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Chapter 8
Removal and Restoration
Introduction

8.1
In Chapter 6 various issues related to capitalisation of costs incurred in finding and developing mineral reserves were examined.  In Chapter 7 different approaches that have been suggested and used for depreciating capitalised costs related to mineral reserves were discussed.  Also in Chapter 7, brief mention was made of the capitalisation of certain costs related to mining and petroleum operations that usually will not require cash outlays until the related minerals have been extracted.  These delayed expenditures are those to be incurred to remove facilities and to restore the production area in a manner required by law or regulations or by the enterprise’s accepted practice.  They are referred to in IAS 37, Provisions, Contingent Liabilities and Contingent Assets, as removal and restoration costs.  They also are referred to frequently as dismantlement, removal, and abandonment costs and sometimes simply as decommissioning costs.  

8.2
The issue of accounting for removal and restoration costs must be addressed regardless of the method of accounting for preproduction activities.  

8.3
IAS 37 applies to the extractive industries.  Under IAS 37, when an obligation exists as the result of a past event, independent of the enterprise’s future actions, the obligation is recognised as a provision, that is, a liability is recognised.  IAS 37 neither prohibits nor requires capitalisation of the debit arising when a provision is recognised.  However, IAS 37, Appendix C, Example 3, “Offshore Oilfield” describes a situation in which an enterprise operates an offshore oil field where its licensing agreement requires the enterprise to remove the oil rig at the end of production and restore the seabed.  At the balance sheet date, the rig has been constructed.  The conclusion given in this example is that a provision must be recognised in an amount equal to the best estimate of the present value of the eventual costs that relate to the removal of the oil rig and restoration of damage caused by building it.  These future costs are recognised as a liability when the rig is installed.  The debit arising from the provision becomes part of the depreciable cost of the oil rig.

8.4
The remainder of this chapter examines certain issues that arise in implementing IAS 37 in the extractive industries.  First, an overview of the requirements of IAS 37 is presented.  Then specific questions related to implementation in the extractive industries are presented.

Overview of Requirements of IAS 37
NOTE:  The following discussion assumes familiarity with IAS 37.  Respondents are encouraged to review IAS 37 before responding to the issues in this chapter.

Requirements for Provisions to be Recognised
8.5
Provisions are defined as liabilities of uncertain timing or amount.  IAS 37.14 states that a provision should be recognised only:


(a)
when an enterprise has a present obligation (legal or constructive) as a result of a past event; 

(b)
it is probable that an outflow of resources embodying economic benefits will be required to settle the obligation; and


(c)
a reliable estimate can be made of the amount of the obligation. 

8.6
This approach follows from the definition and recognition criteria for liabilities and expenses in the IASC Framework.  With respect to liabilities, the Framework (paragraph 91) states:



A liability is recognised in the balance sheet when it is probable that an outflow of resources embodying economic benefits will result from the settlement of a present obligation and the amount at which the settlement will take place can be measured reliably.

Consistency with the IASC Framework
8.7
With respect to expenses, the Framework (paragraph 94) states:



Expenses are recognised in the income statement when a decrease in future economic benefits related to . . . an increase in a liability has arisen that can be measured reliably.

Costs that Require Provisions
8.8
IAS 37.18 observes that “no provision is recognised for costs that need to be incurred to operate in the future”.  IAS 37.19 then notes that it is only those obligations arising from past events existing independently of an enterprise’s future actions (that is, the future conduct of its business) that are recognised as provisions.  IAS 37, Appendix C, Example 3, which indicated that the estimated costs of removing an oil rig and restoring damage resulting from its installation should be provided for when the rig is installed, also indicates that the removal and restoration costs arising through the future extraction of oil do not qualify for recognition as a provision at the time the facilities are installed.  Instead the liability for those costs should be recognised when the oil is extracted and the restoration obligation arises. 

8.9
Parallel illustrations exist in the mining industry.  An mining enterprise would not recognise a provision for future removal of overburden to obtain access to underground minerals, because that would be a liability to be incurred as a result of future events.  On the other hand, once the overburden has been removed or a deep-hole mineshaft has been dug, the enterprise’s obligation for removal of facilities and restoration of the site would result in a provision.

Measuring the Amount of Provision Necessary
8.10
IAS 37.36 requires that “the amount recognised as a provision should be the best estimate of the expenditure required to settle the obligation at the balance sheet date”.  Therefore, in measuring a provision, an enterprise should take risks and uncertainties into account (IAS 37.42).  

8.11
An enterprise should also discount the provisions if the time value of money is material, as it normally will be in the extractive industries (IAS 37.45).  The discount rate should be a pre-tax rate (or rates) that reflect current market assessments of the time value of money and risks specific to the liability that have not been reflected in the best estimate of the expenditure (IAS 37.47).  The increase in the provision due to the passage of time is recognised as interest expense.  Future events, such as technological changes and changes in the law should be taken into account where there is sufficient objective evidence that they will occur (IAS 37.49).  Gains expected from the disposal of assets should not be taken into account (IAS 37.51).

Revising Provision Estimates

8.12
IAS 37.59 requires that a provision should be reviewed at each balance sheet date and adjusted to reflect the current best estimate.  If it is no longer probable that an outflow of resources embodying economic benefits will be required to settle the obligation, the provision should be reversed.

Accounting for the Charge Resulting from Recording a Provision

8.13
IAS 37.8, which describes the scope of the Standard, summarises the Standard’s position on the treatment of the charge resulting at the time provision is recorded:



Other International Accounting Standards specify whether expenditures are treated as assets or as expenses.  These issues are not addressed in this Standard.  Accordingly, this Standard neither prohibits nor requires capitalisation of the costs recognised when a provision is made.

8.14
Although IAS 37 neither prohibits nor requires capitalisation of the costs recognised when a provision is made, Example 3 in Appendix C of that Standard nevertheless concludes that a provision should be recognised when the enterprise installs and operates an offshore oilfield where its licensing agreement requires it to remove the oil rig at the end of production and to restore the seabed.  It also concludes that these costs are included as part of the cost of the oil rig.  The removal and restoration costs must be incurred for the enterprise to obtain any future economic benefits from the rig itself, that is, they are necessary to prepare the asset for its intended use.  As such capitalisation and subsequent depreciation is appropriate. 

8.15
Four possibilities exist to account for the charge resulting from recording a provision when the obligation arises in connection with the acquisition and installation of an asset:


(a)
capitalise and subsequently depreciate the costs, as illustrated in IAS 37;


(b)
record the debit amount as a deferred expense to be charged against income as related reserves are produced.  This procedure has, essentially, the same income statement impact as capitalising the costs as part of the asset’s depreciable amount, if the depreciation of the capitalised costs is on the unit-of-production basis.  This procedure is recommended by some who maintain that the estimated future provision is not a part of the asset’s cost in the way that equipment costs or the costs to construct a facility are part of the asset’s depreciable basis.  They view the provision as an estimate of a future expense that relates to the use of the asset to produce mineral reserves from the deposit;


(c)
charge to expense the entire amount at the time the provision is made.  However, there appears to be little, if any, support for this approach from within the extractive industries.  It is argued that classifying the debit amount as an expense does not recognise that the present obligation for future removal and restoration provides a future benefit (asset) to the enterprise as well, namely the right to operate commercially the offshore rig or facility.  On the other hand, it can be argued that the present obligation has been incurred by the construction of the offshore rig or facility.  Whether or not the rig is operated commercially, the removal and restoration must take place and therefore the requirement to remove the rig and restore the seabed do not provide future economic benefits; and 


(d)
record the entire amount of the debit as a separate asset and to charge the entire amount of the asset, including subsequent adjustments to the provision, to expense when the removal and restoration occurs, with no depreciation taken during the production of the related reserves.  This approach does not recognise that the facility has a certain productive capacity that diminishes as the offshore oil is produced.  Further, it is hard to argue that the requirement to remove the rig and restore the seabed gives rise to future economic benefits that are separate from the other assets associated with the reserves that give rise to the need for the removal and restoration.  The removal and restoration must take place whether or not the rig is operated commercially, and therefore the need for the removal and restoration does not create any additional future economic benefits.

Disclosures Related to Provisions

8.16
IAS 37.84-92 require a number of disclosures of factors related to provisions.  Those specified in IAS 37.84 are most pertinent to the extractive industries.  They include disclosures, for each class of provision for each period, the balances at the beginning and end of the period, increases, amounts used (charged against the provision), amounts of reversals, and the increase in the discounted amount arising from the passing of time and the effect of any change in the discount rate.

Issues Related to Application of IAS 37 to the Extractive Industries
8.17
Some of the major issues arising from the application of IAS 37 to the extractive industries are examined below. 

Evolution of Accounting for Removal and Restoration Costs in the Extractive Industries
8.18
Prior to the early 1970s, future removal and restoration costs were typically ignored in the extractive industries.  The related expenditures were simply charged to expense at the time they were incurred.  That was probably due to two major factors.  First, the magnitude of the costs involved was much lower than those of today and enterprises had only recently begun to construct large offshore oil and gas facilities around the world.  Second, there were few national or international requirements for, or regulation of, removal and restoration related to extractive activities and accounting practice did not require the recognition of constructive obligations.  Removal and restoration policies, and accounting for those policies, varied widely from country to country and from enterprise to enterprise. 

8.19
In the 1970s there were numerous changes in public and private attitudes about the removal and restoration of facilities.  Governments began to impose environmental remediation requirements, including removal of facilities and restoration of both the offshore and onshore environments.  Those years also saw the installation of huge offshore oil and gas facilities whose removal and the subsequent restoration would be very expensive.  Similarly, there were increased requirements and expectations for environmental restoration and remediation on the completion of mining activities. 

8.20
Because of the magnitude of the costs involved and the publicity given to environmental aspects, regulatory bodies began to address the problem of dismantlement, removal, and restoration in the late 1970s and early 1980s.  The accounting policy developed by many was to accrue over the productive life of the mineral deposit the estimated costs to carry out removal and restoration activities.  The amount of each period’s accrual was charged to operating expense and added to an estimated liability account.  For example, SORP 3, Accounting for Abandonment Costs, issued by the United Kingdom Oil Industry Accounting Committee in 1988, contained the following explanatory note in paragraph 9: 



This statement considers that the liability will be incurred when abandonment work is commissioned and recommends therefore that the provision for the eventual costs of abandonment be built up gradually in the balance sheet over the productive lives of the facilities concerned so that the accumulated provision will equal the cost of abandonment at the time the facilities cease to be used. 

8.21
Further, paragraph 14 of SORP 3 explained the method for charging abandonment costs to expense: 



This statement recommends that the estimated cost of abandonment should normally be allocated to accounting periods on a unit of production basis using the same reserve quantities as are used for the calculation of the periodic charge for depreciation of the associated fixed assets. 

8.22
The decade of the 1990s, with the development of conceptual frameworks, saw the advancement of the idea that a liability for the relevant part of future removal and restoration costs is created by installation of the facilities.  As generally interpreted, the liability should be recorded at the time of installation, with the amount of the provision added to the asset’s depreciable basis. 

8.23
Similar to IAS 37, the UK is one of several countries whose standard-setter has recently issued standards applying to all industries that require future removal and restoration costs incurred by the installation to be provided for at the time of an asset’s installation or construction.  In the UK, the Accounting Standards Board issued Financial Reporting Standard 12, Provisions, Contingent Liabilities and Contingent Assets, requiring provision to be made for a present obligation whether the obligation is legal or constructive.  FRS 12 specifically requires (in an example) that this approach be applied to decommissioning costs of oil installations.  FRS 12 also specifies that the amount of the provision shall be capitalised as part of the cost pool.  In that regard, FRS 12 is the same as IAS 37.  Other countries, including the US, are in the process of issuing such standards.  

8.24
In January 2000, the UK’s Oil Industry Accounting Committee issued a comprehensive Statement of Recommended Practice, Accounting for Oil and Gas Exploration, Development, Production and Decommissioning Activities.  That SORP replaced the 1988 SORP 3 discussed above.  Many paragraphs in the January 2000 SORP discuss the application of the decommissioning provisions of FRS 12 to the petroleum industry.  Paragraph 89, in particular, makes clear that the decommissioning provisions of FRS 12 do apply to the petroleum industry:



. . . a provision is required, subject to the measurement rules below, as soon as damage is done.  The word ‘damage’ has a very broad application in FRS 12 and refers to any act, event or circumstance which requires to be rectified, either immediately or at some point in the future.  Thus an offshore platform or laying of a pipeline is regarded as damage to the marine environment.

8.25
Paragraph 62 of the UK SORP discusses the nature of the charge resulting at the time the decommissioning provision is recorded: 



The future cost of decommissioning an installation, provided for in accordance with paragraphs 88 to 98 of this statement, should be regarded as part of the total investment to gain access to future economic benefit.  Thus a ‘decommissioning asset’ should be established and should be included as part of the overall cost pool or field cost centre. 

Basic Issue 8.1 – Applicability of IAS 37

Should the requirements of IAS 37 be applied in recognising and measuring future removal and restoration provisions by enterprises in the extractive industries? 

a.
Yes, IAS 37 should be applied.

b.
No, IAS 37 should be modified in its applicability to enterprises in the extractive industries (please explain). 

Steering Committee Tentative View: 

IAS 37 should be applied without modification.
Accounting Treatment of the Offsetting Charge When a Provision is Recorded-IAS 37. 

8.26
One of the principal questions arising from the application of IAS 37 to the extractive industries is whether the amount of the provision made to reflect the future liability resulting from the damage that construction of facilities has caused should or should not be treated as a part of the cost of the related asset.  Earlier in this chapter it was noted that IAS 37.8 states that the Standard neither prohibits nor requires capitalisation of the costs recognised when a provision is made.  It may be speculated that one reason for the lack of a specific requirement about cost capitalisation is that IAS 37 covers many different types of provisions, some of which may not warrant cost capitalisation.  

8.27
The four broad approaches to the treatment of the debit are discussed above in paragraph 8.15.  In summary, some argue that, for the extractive industries, there is a single type of provision involved in accounting for removal and restoration, and that a Standard dealing with the extractive industries should specify that the costs related to the provision for removal and restoration should be capitalised as part of the asset’s cost. 

8.28
Where the estimated future removal and restoration costs are not capitalised as part of the asset’s cost at the time the facility is constructed or installed, three possible treatments exist with the advantages and disadvantages as discussed earlier.  The charge could be recognised as a separate asset, with or without depreciation, or could be immediately expensed.

Basic Issue 8.2 – Provision arising when an asset is installed

Should an enterprise capitalise as part of the cost of the related asset the amount of a provision established for subsequent removal and restoration where the liability for performing such work is caused by the installation of the facility (illustrated in the oil rig example in Appendix C to IAS 37)?  

a.
Yes, the amount of the provision is part of the cost of acquiring the asset, and is depreciated, as illustrated in IAS 37.

b.
No, the amount of the provision should be capitalised as a separate asset and depreciated as reserves are produced (IAS 37 should be amended). 

c.
No, the amount of the provision should be charged to expense when the asset is acquired (IAS 37 should be amended).

d.
No, the amount of the provision should be capitalised as a separate asset and remain, with no depreciation, to be charged to expense when the removal and restoration occur (IAS 37 should be amended).

Steering Committee Tentative View: 

The amount of the provision is part of the cost of acquiring the asset, and is depreciated, as illustrated in IAS 37.
Provisions Relating to Removal and Restoration Costs Created by Production
8.29
IAS 37, Appendix C, Example 3, observes that incremental future removal and restoration costs resulting from production should be recorded as a liability only when production takes place.  This follows from the view that if production does not occur the added removal and restoration costs related to production also will not occur.  That is, prior to production there is no past event resulting in a present obligation to restore an as yet undamaged environment.  This is in contrast to removal and restoration costs resulting from construction and installation of facilities that ultimately must be removed, with the site restored.  In that case, the liability is incurred as a direct result of construction and installation.

8.30
A question not addressed in IAS 37 is the accounting treatment to be accorded the debit arising from recognition of the estimated incremental liability for removal and restoration costs resulting from production.  Most suggest that if the liability is related wholly to restoration of damages created by past production, the liability represents nothing more than the amount owed for ongoing operations and provides no future benefit.  Under that view, the full amount of the incremental provision would be charged to current expense.  On the other hand, to the extent the incremental provision is deemed to benefit not only past production but also future production, that part of costs providing future benefits would be capitalised and depreciated over that future production.  

8.31
Sometimes, restoration activities are undertaken during an ongoing production process, rather than at the end of production.  For example, in strip mining activities an area may be restored shortly after mining is completed.  Because restoration occurs so quickly, many enterprises simply charge the costs to expense when they are incurred if the costs are incurred roughly at a rate similar to the rate of production.  Where this approach is immaterially different from recognising the liability when incurred (with the treatment of the expense depending on the circumstances), such treatment may be appropriate.

Basic Issue 8.3 – Removal and restoration arising as a result of production

How should an enterprise recognise a provision for removal and restoration that results from production activities subsequent to the installation?

a.
Capitalise as part of the cost of the related asset the amount of a provision established for removal and restoration where the liability for performing such work is caused by the production of minerals after the asset has been installed and future periods will benefit from the activities that gave rise to the need for removal and restoration.  Expense in other circumstances. 

b.
Charge the costs to expense immediately.

c.
Other (please explain). 

Steering Committee Tentative View: 

The Steering Committee has not developed a tentative view on this issue. 
Determining the Amount of the Provision
8.32
Consistent with IAS 37.36-40, the amount of provision necessary for future removal and restoration costs at the end of the period should be the “best estimate of the expenditure required to settle the present obligation at the balance sheet date”.  Subsequent paragraphs go on to elaborate on certain factors affecting calculation of the amount.  Those include consideration of risks and uncertainties (IAS 37.42-44).  IAS 37.45 provides for discounting the estimated future liability, using a pre-tax rate or rates that reflect the time value of money and risks specific to the liability that have not been reflected in the best estimate of the expenditure.  The timing of the cash outflows for removal and restoration may be different from the life of the reserves.  Consequently, in measuring the provision, the discounting period may be different from the depreciation period for the reserves.  An enterprise can discount using a real discount rate (one that excludes inflation) and base the cash flows on current costs.  Alternatively, it may discount at a nominal discount rate that includes inflation, in which case cash flow estimates would be based on expected future costs.

Basic Issue 8.4 – Discount rate

Should the discount rate used in measuring a provision be the same as the rate used in assessing impairment?

a.
Yes (please discuss).

b.
No (please discuss).

Steering Committee Tentative View: 

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

Changes in Provisions
8.33
IAS 37.59 provides that at each balance sheet date provisions should be reviewed and adjusted to reflect the current best estimate.  However IAS 37 is silent as to how the effect of changes in provisions should be recognised except that the increase in carrying amount resulting from the passing of time, which decreases the discount factor, is recognised as a component of borrowing costs.  Changes resulting from other factors (such as changes in cost estimates or changes in the discount rate) may result in an increase or a decrease in the provision.  IAS 37.48 states that future events that may affect the amount required to settle an obligation should be reflected in the amount of a provision if there is sufficient objective evidence that they will occur. Factors such as future changes in technology and possible new legislation that result in changes in removal and restoration costs must be taken into consideration where there is sufficient objective evidence.  If there is a decrease in the necessary balance in the provision, that part of the provision should be reversed.

Basic Issue 8.5 – Changes in provisions other than for changes in the discount rate

Should changes in the estimated amount of a provision for removal and restoration after it is initially recorded (other than those resulting from changes in the discount rate – see next issue) be recognised in subsequent periods?

a.
Yes.

b.
No, the obligation is fixed when the provision is initially recognised.

Steering Committee Tentative View: 

Changes in the estimated amount of a provision should be recognised in subsequent periods in accordance with IAS 37.

8.34
An issue that has been widely debated is whether a change in the discount rate used from year to year should be made.  Some point out that IAS 37.59 states that provisions should be reviewed at each balance sheet date and adjusted to reflect the current best estimate.  They argue that one of the estimates involved is that of the appropriate discount rate.  IAS 37.47 provides that the discount rate (or rates) to be applied to the estimated cash outflows should be the pre-tax rate (or rates) that reflect(s) the current market assessment of the time value of money and the risks to the liability.  Thus, they maintain, the discount factor to be used should always reflect the current market rate at the date of the estimate, including estimates at dates subsequent to the initial recording of impairment.  If interest rates are volatile, revisions of the discount rate will give rise to changes in the discount rate in estimating the present value of the liability for removal and restoration.  Changing the estimated liability to reflect the current discount rate is analogous to changing an obligation for variable interest rate debt.  

Basic Issue 8.6 – Changes in the discount rate

Should changes in the discount rate(s) in periods after a provision for removal and restoration is initially recorded be considered in calculating the provision needed in subsequent periods?

a.
Yes, use the current market assessment of the discount rate.

b.
No, the discount rate is fixed when the provision is initially recognised.

Steering Committee Tentative View: 

The current market assessment of the discount rate should be used at each balance sheet date in estimating an enterprise’s liability for removal and restoration cost.

8.35
With the exception of changes in a provision arising from the passing of time, IAS 37 provides no guidance as to the treatment of the adjustment when a provision is changed.  Some argue that the effect of the change should be recognised on the same basis as the charge was recognised when the provision was established.  Others argue that, where the original charge was capitalised, the effect of the change is not a change in the carrying amount of the asset, but rather is revenue or expense arising from a change in the carrying amount of the liability.  This view is supported on the grounds that at least some of the change in the carrying amount of the liability is to be recognised as a borrowing cost (IAS 37.59) and, under IAS 23, Borrowing Costs, borrowing costs are expensed unless they are capitalised as part of the cost of a qualifying asset.  It is argued by some that the change in the carrying amount of the provisions should be recognised by an enterprise on the same basis as that enterprise recognises borrowing costs.

Basic Issue 8.7 – Treatment of the effect of a change in a provision 

If a change is recognised in the amount of a provision after the provision is initially recognised, does the amount of the change adjust the carrying amount of any asset arising from the original recognition of the provision, or is it reported in net profit or loss for the period?

a.
Adjust the carrying amount of the asset only where borrowing costs are capitalised.

b.
Adjust the carrying amount of the asset in all cases.

c.
Report it in net profit or loss for the period. 

Steering Committee Tentative View: 

Adjust the carrying amount of the asset only where borrowing costs are capitalised.
Funding Provisions for Dismantlement, Removal, and Abandonment

8.36
Some jurisdictions now require that enterprises make periodic payments to accumulate a fund that is to be used for dismantlement, removal, and abandonment (DR&A) costs of the site(s) involved.  The balance of the fund when restoration is due may be equal to, greater than, or less than the actual costs incurred at the time of abandonment. 

8.37
Presumably, the inclusion of a DR&A funding requirement would permit the recognition of the deposits already made as an asset as long as the deposit will be available to fund rehabilitation activities.  That is, the deposit can be considered as being similar to reimbursements (IAS 37.63).  The asset could be recognised in one of two ways:


(a)
if the funding relieves the enterprise from all future obligation for dismantlement, removal and abandonment the payments would be recognised as an asset and set off against the removal and restoration liability if the offsetting conditions in IAS 32, Financial Instruments: Disclosure and Presentation, are met; and


(b)
if the funding requirement is a fixed amount but is not intended to relieve the enterprise of all additional obligation for dismantlement, removal, and abandonment, the accumulated amount paid at balance sheet date would be recognised as an asset but not offset against the liability for removal and restoration.


In both cases, the removal and restoration liability and associated debit amount would be measured as if the funding requirement did not exist.

8.38
Some argue that deposits made as part of the funding requirement should be used to reduce the liability for DR&A.  Some argue that these deposits do not represent an asset because control of the funds passes to the fund to which payment is being made, but that the payment of the funds reduce the liability remaining to be paid.  Others argue that the paid funds represent a contribution towards the eventual expenditure and are controlled by the contributing enterprise if they can be relied upon to reduce the amount of the final payment. 

Basic Issue 8.8 – Deposits to fund dismantlement, removal and abandonment

If an enterprise is required to contribute to a statutory fund for dismantlement, removal, and abandonment, should the deposits contributed to the fund be recognised as an asset?

a.
Yes: where the deposits can be relied upon to reduce the amount of the liability for dismantlement, removal, and abandonment.

b.
No (please explain). 

Steering Committee Tentative View: 

The deposit should be recognised as an asset when it can be relied upon to reduce the amount of the liability for dismantlement, removal, and abandonment.
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