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INTERPRETATION OF [DRAFT] FRSX

Changes in Decommissioning, Restoration and Similar Liabilities

Interpretation [draft] FRS X Changes in Decommissioning, Restoration and Similar Liabilities ([draft] INT FRS X) is set out in paragraphs 1-8.  [Draft] INT FRS X is accompanied by Illustrative Examples and a Basis for Conclusions.

References

· FRS 16 Property, Plant and Equipment
· FRS 37 Provisions, Contingent Liabilities and Contingent Assets
Background

1. Many entities have obligations to dismantle, remove and restore items of property, plant and equipment.  In this [draft] Interpretation such obligations are referred to as ‘decommissioning, restoration and similar liabilities’.  Under FRS 16, the cost of an item of property, plant and equipment includes the costs of dismantling and removing the asset and restoring the site( that are recognised as a provision under FRS 37.  FRS 37 contains requirements on how to measure decommissioning, restoration and similar liabilities.  This [draft] Interpretation provides guidance on how to account for the effect of certain changes in the measurement of decommissioning, restoration and similar liabilities.

Scope

2. This [draft] Interpretation applies to any decommissioning, restoration and similar liability that is both: 

(a) recognised as part of the cost of an item of property, plant and equipment in accordance with FRS 16; and

(b) recognised as a liability in accordance with FRS 37.

For example, a decommissioning, restoration or similar liability may emerge for decommissioning a plant, rehabilitating environmental damage in extractive industries, and removing equipment.

Issue

3. This [draft] Interpretation addresses how the effect of the following changes in a decommissioning, restoration or similar liability shall be accounted for:

(a) a change in the estimated outflow of resources embodying economic benefits (eg cash flows) required to settle the obligation;

(b) a change in the current market assessment of the discount rate as defined in paragraph 47 of FRS 37 (i.e. this includes changes in the time value of money and the risks specific to the liability); and

(c) an increase that reflects the passage of time (also referred to as the unwinding of the discount).

Consensus

4. Changes in a decommissioning, restoration and similar liability that result from changes in the estimated outflow of resources embodying economic benefits required to settle the obligation or a change in the discount rate shall be:

(a) added to or deducted from the related asset to the extent the change relates to the portion of the asset that will be depreciated in future periods; and

(b) reported as income or expense to the extent that the change relates to the portion of the asset that is depreciated in the current period or was depreciated in prior periods.

5. The change shall be allocated between the amount added to (or deducted from) the related asset and income or expense on a systematic and rational basis so that amounts relating to the depreciated portion of the asset are recognised immediately as income or expense.  The depreciated portion of the asset is determined by reference to its useful life.  Therefore:

(a) to the extent that the allocation would otherwise result in a negative balance as the carrying amount of an asset, the effect of the change shall be recognised as income; and

(b) once the related asset has reached the end of its useful life, all changes in the liability shall be recognised as income or expense.

6. The unwinding of the discount shall be recognised in the income statement in the period it occurs.  The allowed alternative treatment of capitalization under FRS 23 Borrowing Costs is not permitted.

Effective date

7. This [draft] Interpretation shall apply to annual financial statements for periods beginning on or after [date to be set at approximately three months after issue].  Earlier application is encouraged. If an entity applies the [draft] Interpretation to financial statements of periods beginning before [above date], it shall disclose that fact.

Transition (
8. Changes in accounting policies shall be accounted for according to the transition requirements of paragraph [x] of the Exposure Draft of Revised SAS 8 (the predecessor of FRS 8) Accounting Policies, Changes in Accounting Estimates and Errors.

Illustrative examples

These [draft] examples accompany, but are not part of, the [draft] Interpretation.

Example 1: A change in estimated cash flows

Facts
IE1
An entity has a nuclear power plant and a related decommissioning liability.  The nuclear power plant started operating on 1 January 2000. The plant has a useful life of 40 years.  Its initial cost was 120,000; this included an amount for decommissioning costs of 10,000, which represented 217,200 in estimated cash flows payable in 40 years discounted at a rate of 8 per cent.

IE2
At 1 January 2010, the plant is 10 years old.  The carrying amount of the asset relating to the decommissioning liability is 10,000 and accumulated depreciation is 2,500 (10,000 x 10/40 years). In addition, because of the unwinding of discounting (i.e. 8 per cent) over the 10 years, the decommissioning liability has grown from 10,000 to 21,500.

IE3
On 1 January 2010, the discount rate has not changed; however, the entity estimates that as a result of technological advancements, the net present value of the decommissioning liability has decreased by 4,000.  Accordingly, the entity adjusts the decommissioning liability from 21,500 to 17,500. On this date, the entity makes the following journal entry to reflect the change:

	Dr accumulated depreciation
	500
	

	Dr decommissioning liability
	4,000
	

	Cr asset
	
	2,000

	Cr expense
	
	2,500


IE4
To calculate the amount to be deducted from the asset, the cost of the asset is adjusted to what it would have been if the revised amount of decommissioning costs had been capitalised on 1 January 2000 (year 1).  In order to determine the amount that would have been capitalised, the effect of discounting is removed.  Using the discount rate of 8 per cent and the estimated decommissioning costs in year 10 of 17,500 implies that on 1 January 2000 a decommissioning liability and a related asset of 8,000 would have been recognised, rather than the initial estimate of 10,000.  Hence, accumulated depreciation at 1 January 2010 (year 10) would be 2,000 (8,000 x 10/40 years) rather than 2,500 (10,000 x 10/40 years).  Therefore, to adjust the cost of the asset and the related accumulated depreciation, 2,000 (10,000 less 8,000) of the 4,000 change in the decommissioning liability is deducted from the asset balance and 500 (2,500 less 2,000) is deducted from accumulated depreciation.  The remaining 2,500 is an adjustment of expense that was previously recognised.

Example 2: A change in the discount rate

Facts
IE5
An entity has a nuclear power plant and a related decommissioning liability.  The nuclear power plant started operating on 1 January 2000. The plant has a useful life of 40 years.  Its initial cost was 120,000; this included an amount for decommissioning costs of 10,000, which represented 217,200 in estimated cash flows payable in 40 years discounted at a rate of 8 per cent.

IE6
At 1 January 2010, the plant is 10 years old.  The carrying amount of the asset relating to the decommissioning liability is 10,000 and accumulated depreciation is 2,500 (10,000 x 10/40 years).

IE7
In addition, on 1 January 2010, the entity estimates that as a result of a decrease in the discount rate from 8 per cent to 6 per cent, the decommissioning liability has increased by 16,000, and accordingly adjusts the decommissioning liability from 21,500 (i.e. the amount after unwinding of the discount rate of 8 per cent over 10 years) to 37,500.  On this date, the entity makes the following journal entry to reflect the change:

	Dr asset
	7,500
	

	Dr expense
	10,375
	

	Cr accumulated depreciation
	
	1,875

	Cr decommissioning liability
	
	16,000


IE8
To calculate the amount to be added to the asset, the initial decommissioning liability and the cost of the asset on 1 January 2000 is recalculated using a discount rate of 8 per cent for the first 10 years and 6 per cent for the remaining 30 years, rather than the initial estimate of 8 per cent for 40 years.  Using the discount rate of 8 per cent for the first ten years and 6 per cent for the remaining thirty years and the estimated decommissioning costs in year 10 of 37,500 implies that on 1 January 2000 a decommissioning liability and related asset of 17,500 would have been recognised, rather than the initial estimate of 10,000.  Hence, accumulated depreciation at 1 January 2010 (year 10) would be 4,375 (17,500 x 10/40 years) rather than 2,500 (10,000 x 10/40 years).  Therefore, to adjust the cost of the asset and the related accumulated depreciation, 7,500 (17,500 less 10,000) of the 16,000 change in the decommissioning liability is added to the asset balance and 1,875 (4,375 less 2,500) is added to accumulated depreciation.  The remaining 10,375 is expense that would have been previously recognised.

Example 3: Transition

IE9
The following example illustrates retrospective application of the [draft] Interpretation for existing FRS preparers and for entities adopting FRSs for the first time.  This example assumes that the entity:

(a) has a year-end of 30 June;

(b) adopts the [draft] Interpretation on 1 July 2004;

(c) adopted FRS 37 on 1 July 1999; and

(d) before the adoption of the [draft] Interpretation, recognised changes in estimated cash flows to settle decommissioning liabilities as income or expense.

For simplicity, the example ignores the existence of comparative financial statements. However, FRS 8 requires comparative information to be restated.

Existing FRS preparer

IE10
The entity has an energy plant and a related decommissioning liability.  The plant was acquired and started operating on 1 July 2000.  The plant has a life of 40 years.  Its initial cost was 120,000; this included an amount for decommissioning costs of 10,000, which represented 217,200 in estimated cash flows payable in 40 years discounted at a rate of 8 percent.

IE11
On 1 July 2001, because of the unwinding of the discount (i.e. 8 per cent) for one year, the decommissioning liability has grown from 10,000 to 10,800.  In addition, based on recent facts, the entity estimates that the decommissioning liability has increased by 1,200 and accordingly adjusts it from 10,800 to 12,000.

IE12
At 1 July 2004, after unwinding of the discount (i.e. 8 per cent) for three years (1 July 2001 to 30 June 2004), the decommissioning liability has grown from 12,000 to 15,117.  On this date, the entity makes the following journal entry to reflect the adoption of the [draft] Interpretation:

	Dr asset
	1,111
	

	Cr accumulated depreciation
	
	111

	Cr opening retained earnings
	
	1,000


IE13
To calculate the amount to be added to the asset, the cost of the asset is adjusted to what it would have been if the revised amount of decommissioning costs had been capitalised on 1 July 2000 (year 1).  In order to determine the amount that would have been capitalised, the effect of discounting is removed.  Using the discount rate of 8 per cent and the estimated decommissioning liability in year 4 of 15,117 implies that on 1 July 2000 a decommissioning liability and related asset of 11,111 would have been recognised, rather than the initial estimate of 10,000.  Hence, accumulated depreciation at 1 July 2004 (year 4) would be 1,111 (11,111 x 4/40 years) rather than 1,000 (10,000 x 4/40 years).  Therefore, to adjust the cost of the asset and the related accumulated depreciation, 1,111 (11,111 less 10,000) is added to the asset balance and 111 (1,111 less 1,000) to accumulated depreciation.

IE14
Because, before adopting the [draft] Interpretation on 1 July 2004, the entity recognised changes in the decommissioning liability as income or expense, the offset of 1,000 is recognised as an adjustment to opening retained earnings.

First-time adopter
IE15
If the entity adopted FRSs for the first time on 1 July 2004 (assuming no comparative financial statements are shown), and had previously not recognised provisions for, and not capitalised the costs relating to, decommissioning liabilities, instead of the adjusting entry shown in paragraph IE12, the following journal entry would be made: 

	Dr opening retained earnings
	5,117
	

	Dr asset
	11,111
	

	Cr accumulated depreciation
	
	1,111

	Cr decommissioning liability
	
	15,117


Basis for Conclusions

This Basis for Conclusions accompanies, but is not part of, the draft Interpretation.

Background
BC1
FRS 16 Property, Plant and Equipment requires that the cost of an item of property, plant and equipment should include costs that are directly attributable to bringing the asset to working condition necessary for its intended use.  Such costs include the costs of dismantling and removing an asset and restoring the site, to the extent that these costs are recognised as a provision under FRS 37 Provisions, Contingent Liabilities and Contingent Assets.

BC2
Paragraphs 36, 45 and 47 of FRS 37 require that the measurement of the liability, both initially and subsequently, should be the estimated expenditure required to settle the present obligation at the balance sheet date and should reflect a current market-assessed discount rate.  Hence, when the effect of a change in estimated outflows of resources embodying economic benefits and/or the discount rate is material, that change should be recognised.

BC3
The issue of how to account for changes in decommissioning, restoration and similar liabilities is whether changes in the liability should be recognised as current period income (or expense) or added to (or deducted from) the related asset.  FRS 16 contains requirements for the initial capitalisation of decommissioning costs and FRS 37 contains requirements for measuring the resulting liability; neither specifically addresses accounting for the effect of changes in the liability. Differing views exist, resulting in a risk of divergent practices developing.  Accordingly, guidance on accounting for the changes was decided to be developed.

Scope

BC4
The scope of the draft Interpretation addresses the accounting for certain changes in estimated costs to dismantle, remove and restore items of property, plant and equipment that fall within the scope of FRS 16 and are recognised as a provision under FRS 37.  The draft does not address changes in costs that fall within the scope of other FRSs, for example, inventory or production costs that fall within the scope of FRS 2 Inventories.  However, the requirements of this proposed Interpretation, by analogy, might be applicable to other assets to the extent that their measurement includes dismantlement, removal and restoration costs that are also recognised as a provision under FRS 37.

Basis for consensus 

BC5
In reaching a consensus on accounting for changes in a decommissioning, restoration and similar liability, it was recognised that the estimation of the liability is inherently subjective, since its settlement may be very far in the future and estimating (i) the outflow of resources embodying economic benefits (e.g. cash flows) required to settle the obligation and (ii) the discount rate often involves the exercise of considerable judgement.  Hence, it is likely that revisions to the initial estimate will be made. 

BC6
It was concluded that changes in an estimated decommissioning, restoration and similar liability should be viewed as revising the initial liability and the cost of the asset.  Hence, amounts relating to the depreciation of the asset that would have been recognised to date would be reflected in current period income or expense and amounts relating to future depreciation should be capitalised.  It was regarded that the asset, from the time the liability for decommissioning is initially incurred until the end of the asset’s useful life, as the unit of account to which decommissioning costs relate.  Revisions to the estimates of those costs, whether through revisions to estimated outflows of resources embodying economic benefits or revisions to the discount rate, ought therefore to be accounted for in the same manner as the initial estimated cost.  It was observed that if all of the change in a decommissioning liability is attributed to the future use of the asset, not only is its usage mis-costed but also there is a possibility that a negative carrying amount of an asset would arise.  This can occur when a change in the liability is adjusted downwards and it is larger than the depreciable amount of the asset. 

BC7
It was understood that the recomputation of usage will affect the interest on unwinding the liability and the depreciation of the asset and may cause impairments to be recognised or revised.

BC8
In addition, it was observed that this approach treats changes in the estimated outflows of resources embodying economic benefit and discount rates in the same way, which was agreed is important, given that matters such as inflation can affect both the outflow of economic benefits and the discount rate. 

BC9
In reaching a consensus, the following three alternative approaches for accounting for changes in the outflow of resources embodying economic benefits and changes in the discount rate were also considered:

(a) capitalising only the effect of a change in the outflow of resources embodying economic benefits that relate to future periods, and recognising in current period income or expense the effect of all of a change in the discount rate, and the part of the change in the outflows of economic benefits that relates to current and prior periods;

(b) recognising in current period income or expense the effect of all changes in both the outflow of resources embodying economic benefits and the discount rate; and

(c) capitalising all of the effect of changes in estimated outflows of resources embodying economic benefits and in the discount rate, and depreciating them prospectively.

BC10
In considering alternative (a), it was concluded that unlike the approach chosen (see paragraph BC8), this approach does not treat changes in the outflow of resources embodying economic benefits and in the discount rate in the same way.

BC11
In considering alternatives (a) and (b), it was observed that recognizing all of the change in the discount rate in current period income or expense was preferable because it treats a change in the discount rate as an event of the present period.  However, it was decided against alternative (b) because it was observed that recognising changes in the estimated outflow of resources embodying economic benefits in current period income or expense would be inconsistent with the initial capitalisation of decommissioning costs under FRS 16.

BC12
The approach in alternative (c) was decided against because (i) it is inconsistent with its view that all changes in a decommissioning liability are seen as revisions of the initial liability and cost of the asset, and (ii) it may result in an inappropriate amount being capitalised, e.g. an entity could recognise a large asset as a result of a large increase in the liability near the end of the asset’s useful life.

BC13
In reaching a consensus, the US GAAP approach in Statement of Financial Accounting Standards No. 143, Accounting for Asset Retirement Obligations (SFAS 143) was considered, and in particular, that changes in estimated cash flows are capitalised as part of the cost of the asset and depreciated prospectively, and the decommissioning obligation is not required to be revised to reflect the effect of a change in the current market-assessed discount rate.

BC14
It was agreed that because FRS 37 requires a decommissioning obligation to reflect the effect of a change in the current market-assessed discount rate (see paragraph BC2), it would be difficult to justify applying the approach in SFAS 143.  It was concluded that an approach that was consistent with this FRS 37 requirement would need to deal consistently with changes in both the outflow of resources embodying economic benefits and changes in the discount rate.

FRS 8 and a change in accounting estimate

BC15
Whether the treatment in the draft Interpretation is consistent with accounting for a change in an accounting estimate under FRS 8, which requires that a change in an accounting estimate should be recognised prospectively by including it in income or expense in (a) the period of the change, if the change affects that period only, or (b) the period of the change and future periods, if the change affects both was discussed.

BC16
It was viewed that if the portion of the change that relates to prior and current depreciation of the asset is required to be recognised as current period income or expense and the amounts relating to future depreciation to be capitalised and hence recognised as future income or expense, the change in the accounting estimate affects both the period of the change and future periods (see (b) in paragraph BC15).  Furthermore, the application of FRS 8 for a change in estimate in the draft Interpretation involves accounting for the change so that the balance sheet at the end of the period of change and in subsequent periods is as it would have been if the revised estimate had been the initial estimate.

The interaction of the proposed Interpretation and initial recognition under FRS 16

BC17
In developing the proposed Interpretation, the improvements that were being made concurrently to FRS 16 were considered and that the interaction of the two would be explained.

BC18
FRS 16 requires that the initial measurement of the cost of an item of property, plant and equipment should include the cost of dismantling, removing and restoring the site.  As part of the proposed improvements to FRS 16 in July 2002, the it was considered whether the cost of an item of property, plant and equipment should also include the initial estimate of the cost of dismantling, removal and restoration that the entity incurs while using the item (not just at the time it acquires the item).  This is the case, for example, with land reclamation costs, the obligation for which is incurred while mining the land.

BC19
It was concluded that whether the obligation is incurred upon acquisition of the item or as a consequence of using it, the underlying nature of the cost and its association with the asset are the same.  It was therefore decided that an entity should capitalise, by increasing the carrying amount of the related item of property, plant and equipment, the costs of asset dismantlement, removal and restoration newly recognised as a consequence of using the item.

BC20
However, in considering the improvements to FRS 16, the issue of how an entity would account for (a) changes in the amount of the initial estimate of a recognised obligation, (b) the effects of accretion of, or changes in interest rates on, a recognised obligation or (c) the cost of obligations that it did not face when it acquired the item, such as an obligation triggered by a change in a law enacted after the asset is acquired was not addressed.  The draft Interpretation addresses these issues.

The interaction of the draft Interpretation and measurement treatment under FRS 16

BC21
It was noted that the draft Interpretation does not specify whether, under FRS 16, it applies to property, plant and equipment measured under the benchmark treatment, the alternative treatment (revaluation) or both.  It was viewed that the measurement basis that an entity chooses under FRS 16 would not be affected by the proposed Interpretation.

Allocating the effect of the change
BC22
It was agreed that the preferred method for calculating the amounts that would be added to (or deducted from) the asset was to recalculate what the initial liability and cost of the asset would have been had the entity’s new estimates been used at the outset, and to use this recalculated amount to apportion the change in the liability.  Although this method is the preferred method, it was recognised that in certain circumstances the recalculation of the cost of the asset could be complex and require significant cost and effort.

BC23
It was therefore agreed that a method for calculating the amounts that should be allocated to current and future periods would not be prescribed.  Rather, it agreed that the draft Interpretation should contain principles for determining a suitable allocation method and give illustrative examples of a method that might be used.

BC24
It was recognised that in certain instances (e.g. when the asset is near the end of its useful life), and under certain methods of allocation, deducting a decrease in the decommissioning liability from the carrying amount of the asset could result in a negative balance as the carrying amount of an asset.  As a result, it was concluded that a change in a decommissioning liability would be deducted from the related asset only to the extent that it does not result in a negative balance as the carrying amount of an asset.  A negative balance as the carrying amount of an asset represents the reversal of a previously recognised expense that should not have been recognised (e.g. having previously depreciated capitalised costs that the entity no longer expects to incur).

The unwinding of the discount

BC25
The issue whether the unwinding of the discount is a borrowing cost for the purposes of FRS 23 Borrowing Costs was considered.  This question arises because if the unwinding of the discount rate were deemed a borrowing cost for the purposes of FRS 23, in certain circumstances this amount might be capitalised under the allowed alternative treatment of capitalisation.  It was noted that FRS 23 addresses funds borrowed specifically for the purpose of obtaining a particular asset. It agreed that a decommissioning liability does not fall within this description since it does not reflect funds (i.e. cash) borrowed.  Hence, it was concluded that the unwinding of the discount is not a borrowing cost as defined in FRS 23.

BC26
It was agreed that the unwinding of the discount as referred to in paragraph 60 of FRS 37 should be reported in the income statement in the period it occurs.

Disclosures

BC27
The issue of whether the draft Interpretation should include disclosure guidance was considered and agreed that it was unnecessary because FRS 16 and FRS 37 contain sufficient guidance, for example:

(a) FRS 16 requires the disclosure of the nature and effect of changes in the estimated costs of dismantling, removing or restoring items of property, plant and equipment that have an effect in the current period or are expected to have a material effect in subsequent periods.

(b) paragraphs 84 and 85 of FRS 37 require the disclosure of:

(i) a reconciliation of the movements in the carrying amount of the provision for the period (paragraph 84(a)-(d)).

(ii) the increase during the period in the discounted amount arising from the passage of time and the effect of any change in the discount rate (paragraph 84(e)).

(iii) a brief description of the nature of the obligation and the expected timing of any resulting outflows of economic benefits (paragraph 85(a)).

(iv) an indication of the uncertainties about the amount or timing of those outflows, and where necessary the disclosure of the major assumptions made concerning future events (e.g. future interest rates, future changes in salaries, and future changes in prices) (paragraph 85(b)).

Transition

BC28
It was agreed that the proposed Interpretation should be applied retrospectively.  Another application method could not be justified, especially when FRS 37 and FRS 1 First-time Adoption of Financial Reporting Standards require retrospective application. Retrospective application applies to existing FRS preparers and entities adopting FRSs for the first time.

BC29
It was agreed to include in the draft Interpretation an example that illustrates the application of the transitional requirements for existing FRS preparers and entities adopting FRSs for the first time.

BC30
It was noted that retrospective treatment does not involve calculating the carrying amount of the asset and accumulated depreciation to reflect all past changes individually. Instead, the adjusted carrying amount of the asset could be based on an estimate of the portion of the change that would have been depreciated at the date of adoption of the proposed Interpretation and the portion of the change that would be depreciated in the future.

( The Exposure Draft of Revised SAS 14 (the predecessor of FRS 16) published in July 2002 by the Institute of Certified Public Accountants of Singapore (“ICPAS”) clarifies that such costs may be incurred upon acquisition of the asset or as a consequence of using the asset.  The guidance in this [draft] Interpretation would not change as a result of the proposed revision because this [draft] Interpretation provides guidance on accounting for changes in the amount initially capitalised, whether it is capitalised when purchased or as a result of using the asset.  By the time this [draft] Interpretation is issued, the standard resulting from the Exposure Draft of Revised SAS 14 (the predecessor of FRS 16) is expected to have been issued and to apply.


( The Exposure Draft of Revised SAS 8 (the predecessor of FRS 8) Accounting Policies, Changes in Accounting Estimates and Errors published in July 2002 by ICPAS requires retrospective application with restatement of prior periods and eliminates the allowed alternative treatment, which is retrospective application with a cumulative adjustment in net profit or loss for the current period (see paragraph 48 of existing FRS 8 Net Profit or Loss for the Period, Fundamental Errors and Changes in Accounting Policies).  By the time this [draft] Interpretation is issued, the standard resulting from the Exposure Draft of Revised SAS 8 (the predecessor of FRS 8)  is expected to have been issued and to apply.
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