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BACKGROUND
Decommissioning or environmental remediation work for a facility, well 
or other oil and gas installation may be required by law, the terms of 
an agreement, and/or an entity’s stated policy and/or past practice.1 In 
Canada, specifi c environmental laws and regulations generally require 
oil and gas entities to decommission, remediate and/or reclaim the 
property aff ected by their activities. In other countries, similar laws may 
not exist, but the recognition of such liabilities may nevertheless be 
required. 

The costs of decommissioning activities can be material and the 
measurement of such costs is often diffi  cult, requiring signifi cant 
estimates (e.g., amount and timing of future expected cash outfl ows) 
and the exercise of professional judgment.

IAS 37 Provisions, Contingent Liabilities and Contingent Assets outlines 
the accounting for provisions, including decommissioning liabilities 
(often referred to as “asset retirement obligations” (AROs) in Canada).

Under IAS 37, decommissioning liabilities are measured at the best 
estimate of the expenditure required to settle the present obligation at 
the end of the reporting period, which is typically the present value of 
the expected future cash outfl ows that will be required to perform the 
decommissioning. 

If the obligation to undertake decommissioning arose due to the 
acquisition, construction or use of an asset, IAS 16 Property, Plant and 
Equipment requires the cost of decommissioning to be recognized as 
part of the cost of the related asset and depreciated over that asset’s 
useful life. 

IFRIC 1 Changes in Existing Decommissioning, Restoration and 
Similar Liabilities contains guidance on accounting for changes in 
decommissioning, restoration and similar liabilities that have previously 
been recognized as part of the cost of an item of property, plant and 
equipment in accordance with IAS 16 and as a liability in accordance with 
IAS 37. Specifi cally, IFRIC 1 includes additional guidance on accounting 
for the eff ects of changes in the measurement of existing provisions to 
dismantle, remove or restore items of property, plant and equipment.

ISSUE

How should an oil and gas entity recognize and measure a change in the 
estimated obligation of an existing decommissioning liability? 
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Some Canadian junior oil and gas entities may have limited internal resources or experience to self-sufficiently 
estimate and measure the cost of decommissioning liabilities. Such entities often utilize external sources of 
information (e.g., information provided by operating partners; a peer group of entities operating in the same 
geographic area, geological structure or technological manner; industry publications; or guidelines provided by 
regulatory authorities) as a basis for calculating their decommissioning obligations. 

In such cases, it is important that the management of an oil and gas entity understand how the information 
published by these external sources has been developed. Management should exercise caution and apply judgment 
to ensure that externally obtained estimates are appropriately adapted and/or adjusted to reflect property specific 
circumstances (e.g., time frames, specific requirements of its wells and facilities, provincial regulatory obligations) 
and are calculated in compliance with IFRSs. For example, in Canada, mandatory regulatory deposit obligations, 
such as the Licensee Liability Rating (LLR) requirements of a province, contain cost estimates that may provide a 
basis for commencing the measurement of decommissioning liabilities under IAS 37, but in and of themselves do 
not necessarily represent an appropriately calculated liability under IAS 37.2

Reviewing Decommissioning Liabilities 
At the end of every reporting period, an oil and gas entity must review and (if applicable) adjust the measurement 
of a decommissioning liability to reflect material changes in the estimated timing or amount of cash outflows 
required to settle the obligation as well as the discount rate applied to the estimate of such cash outflows. 

Revising Decommissioning Liabilities 
A change in estimated timing or amount of cash outflows required to settle an existing decommissioning liability 
may result from various factors, including, but not limited to:

• changes in market conditions related to the inputs into the decommissioning activity (e.g., increased labour and/
or material costs) 

• changes in market conditions for the relevant commodity (e.g., decreased commodity prices may render a 
property uneconomic, and/or may change the overall reserves estimates and hence the life of the property, 
accelerating the future expected retirement or decommissioning date)

• changes to reclamation technologies and/or practices (e.g., enhanced practices on capping wells, replacing soil 
and/or replanting vegetation)

• changes to optimization, exploitation, or development technologies for oil or gas reserves (e.g., a new 
technology allowing for increased oil or gas recovery may significantly increase the amount of recoverable 
reserves or the productive life of a property, thereby significantly extending the future expected retirement or 
decommissioning date. Conversely, such new technologies may accelerate the rate of recovery of the reserves, 
thereby accelerating the future expected retirement or decommissioning date)

• changes in legal and/or regulatory requirements (e.g., introduction of new, or changes in current environmental 
protection acts and/or reclamation standards issued by an authorized regulatory body or board)

• changes in terms and conditions of an agreement (e.g., revisions to an agreement with an Aboriginal community 
to undertake additional restoration work)

• changes in the social or political environment (e.g., such changes may prompt an oil and gas entity to accelerate 
its decommissioning schedules or to increase the amount and type of decommissioning activities in order to 
enhance its “social license to operate” or better demonstrate its commitment to social responsibility). 

In addition, a change in the current market-based discount rate (defined in paragraph 47 of IAS 37) used to 
discount the future estimated cash outflows, as well as an increase in the provision that reflects the passage of 
time (also referred to as the unwinding of a discount or accretion) will affect the measurement of an existing 
decommissioning liability. 

Where the initial estimate of future decommissioning costs is included as part of the cost of an asset, certain 
changes in the measurement of that decommissioning liability are added to, or deducted from, the cost of 
the related asset in the period of change.3 However, the periodic unwinding of the discount relating to the 
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decommissioning liability (i.e., accretion) is recognized in profit or loss as a finance cost as it occurs. Capitalization 
of accretion under IAS 23 Borrowing Costs is not permitted. The adjustments that can be made to the asset are 
restricted as described in paragraphs 5-8 of IFRIC 1.

Diagram: Accounting for revisions to an existing decommissioning liability

As a consequence of the above re-measurement of the liability and the associated asset, the adjusted depreciable 
amount of the asset is depreciated over its remaining useful life or units of production. Therefore, once the 
related asset has reached the end of its useful life or production capacity, all subsequent changes in the related 
decommissioning liability, that have not been completed or ongoing, are recognized in profit or loss.

The re-measurement of the decommissioning obligation or related asset could have an effect on deferred taxes. 
An entity should consider the implications of updating the decommissioning obligation in accordance with its 
accounting policy for deferred income taxes.

Significant Judgments, Estimates and Assumptions  
Accounting for decommissioning liabilities is complex and requires the exercise of significant judgments and  
the use of estimates and assumptions. To allow users to understand the nature and extent of such judgments, 
estimates and assumptions, specific disclosure is required under IAS 37 and IAS 1 Presentation of Financial 
Statements (e.g., IAS 1.122).

Oil and gas entities should consider consulting their advisors, particularly environmental advisors, when 
undertaking an analysis of decommissioning liabilities. 

Decommissioning Liability  
Change in existing liability?4

Decrease  
Change decreases liability and related asset

Increase  
Change increases liability and related asset

• The amount deducted from the cost of the 
asset cannot exceed its carrying amount 
(i.e., asset cannot decrease below zero). 

• If the decrease in the liability exceeds the 
carrying amount of the asset, the excess is 
recognized immediately in profit or loss.

• Additions to the cost of the asset are 
assessed to determine whether this is an 
indication that the new carrying amount of 
the asset may not be fully recoverable (as 
defined in IAS 36 Impairment of Assets). 

• If there is an indicator of impairment as a 
result of such additions, the asset is tested 
for impairment in accordance with IAS 36.
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Illustrative Example: Revising an Existing Decommissioning Liability 
(Amounts are in thousands ($000) of Canadian dollars)

Facts: 
Oil Co. has a decommissioning liability relating to a current operating property in a specific territory.  

Under this territory’s legislation, unless Oil Co. has sufficient capital, it is required to maintain collateral to cover the cost of 
decommissioning, calculated in accordance with the territory’s regulatory decommissioning schedules. Typically, a letter of credit or 
letter of guarantee can be used as a source of collateral. The collateral does not extinguish the entity’s decommissioning liability or 
relieve it from any of its decommissioning obligations.    

Oil Co. began operating the property on January 1, 2004. Its initial cost was $60,000 (including an amount for calculated 
decommissioning costs of $10,000, which represented $35,000 in estimated cash flows payable in 20 years discounted at 
approximately 6.45 per cent). All amounts were calculated in compliance with IFRSs. 

Oil Co. measures all property, plant and equipment using the cost model under IAS 16 Property, Plant and Equipment. The property is 
depreciated on a unit of production basis. 

Oil Co. has a December 31 financial year end.

As of December 31, 2013, the property is 10 years old. Accumulated depreciation is $30,000. 

The discount rate has not changed. However, as a result of the unwinding of the discount (6.45 per cent) over the 10 years, the 
decommissioning liability has grown from approximately $10,000 to $18,733. 

On December 1, 2013, the territory’s regulator updated its decommissioning estimates, increasing total estimated decommissioning 
costs by $750. As a relief measure, the territory is allowing all entities affected by this change (i.e., those without sufficient capital) 
a 3 year period over which to set aside the necessary additional collateral. As a result of the relief measure, the territory’s regulator 
updated the 2013 decommissioning schedule to reflect 1/3 of the total estimated cost increase. This decommissioning schedule will 
continue to be increased by $250 in each of the following two years.   

As a basis for calculating its revised IFRS compliant decommissioning liability, Oil Co. uses the new increased territorial decommissioning 
estimate of $750 as a starting point to commence analysis. Adjusting for entity specific factors (including geographic, geological and 
technological factors), the entity estimates that as a result of the updated territorial decommissioning schedule the net present value of 
the IFRS decommissioning liability has increased by $1,000.5

Analysis:  
To reflect the change, Oil Co. adjusts the decommissioning liability from $18,733 to $19,733, by recording the following journal entry:

Dr. Asset $1,000 
 Cr. Liability – Decommissioning  $1,000

At the balance sheet date, Oil Co. has a present obligation as a result of the updated legislation to incur measurable additional costs to 
decommission the property. The fact that collateral submissions can be made over a 3 year period does not negate the existence of a 
liability as at December 31, 2013. 

Following this adjustment, the carrying amount of the property is $31,000 ($60,000 – $30,000 + $1,000), which will be depreciated 
over the property’s remaining estimated production capacity.

As the adjustment results in an addition to the cost of the asset, Oil Co. considers whether this is an indication that the new carrying 
amount may not be fully recoverable (i.e., impaired). Management concludes that the asset’s recoverable amount exceeds its carrying 
value and therefore the asset is recoverable (i.e., no impairment exists).  
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(Endnotes)

1. A decommissioning liability may arise from a legal or constructive obligation. Paragraph 10 of IAS 37 defines both a legal and constructive obligation. 
A legal obligation is an obligation that derives from: a contract (through its explicit or implicit terms); legislation; or other operation of law. A 
constructive obligation is an obligation that derives from an entity’s actions whereby an established pattern of past practice, published policies or 
a sufficiently specific current statement, the entity has indicated to other parties that it will accept certain responsibilities; and as a result, the entity 
has created a valid expectation on the part of those other parties that it will discharge those responsibilities. 

2. For example, in the Province of Alberta, the Licensee Liability Rating (LLR) program is overseen by the Alberta Energy Regulator (AER). The AER 
has succeeded the Energy Resources Conservation Board and taken on regulatory functions from the Ministry of Environment and Sustainable 
Resource Development that relate to public lands, water and the environment. AER provides full-lifecycle regulatory oversight of energy resource 
development in Alberta. Visit www.aer.ca for more information. 

3. In this Viewpoint, it is assumed the related asset is measured using the cost model. Should an entity measure the related asset using the revaluation 
model, different requirements apply – refer to IFRIC 1 for further details.

4. Excluding changes due to accretion. 

5. Management should not be using the phase-in amount of $250 as a starting point, as the estimated cost to remediate a well is $750 regardless of the 
3 years phase-in period for regulatory requirement purposes.  
 
In this example, management used $750 as a basis for commencing the measurement of its decommissioning liability. After adjusting for entity 
specific factors (including geographic, geological and technological factors), management calculated a total decommissioning cost increase of 
$1,400, which when discounted results in a net present value of $1,000. All figures are illustrative in nature. 
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