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Preface

Changes are constantly occurring in the international oil and gas industry. Currently,
accounting practices in the industry are undergoing some of the most significant
developments since the 1970s. It is our hope that this book will provide a resource, not
only to those who are converting to International Accounting Standards, but also to those
who must cope with the maze of financial, tax, and contract accounting issues faced on a
daily basis. International Petroleum Accounting was written to serve as a reference source
for accountants, auditors, analysts, and others seeking to understand and apply accounting
principles and practices in the international petroleum industry. We believe that the book
will also be useful as a college textbook.

Chapter 1 provides a brief introduction to oil and gas accounting standards including
the phases of operations encountered in upstream operations that are essential to
understanding the discussions throughout this book. The remaining chapters discuss
various topics related to accounting for international oil- and gas-upstream operations.
These include the international operating environment (including contracts and policies
encountered in international operations), accounting for the various phases of operations
encountered in international upstream operations, joint interest accounting, and required
disclosures for oil and gas producing companies.

The Securities and Exchange Commission has indicated that it intends to pursue a
dual objective of upholding high quality financial reporting domestically, while
encouraging convergence toward a high quality global financial reporting framework.
Toward this end, at the present time there is an effort underway to harmonize Financial
Accounting Standards Board and International Accounting Standards Board (IASB)
standards. In addition, there is a significant global movement toward acceptance of
International Accounting Standards (IAS). This is evidenced by the European Union’s
decision that member countries should convert to IASB standards by 2005.

Currently, oil and gas producers operating internationally must follow the various
international accounting standards that apply to their business activities as well as
complying with any industry-specific accounting standards. At the present time, there is
no oil and gas industry-specific [ASB standard. The IASB Extractive Industries Steering
Committee released an Issues Paper in 2000, but given the many pressing matters faced
by the IASB, that project is no longer a high priority. The IASB has indicated that in the
absence of a specific TAS, companies may look to the pronouncements of other
internationally recognized standard-setting bodies and to accepted industry practices,
provided that the accounting policies are consistent with the IASB Framework.
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The most widely recognized oil and gas industry standards are those of the United
States and the UK. Consequently, we believe that most oil and gas companies using IASB
standards will follow practices and principles that are similar to those found in the United
States and/or UK oil and gas rules. Moreover, it appears likely that the new [ASB
extractive industries standard will include many of the provisions found in the United
States and/or the UK rules. It is for this reason that this book thoroughly examines U.S.
and UK oil and gas industry-related standards. Regardless of the final regulations issued
by the [ASB, the discussions included in this book will have given the reader the
background to understand the current rules as well as any new rules that are issued. In
addition to examining the U.S. and UK oil and gas industry rules, this book also
thoroughly examines existing [AS standards that have applicability to oil and gas
companies, specifically standards related to accounting for impairment and asset
retirement obligations.

In addition to complying with numerous financial accounting standards, international
oil and gas companies operate in an environment characterized by numerous, highly
complex petroleum contracts. These include leases, concession agreements, production
sharing contracts, risk-service agreements, and joint operating agreements (among
others). The financial accounting and disclosure issues that arise in relation to these
contracts are discussed in detail throughout the book.

We hope that you will enjoy using this book and find it helpful.
Charlotte J. Wright, PhD, CPA
Rebecca A. Gallun, PhD
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UPSTREAM
PETROLEUM
OPERATIONS

Companies in the oil and gas industry may be involved in only upstream activities—
exploration and production activities—or they may also be involved in downstream
activities—transportation, refining, and marketing activities. This book focuses on the
upstream activities of companies engaged in international oil and gas operations. Chapter
1 provides a brief introduction to oil and gas accounting standards and then definitions of
terms, including the phases of operations encountered in upstream operations that are
essential to understanding the discussions throughout this book. The remaining chapters
discuss various topics related to accounting for international oil and gas upstream
operations, including the following:

» the international operating environment (with contracts and policies
encountered in international operations)

* accounting for phases of operations encountered in international upstream
operations

* joint interest accounting

» required disclosures for oil and gas producing companies

Oil and Gas Industry Accounting Standards

In the United States, the development and enforcement of accounting standards falls
under the jurisdiction of the Securities and Exchange Commission (SEC). (See Appendix
D: Acronyms Commonly Used in the International Petroleum Industry.) The Financial
Accounting Standard Board (FASB) is a private, standard-setting body that issues
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statements and standards in establishing generally accepted accounting principles
(GAAP). When the SEC accepts a FASB statement, use of the statement becomes
mandatory for companies that are publicly traded in the U.S. capital markets. Globally,
many other countries also have established accounting standards. For example, in the UK
the Accounting Standards Board (ASB) has traditionally established local accounting
standards. There are also international accounting standards issued by the IASB
(previously the International Accounting Standard Committee [IASC]). Historically many
countries have opted to permit use of U.S. GAAP, IASB, or other widely recognized
standards for local accounting purposes. However, in June 2002, the Council of Ministers
of the European Union (EU) approved regulations requiring all publicly traded companies
in EU member states to convert to the use of IASB standards no later than 2005 (this
includes companies in the UK). Additionally, a number of other countries around the
world have made the decision to convert to IASB standards by 2005. At the present time,
there is also an effort underway to harmonize FASB and IASB standards. These evolving
reporting practices have significant implications for oil and gas producing companies.

Some countries have issued industry-specific oil and gas accounting standards.
Perhaps the most widely accepted oil and gas industry-specific accounting standards are
those of the United States. In the United States, Statement of Financial Accounting
Standards No. 19 (SFAS), “Financial Accounting and Reporting by Oil and Gas Producing
Companies,” SFAS No. 69, “Disclosures About Oil and Gas Producing Activities,” and
various procedures and rules issued or sanctioned by the SEC establish U.S. GAAP for oil
and gas producing activities. Another widely recognized set of oil and gas industry-
specific accounting standards is that of the UK. There the Oil Industry Accounting
Committee (OIAC) routinely issues Statements of Recommended Practice (SORP) that
must be used by oil and gas producers. In addition, the IASC undertook a project in 1999
to develop an international accounting standard for companies in the upstream oil and gas
and mining industries. Toward this end, in November 2000, the IASB released an issues
paper focusing on key financial accounting and reporting issues unique to the extractive
industries. However, due to the list of more pressing matters, the extractive industries
project has not made its way onto the IASB’s main agenda. Currently, the project has been
assigned to a group of national standard setters from Australia, Norway, South Africa, and
Canada who are continuing to work on the project. However, at the present time, there is
no estimated completion date for the project. Current projections are that the extractive
industries standard will not be in place until some time after 2005.

Given that many oil and gas companies must convert to IASB standards by 2005,
there is significant concern regarding the IASB reporting requirements applicable to oil
and gas companies. In the absence of specific International Financial Reporting Standards
(IFRS), International Accounting Standard (IAS) 1, “Presentation of Financial
Statements” permits companies to rely on the pronouncements of other standard-setting
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bodies and on accepted industry practices, provided that the accounting policies are
consistent with the IASB framework. It is anticipated that the U.S. and the UK oil and gas
industry standards will provide the basis for the accounting policies utilized by companies
that use IASB standards. It is for this reason that this book presents in-depth discussions
of both U.S. and UK oil and gas industry-related standards and practices. Where an [ASB
standard exists and is applicable to a specific issue, application of the IASB standard to
upstream oil and gas operations is also discussed. Issues related to specific oil and gas
industry accounting practices are discussed in more detail in chapter 2.

Understanding Internationally Used
Reserve Estimation Methods

The true value of an oil and gas company is the underlying value of its oil and gas
reserves. Accordingly, important accounting decisions and disclosures hinge on the type,
if any, of reserves discovered. Understanding the various categories of reserves is crucial
to understanding the financial statements of oil and gas companies.

There are two broad categories of reserve estimation methodologies used by engineers
and geologists, with both methodologies involving a great deal of uncertainty. These two
categories are deterministic versus probabilistic methodologies. A reserve estimation
methodology is referred to as deterministic if a single best estimate of reserves is made
based on known geological, engineering, and economic data. The methodology is referred
to as probabilistic if known geological, engineering, and economic data are used to
generate a range of estimates and their associated probabilities.

The Society of Petroleum Engineers (SPE) and the World Petroleum Congress (WPC)
have developed definitions of reserves estimated using these two methodologies. These
definitions have been studied by and—to varying degrees, adopted by—various accounting
boards around the world. Reserves estimated using deterministic methodologies include
proved reserves and the two subcategories of proved reserves: proved developed reserves and
proved undeveloped reserves. Reserves estimated using probabilistic methodologies include
proven and probable reserves and possible reserves. (Note that there is both a proved reserve
category and a proven and probable reserve category. These categories differ in part based
on the methodology used to estimate the reserves.) More information regarding these
engineering methodologies is available at www.spe.org and www.world-petroleum.org.
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Use of Reserves in Financial Accounting

The most important event in the operations of an oil and gas company is the discovery
of reserves. Consequently, estimated reserve quantities are relied upon heavily in oil and
gas accounting. For example, reserve quantities are used in computing depreciation,
depletion, and amortization (DD&A) using the units-of-production method and for
purposes of complying with disclosure requirements. In establishing accounting and
disclosure standards, it is necessary for standard setters to define the reserves that are to
be used and/or disclosed. Both U.S. and UK GAAP provide reserve definitions and
requirements or guidance as to which reserves can be utilized and reported by firms.
Under U.S. GAAP, only proved reserves (proved developed reserves and proved
undeveloped reserves) are sanctioned by SFAS No. 19, SFAS No 69, and the SEC. Proved
reserves are those quantities of oil and gas that—under current economic and operating
conditions—are anticipated to be commercially recovered from known reservoirs
(deterministically estimated). UK GAAP provides for the use of commercial reserves that
includes both proven and probable reserves (probabilistically estimated) or proved
reserves (developed and undeveloped). The reserve definitions prescribed by U.S. GAAP
and UK GAAP are aligned with the deterministic and/or probabilistic-related definitions
utilized by engineers. These definitions are given in the next section.

Reserve Definitions Provided by U.S. GAAP

The only reserves that may be reported under U.S. GAAP are proved reserves, with
proved reserves being further classified as being developed or undeveloped. Proved
reserves and proved developed reserves are utilized for the purpose of computing DD&A
and are required for disclosure purposes. U.S. GAAP prescribes the following definitions:

Proved reserves — Proved oil and gas reserves are the estimated quantities of
crude oil, natural gas, and natural gas liquids which geological and engineering
data demonstrate with reasonable certainty to be recoverable in future years from
known reservoirs under existing economic and operating conditions, i.e., prices
and costs as of the date the estimate is made. Prices include consideration of
changes in existing prices provided only by contractual arrangements, but not on
escalations based upon future conditions.

Proved developed reserves — Proved developed oil and gas reserves are
reserves that can be expected to be recovered through existing wells with existing
equipment and operating methods. Additional oil and gas expected to be obtained
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through the application of fluid injection or other improved recovery techniques
for supplementing the natural forces and mechanisms of primary recovery should
be included as “proved developed reserves” only after testing by a pilot project or
after the operation of an installed program has confirmed through production
response that increased recovery will be achieved.

Proved undeveloped reserves — Proved undeveloped oil and gas reserves are
reserves that are expected to be recovered from new wells on undrilled acreage,
or from existing wells where a relatively major expenditure is required for
recompletion. Reserves on undrilled acreage shall be limited to those drilling
units offsetting productive units that are reasonably certain of production when
drilled. Proved reserves for other undrilled units can be claimed only where it can
be demonstrated with certainty that there is continuity of production from the
existing productive formation. Under no circumstances should estimates for
proved undeveloped reserves be attributable to any acreage for which an
application of fluid injection or other improved recovery technique is
contemplated, unless such techniques have been proved effective by actual tests in
the area and in the same reservoir. (SEC Reg. S-X, Rule 4-10)

Reserve Definitions Provided by UK GAAP

UK GAAP permits companies to choose between various reserve categories. The term
commonly used to refer to the allowed reserve categories in the UK is commercial
reserves. According to the 200/ SORP, commercial reserves, as defined in paragraph 12
may, at a company’s option, be either:

a. Proven and probable oil and gas reserves (estimated using probabilistic
methodology)

b. Proved developed and undeveloped oil and gas reserves (subcategories of
proved reserves estimated using deterministic methodology)

According to the 2001 SORP, the option chosen should be applied consistently in
respect to all exploration, development, and production activities.

(a) Proven and probable oil and gas reserves

Proven and probable reserves are the estimated quantities of crude oil,
natural gas and natural gas liquids which geological, geophysical and
engineering data demonstrate with a specified degree of certainty (see below)
to be recoverable in future years from known reservoirs and which are
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considered commercially producible. There should be a 50 percent statistical
probability that the actual quantity of recoverable reserves will be more than
the amount estimated as proven and probable and a 50 percent statistical
probability that it will be less. The equivalent statistical probabilities for the
proven component of proven and probable reserves are 90 percent and 10
percent respectively.

Such reserves may be considered commercially producible if management has the
intention of developing and producing them and such intention is based upon:

* areasonable assessment of the future economics of such production;

* areasonable expectation that there is a market for all or substantially all
the expected hydrocarbon production, and

* evidence that the necessary production, transmission and transportation
facilities are available or can be made available.

Furthermore

(i) Reserves may only be considered proven and probable if producibility
is supported by either actual production or conclusive formation test.
The area of reservoir considered proven includes (a) that portion
delineated by drilling and defined by gas-oil and/or oil-water
contacts, if any, or both, and (b) the immediately adjoining portions
not yet drilled, but which can be reasonably judged as economically
productive on the basis of available geophysical, geological and
engineering data. In the absence of information on fluid contacts, the
lowest known structural occurrence of hydrocarbons controls the
lower proved limit of the reservoir.

(ii) Reserves which can be produced economically through application of
improved recovery techniques (such as fluid injection) are only included
in the proven and probable classification when successful testing by a
pilot project, the operation of an installed programme in the reservoir, or
other reasonable evidence (such as, experience of the same techniques on
similar reservoirs or reservoir simulation studies) provides support for
the engineering analysis on which the project or programme was based.

(b) Proved developed and undeveloped oil and gas reserves

The estimated quantities of crude oil, natural gas and natural gas liquids
which geological and engineering data demonstrate with reasonable certainty
to be recoverable in future years from known reservoirs under existing
economic and operating conditions, that is, prices and costs as at the date the
estimate is made.
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(i) Reservoirs are considered proved if economic producibility is supported
by either actual production or conclusive formation test. The area of
reservoir considered proved includes (a) that portion delineated by
drilling and defined by gas-oil or oil-water contacts, if any, or both, and
(b) the immediately adjoining portions not yet drilled, but which can be
reasonably judged as economically productive on the basis of available
geological and engineering data. In the absence of information on fluid
contacts, the lowest known structural occurrence of hydrocarbons
controls the lower proved limit of the reservoir.

(ii) Reserves that can be produced economically through the application of
improved recovery techniques (such as fluid injection) are generally only
included in the ‘proved’ classification if successful testing by a pilot
project, or the operation of an installed programme in the reservoir,
provides support for the engineering analysis on which the project or
programme was based.

(iii) Estimates of proved reserves do not include the following: (a) crude oil,
natural gas and natural gas liquids that may become available from
known reservoirs but are classified separately as indicated additional
reserves, (b) crude oil, natural gas and natural gas liquids, the recovery
of which is subject to reasonable doubt because of uncertainty as to
geology, reservoir characteristics, or economic factors, (c) crude oil,
natural gas and natural gas liquids that may occur in undrilled prospects;
and (d) crude oil, natural gas and natural gas liquids that may be
recovered from oil shales, coal, gilsonite and other such sources.

(c) Proved reserves may be sub-divided into ‘proved developed’ and ‘proved
undeveloped’:

(i) Proved developed oil and gas reserves are reserves that can be expected
to be recovered through existing wells with existing equipment and
operating methods. Additional oil and gas expected to be obtained
through the application of fluid injection or other improved recovery
techniques for supplementing the natural forces and mechanisms of
primary recovery should generally be included as proved developed
reserves only after testing by a pilot project or after the operation of an
installed programme has confirmed through production response that
increased recovery will be achieved.

(ii) All other proved reserves which do not meet this definition are proved
undeveloped.
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As stated earlier, the term used to refer to allowed reserve categories in the UK is
commercial reserves. For U.S. GAAP, proved reserves are those reserves estimated to be
recoverable under existing prices and costs, in other words, those reserves thought to be
commercially recoverable. For ease of usage and to avoid confusion, the term commercial
reserves is used frequently throughout this book to refer to both the U.S. allowed reserve
categories and the UK allowed reserve categories. When more specific reserve definitions
are required, reference to the more specific reserve category is provided.

Phases Encountered in Upstream Operations

The phases of operations historically have been of great importance in accounting for
upstream activities. For example, different types of oil and gas contracts encountered in
international operations may require sorting upstream oil and gas activities into various
phases. In some government contracts, especially production sharing contracts, how the
costs are shared by the parties is dictated largely by the phase in which the costs were
incurred. In addition, in making capitalization versus expense decisions for financial
accounting purposes, the phase in which the costs are incurred may be helpful in
evaluating the uncertainty associated with the costs and thus the potential for future
economic benefit. Although the phase does not necessarily dictate the financial
accounting treatment, accounting standard setters and company accountants typically
consider the phase of operations during which the expenditure was made as a major factor
in the decision of whether to capitalize or expense a cost. Accountants, however, are not
always in agreement regarding the financial accounting treatment of the costs.

An important point that must be understood is that the capitalization versus expense
treatment of costs for financial accounting purposes is not necessarily consistent with how
costs are defined and treated in various oil and gas contracts. This fact has resulted in
much confusion, and perhaps even conflict, particularly in international joint operations.
These differences and the rational behind the differing treatments are explained in more
detail in chapter 3.

Upstream oil and gas operations are typically divided into the following phases:
1. pre-license prospecting

2. mineral right acquisition/contracting

3. exploration
4

evaluation and appraisal
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5. development
6. production
7. closure

The first five phases may be referred to collectively as preproduction phases and the
last two phases may be referred to as production phases; although, substantial levels of
production may occur during the development phase. The sequencing of the phases is not
identical for all companies or for all projects. Moreover, in any particular operation and/or
company, two or more of these phases may well be combined into a single phase; for
example, pre-license prospecting and exploration or production and closure. In addition,
the phases will almost certainly overlap, for example exploration during the development
phase or production during the development phase. Nevertheless, in order to understand
how costs are shared in various contracts and the rationale behind certain issues regarding
capitalization versus expense decisions, it is helpful to understand these phases.

Phase 1—pre-license prospecting

Pre-license prospecting (sometimes referred to as pre-license exploration) typically
involves the geological evaluation of relatively large areas before acquisition of any
petroleum rights. The activities involved in pre-license prospecting vary widely but are
usually general in scope and are not necessarily part of an integrated project. For example,
sometimes companies purchase geological and geophysical data (G&G) covering fairly
large areas of a country (frequently referred to as a library). Other activities include
researching and analyzing an area’s historic geologic data, carrying out G&G studies, or
assessing topographical information. (Definitions of oil and gas industry terms may be
found in publications such as Introduction to Oil and Gas Production or The Petroleum
Industry: A Nontechnical Guide.)

Some pre-license prospecting activities may be undertaken without having physical
access to the area; however, usually pre-license prospecting cannot take place without first
obtaining permission from the owner of the land and/or the mineral rights. (In most
countries other than the United States, the government typically owns the mineral rights
and hence permission must be obtained from the government.) Satellite imagery, aerial
photographs, gravity-meter tests, magnetic measurements, and various similar
observations or measurements are often used to target specific areas without having to
physically enter onto the property. Geologists may also study areas where the rock
formations are readily observable, in mountainous areas or where roads or railways have
been constructed. More detailed evaluation of an area of interest, such as conducting
seismic testing, requires specific permission of the owner of the land and/or the mineral
rights owner since such activities involve physical testing on the site.
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In countries where the government owns the mineral rights, the program the
government has in place largely determines the extent and nature of the pre-license
prospecting that occurs. If the government is actively seeking to contract with companies
for petroleum exploration and production, it may be quite eager to accommodate
companies by allowing them access to the area of potential interest. In some cases
companies may be required to purchase or otherwise acquire G&G information directly
from the local government. Often companies are required to purchase such data whether
or not the company regards the data as being especially beneficial.

Pre-license prospecting is significant in accounting since it occurs before petroleum
rights have been acquired for the area on which the exploration is conducted. Capitalization
versus expense-type accounting decisions are affected by the level of certainty (or
uncertainty) regarding the future economic benefits that will accrue to the company as a
result of the expenditures in question. Some accountants argue that general exploration
occurring prior to the acquisition of petroleum rights should be expensed since (a) the
certainty of future economic benefits is very low and (b) the right to those benefits does not
rest with the company at the time the expenditures are made. Others argue that all
exploration activities collectively represent a company’s efforts to find and produce oil and
gas reserves and therefore the timing of the activity (i.e., before or after petroleum rights
acquisition) is irrelevant. As will be seen in later chapters these various points of view have
resulted in two very different methods of accounting (the successful efforts method and the
full cost method) as well as differences between U.S. GAAP and UK GAAP.

Phase 2—mineral interest acquisition/contracting

Mineral interest acquisition involves the activities related to obtaining from the
mineral rights owner the legal rights to explore for, develop, and produce oil or gas in a
particular area. Typically the oil and gas company receives a mineral interest if the
negotiations are successful. A mineral interest is an interest in a property that gives the
owner the right to share in the proceeds from oil or gas produced. In U.S. domestic
operations, these legal rights are acquired by entering into a lease agreement with the
mineral rights owner(s). In operations outside the United States these legal rights are
acquired by entering into any one of a number of different types of contracts. These
contracts, which will be discussed in detail in chapter 3, include

a. concessions,
b. production-sharing contracts, and
c. risk service agreements.

In the United States, mineral rights are frequently owned by individuals. The type of
contract executed in the United States between the individual mineral rights owner(s) and

10
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the company seeking to explore, develop, and produce oil and gas from the property is an
oil and gas lease. In the United States mineral rights may also be owned by the government
and other entities. For example, in the United States, federal or state governments own the
mineral rights in offshore locations and in federal or state-owned lands. Lease agreements
are also used when contracting with the government for mineral rights in the United Sates.

Outside the United States mineral rights are typically owned by the government and
the contracts executed between the government and the oil and gas producer are quite
varied. Concession agreements are quite popular and are used by many governments,
including the UK, Canada, and Australia. Perhaps the most commonly used contract is the
production-sharing contract (PSC) or production-sharing agreement (PSA). This contract
is used to acquire petroleum rights in many countries, including Indonesia, Malaysia,
China, Thailand, Angola, and Nigeria, to name a few. Risk service agreements are less
popular but nevertheless are also used in contracting for the right to explore and produce
oil and gas. Risk service agreements have been used in such countries as Venezuela,
Bolivia, and Kuwait.

Leases. An oil and gas lease grants to the oil and gas company the right (and obligation)
to operate a property. This includes the right to explore for, develop, and produce oil and gas
from the property and also obligates the company to pay all costs. (The type of interest
owned by the oil and gas company that obligates it to pay all of the costs is a working interest
and the oil and gas company is a working interest owner. If there are multiple working
interest owners in the same property, the property is a joint working interest and the parties
are joint working interest owners.) The typical mineral lease calls for:

a. Payment of a bonus (called a signature bonus) by the lessee (the oil and gas
company) to the lessor (the mineral rights owner) at the time the contract
is signed

b. Payment of a royalty equal to a specified percentage of the value of the oil and
gas produced each period

c. The lessee being responsible for payment of essentially all of the costs and
incurrence of all of the risks associated with exploration, development, and
production without reimbursement from the lessor

d. The lease remaining in effect indefinitely, so long as minerals continue to be
produced from the property

In addition to paying a royalty to the lessee and paying the costs incurred in
developing and operating the property, the oil and gas company must pay certain taxes.
For example, income taxes are paid to the federal and/or state government. Frequently the
state governments assess taxes at the point of production based on the volume or value of
the oil and gas produced. These latter taxes are typically referred to as severance or
production taxes.

11
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Concession agreements. Concession agreements are similar to lease agreements. The
primary difference is that concession agreements are encountered in operations outside
the United States where the mineral rights owner is the local government. In addition,
some concession agreements provide for government participation in the form of a joint
working interest. Typical provisions found in a concession agreement are:

a. Payment of a bonus by the exploration and production company to the
government at the time the contract is signed or at specified points during
development and/or production.

b. Payment of a royalty equal to a specified percentage of the value of the oil
and gas produced or an in-kind payment of a specified portion of oil and gas
production. In-kind payments involve payment in physical quantities of oil
and gas as opposed to payment in money.

c. The contractor (i.e., the non-government oil and gas company(ies) involved in
the contract) being responsible for payment of all of the costs and incurrence
of all of the risks associated with exploration, development, and production
without reimbursement.

d. The agreement remaining in effect indefinitely, so long as minerals continue
to be produced from the contract area.

As with a lease agreement, the oil and gas company is responsible for paying all of
the costs incurred in developing and operating the property. The oil and gas company also
must pay a variety of taxes, including income taxes and severance type taxes often referred
to as value added taxes. In addition in some countries, such as the UK, Australia, and
Trinidad, special taxes on petroleum profits are also paid.

Production sharing contracts (PSC). As mentioned earlier, in the international
petroleum industry today, the most commonly used arrangement by which companies
obtain the rights from the government to explore for, develop, and produce oil and gas is
the PSC or PSA (from this point on, the term PSC will be used). Although the precise
form and content of PSCs vary from country to country, and even within a single country,
the following features are likely to be encountered:

a. The contractor pays a bonus to the national government at the time the
contract is signed. Additionally, development bonuses may be paid if the
operation goes into development and/or production bonuses when predefined
production levels are achieved.

b. The contractor pays royalties to the national government as production occurs.

12


http://www.downloadslide.net

www.downloadslide.net
Upstream Petroleum Operations

c. The national government retains ownership of the reserves. It simply grants
the contractor the right to explore for, develop, and produce the reserves.

d. The contractor is required to bear all of the costs and risks related to exploration
with the government (through a state oil company) having the option to
participate in development and production as a working interest owner.

e. The contractor is required to either spend a predetermined amount of money
on training for the local staff or give that amount of money to the government
so that they can provide the training. This cost is typically recoverable from
future production.

f. The contractor is required to perform certain work aimed toward developing
the infrastructure of the host country. For example, the contractor may be
required to build roads, schools, potable water and sewer systems, and
hospitals. The costs associated with infrastructure development may not be
recoverable from future production.

g. Operating costs and, perhaps, exploration and development costs are
recoverable out of a specified percentage of production. The estimated
volume of oil or gas production necessary to recover the agreed upon costs is
referred to as cost oil.

h. An amount of production (usually corresponding to the production remaining
after royalty and cost recovery), referred to as profit oil is typically split
between the government and the contractor on a predetermined basis.

i. Since the contractor is prohibited from owning an interest in reserves, the
contractor has an interest often referred to as an entitlement interest, that is, an
interest in the reserves that corresponds to its share of cost oil and profit oil.

Consistent with the lease and concessionary environment, the contractor is typically
responsible for various taxes including taxes on its income generated in the country. Taxes
may alternatively be assessed on the contractor’s share of profit oil.

Risk service contracts. Another type of contract encountered in international
operations is a risk service contract. Risk service contracts were initially used in areas
where oil and gas production had been achieved but the need existed to rejuvenate the
field or production area. The “service” provided by the oil and gas producing company
was typically in the form of performing workovers and other operations aimed at restoring
or stimulating production including application of current technology to currently
producing fields. More recently, risk service contracts have also been executed in
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unproved areas with the service being defined to include exploration, development, and
production of any reserves that might be discovered. There is no standard risk service
contract; however, features that may be encountered include:

a. Payment of a bonus to the national government at the time the contract is signed
b. Payment of royalties to the national government as production occurs

c. Retention of ownership of the reserves by the national government (since the
contractor is deemed to be providing a service)

d. All of the costs and risks related to exploration, development, and production
being borne by the contractor

e. Operating costs and capital costs incurred by the contractor being recovered
through payment of operating fees and capital fees

f. The government (through a state-owned oil company) having the right to
participate in operations as a working interest owner

Accounting. Agreements similar to PSCs and risk service agreements are unique to
the oil and gas industry, and little if any guidance exists in the authoritative accounting
literature. Instead, oil and gas companies have relied on accounting and reporting
requirements (such as SFAS Nos. 19 and 69 and the 2001 SORP) that were developed for
other contracts, such as leases and concessions.

Regardless of the type of contract, signature bonuses are the most common payment
made to acquire a mineral interest in a property and can range from fairly nominal
amounts to tens of millions of dollars. Since a bonus can be very significant, the question
of whether to capitalize or expense mineral interest acquisition costs is no small matter.
Additionally, legal fees and negotiating costs associated with negotiating PSCs and risk
service agreements can also run into the millions of dollars. During the pre-license
prospecting phase, costs are incurred in a highly uncertain period prior to a mineral
interest having been secured. During the mineral acquisition phase, the level of
uncertainty regarding the presence of commercial oil and gas reserves continues to be
very high. However, the fact that a legal right to explore, develop, and/or produce oil and
gas has been acquired has led most accountants to agree that the costs should be
capitalized pending determination of whether or not commercial reserves will ultimately
be associated with the mineral interest. Capitalization in light of high levels of uncertainty
has resulted in the requirement in many oil and gas accounting standards that the
capitalized costs be subject to annual impairment testing.
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Phase 3—exploration

Exploration is the detailed examination of an area for which a mineral interest has
been acquired. Generally, the geographical area has demonstrated sufficient potential to
justify further exploration to determine whether oil and gas are present in commercial
quantities. The activities involved in exploration are similar to those in the pre-license
prospecting phase, however they are usually concentrated on a smaller geographical area
and include the drilling of wells. Exploration activities are varied but are likely to include
conducting topographical, geological, geochemical, and geophysical studies and
exploratory drilling.

Specifically, exploration of potential petroleum-bearing structures involves
techniques such as conducting seismographic studies, core drilling, and ultimately, if other
types of exploration have indicated a sufficient likelihood that petroleum exists in
commercial quantities, the drilling of exploratory wells in order to determine whether
commercial reserves do in fact exist.

Financial accounting for exploration phase costs may be challenging since the costs
incurred are likely to be quite large while the likelihood of future economic benefit is
highly uncertain. Some accountants believe that if the uncertainty is sufficiently high, all
exploration phase costs should be expensed as incurred. Other accountants would treat
exploration costs in a manner consistent with the cost of acquisition or construction of a
productive asset. The specific accounting treatment of the various exploration-related
costs under U.S. and UK GAAP are discussed in detail in chapters 4, 5, and 8.

Phase 4—evaluation and appraisal

The evaluation and appraisal phase involves confirming and evaluating the presence
and extent of reserves that have been indicated by previous G&G testing and exploratory
drilling. Exploratory wells may have found reserves; however, evaluation and appraisal are
often necessary in order to justify the capital expenditures related to the development and
production of the reserves—in other words confirming that the reserves are commercial.

After one or more successful exploratory wells have been drilled into a particular
reservoir, additional wells, referred to as appraisal wells, are typically drilled. This may be
required by the contract and/or may be necessary in order to determine the commerciality of
the reservoir. The information gathered through drilling, testing, and appraisal are utilized in
formulating the overall plan for developing and producing the newly discovered reserves.
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In US. operations, especially in areas with a history of production, when an
exploratory well finds reserves, the oil and gas company may briefly evaluate the results of
drilling and then move directly into development. This is particularly likely in onshore
operations in locations where an existing transportation and marketing infrastructure exists.
In U.S. domestic offshore operations, the market and transportation infrastructure may also
be in place; however, drilling of additional wells may be necessary in order to determine
whether the reserves are sufficient to warrant construction of a production platform,
additional pipelines, and/or onshore facilities to handle the production. If additional wells
are drilled in order to determine whether reserves are sufficient to justify installing the
necessary infrastructure, they are often treated as a part of the exploration phase.

In operations outside the United States, the appraisal and evaluation phase is more
likely to be necessary and is likely to much better defined. PSC and risk service
agreements often specify certain appraisal activities that must be carried out by the
contractor in the event that an exploratory well indicates the presence of reserves. In these
types of agreements, instead of appraisal activities being defined as a separate phase, they
are often defined as a distinctive set of activities occurring during the exploration phase.
In any case, even when not contractually defined, appraisal may be critical in certain
locations where there is no preexisting infrastructure for the production and marketing of
the oil and gas or in frontier areas with no history of oil and gas production, where there
may be little existing knowledge of the geological conditions prevailing in the area and of
the potential for commercial oil and gas production.

By the time a project enters the appraisal and evaluation phase, the level of certainty
that investments will ultimately be recovered has increased significantly. There is little
controversy that the expenditures necessary to assess and determine the commercial
viability of a field and to prepare for the development of the field should be capitalized at
least temporarily. If, however, the decision is made that the field is not commercial, many
accountants contend that all costs incurred up to that point should be written off. Others
argue that unless the entire area is abandoned, the costs that have been incurred represent
the total cost to achieve commercial production in the area.

Phase S—development

After the formulation of a development plan, companies typically move into the
development phase. This phase involves undertaking the steps necessary to actually
achieve commercial production. Typically this phase involves:

a. Drilling additional wells necessary to produce the commercial reserves

b. Constructing platforms and gas treatment plants
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c. Constructing equipment and facilities necessary for getting the oil and gas to
the surface and for handling, storing, and processing or treating the oil and gas

d. Constructing pipelines, storage facilities, and waste disposal systems
Development activities often continue into the production phase.

In operations outside the United States, the development phase may be significant
since the companies participating in the working interest may change. As discussed
earlier, typically in PSCs and sometimes in concession contracts and risk service
agreements, the government (through the state oil company) has the option to participate
in development and production. If this is the case, the contractor has incurred all of the
costs and risks associated with exploration and appraisal. Once the information obtained
during exploration and appraisal has been analyzed, the government may exercise its
option to participate. After the government’s level of participation has been determined
(often up to a maximum of a 51% working interest), the development phase moves
forward with each company paying their proportionate share of future costs.

There is little controversy regarding the financial accounting treatment of
development costs. Since the companies are in the process of developing an oil and gas
asset and the level of uncertainty is relatively small, the costs are capitalized.

Phase 6—production

The production phase involves extracting the oil and gas from the reservoir and treating
the oil and gas in order to assure that it meets marketing and/or transportation standards.
Activities such as gathering the oil and gas from various wells in the area, storing the oil
and gas, treating the oil and gas to remove basic sediment and water (BS&W), and field
separation of the gas from the oil are production activities. Production activities are
typically considered to end as oil or gas flows out of the outlet value on the field production
facility. There is little controversy regarding the financial accounting treatment of
production costs. Production costs are expensed as incurred.

During the production phase, the working interest parties typically share the cost of
production in proportion to their working interest. For financial accounting purposes, since
the costs of production are related to generating revenue, the costs are expensed as incurred.
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Phase 7—-closure

At the end of the productive life of an oil or gas field, the site typically must be
restored to its pre-existing condition. Accordingly, the closure phase includes plugging
and abandoning wells, removing equipment and facilities, rehabilitating and restoring the
operational site, and abandoning the site. In offshore operations, equipment must be
removed from platforms, platforms must be dismantled and removed, and any pipelines
extending to or from the platforms must be removed. The degree of dismantlement,
restoration, and removal depends upon the local laws and statutes, provisions contained in
the lease, concession, PSC, service agreement, or other contract, and on the policies of the
companies involved. Traditionally, these activities have been referred to by a variety of
names such as decommissioning and abandonment; dismantlement, removal, and
remediation; site closure; or asset retirement.

A common provision that appears in PSCs and risk service agreements is that
ownership of the equipment and facilities passes to the government through the state oil
company. The transfer of ownership along with the fact that the majority of contracts have
not historically dealt with the actual payment of closure costs has lead to much
controversy in the industry. Recently, the United States, the UK, and the IASB have issued
standards requiring producers to estimate the future costs of closure and recognize the
future cost as a liability at the time the equipment and facilities are first installed. This
issue will be discussed in detail in chapter 12.

Overlap of Operations in Various Phases

Theoretically, the different phases of upstream operations occur in a sequential order
and are readily identifiable. In reality, however, this almost never occurs. The phases
typically overlap, occur simultaneously, or even occur in a different order. For example,
several years into the production phase, a company may test for the existence of new
reserves in a proved field. There are also numerous assets that are likely to be used during
multiple phases. For instance, an office may be used to manage equipment and personnel
employed in exploration, development, and production activities and also to manage the
sale of products. If the phase of operations plays a role in determining the accounting
treatment of various costs, it may be necessary to identify and understand the nature and
significance of the overlap of the various phases.
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Pre-license versus post-license exploration

In this book, pre-license prospecting has been described as occurring before a mineral
interest is acquired and exploration as occurring after a mineral interest is acquired. In
fact, other than drilling, the exploration activities that occur before versus after the
acquisition of a mineral interest may be identical. Some accountants have concluded that
since a mineral interest does not exist prior to signing a contract and given the level of
uncertainty that exists, the costs associated with pre-license prospecting should be
expensed. Other accountants argue that if these costs can be identified with a particular
geological structure, the level of uncertainty is reduced and the costs should be at least
temporarily capitalized. The former is true for U.S. successful efforts and the latter for UK
successful efforts. The treatment for exploration (other than drilling) performed after a
mineral interest has been acquired is the same. U.S. successful efforts focuses on the level
of uncertainty and again requires that the costs be expensed as incurred while UK
successful efforts acknowledges that a mineral interest has been acquired and calls for the
same costs to initially be capitalized. This process will be discussed in detail in chapter 4.
Many other accountants accept a method of accounting for oil and gas operations referred
to as the full cost method. Accountants who find the method acceptable would argue for
the permanent capitalization all of these costs. The full cost method is discussed in detail
in chapter 8.

Exploration and appraisal during the development and
production phases

After the development phase has begun, additional evaluation, including exploratory
drilling may be necessary. Even after production has begun, activities that are exploratory
in nature may occur. It is often difficult to distinguish between costs incurred to develop an
existing field and costs incurred to explore for additional, new reserves (perhaps a new
reservoir) in the same geographical area as the existing field. Some accountants argue that
once a commercial field has been identified and development begins, all subsequent costs
incurred to develop the reserves and to find additional reserves in the same geographical
area should be capitalized. Other accountants take a different position arguing that given
the differing level of uncertainty, if costs are incurred related to activities undertaken to find
new reserves, even in an area that is under development or in production, and if those
activities are not successful, they should be expensed.
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The primary purpose of accounting is to provide financial information about an
economic entity. Many people both within and outside a business organization need
information about the entity. For example, managers of the business need information to
aid in making decisions about the operation of the business. Investors need information
that will aid them in deciding how to invest their money. Partners need information to help
them to assess their own profits and to ensure that the business is being operated according
to the contractual requirements. Taxing authorities need information to ensure that the
business is paying the proper amount of taxes. While each of these groups need and use
accounting information, each group has different objectives and different levels of access
to the detailed information from an accounting system. An accounting system consists of
the methods and devices used by a company to keep track of its financial activities and to
summarize its activities. The system must be designed so that all data that may be needed
at any level both within and outside the organization is entered into the system at the
earliest possible time.

The major users of accounting information for an international oil and gas company
can be divided into the following categories:

1. Investors and creditors
Tax preparers and tax authorities
Companies involved in joint operations

Government entities

wok wn

Management

All of these individuals and entities use different types of information. For example,
investors and creditors use financial accounting information; and joint venture partners and
government entities use contract accounting data as well as financial accounting
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information to assess performance and compliance under various petroleum contracts. Tax
preparers and authorities rely on tax accounting information that allows them to assess
various taxes. Management needs all of these types of information as well as managerial
accounting related information. Each of these types of accounting and the specific rules,
standards, and guidelines that pertain to them are outlined in the following section.

Financial Accounting

The term financial accounting includes (1) measuring and recording the economic
activities of a business and (2) communicating the information to users outside the
business. According to the FASB,

The function of financial accounting is to provide information that is useful to
those who make economic decisions about business enterprises and about
investments in or loans to business enterprises. (Statement of Financial
Accounting Concepts [SFAC] No. 1, “Objectives of Financial Reporting by
Business Enterprises,” par. 16)

While many individuals and entities use financial accounting information, the FASB
has identified investors and creditors as being the primary users of financial accounting
information.

Financial reporting should provide information that is useful to present and
potential investors and creditors and other users in making rational investment,
credit, and similar decisions. The information should be comprehensible to those
who have a reasonable understanding of business and economic activities and are
willing to study the information with reasonable diligence. (SFAC No. 1, par. 34)

Investors and creditors are individuals and institutions who invest in business entities
either by purchasing stock in the firm or by extending credit. Investors and creditors
generally are seeking a return on and of their investments either in the form of dividends,
stock appreciation, payment of interest, and/or repayment of principle. In order to pay
dividends, interest, and repayment of loan principle, a business must have cash. Therefore
when investors and creditors attempt to choose between investments in alternative
business enterprises, a goal of their analysis is to assess the likelihood that an entity will
have net positive cash flows in the future. The primary source of information that is used
in this process is information from the financial accounting system of the business.

Current and potential investors and creditors are in a unique position. While they are
owners (if they own the company’s stock) or creditors (if they own the company’s debt) of
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the business, they have limited access to the detailed information from the company’s
accounting system. They must rely solely on information that is made public by the
company such as the company’s published financial statements that primarily consist of a
balance sheet, income statement, statement of cash flows, and various notes and
disclosures. Due to the fact that investors and creditors must rely on financial accounting
information without having access to the detailed accounting system, certain rules,
guidelines, and concepts have been developed. Internationally, these rules, guidelines, and
concepts are referred to as GAAP.

In the United States, all externally released accounting information, particularly that
related to publicly traded companies, must be prepared in conformity with GAAP. The
SEC is the governmental agency that has the authority to establish and enforce the use of
GAAP by publicly traded companies. The SEC has the authority to prescribe accounting
practices and procedures for companies under its jurisdiction and to prescribe the form
and content of financial reports filed with the SEC. However, historically, the SEC has
adopted the position of relying on the FASB to study accounting issues and write
accounting standards. If adopted by the SEC, the rules and procedures prescribed in these
standards are mandatory for all publicly traded companies under the SEC’s jurisdiction.
Regulation S-X is the SEC’s set of rules that prescribe the form and content of financial
statements and related notes and schedules required by reports of public companies to the
SEC. Regulation S-X, while prescribing additional disclosures, generally is the same as the
underlying FASB statements.

In the UK, the ASB currently has the legal authority to establish GAAP. The ASB
issues standards that are called Financial Reporting Standards (FRS). Standards issued by
the ASB are mandatory in all instances (except very rare cases where the requirement to
present a true and fair view necessitates departure from the applicable standard). After
2005, the ASB will no longer issue standards, rather UK GAAP will be based on standards
issued by the IASB.

The IASC was established in 1973 with the objective of harmonizing or standardizing
financial accounting standards and disclosures across international boundaries. The IASC
issued standards referred to as International Accounting Standards (IAS). In 2000,
the structure of the IASC was redesigned and a board structure implemented. The IASB
issues standards that are referred to as International Financial Reporting Standards
(IFRS). Both IFRS and IAS (unless superceded) are effective and constitute international
accounting standards.

The stated objective of the IASB is the development of a single set of high quality,
understandable, and enforceable global accounting standards. Historically, many countries
have used IASB standards for local accounting purposes. By 2005, all publicly traded
companies in EU member states must convert to IASB standards. Additionally, adoption
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by 2005 is mandatory in a number of other countries such as Australia and Russia.
Meanwhile, the number of countries around the world making the decision to convert to
IASB standards by 2005 continues to grow.

The SEC has indicated that it intends to pursue a dual objective of upholding high
quality financial reporting domestically, while encouraging convergence towards a high
quality global financial reporting framework. Toward this end, at the present time, there is
an effort underway to harmonize FASB and IASB standards. However, the likelihood that
the United States will permit the use of IASB standards without reconciliation to U.S.
GAAP in the near future appears to be unlikely at this time. Currently, in the United States,
foreign registrants may use U.S. GAAP, IAS, IFRS, or their own national GAAP. However,
if U.S. GAAP is not used, the financial statements must be reconciled to U.S. GAAP.

An oil and gas company must follow all of the various accounting standards that apply
to their business activities as well as complying with any industry-specific accounting
standards. At the present time, there is no IFRS that specifically addresses oil and gas
accounting, although an extractive industries project has been assigned to a group of
national standard setters from Australia, Norway, South Africa, and Canada. The IASB
staff has indicated that while the long-term goal is to have an IFRS relating to the
extractive industries, at the present time it is not a high priority issue.

Many oil and gas companies must convert to IASB standards by 2005. The IASB has
indicated that in the absence of a specific IFRS, companies may look to /4S 1, which
permits them to rely on the pronouncements of other standard-setting bodies and accepted
industry practices, provided that the accounting policies are consistent with the IASB
framework. The most widely recognized oil and gas industry standards are those of the
United States and the UK. Consequently, it is expected that most oil and gas companies
using IASB standards will follow U.S. or UK oil and gas rules. Moreover, it appears likely
that the new IASB extractive industries standard will likely include many of the provisions
found in the U.S. and/or the UK rules. It is for this reason that this book thoroughly
examines U.S. and UK oil and gas industry-related standards. Regardless of the final
regulations issued by the IASB, the discussions included in this book will give the reader
the background to understand the new rules. Where an TASB standard exists and is
applicable to a specific issue, i.e., accounting for impairment and asset retirement
obligations, the IASB standard is also discussed.

Companies that are publicly traded must comply with the accounting standards that
have been adopted by the countries on whose exchanges the companies are traded. For
example, companies (either U.S. or non-U.S.) that are traded on the U.S. security markets
must comply with U.S. GAAP. Similarly, a company traded on the London Stock
Exchange must comply with UK GAAP. (By 2005, UK companies must have adopted
IASB standards, so by 2005, UK GAAP will be based on IASB standards.) If a company,
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for example, British Petroleum, is traded on both the U.S. and UK exchanges, the company
would most likely use UK GAAP in the preparation of its financial accounting
information. For purposes of U.S. reporting, the company would file a SEC form 20-F
reconciliation whereby its UK GAAP statements are re-stated into U.S. GAAP.

In addition, a company must also comply with the GAAP that has been established in
any countries where it is operating. For example, if British Petroleum were operating in
Trinidad/Tobago, the company would have to prepare its financial statements in
accordance with UK GAAP for purposes of parent company reporting. Then the company
would reconcile the results to U.S. GAAP for purposes of U.S. reporting and, in most
cases, account for its Trinidad/Tobago operations in accordance with the local financial
accounting rules and standards established by the government of Trinidad/Tobago. The
latter is typically referred to as local statutory reporting. Thus, an oil and gas company
operating in an international location must comply with the GAAP of the local jurisdiction
as well as the GAAP prescribed by all of the jurisdictions where its securities are traded.

Tax Accounting

Virtually every country imposes a tax on income. Income tax laws typically differ
dramatically from financial accounting standards and procedures. The objective of income
tax accounting is to determine the amount of income taxes that companies must pay
according to the law; the objective of the income taxation system is to provide funds for
the operation of the government. Income tax rules related to the capitalization (deferral)
versus deduction (expensing) of an expenditure can differ dramatically from the financial
accounting treatment of the expenditure. Similarly, the determination of gross income and
taxable income for tax purposes can differ dramatically from the determination of revenue
and net income for financial accounting purposes.

In addition to income taxes, companies engaged in oil and gas operations must
determine and pay a number of other types of taxes. In addition to import duties and
employment-related taxes, petroleum operations are frequently subject to an array of
different taxes including severance or production taxes, value added taxes, and special
petroleum taxes. For example, most governments impose some type of tax specifically on
petroleum production. These petroleum taxes may be based on the quantity (e.g., number
of barrels) or on the value (e.g., sales price) of oil and gas production. Some countries have
adopted special petroleum taxes (for example, the UK, Norway, Australia, and
Trinidad/Tobago). These taxes are designed to generate funds for the local government but
also may contain provisions that are intended to motivate companies to explore and
produce in certain areas.
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A company operating in an international location must comply with the tax laws of
the local government as well as with the tax laws of its home country. For example, a U.S.
company operating in China would not only pay the income tax that the Chinese
government assesses on the company’s Chinese operations but would also be subject to
U.S. income tax on its Chinese operations. Tax treaties, however, are typically negotiated
between the various governments in attempts to avoid this double taxation. Companies
involved in international operations must, nevertheless, determine their taxable income
according to the various tax laws and statutes.

To further complicate matters, government’s tax provisions may tax domestic
operations differently from international operations. For example, U.S. income tax laws
may tax transactions relating to U.S. domestic petroleum operations differently from
international petroleum operations. Thus, in preparing its income tax returns, a U.S.
company, for example, must comply with foreign income tax laws, U.S. income tax laws
on domestic operations, and U.S. income tax laws on foreign operations. Information from
the accounting system must be analyzed and classified according to the relevant income
tax laws.

Contract Accounting

In the petroleum industry, numerous contracts and agreements govern operations. The
most common agreements are discussed in detail in chapter 3. In order to gain access to
potential reserves, exploration and production companies must execute contracts with the
owner of the mineral rights. In the United States, this contract is typically in the form of a
mineral lease whereas outside the United States, the contract may take several different
forms. In most operations outside the United States, the oil and gas company contracts with
the government of the host country to acquire the right to explore, develop, and produce
hydrocarbons. These contracts are typically either concessionary-type agreements, PSCs, or
risk service agreements although other types of contracts exist. For simplicity, the contract
between the oil and gas producer and the government securing the right to explore, develop,
and produce hydrocarbons may be referred to as the government contract.

When the contract with the mineral rights owner is a lease or concession-type
agreement and there is more than one working interest owner, it is likely that a second
contract, called a joint operating agreement (JOA) will also be executed. In an operation
with multiple working interest owners, only one company, the operator, will actually
manage the operation of the joint property on a day-by-day basis. The JOA specifies the
roles and responsibilities of each of the parties and provide guidance as to how costs are
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to be shared. When the contract with the mineral rights owner is a PSC or risk service
agreement, the parties may or may not enter into a separate JOA depending on how
comprehensive the contract is.

JOAs, PSCs, and risk service agreements include a section referred to as the
accounting procedure. The accounting procedure, which is an integral part of the contract,
deals with a number of accounting-related issues such as how cash will be provided to the
operator to fund operations, timing and content of settlement statements and billings,
currency exchange, audits, cost allocations, and management of materials and equipment.

One of the most critical features of an accounting procedure is the determination of
which costs are to be treated as direct versus indirect. Direct costs are costs that the
operator is allowed to recoup directly (on a dollar-for-dollar basis) from the other working
interest owners involved in the property. Indirect costs are those costs that cannot be
directly recouped from the non-operators but are assumed to be included in the overhead
rates charged by the operator. In a PSC, a critical issue is determination of which costs are
recoverable, overhead (also recoverable), or not recoverable. Thus, the determination of
direct costs versus indirect costs or recoverable versus non-recoverable is critical and, even
with a well-written accounting procedure, is often the source of considerable debate.
These issues are discussed in detail in chapter 13.

In the United States, an organization called the Council of Petroleum Accountants
Societies (COPAS) plays a significant role in the development of the accounting
procedures that frequently appear in JOAs. COPAS has no statutory authority. However, if
a COPAS-model accounting procedure is included in a contract, the participating
companies are bound legally to comply with the provisions of the procedure. Contracts
utilized outside of the United States are not as standardized. However, the Association of
International Petroleum Negotiators (AIPN) publishes model form international JOAs and
model form international accounting procedures. A copy of the AIPN 2002 Model Form
International Operating Agreement appears in Appendix A, and a copy of the AIPN 2000
Model Form International Accounting Procedure appears in Appendix B.

Regardless of the type of contract or contracts that govern the petroleum operation, a
considerable amount of accounting effort is required. It is imperative that all of the provisions
of the applicable accounting procedure(s) be carefully analyzed and complied with. This
includes correctly classifying costs as being direct versus indirect and/or recoverable versus
non-recoverable. Typically the accounting function plays an important role in assuring that the
operator is in compliance with all of the terms of the contract, including the accounting
procedure. Additionally, significant accounting effort is required on the part of the non-
operators not only in accounting for their own costs and revenues but also in monitoring the
operator’s spending, financial activities, and overall contract compliance.
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Managerial Accounting

The term managerial accounting is used here to refer to all of the other types of
accounting that are required in order for the company to operate efficiently. Examples
include budgeting, cost analysis and control, and performance reporting. The distinction
between financial, tax, contract, and managerial accounting is that in managerial
accounting, company policy governs the policies and procedures to be employed. In other
words, no external board, agency, or contract dictates the accounting policies and
procedures. The policies and procedures related to managerial accounting are determined
by the needs of the specific organization.

Summary of Accounting Requirements

Overall, accounting for international petroleum operations is very complex and
involves different accounting methods being used according to the specific purpose.
Financial accounting is governed by the standards adopted by the governments where the
company operates and where its financial information is to be announced and used. Tax
accounting is governed by the specific tax laws and policies enacted in the operating
jurisdiction as well as those of the home country of each company. Contract accounting is
governed by the terms of the various contracts and agreements. Multiple contracts may
apply to any given operating property. Managerial accounting is governed by the
company’s internal policies and procedures. It is important that the accountant be aware
of the various requirements associated with each of these different types of accounting.
This process is the source of much confusion since each cost incurred should be evaluated
for its financial accounting treatment, its tax treatment, its contract treatment, and its
treatment in the company’s budget or other internal reports. In this book, the primary
focus is financial accounting and contract accounting.

The next section examines the background of the financial accounting methods used
in the oil and gas industry today. This information will serve as the basis of much of the
discussion in subsequent chapters.
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Financial Accounting Methods
in Oil and Gas Operations

Upstream oil and gas exploration and production operations embody certain
characteristics that distinguish them from other operations involving asset acquisition and
use. The following characteristics are frequently cited as the primary factors responsible for
the development of a number of different accounting practices in the oil and gas industry:

a. Risks are high and often there is a low probability of discovering commercial
reserves.

b. There is often a long time lag between acquiring permits and licenses and the
ultimate production of reserves.

There is no necessary correlation between expenditures and results.

d. The underlying value of the reserves (which represent the major economic worth of
a company) cannot be valued reliably enough to be recorded on the balance sheet.

e. The discovery of new reserves, which cannot be value reliably enough to be
recorded as income, is a major future income-earning event.

f.  High costs and risks often result in joint operations.

Costs incurred in upstream oil and gas exploration and production activities are
generally accounted for world-wide using one of two generally accepted historical cost
methods: successful efforts or full cost. While both of these methods are currently accepted
in concept by accounting authorities in many countries, some countries have adopted
different versions of these methods. For example, the United States has adopted a specific
set of successful efforts and full cost rules. The UK also permits the use of either method
using sets of rules that are similar to the U.S. rules but include a number of significant
differences. Various versions of successful efforts and full cost rules are in use in other
countries; however, these versions are typically very similar to the U.S. and UK rules.

In financial accounting for oil and gas prospecting, mineral interest acquisition,
exploration, evaluation and appraisal, development, and production costs, perhaps the
most difficult and challenging issue is capitalization versus expensing of costs.
Capitalized costs are reported on a company’s balance sheet as assets and will eventually
be expensed either through depreciation, depletion, amortization, impairment, or
abandonment. If expensed, the costs appear on a company’s income statement as a
reduction in net income for the period in which they are incurred. The successful efforts
and full cost methods are two very different approaches to the capitalization versus
expense quandary. One method (full cost) opts to capitalize the majority of costs while
the other method (successful efforts) seeks to capitalize only those costs that are
identifiable with future economic benefits.
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The two methods also differ in the size of the cost center over which costs are
accumulated. The successful efforts cost center is generally a fairly small area associated
with a single geological structure, commonly a field. Cost centers under full cost are much
larger ranging in size from a country to a larger geographical region, e.g., western Africa.
The cost center size can significantly impact the financial statements through DD&A and
also in measuring impairment.

In addition to the accounting methods used by companies, reserve reporting
constitutes a significant aspect of companies’ financial reporting function. In the United
States, SFAS No. 69 mandates the disclosure of, among other things, information
regarding the quantity and value of proved oil and gas reserves. Companies must estimate
and disclose the beginning and ending guantity and value of their proved reserves and
explain changes in the quantities and values from one period to the next. The reserve value
disclosure required by SFAS No. 69 is the standardized measure of the discounted future
net cash flows from the production of proved oil and gas reserves. The reserve value
disclosure mandated by SFAS No. 69 is unique to U.S. GAAP; few other countries have
specific reserve value disclosure requirements although most have reserve quantity
disclosures. Even in countries with their own oil and gas accounting standards (such as the
UK), in many cases, there is no separate requirement for disclosure of reserve values.
However, outside of the United States, it is common for companies to prepare SFAS No.
69-type disclosures even though the accounting standards in their own country do not
require them to do so. One reason for doing so is that, since investors and creditors
routinely compare companies with one another, such disclosures allow investors to
compare the company with other companies. In many cases because these disclosures are
made voluntarily, it is possible that companies disclose information not required or
permitted by U.S. GAAP. For example, SFAS No. 69 limits the reserves that are to be
included to proved reserves. Since UK GAAP permits companies to define commercial
reserves for UK GAAP purposes as being either proved developed and proved
undeveloped reserves (i.e., subcategories of proved reserves) or proven and probable
reserves, companies may prepare their reserve disclosures using proven and probable
reserves, categories not permitted by U.S. GAAP.

Development of oil and gas accounting and reporting
in the United States

Internationally, the United States was the first country to issue accounting standards
specifically for oil and gas producers. In 1976, the FASB issued SFAS No. 19, wherein
the FASB required oil and gas producers to use one specific version of the successful
efforts method. Later the SEC overruled the FASB by permitting companies to choose
between the successful efforts method (as defined in SFAS No. 19) or the full cost method
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(as defined by the SEC in ASR 258). Both methods are codified in SEC Reg. S-X 210,
Rule 4-10.

In opting to support the successful efforts method, the FASB indicated that successful
efforts is generally consistent with financial accounting theory. SFAS No. 19 states that

...an asset is an economic resource that is expected to provide future benefits...
Costs that do not relate directly to specific assets having identifiable future
benefits normally are not capitalized - no matter how vital those costs may be to
the ongoing operations of the enterprise. If costs do not give rise to an asset with
identifiable future benefits, they are charged to expense or recognized as a loss.
(par. 143)

Generally under U.S. successful efforts a relationship should exist between costs
incurred and reserves discovered. Only searching costs that are directly related to finding
commercial reserves are to be capitalized; otherwise the costs must be charged to expense.
Pre-license prospecting costs only point to a promising area, they cannot determine
whether commercial reserves are actually present and therefore they cannot ever be
considered successful. Consequently, pre-license prospecting costs do not give rise to an
asset with identifiable future economic benefits and are thus expensed.

In comparison, under the full cost method, a relationship between costs incurred and
reserves discovered is not deemed necessary. The theory underlying the full cost method
indicates that all costs associated with the eventual discovery of reserves, whether
successful or not, are necessary to discovering reserves and thus represent the cost of
finding any commercial reserves. Accordingly, costs associated with both successful and
unsuccessful efforts are capitalized. Capitalization of unsuccessful searching costs is
significant in accounting because unsuccessful costs are theoretically not assets with
future economic benefits.

Specifically, the U.S. successful efforts method specifies that prospecting costs,
unsuccessful exploration, and unsuccessful appraisal costs are to be expensed as incurred
or when determined unsuccessful. Only exploration and appraisal costs that are successful
are capitalized. In contrast, under U.S. full cost, all prospecting, exploration, and appraisal
costs are capitalized regardless of success. License acquisition and development costs are
capitalized and production costs are expensed under both successful efforts and full cost.

Development activities can also be both successful and unsuccessful. However, all
development costs, including dry development wells, are capitalized under the U.S.
successful efforts method. When a project enters the development phase, commercial
reserves have already been discovered and the purpose of activities such as drilling more
wells and installing production equipment and facilities is to develop those reserves, not
to search for new reserves.
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Prior to 1981, the SEC was skeptical of the overall adequacy of both successful efforts
and full cost because the value of a company’s commercial reserves is not reflected in the
balance sheet under either method. In 1975 and again in 1981, the SEC called upon the
FASB to provide a solution to the problem of reporting oil and gas reserves in financial
statements. The final solution was SFAS No. 69, which established detailed and complex
disclosures for oil and gas producing companies.

In summary, oil and gas companies in the United States are allowed to use successful
efforts, as prescribed in SFAS No. 19, or full cost, as prescribed in Reg. S-X, Rule 4-10.
Additionally, SFAS No. 69 requires various supplemental disclosures, including reserve
quantities and values, to be included in the financial statements of companies using either
successful efforts or full cost.

Oil and gas accounting and reporting in the UK

In the UK, oil and gas accounting practices are developed by the OIAC. The OIAC
was established in 1984 to assist in developing the best practices for the UK’s upstream
oil and gas industry. The OIAC was authorized by the ASB to develop SORPs for oil and
gas companies. As with all other ASB standards, SORPs are mandatory in all instances
except in rare cases where following the standard fails to present a true and fair view. The
OIAC issued four SORPs and two guidance notes between 1986 and 1998. Each of these
dealt with fairly specific issues related to the oil and gas industry, i.e., successful efforts
and full cost, impairment, and decommissioning. In June 2001, the latest SORP,
“Accounting for Oil and Gas Exploration, Development, Production and
Decommissioning Activities,” was issued. The 2001 SORP reflects the consolidation of
the previous SORPs and guidance notes. The document was also completely updated to
reflect recently released FRSs and other changes identified by the ASB, OIAC, and the oil
and gas industry constituency. Thus, the 2007 SORP should be considered as the
authoritative source for oil and gas industry accounting in accordance with UK GAAP.

In the UK, as in the United States, either the successful efforts or full cost method is
allowed with the specific rules of each specified in the 2001 SORP. The specific UK rules
are similar to the U.S. rules, but significant differences exist between the methods. In
addition, the 2001 SORP requires extensive disclosures related to oil and gas operations,
including disclosure of a company’s commercial reserve quantities at the beginning and
end of the year. The 2001 SORP does not require disclosure of reserve values such as that
required by SFAS No. 69.

32


http://www.downloadslide.net

www.downloadslide.net
Industry Accounting Practices

Other oil and gas accounting and reporting standards

The practice of allowing companies to choose between successful efforts and full cost
is commonplace in most countries. Governmental agencies and standard setting bodies
around the world permit the use of either method so long as specific rules are followed in
its application. The specific rules are generally consistent with U.S. GAAP, UK GAAP, or
some combination of the two. Examples of countries that have specific oil and gas
industry-related standards are:

Australia. Australia has issued a combined statement for mining and oil and gas titled
Accounting for the Extractive Industries. According to this standard, exploration and
evaluation costs are written off unless a license exists in the area of interest and at least
one of the following conditions is met:

1. Costs are expected to be recouped.

2. Activities have not established whether or not commercial reserves exist in
the area and active operations to make such a determination are underway.

Development costs are capitalized to the extent that companies expect to recoup the
costs. Capitalized costs are to be amortized on a unit-of-production basis unless some
other basis (e.g., time) is deemed to be more appropriate.

Canada. Canadian GAAP allows both successful efforts and full cost. Their
Accounting Standards Board (AcSB) has indicated that it is seeking to harmonize
Canadian standards with U.S. standards, unless there are unique Canadian differences that
justify different standards. Accordingly, Canadian successful efforts and full cost rules are
very similar to U.S. GAAP.

Indonesia. The Indonesian Institute of Accountants issued Statement of Financial
Accounting Standards No. 29, “Accounting for Oil and Gas Industry,” in 1994. This
standard applies to both upstream and downstream operations. Companies are permitted
to use either the successful efforts method or the full cost method. The specifics of each
method are similar to U.S. GAAP.

Nigeria. The Nigerian Accounting Standards Board has issued two pronouncements
for the oil and gas industry. Statement of Accounting Standard 14, “Accounting in the
Petroleum Industry: Upstream Activities,” was issued in 1993 and Statement of Accounting
Standard 17, “Accounting in the Petroleum Industry: Downstream Activities,” was issued
in 1997. For upstream operations, a company may use either the full cost method or the
successful efforts method. The specifics of each method are similar to U.S. GAAP.
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Oil and gas accounting and reporting under international
accounting standards

At the present time, oil and gas producing companies that use IASB standards must
rely on the IASB framework and recognized accounting in countries around the world for
guidance in accounting for and reporting their upstream oil and gas activities. While the
United States, the UK, and other countries permit the use of either the successful efforts
or the full cost method, it is not clear whether the IASB will likewise do so. One issue
looming for companies using the full cost method is whether the method will be permitted
by the IASB. While /4S [ allows companies to rely on methods accepted by various
standard-setting bodies and on accepted industry practices, the accounting policies must
be consistent with the IASB framework. This raises questions regarding whether
capitalization of costs related to unsuccessful exploration projects (as permitted under the
full cost method) is consistent with the current IASB asset recognition criteria. According
to the IASB framework, costs are to be capitalized only when it is probable that the
amount capitalized will be fully recoverable in the future. Whether the IASB will permit
companies to use the full cost method is yet to be seen. This issue will assuredly be the
topic of much discussion in the period leading up to 2005 and, likely, until the [ASB issues
an industry-specific standard.

Another question facing oil and gas companies following IASB standards regards
supplemental disclosure of reserve information. /4S I requires that a company’s financial
statements should provide additional information which is not presented in the financial
statements but which is necessary for a fair presentation. Key indicators used for
evaluating the performance of oil and gas companies are their reserves and the future cash
flows expected from the reserves. Well-respected local accounting standards, such as
SFAS No. 69 and the UK 2001 SORP, require disclosure of information regarding reserve
quantities. Additionally, SFAS No. 69’s requirements extend to disclosure of reserve
values. (These are discussed in detail in chapter 14). It seems apparent that oil and gas
companies reporting under IASB standards should disclose information about their oil
and gas reserve quantities and changes therein. The position that the TASB will take
regarding reporting of reserve values is less clear. Until the IASB determines its official
position, if a company chooses to disclose the value of their reserves they should be very
careful to follow SFAS No. 69 or applicable local standards. The basis of measurement and
key assumptions that they use should be clearly disclosed and the disclosure should
clearly marked as being supplemental, unaudited information.
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After an area with potential has been identified, if it has not already done so, the oil
and gas producer must acquire the right to explore, develop, and produce any minerals that
might exist in the area. This is accomplished by identifying the party(ies) who own the
mineral rights or who are entrusted with the authority to enter into contracts for the
exploration and production of minerals in the area. The type of contract and individual
contract terms executed in any given location depend largely on who owns the mineral
rights and any local laws and fiscal policies governing mineral ownership and production.

In most countries, ownership of mineral rights rests with the government. However, in
the United States, mineral rights are, for the most part, owned by individuals; although the
government and other entities may also own mineral rights. For example, in the United
States, federal or state governments own the mineral rights in offshore locations and in
federal- or state-owned lands. In some countries outside the United States, there is limited
individual ownership of mineral rights, for example, in Canada and Trinidad; however,
these cases are quite rare.

This chapter discusses four of the most common types of contracts encountered in
worldwide oil and gas operations. These contracts are leases, concessions, production
sharing contracts, and risk service agreements. In addition to the different types of
contracts encountered, the individual terms of the same type of contract will likely vary
since each contract results from negotiations between the parties.
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Lease Agreements

In the United States, the most common form of agreement between the mineral rights
owner and the oil and gas companies wishing to obtain a mineral interest is a lease
agreement. The lease agreement is between the oil and gas company and an individual, the
government, or other entity, depending on who owns the mineral rights to the property of
interest. In the United States, there are numerous properties; and there are typically
multiple parties owning the mineral rights for any given property. Consequently, the
United States is characterized by numerous, small-acreage leases with multi-owners
existing over any given exploration or production area. When the lease agreement is
executed between the mineral rights owner(s) and the oil and gas company(ies), two types
of interest are created: a royalty interest and a working interest.

Types of interests created by a lease

A royalty interest is the type of interest owned by the original mineral rights owner
after he or she enters into a lease agreement with an oil and gas company. In return for
signing the lease contract, the royalty interest owner receives an upfront payment called a
bonus and, if any oil or gas is produced, a royalty. A royalty is a specified percentage of
the minerals produced from the property. Royalties can be paid in either money (a portion
of gross production revenue) or in-kind (a portion of the actual oil and gas produced).
Since individuals rarely have a desire to receive actual physical production, royalties in the
United States are typically payable in monetary terms.

Although the royalty owner receives a portion of any gross revenue from a property,
the royalty owner is not obligated to pay any of the costs related to exploration and
appraisal, drilling, development, or operation of the property. The royalty interest owner,
however, is typically responsible for its share of taxes assessed at the point of production
(referred to as severance or production taxes) as well as a proportionate share of the cost
to get the product into marketable condition. The royalty interest may also be referred to
as a non-operating or nonworking interest.

The type of interest owned by the oil and gas company after it enters into a lease
agreement is a working interest. The working interest owner is responsible for the costs of
exploration, appraisal, drilling, development, and operation of a property. The working
interest owner’s share of revenue is equal to the amount remaining after deducting the
share of the royalty interest. For example, if the royalty interest is 1/8 (a common royalty
interest in the United States), then the working interest owner would pay 100% of the costs
(except as noted previously) and pay 1/8 of the gross production revenue to the royalty
owner. Costs and profits are covered by the remaining 7/8 of the gross production revenue.
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Such an interest would be referred to as a 100% working interest: the 100% refers to the
percentage of costs the working interest pays. The royalty interest in this example would
be referred to as a 1/8 royalty: the 1/8 refers to the royalty owner’s share of revenue.
Royalty interest and working interest are defined similarly under all types of contracts,
however as will be seen, how production is divided between the interest owners differs
significantly among the different types of contracts.

It is possible for the working interest to be shared by more than one party. This
situation is often referred to as a joint interest operation. Sharing the working interest is
common since it allows companies to share the costs and risks of oil and gas operations.
Joint interest operations come about in several ways. For example, a company might sell
a portion of its working interest to another company or exchange a portion of its working
interest in one property for a portion of the working interest in another property or several
companies might jointly contract with the original mineral rights owner. Most working
interests are undivided working interests. A working interest is an undivided working
interest when the multiple working interest owners share and share alike, according to
their working interest ownership, in any and all reserves as well as the oil and gas severed
from the earth.

Before exploration or drilling begins on a jointly owned property, a JOA must be
executed. The JOA governs how the property is to be operated and how costs are to be
shared between the working interest owners. In addition, one of the working interest
owners is designated in the JOA as the operator of the property and the other working
interest owners as non-operators. The operator is the working interest owner responsible
for the day-to-day operations of the property.

A working interest can be sold or exchanged. A working interest owner may elect to
sell its working interest outright. Alternatively, the working interest owner may create new
types of interests out of its working interest. In international operations, the most common
type of interest created out of working interests is overriding royalty interests (ORIs);
however, net profits interests are also encountered. These interests can be created either by
being carved out or retained and both are classified as nonworking or non-operating
interests. A nonworking interest is carved out when the original working interest owner
creates an ORI or net profits interest by selling the interest or otherwise conveying it to
another party with the original party keeping its original working interest. A nonworking
interest is retained when the original working interest owner sells or otherwise conveys its
working interest to another party and retains a nonworking interest in the property.

An ORI owner is entitled to a share of the net revenue but is not responsible for
payment of any costs related to exploring, drilling, developing, or producing the property.
The ORI’s share of revenue is typically a percentage of the share of revenue belonging to
the working interest from which it was created. A net profits interest is similar to an ORI
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in all aspects except in the determination of its share of revenue. A net profits interest is
typically stated as a specified percentage of net profit from the property. In the United
States, net profits interests are commonly owned by the government after it executes an
offshore lease with an oil and gas company. Net profits interest owners receive a portion
of the net profits from a property but do not bear any part of losses. Any losses are the
sole responsibility of the working interest owners.

A production payment interest is another type of nonworking interest created out of
the working interest although much less commonly than ORIs and net profit interests. A
production payment interest is similar to an ORI and net profit interests in that the
production payment interest owner is not responsible for payment of any costs. It differs
in that it ceases to exist after a specified amount of oil, gas, or money is paid or a specified
amount of time has passed. Production payment interests are rarely encountered in
operations outside the United States.

Typical lease provisions

There are several important provisions included in most domestic U.S. lease contracts.
A few of those most significant to accounting are discussed as follows:

Lease bonus or signature bonus. An amount paid to the mineral rights owner in return
for signing the lease agreement. Lease bonus payments normally are a dollar amount per
acre and are paid upon signing. Lease bonus amounts vary widely since they result from
negotiations between the mineral rights owner and the oil company representative.

Royalty provision. The specified percentage of the oil and gas produced from a
property to which the royalty interest owner is entitled. Royalty payments are typically
payable in money with the specific rates varying from one agreement to another. The
normal onshore royalty rate is a fixed rate that does not vary or escalate with production
levels, e.g., 1/8 of all production from a property.

In contrast, on offshore federal leases, complex formulas may be used for calculating
royalty payments, e.g., a sliding scale royalty whereby the amount of royalty paid is
determined based on the amount of oil and gas produced or a percentage of net profits
with a net profit lease.

Primary term. Maximum period of time that the lessee (working interest owner) has
to achieve production from a property. The working interest owner assumes the obligation
to commence drilling within one year from the date the lease was signed. This is referred
to as a drilling obligation. The drilling obligation may be deferred by paying a nominal
payment called a delay rental. The delay rental may be paid at the end of each year in the
primary term in order to defer the drilling obligation yet keep the lease in effect. If the
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working interest owner has not commenced drilling or production by the end of the
primary term, the lease automatically terminates. Once production begins from the lease,
the lessor (royalty owner) receives royalty payments. The royalty payments compensate
the lessor and serve to keep the lease agreement in effect for the life of the production.

Right to assign interest. Each mineral interest owner of a property has the right to
assign all or part of its interest without the approval of any of the other mineral interest
owners. For example, the working interest owner may and often does sell its interest to
another company without the permission of the royalty interest owner.

Rights to free use of resources for lease operations. Oil or gas produced on a lease
may be used to carry out operations on that lease. Royalties are not typically paid on
production that is used on the lease from which it was produced. If the production is
moved off of the lease and used on another property, royalties must be paid.

Concession Agreements

As noted earlier, other than in the United States, mineral rights are most often owned
or controlled by the government of the host country. Therefore, an oil and gas company
seeking to acquire a working interest in a particular country must normally enter into a
contract with the government of that country. (The foreign oil and gas company or
companies that enter into the contract are often referred to as the contractor. Note that the
term contractor, which is singular, may be used to refer to one or more companies.)

The specific terms of any given contract are largely a result of the laws and regulations
enacted by the government of the country. The local government will have established
laws and policies regarding the collective payments to be received by the government in
return for allowing the company to operate there. Collectively these laws and regulations
are referred to as the fiscal policies of the country.

Countries where the government owns the rights to the minerals but where ownership
of oil and gas can be transferred to the contractor are referred to as having concessionary
systems, and the oil and gas contract is commonly a concessionary contract. In
concessionary systems, the most frequent types of payments made to the host government
are signature bonuses and royalties. The government is also paid income taxes and other
taxes such as duties, production taxes, value added taxes (VAT), and other special
petroleum taxes. For this reason, countries with concessionary fiscal systems are often
referred to as being tax/royalty countries.
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A typical concession agreement is similar in principle to a lease agreement: the oil
company assumes the full risk and cost of exploration, drilling, development, and
production activities. If oil or gas is not discovered, the contractor does not recover any of
its costs and does not receive any repayment from the government for the costs the
company incurred. If oil or gas is discovered and produced, ownership in the oil or gas is
typically transferred to the foreign oil and gas company; which, in return, pays a royalty
to the government once production begins. While there may be no delay rental provisions,
the contract may specify a particular timetable that must be followed by the foreign
contractor in undertaking exploration and appraisal of the contract area.

The following example illustrates a simple concession agreement:

EXAMPLE

Concession Agreement

Oilco Company signed a concession agreement with the government of New Guinea. Oilco
must pay the government, in U.S. dollars, a $6,000,000 signing bonus, a royalty of 10% of
gross production, and a 6% severance tax based on gross revenue from the property. Oilco
must also pay all exploration, appraisal, development, and production costs.

Oilco begins exploration and drilling late in 2008, spending $9,000,000. Oil is discovered and
production begun in 2009. Gross revenue was $8,000,000 and production costs were
$1,500,000 for that year. Production costs and severance taxes are deductible as incurred.
Exploration and drilling costs are deductible over a 5-year period. The tax income rate is 40%.

Gross revenue for 2009 would be shared by the parties as follows:

Oilco New Guinea
Company Government
GTOSS TEVENUE ... $8,000,000
Less: Royalty 10% ....cooovevieiiiiiiiiiiieeeeeee, 800,000 $ 800,000
Less: Severance tax 6% .........ccccccevvvvveiiieeienennnn. 480,000 480,000
NEt TEVENUE ..o 6,720,000
Less: Operating eXpenses..........cceeeeeeeeeeerneennnn. 1,500,000
Less: 1/5 of exploration and drilling costs ....... 1,800,000
Taxable INCOME ........ccvvvivviiiiiiiiieceieeeciieee e, 3,420,000
Less: Income taxes of 40% .......ccoovveeeeevvennnnnnn. 1,368,000 1,368,000
Net to Oilco/Government...........ccceeeeeueeeeennnn... $2,052,000 $2,648,000
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Concessionary agreements with the government participation

In a concession, the government’s role is typically that of a royalty interest owner. On
occasion, the government may contractually retain the option to participate as a working
interest owner. The government does not directly participate; rather the government
(through the appropriate ministry or department) almost always establishes a state-owned
oil company. The state-owned oil company operates as an agent of the government in its
role as a working interest owner in the property.

With this type of agreement, the foreign contractor typically has 100% of the working
interest and thus bears all of the costs and risks involved in the initial exploration and
appraisal of the property (including drilling wells). If commercial reserves are found and
the decision is made to develop the property, the government via the state oil company
may exercise an election to participate as a working interest owner, typically with an
interest of up to 51%. If the state oil company becomes a working interest owner, as with
all working interest owners, it must pay its proportionate share of all future development
and production costs.

Because the contractor has assumed all of the exploration risk in such agreements, the
contract may allow the company to recover all or a portion of its exploration and appraisal
expenditures through either direct payment by the government to the company or, more
frequently, by the company keeping the state oil company’s share of production until the
recoverable costs have been recouped. Similar to a basic concession agreement, title to a
proportionate share of oil and gas typically passes to the contractor at some point.

Regardless of the specific terms of the concession agreement, the government
generally always is a royalty interest owner. In addition, the government may collect
income taxes and other taxes, e.g., special petroleum taxes or VAT. Imported materials and
supplies are often exempted from customs duties, and production is generally exempted
from export duties.

Production Sharing Contracts

In many countries, the government owns and retains title to all minerals: ownership of
the minerals in the ground never passes to the foreign contractor. Instead, the contractor is
permitted to recover its costs and share in the profits. In some countries, the company
receives ownership of the oil or gas at the point of sale; in other countries, the contractor
may receive cash upon the sale of the oil or gas.
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Countries where the government owns and retains the mineral rights are referred to as
having contractual systems. PSCs and risk service agreements are the most common
contracts used in contractual systems, with PSCs being most common type.

Almost every contract has its own unique terms and characteristics. While it is quite
informative to read and examine sample PSCs, most PSCs are proprietary, making it
difficult to obtain permission to reprint them in this book. Furthermore, the provisions
found in PSCs are so varied that one single sample contract could not contain all of the
clauses and provisions actually found in practice. As an alternative, some of the provisions
that are frequently found in PSCs are described in the following section, including an
example of many of the key provisions. There are numerous interesting and troublesome
provisions that are often included in contracts that are not discussed or illustrated in this
book. This by no means indicates that the provisions are not significant to the accountant.

Signature and production bonuses

In PSCs, the contractor commonly pays the government a bonus often referred to as
a signature bonus at the signing of the agreement. In some contracts, a relatively smaller
signature bonus is paid with another payment being due if and when the decision is made
to develop a field within the contract area. These bonuses are referred to as development
bonuses. A third possibility is, again, a smaller sum of money is paid at the signing of the
contract with subsequent payments being made to the government if and when production
reaches a specified level. These payments are referred to as production bonuses. In each
of the latter cases, the government is assuming some risk since it receives a lower
signature bonus; and if oil or gas is not discovered or if production does not reach the
specified level, the government will not receive the additional development or production
bonuses. However, that risk is offset with the hope that the lower up-front signature bonus
will allow the contractor to invest more money and to invest money more quickly in
exploration activities, potentially resulting in larger and more timely discoveries of oil and
gas and thus in higher royalties, etc. to the government.

The following example provides an illustration of the language that might appear in a
PSC that provides for the payment of a production bonus.
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EXAMPLE

Contract Language Defining Production Bonus

Production bonuses are payable on first attainment of a 60 consecutive day average at or
in excess of the production levels detailed below:

Petroleum Production in Production Bonus
Barrels per Day (BOPD) Payment in U.S. $
25,000 $ 500,000
50,000 $ 750,000
75,000 $1,000,000
100,000 $1,250,000
Thereafter for every 50,000 BOPD
exceeding 100,000 BOPD $1,500,000

In computing the production levels referred to above, natural gas production shall be added
to crude oil production after converting to barrels of oil on an energy equivalent basis.
When production reaches 25,000 BOPD, a bonus of $500,000 is paid, when production
reaches 50,000 an additional $750,000 is paid, and so forth.

Royalties

Despite the fact that title to the minerals in the ground never passes to the contractor,
most PSCs contain royalty provisions whereby a royalty is paid to the government. The
royalty provisions in contractual agreements typically range from zero to 14 or 15%.
Royalties may be paid either in-kind or in money. Payment in-kind involves delivery of
physical quantities of oil or gas to the royalty owner. Rather than the government directly
taking delivery of the oil or gas, the production is frequently taken by the state oil
company. When the state oil company sells or disposes of the oil or gas, the proceeds are
remitted to the appropriate ministry or governmental agency.
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Royalties are normally based on gross production, with no consideration of costs or
cost recovery. As a consequence, the payment of a royalty may discourage new drilling
and development expenditures especially in marginal situations, or even result in the
abandonment of a marginal producing field earlier than would otherwise be the case. In
order to partially offset this effect, contracts may be written so that royalties are paid on a
sliding scale. Sliding scale royalties are designed so that the royalty rate is lower when
production is lower and increases as production increases. In marginal situations with low
production, a lower royalty rate may result in production that would otherwise not have
been profitable. The following example illustrates a sliding scale royalty:

EXAMPLE
Sliding Scale Royalty
Average Daily Production Royalty
Up to 10,000 barrels per day 2%
10,001 to 20,000 barrels per day 5%
Above 20,000 barrels per day 10%

Operating committees

A common feature of most PSCs is the formation of an operating committee.
Operating committees are normally composed of representatives from the contractor and
the state-owned oil company. The role of the operating committee is to permit the
government as well as each of the working interest owners to be directly involved in the
operations of the property. In concessionary and lease contracts, all of the day-to-day
decision making related to the joint operations is controlled by the operator. In PSCs, the
role of the operator is limited to some extent in that the operating committee’s authority
typically exceeds that of the operator. The operator usually prepares an annual work
program and budget for review and approval by the operating committee. The operating
committee typically makes all major operational decisions, including approval of all major
expenditures, evaluation of the results of exploration and appraisal, and determination of
the commerciality of newly discovered reservoirs.
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Government participation in operations

In most PSCs, the government (or the state-owned oil company) does not have a
working interest during exploration and appraisal. Therefore, all of the costs of exploration
and appraisal costs are borne by the contractor. The contractor bears all of the risks and
costs. This means that if no oil and gas is found, the contractor cannot seek reimbursement
of any of the costs incurred. The contractor recoups its exploration and appraisal
expenditures only if production occurs. If commercial reserves are discovered, the
government through the state-owned oil company may elect to participate as a working
interest owner up to an agreed upon maximum, often 51%. If the government elects to
participate, as with any other working interest owner, the government must then pay its
proportionate share of the future development and operating costs.

Training and technology transfer

The contractor must use the most advanced technology and transfer the knowledge
regarding the technology to the local staff. The contractor may bring some of its own
employees into the host country; however, the majority of employees must be hired locally.
These local employees must be trained by the contractor, with the training normally
continuing throughout the entire operations of the property or throughout the life of the
contract if shorter. In many PSCs, the cost of training, which is a significant cost, is a
recoverable cost.

Phases of operations

The phase of operations in which a cost is incurred is significant: the contractor
commonly provides all of the funding during the exploration and appraisal phase of the
contract. In contrast, the costs incurred during the development and production phases are
shared between the contractor and the state oil company based on their working interests
(assuming the state oil company elects to participate as a working interest owner). The
phase of operation is also important for a number of other reasons. For example, the
contract usually specifies minimum expenditures that the contractor must make during the
exploration and appraisal phase. Also, unlike domestic U.S. leases that continue in effect
so long as production occurs, PSCs typically state a maximum length of time for the
production phase. This does not mean that all the reserves must be produced during the
production phase, rather the clause limits that length of time that the contractor may be
involved in production operations from the particular field.
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EXAMPLE

Contract Language Defining Phases

The term of the contract shall include an exploration and appraisal period, a development
period, and a production period. The exploration and appraisal period for the entire
contract area commences on the date that the contract is signed. The development period
for any individual field shall begin on the date of declaration of commerciality and end
when commercial production commences. The production period of any field within the
contract area shall continue for a period no longer than 15 consecutive years.

If the production period ends prior to the end of production from a field, the state oil
company typically takes over the operation as the operator and becomes the owner of
100% of the working interest. Of course, it is always possible that the government could
opt to renegotiate, allowing the contractor’s involvement to continue if doing so would be
of benefit to all parties.

Minimum work commitment

The contract also specifies the overall length and duration of the exploration and
appraisal phase, with the contract likely dividing the exploration and appraisal period into
various stages. Each stage must typically be completed within a specified period of time
with the contractor agreeing to conduct a specified amount of seismic, drill a predefined
number of wells, and/or spend a specified amount of money.
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EXAMPLE

Contract Language Defining Minimum Work Commitment

The exploration and appraisal period, beginning on the date of the signing of this
agreement, shall be divided into three (3) stages and shall consist of eight (8) consecutive
contract years, unless it terminates earlier.

The three (3) stages shall be as follows:

1. Stage one consisting of four (4) contract years
2. Stage two consisting of two (2) contract years
3. Stage three consisting of two (2) contract years

During the first stage of the exploration and appraisal period, the Contractor shall:

1. Complete seismic lines totaling 10,000 kilometers
2. Drill and complete two (2) wildcat well(s) and
3. Spend $50,000,000 U.S. dollars.

During the second stage of the exploration and appraisal period, the Contractor shall:

1. Complete seismic lines totaling 12,000 kilometers
2. Drill and complete three (3) wildcat well(s) and/or appraisal well(s)
3. Spend $60.000.000 U.S. dollars.

During the third stage of the exploration and appraisal period, the Contractor shall:

1. Complete seismic lines totaling 8,000 kilometers
2. Drill and complete three (3) wildcat well(s) and/or appraisal well(s)
3. Spend $60.000,000 U.S. dollars.

47


http://www.downloadslide.net

International Petroleum Accounting — Chapter 3

Relinquishment

The operating committee evaluates the results of exploration and appraisal at the end of
each stage during the exploration and appraisal phase. If the contractor elects to go forward
and continue exploration, the contract will typically specify some amount of acreage from
the original contract area that the contractor is required to relinquish. Obviously, this
provision facilitates any efforts on the part of the government to contract with another
company for the continued exploration of the relinquished acreage. If, at the end of any
phase, the contractor elects not to continue, all of the remaining acreage is relinquished.

EXAMPLE

Contract Language Relinquishment

At the expiration of the first stage or the second stage of the exploration and appraisal
period, the contractor has the option to either enter the next stage and continue exploration
or terminate the contract. If, at the end of the first stage, the decision is made to enter the
second stage, then an amount of acreage equal to 50% of the original contract area must
be relinquished. If, at the end of the second stage, the decision is made to enter the third
stage then an amount of acreage equal to 50% of the acreage retained at the beginning of
the second stage must be relinquished after subtracting any acreage included in
development or production operations. Any remaining acreage not included in
development or production operations must be relinquished at the end of the third stage.

Any monetary amount that has been expended over the minimum work commitment shall
be carried over and treated as being related to the subsequent stage. However, if the
decision is made not to go into the subsequent stage or at the end of the exploration and
appraisal period, if the amount that has been expended is less than the minimum work
commitment, any deficiency shall be paid over to the government and shall not be
recoverable from any production that might ultimately be achieved from the contract area.
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Cost recovery

All PSCs contain a cost recovery provision. Cost recovery, which is the procedure by
which the contractor is able to recover its costs, is critical because under a PSC, title to the
oil or gas in the ground does not pass to the foreign oil company.

The oil (or gas) that goes to the working interest owners to allow them to recover their
costs is referred to as cost oil or cost recovery oil. There is normally a cap or maximum
amount of production available for cost recovery. For example, in some contracts a maximum
of 50% of the gross production during any given year is available for cost recovery, regardless
of the actual amount of costs incurred. If production is sufficient, however, the working
interest owners will eventually recover 100% of their recoverable expenditures.

The contract will specify which costs are recoverable, the order of recoverability, any
limits on recoverability, and whether costs not recovered in one period may be carried
forward into future periods. Most contracts specify that recoverable costs not recovered in
any given year may be carried forward to future years. Most contracts also limit the
recoverability of exploration and development costs in any one year. For example, some
contracts limit recoverability by amortizing or depreciating development costs. This means
that only a specified fraction of recoverable development costs are recovered each year.

In addition some contracts permit the recovery of interest that is assumed to have been
incurred related to development expenditures. For example, a contract might allow cost
recovery on deemed or imputed interest related to costs incurred during the development
phase (but not during the exploration and appraisal phase.)

Most contracts specify the order in which costs are to be recovered. The order of cost
recovery is important especially to the contractor, since it affects the rate of recoverability
of the contractor’s costs. The most common order of cost recovery is:

1. Current year operating costs

2. Unrecovered exploration and appraisal expenditures (paid 100% by the
contractor)

3. Unrecovered development expenditures

4. Deemed or imputed interest on development costs (if allowed)

5. Any investment credit or capital uplift (defined later)

Typically, the contractor pays 100% of the exploration and appraisal expenditures
while the operating and development expenditures are shared with the state-owned
company. Accordingly, the contractor typically is permitted to recover 100% of the
exploration and appraisal expenditures while both parties recover actual operating and
development costs.
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EXAMPLE

Contract Language Defining Cost Oil Split and Order of Cost Recovery

For each year the gross production from any field within the contract area shall be divided
according to the following sequence:

Eight percent (8%) of the annual gross production shall be used for payment of royalty
to the Government of ;

Five percent (5%) of the annual gross production shall be used for payments of the
Value Added Tax;

Sixty percent (60%) of the annual gross production of Crude Oil shall be “cost
recovery oil” and shall be used for payments or for cost recovery in the following
sequence:

1. Payment in-kind for the operating costs actually incurred but not yet recovered by
the Parties

2. Payment in-kind for the exploration and appraisal costs actually incurred but not
yet recovered by the Contractor

3. Payment in-kind for the development costs actually incurred but not yet recovered
by the Parties

Any unrecovered exploration and appraisal or development costs shall be carried forward
and recovered from the “cost recovery oil” in succeeding years until fully recovered.

Any oil available for cost recovery oil in a particular year that is in excess of the amount
necessary for cost recovery may be referred to as excess cost oil. In many cases this
production becomes profit oil or is allocated to the parties in the same manner as the profit
oil (see next section). In other cases, excess cost oil may largely be allocated to the state.
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EXAMPLE

Contract Language Allocating Excess Cost Oil

To the extent that the cost recovery crude oil in any calendar quarter exceeds the total of
all of the petroleum costs to be recovered in such quarter, then the portion of such cost
recovery crude oil in excess of the said recoverable petroleum costs becomes excess cost
recovery oil and shall be shared between the contractor and the state oil company in the
ratio of 90% for the state oil company and 10% to the contractor.

Profit oil

The production normally must first be used to pay royalties, next to pay production-
related taxes such as production taxes and VAT, and then to cost recovery. Any remaining
production is referred to as profit oil.

EXAMPLE

Profit Oil

Oilco Company is a party to a contract that specifies the following:

1. Royalty of 12% of gross production
2. Production tax of 6% of gross production
3. Cost recovery oil equal to a maximum of 50% of gross production

Until all development costs are recovered, profit oil is equal to:

100% - (12% + 6% + 50%) = 32%
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Profit oil is shared between the parties—normally between the contractor, the state-
owned oil company, and the government. Some contracts allocate a specified percentage
of the profit oil directly to the government with the contractor and the state-owned oil
company sharing the remaining profit oil in proportion to their working interests. Note
that profit oil does not bear any resemblance to profit in a traditional accounting sense.
Profit oil will likely exist in situations where costs are yet to be recovered. Furthermore,
profit oil could exist in situations where the contractor is actually recognizing a loss on its

financial books.

EXAMPLE

Contract Language Defining Profit Oil Split

The remainder of gross production after the allocation of production for the purpose of
cost recovery shall be referred to as profit oil. Such profit oil is to be divided between the
share for the government and the amount of profit oil to be shared by the working interest
parties. Factor “R” is to be computed for each field in the contract area. Each calendar
year the profit oil for each field shall multiplied factor by factor “R.” Factor “R” is be
determined according to the following tiers:

Factor (R) Percentage

Applicable to Each

Annual Gross Production Production Tier for

From Each Field Each Field Within

(in thousand barrels) the Contract Area
equal to or less than 500 R1=70%
over 500 to 2,000 R2 =75%
over 2,000 to 5,000 R3 =80%
over 5,000 to 6,000 R4 =85%
over 6,000 to 7,000 R5 =90%
over 7,000 to 7,500 R6 =95%

Factor “R” times the amount of profit oil goes to the parties based on their working
interest in the field; (1 — R%) goes to the government.
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If, for example, gross production for the year is 4,500,000 barrels then factor R is
equal to:
R =500 (R1) + 1,500 (R2) + 2,500 (R3) or
4,500

R =500 (.70) + 1,500 (.75) + 2,500 (.80) = 0.7722
4,500
In this case the working interest owners would share 77.22% of the profit oil (split
based on their working interest) and 100% - 77.22% or 22.78% of the profit oil would go
to the government.

The sharing of profit oil varies widely between contracts. In contrast to the strategy in
the previous contract, following is another example of how profit oil may be split.

EXAMPLE

Contract Language Defining Profit Oil Split

All profit crude oil originating in each quarter is to be allocated as follows:

Average Daily Production based  State Oil Company’s Contractor’s

on the Crude Oil Net of Royalty Share of Share of

for Each Quarter Profit Crude Oil Profit Crude Oil
First 15,000 Barrels per day 80.0% 20.0%
15,001 — 30,000 82.5% 17.5%
30,001 — 40,000 85.0% 15.0%
40,001 — 50,000 87.5% 12.5%
In excess of 50,001 90.0% 10.0%

Recoverable costs

The fact that a cost item is incurred during a particular phase of the contract does not
necessarily make the costs recoverable. Each PSC should have an accounting procedure
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(discussed later) which sets out the major categories of costs that are directly recoverable
as well as an explanation of how overhead is to be determined. Following is a list (not
necessarily all-inclusive) of the types of costs that are typically treated as recoverable:

54

Subcontractor charges—Charges paid to subcontractors in accordance with contracts
signed between the operator and subcontractors, e.g., services provided by a well
servicing firm or electrical repairs provided by an electrical subcontractor

Personnel expenses—Gross salaries and wages paid to employees directly employed
in operations

Benefits—Costs of all holidays, vacation, sickness, disability, and other like benefits,
also cost of life insurance, hospitalization, pensions, and other benefits, in accordance
with the contractor’s usual practices

Travel and living expenses—Related to employees directly employed in operations

Material and equipment—Purchased or furnished by the contractor for use in the
operations

Employee relocation and transportation expenses—Costs incurred for transportation
of personnel directly involved in operations and for the relocation of employees
(permanently or temporarily) to and from their point of origin in accordance with the
contractor’s usual practices

Maintenance, repair, replacement, and leasing expenses—Related to equipment and
facilities used in operations

Insurance premiums—Net payment made for insurance and related costs and
expenses, including deductibles paid in the event of loss

Legal expenses—Costs paid for attorney’s fees, litigation, or investigation, including
costs related to mediation and settlements, not including legal fees related to matters
of the individual parties

Taxes—Paid for the benefit of the operation (not including income taxes, VAT, and
royalty to be paid by the individual parties)

Energy expenses—Cost of fuel, electricity, heat, water, or other energy used and
consumed for the operations

Offices—Costs associated with maintaining and operating offices, camps,
warehouses, housing, and other facilities directly serving operations in the country

Communication charges—Costs of acquiring, leasing, installing, operating, repairing,
and maintaining communication systems
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Ecological and environmental protection charges—Costs associated with measures
undertaken to comply with statutory regulations imposed by local authorities, etc.

Technical service charges—Charges paid for services, such as rock specimen
analysis, oil quality tests, geological evaluation, data processing, design and
engineering, well site geology, drilling supervision, special research programs, and
other technical services

Damages and losses—Costs related to the repair or replacement of assets resulting from
damages or losses incurred by theft, fire, flood, storm, or any other force majeure causes

Personnel training—Costs incurred for personnel training

Overhead—Cost of indirect managerial and operational services provided by the
operator’s home office, including management, administration, accounting, treasury,
human resources, tax, legal, and employee relations

Overhead rates
Overhead rates are typically sliding scale and may vary between the exploration and

appraisal, development, and production phases. An example of exploration and appraisal
phase overhead is:

Per Year Direct Costs for Exploration Activities Overhead
in U.S. $’s Percentage Rate
First Tier: $0 to $5,000,000 5%
Second Tier: $5,000,001 to $15,000,000 3%
Third Tier: $15,000,001 to $25,000,000 2%
Fourth Tier: more than $25,000,000 1%

Ownership of equipment and materials

A common feature of PSCs relates to government ownership of equipment and facilities.
Typically, the ownership of all oil and gas equipment and facilities passes to the government.
The timing is the only aspect that varies. Sometimes ownership passes upon delivery of the
equipment into the country, occasionally ownership passes when the equipment is installed,
or at other times, ownership passes when the cost of the equipment and facilities is recovered
by the contractor. Equipment and facilities that are owned by service companies or
subcontractors or equipment that is brought into the country temporarily, such as leased
equipment, does not become the property of the host government.
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EXAMPLE

Contract Language Defining Ownership of Equipment and Materials

All equipment and material purchased, installed, and constructed under the work program
for each field within the contract area shall be owned by the state oil company from the
date on which all the development costs actually incurred by the Contractor have been fully
recovered or from the date on which the production period expires, even though the
aforesaid costs have not been fully recovered.

Tax barrels

In some PSCs, a considerable amount of production goes toward the payment of
various taxes to the government. These taxes may include production taxes, VAT, special
petroleum taxes, income taxes, etc. Often the government takes payment of taxes in the
form of a share of production. The production that goes toward payment of taxes is
commonly referred to as tax barrels.

Some contracts have interesting provisions that cause much difficulty in determining
the amount of taxes to be paid. The following example includes contract language that
would appear to require the payment of a tax on the taxes paid.

EXAMPLE

Contract Language Defining Payment of Taxes

The Minister of Petroleum shall pay the tax bureau on behalf of the Contractor out of his
(the Minister of Petroleum’s) share of production the Contractor’s liability for Petroleum
Profits Tax, income taxes, and any other taxes or levies measured based upon income or
profits. Taxable income shall be gross income less the deductions allowed under the
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income tax laws of the country, including any losses carried forward from previous years.
For purposes of applying this article, the gross income of the Contractor shall include:

1. The sums received by the Contractor from the sale or other disposition of all
Petroleum acquired by the Contractor pursuant to this contract, and

2. The value of petroleum delivered by the Minister of Petroleum to the tax bureau
pursuant to this article.

In the previous example, payment of taxes is used as a means of effectively reducing
the tax imposed on the contractor in its home country. Careful reading of the paragraph
indicates that the taxes paid by the Ministry of Petroleum on behalf of the contractor are
to be included in the gross income of the contractor. This means that not only does the
contractor pay tax on its income, it must also pay tax on the tax that is paid on its behalf
by the Minister of Petroleum. For example, if the tax rate is 40% and taxable income is
$100,000 then the tax would be $40,000. However, since the $40,000 tax paid on the
contractor’s behalf is to be included in gross income, it becomes taxable. Thus an
additional $40,000 x 40% = $16,000 of tax would be due. However, again, since the
$16,000 in additional tax paid on the contractor’s behalf becomes taxable, there would be
an additional $16,000 x 40% = $6,400 of taxes that would be due. In order to determine
the total tax, this process would be repeated until the incremental tax after each calculation
is near zero. Alternatively, the final tax figure can be computed through a process referred
to as gross up. First the grossed-up income would be determined. To do this it is necessary
to divide the taxable income by one minus the tax rate:

$100,000

= $166,667

The grossed-up income is then multiplied by the tax rate in order to determine the tax.

$166,667 x 40% = $66,0667

This clause may be agreeable to the contractor in instances where the tax paid in the
country is credited against the contractor’s home country income tax. By having the entire
payment treated as a tax, the contractor may be able to reap tax benefits at home.
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PSC cost recovery illustration

The following simple example illustrates the overall determination of the party’s share
of production under a production sharing contract.

Please note that throughout this book a fictitious country named Surasia is used in
various illustrations and examples. A fictitious country is used in order to avoid any
indication that specific contract terms or conditions relate to any actual country.

EXAMPLE

PSC Cost Recovery

Oilco Company, a U.S. company, is involved in petroleum operations in Surasia under a
production sharing contract. Under this agreement Oilco is to pay 100% of all exploration
and appraisal costs. If commercial reserves are discovered and a field is developed, Oilco
is to have a 49% working interest and Suroil Oil Company, the state-owned oil company,
is to own the other 51% of the working interest. Oilco and Suroil Oil Company share all
development and operating costs in accordance with their working interest ownership. The
contract specifies that a royalty of 10% of annual gross production must be paid to the
government along with a petroleum extraction tax (PET) of 6%. Cost oil is limited to 60%
of annual gross production, with costs to be recovered in the following order:

a. operating expenses
b. exploration and appraisal costs
c. development expenditures

Any gross production remaining after the recovery of cost oil is to be treated as profit oil
with 15% of all profit oil being due to the government. The remaining cost oil is to be
shared by Oilco and Suroil Oil Company in accordance with their respective working
interest percentages. Production is to be paid to the various parties in-kind.

For 2010 assume that:

Recoverable operating costs are $9,000,000.

Exploration and appraisal costs (unrecovered to date) are $150,000,000.
Development costs (unrecovered to date) are $210,000,000.

The annual gross production for the year is 4,000,000 barrels of oil.

Since payment to the parties is in-kind, it is necessary to convert the costs into barrels
by dividing the costs by an agreed upon price. The contract specifies how the parties
are to agree upon the price per barrel to be used for this purpose. In this case, the
agreed upon price is $30 per barrel.

o a0 o
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The allocation of production to the parties would be determined as follows:

Surasian| Suroil Oilco
Govern- [Company | Company
ment 51% 49%

Barrels (in bbl) | (in bbl) | (in bbl)
Annual Gross Production 4,000,000

Royalty (10%) 400,000 400,000
PET (6%) 240,000 240,000
Cost Oil (60% x 4,000,000) 2,400,000
Operating costs:
$9,000,000/$30 =
300,000 bbl 300,000 153,000 147,000
Exploration and appraisal
costs:
$150,000,000/$30 =
5,000,000 bbl (only 2,100,000 2,100,000
2,100,000 bbl due to limit)
Development costs:
(none recoverable this
year due to limit)
Remaining cost oil: 0
Profit oil*

(]
(]
]

960,000

To Government:
960,000 x 15% 144,000 [ 144,000
Allocable Profit Oil:
(960,000 x 85%) 816,000
816,000 x 51% 416,160
816,000 x 49% 399,840
TOTAL 4,000,000 784,000| 569,160 (2,646,840

Unrecovered costs recoverable
in future years, in 000’s of $:
Exploration and appraisal
costs:
$150,000,000 — $ 87,000 $ 87,000
2,100,000 x $30
Development costs: 210,000
($210,000,000 x 51%) $107,100
($210,000,000 x 49%) 102,900
Total unrecovered costs $297,000 $107,100| $189,900

*4,000,000 - (10% royalty + 6% PET + 60% cost oil)

Note: Oilco Company is still responsible for paying income taxes and any other taxes
imposed by the local government.
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Decommissioning and abandonment costs

Decommissioning and abandonment costs refer to the future costs associated with the
dismantlement, abandonment, restoration, and reclamation of oil and gas wells,
properties, and other production facilities, such as plants, pipelines, and storage facilities.
The specific contract and legal requirements relating to the property determine who has
the obligation to dismantle, etc, the various wells and facilities.

Government ownership of equipment and facilities raises interesting questions
regarding the responsibility for future abandonment and reclamation costs. In addition, as
indicated previously, typically the PSC production phase spans a set number of years.
Such a provision makes it likely that the contract will terminate prior to the actual end of
production. When this is the case, the state-owned oil company typically takes over
operations. Given these provisions, most PSCs in the past have not addressed
decommissioning and abandonment costs. The presumption is that, since the state-owned
oil company owns the equipment and will typically own 100% of the working interest at
the actual end of production, the state-owned oil company will be responsible for paying
decommissioning and abandonment costs. Furthermore, even if the contractor were still a
working interest owner at the end of production, since production would be terminating
there would be no opportunity for the contractor to recover its share of such costs.

A recent trend in PSCs is to require all companies involved in a production operation
to put money into a sinking fund to be used in the future to pay for abandonment and
reclamation. Some contracts require payment into the fund throughout the entire
production phase while other contracts require that deposits commence at some point after
all development costs have been recovered. Payments into sinking funds may be
recoverable. The money in the fund is available for payment of dismantlement and
reclamation as the costs are actually incurred. After decommissioning and abandonment
is completed, any excess money in the fund typically is owned outright by the government.

EXAMPLE

Contract Language Requiring Payment into Abandonment Fund

Upon preparation of a development plan for any field in the contract area, the contractor
shall likewise prepare an abandonment plan for said field, including an itemized cost
estimate for implementation of the abandonment plan. The itemized cost estimate is to
include a realistic estimate of the costs to be incurred at the time of the actual abandonment
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operations. No later than the commencement of production, the contractor shall prepare a
yearly production forecast profile for each field in barrels of crude oil, cubic feet of natural
gas, and barrels of oil equivalent.

When production from any field commences, payment into the field abandonment fund
shall be determined based on the following formula:

Annual Abandonment Fund Payments =

Abandonment cost estimate (less cumulative abandonment cost payments) _ Annual production
Estimated remaining total production at the beginning of the year for the year

The contractor shall review and revise cost and production estimates on an annual basis
and revise the formula values accordingly.

Abandonment cost payments made by the contractor shall be cost recoverable.

Other terms and fiscal incentives

Local governments want the foreign oil company to explore, drill, and produce oil or
gas as soon as possible; and, consequently, governments often provide incentives to
companies in an effort to maximize the amount of money the foreign oil companies will
invest in exploration, drilling, and development. These incentives may be specified in the
contract or result from other negotiations and agreements.

Capital uplifts. A capital uplift, also referred to as an investment credit, occurs when
a company is allowed to recover costs in excess of the amount the company actually spent
for development and sometimes for exploration and appraisal. For example, if there is a
12% capital uplift in the contract and if a contractor has spent $500,000,000 in recoverable
development costs, the contractor can recover 112% of actual development expenditures
or $560,000,000.

Ringfencing. Often, a question arises as to whether costs incurred in one location are
recoverable against production in another location. Typically, only costs spent in a
particular contract area or field are recoverable from production in that same contract area
or field. When this occurs, the areas are referred to as being ringfenced. For example,
assume that a particular contractor has two licenses in two different contract areas.
Assume, further, that in one contract area there is a field that has been producing for some
time and the other contract area is still in the exploration and appraisal phase. If there is
ringfencing, then the exploration and appraisal costs from the second contract area are not
recoverable against production from the field in the other contract area.
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Sometimes, as an incentive, the governments may lift the ringfencing requirement and
permit the contractor cross fence recovery of costs. This would, at least theoretically,
permit the contractor to recover costs more quickly and often is used as an incentive to
encourage the contractor to undertake exploration that it might not otherwise find
economically attractive.

Domestic market obligation. Another feature of some contracts requires the contractor
to set aside a portion of its share of production for delivery to the local market. This
requirement is referred to as the domestic market obligation. Sometimes the price that the
contractor can charge for the oil is equal to the current market price; and occasionally the
contract establishes a maximum price that may actually be below the market price that the
contractor could have received if the domestic market obligation had not existed.

Royalty holidays and tax holidays. Royalty holidays and tax holidays are incentives
often granted in the early life of a contract. The government may wish to provide an
incentive to encourage higher investment in the country by specifying a particular period
of time during which the royalty provision is waived. This incentive, which is referred to as
a royalty holiday, provides the contractor with a holiday or temporary reprieve from the
payment of royalties. Royalty holidays benefit the contractor as well as the government
since the contractor can use the money to develop the property rather than paying it to the
government as a royalty. Both the government and the contractor benefit from the
additional development investment. Similarly, a tax holiday is an arrangement whereby the
government exempts the contractor from payment of income taxes or petroleum taxes
during a specified period of time. The government’s goal in granting either royalty or tax
holidays is to encourage contractors to maximize investment early in the life of production.

These are just a few of the most popular terms or provisions that may appear in PSCs.
A discussion of all of the possible terms and variations would obviously be too lengthy to
include in this chapter.

Risk Service Agreements

Another agreement common in countries with a contractual system is a risk service
agreement. In a risk service agreement, the contractor pays all of the costs and assumes all of
the risks related to exploration, appraisal, development, and production activities. If
production is attained, the contractor is, in return, allowed to recoup its costs as production is
sold and, in addition, receives a fee typically based on production for its services. Risk service
agreements were originally used primarily in situations where a field had been in production
but was in need of rejuvenation. The service provided by the oil and gas producer was to apply
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current technology and investment to get the field back up to its maximum economic
potential. Due to the prior production history, the risks encountered were primarily related to
operational risks. In more recent years, risk service agreements have been used in higher risk
situations involving exploration as well as development and production.

Risk service agreements have many terms and features that are similar to PSCs. For
example, the contractor pays a signature bonus and the government receives a royalty
interest. The government, through a state-owed oil company may be involved in the
operation, typically with the option to participate after the contractor has incurred the costs
and risks associated with exploration and appraisal and an operating committee is normally
formed. Risk service agreements differ from PSCs primarily in that the payment to the
contractor is in the form of a fee rather than involving recovery of cost oil and profit oil.

Like PSCs, risk service agreements are generally proprietary; therefore, reprinting
one in this book is not feasible. Since the terms of risk service agreements vary, no one
single sample contract could contain all of the clauses and provisions actually found in
practice. Some of the provisions frequently appearing in risk service agreements (other
than the basic provisions such as bonuses and royalties that have been previously
discussed) are described as follows along with an example of many of the key provisions.

Limitations on length of contractor participation

Like PSCs, most risk service agreements limit the term of the agreement. If
production continues after the end of the contract term, the state-owned oil company
typically takes over the operations.

EXAMPLE

Contract Language Describing Maximum Contract Life

This agreement shall be in effect for 20 years from the effective date of the contract. In
the event there is no production during the first four years after execution, the agreement
shall immediately fully cease, except as otherwise provided therein.
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Rehabilitation

Frequently, risk service agreements relate to activities that are directed toward the
rehabilitation of existing fields. Such agreements may be necessary because perhaps the
local government lacks the financial or technological resources to maintain optimal levels
of output after several years of production. Because a field may be nearing the final phase
of production, any provisions of the agreement that specify which party is to be responsible
for decommissioning and site restoration are of considerable importance. A common
practice is to call for a baseline environmental study to establish any pre-existing
environmental conditions so that the contractor is only responsible for any remediation that
is required as a consequence of the operations that occurred after execution of the contract.

EXAMPLE

Contract Language Describing Environmental Baseline Study

The parties agree to commission an evaluation and audit of the environmental conditions
existing in the contract area within one month of the effective date of the contract. The
cost of the evaluation is to be shared equally by the parties. The Contractor shall not be
liable for the pre-existing environmental conditions.

Ownership of minerals and production

One interesting feature of risk service agreements is that ownership of reserves
and (perhaps) production in-kind by the contractor is not permitted. Such provisions
provide difficulties to accountants in determining whether any reserves attributable to the
contract are to be included in the contractor’s financial statement disclosures. Reserve
disclosure is discussed later in this chapter and in chapter 14.
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EXAMPLE

Contract Language Describing Ownership of Minerals and Production

All hydrocarbons existing within the national territory are a resource owned and
controlled by the State. The government wishes to promote the development and
production of oil. The Contractor agrees to render services within the country and agrees
that its compensation for the services hereunder shall include only cash payments based
on production levels achieved but shall not include any title to the oil or gas found or
produced in the contract area.

Minimum work commitment

Like PSCs, many risk service agreements provide for minimum amounts that must be
spent by the contractor in providing the contracted services.

EXAMPLE

Contract Language Describing Minimum Work Commitment

The total amount to be spent by THE CONTRACTOR to perform the operations during
the first 36 months, as provided herein, shall not, in the aggregate, be less than the amount
specified below for each one of these three periods of 12 months:

First 12 months $15,000,000
Second 12 months $18,000,000
Third 12 months $20,000,000
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Operating versus capital costs

Risk service agreements often calculate the fee paid to the contractor based on
operating and capital costs actually incurred. The distinction between capital and
operating costs is not based on the traditional distinction that accountants are accustomed
to using in their accounting practice. Rather, the contractual definition of operating versus
capital costs must be used to determine how any particular cost is to be classified.
Obviously, the contract definition would be required for contract accounting purposes
while a different definition would likely be required for financial accounting, particularly
since some companies use the full cost method while others use successful efforts in
determining how costs are to be classified.

EXAMPLE

Contract Language Describing Operating versus Capital Costs

Operating Costs: Operating costs include:

1. Labor, materials, and services used in daily oil operations, storage, handling,
transportation, and processing operations, measurement, and other operational
activities, including surface and subsurface equipment repair and maintenance

2. General administration of main and field offices in the country, general services
including technical and related services, tangible services, transport, lease of
special or heavy equipment, personnel expenses, public relations, and other
expenses incurred abroad

Facilities having a life of less than one year

4. All technical or managerial costs other than those specifically included as capital
costs

Capital Costs: Capital costs include: those reasonable and necessary disbursements,
actually made by the contractor, for items that usually have a useful life beyond the year
they are incurred, provided they are included in the budget. This includes any drilling costs.
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Compensation—the fee

The amount of compensation, or the fee, that is paid to the contractor is typically
based on three factors: the operating costs incurred, the capital costs incurred, and a profit
factor. Capital costs are typically defined as being any costs spent on drilling, equipment,
and other purchases that have an expected life of more than a year at the time of the
expenditure. Costs that are incurred for current production or for items with an expected
life shorter than a year are typically classified as operating costs. Operating costs are
typically fully paid or recovered in the year they are incurred. Capital costs are typically
reimbursed to the contractor over a number of years. The profit component of the fee is
usually based on the level of production achieved. As such, the incentive payments
become larger as production levels increase.

EXAMPLE

Contract Language Describing Compensation

Each year, the contractor shall be compensated on the basis of the gross volume of oil and
gas delivered to the state oil company. The annual fee for services performed shall include
all operating costs plus 1/10 of all capital costs (as defined in this agreement) expended
plus incentive payments to the contractor, the amount of which depends on the level of
production achieved.

Ownership of assets

As with PSCs, any material, equipment, or facilities brought into the country by the
contractor, for other than temporary use, become the property of the local government
(through the state-owned oil company). In some cases, title to the equipment and facilities
passes to the government at the time the equipment or materials are brought into the
country. However, typically title passes to the government when the costs of the material,
equipment, and facilities have been reimbursed in the form of capital fees to the contractor.

67


http://www.downloadslide.net

International Petroleum Accounting — Chapter 3

EXAMPLE

Contract Language Describing Ownership of Assets

All assets purchased, installed, and constructed under the work program and budget for each
oil field or gas field in the contract area are to be owned by the state oil company from the
date on which all the development costs actually incurred by the contractor have been fully
recovered or from the date on which the production period expires, even though the
aforesaid costs have not been fully recovered.

The following simple example illustrates the overall determination of the party’s share
of production under a risk service agreement.

EXAMPLE

Risk Service Agreement

Oilco Company paid a $1,200,000 signature bonus and entered into a risk service
agreement with the government of Surasia. The agreement stipulates that Oilco is
responsible for all exploration, development, and production costs. Furthermore, the
contract’s accounting procedure identifies each cost as being either a capital cost
(CAPEX) or an operating cost (OPEX).

In order to compensate Oilco, the government agrees to pay Oilco a fee based on
production. The fee is to include:

a. All OPEX incurred in the current year
b. 1/10th of all unrecovered CAPEX
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c. $0.50 per barrel on production from 0 to 6,000 barrels per day
$0.80 per barrel on production from 6,001 to 13,000 barrels per day
$1.00 per barrel on production above 13,000 barrels per day

The contract sets a ceiling or maximum fee that can be paid in any given year. Therefore,
after the fee is initially determined, it must be compared to a maximum fee per barrel of
$1.50. If the maximum fee results in any OPEX or CAPEX not being recovered, such costs
may be carried forward for recovery in future years.

Assume that production begins in 2010 and by the end of the year, Oilco has spent
$15,000,000 on CAPEX and $4,000,000 on OPEX. Further, assume that production
during the year totaled 5,000,000 barrels or 5,000,000/365 = 13,699 barrels per day.

Oilco’s fee for 2010 would be calculated as follows:

OPEX ... $4,000,000
CAPEX ($15,000,000/10) ............. 1,500,000
6,000 x 365 days x $.50 ................ 1,095,000
7,000 x 365 days x $.80 ................ 2,044,000
699 x 365 days X $1 ..ocvevreiennnnn, 255,135
Total € ..ovvveeeeeeeeeeeeeeeeeeee $8.894,135

The fee would initially be calculated according to the following formula:

$8,894,135/5,000,000 barrels = $1.7788 per barrel

The $1.7788 fee per barrel would then be compared to the maximum fee of $1.50 per
barrel. Since, in this case, the initial fee is higher than the maximum, the fee paid would
be $1.50 per barrel. Therefore, the actual fee paid would be:

$1.50 x 5,000,000 = $7,500,000

The difference between the maximum fee of $7,500,000 and the initial fee of $8,894,135
is $1,394,135. Per the contract, this amount is to be carried forward to future years as
unrecovered CAPEX.

Note: Oilco Company is still responsible for paying income and any other taxes imposed
by the local government.

The following chart highlights the similarities and differences between the various
contracts. Keep in mind that because contracts are a result of negotiations between parties,
anything is possible.
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Lease | Concession PSC Risk Service
Government usually
royalty owner No Yes Yes Yes
Ownership of minerals in
the ground conveyed to
working interest owner Yes Yes No No
Development or
production bonuses paid No Perhaps Perhaps Rarely
Government may
participate as working
interest owner No Yes Yes Yes
Of specified Of specified
Cost recovery costs—through | costs—through
No Rarely cost oil fee
Production period limited No No Usually Usually

Joint Operating Agreements

When two or more companies are involved in a joint operation they must execute
some type of JOA. The specific government contract, e.g., concession, PSC, or service
agreement provides the basis for all subsequent contracts and agreements, such as the
JOA. Sometimes the government contract is comprehensive enough that it is the only
contract needed. On other occasions the parties may elect to execute a separate JOA.
Sometimes when more than one foreign company is involved as the contractor, the
government contract serves as the operating agreement between the state-owned oil
company and the contractor and a separate JOA is executed between the foreign
companies. JOAs are discussed in detail in chapter 13.

Ownership of Reserves

As indicated earlier, outside the United States, in most instances, the mineral rights
are owned by the government. In the United States, and in countries having concessionary
fiscal policies, ownership of any oil and gas that may be present in the ground typically
passes to the working interest owner when the lease or concession agreement is executed.
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In countries with contractual systems, the government retains ownership to all minerals;
thus, legal title to any oil and gas reserves that are discovered never passes to the
contractor. The latter situation is often a source of concern to a contractor using U.S.
GAAP when attempting to determine which reserves should be disclosed in its financial
statements. SFAS No. 69 indicates that, in order for a company to include reserves in their
financial statement disclosures, the company should have an ownership interest in the
reserves. SFAS No. 69 paragraph 10 specifically prohibits disclosure of reserves that are
owned by another party. Over the years, paragraph 10 has been the source of much
discussion among those seeking to determine whether it is appropriate to report reserves
located in countries where the government contract is a PSC, service agreement, or some
other form of contract where the reserves are legally owned by the host government.

In March 2001, the SEC staff issued [Interpretations and Guidance. Paragraph
(ID(F)(3)(1) of that document clarified the SEC’s position regarding these reserves. The
SEC indicated that two possible methods exist for determining oil and gas reserves under
PSCs: (1) the working interest method and (2) the economic interest method. Under the
working interest method, the contractor’s share of reserves is determined by multiplying
the contractor’s working interest by the estimate of total proved reserves, net of any
royalty. Under the economic interest method, the share of reserves that a company is
entitled to receive is determined by dividing its cost oil and profit oil by the year-end oil
price. The lower the oil price, the higher the barrel entitlement, and vice versa. The
working interest method has always been the accepted method for situations where legal
title passes to the contractor; in this document, the SEC staff concluded the economic
interest method is acceptable for PSCs and use of the method is not in violation of
paragraph 10 of SFAS No. 69.

Determination of reserves using both the working interest method and the economic
interest method are illustrated in chapter 7. While chapter 7 focuses on depreciation under
the successful efforts method, the working interest method and the economic interest method
of determining reserves applies to full cost companies as well. It is not clear whether
paragraph (II) (F)(3)(1) applies to contracts other than PSCs. Thus, lack of consensus still
exists as to what reserves if any to disclose under a risk service agreement.

Summary

Chapter 2 describes the basic accounting requirements faced by oil and gas companies
operating in international locations. In that chapter, financial, tax, contract, and
managerial accounting are identified as being different types of accounting that must be
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performed; each type with potentially differing objectives, rules, and requirements. This
chapter describes the overall nature and some of the specific requirements of the major
types of contracts encountered in worldwide operations. Financial accounting
requirements are discussed in the next several chapters.

72


http://www.downloadslide.net

ACCOUNTING FOR
PRE-LICENSE PROSPECTING,
NONDRILLING
EXPLORATION, & LICENSE
ACQUISITION COSTS—
SUCCESSFUL EFFORTS

In chapter 1, it was noted that the uncertainty associated with various phases of
upstream oil and gas operations significantly influences the financial accounting
treatment of costs. In fact, standard-setting bodies have historically cited the phases of
operations as playing a significant role in their evaluation of the capitalization versus
expense treatment of costs associated with numerous upstream activities. In this chapter,
accounting for costs incurred in the pre-license prospecting and the mineral right
acquisition/contracting phases under successful efforts accounting are discussed. In
addition, nondrilling activities occurring during the exploration phase are also examined.

Pre-license Prospecting and
Nondrilling Exploration

As discussed in chapter 1, pre-license prospecting is performed in the very
preliminary stage of evaluation when trying to identify areas that may potentially contain
oil and gas reserves. Pre-license prospecting frequently involves the geological evaluation
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of relatively large areas and is significant in accounting since it occurs before a mineral
interest has been acquired for the area on which the prospecting is being conducted. The
capitalization versus expense decisions required for financial accounting purposes present
a particular challenge since the costs (1) are apt to be sizeable, (2) could eventually lead
to the discovery of substantial quantities of new reserves, but (3) are incurred at a time
when the level of uncertainty is especially high. Nondrilling exploration refers to
geological and geophysical costs that are typically incurred after a license has been
obtained and may include many of the same types of activities as pre-license prospecting.

Prospecting and nondrilling exploration are undertaken to locate areas that may
contain commercial oil and/or gas reserves. Such areas are identified using both surface
and subsurface G&G techniques. Satellite and aerial photographs as well as other images
and measurements of surface features may be examined in order to scientifically project
whether the underlying formations have characteristics that would be conducive to the
accumulation of oil and gas in commercial quantities. Subsurface G&G techniques such
as seismic studies evaluate the commercial potential of subsurface features using methods
that utilize the different responses of different types of rocks to different stimuli.

A reconnaissance survey is a G&G study over a large physical area. The purpose of
such a survey is to identify smaller areas that may contain oil and gas. Reconnaissance
surveys would likely be conducted in the pre-license prospecting phase. Reconnaissance
surveys could include satellite imagery, aerial photographs, gravity-meter tests, magnetic
measurements, and various other testing and analysis aimed at identifying specific areas
of interest. Often these types of activities can be undertaken without having physical
access to the terrain; however, in many international locations permission from the
appropriate governmental authorities is necessary before any G&G activities can be
undertaken. In many situations, especially when a prospect appears to be promising, the
government may require companies to purchase certain G&G information directly from
them as a prerequisite to being allowed to conduct reconnaissance surveys.

If the results of the reconnaissance survey are promising, a detailed study may be
performed. A detailed study is a G&G study covering a smaller area using more detailed
testing procedures, such as seismic testing. Typically, detailed studies require permission
of the government or mineral rights owner since such activities require physical access to
the area being investigated. While reconnaissance surveys may be performed either before
or after license acquisition has occurred, detailed surveys are typically not performed until
after a license has been obtained.
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Accounting for Pre-license Prospecting and
Nondrilling Exploration

U.S. and UK accounting practices differ at least initially in the treatment of pre-license
prospecting and nondrilling exploration expenditures. Each of the accounting practices is
discussed in the following sections.

U.S. successful efforts

According to the U.S. successful efforts method (SFAS No. 19), G&G costs must be
expensed as incurred. It does not matter whether the G&G costs are incurred before or
after the license is acquired, i.e., whether incurred during the pre-license prospecting or
the exploration phase.

EXAMPLE

G&G Costs—U.S.

a. Prior to license acquisition, Oilco Company incurred G&G costs related to 20,000
square kilometers, paying $0.40 per square kilometer.

Entry
CASN e 8,000

b. In the next year after acquiring a license area in Surasia, Oilco Company hired GEO
Company to conduct G&G work on the area, paying the company $40,000.

Entry

CaSN oo 40,000

75


http://www.downloadslide.net

www.downloadslide.net
International Petroleum Accounting — Chapter 4

G&G costs are not required to be allocated to any licenses acquired. However,
companies sometimes allocate both broad and detailed G&G costs to the licenses
acquired. Regardless of whether G&G costs are allocated, G&G costs must still be
expensed under U.S. successful efforts. (Despite the SFAS No. 19 requirements, in
particular circumstances, many accountants consider it appropriate to capitalize certain
G&G costs. These circumstances are discussed in chapters 5 and 6.)

UK successful efforts

UK GAAP prescribes that companies using the successful efforts method should
initially capitalize all G&G costs whether they are incurred during the pre-license
prospecting phase or after the license has been obtained. Pre-license prospecting costs and
nondrilling exploration costs that cannot be specifically identified with a particular
geological structure by year-end are to be written off in the period in which they are
incurred. Pre-license prospecting costs or nondrilling exploration costs that can be
identified with a specific geological structure should remain capitalized at year-end.

EXAMPLE

G&G Costs—UK

a. Prior to license acquisition, Oilco Company incurred G&G costs related to 20,000
square kilometers, paying $0.40 per square kilometer.

Entry
Intangible assets—exploration expenditure (20,000 x $0.40) .... 8,000
CASI oo 8,000

b. At year-end, the G&G study could not be related to a specific geological structure.
Entry

G&G EXPLNSE ..ooneeiieeiiiieeeiiieeeeitteeeteeeestteeeeibeeeesbaeeeenareeeeennes 8,000
Intangible assets—exploration expenditure............c.occvenenee. 8,000
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c. In the next year after acquiring a license area in Surasia, Oilco Company hired GEO
Company to conduct G&G work on the area, paying the company $40,000.

Entry
Intangible assets—exploration expenditure ...............cceevverevenenns 40,000
CASH e 40,000

d. At year-end, the G&G study could be related to a specific geological structure and so
the costs would remain capitalized.

No entry required.

General exploration cost centers are to be set up for the purpose of capitalizing pre-
license prospecting costs and exploration costs. These cost centers are temporary cost
centers that relate to broad geographical areas and are intended to be used to accumulate
costs prior to the costs either being written off or re-assigned after discovery of
commercial reserves. If prospecting and nondrilling exploration costs relate to the
evaluation of a particular structure, the costs are to remain capitalized in the general
exploration cost center pending determination of the likelihood of the presence of
commercial reserves. If the results of drilling determine that commercial reserves are
present, the costs would be moved to a field-level cost center where all capitalized costs
related to further exploration, appraisal, and development would also be accumulated. If
commercial reserves are not indicated, the costs would be written off to expense.

EXAMPLE

G&G Costs—UK

In the previous example, $40,000 of G&G costs were related to a specific geological
structure and thus remained capitalized. Assume the geological structure is subsequently
proved (the existence of commercial reserves is indicated). The G&G costs that were
related to that specific geological structure would be moved to a field-level cost center.
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Entry
Tangible assets—exploration expenditure (Field A)*..........ccccvveneen. 40,000
Intangible assets—exploration expenditure ............ccceeevveeeeveenneen. 40,000

*Note that in the above entry an intangible account is reclassified into a tangible account
because these costs are now part of the cost of a proved field that is a tangible asset with
future economic benefits. This classification is required by the 2001 SORP.

Capitalization of G&G costs prior to the determination of commercial reserves, as is
required by UK successful efforts, may be at odds with the IASB framework. 74S 1
permits companies to rely on methods accepted by various standard-setting bodies and
accepted industry practices when no specific IFRS exists so long as the accounting
policies are consistent with the IASB framework. According to the IASB framework, costs
are to be capitalized only when it is probable that the amount capitalized will be fully
recoverable in the future. Thus, it seems reasonable to expect that the IASB may not
permit successful efforts companies to capitalize G&G exploration costs prior to the
discovery of commercial reserves.

Overhead Associated with G&G Activities

A variety of overhead-related costs may be incurred in relation to G&G activities.
Under U.S. successful efforts, since G&G costs are charged to expense as incurred, the
typical treatment is to simply charge these costs to expense as overhead costs. The
alternative would be to allocate a portion of the overhead to a G&G cost category and
expense it as G&G costs versus overhead. In either event, the costs would be charged to
expense. The decision to separate the overhead costs between G&G expense and general
administrative overhead expense would be a matter of company policy.

Since UK successful efforts requires the capitalization of G&G that is related to a
particular geological structure, companies may find it necessary or perhaps desirable to
allocate a portion of overhead costs to specific G&G activities. D