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Chapter 12
The Formation of Arrangements to Share Risks and Costs
Risk and Cost Sharing Arrangements
12.1
As discussed in previous chapters, the search for and development of minerals require large capital outlays.  Many of the costs involved are incurred long before it is known whether minerals exist in the area involved.  Even if it is known that minerals are present, they may not exist in sufficient quantities and under suitable conditions to make them commercially recoverable.  On the other hand it is possible that the search for commercially recoverable minerals will be successful, resulting in large quantities of reserves and associated profits as a reward for the costs incurred and risks taken.  In addition to high risks related to commercial recoverability, in many cases there may be risks related to political and economic instability in areas where upstream activities are being carried out.  In this type of environment, enterprises in the extractive industries have developed a wide range of contractual relationships designed to share with others the costs, risks, and rewards of exploring for, developing, and producing mineral reserves.  

12.2
Risk reduction is not the only factor that encourages cooperative ventures in exploring for, developing, and producing minerals.  Other reasons include:

(a) reserves from a mining area or petroleum field may be recovered more efficiently and cheaply if only one enterprise is operating in the area;

(b) total recoverable reserves may be increased;

(c) the opportunity to share knowledge and skills of other enterprises enhances total recovery;

(d) the economics or physical location of participants may favour such an arrangement;

(e) some countries require that the host government or a domestic enterprise participate in exploration and development.  For example, production sharing contracts are used throughout most of the world.  While these contracts are entered into by petroleum enterprises as a way to obtain rights to explore for, develop, and produce oil and gas, they contain many of the provisions of more typical sharing arrangements and are therefore discussed in this chapter;
(f) a venture may be too large to be undertaken by a single enterprise;

(g) tax laws sometimes favour such arrangements; and

(h) governments may require certain types of sharing arrangements in order to conserve resources.


This list is not exhaustive, and other factors peculiar to a particular exploration or development activity may make it desirable for an enterprise to join in a cooperative venture with other enterprises.

12.3
Contractual arrangements, leading to the sharing of exploration, development, and production costs and revenues between the parties, may be entered into at the start of exploration after reserves have been found, after development has been partially or fully completed, and even after production has begun.

12.4
A sharing arrangement (sometimes called a pooling of capital or a conveyance) is a contract entered into between parties to share the costs, risks, and benefits of working together in upstream extractive operations.  To facilitate discussion, usually these contractual agreements will be referred to in this chapter as “sharing arrangements” though there are various names given to particular types of arrangements.  The first section of the chapter examines the accounting issues related to transfers of mineral interests and costs incurred by the parties involved at the inception of the sharing arrangement.  The second section of the chapter discusses financial reporting issues related to an enterprise’s participation in a joint venture resulting from the contribution of capital by two or more venturers.

12.5
Arrangements to share costs, risks, and rewards are not unique to the extractive industries.  The general term for these kinds of arrangements is joint ventures, which are the subject of IAS 31, Financial Reporting of Interests in Joint Ventures.  This chapter describes the sharing arrangements that are common in the extractive industries and the provisions of IAS 31. 

Typical Sharing Arrangements 

12.6
Frequently a sharing arrangement involves the transfer of all or part of the operating interest in one or more mineral properties, including the rights and responsibilities for exploring, developing, and operating the property.  In other cases the owners of mineral properties may combine together their separately-owned properties, agreeing to share ownership in the combined properties, revenues, and expenses as provided in the agreement.  In most of these situations, the sharing arrangement will be accompanied by or followed by a joint operating agreement if operating interests are owned by both parties after the sharing arrangement becomes effective.  

12.7
A brief description of only four of the many types of sharing arrangements found in the extractive industries will demonstrate the nature of these arrangements as a basis for analysing various proposals for how these arrangements may be accounted for.  The four are farm outs, carried interests, production sharing contracts, and unitisations.
Farm Outs

12.8
A farm out (from the viewpoint of the transferor of an interest in the mineral property) or a farm in (from the viewpoint of the recipient of the mineral property interest) occurs when the owner of operating rights in a mineral property (the farmor) transfers a part of that interest to a second party (the farmee) in return for the farmee’s paying all of the costs, or only specified costs, to explore the property and perhaps to carry out part or all of the development of the property if reserves are found.  The example below illustrates the basic terms of a farm-out contract commonly used in the extractive industries.  The contract involves transfer of a part of the working interest in a mineral property in return for specified exploration work to be carried out by the transferee (farmee).  


Illustration of a farm out.  A, the farmor, owns the operating interest in a mineral property with capitalised costs of 1,000,000.  In the year 2000, A agrees to transfer to B, the farmee, a one-third interest in the operating rights in the mineral property in return for B’s carrying out stipulated exploration activities on the property.  As soon as the specified work has been carried out by B, the parties will share future costs and revenues in the ratio of two parts to A and one part to B.  At the date the contract was entered into, the estimated value of the property was 2,000,000.  B completed the required exploration work in 2001 at a total cost of 800,000.  The exploration found commercially recoverable reserves.  At the time of completion of the favourable exploration the estimated fair market value of the property was 12,000,000.  During 2001, development costs of 4,000,000 were incurred.  During that year, production revenues from the property were 1,200,000 and operating costs were 800,000.

12.9
Sometimes the operating interest owner (farmor) farms out all of the operating interest, with its burden of exploration, development and production, to the farmee.  In that case the farmor usually retains a nonoperating interest such as an overriding royalty.  An overriding royalty is very similar to a basic royalty, except that the former is created out of the operating interest and if the operating interest expires, the overriding royalty also expires.

Carried Interests

12.10
Carried interests (or carrying arrangements) are similar to farm-out transactions except that in a carrying arrangement the entity incurring the exploration or development costs (the carrying party) is entitled to recover the costs incurred (and usually an amount in addition to actual costs incurred) before the entity that originally owned the mineral interest (the carried party) is entitled to share in revenues from production.  The following example illustrates a carried interest arrangement found frequently in the petroleum industry.


Illustration of a carried interest.  C owns the operating interest in an unexplored mineral property with capitalised costs of 1,000,000.  In 2000 C assigned to D, a 75 per cent share of the operating interest, and D assumed an obligation to drill and equip one exploratory well.  If the well is productive, D will operate the property under a joint operating agreement between the parties and is entitled to receive all revenues from the well and must pay all production costs of producing minerals from the well until D has recovered from net revenues 150 per cent of the costs to drill and complete the well.  The relevant well costs were 1,200,000 for drilling and 300,000 for equipment.  Subsequent wells that may be drilled are not covered by the carrying agreement; each party will be responsible for its share of those additional costs.  After the well was completed, the production revenues in the year 2000 were 1,200,000 and the operating expenses were 300,000.

Production Sharing Contracts

12.11
Production sharing contracts (PSCs) may be viewed as a sharing arrangement.  Some consider production sharing contracts to be a form of carried interest because many of the terms of a production sharing contract are very similar to those found in carried interests. 

12.12
The major features found in production sharing contracts, a special form of risk-sharing and cost-sharing were discussed in Chapter 2.  Although PSC terms vary widely from country to country, the basic features that give rise to financial reporting problems are suggested below.  Many provisions in production sharing contracts, such as royalty requirements, are not unique to PSCs and are not included in this list.


(a)
the contracting enterprise provides all financing and technology necessary to carry out operations and assumes all risks of the project; 


(b)
the contractor is frequently required by the contract to provide infrastructure, such as streets, electricity, water systems, roads, hospitals, schools, and other items during various phases of activities.  Additionally, the contract customarily requires the contractor to provide specified training of personnel.  Infrastructure and training costs may or may not be recoverable from future production by the contracting enterprise; 


(c)
equipment related to development and production becomes the property of the national oil company at the time the equipment is imported or purchased; 


(d)
normally the contacting enterprise is entitled to recover operating costs and specified exploration and development costs from a specified percentage of oil revenues remaining after the royalty payment.  This amount is known as cost recovery oil; 


(e)
the remaining revenues, after royalties and cost recovery, known as profit oil, are split between the contracting enterprise and the national company on a predetermined basis; and 


(f)
income taxes on the contractor’s net income are sometimes paid by the national oil company.

12.13
The impact of the above factors on financial reporting are discussed in paragraphs 12.45 to 12.46.

Unitisations

12.14
Unitisation agreements have many features in common with farm outs and carried interests.  However, in a unitisation the parties cross-assign to one another a share of the interest in the mineral properties that each owns in an area.  From that point forward they share, as agreed, in further costs and revenues related to the properties.


Illustration of a unitisation.  Petroleum enterprises E and F have carried out exploration programs on separate properties owned by each in a remote area near the Antarctic Circle.  Both enterprises have discovered petroleum reserves on their properties and have begun development of the properties.  Because of the high operating costs and the need to construct support facilities, such as pipelines, dock facilities, transportation systems, and warehouses, the entities decide to unitise the properties, which means that they have agreed to combine their properties into a single property.  A joint operating agreement is signed and entity F is chosen as operator of the combined properties.  Relevant data about each enterprise’s properties and costs are given as follows:


Party E


Prospecting costs incurred prior to property acquisition
  8,000,000


Mineral acquisition costs



42,000,000


Geological and geophysical exploration costs (G&G)

12,000,000


Exploratory drilling costs:



Successful



16,000,000



Unsuccessful



  7,000,000


Development costs incurred



23,000,000


Estimated reserves (agreed between parties)


30,000,000 barrels


Party F


Prospecting costs incurred prior to property acquisition
  
3,000,000


Mineral acquisition costs



31,000,000


Geological and geophysical exploration costs (G&G)

17,000,000


Exploratory drilling costs



Successful



24,000,000



Unsuccessful



  4,000,000


Development costs incurred



36,000,000


Estimated reserves (agreed between parties)


70,000,000


Ownership ratio in the venture is to be based on the relative quantity of agreed-upon reserves contributed by each party (30% to E and 70% to F).  The parties agree that there should be an equalisation between them for the value of pre-unitisation exploration and development costs that directly benefit the unit, but not for other exploration and development costs.  That is, there will be a cash settlement between the parties for the value of assets (other than mineral rights) or services that each party contributes to the unitisation.  This is done so that the net value contributed by each party for the specified expenditures will equal that venturer’s share of the total value of such expenditures at the time unitisation is consummated.  Thus, the party contributing a value less than that party’s share of ownership in the total value of those costs contributed by all the parties will make a cash payment to the other party so that each party’s net contribution will equal that party’s share of total value.  The agreed amounts of costs to be equalised that are contributed by E and F are:


Expenditures made by: 





E

F
Total

Successful exploratory drilling

12,000,000
12,000,000
24,000,000


Development costs

18,000,000
30,000,000
48,000,000


Geological and geophysical exploration
  4,000,000
14,000,000
18,000,000


Total expenditure

34,000,000
56,000,000
90,000,000


As a result of this agreement, F is obliged to pay E the net amount of 7,000,000 to equalise exploration and development costs.  This is made up of the following components:


(a)
4,800,000 excess of value of exploratory drilling received by F (16,800,000 = 70% x 24,000,000) in excess of value for successful exploratory drilling contributed (12,000,000); plus

(b)
3,600,000 excess of value of development costs received by F in the unit (33,600,000 = 70% x 48,000,000) in excess of the value of development costs contributed by F (30,000,000); and less

(c)
1,400,000 excess of value of G&G costs contributed by F (14,000,000) over the value of the share of G & G costs owned by F after unitisation (12,600,000 = 70% x 18,000,000).

Accounting Issues

12.15
The four types of sharing arrangements described above illustrate the many types of sharing arrangements found in the extractive industries.  In the following paragraphs the major accounting considerations related to such arrangements and an analysis of some of the suggested solutions are described.  Because production sharing contracts differ in a number of ways from the three other types of sharing arrangements that have been discussed above as typical examples of such arrangements, accounting problems relating to PSCs are discussed in paragraphs 12.45 and 12.46, following the discussion of more traditional sharing arrangements.

12.16
The basic issue arising at the time most sharing arrangements or poolings of capital are formed is whether any gain or loss should be recognised by the contributors (venturers) on consummation of the agreement, when the assets are contributed to the new entity.  There are a number of related issues, including the following.


(a)
If no gain or loss is to be recognised on the transaction:



(i)
How should the costs related to the interest in the property given up be accounted for by the transferor and how should the interest received in assets or services be recorded?



(ii)
How should the costs related to the work performed by the transferee in return for the property interest acquired be accounted for by the transferee and how should the interest received in the mineral property be recorded?


(b)
If gain or loss is to be recognised on the transaction:



(i)
How is gain or loss to be measured by each party?



(ii)
How should the costs related to the interest in the property given up be accounted for by the transferor and how should the interest received in assets or services be recorded?



(iii)
How should the costs of the services performed by the transferee in return for the property interest acquired be accounted for by the transferee and how should the interest received in the mineral property be recorded?


(c)
Is it appropriate to capitalise costs that are reimbursable under a production sharing contract even if those costs would otherwise, by their nature, be charged to expense?


(d)
For production sharing contracts there are a number of special accounting problems.  The most important of these are:



(i)
How should nonrecoverable costs be recorded by the contractor? 



(ii)
How should recoverable costs be recorded by the contractor? 



(iii)
How should costs of infrastructure and other expenditures required by the host government be accounted for? 



(iv)
How should cost recovery oil be accounted for, that is, should the value of such oil be treated as revenue or as recovery of cost? 



(v)
Should the contractor include as assets the cost of an asset whose title has passed to the host government? 



(vi)
Should the reserves to which the contractor is entitled as a result of cost recovery be included with other reserves in reserve disclosures? 



(vii)
Should the contractor include in reserves oil related to a PSC in which the contractor does not hold title to the oil?



(viii)
If the contractor’s income taxes are paid by the host country’s oil company or by the government, how should the taxes and related production be accounted for by the contractor? 



(ix)
What price should be used, for accounting purposes, to calculate the quantity and value of reserves attributable to a production sharing contract? 

Nonrecognition of Gain or Loss

12.17
One view taken frequently is that the formation of a sharing arrangement is the result of one or more transactions that do not give rise to recognition of a gain by either party.  Similarly, it is often held that such transactions do not give rise to losses although the value of assets received compared to the costs incurred may suggest impairment of assets involved.  Those taking this approach would simply retain all costs of assets or services given up, ignoring the differences between fair value of assets or services received and the cost of the assets or services given up.  

12.18
Those who would recognise no gain or loss on the formation of sharing arrangements customarily base their position on one of two arguments:


(a)
the transaction results in the formation of a joint venture of a type that does not involve a separate entity and on which, therefore, no gain or loss should be recognised; or


(b)
the transaction represents an exchange of similar nonmonetary assets, which does not require recognition of a gain or loss.

12,19
For example, FASB Statement 19, Financial Accounting and Reporting by Oil and Gas Producing Companies, which governs the accounting for many mineral conveyances in the United States, reflects this point of view:



44.
In the following types of conveyances, gain or loss shall not be recognized at the time of the conveyance: 




a.
A transfer of assets used in oil and gas producing activities (including both proved and unproved properties) in exchange for other assets also used in oil and gas producing activities. 




b.
A pooling of assets in a joint undertaking intended to find, develop, or produce oil or gas from a particular property or group of properties. 

12.20
Sharing arrangements as joint ventures.  Some view sharing arrangements as nothing more than the pooling of capital (the combining of their assets) by the entities involved, usually resulting in formation of a joint venture.  The form of the joint venture is normally characterised as “jointly controlled assets pooled by the venturers”, described in paragraphs 13-18 of IAS 31, Financial Reporting of Interests in Joint Ventures.  Those opposing the recognition of gain or loss on this basis maintain that each participant in a pooling of capital maintains an interest in the assets or services it contributes to the venture.  It is contended that each venturer has control over its share of future benefits through its share in the jointly controlled assets as described in paragraphs IAS 31.13-18.  In arrangements of this type no separate entity is formed.  Each party has merely contributed its assets or services to the venture.

12.21
Sharing arrangements as exchanges of similar assets.  It is frequently argued that most sharing arrangements reflect the exchange of interests in assets between the owners of interests in the arrangement.  The financial reporting for such arrangements depends on whether the exchange in a specific circumstance is an exchange of similar assets or of dissimilar assets.

12.22
Those who oppose recognising gains or losses as a result of such transactions argue that they reflect exchanges of interests in assets and contend that a mineral interest in a property is “similar in nature and value” to mining equipment or well equipment and to the intangible costs of developing that property because the assets are used to extract and produce minerals from the property.  They rely on paragraph 11 of SIC 13, Jointly Controlled Entities – Non-Monetary Contributions by Venturers, to provide support for the nonrecognition of any gain or loss resulting from the sharing arrangement.  That paragraph states:



IAS 18.2 explains that “when goods and services are exchanged or swapped for goods or services which are of similar nature and value, the exchange is not regarded as a transaction which generates revenue”.  IAS 16.22, Property, Plant and Equipment (revised 1998), states that “an item of property, plant and equipment may be acquired in exchange for a similar asset that has a similar fair value.  An item of property, plant and equipment may also be sold in exchange for an equity interest in a similar asset.  In both cases, since the earnings process is incomplete, no gain or loss is recognised on the transaction”.  The same rationale applies to a contribution of non-monetary assets since a contribution to a jointly controlled enterprise is in substance, an exchange of assets with the other venturers at the level of the jointly controlled enterprise.

12.23
Those relying on SIC 13.11 to support their argument for nonrecognition of gain or loss point out that the typical sharing arrangement in the upstream extractive industries does not involve a separate entity, but results in each party transferring to the other party involved a share of the assets or services contributed.  To them, IAS 16.22 clearly eliminates the recognition of gain or loss on transactions related to the formation of a sharing arrangement.  IAS 16.22 states:



An item of property, plant and equipment may be acquired in exchange for a similar asset that has a similar use in the same line of business and which has a similar fair value.  An item of property, plant and equipment may also be sold in exchange for an equity interest in a similar asset.  In both cases, since the earnings process is incomplete, no gain or loss is recognised on the transaction.  Instead, the cost of the new asset is the carrying amount of the asset given up.  However, the fair value of the asset received may provide evidence of an impairment in the asset given up.  Under these circumstances the asset given up is written down and this written down value assigned to the new asset.  Examples of exchanges of similar assets include the exchange of aircraft, hotels, service station and other real estate properties.  If other assets such as cash are included as part of the exchange transaction, this may indicate the items exchanged do not have a similar value.

12.24
IAS 38.35, Intangible Assets, contains an almost identical principle for the exchange of similar intangible assets.

12.25
Those who consider that IAS 16.22 and IAS 38.35 should apply to the exchange of interests in assets in sharing arrangements conclude that because all of the costs incurred on a property are incurred for the common purpose of finding and extracting minerals from the property, they are similar in nature.  Furthermore, the exchange of interests in a sharing arrangement generally does not result in completion of the earning process under historical cost accounting.  They consider that income recognition occurs when the minerals are produced and sold.

12.26
Accounting for costs if no gain or loss is recognised.  If no gain or loss is recognised on the formation of a sharing arrangement, it must be decided how the assets or services contributed by each party and the assets or services received by each party will be accounted for.  Two approaches sometimes advocated are described in the following paragraphs.

12.27
A common suggestion is that if no gain or loss is recognised on the transaction, the parties should account for their investment or expenditures in accordance with their normal accounting procedures.  Under this approach:


(a)
the owner of operating rights in a mineral interest who transfers a part of those operating rights to another entity and retains a part of the operating interest would simply treat the capitalised mineral cost in its entirety as the cost of the mineral rights retained and would not recognise the expenditures made by the other entity; and 


(b)
the enterprise incurring exploration or development costs in return for a mineral property interest would charge the costs to expense or capitalise them in conformity with its accounting policy, with no cost assigned to the mineral property interest received.

12.28
There is, however, a difference of opinion on how these retained amounts should be classified.  There are two principal views:


(a)
the costs should remain in the financial statements and reflect the nature of the cost incurred; or


(b)
the costs should be allocated between the elements retained and the elements contributed by the other party.

12.29
Perhaps the simplest approach to accounting for transactions giving rise to sharing arrangements is for each party to record their costs in the normal way and to leave them intact after the arrangement is consummated.  The application of this approach to two examples given previously illustrates this approach.


(a)
In the farm out example in paragraph 12.8 of this chapter, the farmor, A, owned a mineral property that had capitalised costs of 1,000,000.  In a farm-out agreement, A transferred a one-third interest in the property to B, the farmee, in return for B’s agreement to incur certain costs for exploration.  B performed the required exploration at a cost of 800,000.  Under the approach being discussed, A would make no entries to record the transaction, but would treat its capitalised 1,000,000 mineral property cost as applicable to the two-thirds interest it retained in the mineral property.  B spent 800,000 for exploration in return for earning a one-third interest in a property.  No part of B’s costs would be allocated to the mineral interest acquired.  The 800,000 incurred would be capitalised or expensed by B in accordance with rules for exploration expenditures.  


(b)
In the illustration of a carried interest in paragraph 12.10, the carrying party, D, spent 1,500,000 to drill a well to gain an interest in a property.  This 1,500,000 would be accounted for as though D had spent the money on its own wholly owned property.  No part of that amount would be allocated to mineral property costs.  On the other hand, the carried party, C, would retain the entire mineral cost of 1,000,000 as the cost of its share of the mineral interest retained and would assign no cost to wells or equipment.  The carrying party, D, would receive and recognise the entire 1,200,000 of revenue and pay and record as such the 300,000 of operating expenses.  This procedure would be followed until the first 2,250,000 (150% of the well’s cost) has been recovered.  In the first year, 900,000 (revenues of 1,200,000, less operating expenses of 300,000) of the recoverable amount was recovered, leaving 1,350,000 to be recovered in future years.  Under this approach, the carried party, C, has no revenue or operating expenses to record until D has recovered from net revenues the full amount of 2,250,000.

12.30
There are some, however, who think that a carried interest of the type described above creates problems that are not found in other types of sharing arrangements – namely that the carrying party (the transferee) is entitled to recover from the carried party’s share (the transferor’s share) of production the costs incurred by the carrying party.  They contend, therefore, that the costs incurred that will be recovered should be charged to a receivable account rather than to the accounts that would normally be charged for those costs (which might be an asset or might be an expense).  If the project is successful, to the extent that recovery is made from the carried party’s share of production it is credited to the receivable account, rather than treated as revenue.  In the example given, the carrying party was entitled to recover an amount greater than the carried costs.  From that point forward, the additional amount retained by the carrying party would be recorded as income.  If it is decided that the carried costs will not be recovered, the unrecoverable amount would be charged to expense.  Some would treat the amount of the carried party’s share of production retained by the carrying party as consisting in part of recovery of the receivable and in part as income over the recovery period.

12.31
The major benefits from treating the formation of the sharing arrangement in the manner described above are:


(a)
there is no need to estimate value of any element;


(b)
each party to the transactions records that party’s transactions in the way that it records such transactions normally;


(c)
the process is simple and straightforward to apply; and


(d)
the results would be identical between all entities given identical facts.

12.32
Allocate costs to all elements in which parties have interests.  Some argue that even though no gain or loss should be recognised on the transactions surrounding the formation of the sharing arrangement the method described in the preceding paragraphs does not represent economic reality because it does not reflect each entity’s share of ownership in different types of cost elements.  For example, the entity that incurs costs for exploration or development services receives an interest in the mineral property and also holds an interest in the direct object of the expenditures (exploration and development).  Using the approach previously described, a farmee would record the entire expenditure for exploration as either an exploration expense or as a capitalised cost, in accordance with the requirement for that type of cost.  If equipment were involved, the entire amount paid for that equipment would be recorded as an asset by the farmee, even though a fractional ownership interest in the equipment passes to the farmor.  It is argued frequently that economic reality is reflected only if an allocation is made between different types of cost elements in which an interest is owned.  If the farmee receives a one-third interest in the venture, then one-third of the costs incurred for exploration or development by the farmee would be allocated to the mineral property account.  Under this approach, the entity giving up a share of the mineral interest would remove from the mineral property account that proportionate part of the mineral costs applicable to the interest transferred and allocate it between the elements such as exploration, equipment, or intangible development costs.  Those favouring this approach argue that the mineral interest given up was transferred to acquire an interest in the elements of cost incurred by the farmee.  Such an allocation could be based on the relative value of each of those items.  It is pointed out, however, that often it is almost impossible to measure the value of individual cost components such as the costs related to shafts, tunnels and wells, plant and equipment, and exploration unless detailed information is disclosed by the entity providing exploration or development results.  Those favouring this approach think that it more accurately reflects the economics of the situation and the assets involved.  However, because it may require value estimates, some think it might lead to different results in similar situations.

12.33
The results of the approach described in the preceding paragraph can be observed in its application to the earlier illustration of a farm out.  The farmor, A, gave up a one-third interest in a mineral property which had cost 1,000,000.  In return, the farmee incurred costs of 800,000 to earn that one-third interest.  Using the approach discussed above, and assuming that 800,000 is a fair measure of the value of the services rendered by the farmee, A, the farmor, would transfer 333,333 (1/3 X 1,000,000) from the mineral property account to the account to which A would have charged the costs incurred by B if those costs had been incurred by A.  In this case there is no allocation problem because all of the costs were incurred for exploration.  An obvious question arises in connection with this approach if all exploration costs are expensed when incurred.  If A allocates 333,333 to exploration costs, and exploration costs are to be charged to expense when incurred, A would presumably transfer 333,333 from an asset account to an expense account even though the exploration was successful and added value to the mineral property.  This is based on the view that the transferor has, in effect, incurred a cost for exploration.  The magnitude of that cost is the amount removed from the mineral property interest account as applicable to the mineral property interest given up.

12.34
Some suggest that this approach is not logical.  Even if the transferor were to remove that part of the cost allocable to the interest transferred from the mineral property interest account and assign it to items for which the transferee incurred costs, it should not apply to costs that are appropriately charged to expense by the transferor of the interest.  If this argument is accepted, in the farm out illustration in paragraph 12.8, the entire mineral cost would continue to be carried as such in the financial statements of A.  

12.35
Because of the imprecision of cost allocations necessary on the part of the transferor of a mineral interest if more than one type of cost is incurred by the party receiving the mineral interest, it has been suggested that an amount equal to the estimated value of the mineral interest transferor’s share of equipment received should be transferred from the mineral property account and assigned to the equipment account.  The remaining balance of the mineral property account would be treated as the cost of the retained mineral interest.  This approach eliminates the allocation problem and is proposed in order to avoid the difficulties in estimating the value of exploration work and development costs.  However, equipment value is also subjective and not necessarily equal to its cost.  Consequently, this method, too, may result in dissimilar reporting for similar situations.  However, it does eliminate the problem of A’s having an ownership interest in tangible assets that does not appear on the balance sheet.  

12.36
A problem is created also for the party who performs exploration and development activities in return for a mineral interest in a pooling transaction.  Under the general approach being discussed, the party performing the activities would allocate to the asset received (a mineral property right) that share of the costs incurred that is applicable to the interest held by the transferor under the agreement.

12.37
For example, if exploration costs are to be charged to expense when incurred, a question arises whether all of the exploration costs incurred by the enterprise performing exploration activities for a property interest should be charged to expense.  To illustrate, if it is decided that exploration costs should be expensed generally, a strict interpretation would require B (in the farm out illustration earlier in this chapter) to charge the entire 800,000 incurred to exploration expense.  Some suggest that this is not logical and that the portion of B’s costs representing the ownership interest retained by A should be treated as B’s investment (533,333) in the property interest and that only that amount of costs incurred by B applicable to the interest earned in the property (one-third) should be treated as exploration cost.  This portion, 166,667, reflecting the one-third interest owned by B, would then be treated as an exploration cost and capitalised or expensed as appropriate.  This treatment is based on the idea that of the total amount spent, two-thirds represents the cost of the mineral interest obtained by the farmee from the farmor, while one-third represents the farmee’s own interest in the exploration costs.

Recognition of Gain or Loss on Formation of a Joint Venture

12.38
It is suggested frequently that transactions involved in creating a sharing arrangement give rise to gains or losses that should be recognised in the financial statements of the parties to the transaction.  This view may be held whether the transaction is viewed as being part of the formation of a joint venture or as an exchange of nonmonetary assets.

12.39
In addition, some who view the transaction as a pooling of capital argue that a gain or loss should be recognised by all parties in order to reflect economic reality.  Under this approach, the transferor of a share of the mineral interest (for example, the farmor in a farm-out transaction) would:


(a)
remove from the mineral asset account that fractional share of cost represented by the interest transferred;


(b)
record the value of the elements received (or the value of the elements given up); and


(c)
record the difference between the two amounts above as a gain or loss.

12.40
If gain or loss is to be recognised, the transferee (for example, the farmee in a farm-in transaction) of the mineral property who has incurred costs to gain a mineral interest would take the following steps:


(a)
record the mineral interest received at its fair value (or at the fair  value of the assets given up);


(b)
remove a proportionate share of costs incurred from the cost accounts to which they have been charged; and


(c)
record the difference between the two amounts above as a gain or loss

12.41
Those who conclude that most sharing arrangements represent poolings of capital resulting in a joint venture, but who nevertheless think that a gain or loss should be recognised, sometimes argue that SIC 13, Jointly Controlled Entities–Non-monetary Contributions by Venturers, should apply.  SIC 13.9 states:



IAS 31.39 (revised 1998) refers to the transfer of the “significant risks and rewards of ownership” as a condition for recognition of gains or losses resulting from transactions between venturers and joint ventures.  IAS 18.16(a) to (d) contains examples of situations where the risks and rewards of ownership are typically not transferred.  This guidance also applies by analogy to the recognition of gains and losses resulting from contributions of non-monetary assets to JCEs.  Since the venturer participates in joint control of the JCE, it retains some “continuing managerial involvement” in the asset transferred.  However, this does not generally preclude the recognition of gains or losses since joint control does not constitute control to the degree usually associated with ownership (IAS 18.14(b)).

12.42
Although the typical sharing arrangement does not result in formation of a separate entity, those favouring the recognition of a gain or loss at the inception of the sharing arrangements argue that the enterprise that enters into a joint venture has transferred a portion of the “significant risks and rewards of ownership” referred to in IAS 31.39 and that a gain or loss should be recognised.  



When a venturer contributes or sells assets to a joint venture, recognition of any portion of a gain or loss from the transaction should reflect the substance of the transaction.  While the assets are retained by the joint venture, and provided the venturer has transferred the significant risks and rewards of ownership, the venturer should recognise only that portion of the gain or loss which is attributable to the interests of the other venturers.  The venturer should recognise the full amount of any loss when the contribution or sale provides evidence of a reduction in the net realisable value of current assets or an impairment loss.  


They conclude, therefore, that a gain or loss should be recognised on that proportionate part of the assets transferred to the other parties in the transaction.

Recognition of Gain or Loss on Exchange of Nonmonetary Assets

12.43
Others view sharing arrangements as exchanges of interests in assets, but conclude that the assets exchanged are not similar.  To them, an interest in a mineral property is different from an interest in equipment in a mine, and both of them differ from the cost of a mine shaft.  Consequently, they view the exchange of exploration and development activities in return for a mineral interest as an exchange of dissimilar assets.  In their view, the transaction would therefore fall into the situation described in paragraph 21 of IAS 16, Property, Plant and Equipment:



An item of property, plant and equipment may be acquired in exchange or part exchange for a dissimilar item of property, plant and equipment or other asset.  The cost of such an item is measured at the fair value of the asset received, which is equivalent to the fair value of the asset given up adjusted by the amount of any cash or cash equivalents transferred.

12.44
Although IAS 16.21 does not state specifically that a gain or loss must be recognised on the exchange of dissimilar assets, a gain or loss is presumed to arise by those who favour the recognition of a gain or loss on such exchanges.  If that is the case, each party would record the transaction by:


(a)
removing from that party’s financial statements the cost relating to that share of the interest given up;


(b)
recording the cash equivalents given up or received;


(c)
recording the fair value of the share of assets received; and


(d)
recognising a gain or loss equal to the difference between the first three amounts.

Special Problems in Accounting for Production Sharing Contracts

12.45 For production sharing contracts there are a number of special problems resulting from the contract provisions noted in Chapter 2 as being typical of such contracts.

(a)
How should non-recoverable costs be recorded by the contractor?

(b)
How should recoverable costs be recorded by the contractor?

(c)
How should costs of infrastructure, etc. required by the host government be accounted for?

(d) How should cost recovery oil be accounted for, that is, should the value of such oil be treated as revenue or as recovery of cost?

(e) Should the contractor depreciate capitalised costs in accordance with the usual manner (mainly through unit-of-production)?
(f)
Should the contractor include as assets the cost of an asset whose title has passed to the host government?

(g)
Should the reserves to which the contractor is entitled as a result of cost recovery be included with other reserves in computing unit-of-production depreciation and impairment?

(h)
Should the contractor include in reserves oil related to a PSC in which the contractor does not hold title to the oil?

(i)
If the contractor’s income taxes are paid by the government’s oil company or by the government, how should the taxes and related production be accounted for by the contractor?
12.46
There are differing views about the appropriate answers to each of the questions raised in paragraph 12.45.  These questions and some of the suggested answers are reviewed below.

(a)
How should nonrecoverable costs be recorded by the contractor?  Most commonly, nonrecoverable costs are accounted for in the same way as costs incurred by the carrying party in a carried interest.  That is, the expenditures would be accounted for in the same way that similar costs would be accounted for if the carrying part had title to the minerals.  Thus, if all exploration costs were expensed, then all exploration costs incurred in connection with the area covered by the PSC would be charged to expense, regardless of whether the exploration effort were successful and regardless of whether the costs are recoverable.  Similarly, if all development costs were capitalised, those taking this view think that the same treatment for development costs incurred in a PSC should be required.  Those with this opinion suggest that the PSC is simply another way of acquiring rights to minerals and that it does not matter whether the minerals are owned outright by the contractor or, on the other hand, the contractor has merely the rights to produce the reserves, without ownership rights. 

(b )
How should recoverable costs be accounted for by the contractor?  Most production sharing contracts require the contractor to pay all exploration, development, and production costs, but permit the contractor to recover specified production, exploration, and perhaps development costs from a specified portion of production (after royalties).  Many hold that the contractor should account for recoverable costs in the same way as nonrecoverable costs.  Thus, if all exploration costs are charged to expense, such costs recoverable under a PSC would be charged to expense.  However, others contend that recoverable costs should be treated differently.  In their view, the contractual recoverability satisfies the probable future benefits test for asset recognition.  They note that, in a typical PSC, there is reasonable certainty that production from the large area covered will result in recovery of all costs.  They would, therefore, treat recoverable amounts as receivables.  At such time as it becomes apparent that production will not be adequate to provide recovery, the costs would be removed from the receivable account and recognised as a nonrecoverable receivable.  Those who oppose treating recoverable costs as receivables suggest that there is no more likelihood, and perhaps less, that the recoverable costs will in fact be recovered than exists if an enterprise acquires all of the mineral rights in a property, explores and develops that property, and receives all of the net revenues.  They note that no one suggests that exploration costs or development costs be treated as a receivable when an entity incurs costs to explore or develop a property in which it owns all mineral rights. 

(c)
How should costs of infrastructure and other construction required of the contractor by the government be accounted for?  The infrastructure required to be constructed under a PSC often must be made early in the life of the contract, perhaps prior to or concurrently with exploration.  In addition, contracts often require the construction of villages, schools, power plants, roadways, and other infrastructure assets over the period of exploration, development and production.  Some argue that if the work is required as a condition of acquiring the contractual rights inherent in the PSC, the resulting costs should be capitalised as an asset (subject to amortisation and impairment), no matter when the work is to be performed.  Others suggest that the accounting treatment accorded such costs should depend on the phase of operations and the nature of the project for which the costs are incurred.  Thus, if the costs were to be incurred in the exploration phase, the costs would be accounted for as exploration costs, while costs incurred in the development phase would be treated as development costs. 

(d)
How should cost recovery oil be accounted for?  Almost all production sharing contracts permit the contractor to recover all or part of specified costs out of some specified portion of oil produced (after royalties).  If the costs for which reimbursement is made have been capitalised, for example, the costs of a successful exploratory well, if such costs are to be capitalised.  Some argue that the recovery should be treated as a recovery of capitalised costs.  Others think this is improper and that such accounting implies that the benefits received from the capitalised costs are limited to the amount of cost recovered.  Therefore, they argue that the entire amount of cost recovery should be considered revenue and that depreciation of capitalised costs should be determined in the usual manner.  Others suggest that the same result can be achieved by treating the cost recovery oil as revenue, but deducting operating costs and depreciation equal to the amount of recovery each period. This latter approach is also viewed in order to achieving a proper matching of revenues and costs as clarified hereunder. Some find this, too, objectionable – particularly those who think the approach would again suggest that only cost recovery oil is benefited from the expenditures being recovered.  The most commonly used approach to accounting for cost recovery oil currently appears to be to treat the entire amount recovered as revenue.  Depreciation on assets involved would then be determined in the usual manner.  If recovery is made for costs that have been charged initially to expense, it is generally agreed that the recovery should be considered as income. 

(e)
Should the contractor depreciate capitalised costs in the usual manner (mainly through unit-of-production)?  Those who favour treating cost recovery as revenue and deducting operating costs and depreciation in accordance with the cost recovery mechanism contend that this leads to a mismatching of revenues with costs for most PSCs.  In fact, contractual depreciation included in a cost recovery mechanism through which revenues are recognised may differ widely from the periodic depreciation charge utilising the unit-of-production method.  They also contend that the current depreciation practice is not conservative.  The argue that the process of recovery through contractual depreciation is often accelerated vis-à-vis the unit-of-production depreciation; and that, in this case, revenues are recognised at an earlier stage than the respective costs, through unit-of-production depreciation.  Those who favour this method state that the only way to match costs with revenues and to overcome the perceived imprudent approach of units-of-production depreciation is obtained by calculating depreciation on a contractual basis.

(f) 
Should the contractor include as assets the cost of assets whose title has passed to the host government?  In both Chapter 2 and in Paragraph 16(c) of this chapter, it has been pointed out that under most production sharing contracts, title to imported production equipment, as well as that acquired domestically, passes to the government at the time the equipment is landed (if imported) or is purchased.  Because the equipment does not belong to the contractor, some argue that the equipment’s cost does not meet the test of an asset and therefore should not be included in assets.  Others point out that although the equipment does not, technically, belong to the contractor, the equipment is dedicated to use in the PSC involved, and often is dedicated to a specific field.  They therefore conclude that the entity has a measurable cost for the assets involved and the equipment has future economics to the contractor through the right to use the asset.  Based on these facts, they conclude that the equipment’s cost does, in fact, represent bona fide assets. 

(g)
Should the reserves to which the contractor is entitled as a result of cost recovery be included with other reserves in computing unit-of-production depreciation and impairment?  Presumably the barrels of oil to be included in the contractor’s reserve quantities, computed for a number of reasons, should match the barrels ultimately recoverable and included in revenues.  As a consequence, most interested parties maintain that if cost recovery oil is included in revenue, the reserve figure should include that oil.  Even if cost recovery oil is not treated as revenue, some argue that the contractor nevertheless has a claim on the reserves that will be produced to meet the recovery provision and that, therefore, the oil should be included in reserves in computing unit-of-production depreciation and impairment, even if the proceeds are treated as a reduction of the equipment account and do not affect the depreciation calculation. 

(h)
Should the contractor include in reserves oil related to a PSC in which the contractor does not hold title to the oil?   As discussed earlier, the contractor in a PSC usually does not hold title (that is, does not “own”) the reserves in the contract area.  Ownership is usually, though not always, retained by the government or government-owned oil company.  Although some contend that since the reserves do not belong to the contractor and the contractor has no real claim to ownership of the reserves, the reserves should not be included in the enterprise’s reserve disclosures.  Others agree that the reserves imbedded in a PSC should be disclosed, but that they are different from reserves to which the enterprise holds title, for example through a concessionary agreement.  Therefore, they would disclose the quantities of reserves to which the enterprise holds rights through a PSC and clearly separate those reserves from other reserves.  Those supporting separate disclosure argue that a PSC potentially distorts the calculation of finding costs per barrel (cost per barrel of reserves added), lifting costs per barrel (costs per barrel produced) and of the unitary depreciation (depreciation per barrel produced).  They also argue that the potential distortion arises because the above ratios often use production costs and depreciation based on the working interest held by the company as the numerator and the reserves added or the production entitlement calculated according to the total equity interest, including the eventual state company’s carried share as the denominator.  They note that the total equity interest may differ significantly from the working interest share.  Furthermore, they note that the volumes of equity production/reserves in a PSC may change from one period to another when the cost recovery amount is converted into an equivalent volume of oil using different prices.  This conversion may significantly affect the performance indicators above and therefore they argue that quantities and expenditures relating to a PSC be separately reported in an SFAS 69 type disclosure.  A small number of interested parties would not make any disclosure of reserve quantities subject to a PSC. 

(i) 
How should the contractor account for income taxes paid in behalf of itself by the national oil company or the government?  In almost every PSC the contractor’s profits are subject to income tax of the country in which operations are being conducted.  Many PSCs today specify that the contractor is subject to income taxes in the country, but that the government owned oil company, which exercises the government’s ownership and managerial rights, will pay the contractor’s taxes.  Frequently the tax is taken by the government as oil-in-kind.  One approach to accounting for “reimbursed taxes” is to ignore the oil taken and also the income tax involved.  Those who favour this approach contend that this reflects the true economics of the situation:  the contractor has paid no income taxes.  Many argue, however, that this treatment does not show the true economics of the arrangement.  Their argument is that the enterprise has simply been given an additional share of production to cover its income taxes and that the amount of “reimbursement” should be reported as income and the amount of income taxes should be shown as such. 

Basic Issue 12.1 – Recognition or nonrecognition of a gain and loss on inception of an agreement

Should an International Accounting Standard establish general rules for recognition or nonrecognition of a gain or loss at the inception of a cost sharing arrangement, that is, when the parties have fulfilled their obligations under the agreement?  Alternatively, instead of establishing general rules, should an International Accounting Standard establish specific rules for recognition or nonrecognition of a gain or loss for specific types of risk and cost sharing arrangements (for instance, farm outs, unitisations, and carried interests) from which principles for other types of arrangements can be analogised?

a.
IASC should develop general rules (as part of your response, please identify what those general rules should be and their relation to existing International Accounting Standards).

b.
IASC should develop specific rules for farm outs, unitisations, carried interests, and perhaps a few other types of arrangements rather than general rules (as part of your response, please identify what those specific rules should be and their relation to existing International Accounting Standards). 

Steering Committee Tentative View:

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

In responding to Issues 12.2 through 12.8, please assume that specific rules for specific kinds of arrangements will be developed.

Basic Issue 12.2 – Transferor accounting for a farm-out and similar arrangements

Should any profit or loss be recognised by the transferor on the transfer of a share of the mineral interest in a property in exchange for exploration and development of that property by the transferee, such as in a farm out as described in paragraphs 12.8-12.9?  

a.
Yes (please explain your reasons).

b.
No (please explain your reasons). 

Steering Committee Tentative View:

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

Sub-issue 12.2.1 – Transferor accounting for costs of interest given up

If the transferor recognises no profit or loss on the transaction, how should the costs related to the interest in the property given up be accounted for by the transferor?

a.
Treated entirely as the cost of the mineral interest retained.

b.
Allocated between the mineral interest retained and the services or assets provided by the transferee (accounting for the portion allocated to services or assets provided by the transferee would depend on the approach to historical cost accounting used by the enterprise in accounting for preproduction costs).

c.
Other (please describe). 

Steering Committee Tentative View:

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

Sub-issue 12.2.2 – Measurement of profit or loss by transferor

If the transferor does recognise a profit or loss on the transaction, how should the profit or loss be measured?

a.
Comparison of value of assets or services received with the cost of the mineral interest transferred.

b.
Comparison of value of assets or services received with the value of the mineral interest transferred.

c.
Other (please describe). 

Steering Committee Tentative View:

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

Basic Issue 12.3 – Transferee accounting for farm-outs and similar conveyances

If an enterprise (transferee) receives a mineral interest in a property in return for exploring and developing that property, such as in a farm out as described in paragraphs 12.8-12.9, should the transferee recognise a profit or loss from carrying out the exploration and development?  

a.
Yes (please explain your reasons).

b.
No (please explain your reasons). 

Steering Committee Tentative View:

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

Sub-issue 12.3.1 – Transferee accounting for costs incurred

If the transferee recognises no profit or loss on the transaction, how should the costs incurred in the exploration and development be accounted for by the transferee?

a.
Treated entirely as exploration and development costs (accounting for the exploration and development costs by the transferee would depend on the approach used in accounting for similar preproduction costs).

b.
Allocated between the mineral interest received and exploration and development costs (accounting for the exploration and development costs by the transferee would depend on the approach used by the transferee in accounting for similar preproduction costs).

c.
Other (please describe). 

Steering Committee Tentative View:

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

Sub-issue 12.3.2 – Measurement of profit or loss by transferee

If the transferee does recognise a profit or loss on the transaction, how should the profit or loss be measured?

a.
Comparison of value of the mineral interest received with the share of the exploration and development cost related to the mineral interest retained by the transferor.

b.
Other (please describe). 

Steering Committee Tentative View:

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

Basic Issue 12.4 – Accounting for carried interests

Would you propose any different accounting for a carried interest, by either the transferor (the carried party) or the transferee (the carrying party), than you recommend for farm-outs in your responses to Basic Issues 12.1, 12.2, and 12.3 and related Sub-issues? 

a.
Yes (please explain).

b.
No. 

Steering Committee Tentative View:

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

Basic Issue 12.5 – Accounting for unitisations, no cash payment

If a unitisation does not involve a cash equalisation payment by one party to the other party(ies), would you propose any different accounting for a unitisation than you recommend for farm-outs in your responses to Basic Issues 12.1, 12.2, and 12.3 and related Sub-issues? 

a.
Yes (please explain).

b.
No. 

Steering Committee Tentative View:

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

Basic Issue 12.6 – Accounting for unitisations with a cash payment for equalisation:  recipient

If a unitisation involves a cash equalisation payment by one party to the other party(ies), how should the recipient account for the payment?

a.
The recipient treats the equalisation payment as a recovery of the carrying amount of the specific costs for which equalisation is being made.  If the amount received exceeds that carrying amount, a gain is recognised.  

b.
The recipient treats the equalisation payment as a recovery of the carrying amount of the recipient’s total investment.  Only if the amount received exceeds that carrying amount is a gain recognised. 

Steering Committee Tentative View:

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

Basic Issue 12.7 – Accounting for unitisations with a cash payment for equalisation:  payer

If a unitisation involves a cash equalisation payment by one party to the other party(ies), how should the payer account for the payment?

a.
Payer treats the payment as part of its investment in the property.

b.
Other (please describe). 

Steering Committee Tentative View:

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

Accounting for and Reporting Joint Interests 

12.47
Almost every large enterprise in the upstream extractive industries is involved in sharing arrangements with other enterprises.  In some of these ventures, a separate enterprise is not created for the sharing arrangement.  In other cases, a separate enterprise will be created to manage the affairs of the sharing arrangement.  The appropriate financial reporting for such activities will depend on whether the arrangement constitutes a “joint venture”.

12.48
IAS 31, Financial Reporting of Interests in Joint Ventures, defines a joint venture as “a contractual arrangement whereby two or more parties undertake an economic activity which is subject to joint control” (paragraph 2).  It follows that a venture must have two attributes in order to be classified as a joint venture:


(a)
the venturers are bound by a contractual arrangement; and


(b)
the contractual arrangement establishes joint control.

12.49
Unless a contractual arrangement exists, activities are not joint ventures for the purposes of IAS 31.3.  Typical matters dealt with by a contractual arrangement are listed in IAS 31.5.  IAS 31 also identifies three broad types of arrangements that may be classified as joint ventures: (a) jointly controlled operations, (b) jointly controlled assets, and (c) jointly controlled entities.

Jointly Controlled Operations

12.50
In jointly controlled operations, each venturer uses its own assets, incurs its own expenses and liabilities and raises its own finance.  Each venturer may use its own assets in carrying out the joint objectives.  The venture is not a separate entity.  For jointly controlled operations, IAS 31.10 requires that:



In respect of its interests in jointly controlled operations, a venturer should recognise in its separate financial statements and consequently in its consolidated financial statements:



(a)
the assets that it controls and the liabilities that it incurs; and



(b)
the expenses that it incurs and its share of the income that it earns from the sale of goods or services by the joint venture.


There are relatively few ventures of this type in the upstream extractive industries.

Jointly Controlled Assets

12.51
The second arrangement classified as a joint venture by IAS 31 is one that employs jointly controlled assets.  The distinguishing feature of this type of arrangement is that there is joint control, and often joint ownership, by venturers of some or all assets of the assets used by the venture.  The assets are used to obtain benefits for the venturers.  Each venturer may take a share of output from the assets employed and each bears an agreed share of the expenses incurred.  This ownership structure does not involve the establishment of a separate legal entity.  Many joint ventures of this type are found in the extractive industries, especially in the petroleum industry where almost all large exploration and development ventures take this form under a “joint operating agreement”.

12.52
Under IAS 31.16, the accounting by venturers in an arrangement involving jointly controlled assets is as follows:



In respect of its interest in jointly controlled assets, a venturer should recognise in its separate financial statements and consequently in its consolidated financial statements:



(a)
its share of the jointly controlled assets, classified according to the nature of the assets;



(b)
any liabilities which it has incurred;



(c)
its share of any liabilities incurred jointly with the other venturers in relation to the joint venture;



(d)
any income from the sale or use of its share of the output of the joint venture, together with its share of any expenses incurred by the joint venture; and



(e)
any expenses which it has incurred in respect of its interest in the  joint venture.

12.53
The method described above, under which each venturer in the undertaking reports its ownership share of assets, liabilities, revenues and expenses, is known as proportionate consolidation.  It is frequently used in accounting for jointly controlled assets in the extractive industries.

Jointly Controlled Entities

12.54
Sometimes enterprises form joint ventures through creation of a separate enterprise, usually a partnership or a corporation, in which each venturer owns an interest.  Under IAS 31, a separate entity can be accounted for as a joint venture only if joint control over the economic activities of the jointly controlled entity is established by contractual arrangement.  The jointly controlled entity carries out business in its own name, owning assets, incurring liabilities and expenses and earning revenue.  It prepares and issues its own separate financial reports.

12.55
Although the venture is a separate entity, because of the contractual arrangement that establishes joint control over operating activities, many argue that the venture is similar in substance to a venture that is not a separate entity but has jointly controlled operations or jointly controlled assets.  In the extractive industry, this type of arrangement often is created when an enterprise commences a business in a foreign country in conjunction with the government or other agency in that country, by establishing a separate entity that is jointly controlled by the enterprise and the government or agency.

12.56
IAS 31 establishes a benchmark treatment for a jointly controlled entity.  Because the venturer has control over its share of future economic benefits through its share of the assets and liabilities of the venture, the substance and economic reality is reflected in the financial statement of the venturer when the venturer reports its interests in the assets, liabilities, income and expenses of the jointly controlled entity by using the proportionate consolidation method of accounting.

12.57
However, an alternative treatment of an interest in a separate entity that is deemed to be a joint venture is allowed.  This is the equity method of accounting, described in IAS 28, Accounting for Investments in Associates.  The equity method is justified on the basis that each venturer jointly controls the net assets of the jointly controlled entity with the other venturers rather than controlling a part of each asset as is implied under proportionate consolidation.

Reporting Interests in Joint Ventures and Similar Arrangements: The 1999 Report of the G4+1 Group

12.58
Debate over the appropriate method for financial reporting of interests in joint ventures is presently continuing.  For example, in 1999 the G4+1 organisation issued a report entitled Reporting Interests in Joint Ventures and Similar Arrangements.  The paper proposes (page iii):


(a)
a definition of joint venture for accounting purposes and how a joint venture may be distinguished from other forms of joint arrangements;


(b)
accounting for a joint venture (as defined) using the equity method of accounting (rather than proportionate consolidation); and


(c)
appropriate disclosures of interests in a joint venture and other forms of joint arrangements.

12.59
The G4+1 Report proposes that, for financial reporting, a joint venture should be narrowly defined (paragraph 2.4) and the focus should be on an enterprise that has operations over which participant interests (venturers) have joint control with respect to the strategic operating, investing, and financing decisions.  It is this jointness of control over the essential activities of an enterprise that gives rise to unique joint venture accounting issues.

12.60
In paragraph 2.14 of the report, a joint venture is defined as “an enterprise that is jointly controlled by the reporting enterprise and one or more other parties” and, in paragraph 2.15, continues:



a joint venture must be an enterprise, that is, it must be a separate entity that carries on activities with its own assets and liabilities.  The essence of the definition is that unless the joint venture is a separate entity carrying on its own activities with its own resources to achieve its own distinct purposes, it does not have a separate decision-making identity so as to be capable of independent control by external joint venturers.  It may be incorporated or may not be.

12.61
It is clear that the definition of a joint venture given above differs from that of IAS 31, by excluding jointly controlled operations and jointly controlled assets.  Only the third category of joint ventures in IAS 31 would meet the definition of a joint venture proposed by the G4+1 study.  Paragraph 2.19 points out that there is no separate enterprise with jointly controlled assets or liabilities in the case of jointly controlled operations, as defined in IAS 31, so a joint venture does not exist.  In paragraphs 2.21 and 2.22, the G4+1 Report concludes that jointly controlled assets, as defined by IAS 32, do not constitute a joint venture.

12.62
The conclusion of the G4+1 study is that a venture using jointly controlled operations is not a joint venture because there is not a separate entity.  The assets are owned by the individual venturer, so there are no special financial reporting issues regarding the assets.  Similarly each venturer incurs its own costs.  Any common expenses, along with revenues, are divided among the participants as called for in the contract.  

12.63
Similarly, the Report concludes that in an arrangement with jointly controlled assets each entity should report its share of assets, liabilities, revenues and expenses because this is a venture that does not meet the Report’s definition of a joint venture.

12.64
It is only in the case of a jointly controlled entity that the G4+1 differs from IAS 31 in regards to the appropriate accounting.  It concludes that the allowed alternative treatment specified in IAS 31 for a jointly controlled entity (the equity method of accounting) is more appropriate than the IAS 31 benchmark method (proportionate consolidation).  Since this is the only type of venture meeting the definition of joint venture in the G4+1 Report, the report concludes that the equity method of accounting is the appropriate accounting to be used by venturers for all joint ventures.  

Basic Issue 12.8 – Joint ventures

Should joint ventures created and operated under joint operating agreements in the extractive industries be accounted for as provided in IAS 31, or should special provision be made for joint ventures in the extractive industries? 

a.
They should be accounted for by proportionate consolidation, the benchmark treatment permitted by IAS 31. 

b.
They should be accounted for by the equity method, the allowed alternative permitted by IAS 31. 

c.
An enterprise should have a choice of using proportionate consolidation or the equity method, as currently permitted by IAS 31. 

d.
No.  Special rules of accounting for joint ventures in the extractive industries should be provided in any Standard for the extractive industries (please explain). 

Steering Committee Tentative View:

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

Reporting Mineral Reserves in a Sharing Arrangement

12.65
It is generally agreed that if mineral reserve quantities are disclosed, each venturer in a sharing arrangement should include in its report that quantity of reserve it controls (assuming that each venturer directly controls part of the reserves rather than sharing in the output of the total).  For example the farmor and farmee in a farm-out arrangement would reflect the quantity of estimated reserves from which it will receive revenues at the time of production.  Most agree that in a carrying arrangement, the carrying party should include in its reserve estimates the quantity of reserves anticipated to be required to recover the costs it has carried for the other party, including the quantity necessary to pay operating expenses until all costs, including any “penalty” costs have been recovered.  Where prices or costs are volatile, this calculation may be subject to sizeable errors in the early period of the payout computation.

Treatment of Cash Consideration in Cost Sharing Arrangements

12.66
In the farm-out and carried interest sharing arrangements discussed in this chapter, no cash consideration was involved.  Where cash consideration is a factor in a farm-out or carried interest, it is typical for the party receiving cash to treat the amount received as recovery of cost and for the payer to treat the amount paid as additional investment.  In most unitisations, there are cash equalisation payments as described in the illustration of a unitisation in paragraph 12.14 of this chapter.  In the unitisation illustration, the equalisation settlement of 7,000,000 paid by F to E would be recorded as a cash receipt by E and a cash payment by F.  F would record a debit of 4,800,000 to the account used to record the drilling equalisation, a debit of 3,600,000 to the account used to record development costs, and a credit of 1,400,000 to geological and geophysical exploration costs.  Conversely, E would record the 7,000,000 cash received by crediting the exploratory drilling asset account for 4,800,000, crediting development costs asset account for 3,600,000 and debiting 1,400,000 to geological and geophysical exploration cost.  The specific accounts could be those to which the entities originally charged the costs they incurred.  This approach might result in recognition of income by one or both of the parties if the amount received in equalising values of an item exceeds the carrying amount of that item.  If an equalisation payment is received for an item that had initially been charged to expense, there would be a reduction in expense for the period of equalisation, in effect resulting in income recognition.  Therefore, it is frequently argued that the equalisation payment received by a party to a unitisation should be credited to the asset accounts to the extent of balances in those accounts.  Only if the amount received exceeds the total carrying amount would a profit be recognised.  Similarly, it is suggested that the payer treat the entire payment as additional investment in the property.  

12.67
Others would argue that the cash consideration may meet the definition of revenues in the Framework.  Under this view, they would argue that the economic substance of each arrangement should be analysed, and the relevant assets, liabilities, revenues and expenses arising from each arrangement should be recognised. 

Risk Service Contracts

12.68
In some countries, operating petroleum enterprises contract to explore for and develop mineral reserves and to produce the oil and gas.  Some of these contracts are “non-risk” agreements under which the operator simply carries out the agreed-on work on a contractual basis, receiving reimbursement for all costs incurred and being paid a specified fee for the work performed.  In addition, the contract often gives the operator the right to purchase a specified portion of the additional minerals produced.  It is generally agreed that contracts of this type are not different from management contracts in other industries.  The costs incurred are recorded as accounts receivable, and the fees earned are treated as revenue from rendering services, not as income from the production of minerals.  Accordingly, no part of the minerals is included in the normal reserve disclosures of the operator.  Some think, however, that the estimated quantity of products that the operator is entitled to purchase in the future from reserves that have been found and developed is an important factor in assessing the financial strength and future profitability of the enterprise and should be disclosed, though not as part of the reserves owned or controlled by the enterprise. 

12.69
Other contracts are referred to as at-risk service contracts or risk service contracts because the operator is at risk for the amount spent for exploration and development costs.  Typically the operator is entitled to recover those costs from all or a portion of production.  (The contract may allow recovery of the actual costs, with an additional amount of recovery accruing to the operator as payment for the risk assumed.)  If the production from which costs may be recovered proves inadequate to provide recovery, there is no obligation on the part of the host government or company to reimburse the operator for unrecovered costs.  In an at-risk service contract, the operator usually has the right to purchase a specified portion of the minerals produced. 

12.70
Some argue that costs incurred under at-risk service contracts should be treated in the same way as the non-risk contracts described in paragraph 12.68.  That is, they would record as accounts receivable the at-risk costs incurred.  To the extent the costs are recovered, the recovery would be credited to the receivable account.  Any amount not recovered would be charged to expense.  Fees received would be treated as service income.  Those who would favour treating costs incurred under at-risk agreements in the same way as under no-risk contracts generally hold the same opinions about reserve disclosures. 

12.71
Others, however, contend that costs incurred under at-risk contracts do not meet the criteria for recognition as a receivable.  Most holding this view would account for the recoverable costs as though they are costs incurred in normal exploration and production activities and subject to the same capitalisation-expense rules.  The capitalised costs would be depreciated as recovered amounts are received.  In this event, the estimated reserves necessary to recover costs are included in the enterprise’s regular reserve disclosures.  However, the estimated quantities subject to the purchase agreement would not be included in the standard reserve disclosure, but because of their importance might be disclosed separately. 

Basic Issue 12.9 – Cash consideration in a unitisation

How should cash consideration paid and received in a unitisation or similar arrangement be accounted for? 

a.
The recipient of cash reports a reduction of the asset account (with any excess to profit or loss) and the payer reports additional investment in property. 

b.
Some other approach (please specify). 

Steering Committee Tentative View:

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

Basic Issue 12.10 – Nonrecoverable costs incurred by contractor in PSC
How should the contractor in a PSC account for exploration and development costs that are not recoverable from production?

a.
Account for the costs in the same way they would be accounted for if the contractor owned the reserves.

b.
Some other approach (please specify). 

Steering Committee Tentative View:

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

Basic Issue 12.11 – Recoverable costs incurred by contractor in PSC

How should the contractor in a PSC account for exploration and development costs that are recoverable from production? 

a.
Account for the cost in the same way they would be accounted for if they were not recoverable.

b.
Account for recoverable amounts as if they are receivables.

c.
Some other approach (please specify).

Steering Committee Tentative View:

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

Basic Issue 12.12 – Infrastructure costs required to be installed by contractor

How should the contractor in a PSC account for infrastructure costs that are required by the government to be installed? 

a.
If costs are necessary in order to secure a contract, treat the costs as mineral acquisition costs.

b.
Consider the costs to be acquisition, exploration or development costs, depending on the point in operations that they are incurred.

c.
Some other approach  (please specify).

Steering Committee Tentative View:

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

Basic Issue 12.13 – Cost recovery oil

How should the contractor in a PSC account for proceeds of sale, or value of oil taken, relating to cost recovery oil? 

a.
As revenue from production.

b.
As reduction of cost for which recovery is being received.

c.
Some other approach (please specify).

Steering Committee Tentative View:

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

Basic Issue 12.14 – Depreciation of capitalised costs

How should the contractor in a PSC depreciate capitalised costs? 

a.
In the usual manner (mainly through unit-of-production).

b.
On a contractual basis.

c.
Some other approach (please specify).

Steering Committee Tentative View:

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

Basic Issue 12.15 – Assets to which title has passed to government

How should the contractor in a PSC account for the cost of assets to be used in production when title to the assets has passed to the host government? 

a.
As an expense.

b.
As an asset, as if title was retained by contractor.

c.
Some other approach (please specify).

Steering Committee Tentative View:

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

Basic Issue 12.16 – Inclusion of cost recovery oil in reserves for purposes of depreciation and impairment

Should the contractor include in reserves to be used for calculating depreciation and impairment those barrels of oil expected to be received as cost recovery oil? 

a.
Include the barrels for those purposes, even if the recovered amount is treated as reduction of asset accounts.

b.
Include the barrels for those purposes only if the recovered amount is included in revenues.

c.
Some other approach (please specify).

Steering Committee Tentative View:

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

Basic Issue 12.17 – Contractor’s expected reserves if title is not held to reserves

Should the contractor include in reserve disclosures expected reserves if title to the reserves is not held by the contractor but is held by the government? 

a.
Include these reserves along with other reserves as though the contractor held title to them.

b.
Disclose such reserves, but show them separately from reserves to which contractor holds title.

c.
Do not disclose reserves to which title is retained by the government.

d.
Some other approach (please specify).

Steering Committee Tentative View:

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

Basic Issue 12.18 – Income taxes of contractor paid by a government oil company

How should the contractor account for income taxes paid on its behalf by a government oil company out of production, and the related production taken by the government? 

a.
Report the amount taken as taxes in the income statement as revenue and as income taxes paid

b.
Ignore both the income tax and the production involved

c.
Some other approach (please specify) 

Steering Committee Tentative View:

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