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Chapter 4
Historical Cost Concepts of Accounting for Preproduction Activities

Introduction

4.1
Preproduction activities are those activities undertaken before mineral resources can be extracted from the earth, including prospecting, acquisition, exploration, evaluation and appraisal, development, and construction.  Preproduction costs are the costs of those activities.  Although virtually all mineral producing enterprises use historical cost accounting to account for their preproduction activities, this does not mean that all enterprises follow the same accounting concept.  Several different approaches to determining the capitalised costs of assets related to mineral reserves are used, yielding significantly different results.  The two most commonly used approaches are the successful efforts concept and the full cost concept.  Even though, in practice today, most enterprises worldwide use historical cost methods to account for exploration and development activities leading to mineral reserves, not all preparers or users of financial statements are completely satisfied with historical cost accounting.  Over the past eight decades various proposals have been made to replace historical cost accounting with a system reflecting some concept of the value of mineral reserves.  In this chapter, the most commonly found historical cost concepts are examined.  Chapter 5 examines proposals for value-based mineral reserve accounting. 

4.2
Under all of the historical cost concepts, some preproduction costs are capitalised as assets.  Those costs do not represent reserves as the asset but rather capitalised costs relating to reserves.  The exact nature of that asset is subject to debate and will be examined in the context of presentation and disclosure in Chapter 14.  Occasionally in this Issues Paper the discussion of capitalised preproduction costs may seem to suggest that the asset is the reserves, but that is not intended.

4.3
It is also important to point out that both the successful efforts concept and the full cost concept have been applied differently from enterprise to enterprise.  The absence of detailed accounting standards – both IASC and national – has led to a wide range of practices that fall broadly under the successful efforts umbrella, and similarly for the full cost concept.  Comparability of financial data from one successful efforts enterprise to another or from one full cost enterprise to another often can be illusory.  

4.4
In considering which costs should be recognised as assets under a historical cost accounting model, several fundamental issues should be borne in mind:


(a)
Does the cost meet the definition of an asset in the IASC Framework?


(b)
What are the specific assets that the cost represent?


(c)
What is the asset unit whose cost or value is measured for financial reporting – is it an individual mine or oil well, is it a geologically defined area, is it a political area such as a country or continent, is it all of an enterprise’s preproduction activities in the aggregate (this issue is sometimes called the “unit of account”)?


(d)
To what extent, if at all, should preproduction costs whose outcome is not yet known be recognised as an asset?

The IASC Framework Definition of an Asset

4.5
The definition of an asset in the IASC Framework will bear on the decision as to which preproduction costs should be capitalised.  Under the Framework paragraph 4.9, an asset is “a resource controlled by the enterprise as a result of past events and from which future economic benefits are expected to flow to the enterprise”.  In that context, future economic benefits means the potential to contribute, directly or indirectly, to the flow of cash or cash equivalents into the enterprise.  Control does not necessarily mean the legal right of ownership, though that is generally the case for most assets.  Sometimes, however, an enterprise can control all or some of an asset’s future economic benefits in other ways, such as by lease, operating agreement, or other contract.  

4.6
Not all resources that satisfy the general definition of an asset qualify for recognition in the balance sheet.  Even if there is an expectation of future economic benefits, an asset is recognised only if (a) it is probable that the future benefits will flow to the enterprise (a more stringent criterion than simply having the potential to contribute to cash flows) and (b) the asset has a cost or value that can be measured reliably.  Under criterion (a), the expectation that future economic benefits will flow to the enterprise must be sufficiently certain to be regarded as probable before an asset is recognised.  If it is considered improbable that economic benefits will flow to the enterprise from an asset in future periods, the cost of that asset is recognised as an expense in the income statement.  As the Framework (paragraph 90) notes:



This treatment does not imply either that the intention of management in incurring expenditure was other than to generate future economic benefits for the enterprise or that management was misguided.  The only implication is that the degree of certainty that economic benefits will flow to the enterprise beyond the current accounting period is insufficient to warrant the recognition of an asset.

4.7
The Framework does not provide a quantification of the meaning of “probable” or “improbable”.  In interpreting “probable”, some argue that it means “more likely than not” (that is, just over 50 per cent).  Others believe that “probable” means a higher threshold, perhaps 70 per cent or 80 per cent.  Still others believe that an item is not probable until it is virtually certain, which might represent a probability as high as 95 per cent or 99 per cent.  The term “probable” is used as a recognition criterion in several International Accounting Standards, but the IASC Board has generally not given a definition.  The one exception is in IAS 37, Provisions, Contingent Liabilities and Contingent Assets, where the term is used in the recognition criteria for provisions and is defined as meaning “more likely than not”.  However, IAS 37.23 states explicitly that this interpretation does not necessarily apply in other International Accounting Standards.

Assets in the Extractive Industries
4.8
It is unlikely that a definitive list of all the assets likely to be controlled by an extractive industries enterprise can be established because these enterprises are complex organisations that develop and use a wide range of technologies.  However, the types of assets likely to be controlled by extractive industries enterprises include:


(a)
rights to explore for, develop, or produce minerals and rights to receive royalties;


(b)
ownership of properties containing or likely to contain mineral reserves;


(c)
knowledge arising from exploration or similar activities and research and development designed to improve available technologies;


(d)
individually identifiable purchased assets such as pumps and draglines;


(e)
individually identifiable self-constructed assets such as processing plants or wells; and


(f)
assets that represent the cost of accessing known mineral reserves.

The Unit of Account

4.9
An important issue in considering which preproduction costs should be recognised as assets is sometimes referred to as the “unit of account” question: what is the asset unit whose cost or value is measured for financial reporting?  Is it the reserves associated with an individual mine or oil well?  Is it the reserves associated with a geologically defined area, such as a mine, reservoir or a field?  Is it the reserves that are both associated with a geologically defined area and also identified by the enterprise’s management as warranting exploration?  Is it the reserves in a political area such as a country or continent?  Is it all of an enterprise’s worldwide reserves in the aggregate?  

4.10
The size of the unit of account can affect such accounting issues as cost capitalisation, impairment testing, and depreciation.  Unfortunately, the IASC Framework does not directly address the unit of account question.  The matter has arisen in a number of International Accounting Standards:


(a)
IAS 16, Property, Plant and Equipment.  IAS 16.11 suggests that major spare parts would be recognised as separate items.  IAS 16.12 suggests that items (including components of an item that would otherwise appear to be a single asset) should be identified as separate assets where they have different useful lives or provide benefits to the enterprise in a different pattern.  IAS 16.27 states:

Major components of some items of property, plant and equipment may require replacement at regular intervals.  For example, a furnace may require relining after a specified number of hours of usage or aircraft interiors such as seats and galleys may require replacement several times during the life of the airframe.  The components are accounted for as separate assets because they have useful lives different from those of the items of property, plant and equipment to which they relate.  

IAS 16.34 indicates that assets can be aggregated into classes of assets, where a class is a grouping of assets of a similar nature and use.  This suggests that assets with similar useful lives or those providing benefits in a similar pattern can nevertheless be identified as separate assets.  In referring to specific pieces of property, plant, or equipment, IAS 16 generally uses the term “items”.  For example, IAS 16.7 says: “An item of property, plant and equipment should be recognised as an asset when...”.  Unfortunately, the term “item” is not defined.  


(b)
Interpretation SIC 23, Property, Plant and Equipment – Major Inspection or Overhaul Costs.  In SIC 23.5, the SIC concludes that IAS 16 requires that major inspection or overhaul costs be charged to expense when incurred except when, consistent with IAS 16.12, the enterprise has identified as a separate component of the asset an amount representing major inspection or overhaul and has already depreciated that component to reflect the consumption of benefits which are replaced or restored by the subsequent major inspection or overhaul.  SIC 23 does not say that the separate component is actually a separate asset, but simply that the cost of the component is separately tracked in the accounting records and is depreciated at a rate that reflects the useful life of that component.

(c)
IAS 36, Impairment of Assets.  IAS 36.65 requires that impairment be assessed separately for each cash-generating unit, which is the smallest identifiable group of assets that generates cash inflows from continuing use that are largely independent from the cash inflows from other assets or groups of assets.  It would appear to follow from IAS 36.65 that, if an enterprise were to recognise an asset on a broader basis than a cash-generating unit, the enterprise would need to separate that asset into components at least for the purpose of impairment.  

Capitalisation of a Cost Whose Outcome Is Not Yet Known
4.11
Many preproduction costs in the extractive industries relate to activities whose outcome is not yet known.  A critical accounting issue, therefore, is whether such costs qualify for recognition as an asset.  For example, costs such as prospective, mineral property acquisition, and exploration may be incurred long before it is determined whether commercial reserves actually exist.  Some would say that because success or failure is unknown at the time the costs are incurred, the enterprise cannot have an expectation of future benefits.  They conclude, therefore, that those costs do not satisfy the Framework definition of an asset.  Under this view, no preproduction costs incurred prior to the discovery of commercial reserves (“prediscovery costs”) can be capitalised or “deferred”.  Some believe that charging all prediscovery costs to expense is consistent with the treatment of research and development costs under IAS 38, Intangible Assets.

4.12
Others believe that ongoing exploration activity relating to costs that have already been incurred justifies an expectation of future benefits.  They conclude, therefore, that costs whose outcome is not yet known can meet the Framework definition of an asset.  Some who conclude that the costs can meet the Framework definition of an asset go further.  They see the ongoing exploration activity as sufficiently indicative of a probability of future economic benefits to justify recognition of the asset.  On the other hand, others conclude that even though the definition of an asset has been met, the test for recognition – that future benefits be probable – is not satisfied.  Therefore, they would not recognise an asset resulting from such costs.  This issue is discussed further in Chapter 6.

The IASC Framework and Historical Cost Concepts of Accounting

4.13
While it is often said that most business enterprises prepare their financial statements on the historical cost basis (whether under International Accounting Standards or most national accounting standards), in fact a number of different measurement bases are employed to different degrees and in varying combinations in financial statements.  The IASC Framework identifies historical cost, current cost (replacement cost), realisable or settlement value (selling price in an orderly sale), and present value (discounted present value of future net cash inflows).  The Framework does not take a preferred position for measuring assets and liabilities in general or for measuring any specific type of asset or liability.  However, in paragraph 101, the Framework observes that “the measurement basis most commonly adopted by enterprises in preparing their financial statements is historical cost” and that “this is usually combined with other measurement bases”.

4.14
As noted above, the IASC Framework does not provide guidance on the unit of account for assets, though the “cash-generating unit” defined in IAS 36 may offer some guidance.  The Framework also does not address which specific kinds of costs should be included in the cost of an asset.  Several IASC Standards do offer some guidance:


(a)
IAS 2, Inventories, states that the cost of inventories should comprise all costs of purchase (including the purchase price, import duties and taxes, transport, handling, and other costs directly attributable to the acquisition of inventories), costs of conversion (costs directly related to units of production, such as direct labour, plus a systematic allocation of fixed and variable production overheads that are incurred in converting materials into finished goods), and other costs incurred in bringing the inventories to their present location and condition; abnormal amounts of wasted materials, labour, or other production costs are excluded;


(b)
IAS 16, Property, Plant and Equipment, states that the cost of property, plant and equipment comprises its purchase price (including import duties and taxes) and any directly attributable costs of bringing the asset to working condition for its intended use; however, start-up and similar preproduction costs, initial operating losses incurred prior to an asset achieving planned performance, and abnormal amounts of waste in producing a self-constructed asset are expenses and not part of the cost of the asset; and


(c)
IAS 38, Intangible Assets, states that the cost of an internally generated intangible asset comprises all expenditure that can be directly attributed, or allocated on a reasonable and consistent basis, to creating, producing and preparing the asset for its intended use.  However, clearly identified inefficiencies and initial operating losses incurred before an asset achieves planned performance is not part of the cost of the asset.

Historical Cost Concepts of Accounting for Upstream Activities 

4.15
Four primary concepts of accounting based on historical costs are used in current practice in accounting for upstream activities.  The concepts, discussed in paragraph 4.16, differ in their effect on the decision whether to capitalise or to expense preproduction costs.  This chapter contains a general description of each concept and reviews the most important arguments given for and against each by those who support or reject each concept.  The differences between the concepts arise from differing opinions about five factors: 


(a)
the degree of relationship between a specific cost and specific mineral reserves to warrant treating the cost as an asset (discussed in this chapter); 


(b)
the cost centre to be used for accumulating costs (discussed in Chapter 6); 


(c)
the costs to be capitalised in each phase of activity (discussed in Chapter 6); 


(d)
depreciation of capitalised costs (discussed in Chapter 7); and


(e)
measuring impairment of capitalised costs (discussed in Chapter 9).

4.16
The term “concept” rather than “method” is used in this Issues Paper because a variety of methods for implementing each concept are found in practice.  The four primary concepts are:


(a)
successful efforts accounting – used by most large petroleum enterprises and many small ones, and by some mining enterprises.  Under successful efforts concept, upstream costs that lead to finding, acquiring, and developing mineral reserves are capitalised, costs that do not lead directly to finding, acquiring, and developing mineral reserves are charged to expense, and costs whose outcome is unknown may be capitalised or expensed.  In addition, a number of different methods of applying this concept have developed, so there is no single successful efforts “method” of accounting.  While the same is true for the area-of-interest and full cost concepts, the variety of alternatives is somewhat less for those concepts than for successful efforts; 


(b)
area-of-interest accounting – used by many mining enterprises and some petroleum enterprises.  Under the area-of-interest concept, costs are accumulated for individual geological areas that have characteristics conducive to containing a mineral deposit toward which exploration efforts are directed.  If the area of interest is found to contain commercial reserves, the accumulated costs are capitalised.  If the area is found not to contain commercial reserves, the accumulated costs are charged to expense.  Mining enterprises often use an accounting approach that is a hybrid between area-of-interest accounting and successful efforts accounting, charging all prospecting and exploration costs to expense up to the point that commercial reserves are found in an area of interest and capitalising such costs after that point; 


(c)
full cost accounting – used by many mid-size to small petroleum enterprises, but rarely by mining enterprises.  Under the full cost accounting concept, all costs incurred in searching for, acquiring, and developing mineral reserves in a large cost centre such as a country or group of countries are capitalised, even though a specific cost in a cost centre may have resulted from an effort that was clearly a failure; and 


(d)
appropriation accounting – used primarily by some mining enterprises in South Africa.  Costs are capitalised under rules similar to those under successful efforts accounting.  However, no depreciation is recorded on capitalised costs, on the basis that mines have a finite life, so that the retention of funds to finance the replacement of the mining facility is unnecessary and ongoing capital expenditures to maintain existing production capacity are charged to expense.  This method was designed primarily for enterprises with only one mine. 

Any of these concepts may result in capitalising some costs whose outcome is not yet known, particularly under the area-of-interest and full cost concepts.  

4.17
Until the 1950s almost all petroleum enterprises and most mining enterprises used some version of the successful efforts concept of accounting, even though there was a wide variation in the specific types of costs that were capitalised or expensed by different enterprises.  This approach reflected the high degree of risk associated with finding and developing new mineral reserves.  Beginning in the 1950s, many new petroleum enterprises adopted the full cost concept, and some existing enterprises switched from successful efforts accounting to the full cost concept.  Although almost all of the major petroleum enterprises continue to use successful efforts accounting, many smaller petroleum enterprises now use full cost accounting.  For example, in the United States approximately one-half of petroleum enterprises whose shares are traded publicly now use the full cost concept.  Surveys show that almost all mining enterprises continue to use the area-of-interest concept or the successful efforts concept, though occasionally they use a full-cost approach for prospecting and boring costs unless they are mining enterprises that are only involved in exploration activities. 

The Successful Efforts Concept
Description

4.18
Under the successful efforts concept, generally only those costs that lead directly to the discovery, acquisition, or development of specific, discrete mineral reserves are capitalised and become part of the capitalised costs of the cost centre.  Costs that are known at the time of incurrence to fail to meet this criterion are generally charged to expense in the period they are incurred, although some interpretations of the successful efforts concept would capitalise the cost of unsuccessful development wells.  When the outcome of such costs is unknown at the time they are incurred, they are sometimes recorded as assets (some would say “deferred”) and written off when the costs are determined to be nonproductive.  Alternatively, if the outcome is uncertain they may be charged to expense.  Theoretically, costs that have been expensed can be reinstated if they are found subsequently to have led to the discovery, acquisition, or development of mineral reserves, but the practice of expensing and then reinstating costs that prove to be successful is rarely followed.  

4.19
Under the successful efforts concept, all or a part of prospecting costs, costs of properties determined not to contain commercial reserves, carrying costs (other than financing costs) of properties that have not yet been evaluated, unsuccessful exploration costs, and general and administrative activities usually are charged to expense.  While some enterprises capitalise all or a part of the prospecting and exploration costs that can be related directly to the discovery of a mineral reserve, others simply charge all prospecting and exploration costs to expense. 

4.20
The costs incurred to acquire undeveloped mineral rights are frequently deferred and accounted for on a property-by-property basis, that is, each individual mineral lease, concession, etc. is treated as a cost centre.  The deferred costs of an undeveloped mineral right may be depreciated over some determinable period, they may be subject to an impairment test each period with the amount of impairment charged to expense, or the costs may be kept intact until it is determined whether the property contains mineral reserves.  At the time such determination is made, the mineral costs usually are charged to expense if commercial reserves are not found.  If the property is determined to contain commercial mineral reserves, the property may be treated as a separate cost centre for capitalisation and depreciation purposes or it may become part of the capitalised costs of an appropriate larger cost centre.  The appropriate cost centre may be the mineral deposit, mine, ore body, reservoir, or field (see Chapter 6).  

4.21
Appraisal costs are usually capitalised if the expenditure confirms the existence of commercial reserves.  If the specific appraisal activity does not indicate the existence of commercial reserves, its costs may be charged to expense or may be deferred to await the outcome of additional appraisal activities.  

4.22
Development costs and (in the mining industry) construction costs are usually capitalised.  However, specific development activities that prove to be unsuccessful are charged to expense by some enterprises even though the project as a whole is successful.  

4.23
The capitalised costs assigned to each producing cost centre subsequently will be depreciated as the commercial reserves in that cost centre are produced, generally, but not always, using units of production depreciation.  Impairment of capitalised costs is recorded on a mine-by-mine or field-by-field basis by most enterprises. 

Arguments For the Successful Efforts Concept

4.24
Successful efforts costing reflects the traditional concept of an asset.  An asset is an economic resource expected to provide future benefits.  The IASC Framework, paragraph 49, defines an asset as follows: 


An asset is a resource controlled by the enterprise as a result of past events and from which future economic benefits are expected to flow to the enterprise. 

4.25
Paragraphs 89 and 90 of the Framework describe, respectively, when an asset is and is not to be recognised in the balance sheet: 


89.
An asset is recognised in the balance sheet when it is probable that the future economic benefits will flow to the enterprise and the asset has a cost or value that can be measured reliably. 


90.
An asset is not recognised in the balance sheet when expenditure has been incurred for which it is considered improbable that economic benefits will flow to the enterprise beyond the current accounting period.  Instead such a transaction results in the recognition of an expense in the income statement.  This treatment does not imply either that the intention of management in incurring expenditure was other than to generate future economic benefits for the enterprise or that management was misguided.  The only implication is that the degree of certainty that economic benefits will flow to the enterprise beyond the current accounting period is insufficient to warrant the recognition of an asset. 

4.26
The Framework defines income (revenue) and expenses in terms of increases or decreases in assets and liabilities.  The Framework does not provide for deferrals or accruals of costs or income based on an independently defined notion of profit or loss.  Stated another way, the Framework does not provide for smoothing or normalising of earnings by deferring costs that do not meet the definition of an asset.  Under the successful efforts concept, those costs that clearly do not relate to future benefits are not capitalised.  

4.27
The successful efforts concept reflects the volatility that is inherent in exploring for mineral reserves.  Those favouring successful efforts accounting argue that this concept reflects the inherent risks and volatility that exist in the extractive industries because costs of unsuccessful efforts are charged to expense as they occur.  They maintain that the capitalisation of unsuccessful exploratory efforts and their subsequent depreciation as unrelated reserves are produced would result in income smoothing that hides that volatility.  Such capitalisation not only distorts the balance sheet by including as assets costs that have no future benefits, it also distorts the income statement by deferring to future periods expenses that are incurred in the current period.  Income smoothing results in the reporting of an artificial income both when the costs are deferred and throughout the periods of depreciation. 

4.28
The successful efforts concept is consistent with the traditional concept of matching.  IAS 1, Presentation of Financial Statements, states: 



Expenses are recognised in the income statement on the basis of a direct association between the costs incurred and the earning of specific items of income (matching).  However, the application of the matching concept does not allow the recognition of items in the balance sheet, which do not meet the definition of assets and liabilities.  [paragraph 26]

4.29
Under the successful efforts concept, the propriety of carrying forward costs incurred and subsequently matching them against future revenues depends on whether a specific cost can be identified with specific reserves.  If this direct relationship does not exist, the cost should be charged to expense.  If a direct association does not exist between a nonproductive cost and reserves found and developed, the cost should not be classified as an asset because it is deemed to not provide future benefits in the form of cash flows.  Charging nonproductive costs to expense is consistent with the IASC Framework – costs that do not result directly in future benefits are properly charged to expense.  If costs related to unsuccessful ventures are not charged to expense, both current and future financial statements are distorted because those costs must eventually be removed from the balance sheet and reported in the income statement, even though they contribute nothing to future revenues.  

4.30
Successful efforts accounting comes closer than other cost-based accounting methods to reflecting management’s successes or failures in its efforts to find new reserves.  If costs of unsuccessful exploration and development activities are capitalised rather than expensed, and carried forward and combined with costs incurred in prior years and with costs of the current year’s successful activities, the efficiency and effectiveness of management is not evaluated in the income statement because of the income smoothing that results.  Under successful efforts accounting, this income smoothing is greatly reduced or eliminated. 

Arguments Against the Successful Efforts Concept
4.31
Under the successful efforts concept, the income statement can give a false impression of performance in terms of success in finding new reserves because of the effect of decisions to expand or curtail exploration expenditures.  A reduction in exploration expense resulting from the curtailment of exploration would likely increase reported net profit in the years in which the exploration is cut back, even though because of the cutback in exploration few or no new reserves are added.  The cutback in reserve additions and the continuation of production results in a depletion of the enterprise’s reserves, the source of its future profits and its long-run success.  On the other hand, an enterprise with an outstanding exploration program may increase its expenditures for exploration.  This would almost certainly increase the current charges to expense for unsuccessful exploration efforts, reducing reported profit, even though the increased exploration may result in the addition of many new reserves that will produce future profits.  Those who favour successful efforts accounting reply to this argument by observing that the goal of accounting is to reflect faithfully economic events.  If management curtails exploration, this will be reflected in the financial reports under successful efforts accounting.  Proponents of successful efforts accounting argue that, perhaps, supplemental information about reserve quantities and values is needed to indicate success or failure of exploration activity.  

4.32
The successful efforts concept provides a means of “managing earnings”.  Because of the effect on net profit or loss of increasing or decreasing exploration expenditures discussed in the preceding paragraph, management of an enterprise can manage the enterprise’s earnings.  Proponents of successful efforts accounting reply that managements in any industry can smooth income to some extent by adjusting the timing of expenditures for discretionary period costs.

4.33
Because of the charge-off of unsuccessful preproduction costs, successful efforts accounting often results in an understatement of assets and net income of a growing enterprise that has a successful and increasing exploration program.  In future years, when the exploration program has stabilised or is actually decreasing, the deductions for unsuccessful projects will decrease or will become stable, resulting in higher reported net income.  The understatement of income during the early years of the enterprise’s activities may make it difficult to secure funds from either equity issues or borrowing. 

4.34
The successful efforts concept assesses success or failure too early in a project.  Success or failure of exploration projects usually cannot be measured until the exploration activities are completed, which may involve many years.  In the intervening years, decisions must be made about costs to be charged to expense and costs to be capitalised.  These decisions are often subjective until the ultimate outcome is known, and different individuals will assess the same circumstances differently.  This subjectivity from incomplete knowledge will result in different reported net income depending on the judgement of those making the assessment.  Those who support this argument say that the problem results from using too narrow a cost centre under successful efforts accounting.  In their view, the cost centre should be defined using a “management approach”.  They are of the view that success or failure should be assessed by area of interest, which is how many enterprises manage their exploration projects.  Some believe that this argument leads to the full cost concept because, they contend, exploration is managed on an enterprise-wide basis.  

4.35
The successful efforts concept fails to recognise that in an extractive enterprise management makes its plans and allocates resources to its search for new reserves on an enterprise-wide basis.  The successful efforts concept forces the costs of unsuccessful projects to be expensed even though they are an expected part of an exploration program.  The goal of exploration is to add new reserves and management knows that there will be failures in the process of attaining this goal.  Management realises that costs of the failures must be offset by the results from successful ventures.  Thus, they argue, costs of unsuccessful preproduction projects should be viewed as part of the cost of reserves obtained through successful exploration projects.  Some argue that successful efforts accounting fails to recognise that all preproduction costs are incurred to find and develop whatever reserves result from preproduction activities. 

The Area-of-Interest Concept
Description
4.36
Some view the area-of-interest concept (sometimes referred to as the project method) as a version of successful efforts accounting.  Others view it as a version of full cost accounting applied on an area-of-interest basis.  Under the area-of-interest concept, all costs that relate directly to an area of interest or that can be logically allocated to the area of interest are recorded as belonging to that area.  That is, prospecting costs, mineral acquisition costs, exploration costs, appraisal costs, and development costs are associated with an individual geological area that has features that are conducive to a coordinated, unified search program and that has been identified as a being a favourable environment for the presence of, or known to contain, a mineral deposit.  These costs would be accumulated and deferred for each area of interest, to be depreciated as the reserves from that area of interest are produced. 

4.37
The area-of-interest concept is fairly common in the mining industry, though studies differ on exactly how common it is.  PricewaterhouseCoopers’ Financial Reporting in the Mining Industry for the 21st Century (paragraph 1.3.2.1) reports the following: 



The “area-of-interest” method is the most commonly used way to account for costs.  Other less commonly used methods include the “successful efforts” and “full cost” methods. 



The most favoured way to allocate costs is classification by area-of-interest.  This means identifying a geological area which has the potential or has proven to contain mineral resources, and allocating all costs incurred in identifying or proving-up the area of interest. 



During exploration you may not be able to allocate costs to specific mineral resources, and may use just one cost centre.  If other distinct mineral resources are later identified, or the area of interest is reduced, you will probably want to create a separate cost centre for each mineral resource or area. 



If you have accumulated all costs into one cost centre, and distinct areas of interest are determined, you may have to allocate the costs already accumulated between the various cost centres on some equitable basis.  The most common ways to do this are by using anticipated tonnages or future value of the saleable products. 



The timing of later discoveries may change the allocation, particularly if the earlier costs are not relevant to the new mineral resource, or the viability of the resource is established only after significant changes in market conditions.  In this case, it may not be appropriate to allocate the costs of exploration or evaluation to the new area of interest. 

4.38
The 1996 edition of KPMG’s Mining Financial Reporting Survey, a survey of financial reporting by North American mining enterprises, indicates that of 50 mining enterprises surveyed [two enterprises use two approaches each]:


(a)
19 expensed all exploration costs as incurred, which is a successful efforts approach;


(b)
9 expensed all exploration costs as incurred until the ore body is deemed commercially mineable, at which time all subsequent costs are deferred (also a successful efforts approach);


(c)
8 expensed general exploration costs (that is prospecting costs) as incurred but deferred exploration costs on specific projects (which is a modified area-of-interest approach);


(d)
8 capitalised or deferred all exploration costs (which appears to be either an area-of-interest or full-cost approach); and 


(e)
8 did not disclose their policies.

4.39
Under the area-of-interest concept, all costs identified with an area of interest would be deferred and capitalised if commercial reserves are later determined to exist in the area.  However, costs incurred up to the point that an area of interest is identified (prospecting costs) are often charged to expense by those who consider that they are applying the area-of-interest concept.  For example, all prospecting costs may be charged to expense as incurred or they may be accumulated and allocated in total or in part to areas of interest identified, as described in the PricewaterhouseCoopers study.  If more than one mineral area of interest is identified within an area on which prospecting is conducted (usually called a prospect), the accumulated costs incurred prior to the identification of areas may be allocated on some equitable basis between the areas of interest.  Costs of individual unsuccessful activities incurred on a specific area of interest, such as drilling an exploratory well that finds no reserves, are accumulated as part of the total cost of the area of interest.  Costs that are accumulated until it is determined whether the area of interest contains commercial reserves will be deducted as an expense if it is determined that no commercial reserves are to be found in that area.  All costs assigned to an area of interest that becomes productive are capitalised and depreciated as reserves from that area of interest are produced.  If all prospecting costs are allocated to areas of interest and costs of unsuccessful preproduction activities within an area of interest are capitalised, the area of interest approach may be viewed as a modified full cost concept in which the area of interest becomes the cost centre.  

Arguments For the Area-of-Interest Concept

4.40
The area-of-interest concept defines the asset for which costs are accumulated, because the area is the objective of the expenditures made.  All costs of acquiring an asset should be capitalised as part of its cost.  If commercial reserves result from preproduction activities in the area of interest, then an asset has been acquired and the costs of that area are capitalised.  If no commercial reserves are found as a result of those activities, then no asset has been acquired and the accumulated costs are properly treated as an expense. 

4.41
Regarding each separate area of interest as an asset reflects the way in which operations in the extractive industries are carried out.  Management’s preproduction operations are built around the search for and development of areas of interest.  All of the costs incurred, including unsuccessful individual activities, the acquisition of mineral rights, exploration, appraisal, and development of an area of interest are simply part of the cost of that area.  Management expects that some of the costs incurred in a project designed to find and develop reserves in an area of interest will be unsuccessful and these costs are considered in planning the project.  They are an essential part of the costs that must be incurred to find and develop the reserves in that area.  Therefore, all preproduction costs incurred in the project should be capitalised if commercial reserves are added and should be charged to expense if no commercial reserves are found. 

Arguments Against the Area-of-Interest Concept
4.42
Some who disagree with the area-of-interest concept for preproduction costs favour a more stringent successful efforts concept, while others favour the full cost concept.

4.43
Those favouring the successful efforts concept contend that the area-of-interest concept defers as assets the costs of some activities known to be unsuccessful.  In their judgement, such costs do not meet the tests of assets, primarily because they provide no future benefits.  Incurring costs of unsuccessful activities in an area of interest does not increase future production of minerals.  Future production is the essence of benefits derived from successful preproduction costs.  Furthermore, the results of unsuccessful activities cannot generally be sold or exchanged.  The conclusion is that costs of unsuccessful activities must be treated as an expense or loss even if reserves are found by other activities in the area of interest. 

4.44
Those favouring the full cost concept contend that management’s strategy in undertaking exploration activities is broader than a single area of interest.  It is developed on an enterprise-wide basis or on the basis of large geological or geopolitical areas consisting of one or more countries.  The enterprise’s entire exploration and development program makes up the asset.  As a result, all preproduction costs incurred by the enterprise are a part of its mineral assets.  When management undertakes worldwide exploration, it does so knowing that some activities will be unsuccessful.  Costs of unsuccessful activities are simply a part of the costs necessary to find and develop whatever reserves are found, on an enterprise-wide basis.  Thus, it is incorrect to charge to expense the accumulated costs of a project that proves to be unsuccessful, as would be done under an area-of-interest concept. 

The Full Cost Concept
Description
4.45
When the full cost concept is used, all costs incurred in prospecting, acquiring mineral interests, exploration, appraisal, development, and construction are accumulated in large cost centres that may not be related to geological factors.  For example, costs maybe accumulated for each individual country, for groups of countries, or for the entire world.  The capitalised costs of each cost centre are depreciated as the reserves in each cost centre are produced.  

4.46
Under a ‘pure’ version of full cost accounting the entire world should be treated as a single cost centre.  However, because of differing economic, political, and social risks existing in different countries, it is now customary to use individual countries or groups of countries with similar economic and political risks as cost centres.  Similarly, because of the differences between offshore and onshore operations in the petroleum industry, it is sometimes suggested that separate cost centres should be permitted for offshore and onshore operations within a country or group of countries.  

4.47
Some proponents of the full cost concept believe that cost centres should be based on similarities of geological or risk characteristics.  For example, the Statement of Recommended Accounting Practice (SORP), Accounting for Oil and Gas Exploration, Development, Production and Decommissioning Activities (January 2000), the Oil Industry Accounting Committee in the United Kingdom said:



cost pools [cost centres] should be restricted in size so as to encompass a geographical area which shares a significant degree of common characteristics in at least one of the following factors: geological area, interdependence of infrastructure, common economic environment or common development of markets. . . .  A world-wide pool containing areas with very different characteristics would not qualify as a single income generating unit, and a world-wide pool of this kind would therefore be inappropriate.

4.48
If the entire world is treated as a cost centre, no preproduction costs are charged to expense.  All prospecting costs, mineral acquisition costs, exploration costs, appraisal costs, and development costs are capitalised.  Even if the costs result in finding no reserves in a country or a group of countries, all costs are still treated as being applicable to all the enterprise’s worldwide reserves if the world is chosen as the cost centre.  If the individual country is a cost centre, exploration, acquisition and appraisal costs accumulated in a country are charged to expense if it is determined that no commercial reserves exist in the enterprise’s mineral properties in that country.  Depreciation is computed for each cost centre on the basis of production from that centre.  However, some suggest that asset impairment (discussed in Chapter 9) may be recorded on the basis of smaller operating units, such as a field, an individual legal or contractual property unit or an area of interest even though the country or the world is treated as a cost centre.  Factors in choosing a cost centre are discussed in Chapter 6.

Arguments For the Full Cost Concept 

4.49
The full cost concept reflects the way in which enterprises search for, acquire, and develop mineral resources.  These activities are carried out in diverse locations, using various techniques and it is accepted that some projects will not result directly in the addition of reserves.  However, it is planned that the value added by the successful ventures in a cost centre will be greater than the losses resulting from unsuccessful ventures in that cost centre and will result in an overall profit in the long term.  Under the full cost concept, all costs incurred at any time and any place in a cost centre in an attempt to add commercial reserves are an essential part of the cost of any reserves added in that cost centre.  As a result they are directly associated with the enterprise’s reserves in that centre and all the costs should be treated as part of the cost of the mineral assets in the cost centre. 

4.50
The full cost concept provides better matching of income and expenses.  It is argued that there is a better matching of income and expenses if total costs are depreciated on a pro-rata basis as the total reserves in a large cost centre are produced than there would be if reserves and costs are matched in many small cost centres.  In periods when an enterprise using successful efforts accounting incurs large preproduction expenditures in seeking new reserves, those costs that do not result in new reserves will be charged to expense, reducing profit and possibly resulting in a loss.  The variability in profit resulting from changes in the expensing of preproduction costs are eliminated under the full cost concept. 

4.51
The full cost concept is like absorption costing for manufactured inventories.  Mineral reserves are similar to a long-term inventory item.  Generally, inventories are accounted for on an absorption cost basis.  The costs related to unsuccessful efforts are very similar to normal recurring spoilage occurring in manufacturing operations.  It is customary to treat normal spoilage costs as part of the cost of the good units manufactured.  

4.52
The full cost concept avoids distortions of reported earnings.  Users of financial statements in the extractive industries are interested primarily in earnings and changes in earnings from year to year.  It is argued that, if successful efforts accounting is used, distortions are caused by expensing unsuccessful efforts to find and develop new reserves, which may vary widely from year to year.  Under the full cost concept, these annual ‘distortions’ of income resulting from expensing the charges for unsuccessful preproduction activities are eliminated. 

Arguments Against the Full Cost Concept
4.53
Under the full cost concept, many costs that are capitalised fail to meet the definition of assets in the IASC Framework.  Unsuccessful prospecting costs, unsuccessful exploration costs, the costs of properties that contain no minerals, and many other costs that will be capitalised are known to provide no future economic benefits.  They will not contribute to the production of goods or services to be sold by the enterprise, they cannot be exchanged for other assets, they cannot be used to settle a liability, and they cannot be distributed to the owners of the enterprise.  Further, IAS 2, Inventories, requires that “abnormal amounts of wasted materials, labour, or other production costs” should be “excluded from the cost of inventories and recognised as expenses in the period in which they are incurred” (paragraph 14).

4.54
The full cost concept delays loss recognition.  Expenses should be reported on a timely basis.  Costs that do not result directly in future benefits are costs that are properly charged to expense.  Capitalising such costs results in deferring the effects of expenses. 

4.55
The full cost concept impedes measurement of the efficiency and effectiveness of the enterprise’s exploration and development activities.  Costs of unsuccessful activities are treated in the same way as successful activities and are matched against future revenues from all of the enterprise’s successful exploration and development activities.  In any given year, management may conduct exploration and development activities that are completely unsuccessful, yet the income statement would not reveal this fact. 

The Appropriation Concept

The appropriation concept of accounting is briefly discussed in this Issues Paper for completeness.  Apart from this discussion, appropriation accounting is not pursued beyond Basic Issues 4.1 and 4.2 because the Steering Committee is of the view that it is inconsistent with the IASC Framework and inconsistent with practice in most countries. 

Description
4.56
The appropriation concept, which is related closely to cash flow accounting, emphasises the annual amount of cash that is available for distribution as a dividend and the sources of funds for operations and investment in facilities.  It is based on the premise that mines have a finite life, so that the retention of funds to finance the replacement of the mining facility is unnecessary.  As a result, no charge is made for depreciation of the mining facility.  The concept is based on the principle that shareholders’ funds are invested in a wasting asset.  The cost of mining assets in excess of the initial capital is provided out of profits earned. 

4.57
Profits are retained to fund expenditure on mining assets to the extent that such expenditures exceed capital funds.  The remaining profits available for dividends include an element of return of capital to shareholders. 

4.58
Capital expenditure on the initial establishment and development of a mineral deposit is usually funded out of shareholder capital.  If long-term loans are used as a source of capital, the repayment of the loans is “appropriated for” out of the mine’s after-tax profits as if they were a return of shareholder capital.  In either case, the initial capital expenditure is capitalised if the project is successful.  Further capital expenditure to expand existing production capacity, on major projects to maintain capacity and on material infrastructure changes is usually provided for by appropriating funds out of the mine’s after tax profit.  Ongoing capital expenditures to maintain existing production capacity are provided for by charging the costs fully as an expense as incurred. 

4.59
One of the distinguishing features of the appropriation concept is that no depreciation of mining assets is recorded.  Assets are carried at their original capitalised amounts, except for sales of assets or other recoveries of cost.  Rather than depreciating assets, shareholders’ capital accounts are “appropriated” or restricted in an amount equal to the capitalised costs.  The appropriations procedure depends in part on the source of funds used to acquire the assets. 

Arguments for the Appropriation Concept
4.60
The appropriation concept recognises that shareholders’ funds are invested in a wasting asset.  The costs of mining assets over and above the initial capital are deemed to be provided out of profits earned.  Profits are retained to fund the expenditures for mining assets to the extent that the expenditures exceed capital funds and the remaining profits are available as a distribution to shareholders.  The appropriation concept is based on the theory that there is no need to record depreciation because the restriction on dividends better serves the purpose of depreciation.

4.61
This concept is particularly suited to those mines in the industry that suffer excessive volatility in relation to their ore grades and product prices, and accordingly are high-risk ventures.  Since distributions of dividends to shareholders are blocked through the appropriations process until shareholders’ funds are equal to the capitalised cost of mining assets, there is reasonable assurance that, before dividends are paid, management will have appropriated retained earnings equal to the cost of mining assets.  

Arguments Against the Appropriation Concept
4.62
The appropriation concept is inconsistent with historical cost accounting.  For example, the appropriation concept fails to recognise depreciation on assets, resulting in an incorrect recognition of the carrying amount of assets and of income.  The appropriation of earnings is not the same as recording depreciation expense.  Those who disagree with the appropriation concept point out that today even non-profit organisations and governmental units recognise depreciation in their historical cost financial statements.
4.63
The appropriation concept is inconsistent with the going concern concept.  The accounting entity under this method is the individual mine, which is not a going concern when viewed from a long term perspective.  In addition, it is presumed that the sources of funds used in each mine can be identified.  However, most mining companies operate multiple mines, and the enterprises have indefinite lives.

4.64
The appropriation concept reports debt service (principal and interest) as a deduction after arriving at net profit rather than recognising interest as an expense.  Historical cost based accrual accounting recognises interest as an expense.

4.65
The appropriation concept was developed in the context of a mining enterprise with a single mine and is inapplicable to a mining enterprise with a portfolio of mines.  Today, many mining enterprises have a portfolio of mines, and retention of funds to finance growth and to replace mines with declining productivity is a basic principle of management.  The appropriation concept assumes no growth and no replacement.

4.66
The appropriation concept does not provide useful information and is confusing to investors.  The appropriation concept is primarily used in South Africa, and a number of enterprises there have recently switched to another concept of accounting because of concerns expressed by financial analysts and others, particularly when trying to make comparisons with enterprises using other concepts of accounting.

Chapter 4 examines historical cost as the primary basis of accounting by an enterprise in the extractive industries.  Chapter 5 examines reserve values as the primary basis of accounting.  In answering the questions for chapter 4, please assume that historical cost  will be the primary basis of accounting.  The issues for Chapter 5 will solicit your view as to whether historical cost or value should be the primary basis of accounting.

Basic Issue 4.1 – Historical cost concepts for petroleum enterprises

For petroleum enterprises, if one of the historical cost concepts were required for the primary financial statements, which of the following concepts, broadly defined, should be adopted?  Each of these concepts is interpreted in a variety of ways in practice today.  A discussion of the specific costs that might be capitalised under each concept is set out in Chapter 6.

a.
A method more consistent with the successful efforts concept than with the other concepts.

b.
A method more consistent with the area-of-interest concept than with the other concepts.

c.
A method more consistent with the full cost concept than with the other concepts.

d.
A method more consistent with the appropriation concept than with the other concepts.

Steering Committee Tentative View: 

For petroleum enterprises, the Steering Committee favours adoption of a method more consistent with the successful efforts concept than with the other concepts.

Sub-issue 4.1.1 – Allow more than one concept for petroleum enterprises

For petroleum enterprises, should an accounting standard allow an enterprise to choose among more than one historical cost concept in the primary financial statements and, if so, which concepts should be permitted?

a.
No.  The standard should require a single concept for all enterprises.

b.
Yes.  The standard should allow all enterprises to choose among the following concepts (please describe).

Steering Committee Tentative View:

The standard should require a single concept for all petroleum enterprises.

Basic Issue 4.2 – Historical cost concepts for mining enterprises

For mining enterprises, if one of the historical cost concepts were required for the primary financial statements, which of the following concepts, broadly defined, should be adopted?  Each of these concepts is interpreted in a variety of ways in practice today.  A discussion of the specific costs that might be capitalised under each concept is set out in Chapter 6.

a.
A method more consistent with the successful efforts concept than with the other concepts.

b.
A method more consistent with the area-of-interest concept than with the other concepts.

c.
A method more consistent with the full cost concept than with the other concepts.

d.
A method more consistent with the appropriation concept than with the other concepts.

Steering Committee Tentative View: 

For mining enterprises, the Steering Committee favours adoption of a method more consistent with the successful efforts concept than with the other concepts.

Sub-issue 4.2.1 – Allow more than one concept for mining enterprises

For mining enterprises, should an accounting standard allow an enterprise to choose among more than one historical cost concept in the primary financial statements and, if so, which concepts should be permitted?

a.
No.  The standard should require a single concept for all enterprises.

b.
Yes.  The standard should allow all enterprises to choose among the following concepts (please describe).

Steering Committee Tentative View: 

The standard should require a single concept for all mining enterprises.
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