Notes relating to Asset Retirement Obligations

Introduction:
This Statement addresses financial accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement costs. This Statement applies to all entities.

It applies to legal obligations associated with the retirement of long-lived assets that result from the acquisition, construction, development and (or) the normal operation of a long-lived asset, except for certain obligations of lessees. 

As used in this Statement, a legal obligation is an obligation that a party is required to settle as a result of an existing or enacted law, statute, ordinance, or written or oral contract or by legal construction of a contract under the doctrine of promissory estoppel.

Reasons for Issuing This Statement:

1. Users of financial statements were facing difficulty in comparisons of  results of operations and financial position when companies follows different accounting practices for asset retirement obligations of tangible long-lived assets even though they have similar obligations.

2. Obligations that meet the definition of a liability were not being recognized when those liabilities were incurred or the recognized liability was not consistently measured.

Practices of this Statement:

1. Fair value of a liability for an asset retirement obligation be recognized in the period in which it is incurred if a reasonable estimate of fair value can be made.

2. Under this Statement, those obligations are recognized as a liability.Under current practice this obligations are shown as contra assets

How This Statement Improve Financial Reporting

1. Retirement obligations will be recognized when they are incurred and displayed as liabilities.

2. Comparisons between the companies can be realistic as all entities are required to follow this SFAS.
How the Statement Generally Effects Financial Statements

1. Total liabilities generally will increase because more retirement obligations will be recognized.

2. The recognized cost of assets will increase because asset retirement costs will be added to the carrying amount of the long-lived asset.

3. Assets also will increase because assets acquired with an existing retirement obligation will be displayed on a gross rather than on a net basis.

4. The amount of expense (accretion expense plus depreciation expense) will be higher in the later years of an asset’s life than in earlier years.

INTRODUCTION
Diverse accounting practices have developed for obligations associated with the retirement of tangible long-lived assets.

Some entities accrue those obligations ratably over the useful life of the related asset, either as an element of depreciation expense (and accumulated depreciation) or as a liability. 

Other entities do not recognize liabilities for those obligations until an asset is retired. 

This Statement establishes accounting standards for recognition and measurement of a liability for an asset retirement obligation and the associated asset retirement cost.
Scope

1. This Statement applies to all entities.

2. This Statement applies to legal obligations associated with the retirement 2 of a tangible long-lived asset that result from the acquisition, construction, or development and (or) the normal operation of a long-lived asset, except as explained in paragraph 17 for certain obligations of lessees.
3. As used in this Statement, a legal obligation is an obligation that a party is required to settle as a result of an existing or enacted law, statute, ordinance, or written or oral contract or by legal construction of a contract under the doctrine of promissory estoppel. 
Initial Recognition and Measurement of a Liability for an Asset Retirement Obligation
An entity shall recognize the fair value of a liability for an asset retirement obligation in the period in which it is incurred if a reasonable estimate of fair value can be made.
If a reasonable estimate of fair value cannot be made in the period the asset retirement obligation is incurred, the liability shall be recognized when a reasonable estimate of fair value can be made liability as follows:
Liabilities are probable future sacrifices of economic benefits arising from  present obligations of a particular entity to transfer assets or provide services to other entities in the future as a result of past transactions or events

Fair value

The fair value of a liability for an asset retirement obligation is the amount at which that liability could be settled in a current transaction between willing parties, that is, other than in a forced or liquidation transaction. Quoted market prices in active markets are the best evidence of fair value and shall be used as the basis for the measurement, if available. If quoted market prices are not available, the estimate of fair value shall be based on the best information available in the circumstances, including prices for similar liabilities and the results of present value (or other valuation) techniques.

A present value technique  is often the best available technique with which to estimate the fair value of a liability. If a present value technique is used to estimate fair value, estimates of future cash flows used in that technique shall be consistent with the objective of measuring fair value.

Subsequent Recognition and Measurement
A liability for an asset retirement obligation may be incurred over more than one reporting period if the events that create the obligation occur over more than one reporting period. Any incremental liability incurred in a subsequent reporting period shall be considered to be an additional layer of the original liability. Each layer shall be initially measured at fair value. For example, the liability for decommissioning a nuclear power plant is incurred as contamination occurs. Each period, as contamination increases, a separate layer shall be measured and recognized.

Recognition and Allocation of an Asset Retirement Cost

Upon initial recognition of a liability for an asset retirement obligation, an entity shall capitalize an asset retirement cost by increasing the carrying amount of the related long-lived asset by the same amount as the liability. An entity shall subsequently allocate that asset retirement cost to expense using a systematic and rational method over its useful life.Application of a systematic and rational allocation method does not preclude an entity from capitalizing an amount of asset retirement cost and allocating an equal amount to expense in the same accounting period. 

Asset Impairment

In applying the provisions of Statement 121, the carrying amount of the asset being tested for impairment shall include amounts of capitalized asset retirement costs. Estimated.

Leasing Transactions: exceptions to this statement:

This Statement does not apply to obligations of a lessee in connection with leased property, whether imposed by a lease agreement or by a party other than the lessor, that meet the  definition of either minimum lease payments or contingent rentals in paragraph 5 of FASB Statement No. 13, Accounting for Leases. Those obligations shall be accounted for by the lessee in accordance with the requirements of Statement 13 (as amended). However, if obligations of a lessee in connection with leased property, whether imposed by a lease agreement or by a party other than the lessor, meet the provisions in paragraph 2 of this Statement but do not meet the definition of either minimum lease payments or contingent rentals in paragraph 5 of Statement 13, those obligations shall be accounted for by the lessee in accordance with the requirements of this Statement.

Obligations of a lessor in connection with leased property that meet the provisions in paragraph 2 of this Statement shall be accounted for by the lessor in accordance with the requirements of this Statement.

Issues Associated with the Retirement of a Tangible Long-Lived Asset

In this Statement, the term retirement is defined as the other-than-temporary removal of a long-lived asset from service. As used in this Statement, that term encompasses sale, abandonment, or disposal in some other manner. However, it does not encompass the temporary idling of a long-lived asset. After an entity retires an asset, that asset is no longer under the control of that entity, no longer in existence, or no longer capable of being used in the manner for which the asset was originally acquired, constructed, or developed.

