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CHAPTER 2
CASH

INTRODUCTION
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i 1. This disclosure generally is made on
legally restrictedalas ﬁiigei fg;hvglg:icgzwg? the restrictions 1n1g;lst be described in a
. th? ; E}'12111 statements. Time deposits generally are not deemed to ‘F)e
e ensating balance arrangements that do not legally restrict
o COmpin the balance sheet need only be disclosed. Comp'ensat].ng
s ShoWnain’cr:ﬁned under an agreement to ensure future credit availa-
o th‘g EIedr?sclosed in the notes, along with the terms of the agreement.
g;:lléy ilftltlzi)‘;?‘etat?ons and guidelines with respect to compensating balances can be

found at FRR Section 203 and SAB Topic 6H.
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Disclosure
Requirement
question Met?

Refereng,

1. Does the company have
restrictions on its cash?

P
pisclosure Requirements

Resm’cted Foreign Currency

Cash in one country may not be freely transferable to another country because,
oxchange control regulations or other reasons. If the restricted funds held
another country are significant, they should be segregated or disclosed in,
aption or note. If the restricted funds cannot be (or are not intended to be) ug
eneral business purposes in the country where they are located, such
should be classified as noncurrent assets in a classified balance sheet.

i

Other Restricted Funds

i ificant amounts of funds that are legally restricted in other ways also sho ,r:
pe segregated or disclosed in a caption or note. Funds held in escrow, procesg
m loans restricted for specified purposes, and reserve funds required undp
pond indentures are examples of such funds. If such funds are to be used|
cquire noncurrent assets or to liquidate long-term liabilities, they should g
dassified as long term in a classified balance sheet. However, if funds ¢
estricted for the payment of interest, current maturities of debt or other e
jiabilities, they should be classified as current.

Disclose the amount of cash and cash items restricted as to witndrawalg
15288 separately presented on the balance sheet (time deposits-osierally are g
Jeemed restricted), the provisions of such restrictions, compensating bala
amounts, and arrangements.

References: Regulation S-X, Rule 5-02-1 (Rule 5-02 is reflected in the FASB
Mcgunting Standards Codification™ (ASC) at ASC 210, Balance Sheet (ASC

10-10-599-1)); FRR 203; SAB Topic 6H (SAB Topic 6H is reflected in the ASC af.
45 210-10-599-2)

—
Regulation S-X, Rule 5-02-1; FRR 203; SAB Topic 6H

Rule 5-02: Balance Sheels
{,CASH AND CASH ITEMS.

Separate disclosure shall be made of the cash and cash items which are
restricted as to withdrawal or usage. The provisions of any restrictions shall be
described in a note to the financial statements. Restrictions may include legally
restricted deposits held as compensating balances against short-term borrowing
arangements, contracts entered into with others, or company statements of
intention with regard to particular deposits; however, time deposits and short-
term certificates of deposit are not generally included in legally restricted depos-

1t T T T T T YTV
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In cases where compensating balance arrangements exist but are not
ements which legally restrict the use .Of cash amounts shown on the balance
sheet, describe in the notes to the financial statements these arrangements and
thé amount involved, if determinable, for the most recent audne'd ballance sheet
required and for any subsequent unaudited balance sheet required in the notes
to the financial statements. Compensanpg pglances that_ are maiptalned under
an agreement to assure future credit availability shall be disclosed in the notes to
the financial statements along with the amount and terms of such agreement.

FRR 203. Disclosure of Compensating Balances and Short-Term Borrow-
ing Arrangements

ASR 148
203.01. Reasons for Requirements

The management of liquidity is an important part of the financial management of
2 business entity. The maintenance of shori-term borrowing capacity and the
ability to obtain such funds at reasonable cost are major elements of such a
management responsibility. If investors are to understand the financial policies of
managemeit, disclosure relative to these elements is necessary.

its.
agre

It is gene'ally recognized in the financial community that one of the major
elererts in shori-term financing policy is the maintenance of compensating
helanues supporting present and future credit from financial institutions. Such
waiances affect liquidity and the effective cost of borrowing. Nevertheless, disclo-
sure of the essential details of such arrangemenis had been infrequent. When
disclosure had occurred, the information supplied was generally insufficient to
permit statement users fo deal analylically with the subject. Lack of disclosure of
amounts affecting liquidity such as compensating balances has been justified on
the grounds that such arrangements were generally unwritien, informal and not
subject to precise quantification. None of these reasons are sufficient to support
a policy of nondisclosure of situations which are recognized to be both real and
significant. They do, however, support the need for rule changes and disclosure
guidelines so that reasonably uniform and understood standards for disclosure
can be applied. They also indicaie that disclosure must be based in many
circumstances on reasonable estimates and that precision of measurement
cannot be expected.

The interest paid for short-term borrowings is also of significance in appraising
the financial policies and operating results of business entities. Changes in this
rate over time may have a significant impact on profitability. The relationship of
the rate paid at year end to short-term rates generally being charged at that date
to corporate borrowers may be indicative of the future level of interest costs to be
incurred by the corporation under varying conditions in the credit markets. In
addition, information as to the magnitude of such borrowings during a fiscal
period should further assist investors in determining the impact of changing
credit conditions on business operations.

203.02 Compensating Balances

Rule 5-02-1 of Regulation S-X requires disclosure of compensating balances in
order to avoid undisclosed commingling of such balances with other funds
having different liquidity characteristics and bearing no determinable relationship
10 borrowing arrangements. Rule 5-02-1 also requires footnote disclosure distin-

guishing the amounts of such balances maintained under a formal agreement to
assure future credit availability.
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203.02.a. Definition

A compensating balance is defined as that portion of any demand deposit (or any
time deposit or cerlificaie of deposit) maintained by a corporation (or by any
other person on behalf of the corporation) which constitutes support for existing
borrowing arrangements of the corporation (or any other person) with a lending
institution. Such arrangements would include both outstanding borrowings and
the assurance of future credit availability.

203.02.b. Form of Disclosure

The manner of disclosure cannot be specified with precision since it will vary
according to the factual situation involved. These rules call for disclosure of
compensating balance arrangements. Such disclosure will involve segregation
on the face of the balance sheet whenever such balances are maintained under
an agreement which legally restricts the use of such funds. Examples of such
arrangements would include situations where a certificate of deposit must be
held while a loan is ouistanding or where a minimum balance must be main-
tained at all times while credit is extended or available. Footnote disclosure will
be appropriate in other circumsiances where such balances are determinable
amounis although not legally restricted as to withdrawal. Footnote disclosure
would be required even though the arrangement is not reduced to writing if
determinable amounis (e.g., a perceniage of shori-term borrowings, a percent-
age of unused lines of credit, an agreed average balance) have been agreed
upon by both parties involved. An arrangement where the balance required is
expressed as an average over time would ordinarily lead to additional footnote
disclosure of the average amount required to be maintained for arrangements in
existence at the reporting date since the amount held at the close of the reporting
period might vary significantly from the average balance held during the perica
and bear little relationship to the amount required to be maintained over time. 'f
arrangements requiring maintenance of compensating balances during the y:ear
were materially greater than those at year end, that fact should be cisclosed.
Disclosure may aiso include a statement, if appropriate, that the amounts are
legally subject to withdrawal with or without sanctions, as aprlicacie. If many
banks are involved, the disclosure should summarize the most c.oraron arrange-
ments and aggregate the compensation balances involved.

Restrictions of the use of funds may include contracts ervetrad into with others or
company statemenis of intention with regard to particular deposits. Examples of
the former might be letters of credit and escrow accounts. Examples of the latter
are cash balances set aside for use in a capital expenditure program or to meet a
particular debt obligation when it comes due. Cash balances related to state-
ments of intention should only be segregated when particular deposits or bal-
ances have been earmarked for such special purposes. Board approval of a
capital budget calling for the expenditure of certain amounts would not be the
basis for segregation unless the specific amounts of cash to be spent are
identified and set aside.

Where a company is not in compliance with a compensating balance require-
ment, that fact generally should be disclosed along with stated or possible
sanctions whenever such possible sanctions may be immediate (not vague or
unpredictable) and material. In determining whether compensating balance ar-
rangements are sufficiently material 1o require segregation or disclosure, various
factors should be considered. Among these may be the relationship of the
amount of the balances, to total cash, total liquid assets and net working capital,

the impact of the balances on the effective cost of financing. In the usual
e compensating balances which in the aggregate amount to more

and

ortabl :
f;:,? ’ {gppercent of liquid assets (current cash balances, restricted and un-

stricted, plus marketable securities) would be considered to be material.
:jasser ar,nounts may be material if they have a significant impact on the cost of

financing. Compensating balances maintained by the company for thg benefit of
affiliates, officers, directors, principal stockhoiderg or other similar parties may be
of particular significance to investors. Separate dlsclos_ure of suc_h balances may
be required under other Commission rules and relgu_latlon.s even if they are not of
a magnitude such that they would meet the maieriality guidelines set forth above.

203.02.c. Measurement Problems

A number of problems arise in the process of determining the amount of
compensating balances. It is recognized thgt preci_sion of measuremt_ant may not
pe practicable but that fact should not limit the disclosure of material arrange-
ments since reasonable estimates can be made. Since several of the problems
of measurement occur frequently, and since it is desirable that they be similarly
solved to assure uniformity of practice among companies, the following guide-
lines have hieen developed to assist registrants. It is recognized that every
situation carrnot be anticipated, and the need for judgment on the part of
registrant= and their auditors cannot and should not be avoided.

20%.02 ¢.i. Minimum Operating Balance

+1| corporations require some minimum amount of cash on which to operate. The
amount will depend upon the extent of seasonal and random fluctuations in
short-term cash demand as well as management judgment regarding necessary
safely factors. It has been argued that in those cases where part of the compen-
sating balance reflects funds that would be held any way as a minimum operat-
ing balance, such funds should be subtracted from compensating balance since
the maintenance of such a compensating balance has no incremental cost to the
borrower. For purposes of these disclosure requirements, such a subtraction is
not appropriate. The concept of subtraction implies that the compensating bal-
ance is of secondary importance, and this is by no means apparent. It would be
equally reasonable to contend that operating funds are free of cost because
compensating balances must be maintained. In any event, the utilization of such
amounts of compensating balances precludes the sound cash management
alternative of investing available cash in highly liquid interest bearing securities.
It may be desirable, however, for companies to supplement disclosure with
statements regarding the dual purpose of such amounts.

203.02.c.ii. Float

The balance shown on the bank's ledgers and the company’s books will differ
due to delays in presentment of checks in transit. In addition, some amounts
included in the bank ledger figure may include funds subject to collection which
may not be considered as meeting compensating balance requirements. These
factors complicate the calculation of the amount of compensating balance to be
disclosed both conceptually and empirically. The compensating balance ar-
rangements negotiated beiween a company and its bank are normally expressed
in terms of the collected bank ledger balance, but the financial statements are
presented on the basis of the company's hooks. In order to make the disclosure
of compensating balance amounts segregated on the balance sheet consistent
with the cash amounts reflected in the financial statements, the balance figure
agreed upon by the bank and the company should be adjusted, if possible, by

Chapter 2: Cash 2005
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the estimated “float” so that such an adjusted amount shown on the balance
sheet will properly relate to company book amounts for total cash. Both the
agreed upon collected balance at the bank and the adjusted balance relating to
the corporation’s books should be disclosed along with a brief description of the
criteria used to make the adjustment. Similar adjustments and disclosure should
be made for arrangements disclosed in the footnotes if practicable and relevant
to the arrangemenis described. A reasonable estimate of “float” based on the
information management uses io manage its bank relationship will be
satisfactory.

203.02.c.iii. Compensation for Other Bank Services

Balances are maintained not only in connection with financial arrangements but
also to compensate the bank for iis account handling function, and in some
cases, to pay for other services such as lock boxes and account reconcilement.
Balances maintained for these purposes should not be included in the disclosed
compensaiing balances and would not be construed as special funds per Rule
5-02-1 since such funds are available for use upon payment of a service charge
and would not affect the cost of borrowing. If a bank allows balances to serve
both purposes, the balances should be considered as a compensating balance
and should be disclosed in accordance with Rule 5-02-1. Supplement disclosure
by companies for the dual purpose of such amounts may be desirable.

203.02.c.iv. Reporiing Periods

In general, compensating balance arrangements should only be disclosed for the
latest fiscal year and later interim period for which statements are presented. If
the terms of the arrangements require balance sheet segregation, however, this
should be reflected in all balance sheets presented. In addition, if the change in
the arrangements from one pericd to the next is so great as to constitute a fact of
unusual significance to the investor in appraising the company, the changs
should be disclosed.

203.03. Funds Maintained for Future Credit Availability

Rule 5-02-1 requires disclosure of funds maintained under an agisement for the
purpose of assuring future credit availability. These funds we il be included as
part of compensating balances disclosed separately on the v=uance sheet or in
the fooinotes in accordance with Rule 5-02-1. This requirement contemplates
separate disclosure of such amounts and the related terms for both long-and
short-term future credit availability in notes to the financial statements. Separate
disclosure provides important and useful information to the investor about poli-
cies regarding cash management and future financing.

SAB Topic 6: Interpretations of Accounting Series Releases and Financial
Reporting Releases

H. ACCOUNTING SERIES RELEASE 148—DISCLOSURE OF COMPENSAT-
ING BALANCES AND SHORT-TERM BORROWING ARRANGEMENTS
(ADOPTED NOVEMBER 13, 1973, AS MODIFIED BY ASR 172 ADOPTED ON
JUNE 13, 1975, AND ASR 280 ADOPTED ON SEPTEMBER 2, 1980)

Facts: ASR 148 (as modified) amends Regulation S-X to include:

1. Disclosure of compensating balance arrangements.

2. Segregation of cash for compensating balance arrangements that are
legal restrictions on the availability of cash.

Chapter 2: Cash 2007

1. Applicability

a, Arrangements with other lending institutions

estion: In addition to banks, is ASR 148 applicable to arrangements with
Question:

factors, commercial finance companies or other lending entities?
Interpretive Response: Yes.
Interpte 7=~~~ ——

b. Bank holding companies and brokerage firms

Question: Do the provisions of ASR 148 apply to bank holding companies and to
;

brokerage firms filing under Rule 17a-567

Interpretive Response: Yes; however, brokerage firms are not expected 1o meet

Interprety= ok -

these requirements when filing Form X-17a-5.

c. Einancial statements of parent company and unconsolidated subsidiaries

Question: Are the provisions of ASR 148 applicable to parent company financial

statemnents in addition to consolidated financial statemenis? To financial state-
ments of uncansolidated subsidiaries?

Interpretive Hesponse: ASR 148 data for consolidated financial statements only
will oc;;ally be sufficient when a filing includes consclidated and parent com-
" financial statements. Such data are required for each unconsolidated

Talty ; . . :
;.‘:.lbsidiary or other entity when a filing is required to include complete financial
statements of those entities. When the filing includes summarized financial data
in a footnote about such entities, the disclosures under ASR 148 relating to the

consolidated financial statements will be sufficient.

d. Foreign lenders

Question: Are ASR 148 disclosure requirements applicable to arrangementis with
foreign lenders?

Interpretive Response: Yes.

2. Classification of short-term obligations—Debt related to long-term projects
Facts: Companies engaging in significant long-term construction programs fre-

quently arrange for revolving cover loans which extend until the completion of
long-term construction projects. Such revolving cover loans are typically ar-
ranged with substantial financial institutions and typically have the following
characteristics:

1. A firm long-term mortgage commitment is obtained for each project.

2. Interest rates and terms are in line with the company’s normal borrow-

ing arrangements.
3. Amounis are equal to the expected full mortgage amount of all projects.

4. The company may draw down funds at its option up to the maximum
amount of the agreement.

5. The company uses short-term interim construction financing (commer-
cial paper, bank loans, etc.) against the revolving cover loan. Such
indebtedness is rolled over or drawn down on the revolving cover loan
at the company’s option. The company typically has regular bank lines
of credit, but these generally are not legally enforceable.
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Question: Under FASB ASC Subtopic 470-10, Debt Overall, will the classification
of loans such as described above as long-term be acceptable?
Interpretive Response: Where such conditions exist providing for a firm commit-

ment throughout the construction program as well as a firm commitment for
permanent mortgage financing, and where there are no contingencies other than
the completion of construction, the guideline criteria are met and the borrowing
under such a program should be classified as long-term with appropriate
disclosure.

3. Compensating balances
a. Compensating balances for future credit availability
Facts: Rule 5-02-1 of Regulation S-X requires disclosure of compensating bal-

ances in order to avoid undisclosed commingling of such balances with other
funds having different liquidity characteristics and bearing no determinable rela-
tionship to borrowing arrangements. It also requires footnote disclosure distin-
guishing the amounts of such balances maintained under a formal agreement to
assure future credit availability.

Question: In disclosing compensating balances maintained to assure future

credit availability, is it necessary to segregate compensating balances for an
unused portion of a regular line of credit when a total compensating balance
amount covering both used and unused amounts of a line of credit is disclosed?

Interpretive Response: No.

b. Changes in compensating balances
Facts: ASR 148 guidelines indicate the need for additional disclosures where

compensating balances were materially greater during the period than ai the end
of the period.

Question: Does this disclosure relate to changes in the arrangernent {e.q., the
required compensating balance percentage) or changes in‘norrowing levels?
Interpretive Response: Both.

c. Float
Facts: ASR 148 states that “compensating balance arrangements . . . are

normally expressed in terms of collected bank ledger balances but the financial
statements are presented on the basis of the company’s books. In order to make
the disclosure of compensating balance amounts . . . consistent with the cash
amounts reflected in the financial statements, the balance figure agreed upon by
the bank and the company should be adjusted if possible by the estimated float.”

Question: In determining the amount of “float” as suggested by ASR 148 guide-

lines, frequently an adjustment fo the bank balance is required for “uncollected
funds.” On what basis should this adjustiment be estimated?

Interpretive Response: The adjustment should be estimated based upon the

method used by the bank or a reasonable approximation of that method. The
following is a sample computation of the amount of compensating balances to be
disclosed where uncollected funds are involved.

Chapter 2: Cash 2009

Assumptions: The company has agreed to maintain compensating balances
s :

equal to 20 percent of short-term borrowings.

ghort-term borrowings $10,000,000
Compensating balances per bank balances 2,000,000
Estimated float (approximates the excess of outstanding

checks over deposits in transit) 480,000
Estimated uncollected funds 320,000
Computation:

Compensating balances per hank balances 2,000,000
Estimated uncollected funds 320,000
Estimated float (480,000)
Compensating balances stated in terms of a book cash $1.840,000

palance and to be disclosed

4. Miscellaneous

a. Periods required
Questio 1; ~ar what periods are ASR 148 disclosures required?

Ints-eredive Response: Disclosure of compensating balance arrangements and

atner disclosures called for in ASR 148 are required for the latest fiscal year but
are generally not required for any later interim period unless a material change
has occurred since year end.

b. 10-Q Disclosures

Question: Are ASR 148 disclosures required in 10-Q's?

Interpretive Response: In general, ASR 148 disclosures are not required in Form

10-Q. However, in some instances material changes in borrowing arrangements
or borrowing levels may give rise to the need for disclosure either in Form 10-Q
or Form 8-K.
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Disclosure
Requirement

Question Yes No Met? Refergn,

2. Does the company have cash
deposits in connection with
repurchase agreemenis?

Disclosure Requiremenis
Disclose cash deposits in connection with repurchase agreements as restric
cash.

Reference: Regulation 5-X, Rule 4-08(m)(1)(iii) (Rule 4-08 is reproduced in ASC
235, Notes to Financial Statements (ASC 235-10-599-1))

Regulation S-X, Rule 4-08(m)(1)(iii)
Rule 4-08: General Notes to Financial Statemenis
(m) REPURCHASE AND REVERSE REPURCHASE AGREEMENTS.

(1) Repurchase agreements (assets sold under agreemenis to
repurchase).

(i) If, as of the most recent balance sheei date, the carrying
amount (or market value, if higher than the carrying amount
or if there is no carrying amount) of the securities or other &
assets sold under agreements to repurchase (“repurchaao
agreements”) exceeds 10 percent of total assets, discluse
separately in the balance sheet the aggregate amaunt of
liabilities incurred pursuant to repurchase agreciments in-
cluding accrued interest payable thereon.

(i) (A) If, as of the most recent balance sheet date, the carrying
amount (or market value, if higher than !ne carrying amount)
of securities or other assets sold urder repurchase agree-
ments, other than securities or asceis specified in (1)(ii)(B)
of this section, exceeds 10 percent of total assets, disclose
in an appropriately captioned footnote containing a tabular
presentation, segregated as to type of such securities or
assets sold under agreements to repurchase (e.g., U.S.
Treasury obligations, U.S. Government agency cbligations
and loans), the following information as of the balance sheet
date for each such agreement or group of agreements
(other than agreements involving securities or assets speci-
fied in (1)(ii))(B) of this section) maturing (1) overnight; (2)
term up to 30 days; (3) term of 30 to 90 days; (4) term over
90 days, and (5) demand:

(i) The carrying amount and market value of the
assets sold under agreement to repurchase, in-
cluding accrued interest plus any cash or other
assets on deposit under the repurchase agree-
ments; and

(i)

(i) The repurchase liability associated with such
fransaction or group of transactions and the inter-
est rate(s) thereon.

(B) For purposes of (1)(ii)(A) of this section only, do
not include securities or other assets for which
unrealized changes in market value are reported
in current income or which have been obtained
under reverse repurchase agreements.

If, as of the most recent balance sheet date, the amount at
risk under repurchase agreements with any individual
counterparty or group of related counterparties exceeds 10
percent of stockholders’ equity (or in the case of invesiment
companies, net asset value), disclose the name of each
such counter party or group of related counterparties, the
amount at risk with each, and the weighted average maturity
of the repurchase agreements with each. The amount at risk
under repurchase agreemenis is defined as the excess of
carrying amount (or market value, if higher than the carrying
amount or if there is no carrying amount) of the securities or
other assets sold under agreement to repurchase, including
accrued interest plus any cash or other assets on deposit to
secure the repurchase obligation, over the amount of the
repurchase liability (adjusted for accrued interest). (Cash
deposits in connection with repurchase agreements shall
not be reported as unrestricted cash pursuant to Rule
5-02-1.)

(2) Reverse repurchase agreemenis (assets purchased under agree-
ments to resell).

(i)

(i)

If, as of the most recent balance sheet date, the aggregate
carrying amount of “reverse repurchase agreements” (se-
curities or other assets purchased under agreemenis to
resell) exceeds 10 percent of total asseis: (A) disclose
separately such amount in the balance sheet; and (B) dis-
close in an appropriately captioned footnote: (1) the regis-
trant's policy with regard to taking possession of securities
or other assets purchased under agreements to resell; and
(2) whether or not there are any provisions to ensure that
the market value of the underlying assets remains sufficient
to protect the registrant in the event of default by the
counterparty and, if so, the nature of those provisions.

If, as of the most recent balance sheet date, the amount at
risk under reverse repurchase agreements with any individ-
ual counterparty or group of related counterparties exceeds
10 percent of stockholders’ equity (or in the case of invest-
ment companies, net asset value), disclose the name of
each such counterparty or group of related counterparties,
the amount at risk with each, and the weighted average
maiurity of the reverse repurchase agreements with each.
The amount at risk under reverse repurchase agreements is
defined as the excess of the carrying amount of the reverse

Chapter 2: Cash 2011
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repurchase agreements over the market value of assets
delivered pursuant to the agreements by the counterparty to
the registrant (or to a third party agent that has affirmatively
agreed 1o act on behalf of the registrant) and not returned tg
the counterparty, except in exchange for their approximate
market value in a separate transaction.

il CHAPTER 3
ACCOUNTS AND NOTES
RECEIVABLE

INTRODUCTION

Receivables from customers, related parties, and others must be set forth sepa-
rately in the balance sheet under Regulation 5-X, 5-02-3. If the aggregate amount
of notes receivable exceeds 10% of the aggregate amount of receivables, a
preakdown of notes and accounts must be reflected on the balance sheet or in the

notes. For commercial and industrial companies, the portion of installment
fmﬁvables classified as current assets that are due after one year and, if practica-
ble, the amounts maturing in each year should be disclosed.

Regulation 5-X, Rule 5-02-4, requires that the amount of the allowance for
uncollectibl> accounts be provided. The SEC staff prohibits valuation accounts
from being aggregated and presented on a separate stand-alone basis in the
palar.oe sheet. The allowance for loan losses or bad debts is defined as a
vauz Hon account that relates to loans or receivables, and the SEC staff requires
\.«esentation of the allowance as a reduction of the carrying amount of those

( ;
loans or receivables.
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Disclosure
Requirement

Question Yes No Met?

1. Does the
company have
accounts and
notes
receivable?

Disclosure Requirements

State separately on the face of the balance sheet, amounts receivable from:

1. Customers;

2. Related parties;

3. Underwriters, promoters, and employees; and
4. Others.

If total notes receivable exceed 10% of total receivables, state the aly

amounts for accounts receivable and notes receivable separately, either on
face of the balance sheet or in the notes.

Reference: Regulation S-X, Rules 5-02-3(a) and (b) (Rule 5-02 is reproduced in
FASB Accounting Standards Codification™ (ASC) 210, Balance Sheet (ASC

210-10-599-1)) 2

s

Regulation S-X, Rules 5-02-3(a) and (b)
Rule 5-02: Balance Sheels
3. ACCOUNTS AND NOTES RECEIVABLE.

(a) State separately amounts receivable from (1) customars (trade); (2)
related parties (see Rule 4-08(k)); (3) underwriizs,. promoters, and
employees (other than related parties) which arase in other than the
ordinary course of business; and (4) others.

(b) If the aggregate amount of notes receivable exceeds 10 percent of the
aggregate amount of receivables, the above information shall be set
forth separately, in the balance sheet or in a note thereto, for accounts
receivable and notes receivabie.

BT HHHH R T
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Disclosure
Requirement
?
Question Yes No Met? Reference
2. Does the
company have
loans or other
receivables
covered by
buyback

provisions?
Disclosure Requirements

In a circumstance where the seller regains control of assets previously accounted
for as sold under ASC 860, Transfers and Servicing, the original balance sheet
classification of the assets should be maintained when control over that asset is

re-recognized by the transferor.

Reference: Ciivent Accounting and Disclosure Issues in the Division of
Corporation finance, 11/30/06, I1.Q.1

' “gitor's note: The following excerpted text has not been updated to reflect the
ASC.]

Current Accounting and Disclosure Issues in the Division of Corporation
Finance, 11/30/06, 11.Q.1

II. Other Current Accounting and Disclosure Issues
Q. LOANS AND OTHER RECEIVABLES
1. Accounting for Loans or Other Receivables Covered by Buyback Provisions

The terms of sale of loans or other receivables, including, but not limited to,
those securitized through the Government National Mortgage Association or
another GSE, may either require or allow for the transferor's repurchase of such
loans or receivables upon an event of default.

Paragraph 55 of FASB Statement No. 140, Accounting for Transfers and Servic-
ing of Financial Assets and Exiinguishments of Liabilities, a replacement of
FASB Statement No. 125, specifies the accounting in a circumstance where the
seller regains control of assets previously accounted for appropriately as having
been sold, such as in the case of a call option that becomes exercisable upon the
event of borrower default. The assets should be accounted for in the same
manner as a purchase of the assets from the former transferee in exchange for
liabilities assumed. Specifically, the transferor recognizes in its financial state-
ments those assets together with liabilities to the former transferees or beneficial
interest holders in those assets at fair value on the date that the call becomes
exercisable, regardiess of whether it intends to exercise the call. EITF Issue 02-9
further clarifies the accounting for a transferor's rerecognition of assets pursuant
1o paragraph 55 of FASB Statement No. 140.

The original balance sheet classification of the asset when originally transferred
should be maintained when control over that asset is re-recognized by the
transferor. For instance, if the asset subject to the call or repurchased by the

il

SRR AR




3004  Part I Financial Statements—Commercial Companies Chapter 3: Accounts and Notes Receivable 3008

transferor is a loan, the balance sheet classification by the transferor upon ® ————

rerecognition should be Loans, not Other Assets. No loan loss allowance should Disclosure
be recorded upon initial re-recognition of loans at fair value. Subsequent ac- Require[,nenl
counting for the re-recognized loan will depend on whether the loans are Question Yes No Met? Reference
) classified as held for investment or held for sale. e
i . _ 3, Does
In the event that loans re-recognized by the transferor have the risk elements company have
| contemplated by ltem 1Il.C.1. of Industry Guide 3 (i.e., nonaccrual, past due, receivables from
restruciured), the amount of such loans should be included in the disclosures officers,
required by that Item. Supplemental disclosures may be made to facilitate directors,
understanding of the aggregate amounts reported pursuant to Item 11.C.1. These g%?;tt:é'?r

f disclosures may include, for example, information as to the nature of the loans,
any guarantees, the extent of collateral, or amounts in process of collection. For & bY——""
example, if a loan re-recognized by a transferor is accruing, but it is contractually Disclosure Requirements
past due 90 days or more as to principal or interest, that loan should be included ) . .
‘ in the disclosure required by liem II.C.1(b) even if the loan is guaranteed = Certain receivables from officers, directors, lthe parent, or affiliates must be
‘ through a government program, such as the Veterans Administration (VA) or ¥ chown as a deduction from stockholders” equity. See SAB Topics 4E and 4G for
| Federal Housing Authority (FHA}. details.

Reference: SAD Topics 4E and 4G (SAB Topic 4E is reflected in the ASC at ASC
310, Receivbies (ASC 310-10-599-2), and SAB Topic 4G is reflected in the ASC at

ASC 316-10-599-3)

SAB Topics 4E and 4G
) SAB Topic 4: Equity Accounts
E. RECEIVABLES FROM SALES OF STOCK

Facts: Capital stock is sometimes issued to officers or other employees before

payment is received.

Question: How should the receivables from the officers or other employees be
presented in the balance sheet?

Interpretive Response: The amounts recorded as a receivable should be

presented in the balance sheet as a deduction from stockholders’ equity. This is
generally consistent with Rule 5-02-30 of Regulation S-X which states that
accounis or notes receivable arising from transactions involving the registrant’s
capital stock should be presented as deductions from stockholders’ equity and
not as assets.

It should be noted generally that all amounts receivable from officers and
directors resulting from sales of stock or from other transactions (other than
expense advances or sales on normal trade terms) should be separately stated
in the balance sheet irrespective of whether such amounts may be shown as
assets or are required to be reported as deductions from stockholders® equity.
The staff will not suggest that a receivable from an officer or director be deducted
from stockholders’ equity if the receivable was paid in cash prior to the publica-
t!on of the financial statements and the payment date is stated in a note to the
financial statements. However, the staff would consider the subsequent return of
such cash payment to the officer or director to be part of a scheme or plan to
evade the registration or reporting requirements of the securities laws.

IR R T T T T L L s 11 Hil 11 il
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Facts: Capital stock is sometimes issued to officers or other employees befora
the cash payment is received.

Question: How should the receivables from the officers or other employees be
presented in the balance sheet?

Interpretive Response: The amount recorded as a receivable should be

presented in the balance sheet as a deduction from stockholders’ equity. This is.
generally consistent with Rule 5-02.30 of Regulation S-X which states that
accounts or notes receivable arising from transactions involving the registrant's

capital stock should be presented as deductions from stockholders’ equity and
not as asseis.

It should be noted generally that all amounts receivable from officers and
directors resulting from sales of stock or from other transactions (other than

expense advances or sales on normal trade terms) should be separately stated.

in the balance sheet irrespective of whether such amounts may be shown as
assets or are required to be reporied as deductions from stockholders’ equity.

The staff will not suggest that a receivable from an officer or director be deducted
from stockholders’ equity if the receivable was paid in cash prior to the publica-
tion of the financial statements and the payment date is stated in a note to the
financial statements. However, the staff would consider the subsequent return of

such cash payment to the officer or director to be part of a scheme or plan to

evade the registration or reporting requirements of the securities laws.
G. NOTES AND OTHER RECEIVABLES FROM AFFILIATES
Facts: The balance sheet of a corporate general partner is often presented.ip &

registration statement. Frequently, the balance sheet of the general parirer
discloses that it holds notes or other receivables from a parent or.anciier
affiliate. Often the notes or other receivables were created in order ic iv.eet the
“substantial assets” test which the Internal Revenue Service utilizes in applying
its “Safe Harbor” doctrine in the classification of organizatiors-or income tax
purposes.

Question: How should such notes and other receivabies e reported in the
balance sheet of the general partner?
Interpretive Response: While these notes and other receivables evidencing a

promise o contribute capital are often legally enforceable, they seldom are
actually paid. In substance, these receivables are equivalent to unpaid subscrip-
tions receivable for capital shares, which Rule 5-02-30 of Regulation S-X re-
quires to be deducted from the dollar amount of capital shares subscribed.

The balance sheet display of these or similar items is not determined by the
quality or actual value of the receivable or other asset “contributed” to the capital
of the affiliated general pariner, but rather by the relationship of the parties and
the control inherent in that relationship. Accordingly, in these situations, the

receivable must be treated as a deduction from stockholders’ equity in the

balance sheet of the corporate general pariner.
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Disclosure
Requirement

Yes No Met? Reference

question

4. Does the
company have
receivables due
under long-term
contracts?

B
Disclosure Requirements
Gtate separately on the balance
following amounts:

1, Balances billed but not paid by customers under retainage provisions in

contracts.

2. Amounts representing the recognized sales value of performance and
. such arvounts that had not been billed and were not billable to custom-
the date of the balance sheet. Include a general description of the

ers at the
o1 2requisites for billing.

e

comprising such amount.

4. With respect to (1) through (3) above, also state the amounts included in
each item that are expected to be collected after one year. Also state, by
year, if practicable, when the amounts of retainage (see (1) above) are

expected to be collected.

References: Regulation $-X, Rules 5-02-3(c) and 5-02-6(d); FRR 206 (Rule 5-02 is
reproduced in ASC 210-10-599-1)

sheet or in a note to the financial statements the

gilled or unbilled amounts representing claims or other similar items
subject to uncertainty concerning their determination or ultimate realiza-
tion. Include a description of the nature and status of the principal items

Regulation S-X, Rules 5-02-3(c) and 5-02-6(d); FRR 206
Rule 5-02: Balance Sheets
3. ACCOUNTS AND NOTES RECEIVABLE
(c) If receivables include amounts due under long-term contracts (see
Rule 5-02-6(d)), state separately in the balance sheet or in a note 10 the
financial statements the following amounts:

(1) Balances billed but not paid by customers under retainage
provisions in contracts.

(2) Amounts representing the recognized sales value of per-
formance and such amounts that had not been billed and
were not billable to customers at the date of the balance
sheet. Include a general description of the prerequisites for
billing.

(3) Billed or unbilled amounts representing claims or other s_imi—
lar items subject to uncertainty concerning their determina-
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tion or uliimate realization. Include a description of the nature
and status of the principal items comprising such amount.

(4) With respect to (1) through (3) above, also state the amounts
included in each item which are expected o be collecteq
after one year. Also state, by year, if practicable, when the
amounts of retainage (see (1) above) are expected to be
collected.

6. INVENTORIES

(d) For purposes of Rules 5-02-3 and 5-02-6, long-term contracts or pro-
grams include (1) all contracts or programs for which gross profits are

recognized on a percentage-of-completion method of accounting or

any variant thereof (e.g., delivered unit, cost to cost, physical comple-
tion), and (2) any contracts or programs accounted for on a completed
contract basis of accounting where, in either case, the contracts or
programs have associated with them material amounts of inventories
or unbilled receivables and where such contracts or programs have
been or are expected to be performed over a period of more than
twelve months. Contracis or programs of shorter duration may also be
included, if deemed appropriate.

For all long-term contracis or programs, the following information, if
applicable, shall be stated in a note to the financial statements:

(i) The aggregate amount of manufacturing or production costs
and any related deferred costs (e.g., initial tooling costs)
which exceeds the aggregate estimated cost of all in-pro-
cess and delivered units on the basis of the estimated aver
age cost of all units expected to be produced under lony
term contracts and programs not yet complete, as veell as
that portion of such amount which would not be absorbed in
cost of sales based on existing firm orders a2t ine latest
balance sheet date. In addition, if practicable isclose the
amount of deferred costs by type of cost (e.¢., nitial tooling,
deferred production, etc.).

(ii) The aggregate amount representing <igiins or other similar
items subject to uncertainty conceming their determination
or ultimate realization, and include a description of the nature
and status of the principal items comprising such aggregate
amount.

(i) The amount of progress payments netted against inventory
at the date of the balance sheet.

206. Disclosures Related to Defense and Other Long-Term Coniract
Activities

ASR 164

206.01. Introduction

The Commission has long been concerned about the quality of disclosures made
by registranis engaged in defense and other long-term confract activities be-
cause these activities involve inventories and receivables with unique risk and
liquidity characteristics. The Commission believes that it is necessary and appro-
priate to require disclosure of greater detail in certain critical areas of long-term

TN

activity, particularly with respect to the nature of costs accumulated in
s, the effect of cost accumulation policies on cost of sales, and the

contract

inventorie - : : : :
effect of revenue recognition practices on receivables and inventories.

206.02. Disclosures in Financial Statements
a. Disclosure Regarding Receivables

i, Retainage

Due to the unique liquidity characteristics of retainage, the Commission believes
that any material amount of retainage should be disclosed no maiter when such
amount is expected to be collected. However, the Commiss@on _also believes that
the significant uncertainties which often affect the determination of a mutually
satisfactory contract completion may cause the estimates of amounts to be
collected within specific years to become progressively less reliable. Conse-
quently, Rule 5-02-3(c)(1) of Regulation S-X requires the isolation of only the
aggregate amount of retainage expected to be collected afler one year. How-
ever, registrants are encouraged to provide estimated collections by year if their
experience of other factors enable them to do so with reasonable accuracy.

The Commissiafi believes that it is unnecessary for the rule to provide specifi-
cally for amounts retained by contractors pursuant to the provisions of subcon-
tracts beczuse Rule 5-02-25 can be interpreted to require separate disclosure of
signvicant amounts of retentions payable to subcontractors.

2(,4.02.a.ii. Unbilled Amounis

Aule 5-02.3(c)(2) calls for disclosure of the amounts of receivables not billed or
bilable that are expected to be collected after one year. The Commission
believes that disclosure of the timing of expected collections provides investors
with meaningful liquidity and risk information. It should be noted that the rule is
not directed at items which are “unbilled” at the balance sheet date merely
because the necessary paperwork has not been processed in accordance with
the normal operation of a billing system. Such items would generally be consid-
ered “billable” for purposes of this rule.

206.02.a.iii. Claims and Similar Items

The Commission believes that amounts due under routine change orders and
escalation features commonly found in the terms of contracts are typically not
subject to such uncertainty that separate disclosure is required. On the other
hand, it believes that disclosure is necessary when amounis are recorded which
are not reasonably determinable under the specific terms of existing coniracts.
Accordingly, Rule 5-02-3(c)(3) requires disclosure where the amounts included
in receivables whether billed or unbilled, are either claims or other similar items
subject to uncertainty concerning their determination or ultimate realization.

206.02.b. Disclosure Regarding Inventories

The Commission expects that the description of the cost elements included in
inventory will appropriately disclose the existence of items not typically included
in inventoried costs in a usual manufacturing operation. In general, the Commis-
sion believes that the accounting treatment of such costs is sufficiently unique to

warrant the disclosure of their existence and, to the exient noted below, their
magnitude.
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206.02.b.i. Cost Elements Included in Inventories

The Commission recognizes that some registrants may find it impracticable tg
determine the actual amount of general and administrative costs remaining in
inventory at the balance sheet dates. However, the commission believes that
registrants can provide reasonable estimates of such remaining costs deter-
mined, for example, on the assumption that costs related to a particular contract
or program have been removed from inventory on a basis proportional to the
totals of the various cost elements expected to be charged to cost of sales for
that coniract or program. The assumptions used to develop these estimates
should be described in a note to the financial statements (see Rule 5-02-6(h)).

206.02.b.ii. Claims and Similar ltems

Rule 5-02-6(d)(2)(ii) recognizes that certain registranis classify amounts repre-
senting claims or other similar items subject to uncertainties as inventories rather
than as receivables reportable under Rule 5-02-3(c). Regardless of where such
amounts are classified, the Commission believes that material amounts must be
disclosed together with an appropriate description of the naiure and status of the
principal items comprising such amounts.

206.03. Example

The following hypothetical example is furnished to illustrate the character and
detail of the disclosures which might be furnished in response to Rules 5-02-3
and 5-02-6 of Regulation S-X. The illustration is provided to assist in understand-
ing and evaluating the rules.

(000 omitted) l?l(ﬁ
ASSETS
CURRENT ASSETS:
Cash $438 S0
Accounts receivable: Trade and other
receivables, net of allowance, for
uncollectible accounts of $38,000 in 19X4
and $36,000in 19X3 2,84¢ 2,08
Long-term contracts and programs (notes |
1and 2) 18,985 19,08
Total accounts receivable %21,831 $21 4
Inventories costs relating to long-term
contracts and in process, net of progress
payments (notes 1 and 3) $ 6,278 $6,8
Prepaid expenses 46 i
Total current assets $28,593 $28,0

NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

REVENUE RECOGNITION. Sales of commercial products under long-term con-
tracts and programs are recognized in the accounts as deliveries are made. The
estimated sales value of performance under Government fixed-price and fixed-
price incentive coniracls in process is recognized under the percentage of
completion method of accounting where under the estimated sales value is
determined on the basis of physical completion to date (the total contract amount
multiplied by percent of performance to date less sales value recognized in
previous periods) and cost (including general and administrative, except as
described below) are expensed as incurred. Sales under cost-reimbursement

1]
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are recorded as costs are incurred and include estimated eamed fees
in the proportion that costs incurred to date bear to_ total estimated costs. Th_e
fees under certain Government contfacts may bel |pcrease_d or decreased in
accordance with cost or performance incentive provisions which measure actual
performance against established targets or other criteria. Such incentive fee

awards or penalties are included in sales at the time the amounts can be
determined reasonably.

INVENTORIES. Inventories, other than inventoried costs relating to long-term
contracts and programs, are stated at the lower of cost (principally first-in, first-
out) or market. Inventoried costs relating to ang—term contracts and programs
are stated at the actual production cost, including factory averhead, initial tooling
and other related nonrecurring costs, incurred to date reduced by amounts
identified with revenue recognized on units delivered or progress completed.
General and administrative costs applicable to cost-plus Government contracts
are also included in inventories. Invenioried costs relating to long-term contracts
and programs are reduced by charging any amounis in excess of estimated
realizable value to cost of sales. The costs atiributed to units delivered under
long-term corinercial contracts and programs are based on the estimated
average cos' of all units expected to be produced and are determined under the
learning cuive concept which anticipates a predictable decrease in unit costs as
task« and production technigues become more efficient through repetition.

contracts

i accordance with industry practice, inventories include amounts relating to
wontracts and programs having production cycles longer than one year and a
portion thereof will not be realized within one year.

NOTE 2. ACCOUNTS RECEIVABLE

The following tabulation shows the component elements of accounts receivable
from long-term contracts and programs:

(000 omitted) 19X4

U.S. Government:

Amounts billed $7,136

Recoverable costs and accrued profit on progress

completed—not billed 4173

Unrecovered costs and estimated profits subject to future

negotiation—not billed 1,468
$12,777

Commercial Customers:

Amounts billed 1,937

Recoverable costs and accrued profit on units delivered—

nol billed 1,293

Retainage, due upon completian of contracts 2,441

Unrec_overed costs and estimated profits subject to future

negotiation—not billed 537
$18,985

The balances billed but not paid by customers pursuant to retainage provisions
Inconstruction contracts will be due upon completion of the contracts and
acceptance by the owner. Based on the Company’s experience with similar
contracts in recent years, the retention balances at December 31, 19X4, are

3011

18X3

$6,532
3,791

1,735
$12,058

3,442

2,279

$19,036
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Recoverable costs and accrued profit not billed comprise principally amoungg,
revenue recognized on coniracts for which billings had not been presented tg;
contract owners because the amounts were not billable at balance sheet date,
anticipated such unbilled amounts receivable from the U.S. Government at Decep,
31, 19X4, will be billed over the next 60 days as units are delivered. The unbjj
accounts receivable applicable to commercial customers are billable upon complej,
or performance tests which are expected to be completed in September 19X5.

Unrecovered costs and estimated profits subject 1o future negotiation, the Pringj
amount of which is expected to be billed and collected within one year, consist gf
following elements. ‘

(000 omitted) 19X4
U.S. Government Contracts:
Excess of estimated or proposed over provisional price $190
Amounts claimed for incremental costs arising from
customer-occasioned contract delays 1,278
1,468
Commercial Contracts:
Unrecovered costs and estimated profit relating to work
not specified in express contract provision 537
$2,005

NOTE 3. INVENTORIES
Inventories and inventoried costs relating to the long-term contracts and programat ¢

classified as follows: »
December 31 Decsn

(000 omitted) 19X4

Finished goods $3,562 $34

Inventoried costs relating to long-term

contracts and programs, net of amounts

aitributed to revenues recognized to date 2,552 2

Work in process 732

Raw materials 453

Supplies 112

Deduct progress payments to long-term 7,417 741

contracts and programs 1,139 12

$6,278 6,5

111111 i\l‘; 1111 1
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llowing tabulation shows the cost elements included in inventoried costs

The fo
relating fo long-term contracts.

December 31 December 31
Production costs of goods currently in process $1,184 $ 960
Excess of production cost of delivered units
over the estimated average cost of all units
expected o be produced 647 g6
Unrecovered costs subject to future
negotiation 280 T
General and administrative costs 260 270
Initial tooling and other non-recurring costs 181 205

$2,552 $2 638

The inventoried costs relating o long-term contracts and programs includes unrecov-
ered costs of $280,000 and $310,000 at December 31, 19X4, and 19X3, respectively,
which are sthject to future determination through negotiation or other procedures not
completza 2t balance sheet dates. Of such amounts, $260,000 and $280,000 are in
respret tu contracts under which all goods have been delivered at December 31,
1o, and 19X3, respectively. The unrecovered amount at December 31, 19X3
~onsisted of three items, one of which was settled during 19X4. The amount remain-
iag at December 31, 19X4, is represented principally by a claim asserted against a
customer for amounts incurred as a result of faulty materials furnished by the
customer which in turn caused delays in performance under the contract. In the
opinion of management, these costs will be recovered by contract modification or
litigation. It is expected that the negotiations which are being conducied currently with
the customer will be successfully concluded during the next 12 months. If this
expectation is not realized, the matter will be referred to the Armed Services Board of
Contract Appeals, with the consequence that settlement could be delayed for an
indeterminate period.

The actual per unit production cost of the NX-4C aircraft produced during the most
recent fiscal year was less than the estimated average per unit cost of all units
expected to be produced under the program. Prior to 19X4, the Company’s NX-4C
commercial aircraft program was in the early high cost period. During the initial years
of the program, the cost of units produced exceeded the sales price of the delivered
units and the estimated average unit cost of all units 1o be produced under the
program. At December 31, 19X4, inventories included costs of $647,000 representing
the excess of costs incurred over estimated average costs per aircraft for the 117
aircraft delivered through the year end. The estimated average unit cost is predicated
on the assumption that 250 planes will be produced and that production costs
(principally labor and materials) will decrease as the project matures and efficiencies
associated with increased volume, improved production techniques and the perform-
ance of repetitive tasks (the learning curve concept) are realized. (Note: The amount
by which the production cost of the equivalent finished units in process at the date of
the latest balance sheet exceeds the cost of such units on the basis of the estimated
average unit cost of all units expected to be produced under the program should be
stated. Since, as stated above, the actual per unit production cost is currently less
than the estimated average per unit cost of all units expected to be produced under
the program, no such excess is assumed in this example.)

'RRRRRRRRRRRRRRRRE
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Recovery of the deferred production, initial tooling and related non-recurring ¢ B
dependent on the number of aircraft ultimately sold and actual selling prices Disclosure
production costs associated with fuiure transactions. Sales significantly under g Reguiramiaiit
mates or costs significantly over estimates could result in the realization of subst Question Yes Hy st Relsrenos
losses on the program in future years. Realization of approximately $421,000 of '
gross commercial aircraft inventories at December 31, 19X4, is dependent on regy 5. Doe‘:']mr?ave
of future firm orders. : ﬁ?ﬁ:nges for
Based on studies made by and on behalf of the Company, management belja doubtful
there exists for this aircraft a market for over 250 units, including deliveries t accounts and
with production and deliveries continuing at a normal rate to at least 19Yqg (or) notes o - o L
December 31, 19X4, 117 aircraft had been delivered under the program, ang| receivable
backlog included 64 firm unfilled orders and options for 43 units. Bl

Disclosure Requirements

The aggregate amounts of general and administrative cosis incurred during 19X4 4
amount of allowance for doubtful accounts and notes

19X3 were $2,251,000 and $2,238,000, respectively. As stated in Note 1, the Cg
pany allocates general and administrative costs to certain types of Governmg
contracts. The amounts of general and administrative costs remaining in inven .i"
at December 31, 19X4, and 19X3 are estimated at $260,000 and $270,000, re
tively. Such estimates assume that costs have been removed from inventories gy
basis proportional to the amounts of each cost element expected to be chargeq:
cost of sales.

State separately the
receivable.

orence: Regulation §-X, Rule 5-02-4 (Rule 5-02 is reproduced in ASC
210-10-599-1)

Describe clearly and comprehensively the accounting policy for determining the
amount of the allowance, including a description of the systematic analysis and

proceduri: discipline applied.

Rofesence: Current Accounting and Disclosure Issues in the Division of
' Corporation Finance, 11/30/06, 11.P.1
°

[Editor's note: The following excerpted text has not been updated to reflect the
ASC.]

| Regulation S-X, Rule 5-02-4; Current Accounting and Disclosure issues in
the Division of Corporation Finance, 11/30/06, II.P.1

Rule 5-02: Balance Sheets
4. ALLOWANCES FOR DOUBTFUL ACCOUNTS AND NOTES RECEIVABLE.
The amount is to be set forth separately in the balance sheet or in a note thereto.

Current Accounting and Disclosure Issues in the Division of Corporation
Finance, 11/30/06, Il.P.1

Il. Other Current Accounting and Disclosure Issues
P. ALLOWANCE FOR LOAN LOSSES
1. Disclosure

The determination of the allowance for loan losses requires significant judgment.
The balance in the allowance for loan losses should reflect management'’s best
estimate of probable loan losses related to specifically identified loans as well as
probable incurred loan losses in the remaining loan portfolio. SFAS 5 and FASB
Statement No. 114, Accounting by Creditors for tmpairment of a Loan, limit loss
allowances to losses that have been incurred as of the balance sheet date.
Accordingly, allowances for loan losses should be based on past evenis and
current economic conditions. Disclosures that explain the allowance in terms of
potential, possible, or future losses, rather than probable losses, suggest a lack
of compliance with GAAP and are not appropriate.
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Accounling Principles Board Opinion No. 22, Disclosure of Accounting Po!icieS,
sets forth the general requirements for accounting policy disclosures in the
financial statements. Industry Guide 3 specifies additional detail that should be

provided in explanation of loss allowances within the Description of Business,

Viewed together, these disclosures should describe in a comprehensive ang
clear manner the registrant's accounting policies for determining the amount f
the allowance in a level of detail sufficient to explain and describe the systematig
analysis and procedural discipline applied. Registrants commonly develop differ-
ent elements in their allowances to estimate (1) losses based upon specifi
evaluations of known loss on individual loans, (2) estimated unidentified losses
on various pools of loans and/or groups of graded loans, and (3) other elements
of estimated probable losses based on other facts and circumstances. The
disclosures should describe and quantify each element of the allowance, and
explain briefly how the registrant's procedural discipline was applied in determin-
ing the amount, and not simply the “adequacy,” of each specific element. If loans
are grouped by poal or by grading within type to estimate unidentified probable
losses, the basis for those groupings and the methods for determining loss

factors to be applied to those groupings should be described. The basis for

estimating the impact of environmental factors, such as local and national
economic conditions and trends in delinquencies and losses, whether through
modifying loss factors or through a separate allowance element, should be
disclosed. Changes in methodology and their impact should be disclosed in
accordance with Accounting Principles Board Opinion No. 20, Accounting
Changes.

MD&A should explain the period-to-period changes in specific elements of the
allowance. It also should discuss the extent to which actual experience 113s
differed from original 53 estimates. The reasons for changes in manageman's
estimates should indicate what evidence management relied upon to deterriiie
that the revised estimates were more appropriate and how those reviscd estj-
mates were determined. A registrant following a procedural disciplizia:snould be
recording provisions for loan losses that reflect the changes in asset quality as
measured in the registrant's periodic loan reviews. MD&A should discuss the

)

reasons for the changes in assets quality and explain how: those changes have .

affected the allowance and provision. If historical loss ex.'eiznce appears low or
high relative to the level of the allowance at the latest balance sheet date, a
reconciling explanation should be provided. If a registrant changes its methodol-
ogy, the basis for changing its methodology and the effects of the change should
be explained.

L L L. ——

Chapter 3: Accounts and Notes Receivable 3017

L

Disclosure
Requirement

Yes No Met? Reference

Question

6. Does the

Company have a

receivable

relating to

litigation

settlement? —

I
pisclosure Requirements

Describe the reason for a litigation settlement receivable and where the credit has
been classified in the statement of operations and why.

Reference: SEC Speech, West 2007

~

[Editor's noie: The following excerpted text has not been updated to reflect the

ASC |
SEC Speech, West 2007

speech by SEC Staff
Bemarks before the 2007 AICPA National Conference on Current SEC and
PCAOB Developments

By Eric West

Associate Chief Accountant

Office of the Chief Accountant

U.S. Securities and Exchange Commission
Washington, D.C.

December 10, 2007

As a matter of policy, the Securities and Exchange Commission discilaims
responsibility for any private publication or statement by any of its employee;.
The views expressed herein are those of the author and do not necessarily
reflect the views of the Commission or of the author's colleagues upon the staff
of the Commission.

Introduction

This afternoon I'd like to share some observations on three accounting topics
that we have considered during the past year. They include: the accounting for
litigation settlements; the recognition of FIN 45 guarantees in a spin-off transac-
tion; and the application of paragraph 17c of SFAS 141.

Accounting for Litigation Settlements

During the past year we have been consulted by many registrants on the
accounting for litigation settlements. Your initial reaction to this statement is likely
10 be “why” since the accounting for litigation is within the scope of Statement 5
and is fairly well known. Well, to demonstrate the challenges that can arise with
the accounting for litigation settlements, I'd like to share a typical settlement
arrangement with you. Assume a company pays cash and conveys licenses to a




CHAPTER 17
BANKRUPTCY

Disclosure
Requirement

Met? Reference

.ompany reorganizing
o g Bankruptcy Code? -

e Requirements

extani. to which reported interest differs from stated contractual
cse parenthetically on the face of the statement of operations).

piobable that the plan will require the issuance of common stock or
tock equivalents, thereby diluting current equity interests, that fact

& disclosed.
N

Q) es: FASB Accounting Standards Codification™ (ASC) 852,
O izations (ASC 852-10-45-16 and ASC 852-10-50-3)
S iz

ASC 852-10

Earnings per share (EPS) shall be reported, if required, in conformity with
260. If it is probable that the plan will require the issuance of common
k or common stock equivalents, thereby diluting current equity interests, that
be disclosed.

IAL REPORTING DURING REORGANIZATION PROCEEDINGS

he extent to which reporied interest expense differs from stated contrac-
erest shall be disclosed. It may be appropriate to disclose this parentheti-
N the face of the statement of operations.
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ider whether the deconsolidation of a majotity-

y - werei: Sbkaer?k;gpig;swas appropriate. We were willing to un‘dgnak_e

Embs'ldlM':ion because, in part, we believe that, even when a sub;mdlary is

3 Congde;ﬁere are circumstances where the continued consolidation of a

rupl_cy, re meaningful. For example, consider an instance wﬁere the

" mn(:agative investment, expects the bankrupicy to be bnef,‘ and

. to regain control of the subsidiary. One might be appropnatgly

£ 1c:;rmbeorut the deconsolidation, recognition of a gain, and reconsolidation
ngidizry by a parent in a short period of time.

i the parent was the majority common share-
2ot pat;ergevgtehccﬁgzlr(’izl:g 1the sSbsidlary’s single largest creditor. Due to
b prlor;iltlion the parent was able to negotiate a prepackaged bankruptcy
i %Oidiary,’s other creditors. The parent, pursuant to the terms of the
ko dsbankruptcy, expected to maintain majority-voting control aﬁer the
ac;?(g:e The parent also expected the bankruptcy to be completed in less

one year. L 6
e are inclined to continue to believe that bankruptcy_ls mdlcapve of tRe
. “; contal does not rest with the majority owner, we did not object fo the
thé; de::.*mination that the continued consolidation of its subsidiary during
o

Disclosure

Requirement
Question Yes No Met?

Refe,
2. Does the company consolidate
a subsidiary that is in bankruptcy?

Disclosure Requirements

basis should be disclosed. The company should periodically reassess its
circumstances to confirm the appropriateness of such a determination,

Reference: SEC Speech, Green 2003

[Editor's note: The following excerpted text has not been updated to reflect fh

ASC.]  uptcy was more meaningful and that any loss of control would be tempo-
SEC Speech, Green 2003 ¢ivan the facts and circumstances. o —
Speech by SEC Staff i Shviously, @ determination that continued consolidation of a subsidiary in ba

cy is appropriate requires a fairly unigue set. of facts and is gpprnr)‘p?atereorillsyf
infrequent and uncommon circumstances. Ij[ is ngt a' conclgsmn t ?j a ‘ %he
should make without thoroughly consulting with its auditors an Dnnd i
pany should consider discussing with us. In any event, the conclusion % al
is should be adequately disclosed and _the company ghou!d pe?o o ;
sess its facts and circumstances to confirm the appropriateness of su

determination.

2003 Thirty-First AICPA National Conference on Current SEC Developments

By Randolph P. Green

Professional Accounting Fellow

Office of the Chief Accountant

U.S. Securities and Exchange Commission
Washington, D.C.

Chapter 17: Bankruptcy 17,003

December 11, 2003

As a matter of policy, the Securities and Exchangz Commission disclaims
responsibility for any private publication or statement oF any SEC employee
Commissioner. This speech expresses the author's views and does not nec

sarily reflect those of the Commission, the Commissioners, or other members
the staff.

Accounting for a Temporary Loss of Control

Paragraph 13 of Statement 94! indicates that “a majority owned subsidiary shall
not be consolidated if control does not rest with the majority owner (as, for
instance, if the subsidiary is in legal reorganization or in bankruptey . ..)." I th
most would conclude that bankruptey is indicative of a loss of control and |
deconsolidation is appropriate. However, paragraph 32 of SOP 90-72 suggesls.
that there are conditions in which the continued consolidation of a subsidiary in
bankruptcy is appropriate.

! Statement of Financial Accounting Standard No. 2 American Institute of Certified Public
94, Consolidation of All Majority-Owned Subsidiaries ants Statements of Position (SOP) 90-
{an Amendment of ARB No. 51, with Related Reporting by Entities in Reorganization und
Amendments of APB Opinion No. 18 and ARB No. ruptcy Code,
43, Chapter 12).




CHAPTER 18
'BUSINESS COMBINATIONS

INTRODUCTION

ally, a business combination is a merger, acquisition, or other consolida-
ki usmess combination occurs when an entity acquires net assets that
| a business, or acquires equity interests in one or more other entities
inesses and obtains control over those entities. A business can be
as a self-sustaining set of activities and assets conducted and managed
urpose of providing a return to investors. The purchase price of the
mpany is allocated to the net assets obtained, and the incomes of the
combined only for periods after the acquisition date, with the income
ired company adjusted to recognize the revised net asset values.
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this test measures the significance of the total purchase price,

i -
Disclosure nations
Requirement including debtassumed. ) 8 e ;
Question Yes No Met? i - of test—The registrant’s and its other sgb:qldlgnes proporthnate
1. HAEIG GOty acauirad, oF 1 of the total assets (after intercompany eliminations) of the business

is it in the process of acquiring, a peing acquired OF disposed of Telative o ihe tolal asseis of the megistiant
significant business as defined by ~_d its subsidiaries consolidated as of the end of the most recently
Regulation S-X, Rule 3-057? completed fiscal year.

The registrant’s and its other subsidiaries’ propor-

o prefax income test— er .
Wﬂ te share (equity) in the income from continuing operations befo_re
e extraordinary items, and cumulative effect of a change in

Disclosure Reqguirementis

Rule 3-05 requires separate audited balance sheets as of the end of up to _ jncome faxes, ! - ; .

’ . i being acquired or disposed of,
two fiscal years, an unaudited condensed balance sheet for the latest accounting principles of Fgetbt?lzn:gsin en c;gncogtrolling intergsts Ao
period, audited statements of income and cash flows for periods of i exclusive of taIIHOUI;’CS ;tt:)lrr:a ?similarly glefined) offthe g gisteit a’nd e

; i . total pretax i .
years, and separate comparable unaudited condensed statements for any ir tive to the P e foe the most recently completed fiscal year.

i ing: ‘ cyubsidiaries conso : _ 2
periods for the following 7 I’.sruhz registant may use the average of its pretax income for the past five

1. Significant business acquired during the latest fiscal year or g ~ Jears jic this test when the most recent year’s pretax income is at least

interim period (includes the purchase of an interest in a bus '3;0"/ lower than average pretax income for the most recent five years.
counted for by the equity method). ' 1'0: rever, the pretax income of the busines§ being acquir'ed may not be

2. Significant business to be acquired after the latest interim period ( ) g;/e;aged. If either the registrant or_the acquiree has been in existence for

such action is probable). ' © less than one year, historical financial statements should not be

* annualized. .

Regisrements by Flling OO December 2010, an update to the Division of Corporation Finance's
Financial statements of a business acquired or to be acquired are not re;;:;" 4 Reporting Manual was issged to provi_d(_e .guidance_ on significance
Form 10-K, Form 10-Q, or annual reports to shareholders. ‘ Speciﬁcally, this update removed the prohibition on using income aver-

measure significance if a pre-tax 10ss occurred in the most recent fiscal
er, on December 7, 2010, the Corp Fin staff gave a presentation on
pply the revised guidance when testing for significance.

The financial statements of an acquired business that is cigai
required in:

1. A Form 8-K filing;
2. A registration statement; and wancial Statements to Be Presented

3. In certain cases, a proxy statement. " est level of significance for which financial statements‘ of a b‘u‘siness
d or to be acquired are required is 20%. The larger the relative mgmﬁcance
entity acquired or to be acquired, the more extensive the financial state-

uirements.
of Significance Number of Periods

None of the tests exceeds 20% None
2. In certain cases, a proxy statement. Any one of the tests exceeds 20% but Most recent fiscal year®
exceeds 40%
Definition of Significance - of the tests exceeds 40% but Two most recent fiscal years? -
ceeds 50%
one of the tests exceeds 50% Three most recent fiscal years? ©

The financial statements of a business to be acquired (i, a piol
acquisition) that is significant, as well as financial statements for indiv
insignificant acquisitions that are material in the aggregate, are required ini’

1. A registration statement; and

The SEC’s rules define significance using the three quantitative tests of !
tion S-X, Rule 1-02(w), that are based on the size of the entity acquired

acquired relative to the size of the registrant. These tests are based on: ited interim financial statements, including financial statements for the
; : ; . i ponding interim period of the preceding year, may also be reqqlred.
1. Investment or purchase price test—The registrant’s and its subsl Jalance sheats and staternents of income, cash flows, and changes in shareholders’
investments in and advances to the business being acquired ty for the two most recent years are required. .
the total assets of the registrant and its subsidiaries consolidate Balance sheets for the two most recent fiscal years and statements of income, cash

the end of the most recently completed fiscal year. For business Iows, and changes in shareholder’s equity for three years are required.

Tmnnnmnmnmnnnnnnnnnnmm 11 HUITHHIBBRBIBTIBHBIRINBI R
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Definition of a Business ated that if a registrant believes that application of the significance

: gults in a requirement to present financial statements of one or more
pusinesses, but that it is not reasonably necessary to inform inves-
trant may make a request for relief from this requirement from

f Corporation Finance.

Rule 3-05 applies to the acquisition of a business, not to the acquisitig,
asset. In some situations, it is not clear whether the acquisition is of a |
of assets. Regulation S5-X, Rule 11-01(d) indicates that a presumption exigts s the Tegis
separate entity, e.g., a subsidiary or division, is a business. A lesser com yision O
an enti I nstitute a business, d di facts and cir b ;
entity may also constitute a busin epending on fac d circumst, Loy Reporting Companies
8-04 outlines the financial statements of the business acquired or to be
-~ od to be furnished when the acquirer is a smaller reporting company,
ed by Regulation S-K Item 10(f)(1). Such requirements are less

¢ than those outlined above.

In practice, the SEC staff uses a broad definition of “business” anq
cases requires statements, even if only a product line, or, as indicated
3-05, an investment accounted for under the equity method is acqui
whether the net assets or capital stock of an operation is acquired ma,
difference if the operation is deemed to be a business.

The following transactions may also constitute the acquisition of a bygj, sop Acquisitions
* Acquisition of a working interest in an oil and gas property SEC staff has provided its views on applying the significance tests

o Assumption of customer deposits at branch banks a registrant makes a step acquisition by incr‘easing its in-ve:stmegt ina
wpany that is, already reflected as a consolidated subsidiary in the
‘od finaniial statements of the registrant for a complete fiscal year.
* Assumption of policy liabilities in reinsurance transactions aee GEC Staft views are provided in the Division of Corporation Finance’s

‘ ' ia1 Peporting Manual, Section 2020.5. Examples of when historical

¢ Acquisitions of blocks of insurance policies by an insurance company

Definition of Probable wenjs] statements of an acquired business may be required for a step
Statements for “to be acquired” or proposed acquisitions are required y g isition include:
consummation of the transaction is probable. This is generally when an g s When the acquired business financial statements have not been

ment in principle has been reached or the boards of directors of both co previDUSIy filed for the entire period for which historical financial

have approved the transaction, even though the transaction may be sut statements of the acquired entity would be required under Regula-
shareholder approval or other uncertainties. The SEC’s rules do not inehy tion S-X 3-05;

specific definition for a “probable acquisition.” The Division of C¢

Finance, Financial Reporting Manual, Section 2005.4: Definitions and } When the acquired business is of major significance; or

ments—"“Probable,” states that, “assessment of ‘probability” re¢uires cor o When Regulation 5-X 3-05 Floes not apply, such as when a proxy
tion of all available facts” and that an acquisition is probablz where regi statement or Form S-4 requirement to present the j:arge?t’s financial
financial statements alone would not provide adequate financial informati ~ statements for the same periods that would be required in an annual
make an investment decision.” | report sent to security holders, if an annual report was required,

Determining Significance i ences: Regulation S-X, Rules 3-05, 1-02(w), 8-04, 8-05, and 11-01; SAB
I: Division of Corporation Finance, Financial Reporting Manual,
s 1170, 2005.4, 2015, and 2020.5; Current Developments in the
vision of Corporation Finance, December 7, 2010 (Slides 27-38) (not
toduced) Division of Corporation Finance, Financial Reporting Manual,
fion 2020.8: Significance Implementation—Related Businesses-General

The SEC staff has provided its views on applying the various significance g

These views are reflected in Section 2015 of the Division of Corporation E
Financial Reporting Manual.

Related Businesses

Rule 3-05 of Regulation S-X requires that related businesses be treated as
bu_smess x_/vhen . ifieanice. The SE,C,S’,Eaff has prov1ded. g1 Division of Corporation Finance, Financial Reporting Manual, Sections
this requirement in Section 2020.8 of the Division of Corporation E

. . \ : P ; ' 1170, 2005.4, 2015, 2020.5, and 2020.8
Financial Reporting Manual. In general, if the significance test in Rule 3-05 -
separate financial statements of each of the related businesses are .
except that financial statements of the related businesses that are under & Financial statements required.
control or management may be, but are not required to be, presen - (1) Financial statements prepared and audited in accordance with this
combined basis for any annual or interim periods specified in Rule : ) regulation should be furnished for the periods specified in (b) below if
which the businesses are under common control or management. The SEC any of the following conditions exist:

‘Regulation S-X, Rules 3-05, 1-02(w), 8-04, 8-05, and 11-01; SAB Topic 1J;

3-05: Financial Statements of Businesses Acquired or to Be Acquired

HiLN IllilIIIIIIII|IIII||'|1|I|I|':
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(i) A business combination has occurred or is prababla
purposes of this section, this encompasses the acquvB
of an interest in a business accounted for by the .~
method); or SQuity

iy Consummation of a combination between entitieg
common control is probable.

(2) For purposes qf determining whether the provisions of this ruje anoly
the determination of whether a “business” has been acquired r."‘
be made in accordance with the guidance set forth in Rule 11-p1 ((ﬁ

(3) Acquisitions of a group of related businesses that are probable OF that
have occumed subsequent to the latest fiscal year-end for Wt'
audited financial statements of the registrant have been filed sha,?i
treated under this section as if they are a single business combinatign
The required financial statements of related businesses mg i
presented on a combined basis for any periods they are under ycn-
mon control or management. For purpases of this section, busine:
shall be deemed to be related if: , 2

Undey

(i) They are under commeon control or management; d

(i) The acquisition of one business is conditional on the acquj-
sition of each other business; or ;

(iii) Each acquisition is canditioned on a single common eveni

4) Thifs rule sh_all not apply to a business which is totally held by the
registrant prior to consummation of the transaction. '

(b) Periods to be presented. \

(1) If securities are being registered to be offered to the security holders 4 ‘
the business to be acquired, the financial statements Spevithag in
ques 3-01 and 3-02 shall be fumnished for the busines: (o be ac-
quired, excepl as provided otherwise for filings on Form N-14, S-4, o
F-4. The financial statemenis covering fiscal years shall be audl'ted:
except as provided in Item 14 of Schedule 14A witii respect to certain

proxy statements or in registration statements i'ed on Forms N-14
5-4, or F-4. '

In all cases not specified in paragraph (b)(1) of this section, financial
statements of the business acquired or to be acquired shall be filed for
the periods specified in this paragraph (b)(2) or such shorter period as ’
t_he bL_Jsiness has been in existence. The periods for which suc'h'I
financial statements are to be filed shall be determined using the

conditions specified in the definition of significant subsidiary in Rule
1-02(w) as follows:

(2

S~

(i) I none of the conditions exceeds 20 percent, financial state-
ments are not required. However, if the aggregate impact of
the individually insignificant businesses acquired since the
date of the most recent audited balance sheet filed for the
registrant exceeds 50 percent, financial statements covering
at least the substantial majority of the businesses acquired
shall be furnished. Such financial statements shall be for at
least the most recent fiscal year and any interim periods
specified in Rules 3-01 and 3-02.

Chapter 18: Business Combinations 8,007
(iiy If any of the conditions exceeds 20 percent, but none ex-
ceed 40 percent, financial statements shall be furnished for
at least the most recent fiscal year and any interim periods
specified in Rules 3-01 and 3-02.

(iii) If any of the conditions exceeds 40 percent, but none ex-
ceed 50 percent, financial statements shall be furnished for
at least the two most recent fiscal years and any interim
periods specified in Rules 3-01 and 3-02.

(iv) If any of the conditions exceeds 50 percent, the full financial
statements specified in Rules 3-01 and 3-02 shall be fur-
nished. However, financial statements for the earliest of the
three fiscal years required may be omitied if net revenues
reported by the acquired business in its most recent fiscal
year are less than $50 million.

(3) The determination shall be made by comparing the most recent annual
financial statements of each such business, or group of related busi-
nesses-on a combined basis, to the registrant’s most recent annual
consalidated financial statements filed at or prior to the date of acquisi-
tor_owever, if the registrant made a significant acquisition subse-
guent to the latest fiscal year-end and filed a report on Form 8-K which
included audited financial statements of such acquired business for
the periods required by this section and the pro forma financial infor-
mation required by Article 11, such determination may be made by
using pro forma amounts for the latest fiscal year in the report on Form
8-K rather than by using the historical amounts of the registrant. The
tests may not be made by “annualizing” data.

(4) Financial statements required for the periods specified in paragraph
(b)(2) of this section may be omitted to the extent specified as follows:

(i) Registration statements not subject to the provisions of Rule
419 of Regulation C and proxy statements need not include
separate financial statements of the acquired or to be ac-
quired business if it does not exceed any of the conditions of
significance in the definition of significant subsidiary in Rule
1-02 at the 50 percent level, and either:

(A) The consummation of the acquisition has not yet
occurred; or

(B) The date of the final prospectus or prospectus
supplement relating to an offering as filed with the
Commission pursuant to Rule 424(b) of Regulation
C, or mailing date in the case of a proxy statement,
is no more than 74 days after consummation of the
business combination, and the financial state-
ments have not previously been filed by the
registrant.

{ii) An issuer, other than a foreign private issuer required to file
reports on Form 6-K, that omits from its initial registration
statement financial statements of a recently consummated
business combination pursuant to paragraph (b)(4)(i) of this
section shall furnish those financial statements and any pro
forma information specified by Article 11 of this chapter




CRRRRRRRRRARRRERARLRELRE LR RIS

18,008  Faril Financial Statements—Commercial Companies Chapter 18: Business Combinations 18,009

under cover of Form 8-K no later than 75 days after oo , accounting principle of the subsidiary exclusive of amounis

summation of the acquisition. 4 atiributable to any noncontrolling interests exceeds 10 per-
(iii) Separate financial statements of the acquired bus cent o_f such income of the registrant and |.ts subsidiaries

need not be presented once the operating resuls ol consolidated for the most recently completed fiscal year.

acquired business have been reflected in the auditeq COMPUTATIONAL NOTE: For purposes of making the pre-
solidated financial statements of the registrant for g o scribed income test the following guidance should be
plete fiscal year unless such financial statements have applied:

been previously filed or unless the acquired business NOTE TO PARAGRAPH (w): A registrant that files its finan-
such significance fo the registrant that omission of cial statements in accordance with or provides a reconcilia-
financial statements would materially impair an r tion to U.S. Generally Accepted Accounting Principles shall
ability to understand the historical financial results of make the prescribed tests using amounts determined under
registrant. For example, if, at the date of acquisition U.S. Generally Accepted Accounting Principles. A foreign
acqu!rgd busm.esls‘met at Iea_s'( one of the conditions i { private issuer that files its financial statements in accordance
definition of significant subsidiary in Rule 1-02 at the. with IFRS as issued by the IASB shall make the prescribed
percent level, the income statements of the acquiredp tests using amounts determined under IFRS as issued by the

ness should normally continue to be furnished for g . |ASB.
periods prior to the purchase as may be necessary
added fo the time for which audited income statements af
the purchase are filed to cover the equivalent of the p
specified in Rule 3-02.

1. When a loss exclusive of amounts attributable to
any noncontrolling interesis has been incurred by
either the parent and its subsidiaries consolidated

; . ; or the tested subsidiary, but not both, the equity in
(iv) A separate audited balance sheet of the acquired bug the income or loss of the tested subsidiary exclu-

is not required when the registrant's most recent augi sive of amounts atiributable to any noncontrolling

balance sheet required by Rule 3-01 is for a date after thg interests should be excluded from the income of the
date the acquisition was consummated. 1

registrant and its subsidiaries consolidated for pur-
(c) Financial statements of foreign businesses. ks poses of the computation,
If the business acquired or to be acquired is a foreign business, financ. . If income of the registrant and its subsidiaries con-
statements of the business meeting the requirements of ltem 17 of Fo'm solidated exclusive of amounts attributable fo any

will satisfy this section. i noncontrolling inierests for the most recent fiscal

oy - . , year is at least 10 percent lower than the average
Rule 1-02: Definition of Terms Used in Reguiation S-X of the income for the last five fiscal years, such

(w) SIGNIFICANT SUBSIDIARY. The term “significant sLos!diary” me ' i average income should be substituted for purposes
subsidiary, including its subsidiaries, which meets any of the followin 1 of the computation. Any loss years should be omit-

conditions: ] ted for purposes of computing average income.
(1) The regisirant's and its other subsidiaries’ investments in 1 . Where the test involves combined entities, as in the
and advances to the subsidiary exceed 10 percent of | case of determining whether summarized financial

total assets of the registrant and its subsidiaries consolid data should be presented, entities reporting losses

as of the end of the most recently completed fiscal year ‘ shall not be aggregated with entities reporting

proposed business combination between entities under co income.

mon control, this condition is also met when the number . ; : : ; :

common shares exchanged or to be exchanged by the rg :-04. fmasncrf;': Statemei:rts %f Busmf.-sses Acquired or to Be Acquired

frant exceeds 10 percent of its total common shares 0 s for Smaller Reporting Companies]

standing at the date the combination is initiated); or - (a) If a business combination has occurred or is probable, financial state-
(2) The registrant's and its other subsidiaries’ proporﬁ"" . menis of the business acquired or to be acquired shall be furnished for

share of the total assets (after intercompany eliminations the periods specified in paragraph (c) of this section:

the subsidiary exceeds 10 percent of the total assets of : (1) This encompasses the purchase of an interest in a business

registrant and its subsidiaries consolidated as of the end accounted for by the equity method.

the most recently completed fiscal year; or ‘ il (2) Acquisitions of a group of related businesses that are proba-
(3) The registrant’s and its other subsidiaries’ equity in the ble or that have occurred subsequent to the latest fiscal year

come from continuing operations before income taxes, | F end for which audited financial statements of the issuer have
traordinary items and cumulative effect of a changé If been filed shall be treated as if they are a single business

IR naRaeaeaRII I INnNY 111101010
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combination for purposes of this section. The requireg specified in §210.8-03. If any of the conditions exceed 40%, financial
cial statements of related businesses may be Presenteq g 4 ~ gtatements shall be furnished for the two most recent fiscal years and
combined basis for any periods they. are under g¢g any interim periods specified in §210.8-03.
control or management. A group of businesses is degp (2) The separate audited balance sheet of the acquired business s not
be related Ik required when the smaller reporting company’s most recent audited
(i) They are under common control or managemen. g palance sheet filed is for a date after the acquisilion was
(i) The acquisition of one business is Conditiong consummated.
the acquisition of each other business; or ) , (3) If the aggregate impact of individually insignificant businesses
(iii) Each acquisition is conditioned on a single o ! acquired since the date of the most rec_:ent audited balance sheet filed
mon event. for the registrant exceeds 50%, financial statements covering at least

the substantial majority of the businesses acquired shall be furnished.
guch financial statements shall be for the most recent fiscal year and
any interim periods specified in §210.8-03.

(3) Annual financial statements required by this rule shaj s
audited. The form and content of the financial statemgr
shall be in accordance with §§210.8-02 and 8-03.

(b) The periods for which financial statements are to be presented s (4) Registration statem_ents not subject to the provisions of §2_30.419
determined by comparison of the most recent annual finanC[E| of this chapter (.F{egulatlon C) and proxy S.tatements need ﬂOt ]nC'UdF
ments of the business acquired or to be acquired and the s separate financial statements of the acqulred or o be acquireldlbusl]-
reporting company’s most recent annual financial statements file AB ness if it does not_ meet.or exceed any of the cond|t|0n§ specified in
before the date of acquisition to evaluate each of the fol| ' paracraph (b) of this section at the 50 percent level, and either:
conditions: | (i) The consummation of the acquisition has not yet occurred; or

(1) Compare the smaller reporting company’s investmens (ii) The effective date of the registration statement, or mailing date in

and advances to the acquiree to the total consolidate ~ ihe case of a proxy statement, is no more than 74 days after consum-
sets of the smaller reporting company as of the end of i mation of the business combination, and the financial statements have

most recently completed fiscal year. \]7 not been filed previously by the registrant.

(2) Compare the smaller reporting company’s proportionz OO ~ (5) An issuer that omits from its initial registration statement financial
share of the total assets (after intercompany eliminations' slatements of a recently consummated business combination pursuant
the acquiree to the total consolidated assets of the snay to paragraph (c)(4) of this section shall fumish those financial state-
reporting company as of the end of the most recenily o ments and any pro forma information specified by §210.8-05 under
pleted fiscal year. ~ cover of Form 8-8K (§249.308 of this chapter) no later than 75 days

(3) Compare the smaller reporting company’s .eduity in the in: after consummation of the acquisition.
come from continuing operations befors ricome taxes, d) If the smaller reporting company made a significant business acquisi-
traordinary items and cumulative efiect of a change tions after the latest fiscal year end and filed a report on Form 8-K,
accounting principles of the acquiree. exclusive of amc which included audited financial statemenis of such acquired business
attributable to any noncontrolling nferests 1o such ca for the periods required by paragraph (c) of this section and the pro
dated income of the smaller reposting company for the mo forma financial information required by § 210.8-05, the determination of
recently completed fiscal year. - significance may be made by using pro forma amounts for the latest
Computational note to § 210.8-04(b): For purposes of ma ~fiscal year in the report on Form 8-K rather than by using the historical
the prescribed income test the following guidance sha ’: amounts of the registrant. The tests may not be made by “annualizing”
applied: If income of the smaller reporting company 2 ~ data
subsidiaries consolidated exclusive of amounts attrib ~(e) If the business acquired or to be acquired is a foreign business,
to any noncontrolling interests for the most recent fisca - financial statements of the business meeting the requirements of ltem
is at least 10 percent lower than the average of the lﬂ . 17 of Form 20-F (§ 249.220f of this chapter) will satisfy this section.
for the last five fiscal years, such average income should® G . ; ; . i
substituted for purpases ofthe computation. TN : ga ;r:.s ]Forma Financial Information [Guidance for Smaller Report-
should be omitted for purposes of computing av i
income. (&) Pro forma information showing the effects of the acquisition shall be

(¢) (1) If none of the conditions specified in paragraph (b) of this S : fumished if financial statemenis of a business acquired or to be ac-
exceeds 20%, financial statements are not required. If any ol quired are presented.
conditions exceed 20%, but none exceeds 40%, financial statef (b) Pro forma statements should be condensed, in columnar form showing

shall be furnished for the most recent fiscal year and any interim pro forma adjustments and results, and should include the following:




18,012  Port I Financial Statements—Commercial Companies

(1) If the transaction was consummated during the MOost ran
fiscal year or subsequent interim period, pro form
ments of income reflecting the combined operationg
entities for the latest fiscal year and interim period, if any:

(2) If consummation of the transaction has occurred or jg i
ble after the date of the most recent balance shegt rg; i
by §210.8-02 or § 210.8-03, a pro forma balance sheet
effect to the combination as of the date of the mog
balance sheet. For a purchase, pro forma statemgy
income reflecting the combined operations of the ent
the latest fiscal year and interim period, if any, are require

Rule 11-01: Pro Forma Financial Information Presentation Requiremen.

(a) Pro forma financial information shall be furnished when any of
following conditions exist:

(1) During the most recent fiscal year or subsequent jr
period for which a balance sheet is required by Rule
significant business combination has occurred (for Purpose
of these rules, this encompasses the acquisition of an
est in a business accounted for by the equity method);

(2) After the date of the most recent balance sheet filed p (o
1o Rule 3-01, consummation of a significant business A
nation or a combination of entities under common control hag 5. l !

occurred or is probable; .
(3) Securities being registered by the registrant are to be W’B

to the security holders of a significant business te

quired or the proceeds from the offered securitics v

applied directly or indireclly to the purchase f a sp

significant business;

(4) The disposition of a significant portion of a business e
sale, abandonment or distribution to shareholders by i
of a spin-off, split-up or split-off has occurred or is p
and such disposition is not full reflected in the fi
statements of the registrant included in the filing;

(5) During the most recent fiscal year or subsequent
period for which a balance sheet is required by Rul
the registrant has acquired one or more real estate g
tions or properties which in the aggregate are significar
since the date of the most recent balance sheet filed p
ant to that section the registrant has acquired or propos
acquire one or more operations or properties which in
aggregate are significant.

(8) Pro forma information required by Rule 914 of Hegulaﬂ;’iﬁi
K is required to be provided in connection with a roil-Uf
transaction as defined in Rule 901 (¢) of Regulation S-K.

(7) The registrant previously was a part of another entity
such presentation is necessary to reflect operations
financial position of the registrant as an autonomous enil
or

2 ) The pro forma effects of a business combination need not be presented

()
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(8) Consummation of other events or transactions has occurred
or is probable for which disclosure of pro forma financial
information would be material fo investors.

A business combination or disposition of a business shall be consid-
ered significant if:

(1) A comparison of the most recent annual financial statements
of the business acquired or to be acquired and the regis-
trant's most recent annual consolidated financial statements
filed at or prior to the date of acquisition indicates that the
business would be a significant subsidiary pursuant to the
conditions specified in Rule 1-02(w), substituting 20 percent
for 10 percent each place it appears therein; or

(2) The business 10 be disposed of meets the conditions of a
significant subsidiary in Rule 1-02(w).

pursuant to this section if separate financial statements of the acquired
pusin2s3 are not included in the filing.

Ear purposes of this rule, the term business should be evaluated iq lighl
éf the facts and circumstances involved and whether there is sufficient
cbntinuity of the acquired eniity’s operations prior to ‘and. after the
transactions so that disclosure of prior financial information is material
to an understanding of future operations. A presumption exists that a
separate entity, a subsidiaty, or a division is a busines;. However, a
lesser component of an entity may also constitute a business. Amqng
the facts and circumstances which should be considered in evaluating
whether an acquisition of a lesser component of an entity constitutes a
business are the following:

(1) Whether the nature of the revenue-producing activity of the
component will remain generally the same as before the
transaction; or

(2) Whether any of the following attributes remain with the com-
ponent after the fransaction:

(i) Physical facilities,

(i) Employee base,

(i) Market distribution system,
(iv) Sales force,

(v) Customer base,

{vi) Operating rights,
(vii) Production techniques, or
(viii) Trade names.

| (e) This rule does not apply to transactions between a parent company

and its totally held subsidiary.

Topic 1J: Application of Rule 3-05 in Initial Public Offerings
: Rule 3-05 of Regulation S-X establishes the financial statement require-

or businesses acquired or to be acquired. If required, financial statemems
5t be provided for one, two, or three years depending upon the relative
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significance of the acquired entity as determined by the
1-02(w) of Regulation S-X. The calculations required for the
by comparison of the financial data of the registrant and acq
years most recently completed prior to the acquisition. The

ignifi i ired or to be acquired for
icati ined significance of businesses acqu _
:\5 Ft)el;g? on of Ry b. ﬂ:f ﬁor;?c]iriled fi%ancial statements cover a period of less than 21
ot e ercent; and
uiree(s) for the months may not exceed 20 p

staff has reggq, he combined significance of businesses acquired Ocrj tsz?eigqm?: g)ar
that these tests literally applied in some initial public offerings may re i 'TniCh audited financial statements cover a perio
financial statements for an acquired entity which may not be signifi, W

months may not exceed 40 percent.

5 . individual
i ded companies, of each individua
_ 4 eignificance is the total, for all inclu
ed 5'9”}:’;{ level of significance computed under the three ]}estsCigfl
3 h"?‘he significance tests should be applied to proforma fina
cance.

investors, because the registrant has ha
earnings in recent years, !

Question: How should Rules 3-05 and 1-02(w) of Regulation 8- be applieg

: i i icle 11 of
i in & manner consistent with Article
determining the periods for which financial statements of acquirees gr nts of the reg[stral;t, rg;egiggce choet should be as of the date of the
to be included in registration statements for initial public offerings? ~ulation S-X. The pro for

e |latest balance sheet included in the registration statement, and
Interpretive Response: It is the staff's view that Initial public offerings involyn s 2

e effect to businesses acquired subsequent to tr:je ten?_hn?;‘ g:;: flg:rensa‘[
k- i i at date.
businesses that have been built by the aggregation of discrete businesseg fr?o be acquired as if they had been ac:qullsrtert"::i1 :tg ﬂ:nost e
remain substantially intact after acquisition? were not contemplateqd during nt of operations should be for the rr?gl SIS TSP T g
drafting of Rule 3-05 and that the significance of an acquired entity i sy B coistration statement and Smoueng o et o o acisirs
situations may be better measured in relation to the size of the registrant g ymmater! during and subsequent to the

‘ beginning of that fiscal
time the registration statement is filed, rather than its size at the time wisitione a3 if they had been consummated at the beg g
acquisition was made. Therefore, for a first time registrant, the staff hag indica :

that in applying the significance tests in Rule

d substantial growth in assets an

[+ req (‘-

w6 tests specified in Rule 1-02(w) should be made in comparison to the
LEANR

i d pretax income from continuing
X ; forma consolidated assets an ‘ . .
acquired, which comprise the registrant at the time the registration statemeny “%wt?onr: sS 113:% S cetis i ESEER (GRS STTE ATt NSRS I ST

% i . : i f and for the three years ended
all circumstances, the audited financial statements of the registrant are raquy, - dited consolidated financial Stast?nn;gri]::::;ig” ﬁave been:
for three years, or since its inception, if less than three years. The requireinanp cember 31, 20X8. Acquisitions HigheSESgrcane 2l
provide the audited financial statements of a constituent business in tha regisira ] iscal Year-End Date of Acquisition  Acquisition (Percent)
tion statement is satisfied for the postacquisition period by including ihe en ~ Acquiree Fiscal Yo 11/X7 60%
results in the audited consolidated financial statements of ‘ha registrant. ; 3/31

; : . : 7 45%
additional periods are required, the entity’s separate audited inaricial statements 7/31 4/1i§7 40%
for the immediate preacquisition period(s) should be presernitac.s 9/30 9o/

: 2/1/X8 21%
In order for the preacquisition audited financial stateivénis of an acquiree o be 12/31

11%
omitted from the registration statement, the following coriditions must be met: 3/31 b1 1; Z;(Lﬁre 4 11%
. ; 0 be
a. The combined significance of businesses acquired or io be acquired 12/31 ;
which audited financial statemenis cover a period of less than ning s f the significance tests to the
4 . The following table reflecis the application of ) meal
months® may not exceed 10 POIERL 1bined ﬁngncial information at the time the registration statement is filed.

1 An acquisition which was relatively significant

ignificance of

attempts to describe a general framework i Sig iahest Level of
in the earliest year for which a registrant is required  which administrative policy has been establ " H'Q_ E"S_f o
to file financial statements may be insignificant to other distinguishable situations, registrants 1 I Earmnings Investment Significan
its latest fiscal year due to internal growth and/or quest relief as appropriate to their individ al ‘Component Entity  Asse . 129 239,
subsequent acquisitions. Literally applied, Rules .4 circumstances, i A 12%, 23% . 519
3-05 and 1-02(w) might still require separate finan- 3 audited isition, fi ol 10% 219% 10% 9
cial statements for the now insignificant acquisition. aucited preacquisition financia °

2 z s a business are necessary pursuant to thy ¢
Ny i e pe ol g W g A
: E R i W e ity's isit 1 ea
businesses for which the relative significance of one thé.lt ert]m.): § Iates.t ;.Jtr.eac%mstl}t: on. ﬁsfge:rl;lt
portion of the business to the total business may be ~ Prior dDb s "’“39“51 10;1 ¥ di e dtegl ]
altered by postacquisition decisions as to the alloca- wzu] © required to be audited. ;. _ —
tion of incoming orders between plants or locations, As a matter of policy the staff accepls R L : - tial compliance with requirements for
This bulletin does not address all possible cases in  statements for periods of not less than 9, 2 Hlided in any period reported on) as substan statemengs for 1, 2, and 3 years, respectively.
which similar reljef may be appropriate but, rather,  consecutive months (not more than 12 month

B

o, 100
c 21% 3% 4% 21%
D 10% 5% 6% ki

tnote Continued)
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Significance of

ent Dates and Periods

"Fmancial Statem
n of a registrant’s predecessor is required for all periods prior

Component Entity Assets Earnings Investment _ ﬂr-,g?]n?milh no lapse in audited periods or cmission of other informa-
E 4% 9% loss 3% . anofjt the registrant. Financial statements for the registrant and its

F 2% 11% 6% i or should collectively be ‘as of all dates and ‘fo‘r’ all_period_s required

. ! oy Aricles 3 and 10 (or Article 8 for SRC). Any interim period of the

Year 1 (most recent fiscal year)—Entity E is the only acquiree for whig or before its acquisition by the registrant should be audited when

quisition financial statemenis may be omitted for the latest year, since atements for the period after the acquisition are presented.

d financial St

cance for each other entity exceeds 10% under one or more test. es required by S-X Article 12 are required for predecessor entities.

Year 2 (preceding fiscal year)—Financial statements for E and F may be g . After an acquisition, financial statements of the predecessor should be
since their combined significance is 20% and no other combination gan i included in Forms 10-K and .1'0-Q for the required pomparatwe periods
formed with E which would not exceed 20%. pefore the acquisition, in addition to those of the registrant.

Afier a reverse acquisition or recapitalization, or the acquisition_of a
pusiness by a special purpose acquisition company (SPAC), t‘he finan-
~ cial statemenis of the registrant for periods prior to the acquisition may
not be required to be included in Forms 10-K and 10-Q once the

Year 3 (second preceding fiscal year)—Financial statements for D, E, and Fr
be omitted since the combined significance of these entities is 33%5 ang
combination can be formed with E and F which would not exceed 40%,

The financial statement requirements must be satisfied by filing separate prag financia! statements include the period in which the acquisition or recap-
quisition audited financial staiements for each entity that was not included jn _ jteiation was consummated. Generally, these financial statements
consolidated financial statements for the periods set forth above. The follow; . wecid not be required in cases in which the registrant had only nominal
table illusirates the requirements for this example. J ~ income statement activity. (Last updated 6/30/2010)
,h:n,wa';?g?l g% 3-01 and 8-02 do not specifically refer to balance sheets of
. Date of e S ecessors. When only one registrani balance sheet would otherwise
Glompariarit Entily Acquisition Rﬁgﬂﬁ;”rﬁgﬂt Conspf,irl,‘;‘i;ﬂ.‘ FiS g:ae(ijncluded in the filing, a registrant, including a Smaller Reporting
I (months) Company, must file an audited predecessor balance sheet as of the end
Registrant N/A 33 36 _ of its last fiscal year. (Last updated 6/30/2010)
A 11/X7 a3 24 - 703 Partial Year Financial Statements
B 4N7X7 33 21 hen predecessor audited financial statements are provided for part of a fiscal
C /X7 a3 16 and successor audited financial statements are provided for the rest of the
D 2/1/X8 21 11 10 e predecessor is not required to provide comparative financial statements
E 11/1/X8 - ) 3 rior year partial period.
F to be acquired 9 — 9 PLE: A shell company formed on January 15, 2009 acquires an operating
| y, determined to be its predecessor, on June 25, 2009. The Newco
¢ The audited preacquisition period need not correszona to the acquiree’s j guently files an IPO registration statement in the third quarter of 2010. The
preacquisition fiscal year. However, audited perioos must not be for periodsin registration statement must include audited financial statements of the
SGESS 1l 12 meniis. ' essor for the two years ended December 31, 2008 and the period from
Division of Corporation Finance, Financial Reporting Manual, Section | 1 1, 2009 fo June 25, 2009. The Newco registrant must provide audited
1170, 2005.4, and 2015 vial statements for the period from the inception date through December 31,
. ' ' {there were no operations from inception date to acquisition date) and
11701 What Is a Predecassor Entity dited interim financial statements for the periods ending June 30, 2009 and
The definition of “predecessor” in Regulation C, Rule 405 is very broad. Fo 30, 2010. Financial statements of the predecessor for the period January 1,
purposes of financial statements, designation of an acquired business 1o June 25, 2008 are not required.
predecessor is generally not required except where a registrant succee 4 “Probable”

substantially all of the business (or a separately identifiable line of busing
another entity (or group of entities) and the registrant's own operations beft
the succession appear insignificant relative to the operations assumed
acquired.

ssment of “probability” requires consideration of all available facts. Acquisi-
1is probable where registrant’s financial statements alone would not provide
te financial information to make an investment decision. [FRC

2(c)(ii))

% Combined significance is the sum of the signifi-
cance of D's investment test (13%), E’s earnings test
(9%) and F’s earnings test (11%).

UL Carttttiiiibiiiit
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2015 Measuring Significance—Basics [S-X 3-05(b)(2)]

4 Asset Test
Note to Section 2015: Registrants may request CF-OCA interpretation i Untie 3

registrant’s share of acquired business’s total assets to the registrant’s

situations or relief where strict application of the rules and guidelines regyje. - ted tolal assets. Ordinary receivables and other working capital
requirement that is unreasonable under the circumstances. e ot acquired should nevertheless be included as part of the assets of
2015.1 Registrants must measure the significance of an acquireqd E ired enterprise in Fest§ of significance relatlvg todthe c:efglsgagt sfasstel:s
under S-X 3-05 and S-X 8-04 using three tests, the: [ it working capital is expected to be required and funded afier the

e Asset test,
e |nvestment test, and
® |ncome test.

nvestment Test—Acquisition Accounting under SFAS 141R [ASC
{ IFRS 3 (Revised 2008) as issued by the IASB

N . » I : ihe total GAAP purchase price of the acquired business, as adjusted
These tests are described in further detail below. he registrant’s consolidated total assets.

Note to Section 2015.1: In certain circumstances, registrants preparing an jni rchase price in this context means the “consideration transferred,” as
registration statement may consider applying SAB 80 instead of S-X 3-05 or ; u's used in the applicable accounting standard. Thus, the investment
8-04. See further discussion at Section 2070, “SAB 80: Application of S-X gy it term :Jted for an acquisition accounted for under SFAS 141R [ASC 805] and
Initial Registration Statements (SAB Topic 1J).” 3 (evised 2008) as issued by the IASB will differ from the investment test
2015.2 Financial Statements Used to Measure Significance d for an acquisition accounted for under SFAS 141 and IFRS 3 (prior to
GB revision) as issued by the IASB in part because it will include the

Generally, compare the most recent pre-acquisition annual financial stat .12 fair value of all contingent consideration and exclude acquisi-

of the acquired business to the registrant’s pre-acquisition consolidated fing

statements as of the end of the most recently completed audited fiscal ye: |av2r cOStS. ‘ . .
required to be filed with the SEC. Financial statements of both the acg : ustment—For purposes of the “myestmenl” test, “consideration trans-
business and the regisirant used to measure significance must be prepa 4aad” should be adjusted to exclude carrying value‘of assets trgnsferreq by the
accordance with the comprehensive basis of accounting described in Se or 1o the acquired business that will remain with the combined entity after

2015.3, “Comprehensive Basis of Accounting Used to Measure Significan ; siness combination.

If a change in the reporting entity or a reorganization will occur at ar ‘ to Section 2015.5: The numerator of the investment test for the pgrchase_of
effectiveness of an initial registration statement but no later than closing & equity method investment should include transaction costs, consistent with
IPO, the staff will consider requests for relief to use the combined fir, e ‘accounting under ASC 323-10. The numerator should also include contin-
statement amounis as the denominator for purposes of significance calula consideration {on a gross basis) if the likelihood of payment is more than
in determining other financial statement requirements for the filing {2 3., S-X emote. (Last updated: 3/31/2010)

e Gy gl bty 5.6 Investment Testi—Purchase Accounting under SFAS 141 and IFRS 3
2015.3 Comprehensive Basis of Accounting Used to Measure Significance to the 2008 revision) as issued by the IASB

A registrant that files its financial statements in accordaice with or is requir ipare total GAAP purchase price of acquired business, as adjusted below, to
provide reconciliation to U.S. GAAP should dets:niine significance L rant's consolidated total assets. GAAP purchase price in this context
amounts for both the acquired business and the registrant determined in acco | s the “cost of the acquired entity”, as that phrase is used in SFAS 141, or
dance with U.S.GAAP; that is, both the numerator and denominator of { of the business combination” as that term is used in IFRS 3 (prior to the
significance test would be determined in accordance with U.S. GAAP. A fo revision). For purposes of the “investment” test, “cost of the acquired entity”
private issuer that files its financial statements in accordance with IFR! 5t of a business combination” should be adjusted to:

issued by the IASB should determine significance using amounts for bot » Include the liabilities incurred by the acquirer to the former owners of the

acquired business and the registrant determined in accordance with IFRS ~ acquiree, but exclude pre-acquisition debt and other liabilities of the

issued by the IASB; that is both the numerator and denominator of the si acquired business assumed in the business combination and

canee sl wond e de_termlned s dance W'th_IFR.S as ’SSQEd by * Include any contingent consideration that represents additional purchase

To illustrate th_ese requiremenis, 1f_a registrant that files its financial ‘stateme price as part of the total investment in the acquiree unless the likelihood

accordance with U.S. GAAP acquires, both legally and for accounting pu A St its .

; : : ; . P A payment is remote.

a foreign private issuer or a foreign business that files its financial stateme .

accordance with IFRS as issued by the IASB, significance (both the nume Notes to Section 2015.6:

and denominator) must be determined in accordance with U.S. GAAP. T (1) IFRS 3 (prior to the 2008 revision) states in part that the cost of a

true even though the acquired business did not reconcile its financial state i business combination is the aggregate of the fair values of assets

to U.S. GAAP. given, liabilities incurred or assumed, and equity instruments issued by
the acquirer. As noted above, liabilities incurred to the former owners
of the acquiree are included in the investment test, but pre-acquisition

HILLLLL 111111 TIHE Rttt et e e e e e e et e ALttt et ettty
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liabilities of the acquired business that are assumed in the businage @15-11 significance—lntercompany Transaclions
combination are excluded from the mvestmen’s tlest. . iwhen oasuring significance for all three SX 1-02(w) tests, intercompany
(2) Generally, contingencies based on security prices do not changg the \ansactions between the registrant and acquiree should be eliminated in the
recorded cost of the acquired company under SFAS 141 or the cogt of e way that would occur if the acquiree were consolidated. See by analogy S-

the business combination under IFRS 3 (prior to the 2008 revision) 1-02(w)(2)- (Last updated: 9/30/2009)
and therefore should be excluded from the investment test. Generalyy
contingent consideration based on earnings will either be includeq
part of the cost of the acquired company or compensation. If it is pa Jisitions of “related businesses™ must be treated as a single business
of the cost of the acquired company, it should be included in ~quisition. Businesses are related under S-X 3-05 if:

invesiment test unless the likelihood of payment is remote, [f i ¥ P They are under common control or management, or

compensation, it may be excluded from the investment test. B < cijtisitions: are dependant ‘on ‘sach Gtheror & Single CoMMGN
(3) For U.S. GAAP, see SFAS 141, paragraphs 25-27 for a discussion gf event or condition

the accounting for contingent consideration and EITF 95-8 for d

mining whether consideration contingent on earnings is part of the

,- 5.12 Significance— “Related Businesses”

-
2015.13 significance—Rounding

of an acquired entity or whether it represents compensation. Do not round the results of the significance tests.

(4) For IFRS as issued by the IASB, see IFRS 3 (prior to the 2008 pivision of Corporation Finance, Financial Reporting Manual, Section
revision), paragraphs 32-35 for a discussion of the accounting for 0.5
contingent consideration. 0.5 Signiiicance Implementation—Acquiring an Additional Interest in a

2015.7 Investment Tesi—Reorganization of Entities Under COm__‘“' solifacer Entity

Control « @ registrant increases its investment in a company that is already reflected
Compare the net book value of the acquired business to the registrant’s co 5 a1 unsolidated subsidiary in the audited financial statements of the registrant
dated assets and compare the number of shares exchanged to registran a complete fiscal year, financial statemenis of the acquired investment are
outstanding shares at the date the combination is initiated. arily not required. However, pro forma information may be required.

2015.8 Income Test staff's view that financial statements are ordinarily not required is premised
S-X 3-05(b)(4)(iil) which states that separate financial statements of the
ired business need not be presented once the operating resulis of the

equired business have been reflected in the audited consolidated financial

ents of the registrant for a complete fiscal year unless such financial

Compare registrant’s equity in the acquired business's income from conﬁn--aL
operations before taxes, exiraordinary items and cumulative effect of a change
accounting principle to that of the registrant. :

There are three computational notes to the income test included 2t 5 X 1-02( ents have not been previously filed or unless the acquired business is of
The second computational note indicates that if the registrant’s ihcome ajor significance. lllustrative, but not all-inclusive, examples of when historical
most recent fiscal year is 10% or more lower than the averags of the regist ncial statements of an acquired business may be required in a step acquisi-
income for the last five fiscal years, then the average income of the regi include:

should be used for this computation. This Compll;tar:'f""f' P}‘:e ?Ifo 2’;{:& : * acquired business financial statementis have not been previously filed for
registrant reported a loss, rather than income. If N, egistrant Tep ' the entire period for which historical financial statements of the acquired
the registrant should compare the absolute value of its reported loss 10 - entity would be required under S-X 3-05; i
average income for the last five fiscal years to determine if the regi 3 i _ ‘ T
required to use average income. In computing the registrant's average acquired business is of major significance; or

for the last five fiscal years, loss years should be assigned a value of zero ¢ §-X 3-05 does not apply; such as a proxy statement or Form S-4
computing the numerator for this average, but the denominator should be requirement o present the target’s financial statements for the same
Also, the acquiree’s income may not be averaged. (Last updated: 12/31/2010) periods that would be required in an annual report sent to security

2015.9 Significance—Absolute Values holders, if an annual report was required.
In the case of a single acquisition, if either the registrant or the acquired busit note that while S-X 11-01(c) states that pro forma effects of a business

- binati ; : : s e .
reported a pretax loss and the other entily reporied pretax income, U nqat'ro” need not be presented if the acquired business’ financial statements
absalute values: Presented, we believe such pro forma financial statements are required

el . 110 S-X 11-01(a)(8) when pro forma financial information giving effect to
2015.10 Significance—Denominator ) i€ slep acquisition would be material to investors.

The acquired business is not considered part of the registrant's denominalol
determining significance for purposes of 5-X 3-05 [S-X 1-02(w)].

|
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Division of Corporation Finance, Financial Reporting Manua;
2020.8

2020.8 Significance Implementation—Related Businesses—Generg]

§-X 3-05 requires that related businesses be treated as a single businesg
measuring significance. Further guidance on this requirement is includg
It §-X 3-05 significance is met, separate financial statements of each 4

Disclosure
Requirement

Yes No Met? Reference

mpany Pfepa””g an
offerlng (IPO)

] . - . in hat have
related businesses are required, except that financial statements of thg - me::ggrteganon of
businesses that are under common control or management may be, b nesses that remain
required to be, presented on a combined basis for any annual or interim intact after

specified in S-X 3-05 for which the businesses are under common
management. If the registrant believes that application of the significan
results in a requirement to present financial statements of one or more
businesses that are not reasonably necessary to inform investors, the
may make a request to CF-OCA for relief.

s Requirements
involving initial public offerings, strict application of the require- .
Je 3-05 would be problematic or would result in the presentation of
ments that are clearly not material. In these cases, registrants
er whether electing to apply the alternative requirements of SAB
d +rovide relief from the requirements resulting from the applica-

55. SAB Topic 1J uses the pro forma financial information for the
¢ a base to measure significance and then requires “coverage” (via
wtorical financial statements of acquired businesses) of a stated percent-
registrant’s business for each of the last three years. SAB Topic 1] is a
separate and alternative approach to measuring significance. It is
to identify the financial statement requirements under both SAB Topic
o 3-05 to determine the best alternative to follow for a particular ‘
circumstance.

NOTES to SECTION 2020.8

1.  If related businesses have different fiscal year ends, a registrant
should not conform the fiscal year-ends of the related businesses
for purposes of the significance tests. .

2. The reference to “periods specified in S-X 3-05" is meant to clarify
that in order to present financial statements of related busmesse&,,
on a combined basis for an annual or interim period specified in 8-
X 3-05, the related businesses must be under common control or
management for the entirety of that annual or interim period.

3. S-X3-05(a)(3) states in part “Acquisitions of a group of related
businesses that are probable or that have occurred subsequenh\
the latest fiscal year-end for which audited financial statements ot
the registrant have been filed shall be treated under this sectios
[emphasis added] as if they are a single business combiraton.”
The staff interprets this requirement to mean that S-X 1-1z(w)
Computational Note 3, which indicates that entities reporting ]
losses should not be aggregated with entities reporting income,
does not apply to the calculation of significancz for related

businesses.

Regulation S-X, Rule 3-05 (see above); SAB Topic 1] (see above)
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- This is consistent with guidance in Section 5320 of the

g Ty e Manual. However, the SEC staff cautioned that significance
Question Yes No Heqm;??“ " X Rule 11-01 applicable to larger companies may not necessarily

Yfevery smaller reporting company and judgment should be exer-

3. Did the company acquire a ining what would be considered material to investors.

significant business, acquire a i
series of individually insignificant
businesses that are significant in
the aggregate, or dispose of a

significant portion of a business?

e March 21, 2014, CAQ SEC Regulations Committee megtjng,. the
dicated that when pro forma income statements are provided in a
: Zriods presented by the registrant, pro forma income statements
be required for the annual periods and subsequent interim period. A

but is not required to, provide a pro forma income statement for
£ .
ve interim period.

Disclosure Requirements

Provide pro forma information for significant acquisitions or dispos
occurred during the current period or as a subsequent event (prior.
issuance of the financial statements) or are otherwise probable of g

Significance of a business combination for determining the requ
provide pro forma information is defined in SEC Rule 11-01. (For acg
troubled financial institutions, see SAB Topic 1K.) Provide:

1. Pro forma condensed income statements for the most recen
and any interim period;

2. Pro forma condensed balance sheet as of the end of the latest in &

Regulation $-X, Rules 11-01 (see above) and 11-02; ASC 3.50 and 805
sced): Division of Corporation Finance, Fi?fancial Reporting Manual,
0: SEC Regulations Committee Meeting Minutes — June 18, 2013 (not
.’5EC Regulations Committee Meeting Minutes — March 21, 2014 (not

ces:

. ';.:Iation S-X, Rule 11-02; Division of Corporation Finance, Financial
\ Reporting Manual, Section 3250

. B o " i i nis
period; and 11-02: Preparation Requireme

= financial information should provide investors with information about
ontinuing impact of a particular transaction by showing how it might have \
historical financial statements if the transaction had been consummated

earlier time. Such statements should assist investors in analyzing the future

ects of the registrant because they illustrate the possible scope of the

in the registrant’s historical financial position and results of operations

by the transaction.

ORM AND CONTENT.

3. Accompanying explanatory notes to the pro forma financial -:.'OO ) OBJECTIVE.

The Financial Reporting Manual provides that if contingent congidg
issuable (see ASC 805-30-20), the registrant should disclose the ter
contingent consideration and the potential impact on future earrinzs.
consideration classified as an asset or liability should be remeastired ¢t
at each reporting date until the contingency is resolved, and *ese cha
value are generally recognized in earnings.

If updated pro forma income statements are fil=i with a new or
registration statement, these statements should nat weflect any pro fo
ments to give effect to changes in the fair value of contingent cons
periods different than those in which such changes were reco
acquirer’s postacquisition financial statements. Pro forma financial in
should include transparent disclosure about the contingent considerati
rangement and known changes in fair value.

At the June 18, 2013, SEC Regulations Committee Meeting, the SEC stal
cussed specific factors that a smaller reporting company should co
deciding whether to provide pro forma information reflecting a s
disposition of a business. The SEC staff indicated that the nature and ex
pro forma information to be provided by a smaller reporting company
significant disposition of a business requires judgment based on all rele ‘
and circumstances. The SEC staff indicated that an acceptable approach
for smaller reporting companies to look at guidance in $-X Rule 11-01
reporting companies and exercise judgment as to whether the sig
thresholds applicable for the larger companies are appropriate to the 8

(1) Pro forma financial information shall consist of a pro forma condensed

balance sheet, pro forma condensed statements of income, and ac-

companying explanatory notes. In certain circumstances (i.e., where a

limited number of pro forma adjustiments are required and those ‘
adjustments are easily understood), a narrative description of the pro \
forma effects of the transaction may be furnished in lieu of the state-

ments described herein.
.

~ (2) The pro forma financial information shall be accompanied by an intro- .
% ductory paragraph which briefly sets forth a description of (i) the

e fransaction, (i) the entities involved and (iii) the periods for which the

pro forma information is presented. In addition, an explanation of what

the pro forma presentation shows shall be set forth.

(3) The pro forma condensed financial information need only include
major captions (i.e., the numbered captions) prescribed by the applica-
ble sections of this Regulation. Where any major balance sheet cap-
lion is less than 10 percent of total assets, the caption may be
combined with others. When any major income statements caption is
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less than 15 percent of average net income altributable to the reg;

trgnt for' the most recent three fiscal years, the caption may be ane
bined with others. In calculating average net income attributable to o

.registrant, loss years should be excluded unless losses were |
in each of the most recent three years, in which case the averg

shall be used for purposes of this test. Notwithstanding these te%?l j
minimis amounts need not be shown separately. “

(4) Pro forma statements shall ordinarily be in columnar form Show;

condensed historical statements, pro forma adjustments, ang the pn
forma results. oS

The pro forma condensed income statement shall disclose ing

_(loss) from continuing operations before nonrecurring charges or Coﬂhe:
its directly attributable to the transaction. Material nonrecur;'ed'
charges or credits and related tax effects which result directly from-;g :
trgngaclion and which will be included in the income of the registy y
within the 12 months Succeeding the transaction shall be disciosan !
separately. It should be clearly indicated that such charges or cred?lg
were not considered in the pro forma condensed income statemeni [f‘
the transaction for which pro forma financial information is preseméd
relates to the disposition of a business, the pro forma results shgyg

give effect to the disposition and be presented under an g i
o, PPropriale

(6) Pro forma adjustments related to the pro forma condensed income
statement shall be computed assuming the transaction was consum-
malzted at the beginning of the fiscal year presented and shall incl g,
adjustments which give effect to events that are (i) directly attribtey
o l_he transaction, (i} expected to have a continuing impaci o1 e
registrant, and (iii) factually supporiable. Pro forma adjucsiments .re-
lated to the pro forma condensed balance sheet shall-ha compuled
assuming the transaction was consummated at the end of the mog|
recent period for which a balance sheet is required by Rule 3-01 gngd
shall include adjustments which give effect to evants that are directly
attributable to the transaction and factually cupoartable regardless of
whether they have a continuing impact or are fionrecurring. All adjust
ments should be referenced to notes which
sumptions invalved.

(7) Historical primary and fully diluted per share data based on continuing
o_peraiions {or net income if the registrant does not report aither
discontinued operations, extraordinary items, or the cumulative effecls
of accounting changes) for the registrant, and primary and fully diluted
pro forma per share data based on continuing operations before
nonrecurring charges or credits directly attributable to the transaction
shall be presented on the face of the pro forma condensed income
statement together with the number of shares used to compute such
per share data. For transactions involving the issuance of securities,
the number of shares used in the calculation of the pro forma per
share data should be based on the weighted average number ol
shares outstanding during the period adjusted to give effect to shares
subsequently issued or assumed to be issued had the particular
transaction or event taken place at the beginning of the period
Presented. If a convertible security is being issued in the transaction;

(5

—
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consideration should be given to the possible dilution of the pro forma
per share data.

g) If the transaction is structured in such a manner that significantly
different results may occur, additional pro forma presentations shall be
made which give effect to the range of possible resulits.

NsmuCTlONS.

1. The historical statement of income used in the pro forma financial
information shall not report operations of a segment that has been
discontinued, extraordinary items, or the cumulative effects of account-
ing changes. If the historical statements of income includes such items,
only the portion of the income statement through “income from continu-
ing operations” (or the appropriate modification thereof) should be used
in preparing pro forma results.

2. For a business combination, pro forma adjustments for the income
statement shall include amoriization, depreciation and other adjust-
meru: Lbased on the allocated purchase price of net assets acquired. In
sone transactions, such as in financial institution acquisitions, the
nurchase adjustments may include significant discounts of the historical
cost of the acquired assets to their fair value at the acquisition date.
When such adjustments will result in a significant effect on earnings
(losses) in periods immediately subsequent to the acquisition which will
be progressively eliminated over a relatively short period, the effect of
the purchase adjustments on reported results of operations for each of
the next five years should be disclosed in a note.

3. For a disposition transaction, the pro forma financial information shall
begin with the historical financial statements of the existing entity and
show the deletion of the business to be divested along with the pro
forma adjustments necessary to arrive at the remainder of the existing
entity. For example, pro forma adjustments would include adjustments
of interest expense arising from revised debt struciures and expenses
which will be or have been incurred on behalf of the business to be
divesied such as advertising costs, executive salaries and other costs.

4. For entities which were previously a component of another entity,
proforma adjustments should include adjustments similar in nature to
those referred to in Instruction 3 above. Adjustmenis may also be
necessary when charges for corporate overhead, interest, or income
taxes have been allocated to the entity on a basis other than one
deemed reasonable by management.

5. Adjustments to reflect the acquisition of real esiate operations or
properties for the pro forma income statement shall include a deprecia-
tion charge based on the new accounting basis for the assets, interest
financing on any additional or refinanced debt, and other appropriate
adjustments that can be factually supported. See also Instruction 4
above.

. When consummation of more than one transaction has occurred or is
probable during a fiscal year, the pro forma financial information may
be presented on a combined basis; however, in some circumstances
(e.g., depending upon the combination of probable and consummated
transactions, and the nature of the filing) it may be more useful to

=)}
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