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Research Case 10-2 FASB codification; locate and extract relevant information and cite authoritative support for a financial reporting issue; restoration costs; asset
retirement obligation

=
Lo10-1 D=

Your client, Hazelton Mining, recently entered into an agreement to obtain the rights to operate  coal mine in West Virginia for $15 million. Hazelton incurred development costs of

$6 million in preparing the mine for extraction, which began on July 1, 2021. The contract requires Hazelton to restore the land and surrounding area to its original condition after
extraction is complete in three years.

‘The company controller, Alice Cushing, is not sure how to account for the restoration costs and has asked your advice. Alice is aware of an accounting standard addressing this issue,

but is not sure of its provisions. She has narrowed down the possible cash outflows for the restoration costs to four possibilities.

Cash Outlow  Probability

$3 million 20%
4 million 30%
5 million 25%
6 million 25%

Alice also informs you that the company’s credit-adjusted risk-ree interest rate is 9% Before responding to Alice, you need to research the issue.

Required:

1. Access the FASB Accounting Standards Codification at the FASB website (www.fasb.org). Determine the specific Codification citation for each of the following. based on the format
indicated: (a) accounting for asset retirement obligations (XXOEXX). (b) recognition criteria related to asset retirement obligations (XXX-XX:XX), (¢) the requirement to

recognize the fair value of the asset retirement obligation as a liability (XXXXX-XXX), and (d) how to treat the capitalized cost of the asset retirement obligation for the related
tangible long-lived asset (OOEXXXKX)

2 Determine the capitalized cost of the coal mine.
3. Prepare a summary journal entry to record the acquisition costs of the mine
How much accretion expense will the company record in its income statement for the 2021 fiscal year, related to this transaction? Determine the specific Codification citation for

each of the following. based on the format indicated: (a) the calculation of accretion expense (XOXOEXXXXX) and (b) the classification of accretion expense in the income
statement (OTEXKXKX)

Explain to Alice how Hazelton would account for the restoration if the restoration costs differed from the recorded liability in three years. By way of explanation, prepare the

journal entry to record the payment of the retirement obligation in three years assuming that the actual restoration costs were $4.7 million

6. Describe to Alice the necessary disclosure requirements for the obligation. What specific Codification citation contains these disclosure requirements (XXX-XXXXX)?
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Costs to Be Capitalized

LO10-1 Identify the various costs included in the initial cost of property, plant, and equipment, natural resources, and intangible assets. Page 516

Property, plant, and equipment and intangible assets can be acquired through purchase, exchange, lease, donation, selfconstruction, or a business combination. We address
Chapter 15

acquisitions through leasing in

The Initialcost of property, lant, and equipment and Intangible
assets Includes the purchase price and all expenditures necessary
1o bring the asset o s desired condition and location for use.

‘The initial valuation of property, plant, and equipment and intangible assets usually is quite simple. We know
Chapter § we introduced the

from prior study that assets are valued on the basis of their original costs. In
concept of condition and location in determining the cost of inventory. For example, if Thompson Company

purchased inventory for $40.000 and incurred $1,000 in freight costs to have the inventory shipped to its location, the initial cost of the inventory is $41.000. This concept applies to
the valuation of property, plant, and equipment and intangible assets as well. The initial cost of these assets includes the purchase price and all expenditures necessary to bring the

asset to its desired condition and location for use. We discuss these additional expenditures in the next section.
Our objective in identifying the costs of an asset is to distinguish the expenditures that produce future benefits from those that produce benefits only in the current period. The costs

in the second group are recorded as expenses, but those in the first group are capitalized: that is. they are recorded initially as an asset and then expensed in future periods 2 For
example, the cost of a major improvement to a delivery truck that extends its useful lfe generally would be capitalized. On the other hand the cost of an engine tune-up for the
delivery truck simply allows the truck to continue its productive activity but does not increase future benefits. These maintenance costs would be expensed. Subsequent expenditures
Chapter 11

for these assets are discussed in

FINANCIAL Reporting Case Q1, p. 3

‘The distinction is not trivial. This point was unmistakably emphasized in the summer of 2002 when WorldCom, Tnc.. disclosed that it had improperly capitalized nearly $4 billion in
expenditures related to the company’s telecom network. This massive fraud resulted in one of the largest financial statement restatements in history and trigered the collapse of the
once powerful corporation. Capitalizing rather than expensing these expenditures caused a substantial understatement of expenses and overstatement of reported income for 2001
and the first quarter of 2002. If the deception had not been discovered, not only would income for 2001 and 2002 have been overstated but also income for many years into the future

would have been understated as the fraudulent capitalized assets were depreciated. O course, the balance sheet also would have overstated the assets and equity of the company.




