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Chapter 9

Impairment of Capitalised Costs Related to Minerals:

Implementation of IAS 36
Background

9.1
A critical topic in accounting for upstream activities in the extractive industries under historical cost accounting is that of recognising and measuring impairment losses when the carrying amount of assets related to mineral reserves exceeds the amount recoverable from the reserves.  Impairment is more likely to occur when full cost accounting is used than when successful efforts accounting is used because proportionately more preproduction costs are recorded initially as assets under full cost accounting.  In a current-value-based system, impairment would be recorded automatically through fair value measurements each period.  In the case of discovery-value accounting, as with historical cost accounting, impairment must be considered separately each period.

9.2
IAS 36, Impairment of Assets, addresses issues relating to declines in value of assets for all types of enterprises.  IAS 36 provides that if the carrying amount of an asset exceeds its recoverable amount, an impairment loss has resulted.  Recognition of impairment follows from the expense recognition criteria set out in the IASC Framework, paragraph 94:



Expenses are recognised in the income statement when a decrease in future economic benefits related to a decrease in an asset or an increase of a liability has arisen that can be measured reliably.  This means, in effect, that recognition of expenses occurs simultaneously with the recognition of an increase in liabilities or a decrease in assets (for example, the accrual of employee entitlements or the depreciation of equipment).  

9.3
IAS 36.58 requires that an impairment loss is generally recognised as an expense, and the carrying value of the related asset is reduced to the recoverable amount.  IAS 36.102 provides that if in a subsequent period the recoverable amount of an asset on which impairment has been recorded exceeds the carrying amount, the impairment provision is reversed, and the asset’s carrying value increased by the amount of the reversal.  A reversal gain is recognised only to the extent that the increased carrying amount of the asset does not exceed the carrying amount that would have been determined (net of depreciation) had no impairment loss been recognised in the first place.

9.4
IAS 36 requires that, if possible, impairment be assessed for individual assets.  If it is not possible to estimate the recoverable amount of an individual asset, then the enterprise determines the carrying amount of the cash-generating unit to which the asset belongs.  A cash-generating unit is the smallest identifiable group of assets that generates cash inflows that are largely independent of the cash inflows from other assets or groups of assets.

9.5
IAS 36 applies to upstream activities in the extractive industries.  An example following paragraph 66 of IAS 36 involves a mining enterprise.  The enterprise owns a private railway to support its mining activities.  The private railway could be sold only for scrap value and the private railway does not generate cash inflows from continuing use that are largely independent of the cash inflows from the other assets of the mine.  The conclusion in this example is that the private railway should be treated as a part of the mine as a whole when the impairment provisions of IAS 36 are applied.

9.6
In the remainder of this chapter, certain issues that arise in implementing IAS 36 in the extractive industries are examined.  

Overview of IAS 36
NOTE: The following discussion assumes a knowledge of IAS 36.  Respondents are encouraged to review IAS 36 before responding to the issues in this chapter.

Assets Covered by IAS 36
9.7
IAS 36 applies in accounting for the impairment of all assets other than inventories, assets arising from construction contracts, deferred tax assets, assets arising from employee benefits, and financial assets.  Therefore, IAS 36 applies to items capitalised under existing practices including:


(a)
capitalised costs related to commercial mineral deposits, which can include costs of prospecting, mineral property acquisition, exploration, appraisal, development, construction, and removal and restoration; and


(b)
preproduction costs that have been recognised as assets but that for which it has not yet been determined whether the related mineral property has commercial reserves, often referred to as unevaluated preproduction costs.


Unless IAS 36 is amended, it will apply to all assets recognised under a new International Accounting Standard on the extractive industries.

Indications that Impairment Has Occurred
9.8
IAS 36.7-11 describe some indications that an impairment loss has occurred.  The list is suggestive, rather than all-inclusive.  Some of the external sources of information indicating potential impairment are:


(a)
a decline in the asset’s market value that exceeds the normal expectation of a decline as a result of the passage of time or normal use;


(b)
significant changes in the technological, market, economic, or legal environment in which the enterprise operates or in the market to which an asset is dedicated;


(c)
an increase in market interest rates or other market rates of return and those increases are likely to affect the discount rate used in calculating the asset’s value; and


(d)
the carrying amount of an enterprise’s net assets are more than its market capitalisation.

9.9
Some of the internal indicators listed are:


(a)
evidence of obsolescence or physical damage of an asset;


(b)
significant changes in the extent to which or the manner in which an asset is used or expected to be used resulting in an adverse effect on the enterprise during the period or expected in future periods; and


(c)
evidence from internal reporting that the economic performance of an asset is, or will be, worse than expected.

9.10
IAS 36.15-56 also set out details for measuring recoverable amount.  Three of the important terms used are:


(a)
recoverable amount is the higher of an asset’s net selling price and its value in use;


(b)
net selling price is the amount that can be obtained from the sale of an asset in an arm’s length transaction between knowledgeable, willing parties, less the costs of disposal; and


(c)
value in use is the present value of estimated future cash flows expected to arise from the continuing use of an asset and from its disposal at the end of its useful life.

9.11
IAS 36.21-23 suggest that the best evidence of an asset’s net selling price is the price in a binding sales agreement in an arm’s length transaction, adjusted for incremental costs directly attributable to the asset’s disposal.  Lacking a binding sales agreement, the net selling price is the asset’s market price in an active market, less the costs of disposal.  If there is no active market, net selling price is based on the best information available to reflect the amount than an enterprise could obtain, at the balance sheet date, in an arm’s length transaction between knowledgeable, willing parties, less disposal costs.  In determining this amount, an enterprise considers the outcome of recent transactions for similar assets within the same industry.

Estimating Value in Use
9.12
Estimating value in use of an asset involves (IAS 36.26):


(a)
estimating future cash inflows and outflows to be derived from continuing use of the asset and from its ultimate disposal; and


(b)
applying the appropriate discount rate to the future cash flows.

Making Cash Flow Projections
9.13
IAS 36.27 offers guidance for making cash flow projections to measure value in use, including the following:


(a)
the projections should be based on reasonable and supportable assumptions that represent management’s best estimate of economic conditions that will exist over the remaining useful life of the asset, with greater weight being given to external evidence;


(b)
the projections should be based on the most recent financial budgets/forecasts that have been approved by management.  Projections based on these budgets and forecasts should cover a maximum period of five years, unless a longer period can be justified; and


(c)
cash flow projections beyond the most recent budget period should be made by extrapolating the projections based on the budget or forecasts, using a steady or declining growth rate for subsequent years, unless an increasing rate can be justified.  This procedure is used to forecast cash flows until the end of an asset’s useful life.  The growth rate should not exceed the long-term average growth rate for the products, industries, or country or countries in which the enterprise operates or for the market in which the asset is used, unless a higher rate can be justified.

9.14
IAS 36.32 suggests that future cash flow estimates to be used in computing value in use include projections of cash inflows from continuing use of the asset; cash outflows from continuing use of the asset, including capital expenditures necessary to sustain an asset at its originally assessed standard of performance (but not cash flows related to obligations that have already been recognised as liabilities, such as a provision for future removal and restoration costs) and cash flows received or paid for disposal of the asset at the end of its useful life.  As discussed later in this chapter, in testing for and measuring impairment for assets related to mineral production, it is important to match the cash flow stream (for determining value in use) with the assets being assessed for impairment (the carrying value).  Typically, the cash flows are identified with a mineral property, a mine, a field, a reservoir, a country, or some other unit of accounting (usually the cost centre).

Discount Rate to Be Used
9.15
The discount rate to be used in computing value in use is a pre-tax rate (or rates) that reflect(s) current market assessments of the time value of money and the risks specific to the asset.  The discount rate(s) should not reflect risks for which future cash flow estimates have been adjusted.  IAS 36.49-56 discuss in some detail the determination of the appropriate discount rate to be used in computing value in use.

Determining the Asset for Applying Impairment Tests
9.16
A critical factor in applying IAS 36 is determining the asset, or group of assets, for which the recoverable amount is being computed.  IAS 36.65-93 provide guidance.  The most important provisions are summarised below.

9.17
If there is an indication that an asset may be impaired, the recoverable amount should be estimated for the individual asset if possible.  If this is not possible, then the recoverable amount of the cash-generating unit to which the asset belongs, referred to as the asset’s cash-generating unit, is estimated.  Earlier in this chapter, it was pointed out that an example following IAS 36.66 involved a private railway to support its mining operations.  Since the railroad does not generate cash flows from continuing use that are independent of the cash inflow from other assets in the mine, the enterprise estimates the recoverable amount of the cash-generating unit to which the private railway belongs – the mine as a whole.

9.18
IAS 36 provides guidance for choosing the cash-generating unit.  IAS 36.67 defines an asset’s cash-generating unit as “the smallest group of assets that includes the asset and that generates cash inflows from continuing use that are largely independent of the cash inflows from other assts or groups of assets.  Identification of an asset’s cash-generating unit involves judgement.”  Typically in the extractive industries, cash flows are identified with cost centres such as the mineral property, the reservoir, the field, or the mine.  Some argue that in assessing impairment, the cost centre should be considered the cash-generating unit because all capitalised preproduction costs related to the mineral reserves are identified with the cost centre.  Others argue that the mine or the field should be the largest cash-generating unit.  This topic is discussed further later in this chapter.  

9.19
Cash inflows from continuing use are inflows of cash and cash equivalents received from parties outside the reporting enterprise.  If an active market exists for the output produced by an asset or group of assets, that asset or group of assets should be identified as a cash-generating unit, even if some or all of the output is used internally.  Cash-generating units should be identified consistently from period to period for the same asset or types of assets, unless a change is justified.  The carrying amount of a cash-generating unit should be determined consistently with the way the recoverable amount of the cash-generating unit is determined.  If assets are grouped for recoverability assessments, it is important to include in the cash-generating unit all assets that generate the relevant stream of cash inflows from continuing use.

Reversing Impairment Losses
9.20
IAS 36.94-108 set out the requirements for reversing an impairment loss recognised for an asset or a cash-generating unit.  Some of the more important provisions are summarised here.


(a)
an enterprise should assess at each balance sheet date whether there are indications that an impairment loss recognised in prior years may have decreased or may no longer exist.  Indications of a potential decrease in impairment (a recovery) mainly mirror the indications of a potential impairment loss;


(b)
an impairment loss should be reversed if, and only if, there has been a change in the estimates used to determine the asset’s recoverable amount since the last impairment loss was recognised.  In that case the carrying amount should be increased and a reversal of an impairment loss recorded;


(c)
the increased carrying amount of an individual asset due to a reversal of an impairment loss is limited to the carrying amount that would have been determined (net of depreciation) had no impairment been recorded earlier;


(d)
in general, reversal of an impairment loss for an asset should be recognised as income immediately in the income statement;


(e)
after reversal of an impairment loss, depreciation in the future should be based on the revised carrying amount;


(f)
in the case of a reversal of an impairment loss for a cash-generating unit, the reversal is allocated across the fixed assets in the cash-generating unit on a pro-rata basis to the individual assets, based on the carrying amount of each asset in the unit;


(g)
in allocating an impairment loss reversal for a cash-generating unit, the carrying value of  an individual asset in the unit should not be increased above the lower of the recoverable amount (if determinable) and the carrying amount that would have been determined (net of depreciation) had not impairment been recorded previously; and


(h)
the amount of reversal that otherwise would have been allocated to the asset should be allocated to other assets of the unit on a pro-rata basis.

Application of IAS 36 to the Extractive Industries
9.21
As stated above, IAS 36 applies to the extractive industries.  In particular, the provisions of IAS 36 apply to two classes of assets that are presently recognised by enterprises in the extractive industries:


(a)
preproduction costs, including capitalised amounts representing provisions for removal and restoration, that have been capitalised as depreciable costs relating to commercial reserves in specific cost centres or specific cost pools; and


(b)
preproduction costs being carried as assets related to activities that have not yet been determined to be successful or unsuccessful pending determination of whether commercial reserves have been found.

9.22
IAS 36 is easier to apply to the first group of assets than to the second group because cash flows may be associated more directly with the former than with the latter.  Certain aspects related to the application of IAS 36 to capitalised costs included in the depreciable basis of cost centres or cost pools are summarised in the paragraphs below.  Application of IAS 36 to capitalised preproduction costs that have been recorded as assets but that do not apply directly to mineral reserves pending determination of their outcome are discussed beginning at paragraph 9.49.

Reserve Categories to Be Used

9.23
In applying IAS 36 in the extractive industries, an enterprise must decide which category of reserves should be used in making the cash flow estimate.  IAS 36.27 requires a cautious approach to making those estimates.  It states:



In measuring value in use: 



(a)
cash flow projections should be based on reasonable and supportable assumptions that represent management’s best estimate of the set of economic conditions that will exist over the remaining useful life of the asset.  Greater weight should be given to external evidence; 



(b)
cash flow projections should be based on the most recent financial budgets/forecasts that have been approved by management.  Projections based on these budgets/forecasts should cover a maximum period of five years, unless a longer period can be justified; and



(c)
cash flow projections beyond the period covered by the most recent budgets/forecasts should be estimated by extrapolating the projections based on the budgets/forecasts using a steady or declining growth rate for subsequent years, unless an increasing rate can be justified.  This growth rate should not exceed the long-term average growth rate for the products, industries, or country or countries in which the enterprise operates, or for the market in which the asset is used, unless a higher rate can be justified. 

9.24
The guidance in IAS 36 leads most to conclude that, in calculating the recoverable amounts of reserves for the purpose of applying IAS 36, the cash flows used should either be (a) those expected to result from probable and proved reserves or (b) only those expected to result from proved reserves because these are the reserves from which production is most likely.

Basic Issue 9.1 –Reserve category for impairment

Your response to the issues in Chapter 6 indicated which costs you would capitalise as relating to reserves, including whether you would capitalise costs whose outcome is not yet known (paragraphs 6.29-6.30).  Consistent with that response, which category of reserve quantities would you use for assessing impairment of those capitalised costs to which reserves have been attributed?

a.
Proved developed only.

b.
Proved developed and undeveloped only.

c.
Proved and probable only.

d.
Proved, probable, and possible.

e.
No specific reserve category.  Instead use management’s best estimate of likely cash

flows.

f.
Other (please explain).

If your answer would be different depending on whether successful efforts, area-of-interest, or full cost is applied, please explain.

Steering Committee Tentative View:

Impairment of capitalised costs to which reserves have been attributed should be assessed based on proved and probable reserves.

Application of IAS 36 to Assets Identified with Commercial Reserves
9.25
The following major aspects of impairment of assets included in depreciable cost pools or cost centres in the extractive industries are discussed below:


(a)
indicators of impairment;


(b)
impairment of individual assets versus impairment of cash-generating units;


(c)
measuring the recoverable amount of assets related to mineral reserves;


(d)
factors in estimating value in use; and


(e)
reversal of impairment.

Indicators of Impairment of Costs Related to Mineral Reserves
9.26
Indicators of impairment of assets related to mineral reserves and related assets are little different from those discussed in IAS 36 for assets in general.  The most common indicators of impairment of assets related to mineral reserves are likely to include:


(a)
declines in prices of products or increases in production costs;


(b)
governmental actions (such as new environmental regulations and imposition of price controls);


(c)
declining production from the cost centre or cost pool;


(d)
capitalisation of large amounts of unsuccessful preproduction costs in the cost centre;


(e)
decreases in reserve estimates;


(f)
increases in the anticipated period over which reserves will be produced; 


(g)
the carrying amount of net assets exceeds the market value of the enterprise; and


(h)
increases in interest rates during the period.

Impairment of Individual Assets Versus Impairment of Cash-Generating Units
9.27
IAS 36.65 contains the basic guide for applying the impairment tests to assets or cash generating units (groups of assets):


(a)
if there is any indication that an asset may be impaired, recoverable amount should be estimated for the individual asset; and


(b)
if it is not possible to estimate the recoverable amount of the individual asset, an enterprise should determine the recoverable amount of the cash-generating unit to which the asset belongs (the asset’s cash-generating unit).

9.28
IAS 36.66 comments that the recoverable amount of an individual asset cannot be determined if the asset’s value in use cannot be estimated to be close to its net selling price, and of greater importance in the extractive industry, if the asset does not generate cash inflows from continuing use that are largely independent of those from other assets.  If these tests are not met, value in use and, therefore, recoverable amount, can be determined only for the asset’s cash-generating unit.

9.29
IAS 36.67 then describes an asset’s cash-generating unit as:



the smallest group of assets that includes the asset and that generates cash inflows from continuing use that are largely independent of the cash inflows from other assets or groups of assets.  Identification of an asset’s cash-generating unit involves judgement.  If recoverable amount cannot be determined for an individual asset, an enterprise identifies the lowest aggregation of assets that generate largely independent cash inflows from continuing use.

9.30
In the extractive industries, it will be uncommon for an individual asset used in the production of minerals to be considered as an asset for which recoverable amount (value in use or even net selling price) can be determined.  Almost invariably each asset used in a mine or in an oil and gas reservoir (or perhaps a field) is inherently tied to, and dependent on, other assets in generating cash flows.  As a result, in almost every case, it is impossible to determine the net cash flow contributed by any single asset used in mineral production.

9.31
Many argue that in the mining industry each mine is the smallest possible cash-generating unit that can be used for determining value in use because the mine functions as a whole to generate cash flows.  They favour adoption of a standard rule that the mine is the cash-generating unit.  This would, they argue, greatly reduce the amount of work necessary to attempt to identify assets or groups of assets within the mine that might be construed to be individual cash-generating assets or cash-generating groups of assets.  They argue that it would also eliminate a high degree of subjectivity and improve comparability between enterprises because upstream asset accounts are not maintained generally in a manner that will permit the disaggregation of the mine’s assets into smaller cash-generating units.  In rare circumstances, such as the mining of lignite for the sole purpose of electricity generation, the cash-generating unit may span both upstream and downstream activities.

9.32
Some suggest that in the petroleum industry it will be rare for any single asset related to oil and gas reserves to be considered as one for which cash flows can be measured because normally all capitalised costs incurred in finding, developing, and producing specific reserves are used together to generate cash flows.  It is also often suggested that in the petroleum industry, the cost centre or cost pool chosen for accumulating and depreciating costs should be treated as the cash-generating unit.  For example, in the United Kingdom, the OIAC’s January 2000 Statement of Recommended Practice (“SORP”), Accounting for Oil and Gas Exploration, Development, Production and Decommissioning Activities, makes separate recommendations for measuring and recording impairment for enterprises using full cost accounting and those using successful efforts accounting.  In the SORP, the impairment test is referred to as a “ceiling test”.  Paragraph 76 of the SORP states:



A ceiling test is an impairment test in accordance with [UK Financial Reporting Standard] FRS 11 to assess the recoverability of the amounts at which capitalised exploration, appraisal and development expenditure associated with an income generating unit are recorded in the books by comparing that amount with the recoverable amount generally being the present value of future cash flows obtainable as a result of the continued use of that income generating unit.

9.33
Paragraph 77 of the UK SORP then describes how the ceiling test should be carried out for enterprises using full cost accounting, recommending that the cost pool be treated as the asset for which impairment is assessed.  (However, costs held outside the pool are subject to a separate review for impairment, as discussed later in this chapter.)

9.34
The SORP also recommends that, under successful efforts accounting, the impairment test should be conducted on a field-by-field basis because the field is the cost centre recommended in that document for enterprises using the successful efforts method of accounting.  In certain circumstances, for example where two or more fields use common production and transportation facilities, the SORP suggests that those fields may be sufficiently economically interdependent to constitute a single income generating unit, in which case the ceiling test should be performed in aggregate for those fields.  Again, costs carried as assets pending evaluation are subject to a separate review for impairment.

9.35
Many suggest that in the petroleum industry the field is the logical cash-generating unit even if the cost centre is smaller than the field – for example, if the individual mineral property is the cost centre and there are many small properties in the field.  They argue that even though the property is used as the cost centre, field-wide production and treating facilities are identified with the field, rather than with individual properties.  Similarly, management activities emphasise the field-wide operations.  As a result, the field as a whole is a more appropriate cash-generating unit even if the cost centre is larger than the mine or field.  In addition properties in a field are tied together in the same geological structure.  Others disagree, suggesting that accounting records for both revenue and expenses, in addition to those for most related assets, are likely to be maintained on a property-by-property basis even though depreciation is computed for the field as a whole and that it should be relatively easy to determine the net cash flow and the assets related to each property cost centre.  This would require an allocation of accumulated depreciation to individual properties on some logical basis, a difficult task in many instances.  

9.36
Others maintain that the cash-generating unit for impairment purposes may be smaller than the cost centre or cost pool used to accumulate costs and compute depreciation.  This is especially true when full costing is used because the large cost centre contains many production units that may be independent of one another and when large concessions are acquired or production-sharing contracts covering large areas are entered into in order to acquire mineral rights.  Those taking this view argue that the individual mine or individual field is a logical unit for measuring impairment because net cash flow data necessary for measuring value in use are available for each field, even where the cost centre or pool is much larger.  To use a large cost centre, for example the entire world, would be combining many asset units for which cash flows can be measured separately.  

9.37
Others point out, however, that if full costing is used, so that the world, each country, or groups of countries makes up the cost pool, depreciation applicable to individual fields or mine will not have been determined by the enterprise because detailed records of asset costs applicable to individual fields or mines are not maintained.  As a result, the carrying amount of each field or mine is not readily available.  A calculation of depreciation for each field might be reconstructed, but the total depreciation computed for all the fields individually is unlikely to be the same as the depreciation calculated for the entire cost pool if unit-of-production depreciation is used.  They conclude that the impairment test should be applied to the cost centre or cost pool used for computing depreciation.

9.38
Many argue that the requirement in IAS 36.88 that the amount of impairment of a cash-generating unit (group of assets) be allocated to individual assets is impossible to apply to a cost centre or cost pool because assets in the pool or centre are lumped together for purposes of computing depreciation and there is no reasonable way to determine the carrying value of any individual asset.  In essence, the cost centre or cost pool becomes “the asset”.

Basic Issue 9.2 – Cash generating unit 

IAS 36 provides that in estimating value in use, cash flows should be identified with individual assets, if possible.  If this is not possible, cash flows should be determined for the smallest cash-generating unit (CGU) possible.  In general, how should the CGU be identified for assessing impairment of preproduction costs?

a.
Same as the cost centre.

b.
Geologically determined.

c.
Based on how the activity is managed.

d.
Geopolitical boundaries.

e.
The extractive industries Standard should not provide industry-specific guidance regarding the CGU.

f.
Other (please describe).

Steering Committee Tentative View:

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

Factors in Estimating Value In Use of Mineral Assets
9.39
Value in use is defined in IAS 36.5 as the present value of estimated future cash flows expected to arise from the continuing use of an asset and from its disposal at the end of its useful life.  The major factors in determining an asset’s value in use are estimates of the quantities and timing of future cash inflows and cash outflows and the discount rate used and have been discussed in paragraphs 9.12-9.15.  

9.40
Most assets related to mineral reserves are likely to be in use for more than five years because mineral reserves are likely to be produced over longer periods.  Because of this relatively long life and because of the volatility of prices of some mineral products, some have suggested that prices and costs in effect at the date of the estimate should be used in measuring value in use for the purpose of estimating impairment.  Others take the view that current prices and current costs are inappropriate as the basis for estimating future cash flows.  It is clear that IAS 36 adopts the view that future prices and costs should be used in making the estimate, with caution and care being exercised by management.  The January 2000 UK SORP on accounting for oil and gas activities makes a clear statement in paragraph 78 about price and cost assumptions to be used in estimating the ceiling:



prices and cost levels used should be those expected to apply in future periods rather than those ruling at the date the ceiling test is applied . . . .

9.41
IAS 36.32-47 discuss the estimates of future cash flows and make clear that the handling of future capital outlays and the benefits of those outlays should be consistent with the condition of the asset at the time of the estimate.  For example, if all proved reserves are being used in the estimate of future revenues, all future costs related to revenues from those reserves should be included in the calculation of net cash flow. The cash outflows should therefore include the costs to develop the undeveloped reserves.  Similarly, if probable reserves are being used in the estimate, the costs of further exploration and development of those reserves should be included in the cash outflow estimates.

9.42
IAS 36.43 states that estimates of future cash flows should not include (a) cash inflows or outflows from financing activities or (b) income tax receipts or payments.  Historically, some have deducted future income tax payments in estimating gross future cash flows to be used in computing discounted cash flows.  However, the discount rate used by these enterprises has been an after-tax rate.  As noted earlier, IAS 36 requires the discount rate(s) to be used in computing present value of future cash flows to be a pre-tax rate (or rates) reflecting current market assessments of the time value of money and the risks specific to the asset.  The discount rate(s) should not reflect risks for which future cash flow estimates have been adjusted.

9.43
IAS 36 does not provide guidance on the meaning of pre-tax rate or pre-tax cash flows.  Questions that may arise in interpreting this concept in the extractive industries include:


(a)
Pre-tax is generally interpreted to mean before income taxes.  Some countries impose a severance tax on minerals that has characteristics similar to an income tax, though is not labelled as such, in that certain costs are deducted and the tax is computed on the net amount.  Is a pre-tax rate before or after deducting such taxes?


(b)
In some countries, enterprises in the extractive industries enjoy extended income tax holiday periods, that is, there is no income tax imposed.  Are cash flows pre-tax when there is no tax?

Basic Issue 9.3 – Discount rate

IAS 36 provides guidance for determining the discount rate to be used in measuring impairment of mineral assets, including a provision that a pre-tax rate should be used.  Is industry-specific guidance needed in an accounting standard for the extractive industries?

a.
Yes (please explain).

b.
No, the general guidance in IAS 36 is appropriate. 

Steering Committee Tentative View:

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

Reversal of Impairment Provisions
9.44
IAS 36.94-112 provide that at each balance sheet date, an enterprise should assess whether an impairment loss recognised for an asset or a cash-generating unit in prior years may no longer exist or may have decreased.  If such an indication exists, the enterprise should estimate the recoverable amount of that asset and report as income the amount of any recovery.  The amount of recovery is limited by the amount that the carrying value of the asset would have been had there been no impairment recorded, giving effect to the depreciation that would have been recorded.

9.45
Although recording reversal of impairment provisions is contrary to the practice of some enterprises in the extractive industries and incompatible with the requirements of governmental and private-sector accounting regulatory bodies in some countries, there appear to be no special problems in applying the recovery rules to upstream activities in the extractive industries.  Nevertheless, some are concerned that the recording of asset write-downs and subsequent write-ups provides a means for an enterprise to “smooth income” over years.  

Basic Issue 9.4 – Reversal of impairment provisions

IAS 36 calls for the reversal of impairment provisions if there is a recovery in the value of an asset or cash-generating unit on which impairment has been recorded.  Are there special considerations involving reversals of impairment of mineral assets that should be included in a Standard issued on accounting for the extractive industries? 

a.
Yes (please explain).

b.
No, the general guidance in IAS 36 is appropriate. 

Steering Committee Tentative View:

The general guidance in IAS 36 is appropriate.

Accounting for Preproduction Costs Whose Outcomes Have Not Been Determined
9.46
Under the three commonly used historical cost accounting concepts (full cost, successful efforts, and area-of-interest), many preproduction costs are recorded initially as assets even though some of those costs may subsequently be charged to expense if the activities involved prove unsuccessful.  The treatment of those costs from the time they are incurred until they have been evaluated – that is, until they have been identified ultimately with producing reserves or have been determined to be nonproductive – depends in part on which of the three cost accounting concepts is used, in part on the types of costs that are charged to expense under the successful efforts and area of interest concepts, and in part on whether the enterprise applies an impairment test to some or all of these costs.  In addition, different enterprises using each of the three accounting concepts adopt different procedures for determining the point at which costs are charged to expense or become subject to depreciation.

9.47
In the discussion of preproduction costs in Chapter 6, three basic approaches to accounting for preproduction costs were examined.  They are:


(a)
identify them with a cost pool and capitalise them as part of the costs of that pool, but withhold from the depreciation calculation those costs not yet deemed to be successful or unsuccessful until that determination has been made (this approach usually is used under the full cost concept and, in modified form, under the area-of-interest concept);


(b)
charge all such costs to expense in the period incurred; and


(c)
defer some or all costs incurred as assets until it is determined whether they are applicable to activities that result in mineral reserves, at which time they are capitalised to the cost centre if the outcome is positive and are charged to expense if the outcome is negative.

9.48
Chapter 6 observed that under current practice different accounting treatment may be given to preproduction costs arising in each phase: prospecting, mineral property acquisition, exploration, appraisal, development and construction.  For example, many enterprises charge all prospecting costs to expense, capitalise all mineral acquisition costs, charge most exploration costs (except those relating to successful exploratory wells) to expense, capitalise most (but not all) appraisal costs and capitalise all development and construction costs.

Unevaluated Preproduction Costs under Full Cost Accounting
9.49
Under full cost accounting, all preproduction costs will ultimately become part of the full cost pool, and be depreciated as the reserves in the cost pool are produced or charged to expense through application of an impairment test if no reserves are found in the cost pool.  However, opinions differ about the point at which preproduction costs should become part of the costs being depreciated in the cost pool.  Three general approaches that have been used in the past and might be adopted if full cost accounting is adopted in the future are:


(a)
include unevaluated preproduction costs in the full cost depreciation pool as soon as the costs are incurred.  A variant of this approach is to depreciate only certain types of unevaluated preproduction costs, such as prospecting costs, carrying costs of unproved properties, and dry exploratory wells;


(b)
treat unevaluated preproduction costs as a separate asset subject to its own impairment test; and


(c)
treat unevaluated preproduction costs as a separate asset not subject to an impairment test.

9.50
Some argue that it is the nature of full cost accounting that all preproduction costs incurred should be assigned to the full cost depreciation pool in the period they are incurred.  The basis of full cost accounting, they contend, is that all costs incurred in searching for and developing reserves within a cost centre, no matter when the costs are incurred, are necessary to finding and developing all reserves in that cost centre, no matter when or where the reserves are found and developed.  Those costs would thus immediately become part of the costs subject to depreciation and subject also to the impairment test. However, if the costs are incurred in a non-producing cost pool, consideration must be given immediately to an impairment test.

9.51
Others would split a cost pool into two components – evaluated costs and unevaluated costs – and would withhold unevaluated costs from the full cost depreciation pool until it has been determined whether each such cost has resulted in commercial reserves or will not do so.  Only when that determination has been made should costs become part of the full cost depreciation cost pool.  They propose that unevaluated costs be subjected to a separate impairment test, and the amount of any impairment should be transferred to the depreciable base of the cost pool at the time impairment is recorded.  That is, impairment results in a reclassification of capitalised costs.

9.52
Still others maintain that unevaluated preproduction costs should be carried as an asset, but not subject to impairment or depreciation until outcome of the activities that generated those costs is known.  They argue that it is unknown whether costs that have been incurred but have not yet been determined to be unsuccessful or successful will add reserves in the cost centre.  As a result, they contend, until this determination or some event occurs to suggest that the efforts are unsuccessful, it is inappropriate under full cost accounting to transfer costs to the cost pool, through impairment losses, and begin depreciation of the impaired costs because that would result in an improper matching of costs and reserves that might be found as a result of the costs.  They would not transfer to the full cost depreciation pool any part of the costs related to exploration and development in progress, including the costs of mineral properties not yet explored and mineral properties being explored, until it is known whether the expenditures will or will not result in commercial reserves.  As the outcome of each activity is known, the costs would be transferred to the cost pool to be depreciated.

9.53
A fourth procedure that under full cost accounting has been used to transfer preproduction costs into the cost pool to be depreciated is to transfer to the full cost depreciation cost pool certain types of preproduction costs at the time the costs are incurred, but to withhold others from depreciation until their outcome is determined.  Costs transferred immediately to the pool to be depreciated often include all prospecting costs and the carrying costs of properties.  They also include unsuccessful costs such as dry exploratory wells or testing activities in mine operations where the testing does not result in finding commercial reserves.  Mineral property costs, exploration costs, and appraisal costs may be withheld from the full cost depreciation cost pool and added subsequently to the cost pool to be depreciated at such time as it may be determined that there is impairment of the costs involved.  A transfer is also necessary if it is determined that the expenditures will not result in commercial reserves, or if the cost does result in finding commercial reserves.

9.54
Because the area covered under the full costing concept is large, it is not difficult to identify costs with the cost pool, so the allocation of unevaluated costs between cost pools is rarely a consideration.  However, under the successful efforts and the area of interest methods of accounting, allocation problems often arise, especially for prospecting costs if they are to be capitalised.

9.55
A special problem arises in full cost accounting when operations are begun in a new cost pool.  For an introductory period, there will be no production for that new pool.  Indeed, it may take a few years for activities to reach production after reserves are discovered.  Prior to production, costs accumulate as assets and are identified with the cost pool.  The issue is how long costs can be allowed to accumulate without recording impairment when there is no production or only limited production.  Clearly, management monitors prospecting, property acquisition and, especially, exploration and development activities, and assesses whether the plans that led to undertaking activities in the new cost pool area are still valid and justify not recording impairment.  At some point an impairment test must be made.  Those who consider that these costs would not be recognised as assets under the Framework argue that these costs should be expensed when incurred so that the issue does not arise.

Unevaluated Preproduction Costs under Area-of-Interest and Successful Efforts Accounting
9.56
In Chapter 6 it was pointed out that under both successful efforts accounting and area of interest accounting different preproduction costs may be accounted for in different ways. The possible accounting treatments to be accorded to those costs are summarised below.

9.57
Prospecting costs.  Under both area-of-interest and successful efforts accounting, all prospecting costs may be charged to expense in the period incurred.  In that case, impairment is not an issue.  To the extent that unevaluated prospecting costs are carried as assets, they may be subject to an impairment test each period.

9.58
Mineral property acquisition costs.  Direct costs of acquiring mineral properties are almost universally recorded as assets and identified initially with the individual properties.  Miscellaneous acquisition costs may also be treated as assets and related directly to the individual property, although indirect costs may be charged to expense when incurred if they are insignificant.  If the area of interest approach is used, all mineral property costs generally would be combined into a single amount in each area of interest.  Carrying costs of mineral properties are treated as part of the property costs or they are charged to expense when the costs are incurred.  Costs related to mineral properties that have not yet been determined to contain or not contain reserves, but that have been capitalised, may be subject to an impairment test each period.

9.59
Exploration costs.  Exploration costs are initially accumulated for each exploration project.  Under the successful efforts method, exploration costs other than costs that are akin to development expenditures (for example, costs of drilling successful exploratory wells) may be charged to expense in the period they are incurred.  Alternatively, they may be carried as assets until the outcome of the exploration project is known, at which time they may be allocated between the properties on which reserves are indicated (capitalised) and the properties which are indicated to have no reserves (charged to expense).  Another option is to capitalise all costs of an exploration project as part of the cost of any areas or any properties on which mineral reserves are found.  (Under the area of interest accounting concept, this procedure is usually adopted.)  To the extent exploration costs are carried as assets beyond the period in which they are incurred, they may be subject to an impairment test each period.

9.60
Appraisal costs.  Appraisal costs are identified easily with a cost centre because they relate to specific mineral property, to a specific mine, to a specific reservoir, or to a specific field.  Costs of successful appraisal activities are generally capitalised, but sometimes are treated as exploration costs and charged to expense.  Costs of unsuccessful appraisal activities may be charged to expense.  As pointed out in Chapter 6, however, costs of an initial appraisal effort, such as an appraisal well, may continue to be carried forward as assets if a second appraisal effort is to be undertaken.  If the second effort is successful the costs of the first unsuccessful project may be capitalised along with costs of the successful second effort.  Costs of appraisal activities whose outcomes are not known may be subject to an impairment test each period if they are treated as assets.

9.61
Development and construction costs.  All development costs, even unsuccessful expenditures such as the cost of an unsuccessful development well, may be capitalised as part of the costs of the cost centre, although some argue that intangible development costs should be charged to expense in the period the costs are incurred.  However, some enterprises using the successful efforts method do charge to expense the costs of unsuccessful development projects such as dry holes.  Capitalised development costs are included in the impairment tests of assets related to minerals in the cost centre.  Construction costs are capitalised in the same way as are costs of other property, plant, and equipment.  Depending on the nature of the facilities involved and their dedication to the mineral reserves or possible other uses, construction costs may be included in the assets related to the minerals and subject to the impairment test of those assets, or they may be carried in other property, plant and equipment accounts and subject to a separate impairment test.  If they are dedicated to mineral production from a cost centre, their costs are often considered part of the mineral assets and included in the assessment for impairment of mineral assets.

Mineral Properties that Have Not Yet Been Determined to Contain or Not Contain Commercial Reserves 
9.62
If costs of prospecting, mineral property acquisition, exploration, and appraisal are carried forward as assets before specific commercial mineral reserves are identified, those costs are subject to the impairment provisions of IAS 36.  Although the carrying amounts of those assets are readily available, the recoverable amounts are not easily determined.  With the possible exception of mineral property interests, there is no ready market for selling these assets.  Neither is it feasible to determine cash flows for estimating value in use of such assets.  Some argue that for this specific reason all prospecting and exploration costs, with the exception of successful exploratory wells, should be charged to expense in the period in which they are incurred, consistent with the recognition criteria in the IASC Framework.  Others contend that all or part of such costs should be deferred and that it is management’s responsibility to exercise care and good judgement in determining whether impairment exists and in estimating the amount of impairment if there is deemed to be such.

9.63
In assessing mineral property costs for possible impairment, several factors may be used as indicators of the property’s value and whether impairment has occurred. For each individual property for which commercial reserves have not been established, or for all properties in a cost centre if area-of-interest accounting is used, the following commonly used tests help to identify the likelihood of impairment:


(a)
a comparison with current costs may sometimes be possible.  If there are similar properties in the vicinity being leased or purchased, the cost of leases on those properties or their purchase prices may provide an indicator;


(b)
whether the enterprise is currently conducting exploration on the property and, if so, the results to date;


(c)
whether other enterprises are conducting mining or drilling activities in the area and the results of that exploration, if known;


(d)
whether the enterprise has firm plans and a budget for carrying out further exploration and development in the area;


(e)
how long the enterprise has held the property in relation to the time permitted for carrying out specific obligations, such as beginning excavations, drilling a well, etc.  Longer time periods suggest a higher likelihood of impairment; and


(f)
the behaviour of prices for the mineral expected to be produced from the area.

9.64
However, some argue that the rights of the mineral owner are the same on the last day of the terms of a lease or concession as on the first day and those rights are not changed with the passage of time.  They also point out that the value does not necessarily decrease with the passage of time.  Thus, they argue against recording impairment on such properties.  Others argue that, even if the rights are the same at the end of the lease as they were at the beginning, the value of the rights may change and testing them for impairment is appropriate.

9.65
Generally, under current practice in most countries, unevaluated properties are subject to an impairment test, and in countries in which specific accounting rules have been developed for upstream activities generally such impairment tests are required or recommended.  For example, Paragraph 28 of FASB Statement No. 19, Financial Accounting and Reporting by Oil and Gas Producing Companies, which prescribes accounting standards for petroleum enterprises using the successful efforts method of accounting in the United States, contains the following statement:



Unproved properties shall be assessed periodically to determine whether they have been impaired.  A property would likely be impaired, for example, if a dry hole has been drilled on it and the enterprise has no firm plans to continue drilling.  Also, the likelihood of partial or total impairment of a property increases as the expiration of the lease term approaches if drilling activity has not commenced on the property or nearby properties.  If the results of the assessment indicate impairment, a loss shall be recognized by providing a valuation allowance.  Impairment of individual unproved properties whose acquisition costs are relatively significant shall be assessed on a property-by-property basis, and an indicated loss shall be recognized by providing a valuation allowance.

9.66
Some argue that, where there are many small mineral properties, it is impractical to assess impairment on an individual property basis when testing for and measuring impairment of properties to which commercial reserves have not been assigned.  Proponents of this view would assess impairment on groups of properties – for example, all properties in an area of interest.  Others argue that combining mineral properties into groups, such as by area of interest, for the purpose of measuring impairment does not solve the difficulty of arriving at a value for the properties.  They argue that a more reasonable and practical approach is to record impairment on a group basis by placing all small properties in a group, or more than one group, and depreciating the total cost of each group to expense on a logical and meaningful basis.  Setting up groups permits different depreciation rates that reflect the nature and character of the assets in each group.  An example of provision for group impairment is found in paragraph 28 of FASB Statement No. 19, which permits this approach in the United States.


When an enterprise has a relatively large number of unproved properties whose acquisition costs are not individually significant, it may not be practical to assess impairment on a property-by-property basis, in which case the amount of loss to be recognized and the amount of the valuation allowance needed to provide for impairment if those properties shall be determined by amortizing those properties, either in the aggregate or by groups, on the basis of experience of the entity in similar situations and other information about such factors as the primary lease terms of those properties, the average holding period of unproved properties, and the relative proportion of such properties on which proved reserves have been found in the past.

9.67
It should be noted that the requirements relating to impairment in FAS 19 differ from the general requirements for impairment in the United States.  FAS 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of, requires long-lived assets and certain identifiable intangible assets held and used by an entity be reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable.  If the sum of the expected future undiscounted cash flows is less than the carrying amount of the asset, an impairment loss is recognised.  Measurement of an impairment loss for long-lived assets and identifiable intangibles that an entity expects to hold and use should be based on the fair value of the asset.  (Although FASB has recently proposed amendments to FAS 121, these principles would not change.)

9.68
There are some, however, who think that depreciation is a process to “smooth” income and results in a distortion of true economic effects that result when properties prove worthless.  They also argue that though some properties in a group may be worthless, the total value of “good” properties may far exceed the value of those that are worthless.  Based on this argument, they would not record impairment or depreciate property costs.

Capitalised Prospecting, Exploration, and Appraisal Costs  
9.69
In assessing impairment of prospecting, exploration and appraisal costs that have not yet been determined to have, or have not found, mineral reserves, some of the same criteria used for testing for impairment of mineral property costs discussed in paragraph 9.63 may be used. 

9.70
Some argue that it is impossible to determine whether impairment of capitalised costs such as prospecting, exploration and appraisal activities exists and to assess the amount of impairment.  They argue that a logical and reasonable solution to impairment of capitalised costs of this type is to simply maintain an allowance for impairment account at some predetermined proportion of the deferred costs.  Many favour setting up groups of assets with similar attributes – such as types of costs and locations- to assist in arriving at loss rates that are realistic and meaningful.  The predetermined balance(s) of the allowance(s) for impairment would be a percentage of the deferred costs, the percentage being determined, for example, on the basis of the percentage of deferred costs that have proved worthless for a group over a selected past period such as five years.  Those who favour this approach argue that it is simple to apply and reduces the likelihood of carrying on the balance sheet amounts reflecting worthless costs. 

Basic Issue 9.5 – Impairment of deferred preproduction costs that are not attributed to a cash generating unit

If any preproduction costs are deferred until success or failure is known, how should impairment be assessed?

a.
Follow IAS 36.

b.
Impose a time limit.  It might be (a) an exact time limit such as one year or two years or (b) a time limit that is invoked only if no activity is currently under way relating to the cash generating unit. 

c.
If there is a large homogeneous group of properties, depreciate the deferred preproduction costs on some systematic basis as a surrogate for impairment.

d.
A combination of the above depending on the nature of the asset (please explain).

e.
Exclude the costs from an impairment test because impairment cannot be measured.

Steering Committee Tentative View: 

IAS 36 cannot be applied because that would involve a value-in-use assessment that cannot be done because commerciality is unknown.  Consistent with the Steering Committee’s tentative view in response to Basic Issue 6.7, the Committee favours some type of limit if preproduction costs are deferred pending determination of whether commercially recoverable reserves are found.  However, the Committee has not reached a tentative view regarding the approach.
Recording Surrenders of Properties and Transfers to Mineral Asset Accounts
9.71
If depreciation or impairment allowance accounts are established for groups of unproved properties, when an individual property becomes worthless some argue that it is appropriate to charge the property’s capitalised costs against the allowance account rather than directly reducing the carrying amount of each impaired asset.  If commercial reserves are found on the individual property and the property is transferred to an account, such as commercial properties, the entire original cost could be transferred and treated as a cost of the asset related to commercial reserves.  However, if impairment is recorded on an individual property basis, only the carrying value of that property (the original cost less the impairment allowance) would be charged to expense (if the property becomes worthless) or to the asset accounts related to commercial reserves to be depreciated (if commercial reserves are found on the property), assuming no recovery of impaired value is recorded.  However, IAS 36 provides for recovery of impairment amounts previously charged to expense.  Accordingly, it has been suggested that, in accordance with IAS 36, the original cost would be transferred to the mineral asset account and recovery income would be recorded for that amount.
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