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Chapter 6

Historical Cost Accounting for Preproduction Costs

Many of the matters examined in detail in Chapter 6 are discussed in general terms in Chapter 4.  Consequently, many of the Basic Issues and Sub-issues for Chapter 6 relate as well to matters discussed in Chapter 4.  

Most of the Basic and Sub-issues in this chapter do not distinguish between mining and petroleum enterprises.  If, in your response to any issue, you propose different accounting for mining and petroleum enterprises, please answer separately for each and explain.

Introduction

6.1
This chapter addresses issues that arise in accounting for preproduction costs in an historical cost accounting model.  In a value-based model, preproduction costs are charged to expense at the time of incurrence or at the time of recognition of the value of the reserves.

6.2
In Chapter 4 three main concepts of historical cost accounting for pre-production activities were examined.  They are:


(a)
successful efforts concept;


(b)
area-of-interest concept; and


(c)
full cost concept.

6.3
Under all of those historical cost concepts, there are two broad and interrelated issues: 


(a)
which costs meet the tests of the IASC Framework for recognition as an asset; and 


(b)
what is the cost centre – the geological, political, legal, or operating unit chosen to accumulate costs, with the principal purpose of matching them with revenues derived from the production and sale of related mineral reserves.  The cost centre may be:



(i)
the world; 


(ii)
each country or group of countries in which the enterprise operates; 


(iii)
each contractual or legal mineral acquisition unit, such as a lease or production sharing contract; 


(iv)
each area of interest (geological feature, such as a mine or field, that lends itself to a unified exploration and development effort); 



(v)
geological units other than areas of interest (such as a basin or a geologic province); or



(vi)
the enterprise’s organisational units. 
Which Costs Meet the Asset Recognition Tests of the IASC Framework

6.4
An enterprise must account for costs when they are incurred:


(a)
In some cases, an enterprise believes that it knows whether a cost does or does not meet the definition of and tests for recognition as an asset at the time the cost is incurred.  For those costs, the decision as to whether to capitalise or expense the cost is straightforward.  Sometimes, with hindsight an enterprise realises that expensing the cost was unwarranted because information that subsequently becomes available demonstrates that an asset exists (and, in fact, had existed as a result of incurring the costs).  This circumstance is common in the extractive industries.  The enterprise could recognise an asset retroactively by reinstating the expensed costs as an asset, although this is rarely done in practice in the extractive or other industries.  


(b)
In other cases, an enterprise may not know one way or the other at the time a cost is incurred whether it meets the definition of an asset.  In most industries this type of cost generally is not significant and practice is to charge such costs to expense when incurred.  In the extractive industries, however, the magnitude of such costs is great, and the period of time before the existence of future economic benefits is known often spans several financial years.  As a result, some extractive industries enterprises defer these costs as assets pending determination of whether future economic benefits exist.  Other enterprises, however, charge them to expense.  If it is subsequently determined that an asset was created by the expenditure, those enterprises could recognise the asset retroactively by reinstating the costs, although this is rarely done in practice.  

6.5
Under the Framework’s definition of an asset and its criteria for recognising assets, an asset should be recognised in the balance sheet if, and only if:

(a)
the enterprise controls a resource as a result of past events;

(b)
future economic benefits are expected to flow to the enterprise from that resource;

(c)
it is probable that future economic benefits will flow to the enterprise from that resource; and

(d)
the resource has a cost or value that can be measured with reliability.

6.6
For the purpose of this Issues Paper, references to “expected” cash flows in the Framework’s definition of assets and liabilities are interpreted as meaning that the resource in question is capable of giving rise to an inflow of economic benefits.  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, paragraph 23, 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. 

6.7
A critical question in the extractive industries is how to account for the cost of an activity whose outcome is not yet known – costs that would be capitalised as an asset if the cost objective were known to be successful, but that would be charged to expense if the results were known to be unsuccessful.  Do those costs satisfy the definition of an asset and, if so, do they qualify for recognition pending determination of success or failure?  Some argue that the activity satisfies the Framework definition of an asset because it is potentially capable of providing future benefits, but they question whether the costs meet the recognition test of probable future economic benefits.  Those taking this view argue that, under the Framework, costs cannot be deferred while awaiting further information – that is, costs must either meet both the definition and recognition criteria for an asset or be expensed. 

6.8
The Framework does point out that “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 . . . commonly referred to as the matching of costs with revenues . . . .  However, the application of the matching concept under this Framework does not allow the recognition of items in the balance sheet which do not meet the definition of assets or liabilities”.

6.9
In Chapter 4, several fundamental issues were identified that bear on which costs should be recognised as assets under a historical cost accounting model.  They are:


a.
Does the cost meet the definition and recognition criteria for 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?


Those issues are relevant to the discussion in this chapter as well.

Factors that Might Indicate whether a Specific Cost Meets the Asset Test 

6.10
Many factors may be used in assessing whether a specific cost incurred in the upstream activities of an extractive industries enterprise should be recognised as an asset under the Framework or should be charged to expense.  Some of those factors are so intertwined that it is difficult to determine the extent of the cause-and-effect relationship between the factors.  Some or all of the factors may be combined in deciding whether a specific expenditure in upstream activities meets the Framework’s asset definition and recognition criteria, and therefore should be capitalised.  The factors include:


(a)
the degree to which the cost can be associated with finding and developing specific mineral reserves; 


(b)
the nature of the specific cost involved; 


(c)
the phase of operations in upstream activity; 


(d)
the nature and size of the cost centre(s) chosen for accumulating and depreciating costs;


(e)
whether the cost is one incurred by the enterprise’s own personnel or in connection with its own facilities (internal costs) or, on the other hand,  represents payments made to parties outside the enterprise; and


(f)
the legal and contractual environment in which the enterprise operates, which may affect the recoverability of costs. 


Each of these factors is examined briefly below, together with reasons given by those who propose each factor as indicating the existence of an asset. 

Degree of Association of Costs with Specific Mineral Properties or Reserves
6.11
Direct physical association.  One of the major reasons for disagreement over which specific preproduction costs are to be capitalised is that there are differing views as to the degree of association that must exist between a preproduction cost and mineral reserves discovered and developed in order for the cost to be capitalised.  Much of the disagreement among proponents of the successful efforts, area-of-interest, and full cost concepts arises from divergences over the solution to this issue.  Some who favour successful efforts accounting argue that, for a cost to be capitalised, an expenditure incurred to search for and develop mineral reserves must be incurred in an activity that is directly, usually physically, associated with specific mineral property rights or the finding and development of specific, discrete mineral reserves.  Under this view, almost all prospecting costs would be charged to expense as incurred because it is very difficult to physically relate most prospecting costs to specific mineral reserves or to individual mineral properties.  Similarly, under this view exploration costs that do not lead directly to specific mineral reserves are charged to expense.  For example the cost of an exploratory well that finds no reserves would be charged to expense.  On the other hand, costs to acquire mineral rights would be capitalised because they apply to specific legal property units, even though the cost may later be charged to expense if it is determined that the area covered by the rights does not contain commercial reserves.  It is argued that safeguards could be put in place to test for possible impairment of amounts associated with mineral properties not yet determined to either contain or not contain commercial reserves.  Some, however, favour charging acquisition costs of mineral rights to expense at the time they are incurred, with subsequent reinstatement of costs if commercial reserves are found on a property. 

6.12
Economic association.  Others hold a contrary view, arguing that a direct physical relationship between a cost and a discrete mineral deposit is not required for capitalisation.  In their view, an economic association, not necessarily a direct physical relation, between a cost incurred and the reserves owned by an enterprise qualifies the cost for recognition as an asset.  This is the view held by those advocating full cost accounting.  As discussed in Chapter 4, supporters of full cost accounting generally argue that all costs incurred in searching for and developing mineral reserves in the worldwide or countrywide cost centre – whether the costs relate physically to specific discrete mineral reserves or were incurred on projects where no reserves were found – are associated economically with mineral reserves found in other projects because the costs were necessary in the search for reserves, whenever and wherever the reserves may be found in that cost centre.  Thus, if the world were the cost centre and if an enterprise’s only commercial reserves were in Nigeria, an expenditure made in Colombia that proved unsuccessful would be capitalised, along with all other costs incurred in searching for reserves anywhere in the world, and become part of the costs of reserves existing in Nigeria (though subject to an impairment test). 

The Nature of the Specific Cost Involved
6.13
Many advocate that specific types of costs incurred in the extractive industries should always, by their nature, be charged to expense.  For example, some say that ‘intangible’ costs incurred in drilling a well or in opening a mineshaft should be charged to expense because a hole or a mineshaft is not a tangible asset.  (It should be noted that tangibility is not an essential characteristic of an asset under the IASC Framework.)  Another example is prospecting and exploration costs, which may not result in a tangible asset.  Some say all such costs should, by their nature, be charged to expense when incurred because they are similar to research costs incurred by other types of businesses in an effort to gain new scientific or technical knowledge and understanding prior to commencement of commercial production or use.  IAS 38, Intangible Assets, states that research and development costs of the type described above should be charged to expense when incurred.  It should be noted, however, that the scope of IAS 38 specifically excludes “mineral rights and expenditures on the exploration for, or development and extraction of, minerals, oil, natural gas, and similar nonregenerative resources”.

6.14
Some, particularly those favouring full cost accounting, make little distinction between different types of costs incurred in finding and developing mineral reserves.  All costs incurred in acquiring mineral rights, searching for mineral reserves, and developing reserves are capitalised on the basis that all preproduction activities are an essential part of finding and developing reserves. 

The Phase of Operations
6.15
In the extractive industries there is a high degree of risk in upstream activities.  In general, the risks are different in different phases of activity (described in Chapter 2) and views about the possible effect of this changing risk on financial reporting are discussed later in this chapter.  Usually, prospecting is the first phase of upstream activity, and this has the highest degree of risk because little is known about whether minerals exist in the prospect area.  If the information generated in the prospecting phase convinces the enterprise to invest in the acquisition of mineral rights and exploration, there is presumably less risk attached to those activities.  If commercial reserves are found, the risk of development is substantially less even though evaluation or appraisal activities may be required to determine the extent of the reserves.  Evaluation and appraisal relate to reserves that have been found, even though the quantity may not be determined.  Those activities involve more risk than does development.  During the production phase, the commerciality of reserves is known, so there is even less risk during this phase.  The sequence of phases is, in a sense, a continuum of declining risk – or a continuum of increasing likelihood of future benefits.  

6.16
Because of the relationship of phase of activity and likelihood of future benefits, historically many enterprises that follow successful efforts accounting have tended to look to the phase of activity in which a cost is incurred as an important factor in their decision as to whether to capitalise or expense a specific cost.  

6.17
In the petroleum industry, in particular, the risk is especially great at the early phases (prospecting, acquiring mineral rights, and exploration).  As contrasted to mining, a disproportionately large percentage of total preproduction costs is incurred in the early phases in searching for reserves, and only a small percentage of those costs ever results directly in production of minerals.  For that reason, many propose that all prospecting and exploration costs, except for the costs of exploratory oil and gas wells that discover commercial mineral reserves, should be charged to expense when incurred.  

6.18
Some national accounting standards for the extractive industries include requirements that most costs incurred in the early phases of upstream activities in the petroleum industry must always be expensed and that certain other costs should be capitalised.  For example, in the United States, FASB Statement 19, Financial Accounting and Reporting by Oil and Gas Producing Companies, dealing with successful efforts accounting in the petroleum industry, requires that all exploration costs (including geological and geophysical costs, sometimes called G&G), other than the costs of drilling exploratory wells, be charged to expense when incurred.  The FASB justifies the expensing of geological and geophysical costs based on the high degree of risk existing at the time the costs are incurred.  These expenditures are incurred long before it can be determined with reasonable certainty whether specific costs result in future economic benefits.  Furthermore, most of these costs will never result in finding discrete mineral deposits.  It should be noted, however, that in the United States the Securities and Exchange Commission does permit publicly traded enterprises to follow the full cost concept under which phases are generally irrelevant.  (Appendix A summarises various national accounting standards.)

6.19
On the other hand, once development activities begin, many of the uncertainties over the existence of reserves and their economic recoverability have been resolved, and the risk of failure is greatly reduced.  As a result, many statement preparers and users, even some who favour successful efforts accounting, accept that development costs and related construction costs of a mine or petroleum field should generally be capitalised, even if a specific activity proves to be negative (for instance, drilling a development well that is nonproductive), provided that the negative activity does not cast doubt on the existence of commercial reserves in the mine or field.  In contrast, many contend that it is inconsistent with the successful efforts concept to capitalise the cost of an unsuccessful development activity.  

6.20
Although the degree of risk in prospecting, acquisition, and exploration activities in the mining industry is less than that in the petroleum industry, it is known that a substantial portion of mining activities do not result in ultimate production of minerals.  Mining enterprises, like petroleum enterprises, do not know in advance precisely where new mineral deposits will be found, and they must undertake prospecting, acquisition, and exploration activities to find new reserves.  Thus, in mining, as in the petroleum industry, many statement preparers and users suggest that a conservative approach to accounting for these activities is warranted.  As a result it is frequently suggested that the successful efforts concept of accounting is appropriate in the mining industry. 

The Nature and Size of the Cost Centres Chosen
6.21
A cost centre is the geological, political, geographical, legal, contractual, or operating area chosen to accumulate costs with the purpose of matching them, through periodic depreciation, with revenues from the production or sale of related mineral reserves.  In general, the larger the cost centre used by an enterprise, the more likely it is that costs incurred can be related to reserves in a specific cost centre and thus capitalised. 

6.22
The importance attached to the definition of the cost centre in the decision to expense or capitalise costs varies widely.  For example, most of those favouring successful efforts accounting place less emphasis on the cost centre than those favouring the area-of-interest concept or the full cost concept.  Those favouring the successful efforts concept propose that there must be a direct relationship between costs and specific reserves before such costs can be capitalised as part of the cost of mineral assets.  No matter how large the cost centre might be, or on what basis it was formed, most of those favouring successful efforts accounting insist that unless an activity resulted in finding or developing specific mineral reserves the costs of that activity should be charged to expense when that fact is determined. 

6.23
Those who advocate charging specific types of costs – for example, prospecting costs – to expense regardless of their association or lack of association with specific reserves also would give little weight to the size or nature of the cost centre.  Whether the world, the individual property, or the field or mine is the cost centre, those costs would be charged to expense.  Their conclusion is that prospecting costs cannot be identified directly with specific mineral reserves. 

6.24
Under the full cost concept, all preproduction costs are capitalised, so the size of the cost centre has no impact on whether costs are initially recorded as assets.  All such costs will become part of the assets related to mineral reserves in a country, group of countries, or the entire world.  However, in the long run the size of the cost centre does affect the costs capitalised where an impairment test is applied to capitalised costs (see Chapter 9). 

6.25
If a pure area-of-interest concept is used, under which all preproduction costs related to an area of interest in which mineral reserves are found are capitalised as part of the cost of minerals in that cost centre, larger cost centres will result in a higher proportion of costs that are capitalised.  If a preproduction activity relates to a single area of interest, all costs of the activity would be accumulated as part of the capitalised costs to be matched with commercial reserves found in that cost centre.  However, costs applicable to areas of interest in which no commercial reserves are found would be expensed when it is determined that commercial reserves do not exist in the centre.  Again, safeguards may be imposed to prevent the carrying forward as assets of costs that apply to an area of interest where no commercial reserves are likely to exist. 

6.26
Later in this chapter, the definition of a cost centre will be discussed in greater depth, especially the role that the cost centre has historically played in accounting for costs incurred in the various phases of upstream operations. 

Internal Costs vs. Payments to Outside Parties
6.27
Some suggest that a distinction should be made between costs incurred by an enterprise’s own personnel and payments made to outside parties for identical services.  They offer two fundamental reasons:


(a)
only incremental costs should be capitalised.  Often the costs of the enterprise’s own personnel are fixed costs and must be incurred regardless of the amount of activity carried out during a period.  Costs of geological and geophysical exploration are normal, recurring costs that must be incurred in carrying on an exploration program.  As a result they may be viewed as routine operating expenses necessary to maintain the enterprise’s normal business activities.  Consequently, all such costs should be charged to expense when incurred.  On the other hand, amounts paid to outside service providers are usually incremental costs that can be identified clearly with an individual activity on a specific property or project; and 


(b)
frequently it is very difficult, and often it is impractical, to relate costs of the enterprise’s own personnel to a specific project or activity.  Efforts to identify the costs or to allocate costs between different projects, mineral reserves, or properties are often subjective and arbitrary.  The allocation of costs between expenses and assets may be inaccurate.  On the other hand, payments made to outside parties are usually for specific activities and in many cases may be identified with specific mineral reserves. 

6.28
Many argue that no distinction should be made between costs arising from an enterprise’s own personnel and payments made to outside contractors.  They concede that it may be more difficult to relate costs of the enterprise’s personnel to specific reserves or to specific properties, projects or cost centres, but they argue that in almost all cases a reasonable estimate of the costs related to specific projects or cost centres can be made, and that in many cases, based on employee time records, the costs of the enterprise’s personnel can be identified directly with specific cost centres.  They reason that the result of the activity to which the cost relates is the critical factor in determining how a cost should be accounted for. 

Capitalisation of a Cost Whose Outcome Is Not Yet Known
6.29
As noted earlier in paragraphs 6.4-6.8, many costs incurred in the extractive industries relate to activities whose outcome is not yet known.  A number of options have traditionally been proposed for those costs:


(a)
Expense with no reinstatement.  Those who favour charging these costs to expense would do because, even though the notion of “expected” future benefits may be satisfied (the asset may be capable of providing future benefits), the probability threshold is not met (it cannot be demonstrated that future benefits are more likely than not).  Therefore, under the Framework, the costs do not meet the criteria for recognising them as assets.


(b)
Expense with reinstatement.  Some who would charge all costs whose outcome is not yet known to expense at the time they are incurred would subsequently reinstate those costs that are determined to have resulted in the development of assets.  For example, an enterprise in the petroleum industry may capitalise the costs of expenditures on exploratory wells drilled to search for oil if the well finds commercial reserves, but treat as expense the costs of an exploratory well that does not find commercial reserves.  If that enterprise drills a well during the current year, but at the balance sheet date it has not been determined whether the well has found commercial oil reserves, under the reinstatement approach that enterprise would at year-end charge to expense all of the costs that have been incurred in drilling the well.  If the well is determined in a following year to have resulted in commercial reserves, the costs would be reinstated and capitalised as costs of assets related to mineral reserves.  Because the reinstated costs that were previously charged to expense will be depreciated or otherwise charged to expense in future periods, the result is that the same costs are recognised as an expense twice.  If some preproduction costs that were charged to expense when incurred are subsequently reinstated as an asset, a further question arises whether the amount of the reinstatement should be reported as income or a reduction of the corresponding expense in the period of reinstatement (the effect on net profit or loss is the same).  Cost reinstatement is seldom used today.  A result similar to cost reinstatement can be achieved, particularly with respect to a large portfolio of properties, by initially recognising the deferred cost whose outcome is not yet known as an asset and, at the same time, recognising a 100 per cent impairment provision for that asset.  If, in a subsequent period, reserves are discovered, the enterprise will reverse the provision.  The result of the reversal is to increase assets (much like reinstatement) and to increase net profit.


(c)
Capitalise all.  Some believe that all preproduction costs relate to reserves in the cost centre in which they are incurred, even specific costs that are known not to have resulted in commercial reserves.  To them, knowledge of the outcome of individual costs is irrelevant to the capitalisation decision, though they would impose an impairment test, based on the future cash inflows from all of the reserves in the cost centre, on capitalised costs in the aggregate.  However, an impairment provision might lead to charging all or part of the costs to expense.


(d)
Deferral (recognition as a deferred charge or an intangible asset).  Those who favour deferral consider that the costs represent intangible assets such as knowledge or an option to conduct further exploration (some call this intangible an “intrinsic option” or “real option”) at the time they are incurred pending information to the contrary.  This approach assumes that the costs incurred represent expenditures made in good faith with the expectation that they will lead to commercial reserves and that, unless there is some indication to the contrary, the costs may still be presumed to have future benefits.  Subsequently, any costs that are found not to have resulted in identifiable assets will be charged to expense.  If an enterprise follows this policy, the costs of the exploratory well whose outcome is not known at the end of the current year would be capitalised because there is a presumption that the well will result in commercial reserves unless there is some indication to the contrary.  If it is determined subsequently that the activity represented by the costs has not resulted in commercial reserves, the related costs would be expensed.  Those advocating this approach may recommend that safeguards are put in place to justify a continuing presumption of future benefits from the capitalised costs.  One such safeguard may be a requirement that such costs can only be deferred while further activity in that cost centre is planned.  Another might be placing a time limit on deferring such costs.  For instance, in the case of the exploratory well discussed above, a rule may be adopted that the costs of a well whose drilling has been completed but whose outcome is not yet known will be carried forward as an asset only if it is necessary to drill additional wells to generate enough production to justify capital outlays necessary to handle the minerals produced, there is evidence that if the capital outlays are made the well will be commercially productive, and the enterprise is drilling, or has firm plans to drill, the additional wells.  Another safeguard may be a rule that unless an exploratory well results in commercial reserves within some predetermined time (for example one year) after drilling is completed the costs will be charged to expense.  In many industries, “deferral” implies the spreading of costs without regard to future benefits.  In the extractive industries, “deferral” has been used to mean capitalisation during periods of uncertainty.  


(e)
Charge the cost directly to equity with reinstatement.  Some suggest that preproduction costs be charged initially to a separate component of equity, rather than to an asset or expense account, until the outcome is known.  If reserves are subsequently discovered, the related costs are transferred from equity to an asset (“reinstatement”).  If the outcome is unsuccessful, the amount that was deferred in equity is charged to net profit or loss for the period (sometimes called “recycling”).  This approach avoids the “double expensing” problem under the “expense with reinstatement” approach described above.

6.30
The IASC Board was faced with a similar issue when it developed IAS 38, Intangible Assets.  That project addressed recognition of both internally generated and purchased intangible assets.  With respect to internally generated intangibles, several who commented on the proposal that led to IAS 38 suggested deferring the cost of certain intangibles, especially research and development costs, in “suspense” as an asset pending determination of whether measurable future benefits exist.  In IAS 38, the Board concluded that there should be no difference between the requirements for intangible assets that are acquired externally and those developed internally.  IAS 38 does not provide for a suspense approach.

Applying the Capitalisation/Expense Criteria in Specific Preproduction Phases
6.31
Because the key test of an asset is control over probable future benefits in terms of net cash inflows, and because the probability of those benefits increases in the later phases of upstream activities, historically the phase of activity has been an important factor in determining which costs are to be treated as assets and which are to be charged to expense.  The following paragraphs review the applications of various factors affecting the decision to capitalise costs incurred in each of the individual preproduction phases.

6.32
To facilitate an understanding of a phase-based approach to the decision as to whether to capitalise or expense a particular cost, the following table summarises the most common effects of a phase-based approach under the successful efforts, area-of-interest and full cost concepts.  Because those concepts are subject to varying interpretation in practice, this table reflects only the most common interpretations of those concepts.  

	Type of cost
	Successful Efforts
	Area-of-Interest
	Full Cost

	Preacquisition prospecting and exploration
	Generally expense
	Capitalise or expense
	Capitalise

	Property acquisition
	Capitalise
	Capitalise 
	Capitalise

	Post-acquisition exploration
	Capitalise or expense
	Capitalise or expense
	Capitalise

	Evaluation or appraisal
	Capitalise or expense
	Capitalise or expense
	Capitalise

	Development
	Capitalise 
	Capitalise
	Capitalise

	Construction
	Capitalise 
	Capitalise
	Capitalise


Note that in the table above, the term capitalise is used to include both recognition as assets and deferral of costs whose outcome is not yet known.

Preacquisition Prospecting and Exploration Costs
6.33
Prospecting was defined in Chapter 2 as activities undertaken to search for geological features that indicate the possible existence of minerals warranting detailed exploration.  Prospecting costs are incurred generally before mineral properties are acquired.  Therefore, prospecting does not result in mineral rights, but rather in knowledge that may or may not lead to finding, acquiring, and developing mineral reserves.  The following paragraphs discuss options for accounting for preacquisition prospecting costs as well as those exploration costs that are sometimes incurred before acquisition.

6.34
Expense all preacquisition prospecting and exploration costs in the period in which they are incurred, no reinstatement.  Most extractive industry enterprises that follow successful efforts accounting expense all prospecting costs in the period they are incurred, primarily because of the high risks associated with prospecting.  Furthermore, prior to acquisition of mineral rights, the information obtained from prospecting will be of value only if mineral rights are subsequently obtained in the area of prospecting.  This treatment of prospecting costs is required or recommended by accounting authorities in the United States and industry groups in the United Kingdom for enterprises using successful efforts accounting.  Some would consider capitalising those prospecting and exploration costs incurred after mineral rights have been acquired even though they would expense all other prospecting costs. 

6.35
Capitalise all preacquisition prospecting costs as assets.  An enterprise using full cost accounting capitalises all prospecting and exploration costs as assets at the time they are incurred, whether the enterprise uses the individual country as a cost centre or combines its world-wide activities into a single cost centre.  

6.36
Initially defer all preacquisition prospecting and exploration costs pending determination of whether commercially recoverable reserves are discovered.  Some who favour successful efforts or area-of-interest accounting would defer all costs of a prospecting program as assets until it is determined whether areas of interest have been located through the prospecting activities and mineral property interests have been acquired or it is known that mineral interests will not be acquired: 


(a)
if no area of interest is found as a result of the prospecting program or if no mineral rights are acquired in the prospect, the deferred costs would be charged to expense when that determination is made; and


(b)
if the prospecting project reveals one or more areas of interest warranting detailed exploration, all or part of the deferred costs would continue to be deferred pending determination of whether commercial reserves are discovered.

6.37
Expense all preacquisition prospecting and exploration costs but reinstate those costs that relate to commercially recoverable reserves that are subsequently discovered.  This approach ultimately leads to approximately the same results as the method discussed in paragraph 6.36 but emphasises the fact that most prospecting costs are likely not to result in the acquisition of mineral properties.

6.38
Charge all preacquisition prospecting and exploration costs directly to equity with reinstatement.  This is not known to be current practice anywhere.

Basic Issue 6.1 – Preacquisition prospecting and exploration costs

How should preacquisition prospecting and exploration costs be accounted for?

a.
Expense all in the period in which they are incurred, no reinstatement.

b.
Expense all but reinstate those costs that relate to commercially recoverable reserves that are subsequently discovered.

c.
Capitalise all as a assets.

d.
Defer all as an asset pending determination of whether commercially recoverable reserves are discovered.

e.
Charge the cost directly to equity with reinstatement if it is determined that commercially recoverable reserves have been discovered.

f.
Other (please explain).

Steering Committee Tentative View:

Charge all preacquisition prospecting and exploration costs to expense when incurred with no reinstatement. 

Sub-issue 6.1.1 – Nature of the asset

If any preacquisition prospecting and exploration costs are capitalised or deferred as an asset, please describe your view as to the nature of the asset?

Steering Committee Tentative View:

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

Mineral Property Acquisition Costs
6.39
Acquisition costs of mineral property interests represent the amounts paid to acquire rights to search for, develop, and/or produce minerals within specified geographical boundaries.  

6.40
Two types of costs arise in the process of acquiring mineral property rights: 


(a)
direct acquisition costs; and 


(b)
incidental acquisition costs. 

6.41
Any amount paid to the owner of the minerals in order to get rights to explore for, develop and produce minerals is referred to as a direct acquisition cost.  Amounts paid to the host government or national petroleum or mining enterprise to obtain a production sharing contract represent a direct acquisition cost.  If the contracting enterprise must make payments for – or must construct – infrastructure, public improvements, or similar facilities as a condition of obtaining a production contract and that obligation cannot be avoided or cancelled, such payments, contributions, or construction costs are treated as part of the acquisition cost. 

6.42
If fee interests in both minerals and surface of land are acquired together for a lump sum, part of the costs may be allocated to minerals and part to the surface rights.  The amount allocated to mineral rights represents a direct acquisition cost.  Direct acquisition costs also include the purchase price of the fee interest in minerals purchased without surface rights, a bonus paid to a lessor to acquire a lease, and amounts paid for options to acquire mineral rights where mineral rights are subsequently acquired. 

6.43
Incidental acquisition costs (sometimes called indirect acquisition costs) include such costs as legal fees and consulting fees incurred in connection with negotiating and preparing mineral acquisition contracts; salaries, travel costs, and other related costs of personnel associated with acquiring properties. 

6.44
IAS 16, Property, Plant and Equipment, provides guidance on the types of costs to be included in the cost of an item of property, plant and equipment.  That guidance may be relevant to accounting for mineral property acquisition costs.  It addresses direct purchase costs, directly attributable costs of bringing the asset to working condition for its intended use, administration and other general overhead costs, and initial operating losses. 

Direct Acquisition Costs

6.45
The same five possible approaches discussed in paragraphs 6.33 to 6.38 with respect to accounting for preacquisition prospecting and exploration costs are also applicable to accounting for direct costs of mineral properties.

6.46
Those who advocate initially recording as assets the direct costs of all mineral properties acquired but subsequently charging to expense the cost of any property determined to be non-productive argue that initially a mineral property possesses the attributes of an asset because it represents an expected future inflow of cash, and should be treated as such.  However, most of those who favour successful efforts accounting contend that even though initially the undeveloped mineral property may have some of the attributes of an asset, a property that subsequently is determined not to contain mineral reserves no longer qualifies as an asset.  At the time of this determination, accumulated acquisition costs should be expensed.  This approach is supported by those who would treat an individual property as a cost centre. 

6.47
Many enterprises in the extractive industries, especially in the petroleum industry, have large sums invested in properties to which commercial reserves have not been attributed.  These properties may be held for several years before exploration is completed and the properties are determined to contain or not contain commercial reserves.  Enterprises holding small properties will find that most of these properties are worthless, and the longer a property is held the more likely that property is to prove worthless.  As a result, enterprises adopting successful efforts and area of interest accounting may charge part of the capitalised cost of those properties to expense each year.  This process may be viewed as a form of impairment accounting, and is discussed in Chapter 9 on impairment. 

6.48
Those who advocate the full cost concept support capitalising the costs of all properties that are acquired within a cost centre.  Since each country, group of countries or the entire world is a cost centre, costs related to all undeveloped properties would be capitalised as part of the costs of the appropriate cost pool.  Only if the cost centre is abandoned or subsequently determined to be impaired would the costs of properties be charged to expense.  

Basic Issue 6.2 – Mineral property direct acquisition costs

How should mineral property direct acquisition costs (the direct costs of acquiring legal rights to undeveloped mineral properties) be accounted for? [Please ignore, for now, the question of an impairment test for capitalised costs] 

a.
Expense all in the period in which they are incurred, no reinstatement.

b.
Expense all but reinstate those costs that relate to commercially recoverable reserves that are subsequently discovered.

c.
Capitalise all as an asset.

d.
Defer all as an asset pending determination of whether commercially recoverable reserves are discovered.

e.
Charge the cost directly to equity with reinstatement.

f.
Other (please explain).

Steering Committee Tentative View: 

Capitalise all mineral property direct acquisition costs as an asset.

Sub-issue 6.2.1 – Nature of the asset

If any mineral property direct acquisition costs are capitalised or deferred as an asset, please describe your view as to the nature of the asset?

Steering Committee Tentative View:

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

Incidental Acquisition Costs

6.49
Three methods have been advocated to account for incidental acquisition costs, such as salaries and expenses of personnel involved in negotiating and acquiring property, legal, costs related to property acquisition, miscellaneous government fees, and recording costs.  They are: 


(a)
charge all incidental acquisition costs to expense (for reasons of materiality, practicability, and cost-benefit); 


(b)
include incidental costs as part of the cost of mineral properties and account for them in the same way as direct acquisition costs – the approach taken in IAS 16.15 (proponents of this approach maintain that both types of costs are necessary to acquire mineral properties and both are an integral part of the total cost of mineral rights); and


(c)
account for payments to service providers outside the enterprise as part of the mineral property acquisition costs, but charge to expense some or all internal costs related to the enterprise’s own personnel and services. 

6.50
Usually, all direct acquisition costs and all or a part of indirect acquisition costs are assigned to individual property units at the time the costs are incurred and are accounted for in the same way.  

Basic Issue 6.3 – Incidental property acquisition costs

How should the incidental costs of acquiring undeveloped mineral properties (both payments to outsiders and internal costs attributable to acquiring the properties) be accounted for when incurred? 

a.
Expense all when incurred. 

b.
Treat all in the same way as direct property acquisition costs. 

c.
Treat payments to outsiders in the same way as direct property acquisition cost, but charge to expense all (or perhaps some) internal costs relating to the enterprise’s own personnel and services. 

Steering Committee Tentative View: 

Treat all incidental property acquisition costs in the same way as direct property acquisition costs (capitalise – Basic Issue 6.2).

Post-Acquisition Exploration Costs
6.51
The same five accounting alternatives that were discussed in paragraphs 6.33 to 6.38 with respect to preacquisition prospecting and exploration costs and mineral property direct acquisition costs are applicable to post-acquisition exploration costs as well.

6.52
Post-acquisition exploration activities can be classified into two components:


(a)
conducting topographical, geological, geochemical, and geophysical studies (often called G&G work); and


(b)
carrying out exploratory drilling, trenching, and sampling activities. 


Although costs incurred in both components are generally referred to as exploration costs, some suggest that the exploratory drilling, trenching, and sampling costs relate more directly to the discovery of specific commercial reserves than do the G&G costs.  Those who hold this view would defer the drilling, trenching, and sampling costs until the outcome has been determined even though they would charge all the G&G costs to expense.  Both interpretations can be found in practice today within the successful efforts concept.  Because some would account for the two components differently, separate issues are set out below relating to G&G costs and drilling, trenching, and sampling costs.

Basic Issue 6.4 – Post-acquisition G&G exploration costs

How should post-acquisition G&G exploration costs be accounted for? [Please ignore, for now, the question of an impairment test for capitalised costs] 

a.
Expense all in the period in which they are incurred, no reinstatement.

b.
Expense all but reinstate those costs that relate to commercially recoverable reserves that are subsequently discovered.

c.
Capitalise all as an asset.

d.
Defer all as an asset pending determination of whether commercially recoverable reserves are discovered.  If reserves are not found, charge the costs to expense.  If reserves are found, capitalise related costs.

e.
Charge the cost directly to equity with reinstatement.

f.
Other (please explain).

Steering Committee Tentative View: 

Initially defer all post-acquisition G&G exploration costs pending determination of whether commercially recoverable reserves have been found. 

Sub-issue 6.4.1 – Nature of the asset

If any post-acquisition G&G exploration costs are capitalised or deferred as an asset, please describe your view as to the nature of the asset?

Steering Committee Tentative View:

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

Basic Issue 6.5 – Post-acquisition drilling, trenching, and sampling exploration costs

How should post-acquisition drilling, trenching, and sampling exploration costs be accounted for? [Please ignore, for now, the question of an impairment test for capitalised costs] 

a.
Expense all in the period in which they are incurred, no reinstatement.

b.
Expense all but reinstate those costs that relate to commercially recoverable reserves that are subsequently discovered.

c.
Capitalise all as an asset.

d.
Defer all as an asset pending determination of whether commercially recoverable reserves are discovered.

e.
Charge the cost directly to equity with reinstatement.

f.
Other (please explain).

Steering Committee Tentative View: 

Initially defer all post-acquisition drilling, trenching, and sampling exploration costs pending determination of whether commercially recoverable reserves have been found. 

Sub-issue 6.5.1 – Nature of the asset

If any post-acquisition drilling, trenching, and sampling exploration costs are capitalised or deferred as an asset, please describe your view as to the nature of the asset?

Steering Committee Tentative View:

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

Evaluation or Appraisal Costs
6.53
Evaluation or appraisal activities are conducted after reserves have been found to determine the extent and commerciality of the reserves.  An appraisal well is sometimes treated as an exploratory well and sometimes as a development well.  The costs of a development well usually are capitalised even if the well is unsuccessful.  Under the successful efforts concept, the costs of an unsuccessful appraisal well are usually capitalised only if commercially recoverable reserves have been discovered or if there are definite plans for drilling additional appraisal wells.  If the further appraisal does not lead to the development of commercial reserves, the appraisal well costs are written off along with other accumulated costs.  The UK Oil Industry Accounting Committee recommends this treatment of appraisal wells, in its January 2000 SORP, for enterprises using successful efforts accounting.  

6.54
In the petroleum industry, it may not be possible to determine immediately whether an exploratory or appraisal well has resulted in commercial reserves.  The same is true in the mining industry where preliminary tests may indicate large quantities of mineral reserves, but not all economic factors have yet been weighed.  Enterprises using the successful efforts concept generally defer these costs pending determination of whether commercial reserves have been found.

Basic Issue 6.6 – Post-acquisition evaluation or appraisal costs

How should post-acquisition evaluation or appraisal costs be accounted for?  These are costs incurred to determine whether reserves are commercially recoverable.  [Please ignore, for now, the question of an impairment test for any such capitalised costs] 

a.
Expense all in the period in which they are incurred, no reinstatement.

b.
Expense all but reinstate those costs that relate to commercially recoverable reserves that are subsequently discovered.

c.
Capitalise all as an asset.

d.
Defer all as an asset pending determination of whether commercially recoverable reserves are discovered.

e.
Charge the cost directly to equity with reinstatement.

f.
Other (please explain).

Steering Committee Tentative View: 

Initially defer all post-acquisition evaluation or appraisal costs pending determination of whether commercially recoverable reserves have been found.
Sub-issue 6.6.1 – Nature of the asset

If any post-acquisition evaluation or appraisal costs are capitalised or deferred as an asset, please describe your view as to the nature of the asset?

Steering Committee Tentative View:

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

Time Limit on Exploration and Evaluation or Appraisal Costs

6.55
A basic tenet of the successful efforts concept is that costs relating to unsuccessful efforts are charged to expense.  Therefore, many argue that to prevent the long-term retention of costs classified as assets when those costs may prove worthless, the successful efforts concept requires a limit on the time such costs can be deferred if it has not yet been determined whether commercial reserves have been found.  Some suggest that the best evidence of this determination is the undertaking of further exploration, appraisal, or development activities or a clear intention of management to undertake such activities.  

6.56
Others contend that such a limit is unnecessary.  They suggest, instead, that an impairment test should be applied annually to all such costs to test whether the value in use of the mineral assets is at least equal to their carrying value.  Those favouring this procedure state that the impairment assessment would achieve the same goal as a time limitation and furthermore would conform with impairment accounting (discussed in Chapter 9). 

6.57
Some suggest that any limitation on the period of time that accumulated costs can be carried as assets should depend on the reasons for the inability to make the determination.  They cite FASB Statement 19, which establishes two different limitations, depending on the reasons for the uncertainty.  Similar rules are provided in FASB Statement 19 for the treatment of costs of exploratory stratigraphic test wells for which, because of the need to drill additional wells, a determination has not been made as to whether proved reserves exist.  Such a rule is not appropriate under the full cost concept because all exploration and appraisal costs are capitalised as part of the countrywide or worldwide cost centre regardless of whether the exploration is successful or unsuccessful.  Some point out, however, that, in computing depreciation of a full cost centre, a similar rule should be developed to limit the time that costs whose outcomes are not yet determined can be excluded from the depreciation base. 

Basic Issue 6.7 – Time limit on deferrals

If certain preproduction costs are deferred pending determination of whether commercially recoverable reserves were found, do you favour a time limit for any of these deferred cost categories, and if so what would that limit be?  If your answer would be different for different categories of costs, please explain.

a.
Different time limits depending on the reason for the uncertainty. 

b.
Time limit would be imposed only if no activity is currently under way relating to the prospect. 

c.
No time limit.

Steering Committee Tentative View:

The Steering Committee favours some type of limit if preproduction costs are deferred pending determination of whether commercially recoverable reserves are found but has not reached a tentative view regarding approach (a) or (b) above or possibly some other approach.

Development and Construction Costs
6.58
Generally, it is accepted that costs incurred during the development period of a mineral deposit (development costs) will be capitalised as part of the depreciable costs of the assets.  Under the full cost concept, it is universal practice to capitalise such costs.  For enterprises using the area–of-interest or successful efforts concepts, development expenditures incurred before production begins will almost always be capitalised.  For example, FASB Statement 19 (paragraph 22) states that all development costs shall be capitalised as part of the reserves in the cost centre.  However, many involved in the extractive industries recommend capitalisation of development costs only if the expenditure contributes to the future revenue earning capacity of the upstream operation.  They maintain that unsuccessful development efforts add nothing to the revenue-earning capacity of a mine, and that a development dry hole does not provide a substantial future benefit to a petroleum enterprise. 

6.59
In the mining industry, once development has begun, many enterprises also treat any further exploration or evaluation of the mine as development activity, and the costs thereof are treated as development costs.  

6.60
In the mining industry, the costs of tangible assets such as machinery, equipment, treating facilities, and buildings, including infrastructure, are often classified as construction costs rather than development costs.  This distinction is made because these tangible assets often have useful lives that differ from the estimated productive life of the mine.  The importance of this distinction lies in the fact that in the mining industry these assets are typically depreciated over the period during which the assets will be useful to the enterprise.  On the other hand, assets with an expected useful life equal to the life of the mine are usually depreciated on the same basis as the costs of the commercially recoverable reserves.  This distinction is discussed further in Chapter 7. 

6.61
Construction should not be confused with support equipment and facilities (sometimes called service assets) that do not become part of the mining or petroleum production facilities or structures.  Examples of support equipment and facilities include seismic equipment, drilling equipment, construction and grading equipment, vehicles, repair shops, warehouses, supply points, camps, docks, and office buildings.  Such assets are sometimes referred to collectively as service assets.  Accounting for these assets is essentially the same as that used for similar assets in other businesses and is discussed in paragraph 6.67.  

6.62
In the petroleum industry, much of the equipment is expected to have a useful life that coincides with the productive life of the mineral deposit.  For example, casing placed in the well (which usually cannot be removed), flow lines to move products from the well to treating equipment, (and the treating equipment itself) will usually be of economic benefit for the entire life of the mineral deposit.  Because the assets used in production are assumed to have a useful life which coincides with such costs as drilling costs, the costs of plant and equipment are often considered to be development costs, and are typically depreciated as the minerals to which they apply are produced (see Chapter 7).  However, when the estimated useful life of an asset is substantially less than the estimated productive life of the reserves in the mineral deposit, a method other than the unit of production method (for example, the straight line method) may be a more appropriate method of depreciation.  Similarly, if an asset has a useful life greater than the life of the reserves being served, a method other than unit-of-production would generally be considered appropriate.

Basic Issue 6.8 – Development costs

How should development costs be accounted for? [Please ignore, for now, the question of an impairment test for capitalised costs] 

a.
Capitalise all as an asset. 

b.
Capitalise all development costs as an asset except those development costs that do not result in an asset that can be used in the production process, which should be charged to expense (for instance, the cost of a development dry hole).

c.
Other (please explain).

Steering Committee Tentative View: 

Capitalise all development costs as an asset.

Sub-issue 6.8.1 – Nature of the asset

If any development costs are capitalised or deferred as an asset, please describe your view as to the nature of the asset?

Steering Committee Tentative View:

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

Basic Issue 6.9 – Construction costs

How should construction costs be accounted for? [Please ignore, for now, the question of an impairment test for capitalised costs] 

a.
If such costs relate to a single cost centre, capitalise the costs as part of the capitalised costs of that cost centre (normally depreciated on a unit-of-production basis if the life of the assets is coincident with the life of the mineral reserves, or on a straight-line basis if the economic life is less than the life of the reserves).  If such costs relate to more than one cost centre, account for such costs as other property, plant, and equipment under IAS 16, Property, Plant and Equipment, and depreciate on a time basis.

b.
If such costs relate to a single cost centre, capitalise the costs as part of the capitalised costs of that cost centre (normally depreciated on a unit-of-production basis).  If such costs relate to more than one mineral cost centre, allocate such costs to the various cost centre served and capitalise them as part of the capitalised costs of those cost centres, or depreciate the costs on a unit-of-production basis using the reserves expected to be recovered in all cost centres in which the asset will be used.

c.
Other (please explain).

Steering Committee Tentative View: 

The Steering Committee favours the approach set out in (a) above:  Construction costs that relate to a single cost centre should be capitalised as part of the capitalised costs of that cost centre (normally depreciated on a unit-of-production basis).  Construction costs that relate to more than one cost centre should be accounted for as other property, plant, and equipment under IAS 16, Property, Plant and Equipment (normally depreciated on a time basis).

Sub-issue 6.9.1 – Nature of the asset

If any construction costs are capitalised or deferred as an asset, please describe your view as to the nature of the asset?

Steering Committee Tentative View:

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

Exploration and Development Costs After Production Begins
6.63
Both exploration costs and development costs may be incurred in either a mine or an oil or gas field after production has begun.  Some argue that those costs should be accounted for in the manner that they would be accounted for without regard to the commencement of production.  Others, especially in the mining industry, argue that all or most of such costs should be charged to expense if production has already begun.  For example, some suggest that costs of extensions of underground shafts or haulage ways after production has begun from the mine should be expensed because they benefit current operations as well as future operations.  Others suggest that these costs should be capitalised.  Still others suggest that the benefits from each such expenditure should be assessed and only capitalised if the expenditure provides a substantial future benefit by contributing to the future revenue-earning capability of the mining operation. 

6.64
In the petroleum industry, there is usually less difficulty in determining whether exploration and development expenditures after production commences should be charged to expense or capitalised.  However, problems do arise because it may sometimes be difficult to determine whether a cost is an exploration cost, a development cost, or an operating expense.  For example, well workovers or recompletions often are required when the producing oil sands become clogged and production declines or other physical or mechanical problems arise.  Some argue that all workover costs should be charged to expense because their main purpose is to restore production to its former level.  Others advocate capitalising the costs because they are necessary to restore production and to save the well from possible shutdown.  Others argue that the costs should be capitalised as part of the cost of the well where the workover increases the total commercially recoverable reserves or speeds up the extraction of the reserves and the costs should be expensed if the workover merely restores production to its original level. 

6.65
Another operating situation that gives rise to controversy is geophysical or geological work carried out during the production stage to study the reservoir and its characteristics in order to improve production techniques and perhaps to determine where additional wells should be drilled.  Under a phase-based approach, the issue may be resolved by classifying the cost as an exploration cost, a development cost or a production expense.  For example, 3-D seismography may be used to learn more about the reservoir and perhaps where additional wells should be drilled.  If the enterprise charges exploration and production costs to expense, but capitalises development costs, the accounting treatment will depend on the classification of the cost.  If the seismograph work is deemed to be geophysical exploration work to search for additional reserves, the costs will be treated in whatever way the enterprise treats exploration costs.  But if the work is undertaken to gain access to the commercially recoverable reserves, it may be considered as a development activity and the costs would be capitalised with other development costs. 

Basic Issue 6.10 – Exploration and development costs after production

Sometimes, exploration and development costs are incurred after production has begun.  If that is the case, how would you treat the cost?

a.
Treat as any other exploration or development cost.

b.
Treat as a production cost.

c.
Other (please describe).

Steering Committee Tentative View: 

Treat post-production exploration and development costs as any other exploration or development costs.

Other Issues
6.66
Four other questions concerning costs that are incurred in finding, acquiring and developing commercially recoverable reserves may need to be addressed by IASC in this project.  These topics are: 


(a)
service assets;


(b)
capitalisation of borrowing costs in connection with those upstream activities; 

(c)
the proper accounting treatment of overhead costs related to finding, acquiring and developing commercial reserves; and


(d)
accounting for carrying costs related to noncommercial properties. 
Support Equipment and Facilities (Service Assets)

6.67
Some assets that are used in both the mining and the petroleum industry are support equipment and facilities that do not become part of the mining or petroleum production facilities or structures.  Examples of support equipment and facilities include seismic equipment, drilling equipment, construction and grading equipment, vehicles, repair shops, warehouses, supply points, camps, docks, and office buildings.  Such assets are sometimes referred to collectively as service assets.  Such assets are accounted for as property, plant, and equipment under IAS 16.  To the extent that such support equipment and facilities are used in upstream activities, their depreciation and operating costs become part of the cost of the activity in which they are engaged: prospecting, mineral property acquisition, exploration, evaluation, development, and production.  

Borrowing Costs
6.68
IAS 23, Borrowing Costs, provides guidance on costs of borrowed funds used directly or indirectly to finance the acquisition, construction or production of a qualifying asset (that is, an asset that necessarily takes a substantial period of time to get ready for its intended use or sale).  IAS 23 applies to upstream activities in the extractive industries.  It contains a benchmark treatment that borrowing costs should be recognised as an expense when incurred and an allowed alternative treatment for capitalising borrowing costs up to the point that a qualifying asset is ready for its intended use or sale.  Interpretation SIC-2, Consistency – Capitalisation of Borrowing Costs, specifies that all borrowing costs that are directly attributable to the acquisition, construction, or production of all qualifying assets of the enterprise should be treated on the same basis, rather than using different approaches for different qualifying assets.

6.69
IAS 23.17 provides for the capitalisation of costs related to general borrowings during the period of acquisition, construction, and production of a qualifying asset and specifies how the capitalisation rate should be computed. 

6.70
Opinions vary over the time at which capitalisation of borrowing costs on expenditures in upstream activities may begin.  Because of the uncertainty over the time at which capitalisation begins, there are differences in opinion about which specific borrowing costs qualify for capitalisation.  Some of the disagreement arises from IAS 23.22, which states that activities necessary to prepare an asset for its intended use or sale include: 



technical and administrative work prior to the commencement of physical construction, such as the activities associated with obtaining permits prior to the commencement of physical construction. 

6.71
Some suggest that this provision justifies capitalising interest on prospecting costs incurred prior to the acquisition of property rights (consequently there are no capitalised property costs).  They justify this view on the basis that prospecting is an activity similar to “technical and administrative work prior to the commencement of physical construction, such as the activities associated with obtaining permits”.  Others take the view that prospecting costs do not meet the requirement of IAS 23.12, which provides that “such borrowing costs are capitalised as part of the cost of the asset when it is probable that they will result in future economic benefits”.  They point out that it is not probable at the time of incurrence that these costs will result in future economic benefits.  Obviously, if prospecting costs are not capitalised, related borrowing costs will not be capitalised.

6.72
Some suggest that borrowing costs related to the acquisition costs of mineral rights may be capitalised.  However, others argue that capitalisation of borrowing costs related to the mineral rights costs is not appropriate unless some type of “construction” activity is being carried out on the property and that the mere purchase of mineral interests does not qualify as construction activity.  Those favouring capitalisation beginning when the mineral interest is acquired suggest that almost invariably at the time of acquisition of property management is in the planning phase of construction, even though physical activities (exploration, development, and construction) have not begun.  They contend that the property acquisition itself is a construction activity.

6.73
In determining the time during which borrowing costs related to upstream expenditures can be capitalised consideration must be given to lags between activities.  For example, an enterprise may acquire mineral property rights with no intention of immediately exploring for minerals on those properties.  This may be the result of factors such as financing shortages or a temporary glut of product on the market or, simply, a good price at which the property rights were acquired.  After exploration has been completed, a long delay in development may result from similar factors.  IAS 23.23 requires the capitalisation of borrowing costs to be suspended during extended periods in which active development is interrupted. 

6.74
Some contend that unless some clearly definable activity is being carried out between phases, capitalisation should be suspended.  Others argue that a “long” delay requires suspension of capitalisation, but that a “short” delay does not necessitate suspension.  Others point to IAS 23.24, which provides that capitalisation of borrowing costs is not normally suspended during a period when substantial technical and administrative work is being carried out.  They argue that almost inevitably “substantial” administrative work is being carried out on a project between the different phases of activity. 

6.75
A final point of controversy is the cessation of the capitalisation of borrowing costs.  When the cost centre is small, such as a small individual property, it is usually an easy matter to determine when substantially all the activities necessary to prepare the qualifying asset for its intended use or sale are completed.  However, if the cost centre is large (such as an entire country) it may be more difficult.  

6.76
Some contend that the cost centre represents “the qualifying asset” for this purpose and that when production begins from a cost centre capitalisation of borrowing costs on the entire cost centre should cease.  However others argue that capitalising borrowing costs on other mine developments in the cost centre is clearly permitted by IAS 23.  Those arguing that capitalisation of borrowing costs on the completed mine should be discontinued and capitalisation of borrowing costs on other mines should continue maintain that IAS 23 is unambiguous.  IAS 23.27 provides that when the construction of a qualifying asset is completed in parts and each part is capable of being used while construction continues on other parts, capitalisation of borrowing costs should cease when substantially all the activities necessary to prepare that part for its intended use or sale are completed. 

6.77
Some argue that there may be several distinct parts within a cost centre.  They point to IAS 23.28, which gives an example of an asset on which interest capitalisation should be progressively discontinued, that is a business park consisting of several buildings, each of which is capable of being used while construction continues on other parts.  When each building is completed, it is no longer eligible to serve as a basis for capitalising borrowing costs.  A clear inference is made that capitalisation of borrowing costs on other buildings may be continued. 

Basic Issue 6.11 – Capitalisation of borrowing costs

Regardless of your view on capitalising costs of carrying undeveloped properties (Basic issue 6.1), in general how should borrowing costs for expenditures in upstream activities be accounted for?

a.
Allow both the benchmark (expense) and allowed alternative (capitalise) treatments under IAS 23.

b.
Allow both IAS 23 treatments, but prohibit any capitalisation before property rights have been acquired, that is, borrowing costs during the period of prospecting activity should not be capitalised even though prospecting costs are deferred or capitalised.

c.
Prohibit capitalisation in all cases.

Steering Committee Tentative View:

IAS 23 should apply.  Therefore both the benchmark and allowed alternative treatments would be permitted.

Sub-issue 6.11.1 – Start of capitalisation

If borrowing costs relating to the capitalised costs of acquisition, exploration, and development of mineral properties are capitalised, when should capitalisation begin?

a.
When the property is acquired.

b.
When exploration begins.

c.
When development begins.

d.
Other (please explain).

Steering Committee Tentative View:

The Steering Committee has not developed a tentative view on this issue.
Overhead Costs During Period of Finding, Acquiring, and Developing Mineral Reserves
6.78
One of the problems in accounting for upstream activities is the determination of the amount of overhead charges, if any, to be capitalised as part of the cost of assets.  Overhead capitalisation policies vary from enterprise to enterprise, and within an enterprise allocation depends on the nature of the overhead involved.  However, most appear to agree with the view expressed in IAS 16.17 which concludes that administration and other general overhead costs are not capitalised as a component of the cost of property, plant and equipment unless they can be directly attributed to acquiring the asset or bringing it to its working condition. 

6.79
The term “directly attributed”, which is found not only in IAS 16 but also in other accounting standards in various countries around the world, is open to different interpretations.  One factor leading to these different interpretations is that enterprises are not organised identically.  As a result, a cost that in one enterprise appears to be directly related to mineral acquisition, exploration, appraisal and development activities whose costs are capitalised may not appear to be directly related to the same activities in another enterprise.  Another factor is the differing views about how high in the organisational structure activities need to be to no longer be considered to be directly attributable to reserves.  Enterprises using successful efforts accounting are likely to capitalise fewer overhead costs than those using area-of-interest accounting, who in turn are likely to capitalise fewer costs than those using full cost accounting. 

Basic Issue 6.12 – Overhead costs

Can overhead attributable to activities whose costs are capitalised also be capitalised?

a.
Yes.

b.
No.

c.
Other (please explain).

Steering Committee Tentative View:

The Steering Committee favours capitalisation of overhead attributable to activities whose costs are capitalised.

Carrying Costs of Undeveloped Properties

6.80
Certain costs are incurred in holding a non-producing property from its date of acquisition until the property becomes productive or it is abandoned.  The most important of these indirect costs are:


(a)
delay rentals paid on leased mineral properties until specified work (drilling exploratory wells on the property) is commenced; 


(b)
property taxes or rates taxes prior to production; 


(c)
accounting and record keeping costs; 


(d)
interest and financing costs on funds invested in the project (accounting for interest and financing costs is discussed elsewhere in this chapter); 


(e)
rates taxes or property taxes based on value; and 


(f)
legal costs in connection with title to the undeveloped noncommercial property.  

6.81
Several different approaches to accounting for carrying costs of undeveloped properties are suggested: 


(a)
some enterprises using successful efforts and area-of-interest accounting charge all carrying costs related to undeveloped properties to expense in the period they are incurred.  This is done on the basis that the costs are necessary to maintain legal rights that have been acquired previously and they add no additional value because they do not increase the potential for discovering and developing mineral reserves.  This is the approach taken in IAS 16.23.  Some go further to say that these costs represent penalties for delaying efforts to determine whether the properties contain reserves; 


(b)
some enterprises applying full cost accounting (most of whom capitalise all such costs) and some enterprises applying successful efforts accounting argue that carrying costs should be identified with individual properties and treated as an integral part of the cost of the mineral rights.  Those taking this view often argue that, in arriving at a decision to acquire an undeveloped property for potential development, management considered the carrying costs anticipated to be incurred prior to commercial production and treated them as part of the total ultimate acquisition cost.  They also maintain that carrying costs are an essential part of the acquisition and retention of mineral rights, thus providing future benefits in the same way as initial acquisition costs; and 


(c)
others suggest that only unusual, nonrecurring costs, such as legal costs for title defence related to a property should be capitalised as part of the property’s acquisition cost because they relate to maintaining asset rights. 

Basic Issue 6.13 – Carrying costs of undeveloped properties

How should the costs of carrying undeveloped mineral properties (other than financing costs and legal fees) be accounted for when incurred?  [Please ignore, for now, the question of an impairment test for capitalised costs]
a.
Expense all when incurred.

b.
Treat all as part of property acquisition costs and account for them in the same manner.

c.
Treat unusual, nonrecurring carrying costs as part of property acquisition cost and account for them in the same manner, but charge to expense all routine carrying costs. 

d.
Capitalise certain costs by their nature (indicate which you would capitalise):


i.
Delay rentals paid on leased mineral properties until specified work (drilling exploratory wells on the property) is commenced. 


ii.
Property taxes or rates taxes prior to production. 


iii.
Accounting and record keeping costs. 


iv.
Rates taxes or property taxes based on value.


v.
Legal costs to defend title.


vi.
Other (please describe).

Steering Committee Tentative View:

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

The Cost Centre
6.82
In the view of many, the choice of cost centre is a critical element in choosing and applying one of the historical cost-based accounting concepts.  In the following sections, two topics related to cost centres are discussed: 


(a)
possible definitions of cost centres; and

(b)
factors to consider in choosing the cost centre. 

Cost Centre Definitions
6.83
Enterprises have used several different types of cost centres for accumulating costs to be matched with commercial reserves.  The cost centre is relevant not only for capitalising costs but also for depreciating those costs as the related reserves are produced (see Chapter 7), and for recognising impairment (see Chapter 9).  The most commonly suggested cost centres, listed at the beginning of the chapter, are discussed briefly below.  These are


(a)
the world; 


(b) 
each country or group of countries in which the enterprise operates; 


(c) 
each contractual or legal mineral acquisition unit;


(d) 
each area of interest;


(e) 
geological units other than areas of interest; and


(f) 
the enterprise’s organisational units. 

The World
6.84
Some advocates of the full cost concept, especially in the petroleum industry, suggest that the enterprise’s worldwide operations (the enterprise as a whole) should make up a single cost centre. The basic argument supporting a single worldwide cost centre is that the goal of all of an extractive enterprise’s preproduction expenditures is to find, acquire and develop commercial reserves.  Thus all costs incurred in finding, acquiring and developing commercial reserves anywhere in the world, including costs of unsuccessful efforts, should be capitalised as part of the cost of the world-wide cost centre and matched with all reserves found and produced.  Others argue that this cost centre is too broad.  For example, the Statement of Recommended Practice (SORP), Accounting for Oil and Gas Exploration, Development, Production and Decommissioning Activities, issued by the Oil Industry Accounting Committee in the United Kingdom in January 2000, concludes that:



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.

The Country or Group of Countries
6.85
Some who favour the full cost concept suggest that political and economic risks may vary greatly between countries or groups of countries.  As a result, operations in one country may be dissimilar to those in another country.  Thus, it is suggested that either a country-by-country cost centre approach or cost centres for groups of countries with similar political and economic environments would be preferable to a single worldwide cost centre.  It would be extremely rare for a proponent of the successful efforts concept to suggest the country or group of countries as the cost centre.  Some advocates of the full cost concept would suggest that a cost centre based on a country or group of countries be divided between offshore and onshore activities because of differing risks.  In the United States, a country-by-country cost centre is required for all enterprises using the full cost approach.

Each Contractual or Legal Mineral Acquisition Unit
6.86
Each contractual or legal mineral acquisition unit (such as each lease, each purchased mineral right, each concession, or each production sharing contract) is often treated as a separate cost centre by enterprises using successful efforts accounting.  The primary reason cited for this view is that many costs (such as mineral acquisition costs) are associated with individual property units.  In addition, legal requirements related to the contract under which mineral rights are acquired often require that detailed records be kept of costs and revenues related to each property interest.  As a result, the use of any other cost centre for financial reporting would create unnecessary work.  Those opposing the mineral contract as the cost centre point out that frequently the contract (for example production sharing agreements in some countries) may cover thousands of square kilometres with many potential mineral deposits.  However, operations relate primarily to individual areas of interest and individual mineral deposits.  Even though the enterprise may be required to report information about the entire legal property to the government or other enterprise from which the mineral rights were acquired, management’s emphasis is on discrete deposits and most operating records are kept on that basis. 

6.87
Often the reverse situation exists, especially where mineral rights belong to land owners.  If mineral rights are owned privately, as land has been divided so have mineral ownership rights.  To further complicate matters, the mineral rights may be separable from the surface rights.  As a result, it may require hundreds of separate leases or other legal instruments between the enterprise and mineral rights owners to acquire all rights to the minerals in a single deposit.  Some argue that to determine information about costs related to individual properties may require excessive cost allocations that not only would be onerous, but also would result in allocations of little value.  As a result, the individual costs are often recorded initially with each mineral property acquisition as the basis of accumulation.  Subsequently the costs related to all of the properties in the field, area of interest, or mine may be combined into a single cost centre for depreciation and other purposes.

The Area of Interest
6.88
The area of interest is often suggested as a logical cost centre in both the mining and petroleum industries.  Exploration projects are usually tied to geological features, and the area of interest is a natural geological unit. Acquisition, exploration and development efforts centre on acquiring, exploring and developing potential mineral-bearing geological areas that have been identified and can be explored and developed in a co-ordinated program.  The area of interest is often adopted as the cost centre by enterprises using the successful efforts concept as well as being the basis for the area-of-interest concept.  Areas of interest include both potential mines and potential petroleum fields.  There are two important reasons why some view the area of interest as the most appropriate cost centre. 


(a)
costs can be objectively related to the area of interest, with a minimum of allocations because management makes plans for, and carries out exploration and development on, an area-of-interest basis; and 


(b)
mineral reserves generally are closely related to the area of interest. 

6.89
As a result of these two factors, those favouring the area of interest as the cost centre maintain that it provides the best available matching of costs and reserves. 

Geological Units Other than Areas of Interest
6.90
Geological units other than an area of interest are sometimes advocated.  For example, in the petroleum industry individual reservoirs may be used as cost centres although there may be several reservoirs in a single area of interest.  Some suggest that geologic provinces are logical cost centres because all reserves in the province have a common origin and are geologically tied.  For example, the UK SORP suggests that the cost centre chosen for an enterprise using full cost accounting might be chosen in part because the area involved has common geologic features.  It says, for example, that Northern South America contains effectively one geological province and, although the area covers a number of different countries, it is significantly affected by similar geological risks throughout.  Thus, the area might be suitable to constitute a single cost centre under the full cost concept.  However, typically the area of interest, including the mine and the field, is adopted if geological units are used as cost centres. 

The Enterprise’s Organisational Unit
6.91
An enterprise’s organisational unit, such as a territory, division or district is sometimes advocated as providing an appropriate basis for matching costs and reserves.  The reason given is that the organisational unit provides the best approach for measuring effectiveness of management of the enterprise.  However, this approach is seldom used. 

Factors to Be Considered in Choosing the Cost Centre
6.92
Under both the full cost and successful efforts concepts there are choices of cost centres that may be adopted.  If successful efforts accounting is followed, the mine, the field, the individual mineral property and the area of interest are commonly used.  Under the full cost concept, the country, a group of countries, or a continent are commonly used. 

6.93
A number of factors have historically been suggested as the basis that an enterprise should consider in choosing the cost centre to be used in matching costs and reserves.  The factors frequently considered the most important are discussed in the following paragraphs. 

Ease of Identifying Costs and Reserves with the Cost Centre
6.94
Some argue that the cost centre should provide a convenient means for matching cause and effect.  Costs should be easily identified with the cost centre or easily allocated to the centre.  Reserves also must be easily related to and identified with the cost centre.  In this way, depreciation of costs as the reserves are produced will be reliable and easy to compute.  This factor is likely to lead to large cost centres because it is easier to identify both costs and reserves with large centres.  This is one reason the mine and the field are popular centres for enterprises using successful efforts accounting.  This is not an important factor under the full cost concept because it is relatively simple to identify costs either with individual countries, or groups of countries, or the entire world. 

Practicality
6.95
The centre must be one that is practical.  That is, cost data, reserve data, and production data for each centre should be readily available or determinable at minimum cost.  This factor, too, would lead to large cost centres. 

Clear Delineation

6.96
The cost centre chosen must be one that is readily identified and delineated and one that would be objectively and consistently established in similar circumstances.  Most of the cost centres presently used possess this characteristic.  Individual mineral properties, countries and groups of countries are clearly identified.  Individual fields and mines are also easily identified. 

Conformity to Geological Features
6.97
Many users and preparers of financial statements suggest that the cost centre should relate closely to the underlying geological features or mineral deposits toward which preproduction operations are directed.  This is not normally a factor considered by enterprises using full cost accounting, however; they have traditionally used geographically based cost centres (the country, group of countries, or world).  Geological features do not usually conform to individual mineral properties or to geopolitical areas.  Several separate mineral deposits may underlie a single mineral property, for example, reservoirs lying in different petroleum-bearing sands at different depths under a single mineral property.  In many cases, a single large mineral deposit may underlie several mineral property units.  The area of interest is the geological feature that most nearly conforms to other factors desirable in a cost centre. 

Commonality of Minerals
6.98
The cost centre should include the types of minerals that are found, developed, and produced in the same or similar operations.  For example, it would not be logical to combine petroleum production with metals production in a single cost centre, but it would be reasonable to specify a centre from which silver, lead, copper, and zinc were produced. 

Basic Issue 6.14 – Choice of cost centre

If the successful efforts or area of interest concept were adopted, for what cost centre would you accumulate costs?  [Please ignore, for now, the question of an impairment test for capitalised costs]

a.
the world; 

b.
each country or group of countries in which the enterprise operates; 

c. 
each contractual or legal mineral acquisition unit;

d.
each area of interest (for example, the field or the mine);

e. 
geological units other than areas of interest; and

f. 
the enterprise’s organisational units. 

g.
Other (please describe).

Steering Committee Tentative View: 

Accumulate costs by area of interest or geological units smaller than an area of interest.
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