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Dear Mr Heming

EDG6 — Exploration for and Evaluation of Mineral Resources

The Qil Industry Accounting Committee (“OIAC”) is pleased to submit its further comments
on the IASB’s exposure draft “ED6 — Exploration for and Evauation of Minerd Resources’
following the 1ASB’s reddiberations in July 2004, and in response to the IASB’s invitation to
comment dated 3 August.

OIAC is recognised by the UK Accounting Standards Board (“ASB”) for the purposes of
issuing Statements of Recommended Practice (“SORPS’) for the upstream oil and gas sector.
Under UK accounting standards, entities with activities in the upstream oil and gas sector are
required to refer specificaly to OIAC's SORP, dae whether ther financid statements comply
with it, and judtify any departures fromiit.

OIAC continues to support the objective identified in paragraph 1(a) of ED6, which is to make
limited improvements to accounting practices, without requiring mgor changes that may be
reversed when the Board undertakes a comprehensive review. In the absence of a standard
based on EDG, oil and gas exploration and production (“E&P’) entities would be able to refer
only to generdly applicable guidance in IFRS and the IFRS framework, and OIAC bdlieves
that a spectrum of differing accounting practices, based on a range of differing interpretations
of IFRS requirements, would result. At present, whilst there are admittedly two distinct
prevalent methods of accounting in the E&P sector — the “full cost” and “successful efforts’
methods — both are wel established in the UK and internationdly, consistently gpplied and
well understood by users of financid daementss OIAC bedieves that exiding consensus
around these two methods should be preserved, at least until such time as the IASB undertakes
its comprehengive review.

OIAC agrees that an entity should assess whether there is any indication that an exploration
and evauation asst may be impaired, and welcomes the clarification now proposed by the
Board, that imparment should be subject to a full IAS 36 impairment test only when specific
facts and circumstances indicate, using the criteria set out in paragreph 13, rather than
annudly. However, OIAC notes that paragraph 10 of IAS 36 states that

“an intangible asset not yet available for use [is tested] for impairment annually by
comparing its carrying amount with its recoverable amount”
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OIAC recommends that the |IASB addresses this apparent incondstency by dating explicitly in
EDG6 that an annud test is not required for E& E assets, even if classfied asintangibles.

OIAC dso had reservations about the origindly proposed definition of a cash generating unit
(“CGU") for exploration and evduation (“E&E’) assets.  In the paragraphs which follow,
OIAC has st out its assessment of whether the IASB’s revised proposa, of ddeting the
definition and related parts of EDG, is appropriate.

In summary, under the UK SORP, E&P companies will often initidly recognise E&E
expenditures as stand-done assets a the licence or wdl leve if no commercid reserves have
yet been established in the field or region, or otherwise, as an addition to the totd E&E cods of
the fidd (successful efforts accounting) or cost pool (full cost accounting) if commercid
reserves dready exig. In the case of a sanddone E&E asset, once the outcome of E&E is
known it is either impaired, or, subsumed together with the development and other costs within
anew field cost centre or cost pool, as appropriate.

OIAC has condgdered the effect of the IASB’s current proposds in each of the following
dtuations where it has been assumed that facts and circumstances (with reference to paragraph
13 of ED6) would require an IAS 36 impairment test to be performed:

° Where E&E expenditures have initialy been recognised as a stand-alone asst, an IAS
36 imparment test would result in the E&E asset being written off, broadly in line with
current practice for successful efforts companies.

° For full cost companies, E&E expenditures under the SORP are permitted to be initidly
recognised as additions to the E&QE cost of an exiging pool, or dternatively to be
recognised as dand-alone E&E assats separate from any pool, (even where a pool
dready exists). Under the latter option, E&E codts are later transferred to the the cost
pool on completion of E&E, whether or not E&E is successful, whereasunder the
IASB’s proposds, impaired E&E assets would instead be charged to the profit and loss
account. This represents a departure from existing practice under the SORP. However,
OIAC's underdganding is that the former option for full cost accounting under the
SORP, whereby E&E expenditures are not held outsde of an existing pool, should
continue to be available under the IASB’ s proposals.

° Where E&E expenditures are recognised as an addition to the E&E asset of an existing
fidd or cogt pool, an imparment tes of the E&E asset under 1AS 36 should result in
test at the fiddd or cost poadl leve, snce thisis the levd a which E&E expenditures (and
other development costs) are recognised as “individud assets’ for the purposes of IAS
36 paragraph 66. Generdly, further aggregation above the field or cost pool leve will
not be necessary as cash flows a the fidd or cost pool leve will be largely independent
of other field or cost pools. Consequently, the IASB’s proposals appear to result in
imparment teting a aleve which is generdly in line with current practice.

OIAC has adso consdered the comment included in the Endnote to the paper summarisang the
effect of the IASB’s re-ddiberations, which suggests that an individud producing wel would
represent a CGU. OIAC does not believe that this accurately reflects the operationd redity of
the industry, nor existing accounting practice under the SORP, for the following reasons.

Following a commercid discovery, the “individud assst” for accounting purposes is
not any particular well, but rather the body of oil or gas it has discovered. Indeed, it
may only be subsequent development wells that are used to produce the ail or gas, and
the exploration well itsdf may not in fact be used to produce (or be capable of
producing) the reserves. Any impairment test of the discovery under 1AS 36 would be
goplied a least a the leve of the “individud asset”, being the body of reserves as a
whole, rather than to any individual component of the asset, such as a particular well.
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Unless a single well is cgpable of producing economic quantities of oil or gas of itsdf,
the exisence of any “future cash inflows that are ... capable of rdiable measurement”
remains dependent upon the exidence of further wells in order to achieve a leve of
production which is commercidly viable  Furthermore, where a dngle fidd is
produced through a number of wels, the performance of each well is likely to depend
upon the others, and the cash inflows associated with each wel are unlikdy to be
independent. Consequently, even if the view was taken each well, rather than te body
of reserves associated with the fidd, represented the “individua asset”, a CGU would
rarely exist a alower leve than afidd.

Provided tha the find drafting of ED6, and in particular the proposed redrafting of paragraph
4, continues to permit E&P companies to recognise E&E expenditures as individud assets a
the field or cost pool levd, in line with both existing accounting practice under the SORP and
the operationd redities of the indudry, then a specific definition of a GCU for E&E assets to
dlow impairment to be tested at this same levd should be redundant. However, since the
wording of paragraph 4 may be crucid, OIAC recommends that the IASB exposes the
proposed wording of the revised paragraph 4 for comment before the IFRS is finalised.

As dated in our previous response, OIAC continues to beieve that once impaired E&E assets
should not be reingtated as recognition of such a reversa is ingppropriate for properties in the
E&E sage. Accordingly, OIAC recommends an exception from recognisng any imparment
reversa, smilar to that in existence on 1AS 36 for goodwill, should be included in EDG.

If you have any questions concerning our comments, please do not hedtate to contact me at the
telephone number or email address shown above.

Yours sncerely

Alan Thomas
Charman, Oil Industry Accounting Committee



