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Document No. 131
July 29, 2010

Accounting & Tax Committee

Japan Foreign Trade Council, Inc.

Comments on IASB Discussion Paper “Extractive Activities”

The following are the comments of the Accounting & Tax Committee of the Japan
Foreign Trade Council, Inc. regarding the International Accounting Standards Board
Discussion Paper “Extractive Activities” (hereinafter DP).

The Japan Foreign Trade Council is a trade-industry association with trading companies
and trading organizations as its core members, while one of the principal functions of its
Accounting & Tax Committee is to respond to developments in domestic and
international accounting standards. (Member companies of the Japan Foreign Trade
Council are listed at the end of this document.)

It should be noted that members of the Japan Foreign Trade Council include numbers of
companies engaged in upstream activities (extractive activities) for both minerals and oil

and gas in various parts of the world.

I. Overview (Comments Applicable to All Questions)

» Non-operators and minority-interest investors

In many cases, our member companies participate in extractive activities for minerals
and oil and gas resources as non-operators or as minority-interest investors. The
proposed accounting and disclosure requirements cannot be met without the cooperation
of operators or majority-interest investors with access to the necessary information. In
particular, timely acquisition of detailed end-of-term information would be extremely
difficult if the reporting period differs with that of the operator, or if the operator is not
in compliance with IFRS. Therefore, we request that due consideration be given to
non-operators and minority-interest investors in formulating IFRS. For details, please

refer to our responses to Questions 3, 6, 7, and 9.

» Transitional measures

We request that when the standard is established, transitional measures be applied
prospectively, not retroactively. For details, please refer to our responses to Questions 4,
5, and 9.
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I1. Specific Issues (Comments on Questions)
Question 1: Scope of extractive activities

We support the proposal. Midstream and downstream activities, such as refining,

transport, and retailing, are not sufficiently different as to warrant separate standards.

However, we request that the scope of “minerals, oil and natural gas” be specified in the

standard.

Question 2: Approach

» We oppose the proposal for the following reasons, although some of our member

companies commented that there was no reason to oppose the proposal.

e Upstream activities in the minerals and oil and gas industries face different risks
in their respective processes for exploration and selection of extraction sites.
Therefore, the two industries are fundamentally different in nature. Sources of
differences include duration of project life, time and labor needed for processing,
uncertainty (risk profile), depth at which resources are located, and interpretation
of what constitutes reserves. As mentioned by FASB in U.S. FAS 19, paragraph 98,
in the oil and gas industry the principal emphasis is on the “search” of new
reserves, while in the minerals industry the principal emphasis is on “development
and operation.” Accounting and disclosure principles should reflect the salient

features of each industry and business, and no single model should apply to all.

e In proposing the application of a single model, DP refers to similarities in
geological risks. However, we believe that extractive activities for minerals and oil

and gas face significantly different geological risks.

e It is questionable whether investors prefer to have a single accounting and
disclosure model that applies to extractive activities in both the minerals industry
and the oil and gas industry. When engaging in analysis, we believe investors
rarely compare mineral resources development companies and oil and gas
development companies in a parallel fashion. Hence, it should be sufficient for each

industry to have its own unified internal rules.

» Other views concerning “Approach”

e Please provide guidance on specific issues that are unique to companies engaged in
extractive activities (e.g., accounting methods for production sharing contracts and

farm-in/farm-out arrangements).
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For the minerals industry, consideration should be given to establishing an
accounting standard that incorporates the accounting treatment of stripping costs

currently being examined by IFRIC.

Question 3: Definitions of minerals and oil and gas reserves and resources

We have no reason to oppose the definitions proposed in DP. However, we request that

the following points be considered.

Our concern is that definitions formulated by parties other than IASB are included
in IFRS and, as a result, definitions of minerals and oil and gas reserves and
resources formulated by CRIRSCO or SPE may be revised without the same level
of due process required in the establishment of IFRS.

As explained under “I. Overview,” the information on reserves as specified under
CRIRSCO and SPE standards may not necessarily be available to non-operators

and minority-interest investors. Consideration should be given to this possibility.

Question 4: Minerals or oil and gas asset recognition model

» The following two views were expressed by our member companies.

A. “The proposed asset recognition model is unacceptable for minerals, but

acceptable for oil and gas.”

B. “We support the model.”

A. Explanation of the position: “The proposed asset recognition model is unacceptable for

minerals, but acceptable for oil and gas.”

<Overview>

This position parallels the opposition expressed in Question 2. That is, the
minerals and oil and gas industries face different risks and are fundamentally
different in nature. Therefore, asset recognition criteria should be established
separately to reflect the conditions in each industry. Please refer to “Specific

Issues” below for further details.

For both industries, information concerning an exploration site that has proven to
be economically unviable does not necessarily increase the possibility of
discovering an exploration site that is economically viable. Therefore, information
from an unsuccessful exploration cannot necessarily be expected to result in the

acquisition of future economic benefits. For this reason, for both the minerals and
12



oil and gas industries, we oppose the inclusion of such information in asset

recognition.

<Specific Issues: Minerals>

In the case of minerals, we oppose the uniform capitalization of expenditures pertaining

to exploration and evaluation activities based on legal rights. Our reasons are as follows.

e In the minerals industry, exploration costs incurred prior to a final decision on
development do not meet the definition of assets in the current Framework
(resources from which future economic benefits are expected to flow to the entity).
Therefore, the principle should be for all those costs to be treated as expenses when
incurred. For the minerals industry, the primary purpose of exploration activities
is to confirm economic viability, and exploration costs are relatively small.
Therefore, treating all such expenditures as expenses would not undermine the

matching of income and expenses overall.

e Regarding the definition of assets, DP excludes probability criterion by adopting
the approaches proposed in the current review of the Framework and in IAS 37 ED
(DP, paragraphs 1.13 and 3.11). However, these proposed revisions have not
undergone due process and have not been formally adopted nor have related
discussions reached a conclusion. We believe it is inappropriate to use these

proposed revisions as a basis for the development of standards.

e Recognition of assets without consideration of probability will frequently lead to a
situation in which, if realizing economic benefits is no longer feasible, impairment
needs to be recorded and previously recognized assets have to be removed.
Furthermore, DP proposes to relieve the condition of impairment testing instead of
adopting IAS 36. This raises the possibility that some assets that would be
impaired under normal impairment testing would continue to be recognized as
assets. This makes it even more unreasonable to exclude probability from asset
recognition criteria and to adopt rules that would recognize assets at an even

earlier point than under current accounting practices for mining businesses.

e The treatment of exploration costs as expenses is consistent with the exclusion of
expenditure on research from assets (IAS 38, paragraphs 21, 54, etc.). The
exploration and evaluation phases of mineral extractive activities can be thought
to be equivalent to the research phase as stipulated in IAS 38. We believe it is

appropriate to maintain consistency between the two.

e If the acquisition of legal rights is not the only requirement for asset recognition,
this would be consistent with the following case under normal income recognition.
That is, the acquisition of preferential negotiating rights with a prospective

customer (.e., the acquisition of legal rights) is not recognized as income G.e.,
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receivables are not recognized) unless certain other conditions are met, such as the

transfer of risk and rewards (IAS 18, paragraphs 14, etc.).

For the minerals industry, we propose the following alternative asset recognition

criterion. That is, assets should begin to be recognized from the “time of transition to the

development phase, which is point at which the technical feasibility and economic

viability of extraction have been confirmed.” Our reasons are as follows.

As mentioned above, from the perspective of maintaining consistency with the
current Framework and with the provisions of IAS 38 pertaining to expenditure on
research, recognition of assets pertaining to extractive activities should be made at
the point at which a future flow of economic benefits becomes probable. In
extractive activities, economic viability is very carefully examined when moving
from the exploration phase to the development phase. Therefore, we believe that
the future flow of economic benefits has been deemed probable at the point of
transition to the development phase, which is understood to be the “point at which
the technical feasibility and economic viability of extraction have been confirmed.”
This criterion is stipulated in IFRS 6, paragraph 5(b), is widely used, and its

usefulness widely acknowledged.

DP mentions the following two drawbacks in asset recognition based on phases
(DP, paragraphs 3.5 and 3.6): (1) “Undertaking an activity or incurring a cost does
not, in itself, determine whether an entity has something of positive economic
value”; and (2) “Each phase would need to be defined in a clear and coherent
manner.” The position presented in (1) is not valid for the following reason. As
mentioned above, transition to the development phase is in itself evidence of
economic viability and indicates that management has determined that the
probability of future flow of economic benefits is high. The problem presented in (2)
can be resolved through rigorous judgment on “technical feasibility and economic
viability of extraction.” Under current practices, such judgments are based on the
conclusion of formal financing agreements for the development with banks and
others, the conclusion of formal decisions of the company to move forward to the
development phase, and other specific criteria. If necessary, these specific

conditions could be incorporated into the standard.

<Specific Issues: Oil and Gas>

As mentioned above, exploration activities in the oil and gas industry are
principally focused on the discovery of resources. Consequently, oil and gas
exploration costs are frequently much larger than in the minerals industry. Hence,
exploration costs that have contributed to income should be capitalized and
matched with income. This is consistent with the successful efforts accounting

method that is currently in wide use in the oil and gas industry under which
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exploration costs that result in success are included in the cost of the output, and
expenses and income are matched. Therefore, we believe the framework of the
successful efforts accounting method should be retained in IFRS. Under the system
proposed in DP, exploration costs would in many cases be capitalized. As a result,
the framework of the successful efforts accounting method would remain largely
intact. For this reason, we believe the proposal to be acceptable for the oil and gas

industry.

B. Explanation of the position: “We support the model.”

The model is supported because uniform capitalization upon acquisition of legal rights
provides for a unified accounting method. In the case of farm-in at the exploration phase,
expenditures are made because management deems the probability of future economic
benefits to be high, and therefore should be capitalized. This is consistent with the
proposals of DP under which such expenses are capitalized.

» Other views concerning “Asset recognition”

e Please provide explicit guidance on the treatment of cases involving acquisition of
rights and interests through farm-in and of other similar cases in which
participation is made by agreeing on payment of drilling and development costs

after the acquisition.

¢ Regardless of what asset recognition criteria are adopted in the new standard, the
criteria should not be applied retroactively, because this would require companies
to determine the necessity of capitalization through detailed reexamination of past
expenditures, which would be extremely burdensome or simply impossible in

practice. Hence, the criteria should be applied prospectively, not retroactively.

Question 5: Unit of account selection

» We oppose the proposal for the following reasons.

e Under the proposed system, the unit of account becomes smaller as exploration,
evaluation and development activities progress. However, the unit of account does
not necessarily become smaller as those activities progress and the amount of
information available from the site increases. From the perspective of geological
similarity and commercial productivity, the unit of account is fixed from the start
or may actually be becoming bigger if the site is being developed jointly with a

contiguous site.

e From a practical perspective, it is difficult to allocate assets that pertain to the

entire site (e.g., mineral rights acquired with the acquisition of interest) to even
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smaller accounting units. For instance, suppose after acquiring the exploration
rights to a certain area, Site A is determined to be economically viable and moves
forward to the development phase, while Site B remains under exploration with no
clear indication whether or not it will go forward into development. In this
situation, accounting cannot be based on cumulative exploration-phase
expenditures on Sites A and B properties respectively, because the exploration of
Site B has yet to be completed and cumulative expenditures cannot be determined.
Moreover, accounting cannot be based on market value because the market value
of Site B cannot be computed until the exploration is completed and economic
viability determined. Furthermore, the economic viability of a site does not
necessarily correspond to size. Hence, it would be inappropriate to allocate assets
simply on the basis of the surface areas of the two sites. Finally, even if a
theoretically appropriate criterion for allocation were to be found, detailed
case-by-case allocation would be impractical and burdensome, and therefore would

be very difficult to accept.

The unit of account is fundamental to all activities, such as production activities,
depreciation, and impairment. Therefore, the unit of account should be in the same
grouping as the project control unit selected by management in light of conditions

facing the company.

e Suppose exploration activities in a given site end in failure. The reallocation of the
expenses incurred in this failed site to other sites constitutes a postponement of
expenses and would require complicated and troublesome control procedures.
Therefore, reclassification of assets that have already been allocated is undesirable.
As in the current successful efforts accounting method, impairment should be

undertaken whenever rendered necessary by an event.

» Other views concerning “Unit of account”

e Even if the proposals of DP are adopted into IFRS, in which the unit of account
becomes gradually smaller as more information is obtained, guidelines should be
established on such issues as how legal rights and exploration expenses are to be
allocated and how these should be separately managed.

e Under current accounting practices, all exploration rights and plants and
equipment contained in a single area are recognized as a single unit. In many such
cases, depreciation is undertaken for the entire unit using the unit of production
method rather than basing depreciation on the service life of individual
components. Retroactive application of a component approach would be extremely
burdensome for companies. Hence, unit-of-account rules should be applied

prospectively, not retroactively.
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Question 6: Minerals or oil and gas asset measurement model

For the following reasons, we support the use of historical cost.

e Historical cost precludes arbitrary decisions by management. It is also highly
objective and unambiguous in practice. Determining the fair value of resource
rights must depend on management assessment and estimation of large amounts
of information obtainable only through exploration. This process lacks objectivity
and its results should not be reflected in accounting.

e For users of financial reports seeking to determine the value and future
possibilities of a company’s minerals or oil and gas assets, the presentation of
current value would not be useful because it can be arbitrary. Instead, the current
value computed by investors based on the historical costs of assets using reserves

and other disclosed data would prove to be more useful.

e For the reasons given under “I. Overview,” non-operators and minority-interest
investors have limited access to information needed to cope with measurement

based on current value.

While this overlaps with our response to Question 9, for the same reasons as given above,

we oppose the disclosure of fair value in notes to financial statements.

Question 7: Testing exploration properties for impairment

We have no objection to the proposal contained in DP. However, we request that the
following matters be considered.

e The precondition that “management has enough information to make this
determination” may introduce an element of arbitrariness in judgment on
impairment. Therefore, we request that clear guidelines be established concerning

the timing of impairment testing of exploration properties.

e Under the proposal, different impairment tests would apply before and after the
start of the development phase. Depending on how “phase” is interpreted, this
could generate accounting disparities among companies and undermine
comparability. To avoid this outcome, each phase should be clearly and coherently
defined. Under Chapter 3 (Asset recognition), due to the difficulty in formulating
unambiguous definitions of phases of extractive activities, DP proposes an asset
recognition model that does not take the progression of phases into consideration.
We therefore request that clear reasons be given for why different, phase-based

standards are being proposed for impairment testing.
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e Rules should be established for cases in which the company wishes to continue
exploration and evaluation activities but is forced to suspend these activities due to

the economic environment or other reasons.

e For the reasons given under “I. Overview,” there are certain limits to access by
non-operators and minority-interest investors to necessary and timely information
required in conducting impairment testing. We request that consideration be given

to this matter.

Question 8: Disclosure objectives

We generally support this proposal.

However, excessive disclosure requirements should not be imposed only on specific
industries engaged in extractive activities. We believe that the scope of disclosure should
be restricted to a minimum necessary level as currently required of the oil and gas

industry.

Question 9: Types of disclosure that would meet the disclosure objectives

» Concerning disclosure in general

e Non-operators

For the reasons given under “I. Overview,” the following options should be considered
for non-operators and minority-interest investors: restricting the scope of compulsory
disclosure; reducing the scope of disclosure depending on timely accessibility of
information; and, permitting notes to financial statements stating that disclosure is
difficult.

e Audit implications (DP, paragraphs 5.20—5.23)

Disclosures of reserves and other extractive activity information are largely based on
estimates and extremely specialized analysis. This renders objective verification by
auditors difficult. Even if possible, the audit would be prohibitively expensive.
Therefore, we support the DP proposal to exclude disclosure of extractive activities

from the scope of audit.

e Timing of disclosure

Companies that do not have in-house technological capabilities for the measurement of
reserves would require two to three months to obtain a current report on reserves from
third parties. This time restriction would render quarterly disclosure impractical.
Therefore, we request that disclosure of reserves be required only at the end of a

business year.
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e Assurance

IFRS does not have an assurance process or body (SEC in the case of listed U.S.
companies) for prior confirmation of disclosure contents in, for example, such cases
where the laws of the partner country restrict the disclosure of information. This
raises concerns that companies may have no choice but to make disclosures in their
financial statements without obtaining assurance. (If the disclosure is outside the
scope of audit, it is also impossible to obtain the auditor’s assurance.) We request that
in formulating the new standard, exemptions and easing of disclosure requirements be

considered for such cases, or that pertinent guidelines be established.

¢ Quantitative criterion

The scope of disclosure proposed in DP is wide ranging and may prove to be
burdensome for companies. Therefore, we request the adoption of some form of
quantitative criterion. An example of this would be the 10 percent criterion mentioned
in U.S. FAS 69, paragraph 8. If the adoption of a quantitative criterion is deemed
inappropriate, we would request that a statement on materiality be included as found
in IAS 1, paragraph 31. The purpose of this request is to avoid situations in which
companies that have been exempted from disclosure under U.S. standards are forced

to make new disclosures under the requirements of DP.

> Sensitivity analysis of estimates of reserves quantities (b)
We oppose this proposal for the following reasons.

e For practical reasons, analysis is extremely difficult. Even if disclosed, we believe
this information would not be useful to investors because it would to a great extent

be dependent on estimates and projections.

» Current value measurement corresponding to reserves quantities disclosed with

reconciliation of changes in current value measurement from year to year (d)
We oppose this proposal for the following reasons.

e See response to Question 6.

e This proposal would place excessive additional burdens on companies.

e Regarding disclosure of current value under proposed Alternatives A and B,
despite the fact that users do not consider the disclosure of fair value (present
value of future cash flow) by companies to be useful (DP, paragraphs 4.30, 5.79,
and 5.81), the question of whether disclosure of fair value is meaningful has not
been sufficiently discussed in either case. Matters to be disclosed should be
determined after full discussion of what information is truly needed by users and

how material such information is.
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> Separate identification of production revenues by commodity (e)

e As this may place additional burdens on preparers of financial statements,

consideration should be given to avoiding excessive burdens.

> Separate identification of exploration, development and production cash flows for the
current period and as a time series over a defined period (such as five years) (f)

We oppose this proposal for the following reasons.

e This would entail heavy administrative burdens and acquisition of accurate data

from the past is difficult.

Even if a decision is made to disclose this information, we request that transitional
measures be adopted to avoid retrospective application to data from the period prior to
the adoption of the new standard.

Question 10: Publish What You Pay disclosure proposals

We oppose these proposals for the following reasons.

e Disclosure of designated counterparties to which payments have been made is
highly questionable from the perspective of consistency and balance with other
disclosures. Moreover, there is no guarantee that payment-receiving governments
would acknowledge the receipt of payments. This could result in one-sided and
unverifiable disclosures. A further concern is that due mainly to the size of the
company and project confidentiality requirements, comparability of disclosed
amounts and contents would not necessarily be maintained. For these reasons, we
conclude that the PWYP disclosure proposals will not yield information that is

useful to financial statement users.

e In so-called “resource-rich developing countries,” private companies are not the
only entities involved in resource development and government-affiliated entities
are frequently involved in development projects. The intent of the PWYP proposals
will not be achieved unless IFRS disclosure rules are also enforced on such
government-affiliated entities. This consideration further lowers the usefulness of

these disclosure proposals.

e Rather than including the PWYP proposals in IFRS disclosure standards, we
believe these should be presented to the governments of resource-rich countries.
The PWYP proposals would require preparers of financial statements to disclose
extremely important and sensitive information that exists between the company
and governments. It should be understood that disclose of the proposed types of

information without prior government approval would be extremely difficult.
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e If a decision is made to disclose these types of information, this would require the
detailed classification of account titles and counterparties in payment. Similarly,
preparers would have to extract cash-basis data (instead of accrual-basis data).
These would require major changes in accounting and bookkeeping systems, which
would entail excessive administrative burdens. Moreover, if these types of
disclosure are included in the scope of audit, this would substantially increase the
time requirements and cost of audit (as mentioned in DP, paragraphs 6.31 and
6.32).

¢ Before discussing the cost-benefit implications of a type of disclosure, we believe
that greater emphasis should be placed not only on the question of whether a
proposed disclosure is “useful” to investors but also on whether the information
provided is truly “necessary” for investors. Especially in the case of extractive
activities, much of the information, such as reserves quantities and fair value, does
not appear on the ledgers. This implies that the cost of acquisition and processing
of information required for the new types of disclosure will be high. For this reason,
we believe that necessity should be carefully examined before examining
usefulness. From this perspective, it should be noted that the PWYP proposals do
not directly reflect the demands or needs of capital providers. Therefore, we believe

there is little justification for enforcing disclosure.

o If the PWYP proposals are included in the scope of compulsory disclosure, the
scope of disclosure would become overwhelmingly larger than the scope of
disclosure under U.S. and other standards. As a result, companies using IFRS
would be burdened with excessive costs, which would result in a disadvantage in
management. To avoid such an outcome, even if the PWYP proposals are adopted
into IFRS, efforts should be made to harmonize them with U.S. and other major

accounting standards.

ITI. Other Matters

This DP contains a mixture of numerous proposals, rebuttals, and examples. In addition,
there is considerable redundancy in the content and the style is frequently verbose. For
these reasons, it is particularly difficult to read and to grasp the intent of this DP.
Therefore, we request that future exposure drafts and standards be written and

structured in a more systematic and lucid manner.
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