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Chapter 13
Purchases, Sales and Retirements of Mineral Properties 

Introduction
13.1
Chapter 12 examined certain conveyances of interests in mineral properties that are entered into because of the desire to share the risks and costs associated with upstream activities.  In this chapter two related types of conveyance, outright purchases and sales of interests in mineral properties, are discussed.  Purchases and sales of mineral interests can involve properties that are in various stages of exploration and development.  For example, an entire mineral property, or group of properties, that is fully developed and on which all exploration and development costs have been incurred may be purchased or sold.  A noncommercial property – that is a property to which no commercially recoverable reserves have been attributed – or a group of noncommercial properties also may be purchased or sold.  Purchases or sales of noncommercial properties may involve properties that have been only partially explored.  The property involved may cover a large geographic area or be one on which exploration and development may occur over an extended period of time.  As a result, it is possible for various parts of such a property to be in different stages of development.  For example, a portion of the property may be a producing property, some of the property may be in the exploration phase and the remainder of the property may be completely unexplored.  Not only may a property be in any stage of exploration and development when it is purchased or sold, but a purchase or sale may involve the entire working interest in the property, a divided interest in a property, or an undivided interest in a property.  In addition to purchases and sales of mineral interests, problems created in accounting for abandonments and retirements of components as a depreciation group are examined in this chapter.

13.2
Purchases and sales of interests in mineral properties, as they are presently recognised in the extractive industries, are discussed in the following order:


(a)
purchases of interests in undeveloped properties;


(b)
purchases of interests in developed or partially developed properties;


(c)
purchases of portfolio of undeveloped and developed properties;


(d)
purchases of enterprises engaged in upstream activities only;


(e)
sales of interests in undeveloped properties; and


(f)
sales of interests in developed properties.

Purchases of Mineral Properties
Purchases of Undeveloped Properties
13.3
Property that comes with knowledge from seller’s prospecting or exploration activities.  The purchase of a single unexplored and undeveloped mineral property interest ordinarily poses no unusual accounting problems.  It is agreed generally that the entire purchase price should be capitalised as cost of the mineral interest.  However, if the seller has undertaken prospecting or exploration work on the property with favourable results, some question whether capitalising the entire purchase price results in financial statements that are comparable to those of an enterprise that conducts the prospecting and exploration activity itself.  They point out that the value of the property has been enhanced by the favourable exploration and the price paid for the mineral interest is almost certain to be greater than the cost would have been had there been no favourable exploration.  Some are of the view that this leads to inconsistent results if prospecting and exploration costs that are directly incurred must be charged to expense while the entire purchase price of a property on which exploration has been conducted is capitalised.  

13.4
Some argue that the purchaser of such a property should be required to write off as an expense, on acquisition, the portion of the purchase price that is deemed payment for an activity (such as prospecting, exploration, and evaluation) for costs that would not have been capitalised if the purchaser had incurred the costs directly.  

13.5
Others take the view that the purchaser of the property, in such a case, is acquiring an intangible asset, namely the knowledge that resulted from the seller’s prospecting and exploration activity.  IAS 38, Intangible Assets, requires capitalisation of an intangible asset if it has probable future benefits and its cost can be measured reliably.  IAS 38.23 states that “if an intangible asset is acquired separately, the cost of the intangible asset can usually be measured reliably”.  Further, if an intangible asset is acquired as part of a business combination that is an acquisition, both IAS 22, Business Combinations, and IAS 38 require that: 


(a)
an acquirer recognises an intangible asset that meets the recognition criteria in IAS 38.19-20, even if that intangible asset had not been recognised in the financial statements of the acquiring enterprise; and


(b)
if the cost (that is, fair value) of an intangible asset acquired as part of a business combination cannot be measured reliably, that asset is not recognised as a separate intangible asset but is included in goodwill.  

13.6
Those requirements suggest that if an enterprise acquires a mineral property on which the seller has conducted preproduction activity, the buyer does not write off as an expense, on acquisition the portion of the purchase price that is deemed payment for the preproduction activity, even if the enterprise would expense such costs if they were incurred directly.  Furthermore, it may be concluded that the buyer should recognise the entire purchase price as the acquisition cost of the mineral property.  The exploration has increased the value of the mineral rights purchased.  

Basic Issue 13.1 – Purchased exploration

If an enterprise acquires an undeveloped mineral property that has been partly explored, should the cost of the property include the portion of the purchase price deemed to apply to the seller’s exploration costs or other costs that the acquirer would charge to expense if it had incurred those costs directly?

a.
Yes, those costs should remain as part of the cost of the purchased mineral property.

b.
No, the portion of the purchase price relating to the seller’s prospecting and exploration costs should be charged to expense at the time of the acquisition.

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.

13.7
Allocating cost when multiple properties are acquired.  When two or more undeveloped properties are acquired in a single purchase, the purchase price is allocated between the properties, usually on the basis of relative values.  In many cases, in arriving at the amount paid for the properties the enterprise will have made calculations of estimated values of individual properties, which would constitute an appropriate base for allocating the purchase price.  Similarly, estimates of possible reserves may have been made for each property and these may provide a basis for allocating the purchase price to individual properties.  Finally, the geographical area of each property may be used as a basis of allocation when estimates of possible reserves or other value-related information is not available.  In contrast, some contend that allocating the purchase price between individual properties is unnecessary, especially if the properties are contiguous but in different cost centres.  They argue that all of the properties involved in a single purchase may be treated as a single property or cost centre.  However, allocations to individual properties may be necessary because of governmental regulations, tax laws, and separate royalty ownership interests.

Purchases of Developed or Partially Developed Properties

13.8
As with undeveloped properties, it is generally accepted that the entire purchase price of a fully developed or partially developed property should be capitalised.  In recording the purchase of a single developed or partially developed mineral property, the major issue is the allocation of the total purchase price to the different types of assets acquired, namely:


(a)
mineral property interests;


(b)
equipment and other facilities; and


(c)
intangible development costs (IDC).


Frequently the purchase contract specifies the amount of payment deemed to be for the equipment and facilities and the amount deemed to be for the mineral property interest.  In this case, it may be appropriate to determine the amount to allocate to each element on the basis of the contract.  Some argue that when the contract does not specify an amount deemed to be applicable to IDC amount equal to the value assigned the equipment and facilities should be allocated to those assets and the remaining balance of the contract price should be assigned to the mineral property interests.  Sometimes the purchase contract specifies the amount deemed to be applicable to mineral rights, to equipment and to IDC.  In that case, assigning a part of the purchase price to the IDC account poses no special difficulty.  The amount paid for each element, as specified in the purchase contract, may be charged directly to the accounts involved.

13.9
Frequently, however, the purchase price reflects the total amount paid for the entire property, including the mineral interest, the intangible development costs and the tangible assets.  Some argue that it is appropriate to record the total purchase price as the cost of the entire property, with no attempt to allocate the costs between the components.  This is the simplest solution, but it ignores the fact that the natures of the underlying components (in particular, the equipment and the mineral interest) are different and that unlike assets (tangible assets and mineral rights) are usually accounted for separately.  If the life of the equipment is the same as the life of the reserves in the cost centre and unit-of-production depreciation is used, the depreciation charge resulting from combining all costs will be the same as from allocating the costs between property rights and equipment.

13.10
If more than one asset is purchased and the purchase price applicable to each asset is not specified in the purchase contract, a basis for allocating the price to the acquired assets is required.  In most cases, the purchaser will wish to have detailed records of the acquired assets, so an inventory of equipment and facilities will be made even if the negotiated price does not include such an analysis.  Appraising the value of equipment is not generally a difficult task.  It is often difficult, however, to distinguish between the value of the mineral interest and the value of any intangible development costs.  A common solution to this problem is to assign to the equipment its appraised value and to assign to the mineral interest the balance of the cost, with no separate cost being assigned to the intangible development costs.  It is argued that IDC have value only because such costs make it possible to extract mineral reserves and that the value of IDC purchased is a part of the value of reserves.  It is also argued that if depreciation is computed under the unit-of-production method, this approach would yield the same depreciation charge as allocating part of the cost to IDC.  

Basic Issue 13.2 – Purchase of mineral property - allocation of purchase price

If an enterprise acquires a mineral property that has been partially or fully developed, how should the acquisition cost be allocated between (a) the mineral property, (b) tangible equipment and other tangible assets, and (c) intangible development costs?

a.
Record tangible assets at estimated fair value, with the excess of purchase price to mineral property, none to an intangible asset.

b.
Record both tangible assets and intangible assets at estimated fair value, with the excess of purchase price to mineral property. 

c.
Record identifiable tangible and intangible assets at estimated fair value, with the excess of purchase price to goodwill

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Purchase of a Portfolio of Developed and Undeveloped Properties
13.11
In recent years, it has been common for enterprises in the extractive industries, especially in the petroleum industry, to buy or sell blocks or groups of properties (usually called portfolios of properties).  For example, an enterprise may decide to dispose of all of its properties in a country, all of its properties in one area of a country, or all of its properties in a specific geological basin or area.  This divestiture may be a result of the enterprise’s decision to concentrate its efforts in other countries or other areas of a single country, or because the activities in that area are not sufficiently profitable.  In disposing of a portfolio of properties, some of the properties may be developed and others undeveloped – some may contain proved developed reserves, some proved undeveloped reserves, some probable reserves, and others may be completely unevaluated.  The purchaser of the properties has to allocate the total purchase price among the assets acquired in the lump-sum purchase.

13.12
When a portfolio of developed and undeveloped properties is acquired for a lump-sum purchase price, it is often argued that the allocation should be made in descending order of certainty.  One approach suggested is to make the allocation in the following sequence:

(a)
first, assign to properties containing proved reserves the estimated value of each of those properties;

(b)
second, allocate the amount assigned to each proved developed property between tangible assets and mineral property interests:



(i)

first, allocate to tangible assets (if any) on the basis of their appraised values; and



(ii)
then assign the remainder to the mineral property interest; and


(c)
assign to unproved properties the remainder of the purchase price that was not assigned to proved properties.  The total cost assigned to unproved properties would then be allocated to individual unproved properties on the basis of the estimated value of each property, with properties containing probable reserves being allocated a higher relative cost than those to which no reserves have been attributed.  

Basic Issue 13.3 – Allocation of cost of a portfolio of mineral properties

If an enterprise acquires a portfolio of mineral properties, how should the acquisition cost be allocated to individual properties?

a.
First assign the cost to each proved property based on its estimated fair value and then assign the remainder to unproved properties.

b.
Allocate the cost to each proved and unproved property based on their estimated relative fair values, and recognise no goodwill.

c.
Allocate the cost to each proved and unproved property based on its estimated fair value, and recognise the excess as goodwill.

d.
Other (please describe). 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Purchase of an Enterprise Involved Solely in Upstream Activities
13.13
As described above, in accounting for the purchase of a developed or partially developed property the major decision is determining the amount of the total purchase price to be assigned to the various assets acquired.  If the acquisition transaction involves purchase of an enterprise involved solely in upstream activities, the recognition of goodwill becomes an issue.  Historically, many have taken the view that no goodwill attaches to such an enterprise.  This approach is predicated on the notion that minerals produced have values well established in the market.  A unit of coal, oil, gold, or other minerals of a specific quality and grade has the same market price as other identical unit of that same mineral, no matter which enterprise produces them.  When an enterprise acquires another enterprise engaged solely in upstream activities, it is doing so to acquire the productive assets of the enterprise acquired – the mineral reserves – not to acquire name recognition or customer goodwill.  Consequently,  the entire purchase price has typically been allocated to the identifiable assets acquired, using the sequence of allocation discussed in paragraph 13.12 when acquiring a portfolio of mineral properties:  

(a)
allocate costs first to proved properties and to equipment on the basis of fair values; and 


(b)
allocate the balance to individual unproved properties on the basis of relative values.

There is one significant difference between the acquisition of an enterprise and the acquisition of a bundle of assets.  The acquisition of an enterprise normally involves the acquisition of some tangible assets not related directly to mineral reserves or production (for example, office equipment, automobiles, and trucks).  As a consequence, the acquiring enterprise often, as a first step, allocates to those assets an amount equal to their estimated values.  The remainder of the purchase price is then allocated to assets related directly to reserves and production – namely, equipment and mineral properties – in the manner described above.

13.14
Recently, there has been growing concern that some enterprises have paid more than the market value for assets, recording the entire purchase price as property cost, then subsequently recording impairment on the assets, thus obscuring the fact that too much was paid originally for the assets.  For this reason, it is often argued that the excess paid for an entity operating solely in upstream activities, over the underlying value of the assets should be recorded as goodwill, thus eliminating the opportunity to hide the excess in an impairment charge.  Still others argue that the purchase price of an enterprise engaged solely in upstream activities may, and often does, include goodwill.  Organisational structure of the production operation, efficiencies in operating techniques and other attributes of the organisation may result in values not found in other entities.  In the opinion of some, these intangible attributes represent goodwill.  Furthermore, they argue, even if there is no goodwill, as understood in other industries, recording the excess as goodwill with subsequent depreciation will eliminate the opportunity to hide the excess purchase price by, in effect, including it in an impairment expense.  However, those who oppose the recognition of goodwill suggest that such operating efficiencies are reflected in the values of the properties involved and therefore do not result in separately identifiable goodwill.  Still others suggest that though goodwill should not be recognised on acquisition, and it is essential that management of the acquiring enterprise consider carefully the possibility of impairment of unproved properties that might result from allocating the entire purchase price to identifiable assets.

Basic Issue 13.4 – Purchase of an enterprise - allocation of purchase price

If an enterprise purchases another enterprise that has been engaged in exploration and production activity, should any portion of the purchase price be allocated to goodwill?

a.
Yes.  Record the mineral property and tangible assets acquired at their estimated fair values (and possibly to identifiable intangible assets as well), with the excess of purchase price allocated to goodwill.

b.
No.  Record the tangible assets acquired at their estimated fair values (and possibly identifiable intangible assets as well), with the excess of purchase price allocated to the mineral property and none to goodwill. 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Sales of Mineral Properties
13.15
Accounting for the sales of interests in mineral properties focuses on whether a gain or loss should be recognised on the sale and, if so, the measurement of that gain or loss.  Whether a gain or loss should be recognised, and the measurement of that gain or loss depends on several factors:

(a)
whether the property contains commercial reserves;


(b)
the method of assessing impairment if the property does not contain commercial reserves – that is, whether the property is part of a group of properties that have been combined for impairment purposes;


(c)
whether the property is developed or undeveloped if it does contain commercial reserves;

(d)
whether the property is part of a cost centre or treated as a separate cost centre if it contains commercial reserves;

(e)
whether an entire property or only a partial fractional interest  in the property is sold; and

(f) if a fractional interest in a property is sold, whether it is a divided or undivided interest.

13.16
To facilitate discussion of the various possibilities, sales of mineral properties are discussed in the following sequence:


(a)
sale of entire interest in a noncommercial property;


(b)
sale of partial interest in a noncommercial property;


(c)
sale of entire interest in a commercial property; and


(d)
sale of a partial interest in a commercial property.

Sale of Entire Interest in Noncommercial Properties
13.17
When the entire interest in a noncommercial property is sold, under successful efforts accounting a question arises as to whether a gain or loss should be recognised, or whether the proceeds from sale should be treated as a recovery of cost with no gain or loss being recognised.  Many consider that the correct treatment depends on whether the noncommercial property is recognised individually or is one of a number of properties being accounted for on a group basis.  Because an individual property would be part of a much larger cost centre under full cost accounting, enterprises following that method would not normally record a gain or loss on the sale of a mineral property, whether developed or undeveloped.

13.18
Under successful efforts accounting, if the noncommercial property being sold is accounted for separately, with its own impairment provision, it is generally accepted that a gain or loss on sale of that property should be recognised.  For example, if a property on which commercial reserves have not been found cost 500,000 and has a balance of 200,000 in an allowance for impairment account related to that specific property and is sold for 625,000, it is generally agreed that gain of 325,000 has been realised and should be recognised.  Similarly, if the selling price were 125,000, a loss of 175,000 would be recognised.  Under the full cost method, a gain or loss would not be recognised on the sale of an individual property.

13.19
However, if the property sold is part of a group of properties on which impairment is being recorded, a question is raised as to whether gain or loss should be recognised under successful efforts accounting and if so, how  the amount should be determined.

13.20
In traditional group accounting for assets, no gain or loss is recognised on the removal of an individual asset from the group.  Instead, any proceeds resulting from the removal are treated as a recovery of cost.  If an individual asset that is part of a group of properties for which impairment is being recorded becomes worthless or is sold for less than its cost, it is assumed that the impairment allowance account contains a provision for the loss or worthlessness of that asset (and that the associated expense was recognised when the provision for impairment was established).  This approach is similar to that used by many enterprises in accounting for uncollectable accounts receivable, in which an estimate is made annually of uncollectable accounts receivable and entered in an account generally referred to as an allowance for uncollectable accounts – an adjustment to the carrying amount of the receivables.  If an individual account proves uncollectable during the year, or if the amount collectable is less than the amount owed by a debtor, the uncollectable balance is removed from the accounts receivable account and charged to the allowance account.  Some view the grouping of noncommercial properties and the recognition of impairment of those properties by an enterprise using successful efforts accounting in exactly the same way as the allowance for uncollectable accounts receivable.  Consequently, if a mineral property whose cost is included in the group account is abandoned, its cost is removed from the minerals property interest account and is charged to the allowance for impairment account.  Some argue that a similar approach should be extended to gains although, in the case of accounts receivable, such gains would be likely to be recognised separately.  They argue that if the property is sold for more than its cost, the “gain” should be ignored and the entire proceeds treated as a recovery of the cost of the group of properties.  (This is usually accomplished mechanically by recording the cash received, removing the property’s original cost from the group account, and crediting the difference to the allowance for impairment account.)  Some take the view that individual property interests lose their separate identities when placed in a group, so an alternative approach is to credit the entire proceeds to the mineral property interests account.  Similarly, if a property that is part of an impairment group is sold for less than its original cost, no loss would be recorded and the proceeds would be credited to the mineral interests account.  However some argue that, because of the risky nature of noncommercial mineral properties, it would be appropriate to record a loss on the sale of an individual property even though it is part of a property group on which impairment is being recorded.

Basic Issue13.5 – Sale of a noncommercial property that is part of a group (portfolio)

If one noncommercial mineral property is sold for an amount different from the carrying amount of that individual property, and that property is part of a group of properties that is being accounted for as a portfolio, should a gain or loss be recognised on the sale?

a.
Yes (please explain).

b.
No (please explain). 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Sale of Partial Interest in Noncommercial Properties
13.21
A partial interest in a noncommercial property may take the form of an undivided interest in the property or a divided interest in the property: 

(a)
An undivided interest is a fractional ownership interest in the entire area of the property.  For example, if an enterprise owning 100 per cent of the working interest in a property sells a 50 per cent undivided interest to another party, the purchaser owns 50 per cent of the entire property, and the seller owns 50 per cent of the same property.  Most joint ventures involve undivided interests.  


(b)
A divided interest ownership occurs when an enterprise owning 100 per cent of the interest in a mineral property interest sells a fractional part of the mineral property to another party.  The mineral property transferred is a geographical or geological area carved out of, and separate from, the original property.  The result is that each party owns 100 per cent of a specific portion of the original property.

13.22
When either a divided or an undivided interest in a noncommercial mineral property is sold, there remains a high degree of uncertainty as to the future recovery of the cost of the interest retained.  Because of the uncertainty, there are different views as to whether, and when, gains and losses should be recognised on sale of the fractional interest by an enterprise using successful efforts accounting.  (An enterprise using the full cost method would not record a gain or loss on the sale of an interest in a single property.) Some contend that both gains and losses should be recognised, while others argue that losses, but not gains, should be recognised, and still others suggest that neither gains nor losses should be recognised on the sale of a fractional interest in a property.

13.23
If a gain is to be recognised, and if the property is one that is accounted for separately with its own provision for impairment, the net carrying amount of the property must be allocated between the interest sold and the interest retained, so that the cost of the interest sold may be compared with its selling price.  In the case of an undivided interest this is normally a matter of multiplying the percentage of interest sold by the net book value of the property and comparing the resulting cost allocation with the selling price.  This is possible because the assets in which an interest is sold are exactly the same as those underlying the interest retained.  

13.24
However, if the interest sold in a noncommercial property that is being accounted for separately is a divided interest, the allocation of the carrying amount on a simple proportional basis may not be appropriate because the nature of the divided interest sold may be much different from the nature of the divided interest retained.  Most consider that, when a divided interest is sold, the allocation of cost should be made on the basis of the relative values of the interest sold and the interest retained.  The seller should be in a position to make a reasonable valuation of the two interests, based on information available about factors such as exploration and geological conditions.  Many consider that the difference between that cost and the proceeds received in the sale should be recognised as a gain or loss.

13.25
The recognition of a gain on sale of either a divided or an undivided interest in a noncommercial mineral property has been criticised because it is possible under this method to recognise a gain even though there is substantial uncertainty about the recovery of costs associated with the interest retained because the property is noncommercial (although there is sufficient certainty for the purchaser to participate in the transaction).  Many suggest that no gain should be recorded on the sale of a divided interest in a noncommercial mineral property unless the proceeds received from the sale of the fractional interest sold exceed the carrying amount of the entire mineral property from which the interest was taken.  Some who would prefer to not recognise gains on sales of fractional interests nevertheless would recognise losses on such sales.  A loss on the sale of a fractional interest would require the seller to consider the need to recognise additional impairment of the interest retained in the property.  Others suggest that it is inconsistent to recognise losses but not gains and that recognition or nonrecognition of gains and losses should be adopted consistently.

13.26
Recognition of a gain only if the proceeds from sale of partial interest in a mineral property exceeds the property’s entire carrying amount is often criticised as being overly conservative.  For example, assume that a 50 per cent undivided interest in a property originally costing 150,000 and on which the allowance for impairment is 50,000 is sold for 90,000.  Under this approach the 90,000 is treated as recovery of cost.  Before the sale the seller owned 100 per cent of the property with a carrying amount of 100,000.  After the sale the seller owns a 50 per cent interest in the property that now has a carrying amount of 10,000.  If the value of the interest sold was 90,000, one might presume, lacking evidence to the contrary, that the interest retained also has a value of 90,000.  However, its carrying amount has been reduced to 10,000.

Basic Issue 13.6 – Gain or loss recognition on sale of partial interests

If an enterprise sells a part of its interest in a noncommercial mineral property that is not being accounted for as part of a group [see Basic Issue 13.4], while retaining the remaining interest, should a gain or loss be recognised?  Please explain your reasoning.

a.
Yes, no matter whether the sale is of a divided interest or an undivided interest.

b.
Yes, but only if the sale is of a divided interest.

c.
No in either case. 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Sale of Entire Interest in Property Containing Commercial Reserves
13.27
A commercial property was defined earlier as a property containing commercial reserves.  It has also been pointed out that some would consider only proved reserves as commercial reserves, while others would include in commercial reserves both proved and probable reserves.  The degree of risk related to probable reserves is a great deal higher than the risk related to proved reserves.  Even if commercial reserves are defined to include both proved and probable reserves, some argue that because of the higher risks related to probable reserves, the treatment adopted for the sale of noncommercial properties should be used to account for sales of commercial properties that contain only probable reserves.  Others maintain that the risks related to properties containing probable reserves are far less than the risks related to properties that have not been evaluated.  Thus, they would account for sales of all properties containing commercial reserves, no matter how the term ‘reserves’ is defined.  The discussion in the following paragraphs assumes that sales of all commercial properties would be recognised in the same way, regardless of the definition of commercial.

13.28
If the entire interest in a property which contains commercial reserves, but which has not been developed, is sold and that property is being accounted for separately, most agree that recognition of a gain or loss on the sale is appropriate.  The gain or loss is the difference between the consideration received and the carrying amount of the property.  This is the same treatment as that accorded the sale of a noncommercial property.

13.29
If a property has been developed and is treated as a separate cost centre with its own depreciation base and allowance for impairment, the sale of the entire property would give rise to the recognition of a gain or loss.  A gain or loss, equal to the difference between the sales price and the net carrying amounts of the assets disposed of would be recognised.  That is, the sale of a developed property is recognised in the same way as the sale of any other asset in the extractive industries.  

13.30
If a developed property that is part of a group of properties that have been combined together in a single cost centre for depreciation purposes is sold, no gain or loss would be recognised on the sale of all or part of that property because of the general rules underlying the group method of accounting for assets.  Instead, proceeds would be treated as a recovery of all of the costs of the entire cost centre.  Many disagree with this treatment, however, and would record gain or loss on sale of a single developed property that is part of a group of properties.  For example, paragraph 47(j) of FASB Statement 19 in the United States provides:

The sale of a part of a proved property, or of an entire proved property constituting a part of an amortization base, shall be accounted for as the sale of an asset, and a gain or loss shall be recognized. . . .  The unamortized cost of the property or group of properties a part of which was sold shall be apportioned to the interest sold and the interest retained on the basis of the fair values of those interests.  However, the sale may be accounted for as a normal retirement under the provisions of paragraph 41 with no gain or loss recognized if doing so does not significantly affect the unit-of-production amortization rate. 

This treatment is justified on the grounds that the degree of risk associated with the interest retained in a proved property is small, and an estimate can be made more easily and more accurately for a property containing proved reserves.

13.31
Determining the cost of the mineral property interest, the equipment, and the intangible development costs related to an individual producing property that is part of a group for depreciation purposes may or may not be an easy task.  Properties that have been placed in a depreciation group lose their identities as individual properties and their costs become part of the total group costs.  The accumulated depreciation also applies to the group as a whole and not to individual properties or other individual assets.  As a result, it will be necessary to allocate a portion of all of those costs and the related accumulated depreciation between the property interest sold and the property interest retained.  Generally it is agreed that one of two bases should be used for the allocation.  They are:

(a)
the relative values of the property interests sold and retained; and


(b)
the relative quantities of commercial reserves sold and retained.

13.32
Most favour using relative value as the allocation basis, pointing out that the relative quantity of reserves contained in the interest sold and the interest retained is not a measure of relative benefits to be derived from the two interests.  For example, the reserves on the property transferred may be undeveloped, or not fully developed, while those on the properties retained are fully developed.  As a second example, production costs or processing costs of reserves from the property transferred may be a great deal higher than the costs related to properties retained.  In both of these examples, using relative values of the interest retained and the interest sold would result in an allocation much more indicative of future benefits to the enterprise than would an allocation based on reserve quantities.

Sale of Partial Interest in Developed Property
13.33
When only a part of the property interest owned in a developed property is sold, some would recognise a gain or loss on the sale, while others would treat the sales proceeds as a recovery of cost of the property.  Most consider that the appropriate accounting depends on whether the interest sold is a divided interest or an undivided interest, whether the property is part of a larger cost centre, and on the degree of detail in the accounting records. 

13.34
As in the case of sale of an interest in an undeveloped property, the sale of a partial interests in a developed property may involve the sale of an undivided interest or sale of a divided interest in the property:


(a)
Sale of an undivided interest involves selling a fractional interest in the ownership of all of the mineral interest, intangibles, and equipment relating to the entire property.  For example, if a company owning 100 per cent interest in a developed property sells one-half of its interest to another party, transferring a 50 per cent ownership and retaining a 50 per cent ownership in the entire property, the interest that is conveyed is an undivided interest.  The purchaser owns a 50 per cent interest in the mineral property interest, intangibles, and equipment related to the entire property, as does the seller.  


(b)
Sale of a divided interest involves selling an interest in a mineral property including the mineral rights, equipment, and intangibles) where the interest sold is specified by geographical or physical location.  The purchaser owns a 100 per cent interest in the specific mineral interests, intangibles, and equipment found in the area purchased, while the seller retains ownership in the area retained.

13.35
The sale of a partial interest in a developed property, which may be either a divided interest or an undivided interest, involves less uncertainty (regarding future recoverability of the costs of the interest retained) than the sale of a partial interest in an undeveloped property, either because of the existence of estimated reserves or because of the knowledge gained from the development activity.  However, many argue that this reduction in uncertainty is not sufficient to justify recognition of a gain on the portion of the interest sold.  They maintain that the sales proceeds should be treated as recovery of costs of the entire property.  They argue that no gain should be recognised until the proceeds from sale of the fractional interest exceed the carrying amount of the entire interest.

13.36
If a gain or loss is to be recognised, some suggest that the carrying amount of the assets sold should be divided between the portion sold and the portion retained.  In the case of an undivided interest sale this could be accomplished by multiplying the percentage of the interest that was sold by each of the related cost accounts, impairment account, and accumulated depreciation accounts.  The sum of these portions of costs would be the carrying amount of the interest sold.  

13.37
However, if a divided interest in a mineral property is sold, the cost and accumulated depreciation of specific assets related to the interest sold must be determined as accurately as possible and matched against the selling price of that interest to determine gain or loss on the sale.  It may be possible to identify the cost of specific items sold, but this may be difficult if depreciation has been calculated on the basis of production from the entire property.  In addition, the exact location of tangible equipment on the property may be unknown.  A commonly used approach is to allocate the costs (especially the costs of minerals) between the interest sold and interest retained on the basis of estimated quantities or, preferably, values of reserves retained and reserves sold.  

13.38
An alternative to recognising a gain or loss on the sale of a divided interest is to treat the proceeds from sale of the partial interest as cost recovery, with no requirement to divide the assets’ carrying amounts between the portion sold and the portion retained.  If the proceeds were treated entirely as a recovery of costs there would have to be some means of distributing the cost recovery between the various assets sold to the extent that separate accounts are maintained for the cost elements.  Some suggest that the proceeds should be recognised as, first, a recovery of the cost of equipment to the extent of the equipment’s fair market value and then as recovery of mineral property interest costs.  If intangible assets are recognised, the total proceeds in excess of the tangible assets sold might be allocated between the intangible assets on the basis of the ratio of their carrying amounts.

13.39
Some would prefer to ignore gains or losses on sale of a part of a developed property or cost centre unless recognising a gain or loss would result in a substantial change in the rate of depreciation per unit of mineral produced from the property.

Basic Issue13.7 – Sale of partial interest in a property with commercially recoverable reserves

If an enterprise sells a part of its interest in a commercial mineral property for an amount different from the carrying amount of the interest sold, and that property is an individual cost centre, should a gain or loss be recognised on the sale?  Please explain your reasoning.

a.
Yes, no matter whether the sale is of a divided interest or an undivided interest.

b.
Yes, but only if the sale is of a divided interest.

c.
No in either case. 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Sub-issue 13.7.1 – Allocation of carrying amount

If an enterprise sells a divided interest in a commercial mineral property, and a gain or loss is to be recognised, how should the carrying amount of the property be allocated between the interest sold and the interest retained?

a.
Relative fair values of the properties.

b.
Relative quantities of commercial reserves sold and commercial reserves retained.

c.
Other (please explain). 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.

Basic Issue13.8 – Sale of a property with commercially recoverable reserves that is part of a depreciable cost centre

If one commercial mineral property is sold and that property is part of a larger depreciable cost centre, should a gain or loss be recognised on the sale? 

a.
Yes (please explain how the gain or loss on the individual property would be calculated). 
b.
No.  The proceeds should be treated as a recovery of cost of the group of properties. 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Retirement and Abandonment of Assets
13.40
Retirements of individual items of equipment or of individual mineral property interests frequently occur during the course of operations of a mine or an oil and gas field.  Some suggest that a loss (or gain) should be recognised on the retirement or abandonment of individual assets.  However, as a practical matter, the recognition of a loss or gain depends on whether depreciation is being computed on an individual asset basis or, as is usually the case in practice for most assets related to a mine or oil and gas field, are being depreciated as part of a cost pool.  

13.41
If a loss or gain on the retirement or abandonment of an individual item of equipment is to be recognised, the accumulated depreciation on the asset must be determined.  This determination depends largely on the depreciation method being used.  If the equipment is being depreciated using the straight-line method or another method related to the passage of time, determining the amount of accumulated depreciation related to the piece of equipment is relatively straightforward.  If the equipment is to be depreciated using the units-of-production method, determination of the accumulated depreciation related to the piece of equipment may involve more extensive record keeping.  To determine the accumulated depreciation for any single piece of equipment it would be necessary to keep records regarding (a) the quantity of reserves estimated to be producible from the piece of equipment, (b) any changes in those estimates occurring over the life of the item, and (c) the actual production achieved via the piece of equipment from the date it was placed into service until the date of retirement or sale (that is, an asset register would be required).  

13.42
Some argue that the problem of determining accumulated depreciation and loss on retirements is eliminated when all assets in a cost pool are depreciated as part of a group or pool.  Group or pool-based depreciation assumes that items of equipment lose their individual identities for purposes of depreciation tracking.  If the item of equipment is retired or abandoned, it is assumed to be fully depreciated.  In this case, the difference between the proceeds received and the original cost (assuming original cost can be determined) is charged to the accumulated depreciation account with no gain or loss being recognised.  If cost of the individual item of equipment being abandoned or retired cannot be determined, net salvage proceeds are simply credited to the total cost of assets in the cost centre or to the accumulated depreciation account for the cost centre.

13.43
Many accept that when depreciation is calculated in total for the cost pool, group depreciation is being used and therefore it is appropriate to ignore a gain or loss on retirement or transfer of assets from the pool.  However, others point out that group depreciation methods are designed for assets that are individually immaterial when compared to the total in the cost pool.  Thus if some assets in the cost pool are material, some argue that a gain or loss should be recognised on retirement.  

13.44
For example, an oil or gas well, a group of wells, an individual mine, or a group of mines may constitute a part of a larger depreciation cost centre.  Individual well(s) or mine(s) constituting parts of a larger cost centre may be sold or retired many years prior to the closure of all of the wells or mines comprising the cost centre for depreciation purposes.  Since these wells or mines have been depreciated as part of a larger group, if depreciation is computed based on the units-of-production method determining the carrying amount of individual wells or mines may not be practical.  

13.45
Some contend that sale or abandonment of a well or mine constituting a part of a larger cost centre (depreciation base) should be accounted for by charging its cost against the accumulated depreciation of the cost centre.  Accounting for the transaction as a normal retirement avoids the necessity of determining the net carrying amount of the individual well(s) or mine(s) that were abandoned or sold and avoids recognition of a gain or loss.  Some point out, however, that charging accumulated depreciation for the difference between the capitalised cost of the abandoned or sold components and their selling prices could have a material effect on the future depreciation for the cost centre.  

13.46
One approach supported by many would be to avoid gain or loss recognition on the sale or abandonment of any component part of a larger cost centre as described above.  They suggest that gain or loss recognition is appropriate only if the net carrying amount of the components being abandoned or sold is determinable or if nonrecognition would have a material effect on future depreciation for the cost pool.  In such cases, they argue, a gain or loss could be recognised.  Doing so would require that a portion of the accumulated depreciation for the cost centre be allocated to the components being sold or abandoned.

13.47
There is no question that, when the last well or mine in a cost centre that constitutes the depreciation base is abandoned, gain or loss recognition is necessary.

Basic Issue 13.9 – Retirement or abandonment of an asset that is part of a group

Should a gain or loss be recognised on the retirement or abandonment of an individual asset that is part of a group of assets on which depreciation is being computed (for example, all of the assets in a mine)? 

a.
Yes (please explain how gain or loss on the individual property would be calculated).

b.
No.

c.
Depends on the circumstances (please explain). 

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
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