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Understanding the classification and treatment of costs is fundamental in managerial and financial
accounting, especially in manufacturing and production environments. Among various cost
categories, upstream costs play a vital role in determining product costs, profitability, and inventory
valuation. Proper identification and expensing of upstream costs ensure accurate financial reporting
and effective cost control. This article explores what items are classified as upstream costs, how they
are distinguished from other costs, and the methods used to determine the amount of upstream costs
to be expensed.

Defining Upstream Costs

What Are Upstream Costs?

Upstream costs refer to the expenses incurred during the initial stages of the production process,
primarily associated with sourcing raw materials and components needed to manufacture finished
goods. These costs are typically incurred before the manufacturing process begins and are directly
attributable to bringing raw materials into a condition suitable for production.

Key characteristics of upstream costs include:

- They occur early in the supply chain.
- They involve procurement, transportation, and handling of raw materials.
- They are directly related to acquiring inputs necessary for production.
- They are generally classified as part of inventory costs rather than operating expenses until the
goods are sold.

Examples of Upstream Costs

The following items are common examples of upstream costs:

Raw Material Purchases: Payments made to suppliers for raw materials used in production.

Inbound Freight and Transportation: Costs related to transporting raw materials from suppliers
to manufacturing facilities.



Handling and Storage of Raw Materials: Expenses associated with receiving, storing, and
handling raw materials before production.

Quality Inspection of Raw Materials: Costs incurred to inspect and ensure raw material quality
prior to use.

Raw Material Purchase Taxes and Duties: Customs duties, import taxes, or other tariffs paid
when acquiring raw materials.

In essence, upstream costs encompass all expenses necessary to prepare raw materials for inclusion
into the production process, excluding costs associated with manufacturing, such as labor or
overhead directly involved in converting raw materials into finished goods.

Distinction Between Upstream and Downstream Costs

Downstream Costs Overview

Contrasted with upstream costs, downstream costs relate to activities after raw materials have been
processed into finished goods. These include:

- Distribution and shipping expenses.
- Sales and marketing costs.
- Customer service and warranty expenses.

Why Is This Distinction Important?

Differentiating upstream from downstream costs provides clarity in cost accounting, influencing
inventory valuation, gross profit calculation, and managerial decision-making. Upstream costs are
capitalized as part of inventory and expensed only when goods are sold, whereas downstream costs
are typically expensed as incurred.

Accounting Treatment of Upstream Costs

Capitalization of Upstream Costs

Under generally accepted accounting principles (GAAP) and International Financial Reporting
Standards (IFRS), upstream costs are generally capitalized as part of inventory costs. This process
involves adding these costs to the cost of raw materials or work-in-progress (WIP) inventory.



The key points include:

- Upstream costs are included in the cost of inventory on the balance sheet.
- They are expensed as cost of goods sold (COGS) only when the inventory is sold.
- This treatment aligns with the matching principle, recognizing expenses in the period when revenue
from sales is realized.

When Are Upstream Costs Expensed?

Upstream costs are expensed through COGS when the finished goods containing these costs are sold.
Until then, they remain part of inventory assets. This approach ensures that the financial statements
reflect the true cost of products sold within the accounting period.

Determining The Amount of Upstream Cost Expensed

Cost Accumulation Methods

To determine the amount of upstream costs to be expensed, companies typically use structured cost
accumulation methods, including:

1. Job Order Costing: Assigns costs to specific jobs or batches, useful for customized products.
2. Process Costing: Accumulates costs for continuous production processes, spreading costs evenly
over units produced.
3. Standard Costing: Uses predetermined costs for materials, labor, and overhead, adjusting for
variances.

The choice of method depends on the nature of the production process and the company's accounting
policies.

Calculating Upstream Costs for Inventory

The process involves:

Identifying Direct Raw Material Costs: Sum of all purchase costs, including invoice prices,1.
taxes, tariffs, and inbound freight.

Adding Indirect Raw Material Costs: Handling, storage, and inspection related to raw2.
materials.

Allocating Overheads (if applicable): Certain overheads directly attributable to raw material3.
procurement may be included.



Summing Up to Get Total Upstream Costs: The total of all above items represents the4.
upstream costs accumulated in inventory.

Once the total upstream costs are recorded in inventory, the amount expensed when goods are sold
is based on the cost of goods sold calculation, which includes those upstream costs.

Example Calculation

Suppose a company incurs the following costs for raw materials:

- Raw material purchase price: $50,000
- Inbound freight: $5,000
- Customs duties: $2,000
- Handling and storage: $1,000
- Quality inspection: $500

Total upstream costs = $50,000 + $5,000 + $2,000 + $1,000 + $500 = $59,500

If 10,000 units are produced, and 6,000 units are sold, then:

- Cost per unit = $59,500 / 10,000 units = $5.95 per unit
- Upstream costs expensed (as part of COGS) for 6,000 units sold = 6,000 $5.95 = $35,700

Implications for Financial Reporting and Management

Impact on Inventory Valuation

Accurately classifying and calculating upstream costs ensures proper inventory valuation on the
balance sheet. Overstating or understating these costs can distort gross profit and net income figures.

Cost Control and Decision Making

Understanding upstream costs enables management to identify areas where procurement or handling
expenses can be optimized, leading to improved cost efficiency and profitability.

Tax and Compliance Considerations

Proper classification and expensing of upstream costs are vital for compliance with tax regulations, as
they influence deductible expenses and inventory valuation under tax laws.



Conclusion

Identifying items classified as upstream costs involves understanding expenses incurred in the early
stages of the production process, primarily related to raw materials acquisition and handling. These
costs are initially capitalized as part of inventory and only expensed as cost of goods sold when the
finished goods are sold. Accurate determination of upstream costs requires a systematic approach to
cost accumulation, considering all direct and indirect expenses associated with raw materials. Proper
management and reporting of upstream costs are crucial for accurate financial statements, effective
cost control, and strategic decision-making, ultimately contributing to a company's profitability and
compliance with accounting standards.

Frequently Asked Questions

What are upstream costs in manufacturing accounting?
Upstream costs refer to expenses incurred during the initial stages of production, such as raw
materials, direct labor, and manufacturing overheads directly related to bringing raw materials to the
production process.

How can I identify items classified as upstream costs in my
production process?
Items classified as upstream costs typically include raw materials, direct labor costs for production
workers, and manufacturing overheads like factory utilities and depreciation on production
equipment.

What methods are used to determine the amount of upstream
costs to expense?
Upstream costs are usually allocated based on production volume, direct cost tracing, or activity-
based costing methods to accurately determine the expenses attributable to the production process.

At what point should upstream costs be expensed in
manufacturing accounting?
Upstream costs are generally expensed as part of cost of goods sold when the related inventory is
sold, following the matching principle in accounting.

Why is it important to accurately identify and expense
upstream costs?
Accurate identification and expensing of upstream costs ensure proper financial reporting, help in
calculating true product costs, and support effective cost management and pricing decisions.
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Understanding the classification of costs within a manufacturing or production environment is
fundamental to accurate financial reporting and cost management. Among these classifications,
upstream costs play a significant role in the overall cost structure, especially in industries such as
manufacturing, oil and gas, and supply chain management. Proper identification and expensing of
upstream costs ensure compliance with accounting standards, facilitate cost control, and support
strategic decision-making. This article explores the items classified as upstream costs, discusses how
to identify them, and provides guidance on determining the amount to be expensed.

---

What Are Upstream Costs?

Upstream costs refer to expenses incurred during the early stages of the production process,
primarily associated with the exploration, extraction, and initial processing of raw materials. These
costs are critical because they form the foundation for subsequent manufacturing, assembly, and
distribution activities. Properly classifying and accounting for upstream costs are essential for
accurate financial statements and cost analysis.

Definition of Upstream Costs:
Upstream costs are expenses related to the activities involved in discovering, extracting, and initial
processing of raw materials before they are moved to the later stages of production or manufacturing.

Key Aspects of Upstream Costs:

- Involve activities such as exploration, drilling, extraction, and initial processing.
- Usually incurred before the raw materials are available for use in production.
- Can include both direct costs (e.g., labor, materials) and indirect costs (e.g., overhead).

---

Items Classified as Upstream Costs

Proper identification of upstream costs requires understanding the specific activities and their
associated expenses. Below are the primary items that are typically classified as upstream costs:

1. Exploration Expenses
- Costs incurred in searching for new resource deposits.
- Includes geological surveys, seismic testing, exploratory drilling, and analysis.
- These costs are often considered capitalized until the success of exploration is determined.



2. Drilling and Well Costs
- Expenses related to drilling wells to access resources.
- Includes drilling rig rental, labor, materials, and related equipment.
- Both successful and unsuccessful wells involve costs; unsuccessful wells are usually expensed.

3. Extraction and Production Costs
- Costs associated with extracting raw materials from the earth or source.
- Includes labor, equipment, maintenance, and utilities used in extraction.
- Initial processing, such as crushing or cleaning raw materials, can also be included.

4. Initial Processing and Handling
- Expenses for activities like preliminary refining, cleaning, or sorting of raw materials.
- For example, in the oil industry, separation of oil from water and solids.

5. Transportation of Raw Materials to Processing Facilities
- Costs related to moving raw materials from the exploration site to processing plants.
- Includes freight, trucking, and shipping expenses before production begins.

6. Indirect Exploration and Development Costs
- Overhead costs associated with exploration and development, such as salaries of exploration
personnel, legal fees, and permits.

7. Capitalized Upstream Costs
- Certain costs may be capitalized (recorded as an asset) if they meet specific criteria, such as
probable future economic benefits.
- Capitalized costs are later amortized or depleted over the useful life of the resource.

---

Determining The Amount Of Upstream Cost Expensed

Once the upstream items are identified, the next crucial step is to determine how much of these costs
should be expensed in the current period. The accounting treatment of upstream costs can vary
depending on the industry, the nature of the costs, and applicable accounting standards such as IFRS
or GAAP.



1. Capitalization vs. Expensing
- Capitalization: Costs that are expected to generate future economic benefits are capitalized as
assets (e.g., exploration costs that lead to resource discovery).
- Expensing: Costs that do not meet capitalization criteria, such as unsuccessful exploration or initial
costs of resource development, are expensed immediately.

2. When Are Upstream Costs Expensed?
- Unsuccessful Exploration: When exploration activities do not result in resource discovery, the costs
are expensed as incurred.
- Initial Processing Costs: If these costs do not add value beyond the raw material, they are usually
expensed.
- Production Costs: Expenses related to the early stages of resource extraction are often recognized
as costs in the period they are incurred.

3. How to Calculate Upstream Costs to Expense
- Identify all relevant costs associated with the upstream activities for the period.
- Determine the success or failure of exploration or development projects.
- Allocate costs appropriately based on project outcomes.
- Apply accounting standards to decide whether costs should be capitalized or expensed.

4. Practical Example
Suppose a company incurs the following upstream costs during a fiscal year:

| Item | Cost ($) | Status |
|-------------------------------------|----------------|------------------------------|
| Geological surveys | 200,000 | Capitalized if leads to discovery |
| Exploratory drilling | 1,000,000 | Successful project, capitalized |
| Unsuccessful drilling | 500,000 | Expensed immediately |
| Initial processing (cleaning) | 150,000 | Expensed if minimal value addition |
| Transportation of raw materials | 100,000 | Expensed |

If the exploration leads to resource discovery, the costs associated with the successful project are
capitalized and later amortized or depleted as resources are extracted. Costs related to unsuccessful
exploration are expensed immediately, reflecting their lack of future economic benefits.

---

Accounting Standards and Best Practices

Proper classification and expensing of upstream costs are governed by accounting standards that
provide guidance to ensure consistency and comparability across financial statements.



1. International Financial Reporting Standards (IFRS)
- IFRS 6 "Exploration for and Evaluation of Mineral Resources" allows companies to capitalize
exploration costs during the exploration and evaluation phases.
- Costs are expensed when exploration is unsuccessful or when costs are no longer recoverable.

2. Generally Accepted Accounting Principles (GAAP)
- Similar to IFRS, GAAP permits capitalization of costs related to successful exploration but mandates
immediate expensing for unsuccessful efforts.
- The American Institute of CPAs (AICPA) provides detailed guidance on the treatment of upstream
costs, especially in resource industries.

3. Key Considerations for Practitioners
- Maintain detailed records of upstream activities and costs.
- Regularly assess the recoverability of capitalized costs.
- Follow industry-specific guidelines to ensure proper expensing.

---

Pros and Cons of Upstream Cost Classification and
Expensing

Pros:
- Accurate Profitability Measurement: Proper expensing of unsuccessful exploration costs prevents
overstating assets and profits.
- Compliance with Standards: Adhering to accounting standards enhances credibility and
comparability.
- Cost Control: Identifying upstream costs helps management monitor early-stage expenses and
improve decision-making.
- Tax Benefits: Some costs, when expensed, can provide immediate tax deductions.

Cons:
- Volatility in Earnings: Large exploration expenses can cause significant fluctuations in reported
earnings.
- Capitalization Challenges: Determining whether costs should be capitalized or expensed can be
complex and subjective.
- Resource Uncertainty: Not all costs lead to resource discovery, making it difficult to forecast future
benefits.
- Industry Variability: Different industries have varying standards and practices, complicating uniform
application.

---



Features and Recommendations for Effective
Management

- Robust Recordkeeping: Maintain detailed documentation of all upstream activities and costs.
- Regular Impairment Testing: Review capitalized costs periodically to determine recoverability.
- Industry Benchmarking: Compare with industry peers to ensure consistency.
- Clear Policies: Develop internal policies aligning with applicable standards for classification and
expensing.
- Use of Technology: Implement cost management and accounting software to track upstream costs
accurately.

---

Conclusion

Identifying the items classified as upstream costs and determining the appropriate amount to
expense are vital components of sound financial management and reporting. These costs encompass
exploration, drilling, initial processing, and transportation activities that occur prior to the main
production phase. The decision to capitalize or expense these items hinges on their potential to
generate future economic benefits, guided by relevant accounting standards such as IFRS and GAAP.
While proper classification enhances transparency and compliance, it also involves challenges related
to uncertainty and subjective judgment. By adhering to best practices, maintaining detailed records,
and regularly reviewing costs, companies can ensure accurate financial statements, optimize cost
management, and support strategic growth in resource-rich industries.

---

In summary:

- Upstream costs include exploration, drilling, initial processing, and transportation activities.
- Costs are capitalized if they lead to resource discovery; otherwise, they are expensed.
- Proper identification and expensing of upstream costs are essential for accurate financial reporting.
- Industry standards and internal policies guide the classification process.
- Managing upstream costs effectively provides insights into operational efficiency and profitability.

A comprehensive understanding of upstream costs enables organizations to make informed decisions,
ensure compliance, and optimize their resource management strategies.
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