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pricing inventory, from specific identification to a first-in-first-out method,? or g
change in the method of revenue recognition. A change from an accounting
principle that is not generally accepted to one that is generally accepted is treateq
as an error correction rather than as a change in accounting principle. In addition,
the following are not treated as changes in accounting principles: adoption of ap
accounting principle for transactions that occur for the first time, such as adopting
the leasing standard for a lease when the company has no other lease activities,
and modification or adoption of an accounting principle for transactions or events
that are clearly different from those that have occurred in the past. An accounting
principle may be changed when one of the following two conditions are met: a new
generally accepted accounting standard that requires the change is issued or the
reporting entity can justify that a change to an alternative accounting principle i
preferable (Paragraph 5).

When a newly issued accounting principle requiring a change in accounting
principle does not specify the method of transition to the new statement, the
provisions of SFAS No. 154 should be used when making the transition to the new
statement (Paragraph 6).

Ifit is practicable to apply the retrospective method, a change in accounting
principle is accounted for by using a retrospective application (Block 16) to all
prior periods. The retrospective method is applied in the following manner:;

1. Compute the cumulative effect of changing to the new accounting
method for accounting periods prior to the earliest accounting period
presented and report the impact of the change in the beginning balances %
of assets and/or liabilities affected by the change at the beginning of the &
first accounting period presented (Block 19),

2. Adjust the beginning balance of retained earnings?® in the same@tcount
ing period in which the assets and/or liabilities are adjusted {iRock 20),
and

3. Restate all prior accounting periods presented using period-specific ap-
plication to reflect the impact of the change in individual accounting’
periods presented (Block 21) (Paragraph 7).

The cumulative effect adjustment reported in the earliest period presented is
computed as the difference between what the balances are in assets, liabilities,
and retained earnings using the old method versus what the balances would
have been if the new method had been used prior to the earliest period presented.
The period-specific application is the adjustments to assets, liabilities, equity,
and/or income as a result of applying the new accounting method to a specific
accounting period presented. Only the direct effects (Block 18) of applying the

2 In addition to these examples, FASB Inter-
pretation No. 1 requires that changes in the
computation of the cost elements included in
inventory be treated as a change in account-
ing principle.

3 Different types of organizations, such as
not-for-profit organizations, may use different

terminology or concepts for retained earn-
ings, such as other components of equity or
net assets. Any reference to retained earnings:
in discussion of this material relative to the
retrospective application also applies to these:
other components or concepts.

Chapter 1: Basic Financial Statements 1.1

, i dards, including any effects on tax, should be used when
ek mﬂu;h?egst?'ota;lpecﬁve appﬁcati%n. Indirect effects (Block 17), such as the
?ypljﬂﬁ Ef a change in a bonus in a prior accounting period as a rr_asult qf a‘change
%m'paCtme from a restrospective application of a changed accounting principle, are
. luded in the restrospective application. If the indirect effects are aFtLla]l‘f
" l?:ed__fgr example, the bonus in prior yearsis recomputed and recognized as

t of the change in accounting principle—they are reported in the account-
a

ing period that the change is made (Block 24) (Paragraph 10).

[fit is impracticable to determine the per:iod—spe'ciﬁc impact on prior periods
cented, but the cumulative effect on pnﬂrlpe_r{u_ds can be _cor.nputed._ the
-ve effect adjustment to the assets and liabilities and beginning retained
earnings should be reported as described in 1 and 2 a_hove. H_ow?ver. the restflte—
ment of prior accounting periods using a period-specific apphcai]m} as _rmted in 3
above would not be used, asitis impracticable to make that determination. When
it is impractica Jle to determine the cumu]au}-*e impact (Bluck_lS) f]f a change in
accounting prineiple on prior accounting periods, the change in pnpmple should
be applied 122 prospective manner using t_he earhe?.t date that is prachcah1¢
(Block 22). A typical example of the prospective reporting of a change in account-
ing pruiciple is a change to the lastin, first-out (LIFO) method of reporting
inveniory from another acceptable inventory met_hod. SF:AS _].\!o. 154 provides
mydelines as to when an entity may appl‘:v the ]Inpractlcabihty o_ptlon when
accounting for a change in accounting pnn-::,lple using the retrospective me!:hﬂc_l.
An entity may apply the impracticability option when one of the following criteria
is met:
1. The entity is unable to apply the method after making all reasonable
effort, _
9. The entity cannot independently substantiate assumptions about intent
of management in prior accounting periods, or
3. The entity cannot distinguish information about:
a. Estimates as they relate to availability at the date of the prior period,
and
b. Evidence of circumstances in existence on the dates that amounts
would be measured, reported, or disclosed because the method
requires significant estimates (Paragraph 11).
A change in accounting principle must be justified by .the e;lﬁify making the
change on the basis that an alternative acceptable accounting pri nciple selected is
preferable to the acceptable accounting principle previously u.sed. The preferabil-
ity requirement is satisfied when a new accounting principle is crea‘ged, a pre'fer-
ence is expressed for an existing accounting principle, or an accounting principle
isrejected by the issuance of a new accounting principle by the Boarq. All Dﬂ:lE'I'
types of changes in accounting principles must be justified by 1‘;he entity making
the change. However, it is not acceptable to change an accounting pr}ncmle: fora
single nonrecurring event or for situations that will be terminated or discontinued
(Paragraphs 13 and 14).
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Flowchart and General Discussion

This section of material covers issues related to revenue recognition ar q
income statement presentation issues. APB No. 10 and several related accounting
standards cover issues related to revenue recognition and APB Opinion Nos. 0f

and 30, SFAS No. 144, and related standards cover income statement presentatio .‘:
issues.

APB No. 10 states that revenue is realized at the end of a completed transag:

tion with adequate allowance for bad debts and, unless circumstances indicate.

that collectibility of the receivable is in doubt, the installment method of revenye

recognition is unacceptable. In addition, FASB Concepts Statement No. 5 may be

consulted for additional information about revenue recognition. Concepts Sta

ment No. 5 states that revenue generally is recognized when it has been earned

and realized. Normally, it is assumed that revenue has been realized when items B

such as merchandise have been exchanged for cash or claims to cash, and.

revenue has been earned when substantially all activities to earn the revenué have

been accomplished (Paragraph 83). Additional revenue recognition isties ;
discussed in SEC SAB No. 101.2 SAB No. 101 covers revenue recopition and
income statement presentation issues and SAB No. 101B specifies the implemen-
tation date for SAB No. 101 to be the fourth quarter of the accoutng period after
December 15, 1999. SAB No. 101A specifies how registrantgshoizld comply with
the revenue recognition accounting and disclosure requiretnents. FASB E i
No. D-85 covers transitional issues related to SAB No. 101. EITF No. D-85 states
that all SEC registered companies must comply with the provisions of SAB
No. 101. Depending upon the situation, transition will have to be made in one of
the following ways: retroactive restatement of prior year's financial statements,
change in accounting principle in accordance with SFAS No. 154 or error correc-
tion in accordance with SFAS No. 154. FASB EITF No. 99-19 also addresses a.
revenue recognition issue. The question addressed in EITF No 99-19 is whether.

an entity
apt or. An entity under the net method, reports revenue for the net amount re-
o 5 m - L]

'c_l,i ed sale, which is the difference between the amounts billed the cus-
il ﬂgzuﬂ?;eamoint paid to a supplier. EITF No. 99-19 states that whether the
tomer
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hould record revenue using a gross or net approach. Unde_r the grct)ﬁs
San entity reports revenue equal to an amount that was billed to the

i d depends on the circumstances. Several indicators of
ok - Iélt?lﬂc;lggttz:ﬁfbe urfed are provided by EITF No. 99-19 2 EITF No. 07-1
g eac?:::oﬂahoraﬁve arrangement is an arrangement where two or more par-
- tojointly participate in an operating activity, suchas th.? develppmentof a
o uter hardware. EITF No. 07-1 discusses how participantsin acollabo-
= ' Compement should report revenue earned and costs incurred from sales to
i Trt?:f The Task Force concluded that EITF No. 99-19 should be used to del-
ﬂiﬂdm]'pn hov;r costs and revenues should be reported. Howew_ar, EITF No. 07-
' t;atthe equity method should not be applied to collal:_-oraﬁv-.? arrangements.
mditinn the party to the collaborative arrangement thatis cigssﬁ]ed as the prin-
fiod m it Should report the transaction on a gross basis. When other au-
cipal p?il;rt; '%::L( n;unling requirements apply to payments rel.ated fo .c-::-llab_nratwe
ﬁ;rramngprnc;ts‘. those requirements should be u§ed. Other issues, including dtl:e
defir =%.o of a collaborative arrangement and disclosure requirements, are dis
= mt‘in Chapter 5. Additional revenue reco gnition issues are a.ddressed in FASB
cﬁ‘?"gqo 00-21. EITF No. 00-21 discusses revenue recognition 1ssues wi:len there
e ulli. le deliverables by the company to its customers, such as multiple prod-
arugpeﬂponnances, or services that may be delivered at different times. (See EITF
'No 00-21 for more details). FASB EITF No. 00-24 COVers revenue reco gn}ulc:n 1ts~
sues related to situations where a company sells equipment with atradﬁdmbng tz; Ef
specified price. The issue is whether all the revenue from the sale sho erecog
nized in the accounting period that the sale is made or whfather part of the revenue
should be allocated to the trade-in right. EITF No. !JD-Eji did not reach a consensus
: i llifies the majority view that revenue should not
and FASB Interpretation No. 45 nu j ] et
be allocated to the trade-in right. However, the Task_ Forca: discontinue _
‘sion of issues related to EITF No. 00-24, because a major project on revenue recog
nition is planned by the FASB.

. 00-10 covers income presentation requiren}ents for shu:.)pmg
and gfﬂ?ﬁ?grgs?s?EﬁF No. 00-10 addresses t}_]e following two issues: Whatﬁs t_‘mic
elassification of shipping and handling costs th.Ed to customers ‘py the se e}1; 0
merchandise, and what is the classification of shipping and handling costs W eg
incurred by the seller? The Task Force EITF gnncluded that 'shipmpg an
handling costs billed to customers should be classified as revenue in the income

! The results of operations of an enterprise
would not include transactions in company
stock, changes in appropriated retained earn-
ings, and adjustments associated with a quasi-
reorganization. EITF No. 86-22 states that the
Task Force did not recommend an income
statement presentation for business restruc-
turing costs.

#SEC SAB No. 104 revises and rescinds’
certain aspects in staff accounting bulletins
related to Chapter 13 to make such guidance
more consistent with current generally ac-
cepted accounting principles. See SAB No.
104 for more details about the revisions and
modifications.

S EITF No. 06-3 also addresses a net versus
gross presentation in the financial statements
covering taxes collected for revenue-
producing activities of an entity. A consensus
‘was reached in EITF No. 06-3 that the scope of
EITF No. 063 applies to all taxes, such as
sales, value added, and use tax related to
revenue-producing transactions between a
customer and a seller that is imposed by

governmental authorities and collected by
the entity. In addition, the Task Force
reached a consensus that using a gross or net
presentation in the financial statements of
such taxes collected is a policy decision to
be made by the entity. The method elected
by the entity should be disclosed in the finan-
cial statement footnotes in accordance with
APB Opinion No. 22.
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is appropriate in the circumstances, that operating segment is a rep
segment.?

If an operating segment fails both the revenue and profitability tests, jfs
may qualify for separate reporting, depending upon the dollar value of its ases
Operating segment assets used in the asset test are the assets used in allg
of resources to the segment and segment performance assessment.

If the assets of an operating segment are 10% or more of the combined tg

assets of all operating segments (Block 11), separate reporting for the segment;
appropriate. -

If an individual operating segment fails to meet any of the three major tests
it still may be reported separately if, in the accounting period prior to the curreg
reporting period, the operating segment was a reportable segment and h
enterprise believes that continued separate reporting of the segment is importag
(Block 12). When individual operating segments fail to meet any of the requirg
ments for separate reporting, an entity may elect to combine information for
or more operating segments for purposes of retesting using the revenue, profit
ability, or asset test when most of the criteria for aggregation,? discussed abg
are met (Blocks 13 and 14). Each individual operating segment must be tes;
separately or in some combination if aggregation is allowed or elected, to de
mine whether it should be classified as reportable or non-reportable (Block
Once the testing for all operating segments has been completed and all reportable

Orta

segments have been isolated, two tests are imposed by SFAS No. 131 to ins e X rela e

that the information to be disclosed in the financial statements is meaningful, ‘. 1

First, the revenue from sales to external customers of all reportable operaling
segments should be combined. The combined total from reportable oneluting
segments must be 75% or more of consolidated revenue (Block 18 If
combined revenues do not meet this test, additional operating segmiéats must
added as reportable segments until the test is met. The additiohal operati
segments to be added should come from the group of segmentsthat failed to meet
any of the tests described above. Although SFAS No. 131 \does not provide
guidance on how to select the additional segments for inclusion, it is logical to
select those segments that came nearest to meeting the three major tests. For
example, assume that one segment was excluded because its revenue, profitabil-
ity, and assets were about 8% of the respective totals and that another excluded
segment had revenues, profitability, and assets of about 5% of the same totals.

2EITF No. D-70 states that for the
10% profit or loss test used to determine re-
portable segments, anentity should use con-
sistent profit and loss amounts for the test
even if the chief decision maker uses different
measures of profit and loss for different seg-
ments for decision making purposes.

# EITF No. 04-10 states that operating seg-
ments that do not meet the quantitative tests
for reportable segments may be aggregated
with other segments when such aggregation

is consistent with the objective of SFAS
No. 131, meets the majority of the aggrega i
tion criteria discussed in this Chapter, and
have similar economic characteristics. The '
effective date for EITF 04-10 is for years end-
ing after September 15, 2005, with early appli-
cation permitted. All prior years and interim
period statements presented should be re
stated, unless the entity is unable to restate
the statements.
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dictate inclusion of the 8% segment before the 5% segment for
rhéﬁtiﬂg the 75% revenue test.

:dentified in SFAS No. 131 involves the number of separately
altes;ﬁ:.n%zdpﬁrpnse of this test is to keep the reporting and
i rating segment information from becommg.mo detailed. H_the
: = Dprfable segments is greater than 10, the enterprise should consider

: l't‘:]Jﬂt on the number of reportable operating segn_lents has hegn
5 d the enterprise may wish to make an effort to combine segments n
o ::d ce the total reportable segments to 10 or less (Block 17). When
o u rtable operating segments, logic suggest_s that those segments
oy or:é}gf the aggregation criteria should be combined first.

d other considerations, all operating segments.that are
:;l ::s:;snaalhlle segments should provide, by segment, the dlsclostlixre
:on required by SFAS No. 131 for reportable segments. Any oﬁera ng
ent not mesting the requirements to be reported sgparately may be sepa-
"sclr d'if the company feels that separate reporting would be helpfu_l to
o g wflal’e financial statements (SFAS No. 135, Paragraph 4 (x)). Otherwise,
me::ugg segments classified as non-reportable segments sh-:_:-u]d be com-
" inio one category, and information reported separately for this category.

i d in such a way as to
Reportable operating segments may not be structure :
— . ini;tarn]?laﬁmibout individual enterprise products or services or groups of
products and services, or the operating segmepts ofan enterprise may not
‘bestructured such that operations of the segment are in one geographic area. For
:-W"' 1 ple, an individual operating segment may have several dlfferen} products or
cervices, and when disclosure information is provided by the operating segment,
'ién’ot ;;ossible for the users of such information to determine information aboué
g idual products or services and to assess risk related to suc_h pru_ducts an
'i.m"; ices. In addition, an operating segment may have operations in seve_ral
iront eign i i tion is not provided by specific
different foreign countries and, because information is not p
rok i i i ti ided by that reportable
foreign countries, a user of the disclosure informa on provi y repol
nperamlg segment might not be able to assess the risk related to operationsin one
specific foreign country or geographic area. Therefore, SFAS No. 131 requires
discl i is of inf tion about products and services,
disclosures on an enterprise basis of informa ict: e _
géographi{: areas, and major customers on a total company basis if suc orma

tion is not reported by the operating segment (Paragraph 36).

Flowchart 2-2 depicts the decision making process and gene.ral reporting
requirements for products and services, geng‘r_aphc areas, and major _cu_:isi.t{_lgle:i
information. If the operating segments of an entity are structured using indivi m:i
products or services or related products or services (Block 1), product an
service information is already included in the disclosures for repc_:rtable segment;
and no additional disclosures are required for products or services. Ho?vever.
operating segments are not structured by products or services, the entity must
disclose the amount of revenue for each product or service or related _I:-roductst;:r
services generated from external customers, unless it is nqt possible for the
enterprise to report such information. If reportable operating segments are

e
- Altel
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Example 4-3
Exchange Assumptions
Equipment

A
(Book-It,
Inc.)

Cost $100,000
Accumulated Depreciation 20,000

Book Value $80,000
Fair Market Value $95,000

310[!, | '._7

Again, the first step is to determine whether a loss is indicated. Turning fi
to Book-It, Inc., the fair value of $95,000 is greater than the book value of $8(
therefore, no loss is indicated. Because Book-It, Inc. is the payer of the '
gain can be recognized on the exchange (Block 10). The asset received,
ment B, is recorded at an amount equal to the book value of the asset surren
Equipment A, plus the boot paid. In this particular case, the amount assigned g
Equipment B would be calculated as follows: 4

Book Value of Asset Surrendered
Cash Paid

Amount Assigned to Equipment B 85, T.‘

The following journal entry is required on the books of Book-It, Inc. to I'ECOI'dk
nonmonetary exchange.,

Equipment B 85,000

Accumulated Depreciation—Equipment A 20,000 {
Equipment A 100,000
Cash 5 |!7_I:

For Jar, Inc., the fair market value of $100,000 is greatei~than the $75,000
book value of the asset. Therefore, no loss is indicated. On'the contrary, a gainis
indicated and Jar, Inc., as recipient of the boot, must recognize a portion of
gain. The amount of gain to be recognized is determined by the following formula:

G=MC- (G 3aR) BV

Where: G = (Gain to be recognized.

MC = Monetary consideration received.

FAR = Fair value of asset received (or, if more
clearly determinable, the fair value of the
asset surrendered).

BV = Book value of the asset surrendered.

Using this formula and the information given above, the gain to be recognizedis
calculated as follows:

000
6=85.000- [ G5000 s 35 000) 75000
G=$1,250
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.ssion is used to determine the percentage of the book value of the asset
jered to be sold is:
' MC =MC +FAR

| Next. the amount to be recorded as the value of the asset received must be
ed, using a similar formula. The formula used for this purpose is pre-

i bElﬂW-

MC
A=BV- [(m) BV)]

Where: A =  Amount recorded for the asset received.
BV =  Book value of asset surrendered.
MC =  Monetary consideration received.
FAR = Fair value of asset received (or, if more

clearly determinable, the fair value of the
asset surrendered).

» this formula and the related information, the amount to be used for the
received can be calculated as follows:

R, A =875,000- [(m@;) ($75,000)1

A=8§71,250

Based upon the information generated from the two formulas, the following
jauma] entry is required by Jar, Inc. to record the exchange:

 Equipment A 71,250
j@umulabed Depreciation—Equipment B 15,000
Cash 5,000
‘Equipment B 90,000
1,250

- Gain on Nonmonetary Exchange

" With this entry, the discussion and illustrations of accounting for nonmon-
éﬁrytransachunsmcumplete Additional consideration will be given to the income

-ﬁxlmpllcauons of APB Opinion No. 29 as well as to the required disclosures.

Income Tax Considerations
A difference may exist between the financial reporting and tax reporting of

- gains and losses on nonmonetary transactions. Any difference is considered to be

atemporary difference and is accounted for in accordance with the provisions of
SFAS No. 109. (See SFAS No. 109 in Chapter 6 for a detailed analysis of account-
ing for temporary differences.)

Disclosure Requirements
: The disclosure requirements of APB Opinion No. 29 are minor in nature and
include the following items:

1. A description of the nature of the nonmonetary transactions, as well as of
the accounting basis used for the transferred assets, must be disclosed;
and

2. Gains and losses on nonmonetary exchanges must be disclosed.




4.76 U.S. Master GAAP Guide ' Chapter 4: Productive Tangible Assets 4.77

property under operating leases of the lessor, capital leases recorded by a lesgega f the proposed asset disposition is not classified as discontinued operations,
prepaid assets classified as long-term, and proved oil and gas properties whep the disposition is to be accomplished by abandonment, the long-lived asset
successful efforts accounting is used (Paragraph 3). However, selected longJj {ld continue to be accounted for as an asset that is held for use. See a detailed
assets are not covered by SFAS No. 144. The following are excluded fro .ussion of assets held for use in the next section of this chapter. Disposition by
provisions of SFAS No. 144 (Paragraph 5): 1donment of a long-lived asset is assumed to occur when the assetis no longer

1. Goodwill. 4. When a company has a specified plan for disposition that indicates a time
. . o od for abandonment that is less than the useful life used to compute current
2 Intangx‘ble. assisHseE et oo, . ciation amounts, the depreciation amounts should be adjusted to reflect the
3. Financial instruments. ) er useful life of the asset. An asset should not be accounted for as abandoned
4. Equity investments accounted for using either the cost or equity .n it is temporarily not in use (Paragraph 28).
method. " Longlived assets expected to be disposed of by exchanging them for similar
5. Deferred tax assets. Jductive assets or assets that will be disposed of in a spin-off to owners should
6. Servicing assets. ounted for as held for use until the actual exchange or spin-off occurs.
: . sy y _ future expected cash flows are used in t}m computation of any impairment
7. Castal polfcy AUt th_at ek deleital .o while accounted for as held for sale, an entity must assume that the assets will
8. Unproven oil and gas properties when successful efforts accounting ig be exchanged or distributed. If the fair value of the asset is less than its

used.
9. Long-lived assets covered by SFAS Nos. 50, 63, 86, and 90.

When a long-lived asset covered by SFAS No. 144 is part of a group of ass
some of which are not covered by SFAS No. 144, SFAS No. 144 applies to
entire group, commonly referred to as the asset group. When the asset group
held for use, the group should be the lowest level of assets that gene
independent cash flows. If the asset group is held for disposition, the dispe
group represents an asset disposition that will occur in a single transaction and
includes liabilities that will be transferred in the disposition.

SFAS No. 144 must be applied if an enterprise has recognized long-liven
assets. The following discussion on long-lived assets is divided into two varts:
long-lived assets held for disposition and long-lived assets held for use)

Long-Lived Assets Held for Disposition?

When a long-lived asset is held for disposition, an enterprisé«iust determing
if the expected disposition is classified as a discontinued segment of a busi
disposition of assets by abandonment, disposition by exchange or in a spin-o . The sales price is reasonable relative to the asset’s current fair value and
disposition by sale. If the proposed asset disposition meets the requirements the entity is actively marketing the asset.

for discontinued operations using Paragraphs 41-44 of SFAS No. 144, review the i sl : .
detailed discussion of discontinued operations in Chapter 1. 1 pr }; i unkkﬁmﬂgyy that the plan to sell the asset will be withdrawn or changed

| the conditions are not met, the asset shall be classified as held for use
Paragraph 30).

Once an asset or asset group meets the preceding requirements, the asset is
ied as held for sale. However, when assets no longer meet all held-for-sale

g amouditon the date of exchange or distribution, an impairment loss is
ed for the difference. This impairment loss is in addition to any impairment
repot teil while accounted for as held for use. See a detailed discussion of APB
oo, 29 in this chapter as it relates to the type of transaction that is
ponzioered an exchange or spin off.
~ Longlived assets expected to be disposed of by sale must meet certain
ditions before the assets can be classified as held for sale. When all of the
ing conditions are met, the asset or asset group should be classified as held

. A plan to sell the asset has been committed to by management.
2. The asset can be sold in its current condition.
N 3. An active plan has been initiated to find a buyer.

. It is probable that the asset will be sold and the sale will be completed
within one year and will qualify as a completed sale, except as noted in

Paragraph 31.3

2SEC SAB No. 48 addresses the issue of when recording the asset when the tran
whether to use cost or fair value to record made by promoters or shareholders. SE
assets transferred to a corporation from an  No. 123(R), states that when goods and
individual when the individual retains control  vices are exchanged for stock with non
of the corporation. The individual may have ployees, fair value should be used
received stock or cash in the transfer. SEC  recording the asset. See adetailed dis
SAB No. 48 states that the cost basis of the of SFAS No. 123 in Chapter 8.
party transferring the assets should be used

HH-:'_ND. D-104 discusses issues related through liguidation or run-off of operations
sition under Paragraph 51 of SFAS because of specific situations. See more de-

144, The Task Force does not think that tails in EITF No. D-104.

one-year rule applies to abandonment
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Disclosures
The disclosure requirements for SFAS No. 86 are specified in Paragraphs 11
and 12 of SFAS No. 86 and include the following:

1. For each date that a balance sheet is presented, the balance in the
unamortized computer software costs account is disclosed.
2. For each period that an income statement is presented, the following
information is disclosed:
a. The amount of amortization of capitalized computer software costs
charged to expense.
b. The amount of any losses incurred from the writedown of computer
software costs to net realizable value.

c. The total research and development costs charged to expense.
This completes the discussion of SFAS No. 86.

Historical Pronouncements

SFAS No. 142 (June 2001)
Goodwill and Other Intangible Assets

and
SFAS No. 145 (April 2002)
Rescission of FASB Statements No. 4, 44 and 64,
Amendment of FASB Statement No. 13, and
Technical Corrections

ASC References

205-20 Presentation of Financial Statements > Discontinued Operations
280-10 Segment Reporting > Overall

99310 Investments—Equity Method and Joint Ventures > Overall

350-10 Intangibles—Goodwill and Other > Overall

350-20 Intangibles—Goodwill and Other > Goodwill

350-30 Intangibles—Goodwill and Other > General Intangibles Other than
Goodwill

730-10 Research and Development > Overall
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Introduction!

SFAS No. 142, as amended by SFAS No. 141(R), supersedes APB Opinion
No. 17, AICPA Interpretations related to Opinion No. 17 and ARB No. 43, Chapter
5, and amends several other accounting principles. SFAS No. 142 specifies the
accounting and reporting requirements at the date of acquisition for intangible
assets acquired individually or as a group purchase, except for intangible assets
acquired in a business combination. SFAS No. 141(R) specifies the accounting
and reporting requirements on the date of acquisition for intangibles and goodwill
acquired in a business combination. However, SFAS No. 142 specifies the ac-
counting and reporting requirements for goodwill and other intangibles subse-
quent to the date of acquisition. SFAS No. 142 does not apply to intangible assets
reported as part of insurance contracts acquired using the provisions of SFAS
No. 60. In addition, SFAS No. 142 does not change the accounting for specific
accounting standards listed in Paragraph 8 (Paragraphs 1, 6, and 8 as amended by
SFAS No. 141(R)). Intangible assets may be purchased individually, as part of a
group, acquiréd, as part of a business combination, or developed internally.
Acquired imiéngible assets are recorded at fair value and amortized over their
useful lives if the assets are deemed to have a finite life. In addition, intangible
assets(with finite lives are tested for impairment using SFAS No. 144. Intangible
295=ta'with indefinite lives are not amortized, but are tested for impairment using
tho provisions of SFAS No. 144. Goodwill acquired in a business combination is
uot amortized but is allocated to reporting units and tested for impairment using
the provisions of SFAS No. 142.

Intangible Assets Acquired Individually or in a Group

An intangible asset acquired individually, such as the purchase of a patent,
Internet domain name or customer lists, or with a group of assets should be
reported as an asset at fair value (Paragraph 9). The fair value of an intangible
asset is the amount that would be determined if the entity used the assumptions
that market participants would use if they were pricing the intangible asset. The
intangible asset should be measured at fair value even if the entity does not expect
to use it or expects to use it in a manner that is not considered its highest and best
use. SFAS No. 141(R), Paragraphs D2-D7, provide general concepts for initial
measurement of intangible assets. When an intangible asset is purchased as part
of a group of assets (acquisition of an intangible asset in a business combination
is excluded), the fair value of the intangible asset is determined by allocating the
acquisition price to all the assets acquired based on the relative fair values of all
the assets purchased. No goodwill is to be recognized in such a group acquisition.
(See Statement No. 141 (R) in Chapter 13 for a detailed discussion of acquisition of
intangible assets in business combinations and goodwill computations.) An intan-
gible asset acquired individually or in a group purchase may have a finite or

! SFAS No. 145 rescinds the provisions of motor carrier interstate operating rights has
SFAS No. 44 related to the accounting for been completed. Fair value used in SFAS 142
intangible assets related to motor carriers. is computed using the fair value measure-
SFAS No. 44 is no longer needed because ment requirements of SFAS No. 157. SFAS
transition to the deregulation laws related to  No. 157 is discussed in detail in Chapter 12,
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General Discussion

SFAS No. 5! identifies accounting principles and reporting requirements for
contingencies.? A contingency is defined in SFAS No. 5 (Paragraph 1) as the

U.S. Master GAAP Guide

! GFAS No. 5, as amended by SFAS No. 112,
does not apply to postemployment benefits
offered through a pension or postretirement
plan. However, SFAS No. 112 requires accrual
of postemployment benefits when the ben-
efits meet the requirements of SFAS No. 43 or
SFAS No. 5. See an analysis of Statement No.
112 in Chapter 11. EITF No. 01-9 covers sev-
eral issues related to the appropriate account-
ing for consideration given to a customer by a
vendor. EITF No. 01-9 codifies the accounting
information that previously was included in
EITF Nos. 00-14 and 00-25. Some of the issues
covered in EITF No. 01-9 include the follow-
ing: when is a sales incentive given to a cus-
tomer considered a reduction of revenue of
the vendor and when is it considered to be a
cost; when item 1 is reported as a reduction in
revenue and this reduction creates negative
revenue, should the negative revenue be re-
classified as an expense; when should nonre-
fundable consideration given to a customer be
reported as an asset and when should it be
reported as an expense; and how should a
sales incentive be reported if it results in a loss
or does not result in a loss to the vendor? See
EITF No. 01-9 for more details on issues dis-
cussed in EITF No. 019 and the conclusions
reached by the Task Force. EITF No. 06-1
states that the provisions of EITF No. 01-9
should be used by a service provider to deter-
mine whether consideration is cash or other
than cash consideration when the consider-
ation is provided to a manufacturer or reseller
(not a customer of the service provider) by
the service provider and the consideration
can contractually be linked to the benefit re-
ceived by a customer of the service provider.
In addition, EITF No. 06-1 states that the fol-
lowing disclosures are required: (1) amounts
and related classification reported in the op-
erations statement and for each accounting-
period presented, and (2) nature of the
programs provided. In addition, EITF No.
00-22 covers issues related to sales incentives.
EITF No. 00-22 covers accounting issues by
vendors related to points and time-based or
volume-based sale incentive offers. The Task
Force has discontinued discussion of issues
in EITF No. 00-22 because they relate to
revenue recognition and the FASB is working
on a major project on revenue recognition.
EITF No. 02-16 covers accounting issues by a

customer or reseller for consideration re-
ceived from a vendor. EITF No. 02-16 states
that cash received from the vendor generally
should be a reduction of the cost of sales of
the customer when reported in the custom-
er's income statement. However, there are
some other possible ways to handle the
consideration depending on the circum-
stances. The customer should treat the cash
consideration as revenue if it is considered
a payment for assets or services delivered
to the vendor. The consideration would be
considered a payment for goods and services
when the vendor receives an identifiable ben-
efit (services or goods) for the cash consider-
ation. The customer may be required to
account for the cash consideration as a reduc-
tion of cost incurred by the customer to sell
vendor products if the cash is a reimburse-
ment of specific costs incurred in selling the
product. The Task Force reached other con-
clusions relative to other accounting issues.
See more details in EITF No. 02-16. EITF No.
03-10 changes some of the accounting as
specified in EITF No. 02-16. When a reseller
receives an incentive reimbursement friax
the vendor, the reseller should include tie
incentive reimbursement in sales if the fllow-
ing conditions are met: an inceritive that can
be tendered to the reseller by the,consumerin
part or full payment for a ventiar product, the
reseller receives a reimbuitstment based on
the face amount of thedrtative, the incentive
is not negotiated as parbof other offers, and
the reseller has an agency relationship with
the vendor. FASB Interpretation No. 48 stafes
the provisions of SFAS No. 5 no longer cover
uncertainty in income taxes. Uncertain tax
positions now are accounted for using the
provisions of FASB Interpretation No. 48. See
a detailed discussion of FASB Interpretation
No. 48 in Chapter 6.

2 EITF No. 03-8 covers several issues re-
lated to insurance policies based on claims
that are made. See Chapter 15 in the insur-
ance area for more information about insur-
ance policies. EITF No. D-77 discusses issues
involving legal costs incurred or anticipated to
be incurred when accounting for loss contin-
gencies under SFAS No. 5. FSP EITF No.
00-19-2 states that a registration payment
agreement where an entity has a contingent
obligation to provide payments in the future
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ibility of a gain or loss resulting from a situation, set of circumstances, or
condition that currently exists where the outcome of the gain or loss will be
determined at some future date by the occurrence or lack of occurrence of an
event. Where a contingency may involve a gain, it is referred to as a gain
contingency; and, where the possibility of a loss exists, the amount is referred to
as a loss contingency. SFAS No. 5 provides new principles and procedures for the
treatment of loss contingencies, but does not change existing practice relating to
gain contingencies. SFAS No. 11 is an amendment to SFAS No. 5, and deals with
the proper accounting for contingencies during the transition period.

.SFAS No. 5 identiﬁe.s.(:’:iﬁerent probabilities for the occurrence of a loss
contingency. The probabilities range from probable to reasonably possible to
remote. It is helpful to think of the range of probabilities as a continuum:

Remote Reasonably Probable
Possible
Occur:rc_m:r: Oecurrence Uccurrence
Probability Probability Probability
Is Slight Is More Than Is Likely
Remote But
Less Than
Likely

As indicated by the continuum, when a loss contingency exists, and it is deter-
mined that tb_e probability of the future event occurring or failing to occur is slight
the loss contingency is referred to as remote. When the probability of the futurf;
event occurring is more than remote, but less than likely, the loss contingency is

(footnote continued)

should be accounted forusing the provi-
sions of SFAS No. 5 and FASB Interpretation
?I 0. 14. In addition, financial instruments sub-
Ject to registration payment agreements
should be accounted for using appropriate ac-
counting principles such as SFAS No. 133 or
Opinion No. 21, The following disclo-
m:ressl;ould_be provided by the entity issuing
the registration payment agreement: (1) na-
ture of the agreement (agreement term, in-
struments covered by the agreement, and
circumstances that would require transfer of
consideration), (2) settlement alternatives
and party controlling alternatives, (3) undis-
counted maximum consideration or indica-
tion that no maximum is provided, and (4)
?ﬁfﬂﬂg amount of issuer’s liability and
ere gains and losses from change in the

habli.lt}TS I'a{%% lﬁmﬁfﬂ% the statecilnent of in-
come. 0. , as amended by FSP
FAS 141(R)-1, amends SFAS No. 5 and itates
that the initial recognition of assets or liabili-
ties arising from contingencies that are recog-
nized at fair value (or assets arising from
contingencies recognized at an amount other
than fair value) on the acquisition date in a
business combination are not covered by
SFAS No. 5. Initial recognition and measure-
ment requirements for the assets and liabili-
ties arising from contingencies recognized at
fair v_alue (and for assets arising from contin-
gencies recognized at an amount other than
fair value) as part of a business combination
are covered by the provisions of SFAS No.
141 (R) as amended by FSP FAS 141 (R)-1.



7.72 1U.S. Master GAAP Guide

Historical Pronouncements

SFAS No. 15 (June 1977)

Accounting by Debtors and Creditors for Troubled

Debt Restructurings

SFAS No. 114 (May 1993)

Accounting by Creditors for Impairment of a Loan
and

SFAS No. 118 (October 1994)

Accounting by Creditors for Impairment of a Loan—

Income Recognition and Disclosures

ASC References
310 Receivables

450-20 Contingencies > Loss Contingencies
470-60 Debt > Troubled Debt Restructurings by Debtors

Flowchart and General Discussion

SFAS No. 15, as amended by SFAS No. 114, establishes accounting and
reporting standards for a restructuring of troubled debt.! Not all debt restructur-
ings qualify for treatment as a troubled debt restructuring. Debt restructuring,
troubled or otherwise, involves the modification or elimination of a debt ifstru-
ment before, at, or after maturity date by means other than those requirein the
debt instrument. A troubled debt restructuring exists when the debtdr is unable
to meet current debt requirements and the creditor grants to(ie debtor a
concession that normally would not be provided (Paragraph Z):.q effect, the
creditor is making the concession in hopes that he will receive'more from the
debtor than he would if the concession were not made.

Although there are many types of troubled debt restructurings, SFAS No. 15
identifies and treats in detail the following:

! FASB Technical Bulletin 80-2 states that it
is possible for a debtor to have a troubled debt
restructuring even though the related credi-
tor's restructuring is not classified as
troubled. To determine a troubled debt re-
structuring, the debtor and the creditor must
individually apply the provisions of SFAS No.
15. In addition, FASB Technical Bulletin 80-1
states that the provisions of either APB Opin-
ion No. 26 or SFAS No. 15 will be used to
account for all early extinguishment of debt.
In addition, FASB Technical Bulletin 81-6

suggests that the provisions of this pro-
nouncement do not apply to debtors who, in
connection with bankruptcy proceedings, en-
ter into troubled debt restructuring that re-
sults in a general restatement of the debtor’s
liabilities. FASB Staff Position No. FAS 144-1
states that the valuation allowance related to
foreclosed assets under SFAS No. 15 should
not be carried over as a separate part of the
cost basis for purposes of accounting under
SFAS No. 144 after foreclosure.
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1. Transfer of assets from the debtor to the creditor in full settlement of the

debt;

2. Transfer of an equity interest in the debtor to the creditor in full settle-

ment of the debt;

3. Modiﬁcaﬁu{l of the terms? of the debt through a change in the interest
rate, maturity date, face or maturity value of the debt, and accrued
interest, or some combination of these items:3

4. Transfer of assets or an equity interest in partial settlement of the debt,
and modification of the terms as described in 3 above.

This list is not meant to be all-inclusive, and other types of troubled debt restruc-
turings will have to be evaluated on their merits. Flowcharts 7-5 and 7-6 are
designed to illustrate the major accounting and reporting consequences of these
four types of troubled debt restructurings. Flowchart 7-5 deals with the restruc-
turing from the viewpoint of the debtor, and Flowchart 7-6 is from the viewpoint of
the creditor, 5pecific provisions of SFAS No. 15, as reflected in the flowcharts, will
be discussed under the debtor and creditor captions below.

Troubled Debt Restructuring—Debtor Accounting

As indicated above, the discussion of debtor accounting for a troubled debt
restructuring will incorporate the four basic types of restructurings. Each type of
restructuring will be treated separately. After the four general types have been
discussed, some additional accounting complications will be addressed, followed
by the required disclosures specified in SFAS No. 15.

Transfer of Assets in Full Settlement

One possible way to effect a debt restructuring is for the debtor to transfer
assets to the creditor (Block 2). When such a restructuring occurs, it still is
necessary to determine if the transaction qualifies for troubled debt restructuring
treatment. The transaction will be considered a troubled debt restructuring only
ifthe fair value of the assets transferred is not equal to or greater than the carrying
amount of the payable (Block 3). When the fair value of the asset transferred is
less than the carrying amount of the payable, the creditor has made a concession
to the debtor. This is a basic requirement of troubled debt restructuring.

The determination of fair value of the asset transferred is discussed by SFAS
No. 15, as amended by SFAS No. 157. SFAS No. 157 amends Paragraph 13 of SFAS

2EITF No. 96-22 states that when a debt
under a troubled debt restructuring classified
as a modification of terms is divided into two
or more debts during the restructuring
process, the creditor should treat each sepa-
rately when determining disclosure require-
ments.

.EEITF No. 89-15 states that a transaction
with the same creditor, where an entity issues

new debt in exchange for old debt and the
terms under the new debt are more advanta-
geous than the terms under the old debt, but
less advantageous than the terms that could
be received by the creditor from other debt-
ors, should be accounted for as a modifica-
tﬁan 105f terms under the provisions of SFAS
0. 15.
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ies for the remaining three years will be the same except for the amounts.
» amounts for the entries for 20X7-20X9 are shown in Table 7-25. Upon receipt
e principal amount 0f 1,800,000 at the end of the life of the note, Creditor, Inc.
the allowance for bad debts of $428,233 (Table 7-24) established at

Using the information from Table 7-24, the following journal entry is req
on January 1, 20X6 to recognize the impairment loss from the troubled

restructuring. remove £
_ date f restructuring and prior years because it was not used for any write-offs
Deb 378.233 0 - ., .
Bad tDeE"Pe"for ; ¥t ' 378233 ent to restructuring. In addition, the balance in the note account of

3 933 ($2,000,000 original balance + $228,233 receivable adjustment from
le 7-25) must be removed. The entry required at the end of the life of the note

: __gresented below.

r Cash 1,800,000
Allowance for Bad Debts 428,233
Note Receivable 2,228 233

The entry to the allowance account is for $378,233, but the balance in the
allowance account after this entry is $428,233. The allowance for bad debts is
contra account to the note receivable, and if the allowance balance is not used tg
write off a portion of the note receivable in future years, the allowance account wil
be reversed against the note receivable at the end of the life of the note. '

interest method (i.e., an application of a constant effective interest rate (1
which is the effective rate in the original note) to the unrecovered present value of
the future cash receipts). The difference between the cash interest received 2
interest income will be an adjustment to the note receivable account. Table 7:
shows the cash interest, interest income, and receivable adjustment for
remaining four-year life of the note.

Example 7-21 related to a modification of terms and was a straightforward
situation with no existing discounts, premiums, accrued interest or other unam-
ortized items Example 7-22 incorporates some of these unamortized items into
the compp{ation. Assumptions for Example 7-22 are as follows.

—

Example 7-22
Modification of Terms
Table 7-25 y ‘ g .
1. Creditor, Inc., a December 31 year-end enterprise, has a $350,000, 8%,
- - Ad- . % ] ’ ; ] ¢ ) ¥
Computation of Interest Income and Recewszle justment ‘ 1 six-year note receivable from Debtor, Inc. that was issued January 1,
hctaes:st Iﬂ‘&ﬁf Rew;‘;ﬁ v a}uP;eﬂe“t RO . 20X4. The market rate of interest on the date the note was issued was 10%.
iy —— 3 : 1;. Amortization of the note receivable discount from 20X4-20X9 is
December 31, 20X6 £4108,000 ©4157,177 9549,177 1,620,924 S s belaw.
December 31, 20X7 108,000 162,095 54,005 16050 & —ah Cash "1[ ent.  Disorwst MESWVGTE in
December 31, 20X8 108,000 167,504 59,504 L7343 8 - B ¢ Am . Nowmg 513 =
December 31, 20X9 108,000 173,457 65,457 1,800,000 ;
s e 0T ] ! - December 31, 20X4 $28,000  $31,951 $3.951 323,464
5432, : December 31, 20X5 28,000 32,346 4,346 327,810
December 31, 20X6 28,000 32,781 4,781 332,591
s Present value amount taken from Table 7-24. - December 31, 20X7 28,000 33,259 5,258 337,850
. smag'-?m ¥ %‘ = -sé?g;??g? i December 31, 20X8 28,000 33,785 5,785 343,635
: 21155; 1._!_?&—1 ; o K December 31, 2059 28,000 34,365 6,365 350,000
< 1571767 + $49,177 = $1,620.944, By e I8N0 GIOBART 304N
L - 2. OnJanuary 1, 20X6, because of economic problems faced by Debtor, Inc.,

Creditor, Inc. is willing to accept the payment of $100,000 per year for the
next four years in place of the original note. On this date, there is $28,000
of accrued interest on the note, and as noted from the preceding table, the
note has a $22,190 ($350,000 — $327,810) unamortized discount.

3. Creditor, Inc. has a $15,000 allowance for bad debts related to this note
that was established in a prior accounting period.

In Table 7-25, interest income is computed using the effective interest rate of 10%.
The difference in the interest income recognized using the 10% effective rate
the cash interest using the revised 6% rate is an increase in the note recei
balance. The entry required for 20X6 for recognition of interest income an&
receivable adjustment is as follows:

Cash 108,000
Note Receivable 49,177
Interest Income 157,177
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and equity features and include convertible debt, debt with non-detachable stock
purchase warrants, and debt with detachable stock purchase warrants. The basje.
thrust of APB Opinion No. 14 is to determine when it is appropriate to account for
the debt and equity elements of these securities on an individual basis.

The discussion that follows will treat separately each of the securities specifi-

cally identified in APB Opinion No. 14.

Convertible Debt!

U.S. Master GAAP Guide

L EITF No. 85-29 covers several issues re-
lated to convertible debt that has a put pre-
mium. The put option discussed in EITF No.
85-29 is considered a form of guarantee cov-
ered by the provisions of FASB Interpretation
No. 45. See a discussion of Interpretation No.
45 in Chapter 7. SFAS No. 133 in Chapter 12
may require this type of security to be classi-
fied as a derivative. EITF No. 85-29 states that
SFAS No. 155 amends SFAS No. 133 and al-
lows for fair value accounting for some hybrid
instruments that would generally be bifur-
cated. EITF No. 985 covers the following ac-
counting issues: valuation of embedded
beneficial conversion features in convertible
securities, recognition and measurement of
embedded conversion features if the features
are valued separately, and accounting for con-
vertible securities where the conversion ra-
tios adjust when specific future events occur.
Instruments within the scope of FSP APB 14-1
are excluded from the scope of EITF No. 98-5.
See EITF No. 985 (as amended by FSP APB
14-1) for details about the conclusions. EITF
No. 088 clarifies whether a financial instru-
ment for which the payoff to the counterparty
is based, in whole or in part, on the stock ofan
entity’s consolidated subsidiary is indexed to
the reporting entity’s own stock. If it is, the
financial instrument may qualify for the first
part of the scope exception in paragraph 11(a)
of SFAS No. 133. It may also fall within the
scope of EITF No. 00-19. EITF No. 00-27
states that the intrinsic value model used in
EITF No. 98-5 should be retained in consider-
ing the valuation of embedded beneficial con-
version options. In addition, EITF No. 00-27
covers several other issues related to convert-
ible instruments. SFAS No. 150 impacts the
accounting for a convertible instrument
where the beneficial conversion option termi-
nates after a specified period of time and the
instrument is then mandatorily redeemable.
At the time the security becomes mandatorily
redeemable, it is classified as a liability under
the provisions of SFAS No. 150. See a detailed
discussion of SFAS No. 150 in Chapter 12. See

more details in EITF No. 00-27. EITF No. 011
states that EITF No. 96-18 should be used to
determine the measurement date when a con-
vertible instrument is exchanged for goods
and services or a combination of goods, ser-
vices, and cash. In addition, distributions paid
or payable under such an instrument should
be treated as financing costs when the instry-
ment is considered issued. Prior to time of
issuance, the distributions should be ac
counted for as part of the goods or services,
EITF No. 01-1 also states that the instrument
and the agreement for the goods and services
should be assessed to determine whether
separate pricing is equal to fair value. If a
freestanding instrument has an embedded de-
rivative, the equity classification require-
ments of EITF No. 00-19 are not applicable if O
the instrument is a conventional convertible »
debt issue and the value of the conversica
option may only be realized by the Rolder
upon receipt of the entire proceeds i\ iixed
number of shares or equivalent %saount of
cash at the exercise of the opticn. EITF No.
05-2 states that the equity classification excep-
tions in EITF No. 00-19 ase"still applicable for
conventional convertibie\ febt instruments.
SFAS Nos. 160 and 141¢R) amend ARB No. 51
related to noncontrolling interests in subsid-
jaries. However, SFAS No. 160 does not im-
pact the conclusions reached in EITF No.
00-19 other than changing the wording from
“minority interest” to “noncontrolling inter-
est.” SFAS No. 141(R) removes part of the:
wording from Paragraph 3 of EITF No. 00-19.
In addition, EITF No. 052 states that an i
strument where the option to convert into &
specified number of shares or equivalent
amount of cash by the holder and is based on
the passage of time or a contingent factor IS
classified as a conventional convertible debt
instrument when applying the provisions of
EITF No. 00-19. EITF No. 066 supersedes.
EITF No. 057 and states that any change il
fair value of a conversion option embedded i
a convertible debt issue should not be i
cluded in the cash flow test when determining:
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Convertible debt? is debt that can be changed into common stock of the entity

issuing the debt security, or an affiliated enterprise, and generally is issued at a

(footnote continued)

whether the debt issue terms of the old and
new debt are substantially different for pur-
of determining whether the convertible
bt has been extinguished in accordance
with the provisions of EITF No. 96-19 when
the change in fair value is a result of a modifi-
cation of the convertible debt issue. When the
cash flow test does not conclude that a modi-
fication or exchange has occurred, a separate
is must be performed; and if the change
in fair value of the embedded option is at least
10% of the old debt’s carrying value just prior
to the modification, extinguishment account-
ing should be applied. When extinguishment
accounting iscot>appropriate, the i
amount of t}ie.debt instrument should be re-
duced and paid-in-capital should be increased
for the incicase in fair value of the embedded
optis= EITF No. 05-8 states that when a com-
wanvissties convertible debt with a beneficial
coaversion feature, a difference in financial
secounting and tax basis is created as both a
debt and equity instrument are created for
financial accounting purposes and only a debt
instrument is created for tax purposes. The
difference in basis is accounted for as a tax-
able temporary difference when computing
deferred taxes and is reported as an adjust-
ment to paid-in-capital.
_ 2FSP APB 14-1 applies to convertible debt
mstruments that may be settled in cash (or
other assets) upon conversion, including par-
ﬁa! cash settlement, unless SFAS No. 133 re-
quires the embedded conversion option to be
sepal?tehr accounted for as a derivative. Issu-
ersofinstruments that FSP APB 14-1 appliesto
should separately account for the liability and
equity components in a manner that reflects
the entity’s nonconvertible debt borrowing
rate wheq interest cost is recognized in subse-
quent periods. For the liability component, the
issuer should amortize the excess of the prin-
cipal amount over the carrying amount to in-
terest cost using the interest method, as
'bedu_u paragraph 15 of APB Opinion No.
21. The equity component (i.e., the conversion
option) is not remeasured as long as it contin-
Uestomeet the conditions for equity classifica-
tion in EITF No. 00-19. Upon derecognition,
for mstruments within the scope of FSP APB
141, the issuer should allocate the consider-
ation transferred and transaction costs in-
curred to the extinguishment of the liability
tomponent and the reacquisition of the equity

component. FSP APB 14-1 also establishes
new requirements for issuers to disclose the
terms of convertible debt instruments within
its scope and explain how the instruments
have been reflected in the issuer’'s financial
statements. EITF No. 06-7 states that convert-
ible debt issued with an embedded conversion
option may initially meet the requirements for
bifurcation under SFAS No. 133; however,
subsequent to initial accounting, the require-
ments for bifurcation may no longer be met.
When aconvertible debtissue no longer meets
the requirements for bifurcation, the liability’s
carrying amount should be reclassified as
stockholders’ equity. The entity should con-
tinue to amortize any unamortized debt dis-
count. If subsequent to reclassification as
stocl-:hoiders‘ equity the conversion option is
exercised, any unamortized debt discount ex-
isting atthe date of exercise should be charged
to interest expense. In addition, if the debt is-
sue is extinguished for assets such as cash
subsequent to the reclassification as stock-
holders’ equity the reacquisition price should
be allocated to equity and debtas follows: (1) at
the date of extinguishment, an amount equal
to the fair value of the conversion option is allo-
cated to equity, and (2) the remaining part of
the reacquisition price is allocated to the debt
for extinguishment gain or loss computations.
The following disclosures are required for a
debt instrument meeting the conditions of
EITF No. 06-7: (1) description the changes
that caused the conversion option to no longer
meet the bifurcation requirements of SFAS
No. 133 and (2) the amount of the reclassifica-
tion to stockholders’ equity. EITF No. 05-1 ad-
dresses the accounting requirements for a
debt instrument that will be convertible when
an issuer exercises a call option associated
with the debt instrument. EITF 05-1 states that
no gain orloss is reported when an equity issue
is used to settle a debt instrument, because the
settlement is considered to be a conversion if
at the issuance date of the debt instrument
there was a substantive conversion feature.
[_Inwever, if there was no substantive conver-
sion feature, the settlement of the debt with
the equity issue is accounted for as a debt ex-
!mgmshment. The fairvalue ofthe equity issue
is considered part of the debt’s reacquisition
price. A conversion feature is classified as a
substantive conversion feature for the purpose
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nd distributions with common stog]

To illustrate the two-class procedure, assume the facts in Example 9-10.

i //4/
: Example 9-10

utation, if dilutive, using the assui

Two-Class Common

1. Ward, Inc. (Ward), a December 31 year-end company, is computing
earnings per share for 20X86.

9. Ward has 10,000 shares of 8%, $50 par value fully participating noncon-
vertible preferred stock.

3. Ward had 100,000 common shares with a par value of $10 outstanding on
January 1, 20X6. No common or preferred shares were sold or repur-

after deducting dividends is allocatex chased during 20X6.

icipationinthe income, assuming ! 4. Ward had no potentially dilutive securities during 20X6.

5. Ward paid €150,000 in dividends to both preferred and common share-
holders, aadincome after tax for 20X6 was $450,000.

=TT

h61).8

\

/
e Ward-:as a simple capital structure and will only report basic earnings per
| Jhetause it has no potentially dilutive securities. The first step in determin-
ing tue allocation of earnings 10 preferred and common stocks in the EPS
somputation is to determine the allocation of the $150,000 in dividends declared
G wzt}}{{i Because the preferred stock _is fully gmﬁcipating, both common and
Q ferred receive an equal percentage umes their par value times the number of
b~ shares. First, dividends of $40,000 (S50 x 8% x 10,000 shares) will be allocated to
pre{erred stock. Second, dividends of $80,000 ($10 x 8% x 100,000 shares) will
allocated to common. The balance of the dividends of $30,000 ($150,000 —
0.000 — $80,000) will be allocated one-third to preferred and two-thirds to
nmon. The one-third and two-thirds allocation is based on the ratio of the
lance in the capital accounts of the stock. Preferred has a balance of $500,000
par x 10,000 shares) and common has a balance of $1,000,000 (310 par value
000 shares) . Therefore, the $30,000 remaining dividend balance is allocated
'G]l_) (1/3 x $30,000) to preferred and $20,000 ($30,000 x 9/3) to common. The
the GP, LP, and IDRs based on the cation of the $150,000 in dividends is computed as follows:
terms of the agreement, and

embedded in the GP, allocation Sil - Preferred Common

partners (LP), and to holders of incenth
tribution rights (IDRs), if appropriate,
applying the two-class method of co
earnings per share under the provisi
SFAS No. 128. The Task Force reachedt
following consensus: (1) the issue ap3
MLPs where the incentive distribi
equity distribution, (2) the isste appli
distributions whether the iiicentive d
tion is separate or embedded n the
the general pariner, (3 when cash
tions are less than cul rent earnings
incentive distribution rights are S€pa
undistributed earnings sho bea

made to the GP and the LP using Ei: Stock Stock

tual agreement distribution formuia & 0 par x 8% = $4.00 x 10,000 shar

available, and (4) when cash distribufic dpar » 8% = 5 .80 ,000 Shares .uoveeseemessrermrennnesssssss? $40,000

greater than current carnings, adi =5 .80 x 100,000 Shares ....coousessssssaranesssssans $80,000
: 5 to preferred (330,000 x 500,000/1 500,000 0

<hould be made to net income of the b o ,000/1,500, 10,000

and any distributions in excess ¢ 95 1 comm. ; =T

Aould be allocated to the holders 2 o on (§30,000 1,000,000/ 1500.000) --vvcenerevezees 20,000

their contractual obligation to share f e 450,000 3100,000

In issue 2, above, current-period earm

tW(}-ClaSS methﬂd when the D i e.am..i]]gs D'f $45(:",Dﬁ'3 for ZOKE‘ aIld distl"lbuted slﬁﬁ.ﬂﬂo in diﬁdeﬂds,
interest. Ifthe IDRis embedded undistributed earnings of $300,000. The $300,000 in undistributed earn-
IDRis not considered a participating  must be allocated to preferred and common based on the fully participating

d t are allocated U istri i
?1!.; ur:::;ﬂs:; eztahagglutl(ﬁl are s o : Therefore, the undistributed earnings should be allocated to preferred

are included in the GP) and LP.
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Chapter 10: Leases 10.95
more of the total fair value of the leased property, the land element and the by o amortize the unearned income over the lease term, using the interest
i : the implicit interest rate relating to the building portion of the leage must
nined. In the absence of a computer program to calculate the interest
the following formula will provide the present value factor that corresponds

 the new effective rate:

element will be treated as separate units of leased property. F

Even though ownership does not transfer to the lessee, the Example 1g
lease qualifies as a capital lease because the lease term of five years is mg
75% of the economic life of the building and the two risk-transfer criteria 3

Cost is equal to fair value of the property at inception of the lease; therefore | - _M-ul
Example 10-17 lease is a direct financing lease. - =%
Because the lease is a capital lease, and the land element is 25% or more, Presentvalie Tactorof an munilty

total fair value of the assets, the MLP must be divided between the land elem - Where:
and the building element. The procedure for dividing the MLP requires th '

fair value of the land be discounted at the lessee’s incremental borrowing r;
determine the portion of the MLP that will be associated with the land.
accomplished as follows:

Total minimum rental payments applicable to building
Unearned income -
Periodic minimum rental payment applicable to building.

=l
(TR T

rwon the information above, the formula will provide the following results:

$257,070 — $45,830
X="""g51414

@ﬂ&ﬁl represents the present value factor for an :_mnuity due for
iods, Using Table I in Appendix A, move across the 5 periods row untll.a
{ vilue factor close to 4.10861 is found. The actual implicit interest rate 18
aewhere between 10% and 11%. To obtain the exact rate, it will be necessary to

olate or to use the trial-and-error method. For the Example 10-17 lease, the
olicit interest rate is 10.9069%, which was derived through the use of_a com-
suter program. Given this interest rate, Table 10-21 shows the proper income

Fair Value of Land $100,000
Present Value Factor® 423972

=4.10861

= 523,586

 Present value factor for an annuity due at 9% for five periods. See Appendix A, Table IIL

The $23,586 will be the portion of the total MLP associated with the land elemer
of the lease. The difference between the MLP assigned to the land and the ty

MLP will be the MLP assigned to the building portion of the lease. The differeng
is determined in the following manner:

Rental Payment Required $78,000 recognition for the lease.
Less: Executory Costs 3,000
75000
MLP Assigned to Land 22,586 | : Table 10-21
MLP Assigned to Building "&-‘ H E Lease Amortization Schedule
Once the MLP associated with the building element has etermined, ’ Value otf
the next step is to calculate the gross investment and unear@' come. Th i Annual Annual Interest ~ Principal Year-End
two amounts are determined as follows: ; Period Rental Income Rodsction g
MLP Assigned to Building $51,414 }%ﬂﬁ *$211,240
Number of Lease Payments x5 1 1 451414 b 417,432 ©$33,982 4177,258
Gross Investment in Lease $257,070 ' 2 51,414 13,726 Jiges v
Less: Fair Value of Building 211,240 3 51414 9,615 41,799 :’i-'fl’i
Unearned Income $45,830 4 AL e s » r'
: 5 51414 0 51414 <
§257,070 $45,830 $211,240

Based upon the information developed above, the following entry would be
required at inception of the lease:

* Bair value and cost of building at inception of lease.

Minimum Lease Payment Receivable 257,070 : g‘ﬁims‘ 35L414)$;313§ﬂﬁg%= 817,432,
Unearned Income 45,830 G 4- 17.432:_ ,982.
Building 211.240 $211,240 - §33,982 = $177,258.

The land element of the lease is treated as an operating lease. Income would be
recognized as the periodic rental payment is received. :
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_nse in 20X7. In 20X8 the deferred asset loss of $14,382 is deducted from the
s amortization of $6,789. The net gain or loss component of _$7,593 is
~.d as a component of pension expense. The deferred asset gain or loss

Table 11-6
Calculation of Deferred Asset Gains or Losses

20X6 cte ¢ . ;
. combi i ctual return in the pension expense computation
DAG/(L) = (51,100,000 — $169,750 + $169,750) — $1,025,000) — (11% x : combined with the a
DAG/(L) = 5?5.000—3112,5?50 - -~ e I the actual return to equal the expected return on plan assets.
PRGN = waiioe ' The last component of pension expense to consider is amortization of lfhe
Eggm = : -'011 obligation or asset created at the inception of SFAS No. 87. The pension
DAG/@) = &%ﬁﬁﬁgg 06K+ 5220900~ RUTN/ID — (% SUEC or obligation is calculated using the information from Example 11-7, Item 2,
DAG/(L) = $100,678 {gaiu), 4 the formula developed in the general discussion. The formula is:
i (4)/0 = APBOT - (AFPAT + APC — PPC)
DAG/(L) =  ((31,450,000 — $269,907 + $260,907) — $1,325,000) — (11% = $1,267,108) ! N -
DAG/@) = $125000-5139,382 ' w/mo = Net asset or net obligation established at initial adoption of SFAS No. 87.
DAG/@M) = 514,382 (loss) SPBOT — Actual projected benefit obligation on the date of transition (o SFAS No. 87.
. AFPAT = Actual fair value of plan assets on the date of transition to SFAS No. 87.
APC — Balance in the pension liability account on the date of transition to SFAS
] No, 87.
As shown in Table 11-6, the actual return on Iﬁall assets exceeds the ex PPC = @te in the pension asset account on the date of transition to SFAS No. 87.

long-term rate of return on market-related value of plan assets only for 2|
When the actual return exceeds the expected return on the market-related v
of plan assets, a deferred gain is recognized. In years 20X6 and 20X8, the expe:
return on assets exceeded the actual return and a deferred loss is recognized fg
both years. "

By using the information from Tables 11-5 and 11-6, the net gain or loss
component of pension expense can be computed, as shown in Table 11-7.

e mmgtgﬁon of the asset or obligation at initial adoption of SFAS No. 87 is

' & (4)/0 = $1.200,000— ($1,025,000 + $0—$0)
R ' (A)/0 = $1,200,000—$1,025,000

(A)/0 = $175,000 (obligation)
' “There is no balance sheet asset or obligation at the time of initial adoption of SFAS
' lo. 87, as noted by the zeros in the preceding formula. Therefore, because the

Table 11-7 3 o : rath i f the plan assets

Calculati anes Cosi . . oiected benefit obligation of 31,200,000 exceeds the fair value of the plan a 2

el S Tion patisat ol Eenmon ;xmfgx&; ' th -3175,000 difference is a pension obligation. The obligation is amortized over
7

Amortization of Net Loss from Tabl . _— \\ %average remaining service life of the employee group of 14 years. The averafge

ortization of Net Loss from Table 11-5 .......cvccee so! $5,730 ¢\, $6,789 remaini ice life is given in E le 11-7, Item 2(d). The amortization for
i . remaining service life is given in Example ] Th

oo Gr750 10068 (1438 50%6, 20X7, and 20X8 is computed in Table 118,

Net Gain/(Loss) Component of Pension Expense ...  $(37,750) 3 $0.599) | &

Table 11-8

' The net loss subject to amortization for 20X6 was not computed in Table 11-5 because by definition there isno
_ Calculation of Amortization of Pension Obligation

gain or loss on the initial adoption of SFAS No. 87.

1 y ] = (a)/

The net gain or loss component of pension expense for 20X6 consists of only 5 ®) ﬂoﬂéﬂ’

the deferred asset loss of $37,750. Because the deferred asset loss is the partob Pension Service

the loss not included in the market related value of plan assets, the deferred loss: Obligation Yife SR 2 i
is deducted in the computation of pension expense. In 20X7 the deferred $175,000 14 Years $12,500 $12,500 $12,500

gain of $100,678 is added to the amortization of net loss of $5,730. Deferred assef
gains (the part of the asset gain or loss not included in the market related value of
plan assets) are added to net loss amortizations and deducted from net gain Using information from Tables 11-1, 11-2, 11-3, 11-7, and 11-8, pension ex-
amortizations. Deferred asset losses are accounted for in the opposite manner. S pense for 20X6, 90X7, and 20X8 is summarized below in Table 11-9.

The net gain or loss component of $106,408 is added as a component of pension
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$240,000 prior service cost is put in other comprehensive income (g Table 11-35
accumulated other comprehensive incc_)me) in the period of the amendm Computation of Deferred Asset Gain or Loss'
removed as it is amortized to postretirement cost. There is no amg 7 20X8
! 20X6 20X
20X6 because the plan was not amended until year-end. Table 11-33 sh Plan Assets
cervice cost amortization over the three-year period. 0 Of $48,000 $273,000 §205,000
: latc;d‘\’alue of Plan Assets $1,230,000 $1,436,250 §1,545.469
Table 11-33 | - {1.ong Term Rate of Return 10% 10% - M3
Calculation of Amortization of Prior Service Cost! 1 (123,000) (143,625) (154,547)
= / - -
- B (© = @/0) 1 et G/ L0 $(75.000 $129.375 5048
Cost Life Amortization ] i
20X6 20X7 20X8 on taken from Example 11-16, Items 2(c), 3(f), and (k).
$240,000 20 Years 0 $12,000 $12,000°

! Information taken from Example 11-16, Items 3(g) and 4. e deferred loss in 20X6 is deducted in the postretirement (:'ost
: ) 0?17 :ﬁﬁe deferred gains in 20X7 and 20X8 are added in the co mputation.
d losses related to the marketrelated value concept are handled in
i o normal 2ains and losses, because thga purpose of the market-related
oncent isfo reduce volatility of the postretirement cost. Tl}e deferred asset
s::tffﬁen combined with the actual return in the postretirement expense

wuon causes the actual return to equal the expected return on plan assets.

next component of postretirement cost is amortization of the_e net gain wglrl

- & The net gain or loss calculation is a very complex computation and
crilati Table 11-34 ] e frequent reference back to the Example 11-16 a_ssmnpuuns and may
L ion of Return on Plan Assets’ ] reference back to the formula and tabular format in the general dlsctuhs—
20X6 20X7 mt e net gain or loss is composed of four parts: the difference between the

Because the prior service cost increased the accumulated benefit obligation
$12,000 annual amortization is added when computing the postretiremes

The fourth element of postretirement cost is the actual return on p
ment plan assets. Table 11-34 shows the calculation of the return on plan 2
the three years under consideration.

Fair Value of Plan Assets at End of Year  § 1380000 $ 1605000 § 177088 ted and actual beginning-of-period accumulated postretirement fbe“?ﬁttl
Plus: Benefit Payments 78000 258000 <2000 on, the difference between the projected and actual beginning-o -pentt;d
Deduct: Contributions (180,000)  (210,000) 0] alue of plan assets, the unamortized gain or loss (included in accu:nu‘.ia.
Adjusted Fair Value of O ‘comprehensive income) carried forward to the current year from prior
Plan Assets at End of Year § 1278000 S5 L6E3000S 1,810,000 and the difference between the heginning-uf-per'md fair value and mar ke.t‘
Fair Value of Plan Assets at Beginning of i : Th in or loss is computed for 20X7 and 20X8 in
Year (1,230000) (1,380,000) (1,605,000 value of plan assets. The gain : . i di
Actual Return on Assets 3 48000 5 _ 273000 § 205000: 11-36 using the tabular format developed in the general discussion and 15

into the four components listed, above. No gain or loss is computed for
the year of transition. BY definition, there is no gain or loss on the El.ate (_)f
option of SFAS No. 106, because any gain or loss at date of trans!h_on is
Because fair values of plan assets have increased in each of the three ye included in the transitional asset or nbligaﬁun. Because the date u_f trz.msmcf)]iﬁz
the actual return is pOSit'We (a- gain) and is deducted in the computauor 1, 20X6 and the gain 01: loss is computed as of the beginning ©
postretirement cost. For any year that fair value decreases, actual return on asse : ng period, there is no gain or loss for 20X6.

is negative (a loss) and is added as a component of postretirement cost.

The fifth component of postretirement cost is the deferred asset gain of To
The reader may wish to review the formula for computation of the deferred
gain or loss in the general discussion before reviewing this calculatio
deferred asset gain or loss is computed in Table 11-35 using a tabular for®

! Information taken from Example 11-16, Items 2, 3(d), (h), and (.
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Chapter 12: Foreign Currency, Derivatives, and Fair Value 12.83

3. Other than forecasted transactions associated with variable jnf
ments on existing instruments, disclose the maximum time
which the enterprise is hedging future cash flow risk for
transactions.

4. The amount of the reclassification of gains and losses to net iny
accumulated other comprehensive income when a cash flow k
discontinued because the entity has determined that it is not p
that the forecasted transaction will occur. '

The information, above, is required for both the instrument and the hej
transaction (Paragraph 45(b)). .

The following disclosure information related to presentation of com
sive income and accumulated other comprehensive income is require
graphs 46 and 47):

1. The net gain or loss from instruments classified as cash flow he
should be disclosed separately in other comprehensive income y
gains and losses qualify for presentation in other comprehensive

2. The following should be disclosed in accumulated other comp:
income from derivative gains and losses:

a. Beginning and ending accumulated gain or loss from deriva

When an enterprise discloses fair value information, the fair value of one
_ ment should not be netted with the fair value of another instrument, unless
or offsetting is allowed under current accounting standards. FASB Inter-
-n Nos. 39 and 41 provide guidelines as to when the fair value of different
| instruments may be offset. (See a detailed discussion of FASB Interpre-
Nos. 39 and 41 in Chapter 7.) Fair value and carrying amounts should be
ted in a summary table, cross referenced to other fair value information if
d in separate footnotes. In addition, the fair value and carrying amounts
cial instruments should be divided into assets and liabilities so that it is
» the reader of the statements as to which fair values and carrying amounts
-nt assets and liabilities and the relationship of the carrying amounts to the
s reported in the balance sheet (SFAS No. 133, Paragraph 532).

' In some cases, it may not be practicable to determine the fair value of some
;o] instruments. It may not be practicable to estimate or determine fair value
an enterprise has to incur excessive costs to determine the fair value
Tt might not_be practicable to determine fair value on an individual
ty basis, butdttaay be cost effective to estimate fair value on a group basis.
ome cases, it.nay be practicable to determine fair value for only a part of a
< of financial instruments. In such cases, fair value for the part should be
psed [Therefore, the precision of fair value estimates and the actual practica-
+ of aetermining fair value is affected by the costs that would be incurred to

activity. :
b. Net tlian . —"" loss. from hedges during the T ‘sfme the required information. When it is not practicable to estimate fair
’ accoﬁntini e de gain or loss irom NEGEES: QUINE L e, the enterprise must provide specific disclosure requirements (SFAS

“ ‘:iio.ligigntg ;e;lﬁsﬂ]ﬁr;ﬁj?z i'gﬁ:':g:sumulated other compreli ‘Some instruments are excluded from the disclosure requirements of SFAS

) ‘ 07. The following financial instruments are not required to present fair value

In addition to the preceding disclosures, the FASB encourages entitos losures in accordance with SFAS No. 107 (Paragraph 8) as amended by SFAS

disclose similar quantitative information about nonfinancial liabilities an . 163:

and financial instruments that are related to the derivative instrumentby a

SFAS No. 149 states that certain derivatives that include items.gach as u

cash payments or off-market terms may have a financing component that

be included in the cash flow statement as a financing activity using the pre
of SFAS No. 95. (See a detailed discussion of cash flow financing acti

Chapter 1.)

This completes the disclosures required by SFAS No. 133, as amended b
SFAS No. 161. However, SFAS No. 107, as amended by SFAS No. 133, '
additional disclosures for all financial instruments.

, \Q 07, Paragraph 14).
R
N

. Pension, postretirement, and post-employment obligations of employ-
ers and pension plans under SFAS Nos. 35, 87, 106, 112, 132(R), and 158.

. Stock purchase plans, share-based payment plans, and deferred com-
pensation plans covered by the provisions of APB Opinions No. 12 and
SFAS No. 123(R).

. Debt that is substantively extinguished as defined by SFAS No. 140.

_ Insurance contracts (including financial guarantee insurance contracts
within the scope of SFAS No. 163) under SFAS Nos. 60 and 97. Invest-
ment contracts and financial guarantees are not excluded from SFAS
No. 107.

. Leases under the provisions of SFAS No. 13, as amended. Lease obliga-
tions guaranteed by a third party and canceled lease contingent obliga-
tions are covered by SFAS No. 107.

6. Unconditional purchase obligations under SFAS No. 47.
7. Obligations and rights under warranties.

Disclosure Requirements Under Statement Nos. 107 and 126

SFAS No. 107, as amended by SFAS Nos. 126, 133 and 157 specifies di
sure requirements for all financial instruments (see the preceding disc
a definition of a financial instrument). The disclosure requirements relate to
market value requirements and disclosures associated with a concen )
credit risk. SFAS No. 157 amends SFAS No. 107 relative to fair value. In a
SFAS No. 157 provides additional fair value disclosure requirements. J€€
detailed discussion SFAS No. 157 in this chapter.




