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FIN 47 Poses Hard Questions for Estimating Future
Environmental Liabilities

In March 2005, the Financial Accounting Standards Board (“FASB”) issued a new
interpretation, FASB Interpretation No. 47 (“FIN 47”), clarifying when and how
companies must estimate and recognize costs that they will incur in the future when they
retire fixed assets. Environmental liabilities — e.g., hazardous waste disposal and
asbestos abatement requirements — were featured as prime examples to which the new
interpretation applies.

Public companies were required to implement FIN 47, and to report any associated
charges to earnings, no later than the end of the fiscal year ending after December 15,
2005. From their financial reports, it is apparent that companies are taking different
approaches to identifying, estimating, and disclosing environmental liabilities associated
with future retirement of fixed assets. Many manufacturers, mining companies, energy
producers, financial institutions, and other public companies have announced significant
charges to earnings because of FIN 47. Others have said their asset retirement
obligations are not estimable or are not material to their operations.

After Tax Charges to 2006 Earnings Due to FIN 47

INDUSTRY COMPANY CHARGES TO
EARNINGS
Automobile Manufacturing Ford Motor Company $251 million
Automobile Manufacturing Honda Motor Co. Ltd. “no material impact”
Financial Services Citigroup $49 million
Financial Services JPMorgan Chase & Co. “immaterial”
Chemical Manufacturing | E. I. DuPont de Nemours & Co. $29 million
Chemical Manufacturing Union Carbide Corp. $4 million
Energy Generation FirstEnergy $30 million
Energy Generation Alon USA Energy, Inc. “no effect”
Mining and Raw Materials USG Corp. $11 million
Mining and Raw Materials Alcoa $2 million
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This advisory analyzes some of the vexing questions that companies must face in
applying FIN 47 to environmental aspects of their operations. It also describes ways in
which FIN 47 is being brought to bear in conducting environmental diligence in
connection with mergers, acquisitions, and other financial transactions.

Accounting Principles

In June 2001, FASB issued Financial Accounting Standards No. 143 (“FAS 143”),
which required that liabilities for existing legal obligations associated with the future
retirement of long-lived assets be recognized in financial statements when the asset is
acquired or the legal duty is created. FASB used several environmental examples to
demonstrate instances in which recognition of costs to comply with legal obligations
should not be deferred until the asset is sold or otherwise disposed.

Following adoption of FAS 143, FASB became concerned that FAS 143 was not being
applied as intended. In particular, FASB observed that “diverse accounting practices”
had developed for recognizing “conditional asset retirement obligations,” i.e., legal
obligations associated with the retirement of an asset that are conditioned on a future
event, such as decommissioning or selling a presently operating facility. FASB found
that some companies were recognizing the fair value of the retirement obligation, and
doing their best to factor uncertainty regarding when and how it would be incurred into
the liability’s fair value. In contrast, other companies were taking an approach more
consistent with recognition of contingent liabilities under Financial Accounting
Standards No. 5 (“FAS 5”), i.e., recognizing the fair value of the retirement obligation
only when it was probable that the asset would be retired on a specific date under
specific circumstances.

FASB issued FIN 47 to clarify the manner in which companies should apply FAS 143.
FIN 47 states that the fair value of a liability for a conditional asset retirement obligation
should be recognized when incurred — generally upon acquisition, construction, or
development of the asset. Uncertainty about the timing and/or method of settlement of a
conditional asset retirement obligation should be factored into the measurement of the
liability, if possible, rather than serving as a basis for not recognizing or disclosing the
liability.

Applying FIN 47 in the Environmental Context

Interpreting and applying FAS 143/FIN 47 for purposes of preparing financial
statements, and establishing and testing specific financial controls, are the province of a
company’s accountants and auditors. It is not the intent here to provide accounting
advice. By contrast, it is important that managers and in-house counsel understand, in
practical terms, when and how FAS 143/FIN 47 may require that their companies, or one
that they may acquire, identify and estimate environmental liabilities. To that end, they
should start by asking the four key questions below.

Is there a current “legal obligation™ that is ““associated with retirement of a long-lived
asset”?

Under FAS 143/FIN 47, a “legal obligation” is an obligation that an entity is required to

settle as a result of: (i) an existing or enacted law, statute, or ordinance; (ii) a written or
oral contract; or (iii) promissory estoppel. The legal obligation need not be one that must
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be carried out immediately for FAS 143/FIN 47 to apply, but it must be binding on the
entity. According to FIN 47, neither the ability to defer indefinitely the settlement of an
asset retirement obligation, nor the ability to avoid it through sale of the asset, truly
relieves a company of the underlying retirement obligation. Therefore, it must be
recognized.

FIN 47 uses the example of asbestos in an industrial building to illustrate this point.
According to FIN 47, the obligation to remove asbestos cannot be deferred indefinitely
because no building lasts forever and existing regulations require asbestos removal prior
to demolition. Similarly, the obligation cannot be avoided through sale of the building,
as the prospective buyer will either require the seller to remove the asbestos prior to sale
or will factor the cost of asbestos management and abatement into the building’s
purchase price. Therefore, under FIN 47, the cost of asbestos abatement is to be accrued
immediately for buildings already owned by a company, or at the time of acquisition for
newly acquired assets, using the fair value of such costs.

A similar situation arises for companies operating facilities in U.S. jurisdictions that
have transfer acts, such as New Jersey and Connecticut, and those outside the United
States that have decommissioning requirements. In such jurisdictions, a company may
have a present legal obligation to investigate, and potentially to remediate, its facilities
upon their closure or sale. In jurisdictions without such statutory requirements, however,
there may not be a legal obligation to investigate or remediate a decommissioned site,
even where a company’s past experience at similar facilities indicates that environmental
contamination often results from its operations.

As noted above, FIN 47 also applies to obligations assumed by contract, including, for
example, the obligation to remove improvements and restore leased premises to their
original condition upon termination of a lease. In its Form 8-K filed on January 20,
2006, Citigroup announced a $49 million charge under FIN 47 arising from existing
lease termination obligations.

Did the obligation result from the “normal” operation of the asset?

FAS 143 states that it applies to “[a]n environmental remediation liability that results
from the normal operation of a long-lived asset and that is associated with the retirement
of that asset” (emphasis added). In contrast, environmental remediation liability caused
by “improper” activities or “catastrophic” events fall outside the scope of FAS 143, and
“probably fall ... within the scope of SOP 96-1 [concerning estimating contingent
liabilities under FAS 5].”

Determining what constitutes contamination arising out of “normal” operations requires
an exercise of judgment. Contamination that occurs gradually over time, is not identified
with any specific incident or equipment failure, and is commonly encountered as a result
of the same or similar operations, generally may be considered “normal.” By contrast,
contamination that results from improper or prohibited conduct, can be traced to a
specific historical event, or would require immediate response action when it occurs,
may not be considered “normal.”

These general distinctions between normal and improper operations are supported by

FAS 143’s example of “a certain amount of spillage ... inherent in the normal operations
of a fuel storage facility.” This example makes clear that, at least in certain
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circumstances, spillage incident to use of product storage tanks may be considered
“normal operation,” and therefore would fall within FAS 143’s purview. A similar
analysis arguably may apply to dry cleaners, process units at a chemical facility, or
pipelines between or within facilities.

At what point contamination moves from “inherent in normal operation” to “caused by
improper operation” is open to debate. If contamination is caused by a leak in a pipeline
due to age-related wear, for example, and maintenance of the pipeline may have
prevented the leak, is the contamination attributable to normal or improper use? The
answer may be informed by a company’s internal operating procedures, or by externally
imposed operation and maintenance obligations. For example, in the context of
underground storage tanks, U.S. EPA has promulgated release detection test guidelines
specifying that a UST must leak less than 0.1 gallons per hour or 150 gallons per month.
Presumably, UST leakage that meets the EPA standard may be considered “normal,”
while leakage in excess of the standard may be characterized as “improper.”

Can the fair value of the obligation be estimated?

FIN 47 states that an asset retirement obligation is reasonably estimable if:
o the fair value of the obligation is embodied in the acquisition price of the asset;
e an active market exists for the transfer of the obligation; or

o sufficient information exists to apply an expected present value technique.

The first two indicators — deriving value directly from a negotiated acquisition price or
indirectly by comparison to rates charged by insurers or others to transfer the risk — are
based on market transactions and, as such, are preferred but often unavailable. The third
approach, using an expected present value technique, is more likely to apply. Again,
whether all variables necessary to quantify an asset retirement liability can be reliably
accounted for using an expected present value technique will be a matter of judgment. It
is worth emphasizing that, unlike FAS 5, FAS 143/FIN 47 expressly call for use of this
technique. As compared to FAS 5’s “probable” and “estimable” standard, the “expected
present value” technique encourages quantification of uncertainties and alternative
outcomes. By its nature, therefore, it is more likely to result in accelerating recognition
of liabilities for which some degree of forecasting is required. FASB recently issued a
new standard, Financial Accounting Standard No. 157, that defines “fair value” and
establishes new disclosure requirements for fair value measurements.

If, after considering all of these factors, a company determines that a fair value
determination cannot be made, then the asset retirement obligation cannot be recognized.
In that instance, however, FIN 47 requires disclosure in the company’s financial
statement that the liability has not been recognized because fair value is not reasonably
estimable, with an explanation supporting that conclusion.

Is the obligation material?

FAS 143 and FIN 47 each state, without further explanation, that it “need not be applied
to immaterial items.” Therefore, once an estimate of the fair value of an asset retirement
obligation has been formulated, a company must determine whether the obligation is
“material.” Perhaps the key point with respect to the materiality determination is that it
should be the final, not the initial, step in a company’s evaluation of its asset retirement

Page 4



Goodwin Procter LLP

obligations. Even if a company ultimately concludes that its obligations are not material,
it should be able to document the internal process for identifying and estimating asset
retirement obligations that was followed and led to such conclusion.

Ongoing Compliance with FIN 47

Given the nature of the questions that must be answered in assessing a company’s
obligations under FAS 143/FIN 47, such an assessment requires a multidisciplinary
approach.

e Company operations and environmental personnel must develop an inventory of
owned and leased tangible assets, along with their associated environmental
conditions (e.g., underground storage tanks).

o Legal counsel must then determine whether there are legal obligations associated
with the retirement of those assets, taking into consideration both regulatory and
contractual obligations, and evaluate whether those obligations arise from “normal”
company operations.

o |falegal obligation does exist, technical environmental experts (internal and/or
external) must estimate the costs associated with the obligation. In doing so, they
may look to the company’s past experience, or to industry practice. Generation of
asset-specific cost estimates may require consideration of a number of variables,
such as (i) age of the asset relative to expected life of the asset; (ii) size and/or
throughput of the asset; and (iii) the location of the asset (which may affect
stringency of regulatory requirements, service costs, etc.).

o Finally, accountants must calculate the present fair value of the obligations,
incorporating into that calculation any probability analysis associated with the
variables identified during the cost estimation process.

FIN 47 makes clear that companies must: (i) periodically review cost estimates and
adjust them to reflect changes in expected settlement dates or settlement methods; and
(if) monitor long-lived assets for asset retirement obligations that may arise from a
change in regulatory standards or contractual obligations. It also would be advisable for
companies to continually evaluate their approach to FAS 143/FIN 47 relative to other
companies, to ensure that their approach is not out of step with industry practice. Given
the need to continually evaluate their systems for identifying and estimating conditional
asset retirement obligations, companies must strike a balance between the complexity
inherent in the consideration of asset-specific variables and the need to apply clear and
consistent standards across the entire company.

FIN 47 as a Diligence Issue

Since FIN 47 became effective, it has emerged as a diligence issue in connection with
mergers, acquisitions, securities offerings, and other financial transactions. A key goal of
FIN 47 is to provide a more complete picture of contingent liabilities that are imbedded
in existing assets. Understanding how a company has accounted for those liabilities,
therefore, may provide material information about costly obligations that could be
acquired with the company’s assets. Questioning a company as to its methods for
identifying and estimating environmental liabilities also may indicate the extent to which
it has good environmental and accounting systems in place, whether the representations
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and warranties it is making as part of the deal are well grounded, and whether financial
statements and disclosures that it already has issued may be at risk.

Reconciling a company’s past or proposed environmental disclosures with the results
obtained from substantive environmental diligence can be an important step in the
diligence process. Through such diligence, it may become apparent that the company
owns assets or engages in operations likely to give rise to environmental liabilities
associated with the retirement of its industrial facilities or other fixed assets. If, for
example, diligence indicates that the company has asbestos containing buildings, RCRA
closure obligations, lease termination requirements, or multiple underground tanks, a
logical question is how these issues have been taken into account under FIN 47.

From the perspective of the company selling assets or issuing securities, being able to
demonstrate full compliance with FIN 47 may help to inspire confidence in the
company’s internal control systems, expedite the diligence process, and facilitate closure
of the transaction. Equally important, knowing that it has undertaken a systematic
analysis of its asset retirement obligations in accordance with FIN 47 will enable a seller
to represent that all of its financial statements comply with Generally Accepted
Accounting Principles.

Conclusion

During the year in which it was to have been implemented, FIN 47 generated conflicting
views concerning its applicability to specific environmental obligations and contingent
liabilities. Those differences in interpretation are apparent from the diversity of
approaches that public companies followed in quantifying and disclosing the effects of
FIN 47 in their annual reports for fiscal year 2006. If FASB is to achieve its goal of
narrowing the range and diversity in accounting practices for recognizing conditional
asset retirement obligations, then industry norms of interpretation must continue to
evolve. Regardless of what direction that evolutionary process may take, due diligence
concerning how a prospective seller has implemented FIN 47, and whether and how it
has quantified and recognized environmental liabilities as conditional asset retirement
obligations, can provide valuable information regarding the robustness of its
environmental systems and the nature of the environmental risks inherent in its
operations.
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To learn more about the issues discussed in this advisory, please contact:

Gregory A. Bibler gbibler@goodwinprocter.com 617.570.1621
Nathan J. Brodeur nbrodeur@goodwinprocter.com 617.570.8263

Full access to all articles on environmental and energy law prepared by Goodwin Procter is
available at: http://www.goodwinprocter.com/Publications/Full%20Publication%20Index.aspx

Full access to all articles prepared by Goodwin Procter is available at:
http://www.goodwinprocter.com/PublicationSearchResults.aspx?search=all

This publication, which may be considered advertising under the ethical rules of
certain jurisdictions, is provided with the understanding that it does not constitute the
rendering of legal advice or other professional advice by Goodwin Procter LLP or its
attorneys. Additionally, the foregoing discussion does not constitute tax advice. Any
discussion of tax matters contained in this publication is not intended or written to be
used, and cannot be used, for the purpose of avoiding penalties under the Internal
Revenue Code or promoting, marketing or recommending to another party any
transaction or matter. © 2007 Goodwin Procter LLP. All rights reserved.
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