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Certain terms are used in this Issues Paper with meanings specified in the Glossary of Terms, which follows chapter 16.  Each such term is set in bold type when it is first used in this Issues Paper and subsequently when appropriate in context.  References to paragraphs in IASC Standards are generally in the form IAS x.y where x is the number of the Standard and y is the paragraph number.  The full title of the Standard is given when it is first used in this Issues Paper and subsequently when appropriate in context.

Chapter 1
Scope
Introduction
1.1
At its meeting in April 1998, the Board of the International Accounting Standards Committee added to its agenda a project on financial accounting and reporting in the extractive industries, that is, the petroleum (oil and gas) and mining industries.

1.2
The Board appointed a Steering Committee with responsibilities to:


(a)
clarify the scope of the project;


(b)
publish and solicit comments on an Issues Paper that sets out the issues, alternative solutions, pros and cons of the alternatives, and (if the Steering Committee deems appropriate) tentative conclusions of the Steering Committee on some or all of the issues;


(c)
review the comments on the Issues Paper and develop and publish, for comment, a Draft Statement of Principles (DSOP) that sets out the principles that the Steering Committee believes should be included in an International Accounting Standard on the extractive industries;


(d)
review the comments on the DSOP and develop the first draft of an Exposure Draft for consideration and approval by the Board; and


(e)
review the comments on the Exposure Draft and make recommendations to the Board for changes to it.

Objectives of this Issues Paper

1.3
This Issues Paper has four objectives:


(a)
to promote a common understanding of the accounting issues, the importance of those issues, and the potential for improving existing financial reporting in upstream activities in the extractive industries;


(b)
to provide a comprehensive analysis of the major issues in financial reporting in upstream activities in the extractive industries and the alternatives for resolving those issues.  This analysis is intended to facilitate a full and informed discussion with, and obtain input from, financial statement preparers and users, professional accountants, financial market regulators, and others who use or are interested in financial reporting in the extractive industries.  This Issues Paper summarises the ranges of views (with pros and cons of the alternatives) that are advocated by those interested in financial reporting in the extractive industries.  Unless explicitly stated, these views and arguments are not to be taken as views held by, or arguments of, the Steering Committee;


(c)
to solicit comments from interested parties on the appropriate financial reporting standards and guidelines that should be developed by the International Accounting Standards Committee (IASC) Board for the extractive industries; and


(d)
to be the first step in the development of one or more International Accounting Standards by the IASC Board.  Those Standards are expected to address recognition, measurement, presentation, and disclosure issues that are not covered by existing International Accounting Standards and, further, are expected to provide guidance in applying existing International Accounting Standards to activities that occur in upstream activities in the extractive industries.

Target Dates

1.4
IASC is in the process of a restructuring.  Under the new structure, the current part-time IASC Board will be replaced by a Board of 12 full-time and 2 part-time members operating under an independent foundation or similar organisation.  The new structure is expected to be effective on or shortly after 1 January 2001.  The new Board will establish its agenda, priorities, and detailed operating procedures.  Consequently, it is not possible, at this time, to identify target dates for subsequent phases of the extractive industries project.

Definition of Extractive Industries

1.5
Extractive industries are those industries involved in finding and removing wasting natural resources located in or near the earth’s crust.  Wasting natural resources are those natural resources that cannot be replaced in their original state by human beings.  Examples of wasting natural resources include, but are not limited to, sand, gravel, stone, coal, sulphur, metal ores (such as copper, gold, iron, nickel, lead, zinc, silver, tin, and platinum), gemstones, oil (including natural gas liquids), natural gas, and other gaseous substances.  In this Issues Paper, wasting natural resources are referred to generally as minerals.
1.6
In short, the extractive industries comprise the industries generally known as the petroleum (oil and gas) and mining industries.  The mining industries include the mining of some types of minerals at the earth’s surface, such as sand, gravel, and stone, which is often called quarrying, as well as underground mining.  

1.7
Although other industries are sometimes referred to as “extractive industries”, for example the harvesting of timber in its natural state, they are excluded from the IASC extractive industries project because they do not involve the extraction of wasting natural resources.  In particular, the harvesting of timber is covered by the IASC Agriculture project.

1.8.
By defining extractive industries as “finding and removing wasting natural resources located in or near the earth’s crust”, the project excludes extraction of minerals from seawater or from the air.  However, the principles set out in a Standard on the extractive industries may provide guidance in accounting for the extraction of minerals from seawater and air. 

Basic Issue 1.1 – Possible additional industries besides mining and petroleum

Are there any industries besides mining and petroleum that should be included in the scope of this project?

a.
No.

b.
Yes (please describe).

Steering Committee Tentative View:

The scope of the project should be restricted to the mining and petroleum industries.

Board’s Reasons for Undertaking a Project Devoted Specifically to the Extractive Industries

1.9
For many decades, differences of opinion have existed among accountants, analysts, and other interested persons over the appropriate financial reporting principles for activities of enterprises involved in the extractive industries.  Among the major areas of divergence are:


(a)
the extent to which the costs of finding, acquiring, and developing mineral reserves should be capitalised;


(b)
the methods of depreciating capitalised costs (sometimes called amortisation in the extractive industries);


(c)
the degree to which quantities and values of mineral reserves, rather than costs, should affect recognition, measurement, and disclosure; and


(d)
the definition and measurement of mineral reserves.

1.10
These differences of opinion have led to wide divergences in accounting standards and practices between countries and within individual countries.  Even in the few countries in which financial reporting standards have been prescribed for one of these industries, alternative treatments have been allowed and are commonly used.  Not only are various accounting methods permitted, but supplemental disclosures in the financial reports also vary widely from country to country.  The result of these differences is that financial statements of companies that have similar operating and economic characteristics are often not comparable.  In addition, in many countries, there are divergences in accounting standards and practices between enterprises in the petroleum industry and enterprises in mining industries.

1.11
Further, some believe that some of the accounting practices that have developed in the extractive industries appear to be contrary to the IASC Framework and International Accounting Standards.  One example is the capitalisation, by some enterprises, of all preproduction costs including those that did not increase an enterprise’s mineral reserves during the reporting period.  Some consider that this practice is inconsistent with the IASC Framework’s definition of an asset as a resource from which future economic benefits are expected to flow to the enterprise.  

1.12
Paragraph 39 of the IASC Framework stresses the need for comparability of financial statements:



Users must be able to compare the financial statements of an enterprise through time in order to identify trends in its financial position and performance.  Users must also be able to compare the financial statements of different enterprises in order to evaluate their relative financial position, performance and changes in financial position.  Hence, the measurement and display of the financial effect of like transactions and other events must be carried out in a consistent way throughout an enterprise and over time for that enterprise and in a consistent way for different enterprises.

1.13
The importance of consistency in the manner in which different enterprises report like transactions, coupled with the current lack of consistency in how enterprises in the extractive industries report like transactions, provides an important impetus for this project. 

1.14
Also, certain International Accounting Standards that many think are relevant to the extractive industries specifically exclude the extractive industries, most notably IAS 16, Property, Plant and Equipment, and IAS 38, Intangible Assets.

1.15
Some are of the view that a separate International Accounting Standard dealing with the extractive industries is unnecessary.  They believe that general International Accounting Standards can be applied to the extractive industries in a way that will reduce the divergences that exist in practice today and lead to comparable financial statements.  While they acknowledge that there are important characteristics that are common to enterprises in the extractive industries (see paragraphs 1.19-1.29), they note that those characteristics can be found in other industries.  

Scope of this Project

1.16
This project addresses financial reporting for the upstream activities of enterprises in the extractive industries.  Upstream activities are exploring for, finding, acquiring, and developing mineral reserves up to the point that the reserves are first capable of being sold or used, even if the enterprise intends to process them further.  To illustrate, if mined ore must be transported to a facility that separates the mineral from the ore to make the mineral ready for sale, both the transportation and the processing would be classified as upstream activities.  Similarly, if sulphur must be extracted from petroleum to make the petroleum saleable or usable, the processing would be an upstream activity. 

1.17
The differences in opinions about the appropriate financial reporting in the extractive industries result from the characteristics of those industries that are not found generally in other industries.  Because most of these special characteristics are associated with upstream activities, the project is restricted to the upstream activities in the extractive industries.  

1.18
This project does not deal with downstream activities.  Downstream activities are the refining, processing, marketing, and distributing of petroleum, natural gas, or mined mineral (other than refining or processing that is necessary to make the minerals that have been mined or extracted capable of being sold).  Downstream activities begin at the point at which the enterprise’s principal risk changes from that of a producer of minerals to that of a manufacturer and marketer of commodities.  Enterprises with both upstream and downstream activities are referred to as integrated enterprises. 

Basic Issue 1.2 – Definition of upstream activities

The IASC Board has defined the scope of this project to include the upstream activities of enterprises in the extractive industries, but not the downstream activities.  Other International Accounting Standards would apply to downstream activities.  Is the definition of upstream activities in paragraphs 1.16-1.18 appropriate and, if not, how would you change it?

a.
Yes, the definition is appropriate.

b.
I would modify the definition as follows (please describe).

Characteristics of Upstream Activities in the Extractive Industries

1.19
This section describes the characteristics that are common to upstream activities in both the mining and petroleum industries and the traditional accounting responses to them.  It is important to recognise, however, that most of these characteristics are not unique to the extractive industries.  Many of them apply to industries such as the pharmaceutical, bio-technology, and agricultural industries.  However, although other industries have some of these characteristics, taken together these characteristics distinguish the extractive industries from other industries.  

High Risks

1.20
One of the characteristics of the extractive industries is the high risk that the amounts spent by an enterprise in trying to acquire its most important assets (mineral reserves) will result in no additional commercially recoverable reserves.  Although high risk is an attribute of all extractive enterprises, it is true especially of the petroleum industry.  The general historical experience has been that less than 20 per cent of petroleum mineral properties acquired ever become commercially productive.  Similarly, less than 20 per cent of expenditures for prospecting and exploration have resulted historically in commercial production.  This record has improved in recent years, especially in connection with offshore operations, where the success ratio has been higher.  Also, in recent years, the development of new exploration technologies (such as 3-D seismic technology) and new drilling technologies (such as horizontal drilling) has improved the success ratio for onshore activities.  Still, however, the success of new petroleum exploration and development projects is very low compared to the success ratio of asset acquisitions in most other industries.  Some consider that, because many projects undertaken to find and produce mineral resources are doomed to fail, it is difficult to apply many traditional accounting principles and standards to upstream activities.  For example, if five projects are undertaken and only one is successful, what are the costs that should be capitalised relating to the one successful project under generally accepted accounting principles?  Is it only the costs that can be directly and specifically identified with that project?  Or, on the other hand, should the costs incurred on all five projects be treated as applicable to the one successful project on the grounds that the enterprise was willing to make expenditures on all five projects, despite knowing that it was unlikely that all of them would be successful.  Hence, some argue that all costs incurred to acquire, explore and develop mineral reserves should be capitalised.

1.21
In addition to exploration risks, there often are high risks in production.  This applies particularly in mining industries, where quantities produced may be substantially different from quantities estimated to have been found, or the costs of removing overburden may be significantly different from those anticipated.

1.22
Risks in the extractive industries extend to risks associated with sales of minerals produced.  Although the petroleum industry and certain mining industries are characterised by deep and active forward markets, the prices in those markets are often volatile.  In addition, for many enterprises, products are sold in currencies other than their domestic currencies, adding to the riskiness of the extractive industries.

Little Relationship Between Risks and Rewards

1.23
In the extractive industries, there is little relationship between the risks and rewards of an individual project.  Although this lack of relationship is found in activities such as pharmaceutical research, it is not typical of most industries.  For example, typically when a factory building is constructed, the degree of risk is relatively small and the rewards are generally in line with that risk.  In the extractive industries, however, a small expenditure may result in finding mineral deposits with a value many times the expenditure.  Conversely, large expenditures frequently result in little or no future production.  This factor, in part, has led to the development of two differing approaches in historical cost accounting for the extractive industries.  One reaction to the high risk and the uncertainty about the benefits of any specific project has been that many enterprises have concluded that the future benefits test for an asset, as well as conservatism, require that all costs that cannot be related to specific mineral reserves be charged to expense when they are incurred.  On the other hand, some enterprises have concluded that all expenditures incurred in finding and developing mineral reserves should be capitalised as a part of the cost of whatever reserves may have been found.  Still other enterprises conclude that historical costs of mineral reserves are irrelevant and that the value of an enterprise’s mineral reserves is of far greater importance to management, shareholders, and other financial statement users.  To them, the logical conclusion is that mineral reserves should be recognised on a value basis, rather than on a cost basis.

Long Lag Between Expenditure and Production

1.24
There is a long lag between the time that expenditures are made and the time that production of related minerals begins.  An enterprise may spend years undertaking geological and geophysical exploration of a large area (a prospect) to determine if there are smaller areas of interest within the larger area that give an indication of possible mineral reserves.  This prospecting phase may extend over several years, preceded or followed by more years required to obtain mineral exploration and production rights from the government or private owner possessing those rights.  Similarly, it may take years to carry out the detailed examination of the area of interest necessary to gather geological and geophysical information about the potential mineral resources.  Even if the existence of minerals is confirmed, it may take even more years to conduct the evaluation and planning necessary to assess whether the minerals found can be developed and produced at a profit.  This may be followed by more years of activity to open mines, drill wells, and install equipment and facilities to gain access to the minerals and to begin their removal from the reserve.  The long time elapsing between initial expenditure and the start of production merely compounds the doubt felt by some over whether traditional asset accounting is appropriate.  The long periods before the determination of success of an exploration and development project increases the possibility that no benefits will be received from any costs incurred and may reduce further the ability to identify costs with the specific benefits received. 

High Costs of Individual Projects

1.25
The costs of individual projects are very high.  It is true that some small mineral reserves in the mining industry may be found and developed at relatively low cost, and some onshore oil and gas wells may similarly be relatively inexpensive to drill and equip.  More commonly, however, projects are large, especially offshore petroleum projects and deep mining projects, and very expensive.  Extremely high costs, coupled with the high risk factor involved and with the long period required before the outcome of a project designed to find and produce minerals is known, increases the potential impact on the financial statements of costs that have been capitalised and prove to yield no benefits.  The amounts deferred pending outcome of mineral acquisition and development projects may be highly significant in relation to the equity and the total assets of the enterprise. 

Unique Cost-Sharing Arrangements

1.26
High costs and high risks have led enterprises in the extractive industries to enter into many kinds of co-operative ventures to explore, develop, and produce natural resources.  These arrangements to share high risks and high costs occur much more frequently in the extractive industries than in other industries.  Most major projects in petroleum exploration and development involve some type of joint venture or co-operative arrangement that has been rarely found in the past in other industries.  Unique contracts by which enterprises share risks and high costs often provide for special benefits to accrue to one or more parties to the agreements in order to compensate them for the special risks they assume (discussed in Chapter 12).  In addition, unique financing arrangements have been created in the extractive industries.  These contracts often create difficult financial reporting problems for which traditional accounting principles provide limited guidance. 

Intense Government Oversight and Regulation

1.27
The extractive industries, especially the petroleum industry, are subject to intense government oversight and regulation.  This regulation ranges from outright governmental ownership of some (especially petroleum) or all minerals to unusual tax benefits or penalties, price controls, restrictions on imports and exports, restrictions on production and distribution, environmental and health and safety regulations, and others.  Governmental controls have frequently necessitated the development of special accounting rules to appropriately reflect the economic and legal effects of the controls. 

Scarce Nonreplaceable Assets

1.28
The main assets of extractive industries enterprises, mineral reserves, are scarce and cannot be replicated in the existing location and qualities by humans.  In contrast, a manufacturer of machinery can potentially duplicate the factory building in which it operates and the equipment used in the manufacturing process.  Its product, machinery, can be duplicated exactly.  This is not the case in the extractive industries.  The quantity, quality, cost of extraction, and other characteristics of reserves that may be found to replace the exhausted reserves will differ.  Furthermore, there is no certainty that the enterprise will be able to replace the reserves in any location or in any form.  

Economic, Technological, and Political Factors

1.29
Although a wide range of economic, technological, and political factors affect all industries, many of these factors tend to have greater impact on the extractive industries: 


(a)
fluctuating market prices for minerals (together with floating exchange rates) have a direct impact on the economic viability of reserves and mineral properties.  A relatively small percentage change in long-term prices can change decisions on whether or when to explore for, develop, or produce minerals; 


(b)
there is a sharp impact from cost changes and technological developments.  Changes in costs and, probably more significantly, changes in technology can significantly change the economic viability of particular mineral projects; and


(c)
in almost every country, mineral rights are owned by the state.  In those countries where some mineral rights are privately owned, public reliance on adequate sources of minerals for economic and defence purposes often leads to governmental regulations and control.  Extractive industries enterprises sometimes are given special tax breaks or other incentives by governments to encourage them to find and produce more raw materials.  At other times, governmental policies may be changed to levy special taxes or impose governmental controls on the extractive industries.  Some minerals are necessities to societies for basic transportation, shelter, and infrastructure needs and assuring sufficient supplies at low prices has become a political issue in many countries. 

A Single Accounting Standard or Separate Standards for the Mining and Petroleum Industries
1.30
Historically, the mining and petroleum industries have developed financial reporting practices that differ in some respects.  As a result, there is a difference of opinion over whether the IASC should develop:


(a)
one International Accounting Standard with common requirements for both industries;


(b)
two International Accounting Standards, one for the mining industries and one for the petroleum industry; or


(c)
one International Accounting Standard with common requirements for both industries together with separate requirements for the mining and petroleum industries where specific issues are deemed unique to each industry. 

Arguments for a Single Standard

1.31
Those supporting a single standard for both the mining and petroleum industries point to the similarities in the two industries to support their conclusion that a common set of accounting recognition, measurement, presentation, and disclosure principles is appropriate:


(a)
all extractive industries are engaged in the basic upstream operating phases (prospecting, acquisition, exploration, development, production, construction, and closure) and therefore face similar financial reporting problems;


(b)
there is a high level of uncertainty and risk in both industries;


(c)
there is a long lead time in moving from prospecting to production;


(d)
capital expenditures are very large in exploring and developing a field or a mine;


(e)
operating activities and objectives are similar;


(f)
the demand for products, as well as their prices, in both the petroleum industry and the mining industry tend to be volatile; and


(g)
enterprises in the extractive industries face common external forces and agents, including common target capital providers and globally integrated markets for their products. 

Arguments for Separate Standards for Mining and for Petroleum Industries

1.32
Those who favour completely separate standards for each of the mining and petroleum industries make the following points:


(a)
although the operating phases in the two industries are similar, the differences in relative risks and relative expenditures in the different operating phases argue against a single standard that would apply equally to both industries;


(b)
the costs of prospecting, mineral acquisition, and exploration generally represent a significantly higher proportion of total costs of finding and developing reserves in the petroleum industry than in the mining industry;


(c)
in some mining enterprises, activities undertaken and costs incurred are heavily weighted toward development of known reserves rather than toward the search for new reserves, whereas in the petroleum industry the emphasis is on the search for new reserves;


(d)
a much more significant portion of costs in the petroleum industry is associated with unsuccessful prospecting and exploration, abandoned mineral interests, and other costs considered to provide no future benefits, resulting in relatively higher nonproductive costs for petroleum enterprises; and


(e)
only two basic products – crude oil and natural gas, including coal-seam gas – are produced in the upstream petroleum industry.  (Natural gas liquids are often treated as crude oil for financial reporting.)  Most of the activities in all phases of operations are the same for the two types of products, although equipment needs may vary for producing different mixes of products.  In contrast, the mining industry has a large number of different products mined in different forms using a wide variety of production processes to make the products marketable.  Even in mines producing similar products, there are significant differences in the grades of ores produced in different areas of the mine. These characteristics are found less commonly in the petroleum industry. 

Arguments for One Standard with Separate Sections where Appropriate

1.33
Some believe that, for the most part, a common standard can serve both industries.  However, they acknowledge that there are certain matters – for instance, reserve definitions and classifications – that may warrant separate provisions within a single standard.  They support, therefore, a single International Accounting Standard with separate sections for the mining and petroleum industries where there are issues that are deemed unique to one industry or the other.

Basic Issue 1.3 – A single standard for both mining and petroleum

Should a single standard be developed for all extractive industries (that is, applicable to both mining and petroleum enterprises), or should separate standards be developed?

a.
A single International Accounting Standard applying to both industries.

b.
Separate International Accounting Standards for the mining industry and the petroleum industry. 

c.
A single International Accounting Standard with separate requirements or guidance for mining or petroleum as necessary to address industry-specific issues. 

Steering Committee Tentative View:

IASC should develop a single International Accounting Standard with separate requirements or guidance for mining or petroleum as necessary to address industry-specific issues.
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