
I .  AN OVERVIEW I N  PERSPECTIVE 

Fol lowing  two y e a r s  of e x t e n s i v e  s t u d y  and e v a l u a t i o n ,  

on December 5 ,  1977 t h e  F i n a n c i a l  Account ing  S t a n d a r d s  Board 

(FASB or  Board)  i s s u e d  i t s  S t a t e m e n t  of F i n a n c i a l  Account ing  

S t a n d a r d s  No. 1 9 ,  " F i n a n c i a l  Account ing  and R e p o r t i n g  by O i l  

and Gas P roduc ing  Companies ,"  e f f e c t i v e  f o r  f i n a n c i a l  r e p o r t s  

b e g i n n i n g  i n  1979.  The Board i s s u e d  S t a t e m e n t  N o .  1 9  unde r  

i t s  a u t h o r i t y  t o  e s t a b l i s h  and improve f i n a n c i a l  a c c o u n t i n g  

and r e p o r t i n g  s t a n d a r d s ,  and a l s o  t o  assist  t h e  S e c u r i t i e s  and 

Exchange Commission ( C o m m i s s i o n )  i n  c a r r y i n g  o u t  i t s  o b l i g a -  

t i o n s  as con templa t ed  by Congres s  unde r  t h e  Energy P o l i c y  and 

C o n s e r v a t i o n  A c t  of 1975 (EPCA) and u n d e r  t h e  F e d e r a l  S e c u r i t i e s  

L a w s .  

: S t a t e m e n t  No. 19  p r e s c r i b e s  a s i n g l e  a c c o u n t i n g  

method f o r  a l l  companies  engaged i n  o i l  and g a s  p r o d u c i n g  

a c t i v i t i e s  by r e q u i r i n g  a form o f  " s u c c e s s f u l  e f f o r t s "  

a c c o u n t i n g  t o  be adop ted  r e t r o a c t i v e l y  f o r  costs i n c u r r e d  

i n  e x p l o r i n g  f o r  and d e v e l o p i n g  o i l  and g a s  r e s e r v e s .  S p e c i -  

f i c a l l y ,  S t a t e m e n t  N o .  1 9  requi res ,  among o t h e r  t h i n g s ,  t h a t  

e x p l o r a t i o n  cos ts  t h a t  do n o t  r e su l t  i n  d i s c o v e r y  of commer- 

c i a l  q u a n t i t i e s  of o i l  and g a s  r e s e r v e s  s h a l l  be cha rged  t o  

expense .  S t a t e m e n t  N o .  1 9  t h u s  p r o s c r i b e s  t h e  myriad of " f r e e  

c h o i c e "  a c c o u n t i n g  a l t e r n a t i v e s ,  i n c l u d i n g  t h e  many v a r i a t i o n s  

, -  of bo th  t h e  " f u l l  cos t"  and  " s u c c e s s f u l  e f f o r t s "  methods p r e s e n t l y  
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found i n  p r a c t i c e ,  t h a t  have undermined t h e  r e l i a b i l i t y ,  

c o m p a r a b i l i t y ,  and u t i l i t y  -- and  t h u s  c r e d i b i l i t y  -- of 

f i n a n c i a l  and  d a t a  r e p o r t i n g  by o i l  and g a s  p r o d u c e r s  f o r  

y e a r s .  

T h r e e  of  t h e  FASB's s e v e n  members d i s s e n t e d  f o r  

v a r i o u s  t e c h n i c a l  r e a s o n s  t o  t h e  i s s u a n c e  of  S t a t e m e n t  No. 

1 9 .  However, a l l  of t h e  FASB's members, i n c l u d i n g  t h o s e  

d i s s e n t ' i n g ,  re jec ted  t h e  " f u l l  cos t"  method -- t h a t  i s ,  

c a p i t a l i z i n g  t h e  cos ts  of e x p l o r a t i o n  e f f o r t s  i n  g e o l o g i c a l  

areas  where no  r e s e r v e s  a re  found ,  s imply  because  t h e  r e p o r t -  

i n g  e n t i t y  p r e v i o u s l y  d i s c o v e r e d  v a l u a b l e  r e s e r v e s  i n  some 

o t h e r ,  u n r e l a t e d  g e o l o g i c a l  area.  

The Board conc luded  t h a t  a p r i n c i p a l  defect  of t h e  

f u l l  cost  method is  t h a t  it t e n d s  t o  o b s c u r e  r i s k  and f a i l u r e  

of  u n s u c c e s s f u l  e x p l o r a t o r y  a c t i v i t i e s . *  S u c c e s s f u l  e f f o r t s ,  

o n  t h e  o t h e r  hand ,  h i g h l i g h t s  those f a i l u r e s  and t h e  r i s k s  

i n h e r e n t  i n  o i l  and g a s  e x p l o r a t i o n ,  by c h a r g i n g  c u r r e n t l y  

t o  expense  e x p l o r a t i o n  c o s t s  known n o t  t o  have r e s u l t e d  i n  

t h e  d i s c o v e r y  of r e s e r v e s .  By c o n t r a s t ,  t h e  f u l l  c o s t  method 

c ' ons ide r s  " u n s u c c e s s s f u l  costs"  t o  be assets .  

* The B o a r d ' s  many reasons f o r  a c c e p t i n g  s u c c e s s f u l  e f f o r t s  
and r e j e c t i n g  f u l l  cos t  are summarized i n  p a r a g r a p h s  
128-132 and 142-188 o f  S t a t e m e n t  N o .  1 9 .  The B o a r d ' s  
r e a s o n s  f o r  r e j e c t i n g  " d i s c o v e r y  v a l u e "  and " c u r r e n t  v a l u e "  
a c c o u n t i n g  a re  summarized i n  p a r a g r a p h s  133-141. 
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I n  Statement No. 1 9  t h e  Board viewed discovery of 

o i l  and gas reserves  as  the c r i t i c a l  event f o r  determining a 

producer 's  success or  f a i l u r e ,  and f o r  inves tors ,  lenders  and 

o the r  c a p i t a l  supp l i e r s  i n  assessing r i s k s  and rewards i n  

t h e i r  investment and c r e d i t  decis ions.  

The Board recognized t h a t  ne i the r  f u l l  cos t  nor 

successfu l  e f f o r t s  r e f l e c t s  success a t  the time of discovery,  

s ince  a s  a consequence of h i s t o r i c a l  cos t  accounting both 

methods repor t  success when production is  sold.  Therefore, 

t o  provide information about success a s  well a s  f a i l u r e ,  

Statement No. 1 9  r equ i r e s  d isc losure  of cap i t a l i zed  cos t s  

and cos t s  incurred i n  o i l  and gas producing a c t i v i t i e s  

( t o  provide an ind ica t ion  of e f f o r t )  and of reserve quanti- 

t i e s  and changes i n  reserves  ( t o  provide an ind ica t ion  of 

accomplishment). * 
I n  p rescr ib ing  successful  e f f o r t s  a s  the s ing le  

accounting method f o r  o i l  and gas producers, the FASB assessed 

the  information and da ta  made ava i l ab le  t o  and obtained by i t  

and reached conclusions on poss ib le  economic consequences, 

including poss ib le  adverse e f f e c t s  on aspects  of energy supply 

and competition. I n  b r i e f ,  the  Board d i d  not f i n d  information 

* I n  S e c u r i t i e s  Act Release N o .  5878 (October 2 6 ,  1 9 7 7 )  t he  
Commission issued a rule-making proposal t h a t  information 
f i l e d  w i t h  it a l s o  contain information on the present  value 
of estimated cash flows from f u t u r e  production of proved 
o i l  and gas reserves .  
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p e r s u a s i v e  a s  t o  c l a imed  p o s s i b l e  a d v e r s e  e f f e c t s ,  e i t h e r  

g e n e r a l l y  or  fo r  smal l ,  i ndependen t  p r o d u c e r s ,  i n c l u d i n g  

t h o s e  i n  t h e  s t a r t - u p  or development  s t a g e s .  To t h e  con- 

t r a r y ,  t h e  w e i g h t  of t h e  e v i d e n c e  b e f o r e  t h e  Board was t h a t  

i ndependen t  o i l  and g a s  p r o d u c i n g  companies  u s i n g  t h e  suc- 

c e s s f u l  e f f o r t s  method compete s u c c e s s f u l l y  and conduc t  

e f f e c t i v e  e x p l o r a t i o n  and p r o d u c t i o n  programs t h a t  t h e y  a re  

ab le  t o  f i n a n c e  th rough  a v a r i e t y  of c a p i t a l  s o u r c e s  -- and 

t h e y  have done so f o r  many y e a r s ,  l o n g  b e f o r e  t h e  use of 

f u l l  c o s t i n g  became p o p u l a r  i n  t h e  l a t e  1 9 6 0 ' s .  

The  Board f u r t h e r  conc luded  t h a t  S t a t e m e n t  N o .  1 9  

would f o s t e r  f a i r  and e f f e c t i v e  competition i n  t h e  c a p i t a l  

m a r k e t s  by (1) p r o v i d i n g  i n v e s t o r s ,  l e n d e r s ,  and o t h e r  s u p -  

p l i e r s  of c a p i t a l  w i t h  comparable  f i n a n c i a l  d a t a  p r e p a r e d  

o b j e c t i v e l y  and even-handedly and p e r m i t t i n g  c o n s i s t e n t  

a n a l y s i s  of r i s k s  and r e w a r d s ;  ( 2 )  r e l i e v i n g  t h e  c a p i t a l  

markets of t h e  a n t i c o m p e t i t i v e  bu rdens  of u n r e l i a b l e ,  non- 

comparable ,  i n c o n s i s t e n t  and  s u b j e c t i v e  f i n a n c i a l  d a t a ;  and 

( 3 )  e l i m i n a t i n g  t h e  p o s s i b i l i t y  of i n e q u i t i e s  a f f e c t i n g  

a l l o c a t i o n  of c a p i t a l  resources t o  and among o i l  and g a s  

p r o d u c e r s  -- p r i n c i p a l l y  t h e  i n d e p e n d e n t  p r o d u c e r s  -- 
r e s u l t i n g  f rom i n a d e q u a t e  and misunde r s tood  f i n a n c i a l  d a t a .  

A s  d i s c u s s e d  f u l l y  below, t h e  FASB i s s u e d  S t a t e m e n t  

N o .  1 9  o n l y  a f t e r :  
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(1) t h e  Board and i t s  t echn ica l  s t a f f  devo ted  two y e a r s  
t o  c o n s i d e r i n g  t h e  issues and g a t h e r i n g ,  r e v i e w i n g ,  
and e v a l u a t i n g  r e l e v a n t  i n f o r m a t i o n  and d a t a  . 

made a v a i l a b l e  o r  o b t a i n e d ;  

( 2 )  e x t e n s i v e  "due p r o c e s s " ,  f a r  e x c e e d i n g  t h e  require-  
ments of t h e  A d m i n i s t r a t i v e  P r o c e d u r e s  A c t ,  p e r m i t -  
t i n g  a l l  who wished  t o  p a r t i c i p a t e  t o  do so,  a t  t h e  
B o a r d ' s  f o u r  d a y s  of  p u b l i c  h e a r i n g s ,  by w r i t t e n  
comments o r  o t h e r w i s e ;  and 

( 3 )  c o n s u l t a t i o n  and c o n t i n u i n g  l i a i s o n  w i t h  o b s e r v e r s  
and r e p r e s e n t a t i v e s  of t h e  F e d e r a l  Energy Adminis- 
t r a t i o n  and Department  of Energy ,  F e d e r a l  Power 
Commission (now F E R C ) ,  S e c u r i t i e s  and Exchange 
Commission, U n i t e d  S t a t e s  G e n e r a l  Account ing  O f f i c e ,  
House Subcommit tee  on O v e r s i g h t  and I n v e s t i g a t i o n s  
of t h e  Committee on I n t e r s t a t e  and F o r e i g n  Commerce, 
and t h e  C o s t  Account ing  S t a n d a r d s  Board. 

I n  t h e  judgment of t h e  FASB, S t a t e m e n t  No. 1 9  p ro -  

v i d e s  a sound framework w i t h i n  which a n a t i o n a l  e n e r g y  d a t a  

b a s e  c a n  be deve loped  by t h e  Department  of E n e r g y  ( D O E ) ,  and 

p r o v i d e s  t h e  Commission w i t h  a c c o u n t i n g  p r a c t i c e s  t h a t  i t  may 

r e a s o n a b l y  r e l y  on i n  mee t ing  i t s  o b l i g a t i o n s  unde r  S e c t i o n  

503 of EPCA and u n d e r  t h e  F e d e r a l  S e c u r i t i e s  L a w s .  
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11. EVENTS L E A D I N G  TO STATEMENT N O .  1 9  

A .  The P rob lem 

F i n a n c i a l  a c c o u n t i n g  a n d  r e p o r t i n g  f o r  o i l  and  

g a s  p r o d u c i n g  c o m p a n i e s  h a s  b e e n  d e b a t e d  s i n c e  a t  l e a s t  1 9 6 4  

w i t h i n  t h e  a c c o u n t i n g  p r o f e s s i o n ,  by r e g u l a t o r y  a g e n c i e s ,  

i n d u s t r y  g r o u p s  and  a c c o u n t i n g  s c h o l a r s ,  among f i n a n c i a l  

a n a l y s t s  and  o t h e r  u s e r s  o f  f i n a n c i a l  s t a t e m e n t s ,  and  among 

t h e  c o m p a n i e s  t h e m s e l v e s .  The p r i n c i p a l  f o c u s  o f  t h e  con-  

t r o v e r s y  was w h e t h e r  t h e  " s u c c e s s f u l  e f f o r t s "  method o f  

e x p e n s i n g  u n s u c c e s s f u l  e x p l o r a t i o n  cos ts ,  or  t h e  " f u l l  cos t"  

method o f  c a p i t a l i z i n g  a l l  ( i n c l u d i n g  u n s u c c e s s f u l )  e x p l o r a -  

t i o n  cos t s ,  was p r e f e r a b l e .  

A s  t h e  d e b a t e  c o n t i n u e d  i n t o  a n d  t h r o u g h  t h e  1 9 7 0 ' s ,  

it  became i n c r e a s i n g l y  a p p a r e n t ,  b o t h  w i t h i n  t h e  p r i v a t e  

s ec to r  and  t o  C o n g r e s s  a n d  c o n c e r n e d  r e g u l a t o r y  a g e n c i e s ,  t h a t  

t h e  e x i s t e n c e  o f  these  two p r i n c i p a l ,  b u t  h i g h l y  d i s p a r a t e ,  

a c c o u n t i n g  me thods  ( a n d  t h e  many v a r i a t i o n s  o f  each)  r e s u l t e d  

i n  a l a c k  o f  c o m p a r a b i l i t y  and  r e d u c e d  r e l i a b i l i t y  and  u t i l i t y  

i n  t h e  f i n a n c i a l  s t a t e m e n t s  and  d a t a  r e p o r t i n g  of o i l  and  g a s  

p r o d u c i n g  c o m p a n i e s .  T h i s  i n  t u r n  was w i d e l y  p e r c e i v e d  as 

i n p a i r i n g  p u b l i c  c o n f i d e n c e  i n  t h e  f i n a n c i a l  and o p e r a t i n g  d a t a  

r e p o r t e d  by t h e  o i l  and  gas  producers ,  imped ing  t h e  e q u i t a b l e  

a l l o c a t i o n  o f  c a p i t a l  resources i n  t h e  c a p i t a l  markets,  a n d  

s e r i o u s l y  h i n d e r i n g  d a t a  c o l l e c t i o n  and  e v a l u a t i o n  and  t h e  

f o r m u l a t i o n  of n a t i o n a l  p o l i c y  by Government .  
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B .  Governmental and Regulatory Responses 

1. Energy Legis la t ion 

I n  recogni t ion of the lack of r e l i a b l e  and compar- 

ab le  f i n a n c i a l  and operat ing da ta  f o r  o i l  and gas producers, 

Congress enacted the  Energy Policy and Conservation Act of 

1 9 7 5  requi r ing  the  development of a r e l i a b l e  energy da ta  base 

and providing f o r  development of accounting p rac t i ces  f o r  

o i l  and gas producers t o  be followed f o r  t h a t  purpose. EPCA 

requi res  the S e c u r i t i e s  and Exchange Commission t o  assure  

the  development of these accounting p r a c t i c e s  f o r  o i l  and gas 

producers and authorizes  the Commission t o  prescr ibe  r u l e s  

w i t h  respect  t o  such accounting p r a c t i c e s  o r ,  a l t e r n a t i v e l y ,  

t o  recognize o r  otherwise r e l y  on accounting p r a c t i c e s  

developed by the FASB.  The i n t e n t  of EPCA,  as  seen through 

i ts  l e g i s l a t i v e  h i s t o r y  and the statements of Government 

o f f i c i a l s  and t h e  Commission ( s e e  below), is t o  obtain u n i -  

form repor t ing  of r e l i a b l e  energy da ta  t o  the  DOE. 

The da ta  required t o  be developed through formula- 

t i on  of accounting p r a c t i c e s  mandated by Sect ion 503  of EPCA 

involve accounting measurement standards of the type used i n  

the  preparat ion of general  purpose f i n a n c i a l  statements and 

over which the FASB,  w i t h  Commission overs ight ,  has au tho r i ty .  

For example, Section 503 requi res  these accounting p r a c t i c e s  

t o  address such i ssues  as  revenue and c o s t  recogni t ion,  

d i spos i t i on  of c a p i t a l i z e d  c o s t s ,  accounting f o r  cont rac tua l  

arrangements involving s p e c i a l  conveyance of r i g h t s  and j o i n t  

operat ions,  and d i f f e rences  between book and tax income. 
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I n  August  1 9 7 7  Congress  e n a c t e d  t h e  Department  of  

Energy O r g a n i z a t i o n  A c t  (DOE A c t )  a s  a mechanism f o r  formu- 

l a t i n g  and implement ing  a c o o r d i n a t e d  n a t i o n a l  e n e r g y  p o l i c y .  

The DOE A c t  is i n t e n d e d ,  among o t h e r  t h i n g s ,  t o  " c o n t i n u e  and 

improve t h e  e f f e c t i v e n e s s  and o b j e c t i v i t y  of a c e n t r a l  e n e r g y  

d a t a  co l l ec t ion  and a n a l y s i s  program." Thus,  S e c t i o n  205 

e s t a b l i s h e s  t h e  Energy I n f o r m a t i o n  A d m i n i s t r a t i o n  and c h a r g e s  

i t s  A d m i n i s t r a t o r  w i t h  r e s p o n s i b i l i t y  f o r  c a r r y i n g  o u t  a 

c e n t r a l ,  comprehens ive ,  and u n i f i e d  e n e r g y  d a t a  i n f o r m a t i o n  

program. S e c t i o n  2 0 5 ( h ) ( 2 )  r e q u i r e s  t h e  A d m i n i s t r a t o r  t o  

d e v e l o p  t h e  f o r m a t  f o r  an  ene rgy-p roduc ing  company f i n a n c i a l  

r e p o r t  " d e s i g n e d  t o  allow compar ison  o n  a un i fo rm and s t a n -  

d a r d i z e d  b a s i s  among ene rgy-p roduc ing  companies"  of i n f  orma- 

t i o n  s u c h  a s  r e v e n u e s ,  p r o f i t s ,  cash f l o w ,  ene rgy  r e l a t e d  

i n v e s t m e n t s ,  costs a s s o c i a t e d  w i t h  e x p l o r a t i o n ,  deve lopment  

and p r o d u c t i o n ,  and s e g r e g a t e d  i n f o r m a t i o n ,  i n c l u d i n g  f i n a n -  

c i a l  i n f o r m a t i o n ,  a s  t o  o p e r a t i o n s  by ene rgy  source and geo- 

g r a p h i c  a r e a .  Sec t ion  2 0 5 ( h ) ( 3 )  r e l a t e s  t h e  DOE A c t  t o  E P C A ,  

by r e q u i r i n g  t h e  A d m i n i s t r a t o r  t o  c o n s u l t  w i t h  t h e  Chairman 

of t h e  S e c u r i t i e s  and  Exchange Commission on t h e  development  

of t h e  a c c o u n t i n g  p r a c t i c e s  r e q u i r e d  by E P C A  t o  a s s u r e  t h a t  

t h e  ene rgy-p roduc ing  company f i n a n c i a l  r e p o r t  d e s c r i b e d  i n  

S e c t i o n  2 0 5 ( h )  ( 2 ) ,  t o  t h e  e x t e n t  p r a c t i c a b l e  and c o n s i s t e n t  

w i t h  t h e  DOE A c t ,  is c o n s i s t e n t  w i t h  t h e  EPCA a c c o u n t i n g  

p r a c t i c e s  where a p p l i c a b l e .  
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2 .  S e c u r i t i e s  and Exchanae Commission 

Wholly a p a r t  f rom i t s  r e s p o n s i b i l i t i e s  unde r  EPCA 

or  i n  c o n s u l t i n g  w i t h  t h e  A d m i n i s t r a t o r  unde r  t h e  DOE A c t ,  

t h e  Commission h a s  been  c h a r g e d  f o r  n e a r l y  45  y e a r s  w i t h  t h e  

r e s p o n s i b i l i t y  and h a s  b road  a u t h o r i t y  t o  p r e s c r i b e  a c c o u n t -  

i n g  pract ices  t o  be a p p l i e d  i n  t h e  p r e p a r a t i o n  and p r e s e n t a -  

t i o n  of f i n a n c i a l  s t a t e m e n t s  and o t h e r  f i n a n c i a l  d a t a  t o  be 

i n c l u d e d  i n  f i l i n g s  w i t h  t h e  Commission p u r s u a n t  t o  t h e  

F e d e r a l  S e c u r i t i e s  L a w s .  

As summarized i n  S e c u r i t i e s  A c t  Release N o .  5877 

( O c t o b e r  2 6 ,  1 9 7 7 ) ,  f o r  many y e a r s  t h e  Commission h a s  been  

conce rned  about  t h e  d i v e r s i t y  i n  t h e  a c c o u n t i n g  and f i n a n -  

c i a l  r e p o r t i n g  p r a c t i c e s  of o i l  and g a s  p r o d u c e r s  and h a s  

made s e v e r a l  e f f o r t s  t o  r e s o l v e  t h i s  problem. I n  1 9 6 4  t h e  

C o m m i s s i o n ' s  s t a f f  u rged  t h e  o i l  and g a s  i n d u s t r y  and t h e  

a c c o u n t i n g  p r o f e s s i o n  t o  a d d r e s s  t h e  lack  of  c o m p a r a b i l i t y  

i n  r e p o r t i n g  f o r  p e t r o l e u m  companies .  From 1968 t o  1 9 7 2  

t h e  Commiss ion ' s  s t a f f  m o n i t o r e d  t h e  a c t i v i t i e s  of t h e  

F A S B ' s  p r e d e c e s s o r  body, t h e  Accoun t ing  P r i n c i p l e s  Board, 

a s  it a t t e m p t e d  t o  a c h i e v e  more u n i f o r m i t y  i n  f i n a n k i a l  

r e p o r t i n g  by o i l  and g a s  p r o d u c e r s .  I n  1972 and 1973 t h e  

Commission made v a r i o u s  p r o p o s a l s  i n v o l v i n g  s u p p l e m e n t a l  

d i s c l o s u r e  i n  a n  a t t e m p t  t o  a l l e v i a t e  t h e  d i v e r s i t y  of 

f i n a n c i a l  r e p o r t i n g ,  b u t  t h e s e  p r o p o s a l s  were s t r o n g l y  
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o p p o s e d  w i t h i n  t h e  p e t r o l e u m  i n d u s t r y  and  in ,  v i ew of s i g -  

n i f  i c a n t  i m p l e m e n t a t i o n a l  p r o b l e m s  were n o t  a d o p t e d .  

The c o n c e r n s  of t h e  Commiss ion  o v e r  a c c o u n t i n g  

i n  t h e  petroleum i n d u s t r y  c o n t i n u e d  i n t o  1975  when C o n g r e s s  

was c o n s i d e r i n g  E P C A  a n d  proposals  w i t h  respect  t o  t h e  e n e r g y  

d a t a  b a s e  a n d  t h e  a c c o u n t i n g  p r a c t i c e s  now c o n t a i n e d  i n  

S e c t i o n  503. I n  a l e t t e r  on  A u g u s t  2 2 ,  1 9 7 5  t o  Congressman 

J o h n  E .  Moss , Cha i rman  G a r r e t t  wrote: 

"We [ t h e  Commiss ion ]  r e c o g n i z e  t h a t  a t  
t h e  p r e s e n t  time t h e r e  a r e  d i v e r s e  a c c o u n t i n g  
p r a c t i c e s  e x i s t i n g  i n  t h e  petroleum i n d u s t r y  
which  make t h e  d e v e l o p m e n t  of a d a t a  b a s e  
d i f f i c u l t  and  p r e c l u d e  m e a n i n g f u l  c o m p a r i s o n s  
among c o m p a n i e s .  Because of t h i s  w e  a g r e e  t h a t  
more s t a n d a r d i z a t i o n  o f  a c c o u n t i n g  p r a c t i c e s  is 
n e e d e d  i n  t h e  p e t r o l e u m  i n d u s t r y . "  

The Commiss ion  c u r r e n t l y  h a s  o u t s t a n d i n g  t h r e e  r u l e -  

making  proposals  r e l a t i n g  t o  a c c o u n t i n g  and  r e p o r t i n g  p r a c t i c e s  

f o r  o i l  and  g a s  p r o d u c e r s .  I n  S e c u r i t i e s  A c t  Release N o .  5 8 6 1  

( A u g u s t  31 ,  1 9 7 7 ) ,  t h e  Commiss ion  proposed r u l e s  p e r t a i n i n g  

t o  a c c o u n t i n g  measu remen t  s t a n d a r d s ,  e s s e n t i a l l y  p r o p o s i n g  

t o  adop t  t h e  F A S B ' s  c o n c l u s i o n s  i n  i t s  J u l y  1 5 ,  1 9 7 7  E x p o s u r e  

D r a f t  of S t a t e m e n t  No. 1 9 ;  and  i n  S e c u r i t i e s  A c t  Releases 

Nos. 5877  a n d  5878 (October  2 6 ,  1 9 7 7 ) ,  t h e  Commiss ion  pro-  

p o s e d  r u l e s  f o r  d i s c l o s u r e  of r e l a t e d  f i n a n c i a l  and  o p e r a t i n g  

d a t a  by p e r s o n s  e n g a g e d  i n  o i l  and  gas  p r o d u c i n g  a c t i v i t i e s ,  
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i n c l u d i n g  e s s e n t i a l l y  t h e  d i s c l o s u r e s  i n  t h e  F A S B ' s  E x p o s u r e  

D r a f t  a n d ,  a d d i t i o n a l l y ,  i n f o r m a t i o n  on t h e  p r e s e n t  v a l u e  

of e s t i m a t e d  c a s h  f l o w s  f r o m  f u t u r e  p r o d u c t i o n  o f  p r o v e d  o i l  

a n d  gas r e s e r v e s .  The Commiss ion  h a s  i n d i c a t e d  t h a t ,  i f  

a d o p t e d ,  i t s  p r o p o s e d  r u l e s  would  a p p l y  b o t h  (1) t o  t h e  

p r e p a r a t i o n  and  p r e s e n t a t i o n  of f i n a n c i a l  s t a t e m e n t s  t o  

b e  i n c l u d e d  i n  f i l i n g s  w i t h  t h e  Commiss ion  p u r s u a n t  t o  t h e  

Fede ra l  S e c u r i t i e s  L a w s ,  and  ( 2 )  t o  t h e  c o m p i l a t i o n  of f i n a n -  

c i a l  a n d  r e l a t e d  o p e r a t i n g ' d a t a  f o r  r e p o r t i n g  t o  t h e  DOE by 

p e r s o n s  s u b j e c t  t o  t h e  r e p o r t i n g  r e q u i r e m e n t s  o f  EPCA. 

I n  Release No. 5 8 7 7 ,  t h e  Commiss ion  d i s c u s s e d  t h e  

r e l a t i o n s h i p  b e t w e e n  d a t a  r e p o r t i n g  t o  t h e  DOE a n d  f i n a n c i a l  

r e p o r t i n g  t o  i n v e s t o r s :  

"The  Commiss ion  v i e w s  t h e  F A S B ' s  p ro j ec t  on 
o i l  and  g a s  a c c o u n t i n g  a s  b e i n g  u s e f u l  i n  two 
respec ts .  F i r s t ,  t h e  p ro jec t  is e x p e c t e d  t o  
r e s u l t  i n  s i g n i f i c a n t  improvement  i n  f i n a n c i a l  
r e p o r t i n g  t h r o u g h  t h e  e s t a b l i s h m e n t  o f  u n i f o r m  
a c c o u n t i n g  s t a n d a r d s  s o  t h a t  i n v e s t o r s  a r e  p r o -  
v i d e d  w i t h  a v a l i d  b a s i s  f o r  c o m p a r i n g  t h e  
f i n a n c i a l  s t a t e m e n t s  o f  d i f f e r e n t  c o m p a n i e s .  
S e c o n d l y ,  t h e  g e n e r a l l y  accepted a c c o u n t i n g  
p r i n c i p l e s  p r o m u l g a t e d  by t h e  FASB i n  t h i s  
p r o j e c t  a r e  e x p e c t e d  t o  be u s e f u l  t o  t h e  
Commission i n  f u l f i l l i n g  i t s  r e s p o n s i b i l i t i e s  
u n d e r  t h e  EPCA.  

" T h e  i s s u e s  r e l a t i n g  t o  a c c o u n t i n g  measure- 
ment  s t a n d a r d s  a p p l i c a b l e  t o  t h e  p r e p a r a t i o n  of 
f i n a n c i a l  s t a t e m e n t s  a re  t h e  same, w h e t h e r  t h e y  
are  c o n s i d e r e d  from t h e  s t a n d p o i n t  of r e p o r t i n g  
t o  t h e  DOE p u r s u a n t  t o  t h e  EPCA o r  f r o m  t h e  
s t a n d p o i n t  o f  i s s u i n g  f i n a n c i a l  s t a t e m e n t s  f o r  
u s e  by i n v e s t o r s .  The EPCA s p e c i f i c a l l y  r e q u i r e s  
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t h a t  t h e  a c c o u n t i n g  p r a c t i c e s  t o  be deve loped  
t h e r e u n d e r  a d d r e s s  i s sues  such  a s  r evenue  and 
cost  r e c o g n i t i o n ,  d i s p o s i t i o n  of c a p i t a l i z e d  c o s t s ,  
and a c c o u n t i n g  f o r  c o n t r a c t u a l  a r r a n g e m e n t s  
i n v o l v i n g  s p e c i a l  conveyance of r i g h t s  and j o i n t  
o p e r a t i o n s .  T h e s e  and o the r  i s sues  s p e c i f i c a l l y  
r e q u i r e d  t o  be a d d r e s s e d  u n d e r  t h e  EPCA i n v o l v e  
a c c o u n t i n g  measurement s t a n d a r d s  used  t o  p r e p a r e  
f i n a n c i a l  s t a t e m e n t s .  

* * * 

"Uni fo rmi ty  of  r e p o r t i n g  t o  i n v e s t o r s  i s  as  
d e s i r a b l e ,  i n  t h e  Commission 's  view,  a s  un i fo rm 
r e p o r t i n g  t o  DOE. S i n c e  t h e  basis  of r e p o r t i n g  
t o  DOE is  e s s e n t i a l l y  t h e  same a s  r e p o r t i n g  t o  . 
i n v e s t o r s ,  t h e  Commission d o e s  n o t  c o n s i d e r  t h e  
s e p a r a t i o n  of  issues r e l a t e d  t o  r e p o r t i n g  t o  DOE 
and r e p o r t i n g  t o  i n v e s t o r s  t o  be p r a c t i c a b l e  or  
c o n s i s t e n t  w i t h  t h e  Commission 's  r e s p o n s i b i l i t i e s  
under  t h e  F e d e r a l  s e c u r i t i e s  laws." 

The Commission is  a l so  c o n s i d e r i n g  p o s s i b l e  economic 

consequences  i n  c o n n e c t i o n  w i t h  i t s  a c c o u n t i n g  and d i s c l o s u r e  

p r o p o s a l s .  

I n  Release N o .  5861, t h e  Commission i n d i c a t e d  t h a t  

i t  h a d  rev iewed t h e  s u b m i s s i o n s  t o  t h e  FASB c o n c e r n i n g  po ten -  

t i a l  impact  on  c o m p e t i t i o n  r e s u l t i n g  from t h e  p roposed  selec-  

t i o n  of t h e  s u c c e s s f u l  e f f o r t s  method and s o l i c i t e d  a d d i t i o n a l  

comments on t h i s  mat ter .  Comments were a g a i n  s o l i c i t e d  i n  

Release N o .  5877. On December 22, 1 9 7 7 ,  f o l l o w i n g  i s s u a n c e  

of S t a t e m e n t  N o .  19, ,  t h e  C o m m i s s i o n  announced i n  S e c u r i t i e s  

A c t  Release N o .  5892 t h a t  it would h o l d  h e a r i n g s  t o  s o l i c i t  

f u r t h e r  p u b l i c  comment on w h e t h e r  t h e  Commiss ion  s h o u l d  r e l y  

on S t a t e m e n t  N o .  1 9  a s  a u t h o r i z e d  by EPCA and,  f u r t h e r ,  o n  

w h e t h e r  t h a t  S t a t e m e n t ' s  a c c o u n t i n g  s t a n d a r d s  wou ld  be 
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a p p r o p r i a t e  f o r  t h e  p r e p a r a t i o n  of f i n a n c i a l  s t a t e m e n t s  t o  

b e  i n c l u d e d  i n  f i l i n g s  p u r s u a n t  t o  t h e  F e d e r a l  S e c u r i t i e s  

Laws and  i n  r epor t s  f i l e d  w i t h  t h e  DOE.  

I n  Release No. 5 8 9 2 ,  t h e  Commiss ion  a l s o  summar ized  

t h e  p o s i t i o n s  a d v a n c e d  by c e r t a i n  c o m m e n t a t o r s  on  t h e  e c o n o m i c  

impact o f  FASB S t a t e m e n t  No. 1 9  a n d  summar ized  some o f  t h e  

i n f o r m a t i o n  a n d  d a t a  r e v i e w e d  by t h e  FASB i n  r e a c h i n g  i t s  

c o n c l u s i o n s  t h a t  S t a t e m e n t  No. 1 9  w o u l d  f o s t e r ,  n o t  b u r d e n ,  

c o m p e t i t i o n  and  wou ld  n o t  h a v e  t h e  a d v e r s e  e c o n o m i c  impacts 

p r e d i c t e d  by some. The  Commiss ion  a g a i n  s o l i c i t e d  a d d i t i o n a l  

comments on  these  i ssues  and  e n c o u r a g e d  c o m m e n t a t o r s  t o  a d d r e s s  

t h e  v i e w s  p r e v i o u s l y  p r e s e n t e d  by o t h e r s  t o  t h e  Commiss ion  and  

t h e  FASB, as  w e l l  as  t h e  F A S B ' s  c o n c l u s i o n s  on these matters  

i n  S t a t e m e n t  No. 1 9 .  

A s  c o n t e m p l a t e d  by E P C A ,  t h e  Commiss ion  h a s  b e e n  

c o n s u l t i n g  w i t h  t h e  Fede ra l  E n e r g y  A d m i n i s t r a t i o n ,  t h e  FPC 

a n d ,  s i n c e  i t s  f o r m a t i o n ,  t h e  DOE, among o t h e r s ,  and  i t s  

s t a f f  h a s  worked c l o s e l y  w i t h  t h e i r  s t a f f s  o v e r  t h e  p a s t  two 

y e a r s  i n  d e v e l o p i n g  a pe t ro l eum company f i n a n c i a l  r e p o r t i n g  

s y s t e m  ( F R S ) ,  o n e  o f  t h e  s u b j e c t s  of t h e  DOE h e a r i n g s  h e l d  o n  

F e b r u a r y  2 1  a n d  2 2 ,  1 9 7 8 .  The  Commiss ion  summar ized  t h e  s c o p e  

a n d  n a t u r e  of those  a c t i v i t i e s  i n  Release N o .  5877  a n d  i n  

Release N o .  5 8 9 2 .  
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111. FASB STATEMENT N O .  1 9  

A.  Summary o f  C o m p e t i t i v e  and  Economic C o n c l u s i o n s  

I n  d e c i d i n g  i n  S t a t e m e n t  N o .  1 9  t h a t  t h e r e  s h o u l d  

b e  a s i n g l e  a c c o u n t i n g  me,thod f o r  o i l  a n d  g a s  p r o d u c e r s  and  

t h a t  s u c c e s s f u l  e f f o r t s ,  a n d  n o t  f u l l  cos t ,  s h o u l d  b e  t h e  

s i n g l e  me thod ,  t h e  B o a r d  assessed a n d  r e a c h e d  c o n c l u s i o n s  as  

t o  poss ib l e  e c o n o m i c  c o n s e q u e n c e s ,  i n c l u d i n g  poss ib l e  a d v e r s e  

e f f e c t s  on  aspects o f  c o m p e t i t i o n  and  e n e r g y  s u p p l y .  

The B o a r d ' s  c o n c l u s i o n s  r e f l e c t  t h a t :  

1. D i f f e r e n t  a c c o u n t i n g  f o r  t h e  same o r  s i m i l a r  f a c t s  

a n d  c i r c u m s t a n c e s  impedes c o m p a r a b i l i t y  and  c o n s i s t e n c y  o f  

f i n a n c i a l  s t a t e m e n t s  and  s i g n i f i c a n t l y  d e t r a c t s  f r o m  t h e i r  

u s e f u l n e s s .  The f a c t s  and  c i r c u m s t a n c e s  s u r r o u n d i n g  t h e  

search  f o r ,  d e v e l o p m e n t  and  p r o d u c t i o n  of o i l  and  gas a re  

s i m i l a r  f o r  a l l  c o m p a n i e s  a n d  do n o t  d i f f e r  b e c a u s e  of a 

company ' s  s i z e  o r  w h e t h e r  i t s  s e c u r i t i e s  a r e  p u b l i c l y  t r a d e d .  

The e f f e c t s  on  c o m p a n i e s '  r e p o r t e d  r e s u l t s  o f  a r e q u i r e m e n t  

t o  u s e  o n l y  o n e  a c c o u n t i n g  me thod ,  and  t h e  e f f e c t s ,  i f  a n y ,  

of s u c h  a r e q u i r e m e n t  on t h e  s t o c k  p r i c e s  or  on t h e  costs  of 

c a p i t a l  o f  p a r t i c u l a r .  c o m p a n i e s ,  are t h e  r e s u l t s  of d i f f e r -  

e n c e s  i n  a c c o u n t i n g  me thods  - n o t  d i f f e r e n c e s  i n  i n d u s t r y  

or  o p e r a t i n g  f a c t s  or  c i r c u m s t a n c e s ,  a n d  c e r t a i n l y  n o t  

j u s t i f i c a t i o n s  f o r  c o n t i n u i n g  a c c o u n t i n g  a l t e r n a t i v e s .  
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2 .  The a d o p t i o n  of a s i n g l e  a c c o u n t i n g  method p r e s e n t -  

i n g  c o m p a r a b l e  a n d  c o n s i s t e n t  f i n a n c i a l  and  o p e r a t i n g  d a t a  by 

c o m p a n i e s  e x p e r i e n c i n g  s imi l a r  t y p e s  o f  r i s k s  and  p o t e n t i a l  

r e w a r d s ,  and  c o m p e t i n g  f o r  l i k e  c a p i t a l  resources ,  is i n  t h e  

p u b l i c  i n t e r e s t .  Un i fo rm a c c o u n t i n g  f o r  s imi l a r  f a c t s  and 

c i r c u m s t a n c e s  p r o v i d e s  a n  e q u a l i t y  i n  " s c o r e - k e e p i n g "  t h a t  

e n h a n c e s  c o m p e t i t i o n .  A m a r k e t p l a c e  b u r d e n e d  by  t h e  e f f e c t s  

of i n c o n s i s t e n c y ,  n o n c o m p a r a b i l i t y ,  and  m i s u n d e r s t a n d i n g  of 

f i n a n c i a l  d a t a  is  a n t i c o m p e t i t i v e  a n d  c a n n o t  assure  e q u i t a b l e  

a l l o c a t i o n  o f  c a p i t a l  r e s o u r c e s .  

3 .  C a p i t a l  r e s o u r c e s  a re  most e f f i c i e n t l y  and  e q u i t -  

a b l y  a l l o c a t e d ,  and  t h e  n a t i o n a l  g o a l s  o f  c o m p e t i t i o n  i n  o i l  

a n d  g a s  e x p l o r a t i o n ,  d e v e l o p m e n t ,  and  p r o d u c t i o n  a r e  bes t  

fos te red  a n d  l i k e l i h o o d  of a t t a i n m e n t  i n c r e a s e d ,  i f  a l l  

competitors d i s c l o s e  f i n a n c i a l  d a t a  on  a comparable and  con-  

s i s t e n t  b a s i s ,  where  i n d u s t r y  r i s k s  and  r e w a r d s  t o  t h e  e x t e n t  

r e f l e c t e d  i n  f i n a n c i a l  s t a t e m e n t s  are  r e p o r t e d  a s  o b j e c t i v e l y  

and  a s  e v e n - h a n d e d l y  as  p o s s i b l e .  S o p h i s t i c a t e d  i n v e s t o r s  

may u n d e r s t a n d  t h e  i m p l i c a t i o n s  of a c c o u n t i n g  a l t e r n a t i v e s  

and  c o n s i d e r  i n d u s t r y  and s u p p l e m e n t a l  d a t a  i n  making t h e i r  

d e c i s i o n s ,  b u t  t h e  b r o a d  p u b l i c  c a n  o n l y  be h i n d e r e d  i n  i t s  

u n d e r s t a n d i n g  o f  economic  f a c t s  i f  r e l e v a n t  i n f o r m a t i o n  i s  

n o n c o m p a r a b l e  and  m i s u n d e r s t o o d  because o f  a c c o u n t i n g  

d i f f e r e n c e s .  
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4 .  A s i n g l e  a c c o u n t i n g  method f a c i l i t a t e s  t h e  a g g r e -  

g a t i o n  o f  a c c o u n t i n g  i n f o r m a t i o n  i n t o  a m e a n i n g f u l  d a t a  b a s e .  

I f  e a c h  company ' s  r e s u l t s  m u s t  be  a d j u s t e d  t o  a c h i e v e  i n d u s t r y  

c o n s i s t e n c y  and  c o m p a r a b i l i t y ,  t h e  t a s k  o f  d e v e l o p i n g  e n e r g y  

~ d a t a  f o r  a u s e f u l  e n e r g y  d a t a  b a s e  c a n  o n l y  b e  more d i f f i c u l t  

and  c o s t l y .  Whi l e  i t  may b e  t h e o r e t i c a l l y  p o s s i b l e  t o  m a n d a t e  

o n e  a c c o u n t i n g  p r a c t i c e  f o r  p u r p o s e s  of e n e r g y  d a t a  c o l l e c t i o n  

a n d  t o  pe rmi t  o i l  a n d  g a s  producers  t o  u t i l i z e  a n o t h e r  method 

o r  a l t e r n a t i v e s  f o r  r e p o r t i n g  t o  i n v e s t o r s ,  t h i s  wou ld  e n t a i l  

t h e  m a i n t e n a n c e  o f  a d d i t i o n a l  records and  i n c r e a s e  e c o n o m i c  

cos t s  t o  them a n d  u l t i m a t e l y  t o  c o n s u m e r s .  T h e s e  b u r d e n s  would  

b e  p a r t i c u l a r l y  s e v e r e  f o r  small  i n d e p e n d e n t  p r o d u c e r s ,  some 

o f  w h i c h  a r e  on  record a s  o p p o s i n g  u n n e c e s s a r y  r e g u l a t o r y  

r e p o r t i n g  b u r d e n s .  

5.  P e r s u a s i v e  i n f o r m a t i o n  was n e i t h e r  p r e s e n t e d  n o r  

o b t a i n e d  s u p p o r t i n g  a s s e r t i o n s  t h a t  a d o p t i o n  of s u c c e s s f u l  

e f f o r t s  and  p r o h i b i t i n g  f u l l  cos t  would  i n h i b i t  c o m p e t i t i o n  

i n  e x p l o r a t i o n ,  d e v e l o p m e n t ,  and  p r o d u c t i o n  of o i l  and  g a s  

o r  i n  f i n a n c i n g  t h o s e  a c t i v i t i e s .  The w e i g h t  of t h e  e v i d e n c e  

b e f o r e  t h e  FASB was t h a t  i n d e p e n d e n t  o i l  and  g a s  p r o d u c i n g  

c o m p a n i e s  u s i n g  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  c o m p e t e  success- 

f u l l y  and  c o n d u c t  e f f e c t i v e  e x p l o r a t i o n  and  p r o d u c t i o n  p r o g r a m s  

t h a t  t h e y  a r e  a b l e  t o  f i n a n c e  t h r o u g h  a v a r i e t y  of c a p i t a l  

s o u r c e s .  As c o n c e d e d  e v e n  by a d v o c a t e s  o f  f u l l  c o s t ,  t h e  
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a c c o u n t i n g  c h a n g e  t o  s u c c e s s f u l  e f f o r t s  p r e s c r i b e d  by S t a t e -  

ment  No. 1 9  h a s  no  e f f e c t  a n d  i n  no  way a l t e r s ,  among o t h e r  

t h i n g s ,  a n y  company ' s  c a s h  f low, t h e  v a l u e  o f  i t s  o i l  a n d  g a s  

r e s e r v e s ,  i t s  cos ts  of e x p l o r a t i o n ,  d e v e l o p m e n t ,  o r  p r o d u c -  

t i o n ,  o i l  a n d  g a s  p r i c i n g  o r  o t h e r  m a r k e t p l a c e  c h a r a c t e r -  

i s t i cs ,  t h e  s u c c e s s  or f a i l u r e  of e x p l o r a t o r y  or  d e v e l o p m e n t  

a c t i v i t i e s ,  i n c l u d i n g  prospects  of f i n d i n g  c o m m e r c i a l l y  

r e c o v e r a b l e  r e s e r v e s ,  o r  i ts  income t a x  p a y m e n t s .  

6 .  W h i l e  a c h a n g e  t o  S t a t e m e n t  N o .  1 9 ' s  s u c c e s s f u l  

e f f o r t s  method may r e d u c e  r e p o r t e d  e a r n i n g s  and  r e t a i n e d  

e a r n i n g s ,  p e r h a p s  s i g n i f i c a n t l y ,  i n  t h e  s h o r t  r u n ,  i n  t h e  

l o n g  r u n  d i f f e r e n c e s  i n  r e p o r t i n g  r e s u l t s  u n d e r  t h a t  method 

a s  compared t o  f u l l  cos t  c a n  n a r r o w  s i g n i f i c a n t l y .  The  

Board f o u n d  e v i d e n c e  p e r s u a s i v e  t o  t h e  e f f e c t  t h a t ,  i n  a d d i -  

t i o n  t o  e a r n i n g s  and  o t h e r  i n f o r m a t i o n  i n  f i n a n c i a l  s t a t e -  

m e n t s ,  i n v e s t o r s ,  l e n d e r s ,  a n d  o t h e r  s u p p l i e r s  o f  c a p i t a l  

r e l i e d  s i g n i f i c a n t l y ,  i n  many cases p r i n c i p a l l y ,  i n  t h e i r  

i n v e s t m e n t  and  c r e d i t  d e c i s i o n s  on  a company ' s  e x p l o r a t i o n  

t r a c k  r e c o r d ,  i t s  o i l  and  g a s  r e s e r v e  p o s i t i o n ,  i t s  cash 

f l o w ,  and  l i k e  e c o n o m i c  i n d i c a t o r s .  To t h e  e x t e n t ,  however ,  

t h a t  i n v e s t o r s  and  c r e d i t o r s  looked t o  f i n a n c i a l  s t a t e m e n t s  

a s  a n  i m p o r t a n t  s o u r c e  of i n f o r m a t i o n ,  t h e  Board  f o u n d  t h e i r  

f o c u s  t o  b e  p r i n c i p a l l y  on  e a r n i n g s  - i n  p a r t i c u l a r  e a r n i n g s  

v a r i a b i l i t y  - as  a n  i n d i c a t i o n  of r i s k s  and  r e t u r n s .  Con- 

s e q u e n t l y ,  t h e  B o a r d  was i n f l u e n c e d  s i g n i f i c a n t l y  by t h e  
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s u c c e s s f u l  e f f o r t s  c h a r a c t e r i s t i c  o f  h i g h l i g h t i n g  f a i l u r e s  

and  t h e  r i s k s  i n v o l v e d  i n  o i l  and  g a s  e x p l o r a t i o n ,  and  by 

t h e  f a c t  t h a t  o n l y  t h e  f u l l  c o s t  method o b s c u r e s  f a i l u r e .  

7 .  The e v i d e n c e  w i t h  respect t o  new c o m p a n i e s  i n  t h e  

s t a r t - u p  or d e v e l o p m e n t  s t a g e  was t h a t  w h e t h e r  t h e s e  new 

c o m p a n i e s  d e f e r  or  e x p e n s e  cos t s  h a s  l i t t l e  e f f e c t  on  t h e  

amount  of v e n t u r e  c a p i t a l  p r o v i d e d  them or  t h e  terms u n d e r  

which  i t  is p r o v i d e d .  I n  a n y  e v e n t ,  t h e  Board  f o u n d  i t  

l i k e l y  t h a t  most new e x p l o r a t i o n  c o m p a n i e s  wou ld  b e  r e p o r t i n g  

o p e r a t i n g  losses and  c u m u l a t i v e  d e f i c i t s  f o r  a p e r i o d  o f  time 

r e g a r d l e s s  o f  w h e t h e r  on  f u l l  cos t  o r  success fu l  e f f o r t s  

a c c o u n t i n g ,  f o r  most f u l l  cos t  a d v o c a t e s  v i ew a r e s e r v e  v a l u e  

" c o v e r "  or  "limitation" on c a p i t a l i z e d  cos t s  as  e s s e n t i a l  t o  

use of f u l l  c o s t i n g .  

8 .  The  Board  d i d  n o t  f i n d  p e r s u a s i v e ,  c o n t e n t i o n s  

t h a t  by u s i n g  t h e  f u l l  cos t  me thod ,  a s s e t  c a r r y i n g  amoun t s  

r e p o r t e d  i n  t h e  b a l a n c e  shee t  would  b e  "c loser"  t o  t h e  c u r -  

r e n t  v a l u e s  o f  most c o m p a n i e s '  o i l  a n d  g a s  r e s e r v e s  t h a n  

t h e y  would  be u n d e r  s u c c e s s f u l  e f f o r t s .  The  Board  c o n c l u d e d  

t h a t  u n d e r  n e i t h e r  method do c o s t s  t o  acqui re ,  explore  and  

d e v e l o p  reserves  i n d i c a t e  v a l u e s  of r e s e r v e  d i s c o v e r e d .  

V a l u e s  c h a n g e  c o n t i n u a l l y  based on r e v i s i o n s  t o  r e s e r v e  

es t imates ,  d e v e l o p m e n t  costs ,  p r o d u c t i o n  c o s t s ,  t a x e s ,  t i m -  

i n g  of d e v e l o p m e n t  and  p r o d u c t i o n ,  s e l l i n g  p r i ces ,  appropr i a t e  

d i s c o u n t  r a t e s ,  a n d  r e g u l a t o r y  and  Government  d e t e r m i n a t i o n s  
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and p o l i c y .  On t h e  o t h e r  h a n d ,  c a p i t a l i z e d  cos t s  d o  n o t  

c h a n g e .  S i n c e  b o t h  f u l l  c o s t  and  s u c c e s s f u l  e f f o r t s  a r e  

b a s e d  o n  h i s t o r i c a l  cos t s ,  n e i t h e r  method is i n t e n d e d  t o ,  

n o r  d o e s  i t ,  p o r t r a y  c u r r e n t  v a l u e s .  The Board  d e c i d e d  t o  

require  d i s c l o s u r e  o f  c a p i t a l i z e d  cos ts  and cos ts  i n c u r r e d  

i n  o i l  and  g a s  p r o d u c i n g  a c t i v i t i e s ,  and of r e s e r v e  q u a n t i t i e s  

and  c h a n g e s  i n  reserves,  t o  p r o v i d e  i n d i c a t i o n s  o f  e f f o r t  and  

a c c o m p l i s h m e n t .  

9 .  Whi l e  some a d v o c a t e s  of f u l l  c o s t  c o n t e n d  t h a t  

' managements  would  b e  more i n c l i n e d  u n d e r  s u c c e s s f u l  e f f o r t s  

t o  " smoo th"  p e r i o d i c  e a r n i n g s  by d e l a y i n g ,  o r  e x p e d i t i n g ,  

e x p l o r a t i o n  e f f o r t s  o r ,  i n  some cases,  t o  reduce e x p l o r a t i o n  

e x p e n d i t u r e s ,  t h e  Board  f o u n d  those p o s s i b i l i t i e s  n o t  u n i q u e  

t o  t h e  s u c c e s s f u l  e f f o r t s  me thod ;  i t  is  i n h e r e n t  i n  t h e  

t r a n s a c t i o n - o r i e n t e d  a c c o u n t i n g  f r amework  u s e d  by a l l  com- 

p a n i e s  i n  a l l  i n d u s t r i e s .  I n d e e d  f u l l  c o s t  i s  i t s e l f  a 

method of " a v e r a g i n g " ,  o r  " s m o o t h i n g " ,  repor ted  e a r n i n g s  o v e r  

l o n g  pe r iods  of time. A c c o r d i n g l y ,  t h e  Board d i d  n o t  b e l i e v e  

t h a t  those p o s s i b i l i t i e s  s h o u l d  bea r  i m p o r t a n t l y  o n  t h e  

a c c o u n t i n g  d e c i s i o n s  i n  i t s  o i l  a n d  g a s  p r o j e c t .  Even i f  

a c c o u n t i n g  r e s u l t s  were t o  i n f l u e n c e  some m a n a g e r s '  dec i -  

s i o n s ,  i t  does n o t  fo l low t h a t  a c c o u n t i n g  s t a n d a r d s  s h o u l d  

be d e s i g n e d  t o  accomplish o r  p r e v e n t  a n  a c t i o n  by management .  

T h a t  t y p e  o f  a c c o u n t i n g  s t a n d a r d  would  requi re  a j u d g m e n t  by 
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t h e  Board  a s  t o  w h i c h  p o t e n t i a l  a c t i o n s  a re  d e s i r a b l e  and 

which  a r e  u n d e s i r a b l e .  A c c o u n t i n g  s h o u l d  e v e n h a n d e d l y  r e p o r t  

economic  ac t ions  t a k e n ,  r e g a r d l e s s  of m o t i v a t i o n .  A c c o u n t i n g  

s h o u l d  n o t  o b s c u r e  t h e  e f f e c t  of a c t i o n s  and  e v e n t s  i n  o r d e r  

t o  p r e v e n t  w h a t  some m i g h t  b e l i e v e  t o  be "uneconomic"  a c t i o n s .  

1 0 .  For t h e  r e a s o n s  summar ized  i n  p a r a g r a p h s  133-141  

of S t a t e m e n t  No. 1 9  t h e  FASB r e j e c t e d  t h e  d i s c o v e r y  v a l u e  and  

c u r r e n t  v a l u e  bases of a c c o u n t i n g  f o r  o i l  a n d  gas p r o d u c e r s  

a t  t h i s  time. V a l u e  a c c o u n t i n g ,  a n d  issues r e l a t i n g  t o  

a c c o u n t i n g  measu remen t  b a s e s ,  a r e  p r e s e n t l y  b e i n g  c o n s i d e r e d  

a s  a p a r t  o f  t h e  B o a r d ' s  C o n c e p t u a l  Framework p r o j e c t ,  and  

t h e  FASB c o n c l u d e d  n o t  t o  r e s o l v e  t h e s e  i s sues  a t  t h i s  time 

i n  t h e  n a r r o w  c o n t e x t  of t h e  o i l  a n d  g a s  i n d u s t r y . *  

11. T h e  Board  a l s o  r e j e c t e d  a n  " a r e a - o f - i n t e r e s t "  

approach f o r  t h e  r e a s o n s  summar ized  i n  p a r a g r a p h s  190-192.  

* I n  v i ew o f  t h e  e m p h a s i s  i n  S e c t i o n  2 0 5 ( h ) ( 2 ) .  o f  t h e  DOE 
A c t  and  S e c t i o n  503  o f  E P C A  o n  " cos t s , "  i t  is  d o u b t f u l  
t h a t  a v a l u e  a p p r o a c h  i n  t h e  a c c o u n t i n g  p r a c t i c e s  t o  
u n d e r l i e  t h e  e n e r g y  d a t a  base w o u l d  be c o n s i s t e n t  w i t h  
t h e  i n t e n t  'of t h o s e  Acts. The B o a r d ' s  r e c e n t  h e a r i n g s  
i n  i t s  C o n c e p t u a l  Framework p r o j e c t  c l e a r l y  i n d i c a t e  
t h a t  a g r e a t  d e a l  o f  s t u d y  a n d  research mus t  be u n d e r -  
t a k e n ,  i n c l u d i n g  e x p e r i m e n t a t i o n ,  before v a l u e  a c c o u n t -  
i n g  c o u l d ,  i f  ever ,  replace h i s t o r i c a l  c o s t ,  e i t h e r  gen-  
e r a l l y  o r  i n  s p e c i f i c  cases.  I n  a n y  e v e n t ,  a proposal  by 
t h e  Commission i n  S e c u r i t i e s  A c t  Release No. 5878 (October 
26 ,  1 9 7 7 )  w o u l d ,  i f  a d o p t e d ,  r e q u i r e  d i s c l o s u r e  of t h e  
p r e s e n t  v a l u e  of estimated c a s h  f lows  from f u t u r e  p r o d u c t i o n  
o f  p r o v e d  o i l  a n d  g a s  r e s e r v e s  i n  f i l i n g s  w i t h  t h e  Commiss ion .  
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B .  FASB "Due P r o c e s s ' !  

T h e  Board r e a c h e d  i t s  c o n c l u s i o n s  and  i s s u e d  

S t a t e m e n t  No. 1 9  o n l y  a f t e r  a two-yea r  s t u d y ,  r e v i e w  and  

e v a l u a t i o n  o f  e x t e n s i v e  i n f o r m a t i o n  a n d  d a t a  s u b m i t t e d  t o  or  

o b t a i n e d  by i t ,  as  summar ized  i n  p a r a g r a p h s  65-96 o f  S t a t e m e n t  

No. 1 9 .  Apart f r o m  t h e  r e c o r d  o f  t h e  F A S B ' s  own p r o c e e d i n g s ,  

t h e  B o a r d ,  i t s  t e c h n i c a l  s t a f f  and  a n  e x p e r i e n c e d  a n d  d i v e r s e  

T a s k  Force c o n s i d e r e d  many research  s t u d i e s  and  p u b l i c a t i o n s  

on  b o t h  s i d e s  of  t h e  s u c c e s s f u l  e f f o r t s / f u l l  cos t  c o n t r o v e r s y ,  

i n c l u d i n g  t h e  p r o c e e d i n g s  o f  t h e  A c c o u n t i n g  P r i n c i p l e s  3 o a r d  

f r o m  1 9 7 0 - 1 9 7 3 ,  and  o v e r  1 0 0  p u b l i c a t i o n s  on a c c o u n t i n g  and  

r e p o r t i n g  i n  t h e  e x t r a c t i v e  i n d u s t r i e s  w r i t t e n  g e n e r a l l y  

w i t h i n  t h e  p a s t  t e n  y e a r s .  

T h e  Board ' s  e f f o r t s  t o  e n c o u r a g e  maximum p u b l i c  

p a r t i c i p a t i o n  i n  i t s  c o n s i d e r a t i o n  a n d  r e s o l u t i o n  of t h e  

o i l  a n d  g a s  a c c o u n t i n g  c o n t r o v e r s y  r e f l e c t  " d u e  process" 

f a r  e x c e e d i n g  t h a t  r e q u i r e d  of Government  a g e n c i e s  by t h e  

A d m i n i s t r a t i v e  P r o c e d u r e s  A c t :  

- The FASB's  s t a f f  and  a n  18-member T a s k  Force 
( w i t h  r e p r e s e n t a t i v e s  from t h e  o i l  a n d  g a s  
i n d u s t r y ,  p u b l i c  a c c o u n t i n g ,  t h e  b a n k i n g  and  
s e c u r i t i e s  i n d u s t r i e s ,  t h e  m i n i n g  i n d u s t r y  and  
academe) a s s i s t e d  t h e  Board  i n  a n a l y z i n g  t h e  
i ssues  r e l a t e d  t o  t h e  p r o j e c t  and  i n  p r e p a r i n g  a 
c o m p r e h e n s i v e  D i s c u s s i o n  Memorandum. Task  
force m e e t i n g s  were a t t e n d e d  by o b s e r v e r s  f rom 
s e v e r a l  F e d e r a l  a g e n c i e s  ( t h e  FEA, t h e  FPC, t h e  
Commiss ion ,  t h e  U n i t e d  S t a t e s  G e n e r a l  A c c o u n t i n g  

' O f f i c e ,  and  t h e  Cost A c c o u n t i n g  S t a n d a r d s  B o a r d )  
and  a C o n g r e s s i o n a l  Subcommittee,  and  l i a i s o n  
w i t h  t h o s e  g r o u p s  was m a i n t a i n e d  t h r o u g h o u t  t h e  
Board ' s  r e v i e w  and  d e l i b e r a t i v e  processes. 
The  FASB h a s  made a v a i l a b l e  t o  each o f  those 
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o b s e r v e r  g r o u p s  c o p i e s  of a l l  l e t t e r s  of  comment and 
p o s i t i o n  p a p e r s  r e c e i v e d  on t h e  D i s c u s s i o n  Memorandum 
and t h e  J u l y  5 ,  1977 Exposure D r a f t  o f  S t a t e m e n t  No. 1 9 ,  
i t s  p u b l i c  h e a r i n g s  t r a n s c r i p t ,  and o t h e r  i n f o r m a t i o n  
and d a t a  i n  t h e  FASB's p u b l i c  f i l e s .  The FASB's p u b l i c  
r e c o r d  h a s  been  i n c l u d e d  by t h e  Commission i n  t h e  p u b l i c  
r e c o r d  of  i t s  p r o c e e d i n g s  and h a s  been s u b m i t t e d  t o  t h e  
DOE f o r  i n c l u s i o n  i n  t h e  r e c o r d  of  i t s  p u b l i c  h e a r i n g s .  

140 p o s i t i o n  papers,  l e t t e r s  of comments and o u t l i n e s  
( t o t a l l i n g  2,600 p a g e s )  were r e c e i v e d  i n  r e s p o n s e  t o  t h e  
FASB's December 1976 D i s c u s s i o n  Memorandum (which  t h e  
Board i s s u e d  t o  s e t  f o r t h  t h e  a c c o u n t i n g  and r e p o r t i n g  
i s s u e s  and t h e  a rgumen t s  and i m p l i c a t i o n s  of  a c c e p t i n g  
c e r t a i n  a l t e r n a t i v e s  and r e j e c t i n g  o t h e r s ) .  

P u b l i c  h e a r i n g s  were h e l d  on March 30 and 3 1  and A p r i l  1 
and 4 ,  1977.  Everyone r e q u e s t i n g  a n  o p p o r t u n i t y  t o  be 
h e a r d  was s c h e d u l e d ,  and 39 p r e s e n t a t i o n s  were made 
r e s u l t i n g  i n  a t r a n s c r i p t  o f  o v e r  1 , 0 0 0  p a g e s  i n  l e n g t h .  

O u t s i d e  e x p e r t s ,  i n c l u d i n g  p e t r o l e u m  e n g i n e e r s  and 
g e o l o g i s t s ,  p u b l i c  a c c o u n t a n t s ,  o i l  and g a s  i n d u s t r y  
e x e c u t i v e s ,  and a c a d e m i c i a n s ,  were c a l l e d  upon t o  a s s i s t  
t h e  FASB s t a f f  i n  c o n d u c t i n g  s e v e n  d a y s  of c o n c e n t r a t e d  
p r e p a r a t o r y  s e s s i o n s  f o r  Board members h e l d  p r i o r  t o  
d e l i b e r a t i o n s  on t h e  i s sues .  

Subsequen t  t o  i s s u a n c e  of t h e  D i s c u s s i o n  Memorandum 
two s u p p l e m e n t a r y  r e s e a r c h  s t u d i e s  were u n d e r t a k e n  p r i o r  
t o  i s s u a n c e  of t h e  J u l y  1 5 ,  1977 Exposure  D r a f t  ( s e e  
p a r a g r a p h  90 o f  S t a t e m e n t  N o .  1 9 ) .  

The FASB r e c e i v e d  l e t t e r s  of  comment on i t s  Exposure 
D r a f t  f rom 195  r e s p o n d e n t s  ( t o t a l l i n g  1 ,300  p a g e s ) .  

Subsequen t  t o  i s s u a n c e  of t h e  Exposure D r a f t ,  t w o  
a d d i t i o n a l  s u p p l e m e n t a r y  r e s e a r c h  s t u d i e s  were 
conduc ted  ( see  p a r a g r a p h  93 of  S t a t e m e n t  N o .  1 9 ) .  

I n  Sep tember ,  Board r e p r e s e n t a t i v e s  met a t  t h e  request  of 
a number of f u l l  cos t  a d v o c a t e s  t o  d i s c u s s  t h e  Exposure  
Draf t  and t h e  B o a r d ' s  proposed a c c o u n t i n g  s t a n d a r d s .  

Over 2 8 , 0 0 0  c o p i e s  of t h e  D i s c u s s i o n  .Memorandum and 
more t h a n  45,000 c o p i e s  of t h e  Exposure  D r a f t  ( i n c l u d -  
i n g  g r a t i s  c o p i e s  of each  t o  anyone so  r e q u e s t i n g )  
were d i s t r i b u t e d  by t h e  Board p r io r  t o  i s s u a n c e  of 
S t a t e m e n t  N o .  1 9 .  
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- The S e c u r i t i e s  and  Exchange  C o n m i s s i o n  i s s u e d  Releases 
i n  J a n u a r y ,  A u g u s t ,  and  O c t o b e r  c a l l i n g  a t t e n t i o n  t o  
t h e  FASB's o i l  a n d  g a s  p r o j e c t  and u r g i n g  i n t e r e s t e d  
p a r t i e s  t o  comment on t h e  i s s u e s  and  t o  p a r t i c i p a t e  i n  
t h e  B o a r d ' s  p r o c e e d i n g s .  

- The DOE ( t h e n  FEA) p u b l i s h e d  a n  announcemen t  i n  t h e  
S e p t e m b e r  7 ,  1 9 7 7  F e d e r a l  R e g i s t e r  u r g i n g  i n t e r e s t e d  
p a r t i e s  t o  comment o n  t h e  C o m m i s s i o n ' s  proposals  i n  
S e c u r i t i e s  Act Release No.5861 ( A u g u s t  3 1 ,  1 9 7 7 )  t o  
a d o p t  t h e  a c c o u n t i n g  r e q u i r e m e n t s  p r o p o s e d  by t h e  FASB 
i n  ' i ts J u l y  1 5 ,  1 9 7 7  E x p o s u r e  D r a f t .  

- S u b s e q u e n t  t o  t h e  i s s u a n c e  of S t a t e m e n t  No. 1 9  o n  
December 5 ,  1 9 7 7 ,  t h e  p o s t - i s s u a n c e  s u p p l e m e n t a r y  
r e s e a r c h  s t u d y  m e n t i o n e d  i n  p a r a g r a p h  9 3 ( a )  was 
u n d e r t a k e n ,  and  completed p r i o r  t o  t h e  D O E ' S  p u b l i c  
h e a r i n g s  on F e b r u a r y  2 1  and  2 2 ,  1 9 7 8 .  

The B o a r d ' s  care i n  a s s u r i n g  t h a t  numerous  o p p o r -  

t u n i t i e s  t o  comment were a v a i l a b l e  t o  a l l  i n  and  o f  i t s e l f  

imposes s i g n i f i c a n t  b u r d e n s  on a n y o n e  now s e e k i n g  t o  r e j e c t  

or  reform S t a t e m e n t  N o .  1 9 .  

I V .  BASES FOR THE F A S B ' s  COMPETITIVE 
AND ECONOMIC CONCLUSIONS 

A.  Uni form A c c o u n t i n g  f o r  O i l  and  Gas P r o d u c e r s  

I t  h a s  b e e n  a s se r t ed  by some t h a t  r e q u i r i n g  a s i n g l e  

a c c o u n t i n g  method f o r  f i n a n c i a l  a c c o u n t i n g  a n d  r e p o r t i n g  p u r -  

poses w i l l  a d v e r s e l y  a f f e c t  t h e  a b i l i t y  of those ' smal l  i n d e -  

p e n d e n t  p roducers  t h a t  h a v e  b e e n  u s i n g  f u l l  cos t  t o  compe te  

i n  t h e  c a p i t a l  markets ,  a n d  t h a t  t h i s  w i l l  r e s u l t  i n  r e d u c e d  

e n e r g y  s u p p l y .  

I n  S t a t e m e n t  No. 1 9  t h e  FASB c o n s i d e r e d  and  r e j ec t ed  

t h o s e  a r g u m e n t s ,  a s  d i s c u s s e d  a t  v a r i o u s  p l a c e s  i n  p a r a g r a p h s  

128-132  and  p a r a g r a p h s  157-174 ,  and  a s  d i s c u s s e d  a b o v e .  The  

Board c o n c l u d e d  t h a t  t h e  search f o r  and  d e v e l o p m e n t  and 
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p r o d u c t i o n  o f  o i l  and  g a s  d i d  n o t  i n v o l v e  d i f f e r e n t  f a c t s  and  

c i r c u m s t a n c e s  s i m p l y  b e c a u s e  a company i s  r e l a t i v e l y  small 

or  p r i v a t e l y  h e l d ,  and  k h a t  c o m p a r a b l e  f i n a n c i a l  r e p o r t i n g  

o f  s i m i l a r  f a c t s  and  c i r c u m s t a n c e s  by c o m p a n i e s  i n  t h e  same 

i n d u s t r y  was most i n  t h e  p u b l i c  i n t e r e s t .  The Board  wen t  on 

t o  c o n c l u d e  t h a t ,  f a r  f r o m  b e i n g  a n t i - c o m p e t i t i v e ,  t h e  man- 

d a t i n g  o f  o n e  a c c o u n t i n g  method wou ld  e l i m i n a t e  t h e  b u r d e n s  

o f  i n c o n s i s t e n c y ,  n o n c o m p a r a b i l i t y  and  m i s u n d e r s t a n d i n g  on  

t h e  c a p i t a l  m a r k e t s  and  f o s t e r  c o m p e t i t i o n  i n  c a p i t a l  a l l o -  

c a t i o n  by h a v i n g  a l l  c o m p a n i e s  r e p o r t i n g  c o m p a r a b l e  d a t a  a s  

o b j e c t i v e l y  and  .as e v e n - h a n d e d l y  as  poss ib l e .  

1. P o l i c y  C o n s i d e r a t i o n s  

The d e s i r a b l e  -- i n  t h e  Board ' s  v i e w ,  n e c e s s a r y  -- 
g o a l  o f  e l i m i n a t i n g  a l t e r n a t i v e  a c c o u n t i n g  p r a c t i c e s  f o r  oil '  

and  g a s  p r o d u c e r s  h a s  b e e n  manda ted  by C o n g r e s s  i n  r e c e n t  

n a t i o n a l  e n e r g y  l e g i s l a t i o n .  

I n  S e c t i o n  2 0 5 ( h ) ( 2 )  o f  t h e  DOE A c t  C o n g r e s s  man- 

d a t e d  t h e  d e v e l o p m e n t  o f  a n  e n e r g y - p r o d u c i n g  company f i n a n c i a l  

r epor t  t o  allow " c o m p a r i s o n  on  a u n i f o r m  a n d  s t a n d a r d i z e d  b a s i s  

among e n e r g y - p r o d u c i n g  c o m p a n i e s "  of r e v e n u e s  , p r o f  i t s ,  c a s h  

f l o w s ,  e x p l o r a t i o n ,  d e v e l o p m e n t  and  p r o d u c t i o n  cos t s ,  e n e r g y  

r e l a t e d  i n v e s t m e n t s  and  o t h e r  i n f o r m a t i o n .  These  require-  

, m e n t s  a r e  c o m p l e m e n t a r y  to  S e c t i o n  503  of E P C A ,  w h i c h  C o n g r e s s  

a l s o  i n t e n d e d  t o  r e s u l t  i n  t h e  u n i f o r m  r e p o r t i n g  of r e l i a b l e  

e n e r g y  d a t a  t o  t h e  DOE. 
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O t h e r s ,  w i t h i n  bo th  t h e  p r i v a t e  s e c t o r  and Govern- 

m e n t ,  a r e  s i m i l a r l y  o n  r e c o r d  i n  f a v o r  of un i fo rm a c c o u n t i n g  

p r a c t i c e s  f o r  t h e  ene rgy  d a t a  and f i n a n c i a l  r e p o r t i n g  of o i l  

and g a s  p r o d u c e r s .  F o r  example,  

- Two major f i n a n c i a l  s t a t e m e n t  u s e r  g r o u p s  -- t h e  
F i n a n c i a l  Accoun t ing  P o l i c y  Committee o f  t h e  F i n a n c i a l  
A n a l y s t s  F e d e r a t i o n  ( t h e  n a t i o n a l  p r o f e s s i o n a l  associ-  
a t i o n  of s e c u r i t y  a n a l y s t s )  and The R o b e r t  Morris 
A s s o c i a t e s  ( t h e  n a t i o n a l  p r o f e s s i o n a l  a s s o c i a t i o n  of  
bank l e n d i n g  o f f i c e r s )  -- have  e n d o r s e d  e l i m i n a t i o n  of 
f r e e  choice a c c o u n t i n g  a l t e r n a t i v e s ,  n o t  o n l y  f o r  o i l  
and g a s  p r o d u c i n g  companies ,  b u t  f o r  o t h e r  i n d u s t r i e s  
as  well. ( S e e  p a r a g r a p h  1 3 2  o f  S t a t e m e n t  No. 1 9 ) .  

- S e n a t e  and House Subcommit tees  have e a c h  r eached  
s i m i l a r  c o n c l u s i o n s ,  as  ev idenced  by t h e  s t r o n g  
cr i t ic ism of  t h e  a v a i l a b i l i t y  of  a l t e r n a t i v e  accoun t -  
i n g  p r i n c i p l e s  i n  t h e  1976 Repor t  e n t i t l e d  " F e d e r a l  
R e g u l a t i o n  and R e g u l a t o r y  Reform" i s s u e d  by t h e  House 
S u b c o m m i t t e e  on O v e r s i g h t  a n d  I n v e s t i g a t i o n s ,  and i n  
a 1976 S t a f f  S t u d y ,  and t h e  r e l a t e d  1977 R e p o r t ,  of 
t h e  S e n a t e  Subcommit tee  on R e p o r t s ,  Account ing  and 
Management. The S e n a t e  Subcommit tee  R e p o r t  s t a t ed  
t h a t  " u n i f o r m i t y  i n  t h e  deve lopment  and a p p l i c a t i o n  
of a c c o u n t i n g  s t a n d a r d s  must  be a major g o a l  of t h e  
s t a n d a r d - s e t t i n g  sys t em."  Bo th  t h e  1976 House R e p o r t  
and t h e  1976 S e n a t e  S t a f f  S tudy  c i t e d  t h e  o i l  and g a s  
p roduc ing  i n d u s t r y  a s  a s i t u a t i o n  w h e r e  un i fo rm account- 
i n g  was p a r t i c u l a r l y  needed.  

- The S e c u r i t i e s  and Exchange Commission took a s imi l a r  
p o s i t i o n  i n  S e c u r i t i e s  A c t  Release N o .  5877 ( O c t o b e r  2 6 ,  
1 9 7 7 ) ,  s t a t i n g  t h a t  t h e  F A S B ' s  o i l  and g a s  p r o j e c t  " i s  
e x p e c t e d  t o  r e s u l t  i n  s i g n i f i c a n t  improvement i n  f inan-  
c i a 1  r e p o r t i n g  th rough  t h e  e s t a b l i s h m e n t  of un i fo rm 
a c c o u n t i n g  s t a n d a r d s  so t h a t  i n v e s t o r s  are  p r o v i d e d  w i t h  
a v a l i d  b a s i s  f o r  comparing t h e  f i n a n c i a l  s t a t e m e n t s  of 
d i f f e r e n t  companies ."  T h i s  Release w e n t  on a s  f o l l o w s :  
"Un i fo rmi ty  of  r e p o r t i n g  t o  i n v e s t o r s  i s  a s  d e s i r a b l e ,  
i n  t h e  Commission 's  v iew,  a s  un i fo rm r e p o r t i n g  t o  DOE. 
S i n c e  t h e  b a s i s  of  r e p o r t i n g  t o  DOE i s  e s s e n t i a l l y  t h e  
same as r e p o r t i n g  t o  i n v e s t o r s ,  t h e  Commission does n o t  
c o n s i d e r  t h e  s e p a r a t i o n  of issues r e l a t e d  t o  r e p o r t i n g  
t o  DOE and r e p o r t i n g  t o  i n v e s t o r s  t o  be p r a c t i c a b l e  or  
c o n s i s t e n t  w i t h  t h e  Commission 's  r e s p o n s i b i l i t i e s  under: 
t h e  F e d e r a l  secur i t ies  laws ."  
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- Congressman John E .  Moss, an author of Sect ion 503 of 
EPCA, wrote on October 25 ,  1 9 7 7  t o  the  Senate/House 
Energy Conferees w i t h  respect  t o  the Senate ' s  s ince  - 
r e j ec t ed  Haskel l /Bar t le t t  Amendment t o  Section 503 
(which was then being perceived i n  some q u a r t e r s  as 
permit t ing cont inuat ion of accounting a l t e r n a t i v e s  f o r  
o i l  and gas producers) :  

"Although a primary focus of EPCA was t o  c r e a t e  
a repos i tory  of r e l i a b l e  energy da ta  ava i l ab le  
t o  the  Congress, it was a l s o  contemplated t h a t  
the  SEC would b r i n g  t h e  same uniform standards 
t o  bear on report ing t o  shareholders and o the r s  
under the  f ede ra l  s e c u r i t i e s  laws. 

" I f  the p rac t i ces  proposed by the S E C  f o r  repor t -  
i n g  t o  the  Department of Energy a re  sound -- a s  I 
bel ieve they a re  -- a r e  they any l e s s  sound f o r  
repor t ing  under the  f ede ra l  s e c u r i t i e s  laws? The 
Department of Energy repor t ing  requirement was 
designed t o  e l i c i t  accura te ,  comparable energy 
da ta  t o  which the Congress could t u r n  i n  fashion- 
i n g  energy l e g i s l a t i o n  t o  conserve and a l l o c a t e  
precious resources.  I t  is equally important t o  
ensure d isc losure  t o  the invest ing publ ic  of the 
same accura te ,  comparable energy da ta ,  so a s  t o  
achieve an e f f i c i e n t  a l loca t ion  of resources 
through the  fo rces  of the marketplace." 

- The Comptroller General of the United S t a t e s  wrote the 
Senate/House Energy Conferees on the same subjec t  on 
November 7 ,  1 9 7 7 :  

"For years ,  the  d i f f e r e n t  accounting a l t e rna -  
t i v e s  ava i l ab le  t o  o i l  and gas producers have been 
a sub jec t  of controversy i n  the accounting pro- 
fess ion .  Transactions t h a t  a re  i d e n t i c a l  i n  
nature and economic substance a re  o f t en  accorded 
very d i f f e r e n t  treatment i n  producers ' f i n a n c i a l  
statements.  The r e s u l t a n t  lack of comparability 
i n  the da ta  published by these producers has f r u s -  
t r a t e d  inves tors  and policymakers a l i k e .  Meaning: 
f u l  comparisons of the companies' f i n a n c i a l  s t a t e -  
ments and aggregations of industry-wide da ta  o f t en  
cannot be made. I t  was t h i s  s i t u a t i o n  t h a t  gave 
r i s e  t o  the  passage of Sect ion 503 of the Energy 
Policy and Conservation Act. 
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"We b e l i e v e  t h a t  it would be i n a p p r o p r i a t e  a t  
t h i s  c r u c i a l  p o i n t  f o r  t h e  Government t o  t a k e  any 
ac t ion  which would undermine s u c c e s s f u l  comple- 
t i o n  of  t h e  c o o r d i n a t e d  FASB-SEC e f f o r t .  From 
o u r  o b s e r v e r  r o l e ,  we conc lude  t h a t  t h e  FASB h a s  
done a commendable j o b  o f  r e s e a r c h i n g  a d i f f i c u l t  
t e c h n i c a l  a c c o u n t i n g  issue and p r o v i d i n g  t h e  forum 
f o r  f u l l  p u b l i c  d e b a t e  and i n p u t  by a l l  i n t e r e s t e d  
p a r t i e s  i n  a r r i v i n g  a t  i t s  p o s i t i o n  r e g a r d i n g  
s t a n d a r d s  f o r  o i l  and g a s  p r o d u c e r s .  

"We b e l i e v e  t h e  c o o r d i n a t e d  approach  f o l l o w e d  by 
t h e  FASB and SEC is  i n  t h e  b e s t  i n t e r e s t s  of t h e  
N a t i o n .  I t  m a i n t a i n s  t h e  l o n g - s t a n d i n g  ro l e  of  t h e  
p r i v a t e  sector i n  d e v e l o p i n g  f i n a n c i a l  r e p o r t i n g  
s t a n d a r d s  and ,  a t  t h e  same t ime,  assures  t h a t  those 
s t a n d a r d s  a r e  c o n s i s t e n t  w i t h  t h e  p r a c t i c e s  f o l l o w e d  
i n  r e p o r t i n g  i n f o r m a t i o n  t o  t h e  Federal  Government. 

" C e r t a i n l y ,  we b e l i e v e  i t  would o n l y  c r ea t e  con- 
f u s i o n  t o  have a p roduc ing  company r e p o r t  one se t  
of  f i n a n c i a l  d a t a  t o  t h e  F e d e r a l  Government and y e t  
a n o t h e r  t o  i ts  s h a r e h o l d e r s .  I t  does n o t  seem l o g i c a l  
f o r  o u r  s ecu r i t i e s  markets  t o  a l l o c a t e  resources based 
upon a d i f f e r e n t  s e t  of d a t a  t h a n  t h a t  s u p p o r t i n g  o u r  
n a t i o n a l  e n e r g y  p o l i c y .  Such a s i t u a t i o n  can  o n l y  
add t o  t h e  c o n f u s i o n  which c o n f r o n t s  t h e  u se r s  of 
e n e r g y  d a t a ,  p o l i c y m a k e r s  and i n v e s t o r s  a l i k e . "  

T h e s e  s ta tements ,  on t h e  p a r t  o f  i ndependen t  and 

o b j e c t i v e  p u b l i c  and p r i v a t e  b o d i e s  and Government o f f i c i a l s ,  

e x p r e s s  i m p o r t a n t  p o l i c y  c o n s i d e r a t i o n s ,  and a r e  s i g n i f i c a n t  

t o  a s s e s s i n g  S t a t e m e n t  N o .  1 9  and  t o  anyone commenting t o  t h e  

Commission on i t s  o i l  and g a s  p r o p o s a l s .  

A l s o  of s i g n i f i c a n c e  t o  t h e  D O E ' s  i n q u i r y  and t h e  

Commission's h e a r i n g s ,  A r t h u r  Andersen & . C o . ,  a major  i n t e r -  

n a t i o n a l  a c c o u n t i n g  f i r m  a n d  p e r h a p s  t h e  a c c o u n t i n g  p r o f e s s i o n ' s  

most a r d e n t  a d v o c a t e  of f u l l  cos t ,  a d d r e s s e d  t h e  u n i f o r m i t y  

i s s u e  i n  i t s  F e b r u a r y  1 6 ,  1978 r e s p o n s e  t o  t h e  DOE's r e q u e s t  
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f o r  comments on S t a t e m e n t  No. 1 9 .  While a d v o c a t i n g  f u l l  

cos t  and recommending t h a t  t h e  Commission f o l l o w i n g  i t s  

h e a r i n g s  remand S t a t e m e n t  N o .  1 9  t o  t h e  FASB f o r  r e v i s i o n ,  

A r t h u r  Andersen & C o .  was u n e q u i v o c a l  i n  i t s  s u p p o r t  of  sound 

and un i fo rm a c c o u n t i n g  s t a n d a r d s  f o r  o i l  and g a s  p roduc ing  

a c t i v i t i e s ,  and t h a t  a c c o u n t i n g  s t a n d a r d s  s h o u l d  be e s t a b -  

l i s h e d  by t h e  p r i v a t e  sector th rough  t h e  FASB. I n  s u p p o r t i n g  

u n i f o r m i t y ,  f o r  bo th  e n e r g y  d a t a  and f i n a n c i a l  r e p o r t i n g  

p u r p o s e s ,  A r t h u r  Andersen & Co. wrote: 

"One S e t  o f , A c c o u n t i n g  S t a n d a r d s  D e s i r a b l e  

* * * 

"We be l ieve  t h a t  t h e  p u b l i c  i n t e r e s t  w i l l  be b e s t  
s e r v e d  by hav ing  sound and u n i f o r m  a c c o u n t i n g  s t a n -  
d a r d s  and p r i n c i p l e s  f o r  o i l  and g a s  p roduc ing  
a c t i v i t i e s  t h a t  w i l l  be  e q u a l l y  a p p l i c a b l e  f o r  
r e p o r t i n g  t o  t h e  DOE and f o r  f i l i n g s  w i t h  t h e  S E C  
under  t h e  F e d e r a l  s e c u r i t i e s  laws. The o b j e c t i v e  
i n  both  c a s e s  s h o u l d  be t o  a c h i e v e  t h e  b e s t  p o s s i b l e  
r e f l e c t i o n  of  t h e  economic f a c t s  t h a t  resu l t  from 
t h e  t r a n s a c t i o n s  consummated by o i l  and g a s  p r o d u c i n g  
companies .  The i n f o r m a t i o n  t h a t  is needed i n  bo th  
cases is an i m p a r t i a l  and u n b i a s e d  r e p o r t i n g  of  t h e  
r e su l t s  of economic a c t i v i t i e s  i n  t h e  i n d u s t r y .  

" I f  d i f f e r e n t  r e p o r t i n g  s t a n d a r d s  were p e r m i t t e d  
f o r  t h e  FRS o r  i f  d i f f e r e n t  r e p o r t i n g  s t a n d a r d s  
were e s t a b l i s h e d  f o r  r e p o r t i n g  unde r  t h e  FRS and 
t h e  F e d e r a l  s ecu r i t i e s  laws ,  t h e  i n t e g r i t y  of t h e  
f i n a n c i a l  s t a t e m e n t s  unde r  bo th  methods c o u l d ,  and 
undoub ted ly  would,  be s u b j e c t  t o  q u e s t i o n  and 
c r i t i c i sm."  (pp .  3 - 4 . )  
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2 .  Foster ins  Competition 

Those advocates of the f u l l  cos t  method who a s s e r t  

t h a t  access t o  c a p i t a l  and c a p i t a l  cos t s  would be adversely 

a f fec ted  by Statement No. 1 9  ev ident ly  perceive t h a t  f u l l  cos t  

companies present ly  enjoy a competitive advantage i n  the  cap- 

i t a l  markets over t h e i r  successful  e f f o r t s  competitors. To 

the  ex ten t  t h a t  advantage r e s u l t s  from the  f a c t  t h a t  f u l l  cos t  

acounting obscures lo s ses  r e s u l t i n g  from unsuccessful explor- 

a t ion  a c t i v i t i e s ,  when an otherwise comparable f i r m  u s i n g  

successful  e f f o r t s  d i sp lays  explorat ion f a i l u r e s  ( l o s s e s )  

i n  i ts  f i n a n c i a l  repor t ing ,  then accounting has created the  

appearance of d i f f e rence  i n  the r i s k s  where none e x i s t s .  

The r e s u l t ,  i f  t h a t  perception i s  co r rec t ,  is  an inequi tab le  

c a p i t a l  market and uneven and inequi tab le  a l l o c a t i o n  of 

c a p i t a l  resources -- i n  e f f e c t ,  s u b s i d i z i n g  t he  cos t  of 

c a p i t a l  t o  the  f u l l  cos t  f irms a t  the  expense of t h e i r  

otherwise comparable successful  e f f o r t s  competitors. 

Financial  accounting should attempt t o  r epor t  the 

r e s u l t s  of business decis ions w i t h i n  an accepted framework 

of accounting appl icable  t o  a l l  en t e rp r i se s .  I f  i n d u s t r y  

c h a r a c t e r i s t i c s  r e s u l t  i n  f l u c t u a t i n g  earnings,  f i n a n c i a l  

report ing should r e f l e c t ,  not obscure, t h i s  c h a r a c t e r i s t i c .  

S imi la r ly ,  i f  economic inf luences i n  another i n d u s t r y  r e s u l t  

i n  minor f l u c t u a t i o n s ,  t h a t  too should be portrayed. 
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O i l  a n d  g a s  p r o d u c i n g  c o m p a n i e s ,  o f  course,  a l s o  

compete i n  t h e  c a p i t a l  m a r k e t s  w i t h  c o m p a n i e s  i n  o t h e r  

i n d u s t r i e s .  The Board  c o n c l u d e d  t h a t  s u c c e s s f u l  e f f o r t s  

c o s t i n g  was c o n s i s t e n t  w i t h  t h e  p r e s e n t l y  a c c e p t e d  a c c o u n t i n g  

f r amework  f o l l o w e d  i n  o t h e r  i n d u s t r i e s ,  and  t h a t  t h e  f u l l  cos t  

method o f  c a p i t a l i z i n g  e x p l o r a t i o n  costs  known n o t  t o  h a v e  

r e s u l t e d  i n  reserve d i s c o v e r i e s  was n o t .  A g a i n ,  i n  terms o f  

p e r c e i v e d  a d v a n t a g e s  e n j o y e d  by c e r t a i n  f u l l  c o s t  c o m p a n i e s ,  a 

c o n c l u s i o n  by t h e  B o a r d  t o  accept e x i s t i n g  a l t e r n a t i v e s  would  

n o t  h a v e  b e e n  e v e n - h a n d e d ,  b e c a u s e  it c o u l d  c o n t r i b u t e  t o  

s u b s i d i z i n g  t h e  cos t  of c a p i t a l  t o  some o i l  a n d  g a s  p r o d u c e r s  

a t  t h e  e x p e n s e  n o t  o n l y  o f  s u c c e s s f u l  e f f o r t s  competitors,  b u t  

a l s o  c o m p a n i e s  i n  o the r  i n d u s t r i e s  c o m p e t i n g  f o r  l i k e  c a p i t a l  

r e s o u r c e s .  

The a n t i c o m p e t i t i v e  a d v a n t a g e s  i n  t h e  c a p i t a l  

markets e n j o y e d  by some f u l l  cos t  c o m p a n i e s  were w e l l  expressed 

i n  t h e  December 1 6 ,  1 9 7 7  " P r o g r e s s  Report" of S t a t e x  P e t r o l e u m ,  

I n c . ,  a s m a l l  i n d e p e n d e n t  p r o d u c e r  u s i n g  o n e  of t h e  many 

e x i s t i n g  v a r i a t i o n s  o f  s u c c e s s f u l  e f f o r t s :  

"The FASB o r d e r i n g  s t a t e m e n t  e n t i t l e d  ' F i n a n c i a l  
A c c o u n t i n g  a n d  R e p o r t i n g  by O i l  a n d  Gas P r o d u c i n g  
C o m p a n i e s , '  r e s u l t s  i n  mater ia l  c h a n g e s  i n  b o t h  t h e  
Company's  reported f i n a n c i a l  p o s i t i o n  a t  O c t o b e r  3 1 ,  
1 9 7 6  and  its r e s u l t s  of o p e r a t i o n s  f o r  t h e  f i s c a l  
y e a r  e n d e d  October 31 ,  1 9 7 7 .  I t  w i l l  r e d u c e  
S t a t e x ' s  r e t a i n e d  e a r n i n g s  t h r o u g h  October 3 1 ,  1 9 7 6  
by  a p p r o x i m a t e l y  $ 2 , 2 0 0 , 0 0 0  t o  $ 2 , 6 0 0 , 0 0 0 .  A c c o r d i n g  
t o  p r e l i m i n a r y  a c c o u n t i n g  s t u d i e s  j u s t  completed, t h e  
r u l i n g ' s  impact o n  1 9 7 7  ope ra t ing  r e s u l t s  w i l l  move 
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t h e  Company f rom a n  a n t i c i p a t e d  l o s s  t o  a p r o f i t  
p o s i t i o n  and  w i l l  r e d u c e  c u r r e n t  y e a r  p r o v i s i o n s  f o r  
d e p r e c i a t i o n ,  d e p l e t i o n  a n d  a m o r t i z a t i o n  and  abandon-  
ment  e x p e n s e .  

* * * 

"Despi te  t h e  r e t a i n e d  e a r n i n g s  w r i t e - d o w n ,  i t  is 
e s t i m a t e d  t h e  Company ' s  book v a l u e  p e r  s h a r e  a t  t h e  c lose 
o f  t h e  1 9 7 7  f i s c a l  y e a r  w i l l  b e  b e t w e e n  $4.45 a n d  $4 .95  
per s h a r e .  The Company r e m a i n s  b a s i c a l l y  d e b t - f r e e ,  
t h e r e f o r e  t h e  w r i t e - d o w n  is  n o t  e x p e c t e d  t o  h a v e  a n y  
s i g n i f i c a n t  e f f e c t  o n  l e n d e r  r e l a t i o n s .  O i l  a n d  gas  
r e s e r v e s  and  c a s h  f l o w  w i l l  r e m a i n  e x a c t l y  a s  t h e y  were 
b e f o r e  t h e  p r o p o s e d  a c c o u n t i n g  s t a t e m e n t  and  a l t h o u g h  
c e r t a i n  l e a s e h o l d  c o s t s  and  o t h e r  b a l a n c e  s h e e t  items 
w i l l  be r e d u c e d  or w r i t t e n  o f f ,  t h e  s t a t e m e n t  d o e s  n o t  
a f f e c t  t h e  f u t u r e  e c o n o m i c  p o t e n t i a l  o f  t h e  p r o p e r t i e s .  

" P o t e n t i a l  m i s u n d e r s t a n d i n g  o f  t h e  r e s t a t e m e n t  l i e s  
n o t  i n  t h e  a c c o u n t i n g  c h a n g e s  t h e m s e l v e s ,  b u t  i n  t h e  
p o s s i b i l i t y  t h a t  s h a r e h o l d e r s ,  i n v e s t o r s ,  a n a l y s t s  and  
o t h e r s  m i g h t  m i s t a k e n l y  equate t h e  c h a n g e s  c a u s e d  by 
t h e  new a c c o u n t i n g  g u i d e l i n e s  w i t h  a c t u a l  e v e n t s  a f f e c t -  
i n g  t h e  Company's  f u n d a m e n t a l  v a l u e s .  

" N o t w i t h s t a n d i n g  t h i s  poss ib l e  m i s u n d e r s t a n d i n g  f o r  
t h e  shor t - te rm,  o n e  l o n g - t e r m  b e n e f i t  of t h e  a c c o u n t i n g  
c h a n g e s  w i l l  b e  t o  p u t  a l l  c o m p a n i e s  i n  t h e  i n d u s t r y  o n  
a u n i f o r m  a c c o u n t i n g  b a s i s .  T h i s  w i l l  f a c i l i t a t e  com- 
p a r i s o n s  a n d  r e l i e v e  c o m p a n i e s  s u c h  a s  S t a t e x ,  w h i c h  h a v e  
u s e d  more c o n s e r v a t i v e  a c c o u n t i n g  m e t h o d s ,  of t h e  d i s -  
a d v a n t a g e s  of showing  a l e s s  s t a b l e  p a t t e r n  of e a r n i n g s  
t h a n  o the r s  whose a c c o u n t i n g  methods h a v e  b e e n  more 
l i b e r a l .  

"The  a d o p t i o n  t h r o u g h o u t  t h e  i n d u s t r y  of t h i s  u n i f o r m  
a c c o u n t i n g  p r a c t i c e  a l lows  i n v e s t o r s  and c r e d i t o r s  t o  
f o c u s  on e a r n i n g s  as a n  i n d i c a t o r  of r i s k s  and r e t u r n s . "  

3. U n i f o r m i t y  Is t h e  P a r a m o u n t  I s s u e  

T h e  t h ree  i ssues  b e i n g  c o n s i d e r e d  by t h e  DOE - c o m p e t i -  

t i o n ,  e n e r g y  s u p p l y ,  and e n e r g y  d a t a  n e e d s  - a r e  n o t  s e p a r a b l e  

b u t  i n  r e a l i t y  c o n s t i t u t e  o n e  p a r a m o u n t  i s sue :  
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Whethe r  a s i n g l e  a c c o u n t i n g  p r a c t i c e  is  t o  
a p p l y  t o  o i l  a n d  g a s  p r o d u c i n g  a c t i v i t i e s ,  
o r  w h e t h e r  a l t e r n a t i v e ,  w i d e l y  d i s p a r a t e ,  
a c c o u n t i n g  p r a c t i c e s  s h o u l d  b e  p e r m i t t e d  

t o  c o n t i n u e .  

Most f u l l  cos t  c o m p a n i e s  and  t h e i r  a d v i s e r s  a r e  u r g i n g  

r e t e n t i o n  o f  t h e  f u l l  cos t  method a s  a n  acceptable  a c c o u n t i n q  

a l t e r n a t i v e .  R e l a t i v e l y  few, o n  t h e  o t h e r  h a n d ,  most n o t a b l y  

A r t h u r  A n d e r s e n  & Co., a re  u r g i n g  - b o t h  u n i f o r m i t y  o f  a c c o u n t i n g  

s t a n d a r d s  - and  t h e  f u l l  c o s t  method a s  t h a t  me thod .  

T h i s  may b e  b e c a u s e  those  a d v o c a t i n g  f u l l  cos t  as  a n  

a l t e r n a t i v e  b e l i e v e  t h a t  t h e  p e r c e i v e d  a d v a n t a g e s  f u l l  cos t  

c o m p a n i e s  p r e s e n t l y  e n j o y  i n  t h e  c a p i t a l  markets o v e r  success- 

f u l  e f f o r t s  f i r m s  w i l l  be l o s t  i f  e i t h e r  s u c c e s s f u l  e f f o r t s  _. or  

f u l l  cos t  i s  adopted as  t h e  s i n g l e  a c c o u n t i n g  method.  

I n  a l l  t h e  c i r c u m s t a n c e s ,  t h e  Board  b e l i e v e s  i t  would  

be i n  t h e  p u b l i c  i n t e r e s t ,  a n d  i n  t h e  best  i n t e r e s t s  o f  t h e  

o i l  a n d  g a s  p r o d u c i n g  i n d u s t r y ,  f o r  t h e  DOE, i n  commenting t o  

t h e  Commiss ion ,  t o  s u p p o r t  t h e  a d o p t i o n  o f  a s i n g l e  a c c o u n t i n g  

m e t h o d ,  b o t h  f o r  e n e r g y  d a t a  and  f i n a n c i a l  r e p o r t i n g  p u r p o s e s .  

4 .  F u l l  Cost a s  S u b s i d y  o r  I n c e , n t i v e  

F u l l  cos t  a d v o c a t e s  a s s e r t  t h a t  t h e  r e l a t i v e l y  

s t a b l e  and  h i g h e r  r e p o r t e d  e a r n i n g  l e v e l s  r e s u l t i n g  f r o m  f u l l  

c o s t ' s  c a p i t a l i z a t i o n  o f  a l l  e x p l o r a t o r y  ( i n c l u d i n g  u n s u c c e s s -  

f u l )  costs  i s  n e c e s s a r y  i f  t h e y  a re  t o  c o n t i n u e  t o  compete f o r  

c a p i t a l  a t  r e a s o n a b l e  cos t s .  To t h e  e x t e n t  t h a t  f i n a n c i a l  

s t a t e m e n t s ,  p a r t i c u l a r l y  r e p o r t e d  e a r n i n g s ,  a r e  i m p o r t a n t  t o  
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investment dec i s ions ,  t h i s  p o s i t  ion assumes, i n  e f f e c t ,  t h a t  

f i n a n c i a l  s t a t  eme n t  s minimizing explora tory  f a i l u r e  ( l o s s e s  ) 

and t h e  r i s k s  inherent  i n  o i l  and gas explora t ion  a r e  impor- 

t a n t  t o  t h e i r  c a p i t a l  r a i s i n g  and exp lo ra t ion  e f f o r t s .  

I f ,  as it appears ,  f u l l  c o s t  companies regard s u b -  

s i d i e s  ( s u b s t a n t i a l l y  a t  t h e  expense of independent success fu l  

e f f o r t s  f i r m s )  a s  important t o  t h e i r  a b i l i t y  t o  compete eco- 

nomically i n  t he  c a p i t a l  markets and t o  cont inue aggress ive  

exp lo ra t ion  programs, s i g n i f i c a n t  ques t ions  a r e  posed: 

- Should Government and energy policymakers 
consider  t h e  i s s u e s  i n  po l i cy  terms and 
formulate  and provide economic incen t ives  - 
p r i c e s ,  t a x e s ,  and t h e  l i k e  - designed 
t o  promote c a p i t a l  a v a i l a b i l i t y  t o  a l l ,  and 
t o  encourage increased  exp lo ra t ion  by a l l  
compet i tors  f o r  new domestic supp l i e s?  

- O r  should Government avoid t h e  economic 
i s sues  by manipulating f i n a n c i a l  accounting 
i n  hopes of a "quick f i x " ,  t h u s  pe rpe tua t ing  
the  p o s s i b i l i t y  of subs id i e s  of some producers 
a t  t h e  expense of o t h e r s ,  a s  w e l l  a s  a t  t he  
expense of o the r  i n d u s t r i e s  competing f o r  
c a p i t a l  resources?  

Many argue t h a t  t he  f u l l  c o s t  method i s  e s s e n t i a l  

f o r  an "aggress ive"  exp lo ra t ion  program. A few f u l l  c o s t  

advocates concede, however, t h a t  t he  method m i g h t  not r e s u l t  

i n  a lower c o s t  of c a p i t a l  than t h e  success fu l  e f f o r t s  

method would. 
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The use o f  t h e  full cos t  method a s  a b e h a v i o r a l  

i n c e n t i v e  ra i ses  e v e n  more s i g n i f i c a n t  i ssues  t h a n  t h o s e  

r e l a t e d  t o  t h e  cos t  o f  c a p i t a l .  I f ,  i n  t h e  minds  o f  some, 

i t  is n e c e s s a r y  t o  a c c o u n t  f o r  a n  e x p l o r a t o r y  d r y  h o l e  a s  

a n  a s se t  r a t h e r  t h a n  a s  a loss i n  o r d e r  t o  s t i m u l a t e  e x p l o r a -  

t i o n ,  and  if t h e  DOE c h o o s e s  t o  accept t h i s  a r g u m e n t  ( w h i c h  

h a s  s i g n i f i c a n t  i m p l i c a t i o n s  as  d i s c u s s e d  b e l o w ) ,  i t  must 

c o n s i d e r  a number of d i f f i c u l t  q u e s t i o n s ,  i n c l u d i n g  t h e  

f o l l o w i n g :  

- I f  f u l l  c o s t i n g  is  a b e h a v i o r a l  i n c e n t i v e ,  
s h o u l d  i t  be manda ted  f o r  a l l  c o m p a n i e s ?  

- I f  i t  is manda ted  f o r  a l l  c o m p a n i e s ,  does 
t h i s  resu l t  i n  f o s t e r i n g  c o m p e t i t i o n  or  d o e s  
it i n c r e a s e  t h e  so-called a d v a n t a g e  t h a t  some 
l a r g e  c o m p a n i e s  a l r e a d y  h a v e ?  

- S h o u l d  t h e  i n c e n t i v e  be  g r a n t e d  s e l e c t i v e l y ?  
For e x a m p l e ,  s h o u l d  i t  be a v a i l a b l e  o n l y  t o  
those managements  w h i c h  a re  d e f i n e d  i n  some 
way a s  " a g g r e s s i v e " ?  

- S h o u l d  i t  be  o f f e r e d  o n l y  t o  t h o s e  c o m p a n i e s  
t h a t  w i l l  explore  i n  s p e c i f i e d  a reas  
( g e o l o g i c a l  - g e o g r a p h i c ? )  c o n s i s t e n t  w i t h  

d e f i n e d  p o l i c y  g o a l s ?  On t h e  o t h e r  h a n d ,  
s h o u l d  t h o s e  who e x p l o r e  i n  a r eas  n o t  
c o n s i s t e n t  w i t h  d e f i n e d  p o l i c y  g o a l s  be 

p e n a l i z e d  by b e i n g  p r o h i b i t e d  f r o m  u s e  of 

t h e  f u l l  c o s t  me thod?  Can t h e y  s w i t c h  back 

t o  f u l l  cos t  i f  t h e y  o n c e  lose  i t? 
- S h o u l d  t h e  f u l l  cos t  method b e  a v a i l a b l e  

o n l y  t o  c o m p a n i e s  n o t  a l r e a d y  i n  t h e  
e x p l o r a t i o n  b u s i n e s s  i n  order t o  
s t i m u l a t e  new e n t r a n t s ?  
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T h e  c o n t i n u e d  use of a c c o u n t i n g  a l t e r n a t i v e s  cer- 

t a i n l y  d o e s  n o t  r e s u l t  i n  a n y  c o n t r o l l e d  use o f  s u b s i d y  o r  of  

b e h a v i o r a l  i n c e n t i v e .  I f  t h e  D e p a r t m e n t  o f  E n e r g y  c o n c l u d e s  

t h a t  a c c o u n t i n g  s h o u l d  b e  u s e d  a s  a n  e c o n o m i c  i n c e n t i v e  ( w h i c h  

t h e  Board  b e l i e v e s  would  b e  a v e r y  d a n g e r o u s  s t e p ) ,  i t  is 

u n d e r t a k i n g  a v e r y  c o m p l i c a t e d  a n d  u n t r i e d ,  and  a t r u l y  i n e f f i -  

c i e n t  means ,  o f  a t t e m p t i n g  t o  c o n t r o l  and  d i r e c t  e c o n o m i c  

b e h a v i o r .  

D r .  J o h n  C .  B u r t o n ,  P r o f e s s o r  of A c c o u n t i n g  a n d  

F i n a n c e  a t  t h e  C o l u m b i a  U n i v e r s i t y  Graduate  School  o f  B u s i n e s s  

and  former C h i e f  A c c o u n t a n t  o f  t h e  Commiss ion  and  D e p u t y  Mayor 

f o r  F i n a n c e  f o r  t h e  C i t y  o f  N e w  York, summar ized  t h e  p o l i c y  

i s s u e s ,  a n d  t h e  s e r i o u s  r e l a t e d  i m p l i c a t i o n s  t o  t h e  c a p i t a l  

marke t s ,  i n  h i s  prepared t e s t i m o n y  a t  t h e  DOE h e a r i n g s  on 

F e b r u a r y  2 1 :  

. " F i n a l l y ,  I would  l i k e  t o  address  m y s e l f  b r i e f l y  t o  t h e  
b a s i c  r o l e  of a c c o u n t i n g  i n  s o c i e t y .  The b a s i c  s o c i a l  p u r -  
p o s e  o f  a c c o u n t i n g  i s  t o  s u p p l y  i n f o r m a t i o n  a n d  u n b i a s e d  
measu remen t  t o  a l l  users  o f  d a t a .  T h i s  purpose is e x t r e m e l y  
i m p o r t a n t  s i n c e  i t  is  t h e  c o r n e r s t o n e  o f  t h e  c a p i t a l  market 
a l l o c a t i o n  s y s t e m .  I n  t h e  U n i t e d  S t a t e s  t o d a y  w e  h a v e  a 
s y s t e m  w h i c h  is g e n e r a l l y  a g r e e d  t o  he t h e  b e s t  i n  t h e  
wor ld  and  t h i s  i s  a major a s s e t  t o  t h e  n a t i o n .  I n v e s t m e n t  
f u n d s  h a v e  f lowed  h e r e  from a l l  o v e r  t h e  world because of 
c o n f i d e n c e  i n  our  m a r k e t s  and  i n  t h e  i n t e g r i t y  o f  t h e  d a t a  
on w h i c h  marke t  j u d g m e n t s  a r e  based .  I f  it is p e r c e i v e d  
t h a t  g o v e r n m e n t a l  p o l i c i e s  a re  r e q u i r i n g  t h a t  ou r  basic  
measu remen t  s y s t e m  be tampered w i t h  i n  o rder  t o  s e r v e  
p u r p o s e s  beyond e c o n o m i c  measu remen t  - s u c h  as e n e r g y  
p r o d u c t i o n  - w e  a r e  t a k i n g  a g r a v e  r i s k  w i t h  a p r i c e l e s s  
a s s e t  w h i c h  c a n n o t  be  r e c o v e r e d  o n c e  i t  is  l o s t .  C o n f i -  
d e n c e  o n c e  d e s t r o y e d  c a n  o 'n ly  be r e b u i l t  o v e r  a v e r y  l o n g  
per iod  of time. 

"Energy  is a v i t a l  a s s e t  and  i n c r e a s e d  p r o d u c t i o n  i s  
a n  i m p o r t a n t  n a t i o n a l  g o a l  b u t  it c a n n o t  be o b t a i n e d  
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by a d u l t e r a t i n g  t h e  measu remen t  s y s t e m  t o  e n c o u r a g e  
i n v e s t o r s  t o  commit f u n d s .  F i r s t ,  t h i s  a p p r o a c h  w i l l  
n o t  work as  i s  e v i d e n c e d  by t h e  e f f i c i e n t  market r e s e a r c h  
wh ich  was d e s c r i b e d  e a r l i e r .  More i m p o r t a n t l y ,  t h e  s o c i a l  
costs  o f  t h e  a t tempt  i n  terms o f  l o s t  c r e d i b i l i t y  i n  our  
p u b l i c  d i s c l o s u r e  s y s t e m  a n d  our  c a p i t a l  m a r k e t s  w i l l  b e  
enormous .  

"Somet imes  t h e  a r g u m e n t s  made f o r  d i f f e r e n t  a c c o u n t i n g  
p r i n c i p l e s  r e m i n d  me o f  t h e  a t h l e t e  who h a d  a n  X-ray o f  
h i s  damaged k n e e ,  a n d  h i s  d o c t o r  r e p o r t e d  t h e  X-ray 
showed t h a t  a n  o p e r a t i o n  c o s t i n g  $ 1 0 , 0 0 0  would b e  r e q u i r e d .  
The p a t i e n t ' s  r e s p o n s e  was ''1 c a n ' t  a f f o r d  t h a t .  H o w  
much would  it cos t  j u s t  t o  c h a n g e  t h e  X-ray?" We c a n ' t  
o b t a i n  e n e r g y  s i m p l y  by c h a n g i n g  a c c o u n t i n g  methods any  
more t h a n  w e  c a n  h e a l  k n e e s  by c h a n g i n g  t h e  X-ray. I 
u r g e  t h e  D e p a r t m e n t  o f  E n e r g y  n o t  t o  appear t o  b e  s e e k -  
i n g  s u c h  a r e s u l t  i n  i t s  s u b m i s s i o n  t o  t h e  S . E . C .  Even 
t h e  a p p e a r a n c e  may r e s u l t  i n  h i g h  costs  i n d e e d . "  

T h e  Board  r e a c h e d  s i m i l a r  c o n c l u s i o n s  i n  i t s  r e c e n t  

e x p o s u r e  d r a f t  e n t i t l e d ,  " O b j e c t i v e s  o f  F i n a n c i a l  R e p o r t i n g  

a n d  E l e m e n t s  of F i n a n c i a l  S t a t e m e n t s  of B u s i n e s s  E n t e r p r i s e s " .  

B .  S u c c e s s f u l  E f f o r t s  Is P r e f e r a b l e  t o  F u l l  Cost 

The FASB c o n c l u d e d  t h a t  s u c c e s s f u l  e f f o r t s  i s  

p r e f e r a b l e  t o  t h e  f u l l  cos t  method as t h e  s i n g l e  a c c o u n t i n g  

s t a n d a r d  f o r  o i l  a n d  g a s  producers ,  a s  d i s c u s s e d  i n  pa rag raphs  

142-188 o f  S t a t e m e n t  N O .  1 9 .  

The Board ' s  c o n c l u s i o n s  are  s o u n d ,  w h e t h e r  o n e  

c o n s i d e r s  t h e  (1) e c o n o m i c  c h a r a c t e r i s t i c s  of t h e  o i l  and  

g a s  i n d u s t r y ,  ( 2 )  t h e  n a t u r e  of a manda ted  c h a n g e  t o  success- 

f u l  e f f o r t s - ( 3 )  t h e  e c o n o m i c  e v i d e n c e ,  or  (4) c o n p a t a b i l i t y  

w i t h  t h e  s t a t u t o r y  r e q u i r e m e n t s  o f  E P C A ,  DOE A c t  o r  t h e  

F e d e r a l  S e c u r i t i e s  L a w s .  
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1. Economic C h a r a c t e r i s t i c s  

E n t e r p r i s e s  s e e k i n g  c a p i t a l  ope ra t e  i n  v a r y i n g  - 
c i r c u m s t a n c e s  o f  p o s s i b l e  s u c c e s s  or f a i l u r e .  T h a t  i s ,  

t h e y  o f f e r  v a r y i n g  d e g r e e s  of r i s k  and  o p p o r t u n i t y  t o  t h o s e  

s u p p l y i n g  c a p i t a l .  W h i l e  i n v e s t o r s  and  l e n d e r s  may d i f f e r  

among t h e m s e l v e s  w i t h  r e g a r d  t o  r i s k s  t h e y  a r e  w i l l i n g  t o  

accept ,  o n e  common d e n o m i n a t o r  i s  t h a t  t h e y  s e e k  a h i g h e r  

e x p e c t e d  r e t u r n  f o r  a c c e p t i n g  h i g h e r  r i s k .  B u s i n e s s  e n t e r -  

pr ises  s e e k i n g  c a p i t a l  o f f e r  d i f f e r e n t  r i s k s ,  and  c a p i t a l  

i s  most e q u i t a b l y  a l loca t ed  when r e t u r n s  a r e  commensura t e  

w i t h  t h e  r i s k .  F i n a n c i a l  s t a t e m e n t s  and  f i n a n c i a l  d a t a  pro- 

v i d e  a n  i m p o r t a n t  s o u r c e  o f  i n f o r m a t i o n  on  w h i c h  i n v e s t m e n t ,  

l e n d i n g  a n d  r e l a t e d  d e c i s i o n s  are made. 

The f u l l  cos t  method t e n d s  t o  o b s c u r e  f a i l u r e  and  

r i s k ,  b e c a u s e  i t  permits a n  e n t e r p r i s e  t o  c a p i t a l i z e  t h e  

cos t  o f  u n s u c c e s s f u l  e x p l o r a t o r y  a c t i v i t i e s  i n  o n e  g e o l o g i c a l  

a r ea ,  s i m p l y  b e c a u s e  t h a t  e n t e r p r i s e  p r e v i o u s l y  d i s c o v e r e d  

v a l p a b l e  r e s e r v e s  i n  some o t h e r ,  u n r e l a t e d  g e o l o g i c a l  a rea .  

I n  e f f e c t ,  f u l l  cos t  c o n s i d e r s  and  t r e a t s  " u n s u c c e s s f u l  
. .  

cos ts"  a s  a s se t s .  

S u c c e s s f u l  e f f o r t s ,  o n  t h e  o t h e r  h a n d ,  h i g h l i g h t s  

f a i l u r e  a n d  t h e  r i s k s  i n v o l v e d  i n '  t h e  search f o r  o i l  and  g a s  

r e s e r v e s ,  by c h a r g i n g  t o  e x p e n s e  those cos ts  known n o t  t o  

h a v e  r e s u l t e d  i n  t h e  d i s c o v e r y  of r e s e r v e s .  
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N e i t h e r  t h e  f u l l  c o s t  n o r  s u c c e s s f u l  e f f o r t s  method 

r e f l e c t s  success a t  t h e  time o f  d i s c o v e r y ;  u n d e r  b o t h ,  s u c c e s s  

is r e p o r t e d  a t  t h e  time of sa le .  However,  t h e  o b s c u r i n g  o f  

f a i l u r e ,  and  t h u s  r i s k ,  r e s u l t s  o n l y  unde r  t h e  f u l l  cos t  method.  

S t a t e m e n t  No. 1 9  r e f l e c t s  t h e  B o a r d ' s  j udgmen t  t h a t  f i n a n c i a l  

s t a t e m e n t s  p r e p a r e d  o n  t h e  s u c c e s s f u l  e f f o r t s  b a s i s ,  w i t h  d i s -  

c losure  of c a p i t a l i z e d  costs  and  cos ts  o f  p r o d u c t i o n  a c t i v i t i e s  

( t o  p r o v i d e  a n  i n d i c a t i o n  of e f f o r t )  a n d  of o i l  and g a s  r e s e r v e  

q u a n t i t i e s  and  r e s e r v e  c h a n g e s  ( t o  p r o v i d e  a n  i n d i c a t i o n  of 

a c c o m p l i s h m e n t ) ,  p r o v i d e s  i m p o r t a n t  i n f o r m a t i o n  a b o u t  success,  

a s  wel l  as  f a i l u r e ,  and  w i l l  p r o v i d e  i n v e s t o r s ,  l e n d e r s ,  and  

Government  p o l i c y m a k e r s  w i t h  a n  i m p o r t a n t  t oo l  i n  a s s e s s i n g  

r i s k s  and  r e t u r n s  i n  t h e  o i l  and  g a s  p r o d u c i n g  i n d u s t r y . *  The  

Board  d i d  n o t  f i n d  p e r s u a s i v e  c o n t e n t i o n s  t h a t  a s s e t  c a r r y i n g  

a m o u n t s  repor ted  i n  f u l l  cos t  b a l a n c e  shee t s  w o u l d  be c loser  

t o  t h e  c u r r e n t  v a l u e s  of most c o m p a n i e s '  o i l  and  g a s  r e s e r v e s  

t h a n  i f  r e f l e c t e d  u n d e r  s u c c e s s f u l  e f f o r t s ,  s i n c e  cos t s  t o  

a c q u i r e ,  e x p l o r e  and  d e v e l o p  a r e  n o t  i n t e n d e d  t o ,  and  do n o t ,  

i n d i c a t e  v a l u e s  of d i s c o v e r e d  r e s e r v e s . * *  

* A d d i t i o n a l l y ,  a p r o p o s a l  by t h e  Commiss ion  i n  S e c u r i t i e s  
A c t  Release N o .  5878 (October  2 6 , .  1 9 7 7 )  w o u l d ,  i f  adopted ,  
p r o v i d e  for v a l u e - o r i e n t e d  d a t a  by r e q u i r i n g  d i s c l o s u r e  
of t h e  p r e s e n t  v a l u e  of e s t i m a t e d  cash  f l o w s  f r o m  f u t u r e  
p r o d u c t i o n  of p r o v e d  o i l  and  g a s  r e s e r v e s  i n  f i l i n g s  
w i t h  t h e  Commiss ion .  

es t imates ,  d e v e l o p m e n t  and  p r o d u c t i o n  c o s t s ,  t a x e s ,  
t i m i n g  of p a r t i c u l a r  a c t i v i t i e s ,  s e l l i n g  p r i c e s  and  
d i s c o u n t  r a t e s ,  and  r e g u l a t o r y  and Government  de t e rmi -  
n a t i o n s  and  p o l i c y .  

** V a l u e s  c h a n g e  c o n t i n u a l l y  b a s e d  o n  r e v i s e d  r e s e r v e  
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The B o a r d ' s  d e t e r m i n a t i o n  t o  p r e s c r i b e  s u c c e s s f u l  

e f f o r t s  a s  t h e  s i n g l e  a c c o u n t i n g  method h a s  b e e n  c r i t i c i z e d  

on  t h e  g r o u n d s  t h a t  p a s t  f u l l  cos t  e a r n i n g s  when r e s t a t e d  

w i l l  b e  r e d u c e d ,  and  t h a t  o n g o i n g  e a r n i n g s  w i l l  f l u c t u a t e  

more t h a n  u n d e r  f u l l  cos t  a c c o u n t i n g ,  s i n c e  e a r n i n g s  w i l l  

r e f l e c t  c u r r e n t l y  t h e  r i s k s ,  l e v e l  a n d  r e s u l t s  o f  a com- 

p a n y ' s  e x p l o r a t i o n  a c t i v i t i e s .  W h i l e  f l u c t u a t i n g  e a r n i n g s  

may i n d e e d  b e  a c h a r a c t e r i s t i c  of success fu l  e f f o r t s ,  i t  is  

n o t  a f a u l t .  The Board  f o u n d  t h e  f o c u s  o f  i n v e s t o r s  and  

c r e d i t o r s  r e l y i n g  o n  f i n a n c i a l  s t a t e m e n t s  t o  be p r i n c i p a l l y  

on  e a r n i n g s  - p a r t i c u l a r l y  e a r n i n g s  f l u c t u a t i o n s  - a s  a n  

i n d i c a t i o n  of r i s k s  and r e t u r n s .  The Board  was n o t  persuaded  

t h a t  managements  w o u l d  be more i n c l i n e d  u n d e r  s u c c e s s f u l  

e f f o r t s  t o  l l ~ m ~ ~ t h ' l  e a r n i n g s  by d e l a y i n g ,  o r  e x p e d i t i n g ,  

e x p l o r a t i o n ;  those  p o s s i b l i t i e s  a re  n o t  u n i q u e  t o  s u c c e s s f u l  

e f f o r t s  b u t  a r e  i n h e r e n t  i n  t h e  t r a n s a c t i o n - o r i e n t e d  a c c o u n t -  

i n g  framework used by a l l  c o m p a n i e s  i n  a l l  i n d u s t r i e s .  F u l l  

cos t  i t s e l f  is a method of " a v e r a g i n g "  r e p o r t e d  e a r n i n g s  o v e r  

l o n g  p e r i o d s  of t ime, a s  most of i t s  a d v o c a t e s  c o n c e d e .  

I n  t h e  f i n a l  a n a l y s i s ,  t h e  Board v iewed  t h e  success- 

f u l  e f f o r t s  method as  p r o v i d i n g  t h e  o p p o r t u n i t y  t o  o b s e r v e  

a n d  assess  t h e  impact o f  t h e  r i s k s  i n h e r e n t  i n  o i l  and  g a s  

e x p l o r a t i o n  a c t i v i t i e s ,  w h i c h ,  i n  t h e  B o a r d ' s  j u d g m e n t ,  i s  

n e c e s s a r y  i f  c a p i t a l  i s  t o  be a l l o c a t e d  e f f i c i e n t l y  and 

e q u i t a b l y  i n  a c o m p e t i t i v e  m a r k e t  and i f  Government  p o l i c y ,  

-40-  



i n c l u d i n g  p r i c e ,  t a x  o r  o t h e r  i n c e n t i v e s ,  is  t o  be e s t a b -  

l i s h e d  on  t h e  b a s i s  o f  f a c t  and  n e c e s s i t y .  

2 .  The N a t u r e  o f  a Manda ted  Change 
t o  S u c c e s s f u l  E f f o r t s  

A r e t r o a c t i v e  c h a n g e  i n  a c c o u n t i n g  t o  success- 

f u l  e f f o r t s  may o f t e n  be  e x p e c t e d  t o  r e s u l t  i n  r e d u c t i o n s  i n  

p r e v i o u s l y  r e p o r t e d  e a r n i n g s  and  , common w i t h  t h o s e  c o m p a n i e s  

a l r e a d y  a p p l y i n g  t h a t  me thod ,  f l u c t u a t i n g  f u t u r e  e a r n i n g s .  

I n  t r u e  e c o n o m i c  terms, h o w e v e r ,  t h e  c h a n g e  w i l l  n o t  a f f e c t  

u n d e r l y i n g  e c o n o m i c  f a c t s  o r  a company ' s  i n t r i n s i c  e c o n o m i c  

s t r e n g t h s .  T h i s  i s  t r u e  w h e t h e r  c o n s i d e r e d  i n  a b s o l u t e  terms 

or  i n  r e l a t i o n  t o  o t h e r s  c o m p e t i n g  i n  t h e  m a r k e t p l a c e .  

T h i s  became a p p a r e n t  d u r i n g  t h e  c o u r s e  o f  t h e  B o a r d ' s  

two y e a r s  o f  s t u d y  and  e v a l u a t i o n .  As o n e  bank l e n d i n g  o f f i c e r  

p u t  it d u r i n g  t h e  c o u r s e  of a n  i n t e r v i e w  i n  wh ich  h e  i n d i c a t e d  

t h a t  h i s  d e c i s i o n - m a k i n g  process wou ld  n o t  be  m a t e r i a l l y  

a f f e c t e d  by a c h a n g e  i n  a c c o u n t i n g  b e c a u s e  "cash f l o w "  d a t a  

was more i m p o r t a n t ,  "You c a n ' t  c h a n g e  e c o n o m i c  f a c t s  by 

a c c o u n t i n g  e n t r i e s .  "*  
A s  a matter of e c o n o m i c  f a c t ,  a manda ted  c h a n g e  

t o  success fu l  e f f o r t s  as  p re sc r ibed  by S t a t e m e n t  No. 1 9  

w i l l  n o t  a f f e c t  or i n  a n y  way c h a n g e  or  a l t e r ,  among o t h e r  

t h i n g s ,  a n y  company ' s  

- r e v e n u e s  

* See p a r a g r a p h  9 0 ( a )  of S t a t e m e n t  N o .  1 9 .  
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c a s h  f l o w s  f r o m  o i l  a n d  g a s  p r o d u c i n g  o p e r a t i o n s  

o i l  and  g a s  r e s e r v e s  

success or  f a i l u r e  o f  e x p l o r a t o r y  or d e v e l o p m e n t  
a c t i v i t i e s ,  w h e t h e r  d o m e s t i c ,  f o r e i g n  or o f f - s h o r e  

costs  o f  e x p l o r a t i o n ,  d e v e l o p m e n t  or p r o d u c t i o n  

e s t i m a t e d  c o s t s  o f  r e s e r v e  a d d i t i o n s  

c a s h  r e q u i r e m e n t s  o f  e x p l o r a t i o n ,  d e v e l o p m e n t  
or p r o d u c t  i o n  

p r o d u c t i o n  o f  o i l  and  g a s  

p r i ces  a t  which  o i l  and  g a s  r e s e r v e s  c o u l d  be 
s o l d  i f  d i s c o v e r e d  a n d  p r o d u c e d  

income t a x e s  t h a t  become p a y a b l e  

c l a s s i f i c a t i o n  o f  i n f o r m a t i o n  by f u n c t i o n ,  w h e t h e r  
d o m e s t i c  o r  f o r e i g n  

The  w e i g h t ,  by number ,  of those o p p o s i n g  S t a t e m e n t  

N o .  1 9  a t  t h e  DOE h e a r i n g s  and  i n  t h e i r  r e l a t e d  w r i t t e n  com- 

m e n t s  is c o n s i s t e n t  w i t h  t h e  B o a r d ' s  g e n e r a l  e x p e r i e n c e  o v e r  

t h e  p a s t  f i v e  y e a r s ,  I t  is  human n a t u r e  t h a t  those  o p p o s i n g  a 

p r o p o s a l  a r e  t h e  o n e s  who appear a t  p u b l i c  h e a r i n g s  and  s u b m i t  

w r i t t e n  comments and  r e t a i n  c o n s u l t a n t s  t o  prepare  s t u d i e s  i n  

a n  a t tempt  t o  s u p p o r t  t h e i r  v i ew.  C o n v e r s e l y ,  t h e  Board  h a s  

f o u n d  t h a t  those who f a v o r  a n d  those  who a re  w i l l i n g  t o  a c c e p t  

a proposal  f r e q u e n t l y  n e i t h e r  appear a t  h e a r i n g s  n o r  c o n t i n u e  

t o  comment i n  w r i t i n g .  

The  i n e v i t a b l e ,  t h o u g h  u n d e r s t a n d a b l e ,  l ack  of 

b a l a n c e  imposes a d d i t i o n a l  r e s p o n s i b i l i t i e s  on those a s s e s s i n g  

-4 2- 



t e s t i m o n y  and  w r i t t e n  comments ,  and  a c o r r e s p o n d i n g  r e s p o n s i -  

b i l i t y  t o  assess w i t h  care  a n d  o b j e c t i v i t y  s u c h  o t h e r ’ d a t a  

a s  is a v a i l a b l e  b u t  wh ich  may n o t  h a v e  b e e n  c o n t a i n e d  i n  t h e  

t e s t i m o n y  or  r e l a t e d  comments s u b m i t t e d  i n  c o n n e c t i o n  w i t h  

t h e  h e a r i n g s .  A h e a l t h y  skept ic i sm,  and  a n  a w a r e n e s s  t h a t  

those o p p o s i n g  p r o p o s a l s  f r e q u e n t l y  h a v e  i n t e r e s t s  t h e y  w i s h  

t o  p r o t e c t ,  c a n  p r o v e  h e l p f u l .  

The  Board i s  a n  i n d e p e n d e n t ,  r e c o g n i z e d  s t a n d a r d -  

s e t t i n g  body c h a r g e d  w i t h  a c t i n g  s o l e l y  i n  t h e  p u b l i c  i n t e r e s t ,  

t h a t  i s s u e d  S t a t e m e n t  N o .  1 9  o n l y  a f t e r  two y e a r s  o f  concen-  

t r a t e d  s t u d y ,  r e v i e w  and  e v a l u a t i o n  o f  a l l  i n t e r e s t s ,  a r g u -  

m e n t s  and  p o i n t s  o f  v i ew.  T h i s  a l o n e  i m p o s e s  q u i t e  a b u r d e n  

on a n y o n e  s e e k i n g  t o  re jec t  o r  reform S t a t e m e n t  N o .  1 9 ,  

e s p e c i a l l y  when t h e  c o n t r o v e r s y  i n  q u e s t i o n  h a s  g o n e  on con-  

t i n u o u s l y  f o r  1 4  y e a r s .  T h e  Board  h a s  made a v a i l a b l e  i t s  

p u b l i c  r e c o r d ,  a n d  o t h e r  i n f o r m a t i o n  and  d a t a  g e n e r a t e d  o v e r  

t h e  y e a r s ,  t o  t h e  DOE and  t h e  Commiss ion ,  and  commends i t  

i n  t h e  c u r r e n t  c o n s i d e r a t i o n  of S t a t e m e n t  No. 1 9 .  

A s  Mr. K i r k  n o t e d  i n  h i s  t e s t i m o n y  a t  t h e  DOE 

h e a r i n g s  on  F e b r u a r y  2 1 ,  t h e  FASB s t a f f  h a s  b e e n  r e v i e w i n g ,  

and  w i l l  c o n t i n u e  t o  r e v i e w ,  p u b l i c  s t a t e m e n t s  made by o i l  

a n d  g a s  p r o d u c i n g  c o m p a n i e s  c o n c e r n i n g  t h e  impact of S t a t e m e n t  

N o .  1 9 .  David  Norr, o n e  o f  t hose  s u b m i t t i n g  w r i t t e n  comments 

t o  t h e  D O E ,  h a s  p r o v i d e d  t h e  FASB w i t h  c o p i e s  o f  h i s  w r i t t e n  

s u b m i s s i o n  i n  wh ich  Mr. Norr quotes a number o f  o i l  and  g a s  
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p r o d u c i n g  c o m p a n i e s  a s  s t a t i n g  i n  t h e i r  r e c e n t  p u b l i c  

a n n o u n c e m e n t s  and  s h a r e h o l d e r  r epor t s  t h a t  a c h a n g e  t o  suc-  

c e s s f u l  e f f o r t s  a s  p r e s e n t e d  by S t a t e m e n t  No. 1 9  w i l l  n o t  

a f f e c t  t h e i r  c a s h  f low, t h e  v a l u e  o f  t h e i r  o i l  and  gas 

r e s e r v e s ,  t h e i r  e x p l o r a t o r y  p r o g r a m s ,  t h e  d e c l a r a t i o n  o f  

d i v i d e n d s ,  o r  c a u s e  p r o b l e m s  u n d e r  t h e i r  l o a n  or o t h e r  

f i n a n c i n g  a r r a n g e m e n t s .  O t h e r s  h a v e  i n d i c a t e d  t h a t  t h e  

e f f e c t  of t h e  c h a n g e  on p r e v i o u s l y  reported e a r n i n g s  and  

r e t a i n e d  e a r n i n g s  a r e  non-cash  c h a r g e s ,  and  some h a v e  n o t e d ,  

q u i t e  a c c u r a t e l y ,  t h a t  a c h a n g e  t o  s u c c e s s f u l  e f f o r t s  w i l l  

i n c r e a s e  f u t u r e  e a r n i n g s  r e p o r t e d  i n  respect of p r e v i o u s l y  

d e v e l o p e d  o i l  and  g a s  r e s e r v e s  by r e d u c i n g  f u t u r e  d e p r e c i -  

a t i o n ,  d e p l e t i o n  and  a m o r t i z a t i o n  c h a r g e s .  

F o r  e x a m p l e ,  a s  o n e  f u l l  cos t  company a p p e a r i n g  

a t  t h e  DOE h e a r i n g s  s t a t e d  i n  a r e c e n t  shareholder  r e p o r t ,  

"The  Company w i s h e s  t o  e m p h a s i z e  s t r o n g l y  t h a t  t h e  
propose'd c h a n g e  [ t o  s u c c e s s f u l  e f fo r t s ]  r e l a t e s  
e n t i r e l y  t o  t h e  t i m i n q  o f  c h a r g e s  a g a i n s t  n e t  e a r n -  
i n g s  and  h a s  a b s o l u t e l y  no  b e a r i n g  o n  t h e  f i n a n c i a l  
s t r e n g t h  of t h e  Company or  t h e  v a l u e  of i t s  a s s e t s . "  
( E m p h a s i s  a d d e d .  ) 

The same company p u t  i ts  f i n g e r  on o n e  of many managemen t s '  

major c o n c e r n s  -- f l u c t u a t i n g  r e p o r t e d  e a r n i n g s  -- by p o i n t i n g  

o u t  t h a t  " t h e  e f f e c t  of t h e  p r o p o s e d  c h a n g e  on f u t u r e  e a r n i n g s  

is n o t  p r e d i c t a b l e  s i n c e  i t  d e p e n d s  e n t i r e l y  on t h e  r e s u l t s  

of t h e  Company's  e x p l o r a t i o n  a c t i v i t i e s . "  
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3. A d d i t i o n a l  Economic E v i d e n c e  

The e v i d e n c e  b e f o r e  t h e  FASB shows t h a t  many 

p u b l i c l y - h e l d  o i l  a n d  g a s  c o m p a n i e s  ( s e e  p a r a g r a p h  1 6 1  o f  

S t a t e m e n t  No. 1 9 ) ,  a s  well  a s  a g r e a t  many o f  t h e  I n d e p e n d e n t  

P e t r o l e u m  A s s o c i a t i o n  of America's e s t i m a t e d  1 0 , 0 0 0  p r i v a t e l y -  

h e l d  explora t ion  c o m p a n i e s ,  prepare t h e i r  f i n a n c i a l  s t a t e -  

m e n t s  on v a r i a t i o n s  o f  t h e  s u c c e s s f u l  e f f o r t s  method - a n d  

h a v e  b e e n  ab le  t o  o b t a i n  c a p i t a l  f r o m  d e s i r e d  Sources t o  

f i n a n c e  t h e i r  e x p l o r a t i o n  a c t i v i t i e s .  A d d i t i o n a l l y ,  most, 

i f  n o t  s u b s t a n t i a l l y  a l l ,  f u l l  cos t  c o m p a n i e s  use a v a r i a -  

t i o n  of s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  i n  d e t e r m i n i n g  t h e i r  

e a r n i n g s  f o r  t a x  paymen t  purposes.  

I t  was n o t  u n t i l  t h e  "go-go" y e a r s  o f  t h e  l a t e  

1 9 6 0 ' s  and  t h a t  e r a ' s  p r e o c c u p a t i o n  w i t h  r e p o r t e d  e a r n i n g s  

g r o w t h ,  t h a t  t h e  f u l l  cos t  method became r e l a t i v e l y  w i d e -  

s p r e a d .  P r i o r  t o  t h a t  time v i r t u a l l y  a l l  c o m p a n i e s  ra i sed  

c a p i t a l  f o r  e x p l o r a t i o n  a c t i v i t i e s  e m p l o y i n g  s u c c e s s f u l  

e f f o r t s  a c c o u n t i n g .  

T h e  a s se r t ed  e f f e c t s  o f  S t a t e m e n t  N o .  1 9  o n  pre-  

v i o u s l y  r e p o r t e d  f u l l  c o s t  e a r n i n g s  and  on r e t a i n e d  e a r n i n g s  

t e s t i f i e d  f o r  a t  t h e  DOE h e a r i n g s  d e m o n s t r a t e  t h e  degree t o  

w h i c h  f i n a n c i a l  a n d  o p e r a t i n g  d a t a  c a n  v a r y  w i t h i n  a s i n g l e  

i n d u s t r y  when w i d e l y  d i s p a r a t e  a c c o u n t i n g  a . l t e r n a t i v e s  e x i s t .  
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The Board  c o n s i d e r e d  e c o n o m i c  c o n s e q u e n c e s ,  i n c l u d -  

i n g  t h e  e f f e c t s  on  aspects  o f  c o m p e t i t i o n  and e n e r g y  s u p p l y ,  

i n  v a r i o u s  p l a c e s  t h r o u g h o u t  i t s  70-page Append ix  B ( p a r a -  
- 

g r a p h s  97 -269) .  The most c o n c e n t r a t e d  d i s c u s s i o n  a p p e a r s  

i n  p a r a g r a p h s  157-174,  i n c l u d i n g  t h e  a d d i t i o n a l  p a r a g r a p h s  

r e f e r r e d  t o  i n  . t h o s e  p a r a g r a p h s .  The Board  r e a c h e d  i t s  

c o n c l u s i o n s  on  t h e  b a s i s  o f  t h e  e x t e n s i v e  and  c o m p r e h e n s i v e  

i n f o r m a t i o n  a n d  d a t a  made a v a i l a b l e  or  o b t a i n e d  by i t .  The  

Board  a l s o  commiss ioned  s e v e r a l  s u p p l e m e n t a r y  r e s e a r c h  s t u d i e s  

p r i n c i p a l l y  a s  a means of c o n f i r m i n g  o t h e r  i n f o r m a t i o n  and  d a t a .  

One s u p p l e m e n t a r y  s t u d y ,  c o n d u c t e d  by academic con-  

s u l t a n t s ,  i n v o l v e d  i n t e r v i e w s  w i t h  24 l o a n  o f f i c e r s  o f  l a r g e  

a n d  small  b a n k s  t h a t  make l o a n s  t o  l a r g e  and  small  o i l  a n d  

g a s  c o m p a n i e s ,  bank  and  t r u s t  o f f i c e r s ,  s e c u r i t i e s .  u n d e r -  

wr i te rs  o f  b o t h  l a r g e  a n d  small  c o m p a n i e s ,  s e c u r i t y  a n a l y s t s  

and  a n  o f f i c e r  o f  a b o n d - r a t i n g  a g e n c y .  A s i g n i f i c a n t  major- 

i t y  o f  those i n t e r v i e w e d  i n d i c a t e d  t h a t  a c c o u n t i n g  and  c h a n g e s  

i n  a c c o u n t i n g  m e t h o d s ,  and  r e l a t e d  e f f e c t s  on repor ted  e a r n -  

i n g s ,  were e i t h e r  u n i m p o r t a n t  or  o f  c o m p a r a t i v e l y  m i n o r  s i g -  

n i f i c a n c e  i n  t h e i r  e v a l u a t i o n s  of o i l  and  g a s  producers .  

T h e  k e y  f a c t o r s  most f r e q u e n t l y  c i t e d  were t h e i r  own e v a l u a -  

t i o n s  of o i l  and  g a s  r e s e r v e s  and  o t h e r  a s s e t s  and  cash f l o w  

d a t a .  W h i l e  some took i n t o  c o n s i d e r a t i o n  t h e  method of  a c c o u n t -  

i n g  when e v a l u a t i n g  e a r n i n g s ,  c o m p a r a t i v e l y  few b e l i e v e d  t h a t  
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r e d u c e d  e a r n i n g s  f r o m  a c c o u n t i n g  c h a n g e s  n i g h t  a f f e c t  i n v e s -  

t o r s '  d e c i s i o n s . *  Those  t h a t  d i d  saw t h e  l ess  s o p h i s t i c a t e d  

o n e s  b e i n g  a f f e c t e d ,  which  some t h o u g h t  c o u l d  a d v e r s e l y  

a f f e c t ,  i n  t h e  s h o r t  r u n ,  some s t o c k  m a r k e t  p r ices .  

A n o t h e r  s u p p l e m e n t a r y  s t u d y  c o n d u c t e d  by a c a d e m i c  

c o n s u l t a n t s  i n v o l v e d  a t e l e p h o n e  i n t e r v i e w  s u r v e y  o f  s e n i o r  

e x e c u t i v e  o f f i c e r s  o f  27 r e l a t i v e l y  small and  med ium-s i zed ,  

p u b l i c l y - h e l d  s u c c e s s f u l  e f f o r t s  c o m p a n i e s .  The p u r p o s e  of 

t h e  s u r v e y  was t o  d e t e r m i n e  w h e t h e r  t hose  i n t e r v i e w e d  t h o u g h t  

t h a t  t h e  use of s u c c e s s f u l  e f f o r t s  had  had  a n y  n e g a t i v e  e f f e c t  

on t h e  a b i l i t y  of t h e i r  c o m p a n i e s  t o  r a i s e  n e c e s s a r y  c a p i t a l  

f o r  e x p l o r a t i o n  a n d  p r o d u c t i o n  a c t i v i t i e s .  Not o n e  o f  t h o s e  

s u r v e y e d  i n d i c a t e d  t h a t  s u c c e s s f u l  e f f o r t s  had  h i n d e r e d  h i s  

company ' s  a b i l i t y  t o  r a i s e  c a p i t a l ,  a l t h o u g h  f o u r  d i d  i n d i c a t e  

u n c e r t a i n t y  a s  t o  w h e t h e r  c o n t i n u e d  u s e  o f  t h i s  method would  

a f f e c t  t h e i r  f u t u r e  c a p i t a l - r a i s i n g  e f f o r t s .  

The FASB a l s o  s p o n s o r e d  s u p p l e m e n t a r y  research 

s t u d i e s  by a n  a c a d e m i c  c o n s u l t a n t  o f  t h e  e f f e c t  o f  t h e  J u l y  

E x p o s u r e  Dra f t  and  f i n a l  S t a t e m e n t  No. 1 9  o n  t h e  r e t u r n s  of 

* A l e t t e r  d a t e d  F e b r u a r y  1 0 ,  1 9 7 8  f r o m  t h e  i n v e s t m e n t  b a n k i n g  
f i r m  o f  Warburg  P a r i b a s  Becker t o  t h e  Vice P r e s i d e n t - F i n a n c e  
o f  Natomas Company ( E x h i b i t  1 t o  Natomas' o u t l i n e  o f  p r e -  
s e n t a t i o n  t o  t h e  DOE) a d v i s e s  t h a t  " t h e  two p r i n c i p a l  bond 
r a t i n g  a g e n c i e s ,  Moody ' s  and  S t a n d a r d  & Poor ' s ,  h a v e  i n d i -  
cated t h a t  a c h a n g e  f r o m  f u l l  c o s t  t o  t h e  s u c c e s s f u l  e f f o r t s  
method w i l l  n o t  i n f l u e n c e  t h e i r  c r e d i t  r a t i n g s ,  a s  t h e y  look 
beyond a c c o u n t i n g  c o n v e n t i o n  i n  t h e i r  c r e d i t  a n a l y s i s . "  
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f u l l  cost  and  s u c c e s s f u l  e f f o r t s  o i l  and  g a s  p r o d u c i n g  com- 

p a n i e s '  s ecu r i t i e s .  Here a g a i n ,  none  of t h e s e  s t u d i e s  f o u n d  

s t a t i s t i c a l l y  s i g n i f i c a n t  e v i d e n c e  t h a t  t h e  i s s u a n c e  o f  e i t h e r  

t h e  E x p o s u r e  D r a f t  o r  t h e  f i n a l  S t a t e m e n t  h a d  a f f e c t e d  t h e  

m a r k e t  p r i ces  o f  s e c u r i t i e s  i s s u e d  by f u l l  cos t  c o m p a n i e s  by 

c o m p a r i s o n  t o  t h o s e  o f  t h e  c o m p a n i e s  a l r e a d y  o n  s u c c e s s f u l  

e f f o r t s  -- e x c e p t i n g  f o r  some p o s s i b l e  e f f e c t  on t h e  f u l l  

cos t  c o m p a n i e s  f o r  a b r i e f  p e r i o d  s u r r o u n d i n g  t h e  i s s u a n c e  

o f  t h o s e  d o c u m e n t s ,  b u t  t h e  s t u d i e s  f o u n d  t h a t  t h e  m a r k e t  s o o n  

a d j u s t e d  a n d  e v i d e n c e  o f  a p e r m a n e n t  and  l i n g e r i n g  e f f e c t  was 

n o t  f o u n d . *  P r o f e s s o r  Dyckman, t h e  a u t h o r  of t h e s e  r e s e a r c h  

r epor t s ,  a p p e a r e d  a s  a w i t n e s s  a t  t h e  DOE h e a r i n g s  t o  d i s c u s s  

h i s  r e s e a r c h  and  t o  b e  a v a i l a b l e  t o  a n s w e r  q u e s t i o n s .  

The  C o m m i s s i o n ' s  Directorate  o f  Economic  a n d  P o l i c y  

R e s e a r c h  c o n d u c t e d  a s i m i l a r  s t u d y  on  t h e  E x p o s u r e  D r a f t  

e n t i t l e d ,  " F u l l  Cost v s .  S u c c e s s f u l  E f f o r t s :  A S t u d y  o f  a 

P r o p o s e d  A c c o u n t i n g  C h a n g e ' s  C o m p e t i t i v e  Impact ,  I' t h e  r e s u l t s  

of wh ich  were released p u b l i c l y  on  F e b r u a r y  1 0 ,  1 9 7 8 .  T h i s  

* The FASB n o t e d  i n  paragraph 9 3 ( a )  o f  S t a t e m e n t  N o .  1 9  t h a t  
s t a t i s t i c a l  t e s t i n g  of t h i s  t y p e  may n o t  n e c e s s a r i l y  be 
c o n c l u s i v e ,  a n d  i n  p a r a g r a p h  1 7 1  t h a t  o t h e r  research i n d i -  
ca tes  t h a t  d e c i s i o n s  of i n d i v i d u a l  i n v e s t o r s  c a n  be a f f ec t ed  
by a c c o u n t i n g  changes . '  The FASB d i d  n o t  r e g a r d  i ts  research 
s t u d i e s  as  b e i n g  p i v o t a b l e  o r  e s s e n t i a l  t o  i ts  c o n c l u s i o n s  
i n  S t a t e m e n t  N o .  1 9  o r  t o  t h e  bases f o r  i t s  c o n c l u s i o n s ,  b u t  
r a t h e r  v i ewed  these  s t u d i e s  as s u p p l e m e n t a r y  t o  t h e  a l r e a d y  
e x t e n s i v e  i n f o r m a t i o n  and  d a t a  before it .  
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s t u d y  f o u n d  a n  i n i t i a l  a d v e r s e  s e c u r i t i e s  p r i c e  impact f o r  

t h o s e  o i l  a n d  g a s  c o m p a n i e s  t h a t  would  b e  s u b j e c t  t o  t h e  

a c c o u n t i n g  c h a n g e  a s  a r e s u l t  o f  t h e  i s s u a n c e  o f  t h e  E x p o s u r e  

D r a f t .  However ,  t h e  s t u d y  a l s o  f o u n d  a p a r t i a l  r e v e r s a l  of 

t h i s  i n i t i a l  i m p a c t ,  a n d  i t  c o n c l u d e d  t h a t  "a s t r o n g  case c a n  

b e  made t h a t  most o f  t h e  i n i t i a l  a d v e r s e  impact t r a c e a b l e  t o  

t h e  FASB E x p o s u r e  D r a f t  on t h e  t r a d i n g  p r i c e s  of [ f u l l  cos t ]  

c o m p a n i e s  had  b e e n  r e c o v e r e d . "  T h e  C o m m i s s i o n ' s  s t u d y  a l s o  

c o n c l u d e d  t h a t  " t h e  e v i d e n c e  is  weak i n  s u p p o r t  o f  t h e  

[ p o s i t i o n ]  t h a t  [ f u l l  cos t ]  c o m p a n i e s  s u f f e r e d  a p e r m a n e n t  

i m p a i r m e n t  of t h e i r  c a p i t a l  r a i s i n g  a b i l i t y  as  a r e s u l t  o f  

t h e  announcemen t  [ o f  t h e  E x p o s u r e  D r a f t ]  . 'I 
On t h e  e n e r g y  s u p p l y  i s s u e ,  t h e  Board  was n o t  pre- 

s e n t e d  w i t h  or a b l e  t o  o b t a i n  p e r s u a s i v e  i n f o r m a t i o n  i n d i c a t i n g  

t h a t  a d o p t i o n  of s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  and  p r o s c r i b i n g  

f u l l  c o s t i n g  wou ld  i n h i b i t  c o m p e t i t i o n  i n  t h e  e x p l o r a t i o n  f o r  

a n d  p r o d u c t i o n  o f  o i l  a n d  g a s  r e s e r v e s  or i n  f i n a n c i n g  those 

a c t i v i t i e s .  The Board  f o u n d  t h a t  i n d e p e n d e n t  o i l  a n d  g a s  

p r o d u c i n g  c o m p a n i e s  u s i n g  s u c c e s s f u l  e f f o r t s  had c o n d u c t e d  

a n d  c o u l d  c o n t i n u e ,  t o  c o n d u c t  e f f e c t i v e  e x p l o r a t i o n  p r o g r a m s  

f i n a n c e d  t h r o u g h  a v a r i e t y  of c a p i t a l  sources. 

A r e c e n t  example  o f  t h e  v i t a l i t y  and a g g r e s s i v e  

o p e r a t i o n s  of i n d e p e n d e n t  s u c c e s s f u l  e f f o r t s  p r o d u c e r s  appears  

i n  S a b i n e  C o r p o r a t i o n ' s  l e t t e r  t o  s h a r e h o l d e r s  on  F e b r u a r y  2 ,  

1 9 7 8 :  
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" N i n e t e e n  S e v e n t y - S e v e n  was a n o t h e r  s u c c e s s f u l  y e a r  f o r  
t h e  Company. Both  1 9 7 7  a n d  1976  c o n t a i n e d  g a i n s  a s i d e  
f r o m  r e g u l a r  o p e r a t i o n s  wh ich  b e n e f i t e d  e a r n i n g s .  
E x c l u d i n g  t h e s e  s p e c i a l  g a i n s  f r o m  b o t h  y e a r s ,  our  
e a r n i n g s  . f r o m  r e g u l a r  o p e r a t i o n s  i n  1 9 7 7  a r e  p r o j e c t e d  
t o  b e  a b o u t  t h e  same a s  t h e  $2 .08  per  s h a r e  e a r n e d  i n  
1 9 7 6 .  The f u l l  s t o r y  f o r  1 9 7 7  w i l l  be  d e t a i l e d  i n  o u r  
a n n u a l  repor t  t o  b e  m a i l e d  i n  e a r l y  March.  

"The l o n g - r a n g e  commitment  f o r  i n c r e a s e d  e m p h a s i s  on 
o i l  a n d  g a s  e x p l o r a t i o n  was d i s c u s s e d  i n  l a s t  y e a r ' s  
a n n u a l  repor t .  T h i s  commitment  means h i g h e r  cos t s  and  
g r e a t e r  r i s k  v e n t u r e s ,  b u t  t h e  e v i d e n c e  i n d i c a t e s  t h a t  

t h e  p o t e n t i a l  r e w a r d s  a re  g r e a t e r  f o r  s u c h  p r o j e c t s  t h a n  
i n  S a b i n e ' s  t r a d i t i o n a l  ' c l o s e - i n '  d r i l l i n g  e x p o s u r e s .  

"Perhaps  t h e  b e s t  e x a m p l e  o f  t h e  impact t h i s  c o n c e p t  
w i l l  h a v e  on S a b i n e ' s  o p e r a t i o n s  is s e e n  i n  our e x p l o r a -  
t i o n  b u d g e t .  U n t i l  r e c e n t l y ,  our e x p l o r a t i o n  e x p e n s e s  
s e l d o m  e x c e e d e d  $6 m i l l i o n  pe r  y e a r .  I n  19 ,77 ,  t h e  t o t a l  
e x p e n s e  f o r  a l l  t y p e s  o f  d r i l l i n g  was a p p r o x i m a t e l y  $ 1 6  

m i l l i o n .  For 1 9 7 8 ,  w e  a r e  p l a n n i n g  f o r  a d r i l l i n g  pro- 
gram o f  a p p r o x i m a t e l y  $ 3 0  m i l l i o n .  F u t u r e  p l a n s  c a l l  
f o r  t h i s  p r o g r a m  t o  i n c r e a s e ,  a l t h o u g h  a t  a more moderate 
r a t e .  

" O b v i o u s l y ,  these  s t a r t - u p  e x p e n s e s  w i l l  p u t  p r e s s u r e  on 
Company e a r n i n g s  g r o w t h  f o r  t h e  n e a r - t e r m  f u t u r e .  I n  
c a n d o r ,  I m u s t  t e l l  you t h a t  it is u n l i k e l y  t h a t  S a b i n e  
w i l l  b e  a b l e  t o  m a i n t a i n  t h e  r a t e  o f  e a r n i n g s  g r o w t h  of 

r e c e n t  y e a r s  a n d ,  i n  f a c t ,  b e c a u s e  of t h e  f i n a n c i a l  a c c o u n t -  
i n g  ru les  t h a t  now r equ i r e  i m m e d i a t e  e x p e n s i n g  o f  most 
e x p l o r a t i o n  costs ,  S a b i n e ' s  reported e a r n i n g s  c o u l d  show 

a m o d e s t  d e c l i n e  i n  a n y  g i v e n  a c c o u n t i n g  p e r i o d .  
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"However ,  j u s t  as  S a b i n e  is c h a n g i n g ,  w e  b e l i e v e  t h e  
way i n  wh ich  i t s  s u c c e s s  is  e v a l u a t e d  o v e r  a g i v e n  
p e r i o d  of t h e  w i l l  a l s o  c h a n g e .  H i s t o r i c a l l y ,  S a b i n e ' s  
p r i n c i p a l  b u s i n e s s  was i n v e s t m e n t s  i n  o i l  and  g a s  prop- 
e r t i e s  and  e a r n i n g s  g r o w t h  was t h e  appropr i a t e  y a r d s t i c k  
t o  m e a s u r e  g r o w t h .  F o r . t h e  f u t u r e ,  t h e  u l t i m a t e  s t r e n g t h  
of a n  e n e r g y  company w i l l  b e  i ts  e n e r g y  r e s e r v e s ,  w i t h  
d u e  c o n s i d e r a t i o n  t o  i t s  c u r r e n t  o p e r a t i o n s  as m e a s u r e d  
by c u r r e n t  e a r n i n g s .  

"Hence ,  S a b i n e  mus t  op'erate i n  t h e  f u t u r e  w i t h  g r e a t e r  
emphasis on  m a i n t a i n i n g  or  i n c r e a s i n g  i ts  r e s e r v e s  o f  
o i l  a n d  g a s  and  o t h e r  e n e r g y  r e s o u r c e s .  T h i s  t r a n s l a t e s  
i n t o  more d r i l l i n g  e x p e n s e s  e a c h  y e a r ,  a n d ,  s t a t i s t i c a l l y ,  
t h i s  means more d r y  h o l e  e x p e n s e .  

' "All o f  t h i s  i s ,  o f  c o u r s e ,  b u i l d i n g  f o r  t h e  f u t u r e . .  
S a b i n e  t o d a y  h a s  more and  g r e a t e r  o p p o r t u n i t i e s  t h a n  
a t  any  time s i n c e  I h a v e  b e e n  a s s o c i a t e d  w i t h  t h e  

Company. I t  i s  c l e a r l y  i n  t h e  bes t  i n t e r e s t  of t h e  

Company and  i t s  s h a r e h o l d e r s  t o  t a k e  maximum a d v a n t a g e  
of these  o p p o r t u n i t i e s .  I n e e d  n o t  r e m i n d  you t h a t  

r e s e r v e s  f o u n d  t o d a y  mean a d d i t i o n a l  r e v e n u e s  i n  t h e  

f u t u r e  when those r e s e r v e s  a r e  s o l d .  

" S a b i n e  moves i n t o  t h e s e  new p l a n s  w i t h  t h e  g r e a t e s t  
f i n a n c i a l  s t r e n g t h  i n  i t s  46 y e a r  h i s t o r y  and  a l o n g  
record o f  s h a r e h o l d e r  p a r t i c i p a t i o n  i n  c o r p o r a t e  p r o f i t s .  
I n  t h i s  c o n n e c t i o n ,  t h e  Board t o d a y  declared a cash  
d i v i d e n d  of $ .14  per  sha re ,  p a y a b l e  March 1 4  t o  share-  
h o l d e r s  o f  record F e b r u a r y  2 4 .  
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" I n  c l o s i n g ,  l e t  me r e i t e r a t e  my v iew t h a t  S a b i n e  
h a s  a b r i g h t ,  e x c i t i n g  f u t u r e ,  p l a y i n g  a v i t a l  r o l e  
i n  America's e f f o r t s  t o  s o l v e  i t s  e n e r g y  p r o b l e m s .  
The c a p a b i l i t i e s  o f  y o u r  management team h a v e  b e e n  
p r o v e n  by our g r o w t h  t o  d a t e .  I h a v e  e v e r y  c o n f i -  
d e n c e  t h a t  t h i s  expe r t i s e ,  c o u p l e d  w i t h  y o u r  con-  
t i n u e d  s u p p o r t ,  w i l l  a s s u r e  t h e  l o n g - r a n g e  success 
o f  t h i s  new p rogram."  

W h i l e  some f u l l  cos t  c o m p a n i e s  i n  commenting t o  t h e  

Board  s a i d  t h a t  t h e y  would  e x p e c t  t o  r e d u c e  t h e i r  e x p l o r a t i o n  

e f f o r t s  b e c a u s e  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  would  r e d u c e  

reported e a r n i n g s ,  o t h e r  f u l l  c o s t i n g  c o m p a n i e s ,  a s  w e l l  a s  

some a p p e a r i n g  a t  t h e  DOE h e a r i n g s ,  h a v e  a n n o u n c e d  p u b l i c l y  

t h a t  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  w i l l  n o t  a f f e c t  t h e i r  

e x p l o r a t i o n  p l a n s . .  F o r  e x a m p l e ,  a f t e r  i s s u a n c e  o f  t h e  E x p o s u r e  

D r a f t ,  o n e  company p u b l i c l y  s t a t e d  a t  a m e e t i n g  of s e c u r i t y  

a n a l y s t s  t h a t  w h i l e  a c h a n g e  t o  s u c c e s s f u l  e f f o r t s  w o u l d  h a v e  a 

s u b s t a n t i a l  e f f e c t  on p r e v i o u s l y  repor ted  e a r n i n g s ,  t h e  c h a n g e  

w o u l d  n o t  a f f e c t  t h e  v a l u e  o f  i t s  assets ,  i t s  r e s e r v e s ,  or  i t s  

cash f l o w ,  and t h a t  it h a d  d e c i d e d  n o t  t o  c h a n g e  i t s  exp lo ra t ion  

p r o g r a m  i f  t h e  a c c o u n t i n g  c o n t a i n e d  i n  t h e  E x p o s u r e  D r a f t  were 

requi red .  

Some c o m m e n t a t o r s  t o  t h e  Board claimed t h a t  f u l l  

cos t  a c c o u n t i n g  is  e s s e n t i a l  t o  t h e  v i a b i l i t y  of c o m p a n i e s  

i n  t h e  s t a r t - u p  or  d e v e l o p m e n t  s t a g e ,  b e c a u s e  i n v e s t o r s  

a n d  l e n d e r s  would  b e  d i s i n c l i n e d  t o  p r o v i d e  c a p i t a l  if t h e  

f i n a n c i a l  s t a t e m e n t s  of  t h e s e  c o m p a r a t i v e l y  new e n t r a n t s  

were t o  r e p o r t  n e t  o p e r a t i n g  losses or  c u m u l a t i v e  d e f i c i t s .  
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I t  i s  n o t  c l e a r  how i n i t i a l  l o s s e s  s h o u l d  be t r e a t e d  

u n d e r  t h e  f u l l  cos t  method. Most p r o p o n e n t s  of t h e  method 

i n d i c a t e  t h a t  t h e  r e s e r v e  v a l u e  " c o v e r "  on c a p i t a l i z e d  c o s t s  

i s  an  e s s e n t i a l  c o n d i t i o n  f o r  use of t h a t  method. Except  

f o r  t h o s e  f o r t u n a t e  few new companies  t h a t  f i n d  r e l a t i v e l y  

l a r g e  q u a n t i t i e s  of proved  r e s e r v e s  i n  t h e i r  i n i t i a l  e x p l o r -  

a t i o n  e f f o r t s  or  t h a t  p u r c h a s e  i n t e r e s t s  i n  proved  p r o p e r t i e s ,  

it seems l i k e l y  t h a t  most new explora t ion  companies w o u l d  be 

r e p o r t i n g  o p e r a t i n g  losses  and c u m u l a t i v e  d e f i c i t s  r e g a r d l e s s  

of  w h e t h e r  on f u l l  cost  o r  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g .  I n  

any e v e n t ,  t h e  w e i g h t  of t h e  e v i d e n c e  b e f o r e  t h e  Board was t h a t  

most s e c u r i t y  a n a l y s t s  and l e n d i n g  o f f i c e r s  viewed o i l  and g a s  

r e s e r v e s ,  cash f l o w s ,  and e x p l o r a t o r y  successes and p r o s p e c t s  

as  t h e  p r i n c i p a l  b a s i s  f o r  t h e i r  i n v e s t m e n t  and c r e d i t  d e c i s i o n s .  

T h i s  e v i d e n c e  is  c o n s i s t e n t  w i t h  e v i d e n c e  a v a i l -  

a b l e  t o  t h e  Board i n  an  a n a l o g o u s  s i t u a t i o n  when i t  i s s u e d  

S t a t e m e n t  N o .  7 ,  "Account ing  and R e p o r t i n g  by Development 

S t a g e  Companies." T h e r e  t h e  Board,  based  o n  a s u r v e y  of 1 5  

s u p p l i e r s  of  v e n t u r e  c a p i t a l ,  found t h a t  c a p i t a l  s u p p l i e r s  

t o  companies i n  t h e  s t a r t - u p  or  development  s t a g e  u n d e r s t o o d  

t h e  s p e c i a l  circumstances of these companies and  t h e  p o s s i -  

b i l i t y  t h a t  t h e i r  f i n a n c i a l  s t a t e m e n t s  would r e p o r t  losses 

and d e f i c i t s .  Those s u r v e y e d  s t a t e d  t h a t  w h e t h e r  those e n t e r -  

p r i s e s  d e f e r r e d  o r  expensed  c o s t s  had l i t t l e  e f f e c t  on t h e  
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amount  of t h e  v e n t u r e  c a p i t a l  p r o v i d e d  t o  t h e  e n t e r p r i s e  or  

t h e  terms u n d e r  w h i c h  it was p r o v i d e d .  

T h i s  s u r v e y  and  t h e  B o a r d ' s  e c o n o m i c  c o n c l u s i o n s  

i n  S t a t e m e n t  No. 7 r e c e i v e d  i n d e p e n d e n t  s u p p o r t  i n  a s t u d y  

c o n d u c t e d  by  t h e  U.S. D e p a r t m e n t  o f  Commerce on  t h e  e f f e c t  

o f  FASB S t a t e m e n t  N o .  2 ( w h i c h  e s t a b l i s h e s  a s i n g l e  a c c o u n t i n g  

method by r e q u i r i n g  e x p e n s i n g ,  and  p r o h i b i t i n g  c a p i t a l i z i n g ,  

research and  d e v e l o p m e n t  cos t s )  o n  smal l ,  d e v e l o p m e n t  s t a g e  

c o m p a n i e s .  The s t u d y ' s  f o c u s  was on  t h e  impact o f  i n v e s t m e n t  

and  c r e d i t  d e c i s i o n s  c o n c e r n i n g  d e v e l o p m e n t  s t a g e  e n t e r p r i s e s  

i f  t h e y  were r e q u i r e d  t o  c h a r g e  research and  d e v e l o p m e n t  cos t s  

t o  ' e x p e n s e  when i n c u r r e d .  The s t u d y  c o n c l u d e d  t h a t  "FASB's  

S t a t e m e n t  Two s h o u l d  n o t  have a s i g n i f i c a n t  impact o n  those 

f i r m s  who h a v e  h e r e t o f o r e  c a p i t a l i z e d  R & D."* 

S i m i l a r l y ,  some a d v o c a t e s  of f u l l  cos t  h a v e  a s se r t ed  

t h a t  t h e  F e d e r a l  Power  Commiss ion  adopted f u l l  cos t  fo r  n a t u r a l  

g a s  c o m p a n i e s  i n  i t s  O r d e r  N o .  4 4 0  (November 1 9 7 1 )  i n  o r d e r  

t o  s t i m u l a t e  t h e  search f o r  and  d e v e l o p m e n t  of new n a t u r a l  

g a s  s u p p l i e s .  T h i s  is i n c o r r e c t ,  and t h e  i m p l i c a t i o n  t h a t  

s u c c e s s f u l  e f f o r t s  w i l l  impede  e x p l o r a t i o n ,  d e v e l o p m e n t  and , 

* U.S. D e p a r t m e n t  o f  Commerce, "Impact o f  FASB's R u l e  Two 
A c c o u n t i n g  f o r  Research and Deve lopmen t  Costs on S m a l l /  
D e v e l o p i n g  S t a g e  F i r m s , "  p a g e  3 ( J a n u a r y  2 0 ,  1 9 7 5 ) .  The 
s t u d y  i n t e r v i e w e d  40  l e n d e r s  and  i n v e s t o r s ,  11 smal l  
t e c h n o l o g y  f i r m s ,  11 a c c o u n t a n t s  and  se lec ted  Government  
a g e n c i e s .  
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p r o d u c t i o n  h a s  no  s u p p o r t  by r e a s o n  o f  t h e  FPC ' s  a c t i o n .  I n  

O r d e r  No. 440-A ( J a n u a r y  5, 1 9 7 2 ) ,  t h e  FPC d e n i e d  a p e t i t i o n  

f o r  r e h e a r i n g  o f  O r d e r  440 s t a t i n g :  " S i n c e  we c o n c l u d e d  t h a t  

f u l l - c o s t  a c c o u n t i n g  on  i t s  merits s h o u l d  be  a d o p t e d  [ f o r  

r a t e - m a k i n g  p u r p o s e s  f o r  n a t u r a l  g a s  c o m p a n i e s  u n d e r  FPC 

j u r i s d i c t i o n ] ,  i t  is n o t  n e c e s s a r y  f o r  u s  t o  p r o c e e d  f u r t h e r  

a n d  r e a c h  a f i n d i n g  a s  t o  w h e t h e r  t h e  a c c o u n t i n g ,  a s  s u c h ,  

would p r o v i d e  a s t i m u l u s  t o  d i s c o v e r  and  d e v e l o p  new g a s  

s u p p l i e s .  'I 

The Board  is  aware t h a t  some h a v e  e x p r e s s e d  con-  

c e r n s  t h a t  s u c c e s s f u l  e f f o r t s  a c c o u n t i n g  may t e n d  t o  i n h i b i t  

e n t r y  i n t o  g a s  and  o i l  e x p l o r a t i o n  by l a r g e  i n d u s t r i a l  o r  

c o n g l o m e r a t e  c o n c e r n s  s e e k i n g  t o  d i v e r s i f y  i n t o  e x p l o r a t i o n  

w i t h  e x c e s s  f u n d s  g e n e r a t e d  i n  t h e i r  u n r e l a t e d  o p e r a t i o n s .  

Among t h o s e  comment ing  on  t h e  J u l y  E x p o s u r e  D r a f t  were com- 

p a n i e s  m a i n l y  i n  o t h e r  l i n e s  of b u s i n e s s  b u t  t h a t  e i t h e r  

h a d ,  or  h a d  u n d e r  c o n s i d e r a t i o n ,  o i l  and  g a s  e s p l o r a t i o n  s u b -  

s i d i a r i e s  o r  d i v i s i o n s .  Those  r e s p o n d e n t s  u r g e d  r e t e n t i o n  of 

f u l l  cos t  fo r  t h e  o i l  and  g a s  e x p l o r a t i o n  a c t i v i t i e s ,  on  t h e  

g r o u n d s  t h a t  i n v e s t o r s  and  l e n d e r s  do n o t  regard t h e  e n t e r p r i s e  

g e n e r a l l y  a s  a n  o i l  and  g a s  p r o d u c i n g  company a n d ,  t h u s ,  would  

n o t  u n d e r s t a n d  f l u c t u a t i o n s  of p u r p o r t e d  e a r n i n g s  t h a t  wou ld  

most l i k e l y  r e s u l t  f rom u s i n g  s u c c e s s f u l  e f f o r t s .  The Board 

c o n c l u d e d  t h a t  t h i s  was n o t  a n  a p p r o p r i a t e  r e a s o n  f o r  p e r -  

m i t t i n g  a d o p t o n  or  c o n t i n u a t i o n  of f u l l  cost .  A c c o u n t i n g  
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s t a n d a r d s  s h o u l d  n o t  be d e s i g n e d  t o  make t h e  e a r n i n g s  p a t t e r n s  

of a n  o i l  a n d  g a s  e x p l o r a t i o n  o p e r a t i o n  l o o k  l i k e  a p u b l i c  

u t i l i t y  w i t h  a r e g u l a t e d  r a t e  o f  r e t u r n ,  o r  l i k e  a s t a b l e  

i n d u s t r i a l  company. On t h e  o t h e r  h a n d ,  when a company con-  

s i d e r s  o i l  and  g a s  e x p l o r a t i o n ,  i ts f i n a n c i a l  s t a t e m e n t s  

s h o u l d  r e f l e c t  t h e  e c o n o m i c s  o f  d i v e r s i f i c a t i o n ,  n o t  m i n i m i z e  

or  o b s c u r e  i t .  

I f  c a p i t a l  s u b s i d i e s  and b e h a v i o r a l  i n c e n t i v e s  

s h o u l d  b e  d e s i r a b l e ,  t h e y  s h o u l d  be  c o n s i d e r e d  and  e x t e n d e d  

s e l e c t i v e l y  and  o n l y  w h e r e  n e e d e d  t o  a c c o m p l i s h  a p o l i c y  

o b j e c t i v e  - n o t  on  a n  a c r o s s - t h e - b o a r d  b a s i s  where  w i n d f a l l s  

may r e s u l t  o r  w h e r e  t h o s e  n e e d i n g  b e n e f i t s  may end  up a s  t h e  

s u b s i d i z e r s .  

4 .  C o m p a t a b i l i t y  w i t h  O b j e c t i v e s  of E n e r g y  
L e g i s l a t i o n  

One o f  t h e  p u r p o s e s  of E P C A ,  as  s t a t e d  i n  S e c t i o n  

2 of t h a t  A c t ,  is " t o  p r o v i d e  a means f o r  v e r i f i c a t i o n  of 

e n e r g y  d a t a  t o  a s s u r e  t h e  r e l i a b i l i t y  o f  e n e r g y  d a t a . "  T h e  

a c c o u n t i n g  p r a c t i c e s  t o  be d e v e l o p e d  p u r s u a n t  t o  EPCA a r e  

" f o r  p u r p o s e s  of d e v e l o p i n g  a r e l i a b l e  e n e r g y  d a t a  base 

r e l a t e d  t o  t h e  p r o d u c t i o n  of c r u d e  o i l  a n d  n a t u r a l  g a s . "  

One o f  t h e  p u r p o s e s  of t h e  DOE A c t  i s  t o  " c o n t i n u e  and  

improve  t h e  e f f e c t i v e n e s s  and  o b j e c t i - v i t y  o f  a c e n t r a l  

e n e r g y  d a t a  c o l l e c t i o n  and  a n a l y s i s  program." 

S e c t i o n  503  o f  E P C A  r e q u i r e s  t h a t  s u c h  a c c o u n t i n g  

p r a c t i c e s  m u s t ,  t o  t h e  g r e a t e s t  e x t e n t  p r a c t i c a b l e ,  permit  
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t h e  c o m p i l a t i o n  of a n  e n e r g y  d a t a  b a s e  w i t h  s e p a r a t e  calcu- 

l a t i o n  of c a p i t a l ,  r e v e n u e ,  and ,  s i g n i f i c a n t l y ,  o p e r a t i n g  

cos t  i n f o r m a t i o n  p e r t a i n i n g  t o  p r o s p e c t i n g ,  a c q u i s i t i o n ,  

e x p l o r a t i o n ,  deve lopment ,  and p r o d u c t i o n  a c t i v i t i e s .  

Moreover,  t h e s e  a c c o u n t i n g  p r a c t i c e s  m u s t ,  to  t h e  g r e a t e s t  

e x t e n t  p r a c t i c a b l e ,  p e r m i t  t h e  f u l l  p resenta t ion  of f i n a n -  

c i a l  i n f o r m a t i o n ,  i n c l u d i n g  d i s c l o s u r e  of  r e s e r v e s  and o p e r -  

a t i n g  a c t i v i t i e s ,  b o t h  domestic and f o r e i g n ,  t o  f a c i l i t a t e  

e v a l u a t i o n  of f i n a n c i a l  e f f o r t  and r e s u l t .  S e c t i o n  2 0 5 ( h ) ( 3 )  

o f  t h e  DOE A c t  r e q u i r e s  t h e  A d m i n i s t r a t o r  of t h e  Energy 

I n f o r m a t i o n  A d m i n i s t r a t i o n  t o  c o n s u l t  w i t h  t h e  Chairman of  

t h e  Commiss ion  w i t h  r e s p e c t  t o  t h e  development  of a c c o u n t i n g  

p r a c t i c e s  r e q u i r e d  by EPCA, w i t h  a view t o  a s s u r i n g  t h a t  t h e  

Sect ion 2 0 5 ( h ) ( 2 )  ene rgy-p roduc ing  company f i n a n c i a l  r e p o r t  

( r e q u i r i n g  r e p o r t i n g  on a un i fo rm and s t a n d a r d i z e d  b a s i s ) ,  

i s ,  t o  t h e  e x t e n t  p r a c t i c a b l e  and c o n s i s t e n t  w i t h  t h e  DOE 

A c t ,  c o n s i s t e n t  w i t h  t h e  a c c o u n t i n g  p r a c t i c e s  t o  be deve loped  

unde r  EPCA where  a p p l i c a b l e .  

T h e  d a t a  r e q u i r e d  t o  be deve loped  th rough  formu- 

l a t i o n  of a c c o u n t i n g  p r a c t i c e s  mandated by S e c t i o n  5 0 3  of 

EPCA i n v o l v e  a c c o u n t i n g  measurement s t a n d a r d s  of  t h e  t y p e  

o v e r  which t h e  FASB h a s  a u t h o r i t y  i n  t h e  p r e p a r a t i o n  of  

g e n e r a l  p u r p o s e  f i n a n c i a l  s ta tements .  F o r  example,  Sect ion 

503 r equ i r e s  these  a c c o u n t i n g  p r a c t i c e s  t o  address  s u c h  i s sues  

as  r evenue  and cost  r e c o g n i t i o n ,  d i s p o s i t i o n  of c a p i t a l i z e d  
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cos t s ,  a c c o u n t i n g  f o r  c o n t r a c t u a l  a r r a n g e m e n t s  i n v o l v i n g  

s p e c i a l  c o n v e y a n c e  o f  r i g h t s  and  j o i n t  o p e r a t i o n s ,  and  d i f -  

f e r e n c e s  be tween  book and  t a x  income.  

I t  is c l ea r  t h a t  t h e  s u c c e s s f u l  e f f o r t s  method 

p r e s c r i b e d  by S t a t e m e n t  N o .  1 9  is c o m p a t i b l e  w i t h  t h e  o b j e c -  

t i v e s  o f  EPCA and  t h e  DOE A c t ,  i n c l u d i n g  t h e  p r o p o s e d  petro- 

leum company f i n a n c i a l  r e p o r t i n g  s y s t e m ,  n o  o n e  h a s  p r e s e n t e d  

e v i d e n c e  t h a t  it is n o t .  I n d e e d ,  i n  v i ew of t h e  r e q u i r e m e n t s  

o f  " u n i f o r m i t y  and  s t a n d a r d i z a t i o n "  a n d  t h e  "separate  c a l c u l a -  

t i o n s "  o f  o p e r a t i n g  a n d  o t h e r  costs  by f u n c t i o n  a n d  t h e  l i n e s  

o f  commerce, geographic  a rea ,  u n s u c c e s s f u l  e x p l o r a t o r y  d r i l l -  

i n g  costs  -- a l l  w i t h  a v i ew t o  f a c i l i t a t i n g  e v a l u a t i o n  o f  

f i n a n c i a l  e f f o r t  a n d  r e s u l t s  -- a case may be made t h a t  

s u c c e s s f u l  e f f o r t s  w i l l  p r o v e  more appropr i a t e  t h a n  f u l l  

cos t  a s  t h e  a c c o u n t i n g  p rac t i ce  t o  b e  d e v e l o p e d  i n  c o n n e c t i o n  

w i t h  t h e  DOE'S e n e r g y  d a t a  b a s e .  With t h e  f o c u s  t h e s e  r e q u i r e -  

m e n t s  h a v e  on " cos t s " ,  it seems d o u b t f u l  t h a t  v a l u e  based 

a l t e r n a t i v e s  would  be f eas ib l e .  

A s i n g l e  a c c o u n t i n g  method makes t h e  a g g r e g a t i o n  of 

a c c o u n t i n g  i n f o r m a t i o n  i n t o  a u s e f u l  d a t a  base more f e a s i b l e .  

I f  each company ' s  r e s u l t s  m u s t  be a d j u s t e d  i n  a c h i e v i n g  i n d u s t r y  

c o n s i s t e n c y  and  c o m p a r a b i l i t y ,  t h e  t a s k  of d e v e l o p i n g  e n e r g y  

d a t a  f o r  a u s e f u l  e n e r g y  d a t a  base w i l l  be  many times more 

d i f f i c u l t  and  c o s t l y .  While i t  may be t h e o r e t i c a l l y  p o s s i b l e  
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t o  m a n d a t e  o n e  a c c o u n t i n g  p r a c t i c e  f o r  p u r p o s e s  o f  e n e r g y  

d a t a  c o l l e c t i o n  a n d  t o  pe rmi t  o i l  a n d  gas  p r o d u c e r s  t o  u t i l -  

i z e  a n o t h e r  method or  a l t e r n a t i v e s  f o r  r e p o r t i n g  t o  i n v e s t o r s ,  

t h i s  would  e n t a i l  t h e  m a i n t e n a n c e  o f  a d d i t i o n a l  r e c o r d s  and  

i n c r e a s e  e c o n o m i c  cos ts  b o t h  t o  them and u l t i m a t e l y  t o  con-  

s u m e r s .  T h e s e  b u r d e n s  would  b e  p a r t i c u l a r l y  s e v e r e  f o r  small 

, i n d e p e n d e n t  p r o d u c e r s ,  which  are  o n  r e c o r d  a s  opposing u n n e c e s -  

s a r y  r e g u l a t o r y  r e p o r t i n g .  

A s  d i s c u s s e d  a b o v e ,  a c h a n g e  t o  s u c c e s s f u l  e f f o r t s  

. , w i l l  n o t  c h a n g e  or a f f e c t  t h e  u n d e r l y i n g  e c o n o m i c  r e a l i t i e s  

and  f a c t s  on  w h i c h  f i n a n c i a l  i n f o r m a t i o n  w i l l  b e  c o l l e c t e d  o r  

r e p o r t e d  t o  t h e  DOE.  

I n  a d d i t i o n  t o  t h e  l i a i s o n  b e t w e e n  t h e  FASB, '  t h e  

F E A ,  and  t h e  DOE o v e r  t h e  p a s t  two y e a r s  as  d i s c u s s e d  a b o v e  

( see  a l s o  p a r a g r a p h s  7 9 ,  85  a n d  9 2  o f  S t a t e m e n t  N o .  19), 

t h e  Commiss ion ,  a s  r e q u i r e d  by E P C A ,  h a s  c o n s u l t e d  w i t h  t h e  

FEA and  DOE w i t h  respect  t o  EPCA.  The DOE h a s  a d v i s e d  t h e  

Commission t h a t  i t  p l a n s  t o  meet i t s  d a t a - g a t h e r i n g  r e s p o n s i -  

b i l i t i e s  u n d e r  EPCA w i t h  i t s  p e t ' r o l e u m  company f i n a n c i a l  

r e p o r t i n g  s y s t e m .  The FASB u n d e r s t a n d s  t h a t  t h e  i n s t r u c t i o n s  

t o  t h e  FRS w i l l  r e q u i r e  t h a t  t h e  d a t a  r e p o r t e d  r e l a t i n g  t o  o i l  

and  g a s  p r o d u c i n g  a c t i v i t i e s  be  c o m p i l e d  a n d  repor ted  i n  accor- 

d a n c e  w i t h  a c c o u n t i n g  p r a c t i c e s  p r e s c r i b e d  by t h e  Commiss ion .  
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The F E A  h e l d  a p u b l i c  p a n e l  d i s c u s s i o n  on t h e  

FRS on  J u l y  2 9 ,  1 9 7 7  a n d  w r i t t e n  comments p e r t a i n i n g  t o  t h e  

p r o p o s e d  i m p l e m e n t a t i o n  of t h e  FRS were r e c e i v e d .  Subse -  

q u e n t l y ,  major r e v i s i o n s  t o  t h e  p r o p o s e d  s y s t e m  were made, 

and  t h e  Commission s t a f f  h a s  d i s c u s s e d  t h e s e  r e v i s i o n s  w i t h  

t h e  s t a f f  o f  t h e  DOE and  r e c e i v e d  d r a f t s  o f  t h e  p r o p o s e d  

r e v i s e d  fo rms . ,  The FRS w i l l  i n v o l v e  b o t h  a n n u a l  and  q u a r t e r l y  

r e p o r t s .  

The Commiss ion  h a s  c o o r d i n a t e d  and  is  c o o r d i n a t i n g  

i t s  e f f o r t s  w i t h  r e g a r d  t o  EPCA w i t h  t h e  DOE'S c o n t i n u i n g  

e f f o r t s  t o  d e v e l o p  t h e  FRS.  The Commiss ion  i n d i c a t e d  i n  

S e c u r i t i e s  A c t  Release N o .  5877  (October 26 ,  1 9 7 7 )  t h a t  b a s e d  

o n  t h e  c u r r e n t  s t a t u s  of t h e  F R S ,  t h e  Commiss ion  v iewed  i t s  

p r o p o s e d  a c c o u n t i n g  and  d i s c l o s u r e  r u l e s ,  i n c l u d i n g  i t s  pro- 

posa ls  w i t h  respect t o  S t a t e m e n t  N o .  1 9 ,  a s  b e i n g  c o n s i s t e n t  

w i t h  t h e  o i l  and  g a s  p r o d u c t i o n  r e p o r t i n g  r e q u i r e m e n t s  pro- 

p o s e d  by t h e  DOE. 

I n  Release N o .  5877  t h e  Commiss ion  a l s o  s t a t e d  

t h a t  s i n c e  t h e  b a s i s  of r e p o r t i n g  t o  t h e  DOE is  e s s e n t i a l l y  

t h e  same a s  r e p o r t i n g  t o  i n v e s t o r s  and  t h a t  u n i f o r m i t y  

was d e s i r a b l e ,  i t  d i d  n o t  c o n s i d e r  t h e  s e p a r a t i o n  of issues  

r e l a t e d  t o  DOE r e p o r t i n g  and  i n v e s t o r  r e p o r t i n g  t o  be 

p r a c t i c a b l e  o r  c o n s i s t e n t  w i t h  t h e  C o m m i s s i o n ' s  s t a t u t o r y  

r e s p o n s i b i l i t i e s .  
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The B o a r d  b e l i e v e s  t h a t  d e t e r m i n a t i o n  o f  w h e t h e r  

t h e  a c c o u n t i n g  a n d  r e p o r t i n g  s t a n d a r d s  i n  S t a t e m e n t  N o .  1 9  

a r e  appropr i a t e  f o r  t h e  purpose of r e p o r t i n g  i n f o r m a t i o n  t o  

t h e  D e p a r t m e n t  of E n e r g y  p u r s u a n t  t o  EPCA m u s t  be  made by 

t h e  Cornmission,  a f t e r  c o n s u l t a t i o n  w i t h  t h e  D e p a r t m e n t  of 

E n e r g y ,  and  t h e  o t h e r  F e d e r a l  Government  a g e n c i e s  named i n  

S e c t i o n  503  of EPCA. I n  t h e  j u d g m e n t  of t h e  FASB, S t a t e m e n t  

N o .  1 9  p r o v i d e s  a s o u n d  framework w i t h i n  wh ich  a n a t i o n a l  

e n e r g y  d a t a  b a s e  c a n  b e  d e v e l o p e d  by t h e  D e p a r t m e n t  of E n e r g y  

and  p r o v i d e s  t h e  Commiss ion  w i t h  a c c o u n t i n g  p r a c t i c e s  o n  

w h i c h  i t  may r e a s o n a b l y  r e l y  i n  m e e t i n g  i t s  o b l i g a t i o n s  u n d e r  

S e c t i o n  503 of EPCA. 

V.  CONSIDERATION OF COMPETITIVE EFFECTS 

A s  a r e s u l t  o f  t h e  t h e  S e c u r i t i e s  Acts Amendments 

i n  1 9 7 5 ,  S e c t i o n  2 3 ( a ) ( 2 )  o f  t h e  S e c u r i t i e s  Exchange  A c t  of 

1 9 3 4  requires  t h e  Commiss ion  t o  c o n s i d e r  i n  i t s  r u l e m a k i n g ,  

among o t h e r  mat te rs ,  t h e  impact i t s  r u l e s  and  r e g u l a t i o n s  

m i g h t  h a v e  on c o m p e t i t i o n ,  and  p r o h i b i t s  t h e  Commiss ion  f r o m  

a d o p t i n g  a n y  r u l e  or r e g u l a t i o n  wh ich  w o u l d  impose a b u r d e n  

on  c o m p e t i t i o n  n o t  n e c e s s a r y  or appropr i a t e  i n  f u r t h e r a n c e  of 

t h e  p u r p o s e s  o f  t h e  1 9 3 4  A c t .  

I f  S e c t i o n  2 3 ( a ) ( 2 )  a p p l i e s  here a n d  a s s u m i n g  

( c o n t r a r y  t o  t h e  w e i g h t  o f  t h e  e v i d e n c e  t h e  Board f o u n d  
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p e r s u a s i v e )  t h a t  s u c c e s s f u l  e f f o r t s  as  s u c h  c o u l d  impose  a n  

a n t i c o m p e t i t i v e  b u r d e n  f o r  some p r o d u c e r s ,  t h e  Board  b e l i e v e s  

t h a t  S t a t e m e n t  No. 1 9  c a n  n e v e r t h e l e s s  r e a s o n a b l y  b e  s u p p o r t e d  

by Governmen t ,  a n d  t h e  Commiss ion  may r e a s o n a b l y  a d o p t  i ts 

o i l  a n d  g a s  r u l e  p r o p o s a l s  and  d e t e r m i n e  t o  r e l y  on S t a t e m e n t  

No. 1 9  i n  m e e t i n g  i t s  s t a t u t o r y  o b l i g a t i o n s .  

O n  i t s  f a c e  S e c t i o n  23(a)(2) d o e s  n o t  r e q u i r e  t h a t  

t h e  Commission t a k e  t h e  l e a s t  a n t i - c o m p e t i t i v e  approach i n  

p e r f o r m i n g  i t s  r e g u l a t o r y  f u n c t i o n s  u n d e r  t h e  F e d e r a l  S e c u r i t i e s  

L a w s .  T h a t  t h i s  was i n t e n t i o n a l  is q u i t e  c l e a r  f r o m  t h e  

l e g i s l a t i v e  h i s t o r y .  

D u r i n g  F e b r u a r y  1 9 7 5  h e a r i n g s  b e f o r e  t h e  Subcommit tee  

on  S e c u r i t i e s  of t h e  S e n a t e  B a n k i n g ,  Hous ing  and  Urban A f f a i r s  

Committee o n  t h e  p r o p o s e d  Amendments,  t h e  D e p a r t m e n t  of J u s t i c e  

recommended t h a t  S e c t i o n  2 3 ( a ) ( 2 )  be amended t o  i n c o r p o r a t e  a 

" l e a s t  a n t i - c o m p e t i t i v e "  s t a n d a r d .  The  J u s t i c e  D e p a r t m e n t  

recommended t h a t  t h e n  proposed Sect i o n  23  ( a )  ( 2 )  be amended as  

fol lows:  

"The  Commiss ion  s h a l l ,  i n  making  r u l e s  and  r e g u l a t i o n s  
o r  i s s u i n g  o r d e r s ' ,  p u r s u a n t  t o  a n y  p r o v i s i o n  o f  t h i s  
t i t l e ,  c o n s i d e r  among o t h e r  matters t h e  impact any  
s u c h  r u l e  [o r ]  r e g u l a t i o n  o r  o r d e r  would  h a v e  on com- 
p e t i t i o n .  T h e  Commiss ion  s h a l l  [ n o t  a d o p t  any  s u c h  r u l e  
or  r e g u l a t i o n  w h i c h  w o u l d  impose a b u r d e n  on competi- 
t i o n ]  remove  a n y  b u r d e n  on  c o m p e t i t i o n  n o t  n e c e s s a r y  or  
a p p r o p r i a t e  i n  f u r t h e r a n c e  of t h e  p u r p o s e s  of t h i s  
t i t l e  and  i n  a l l  cases a d o p t  t h e  l e a s t  a n t i - c o m p e t i t i v e  
means o f  p r o t e c t i n g  i n v e s t o r s  and  p r e s e r v i n g  f a i r  and  
o r d e r l y  markets i n  s ecu r i t i e s .  ( P i c k  u p  b a l a n c e  of 
p a r a g r a p h  ( 2 )  ) .  'I S e c u r i t i e s  A c t s  Amendments o f  1 9 7 5 ;  

---r 
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H e a r i n g s  on S .249  b e f o r e  t h e  S u b c o m m i t t e e  on S e c u r i t i e s  
o f  t h e  S e n a t e  Committee on B a n k i n g ,  H o u s i n g  and  Urban  
A f f a i r s ,  9 4 t h  C o n g , ,  1st Sess . ,  2 6 1  ( 1 9 7 5 )  ( s t a t e m e n t  
o f  Dona ld  I .  B a k e r ,  Depu ty  A s s i s t a n t  A t t o r n e y  G e n e r a l ,  
A n t i t r u s t  D i v i s i o n ,  D e p a r t m e n t  o f  J u s t i c e ) .  ( b r a c k e t s  
and  u n d e r s c o r i n g  i n  o r i g i n a l )  

The D e p a r t m e n t ' s  recommended amendment was n o t  

a d o p t e d  . 
The S e n a t e  Report i n d i c a t e s  t h e  i n t e n t  o f  t h e  

1 9 7 5  Amendments, i n c l u d i n g  C o n g r e s s '  r e j e c t i o n  o f  t h e  " l e a s t  

a n t i - c o m p e t i t i v e ' '  s t a n d a r d  f o r  Commiss ion  r u l e - m a k i n g :  

" T h i s  e x p l i c i t  o b l i g a t i o n  t o  b a l a n c e ,  a g a i n s t  o t h e r  
r e g u l a t o r y  c r i t e r i a  and  c o n s i d e r a t i o n s ,  t h e  competi- 
t i v e  i m p l i c a t i o n s  o f  s e l f - r e g u l a t o r y  and  Commiss ion  
a c t i o n  s h o u l d  n o t  b e  v i e w e d  a s  r e q u i r i n g  t h e  C o m m i s -  
s i o n  t o  j u s t i f y  t h a t  s u c h  a c t i o n s  b e  t h e  l e a s t  a n t i -  
c o m p e t i t i v e  manner  o f  a c h i e v i n g  a r e g u l a t o r y  o b j e c t i v e .  
R a t h e r ,  t h e  C o m m i s s i o n ' s  o b l i g a t i o n  i s  t o  we igh  compe- 
t i t i v e  impact  i n  r e a c h i n g  r e g u l a t o r y  c o n c l u s i o n s .  
The manner  i n  wh ich  it d o e s  so i s  t o  b e  s u b j e c t e d  t o  
j u d i c i a l  s c r u t i n y  upon r e v i e w  i n  t h e  same f a s h i o n  a s  
a r e  o t h e r  Commiss ion  d e t e r m i n a t i o n s ,  w i t h  no  l e s s  
d e f e r e n c e  t o  t h e  C o m m i s s i o n ' s  e x p e r t i s e  t h a n  i s  t h e  
case i n  o the r  mat te rs  s u b j e c t  t o  i t s  j u r i s d i c t i o n . "  
S.  Rep. N o .  94-75 ,  9 4 t h  Cong. ,  1st S e s s . ,  1 3  ( 1 9 7 5 ) .  
( E m p h a s i s  a d d e d . )  

The S e n a t e  r e p o r t  c o n t i n u e s  t h a t  t h e  e f f e c t s  o n  

c o m p e t i t i o n  a r e  m e r e l y  o n e  f a c t o r  t o  b e  b a l a n c e d  by t h e  

Commission i n  r e a c h i n g  i t s  d e t e r m i n a t i o n s :  

". . . S e c t i o n  2 3 ( a )  wou ld  r e q u i r e  t h e  Commiss ion  t o  e v a l -  
u a t e  i t s  own r e g u l a t o r y  p r o p o s a l s  i n  l i g h t  of t h e  f u n d a -  
m e n t a l  n a t i o n a l  e c o n o m i c  p o l i c y  o f  f u r t h e r i n g  c o m p e t i -  
t i o n  and  would  p r o h i b i t  it f r o m  p r o m u l g a t i n g  a n y  r u l e  
w h i c h  t h e  Commiss ion  d e t e r m i n e s  w i l l  impose a b u r d e n  on 
c o m p e t i t i o n  n o t  n e c e s s a r y  or  a p p r o p r i a t e  'to a c h i e v e  
t h e  p u r p o s e s  of t h e  Exchange  A c t .  Under  a l l  of t hese  
S e c t i o n s ,  t h e  C o m m i s s i o n ' s  r e s p o n s i b i l i t y  w o u l d  be t o  
b a l a n c e  t h e  p e r c e i v e d  a n t i - c o m p e t  it i v e  e f f e c t s  o f  t h e  
r e g u l a t o r y  p o l i c y  or  d e c i s i o n  a t  i s sue  a g a i n s t  t h e  pur -  
poses of t h e  Exchange  A c t  t h a t  would  be a d v a n c e d  t h e r e b y  
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and  t h e  cos t s  o f  d o i n g  so.  
become p a r a m o u n t  t o  t h e  g r e a t  p u r p o s e s  o f  t h e  Exchange  
A c t ,  b u t  t h e  n e e d  f o r  a n d  e f f e c t i v e n e s s  o f  r e g u l a t o r y  
a c t i o n s  i n  a c h i e v i n g  t h o s e  p u r p o s e s  would  h a v e  t o  b e  
we ighed  a g a i n s t  a n y  d e t r i m e n t a l  impact o n  c o m p e t i t i o n . "  

C o m p e t i t i o n  would  n o t  t h e r e b y  

' I d .  - a t  13-14.  ( E m p h a s i s  a d d e d . )  

Some h a v e  s u g g e s t e d  t h a t  S t a t e m e n t  N o .  1 9  c o u l d  

h a v e  a n  a d v e r s e  e f f e c t  on  " c o m p e t i t i o n "  b e c a u s e  it c o u l d  

a d v e r s e l y  a f f e c t  t h e  a b i l i t y  o f  c e r t a i n  i n d i v i d u a l  c o m p a n i e s  

t o  compete. However,  t h e  B o a r d  d o e s  n o t  u n d e r s t a n d  t h a t  

t h e  p o l i c y  o f  " c o m p e t i t i o n "  n e c e s s a r i l y  ca r r i e s  w i t h  it t h e  

n e c e s s i t y  o f  p r e s e r v i n g  a l l  "competitors." 

The o i l  a n d  g a s  p r o d u c i n g  i n d u s t r y  c a n n o t  be  v i ewed  

s o l e l y  i n  terms o f  a few v e r y  l a r g e  i n t e g r a t e d  i n t e r n a t i o n a l  

c o m p a n i e s .  A 1 9 7 7  l i s t  of p u b l i c l y - o w n e d  companies r e g i s t e r e d  

w i t h  t h e  Commiss ion  i d e n t i f i e s  214 c o m p a n i e s  i n  t h e  " p e t r o l e u m  

a n d  n a t u r a l  gas  e x t r a c t i o n "  S t a n d a r d  I n d u s t r i a l  C l a s s i f i c a t i o n ,  

n o t  o n e  of wh ich  i s  a "major", i n t e g r a t e d  o i l  and  g a s  company. 

A r e p r e s e n t a t i v e  of t h e  I n d e p e n d e n t  P e t r o l e u m  A s s o c i a t i o n  o f  

America e s t i m a t e d  a t  t h e  B o a r d ' s  1 9 7 7  o i l  and  g a s  p u b l i c  

h e a r i n g s  t h a t  t h e r e  were 1 0 , 0 0 0  p r i v a t e l y - o w n e d  e x p l o r a t i o n  

c o m p a n i e s .  A d d i t i o n a l l y ,  a number o f  c o m p a n i e s  t h a t  are  m a i n l y  

i n  o the r  l i n e s  of b u s i n e s s  h a v e  o i l  a n d  g a s  e x p l o r a t i o n  s u b -  

s i d i a r i e s  o r  d i v i s i o n s .  While t h e  f i n a n c i a l  and  e c o n o m i c  

s t r e n g t h s  of t h e  major i n t e r n a t i o n a l  i n t e g r a t e d  c o m p a n i e s  are  

s i z e a b l e ,  t h e  number o f  o t h e r  p u b l i c l y - o w n e d  c o m p a n i e s  and  t h e  

v a s t  number- of p r i v a t e l y - o w n e d  e n t e r p r i s e s  is i m p r e s s i v e  a n d  

a n  i n d i c a t i o n  o f  t h e  e x p l o r a t i o n  'go ing  on .  
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E x t e n d i n g  o r  p e r m i t t i n g  h i d d e n  c a p i t a l  s u b -  

s i d i e s  and  p r o v i d i n g  b e h a v i o r a l  i n c e n t i v e s  t o  some t h r o u g h  

a c c o u n t i n g ,  when o t h e r s  p r e f e r  t o  t r a c k  c u r r e n t  o p e r a t i n g  

p e r f o r m a n c e  by k e e p i n g  r e c o r d s  b a s e d  on  s u c c e s s f u l  e f f o r t s  

and  o t h e r s  a r e  u n w i l l i n g ,  o r  u n a b l e ,  t o  m a i n t a i n  s p e c i a l  

b o o k s  when t h e y  k e e p  s u c c e s s f u l  e f f o r t s  r e c o r d s  f o r  t a x  

p u r p o s e s  and  u s e  t a x  r e c o r d s  i n  o b t a i n i n g  f i n a n c i n g ,  

h a r d l y  seems t o  be t h e  e q u i t a b l e  o r  most e f f e c t i v e  way o f  

p r o v i d i n g  s u b s i d i e s  and  i n c e n t i v e s .  I f  s u b s i d i e s  and  

i n c e n t i v e s  a r e  v i e w e d  a s  n e c e s s a r y  p o l i c y ,  t h e  o b j e c t i v e s  

w i l l  n o t  b e  r e a l i z e d  w i t h o u t  c a r e f u l  s e l e c t i v i t y  b a s e d  on  

d e f i n e d  c r i t e r i a  r e s p o n s i v e  t o  n e c e s s i t y  and  t h e  o b j e c t i v e s  

themselves. 

A case i n  p o i n t  i s  t h e  e l i m i n a t i o n  o f  f i x e d  

c o m m i s s i o n s  i n  t h e  h e a v i l y  p o p u l a t e d  b r o k e r a g e  i n d u s t r y  

i n  1 9 7 5  by t h e  Commiss ion ,  w i t h  t h e  s u p p o r t  o f  t h e  Depart- 

ment  o f  J u s t i c e .  T h i s  was manda ted  t o  f o s t e r  c o m p e t i t i o n  

i n  t h a t  i n d u s t r y ,  n o t w i t h s t a n d i n g  t h e  f a c t  t h a t  it was 

c o n c e d e d  t h a t  a number o f  f i r m s  m i g h t  b e  f o r c e d  t o  merge ,  

r e d u c e  t h e i r  l e v e l  o f  o p e r a t i o n s ,  o r  g o  o u t  of b u s i n e s s  

a l t o g e t h e r .  The  D e p a r t m e n t  of J u s t i c e ,  i n  i t s  comments on  

t h e  C o m m i s s i o n ' s  proposals  t o  e l i m i n a t e  f i x e d  c o m m i s s i o n s ,  

i n d i c a t e d  t h a t  a d v e r s e  e f f e c t s  on  t h e  b u s i n e s s e s  of cer- 

t a i n  competitors was p e r f e c t l y  c o n s i s t e n t  w i t h  f o s t e r i n g  
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c o m p e t i t i o n  i n  t h e  a b s e n c e  o f  a s i g n i f i c a n t  a d v e r s e  impact 

g e n e r a l l y :  

" T h e r e  is no  e v i d e n c e  t h a t  t h e  d e m i s e  or m e r g e r  o f  5 0 ,  
100  o r  1 5 0  o f  t h e  many NYSE member f i r m s  would  h a v e  a n y  
s i g n i f i c a n t  impact on  t h e  C o m m i s s i o n ' s  a b i l i t y  t o  a f f o r d  
i n v e s t o r  p r o t e c t i o n  o r  m a i n t a i n  f a i r  and  o r d e r l y  m a r k e t s .  
The n e e d e d  m o d e r n i z a t i o n  of t h e  s e c u r i t i e s  i n d u s t r y  w i t h  
a r e g a r d  f o r  r e d u c i n g  cos ts  o f  o p e r a t i o n  c a n  occur most 
e f f e c t i v e l y  i n  a n  e n v i r o n m e n t  o f  c o m p e t i t i v e  r a t e s .  
Less e f f i c i e n t  f i r m s  s h o u l d  n o t  b e  s u b s i d i z e d  a t  t h e  
i n v e s t i n g  p u b l i c ' s  e x p e n s e ,  by  a n  i n c r e a s e d  f i x e d  com- 
m i s s i o n  r a t e .  R a t h e r ,  s u c h  f i r m s  s h o u l d  be  e n c o u r a g e d  
t o  s t r e n g t h e n  t h e i r  o p e r a t i o n s ,  t o  l e a v e  t h e  i n d u s t r y ,  
o r  t o  a r r a n g e  m e r g e r s  wh ich  d o  n o t  u n d u l y  i n c r e a s e  con-  
c e n t r a t i o n  i n  t h e  i n d u s t r y .  A l l  t h r e e  a l t e r n a t i v e s  
a r e  p r e s e n t l y  a v a i l a b l e . "  Comments of  Thomas E .  
Kauper ,  A s s i s t a n t  A t t o r n e y  G e n e r a l ,  A n t i t r u s t  D i v i s i o n ,  
t o  t h e  SEC o n  SEC F i l e  No. 4-167,  H e a r i n g s  on  Commiss ion  
Rate  S c h e d u l e s  o f  R e g i s t e r e d  N a t i o n a l  S e c u r i t i e s  E x c h a n g e s ,  
d a t e d  A u g u s t  1 0 ,  1 9 7 3 .  ( E m p h a s i s  a d d e d . )  

VI. CONCLUSION 

The F i n a n c i a l  A c c o u n t i n g  S t a n d a r d s  Board c o m p l e t e d  

i t s  p r o j e c t  on  " F i n a n c i a l  A c c o u n t i n g  and  R e p o r t i n g  by O i l  and  

Gas P r o d u c i n g  Companies"  i n  December 1 9 7 7 ,  t h e r e b y  f u l f i l l i n g  

i t s  v a r i o u s  r e s p o n s i b i l i t i e s .  

The b u r d e n  o f  t h o s e  s e e k i n g  t o  r e j e c t  or  reform t h e  

c o n c l u s i o n s  of S t a t e m e n t  No. 1 9  i s  a s u b s t a n t i a l  o n e .  

The F i n a n c i a l  A c c o u n t i n g  S t a n d a r d s  Board hopes t h a t  

t h e  D e p a r t m e n t  of E n e r g y  will be s u p p o r t i v e  of S t a t e m e n t  1Jo. 

1 9  i n  a n y  p o s i t i o n  t h a t  i t  m i g h t  t a k e  i n  commenting t o  t h e  

S e c u r i t i e s  and  Exchange  Commiss ion .  

R e s p e c t f u l l y  S u b m i t t e d ,  

F I N A N C I A L  ACCOUNTING STANDARDS BOARD 
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OF 

DEPARTMENT OF ENERGY 

TO CORSIDER 
FASB STATEMENT NO. 19, 

"FINANCIAL ACCOUNTING AND REPORTING 
BY OIL AND GAS PRODUCING COMPANIES" 

February 21 , 1978 

I am Donald J. Kirk, Chairman o f  the Financia l  Accounting Standards 

Board. Given those i n  a t tendance  today and the s u b j e c t  of these hear ings ,  

e there i s  no need for me t o  dwell on w h a t  the FASB is. or does. S u f f i c e  

i t  t o  say t h a t  the Board is an independent body recognized by the AICPA 

and the SEC as the p r i v a t e  s e c t o r ' s  a u t h o r i t a t i v e  body f o r  e s t a b l i s h i n g  

f i n a n c i a l  account ing and r epor t ing  s tandards .  W i t h  SEC o v e r s i g h t ,  those  

s tandards  a r e  presumptively binding f o r  the purposes o f  the Federal 

Securities Laws. 

o f  the Financial  Accounting Standards Board, as demonstrated by Sect ion 

503 of the Energy Pol icy  and Conservation Act and i n  the recent r e p o r t  

of the Metcalf Senate  Subcommittee. 

Congress has a1 so recognized the competency and a u t h o r i t y  

I am pleased t o  have this  oppor tun i ty  t o  d i scuss  the p r inc ipa l  

conclus ions  reached by the FASB i n  i t s  Statement No. 19,  "Financial  

Accounting and Reporting by Oil and Gas Producing Companies," w h i c h  we 
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i ssued on December 5 ,  1977 a f t e r  two years o f  hard work. 

p a r t i c i p a t i o n  today as another  s t e p  i n  t h e  c o n t i n u i n g  l i a i s o n  and 

coopera t ion  over  t h e  p a s t  two years  between t h e  Department o f  Energy and 

t h e  FASB. T h i s  has been s i g n i f i c a n t  t o  t h e  development o f  Statement No. 

1 9 ' s  account ing standards and, t o  my way of t h i n k i n g ,  t h e  Department o f  

Energy 's  energy da ta  base, too.  

I view my 

I n  terms o f  t h e  purpose o f  these hear ings, t h e  Board spent a g r e a t  

deal o f  t ime c o n s i d e r i n g  e x t e n s i v e  i n f o r m a t i o n  and da ta  w i t h  respec t  t o  

p o s s i b l e  economic consequences o f  Statement No. 19, i n c l u d i n g  aspects o f  

c o m p e t i t i o n  and energy supply,  and t h e  appropr ia teness o f  Statement No. 19 

t o  t h e  D O E ' S  f i n a n c i a l  r e p o r t i n g  system. We reached conclus ions on 

those mat te rs  on t h e  b a s i s  of  o u r  two years o f  proceedings, as w e l l  as 

our  assessment o f  t h e  r e c o r d  of t h e  e f f o r t s  o f  t h e  Account ing P r i n c i p l e s  

Board f rom 1970 t o  1973, and a g r e a t  deal  o f  a d d i t i o n a l  data developed 

on t h e  successfu l  e f f o r t s / f u l l  c o s t  con t roversy  over  t h e  pas t  t h i r t e e n  

years .  

Very b r i e f l y ,  l e t  me summarize what t h e  FASB concluded i n  Statement 

No. 19 and i t s  assessment and conclus ions on economic consequences. 

migh t  add t h a t  our  formal response t o  t h e  Department o f  Energy's N o t i c e  

o f  I n q u i r y  discusses these mat te rs  i n  f a r  g r e a t e r  d e t a i l ,  i n c l u d i n g  t h e  

reasoning t h a t  l e d  us t o  conclude as we d i d .  

I 

Statement No. 19 prescr ibes  a s i n g l e  u n i f o r m  account ing method f o r  

a l l  companies engaged i n  o i l  and gas producing a c t i v i t i e s  by r e q u i r i n g  a 

form o f  "successfu l  e f f o r t s "  account ing t o  be adopted r e t r o a c t i v e l y  f o r  



costs incurred i n  exploring for and developing oi l  and gas reserves. 

Specifically, Statement No. 19 requires, among other things, t h a t  exploration 

costs t h a t  do not resul t  in discovery of oi l  and gas reserves be charged 

t o  expense. 

acceptable "free choice" accounting a1 ternatives,  including numerous 

variations o f  bo th  the successful effor ts  and "ful l  cost" methods, that  

have affected the r e l i ab i l i t y ,  comparability, and utility--and thus the 

credibility--of financial reporting by o i l  and gas producers for years. 

Statement No. 19 also proscribes the myriad of presently 

Finally, t o  provide information about success as well as fa i lure ,  Statement 

No. 19 requires disclosure of  capitalized costs and costs incurred i n  

o i l  and gas producing ac t iv i t i e s  ( t o  provide an indication of e f fo r t )  

and of reserve quantities and changes in reserves ( t o  provide an indication 

o f  accomplishment). 

rely on the work of  the FASB, also propose disclosure of additional 

information on the present value of estimated cash flow from future 

production of  proved reserves. 

The SEC's August  and October 1977 proposals, which 

Three of the FASB's seven members dissented on Statement No. 19 for 

various technical reasons. However, a l l  members, including those dissenting, 

rejected the fu l l  cost method by which costs of exploration effor ts  i n  a 

geological area i n  which no reserves are found are capitalized simply 

because the company previously discovered valuable reserves i n  an unrelated 

geological area. 

The Board concluded t h a t  a principal defect of f u l l  cost i s  t h a t  i t  

tends t o  obscure risk and fa i lure  o f  unsuccessful exploratory ac t iv i t i e s .  

Successful e f for t s  highlights those fai lures  and the risks inherent i n  o i l  

and gas exploration by cha rg ing  currently t o  expense costs known n o t  t o  
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have resulted in reserve discoveries. By contrast, ful l  cost considers 

those unsuccessful costs t o  be assets.  

In prescribing successful e f for t s  as the uniform accounting method 

for  o i l  and gas producers, the FASB assessed and reached conclusions on 

possible economic consequences, including possible adverse effects on 

aspects of competition and energy supply. In  br ief ,  the Board concluded 

t h a t  the evidence was n o t  persuasive as t o  possible adverse effects ,  

e i ther  generally or for  small, independent producers, including those i n  

the development or start-up stages. Quite t o  the contrary, the Board 

f o u n d  t h a t  the weight of  evidence was that  independent o i l  and gas 

producers using the successful e f for t s  method can and do compete success- 

f u l l y  and conduct effective exploration and productive programs that  

they are able t o  finance through a variety of capital sources. 

I should add a t  t h i s  point that  most of the major publicly held o i l  

and gas companies, over 40 percent of the smaller publicly held companies, 

and an overwhelming number of the privately held companies prepare the i r  

financial statements on the successful e f for t s  method; they have done so 

for many years; and most i f  not  v i r tual ly  a l l  companies, including f u l l  

cost companies, use a form of successful e f for t s  i n  their  t a x  accounting. 

On the other hand,  i t  was n o t  until the l a t e  1960's that  the use of f u l l  

cost became re1 a t  i vel y w i des pread . 

The Board further concluded that  Statement No. 19 will foster competition 

i n  the capital markets and i n  the allocation of capital resources. 
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Finally, the Board believes that  Statement No. 19 provides a sound 

framework w i t h i n  which a national energy d a t a  base can be developed by 

the D O E ,  and provides the SEC w i t h  accounting practices on which i t  may 

reasonably rely in meeting i t s  obligations under Section 503 of EPCA and 

under the Federal Securities Laws. 

As I mentioned ea r l i e r ,  the FASB issued Statement No. 19 only a f t e r  

over two years o f  considering the issues and gathering, reviewing, and 

evaluating a l l  available information and data. The Board’s “due process” 

procedures exceed those required by the Administrative Procedures Act 

and permitted a l l  those who wished t o  participate t o  do so i n  our four  

days o f  public hearings and by written comments on our December 1976 

Discussion Memorandum and t h e  July 1977 Exposure Draft. 

Let me summarize some of the Board’s reasoning in concluding t h a t  a 

uniform accounting method -- the successful e f for t s  method -- best meets 

the needs of investors and will promote formulation of the energy data 

base. 

Different accounting for the same facts  and circumstances impedes 

comparabi1ity”and consistency of  financi.al statements and significantly 

detracts from the i r  usefulness. The Board concluded t h a t  the facts and 

circumstances surrounding the search for  and development of production 

o f  o i l  and gas are essentially the same regardless of the s ize  of a 

company or whether i t s  securi t ies  are publicly traded. 

further concluded t h a t ,  f a r  from being anti-competitive, mandating one 

The Board 
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account ing method w i l l  e l i m i n a t e  t h e  burdens o f  incons is tency ,  non- 

comparab i l i t y ,  and misunderstanding i n  t h e  c a p i t a l  markets and w i l l  

f o s t e r  compet i ' t ion i n  c a p i t a l  a l l o c a t i o n  by hav ing a l l  o i l  and gas 

producers r e p o r t i n g  comparable data, r e f l e c t i n g  t h e  r i s k s  i n h e r e n t  

i n  e x p l o r a t i o n  as o b j e c t i v e l y  and evenhandedly as poss ib le .  

Those advocates o f  t h e  f u l l  c o s t  method who a l l e g e  t h a t  t h e i r  

access t o  c a p i t a l  w i l l  be adverse ly  a f f e c t e d  by Statement No. 19 e v i d e n t l y  

perce ive  a p resent  c o m p e t i t i v e  advantage i n  t h e  c a p i t a l  markets over  

t h e i r  successfu l  e f f o r t s  compet i tors .  

r e s u l t s  f rom t h e  f a c t  t h a t  f u l l  c o s t  account ing obscures losses f rom 

unsuccessful e x p l o r a t i o n  a c t i v i t i e s ,  when an o therw ise  comparable f i r m  

- us ing  successfu l  e f f o r t s  d i s p l a y s  e x p l o r a t i o n  f a i l u r e s  and losses i n  i t s  

f i n a n c i a l  statements, then f i n a n c i a l  r e p o r t i n g  has c rea ted  an apparent 

d i f f e r e n c e  i n  t h e  r i s k s  where none e x i s t s .  The r e s u l t  i s  an a n t i -  

c o m p e t i t i v e  c a p i t a l  market and uneven and i n e q u i t a b l e  a l l o c a t i o n  o f  

c a p i t a l  resources -- i n  e f fec t ,  s u b s i d i z i n g  t h e  c o s t  o f  c a p i t a l  t o  t h e  

f u l l  c o s t  f i r m s  a t  t h e  expense o f  t h e i r  o therw ise  comparable successfu l  

e f f o r t s  compet i tors .  

To t h e  e x t e n t  t h a t  t h i s  advantage 

Th is  advantage f o r  some f u l l  c o s t  companies i s  by no means t h e o r e t i c a l ;  

i t  has been discussed i n  t h e  s tockho lder  communications o f  some companies. 

With regard  t o  energy supply,  t h e  Board was n o t  presented n o r  was 

i t  a b l e  t o  o b t a i n  persuasive evidence s u p p o r t i n g  t h e  a s s e r t i o n  t h a t  

adopt ion  of  successful e f f o r t s  and p r o s c r i p t i o n  o f  f u l l  c o s t  would 
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i n h i b i t  c0mpet i t io.n i n  t h e  e x p l o r a t i o n ,  development and produc t ion  o f  

o i l  and gas. 

indpendent o i l  and gas producing companies u s i n g  successfu l  e f f o r t s  

account ing  can and do compete success fu l l y ;  they  conduct e f f e c t i v e  

The we igh t  o f  t h e  evidence b e f o r e  t h e  FASB was t h a t  many 

I e x p l o r a t i o n  and produc t ion  programs; and they  a r e  a b l e  t o  f i n a n c e  through 

a v a r i e t y  o f  c a p i t a l  sources. The account ing change t o  successfu l  

e f f o r t s  p r e s c r i b e d  by Statement No. 19 has no e f f e c t  on, and -in no way 

a l t e r s ,  any company's cash f low;  t h e  va lue  o f  i t s  o i l  and gas reserves; 

i t s  c o s t s  o f  e x p l o r a t i o n ,  development, o r  p roduc t ion ;  o i l  and gas p r i c i n g .  

o r  o t h e r  marketplace c h a r a c t e r i s t i c s ;  t h e  success o r  f a i l u r e  o f  e x p l o r a t o r y  

o r  development a c t i v i t i e s  i n c l u d i n g  prospects o f  f i n d i n g  commercial ly 

r e c o v e r a b l e  reserves; o r  a company's income t a x  payments. The Board 

concluded t h a t  a change t o  Statement No. 1 9 ' s  successfu l  e f f o r t s  

method w i l l  n o t  adverse ly  e f f e c t  t h e  a b i l i t y  o f  companies t o  r a i s e  

c a p i t a l  needed i n  t h e  search f o r  new energy supp l ies .  

Whi le a change t o  Statement No. 19 's  successfu l  e f f o r t s  method may 

i n  t h e  s h o r t  r u n  reduce earn ings and r e t a i n e d  earn ings r e p o r t e d  i n  t h e  

f i n a n c i a l  statements, perhaps s i g n i f i c a n t l y ,  the  weight  o f  the  evidence 

was t h a t  w h i l e  f i n a n c i a l  statements p rov ide  u s e f u l  data,  i n v e s t o r s ,  

lenders ,  and o t h e r  s u p p l i e r s  o f  c a p i t a l  make t h e i r  investment and c r e d i t  

d e c i s i o n s  p r i n c i p a l l y  on a n a l y s i s  o f  a company's e x p l o r a t i o n  t r a c k  

r e c o r d ,  i t s  o i l  and gas reserve p o s i t i o n ,  and i t s  cash f low.  

w i t h  respec t  t o  new companies i n  t h e  s t a r t - u p  o r  development s tage i s  

t h a t  whether these new companies d e f e r  cos ts  o r  expense them has l i t t l e  

The evidence 

e f f e c t  on t h e  amount o f  venture c a p i t a l  p rov ided them o r  t h e  terms under 

w h i c h  i t  i s  prov ided.  
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The Board has considered, and re jec ted  a t  t h i s  time, value accounting 

f o r  o i l  and gas reserves. 

account ing as u l t i m a t e l y  a preferable s o l u t i o n  conceded t h a t  t h i s  was 

n o t  the time. t o  change t o  a new accounting measurement basis from h i s t o r i c a l  

cost .  Apart  from concluding no t  t o  adopt cu r ren t  value accounting a t  

t h i s  t ime i n  the  narrow context  o f  the  o i l  and gas indus t ry ,  the Board's 

recent  hearings i n  i t s  conceptual framework p r o j e c t  have ind i ca ted  c l e a r l y  

t h a t  a g rea t  deal of work must be done inc lud ing  experimentation, before 

cu r ren t  value.account ing could, i f  ever, rep lace the  h i s t o r i c a l  cos t  

system, whether i n  general o r  i n  s p e c i f i c  cases. Fur ther ,  the recent  

SEC proposal t h a t  contemplates supplementary d isc losure  o f  discounted 

present value o f  cash f l ow  f r o m  f u t u r e  product ion o f  proved reserves 

can be viewed as a means o f  p rov id ing  some value o r ien ted  in format ion.  

Even the two d issenters  who viewed value 

I am conf ident  t h a t  on assessment o f  the  e n t i r e  record the  DOE w i l l  

agree w i t h  the  Board t h a t  Statement No. 19 provides a sound framework 

w i t h i n  which the  energy data base may be compiled and t h a t  Statement No. 19 

w i l l  n o t  adversely e f f e c t  compet i t ion o r  energy supply. 

Thank you again f o r  the  oppor tun i ty  t o  appear today. 




