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Background 
In 2004, the International Accounting Standards Board (IASB) set up an 
international project team comprising staff from the national standard-setters 
in Australia, Canada, Norway and South Africa to undertake a detailed 
assessment of accounting for extractive activities. The project team's findings 
and recommendations are presented in their discussion paper (DP) entitled, 
Discussion paper on extractive activities, which was published in April 2010. 
Although the DP is a lengthy document running to some 180 pages, it is 
substantially narrower in scope than many commentators had predicted when 
the project was initiated. The IASB has discussed the project team's findings 
at public meetings, but has not yet decided whether it will take this project 
onto its active agenda. Moreover, it has not developed preliminary views on 
any of the project team's recommendations or made any related technical 
decisions. The period for comments on the DP closed on 30 July 2010. In this 
publication, we outline some of the key practical implications we raised in our 
comment letter.  

 
Scope of the Discussion Paper 
The aim of the project is to create a single accounting and disclosure model that 
applies to extractive activities in both the minerals and oil and gas industries. It 
addresses financial reporting issues associated with: exploring for and finding 
minerals, oil and natural gas deposits; developing those deposits; and extracting 
the minerals, oil and natural gas. These are referred to as extractive activities. 

The DP considers: 

► Definitions of reserves and resources for use in accounting 
► Initial recognition and measurement of extractive assets 
► Subsequent accounting for those assets (including impairment and 

depreciation) 
► Disclosure of information (including reserves and resources information) 

Our Refining IFRS series 
aims to examine the 
complex, but unique, 
issues faced by mining and 
metals companies applying 
IFRS. These issues are 
considered in the context 
of recent and current 
developments in the global 
mining and metals market 
place. 
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We outlined in our April 2010 
Supplement to IFRS Outlook a 
summary of the key proposals 
contained in the DP. The narrower 
scope than initially expected means a 
number of issues that currently 
present challenges to reporters will 
continue to exist. These include 
accounting for mandatory 
government participation, carried 
interests, farm-ins and farm-outs and 
unitisations. Without an expansion of 
scope, we would expect many more 
extractive industry specific requests 
for agenda items of the IFRS 
Interpretations Committee.  

 

Implications for reporters 
In this publication, we examine some 
of the most significant implications 
from the DP assuming the IASB adds 
the project to its agenda and then 
ultimately issues a standard in line 
with its proposals. We focus on the 
key practical implications for IFRS 
reporters in the areas of disclosures, 
cost capitalisation and measurement 
bases. We address how reporting 
requirements may change, how 
systems and processes may have to 
change, and ultimately how reporters 
may have to adapt their external 
communications with investors and 
analysts. All of these effects are 
worthy of consideration when 
analysing the potential impacts.  

 

Disclosure recommendations 
One of the more significant effects of 
the proposals is the extensive new 
disclosure requirements. For some 
reporters, this will present a major 
challenge to their reporting systems 
and processes in order to gather the 
required information and provide 
sufficient diligence over that 
information for it to be disclosed.  

Disclosure of reserves 

Some of the proposed disclosures we 
believe may have a significant impact 
on reporters are as follows: 

The project team is proposing that the 
types of information that should be 
disclosed include: 

► Quantities of proven reserves 
and proven plus probable 
reserves, with the disclosure of 
reserve quantities presented 
separately by commodity and by 
material geographical areas, 
including a sensitivity analysis 
and disclosure of primary 
assumptions 

► A current value measurement 
that corresponds to reserves 
quantities disclosed with a 
reconciliation of changes in the 
current value measurement from 
year to year 

Moreover, the DP is encouraging the 
disclosure of information beyond 
reserves. This addresses the fact that 
measured resources and indicated 
resources primarily have the same 
geological certainty as proven and 
probable reserves respectively, but do 
not yet have proven economic 
viability.  

 
Sensitivity analysis 
The DP recommends the disclosure of 
a sensitivity analysis for reserves. 
While this might be useful, in theory, 
changing one assumption, such as 
commodity prices, without changing 
all other assumptions does not 
faithfully represent commercial 
reality. In practice, should commodity 
prices fall, in all likelihood certain 
capital expenditures would no longer 
proceed, operating expenditures may 
be pared back and both of these could 
have a knock-on effect on the 
recoverability of reserves. This 
becomes an iterative process.  

A significant new proposal 
is the requirement to 
disclose a current value 
measurement for probable 
reserves. 

Ernst & Young’s comment letter 
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However, the project team is 
proposing that reasonable changes to 
other assumptions should be made, 
but the potential real impact of the 
iterative nature of the changes are 
not recognised within the DP. In our 
view, this would result in relatively 
meaningless disclosures that would be 
of questionable utility for users of 
financial statements. 

 
Value-based disclosures 

The DP also considers various 
approaches to value-based 
disclosures. The current value 
measurement of reserves and 
resources raises important questions 
concerning reliability of measurement 
and the cost benefit of such 
measures. For this reason, the project 
team does not support measuring the 
assets in the financial statements at a 
current value. However, reporters 
may have the legitimate concern that 
a move to requiring disclosure of a 
current value measurement of 
reserves may be a first step towards 
ultimately requiring companies to 
measure assets relating to reserves in 
the financial statements at current 
value. 

 
Unit of account  

The major disparity in the way that 
IFRS is currently applied by mining 
and metals companies is due to 
different historical definitions of units 
of account. The DP proposes two, 
sometimes conflicting, biases – 
contiguous geographical areas and 
independent cash flows; although the 
DP has clear bias to smaller units of 
account.  
 

Publish what you pay 
The final section of the DP relates to 
the “Publish what you pay” proposals. 
The disclosures would require 
companies to disclose amounts paid 
to host governments on a country-by-
country basis. This would be a 
potentially significant undertaking to 
collate all the relevant information. 

At this stage, the proposals do not 
detail exactly what types of payments 
to governments should be captured, 
but the burden of collating this 
information for global IFRS reporters 
is potentially significant. Many 
resource-rich countries have not yet 
signed up for initiatives such as the 
Extractive Industry Transparency 
Initiative, therefore, requiring mining 
and metals companies to disclose 
payments to governments would 
require the reporters to undertake 
significant additional work without the 
full benefits of disclosure. It should be 
noted that the recently passed US 
Financial Reform Bill also includes 
provisions obligating US resource 
extraction issuers to disclose 
payments made to governments, but 
it is not yet clear whether this will be 
consistent with the “Publish what you 
pay” disclosures. 

 
Cost capitalisation model 

The DP proposes that the legal rights 
to explore and extract minerals should 
be recognised as an asset. Associated 
with these legal rights is information 
about the possible existence of 
mineralisation, the extent and 
characteristics of the deposit, and the 
economics of their extraction. While 
such information does not represent a 
separate asset, the project team 
proposes that recognising the cost of 
obtaining this information as part of 
the cost of the mineral rights - 
particularly during the exploration 
and evaluation phases - will require a 
change in accounting policy for many 
entities. The DP is essentially 
proposing that all exploration costs 
would now be capitalised as they 
provide further information about the 
legal right. It is not yet clear what the 
implications would be of so-called 
"bad/negative information", 
particularly where it can be 
challenged whether such exploration 
information enhances the value of the 
asset.  

Recognising information as 
part of the mineral asset — 
particularly during the 
exploration and evaluation 
phases — will require a 
change in accounting policy 
for many entities. 

Ernst & Young’s comment letter 
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Examples of changes to policies that 
may be required are: 

► Reporters that currently expense 
pre-drilling costs would have to 
capitalise all such costs 

► Reporters that currently expense 
geological and geophysical costs 
would have to capitalise these 
costs 

► Reporters that apply some form 
of successful efforts accounting 
would have to capitalise any 
exploration costs they are 
currently expensing 

► In addition, IFRS 6 currently 
suggests "prospecting" costs 
should be expensed, but again 
these would be capitalised if they 
led to the acquisition of a license 
under the DP 

This suggests that the DP, as drafted, 
would in fact result in accounting 
changes for virtually all reporters. 
 

How will costs be charged to the 
Income Statement? 
More costs are likely to be capitalised 
than under current guidance due to 
the requirement to capitalise all 
exploration costs, and the potential 
for impairment tests arising from 
disappointing drill results.  
Consequently, we expect an increase 
in the number of impairments being 
recognised in the early phases of 
mineral exploration projects, and 
increased earnings volatility as a 
result. Costs that previously would 
have been recognised by many 
companies in the income statement as 
periodic costs now will accumulate on 
the balance sheet and potentially will 
have to be written off at a later date. 
This volatility will present challenges 
for reporters in managing users' 
expectations and describing the 
underlying performance of the 
business. 

In addition, many reporters treat 
impairment charges as "non-
recurring" or "special" items that are 
often excluded when "underlying 
earnings" are reported. The investor 
communication strategy may need to 
be reconsidered if impairment 
charges are recognised on a more 
regular basis as a result of the new 
model. 

Furthermore, companies will be 
required to disclose why they believe 
the carrying amounts of their 
exploration assets are not impaired. 
At this stage, it is unclear what would 
be an acceptable disclosure in this 
regard. But the more detailed the 
requirement, the closer the 
requirements will be to a fair value 
model because companies will 
effectively have to perform valuations 
to assess whether assets are 
impaired. A further complication is 
the difficulty associated with 
estimating the value of assets so early 
in the project lifecycle. 
 

Fair value or historical cost 
Another of the more significant 
impacts for reporters under a fair 
value measurement basis is how to 
communicate performance to the 
users of financial statements. This 
would be significantly different from 
current performance reporting, given 
the potential for large swings in the 
fair value of mineral assets that would 
be reported as gains or losses. 
Explaining such performance to 
investors will represent a real 
challenge to all reporters. 

In addition, the large number of 
variables, and therefore subjectivity, 
that would go into a valuation means 
fair value could only be provided 
usefully by the entity if there was 
extensive disclosure of the 
assumptions used. This is further 
complicated as management would 
have to provide additional evidence to 
support these disclosures, when an 
audit opinion is required. 
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As a result of these issues, the project 
team has concluded that mineral 
assets should be measured at 
historical cost and that detailed 
disclosures should be provided to 
enhance the relevance of the financial 
statements. However, the option of 
measuring mineral assets at fair value 
has been left on the table for 
commentators to respond to the IASB 
as part of the comment process. 
 

Conclusion 
Despite its relatively limited scope, 
the DP includes a number of 
provisions that may affect both 
accounting policies and disclosure 
requirements of small and large 
companies alike. Reporters will want 
to avoid potentially burdensome 
disclosures and unnecessary changes 
to embedded policies and processes 
unless it is clear that the changes are 
what users are looking for and that 
the costs of change are outweighed 
by the benefits to financial reporting. 
At the same time, the IASB will face 
the challenge of pitching the standard 
at the right level to apply to both oil 
and gas and mining companies, 
without compromising the detail 
required to ensure consistency of 
application. What is clear is that the 
DP as it is currently drafted will have 
some significant impacts for many 
reporters. 

 

 

Reporters will want to 
avoid potentially 
burdensome disclosures 
and unnecessary changes 
to embedded policies and 
processes unless it is clear 
that the changes are what 
users are looking for, and 
that the costs of change 
are outweighed by the 
benefits to financial 
reporting. 

Ernst & Young’s comment letter 
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