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Chapter 10
Accounting for Revenues
General Principles of Revenue Recognition 

10.1
The IASC Framework, paragraph 70, defines income as:



increases in economic benefits during the accounting period in the form of inflows or enhancements of assets or decreases of liabilities that result in increases in equity, other than those relating to contributions from equity participants.  

10.2
Revenue is the key element of income, namely that arising from the ordinary activities of an enterprise.  As defined in IAS 18, Revenue, paragraph 7:



Revenue is the gross inflow of economic benefits during the period arising in the course of the ordinary activities of an enterprise when those inflows result in increases in equity, other than increases relating to contributions from equity participants.

10.3
Paragraphs 92-93 of the IASC Framework sets out the recognition criteria for income as follows:


92.
Income is recognised in the income statement when an increase in future economic benefits related to an increase in an asset or a decrease of a liability has arisen that can be measured reliably.  This means, in effect, that recognition of income occurs simultaneously with the recognition of increases in assets or decreases in liabilities (for example, the net increase in assets arising on a sale of goods or services or the decrease in liabilities arising from the waiver of a debt payable).  


93.
The procedures normally adopted in practice for recognising income, for example, the requirement that revenue should be earned, are applications of the recognition criteria in this Framework.  Such procedures are generally directed at restricting the recognition as income to those items that can be measured reliably and have a sufficient degree of certainty.  

10.4
IAS 18.14 states the general rules for recognition of revenue from the sale of goods:


14.
Revenue from the sale of goods should be recognised when all the following conditions have been satisfied:



(a)
the enterprise has transferred to the buyer the significant risks and rewards of ownership of the goods; 



(b)
the enterprise retains neither continuing managerial involvement to the degree usually associated with ownership nor effective control over the goods sold;



(c)
the amount of revenue can be measured reliably;



(d)
it is probable that the economic benefits associated with the transaction will flow to the enterprise; and



(e)
the costs incurred or to be incurred in respect of the transaction can be measured reliably.


Although IAS 18.6(g) specifically excludes from its application “the extraction of mineral ores”, the general rules of the Standard are nevertheless the principal source of guidance for revenue recognition in the extractive industries under International Accounting Standards.  An issue in this Issues Paper is whether “the extraction of mineral ores” needs to be excluded from the scope of IAS 18.

Basic Issue 10.1 – Include extractive industries under IAS 18?

IAS 18, Revenue, does not apply to revenue arising from “the extraction of mineral ores”.  If revenue issues unique to upstream activities in the extractive industries are addressed in an extractive industries Standard, should IAS 18 be amended to eliminate the scope exclusion?

a.
Yes, IAS 18 should be amended to eliminate the scope exclusion.  The extractive industries Standard should address unique revenue recognition issues.

b.
No (please explain which aspects of IAS 18 are not appropriate for the extractive industries).

Steering Committee Tentative View: 

IAS 18 should be amended to eliminate the scope exclusion.  The extractive industries Standard should address unique revenue recognition issues, perhaps including guidance on applying IAS 18 to extractive industries enterprises.

Revenue Issues in the Extractive Industries

10.5
Certain issues related to recognising revenues in the upstream sector of the extractive industries merit special consideration.  The following situations and issues are discussed in this chapter.  


(a)
A further issue is the point at which revenues should be recognised – whether it is ever appropriate to recognise revenue at the point minerals are produced, or only when they are sold.  Some enterprises record revenues at the time certain minerals are produced, especially when the minerals are sold under a forward sales contract before they are produced.  This is contrary to the usual principle that revenue is to be recognised only when it is earned, which normally is interpreted to mean at the time the risks of ownership are transferred to the purchaser.  Many who advocate recognising revenue at the point minerals are produced would use this point of measuring revenue only in cases where a sales contract exists for the minerals and fulfilment of the completed contract awaits only transfer of possession of the product.  Others would go further, recognising revenue at production for minerals that have quoted market prices in active markets with only insignificant costs to be incurred beyond the point of production and with the production intended to be sold quickly.


(b)
Proceeds are sometimes received from the production of minerals as the result of tests made during the period before regular commercial production begins.  A question arises whether the proceeds from such production should be treated as production revenues or should be offset against capitalised costs.


(c)
Purchasers of oil and, especially, gas often enter into take or pay contracts with producers, under which the purchasers agrees to pay for a specified amount of product each period, regardless of whether the product is actually taken by the purchaser.  A question arises as to the appropriate accounting treatment of amounts paid for product not taken.


(d)
In joint operations or consortia, some parties may take more than their shares of production (referred to as overlifts) during a given period, while other parties take less than their shares of production, (referred to as underlifts).  There are differing views on how to account for overlifts and underlifts.


(e)
Contracts used to acquire operating rights in mineral properties commonly provide for a royalty interest to be retained by the lessor or other transferor.  In other cases a royalty interest, almost identical to a retained royalty, may be “carved out” of the working interest of the lessee and transferred to another party.  Under some contracts the mineral quantity related to the royalty interest may be taken in kind by the royalty owner, and in other cases the operator of the property may be required to sell the royalty owner’s share of production on behalf of the royalty owner.  The issue is whether the production or proceeds from sale accruing to the royalty owner should be included in revenues of the operator with a corresponding expense recorded for the value of the royalty.


(f)
In many countries various taxes are levied on the production of natural resources.  In most cases, these taxes are payable on production no matter whether the minerals produced are sold or are used by the producer.  However, in some cases, they are payable only at the time of sale.  Typically these taxes are passed on to the purchaser of the product if the minerals are sold.  Differences of opinion exist over whether the amount of taxes should be included in revenues and expenses of the producer.

(g)
Enterprises may exchange product for operating purposes.  The issue is whether a product exchange should result in the recognition of revenue.

(h) Minerals producers frequently enter into hedging transactions to protect against changes in product prices.  Existing International Accounting Standards may or may not provide adequate guidance for accounting for such transactions in the extractive industries.  

10.6
In addition to the specific transactions described above, a number of other transactions that relate to the division of mineral production between parties to certain contracts, referred to as sharing arrangements, poolings of capital, or poolings of interest, are discussed in Chapter 11.  These are contracts entered into between parties to share the costs, risks and benefits of working together in upstream extractive operations.

The Point at Which Revenues May Be Recognised

10.7
Some minerals have quoted market prices in active markets with only insignificant costs to be incurred beyond the point of production and with the production intended to be sold quickly.  In such cases, the selling and distribution risks to the producer may often be minimal.  Some conclude that, in these limited circumstances, an exception should be made to the general principle of recognising revenue only after an enterprise has transferred to a buyer the significant risks and rewards of ownership.  That is, revenue may appropriately be recognised at the point of production even though there is no existing contract for sale, and that it is not necessary to wait until a sale occurs before recognising revenues.  This has become the practice in some countries not only in the case of precious metals but other commodities, including agricultural commodities, with quoted prices in active markets and insignificant after-production costs.  IAS 2 recognises this practice by specifically excluding from its scope producers’ inventories of mineral ores (and other commodities) that have been extracted “when a homogeneous market exists and there is a negligible risk of failure to sell”.  

10.8
Some extractive enterprises may be in the circumstance described in the preceding paragraph – minerals with quoted prices in active markets with insignificant after-costs – but the minerals intended to be processed further by the enterprise – that is, to be transferred within the enterprise for use in downstream activities – rather than to be sold immediately.  For instance, instead of selling its crude oil output a petroleum enterprise might refine it into petrol, diesel fuel, or other products.

10.9
In both the mining industry and the petroleum industry sales contracts may be entered into between the producer and purchaser before the minerals are produced.  These contracts usually call for delivery of fixed quantities of product to be delivered over a specified period, but may specify minimum and maximum quantities that can be taken each period.  If a contract requires the purchaser to pay for the amount of product specified in the contract even though the product is not taken by the purchaser, it is called a take-or-pay contract.  Take or pay contracts are discussed later in this chapter.

10.10
Other long-term contracts, sometimes covering the productive life of the mineral deposit, call for specific minimum and maximum amounts that the purchaser may take each year.  The contracts usually call for a price based on:


(a)
prices at the time the contract is entered into, adjusted for some type of index;


(b)
prices at the time the contract is entered into, adjusted for cost escalation or for general price level changes; or


(c)
either prices existing in the area of the production,  or world market prices at time of delivery of the product.


These contracts may not contain take-or-pay agreements, but generally call for a penalty for the purchaser’s failure to take the minimum quantity of product specified.

10.11
Some support the recognition of income at the time production of materials covered under the long-term contract is completed, as long as:

(a) the amount due under the contract is determinable and reasonably assured; and

(b) there are only insignificant costs to be incurred beyond the point of production, and the risks to the producer are minimal.

When these conditions are met, it is argued that the earning process has been completed, the amount receivable is measurable, and essentially all of the related costs have been incurred.

10.12
Others maintain that all of the tests for revenue recognition set out in IAS 18.14 should be met for revenue to be recognised.  This includes the requirement of IAS 18.14(a) that the enterprise has transferred to the buyer the significant risks and rewards of ownership of the goods.  They point out that the producer is at risk until title to the materials passes to the buyer.  They also argue that the enterprise has responsibility for and control over the minerals until the minerals are delivered or title to them has passed to the purchaser.

10.13
Some extractive industries enterprises currently recognise revenue either at the time of production or at the time a sales contract is entered into.  A forthcoming KPMG survey of the 1999 financial statements of 50 medium and large sized, publicly traded mining companies in Australia, Canada, South Africa, the United States, and the United Kingdom found that 34 disclosed their revenue recognition policy.  Of those, six, primarily in North America, recognise revenue at production and another two (both Canadian) recognise revenue when a sales contract is entered into.  Revenue recognition in Australia is governed by accounting standards, and no choice is permitted. 

Point of Recognition of Revenue in the Mining Industry - 1999

	
	
Australia
	
Canada
	South Africa
	United Kingdom
	United States
	
Total

	At time of delivery, shipment or transfer of ownership
	9
	6
	4
	1
	6
	26

	At time of production
	-
	3
	1
	-
	2
	6

	At time of entry into contract or sale
	-
	2
	-
	-
	-
	2

	Total
	9
	11
	5
	1
	8
	34


Note: this table (or similar) is expected to be included in a KPMG survey of mining accounting practices to be published later in 2000.  KPMG provided an early copy for use in this IASC Issues Paper.

10.14
The table above shows that the traditional point of revenue recognition – the point at which the sale is deemed to have been completed (the time of shipment, delivery or transfer of ownership) – is the most common point for recognising revenues.  That finding is supported by an informal review of the US SEC filings of 23 mining enterprises listed o the New York Stock Exchange during the period March to August 2000.  Of the 23 enterprises, only one – a precious metals company – stated that their accounting policy is to recognise revenue at the time of shipment or when title passes.

10.15
In 1998, KPMG conducted a similar study (1998 Mining Financial Reporting Survey of North American Mining Enterprises) but only of North American mining enterprises.  As the table below shows, there appeared to be greater support for recognising revenue at the time of production of precious metals than for other minerals.  The survey covered 25 U.S. and 25 Canadian enterprises, all publicly traded – essentially every major North American mining company.
Point of Recognition of Revenue in the North American Mining Industry - 1997

	
	Precious Metals
	Basic Metals
	Coal
	Other
	Total

	At time of delivery, shipment or transfer of ownership
	11
	4
	2
	4
	21

	At time of production of concentrates or bullion
	13
	1
	0
	1
	15

	At time of entry into a contract or sale
	1
	0
	0
	1
	2

	As loaded, prior to customer shipment
	0
	0
	1
	0
	1

	Not disclosed
	0
	5
	3
	3
	11

	Totals
	25
	10
	6
	9
	50


Basic Issue 10.2 – Recognition of revenue from minerals that can be sold in ready markets

If minerals produced by an extractive industries enterprise have quoted market prices in active markets with a short time between production and sale and insignificant costs to be incurred beyond the point of production, and the minerals are intended to be sold in that market, when should revenue be recognised?  

a.
At the point in the production process at which the minerals are first capable of being sold.

b.
At the point at which a sale contract is entered into.

c.
When the general criteria for revenue recognition from the sale of goods in IAS 18, Revenue, have been met.

Steering Committee Tentative View: 

The general criteria for revenue recognition from the sale of goods in IAS 18 should be followed.

Sub-issue 10.2.1 – Recognition of revenue from minerals that can be sold in ready markets but that will be used internally

If minerals described in Basic Issue 10.2 (quoted market prices, active markets, insignificant after-production costs) are intended to be further processed by the enterprise – that is, to be transferred within the enterprise for use in downstream activities – when should revenue be recognised?  

a.
At the point in the production process at which the minerals are first capable of being sold.

b.
At the point at which a sale contract is entered into.

c.
When the general criteria for revenue recognition from the sale of goods in IAS 18, Revenue, have been met.

Steering Committee Tentative View: 

The general criteria for revenue recognition from the sale of goods in IAS 18 should be followed.

Revenues Received Prior to the Production Phase

10.16
In the extractive industries, some minerals may be produced in the process of evaluating the mineral deposit before the mineral deposit is deemed to have reached the production phase.  For example, in the petroleum industry production tests of oil and gas wells may be made for a lengthy period as part of the process of evaluating and planning field development.  Similarly, in the mining industry there may be substantial production from a mine prior to the time that the mine has achieved commercial production.  Companies in the extractive industries use several different definitions of when commercial production is deemed to have been achieved:


(a)
the point when recoveries are at or near the expected production level;


(b)
when a mine or well has reached a predetermined percentage of design capacity; or


(c)
when production has become continuous.

10.17
During the preproduction period, sales proceeds may be received for minerals produced while development or even exploration is continuing and before the commercial production level has been reached.  Some treat these preproduction sales as a recovery of costs incurred during the preproduction period whereas others recognise them as preproduction revenues recognised in the usual way

10.18
Those who favour offsetting proceeds from minerals sold during the preproduction phase against development costs suggest that it would be almost impossible to determine the depreciation to be charged on mineral property costs and development costs during that phase.  It is also difficult to separate the costs that should be treated as production expenses.  Their conclusion is that it is much simpler, more accurate and less confusing to treat those proceeds as a recovery of cost.  For example, the UK Oil Industry Accounting Committee SORP of January 2000 states (paragraphs 125-126):


125.
The revenues from such production may be recorded either within turnover or credited against appraisal costs.  The former approach has the advantage that turnover reflects actual production.  However, it is generally extremely difficult to apportion related costs between those required for production (and hence chargeable to cost of sales) and those capitalisable as appraisal or development costs.  There is therefore scope for misstatement of gross profits.


126.
This statement recommends that revenues from test production of wells pending a development decision should be credited to turnover, but that an amount based on such revenues should be both charged to cost of sales and credited against appraisal costs so as to record zero net margin on such production.

10.19
The net result of the OIAC’s solution is that there is no profit or loss recognised from the production during the development and evaluation phase.  The impact of the SORP’s recommendation on net income and on the balance sheet is equivalent to treating the sales price of the minerals as a reduction of capitalised costs.  However, by recording revenue from the sales there is agreement between the turnover shown in the income statement and the billings to customers.

10.20
Others maintain that proceeds from sale of minerals during the development and appraisal phase represents revenue and should be recorded as such because the Framework definition and recognition criteria for revenue are met.  They also suggest that it is possible to estimate the production costs that should be charged to operating expense.  

10.21
In September 2000, the IASC Standing Interpretations Committee published a Draft Interpretation D26, Property, Plant and Equipment – Results of Incidental Operations, proposing that incidental revenue from using a tangible asset before the asset is ready for its intended use should be reported as revenue, not as a reduction of the cost of the asset.  

Basic Issue 10.3 – Revenue received prior to the production phase

If some minerals are produced and sold prior to the beginning of the production phase – for example, during testing in the development phase – how should the proceeds be accounted for?

a.
As revenue or other income.

b.
As a reduction of capitalised costs.

Steering Committee Tentative View: 

As revenue or other income.

Take or Pay Contracts
10.22
Enterprises owning interests in oil or gas reserves (usually gas reserves) sometimes enter into contracts with purchasers under which the latter agree to take a specified volume of production each month, each quarter, or each year.  Under this type contract if the purchaser fails to take the specified volume during the period specified, the purchaser must nevertheless pay for the agreed-volume.  Sometimes, but not always, the contract permits the purchaser to take an equivalent amount (referred to as makeup product) of production at a later date after the payment for the guaranteed amount has been made.  

10.23
When the purchaser is required to pay for the gas not taken and has no right of future recovery, the general practice is for the seller to record a receivable and a corresponding revenue for the full amount each period.  However, many oppose treating the undertake as a receivable and as revenue.  They point out that history has shown, especially in the late 1980s and early 1990s that although producers had legal claims against purchasers who did not take the required amount of production, many, if not most, of the claims were settled for far less than the amount technically due.  These undertakes resulted from an increased supply of gas and from economic conditions which reduced the demand for gas and resulted in a steep decline in gas prices in many parts of the world.  In order to retain customers, producers were willing to forgive all or part of the amounts owed by purchasers for gas not taken.  Even if legal actions are brought by producers against purchasers for undertakes, frequently the results are compromises on the amounts receivable.  Based on that evidence, many suggest that even if a receivable is recorded for undertakes the offsetting credit should be to unearned revenue rather than to revenue.  Others argue that the unearned revenue does not constitute a liability because there is no present obligation to refund the receivable or to provide product.

10.24
When the purchaser is required to pay for gas not taken but has the right to make good the shortfall in gas taken in one period by increasing the amount taken in subsequent periods without additional payment, the appropriate treatment may be less clear.  Most argue that the seller should recognise a receivable from the purchaser at the end of the period during which the gas was undertaken.  The amount subject to future recovery by the purchaser is generally not treated as revenue, but rather as unearned income (a liability), because it incorporates a present obligation to provide gas in the future.  Only when the makeup gas has been taken by the purchaser or at the time that the makeup period has expired or it is clear that the purchaser has become unable to take the gas would the liability be eliminated and revenue recognised.

10.25
Some suggest that the producer should recognise undertakes of gas with subsequent recovery rights as revenue of the period of the undertake and to record a liability and associated expense for estimated future costs applicable to the makeup gas that may be taken.  Opponents of this method suggest that this would be tantamount to recording revenue not yet earned.  They also state that it is very difficult to make a reasonable determination of expenses to be accrued in the period of undertake.

10.26
Take or pay contracts also are used in the mining industry, though less frequently than in the petroleum industry.  Typically, in the mining industry the take or pay contract permits the purchaser to recover payments for quantities not taken by allowing the purchaser to take more than the minimum in later years and to apply the previous undertake amount toward the cost of product taken in the later year.  The most common view is that the payments received for product not taken in a year should be treated as a liability (deferred revenue) until such time as the quantities are recovered or it can be determined that they will never be taken.  The amounts taken in later years as recovery of the amount not taken in the original year will be treated as revenue in the year it is taken.  When it becomes certain that the balance will never be taken, that amount will be recognised as revenue.

Basic Issue 10.4 – Revenue from an undertake, with a makeup period

If minerals are produced and sold at a fixed or determinable price under a sale contract that requires delivery of a minimum quantity and sometimes a maximum quantity (such as a take-or-pay contract), and the minimum quantity is not taken, but the contract does allow a fixed amount of time for the buyer to make up any minimum quantity not taken, when should revenue from the undertake be recognised? 

a.
In the period in which the undertake occurred, without regard to the makeup period.

b.
At expiry of the makeup period.

c.
At the earlier of expiry of the makeup period and when it becomes obvious that there will not be a complete makeup.

d.
At the time payment is received for the undertake.

Steering Committee Tentative View: 

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

Overlifts and Underlifts

10.27
In the petroleum industry, it is often not practical for each participant in a jointly owned operation to take in kind or to sell its exact share of production during a period.  As a result, in each period it is likely that some participants in the joint venture will be in an overlift (also called overtake) position (will have taken more product than their proportionate shares of ownership in total production) while other participants may be in an underlift (also called undertake) position (will have taken less product than their proportionate ownership shares in production).  These imbalances usually are settled in one of three ways.


(a)
In future periods the owner in an underlift position may sell or take product in excess of that owner’s entitled amounts, while the owner in an overlift position will sell or take product less than the normal entitlement.


(b)
Cash balancing may be used, whereby the overlift party will make a cash payment to underlift party for the value of the imbalance volume.


(c)
If the co-owners have joint ownership interests in other properties, they may agree to offset balances in the two properties to the extent possible.

10.28
Two predominant methods have been developed to account for overlifts and underlifts in the petroleum industry.  These are the sales method and the entitlements method.  The 1999 PricewaterhouseCoopers/IPA survey of US Petroleum Accounting Practices shows that of 39 enterprises responding to the question, 17 use the sales method, 20 use the entitlements method, and two use both methods, depending on the size of the imbalance.
The Sales Method

10.29
Under the sales method, each participant records as revenue the entire amount of product it sells (or the value of all product transferred to its downstream activities).  No receivable or other asset is recorded for undertaken production and no liability is recorded for overtaken production.  Since under some joint venture arrangements each party pays its proportionate share of expenses, based on the ownership interest in the venture, it is argued that a party using the sales method who is in an overtake position should record as a liability (with a charge to operating expenses) the share of expenses related to the imbalance that have been paid by the party in an undertake position.  Similarly, the owner using the sales method in an undertake position should record as a prepaid expense (as a receivable, some argue) the share of expenses paid by that overtaken party relating to the imbalance for the period and should reduce its reported operating expenses accordingly.  However, the 1999 PricewaterhouseCoopers/IPA survey of accounting principles used by US petroleum producing enterprises shows that a large majority (88%) of producers using the sales method of accounting for imbalances do not make adjustments for operating expenses related to imbalances.  Presumably the failure to make adjustments for operating expenses related to imbalances is based on the arguments that (1) the amounts are immaterial or (2) the operating costs should be expensed as incurred because they relate to that period’s production activity, regardless of revenues recognised that period.

10.30
Those supporting the sales method (with an appropriate recording of related expenses) frequently argue that this method provides the best matching of revenues and expenses.  Another reason for support of the sales method is the argument that recognised revenue should reflect the actual invoiced value of product sold during the period.  (It should be noted that, under the Framework and IAS 18, there is no requirement to match amounts invoiced and sales revenue.)

10.31
Those opposed to the sales method suggest that it is difficult to estimate expenses related to the imbalance in any event.  The volume of sales affects many activities of an enterprise, and although the accrual of related production expenses can be estimated with a fair degree of precision, the impact on other types of costs cannot be.  They also suggest that for an enterprise in an overlift position the imbalance represents the sale of gas that really belongs to co-owners in the venture rather than reflecting the enterprise’s true revenues.  Conversely, for an enterprise in an underlift position the imbalance represents that party’s gas that has been sold by a co-owner.

The Entitlements Method

10.32
The second method for handling imbalances is the entitlements method.  Under this approach each owner records revenue based on its entitled share of production for the period.  An enterprise using this method will record a liability for the excess of product sold during the period over that enterprise’s ownership share of production from the property, rather than including that amount in revenues.  Since in a joint undertaking each party normally pays a share of costs for the period equal to its ownership interest share in the venture, there is no need to make an adjustment for expenses related to the overlift or underlift.

10.33
In the UK, the OIAC’s January 2000 SORP achieves the entitlements method by a different approach.  The entire amount of sales is recorded as revenue.  An adjustment is made for cost of sales (expenses) related to the overlift amount equal to the market price of the over lifted gas.  This results in reporting gross profit on an entitlements basis, while at the same time permitting revenues to be shown at the actual invoiced amount.  Some argue that the result of this accounting treatment is to overstate both revenues and cost of sales (production expenses).

10.34
Those supporting the entitlements method suggest that it reflects economic reality and the relationship between the owners.  It also eliminates the need for making difficult expense adjustments.

Basic Issue 10.5 – Overlifts and underlifts

If, in a given period, a participant in a joint venture takes and sells more than its share of production (overlift) or less than its share of production (underlift), how should the imbalance be accounted for?

a.
Sales method.

b.
Entitlements method.

c.
Other (please explain).

Steering Committee Tentative View: 

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

Sub-issue 10.5.1 – Sales method: adjustment of production costs

If the sales method is used to account for an overlift (underlift) imbalance, should the owner in an overlift situation record a liability and an increase to operating expenses (or, in an underlift situation, a prepaid expense and a reduction of operating expenses) for the share of expenses related to the imbalance paid (owed) by the owner?

a.
Yes.

b.
No.

Steering Committee Tentative View:

Yes, if the sales method is used, the owner should record a liability (overlift situation) or a prepaid expense (underlift situation). 

Sub-issue 10.5.2 – How to price overlifts and underlifts

If the joint operating agreement (contract) provides for makeups (overlifts and underlifts) in quantities without specifying a particular price, what price should be used to price overlifts and underlifts for accounting purposes?

a.
Please describe the price you would use.

Steering Committee Tentative View:

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

Royalties Payable from Production

10.35
Royalties may be payable to the government or other mineral rights owner under either production sharing contracts or concessionary arrangements.  Some contracts under which mineral rights are obtained require the producing enterprise to dispose of all the production and to pay, or to have paid, to the royalty owner the appropriate proceeds belonging to the royalty owner.  The royalty amount is usually a specified share of the gross proceeds from production, less appropriate excise taxes or production taxes and less specified production, transportation and marketing costs applicable to the royalty owner’s share of production.  The costs in which the royalty owner must share are usually specified in the contract.  Other contract provisions may provide that the royalty owner may, or must, take “in kind” (rather than in cash) the royalty owner’s share of production.  Under the latter contracts, the royalty owner may take physical possession of the oil or gas or may sell the oil or gas at the point of production.  

10.36
Two approaches may be used by producers in accounting for royalties:


(a)
the producer excludes from revenue the share of production taken by the royalty owner or the share of production proceeds paid or payable to the royalty owner.  Under this procedure, the royalty owner’s share of production will not appear in the income statement of the producer; or


(b)
the producer includes in revenue the value of all minerals produced and sold (or transferred to the enterprise’s downstream operations), including the value of the minerals taken by the royalty owner or the amount of royalty paid or payable to the royalty owner.  Under this approach, the royalty paid or payable for the period will appear in the income statement as an expense.  

10.37
In some cases an enterprise may use one of these approaches in one situation and the other approach in another situation.  For example, in the UK the OIAC provides different accounting treatments for the two situations  (SORP, paragraph 111).  If the producer is obliged to dispose of the production and pay over, or to have paid over, the royalty owner’s portion of the net proceeds of sale, the royalty payments are considered to be in the nature of production costs or taxes.  The producer must report the entire proceeds in revenue and deduct as a part of cost of sales the net royalty paid.  On the other hand, if the contract permits the royalty holder to take and dispose of the royalty holder’s share of oil or gas, the effect of the royalty is excluded from the income statement of the producer.  Under the OIAC guidelines, it is recommended that an enterprise with a royalty interest in a property should record related income and expense in accordance with the underlying agreement, as discussed above.  In the absence of specific contractual guidance, it is recommended that the enterprise record the entire gross income, including that applicable to the royalty interest.  The SORP recommends that in this situation the net royalty remitted, along with all operating costs, should be included in cost of sales.

10.38
In some countries – for example, the United States – all royalty interests are required to be excluded from revenues of the producer, and also from the mineral reserves reported by the producer.  

Basic Issue 10.6 – Royalties paid in cash

How should the producer account for cash royalties owed to the royalty owner?  [Note: It is generally recognised that measurement of the producer’s reserve quantities should be consistent with the inclusion or exclusion of royalty amounts in the producer’s gross revenue.]

a.
Include royalty amount in producer’s gross revenue and deduct the amount paid to the royalty owner as an expense.

b.
Exclude the royalty amount from the producer’s net revenue.
Steering Committee Tentative View: 

Include royalty amount in producer’s gross revenue and deduct the amount paid to the royalty owner as an expense.
Sub-issue 10.6.1 – Royalties taken in kind

If the royalty owner takes production in kind, rather than a cash payment, how should the producer account for the royalty quantity of production?

a.
Include the value of the production taken by the royalty owner in producer’s gross revenue and deduct that amount as an expense.

b.
Exclude the royalty amount from the producer’s net revenue.

Steering Committee Tentative View:

Include the value of the production taken by the royalty owner in producer’s gross revenue and deduct that amount as an expense.
Inclusion of Severance and Production Tax Collections in Revenues

10.39
One provision of IAS 18.8 that is of particular relevance to the extractive industries is the following.  Note that although revenue from “the extraction of mineral ores” is excluded from IAS 18, this principle applies to enterprises in the extractive industries:



Amounts collected on behalf of third parties such as sales taxes, goods and services taxes and value added taxes are not economic benefits which flow to the enterprise and do not result in increases in equity.  Therefore, they are excluded from revenue.

10.40
Some governments require producers of minerals to pay a severance tax or other similar tax based on the value of minerals produced.  The tax is payable even if the minerals are not sold.  Practice in some countries is for the producer to recognise the severance tax as an expense and to include in revenue any such taxes that may be passed on to the purchaser of the product.  This treatment is based on the theory that the burden of the tax falls on the producer and that any amount recouped from purchasers is merely an adjustment of the sales price.  However, others argue that the severance tax is similar to the sales and other taxes described in IAS 18.8 and, therefore, they would exclude the amount of the tax from the producer’s revenue and expense.  If the tax is levied only on products sold and is passed on to the purchaser, there is greater support for treating the tax as discussed in IAS 18.8 because the nature of the tax meets the description in that paragraph.  A key factor in the decision on accounting for the tax is whether it is levied on the producer or on the purchaser, with the producer merely serving to collect the tax.  It appears that in most cases the tax is an expense of the producer.
Basic Issue 10.7 – Severance taxes

Should severance taxes paid in cash (rather than in kind) be included in the producer’s revenue and expenses?

a.
Yes, include.

b.
No, exclude.

Steering Committee Tentative View: 

Severance taxes paid in cash should be included in the producer’s revenue and expenses.

Product Exchanges

10.41
Frequently enterprises in the extractive industries, especially in the petroleum industry, exchange mineral products in different locations.  For example, an enterprise may construct an oil refinery in an area producing oil with certain technical characteristics. The refinery is constructed to specifications that will most efficiently and effectively refine the oil produced in that area.  If the enterprise operating the refinery has a shortage of oil in the area where the refinery is located, but another enterprise is has producing oil in that area in excess of its needs and is transporting the oil to other areas, or has the productive capacity to do so, the two parties may enter into an exchange agreement.  The other party will agree to transfer to the refinery owner a specified quantity of oil produced in the area of the refinery.  The refinery owner will in turn transfer at another location, specified by the other party, oil produced by the refinery owner in that area. 

10.42
Frequently exchanges occur between producers, neither of which operates a refinery.  The exchange takes place because of differences between each party’s productive capability and that party’s sales in an area.  For example, an enterprise with production in excess of its sales requirements in the Netherlands may exchange some of this excess production in the Netherlands with another party who has a shortfall of production in the Netherlands in return for gaining access to oil in Canada from the second party who has excess production there. 

10.43
Because the oil or other mineral product produced in each location almost always has different characteristics, the values of the exchanged mineral products are likely to be different.  The exchange contract typically calls for one party to pay the other party a differential for the difference in value.  (Some contracts call for each enterprise to pay the other the full value of the mineral products that each is acquiring in the trade.) 

10.44
Two views are commonly espoused on how exchanges should be accounted for: 


(a)
Record the transaction as a sale and a purchase, regardless of whether the contract does or does not require each enterprise to pay the other enterprise the value of the mineral product acquired in the trade.  In that case either the gross revenue and gross expense would be recognised or the differential paid would be treated by the payer as additional cost of the mineral product purchased, while the recipient of the differential would treat that amount as additional revenue from sale of the mineral product traded to the other party.  Those who argue for this treatment usually think that it is especially appropriate where the exchanged is entered into as a sale and purchase.  If the contract calls merely for payment of the differential, many consider that the economic substance of the transaction is that the party receiving the differential has, in effect sold its product for its fair market value and has, in turn, purchased mineral product at fair value.  There are others, however, who contend that such transactions are nothing more than the exchange of “like-kind assets” and that no income is realised on the transaction until the oil received in the exchange is sold.  They prefer to ignore the purchase and sale aspects of the transaction, as discussed in subparagraph (b). 


(b)
Ignore the sale and purchase aspect of the exchange.  Under this approach, some suggest that it would be appropriate for the recipient of the differential to report the differential as revenue at the time the differential is received.  However, some argue that no revenue is earned until the mineral product received in the exchange has been sold.  Those who hold this view would record the differential received as unearned revenue until the mineral product received has been sold.  Others would accept recording the differential as revenue at the time it is received, but if the related oil has not been sold by the end of the month of receipt, the differential amount would be transferred from the revenue account to an unearned revenue account.   Subsequently, when the related product has been sold, the differential would be transferred back to revenue. 

10.45

IAS 18.12 provides that “when goods or services are exchanged or swapped for goods or services which are of a similar nature and value, the exchange is not regarded as a transaction which generates revenue.  This is often the case with commodities like oil or milk where suppliers exchange or swap inventories in various locations to fulfil demand on a timely basis in a particular location.”  Following IAS 18, it appears that the exchange should be recognised as a purchase and sale when the swapped products are not of a similar nature and value.

Hedging Transactions and Derivatives

10.46
IAS 39, Financial Instruments: Recognition and Measurement, establishes standards for recognising, measuring, and disclosing information about an enterprise’s financial assets and financial liabilities, including accounting for hedging transactions.  IAS 39 and IAS 32, Financial Instruments: Disclosure and Presentation, together deal with presentation and disclosure of financial instruments. 

10.47
Hedging, for accounting purposes, means designating a derivative or, in the case of a hedge of foreign currency exchange risk only, a non-derivative financial instrument as an offset, in whole or in part, to the change in fair value or cash flows of a hedged item.  Under IAS 39, a hedged item can be an asset, liability, firm commitment, or forecasted future transaction that is exposed to risk of change in value or changes in future cash flows.  Hedge accounting recognises the gain or loss on the hedged item in the same period as the loss or gain on the hedging instrument.  IAS 39 permits hedge accounting, provided that the hedging relationship is clearly defined, measurable, and actually effective.  

10.48
It is very common for enterprises in the extractive industries to enter into hedging contracts to fix the price at which minerals will be sold and to protect against price fluctuations.  Some of the hedging instruments most frequently used are discussed in the next paragraph.

10.49
In the extractive industries, hedging transactions usually are entered into before the mineral is produced.  Three of the most commonly used instruments are the following:


(a)
Forward sales.  The enterprise commits to deliver a fixed quantity of a commodity at a fixed price at a specific future date.  A forward contract permits the producer to lock in a price for the product, protecting against price declines.


(b)
Options.  The enterprise purchases a put (it has the right to sell at a fixed price on a future date) or sells a call (the enterprise has the obligation to sell at a fixed price on a future date if the purchaser of the call exercises the option) to establish a minimum price while retaining the ability to participate if prices rise.  By purchasing a put option, the producer establishes a guaranteed minimum price for the minerals to be produced.  By selling a call option at a price in excess of the put option, the producer establishes the possibility of receiving more than the call option price.  Effectively, the two contracts set a minimum and a maximum price that will be received for the mineral produced.


(c)
Gold loans.  The enterprise borrows gold and has an obligation to repay the loan in ounces of gold from future production (in effect selling future production at the spot prices at the time the gold is originally borrowed).  Sometimes, these loans have a repricing mechanism after a specified period of time.  


Each of these instruments meets the definition of a derivative under IAS 39.  Under IAS 39, derivative financial assets and derivative financial liabilities are always deemed held for trading, and therefore measured at fair value with value changes recognised in net profit or loss, unless they are designated as hedging instruments and are effective as such.

10.50
If an enterprise in the extractive industries has financial instruments that are appropriately designated as price hedges under IAS 39, most people believe that the enterprise should use the hedge-adjusted prices to determine proved reserve quantities and values (see Chapters 3 and 14).

10.51
Enterprises in the extractive industries often enter into fixed-price forward contracts to sell (or purchase) a mineral that is traded on a commodity exchange and that is readily convertible to cash.  Those contracts often permit the purchaser of the minerals to take physical delivery at the end of twelve months or to pay or receive a net settlement in cash, based on the change in fair value of the mineral.  While such a contract meets the definition of a derivative under IAS 39, it is not necessarily accounted for as a derivative.  The contract is a derivative instrument because there is no initial net investment, the contract is based on an index, the price of the mineral, and it is to be settled at a future date.  However, if the seller (purchaser) of the mineral intends to settle the contract by delivery and has no history of settling in cash, the contract qualifies for the exemption from the requirements of IAS 39.  Some argue that the contract should be accounted for as an executory contract rather than as a financial instrument.  Others consider that the contract should be accounted for as a derivative instrument under IAS 39, that is, it should be measured at fair value with value changes being recognised in net profit or loss.

10.52
Most of those involved in derivatives trading conclude that the general rules of IAS 39 can be applied to all hedging transactions in the extractive industries.  There appears to be nothing inherent in mineral hedging instruments to remove them from scope of IAS 39.
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