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ABSTRACT

Oil and Gas exploration and production in the Arctic requires unique
attention because of the special featuresinthefield. Dealing with the exclusive
issuesin the Arctic, poses some accounting and reporting challenges. In this
study, Shell Company exploration activities and reporting were studied.
Two methods of accounting for exploration are considered; the Successful
Effort method and the Full Cost method. It is however revealed that due to
the unique challenges in the region, the accounting method to be adopted
will have implication to both shareholders and the other stakeholders.
Consequently, shareholdersmay prefer the use of full cost based on itsimpact
on their earnings, while the regulators prefer the successful effort dueto its
fairnessin reporting.
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INTRODUCTION

ThePetroleumindustry performsacrucid roleintheworld’ seconomy, anditsproducts
serveasthe primary driver for every devel oped economy (Inkpen and Moffett, 2011).
Theneedfor Oil and Gas exploration and production ventures became necessary to
meet the growing demand of theindustry. Nevertheless, theindustry ischaracterised
with chalengesat different level sof itsoperationsincluding crude pricevolatility. This
study identifiesand discussesthe uniquefeatures of exploration activitiesintheArctic
and examinesthe accounting and reporting challenges companies may encounte.
Thedistinguishing features of petroleum exploration activitiesarethe unique
characterigticsthat maketheindustry different from other industries (Inkpen and Moffett,
2011; Nortonand Rowe, 1978). Thefeaturesdiffer in natureand magnitude depending
on the operating environment. For instance, oil and gas companies, hasthefollowing
peculiaritiestotheir operationsintheArctic Ocean; Environmental chalenges, safety
risksand legal challenges. Othersinclude; massive up front investment withahigh
likelihood of uncertainty of the presenceof hydrocarbons, longer timeframeto recoup
investments and harsh weather condition (BBC News 2013 and Foster, 2014).

Environmental Challenges, Safety Risksand L egal Issues

Environmental and safety risksaffect thewell-being of the environment and safety of
workersin petroleum operations (Taverne, 1999; Aven and Vinnem, 2007). Tarvene
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(1999) acknowledgesthat ablow-out caused by drilling in an offshore may affect
humean sfety and theenvironment. Viol ation of hedth and safety environment regulations
has often resulted in massivefinancial lossand interferencewith drilling activities
(Deepwater Horizon Study Group, 2011). For example, spillagein Shell exploratory
activitiesin Chukchi and Beaufort Seasin 2012 resulted to suspension of drilling,
consequently, caused asubstantial drop (71%) infourth quarter profit (BBC News
2013 and Fogter 2014). Similarly, theApril 2010 BPMacondofield incident exemplify
another lesson (Deepwater Horizon Study Group, 2011).

However, Aven and Vinnen (2007) suggest that managing health and
environmental safety risks can reducetheimpact of theloss. Violation of safety rules
oftenresultsto continuouslegal challenges (BBC News, 2013, Deepwater Horizon
Study Group, 2011). For example, Shell Company was sued in London high court
over environmental case brought against them (Macalister, 2014). Studiesrevedl that
for theserisksto bemitigated, arisk factor should beincluded ininvestment decisions
and that adherenceto safety regulations be monitored (Deepwater Horizon Study
Group, 2011; Botelho, Magrini and Schaeffer, 2014). For instance, BBC News (2013)
reportsthat Shell Company wasdragged to court over violation of safety ruleswhile
exploringfor oil intheArctic.

High Investment Costs, Risk of Wildcat and Investment Timing

Substantia investment costs at exploration phase constitute another characteristicin
thepetroleumindustry. Exploration costsareusually incurred for an extended period
of up to five years before production. Drilling adry hole dueto awildcat isalso
another peculiar feature of theindustry (Wright and Gallun, 2011). For instance, the
U.S. abandoned two-thirds of itsexploratory wellsin 1998 describing them asdry
holes (Jennings, Feiten and Brock, 2000). A ccounting for massiveinvestment with no
definite corresponding inflow could bechdlenging. Studiesreved that Shell spent over
$5b onaprojectintheArctic for six yearswithout certainty of production (Foster,
2014). However, Viandlo, Costaand Teixeira(2014) arguethat thereasonsfor high
costsof investment intheindustry could beaffected by timevauefor money. Therefore,
they suggest that E & P companiesshould make adequate andysisand planning before
committing fundsto projects. Another feature was harsh weather condition. Shell
suspendeditsoperationsin 2012 dueto bad climatic condition such asregular icefloe;
prolonged darkness and unfavourable temperatures (BBC News, 2013 and Beurden,
2013). Such conditions could extend aproject life, increase costsand affect theentire
performance of the company. Theabove uniquefeaturesof Shell Company resultedto
severeaccounting and reporting problems.

Accounting and Reporting Challenges

Petroleum exploration requires massiveinvestment and extended period to complete.
Despiteimproved technol ogy, thereexist risksof unsuccessful explorationintheindustry.
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Therefore, costsaccumulated over timewith ahigh rate of uncertainty of discovering
commercia reserves posed asgnificant accounting and reporting chalenges (Norton
and Rowe 1978, Taylor, Atkins, Dowad, Jonesand Perry, 2011). Thosewho prepare
financia statementsusually encounter the problem of how to treat pre-devel opment
cogsduetoitsimpact onfinancia results(Dolson, Carmichadl, Kgpadiyaand Ramirez,
2011). For example, Shell’s project in the Arctic Ocean off the northern coast of
Alaska started exploration in 2005 and by 2013 incurred cost of $4.5bn with no
certainty of production (BBC News, 2013). Accounting decision taken on how to
deal with such costscould affect theinvestorsand other stakehol ders. To addressthe
complexity inaccounting, two methodswere permitted, Successful Efforts(SE) method
and Full Cost (FC) method (Wright and Gallun, 2011 and Peat Marwick McLintock,
1990).

Accounting I mplicationsfor Exploration Costs

Successful Efforts(SE) Method: Thismethod expensesall exploration costsincurred
inunsuccesstul drilling (Schugart, 2002). A study on Shell’sexploration activitiesinthe
Arcticrevea sthat it has been applying successful efforts method of accounting as
provided by IFRS 6 and US GAAPto report itsactivities (Shell, 2014). Using the
Shell’sscenario above, the substantive expl oration costsincurred for Sx yearsand the
necessity to suspend drilling activities posed asignificant challenge on reporting.
SFAS19-1 paragraph 32 and SORP 2001, paragraph 33 recommendsthe procedure
for Accounting for suspended-well. SORP could not clearly state the accounting
procedures for suspended-well in explicit terms. It impliedly reveals that where
prospectivereservesexist, and determination planned, then costsshould becapitalised
pending thediscovery of commercia reserves. Otherwise, if thereisno planto continue
drilling, thenwrite-off theinitia capitalised costs(Wright and Gallun, 2011).

The US GAAP (SFAS 19-1) suggests that for a company to maintain
capitalised exploratory costs, it must meet two criteria. First, that there must have
been thediscovery of reservesin commercia quantity.  Secondly, determination of
thereserves and the economic viability of the exploration activity are progressive.
However, where any of the two conditionswas not met then the standard provides
that the costs should beimpaired. If Shell Company met theconditionsstatedin SFAS
19, then costs of exploration will be capitalized and recorded in Drillingin-progress
account. The cost isnon-depreciable (Wright and Gallun, 2011). Thisaction could
result to increasein the net assets of the company and improve earnings, which most
shareholdersand other stakehol dersprefer. However, capitdization of such costsusing
SE methodisfor ashort-term pending determination of thereserves. The management
of Shell Company may wish to write-off the pre-devel opment costs against income.
Hence, the performance of that year might be affected by the decision. For instance,
an extract from Shell’sannual report for 2013 will show thefollowing effect of the
abovedecisionsintheincome statement.
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Extract from Shell Consolidated Satement of | ncomefor theyear ended 31 December, 2013
Adjusted (2013) Original (2013)

$million $million
Income beforetax 33592 33592
Exploration costsexpensed 5,000 -
Adjusted income before tax 28592 33592
Taxation 17,066 17,066
Incomefor theyear 11,526 16,526

Source: Shell Annual Report 2013

The above statement shows income for the year; $16,526,000,000 when
exploration costsare capitaized. If the costsarewritten-off theincome, it will result to
adecline in the post-tax profit to $11,526,000,000 assuming tax figure remains
unchanged. Thismay affect investors earningsfor that year. However, researchers
argueinfavour of thismethod that the costswritten-off did not meet thedefinition of an
asset hence atrue representation of the company’sactivity (Brady, Chang, Jennings
and Shappard, 2011). Furthermore, studies show that the method reveal sperformance
of assetsinthe profit or lossaccount whichisfair. Nevertheless, othersarguethat the
method often distorts net income from one period to another due to dry holes,
abandonmentsand other write-offs (Wright and Gallun, 2011). Other evidencesreved
that widevariationsin profit figureor shareholders' funds, could affect |oan agreement
and earningsof theinvestors(Dhaliwal, 1980).

Full Cost Method: Thismethod capitalisesall exploration costswhether successful
or not (Jennings, Feiten and Brock, 2000). Shell Company operating in the U.S.
economy hasthe option to changeits accounting method from Successful Effortsto
Full Costsmethod (Brady, Chang, Jenningsand Shappard, 2011; SFAS25). Full cost
capitalisesall exploration costs of whether successful or unsuccessful well. Consider
Shell with $5b exploration costsincurred, thisamount will berecordedin Drillingin-
Progress account, but not included inthe DD & A pool. Thisentry might result to
increasein net assetswith no chargeto theincome statement henceimproving earnings
for the year with full disclosure of $5b. Furthermore, the costs may be tested for
impairment annualy to determinewhether impairment hasoccurred (Wright and Gallun,
2011). However, thedecisionto capitaliseall exploration costsmay have an effect on
thefirm’scapital structure. The argument for this method hold that efforts put on
unsuccessful drilling formed part of the successful exploration (Wright and Gallun,
2008). Again, it measures accounting assets and earnings which shareholders and
other stakehol dersexpressed their interest in (Wright and Gallun, 2011). Applying this
method means, capitalizing coststhat do not meet thedefinition of anasst. Researchers
argue against this method that income statements may not reveal unsuccessful
explorationsduring theyear hencemid eading (Brady, Chang, Jenningsand Shappard,
2011). Eventhough, costs associated with uneval uated property are excluded from
DD & A until theevaluation of the property completesbut full disclosureof such costs
arerequired (Stock Exchange Commission, 1996).
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CONCLUSION

Itisimperativeto notethat exploration activitiesintheArctic possess special features
dightly different from other fieldsin theworld. However, thisresearch reveal sthat
challengesintheArctic areinevitable but could be mitigated by proper planning and
application of risk management techniques (Aven and Vinnem, 2007). Furthermore,
the choi ce of accounting method dependslargdly ontheneed. Shareholdersmay desire
theuse of Full cost becauseit haslessimpact on their earnings. On the other hands,
Regulatorsmay prefer the Successful effort duetoitsfairnessin reporting.
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