AOL case - Class 3

Is it an asset?

Part 1:

AOL information:  Since its inception, AOL has attracted subscribers through the use of its popular free trial - 100, 500, 1000 hours free access - disks.  The costs incurred by AOL for this promotion include the following:  printing costs, production costs, shipping costs, costs of acquiring qualified prospects (buying customer lists). 

1)Do these costs represent an expense or an asset to AOL?  Use the definition of an asset to organize your decision.

2)What position did AOL take? Use the information below. 

3)Where did the authority come from to support this position? Use the information below.

4)Do you agree or disagree with this position? Why or why not?


Information from AOL 1996 Annual Report (10K)

Consolidated Balance Sheets

(Amounts in thousands, except share data)             June 30, 

                                                   

1996            1995

<CAPTION>

Assets

Current assets:

     Cash and cash equivalents                   $  
118,421       $ 45,877

     Short-term investments                         
  10,712         18,672

     Trade accounts receivable                    
  42,939         32,176

     Other receivables                              
  29,674         11,381

     Prepaid expenses and other current assets   68,832         25,527

          Total current assets                     
270,578        133,633

Property and equipment at cost, net                101,277         70,919

Other assets:

     Product development costs, net                    44,330         18,949

     Deferred subscriber acquisition costs, net  314,181         77,229

     License rights, net                              
     4,947          5,579

     Other assets                                    
   35,878          9,121

     Deferred income taxes                          
 135,872         35,627

     Goodwill, net                                   
   51,691         54,356
                                                 
           $  958,754       $405,413

Consolidated Statements of Operations

<CAPTION>

(Amounts in thousands, except per share data)             Year ended June 30,

                                              
 
1996           1995           1994

<S>                                           

<C>            <C>          <C>

Revenues:

     Online service revenues                  
$ 991,656      $  344,309   $  98,497

     Other revenues                             
   102,198            49,981      17,225
          Total revenues                      

1,093,854         394,290     115,722

Costs and expenses:

     Cost of revenues                           
   627,372         229,724      69,043

     Marketing  *                               

   212,710          77,064      23,548

     Product development                         
     53,817          14,263       5,288

     General and administrative                 
   110,653          42,700      13,667

     Acquired research and development              16,981          50,335           -

     Amortization of goodwill                     
      7,078           1,653           -

          Total costs and expenses                      1,028,611         415,739     111,546

Income (loss) from operations                    
    65,243         (21,449)      4,176

Other income (expense), net                      
    (2,056)          3,074       1,810

Merger expenses                                    
       (848)         (2,207)          -

Income (loss) before provision for

     income taxes                           
     
   62,339         (20,582)      5,986

Provision for income taxes                      
 (32,523)        (15,169)     (3,832)
Net income (loss)                            
           $   29,816    $    (35,751)   $  2,154

*Includes the amortization of deferred subscriber acquisition costs

NOTES to the financial statements from AOL 1996 10K:

Note 2 Significant Accounting Policies

Deferred Subscriber Acquisition Costs: The Company expenses the costs of advertising as incurred, except direct response advertising, which is classified as deferred subscriber acquisition costs.  Direct response advertising consists

solely of the costs of marketing programs which result in subscriber registrations without further effort required by the Company.  These costs, which relate directly to subscriber solicitations, principally include the printing, production and shipping of starter kits and the costs of obtaining qualified prospects by various targeted direct marketing programs and from third parties.  To date all deferred subscriber acquisition costs have been incurred for the solicitation of specifically identifiable prospects.  No indirect costs are included in deferred subscriber acquisition costs.

The  deferred  costs  are amortized, beginning the month after  such  costs  are incurred, 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, whichever is shorter.   All

other  costs  related  to the acquisition of subscribers,  as  well  as  general marketing costs, are expensed as incurred.

On  a quarterly basis, management reviews the estimated future operating results of  the  Company's  subscriber base in order to evaluate the  recoverability  of deferred  subscriber acquisition costs and the related amortization period.   It is  possible  that  management's future assessments of  the  recoverability  and amortization  period of deferred subscriber acquisition costs may  change  based upon actual results and other factors.

Effective  July  1,  1995,  the Company modified the  components  of  subscriber acquisition  costs  deferred, and changed the period  over  which  it  amortizes subscriber  acquisition  costs.  The period over  which  the  Company  amortizes subscriber acquisition costs was changed from twelve and eighteen months to  the period  described  previously  in order to more appropriately  match  subscriber

acquisition costs with associated online service revenues.  The effect  of  this change  in accounting estimate for the year ended June 30, 1996, was to increase net income by $48,106,000 ($.45 per share).

Possible authoritative guidance used to make the decision


· SFAC 6 definition of an asset (from the FASB conceptual framework)

· AICPA SOP 93-7 (Statement of Position 93-7) regarding advertising costs:

[Summary]

The SOP requires the following:

           Reporting the costs of all advertising as expenses in the periods in which those costs are incurred, or the first time the advertising takes place, except for direct-response advertising (a) whose primary purpose is to elicit sales to customers who could be shown to have responded specifically to the advertising and (b) that results in probable future economic benefits (future benefits);

           Reporting the costs of direct-response advertising (a) whose primary purpose is to elicit sales to customers who could be shown to have responded specifically to the advertising and (b) that results in probable future benefits as assets.

[SOP93-7.37] - a later paragraph in the Statement of Position

Demonstrating that direct-response advertising will result in future benefits requires persuasive evidence that its effects will be similar to the effects of responses to past direct-response advertising activities of the entity that resulted in future benefits. Such evidence should include verifiable historical patterns of results for the entity. Attributes to consider in determining whether the responses will be similar include (a) the demographics of the audience, (b) the method of advertising, (c) the product, and (d) economic conditions.

Part 2: During the 1997 fiscal year , the financial analyst community strongly suggested that these costs of acquiring subscribers was no different from other advertising costs.  The SEC also started an investigation into possible financial reporting violations regarding this issue.  

1)What part of the accounting definition of an asset caused the analysts' and SEC's concern for AOL's reporting?

2)How could this reporting issue potentially break  federal securities laws?

