FASB Issues Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations
On March 30, 2005, FASB issued FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations.  This interpretation of FASB Statement No. 143, Accounting for Asset Retirement Obligations (SFAS 143), was issued to clarify that an unconditional obligation associated with the retirement of plant, property or equipment should be recognized whenever the liability’s fair value can be reasonably estimated.  The provisions of the Interpretation are effective no later than the fiscal year ending after December 15, 2005 (calendar year 2005 or fiscal year 2006) with earlier adoption encouraged.
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Recognition
SFAS 143 sets standards for accounting for and reporting of obligations related to the retirement of tangible long-lived assets and the associated asset retirement costs. The term retirement encompasses sale, abandonment, recycling, or disposal in some other manner.
This interpretation clarifies that uncertainties about the method and/or timing of the settlement of the obligation do not affect the timing of the recognition of the liability.  Instead, those uncertainties are accommodated by measuring the liability using the expected cash flow technique.
The liability is recognized when the obligation is incurred (generally when the asset is acquired, constructed, or developed) or through the normal operation of the asset—not at the end of its useful life.  In some cases, there is insufficient information to estimate the fair value of an asset retirement obligation at that time.  If so, that fact and the reasons should be disclosed.  The liability then would be initially recognized in the earliest period in which sufficient information is available for an entity to make a reasonable estimate of the liability’s fair value.

The standard’s exposure draft (ED) was reviewed in Emerging Issues Update Issue 2004-5.  The final standard has only two substantive changes from the ED:

         The interpretation adds general guidelines that describe circumstances that might lead an entity to conclude that sufficient information does not exist to estimate the fair value of an asset retirement obligation.

         The examples included in the interpretation have been changed.  The changes were made primarily to illustrate the application of the added general guidelines.

 

Guidelines about the Ability to Estimate the Fair Value of the Obligation

The interpretation describes three circumstances in which an asset retirement obligation would be reasonably estimable.  They are:

         if it is evident that the fair value of the obligation is embodied in the acquisition price of the asset,

         if an active market exists for the transfer of the obligation, or

         if sufficient information exists to apply the present value technique discussed in paragraphs 39–54 and 75–88 of FASB Concepts Statement No. 7, Using Cash Flow Information and Present Value in Accounting Measurements.  That technique incorporates uncertainty about the timing and method of settlement into the fair value measurement.

Present value techniques should only be applied if the fair value of the liability cannot be estimated based on the acquisition price or on an observable market price for transfer of the obligation.  The interpretation says that an entity would have sufficient information to apply an expected present value technique (and therefore an asset retirement obligation would be reasonably estimable) if either of the following conditions exists:

          Others (for example, the law, regulation, or contract that gives rise to the legal obligation) specify the settlement date and method of settlement.  In this situation, the only uncertainty is whether the obligation will be enforced.  That uncertainty does not defer the recognition of an asset retirement obligation because the entity must stand ready to perform the legal obligation.  It also does not prevent the determination of a reasonable estimate of fair value.  There are only two possible outcomes in circumstances in which the only uncertainty is whether performance will be required—the entity will be required to perform or the entity will not be required to perform.  Therefore, the entity must assign probabilities to those two outcomes when using the expected present value technique.  If there is no information about which outcome is more probable, paragraph A23 of SFAS 143 requires 50 percent likelihood for each outcome be used until additional information is available.

         The information is available to reasonably estimate (1) the settlement date or the range of potential settlement dates, (2) the method of settlement or potential methods of settlement, and (3) the probabilities associated with the potential settlement dates and potential methods of settlement.  Examples of information that is expected to provide a basis for estimation include, but are not limited to, information that is derived from the entity’s past practice, industry practice, management’s intent, or the asset’s estimated economic life.  In many cases, the determination as to whether the entity has the information to reasonably estimate the fair value of the asset retirement obligation is a matter of judgment that depends on the relevant facts and circumstances.
 

Changes to the Examples

Both the interpretation and the ED offer four examples.  However, FASB deleted the oil refinery example (Example 4) and replaced it with a second example of a plant contaminated with asbestos.  Changes were also made in the fact sets of the examples in order to illustrate the application of the general guidance about the ability to measure fair value. In doing so, the examples were rearranged and renumbered.

In addition, FASB appears to have reconsidered its initial determination of the recognition point in the telecommunications poles example (Example 2 in the ED, Example 1 in Interpretation 47). The act of purchasing the treated poles (instead of the act of installing the poles) causes recognition of the liability to dispose of the poles using special procedures.  The ownership of the treated poles creates the obligation to dispose of them in the proper manner.  If the entity sold the poles instead of installing them, the buyer would assume the obligation of disposal, which would affect the exchange price.  In addition to changing the recognition point, FASB clarified that because the legal requirement relates only to the disposal of the poles, the cost to remove the poles is not included in the asset retirement obligation.  If, however, the law required the entity to remove the treated poles, the cost of removal would be included in the retirement obligation.

The smelting kiln example (Example 3 in the ED, Example 2 in Interpretation 47) is unchanged except that the fact set states that the entity had sufficient information to estimate the liability and FASB clarified, as it did in the telecommunication poles example, that because the legal requirement relates only to the disposal of the bricks, the cost to remove them is not included in the asset retirement obligation.

The example of a plant contaminated with asbestos (Example 1 in the ED, Example 3 in Interpretation 47) has been changed so that the legislation that requires disposal of the asbestos in a special manner is enacted after the entity purchases the factory.  When the law is enacted, the entity believes it does not have sufficient information to estimate the fair value of the asset retirement obligation.  It arrives at that conclusion because the settlement date or the range of potential settlement dates has not been specified by others (it is required if the factory undergoes major renovation or is demolished) and information is not available to determine the settlement date or potential settlement dates.  In the example, the entity has no plans or expectation of plans to demolish the factory or to renovate it in a manner that would require removal of the asbestos.  The entity expects to maintain the factory in ways that would not involve the removal of the asbestos.  Also, the entity has not identified the need for major renovations caused by technology changes, operational changes, or other factors.  Although the asset retirement obligation normally would be recognized when regulations are put in place, in this example, the entity believes that there is an indeterminate settlement date for the obligation because the range of time over which the entity may settle the obligation is unknown and cannot be estimated.  Accordingly, the entity would not recognize a liability for the asset retirement obligation when the regulations are put in place, but it should disclose (a) a description of the obligation, (b) the fact that a liability has not been recognized because the fair value cannot be reasonably estimated, and (c) the reasons why fair value cannot be reasonably estimated.  The entity would recognize the liability at a later date when it has sufficient information to reasonably estimate its fair value.
In a second variation of the example of a plant contaminated with asbestos (Example 1 in the ED, Example 4 in Interpretation 47), the legislation requiring disposal of the asbestos in a special manner is enacted prior to the purchase of the factory.  However, in this example, an asset retirement obligation is not recognized when the entity acquires the factory because the entity does not have sufficient information to estimate the fair value of the obligation.  The fact set explains that at the acquisition date, it is not evident that the fair value of the obligation is embodied in the acquisition price of the factory because both the seller and the buyer of the factory believe the obligation had an indeterminate settlement date, an active market does not exist for the transfer of the obligation, and sufficient information does not exist to apply an expected present value technique.  Accordingly, the entity would not recognize a liability at acquisition.  It would disclose (a) a description of the obligation, (b) the fact that a liability has not been recognized because the fair value cannot be reasonably estimated, and (c) the reasons why fair value cannot be reasonably estimated.  If 10 years later, the demand for the products manufactured in the factory has changed, which provides the entity with information sufficient to estimate the settlement dates, the entity would recognize an asset retirement obligation at that time (10 years after the acquisition date) because the new information allows the entity to measure the asset retirement obligation. 

 

Transition Requirements

The interpretation is effective no later than the end of the fiscal year ending after December 15, 2005 (FY 2006 for most institutions).  The cumulative effect of initially applying the interpretation is reported as a change in accounting principle.  The amount to be reported in the statement of activities as a cumulative-effects adjustment is the difference between the amounts, if any, reported in the statement of financial position prior to the application of the interpretation and the net amount that is reported in the statement of financial position after initially adopting the interpretation.  Prior years’ information is not restated.

Upon initial adoption of the interpretation, an entity should report:

         A liability for any existing asset retirement obligation(s) adjusted for cumulative accretion of the discount to the date of adoption of the interpretation

         An asset retirement cost capitalized as an increase to the carrying amount of the associated long-lived asset

         Accumulated depreciation on the capitalized asset retirement cost

The amounts above should be measured using current information, current assumptions, and current interest rates.  The asset retirement cost should be measured as of the date the asset retirement obligation was incurred, and then rolled forward (by accreting the discount of the liability and depreciating the capitalized retirement costs) to the date of the adoption of the interpretation.

An entity must disclose the following information in the initial year of adoption of Interpretation 47:

         The effect of adopting the interpretation on change in net assets before extraordinary items and on change in net assets for the period of adoption.

         The income before extraordinary items and net income computed on a pro forma basis for all the periods presented, as if the interpretation had been applied during all the periods affected.  The disclosure must appear on the face of the statement of activities.

         The amount of the liability for asset retirement obligations for the beginning of the earliest year presented and the end of each year presented, as if the interpretation had been applied during all the periods affected.

         The pro forma amount of the liability for the asset retirement obligation(s) for each year-end presented and for the beginning of the earliest year presented. 

 

Implications for Colleges and Universities

Because of the wide range of capital assets utilized by colleges and universities, it is likely that Interpretation 47 will impact some colleges and universities.  For example, many campuses have older buildings that contain asbestos, and some have labs that contaminate long-lived assets in a manner that requires specialized disposal.  In addition, regulatory changes can impose obligations where none previously existed.  If a college or university owns capital assets that expose it to clean-up, specialized disposal, or other asset retirement activities, it will be necessary for campus facilities staff and finance staff to work together to measure any resulting asset retirement obligations.  If the obligations are not measurable with sufficient reliability, the institution’s financial statements must disclose (a) a description of the obligation, (b) the fact that a liability has not been recognized because the fair value cannot be reasonably estimated, and (c) the reasons why fair value cannot be reasonably estimated.

The objective of Interpretation 47 is to clarify what was already a requirement of SFAS 143.  Thus, if a college or university applied SFAS 143 as FASB intended it to be applied, and the institution recognized an asset retirement obligation whenever it had sufficient information to reasonably estimate the fair value of the liability, there will be no change as a result of the finalization of the proposed interpretation.  However, if a college or university more narrowly interpreted SFAS 143, the adoption of the interpretation will result in the recognition of asset retirement obligations and related capitalized asset retirement costs or additional disclosures about asset retirement obligations that cannot be measured.

