19 Offsetting of Limited Use Assets
Inquiry—Can limited-use assets of one entity be offset against the related

liability of another entity in combined or consolidated financial statements?

Reply—Unless a right of setoff exists as defined in the FASB ASC glossary,
assets, in general, should not be offset against related liabilities in any financial
statement presentation.

[Amended; Revised, June 2009, to reflect conforming changes necessary due to
the issuance of FASB ASC.]
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.20 Format of Combined or Consolidated Financial Statements
Inquiry—When presenting combined or consolidated financial statements

of various health care entities, is there a prescribed or recommended presenta-
tion format?

Reply—No. The sample financial statements contained in FASB ASC 954,
Health Care Entities, do not prescribe the format of statements. In addition,
no single format for combined or consolidated financial statements has been
considered appropriate in all circumstances.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.21] Reserved

[.22] Reserved

[.23] Reserved

[.24] Reserved

.25 Accounting for Transfer of Assets From Not-for-Profit to For-
Profit Entities

Inquiry—How should subsequent transfers of assets, evidenced as addi-
tional investment, from not-for-profit entities to for-profit entities be accounted
for by the transferee and transferor?

Reply—Additional investments in for-profit entities (subsequent to the
original transfer of assets) should be reflected by the transferee as an increase
in capital stock or paid-in capital, or both. The transferor would record a corre-
sponding increase in its investment account in the for-profit entity, if a financial
interest was received (for example, additional capital stock).

.26 Transfer of Assets From Subsidiary For-Profit Entity to Not-for-
Profit Stockholder Parent

Inquiry—How should transfers of assets from a "subsidiary" for-profit en-
tity (F) to a not-for-profit entity (N) that is a minority stockholder of F be
recorded?

Reply—This transaction would generally be recorded as a dividend, which
would be reported as a reduction in F's retained earnings. Any dividend in ex-
cess of retained earnings is a "liquidating" dividend; as such, it would be re-
ported as a reduction in F's paid-in capital account. If N accounts for its invest-
ment in F using the equity method, then the not-for-profit entity would report
all dividends received as a reduction of its investment account, in accordance
with FASB ASC 323, Investments—Equity Method and Joint Ventures. If N's
investment in F is accounted for using the cost method, because the conditions
for applying the equity method are not met, the dividends would be reported as
income.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.27] Reserved

[.28] Reserved

.29 Timing of Recording Transfers Between Related Entities
Inquiry—When should a transfer of assets between related entities be

recorded—only when the transfer is actually made, or at some earlier point?
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Reply—In most situations, transfers should be recorded at the time they
are formally obligated to occur (formal board resolutions, legal notes, passage of
title to real estate, and so on). This would be the case when each of the entities
have independent governance, and the timing of the transfer is controlled by the
governing board of the transferor. Yet, in situations where there is clear, com-
mon control of the related entities, it would be appropriate to record transfers
at the time when both (a) the transfer amount is known and (b) the receiving
entity is given control over the timing of the transfer.

.30 Accounting for Transactions Involving Medicaid Voluntary
Contribution or Taxation Programs [Amended]

Inquiry—The Medicaid program is set up on a state-by-state basis to pro-
vide medical assistance to the indigent. Although state-administered, the pro-
gram is actually a joint federal and state program for which the federal gov-
ernment picks up a portion of the cost. Under this arrangement, the federal
government "matches" a percentage of the total amount paid by the state to
health care providers. This matching is referred to as federal financial partici-
pation.

States have attempted to increase the amount of federal matching funds
for which they are eligible by increasing the amount of medical assistance they
provide. In order to pay for the increased medical assistance, some states have
imposed a tax on health care entities, sought donations or other voluntary pay-
ments from them, or both. As a result, the states have been able to generate
additional federal matching funds without expending additional state funds.
How should a health care entity account for these taxes or donations made to
the state?

Reply—Congress has passed legislation prohibiting the use of health care
entity taxes or donations except in limited situations.

The accounting for these types of programs is dependent on the individ-
ual facts and circumstances. For example, if there is a guarantee that specific
monies given to the state by the health care entity will be 'returned' to the
entity from the state, those amounts should be recorded as receivables. In ad-
dition, if the health care entity has met all requirements to be legally entitled
to additional funds from the state, the revenue/gain should be recognized.

However, if the monies go into a pool with other contributions which are
then disbursed based on factors over which the health care entity has little or
no control, the payments should be recognized as an expense. Any subsequent
reimbursements would be recognized as revenue/gain when the provider is en-
titled to them and payment is assured.

Care should be taken to avoid delayed recognition of expenses or to im-
properly recognize contingent gains. Because of complexities involved, it may
be necessary to consult with legal counsel.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.31] Reserved

[.32] Reserved

.33 Accounting for a Joint Operating Agreement
Inquiry—Two not-for-profit health care systems enter into a Joint Oper-

ating Agreement whereby both (the Venturers) agree to jointly operate and
control certain of their hospitals while sharing in the operating results and
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residual interest upon dissolution based upon an agreed-upon ratio. Neither of
the Venturers receives cash or other monetary assets as part of entering into
the Agreement. How should the Venturers account for the Agreement?

Reply—Joint Operating Agreements are similar to joint ventures and typ-
ically are characterized by factors such as:

� Common purpose (for example, to share risks and rewards; to develop
a new market, health service or program; to pool resources)

� Joint funding: all parties contribute resources toward its accomplish-
ment

� Defined relationship: typically governed by an agreement
� Joint control: control is not derived from holding a majority of the vot-

ing interest

Even though the Agreement does not provide for a separate legal entity
(such as a corporation or partnership), the same principles apply. For exam-
ple, because there is joint control (that is, neither party controls the venture),
consolidation would not be appropriate. Instead, such agreements should be
accounted for similar to a corporate joint venture using the equity method of
accounting (see FASB ASC 323). Because the transaction did not reflect the cul-
mination of the earnings process, the Venturers' basis in the investment would
be recorded at net book value.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.34 Accounting for Computer Systems Costs Incurred in Connec-
tion With the Health Insurance Portability and Accountability Act of
1996 (HIPAA)

Inquiry—The Health Insurance Portability and Accountability Act of 1996
(HIPAA) was enacted by the federal government with the intent to assure
health insurance portability, improve the efficiency and effectiveness of the
health care system, reduce health care fraud and abuse, help ensure secu-
rity and privacy of health information, and enforce standards for transacting
health information. HIPAA addresses issues of security and confidentiality in
the transfer of electronic patient information and facilitates the reduction of
administrative costs by standardizing health care electronic transactions.

How should health care entities account for computer systems costs in-
curred in connection with HIPAA?

Reply—Costs associated with upgrading and improving computer systems
to comply with HIPAA should follow the guidance set forth in FASB ASC 350-
40. The accounting for specific compliance costs depends on whether the costs
relate to "upgrades and enhancements" or maintenance. The following summa-
rizes the financial reporting requirements for each type of cost:

� Upgrades are defined in the FASB ASC glossary as, "an improvement
to an existing product that is intended to extend the life or improve
significantly the marketability of the original product through added
functionality, enhanced performance, or both. The terms upgrade and
enhancement are used interchangeably to describe improvements to
software products; however, in different segments of the software in-
dustry, those terms may connote different levels of packaging or im-
provements. This definition does not include platform-transfer rights."
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For example, if the changes increase the security of the data from tam-
pering or alteration or reduce the ability of unauthorized persons to
gain access to the data, those changes would be tasks that the soft-
ware previously could not perform and the associated qualifying costs
of application development stage activities should be capitalized. Con-
versely, if the changes merely reconfigure existing data to conform to
the HIPAA standard or regulatory requirements, such changes would
not result in the capability to perform of additional tasks and the asso-
ciated costs therewith should be expensed as incurred. Because many
of the costs associated with HIPAA relate to compliance with the Act
and do not result in "additional functionality," those costs should be
expensed as incurred.

� Maintenance costs should be expensed as incurred. Training costs and
data conversion costs, except for costs to develop or obtain software
that allows for access or conversion of old data by new systems, should
also be expensed as incurred.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.35 Note to Sections 6400.36–.42—Implementation of FASB ASC
958—Classification of a Beneficiary's Interest in the Net Assets of a Fi-
nancially Interrelated Fund-Raising Foundation (in the Beneficiary's
Financial Statements)

Some not-for-profit entities have separate fund-raising foundations (com-
monly referred to as "institutionally related foundations") that solicit contribu-
tions on their behalf. FASB ASC 958, Not-for-Profit Entities, provides guidance
on (among other things) the accounting that should be followed by such in-
stitutionally related foundations and their related beneficiary entity(ies) with
respect to contributions received by the foundation.

Some institutionally related foundations and their beneficiary entities
meet the characteristics of financially interrelated entities provided in FASB
ASC 958-20-15-2. If entities are financially interrelated, FASB ASC 958 pro-
vides that the balance sheet of the beneficiary entity(ies) should reflect that
entity's interest in the net assets of the foundation, and that interest should
be periodically adjusted to reflect the beneficiary's share of the changes in the
net assets of the foundation. This accounting is similar to the equity method of
accounting, which is described in FASB ASC 323.

FASB ASC 323-10-35-5 requires that the periodic adjustment of the invest-
ment be included in the determination of the investor's net income. The purpose
of sections 6140.14–.18 (applicable to not-for-profit entities [NPEs] other than
health care [HC] entities) and sections 6400.36–.42 (applicable to not-for-profit
health care entities) is to clarify that in circumstances in which the recipient
and the beneficiary are financially interrelated:

� Beneficiary entities should segregate the adjustment into changes in
restricted and unrestricted net assets. (NPE sections 6140.14–.16; HC
sections 6400.36–.37 and .39)

� In circumstances in which the beneficiary can influence the financial
decisions of the recipient entity to such an extent that the beneficiary
can determine the timing and amount of distributions from the recip-
ient to the beneficiary, the existence of the recipient entity should be
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transparent in determining the net asset classifications in the benefi-
ciary's financial statements. In other words, the recipient cannot im-
pose time or purpose restrictions beyond those imposed by the donor.
(NPE section 6140.14 and .16; HC sections 6400.36 and .39)

� In circumstances in which the beneficiary cannot influence the finan-
cial decisions of the recipient entity to such an extent that the ben-
eficiary can determine the timing and amount of distributions from
the recipient to the beneficiary, the existence of the recipient entity
creates an implied time restriction on the beneficiary's net assets at-
tributable to the beneficiary's interest in the net assets of the recipient
(in addition to any other restrictions that may exist). Accordingly, in
recognizing its interest in the net assets of the recipient entity and the
changes in that interest, the beneficiary should classify the resulting
net assets and changes in those net assets as temporarily restricted
(unless donors placed permanent restrictions on their contributions).
(NPE section 6140.15; HC section 6400.37)

� In circumstances in which the beneficiary can influence the financial
decisions of the recipient entity to such an extent that the beneficiary
can determine the timing and amount of distributions from the recipi-
ent to the beneficiary and some net assets held by the recipient for the
benefit of the beneficiary are subject to purpose restrictions [for exam-
ple, net assets of the recipient restricted to the beneficiary's purchase
of property, plant, and equipment (PPE)], expenditures by the bene-
ficiary that meet those purpose restrictions result in the beneficiary
(and recipient) reporting reclassifications from temporarily restricted
to unrestricted net assets (assuming that the beneficiary has no other
net assets subject to similar purpose restrictions), unless those net
assets are subject to time restrictions that have not expired, includ-
ing time restrictions that are implied on contributed long-lived assets
as a result of the beneficiary's accounting policy pursuant to FASB
ASC 958-605-45-6. (If those net assets are subject to time restrictions
that have not expired and the beneficiary has other net assets with
similar purpose restrictions, the restrictions on those other net assets
would expire in accordance with FASB ASC 958. These sections do not,
however, establish a hierarchy pertaining to which restrictions are re-
leased first—restrictions on net assets held by the recipient or pur-
pose restrictions on net assets held by the beneficiary.) (NPE section
6140.17; HC section 6400.40)

� In circumstances in which the beneficiary cannot influence the finan-
cial decisions of the recipient entity to such an extent that the benefi-
ciary can determine the timing and amount of distributions from the
recipient to the beneficiary and some net assets held by the recipient
for the benefit of the beneficiary are subject to purpose restrictions,
though not subject to time restrictions other than the implied time re-
strictions that exist because the beneficiary cannot determine the tim-
ing and amount of distributions from the recipient to the beneficiary,
expenditures by the beneficiary that are consistent with those purpose
restrictions should not result in the beneficiary reporting a reclassifi-
cation from temporarily restricted to unrestricted net assets, subject
to the exceptions in the following sentence. Expenditures by the ben-
eficiary that are consistent with those purpose restrictions should re-
sult in the beneficiary reporting a reclassification from temporarily re-
stricted to unrestricted net assets if (a) the recipient has no discretion
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in deciding whether the purpose restriction is met1 or (b) the recipient
distributes or obligates itself to distribute to the beneficiary amounts
attributable to net assets restricted for the particular purpose, or oth-
erwise indicates that the recipient intends for those net assets to be
used to support the particular purpose as an activity of the current pe-
riod. In all other circumstances, (a) purpose restrictions and (b) implied
time restrictions on the net assets attributable to the interest in the
recipient entity exist and have not yet expired. (However, if the ben-
eficiary has other net assets with similar purpose restrictions, those
restrictions would expire in accordance with FASB ASC 958. These
sections do not establish a hierarchy pertaining to which restrictions
are released first—restrictions on net assets held by the recipient or re-
strictions on net assets held by the beneficiary.) (NPE section 6140.18;
HC section 6400.41)

� For HC NPEs Only. In circumstances in which the beneficiary can in-
fluence the financial decisions of the recipient to such an extent that
the beneficiary can determine the timing and amount of distributions
from the recipient to the beneficiary, changes in the beneficiary's in-
terest in the net assets of a recipient entity attributable to unreal-
ized gains and losses on investments should be included or excluded
from the performance indicator in accordance with FASB ASC 954-
10, FASB ASC 954-205-45, FASB ASC 954-320-45, FASB ASC 954-
320-55, and FASB ASC 954-605, in the same manner that they would
have been had the beneficiary had the transactions itself. Similarly,
in applying this guidance, the determination of whether amounts are
included or excluded from the performance measure should compre-
hend that if the beneficiary cannot influence the financial decisions
of the recipient entity to such an extent that the beneficiary can de-
termine the timing and amount of distributions from the recipient to
the beneficiary, an implied time restriction exists on the beneficiary's
net assets attributable to the beneficiary's interest in the net assets of
the recipient (in addition to any other restrictions that may exist). Ac-
cordingly, in circumstances in which the beneficiary cannot influence
the financial decisions of the recipient entity to such an extent that
the beneficiary can determine the timing and amount of distributions
from the recipient to the beneficiary, the beneficiary should classify the
resulting net assets and changes in those net assets as temporarily
restricted (unless donors placed permanent restrictions on their con-
tributions) and therefore exclude those changes from the performance
indicator. (HC section 6400.42)

� For HC NPEs Only. In circumstances in which the recipient entity and
the beneficiary are both controlled by the same entity, entities should
consider the specific facts and circumstances to determine whether the

1 In some circumstances, the purpose restrictions may be so broad that the recipient entity has
discretion in deciding whether expenditures by the beneficiary that are consistent with those purpose
restrictions actually meet those purpose restrictions. For example, the recipient's net assets may have
arisen from a contribution that was restricted for the beneficiary's purchase of research equipment,
with no particular research equipment specified. Purchasing an XYZ microscope, which is consistent
with that purpose restriction, may or may not meet that purpose restriction, depending on the decision
of the recipient. In contrast, the net assets may have arisen from a contribution that was restricted
for an XYZ microscope. Purchasing an XYZ microscope, which also is consistent with that purpose
restriction, would result in the recipient having no discretion in determining whether that purpose
restriction is met.
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beneficiary can influence the financial decisions of the recipient entity
to such an extent that the beneficiary can determine the timing and
amount of distributions from the recipient to the beneficiary. (HC sec-
tion 6400.38)

Technical Practice Aids for Not-for-Profit Entities
Implementation of FASB ASC 958—Classification of a Beneficiary's

Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (in the Beneficiary's Financial Statements)

HC NPEs

NPEs that are not HC NPEs

Can the
benefi-
ciary
determine
the timing
and
amount of
distribu-
tions from
the
recipient
to the ben-
eficiary?
(Not-for-
profit
health
care
entities
[HC NPEs]
under
common
control
consider
section
6400.38)

How does
the
existence
of the
recipient
affect the
benefi-
ciary's
reporting
of its
interest?

Are any net assets
held by the
recipient for the
benefit of the
beneficiary subject
to donor-imposed
purpose restrictions
and has the
beneficiary made
expenditures that
meet those purpose
restrictions (in
circumstances in
which the
beneficiary can
determine the
timing and amount
of distributions
from the recipient
to the beneficiary)
or that are
consistent with
those purpose
restrictions (in
circumstances in
which the
beneficiary cannot
determine the
timing and amount
of distributions
from the recipient
to the beneficiary)?

Are any changes in
the beneficiary's
interest in the net
assets of the
recipient
attributable to
unrealized gains
and losses on
investments?

(continued)
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HC NPEs

NPEs that are not HC NPEs

Yes Existence of
recipient is
transparent
in
determining
net asset
classifica-
tions. (NPE
sections
6140.14 and
.16; HC
sections
6400.36 and
.39)

Reclass the applicable
net assets from
temporarily restricted
(TR) to unrestricted
(UR) unless those net
assets are subject to
time restrictions that
have not expired.
(NPE section 6140.17;
HC section 6400.40)

Changes in the
beneficiary's interest
in the net assets of a
recipient entity
attributable to
unrealized gains and
losses on investments
should be included or
excluded from the
performance indicator
in accordance with
FASB ASC 954-10,
FASB ASC
954-205-45, FASB
ASC 954-320-45,
FASB ASC
954-320-55, and FASB
ASC 954-605, in the
same manner that
they would have been
had the beneficiary
had the transactions
itself. (HC section
6400.42)

No Existence of
the recipient
creates an
implied time
restriction
on the
beneficiary's
net assets
attributable
to the
beneficiary's
interest in
the net
assets of the
recipient.
(NPE
section
6140.15; HC
section
6400.37)

Reclass the applicable
net assets from TR to
UR only if the purpose
restriction and the
implied time
restriction are met.
Whether the purpose
restriction is met
depends in part on (1)
whether the recipient
has discretion in
determining whether
the purpose restriction
is met and (2) the
recipient's decision in
exercising that
discretion, if any.
(NPE section 6140.18;
HC section 6400.41)

An implied time
restriction exists on
the beneficiary's net
assets attributable to
the beneficiary's
interest in the net
assets of the recipient.
The beneficiary should
classify the resulting
net assets and changes
in those net assets as
temporarily restricted
(unless donors placed
permanent
restrictions on their
contributions) and
therefore exclude
those changes from
the performance
indicator. (HC section
6400.42)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.36 Application of FASB ASC 958—Classification of a Beneficiary's

Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary can influence the operating and finan-
cial decisions of the foundation to such an extent that the benefi-
ciary can determine the timing and amount of distributions from the
foundation.)

Inquiry—ABC Hospital, a not-for-profit health care entity subject to FASB
ASC 954,2 and ABC Foundation are financially interrelated entities as de-
scribed in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is or-
ganized for the purpose of stimulating voluntary financial support from donors
for the sole benefit of ABC Hospital. Assume that ABC Hospital can influence
the operating and financial decisions of ABC Foundation to such an extent that
ABC Hospital can determine the timing and amount of distributions from ABC
Foundation to ABC Hospital.

During its most recent fiscal year, ABC Foundation's activities resulted in
an increase in net assets (before distributions) of $3,200, comprised of $2,000 in
unrestricted contributions, $1,000 in temporarily restricted contributions (pur-
pose restrictions), $500 in unrestricted dividend and interest income, and $300
in expenses. In addition, ABC Foundation distributed $2,500 in cash represent-
ing unrestricted net assets to ABC Hospital. How should this activity be re-
ported in ABC Hospital's financial statements?

Reply—Because ABC Foundation (the recipient entity) and ABC Hospital
(the beneficiary) are financially interrelated, FASB ASC 958-20-25-2 requires
ABC Hospital to recognize its interest in the net assets of ABC Foundation
and periodically adjust that interest for its share of the change in net assets of
ABC Foundation. This is similar to the equity method of accounting described
in FASB ASC 323.

In recognizing its interest in the net assets of ABC Foundation and the
changes in that interest, ABC Hospital should classify the resulting net assets
as if contributions were received by ABC Hospital directly from the donor, be-
cause ABC Hospital can influence the operating and financial decisions of ABC
Foundation to such an extent that ABC Hospital can determine the timing and
amount of distributions from ABC Foundation to ABC Hospital. In other words,
the existence of ABC Foundation should be transparent in determining the net
asset classifications in ABC Hospital's financial statements because ABC Foun-
dation cannot impose time or purpose restrictions beyond those imposed by
the donor. (Any instructions given by ABC Foundation are designations, rather
than restrictions.)

In the circumstances described previously, ABC Hospital would initially
increase its asset, "Interest in Net Assets of ABC Foundation" for the change
in ABC Foundation's net assets ($3,200). ABC Hospital's Statement of Opera-
tions would include "Change in Unrestricted Interest in ABC Foundation" of
$2,200 (which would be included in the performance indicator in accordance
with FASB ASC 954-10, FASB ASC 954-205, FASB ASC 954-310, 954-405, and
FASB ASC 954-605) and "Change in Temporarily Restricted Interest in ABC

2 This section addresses not-for-profit health care entities subject to Financial Accounting Stan-
dards Board (FASB) Accounting Standards Codification (ASC) 954, Health Care Entities. Section
6140.14, "Application of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets
of a Financially Interrelated Fund-Raising Foundation (The beneficiary can influence the operating
and financial decisions of the foundation to such an extent that the beneficiary can determine the
timing and amount of distributions from the foundation.)," addresses a similar issue for not-for-profit
entities subject to FASB ASC 958, Not-for-Profit Entities.
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Foundation" of $1,000 which would be reported in the Statement of Changes in
Net Assets.

The $2,500 distribution from ABC Foundation to ABC Hospital would not
be reported as an increase in net assets on ABC Hospital's Statement of Oper-
ations or its Statement of Changes in Net Assets. By analogy to equity method
accounting, the $2,500 would be reported in a manner similar to a distribution
from a subsidiary to its parent (for example, a dividend). ABC Hospital should
report the distribution by increasing cash and decreasing its interest in the net
assets of ABC Foundation.

If the distribution represented restricted net assets, ABC Hospital would
not reclassify the net assets from temporarily restricted to unrestricted at the
time of the distribution. Instead, ABC Hospital would reclassify the net assets
from temporarily restricted to unrestricted when those restrictions were met.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.37 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary cannot influence the operating and finan-
cial decisions of the foundation to such an extent that the beneficiary
can determine the timing and amount of distributions from the foun-
dation.)

Inquiry—ABC Hospital, a not-for-profit health care entity subject to FASB
ASC 954,3 and ABC Foundation are financially interrelated entities described
in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is organized
for the purpose of stimulating voluntary financial support from donors for the
sole benefit of ABC Hospital. Assume that ABC Hospital cannot, however, influ-
ence the operating and financial decisions of ABC Foundation to such an extent
that ABC Hospital can determine the timing and amount of distributions from
ABC Foundation to ABC Hospital.

During its most recent fiscal year, ABC Foundation's activities resulted in
an increase in net assets (before distributions) of $3,200, comprised of $2,000 in
unrestricted contributions, $1,000 in temporarily restricted contributions (pur-
pose restrictions), $500 in unrestricted dividend and interest income, and $300
in expenses. In addition, ABC Foundation elected to distribute $2,500 in cash
representing unrestricted net assets to ABC Hospital. How should this activity
be reported in ABC Hospital's financial statements?

Reply—Because ABC Foundation (the recipient entity) and ABC Hospital
(the beneficiary) are financially interrelated, FASB ASC 958-20-25-2 requires
ABC Hospital to recognize its interest in the net assets of ABC Foundation
and periodically adjust that interest for its share of the change in net assets of
ABC Foundation. This is similar to the equity method of accounting described
in FASB ASC 323.

ABC Hospital cannot influence the operating and financial decisions of ABC
Foundation to such an extent that ABC Hospital can determine the timing and

3 This section addresses not-for-profit health care entities subject to FASB ASC 954. Section
6140.15, "Application of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets of
a Financially Interrelated Fund-Raising Foundation (The beneficiary cannot influence the operating
and financial decisions of the foundation to such an extent that the beneficiary can determine the
timing and amount of distributions from the foundation.)," addresses a similar issue for not-for-profit
entities subject to FASB ASC 958.
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amount of distributions from ABC Foundation. Therefore, an implied time re-
striction exists on ABC Hospital's interest in the net assets of ABC Foundation
(in addition to any other restrictions that may exist). Accordingly, in recogniz-
ing its interest in the net assets of ABC Foundation and the changes in that
interest, ABC Hospital should classify the resulting net assets as changes in
temporarily restricted net assets (unless donors placed permanent restrictions
on their contributions).

In the circumstances previously described, ABC Hospital would initially
increase its asset, "Interest in Net Assets of ABC Foundation" for the change in
ABC Foundation's net assets ($3,200). ABC Hospital's Statement of Changes in
Net Assets would include "Change in Temporarily Restricted Interest in ABC
Foundation" of $3,200 as an increase in temporarily restricted net assets.

The $2,500 distribution from ABC Foundation to ABC Hospital would not
be reported as an increase in net assets on ABC Hospital's Statement of Oper-
ations or its Statement of Changes in Net Assets. By analogy to equity method
accounting, the $2,500 would be treated similar to a distribution from a sub-
sidiary to its parent (for example, a dividend). ABC Hospital should report the
distribution by increasing cash and decreasing its interest in the net assets of
ABC Foundation.

ABC Hospital would reclassify the net assets from temporarily restricted to
unrestricted at the time of the distribution, because the time restriction would
expire at the time of the distribution. The reclassification would be reported as
"net assets released from restrictions" and included in the performance indica-
tor in the statement of operations. (If those net assets were subject to purpose or
time restrictions that remained even after the net assets had been distributed
to ABC Hospital, ABC Hospital would not reclassify the net assets from tem-
porarily restricted to unrestricted at the time of the distribution. Instead, ABC
Hospital would reclassify the net assets from temporarily restricted to unre-
stricted when those restrictions were met and the reclassification would be in-
cluded in or excluded from the performance indicator in accordance with FASB
ASC 954-10, FASB ASC 954-205, FASB ASC 954-310, FASB ASC 954-405, and
FASB ASC 954-605.)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.38 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation—Does Common Control Lead to the Conclusion That the
Beneficiary Can Determine the Timing and Amount of Distributions
from the Recipient?

Inquiry—ABC Holding Company (a not-for-profit entity) has two not-for-
profit subsidiaries (ABC Hospital and ABC Foundation) that it controls and
consolidates in accordance with the guidance in FASB ASC 954-10, FASB ASC
954-205, FASB ASC 954-605, and FASB ASC 954-810. ABC Hospital and ABC
Foundation are brother-sister entities that are financially interrelated entities
as described in FASB ASC 958-20-15-2. ABC Hospital issues separate finan-
cial statements in connection with a loan agreement. ABC Foundation's bylaws
state that it is organized for the purpose of stimulating voluntary financial sup-
port from donors for the sole benefit of ABC Hospital.

Because ABC Hospital and ABC Foundation are under common control,
does that lead to the conclusion that ABC Hospital can influence the financial
decisions of ABC Foundation (either directly or indirectly) to such an extent
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that ABC Hospital can determine the timing and amount of distributions from
ABC Foundation to ABC Hospital?

Reply —In some circumstances ABC Hospital, though a subsidiary of ABC
Holding Company, may be able to influence the financial decisions of ABC Foun-
dation (either directly or indirectly) to such an extent that ABC Hospital can
determine the timing and amount of distributions from ABC Foundation to
ABC Hospital. For example, if ABC Hospital formed ABC Holding Company as
a nominally-capitalized shell with no real operating powers, a rebuttable pre-
sumption exists that ABC Hospital can influence the financial decisions of ABC
Foundation (either directly or indirectly) to such an extent that ABC Hospital
can determine the timing and amount of distributions from ABC Foundation
to ABC Hospital. On the other hand if, for example, ABC Hospital formed ABC
Holding Company to be an operating entity with substance, other factors would
need to be considered in determining whether ABC Hospital can influence the
financial decisions of ABC Foundation (either directly or indirectly) to such an
extent that ABC Hospital can determine the timing and amount of distributions
from ABC Foundation to ABC Hospital. Therefore, it is necessary to consider
the facts and circumstances surrounding the relationships between ABC Hold-
ing Company and ABC Hospital, and ABC Hospital and ABC Foundation, to
determine whether ABC Hospital exerts enough influence over ABC Founda-
tion to determine the timing and amount of distributions from ABC Foundation
to ABC Hospital. Indicators to consider may include, but are not limited to, the
following:

� What is the extent of overlap among the boards of ABC Hospital, ABC
Holding Company, and ABC Foundation (for example, do a majority of
the individuals who govern ABC Hospital also govern ABC Founda-
tion; do a majority of the individuals who govern ABC Hospital also
govern ABC Holding Company; are the boards of ABC Hospital, ABC
Foundation and ABC Holding Company substantially independent of
one another)? The greater the overlap among the boards of ABC Hos-
pital and either ABC Holding Company or ABC Foundation, the more
likely that ABC Hospital can influence the financial decisions of ABC
Foundation (either directly or indirectly) to such an extent that ABC
Hospital can determine the timing and amount of distributions from
ABC Foundation to ABC Hospital.

� What is the extent of overlap among management teams of ABC Hospi-
tal, ABC Holding Company, and ABC Foundation (for example, do the
individuals who manage ABC Hospital also manage ABC Foundation;
do the individuals who manage ABC Hospital also manage ABC Hold-
ing Company; does ABC Holding Company have a separate manage-
ment team that exercises significant authority over both ABC Hospital
and ABC Foundation)? The greater the overlap between ABC Hospi-
tal's management and management of either ABC Holding Company
or ABC Foundation, the more likely that ABC Hospital can influence
the financial decisions of ABC Foundation (either directly or indirectly)
to such an extent that ABC Hospital can determine the timing and
amount of distributions from ABC Foundation to ABC Hospital.

� What are the origins of the parent/holding company structure? For ex-
ample, were ABC Holding Company and ABC Foundation created by

§6400.38 ©2017, AICPA



Health Care Entities 279
ABC Hospital through a corporate restructuring, which may indicate
that ABC Hospital, as the original entity, can influence the financial
decisions of ABC Foundation (either directly or indirectly) to such an
extent that ABC Hospital can determine the timing and amount of dis-
tributions from ABC Foundation to ABC Hospital. Alternatively, were
ABC Hospital and ABC Foundation independent entities that merged
and created ABC Holding Company to govern the combined entity,
which may indicate that ABC Hospital cannot influence the financial
decisions of ABC Foundation (either directly or indirectly) to such an
extent that ABC Hospital can determine the timing and amount of
distributions from ABC Foundation to ABC Hospital.

� What is the number of entities under common control? The greater
the number of entities under ABC Holding Company's control, the less
likely it is that any one subsidiary, such as ABC Hospital, can influ-
ence the financial decisions of another brother-sister subsidiary, such
as ABC Foundation, (either directly or indirectly) to such an extent
that ABC Hospital can determine the timing and amount of distribu-
tions from ABC Foundation to ABC Hospital

Other relevant facts and circumstances should also be considered.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.39 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (More Than One Beneficiary—Some Contributions Are
Designated)

Inquiry—DEF Health Entity is the parent company of three brother-sister
not-for-profit entities: Health A, a not-for-profit health care entity subject to
FASB ASC 954,4 Health B, and Foundation. Foundation is organized for the
purpose of raising contributions for the benefit of both Health A and Health
B. The four entities are legally separate not-for-profit entities that are finan-
cially interrelated pursuant to the guidance in FASB ASC 958-20-15-2. Assume
that Health A can influence the financial decisions of Foundation to such an ex-
tent that Health A can determine the timing and amount of distributions from
Foundation to Health A.

A donor contributes $5,000 cash to Foundation and stipulates that the con-
tribution is for the benefit of Health A. Foundation would record the contribu-
tion as temporarily restricted revenue because Foundation must use the contri-
bution for the benefit of Health A. In its separately issued financial statements,
Health A would recognize its interest in the net assets attributable to that con-
tribution by debiting "Interest in Net Assets of Foundation" for $5,000. Would
the offsetting credit be reported as temporarily restricted revenue (because the
net assets attributable to the contribution are restricted on Foundation's Bal-
ance Sheet) or unrestricted revenue (because there are no donor-imposed time

4 This section addresses not-for-profit health care entities subject to FASB ASC 954. Section
6140.16, "Application of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets
of a Financially Interrelated Fund-Raising Foundation (More Than One Beneficiary—Some Contri-
butions Are Designated)," addresses a similar issue for not-for-profit entities subject to FASB ASC
958.
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restrictions or purpose restrictions on how Health A must use the contribu-
tion)?

Reply —Health A should report the offsetting credit as unrestricted rev-
enue. Because Health A can influence the financial decisions of Foundation to
such an extent that Health A can determine the timing and amount of dis-
tributions from Foundation to Health A, no implied time restriction exists on
Health A's net assets attributable to its interest in the net assets of Foundation.
Accordingly, in recognizing its interest in the net assets of Foundation and the
changes in that interest, Health A should classify the resulting net assets as
if contributions were received by Health A directly from the donor. In other
words, the existence of Foundation should be transparent in determining the
net asset classifications in Health A's separately issued financial statements
because Foundation cannot impose time or purpose restrictions beyond those
imposed by the donor. (Any instructions given by Foundation are designations,
rather than restrictions.)

Because no donor-imposed restrictions exist on how Health A must use the
contribution, Health A should report the change in its interest in the net assets
attributable to the contribution as an increase in unrestricted net assets that
is included in its performance indicator (in accordance with FASB ASC 954-10,
FASB ASC 954-205, FASB ASC 954-310, FASB ASC 954-405, and FASB ASC
954-605) in its separately issued Statement of Operations. When Foundation
actually distributes the funds, Health A should increase cash and decrease its
interest in net assets of Foundation; the distributions would have no effect on
Health A's Statement of Operations or its Statement of Changes in Net Assets.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.40 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary makes an expenditure that meets a pur-
pose restriction on net assets held for its benefit by the recipient
entity—The beneficiary can influence the operating and financial de-
cisions of the recipient to such an extent that the beneficiary can de-
termine the timing and amount of distributions from the recipient.)

Inquiry —ABC Hospital, a not-for-profit health care entity subject to FASB
ASC 954,5 and ABC Foundation are financially interrelated entities as de-
scribed in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is or-
ganized for the purpose of stimulating voluntary financial support from donors
for the sole benefit of ABC Hospital. Assume that ABC Hospital can influence
the operating and financial decisions of ABC Foundation to such an extent that
ABC Hospital can determine the timing and amount of distributions from ABC
Foundation to ABC Hospital.

ABC Foundation's net assets consist of $3,000,000 resulting from cash con-
tributions restricted for the purchase of PPE by ABC Hospital. ABC Hospital

5 This section addresses not-for-profit health care entities subject to FASB ASC 954. Section
6140.17, "Application of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets
of a Financially Interrelated Fund-Raising Foundation (The beneficiary makes an expenditure that
meets a purpose restriction on net assets held for its benefit by the recipient entity—The beneficiary
can influence the operating and financial decisions of the recipient to such an extent that the benefi-
ciary can determine the timing and amount of distributions from the recipient.)," addresses a similar
issue for not-for-profit entities subject to FASB ASC 958.

§6400.40 ©2017, AICPA



Health Care Entities 281
has recorded its interest in those net assets by debiting "Interest in net assets
of ABC Foundation" and crediting "Change in interest in ABC Foundation,"
which is reported as an increase in temporarily restricted net assets. ABC Hos-
pital's accounting policy is to not imply a time restriction that expires over the
useful life of the donated long-lived assets pursuant to FASB ASC 958-605-45-6
and it has no other net assets restricted for the purchase of PPE.6 ABC Hos-
pital subsequently purchased and placed into service $3,000,000 of PPE that
meets those donor restrictions prior to receiving a distribution from ABC Foun-
dation. Should ABC Hospital reclassify $3,000,000 from temporarily-restricted
net assets as a result of building and placing into service the $3,000,000 of
PPE?

Reply —Because ABC Foundation (the recipient entity) and ABC Hospital
(the beneficiary) are financially interrelated, FASB ASC 958-20-25-2 requires
ABC Hospital to recognize its interest in the net assets of ABC Foundation
and periodically adjust that interest for its share of the change in net assets of
ABC Foundation. This is similar to the equity method of accounting described
in FASB ASC 323.

In recognizing its interest in the net assets of ABC Foundation and the
changes in that interest, ABC Hospital should classify the resulting net as-
sets as if contributions were received by ABC Hospital directly from the donor,
because ABC Hospital can influence the operating and financial decisions of
ABC Foundation to such an extent that ABC Hospital can determine the tim-
ing and amount of distributions from ABC Foundation to ABC Hospital. Ac-
cordingly, the net assets representing contributions restricted for the purchase
of PPE should be reported as temporarily restricted net assets (purpose re-
stricted) in ABC Hospital's financial statements. Upon purchasing and placing
into service the PPE, ABC Hospital (and ABC Foundation) should reclassify
$3,000,000 from temporarily restricted to unrestricted net assets,7 reported
separately from the performance indicator in the statement of operations in
accordance with the guidance in FASB ASC 954-10, FASB ASC 954-205, FASB
ASC 954-310, FASB ASC 954-405, and FASB ASC 954-605. In other words, the
existence of ABC Foundation should be transparent in determining the net as-
set classifications in ABC Hospital's financial statements because ABC Foun-
dation cannot impose time or purpose restrictions beyond those imposed by
the donor. (Any instructions given by ABC Foundation are designations, rather
than restrictions.)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

6 The assumption that ABC Hospital has no other net assets restricted for the purchase of PPE
is intended to avoid establishing a hierarchy pertaining to which restrictions are released first—
restrictions on net assets held by the recipient or restrictions on net assets held by the beneficiary.
That issue is not addressed in this section.

7 In this fact pattern, ABC Research Institute's interest in the net assets of ABC Foundation is
subject to only purpose restrictions because the net assets arose from cash contributions with no time
restrictions. If instead the net assets arose from promises to give rather than from cash contributions,
the net assets might be subject to time restrictions in addition to the purpose restrictions. In deter-
mining whether net assets that arose from promises to give are subject to time restrictions, NPEs
should consider the guidance in section 6140.04, Lapsing of Restrictions on Receivables if Purpose
Restrictions Pertaining to Long-Lived Assets are Met Before the Receivables are Due, which discusses
whether restrictions on net assets arising from promises to give that are restricted by donors for in-
vestments in long-lived assets are met when the assets are placed in service or when the receivables
are due.
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.41 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (The beneficiary makes an expenditure that is consistent
with a purpose restriction on net assets held for its benefit by the re-
cipient entity—The beneficiary cannot influence the operating and fi-
nancial decisions of the recipient to such an extent that the benefi-
ciary can determine the timing and amount of distributions from the
recipient.)

Inquiry—ABC Hospital, a not-for-profit health care entity subject to FASB
ASC 954,8 and ABC Foundation are financially interrelated entities as de-
scribed in FASB ASC 958-20-15-2. ABC Foundation's bylaws state that it is or-
ganized for the purpose of stimulating voluntary financial support from donors
for the sole benefit of ABC Hospital. Assume that ABC Hospital cannot, how-
ever, influence the operating and financial decisions of ABC Foundation to such
an extent that ABC Hospital can determine the timing and amount of distri-
butions from ABC Foundation to ABC Hospital.

ABC Foundation's net assets consist of $3,000,000 resulting from cash con-
tributions restricted for the purchase of PPE ABC Hospital. ABC Hospital has
recorded its interest in those net assets by debiting "Interest in net assets of
ABC Foundation" and crediting "Change in interest in ABC Foundation," which
is reported as an increase in temporarily restricted net assets. ABC Hospital
has no other net assets restricted for the purchase of PPE.9

ABC Hospital subsequently built and placed into service the New Modern
Hospital Wing (at a cost of $3,000,000) prior to receiving a distribution from
ABC Foundation or any indication from ABC Foundation that it intends to sup-
port building and placing into service the New Modern Hospital Wing. Should
ABC Hospital reclassify $3,000,000 from temporarily-restricted net assets to
unrestricted net assets as a result of building and placing into service the New
Modern Hospital Wing?

Reply—From ABC Hospital's perspective, its interest in the net assets
of ABC Foundation has two restrictions—a purpose restriction (the purchase
of the PPE) and an implied time restriction. (ABC Hospital cannot influence
the operating and financial decisions of ABC Foundation to such an extent
that ABC Hospital can determine the timing and amount of distributions from
ABC Foundation to ABC Hospital, including distributions pertaining to expen-
ditures by ABC Hospital that meet the donor-imposed purpose restrictions.
Therefore, an implied time restriction exists on ABC Hospital's interest in the
net assets of ABC Foundation.) FASB ASC 958-205-45-9 provides, in part, as
follows:

If two or more temporary restrictions are imposed on a contribution,
the effect of the expiration of those restrictions is recognized in the
period in which the last remaining restriction has expired.

8 This section addresses not-for-profit health care entities subject to FASB ASC 954. Section
6140.18, "Application of FASB ASC 958—Classification of a Beneficiary's Interest in the Net Assets
of a Financially Interrelated Fund-Raising Foundation (The beneficiary makes an expenditure that
is consistent with a purpose restriction on net assets held for its benefit by the recipient entity—
The beneficiary cannot influence the operating and financial decisions of the recipient to such an
extent that the beneficiary can determine the timing and amount of distributions from the recipient.),"
addresses a similar issue for not-for-profit entities subject to FASB ASC 958.

9 The assumption that ABC Hospital has no other net assets restricted for the purchase of PPE
is intended to avoid establishing a hierarchy pertaining to which restrictions are released first—
restrictions on net assets held by the recipient or restrictions on net assets held by the beneficiary.
That issue is not addressed in this section.
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FASB ASC 958-205-45-11 further provides, in part:

Temporarily restricted net assets with time restrictions are not avail-
able to support expenses until the time restrictions have expired.

In considering whether the purpose restriction on ABC Hospital's interest
in the net assets of ABC Foundation is met, ABC Hospital should determine
whether ABC Foundation has discretion in deciding whether an expenditure
by ABC Hospital that is consistent with the purpose restriction satisfies that
purpose restriction. For example, if the restricted net assets arose from a con-
tribution that was restricted for "building projects of ABC Hospital," with no
particular building project specified, purchasing and placing into service the
New Modern Hospital Wing is consistent with the purpose restriction but may
or may not meet it, because ABC Foundation has some discretion in deciding
which building project releases the purpose restriction. In other words, ABC
Foundation may, at its discretion, either release restricted net assets in support
of building the New Modern Hospital Wing or not, because the purpose restric-
tion imposed by the donor was broad enough to give ABC Foundation discretion
in deciding which building projects meet the purpose restriction. If ABC Foun-
dation has such discretion, a purpose restriction and an implied time restriction
on ABC Hospital's interest in the net assets of ABC Foundation exist. Therefore,
ABC Hospital should not reclassify $3,000,000 from temporarily-restricted net
assets to unrestricted net assets as a result of building and placing into service
the New Modern Hospital Wing unless ABC Foundation distributes or obli-
gates itself to distribute to ABC Hospital amounts attributable to net assets
restricted for the purchase of PPE by ABC Hospital, or ABC Foundation oth-
erwise indicates that it intends for those net assets to be used to support the
building and placing into service the New Modern Hospital Wing as an activity
of the current period (assuming that ABC Hospital had no other net assets that
were restricted for the purchase of PPE).10,11

10 In this fact pattern, the expenditure is made prior to meeting the purpose restriction and the
implied time restriction that exists because ABC Hospital cannot determine the timing and amount
of distributions from ABC Foundation to ABC Hospital. FASB ASC 958-205-45-11 provides that in
circumstances in which both purpose and time restrictions exist, expenditures meeting the purpose
restriction must be made simultaneous with or after the time restriction has expired in order to satisfy
both the purpose and time restriction and result in a reclassification of net assets from temporarily
restricted to unrestricted. In other words, time restrictions, if any, must be met before expenditures
can result in purpose restrictions being met. In this fact pattern, however, the time restriction is an
implied time restriction that exists because the beneficiary cannot determine the timing and amount
of distributions from the recipient to the beneficiary, rather than an implied time restriction that
exists because a promise to give is due in a future period or because of an explicit donor stipulation.
Accordingly, in this fact pattern, temporarily restricted net assets with implied time restrictions are
available to support expenditures made before the expiration of the time restrictions and the net
assets should be reclassified from temporarily restricted to unrestricted in the period in which the
last remaining restriction has expired. In other words, in this fact pattern, if the expenditure that
meets the purpose restriction is made before meeting the implied time restriction that exists because
the beneficiary cannot determine the timing and amount of distributions from the recipient to the
beneficiary, all the restrictions should be considered met once the implied time restriction is met.

11 In this fact pattern, ABC Hospital's interest in the net assets of ABC Foundation is subject to
an implied time restriction that exists because ABC Hospital cannot determine the timing and amount
of distributions from ABC Foundation to ABC Hospital and a purpose restriction. Because the net as-
sets arose from cash contributions with no other donor-imposed time restrictions, no time restrictions
other than those imposed by ABC Foundation exist. If instead the net assets arose from promises to
give rather than from cash contributions, the net assets might be subject to donor-imposed time re-
strictions in addition to the time restriction imposed by ABC Foundation and the purpose restriction.
In determining whether net assets that arose from promises to give are subject to donor-imposed time
restrictions in addition to the time restrictions imposed by ABC Foundation, NPEs should consider the

(continued)
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In contrast to the example in the previous paragraph, if the restricted net
assets arose from a contribution that was restricted for "building and placing
into service the New Modern Hospital Wing," ABC Foundation has no discretion
in deciding whether that purpose restriction is met by building and placing into
service the New Modern Hospital Wing. Therefore, if ABC Hospital builds and
places into service the New Modern Hospital Wing, the purpose restriction is
met (assuming that ABC Hospital had no other net assets that were restricted
for building and placing into service the New Modern Hospital Wing). In addi-
tion, the implied time restriction is met because ABC Foundation is required to
distribute the funds to ABC Hospital in order to meet the donor's stipulation.
Therefore, ABC Hospital (and ABC Foundation) should reclassify $3,000,000
from temporarily-restricted net assets as a result of building and placing into
service the New Modern Hospital Wing.

In summary, ABC Hospital should not reclassify $3,000,000 from
temporarily-restricted net assets to unrestricted net assets as a result of build-
ing and placing into service the New Modern Hospital Wing until both the pur-
pose restriction and the implied time restriction are met. If both the purpose
restriction and the implied time restriction are met, ABC Hospital should de-
crease its interest in the net assets of ABC Foundation and increase cash (or
a receivable, if the Foundation has merely obligated itself to make the distri-
bution) by the amount of the distribution, and simultaneously reclassify the
same amount from temporarily restricted net assets to unrestricted net assets.
The reclassification should be reported separately from the performance indi-
cator in the statement of operations in accordance with the guidance in FASB
ASC 954-10, FASB ASC 954-205, FASB ASC 954-310, FASB ASC 954-405, and
FASB ASC 954-605.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.42 Application of FASB ASC 958—Classification of a Beneficiary's
Interest in the Net Assets of a Financially Interrelated Fund-Raising
Foundation (Recipient Entity)—Accounting for Unrealized Gains and
Losses on Investments Held by the Foundation

Inquiry —FASB ASC 958 provides that if entities are financially inter-
related, the balance sheet of the beneficiary entity should reflect that entity's
beneficial interest in the net assets of the recipient entity, and that that inter-
est should be adjusted periodically to reflect the changes in the net assets of
the recipient entity. This accounting is similar to the equity method of account-
ing. FASB ASC 954-10, FASB ASC 954-205-45, FASB ASC 954-320-45, FASB
ASC 954-320-55, and FASB ASC 954-605 provide guidance pertaining to the
classification of investment returns in the financial statements of health care
entities.

(footnote continued)

guidance in section 6140.04, Lapsing of Restrictions on Receivables if Purpose Restrictions Per-
taining to Long-Lived Assets are Met Before the Receivables are Due, which discusses whether
restrictions on net assets arising from promises to give that are restricted by donors for investments
in long-lived assets are met when the assets are placed in service or when the receivables are due. In
circumstances in which the net assets are subject to (a) donor-imposed time restrictions in addition
to the (b) implied time restrictions that exist because ABC Hospital cannot determine the timing
and amount of distributions from ABC Foundation to ABC Hospital and (c) purpose restrictions,
the last remaining time restriction should be considered in applying the guidance in FASB ASC
958-205-45-11 that provides that temporarily restricted net assets with time restrictions are not
available to support expenses until the time restrictions have expired.
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ABC Hospital and ABC Foundation are financially interrelated entities.

How should changes in ABC Hospital's interest in the net assets of ABC Foun-
dation attributable to unrealized gains and losses on Foundation's investments
be classified in ABC Hospital's financial statements?

Reply—In circumstances in which ABC Hospital can influence the finan-
cial decisions of ABC Foundation to such an extent that ABC Hospital can de-
termine the timing and amount of distributions from Foundation to ABC Hos-
pital, changes in ABC Hospital's interest in the net assets of ABC Foundation
attributable to unrealized gains and losses on investments should be classified
in the same manner that they would have been had ABC Hospital held the in-
vestments and had the transactions itself. In accordance with the guidance in
FASB ASC 954-10, FASB ASC 954-205-45, FASB ASC 954-320-45, FASB ASC
954-320-55, and FASB ASC 954-605, ABC Hospital should include in the per-
formance indicator the portion of the change attributable to unrealized gains
and losses on trading securities that are not restricted by donors or by law,
and should exclude from the performance indicator the portion of the change
attributable to all other unrealized gains and losses.

In circumstances in which ABC Hospital cannot influence the financial de-
cisions of Foundation to such an extent that ABC Hospital can determine the
timing and amount of distributions ABC Hospital receives from Foundation,
an implied time restriction exists on ABC Hospital's net assets attributable to
its interest in the net assets of Foundation (in addition to any other restric-
tions that many exist). Accordingly, ABC Hospital should classify all changes
in that interest, including the portion of the change attributable to unrealized
gains and losses on investments, as changes in temporarily restricted net assets
(unless donors placed permanent restrictions on investment gains and losses
pertaining to their contributions) and therefore should exclude those changes
from the performance indicator.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.43 Application of FASB ASC 958—Classification of Distributions
From a Financially Interrelated Fund-Raising Foundation (Recipient
Entity) to a Health Care Beneficiary

Inquiry—How should a fund-raising foundation (recipient), a not-for-profit
entity subject to FASB ASC 958, report (in its separately issued financial state-
ments) distributions to a financially interrelated beneficiary that is a health
care entity? In other words, should such distributions be reported following
(a) the guidance on reporting transfers among affiliated health care entities in
FASB ASC 954-10, FASB ASC 954-205, FASB ASC 954-605, and FASB ASC
954-810 or (b) the guidance in FASB ASC 958.

Reply—FASB ASC 958 applies to all not-for-profit entities, except those
that are providers of health care services (FASB ASC 958-10-15-3). Therefore,
the guidance in FASB ASC 954 generally does not apply to financial statements
of recipient entities that are financially interrelated fund-raising foundations.
The foundation should follow the accounting and reporting requirements of
FASB ASC 958 rather than FASB ASC 954 in the foundation's separately is-
sued financial statements. The foundation should report distributions to ben-
eficiary entities as expenses or distributions to related entities. The guidance
in the previous sentence applies regardless of whether the recipient entity and
the beneficiary are under common control or whether one controls the other in
a parent-subsidiary relationship.
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[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.44] Reserved

.45 Applicability of FASB ASC 460—Accounting and Disclosure Re-
quirements for Guarantees, Including Indirect Guarantees of Indebt-
edness of Others

Inquiry—In order to attract a physician into a community to meet com-
munity needs, a hospital may loan the physician an amount to be forgiven over
a set period as long as the physician remains in practice in the community. The
hospital (generally a not-for-profit) is precluded from requiring the physician
to refer patients to or treat patients at that facility, although the hospital hopes
to be the primary referral location. Is this arrangement subject to FASB ASC
460, Guarantees?

Reply—No. The contract does not constitute a guarantee contract under
FASB ASC 460-10-15-4.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.46 Applicability of FASB ASC 460—Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guaran-
tees of Indebtedness of Others—Mortgage Guarantees

Inquiry—In order to recruit a physician, a hospital may guarantee the
physician's home mortgage. The physician may be recruited either as an em-
ployee of the hospital or as an independent contractor. Is this arrangement
considered a guarantee under FASB ASC 460?

Reply—If the physician becomes an employee of the hospital, the arrange-
ment is not covered by FASB ASC 460; see the discussion of "other employment-
related costs" in FASB ASC 460-10-55-17. If the physician is not an employee,
then the arrangement is considered a guarantee under FASB ASC 460. The
contract requires the guarantor (hospital) to make a payment (in cash) to the
guaranteed party (mortgage lender) based on changes in an underlying (occur-
rence or nonoccurrence of a specified event such as a scheduled payment under
mortgage contract not made by physician) that is related to an asset (mortgage
loan) of the guaranteed party (mortgage lender).

As an example, a physician obtains a mortgage guarantee from a hospital.
The presence of the hospital's guarantee, obtained through a local bank, reduces
the interest rate on the physician's mortgage loan by one-half point. No loan
default is expected to occur (and as a result, no cash is expected to be paid out).
At inception, the hospital would record an obligation to stand ready to perform
in an amount equal to the fair value of the guarantee. FASB ASC 460 does not
prescribe where the offsetting debit should go (for example, expense, asset, or
adjustment to a gain or loss on sale), instead stating that it depends on the
circumstances in which the guarantee was issued (FASB ASC 460-10-55-23).

FASB ASC 460 does not describe in detail how the guarantor's liability for
its obligations under the guarantee would be measured subsequent to initial
recognition, but notes (paragraph 12) that the liability typically would be re-
duced by a credit to earnings as the guarantor is released from risk under the
guarantee. In the situation described previously, the hospital would be released
from risk as the physician's outstanding mortgage obligation is reduced.
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[Revised, June 2009, to reflect conforming changes necessary due to the

issuance of FASB ASC.]

.47 Application of Accounting Standards Update No. 2011-07, Pre-
sentation and Disclosure of Patient Service Revenue, Provision for Bad
Debts, and the Allowance for Doubtful Accounts for Certain Health
Care Entities, in Consolidated Financial Statements

Inquiry—Health System consists of a parent holding company and two
operating subsidiaries. Subsidiary A is an acute care hospital that has a policy
of providing services to patients regardless of their ability to pay. Subsidiary
A records patient service revenue at the time services are rendered and, thus,
typically recognizes significant amounts of patient service revenue associated
with uninsured self-pay patients prior to assessing its collectability. Subsidiary
B is an ambulatory surgery center that does not have a policy of providing
services to patients regardless of their ability to pay; thus, its provision for
bad debts is a reflection of its credit risk. Health System issues consolidated
financial statements. In addition, each subsidiary issues standalone financial
statements.

FASB Accounting Standards Update (ASU) No. 2011-07, Health Care Enti-
ties (Topic 954): Presentation and Disclosure of Patient Service Revenue, Provi-
sion for Bad Debts, and the Allowance for Doubtful Accounts for Certain Health
Care Entities (a consensus of the FASB Emerging Issues Task Force), amended
FASB ASC 954-605-45 to require that a health care entity present all bad debts
associated with patient service revenue as a deduction from revenue if a sig-
nificant amount of patient service revenue is recognized at the time services
are rendered and the entity does not assess the patient's ability to pay. Thus,
in the separate subsidiary statements, Subsidiary A's statement of operations
presents bad debts associated with patient service revenue as a deduction from
patient service revenue, while Subsidiary B's statement of operations displays
bad debts related to patient service revenue as an operating expense.

In determining how to present bad debts in Health System's consolidated
statement of operations, should the assessment of significance be made at the
consolidated reporting entity level (regardless of the presentation in the sep-
arate subsidiary financial statements), or should the determinations made at
the separate subsidiary reporting level be retained in consolidation?

Reply—Because ASU No. 2011-07 does not address this issue, the determi-
nation of whether the presentation of bad debts at the consolidated reporting
entity level should be based on an entity-wide assessment of significance or
on significance determined at the level of each individual subsidiary is an ac-
counting policy election. If Health System decides to retain the presentations
determined based on assessments made at the individual subsidiary reporting
level (based on FASB ASC 810-10-25-15, which states that the application of
guidance in an industry-specific topic of FASB ASC to a subsidiary within the
scope of that topic shall be retained in consolidation), the consolidated state-
ment of operations would reflect bad debts related to Subsidiary A's patient
service revenue as a deduction from patient service revenue and the bad debts
related to Subsidiary B's patient service revenue as an operating expense.

Alternatively, Health System may elect to assess "significance" at the con-
solidated reporting entity level regardless of the presentations used in the sep-
arate subsidiary financial statements. In that case, if consolidated patient ser-
vice revenues are deemed to include a significant amount of revenue recognized
under a policy in which services are provided to patients regardless of their
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ability to pay, then the entire provision for bad debts related to consolidated
patient service (that is, the combined bad debts of Subsidiaries A and B) would
be presented as a deduction from the consolidated net patient service revenues.
If such revenues are not deemed to be significant at the consolidated reporting
entity level, the entire provision for bad debts related to consolidated patient
service revenues should be presented as an operating expense.

Application of the disclosure requirements would be consistent with the
policy that is elected. Whichever policy is elected should be disclosed in the
notes to the financial statements in accordance with FASB ASC 230-10-50-1
and consistently applied.

It is recommended that Securities and Exchange Commission (SEC) reg-
istrants consider consultations with the SEC staff if they are considering ac-
counting for transactions similar to those described in this inquiry.

[Issue Date: February 2012. Revised, March 2012.]

.48 Accounting for Costs Incurred During Implementation of ICD-
10

Inquiry—The U.S. health care system is scheduled to transition from the
International Classification of Diseases, 9th Edition (ICD-9) code sets used to
report medical diagnoses and inpatient procedures to the International Clas-
sification of Diseases, 10th Edition (ICD-10). ICD-10 expands the number of
available codes from 24,000 to greater than 155,000. With its expanded capacity
and complexity, ICD-10 enables the documentation of many different types of
diseases and conditions and the capture of diagnostic information with a higher
level of specificity. The transition from ICD-9 to ICD-10 is expected to produce
several distinct benefits for health care entities, including the following:

� Improved precision in documentation of clinical care, which is ex-
pected to result in greater accuracy in the processing of claims and
reimbursements

� Higher quality and more specific data that can be tracked and
used to improve disease management programs and clinical out-
comes

Implementing ICD-10 by October 1, 2013, is mandatory.12 Health care en-
tities that do not comply are expected to be unable to submit claims to third-
party payors for payment. Costs expected to be incurred in connection with
the conversion include those to (a) modify existing computer systems to accept
the ICD-10 fields or to replace systems that cannot be made ICD-10 compliant,
(b) enhance electronic medical records, (c) train clinical coders to use ICD-10,
and (d) train clinicians to improve their documentation practices so that medi-
cal documentation contains the details necessary to support the higher level of
specificity that ICD-10 enables.

How should a health care entity account for costs incurred in connection
with the implementation of ICD-10?

Reply—ICD-10 conversion is expected to require changes to both business
processes and information systems. When a project involves both process engi-
neering and software development or modification, the guidance in FASB ASC

12 In April 2012, the U.S. Department of Health and Human Services officially proposed de-
laying the International Classification of Diseases, 10th Edition implementation deadline to Octo-
ber 1, 2014. More information on the proposed rule is available on fact sheets at www.cms.gov/apps/
media/fact_sheets.asp. The proposed rule may be viewed at www.ofr.gov/inspection.aspx.
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720-45 should be considered. FASB ASC 720-45 requires that project costs
be segregated among process reengineering activities, activities that develop
or modify software, and costs associated with acquisition of fixed assets. The
costs associated with process reengineering (for example, assessing the cur-
rent state of business processes, process redesign or reengineering, or work
force restructuring) are expensed as incurred. The costs associated with de-
veloping or modifying internal-use software are capitalized or expensed based
on FASB's internal-use software guidance (discussed further in the text that
follows). Costs associated with acquisition of fixed assets are accounted for in
accordance with an entity's policy for capitalizing long-lived productive assets.
If an outside consultant is engaged to conduct the project, the total consulting
contract price should be allocated among these activities based on the relative
fair values of each component (which are not necessarily the separate prices
stated within the contract for each element). FASB ASC 720-45-55-1 provides a
helpful table that summarizes the accounting for typical components of a busi-
ness process reengineering and information technology transformation project
and the guidance that applies to each component.

Significant expenses also are likely to be incurred in connection with train-
ing coders and clinicians to comply with the ICD-10 requirements. According
to paragraphs 4 and 6 of FASB ASC 350-40-25, all training costs should be
expensed as incurred, even those that are incurred during the application de-
velopment stage.

The guidance set forth in FASB ASC 350-40 should be followed when ac-
counting for the portion of project costs associated with either acquisition of
new ICD-10 compliant systems or modification of existing software to become
ICD-10 compliant. Health care entities should determine the extent to which
those modifications result in "additional functionality"—that is, whether the
modifications enable the software to perform tasks that it was previously inca-
pable of performing.

The specific facts and circumstances of each entity should be considered in
evaluating whether any of the modifications result in additional functionality,
and professional judgment should be applied in assessing whether modifica-
tions to an entity's system result in additional functionality beyond the original
software's capabilities and qualify as an upgrade or enhancement. Factors to
consider in the assessment might include, but are not limited to, the following:

� The extent and types of changes being made to the software de-
sign. A significant amount of changes may be indicative of addi-
tional functionality.

� The amount of additional software coding required and the new
software processes developed. Less software coding or few addi-
tional software processes may point toward maintenance rather
than additional functionality.

� The extent to which billing system data will be used for new pur-
poses, including its ability to use the additional coding capabili-
ties beyond submitting claims to Medicare (for example, to track
data in order to improve disease management programs and clin-
ical outcomes or to enhance the quality of patient care or pay-for-
performance contracts), may be indicative of additional function-
ality.

� Whether the changes are part of normal maintenance provided
by the vendor at no additional cost. If the entity was billed
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separately for an upgrade, or if the maintenance fee with the ven-
dor significantly increased in the period of the change, that may
be indicative of additional functionality.

� The entity's historical experience with clinical coding system up-
grades (for example, the number of years since the last upgrade,
the amount of changes made, whether that upgrade qualified for
capitalization). An entity should consider the criteria applied to
previous upgrades, including its experience to determine whether
they resulted in additional functionality, and compare those crite-
ria to the facts and circumstances associated with the proposed or
planned upgrade.

� Increase in the number and complexity of the interfaces between
the central billing system and downstream departmental systems.
The greater the complexity of the system, the more likely that sig-
nificant changes will be required, resulting in additional function-
ality.

Modifications of software that do not result in additional functionality are ex-
pensed as maintenance costs. Modifications that result in additional function-
ality are considered upgrades or enhancements of the existing system and are
expensed or capitalized in accordance with the criteria set forth in paragraphs
1–6 of FASB ASC 350-40-25.

[Issue Date: July 2012.]

.49 Presentation of Claims Liability and Insurance Recoveries—
Contingencies Similar to Malpractice

Inquiry—ASU No. 2010-24, Health Care Entities (Topic 954): Presentation
of Insurance Claims and Related Insurance Recoveries (a consensus of the FASB
Emerging Issues Task Force), addressed the presentation of a health care en-
tity's insurance claims and related insurance recoveries. The ASU specifically
addressed malpractice claims but also referenced similar contingent liabilities.
What is meant by similar contingent liabilities?

Reply—Similar contingent liabilities within the scope of ASU No. 2010-
24 include liabilities of a similar nature, such as workers compensation and
director and officers claims.

[Issue Date: October 2012.]

.50 Accrual of Legal Costs Associated With Contingencies Other
Than Malpractice

Inquiry—FASB ASC 954-450 requires health care entities to estimate and
accrue the legal costs that are expected to be incurred in connection with lit-
igating a malpractice claim in the period the malpractice incident arises. In
accounting for legal costs associated with contingency claims other than mal-
practice, some health care entities have followed guidance in FASB ASC 450-
20-S99-2 that permits making a policy election to either expense claims-related
legal fees in the period(s) in which the costs are actually incurred or to estimate
and accrue them in the period in which the associated claim arises. Although
that guidance specifically applies to entities required to apply the SEC's rules
and regulations, other entities have also looked to that guidance as a basis for
establishing an accounting policy election.

Health System GHI has contingent liabilities associated with workers com-
pensation claims. Based on the guidance in FASB ASC 450-20-S99-2, Health
System GHI established an accounting policy of expensing legal costs incurred

§6400.49 ©2017, AICPA



Health Care Entities 291
in connection with its workers compensation claims in the periods in which the
legal costs are actually incurred. Does the adoption of ASU No. 2010-24 require
Health System GHI to change its method of accounting for legal costs incurred
in connection with its workers compensation claims to be consistent with the
method used for legal costs associated with its malpractice claims?

Reply—The adoption of ASU No. 2010-24 should not cause an entity to
change its accounting for legal costs associated with contingencies other than
medical malpractice liabilities. Because Health System GHI's established ac-
counting policy is to expense such costs in the period(s) in which they are actu-
ally incurred, it would continue to apply that policy subsequent to its adoption
of ASU No. 2010-24. Similarly, an entity that utilized FASB ASC 450-20-S99-
2 as a basis for establishing a policy of estimating and accruing expected legal
costs in the period in which the incident that gives rise to the claim occurs would
continue to apply its policy election subsequent to adoption of the ASU. The ap-
propriateness of any changes by an entity in its policy for accounting for legal
costs incurred in connection with contingent liabilities other than malpractice
would be evaluated in accordance with FASB ASC 250-10.

[Issue Date: October 2012.]

.51 Presentation of Insurance Recoveries When Insurer Pays
Claims Directly

Inquiry—Prior to the issuance of ASU No. 2010-24, most health care enti-
ties that carried professional liability insurance only reported liabilities related
to malpractice claims that were not covered by insurance (in effect, netting an-
ticipated insurance recoveries against the related liability). ASU No. 2010-24
amended FASB ASC 954-450-25-2 to provide that a health care entity should
not net insurance recoveries against related insurance claim liabilities and that
the claim liability should be determined without consideration of insurance re-
coveries. The amendments are consistent with the guidance on netting receiv-
ables and payables in FASB ASC 210-20 that are more broadly applicable for
other industries.

ABC Hospital's medical malpractice insurance policy provides that the in-
surer will handle all aspects of claims handling and settlement for ABC Hos-
pital's covered malpractice claims, including making payments to plaintiffs di-
rectly on behalf of ABC Hospital. Thus, ABC Hospital neither pays its own
malpractice claims nor receives insurance recoveries. How do the amendments
to FASB ASC 954-450-25-2 made by ASU No. 2010-24 apply to ABC Hospital's
malpractice liabilities?

Reply—Unless ABC Hospital has a valid right of setoff (which is not com-
mon), as described in FASB ASC 210-20-45, ABC Hospital should report the
gross amount of its claims liabilities (including legal costs) as its obligations,
regardless of whether covered by insurance, and should record a receivable as
if it were entitled to receive insurance recoveries to offset those obligations, as
discussed in FASB ASC 954-450-25-2. It is expected that in most cases, this
results in reporting a receivable that mirrors the amount of estimated losses
accrued that are covered by insurance.

This situation is discussed in paragraph BC4 of ASU No. 2010-24. Despite
the fact that an insurance entity is paying for the defense of the claim and
ultimately paying for some or all of the award or settlement, ABC Hospital
is the primary obligor for payment of the claim (because if the insurer was
unable to pay, ABC Hospital would still be liable). Thus, the guidance in the
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amendments made by ASU No. 2010-24 applies to ABC Hospital's malpractice
liabilities.

[Issue Date: October 2012.]

.52 Insurance Recoveries From Certain Retrospectively Rated In-
surance Policies

Inquiry—GHI Health System's (GHI's) program of medical malpractice
risk management includes a retrospectively rated insurance policy (that is, a
policy with a premium that is adjustable based on actual claims experience dur-
ing the policy term). The total annual premium consists of a minimum premium
(representing the insurance company's expenses and profits) and an additional
amount for estimated claims that is adjusted based on GHI's actual malprac-
tice loss experience. The policy is also subject to a maximum premium amount.
How would GHI apply the guidance in ASU No. 2010-24 to claims that are cov-
ered by an insurance policy with a retrospectively related premium that reflects
GHI's own experience?

Reply—ASU No. 2010-24 requires GHI to report the gross amount of li-
ability for its estimated malpractice claims without regard to any insurance
coverage that may exist and to record a receivable to the extent it is indemni-
fied against risk of financial loss through an insurance policy. The existence of
an insurance policy, in itself, is no assurance that GHI has been indemnified
against risk of financial loss. To the extent that an insurance contract does not,
despite its form, provide for indemnification of the insured against loss, the in-
sured entity must account for it as a deposit (financing) arrangement rather
than insurance, as discussed in FASB ASC 720-20 and 340-30.

Therefore, at policy inception, GHI should determine the extent to which its
retrospectively rated policy actually provides indemnification against risk of fi-
nancial loss associated with malpractice claims. Because the premium is based
on GHI's own loss experience, the economic substance of the arrangement may
more closely resemble a claims funding mechanism than a contract that in-
demnifies GHI against risk of financial loss. The facts and circumstances of the
terms of the insurance arrangement must be carefully evaluated in making this
assessment. For example, a premium that adjusts dollar for dollar to ultimate
loss experience during the coverage period and for which the loss experience has
only a remote chance of exceeding the maximum premium is likely indicative
of a self-insurance funding program and would be accounted for as a financing
arrangement based on the guidance in FASB ASC 340-30. In that situation,
there would typically be no insurance recoveries to record because claims are
being paid from GHI's own resources on deposit with the insurer. This is con-
sistent with FASB ASC 954-720-25-1 that states that "[i]nsurance recoveries
from a retrospectively rated insurance policy whose ultimate premium is based
primarily on the health care entity's loss experience shall not be recognized un-
til the estimated losses exceed the stipulated maximum premium." However, if
it is reasonably possible that GHI's ultimate loss experience will exceed the
maximum premium, the policy is more likely to have indemnified GHI against
a certain level of loss. In that situation, insurance recoveries associated with
that indemnification, if any, would be determined and presented separately as
a receivable.

[Issue Date: October 2012.]
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Q&A Section 6500

Extractive Industries

[.01–.03] Reserved
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Q&A Section 6600

Real Estate

.01 Method of Recognizing Revenue From Commissions by Real Es-
tate Brokerage Firm

Inquiry—A client is a real estate broker and also manages real estate. The
client is the exclusive broker for all its affiliates and acts as broker for out-
side parties as well. All of the affiliates invest in raw land for appreciation and
occasionally improve and subdivide parcels. None of the properties are exten-
sive enough to be considered "retail land sales companies." Sales are probably
half for second home sites and half for larger parcels bought for investment.
Sales are usually for cash with an occasional mortgage taken by the seller. The
client usually receives a gross brokerage commission of 10 percent to 15 per-
cent, which is shared with its salesmen and cobrokers, retaining an average of
5 percent. Commissions are received at closing and cobrokers are paid shortly
after the closing. Salesmen draw against firm purchase and sale agreements
and are credited with the commission on closing. If a buyer fails to complete a
purchase, his deposit is usually retained by the client in lieu of the brokerage
commission, which legal counsel indicates is permitted under law.

The client records brokerage commission income when a firm purchase and
sale agreement is accepted. This is an agreement which specifies price and all
terms of sale, has no unusual or difficult conditions, and is secured by a deposit
of 10 percent or more of the purchase price. This method was adopted by the
client to more closely match revenues and expenses. Indirect selling expenses,
including advertising, are treated as period costs. The costs of cobrokerage and
salesmen's commissions are also accrued at that time. The client's contention is
that the earnings process has been substantially completed, and the wait until
closing (usually 30–90 days but occasionally longer) is a legal formality rather
than an integral part of the broker's work. Very few sales are not closed, and the
price and terms of sale rarely change. From an audit point of view, many of the
open sales at year-end have closed by completion of the audit field work. The
client's financial statements do disclose the method of accounting employed for
brokerage commissions.

Is this present method of accounting for brokerage commissions considered
acceptable?

Reply—Revenue recognition is discussed in Financial Accounting Stan-
dards Board (FASB) Concepts Statement No. 5, Recognition and Measurement
of Business Enterprises, paragraphs 83–84. Paragraph 83 states in part:

"Revenues are not recognized until earned. An entity's revenue-
earning activities involve delivering or producing goods, rendering ser-
vices, or other activities that constitute its ongoing major or central op-
erations, and revenues are considered to have been earned when the
entity has substantially accomplished what it must do to be entitled
to the benefits represented by the revenues."

Therefore, the client's method of accounting for commission income at the time
when a firm purchase and sale agreement is entered into would be acceptable.
However, because of state laws governing real estate operations, recognition of
commission income might have to be postponed, depending on the particular
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legal requirements of a given state, until such time as the broker is legally
entitled to receive that commission.

[.02] Reserved

.03 Accounting for Sale of Property With Option to Repurchase
Inquiry—A corporation sold a parcel of land to a bank. The corporation has

an option to repurchase the land for a period of three years. The corporation
received the full purchase price at the time of sale.

What is the proper accounting treatment for this transaction?

Reply—The conclusion in FASB Accounting Standards Codification (ASC)
360-20-40-38 is that a transaction whereby a seller has an obligation or an
option to repurchase the property must be accounted for as a financing, leasing,
or profit sharing arrangement. A right of first refusal based on a bona fide offer
by a third party is ordinarily not an obligation or an option to repurchase.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.04 Method of Recognizing Profit on Sale of Undeveloped Land
With a Release Provision

Inquiry—One hundred acres of undeveloped land was sold for $10,000 per
acre for a total consideration of $1,000,000. The buyer made a cash down pay-
ment of $250,000, and the balance of $750,000 is payable in three annual in-
stallments of $250,000. The agreement has a release provision that title to the
acreage will be released to the buyer on a basis of 115 percent of the sales price.
Therefore, of the $250,000 down payment, $217,000 would be applicable to the
release of 21.7 acres, and the balance of $33,000 would be applicable to the
remaining acreage. At this point, there would be a balance due on the sales
agreement of $750,000 against which $33,000 would apply. The buyer would
have this privilege every year, and the only security would be the land under-
lying the agreement.

What is the proper accounting treatment?

Reply—FASB ASC 360-20-40-23 states the following:

If the amounts applied to unreleased portions do not meet the ini-
tial and-continuing-investment criteria as applied to the sales value of
those unreleased portions, profit shall be recognized on each released
portion when it meets the criteria in paragraph 360-20-40-5 as if each
release were a separate sale.

FASB ASC 360-20-40-5 states, in part:

Profit on real estate sales transactions shall not be recognized by the
full accrual method until all of the following criteria are met:

a. A sale is consummated.
b. The buyer's initial and continuing investments are ade-

quate to demonstrate a commitment to pay for the prop-
erty.

c. The seller's receivable is not subject to future subordina-
tion.

d. The seller has transferred to the buyer the usual risks and
rewards of ownership in a transaction that is in substance
a sale and does not have a substantial continuing involve-
ment with the property.
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Presumably, the tests referred to would have to be met continuously;
that is, at the time of closing and at each release date.

The relationship of the $33,000 to the $750,000 is not sufficient "to consti-
tute an adequate initial and continuing investment" related to the unreleased
property. Therefore, "profit shall be recognized on each released portion when it
meets the criteria in paragraph 360-20-40-5 as if each release were a separate
sale" as stated in FASB ASC 360-20-40-23.

[Amended; Revised, June 2009, to reflect conforming changes necessary due to
the issuance of FASB ASC.]

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved
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Q&A Section 6700

Construction Contractors

.01 Distinction Between Long-Term and Short-Term Construction
Contracts

Inquiry—A construction company considers all contracts that are less
than one year in duration as short-term contracts and accounts for them on
a completed contract method. Long-term contracts are accounted for on the
completed-contract method or the percentage of completion method depending
on other factors.

Does the distinction made by the company conform with generally accepted
accounting principles?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 605-35-25-92 states that the completed-contract
method may be used as the basic accounting method only if the financial po-
sition and results of operations reported on that basis would not vary from
those resulting from the use of the percentage-of-completion method, "for ex-
ample, in circumstances in which an entity has primarily short-term contracts."
FASB ASC 605-35-25-95 also states that an entity using the completed-contract
method as its basic accounting method should depart from that policy for a sin-
gle contract or a group of contracts not having the features described in para-
graphs 92–93 of FASB ASC 605-35-25. Thus, it appears that the distinction
made by the company conforms to generally accepted accounting principles.

[Amended; Revised, June 2009, to reflect conforming changes necessary due to
the issuance of FASB ASC.]

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

.10 Payments for Landfill Rights
Inquiry—A construction contractor pays for rights allowing the contractor

to extract a specified volume of landfill from a third party's property for a period
of three years. How should the payment for landfill rights be classified in the
contractor's balance sheet?

Reply—Until the landfill is extracted, the contractor should classify the
payment for landfill rights as a deferred charge. The portion of the landfill pay-
ment related to the volume of landfill extracted should be reclassified as project
costs. A deferred charge remaining at the termination of the agreement should
be written off as an expense.

©2017, AICPA §6700.10





Investment Companies 301

Q&A Section 6910

Investment Companies

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved

[.13] Reserved

[.14] Reserved

[.15] Reserved

.16 Presentation of Boxed Investment Positions in the Condensed
Schedule of Investments of Nonregistered Investment Partnerships

Inquiry—Should long and short positions in the same security (boxed po-
sitions) be disclosed on a gross or net basis in the schedule of investments?

Reply—Although there may be a perfect economic hedge in boxed positions,
the determination of which components of the boxed position would be required
to be presented in the schedule of investments should be evaluated on a gross
basis for the purposes of the 5 percent of net assets test as described in FASB
Accounting Standards Codification (ASC) 946-210-50-6. To the extent that one
(or both) of the components is (are) required to be disclosed, such component(s)
should be disclosed on the schedule of investments because there may be mar-
ket risk if one position is removed before the other or experiences settlement
costs or losses upon disposition. In the event that only one of the positions is re-
quired to be disclosed, a nonregistered investment partnership is not precluded
from disclosing both positions.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.17 Disclosure of Long and Short Positions
Inquiry—If a nonregistered investment partnership has a long position

that exceeds 5 percent of net assets and a short position in the same issuer
that is less than 5 percent of net assets, is the investment partnership re-
quired to disclose both the long and short position in the condensed schedule of
investments?
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Reply—No. The guidance in FASB ASC 946-210-50-6 indicates that, in
applying the 5 percent test to determine the investments to be disclosed in
the condensed schedule of investments, total long and total short positions in
any one issuer should be considered separately. Because the value of the long
position exceeds 5 percent of net assets, disclosure of the long position is re-
quired; however, disclosure of the short position is not required because the
short position does not exceed 5 percent of net assets. Although not required,
a nonregistered investment partnership is not precluded from disclosing both
positions

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.18 Disclosure of an Investment in an Issuer When One or More Se-
curities or One or More Derivative Contracts Are Held—Nonregistered
Investment Partnerships

Inquiry—A nonregistered investment partnership may hold one or more
securities of the same issuer and one or more derivative contracts for which
the underlying is a security of the same issuer. How should such securities
and derivative contracts be presented in the condensed schedule of investments
when applying FASB ASC 946-210-50-6?

Reply—When applying the guidance in FASB ASC 946-210-50-6, the dis-
closure on the condensed schedule of investments relating to securities should
be consistent with the classification of the securities on the statement of assets
and liabilities. It is important to note, however, that derivative contracts may
be netted for statement of assets and liabilities presentation when the right
of offset exists under FASB ASC 210-20 and FASB ASC 815-10, although the
disclosures in the condensed schedule of investments should reflect all open
contracts by their economic exposure (that is, long exposure derivative versus
short exposure derivative). The netting concepts allowed by FASB ASC 210-
20 and FASB ASC 815-10 are not considered for purposes of presentation in
the condensed schedule of investments. Those securities (market value) and
derivative contracts (appreciation or fair value) that are classified as period-
end assets on a gross basis (for derivative contracts, regardless of whether they
represent long or short exposures) should be aggregated. To the extent that the
sum constitutes more than 5 percent of net assets, the positions should be dis-
closed in accordance with FASB ASC 946-210-50-6. The investment company
should similarly sum all of the positions classified as liabilities on a gross basis
and determine whether they exceed 5 percent of net assets. Separate computa-
tions should be performed for assets and liabilities. The following are illustra-
tive examples of how to apply the disclosure guidelines. Positions representing
gross liabilities are presented in parentheses.

Example 1:
� U.S. Treasury Bond (long)—4 percent of net assets
� U.S. Treasury Bond (short)—(1 percent) of net assets
� U.S. Treasury Bond futures contract—Appreciation equals 2 per-

cent of net assets

In the preceding example, the investment company should present sep-
arately the long bond and the futures contract in the condensed schedule of
investments because, in aggregate, the gross asset position for this issuer ex-
ceeds 5 percent of net assets. The short bond position, which represents the
only liability position associated with the issuer, is not required to be disclosed
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separately because the gross liability position is not more than 5 percent of
net assets. This assessment for derivatives is made regardless of whether the
exposure to the underlying is long or short. Assessments are based solely on
the value of the derivative contract (that is, either a long or short position with
depreciation or a negative fair value would be considered a liability and ag-
gregated with other liabilities for the purpose of this test). The preparer may
consider whether disclosure of all positions, including those 5 percent or less,
would be appropriate or meaningful to the reader in the circumstances.

Example 2:

� Various bonds of X company (long)—4 percent of net assets
� Stock of X company (short)—(3 percent) of net assets
� Long exposure equity swap (X company is the underlying)—Fair

value equals 2 percent of net assets
� Short exposure equity swap (X company is the underlying)—Fair

value equals (1 percent) of net assets

The guidance in paragraphs 6(e)–6(f) of FASB ASC 946-210-50 relates to
5 percent disclosures for any derivative position. That guidance states, "In ap-
plying the 5-percent test, total long and total short positions in any one issuer
shall be considered separately." This guidance contemplates situations such as
the preceding example 2 in which an investment company holds both a long
and short exposure to the same derivative without closing out either deriva-
tive position. In such cases, the long and short exposure to the same derivative
should be considered separately and should not be netted for the purpose of the
5 percent issuer exposure calculation. This is consistent with the approach for
boxed security positions.

In the preceding example 2, the investment company should present sepa-
rately the various long bond positions and the long exposure equity swap con-
tract in the condensed schedule of investments because, in aggregate, the gross
asset position for this issuer exceeds 5 percent of net assets. Because none of
the long bond positions is individually more than 5 percent of net assets, FASB
ASC 946-210-50-6(c)(2) permits the reporting of all the long bond positions of
that issuer in the aggregate (that is, naming the issuer but showing a range
of maturities, interest rates, and other applicable bond disclosures as opposed
to individually listing out the details of each of the long bond positions), al-
though the preparer may consider whether disclosure of individual positions
provides more meaningful information to the reader of the financial statements.
The short stock position and the short exposure equity swap contract are not
required to be disclosed separately because the gross liability position is, in
aggregate, not more than 5 percent of net assets. Again, the investment com-
pany is not precluded from disclosing separately the short stock position and
the short exposure equity swap position if the disclosure of such positions is
deemed to provide more meaningful information to the reader. The preparer
should consider both the long exposure and short exposure in the equity swaps
separately and should not net them for the purpose of the 5 percent exposure
calculation if both equity swap contracts have not been closed out.

Example 3:

� Bond of X company (long)—3 percent of net assets
� Stock of X company (short)—(1 percent) of net assets
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� Swap (X company is the underlying)—Fair value equals (2 per-
cent) of net assets

In the preceding example 3, the investment company would not be required
to present separately any of the positions in the condensed schedule of invest-
ments because the gross asset position of the issuer (represented by the bond)
is not more than 5 percent of net assets, and the gross liability position (repre-
sented by the combined total values of the short stock position and the swap)
is also not more than 5 percent of net assets.

Example 4:

� Bond of X company (long)—4 percent of net assets
� Stock of X company (short)—(2 percent) of net assets
� Swap (X company is the underlying)—Fair value equals 2 percent

of net assets
� Swap (X company is the underlying)—Fair value equals (4 per-

cent) of net assets

In the preceding example 4, the investment company should present sepa-
rately each of the positions in the condensed schedule of investments because
the gross asset position of the issuer (represented by the combined total values
of the bond and the appreciated swap) and the gross liability position of the is-
suer (represented by the combined total values of the short stock position and
the depreciated swap) are both greater than 5 percent of net assets.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, October 2010, by the Planning Subcommittee

of FinREC.]

.19 Information Required to Be Disclosed in Financial Statements
When Comparative Financial Statements of Nonregistered Investment
Partnerships Are Presented

Inquiry—When comparative financial statements of a nonregistered in-
vestment partnership are presented, should the schedule of investment be pre-
sented as of the end of each period presented, or only as of the most recent
date of the statement of assets and liabilities? Additionally, when comparative
financial statements of a nonregistered investment partnership are provided,
should the financial highlights be presented for each period provided, or only
for the most recent period?

Reply—FASB ASC 946 does not require comparative financial statements
for nonregistered investment partnerships. However, if an entity elects to pre-
pare comparative financial statements, the general guidance for the presen-
tation of comparative financial statements as found in paragraphs 2 and 4 of
FASB ASC 205-10-45 indicate the following:

In any one year it is ordinarily desirable that the statement of financial
position, the income statement, and the statement of changes in equity
be presented for one or more preceding years, as well as for the current
year.

Notes to financial statements, explanations, and accountants' reports
containing qualifications that appeared on the statements for the pre-
ceding years shall be repeated, or at least referred to, in the compara-
tive statements to the extent that they continue to be of significance.
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Because the schedule of investments would continue to be considered of

significance relative to the statement of assets and liabilities for the prior year,
the schedule of investments for the prior year should be included as a part of
the comparative statements. Additionally, FASB ASC 946-205-45-1 states that
"at a minimum, a condensed schedule of investments (as discussed in para-
graphs 946-210-50-4 through 50-10) should be provided for each statement of
assets and liabilities." Therefore, comparative schedules of investments are re-
quired to be presented when comparative statements of assets and liabilities
are reported.

Consistent with the requirements of FASB ASC 205-10-45, comparative
financial highlights should be presented when comparative statements of op-
erations are provided because they would also be considered a significant dis-
closure for the prior periods of operation included in the financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.20 Presentation of Purchases and Sales/Maturities of Investments
in the Statement of Cash Flows

Inquiry—Should the value of securities purchased by a nonregistered in-
vestment partnership during the period presented be reported in the statement
of cash flows separately from the proceeds received on the sale/maturity of se-
curities by the nonregistered investment partnership or may the nonregistered
investment partnership report only the net difference?

Reply—In general, a nonregistered investment partnership should present
purchases and sales/maturities of long-term investments (securities purchased
with no stated maturity or with a stated maturity of greater than one year at
the date of acquisition) on a gross basis in the statement of cash flows pursuant
to FASB ASC 230, Statement of Cash Flows, although the nonregistered invest-
ment partnership may consider the provisions in FASB ASC 230-10-45-9 in de-
termining whether or not certain purchases and sales/maturities qualify for
net reporting. Purchases and sales/maturities of short-term investments (secu-
rities purchased with a stated remaining maturity of one year or less at the date
of acquisition), however, may be presented on a net basis, as described in FASB
ASC 230-10-45-18. Additionally, proceeds and costs reported for transactions
in short positions are reflected separately from proceeds and costs associated
with long positions.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.21 Recognition of Premium/Discount on Short Positions in Fixed-
Income Securities

Inquiry—An investment company enters into short positions on various
fixed-income securities, where the short sale price is at a premium or discount
to the par value of the bond. The Audit and Accounting Guide Investment Com-
panies discusses, in chapter 2, the requirement that an investment company
amortize premiums/discounts on its investments, referring to long positions,
but is silent as to whether similar accounting is required for short positions.
The investment company currently recognizes all payments of coupon interest
as interest expense on its short positions. Is the investment company also re-
quired under generally accepted accounting principles to amortize the premium
and discount on the short position?
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Reply—Yes. As when recognizing interest income on long positions, when
recognizing interest expense on short positions, the investment company
should recognize all economic elements of interest, including premium and dis-
count.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.22 Presentation of Reverse Repurchase Agreements
Inquiry—An investment company enters into a reverse repurchase agree-

ment, which is defined in chapter 3 of the Audit and Accounting Guide Invest-
ment Companies as "the sale of a security at a specified price with an agree-
ment to purchase the same or substantially the same security from the same
counterparty at a fixed or determinable price at a future date." The investment
company receives cash and initially records the amount payable as a liabil-
ity. Should reverse repurchase agreements be presented in the financial state-
ments of investment companies at the amount payable or at fair value?

Reply—Investment companies present their debt obligations at amounts
payable. Because reverse repurchase agreements represent a fixed, deter-
minable obligation of the investment company, such agreements should also be
presented at amounts payable. A reverse repurchase agreement denominated
in a currency that differs from the reporting currency should be translated at
the current exchange rate.

.23 Accounting Treatment of Offering Costs Incurred by Invest-
ment Partnerships

Inquiry—According to FASB ASC 946-20-25-6 and FASB ASC 946-20-35-5,
all open-end registered investment companies and those closed-end registered
investment companies with a continuous offering period should defer offering
costs and amortize them to expense over 12 months on a straight-line basis.
However, FASB ASC 946-20-25 does not indicate whether an investment part-
nership should apply the same treatment. Should an investment partnership
that continually offers its interests also defer and amortize such costs over 12
months?

Reply—Yes, an investment partnership that continually offers its interests
should defer offering costs incurred prior to the commencement of operations
and then amortize them to expense over the period that it continually offers its
interests, up to a maximum of 12 months. The straight-line method of amorti-
zation should generally be used. If the offering period terminates earlier than
expected, the remaining deferred balance should be charged to expense.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.24 Meaning of "Continually Offer Interests"
Inquiry—How should an investment partnership determine if it continu-

ally offers its interests?

Reply—An investment partnership is deemed to continually offer its inter-
ests if an eligible, new investor may enter into an agreement to purchase an
interest in the partnership on any business day or on a series of specified busi-
ness days over a continuous period of time. A new investor is one that does not
already own any interest in the investment partnership at the time of purchase.

Some investment partnerships may offer their interests at a single point
in time and require new investors to commit to providing capital contributions
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over a period of time. As interests are not available for purchase over a con-
tinuous period, such investment partnerships would not be deemed to have a
continuous offering period.

.25 Considerations in Evaluating Whether Certain Liabilities Con-
stitute "Debt" for Purposes of Assessing Whether an Investment Com-
pany Must Present a Statement of Cash Flows

Inquiry—FASB ASC 230-10-15-4 exempts investment companies (both reg-
istered and unregistered) from the requirement to provide a statement of cash
flows, if all of the following conditions are met:

a. During the period, substantially all of the entity's investments were
carried at fair value and classified as level 1 or level 2 measure-
ments in accordance with FASB ASC 820.[1]

b. The enterprise had little or no debt, based on the average debt
outstanding2 during the period, in relation to average total assets.
(emphasis added)

c. The enterprise provides a statement of changes in net assets.3

Because FASB ASC 230-10-15-4(c)(3) specifically states that covered op-
tions written would generally not be considered debt for purposes of determin-
ing whether an investment company meets these conditions, does that imply
that uncovered options and short sales of securities and reverse repos must,
by inference, be treated as debt? If not, under what circumstances may they
be excluded from debt in determining whether the investment company must
present a statement of cash flows?

Reply—Although presented in the liabilities section of the statement of as-
sets and liabilities, options sold/written (whether covered or uncovered), short
sales of securities, and other liabilities recorded as a result of investment prac-
tices are not necessarily debt; rather, their classification depends on the nature
of the activity. Certain transactions (for example, securities lending, mortgage
dollar rolls, or short sale transactions) may have a practice of being entered
into solely for operating purposes (similarly to unsettled purchases of securi-
ties) or as an investing strategy (similarly to covered options written), and the
investment company either retains the proceeds in cash accounts or uses them
to invest in securities that are cash equivalents under FASB ASC 230. In such
cases, the proceeds from the transaction would not be considered debt for pur-
poses of assessing whether the conditions in FASB ASC 230 are met.

[Issue Date: May 2008; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC; Revised, October 2013, to reflect

conforming changes necessary due to the issuance of FASB ASU No. 2012-04.]

[1] [Footnote deleted, October 2013, to reflect conforming changes necessary due to the issuance
of FASB ASU No. 2012-04.

2 FASB Accounting Standards Codification (ASC) 230-10-15-4(c)(3) states, "For the purpose of
determining average debt outstanding, obligations resulting from redemptions of shares by the entity
from unsettled purchases of securities or similar assets, or from covered options written generally may
be excluded. However, any extension of credit by the seller that is not in accordance with standard
industry practices for redeeming shares or for settling purchases of investments shall be included in
average debt outstanding."

3 FASB ASC 946-205-45-5 states, "For investment partnerships, the statement of changes in
net assets may be combined with the statement of changes in partners' capital if the information in
paragraph 946-205-45-3 is presented."
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.26 Additional Guidance on Determinants of Net Versus Gross Pre-
sentation of Security Purchases and Sales/Maturities in the Statement
of Cash Flows of a Nonregistered Investment Company

Inquiry—Under what circumstances, if any, may purchases and
sales/maturities of securities presented in the operating section of the state-
ment of cash flows of a nonregistered investment company be shown on a net,
rather than a gross, basis?

Reply—Chapter 7 of the AICPA Audit and Accounting Guide Investment
Companies states:

Cash flows from operating activities should include the fund's
investing activities. Cash flows from operating activities include
(bold ital added for emphasis)—

a. Interest and dividends received.

b. Operating expenses paid.

c. Purchases of long-term investments (at cost).

d. Sales of long-term investments (proceeds).

e. Net sales or purchases of short-term investments.

f. Cash flows for other types of investing activities related
to changes in margin accounts and collateral status, such
as written options, financial futures contracts, securities
lending, and so forth.

Section 6910.20 provides the following guidance:

In general, a nonregistered investment partnership should present
purchases and sales/maturities of long-term investments (securities
purchased with no stated maturity or with a stated maturity of greater
than one year at the date of acquisition) on a gross basis in the state-
ment of cash flows pursuant to FASB ASC 230, Statement of Cash
Flows, although the nonregistered investment partnership may con-
sider the provisions in FASB ASC 230-10-45-9 in determining whether
or not certain purchases and sales/maturities qualify for net reporting.
Purchases and sales/maturities of short-term investments (securities
purchased with a stated remaining maturity of one year or less at the
date of acquisition), however, may be presented on a net basis, as de-
scribed in FASB ASC 230-10-45-18. Additionally, proceeds and costs
reported for transactions in short positions are reflected separately
from proceeds and costs associated with long positions.

One of the requirements of FASB ASC 230-10-45-9 is that the original ma-
turity of assets and liabilities qualifying for net reporting is 3 months or less.
However, FASB ASC 230-10-45-18 permits "banks, brokers and dealers in se-
curities, and other entities [that] carry securities and other assets in a trading
account" to classify cash receipts and cash payments from such activities as
operating cash flows, while cash flows from transactions in "available for sale"
securities are reported gross as investing activities.4 In other industries, oper-
ating cash flows relating to trading account securities typically are reported on
a net basis.

4 Refer to paragraphs 11 and 18–20 of FASB ASC 230-10-45 and FASB ASC 310-10-45-11 for
additional guidance.
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If a nonregistered investment company presents a statement of cash flows,

the investment company's trading style, investment objectives stated in its of-
fering memorandum, and portfolio turnover should be the primary determi-
nants of net versus gross reporting. Where the investment company's overall
activities comport with trading, as discussed in FASB ASC 230 and FASB ASC
320, Investments—Debt and Equity Securities,5 netting is permissible; other-
wise, gross reporting of purchases and sales/maturities is required.

Regardless of whether net or gross reporting is appropriate based on the
stated criteria, an entity should separately report its activity related to long
positions from activity related to short positions; that is, changes/activity in ac-
count balances reported as assets should not be netted against changes/activity
in account balances reported as liabilities.

[Issue Date: May 2008; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

.27 Treatment of Deferred Fees
Inquiry—The governing documents of an offshore fund provide that the

investment adviser may elect to defer payment of its management fee, incen-
tive fee, or both. Based on the documents, the deferred fees that are payable
to the investment adviser do not take the form of a legal capital account and
are settled exclusively in cash. Under this arrangement, the fund retains the
fee amount and is obligated to pay the investment adviser the deferred fees
at a later date adjusted for the fund's rate of return (whether positive or neg-
ative). How should the deferred fees and the appreciation or depreciation on
the deferred fees be presented on the statement of assets and liabilities, on the
statement of operations, and on the financial highlights? What additional dis-
closures, if any, should be included in the financial statements or the notes to
the financial statements?

Reply—In accordance with guidance from paragraph 35 of FASB Statement
of Financial Accounting Concepts No. 6, Elements of Financial Statements, the
fund should record the cumulative deferred fees as a liability. The indexing of
this liability to the fund's rate of return represents a hybrid instrument that
has a host debt instrument with an embedded derivative, which has attributes
of a total return contract. Although FASB ASC 815-15-25-1 and FASB ASC 815-
15-55-190 require the embedded total return contract to be bifurcated from the
host debt instrument, the Securities and Exchange Commission staff has previ-
ously indicated6 that the bifurcation requirements of FASB ASC 815 do not ex-
tend beyond measurement to financial statement presentation, if the embedded

5 FASB ASC glossary defines trading securities as follows:

Securities that are bought and held principally for the purpose of selling them in the near
term and therefore held for only a short period of time. Trading generally reflects active and
frequent buying and selling, and trading securities are generally used with the objective
of generating profits on short-term differences in price.

Although investment companies do not apply FASB ASC 320 and, therefore, do not normally catego-
rize securities as trading, available for sale, or held to maturity, the concepts of whether the securities
are held for trading purposes and whether the related cash flows would be classified as operating cash
flows under paragraphs 11 and 18–20 of FASB ASC 230-10-45 and FASB ASC 310-10-45-11 are rel-
evant in determining whether cash flows from purchases and sales of securities should be presented
gross or net by investment companies.

6 Twenty-Eighth Annual National Conference on Current SEC Developments December 4–6,
2000. Remarks by E. Michael Pierce.
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derivative and host debt instrument, together, represent the principal and in-
terest obligations of a debt instrument. While the fund should fair value the
embedded return component of the deferral arrangement according to the guid-
ance from FASB ASC 815-10-25-1, FASB ASC 815-10-30-1, and FASB ASC 815-
10-35-1, generally, the fair value of such return component would be the same
as the appreciated or depreciated return of the fund because (1) the fund fair
values all of its investments, whether assets or liabilities, which generally rep-
resent substantially all of its net assets, and (2) if the deferred fee liability was
transferred, the transfer would likely be transacted at the current net asset
value.7 The deferred fees and the embedded total return contracts associated
with deferred fees that are at an appreciated or depreciated position as of the
reporting date may be presented as one amount titled "Deferred incentive fees
payable" on the statement of assets and liabilities.

FASB ASC 946-225-45-1 states, in part, "The objective of the statement of
operations is to present the increase or decrease in net assets resulting from all
of the company's investment activities, by reporting investment income from
dividends, interest, and other income less expenses, the amounts of realized
gains or losses from investment and foreign currency transactions, and changes
in unrealized appreciation or depreciation of investments and foreign-currency-
denominated assets and liabilities for the period." Because the fund directly
earns or incurs the income, expenses, net realized gains or losses, and unre-
alized appreciation or depreciation on the deferred fee retained in the fund,
such amounts should be presented within their respective line items in the
investment company's statement of operations. The net change in unrealized
appreciation or depreciation on the total return contracts associated with the
deferred fees should be reported in earnings; that is, reflected as an expense (ap-
preciation of deferred fees) or negative expense (depreciation of deferred fees)
of the fund rather than as an allocation of earnings or losses and, following the
guidance from FASB ASC 850, Related Party Disclosures, should be presented
separately from the current period management or incentive fee.

FASB ASC 946-205-50-7 states, in part, "the caption descriptions in the per-
share data shall be the same captions used in the statement of operations . . .
to allow the reader to determine which components of operations are included
in or excluded from various per-share data." FASB ASC 946-205-50-14 adds
"generally, the determination of expenses for computing those ratios shall fol-
low the presentation of expenses in the fund's statement of operations." The per
share information, net investment income ratio, and net expense ratio included
in the financial highlights should reflect the amounts presented on the state-
ment of operations including the adjustment associated with the deferred fee
amount. In order to reflect the effect of the adjustment on the fund's expense ra-
tio, the fund may also present an expense ratio that excludes the amount of de-
ferred fee expense or negative expense reported in the statement of operations.
Consistent with guidance from FASB ASC 946, Financial Services—Investment
Companies, the fund should disclose the nature of the deferred fee arrange-
ment, including the priority of claim in the event of liquidation, the current
period and cumulative amounts deferred, the cumulative earnings or losses on
the deferral, the terms of payment, the date that the deferral payments com-
mence (or the next payment date), and the manner in which the deferral will be
invested.

7 All concepts of FASB ASC 820, Fair Value Measurement, should be considered.
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The following is an illustration of a deferred incentive fee presentation in

the financial statements and the related disclosures:

Statement of Assets and Liabilities

Assets

Cash and cash equivalents $206,000

Investments, at fair value 166,585,000

Total assets $166,791,000

Liabilities

Management fee payable $400,000

Redemptions payable 1,000,000

Accrued expenses 100,000

Deferred incentive fees payable 4,800,000

Total liabilities 6,300,000

Net assets $160,491,000

Statement of Operations

Investment income

Interest income $5,576,000

Dividend income 1,766,000

Total investment income $7,342,000

Expenses

Incentive fee $2,680,000

Management fee 1,831,000

Change in net appreciation on deferred incentive fees 650,000

Administration fee 60,000

Professional fees and other 75,000

Total expenses 5,296,000

Net investment income $2,046,000

(continued)
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Realized and unrealized gains (losses) from
investment activities

Net realized gain on securities $2,773,000

Net realized gain on swap and forward contracts 509,000

Net change in unrealized appreciation on securities 1,515,000

Net change in unrealized appreciation on swap and forward
contracts 852,000

Net realized and unrealized gain from investment activities $5,649,000

Net increase in net assets resulting from operations $7,695,000

Notes to Financial Statements
Note X—Investment Management and Incentive Fees

Pursuant to an investment advisory agreement, the Fund pays to the Ad-
viser a quarterly management fee of 1∕4 of 1 percent (1 percent per annum) of
the net assets of the Fund on the last day of each quarter. The Adviser also
is entitled to an annual incentive fee equal to 20 percent of the net profits at-
tributable to each series of common shares, subject to a loss carry forward. If
there is a net loss for the year, the incentive fee will not apply to future years
until such net loss has been recovered, adjusted for redemptions.

The Adviser may elect to defer receipt of all or a portion of the management
or incentive fees earned for a particular fiscal year, and such amounts will be
indexed to the Fund's return. In the event of liquidation of the Fund, any de-
ferred amount, as adjusted for the appreciation or depreciation resulting from
indexing, the deferred fee to the Fund's return has a priority claim over the
interests of the equity holders of the Fund.

For the [year/period] ended December 31, 20XX, payment of 50 percent of
the incentive fee incurred by the Fund was deferred for X years. Cumulative
deferred incentive fees as of December 31, 20XX totaled $3,850,000, and cumu-
lative net appreciation on such amounts totaled $950,000. The net change in
appreciation or depreciation of deferred incentive fees is recorded on a separate
line item under "Expenses" within the statement of operations. Distributions of
20XX and prior year deferred incentive fees are scheduled for the period from
[DATE RANGE]. During the year ended December 31, 20XX, the distribution
of previously deferred incentive fees amounted to $500,000.

The following is an example disclosure of a roll forward of deferred incentive
fees payable, which is a best practice disclosure.

The deferred incentive fees payable balance as of December 31, 20XX is
comprised of the following:
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Deferred incentive fees payable at January 1, 20XX $3,310,000

Appreciation on deferred incentive fees for the year ended
December 31, 20XX 650,000

Incentive fees deferred for the year ended December 31, 20XX 1,340,000

Deferred incentive fees paid for the year ended December 31,
20XX (500,000)

Deferred incentive fees payable at December 31, 20XX $4,800,000

Note X—Financial Highlights

The following represents the per share information, ratios to average net
assets, and other supplemental information for the year ended December 31,
20XX:

Class A
Initial
series

Class B
Initial
series

Per share operating performance:

Beginning net asset value $1,130.35 $1,123.80

Income from investment operations:

Net investment income 11.01 6.76

Net realized and unrealized gain from
investment activities 141.50 145.64

Total income from operations 152.51 152.40

Ending net asset value $1,282.86 $1,276.20

Ratios to average net assets:

Expenses other than incentive fee 1.43% 1.46%

Incentive fee 1.46 1.49

Total expenses 2.89 2.95

Change in net appreciation on deferred incentive
fees (0.40) (0.43)

Total expense excluding change in net
appreciation on deferred incentive fees 2.49% 2.52%

Net investment income 1.12% 1.09%

Total return prior to incentive fee 17.07% 16.93%

Incentive fee (3.58) (3.37)

Total return after incentive fee 13.49% 13.56%
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The per share operating performance and total return are calculated for the
initial series of each share class. The ratios to average net assets are calculated
for each class taken as a whole. An individual investor's per share operating
performance, total return, and ratios to average net assets may vary from these
per share amounts and ratios based on participation in new issues and different
management fee and incentive fee arrangements and the timing and amount
of capital transactions.

[Issue Date: May 2008; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

.28 Reporting Financial Highlights, Net Asset Value (NAV) Per
Share, Shares Outstanding, and Share Transactions When Investors
in Unitized Nonregistered Funds Are Issued Individual Classes or Se-
ries of Shares

Inquiry—Some unitized nonregistered funds issue a separate series of
shares to each individual investor in the fund, which remains outstanding so
long as the investor maintains its investment in the fund and is not closed until
the investor fully redeems. These series may be issued within multiple classes
of shares with each series within a class bearing the same economic character-
istics. The shares are legally issued and outstanding until redemption (that is,
they are not notional interests), but will not be converted or otherwise consol-
idated into an identifiable "permanent" series of shares in a "series roll-up."8

Essentially, these unitized funds apply partnership accounting.

How should financial highlights (per share data, ratios, and total return)
be presented in this situation, and how should each series of shares outstand-
ing at period-end and share transactions during the period be disclosed in the
financial statements?

Reply—

Presentation of Financial Highlights

The issuance of a separate series of shares to each individual investor is
done for operational purposes because this enables a fund to allocate profit
and loss to each investor in the same manner as a limited partnership allo-
cates profit and loss to an individual partner's capital account. The definition
of nonregistered investment partnership—financial highlights in the FASB ASC
glossary—states, in part, that for unitized funds, "permanent series of a class
of share shall be the basis for which that share's financial highlights are de-
termined and presented." When a separate series of shares is issued to each
individual investor and remains outstanding until the investor fully redeems,
reporting the financial highlights for each outstanding series of shares could
result in financial highlights presented for up to 500 investors and would be
the substantive equivalent of presenting the financial highlights in a limited
partnership for each limited partner.

The financial highlights should be presented at the aggregate level for the
entire permanent series of shares from which the individual series of shares
has been issued. Because the fund operates like a partnership, the financial

8 A series roll up typically occurs at the end of the year when a temporary series of shares has
increased above its high watermark (for example, the highest level in value a series has achieved,
adjusted for subscriptions and redemptions) at which time the outstanding shares of a temporary
series of shares are converted (or rolled up) into the permanent series of shares.
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highlights should include only those financial highlights applicable to a part-
nership, which are the ratios to average net assets and total return, but not per
share data.

When a separate series of shares is issued to each individual investor and
remains outstanding until the investor fully redeems, the permanent series of
shares will be the fund as a whole, excluding managing investor interests, if the
shares otherwise have substantially similar terms. There are situations when
a fund will issue multiple classes of shares, which contain multiple series of
shares, due to differing fee arrangements or restrictions affecting an investor's
ability to participate in the profits and losses generated by "new issue" securi-
ties. When a fund issues multiple classes of shares, and in each class of shares,
a series of shares is issued to each individual investor and remains outstand-
ing until the investor fully redeems, financial highlights should be presented at
the aggregate level for each permanent class of shares from which the individ-
ual series of shares have been issued. For example, if a fund has outstanding,
at year-end, Class A shares, Series 1–40, which have a 1 percent management
fee; Class B shares Series 1–300, which have a 2 percent management fee; and
Class C shares, which are only held by the managing investor, the fund would
present financial highlights information for Class A, taken as a whole and Class
B, taken as a whole. There is no requirement to present financial highlights for
Class C because FASB ASC 946-205-50-4 requires financial highlights to be
presented only for nonmanaging investors.

It would be acceptable for a fund to present supplemental financial high-
lights data for a single series of shares, which the fund determines to be "rep-
resentative." Such financial highlights may be labeled as representing supple-
mental information and may only be presented in addition to those financial
highlights that are required. Factors to consider when determining the repre-
sentative series of shares include the following:

1. The series of shares was outstanding for the entire fiscal period (or,
if all units of a series of shares outstanding at the beginning of the
fiscal period were redeemed during the period, the series of shares
at period-end outstanding for the longest period of time).

2. The fees and other offering terms of the series of shares most closely
conform to those which may be described in the fund's offering doc-
uments.

3. The series of shares represent the largest ownership interest in the
fund.

The basis of presentation of the financial highlights and the criteria used
to determine the most representative series of shares should be disclosed in a
note to those highlights and should be consistently applied.

If appropriate, a fund may present other supplemental information if de-
termined to be informative and not misleading.

Presentation of Shares Outstanding and Share Transactions

FASB ASC 946-210-45-4 indicates that net asset value per share and
shares outstanding should be reported for each class. Because a fund which
issues a separate series of shares to each investor operates like a partnership,
presenting the net asset value per share and the shares outstanding for each
series of shares would be the substantive equivalent of presenting each part-
ner's capital balance in the financial statements of a partnership, which is not
required by FASB ASC 946 for nonunitized partnership interests. Chapter 7 of
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the guide discusses the requirement for the unitized funds to disclose units of
capital, including the title and par value of each class of shares, and the num-
ber of shares authorized, outstanding, and dollar amount of such shares. FASB
ASC 946-505-50-2 requires disclosure of the number and value of shares sold,
the number and value of shares issued in reinvestment of distributions, the
number and cost of shares reacquired, and the net change in shares. For funds
which issue a separate series of shares to each investor, such funds should sat-
isfy the disclosure requirements in FASB ASC 946-210-45-4 and 946-505-50-2
by presenting such disclosures on an aggregate share basis. For funds which
issue multiple classes of shares which contain multiple series of shares, such
disclosure requirements should be presented at the aggregate level for each
permanent class of shares from which the individual series of shares have been
issued.

EXAMPLE

A fund issues Class A and Class B nonvoting shares to investors and, within
each class, a separate series of shares is issued to each individual investor.
Class A shares have a 1 percent management fee and a 20 percent incentive fee,
while Class B shares are issued to related party investors and, therefore, are
not charged a management fee or an incentive fee. Class C voting shares are
management shares and do not participate in the profits or losses of the fund.
As of December 31, 20X7, there are 15,100 total shares outstanding totaling
$1,517,600. The following shows such amounts outstanding as of December 31,
20X7 by class and series:

Class A Series 1–5,000 shares outstanding, NAV $500,000

Class A Series 2–7,500 shares outstanding, NAV $765,000

Class B Series 1–2,500 shares outstanding, NAV $252,500

Class C–100 shares outstanding, NAV $100

In the prior year, as of December 31, 20X6, there were 10,100 total shares
outstanding totaling $970,100. The following shows such amounts outstanding
as of December 31, 20X6 by class and series:

Class A Series 1–6,000 shares outstanding, NAV $588,000

Class B Series 1–3,000 shares outstanding, NAV $288,000

Class B Series 2–1,000 shares outstanding, NAV $94,000

Class C–100 shares outstanding, NAV $100

Example Statement of Assets and Liabilities
Statement of Assets and Liabilities

December 31, 20X7

Assets

Cash and cash equivalents $100,100

Investments, at fair value 1,550,000

Total assets $1,650,100
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Liabilities

Redemptions payable 94,000

Management fees payable 4,000

Incentive fee payable 3,000

Accrued expenses 31,500

Total liabilities 132,500

Net assets (based on 12,500 Class A shares, 2,500 Class B
shares, and 100 Class C shares outstanding) $1,517,600

Example Footnote Disclosures
Capital Share Transactions

As of December 31, 20X7, 5,000,000 shares of capital stock were authorized.
Class A and Class B shares have $0.01 par value, and Class C shares have $1.00
par value. Transactions in capital stock were as follows:

Shares Amount

Class A 20X7 20X6 20X7 20X6

Shares sold 7,500 6,000 $750,000 $600,000

Shares redeemed (1,000) — $(99,500) —

Net increase 6,500 6,000 $650,500 $600,000

Shares Amount

Class B 20X7 20X6 20X7 20X6

Shares sold — 4,000 — $400,000

Shares redeemed (1,500) — ($148,750) —

Net increase (1,500) 4,000 ($148,750) $400,000

Shares Amount

Class C 20X7 20X6 20X7 20X6

Shares sold — 100 — $100

Shares redeemed — — — —

Net increase — 100 — $100

Financial Highlights

The ratios to average net assets and total return are presented below for
each class taken as a whole, excluding managing shareholder interests, for the
year ended December 31, 20X7. The ratios and total return are not annualized.
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The computation of similar financial information for other participating share-
holders may vary based on the timing of their respective capital transactions.

Annual ratios to average net assets and total return for the year ended
December 31, 20X7 are as follows:

Class A Class B

Ratios to average net assets:

Expenses other than incentive fee 2.26% 1.26%

Incentive fee 0.31% 0.00%

Total expenses 2.57% 1.26%

Net investment income 0.93% 1.93%

Total return prior to incentive fee 3.48% 5.02 %

Incentive fee (0.40)% (0.00)%

Total return after incentive fee 3.08% 5.02%

[Issue Date: May 2008; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

.29 Allocation of Unrealized Gain (Loss), Recognition of Carried
Interest, and Clawback Obligations

Inquiry—The governing documents of some nonregistered investment
partnerships (as defined in chapter 7 of the AICPA Audit and Accounting Guide
Investment Companies), may contain provisions which do not allow allocations
of unrealized gains or losses, or do not require the recognition of carried interest
(also referred to as carry, incentive, or performance fees and allocations), and
clawback obligations (also referred to as lookback, negative carried interest, or
general partner9 giveback) until a specified date or time (for example, at the
time of the partnership's liquidation or termination), or until the occurrence
of a specific event (such as the actual disposition of an investment). Often, in
these cases, the partnership's investments are either not marketable or are of
such limited liquidity that interim valuations are highly subjective, and the
intent of the provision is to delay the general partner's receipt of incentive allo-
cations in cash until the gains can be measured objectively. In preparing finan-
cial statements of an investment partnership in accordance with U.S. generally
accepted accounting principles, in which capital is reported by investor class,
how should cumulative unrealized gains (losses), carried interest, and claw-
back be reflected in the equity balances of each class of shareholder or partner
at the balance sheet date? In particular, should cumulative period-end unre-
alized gains and losses, nonetheless, be allocated as if realized in accordance

9 Various terms may be used by different legal structures as the equivalents of general partner
and limited partner (for example, managing member and member for limited liability companies). For
convenience, the terms partnership, general partner, and limited partner are used throughout, but are
intended to refer to any equivalent structure.
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with the partnership's governing documents prior to the date, time, or event
specified in the partnership agreement?

Reply—If a nonregistered investment partnership reports capital by in-
vestor class, cumulative unrealized gains (losses), carried interest, and claw-
back provisions would be reflected in the equity balances of each class of share-
holder or partner at the balance sheet date, as if the investment company had
realized all assets and settled all liabilities at the fair values reported in the
financial statements, and allocated all gains and losses and distributed the net
assets to each class of shareholder or partner at the reporting date consistent
with the provisions of the partnership's governing documents. Further discus-
sion of the presentation of each item follows.

Certain partnerships record an expense for fees (including incentive fees)
due a general partner, whereas others allocate net income from limited partner
capital accounts to the general partner capital account. These amounts could
either be considered a disproportionate income allocation or a compensation
arrangement, and the accounting should conform to the structure of the part-
nership agreement, with the financial statement disclosures set forth in FASB
ASC 946.

A basic premise for the preparation and presentation of the financial state-
ments of an investment company is to reflect each class of shareholders' or part-
ners' interest in the net assets of the reporting entity as of the reporting date.
Another objective is to present total return for nonmanaging investor classes
after incentive allocations and fees, as expressed in FASB ASC 946.

Other accounting literature related to the presentation of data similar to
total return is consistent with FASB ASC 946. FASB ASC 260, Earnings per
Share, refers to allocating earnings or undistributed earnings for a period to
participating securities "as if all of the earnings for the period had been dis-
tributed."

Although this guidance does not relate specifically to the presentation of
capital accounts, measuring period-end capital balances for those classes un-
der the same methodology appears consistent with this guidance. Accordingly, if
an entity reports capital by investor class, cumulative unrealized gains (losses),
carried interest, and clawback provisions would be reflected in the equity bal-
ances of each class of shareholder or partner at the balance sheet date, as if
the investment company had realized all assets and settled all liabilities at the
fair values reported in the financial statements, and allocated all gains and
losses and distributed the net assets to each class of shareholder or partner at
the reporting date consistent with the provisions of the partnership's governing
documents. Further discussion of the presentation of each item follows.

Cumulative Unrealized Gains (Losses)
Cumulative unrealized gains (losses) would be included in the ending bal-

ances of each class of shareholders' or partners' interest in the reporting entity
at the reporting date, and the changes in such amounts would be reported in
the changes in net asset value and partners' capital for the reporting period.

Carried Interest
The carried interest generally is due to the investment manager, an affili-

ated entity, or both, and is either in the form of a fee (usually for offshore funds)
or as an allocation from the limited partners' capital accounts, pro rata, to the
general partner's capital account (usually for domestic funds). Although many
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variations exist, the investment manager is often entitled to receive its carry
on a "deal-by-deal" basis. On this basis, as individual investments are sold, the
investment proceeds are allocated based on a specific methodology defined in
the governing documents to determine the amount of carry, if any, to which the
investment manager is entitled.

In presenting each class of shareholders' or partners' interest in the net
assets as of the reporting date, the financial statements would consider the
carry formula as if the investment company had realized all assets and settled
all liabilities at their reported fair value, and allocated all gains and losses
and distributed the net assets to each class of shareholder or partner at the
reporting date.

Clawback
Although all classes of shareholder or partner may be subject to clawback

provisions in the governing documents, a clawback most frequently involves an
obligation on the part of the investment manager to return previously received
incentive allocations to the investment fund due to subsequent losses. Such
clawback amounts, when paid, are typically distributed to other investors.

Consistent with the previously discussed principle to reflect each class
of shareholders' or partners' interest in the net assets of the reporting entity
as of the reporting date, the impact of a clawback would be calculated as of
each reporting date under the methodology specified in the fund's governing
documents.

Consistent with FASB ASC 310-10-45-14, such an obligation would not
be recognized as an asset (receivable) in the entity's financial statements un-
less substantial evidence exists of ability and intent to pay within a reasonably
short period of time. Rather, in most instances, the obligation would be reflected
as a deduction from the general partner's capital account.

The specific circumstances, including whether the clawback represents a
legal obligation to return or contribute funds to the reporting entity, require
consideration before determining whether a clawback, resulting in a negative
general partner capital balance (that is, contra-equity), is recognized in the fi-
nancial statements. A careful reading of the governing documents ordinarily is
required. Additionally, it may not be appropriate to reflect a negative general
partner capital balance (and a corresponding increase to limited partner capital
balances) if the general partner does not have the financial resources to make
good on its obligation. It may be helpful to consult with the entity's legal counsel
for clarification before recording a negative general partner capital balance.

Even if not recognized within the capital accounts, at a minimum, it would
be appropriate to disclose the existence of a clawback in the footnotes to the
financial statements because in almost all cases, the existence of the clawback
would modify the manner in which future distributions are made.

[Issue Date: January 2009; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]

.30 Disclosure Requirements of Investments for Nonregistered In-
vestment Partnerships When Their Interest in an Investee Fund Con-
stitutes Less Than 5 Percent of the Nonregistered Investment Partner-
ship's Net Assets

Inquiry—Nonregistered investment partnerships (as defined in the AICPA
Audit and Accounting Guide Investment Companies [the guide]) are subject to
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the disclosure requirements of FASB ASC 946-210-50-6 related to investments
in the partnership's portfolio. These disclosures require reporting investment
partnerships to individually disclose an investment by name, type, and so on
if the reporting investment partnership's investment constitutes more than 5
percent of its net assets. In accordance with paragraphs 8–9 of FASB ASC 946-
210-50, nonregistered investment partnerships that own interests in another
investment partnership10 (investee fund) are required to disclose the invest-
ment partnership's proportional share of any underlying investment owned
(either directly or through an investee fund) in any issuer that exceeds 5 per-
cent of the reporting investment partnership's net assets at the reporting date.
If the nonregistered investment partnership owns an interest in an investee
fund that constitutes less than 5 percent of the nonregistered investment part-
nership's net assets, should the reporting investment partnership apply the
guidance in paragraphs 8–9 of FASB ASC 946-210-50?

Reply—Yes. Even though the amount of the investment in the investee
fund does not exceed 5 percent of the reporting investment partnership's net as-
sets, the reporting investment partnership's proportional share of the investee
fund's investments in an individual issuer may nonetheless exceed 5 percent
of the reporting investment partnership's net assets because an investee fund
may have issued debt (recourse or nonrecourse) to purchase investments or may
have significant short positions or other liabilities. Paragraphs 8–9 of FASB
ASC 946-210-50 do not establish any minimum investment size below which
a reporting investment company need not determine its proportional share of
an investment owned by an individual investee. Rather, paragraph 9 states
that if such proportional share "of any investment owned by any individual
investee exceeds 5 percent of the reporting investment company's net assets
at the reporting date, each such investment shall be named and categorized"
(emphasis added). The intent of the disclosure of positions exceeding 5 percent
of net assets, as documented in paragraph .18 of Statement of Position 95-2,
Financial Reporting by Nonpublic Investment Partnerships, in which this guid-
ance originally appears, and paragraph 7.17 of the guide, is to "enable users
to make their decisions focusing on the risk and opportunities associated with
the type of investment, a geographical area, and industry by investee." In situ-
ations when the information about the investee fund's portfolio is not available,
that fact shall be disclosed, which is consistent with the guidance in FASB ASC
946-210-50-10.

[Issue Date: July 2009.]

.31 The Nonregistered Investment Partnership's Method for Cal-
culating Its Proportional Share of Any Investments Owned by an In-
vestee Fund in Applying the "5 Percent Test" Described in Q&A Section
6910.30

Inquiry—What method should a nonregistered reporting investment part-
nership (as defined in the AICPA Audit and Accounting Guide Investment Com-
panies) use to calculate its proportional share of any investments owned by an
investee fund in applying the "5 percent test" described in Q&A section 6910.30,
"Disclosure Requirements of Investments for Nonregistered Investment Part-
nerships When Their Interest in an Investee Fund Constitutes Less Than 5
Percent of the Nonregistered Investment Partnership's Net Assets," and where
should the disclosure be located within the financial statements?

10 Such investment partnerships include, but are not limited to, investment partnerships, funds
of funds, special purpose vehicles, disregarded entities, and limited liability companies.
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Reply—The reporting investment partnership should calculate its propor-
tional share of any investments owned by the investee fund as its percentage
ownership of the investee fund. Additionally, consistent with the provisions re-
lated to direct investments, indirect long and short positions of the same issuer
held by the investee fund should not be netted. The disclosure of investments
in issuers exceeding 5 percent of reporting investment partnership net assets
should be made either on the face of the (condensed) schedule of investments
or within the financial statement footnotes.

[Issue Date: July 2009.]

.32 Additional Financial Statement Disclosures for Nonregistered
Investment Partnerships When the Partnership Has Provided Guar-
antees Related to the Investee Fund's Debt

Inquiry—What additional disclosures should a nonregistered reporting in-
vestment partnership (as defined in the AICPA Audit and Accounting Guide In-
vestment Companies) consider within the financial statements when the report-
ing investment partnership has provided guarantees related to the investee
fund's debt (also see Q&A section 6910.30)?

Reply—In addition to considering the recognition provisions described in
FASB ASC 460-10-50, the reporting investment partnership should further dis-
close any guarantees it has provided on investee fund debt even though the risk
of loss may be remote. These disclosure requirements are described in FASB
ASC 460-10-50 and FASB ASC 946-20-50 and include the following:

� Loss contingencies, such as guarantees of indebtedness of others,
including indirect guarantees of indebtedness of others and the
nature and amount of the guarantee

� Guarantor's obligation, including the nature of the guarantee, the
approximate term of the guarantee, the primary reasons for pro-
viding the guarantees, and the events or circumstances that would
require the guarantor to perform under the guarantee

[Issue Date: July 2009; Revised, April 2014, to reflect conforming changes
necessary due to revisions to FASB ASC.]

.33 Certain Financial Reporting, Disclosure, Regulatory, and Tax
Considerations When Preparing Financial Statements of Investment
Companies Involved in a Business Combination
Inquiry—FASB ASC 805-10-50 requires the following, among other things,
when a transaction or other event meets the definition of a business combi-
nation:

� The identification of the acquiree
� Recognizing and measuring identifiable assets acquired and lia-

bilities assumed, at the acquisition date, generally at their fair
values

� Disclosure, by the acquirer, of information that enables users of its
financial statements to evaluate the nature and financial effect of
a business combination that occurs during the current reporting
period

What are some of the financial reporting, disclosure, regulatory, and tax guid-
ance that should be considered in preparing financial statements of investment
companies involved in a business combination?
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Reply—When investment companies engage in a business combination,

shares of one company typically are exchanged for substantially all the shares
or assets of another company (or companies). Most mergers of registered invest-
ment companies are structured as tax-free reorganizations. Following a busi-
ness combination, portfolios of investment companies are often realigned, sub-
ject to tax limitations, to fit the objectives, strategies, and goals of the surviving
company. Typically, shares of the acquiring fund are issued at an exchange ra-
tio determined on the acquisition date, essentially equivalent to the acquiring
fund's net asset value (NAV) per share divided by the NAV per share of the fund
being acquired, both as calculated on the acquisition date. Adjusting the carry-
ing amounts of assets and liabilities is usually unnecessary because virtually
all assets of the combining investment companies (investments) are stated at
fair value, in accordance with FASB ASC 820, Fair Value Measurement, and
liabilities are generally short-term so that their carrying values approximate
their fair values.11 However, conforming adjustments may be necessary when
funds have different valuation policies (for example, valuing securities at the
bid price versus the mean of the bid and asked price) in order to ensure that
the exchange ratio is equitable to shareholders of both funds.

Only one of the combining companies can be the legal survivor. In certain
instances, it may not be clear which of the two funds constitutes the acquirer
for financial reporting purposes. Although the legal survivor would normally
be considered the acquirer, continuity and dominance in one or more of the
following areas might lead to a determination that the fund legally dissolved
should be considered the acquirer for financial reporting purposes:

� Portfolio management
� Portfolio composition
� Investment objectives, policies, and restrictions
� Expense structures and expense ratios
� Asset size

A registration statement on Form N-14 is often filed in connection with a
merger of management investment companies registered under the Investment
Company Act of 1940 (the Act), or of business development companies as de-
fined by the Act. Form N-14 is a proxy statement in that it solicits a vote from
the (legally) acquired fund's shareholders to approve the transaction, and a
prospectus, in that it registers the (legally) acquiring fund's shares that will be
issued in the transaction. Form N-14 frequently requires the inclusion of pro
forma financial statements reflecting the effect of the merger.

Tax implications must be considered and monitored carefully in the plan-
ning, execution, and postmerger stages of a business combination. The tax rules
that must be considered include those related to the determination that the
transaction is tax-free to the funds involved and their shareholders,12 the qual-
ification tests affecting regulated investment companies (RICs),13 and the ac-
counting for tax attributes of specific accounts such as earnings and profits,14

11 If the carrying value of the acquired investment company's liabilities differs materially from
fair value on the acquisition date, refer to FASB ASC 805-30-30-8 for guidance on recognition of the
liabilities by the surviving entity.

12 See IRC Section 368(a) and IRS Notice 88-19.
13 See IRC Section 851.
14 See section 1.852-12(b) of Title 26, Internal Revenue, of U.S. Code of Federal Regulations.
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capital loss carryforwards, and methods of tax accounting.15 Management may
consider obtaining a private letter ruling from the IRS or an opinion of coun-
sel on the tax-free treatment. Upon completion of the acquisition, the portfolio
securities obtained from the acquiree generally should be monitored because
substantial turnover of the acquiree's portfolio securities may jeopardize the
tax-free status of the reorganization. There are important differences in the tax
rules affecting business combinations of RICs and non-RIC investment compa-
nies.

Merger-related expenses (mainly legal, audit, proxy solicitation, and mail-
ing costs) are addressed in the plan of reorganization and are often paid by the
fund incurring the expense, although the adviser may waive or reimburse cer-
tain merger-related expenses. Numerous factors and circumstances should be
considered in determining which entity bears merger-related expenses.

In accordance with FASB ASC 805-10-25-23, acquisition related costs are
accounted for as expenses in the periods in which the costs are incurred and
the services are received, except that costs to issue equity securities are recog-
nized in accordance with other applicable U.S. generally accepted accounting
principles.

If the combination is a taxable reorganization, the fair value of the assets
acquired on the date of the combination becomes the assets' new cost basis. For
financial reporting purposes, assets acquired in a tax-free reorganization may
be accounted for in the same manner as a taxable reorganization. However, in-
vestment companies carry substantially all their assets at fair value as an on-
going reporting practice and cost basis is principally used and presented solely
for purposes of determining realized and unrealized gain and loss. Accordingly,
an investment company, which is an acquirer in a business combination struc-
tured as a tax-free exchange of shares, may make an accounting policy election
to carry forward the historical cost basis of the acquiree's investment securities
for purposes of measuring realized and unrealized gain or loss for statement of
operations presentation in order to more closely align the subsequent reporting
of realized gains by the combined entity with tax-basis gains distributable to
shareholders. The basis for such policy election should be disclosed in the notes
to the financial statements, if material.

Instructions to Forms N-1A and N-2 state that, for registered investment
companies, costs of purchases and proceeds from sales of portfolio securities
that occurred in the effort to realign a combined fund's portfolio after a merger
should be excluded in the portfolio turnover calculation. The amount of ex-
cluded purchases and sales should be disclosed in a note.16

FASB ASC 805-10-50-1 states that disclosures are required when business
combinations occur during the reporting period or after the reporting date but
before the financial statements are issued.

In accordance with FASB ASC 805-10-50, 805-20-50, and 805-30-50, dis-
closures for all business combinations should include a summary of the essen-
tial elements of the combination; that is, the name and description of the ac-
quiree, the acquisition date, the percentage of voting equity interests acquired,
the primary reasons for the combination and the manner in which control was
obtained, the nature of the principal assets acquired, the number and fair value

15 See IRC Section 381.
16 See Form N-1A, Item 13, Instruction 4(d)(iii) and Form N-2, Item 4, Instruction 17c.
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of shares issued by the acquiring company, and the exchange ratio. In addition,
public business enterprises are required to disclose supplemental pro forma in-
formation consisting of the revenue and earnings of the combined entity for the
current reporting period as though the acquisition date for all business combi-
nations had been as of the beginning of the acquirer's annual reporting period.

Public business enterprises are also required to report, if practicable, the
amounts of revenue and earnings of the acquiree since the acquisition date in-
cluded in the combined entity's income statement for the reporting period. In
many cases, investments acquired are absorbed into and managed as an inte-
grated portfolio by an investment company upon completion of an acquisition;
therefore, providing this information will not be practicable. That fact, along
with an explanation of the circumstances, should be disclosed.

Because of the importance of investment company taxation to amounts dis-
tributable to shareholders, certain additional disclosures are recommended for
combinations of investment companies, including the tax status and attributes
of the merger. Additionally, if the merger is a tax-free exchange, separate disclo-
sure of the amount of unrealized appreciation or depreciation and the amount of
undistributed investment company income of the acquiree at the date of acqui-
sition, if significant, may provide meaningful information about amounts trans-
ferred from the acquiree, which may be distributable by the combined fund in
future periods.

See the following exhibits under "Illustrative Financial Statement Pre-
sentation for Tax-Free Business Combinations of Investment Companies" for
an example of the calculation of an exchange ratio in an investment company
merger, as well as merger-related financial statement disclosures.

Illustrative Financial Statement Presentation for Tax-Free Business
Combinations of Investment Companies

The following financial statements and disclosures illustrate a tax-free busi-
ness combination of an investment company. The illustrative notes are unique
to a business combination. The exhibits assume that Fund B merges into Fund
A as of the close of business on December 31, 20X4, and that both Fund A and
Fund B have a January 31 fiscal year-end. Exhibit 1 presents the financial
position of each fund immediately before the acquisition and of the combined
fund immediately after the acquisition. Exhibit 2 presents the results of oper-
ations and changes in net assets of each fund for the 11-month fiscal period
immediately before the acquisition, and the results of operations and summary
changes in net assets information for the combined fund for the 1-month period
subsequent to the acquisition. Exhibit 3 presents the statement of operations,
statement of changes in net assets, and appropriate notes of the combined en-
tity immediately after the acquisition. (The January 31, 20X5, statement of net
assets of the combined entity is not presented as it will be identical in form to
the December 31, 20X4, statement.)
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Exhibit 1

Financial Position of Each Fund Immediately Before Acquisition
Statement of Net Assets

December 31, 20X4

Fund A Fund B

Investments in securities, at fair value $20,000,000 $10,000,000

(Cost: Fund A—$18,000,000

Fund B—$ 9,000,000)

Other assets 1,000,000 500,000

21,000,000 10,500,000

Liabilities 1,000,000 500,000

Net assets $20,000,000 $10,000,000

Shares outstanding 2,000,000 1,000,000

Net asset value per share $ 10.00 $ 10.00

Calculation of Exchange Ratio:

Net assets of Fund B $10,000,000

Divided by Fund A net asset value per share $10.00

Fund A shares issuable 1,000,000

Fund B shares outstanding 1,000,000

Exchange ratio (Fund A shares issuable/Fund B shares
outstanding) 1-for-1

Financial Position of Combined Entity Immediately After Acquisition
Statement of Net Assets

December 31, 20X4

Investments in securities, at fair value
(Cost—$27,000,000) $30,000,000

Other assets 1,500,000

31,500,000

Liabilities 1,500,000

Net assets $30,000,000

Shares outstanding 3,000,000

Net asset value per share $10.00

Note: The individual components of net assets (paid-in capital, undistributed
income and capital gains, and unrealized appreciation and depreciation) are
not presented in this example but are similarly combined.
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Exhibit 2
Statement of Operations

Eleven Months Ended December 31, 20X4

Fund A Fund B

Dividend and interest income $3,200,000 $1,600,000

Management fee 100,000 50,000

Transfer agent fee 50,000 25,000

Other expenses 50,000 25,000

200,000 100,000

Investment income—net 3,000,000 1,500,000

Realized and unrealized gain on investments

Net realized gain on investments 1,000,000 500,000

Change in unrealized appreciation 1,000,000 500,000

Net realized and unrealized gain on
investments 2,000,000 1,000,000

Net increase in net assets resulting from
operations $5,000,000 $2,500,000

Statement of Changes in Net Assets
Eleven Months Ended December 31, 20X4

Fund A Fund B

Increase (decrease) in net assets

Operations

Investment income—net $3,000,000 $1,500,000

Net realized gain on investments 1,000,000 500,000

Change in unrealized appreciation 1,000,000 500,000

5,000,000 2,500,000

Dividends to shareholders from

Investment income—net (3,000,000) (1,500,000)

Net realized gain on investments (1,000,000) (500,000)

Capital shares transactions 2,000,000 250,000

Total increase 3,000,000 750,000

Net assets

Beginning of year 17,000,000 9,250,000

End of year $20,000,000 $10,000,000
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Statement of Operations of Combined Entity
Month Ended January 31, 20X5

Dividend and interest income $ 400,000

Management fee 15,000

Transfer agent fee 5,000

Other expenses 5,000

25,000

Investment income–net $ 375,000

Realized and unrealized gain on investments

Net realized gains on investments 100,000

Change in unrealized appreciation 100,000

Net gain on investments 200,000

Net increase in net assets resulting from operations $ 575,000

Other Changes in Net Assets Information
Month Ended January 31, 20X5

a) No dividends were paid during the month.

b) Capital shares transactions were as follows:

Shares Amount

Shares sold 20,000 $200,000

Shares redeemed (10,000) ($100,000)

10,000 $100,000
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Exhibit 3

Statements of Operations and Changes in Net Assets of the Combined
Entity Immediately After Acquisition

Fund A

Statement of Operations
Year Ended January 31, 20X5

Dividend and interest income
($3,200,000 + $400,000) $3,600,000

Management fee ($100,000 + $15,000) $ 115,000

Transfer agent fee ($50,000 + $5,000) 55,000

Other expenses ($50,000 + $5,000) 55,000

225,000

Investment income—net 3,375,000

Realized and unrealized gain on investments

Net realized gain on investments
($1,000,000 + $100,000) 1,100,000

Change in unrealized appreciation
($1,000,000 + $100,000) 1,100,000

Net gain on investments 2,200,000

Net increase in net assets resulting from operations $5,575,000

Fund A

Statement of Changes in Net Assets
Year Ended January 31, 20X5

20X5 20X4

Increase (decrease) in net assets

Operations

Investment income—net $3,375,000 $2,400,000

Net realized gain on investments 1,100,000 700,000

Change in unrealized appreciation 1,100,000 300,000

5,575,000 3,400,000

Dividends to shareholders from

Investment income—net (3,000,000) (2,400,000)

Net realized gain on investments (1,000,000) (700,000)

Capital share transactions (Notes 6 and 7) 12,100,000 1,100,000

Total increase 13,675,000 1,400,000

Net assets

Beginning of year 17,000,000 15,600,000

End of year $30,675,000 $17,000,000
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Notes to Financial Statements of the Combined Entity Immediately
After Acquisition
Note 6—Acquisition of Fund B

On December 31, 20X4, Fund A acquired all of the net assets of Fund B, an
open-end investment company, pursuant to a plan of reorganization approved
by Fund B shareholders on December 26, 20X4. The purpose of the transaction
was to combine 2 funds managed by Investment Advisor C with comparable
investment objectives and strategies. The acquisition was accomplished by a
tax-free exchange of 1 million shares of Fund A, valued at $10 million, for 1
million shares of Fund B outstanding on December 31, 20X4. The investment
portfolio of Fund B, with a fair value of $10 million and identified cost of $9
million at December 31, 20X4, was the principal asset acquired by Fund A. For
financial reporting purposes, assets received and shares issued by Fund A were
recorded at fair value; however, the cost basis of the investments received from
Fund B was carried forward to align ongoing reporting of Fund A's realized and
unrealized gains and losses with amounts distributable to shareholders for tax
purposes.17 Immediately prior to the merger, the net assets of Fund A were $20
million.

Note: The following paragraph is required for public business enterprises, as de-
fined in the FASB ASC glossary, only. For purposes of this disclosure and consis-
tent with FASB ASC 805-10-50-2(h), assume that, had the acquisition occurred
February 1, 20X4, the beginning of Fund A's fiscal year, $10,000 of the transfer
agent fee and $15,000 of other expenses—a total of $25,000—would have been
eliminated.

Assuming the acquisition had been completed on February 1, 20X4, the begin-
ning of the annual reporting period of Fund A, Fund A's pro forma results of
operations for the year ended January 31, 20X5,18 are as follows:

Net investment income $4,900,00019

Net gain (loss) on investments $3,200,00020

Net increase (decrease) in net assets resulting from
operations $8,100,000

Because the combined investment portfolios have been managed as a single
integrated portfolio since the acquisition was completed, it is not practicable

17 If material amounts of undistributed net investment income or undistributed realized gains
are transferred to the acquirer (which the acquirer will be required to distribute), those amounts
should also be disclosed. Material acquired loss carryovers should also be disclosed or cross-referenced
to related income tax disclosures.

18 FASB ASC 805-10-50-2 states that, if comparative financial statements are presented, sup-
plemental pro forma information should be presented as if the business combination had occurred as
of the beginning of the comparable prior annual reporting period. Investment companies should base
application of this provision on whether they are required to present comparative statements of oper-
ations in their financial statements. Typically, business development companies registered with the
Securities and Exchange Commission are required to present comparative statements of operations,
but other registered open-end and closed-end investment companies are not required to do so.

19 $3,375,000 as reported, plus $1,500,000 Fund B premerger, plus $25,000 of pro-forma elimi-
nated expenses.

20 $2,200,000 as reported plus $1,000,000 Fund B premerger.
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to separate the amounts of revenue and earnings of Fund B that have been
included in Fund A's statement of operations since December 31, 20X4.

Note 7—Capital Share Transactions

As of January 31, 20X5, 100 million shares of $1 par value capital stock were
authorized. Transactions in capital stock were as follows:

Shares Amount

20X5 20X4 20X5 20X4

Shares sold 520,000 300,000 $5,000,000 $3,000,000

Shares issued in connection
with acquisition of Fund B 1,000,000 10,000,000

Shares issued in
reinvestment
of dividends 300,000 250,000 3,000,000 2,400,000

1,820,000 550,000 18,000,000 5,400,000

Shares redeemed 610,000 450,000 5,900,000 4,300,000

Net increase 1,210,000 100,000 $12,100,000 $1,100,000

[Issue Date: December 2009.]

.34 Application of the Notion of Value Maximization for Measuring
Fair Value of Debt and Controlling Equity Positions

Inquiry—Private equity funds or business development companies (collec-
tively, a fund) may hold a controlling interest in an investee company and hold
both equity and debt instruments issued by the investee. From a business strat-
egy perspective, in this circumstance, the fund's management generally views
their investment in the debt and equity instruments as an aggregate position
rather than as separate financial instruments. The fund's management rarely,
if ever, exits an investment by selling an individual financial instrument (that
is, debt separate from equity or vice versa); rather, the instruments are gener-
ally exited in their entirety as a group (and the debt is typically redeemed at the
amount owed, which we will assume to be par). When a fund has a controlling21

interest in an investee and holds both debt and equity positions in that investee
for which there are not observed trades,22 is it appropriate to apply the notion
of value maximization discussed in paragraph BC49 of Accounting Standards
Update (ASU) No. 2011-04, Fair Value Measurement (Topic 820): Amendments
to Achieve Common Fair Value Measurement and Disclosure Requirements in
U.S. GAAP and IFRSs, and, as a result, value the debt and equity positions
together using an enterprise value approach?23

21 This question and answer does not address facts and circumstances in which an entity does
not have a controlling financial interest in an investee company.

22 Observed trades would be an indicator that market participants may transact separately for
the debt and equity; thus, further consideration of the facts and circumstances would be necessary to
conclude whether the fair value maximization guidance is relevant. FASB ASC 820-10-35-41 indicates
that "a quoted price in an active market provides the most reliable evidence of fair value and shall be
used without adjustment to measure fair value whenever available."

23 Such an approach might result in a fair value of the debt and equity positions that differs from
the result from selling the debt and equity positions in separate transactions. See footnote 24 of this
question and answer that references Agenda Paper 2E that includes an example that illustrates how
fair value might differ.
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Reply—This inquiry relates to the unit of account for investments within
the scope of FASB ASC 946 and was discussed at a joint meeting between FASB
and the International Accounting Standards Board during their deliberations
of the fair value project.24 Specifically, the boards considered whether to provide
unit of account guidance for investments within the scope of FASB ASC 946.
The boards concluded that unit of account guidance was outside the scope of the
fair value project. However, the boards agreed to include language in paragraph
BC49 of ASU No. 2011-04 that indicated that an entity assumes that

market participants seek to maximize the fair value of a financial or
nonfinancial asset or to minimize the fair value of a financial or non-
financial liability by acting in their economic best interest in a trans-
action to sell the asset or to transfer the liability in the principal (or
most advantageous) market for the asset or liability. Such a transac-
tion might involve grouping assets and liabilities in a way in which
market participants would enter into a transaction, if the unit of ac-
count specified in other Topics does not prohibit that grouping.

This language provides fair value measurement guidance in situations when
the unit of account is not specified. Because FASB ASC 946 does not specify
the unit of account for measuring fair value, it might be appropriate to con-
sider how fair value would be maximized, which may be in a transaction that
involves both the debt and controlling equity position if this is how market par-
ticipants would transact.25 Consistent with the guidance in paragraph BC49
of ASU No. 2011-04, this transaction (and, thus, fair value) might be measured
using an enterprise value approach measured in accordance with the guidance
in FASB ASC 820 (that is, an exit price from the perspective of market partici-
pants under current conditions at the measurement date).

Because the enterprise value approach results in a fair value for the entire
capital position (that is, both debt and equity), an allocation to the individual
units of account would be necessary. FASB ASC 820 does not prescribe an allo-
cation approach, but FASB ASC 820-10-35-18F discusses that a "reporting en-
tity shall perform such allocations on a reasonable and consistent basis using a
methodology appropriate in the circumstances." Facts and circumstances, such
as relevant characteristics of the debt and equity instruments, must be consid-
ered when making this allocation. Generally, the allocation method should be
consistent with the overall valuation premise used to measure fair value.

[Issue Date: February 2013.]

.35 Assessing Control When Measuring Fair Value
Inquiry—Is it appropriate to aggregate positions across multiple reporting

entities (multiple funds) to assess control26 for purposes of whether a control
premium might be appropriate in a fair value measurement, or does control
have to reside in a single fund for the enterprise value approach to be accept-
able? Also, is it appropriate to consider "club deals" in which a group of unre-
lated investors jointly make an investment when assessing control?

24 Refer to the International Accounting Standards Board (IASB)/FASB Agenda Paper 2E pre-
pared for the October 2010 IASB/FASB joint meeting. (See www.ifrs.org/Current-Projects/IASB-
Projects/Fair-Value-Measurement/Summaries/Pages/IASB-October-2010.aspx.)

25 This assessment would include a consideration of the entity's prior history in selling similar
investments. Consideration of specific terms of the instruments that are considered characteristics,
as discussed in FASB ASC 820, is also necessary (for example, change in control provisions).

26 This question and answer does not address consolidation matters. Control in this question and
answer refers to the ability to cause a controlling financial interest in the investee to be sold.
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Reply—Control of an investee company may be achieved by virtue of a sin-

gle fund holding a controlling financial interest, through multiple funds in the
same fund complex27 under common control being allocated financial interests
in the investee company, or through "club deals" in which a group of unrelated
investment managers jointly make controlling investments in a private com-
pany on behalf of funds they manage. For example, a single adviser may decide
to make a controlling financial investment in an investee and then allocate
that investment across multiple legal and reporting entities. Individually, no
one entity may control the investee (this question and answer assumes this is
the case); however, the entities in aggregate may have a controlling financial
interest in the investee.

It is not consistent with the fair value measurement framework in FASB
ASC 820 for a reporting entity to aggregate positions across multiple reporting
entities (multiple related funds or unrelated club deals) to assess control28 for
purposes of whether a control premium might be appropriate in a fair value
measurement. However, when determining the fair value of the position the
reporting entity holds, that determination should consider whether other pre-
miums and discounts (relative to the price of a noncontrolling interest) are ap-
propriate. For example, observed transaction data for similar investments may
indicate that market participants pay a premium multiple relative to the mul-
tiples observed for the guideline companies because some market participants
place additional value on being part of the controlling group that has the right
to determine the company's strategy.

A reporting entity should consider all available evidence about how a mar-
ket participant would exit the investments (and the prices it would receive) in
determining the principal (or most advantageous) market and whether premi-
ums to noncontrolling interests are appropriate.

[Issue Date: February 2013.]

.36 Determining Whether Loan Origination Is a Substantive Activ-
ity When Assessing Whether an Entity Is an Investment Company

Inquiry—If an entity originates loans to third parties for the purposes of
maximizing its returns from capital appreciation, investment income, or both,
how does the entity determine whether the loan origination activity represents
a substantive activity that precludes the entity from qualifying as an invest-
ment company under FASB ASC 946-10-15-6?

Reply—In performing its assessment, the entity should consider its design,
business purpose (see FASB ASC 946-10-55-4 through 946-10-55-7), and the
reason for performing the activities (see FASB ASC 946-10-55-10), including
how the entity is marketed and presented to current and potential investors.
If an entity believes it is an investment company under FASB ASC 946, the
entity's design, business purpose, and how it holds itself out to investors should
be consistent with those of an investment company.

Determining whether loan origination activity represents a substantive
activity may require significant judgment. Loan origination would generally
be considered inconsistent with the business purpose of capital appreciation,

27 Fund complex refers to a group of funds managed by the same investment adviser.
28 This is not consistent because it does not consider that, for example, kick-out rights may pre-

vent a reporting entity from having unilateral control (even though the fund is part of a complex with
the same adviser). Said another way, control is not a characteristic of the individual fund's investment
in these assumed facts and circumstances.
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investment income, or both (investing income). Significance of the income gen-
erated from the entity's origination and syndication of loans as compared to the
income generated through capital appreciation, investment income, or both, is
an important factor for entities to consider. Paragraph 4 of FASB ASC 946-10-
55 indicates that an investment company should have no substantive activities
other than its investing activities and should not have significant assets or lia-
bilities other than those relating to investing activities. The evaluation of loan
origination activities generally would include a quantitative and qualitative
assessment of the significance of those activities relative to the entity's invest-
ing activities. Often, the entity's business strategy with respect to originating
loans (for example, if the entity originates and holds the loans versus originat-
ing and selling the loans), would correspond to the quantitative significance of
loan origination income relative to investing income.

As an example, assume an entity (potential investment company) origi-
nates a $100 loan with a 10-year maturity, an expected life of five years, a
coupon rate of 6 percent, an origination fee of 1.50 percent, and the entity ex-
pects to hold the loan until repayment by the borrower. In this example, the
entity receives a $1.50 origination fee ($100 × 1.50%), expects to receive $30
dollars in interest payments ($100 × 6% × 5 years) over the expected holding
period of the loan, and expects no capital gain or loss. Because the loan origina-
tion fee represents 4.76 percent ($1.50 / $31.50) of the total estimated income
over the expected holding period of the loan, this quantitative analysis may in-
dicate that loan origination fees are not a significant source of income. If the
entity has investing income from other investments, including loans that are
not originated by the entity, it would reduce the percentage of loan origination
income to total estimated income (investing income plus other income, such as
loan origination fees) over the expected life of the originated loans because the
denominator would include the investing income from these other investments.
Although an entity may have a significant amount of loan origination income
to total income in a particular year (for example, in the early stages of the life of
the entity as it expands its portfolio of investments), it would generally be ap-
propriate to consider loan origination income relative to total income over the
anticipated holding period of the originated loans. Management should have a
reasonable basis for estimating loan origination income relative to total esti-
mated income. For example, management should not estimate long or extended
holding periods for loans (a decrease in loan origination activity) that is incon-
sistent with historical experience, except when warranted by changes in the
entity's operations.

Contrast the preceding example with the origination of the same loan; how-
ever, assume the loan is expected to be sold in one year at a price of par (no
gain or loss). In this example, the loan origination fee of $1.50 would represent
20 percent of the $7.50 total estimated income over the expected holding pe-
riod of the loan ($1.50 origination fee plus $6 of coupon interest) and indicates
that loan origination fees are significant. Although the quantitative analysis
should be performed based on all income generated by the entity, as opposed to
an individual loan, the preceding simplistic examples are intended to demon-
strate the importance of the quantitative analysis in determining whether loan
origination is a substantive business activity.

The fee income generated as part of loan origination activities relative to to-
tal income represents an important factor for entities to consider. An entity
would generally also perform a qualitative analysis in determining whether the
loan origination represents a substantive activity of the entity. The following
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factors are not all-inclusive, and judgment should be applied in determining
the importance of each factor in specific circumstances:

� Investing activity. The nature and extent of the entity's sale of
originated loans relative to purchases and sales of non-originated
loans and other investments may be an indicator of whether the
loan origination activities are substantive.

� Regulatory considerations. The regulations to which an entity is
subject may provide an indicator of the entity's purpose and de-
sign.

� Entity ownership and management. The ownership of the entity
and who manages the entity (for example, investment adviser)
may be an indicator of whether the loan origination activities are
substantive.

� Customization of the loans. Whether the loans are uniquely cus-
tomized and specific to each borrower may be an indicator of
whether the loans are originated for an investment purpose rather
than to earn origination fees.

� Loan retention. When an entity holds loans as part of its invest-
ment portfolio to match its investment horizon, rather than selling
loans (through securitizations or otherwise) shortly after origina-
tion, it may be an indicator that loan origination services are not
a separate substantial business activity for the entity.

� Embedded features. Embedded features, particularly those that
would indicate the loan is more akin to equity than debt (for ex-
ample, conversion feature, dividend participation rights, and so
on), may be an indicator that the entity's intent is for investment
purposes, rather than to earn a loan origination fee.

FASB ASC 946-10-25-1 indicates that an entity shall reassess whether it is an
investment company only if there is a subsequent change in the purpose and
design of the entity. A change in the level of loan origination activity or holding
period for self-originated loans that would affect the preceding quantitative
analysis, as well as changes to the qualitative factors listed previously, may
indicate that the purpose and design of the entity have changed.
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Appendix A—Factors to Consider in Determining Whether Loan
Origination Represents a Substantive Activity of the Entity

Example

Factor
More indicative of an
investment company

Less indicative of an
investment company

Fees Fee income generated
from the entity's loan
origination activities is
insignificant relative to
total income.

Fee income generated
from the entity's loan
origination activities is
significant to total income.

Investing activity The entity's purchases
and sales of non-
originated securities are
significant in relation to
its origination of loans.

The entity may originate
loans and sell them
primarily for the purpose
of generating origination
fees. Loans originated by
the entity are its primary
investments.

Regulatory
considerations

The party that manages
the entity is registered
with the SEC or a state as
an investment adviser.

The entity is required to
operate like a bank by a
banking authority, for
example, licensing and
capital requirements.

Entity ownership
and management

The entity is managed by
an investment adviser,
and substantially all
investors are unrelated
third parties.

The entity is a bank, an
entity owned by a bank, or
a captive finance company.

Customization of
the loans

Loans are originated with
unique features specific to
each individual loan.

Loans are originated
using standard terms and
agreements (generally in
higher volumes).

Loan retention Loans are created and
held as part of the
investment portfolio to
match the investment
horizon of the entity.

Loans are sold shortly
after origination through
securitizations or
otherwise.

Embedded
features

Originated loans include
embedded features that
are more akin to equity.

Originated loans do not
include equity-like
features.

[Issue Date: October 2016.]
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.37 Considering the Length of Time It Will Take an Investment

Company29 to Liquidate Its Assets and Satisfy Its Liabilities When De-
termining If Liquidation Is Imminent

Inquiry—FASB ASC 205-30-25-1 states that an entity shall prepare finan-
cial statements in accordance with the requirements of the liquidation basis of
accounting when liquidation is imminent, unless the liquidation follows a plan
for liquidation that was specified in the entity's governing documents at the en-
tity's inception. FASB ASC 205-30-25-2 defines when liquidation is imminent
based on the occurrence of events and does not include a time element. Should
an investment company consider the length of time it will take to liquidate its
assets and satisfy its liabilities when determining if liquidation is imminent?

Reply—No. FASB ASC 205-30-25-2 defines imminent as when either of the
following occurs:

a. A plan for liquidation has been approved by the person or persons
with the authority to make such a plan effective, and the likelihood
is remote that any of the following will occur:

1. Execution of the plan will be blocked by other parties (for
example, those with shareholder rights)

2. The entity will return from liquidation.

b. A plan for liquidation is imposed by other forces (for example, in-
voluntary bankruptcy), and the likelihood is remote that the entity
will return from liquidation.

The definition of imminent is intended to coincide with the timing of the deci-
sion to liquidate, or the imposition of a plan for liquidation by other forces and,
therefore, a change in the needs of the users of financial statements. The length
of time it will take to liquidate an investment company's assets and satisfy its
liabilities is not a criterion for consideration in determining if liquidation is im-
minent. However, an investment company may consider whether the length of
time it will take to liquidate its assets and satisfy its liabilities affects the as-
sessment of whether the likelihood is remote that the investment company will
return from liquidation or that execution of the plan will be blocked by other
parties.

[Issue Date: October 2016.]

.38 Determining If Liquidation Is Imminent When the Only In-
vestor in an Investment Company30 Redeems Its Interest, and the In-
vestment Company Anticipates Selling All of Its Investments and Set-
tling All of Its Assets and Liabilities

Inquiry—When the only investor in an investment company redeems its
interest, and, as a result, the investment company anticipates selling all of its
investments and settling all of its assets and liabilities, should liquidation be
considered imminent? Must it be anticipated that the legal entity will be dis-
solved in order for liquidation to be imminent?

Reply—It depends on the intent of the sponsor or investment adviser. Fac-
tors to consider include whether the sponsor or investment adviser of the in-
vestment company anticipates continuing to operate the investment company

29 FASB ASC 205-30 does not apply to investment companies regulated under the Investment
Company Act of 1940.

30 See footnote 29.
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using the same or a similar investment strategy, and whether the lack of in-
vestors is expected to be temporary. It may also depend on the terms of the
governing documents as they relate to this situation.

For example, if the sole investor in an investment company redeems its interest
and if management does not intend to continue (or may not continue, according
to the fund's governing documents) to solicit new investors and does not expect
the investment company to continue its previous operations (that is, continue
with an investment strategy consistent with its governing documents), the liq-
uidation basis of accounting may be appropriate because this may be considered
a plan for liquidation imposed by other forces, and the likelihood may be remote
the entity will return from liquidation. However, if management intends to con-
tinue to solicit investors under its existing investment strategy, the temporary
lack of investors does not necessarily indicate that a forced liquidation is being
imposed on the investment company and that liquidation is imminent. There
may be situations in which the investment adviser retains the legal entity and
uses it to offer investors an investment company with a new name and differ-
ent investment strategy. In these cases, the activities of the original investment
company have ceased, and utilizing the legal entity for a new purpose could in-
dicate that the original entity has effectively liquidated.

[Issue Date: October 2016.]

.39 Presentation of Stub Period Information by an Investment
Company31

Inquiry—Should an investment company (subject to presentation of
liquidation-basis financial statements) present information for the stub period,
which is the period from the most recent balance sheet date to the date liqui-
dation becomes imminent?

Reply—Paragraph BC18 of the basis for conclusions in FASB ASU No.
2013-07, Presentation of Financial Statements (Topic 205): Liquidation Basis
of Accounting, indicates that the guidance in FASB ASC 205-30 requires the
liquidation basis of accounting to be applied prospectively from the date that
liquidation becomes imminent. However, FASB ASC 205-30 does not provide
guidance about whether an entity should present information for the stub pe-
riod. Paragraph BC18 further indicates that in deciding whether to present in-
formation about the stub period, an entity should consider the requirements of
its regulator and the needs of any other anticipated users of the entity's finan-
cial statements. The governing documents for many nonpublic investment com-
panies require audited financial statements to be provided to investors. Fur-
thermore, the investment adviser may use the financial statements to satisfy
regulatory requirements, such as Rule 206(4)-2 under the Investment Advis-
ers Act of 1940 (Custody Rule), regulations of the Commodity Futures Trading
Commission, requirements of the Cayman Islands Monetary Authority, OCC
or state regulations for bank collective funds, and so on. Therefore, if the date
of adoption of liquidation basis differs from year-end, an investment company
would most likely present stub period financial statements up to the adoption
date of the liquidation basis because such information is either required by le-
gal or regulatory requirements or is considered relevant to users of the financial
statements.

[Issue Date: October 2016.]

31 See footnote 29.
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.40 Applying the Financial Statement Reporting Requirements in

FASB ASC 946-205-45-1 When an Investment Company32 Presents a
Stub Period

Inquiry—How should an investment company apply the financial state-
ment presentation requirements in FASB ASC 946-205-45-1 when the invest-
ment company presents a stub period (the period of time from the most recent
balance sheet date to the date liquidation becomes imminent) together with the
liquidation basis financial statements?

Reply—When an investment company presents stub period going concern
basis financial statements together with its liquidation basis financial state-
ments, the stub period financial statements under the going concern basis of
accounting would generally be consistent with FASB ASC 946-205-45-1, includ-
ing (1) a statement of operations, (2) a statement of changes in partners' capital
(or members' capital or net assets, as applicable), (3) a statement of cash flows
(when required), and (4) financial highlights, as well as required disclosures.
When an investment company presents a stub period, the investment company
may include a cumulative-effect adjustment in the statement of changes in net
assets in liquidation. This adjustment would bridge the investment company's
ending equity balance under the going concern basis of accounting, with its
opening equity balance under the liquidation basis of accounting. An invest-
ment company may, instead, disclose the cumulative-effect adjustment in the
notes to the liquidation basis financial statements. If a stub period is not pre-
sented, the cumulative-effect adjustment generally would be disclosed in the
notes to the financial statements.

The cumulative-effect adjustment includes the adjustment necessary to
record assets and liabilities at their liquidation basis carrying amounts, in-
cluding the accrual of income and expenses through liquidation. The initial
statement of changes in net assets in liquidation presents only changes in net
assets that occurred during the period since liquidation became imminent. The
entity should consider appropriate disclosures about the cumulative-effect ad-
justment.

Regardless of whether a stub period is presented, the investment company
should provide in its liquidation basis financial statement disclosures required
by paragraphs 1–2 of FASB ASC 205-30-50, including, among others

1. the methods and significant assumptions used to measure assets
and liabilities,

2. any subsequent changes to those methods and assumptions,
3. the type and amount of costs and income accrued in the statement

of net assets in liquidation, and
4. the period over which those costs are expected to be paid or income

earned.
FASB ASC 205-30-50-1 indicates an entity would make disclosures required by
other GAAP topics that are relevant to understanding the entity's statement of
net assets in liquidation and statement of changes in net assets in liquidation.
For example, because a schedule of investments is part of the statement of net
assets of an investment company, a reporting entity generally would include a
schedule of investments with the statement of net assets in liquidation to the
extent the investment company holds investments at the reporting date.

32 See footnote 29.
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An investment company would not be required by FASB ASC 205-30
to present a statement of assets and liabilities (or similar statement) and a
(condensed) schedule of investments as of the last day under the going con-
cern basis (the day prior to the date liquidation became imminent). However,
the investment company may determine that those statements are meaning-
ful to the users of the financial statements under certain circumstances or
may be required to present those statements (for example, by regulation or
contract).

The following example assumes that liquidation was deemed to be "immi-
nent" on July 1, and the investment company is reporting as of December 31.33

[Issue Date: October 2016.]

.41 Separation of Final-Period Financial Statements Between
Going Concern and Liquidation Periods for Certain Investment
Companies34 That Liquidate Over a Short Period of Time

Inquiry—Some investment companies liquidate over a short period of time
because their investments are easily traded. Financial statements for the in-
vestment company's last fiscal period may be required to be issued under var-
ious regulatory or contractual requirements.35 In this circumstance, would an
investment company be required to apply liquidation basis of accounting and
separate the financial information for the liquidation period from the going
concern period?

Reply—FASB ASC 205-30-45-2 states that the liquidation basis of account-
ing shall be applied prospectively from the day that liquidation becomes im-
minent. Regardless of the amount of time it takes to liquidate, separation of
final-period financial information between going concern and liquidation peri-
ods is required unless it is determined that the effects of adopting the liquida-
tion basis of accounting are immaterial to the financial statements taken as a
whole (under the premise that GAAP requirements need not be applied to im-
material items). Any materiality determination should be made based on the
specific facts and circumstances of the entity and its liquidation. Because the
final-period financial statements will indicate that the investment company is

33 In Net Assets or Members' (or Partners') Capital.
34 See footnote 29.
35 Examples of such requirements may include Rule 206(4)-2 under the Investment Advisers Act

of 1940 (Custody Rule), regulations of the Commodity Futures Trading Commission, requirements of
the Cayman Islands Monetary Authority, OCC or state regulations for bank collective funds, and so
on.
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in liquidation or has liquidated, if management has concluded that the effects
of adopting the liquidation basis of accounting were not material, the notes to
the financial statements generally should include an affirmative statement to
that effect.

[Issue Date: October 2016.]

.42 Presenting Financial Highlights Under the Liquidation Basis
of Accounting for an Investment Company36

Inquiry—Should an investment company present total return or internal
rate of return (IRR) after adopting the liquidation basis of accounting? Should
an investment company present net investment income or expense ratios after
adopting the liquidation basis of accounting?

Reply—Once an entity adopts the liquidation basis of accounting, the entity
is required to present, at a minimum, a statement of net assets in liquidation
and a statement of changes in net assets in liquidation. In addition, FASB ASC
205-30-50-1 states that an entity shall make all disclosures required by other
topics that are relevant to understanding the entity's statement of net assets
in liquidation and statement of changes in net assets in liquidation. The disclo-
sures shall convey information about the amount of cash or other consideration
that an entity expects to collect and the amount that the entity is obligated or
expects to be obligated (in the case of the accruals described in paragraphs 6–7
of FASB ASC 205-30-25) to pay during the course of liquidation. Upon adoption
of the liquidation basis of accounting, an entity accrues estimated costs and in-
come and recognizes assets that it might not have previously. Subsequent to the
adoption of the liquidation basis of accounting, an entity shall remeasure its as-
sets and liabilities (if required under the relevant topic for those liabilities) and
the accruals of disposal or other costs at period end.

In determining whether financial highlights should be presented for peri-
ods subsequent to the initial application of the liquidation basis of accounting,
the reporting entity should consider whether and how the accrual of costs and
income and recognition of other assets that were recorded as of the adoption
of the liquidation basis (for example, the cumulative-effect adjustment) would
affect the financial highlights information and whether the result would be
meaningful to a user of the entity's financial statements.

The board noted in paragraph BC13 of ASU No. 2013-07 that "…financial
statements that are prepared using the liquidation basis of accounting pro-
vide users of those financial statements with specialized information because
the emphasis shifts from reporting about the entity's economic perfor-
mance and position to reporting about the amount of cash or other
consideration that an investor might reasonably expect to receive af-
ter liquidation…" [emphasis added]. Accordingly, given the shift in focus (and
measurement basis of assets and some liabilities), an entity should consider
whether financial highlights continue to be relevant and useful to understand-
ing the entity's statement of net assets in liquidation or statement of changes
in net assets in liquidation. Financial highlights information may no longer be
relevant and useful in understanding the liquidation basis statements. Addi-
tionally, if the financial highlights are deemed necessary, consideration should

36 See footnote 29.
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be given to whether different descriptions or disclosures should be used, rather
than those that are used for going concern financial statements of investment
companies.

Factors to consider when determining whether total return is relevant to
understanding the entity's statement of net assets in liquidation or statement
of changes in net assets in liquidation may include the following:

� How does the use of liquidation basis of accounting by the invest-
ment company affect comparability of the total return, and is the
resulting performance information relevant and informative?

� Will the total return be meaningful on a comparative basis given
that certain income and costs are accelerated, and other assets
may be recorded as of the adoption of the liquidation basis of ac-
counting?

� Would total return for the liquidation period be relevant and
meaningful for the users of financial statements in understand-
ing the changes in net assets in liquidation?

� What additional disclosures would be necessary when present-
ing total return under the liquidation basis of accounting for a
user of the financial statements to understand the differences be-
tween the going concern basis total return and the liquidation ba-
sis amounts?

IRR is less likely to be the performance measure used by a fund
applying the liquidation basis of accounting because many private
equity, venture capital, and real estate funds have a plan of liqui-
dation in their governing documents at inception. However, when
IRR is the performance measure used by a fund in liquidation be-
cause IRR is a cash-based metric, it would generally be more rele-
vant than total return to users of investment company liquidation
basis financial statements. IRR is based on the timing of cash in-
flows and outflows from investments, and the liquidation value of
the asset is based on the amount of cash or other consideration
that an investor might reasonably expect to receive.

Factors to consider when determining whether net investment income or ex-
pense ratios are relevant to understanding the entity's statement of net assets
in liquidation or statement of changes in net assets in liquidation may include
the following:

� Under the liquidation basis of accounting, income and costs and
other assets would be accrued as of the adoption of the liquidation
basis. Consider whether and how any cumulative-effect adjust-
ment would be included in ratio information and whether users of
the financial statements would find such information meaningful
given the change in recognition of income and expense.

� Would the changes in estimated income and costs recorded in the
statement of changes in net assets in liquidation after adoption
of liquidation basis be relevant and useful in the form of income
and expense ratios? Often, users of the financial statements will
use such information to compare investment companies or deter-
mine whether the investment company is operating consistent
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with its investment objective. However, such use of financial high-
lights information may no longer be relevant as a result of the
liquidation.

� Are additional disclosures necessary when presenting the net in-
vestment income and expense ratios in liquidation basis financial
statements for those metrics to be meaningful?

[Issue Date: October 2016.]

.43 Accrued Income When Using the Liquidation Basis of
Accounting37

Inquiry—FASB ASC 205-30-25-7 states that an entity should accrue costs
and income that it expects to incur or earn through the end of its liquidation if
and when it has a reasonable basis for estimation. Would an investment com-
pany accrue income related to estimated earnings on the investments held by
the investment company?

Reply—Income for investment companies is generally derived from invest-
ments that are measured at fair value under the going concern basis of ac-
counting. Fair value may be determined based on the discounted value of cash
payments expected to be received. Under the liquidation basis of accounting,
FASB ASC 205-30-30-3 requires that the income be accrued on an undiscounted
basis.

FASB ASC 205-30-30-1 requires an entity to measure assets to reflect the
estimated amount of cash or other consideration that it expects to collect in
settling or disposing of those assets (liquidation value) in carrying out its plan
for liquidation. In some cases, fair value may approximate the amount that an
entity expects to collect. However, an entity shall not presume this to be true
for all assets.

Due to the inherent uncertainty in determining the cash to be received
upon selling an investment, an entity's best estimate of the liquidation value
of an investment may be equal to (or derived from) its current fair value. An
entity is not precluded from using fair value to measure its assets in liquidation
as long as it represents the best estimate of liquidation value. However, if, for
example, a less liquid investment is expected to be disposed of in a short time at
a discount to its fair value, that estimated liquidation value should be recorded
upon adopting the liquidation basis. Regardless of the valuation method used,
management should be careful to accrue the costs to dispose of its investments,
such as commissions, as required by FASB ASC 205-30-25-6.

FASB ASC 205-30-25-7 requires an entity to accrue income that it expects
to earn through the end of liquidation, if and when it has a reasonable basis for
estimation. Evaluating whether an entity has a reasonable basis for estimat-
ing investment income is specific to an entity's particular circumstances and
the nature of the investment. Factors that could be considered when making
this evaluation include investment-specific characteristics (for example, credit
quality, leverage rate, operating expectations, dividend history and expecta-
tions), general market conditions (for example, market interest rates, investor
sentiment), and the estimated disposal date for the investment. Although it is
generally more likely that an entity may have a reasonable basis to estimate
income from a fixed income security rather than from an equity security, an

37 See footnote 29.
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investment company should consider whether it has a reasonable basis to esti-
mate income from all types of investments.

For example, an entity may determine that fair value is the best estimate
of liquidation value. In addition, an entity may conclude it has a reasonable
basis to estimate interest income on a fixed income security based on the con-
tractual nature of the income stream, its analysis of the credit quality of the
issuer, general market conditions, and its expected disposal date. Although the
fair value of the fixed income security generally includes the discounted future
interest payments, FASB ASC 205-30-30-3 requires that the income be accrued
on an undiscounted basis. If the entity expects to liquidate the investment in a
short period of time, it may determine that the accrual of income on an undis-
counted basis is not material. In considering whether and for what period to
accrue income upon adoption of the liquidation basis of accounting, an entity
may not be able to reasonably estimate the precise date of disposal for each of
its investments. However, the entity may be able to reasonably estimate the
minimum time it plans to hold these investments until it begins to dispose of
them. These estimates should be reevaluated at each reporting date. If upon
entering liquidation, an entity expects to dispose of an investment at a future
date and uses fair value as its best estimate of liquidation value because, for
example, it does not have a reasonable basis to determine the proceeds from
investment disposal, management should carefully consider the net effect of
1) the income accrual already reflected in the fair value measurement and 2)
the effect of discounting all other future cash flows from the expected disposal
date to the date the entity entered liquidation, because such amounts should
be removed from the fair value.

If the entity determines that fair value is its best estimate of liquidation
value, that fair value and liquidation value would represent only the amount
the entity expects to collect on the future disposal date, and the entity may still
need to accrue the income from the date that liquidation became imminent until
that future disposal date.

It may be possible for an entity to perform an analysis of the overall port-
folio based on the premiums or discounts on securities, expected time to dis-
position, and estimated changes in yield to determine whether the difference
between liquidation value and fair value could be material and whether to per-
form a more detailed calculation. Liquidity, credit quality, and other factors may
also need to be considered.

Paragraphs 1–2 of FASB ASC 205-30-50 require certain disclosures to be
made. In particular, the investment company would be required to disclose the
type and amount of income accrued in the statement of net assets in liquidation
and the period over which that income is expected to be collected or earned.

Example

Assume that an investment company with a December 31 year-end has
one fixed income investment. The investment company determines that liqui-
dation is imminent on January 1, 2015, and the entity, after consideration of
factors specific to its security and general market conditions, will likely dis-
pose of its investment on December 31, 2015. The fixed income instrument ma-
tures in 15 years on December 31, 2029, has a par value of $100, and a coupon
of 10 percent per annum paid annually on December 31. The current market
rate of interest (yield) for the fixed income investment is 9 percent. On Jan-
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uary 1, 2015, when liquidation is determined to be imminent, the fair value of
the fixed income investment is determined to be $108.06. The fair value was
determined by discounting the future cash flows at the market rate of interest
as follows:

Cash Flows

Present value of cash
flows discounted at 9%

on January 1, 2015
December 31, 2015 to

2028 December 31, 2029

$108.06 $10/year $110

On January 1, 2015, the investment company estimates the expected sales
proceeds on the date it expects to dispose of the fixed income investment (De-
cember 31, 2015) as the discounted value of the cash flows of the security ex-
pected to be received subsequent to December 31, 2015. The investment com-
pany concludes that 9 percent (the current market rate) is the best estimate
of the market rate for this investment as of December 31, 2015. Based on this
determination, the estimated sales proceeds (or liquidation value) are $107.79,
calculated as follows on January 1, 2015, for expected disposition on December
31, 2015:

Estimated Cash Flows as of January 1, 2015

Present value of future
cash flows discounted at
9% as of December 31,

2015
December 31, 2016 to

2028 December 31, 2029

$107.79 $10/year $110

In this example, the fair value (as of January 1, 2015) and the liquida-
tion value (estimated sales proceeds at December 31, 2015) are different due
to the cash flows incorporated into each calculation, the difference between the
coupon rate and the current market rate, and fact that the cash flows are being
discounted over different periods. As the expected disposition date is Decem-
ber 31, 2015, the cash flow occurring on this date is not incorporated into the
liquidation value.

After arriving at liquidation value, the investment company also concludes,
for this security, that it has a reasonable basis to estimate the interest income
through liquidation and accrues, as of January 1, 2015, the undiscounted in-
terest coupon payment of $10, expected to be received during the period from
January 1, 2015, to expected disposition on December 31, 2015. As a result,
on January 1, 2015, the investment company would measure its total position
(investment and accrued interest income) at the amount of cash it expects to
receive during the period through liquidation on December 31, 2015 of $117.79.
(The $10 coupon payment is recorded as accrued income, and the $107.79 of ex-
pected sales proceeds from disposition of the fixed income investment would be
recorded as the liquidation value of the security). Other approaches for esti-
mating the liquidation value of the security (or a portfolio of similar securities)
at the expected disposition date may be acceptable, but an entity should en-
sure that its liquidation basis financial statements reflect (a) the entity's best
estimate of the cash expected to be collected at the disposition of the security,
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and (b) the expected future income from the date liquidation became imminent
through the expected disposition date, when the entity has a reasonable basis
to estimate that amount.

[Issue Date: October 2016.]
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Q&A Section 6930

Employee Benefit Plans

.01 When Does a Plan Have to File a Form 11-K?
Inquiry—When is a plan subject to the requirements of the Securities Act

of 1933, thus requiring a Form 11-K filing under the Securities Exchange Act
of 1934?

Reply—Section 3(a)(2) of the Securities Act of 1933 provides exemptions
from registration requirements for defined benefit plans and defined contri-
bution plans not involving the purchase of employer securities with employee
contributions. All other plans are subject to the requirements, provided they are
both voluntary and contributory. For further guidance, see the "Securities and
Exchange Commission Reporting Requirements" section in chapter 12 of the
AICPA Audit and Accounting Guide Employee Benefit Plans. Advice of ERISA
counsel should be obtained to determine if the registration requirements apply
to the plan.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.02 Defined Benefit Plan Measurement of a Life Insurance Policy
Inquiry—How should a defined benefit plan measure a cash value life in-

surance policy?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 715-30-35-60 indicates that for defined benefit plans,
insurance contracts with insurance entities (other than those that are, in sub-
stance, annuities) should be accounted for as investments and measured at fair
value.

FASB ASC 715-30-35-60 also states that for some contracts, the best avail-
able evidence of fair value may be contract value; if a contract has a deter-
minable cash surrender value or conversion value, that is presumed to be its
fair value.

[Issue Date: May 2010.]
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Q&A Section 6931

Financial Statement Reporting and Disclosure—Employee
Benefit Plans

NOTE

Question and Answer 3700.01, "Effect of New Mortality Tables on Nongovern-
mental Employee Benefit Plans (EBPs) and Nongovernmental Entities That
Sponsor EBPs," relates to both employer and plan pension obligations and
addresses how and when nongovernmental employee benefit plans and non-
governmental sponsoring entities consider updated mortality tables if their
financial statements have not yet been issued at the time the updated tables
are published.

[.01] Reserved

.02 Benefits Payable to Terminated Participants of a Defined Con-
tribution Plan

Inquiry—Should benefits payable to terminated participants of a DC plan
[such as profit sharing or 401(k)] be classified as a liability in the plan financial
statements?

Reply—No. Classifying benefits payable to participants as a liability is in-
appropriate because, by definition, net assets available for benefits (the dif-
ference between plan assets and liabilities) represent benefits owed to all
participants—both active and terminated. Therefore, only amounts owed to
nonparticipants (that is, third parties) should be classified as liabilities.

However, benefits payable to terminated participants should be disclosed
in accordance with FASB ASC 962-205-50-1, which states the following, in part:

The financial statements shall also disclose, if applicable,
i. Amounts allocated to accounts of persons who have elected to with-

draw from the plan but have not yet been paid. These amounts shall
not be reported as a liability on the statement of net assets available
for benefits in financial statements prepared in accordance with
generally accepted accounting principles (GAAP). A footnote to rec-
oncile the audited financial statements to Form 5500 may be nec-
essary to comply with the Employee Retirement Income Security
Act.

[Amended, June 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC; Revised, December 2012, to

reflect conforming changes necessary due to the issuance of SAS Nos.
122–126; Revised, June 2009, to reflect conforming changes necessary due to
the issuance of FASB ASC; Revised, April 2014, to reflect conforming changes

necessary due to revisions to FASB ASC.]

[.03] Reserved

.04 Depreciation of a Real Estate Investment Owned by a Defined
Benefit Pension Plan

Inquiry—A DB plan has invested in real estate which owns and receives
rents from various stores in a shopping center. The financial statements include
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an expense for depreciation based on original cost. FASB ASC 960-325-35-1
requires that plan investments in real estate be presented at their fair value
at the reporting date. Consequently, by providing for depreciation expense, the
unrealized appreciation on this asset is increased.

Should depreciation expense be reflected for this plan investment?

Reply—No. Depreciation expense is normally an adjustment of the valua-
tion of fixed assets reported at cost, in accordance with FASB ASC 960-360-35-1,
which requires plan assets used in plan operations to be presented at cost less
accumulated depreciation or amortization. Accordingly, since plan investments
in real estate are to be reported at fair value, there is no requirement to provide
for depreciation expense.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.05 Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003

Inquiry—On December 8, 2003, the president signed into law the Medi-
care Prescription Drug, Improvement and Modernization Act of 2003 (the act)
for employers that sponsor postretirement health care plans that provide pre-
scription drug benefits. The act introduces a prescription drug benefit under
Medicare (Medicare Part D) as well as a federal subsidy to sponsors of retiree
health care benefit plans that provide a benefit that is at least actuarially equiv-
alent to Medicare Part D.1. FASB ASC 715-60 and FASB ASC 740-10 address
the issue of whether an employer that provides postretirement prescription
drug coverage should recognize the effects of the act on its accumulated postre-
tirement benefit obligation (APBO) and net postretirement benefit costs and,
if so, when and how to account for those effects. FASB ASC 715-60 and FASB
ASC 740-10 say that the APBO and net periodic postretirement benefit costs
should reflect the effects of the act. FASB ASC 715-60 and FASB ASC 740-
10 do not address accounting for the subsidy by health and welfare benefit
plans.

For a single-employer health and welfare benefit plan, should the effects of
the plan sponsor's (employer's) Medicare prescription drug subsidy (Medicare
subsidy) be taken into consideration when calculating the health and welfare
plan's postretirement benefit obligation?

Reply—No, the effects of the employer's Medicare subsidy should not be
reflected in the plan's obligations. The primary objective of the financial state-
ments of a health and welfare benefit plan is to provide financial information
that is useful in assessing the plan's present and future ability to pay its benefit
obligations when due. The Medicare subsidy amount is paid to the plan sponsor
and does not flow into the plan. The plan sponsor is not required to use the sub-
sidy amount to fund the postretirement benefits and may use the subsidy for
any valid business purpose. As a result, the Medicare subsidy does not reduce
the amount of benefits that need to be covered by plan assets and future em-
ployer contributions. Therefore, the APBO, without reduction for the Medicare
subsidy, is a more meaningful measure of the benefits. Further, the informa-
tion necessary to calculate the gross measure should be readily available for
sponsors who are subject to income taxes, because those plan sponsors should
maintain gross and net measures of the APBO in order to properly account for
income taxes under FASB ASC 740.
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Disclosures

The plan should disclose the following:

a. The existence of the act

b. The fact that the APBO and the changes in the benefit obligation
do not reflect any amount associated with the Medicare subsidy
because the plan is not directly entitled to the Medicare subsidy

c. Until the plan sponsor (employer) is able to determine whether ben-
efits provided by its plan are actuarially equivalent to Medicare
Part D.1, that the employer is not able to determine whether the
benefits provided by its plan are actuarially equivalent to Medicare
Part D.1. If the plan sponsor (employer) has included the effects of
the Medicare subsidy in measuring its APBO and changes in ben-
efit obligation, the plan should disclose the fact that the amount
of the APBO differs from that disclosed by the plan sponsor (em-
ployer) because the plan sponsor's amounts are net of the Medicare
subsidy.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.06 Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003

Inquiry—On December 8, 2003, the president signed into law the Medicare
Prescription Drug, Improvement and Modernization Act of 2003 (the act) for
employers that sponsor postretirement health care plans that provide prescrip-
tion drug benefits. The act introduces a prescription drug benefit under Medi-
care (Medicare Part D) as well as a federal subsidy to sponsors of retiree health
care benefit plans that provide a benefit that is at least actuarially equivalent
to Medicare Part D.1. FASB ASC 715-60 and FASB ASC 740-10 address the
issue of whether an employer that provides postretirement prescription drug
coverage should recognize the effects of the act on its APBO and net postretire-
ment benefit costs and, if so, when and how to account for those effects. FASB
ASC 715-60 and FASB ASC 740-10 say that the APBO and net periodic postre-
tirement benefit costs should reflect the effects of the act. FASB ASC 715-60
and 740-10 do not address accounting for the subsidy by multiemployer health
and welfare benefit plans or by the sponsors or participating employers of those
plans.

For multiemployer health and welfare benefit plans, should the effects of
the Medicare prescription drug subsidy (Medicare subsidy) be taken into con-
sideration when calculating the health and welfare plan's postretirement ben-
efit obligation?

Reply—Yes, the multiemployer plan's benefit obligations should be reduced
by the effects of the Medicare subsidy because the multiemployer plan trust
receives the subsidy amount directly and not the individual employers. Be-
cause the primary objective of the financial statements of a health and welfare
benefit plan is to provide financial information that is useful in assessing the
plan's present and future ability to pay its benefit obligations when due, and
because the Medicare subsidy amount flows into the multiemployer plan trust,
the APBO net of the Medicare subsidy is a more meaningful measure of those
benefits.
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Disclosures

Until the multiemployer plan is able to determine whether benefits pro-
vided by its plan are at least actuarially equivalent to Medicare Part D.1, the
plan should disclose the following in the notes to its financial statements:

a. The existence of the act
b. The fact that measures of the APBO and changes in the benefit

obligation do not reflect any amount associated with the subsidy
because the plan is unable to conclude whether the benefits pro-
vided by the plan are actuarially equivalent to Medicare Part D
under the act.

If the multiemployer plan has included the effects of the Medicare subsidy
in measuring its APBO and changes in the benefit obligation, the plan should
disclose the following:

a. The existence of the act
b. The reduction in the APBO for the subsidy related to benefits at-

tributed to past service
c. The effect of the subsidy on the changes in the benefit obligation

for the current period
d. An explanation of any significant change in the benefit obligation

or plan assets not otherwise apparent in the other disclosures
e. The gross benefit payments (paid and expected, respectively) in-

cluding prescription drug benefits, and separately the gross amount
of the subsidy receipts (received and expected, respectively)

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.07 Financial Statement Presentation of Underwriting Deficits
Inquiry—The administrator of an employee health and welfare benefit plan

has questioned an item on the plan's statement of net assets available for ben-
efits. The item appears in the liabilities section as follows:

Reserve for underwriting deficit—(Note 3) $10,000
Note 3 reads as follows:

Reserve for underwriting deficit represents a liability with the XYZ Life
Insurance Company for claims paid in excess of premiums during the current
policy year. This liability will be applied to reduce any refunds which may ac-
crue in the future. Such a refund was received during the current year.

The related debit to the credit setting up the liability was to "Underwrit-
ing Deficit," and is included in health claims deductions in the "Statement of
Changes in Net Assets Available for Benefits."

The administrator takes the position that this item should be excluded
entirely from the financial statements because:

1. The policy provides that any underwriting deficit in one policy year
is not immediately recoverable by the insurance company but only
recoverable against underwriting "gains" of succeeding years, if
any.

2. Upon cancellation of the policy by the underwriter, the fund is re-
lieved of any liability for any unrecovered underwriting deficit ex-
isting on date of cancellation.
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3. Although there were usually underwriting "gains" in past years,

there is no assurance that future underwriting "gains" will occur to
permit recovery of the deficit.

Should the underwriting loss be reflected in the financial statements in the
year in which it occurs?

Reply—Yes, if certain criteria are met. FASB ASC 965-30-25-5 states ex-
perience ratings determined by the insurance company or by estimates, may
result in a premium deficit. Premium deficits should be included in the ben-
efit obligations if (a) it is probable that the deficit will be applied against the
amounts of future premiums or future experience-rating refunds and (b) the
amount can be reasonably estimated. If no obligation is included for a premium
deficit because either or both of the conditions are not met, or if an exposure to
loss exists in excess of the amount accrued, disclosure of the premium deficit
should be made if it is reasonably possible that a loss or an additional loss has
been incurred. They should not be shown as liabilities on the plan's statement
of net assets available for benefits.

Considerations in determining whether it is probable that a premium
deficit will be applied against future premiums or refunds include (a) the ex-
tent to which the insurance contract requires payment of such deficits and (b)
the plan's intention, if any, to transfer coverage to another insurance company.

[Amended, June 1995; Amended, June 2001; Revised, June 2009, to reflect
conforming changes necessary due to the issuance of FASB ASC; Revised, April
2014, to reflect conforming changes necessary due to revisions to FASB ASC.]

[.08] Reserved

[.09] Reserved

[.10] Reserved

.11 Fair Value Measurement Disclosures for Master Trusts
Inquiry—Employee benefit plans often hold investments under master

trust arrangements. According to the Department of Labor's Form 5500 instruc-
tions, a master trust is a trust for which a regulated financial institution serves
as trustee or custodian and in which assets of more than one plan, sponsored by
a single employer or by a group of employers under common control, are held.

In a typical master trust arrangement, the plan does not hold units or
shares of the master trust but has an undivided interest in the assets of the
master trust. However, for participant directed DC plans, the plan typically
has a divided interest in the individual assets of the master trust based upon
participant direction. The "Master Trusts" sections in chapters 5, 6, and 8 of the
AICPA Audit and Accounting Guide Employee Benefit Plans (guide) discusses
the requirement for investments in master trusts to be shown as a single line
item on the statement of net assets available for benefits; however, the plan
does not "purchase" and "dispose" of its interest in the master trust but is al-
located an interest once the plan sponsor chooses to transfer the plan's assets
into the master trust. The guide also discusses the requirement for master trust
investments to be shown by general type in the footnotes.

For employee benefit plan financial statements, are the disclosure require-
ments of FASB ASC 820-10-50 required for the plan's total interest in the mas-
ter trust or the individual investments under the master trust arrangement?
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Reply—The disclosures required by FASB ASC 820-10-50 are required for
individual investments under a master trust arrangement and are not required
for the plan's total interest in the master trust.

According to FASB ASC 820-10-50, for assets that are measured at fair
value on a recurring basis in periods subsequent to initial recognition, the
reporting entity shall disclose information that enables users of its financial
statements to assess the valuation techniques and inputs used to develop those
measurements, and for recurring fair value measurements using significant
unobservable inputs (level 3), the effect of the measurements on earnings (or
changes in net assets) for the period.

Because of the nature of the plan's ownership interest in the master trust—
that is, the plan does not hold units or shares of a master trust—the disclosures
in FASB ASC 820 should be presented for the underlying master trust invest-
ments.

Consideration should be given to combining, or reconciling, or both, the
master trust FASB ASC 820 disclosures as described previously with the cur-
rent master trust disclosures as described in chapters 5, 6, and 8 of the guide.

[Issue Date: March 2009; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC; Revised, April 2010.]

[.12] Reserved

[.13] Reserved

[.14] Reserved

[.15] Reserved

[.16] Reserved

[.17] Reserved

NOTE

Sections 6931.18–.30 have been issued as a set in September 2014 to provide
nonauthoritative guidance about the effects of FASB Accounting Standards
Update No. 2013-07, Presentation of Financial Statements—Liquidation Ba-
sis of Accounting, on the accounting for primarily single-employer defined
benefit pension and defined contribution retirement plans. Readers are en-
couraged to read these sections as a collective set of guidance.

.18 Definition of "Imminent" Under Liquidation Basis of Account-
ing for Single-Employer Defined Benefit and Defined Contribution Re-
tirement Employee Benefit Plans

Inquiry—"Pending Content" in paragraph 2 of FASB ASC 205-30-25, Pre-
sentation of Financial Statements—Liquidation Basis of Accounting, states
that liquidation is imminent when either of the following occurs:

a. A plan for liquidation has been approved by the person or persons
with the authority to make such a plan effective, and the likelihood
is remote that any of the following will occur:

1. Execution of the plan will be blocked by other parties.

2. The entity will return from liquidation.
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b. A plan for liquidation is imposed by other forces (for example, in-

voluntary bankruptcy), and the likelihood is remote that the entity
will return from liquidation.

For a single-employer DB plan or DC plan, could liquidation be considered
imminent upon approval by the governing body with authority over the plan
(for example, board approval or executed plan amendment)?

(Although the information contained in the following reply is specific to
single-employer DB and DC plans, the information may be relevant when con-
sidering the termination of a single-employer health and welfare benefit plan,
or a multiemployer plan.)

Reply—Determining whether liquidation is imminent is a matter of judg-
ment, based on facts and circumstances. In accordance with "Pending Content"
in paragraph 2 of FASB ASC 205-30-25, liquidation is imminent when a plan
for liquidation has been approved by the persons with authority to make such
a plan effective, and the likelihood is remote that execution of the plan will
be blocked by other parties. For a single-employer DB or DC plan, this would
mean that the likelihood would need to be remote that other parties, such as the
Pension Benefit Guarantee Corporation (PBGC) or the IRS, would block the liq-
uidation. Such evaluation often depends on whether the termination is a stan-
dard termination, or a distressed or involuntary termination. Further, approval
for the termination of a DB plan is different and often more complex than that
of a DC plan. For all types of plans, consultation with legal counsel, plan actu-
aries (if applicable), and service organizations (for example, trustees or record
keepers) may be necessary in order to make a judgment about whether the like-
lihood is remote that other parties would block the termination of a plan. This
evaluation may change over time, depending upon the stage of the termination
process.

The following paragraphs discuss the different types of terminations and
the related processes, which may be helpful when determining whether liqui-
dation is imminent.

Defined Benefit Pension Plans

Standard Termination

Terminating a DB plan is a detailed process covered by the Employee Re-
tirement Income Security Act of 1974 (ERISA) that involves the PBGC and
IRS. A DB plan may terminate only if certain rules and procedures are fol-
lowed. These rules and procedures for terminating a single-employer DB plan
in a standard or distressed termination are set forth in Title 29, Labor, U.S.
Code of Federal Regulations (CFR) part 4041 of ERISA. Failure to comply with
the standard termination requirements or failure to meet the deadlines may
cause the proposed termination to be nullified. If the termination is nullified,
the plan administrator may not make a final distribution of assets and the plan
is an ongoing plan for all purposes. If the plan administrator still intends to ter-
minate the plan, the process will need to be started again with a new proposed
termination date. See the PBGC Pension Plan Termination Fact Sheet1 and the
PBGC Standard Termination Filing Instructions2 for further information.

1 www.pbgc.gov/res/factsheets/page/termination.html
2 www.pbgc.gov/documents/500-instructions.pdf

©2017, AICPA §6931.18



356 Specialized Industry Problems

The following is not a detailed description of the entire termination process
but rather an overview of the standard termination process of a DB plan.3 This
overview is based upon the regulations in effect as of September 2014 and is
subject to change. Actual code sections and the PBGC Standard Termination
Filing Instructions should be consulted.

� Select a proposed termination date. This is typically done by a
resolution of the plan's governing body or an amendment to the
DB plan.

� Provide a "Notice of Intent to Terminate" to affected parties (other
than the PBGC) at least 60 days and not more than 90 days before
the proposed termination date.

� Provide a "Notice of Plan Benefits" to participants, beneficiaries
of deceased participants, and alternative payees no later than the
time the plan administrator files the "Standard Termination No-
tice" (PBGC Form 500) with the PBGC. (Note: If the plan admin-
istrator wants to qualify for the distribution deadline linked to
receipt of the IRS determination letter, the determination letter
request must be submitted to the IRS no later than the time the
plan administrator files the Form 500 with the PBGC.)

� File a "Standard Termination Notice" (PBGC Form 500) with the
PBGC on or before the 180th day after the proposed termination
date. The PBGC has 60 days after receiving a complete Form 500
to review the termination for compliance with laws and regula-
tions.

� The plan administrator may not distribute plan assets in con-
nection with the termination until the PBGC review period ends.
Under a standard termination, complete distribution must occur
within the later of (a) 180 days after expiration of the PBGC's 60-
day review period or (b) 120 days after receipt of a favorable IRS
determination letter provided that the plan administrator submit-
ted a valid request for an IRS determination letter by the time the
Form 500 was filed with the PBGC.

� File a "Post Distribution Certification" (PBGC Form 501) with the
PBGC no later than 30 days after all plan benefits are distributed.

� Apply for a determination letter from the IRS (Form 5310, "Ap-
plication for Determination for Terminating Plan") as to whether
the plan termination affects the qualified status of the plan. (Note:
This filing is optional. If filed, it must be filed with the IRS within
one year of the proposed termination date.)

Distressed or Involuntary Termination

A distressed termination occurs when a DB plan has insufficient assets to
pay all benefits owed and the employer proves to the PBGC that it is unable to
financially support the DB plan. In these situations, the PBGC takes over the
DB plan as trustee and "uses its own assets and any remaining assets in the
DB plan to make sure current and future retirees of the DB plan receive their
pension benefits, within the legal limits."4

3 See the PBGC Standard Termination Filing Instructions at www.pbgc.gov/documents/500-
instructions.pdf.

4 See the PBGC website at www.pbgc.gov/prac/terminations/distress-terminations.html.
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An involuntary termination occurs when initiated by the PBGC if any of

the following occurs:
� The DB plan has not met minimum funding requirements.
� The plan cannot pay benefits when due.
� A lump sum payment has been made to a participant who is a

substantial owner of the sponsoring company.
� The loss to the PBGC is expected to increase unreasonably if the

DB plan is not terminated.

The PBGC must terminate a DB plan if assets are not available to pay currently
due benefits.

Defined Contribution Plans

Generally, the termination process for a DC plan, including a money pur-
chase pension plan, includes the following:

� Select a proposed termination date. This is typically done by a
resolution by the plan's governing body or an amendment to the
DC plan.

� Amend the DC plan to terminate and cease benefit accruals.
� Notify affected parties concerning the termination.
� Apply for a determination letter from the IRS (Form 5310) about

whether the DC plan termination affects the qualified status of
the plan. The application for a determination letter is optional
for a DC plan. If filed, it must be filed with the IRS within one
year of the proposed termination date. The employer or trustee
is not required to hold the assets until a favorable determination
letter is issued, but usually will do so as a safety feature to en-
sure that distributions will receive the favorable tax treatment to
which qualified plan distributions are entitled.

� Distribute the DC plan's assets as soon as it is administratively
feasible. (Note: If actions are taken to terminate a DC plan but
the assets are not distributed as soon as administratively feasible,
the DC plan is not considered terminated for purposes of Internal
Revenue Code 401(a), Qualified Pension, Profit-Sharing, and Stock
Bonus Plans. The DC plan's qualified status must be maintained
until the DC plan is terminated in fact. In accordance with "IRS
Retirement Plans FAQs regarding Plan Terminations," whether
distributions are made as soon as it is administratively feasible is
determined under all the facts and circumstances of a given case,
but generally the IRS views this to mean within one year after DC
plan termination.5

[Issue Date: September 2014.]

.19 Applicability of Using Liquidation Basis of Accounting for
Partial Plan Terminations or Plan Mergers for Single-Employer DB
Plans

Inquiry—Is a single-employer DB plan required to apply the liquidation
basis of accounting in accordance with FASB ASC 205-30-25 in either of the
following situations?

5 This document is available at www.irs.gov/Retirement-Plans/Retirement-Plans-FAQs-
regarding-Plan-Terminations.
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a. The DB plan is partially terminated (for example, an employer
closes a particular plant or division that results in the termination
of employment of a substantial portion of DB plan participants, or
an employer stops or reduces future benefit accruals under a DB
plan).

b. A DB plan ceases to exist by merging into a successor plan.

(Although the information contained in the following reply is specific to single-
employer DB plans, the information may be relevant when considering the ter-
mination of a DC plan, a health and welfare plan, or a multiemployer plan.)

Reply—In accordance with "Pending Content" in FASB ASC glossary, liq-
uidation is defined as the process by which an entity converts its assets to cash
or other assets and settles its obligations with creditors in anticipation of the
entity ceasing all activities. Upon cessation of the entity's activities, any re-
maining cash or other assets are distributed to the entity's investors or other
claimants (albeit sometimes indirectly). Liquidation may be compulsory or vol-
untary. Dissolution of an entity as a result of that entity being acquired by
another entity or merged into another entity in its entirety and with the expec-
tation of continuing its business does not qualify as liquidation.

Partial Plan Termination

In a partial plan termination, judgment is required to assess whether the
plan is ceasing all plan activities. Generally, this is not the case; therefore, a
partial plan termination generally is not an event that would trigger the appli-
cation of the liquidation basis of accounting.

Transfer of Plan Assets and Obligations (Plan Merger)

A plan merger generally occurs in connection with or as a result of the ac-
quisition of an entity by another entity, or when an entity merges two plans for
which it is the sponsor. Such plan mergers generally would not use the liquida-
tion basis of accounting in FASB ASC 205-30 because the plan obligations are
not being settled with the participant; rather, the DB plan's assets and obliga-
tions are being transferred to another plan. Accordingly, a plan merger would
not be accounted for using the liquidation basis of accounting.

[Issue Date: September 2014.]

.20 Use of Beginning-of-Year Benefit Information Date Versus End-
of-Year Benefit Information Date When Using the Liquidation Basis of
Accounting for Single-Employer DB Plans

Inquiry—Paragraph 4 of FASB ASC 960-205-45 permits the actuarial
present value of accumulated plan benefits to be presented as of the beginning
or end of the plan year; however, an end-of-year benefit information date is con-
sidered preferable. When a single-employer DB plan uses a beginning-of-year
benefit information date and is required to prepare its financial statements us-
ing the liquidation basis of accounting in accordance with FASB ASC 205-30,
is the DB plan required to change to an end-of-year benefit information date?

Reply—Using a beginning-of-year benefit information date is not the most
meaningful or useful to a reader of the financial statements for a terminating
plan. The use of an end-of-year benefit information date is considered preferable
and plans are encouraged to develop procedures to enable them to use that
date. Paragraph 4 of FASB ASC 960-205-45 was not amended by FASB ASU
No. 2013-07 because an entity should measure liabilities in accordance with the
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measurement provisions of other FASB ASC topics that otherwise would apply
to those liabilities6 (in this case, FASB ASC 960-205-45). Accordingly, DB plans
continue to be permitted to present the actuarial present value of accumulated
plan benefits as of the beginning of year or end of year.

In accordance with paragraph 1(h) of FASB ASC 960-205-50, plans are re-
quired to disclose unusual or infrequent events or transactions occurring after
the latest benefit information date but before the financial statements are is-
sued or are available to be issued that might significantly affect the usefulness
of the financial statements in an assessment of the plan's present and future
ability to pay benefits. If reasonably determinable, the effects of such events
or transactions should be disclosed. If such effects are not quantified, the rea-
sons why they are not reasonably determinable should be disclosed. Therefore,
DB plans that continue to use a beginning-of-year benefit information date are
still required to disclose the effects of the plan termination if it is reasonably
determinable.

[Issue Date: September 2014.]

.21 Presentation of the Actuarial Present Value of Accumulated
Plan Benefits of Single-Employer DB Plans When Using the Liquida-
tion Basis of Accounting

Inquiry—Paragraph 2 of FASB ASC 960-20-45 permits the information re-
garding a defined benefit pension plan's actuarial present value of accumulated
plan benefits and changes therein to be presented on the face of one or more
financial statements or in the notes thereto.

When a single-employer DB plan prepares its financial statements using
the liquidation basis of accounting in accordance with FASB ASC 205-30, may
the DB plan continue to choose to report obligations either in a separate finan-
cial statement, combined with the statement of net assets available for benefits
and the year-to-year changes therein, or in the notes to the financial state-
ments?

(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer defined benefit health and welfare plan
as it relates to its benefit obligations, or a multiemployer plan.)

Reply—Yes. The conclusions reached in FASB ASU No. 2013-07 explain
that the objective of the project was to provide guidance about when and how an
entity should apply the liquidation basis of accounting. It does not change the
provisions in FASB ASC 960-20-45 that allow the present value of accumulated
plan benefits to be presented on the face of one or more financial statements or
in the notes thereto.

When liquidation basis financial statements are presented, practice may
vary regarding the presentation of a DB plan's benefit obligations. Typically,
the DB plan's financial statements continue to be presented as prescribed in
FASB ASC 960, Plan Accounting. That is, the benefit obligation information,
estimated using the liquidation basis of accounting, would be presented in a
separate statement, combined with the statement of net assets available for
benefits and the year-to-year changes therein, or in the notes to the financial

6 See "Pending Content" in paragraph 2 of FASB ASC 205-30-30.
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statements. Exhibits 1–4 illustrate a DB plan using the liquidation basis of
accounting following the FASB ASC 960 format:

Exhibit 1—C&H Company Pension Plan, Statements of Net Assets
Available for Benefits as of December 31, 20X2 (in Liquidation) and
20X1 (Ongoing)
Exhibit 2—C&H Company Pension Plan, Statement of Changes in
Net Assets Available for Benefits in Liquidation
Exhibit 3—C&H Company Pension Plan, Statements of Accumu-
lated Plan Benefits as of December 31, 20X2 (in Liquidation) and
20X1 (Ongoing)
Exhibit 4—C&H Company Pension Plan, Statement of Changes in
Accumulated Plan Benefits in Liquidation

Also acceptable would be to present the plan's benefit obligation, estimated
using the liquidation basis of accounting, as liabilities on the face of the state-
ment of net assets (or liabilities) in liquidation even though the benefit obliga-
tions previously reported for the ongoing plan were presented in the notes to
the financial statements or in a separate statement. When using the liquidation
basis of accounting, the plan's assets and liabilities are shown in a "statement
of net assets (or liabilities) in liquidation." Under this approach, the statement
of net assets in liquidation would include the plan's benefit obligations, as ac-
tuarially determined using end-of-year benefit information, with appropriate
disclosures of termination and liquidation assumptions. The prior year bene-
fit obligation(s) would be presented either in a separate statement or in the
notes to the financial statements, along with information regarding the effects,
if significant, of certain factors affecting the year-to-year change in the benefit
obligation(s) adjusted to reflect the liability now presented in the statement of
net assets in liquidation (see subsequent exhibit D). Exhibits A–D illustrate a
DB plan's financial statements using the liquidation basis of accounting when
not following the FASB ASC 960 format:

Exhibit A—C&H Company Pension Plan, Statements of Net Assets
in Liquidation as of December 31, 20X2, and Statement of Net As-
sets Available for Benefits as of December 31, 20X1 (Ongoing)
Exhibit B—C&H Company Pension Plan, Statement of Changes in
Net Assets in Liquidation
Exhibit C—C&H Company Pension Plan, Statements of Accumu-
lated Plan Benefits as of December 31, 20X1 (Ongoing)
Exhibit D—C&H Company Pension Plan, Statement of Changes in
Accumulated Plan Benefits in Liquidation

The following are illustrative DB plan financial statements presented using
the liquidation basis of accounting under both scenarios discussed previously.
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I. Illustrations of a Single-Employer DB Plan Using the Liquida-

tion Basis of Accounting (Assuming an End-of-Year Benefit Informa-
tion Date) Following the FASB ASC 960 Financial Statement Format

[The notes to the financial statements are not illustrated.]

Circumstances include the following:
� C&H Company Pension Plan is a single-employer, cash balance,

defined benefit pension plan providing retirement, disability,
and death benefits.

� The plan was terminated in 20X2 as a standard termination and
the plan has changed its basis of accounting from the ongoing
plan basis, used in presenting the 20X1 financial statements, to
the liquidation basis used in presenting the 20X2 financial state-
ments, in accordance with FASB ASC 205-30. As of December 31,
20X2, all assets of the plan have not yet been fully liquidated.

� The plan presents separate statements of net assets available
for benefits as of December 31, 20X2 (in liquidation) and 20X1
(ongoing), statement of changes in net assets available for bene-
fits for the year ended December 31, 20X2 (in liquidation), state-
ments of accumulated plan benefits as of December 31, 20X2 (in
liquidation) and 20X1 (ongoing), and statement of changes in ac-
cumulated plan benefits (in liquidation).
Note: If the comparative benefit obligations are presented in the
notes to the financial statements (as permitted by paragraph 2 of
FASB ASC 960-20-45 [see section 6931.26, "Comparative Finan-
cial Statements When Using the Liquidation Basis of Account-
ing of a Single-Employer DB Plan"]), then exhibits 3–4 would not
be necessary and the related information would be presented in
the notes to the financial statements.

� The financial statements use an end-of-year benefit information
date.

� The financial statements follow the format as prescribed under
FASB ASC 960 and 205-30.

� The plan's assets are sufficient to cover the obligation and, there-
fore, the employer is not required to contribute additional fund-
ing into the plan (no employer receivable).

� The statement of net assets available for benefits as of December
31, 20X2 (in liquidation), includes accrued interest expected to
be earned through the end of its liquidation on the money market
fund. (Note: The liquidation valuation of the money market fund
does not include interest income expected to be earned through
the end of its liquidation. See section 6931.25, "Accrued Income
When Using the Liquidation Basis of Accounting for a Single-
Employer DB Plan.")

� The statement of net assets available for benefits as of Decem-
ber 31, 20X2 (in liquidation), includes accrued expenses expected
to be incurred through the end of its liquidation. (See section
6931.24, "Accrued Costs When Using the Liquidation Basis of
Accounting for a Single-Employer DB Plan.")
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� For purposes of this illustration, the statement of changes in net
assets available for benefits for the year ended December 31,
20X2 (in liquidation), reflects an adjustment to the liquidation
basis in the aggregate as a separate line item; however, other
presentations may be acceptable.

� The changes in actuarial assumptions included in the statement
of changes in accumulated plan benefits in liquidation reflect the
changes due to the change to liquidation basis of accounting.
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Exhibit 1

C&H Company Pension Plan
Statements of Net Assets Available for Benefits as of

December 31, 20X2 (in Liquidation) and 20X1
(Ongoing)

December 31,

20X2
(in Liquidation)

20X1
(Ongoing)

Assets

Investments

Money Market Fund $14,334,000 $1,860,000

C&H Company common stock 0 880,000

Guaranteed investment contract with
insurance company 0 890,000

Corporate bonds 0 3,670,000

U.S. government securities 0 270,000

Hedge fund 0 460,000

Real estate fund 0 240,000

Total investments 14,334,000 8,270,000

Receivables

Employer's contribution 0 35,000

Due from broker for securities sold 0 175,000

Accrued interest and dividends 0 76,000

Accrued interest expected to be earned
in liquidation 443,000 0

Total receivables 443,000 286,000

Cash—noninterest bearing 200,000 90,000

Total assets 14,977,000 8,646,000

Liabilities

Due to broker for securities purchased 0 460,000

Accrued expenses 42,000 40,000

Accrued expenses expected to be
incurred in liquidation 23,000 0

Total liabilities 65,000 500,000

Net assets available for benefits $14,912,000 $8,146,000

See accompanying notes to the financial statements.
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Exhibit 2

C&H Company Pension Plan
Statement of Changes in Net Assets Available for Benefits

in Liquidation

Year Ended
December
31, 20X2

Investment income:

Net appreciation in fair value of investments $3,735,000

Interest 325,000

Dividends 5,000

4,065,000

Less investment expenses 39,000

Total investment income 4,026,000

Employer contributions 3,359,000

Total additions 7,385,000

Benefits paid directly to participants 740,000

Purchases of annuity contracts 257,000

Total benefits paid 997,000

Administrative expenses 42,000

Total deductions 1,039,000

Net increase 6,346,000

Adjustment to liquidation basis 420,000

Net assets available for benefits:

Beginning of year (ongoing) 8,146,000

End of year (in liquidation) $14,912,000

See accompanying notes to the financial statements.
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Exhibit 3

C&H Company Pension Plan
Statements of Accumulated Plan Benefits as of December 31, 20X2

(in Liquidation) and 20X1
(Ongoing)

December 31,

20X2
(in Liquidation)

20X1
(Ongoing)

Actuarial present value of accumulated plan
benefits

Vested benefits:

Participants currently receiving
payments $3,040,000 $2,950,000

Other participants 10,840,000 6,530,000

13,880,000 9,480,000

Nonvested benefits 0 2,400,000

Total actuarial present value of
accumulated plan benefits $13,880,000 $11,880,000

See accompanying notes to the financial statements.

Exhibit 4

C&H Company Pension Plan
Statement of Changes in Accumulated Plan Benefits in Liquidation

Year Ended
December 31,

20X2

Actuarial present value of accumulated plan benefits at
beginning of year (ongoing) $11,880,000

Increase (decrease) during the year attributable to:

Change in actuarial assumptions7 1,359,500

Benefits accumulated 895,000

Increase for interest8 742,500

Benefits paid (997,000)

Net increase 2,000,000

Actuarial present value of accumulated plan benefits at end of
year (in liquidation) $13,880,000

See accompanying notes to the financial statements.

7 The changes in actuarial assumptions reflect the changes due to the change to liquidation basis
of accounting.

8 The actuarial report will often refer to this amount as the "increase for interest due to the
decrease in the discount period."
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II. Illustrations of a Defined Benefit Pension Plan Using the Liq-
uidation Basis of Accounting (Assuming an End-of-Year Benefit Infor-
mation Date)—Other Acceptable Method

[The notes to the financial statements are not illustrated.]

Note: When using the liquidation basis of accounting, the plan's assets and
liabilities are shown in a statement of net assets (or liabilities). Under this
method, the statement of net assets in liquidation is presented in place of a
statement using an ongoing basis and includes all liabilities, including benefit
obligations, as actuarially determined using end-of-year benefit information.

Circumstances include the following:
� C&H Company Pension Plan is a single-employer, cash balance,

defined benefit pension plan providing retirement, disability,
and death benefits.

� The plan was terminated in 20X2 as a standard termination
and the plan has changed its basis of accounting from the on-
going plan basis, used in presenting the 20X1 financial state-
ments, to the liquidation basis used in presenting the 20X2 fi-
nancial statements, in accordance with FASB ASC 205-30. As of
December 31, 20X2, all assets of the plan have not yet been fully
liquidated.

� The adjustment to liquidation for estimated payments to partic-
ipants upon liquidation (the plan benefit obligation in liquida-
tion) is presented in the statements of net assets in liquidation
and changes in net assets in liquidation.

� In the prior year (20X1), the plan presented separate state-
ments of accumulated plan benefits and changes in accumulated
plan benefits. Accordingly, when presenting comparative finan-
cial statements, the 20X1 accumulated plan benefits continue to
be presented in such statements.
Note: If the comparative benefit obligations are presented in the
notes to the financial statements (as permitted by paragraph 2
of FASB ASC 960-20-45 [see section 6931.26]), then exhibits C–
D would not be necessary and the related information would be
presented in the notes to the financial statements.

� The financial statements use an end-of-year benefit information
date.

� The statement of net assets in liquidation as of December 31,
20X2, includes accrued interest expected to be earned through
the end of its liquidation on the money market fund. (Note: The
liquidation valuation of the money market fund does not include
interest income expected to be earned through the end of its liq-
uidation. See section 6931.25.)

� The statement of net assets in liquidation as of December
31, 20X2, includes accrued expenses expected to be incurred
through the end of its liquidation. (See section 6931.24.)

� For purposes of this illustration, the statement of changes in
net assets in liquidation for the year ended December 31, 20X2,
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reflects an adjustment to the liquidation basis (other presenta-
tions may be acceptable).

� The changes in actuarial assumptions included in the statement
of changes in accumulated plan benefits in liquidation reflect the
changes due to the change to liquidation basis of accounting.
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Exhibit A

C&H Company Pension Plan
Statement of Net Assets in Liquidation as of December 31, 20X2,

and Statement of Net Assets Available for Benefits as of
December 31, 20X1

(Ongoing)

December 31,

20X2
(in Liquidation)

20X1
(Ongoing)

Assets

Investments

Money Market Fund $14,334,000 $1,860,000

C&H Company common stock 0 880,000

Guaranteed investment contract with
insurance company 0 890,000

Corporate bonds 0 3,670,000

U.S. government securities 0 270,000

Hedge fund 0 460,000

Real estate fund 0 240,000

Total investments 14,334,000 8,270,000

Receivables

Employer's contribution 0 35,000

Due from broker for securities sold 0 175,000

Accrued interest and dividends 0 76,000

Accrued interest expected to be earned in
liquidation 443,000 0

Total receivables 443,000 286,000

Cash—noninterest bearing 200,000 90,000

Total assets 14,977,000 8,646,000

Liabilities

Estimated payments to participants upon
liquidation 13,880,000 0

Due to broker for securities purchased 0 460,000

Accrued expenses 42,000 40,000

Accrued expenses expected to be incurred in
liquidation 23,000 0

Total liabilities 13,945,000 500,000

Net assets available for benefits (ongoing) $8,146,000

Net assets in liquidation $1,032,000

See accompanying notes to the financial statements.
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Exhibit B

C&H Company Pension Plan
Statement of Changes in Net Assets in Liquidation

Year Ended
December 31,

20X2

Investment income:

Net appreciation in fair value of investments $3,735,000

Interest 325,000

Dividends 5,000

4,065,000

Less investment expenses 39,000

Total investment income 4,026,000

Employer contributions 3,359,000

Total additions 7,385,000

Benefits paid directly to participants 740,000

Purchases of annuity contracts 257,000

Total benefits paid 997,000

Administrative expenses 42,000

Total deductions 1,039,000

Net increase 6,346,000

Adjustment to liquidation basis

Estimated payments to participants upon liquidation9 (13,880,000)

Accrued interest and expenses 420,000

Beginning of year (net assets available for benefits [ongoing]) 8,146,000

End of year (net assets in liquidation) $1,032,000

See accompanying notes to the financial statements.

9 See exhibit D.
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Exhibit C

C&H Company Pension Plan
Statement of Accumulated Plan Benefits as of December 31, 20X1

(Ongoing)

Actuarial present value of accumulated plan benefits

Vested benefits:

Participants currently receiving payments $2,950,000

Other participants 6,530,000

9,480,000

Nonvested benefits 2,400,000

Total actuarial present value of accumulated plan
benefits $11,880,000

See accompanying notes to the financial statements.

Exhibit D

C&H Company Pension Plan
Statement of Changes in Accumulated Plan Benefits in Liquidation

Year Ended
December 31,

20X2

Actuarial present value of accumulated plan benefits at
beginning of year (ongoing) $11,880,000

Increase (decrease) during the year attributable to:

Change in actuarial assumptions10 1,359,500

Benefits accumulated 895,000

Increase for interest11 742,500

Benefits paid (997,000)

Net increase 2,000,000

Actuarial present value of accumulated plan benefits at end of
year (in liquidation) $13,880,000

Adjustment to liquidation basis–estimated payments to
participants upon liquidation (13,880,000)

0

See accompanying notes to the financial statements.

[Issue Date: September 2014.]

10 See footnote 7.
11 See footnote 8.

§6931.21 ©2017, AICPA



Financial Statement Reporting and Disclosure 371
.22 Contribution Receivable From the Plan Sponsor in a Standard

Termination of a Single-Employer DB Plan
Inquiry—When using the liquidation basis of accounting in accordance

with FASB ASC 205-30 for a standard termination, should a single-employer
DB plan record a contribution receivable from the plan sponsor for the amount
that the plan sponsor is expected to contribute to the plan as part of its obliga-
tion to settle the plan?

(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer DC plan, a health and welfare plan, or a
multiemployer plan.)

Reply—"Pending Content" in paragraph 4 of FASB ASC 205-30-25 states
that when using the liquidation basis of accounting, an entity should recog-
nize other items that it previously had not recognized but that it expects to
either sell in liquidation or use to settle liabilities. Further, "Pending Content"
in paragraph 7 of FASB ASC 205-30-25 requires an entity to accrue income that
it expects to earn through the end of its liquidation if and when it has a reason-
able basis for estimation. The DB plan would record a receivable from the plan
sponsor if such amounts are expected to be used to settle benefits and the DB
plan has a reasonable basis to estimate the amount. As part of a standard ter-
mination, the plan sponsor would need to obtain from the actuary an estimated
settlement liability and required contributions (as of the termination date) in
order to have a reasonable basis to determine that it has adequate resources to
fund the obligation to settle the DB plan. The actuary determines the amount
of any minimum required contributions up to the DB plan's termination date. A
receivable would typically be recorded for any such minimum required contri-
bution (see the recommendation of the AICPA Financial Reporting Executive
committee in the "Contributions and Contributions Receivable" section of the
"Defined Benefit Pension Plans" chapter of the AICPA Audit and Accounting
Guide Employee Benefit Plans). An additional contribution may be necessary
to fully fund the obligation. Such additional contribution should be recorded as
a receivable if and when the DB plan has a reasonable basis for estimation,
in accordance with "Pending Content" in paragraph 7 of FASB ASC 205-30-25.
The additional contribution estimated by the actuary may be as of a date other
than the DB plan's measurement date and, therefore, may need to be updated
to reflect changes in assumptions and the investment performance of the DB
plan's assets as of the plan's measurement date.

[Issue Date: September 2014.]

.23 Overfunded Single-Employer DB Plan When Using the Liqui-
dation Basis of Accounting

Inquiry—Should an overfunded single-employer DB plan that is using the
liquidation basis of accounting, in accordance with FASB ASC 205-30, and ex-
pects to have excess assets, accrue the excess assets as a payable to the plan
sponsor?

(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer DC plan, a health and welfare plan, or a
multiemployer plan.)

Reply—The DB plan's provisions may direct excess assets at termina-
tion to be distributed in a number of ways (for example, allocated to partici-
pants in the form of an increased benefit, used to pay the DB plan's expenses,
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transferred to another plan, or reverted to the plan sponsor). The decision to
accrue the excess assets as a payable to the plan sponsor is affected by the DB
plan's provisions for termination and whether there is a reasonable basis for
estimation. "Pending Content" in paragraph 7 of FASB ASC 205-30-25 states
that an entity should accrue costs that it expects to incur through the end of its
liquidation if and when it has a reasonable basis for estimation. Until the DB
plan is fully liquidated, it may not be possible to estimate whether there will
be excess assets. Further, reversion of excess assets to the plan sponsor would
have tax implications for the plan sponsor and, therefore, is not common. Plan
management may want to disclose the DB plan's provisions for the treatment
of excess plan assets in the notes to the financial statements.

[Issue Date: September 2014.]

.24 Accrued Costs When Using the Liquidation Basis of Accounting
for a Single-Employer DB Plan

Inquiry—"Pending Content" in paragraph 7 of FASB ASC 205-30-25 states
that an entity should accrue costs and income that it expects to incur or earn
through the end of its liquidation if and when it has a reasonable basis for
estimation. Would a single-employer DB plan accrue estimated future expenses
such as trustee fees, audit fees, actuarial fees, and PBGC premiums?

(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer DC plan, a health and welfare plan, or a
multiemployer plan.)

Reply—When a DB plan uses the liquidation basis of accounting, manage-
ment needs to consider the period over which the liquidation will occur as well
as the nature of expenses that will be incurred and reported by the DB plan dur-
ing the liquidation period. These future expense amounts should be accrued in
the financial statements provided there is a reasonable basis for their estima-
tion. For DB plans, care should be taken that future expenses are not double
counted in the course of estimating the amounts to be accrued though the end of
liquidation and the amounts included in the benefit obligation. "Pending Con-
tent" in paragraphs 1–2 of FASB ASC 205-30-50 requires certain disclosures to
be made. In particular, the DB plan would be required to disclose the type and
amount of costs accrued in the statement of net assets in liquidation and the
period over which those costs are expected to be paid.

[Issue Date: September 2014.]

.25 Accrued Income When Using the Liquidation Basis of Account-
ing for a Single-Employer DB Plan

Inquiry—"Pending Content" in paragraph 7 of FASB ASC 205-30-25 states
that an entity should accrue costs and income that it expects to incur or earn
through the end of its liquidation if and when it has a reasonable basis for
estimation. Would a DB plan accrue income related to estimated earnings on
the investments held by the DB plan?

(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer DC plan, a health and welfare plan, or a
multiemployer plan.)

Reply—Income for a DB plan is primarily related to its investments, which
are generally measured at fair value under the ongoing basis of accounting.
"Pending Content" in paragraph 7 of FASB ASC 205-30-25 requires an entity
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to accrue income that it expects to earn through the end of liquidation if and
when it has a reasonable basis for estimation. Because the DB plan invests in
various investment securities and the mix of the plan's investment portfolio is
likely to change as the liquidation progresses, there may not be a reasonable
basis for which to estimate changes in fair value of the investment portfolio
and, therefore, accrual of such appreciation or depreciation of the investments
generally would not be necessary.

In some circumstances, liquidation value may not differ from fair value (for
example, because it assumes the related dispositions would be conducted in an
orderly manner) and, therefore, an entity would not be precluded from mea-
suring those assets at fair value. Management should be careful not to double
count income that is already reflected in the fair value of the investments. For
example, the fair value of a common stock generally would already include div-
idends expected to be declared in the future. Similarly, the fair value of a bond
generally would already include interest expected to be earned from the mea-
surement date through the maturity date. Consistent with the ongoing basis of
accounting, dividends and interest earned through the measurement date but
not yet received would be accrued if these amounts are not reflected in the fair
value of the investments.

If the fair value or the liquidation value does not include future expected
earnings, the entity should accrue income that it expects to earn through the
end of liquidation if and when it has a reasonable basis for estimation. For
example, the interest earned on a money market account or interest-bearing
cash generally would not be included in the fair value, so those amounts would
be estimated and reported on the financial statements if and when the DB plan
has a reasonable basis for estimation. "Pending Content" in paragraphs 1–2 of
FASB ASC 205-30-50 requires certain disclosures to be made. In particular, the
DB plan would be required to disclose the type and amount of income accrued
in the statement of net assets in liquidation and the period over which that
income is expected to be earned.

[Issue Date: September 2014.]

.26 Comparative Financial Statements When Using the Liquida-
tion Basis of Accounting of a Single-Employer DB Plan

Inquiry—"Pending Content" in paragraph 2 of FASB ASC 205-30-45 states
that the liquidation basis of accounting should be applied prospectively from
the day that liquidation becomes imminent. ERISA requires comparative state-
ments of net assets available for benefits and a full year statement of changes
in net assets available for benefits. Is a single-employer DB plan able to present
the current year financial statements in liquidation comparatively on the same
financial statements with the prior period statements prepared on the ongoing
plan basis?

(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer DC plan, a health and welfare plan, or a
multiemployer plan.)

Reply—Yes, the DB plan may present comparative financial statements,
as required by ERISA, clearly labeled as to the basis on which they have been
prepared. See the illustrative financial statements included in section 6931.21,
"Presentation of the Actuarial Present Value of Accumulated Plan Benefits of
Single-Employer DB Plans When Using the Liquidation Basis of Accounting,"
for an illustration of possible column headings. "Pending Content" in paragraph
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1 of FASB ASC 205-30-50 states that the entity should make all disclosures
required by other FASB ASC topics that are relevant to understanding the en-
tity's statements of net assets in liquidation and changes in net assets in liqui-
dation. This would include the disclosure required by FASB ASC 205 relating
to changes affecting comparability. Paragraph 1 of FASB ASC 205-10-50 states
that if, because of reclassifications or for other reasons, changes have occurred
in the manner of or basis for presenting corresponding items for two or more
periods, information should be furnished that will explain the change. This pro-
cedure is in conformity with the well-recognized principle that any change in
practice that affects comparability of financial statements should be disclosed.

[Issue Date: September 2014.]

.27 Presentation of a Stub Period in a Single-Employer DB Plan
When Using the Liquidation Basis of Accounting

Inquiry—In accordance with "Pending Content" in paragraph 2 of FASB
ASC 205-30-45 , the initial statement of changes in net assets in liquidation
should present only changes in net assets that occurred during the period since
liquidation became imminent. The FASB ASC does not provide guidance about
whether an entity should present information for the period of time that pre-
ceded the determination that liquidation is imminent (referred to as a stub
period). Is a single-employer DB plan required to present a stub period for the
period of time that preceded the determination that liquidation is imminent?

(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer DC plan, a health and welfare plan, or a
multiemployer plan.)

Reply—No. Paragraph BC18 of FASB ASU No. 2013-07 states that the ob-
jective of the project was to provide guidance about when and how the entity
should apply the liquidation basis of accounting. In deciding whether to present
information about a stub period, an entity should consider the requirements of
its regulator and the needs of any other anticipated users of the entity's finan-
cial statements.

Further, "Pending Content" in paragraph 1 of FASB ASC 960-40-25 states
that if liquidation of a plan is deemed to be imminent before the end of the
plan year, the plan's year-end financial statements should be prepared using the
liquidation basis of accounting (emphasis added). Accordingly, because ERISA
requires a full year presentation of comparative statements of net assets avail-
able for benefits and a full year statement of changes in net assets available
for benefits, a DB plan would typically present a full year statement of changes
in net assets available for benefits in liquidation for the current year (regard-
less of the date that the DB plan entered into liquidation during the year) and
a statement of net assets available for benefits in liquidation as of the end of
the current year and a statement of net assets available for benefits using the
ongoing basis as of the prior year end.

For DB plans that present the benefit obligation information in primary
financial statements, the statements prepared using the liquidation basis of
accounting may be presented comparatively (as applicable) with the prior pe-
riod statements on an ongoing plan basis labeled accordingly.

(Note: A plan year may be less than 12 months depending upon the date of
complete distribution of plan assets.)

[Issue Date: September 2014.]
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.28 Presentation of Fully Benefit-Responsive Investment Contracts

in Single-Employer DC Plans When Using the Liquidation Basis of
Accounting

Inquiry—Should single-employer DC plans that hold fully benefit-
responsive investment contracts present both fair value and contract value on
the face of the financial statements, as required by paragraphs 2–3 and 6 of
FASB ASC 962-205-45, when the plan is using the liquidation basis of account-
ing in accordance with FASB ASC 205-30?

(Although the information contained in the following reply is specific to
single-employer DC plans, the information may be relevant when considering
the termination of a single-employer health and welfare plan or a multiem-
ployer plan that holds fully benefit-responsive investment contracts.)

Reply—When a DC plan is using the liquidation basis of accounting, as
required by FASB ASC 205-30, the plan accounts for its assets using the liqui-
dation basis of accounting. Therefore, the plan would no longer show the fair
value of such investments and an adjustment to contract value. Rather, the liq-
uidation basis valuation is what the plan expects to collect for that contract
(for example, a surrender value). For comparative financial statements, if the
prior year is presented on an ongoing basis, the plan would continue to present
fair value adjusted to contract value in the prior year. See section 6931.29,
"FASB ASC 820 Fair Value Disclosures When a Single-Employer Defined Ben-
efit Pension Plan is Using the Liquidation Basis of Accounting," for guidance
on whether the disclosures required by FASB ASC 820, Fair Value Measure-
ment, apply. (Note: A DC plan that is using the liquidation basis of accounting
may need to re-evaluate whether an investment contract that was considered
fully benefit-responsive on an ongoing basis continues to meet the criteria to
be considered fully benefit-responsive when using the liquidation basis of ac-
counting.)

[Issue Date: September 2014.]

.29 FASB ASC 820 Fair Value Disclosure When an Employee Benefit
Plan is Using the Liquidation Basis of Accounting

Inquiry—If an employee benefit plan is using the liquidation basis of ac-
counting in accordance with FASB ASC 205-30, do the fair value disclosures
required by FASB ASC 820 still apply?

Reply—In accordance with "Pending Content" in paragraph 1 of FASB ASC
205-30-50, disclosures required by other FASB ASC topics relevant to under-
standing an employee benefit plan's liquidation basis financial statements con-
tinue to be required. For example, in some circumstances, liquidation value may
not differ from fair value (for example, because it assumes the related disposi-
tions would be conducted in an orderly manner) and, therefore, an entity would
not be precluded from measuring those assets at fair value. In such cases, the
FASB ASC 820 disclosures would be required.

[Issue Date: September 2014.]

.30 Single-Employer DB Plan Disclosures When Using the Liquida-
tion Basis of Accounting

Inquiry—When a single-employer DB plan presents its financial state-
ments using the liquidation basis of accounting in accordance with FASB ASC
205-30, what effect would this have on the disclosures the DB plan is required
to make by other FASB ASC topics?
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(Although the information contained in the following reply is specific to
single-employer DB plans, the information may be relevant when considering
the termination of a single-employer DC plan, a health and welfare plan, or a
multiemployer plan.)

Reply—In addition to the required disclosures in "Pending Content" in
paragraphs 1–2 of FASB ASC 205-30-50, plan management should consider the
required disclosures of other FASB ASC topics and ERISA to determine which
disclosures are relevant. Often, it would be appropriate to revise current re-
quired disclosures to reflect plan provision changes, accounting policy changes,
and laws and regulations affected by the plan termination. For example, disclo-
sures such as the DB plan's tax status, PBGC information, disclosure of vesting
provisions, eligibility, and distribution provisions will likely be affected.

[Issue Date: September 2014.]
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Q&A Section 6932

ERISA Reporting and Disclosures

.01 Employee Benefit Security Administration Guidance on Insur-
ance Company Demutualizations

Inquiry—Insurance contract policyholders receive demutualization pro-
ceeds in connection with a proposed plan of demutualization of an insurance
company. What alternatives are available with respect to receipt by policyhold-
ers of demutualization proceeds?

Reply—On February 15, 2001, Employee Benefit Security Administration
(EBSA) issued a letter regarding alternatives available under the trust require-
ment of Title I of ERISA with respect to receipt by policyholders of demutual-
ization proceeds belonging to an ERISA-covered plan in connection with the
proposed plan of demutualization of an insurance company (the company). In
its letter, the DOL noted that the application of ERISA's trust requirements
would depend on whether demutualization proceeds received by a policyholder
constitute plan assets. The DOL stated that, in the case of an unfunded or in-
sured welfare plan in which participants pay a portion of the premiums, the
portion of the demutualization proceeds attributable to participant contribu-
tions must be treated as plan assets. In the case of a pension plan, or where
any type of plan or trust is the policyholder or where the policy is paid for out
of trust assets, the DOL stated that all of the proceeds received by the poli-
cyholder in connection with the demutualization would constitute plan assets.
Auditors should take care to identify those plans with contracts with insurance
companies that have demutualized and ensure that the proceeds are properly
recorded as plan assets. Plan sponsors may not be familiar with EBSA's let-
ter regarding alternatives available with respect to receipt by policyholders of
demutualization proceeds. In addition, it has been noted that demutualization
proceeds are often deposited into a separate account or trust and may be over-
looked in financial reporting for the plan.

[Revised, May 2017.]

.02 When Should Participant Contributions Be Considered Late
Remittances?

Inquiry—For purposes of reporting on line 4(a) of Form 5500, from what
date should remittances be deemed late; the date the remittances can reason-
ably be made, or 15 days after the end of the month in which the funds were
withheld?

Reply—Participant contributions are required to be remitted as soon as
they can reasonably be segregated from an employer's general assets. DOL
Regulation 2510.3-102 states that an employer is required to segregate em-
ployee contributions from its general assets as soon as practicable, but in no
event more than (a) 90 days after the contributions are paid by employees or
withheld from their wages for a welfare benefit plan or (b) the 15th business
day following the end of the month in which amounts are contributed by em-
ployees or withheld from their wages for a pension benefit plan. The defini-
tion of what constitutes as soon as practicable will vary from plan sponsor to
plan sponsor. DOL Field Assistance Bulletin 2003-2 states that the process for
segregating participant contributions must be taken into account when deter-
mining when participant contributions can be reasonably segregated from the
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employer's general assets. Plan sponsors, under their fiduciary responsibility,
also should consider how costly to the plan a more expeditious process would
be. Those costs should be balanced against any additional income and security
the plan and plan participants would realize from a faster system.

In considering whether remittances are delinquent, an understanding of
the plan sponsor's process to segregate and remit contributions should be ob-
tained. If the plan has several entities and payroll processes that comprise
the remittance process, their timeframe to remit may be longer than a plan
sponsor with only one location and one payroll system. Similarly, facts and cir-
cumstances that occur in the year (for example, a change in payroll processing
or new service provider) may change the timeframe in which remittances are
made. If a process has been established and the plan sponsor deviates from
such a process, an understanding of the reasons why the remittance of the con-
tributions for the period or periods did not comply with the established pro-
cess should be obtained. Based on that understanding, a determination as to
whether the plan sponsor remitted contributions as soon as it could reasonably
segregate them from general assets should be made. The plan sponsor also may
want to consult ERISA counsel in making that determination. In any case, any
contributions remitted after the 15th business day after the end of the month
in which the funds were withheld should be reported on Form 5500, Schedule
H, Line 4a.

.03 How Should Delinquent Loan Remittances Be Reported on the
Form 5500?

Inquiry—How should delinquent loan remittances be reported on the Form
5500?

Reply—In Advisory Opinion 2002-02A, the DOL stated that participant
loan repayments paid to or withheld by an employer for purposes of transmittal
to an employee benefit plan are sufficiently similar to participant contributions
to justify, in the absence of regulations providing otherwise, the application of
principles similar to those underlying the participant contribution regulation
for purposes of determining when such repayments become assets of the plan.
Delinquent forwarding of participant loan repayments is eligible for correction
under the Voluntary Filer Correction Program and PTE 2002-51 on terms sim-
ilar to those that apply to delinquent participant contributions. Accordingly,
the DOL will not reject a Form 5500 report based solely on the fact that delin-
quent forwarding of participant loan repayments is included on Line 4a of the
Schedule H or Schedule I. Filers that choose to include such participant loan
repayments on Line 4a must apply the same supplemental schedule and inde-
pendent public accountant disclosure requirements to the loan repayments as
apply to delinquent transmittals of participant contributions. If the plan does
not report delinquent loan remittances on Line 4a, those payments should be
reported on Schedule G.

.04 How Should Participant Loans Be Reported on Defined Contri-
bution Plan Master Trust Form 5500 Filings?

Inquiry—How should participant loans be reported on defined contribution
plan master trust Form 5500 filings?

Reply—The face of Schedule H Form 5500 instructs master trust invest-
ment accounts not to complete line 1c(8) participant loans. In practice, many
master trusts for defined contribution plans include participant loans as part
of their master trust agreement. However, even though these loans may be
included as part of the master trust agreement, the Form 5500 instructs the
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preparer not to include them as part of the master trust assets. Thus, the plan's
financial statements would require a supplemental schedule, Schedule of As-
sets (Held at End of Year), to report participant loans as a nonmaster trust
investment. The plan's Form 5500 filing would require the participant loans
to be broken out separately from the investment in the master trust on the
Schedule H.

.05 How Should Investments in Brokerage Accounts Be Reported
in the Financial Statements and Form 5500?

Inquiry—Investments in individually directed brokerage accounts can be
aggregated in a single line item on the Form 5500. Can they be listed as a
single line item on the supplemental schedule of assets, or do the individual
underlying investments have to be listed?

Reply—As described in the Form 5500 instructions, individually directed
brokerage accounts may be aggregated in a single line item on the statement
of net assets available for benefits and on the supplemental schedule of assets,
provided the investments are not loans, partnership or joint-venture interests,
real property, employer securities, or investments that could result in a loss
in excess of the account balance of the participant or beneficiary who directed
the transaction. In addition, the total investment income or loss for individually
directed brokerage accounts may be aggregated in a single line item in the Form
5500; however, the financial statements must separate interest and dividends
from net appreciation (depreciation) in fair value on the statement of changes
in net assets available for benefits.

[Revised, May 2017.]

.06 Do All Types of Reconciling Items Between the Financial State-
ments and the Form 5500 Require a Reconciling Footnote in the Finan-
cial Statements?

Inquiry—Does ERISA require a footnote to the audited financial state-
ments reconciling amounts reported in the Statement of Changes in Net Assets
Available for Benefits to those reported in the Form 5500 for differences in the
way income and expense amounts are classified in the two reports?

Reply—Generally, a reconciliation would be required for differences occur-
ring because certain income and expense items are netted against each other
and disclosed as one amount in one statement and reported separately in the
other (for example, the amount reported as contributions in the financial state-
ments may differ from that reported in the 5500 because excess contributions
are recorded net on the financial statements but gross on the Form 5500). How-
ever, frequently the classification of line items comprising certain income and
expense items (for example, investments and investment interest, dividends,
gains and losses, and self-directed brokerage accounts) reported in the Form
5500 differ from the classifications shown in the financial statements. In such
situations, a reconciling footnote may not be necessary.

For further guidance, see the "Reports Issued Prior to Form 5500 Filing" sec-
tion in chapter 12 of the AICPA Audit and Accounting Guide Employee Benefit
Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]
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.07 What is the Requirement to Report Certain Transactions
Under Individual Account Plans on the Schedule of Reportable
Transactions?

Inquiry—Under Form 5500 (Schedule H, Part IV, line 4j), there is a special
rule whereby transactions under an individual account plan that a participant
directs should not be taken into account for purposes of preparing the Sched-
ule of Reportable Transactions. What about situations where an individual ac-
count plan is participant-directed but has certain transactions that appear to be
nonparticipant-directed (for example, pass-through account for contributions)?

Reply—If the plan is an individual account plan and the overall structure of
the plan is participant-directed, pass-through account transactions would not
be required to be included on the Schedule of Reportable Transactions. An-
other example would be a participant-directed individual account plan that
liquidates its investment options as a result of a plan termination, merger,
or change in service provider. Often such changes result in the plan sponsor
directing the plan trustee to liquidate the current balance in the participant-
directed investment options into a short-term fund before the transfer to new
investment options. Such transactions would be not be required to be included
on the Schedule of Reportable Transactions.

.08 Is Noninterest-Bearing Cash an Asset on the Supplemental
Schedule of Assets (Held at End of Year)?

Inquiry—Should noninterest-bearing cash be included as an asset on the
supplemental Schedule of Assets (Held at End of Year)?

Reply—Generally, only assets held for investment are included on the sup-
plemental Schedule of Assets (Held at End of Year); thus noninterest-bearing
cash would not be included. Interest-bearing cash accounts would be included
on the supplemental schedule.

.09 Is Netting of Investments on the Schedule of Assets (Held at
End of Year) Permitted?

Inquiry—Can immaterial investments be netted together as "other" on the
supplemental Schedule of Assets (Held at End of Year)?

Reply—No, each investment must be separately listed on the supplemental
schedule.

.10 Is the Schedule of 5 Percent Reportable Transactions Required
for Defined Benefit Plans?

Inquiry—Is the schedule of 5 percent reportable transactions required for
defined benefit plans?

Reply—As defined benefit plans generally are not participant-directed, the
reportable transactions schedule would be required.
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Q&A Section 6933

Auditing Employee Benefit Plans

.01 Initial Audit of a Plan
Inquiry—In an initial audit of a plan that has been in existence for several

years, to what extent does the auditor need to audit information from previous
years?

Reply—In an initial audit of a plan which has been in existence in previous
years, ERISA requires that the audited financial reports contain a compara-
tive Statement of Net Assets Available for Benefits and, as such, there should
be some consideration of the accumulation of data from prior years, and the
effect on current year balances. The auditor can choose to compile, review, or
audit the opening Statement of Net Assets Available for Benefits. It is impor-
tant to note, however, that if the opening Statement of Net Assets Available
for Benefits is not audited, the auditor must satisfy himself or herself as to the
reasonableness of the amounts reported in that statement because material er-
rors in that information may materially impact the Statement of Changes in
Net Assets Available for Benefits under audit.

The auditor should apply appropriate audit tests and procedures to the
opening balances in the Statement of Net Assets Available for Benefits to de-
termine that those balances are not materially misstated. The auditor should
make inquiries of the plan's management and outside service organizations,
as applicable, regarding the plan's operations during those earlier years. The
auditor also may wish to obtain relevant information (for example, trust state-
ments, recordkeeping reports, reconciliations, minutes of meetings, and service
auditors' reports issued under Statement on Standards for Attestation Engage-
ments [SSAE] No. 16, Reporting on Controls at a Service Organization [AICPA,
Professional Standards, AT sec. 801], or Statement on Auditing Standards No.
70, Service Organizations, as amended (now superseded),1 for earlier years, as
applicable, to determine whether there appears to be any errors during those
years that could have a material effect on current year balances. Further, the
auditor should gain an understanding of the accounting practices that were
followed in prior years to determine that they have been consistently applied
in the current year. Based on the results of the auditor's inquiries, review of
relevant information, and evidence gathered during the current year audit,
the auditor would determine the necessity of performing additional substan-
tive procedures (including detailed testing or substantive analytics) on earlier
years' balances.

See the "Initial Audits of Plans" sections in chapters 2 and 11 of the AICPA
Audit and Accounting Guide Employee Benefit Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, August 2011, to reflect

1 Prior to the issuance of Statement on Standards for Attestation Engagements (SSAE) No. 16,
Reporting on Controls at a Service Organization (AICPA, Professional Standards, AT sec. 801), the
requirements and guidance for service auditors reporting on controls at a service organization were
contained in Statement on Auditing Standards No. 70, Service Organizations, as amended (now su-
perseded). SSAE No. 16 is effective for service auditor's reports for periods ending on or after June
15, 2011, with earlier implementation permitted. [Footnote added, August 2011, to reflect conforming
changes necessary due to the issuance of SSAE No. 16. Footnote revised, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122–126.]
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conforming changes necessary due to the issuance of SSAE No. 16; Revised,
December 2012, to reflect conforming changes necessary due to the issuance

of SAS Nos. 122–126.]

.02 Investment Allocations Testing in an Electronic Environment

Inquiry—How should the auditor test for proper investment allocation in
situations where changes may be made by participants electronically, via phone
or internet, on a daily basis?

Reply—Where participants make contributions or investment elections by
telephone or electronic means (such as the Internet), the auditor should con-
sider confirming the contribution percentage, source, and investment election
directly with the participant, or compare that information to detail of the trans-
action (for example, a copy of the transaction confirmation) if maintained by the
plan sponsor or service organization. Alternatively, if a service organization has
a type 2 SSAE No. 16 report that provides evidence that controls over the in-
vestment allocation process were operating effectively, the auditor may place
some reliance on those controls to assess the risks of material misstatement at
less than maximum and thereby reduce (not eliminate) substantive testing.

See the "General Auditing Procedures" section in chapter 7 of the AICPA
Audit and Accounting Guide Employee Benefit Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, August 2011, to reflect

conforming changes necessary due to the issuance of SSAE No. 16.]

.03 Auditor's Responsibility for Detecting Nonexempt
Transactions

Inquiry—What is the auditor's responsibility for detecting nonexempt
transactions resulting from participant contributions that are not remitted to
the plan within the guidelines established by DOL regulations?

Reply—An audit performed in accordance with generally accepted audit-
ing standards (GAAS) cannot be expected to provide assurance that all party-
in-interest transactions will be discovered. Nevertheless, during the audit the
auditor should be aware of the possible existence of party-in-interest transac-
tions. During the planning phase of the audit, the auditor should inquire about
the existence of any party-in-interest or nonexempt transactions. If any issues
relating to late remittances are brought to the auditor's attention, the auditor
may consider obtaining a schedule of employee contributions detailing payroll
withholding date and date of deposit to the plan. A sample of deposits can then
be traced to the supporting payroll register and wire transfer advice or check.
Further, the auditor should have the client include in the management repre-
sentation letter a representation that there are no party-in-interest transac-
tions that have not been disclosed in the supplemental schedules.

.04 Nonexempt Transactions
Inquiry—If a nonexempt transaction related to the preceding is noted, is

materiality of the transaction taken into consideration in determining the need
for the supplemental schedule of nonexempt transactions?

Reply—There is no materiality threshold for the inclusion on the supple-
mental schedule. All known events must be reported.
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.05 Testing of Plan Qualification Tests Prepared by TPA
Inquiry—What responsibility does the auditor have in testing plan qual-

ification tests (for example, ACP and ADP) prepared by a client's third-party
administrator?

Reply—An audit in accordance with generally accepted auditing standards
(GAAS) is not designed to ensure compliance with all legislative and regulatory
provisions. However, plans must be designed and comply with certain operat-
ing tests to maintain their qualified status. If specific information comes to the
auditor's attention that provides evidence concerning the existence of possible
violations affecting the financial statements, the auditor should apply audit-
ing procedures specifically directed to ascertaining whether a violation has oc-
curred. The auditor is also expected to inquire of, and obtain representation
from, management concerning compliance with laws and regulations and the
prevention of violations that may cause disqualification.

.06 Audit Procedures for Plan Mergers
Inquiry—What audit procedures should be performed for material plan

mergers into a plan? What audit procedures are required when the prior plan
was audited? What if the prior plan was never audited?

Reply—If the prior plan was audited, the auditor should obtain the audited
financial statements to ensure that the balance transferred from the prior plan
reconciles to the balance that is reflected on the new plan's financial statements.
Also, the auditor will generally perform procedures to ensure that participant
accounts were properly set up under the new plan. If the prior plan was not
audited, the auditor will generally perform audit procedures to determine that
the equity that is transferred from the prior plan is reasonable based upon an
analysis of historical activity. (Other audit procedures relating to plan mergers
can be found in the "Plan Mergers" section in chapter 12 of AICPA Audit and
Accounting Guide Employee Benefit Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.07 Audit Requirements for Remaining Portion of a Split Plan
Inquiry—For the year ended December 31, 20X1, an audit was performed

for AB Plan with more than 100 participants that covered two related compa-
nies (Company A and Company B). In July 20X2, Company A was sold, and the
plan assets related to those participants were transferred to a new unrelated
plan (Plan C). What are the audit requirements for the remaining portion of
the AB Plan which, as of July 20X2, covers only employees at Company B and
had fewer than 100 participants?

Reply—Audit for the AB Plan is required for the year ended December 31,
20X2, because the plan had over 100 participants at the beginning of the plan
year. For the year ended December 31, 20X3, an audit of plan AB may not be
required if the number of participants at January 1, 20X3, is under 100 and the
plan meets the criteria for the Small Pension Plan Audit Waiver.

.08 Audit Requirements for Frozen and Terminated Plans
Inquiry—Are frozen and terminated plans that are still paying out benefits

required to have an audit?

Reply—An audit is required if the plan has more than 100 participants at
the beginning of the plan year. Chapter 5 of the AICPA Audit and Accounting
Guide Employee Benefit Plans, provides guidance with regard to the definition
of "participants." When a plan has been terminated or frozen, complete and
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prominent disclosure of the relevant circumstances is essential in all subse-
quent financial statements issued by the plan. If the number of participants
falls below 100, auditors should consider whether the plan meets the criteria
for the Small Pension Plan Audit Waiver.

For further guidance, see the "Terminating Plans" section in chapter 2 and the
"Small Pension Plan Audit Waiver (SPPAW) Summary" flowchart in chapter 5
of the guide.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.09 Audit Procedures When Plan Operates in a Decentralized
Environment

Inquiry—When a plan operates in a decentralized environment, what ad-
ditional audit procedures should be considered?

Reply—The auditor should consider the controls at each decentralized lo-
cation as well as the overall mitigating controls that may be performed on a
centralized basis. Taking into consideration the materiality of the activity at
each decentralized location, the auditor may choose to expand participant level
and substantive testing to incorporate these decentralized locations.

.10 Is the Master Trust Required to Be Audited?
Inquiry—Is the master trust required to be audited?

Reply—While the DOL does not require the master trust to be audited, the
plan administrator normally engages an auditor to report only on the financial
statements of the individual plans. If the master trust is not audited, the plan
auditor should perform those procedures necessary to obtain sufficient audit
evidence to support the financial statement assertions as to the plan's invest-
ments or qualify or disclaim his or her report.
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Q&A Section 6934

Limited-Scope Audits—Employee Benefit Plans

.01 Certifications by "Agent of"
Inquiry—Can the plan sponsor accept a certification from the plan's record-

keeper if the recordkeeper certifies the investment information to be complete
and accurate on behalf of the plan's trustee/custodian as "agent for"?

Reply—According to the Department of Labor, such a certification generally
would be acceptable if there is in fact a legal arrangement between the trustee
and the recordkeeper to be able to provide the certification on the trustee's
behalf. Care should be taken by the plan administrator to obtain such legal
documentation. Additionally the plan auditor might consider adding wording to
the standard limited-scope report to include reference to such an arrangement.
Sample language might include the following: "… any auditing procedures with
respect to the information described in Note X, which was certified by ABC,
Inc., the recordkeeper of the Plan as agent for XYZ Bank, the trustee of the
Plan, … We have been informed by the plan administrator that the trustee
holds the Plan's investment assets and executes investment transactions. The
plan administrator has obtained a certification from the agent on behalf of the
trustee, as of and for the year ended December 31, 20XX, that the information
provided to the plan administrator by the agent for the trustee is complete and
accurate." The third paragraph of the report should also be modified.

.02 Limited-Scope Audit on a Portion of the Plan's Investments
Inquiry—Is it permissible to perform a limited-scope audit on a portion of

the plan's investments but not all (some investments did not meet the DOL 29
CFR 2520.103-8 criteria for a limited-scope audit)? If yes, what form does the
auditors' report take?

Reply—Yes, it is permissible to perform a limited-scope audit on only a por-
tion of a plan's investments and audit the remaining investments. The auditors'
report is the same as that used for a limited-scope audit. However, the note that
is referenced in the auditor report should clearly identify the investments that
were not audited.

.03 Limited-Scope Audit—Plan Certifications for Master Trusts
Inquiry—If a limited-scope audit is to be performed for a plan funded under

a master trust arrangement or other similar vehicle, should separate individ-
ual plan certifications from the trustee or the custodian be obtained for the
allocation of the assets and the related income activity to the specific plan?

Reply—Yes, if a limited-scope audit is to be performed for a plan funded
under a master trust arrangement or other similar vehicle, separate individual
plan certifications from the trustee or the custodian should be obtained for the
allocation of the assets and the related income activity to the specific plan.

[DOL regulation 2520.103-8]

.04 In a Limited-Scope Audit Is it Necessary to Test the Allocation
of Investment Earnings at the Participant Account Level?

Inquiry—For a DOL limited-scope audit, is it necessary to test the alloca-
tion of investment earnings at the participant account level?
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Reply—The testing of allocation of investment earnings at the participant
level is part of the participant data testing and is recommended for a limited-
scope audit.
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Q&A Section 6935

SSAE No. 16 Reports—Employee Benefit Plans

.01 Audit Procedures When SSAE1 No. 16 Reports Are Not
Available

Inquiry—What procedures need to be performed in an audit of a plan if
the service organization does not provide the plan with a type 1 or type 2 ser-
vice auditor's report,2 as described in Statement on Standards for Attestation
Engagements (SSAE) No. 16, Reporting on Controls at a Service Organization
(AICPA, Professional Standards, AT sec. 801)?

Reply—Service organizations are not required to furnish SSAE No. 16 re-
ports. However, this does not relieve the auditor of his or her responsibility to
obtain a sufficient understanding of the plan and its environment, including
components of the plan's internal control that are maintained by the service
organization. This understanding enables the plan auditor to assess the risks
of material misstatement of financial statement assertions affected by transac-
tions executed by the service organization, and to design the nature, timing, and
extent of further audit procedures. When an SSAE No. 16 report is not avail-
able, other sources, such as user manuals, system overviews, technical manuals,
the contract between the user organization and the service organization, and
reports on the service organization's controls issued by internal auditors or reg-
ulatory authorities, may provide sufficient information about the nature of the
services provided by the service organization that are part of the plan's informa-
tion system and the service organization's controls over those services. If both
the services provided and the service organization's controls over those services
are highly standardized, information obtained through the plan auditor's prior
experience with the service organization may be helpful in assessing risk. The
plan auditor may wish to consider the specific control objectives and selected
controls outlined in exhibit B-1 of appendix B of the AICPA Accounting and Au-
dit Guide Employee Benefit Plans, in obtaining his or her understanding. If the
plan auditor concludes that the available information is not adequate to obtain
a sufficient understanding of the service organization's controls to assess the
risks of material misstatement of financial statement assertions affected by the
service organization's services, consideration should be given to contacting the
service organization through the user organization to obtain adequate internal
control information, or request that a service auditor be engaged to perform
procedures at the service organization.

The level of substantive testing that should be performed depends on
the amount of reliance the auditor can place on controls at the service

1 Statement on Standards for Attestation Engagements (SSAE) No. 16, Reporting on Controls at
a Service Organization (AICPA, Professional Standards, AT sec. 801), establishes the requirements
and application guidance for a service auditor reporting on controls at a service organization that are
relevant to user entities' internal control over financial reporting, and also describes the contents of
such reports. AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organi-
zation (AICPA, Professional Standards), contains the requirements and guidance for auditors of the
financial statements of entities that use a service organization. [Footnote revised, August 2011, to
reflect conforming changes necessary due to the issuance of SSAE No. 16. Footnote revised, December
2012, to reflect conforming changes necessary due to the issuance of SAS Nos. 122–126.]

2 In SSAE No. 16, a type 1 report is a report on management's description of a service organiza-
tion's system and the suitability of the design of controls, and a type 2 report is a report on manage-
ment's description of a service organization's system and the suitability of the design and operating
effectiveness of controls. [Footnote added, August 2011, to reflect conforming changes necessary due
to the issuance of SSAE No. 16.]
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organization. Thus, if a type 2 SSAE No. 16 report is not available, the auditor
would need to increase substantive testing or consider testing controls at the
service organization.

Auditing procedures applied to data maintained by the service organization
may include tests of participant data, payroll data, or benefits data to determine
that they agree with the information obtained and maintained by the employer.
If the data is not available at the employer, consideration should be given to
confirming the information directly with participants or to reviewing hard copy
information obtained from the service organization, if available.

Individual participant accounts in 401(k) plans or other defined contribu-
tion pension plans should be tested for proper allocation of plan assets, contri-
butions, income, and expenses. As such, the auditor should consider confirm-
ing contribution percentages and investment elections directly with the par-
ticipants in situations where transactions are performed electronically or by
phone. In addition, record keepers may maintain back up documentation of
participant transactions, which may be requested as audit evidence to test par-
ticipant data.

Procedures that should be considered in the audit of benefit payments, par-
ticularly those initiated by telephone or electronic methods, include confirming
disbursements directly with participants, or comparing the disbursement to a
transaction report if one is maintained, and testing the documentation under-
lying the benefit payment transactions.

For further guidance, see chapters 7 and 9–10 of the AICPA Audit and
Accounting Guide Employee Benefit Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, June and August 2011, to

reflect conforming changes necessary due to the issuance of SSAE No. 16.]

.02 Allocations Testing of Investment Earnings When a Type 2
SSAE No. 16 Report Is Available

Inquiry—In plan audits in which the auditor uses a type 2 SSAE No. 16
report, how extensively should the allocation of investment earnings at the par-
ticipant level be tested? What are commonly used methods for testing this in-
formation?

Reply—In plan audits in which the plan auditor uses a type 2 SSAE No.
16 report, the extent of testing of the allocation of investment earnings at the
participant level will be determined based on the plan auditor's assessment
of the risk that earnings have not been allocated in accordance with the plan
instrument. The type 2 SSAE No. 16 report can provide information about the
service auditor's tests of the operating effectiveness of the service organization's
controls over the investment allocation process and the results of those tests to
help the auditor assess this risk. However, the auditor should not use the type
2 SSAE No. 16 report to completely eliminate substantive testing.

One commonly used method of testing this information is comparing the
yield in the participants' accounts (selecting a sample of funds) for a certain
period of time to the yield that the plan reported as a whole (as compared to
published sources) for those funds for the same period of time.

[Revised, June and August 2011, to reflect conforming changes necessary due
to the issuance of SSAE No. 16.]
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Q&A Section 6936

Auditing Defined Contribution Plans

.01 Auditor's Responsibility for Testing a Plan's Compliance With
Qualification Issues

Inquiry—What is the auditor's responsibility for testing a plan's compli-
ance with top heavy rules, the Average Deferral Percentage Test, and other
qualification issues?

Reply—An audit in accordance with generally accepted auditing standards
(GAAS) is not designed to ensure compliance with all legislative and regulatory
provisions. However, a plan must be designed to comply with all provisions,
and must meet certain operating tests in order to maintain its qualified status.
If specific information comes to the auditor's attention that provides evidence
concerning the existence of possible violations of provisions that may affect the
financial statements, he or she should apply auditing procedures specifically
directed to ascertaining whether a violation has occurred. The auditor also is
expected to inquire of, and obtain representation from, management concern-
ing compliance with laws and regulations, and the controls in place to prevent
violations of those laws and regulations that may cause the plan to lose its
qualified status.

For further guidance, see chapter 11 and the "Plan Tax Status" section of chap-
ter 12 of AICPA Audit and Accounting Guide Employee Benefit Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.02 Merger Date for Defined Contribution Plans
Inquiry—If a defined contribution plan has an effective merger date, per the

merger agreement, of December 31, 20X1, but a significant portion of the plan's
assets have not been transferred as of December 31, 20X1, should the audit be
done as of the December date, or when the majority of the assets were trans-
ferred? Would the answer be any different for a defined benefit plan? Would a
liability representing the assets due to the acquiring plan be reflected on the
statement of net assets if the audit date is December 31, 20X1?

Reply—For defined contribution plans, if there is a significant difference be-
tween the effective merger date per the merger agreement and the actual date
assets were transferred, consideration should be given to performing an audit
through the date of the actual transfer. However, all facts and circumstances
should be considered, including management's intent, before determining the
proper merger date.

For defined benefit plans, the merger typically is recorded on the effective
merger date per the merger agreement because legal title to the assets, liabil-
ities, and benefit obligations has transferred. In certain circumstances, it may
be appropriate to record a liability representing the assets due the acquiring
plan at year-end (for example, if the physical transfer from one plan to another
has been requested and is pending).
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Q&A Section 6937

Auditing Defined Benefit Plans

.01 General Conditions Requiring an Audit of Pension Plan Finan-
cial Statements

Inquiry—What are the general conditions requiring an audit of pension
plan financial statements?

Reply—An audit generally is required if the plan is covered under Title I of
ERISA and there are over 100 participants as of the beginning of the plan year.
Exhibit 5-2 in chapter 5 of the AICPA Audit and Accounting Guide Employee
Benefit Plans provides guidance on determining who is considered a partici-
pant. In addition, DOL regulations permit plans that have between 80 and 120
participants at the beginning of the plan year to complete the Form 5500 in the
same category (large plan or small plan) as was filed in the previous year.
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Q&A Section 6938

Auditing Health and Welfare Plans

.01 When Does a Health and Welfare Plan Require an Audit?
Inquiry—When does a health and welfare plan require an audit?

Reply—A health and welfare plan is required to have an audit when the
plan has more than 100 participants at the beginning of the plan year (this
can be expanded to 120 if the 80–120-participant rule applies) and the plan is
funded. According to DOL Regulation 2520.104-44, the existence of a separate
fund or account for the plan by the employer or a third-party administrator
can cause the requirement that funds be paid directly from the general assets
of the sponsor not to be met. For example, if a separate account is maintained
that would be deemed to be a trust under state law, the related plan would be
deemed to be funded under ERISA. It is not always easy to determine when a
plan is considered funded. The auditor may wish to consult with legal counsel,
plan actuaries, or the DOL to determine if a plan meets the definition of funded.

.02 Audit Requirements for Health and Welfare Plans
Inquiry—Assume a partially insured H&W plan where the employer pays

claims to a certain level and then reinsurance assumes the liability. There are
over 100 participants, and the employer and employees each pay a portion of
the premiums. The employee's share is paid on a pretax basis through a Section
125 plan. There is no trust established, but at year end there may be a minimal
payable to the third party administrator for regular monthly charges and a
small reinsurance receivable, depending on timing. Does this plan require an
audit?

Reply—No, the plan does not require an audit. According to the fact pattern
described, no separate trust exists to hold the assets of this plan, and therefore
it is not a funded plan for ERISA purposes. ERISA exempts unfunded plans
from the requirement to perform an annual audit. Participant contributions
made through a Section 125 cafeteria plan are not required to be held in trust
per DOL Technical Release 92-1, and as long as no trust is being utilized, no
audit requirement exists.

For further guidance, see the "Welfare Benefit Plans" and "PWBA Technical
Release 92-1" sections in appendix A of the AICPA Audit and Accounting Guide
Employee Benefit Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature.]

.03 HIPAA Restrictions
Inquiry—In recent audits of health and welfare plans, our firm has been

denied access to personnel files because of Health Insurance Portability and
Accountability Act of 1996 (HIPAA) rules. In such cases, it has prohibited us
from performing certain procedures necessary to render our opinion on the fi-
nancial statements, such as testing of birth date, hire date, elections, and other
such information. How can we overcome this obstacle?

Reply—The items mentioned (birth date, hire date, elections) are not "pro-
tected health information" (PHI) under the HIPAA rules.

PHI is individually identifiable health information that is created or
received from a health care provider, health plan, employer, or health care
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clearinghouse; that either identifies or can be used to identify an individual; and
relates to the individual's past, present, or future physical or mental health, to
the provision of health care to an individual, or to the payment for the provision
of health care to the individual. In other words, there are two components to
PHI: (a) the identification of an individual, and (b) health information. Identi-
fication of an individual without the corresponding health information is not
PHI, nor is health information without identifying the corresponding individ-
ual to whom it relates.

The first step is to understand what information is needed for the audit and
whether it constitutes PHI. If access to PHI is necessary for the audit, HIPAA
regulations allow for that access.

HIPAA privacy regulations indicate that a plan sponsor may not use or dis-
close protected health information except as permitted or required by the reg-
ulations. The regulations permit use of the "minimum necessary" information
for use in health care operations, including conducting audits. If the auditor has
signed a business associate agreement with the plan sponsor, then that audi-
tor is considered a business associate under the regulations, and access to such
minimum necessary information required for the audit should not be restricted
by HIPAA.

Discussion with the plan sponsor may be necessary to demonstrate that
the requested information is the minimum necessary for the audit and, if such
information is not obtained, would result in a disclaimer of opinion.

For more information, call the Department of Labor Office of Health Plan
Standards and Compliance Assistance at (202) 693-8335, or call EBSA's toll
free inquiry line at 1-866-444-EBSA (3272). Health and Human Service (HHS)
also has a toll-free number dealing with HIPAA privacy related issues. That
number is 1-866-627-7748. You also may wish to visit the HHS Web site,
www.hhs.gov/ocr/hipaa.

.04 Is a Health and Welfare Plan Required to Be Audited if Partic-
ipants Are Contributing to the Plan?

Inquiry—If participants are contributing to a health and welfare plan, is
an audit required?

Reply—According to DOL Technical Release Nos. 88-1 and 92-1, partici-
pant contributions to a welfare plan that has an Internal Revenue Code (IRC)
Section 125 cafeteria plan feature do not have to be held in trust. If contribu-
tions are not through a Section 125 plan and they are not used for the payment
of insurance or health maintenance organization (HMO) premiums, generally,
they will be required to be held in trust. If the plan is funded voluntarily or as
required by DOL regulation, then the plan would require an audit.

.05 Audit Requirement When Only Medical Is Funded Through a
VEBA Trust

Inquiry—If a plan offers several benefits under the plan document, and only
the medical component is funded through the voluntary employees' beneficiary
association (VEBA) trust, what is the audit requirement?

Reply—The reporting entity and thus the audit requirement is of the entire
plan; not the trust. All benefits covered by the plan should be included in the
audited financial statements.
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.06 Audit of Plan When VEBA Trust Is a Pass-Through
Inquiry—If a VEBA trust is used as a pass-through for claims payment

during the year, but there are no monies in the VEBA trust at year end, is an
audit of the plan required?

Reply—If a plan is deemed to be funded for a part of a plan year, the entire
plan year is subject to the audit requirement. All plan activity for the entire
year would have to be included in the audited financial statements.

.07 When Multiple Plans Use a VEBA Trust, Can the Audit Be Per-
formed At the Trust Level?

Inquiry—If multiple plans use a VEBA trust, can an audit be performed at
the VEBA trust level?

Reply—The audit requirement is of the plan, not the trust. Each plan would
require a separate audit if it individually met the audit requirement (see pre-
vious question). The auditor may be engaged to audit the VEBA trust in order
to assist with the plan level allocation reporting, but this would not fulfill the
plan level audit requirement.

.08 Audit Requirement for Health and Welfare Plan Funded
Through a 401(h) Account

Inquiry—Does the funding of a health and welfare benefit plan through
a 401(h) account, when the plan was otherwise unfunded, cause the plan to
require an audit?

Reply—If the plan was otherwise unfunded, the 401(h) account association
will not cause the health and welfare benefit plan to be considered funded for
audit determination purposes.
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Q&A Section 6939

Auditor’s Reports—Employee Benefit Plans

[.01] Reserved

.02 Audit Opinion to Be Issued When Discrimination Testing Has
Not Been Completed

Inquiry—We have completed the audit of a plan except for reviewing the
401(k) and 401(m) discrimination testing, which has not yet been done and,
quite possibly may not ever be done. If such testing is not performed, what type
of audit opinion should be issued?

Reply—Independent auditors should inquire if the plan has complied with
the annual limitation tests to determine if the plan has met the requirements
in order to maintain its tax exempt status. Since the nondiscrimination require-
ments under 401(k) and 401(m) are required to be met annually, the indepen-
dent auditor should understand the results of similar tests performed in the
past and the reasons why the associated testing has not been performed in
the current year. The auditor should be aware that any corrections, corrective
distributions, or qualified nonelective contributions (QNECs) that would result
from the failure of these compliance tests must be made before the end of the
following plan year to preserve the plan's qualified status. If correction is to be
made through refunds then a correction made within two and a half months
after the plan's year end will avoid potential excise tax and preserve the plan's
qualified tax status. In contrast, a refund after two and a half months triggers
an excise tax payable by the plan sponsor. In the event that testing has not been
completed for the year under audit, the auditor should consider the results of
testing performed in the past and any corrections that were made and whether
significant changes in the plan's demographics have occurred. The client should
determine whether or not it is expected that a correction will be necessary, and
should make an estimate for accrual purposes of the amount required for cor-
rection. Consideration should be given to modifying the tax note in the finan-
cial statements to indicate that the plan sponsor will take the necessary steps,
if any, to bring the plan's operations into compliance with the Code. Similar
wording also should be included in the management representation letter. If
the results of the testing, when completed, are expected to be material based
on similar issues in the past or discussions with the client and a correction
amount cannot be reasonably estimated, the auditor should consider withhold-
ing his or her report until the testing is completed and the appropriate accruals
recorded. If, however, the financial statements are issued and the client doesn't
remedy or complete the tests by the next audit, the auditor should consider the
effect on the financial statements as well as other implications as described in
AU-C section 250, Consideration of Laws and Regulations in an Audit of Finan-
cial Statements (AICPA, Professional Standards), since the plan's tax qualified
status may be in jeopardy.

For further guidance, see the "Plan Tax Status" section in chapter 12 of AICPA
Audit and Accounting Guide Employee Benefit Plans.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, December 2012, to reflect

conforming changes necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 6940

Franchisors

.01 Method of Accounting for Sale of Territorial Franchise Right
Inquiry—A client sells territorial franchise rights to region managers for

$30,000 with ten percent taken in cash and the remainder as a note. The region
manager in turn sells franchises in his territory. The note is payable at the rate
of $1,000 per franchise sold in the territory but is due in three years regardless
of the number of franchises sold.

The collectibility of the notes depends on the performance of the region
managers. The company has been able to resell territories of managers who
have been unsuccessful, and the down payments have been refunded in these
instances.

What is the proper method of accounting for these franchise fees and the
related costs of selling the territories?

Reply—In discussing initial franchise fees for area franchises, Financial
Accounting Standards Board (FASB) Accounting Standards Codification (ASC)
952-605-25-5 states, in part: ". . . revenue ordinarily shall be recognized when all
material services or conditions relating to the sale(s) have been substantially
performed or satisfied by the franchisor." FASB ASC 952-605-25-2 describes
substantial performance as follows:

Substantial performance for the franchisor means that all of the fol-
lowing conditions have been met:

a. The franchisor has no remaining obligation or intent—by
agreement, trade practice, or law—to refund any cash re-
ceived or forgive any unpaid notes or receivables.

b. Substantially all of the initial services of the franchisor
required by the franchise agreement have been performed.

c. No other material conditions or obligations related to the
determination of substantial performance exist.

Therefore, the sale of the regions is not a completed transaction which would
allow the recognition of income when the sale is made (for example, when the
down payment and notes are received) since the company's practice of refund-
ing down payments to region managers and, in effect, excusing nonpayment of
their notes would violate item (a).

Since payment of the notes is on the basis of specific performance (for ex-
ample, at the rate of $1,000 per franchise sold in the region), as a practical
matter, a reasonable basis for recognizing deferred revenue would be over the
estimated number of franchises to be opened in a region.

With regard to the costs of selling the territories, paragraphs 1–3 of FASB ASC
952-340-25 state the following:

Direct (incremental) costs relating to franchise sales for which revenue
has not been recognized shall be deferred until the related revenue is
recognized.

Deferred costs shall not exceed anticipated revenue less estimated ad-
ditional related costs.
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Costs yet to be incurred shall be accrued and charged against income
no later than the period in which the related revenue is recognized . . .

Therefore, deferral and amortization of costs "incurred to produce the region
sales" could be accounted for in a manner similar to the deferral and recognition
of revenue discussed in the preceding paragraph. The operating expenses of the
company should be charged off as a period cost.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.02 Revenue Recognition for Franchisors
Inquiry—A franchise agreement is entered into whereby the franchisor

agrees to provide to a franchisee the technical information necessary to man-
ufacture a product. In addition, the franchisor agrees to provide consultation
needed to produce the product for the next five years. The agreement states
that 80 percent of the franchise fee is to be paid in the first year of the agree-
ment, and five percent is to be paid in each of the next four years. How should
the franchisor recognize the revenue from this agreement?

Reply—This issue is addressed in FASB ASC 952. FASB ASC 952-605-25-4
states that "if it is probable that the continuing fee will not cover the cost of
the continuing services to be provided by the franchisor and a reasonable profit
on those continuing services, then a portion of the initial franchise fee shall
be deferred and amortized over the life of the franchise. The portion deferred
shall be an amount sufficient to cover the estimated cost in excess of continuing
franchise fees and provide a reasonable profit on the continuing services." The
FASB ASC glossary defines continuing franchise fees as "consideration for the
continuing rights granted by the franchise agreement and for general or specific
services during its life."

In the preceding situation, it is unlikely the five percent of revenues the fran-
chisor will receive in years two through five is sufficient to cover the costs, and
a reasonable profit, on the raw materials and services provided. Therefore, the
franchisor should defer a portion of the first year's franchise fee and amortize it
over the next four years at a rate that will cover costs and provide a reasonable
profit.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 6950

State and Local Governments

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved

[.13] Reserved

[.14] Reserved

[.15] Reserved

[.16] Reserved

[.17] Reserved

.18 Accounting for the Issuance of Zero-Coupon Bonds and Other
Deep Discount Debt by a Governmental Entity

Inquiry—A governmental entity issues zero-coupon bonds due in 10 years.
Even though bond interest and principal is not due until the end of the bond's
term, a sinking fund was established. When should interest expense be recog-
nized and principal payments be deducted from the debt?

Reply—The treatment by governmental entities of the bond discount re-
lated to deep-discount debt has not been specifically addressed in authoritative
literature. As discussed in Governmental Accounting, Auditing and Financial
Reporting, by the Government Finance Officers Association, the accrual of prin-
cipal and interest payments for zero-coupon bonds and other deep-discount debt
is not recommended because the requirement that payments be due "early in
the next year" is not met. The face amount of the debt less the discount pre-
sented as a direct deduction should be presented in the general long-term debt
account group. The net value of the bonds should be accreted (the discount
reduced) over the life of the bonds in the long-term debt account group. This
presentation shows what amount would be payable if the debt were required to
be paid today. The interest method provides an acceptable means of amortizing
the discount. However, the straight line amortization method may also be used
if its application would not produce amounts that differ materially from those
that would be achieved if the interest method were applied.

[.19] Reserved
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[.20] Reserved

.21 Auditor's Reports on Local Governments
Inquiry—A state law referring to the audit of local governments requires

every auditor's report to state that the audit was conducted in accordance with
generally accepted auditing standards and with the auditing standards pre-
scribed by the state auditor. The law also requires the auditor's report to con-
form with the standard report form and to contain a reference to a report of
comments and recommendations.

May a CPA include such wording in the opinion if he or she has followed the
standards prescribed by the state auditor and he or she has included a report
of comments and recommendations?

Reply—A CPA may state in the report that the audit has been conducted
in accordance with generally accepted auditing standards and with the stan-
dards prescribed by the state treasurer if the audit was in fact conducted in
accordance with these standards.

Also a CPA may include in the auditor's report a reference to a report
of comments and recommendations if such a report has in fact been issued.
[Amended June 1995; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]

.22 State Accounting Guide Differs From GAAP
Inquiry—Are reports on financial statements conforming to the State

accounting guide requirements considered auditor's reports on special pur-
poses financial statements in accordance with AU-C section 800, Special
Considerations—Audits of Financial Statements Prepared in Accordance With
Special Purpose Frameworks (AICPA, Professional Standards)?

Reply—Yes. Reports on financial statements conforming to the State ac-
counting guide requirements are considered auditor's reports on special pur-
poses financial statements. Paragraph .07 of AU-C section 800 states that a
basis of accounting that an entity uses to comply with the requirements or fi-
nancial reporting provisions of a regulatory agency to whose jurisdiction the
entity is subject is a special purpose framework. Paragraph .A35 of AU-C sec-
tion 800 contains illustrations of auditor's reports on special purpose financial
statements. In addition, chapter 14 of Audit and Accounting Guide State and
Local Governments discusses auditor reporting when law or regulation requires
a government to prepare and file with a regulatory agency financial statements
that do not constitute a complete presentation of all the financial statements
required by GASB Statement No. 34, Basic Financial Statements—and Man-
agement's Discussion and Analysis—for State and Local Governments, but that
otherwise are prepared in accordance with GAAP.

[Amended, June 1995; Amended, December 2004; Revised, December 2012, to
reflect conforming changes necessary due to the issuance of SAS Nos.

122–126.]
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Q&A Section 6960

Colleges and Universities

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

[.10] Reserved

[.11] Reserved

.12 Allocation of Overhead
Inquiry—A private college has many individual restricted programs funded

from federal, state and private contributions. One of the programs was charged
a $97,000 overhead expense amount, with the credit going to revenue in another
program. Is it appropriate under generally accepted accounting principles to
record revenue based on the overhead allocation?

Reply—No, it is inappropriate. The allocation of overhead is an interpro-
gram transaction that should not be reported as revenue of the program pro-
viding the services but rather as a reduction of expense of such program. For
additional information related to this topic, see chapter 16 of Audit and Ac-
counting Guide Not-for-Profit Entities.

[Amended, June 1995.]
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Q&A Section 6970

Entertainment Industry

.01 Changes in Film Impairment Estimates During Quarters
Within a Fiscal Year (Part I)

Inquiry—Company A produced a film that is subject to the requirements of
Financial Accounting Standards Board (FASB) Accounting Standards Codifi-
cation (ASC) 926, Entertainment—Films. In accordance with paragraphs 12–17
of FASB ASC 926-20-35, Company A determined at the end of the first quarter
of 20X1 that the film was impaired. Company A wrote down the film's cost ba-
sis by $2 million, which represents the amount that the film's net book value
exceeded the film's fair value. Company A determined the film's fair value by
using a discounted cash flow model. At the end of the second quarter of 20X1,
Company A determines based on updated information that the film's estimated
net cash flows will be greater than anticipated at the end of the first quarter.
Is the change in the estimated net cash flows a circumstance under FASB ASC
926 that requires Company A to restore all or a portion of the film's cost basis
that was written off in the first quarter of 20X1?

Reply—Yes. FASB ASC 926-20-35-3 requires that changes in estimates dur-
ing the fiscal year be applied retroactively from the beginning of the fiscal year.

In this situation, Company A would use the new information regarding the
film's estimated net cash flows gathered in the second quarter as if it were avail-
able in the first quarter to determine what the amount of the impairment loss
would have been in the first quarter. Company A would record this adjustment
to the impairment loss in the second quarter. Company A also would adjust the
film's cost amortization for the first and second quarters to reflect the revised
impairment loss. Company A should not restate the first quarter. In accordance
with FASB ASC 926-20-35-13, the amount of the impairment write down re-
stored cannot result in the adjusted net book value exceeding the film's fair
value at the end of the second quarter. For example, if the revised first quarter
calculation indicates that the impairment loss was only $1 million at the end of
the first quarter, the actual adjustment at the end of the second quarter would
be different than the $1 million because of the effect on the film's cost amor-
tization using the individual-film-forecast-computation method, and possibly
the film's fair value at the end of the second quarter. In addition, restorations
of impairment write downs on a film should not exceed previous impairment
write downs taken on that film.

FASB ASC 270-10-45-14 requires that Company A disclose the effect of
the change in estimate in the period that the change occurred. For public reg-
istrants, the Management Discussion and Analysis should address material
restorations of prior impairment write downs.

Note that had the change in estimated net cash flows occurred in the sub-
sequent fiscal year, FASB ASC 926-20-35-13 would prohibit Company A from
adjusting the impairment write down taken in 20X1.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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.02 Changes in Film Impairment Estimates During Quarters
Within a Fiscal Year (Part II)
Inquiry—Assume the same facts in section 6970.01 with the following excep-
tion. The film's actual net cash inflow for the second quarter was as expected by
Company A at the end of the first quarter. Company A, as expected, spent most
of its advertising budget to promote the film during the second quarter. The
film's estimated net cash inflow for subsequent periods also did not change. As
a result of the advertising expenditures, using a discounted cash flow model at
the end of the second quarter, the film's fair value increased from the amount
determined at the end of the first quarter. Is that a circumstance under FASB
ASC 926, for which Company A should restore all or a portion of the film's cost
basis that was previously written off in the first quarter of 20X1?

Reply—No. In this situation the film's estimated net cash flows did not change
from those used to estimate the film's fair value at the end of the first quarter.
Accordingly, the guidance in FASB ASC 926-20-35-3 is not applicable.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 6980

Brokers and Dealers

.01 Auditor's Report on Internal Control for Broker-Dealer
[Amended]

Inquiry—Some state regulatory agencies are requesting that their name
be included in the restrictive paragraph of the auditor's report on internal ac-
counting control for broker-dealers. Because most broker-dealers must comply
with Securities and Exchange Commission (SEC) regulations, the report on in-
ternal accounting control from their auditors includes a report on the additional
requirements of Rule 17a-5(g) as well as a report on their study and evaluation
as part of an audit. The restriction paragraph of the report illustrated in the
AICPA Audit and Accounting Guide Brokers and Dealers in Securities appendix
C therefore includes the SEC as a designated recipient of the report and reads
as follows:

This report is intended solely for the information and use of
the Board of Directors, management, the SEC, [designated
self-regulatory organization], and other regulatory agencies
that rely on Rule 17a-5(g) under the Securities Exchange Act
of 1934 in their regulation of registered brokers and dealers,
and should not be used for any other purpose.

One state agency suggested revising the paragraph to reflect other agencies
as recipients as follows:

This report is intended solely for the information and use of
the Board of Directors, management, the SEC, [designated
self-regulatory organization], and other regulatory agencies
and should not be used for any other purpose.

Is this proposed revised wording appropriate in view of the fact that not all
regulatory agencies use the SEC's Rule 17a-5(g) criteria or other established
criteria for the evaluation of the adequacy of internal accounting control pro-
cedures for their purposes?

Reply—No. The previous suggested wording is not appropriate because the
report would then be distributable to all other non-SEC regulatory agencies,
and as stated, most agencies, including those of the 50 states, do not establish
criteria in reasonable detail and in terms susceptible to objective application
for the auditor's study, evaluation and report on the control procedures for the
agencies' purposes.

[Amended, September 1997.]

[.02] Reserved
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Q&A Section 6985

U.S. Department of Housing and Urban Development (HUD)
Programs

[.01] Reserved
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Q&A Section 6990

Common Interest Realty Associations

.01 Personal Property of Timeshares
Inquiry—Should a common interest realty association (CIRA) that is a

timeshare development report as assets personal property that it owns and
uses as internal unit furnishings for timeshare units?

Reply—Yes. Financial Accounting Standards Board Accounting Standards
Codification 972-360-25-5 states, "Common interest realty associations shall
recognize common personal property, such as furnishings, recreational equip-
ment, maintenance equipment, and work vehicles, that is used by the common
interest realty association in operating, preserving, maintaining, repairing, and
replacing common property and providing other services, as assets." Personal
property that is owned by a CIRA and used as internal unit furnishings for
timeshare units is common personal property that is used by the CIRA in pro-
viding other services.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 6995

Credit Unions

.01 Financial Reporting Issues Related to Actions Taken by the Na-
tional Credit Union Administration on January 28, 2009 in Connec-
tion With the Corporate Credit Union System and the National Credit
Union Share Insurance Fund

Inquiry—On January 28, 2009, the National Credit Union Administra-
tion (NCUA) announced certain actions it was taking to stabilize the corporate
credit union system. The NCUA indicated that the expense of the actions would
be passed on proportionately to all federally-insured credit unions through the
partial (currently estimated by NCUA to be 51 percent) write-off of such credit
unions' existing deposits with the National Credit Union Share Insurance Fund
(NCUSIF), as well as the assessment of an insurance premium sufficient to re-
turn the NCUSIF's equity to insured shares ratio to 1.30 percent.

Federally insured credit unions (including corporate credit unions) are re-
quired to maintain a refundable deposit with the NCUSIF in an amount equal
to one percent of the credit union's total insured shares. The amount on deposit
in the insurance fund is periodically adjusted for changes in the balance of a
credit union's insured shares. In addition, a credit union is required to pay an
additional annual insurance premium equal to one-twelfth of one percent of its
insured shares.

Credit unions also have their own financial system, the Corporate Credit
Union Network, consisting of the U.S. Central Federal Credit Union (USC) and
its member corporate credit unions. These state or regional corporate credit
unions make available a wide range of investments and correspondent financial
services for credit unions, and the USC serves as a financial intermediary for
corporate credit unions. The USC and many of the corporate credit unions made
investments in asset-backed securities that became impaired during 2008.

In a letter to federally-insured credit unions (NCUA Letter No. 09-CU-02)
issued on January 28, 2009, the NCUA stated that the corporate credit union
system is now facing unprecedented strains on its liquidity and capital due
to credit market disruptions and the current economic climate, and that given
the importance of the USC as a liquidity and payment systems provider to both
corporate credit unions and, by extension, natural person credit unions, NCUA
is taking decisive action to stabilize the USC's financial position and provide
stability for the liquidity needs of the corporate system. In the letter, the NCUA
announced two significant actions it was taking to address the current status
of the corporate credit union system, as follows:

� The NCUA is injecting $1 billion in cash from the NCUSIF into the
USC in the form of capital. The NCUA has stated that while a cap-
ital infusion has cost implications for all credit unions, it is a lower
cost alternative than liquidation and sale of the distressed secu-
rities held by the USC in today's market. The staff notes that in
the unaudited January 2009 financial statements of the NCUSIF,
this investment in the USC was immediately written off.

� The NCUA is offering a voluntary temporary NCUSIF guarantee
of member shares in corporate credit unions through December
31, 2010. The guarantee will cover all shares, but does not include
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paid-in capital and membership capital accounts. The NCUA be-
lieves the guarantee helps provide stability to meet the liquidity
needs of the corporate system, which will allow for the orderly
pay down of stressed securities and, in turn, reduces the over-
all resolution cost. The NCUA's initial estimate of the liability at-
tributable to this guarantee is $3.7 billion, based on current corpo-
rate credit union balance sheets (that is, the holdings of impaired
asset-backed securities) and the modeling of various market sce-
narios. The NCUA has indicated that this estimate could change
significantly depending on a host of factors including, but not lim-
ited to, credit loss estimates.

In consideration of AU-C section 560, Subsequent Events and Subsequently
Discovered Facts (AICPA, Professional Standards), do the actions of the NCUA
with regard to the valuation of a federally-insured credit union's NCUSIF de-
posit at December 31, 2008, constitute a subsequent event that provides evi-
dence of conditions that existed at the date of the financial statements (com-
monly referred to as a "type 1" subsequent event), or of conditions that arose
after the date of the financial statements (commonly referred to as a "type 2"
subsequent event)? Secondly, when and how should the obligation for the in-
surance premium be recognized for financial reporting purposes?

Reply—

Issue 1: NCUSIF Deposit. The AICPA staff believes that there is diversity
in opinion on this issue and based on the facts known at the time this question
and answer was issued, the staff does not express a preference for either of the
views discussed in the following paragraphs.

Existing authoritative guidance for the accounting for the NCUSIF de-
posit is in Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 942-325-25-3, which states the following:

For credit unions and corporate credit unions, amounts deposited with
the National Credit Union Share Insurance Fund shall be accounted
for and reported as assets as long as such amounts are fully refund-
able.

FASB ASC 942-325-35-4 further states the following:

The refundability of National Credit Union Share Insurance Fund de-
posits shall be reviewed for impairment. When the refundability of a
deposit is evaluated, the financial condition of both the credit union
and of the National Credit Union Share Insurance Fund shall be con-
sidered. Deposits may be returned to solvent credit unions for a num-
ber of reasons, including termination of insurance coverage, conversion
to insurance coverage from another source, or transfer of operations of
the insurance fund from the National Credit Union Administration
Board. However, insolvent or bankrupt credit unions shall not be en-
titled to a return of their deposits. To the extent that National Credit
Union Share Insurance Fund deposits are not refundable, they shall
be charged to expense in the period in which the deposits are made or
the assets become impaired.

� Alternative A—Type 1 Subsequent Event

AU-C section 560 addresses the auditor's responsibilities relating
to subsequent events occurring between the date of the financial
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statements and the date of the auditor's report that require adjust-
ment of, or disclosure in, the financial statements. AU-C section 560
describes one type of subsequent event as an event that provides evi-
dence of conditions that existed at the date of the financial statements.
Proponents of type 1 subsequent event accounting maintain that the
actions taken by the NCUA on January 28, 2009 constitute additional
evidence regarding strained liquidity and capital deterioration condi-
tions that existed at December 31, 2008, and that the NCUA announce-
ment on January 28, 2009 of the partial write-off of the NCUSIF de-
posit is a confirmation of those conditions at December 31, 2008.
Proponents of this view also believe that Emerging Issues Task Force
(EITF) Issue No. 87-22, "Prepayments to the Secondary Reserve of the
FSLIC," addresses a situation that may be considered relevant. Sim-
ilar to the NCUSIF, the Federal Savings and Loan Insurance Corpo-
ration (FSLIC) required insured institutions to make annual prepay-
ments of their regular future insurance premiums. In May 1987, the
Federal Home Loan Bank Board eliminated the secondary reserve of
the FSLIC as of December 31, 1986. The Task Force reached a consen-
sus that the impairment of the secondary reserve of the FSLIC was a
type 1 subsequent event.
� Alternative B—Type 2 Subsequent Event

AU-C section 560 describes a second type of subsequent event as an
event that provides evidence of conditions that arose after the date of
the financial statements.
Proponents of type 2 subsequent event accounting refer to the NCUA's
disclosures that it had no obligation to undertake the actions approved
on January 28, 2009, and that the NCUSIF deposits were refundable
under the circumstances noted in FASB ASC 942-325-25 and FASB
ASC 942-325-35 until January 28, 2009. As such, proponents of this
view believe that the NCUSIF deposits did not become impaired until
January 28, 2009.
Proponents of this view also believe that EITF Topic No. D-47, "Ac-
counting for the Refund of Bank Insurance Fund and Savings Associ-
ation Insurance Fund Premiums," in which the Financial Accounting
Standards Board (FASB) staff expressed their belief that insured insti-
tutions should not accrue a liability for a potential special assessment
of deposit insurance premium until the period in which any proposed
legislation is enacted, can be used by analogy to support their view
regarding the NCUSIF deposit.

Issue 2: Premium Assessment.
� View A—Record in 2009. Proponents of this view support recog-

nition of the obligation to pay the insurance premium when as-
sessed, at January 28, 2009, and refer to FASB ASC 942-325-35-
4(c), which states that to the extent that the NCUA Board assesses
premiums to cover prior operating losses of the insurance fund or
to increase the fund balance to "normal operating levels," credit
unions should expense those premiums when assessed.

Further reference is made to the aforementioned EITF Topic No. D-
47, in which the FASB staff expressed their belief that insured insti-
tutions should not accrue a liability for a potential special assessment
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of deposit insurance premium until the period in which any proposed
legislation is enacted.

� View B—Record in 2008. If NCUSIF deposit impairment is recog-
nized in 2008, proponents of view B believe that both the NCUSIF
deposit impairment and the additional premium assessment re-
late to the same event and conditions that caused the deposit im-
pairment that existed at December 31, 2008, and that both should
be recorded as of December 31, 2008.

[Issue Date: March 2009; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC; Revised, December 2012, to

reflect conforming changes necessary due to the issuance of SAS Nos.
122–126.]

.02 Evaluation of Capital Investments in Corporate Credit Unions
for Other-Than-Temporary Impairment

Inquiry—In a letter to its shareholders on February 2, 2009, the U.S. Cen-
tral Federal Credit Union (USC) explained its financial position to other cor-
porate credit unions that have direct capital investments in the USC in the
form of membership capital shares (MCS) and paid-in capital (PIC). The letter
also explained that on December 31, 2008, $450 million of members' MCS were
converted to a new form of capital, paid-in capital II (PIC II). On January 28,
2009, the USC announced that it would record other-than-temporary impair-
ment (OTTI) charges of approximately $1.2 billion for 2008 in relation to its
portfolio of asset-backed securities as a result of severe deterioration in eco-
nomic and market data during the fourth quarter of 2008, and that this charge
resulted in an accumulated deficit (negative retained earnings) for the USC of
approximately $493 million. The staff notes that audited financial statements
of the USC as of and for the year ended December 31, 2008 were not available
at the time of issuance of this question and answer. On January 28, 2009, the
National Credit Union Administration (NCUA) announced that it was injecting
$1.0 billion from the National Credit Union Share Insurance Fund (NCUSIF)
in the form of new PIC to the USC, which is senior to all other forms of USC cap-
ital. The staff notes that in the unaudited January 2009 financial statements
of the NCUSIF, this investment in the USC was immediately written off.

According to the NCUA Rules and Regulations, membership capital means
funds contributed by members that are

� adjustable balance with a minimum withdrawal notice of three
years or are term certificates with a minimum term of three years.

� available to cover losses that exceed retained earnings and PIC.
� not insured by the NCUSIF or other share or deposit insurers.
� cannot be pledged against borrowings.

Paid-in capital means accounts or other interests of a corporate credit
union that are

� perpetual, noncumulative dividend accounts.
� available to cover losses that exceed retained earnings.
� not insured by the NCUSIF or other share or deposit insurers.
� cannot be pledged against borrowings.
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How should a corporate credit union evaluate its MCS and PIC in the USC

for OTTI at December 31, 2008? Similarly, how should a natural person credit
union evaluate its MCS and PIC investments in other corporate credit unions
for OTTI at December 31, 2008?

Reply—The staff believes the following authoritative literature is helpful
in making that evaluation.

FASB ASC 320, Investments—Debt and Equity Securities, addresses equity se-
curities that have readily determinable fair values. As there is no active mar-
ket for MCS or PIC investments, FASB ASC 320 would not apply. FASB ASC
323, Investments—Equity Method and Joint Ventures, generally requires that
investments in common stock that result in the investor having the ability to
exert significant influence over the issuer be accounted for using the equity
method. Otherwise, the cost method would apply. FASB ASC 323 also indicates
that a series of operating losses of an investee or other factors may indicate
that a decrease in value of the investment has occurred, which is other than
temporary and should accordingly be recognized, and reference is then made
to FASB ASC 320. MCS and PIC do not represent common stock investments;
however, the concepts of FASB ASC 323 can be considered. According to the
aforementioned USC letter to corporate credit unions, the ownership of MCS
or PIC, or both, by any particular corporate credit union would not provide it the
opportunity to exert significant influence over the USC, particularly given "one
member, one vote." As such, it appears appropriate to consider investments in
MCS and PIC cost method equity investments and that evaluation for impair-
ment by corporate credit unions is required.

Although FASB ASC 320 does not specifically apply to MCS and PIC, FASB
ASC 320 addresses issues of impairment and includes within its scope cost
method equity investments. FASB ASC 958-325-35-8 states that the guidance
in this Subtopic is applicable for investments in equity securities that are not
subject to the scope of FASB ASC 320 and not accounted for under the equity
method pursuant to FASB ASC 958-810-05-5. FASB ASC 320-10-35-25 provides
guidance on how to determine impairment on such cost-basis investments with-
out readily determinable fair values.

Step 1 of the impairment framework detailed in paragraphs 20–29 of FASB
ASC 320-10-35 requires an investor to determine whether or not the fair value
of the investment is less than its cost basis. FASB ASC 320-10-35-25 regarding
cost-method investments (that have no readily determinable fair value) states
the following:

Because the fair value of cost-method investments is not readily deter-
minable, the evaluation of whether an investment is impaired shall be
determined as follows:

a. If an entity has estimated the fair value of a cost-method
investment (for example, for disclosure under Section 825-
10-50, that estimate shall be used to determine if the in-
vestment is impaired for the reporting periods in which
the entity estimates fair value. If the fair value of the in-
vestment is less than its cost, proceed to Step 2.

b. For reporting periods in which an entity has not estimated
the fair value of a cost-method investment, the entity shall
evaluate whether an event or change in circumstances has
occurred in that period that may have a significant adverse
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effect on the fair value of the investment (an impairment
indicator).

FASB ASC 320-10-35-27 further states the following:

Impairment indicators include, but are not limited to:
a. A significant deterioration in the earnings performance,

credit rating, asset quality, or business prospects of the in-
vestee

b. A significant adverse change in the regulatory, economic,
or technological environment of the investee

c. A significant adverse change in the general market condi-
tion of either the geographic area or the industry in which
the investee operates

d. A bona fide offer to purchase (whether solicited or unso-
licited), an offer by the investee to sell, or a completed auc-
tion process for the same or similar security for an amount
less than the cost of the investment

e. Factors that raise significant concerns about the investee's
ability to continue as a going concern, such as negative
cash flows from operations, working capital deficiencies,
or noncompliance with statutory capital requirements or
debt covenants.

FASB ASC glossary defines fair value as "the price that would be received
to sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date." The staff understands that, in
practice, fair value disclosures under FASB ASC 825-10-50 for MCS and PIC
have generally reflected redemption values (at par), and have recognized that
such investments were interest-earning at assumed market rates of interest.
This is similar to historical fair value disclosures for investments in Federal
Home Loan Bank stock.

FASB ASC 320-10-35-30 states the following:

When the fair value of an investment is less than its cost at the balance
sheet date of the reporting period for which impairment is assessed,
the impairment is either temporary or other than temporary. An entity
shall apply the following guidance and other guidance that is pertinent
to the determination of whether an impairment is other than tempo-
rary, such as the guidance in Section 325-40-35, as applicable. Other
than temporary does not mean permanent.

The staff notes that entities holding MSC or PIC should first determine
whether fair values are believed to be less than the cost bases of the respective
holdings at the balance sheet date. If so, such impairment is assessed as ei-
ther temporary or other than temporary. In this regard, SEC Staff Accounting
Bulletin Topic 5M indicates the following:

The value of investments in marketable securities classified as either
available-for-sale or held-to-maturity may decline for various reasons.
The market price may be affected by general market conditions which
reflect prospects for the economy as a whole or by specific information
pertaining to an industry or an individual company. Such declines re-
quire further investigation by management. Acting upon the premise
that a write-down may be required, management should consider all
available evidence to evaluate the realizable value of its investment.
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There are numerous factors to be considered in such an evaluation
and their relative significance will vary from case to case. The staff
believes that the following are only a few examples of the factors which,
individually or in combination, indicate that a decline is other than
temporary and that a write-down of the carrying value is required:

a. The length of the time and the extent to which the market
value has been less than cost;

b. The financial condition and near-term prospects of the is-
suer, including any specific events which may influence the
operations of the issuer such as changes in technology that
may impair the earnings potential of the investment or the
discontinuance of a segment of the business that may af-
fect the future earnings potential; or

c. The intent and ability of the holder to retain its investment
in the issuer for a period of time sufficient to allow for any
anticipated recovery in market value.

Unless evidence exists to support a realizable value equal to or greater
than the carrying value of the investment, a write-down to fair value
accounted for as a realized loss should be recorded. In accordance with
the guidance of paragraph 16 of Statement 115, such loss should be
recognized in the determination of net income of the period in which it
occurs and the written down value of the investment in the company
becomes the new cost basis of the investment.

Accordingly, investors should consider an evaluation of the financial posi-
tion of the USC and its ability to redeem the MSC or PIC within anticipated
time frames. The staff believes the audited financial statements of the USC as
of and for the year ended December 31, 2008 would be useful evidence to appro-
priately evaluate MSC or PIC for other-than-temporary impairment. The eval-
uation for impairment should consider the specific facts and circumstances, in-
cluding consideration of the regulatory capital requirements of the USC. How-
ever, the staff does not believe that regulatory capital requirements should be
the primary consideration for assessing whether impairment is other than tem-
porary. As noted earlier in this question and answer, the NCUSIF has imme-
diately written off the investment in the USC. The staff believes this action by
the NCUSIF should be considered in the assessment of whether impairment is
deemed to be other than temporary.

The staff also notes that a natural person credit union that invests in a cor-
porate credit union whose direct investment may be impaired, should evaluate
that investment for other-than-temporary impairment using the same guid-
ance noted earlier. The staff notes that the evaluation for impairment in any
of these cases should be determined in view of the specific facts and circum-
stances.

[Issue Date: March 2009; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of FASB ASC.]
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Q&A Section 7200

Partnerships

.01 Balance Sheet Presentation of Drawings in Excess of Capital
Contributions

Inquiry—Two partners each contributed capital of $100 to form a partner-
ship for the construction of a shopping center. The partnership has obtained
several loans to fund the construction, but no payments on these loans are due
for two years. The partners each withdrew excess funds of $50,000 from the
partnership out of the proceeds of the loans.

How would the balance sheet show the $200 of capital and $100,000 of
withdrawals?

Reply—Whether the $50,000 payments to the partners are permissible de-
pends on the terms of the construction loan commitment. If the partnership
agreement is silent concerning these payments, and they are, in fact, not loans
to the partners, the $50,000 withdrawn by each partner represents drawings in
anticipation of profits. As drawing accounts, they would normally be closed to
the partners' capital accounts. In the situation presented, it would result in a
"negative" capital account for each partner in the amount of $49,900 in the part-
ners' equity section of the balance sheet. Full disclosure of the circumstances
causing the negative balance should also be included.

.02 Provision for Income Taxes on Partnership Income
Inquiry—A partnership agreement provides that in computing net profits,

there will be a provision for income taxes, and the amount of the provision for
income taxes will be considered an expense of the partnership. In the prepa-
ration of the income statement, would the net profit figure after income taxes
be considered as having been determined according to generally accepted ac-
counting principles?

Reply—Between themselves, partners may agree to compute net profits
in any fashion they wish; but for financial presentation purposes, a provision
for income taxes should not be set up. The absence of this item in the finan-
cial statement can be explained in the form of a footnote to the income state-
ment. If the income statement shows a net profit figure after income taxes, the
statement is not prepared in accordance with generally accepted accounting
principles.

[.03] Reserved

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

.08 Income Allocation of Limited Partnership
Inquiry—A real estate limited partnership allocates the depreciation de-

duction entirely to the limited partners in accordance with the provisions of
the partnership agreement. This is done in order to induce investment in the
venture by the limited partners. Would such an allocation in the financial state-
ments conform with generally accepted accounting principles (GAAP)?
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Reply—Yes. Allocation of partnership income is determined by the partner-
ship agreement. Therefore, in computing the income allocable to the limited and
general partners, the depreciation deduction may be allocated entirely to the
limited partners, in financial statements prepared in accordance with GAAP.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]
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Q&A Section 7400

Related Parties

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Exchange of Interest Bearing Note for Non-Interest Bearing
Note

Inquiry—Corporation A has an interest bearing note receivable from an
officer/shareholder. Corporation A plans to exchange the present note for a
non-interest bearing note. Should the non-interest bearing note be discounted
in accordance with Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 835, Interest?

Reply—Yes. The non-interest bearing note should be discounted in accor-
dance with FASB ASC 835, and there should be recognition of compensation
or a dividend distribution, depending on what the unstated right or privilege
represents.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]
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Q&A Section 8100

Generally Accepted Auditing Standards

.01 Determining the Effective Date of a New Statement on Auditing
Standards for Audits of a Single Financial Statement

Inquiry—The Auditing Standards Board issues a Statement on Auditing
Standards (SAS) and the effective date is as follows: "This standard is effective
for audits of financial statements for periods beginning on or after December
15, 2006." If an auditor is engaged to perform an audit of only the balance sheet
as of December 31, 2006, would the new standard be effective?

Reply—In determining whether the standard is effective to an audit of a
single statement, the auditor needs to determine whether the standard would
be effective if the auditor was engaged to audit the entity's complete set of finan-
cial statements. If the standard would be effective when auditing a complete set
of financial statements, the standard is effective when auditing a single state-
ment. If the standard would not be effective when auditing a complete set of
financial statements, the standard is not effective when auditing a single state-
ment. To illustrate, refer to the following examples:

Example 1—Entity's year began January 1, 2006, and ends December
31, 2006; would the standard apply to an audit of only the balance
sheet as of December 31, 2006?

No, because the standard is not effective until periods beginning on
or after December 15, 2006. Because the standard would not be effec-
tive if engaged to audit the complete set of financial statements, the
standard is not effective if engaged to audit only the balance sheet.

Example 2—Entity's year begins November 1, 2006, and ends October
31, 2007; would the standard apply to an audit of only the balance
sheet as of June 30, 2007 (or as of any date during their year)?

No, for same reason as stated in Example 1.

Example 3—Entity's year begins December 25, 2006, and ends Decem-
ber 21, 2007 (52–53 weeks); would the standard be effective if the au-
ditor is engaged to audit only the balance sheet as of December 31,
2006?

Yes, because the fiscal period began after December 15, 2006, the stan-
dard would be effective if engaged to audit a complete set of financial
statements for this period. Therefore, the standard is effective for an
audit of the balance sheet only.

Example 4—Entity's year begins January 1, 2007, and ends December
31, 2007; would the standard be effective if the auditor is engaged to
audit only the balance sheet as of January 31, 2007?

Yes, for the same reason as stated in Example 3.

.02 Determining the Effective Date of a New Statement of Auditing
Standards for Audits of Interim Periods

Inquiry—The Auditing Standards Board issues a SAS and the effective
date is as follows: "This standard is effective for audits of financial statements
for periods beginning on or after December 15, 2006." If an auditor is engaged
to perform an "interim audit" of an entity's financial statements, would the
standard apply?
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Reply—The auditor would refer to the entity's normal fiscal year to de-
termine whether the standard is effective. To illustrate, refer to the following
examples:

Example 1—Entity's year begins January 1, 2007. The standard would
be effective for an audit of financial statements for the three-month
period ending March 31, 2007, because the interim period began after
December 15, 2006.
Example 2—Entity's year begins October 1, 2006. The standard would
not be effective for an audit of financial statements for the six-month
period ending March 31, 2007, because the interim period began prior
to December 15, 2006.

.03 Using Current Auditing Standards for Audits of Prior Periods
Inquiry—An auditor is engaged to perform an audit of financial statements

that are as of or for a period that ended prior to the effective date of the clar-
ified auditing standards. May an auditor use the clarified auditing standards
that are currently effective at the time the audit is performed even though the
standards were not effective for that prior period?

Reply—Yes. Because the clarified auditing standards are now effective and
comprise auditing standards generally accepted in the United States of Amer-
ica (GAAS), the auditor may perform and report on an entity's prior period
financial statements using the clarified auditing standards. The auditor's doc-
umentation should indicate whether the auditor followed GAAS currently in
effect or whether the auditor followed GAAS that existed for the period under
audit.

[Issue Date: December 2013.]
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Q&A Section 8200

Internal Control

.01 [Reserved]

.02 Determining Accuracy of Cash Collections for Coin-Operated
Machines

Inquiry—How can the accuracy of the cash collections be determined for
a chain of laundromats with several thousand machines? The coin-operated
machines do not employ the use of meters, counters, locked boxes, or any other
devices that would provide a basis for control.

Reply—One method to determine if the machines' receipts are being sur-
rendered intact is to occasionally fill selected coin-operated machines with
marked coins. The subsequent collections can then be reviewed to make sure
the same coins have been turned in. It may also be possible to correlate revenues
with consumption of water and electricity by these machines. Furthermore, it
may be possible to determine the expected revenues from an installation and
the extent to which the machines are being used by observation of the activities
of selected installations.

.03 [Reserved]

.04 [Reserved]

.05 Testing the Operating Effectiveness of Internal Control
Inquiry—Where the auditor anticipates the entity may not have effective

internal control, does AU-C section 315, Understanding the Entity and Its En-
vironment and Assessing the Risks of Material Misstatement (AICPA, Profes-
sional Standards), require the auditor to obtain an understanding of internal
control even if the auditor intends to design a substantive audit approach and
not rely on controls?

Reply—Yes. Paragraph .13 of AU-C section 315 states

The auditor should obtain an understanding of internal control rel-
evant to the audit. Although most controls relevant to the audit are
likely to relate to financial reporting, not all controls that relate to
financial reporting are relevant to the audit. It is a matter of the audi-
tor's professional judgment whether a control, individually or in com-
bination with others, is relevant to the audit.[1]

Paragraph .14 of AU-C section 315 further states

When obtaining an understanding of controls that are relevant to the
audit, the auditor should evaluate the design of those controls and
determine whether they have been implemented by performing proce-
dures in addition to inquiry of the entity's personnel.

The nature and extent of the auditor's understanding of relevant controls is
described in paragraph .A68 of AU-C section 315, which states

Evaluating the design of a control involves considering whether
the control, individually or in combination with other controls, is

[1] [Footnote deleted, December 2012, to reflect conforming changes necessary due to the issuance
of SAS Nos. 122–126.]
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capable of effectively preventing, or detecting and correcting, material
misstatements. Implementation of a control means that the control
exists and that the entity is using it. Assessing the implementation
of a control that is not effectively designed is of little use, and so the
design of a control is considered first. An improperly designed control
may represent a significant deficiency or material weakness in the en-
tity's internal control.

When the auditor believes, based on the understanding of controls, that con-
trols are capable of effectively preventing or detecting and correcting material
misstatements at the assertion level, the auditor may initially assess control
risk at a low level during the risk assessment phase of the audit. This initial
assessment of control risk is subject to the satisfactory results of the tests of
the operating effectiveness of those controls to support that control risk assess-
ment. Whether an auditor initially assesses control risk at a low level, and the
degree thereof, is a matter of professional judgment.

In contrast, when the auditor believes, based on the understanding of con-
trols, that controls are not capable of preventing or detecting and correcting
material misstatements, the auditor would assess control risk as high, and the
auditor would plan and perform substantive procedures to appropriately re-
spond to the identified risks. In this situation, the auditor may identify missing
or ineffective controls. The auditor is required to evaluate identified control de-
ficiencies and determine whether these deficiencies, individually or in combi-
nation, are significant deficiencies or material weaknesses. Control deficiencies
identified during the audit that upon evaluation are considered significant defi-
ciencies or material weaknesses under this section should be communicated in
writing to management and those charged with governance.2 Also, in this cir-
cumstance, the auditor needs to be satisfied that performing substantive pro-
cedures alone would enable the auditor to design and perform an appropriate
audit strategy and provide sufficient appropriate audit evidence to support his
or her audit opinion.

[Issue Date: February 2008; Revised, January 2010, to reflect conforming
changes necessary due to the issuance of SAS No. 115; Revised, December

2012, to reflect conforming changes necessary due to the issuance of SAS Nos.
122–126.]

.06 The Meaning of Expectation That the Controls Are Operating
Effectively

Inquiry—Paragraph .08 of AU-C section 330, Performing Audit Procedures
in Response to Assessed Risks and Evaluating the Audit Evidence Obtained
(AICPA, Professional Standards), requires the auditor to design and perform
tests of controls to obtain sufficient appropriate audit evidence about the op-
erating effectiveness of relevant controls if the auditor's assessment of risks of
material misstatement at the relevant assertion level includes an expectation
that the controls are operating effectively or if substantive procedures alone
cannot provide sufficient appropriate audit evidence at the relevant assertion
level. What does expectation that the controls are operating effectively mean?

Reply—The phrase expectation that the controls are operating effectively
means that the auditor's understanding of the five components of internal con-
trol has enabled him or her to initially assess control risk at a low level, and the

2 See AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit
(AICPA, Professional Standards). [Footnote revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]
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auditor's strategy contemplates a combined approach of designing and perform-
ing tests of controls and substantive procedures. As stated above, the auditor's
initial assessment of control risk is preliminary and subject to the satisfactory
results of the tests of the operating effectiveness of those controls.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.07 Considering a Substantive Audit Strategy
Inquiry—Paragraph .A4 of AU-C section 330 states, in part

The auditor may determine that performing only substantive proce-
dures is appropriate for particular assertions, and therefore, the audi-
tor excludes the effect of controls from the relevant risk assessment.
This may be because the auditor's risk assessment procedures have
not identified any effective controls relevant to the assertion or be-
cause testing controls would be inefficient, and therefore, the auditor
does not intend to rely on the operating effectiveness of controls in
determining the nature, timing, and extent of substantive procedures.

Does this mean that an all substantive audit approach may be followed even
if the auditor's understanding of internal control causes him or her to believe
that controls are designed effectively?

Reply—Yes. After the auditor identifies and assesses the risks of material
misstatement, the auditor's decision about whether to test the operating effec-
tiveness of controls may be considered within a cost-benefit framework. If the
auditor believes that the benefit of testing control operating effectiveness—both
in terms of audit efficiency and effectiveness—is less than the cost of testing
controls, the auditor may be inclined to adopt an audit strategy (or modify a
preliminary strategy) that excludes testing controls. If testing the operating
effectiveness of controls would not be effective or efficient, it will then be neces-
sary to perform substantive procedures that respond to the assessed risks for
specific assertions.

However, even in smaller entities, there may be well-designed controls that
are operating effectively. For example, there may be controls over revenues that,
if tested, could reduce the extent of substantive procedures.

The extent of substantive testing cannot be reduced based on the premise
of effective controls, unless the effective operation of such controls has been
tested.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.08 Obtaining an Understanding of the Control Environment
Inquiry—In smaller entities, the control environment might be less formal

than larger entities. Is the auditor required to obtain an understanding of these
less formal controls, and when do these controls need to be tested?

Reply—AU-C section 315 addresses the auditor's responsibility to iden-
tify and assess the risks of material misstatement in the financial statements
through understanding the entity and its environment, including the entity's
internal control as described in Internal Control—Integrated Framework, pub-
lished by the Committee of Sponsoring Organizations of the Treadway Com-
mission. This includes obtaining a sufficient understanding of the design of
controls such as those that are part of the control environment to evaluate the
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design of controls relevant to an audit of financial statements and to determine
whether they have been implemented.

Even in audits of smaller entities, auditors may rely on the control environ-
ment to determine the nature, timing, and extent of further auditor procedures.
If an auditor chooses to rely on these controls, then the auditor is presumptively
required3 to test those controls.4

It is preferable to evaluate the control environment early on in the audit
process. This is because the results of the auditor's evaluation of these controls
could affect the nature, timing, and extent of other planned audit procedures.
For example, weaknesses in the control environment may undermine the ef-
fectiveness of other control components and, therefore, be negative factors in
the auditor's assessment of the risks of material misstatement, in particular in
relation to the risks of fraud.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.09 Assessing Inherent Risk
Inquiry—Paragraph .14 of AU-C section 200, Overall Objectives of the Inde-

pendent Auditor and the Conduct of an Audit in Accordance With Generally Ac-
cepted Auditing Standards (AICPA, Professional Standards), defines inherent
risk as "the susceptibility of an assertion about a class of transaction, account
balance, or disclosure to a misstatement that could be material, either indi-
vidually or when aggregated with other misstatements, before consideration of
any related controls." In situations in which the auditor's methodology makes
separate assessments of inherent risk and control risk, does this mean that
an auditor can ignore the assessment of control risk in his or her assessment
of the combined risks of material misstatement if inherent risk is assessed as
low?

Reply—No. Paragraph .26 of AU-C section 315 states, in part

To provide a basis for designing and performing further audit proce-
dures, the auditor should identify and assess the risks of material mis-
statement at[5]

b. the relevant assertion level for classes of transactions, ac-
count balances, and disclosures.

Because an auditor is required to assess the combined risk of material misstate-
ment, an auditor can not ignore control risk regardless of his or her assessment
of inherent risk. While auditing standards do not require separate assessments
to be performed, they do require an assessment of risk of material misstatement
that includes control risk.

While not required by generally accepted auditing standards, some au-
dit methodologies may express the assessment of inherent risk in quantitative

3 See paragraph .08 of AU-C section 330, Performing Audit Procedures in Response to Assessed
Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional Standards). [Footnote re-
vised, December 2012, to reflect conforming changes necessary due to the issuance of SAS Nos. 122–
126.]

4 Chapter 4 of the AICPA Audit Guide Assessing and Responding to Audit Risk in a Financial
Statement Audit provides further guidance about obtaining an understanding of the entity and its
environment, including its internal control, and about evaluating and testing entity level controls,
including the control environment.

[5] [Footnote deleted, December 2012, to reflect conforming changes necessary due to the issuance
of SAS Nos. 122–126.]
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terms (for example, percentages) or nonquantitative terms (for example, high,
medium, or low). Because the definition of inherent risk excludes the effect of
any related controls, the auditor's assessment of inherent risk should exclude
the effect of any related controls. Therefore, if an auditor assesses inherent risk
as low, an auditor has to be careful whether his or her judgment was influenced
by the effect of certain controls.

For example, assume an auditor is auditing a balance sheet account that
the auditor expects to have only one adjustment per month posted to it. The
auditor believes that the monthly adjustment is relatively easy to calculate.
Assume further that the auditor's methodology calls for the auditor, as part of
performing risk assessment procedures, to assess inherent risk at the assertion
level as high, medium, or low. The auditor assesses the susceptibility of inher-
ent risk as low because the auditor believes that the amount is relatively easy
to calculate, but also partially because the auditor has not identified a misstate-
ment in this account in prior year audits and believes that the bookkeeper is
capable of recording the correct monthly amount.

In this example, the auditor's professional judgment as to the assessment
of inherent risk was influenced by the auditor's belief that the bookkeeper is
competent and has never made an error in prior years in posting the monthly
adjustment. As a result, the auditor's assessment of inherent risk did not as-
sume that there are no controls because there are some controls in place that
the bookkeeper applies in making his or her monthly adjustment.

Therefore, an auditor has to be careful when assessing inherent risk as
"low" because the auditor may be assuming that certain basic controls are in
place and operating effectively. In such cases, the auditor may actually be mak-
ing a combined assessment of the risks of material misstatement rather than
assessing only inherent risk.

As discussed in section 8200.05, Testing the Operating Effectiveness of In-
ternal Control, an initial assessment of effective controls (even a basic control)
is subject to the satisfactory results of the tests of the operating effectiveness
of those controls.

[Issue Date: March 2008; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.10 Assessing Control Risk
Inquiry—Is defaulting to a high control risk level still permitted under

AU-C section 315?

Reply—No. AU-C section 315 addresses the auditor's responsibility to iden-
tify and assess the risks of material misstatement in the financial statements
through understanding the entity and its environment, including the entity's
internal control. As the auditor obtains that understanding, the auditor may
identify material weaknesses in the design of controls and, as a result, end
up assessing control risk as high for some financial statement accounts and
relevant assertions. Also, as discussed in section 8200.07, "Considering a Sub-
stantive Audit Strategy," after identifying and assessing the risk of material
misstatement at the assertion level, the auditor may adopt a substantive audit
strategy. In this circumstance, the auditor may assess control risk as high. Fi-
nally, the auditor might initially assess control risk at low level only to find out
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later, after testing the operating effectiveness of controls, that controls were not
effective and would then reassess control risk as high.[6]

[Issue Date: March 2008; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.11 Ineffective Controls
Inquiry—If, based on his or her knowledge of the entity, an auditor be-

lieves, in advance of performing risk assessment procedures, that controls over
financial reporting are nonexistent or ineffective, could the evaluation and doc-
umentation of such controls (including the walk-through) be skipped?

Reply—No. AU-C section 315 requires the auditor to obtain an understand-
ing of internal control relevant to the audit, and to evaluate the design of those
controls and determine whether they have been implemented. In addition, AU-
C section 315 requires auditors to identify and assess the risks of material mis-
statement at the relevant assertion level as the basis for designing and per-
forming further audit procedures.

[Issue Date: March 2008; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.12 Use of Walkthroughs
Inquiry—AU-C section 315 requires the auditor to obtain an understand-

ing of internal control relevant to the audit. An auditor might perform walk-
throughs to confirm his or her understanding of internal control. If the auditor
decides to use walk-throughs to confirm his or her understanding of internal
control, how often do walk-throughs need to occur?

Reply—In accordance with AU-C section 315, the auditor is required to
obtain an understanding of internal control relevant to the audit to evaluate
the design of controls and to determine whether they have been implemented.
To do that, performing a walk-through would be a good practice. Accordingly,
auditors might perform a walk-through of significant accounting cycles every
year. In some situations, AU-C section 315 allows the auditor to rely on audit
evidence obtained in prior periods. In those situations, the auditor is required
to perform audit procedures to establish the continued relevance of the audit
evidence obtained in prior periods (for example, by performing a walk-through).
So, an auditor might perform walk-throughs every year in order to update his
or her understanding.

[Issue Date: March 2008; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.13 Documenting Internal Control
Inquiry—Does a control have to be documented for it to be tested?

Reply—No. However, it is recommended that an entity document its con-
trols so that the auditor can efficiently obtain an understanding of controls,
assess the risks of material misstatement, and test them for operating effec-
tiveness and reliance thereon (if the auditor chooses to test controls). If the
entity does not document a control, and it is an important control, AU-C sec-
tion 315 paragraph .33 requires the auditor to document the control as part
of the auditor's risk assessment procedures to identify and assess the risks
of material misstatement. The auditor is required to perform risk assessment

[6] [Footnote deleted, December 2012, to reflect conforming changes necessary due to the issuance
of SAS Nos. 122–126.]
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procedures to identify and assess the risks of material misstatements. In ad-
dition, it may not be practical to test the operating effectiveness of controls (if
the auditor chooses to do so) throughout the audit period without some level of
documentation of the control by the client.

[Issue Date: March 2008; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.14 Suggesting Improvements in Internal Control
Inquiry—When performing a walk-through of controls, may an auditor sug-

gest improvements in internal control to the client?

Reply—Yes. A byproduct of obtaining an understanding of internal control
is making suggestions for improvement to the client. That brings value to the
audit process.

[Issue Date: March 2008]

.15 Identifying Significant Deficiencies
Inquiry—If the auditor decides not to test controls, does that mean there

is a control deficiency that is required to be evaluated under AU-C section
265, Communicating Internal Control Related Matters Identified in an Audit
(AICPA, Professional Standards)?

Reply—No, not necessarily. It depends on the reasons the auditor decides
not to test the control. The auditor's decisions about the nature, timing, and
extent of further audit procedures are based on the assessment of the risks of
material misstatement. Communications under AU-C section 265 are based on
control deficiencies that the auditor has identified. If the auditor decides not to
test a control because it is nonexistent or is not properly designed, then that
would represent a control deficiency that would need to be assessed as to sever-
ity to determine whether it is a significant deficiency or material weakness. If
the design of the control is appropriate, but the auditor decides not to test it
for another reason (for example, because the control is redundant), then the
auditor has not identified a control deficiency.

[Issue Date: March 2008; Revised, January 2010, to reflect conforming
changes necessary due to the issuance of SAS No. 115; Revised, December

2012, to reflect conforming changes necessary due to the issuance of SAS Nos.
122–126.]

.16 Examining Journal Entries
Inquiry—Paragraph .21 of AU-C section 330 states, in part

The auditor's substantive procedures should include audit procedures
related to the financial statement closing process, such as

� agreeing or reconciling the financial statements with the
underlying accounting records and

� examining material journal entries and other adjust-
ments made during the course of preparing the financial
statements.

Does the phrase adjustments made during the course of preparing the financial
statements refer to journal entries and other adjustments prepared by the client
during the process of drafting the financial statements, or does it refer to journal
entries recorded during the year?

Reply—The requirement to examine material journal entries and other
adjustments made during the course of preparing the financial statements in
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paragraph .21 of AU-C section 330 refers to those journal entries and adjust-
ments prepared by the entity during the process of preparing its financial state-
ments (for example, consolidating entries or elimination entries between divi-
sions). It does not refer to the journal entries recorded by the entity in the
general ledger during the year. However, paragraph .32a of AU-C section 240,
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional
Standards), requires auditors to design and perform audit procedures to test
the appropriateness of journal entries recorded by the entity in the general
ledger during the year.

[Issue Date: March 2008; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.17 Obtaining an Understanding of Business Processes Relevant to
Financial Reporting and Communication

Inquiry—Are auditors required to obtain an understanding of business pro-
cesses relevant to financial reporting and communication in every audit en-
gagement?

Reply—Yes. AU-C section 315 states that the auditor should obtain an un-
derstanding of the information system, including the related business processes
and communication relevant to financial reporting.7

Business processes and communication, which are part of an entity's infor-
mation system, are different than the control activities relevant to the audit.
Business processes are the activities designed to

� develop, purchase, produce, sell, and distribute an entity's prod-
ucts and services;

� ensure compliance with laws and regulations; and
� record information, including accounting and financial reporting

information.

Business processes result in the transactions that are recorded, processed,
and reported by the information system. Obtaining an understanding of the
entity's business processes, which includes how transactions are originated,
assists the auditor in obtaining an understanding of the entity's information
system relevant to financial reporting in a manner that is appropriate to the
entity's circumstances.8

It is important for auditors to understand that business processes are dif-
ferent than control activities. Control activities, generally speaking, are those
steps put in place by the entity to ensure that the financial transactions are
correctly recorded and reported. The auditor is required to obtain an under-
standing of only those control activities that are considered to be relevant to
the audit. Accordingly, there are differing requirements in every audit for ob-
taining an understanding of business processes versus control activities.

[Issue Date: April 2017]

7 Paragraph .19 of AU-C section 315, Understanding the Entity and Its Environment and Assess-
ing the Risks of Material Misstatement (AICPA, Professional Standards).

8 Paragraph .A95 of AU-C section 315.
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.18 Obtaining an Understanding of Internal Control Relevant to

the Audit
Inquiry—AU-C section 315 states that the auditor should obtain an under-

standing of internal control relevant to the audit.9 Does this understanding of
internal control relevant to the audit encompass more than control activities?

Reply—Yes. In obtaining an understanding of the entity and its environ-
ment, including its internal control in accordance with the requirements of AU-
C section 315, the auditor is required to obtain an understanding of each com-
ponent of internal control. Each component of internal control is therefore rel-
evant to all audits and is required to be understood. These components include
all of the following:

a. Control environment

b. The entity's risk assessment process

c. The information system, including the related business processes
relevant to financial reporting and communication

d. Control activities relevant to the audit

e. Monitoring of controls

The auditor is required to document, among other things, his or her under-
standing of each of the components of internal control on every audit engage-
ment. The auditor's responsibilities related to understanding control activities
relevant to the audit are also discussed in AU-C section 315.10

[Issue Date: April 2017]

.19 Obtaining an Understanding of the Controls Relevant to the
Audit

Inquiry—Does an understanding of controls relevant to the audit require
the auditor to evaluate the design of controls relevant to the audit and deter-
mine whether they have been implemented every year?

Reply—Yes. When obtaining an understanding of controls that are rele-
vant to the audit, AU-C section 315 requires the auditor, when obtaining an
understanding of controls that are relevant to the audit, to evaluate the design
of those controls and determine whether they have been implemented by per-
forming procedures in addition to inquiry of the entity's personnel.11 This un-
derstanding applies to each component of internal control. When obtaining an
understanding of controls that are relevant to the audit, the auditor is required
to perform procedures in addition to inquiry of the entity's personnel. These ad-
ditional procedures may consist of one or more of the following: observations,
inspections, or tracing transactions through the information system relevant to
financial reporting. Determining which of the corroborating procedures (other
than inquiry) should be performed to evaluate responses received to inquiries
related to relevant controls is a matter for the auditor's professional judgment.

The auditor's previous experience with the entity and audit procedures per-
formed in previous audits provide the auditor with an understanding of controls
that also may be relevant to the current audit. When the auditor intends to use
information obtained from the auditor's previous experience with the entity

9 Paragraph .13 of AU-C section 315.
10 See paragraphs .21–.22 of AU-C section 315.
11 Paragraph .14 of AU-C section 315.
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and the results from audit procedures performed in previous audits, the audi-
tor should determine whether changes affecting the control environment have
occurred since the previous audit that may affect that information's relevance
to the current audit.12 The auditor's previous experience in combination with
the procedures performed to determine whether such changes have occurred
assist the auditor with the requirement to evaluate the design and determine
the implementation of relevant controls in each audit. The auditor's procedures
to update the auditor's understanding of controls may not need to be as exten-
sive as those the auditor performed to obtain his or her initial understanding
of controls. Although an auditor would still be required to perform inquiries
combined with other risk assessment procedures, such as observation and in-
spection, those procedures would be less extensive if the auditor's procedures
are limited to confirming that the processes and controls have not changed as
opposed to obtaining the understanding of controls.

Nevertheless, the procedures need to be sufficient for the auditor to be able
to appropriately assess the risks of material misstatement and design further
audit procedures responsive to assessed risks.

[Issue Date: April 2017]

.20 Control Activities That Are Always Relevant to the Audit
Inquiry—The auditor is required to obtain an understanding of control

activities relevant to the audit, including the process of reconciling detailed
records to the general ledger for material account balances.13 What control ac-
tivities are always considered to be relevant in every audit?

Reply—As discussed in paragraph .21 of AU-C section 315, control activi-
ties relevant to the audit are those control activities the auditor judges it nec-
essary to understand in order to make a preliminary assessment of control risk
which together with the assessment of inherent risk comprise the risks of ma-
terial misstatement at the assertion level and design further audit procedures
responsive to assessed risks. However, there are situations in which the audi-
tor would be required to consider control activities relevant to the audit and,
accordingly, obtain an understanding of those control activities. The following
are controls activities that, if present, are always relevant to the audit:

� Control activities that address significant risks14

� Control activities, relevant to fraud risks15

� Control activities that address risks for which substantive proce-
dures alone do not provide sufficient appropriate audit evidence16

(note that in such circumstance, the operating effectiveness of the
control is required to be tested)17

� Control activities that address risks for which the auditor intends
to rely on the operating effectiveness of controls in determining
the nature, timing, and extent of substantive procedures18

12 Paragraph .10 of AU-C section 315.
13 Paragraph .21 of AU-C section 315.
14 Paragraph .30 of AU-C section 315.
15 Paragraph .27 of AU-C section 240, Consideration of Fraud in a Financial Statement Audit

(AICPA, Professional Standards).
16 Paragraph .31 of AU-C section 315.
17 Paragraph .08 of AU-C section 330.
18 Paragraph .A101 of AU-C section 315 and paragraph .08a of AU-C section 330.
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� Control activities over journal entries, including nonstandard

journal entries used to record nonrecurring, unusual transactions,
or adjustments19

For control activities determined to be relevant to the audit whether re-
quired by the standards or based on auditor judgment, the auditor should un-
derstand how the entity has responded to risks arising from IT that may impact
the design or implementation of the entity's control activities.20 In addition,
if applicable to the audit, control activities meeting any of the criteria stated
above over the entity's use of a service organization are relevant to the audit.21

[Issue Date: April 2017]

.21 Control Activities That May Be Relevant to the Audit
Inquiry—What are the control activities that may vary from audit engage-

ment to audit engagement and may be relevant to the audit (based on the au-
ditor's judgment)?

Reply—In addition to the controls activities that are always relevant to
the audit, other control activities may exist that might be considered relevant
to the audit by the auditor based on his or her professional judgment.22 An au-
dit does not require an understanding of all control activities related to each
significant class of transactions, account, balance, and disclosure in the finan-
cial statements, or to every assertion relevant to them.23 The control activities
relevant to the audit will vary according to the nature, size, and complexity of
the entity and its operations and the circumstances of the engagement. For ex-
ample, the concepts underlying control activities in smaller entities are likely to
be similar to those in larger entities, but the formality with which they operate
may vary. The following factors may assist the auditor in identifying whether
other control activities are relevant to the audit:

� Materiality and inherent risk (for example, the auditor's emphasis
may be on identifying and obtaining an understanding of control
activities that address the areas in which the auditor considers
that risks of material misstatement are likely to be higher)24

� The understanding of other internal control components (for ex-
ample, the presence or absence of control activities obtained from
the understanding of other components of internal control as-
sists the auditor in determining whether it is necessary to de-
vote additional attention to obtaining an understanding of control
activities)25

� The implementation of any new systems and the effectiveness of
general IT controls (for example, deficiencies in general IT con-
trols may have an effect on the effective design and operation of
application controls)26

19 Paragraph .19f of AU-C section 315.
20 Paragraph .22 of AU-C section 315.
21 Paragraph .10 of AU-C section 402, Audit Considerations Relating to an Entity Using a Service

Organization (AICPA, Professional Standards).
22 Paragraph .A100 of AU-C section 315.
23 See footnote 13
24 Paragraphs .A101–.A102 of AU-C section 315.
25 Paragraph .A103 of AU-C section 315.
26 Paragraph .A108 of AU-C section 315.
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� Lack of segregation of duties (for example, in a smaller entity,
fewer employees may limit the extent to which segregation of du-
ties is possible; relevant control activities may be more limited to,
for example, understanding controls performed by management)

� Legal and regulatory requirements (for example, governmental
entities often have additional responsibilities with respect to in-
ternal control)27

The following are controls activities that may be considered relevant to the
audit (based on the factors listed previously):

� Control activities over the completeness and accuracy of infor-
mation produced by the entity if the auditor intends to make
use of the information in designing and performing further audit
procedures28

� Control activities relating to operations or compliance objectives
if such controls relate to data the auditor evaluates or uses in ap-
plying audit procedures29

� Control activities over safeguarding of assets to the extent such
controls are relevant to the reliability of financial reporting30

� Control activities that are dependent on other controls (that is,
indirect controls)31

[Issue Date: April 2017]

27 Paragraph .A74 of AU-C section 315.
28 Paragraph .A70 of AU-C section 315.
29 Paragraph .A71 of AU-C section 315.
30 Paragraph .A72 of AU-C section 315.
31 Paragraph .10b of AU-C section 315.
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Q&A Section 8220

Sampling

.01 Application of AU-C Section 530
Inquiry—When would the auditor apply the audit sampling principles in

AU-C section 530, Audit Sampling (AICPA, Professional Standards)?

Reply—Audit sampling is only one of many tools used by auditors to ob-
tain sufficient, appropriate evidence to support an opinion regarding financial
statements. AU-C section 530 outlines design, selection, and evaluation consid-
erations to be applied by the auditor when using audit sampling. As a general
rule, audit sampling can be used—

� in performing tests of controls that provide an audit trail of docu-
mentary evidence,

� in performing substantive procedures to test details of transac-
tions and balances, and

� in dual purpose tests that test a control that provides documen-
tary evidence of performance and whether the recorded monetary
amount of transactions or balances is correct.

Sampling applies when the auditor needs to decide whether the rate of
deviation from a prescribed procedure is no greater than a tolerable rate, for
example in testing a matching process or an approval process. However, risk as-
sessment procedures performed to obtain an understanding of internal control
do not involve sampling. Sampling concepts also do not apply for some tests of
controls. Tests of automated application controls are generally tested only once
or a few times when effective (IT) general controls are present, and thus do not
rely on the concepts of risk and tolerable deviation as applied in other sam-
pling procedures. Sampling generally is not applicable to analyses of controls
for determining the appropriate segregation of duties or other analyses that do
not examine documentary evidence of performance. In addition, sampling may
not apply to tests of certain documented controls or to analyses of the effec-
tiveness of security and access controls. Sampling also may not apply to some
tests directed toward obtaining audit evidence about the operation of the con-
trol environment or the accounting system, for example, inquiry or observation
of explanation of variances from budgets when the auditor does not desire to
estimate the rate of deviation from the prescribed control, or when examining
the actions of those charged with governance for assessing their effectiveness.

Thus, AU-C section 530 applies when sampling techniques are used to test
either the operating effectiveness of the controls or to test details of transac-
tions or balances.

Paragraph .05 of AU-C section 530 defines audit sampling as

The selection and evaluation of less than 100 percent of the population
of audit relevance such that the auditor expects the items selected (the
sample) to be representative of the population and, thus, likely to pro-
vide a reasonable basis for conclusions about the population. In this
context, representative means that evaluation of the sample will re-
sult in conclusions that, subject to the limitations of sampling risk,
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are similar to those that would be drawn if the same procedures were
applied to the entire population

A key to understanding that definition is the intent of the auditor in applying
the audit procedure. As noted in paragraph .A3 of AU-C section 530, the audi-
tor may examine fewer than 100 percent of the items comprising an account
balance or class of transactions for reasons other than evaluating a character-
istic of the balance or class. For example, the auditor is not performing audit
sampling in the following situations:

� An auditor traces several sales transactions through a client's ac-
counting system to gain an understanding of the manner in which
transactions are processed. AU-C section 530 would not apply be-
cause the auditor's intent was to gain an understanding of the
processing of these transactions by the accounting system, not to
evaluate a characteristic of all sales transactions processed by the
accounting system.

� The auditor might examine several large sales invoices that com-
prise a significant portion of the account balance and leave the
remaining portion of the balance untested or test the remaining
items by other means, such as the application of analytical proce-
dures. Again, AU-C section 530 does not apply because the auditor
does not intend to evaluate all items in the account balance based
on the examination of the large items.

Another consideration in determining whether AU-C section 530 is applicable
to circumstances in which an auditor examines fewer than 100 percent of the
items comprising an account balance or class of transactions is the purpose of
the test being applied. If the auditor intends to project the test results to the
entire account balance or class of transactions for the purpose of evaluating a
characteristic of the balance or class, AU-C section 530 applies. For example, if
the auditor intends to examine selected sales invoices to draw a conclusion as
to whether sales are overstated, AU-C section 530 applies—the auditor intends
to draw a conclusion about all sales. On the other hand, if the auditor selects
several large sales invoices for certain audit tests and then applies analytical
procedures to the remaining invoices, the auditor is not sampling according to
AU-C section 530—the auditor's examination of the large items is not intended
to lead the auditor to a conclusion about the other items. In that case, any
conclusion about whether sales are overstated would be based on the combined
results of the test of large sales invoices, inquiry and observations, analytical
procedures, and other auditing procedures performed related to overstatement
of sales.

In determining whether AU-C section 530 applies to a given audit proce-
dure, the auditor would also consider the population in which the auditor is
interested. The auditor might choose to divide a single reporting line on the fi-
nancial statements into several populations. For example, accounts receivable
might be divided into wholesale receivables, retail receivables and employee re-
ceivables. Each of these populations can be tested using a different audit strat-
egy. The sampling concepts in AU-C section 530 apply only to populations for
which audit sampling is used. Use of audit sampling on one population does
not mandate its use on remaining populations.

[Revised, May 2007; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]
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[.02] Reserved

.03 Adequate Size for Nonstatistical Samples
Inquiry—Is there a rule-of-thumb for determining an adequate size for

nonstatistical samples for substantive audit tests?

Reply—There is no rule-of-thumb that is appropriate for all applications.
AU-C section 530 imposes no requirement to use quantitative aids, such as sam-
ple size tables, to determine sample size. Nor does AU-C section 530 impose a
rule regarding minimum sample size. Just as before the issuance of AU-C sec-
tion 530, professional judgment is the key. Auditors often use benchmarks or
starting points such as sample sizes used in prior years or in similar circum-
stances in other audit engagements in determining what sample size is appro-
priate for a given sampling application. Paragraph .A13 of AU-C section 530
lists factors that influence the auditor's professional judgment in determining
sample size. Those factors include

� for tests of controls,

— the tolerable rate of deviation of the population to be
tested.

— the expected rate of deviation of the population to be
tested.

— the desired level of assurance (complement of risk of over-
reliance) that the tolerable rate of deviation is not ex-
ceeded by the actual rate of deviation in the population;
the auditor may decide the desired level of assurance
based on the extent to which the auditor's risk assess-
ment takes into account relevant controls.

— the number of sampling units in the population if the pop-
ulation is very small.

� for substantive tests of details,

— the auditor's desired level of assurance (complement of
risk of incorrect acceptance) that tolerable misstatement
is not exceeded by actual misstatement in the popula-
tion; the auditor may decide the desired level of assur-
ance based on

� the auditor's assessment of the risk of material
misstatement.

� the assurance obtained from other substantive
procedures directed at the same assertion.

— tolerable misstatement.

— expected misstatement for the population.

— stratification of the population when performed.

— for some sampling methods, the number of sampling
units in each stratum.

An auditor who applies statistical sampling uses tables or formulas to compute
sample size based on these judgments. An auditor who applies nonstatistical
sampling uses professional judgment to relate these factors in determining the
appropriate sample size.
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If the auditor considered factors such as these in determining sample size
in prior years or in other engagements, there may be no reason to believe that
sample sizes based on these benchmarks or starting points are inadequate. In-
dividual firms or auditors often prefer to set their own rules regarding a bench-
mark or starting point for determining sample size. AU-C section 530 does not
prohibit such policies. It merely alerts the auditor to factors the auditor should
consider in judging the adequacy of sample size.

[Revised, May 2007; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]

.04 Documentation Requirements of AU-C Section 530
Inquiry—Does AU-C section 530 impose any new documentation require-

ments?

Reply—No, AU-C section 530 contains no new specific documentation
requirements. AU-C section 230, Audit Documentation (AICPA, Professional
Standards), applies to audit sampling applications just as it applies to other au-
diting applications. For example, AU-C section 300, Planning an Audit (AICPA,
Professional Standards), requires the auditor to include in the audit documen-
tation the audit plan, and AU-C section 230 requires the auditor to prepare
audit documentation that is sufficient to enable an experienced auditor, hav-
ing no previous connection with the audit, to understand (a) the nature, tim-
ing, and extent of the audit procedures performed to comply with generally ac-
cepted auditing standards and applicable legal and regulatory requirements;
(b) the results of the audit procedures performed, and the audit evidence ob-
tained; and (c) significant findings or issues arising during the audit, the conclu-
sions reached thereon, and significant professional judgments made in reach-
ing those conclusions. Thus, with regard to audit sampling applications, the
auditor's audit program might document such items as the objectives of the
sampling application and the audit procedures related to those objectives. The
auditor's record of the work performed might include

� the definition of the population and the sampling unit, including
how the auditor considered completeness of the population.

� the definition of misstatement.
� the method of sample selection.
� a list of misstatements identified in the sample.
� an evaluation of the result of the sampling application.
� conclusions reached by the auditor.

[Revised, May 2007; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]

.05 Methods to Select Representative Sample
Inquiry—What are some selection methods that can be used to select a

representative sample?

Reply—There is no requirement in AU-C section 530, as amended, that
random sampling selection methods be used. Representative sampling methods
used by auditors include

� haphazard sampling.
� systematic sampling.
� random-number sampling.
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Haphazard sampling consists of selecting sampling units without any conscious
bias, that is, without any special reason for including or omitting items from
the sample. Haphazard sampling does not imply that units can be selected in
a careless manner. Rather, a haphazard sample is selected in a manner that
can be expected to be representative of the population. For example, where the
physical representation of the population is a file cabinet drawer of vouchers,
a haphazard sample of all vouchers processed for the year 19XX might include
any of the vouchers that the auditor pulls from the drawer, regardless of each
voucher's size, shape, location, or other physical features. The auditor using
haphazard selection would want to be careful to avoid distorting the sample
by selecting, for example, only unusual or physically small items or by omit-
ting items such as the first or last items in the physical representation of the
population.

Systematic sampling consists of determining a uniform interval, and one
item is selected throughout the population at each of the uniform intervals from
the starting point.

Random-number sampling entails matching random numbers generated
by a computer or selected from a random-number table with, for example, doc-
ument numbers.

Another method sometimes used in practice is block sampling. Block sam-
pling consists of selecting groups of sequential transactions (for example, all
vouchers processed on several selected dates). Using block samples may be in-
efficient because in order for a block sample to be adequate to lead to an audit
conclusion, a relatively larger number of blocks would be selected. If an auditor
decides to use block sampling, the auditor may want to exercise special care to
control sampling risk in designing the auditor's sample.

[Revised, May 2007; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 8310

Audit Evidence: Securities

[.01] Reserved

.02 Confirmation of Securities Held in Street Name
Inquiry—A CPA firm has been engaged to perform the initial audit of a

pension plan and trust. Most of the trust assets are investments held in street
name by a brokerage house. Some negotiable bearer bonds, held in a bank,
are in denominations not traceable to the trust account since the bond may
represent investments by more than one customer. In addition to its monthly
account statements the broker will certify details and ownership of investments
at the statement date and will permit examination of certain of its internal
records. The bank will also certify details and ownership of investments held
for the trust.

Would the fact that the securities are held in "street name" and in some
cases in denominations which cannot be traced to the trust's account preclude
obtaining sufficient appropriate audit evidence on which to base an opinion on
the financial statements of the pension plan and trust?

Reply—AU-C section 500, Audit Evidence (AICPA, Professional Standards),
discusses audit evidence. Physical inspection and count of the securities in this
case appear to be impracticable; therefore, audit evidence concerning the secu-
rities would presumably consist primarily of confirmations received from the
brokerage houses and other financial institutions which have possession of the
securities. Whether or not confirmations would represent sufficient appropriate
audit evidence is really a matter for the auditor's professional judgment.

[Revised, May 2007; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 8320

Audit Evidence: Inventories

.01 Reliance on Observation of Inventories at an Interim Date
Inquiry—Although its fiscal year ends on March 31, a client has always

counted its physical inventory on December 31. The March 31 ending inventory
has always been calculated by the gross profit method which has proven over
the past to be quite accurate. No perpetual inventory records are kept.

Can the auditor rely on an observation of inventory that takes place three
months prior to the balance sheet date?

Reply—AU-C section 501, Audit Evidence—Specific Considerations for Se-
lected Items (AICPA, Professional Standards), addresses evidence regarding
inventory. Paragraph .11 of AU-C section 501 requires the auditor to attend
physical inventory counting, unless impracticable, to observe the performance
of management's count procedures, and to perform audit procedures over the
entity's final inventory records to determine whether they accurately reflect
actual inventory count results. Paragraph .13 indicates that if attendance at
physical inventory counting is impracticable, the auditor should make or ob-
serve some physical counts on an alternate date and perform audit procedures
on intervening transactions.

Paragraph .A31 of AU-C section 501 further states, in part

For practical reasons, the physical inventory counting may be con-
ducted at a date, or dates, other than the date of the financial state-
ments. This may be done irrespective of whether management deter-
mines inventory quantities by an annual physical inventory counting
or maintains a perpetual inventory system.

Normally, observing an inventory-taking on December 31 when a client
has a March 31 year-end and perpetual records are used as the basis of the
March 31 inventories, would present no unusual problems since tests of inter-
vening transactions referred to in paragraph .13 of AU-C section 315, Under-
standing the Entity and Its Environment and Assessing the Risks of Material
Misstatement (AICPA, Professional Standards), usually can be readily applied.
However, if the client keeps no perpetual records of inventory, the tests of the
intervening transactions would, in effect, cause the auditor to create the per-
petual records as a basis for the March 31 inventory.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.02 Observation of Physical Inventory on an Initial Audit
Inquiry—A company maintains large inventories of tractor parts in five

different locations. The quantities of each part may be quite small, averaging
six or seven pieces; but there are approximately 5000 different parts on hand,
some as much as twenty years old. The company has been taking complete
physical inventories at the end of each year. In the past, the parts inventories
have been valued at the current catalogue prices.

A CPA has been engaged to perform the company's initial audit. What pro-
cedures may be followed in establishing the value of the parts inventory?

Reply—It would appear necessary under paragraph .11 of AU-C section
501; paragraph .A13 of AU-C section 510, Opening Balances—Initial Audit
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Engagements, Including Reaudit Engagements (AICPA, Professional Stan-
dards); and paragraph .07b of AU-C section 705, Modifications to the Opinion in
the Independent Auditor's Report (AICPA, Professional Standards), that the au-
ditor observe the client's count of the parts inventory. Presumably tests would
be made in each of the five locations.

Inventory pricing should be based on historical cost, rather than current
selling price. While it may not be practicable to determine cost individually
for the large number of parts on hand, it might be appropriate to determine
the ratio of cost to catalogue price to obtain an approximation of the cost of
current inventory. Also, some allowance, based on experience, should be made
for obsolescence. Presumably a part will have little current value if there is a
probability it will not be sold within five years. Costs of warehousing items for
such a period may often approach the discounted value of the sales price.

Based upon observations and upon discussions with the client's employees,
the auditor may be able to obtain some impressions as to the reliability of the
earlier inventories. This would be supported by a comparison of this year's in-
ventory with the prior year's, and by knowledge of sales and production in the
current year.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.03 Cost of Inventories Acquired From Principal Stockholder
Inquiry—A corporation purchased merchandise from a stockholder who

owns 99 percent of the corporation's stock and executed a chattel mortgage in
favor of the stockholder. The merchandise was acquired by the stockholder prior
to the formation of the corporation.

How can the CPA be sure the purchase price of this merchandise is reason-
able?

Reply—The "seller's" cost can be ascertained through the examination of
his cost records, invoices, etc., and comparing his total cost with the selling price
to the corporation. Also, the taking of inventory can be observed and verified
against physical quantities and classifications of inventory, against transfer
documents and against the transferor's cost records and invoices. If the latter
records are not available, the auditor can price the inventory at the current
replacement cost which can be obtained by reference to recent invoices, com-
munication with suppliers, or references to recent merchandise catalogs.

A basic consideration in this case is the fact that, upon incorporation, there
is a continuance of beneficial interest in the inventory transferred and in the
proceeds from its eventual disposition by virtue of the chattel mortgage and the
99 percent stock ownership. Accordingly, the transferor's cost should be carried
over and continued on the books of the newly organized corporation.

.04 Reliance on Estimates of Coal Inventories by Experts
Inquiry—An electric utility maintains a large stockpile of coal. The audi-

tors rely on the calculations of an engineering firm in their test of this inventory.
The amount of coal by weight is estimated by multiplying the volume of the coal
pile, calculated in cubic feet, by the estimated average density of the coal, mea-
sured in pounds per cubic foot. The calculated amount is then compared with
the utility's perpetual inventory records, and, if the variance is not considered
material, the perpetual inventory is accepted as the accurate amount.

Because of the uncertainties involved in this method, particularly in the
estimation of the average density of the coal, the engineers are reluctant to
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render an opinion on the amount of coal on hand. Other methods of calculating
the amount of coal such as the "two coal-pile" theory are uneconomical.

In all cases, this inventory is a material item in the accounts of the utility.
What alternative auditing procedures might be used in these circumstances?

Reply—While a slight change in density of the coal might result in a change
in computed quantity of coal on hand, the effect would most likely not be ma-
terial in relation to the balance sheet or statement of operations of the util-
ity company. Perhaps, using the criteria of statistical sampling, the engineers
would be willing to state that there is a X% probability that the quantity of coal
is a certain amount plus or minus X% (or some other measure of variability).

.05 Dates of Observation of Inventories Which Are Kept on Perpet-
ual Records

Inquiry—A retail dealer in tires and tubes has twenty-two stores. Each
month the dealer takes inventory at two stores. The dealer's auditor has ob-
served the inventory taking at ten locations. To avoid the need for extra help
at year end, January 31, the auditor proposes to visit the remaining locations
shortly after December 31 and:

� Count the tires on hand at that time.
� Reconcile the count back to the daily report at December 31.

Do the above described procedures constitute an adequate observation of in-
ventories?

Reply—Paragraphs .11–.15 of AU-C section 501 require the auditor to ob-
tain sufficient appropriate audit evidence regarding the existence and condition
of inventory. Paragraph .A31 of AU-C section 501 states, in part

For practical reasons, the physical inventory counting may
be conducted at a date, or dates, other than the date of the fi-
nancial statements. This may be done irrespective of whether
management determines inventory quantities by an annual
physical inventory counting or maintains a perpetual inven-
tory system.

Presumably the dealer has the necessary perpetual records which allow the
taking of inventory at two stores each month during the year. Therefore, the
proposed procedures would be acceptable and meet the requirement for inven-
tory observation.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.06 Observation of Consignment Inventories
Inquiry—Corporation A sells supplies and equipment for manufacturing

jewelry. Silver on consignment from a supplier is kept in a vault adjacent to
where Corporation A keeps its silver inventory. The supplier employs an in-
dependent warehouse firm to protect the consigned silver. The bonded em-
ployee of the warehouse firm has sole access to the consignment silver and per-
forms the duties of warehouse manager for Corporation A. The warehouse firm
pays the salary of the bonded employee but is reimbursed by Corporation A.
Since the possibility for substitutions between Corporation A's silver invento-
ries and the consignment silver exists, the auditors of Corporation A, in con-
ducting a physical observation of Corporation A's silver inventories, also want
to conduct a physical observation of the consignment silver. Is it necessary for
the auditors of Corporation A to observe the consignment silver?
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Reply—AU-C section 501 addresses specific considerations by the auditor
in obtaining sufficient appropriate audit evidence regarding certain aspects of
inventory, including inventory owned by a third party. Paragraph .A38 of AU-C
section 501 provides that the auditor may consider it appropriate to perform
other audit procedures instead of, or in addition to, confirmation with the third
party. Among the steps recommended for the auditor to follow, depending on
the circumstances, is to attend, or arrange for another auditor to attend, the
third party's physical counting of inventory, if practicable.

Because of the relationship which Corporation A has with the warehouse
and the bonded employee, and the possibility for substitutions of inventory be-
tween Corporation A and the supplier, the auditors would observe the consign-
ment inventory and Corporation A's inventory at the same time.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]
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Q&A Section 8330

Audit Evidence: Fixed Assets

.01 Verification of Real Estate Ownership
Inquiry—What procedures may be followed in the verification of real prop-

erty accounts? Is it sufficient to examine the documents involved in the pur-
chase of the property, to examine the real estate tax bills, and to communicate
with the holders of any mortgages or trusts secured by the property? Should
the client be required to assume the expense of a title search by an attorney?

Reply—It is generally conceded that examination of public records which
contain the history of transactions relating to realty, as well as the current sta-
tus of that property, is normally the function of an attorney or title company
rather than that of an auditor. Accordingly if it is feasible for the client to ob-
tain a letter from an attorney or title company which defines the interest the
company holds in the land based upon a title search, this appears to be the best
evidence available as to title and encumbrances.

If this procedure is too costly, then the following other audit procedures
may supply sufficient indicia of title as to enable the auditor to assume that
the client does, in fact, own the land subject to named liens.

1. Compare legal description of land found in deed with that found in
the title insurance policy, abstract of deed, tax receipts, etc.

2. Verify current payment of carrying expenses of land in question,
such as insurance premiums, tax payments, payments to mort-
gagee, etc.

3. Examine any rent receipts which may show evidence of continuing
ownership.

4. Visit the land in question, if this is practicable.

5. Request an attorney's letter describing any conveyances or encum-
brances of real property that may have been effected during the pe-
riod covered in the audit, as well as his opinion regarding present
status of title.

6. Obtain statement from client as to condition of title and encum-
brance.

7. Check municipal or county records for evidence of ownership.

Use of a property map in connection with undertaking these procedures would
also be helpful.

.02 Examination of Assets of a Rental Company
Inquiry—A lessor is in the business of leasing autos, large trucks, tractors,

and trailers. Is it necessary for the auditors to make physical observations of
the rolling stock which is scattered across the country? What other audit proce-
dures might be employed in the verification of this equipment? Must the titles
to all equipment be examined?

Reply—It is not necessary, unless some extraordinary situation or circum-
stances were brought to light, to examine titles to all the equipment. Random
test verifications of title certificates or proper registration of vehicles should be
made. The fact that the client is receiving rent for the vehicles and is currently
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making payments on its time-purchase contracts would also be verified in reg-
ular course. Any tax and insurance payments which the client is required to
make in connection with the vehicles can be checked. Also, test confirmations
of possession of vehicles with the lessee should be made. Audit responsibility
would not necessarily extend to physical observation of the equipment at its
numerous shifting locations.
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Q&A Section 8340

Audit Evidence: Confirmation Procedures

[.01] Reserved

[.02] Reserved

.03 Confirmation of Balances Due on Loans
Inquiry—A bank arranges mortgage loans whereby the borrower instructs

the bank to make payments to the contractor or developer. Payment booklets,
which specify the periodic amounts due, are sent twice yearly to the borrower.
In addition, each borrower receives an annual statement which shows his total
yearly payments as well as the various yearly charges. Many of the debtors are
unable to verify the correctness of the accrued charges and are unable to check
the outstanding balances of their loans because of the complex interest rates.
How can these loan balances be confirmed when the debtor cannot determine
the total amount of the debt?

Reply—While the debtor may not be able to calculate the balance of the
loan due, there are details of the loan which he or she should know and which
can be confirmed. A request that the debtor confirm the original amount of the
loan and the payments he or she has made would properly serve the purpose
of a confirmation. Confirmation of the interest rate might also be requested as
this affects the balance of the loan and should be known by the debtor.

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

.09 Insurance Claims
Inquiry—Should an auditor communicate with an insurance company, or

the insurance company's attorneys, when trying to obtain sufficient appropriate
audit evidence about insured claims outstanding against management?

Reply—The auditor should obtain appropriate audit evidence about claims
outstanding (a) from management and (b) by communicating with the entity's
external legal counsel in accordance with AU-C section 501, Audit Evidence—
Specific Considerations for Selected Items (AICPA, Professional Standards).
The auditor may encounter situations where neither management nor the en-
tity's external legal counsel is able to provide sufficient information regarding
outstanding claims handled by insurance companies. In those situations, the
auditor may consider communicating directly with the insurance company or
its attorneys appropriate.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.10 Letter of Inquiry to Management's External Legal Counsel
Inquiry—When an auditor requested management to send a letter of in-

quiry to management's external legal counsel, management objected because
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its external legal counsel would charge for answering the letter of inquiry. Man-
agement also believed that an inquiry about legal matters was not necessary
because it had not used the services of its external legal counsel in the cur-
rent year for any matters concerning litigation, claims or assessments. Rather,
management paid fees to its external legal counsel in connection with other
matters such as corporate registrations. Do generally accepted auditing stan-
dards require that a letter of inquiry be sent to management's external legal
counsel?

Reply—No. Paragraph .16 of AU-C section 501 states that

The auditor should design and perform audit procedures to identify
litigation, claims, and assessments involving the entity that may give
rise to a risk of material misstatement, including (Ref: par. .A39–.A45)

a. inquiring of management and, when applicable, others
within the entity, including in-house legal counsel;

b. obtaining from management a description and evaluation
of litigation, claims, and assessments that existed at the
date of the financial statements being reported on and dur-
ing the period from the date of the financial statements to
the date the information is furnished, including an identi-
fication of those matters referred to legal counsel;

c. reviewing minutes of meetings of those charged with gov-
ernance; documents obtained from management concern-
ing litigation, claims, and assessments; and correspon-
dence between the entity and its external legal counsel;
and

d. reviewing legal expense accounts and invoices from exter-
nal legal counsel.

Paragraph .18 of AU-C section 501 further states, in part

Unless the audit procedures required by paragraph .16 indicate that
no actual or potential litigation, claims, or assessments that may give
rise to a risk of material misstatement exist, the auditor should, in
addition to the procedures required by other AU-C sections, seek direct
communication with the entity's external legal counsel.

If information contrary to management's assertion is discovered, in addition
to requesting management to send an inquiry letter to management's external
legal counsel in accordance with paragraph .18 of AU-C section 501, the auditor
should consider the effects of the erroneous assertion on the ability to rely on
other written representations from management.

In situations where no letter of inquiry is sent to management's external
legal counsel, the auditor may consider including in the written representation
letter from management a specific representation that no attorney had been
consulted regarding litigation, claims, and assessments.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.11 Receivables in Special Purpose Financial Statements
Inquiry—If accounts receivable and escrow balances are included in spe-

cial purpose financial statements, should the accounts receivable and escrow
balances be confirmed?

§8340.11 ©2017, AICPA



Audit Evidence: Confirmation Procedures 471
Reply—The generally accepted auditing standards, including confirmation,

that apply to financial statements prepared in accordance with generally ac-
cepted accounting principles apply to financial statements prepared in accor-
dance with a special purpose framework.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.12] Reserved

[.13] Reserved

[.14] Reserved

[.15] Reserved

.16 Retention of Returned Confirmations When a Schedule of Con-
firmation Results is Prepared

Inquiry—AU-C section 505, External Confirmations (AICPA, Professional
Standards), addresses the auditor's use of external confirmation procedures to
obtain audit evidence, in accordance with the requirements of AU-C section
330, Performing Audit Procedures in Response to Assessed Risks and Evaluat-
ing the Audit Evidence Obtained (AICPA, Professional Standards), and AU-C
section 500, Audit Evidence (AICPA, Professional Standards). Similarly, AU-C
section 230, Audit Documentation (AICPA, Professional Standards), addresses
the form, content, and extent of audit documentation. When written confirma-
tions are received, should they be retained as part of audit documentation or is
a schedule of confirmation results sufficient?

Reply—Paragraph .A4 of AU-C section 230 sets forth factors that the audi-
tor may consider in determining the form, content, and extent of the documenta-
tion. As indicated in paragraph .03 of AU-C section 505, confirmations are typ-
ically used for accounts with higher risks of material misstatement, they often
serve as significant evidence to the assertions being tested, and seasoned judg-
ment is often needed in evaluating confirmations that identify the nature and
extent of exceptions. These reasons, among others, support retaining returned
confirmations even though a schedule of confirmation results is prepared.

[Revised, June 2009; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 8345

Audit Evidence: Destruction of Documents

.01 Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Have Been Destroyed
by Fire, Flood, or Natural Disaster

Inquiry—Prior to the completion of audit procedures, some or all of the
accounting books and records of the entity subject to audit are destroyed by a
fire, flood, or natural disaster. The evidence that might be destroyed includes
general and subsidiary ledgers, accounting manuals, worksheets and spread-
sheets supporting cost allocations, computations, checks, minutes of meetings,
and a variety of other different types of audit evidence. What are the auditor
reporting considerations when client evidence has been destroyed?

Reply—Paragraph .06 of AU-C section 200, Overall Objectives of the In-
dependent Auditor and the Conduct of an Audit in Accordance With Generally
Accepted Auditing Standards (AICPA, Professional Standards), states, in part,
that "as the basis for the auditor's opinion, GAAS require the auditor to obtain
reasonable assurance about whether the financial statements as a whole are
free from material misstatement, whether due to fraud or error. Reasonable
assurance … is obtained when the auditor has obtained sufficient appropriate
audit evidence to reduce audit risk (that is, the risk that the auditor expresses
an inappropriate opinion when the financial statements are materially mis-
stated) to an acceptably low level."

If substantially all of an entity's evidence and corroborating evidence in
support of their financial statements has been destroyed and the auditor has
been unable to complete audit procedures with respect to financial statement
amounts and assertions,1 the auditor should disclaim an opinion on the finan-
cial statements as the auditor is unable to form an opinion as to the fairness
of presentation of the financial statements in accordance with the applicable
financial reporting framework. If the auditor disclaims an opinion due to an
inability to obtain sufficient appropriate audit evidence, the auditor should in-
clude in the basis of modification paragraph all the reasons for that inability.

When the auditor disclaims an opinion due to an inability to obtain suf-
ficient appropriate audit evidence, the auditor should amend the introductory
paragraph of the auditor's report to state that the auditor was engaged to au-
dit the financial statements. The auditor should also amend the description
of the auditor's responsibility and the description of the scope of the audit to
state only the following: "Our responsibility is to express an opinion on the fi-
nancial statements based on conducting the audit in accordance with auditing
standards generally accepted in the United States of America. Because of the
matter(s) described in the basis for disclaimer of opinion paragraph, however,
we were not able to obtain sufficient appropriate audit evidence to provide a
basis for an audit opinion." Paragraph .A32 of AU-C section 705, Modifications
to the Opinion in the Independent Auditor's Report (AICPA, Professional Stan-
dards), contains an illustration of an auditor's report containing a disclaimer

1 The auditor should design and perform substantive procedures for all relevant assertions re-
lated to each material class of transactions, account balance, and disclosure.
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of opinion due to the auditor's inability to obtain sufficient appropriate audit
evidence about multiple elements of the financial statements.[2]

In the case where the evidence and corroborating evidence is available for
some, but not all, of the financial statement accounts and assertions, the auditor
would explain which evidence has been destroyed (such as evidence support-
ing the cost of inventory, the valuation of amounts in accounts receivable, and
so on).

If so engaged by an entity, the auditor may express an opinion on one or
more specified elements, accounts, or items of a financial statement (such as a
schedule of accounts receivable or fixed assets). If the auditor is so engaged, the
guidance in AU-C section 805, Special Considerations—Audits of Single Finan-
cial Statements and Specific Elements, Accounts, or Items of a Financial State-
ment (AICPA, Professional Standards), should be followed. The auditor should
not express an opinion on specified elements, accounts, or items included in a
financial statement on which he or she has disclaimed an opinion, if such re-
porting would be tantamount to expressing a piecemeal opinion on the financial
statements. However, an auditor would be able to express an opinion on one or
more specified elements, accounts, or items of a financial statement provided
that matters to be reported on and the related scope of the audit were not in-
tended to and did not encompass so many elements, accounts, or items as to
constitute a major portion of the financial statements. For example, it may be
appropriate for an auditor to express an opinion on an entity's schedule of ac-
counts receivable or fixed assets even if the auditor has disclaimed an opinion
on the financial statements taken as a whole. However, the report on the speci-
fied element, account, or item should be presented separately from the financial
statements of the entity.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.02 Considerations When Audit Documentation Has Been De-
stroyed by Fire, Flood, or Natural Disaster

Inquiry—Prior to issuance of an auditor's report on financial statements,
and either prior to or after the completion of fieldwork, the audit documentation
is destroyed by a fire, flood, or natural disaster. To what extent is the auditor
required to recreate the audit documentation in order to express an opinion on
the financial statements?

Reply—Audit documentation is the principal record of auditing procedures
applied, evidence obtained, and conclusions reached by the auditor in the en-
gagement. In addition, certain Statements on Auditing Standards contain spe-
cific documentation requirements. Paragraph .02 of AU-C section 230, Audit
Documentation (AICPA, Professional Standards), states that audit documen-
tation provides (a) evidence of the auditor's basis for a conclusion about the
achievement of the overall objectives of the auditor;3 and (b) evidence that the
audit was planned and performed in accordance with generally accepted audit-
ing standards (GAAS) and applicable legal and regulatory requirements. Oral

[2] [Footnote deleted, December 2012, to reflect conforming changes necessary due to the issuance
of SAS Nos. 122–126.]

3 Paragraph .12 of AU-C section 200, Overall Objectives of the Independent Auditor and the Con-
duct of an Audit in Accordance With Generally Accepted Auditing Standards (AICPA, Professional
Standards). [Footnote revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]
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explanations cannot serve as the principal support for the work performed or
the conclusions reached.

Because audit documentation is an essential element of an audit performed
in accordance with generally accepted auditing standards, the auditor cannot
state that he or she has performed an audit in accordance with generally ac-
cepted auditing standards without the required audit documentation. In cases
where the audit documentation has been destroyed by fire, flood, or a natural
disaster prior to the issuance of the auditor's report, it will be necessary for
the auditor to either recreate the audit documentation in support of the audit
procedures performed or re-perform the audit procedures and create new audit
documentation.

In making the determination as to whether to recreate the destroyed au-
dit documentation or to re-perform the audit procedures, the auditor may keep
in mind the ultimate objective of the auditing procedures. That is, to obtain
sufficient appropriate audit evidence to afford a reasonable basis for express-
ing an opinion on the financial statements. For example, the auditor may be
able to recreate the documentation that supports certain assertions about ac-
counts receivable by using information contained in the audit documentation
with respect to sales revenue (assuming that the sales documentation was not
destroyed). In addition, the auditor may be able to recreate the audit program
and prepare memorandums sufficient to explain the procedures performed and
the results obtained. When considering the sufficiency of such documentation,
the auditor is required by paragraph .08 of AU-C section 230 to prepare audit
documentation that is sufficient to enable an experienced auditor, having no
previous connection with the audit, to understand (a) the nature, timing, and
extent of the audit procedures performed to comply with GAAS and applicable
legal and regulatory requirements; (b) the results of the audit procedures per-
formed, and the audit evidence obtained; and (c) significant findings or issues
arising during the audit, the conclusions reached thereon, and significant pro-
fessional judgments made in reaching those conclusions. Except for perhaps the
smallest of audits, it will prove difficult for the auditor to amass sufficient audit
documentation by referring to documentation for a related account or by recre-
ating the audit documentation. Consequently, the auditor will usually have to
re-perform the audit procedures and create new audit documentation.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]
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Q&A Section 8350

Audit Evidence: Audit Documentation

.01 Current Year Audit Documentation Contained in the Perma-
nent File

Inquiry—Paragraph .06 of AU-C section 230, Audit Documentation (AICPA,
Professional Standards), defines audit documentation as the record of audit
procedures performed, relevant audit evidence obtained, and conclusions the
auditor reached. AU-C section 230 is applicable to all audit documentation sup-
porting the current year's auditor's report. Do the provisions of AU-C section
230 with respect to documentation completion and retention apply to current
year audit documentation maintained in the permanent file?

Reply—Yes. AU-C section 230 applies to current year audit documentation
maintained in any type of file if such documentation serves as support for the
current year's audit report.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

©2017, AICPA §8350.01





Subsequent Events 479

Q&A Section 8700

Subsequent Events

Note: Additional Questions and Answers on subsequent events can be
found in section 9070, Subsequent Events.

[.01] Reserved

.02 Auditor Responsibilities for Subsequent Events
Inquiry—FASB ASC 855-10-50-1 states, "An entity shall disclose the date

through which subsequent events have been evaluated, as well as whether that
date is the date the financial statements were issued or the date the financial
statements were available to be issued." How does the entity's responsibility to
disclose the date through which subsequent events have been evaluated affect
the auditor's responsibilities for subsequent events?

Reply—FASB ASC 855 does not change the auditor's responsibilities un-
der AU-C section 560, Subsequent Events and Subsequently Discovered Facts
(AICPA, Professional Standards), which requires the auditor to perform subse-
quent event procedures from the date of the financial statements to the date of
the audit report or as near as practicable thereto.1 Because AU-C section 700,
Forming an Opinion and Reporting on Financial Statements (AICPA, Profes-
sional Standards), requires the auditor's report to be dated no earlier than the
date on which the auditor has obtained sufficient appropriate audit evidence
on which to base the auditor's opinion on the financial statements,2 the au-
ditor's report date can never be earlier than management's subsequent event
note date. Because the auditor is concerned with events occurring through the
date of the auditor's report that may require adjustment to, or disclosure in,
the financial statements, the specific management representations relating to
information concerning subsequent events should be made as of the date of the
auditor's report.3 In most cases, this will result in the date that management
discloses as the date through which they have evaluated subsequent events be-
ing the same date as the auditor's report. In order to coordinate that these dates
(note date, representation letter date, and auditor report date) are the same, the
auditor may want to discuss these dating requirements with management in
advance of beginning the audit and may also want to include, in the auditor's
written understanding with the client regarding the terms of the engagement
(engagement letter), that management will not date the subsequent event note
earlier than the date of their management representation letter (also the date
of the auditor's report).

1 See paragraph .10 of AU-C section 560, Subsequent Events and Subsequently Discovered Facts
(AICPA, Professional Standards). [Footnote revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]

2 See paragraph .41 of AU-C section 700, Forming an Opinion and Reporting on Financial
Statements (AICPA, Professional Standards). [Footnote revised, December 2012, to reflect conform-
ing changes necessary due to the issuance of SAS Nos. 122–126.]

3 See paragraph .20 of AU-C section 580, Written Representations (AICPA, Professional Stan-
dards). [Footnote revised, December 2012, to reflect conforming changes necessary due to the issuance
of SAS Nos. 122–126.]
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[Issue Date: September 2009; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.03 Auditor's Responsibilities for Subsequent Events Relative to a
Conduit Debt Obligor4

Inquiry—Entity A is a nonprofit conduit debt obligor with conduit debt
securities that are traded in a public market. The entity has a June 30 year-
end. Management of the nonprofit has scheduled its annual meeting for early
August. During its annual meeting, audited financial statements will be dis-
tributed to the board of trustees, as well as to all other persons in attendance.
At the same time, entity A will post a notice to its website that alerts the gen-
eral public regarding the method(s) available for obtaining a copy of its audited
financial statements. Entity A plans to file its audited financial statements with
the Electronic Municipal Market Access system in late September, after other
filing information has been prepared.

FASB ASC 855-10-25-1A states, in part

[a]n entity that meets either of the following criteria shall evaluate
subsequent events through the date the financial statements are is-
sued:

a. It is an SEC filer.
b. It is a conduit bond obligor for conduit debt securities that

are traded in a public market (a domestic or foreign stock
exchange or an over-the-counter market, including local or
regional markets).

The FASB ASC glossary defines financial statements are issued as follows: "Fi-
nancial statements are considered issued when they are widely distributed to
shareholders and other financial statement users for general use and reliance
in a form and format that complies with GAAP."

Management has asserted that the financial statements will be widely dis-
tributed as of the date of the annual meeting (and, therefore, would be consid-
ered issued) because the financial statements (in a form and format that com-
plies with generally accepted accounting principles [GAAP]) are distributed to
the board of trustees at the meeting, as well as made available to anyone else as
of that date (either through their attendance at the annual meeting or through
their being able to obtain a copy through the method(s) described on entity A's
website).

How does FASB ASC 855-10 affect the auditor's responsibility and the date
of the auditor's report?

Reply—Because entity A is a conduit debt obligor with conduit debt se-
curities that trade in a public market, management is required to evaluate
subsequent events through the date the financial statements are first widely
distributed (that is, issued).

The auditor, exercising professional judgment, needs to evaluate man-
agement's assertion about the financial statement issuance date and decide
whether the manner in which entity A has made its financial statements avail-
able does or does not constitute issuance for purposes of complying with GAAP

4 This inquiry and response assumes an entity's financial statements have been prepared in
accordance with generally accepted accounting principles promulgated by the Financial Accounting
Standards Board. The accounting and disclosures for subsequent events may be different for other
accounting standard setters.
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and completing the auditor's subsequent event procedures. The auditor is re-
quired, in accordance with AU-C section 560, to perform subsequent event pro-
cedures at or near the date of the auditor's report. As discussed more fully
in section 8700.02, "Auditor Responsibilities for Subsequent Events," in most
cases, this will be the same date that management discloses as the date through
which they have evaluated subsequent events. In accordance with paragraph
.12 of AU-C section 560, the auditor is not required to perform any audit proce-
dures regarding the financial statements after the date of the auditor's report.
If, however, a subsequently discovered fact becomes known to the auditor after
the report release date, the auditor is required to perform the requirements in
paragraph .15 of AU-C section 560.

[Issue Date: June 2010; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 8800

Audits of Group Financial Statements and Work of Others

.01 Applicability of AU-C Section 600
Inquiry—Do the requirements of AU-C section 600, Special

Considerations—Audits of Group Financial Statements (Including the Work of
Component Auditors) (AICPA, Professional Standards), apply only when the
auditor makes reference to the audit of another auditor in his or her report on
the group financial statements?

Reply—No. AU-C section 600 applies to all audits of group financial state-
ments. Certain requirements (detailed in paragraphs .50–.64 of AU-C section
600) are applicable to all components, except those for which the auditor of
the group financial statements is making reference to the work of a component
auditor. (See paragraph .08 of AU-C section 600.)

[Issue Date: November 2012.]

.02 Making Reference to Any or All Component Auditors
Inquiry—If the group engagement partner decides to make reference to

one component auditor in the audit report on the group financial statements, is
he or she required to make reference to all component auditors in that report?

Reply—No. The decision to make reference to the audit of a component au-
ditor is made individually for each component auditor. The auditor of the group
financial statements may make reference to any, all, or none of the component
auditors. (See paragraphs .24 and .A52 of AU-C section 600.)

[Issue Date: November 2012.]

.03 Deciding to Act as Auditor of Group Financial Statements
Inquiry—What factors determine whether an auditor decides to act as the

auditor of a group's financial statements?

Reply—The group engagement partner decides to act as the auditor of the
group financial statements and report as such on the group financial state-
ments upon evaluating whether the group engagement team will be able to
obtain sufficient appropriate audit evidence through the group engagement
team's work or use of the work of component auditors. Relevant factors in mak-
ing this determination include, among other things, the (a) individual finan-
cial significance of the components for which the auditor of the group financial
statements will be assuming responsibility, (b) extent to which significant risks
of material misstatements of the group financial statements are included in
the components for which the auditor of the group financial statements will be
assuming responsibility, and (c) extent of the group engagement team's knowl-
edge of the overall financial statements. (See paragraphs .15 and .A18 of AU-C
section 600.)

In audits of state and local governments, additional factors to consider in-
clude (a) engagement by the primary government as the auditor of the financial
reporting entity and (b) responsibility for auditing the primary government's
general fund (or other primary operating fund). (See paragraph .A21 of AU-C
section 600.)

[Issue Date: November 2012.]
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.04 Factors to Consider Regarding Component Auditors
Inquiry—What factors might the group engagement partner consider when

deciding to use the work of a component auditor and whether to make reference
to the component auditor in the auditor's report on the group financial state-
ments?

Reply—In all group audits, the group engagement team is required to ob-
tain an understanding of the component auditor, and the group engagement
partner uses this and his or her understanding of the component when decid-
ing to use the work of a component auditor and whether to make reference
to the component auditor in the auditor's report on the group financial state-
ments. Factors affecting this decision include (a) differences in the financial
reporting framework applied in preparing the component and group financial
statements, (b) whether the audit of the component financial statements will
be completed in time to meet the group reporting schedule, (c) differences in
the auditing and other standards applied by the component auditor and those
applied in the audit of the group financial statements, and (d) whether it is
impracticable for the group engagement team to be involved in the work of the
component auditor. (See paragraphs .22 and .A40 of AU-C section 600.)

[Issue Date: November 2012.]

[.05] Reserved
[Deleted, March 2013, due to the issuance of SAS No. 127, Omnibus Statement
on Auditing Standards—2013. See section 8800.27, "Circumstances in Which
Making Reference Is Inappropriate."]

.06 Governmental Financial Statements That Include a GAAP-
Basis Component

Inquiry—When a governmental university includes a nongovernmental
foundation as a component unit in its financial statements, as required by the
Governmental Accounting Standards Board (GASB) financial reporting frame-
work (that is, a not-for-profit foundation that appropriately uses accounting
principles generally accepted in the United States of America [GAAP] as pro-
mulgated by the Financial Accounting Standards Board [FASB]), may the au-
ditor's report on the university's group financial statements make reference to
the auditor of the foundation's financial statements when the group engage-
ment team identifies the foundation as a component?

Reply—Yes. In this situation, because the university (the primary govern-
ment) is required by the GASB financial reporting framework to include the
foundation as a component unit in the financial reporting entity (the group fi-
nancial statements) and because GASB provides guidance on how to present
component unit information that does not conform to GASB reporting stan-
dards, the financial statements of the foundation (a component) are deemed to
be in accordance with the GASB financial reporting framework.

It is important to note that reference to a component auditor in these cir-
cumstances is appropriate only when the provisions established by GASB that
require inclusion of the component unit in the financial statements of the pri-
mary government have been followed (see section 8800.27).

[Issue Date: November 2012; Revised: March 2013.]

[.07] Reserved
[Deleted, March 2013, due to the issuance of SAS No. 127. See section 8800.27.]
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.08 Component Audit Performed in Accordance With Government

Auditing Standards
Inquiry—When a component auditor conducts an audit of a component's

financial statements using Government Auditing Standards (GAS), and the
group engagement team conducts the audit of the group financial statements
using generally accepted auditing standards (GAAS), may the auditor's report
on the group financial statements make reference to the component auditor?

Reply—Yes. Financial audits performed under the 2011 revision of GAS
incorporate AICPA Statements on Auditing Standards by reference, as well as
establish additional requirements. Further, the audit reports issued to meet
GAS requirements often refer separately to GAAS, as well. Therefore, the au-
dit of the component would be deemed to have been performed in accordance
with GAAS, and the audit report on the group financial statements may make
reference to the component auditor. Such reference is appropriate only when
the component auditor follows the requirements established by GAAS when
conducting the financial audit of the component under GAS. (See paragraphs
.25 and .A54 of AU-C section 600.)

[Issue Date: November 2012.]

.09 Component Audit Performed by Other Engagement Teams of
the Same Firm

Inquiry—Do the requirements of AU-C section 600 apply when a CPA firm
uses auditors in different offices of the firm to perform various audit procedures
related to the audit of a single entity's financial statements?

Reply—If the group engagement team identifies components in the finan-
cial statements of a single entity, it is a group audit, and AU-C section 600
applies. As defined in AU-C section 600, a component auditor may be part of
the group engagement partner's firm, a network firm of the group engagement
partner's firm, or another firm. (See paragraph .11 of AU-C section 600.)

[Issue Date: November 2012.]

.10 Terms of the Group Audit Engagement
Inquiry—What matters are required to be included in the terms of the

group audit engagement?

Reply—The auditor of the group financial statements is required to agree
upon the terms of the group audit engagement. In addition to the matters iden-
tified in AU-C section 210, Terms of Engagement (AICPA, Professional Stan-
dards), other matters may be included in the terms of a group audit, including
whether reference will be made to the audit of a component auditor in the au-
ditor's report on the group financial statements. The terms of the engagement
may also include arrangements to facilitate (a) unrestricted communication
between the group engagement team and component auditors to the extent
permitted by law or regulation and (b) communication to the group engage-
ment team of important communications between (i) component auditors, those
charged with governance of the component, and component management and
(ii) regulatory authorities and components related to financial reporting mat-
ters. (See paragraphs .17 and .A28 of AU-C section 600.)

[Issue Date: November 2012.]
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.11 Equity Method Investment Component
Inquiry—If a company has an investment accounted for using the equity

method, is the equity method investment considered a component for applying
AU-C section 600?

Reply—Yes. An investment accounted for under the equity method consti-
tutes a component for purposes of AU-C section 600. As such, the requirements
of AU-C section 600 apply; however, paragraphs .50–.64 of AU-C section 600
only apply when the group engagement partner assumes responsibility for the
work of a component auditor. (See paragraphs .11 and .A2 of AU-C section 600.)

[Issue Date: November 2012.]

.12 Criteria for Identifying Components
Inquiry—What criteria might the group engagement team use to identify

components?

Reply—A component is defined as "[a]n entity or business activity for which
group or component management prepares financial information that is re-
quired by the applicable financial reporting framework to be included in the
group financial statements." The structure of a group and the nature of the fi-
nancial information and the manner in which it is reported affect how the group
engagement team identifies components. Components can be separate entities
or may be identified on the basis of the group financial reporting system that
may be (a) a parent, one or more subsidiaries, and so on; (b) a head office and
one or more divisions or branches; or (c) both. (See paragraphs .11 and .A1 of
AU-C section 600.)

In audits of state and local governments, a component may be a separate
legal entity reported as a component unit or part of the governmental entity,
such as a business activity, department, or program. (See paragraph .A5 of AU-
C section 600.)

[Issue Date: November 2012.]

.13 Criteria for Identifying Significant Components
Inquiry—What criteria might the group engagement team use to identify

significant components?

Reply—A significant component is a component of individual financial sig-
nificance to the group or likely to include significant risks of material misstate-
ment of the group financial statements due to its specific nature or circum-
stances. As the individual financial significance of a component increases rel-
ative to the group financial statements, the risks of material misstatement of
the group financial statements (posed by the financial information pertaining
to that component) typically increase. The group engagement team may apply
a percentage to one or more chosen benchmarks to identify components that
are of individual financial significance. Appropriate benchmarks might include
group assets, liabilities, cash flows, revenues, expenditures, net income, or a
combination of these. Components engaging in complex transactions, such as
foreign currency transactions, derivatives, alternative investments, complex fi-
nancing arrangements, and so on, may expose the group to a significant risk of
material misstatement even though they are not otherwise of individual finan-
cial significance to the group. The group engagement team may consider such
components as significant components due to these risks. (See paragraphs .11,
.A6, and .A77 of AU-C section 600.)

In audits of governmental entities, appropriate quantitative benchmarks
for identifying significant components might include net costs or total budget.

§8800.11 ©2017, AICPA



Audits of Group Financial Statements and Work of Others 487
Qualitative considerations may involve matters of heightened public sensitivity
(for example, national security issues, donor-funded projects, or reporting of tax
revenue).

[Issue Date: November 2012.]

.14 No Significant Components Are Identified
Inquiry—Do the requirements of AU-C section 600 apply when the group

engagement team does not identify any significant components?

Reply—Yes. AU-C section 600 is applicable to audits of group financial
statements, and group financial statements include financial information for
more than one component, regardless of whether any component is identified
as a significant component. When a group consists only of components not con-
sidered significant components, the group engagement partner can reasonably
expect to obtain sufficient appropriate audit evidence (on which to base the
group audit opinion) if the group engagement team will be able to (a) perform
work on the financial information of some of these components and (b) use the
work performed by component auditors on the financial information of other
components to the extent necessary to obtain sufficient appropriate audit ev-
idence. In addition, when no component is identified as significant, it is more
likely that appropriate responses to assessed risks of material misstatement
for some or all accounts or classes of transactions may be implemented at the
group level without the involvement of component auditors. (See paragraphs
.A19, .A65, and .A83 of AU-C section 600.)

[Issue Date: November 2012.]

.15 Restricted Access to Component Auditor Documentation
Inquiry—When a component auditor restricts the group engagement

team's access to relevant documentation, will the auditor of the group finan-
cial statements be able to report on the group financial statements?

Reply—Yes. As long as the group engagement team is able to obtain suf-
ficient appropriate audit evidence, the group engagement partner is able to
report on the group financial statements. However, this is less likely as the sig-
nificance of the component increases. (See paragraphs .16 and .A23 of AU-C
section 600.)

[Issue Date: November 2012.]

.16 Responsibilities With Respect to Fraud in a Group Audit
Inquiry—Does AU-C section 600 change the auditor's responsibilities with

respect to fraud in the audit of a group's financial statements?

Reply—No. The group engagement team is required to gain an understand-
ing of the group and its environment and to identify and assess the risks of
material misstatement of the group financial statements due to error or fraud.
In addition, the group engagement team is required to design and implement
appropriate responses to the assessed risks. (See paragraphs .20 and .A35 of
AU-C section 600.)

[Issue Date: November 2012.]

.17 Inclusion of Component Auditor in Engagement Team
Discussions

Inquiry—Is the engagement team required to include the component audi-
tor in its discussions of the entity's susceptibility to material misstatements of
the financial statements due to error or fraud?
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Reply—No. Key members of the group engagement team are required to
discuss the susceptibility of an entity to material misstatements of the finan-
cial statements due to error or fraud, specifically emphasizing the risks due to
fraud. The group engagement partner may choose to include the component au-
ditor in certain discussions, including those to discuss the susceptibility of the
entity to material misstatements of the financial statements. (See paragraphs
.20 and .A36 of AU-C section 600.)

[Issue Date: November 2012.]

.18 Determining Component Materiality
Inquiry—If the group engagement partner decides to make reference to a

component auditor in the auditor's report on the group financial statements,
does the group engagement team establish materiality for the component au-
ditor to use in the separate audit of the component's financial statements?

Reply—No. Reference in the group auditor's report to the fact that part
of the audit was conducted by a component auditor is intended to communi-
cate that the group auditor is not assuming responsibility for the work of the
component auditor. In that case, the component auditor is responsible for estab-
lishing materiality as part of performing the audit of the component's financial
statements.

However, if the group engagement partner assumes responsibility for the
work of a component auditor, the group engagement team is required to evalu-
ate the appropriateness of materiality at the component level. In addition, the
group engagement team is required to communicate the relevant component
materiality to that component auditor. The component auditor uses component
materiality to evaluate whether uncorrected detected misstatements are ma-
terial, individually or in the aggregate. (See paragraphs .31, .52–.53, .55, and
.A73–.A74 of AU-C section 600.)

[Issue Date: November 2012.]

.19 Understanding of Component Auditor Whose Work Will Not Be
Used

Inquiry—Is the group engagement team required to obtain an understand-
ing of a component auditor for a component that is not a significant component
if the group engagement team does not plan to use the work of the component
auditor and plans only to perform analytical procedures at a group level?

Reply—No. It is not necessary to obtain an understanding of the auditors
of those components for which the group auditor will not be using the work
of the component auditor to provide audit evidence for the group audit. (See
paragraphs .22, .29, and .A41 of AU-C section 600.)

[Issue Date: November 2012.]

.20 Involvement in the Work of a Component Auditor
Inquiry—When the group engagement partner decides to assume respon-

sibility for the work of a component auditor, is the group engagement team
required to be involved in the work of the component auditor?

Reply—Yes. The group engagement team is required to determine the type
of work to be performed by the group engagement team (or a component auditor
on behalf of the group engagement team) on the financial information of a com-
ponent. The group engagement team is also required to determine the nature,
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timing, and extent of its involvement in the work of the component auditor. (See
paragraph .51 of AU-C section 600.)

[Issue Date: November 2012.]

.21 Factors Affecting Involvement in the Work of a Component
Auditor

Inquiry—What factors might affect the group engagement team's involve-
ment in the work of a component auditor?

Reply—Factors that may affect the group engagement team's involvement
in the work of a component auditor include (a) the significance of the compo-
nent, (b) identified significant risks of material misstatement of the group fi-
nancial statements, and (c) the group engagement team's understanding of the
component auditor. (See paragraph .A84 of AU-C section 600.)

[Issue Date: November 2012.]

.22 Form of Communications With Component Auditors
Inquiry—When the group engagement partner decides to assume respon-

sibility for the work of a component auditor, are all communications between
the group engagement team and component auditor required to be in writing?

Reply—No. Communication between the group engagement team and a
component auditor need not necessarily be in writing. For example, the group
engagement team may visit the component auditor to discuss identified signif-
icant risks or review relevant parts of the component auditor's audit documen-
tation. In all audits of group financial statements, however, communications
between the group engagement team and component auditors about the group
engagement team's requirements should be written. (See paragraphs .49, .59–
.60, and .A87 of AU-C section 600.)

[Issue Date: November 2012.]

.23 Use of Component Materiality When the Component Is Not Re-
ported On Separately

Inquiry—Is it necessary to use a component materiality lower than group
materiality when the component will not be reported on separately, and the
audit of the entire group is being performed by the group engagement team as
one audit?

Reply—If the component is a significant component on which the group
engagement team will be performing audit procedures, the group engagement
team is required to determine component materiality. (See paragraph .31 of AU-
C section 600.) To reduce the risk that uncorrected and undetected misstate-
ments in each component's financial statements, when aggregated, exceeds the
materiality for the group's financial statements as a whole, component materi-
ality should be less than the materiality for the group financial statements as
a whole. In circumstances when appropriate responses to assessed risks of ma-
terial misstatement for some or all accounts or classes of transactions may be
implemented at the group level, for example when accounts receivable for the
parent and subsidiaries use the same system and the consolidated accounts re-
ceivable are audited as one aggregated amount, there is no risk of aggregation
error and, therefore, no need to allocate materiality to components.

[Issue Date: November 2012; Revised, February 2013.]

©2017, AICPA §8800.23



490 Audit Field Work

.24 Applicability of AU-C Section 600 When Only One Engagement
Team Is Involved

Inquiry—Company X consolidates the operations of Entity A. The same
group engagement team that audits Company X also audits Entity A. Because
only one engagement team is involved, does AU-C section 600 apply? If so, what
does AU-C section 600 require that is not already covered by other auditing
standards?

Reply—AU-C section 600 applies to all audits of group financial statements,
which are financial statements that contain more than one component. In the
circumstances when the same engagement team audits all components of the
group, the considerations addressed in AU-C section 600 that relate to compo-
nent auditors are not relevant. However, considerations addressed in AU-C sec-
tion 600, such as understanding the components; identifying components that
are significant due to individual financial significance and the significant risk
of material misstatement; determining component materiality; understanding
the consolidation process; and addressing the risks, including aggregation risk,
of material misstatement in the group financial statements; are relevant in all
group audits.

[Issue Date: February 2013.]

.25 Applicability of AU-C Section 600 When Making Reference to
the Audit of an Equity Method Investee

Inquiry—When the group engagement partner decides to make reference
to the audit of the component auditor of an equity investee in the auditor's
report on the group financial statements, is the group auditor still required to
determine component materiality for those components for which reference to
component auditors will be made?

Reply—Once the group engagement partner has decided to make refer-
ence to the audit of the component auditor, paragraph .26 of AU-C section 600
requires the group engagement team to obtain sufficient appropriate audit ev-
idence with regard to the equity investee by

� performing the procedures required by AU-C section 600, except
those required by paragraphs .50–.64.

� reading the equity investee's financial statements and component
auditor's report thereon to identify significant findings and issues
and, when considered necessary, communicating with the compo-
nent auditor in this regard.

Therefore, when the group engagement partner has decided to make reference
to the audit of a component auditor, the group engagement team is not required
to determine component materiality for that component.

[Issue Date: February 2013.]

.26 Procedures Required When Making Reference to the Audit of
an Equity Method Investee

Inquiry—The auditor of Company A has decided to make reference to the
audit of the component auditor of an equity investee in the report on Com-
pany A's financial statements. In addition to obtaining and reading the equity
investee's financial statements and component auditor's report thereon, what
additional procedures may be necessary in order to determine that the equity
investment has been properly recorded?
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Reply—In determining that the equity investment has been properly

recorded, the group engagement team may conclude that additional audit ev-
idence is needed because of, for example, significant differences in fiscal year-
ends, changes in ownership, or changes in conditions affecting the use of the
equity method of accounting. Examples of procedures that the group engage-
ment team may perform include, but are not limited to, reviewing information
in the group's (investor's) files that relates to the equity investee, such as in-
vestee minutes, budgets, and cash flows information, and making inquiries of
investor management about the equity investee's financial results.

[Issue Date: February 2013.]

.27 Circumstances in Which Making Reference Is Inappropriate
Inquiry—Are there any circumstances in which it would be inappropriate

to make reference to the audit of a component auditor of an equity investee in
the auditor's report on the group financial statements?

Reply—AU-C section 600 precludes the auditor of the group financial state-
ments from making reference to the audit of the component auditor in the fol-
lowing circumstances:

� When the group engagement team has serious concerns about the
component auditor's professional competency or independence. (In
this circumstance, the group auditor is precluded from using the
work of the component auditor at all.)

� The component auditor's report on the equity investee's financial
statements is restricted regarding use.

� The audit of the component was not performed in accordance with
the relevant requirements of GAAS or, if applicable, the standards
promulgated by the Public Company Accounting Oversight Board
(PCAOB).

� The financial statements of the component (that is, the equity in-
vestee) and group are prepared in accordance with different finan-
cial reporting frameworks, unless certain conditions are met.

Determining if the Audit of the Component Was Performed in Accor-
dance With the Relevant Requirements of GAAS

When the component auditor has performed an audit of the component fi-
nancial statements in accordance with auditing standards other than GAAS
or the standards promulgated by the PCAOB, the group auditor is precluded
from making reference, unless the group engagement partner has determined
that the component auditor has performed an audit of the financial statements
of the component in accordance with the relevant requirements of GAAS. Rel-
evant requirements of GAAS in this context are those that pertain to plan-
ning and performing the audit of the component financial statements and do
not include those related to the form of the auditor's report. Audits performed
in accordance with International Standards on Auditing (ISAs) promulgated
by the International Auditing and Assurance Standards Board (IAASB) are
more likely to meet the relevant requirements of GAAS than audits performed
in accordance with auditing standards promulgated by bodies other than the
IAASB. The group engagement team may provide the component auditor with
AU-C appendix B, Substantive Differences Between the International Standards
on Auditing and Generally Accepted Auditing Standards (AICPA, Professional
Standards), that identifies substantive requirements of GAAS that are not re-
quirements in ISAs.
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The component auditor may perform additional procedures in order to meet
the relevant requirements of GAAS. When the component auditor's report on
the component's financial statements does not state that the audit of the com-
ponent's financial statements was performed in accordance with GAAS or the
standards promulgated by the PCAOB, and the group engagement partner has
determined that the component auditor performed additional audit procedures
in order to meet the relevant requirements of GAAS, the auditor's report on the
group financial statements should clearly indicate

a. the set of auditing standards used by the component auditor and

b. that additional audit procedures were performed by the component
auditor to meet the relevant requirements of GAAS.

Making Reference When Different Financial Reporting Frameworks
Have Been Used

Conditions that, if met, permit the group auditor to make reference when
the component financial statements are prepared in accordance with a differ-
ent financial reporting framework than that used for the group financial state-
ments are the following:

� The applicable financial reporting framework provides for the in-
clusion of component financial statements that are prepared in
accordance with a different financial reporting framework, and as
such, the component financial statements are deemed to be in ac-
cordance with the applicable financial reporting framework. For
example, the financial reporting frameworks established by GASB
and the Federal Accounting Standards Advisory Board have such
provisions.

� The measurement, recognition, presentation, and disclosure crite-
ria that are applicable to all material items in the component's fi-
nancial statements under the financial reporting framework used
by the component are similar to the criteria applicable to all mate-
rial items in the group's financial statements under the financial
reporting framework used by the group, and the group engage-
ment team has obtained sufficient appropriate audit evidence for
purposes of evaluating the appropriateness of the adjustments to
convert the component's financial statements to the financial re-
porting framework used by the group without the need to assume
responsibility for, and, thus, be involved in, the work of the com-
ponent auditor.

When reference is made to a component auditor's report on financial state-
ments prepared using a different financial reporting framework, the auditor's
report on the group financial statements should disclose that the auditor of the
group financial statements applied audit procedures on the conversion adjust-
ments.

[Issue Date: February 2013.]

.28 Lack of Response From a Component Auditor
Inquiry—Paragraph .40 of AU-C section 600 requires the group engage-

ment team to communicate to the component auditor and ask for his or her co-
operation. Paragraph .41 of AU-C section 600 requires the group engagement
team to ask the component auditor for certain information. If the component
auditor does not respond to the group engagement team, is the auditor of the
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group financial statements precluded from making reference to the audit of a
component auditor?

Reply—Lack of response from a component auditor to the communication
and request for information from the group engagement team does not, in and of
itself, preclude the group engagement partner from deciding to make reference
to the audit of a component auditor. However, the group engagement team is
required to obtain an understanding of the component auditor, in accordance
with paragraph .22 of AU-C section 600, including

a. whether a component auditor understands and will comply with
the ethical requirements that are relevant to the group audit and,
in particular, is independent.

b. a component auditor's professional competence.

c. whether the group engagement team will be able to obtain from a
component auditor information affecting the consolidation process.

d. whether a component auditor operates in a regulatory environment
that actively oversees auditors.

Obtaining this understanding may be more difficult when the component
auditor does not respond to the communication from the group engagement
team. When a component auditor does not meet the independence requirements
that are relevant to the group audit, or the group engagement team has seri-
ous concerns about the other matters previously listed, the group engagement
team should obtain sufficient appropriate audit evidence relating to the finan-
cial information of the component without making reference to the audit of that
component auditor in the auditor's report on the group financial statements or
otherwise using the work of that component auditor.

[Issue Date: February 2013.]

.29 Equity Investee's Financial Statements Reviewed, and Invest-
ment Is a Significant Component

Inquiry—Company X has an equity investment in Entity A that the group
engagement team has identified as a significant component. If the management
of Entity A has their financial statements reviewed but refuses to allow an audit
or any other work to be performed on Entity A's financial statements, does a
scope limitation exist?

Reply—Yes. If Entity A is a significant component, and no auditing proce-
dures can be performed on Entity A's financial statements, a scope limitation
exists, and the effect of the group engagement team's inability to obtain suf-
ficient appropriate audit evidence is considered in terms of AU-C section 705,
Modifications to the Opinion in the Independent Auditor's Report (AICPA, Pro-
fessional Standards).

[Issue Date: February 2013.]

.30 Making Reference to Review Report
Inquiry—Is it ever appropriate to make reference to another CPA's review

report in an auditor's report on group financial statements?

Reply—No, it is never appropriate to make reference to the review report on
the component's financial statements in the auditor's report on group financial
statements. AU-C section 600 only provides for making reference to the audit
of a component auditor.

[Issue Date: February 2013.]
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.31 Review of Component That Is Not Significant Performed by An-
other Practitioner

Inquiry—Company X has an equity investment in Entity A that is not con-
sidered a significant component. A review of the financial statements of Entity
A has been performed by another practitioner. Can the group engagement team
use the work of the practitioner as part of the audit evidence for the audit of
the group financial statements?

Reply—Paragraphs .54–.55 of AU-C section 600 discuss certain procedures
to be performed on a component when the component is not a significant compo-
nent. In certain circumstances, a review of a component's financial statements
may be sufficient audit evidence. Therefore, a group auditor may use the work
of another practitioner if the review meets the needs of the group auditor. Al-
though the group auditor may use the review as part of the auditor's evidence
for the audit of the group financial statements, the group auditor is not permit-
ted to make reference to the practitioner's review report.

[Issue Date: February 2013.]

.32 Issuance of Component Auditor's Report
Inquiry—Company X has an investment in Entity A accounted for under

the equity method of accounting. Company X is audited by one firm, and a CPA
from a different firm performs audit procedures at Entity A sufficient to pro-
vide the auditor of Company X with appropriate audit evidence relative to the
equity investee's financial information. Is it necessary for the auditor of Com-
pany X to obtain an auditor's report on Entity A's financial statements from the
component auditor?

Reply—Although an audit report is typically obtained when an indepen-
dent CPA performs work for a group auditor of a different firm, there is no
requirement that such report be obtained if the group auditor assumes respon-
sibility for the component auditor's work. When the auditor of Company X will
assume responsibility for, and, thus, be involved in, the work of a component au-
ditor, a component auditor's communication with the group engagement team
may take the form of a memorandum or report of work performed. Alternatively,
the auditor of Company X may decide to review the component auditor's work-
ing papers documenting the audit procedures performed. However, in order for
the auditor of Company X to make reference to the audit of the component au-
ditor, it is necessary for the component auditor to issue an auditor's report on
Entity A.

[Issue Date: February 2013.]

.33 Structure of Component Auditor Engagement
Inquiry—Company X has an investment in Entity A accounted for under

the equity method of accounting. Entity A is not willing to pay for an audit of
its financial statements. Would an agreed-upon procedures engagement per-
formed by an independent CPA for Entity A be sufficient to provide the auditor
of Company X with appropriate audit evidence relative to the investment in
the equity investee?

Reply—The auditor of Company X is responsible for determining the na-
ture and extent of the procedures necessary to provide the auditor of Company
X with sufficient appropriate audit evidence relative to the investment in the
equity investee. The nature and extent of the necessary procedures are based
on the significance of the component to the group. A component auditor may
perform specified audit procedures relating to the likely significant risks of
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material misstatement of the group financial statements on behalf of the audi-
tor of Company X. However, the structure of the engagement for the component
auditor to perform the necessary procedures is not addressed by the standard.

[Issue Date: February 2013.]

.34 Subsequent Events Procedures Relating to a Component
Inquiry—Company X has an investment in Entity A that is accounted for by

the equity method of accounting. Company X and Entity A are audited by differ-
ent auditors. The audit of Entity A was completed before the audit of Company
X began, and the auditor of Company X's financial statements has decided to
make reference to the report of the auditor of Entity A. In such circumstances,
who is responsible for performing auditing procedures relating to subsequent
events at Entity A that may require adjustment to, or disclosure in, the group
financial statements?

Reply—The auditor of the group financial statements is responsible for
obtaining sufficient appropriate audit evidence that the group financial state-
ments are free from material misstatement, regardless of whether reference is
made to the audit of a component auditor. Paragraph .39 of AU-C section 600
states that for components that are audited, the group engagement team or
component auditors should perform procedures designed to identify events at
those components that occur between the dates of the financial information of
the components and the date of the auditor's report on the group financial state-
ments and that may require adjustment to, or disclosure in, the group financial
statements.

When the audit of the component is completed before the date of the au-
ditor's report on the group financial statements, the group engagement team
may communicate with the component auditor and ask the component auditor
to perform procedures to identify subsequent events that would require ad-
justment to, or disclosure in, the group financial statements. Alternatively, the
group engagement team may work with group management to obtain the neces-
sary information and perform procedures themselves. Examples of procedures
the group engagement team may perform include, but are not limited to, re-
viewing information in group management's files that relates to the component,
such as component minutes, budgets, and cash flows information, and making
inquiries of group management about the component's financial results.

If the group engagement team is unable to obtain sufficient appropriate au-
dit evidence about subsequent events to make a determination about whether
the group financial statements are materially misstated, then a scope limita-
tion exists, and the effect of the group engagement team's inability to obtain
sufficient appropriate audit evidence is considered in terms of AU-C section
705.

[Issue Date: February 2013.]

.35 Component and Group Have Different Year-Ends
Inquiry—Company X has a component comprising an investment in Entity

A accounted for by the equity method of accounting. Entity A is audited by a
component auditor. Entity A has a different year-end than Company X. The
auditor of the group financial statements has decided to make reference to the
audit of the component auditor. What procedures, if any, would be appropriate
for the group engagement team perform as a result of the difference in year-
ends?
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Reply—FASB Accounting Standards Codification (ASC) 323-10-35-6 states
that "[i]f financial statements of an investee are not sufficiently timely for an in-
vestor to apply the equity method currently, the investor ordinarily shall record
its share of the earnings or losses of an investee from the most recent avail-
able financial statements. A lag in reporting shall be consistent from period to
period." When a time lag in reporting between the date of the financial state-
ments of the group and that of the component exists, appropriate procedures
performed by the group engagement team include consideration of whether the
time lag is consistent with the prior period in comparative statements and, as
discussed in section 8800.15, "Restricted Access to Component Auditor Docu-
mentation," whether a significant transaction occurred during the time lag that
would require adjustment to, or disclosure in, the group financial statements.
The group engagement team may also perform auditing procedures on the in-
formation from the period audited by the component auditor to Company X's
year-end (stub period). If the group engagement team is unable to obtain suf-
ficient appropriate audit evidence about the stub period information, a scope
limitation exists, and the effect of the group engagement team's inability to ob-
tain sufficient appropriate audit evidence is considered in terms of AU-C section
705. If a change in stub period occurs that has a material effect on the group's
financial statements, the auditor should consider the consistency of the finan-
cial statements for the periods presented, in accordance with AU-C section 708,
Consistency of Financial Statements (AICPA, Professional Standards), because
of the change in reporting period.

[Issue Date: February 2013.]

.36 Investments Held in a Financial Institution Presented at Cost
or Fair Value

Inquiry—Paragraph .11 of AU-C section 600 defines a component as "[a]n
entity or business activity for which group or component management pre-
pares financial information that is required by the applicable financial report-
ing framework to be included in the group financial statements." Is an invest-
ment in a certificate of deposit or other types of cash investments held by a fi-
nancial institution (for example, an overnight repurchase agreement) deemed
a component for purposes of AU-C section 600?

Reply—No. A certificate of deposit or other cash investments held by a
financial institution or bank do not constitute components.

[Issue Date: February 2013.]

.37 Employee Benefit Plan Using Investee Results to Calculate Fair
Value

Inquiry—Do the investments in an employee benefit plan that rely on the
investee results to calculate fair value constitute components under AU-C sec-
tion 600?

Reply—No. Generally, the investments held by an employee benefit plan
are required to be accounted for at fair value, with limited exceptions, and do
not constitute a component, as defined under AU-C section 600; therefore, AU-C
section 600 would not apply.

[Issue Date: February 2013.]

.38 Using Net Asset Value to Calculate Fair Value
Inquiry—Paragraphs 59–62 of FASB ASC 820-10-35 permit a reporting

entity to estimate the fair value of an investment using net asset value (NAV)
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per share of the investment (or its equivalent) if NAV is calculated in a man-
ner consistent with the measurement principles of FASB ASC 946, Finan-
cial Services—Investment Companies, as of the reporting entity's measurement
date. If an entity uses the NAV of an investment as a practical expedient to es-
timate the fair value of that investment, is that investment considered a com-
ponent under AU-C section 600?

Reply—No. Paragraph .A2 of AU-C section 600 states that an investment
accounted for under the equity method constitutes a component for purposes of
AU-C section 600. AU-C section 600 does not specifically identify what other, if
any, types of investments may be considered components under the definition
in that section.

When an entity elects to use NAV as a practical expedient, paragraph .04 of
AU-C section 501, Audit Evidence—Specific Considerations for Selected Items
(AICPA, Professional Standards), generally applies because it addresses situ-
ations when investments in securities are valued based on an investee's finan-
cial results, excluding investments accounted for using the equity method of
accounting.

Paragraph .04 of AU-C section 501 states that when investments in securi-
ties are valued based on an investee's financial results, excluding investments
accounted for using the equity method of accounting, the auditor should ob-
tain sufficient appropriate audit evidence in support of the investee's financial
results, as follows:

a. Obtain and read available financial statements of the investee
and the accompanying audit report, if any, including determining
whether the report of the other auditor is satisfactory for this pur-
pose.

b. If the investee's financial statements are not audited or if the au-
dit report on such financial statements is not satisfactory to the
auditor, apply or request that the investor entity arrange with the
investee to have another auditor apply appropriate auditing pro-
cedures to such financial statements, considering the materiality
of the investment in relation to the financial statements of the in-
vestor entity.

c. If the carrying amount of the investment reflects factors that are
not recognized in the investee's financial statements or fair values
of assets that are materially different from the investee's carrying
amounts, obtain sufficient appropriate audit evidence in support of
such amounts.

d. If the difference between the financial statement period of the en-
tity and investee has or could have a material effect on the entity's
financial statements, determine whether the entity's management
has properly considered the lack of comparability, and determine
the effect, if any, on the auditor's report.

[Issue Date: February 2013.]

.39 Disaggregation of Account Balances or Classes of
Transactions

Inquiry—Company X consolidates the operations of Entity A. The same
group engagement team audits Company X and the operations of Entity A; no
other auditors or engagement teams are involved. Are there any requirements
in AU-C section 600 to disaggregate account balances or classes of transactions
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for purposes of auditing the consolidated financial statements of Company X?
For example, is the auditor required to disaggregate accounts receivable for
purposes of confirmation procedures, or can the consolidated group of accounts
be treated as one population?

Reply—AU-C section 600 does not require the auditor to disaggregate ac-
count balances or classes of transactions. The group auditor should design an
audit plan that is responsive to the risks of material misstatements to the
consolidated financial statements. The less similar the risks of material mis-
statement at the group and component level, the less appropriate it may be to
perform audit procedures for some or all accounts or classes of transactions at
the group level. Additionally, the more complex the group (for example, decen-
tralized systems, fewer groupwide controls, differing jurisdictions, or diverse
product lines), the less likely that testing in the aggregate will sufficiently and
appropriately address the risks of material misstatement.

[Issue Date: February 2013.]

.40 Variable Interest Entities (VIEs) as a Component
Inquiry—Company X consolidates the financial information of Entity A,

a variable interest entity of which Company X is the primary beneficiary. Is
Entity A considered a component for purposes of AU-C section 600?

Reply—Yes. Paragraph .11 of AU-C 600 defines a component as "[a]n entity
or business activity for which group or component management prepares finan-
cial information that is required by the applicable financial reporting frame-
work to be included in the group financial statements." Because Entity A's fi-
nancial information is required to be consolidated into Company X's financial
statements, Entity A constitutes a component for purposes of AU-C section 600.
As such, the requirements of AU-C section 600 apply.

[Issue Date: March 2013.]

.41 Component Using a Different Basis of Accounting Than the
Group

Inquiry—A component whose financial information is required to be consol-
idated into group financial statements maintains its financial information on
the tax basis of accounting. The group financial statements are prepared using
GAAP. What is the group auditor's responsibility regarding the consolidation
of the component's financial information into the group financial statements?

Reply—When a component's financial information is prepared on the tax
basis of accounting, and the group financial statements are prepared using
GAAP, the auditor is required by paragraph .36 of AU-C section 600 to evaluate
whether the financial information of the component has been appropriately ad-
justed. Appropriate adjustments are adjustments that convert the tax basis of
information to GAAP basis. An example of this is converting depreciation under
the method used for tax purposes by the component to depreciation calculated
using the method used for the group financial statements.

[Issue Date: March 2013.]

.42 Component Audit Report of Balance Sheet Only
Inquiry—Company X prepares consolidated financial statements that in-

clude the operations of entity A. The auditor for entity A has audited the bal-
ance sheet only and has disclaimed an opinion on the other financial state-
ments. May the group auditor of Company X, who was engaged to issue an
opinion on the consolidated financial statements of the group, make reference
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in the report on the group financial statements to the audit of the balance sheet
of entity A?

Reply—No. A component auditor's report on a balance sheet only does not
provide sufficient appropriate audit evidence on revenues, expenses, and cash
flows of the component to enable the group engagement partner to make ref-
erence. Accordingly, the group engagement team would have to perform pro-
cedures on the financial information of entity A in order to obtain sufficient
appropriate audit evidence.

[Issue Date: June 2013.]

.43 Using Another Accounting Firm to Perform Inventory
Observations

Inquiry—An accounting firm outsources its year-end inventory observation
procedures for an audit to another accounting firm due to location of the inven-
tory. Is the other accounting firm considered a component auditor in accordance
with AU-C section 600?

Reply—The other auditor performing inventory observation is not consid-
ered a component auditor. However, paragraph .02 of AU-C section 600 states
that "an auditor may find this section, adapted as necessary in the circum-
stances, useful when that auditor involves other auditors in the audit of finan-
cial statements that are not group financial statements. For example, an audi-
tor may involve another auditor to observe the inventory count or inspect fixed
assets at a remote location." Paragraph .16 of AU-C section 220, Quality Control
for an Engagement Conducted in Accordance With Generally Accepted Auditing
Standards (AICPA, Professional Standards), requires the engagement partner
to be satisfied that those performing the audit possess the appropriate compe-
tence and capabilities. In accordance with paragraph .17 of AU-C section 220,
the engagement partner is responsible for the direction, supervision, and per-
formance of the audit engagement. The requirements and application material
in AU-C section 600 relating to understanding a component auditor, setting ma-
teriality, determining the type of work to be performed, and involvement in the
work performed by component auditors provide relevant guidance for meeting
the requirements in AU-C section 220 with regard to the other auditor.

[Issue Date: June 2013.]
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Q&A Section 8900

Predecessor Auditors

[.01] Reserved

.02 Communications Between Predecessor Auditors and Auditors
Inquiry—A client has decided to restate, for comparative purposes, the

statement of changes in financial position reported on by the predecessor audi-
tor to a statement of cash flows. The predecessor auditor's audit report will not
be presented.

a. Should the auditor notify the predecessor auditor as part of the
auditor's procedures to prepare or evaluate restatements permitted
or mandated by new accounting standards?

b. How will the restatement affect the auditor's report?
Reply—Paragraph .12 of AU-C section 510, Opening Balances—Initial Au-

dit Engagements, Including Reaudit Engagements (AICPA, Professional Stan-
dards), states

If the auditor becomes aware of information that leads the auditor
to believe that financial statements reported on by the predecessor
auditor may require revision, the auditor should request management
to inform the predecessor auditor of the situation and arrange for the
three parties to discuss this information and attempt to resolve the
matter.

In cases where revisions result from an accounting change required or permit-
ted by a new Financial Accounting Standards Board or AICPA pronouncement,
the auditor is not required to consult with the predecessor auditor. However, the
auditor may find that communication with the predecessor auditor is desirable
in order to obtain any additional information or audit documentation that may
be needed to prepare or evaluate the restatement. To maintain audit efficiency,
such communications may be made as part of the auditor's routine request for
review of selected audit documentation.

Paragraph .55 of AU-C section 700A, Forming an Opinion and Report-
ing on Financial Statements (AICPA, Professional Standards), requires that
if the prior period financial statements are restated, and the predecessor audi-
tor agrees to issue a new auditor's report on the restated financial statements
of the prior period, the auditor should express an opinion only on the current
period.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.03 Communications With a Predecessor Auditor Who Has Ceased
Operations1

Inquiry—AU-C section 210, Terms of Engagement (AICPA, Professional
Standards), requires an auditor to attempt certain communications with the

1 AR section 400, Communication Between Predecessor and Successor Accountants (AICPA, Pro-
fessional Standards), provides guidance to a successor accountant who decides to communicate with
a predecessor accountant regarding acceptance of an engagement to compile or review the financial
statements of a nonpublic company. In situations in which the predecessor accountant has ceased
operations and the successor accountant decides to engage in such communications, the guidance in
this paragraph may be useful.
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predecessor auditor prior to acceptance of an engagement. How should the au-
ditor fulfill this responsibility when the predecessor auditor has ceased opera-
tions?

Reply—Even when the predecessor auditor has ceased operations, AU-C
section 210 obligates an auditor to attempt certain communications with the
predecessor auditor prior to acceptance of an engagement. The auditor should
attempt the required communications, about matters that the auditor believes
will assist the auditor in determining whether to accept the engagement, with
the individual who had final responsibility for the audit (for example, the en-
gagement partner). Paragraph .12 of AU-C section 210 requires the auditor to
evaluate the predecessor auditor's response, or consider the implications if the
predecessor auditor provides no response or a limited response, in determining
whether to accept the engagement.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.04 Unavailability of the Audit Documentation of a Predecessor Au-
ditor Who Has Ceased Operations

Inquiry—An auditor's initial audit may be facilitated by reviewing the
predecessor auditor's audit documentation. What is the effect on the auditor's
initial audit when the audit documentation of a predecessor auditor who has
ceased operations is not available for review?

Reply—Paragraph .08 of AU-C section 510 requires the auditor to obtain
sufficient appropriate audit evidence about whether the opening balances con-
tain misstatements that materially affect the current period's financial state-
ments, and states that the auditor should perform one or both of the following
to obtain evidence regarding opening balances:

a. Review the predecessor auditor's audit documentation

b. Perform specific audit procedures

Paragraph .15 of AU-C section 510 requires that if the auditor is unable to ob-
tain sufficient appropriate audit evidence regarding the opening balances, the
auditor should express a qualified opinion or disclaim an opinion on the finan-
cial statements, as appropriate, in accordance with AU-C section 705, Modifica-
tions to the Opinion in the Independent Auditor's Report (AICPA, Professional
Standards).

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.05 Significant Audit Procedures Performed by a Predecessor Au-
ditor Who Has Ceased Operations

Inquiry—If a predecessor auditor has performed significant audit proce-
dures, such as the observation of inventory or the confirmation of accounts re-
ceivable, and subsequently has ceased operations, to what extent may this work
be used by the auditor?

Reply—Because a report on the financial statements has not been issued
by the predecessor auditor and the auditor cannot complete the procedures re-
quired by AU-C section 600, Special Considerations—Audits of Group Financial
Statements (Including the Work of Component Auditors) (AICPA, Professional
Standards), the auditor can neither assume responsibility for the work of the
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predecessor auditor nor issue a report that reflects divided responsibility for
the audit, as described in AU-C section 600. The auditor should perform audit
procedures sufficient to reduce audit risk to an acceptably low level and thereby
enable the auditor to draw reasonable conclusions on which to base the audi-
tor's opinion on the financial statements under audit. However, review of the
predecessor auditor's audit documentation may have an effect on the nature,
timing and extent of those procedures.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.06 Auditor Becomes Aware of Information During the Audit That
Leads the Auditor to Believe That Financial Statements Reported On
by a Predecessor Auditor Who Has Ceased Operations May Require
Revision

Inquiry—Paragraph .12 of AU-C section 510 states that if the auditor be-
comes aware of information during the audit that leads the auditor to believe
that financial statements reported on by the predecessor auditor may require
revision, the auditor should request management to inform the predecessor au-
ditor of the situation and arrange for the three parties to discuss the situation
and attempt to resolve the matter. What actions may an auditor take when the
auditor becomes aware of information during the audit that leads the auditor to
believe that financial statements reported on by a predecessor auditor require
revision when the predecessor auditor has ceased operations?

Reply—When the auditor becomes aware of information that leads the au-
ditor to believe that the financial statements reported on by a predecessor au-
ditor who has ceased operations may require revision, in accordance with para-
graph .12 of AU-C section 510, the auditor should discuss the information with
management and attempt to resolve the matter. In attempting to resolve the
matter, the auditor may request that management inform the individual who
had final responsibility for the audit of the financial statements reported on
by the predecessor auditor (for example, the engagement partner) of the situa-
tion and arrange for that individual to discuss the information with the audi-
tor and management. If it is determined that the financial statements require
revision, the auditor may request that management disclose the information
to the party responsible for winding up the affairs of the predecessor auditor.
If the auditor is not satisfied with the resolution of the matter, in accordance
with paragraph .13 of AU-C section 510, the auditor should evaluate (a) the
implications on the current engagement and (b) whether to withdraw from
the engagement or, when withdrawal is not possible under applicable law or
regulation, disclaim an opinion on the financial statements. The auditor may
decide to consult with legal counsel in determining an appropriate course of
action.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.07] Reserved

[.08] Reserved

[.09] Reserved
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.10 Successor Accountant Becomes Aware of Information During
the Performance of a Compilation or Review That Leads the Succes-
sor Accountant to Believe That Financial Statements Reported On by
a Predecessor Accountant Who Has Ceased Operations May Require
Revision

Inquiry—Paragraph .10 of AR section 400, Communications Between Pre-
decessor and Successor Accountants (AICPA, Professional Standards), provides
guidance to a successor accountant who, during an engagement to compile or
review current-period financial statements, becomes aware of information that
leads him or her to believe that financial statements reported on by a prede-
cessor accountant may require revision. Paragraph .10 of AR section 400 states
that the successor accountant should request that his or her client communi-
cate this information to the predecessor accountant. How may the successor ac-
countant fulfill this responsibility when the predecessor accountant has ceased
operations?

Reply—When the successor accountant becomes aware of information that
leads him or her to believe that financial statements reported on by a prede-
cessor accountant may require revision, the successor accountant should dis-
cuss the information with management. In attempting to resolve the matter,
the successor accountant may request that management inform the individual
who had final responsibility for the prior-period engagement (for example, the
engagement partner) of the situation and arrange for that individual to dis-
cuss the information with management. If it is determined that the financial
statements require revision, the successor accountant may request that man-
agement disclose the information to the party responsible for winding up the
affairs of the predecessor accountant. If the successor accountant is not satis-
fied with the resolution of the matter, in accordance with paragraph .11 of AR
section 400, the successor accountant should evaluate (a) possible implications
for the current engagement and (b) whether to resign from the engagement. The
successor accountant may decide to consult with legal counsel in determining
an appropriate course of action.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.11 Management Representations Regarding Prior Periods Pre-
sented That Were Audited by Predecessor Auditor

Inquiry—Paragraph .20 of AU-C section 580, Written Representations
(AICPA, Professional Standards), requires that written representations be ob-
tained for all financial statements and period(s) referred to in the auditor's
report. Paragraph .52 of AU-C section 700A states that "as required by section
580, Written Representations, the auditor should request written representa-
tions for all periods referred to in the auditor's opinion."

The prior period financial statements were audited by a predecessor au-
ditor, and the predecessor auditor's report on the prior period's financial state-
ments is not reissued. The auditor's report will express an opinion on the cur-
rent period's financial statements and will include an other-matter paragraph
in accordance with paragraph .54 of AU-C section 700A. Is the auditor required
to obtain a representation letter covering the prior period financial statements?

Reply—No. Written representations confirm audit evidence used by the
auditor in arriving at the conclusions on which the auditor's opinion is based.
Because the auditor is not opining on the prior year when making reference to
the prior period that was audited by a predecessor auditor, the auditor is not
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required to obtain a representation letter covering the prior period financial
statements.

However, the auditor may request current-year written representations
with respect to audit work that the auditor performs relative to opening bal-
ances and may include written representations for such items as consistency
in accounting policies, prior year internal control deficiencies, and matters re-
lating to report modifications. Additional representations may be necessary in
the current year's letter if the successor auditor discovers material misstate-
ments in the prior year's financial statements; restatement is necessary; and
the auditor audits the restatement adjustments.

[Issue Date: September 2014.]
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[.06] Reserved
[.07] Reserved

.08 Supplementary Information
[.09] Reserved
[.10] Reserved
[.11] Reserved
[.12] Reserved
[.13] Reserved
[.14] Reserved
[.15] Reserved
[.16] Reserved
[.17] Reserved

.18 Bank Engaged an Accountant to Perform a Compilation
Engagement on a Financial Statement of Another Entity

[.19] Reserved
.20 Reissuance of a Review Report When the Accountant’s

Independence Is Impaired After the Date of the Accountant’s
Review Report

[.21] Reserved
[.22] Reserved
[.23] Reserved

.24 Issuing a Compilation Report on Financial Statements That Omit
Substantially All Disclosures Required by an Applicable
Financial Reporting Framework After Issuing a Report on
Financial Statements for the Same Reporting Period That
Include Substantially All Disclosures Required by the Same
Financial Reporting Framework

[.25] Reserved
[.26] Reserved
[.27] Reserved
[.28] Reserved

.29 Effects on Compilation and Review Engagements When
Management Does Not Assess Whether the Reporting Entity
Is the Primary Beneficiary of a Variable Interest Entity and
Instructs the Accountant to Not Perform the Assessment

.30 Disclosure of Independence Impairment in the Accountant’s
Compilation Report on Comparative Financial Statements
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One Period

[.31] Reserved
.32 Modification to the Accountant’s Compilation or Review Report

When a Client Adopts a Private Company Council Accounting
Alternative

.33 Compilation or Review Report in Which Management Does Not
Include Disclosure Related to Adoption of a PCC Accounting
Alternative

[.34] Reserved
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.28 Combining a Going Concern Emphasis-of-Matter Paragraph
With Another Emphasis-of-Matter Paragraph

.29 Modification to the Auditor’s Report When a Client Adopts a
PCC Accounting Alternative
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Q&A Section 9030

Accounting Changes

[.01] Reserved

[.02] Reserved

.03 Change in Service Lives of Fixed Assets
Inquiry—A reevaluation of the lives of depreciable property resulted in an

increase in the remaining lives of certain properties. The company would like
to include the cumulative, net of tax, effect of this change in income. Is this in
accordance with generally accepted accounting principles?

Reply—Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC) 250, Accounting Changes and Error Corrections, is
quite specific regarding the treatment of changes in estimated service lives
of depreciable assets. Such a change is considered a change in an account-
ing estimate and should be recorded prospectively, that is, in the period of the
change and future periods as appropriate. Therefore, the proposed accounting
would not be in accordance with generally accepted accounting principles. If
the change in service lives of depreciable property were accounted for as sug-
gested, the independent auditors would have to issue a qualified or adverse
opinion depending upon materiality of the item.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

[.04] Reserved

[.05] Reserved

[.06] Reserved

[.07] Reserved

[.08] Reserved

[.09] Reserved

.10 Change From Generally Accepted Accounting Principles
(GAAP) to a Special Purpose Framework or From a Special Purpose
Framework to GAAP

Inquiry—A company that has previously issued financial statements pre-
pared in accordance with GAAP has decided to change to the income tax basis
(or vice versa). How should the change in accounting basis be accounted for
and reported in the financial statements and how does the change impact the
auditor's or accountant's report?

Reply—Accounting issues:

Authoritative literature does not address accounting for a change in ac-
counting basis. FASB ASC 250 provides guidance for reporting accounting
changes within the same basis. However, the situation described above is con-
sidered to be a change in accounting basis rather than an accounting change.

When only current year financial statements are presented, it is common
practice to present the effect of the change in the accounting basis by show-
ing beginning retained earnings as previously reported with an adjustment to
convert to the new basis. Although not as common in practice, precedent also
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exists for either showing opening retained earnings on the new basis or show-
ing the effects of the change as a cumulative-effect adjustment in the income
statement.

However, if comparative financial statements are presented, the prior
year(s) should be restated and presented under the basis to which the com-
pany has changed. Restatement is necessary to ensure comparability with all
periods presented.

In both cases, the change in accounting basis should be disclosed in the
notes to the financial statements.

—Reporting issues:

Auditing literature states that a change in accounting basis does not rep-
resent a lack of consistency and, consequently, that report modification is not
required. However, the literature allows for the inclusion of an emphasis-of-
matter paragraph in the auditor's report to emphasize a matter regarding the
financial statements.

A summary of the relevant authoritative references follows:

Paragraph .A1 of AU-C section 708, Consistency of Financial Statements
(AICPA, Professional Standards), indicates that the consistency reference in
the auditor's report refers to consistent application of principles within a ba-
sis of presentation. The standards do not address the consistent use of a basis
of presentation; therefore, a change in accounting basis does not require the
auditor to modify the report for a lack of consistency.

Paragraph .06 of AU-C section 706, Emphasis-of-Matter Paragraphs and
Other-Matter Paragraphs in the Independent Auditor's Report (AICPA, Profes-
sional Standards), indicates that an auditor should include an emphasis-of-
matter paragraph in the auditor's report if the auditor considers it necessary
to draw users' attention to a matter appropriately presented or disclosed in the
financial statements that, in the auditor's professional judgment, is of such im-
portance that it is fundamental to users' understanding of the financial state-
ments.

A sample emphasis-of-matter paragraph for an audit report on compara-
tive financial statements in the year of change to a special purpose framework
follows:

(emphasis-of-matter paragraph)

As discussed in Note A to the financial statements, in 20X4 the Com-
pany adopted a policy of preparing its financial statements on the
accrual method of accounting used for federal income tax purposes,
which is a comprehensive basis of accounting other than generally ac-
cepted accounting principles. Accordingly, the accompanying financial
statements are not intended to present financial position and results
of operations in accordance with accounting principles generally ac-
cepted in the United States of America. The financial statements for
20X3 have been restated to reflect the income tax basis of accounting
accrual method adopted in 20X4.

Accountants performing review or compilation engagements may also consider
adding an explanatory paragraph for these basis changes.
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[Amended, February 1995; Revised, June 2009, to reflect conforming changes

necessary due to the issuance of FASB ASC; Revised, December 2012, to
reflect conforming changes necessary due to the issuance of SAS Nos.

122–126.]

[.11] Reserved

[.12] Reserved
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Q&A Section 9060

Uncertainties

[.01] Reserved

[.02] Reserved

[.03] Reserved

[.04] Reserved

[.05] Reserved

.06 Possible Effect of Divorce Proceedings on Credit Rating
Inquiry—A client and his wife who are co-owners and co-managers of a

business are involved in divorce proceedings. The auditor believes a divorce
will adversely affect the business's credit rating. Is it necessary to include a
reference in the financial statements to the divorce proceedings and their po-
tentially adverse effects?

Reply—The auditor should not include references in his report to cur-
rently litigated divorce proceedings. The independent auditor should refrain
from mentioning the client's involvements of a personal nature which might
effectively disparage (or even stimulate the slander of) his business reputation
or credit standing. It is possible that a divorce settlement could adversely af-
fect the credit standing of the client, but in the absence of a final determination
of the litigation or a determinative event which directly affects the financial
condition of the entity under audit, the rule of informative disclosure does not
compel the independent accountant to contribute in advance to a possible ad-
verse effect on the client's credit standing.

[.07] Reserved

.08 Going Concern Problem—Financial Statements Prepared on
the Income Tax Basis of Accounting

Inquiry—A client prepares its financial statements on the income tax basis
of accounting. The client is experiencing financial difficulties and its ability to
continue as a going concern is questionable. Since the financial statements are
prepared on a special purpose framework, is the CPA's audit report required to
include an emphasis-of-matter paragraph that refers to this uncertainty?

Reply—Yes. AU-C section 570A, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AICPA, Professional Standards), ap-
plies to all audits of financial statements, regardless of whether the financial
statements are prepared in accordance with a general purpose or a special pur-
pose framework. Therefore, when the auditor concludes that there is substan-
tial doubt about the entity's ability to continue as a going concern for a rea-
sonable period, regardless of whether the financial statements are prepared in
accordance with a general purpose or a special purpose framework, the auditor
should include an emphasis-of-matter paragraph (following the opinion para-
graph) to reflect that conclusion.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]
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.09 Audit Report for Development Stage Enterprise
Inquiry—Is an emphasis-of-matter paragraph in the auditor's report for a

going concern uncertainty always required for a development stage enterprise
because there is doubt as to recovery of costs from future operations?

Reply—No. A going concern uncertainty does not automatically arise be-
cause an enterprise is in the development stage. In accordance with AU-C sec-
tion 570A, the auditor should consider whether the results of the procedures
performed during the course of the audit identify conditions or events that,
when considered in the aggregate, indicate there could be substantial doubt
about the entity's ability to continue as a going concern for a reasonable period
of time. If such conditions or events are identified, the auditor should obtain
information about management's plans that are intended to mitigate the ad-
verse effects of such conditions or events, and assess whether it is likely that
such plans can be effectively implemented.

If the auditor concludes that substantial doubt about the entity's ability to
continue as a going concern for one year after the balance sheet date remains
after considering conditions or events and management's plans, the going con-
cern issue should be adequately disclosed in the financial statements, and the
auditor's report should include an emphasis-of-matter paragraph to reflect this
conclusion.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

§9060.09 ©2017, AICPA



Subsequent Events 519

Q&A Section 9070

Subsequent Events

Note: Additional Questions and Answers on subsequent events can be
found in section 8700, Subsequent Events.

.01 Failure to Remit Withholding Taxes in Subsequent Period
Inquiry—In the course of an examination of the financial statements, the

auditor has discovered that in the period subsequent to the balance sheet date
the company has not remitted to the appropriate agencies the taxes currently
withheld from employees' wages. Assuming the amount is material, is it neces-
sary that this matter be disclosed in the auditor's report?

Reply—Paragraph .02 of AU-C section 560, Subsequent Events and Subse-
quently Discovered Facts (AICPA, Professional Standards), states, in part

Financial statements may be affected by certain events that occur af-
ter the date of the financial statements…financial reporting frame-
works ordinarily identify two types of events:

a. Those that provide evidence of conditions that existed at
the date of the financial statements

b. Those that provide evidence of conditions that arose after
the date of the financial statements

The auditor's objective is to determine whether events occurring between the
date of the financial statements and the date of auditor's report that require ad-
justment of, or disclosure in, the financial statements have been identified and
are appropriately reflected in the financial statements. Even if it is determined
that the financial statements are not directly affected, it is possible that the
situation indicated future serious difficulties that might require disclosures.

If the delinquent obligations are not evidence of serious financial difficul-
ties, there usually would be no reason why obligations incurred subsequent to
the balance sheet date need be reported in financial statements as of such date.
In such a case, it should be expected that the delinquent payments will soon be
remitted.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.02 Disclosure of Note Receivable Covering Previous Account of
Bankrupt Company

Inquiry—Company A reports on a fiscal year ending January 31. Company
A's accounts receivable include a material amount due from a bankrupt com-
pany. To avoid legal action, several individuals formed a new company. The new
company and the individuals signed a note which would pay the accounts re-
ceivable of the bankrupt company over a three year period. The note was signed
on March 1, subsequent to the balance sheet date. Should the note receivable,
assumed to be collectible, be presented in the balance sheet at January 31?
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Reply—AU-C section 560 and Financial Accounting Standards Board
(FASB) Accounting Standards Codification (ASC) 855, Subsequent Events, deal
with subsequent events. Paragraph 1 of FASB ASC 855-10-55 states, in part

Subsequent events affecting the realization of assets, such as receiv-
ables and inventories or the settlement of estimated liabilities, should
be recognized in the financial statements when those events represent
the culmination of conditions that existed over a relatively long period
of time.

Accordingly, the accounts receivable should be reported as a note receivable at
January 31, with adequate disclosure of the financial arrangements made after
the balance sheet date.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.03 Discovery of Potential Liability in Subsequent Period
Inquiry—In the period subsequent to the balance sheet date, the auditors

discovered that an employee of the client had used a company purchase order
to obtain merchandise for his personal business. This transaction resulted in a
material potential liability of the client. Negotiations with the creditor ensued
and the client's attorney was successful in securing a complete release from any
obligation on the part of the client.

Is it necessary to disclose this matter on the client's financial statements?

Reply—According to paragraph .02 of AU section 560, the resolution of
this matter appears to constitute a subsequent event which is evidence of a
condition that existed at the balance sheet date, but since no transaction in fact
occurred which involved the client, it is not necessary to disclose the matter in
the financial statements. However, a condition which did affect the client and
which did exist at the balance sheet date is the future legal costs of settling
the matter. Provisions for these costs (if they are material) should be made on
the financial statements, and the reasons for incurring these costs should be
disclosed.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.04] Reserved

.05 Consideration of Impact of Losses From Natural Disasters Oc-
curring After Completion of Audit Field Work and Signing of the Audi-
tor's Report But Before Issuance of the Auditor's Report and Related
Financial Statements

Inquiry—An auditor completes the field work with respect to an audit of
financial statements, performs all of the post-field work procedures required
by the firm's quality control standards and signs the audit report but does not
immediately issue the auditor's report and the related financial statements to
the client. During the period that the report was signed but not issued, the
client suffers a significant loss due to a natural disaster. What are the auditor's
responsibilities with respect to consideration of a material subsequent event
that occurs after completion of field work and after the signing of the audi-
tor's report but before issuance of the auditor's report and the audited financial
statements?
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Reply—AU-C section 560 defines subsequent events as events occurring be-

tween the date of the financial statements and the date of the auditor's report.
Paragraph .12 of AU-C section 560 states that the auditor is not required to per-
form any audit procedures regarding the financial statements after the date of
the auditor's report. However, if a subsequently discovered fact becomes known
to the auditor after the report release date, the auditor is required to perform
certain procedures. Paragraph .02 of AU-C section 560 indicates that there are
two types of events: (a) those that provide evidence of conditions that existed
at the date of the financial statements, and (b) those that provide evidence of
conditions that arose after the date of the financial statements.

A loss from a natural disaster occurring after year end would be considered
the second type subsequent event. These events should not result in an adjust-
ment to the financial statements. Some of these events, however, may be of such
a nature that disclosure of them is required to keep the financial statements
from being misleading. In addition, the auditor should always remember that
the financial statements belong to the client and the client may wish to disclose
the event in the notes to the financial statements even if not required to do so.

Management and the auditor should consider whether a subsequent event
that provides evidence of conditions that arose after the date of the financial
statements would be of such a nature that disclosure of the event is necessary in
order to keep the financial statements from being misleading. Management and
the auditor should also consider whether the event affects the entity's ability
to continue as a going concern.

For example, if the auditee owns a major distribution center in an area
that is declared a disaster area by a local, state, or federal government due to
natural disaster (e.g. hurricane, earthquake, tornado), management and the
auditor should assess the damage done to that asset and the impact on the en-
tity's current and future operations and determine whether disclosure of the
impact of the disaster is required to keep the financial statements from being
misleading. Occasionally such an event may be so significant that disclosure
can best be made by supplementing the historical financial statements with
pro forma financial data giving effect to the event as if it had occurred on the
date of the balance sheet. It may be desirable to present pro forma statements,
usually a balance sheet only, in columnar form on the face of the historical
statements.

The auditor may conclude that the event has such a material impact on
the entity that it would be appropriate to include an emphasis of matter para-
graph in the auditor's report directing the reader's attention to the event and its
effects. As paragraph .06 of AU-C section 706, Emphasis-of-Matter and Other-
Matter Paragraphs in the Independent Auditor's Report (AICPA, Professional
Standards), notes, emphasis-of-matter paragraphs are included in the auditor's
report if the auditor considers it necessary to draw users' attention to a mat-
ter appropriately presented or disclosed in the financial statements that, in the
auditor's professional judgment, is of such importance that it is fundamental
to users' understanding of the financial statements.

If the auditor concludes that the effects of the disaster are such that sub-
stantial doubt exists as to the entity's ability to continue as a going concern for
a reasonable period of time, the auditor should include an emphasis-of-matter
paragraph (following the opinion paragraph) to reflect that conclusion. Para-
graph .A6 of AU-C section 570A, The Auditor's Consideration of an Entity's
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Ability to Continue as a Going Concern (AICPA, Professional Standards), pro-
vides an example of such an emphasis-of-matter paragraph.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.06 Decline in Market Value of Assets Subsequent to the Balance
Sheet Date

Inquiry—In light of overall market decline, should the decline in market
value of an asset subsequent to the balance sheet date result in the adjustment
of the financial statements?

Reply—FASB ASC 855-10-25-1 states that "[a]n entity shall recognize in
the financial statements the effects of all subsequent events that provide addi-
tional evidence about conditions that existed at the date of the balance sheet,
including the estimates inherent in the process of preparing financial state-
ments."

FASB ASC 855-10-25-3 states that "[a]n entity shall not recognize subse-
quent events that provide evidence about conditions that did not exist at the
date of the balance sheet but arose after the balance sheet date but before fi-
nancial statements are issued or are available to be issued."

FASB ASC 855-10-55-2 provides a list of examples of nonrecognized subse-
quent events, including changes in the fair value of assets or liabilities (finan-
cial or nonfinancial) after the balance sheet date but before financial statements
are issued or are available to be issued.

[Issue Date: May 2010.]
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Q&A Section 9080

Audited Financial Statements

[.01] Reserved

.02 Going Concern Assumption 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 liquidated. The company uses the completed
contract method to recognize income and will have only one operating cycle.

Should there be an emphasis-of-matter paragraph in the auditor's report
now or near the final years of operations on the assumption that after a certain
fixed period it will no longer be a "going concern"?

Reply—AU-C section 570A, The Auditor's Consideration of an Entity's Abil-
ity to Continue as a Going Concern (AICPA, Professional Standards), requires
that an emphasis-of-matter paragraph (following the opinion paragraph) be in-
cluded in the audit report when the auditor concludes that substantial doubt
about the entity's ability to continue as a going concern for a reasonable period
of time remains. A reasonable period of time is defined as "a period of time not
to exceed one year beyond the date of the financial statements being audited."
Therefore, when the auditor has substantial doubt that the corporation will
continue as a going concern for one year from the date of the financial state-
ments under audit, an emphasis-of-matter paragraph (following the opinion
paragraph) reflecting that conclusion should be included in the audit report.

However, if the corporation has presented its financial statements on the
assumption of liquidation, AU-C section 570A does not apply and therefore an
emphasis-of-matter paragraph reflecting the auditor's conclusion that substan-
tial doubt exists about the corporation's ability to continue as a going concern
is not necessary.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.03 Opinion on Balance Sheet Only
Inquiry—Occasionally, a client will request from a CPA only an audited

balance sheet with footnotes even though the CPA has examined and reported
on all the financial statements. The usual purpose of this statement is for pre-
sentation by the client to a supplier for securing credit.

How may the CPA comply with the client's request while remaining in com-
pliance with the reporting requirements in AU-C section 700, Forming an Opin-
ion and Reporting on Financial Statements (AICPA, Professional Standards)?

Reply—AU-C sections 200–700 apply in an audit of financial statements
and are to be adapted as necessary in the circumstances when applied to
audits of other historical financial information. AU-C section 805, Special
Considerations—Audits of Single Financial Statements and Specific Elements,
Accounts, or Items of a Financial Statement (AICPA, Professional Standards),
addresses special consideration in the application of those AU-C sections to
an audit of a single financial statement. Examples of an auditor's report on a
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single financial statement can be found in illustrations 1–2 of the exhibit to
AU-C section 805.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2012, to reflect conforming

changes necessary due to the issuance of SAS Nos. 122–126.]

.04 Opinion on Balance Sheet With Disclaimer on Income
Statement

Inquiry—A CPA firm has been engaged to perform the initial audit of a
company. Since the firm did not observe the inventory taking at the beginning of
the period and it is not practicable for it to satisfy itself by other means as to the
beginning inventory, the firm plans to issue an opinion only on the balance sheet
and disclaim an opinion on the income statement. Would this be in accordance
with paragraphs .11 and .15 of AU-C section 705, Modifications to the Opinion
in the Independent Auditor's Report (AICPA, Professional Standards)?

Reply—Paragraph .11 of AU-C section 705 addresses scope limitations im-
posed by management after the engagement has been accepted, and does not
apply when the scope limitation arises from circumstances relating to the tim-
ing of the auditor's work, such as the inability to observe beginning inventory
in an initial audit.

Paragraph .15 of AU-C section 705 states, in part, that "when the audi-
tor considers it necessary to …disclaim an opinion on the financial statements
as a whole, the auditor's report should not also include an unmodified opinion
with respect to the same financial reporting framework on a single financial
statements…" Paragraph .A17 of AU-C section 705 addresses initial audits and
states "[i]n an initial audit, it is acceptable for the auditor to express an unmod-
ified opinion regarding financial position and disclaim an opinion regarding the
results of operations and cash flows, when relevant. In this case, the auditor has
not disclaimed an opinion on the financial statements as a whole." An example
of such an auditor's report can be found in illustration 8 of the exhibit to AU-C
section 705.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.05] Reserved

.06 Reference in Financial Statements to Auditor's Report
Inquiry—Audited financial statements often contain a note such as:

The accompanying notes are an integral part of this financial state-
ment.

or a note sometimes reads

The accompanying notes and auditor's report are an integral part
of this financial statement.

The only difference between the two notes is the inclusion of the phrase, "and
auditor's report." Is a reference to the auditor's report necessary?

Reply—Paragraph .04 of AU-C section 200, Overall Objectives of the In-
dependent Auditor and the Conduct of an Audit in Accordance With Generally
Accepted Auditing Standards (AICPA, Professional Standards), states, in part,
"…an audit in accordance with GAAS is conducted on the premise that man-
agement and, when appropriate, those charged with governance, have acknowl-
edged certain responsibilities that are fundamental to the conduct of an audit."
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These responsibilities are defined as including the responsibility for the prepa-
ration and fair presentation of the financial statements. Therefore, the auditor's
report cannot be an integral part of the financial statements, and it is inappro-
priate to include it by reference.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.07] Reserved

[.08] Reserved

.09 Arrangement of References to Financial Statements in Audi-
tor's Report

Inquiry—The examples of auditor's opinions in the Statements on Auditing
Standards all seem to refer to the statement of financial position first, followed
by the statement of results of operations, and finally the statement of cash flows.
Is it necessary that the financial statements be presented in this order and the
statements be referred to in the auditor's report in this order?

Reply—The order in which the financial statements are referred to in the
independent auditor's report need not follow the order in which the statements
are physically arranged. The illustrative standard report such as shown in the
exhibit of AU-C section 700 can be used regardless of the order in which the
financial statements are presented.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.10] Reserved

[.11] Reserved

[.12] Reserved

.13 Classification of Certain Callable Obligations
Inquiry—In some situations in which there is a violation of a debt agree-

ment that makes a long-term obligation callable, management continues to
classify the obligation as long-term because it asserts that it is probable that
the violation will be cured during the grace period, while the auditor does not
agree with that assertion. In such a situation, does an uncertainty exist that
might cause the auditor to add an other-matter paragraph (after the opinion
paragraph) to his report?

Reply—No. Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 470-10-45-12 requires that long-term obligations
be classified as current liabilities if they are, or will be, callable because of the
debtor's violation of a provision of the debt agreement unless certain conditions
are met. These conditions occur when (1) the creditor waives or loses the right
to demand payment for more than one year from the balance sheet date or (2)
it is probable that the violation will be cured within the grace period specified
in the loan agreement.

The circumstances described above do not constitute an uncertainty as de-
scribed in AU-C section 705 because they do not involve matters in which the
outcome and related audit evidence are prospective (paragraph .A13 of AU-C
section 705). If the auditor, on the basis of available evidence, disagrees with
management's assertion, a qualified or adverse opinion because of a departure
from generally accepted accounting principles should be considered.
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[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2012, to reflect conforming

changes necessary due to the issuance of SAS Nos. 122–126.]

[.14] Reserved

.15 Condensed Financial Statements of a Nonpublic Entity
Inquiry—A client prepares condensed financial statements that name the

auditor and state that they have been derived from audited financial state-
ments. The condensed statements incorporate the audited financial statements
by reference and indicate such statements and auditor's report thereon may be
obtained. Is the auditor required to report on the condensed financial state-
ments?

Reply—Paragraph .28 of AU-C section 810, Engagements to Report on Sum-
mary Financial Statements (AICPA, Professional Standards), states that if the
auditor becomes aware that the entity plans to make a statement in a document
that refers to the auditor and the fact that summary financial statements are
derived from the financial statements audited by the auditor, the auditor should
be satisfied that

a. the reference to the auditor is made in the context of the auditor's
report on the audited financial statements; and

b. the statement does not give the impression that the auditor has
reported on the summary financial statements.

If these conditions are met, the auditor need not do anything further. If these
conditions are not met, the auditor should request management to change the
statement or delete the reference to the auditor's report. Alternatively, the en-
tity may engage the auditor to report on the summary financial statements.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]
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Q&A Section 9100

Signing and Dating Reports

.01 Use of Successor Firm Name in Signing Registration
Statement

Inquiry—A CPA firm has been requested to provide an opinion on the con-
solidated financial statements of a client covering a five-year period. During
this five-year period, the CPA firm has undergone several changes in its orga-
nization and its name:

1. Opinions for the first two years were issued by John Doe & Co.

2. In the third year, the accounting practice merged with another firm
and the opinions for years three and four were signed by Doe, Roe &
Co. Primary responsibility for the client was retained by the part-
ners of John Doe & Co.

3. This partnership was later dissolved and the opinion in year five
was signed by John Doe & Co., who, under the dissolution agree-
ment, retained the working papers for this client.

Since it is impracticable to obtain the consent of each partner of the dis-
solved partnership, may the opinion on the five-year statements be issued by
John Doe & Co.?

Reply—This situation is discussed in paragraph .A46 of AU-C section 700A,
Forming an Opinion and Reporting on Financial Statements (AICPA, Profes-
sional Standards). Since the partners of John Doe & Co., as it presently exists,
retained primary responsibility for the publicly held company in question dur-
ing the merger period, and since the firm is a successor in interest to the en-
gagement and has retained all working papers for this client, it appears that,
after consideration of these circumstances, the statements of consolidated in-
come for the five-year period may be released solely in the name of John Doe &
Co.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.02 Reporting on Companies With Different Fiscal Years
Inquiry—A CPA has a client whose fiscal year ends on June 30. A parent

company of this client now wishes to go public and must file consolidated finan-
cial statements with the SEC. The parent company, however, observes a fiscal
year ending on December 31.

The CPA has been asked by the parent to provide financial statements
with an auditor's opinion for the year ending December 31, 20X3. To do this,
the auditor needs to assemble figures for the period January 1, 20X3, to June
30, 20X3, from the financial statements for the year ended June 30, 20X3, and
figures for the period July 1, 20X3, to December 31, 20X3, from the financial
statements for the year ended June 30, 20X4.

The CPA has been having difficulty in segregating the financial informa-
tion into these six-month periods because of the condition of the accounting
records. Furthermore, the inventories were not observed nor were the receiv-
ables confirmed at the December 31 dates.
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Under these conditions, should the CPA express his opinion for the year
ended June 30, 20X3, and disclaim an opinion for the six months ended Decem-
ber 31, 20X3?

Reply—In order for an auditor to express an opinion on financial state-
ments for prior periods, it is generally not necessary to observe all audit proce-
dures required for the most recent financial statements. Paragraphs .A9–.A11
of AU-C section 705, Modifications to the Opinion in the Independent Auditor's
Report (AICPA, Professional Standards), indicate that an inability to perform
a specific procedure, such as observation of inventories, does not constitute a
limitation on the scope of an audit if the auditor is able to obtain sufficient
appropriate audit evidence by performing alternative procedures.

Generally, if the client's records are reasonably well kept and the auditor
has satisfied himself as to year-end financial statements, review of ratios of
sales to cost of sales and determination that accruals have been properly rec-
ognized at the interim date will enable an auditor to satisfy himself that the
financial statements at an intervening interim date are fairly presented. On
the other hand, if no perpetual inventory records are kept and if the client has
not prepared inventories as of the interim date, it may not be practicable to
reconstruct such inventory, and a disclaimer of opinion should be expressed on
the reconstructed statements. In such circumstances, it would appear neces-
sary that the auditor indicate in a basis for disclaimer paragraph that, due to
the fact that he was not engaged to make an audit of financial statements as of
such date until June 30, 20X4, he was not in a position to observe the amount
of inventory at such date and is unable to satisfy himself thereto by the appli-
cation of other auditing procedures. If this be the case, the SEC would probably
be willing to accept combined income statements based on statements of the
subsidiary company as of a date six months different than the parent and to
accept unconsolidated balance sheets, with the balance sheet of the subsidiary
being presented as of its appropriate year-end. The absence of correspondence
with debtors and creditors would probably not cause similar problems.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.03] Reserved

[.04] Reserved

.05 Signing of Independent Auditor's Report
Inquiry—Should the independent auditor's report be manually signed?

Reply—Paragraph .39 of AU-C section 700 states that the auditor's report
should include the manual or printed signature of the auditor's firm.

Although AU-C section 700 does not require a manual signature, Depart-
ment of Labor and Securities and Exchange Commission regulations require
manual signatures in certain circumstances.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.06 The Effect of Obtaining the Management Representation Letter
on Dating the Auditor's Report

Inquiry—AU-C section 580, Written Representations (AICPA, Professional
Standards), establishes a requirement that the auditor request written repre-
sentations from management as part of an audit of financial statements per-
formed in accordance with generally accepted auditing standards. Additionally,
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paragraph .41 of AU-C section 700 states that the auditor's report should be
dated no earlier than the date on which the auditor has obtained sufficient ap-
propriate audit evidence on which to base the auditor's opinion. Among other
things, sufficient appropriate audit evidence includes evidence that the audit
documentation has been reviewed, and that the entity's financial statements,
including the related notes, have been prepared and that management has as-
serted that it has taken responsibility for them. Is the auditor required to have
the signed management representation in hand as of the date of the auditor's
report?

Reply—Paragraph .A27 of AU-C section 580 addresses this issue and states
that occasionally, circumstances may prevent management from signing the
representation letter and returning it to the auditor on the date of the audi-
tor's report. In those circumstances, the auditor may accept management's oral
confirmation, on or before the date of the auditor's report, that management has
reviewed the final representation letter and will sign the representation letter
without exception as of the date of the auditor's report thereby providing suf-
ficient appropriate audit evidence for the auditor to date the report. However,
possession of the signed management representation letter prior to releasing
the auditor's report is necessary because paragraph .21 of AU-C section 580
requires that the representations be in the form of a written letter from man-
agement. Furthermore, when there are delays in releasing the report, a fact
may become known to the auditor that, had it been known to the auditor at
the date of the auditor's report, might affect the auditor's report and result in
the need for updated representations. AU-C section 560, Subsequent Events and
Subsequently Discovered Facts (AICPA, Professional Standards), addresses the
auditor's responsibilities in such circumstances.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.07 Naming the City and State Where the Auditor Practices
Inquiry—Paragraph .40 of AU-C section 700 states that the auditor's re-

port should "name the city and state where the auditor practices." May the
auditor comply with this requirement by issuing his or her report on the firm's
letterhead that contains the city and state where the auditor practices?

Reply—Yes. The city and state where the auditor practices is not required
to be placed under the auditor's signature and may be named in the firm's let-
terhead on which the report is issued.

[Issue Date: February 2013.]

.08 Audit Firm With Multiple Offices on Their Company Letterhead
and Effect on Report

Inquiry—According to paragraph .40 of AU-C section 700, the auditor's re-
port should name the city and state where the auditor practices. If an auditor's
letterhead denotes multiple office locations, has this requirement been met by
issuing the report on the firm's letterhead?

Reply—No. If the firm's letterhead includes multiple office locations, it will
not be clear which location is the issuing office, and, therefore, the auditor would
need to indicate the city and state where the auditor practices in the auditor's
report.

[Issue Date: June 2013.]
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Q&A Section 9110

Special Reports

.01 Determination of Sales Price Based on Auditor's Report
Inquiry—A CPA has been designated by a contract of sales to prepare a

statement of "net current assets" and a statement of net income of the selling
firm. Both are elements in the determination of the sales price.

A disagreement has arisen between the seller and the buyer as to the pric-
ing of the inventory which represents the major portion of the "net current
assets." The seller relies on a formula represented as "heretofore agreed . . . ."
The buyer demands a formula "based upon good accounting practice."

The CPA believes he may have to submit two inventory values to comply
with the contract provisions—one to describe the "net current assets" which
will use the formula set forth in the contract, and a second using the normal
pricing methods of prior years. There is a major variation between the two. The
formula in the contract was not represented as being based on good accounting
methods but was developed by management after the date of their latest audit.

Can the CPA express an unmodified opinion on each of the two statements
if different price bases are used provided full disclosure is made?

Reply—This is a special report situation and these are special circum-
stances in which the auditor may have a certain reporting latitude he might
not otherwise have. Since seller and buyer were both parties to the contract,
the CPA was designated by the contract to prepare specified statements, and
the contract apparently describes a special formula to be used in pricing inven-
tories, the CPA would ordinarily perform strictly according to the terms of the
engagement and report on one set of statements as being fairly presented or
correctly presented in accordance with the specified contractual formula.

However, since the CPA is aware of the basic disagreement between seller
and buyer, he might be much more helpful towards ultimately resolving the
issue if he were to prepare statements on both bases.

The auditor may properly report on the two statements prepared in accor-
dance with different inventory pricing bases, full disclosure, of course, being
assumed. A more significant question, under the circumstances, is whether he
has (or can obtain) consent from both parties modifying the terms of the en-
gagement to allow preparation of the statements on a dual basis.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.02] Reserved

.03 Audit of Sales for Percentage-of-Sales Lease Agreements
Inquiry—Tenants' lease agreements with a large shopping center provide

for a minimum annual rental plus a percentage rent for sales in excess of a
certain dollar amount. In accordance with the leases, the shopping center has
engaged the services of a CPA to verify that sales exceeding the specified min-
imum base are being reported. If the CPA is satisfied that the internal control
of a tenant is good, may he or she rely on copies of sales tax returns filed with
the state as sufficient evidence for his examination? Is any further verification
necessary if a tenant submits a written confirmation of its annual sales from
its CPA?
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Reply—The degree of reliance which the auditor can place on the work of
a tenant's CPA will depend upon many considerations such as those described
in AU-C section 600, Special Considerations—Audits of Group Financial State-
ments (Including the Work of Component Auditors) (AICPA, Professional Stan-
dards). Comparison of the sales figure reported to the client with the figure
reported on the tenant's sales tax return would not in itself be sufficient verifi-
cation, and additional procedures will be necessary.

An audit program suitable for determining the annual sales of the tenants
will have to be highly flexible. Flexibility is required so as to enable the field
auditors involved to adjust the audit procedures employed from store to store,
as dictated by changes in types of merchandise sold, selling policies employed,
sufficiency of records maintained, adequacy of internal control, etc. Accordingly,
the depth of the examination will vary to some extent with almost every tenant
audited.

Procedures might include examining weekly cash reports submitted by
store managers and comparing these reports with general ledger entries, bank
statements, and state and federal tax returns, and test checking consecutively
numbered sales invoices.

Perhaps the most important documents to play a role in such an examina-
tion of the tenants' sales will be the lease agreements which provide the very
basis for such examination and which may well contain restrictions on the num-
ber and type of records and reports that each tenant will be required to make
available.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.04] Reserved

[.05] Reserved

[.06] Reserved

.07 Statement of Cash Receipts and Disbursements
Inquiry—What is the appropriate language for audit, review, and compila-

tion reports on a statement of cash receipts and disbursements?

Reply—Report language will vary depending on the level of service per-
formed. A statement of cash receipts and disbursements is a financial state-
ment prepared in accordance with a special purpose framework (see paragraph
.07 of AU-C section 800, Special Considerations—Audits of Financial State-
ments Prepared in Accordance With Special Purpose Frameworks [AICPA, Pro-
fessional Standards]), also referred to as an other comprehensive basis of ac-
counting (see paragraph .04 of AR section 60, Framework for Performing and
Reporting on Compilation and Review Engagements [AICPA, Professional Stan-
dards]). It is a pure cash-basis financial statement that summarizes cash ac-
tivity of the entity, including the individual sources and uses of cash, and may
be the only financial statement prepared for the period.

Audit reports on this financial statement should contain an emphasis-of-
matter paragraph that states the cash receipts and disbursements basis of ac-
counting is being used and that it represents a basis of accounting other than
accounting principles generally accepted in the United States of America (see
paragraph .19 of AU-C section 800). This extra paragraph is not required for
full-disclosure compilation and review reports.
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Illustrations of audit, review, and compilation reports on statements of cash

receipts and disbursements follow:

A) Audit
We have audited the accompanying financial statements of ABC Part-
nership, which comprise the statement of assets and liabilities arising
from cash transactions as of December 31, 20X1, and the related state-
ment of revenue collected and expenses paid for the year then ended,
and the related notes to the financial statements.
Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair presentation
of these financial statements in accordance with the cash basis of ac-
counting described in Note X; this includes determining that the cash
basis of accounting is an acceptable basis for the preparation of the
financial statements in the circumstances. Management is also re-
sponsible for the design, implementation, and maintenance of internal
control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement, whether due to
fraud or error.
Auditor’s Responsibility
Our responsibility is to express an opinion on these financial state-
ments based on our audit. We conducted our audit in accordance with
auditing standards generally accepted in the United States of Amer-
ica. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements
are free from material misstatement.
An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial state-
ments, whether due to fraud or error. In making those risk assess-
ments, the auditor considers internal control relevant to the partner-
ship's preparation and fair presentation of the financial statements in
order to design audit procedures that are appropriate in the circum-
stances, but not for the purpose of expressing an opinion on the effec-
tiveness of the partnership's internal control. Accordingly, we express
no such opinion. An audit also includes evaluating the appropriate-
ness of accounting policies used and the reasonableness of significant
accounting estimates made by management, as well as evaluating the
overall presentation of the financial statements.
We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinion.
Opinion
In our opinion, the financial statements referred to above present
fairly, in all material respects, the assets and liabilities arising from
cash transactions of ABC Partnership as of December 31, 20X1, and
its revenue collected and expenses paid during the year then ended in
accordance with the cash basis of accounting described in Note X.
Basis of Accounting
We draw attention to Note X of the financial statements, which de-
scribes the basis of accounting. The financial statements are prepared
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on the cash basis of accounting, which is a basis of accounting other
than accounting principles generally accepted in the United States of
America. Our opinion is not modified with respect to this matter.
B) Review
I (We) have reviewed the accompanying statements of cash receipts
and disbursements of XYZ Company for the years ended December
31, 20X2, and 20X1. A review included primarily applying analytical
procedures to management (owners') financial data and making in-
quiries of company management (owners). A review is substantially
less in scope than an audit, the objective of which is the expression of
an opinion regarding the financial statements as a whole. Accordingly,
I (we) do not express such an opinion. Management (owners) is (are)
responsible for the preparation and fair presentation of the financial
statements in accordance with cash receipts and disbursements basis
of accounting described in Note X and for designing, implementing,
and maintaining internal control relevant to the preparation and fair
presentation of the financial statements.
My (our) responsibility is to conduct the review in accordance with
Statements on Standards for Accounting and Review Services issued
by the American Institute of Certified Public Accountants. Those stan-
dards require me (us) to perform procedures to obtain limited assur-
ance that there are no material modifications that should be made to
the financial statements. I (We) believe that the results of my (our)
procedures provide a reasonable basis for our report.
Based on my (our) review, I am (we are) not aware of any material mod-
ifications that should be made to the accompanying financial state-
ments in order for them to be in conformity with the cash receipts and
disbursements basis of accounting described in Note X.
C) Compilation With Full Disclosure
I (We) have compiled the accompanying statements of cash receipts
and disbursements of XYZ Company for the years ended December
31, 20X2, and 20X1. I (we) have not audited or reviewed the accompa-
nying financial statements and, accordingly, do not express an opinion
or provide any assurance about whether the financial statements are
in accordance with the cash receipts and disbursements basis of ac-
counting described in Note X.
Management (owners) is (are) responsible for the preparation and fair
presentation of the financial statements in accordance with the cash
receipts and disbursements basis of accounting described in Note X
and for designing, implementing, and maintaining internal control rel-
evant to the preparation and fair presentation of the financial state-
ments.
My (our) responsibility is to conduct the compilation in accordance
with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. The
objective of a compilation is to assist management in presenting fi-
nancial information in the form of financial statements without under-
taking to obtain or provide any assurance that there are no material
modifications that should be made to the financial statements.
D) Compilation With Substantially All Disclosures Omitted Including
Disclosure of the Basis of Accounting Used
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I (We) have compiled the accompanying statements of cash receipts
and disbursements of XYZ Company for the years ended December
31, 20X2, and 20X1. I (we) have not audited or reviewed the accompa-
nying financial statements and, accordingly, do not express an opinion
or provide any assurance about whether the financial statements are
in accordance with the cash receipts and disbursements basis of ac-
counting.

Management (owners) is (are) responsible for the preparation and fair
presentation of the financial statements in accordance with the cash
receipts and disbursements basis of accounting and for designing, im-
plementing, and maintaining internal control relevant to the prepara-
tion and fair presentation of the financial statements.

My (our) responsibility is to conduct the compilation in accordance
with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. The
objective of a compilation is to assist management in presenting fi-
nancial information in the form of financial statements without under-
taking to obtain or provide any assurance that there are no material
modifications that should be made to the financial statements.

Management has elected to omit substantially all of the informative
disclosures ordinarily included in financial statements prepared on
the cash receipts and disbursements basis of accounting. If the omitted
disclosures were included in the financial statements, they might influ-
ence the user's conclusion about the Company's cash receipts and dis-
bursements. Accordingly, these financial statements are not designed
for those who are not informed about such matters.

[Amended, February 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature; Revised,

December 2010, to reflect conforming changes necessary due to the issuance
of SSARS No. 19; Revised, December 2012, to reflect conforming changes

necessary due to the issuance of SAS Nos. 122–126.]

.08 Statutory Basis Financial Statements Differ From GAAP
Inquiry—Financial statements filed with a state regulatory agency are pre-

pared on a statutory basis which differs from generally accepted accounting
principles (GAAP). How should the accountant report on the financial state-
ments if he or she knows they will be distributed to third parties other than
the regulatory agency?

Reply—Paragraph .21 of AU-C section 800 addresses this situation and in-
dicates that the auditor should express a qualified or adverse opinion regard-
ing the application of GAAP and, in a separate paragraph, express an opinion
about whether the financial statements are presented in accordance with the
prescribed basis of accounting mandated by the state regulatory agency. In ac-
cordance with paragraph .16 of AU-C section 705, Modifications to the Opinion
in the Independent Auditor's Report (AICPA, Professional Standards), the au-
ditor's report would include a basis for modification paragraph that provides an
explanation in full of the differences between GAAP and the state mandated
policies, or alternatively, a brief description of the differences with a reference
to a footnote identifying these differences in detail.

The exhibit of AU-C section 800 includes an illustration of an auditor's
report on a complete set of financial statements prepared in accordance with a
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regulatory basis of accounting when the financial statements together with the
auditor's report are intended for general use.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.09] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved

.13 Report Distribution Restriction Related to Financial State-
ments Prepared on a Basis of Accounting Prescribed in an Agreement

Inquiry—An auditor was asked to report on special purpose financial state-
ments of a corporation prepared in accordance with contractual basis of ac-
counting. Certain assets, such as receivables, inventories, and other properties,
have been valued on a basis specified in the agreement (fair market value). Is
the auditor required to issue a report containing a paragraph that restricts the
distribution of the report?

Reply—Yes. Paragraph .20 of AU-C section 800 indicates that in such cir-
cumstances, the auditor's report on special purpose financial statements should
include an other-matter paragraph, under an appropriate heading, that re-
stricts the use of the auditor's report when the special purpose financial state-
ments are prepared in accordance with

a. a contractual basis of accounting,

b. a regulatory basis of accounting, or

c. an other basis of accounting when required pursuant to paragraph
.06a–b of AU-C section 905, Alert That Restricts the Use of the Au-
ditor's Written Communication (AICPA, Professional Standards).

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.14 Liquidation Basis Financial Statements
Inquiry—The stockholders of a corporation adopted a plan of complete liq-

uidation. The liquidation will occur over a period of three years. What consti-
tutes the basic financial statements following the adoption of the plan, and on
what basis should those statements be presented?

Reply—Interpretation No. 1, "Reporting on Financial Statements Prepared
on a Liquidation Basis of Accounting," of AU-C section 700, Forming an Opinion
and Reporting on Financial Statements (AICPA, Professional Standards, AU-
C sec. 9700 par. .01–.05), states that a liquidation basis of accounting may be
considered GAAP for entities in liquidation or for which liquidation appears
imminent.

The financial statements of entities adopting a plan of liquidation may be
presented with financial statements of a prior period that were prepared on a
going concern assumption. The basic financial statements following the adop-
tion of a plan of liquidation consist of a statement of net assets in liquidation,
and the related statement of changes in net assets in liquidation.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]
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.15 Reporting on Medicaid/Medicare Cost Reports
Inquiry—Third-party payors may require health care entities to prepare

and submit "cost reports" as a condition of participation in a payor's program.
The most common examples are Medicare and Medicaid. Sometimes, a specific
payor (such as a state Medicaid program) will require health care entities to ob-
tain an audit of their financial statements and further, will require some form
of independent auditor association with or "certification" of cost reports submit-
ted by the health care entity. No standards exist that define or specify what is
meant by "certification" of a cost report. A financial statement audit conducted
in accordance with generally accepted auditing standards (GAAS) does not in-
clude rendering an opinion or any form of assurance on the entity's compliance
with laws and regulations, nor does it provide any assurance on an entity's cost
report. Consequently, auditors have expressed concern that providing such cer-
tification might erroneously imply that they are providing assurance on the
entity's cost report or on its compliance with cost report rules or regulations.
When an auditor has been engaged to perform an audit of a health care en-
tity's basic financial statements, what form of report should the auditor issue
to comply with the certification requirement?

Reply—The auditor could enter into a separate engagement to examine the
cost report under AT section 601, Compliance Attestation (AICPA, Professional
Standards). However, typically states do not require such extensive services
and therefore, health care entities may be reluctant to engage the auditor to
perform such an examination. If a health care entity includes their cost re-
port as supplementary information to their audited basic financial statements,
an auditor may report on the cost report as supplementary information in ac-
cordance with AU-C section 720, Other Information in Documents Containing
Audited Financial Statements (AICPA, Professional Standards).[1] AU-C section
725, Supplementary Information in Relation to the Financial Statements as a
Whole (AICPA, Professional Standards), addresses those situations where the
auditor is engaged to report on whether certain cost report amounts or statis-
tics are fairly stated, in all material respects, in relation to those basic finan-
cial statements as a whole. The following is an illustration of an other matter
paragraph that the auditor may include in the auditor's report on the audited
financial statements or a separate report that the auditor can issue on certain
data within a cost report:

Our audit was made for the purpose of forming an opinion on the
financial statements as a whole. The financial and statistical data
on pages x–x, designated with the tickmark "#"2 that are excerpted
from ABC Health System's [identify title of cost report, such as "An-
nual Report of Hospitals and Hospital Health Care Complexes"]3 for
the year ended December 31, 200X, identified by Declaration Control
Number xxxxxxx and prepared as of [insert date that cost report was

[1] [Footnote deleted, December 2010, to reflect conforming changes necessary due to the issuance
of SAS Nos. 118–120.]

2 It should be clear from the description in the auditor's report and/or the specific page numbers
referenced as to which data is, and which data is not, covered by the "in relation to" opinion.

3 This wording presumes that the supplementary information is comprised of specific pages or
schedules excerpted from the cost report. If the entire cost report is included as supplementary in-
formation, this sentence might be reworded to read "Certain supplementary financial and statistical
data designated with the tickmark "#" in ABC Health System's [identify title of cost report, such as
"Annual Report of Hospitals and Hospital Health Care Complexes"] for the year ended December 31,
200X…"
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submitted]4 are presented for purposes of additional analysis and are
not a required part of the financial statements. The financial and sta-
tistical data, designated with the tickmark "#," is the responsibility
of management and was derived from and relates directly to the un-
derlying accounting and other records used to prepare the financial
statements. The information has been subjected to the auditing pro-
cedures applied in the audit of the financial statements and certain
additional procedures, including comparing and reconciling such infor-
mation directly to the underlying accounting and other records used to
prepare the financial statements or to the financial statements them-
selves, and other additional procedures in accordance with auditing
standards generally accepted in the United States of America. In our
opinion, the information is stated fairly in all material respects in re-
lation to ABC Health System's financial statements taken as a whole.

The financial and statistical data, designated with the tickmark "#,"
has been subjected to the auditing procedures applied in the audit of
the basic financial statements and, in our opinion, is stated fairly in
all material respects in relation to ABC Health System's basic finan-
cial statements taken as a whole. Those auditing procedures applied in
the audit of the financial statements were not intended to determine
compliance with, and therefore would not detect compliance with or
deviations from, the applicable instructions furnished by the [identify
related regulators, such as "XYZ State Department of Health"] relating
to the preparation of the cost report or the reporting requirements con-
tained in the [identify related regulations, such as "XYZ State Medicaid
Accounting and Reporting Manual].5 None of the other information in-
cluded in the accompanying schedules excerpted from [identify source]
has been subjected to the auditing procedures applied in our audit of
the basic financial statements referred to above and, accordingly, we
express no opinion or any other form of assurance thereon.6

This report is intended solely for the information and use of Man-
agement and the Board of Directors of ABC Health System and the
[identify requesting organization, such as "XYZ State Department of
Health"] and is not intended to be and should not be used by anyone
other than these specified parties.7

4 A provider's as-filed cost report may subsequently be revised; therefore, the auditor's report
should clearly identify the specific version of the cost report to which the "in relation to" report ap-
plies, such as by identifying specific control numbers and/or date of preparation/filing. Doing so will
eliminate any future misunderstanding as to the version of the cost report/cost report excerpts covered
by the "in relation to" opinion.

5 An auditor engaged to perform a financial statement audit in accordance with auditing stan-
dards generally accepted in the United States of America would not be in a position to express an
opinion, or provide any form of assurance, regarding compliance with cost report preparation instruc-
tions or rules and regulations covering reimbursement as promulgated by the government program.
[Footnote revised, December 2010, to reflect conforming changes necessary due to the issuance of SAS
Nos. 118–120.]

6 A disclaimer should be included as to any other data included in the supplementary informa-
tion.

7 Restrictive use language should be included in the report. Paragraph .06 of AU-C section 905,
Alert as to the Intended Use of the Auditor's Written Communication (AICPA, Professional Standards),
states that the auditor should include an alert that restricts the use of an auditor's written communi-
cation when the subject matter of the auditor's written communication is based on (a) measurement or
disclosure criteria that are determined by the auditor to be suitable only for a limited number of users

(continued)
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Because this is a restricted-use report, the auditor should consider the guidance
in paragraphs .A5–.A6 of AU-C section 905 before deciding whether to combine
this report with the auditor's report on the basic financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, December 2010, to reflect

conforming changes necessary due to the issuance of SAS Nos. 118–120;
Revised, December 2012, to reflect conforming changes necessary due to the

issuance of SAS Nos. 122–126.]

.16 Example Reports on Federal Deposit Insurance Corporation
Loss Sharing Purchase and Assumption Transactions

Inquiry—The Federal Deposit Insurance Corporation's (FDIC's) Resolu-
tions Handbook (Handbook) states that a loss sharing transaction is a purchase
and assumption (P&A) transaction that the FDIC commonly uses as a resolu-
tion tool for handling failed institutions with more than $500 million in assets.
A P&A is a resolution transaction in which a healthy institution purchases
some or all of the assets of a failed bank or thrift and assumes some or all of
the liabilities, including all insured deposits. The Handbook also states that a
loss sharing P&A uses the basic P&A structure, except for the provision regard-
ing transferred assets. Instead of selling some or all of the assets to the acquirer
at a discounted price, the FDIC agrees to share in future loss experienced by
the acquirer on a fixed pool of assets.

How may an independent auditor respond to the requirement in the Hand-
book for P&A agreements that "[w]ithin 90 days after each calendar year end,
the acquiring bank must furnish the FDIC a report signed by its independent
public accountants containing specified statements8 relative to the accuracy of
any computations made regarding shared loss assets"?

Reply—When the FDIC requirement applies to an engagement covering an
FDIC loss sharing P&A transaction, the auditor may respond to the require-
ment by issuing a report in accordance with the requirements of AU-C section
806, Reporting on Compliance With Aspects of Contractual Agreements or Regu-
latory Requirements in Connection With Audited Financial Statements (AICPA,
Professional Standards). The following are illustrations of auditor reports for
three possible outcomes for which the independent auditor might report:

Example A—Independent Auditor's Report on Compliance With
Contractual Provisions

Independent Auditor's Report

[To the Board of Directors of ABC Bank]
We have audited, in accordance with auditing standards generally ac-
cepted in the United States of America, the financial statements of

(footnote continued)

who can be presumed to have an adequate understanding of the criteria, (b) measurement or
disclosure criteria that are available only to the specified parties, or (c) matters identified by the
auditor during the course of the audit engagement when the identification of such matters is not the
primary objective of the audit engagement (commonly referred to as a by-product report). [Footnote
revised, December 2012, to reflect conforming changes necessary due to the issuance of SAS Nos.
122–126.]

8 The term specified statements is not defined in the Federal Deposit Insurance Corporation's
(FDIC's) Resolutions Handbook. The practitioner is advised to read the terms of the loss share agree-
ment and confirm that the audit requirement in that agreement provides for the receipt of a report
expressing negative assurance.
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ABC Bank (the "Bank") as of [insert date—e.g. December 31, 20XY],
and the related statements of income, changes in stockholder's equity,
and cash flows for the year then ended, and the related notes to the
financial statements, and have issued our report thereon dated [insert
date].

In connection with our audit, nothing came to our attention that
caused us to believe that the Bank failed to comply with the com-
putational provisions of Exhibit 4.15A Single Family Shared-Loss
Agreement, Article II section 2.1(b), [[and] Exhibit 4.15B, Commer-
cial Shared-Loss Agreement, Article II section 2.1(a)]9 of the Purchase
and Assumption agreement between the Bank and the Federal De-
posit Insurance Corporation dated [insert date], insofar as they relate
to accounting matters. However, our audit was not directed primarily
toward obtaining knowledge of such noncompliance. Accordingly, had
we performed additional procedures, other matters may have come
to our attention regarding the Bank's noncompliance with the above-
referenced provisions, insofar as they relate to accounting matters.

This report is intended solely for the information and use of the Bank
and the Federal Deposit Insurance Corporation and is not intended to
be and should not be used by anyone other than these specified parties.

[Signature]
[Auditor's city and state]
[Date of the auditor's report]

Example B—Independent Auditor's Report on Compliance With
Contractual Provisions: Assuming Amended Computations Are

Attached

Independent Auditor's Report

[To the Board of Directors of ABC Bank]

We have audited, in accordance with auditing standards generally ac-
cepted in the United States of America, the financial statements of
ABC Bank (the "Bank"), which comprise the balance sheet as of [insert
date—e.g. December 31, 20XY], and the related statements of income,
changes in stockholders' equity, and cash flows for the year then ended,
and the related notes to the financial statements, and have issued our
report thereon dated [insert date].

In connection with our audit, after giving effect to the attached cor-
rected computations, nothing came to our attention that caused us to
believe that the Bank failed to comply with the computational pro-
visions of Exhibit 4.15A Single Family Shared-Loss Agreement, Ar-
ticle II section 2.1(b), [[and] Exhibit 4.15B, Commercial Shared-Loss
Agreement, Article II section 2.1(a)]10 of the Purchase and Assump-
tion agreement between the Bank and the Federal Deposit Insurance
Corporation dated [insert date], insofar as they relate to accounting

9 Applicable depending on the nature of the agreement between the acquiring bank and the
FDIC.

10 Applicable depending on the nature of the agreement between the acquiring bank and the
FDIC.
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matters. However, our audit was not directed primarily toward obtain-
ing knowledge of such noncompliance. Accordingly, had we performed
additional procedures, other matters may have come to our attention
regarding the Bank's noncompliance with the above-referenced provi-
sions, insofar as they relate to accounting matters.

This report is intended solely for the information and use of the Bank
and the Federal Deposit Insurance Corporation and is not intended to
be and should not be used by anyone other than these specified parties.

[Signature]
[Auditor's city and state]
[Date of the auditor's report]

Example C—Independent Auditor's Report on Compliance With
Contractual Provisions: Noncompliance

Independent Auditor's Report

[To the Board of Directors of ABC Bank]

We have audited, in accordance with auditing standards generally ac-
cepted in the United States of America, the financial statements of
ABC Bank (the "Bank"), which comprise the balance sheet as of [insert
date—e.g. December 31, 20XY], and the related statements of income,
changes in stockholders' equity, and cash flows for the year then ended,
and the related notes to the financial statements, and have issued our
report thereon dated [insert date].

In connection with our audit, we noted that the Bank did not com-
ply with [state computational provision not met] Our audit was not di-
rected primarily toward obtaining knowledge as to whether the Bank
failed to comply with the computational provisions of Exhibit 4.15A
Single Family Shared-Loss Agreement, Article II section 2.1(b), [[and]
Exhibit 4.15B, Commercial Shared-Loss Agreement, Article II sec-
tion 2.1(a)]11 of the Purchase and Assumption agreement between the
Bank and the Federal Deposit Insurance Corporation dated [insert
date], insofar as they relate to accounting matters. Accordingly, had
we performed additional procedures, other matters may have come
to our attention regarding the Bank's noncompliance with the above-
referenced provisions, insofar as they relate to accounting matters.

This report is intended solely for the information and use of the Bank
and the Federal Deposit Insurance Corporation and is not intended
to be and should not be used by anyone other than these specified
parties.

[Signature]
[Auditor's city and state]
[Date of the auditor's report]

[Issue Date: February 2010; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

11 Applicable depending on the nature of the agreement between the acquiring bank and the
FDIC.
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.17 Application of Financial Accounting Standards Board (FASB)
Accounting Standards Codification 740-10 (previously, FASB Inter-
pretation No. 48, Accounting for Uncertainty in Income Taxes) to
Other Comprehensive Basis of Accounting Financial Statements—
Recognition and Measurement Provisions

Inquiry—Does an auditor need to consider the recognition and measure-
ment provisions of Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 740-10 (previously, FASB Interpretation No. 48,
Accounting for Uncertainty in Income Taxes) when auditing financial state-
ments prepared in accordance with a special purpose framework?

Reply—Ordinarily, the recognition and measurement provisions of FASB
ASC 740-10 (previously, FASB Interpretation No. 48) would not apply to special
purpose financial statements because a liability for an uncertain tax position
would not be reported on an entity's income tax return, nor would it be based on
cash receipts or disbursements. However, FASB ASC 740-10 may apply in or-
der for an entity's financial statements to comply with the financial reporting
provisions of a governmental regulatory agency to whose jurisdiction the en-
tity is subject. If the recognition and measurement provisions do apply and the
financial statements contain items that are the same as, or similar to, those
in financial statements prepared in accordance with GAAP, then the auditor
should consider whether the financial statements (including the accompany-
ing notes) include all informative disclosures that are appropriate for the basis
of accounting used.

[Issue Date: June 2010; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.18 Small Business Lending Fund Auditor Certification Guidance
Inquiry—Enacted into law on September 27, 2010, as part of the Small

Business Jobs Act of 2010, the Small Business Lending Fund (SBLF) encour-
ages lending to small businesses by providing capital to community banks with
under $10 billion in assets. The United States Department of the Treasury will
make SBLF funding available by purchasing senior preferred stock or equiva-
lents in institutions that apply, and are approved, to participate in the SBLF.
Generally speaking, the dividend rate paid by institutions on SBLF funding de-
creases as the institution's qualified small business lending, as defined by the
Treasury Department, increases.

Under the terms of the SBLF, a participating community bank is required
to calculate and report the amount of its qualified small business lending in
a supplemental report. In addition to requiring the institution's management
to certify to the Treasury Department that the information provided in each
supplemental report is accurate, the institution is also required to receive and
submit within 90 days of the end of each fiscal year following the investment
date a certification from its external auditors that the processes and controls
used to generate the supplemental reports are satisfactory.

How may an independent auditor respond to this requirement?

Reply—An independent auditor may satisfy this requirement by issuing
a report in accordance with the requirements of AU-C section 806. This assur-
ance, relative to the supplemental reports, may be provided in a separate report
or in one or more paragraphs of the auditor's report accompanying the audited
financial statements. Such assurance should not be provided unless the auditor
has audited the financial statements and subjected the supplemental reports to
audit procedures applied in the audit of the financial statements. Professional
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judgment needs to be applied by the auditor in determining the nature, tim-
ing, and extent of those audit procedures. In addition, when the auditor has
expressed an adverse opinion or disclaimed an opinion on the financial state-
ments, the auditor should issue a report on compliance only when instances
of noncompliance are identified. When the auditor has identified one or more
items of noncompliance, the report on compliance should describe such non-
compliance.

The following is an illustration of a report that an auditor may use when,
as a result of the auditor's audit procedures, nothing has come to the auditor's
attention to indicate that the bank failed to comply with the terms of the SBLF:

Independent Auditor's Report

[To the Board of Directors of Institution Name]
[Address]
[City, State]

We have audited, in accordance with auditing standards generally ac-
cepted in the United States of America, the financial statements of
[Institution Name] (the "Bank"), which comprise the balance sheet as
of [Date], and the related statements of income, changes in stockhold-
ers' equity, and cash flows for the year then ended, and the related
notes to the financial statements, and have issued our report thereon
dated [Date].

In connection with our audit, nothing came to our attention that
caused us to believe that the Bank failed to comply with the Small
Business Lending Fund Securities Purchase Agreement (the Agree-
ment) between the Bank and the United States Department of the
Treasury (Treasury) dated [Date], insofar as the Agreement relates to
accounting matters provided on the Bank's Supplemental Reports filed
with Treasury during the year ended [Date] under sections 1.3(j) and
3.1(d) of the Agreement, including that nothing came to our attention
that caused us to believe that the Bank's Supplemental Reports did
not set forth a complete and accurate statement of loans held by the
Bank in each of the categories described therein for the time period(s)
specified therein. However, our audit was not directed primarily to-
ward obtaining knowledge of such noncompliance. Accordingly, had we
performed additional procedures, other matters may have come to our
attention regarding the Bank's compliance with the above-referenced
provisions, insofar as they relate to accounting matter

This report is intended solely for the information and use of the Bank
and Treasury and is not intended to be and should not be used by
anyone other than these specified parties.

[Signature]
[Date]

[Issue Date: October 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.19 Lender Comfort Letters
Inquiry—No-documentation or low-documentation loans remain popu-

lar options within the lending community, especially in lending to the self-
employed. The information a prospective borrower is asked to furnish in con-
nection with such loans is limited; however, lenders or brokers still attempt
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to assess a borrower's creditworthiness and verify the accuracy of information
provided to them by the borrower.

Examples of requested information include

� confirmation of a client's self-employed status.
� verification of income from self-employment.
� profitability of a client's business.
� the impact on a client's business if money is withdrawn to fund

the down payment on a real estate purchase.

How may an accountant respond to a request from a client, lender, or loan bro-
ker to confirm client information in connection with a pending loan application?

Reply—When presented with such requests, the accountant should con-
sider the guidance in Interpretation No. 2, "Responding to Requests for Re-
ports on Matters Relating to Solvency," of AT section 101, Attest Engagements
(AICPA, Professional Standards, AT sec. 9101 par. .23–.33). Paragraph .27 of
Interpretation No. 2 states that a practitioner is precluded from giving any
form of assurance on matters relating to solvency or any financial presentation
of matters relating to solvency. Paragraph .25 of Interpretation No. 2 defines
matters relating to solvency as whether an entity (a) is not insolvent at the
time the debt is incurred or would not be rendered insolvent thereby, (b) does
not have unreasonably small capital, or (c) has the ability to pay its debts as
they mature.

In response to a request to confirm client information in connection with a
pending loan application, an accountant may provide a client with various pro-
fessional services that may be useful with a financing. Those services include

� an audit, a review, or a compilation of personal financial state-
ments.

� an examination, a review, or a compilation of pro forma personal
financial information.

� an examination or a compilation of prospective personal financial
statements.

� an agreed-upon procedures report, as long as the agreed-upon pro-
cedures do not provide any assurance on matters related to sol-
vency.

Additionally, a broker or lender may be satisfied with a copy of the client's in-
come tax return and a letter from the accountant, including an acknowledg-
ment that the income tax return was prepared by the accountant. Obtaining
client consent before providing any confidential information to a third party is
required under professional ethics standards, the Gramm-Leach-Bliley Act, the
Internal Revenue Code, and federal and state privacy statutes and regulations.
The following is a sample letter that may be used in this situation:

Date

ABC Company
Address
City, State Zip

Dear Mr. :

I am writing to you at the request of Mr. & Mrs. .
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The purpose of this letter is to confirm to you that I prepared the 20XX
federal income tax return of Mr. & Mrs. and delivered this
return to them for filing with the IRS. At their request, I have attached
a copy of the tax return and related schedules provided to them for
filing.
This return was prepared from information furnished to me by Mr. &
Mrs. . This information was neither audited nor verified
by me, and I make no representation nor do I provide any assurance
regarding the accuracy of this information or the sufficiency of this tax
return for your credit decision-making purposes.
I prepared Mr. & Mrs. tax return in accordance with
the applicable IRS rules and regulations solely for filing with the IRS.
As a result, the tax return does not represent any assessment on my
part regarding creditworthiness and does not include any statement of
their financial position or income and expense for the year 20XX, in ac-
cordance with accounting principles generally accepted in the United
States of America, and should not be construed to do so.
As you know, a credit decision should be based on a lender's exercise
of due diligence in obtaining and considering multiple factors and in-
formation. Any use by you of Mr. & Mrs. 20XX federal
income tax return and this letter is solely a matter of your responsi-
bility and judgment. This letter is not intended to establish a client
relationship with you nor is it intended to establish any obligation on
my part to provide any future information to you with regard to Mr. &
Mrs. .
Sincerely,

(Firm Name)
cc: Mr. & Mrs. (Client)

[Issue Date: July 2012.]

[.20] Reserved

.21 Reporting on Current-Value Financial Statements That Sup-
plement Historical-Cost Financial Statements in Presentations of Real
Estate Entities

Inquiry—A real estate entity presents current-value financial statements12

to supplement historical-cost financial statements. May an auditor accept an
engagement to report on current-value financial statements that supplement
historical-cost financial statements and, if so, how should the auditor report?

Reply—An auditor may accept an engagement to report on current-value
financial statements that supplement historical-cost financial statements of a
real estate entity only if the auditor believes the following two conditions exist:

� The measurement and disclosure criteria used to prepare the
current-value financial statements are reasonable.

� Competent persons using the measurement and disclosure crite-
ria would ordinarily obtain materially similar measurements or
disclosures.

12 Generally accepted accounting principles require the use of current-value accounting for fi-
nancial statements of certain types of entities (for example, investment companies, employee benefit
plans, personal financial statements, and mutual and common trust funds). This interpretation does
not apply to reports on current-value financial statements of such entities.
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If these conditions are satisfied, an auditor may report on such current-value
financial statements in a manner similar to that discussed in paragraph .22
of AU-C section 800. However, because the current-value financial statements
only supplement the historical-cost financial statements and are not presented
as a stand-alone presentation, it is not necessary to restrict the use of the au-
ditor's report on the presentation as required by that paragraph.

The following is an example of a report an auditor might issue when re-
porting on current-value financial statements that supplement historical-cost
financial statements of a real estate entity.

Independent Auditor's Report

[Appropriate Addressee]

Report on the Financial Statements13

We have audited the accompanying historical-cost financial state-
ments of X Company, which comprise the historical-cost balance sheets
as of December 31, 20X3, and 20X2, and the related historical-cost
statements of income, shareholders' equity, and cash flows for the years
then ended, and the related notes to the historical-cost financial state-
ments. We also have audited the supplemental current-value financial
statements of X Company, which comprise the current-value balance
sheets as of December 31, 20X3, and 20X2, and the related supple-
mental current-value statements of income and shareholders' equity
for the years then ended, and the related notes to the current-value
financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation
of the historical-cost financial statements in accordance with account-
ing principles generally accepted in the United States of America; this
includes the design, implementation, and maintenance of internal con-
trol relevant to the preparation and fair presentation of historical-
cost financial statements that are free from material misstatement,
whether due to fraud or error.

Management is responsible for the preparation and fair presentation
of the supplemental current-value financial statements in accordance
with the basis of accounting described in Note 1; this includes deter-
mining that the basis of accounting described in Note 1 is an accept-
able basis for the preparation of the supplemental current-value fi-
nancial statements in the circumstances. Management is also respon-
sible for the design, implementation, and maintenance of internal con-
trol relevant to the preparation and fair presentation of supplemental
current-value financial statements that are free from material mis-
statement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial state-
ments based on our audits. We conducted our audits in accordance with
auditing standards generally accepted in the United States of Amer-
ica. Those standards require that we plan and perform the audit to

13 The subtitle "Report on the Financial Statements" is unnecessary in circumstances when the
second subtitle, "Report on Other Legal and Regulatory Requirements," is not applicable.
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obtain reasonable assurance about whether the financial statements
are free from material misstatement.

An audit involves performing procedures to obtain audit evidence
about the amounts and disclosures in the financial statements. The
procedures selected depend on the auditor's judgment, including the
assessment of the risks of material misstatement of the financial state-
ments, whether due to fraud or error. In making those risk assess-
ments, the auditor considers internal control relevant to the entity's
preparation and fair presentation of the financial statements in order
to design audit procedures that are appropriate in the circumstances,
but not for the purpose of expressing an opinion on the effectiveness
of the entity's internal control.14 Accordingly, we express no such opin-
ion. An audit also includes evaluating the appropriateness of account-
ing policies used and the reasonableness of significant accounting es-
timates made by management, as well as evaluating the overall pre-
sentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and
appropriate to provide a basis for our audit opinions.

Opinion on the Historical-Cost Financial Statements
In our opinion, the historical-cost financial statements referred to
above present fairly, in all material respects, the financial position of
X Company as of December 31, 20X3, and 20X2, and the results of its
operations and its cash flows for the years then ended in accordance
with accounting principles generally accepted in the United States of
America.

Opinion on the Supplemental Current-Value Financial State-
ments
In our opinion, the supplemental current-value financial statements
referred to above present fairly, in all material respects, the financial
position of X Company as of December 31, 20X3, and 20X2, and the
results of its operations for the years then ended in accordance with
the basis of accounting described in Note 1.

Basis of Accounting for the Supplemental Current-Value Fi-
nancial Statements
As described in Note 1, the supplemental current-value financial state-
ments have been prepared by management to present relevant finan-
cial information that is not provided by the historical-cost financial
statements and are not intended to be a presentation in conformity
with accounting principles generally accepted in the United States of
America. In addition, the supplemental current-value financial state-
ments do not purport to present the net realizable, liquidation, or mar-
ket value of X Company as a whole. Furthermore, amounts ultimately
realized by X Company from the disposal of properties may vary
significantly from the current values presented. Our opinion on the

14 In circumstances when the auditor also has responsibility to express an opinion on the effec-
tiveness of internal control in conjunction with the audit of the financial statements, this sentence
would be worded as follows: "In making those risk assessments, the auditor considers internal con-
trol relevant to the entity's preparation and fair presentation of the financial statements in order to
design audit procedures that are appropriate in the circumstances." In addition, the next sentence,
"Accordingly, we express no such opinion," would not be included.

©2017, AICPA §9110.21



548 Auditors’ Reports

supplemental current-value financial statements is not modified with
respect to this matter.
Report on Other Legal and Regulatory Requirements
[Form and content of this section of the auditor's report will vary de-
pending on the nature of the auditor's other reporting responsibilities.]
[Signature]
[Date]

In accordance with paragraph .17 of AU-C section 800, the auditor should also
consider the adequacy of disclosures relating to the current-value financial
statements. Adequate disclosures describe the accounting policies applied and
such matters as the basis of presentation, nature of the reporting entity's prop-
erties, status of construction-in-process, valuation bases used for each classifi-
cation of assets and liabilities, and sources of valuation, in a sufficiently clear
and comprehensive manner that enables a knowledgeable reader to understand
the current-value financial statements.

[Issue Date: March 2013.]

.22 Use of Restricted Alert Language When Financial Statements
Are Audited in Accordance With GAAS and Government Auditing
Standards

Inquiry—Paragraph .11 of AU-C section 905,15 states that the restricted
alert language required by paragraph .07 of AU-C section 905 should not be
used when

a. the engagement is performed in accordance with Government Au-
diting Standards, and

b. the auditor's written communication (commonly referred to as a
by-product report) pursuant to that engagement is issued in accor-
dance with

i. AU-C section 265, Communicating Internal Control Re-
lated Matters Identified in an Audit (AICPA, Professional
Standards);

ii. AU-C section 806; or
iii. AU-C section 935.

Assume an entity's financial statements are audited in accordance with both
GAAS and Government Auditing Standards. If the auditor issues a compliance
report in accordance with AU-C section 806 but that report is not required to
be issued in accordance with Government Auditing Standards and the report
does not refer to Government Auditing Standards, is the auditor prohibited
from using the restricted alert language required by paragraph .07 of AU-C
section 905?

Reply—No, use of the restricted alert language is not prohibited. An au-
ditor may include a restricted alert paragraph using the language required by
paragraph .07 in AU-C section 905 as long as the compliance report is not re-
quired to be issued in accordance with Government Auditing Standards and
the report does not refer to Government Auditing Standards.

For example, a not-for-profit organization is required to have a financial
statement audit conducted in accordance with GAAS and Government Auditing

15 All referenced AU-C sections can be found in AICPA Professional Standards.
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Standards because the organization receives federal funds. In addition to the
reports required by Government Auditing Standards, the auditor of the not-for-
profit organization is requested to provide a compliance report in accordance
with AU-C section 806 to the organization's financial institution about whether
the auditor identified any instances of noncompliance with the covenants of a
loan agreement. Because this compliance report is not required to be issued
in accordance with Government Auditing Standards and the report would be
issued only in accordance with GAAS and would not refer to Government Au-
diting Standards, the auditor may use the restricted alert language required
by paragraph .07 of AU-C section 905.

[Issue Date: March 2013.]

.23 Modification of Compliance Report When Financial Statements
Are Audited in Accordance With GAAS

Inquiry—The exhibit, "Illustrations of Reports on Compliance With As-
pects of Contractual Agreements or Regulatory Requirements in Connection
With Audited Financial Statements," in AU-C section 806 provides illustrative
reports on compliance based on a financial statement audit conducted in accor-
dance with auditing standards generally accepted in the United States of Amer-
ica. Based on the facts in section 9110.22, "Use of Restricted Alert Language
When Financial Statements Are Audited in Accordance With GAAS and Gov-
ernment Auditing Standards," does the auditor need to modify this language
to indicate that the financial statement audit was also conducted in accordance
with Government Auditing Standards?

Reply—No. In the example in section 9110.22, the auditor's compliance
report about whether the auditor identified any instances of noncompliance
with the covenants of a loan agreement would be issued only in accordance
with GAAS and would not be issued in accordance with Government Auditing
Standards. Therefore, the illustrative language would not need to be modified
and could refer only to the audit being conducted in accordance with auditing
standards generally accepted in the United States of America.

[Issue Date: March 2013.]
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Q&A Section 9120

Reliance on Others

[.01] Reserved

.02 Responsibility for Audit of Dividend Fund Managed by Agent
Inquiry—A mutual fund employs a management company to act as its div-

idend disbursing agent and transfer agent. Dividend checks to the individual
shareholders of the mutual fund are drawn from a "dividend disbursing agency
fund." This account, however, does not appear as an asset or liability on the
books of either the mutual fund or the management company.

Is it the responsibility of the mutual fund's auditors or the management
company's auditors to audit the dividend disbursing agency fund?

Reply—Since it is one of the primary responsibilities of the management
company for the mutual fund, to draw and pay individual dividend checks to
the fund's shareholders, it would be appropriate for, if not incumbent upon, the
management company's auditors, in connection with their audit, to see that
this function is being properly discharged, even though the account from which
these checks are disbursed does not appear as an asset or liability on the books
of either the fund or the management company.

[.03] Reserved

.04 Reliance on State Grain Inspectors for Inventory
Measurements

Inquiry—A grain company operates several storage elevators. The com-
pany maintains perpetual inventory records for all facilities—both at the el-
evators and the home office. State grain inspectors measure the stored grain
and in effect perform the same audit functions as the CPA firm. Past expe-
rience has been that the differences between the measurements of the state
inspectors, the CPA firm, and the perpetual inventory records are immaterial.
The state inspectors are qualified with years of experience. Can the CPA firm
accept the findings of the state inspectors as adequate inventory observation
in accordance with generally accepted auditing standards?

Reply—Paragraph .A29 of AU-C section 501, Audit Evidence—Specific Con-
siderations for Selected Items (AICPA, Professional Standards), can be applied
to this situation. The CPA firm could use the measurements and calculations
of the state grain inspectors but not as a complete substitute for its own inde-
pendent inventory observation.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.05] Reserved

.06 Use of Other Auditors' Work When They Are Not Independent
Inquiry—AU-C section 600, Special Considerations—Audits of Group Fi-

nancial Statements (Including the Work of Component Auditors) (AICPA, Pro-
fessional Standards), provides guidance when component auditors are involved
in an audit of group financial statements. How does the lack of independence
of the component auditors affect the use of their work and reports by the group
engagement team?
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Reply—In these circumstances, the work and reports of the component au-
ditors cannot be used in accordance with AU-C section 600. The responsibility
for the audit report on the financial statements rests solely with the group en-
gagement partner.

Therefore, judgments about assessments of inherent and control risk, the
materiality of misstatements, the sufficiency of tests performed, the evaluation
of significant accounting estimates, and other matters affecting the auditor's
report should always be those of the group engagement team.

The group engagement team, however, may use professional judgment in
evaluating the work of the component auditors who are lacking in independence
in the way an auditor would consider the work performed by internal auditors.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

.07 Reference to Other Auditors in Accompanying Information
Report

Inquiry—An audit report is based in part on the report of component audi-
tors. If the group engagement partner makes reference to component auditors'
audit in the audit report, is the report on accompanying information, which in-
cludes data audited by component auditors, required to include a reference to
component auditors' audit?

Reply—Yes. If a portion of the financial statements was audited by com-
ponent auditors and the group engagement partner's report refers to the com-
ponent auditors, the group engagement partner's report on the accompanying
information, which includes data audited by component auditors, also should
refer to component auditors' audit.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.08] Reserved
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Q&A Section 9130

Limited Scope Engagements

[.01] Reserved

.02 Auditor's Report if Inventories Not Observed
Inquiry—An auditor has been asked to perform an audit for an entity on

a limited scope basis. The entity is required by regulation to have an audit
performed, and a disclaimer of opinion is acceptable to the regulator. The en-
gagement does not include any independent verification of the inventory. The
auditor will not be present at any physical inventory taking and the pricing and
clerical accuracy of the inventory will not be tested. The inventory is material
in relation to the other accounts on the client's financial statements.

May the auditor accept the engagement on a limited scope basis? What
type of opinion can the auditor give under these circumstances?

Reply—A disclaimer of opinion is appropriate when the scope limitation
precludes inventory observation and any other audit tests of the inventories.
Paragraph .07 of AU-C section 210, Terms of Engagement (AICPA, Professional
Standards), specifies that if management or those charged with governance im-
pose a limitation on the scope of the auditor's work in the terms of the proposed
audit engagement, such that the auditor believes the limitation will result in
disclaiming an opinion on the financial statements as a whole, the auditor is
not permitted to accept such a limited engagement as an audit engagement.
However, if the entity is required by regulation to have an audit, and a dis-
claimer of opinion is acceptable to the regulator, the auditor is permitted, but
not required, to accept the engagement.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.03] Reserved

[.04] Reserved

[.05] Reserved

[.06] Reserved

.07 Inadequate Internal Control and Financial Records
Inquiry—How should the auditor report that he or she has been unable,

because of inadequate internal control and financial records, to obtain sufficient
appropriate audit evidence that all transactions were recorded?

Reply—AU-C section 705, Modifications to the Opinion in the Independent
Auditor's Report (AICPA, Professional Standards), addresses the auditor's in-
ability to obtain sufficient appropriate audit evidence (also referred to as a lim-
itation on the scope of an audit). In accordance with paragraphs .08 and .10 of
AU-C section 705, the inability of the auditor to obtain sufficient appropriate
audit evidence results in one of the following modifications to the opinion in the
auditor's report:

a. A qualified opinion when the auditor concludes that the possible
effects on the financial statements of undetected misstatements, if
any, could be material but not pervasive.
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b. A disclaimer of opinion when the auditor concludes that auditor
concludes that the possible effects on the financial statements of
undetected misstatements, if any, could be both material and per-
vasive.

A disclaimer of opinion in this situation would be appropriate under AU-C sec-
tion 705 if the effects of the inadequacy of internal control and the accounting
records are sufficiently pervasive. Otherwise, a qualified opinion may be appro-
priate.

Paragraph .20 of AU-C section 705 requires that when a modification to the
auditor's opinion results from an inability to obtain sufficient appropriate audit
evidence, the auditor should include in the basis of modification paragraph the
reasons for that inability.

[Revised, May 2007; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]

[.08] Reserved

[.09] Reserved

.10 Effect of Generally Accepted Accounting Principles (GAAP) De-
partures on Limited Scope Engagements

Inquiry—The auditor of a company is unable to observe physical inventory
at year end due to a restriction imposed by the client. Because the inventory
is material, the auditor plans to issue a disclaimer of opinion on the financial
statements in accordance with paragraph .10 of AU-C section 705.

The auditor also discovers significant mathematical errors in the client's
last-in, first-out provision in the prior year. The auditor advises the client to
report the error as a prior period adjustment in accordance with Financial Ac-
counting Standards Board Accounting Standards Codification 250, Accounting
Changes and Error Corrections. If the client refuses to do so, the auditor is now
faced with a GAAP departure and a disclaimer of opinion—both related to the
company's inventory.

How would the GAAP departure affect the auditor's disclaimer of opinion?

Reply—Assuming the auditor decided not to withdraw from the engage-
ment, the requirement in paragraph .22 of AU-C section 705 should be followed.
That paragraph requires the auditor, even if the auditor has expressed an ad-
verse opinion or disclaimed an opinion on the financial statements, to "… de-
scribe in the basis of modification paragraph any other matters of which the
auditor is aware and that would have required a modification to the opinion
and the effects thereof."

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC; Revised, December 2012, to reflect conforming

changes necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 9150

Preparation, Compilation and Review Engagements

[.01] Reserved

[.02] Reserved

[.03] Reserved

.04 Financial Statements Marked As "Unaudited"
Inquiry—Is it required that each page of financial statements subjected to

a preparation, compilation or review engagement be marked "unaudited"?

Reply—No. There is no requirement in AR-C section 70, Preparation of
Financial Statements (AICPA, Professional Standards), AR-C section 80, Com-
pilation Engagements (AICPA, Professional Standards), or AR-C section 90, Re-
view of Financial Statements (AICPA, Professional Standards), that each page
of financial statements be marked as "unaudited." However, nothing precludes
the preparer from labeling such financial statements as "unaudited."

[Amended, February 1995; Revised, June 2009, to reflect conforming changes
necessary due to the issuance of recent authoritative literature; Revised,

December 2010, to reflect conforming changes necessary due to the issuance
of SSARS No. 19; Revised, March 2016, to reflect conforming changes

necessary due to the issuance of SSARS No. 21.]

[.05] Reserved

[.06] Reserved

[.07] Reserved

.08 Supplementary Information
Inquiry—Does the accountant have a reporting obligation when supple-

mentary information, such as supporting schedules of balance sheet or income
statement accounts, are presented separately from the financial statements
and the accountant's compilation or review report thereon?

Reply—No, the accountant does not have a reporting requirement unless
supplementary information accompanies the basic financial statements and the
accountant's compilation or review report thereon. Pursuant to paragraph .32
of AR-C section 80 and paragraph .80 of AR-C section 90, when supplementary
information accompanies the basic financial statements and the accountant's
report thereon, the accountant is required to clearly indicate the degree of re-
sponsibility, if any, the accountant is taking with respect to such information.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, December 2010, to reflect
conforming changes necessary due to the issuance of SSARS No. 19; Revised,
March 2016, to reflect conforming changes necessary due to the issuance of

SSARS No. 21.]

[.09] Reserved

[.10] Reserved

[.11] Reserved

[.12] Reserved
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[.13] Reserved

[.14] Reserved

[.15] Reserved

[.16] Reserved

[.17] Reserved

.18 Bank Engaged an Accountant to Perform a Compilation En-
gagement on a Financial Statement of Another Entity

Inquiry—A bank has engaged an accountant to perform a compilation en-
gagement on a balance sheet for another entity. The bank has possession of the
books and records of the entity. Can the accountant issue a compilation report
under such circumstances?

Reply—Yes. There is nothing in the Statements on Standards for Account-
ing and Review Services (SSARSs) that precludes the CPA firm from issuing a
compilation report under such circumstances assuming that the accountant is
able to adhere to the requirements of AR-C section 80.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, December 2010, to reflect
conforming changes necessary due to the issuance of SSARS No. 19; Revised,
March 2016, to reflect conforming changes necessary due to the issuance of

SSARS No. 21.]

[.19] Reserved

.20 Reissuance of a Review Report When the Accountant's Indepen-
dence Is Impaired After the Date of the Accountant's Review Report

Inquiry—An accountant's independence is impaired after the date of the
accountant's review report. May the accountant reissue his or her review report
on the prior year financial statements?

Reply—Yes. Paragraph .07 of AR-C section 90 states that the accountant
must be independent of the entity when performing a review of financial state-
ments in accordance with SSARSs. Paragraph .39i of AR-C section 90 requires
that the accountant's review report be dated no earlier than the date on which
the accountant completed procedures sufficient to obtain limited assurance as
a basis for reporting whether the accountant is aware of any material mod-
ifications that should be made to the financial statements for them to be in
accordance with the applicable financial reporting framework. Therefore, the
accountant is no longer performing a review after the date of the financial state-
ments. If the accountant reissues his or her review report on prior year financial
statements, there is no requirement to disclose the subsequent independence
impairment in the accountant's review report.

[Revised, December 2010, to reflect conforming changes necessary due to the
issuance of SSARS No. 19; Revised, March 2016, to reflect conforming changes

necessary due to the issuance of SSARS No. 21.]

[.21] Reserved

[.22] Reserved

[.23] Reserved
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.24 Issuing a Compilation Report on Financial Statements That

Omit Substantially All Disclosures Required by an Applicable Finan-
cial Reporting Framework After Issuing a Report on Financial State-
ments for the Same Reporting Period That Include Substantially All
Disclosures Required by the Same Financial Reporting Framework

Inquiry—May an accountant accept a compilation engagement on financial
statements that omit substantially all disclosures required by an applicable fi-
nancial reporting framework, if he or she previously issued an audit, review, or
compilation report on financial statements for the same reporting period with
substantially all disclosures required by the same financial reporting frame-
work presented?

Reply—Yes. The financial statements that omit substantially all disclo-
sures are separate and distinct from the financial statements that include sub-
stantially all disclosures. Paragraph .24 of AR-C section 80 states that an ac-
countant should not issue an accountant's compilation report on financial state-
ments that omit substantially all disclosures required by the applicable finan-
cial reporting framework unless the omission of substantially all disclosures is
not, to the accountant's knowledge, undertaken with the intention of mislead-
ing those who might reasonably be expected to use such financial statements.

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of recent authoritative literature; Revised, December 2010, to reflect
conforming changes necessary due to the issuance of SSARS No. 19; Revised,
March 2016, to reflect conforming changes necessary due to the issuance of

SSARS No. 21.]

[.25] Reserved

[.26] Reserved

[.27] Reserved

[.28] Reserved

.29 Effects on Compilation and Review Engagements When Man-
agement Does Not Assess Whether the Reporting Entity Is the Primary
Beneficiary of a Variable Interest Entity and Instructs the Accountant
to Not Perform the Assessment

Inquiry—FASB ASC 810-10-25-38A requires a reporting entity with a vari-
able interest in a variable interest entity (VIE) to assess whether the reporting
entity has a controlling financial interest in the VIE and, thus, is the VIE's pri-
mary beneficiary. If management of the enterprise with a variable interest in
a VIE does not perform the required assessment and instructs the accountant
engaged to perform the compilation or review of the reporting entity's finan-
cial statements to not perform the assessment, is the accountant required, in
accordance with paragraph .16a of AR-C section 80, to withdraw from the com-
pilation engagement because the accountant is unable to complete the engage-
ment because management has failed to provide records, documents, explana-
tions, or other information, including significant judgments, as requested or, in
accordance with paragraph .08 of AR-C section 90, to not accept the review en-
gagement because management imposition of a limitation on the scope of the
accountant's work in terms of a proposed review engagement such that the ac-
countant believes the limitation will result in the accountant being unable to
perform review procedures to provide an adequate basis for issuing a review
report?
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Reply—No. Because management is required to perform the assessment in
accordance with accounting principles generally accepted in the United States
of America (GAAP), the failure to perform such an assessment and manage-
ment's instructions to the accountant to not perform the assessment are a de-
parture from GAAP, not a refusal to provide information or a scope limitation.
In accordance with paragraph .27 of AR-C section 80 (for compilations) or para-
graph .56 of AR-C section 90 (for reviews), as applicable, the accountant should
consider whether modification of the standard report is adequate to disclose
the departure.

If the accountant concludes that modification of the standard report is ap-
propriate, the accountant may modify the accountant's compilation report as
follows (assuming there are no other known departures from GAAP):

Management is responsible for the accompanying financial statements of XYZ
Company, which comprise the balance sheet as of December 31, 20X1 and the
related statements of income, changes in stockholders' equity, and cash flows
for the year then ended, and the related notes to the financial statements in ac-
cordance with accounting principles generally accepted in the United States of
America. I (We) have performed a compilation engagement in accordance with
Statements on Standards for Accounting and Review Services promulgated by
the Accounting and Review Services Committee of the AICPA. I (We) did not
audit or review the financial statements nor was (were) I (we) required to per-
form any procedures to verify the accuracy or completeness of the information
provided by management. Accordingly, I (we) do not express an opinion, a con-
clusion, nor provide any form of assurance on these financial statements.

Accounting principles generally accepted in the United States of America re-
quire management to assess whether the company has a controlling interest
in any entities in which the company has a variable interest in order to deter-
mine if those entities should be consolidated. Management has not performed
the required assessment and therefore, if there are variable interest entities
for which the company is the primary beneficiary, has not consolidated those
entities. Although the effects on the financial statements of the failure to per-
form the required assessment have not been determined, many elements in the
financial statements would have been materially affected had management de-
termined that the company is the primary beneficiary of any variable interest
entities.

[Signature of accounting firm or accountant, as appropriate]

[Accountant's city and state]

[Date of the accountant's compilation report]

If the accountant concludes that modification of the standard report is appro-
priate, the accountant may modify the accountant's review report on as follows
(assuming there are no other known departures from GAAP):

Independent Accountant's Review Report

[Appropriate Addressee]

I (We) have reviewed the accompanying financial statements of XYZ Company,
which comprise the balance sheet as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended,
and the related notes to the financial statements. A review includes primarily
applying analytical procedures to management's (owners') financial data and
making inquiries of company management (owners). A review is substantially
less in scope than an audit, the objective of which is the expression of an opinion
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regarding the financial statements as a whole. Accordingly, I (we) do not express
such an opinion.

Management’s Responsibility for the Financial Statements

Management (Owners) is (are) responsible for the preparation and fair presen-
tation of these financial statements in accordance with accounting principles
generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the prepara-
tion and fair presentation of financial statements that are free from material
misstatement whether due to fraud or error.

Accountant’s Responsibility

My (our) responsibility is to conduct the review engagement in accordance with
Statements on Standards for Accounting and Review Services promulgated by
the Accounting and Review Services Committee of the AICPA. Those standards
require me (us) to perform procedures to obtain limited assurance as a basis
for reporting whether I am (we are) aware of any material modifications that
should be made to the financial statements for them to be in accordance with
accounting principles generally accepted in the United States of America. I (We)
believe that the results of my (our) procedures provide a reasonable basis for
my (our) conclusion.

Accountant’s Conclusion

Based on my (our) review, except for the issue noted in the Known Depar-
ture From Accounting Principles Generally Accepted in the United States of
America paragraph, I am (we are) not aware of any material modifications that
should be made to the accompanying financial statements in order for them to
be in accordance with accounting principles generally accepted in the United
States.

Known Departure From Accounting Principles Generally Accepted in
the United States of America

As disclosed in Note X to these financial statements, accounting principles gen-
erally accepted in the United States of America require management to assess
whether the company has a controlling interest in any entities in which the
company has a variable interest in order to determine if those entities should
be consolidated. Management has not performed the required assessment and
therefore, if there are variable interest entities for which the company is the
primary beneficiary, has not consolidated those entities. Although the effects
on the financial statements of the failure to perform the required assessment
have not been determined, many elements in the financial statements would
have been materially affected had management determined that the company
is the primary beneficiary of any variable interest entities.

[Signature of accounting firm or accountant, as appropriate]

[Accountant's city and state]

[Date of the accountant's review report]

If the accountant believes that modification of the standard report is not ade-
quate to indicate the deficiencies in the financial statements as a whole, in ac-
cordance with paragraph .30 of AR-C section 80 (for compilations) or paragraph
.59 of AR-C section 90 (for reviews), as applicable, the accountant is required
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to withdraw from the compilation or review engagement. The accountant may
wish to consult with his or her legal counsel in those circumstances.

[Issue Date: April 2012; Revised, March 2016, to reflect conforming changes
necessary due to the issuance of SSARS No. 21.]

.30 Disclosure of Independence Impairment in the Accountant's
Compilation Report on Comparative Financial Statements When the
Accountant's Independence Is Impaired in Only One Period

Inquiry—When the accountant is not independent with respect to the en-
tity, in accordance with paragraph .22 of AR-C section 80, the accountant is re-
quired to indicate that accountant's lack of independence in a final paragraph
of the accountant's compilation report. How may an accountant modify the ac-
countant's compilation report on comparative financial statements for an entity
with respect to which the accountant was not independent as of and for the ear-
lier period ended, but such impairment was subsequently cured?

Reply—The accountant may indicate the independence impairment as of
and for the earlier period ended that was subsequently cured by including lan-
guage such as the following as the final paragraph of the accountant's com-
pilation report: "As of and for the year ended December 31, 20X1, I was not
independent with respect to XYZ Company."

The accountant is not precluded from disclosing a description about the
reason(s) that the accountant's independence is impaired. However, pursuant
to paragraph .23 of AR-C section 80, if the accountant elects to disclose a de-
scription about the reasons the accountant's independence is impaired, the ac-
countant is required to include all such reasons in the description.

Although the accountant is not required to disclose that his or her indepen-
dence impairment was subsequently cured, the accountant may elect to make
such a disclosure. An illustration of the final paragraph in an accountant's com-
pilation report if the accountant elects to make such a disclosure is as follows:
"As of and for the year ended December 31, 20X1, I was not independent with
respect to XYZ Company. I am currently independent with respect to XYZ Com-
pany."

As noted previously, the accountant is not precluded from disclosing a de-
scription about the reason(s) for the impairment and how the impairment was
subsequently cured.

[Issue Date: May 2012; Revised, March 2016, to reflect conforming changes
necessary due to the issuance of SSARS No. 21.]

[.31] Reserved

.32 Modification to the Accountant's Compilation or Review Re-
port When a Client Adopts a Private Company Council Accounting
Alternative

Inquiry—A private company client has adopted one or more of the Pri-
vate Company Council (PCC) accounting alternatives in the current year and
disclosed the change in accounting principle, which is material to the finan-
cial statements. Is the accountant required to add a separate paragraph to the
compilation or review report for this change in accounting principle?

Reply—No, there is no requirement in the SSARSs for an accountant to
add a separate paragraph to a compilation or review report to disclose a change
in accounting principle. Though there is no requirement for an accountant to
add a separate paragraph to a compilation or review report, the SSARSs do not
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preclude the accountant from voluntarily including such a paragraph regarding
the change in accounting principle.

[Issue Date: March 2014; Revised, March 2016, to reflect conforming changes
necessary due to the issuance of SSARS No. 21.]

.33 Compilation or Review Report in Which Management Does
Not Include Disclosure Related to Adoption of a PCC Accounting
Alternative

Inquiry—When management has adopted one or more of the PCC account-
ing alternatives but does not disclose this change in accounting principle, which
is material to the financial statements, how should the accountant's compila-
tion or review report be modified?

Reply—If the accountant has determined that the change in accounting
principle has a material effect on the financial statements and management
does not disclose this change in the financial statements, the accountant is re-
quired to address the known departure from GAAP

� modifying the compilation report (assuming management has not
elected to omit substantially all disclosures) in accordance with
paragraphs .27–.31 of AR-C section 80, or

� modifying the review report in accordance with paragraphs .56–
.60 of AR-C section 90.

[Issue Date: March 2014; Revised, March 2016, to reflect conforming changes
necessary due to the issuance of SSARS No. 21.]

[.34] Reserved
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Q&A Section 9160

Other Reporting Issues

[.01] Reserved

[.02] Reserved

.03 Dates on Cover for Financial Statements
Inquiry—Paragraph .57 of AU-C section 700A, Forming an Opinion and

Reporting on Financial Statements (AICPA, Professional Standards), specifies
that an auditor's report disclose that prior year financial statements presented
for comparative purposes are unaudited. Is it appropriate to include the dates
of both the current year and prior year financial statements on the cover of the
financial statements?

Reply—Both years may be included on the cover if the financial statements
for the prior year are referred to as unaudited.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.04] Reserved

[.05] Reserved

[.06] Reserved

.07 Financial Statements Cover Period Longer Than Twelve
Months

Inquiry—Is it acceptable for an auditor to express an opinion on financial
statements covering a period longer than 12 months?

Reply—It is acceptable provided the title of the financial statements is de-
scriptive of the period covered and the auditor's report clearly indicates the
period covered by the financial statements.

.08 Title of Auditors' Report
Inquiry—Does the auditor's report require a title?

Reply—Paragraph .23 of AU-C section 700 states "The auditor's report
should have a title that includes the word independent to clearly indicate that
it is the report of an independent auditor." Paragraph .16 of AU-C section 705,
Modifications to the Opinion in the Independent Auditor's Report (AICPA, Pro-
fessional Standards), states, in part, "When the auditor is not independent but
is required by law or regulation to report on the financial statements, the au-
ditor should disclaim an opinion and specifically state that the auditor is not
independent." Therefore, if the auditor is not independent, the auditor's report
should not have a title that includes the word independent.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.09] Reserved

.10 Distinction Between Internal and General Use of Financial
Statements

Inquiry—Are financial statements differentiated between internal and
general use in the professional reporting literature?
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Reply—Internal use by management and general use of financial state-
ments are not differentiated with respect to audit, review, or compilation re-
ports on historical financial statements. However, the distinction between gen-
eral and internal use is relevant with respect to examinations, agreed-upon
procedures, and compilation reports with respect to financial forecasts and pro-
jections.

[Revised January 2015.]

[.11] Reserved

[.12] Reserved

[.13] Reserved

.14 Part of Audit Performed by Another Independent Auditor Who
Has Ceased Operations

Inquiry—If an auditor who has ceased operations audited the financial
statements of one or more components included in an entity's group financial
statements, may the group engagement partner make reference in the audi-
tor's report on the group financial statements to the audit of that auditor or
assume responsibility for that auditor's work in accordance with AU-C section
600, Special Considerations—Audits of Group Financial Statements (Including
the Work of Component Auditors) (AICPA, Professional Standards)?

Reply—The group engagement partner may make reference to the audit of
a component auditor, or assume responsibility for that auditor's work, only if
the component auditor has issued an audit report and the group engagement
team has completed the procedures required by AU-C section 600 regarding
the component auditor prior to the time that the other auditor ceased opera-
tions. The procedures described in AU-C section 600 cannot be appropriately
performed after the other auditor has ceased operations. In situations in which
the group engagement team cannot use the work of the component auditor in
accordance with AU-C section 600, the group engagement team should perform
audit procedures sufficient to afford a reasonable basis for an opinion on the fi-
nancial statements under audit. However, review of the component auditor's
working papers may have an effect on the nature, timing, and extent of those
procedures.

[Revised, December 2012, to reflect conforming changes necessary due to the
issuance of SAS Nos. 122–126.]

[.15] Reserved

[.16] Reserved

[.17] Reserved

[.18] Reserved

[.19] Reserved

[.20] Reserved

.21 Fiscal Years for Tax and Financial Reporting Purposes Differ
Inquiry—Can an entity have different fiscal years for tax and reporting

purposes?

Reply—There is no requirement in the accounting literature for the tax
and the financial reporting year-end to be the same. However, having different
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fiscal years complicates further any interperiod tax allocation the entity may
have.

[.22] Reserved

[.23] Reserved

.24 Required Presentation of the Statement of Stockholders'
Equity

Inquiry—Is the statement of stockholders' equity required when financial
position and results of operations are presented?

Reply—Disclosure of changes in capital accounts and retained earnings is
required. According to Financial Accounting Standards Board (FASB) Account-
ing Standards Codification (ASC) 505-10-50-2, "if both financial position and
results of operations are presented, disclosure of changes in the separate ac-
counts comprising stockholders' equity (in addition to retained earnings) . . . is
required to make the financial statements sufficiently informative. Disclosure
of such changes may take the form of separate statements or may be made in
the basic financial statements or notes thereto."

[Revised, June 2009, to reflect conforming changes necessary due to the
issuance of FASB ASC.]

.25 Use of Singular v. Plural Terminology for Accountants and
Auditors

Inquiry—In reporting on financial statements subjected to an audit, review,
or compilation engagement, should accountants use singular or plural termi-
nology when referring to themselves?

Reply—Use of plural or singular terminology is not addressed in the pro-
fessional standards. Illustrative auditors' reports in Statements on Auditing
Standards use plural terminology, while the accountants' compilation and re-
view reports in Statements on Standards for Accounting and Review Services
use both singular and plural.

In practice, sole practitioners often use singular terms; firms that have one
partner with professional staff use both singular and plural; and firms that
have more than one partner most often use plural. However, the use of singular
or plural references to the accountant or auditor is purely discretionary. Firm
may recognize efficiencies in report preparation by being consistent in their use
of singular or plural in all reports.

[Revised January 2015.]

[.26] Reserved

.27 Providing Opinion on a Schedule of Expenditures of Federal
Awards in Relation to an Entity's Financial Statements as a Whole
When the Schedule of Expenditures of Federal Awards Is on a Differ-
ent Basis of Accounting Than the Financial Statements

Inquiry—An entity subject to Office of Management and Budget Circular
A-133, Audits of States, Local Governments and Non-Profit Organizations (Cir-
cular A-133), prepares its Schedule of Expenditures of Federal Awards (SEFA)
on the cash basis of accounting while preparing its basic financial statements
in accordance with GAAP. Paragraph .05a of AU-C section 725, Supplementary
Information in Relation to the Financial Statements as a Whole (AICPA, Profes-
sional Standards), requires the auditor to determine that the supplementary
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information was derived from, and relates directly to, the underlying account-
ing and other records used to prepare the financial statements. If the SEFA
is prepared on a different basis of accounting than that of the financial state-
ments, but the SEFA can be reconciled to the underlying accounting and other
records used in preparing the financial statements or to the financial state-
ments themselves, may the auditor provide an opinion on whether the SEFA
is presented fairly, in all material respects, in relation to the entity's financial
statements as a whole?

Reply—As discussed in chapter 7 of the AICPA Audit Guide Government
Auditing Standards and Circular A-133 Audits, Circular A-133 requires the
auditor to determine and provide an opinion on whether the SEFA is presented
fairly in all material respects in relation to the financial statements as a whole
(often referred to as providing an in-relation-to opinion). Further, Circular A-
133 does not specifically prescribe the basis of accounting to be used by the
entity to prepare the SEFA. Therefore, some SEFAs may be presented on a basis
of accounting that differs from that used to prepare the financial statements.
Nevertheless, the entity is required to disclose the basis of accounting and the
significant accounting policies used in preparing the SEFA.

As noted in paragraph 7.03 of the guide, the auditee should be able to recon-
cile amounts presented in the financial statements to related amounts in the
SEFA. Further, paragraph .07d of AU-C section 725 would require the audi-
tor to compare and reconcile the SEFA to the underlying accounting and other
records used in preparing the financial statements or to the financial state-
ments themselves.

Therefore, as long as the cash basis SEFA can be reconciled back to the
underlying accounting and other records used in preparing the financial state-
ments or to the financial statements themselves, the conditions set forth in
paragraph .05a of AU-C section 725 are considered met, and, as long as the
other conditions and requirements of AU-C section 725 are met, the auditor
may provide an in-relation-to opinion on the SEFA.

[Issue Date: June 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.28 Combining a Going Concern Emphasis-of-Matter Paragraph
With Another Emphasis-of-Matter Paragraph

Inquiry—In certain circumstances, generally accepted auditing standards
(GAAS) requires the auditor to include an emphasis-of-matter paragraph in
the auditor's report.1 For example, paragraph .15 of AU-C section 570A, The
Auditor's Consideration of An Entity's Ability to Continue as a Going Concern
(AICPA, Professional Standards), states that if, after considering identified con-
ditions or events and management's plans, the auditor concludes that substan-
tial doubt about the entity's ability to continue as a going concern for a reason-
able period of time remains, the auditor should include an emphasis-of-matter
paragraph in the auditor's report to reflect that conclusion.

In addition to certain paragraphs in GAAS that require the auditor to in-
clude an emphasis-of-matter paragraph in the auditor's report, an emphasis-of-
matter paragraph may also be included in the auditor's report, at the auditor's

1 Exhibit B, "List of AU-C Sections Containing Requirements for Emphasis-of-Matter Para-
graphs" of AU-C section 706, Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the
Independent Auditor's Report (AICPA, Professional Standards).
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discretion, to draw users' attention to a matter appropriately presented or dis-
closed in the financial statements that, in the auditor's professional judgment,
is of such importance that it is fundamental to users' understanding of the
financial statements, in accordance with paragraph .06 of AU-C section 706,
Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the Indepen-
dent Auditor's Report (AICPA, Professional Standards).

May an auditor combine a going concern emphasis-of-matter paragraph with
another emphasis-of-matter paragraph, such as an emphasis-of-matter para-
graph highlighting the significance of related-party transactions?

Reply—AU-C section 706 does not preclude the auditor from combining
matters in an emphasis-of-matter paragraph that are either required to be in-
cluded in the auditor's report or included at the auditor's discretion, recognizing
that the requirements in paragraph .07 of AU-C section 706 should be followed
for each matter identified. Whether the auditor decides to combine more than
one matter in the same paragraph is a matter of professional judgment. How-
ever, it may be prudent to emphasize each matter separately in separate para-
graphs to make it clear that you have more than one matter of emphasis in
your report.

Regardless whether the matters are combined or separated, the auditor
should (a) include the emphasis-of-matter paragraph(s) immediately after the
opinion paragraph, (b) use the heading "Emphasis of Matter" or other appro-
priate heading, (c) include in the paragraph(s) a clear reference to the matters
being emphasized and to where relevant disclosures that fully describe the mat-
ters can be found in the financial statements, and (d) indicate that the auditor's
opinion is not modified with respect to the matters emphasized.

With regard to (b) preceding, another heading may be used if it adequately
describes the nature of the matter being disclosed or communicated. When
more than one matter is being emphasized, it may be appropriate to be more
descriptive in the use of the headings.

[Issue Date: May 2012; Revised, December 2012, to reflect conforming changes
necessary due to the issuance of SAS Nos. 122–126.]

.29 Modification to the Auditor's Report When a Client Adopts a
PCC Accounting Alternative

Inquiry—A private company audit client has adopted one or more of the
PCC accounting alternatives in the current year and disclosed the change in
accounting principle, which is material to the financial statements. Is the au-
ditor required to add an emphasis-of-matter (EOM) paragraph to the auditor's
report for this change in accounting principle?

Reply—Yes. According to paragraphs .07–.12 of AU-C section 708, Consis-
tency of Financial Statements (AICPA, Professional Standards), if an entity has
adopted a change in accounting principle and that change has a material effect
on the financial statements, the auditor should include, in the auditor's report,
an EOM paragraph in the period of the change and in subsequent periods until
the new accounting principle is applied in all periods presented. If the change in
accounting principle is accounted for by retrospective application to the finan-
cial statements of all prior periods presented, the EOM paragraph is needed
only in the period of such change.

The auditor's EOM paragraph should describe the change in accounting
principle and provide a reference to the entity's note disclosure. Following is
an illustration of this paragraph when a private company has elected to adopt
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a change in accounting for goodwill in its December 31, 2014 financial state-
ments (and that change is material and has been disclosed in the financial
statements):

Change in Accounting Principle
As discussed in Note X to the financial statements, the Company has
elected to change its method of accounting for goodwill in 2014. Our
opinion is not modified with respect to this matter.

[Issue Date: March 2014.]

.30 Modification to the Auditor's Report When a Client Adopts a
PCC Accounting Alternative That Results in a Change to a Previously
Issued Report

Inquiry—A private company client has adopted the guidance in FASB
Accounting Standards Update (ASU) No. 2014-07, Consolidation (Topic 810):
Applying Variable Interest Entities (VIE) Guidance to Common Control Leas-
ing Arrangements, in the current year. In the prior year, the private company
elected not to consolidate a material variable interest entity (VIE) and, there-
fore, the auditor's report was modified in order to note a material departure
from GAAP. The private company is now presenting comparative financial
statements, and this accounting change (which is required to be applied retro-
spectively) no longer requires the material VIE to be consolidated. Accordingly,
the prior year auditor's report on those statements would no longer need to
be modified. Is the auditor required to add an EOM paragraph to the current
year's report?

Reply—Yes. According to paragraph .53 of AU-C section 700A when re-
porting on prior period financial statements in connection with an audit of the
current period, the auditor should disclose the following matters in an EOM
paragraph in accordance with AU-C section 706 if the auditor's opinion on such
prior period financial statements differs from the opinion the auditor previously
expressed:

1. The date of the auditor's previous report

2. The type of opinion previously expressed

3. The substantive reasons for the different opinion

4. That the auditor's opinion on the amended financial statements is
different from the auditor's previous opinion

Following is an illustration of an EOM paragraph when a private company
has elected to adopt ASU No. 2014-07 for a VIE when there is a common control
leasing arrangement and that VIE was material in 2013 and 2012:

Emphasis of Matter—Variable Interest Entity
In our report dated March 1, 2013, we expressed an opinion that the
2012 financial statements did not fairly present the financial position,
results of operations, and cash flows of ABC Company in accordance
with accounting principles generally accepted in the United States
of America because ABC Company excluded a variable interest en-
tity from the accompanying financial statement that, in our opinion,
should have been consolidated. As described in Note X, in March 2014
the Financial Accounting Standards Board issued Accounting Stan-
dards Update No. 2014-07, Consolidation (Topic 810): Applying Vari-
able Interest Entities Guidance to Common Control Leasing Arrange-
ments, which makes changes to the FASB guidance and no longer
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requires nonpublic companies to apply variable interest entity guid-
ance to certain common control leasing arrangements. This guidance
required retrospective application. Accordingly, our present opinion on
the 2012 financial statements, as presented herein, is different from
that expressed in our previous report. Our opinion on the 2013 finan-
cial statements is not modified with respect to this matter.

[Issue Date: April 2014; Revised: September 2014.]
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Q&A Section 9170

Supplementary Information

.01 Consolidating Information Presented on the Face of the Finan-
cial Statements

Inquiry—An entity wants to present consolidating information in order
to present the separate financial statements of the components of the consoli-
dated group. Does the auditor's reporting responsibility change depending on
whether the consolidating information is presented on the face of the financial
statements in separate columns or whether the consolidating information is
shown outside the basic consolidated financial statements?

Reply—An entity may present consolidating information either on the face
of the statements or outside the basic financial statements.

When the auditor is engaged to express an opinion only on the consoli-
dated financial statements, and consolidating information is included on the
face of the financial statements, such consolidating information would be con-
sidered supplementary information, the same as if the information was pre-
sented outside the basic financial statements, as long as such information is
clearly differentiated from the financial statements because of its nature and
how it is presented. For example, when the consolidated financial statements
include columns of information about the components of the consolidated group,
the balance sheets might be titled "Consolidated Balance Sheet—December 31,
20X1, With Consolidating Information," and the columns including the consol-
idating information, might be marked "Consolidating Information." When the
consolidating information is presented outside the basic financial statements,
the consolidating information might be titled "Consolidating Balance Sheets,
December 31, 20X1." If the other information is clearly differentiated from the
basic financial statements, such information may be identified as unaudited or
as not covered by the auditor's report.

When the consolidated financial statements include consolidating informa-
tion that has not been separately audited, and the auditor is engaged to report
on the consolidating information in relation to the basic consolidated financial
statements as a whole, the auditor's report on the consolidating information
might read as follows:

Our audit was conducted for the purpose of forming an opinion on the
consolidated financial statements as a whole. The consolidating infor-
mation is presented for purposes of additional analysis rather than
to present the financial position, results of operations, and cash flows
of the individual companies and is not a required part of the consol-
idated financial statements. Such information is the responsibility of
management and was derived from, and relates directly to, the under-
lying accounting and other records used to prepare the consolidated
financial statements. The information has been subjected to the audit-
ing procedures applied in the audit of the consolidated financial state-
ments and certain additional procedures, including comparing and rec-
onciling such information directly to the underlying accounting and
other records used to prepare the consolidated financial statements or
to the consolidated financial statements themselves, and other addi-
tional procedures, in accordance with auditing standards generally ac-
cepted in the United States of America. In our opinion, the information
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is fairly stated in all material respects in relation to the consolidated
financial statements as a whole.

When the auditor is engaged to express an opinion on both the consolidated
financial statements and the separate financial statements of the components
presented in consolidating financial statements, the auditor's reporting respon-
sibilities with respect to the separate financial statements are the same as his
or her responsibilities with respect to the consolidated financial statements.
In such cases, the consolidating financial statements and accompanying notes
should include all the disclosures that would be necessary for presentation in
accordance with generally accepted accounting principles of separate financial
statements of each component.

[Issue Date: September 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.02 Supplementary Information That Accompanies Interim Finan-
cial Information

Inquiry—When performing an interim review in accordance with AU-C
section 930, Interim Financial Information (AICPA, Professional Standards),
is the auditor required to report on supplementary information when a client
presents supplementary information along with interim financial statements?

Reply—No; however, nothing precludes the auditor from reporting on the
supplementary information. If the auditor decides to report on the supplemen-
tary information, the auditor may disclaim on the supplementary information
or issue a report based on the limited procedures performed as part of the in-
terim review. An example of a report based on the limited procedures applied
in the review follows:

Our review was made primarily for the purpose of obtaining a basis
for reporting whether we are aware of any material modifications that
should be made to the interim financial statements in order for them
to be in conformity with accounting principles generally accepted in
the United States of America through performing limited procedures.
The accompanying supplementary information is presented for pur-
poses of additional analysis and is not a required part of the interim
financial statements. The supplementary information has been sub-
jected to the limited procedures applied in the review of the interim
financial statements, and we did not become aware of any material
modifications that should be made to such information.

[Issue Date: October 2012; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 9180

Required Supplementary Information

.01 Required Supplementary Information in Historical Prior Peri-
ods and Auditor Independence of the Entity

Inquiry—AU-C section 730, Required Supplementary Information (AICPA,
Professional Standards), defines required supplementary information (RSI)
and requires the auditor of an entity's basic financial statements to perform
specified procedures on such RSI and report in accordance with that section.

If the RSI extends back to any historical prior period (back periods) in
which the auditor did not perform an engagement that required independence,
is the auditor required, for purposes of complying with AU-C section 730, to be
independent of the entity in those back periods?

Reply—Generally accepted auditing standards require the auditor to be
independent for any period being audited and covered by the auditor's opinion.
In the absence of any separate requirement in the particular circumstances of
the engagement, the auditor's opinion on the basic financial statements does
not cover RSI. In accordance with AU-C section 730, RSI is not part of the ba-
sic financial statements. Furthermore, the specified procedures required to be
performed on RSI are limited and do not provide the auditor with sufficient
appropriate audit evidence to express an opinion or provide any assurance on
the RSI.

Because of the characteristics of RSI and the limited nature of the specified
procedures, the auditor is not required, for purposes of complying with AU-C
section 730, to be independent of the entity in those back periods as long as the
auditor's opinion does not cover RSI.

[Issue Date: August 2015.]
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Q&A Section 9510

Attestation Reports

.01 Testing Prospective Financial Information as Part of Perform-
ing Auditing Procedures

Inquiry—Generally accepted accounting principles require that certain ac-
counts be carried at or adjusted to fair value. Many fair value models are based
on the present value of future cash flows or earnings. In making those fair value
calculations, management may seek the auditor's assistance in developing what
may be considered either a full or partial financial forecast. In testing an en-
tity's fair value calculation, an auditor might test management's assumptions
including, for example future cash flows for the next five years. Similarly, the
auditor may make an independent estimate of fair value, for example, by using
a cash flow model developed and prepared by the auditor.

Does the auditor's assistance in developing or preparing prospective cash
flows require the auditor to examine or compile such information in accordance
with Statements on Standards for Attest Engagements (SSAEs)?

Reply—No. Paragraph .01 of AT section 101, Attest Engagements (AICPA,
Professional Standards), states that the attest standards apply when a prac-
titioner is "engaged to issue or does issue an examination…." Accordingly, the
auditor would not be required to follow the SSAEs unless the auditor has also
been engaged to examine, compile, assemble or apply agreed upon procedures
to prospective financial information or the auditor issues an examination, com-
pilation, assembly or agreed upon report on prospective financial information.

.02 Availability of Criteria for a Fee
Inquiry—A practitioner may perform an attestation engagement only if he

or she has reason to believe that the subject matter is capable of evaluation
against criteria that are suitable and available to users. Paragraph .33 of AT
section 101 states in part that criteria should be available to users in one or
more of a number of ways, including available publicly. Paragraph .34 of AT
section 101 goes on to say "If criteria are only available to specified parties, the
practitioner's report should be restricted to those parties who have access to the
criteria as described in paragraphs .78 and .80 [of AT section 101]." If criteria
is only available for a fee, is it considered available publicly for the purpose of
paragraphs .33–.34 of AT section 101?

Reply—Yes, as long as the criteria is available to any person in the normal
course of business, it is considered available publicly. This would include certain
industry associations and other organizations that make criteria available free
of charge to their members but charge a fee to nonmembers.

.03 Reporting on New York State Medicaid Cost Reports
On June 27, 2006, the New York State Department of Health ("DOH") is-

sued a prescribed "Opinion of Independent Accountant" (the "Cost Report Opin-
ion") that is required to be utilized by CPAs reporting on audits and attesta-
tion engagements associated with a nursing home's filing of its Annual Report
of Residential Health Care Facility (RHCF-4). The purpose of this Technical
Question and Answer ("TQA") is to provide clarity to CPAs performing these
engagements. This TQA also may be useful to a CPA performing audits and at-
testation engagements for the purpose of reporting on an Annual Institutional
Cost Report of Hospitals and Hospital Healthcare Complexes and other cost
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reports filed with the New York State Department of Health or other New York
State agencies.

The Cost Report Opinion as prescribed by the DOH references certain data
in the facility's RHCF-4 cost report (the "supplemental data"). The Cost Report
Opinion includes three separate opinions:

1. An opinion on the facility's financial statements (displayed as
schedules within the cost report) based on an audit conducted in
accordance with generally accepted auditing standards.

2. An opinion as to whether the supplemental data is stated fairly in
all material respects in relation to the financial statements as a
whole.

3. An opinion under the attestation standards (the "attestation opin-
ion") on the supplemental data's conformity with the DOH cost re-
port instructions.

The required format of the Cost Report Opinion, as prescribed by the DOH,
is attached as Exhibit A. The AICPA staff understands that all DOH Cost Re-
ports, including the Annual Institutional Cost Report of Hospitals and Hospital
Healthcare Complexes, within New York State will include similar language.

The Cost Report Opinion contains certain terminology that differs from the
language found in AICPA professional standards and therefore may be unclear
to practitioners. AICPA staff held conversations with the DOH for the purpose
of better understanding their views about these wording differences and their
expectations about the procedures a CPA would perform to issue the Cost Re-
port Opinion. The following responses are those of AICPA staff based on their
understanding of the requirements and expectations of the DOH.

Four issues are addressed in this Technical Question and Answer:

1. The CPA's consideration of materiality in completing the attesta-
tion engagement.

2. The meaning of the term "certification" in the Cost Report Opinion,
and its impact on the CPA's procedures.

3. The Independence Standards that the CPA is expected to adhere to
in the performance of the engagement.

4. Dating the CPA's report.

Inquiry—The attestation opinion contained in the Cost Report Opinion
reads as follows:

In our opinion, the above supplemental data are in all material re-
spects in conformity with the applicable instructions relating to the
preparation of the RHCF-4 as furnished by the New York State De-
partment of Health for the year ended Month XX, 20XX.

With respect to the attestation opinion's phrase, "in all material respects,"
may a CPA utilize materiality applied at the financial statement level to plan
the scope of the attestation procedures, or in the evaluation of misstatements,
if any, that are identified through the attestation procedures?

Reply—No. The AICPA staff understands that the DOH believes that the
use of materiality applied at the financial statement level would not be appro-
priate for planning or performing attestation procedures related to cost report
instructions, or for evaluating any misstatements identified related to confor-
mity with cost report instructions. Rather, the AICPA staff 's understanding
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is that materiality should be determined and applied at the individual sched-
ule level. Accordingly, the DOH expects the CPA to perform procedures on line
items, columns, and totals in the specific schedules covered by the CPA's attesta-
tion opinion to be able to opine that the financial and statistical data presented
on each schedule has been prepared in conformity, in all material respects as de-
termined at the individual schedule level, with the applicable instructions. As
a result, the CPA ordinarily will perform procedures beyond those performed
in the audit of the financial statements with respect to certain amounts in-
cluded in the supplemental data. These additional procedures result from the
application of a lower materiality level for procedures performed on informa-
tion included in the individual schedules as compared to the materiality level
applied in the financial statement audit.

The CPA may consider attestation risk and materiality in applying his or
her professional judgment in determining the nature, timing and extent of at-
testation procedures for testing the financial and statistical data. The CPA's
risk assessment should give consideration to the effects of whether amounts
in a particular schedule are either understated or overstated. The quantity of
attestation evidence needed is affected by the risk of misstatement (items pre-
senting greater risk likely will require evaluation of attestation evidence be-
yond that deemed necessary for purposes of the financial statement audit) and
by the quality of such attestation evidence. In determining the nature, timing
and extent of attest procedures to perform, the CPA may give consideration to:

1. His or her assessment of the facility's policies and procedures re-
lated to the preparation of the cost report in accordance with the
applicable instructions and,

2. Deficiencies related to internal control over the preparation of the
cost report (which may differ from internal control over financial
reporting evaluated for purposes of the financial statement audit).

In addition to the above considerations, the CPA may focus his or her test-
ing on those amounts, line items, or schedules that impact the facility's reim-
bursement or rate setting most significantly.

The purpose of testing the supplemental data is to obtain sufficient appro-
priate attestation evidence to provide a reasonable basis for the CPA's opin-
ion on whether the financial and statistical data in the schedules is in confor-
mity, in all material respects as determined at the individual schedule level,
with the applicable instructions. The CPA will have performed audit proce-
dures directed toward evaluating certain amounts included in the supplemen-
tal data in connection with the audit of the facility's financial statements. The
CPA may consider the results of those procedures in determining the nature,
timing and extent of additional work necessary because of a lower materiality
level for individual schedules compared to the materiality level for the financial
statements.

The CPA ordinarily would select individual amounts from the supplemen-
tal data to examine based on the risk of misstatement or departure from the
cost report instructions or by applying sampling. A combination of both selec-
tion techniques as described below may be necessary to provide the CPA with
sufficient appropriate attestation evidence relative to the supplemental data.

The CPA may select amounts to test based on the risk of material mis-
statement associated with the reimbursement or rate-setting impact of a par-
ticular amount, line item, or schedule. For example, the costs associated with
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non-moveable equipment may have a greater impact on rate setting when com-
pared with major moveable equipment. Accordingly, the CPA may determine
that it is necessary to obtain more attestation evidence related to costs for non-
moveable equipment. Factors influencing the CPA's assessment of risk might
include the facility's history of misstatements in the cost report, the complexity
associated with the preparation of a schedule and the effectiveness of man-
agement's internal control over the preparation of the applicable cost report
schedules.

The CPA may select amounts to test utilizing sampling. The CPA uses his
or her professional judgment to determine when it may be appropriate to use
sampling and the sample size.

The CPA's procedures ordinarily will include agreeing individual supple-
mental data amounts, as appropriate, to related audit documentation or the
audited financial statements, or to the general ledger, sub-ledgers, or client
analyses prepared in support of the cost report schedules. In addition, the
CPA's procedures ordinarily will include substantive procedures applied to se-
lected supplemental data amounts, which are designed to identify material mis-
statements at the individual schedule level. Substantive procedures include
tests of details and substantive analytical procedures. For example, the CPA
might select supplemental data amounts and compare them to vendor's in-
voices or analytically compare the relationship of amounts and current year
expectations.

As a result of procedures performed, the CPA may identify departures from
the cost report instructions. In that case, the CPA would need to re-consider his
or her initial risk assessment and determine whether additional procedures
need to be performed. If departures from the cost report instructions are not
corrected by facility management, the CPA would consider whether such de-
partures result in the CPA opining that there is a material departure from the
cost report instructions.

Inquiry—The Cost Report Opinion includes the following paragraph:

The undersigned hereby certifies this opinion and that I/we have dis-
closed any and all material facts known to me/us, disclosure of which is
necessary to make this opinion, the basic financial statements and the
supplemental data not misleading. The undersigned hereby further
certifies that I/we will disclose any material fact discovered by me/us
subsequent to this certification which existed at the time of this certi-
fication and was not disclosed in the basic financial statements or the
supplemental data, the disclosure of which is necessary to make the
basic financial statements or the supplemental data not misleading
and will disclose any material misstatement in said financial state-
ments or supplemental data.

Given that the terms "certifies" and "certification" are not defined in AICPA
professional standards, should the CPA perform additional procedures beyond
those contemplated by Statements on Auditing Standards (SASs) and State-
ments on Standards for Attestation Engagements (SSAEs) in order to provide
a "certification"? Additionally, since the financial statements and supplemental
schedules are the responsibility of management, what is the CPA's responsi-
bility with respect to information discovered subsequent to the certification's
report date?
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Reply—New York State Public Heath Law Section 2808-b states in part

"All financial statements or financial information…shall be certified in their
entirety by an independent public accountant…." Although the phrase "certi-
fies this opinion" does not appear in AICPA professional standards, there is
nothing in the concept of a certification that would be in conflict with or con-
trary to those standards. The CPA may consider the phrase "certifies this opin-
ion" to be the equivalent of rendering or expressing an opinion. However, it is
the responsibility of the CPA to determine, and take any and all steps that are
necessary and proper, in order to be able to appropriately sign the Cost Report
Opinion.

Public Health Law 2808-b further states that "Subsequent to such certi-
fication (the CPA should disclose) any material fact discovered by him which
existed at the time of such certification …which is necessary to make the finan-
cial statements or financial information not misleading …." If the CPA becomes
aware of information, which relates to the audited financial statements or sup-
plemental schedules previously reported on by him or her, but which was not
known to the CPA prior to the release date of the Cost Report Opinion, and
such subsequently discovered facts are deemed to be necessary to make the
basic financial statements not misleading, the CPA should ensure that such
subsequently discovered information is communicated to the DOH, including
that the audited financial statements are not to be relied upon. Paragraph .17b
of AU-C section 560, Subsequent Events and Subsequently Discovered Facts
(AICPA, Professional Standards), provides that the CPA should assess whether
the steps taken by the client are timely and appropriate to ensure that the DOH
is informed of the situation. However, the CPA retains the responsibility to en-
sure that such information is communicated to the DOH—whether by the client
or the CPA. In fulfilling this responsibility, if the client refuses to make such
communication the CPA should notify the DOH of the information and that the
Cost Report Opinion should no longer be relied upon.

Inquiry—The Cost Report Opinion is titled "Opinion of Independent Ac-
countant" and includes the following paragraph:

During the period of this professional engagement, at the time of ex-
pressing this opinion, and during the period covered by the financial
statements I/we did not have nor were committed to acquire, any direct
financial interest or material indirect financial interest in the owner-
ship or operation of the facility and I/we were not connected in any way
with the ownership, financing or operation of the facility as a director,
officer or employee, or in any capacity other than as an independent
certified public accountant or independent public accountant.

What independence requirements are expected to be followed in conducting
the engagements contemplated by the Cost Report Opinion?

Reply—The CPA should follow Independence Standards as issued by the
AICPA and that are codified in the AICPA Code of Professional Conduct as well
as any independence standards issued by the N.Y. Board of Accountancy.

Inquiry—The engagements underlying the Cost Report Opinion may have
been completed on different dates. For example, the audits of the financial state-
ments and the supplemental data in relation to the basic financial statements
taken as a whole may have been completed (and the CPA's opinions thereon
rendered) before the CPA completes the work related to the attestation opin-
ion. In those situations, may the Cost Report Opinion be dual-dated?
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Reply—Yes. Although dual-dating is not required, the Cost Report Opinion
may be dual dated for the attestation opinion as follows:

[Date], except for our examination of the conformity of specified data
with the instructions for the year ended December 31, 20XX, as to
which the date is [Date].

Exhibit

FORM RHCF-4 DOH 490 (06/07/06)

PLEASE COMPLETE ALL OF THE FOLLOWING INFORMATION

NAME OF FACILITY

OPERATING CERTIFICATE NUMBER

NAME OF ADMINISTRATOR

NAME OF CONTROLLER OR CHIEF FISCAL OFFICER

Opinion of Independent Accountant

We have audited the balance sheet of as of
December 31, 2004 and the related statements of operations, changes in net
assets or equity and cash flows for the year then ended included as Exhibits A
through E (the basic financial statements), except for lines 041, 042 and 043 of
Exhibit E of Part IV of the accompanying Annual Report of Residential Health
Care Facility (RHCF-4) identified by Declaration Control Number .
These financial statements are the responsibility of the facility management.
Our responsibility is to express an opinion on these financial statements based
on our audit.

We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes ex-
amining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing the accounting prin-
ciples used and significant estimates made by management as well as evalu-
ating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the aforementioned financial statements present fairly, in
all material respects, the financial position of as of December
31, 2004 and the results of its operations, changes in net assets or equity and
its cash flows for the year then ended, in conformity with accounting principles
generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the
basic financial statements taken as whole. The following supplemental data,
which are the responsibility of the facility management, are presented for the
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purpose of additional analysis and are not required as part of the basic financial
statements identified by Declaration Control Number .

PART I—STATISTICAL DATA
Bed Capacity—Patient Days, Line 017
PART II—CROSSWALK
Schedule 7, Column 0161
Schedules 8 through 11, except for Schedule 8C, Lines 010 through 035
PART IV—UNIFORM REPORT
Exhibit H, except Columns 0034–0044, Lines 054–057, 060–069 and
090
Exhibit I
Schedule 4, except Columns 0114–0122, Lines 054–057, 060–069 and
090
Schedule 6

The above supplemental data have been subjected to the auditing proce-
dures applied in the audit of the basic financial statements and, in our opinion,
are stated fairly in all material respects when considered in conjunction with
the basic financial statements included as Exhibits A through E of the RHCF-4,
taken as a whole.

Our procedures were not intended to determine compliance with, and there-
fore would not necessarily disclose deviations from, reporting requirements
contained in the New York State Residential Health Care Facility Accounting
and Reporting Manual.

The other information included on Parts I, II, III and IV of the Annual
Report of Residential Health Care Facility (RHCF-4) identified by Declaration
Control Number , (not detailed in the preceding paragraphs), was not
audited by us and, accordingly, we express no opinion thereon.

We have examined the above supplemental data for the year ended Decem-
ber 31, 2004. [Facility name] management is responsible for
the preparation of the supplemental data in conformity with the applicable in-
structions relating to the preparation of the RHCF-4 as furnished by the New
York State Department of Health for the year ended December 31, 2004. Our
responsibility is to express an opinion on the supplemental data's conformity
with those instructions based upon our examination.

Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and, ac-
cordingly, included examining, on a test basis, evidence supporting the supple-
mental data's conformity with the applicable instructions and performing such
other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

In our opinion, the above supplemental data are in all material respects in
conformity with the applicable instructions relating to the preparation of the
RHCF-4 as furnished by the New York State Department of Health for the year
ended December 31, 2004.

This RHCF-4 report, including this accountant's opinion, is intended solely
for the information and use of the management and ownership of the facility
and the officers and agencies of the State of New York, and is not intended to
be and should not be used by anyone other than these specified parties.

The undersigned hereby certifies this opinion and that I/we have disclosed
any and all material facts known to me/us, disclosure of which is necessary to
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make this opinion, the basic financial statements and the supplemental data
not misleading. The undersigned hereby further certifies that I/we will disclose
any material fact discovered by me/us subsequent to this certification which
existed at the time of this certification and was not disclosed in the basic finan-
cial statements or the supplemental data, the disclosure of which is necessary
to make the basic financial statements or the supplemental data not mislead-
ing and will disclose any material misstatement in said financial statements or
supplemental data.

During the period of this professional engagement, at the time of express-
ing this opinion, and during the period covered by the financial statements I/we
did not have nor were committed to acquire, any direct financial interest or ma-
terial indirect financial interest in the ownership or operation of the facility and
I/we were not connected in any way with the ownership, financing or operation
of the facility as a director, officer or employee, or in any capacity other than as
an independent certified public accountant or independent public accountant.

Signature of Accounting Firm

Name of Accounting Firm

By:

Signature of CPA Partner-in-Charge

Name of CPA

CPA License Number

Date of CPA Signature

Address

City/State/ZIP

Telephone

DOH 490

[Revised, December 2010 and April 2017.]
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Q&A Section 9520

Statement on Standards for Attestation Engagements No. 16,
Reporting on Controls at a Service Organization

[.01] Reserved

[.02] Reserved

[.03] Reserved

.04 Definition of Service Organization and User Entity
Inquiry—Statement on Standards for Attestation Engagements (SSAE)

No. 16, Reporting on Controls at a Service Organization (AICPA, Professional
Standards, AT sec. 801),1 uses the terms service organization and user entity.
What do these terms mean?

Reply—AT section 801 defines a service organization as an organization or
segment of an organization that provides services to user entities, which are
likely to be relevant to user entities' internal control over financial reporting
(ICFR). A service organization performs a function or task for the user entities
that results in data or other information that the user entities incorporate in
their financial statements. Some examples of service organizations are custodi-
ans for investment companies, mortgage servicers that service loans for others,
and claims processors that process medical claims for self-insured entities. AT
section 801 defines a user entity as an entity that uses a service organization.

[Issue Date: June 2011; Revised, November 2011.]

[.05] Reserved

[.06] Reserved

.07 Types of Reports Under AT Section 801
Inquiry—Are there type 1 and type 2 reports under AT section 801?

Reply—Yes, AT section 801 enables practitioners to provide two types of
service auditor's reports. In both reports the service organization must prepare
a description of its system that includes, among other things, the nature of the
service provided, how the service is performed, and the service organization's
controls and related control objectives as they relate to the service provided.
In a type 1 report, the service auditor expresses an opinion on whether the de-
scription is fairly presented (that is, does it describe what actually exists) and
whether the controls included in the description are suitability designed. Con-
trols that are suitably designed are able to achieve the related control objectives
if they operate effectively. In a type 2 report, the service auditor's report con-
tains the same opinions that are included in a type 1 report and also includes

1 For service auditors' reports for periods ending on or after June 15, 2011, Statement on Stan-
dards for Attestation Engagements (SSAE) No. 16, Reporting on Controls at a Service Organization
(AICPA, Professional Standards, AT sec. 801), supersedes the guidance for service auditors that pre-
viously was contained in Statement on Auditing Standards (SAS) No. 70, Service Organizations, as
amended (now superseded). For audits of financial statements for periods ending on or after Decem-
ber 15, 2012, AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organiza-
tion (AICPA, Professional Standards), supersedes the guidance for user auditors that previously was
contained in SAS No. 70, as amended (now superseded). [Footnote added, December 2012, to reflect
conforming changes necessary due to the issuance of SAS Nos. 122–126.]

©2017, AICPA §9520.07



588 Attestation Engagements

an opinion on whether the controls were operating effectively. Controls that op-
erate effectively do achieve the control objectives they were intended to achieve.
Both reports are examination reports, which means the practitioner obtains a
high level of assurance.

[Issue Date: June 2011; Revised, November 2011.]

.08 Changes Introduced by AT Section 801
Inquiry—Does the implementation of AT section 801 result in significant

changes to a service auditor's engagement?

Reply—The following are the three major changes introduced by AT section
801:

1. Management of the service organization is required to provide the
service auditor with a written assertion about the fairness of the
presentation of management's description of the service organiza-
tion's system, the suitability of the design of the controls included
in the description and, in a type 2 engagement, the operating ef-
fectiveness of those controls. That assertion is either attached to or
included in the service organization's description of its system.

2. In a type 2 engagement, the description of the service organiza-
tion's system and the service auditor's opinion on the description
covers a period (the same period as the period covered by the service
auditor's tests of the operating effectiveness of controls). In State-
ment on Auditing Standards (SAS) No. 70, Service Organizations,
as amended (now superseded), the description of the service organi-
zation's system in a type 2 report was as of a specified date, rather
than for a period.

3. The service auditor is required to identify, in the description of tests
of controls, any tests of controls performed by the internal audit
function (other than those performed in a direct assistance capac-
ity) and the service auditor's procedures with respect to that work.
Tests of controls are procedures designed to evaluate the operating
effectiveness of controls in achieving the control objectives stated
in management's description of the service organization's system.

The following are other differences introduced by AT section 801:
� Suitable criteria are used by management to measure and present

the subject matter and by the service auditor to evaluate the sub-
ject matter. Paragraphs .14–.16 of AT section 801 provide suitable
criteria for the fairness of the presentation of a service organiza-
tion's description of its system and the suitability of the design and
operating effectiveness of its controls. Criteria are the standards
or benchmarks used to measure and present the subject matter
and against which the service auditor evaluates the subject mat-
ter.

� The service auditor's examination report contains the report el-
ements identified in paragraph .85 of AT section 101, Attest En-
gagements (AICPA, Professional Standards). Paragraphs .52–.53
of AT section 801 tailor these report elements to a service auditor's
engagement.

� The service auditor may not use evidence obtained in prior en-
gagements about the satisfactory operation of controls in prior
periods to provide a basis for a reduction in testing in the current
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period, even if it is supplemented with evidence obtained during
the current period.

� AT section 801 specifically states that it is not applicable when the
service auditor is reporting on controls at a service organization
relevant to subject matter other than user entities' ICFR (such as
controls related to regulatory compliance or privacy).

[Issue Date: June 2011; Revised, November 2011; Revised, December 2012, to
reflect conforming changes necessary due to the issuance of SAS Nos.

122–126.]

.09 Implementation Guidance for Reporting on Controls at a Ser-
vice Organization Under AT Section 801

Inquiry—Has the AICPA Guide Service Organizations: Applying SAS No.
70, as Amended (commonly known as the SAS 70 guide)2 been rewritten to
reflect AT section 801?

Reply—Yes. AICPA Guide Service Organizations: Applying SAS No. 70, as
Amended was rewritten to reflect the requirements and guidance in AT section
801 and is available as AICPA Guide Service Organizations, Applying SSAE No.
16, Reporting on Controls at a Service Organization (SOC 1) (SOC 13 guide).

[Issue Date: June 2011; Revised, November 2011.]

.10 Illustrative Assertion for Management of Service Organization
in an SSAE No. 16 Engagement

Inquiry—Where can I find an illustrative management assertion for an
SSAE No. 16 engagement?

Reply—Exhibit A, "Illustrative Assertions by Management of a Service Or-
ganization," of AT section 801 contains illustrative management assertions for
type 1 and type 2 engagements. In addition, appendix B, "Illustrative Service
Auditor's Reports," of the SOC 1 guide contains illustrative type 2 reports that
include management assertions.

[Issue Date: June 2011; Revised, November 2011.]

.11 Illustrative Assertion for Management of Subservice Organiza-
tion in an SSAE No. 16 Engagement

Inquiry—AT section 801 requires management of a subservice organization
to provide a written assertion when the inclusive method is used. AT section
801 contains illustrative management assertions for management of a service
organization. Is an illustrative assertion for management of a subservice orga-
nization available?

2 Prior to the issuance of SSAE No. 16, the guidance for service auditors reporting on controls
at a service organization and for user auditors auditing the financial statements of a user entity was
contained in SAS No. 70, as amended (now superseded). For that reason, reports on controls at a service
organization were frequently referred to as "SAS 70 reports," and the related AICPA Guide Service
Organizations, Applying SAS No. 70, as Amended was referred to as the "SAS 70 guide." [Footnote
renumbered and revised, December 2012, to reflect conforming changes necessary due to the issuance
of SAS Nos. 122–126.]

3 The AICPA has introduced the service organization controls (SOC) series of reports, which
are further explained in section 9530.02, "Service Organization Controls Reports." Engagements per-
formed under AT section 801 are designated as SOC 1 engagements. AICPA Guide Service Organiza-
tions, Applying SSAE No. 16, Reporting on Controls at a Service Organization (SOC 1) is referred to
as the SOC 1 guide. [Footnote renumbered, December 2012, to reflect conforming changes necessary
due to the issuance of SAS Nos. 122–126.]
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Reply—Yes. Example 2 of appendix B of the SOC 1 guide contains an illus-
trative assertion for an inclusive engagement.

[Issue Date: June 2011; Revised, November 2011.]

.12 Another CPA Firm Acts as the Accounting Department for Your
Client—Auditor Responsibility

Inquiry—An auditor is in the process of planning an audit for a client and
determines that significant accounting and financial reporting processes and
controls are performed by an outside CPA firm. What is the auditor's responsi-
bility with respect to the functions performed by the other CPA firm?

Reply—Paragraph .01 of AU-C section 315, Understanding the Entity and
Its Environment and Assessing the Risks of Material Misstatement (AICPA, Pro-
fessional Standards), addresses the auditor's responsibility to identify and as-
sess the risks of material misstatements in the financial statements through
understanding the entity and its environment, including the entity's internal
control. Paragraph .13 of AU-C section 315 states that the auditor should ob-
tain an understanding of internal control relevant to the audit. Therefore, the
auditor's responsibility is the same regardless of whether the client designs and
operates its own accounting processes and controls or whether those processes
and controls are outsourced to a third party.

Assuming that the other CPA firm has not undergone a type 1 or type 2
service auditor's examination and, therefore, cannot provide user entities with
such a report, the auditor may obtain the necessary understanding by visiting
the other CPA firm's office where the information is processed to understand
how the processes and controls have been designed and whether those controls
have been implemented.

If the auditor intends to rely on any of the controls performed by the other
CPA firm, then those controls would need to be tested to determine if they are
operating effectively, just as they would if the controls had been implemented
by the client.

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.13 Placement of Management's Assertion in an SSAE No. 16
Engagement

Inquiry—Does AT section 801 require that management's assertion accom-
pany the service organization's description of its system?

Reply—Yes. Paragraph .09c(vii) of AT section 801 states that one of the
conditions for engagement acceptance or continuance is that management pro-
vide a written assertion that will be included in or attached to management's
description of the service organization's system.

[Issue Date: November 2011.]

.14 Type 2 Reports That Cover Less Than a Six-Month Period
Inquiry—Does AT section 801 require that a type 2 report cover a minimum

period?

Reply—AT section 801 discourages the service auditor from performing a
type 2 engagement that covers a period of less than six months. Paragraph .A42
of AT section 801 indicates that a type 2 report that covers a period that is less
than six months is unlikely to be useful to user entities and their auditors. How-
ever, there are certain limited circumstances, such as the following, in which a
type 2 report covering less than six months may be considered:
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� The service auditor was engaged close to the date by which the

report on controls is to be issued, precluding the service auditor
from testing the operating effectiveness of controls for a six month
period.

� The service organization or a particular system or application has
been in operation for less than six months.

� Significant changes have been made to the controls, and it is not
practicable either to wait six months before issuing a report or
to issue a report covering the system both before and after the
changes.

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.15 Information About Relevant IT Control Objectives and Related
Controls in Description of Service Organization's System

Inquiry—Does AT section 801 require that management's description of the
service organization's system include a description of the service organization's
IT control objectives and related controls? If so, does the SOC 1 guide address
which IT control objectives and controls would usually be relevant to a user
entity's ICFR?

Reply—The definition of service organization's system in paragraph .07
of AT section 801 indicates that the description of the service organization's
system includes the policies and procedures designed, implemented, and docu-
mented by management of the service organization to provide user entities with
the services covered by the service auditor's report. Paragraph .A11 of AT sec-
tion 801 further clarifies that sentence: "The policies and procedures referred
to in the definition of service organization's system refer to the guidelines and
activities for providing transaction processing and other services to user enti-
ties and include the infrastructure, software, people, and data that support the
policies and procedures." Paragraph 3.65 of the SOC 1 guide indicates that if
the control objectives in a service organization's description of its system only
address application controls, and the proper functioning of general computer
controls is necessary for the application controls to operate effectively, the ser-
vice organization would be expected to include the relevant general computer
controls in its description of the system as they relate to the specified control
objectives. Appendix D, "Illustrative Control Objectives for Various Types of
Service Organizations," of the SOC 1 guide includes illustrative control objec-
tives related to general computer controls.

[Issue Date: November 2011.]

.16 Identification of Risks in the Description of the Service Orga-
nization's System

Inquiry—Does the service organization's description of its system need to
identify the risks that could prevent the service organization's controls relevant
to user entities' ICFR from achieving the related control objectives?

Reply—AT section 801 does not require that management identify, in its
description of the service organization's system, the risks related to each con-
trol objective included in the description. However, the service auditor would
probably expect management to be able to discuss its consideration of risks in
designing the controls to achieve the related control objectives.

[Issue Date: November 2011.]
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.17 Information About the Risk Assessment Process to Be Included
in the Description

Inquiry—Paragraph .14 of AT section 801 indicates that management's de-
scription of a service organization's system should include aspects of the service
organization's risk assessment process. What information should be included
in describing the risk assessment process?

Reply—The content of the description of the risk assessment process will
vary depending on the complexity of the service organization's process. Para-
graph .A18 of AT section 801 indicates that management may have a formal or
informal process for identifying relevant risks. A formal process may include
estimating the significance of identified risks, assessing the likelihood of their
occurrence, and deciding about actions to address them. In those circumstances,
nothing precludes management from including the details of its process in the
description. However, because control objectives relate to the risks that controls
seek to mitigate, paragraph .A18 of AT section 801 indicates that thoughtful
identification by management of the control objectives when designing, imple-
menting, and documenting the service organization's system may itself com-
prise an informal process for identifying relevant risks.

[Issue Date: November 2011.]

.18 Purpose of SSAE No. 16 Reports
Inquiry—Will entities now become "SSAE 16 certified"?

Reply—No. A popular misconception about SAS No. 70, as amended (now
superseded), was that a service organization became "certified" as SAS No. 70
compliant after undergoing a type 1 or type 2 service auditor's engagement. No
such certification existed under SAS No. 70, as amended (now superseded), nor
does it exist under AT section 801. An SSAE No. 16 report (as was the case
for a SAS No. 70 report) is primarily an auditor-to-auditor communication, the
purpose of which is to provide user auditors with information about controls at
a service organization that are relevant to the user entities' ICFR.

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.19 Providing a Service Organization With a Bridge Letter
Inquiry—May a service auditor provide a service organization with a bridge

letter under AT section 801 (a letter from a service auditor stating that nothing
has changed since the last type 1 or type 2 report)?

Reply—No. AT section 801 does not address such letters or reports. A ser-
vice organization may choose to issue a letter that describes updates or changes
in its controls since the previous type 1 or type 2 report. However, there are no
provisions in AT section 801 for service auditors to report on such a letter. Ser-
vice auditors and user auditors are cautioned against providing assurance on
or inferring assurance from such letters, respectively.

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.20 Format of Type 1 and Type 2 SSAE No. 16 Reports
Inquiry—Other than the addition of management's assertion and changes

to the auditor's report, is the format of the SSAE No. 16 report package the
same as it was under SAS No. 70, as amended (now superseded)?
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Reply—Except for the addition of management's assertion, AT section 801

has the same report package as it did under SAS No. 70, as amended (now
superseded). That package consists of the following components:

� Section 1: The service auditor's report, that is, the letter from the
service auditor

� Section 2: Management of the service organization's written as-
sertion

� Section 3: Management's description of the service organization's
system

� Section 4: The service auditor's description of tests of the operating
effectiveness of controls and results of those tests (type 2 reports
only)

� Section 5: Optional other information provided by management of
the service organization

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.21 Understanding Internal Control in Audit of a Service Organi-
zation's Financial Statements When Also Reporting on Service Orga-
nization's Controls Under AT Section 801

Inquiry—If an auditor performs an SSAE No. 16 engagement for a service
organization and also audits that service organization's financial statements,
when auditing the service organization's financial statements, does the auditor
still need to obtain a sufficient understanding of the service organization and
its environment, including its internal control, sufficient to assess the risk of
material misstatement and design audit procedures?

Reply—Yes. In an SSAE No. 16 engagement, the service auditor focuses
on controls at the service organization that are relevant to the user entities'
ICFR, rather than controls at the service organization that are relevant to the
service organization's ICFR. Some of the controls included in the service orga-
nization's description of its system may be relevant to the service organization's
ICFR, but because controls evaluated and tested for the purposes of an SSAE
No. 16 engagement are not necessarily controls that affect the service organi-
zation's financial reporting, the auditor of the service organization's financial
statements would still need to obtain an understanding of the service organi-
zation's internal control for the purpose of the audit.

[Issue Date: November 2011.]

.22 Determining Control Objectives and Controls in an SSAE No.
16 Engagement

Inquiry—Does AT section 801 define or suggest specific control objectives
for service organizations that provide services that are likely to be relevant
to user entities' ICFR or does the service organization define its own control
objectives and controls?

Reply—AT section 801 does not define or suggest specific control objectives
for service organizations that provide services that are likely to be relevant to
user entities' ICFR. In an SSAE No. 16 engagement, the service auditor evalu-
ates whether the service organization's controls were suitably designed or op-
erating effectively by determining whether the control objectives specified by
management of the service organization were achieved. AT section 801 requires
that the control objectives be reasonable in the circumstances. Although most
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service organizations that provide similar services will have similar control ob-
jectives, in order for control objectives to be reasonable in the circumstances,
they should reflect features of the particular service organization, such as the
nature of the services provided, the industry in which the user entity operates,
and the needs of the user entities. Accordingly, in SSAE No. 16 engagements,
not all service organizations will have the same control objectives. However,
certain control objectives are typical for certain types of service organizations.
To assist service auditors, appendix D of the SOC 1 guide contains illustrative
control objectives for various types of service organizations, including applica-
tion service providers, claims processors, credit card payment processors, in-
vestment managers, payroll processors, and transfer agents. The appendix also
includes illustrative general control objectives that may be applicable to any
service organization.

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.23 Reporting Under International Standard on Assurance Engage-
ments 3402, Assurance Reports on Controls at a Service Organization

Inquiry—AT section 801 is based on International Standard on Assurance
Engagements (ISAE) 3402, Assurance Reports on Controls at a Service Organi-
zation, issued by the International Auditing and Assurance Standards Board
(IAASB). May a U.S. CPA perform and report on a service auditor's engagement
under ISAE 3402?

Reply—Unless they also meet the international requirements, a U.S. CPA
could not issue a stand-alone ISAE 3402 report. However, a U.S. CPA could issue
a report indicating the examination was performed in accordance with AICPA
and IAASB standards, assuming that the requirements of both standards have
been met.

[Issue Date: November 2011.]

.24 Engagements Performed Under AICPA and IAASB Standards
Inquiry—Under what circumstances would a service organization request

that the service auditor report under both AICPA and IAASB standards?

Reply—Engagements performed under AT section 801 and ISAE 3402 are
very similar. (Exhibit B, "Comparison of Requirements of Section 801, Report-
ing on Controls at a Service Organization, With Requirements of International
Standard on Assurance Engagements 3402, Assurance Reports on Controls at
a Service Organization," of AT section 801 identifies differences between AT
section 801 and ISAE 3402.) For service organizations with international op-
erations or international clients, there may be a benefit to obtaining a report
indicating that the examination was performed in accordance with AICPA and
IAASB standards. An engagement that is performed in accordance with both
sets of standards would not be expected to involve a substantially different
examination scope or approach than an individual SSAE No. 16 engagement
would.

[Issue Date: November 2011.]

.25 Applying AT Section 801 Internationally
Inquiry—If a service organization in the United States provides services to

a user entity in Europe, may the practitioner perform the examination under
AT section 801 or should it be performed under ISAE 3402?
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Reply—The applicability of AT section 801 is not limited to user entities

located in the United States. Accordingly, a user entity in Europe could be a
recipient of an SSAE No. 16 report.

[Issue Date: November 2011.]

.26 Reporting on Controls at a Service Organization Relevant to
Subject Matter Other Than User Entities' ICFR

Inquiry—May AT section 801 be used for reporting on a service organiza-
tion's controls relevant to subject matter other than user entities' ICFR?

Reply—No. AT section 801 does not apply to examinations of controls over
subject matter other than user entities' ICFR. In the past, some CPAs used
SAS No. 70, as amended (now superseded) to report on controls at a service
organization relevant to subject matter other than user entities' ICFR. How-
ever, SAS No. 70, as amended (now superseded) was never intended for such
reporting, and neither is AT section 801. Paragraph .A2 of AT section 801 clar-
ifies this point, and paragraph .02a of AT section 801 indicates that AT section
801 may be helpful to practitioners in developing and performing such engage-
ments under AT section 101. AT section 101 provides a framework that enables
practitioners to develop engagements and report on subject matter other than
financial statements. For example, an entity may be required by law or regu-
lation to maintain the privacy of the information it collects from its customers.
Such information may be passed on to a service organization that performs cer-
tain tasks for the user entity. Even though certain controls over the privacy of
the information are implemented by the service organization, management of
the user entity is not relieved of its responsibility for effective internal control
over the privacy of the information it processes for the user entity. In this sit-
uation, management of the service organization may engage a CPA to report
on the effectiveness of its controls over privacy that are relevant to the user
entities, and it may provide that report to the user entities and other specified
parties identified in the report. Such an examination would be performed under
AT section 101, not AT section 801. The increasing use of cloud computing com-
panies (that provide user entities with on-demand network access to a shared
pool of computing resources, such as networks, servers, storage, applications,
and services) has created an increasing demand for CPAs to report on a cloud
computing service organization's controls relevant to subject matter other than
user entities' ICFR.

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]
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Q&A Section 9530

Service Organization Controls Reports

.01 Reporting on Controls at a Service Organization Relevant to
Subject Matter Other Than User Entities' Internal Control Over Fi-
nancial Reporting

Inquiry—Is authoritative guidance available for reporting under AT sec-
tion 101, Attest Engagements (AICPA, Professional Standards), on a service
organization's controls relevant to subject matter other than user entities' in-
ternal control over financial reporting (ICFR)?

Reply—Yes. The AICPA Guide Reporting on Controls at a Service Organi-
zation Relevant to Security, Availability, Processing Integrity, Confidentiality, or
Privacy (SOC 2) (SOC 2 guide) is designed to assist practitioners in reporting
under AT section 101 on an examination of controls at a service organization
relevant to the security, availability, or processing integrity of a system or the
confidentiality, or privacy of the information processed by the system.

[Issue Date: November 2011.]

.02 Service Organization Controls Reports
Inquiry—What does the acronym "SOC" stand for?

Reply—The acronym SOC stands for service organization controls, as in
"service organization controls reports." The AICPA introduced this term to
make practitioners aware of the various professional standards and guides
available to them for examining and reporting on controls at a service organi-
zation relevant to user entities and to help practitioners select the appropriate
standard or guide for a particular engagement. The following are the desig-
nations for the three engagements included in the SOC report series and the
source of the guidance for performing and reporting on them:

� SOC 1: Statement on Standards for Attestation Engagements
(SSAE) No. 16, Reporting on Controls at a Service Organization
(AICPA, Professional Standards, AT sec. 801), and AICPA Guide
Service Organizations: Applying SSAE No. 16, Reporting on Con-
trols at a Service Organization (SOC 1)

� SOC 2: AICPA Guide Reporting on Controls at a Service Organi-
zation Relevant to Security, Availability, Processing Integrity, Con-
fidentiality, or Privacy (SOC 2) and AT section 101

� SOC 3: TSP section 100, Trust Services Principles, Criteria, and
Illustrations for Security, Availability, Processing Integrity, Confi-
dentiality, and Privacy (AICPA, Trust Services Principles and Cri-
teria), and AT section 101

[Issue Date: November 2011.]

.03 Authority of SOC 1 and SOC 2 Guides
Inquiry—What is the authority of the SOC 1 and SOC 2 guides?

Reply—The SOC 1 and SOC 2 guides have been cleared by the AICPA's Au-
diting Standards Board. AT section 50, SSAE Hierarchy (AICPA, Professional
Standards), classifies attestation guidance included in an AICPA guide as an
interpretive publication and indicates that a practitioner should be aware of
and consider interpretive publications applicable to his or her examination. If
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a practitioner does not apply the attestation guidance included in an applicable
interpretive publication, the practitioner should be prepared to explain how he
or she complied with the SSAE provisions addressed by such attestation guid-
ance.

[Issue Date: November 2011.]

.04 SOC 3 Engagements
Inquiry—What is a SOC 3 engagement?

Reply—A SOC 3 engagement is similar to a SOC 2 engagement in that the
practitioner reports on whether an entity (any entity, not necessarily a service
organization) has maintained effective controls over its system with respect to
security, availability, processing integrity, confidentiality, or privacy. Like a SOC
2 engagement, a SOC 3 engagement uses the criteria in TSP section 100. Unlike
a SOC 2 engagement, a SOC 3 report (1) does not contain a description of the
practitioner's tests of controls and results of those tests and (2) is a general-
use report rather than a restricted use report. (The term general use refers to
reports for which use is not restricted to specified parties.)

[Issue Date: November 2011.]

.05 Types of Reports for SOC 2 Engagements
Inquiry—Are there type 1 and type 2 reports for SOC 2 engagements?

Reply—Yes. In a SOC 2 engagement, like a SOC 1 engagement, the prac-
titioner has the option of providing either a type 1 or a type 2 report. In both
reports, management of the service organization prepares a description of its
system. In a type 1 report, the service auditor expresses an opinion on whether
the description is fairly presented (that is, does it describe what actually exists)
and whether the controls included in the description are suitability designed.
Controls that are suitably designed are able to achieve the related control ob-
jectives or criteria if they operate effectively. In a type 2 report, the service au-
ditor's report contains the same opinions that are included in a type 1 report,
and also includes an opinion on whether the controls were operating effectively.
Controls that operate effectively do achieve the control objectives or criteria
they were intended to achieve. Both SOC 1 and SOC 2 reports are examination
reports, which means the practitioner obtains a high level of assurance.

[Issue Date: November 2011.]

.06 Minimum Period of Coverage for SOC 2 Reports
Inquiry—Does the SOC 2 guide require that a type 2 report cover a mini-

mum period?

Reply—The SOC 2 guide does not prescribe a minimum period of coverage
for a SOC 2 report, however, paragraph 2.09 of the SOC 2 guide states that
one of the relevant factors to consider when determining whether to accept or
continue a SOC 2 engagement is the period covered by the report. The guide
presents an example of a service organization that wishes to engage a service
auditor to perform a type 2 engagement for a period of less than two months.
The guide states that in those circumstances, the service auditor should con-
sider whether a report covering that period will be useful to users of the report,
particularly if many of the controls related to the applicable trust services cri-
teria are performed on a monthly or quarterly basis. A practitioner would use
professional judgment in determining whether the report covers a sufficient
period.

[Issue Date: November 2011.]
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.07 Placement of Management's Assertion in a SOC 2 Report
Inquiry—In a SOC 2 engagement, does management's assertion need to

accompany the service organization's description of its system?

Reply—Paragraph 2.13b of the SOC 2 guide states, in part, that a service
auditor ordinarily should accept or continue an engagement to report on con-
trols at a service organization only if management of the service organization
acknowledges and accepts responsibility for "providing a written assertion that
will be attached to management's description of the service organization's sys-
tem and provided to users." The recommendation in the SOC 2 guide is that the
assertion be attached to the description rather than included in the description
to avoid the impression that the practitioner is reporting on the assertion rather
than on the subject matter.

[Issue Date: November 2011.]

.08 Illustrative Assertion for Management of a Service Organiza-
tion in a SOC 2 Engagement

Inquiry—Where can I find an illustrative management assertion for a SOC
2 engagement?

Reply—Appendix C, "Illustrative Management Assertions and Related Ser-
vice Auditor's Reports on Controls at a Service Organization Relevant to Se-
curity, Availability, Processing Integrity, Confidentiality, and Privacy," and ap-
pendix D, "Illustrative Type 2 Service Organization Controls Report," of the
SOC 2 guide contain illustrative assertions by management of a service orga-
nization for type 2 SOC 2 engagements.

[Issue Date: November 2011.]

.09 Illustrative Assertion for Management of a Subservice Organi-
zation in a SOC 2 Engagement

Inquiry—The SOC 2 guide contains illustrative management assertions
for management of a service organization. Is an illustrative assertion for man-
agement of a subservice organization available in the SOC 2 guide?

Reply—No. However, the illustrative assertions in appendix C or appendix
D of the SOC 2 guide can be used to construct the subservice organization's
assertion. Paragraphs 2.13–.15 of the SOC 2 guide address the requirement for
an assertion by management of a subservice organization when the inclusive
method is used.

[Issue Date: November 2011.]

.10 Management of a Subservice Organization Refuses to Provide
a Written Assertion in a SOC 1 or SOC 2 Engagement

Inquiry—When using the inclusive method, if management of a subser-
vice organization will not provide a written assertion, what should the service
auditor do?

Reply—Paragraph .A8 of AT section 801 indicates that the subservice or-
ganization's refusal to provide the service auditor with a written assertion pre-
cludes the service auditor from using the inclusive method. However, the ser-
vice auditor may instead use the carve-out method. Paragraph 2.15 of the SOC
2 guide contains similar guidance for SOC 2 engagements.

[Issue Date: November 2011.]
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.11 Determining Whether Management of a Service Organiza-
tion Has a Reasonable Basis for Its Assertion (SOC 1 and SOC 2
Engagements)

Inquiry—Paragraph .09c(ii) of AT section 801 states that one of the require-
ments for a service auditor to accept or continue a type 1 or type 2 engagement
is that management acknowledge and accept responsibility for having a rea-
sonable basis for its assertion. Paragraph .A17 of AT section 801 indicates that
the service auditor's report on controls is not a substitute for the service organi-
zation's own processes to provide a reasonable basis for its assertion. How does
the service auditor determine whether management has a reasonable basis for
its assertion?

Reply—AT section 801 indirectly describes how the service auditor makes
this determination. First, paragraph .14a(vii) of AT section 801 indicates, in
part, that the service organization's description of its system should include
the service organization's monitoring activities. Because a service auditor is
required to determine whether the description is fairly stated, in doing so the
service auditor would determine whether the section of the description that
describes monitoring controls is fairly stated. Second, paragraph .A17 of AT
section 801, shown subsequently, defines the term monitoring of controls and
indicates that management's monitoring activities may provide evidence of the
design and operating effectiveness of controls in support of management's as-
sertion. Similar guidance for SOC 2 engagements is included in appendix A, "In-
formation for Management of a Subservice Organization," of the SOC 2 guide,
in the section titled "Providing a Written Assertion."

[Issue Date: November 2011.]

.12 Reasonable Basis for Management of a Subservice Organiza-
tion's Assertion (SOC 1 and SOC 2 Engagements)

Inquiry—In an inclusive SOC 1 engagement, is the service auditor required
to determine whether management of the subservice organization has a reason-
able basis for its assertion?

Reply—Paragraph .09c(ii) of AT section 801 states that one of the require-
ments for a service auditor to accept or continue a type 1 or type 2 engagement
is that management acknowledge and accept responsibility for having a reason-
able basis for its assertion. Paragraph .A7 of AT section 801 states that when
the inclusive method is used, the requirements of AT section 801 also apply to
the services provided by the subservice organization, including the requirement
to acknowledge and accept responsibility for the matters in paragraph .09c(i)–
(vii) of AT section 801 as they relate to the subservice organization. Paragraph
.09c(vii) requires a service organization to provide a written assertion; there-
fore, a subservice organization would also be required to provide a written as-
sertion and have a reasonable basis for its assertion.

In determining whether a subservice organization has a reasonable ba-
sis for its assertion, the service auditor would analogize the requirements and
guidance in AT section 801 to the subservice organization. Paragraph .14a(vii)
of AT section 801 would require that the subservice organization's description of
its system include the subservice organization's monitoring activities. Because
a service auditor is required to determine whether the subservice organiza-
tion's description is fairly stated, in doing so the service auditor would deter-
mine whether the section of the description that describes monitoring controls
is fairly stated. Paragraph .A17 of AT section 801 defines the term monitoring
of controls and indicates that management's monitoring activities may provide
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evidence of the design and operating effectiveness of controls in support of man-
agement's assertion. Similar guidance on this topic for a SOC 2 engagement is
included in paragraphs 2.13b–c and 2.15 of the SOC 2 guide.

[Issue Date: November 2011.]

.13 Point in a SOC 1 or SOC 2 Engagement When Management
Should Provide Its Written Assertion

Inquiry—At what point in a SOC 1 or SOC 2 engagement should manage-
ment provide the service auditor with its written assertion?

Reply—Management may provide its written assertion to the service audi-
tor at any time after the end of the period covered by the service auditor's type
2 report and, for a type 1 report, at any time after the as of date of the type
1 report. The date of the service auditor's report should be no earlier than the
date on which management provides its written assertion.

[Issue Date: November 2011.]

.14 Implementing Controls Included in Management's Descrip-
tion of the Service Organization's System (SOC 1 and SOC 2
Engagements)

Inquiry—In a type 1 report for a SOC 1 or SOC 2 engagement, do the con-
trols included in management's description of the service organization's system
need to be implemented?

Reply—Yes. In order for the description of the service organization's system
to be fairly presented, the controls included in the description would have to be
placed in operation (implemented). See paragraph 4.01b of the SOC 1 guide
and paragraph 3.13 of the SOC 2 guide.

[Issue Date: November 2011.]

.15 Responsibility for Determining Whether a SOC 1, SOC 2, or SOC
3 Engagement Should Be Performed

Inquiry—Who determines whether a SOC 1, SOC 2, or SOC 3 engagement
should be performed—the service auditor or management of the service orga-
nization?

Reply—SOC 1 engagements address a service organization's controls rele-
vant to user entities' ICFR, whereas SOC 2 and SOC 3 engagements address a
service organization's controls relevant to the security, availability, or process-
ing integrity of a system or the confidentiality or privacy of the information
the system processes. In SOC 2 and SOC 3 engagements, the service auditor
uses the criteria in TSP section 100 for evaluating and reporting on controls
relevant to the security, availability, or processing integrity of a system, or the
confidentiality or privacy of the information processed by the system. In TSP
section 100, these five attributes of a system are known as principles. A service
auditor may be engaged to report on a description of a service organization's
system and the suitability of the design and operating effectiveness of controls
relevant to one or more of the trust services principles The criteria in TSP sec-
tion 100 that are applicable to the principle(s) being reported on are known as
the applicable trust services criteria.

If management of the service organization is not knowledgeable about the
differences among these three engagements, the service auditor may assist
management in obtaining that understanding and selecting the appropriate
engagement. Determining which engagement is appropriate depends on the
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subject matter addressed by the controls and the risk management and gover-
nance needs of the user entities, and it often involves discussion with the user
entities regarding their needs.

[Issue Date: November 2011.]

.16 Criteria for SOC 2 and SOC 3 Engagements
Inquiry—Are there a prescribed set of control objectives for SOC 2 and SOC

3 engagements?

Reply—In SOC 1 engagements, the service auditor determines whether
controls achieve specified control objectives. In SOC 2 and SOC 3 engagements,
the service auditor determines whether controls meet the applicable trust ser-
vices criteria. Although the terminology is different in these engagements (con-
trol objectives versus criteria), the control objectives in a SOC 1 engagement
serve as criteria for evaluating the design and, in a type 2 report, the oper-
ating effectiveness of controls. Unlike SOC 1 engagements, in which manage-
ment of the service organization determines the service organization's control
objectives based on the nature of the service provided and how the service is
performed, in all SOC 2 and SOC 3 engagements, the service organization's
controls must meet all of the criteria in TSP section 100 that are applicable to
the principle(s) being reported on. The applicable trust services criteria serve
as a prescribed set of criteria.

[Issue Date: November 2011.]

.17 Using Existing Set of Controls for a New SOC 2 or SOC 3
Engagement

Inquiry—In the past, many IT service organizations provided their user
entities with reports issued under Statement on Auditing Standards (SAS) No.
70, Service Organizations, as amended (now superseded), covering their IT ser-
vices. If a service organization plans to undergo a SOC 2 or SOC 3 examination
for the first time and has a fully defined set of controls and control objectives
related to its IT services, does the service organization need to adopt a new set
of controls to meet the applicable trust services criteria?

Reply—The SOC 2 guide and appendix C of TSP section 100 require the
service organization to establish controls that meet all of the applicable trust
services criteria. A service organization that is planning to undergo a SOC 2 or
SOC 3 engagement for the first time may have controls in place that address
all of the applicable trust services criteria. However, the service organization
will need to determine whether its existing control objectives align with the
applicable trust services criteria and whether its controls address all of the ap-
plicable trust services criteria. If not, it will need to implement or revise certain
controls to meet all of the applicable trust services criteria.

[Issue Date: November 2011; Revised, December 2012, to reflect conforming
changes necessary due to the issuance of SAS Nos. 122–126.]

.18 Reporting on Compliance With Other Standards or Require-
ments in SOC 2 or SOC 3 Engagements

Inquiry—May a SOC 2 or SOC 3 report cover compliance with other stan-
dards or authoritative requirements that are substantially similar to the ap-
plicable trust services criteria, for example, requirements in Special Publica-
tion 800-53, Recommended Security Controls for Federal Information Systems,
issued by the National Institute of Standards and Technology or in Payment
Card Industry (PCI) Security Standards issued by the PCI Security Counsel?
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Reply—Yes. A service organization may request that a SOC 2 or SOC 3

report address additional subject matter that is not specifically covered by the
applicable trust services criteria. An example of such subject matter is the ser-
vice organization's compliance with certain criteria established by a regulator,
for example, security requirements under the Health Insurance Portability and
Accountability Act of 1996 or compliance with performance criteria established
in a service-level agreement. Paragraph 1.39 of the SOC 2 guide states that in
order for a service auditor to report on such additional subject matter, the ser-
vice organization provides the following:

� An appropriate supplemental description of the subject matter
� A description of the criteria used to measure and present the sub-

ject matter
� If the criteria are related to controls, a description of the controls

intended to meet the control-related criteria
� An assertion by management regarding the additional subject

matter

Paragraph 1.40 of the guide states

The service auditor should perform appropriate procedures related
to the additional subject matter, in accordance with AT section 101
and the relevant guidance in this guide. The service auditor's descrip-
tion of the scope of the work and related opinion on the subject matter
should be presented in separate paragraphs of the service auditor's
report. In addition, based on the agreement with the service organiza-
tion, the service auditor may include additional tests performed and
detailed results of those tests in a separate attachment to the report.

[Issue Date: November 2011.]

.19 Issuing Separate Reports When Performing Both a SOC 1 and
SOC 2 Engagement for a Service Organization

Inquiry—Does a service organization that wishes to have a practitioner
report on controls relevant to user entities' ICFR along with controls that are
not relevant to user entities' ICFR need to request two separate reports—SOC
1 and SOC 2?

Reply—Yes. Service organizations need to request two separate SOC re-
ports if the service organization would like to address controls relevant to user
entities' ICFR and controls that are not relevant to user entities' ICFR. See
paragraph 1.24 of the SOC 2 guide.

[Issue Date: November 2011.]

.20 Deviations in the Subject Matter (SOC 1 and SOC 2
Engagements)

Inquiry—In a SOC 1 or SOC 2 engagement, if the service auditor identifies
deviations in the subject matter (that is, the fairness of the presentation of the
description, the suitability of the design of the controls, and the operating ef-
fectiveness of the controls) and qualifies the report because of these deviations,
does management need to revise its assertion to reflect these deviations?

Reply—If management of the service organization agrees with the service
auditor's findings regarding the deviations, management would be expected to
revise its assertion to reflect the deviations identified in the service auditor's re-
port. If management does not revise its assertion, the service auditor should add
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an explanatory paragraph to the report indicating that the deficiencies identi-
fied in the service auditor's report have not been identified in management's
assertion. Similar guidance for a SOC 2 engagement is included in paragraph
3.105 of the SOC 2 guide.

[Issue Date: November 2011.]

.21 Use of a Seal on a Service Organization's Website
Inquiry—Is there a SOC seal that can be displayed on a service organiza-

tion's website indicating that the service organization has undergone a SOC 1,
SOC 2, or SOC 3 engagement?

Reply—A seal is available only for SOC 3 engagements. A SOC 3 SysTrust
for Service Organization Seal (seal) may be issued and displayed on a service
organization's website. All practitioners who wish to provide this registered
seal must obtain a license to provide the seal from by the Canadian Institute of
Chartered Accountants (CICA). Typically the seal is linked to the report issued
by the practitioner. For more information on licensure, go to www.webtrust.org.
It is important to note that a practitioner can perform a SOC 3 engagement and
issue a SOC 3 report without issuing a SOC 3 seal. In such cases the practitioner
does not need to be licensed by the CICA. The license is only for the issuance of
a seal.

In addition, SOC logos are available for use by (a) CPAs for marketing
and promoting SOC services and (b) service organizations that have under-
gone a SOC 1, SOC 2, or SOC 3 engagement within the prior 12 months. These
logos are designed to make the public aware of these SOC services and do
not offer or represent assurance that an organization obtained an unquali-
fied (or clean) opinion. For additional information about logos, go to www.aicpa
.org/interestareas/frc/assuranceadvisoryservices/pages/soclogosinfo.aspx.

[Issue Date: November 2011.]

.22 Attestation Standards and Interpretive Guidance for Report-
ing on a Service Organization's Controls Relevant to User Entities and
for Reporting on an Entity's Internal Control

Inquiry—AICPA professional literature includes a variety of attestation
standards and interpretive guidance for reporting on a service organization's
controls relevant to user entities and for reporting on an entity's internal con-
trol. How does a practitioner determine the applicable attestation standard and
interpretive guidance for these engagements?

Reply—The following table identifies a variety of attestation engagements
that involve reporting on a service organization's controls relevant to user en-
tities, or reporting on an entity's internal control. The table also identifies the
appropriate attestation standard or interpretive guidance to be used in the cir-
cumstances.

§9530.21 ©2017, AICPA



Service Organization Controls Reports 605

Engagement

Professional
Standard or Other

Guidance
Restrictions on the
Use of the Report

Reporting on
Controls at a Service
Organization
Relevant to User
Entities’ Internal
Control Over
Financial Reporting:
Controls were not
designed by the
service organization;
management of the
service organization
will not provide an
assertion regarding
the suitability of the
design of the
controls, and the
practitioner is
reporting on

• the fairness of the
presentation of
management's
description of the
service organization's
system and

Report on the fairness
of the presentation of
the description under
AT section 101, Attest
Engagements (AICPA,
Professional
Standards), using the
description criteria in
paragraph .14 of AT
section 801, Reporting
on Controls at a Service
Organization (AICPA,
Professional
Standards), and
adapting the relevant
requirements and
guidance therein

Management of the
service organization,
user entities, and the
auditors of the user
entities' financial
statements

(continued)
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Engagement

Professional
Standard or Other

Guidance
Restrictions on the
Use of the Report

• the operating
effectiveness of the
service organization's
controls relevant to
user entities internal
control over financial
reporting. Such a
report may include a
description of tests of
the operating
effectiveness of the
controls and the
results of the tests.

Report on the operating
effectiveness of controls
under AT section 101 or
AT section 201,
Agreed-Upon
Procedures
Engagements (AICPA,
Professional Standards)

The specified parties
that agreed upon the
sufficiency of the
procedures for their
purposes

Reporting on
Controls at a Service
Organization
Relevant to User
Entities’ Internal
Control Over
Financial Reporting:
Controls were not
designed by the
service organization;
management of the
service organization
provides an
assertion regarding
the suitability of
design of controls

AT section 801 Management of the
service organization,
user entities, and the
auditors of the user
entities' financial
statements

Reporting on
Controls at a Service
Organization
Relevant to Security
Availability,
Processing Integrity,
Confidentiality, or
Privacy: Includes
Description of Tests
and Results
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Engagement

Professional
Standard or Other

Guidance
Restrictions on the
Use of the Report

Reporting on the
fairness of the
presentation of
management's
description of a service
organization's system;
the suitability of the
design of controls at a
service organization
relevant to security,
availability, processing
integrity,
confidentiality, or
privacy; and in a type 2
report, the operating
effectiveness of those
controls
A type 2 report includes
a description of tests of
the operating
effectiveness of controls
performed by the
service auditor and the
results of those tests.

AT section 101
AICPA Guide Reporting
on Controls at a Service
Organization Relevant
to Security, Availability,
Processing Integrity,
Confidentiality, or
Privacy (SOC 2)

Parties that are
knowledgeable about

• the nature of the
service provided by
the service
organization

• how the service
organization's system
interacts with user
entities, subservice
organizations, and
other parties

• internal control and
its limitations

• the criteria and how
controls address
those criteria

• complementary user
entity controls and
how they interact
with related controls
at the service
organization

Reporting on
Controls at a Service
Organization
Relevant to Security
Availability,
Processing Integrity,
Confidentiality, or
Privacy: No
Description of Tests
and Results

(continued)
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Engagement

Professional
Standard or Other

Guidance
Restrictions on the
Use of the Report

Reporting on whether
an entity has
maintained effective
controls over its system
with respect to security,
availability, processing
integrity,
confidentiality, or
privacy
If the report addresses
the privacy principle,
the report also contains
an opinion on the
service organization's
compliance with the
commitments in its
privacy notice.
This report does not
contain a description of
the service auditor's
tests performed and the
results of those tests.

AT section 101
AICPA/Canadian
Institute of Chartered
Accountants Trust
Services Principles,
Criteria, and
Illustrations (TSP
section 100, Trust
Services Principles,
Criteria, and
Illustrations for
Security, Availability,
Processing Integrity,
Confidentiality, and
Privacy [AICPA, Trust
Services Principles and
Criteria])

This is a general-use
report.1

Reporting on a
Service Provider’s
Controls to Achieve
Compliance Control
Objectives Relevant
to SEC Rules 38a-1
and 206(4)-7

Reporting on the
suitability of the design
and operating
effectiveness of a
service provider's
controls over
compliance that may
affect user entities'
compliance
This report does not
contain a description of
the practitioner's tests
performed and the
results of those tests.

AT section 101
Statement of Position
(SOP) 07-2, Attestation
Engagements That
Address Specified
Compliance Control
Objectives and Related
Controls at Entities that
Provide Services to
Investment Companies,
Investment Advisers, or
Other Service Providers
(AICPA, Professional
Standards, AUD sec. 40)

Chief compliance
officers, management,
boards of directors, and
independent auditors of
the service provider
and of the entities that
use the services of the
service provider

1 The term general use refers to reports for which use is not restricted to specified parties.
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Engagement

Professional
Standard or Other

Guidance
Restrictions on the
Use of the Report

Performing the
Agreed-Upon
Procedures Referred
to in Paragraph .03
of AT section 801

Performing and
reporting on the results
of agreed-upon
procedures related to
the controls of a service
organization or to
transactions or
balances of a user
entity maintained by a
service organization
This report contains a
description of the
procedures performed
by the practitioner and
the results of those
procedures.

AT section 201 The specified parties
that agreed upon the
sufficiency of the
procedures for their
purposes

Reporting on
Controls Over
Compliance With
Laws and
Regulations

Reporting on the
effectiveness of an
entity's internal control
over compliance with
the requirements of
specified laws,
regulations, rules,
contracts, or grants

AT section 601,
Compliance Attestation
(AICPA, Professional
Standards)

Use is restricted if the
criteria are

• appropriate for only
a limited number of
parties who
established the
criteria or can be
presumed to
understand the
criteria.

• available only to
specified parties.

Reporting on
Internal Control in
an Integrated Audit

(continued)
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Engagement

Professional
Standard or Other

Guidance
Restrictions on the
Use of the Report

Reporting on the design
and operating
effectiveness of an
entity's internal control
over financial reporting
that is integrated with
an audit of financial
statements

AU-C section 940, An
Audit of Internal
Control Over Financial
Reporting That Is
Integrated With an
Audit of Financial
Statements (AICPA,
Professional Standards)

This is a general-use
report.

[Issue Date: November 2011; Revised, December 2016, to reflect conforming
changes necessary to reflect the issuance of SAS No. 130.]
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Q&A Section 9540

Attest Engagement: American Land Title Association Best
Practices Framework

.01 Types of Engagements
Inquiry—The American Land Title Association (ALTA) seeks to guide its

membership on best practices to protect consumers, promote quality service,
provide for ongoing employee training, and meet legal and market require-
ments. These policies, procedures, controls, and practices (collectively referred
to as practices for purposes of this section) are voluntary and designed to help
members illustrate to consumers and clients the industry professionalism and
best practices to help ensure a positive and compliant real estate settlement
practice. These practices are not intended to encompass all aspects of title or
settlement company activity.

The ALTA Best Practices Framework1 (the framework) has been devel-
oped to assist lenders in satisfying their responsibility to manage third party
vendors. The framework comprises the following documents a company needs
when electing to implement such a program:

� Title Insurance and Settlement Company Best Practices
� Assessment Procedures
� Certification Package, which includes the following three parts:

— "Agency Letter" (part 1)

— "Best Practices Certificate" (part 2)

— "Declarations Page" (part 3)

What types of engagements may a practitioner perform for a title insur-
ance and settlement company (the company) in order to assist management and
third parties about whether the company has implemented the framework?

Reply—A practitioner may perform an engagement that the company
would consider best suited to its circumstances. Such engagements may include
attestation engagements (such as an examination, review, or an agreed-upon
procedures engagement) or an engagement under CS section 100, Consulting
Services: Definitions and Standards (AICPA, Professional Standards).

[Issue Date: April 2015.]

.02 Applicability to an Attest Engagement
Inquiry—The company may request its independent public accountant

(practitioner) to examine or review its title insurance and settlement practices
for the purpose of expressing an opinion or a conclusion about whether those
practices comply with the framework's best practices as of a point in time or for
a period of time. Would such an engagement be an attest engagement under
AT section 101, Attest Engagements (AICPA, Professional Standards)?

Reply—Yes. AT section 101 states that the attestation standards apply
when a CPA in public practice is engaged to issue or does issue an examination,

1 Information regarding the American Land Title Association (ALTA) Best Practices Framework
is available at ALTA's website at www.alta.org/bestpractices/index.cfm.
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a review, or an agreed-upon procedures report on subject matter, or an asser-
tion about the subject matter that is the responsibility of another party. When
a practitioner is engaged by a company to provide an examination or a review
report on the company's practices, such an engagement involves subject matter
that is the responsibility of the company. Consequently, AT section 101 applies
to such engagements.

[Issue Date: April 2015.]

.03 Suitability of Criteria
Inquiry—Paragraph .23 of AT section 101 specifies that "the practitioner

must have reason to believe that the subject matter is capable of evaluation
against criteria that are suitable and available to users." What are the crite-
ria against which such subject matter is to be evaluated and are such criteria
suitable and available?

Reply—The criteria for evaluating whether the company's practices have
been implemented to comply with the framework's best practices are set forth in
the framework. The suitability of those criteria should be evaluated by assess-
ing whether the criteria meet the characteristics discussed in paragraph .24
of AT section 101. AICPA staff believe that the criteria set forth in the frame-
work will, when properly followed, be suitable and, because the framework is
available on ATLA's website, the criteria are generally available.

[Issue Date: April 2015.]

.04 Nature of Examination or Review Procedures
Inquiry—What is the nature of the examination or review procedures that

should be applied to the company's best practices?

Reply—The objective of the procedures performed in either an examina-
tion or a review engagement is to accumulate evidence, sufficient in the cir-
cumstances, about whether the company has implemented practices in a man-
ner that supports the company's assessment recap provided in the framework
questionnaire, Assessment Procedures, and to provide an opinion or a conclu-
sion based on that evidence. The objective does not include providing assurance
about whether the company's best practices operated effectively to ensure com-
pliance with federal and state consumer financial laws. In an examination, the
evidence should be sufficient to limit attestation risk to a level that is appropri-
ately low for the high degree of assurance imparted by an examination report.
In a review, this evidence should be sufficient to limit attestation risk to a mod-
erate level.

Examination procedures include obtaining evidence by reading relevant
policies and programs, making inquiries of appropriate company personnel,
inspecting documents and records, confirming company assertions with its
employees or others, and observing activities. In an examination, it will be
necessary for a practitioner's procedures to go beyond simply reading relevant
policies and programs and making inquiries of appropriate company personnel.
Alternatively, review procedures are generally limited to reading relevant poli-
cies and procedures, and making inquiries of appropriate company personnel.
When applying examination or review procedures, the practitioner should as-
sess the appropriateness (including the comprehensiveness) of the company's
practices supporting the company's assessment recap.

A particular company's practices may vary from those of other compa-
nies. As a result, the sufficiency of evidence obtained from the practitioner's
procedures performed cannot be evaluated solely on a quantitative basis.
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Consequently, it is not practicable to establish only quantitative guidelines for
determining the nature or extent of the evidence that is necessary to obtain
the assurance required in either an examination or a review. The qualitative
aspects should also be considered.

In determining the nature, timing, and extent of examination or review
procedures, the practitioner should consider information obtained in the perfor-
mance of other services for the company, for example, the audit of the company's
financial statements. For multi-location companies, whether practices were de-
signed and placed in operation as of the assessment date should be evaluated
for both the company's headquarters and selected locations. The practitioner
may consider using the work of the company's internal auditors. AU-C section
610, Using the Work of Internal Auditors (AICPA, Professional Standards), may
be useful in that consideration.

Examination procedures and (in some instances) review procedures may
require access to information involving specific instances of actual or alleged
noncompliance with laws. An inability to obtain access to such information be-
cause of restrictions imposed by a company (for example, to protect attorney-
client privilege) may constitute a scope limitation. Paragraphs .73–.75 of AT
section 101 provide guidance in such situations. The practitioner should assess
the effect of the inability to obtain access to such information on the practi-
tioner's ability to form a conclusion about whether the related policies and pro-
grams operated during the period. If the company's reasons for not permitting
access to the information are reasonable (for example, the information is the
subject of litigation or a governmental investigation) and have been approved
by an executive officer of the company, the occurrences of restricted access to
information are few in number, and the practitioner has access to other infor-
mation about that specific instance or about other instances that is sufficient
to permit a conclusion to be formed about whether the related best practice op-
erated during the period, the practitioner ordinarily would conclude that it is
not necessary to disclaim assurance.

If the practitioner's scope of work has been restricted with respect to one
or more matters, the practitioner should consider the implications of that re-
striction on the practitioner's ability to form a conclusion about other matters.
In addition, as the nature or number of matters on which the company has im-
posed scope limitations increases in significance, the practitioner should con-
sider whether to withdraw from the engagement.

[Issue Date: April 2015.]

.05 Form and Content of Report
Inquiry—What is the form of report that should be issued to meet the re-

quirements of AT section 101?

Reply—The standards of reporting in AT section 101 provide guidance
about report content and wording, and the circumstances that may require re-
port modification. Example 1, "Illustrative ALTA Best Practices Program As-
sertions and Examination Reports," and example 2, "Illustrative Review Report
Review Report," of this section are illustrative reports appropriate for various
circumstances. Paragraph .66 of AT section 101 permits the practitioner to re-
port directly on the subject matter or on management's assertion. In either
case, the practitioner should ordinarily obtain a written assertion. An illustra-
tive company assertion is also presented in examples 1 and 2.
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The engagements addressed in this section do not include providing assur-
ance about whether the company's procedures operated effectively to ensure
compliance with federal and state consumer financial laws or to evaluate the
extent to which the company or its employees have complied with federal or
state laws. The practitioner's report should explicitly disclaim an opinion on
the extent of such compliance.

When scope limitations have precluded the practitioner from forming an
opinion, the practitioner's report should describe all such scope restrictions. If
the company imposed such a scope limitation after the practitioner had begun
performing procedures, that fact should be stated in the report.

A company may request the practitioner to communicate to management or
the board of directors or one of its committees, either orally or in writing, mat-
ters noted that do not constitute significant findings about the company's best
practices. Agreed-upon arrangements between the practitioner and the com-
pany to communicate findings noted may include, for example, the reporting of
findings of less significance than those contemplated by the criteria, the exis-
tence of findings specified by the company, the results of further investigation of
findings noted to identify underlying causes, or suggestions for improvements
in various best practices. Under these arrangements, the practitioner may be
requested to visit specific locations, assess the effectiveness of specific policies
or programs, or undertake specific procedures not otherwise planned. In addi-
tion, the practitioner is not precluded from communicating findings believed to
be of value, even if no specific request has been made.

Example 1—Illustrative ALTA Best Practices Program Assertions and
Examination Reports

Illustration 1—Unqualified Opinion; General-Use Report; Cri-
teria Attached to the Presentation
Company Assertion
The responses in the accompanying Assessment Procedures portion of
the American Land Title Association (ALTA) Best Practices Frame-
work are based on company practices as of [date, for example July 15,
20XX]. Based on the results of our assessment procedures as set forth
in the Assessment Procedures and our responses indicated in the "As-
sessment Recap" column, we believe our title insurance and settlement
practices as of [date, for example July 15, 20XX], comply, in all material
respects, with ALTA best practices based on the ALTA criteria.
Examination Report

Independent Accountant's Report

To the Board of Directors of the XYZ Company
We have examined XYZ Company's (Company) title insurance and
settlement practices and the Company's responses in the accompany-
ing Assessment Procedures document from American Land Title As-
sociation (ALTA) Best Practices Framework as of July 15, 20XX. XYZ
Company's management is responsible for its practices and for its re-
sponses to its assessment procedures. Our responsibility is to express
an opinion based on our examination.
Our examination was conducted in accordance with attestation stan-
dards established by the American Institute of Certified Public Ac-
countants and, accordingly, included examining, on a test basis, evi-
dence as to whether the Company's practices support the responses
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indicated in the Assessment Recap column of the Assessment Proce-
dures and performing such other procedures as we considered neces-
sary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion. Our examination procedures were not
designed, however, to evaluate whether the aforementioned practices
operated effectively to ensure compliance with the Federal and State
Consumer Financial Laws or to evaluate the extent to which the Com-
pany or its employees have complied with federal or state laws, and
we do not express an opinion or any other form of assurance thereon.

In our opinion, the Company's title insurance and settlement practices,
as of July 15, 20XX, comply, in all material respects, with the ALTA
best practices based on the ALTA criteria.

Illustration 2—Unqualified Opinion; General-Use Report, Man-
agement’s Assertion

Examination Report

Independent Accountant's Report

To the Board of Directors of the XYZ Company

We have examined management's assertion that XYZ Company's
(Company) title insurance and settlement practices, as of July 15,
20XX, comply, in all material respects, with the American Land Ti-
tle Association (ALTA) best practices. XYZ Company's management
is responsible for its practices and for its responses to its assessment
procedures. Our responsibility is to express an opinion based on our
examination.

Our examination was conducted in accordance with attestation stan-
dards established by the American Institute of Certified Public Ac-
countants and, accordingly, included examining, on a test basis, evi-
dence as to whether the Company's practices support the responses
indicated in the "Assessment Recap" column of the Assessment Proce-
dures and performing such other procedures as we considered neces-
sary in the circumstances. We believe that our examination provides
a reasonable basis for our opinion. Our examination procedures were
not designed, however, to evaluate whether the aforementioned prac-
tices operated effectively to ensure compliance with federal and state
consumer financial laws or to evaluate the extent to which the Com-
pany or its employees have complied with federal or state laws, and
we do not express an opinion or any other form of assurance thereon.

In our opinion, management's assertion referred to above is fairly
stated, in all material respects, based on the ALTA criteria.

Example 2—Illustrative Review Report

Company Assertion

The responses in the accompanying Assessment Procedures portion of
American Land Title Association (ALTA) Best Practices Framework
are based on Company practices as of [date, for example July 15, 20XX].
Based on the results of our assessment procedures as set forth in the
Assessment Procedures and our responses indicated in the "Assess-
ment Recap" column, we believe our title insurance and settlement
practices as of [date, for example July 15, 20XX], comply, in all material
respects, with the ALTA Best Practices based on the ALTA criteria.
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Independent Accountant's Report

To the Board of Directors of the XYZ Company
We have reviewed XYZ Company's (Company) title insurance and set-
tlement practices and the Company's responses in the accompanying
Assessment Procedures portion of the American Land Title Association
(ALTA) Best Practices Framework as of July 15, 20XX. XYZ Company's
management is responsible for its practices and for its responses to its
assessment procedures.
Our review was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants.
A review is substantially less in scope than an examination, the objec-
tive of which is the expression of an opinion on the Company's prac-
tices. Accordingly, we do not express such an opinion. Additionally, our
review was not designed to evaluate whether the aforementioned prac-
tices operated effectively to ensure compliance with federal and state
consumer financial laws or to evaluate the extent to which the Com-
pany or its employees have complied with federal or state laws and we
do not express an opinion or any other form of assurance thereon.
Based on our review, nothing came to our attention that caused us to
believe that the Company's title insurance and settlement practices,
as of July 15, 20XX did not comply, in all material respects, with the
American Land Title Association (ALTA) best practices based on the
ALTA criteria.

[Issue Date: April 2015.]
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Q&A TOPICAL INDEX

TECHNICAL QUESTIONS AND ANSWERS
References are to section numbers.

A

ACCOUNTING CHANGES
. Accounting Principles . . . . . . 2220.13; 6300.38
. Change From Special Purpose Framework to

Comprehensive Basis of
Accounting . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

. Change From Other Comprehensive Basis to
Special Purpose Framework . . . . . . . . 9030.10

. Change in Amortization Method . . . . . . 5220.05

. Cumulative Effect . . . . . . . . . . . . . . . . . . . 6300.39

. . Deferred Acquisition Costs . . . . . . . . . 6300.38

. Changes in Film Impairment
Estimates . . . . . . . . . . . . . . . . . . . . . 6970.01–.02

. Depreciable Life . . . . . . . . . . . . . . . . . . . . . 9030.03

. Estimates . . . . . . . . . . . . . . . . . 3200.06; 9030.03

. Fiscal Year Change . . . . . . . . . . . . . . . . . . 1800.03

. Premiums on Life Insurance . . . . . . . . . . 2240.04

. Refinanced Debt. . . . . . . . . . . . . . . . . . . . .3200.06

. Versus Change in Circumstances . . . . . 2220.13

ACCOUNTING POLICIES
. Revenue Recognition . . . . . . . . . . . . . . . . 5100.25

ACCOUNTING PRINCIPLES—See Generally
Accepted Accounting Principles

ACCOUNTS RECEIVABLE—See Receivables

ACCRUAL BASIS
. Audit Fee . . . . . . . . . . . . . . . . . . . . . . . . . . . 5290.05
. Change From Cash Basis . . . . . . . . . . . . 9030.10
. Compensated Absences . . . . . . . . . . . . . 3100.10
. Deferred Compensation Contract . . . . .5230.06
. "Excess of Loss" Medical Insurance for

Employees . . . . . . . . . . . . . . . . . . . . . . . . 3100.09
. Sales Price Based on Future

Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . .5100.37

ADVERSE OPINIONS
. Change in Estimate . . . . . . . . . . . . . . . . . .9030.03
. Departure From GAAP . . . . . 2210.18; 9080.13

AFFILIATED COMPANIES
. Business Combinations—See Business

Combinations
. Capitalization of Interest Costs Incurred by

Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . .2210.25
. Combined Financial Statements—See

Combined Financial Statements
. Consolidated Financial Statements—See

Consolidated Financial Statements
. Control of Board of Directors. . . . . . . . .1400.07
. Differing Fiscal Years . . . . . . 1400.22; 9100.02
. Earnings Per Share . . . . . . . . . . . . . . . . . . 5500.02

AFFILIATED COMPANIES—continued
. Equity Method—See Equity Method
. Foreign Currency Translation for

Consolidation . . . . . . . . . . . . . . . . . . . . . . 4200.01
. Intercompany Transactions
. . Between Subsidiary’s and Parent’s Year

End. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1400.22
. . Elimination of Profit in Health Care

Entities . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.17
. . Payroll Expense Reimbursement . . . . 1200.05
. Inventory Acquired From

Stockholder . . . . . . . . . . . . . . . . . . . . . . . 8320.03
. Inventory Cost Method . . . . . . . . . . . . . . 1400.23;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2140.11
. Offsetting Limited Use Assets Against Related

Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.19
. Option to Acquire Control . . . . . . . . . . . . 1400.07
. Subsidiary-Only Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .1400.27
. Transfers From Subsidiary to Minority

Stockholder of Parent . . . . . . . . . . . . . . 6400.26

AGGREGATION
. Level Determined by Insurance

Companies . . . . . . . . . . . . . . . . . . . . . . . . 6300.10

AGREEMENTS—See Contracts

AIRPLANES
. Chartered While Held for Sale . . . . . . . . 2140.04

ALTERNATIVE INVESTMENT FUNDS
. Characteristics . . . . . . . . . . . . . . . . . . . . . . 2220.27
. Due Diligence Features . . . . . . . . . . . . . . 2220.27
. Interests . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2220.19
. Net Asset Value . . . . . . . . . . . 2220.20; 2220.27
. Redemptions . . . . . . . . . . . . . . 2220.24; 2220.27

AMERICAN LAND TITLE ASSOCIATION BEST
PRACTICES FRAMEWORK

. Applicability to an Attest
Engagement. . . . . . . . . . . . . . . . . . . . . . .9540.02

. Form and Content of Report . . . . . . . . . 9540.05

. Nature of Examination or Review
Procedures . . . . . . . . . . . . . . . . . . . . . . . .9540.04

. Suitability of Criteria . . . . . . . . . . . . . . . . . 9540.03

. Types of Engagements . . . . . . . . . . . . . . 9540.01

AMORTIZATION
. Cash Flows Presentation of Negative

Amortization of Long-Term Debt . . . . 1300.22
. Change in Method . . . . . . . . . 5220.05; 6300.38
. Commissions on Insurance. . . . . . . . . . .6130.04
. Discount or Premium on Investment Securities

With an Early Call Date . . . . . . . . . . . . . 3200.16
. Discounts on Loans . . . . . . . . . . . . . . . . . 6130.01
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AMORTIZATION—continued
. Interest Income on Zero Coupon

Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.31
. Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . 2140.12
. Loan Costs . . . . . . . . . . . . . . . . . . . . . . . . . 4130.03
. Log Pond Dredging Cost . . . . . . . . . . . . .2210.15
. Mortgage Placement Fee . . . . . . . . . . . . 3200.06
. Negative . . . . . . . . . . . . . . . . . . . . . . . . . . . .1300.22
. Offering Costs Incurred by Investment

Partnerships. . . . . . . . . . . . . . . . . . . . . . .6910.23
. Operating Leases—See Leasehold

Improvements
. Recognition of Premiums/Discounts on Short

Positions . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.21

ANNUITIES
. Accounting for Contracts That Provide

Annuitization Benefits . . . . . . . . . . . . . . 6300.13
. Deferred Compensation Contract . . . . .5230.06

APPRAISAL VALUE
. Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . 2210.18

APPRECIATION
. Computation of Net Change in Fair Value of

Investments . . . . . . . . . . . . . . . . . . . . . . . 6931.01
. Fixed Assets . . . . . . . . . . . . . . . . . . . . . . . . 2210.18

ASSESSMENTS
. Insurance Companies . . . . . . . . . . . . . . . .6300.09

ASSETS
. Classification—See Classification of Accounts
. Current—See Current Assets
. Fixed—See Fixed Assets
. Fund-Raising Foundations—See Fund-Raising

Foundations
. Intangible—See Intangible Assets
. Land—See Land
. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10
. Law Firm’s Recoverable Costs . . . . . . . 2130.05
. Measurement of Cash Value Life Insurance

Policy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2240.06
. Noncurrent—See Noncurrent Assets
. Nondiscretionary Assistance

Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6140.12
. Offsetting Cash Surrender Value of Life

Insurance Policy . . . . . . . . . . . . . . . . . . . 5230.09
. Offsetting Limited Use Assets Against Related

Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.19
. Presentation at Current Values . . . . . . . 1600.04
. Revaluation . . . . . . . . . . . . . . . . . . . . . . . . . 2210.18
. Social Security Benefits. . . . . . . . . . . . . .1600.03
. Timber Purchase Contracts . . . . . . . . . . 3500.01
. Transfers Between Related

Entities . . . . . . . . . . . . . 6400.25–.26; 6400.29
. Valuation—See Valuation

ATTESTATION ENGAGEMENTS
. Attestation Reports . . . . . . . . . . . . . 9510.01–.03
. Availability of Criteria for a Fee . . . . . . . 9510.02
. Testing Prospective Financial

Information . . . . . . . . . . . . . . . . . . . . . . . . 9510.01

ATTESTATION STANDARDS
. Attestation Reports . . . . . . . . . . . . . 9510.01–.03

ATTESTATION STANDARDS—continued
. Criteria—Available for a Fee . . . . . . . . . 9510.02
. Criteria—Publicly Available . . . . . . . . . . . 9510.02
. Evaluation of Subject Matter . . . . . . . . . 9510.02
. Testing Prospective Financial

Information . . . . . . . . . . . . . . . . . . . . . . . . 9510.01

ATTORNEYS—See Lawyers

AUDIT DOCUMENTATION
. Destruction of Documents by Fire, Flood, or

Natural Disaster . . . . . . . . . . . . . . . . . . . 8345.02
. Documentation Requirements . . . . . . . . 8220.04
. Permanent File, Current Year . . . . . . . . . 8350.01
. Schedule of Confirmation Results. . . . .8340.16
. Unavailability From Predecessor Auditor Who

Has Ceased Operations . . . . . . . . . . . . 8900.04
. Written Confirmations, Retention of . . . 8340.16

AUDIT ENGAGEMENT
. Accrual of Audit Fee . . . . . . . . . . . . . . . . . 5290.05
. Communication Between Predecessor and

Successor Accountants . . . . . . . .8900.02–.03
. Employee Benefit Plans—See Employee

Benefit Plans
. Schedule of Confirmation Results. . . . .8340.16
. Significant Procedures Performed by

Predecessor Prior to Ceasing
Operations . . . . . . . . . . . . . . 8900.05; 9160.14

. Use of Other Auditors’ Work When They Are Not
Independent . . . . . . . . . . . . . . . . . . . . . . . 9120.06

. Written Confirmations, Retention of . . . 8340.16

AUDIT EVIDENCE
. Audit Sampling . . . . . . . .8220.01; 8220.03–.05
. Confirmations—See Confirmations
. Current Year Audit Documentation Contained in

Permanent File . . . . . . . . . . . . . . . . . . . . 8350.01
. Destruction of Documents by Fire, Flood, or

Natural Disaster . . . . . . . . . . . . . . . 8345.01–.02
. Fixed Assets—See Fixed Assets
. Insurance Claims . . . . . . . . . . . . . . . . . . . . 8340.09
. Inventories—See Inventories
. Planning an Audit . . . . . . . . . . . . . . . . . . . . 8220.04
. Receivables—See Confirmations
. Representations—See Representation Letters
. Sampling—See Statistical Sampling
. Securities—See Securities
. Special Audit of Sales . . . . . . . . . . . . . . . 9110.03
. Unavailability of Audit Documentation of

Predecessor Auditor Who Has Ceased
Operations . . . . . . . . . . . . . . . . . . . . . . . . 8900.04

. Unremitted Withholding Taxes . . . . . . . . 9070.01

. Violation of Debt Agreement . . . . . . . . . 9080.13

. Working Papers . . . . . . . . . . . . . . . . . . . . . 8220.04

AUDIT PROGRAMS
. Audit Sampling . . . . . . . . . . . . . . . . . . . . . . 8220.04

AUDIT SAMPLING
. Applicability of SAS No. 39 . . . . . . 8220.01–.05
. Block Sampling . . . . . . . . . . . . . . . . . . . . . 8220.05
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . 8220.01
. Design of Sample . . . . . . . . . . . . . . . 8220.01–.05
. Dual-Purpose Tests . . . . . . . . . . . . . . . . . . 8220.01
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AUDIT SAMPLING—continued
. Evidential Matter . . . . . . . . . . . . . . . . 8220.03–.05
. Haphazard Sampling. . . . . . . . . . . . . . . . .8220.05
. Illustrations . . . . . . . . . . . . . . . . . . . . . . . . . 8220.01
. Internal Control . . . . . . . . . . . . . . . . . . . . . .8220.01
. Judgment . . . . . . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Misstatements . . . . . . . . . . . . . . . . . . 8220.03–.05
. Nonstatistical—See Nonstatistical Sampling
. Objectives of Audit . . . . . . . . . . . . . . . . . . 8220.04
. Population . . . . . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Random-Number Sampling . . . . . . . . . . . 8220.05
. Risk—See Risk
. Sample Evaluation. . . . .8220.01; 8220.03–.04
. Sample Selection . . . . . . . . . . . . . . . 8220.03–.05
. Size of Sample . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Statistical—See Statistical Sampling
. Substantive Tests. . . . . . . . . .8220.01; 8220.03
. Systematic Sampling . . . . . . . . . . . . . . . . 8220.05
. Tests of Controls . . . . . . . . . . . . . . . . . . . . 8220.01
. Tolerable Error . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Working Papers . . . . . . . . . . . . . . . . . . . . . 8220.04

AUDIT STRATEGY
. Operating Effectiveness. . . .8200.07; 8200.10

AUDITING
. Destruction of Documents by Fire, Flood, or

Natural Disaster . . . . . . . . . . . . . . . . . . . 8345.02
. Employee Benefit Plans—See Employee

Benefit Plans
. Entity’s Financial Forecast, Assisting in

Developing . . . . . . . . . . . . . . . . . . . . . . . . 9510.01
. Entity’s Financial Forecast, Testing

of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .9510.01
. Evidential Matter—See Evidential Matter
. Initial Audits . . . . . . . . . . . . . . . . . . . . . . . . . 9080.04
. Responsibility to Audit Dividend

Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.02
. Sampling—See Audit Sampling
. Schedule of Confirmation Results. . . . .8340.16
. Scope Limitations—See Scope Limitations
. Special Audit of Sales . . . . . . . . . . . . . . . 9110.03
. Standards—See Generally Accepted Auditing

Standards
. Statistical Sampling—See Statistical Sampling
. Written Confirmations, Retention of . . . 8340.16

AUDITORS, COMPONENT
. AU-C section 600 . . . . . . . . . . . . . . . . . . . 8800.09
. Applicability of AU-C Section 600 When

Only One Engagement Team Is
Involved . . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.24

. Applicability of AU-C Section 600 When Making
Reference to the Audit of an Equity Method
Investee . . . . . . . . . . . . . . . . . . . . . . . . . . .8800.25

. Audit Performed in Accordance With
Government Auditing Standards. . . . .8800.08

. Audit Performed by Other Engagement Teams
of the Same Firm . . . . . . . . . . . . . . . . . . 8800.09

. Circumstances in Which Making Reference Is
Inappropriate . . . . . . . . . . . . . . . . . . . . . . 8800.27

. Factors Affecting Involvement in the
Work . . . . . . . . . . . . . . . . . . . . . . . . . 8800.20–.21

AUDITORS, COMPONENT—continued
. Factors to Consider . . . . . . . . . . . . . . . . . 8800.04
. Form of Communication . . . . . . . . . . . . . 8800.22
. Inclusion in Engagement Team

Discussions . . . . . . . . . . . . . . . . . . . . . . . 8800.17
. Issuance of Report . . . . . . . . . . . . . . . . . . 8800.32
. Lack of Response From. . . . . . . . . . . . . .8800.28
. Making Reference . . . . . . . . . . . . . . . . . . . 8800.02
. Procedures Required When Making Reference

to the Audit of an Equity Method
Investee . . . . . . . . . . . . . . . . . . . . . . . . . . .8800.26

. Report of Balance Sheet Only . . . . . . . . 8800.42

. Restricted Access to
Documentation . . . . . . . . . . . . . . . . . . . . 8800.15

. Structure of Engagement . . . . . . . . . . . . 8800.33

. Understanding of Auditor Whose Work Will Not
Be Used. . . . . . . . . . . . . . . . . . . . . . . . . . .8800.19

. Using Another Accounting Firm to Perform
Inventory Observations . . . . . . . . . . . . . 8800.43

AUDITORS, INDEPENDENT
. Assessing Inherent Risk . . . . . . . . . . . . . .8200.09
. Disagreement With Management . . . . . 9080.13
. Engagement Fee . . . . . . . . . . . . . . . . . . . . 5290.05
. FDIC Loss Sharing Purchase and Assumption

Transactions. . . . . . . . . . . . . . . . . . . . . . .9110.16
. Judgment . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.06
. Knowledge of Accounting Practices. . .9150.18
. Nonexempt Transactions . . . . . . . . 6933.03–.04
. Predecessor—See Predecessor Auditor
. Reliance on State Inspectors . . . . . . . . . 9120.04
. Review Report Reissuance . . . . . . . . . . . 9150.20
. Sample Size . . . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Sampling . . . . . . . . . . . . . . . . . . . . . . . 8220.01–.05
. Small Business Lending Fund Auditor

Certification Guidance . . . . . . . . . . . . . .9110.18
. Successor—See Successor Auditor
. Testing Employee Benefit Plan Compliance With

Qualification Issues . . . . . . . . . . . . . . . . 6936.01
. Testing Employee Benefit Plan Qualification

Tests Prepared by Third Party
Administrator . . . . . . . . . . . . . . . . . . . . . . 6933.05

. Title of Auditor’s Report . . . . . . . . . . . . . .9160.08

. Understanding of Entity . . . . . . . . . . . . . . 9150.18

. Work of Other Auditors . . . . 8900.05; 9120.06;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9160.14

AUDITORS’ REPORTS
. Adverse Opinion—See Adverse Opinions
. Affect of Restatement by Predecessor

Auditor . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8900.02
. Balance Sheet Only . . . 1300.05; 9080.03–.04
. Bank Compliance With Small Business Lending

Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9110.18
. Basis of Accounting Other Than

GAAP . . . . . . . . . . . . . . . . . . . . . . . . . 9110.08–.09
. Change From Special Purpose Framework to

Comprehensive Basis of
Accounting . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

. Change in Auditor’s Opinion From Prior Period
to Current Period . . . . . . . . . . . . . . . . . . 9160.30
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AUDITORS’ REPORTS—continued
. Change to Special Purpose Framework From

Comprehensive Basis of
Accounting . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

. Comments and Recommendations
Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 6950.21

. Compilation Engagement . . . . . . . . . . . . 9150.08

. Compliance Reports—See Compliance Reports

. Condensed Financial Statements of a
Nonpublic Entity . . . . . . . . . . . . . . . . . . . 9080.15

. Cost Report Opinion—See Medicaid Cost
Reports

. Current-Value Financial Statements That
Supplement Historical-Cost Financial
Statement . . . . . . . . . . . . . . . . . . . . . . . . . 9110.21

. Dates on Cover of Statements . . . . . . . 9160.03

. Destruction of Documents by Fire, Flood, or
Natural Disaster . . . . . . . . . . . . . . . 8345.01–.02

. Development Stage Enterprises . . . . . . 9060.09

. Disclaimers—See Disclaimers of Opinion

. Disclosure—See Disclosure

. Emphasis-of-Matter Paragraph
Added . . . . 9060.08–.09; 9080.02; 9160.30

. Employee Benefit Plans—See Employee
Benefit Plans

. FDIC Loss Sharing Purchase and Assumption
Transactions. . . . . . . . . . . . . . . . . . . . . . .9110.16

. Going Concern Emphasis-of-Matter Paragraph
and Other Emphasis-of-Matter
Paragraphs . . . . . . . . . . . . . . 9160.28; 9160.30

. Going Concern Uncertainties . . . . 9060.08–.09;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9080.02

. Illustrations—See Illustrations

. Inadequate Internal Control . . . . . . . . . . .9130.07

. Included in Financial Statements . . . . . .9080.06

. Income Tax Basis Statements . . . . . . . . 9060.08

. Inquiry Letter Not Sent. . . . . . . . . . . . . . .8340.10

. Internal Control Reports for
Broker-Dealers. . . . . . . . . . . . . . . . . . . . .6980.01

. Limited Life Ventures . . . . . . . . . . . . . . . . 9080.02

. Liquidity Restrictions . . . . . . . . . . . . . . . . 1100.15

. Losses From Natural Disasters . . . . . . 9070.05

. Making Reference to Review
Report . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.30

. Management Representation Letter and Effect
on Report Date and Release . . . 8700.02–.03;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9100.06

. Modification . . . . . . . . . . . . . . . . . . . . . . . . .1400.31

. Modification When a Client Adopts a Private
Company Council Accounting
Alternative. . . . . . . . . . . . . . . . . . . . . . . . .9160.29

. Modification to Current Period Report When
Prior Period Report Contains a Changed
Reference to a Departure From
GAAP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9160.30

. Multiple Offices on Audit Firm
Letterhead . . . . . . . . . . . . . . . . . . . . . . . . 9100.08

. Naming the City and State Where the Auditor
Practices. . . . . . . . . . . . . . . . . . . . . . . . . .9100.07

. Order of References to Statements . . .9080.09

. Period Longer Than Twelve Months . . . 9160.07

AUDITORS’ REPORTS—continued
. Predecessor Auditor Discontinues

Operations . . . . . . . . . . 8900.03–.10; 9160.14
. Prescribed Forms . . . . . . . . . . . . . . . . . . . 9110.13
. Principal Auditors . . . . . . . . . . . . . . . 9120.07–.08
. Qualified Opinions—See Qualified Opinions
. Reliance on Others—See Reliance on Other

Auditors’ Reports
. Reporting on Medicaid/Medicare Cost

Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 9110.15
. Restatements for Consolidation . . . . . . 9100.02
. Scope Limitations—See Scope Limitations
. Service Auditors . . . . . . . . . . . . . . . 9520.04–.26;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9530.01–.22
. Signature . . . . . . . . . . . . . . . . . 9100.05; 9100.07
. State Prescribed Auditing

Standards . . . . . . . . . . . . . . . . . . . . . . . . . 6950.21
. Statement of Cash Receipts and

Disbursements . . . . . . . . . . . . . . . . . . . . 9110.07
. Statutory Reporting

Requirements . . . . . . . . . . . . . . . . . 9110.08–.09
. Successor Firm’s Signature . . . . . . . . . . 9100.01
. Supplemental Information . . . . . . . . . . . 9120.07;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9150.08
. Terminology—Singular Versus

Plural . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9160.25
. Titles of Reports . . . . . . . . . . . . . . . . . . . . 9160.08
. Use of Restricted Alert Language. . . . .9110.22
. Violation of Debt Agreement . . . . . . . . . 9080.13;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1100.15

B

BAD DEBTS—See Uncollectible Accounts

BALANCE SHEET
. Classification—See Classification of Accounts
. Classification of Certificates of

Deposit . . . . . . . . . . . . . . . . . . . . . . . . . . . 2130.39
. Corporate Credit Unions . . . . . . . . . . . . . 6995.01
. Decline in Market Value of Assets. . . . .9070.06
. Joint Ventures . . . . . . . . . . . . . 2220.03; 2220.05
. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10
. Liquidity Restrictions . . . . . . . . . . . . . . . . 1100.15
. Measurement of Cash Value Life Insurance

Policy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2240.06
. Notes—See Notes to Financial Statements
. Prior Period Adjustment. . . . . . . . . . . . . .1300.11
. Report on Balance Sheet Only . . . . . . . 1300.05;

. . . . . . . . . . . . . . . . . . . . 9080.03–.04; 8800.42
. Revolving Line of Credit . . . . . . . . . . . . . .3200.12
. Subordinated Debt . . . . . . . . . . . . . . . . . . 6130.06
. Timber Purchase Contracts . . . . . . . . . . 3500.01
. Titles of Financial Statements . . . . . . . . 1500.04
. Translating Foreign Subsidiary’s Accounts for

Consolidation . . . . . . . . . . . . . . . . . . . . . . 4200.01
. Unclassified . . . . . . . . . . . . . . . . . . . . . . . . . 1100.03

BANK ACCOUNTS—See Cash

BANKRUPTCY
. Note From Reorganized Debtor. . . . . . .9070.02
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BANKS
. Covenant Violation and Subsequent Bank

Waiver . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.17
. Credit Risk . . . . . . . . . . . . . . . . . . . . . . . . . . 2110.06
. Disclosure of Cash on Deposit in Excess of

FDIC-Insured Limits . . . . . . . . . . . . . . . . 2110.06
. Letters of Payment Guarantees . . . . . . 3500.02
. Outstanding Checks . . . . . . . . . . . . . . . . . 1100.08
. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09

BARGAIN SALES
. One-Cent Sales. . . . . . . . . . . . . . . . . . . . . .5100.07

BASE STOCK METHOD
. Restaurant Dishes . . . . . . . . . . . . . . . . . . . 2210.08

BASIS—See Valuation

BASIS OF ACCOUNTING
. Going Concern Assumption . . . . . . . . . . 9060.08
. Schedule of Expenditures of Federal Awards on

a Different Basis Than Financial
Statements . . . . . . . . . . . . . . . . . . . . . . . .9160.27

. Tax Basis—Use of Equity Method. . . . .2220.17

. Different Use of for Component in Group
Financial Statements . . . . . . . . . . . . . . . 8800.41

BENEFIT OBLIGATIONS
. Postretirement Prescription Drug

Coverage . . . . . . . . . . . . . . . . . . . . . 6931.05–.06
. Premium Deficits . . . . . . . . . . . . . . . . . . . . 6931.07

BENEFIT PLANS—See Employee Benefit
Plans

BONDS PAYABLE—See Noncurrent Liabilities

BROKER-DEALERS
. Internal Control Reports. . . . . . . . . . . . . .6980.01

BURDEN—See Overhead

BUSINESS COMBINATIONS
. Considerations When Preparing Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .6910.33
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.33
. Disclosures . . . . . . . . . . . . . . . . . . . . . . . . . 6910.33
. Exchange of Assets of No Book

Value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2220.08
. Goodwill—See Goodwill
. Net Asset Value . . . . . . . . . . . . . . . . . . . . . 6910.33
. Purchase Price Dispute . . . . . . . . . . . . . . 3400.01
. Tax Implications . . . . . . . . . . . . . . . . . . . . . 6910.33

BUY-SELL AGREEMENTS
. Disclosure . . . . . . . . . . . . . . . . . . . . . . . . . . 2240.02

C

CAPITAL, CONTRIBUTED—See Contributed
Capital

CAPITAL LEASES
. Allocation of Payments for Lease Capitalized at

Fair Value . . . . . . . . . . . . . . . . . . . . . . . . . 3200.10

CAPITAL STOCK
. Common Stock Dividends Received in Form of

Preferred Stock. . . . . . . . . . . . . . . . . . . .2120.06

CAPITAL STOCK—continued
. Costs of Issuance. . . . . . . . .4110.01; 4110.03;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4110.09
. Cumulative Preferred Stock . . . . . . . . . . 4210.04
. Default on Stock Subscribed . . . . . . . . . 4110.11
. Discounts . . . . . . . . . . . . . . . . . 4110.02; 4230.02
. Exchange of Common for

Preferred. . . . . . . . . . . . . . . . . . . . . . . . . .4230.02
. Fair Value . . . . . . . . . . . . . . . . . . . . . . . . . . . 4110.03
. Impairment of Capital . . . . . . 2210.18; 4120.03
. Investments—See Investments
. Issuance for No Consideration . . . . . . . 4110.02
. Liquidating Dividends Written Off . . . . . 4210.01
. Shelf Registration Costs . . . . . . . . . . . . . 4110.10
. Stock Dividends—See Stock Dividends and

Stock Splits
. Stock Splits—See Stock Dividends and Stock

Splits
. Tax Basis Accounting—Use of Equity

Method. . . . . . . . . . . . . . . . . . . . . . . . . . . .2220.17
. Treasury Stock—See Treasury Stock
. Warrants—See Warrants

CAPITALIZATION
. Accounting Period . . . . . . . . . . . . . . . . . . . 2210.20
. Amount to Be Capitalized . . . . . . . . . . . . 2210.20
. Compounding . . . . . . . . . . . . . . . . . . . . . . . 2210.20
. Interest Costs . . . . . . . . . . . . . 2210.20; 2210.25
. Log Pond Dredging Costs. . . . . . . . . . . .2210.15
. Patent Infringement Litigation . . . . . . . . 2260.03
. Shelf Registration Costs . . . . . . . . . . . . . 4110.10
. Ski Slope Development . . . . . . . . . . . . . . 2210.07

CASH
. Balance Sheet Presentation . . . . . . . . . . 1100.08
. Balances in Excess of FDIC-Insured

Limits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2110.06
. Cash Flow Statements . . . . . . . . . . . . . . . 1300.15
. Control of Receipts of Vending

Machines. . . . . . . . . . . . . . . . . . . . . . . . . .8200.02
. Deficits—See Deficits
. Distributions From Joint Venture . . . . . . 2220.15
. Inclusion in Schedule of Assets (Held at End of

Year) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6932.08
. Note Exchanged . . . . . . . . . . . . . . . . . . . . 5220.07
. Outstanding Checks . . . . . . . . . . . . . . . . . 1100.08
. Presentation of Overdraft on Statement of Cash

Flows . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1300.15
. Undelivered (Held) Checks . . . . . . . . . . . 2110.02

CASH BASIS—See also Comprehensive Basis
of Accounting

. Change to Accrual Basis . . . . . . . . . . . . . 9030.10

. Modified—See Modified Cash Basis

. Statement of Cash Receipts and
Disbursements . . . . . . . . . . . . . . . . . . . . 9110.07

CASH FLOWS STATEMENT—See Statement of
Cash Flows

CASH SURRENDER VALUE
. Classification. . . . . . . . . . . . . . . . . . . . . . . .2240.01
. Offset Against Liability for Deferred

Compensation Contract . . . . . . . . . . . . 5230.09
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CASH SURRENDER VALUE—continued
. Policy on Debtor . . . . . . . . . . . . . . . . . . . . 2240.04
. Reserve for Future Loss . . . . . . . . . . . . . 2240.03
. Stock Repurchase Plan . . . . . . . . . . . . . . 2240.02

CATTLE
. Valuation of Herd . . . . . . . . . . . . . . . . . . . . 2210.06

CERTIFICATES OF DEPOSIT
. Balance Sheet Classification . . . . . . . . . 2130.39
. FASB ASC 320 . . . . . . . . . . . . . . . . . . . . . . 2130.40
. FASB ASC 820 . . . . . . . . . . . . . . . . . . . . . . 2130.38

CHANGES, ACCOUNTING—See Accounting
Changes

CHARITABLE CONTRIBUTIONS—See
Contributions

CHARITABLE ENTITIES—See Not-for-Profit
Entities

CIRA—See Common Interest Realty
Associations

CLAIMS
. Insurance Companies . . . . . . . . . . . . . . . .8340.09

CLASSIFICATION OF ACCOUNTS
. Beneficiary’s Interest in Net Assets of

Fund-Raising Foundation . . . . . . .6140.13–.18;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35–.42

. Cash Surrender Value. . . . . . . . . . . . . . . .2240.01

. Cattle Herd . . . . . . . . . . . . . . . . . . . . . . . . . 2210.06

. Charter Airplanes Held for Sale . . . . . . .2140.04

. Convertible Debt . . . . . . . . . . . . . . . . . . . . 1100.14

. Deposit on Equipment to Be
Purchased. . . . . . . . . . . . . . . . . . . . . . . . .2230.02

. Distributions From Financially Interrelated
Fund-Raising Foundation . . . . . . . . . . . 6140.19;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.43

. Equipment Finance Note Payments . . . 1300.19

. Expenses Which Are Taxable to
Employees . . . . . . . . . . . . . . . . . . . . . . . . 5290.02

. Fund-Raising Foundations—See Fund-Raising
Foundations

. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10

. Loan Against Insurance . . . . . . . . . . . . . . 2240.01

. Net Assets of Financially Interrelated
Fund-Raising Foundation . . . . . . .6140.13–.18;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35–.42

. Nondiscretionary Assistance
Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6140.12

. Outstanding Checks . . . . . . . . . . . . . . . . . 1100.08

. Payroll Expense Reimbursement. . . . . .1200.05

. Rental Revenue. . . . . . . . . . . . . . . . . . . . . .5100.16

. Replacement Parts Inventory . . . . . . . . . 2140.12

. Restaurant’s Dishes . . . . . . . . . . . . . . . . . 2210.08

. Revolving Line of Credit . . . . . . . . . . . . . .3200.12

. Slow-Moving Inventory . . . . . . . . . . . . . . . 2140.13

. Subordinated Debt . . . . . . . . . . . . . . . . . . 6130.06

. Timber Purchase Contracts . . . . . . . . . . 3500.01

. Treasury Stock Acquisition Costs . . . . . 4110.09

. Unclassified Balance Sheets . . . . . . . . . 1100.03

. Unearned Revenue . . . . . . . . . . . . . . . . . . 3600.01

CLASSIFICATION OF ACCOUNTS—continued
. Violation of Debt Agreement . . . . . . . . . 3200.13;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9080.13
CLIENT RECORDS
. Inadequate . . . . . . . . . . . . . . . . . . . . . . . . . .9130.07
. Perpetual Inventories . . . . . . . . . . . . . . . . 8320.05
. Stock Issuance Costs . . . . . . . . . . . . . . . 4110.01

CLIENTS
. Disagreement With Auditor . . . . . . . . . . . 9080.13
. Records—See Client Records
. Refusal to Send Inquiry . . . . . . . . . . . . . . 8340.10

CLOSELY HELD COMPANIES
. Stock Issuance Costs . . . . . . . . . . . . . . . 4110.01

CLOTHING, RENTAL
. Depreciation . . . . . . . . . . . . . . . . . . . . . . . . 5210.04

CLUBS
. Excise Tax on Dues. . . . . . . . . . . . . . . . . .5100.11
. Life Membership Fees . . . . . . . . . . . . . . . 5100.08
. Members’ Debt Retirement

Assessment . . . . . . . . . . . . . . . . . . . . . . . 5100.10
. Revenue Recognition of Membership

Dues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.02
COAL
. Estimation of Quantity . . . . . . . . . . . . . . . 8320.04

COIN-OPERATED MACHINES
. Control of Cash Receipts . . . . . . . . . . . . 8200.02

COLLEGES AND UNIVERSITIES
. Overhead Allocation . . . . . . . . . . . . . . . . . 6960.12

COMBINED FINANCIAL STATEMENTS
. Commonly Owned Companies . . . . . . . 1400.06;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1400.26
. Elimination of Profit on Intercompany Sales of

Health Care Entities . . . . . . . . . . . . . . . . 6400.17
. Health Care Entities . . . 6400.17; 6400.19–.20
. Versus Consolidated Financial

Statements . . . . . . . . . . . . . . 1400.26; 1400.29
COMMISSIONS
. Contingent Commissions . . . . . . . . . . . . 6300.01
. Deferrable Commissions and Bonuses Under

ASU No. 2010-26. . . . . . . . . . . . . . . . . .6300.40
. Income Statement Presentation . . . . . . 1200.01
. Insurance . . . 6130.04; 6300.01–.02; 6300.30
. Real Estate Brokers . . . . . . . . . . . . . . . . . 6600.01
. Received as Purchase Price

Concession. . . . . . . . . . . . . . . . . . . . . . . .2210.02
COMMITMENT LETTERS
. Revenue Recognition . . . . . . . . . . . . . . . . 5100.14

COMMITMENTS
. Disclosure by Nonpublic Entities of Lines of

Credit Available . . . . . . . . . . . . . . . . . . . . 3500.07
. Guarantees of Investee Losses . . . . . . . 2220.12
. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10
. Lease Agreement With Trial Period . . . 5290.06
. Letter of Payment Guarantee. . . . . . . . .3500.02
. Letters of Credit. . . . . . . . . . . . . . . . . . . . .3500.05
. Purchase Commitment Losses . . . . . . . 3500.04
. Stockholder Agreements. . . . . . . . . . . . .2240.02
. Uncertain Timber Contract . . . . . . . . . . . 3500.01

CAS ©2017, AICPA



Q&A Topical Index 623

COMMON INTEREST REALTY ASSOCIATIONS
. Personal Property of Timeshare . . . . . . 6990.01

COMMON STOCK—See Capital Stock

COMMUNICATION
. Insurance Claims . . . . . . . . . . . . . . . . . . . . 8340.09
. Predecessor Auditors . . . . . . . . . . . 8900.02–.03

COMPENSATION
. Absences . . . . . . . . . . . . . . . . . . . . . . . . . . . 3100.10
. Deferred Compensation Contract . . . . .5230.06
. Fund-Raising Contributions . . . . . . . . . . . 6140.22
. Medicare Fees of Physicians . . . . . . . . . 6400.04
. Payroll Expense Reimbursement. . . . . .1200.05
. Stock Option—See Stock Options and Stock

Purchase Plans
. Use of Company Auto . . . . . . . . . . . . . . . 5290.02

COMPILATION ENGAGEMENTS
. Supplemental Information . . . . . . . . . . . . 9150.08
. Variable Interest Entities . . . . . . . . . . . . . 9150.29

COMPILATION OF FINANCIAL STATEMENTS
. Basic Statements . . . . . . . . . . . . . . . . . . . 9150.08
. Departures From GAAP . . . . . . . . . . . . . . 1300.17
. Disclosure Requirements. . . . . . . . . . . . .1300.17
. Marking of Pages . . . . . . . . . . . . . . . . . . . 9150.04
. Omission of Disclosures . . . . . . . . . . . . . 9160.26
. Predecessor Accountant Who Has Ceased

Operations . . . . . . . . . . . . . . . . . . . . . . . . 8900.10
. Subsequent Auditing of Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .9160.26
. Supplemental Information . . . . . . . . . . . . 9150.08

COMPILATION REPORTS
. Accountant’s Responsibility . . . . . . . . . . 9150.18
. Cash Flows Statement . . . . . . . . . . . . . . . 1300.17
. Disclosure of Independence Impairment

in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9150.30
. Knowledge of Accounting

Practices. . . . . . . . . . . . . . . . . . . . . . . . . .9150.18
. Management Refuses to Include Disclosure

Related to Adoption of a PCC Accounting
Alternative. . . . . . . . . . . . . . . . . . . . . . . . .9150.33

. Modification of Standard Report to Disclose
Departure From GAAP. . . . . . . . . . . . . .9150.29

. Modification When a Client Adopts a Private
Company Council Accounting
Alternative. . . . . . . . . . . . . . . . . . . . . . . . .9150.32

. Omission of Disclosures . . . 1300.17; 9150.24

. Responsibility for Prior Period Reviewed
Financial Statements . . . . . . . . . . . . . . . 9150.20

. Statement of Cash Receipts and Cash
Disbursements . . . . . . . . . . . . . . . . . . . . 9110.07

. Sufficient Relevant Data. . . . . . . . . . . . . .9150.18

. Supplemental Information . . . . . . . . . . . . 9150.08

. Understanding of Entity . . . . . . . . . . . . . . 9150.18

COMPLETED CONTRACT METHOD
. Expected Loss . . . . . . . . . . . . . . . . . . . . . . 5260.01
. Investment on Equity Method. . . . . . . . .2220.03
. Long-Term Contracts . . . . . . . . . . . . . . . . 6700.01
. Prepaid Funeral Plan . . . . . . . . . . . . . . . . .5100.04
. Short-Term Contracts . . . . . . . . . . . . . . . . 6700.01

COMPLIANCE AUDIT
. AU-C section 935 . . . . . . . . . . . . . . . . . . . 9110.20
. Circular A-133. . . . . . . . . . . . . . . . . . . . . . .9110.20
. Effective Date of AU-C section 905 . . . 9110.20

COMPLIANCE REPORTS
. Modification of Compliance Report To Reflect

Accordance With GAAS. . . . . . . . . . . . .9110.23
. Prescribed Auditing Standards . . . . . . . 6950.21
. Prescribed Forms—See Prescribed Report

Forms

COMPONENT
. AU-C section 600. . . . . . . . . .8800.11; 8800.14
. Different Year-End From Group . . . . . . . 8800.35
. Employee Benefit Plan Using Investee Results

to Calculate Fair Value . . . . . . . . . . . . . 8800.37
. Equity Investee’s Financial Statements

Reviewed, and Investment Is
Significant . . . . . . . . . . . . . . . . . . . . . . . . . 8800.29

. Equity Method Investment . . . . . . . . . . . .8800.11

. Criteria for Identifying . . . . . . . . . . . 8800.12–.13

. Investments Held in a Financial Institution
Presented at Cost or Fair Value . . . . . 8800.36

. No Significant Components Are
Identified . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.14

. Not Significant, Review Performed by Another
Practitioner. . . . . . . . . . . . . . . . . . . . . . . .8800.31

. Subsequent Events Procedures . . . . . . 8800.34

. Variable Interest Entity as a
Component . . . . . . . . . . . . . . . . . . . . . . . .8800.40

. Using a Different Basis of Accounting Than the
Group . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.41

COMPREHENSIVE BASIS OF ACCOUNTING
. Auditor’s Reports on Special Purpose Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .6950.22
. Cash Basis—See Cash Basis
. Financial Statement Titles and

Captions . . . . . . . . . . . . . . . . . . . . . . . . . . 1500.04
. Modified Cash Basis—See Modified Cash Basis
. Statement of Cash Flows Omitted . . . . 1300.10
. Statutory Basis—See Statutory Reporting

Requirements
. Terminology of Special Purpose Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .1500.04

COMPUTER SYSTEMS/SOFTWARE COSTS
. AU-C section 600
. Health Care Entities . . . . . . . . . . . . . . . . . 6400.34

CONDENSED FINANCIAL STATEMENTS
. Interim Financial Statements . . . . . . . . . 1900.01
. . Form and Content . . . . . . . . . . . . . . . . . 1900.01
. . Reporting Framework . . . . . . . . . . . . . . 1900.01
. Nonpublic Enterprises . . . . . . . . . . . . . . . 9080.15

CONFIRMATIONS
. Inquiries to Management’s External Legal

Counsel . . . . . . . . . . . . . . . . . . . . . . . . . . . 8340.10
. Insurance Claims . . . . . . . . . . . . . . . . . . . . 8340.09
. Inventories in Public Warehouse . . . . . . 8320.06
. Investments in Securities . . . . . . . . . . . . 8310.02
. Leased Equipment. . . . . . . . . . . . . . . . . . .8330.02
. Modified Cash Basis Statements . . . . . 8340.11
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CONFIRMATIONS—continued
. Retention of Written Confirmations. . . .8340.16
. Schedule of Confirmation Results. . . . .8340.16
. Scope Limitations—See Scope Limitations

CONSIDERATION
. Issuance of Capital Stock . . . . . . . . . . . . 4110.02

CONSIGNMENTS
. Inventories in Public Warehouse . . . . . . 8320.06

CONSISTENCY
. Accounting Changes—See Accounting

Changes
. Change From GAAP to Special Purpose

Framework . . . . . . . . . . . . . . . . . . . . . . . . 9030.10
. Change to GAAP From Special Purpose

Framework . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

CONSOLIDATED FINANCIAL STATEMENTS
. Commonly Controlled Companies . . . . 1400.26
. Component Audit Report of Balance Sheet

Only . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.42
. Component Using a Different Basis of

Accounting Than the Group . . . . . . . . . 8800.41
. Control of Board of Directors. . . . . . . . .1400.07
. Departure from GAAP. . . . . . . . . . . . . . . .1400.31
. Differing Fiscal Years . . . . . . 1400.22; 9100.02
. Disaggregation of Account Balances or Classes

of Transactions . . . . . . . . . . . . . . . . . . . . 8800.39
. Earnings Per Share . . . . . . . . . . . . . . . . . . 5500.02
. Goodwill—See Goodwill
. Health Care Entities. . . . . . . .6400.17; 6400.20
. Intra-entity Profits . . . . . . . . . .2220.08; 6400.17
. Intercompany Transactions
. . Between Subsidiary’s and Parent’s Year

End. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1400.22
. . Elimination of Profit in Health Care

Entities . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.17
. Inventory Method for Subsidiaries. . . .1400.23;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2140.11
. Option to Acquire Control . . . . . . . . . . . . 1400.07
. Parent Company Only Financial

Statements . . . . . . . . . . . . . . 1400.25; 1400.32
. Proprietorship and Corporation . . . . . . .1400.02
. Relationship to GAAP . . . . . . . . . . . . . . . . 1400.32
. Stand-Alone Financial Statements of a Variable

Interest Entity. . . . . . . . . . . . . . . . . . . . . .1400.30
. Subsidiary-Only Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .1400.27
. Translating Foreign Subsidiary’s Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .4200.01
. Variable Interest Entity as a Component

in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.40
. Versus Combined Financial

Statements . . . . . . . . . . . . . . 1400.26; 1400.29

CONSTRUCTION CONTRACTORS
. Completed Contract Method—See Completed

Contract Method
. Drawings in Excess of Capital . . . . . . . . 7200.01
. Joint Ventures—See Joint Ventures
. Long-Term Versus Short-Term

Contracts . . . . . . . . . . . . . . . . . . . . . . . . . 6700.01

CONSTRUCTION CONTRACTORS—continued
. Payments for Landfill Rights . . . . . . . . . .6700.10
. Percentage of Completion—See Percentage of

Completion Method
. Unclassified Balance Sheet . . . . . . . . . . 1100.03

CONTINGENT ASSETS
. Commissions . . . . . . . . . . . . . . . . . . . . . . . 6300.01
. Gains on Involuntary Conversion . . . . . . 5100.35
. Requirements for Doubtful Accounts

Allowance . . . . . . . . . . . . . . . . . . . . . . . . . 2130.07
. Sales Price Based on Future

Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . .5100.37

CONTINGENT CONSIDERATION
. Commitment Letters. . . . . . . . . . . . . . . . .5100.14

CONTINGENT LIABILITIES
. Cents Off Coupons . . . . . . . . . . . . . . . . . . 3400.04
. "Excess of Loss" Medical Insurance for

Employees . . . . . . . . . . . . . . . . . . . . . . . . 3100.09
. Letter of Payment Guarantee. . . . . . . . .3500.02
. Litigation . . . . . . . . . . . . . . . . . . . . . . . . . . . 3400.01

CONTINUALLY OFFER INTERESTS
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.24

CONTRACTORS—See Construction
Contractors

CONTRACTS
. Annuitization Benefits . . . . . . . . . . . . . . . . 6300.13
. Change in Insurance Risk. . .6300.26; 6300.33
. Completed Contract Method—See Completed

Contract Method
. Coverage, Changes in . . . . . . . . . . . . . . . 6300.33
. Default on Stock Subscription

Agreements . . . . . . . . . . . . . . . . . . . . . . . 4110.11
. Deferred Compensation. . . . . . . . . . . . . .5230.06
. Executory . . . . . . . . . . . . . . . . . 2250.06; 3500.01
. Expected Loss on Contract . . . . . . . . . . 5260.01
. Finite Insurance. . .1200.07–.08; 6300.15–.16
. Franchises—See Franchises
. Insurance . . . . . . . . 6300.25–.26; 6300.32–.33
. Integrated . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.25
. Investment Return Rights . . . . . . . . . . . . 6300.34
. Liquidity Rights . . . . . . . . . . . . . . . . . . . . . . 6300.34
. Long-Duration Insurance

Contracts . . . . . . . . . . . . . . . 6300.32; 6300.36
. Long-Term Versus Short-Term . . . . . . . . 6700.01
. Noncompetition Agreement . . . . . . . . . . 2250.06
. Nonintegrated. . . . . . . . . . . . . . . . . . . . . . .6300.25
. Parts Completed Not Shipped . . . . . . . .5100.25
. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09
. Percentage of Completion Method—See

Percentage of Completion Method
. Premium Changes . . . . . . . . . . . . . . . . . . . 6300.32
. Private Label Sales . . . . . . . . . . . . . . . . . . 5100.28
. Property and Liability

Insurance . . . . . . . 1200.06–.16; 6300.14–.24
. Property, Plant, and Equipment . . . . . . .2210.28
. Purchase Commitment Losses . . . . . . . 3500.04
. Real Estate—See Real Estate
. Redemption of Stock . . . . . . . . . . . . . . . . 4120.03
. Reinstatement. . . . . . . . . . . . . . . . . . . . . . .6300.29
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CONTRACTS—continued
. Revenue Recognition Criteria . . . . . . . . .5100.25
. Sales Price Based on Future

Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . .5100.37
. Short-Term. . . . . . . . . . . . . . . . . . . . . . . . . .6700.01
. Special Audit . . . . . . . . . . . . . . . . . . . . . . . . 9110.01
. Timber Purchase Contract . . . . . . . . . . . 3500.01

CONTRIBUTED CAPITAL
. Appropriations . . . . . . . . . . . . . . . . . . . . . . 5100.10
. Debt Assumed by Stockholders . . . . . . 4160.01
. Default on Stock Subscription

Agreement . . . . . . . . . . . . . . . . . . . . . . . . 4110.11
. Exchange of Common Stock for

Preferred. . . . . . . . . . . . . . . . . . . . . . . . . .4230.02
. Liquidating Dividends Written Off . . . . . 4210.01
. Members’ Debt Retirement

Assessment . . . . . . . . . . . . . . . . . . . . . . . 5100.10
. Stock Issuance Costs . . . . . . . . . . . . . . . 4110.01
. Stock Warrants Reacquired . . . . . . . . . . 4130.03

CONTRIBUTIONS
. City Owned Hospital . . . . . . . . . . . . . . . . . 6400.12
. Illustrations—See Illustrations
. Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.06
. Medicaid Voluntary Contribution

Program . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.30
. Nondiscretionary Assistance

Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6140.12
. Nonprofit Scholarship Funding

Organizations . . . . . . . . . . . . . . . . . . . . . .5700.01
. Not-for-Profit Entities . . . . . . . . . . . . . . . . 6140.01;

. . . . . 6140.03–.06; 6140.09; 6140.11–.12;
. . . . . . . . . . . . . . . 6140.20–.22; 6140.20–.25

. Participant—See Employee Benefit Plans

. Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.11

. Time . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.11

CONTROL
. Environment . . . . . . . . . . . . . . . . . . . . . . . . 8200.08
. Operating Effectiveness . . . . . . . . 8200.05–.06;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8200.08
. Sampling Risk . . . . . . . . . . . . . . . . . . . . . . . 8220.05

CONVERTIBLE DEBT—See Noncurrent
Liabilities

COST REPORT OPINION—See Medicaid Cost
Reports

COSTS
. Cattle Herd . . . . . . . . . . . . . . . . . . . . . . . . . 2210.06
. Computer Systems—See Computer

Systems/Software Costs
. Contributed Inventory . . . . . . . . . . . . . . . . 6140.06
. Depreciation in Overhead . . . . . . . . . . . . 5210.02
. Direct-Donor Benefit . . . . . . . . . . . . . . . . . 6140.08
. Film Impairment Estimates. . . . . . .6970.01–.02
. Franchisers . . . . . . . . . . . . . . . . . . . . . . . . . 6940.01
. Fund-Raising . . . . . . . . . . 6140.07–.08; 6140.11
. Health Care Entities . . . . . . . . . . . . . . . . . 6400.34
. Historical—See Historical Cost
. Interest Costs . . . . . . . . . . . . . . . . . . . . . . . 2210.25
. Inventory Methods . . . . . . . . . 1400.23; 2140.11
. Issue—See Issue Cost

COSTS—continued
. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10
. Leasehold Improvements . . . . . . . . . . . . 5210.09
. Log Pond Dredging Costs. . . . . . . . . . . .2210.15
. Medicaid/Medicare Cost Reports . . . . . 9110.15
. Product Costs. . . . . . . . . . . . . . . . . . . . . . .2140.01
. Research and Development . . . . . . . . . . 5240.10
. Shelf Registration Costs . . . . . . . . . . . . . 4110.10
. Ski Slope Development . . . . . . . . . . . . . . 2210.07
. Software Development—See Computer

Systems/Software Costs
. Soliciting Contributed Services and

Time . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.11
. Standard Cost Inventory Valuation . . . . 2140.09
. Treasury Stock Acquisition . . . . . . . . . . . 4110.09

COVENANT NOT TO COMPETE
. Agreement With Former Officer. . . . . . .2250.06
. Violation of Debt Agreement . . . . . . . . . 1100.15;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9080.13

CREDIT UNIONS
. Balance Sheet . . . . . . . . . . . . . . . . . . . . . . 6995.01
. Credit Union Expensing—FASB

ASC 942-325. . . . . . . . . . . . . . . . . . . . . .6995.01
. Evaluation of Capital Investments for

Other-Than-Temporary
Impairment . . . . . . . . . . . . . . . . . . . . . . . . 6995.02

. Existing Authoritative Guidance for the
Accounting for the National Credit Union
Share Insurance Fund Deposit—FASB ASC
942-325 . . . . . . . . . . . . . . . . . . . . . . . . . . 6995.01

. Financial Reporting Issues in Connection With
the Corporate Credit Union System and the
National Credit Union Share Insurance
Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6995.01

. Financial Statements . . . . . . . . . . . . . . . . 6995.01

. Investments . . . . . . . . . . . . . . . . . . . . . . . . .6995.02

. Refundable Deposits—FASB
ASC 942-325. . . . . . . . . . . . . . . . . . . . . .6995.01

. Terminology—Membership Capital. . . .6995.02

. Terminology—Paid-in Capital . . . . . . . . . 6995.02

CURRENT ASSETS
. Classification—See Classification of Accounts
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . 2140.13
. Inventories—See Inventories
. Investments—See Investments
. Liquidity Restrictions . . . . . . . . . . . . . . . . 1100.15
. Receivables—See Receivables
. Unclassified Balance Sheet . . . . . . . . . . 1100.03

CURRENT LIABILITIES
. Debt in Violation of Agreement. . . . . . .3200.13;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9080.13
. Deposits on Leased Equipment. . . . . . .3100.03
. Estimated Unemployment Claims . . . . . 3100.01
. Expected Loss on Contract . . . . . . . . . . 5260.01
. Interest Payable Computation . . . . . . . . 5220.03
. Liquidity Restrictions . . . . . . . . . . . . . . . . 1100.15
. Litigation Refunds . . . . . . . . . . . . . . . . . . . 6300.03
. Medicare Fees of Physicians . . . . . . . . . 6400.04
. Revolving Line of Credit . . . . . . . . . . . . . .3200.12
. Unclassified Balance Sheets . . . . . . . . . 1100.03
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CURRENT LIABILITIES—continued
. Undelivered Payments . . . . . . . . . . . . . . . 2110.02
. Unearned Revenue . . . . . . . . . . . . . . . . . . 3600.01

CUSTODIANS
. Inventories in Public Warehouse . . . . . . 8320.06
. Parts Completed Not Shipped . . . . . . . .5100.25

D

DATE
. Change in Fiscal Year . . . . . . . . . . . . . . . . 1800.03
. Cover for Financial Statements . . . . . . . 9160.03
. Different Fiscal Years . . . . . . 9100.02; 9160.21
. Effect of Obtaining Management

Representation Letter on Auditor’s
Report . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9100.06

. Entity and Auditor’s Responsibilities for
Subsequent Events . . . . . . . . . . . . . . . . 8700.02

DATE OF REPORT
. Dual Dating . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03
. Reporting on New York State Medicaid Cost

Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03

DEBT—See also Loans
. Provision for bad debts . . . . . . . . . . . . . . 6400.47

DEFALCATIONS—See Fraud and
Irregularities

DEFERRALS
. Debt Issuance Costs . . . . . . . . . . . . . . . . 3200.06
. Depreciation—See Tax Allocation
. Franchises . . . . . . . . . . . . . . . . . . . . . . . . . . 6940.01
. Interest Expense . . . . . . . . . . . . . . . . . . . . 5220.01
. Investment Tax Credit—See Tax Allocation
. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10
. Loan Costs . . . . . . . . . . . . . . . . . . . . . . . . . 4130.03
. Mortgage Placement Fees . . . . . . . . . . . 3200.06
. Offering Costs Incurred by Investment

Partnerships. . . . . . . . . . . . . . . . . . . . . . .6910.23
. Taxes—See Tax Allocation

DEFICITS
. Premium—See Premium Deficits
. Purchase of Treasury Stock . . . . . . . . . 2210.18;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4120.03

DEFINED BENEFIT PLANS—See Employee
Benefit Plans

DEFINED CONTRIBUTION PLANS—See
Employee Benefit Plans

DEPARTMENT OF EDUCATION—See State
and Local Governments

DEPARTMENT OF HEALTH
. Reporting on New York State Medicaid Cost

Reports—See Medicaid Cost Reports

DEPOSITS
. Equipment to Be Purchased . . . . . . . . . .2230.02
. Leased Equipment. . . . . . . . . . . . . . . . . . .3100.03

DEPRECIATION
. Additional First Year Depreciation . . . . .5210.08
. Allocation in Limited Partnership. . . . . .7200.08

DEPRECIATION—continued
. Cattle Herd . . . . . . . . . . . . . . . . . . . . . . . . . 2210.06
. Change in Asset Lives . . . . . . . . . . . . . . . 9030.03
. Charter Airplanes. . . . . . . . . . . . . . . . . . . .2140.04
. Computation of Net Change in Fair Value of

Investments . . . . . . . . . . . . . . . . . . . . . . . 6931.01
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . 5210.08
. Depreciation Expense Versus Depreciation

Accrual . . . . . . . . . . . . . . . . . . . . . . . . . . . 5210.02
. Disclosure on Balance Sheet . . . . . . . . 5210.02;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9080.03
. Golf Courses . . . . . . . . . . . . . . . . . . . . . . . . 5210.05
. Included in Inventory Overhead . . . . . . . 5210.02
. Log Pond Dredging Costs. . . . . . . . . . . .2210.15
. Operating Leases—See Leasehold

Improvements
. Real Estate Investment of Defined Benefit

Plan. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6931.04
. Rental Clothing . . . . . . . . . . . . . . . . . . . . . . 5210.04
. Restaurant’s Dishes . . . . . . . . . . . . . . . . . 2210.08
. Ski Slopes . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.07

DEVELOPMENT COSTS—See Research and
Development

DEVELOPMENT STAGE ENTERPRISES
. Auditor’s Report . . . . . . . . . . . . . . . . . . . . . 9060.09

DISASTERS
. Destruction of Documents by Fire, Flood, or

Act of Nature. . . . . . . . . . . . . . . . . .8345.01–.02
. Losses From Natural Disasters . . . . . . .9070.05

DISCLAIMERS OF OPINION
. GAAP Departures. . . . . . . . . . . . . . . . . . . .9130.10
. Income Statement Only . . . . . . . . . . . . . . 9080.04
. Scope Limitations. . . . . . . . .9080.04; 9100.02;

. . . . . . . . . . 9130.02; 9130.07–.08; 9130.10

DISCLOSURE
. Accounting Policies. . . . . . . . . . . . . . . . . .5100.25
. Accrual of Preferred Dividends . . . . . . . 4210.04
. Applicability of Fair Value Disclosure

Requirements and Measurement Principles in
FASB ASC 820 . . . . . . . . . . . . . . . . . . . . 1800.05

. Applicability of FASB ASC 460 to Loan
Guarantees . . . . . . . . . . . . . . . . . . . 6400.45–.46

. Arrangements With Reorganized
Debtor . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9070.02

. Arrearage on Cumulative Preferred
Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4210.04

. Benefits Payable to Terminated Participants of
Defined Contribution Plans. . . . . . . . . .6931.02

. Bond Issuance for City Owned
Hospital . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.12

. Cash on Deposit in Excess of FDIC-Insured
Limits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2110.06

. Change in Accounting Basis . . . . . . . . . .9030.10

. Change in Amortization Method . . . . . . 5220.05

. Changes in Film Impairment
Estimates . . . . . . . . . . . . . . . . . . . . . 6970.01–.02

. Changes in Stockholders’ Equity. . . . . .9160.24

. Commitments . . . . . . . . . . . . . . . . . . 3500.01–.02

. Comparative Financial Statements . . . . 1100.07
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DISCLOSURE—continued
. Comparative Financial Statements of

Nonregistered Investment
Partnerships. . . . . . . . . . . . . . . . . . . . . . .6910.19

. Compilation Reports . . . . . . . . . . . . . . . . . 9110.07

. Compilation When Disclosures Are
Omitted . . . . . . . . . . . . . . . . . 9150.24; 9160.26

. Control of Board of Directors. . . . . . . . .1400.07

. Credit Risk Concentration . . . . . . . . . . . . 2110.06

. Cumulative Preferred Stock
Dividends . . . . . . . . . . . . . . . . . . . . . . . . . 4210.04

. Debt Covenant Violations/Subsequent Bank
Waivers . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.17

. Departures From GAAP . . . . . . . . . . . . . . 1300.17

. Depreciation . . . . . . . . . . . . . . 5210.02; 9080.03

. Destruction of Documents by Fire, Flood, or
Natural Disaster . . . . . . . . . . . . . . . 8345.01–.02

. Divorced Co-Owners . . . . . . . . . . . . . . . . . 9060.06

. Drawings in Excess of Capital . . . . . . . . 7200.01

. Employee Benefit Plans—See Employee
Benefit Plans

. Employee Defalcation. . . . . . . . . . . . . . . .9070.03

. Exchange of Common Stock for
Preferred. . . . . . . . . . . . . . . . . . . . . . . . . .4230.02

. Expected Loss on Contract . . . . . . . . . . 5260.01

. Fiscal Year Change . . . . . . . . . . . . . . . . . . 1800.03

. Five-Year Maturities on Long-Term
Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.15

. Fund-Raising Expenses . . . . . . . . . . . . . . 6140.20

. GAAP Departures. . . . . . . . . . . . . . . . . . . .9130.10

. Guarantee of Debt . . . . . . . . . . . . . . . . . . .2220.13

. Hospital as Guarantor of Indebtedness of
Others . . . . . . . . . . . . . . . . . . . . . . . . 6400.45–.46

. Imputed Interest on Demand
Loans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5220.06

. Interest Cost on Loan From
Parent . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.25

. Inventory Cost Methods. . . . . . . . . . . . . .2140.11

. Inventory Not Observed . . . . . . . . . . . . . .9100.02

. Investment in an Issuer When One or More
Securities and/or Derivative Contracts Are
Held . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.18

. Investment in Common Collective Trust Fund or
Master Trust That Holds Fully
Benefit-Responsive Investment
Contracts . . . . . . . . . . . . . . . . . . . . . . . . . 6931.10

. Letters of Credit. . . . . . . . . . . . . . . . . . . . .3500.05

. LIFO Reserve. . . . . . . . . . . . . . . . . . . . . . . .2140.14

. Lines of Credit Available . . . . . . . . . . . . . 3500.07

. Litigation. . . . . . . . . . . . . . . . . .3400.01; 9060.06

. Loan Against Insurance . . . . . . . . . . . . . . 2240.01

. Long and Short Positions . . . . . . . . . . . . 6910.17

. Losses of Investees . . . . . . . . . . . . . . . . . 2220.12

. Maturities of Loans . . . . . . . . . . . . . . . . . . 6130.05

. Multiemployer Employee Benefit
Plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6931.06

. Net Appreciation/Depreciation in Fair Value of
Investments . . . . . . . . . . . . . . . . . . . . . . . 6931.01

. Noncompetition Agreement With Former
Officers . . . . . . . . . . . . . . . . . . . . . . . . . . . 2250.06

. Option to Acquire Control . . . . . . . . . . . . 1400.07

DISCLOSURE—continued
. Patent License Termination. . . . . . . . . . .5100.20
. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09
. Postretirement Prescription Drug

Coverage . . . . . . . . . . . . . . . . . . . . . 6931.05–.06
. Premium Deficits . . . . . . . . . . . . . . . . . . . . 6931.07
. Prior Period Adjustment. . . . . . . . . . . . . .1300.11
. Purchase Commitment Losses . . . . . . . 3500.04
. Report on a Statement of Cash Receipts and

Disbursements . . . . . . . . . . . . . . . . . . . . 9110.07
. Requirements to Nonpublic

Entities. . . . . . . . . . . . . . . . . . . . . . . . . . . .5250.15
. Restrictive Covenants. . . . . . . . . . . . . . . .3500.06
. Sale of Research and Development

Technology . . . . . . . . . . . . . . . . . . . . . . . . 5240.10
. Single-Employer Employee Benefit

Plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6931.05
. Standard Cost Inventory

Valuation . . . . . . . . . . . . . . . . . . . . . . . . . . 2140.09
. Stock Redemption Contract . . . . . . . . . . 4120.03
. Stockholder Agreements. . . . . . . . . . . . .2240.02
. Subsidiary-Only Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .1400.27
. Titles of Financial Statements . . . . . . . . 1500.04
. Types of Investments Subject to FASB ASC

962. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6931.08
. Unremitted Taxes. . . . . . . . . . . . . . . . . . . .9070.01

DISCONTINUED OPERATIONS
. Audit, Review, and Compilation Considerations

When Predecessor Accountant Ceases
Operations . . . . . . . . . . 8900.03–.10; 9160.14

. Sale of Real Estate Held by Employee Benefit
Plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6931.03

DISCOUNTS
. Capital Stock. . . . . . . . . . . . . .4110.02; 4230.02
. Consumer Loans . . . . . . . . . . . . . . . . . . . . 6130.01
. Notes Receivable. . . . . . . . . . . . . . . . . . . .7400.06
. Prepaid Funeral Plans. . . . . . . . . . . . . . . .5100.04
. Present Value—See Present Value
. Short Positions in Fixed-Income Securities,

Recognition of . . . . . . . . . . . . . . . . . . . . . 6910.21
. Trade-Ins. . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.01

DIVIDENDS
. Cumulative Preferred Stock . . . . . . . . . . 4210.04
. Funding on Participating Policies . . . . . 6300.31
. In Arrears . . . . . . . . . . . . . . . . . . . . . . . . . . . 4210.04
. Liquidating . . . . . . . . . . . . . . . . . . . . . . . . . . 4210.01
. Responsibility to Audit Dividend

Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.02
. Restrictive Covenants. . . . . . . . . . . . . . . .3500.06
. Stock Dividends—See Stock Dividends and

Stock Splits
. Transfers From Subsidiary to Minority

Stockholder of Parent . . . . . . . . . . . . . . 6400.26

DIVISIONS—See Affiliated Companies

DONATIONS—See Contributions

DRAWING ACCOUNTS
. Drawings in Excess of Capital . . . . . . . . 7200.01

DUES—See Memberships
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E

EARNINGS PER SHARE
. Consolidated Financial Statements . . . 5500.02
. Cumulative Preferred Stock . . . . . . . . . . 4210.04
. Interim Financial Statements . . . . . . . . . 5500.03
. Stock Dividends . . . . . . . . . . . . . . . . . . . . . 5500.15
. Weighted Average Shares

Outstanding . . . . . . . . . . . . . . . . . . . . . . . 5500.03

EARNINGS PROCESS
. Realization Criterion . . . . . . . . . . . . . . . . . 5100.25

EFFECTIVE DATES
. Illustrations—See Illustrations
. Statement on Auditing Standards for Financial

Statement Audit . . . . . . . . . . . . . . . . . . . 8100.01
. Statement on Auditing Standards for Interim

Period Audit . . . . . . . . . . . . . . . . . . . . . . . 8100.02

EFFICIENCY
. Audit Sampling . . . . . . . . . . . . . . . . . . . . . . 8220.05

EMPLOYEE BENEFIT PLANS
. Accounting and Disclosure Requirements for

Health and Welfare Plans Related to the
COBRA Premium Subsidy. . . . . . . . . . .6931.12

. Accounting and Disclosure Requirements for
Single and Multiemployer Plans Related to the
Medicare Prescription Drug, Improvement and
Modernization Act of 2003. . . . .6931.05–.06

. Allocations Testing of Investment Earnings
When Type 2 SSAE No. 16 Report is
Available . . . . . . . . . . . . . . . . . . . . . . . . . . 6935.02

. Audit Opinion When Discrimination Testing Has
Not Been Completed . . . . . . . . . . . . . . . 6939.02

. Audit Procedures

. . Plan Mergers . . . . . . . . . . . . . . . . . . . . . . 6933.06

. . Plan Operates in a Decentralized
Environment. . . . . . . . . . . . . . . . . . . . . .6933.09

. . SSAE No. 16 Reports are Not
Available . . . . . . . . . . . . . . . . . . . . . . . . . 6935.01

. Audit Requirements

. . Frozen and Terminated Plans . . . . . . . 6933.08

. . Health and Welfare Plans. . . . . . .6938.01–.02

. . Health and Welfare Plans Funded Through
401(h) Account . . . . . . . . . . . . . . . . . . .6938.08

. . Health and Welfare Plans With Participant
Contributions . . . . . . . . . . . . . . . . . . . . .6938.04

. . Multiple Plans That Use VEBA
Trust. . . . . . . . . . . . . . . . . . . . . . . . . . . . .6938.07

. . Only Medical is Funded Through VEBA
Trust. . . . . . . . . . . . . . . . . . . . . . . . . . . . .6938.05

. . Remaining Portion of a Split Plan. . . .6933.07

. . VEBA Trust is a Pass-Through. . . . . . .6938.06

. Auditing . . . . . . . . . . . . . . . . . . . . . . . . 6933.01–.10

. . Defined Benefit Plans . . . . . . . . . . . . . . 6937.01

. . Defined Contribution Plans . . . . . 6936.01–.02

. . Health and Welfare Plans. . . . . . .6938.01–.08

. . Master Trust . . . . . . . . . . . . . 6931.11, 6933.10

. . Pension Plan Financial
Statements . . . . . . . . . . . . . . . . . . . . . . 6937.01

. Auditor’s Reports . . . . . . . . . . . . . . . . . . . . 6939.02

EMPLOYEE BENEFIT PLANS—continued
. Auditor’s Responsibility for Detecting

Nonexempt Transactions . . . . . . . . . . . 6933.03
. Auditor’s Responsibility for Testing Plan’s

Compliance With Qualification
Issues. . . . . . . . . . . . . . . . . . . . . . . . . . . . .6936.01

. Benefits Payable to Terminated Participants of
Defined Contribution Plans. . . . . . . . . .6931.02

. Certifications by "Agent of" . . . . . . . . . . . 6934.01

. Defined Benefit Plan Measurement of a Life
Insurance Policy . . . . . . . . . . . . . . . . . . . 6930.02

. Depreciation of Real Estate Investment Owned
by Defined Benefit Pension Plan. . . . .6931.04

. Distressed or Involuntary Termination of a
Defined Benefit Pension Plan . . . . . . . 6931.18

. Employee Benefit Security Administration
Guidance on Insurance Company
Demutualizations . . . . . . . . . . . . . . . . . . 6932.01

. ERISA Reporting and
Disclosure . . . . . . . . . . . . . . . . . . . . 6932.01–.10

. Fair Value Disclosure . . . . . . . . . . . . . . . . 6931.29

. Financial Statement Disclosure When a Plan
Invests in Common Collective Trust Fund or in
Master Trust That Hold Fully
Benefit-Responsive Investment
Contracts . . . . . . . . . . . . . . . . . . . . . . . . . 6931.10

. Financial Statement Presentation of
Underwriting Deficits . . . . . . . . . . . . . . . 6931.07

. Financial Statement Presentation When a Plan
Invests in Common Collective Trust Fund or in
Master Trust That Hold Fully
Benefit-Responsive Investment
Contracts . . . . . . . . . . . . . . . . . . . . . . . . . 6931.09

. Financial Statement Reporting and
Disclosure . . . . . . . . . . . . . . . . . . . . 6931.01–.11

. Form 11-K Filing Requirements . . . . . . . 6930.01

. Form 5500 Reporting . . . . . . . . . . . . . . . 6931.02;
. . . . . . . . . . . . . . . . . . . . 6932.02–.10; 6937.01

. HIPAA Restrictions . . . . . . . . . . . . . . . . . . .6938.03

. Initial Audit of Plan, Information From Prior
Years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6933.01

. Investment Allocations Testing in Electronic
Environment . . . . . . . . . . . . . . . . . . . . . . . 6933.02

. Investments Held Under Master
Trusts . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6931.11

. Investments Subject to FASB
ASC 962 . . . . . . . . . . . . . . . . . . . . . . . . . . 6931.08

. Late Remittances of Participant
Contributions . . . . . . . . . . . . . . . . . . . . . . 6932.02

. Limited-Scope Audits . . . . . . . . . . . . 6934.01–.04

. . Plan Certifications for Master
Trusts . . . . . . . . . . . . . . . . . . . . . . . . . . . 6934.03

. . Portion of the Plan’s Investments . . . 6934.02

. . Testing Allocation of Investment Earnings at
Participant Account Level . . . . . . . . . 6934.04

. Liquidation Basis of
Accounting . . . . . . . . . . 6931.18–.19; 6931.29

. Merger Date for Defined Contribution
Plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6936.02

. Nonexempt Transactions . . . . . . . . 6933.03–.04
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EMPLOYEE BENEFIT PLANS—continued
. Partial Plan Terminations or Plan

Mergers . . . . . . . . . . . . . . . . . . . . . . . . . . .6931.19
. Reconciliation of Items Between Financial

Statements and Form 5500 . . . . . . . . 6932.06
. Reporting
. . Delinquent Loan Remittances on Form 5500

Filings . . . . . . . . . . . . . . . . . . . . . . . . . . . 6932.03
. . Investments in Brokerage Accounts in

Financial Statements and Form
5500 . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6932.05

. . Participant Loans on Defined Contribution
Plan Master Trust Form 5500
Filings . . . . . . . . . . . . . . . . . . . . . . . . . . . 6932.04

. . Requirement for Certain Transactions Under
Individual Account Plans on the Schedule of
Reportable Transactions . . . . . . . . . . 6932.07

. Sale of Real Estate Investments Held by
Employee Benefit Plans Treated as
Discontinued Operations . . . . . . . . . . . 6931.03

. Schedule of 5% Reportable Transactions for
Defined Benefit Plans . . . . . . . . . . . . . . 6932.10

. Schedule of Assets (Held at End of Year),
Netting of Investments . . . . . . . . . . . . . 6932.09

. Schedule of Assets (Held at End of Year),
Noninterest-Bearing Cash. . . . . . . . . . .6932.08

. Single-Employer Defined Benefit Pension
Plans . . . . . . . . . . . . . . . 6931.18–.27; 6931.30

. Single-Employer Defined Contribution
Retirement Plans . . . . . . . . .6931.18; 6931.28

. SSAE No. 16 Reports . . . . . . . . . . 6933.01–.02;
. . . . . . . . . . . . . . . 6935.01–.02; 9520.04–.26;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9530.01–.22

. Standard Termination of a Defined Benefit
Pension Plan. . . . . . . . . . . . .6931.18; 6931.22

. Termination of a Defined Contribution
Plan. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6931.18

. Testing of Plan Qualified Tests Prepared by
Third Party Administrator . . . . . . . . . . . 6933.05

EMPLOYEE BENEFIT SECURITY
ADMINISTRATION—See ERISA

EMPLOYEE RETIREMENT INCOME SECURITY
ACT—See ERISA

EMPLOYEES
. Compensated Absences . . . . . . . . . . . . . 3100.10
. Deferred Compensation Contract . . . . .5230.06
. Taxable Expenses . . . . . . . . . . . . . . . . . . . 5290.02

EMPLOYERS
. "Excess of Loss" Medical Insurance Expense

for Employees . . . . . . . . . . . . . . . . . . . . . 3100.09
. Expenses Taxable to Employees. . . . . .5290.02
. Noncompetition Agreement With Former

Officer . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2250.06

ENTERTAINMENT INDUSTRY
. Film Impairment Estimates During Quarters

Within a Fiscal Year . . . . . . . . . . . . 6970.01–.02

ENTITY, ACCOUNTING
. Differing Fiscal Years for Tax and Financial

Reporting . . . . . . . . . . . . . . . . . . . . . . . . . 9160.21

EQUIPMENT—See Fixed Assets

EQUITY METHOD
. Applicability of AU-C Section 600 When Making

Reference to the Audit of an
Investee . . . . . . . . . . . . . . . . . . . . . . . . . . .8800.25

. Change in Circumstances . . . . . . . . . . . . 2220.13

. Elimination of Material Variances . . . . . 2220.03

. GAAP Basis Versus Tax Basis
Accounting . . . . . . . . . . . . . . . . . . . . . . . . 2220.17

. Guarantee of Debt . . . . . . . . . . . . . . . . . . .2220.13

. Intra-entity Profits. . . . . . . . . . . . . . . . . . . .2220.08

. Investee Using Completed Contract
Method. . . . . . . . . . . . . . . . . . . . . . . . . . . .2220.03

. Investee That Is an Insurance Entity Under ASU
No. 2010-26 . . . . . . . . . . . . . . . . . . . . . . 6300.39

. Joint Operating Agreement . . . . . . . . . . .6400.33

. Joint Ventures . . . . . . . . . . . . 2220.03; 2220.05;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2220.15

. Method of Reporting. . . . . . . . . . . . . . . . .2220.05

. Ownership Less Than 20 Percent. . . . .2220.01

. Procedures Required When Making Reference
to the Audit of an Investee . . . . . . . . . .8800.26

. Real Estate Ventures. . . . . . . . . . . . . . . . .2220.12

ERISA
. Employee Benefit Security Administration

Guidance on Insurance Company
Demutualizations . . . . . . . . . . . . . . . . . . 6932.01

. Late Remittances of Participant
Contributions . . . . . . . . . . . . . . . . . . . . . . 6932.02

. Reconciliation of Items Between Financial
Statements and Form 5500 . . . . . . . . 6932.06

. Reporting and Disclosure . . . . . . . . 6932.01–.10

. Reporting Delinquent Loan Remittances on
Form 5500 Filings . . . . . . . . . . . . . . . . . 6932.03

. Reporting Investments in Brokerage Accounts
in Financial Statements and Form
5500 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6932.05

. Reporting Participant Loans on Defined
Contribution Plan Master Trust Form 5500
Filings. . . . . . . . . . . . . . . . . . . . . . . . . . . . .6932.04

. Reporting Requirement for Certain
Transactions Under Individual Account Plans
on the Schedule of Reportable
Transactions. . . . . . . . . . . . . . . . . . . . . . .6932.07

. Schedule of 5% Reportable Transactions for
Defined Benefit Plans . . . . . . . . . . . . . . 6932.10

. Schedule of Assets (Held at End of Year),
Netting of Investments . . . . . . . . . . . . . 6932.09

. Schedule of Assets (Held at End of Year),
Noninterest-Bearing Cash. . . . . . . . . . .6932.08

ERROR CORRECTION
. Change in Amortization Method . . . . . . 5220.05
. Net Asset Classifications. . . . . . . . . . . . .6140.23
. Premiums on Life Insurance . . . . . . . . . . 2240.04
. Statement of Cash Flows . . . . . . . . . . . . 1300.11

ESCHEAT LAWS
. Unclaimed Refunds . . . . . . . . . . . . . . . . . . 6300.03

ESCROW AGREEMENTS
. Confirmations . . . . . . . . . . . . . . . . . . . . . . . 8340.11
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ESTATES
. Valuation of Capital Stock . . . . . . . . . . . . 4230.02

EVIDENTIAL MATTER—See Audit Evidence

EXCHANGE
. Common Stock for Preferred Stock. . .4230.02
. Realization Criterion . . . . . . . . . . . . . . . . . 5100.25

EXCISE TAXES
. Club Dues . . . . . . . . . . . . . . . . . . . . . . . . . . 5100.11

EXECUTORY CONTRACTS—See Contracts

EXPENDITURES
. Accounting for Expenses Taxable to

Employees . . . . . . . . . . . . . . . . . . . . . . . . 5290.02
. Dredging Log Pond . . . . . . . . . . . . . . . . . . 2210.15
. Joint Ventures . . . . . . . . . . . . . 2220.03; 2220.05
. Overhead Allocation of Colleges . . . . . . 6960.12
. Recoverable Costs . . . . . . . . . . . . . . . . . . 2130.05
. Research and Development . . . . . . . . . . 5240.10

EXPLANATORY LANGUAGE
. Going Concern Uncertainties . . . . 9060.08–.09
. Going Concern Emphasis-of-Matter Paragraph

and Other Emphasis-of-Matter
Paragraphs . . . . . . . . . . . . . . 9160.28; 9160.30

. Limited Life Venture . . . . . . . . . . . . . . . . . 9080.02

EXPLORATION COSTS—See Research and
Development

EXTINGUISHMENT OF DEBT—See Noncurrent
Liabilities

F

FAIR VALUE
. Allocation of Capital Lease

Payments . . . . . . . . . . . . . . . . . . . . . . . . . 3200.10
. Applicability of Fair Value Disclosure

Requirements and Measurement Principles in
FASB ASC 820 . . . . . . . . . . . . . . . . . . . . 1800.05

. Application of the Notion of Value Maximization
for Measuring . . . . . . . . . . . . . . . . . . . . . 6910.34

. Assessing Control When Measuring . . .6910.35

. Computation of Net Appreciation/Depreciation
of Investments. . . . . . . . . . . . . . . . . . . . .6931.01

. Disclosures for Master Trusts . . . . . . . . 6931.11

. Employee Benefit Plan Using Investee
Results . . . . . . . . . . . . . . . . . . . . . . . . . . . .8800.37

. Fair Value Calculations, Testing of . . . . 9510.01

. Fair Value Model, Testing of . . . . . . . . . . 9510.01

. Hierarchy, Classification in . . . . . . . . . . . 2220.25

. Independent Estimate by Auditor . . . . . 9510.01

. Investment in Common Collective Trust Fund or
Master Trust That Holds Fully
Benefit-Responsive Investment
Contracts . . . . . . . . . . . . . . . . . . . . . . . . . 6931.09

. Investments Held in a Financial Institution
Presented at Cost or Fair Value . . . . . 8800.36

. Measurement Approaches . . . . . . . . . . . 2220.27

. Net Asset Value . . . . . . . . . . . . . . . . . . . . . 2220.18

. Nonreciprocal Transfers . . . . . . . . . . . . . 5100.36

. Plan Investments in Real Estate . . . . . . 6931.04

FAIR VALUE—continued
. Practical Expedient . . . . . . . 2220.18; 2220.21;

. . . . . . . . . . . . . . . . . . . . . . . . 2220.23; 2220.27
. Redemption . . . . . . . . . . . . . . . . . . . . . . . . . 2220.24
. Stock Dividends . . . . . . . . . . . 2120.06; 4150.02
. Stock Issuance. . . . . . . . . . . . . . . . . . . . . .4110.03
. Using Net Asset Value to Calculate . . . 8800.38

FASB ASC 205-30
. Plan Merger . . . . . . . . . . . . . . . . . . . . . . . . .6931.19
. Single-Employer Defined Benefit Pension

Plan . . . . . . 6931.19; 6931.22–.23; 6931.26;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6931.30

. Single-Employer Defined Contribution
Retirement Plan. . . . . . . . . . . . . . . . . . . .6931.28

FASB ASC 310-30
. Accounting for Loans With Cash Flow Shortfalls

That Are Insignificant . . . . . . . . . . . . . . . 2130.21
. Acquired Loans Where Purchase Price Is

Greater Than Fair Value . . . . . . . . . . . . 2130.19
. Acquired Loans Where Purchase Price Is Less

Than Fair Value . . . . . . . . . . . . . . . . . . . . 2130.20
. Acquired Non-Accrual Loans . . . . . . . . . 2130.13
. Application to Debt Securities . . . . . . . 2130.09;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2130.17
. Application to Cash Flows From Collateral and

Other Sources . . . . . . . . . . . . . . . . . . . . . 2130.35
. Application to Fees Expected to Be

Collected. . . . . . . . . . . . . . . . . . . . . . . . . .2130.34
. Carrying Over the Allowance for Loan and

Lease Losses (ALLL) . . . . . . . . . . . . . . . 2130.23
. Consumer Loans on Non-Accrual

Status. . . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.14
. Determining Evidence of Deterioration of Credit

Quality and Probability of Contractual
Payment Deficiency . . . . . . . . . . . . . . . . 2130.12

. Determining Evidence of Significant Delays and
Shortfalls. . . . . . . . . . . . . . . . . . . . . . . . . .2130.11

. Implications of FASB ASC 310-20-35-11 With a
Restructured or Refinanced Loan Under FASB
ASC 310-30 . . . . . . . . . . . . . . . . . . 2130.29–.30

. Estimating Cash Flows. . . . . . . . . . . . . . .2130.28

. Impact on Cash Flows on a Group of Loans
Accounted for as a Pool if There Is a
Confirming Event, and One Loan Is Removed
as Expected . . . . . . . . . . . . . . . . . . . . . . . 2130.36

. Impact on Cash Flows on a Group of Loans
Accounted for as a Pool if There Is a
Confirming Event, One Loan Is Removed From
the Pool, and the Investor Decreases Its
Estimate of Expected Cash Flows . . . 2130.37

. Income Recognition for Non-Accrual Loans
Acquired . . . . . . . . . . . . . . . . . . . . . . 2130.25–.27

. Instruments Accounted for as Debt
Securities . . . . . . . . . . . . . . . . . . . . . . . . . 2130.10

. Loans Held for Sale . . . . . . . . . . . . . . . . . 2130.15

. Loans Reacquired Under Recourse . . . 2130.18

. Pool Accounting . . . . . . . . . . . . . . . . 2130.32–.33

. Treatment of Commercial Revolving
Loans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2130.16
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FASB ASC 310-30—continued
. Variable Rate Loans and Changes in Cash

Flows . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2130.31

FASB ASC 820
. Fair Value Disclosure When an Employee

Benefit Plan is Using the Liquidation Basis of
Accounting . . . . . . . . . . . . . . . . . . . . . . . . 6931.29

FASB ASC 855
. Auditor Responsibilities for Subsequent

Events . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8700.02

FASB ASC 942-325
. Credit Union Expensing . . . . . . . . . . . . . . 6995.01
. Existing authoritative guidance for the

accounting for the National Credit Union
Share Insurance Fund deposit . . . . . . 6995.01

. Refundable Deposits. . . . . . . . . . . . . . . . .6995.01

FASB ASC 944-30
. Change in Insurance Risk. . .6300.26; 6300.33
. Commissions Paid on an Increase in Insurance

Coverage or Incremental
Deposits . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.30

. Contract Reinstatements. . . . . . . . . . . . .6300.29

. Coverage, Changes in . . . . . . . . . . . . . . . 6300.33

. Integrated/Nonintegrated Contract
Features . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.25

. Investment Management Fees and Other
Administrative Charges . . . . . . . . . . . . .6300.27

. Investment Return Rights . . . . . . . . . . . . 6300.34

. Limited Examination Procedures in Conjunction
With Election of Benefits. . . . . . . . . . . .6300.28

. Participating Dividends . . . . . . . . . . . . . . 6300.31

. Premium Rate Changes for Group
Long-Duration Insurance
Contracts . . . . . . . . . . . . . . . . . . . . . . . . . 6300.32

FASB ASC 946
. Measurement Principles . . . . . . . . . . . . . 2220.27
. Reported Net Asset Value . . . . . . . 2220.20–.23

FASB ASC 960
. Financial Statements Using the Liquidation

Basis of Accounting . . . . . . . . . . . . . . . .6931.20

FASB ASU NO. 2013-07
. Accounting for Single-Employer Defined Benefit

Pension and Defined Contribution Retirement
Plans . . . . . . . . . . . . . . . . . . . . . . . . . 6931.18–.30

FEES
. Accounting . . . . . . . . . . . . . . . . 4110.01; 4110.03
. Accrual of Audit Fee . . . . . . . . . . . . . . . . . 5290.05
. Franchises—See Franchises
. Investment Management . . . . . . . . . . . . . 6300.27
. Legal—See Legal Fees
. Underwriting . . . . . . . . . . . . . . . . . . . . . . . . 4110.03

FILM INDUSTRY—See Entertainment Industry

FINANCE COMPANIES
. Commissions on Loan Insurance . . . . . 6130.04
. Disclosure of Maturities of Loans . . . . . 6130.05
. Discount Amortization . . . . . . . . . . . . . . . 6130.01
. Revenue Recognition . . . . . . . . . . . . 6130.02–.03
. Subordinated Debt Classification . . . . . 6130.06

FINANCIAL POSITION STATEMENTS—See
Balance Sheet

FINANCIAL STATEMENTS
. Adopting ASU 2014-07 for Variable Interest

Entities. . . . . . . . . . . . . . . . . . . . . . . . . . . .9160.30
. Allowance for Doubtful Accounts . . . . . 2130.07
. Applicability of Fair Value Disclosure

Requirements and Measurement Principles in
FASB ASC 820 . . . . . . . . . . . . . . . . . . . . 1800.05

. Audits of Group Financial Statements and Work
of Others . . . . . . . . . . . . . . . . . . . . . 8800.01–.39

. Balance Sheet—See Balance Sheet

. Balance Sheet Only . . . . . . . . . . . . . . . . . .1300.05

. Basic Statements . . . . . . . . . . . . . . . . . . . 9150.08

. Basis of Accounting Prescribed in an
Agreement . . . . . . . . . . . . . . . . . . . . . . . . 9110.13

. Beneficiary’s Interest in Net Assets of
Fund-Raising Foundation . . . . . . .6140.13–.18;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35–.42

. Benefits Payable to Terminated Participants of
Defined Contribution Plans. . . . . . . . . .6931.02

. Cash Basis—See Cash Basis

. Cash Receipts and Disbursements. . . .9110.07

. Change From GAAP to Special Purpose
Framework . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

. Change From Special Purpose Framework to
GAAP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

. Changing Net Asset Classifications Reported in
a Prior Year . . . . . . . . . . . . . . . . . . . . . . . 6140.23

. Combined—See Combined Financial
Statements

. Comparative Statements . . . . . . . . . . . . 1100.07;
. . . . . . . . . . . . . . 1300.03; 9030.10; 9150.20;
. . . . . . . . . . . . . . . . . . . . . . . . 9160.03; 9160.30

. Compilation—See Compilation of Financial
Statements

. Condensed—See Condensed Financial
Statements

. Consolidated—See Consolidated Financial
Statements

. Credit Unions . . . . . . . . . . . . . . . . . . . . . . . 6995.01

. Current-Value Financial Statements That
Supplement Historical-Cost Financial
Statements . . . . . . . . . . . . . . . . . . . . . . . .9110.21

. Dates on Cover . . . . . . . . . . . . . . . . . . . . . 9160.03

. Departure From GAAP . . . . . 1300.17; 5210.08

. Depreciation—See Depreciation

. Destruction of Documents by Fire, Flood, or
Natural Disaster . . . . . . . . . . . . . . . 8345.01–.02

. Disclosure by Nonpublic Entities of Lines of
Credit Available . . . . . . . . . . . . . . . . . . . . 3500.07

. Exchange of Common Stock for
Preferred. . . . . . . . . . . . . . . . . . . . . . . . . .4230.02

. Financially Interrelated Fund-Raising Foundation,
Classification of Net Assets . . . 6140.13–.18;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35–.42

. Health Care Entities . . . 6400.17; 6400.19–.20

. Income Statement—See Income Statement

. Income Taxes—See Taxes

. Interest Cost on Loan From Parent . . . 2210.25

. Interim—See Interim Financial Statements
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FINANCIAL STATEMENTS—continued
. Internal and General Use

Distinction . . . . . . . . . . . . . . . . . . . . . . . . .9160.10
. Investments in Brokerage Accounts in Financial

Statements and Form 5500 . . . . . . . . 6932.05
. Investment in Common Collective Trust Fund or

Master Trust That Holds Fully
Benefit-Responsive Investment
Contracts . . . . . . . . . . . . . . . . . . . . . 6931.09–.10

. Journal Entries . . . . . . . . . . . . . . . . . . . . . . 8200.16

. Letters of Credit. . . . . . . . . . . . . . . . . . . . .3500.05

. Liquidation Basis of Accounting . . . . . . 9110.14

. Liquidity Restrictions . . . . . . . . . . . . . . . . 1100.15

. Litigation Settlements . . . . . . . . . . . . . . . 2260.03

. Losses From Natural Disasters . . . . . . 9070.05

. Modified Cash Basis—See Modified Cash Basis

. Notes—See Notes to Financial Statements

. OCBOA . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1400.33

. Order of Presentation . . . . . . . . . . . . . . . .9080.09

. Out-of-Pocket Costs . . . . . . . . . . . . . . . . . 2130.05

. Parent Company Only . . . . . . 1400.25; 1400.32

. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09

. Period Covered . . . . . . . . . . . . . . . . . . . . . 9160.07

. Personal—See Personal Financial Statements

. Postretirement Prescription Drug
Coverage . . . . . . . . . . . . . . . . . . . . . 6931.05–.06

. Prescribed Forms—See Prescribed Report
Forms

. Prior Period Adjustments . . . . . . . . . . . . 6140.23

. Prior Year Unaudited. . . . . . . . . . . . . . . . .9160.03

. Prospective Financial Statements—See
Prospective Financial Statements

. Readily Available . . . . . . . . . . . . . . . . . . . . 1900.01

. Reclassification of Net Assets . . . . . . . . 6140.23

. Reconciliation of Items Between Financial
Statements and Form 5500 . . . . . . . . 6932.06

. Reference to Auditor’s Report . . . . . . . . 9080.06

. Reporting and Disclosure—Employee Benefit
Plans . . . . . . . . . . . . . . . . . . . . . . . . . 6931.01–.30

. Reporting Bad Debt Losses for Not-for-Profit
Entities. . . . . . . . . . . . . . . . . . . . . . . . . . . .6140.09

. Restatements . . . . . . . . . 8900.06–.10; 9100.02

. Review—See Review of Financial Statements

. Single Period Statements . . . . . . . . . . . . 1300.11

. Special Purpose Framework . . . . . . . . . 1300.10;
. . . . . . . . . . . . . . 2220.03; 9030.10; 9060.08

. Stand-Alone . . . . . . . . . . . . . . . . . . . . . . . . . 1400.30

. Statement of Cash Flows Omitted. . . .1300.05;
. . . . . . . . . . . . . . . . . . . . . . . . 1300.10; 6910.25

. Statement of Stockholders’ Equity . . . . 9160.24

. Statutory Reporting Requirements . . . . 9110.08

. Subsequent Events Disclosures . . . . . . 1500.07

. Subsidiary-Only . . . . . . . . . . . . . . . . . . . . . .1400.27

. Supplemental Information . . . . . . . . . . . . 9150.08

. Tax Basis Accounting—Use of Equity
Method. . . . . . . . . . . . . . . . . . . . . . . . . . . .2220.17

. Titles of Statements . . . . . . . . . . . . . . . . . 1500.04

. Types of Investments Subject to FASB ASC
962. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6931.08

. Unaudited—See Unaudited Financial
Statements

. Use of Restricted Alert Language. . . . .9110.22

FINANCING
. Charges . . . . . . . . . . . . . . . . . . . . . . . . 6130.02–.03
. Equipment Finance Note Payments . . . 1300.19
. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09
. Purchase of Inventory. . . . . . . . . . . . . . . .1300.16
. Purchase of Real Estate . . . . . . . . . . . . . 1300.21

FIRM NAME
. Successor Firm’s Signature . . . . . . . . . . 9100.01

FIRST-IN, FIRST-OUT
. Inventory Method . . . . . . . . . . . . . . . . . . . . 1400.23

FISCAL YEARS
. Consolidation With Differing

Year-Ends . . . . . . . . . . . . . . . . . . . . . . . . . 1400.22
. Consolidation With Differing Years . . . . 9100.02
. Differing for Tax and Financial

Reporting . . . . . . . . . . . . . . . . . . . . . . . . . 9160.21
. Disclosure of Change . . . . . . . . . . . . . . . . 1800.03
. Longer Than Twelve Months. . . . . . . . . .9160.07

FIXED ASSETS
. Capitalizing Foreign Currency Transaction Gains

and Losses as Cost of Asset . . . . . . . 2210.27
. Cattle Herd . . . . . . . . . . . . . . . . . . . . . . . . . 2210.06
. Charter Airplanes. . . . . . . . . . . . . . . . . . . .2140.04
. Commission Received by

Purchaser . . . . . . . . . . . . . . . . . . . . . . . . . 2210.02
. Deposit on Equipment to Be

Purchased. . . . . . . . . . . . . . . . . . . . . . . . .2230.02
. Depreciation—See Depreciation
. Equipment Leasing Company . . . . . . . . 5220.05
. Golf Course . . . . . . . . . . . . . . . . . . . . . . . . . 5210.05
. Involuntary Conversion . . . . . . . . . . . . . . .5100.35
. Liquidated Damages. . . . . . . . . . . . . . . . .2210.28
. Log Pond Dredging Costs. . . . . . . . . . . .2210.15
. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09
. Real Estate Title Verification . . . . . . . . . .8330.01
. Rental Assets Verification . . . . . . . . . . . . 8330.02
. Rental Clothing . . . . . . . . . . . . . . . . . . . . . . 5210.04
. Rental Payments Rebated Against Purchase

Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.33
. Restaurant Dishes . . . . . . . . . . . . . . . . . . . 2210.08
. Ski Slopes . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.07
. Trade-Ins. . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.01
. Write-Ups . . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.18

FOOTNOTES—See Notes to Financial
Statements

FOREIGN LOANS
. Capitalizing Transaction Gains and Losses as

Cost of Asset . . . . . . . . . . . . . . . . . . . . . .2210.27

FOREIGN OPERATIONS
. Translating Foreign Subsidiary’s Retained

Earnings for Consolidation. . . . . . . . . .4200.01

FORM 5500
. Certain Transactions Under Individual Account

Plans on the Schedule of Reportable
Transactions. . . . . . . . . . . . . . . . . . . . . . .6932.07

. Delinquent Loan Remittances. . . . . . . . .6932.03

. Investments in Brokerage Accounts. . .6932.05
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FORM 5500—continued
. Late Remittances of Participant

Contributions . . . . . . . . . . . . . . . . . . . . . . 6932.02
. Participant Loans on Defined Contribution Plan

Master Trust Filings . . . . . . . . . . . . . . . . 6932.04
. Reconciliation of Items in Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .6932.06
. Schedule of 5% Reportable Transactions for

Defined Benefit Plans . . . . . . . . . . . . . . 6932.10
. Schedule of Assets (Held at End of Year),

Netting of Investments . . . . . . . . . . . . . 6932.09
. Schedule of Assets (Held at End of Year),

Noninterest-Bearing Cash. . . . . . . . . . .6932.08

FORMS
. Prescribed Reports—See Prescribed Report

Forms

FRANCHISES
. Revenue Recognition . . . . . . . . . . . . . . . . 6940.02
. Sales of Area Franchises. . . . . . . . . . . . .6940.01
. Substantial Performance . . . . . . . . . . . . .6940.01

FRAUD AND IRREGULARITIES
. Subsequently Discovered

Defalcation . . . . . . . . . . . . . . . . . . . . . . . . 9070.03

FUND ACCOUNTING
. Employee Benefit Plans—See Employee

Benefit Plans
. Health Care Entities, Agency

Relationships . . . . . . . . . . . . . . . . . . . . . . 6400.04
. Overhead Allocation of Colleges . . . . . . 6960.12
. Responsibility to Audit Dividend

Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.02

FUND-RAISING FOUNDATIONS
. Application of FASB ASC 958 . . . 6140.14–.19;

. . . . . . . . . . . . . . . . . . . . 6140.22; 6400.36–.43
. Beneficiary Can Influence Operating and

Financial Decisions . . . . . . 6140.14; 6140.17;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.36

. Beneficiary Cannot Influence Operating and
Financial Decisions . . . . . . 6140.15; 6140.18;
. . . . . . . . . . . . . . . . . . . . . . . . 6400.37; 6400.41

. Beneficiary Expenditure Meeting Purpose
Restriction on Net Assets . . . . . 6140.17–.18;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.40–.41

. Beneficiary Interest in Net
Assets . . . . . . . . . . . . . . . . . . . . . . . . 6140.13–.18

. Beneficiary’s Interest in Net Assets Considered
Common Control. . . . . . . . . . . . . . . . . . .6400.38

. Classification of Distributions . . . . . . . . 6140.19;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.43

. Classification of Net Assets . . . . . 6140.13–.18;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35–.42

. Compensation Reporting. . . . . . . . . . . . .6140.22

. Distribution From Financially Interrelated
Fund-Raising Foundation . . . . . . . . . . . 6140.19;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.43

. Health Care Beneficiary . . . . . . . . . . . . . 6140.19;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.43

. Investments Held . . . . . . . . . . . . . . . . . . . . 6400.42

FUND-RAISING FOUNDATIONS—continued
. More Than One Beneficiary—Some

Contributions Are Designated . . . . . . 6140.16;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.39

. Net Assets of Financially Interrelated
Fund-Raising Foundation . . . . . . .6140.13–.18;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35–.42

. Note on Implementation of FASB ASC
958 . . . . . . . . . . . . . . . . . . . . . 6140.13; 6400.35

FUNERAL DIRECTORS
. Prepaid Funeral Plans. . . . . . . . . . . . . . . .5100.04

G

GAINS
. Foreign Currency Transaction—Capitalizing as

Cost of Asset . . . . . . . . . . . . . . . . . . . . . .2210.27
. Fund-Raising Foundations, Unrealized Gains on

Investments . . . . . . . . . . . . . . . . . . . . . . . 6400.42
. Investment Partnerships, Unrealized

Gains . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.29
. Involuntary Conversion . . . . . . . . . . . . . . .5100.35
. Sale of Investment to Minority

Stockholder . . . . . . . . . . . . . . . . . . . . . . . 5100.36

GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES

. Basic Financial Statements. . . . . . . . . . .1300.10

. Change From Other Comprehensive
Basis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

. Change to Comprehensive Basis of
Accounting . . . . . . . . . . . . . . . . . . . . . . . . 9030.10

. Changes—See Accounting Changes

. Comprehensive Basis of
Accounting . . . . . . . . . . . . . . . . . . . . . . . . 2220.03

. Construction Contracts . . . . . . . . . . . . . . 6700.01

. Departures . . . . . 1300.17; 1400.31; 2210.18;
. . . . 2220.17; 5210.08; 9080.13; 9130.10;
. . . . . . . . . . . . . . . . . . . . . . . . 9150.29; 9160.30

. Depreciation . . . . . . . . . . . . . . 5210.08; 7200.08

. Governmental Financial Statements . . .8800.06

. Imputed Interest on Demand Loans . . . 5220.06

. Modified Cash Basis Statements . . . . . 8340.11

. Overhead Allocation of Colleges . . . . . . 6960.12

. Parent Company Only Financial Statements and
Relationship to. . . . . . . . . . . . . . . . . . . . .1400.32

. Requirements for Doubtful Accounts
Allowance . . . . . . . . . . . . . . . . . . . . . . . . . 2130.07

. Requirement That Certain Accounts Be Carried
at/Adjusted to Fair Value . . . . . . . . . . . 9510.01

. Special Purpose Frameworks . . . . . . . . 1300.01

. Versus Tax Basis Accounting—Use of Equity
Method. . . . . . . . . . . . . . . . . . . . . . . . . . . .2220.17

GENERALLY ACCEPTED AUDITING
STANDARDS

. Component Audit Performed in Accordance
With Government Auditing
Standards . . . . . . . . . . . . . . . . . . . . . . . . . 8800.08

. Confirmation Procedures. . . . . . . . . . . . .8340.11
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GENERALLY ACCEPTED AUDITING
STANDARDS—continued

. Effective Date of Statement on Auditing
Standards for Financial Statement
Audit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8100.01

. Effective Date of Statement on Auditing
Standards for Interim Period
Audit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8100.02

. Inquiries to Management’s External Legal
Counsel . . . . . . . . . . . . . . . . . . . . . . . . . . . 8340.10

. Reliance on State Inspectors . . . . . . . . . 9120.04

. Schedule of Confirmation Results. . . . .8340.16

. State Prescribed Standards . . . . . . . . . . 6950.21

. Using Current Auditing Standards for Audits of
Prior Periods . . . . . . . . . . . . . . . . . . . . . . 8100.03

. Written Confirmations, Retention of . . . 8340.16

GIFTS—See Contributions

GOING CONCERN
. Development Stage Enterprises . . . . . . 9060.09
. Emphasis-of-Matter Paragraph . . . . . . . 9160.28
. Financial Statements Prepared on a Special

Purpose Framework . . . . . . . . . . . . . . . 9060.08
. Limited Life Ventures . . . . . . . . . . . . . . . . 9080.02
. Liquidity Restrictions . . . . . . . . . . . . . . . . 1100.15

GOLD—See Precious Metals

GOLF COURSES
. Depreciation . . . . . . . . . . . . . . . . . . . . . . . . 5210.05

GOODWILL
. Issuance of Capital Stock . . . . . . . . . . . . 4110.02

GOVERNMENTAL ACCOUNTING—See State
and Local Governments

GRAIN
. Inventory Measurement . . . . . . . . . . . . . . 9120.04

GROUP ENGAGEMENT
. AU-C section 600. . . . . . . . . .8800.14; 8800.16
. Applicability of AU-C Section 600 When Only

One Team Is Involved. . . . . . . . . . . . . . .8800.24
. Applicability of AU-C Section 600 When Making

Reference to the Audit of an Equity Method
Investee . . . . . . . . . . . . . . . . . . . . . . . . . . .8800.25

. Component Audit Performed in Accordance
With Government Auditing
Standards . . . . . . . . . . . . . . . . . . . . . . . . . 8800.08

. Criteria . . . . . . . . . . . . . . . . . . . . . . . . . 8800.12–.13

. Determining Component Materiality . . .8800.18

. Equity Investee’s Financial Statements
Reviewed, and Investment Is a Significant
Component . . . . . . . . . . . . . . . . . . . . . . . .8800.29

. Factors Affecting Involvement in the Work of a
Component Auditor . . . . . . . . . . . . 8800.19–.20

. Factors to Consider . . . . . . . . . . . . . . . . . 8800.04

. Forms of Communications . . . . . . . . . . . 8800.22

. Making Reference to Review
Report . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.30

. Procedures Required When Making Reference
to the Audit of an Equity Method
Investee . . . . . . . . . . . . . . . . . . . . . . . . . . .8800.26

. Terms . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8800.10

GROUP ENGAGEMENT—continued
. Understanding of Component Auditor Whose

Work Will Not Be Used . . . . . . . . . . . . . 8800.19
. Use of Component Materiality When the

Component Is Not Reported On
Separately . . . . . . . . . . . . . . . . . . . . . . . . 8800.23

GUARANTEES
. Accounting and Disclosure Requirements for

Hospitals . . . . . . . . . . . . . . . . . . . . . 6400.45–.46
. Applicability of FASB ASC 460 . . . 6400.45–.46
. Debt of Investees . . . . . . . . . . . . . . . . . . . 2220.13
. Hospital as Guarantor of Indebtedness of

Others . . . . . . . . . . . . . . . . . . . . . . . . 6400.45–.46
. Losses of Investees . . . . . . . . . . . . . . . . . 2220.12
. Mortgage . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.46

H

HEALTH AND WELFARE BENEFIT
PLANS—See Employee Benefit Plans

HEALTH CARE ENTITIES
. Accounting and Disclosure Requirements for

Guarantees . . . . . . . . . . . . . . . . . . . 6400.45–.46
. Accrual of Legal Costs Associated With

Contingencies Other Than
Malpractice. . . . . . . . . . . . . . . . . . . . . . . .6400.50

. Agency Relationships . . . . . . . . . . . . . . . . 6400.04

. Applicability of FASB ASC 460 to Loan
Guarantees . . . . . . . . . . . . . . . . . . . 6400.45–.46

. City Owned . . . . . . . . . . . . . . . . . . . . . . . . . 6400.12

. Combined or Consolidated Financial
Statements . . . . . . . . . 6400.17; 6400.19–.20

. Computer Systems, Upgrading and
Maintaining . . . . . . . . . . . . . . . . . . . . . . . . 6400.34

. Distributions From Financially Interrelated
Fund-Raising Foundation . . . . . . . . . . . 6140.19;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.43

. Elimination of Profit on Intercompany
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.17

. Fund-Raising Foundations—See Fund-Raising
Foundations

. Guarantees of Indebtedness of
Others . . . . . . . . . . . . . . . . . . . . . . . . 6400.45–.46

. Health Insurance Portability and Accountability
Act of 1996 (HIPAA) . . . . . . . . . . . . . . . .6400.34

. . Compliance Costs, Accounting
for. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6400.34

. . Computer Systems, Upgrading and
Maintaining. . . . . . . . . . . . . . . . . . . . . . .6400.34

. . Maintenance Costs . . . . . . . . . . . . . . . . 6400.34

. . Upgrades and Enhancements. . . . . . .6400.34

. Insurance Recoveries From Certain
Retrospectively-Rated Insurance
Policies . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.52

. Issuance of General Obligation
Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . .6400.12

. Joint Operating Agreement . . . . . . . . . . .6400.33

. Medicare Fees of Physicians . . . . . . . . . 6400.04

. Mortgage Guarantees . . . . . . . . . . . . . . . 6400.46

. Patient Service Revenue . . . . . . . . . . . . . 6400.47
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HEALTH CARE ENTITIES—continued
. Presentation of Claims Liability and Insurance

Recoveries—Contingencies Similar to
Malpractice. . . . . . . . . . . . . . . . . . . . . . . .6400.49

. Presentation of Insurance Recoveries When
Insurer Pays Claims Directly . . . . . . . . 6400.51

. Provision for Bad Debts. . . . . . . . . . . . . .6400.47

. Reporting on New York State Medicaid Cost
Reports—See Medicaid Cost Reports

. Voluntary Contributions or Taxation
Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6400.30

HEALTH INSURANCE PORTABILITY AND
ACCOUNTABILITY ACT OF 1996 (HIPAA)

. Auditing Health and Welfare Plans . . . . 6938.03

. Compliance Costs, Accounting for . . . .6400.34

. Computer Systems, Upgrading and
Maintaining . . . . . . . . . . . . . . . . . . . . . . . . 6400.34

. . Maintenance Costs . . . . . . . . . . . . . . . . 6400.34

. . Upgrades and Enhancements. . . . . . .6400.34

HISTORICAL COST
. Basis for Asset Valuation. . . . . . . . . . . . .2210.18

I

ILLUSTRATIONS
. Effective Date of Statement on Auditing

Standards for Financial Statement
Audit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8100.01

. Effective Date of Statement on Auditing
Standards for Interim Period
Audit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8100.02

. Income Tax Accounting for Contributions to
Certain Nonprofit Scholarship Funding
Organizations . . . . . . . . . . . . . . . . . . . . . .5700.01

. Insurance Transactions, Identifying Accounting
Model . . . . . . . . . . . . . . . . . . . 1200.16; 6300.24

. Reporting on New York State Medicaid Cost
Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03

IMPAIRMENT
. Evaluation of Capital Investments in Corporate

Credit Unions for Other-Than-Temporary
Impairment . . . . . . . . . . . . . . . . . . . . . . . . 6995.02

. Film Impairment. . . . . . . . . . . . . . . . .6970.01–.02

. Legal Capital . . . . . . . . . . . . . . 2210.18; 4120.03

IMPUTED INTEREST
. Notes Payable Exchanged for Cash. . .5220.07
. Shareholder Loans . . . . . . . . . . . . . . . . . . 5220.06

INCOME STATEMENT
. Accounting by Noninsurance Enterprises for

Property and Casualty Insurance
Arrangements That Limit Insurance
Risk . . . . . . . . . . . . 1200.06–.16; 6300.14–.24

. Commissions Income Presentation . . . 1200.01

. Disclaimer of Opinion . . . . . . . . . . . . . . . . 9080.04

. Joint Ventures . . . . . . . . . . . . . 2220.03; 2220.05

. Notes—See Notes to Financial Statements

. Partners’ Income Taxes . . . . . . . . . . . . . . 7200.02

. Purchase Commitment Losses . . . . . . . 3500.04

. Supplemental Information . . . . . . . . . . . . 9150.08

INCOME STATEMENT—continued
. Supporting Schedules . . . . . . . . . . . . . . . 9150.08
. Title . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1200.04
. Translating Foreign Subsidiary’s Retained

Earnings for Consolidation. . . . . . . . . .4200.01

INCOME TAXES—See Taxes

INDEPENDENCE
. Disclosure of Independence

Impairment . . . . . . . . . . . . . . . . . . . . . . . . 9150.30
. Dual Dating . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03
. Reporting on New York State Medicaid Cost

Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03
. Review Report Reissuance . . . . . . . . . . . 9150.20
. Title of Auditor’s Report . . . . . . . . . . . . . .9160.08
. Work of Other Auditors . . . . . . . . . . . . . . 9120.06

INDUSTRIAL REVENUE BONDS—See
Noncurrent Liabilities

INHERENT RISK
. Assessing . . . . . . . . . . . . . . . . . . . . . . . . . . 8200.09

INQUIRIES
. Insurance Companies . . . . . . . . . . . . . . . .8340.09
. Legal Counsel . . . . . . . . . . . . . . . . . . . . . . .8340.10

INSTALLMENT METHOD
. Disclosure Installment Amounts . . . . . . 6130.05

INSTITUTIONALLY RELATED
FOUNDATIONS—See Fund Raising
Foundations

INSURANCE
. Application of ASU No.

2010-26 . . . . . . . . . . . . . . . . . . . . . . 6300.37–.40
. Commissions on Loan Insurance . . . . . 6130.04
. Commissions Paid on an Increase in Insurance

Coverage . . . . . . . . . . . . . . . . . . . . . . . . . 6300.30
. Contracts . . . . . . . . 6300.25–.26; 6300.32–.33
. Credit Life . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.02
. Defined Benefit Plan Measurement of a Life

Insurance Policy . . . . . . . . . . . . . . . . . . . 6930.02
. Employer’s "Excess of Loss" Medical Coverage

for Employees . . . . . . . . . . . . . . . . . . . . . 3100.09
. Estimated Unemployment Claims . . . . . 3100.01
. Insurance Recoveries From Certain

Retrospectively-Rated Insurance
Policies . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.52

. Loan Against Insurance . . . . . . . . . . . . . . 2240.01

. Measurement of Cash Value Life Insurance
Policy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2240.06

. Offsetting Cash Surrender Value of Life
Insurance . . . . . . . . . . . . . . . . . . . . . . . . . 5230.09

. Policy on Debtor . . . . . . . . . . . . . . . . . . . . 2240.04

. Presentation of Claims Liability and Insurance
Recoveries—Contingencies Similar to
Malpractice. . . . . . . . . . . . . . . . . . . . . . . .6400.49

. Presentation of Insurance Recoveries When
Insurer Pays Claims Directly . . . . . . . . 6400.51

. Property and Casualty Arrangements That Limit
Risk . . . . . . . . . . . . 1200.06–.16; 6300.14–.24

. Prospective Versus
Retroactive . . . . . 1200.11–.13; 6300.19–.21
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INSURANCE—continued
. Revenue Recognition by Brokers and

Agents . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.01
. Risk, Changes in. . . . . . . . . . .6300.26; 6300.33
. Risk, Limiting Features . . . . . 1200.08; 6300.16
. Risk, Transfer of . . . . . . . . . . . . . . . 1200.09–.10;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.17–.18
. Surrender Value—See Cash Surrender Value

INSURANCE COMPANIES
. Accounting by Noninsurance Enterprises for

Property and Casualty Insurance
Arrangements That Limit Insurance
Risk . . . . . . . . . . . . 1200.06–.16; 6300.14–.24

. Annuitization Benefits . . . . . . . . . . . . . . . . 6300.13

. Commission Income . . . . . . . . . . . . . . . . . 6130.04

. Contract Reinstatements. . . . . . . . . . . . .6300.29

. Cumulative Effect of Change in Accounting
Principle—ASU No. 2010-26 . . . . . . . 6300.39

. Deferrable Commissions and Bonuses Under
ASU No. 2010-26. . . . . . . . . . . . . . . . . .6300.40

. Definition of an Assessment . . . . . . . . . .6300.09

. Demutualizations, Employee Benefit Security
Administration Guidance. . . . . . . . . . . .6932.01

. Inquiry on Insurance Claims . . . . . . . . . . 8340.09

. Insurance Benefit Feature . . . . . . . . . . . 6300.08;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.25

. Investment Management Fees . . . . . . . .6300.27

. Investment Return Rights . . . . . . . . . . . . 6300.34

. Level of Aggregation of Additional
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.10

. Limited Examination Procedures in Conjunction
With Election of Benefits. . . . . . . . . . . .6300.28

. Long-Duration Insurance Contract Premium
Changes . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.32

. Long-Duration Insurance Contracts . . . 6300.36

. Losses Followed by Losses . . . . . . . . . . 6300.11

. Participating Dividends . . . . . . . . . . . . . . 6300.31

. Prospective Unlocking . . . . . . . . . . . . . . . 6300.36

. Reinsurance. . . . . . . . . . . . . . .6300.12; 6300.39

. Reserve for Future Claims. . . . . . . . . . . .6300.04

. Risk, Changes in. . . . . . . . . . .6300.26; 6300.33

. Unclaimed Refunds . . . . . . . . . . . . . . . . . . 6300.03

INTANGIBLE ASSETS
. Goodwill—See Goodwill
. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10
. Mortgage Placement Fee . . . . . . . . . . . . 3200.06
. Noncompetition Agreement . . . . . . . . . . 2250.06
. Patents—See Patents

INTERCOMPANY TRANSACTIONS—See
Affiliated Companies

INTEREST EXPENSE
. Capitalization—See Capitalization
. Contract to Repurchase Stock . . . . . . . 4120.03
. Deferred Interest . . . . . . . . . . . . . . . . . . . . 5220.01
. Demand Loans to Shareholders . . . . . . 5220.06
. Imputed Interest . . . . . . . . . . . 5220.06; 5220.07
. Interest Credit Received on Mortgage Loan

Between Interest Dates . . . . . . . . . . . . 2210.01
. Notes Payable Exchanged for Cash

Only . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5220.07

INTEREST EXPENSE—continued
. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09
. Rate Changes . . . . . . . . . . . . . . . . . . . . . . . 5220.03
. Zero Coupon Bonds . . . . . . . . . . . . . . . . . 6950.18

INTEREST METHOD
. Allocation of Capital Lease

Payments . . . . . . . . . . . . . . . . . . . . . . . . . 3200.10
. Amortization of Prepaid Interest . . . . . . 5220.05
. Consumer Loan Discounts . . . . . . . . . . . 6130.01
. Revenue Recognition From Finance

Charges . . . . . . . . . . . . . . . . . . . . . . . . . . .6130.02
. Service Charges. . . . . . . . . . . . . . . . . . . . .6130.03
. Zero Coupon Bonds . . . . . . . . . . . . . . . . . 5100.31

INTEREST REVENUE
. Confirmation of Receivables. . . . . . . . . .8340.03
. Zero Coupon Bonds . . . . . . . . . . . . . . . . . 5100.31

INTERIM FINANCIAL STATEMENTS
. Audit Strategy. . . . . . . . . . . . . . . . . . . . . . .8200.07
. Condensed . . . . . . . . . . . . . . . . . . . . . . . . . 1900.01
. . Form and Content . . . . . . . . . . . . . . . . . 1900.01
. . Reporting Framework . . . . . . . . . . . . . . 1900.01
. Earnings Per Share . . . . . . . . . . . . . . . . . . 5500.03
. Effective Date of Statement on Auditing

Standards . . . . . . . . . . . . . . . . . . . . . . . . . 8100.02
. Recognition and Measurement . . . . . . . 1900.01
. Restatement for Consolidation . . . . . . . 9100.02
. Supplementary Information . . . . . . . . . . 9170.02;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9180.01

INTERNAL CONTROL
. Assessing Control Risk . . . . . . . . . . . . . . 8200.10
. Assessing Inherent Risk . . . . . . . . . . . . . .8200.09
. Audit Sampling . . . . . . . . . . . . . . . . . . . . . . 8220.01
. Cash Control of Vending Machines . . . .8200.02
. Deficiencies . . . . . . . . . . . . . . . . . . . . . . . . .8200.15
. Documentation . . . . . . . . . . . . . . . . . . . . . . 8200.13
. Inadequate . . . . . . . . . . . . . . . . . . . . . . . . . .9130.07
. Ineffective . . . . . . . . . . . . . . . . . . . . . . . . . . 8200.11
. Inventories in Public Warehouse . . . . . . 8320.06
. Material Weakness . . . . . . . . . . . . . . . . . . 8200.10
. Operating Effectiveness . . . . . . . . 8200.05–.06;

. . . . . . . . . . . . . . 8200.08; 8200.10; 8200.13
. Reliability . . . . . . . . . . . . . . . . . . . . . . . . . . . 8220.01
. Walkthroughs . . . . . . . . . 8200.11–.12; 8200.14

INTERNAL CONTROL REPORTS
. Broker-Dealers . . . . . . . . . . . . . . . . . . . . . . 6980.01

INTERNATIONAL STANDARDS ON AUDITING

INVENTORIES
. Average Cost Method for

Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . .2140.11
. Base Stock Method. . . . . . . . . . . . . . . . . .2210.08
. Beginning Inventory Not Observed . . . 9080.04;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9100.02
. Cattle. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2210.06
. Charter Airplanes. . . . . . . . . . . . . . . . . . . .2140.04
. Classification of Slow-Moving

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . 2140.13
. Coal Pile Quantity . . . . . . . . . . . . . . . . . . . 8320.04
. Contributed . . . . . . . . . . . . . . . . . . . . . . . . . 6140.06
. Depreciation Included in Overhead . . . .5210.02
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INVENTORIES—continued
. Different Pricing Methods for Parent and

Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . .1400.23
. Direct Financing . . . . . . . . . . . . . . . . . . . . . 1300.16
. FIFO—See First-In, First-Out
. GAAP Departures. . . . . . . . . . . . . . . . . . . .9130.10
. Grain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.04
. LIFO—See Last-In, First-Out
. Meat Packer . . . . . . . . . . . . . . . . . . . . . . . . 2140.06
. Not-for-Profit Entities. . . . . . . . . . . . . . . . .6140.01
. Observation Before Year-End . . . . . . . . 8320.01;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8320.05
. Obsolescence . . . . . . . . . . . . 2140.02; 2140.12;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8320.02
. Overhead—See Overhead
. Parts Inventories . . . . . . . . . . . . . . . . . . . . 8320.02
. Perpetual Records . . . . . . . . . 8320.01; 8320.05
. Precious Metals Used in

Manufacturing . . . . . . . . . . . . . . . . . . . . . 2140.08
. Purchase Commitment Losses . . . . . . . 3500.04
. Purchase From Stockholder . . . . . . . . . .8320.03
. Reliance on State Inspectors . . . . . . . . . 9120.04
. Replacement Parts . . . . . . . . . . . . . . . . . . 2140.12
. Restaurant Dishes . . . . . . . . . . . . . . . . . . . 2210.08
. Scope Limitations . . . . . . . . . 9080.04; 9130.10
. Silver . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8320.06
. Standard Cost . . . . . . . . . . . . . . . . . . . . . . 2140.09
. Statements Using Differing

Methods . . . . . . . . . . . . . . . . . . . . . . . . . . 9110.01
. Stored in Public Warehouse . . . . . . . . . . 8320.06
. Trade-Ins. . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.01
. Valuation for a Not-for-Profit Scientific

Entity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.01
. Warehousing Costs . . . . . . . . . . . . . . . . . . 2140.01

INVESTMENT COMPANIES
. Accrued Income When Using the Liquidation

Basis of Accounting . . . . . . . . . . . . . . . .6910.43
. Allocation of Unrealized Gain (Loss),

Recognition of Carried Interest, and Clawback
Obligations . . . . . . . . . . . . . . . . . . . . . . . . 6910.29

. Application of the Notion of Value Maximization
for Measuring Fair Value of Debt and
Controlling Equity Positions . . . . . . . . .6910.34

. Applying the Financial Statement Reporting
Requirements in FASB ASC 946-205-45-1
When an Investment Company Presents a
Stub Period . . . . . . . . . . . . . . . . . . . . . . . 6910.40

. Assessing Control When Measuring Fair
Value. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6910.35

. Boxed Investment Positions in the Condensed
Schedule of Investments of Nonregistered
Investment Partnerships. . . . . . . . . . . .6910.16

. Business Combinations . . . . . . . . . . . . . . 6910.33

. Considering the Length of Time It Will Take an
Investment Company to Liquidate Its Assets
and Satisfy Its Liabilities When Determining If
Liquidation Is Imminent . . . . . . . . . . . . . 6910.37

. Continual Offer of Interests. . . . . . . . . . .6910.24

. Deferral and Amortization of Offering Costs
Incurred . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.23

INVESTMENT COMPANIES—continued
. Determinants of Net vs. Gross Presentation of

Security Purchases and Sales/Maturities in
the Statement of Cash Flows of a
Nonregistered Investment
Company. . . . . . . . . . . . . . . . . . . . . . . . . .6910.26

. Determining If Liquidation Is Imminent When the
Only Investor in an Investment Company
Redeems Its Interest . . . . . . . . . . . . . . . 6910.38

. Determining Whether Loan Origination Is a
Substantive Activity When Assessing Whether
an Entity Is an Investment
Company. . . . . . . . . . . . . . . . . . . . . . . . . .6910.36

. Disclosure Requirements When Comparative
Financial Statements of Nonregistered
Investment Partnerships Are
Presented . . . . . . . . . . . . . . . . . . . . . . . . . 6910.19

. Investment in an Issuer When One or More
Securities and/or Derivative Contracts Are
Held . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.18

. Long and Short Positions . . . . . . . . . . . . 6910.17

. Omitting a Statement of Cash
Flows . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.25

. Presentation of Purchases and Sales/Maturities
of Investments. . . . . . . . . . . . . . . . . . . . .6910.20

. Presentation of Reverse Repurchase
Agreements . . . . . . . . . . . . . . . . . . . . . . . 6910.22

. Presentation of Stub Period Information by an
Investment Company. . . . . . . . . . . . . . .6910.39

. Presenting Financial Highlights Under the
Liquidation Basis of Accounting for an
Investment Company. . . . . . . . . . . . . . .6910.42

. Recognition of Premiums/Discounts on Short
Positions in Fixed-Income
Securities . . . . . . . . . . . . . . . . . . . . . . . . . 6910.21

. Reporting Requirements When Investors in
Unitized Nonregistered Funds Are Issued
Individual Classes or Series of
Shares . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.28

. Requirement to Present a Statement of Cash
Flows . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.25

. Responsibility to Audit Dividend
Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.02

. Separation of Final-Period Financial Statements
Between Going Concern and Liquidation
Periods . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.41

. Treatment of Deferred Fees . . . . . . . . . . 6910.27

INVESTMENT TAX CREDIT—See Taxes

INVESTMENTS
. Allocations Testing in Electronic

Environment . . . . . . . . . . . . . . . . . . . . . . . 6933.02
. Allocations Testing of Investment Earnings

When Type 2 SSAE No. 16 Report is
Available . . . . . . . . . . . . . . . . . . . . . . . . . . 6935.02

. Alternative . . . . . . . . . . . . . . . . 2220.19; 2220.27

. Audit Evidence—See Securities

. Brokerage Accounts . . . . . . . . . . . . . . . . . 6932.05

. Categorization for Disclosure
Purposes. . . . . . . . . . . . . . . . . . . . . . . . . .2220.26
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INVESTMENTS—continued
. Common Collective Trust Fund or Master Trust

That Holds Fully Benefit-Responsive
Investment Contracts . . . . . . . . . . . . . . 6931.09

. Common Stock Dividends Received in Form of
Preferred Stock. . . . . . . . . . . . . . . . . . . .2120.06

. Computation of Net
Appreciation/Depreciation . . . . . . . . . . 6931.01

. Consolidated Statements—See Consolidated
Financial Statements

. Control of Investee . . . . . . . . . . . . . . . . . . 2220.01

. Determining Fair Value . . . . . . . . . . . . . . . 2220.27

. Disclosure Requirements . . . . . . . . 6910.30–.32

. Employee Benefit Plans—See Employee
Benefit Plans

. Equity Method—See Equity Method

. Evaluation of Capital Investments in Credit
Unions . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6995.02

. Held by Fund-Raising Foundations—Unrealized
Gains and Losses . . . . . . . . . . . . . . . . . . 6400.42

. Insurance on Debtor . . . . . . . . . . . . . . . . . 2240.04

. Intercompany Profits. . . . . . . . . . . . . . . . .2220.08

. Investee Fund. . . . . . . . . . . . . . . . . . .6910.30–.32

. . 5 Percent Test

. Investment Contracts, Defined . . . . . . . 6931.08

. Investment Partnerships . . . . . . . . . 6910.30–.32

. Joint Operating Agreement . . . . . . . . . . .6400.33

. Joint Ventures—See Joint Ventures

. Limited-Scope Audit on Portion of Employee
Benefit Plan . . . . . . . . . . . . . . . . . . . 6934.01–.04

. Losses in Excess of Investment . . . . . . 2220.12

. Management Fee Changes . . . . . . . . . . . 6300.27

. Master Trust Arrangements . . . . . . . . . . 6931.11

. Measured at Fair Value. . . . . . . . . . . . . . .2220.18

. Minority Interest—See Minority Interest

. Nonredeemable Interests . . . . . . . . . . . . 2220.27

. Not-for-Profit Entity’s Additional Investment in
For-Profit Entity . . . . . . . . . . . . . . . . . . . . 6400.25

. Redeemable Interests . . . . . . . . . . . . . . . 2220.27

. Return Rights . . . . . . . . . . . . . . . . . . . . . . . 6300.34

. Sale of Real Estate Held by Employee Benefit
Plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6931.03

. Sale to Minority Stockholder . . . . . . . . . 5100.36

. Schedule of Assets (Held at End of Year),
Netting of . . . . . . . . . . . . . . . . . . . . . . . . . 6932.09

. Tax Basis Accounting—Use of Equity
Method. . . . . . . . . . . . . . . . . . . . . . . . . . . .2220.17

. Types Subject to FASB ASC 962 . . . . . 6931.08

IRREGULARITIES—See Fraud and
Irregularities

ISSUE COST
. Withdrawn Public Offering . . . . . . . . . . . .4110.07

J

JOINT VENTURES
. Cash Distribution . . . . . . . . . . . . . . . . . . . . 2220.15
. Equity Method . . . 2220.03; 2220.05; 2220.15
. Health Care Entities . . . . . . . . . . . . . . . . . 6400.33
. Joint Operating Agreement . . . . . . . . . . .6400.33

JOINT VENTURES—continued
. Limited Life Venture . . . . . . . . . . . . . . . . . 9080.02
. Real Estate . . . . . . . . . . . . . . . . . . . . . . . . . 2220.12
. Unclassified Balance Sheet . . . . . . . . . . 1100.03

JUDGMENT
. Sample Size . . . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Use of Other Auditors’ Work When They Are Not

Independent . . . . . . . . . . . . . . . . . . . . . . . 9120.06

L

LAND
. Golf Course Depreciation . . . . . . . . . . . . 5210.05
. Ski Slopes . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.07

LANDFILL RIGHTS
. Classification in Balance Sheets . . . . . . 6700.10

LAST-IN, FIRST-OUT
. Disclosure of LIFO Reserve . . . . . . . . . . 2140.14
. Inventory Method . . . . . . . . . . 1400.23; 2140.11

LAUNDROMATS
. Control of Cash Receipts . . . . . . . . . . . . 8200.02

LAWYERS
. Audit Inquiry Not Sent. . . . . . . . . . . . . . . .8340.10
. Inquiry on Insurance Claims . . . . . . . . . . 8340.09
. Issuance of Capital Stock . . . . . . . . . . . . 4110.02
. Legal Fees—See Legal Fees
. Out-of-Pocket Costs . . . . . . . . . . . . . . . . . 2130.05

LEASEHOLD IMPROVEMENTS
. Accounting for . . . . . . . . . . . . . . . . . . . . . . 5210.09
. Amortization and Depreciation . . . . . . . 5600.14
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . 5210.09
. Lease Term . . . . . . . . . . . . . . . . . . . . . . . . . 5600.15

LEASES
. Accounting for a Trial Period . . . . . . . . . 5290.06
. Accounting for Subleases . . . . . . . . . . . . 5600.04
. Accounting for Terms . . . . . . . . . . . 5600.07–.09
. Asset Ownership Verification . . . . . . . . . 8330.02
. Capital—See Capital Leases
. Classification of Rental Revenue . . . . . . 5100.16
. Deposits on Equipment . . . . . . . . . . . . . . 3100.03
. Effect of Sales Taxes on Minimum Lease

Payments . . . . . . . . . . . . . . . . . . . . . . . . . 3200.11
. Operating—See Operating Leases
. Percentage of Sales Leases . . . . . . . . . 9110.03

LEGAL FEES
. Defense Costs . . . . . . . . . . . . . . . . . . . . . . 2260.03
. Employee Defalcation. . . . . . . . . . . . . . . .9070.03
. Stock Issuance Costs . . . . . .4110.01; 4110.03
. Treasury Stock Acquisition Costs . . . . . 4110.09

LEGAL REQUIREMENTS
. Exchange of Common Stock for

Preferred. . . . . . . . . . . . . . . . . . . . . . . . . .4230.02
. Impairment of Legal Capital . . . . . . . . . 2210.18;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4120.03

LETTERS OF CREDIT
. Disclosure Requirement. . . . . . . . . . . . . .3500.05
. Payment Guarantees . . . . . . . . . . . . . . . . 3500.02
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LIABILITIES
. Amortization of Premium or Discount on

Investment Securities With an Early Call
Date . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.16

. Classification of Convertible Debt. . . . .1100.14

. Contingent—See Contingent Liabilities

. Current—See Current Liabilities

. Debt in Violation of Agreement . . . . . . . 3200.13

. Deferred Compensation Contract . . . . .5230.06

. Disclosure of Covenant Violation and
Subsequent Bank Waiver . . . . . . . . . . . 3200.17

. "Excess of Loss" Medical Insurance for
Employees . . . . . . . . . . . . . . . . . . . . . . . . 3100.09

. Level of Aggregation Determined by Insurance
Companies . . . . . . . . . . . . . . . . . . . . . . . . 6300.10

. Loan Against Insurance . . . . . . . . . . . . . . 2240.01

. Losses of Investees . . . . . . . . . . . . . . . . . 2220.12

. Negative Amortization in Cash Flows
Statement . . . . . . . . . . . . . . . . . . . . . . . . . 1300.22

. Noncurrent—See Noncurrent Liabilities

. Offsetting Against Cash Surrender Value of Life
Insurance . . . . . . . . . . . . . . . . . . . . . . . . . 5230.09

. Offsetting Limited Use Assets Against Related
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.19

. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09

. Presentation at Current
Amounts . . . . . . . . . . . . . . . . . . . . . . . . . . 1600.04

. Revolving Line of Credit . . . . . . . . . . . . . .3200.12

. Timber Purchase Contracts . . . . . . . . . . 3500.01

. Unclassified Balance Sheet . . . . . . . . . . 1100.03

. Unremitted Withholding Taxes . . . . . . . . 9070.01

LIFE ESTATES—See Estates

LIFE INSURANCE—See Insurance

LIMITED PARTNERSHIPS
. Income Allocation . . . . . . . . . . . . . . . . . . . 7200.08

LIMITED SCOPE—See Scope Limitations

LIQUIDATION
. Basis of Accounting. . . . . . . . . . . . . . . . .6910.43;

. . . . . . . . . . . . . . . . . . . . 6931.18–.30; 9110.14
. Considering the Length of Time It Will Take an

Investment Company to Liquidate Its Assets
and Satisfy Its Liabilities When Determining If
Liquidation Is Imminent . . . . . . . . . . . . . 6910.37

. Determining If Liquidation Is Imminent When the
Only Investor in an Investment Company
Redeems Its Interest . . . . . . . . . . . . . . . 6910.38

. Financial Statement Format . . . . . . . . . . 9110.14

. Presenting Financial Highlights Under the
Liquidation Basis of Accounting for an
Investment Company. . . . . . . . . . . . . . .6910.42

. Separation of Final-Period Financial Statements
Between Going Concern and Liquidation
Periods for Certain Investment Companies
That Liquidate Over a Short Period of
Time . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.41

LITIGATION
. Co-Owners in Divorce Suit. . . . . . . . . . . .9060.06
. Defense Costs . . . . . . . . . . . . . . . . . . . . . . 2260.03

LITIGATION—continued
. Disclosure of Possible Suit . . . . . . . . . . . 3400.01
. Inquiry Not Sent . . . . . . . . . . . . . . . . . . . . . 8340.10
. Patent Infringement. . . . . . . . . . . . . . . . . .2260.03

LOANS
. Application of FASB ASC 310-30—See FASB

ASC 310-30
. Amortization of Premium or Discount on

Investment Securities With an Early Call
Date . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.16

. Applicability of FASB ASC 460 to Loan
Guarantees . . . . . . . . . . . . . . . . . . . 6400.45–.46

. Classification of Convertible
Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1100.14

. Consumer Loan Discounts . . . . . . . . . . . 6130.01

. Demand Loans to Shareholders . . . . . . 5220.06

. Determining Whether Loan Origination Is a
Substantive Activity When Assessing Whether
an Entity Is an Investment
Company. . . . . . . . . . . . . . . . . . . . . . . . . .6910.36

. Disclosure of Contractual
Maturities . . . . . . . . . . . . . . . . . . . . . . . . . 6130.05

. Disclosure of Five-Year Maturities on Long-Term
Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.15

. Disclosure of Restrictive Covenants. . .3500.06

. Employee Benefit Plans—See Employee
Benefit Plans

. Finance Companies. . . . . . . . . . . . . . . . . .6130.02

. Foreign—See Foreign Loans

. Hospital as Guarantor of Indebtedness of
Others . . . . . . . . . . . . . . . . . . . . . . . . 6400.45–.46

. Interest Costs on Loans From
Parent . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.25

. Participant—See Employee Benefit Plans

. Revolving Line of Credit . . . . . . . . . . . . . .3200.12

. Service Charges. . . . . . . . . . . . . . . . . . . . .6130.03

. Stockholder’s Assets Used to Repay Corporate
Loan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4230.03

. Violation of Agreement . . . . . . . . . . . . . . 3200.13;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.17;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9080.13

LOGGING—See Timber

LOSSES
. Allowances for Estimated Losses. . . . .5100.04
. Expected Losses . . . . . . . . . . . . . . . . . . . . 5260.01
. Effect on Income Statement Title . . . . . 1200.04
. Foreign Currency Transaction—Capitalizing as

Cost of Asset . . . . . . . . . . . . . . . . . . . . . .2210.27
. Fund-Raising Foundations, Investments Held

by . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.42
. Fund-Raising Foundations, Unrealized Losses

on Investments . . . . . . . . . . . . . . . . . . . . 6400.42
. Insurance Companies . . . . . . . . . . . . . . . .6300.11
. Investment Partnerships, Unrealized

Losses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6910.29
. Natural Disasters . . . . . . . . . . . . . . . . . . . .9070.05
. Purchase Commitments . . . . . . . . . . . . . 3500.04
. Real Estate Venture. . . . . . . . . . . . . . . . . .2220.12
. Uncollectible Accounts—See Uncollectible

Accounts

©2017, AICPA LOS



640 AICPA Technical Questions and Answers

M

MAINTENANCE COSTS
. Ski Slope . . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.07

MANAGEMENT
. Responsibility for Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .9080.06

MARKET VALUE
. Revaluation of Assets . . . . . . . . . . . . . . . .2210.18

MATERIALITY
. Change in Amortization Method . . . . . . 5220.05
. Determining Component Materiality . . .8800.18
. Inventories in Public Warehouse . . . . . . 8320.06
. Nonexempt Transactions. . . . . . . . . . . . .6933.04
. Purchase Commitment Losses . . . . . . . 3500.04
. Reporting on New York State Medicaid Cost

Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03
. Use of Component Materiality . . . . . . . . 8800.23

MEASUREMENT
. Grain Inventory . . . . . . . . . . . . . . . . . . . . . . 9120.04
. Purchase Commitment Losses . . . . . . . 3500.04

MEAT PACKERS
. Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . 2140.06

MEDICAID
. Cost Reports—See Medicaid Cost Reports
. Reporting on Medicaid/Medicare Cost

Reports . . . . . . . . . . . . . . . . . 9110.15; 9510.03
. Voluntary Contribution or Taxation

Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6400.30

MEDICAID COST REPORTS
. Dating and Dual Dating . . . . . . . . . . . . . . 9510.03
. Definitions . . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03
. Illustrations—See Illustrations . . . . . . . . 9510.03
. Independence Requirements . . . . . . . . . 9510.03
. Materiality Considerations. . . . . . . . . . . .9510.03
. Reporting on New York State Department of

Health. . . . . . . . . . . . . . . . . . . . . . . . . . . . .9510.03
. Subsequent Events . . . . . . . . . . . . . . . . . . 9510.03

MEDICARE
. Fees of Hospital-Based Physicians . . . . 6400.04
. Medicare Prescription Drug Improvement and

Modernization Act of 2003. . . . .6931.05–.06
. Prescription Drug Subsidy . . . . . . . 6931.05–.06
. Reporting on Medicaid/Medicare Cost

Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 9110.15

MEMBERSHIPS
. Assessment for Debt Retirement . . . . . 5100.10
. Excise Tax on Dues. . . . . . . . . . . . . . . . . .5100.11
. Life Membership Fees . . . . . . . . . . . . . . . 5100.08
. Revenue Recognition . . . . . . . . . . . . . . . . 6140.02
. Unearned Revenue Classification . . . . . 3600.01

MERGERS—See Business Combinations

MINORITY INTEREST
. Nonreciprocal Transfers . . . . . . . . . . . . . 5100.36

MISSTATEMENTS
. Audit Sampling. . . . . . . . . . . . . . . . . .8220.03–.05

MISSTATEMENTS—continued
. Higher Risk

Accounts—Documentation . . . . . . . . . 8340.16
. Inherent Risk . . . . . . . . . . . . . . . . . . . . . . . . 8200.09
. Tolerable Error . . . . . . . . . . . . . . . . . . . . . . 8220.03

MORTGAGES—See Noncurrent Liabilities

MORTUARIES—See Funeral Directors

MUNICIPALITIES—See State and Local
Governments

MUTUAL FUNDS—See Investment Companies

N

NAME OF FIRM—See Firm Name

NATURAL DISASTERS—See Disasters

NET REALIZED VALUE
. Trade-Ins. . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.01

NET ASSET VALUE
. Adjustment to Last Reported . . . . 2220.21–.22
. Consistent with FASB ASC 946 . . . . . . 2220.20;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2220.22–.23
. Fair Value Based . . . . . . . . . . . . . . . . . . . . 2220.23
. Measuring Fair Value on the Basis

of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2220.18
. Practical Expedient . . . . . . . 2220.18; 2220.21;

. . . . . . . . . . . . . . . . . . . . . . . . 2220.23; 2220.27
. Redemption . . . . . . . . . . . . . . . . . . . . . . . . . 2220.24
. Reporting Entity’s Measurement

Date . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2220.22
. To Calculate Fair Value . . . . . . . . . . . . . . .8800.38

NONCASH TRANSACTIONS
. Classifications of Payments on Equipment

Finance Note . . . . . . . . . . . . . . . . . . . . . . 1300.19

NONCURRENT ASSETS
. Deposit on Equipment to Be

Purchased. . . . . . . . . . . . . . . . . . . . . . . . .2230.02
. Slow-Moving Inventory . . . . . . . . . . . . . . . 2140.13

NONCURRENT LIABILITIES
. Amortization of Placement Fee . . . . . . . 3200.06
. Classification of Convertible Debt. . . . .1100.14
. Classification of Subordinate Debt . . . . 6130.06
. Debt Assumed by Stockholders . . . . . . 4160.01
. Disclosure of Five-Year Maturities on Long-Term

Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.15
. Extinguishment of Debt . . . . . . . . . . . . . . 3200.06
. Interest—See Interest Expense
. Interest Credit Received on Mortgage Loan

Between Interest Dates . . . . . . . . . . . . 2210.01
. Members’ Debt Retirement

Assessment . . . . . . . . . . . . . . . . . . . . . . . 5100.10
. Mortgage Placement Fees . . . . . . . . . . 3200.06;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5100.14
. Notes Payable Exchanged for Cash. . .5220.07
. "Pay Any Day" Loans . . . . . . . . . . . . . . . . .3200.09
. Placement Fee on Extinguished

Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.06
. Refinanced Debt. . . . . . . . . . . . . . . . . . . . .3200.06
. Subordinated Note With Warrants. . . . .4130.03
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NONDISCRETIONARY ASSISTANCE
PROGRAMS

. Assets Held or Transferred. . . . . . . . . . .6140.12

. Beneficiary . . . . . . . . . . . . . . . . . . . . . . . . . .6140.12

. Contributions. . . . . . . . . . . . . . . . . . . . . . . .6140.12

. Donor (Resource Provider) . . . . . . . . . . . 6140.12

. Financial/Nonfinancial Assets . . . . . . . . 6140.12

. Recipient Entity . . . . . . . . . . . . . . . . . . . . . 6140.12

. Transfers . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.12

NONEXEMPT TRANSACTIONS
. Auditor’s Responsibility for

Detection . . . . . . . . . . . . . . . . . . . . . . . . . 6933.03
. Materiality . . . . . . . . . . . . . . . . . . . . . . . . . . 6933.04

NONINSURANCE ENTERPRISES
. Accounting for Property and Casualty

Insurance Arrangements That Limit Insurance
Risk . . . . . . . . . . . . 1200.06–.16; 6300.14–.24

NONMONETARY TRANSACTIONS
. Common Stock Dividends Received in Form of

Preferred Stock. . . . . . . . . . . . . . . . . . . .2120.06
. Transfer of Investment to Minority Stockholder

to Common Stock . . . . . . . . . . . . . . . . . 5100.36

NONPUBLIC ENTERPRISES
. Condensed Financial Statements . . . . . 9080.15
. Disclosure of Lines of Credit

Available . . . . . . . . . . . . . . . . . . . . . . . . . . 3500.07
. Unaudited Financial Statements . . . . . . 9150.04

NONRECIPROCAL TRANSFERS
. Common Stock Dividend Received in Form of

Preferred Stock. . . . . . . . . . . . . . . . . . . .2120.06
. Investment in Exchange for Common

Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5100.36

NONSTATISTICAL SAMPLING
. Audit Risk . . . . . . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Size of Sample . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Substantive Tests . . . . . . . . . . . . . . . . . . . 8220.03
. Tolerable Error . . . . . . . . . . . . . . . . . . . . . . 8220.03

NOT-FOR-PROFIT ENTITIES
. Adoption of FASB ASU No. 2014-02 on

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . .6140.26
. Applicability of FASB ASC 460 to Loan

Guarantees . . . . . . . . . . . . . . . . . . . 6400.45–.46
. Application of FASB ASC 958 . . . . 6140.14–.19
. Bad Debt Losses . . . . . . . . . . . . . . . . . . . . 6140.09
. Compensation for Fund-Raising . . . . . . .6140.22
. Contributions—See Contributions
. Direct Donor Benefit, Costs . . . . . . . . . . 6140.08
. Financial Statements . . . . . . . . . . . . . . . . 6140.23
. Fund-Raising Costs . . . 6140.07–.08; 6140.11;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.20–.21
. Fund-Raising Foundations—See Fund-Raising

Foundations
. Funds—See Fund Accounting
. Health Care Entities—See Health Care Entities
. Hospital as Guarantor of Indebtedness of

Others . . . . . . . . . . . . . . . . . . . . . . . . 6400.45–.46
. Inventory Pricing . . . . . . . . . . . . . . . . . . . . 6140.01
. Membership Dues . . . . . . . . . . . . . . . . . . . 6140.02

NOT-FOR-PROFIT ENTITIES—continued
. Nondiscretionary Assistance

Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6140.12
. Nonfinancial Assets. . . . . . . . . . . . . . . . . .6140.24
. Note on Implementation of FASB ASC

958. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6140.13
. Overhead Allocation . . . . . . . . . . . . . . . . . 6960.12
. Political Action Committees,

Consolidation . . . . . . . . . . . . . . . . . . . . . . 6140.10
. Reclassification of Net Assets . . . . . . . . 6140.23
. Reporting Bad Debt Losses for Not-for-Profit

Entities. . . . . . . . . . . . . . . . . . . . . . . . . . . .6140.09
. Reporting Nonfinancial Assets . . . . . . . .6140.24
. Reporting of Fund-Raising Costs . . . . . .6140.07
. Restrictions on Receivables. . . . . .6140.03–.04
. Soliciting Contributed Services and Time,

Costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.11
. Transfer of Assets as Additional Investment in

For-Profit Entity . . . . . . . . . . . . . . . . . . . . 6400.25
. Transfers From Subsidiary to Minority

Stockholder of Parent . . . . . . . . . . . . . . 6400.26
. Unconditional Promises to Give. . . . . . .6140.25

NOTES PAYABLE—See Noncurrent Liabilities

NOTES RECEIVABLE
. Interest Bearing Exchanged for Non-Interest

Bearing . . . . . . . . . . . . . . . . . . . . . . . . . . . 7400.06
. Interest on Discounted Notes . . . . . . . . 5220.05
. Mortgage Placement Fees . . . . . . . . . . . 5100.14
. Note From Reorganized Debtor. . . . . . .9070.02
. Officer/Shareholder . . . . . . . . . . . . . . . . . 7400.06
. Sales of Area Franchises. . . . . . . . . . . . .6940.01

NOTES TO FINANCIAL STATEMENTS
. Comparative Statements. . . . . . . . . . . . .1100.07
. Disclosure by Nonpublic Entities of Lines of

Credit Available . . . . . . . . . . . . . . . . . . . . 3500.07
. Error Corrections. . . . . . . . . . . . . . . . . . . .1300.11
. Inclusion of Auditor’s Opinion . . . . . . . . . 9080.06
. Investment in Common Collective Trust Fund or

Master Trust That Holds Fully
Benefit-Responsive Investment
Contracts . . . . . . . . . . . . . . . . . . . . . . . . . 6931.10

. Losses of Investees . . . . . . . . . . . . . . . . . 2220.12

. Multiemployer Employee Benefit Plan
Disclosures. . . . . . . . . . . . . . . . . . . . . . . .6931.06

. Noncompetition Agreement With Former
Officer . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2250.06

. Premium Deficits . . . . . . . . . . . . . . . . . . . . 6931.07

. Reconciliation of Items Between Financial
Statements and Form 5500 . . . . . . . . 6932.06

. Relation to Financial Statements . . . . . .9150.08

. Stockholder Agreements. . . . . . . . . . . . .2240.02

O

OFFSET RIGHTS
. Loan Against Insurance . . . . . . . . . . . . . . 2240.01

OIL COMPANIES—See Extractive Industries

OPERATING EFFECTIVENESS
. Expectation . . . . . . . . . . . . . . . . . . . . . . . . . 8200.06
. Testing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8200.05
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OPERATING LEASES
. Accounting for Subleases . . . . . . . . . . . . 5600.04
. Amortization/Depreciation of Leasehold

Improvements . . . . . . . . . . . . . . . . . . . . . 5600.14
. Landlord Incentive Allowance . . . . 5600.16–.17
. Leasehold Improvements and Lease

Term . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5600.15
. Rent Expense and Revenue . . . . . . 5600.10–.13
. Rent Holiday . . . . . . . . . . . . . . . . . . . . . . . . 5600.12
. Rent Increases . . . . . . . . . . . . . . . . . . . . . . 5600.13
. Rental Payments Rebated Against Purchase

Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.33
. Rental Space Increase . . . . . . . . . . . . . . . 5600.11

OPINIONS, AUDITORS’—See Auditors’
Reports

OPTIONS
. Acquisition of Control . . . . . . . . . . . . . . . . 1400.07
. Sale With Repurchase Option. . . . . . . . .6600.03

ORGANIZATION COSTS
. Paid With Capital Stock . . . . . . . . . . . . . . 4110.03

OTHER AUDITORS—See Reliance on Other
Auditors’ Reports

OVERHEAD
. College’s Overhead Allocation . . . . . . . . 6960.12
. Depreciation Included in Inventory . . . . 5210.02
. Standard Cost Inventory Valuation . . . . 2140.09
. Warehousing Costs . . . . . . . . . . . . . . . . . . 2140.01

P

PAID-IN CAPITAL—See Contributed Capital

PARENT COMPANY
. Differing Fiscal Year From

Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . .1400.22
. Inventory Cost Method . . . . . . . . . . . . . . .1400.23
. Issuance of Financial Statements . . . . . 1400.25
. Subsidiaries’ Interest Cost on

Loans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.25
. Translating Foreign Subsidiary’s Retained

Earnings for Consolidation. . . . . . . . . .4200.01

PARTICIPANT LOANS—See Employee Benefit
Plans

PARTNERSHIPS
. Drawings in Excess of Capital . . . . . . . . 7200.01
. Investment—See Investment Companies
. Joint Ventures—See Joint Ventures
. Limited—See Limited Partnerships
. Provision for Income Taxes. . . . . . . . . . .7200.02

PARTS INVENTORIES
. Observation of Inventory . . . . . . . . . . . . . 8320.02

PATENTS
. Infringement Suit Legal Expenses . . . . 2260.03
. License Termination Fee . . . . . . . . . . . . . 5100.20

"PAY ANY DAY" LOANS
. Financial Statement Presentation . . . . . 3200.09

PAYABLES—See Current Liabilities

PENSIONS AND RETIREMENT PLANS
. Depreciation of Real Estate

Investment . . . . . . . . . . . . . . . . . . . . . . . . 6931.04
. New Mortality Tables . . . . . . . . . . . . . . . . 3700.01
. Nongovernmental Employee Benefit Plans

(EBPs) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3700.01
. Nongovernmental Entities That Sponsor

EBPs. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .3700.01
. Postretirement Prescription Drug

Coverage . . . . . . . . . . . . . . . . . . . . . 6931.05–.06
. Securities Held in Street Name . . . . . . . 8310.02

PERCENTAGE OF COMPLETION METHOD
. Investment on Equity Method. . . . . . . . .2220.03
. Long-Term Contracts . . . . . . . . . . . . . . . . 6700.01
. Short-Term Contracts . . . . . . . . . . . . . . . . 6700.01

PERCENTAGE OF SALE LEASES
. Special Audit of Sales . . . . . . . . . . . . . . . 9110.03

PERMANENT DIFFERENCES
. Imputed Interest on Demand Loans . . . 5220.06

PERSONAL FINANCIAL STATEMENTS
. Presentation of Assets at Current Values and

Liabilities at Current Amounts . . . . . . .1600.04
. Social Security Benefits. . . . . . . . . . . . . .1600.03

PERSONNEL FILES
. Access in Employee Benefit Plans

Audits . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6938.03

PLANNING
. Documentation Requirements . . . . . . . . 8220.04

POLITICAL CONTRIBUTIONS—See
Contributions

PRECIOUS METALS
. Inventory Valuation in Manufacturing

Applications . . . . . . . . . . . . . . . . . . . . . . . 2140.08

PREDECESSOR AUDITOR
. Discontinued Operations
. . Audit Documentation Unavailable. . . .8900.04
. . Communication With Auditor . . . . . . . . 8900.03
. . Financial Statements Reported on May

Require Revision . . . . . . . . 8900.06; 8900.10
. . Prior Period Financial Statements . . . 8900.10
. . Significant Procedures

Performed . . . . . . . . . . . . . 8900.05; 9160.14
. Inquiries From Auditor . . . . . . . . . . . . . . . 8900.02
. Management Representations Regarding Prior

Periods Presented . . . . . . . . . . . . . . . . . 8900.11

PREFERRED STOCK—See Capital Stock

PREPAID EXPENSES
. Interest on Discounted Notes . . . . . . . . 5220.05
. Shelf Registration Costs . . . . . . . . . . . . . 4110.10

PREPAID REVENUE—See Unearned Revenue

PRESCRIBED REPORT FORMS
. Auditors’ Opinions . . . . . . . . . . . . . . . . . . . 6950.21
. Report of

Comments/Recommendations. . . . . .6950.21

OPE ©2017, AICPA



Q&A Topical Index 643

PRESENT VALUE
. As Basis of Fair Value Model . . . . . . . . . 9510.01
. Deferred Compensation Contract . . . . .5230.06
. Determination of Capital Lease

Payments . . . . . . . . . . . . . . . . . . . . . . . . . 3200.10
. Imputed Interest Rates. . . . . . . . . . . . . . .3200.10

PRINCIPAL AUDITORS
. Reference to Other Auditors in Accompanying

Information Report . . . . . . . . . . . . . . . . . 9120.07

PRIOR PERIODS
. Changes in Film Impairment

Estimates . . . . . . . . . . . . . . . . . . . . . 6970.01–.02
. Change in Reference to a Departure From the

GAAP From Prior Period to Current Period
Results in Modification of
Report . . . . . . . . . . . . . . 6970.01–.02; 9160.30

. Correction of Error—See Error Correction

. Reclassifying Net Assets . . . . . . . . . . . . .6140.23

. Using Current Auditing Standards for Audits of
Prior Periods . . . . . . . . . . . . . . . . . . . . . . 8100.03

PROGRAMS, AUDIT—See Audit Programs

PROPRIETORSHIPS
. Consolidation With Corporation . . . . . . .1400.02

PROSPECTIVE FINANCIAL STATEMENTS
. Internal and General Use

Distinction . . . . . . . . . . . . . . . . . . . . . . . . .9160.10

PUBLIC WAREHOUSES—See Warehouses

PUBLICLY TRADED COMPANIES
. Unaudited Financial Statements . . . . . . 9150.04

Q

QUALIFIED OPINIONS
. Change in Estimate . . . . . . . . . . . . . . . . . .9030.03
. Departure From GAAP . . . . . 2210.18; 9080.13
. Scope Limitations . . . . . 9080.04; 9130.07–.08

R

RADIO
. Broadcast Time . . . . . . . . . . . . . . . . . . . . . 5100.02

REAL ESTATE
. Commission Received by

Purchaser . . . . . . . . . . . . . . . . . . . . . . . . . 2210.02
. Common Interest Realty Associations—See

Common Interest Realty Associations
. Current-Value Financial Statements That

Supplement Historical-Cost Financial
Statements . . . . . . . . . . . . . . . . . . . . . . . .9110.21

. Full Accrual Method. . . . . . . . . . . . . . . . . .6600.04

. Golf Course Depreciation . . . . . . . . . . . . 5210.05

. Investments . . . . . . . . . . . . . . . . . . . . . . . . .6931.04

. Joint Ventures . . . . . . . . . . . . . . . . . . . . . . . 2220.05

. Losses in Excess of Investment . . . . . . 2220.12

. Recognition of Revenue . . . . . . . . . . . . . . 6600.04

. Release Provisions . . . . . . . . . . . . . . . . . . 6600.04

. Sale by Employee Benefit Plans . . . . . . 6931.03

. Sale With Repurchase Option. . . . . . . . .6600.03

. Title Verification . . . . . . . . . . . . . . . . . . . . . 8330.01

REAL ESTATE COMPANIES
. Brokerage Commissions . . . . . . . . . . . . . 6600.01

REALIZABLE VALUE—See Net Realizable
Value

REALIZATION
. Criteria . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5100.25

RECEIVABLES
. Accounting for Loans With Cash Flow Shortfalls

That Are Insignificant Under FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.21

. Acquired Loans Where Purchase Price Is
Greater Than Fair Value Under FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.19

. Acquired Loans Where Purchase Price Is Less
Than Fair Value Under FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.20

. Acquired Non-Accrual Loans Under FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.13

. Application of FASB ASC 310-30 to Debt
Securities . . . . . . . . . . . . . . . 2130.09; 2130.17

. Application to Cash Flows From Collateral and
Other Sources Under FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.35

. Application to Fees Expected to Be Collected
Under FASB ASC 310-30 . . . . . . . . . . . 2130.34

. Balance Sheet Classification of Certificates of
Deposit . . . . . . . . . . . . . . . . . . . . . . . . . . . 2130.39

. Carrying Over the Allowance for Loan and
Lease Losses (ALLL) Under FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.23

. Certificates of Deposit and FASB ASC
320. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.40

. Certificates of Deposit and FASB ASC
820. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.38

. Commission Income . . . . . . . . . . . . . . . . . 6300.01

. Commitment Letters. . . . . . . . . . . . . . . . .5100.14

. Confirmations—See Confirmations

. Consumer Loans on Non-Accrual Status Under
FASB ASC 310-30 . . . . . . . . . . . . . . . . . 2130.14

. Determining Evidence of Deterioration of Credit
Quality and Probability of Contractual
Payment Deficiency in Accordance With FASB
ASC 310-30 . . . . . . . . . . . . . . . . . . . . . . . 2130.12

. Determining Evidence of Significant Delays and
Shortfalls Relative to FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.11

. Disclosure of Loan Maturities . . . . . . . . 6130.05

. Estimating Cash Flows Under FASB ASC
310-30. . . . . . . . . . . . . . . . . . . . . . . . . . . .2130.28

. Impact on Cash Flows on a Group of Loans
Accounted for as a Pool in Accordance With
FASB ASC 310-30 if There Is a Confirming
Event, and One Loan Is Removed as
Expected . . . . . . . . . . . . . . . . . . . . . . . . . .2130.36

. Impact on Cash Flows on a Group of Loans
Accounted for as a Pool in Accordance With
FASB ASC 310-30 if There Is a Confirming
Event, and One Loan Is Removed From the
Pool, and the Investor Decreases Its Estimate
of Expected Cash Flows . . . . . . . . . . . .2130.37
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RECEIVABLES—continued
. Implications of FASB ASC 310-20-35-11 With a

Restructured or Refinanced Loan Under FASB
ASC 310-30 . . . . . . . . . . . . . . . . . . 2130.29–.30

. Income Recognition for Non-Accrual Loans
Acquired Under FASB ASC
310-30 . . . . . . . . . . . . . . . . . . . . . . . 2130.25–.27

. Instruments Accounted for as Debt Securities
Under FASB ASC 310-30 . . . . . . . . . . . 2130.10

. Loans Held for Sale in Accordance With FASB
ASC 310-30 . . . . . . . . . . . . . . . . . . . . . . . 2130.15

. Loans Reacquired Under Recourse Under FASB
ASC 310-30 . . . . . . . . . . . . . . . . . . . . . . . 2130.18

. Loans to Officers and Directors . . . . . . 7400.06

. Modified Cash Basis Statements . . . . . 8340.11

. Notes. . . . . . . . . . . . . . . . . . . . .5100.14; 9070.02

. Out-of-Pocket Costs . . . . . . . . . . . . . . . . . 2130.05

. Pool Accounting Under FASB ASC
310-30 . . . . . . . . . . . . . . . . . . . . . . . 2130.32–.33

. Treatment of Commercial Revolving Loans
Under FASB ASC 310-30 . . . . . . . . . . . 2130.16

. Uncollectible Accounts—See Uncollectible
Accounts

. Variable Rate Loans and Changes in Cash
Flows and FASB ASC 310-30 . . . . . . . 2130.31

RECORDS
. Audit Sampling . . . . . . . . . . . . . . . . . . . . . . 8220.04

RECORDS, CLIENT—See Client Records
. Audit Sampling . . . . . . . . . . . . . . . . . . . . . . 8220.04

REFUNDS
. Deposits on Leased Equipment. . . . . . .3100.03
. Sales of Area Franchises. . . . . . . . . . . . .6940.01
. Unclaimed . . . . . . . . . . . . . . . . . . . . . . . . . . 6300.03

REGULATORY AGENCIES
. Condensed Financial Statements . . . . . 9080.15
. Internal Control Reports for

Broker-Dealers. . . . . . . . . . . . . . . . . . . . .6980.01
. Statutory Reporting

Requirements . . . . . . . 6950.21–.22; 9110.08

REINSURANCE
. Insurance Companies . . . . . . . . . . . . . . . .6300.12

RELATED PARTIES
. Capitalization of Interest Costs Incurred by

Subsidiary . . . . . . . . . . . . . . . . . . . . . . . . .2210.25
. Demand Loans to Shareholders . . . . . . 5220.06
. Not-for-Profit Entity’s Additional Investment in

For-Profit Entity . . . . . . . . . . . . . . . . . . . . 6400.25
. Timing of Recording Transfers Between Related

Entities. . . . . . . . . . . . . . . . . . . . . . . . . . . .6400.29
. Transfers to Entities Under Common

Control . . . . . . . . . . . . . . . . . . . . . . . . . . . .6400.29

RELIABILITY
. Internal Control . . . . . . . . . . . . . . . . . . . . . .8220.01

RELIANCE ON OTHER AUDITORS’ REPORTS
. Audit Procedures Performed by Predecessor

Audit Who Has Ceased
Operations . . . . . . . . . . . . . . 8900.06; 9160.14

RELIANCE ON OTHER AUDITORS’
REPORTS—continued

. Lack of Independence of Other
Auditors . . . . . . . . . . . . . . . . . . . . . . . . . . .9120.06

. Reference to Other Auditors in Accompanying
Information Report . . . . . . . . . . . . . . . . . 9120.07

. Responsibility to Audit Dividend
Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.02

. Special Audit of Sales . . . . . . . . . . . . . . . 9110.03

REPLACEMENT COST
. Inventory Purchased From

Stockholder . . . . . . . . . . . . . . . . . . . . . . . 8320.03
. LIFO Inventory. . . . . . . . . . . . . . . . . . . . . . .2140.14

REPORTING ON CONTROLS AT A SERVICE
ORGANIZATION

. AU-C Section 402 . . . . . . . . . . . . . . . 9520.04–.26

. Guidance. . . . . . . . .9520.04–.26; 9530.01–.22

. Service Organization Controls (SOC) 1
Engagements . . . 9520.04–.26; 9530.01–.22

. Service Organization Controls (SOC) 2
Engagements . . . . . . . . . . . . . . . . . 9530.01–.22

. Service Organization Controls (SOC) 3
Engagements . . . . . . . . . . . . . . . . . 9530.01–.22

. Statement on Auditing Standards No.
70. . . . . . . . . . . . . . . . . . . . . . . . . . . .9520.04–.26

. Trust Services Principles . . . . . . . . 9530.01–.22

REPORTS, AUDITORS’—See Auditors’ Reports

REPRESENTATION LETTERS
. Effect on Dating and Releasing Auditor’s

Report . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9100.06
. Insurance Claims . . . . . . . . . . . . . . . . . . . . 8340.09

RESEARCH AND DEVELOPMENT
. Sale of Technology . . . . . . . . . . . . . . . . . . 5240.10
. Ski Slopes . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.07

RESERVES
. Uncollectible Accounts—See Uncollectible

Accounts

RESTATEMENTS
. Change From GAAP to Special Purpose

Framework . . . . . . . . . . . . . . . . . . . . . . . . 9030.10
. Change From Indirect Cash Flow Statement in

Prior Year . . . . . . . . . . . . . . . . . . . . . . . . . 1300.20
. Change From Special Purpose Framework to

GAAP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9030.10
. Communication Between Predecessor Auditors

and Auditors. . . . . . . . . . . . . . . . . . . . . . .8900.02

RESTAURANTS
. One-Cent Sales. . . . . . . . . . . . . . . . . . . . . .5100.07
. Valuation of Dishes . . . . . . . . . . . . . . . . . . 2210.08

RETAIL STORES
. Observation of Inventories . . . . . . . . . . . 8320.05
. Supermarket Leases Space to Liquor

Store . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5100.16

RETAINED EARNINGS
. Deficits—See Deficits
. Dividends—See Dividends
. Foreign Currency Translation for

Consolidation . . . . . . . . . . . . . . . . . . . . . . 4200.01
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RETAINED EARNINGS—continued
. Liquidating Dividends Written Off . . . . . 4210.01
. Prior Period Adjustments . . . . . . . . . . . . 1300.11
. Restrictive Covenants. . . . . . . . . . . . . . . .3500.06
. Stock Warrants Reacquired . . . . . . . . . . 4130.03

RETIREMENT PLANS—See Pensions and
Retirement Plans

REVENUE
. Broadcast Time . . . . . . . . . . . . . . . . . . . . . 5100.02
. Cents Off Coupons . . . . . . . . . . . . . . . . . . 3400.04
. City Owned Hospital . . . . . . . . . . . . . . . . . 6400.12
. Commissions—See Commissions
. Contingent Commissions . . . . . . . . . . . . 6300.01
. Discounts—See Discounts
. Excise Tax on Club Dues . . . . . . . . . . . . . 5100.11
. Financing Charges—See Financing
. Franchise Fees—See Franchises
. Interest—See Interest Revenue
. Joint Ventures . . . . . . . . . . . . . 2220.03; 2220.05
. Medicare Fees of Physicians . . . . . . . . . 6400.04
. Members’ Debt Retirement

Assessment . . . . . . . . . . . . . . . . . . . . . . . 5100.10
. Membership Fees . . . . . . . . . 3600.01; 5100.08;

. . . . . . . . . . . . . . . . . . . . 5100.10–.11; 6140.02
. Mortgage Placement Fee . . . . . . . . . . . . 5100.14
. One-Cent Sales. . . . . . . . . . . . . . . . . . . . . .5100.07
. Operating Leases—See Operating Leases
. Overhead Allocation of Colleges . . . . . . 6960.12
. Parts Completed Not Shipped . . . . . . . .5100.25
. Patient Service Revenue . . . . . . . . . . . . . 6400.47
. Prepaid Funeral Plans. . . . . . . . . . . . . . . .5100.04
. Private Label Sales . . . . . . . . . . . . . . . . . . 5100.28
. Real Estate Sales. . . . . . . . . . . . . . . . . . . .6600.04
. Recognition From Finance

Charges . . . . . . . . . . . . . . . . . . . . . . . . . . .6130.02
. Recognition of Franchise Fees . . . . . . . 6940.02
. Rent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5100.16
. Rental Payments Rebated Against Purchase

Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.33
. Reserve for Insurance Claims . . . . . . . . 6300.04
. Sales Price Based on Percentage of Future

Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . .5100.37
. Service Charges. . . . . . . . . . . . . . . . . . . . .6130.03
. Software Revenue Recognition—See Software

Revenue Recognition
. Termination of Patent License . . . . . . . . 5100.20
. Trade-Ins. . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.01
. Unclaimed Refunds . . . . . . . . . . . . . . . . . . 6300.03
. Unearned Revenue Classification . . . . . 3600.01

REVIEW ENGAGEMENTS
. Supplemental Information . . . . . . . . . . . . 9150.08

REVIEW OF FINANCIAL STATEMENTS
. Basic Statements . . . . . . . . . . . . . . . . . . . 9150.08
. Marking of Pages . . . . . . . . . . . . . . . . . . . 9150.04
. Predecessor Accountant Who Has Ceased

Operations . . . . . . . . . . . . . . . . . . . . . . . . 8900.10
. Supplemental Information . . . . . . . . . . . . 9150.08

REVIEW REPORTS
. Making Reference to. . . . . . . . . . . . . . . . .8800.30
. Management Refuses to Include Disclosure

Related to Adoption of a PCC Accounting
Alternative. . . . . . . . . . . . . . . . . . . . . . . . .9150.33

. Modification of Standard Report to Disclose
Departure From GAAP. . . . . . . . . . . . . .9150.29

. Modification When a Client Adopts a Private
Company Council Accounting
Alternative. . . . . . . . . . . . . . . . . . . . . . . . .9150.32

. Reissuance When Not Independent . . . 9150.20

. Statement of Cash Receipts and
Disbursements . . . . . . . . . . . . . . . . . . . . 9110.07

RISK
. Cash on Deposit in Excess of FDIC-Insured

Limits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2110.06
. Credit Risk Concentration . . . . . . . . . . . . 2110.06
. Financial Instruments . . . . . . . . . . . . . . . . 2110.06
. Inherent Risk . . . . . . . . . . . . . . . . . . . . . . . . 8200.09
. Insurance. . . . . . . .1200.06–.16; 6300.14–.24;

. . . . . . . . . . . . . . . . . . . . . . . . 6300.26; 6300.33
. Sampling . . . . . . . . . . . . . . . . . . . . . . . 8220.03–.05

ROYALTY AGREEMENTS
. Patent License Termination Fee . . . . . . 5100.20

S

SALARY EXPENSE—See Compensation

SALES
. Auto Sales Commissions. . . . . . . . . . . . .1200.01
. Bargain—See Bargain Sales
. Classification of Rental Revenue . . . . . . 5100.16
. Discounts—See Discounts
. Franchises . . . . . . . . . . . . . . . . . . . . . . . . . . 6940.01
. Not-for-Profit Scientific Entity . . . . . . . . . 6140.01
. One-Cent Sales. . . . . . . . . . . . . . . . . . . . . .5100.07
. Option to Repurchase. . . . . . . . . . . . . . . .6600.03
. Parts Completed Not Shipped . . . . . . . .5100.25
. Percentage-of-Sales Rent . . . . . . . . . . . . 9110.03
. Price Based on Future Revenue . . . . . . 5100.37
. Private Label Sales . . . . . . . . . . . . . . . . . . 5100.37
. Real Estate . . . . . . . . . . . . . . . . . . . . . . . . . 6600.04
. Release Provisions . . . . . . . . . . . . . . . . . . 6600.04
. Rental Payments Rebated Against Purchase

Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.33
. Sale and Leaseback—See Leases
. Special Audit of Sales . . . . . . . . . . . . . . . 9110.03

SAMPLING
. Audit—See Audit Sampling
. Nonstatistical—See Nonstatistical Sampling
. Statistical—See Statistical Sampling

SAS No. 70 REPORTS
. Employee Benefit Plans . . . . . . . . . 6933.01–.02
. Initial Audit of Plan, Information From Prior

Years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6933.01
. Investment Allocations Testing in Electronic

Environment . . . . . . . . . . . . . . . . . . . . . . . 6933.02
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SAS No. 70 REPORTS—continued
. Service Organization Standards and

Implementation Guidance. . . . . .9520.01–.26;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9530.04–.22

SCHEDULE OF EXPENDITURES OF FEDERAL
AWARDS

. Different Basis of Accounting Than Financial
Statements . . . . . . . . . . . . . . . . . . . . . . . .9160.27

. Office of Management and Budget Circular
A-133, Audits of States, Local Governments
and Non-Profit Organizations. . . . . . . .9160.27

. Providing an Opinion in Relation to an Entity’s
Financial Statements As a Whole . . . .9160.27

SCHOOLS
. Colleges—See Colleges and Universities

SCOPE LIMITATIONS
. Effects on Auditor’s Opinion . . . . . . . . . . 9130.10
. Employee Benefit Plans—See Employee

Benefit Plans
. Inadequate Internal Control . . . . . . . . . . .9130.07
. Inventories Not Observed . . . . . . . . . . . 9080.04;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9130.02
. Representation Letter Not

Furnished . . . . . . . . . . . . . . . . . . . . . . . . . 9100.06

SECURITIES
. Amortization of Premium or Discount on

Investment Securities With an Early Call
Date . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3200.16

. Amortization of Premium or Discount on Short
Positions in Fixed Income. . . . . . . . . . .6910.21

. Debt Securities—See Statement of Position
03-3

. Early Call Date on Investment
Securities . . . . . . . . . . . . . . . . . . . . . . . . . 3200.16

. Held in Street Name . . . . . . . . . . . . . . . . . 8310.02

SECURITIES AND EXCHANGE COMMISSION
. Employee Benefit Plan Filings—See Employee

Benefit Plans
. Fair Value of Capital Stock . . . . . . . . . . . 4110.03
. Internal Control Reports for

Broker-Dealers. . . . . . . . . . . . . . . . . . . . .6980.01
. Regulation S-X . . . . . . . . . . . . . . . . . . . . . . 1900.01
. Shelf Registration Costs . . . . . . . . . . . . . 4110.10

SECURITIES DEALERS—See Brokerage Firms

SEFA—See Schedule of Expenditures of
Federal Awards

SELLING EXPENSES
. Franchisors . . . . . . . . . . . . . . . . . . . . . . . . . 6940.01
. One-Cent Sales. . . . . . . . . . . . . . . . . . . . . .5100.07
. Prepaid Funeral Plans. . . . . . . . . . . . . . . .5100.04
. Real Estate Broker . . . . . . . . . . . . . . . . . . 6600.01
. Warehousing Costs . . . . . . . . . . . . . . . . . . 2140.01

SERVICE ORGANIZATIONS
. AU-C Section 402 . . . . . . . . . . . . . . . 9520.04–.26
. Definition . . . . . . . . . . . . . . . . . . . . . . . . . . . 9520.04
. Implementation Guidance . . . . . . . 9520.04–.26;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9530.01–.22
. Seal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9530.21

SERVICE ORGANIZATIONS—continued
. Service Organization Controls (SOC) 1

Engagements . . . 9520.04–.26; 9530.01–.22
. Service Organization Controls (SOC) 2

Engagements . . . . . . . . . . . . . . . . . 9530.01–.22
. Service Organization Controls (SOC) 3

Engagements . . . . . . . . . . . . . . . . . 9530.01–.22
. Standards . . . . . . . . . . . . . . . . . . . . . . 9520.04–.26
. Trust Services Principles . . . . . . . . 9530.01–.22

SKI SLOPE
. Development Costs. . . . . . . . . . . . . . . . . .2210.07

SOC 1, 2, AND 3 ENGAGEMENTS—See
Service Organizations

SOCIAL SECURITY BENEFITS
. Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1600.03
. Personal Financial Statements. . . . . . . .1600.03

SPECIAL PURPOSE FINANCIAL STATEMENTS
. Confirmations . . . . . . . . . . . . . . . . . . . . . . . 8340.11

SPECIAL PURPOSE FRAMEWORK
. Change From GAAP . . . . . . . . . . . . . . . . . 9030.10
. Change to GAAP . . . . . . . . . . . . . . . . . . . . 9030.10

SPECIAL REPORTS
. Bank Compliance With Small Business Lending

Fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9110.18
. Cash Basis—See Cash Basis
. Cash Receipts and Disbursements. . . .9110.07
. Comments and Recommendations

Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 6950.21
. Current-Value Financial Statements That

Supplement Historical-Cost Financial
Statements . . . . . . . . . . . . . . . . . . . . . . . .9110.21

. Distribution Limitations . . . . . . . . . . . . . . 9110.13

. Effective Date of AU-C Section 905 in a
Compliance Audit . . . . . . . . . . . . . . . . . . 9110.20

. FDIC Loss Sharing Purchase and Assumption
Transactions. . . . . . . . . . . . . . . . . . . . . . .9110.16

. Modification of Compliance Report To Reflect
Accordance With GAAS. . . . . . . . . . . . .9110.23

. Prescribed Forms . . . . . . . . . . . . . . . . . . . 9110.13

. Sales Audit. . . . . . . . . . . . . . . . . . . . . . . . . .9110.03

. Special Purpose Frameworks . . . . . . . . 1300.10

. Statutory Reporting Requirements . . . . 9110.08

. Use of Restricted Alert Language. . . . .9110.22

SSAE No. 16 REPORTS
. Allocations Testing of Investment Earnings

When Type 2 Report is Available . . . . 6935.02
. Audit Procedures When Reports Are Not

Available . . . . . . . . . . . . . . . . . . . . . . . . . . 6935.01
. Employee Benefit Plans . . . . . . . . . 6935.01–.02
. International Application . . . . . . . . . 9520.23–.25
. Service Organization Standards and

Implementation Guidance. . . . . .9520.04–.26;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9530.01–.22

STANDARD COSTS
. Inventory Valuation . . . . . . . . . . . . . . . . . . 2140.09

STATE AND LOCAL GOVERNMENTS
. Bond Issuance for City Owned

Hospital . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.12
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STATE AND LOCAL
GOVERNMENTS—continued

. Compliance Reports—See Compliance
Reports

. Inventory Observed by State
Inspectors. . . . . . . . . . . . . . . . . . . . . . . . .9120.04

. Issuance of Zero Coupon Bonds and Other
Deep Discount Debt. . . . . . . . . . . . . . . .6950.18

. Prescribed Forms—See Prescribed Report
Forms

. Statutory Reporting
Requirements . . . . . . . 6950.21–.22; 9110.08

. Voluntary Contributions or Taxation
Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6400.30

STATEMENT OF CASH FLOWS
. Cash Overdraft Presentation . . . . . . . . . 1300.15
. Change From Indirect Presentation in Prior

Year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1300.20
. Comparative Statements. . . . . . . . . . . . .1300.03
. Direct Financing Transaction. . . . . . . . .1300.16;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1300.21
. Direct Method . . . . . . . . . . . . . . . . . . . . . . . 1300.17
. Direct vs. Indirect Method . . . . . . . . . . . .1300.20
. Disclaimer of Opinion . . . . . . . . . . . . . . . . 9080.04
. Equipment Finance Note Payments . . . 1300.19
. Negative Amortization of Long-Term

Debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1300.22
. Omitted From Financial Statement . . . 1300.05;

. . . . . . . . . . . . . . 1300.10; 1300.17; 6910.25
. Operating Leases, Landlord Incentive

Allowance . . . . . . . . . . . . . . . . . . . . . . . . . 5600.17
. Prior Period Adjustments . . . . . . . . . . . . 1300.11
. Purchase of Inventory. . . . . . . . . . . . . . . .1300.16
. Purchases and Sales/Maturities of

Investments . . . . . . . . . . . . . . . . . . . . . . . 6910.20

STATEMENT OF FINANCIAL POSITION—See
Balance Sheet

STATEMENT OF INCOME—See Income
Statement

STATEMENT OF STOCKHOLDERS’ EQUITY
. Disclosure of Changes . . . . . . . . . . . . . . .9160.24

STATEMENTS ON AUDITING STANDARDS
. Effective Date . . . . . . . . . . . . . . . . . . 8100.01–.02
. Using Current Auditing Standards for Audits of

Prior Periods . . . . . . . . . . . . . . . . . . . . . . 8100.03

STATISTICAL SAMPLING
. Rental Assets Verification . . . . . . . . . . . . 8330.02

STATUTORY REPORTING REQUIREMENTS
. Auditor’s Report . . . . . . . . . . . . . . . . . . . . . 9110.08

STOCK DIVIDENDS AND STOCK SPLITS
. Common Stock Dividend Received in Form of

Preferred Stock. . . . . . . . . . . . . . . . . . . .2120.06
. Dividend Decreases Market Price. . . . .4150.02
. Earnings Per Share . . . . . . . . . . . . . . . . . . 5500.15

STOCK OPTIONS AND STOCK PURCHASE
PLANS

. Stockholder Agreements. . . . . . . . . . . . .2240.02

STOCKHOLDERS’ EQUITY
. Capital Appropriations . . . . . . . . . . . . . . . 5100.10
. Contributed Capital—See Contributed Capital
. Default on Stock Subscription

Agreement . . . . . . . . . . . . . . . . . . . . . . . . 4110.11
. Deficit From Purchase of Treasury

Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2210.18
. Exchange of Common Stock for

Preferred. . . . . . . . . . . . . . . . . . . . . . . . . .4230.02
. Minority Interest—See Minority Interest
. Subordinated Debt. . . . . . . . .4130.03; 6130.06

STOCKHOLDERS/OWNERS
. Agreements With Corporation . . . . . . . . 2240.02
. Exchange of Common Stock for

Preferred. . . . . . . . . . . . . . . . . . . . . . . . . .4230.02

STUB PERIOD
. Applying the Financial Statement Reporting

Requirements in FASB ASC 946-205-45-1
When an Investment Company Presents a
Stub Period . . . . . . . . . . . . . . . . . . . . . . . 6910.40

. Presentation of Stub Period Information by an
Investment Company. . . . . . . . . . . . . . .6910.39

SUBSEQUENT EVENTS
. Auditor Responsibilities for . . . . . . 8700.02–.03
. Decline in Market Value of Assets after the

Balance Sheet Date . . . . . . . . . . . . . . . . 9070.06
. Defalcation Discovery. . . . . . . . . . . . . . . .9070.03
. Disclosure of . . . . . . . . . . . . . . . . . . . . . . . .1500.07
. Evaluation of . . . . . . . . . . . . . . . . . . . . . . . . 1500.07
. Liquidity Restrictions . . . . . . . . . . . . . . . . 1100.15
. Losses From Natural Disasters . . . . . . .9070.05
. Note From Reorganized Debtor. . . . . . .9070.02
. Relative to a Conduit Debt Obligor . . . . 8700.03
. Reporting on New York State Medicaid Cost

Reports . . . . . . . . . . . . . . . . . . . . . . . . . . . 9510.03
. Tax Penalties . . . . . . . . . . . . . . . . . . . . . . . .3100.04
. Unremitted Withholding Taxes . . . . . . . . 9070.01

SUBSIDIARIES—See Affiliated Companies

SUBSTANTIVE TESTS
. Audit Sampling . . . . . . . . . . . . . . . . . . . . . . 8220.01
. Nonstatistical Sampling . . . . . . . . . . . . . . 8220.03
. Risk of Misstatements . . . . . . . . . . . . . . . 8220.03
. Sampling Risk . . . . . . . . . . . . . . . . . . . . . . . 8220.03
. Tests of Details . . . . . . . . . . . . . . . . . . . . . 8220.01

SUCCESSOR AUDITOR
. Communication With Predecessor Auditor Who

Has Ceased Operations . . . . . . . . . . . . 8900.03
. Financial Statements Reported on by

Predecessor May Require
Revision . . . . . . . . . . . . . . . . . 8900.06; 8900.10

. Inquiries of Predecessor . . . . . . . . 8900.02–.10;
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9160.14

. Prior Period Financial Statements Reported on
by Predecessor . . . . . . . . . . 8900.10; 9160.26

. Responsibilities . . . . . . . 8900.03–.10; 9160.14

. Significant Procedures Performed by
Predecessor . . . . . . . . . . . . .8900.05; 9160.14

. Unavailability of Predecessor Auditor’s Audit
Documentation . . . . . . . . . . . . . . . . . . . . 8900.04
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SUPERVISION
. Documentation Requirements . . . . . . . . 8220.04

SUPPLEMENTAL FINANCIAL INFORMATION
. Compilation Engagement . . . . . . . . . . . . 9150.08
. Reference to Other Auditors in

Report . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9120.07
. Review Engagement . . . . . . . . . . . . . . . . . 9150.08
. Schedule of Confirmation Results. . . . .8340.16
. Written Confirmations, Retention of . . . 8340.16

SYSTEMATIC AND RATIONAL ALLOCATION
. Expense Recognition Principle. . . . . . . .2210.15

T

TAX ALLOCATION
. Application of FASB Interpretation

No. 48. . . . . . . . . . . . . . . . . . . . . . . .5250.14–.15
. Expected Loss on Contract . . . . . . . . . . 5260.01

TAX-EXEMPT ENTITIES—See Not-for-Profit
Entities

TAXES
. Capitalized During Construction . . . . . . 2210.07
. Contributions to Certain Nonprofit Scholarship

Funding Organizations. . . . . . . . . . . . . .5700.01
. Different Fiscal Year for Financial

Reporting . . . . . . . . . . . . . . . . . . . . . . . . . 9160.21
. Excise Tax on Club Dues . . . . . . . . . . . . . 5100.11
. Medicaid Taxation Programs . . . . . . . . . 6400.30
. Other Than Income Taxes . . . . . . . . . . . . 5250.14
. Partners’ Income Taxes . . . . . . . . . . . . . . 7200.02
. Penalties. . . . . . . . . . . . . . . . . . . . . . . . . . . .3100.04
. Proprietorship-Corporation Consolidated

Statements . . . . . . . . . . . . . . . . . . . . . . . .1400.02
. Sales Tax on Minimum Lease

Payments . . . . . . . . . . . . . . . . . . . . . . . . . 3200.11
. Uncertain Tax Positions . . . . . . . . . . . . . . 5250.15
. Unremitted Withholding Taxes . . . . . . . . 9070.01
. Valuation of Capital Stock . . . . . . . . . . . . 4230.02

TELEVISION
. Broadcast Time . . . . . . . . . . . . . . . . . . . . . 5100.02

TERMINOLOGY
. Audit Sampling . . . . . . . . . . . . . . . . . . . . . . 8220.01
. Beneficiary . . . . . . . . . . . . . . . . . . . . . . . . . .6140.12
. Block Sampling . . . . . . . . . . . . . . . . . . . . . 8220.05
. Certification (Cost Report Opinion) . . . .9510.03
. Common Collective Trust Fund . . . . . . . 6931.09
. Continually Offer Interests. . . . . . . . . . . .6910.24
. Control . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6140.20
. Cost Report Opinion . . . . . . . . . . . . . . . . . 9510.03
. Current Assets . . . . . . . . . . . . . . . . . . . . . . 2140.13
. Depreciation . . . . . . . . . . . . . . . . . . . . . . . . 5210.08
. Donor (Resource Provider) . . . . . . . . . . . 6140.12
. Financially Interrelated Entities . . . . . . . 6140.13;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35
. Finite Insurance . . . . . . . . . . . 1200.07; 6300.15
. Fund-Raising Activities . . . . . . . . . . . . . . . 6140.20
. Haphazard Sampling. . . . . . . . . . . . . . . . .8220.05
. Inherent Risk . . . . . . . . . . . . . . . . . . . . . . . . 8200.09
. Initial Due Diligence Features . . . . . . . . . 2220.27

TERMINOLOGY—continued
. Institutionally Related Foundations . . . 6140.13;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.35
. Investment Contracts . . . . . . . . . . . . . . . . 6931.08
. Joint Operating Agreement . . . . . . . . . . .6400.33
. Leasehold Improvements . . . . . . . . . . . . 5210.09
. Liquidated Damages. . . . . . . . . . . . . . . . .2210.28
. Market Participants . . . . . . . . . . . . . . . . . .2220.27
. Master Trust . . . . . . . . . . . . . . . . . . . . . . . . 6931.11
. Membership Capital . . . . . . . . . . . . . . . . . 6995.02
. Near Term . . . . . . . . . . . . . . . . . . . . . . . . . . 2220.25
. Ongoing Monitoring Features . . . . . . . . .2220.27
. Paid-in Capital . . . . . . . . . . . . . . . . . . . . . . . 6995.02
. Prospective Versus Retroactive

Insurance. . . . . . . . . . . . . . . .1200.11; 6300.19
. Purchase and Assumption . . . . . . . . . . . 9110.16
. Qualified Small Business Lending . . . . . 9110.18
. Random-Number Sampling . . . . . . . . . . . 8220.05
. Recipient Entity . . . . . . . . . . . . . . . . . . . . . 6140.12
. Reunderwriting . . . . . . . . . . . . . . . . . . . . . . 6300.28
. Reverse Repurchase Agreements . . . . 6910.22
. Singular Versus Plural . . . . . . . . . . . . . . . 9160.25
. Systematic Sampling . . . . . . . . . . . . . . . . 8220.05

TESTING
. Operating Effectiveness . . . . . . . . . 8200.05–.06

TIMBER
. Depreciation of Golf Course . . . . . . . . . . 5210.05
. Log Pond Dredging Costs. . . . . . . . . . . .2210.15
. Ski Slope Development . . . . . . . . . . . . . . 2210.07
. Uncertain Timber Commitment . . . . . . . 3500.01

TIRE DEALER
. Observation of Inventory by Auditor . . .8320.05

TRADE-INS
. Sales Discounts . . . . . . . . . . . . . . . . . . . . . 5100.01

TRANSACTIONS
. Audit Tests . . . . . . . . . . . . . . . . . . . . . 8220.01–.02
. Disaggregation of . . . . . . . . . . . . . . . . . . . 8800.39
. Nondiscretionary Assistance

Programs . . . . . . . . . . . . . . . . . . . . . . . . . 6140.12

TREASURY STOCK
. Acquisition Costs . . . . . . . . . . 4110.09; 4120.05
. Impairment of Legal Capital . . . . . . . . . 2210.18;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4120.03
. Major Stockholder Bought Out . . . . . . . 4120.03;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4120.05
. Valuation in Excess of Market Price . . .4120.05

TRUSTS
. Application of FASB ASC 958 . . . 6140.14–.19;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6400.36–.43
. Assets Transferred to Charitable

Trusts . . . . . . . . . . . . . . . . . . . . . . . . 6140.12–.13
. Common Collective—See Employee Benefit

Plans
. Health Care Entities—See Health Care Entities
. Master—See Employee Benefit Plans
. Note on Implementation of FASB ASC

958 . . . . . . . . . . . . . . . . . . . . . 6140.13; 6400.35
. Prepaid Funeral Plans. . . . . . . . . . . . . . . .5100.04
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TRUSTS—continued
. Transfers of Assets to Charitable

Trusts . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6140.12
. VEBA—See Employee Benefit Plans

TUXEDO RENTALS
. Depreciation . . . . . . . . . . . . . . . . . . . . . . . . 5210.04

U

UNAUDITED FINANCIAL STATEMENTS
. Compiled—See Compilation of Financial

Statements
. Dates on Cover . . . . . . . . . . . . . . . . . . . . . 9160.03
. Disclaimers—See Disclaimers of Opinion
. Marking of Pages . . . . . . . . . . . . . . . . . . . 9150.04
. Reviewed—See Review of Financial Statements

UNCERTAINTIES
. Co-Owners in Divorce Suit. . . . . . . . . . . .9060.06
. Going Concern . . . . . . . . . . . . 9150.08; 9080.02
. Unremitted Withholding Taxes . . . . . . . . 9070.01

UNCOLLECTIBLE ACCOUNTS
. Bad Debt Losses of Not-for-Profit

Entities. . . . . . . . . . . . . . . . . . . . . . . . . . . .6140.09
. Out-of-Pocket Costs . . . . . . . . . . . . . . . . . 2130.05
. Requirements for Doubtful Accounts

Allowance . . . . . . . . . . . . . . . . . . . . . . . . . 2130.07
. Subsequent Events . . . . . . . . . . . . . . . . . . 9070.02

UNDERWRITING DEFICITS—See Premium
Deficits

UNEARNED REVENUE
. Classification. . . . . . . . . . . . . . . . . . . . . . . .3600.01
. Franchise Fees . . . . . . . . . . . . . . . . . . . . . . 6940.01
. Funeral Plans . . . . . . . . . . . . . . . . . . . . . . . 5100.04
. Reserve for Insurance Claims . . . . . . . . 6300.04

UNEMPLOYMENT INSURANCE
. Estimated Claims. . . . . . . . . . . . . . . . . . . .3100.01

UNIT OF ACCOUNT
. Identification . . . . . . . . . . . . . . . . . . . . . . . . 2220.19

V

VALUATION
. Appraisal—See Appraisal Value
. Business Combinations—See Business

Combinations
. Fair Value—See Fair Value
. Inventories—See Inventories
. Market—See Market Value
. Meat Packers’ Inventories . . . . . . . . . . . .2140.06
. Notes Payable Exchanged for Cash. . .5220.07

VALUATION—continued
. Obsolete Inventory . . . . . . . . . . . . . . . . . . 2140.02
. Stock Dividends—See Stock Dividends and

Stock Splits
. Trade-Ins. . . . . . . . . . . . . . . . . . . . . . . . . . . .5100.01
. Treasury Stock Purchased in Excess of Market

Price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4120.05
. Write-Ups—See Write-Ups

VARIABLE INTEREST ENTITIES
. As a Component . . . . . . . . . . . . . . . . . . . . 8800.40
. Consolidated Versus Combined Financial

Statements . . . . . . . . . . . . . . . . . . . . . . . .1400.29
. Consolidating . . . . . . . . . . . . . . . . . . . . . . . 1400.31
. Departure From GAAP. . . . . . . . . . . . . . .1400.31;

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9150.29
. Stand-Alone Financial Statements. . . . .1400.30

VENDING MACHINES
. Control of Cash Receipts . . . . . . . . . . . . 8200.02

VENTURES—See Joint Ventures

VOLUNTARY EMPLOYEES’ BENEFICIARY
ASSOCIATION (VEBA)—See Employee
Benefit Plans

VOLUNTARY HEALTH AND WELFARE
ENTITIES—See Not-for-Profit Entities

W

WAREHOUSES
. Inventories in Public Warehouse . . . . . . 8320.06
. Warehousing Costs in Inventory . . . . . . 2140.01

WARRANTS
. Reacquired . . . . . . . . . . . . . . . . . . . . . . . . . 4130.03

WEIGHTED AVERAGE SHARES
. Interim Periods . . . . . . . . . . . . . . . . . . . . . . 5500.03

WORKING CAPITAL
. Prior Period Adjustments . . . . . . . . . . . . 1300.11
. Restrictive Covenants. . . . . . . . . . . . . . . .3500.06

WRITE-OFFS
. Film Impairment. . . . . . . . . . . . . . . . .6970.01–.02
. Landfill Rights . . . . . . . . . . . . . . . . . . . . . . . 6700.10
. Uncollectible Accounts. . . . . . . . . . . . . . .2130.05

WRITE-UPS
. Asset Revaluation . . . . . . . . . . . . . . . . . . . 2210.18

Z

ZERO COUPON BONDS
. Accounting Treatment . . . . . . . . . . . . . . . 5100.31
. Amortization of Interest Income . . . . . . 5100.31
. Issuance by Governmental Entity . . . . . 6950.18
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