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INTRODUCTION

The Inditute of Chartered Accountants in England & Waes welcomes the
opportunity to comment on the exposure draft ED 6, ‘Exploration for and
Evaluation of Mineral Resources’, published for comment in January 2004 by
the Internationd Accounting Standards Board (‘the Board’). The Inditute is
the largest accountancy body in Europe, with more than 125,000 members
operating in busdness, public practice and within the investor community. The
Ingtitute operates under a Royd Charter, working in the public interest.

We have reviewed the exposure draft and set out below a number of comments
and suggestions for condderation by the Board. We ded fird with sgnificant
matters before commenting on the gpecific issues raised in the consultation

paper.

We have copied this letter for information to the UK Accounting Standards
Board, the European Financia Reporting Advisory Group and the UK
Department of Trade and Industry.

MAJOR POINTS

Support for the Proposals

We drongly agree that interim measures are needed for entities in the
extractive indudries required to agoply Internationd Financid Reporting
Standards (IFRS) from 2005. Such measures are required to facilitate an
orderly trangtion to IFRS in view of the multiplicity of generdly accepted
accounting practices in the extractive indudries, and lack of agreement on
their relative merits,

The Board's approach in the proposed IFRS is to permit entities engaged in
the exploration for and evauaion of minerd resources to eect to continue
their exiging accounting policies for such activities in defined circumstances.
This is a mgor concesson, but one tha we support in the circumstances.
However, our support for this gpproach is conditional on an accderation of the
proposed comprehensive project on accounting and financid reporting in the
extractive indudries. We condder it very important for the Board to devote
subgtantial resources to the project and to am to publish a comprehensive
IFRS for the sector by 2007. We comment in grester detall on this matter
below in our response to Question 2.

The Need for Clarity

A primary concern of businesses preparing to apply IFRS for the first time in
2005 is the need for certainty regarding applicable accounting requirements.
We explain below in our response to Question 2 that:

the Board's encouragement to entities that take advantage of the proposed
concessons ‘to improve thelr accounting policies (paragraph BC29)
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might appear inconsgent with the underlying purpose of the draft IFRS,
and

the current structure of the draft IFRS does not set out clearly the options
avalable to reporting entities.

In addition, for the avoidance of doubt it should be clearly stated in the new
IFRS that its provisons do not cover assets and operations beyond the life
cycle of exploration assets.

| mpair ment

We have serious concerns regarding the requirement for al entities to perform
an annud imparment tes in line with draft 1AS 36, dbeit one with an
amended definition of a cash-generating unit (CGU). The nature of exploration
and evaudion asts means that the preparation of reliable projections of
future cash flows is often impracticable, and such assats are not reedily
identifiable with other assets that make up a specific CGU. We are not
convinced that the concessons made in the draft IFRS will achieve the
Board's objective of avoiding widespread changes to accounting policies in
the extractive indudtries.

To ensure that current practices may continue pending the comprehensve
review of accounting in the sector, the Board should consider further specific
changes to the requirements of draft IAS 36, as explaned beow in our
response to Question 3, and might conclude that clarity would be best served
by providing a temporay exemption from IAS 36 for exploration and
evauation assts.

Disclosures
We drongly support a requirement in the proposed IFRS for enhanced

disclosures as a quid pro quo for permitting interim accounting arrangements
for the extractive indudtries.

RESPONSES TO SPECIFIC QUESTIONS

Question 1 — Definition and additional guidance

The proposed IFRS includes definitions of exploration for and evaluation of
mineral resources, exploration and evaluation expenditures, exploration and
evaluation assets and a cash-generating unit for exploration and evaluation assets.
The draft IFRS identifies expenditures that are excluded from the proposed
definition of exploration and evaluation assets.

Additional guidanceisproposed in paragraph 7 to assist in identifying exploration
and evaluation expenditures that are included in the definition of an exploration
and evaluation asset (proposed paragraphs 7 and 8, Appendix A and paragraphs
BC12-BC14 of the Basis for Conclusions).
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We agree tha clear internationa definitions of exploration and evauation for
accounting purposes are necessyy to underpin the draft IFRS, as locd
definitions may vary condderably. We broadly support the definitions set out
in Appendix A to the draft IFRS, dthough reference to the distinction between
pre-exploration costs and exploration costs might be hdpful.

We agree that the categories of expenditures lised in paragraph 7 of the
exposure draft are wuitable for deferrd. However, it is unclear whether this
paragraph  smply provides examples, or indead provides guidance that
develops the definitions set out in Appendix A. We suggest that the Board
carifies that the items liged in paragraph 7 are examples of expenditure that
satidy the definitions, rather than an exclusive ligt of digible expenditure.

Paragraph 8 of the draft IFRS clarifies the types of expenditure that should not
be incduded in the initid measurement of exploration and evaduation assets.
We agree that it is generaly appropriate to exclude administration and other
generd overhead costs. However, darification is required of whether directly
dtributable administrative and overhead cods, for example incrementa
employee, legad and office expenses, should be excluded. The digtinction
between items that may and may not be cepitdised might be clearer if
reference is made to the concept of codts ‘directly attributable’ to a project (as
used in IAS 16, Property, Plant and Equipment).

Question 2 — Method of accounting for exploration for and evaluation of
mineral resources

Paragraphs 10-12 of | AS 8 Accounting Palicies, Changesin Accounting Estimates
and Errors specify sources of authoritative requirements and guidance an entity
should consider in developing an accounting policy for an itemif no | FRS applies
specifically to that item. The proposals in the draft | FRS would exempt an entity
from considering the sourcesin paragraphs 11 and 12 when assessing its existing
accounting policies for exploration and evaluation expenditures by permitting an
alternative treatment for the recognition and measurement of exploration and
evaluation assets. I n particular, the draft | FRS would permit an entity to continue
to account for exploration and evaluation assetsin accordance with the accounting
policies applied in its most recent annual financial statements.

The Exposure Draft proposes that an entity would continue to use its existing
accounting policies in subsequent periods unless and until the entity changesits
accounting policies in accordance with IAS 8 or the |ASB issues new or revised
Standards that encompass such activities (proposed paragraph 4 and paragraphs
BC8-BCL11 of the Basis for Conclusions).

Are these proposals appropriate? If not, why not?
Support for the Proposals

We agree tha limited interim measures ae required for the extractive
industries as a rigorous and comprehensve project on accounting and financia
reporting cannot be completed in time for implementation in 2005. Accounting
practices within the extractive indudtries are diverse and at present there is no
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international consensus on the most gppropricte accounting trestment  of
exploration and evaudion expenditure. This is highly unsatisfactory - the
degree of variaion in accounting practice undermines the relevance and
usefulness of financia reporting in the sector. However, there is @ least a
reesonable level of consensus around certain key principles, in particular the
‘full cog’ and the ‘successful efforts methods, which are widely-accepted and
wdl-understood in the oil and gas sector. It would be beneficia to preserve
consensus where it exigs until a comprehensve IFRS framework for the
extractive industries can be put in place.

Subject to owr comments in paragraph 17 below, we support the approach
adopted in the exposure draft of dlowing entities engaged in the exploration
for and evauation of minera resources to dect to continue their exiging
accounting policies for such activities in defined circumdtances, as an
dternative to goplying the hierarcchy in IAS 8. It would be unhdpful to
introduce more extensve changes in the short-term; the benefits to users of
any improvement in comparability - itsdf not an inevitable outcome - would
be unlikdy to outweigh the coss and disuption of introducing changes that
companies may wedl have to reverse on completion of the Boad's
comprehensive project.

We recognise that the proposed concessions in the draft IFRS will result in a
wide range of accounting policies remaining in use in 2005 and therefore no
improvement in the exiding levd of comparability in published financid
information. In the United Kingdom, this is paticularly the case in the mining
sector, for which (unlike the ol axd gas sector) no ‘Statement of
Recommended Practice exists. Our support for the Board's approach is
therefore conditiond on the acceeration of the proposed comprehensve
project on accounting and financid reporting in the extractive indudries. It is
noted in paragraph AV4 of the exposure draft that:

‘Although a research project is expected to begin in 2004, it is unlikely that
the Board will be able to develop financial reporting standards in the near- to
mid-term. Accordingly, it is likely that the proposed concessions will remain in
place for sometime .

This is highly unsatidfectory, paticulaly as in some juridicaions the
extractive indudtries account for a dgnificant proportion of economic activity.
We congder it very important for the Board to devote substantia resources to
the project and to am to publish a high qudity and comprehensve IFRS for
the extractive industries by 2007.

I mproving Accounting Policies

Entities that take advantage of the proposed concessons are permitted by
paragrgph 11 of the draft IFRS to amend their accounting policies for
exploration and evduation if the changes improve the rdevance and rdiability
of the financid satements. However, the primary objective of the proposds is
to permit entities to continue to goply exising accounting policies without
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having to condgder the various sources of authoritative requirements and
guidance that might be otherwise be relevant.

In these circumgtances, the Board's express encouragement in paragraph
BC29 to entities that make the eéection ‘to improve their accounting policies
might appear incondstent and lead to uncertainty amongst preparers. It dso
gopears unhdpful when the Board acknowledges (in paragraph BC10) that
there is no internationd consensus on the most appropriate way to account for
exploration and evauation expenditure. The Board should reconsder its
comments in BC29 before issuing the proposds as a standard. It might be
helpful to explain that companies are permitted to move to another method of
accounting provided it is more condgtent with the generad principles of IFRS
or more widdy accepted in the industry. This might dlow companies to
migrate from ‘full cos’ to ‘successful efforts - but not vice versa - and might
provide better guidance for dart-up companies seeking to adopt the most
appropriate accounting policies.

Non-use of the Election

The current dructure of the draft IFRS does not set out clearly the options
avalable to reporting entities. Paragraph BC32 explains that entities that do
not make the eection are required to apply the hierarchy in IAS 8 and goes on
to state

‘The Board notes that such an entity should not apply paragraphs 410 [on
measurement] of the draft IFRS by analogy in developing its accounting
policies... because the proposals in the draft IFRS are predicated on the
suspension of the criteria in paragraphs 11 and 12 of IASS'.

The nonapplicability of paragrephs 6-10 to entities that do not make the
eection should be clear in the IFRS without reference to the Bads for
Conclusions. It should dso be cler whether or not paragraphs 11-16 on
imparment and disclosure gpply to such entities. We recommend incluson in
the IFRS of a cear and prominent explanation of the accounting implications
of meking - or not making - the eection in paragraph 4.

Findly, it should be clear that, dthough, dthough the exposure draft focuses
on imparment issues, an accounting policy of amortisation of cost or revaued
amount remains acceptable, whether or not the election is made.

Question 3 — Cash-generating unitsfor exploration and evaluation assets

[Draft] 1AS 36 * requires entities to test non-current assets for impairment. The
draft IFRS would permit an entity that has recognised exploration and evaluation
assets to test them for impairment on the basis of a ‘cash-generating unit for
exploration and evaluation assets' rather than the cash-generating unit that might
otherwise be required by [draft] | AS 36. This cash-generating unit for exploration
and evaluation assetsisused only to test for impairment exploration and evaluation
assetsrecognised under proposed paragraph 4 (see proposed paragraphs12 and 14
and paragraphs BC15-BC23 of the Basis for Conclusions).
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Are the proposals appropriate? I f not, why not? If you disagree with the proposal
that exploration and evaluation assets should be subject to an impairment test
under [draft] | AS 36, what criteria should be used to assess the recoverability of the
carrying amount of exploration and evaluation assets?

We agree that it is important to ensure that assets are not carried at greater than
recoverable amount (paragraph BC16) However, as explaned beow, in the
extractive indudtries it is common practice to begin to capitdise and carry
costs before it is possble to measure redidticaly the recoverable amount. \W\e
therefore have serious concerns regarding the requirement for dl entities to
perform an annua impairment test in line with draft IAS 36, dbeit one with an
amended definition on a cash-generating unit.

The nature of exploration and evauation assets means tha the preparation of
relidble projections of future cash flows is often impracticable, and such assats
are not readily identifiable with other assets that make up a specific CGU. In
both the mining and petroleum indudtries, there is often a very lengthy interva
between initid pre-production activities and the determination of economic
reserves. The gpplicaion of the definiion of a CGU in draft IAS 36
(paragraph 5) to test exploration and evauation assets would result in a high
incidence of impairment lossesin relation to existing assets.

We therefore agree that, as an interim measure, entities should, firgly, only be
required to perform a test for imparment by reference to future cash flows if
gpoecific indications of potentid impairment exist, and, secondly, should be
entitted to apply impairment tests for exploration and imparment assets to a
higher levd of aggregation than is permitted under draft IAS 36. However, we
are not convinced that these concessions, as currently worded, will achieve the
objectives of the Board, for two principa reasons.

Firdly, it is not sufficiently clear in the wording of paragraph 12 that a ‘tet’
for imparment under paragraph 14 is only required if the annua assessment
based upon the information sources lisged in paragreph 13 suggest that an
exploration and evauation asset may be impaired.

Secondly, a requirement for entities in the oil and gas sector gpplying fill cost
accounting to segregate and test development costs and cash flows relating to
individud fidds within cost pools would represent a Sgnificant shift in current
practice and is likely to lead to the recognition of significant impairment losses
in relation to pools on baance sheet a the date of trangtion. The exemption
proposed for the impairment testing of exploration and evauation assets
gppears not to cover development costs.  Furthermore, full cost companies
would experience serious practicd difficulties in goplying an imparment test
on a fidd-by-field bass to individud fidds in the pool because, for example,
the balance of accumulated depreciation is computed for the pool as a whole.

A requirement to apply imparment tests a the field level may therefore be
incompatible with the full cost method. Comparable problems will arise for
successful  efforts companies when seeking to apply impairment standards to
exploration and expenditure assets for the first time.
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To ensure that accounting practices are not changed unnecessxily before the
planned comprehensive review, the Board should congder further changes to
the requirements on impairment. For example:

The requirements set out in paragraph 12 of the exposure draft should be
consstent with draft 1AS 36, paragraph 8. Paragraph 12 should therefore
be amended to require assets to be assessed annualy for indications of
imparment;

Guidance may be required on some of the implications of applying 1AS 36,
for example whether amounts written-off in reation to unsuccessful wells
should be reingated when a prospect proves subsequently to be viable
(which would be contrary to existing ‘ successful efforts’ practice);

Paragraph 14 should permit entities first applying the new IFRS to
continue to undertake an annud imparment ‘assessment ' or ‘review' -
rather than a‘test’ - of intangible exploration and evauation assats, and

The words ‘generates cash flows from continuing use’ should be deleted
from the definition in Appendix A of a ‘CGU for exploration and
evduation asats. The definition may othewise lead companies which
currently review exploration and evauation properties on a property-by-
property bass to assume that compliance with the definition requires
identification of each group of exploration and evauation assets with
others which have progressed into production and therefore do have cash
flows. This would run contrary to the objective of keeping the impairment
review a least as pecific asit has been in the past.

If entities in the extractive industries are required to test assets for imparment
in accordance with IAS 36, they should be specificdly permitted to teke
account of future capital expenditure plans to the extent that they are necessary
to gain access to the reserves identified through exploration and evauation,
and hence gain access to the related cash flows. Draft 1AS 36, paragraph 37,
requires future cash flows to be estimated for assets in their current condition,
excduding condderation of future capita expenditure. In the context of
exploration and evduation expenditure, this is ingppropriate, a least pending
the comprehensve review. An assessment of future expenditure plans will be
essentia to underpin any redligtic assessment of cash flow opportunities.

Findly, we suggest that the Board clarifies in paragraph 14 that the ‘CGU for
exploration and evauation assets should not be a a higher levd than the
CGUs used in connection with the most recent annual financid statements.

Question 4 — I dentifying exploration and evaluation assets that may be
impaired

Thedraft IFRSidentifiesindicators of impairment for exploration and evaluation
assets. These indicators would be among the external and internal sources of
information in paragraphs 9-13 of [draft] |AS 36 that an entity would consider
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when identifying whether such assets might be impaired (paragraph 13 and
paragraphs BC24-BC26 of the Basis for Conclusions).

Are these indicators of impairment for exploration and evaluation assets
appropriate? If not, why not? If you are of the view that additional or different
indicators should be used in assessing whether such assets might beimpaired, what
indicators should be used and why?

We agree that it necessary to set out additional ndicators of impairment for
entities seeking to identify whether exploration and evaduation assets might be
impaired. The indicators identified by the Board in paragraph 13 of the
exposure draft are appropriate, dthough it might be useful to highlight the
centrd importance of clear management commitment, assessed annudly and
based on commercid and technica andyss, to future exploration and
evadudion. In many cases, projects in the extractive indudtries take many years
to come to fruition. If there has been no subgtantia activity (and no clear
intention of management to undertake such activity) relaing to the prospect,
there should be a presumption that deferred costs should be charged to profit
and loss account.

Question 5—Disclosure

To enhance comparability, the draft | FRS proposes to require entities to disclose
information that identifiesand explainstheamountsin itsfinancial statementsthat
arise from the exploration for and evaluation of mineral resources (proposed
paragraphs 15 and 16 and paragraphs BC32-BC34 of the Basisfor Conclusions).

Are the proposed disclosures appropriate? If not, why not? Should additional
disclosures be required? If so, what are they and why should they be required?

We drongly support a requirement in the proposed IFRS for enhanced
disclosures as a quid pro quo for permitting interim accounting arrangements
for the extractive indudtries.

The requirement to disclose separatdly the expenditure written off in the
income daement during the accounting period is important and should be
dated more clearly in the find IFRS. The Board might also consder providing
illugrative examples of the disclosures required in order to encourage the
provison of high qudity and trangoarent information pending the completion
of the comprehensive project.

ns/ 15 April 2004



