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TOPIC:  Capitalization Policy

CHAPTER LINK:  Chapter 8

America Online:
On-line or Off-track

America Online, Inc. (AOL) offers the largest consumer on-line service in the United States.  Subscribers to its on-line service receive a broad line of products, including e-mail, on-line conferences, entertainment, software, computing support, an extensive newsstand of electronic magazines and newspapers, and seamless access to the Internet.  Acquisitions in Year 5 and Year 6 permit it to offer a vertically integrated product and service line for users of the Internet.

The Company aggressively attracts new subscribers to its on-line service through independent marketing programs, such as direct mail, disk inserts and inserts in publications, and advertising.  It has also entered into co-marketing agreements with numerous personal computer hardware, software, and peripheral production companies.  These companies bundle AOL software with their products, thus facilitating easy trial use of the company’s services.  The company has also entered into co-marketing agreements with certain of its media partners to market directly to and cater to the needs of specific audiences.  AOL utilizes specialized retention programs designed to increase customer loyalty and satisfaction and to maximize customer subscription life.  These retention programs include regularly scheduled on-line events and conferences, the regular addition of new content, services, and software programs, and on-line promotions of upcoming on-line events.  The company also provides a variety of support mechanisms such as telephone customer support services.

Exhibit 1 presents comparative balance sheets, Exhibit 2 presents comparative income statements and Exhibit 3 presents comparative statements of cash flows for AOL for the Year 3 through Year 6 fiscal years.  Selected notes to the financial statements appear after Exhibit 3.

required

a.
Describe the rationale that the Company’s would likely make to its independent auditors to justify its practice of deferring and subsequently amortizing subscriber acquisition costs. 

b. 
Prepare an analysis that accounts for the change in the Deferred Subscriber Acquisition Costs account on the balance sheet for each of the fiscal Year 3 through Year 6.

c. 
Financial Accounting Standards Board Statement of Financial Accounting Standards No. 86 requires firms to expense when incurred all costs of developing computer software until such time as the technological feasibility of the software has been established.  Firms must capitalize and subsequently amortize software development and production costs incurred after establishing technological feasibility.  Financial Accounting Standards Board Statement of Financial Accounting Standards No. 2 requires firms to expense research and development costs in the year incurred regardless of the subsequent success of the research efforts.  What justification can you see for these treatments of the costs of developing new technologies?

d. 
Prepare an analysis that accounts for the change in the Deferred Product Development Costs account on the balance sheet for each of the fiscal Year 3 to Year 6.

e. 
Financial Accounting Standards Board Interpretation No. 4 requires firms to expense in the year of a corporate acquisition any portion of the purchase price allocated to technologies that have not reached a stage of commercial feasibility as of the time of the acquisition (referred to as “in-process technologies”).  In contrast, firms must capitalize and subsequently amortize any amounts allocated to commercially feasible technologies (for example, a patent).  What rationale can you see for this different accounting treatment?

f. 
Refer to the income statements for AOL in Exhibit 1. Recompute the operating income for each of the fiscal years Year 3 through Year 6 assuming that (1) AOL expensed subscription acquisition costs and product development costs in the year incurred instead of capitalizing and amortizing them, and (2) excludes from operating income the charge for acquired research and development costs because of its materiality and nonrecurring nature.

g. 
Identify the likely reasons for the changes in the operating profitability of AOL between fiscal Year 2 and Year 6.  Hint: Using both originally reported amounts and the amounts restated in part f., express operating expenses and operating income as a percentage of revenues.  AOL reports the following information to aid your assessment of profitability.



Number of



June 30
Subscribers (000’s)


Yea r 3
303



Year 4
903



Year 5
3,005



Year 6
6,198



Average Online



Fiscal Year
Revenues per Subscriber


Year 4
$174.00



Year 5
$195.36



Year 6
$215.52

Exhibit 1
Comparative Balance Sheets for America Online

(amounts in thousands)



June 30

Assets
Year 3
Year 4
Year 5
Year 6

Cash

$
9,224
$
43,891
$
45,378
$
118,421

Short-term Investments


5,105

24,052

18,672

10,712

Accounts Receivable


2,861

10,583

43,279

72,613

Other Current Assets


1,723

5,753

25,527

68,832

Total Current Assets

$
18,913
$
84,279
$
132,856
$
270,578

Property, Plant and Equipment (net)


2,402

20,306

70,466

101,277

Product Development Costs (net)


3,915

7,912

18,914

44,295

Deferred Subscriber Acquisition Costs (net)


6,890

26,392

77,229

314,181

Goodwill


--

--

54,356

51,691

Other Assets


282

15,695

52,643

176,732

Total Assets

$
32,402
$
154,584
$
406,464
$
958,754
Liabilities and Shareholders’ Equity

Accounts Payable

$
3,766
$
15,642
$
84,639
$
105,904

Short-term Debt


--

2,287

2,314

2,435

Other Current Liabilities


4,851

18,460

46,359

181,567

Total Current Liabilties

$
8,617
$
36,389
$
133,312
$
289,906

Long-term Debt


--

7,015

19,496

19,306

Other Noncurrent Liabilities


--

12,883

35,712

137,040

Total Liabilities

$
8,617
$
56,287
$
188,520
$
446,252
Common Stock

$
59
$
308
$
375
$
926

Additional Paid-in Capital


22,652

98,836

251,539

519,342

Accumulated Deficit


1,074

(847)

(33,970)

(7,766)


Total Shareholders’ Equity

$
23,785
$
98,297
$
217,944
$
512,502

Total Liabilities and Shareholders’ Equity

$
32,402
$
154,584
$
406,464
$
958,754
Exhibit 2
Comparative Income Statements for America Online

(amounts in thousands)



Year Ended June 30


Year 3
Year 4
Year 5
Year 6

Revenues

$
51,984
$
115,722
$
394,290
$
1,093,854

Cost of Revenues


(28,820)

(69,043)

(229,724)

(627,372)

Marketing Expenses


(9,745)

(23,548)

(77,064)

(212,710)

Product Development Expenses


(2,913)

(4,961)

(12,842)

(53,817)

Administrative Expenses


(8,581)

(13,562)

(41,966)

(110,653)

Acquired Research & Development


--

--

(50,335)

(16,981)

Amortization of Goodwill


--

--

(1,653)

(7,078)

Operating Income

$
1,925
$
4,608
$
(19,294)
$
65,243

Other Income (net)


371

1,774

3,023

(2,056)

Merger Expenses


--

--

(2,207)

(848)

Income Before Income Taxes

$
2,296
$
6,382
$
(18,478)
$
62,339

Income Tax Expense


(764)

(3,832)

(15,169)

(32,523)

Net Income

$
1,532
$
2,550
$
(33,647)
$
29,816
Exhibit 3
Comparative Statements of Cash Flows for America Online

(amounts in thousands)



Year Ended June 30

Operations
Year 3
Year 4
Year 5
Year 6

Net Income (loss)

$
1,532
$
2,550
$
(33,647)
$
29,816

Depreciation and Amortization


1,957

2,965

11,136

33,366

Amortization of Subscriber Acquisition Costs


7,038

17,922

60,924

126,072

Loss/(Gain) on Sale of Fixed Assets


(39)

5

37

44

Charge for Acquired Research & Development


--

--

50,335

16,981

Changes in Assets and Liabilities:


Accounts Receivable


(1,902)

(4,947)

(23,430)

(28,728)


Other Current Assets


(1,494)

(2,867)

(19,641)

(43,305)


Deferred Subscriber Acquisition Costs


(10,685)

(37,424)

(111,761)

(363,024)


Accounts Payable


2,119

10,204

60,824

21,150


Other Current Liabilities


3,209

12,215

14,739

135,316


Other Assets and Liabilities


470

1,261

6,375

5,585
Cash Flow from Operations

$
2,205
$
1,884
$
15,891
$
(66,727)

Investing

Sale of Fixed Assets

$
62
$
95
$
180

--

Acquisition of Fixed Assets


(2,041)

(17,886)

(57,751)
$
(50,262)

Product Development Costs


(1,831)

(5,132)

(13,011)

(32,631)

Short-term Investments


(5,105)

(18,947)

5,380

7,960

Acquired Businesses


--

--

(20,523)

(4,133)

Cash Flow form Investing

$
(8,915)
$
(41,870)
$
(85,725)
$
(79,066)

Financing

Issuances of Common Stock

$
609
$
67,372
$
61,253
$
217,674

Increase in Borrowings


7,187

14,200

13,741

3,000

Decrease in Borrowings


(7,036)

(7,858)

(3,673)

(2,337)

Cash Flow from Financing

$
760
$
73,714
$
71,321
$
218,337
Change in Cash

$
(5,950)
$
33,728
$
1,487
$
72,544

Cash - Beginning of Year


16,113

10,163

43,891

45,378
Cash, End of Year

$
10,163
$
43,891
$
45,378
$
117,922
Notes to the Financial Statements

Revenue Recognition The company recognizes on-line service revenue in the period that it provides services.  

Deferred Subscriber Acquisition Costs The company defers subscriber acquisition costs and amortizes them as a charge to operations over a period determined by calculating the ratio of current revenues related to direct response advertising versus the total expected revenues related to this advertising, or twenty-four months (straight-line), whichever is shorter.  The amortization begins the month after incurring such costs.  These costs, which relate directly to subscriber solicitations, principally include printing, production and shipping of starter kits and the costs of obtaining qualified prospects by various targeting direct marketing programs (for example, direct marketing response cards, mailing lists) and from third parties.  Subscriber acquisition costs include no indirect costs.  To date, all subscriber acquisition costs relate to the solicitation of specific identifiable prospects.  The company expenses when incurred all marketing costs that are not targeted at specific identifiable prospects for the company’s services.  The company reports Deferred Subscriber Costs in the noncurrent assets section of its balance sheet as follows (amounts in thousands):


June 30, Year 2

$3,243


June 30, Year 3

$6,890


June 30, Year 4

$26,392


June 30, Year 5

$77,229


June 30, Year 6

$314,181

Product Development Costs The company capitalizes costs incurred for the production of computer software used in the sale of its services.  Costs capitalized include direct labor and related overhead for software produced by the company and the costs of software purchased from third parties.  All costs in the software development process which is classified as research and development are expensed when incurred until technological feasibility has been established.  Once technological feasibility has been established, such costs are capitalized until the software is commercially available.  The company amortizes capitalized software development costs on a product-by-product basis, using the greater of the straight-line method or current year revenue as a percent of total revenue estimates for the related software product not to exceed five years, commencing with the month after the date of product release.  

Deferred product development cost appear on the balance sheet as a noncurrent asset as follows (amounts in thousands):


June 30, Year 2

$2,876


June 30, Year 3

$3,915


June 30, Year 4

$7,912


June 30, Year 5

$18,914


June 30, Year 6

$44,295

Product development expenses on the income statement include the following:



Fiscal Year Ended June 30:


Year 3
Year 4
Year 5
Year 6
Amortization of Capitalized Costs

$
792
$
1,135
$
2,009
$
7,250

Research and Development Costs


1,542

2,776

3,856

16,449

Other Product Development Costs


579

1,050

6,977

30,118
Total

$
2,913
$
4,961
$
12,842
$
53,817
Business Acquisitions The company made several corporate acquisitions during the Year 5 and Year 6 fiscal years, using a combination of cash and shares of the company’s common stock.  The aggregate purchase price exceeded the market value of the net assets acquired.  The company allocated a portion of the exceed purchase price to in-process research and development of the acquired companies.  Generally accepted accounting principles require the company to expense in the year of the acquisition all amounts allocated to in-process research and development.  The company allocated any remaining excess purchase price in these acquisitions to goodwill, which the company amortizes over ten years.

Income Taxes The company treats subscriber acquisition costs and product development costs as an expense in computing taxable income in the year that it incurs such costs. Income tax expense in the income statement includes a provision for income taxes that the company saves in the year that it claims such tax deductions but must pay in later years as it amortizes such costs for financial reporting.  The income tax law does not permit the company to deduct expenditures for in-process research and development acquired in corporate acquisitions or merger expenses in computing taxable income.
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