
BEFORE TIIE 
S E C U R I T I E S  AND EXCUANGE C O M M I S S I O N  

W A S H I N G T O N ,  D .  C .  

1 
A c c o u n t i n g  P r a c t i c e s  -- ) 

O i l  and  Gas P r o d u c e r s  -- 1 
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  ) . 

F i l e  57-715 

COMMENTS OF T H E  U N I T E D  S T A T E S  
D E P A R T M E N T  OF J U S T I C E  

J o h n  H .  S h e n e f i e l d  
A s s i s t a n t  A t t o r n e y  

A n t i t r u s t  D i v i s i o n  
Gener  a1  

J o e  S i m s  
D e p u t y  A s s i s t a n t  A t t o r n e y  

A n t i t r u s t  D i v i s i o n  
G e n e r a l  

Communica t ions  w i t h  respec t  t o  t h i s  document  s h o u l d  be 
a d d r e s s e d  t o :  

D o n a l d  L .  F l e x n e r ,  C h i e f  
E n e r g y  S e c t i o n  
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  of J u s t i c e  
W a s h i n g t o n ,  D . C .  20533 

R i c h a r d  A .  F e i n s t e i n ,  A t to rR t?y  
A g i m  M. Demira l i ,  A t t o r n e y  
E n e r g y  S e c t i o n  
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  of J u s t i c e  
P o s t  O f f i c e  B o x  1 4 1 4 1  
W a s h i n g t o n ,  D . C .  2 0 0 4 4  

F e b r u a r y  2 7 ,  1 9 7 8  



BEFORE THE 
SECURITIES A N D  EXCHANGE COMMISSION 

WASHINGTON, D .  C .  

A c c o u n t i n g  P r a c t i c e s  -- 1 
. O i l  and  Gas  P r o d u c e r s  -- 1 
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  ) 

1 

F i l e  S7-715 

COMMENTS OF THE UNITED STATES 
DEPARTMENT OF JUSTICE 

I N T R O D U C T I O N  

On J a n u a r y  4 ,  1 9 7 8 ,  t h e  S e c u r i t i e s  a n d  E x c h a n g e  Com- 

m i s s i o n  ( "Commiss ion" )  p u b l i s h e d  a n o t i c e  i n  t h e  Fede ra l  

R e g i s t e r  - 1/ s o l i c i t i n g  p u b l i c  comment on w h e t h e r  t h e  Com- 

m i s s i o n  s h o u l d  r e l y  on t h e  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 r o d u c e r s  d e v e l o p e d  by t h e  F i n a n c i a l  A c c o u n t i n g  Board  

( " F A S B " )  . 
The Department of J u s t i c e  ( " D e p a r t m e n t " )  i s  t h e  Execu- 

t i v e  D e p a r t m e n t  of t h e  U n i t e d  S t a t e s  c h a r g e d  by C o n g r e s s  

w i t h  t h e  e n f o r c e m e n t  of t h e  N a t i o n ' s  a n t i t r u s t  l aws ,  and  h a s  

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

- 1/ 43 F.R. 878 ( J a n u a r y  4, 1 9 7 8 ) .  



economy. As i n  o the r  proceedings before  f e d e r a l  agenc ie s ,  

the Department comes before  t h e  Cornmission t o  advocate  t h e  

adopt ion of r egu la to ry  p o l i c i e s  which w i l l  p r e se rve  and 

promote competi t ion t o  t h e  e x t e n t  f e a s i b l e  under t h e  govern- 

ing laws. 

Pursuant  t o  the  S e c u r i t i e s  Act Amendments of 1 9 7 5 ,  2/ 
t h e  Commission has  a s t a t u t o r y  duty t o  cons ider  t h e  competi- 

t i v e  e f f e c t s  of i t s  a c t i o n s  and t o  choose t h e  l e a s t  anticom- 

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

t h e  s e c u r i t i e s  laws. Given t h e  n a t u r e  of t h i s  p roceeding ,  

the C o m m i s s i o n ' s  s p e c i a l  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  t o  
! 

cons ider  competi t ive e f f e c t s ,  and t h e  Department 's  r o l e  a s  

a n  advocate of  compet i t ion ,  t h e  Department submits t h e  

fol lowing comments a s  an i n t e r e s t e d  p a r t y .  

B A C I( G R 0 U N D 

Sec t ion  503 of t he  Energy Po l i cy  and Conservat ion Act - 3/  

( " E P C A " )  d i r e c t s  the Commission t o  " t a k e  such s t e p s  a s  may 

be necessary t o  a s su re  the  development and observance of 

accounting p r a c t i c e s  t o  be followed" by o i l  and gas  producers  

- 2/ 15 U . S . C .  S 7 8 w ( a ) ( 2 )  ( 1 9 7 5 ) .  

- 3/ 4 2  U.S .C .  5 6 3 8 3 .  

- 2 -  



" fo r  purposes of  developing a r e l i a b l e  energy d a t a  base ."  ' 

Sec t ion  503  a l s o  d i r e c t s  t h e  Commission t o  c o n s u l t  w i t h  t he  

Federa l  Energy Adminis t ra t ion (now t h e  Department of  Energy) ,  

t h e  General  Accounting O f f i c e ,  and the  Federa l  Power Commis- 

s i o n  (whose  f u n c t i o n s  have been assumed by t h e  Federa l  

Ene rgy  Regulatory Commission) i n  r e l a t i o n  t o  the  development 

of s u c h -  r u l e s .  Sec t ion  503 a l s o  a u t h o r i z e s  t h e  Commission 

$ 

t o  p r e s c r i b e  r u l e s  or  t o  r e l y  on account ing p r a c t i c e s  

developed by t h e  F A S B .  EPCA d i r e c t e d  t h e  Commission t o  

develop s u c h  r u l e s  by December 2 2 ,  1 9 7 7 ,  b u t  the  Commission 

had  a u t h o r i t y  t o  extend t h e  dead l ine  on i t s  own motion t o  

accommodate meaningful comment w i t h  r e s p e c t  t o  whether i t  

should p r e s c r i b e  such p r a c t i c e  by r u l e  or  r e l y  upon s t a n d a r d s  

developed by t h e  FASB. 

The FASB,  a p r i v a t e  s e c t o r  o r g a n i z a t i o n  t h a t  promul- 

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

took t o  e s t a b l i s h  accounting r u l e s  f o r  o i l  and gas  producing 

a c t i v i t i e s .  On J u l y  1 5 ,  1 9 7 7 ,  t h e  FASB i s sued  an Exposure 

Dra f t  proposing t h e  adoption of t h e  ' ' successfu l  e f f o r t s "  

method of f i n a n c i a l  accounting a s  t h e  s o l e  a l lowable  method 

f o r  o i l  and gas producers .  A s  adopted,  t h e  r u l e  would  

r e q u i r e  such f i rms  t o  use t h i s  account ing method n o t  on ly  t o  

s a t i s f y  t h e  r epor t ing  requirements  of the Department of  

Energy, but  a l s o  t o  s a t i s f y  t h e  Commission's d i s c l o s u r e  

requirements  . 
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On September 7, 1 9 7 7 ,  the Commission published a notice 

i n  the Federal Register proposing t o  amend its regulations 

to incorporate the accounting standard proposed in the 

FASB's Exposure Draft, and invited the submission of comments 

by interested parties. On November 25, 1 9 7 7 ,  the Department 

of  Justice submitted comments which urged the Commission to 

postpone the adoption of the proposed rule until it had 

satisfied its statutory obligation to perform an independent 

study of the competitive effects of such action. 

Thereafter, on December 5, 1 9 7 7 ,  the FASB issued Statement 
\ 
I 
of Financial Accounting Standards No. 1 9  , "Financial Account- 
ing and Reporting by Oil and Gas Producing Companies." State- 

ment No. 19 affirms the tentative conclusions adopted by the 

FASB in its Exposure Draft, with certain modifications. Oile 

such modification is that Statement No. 19-would become 

effective for financial statements f o r  fiscal years beginning 

after December 1 5 ,  1 9 7 8 ,  rather than for fiscal years 

beginning after June 15, 1 9 7 8 .  This modification means that 

no company will be required to apply the standards reflected 

in Statement No. 19 until 1 9 7 9 .  

On January 4, 1 9 7 8 ,  as set forth in its Federal Register 

Notice, - 4 /  the Commission, pursuant to Section 503 of EPCA, 

officially extended the December 22, 1 9 7 7  deadline for the 

- 4/ 43 F.R. 878. (January 4 ,  1 9 7 8 ) .  
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development of accounting standards for oil and gas producers. 

T h e  period for development of appropriate standards was 

extended to allow for a meaningful comment period with 

respect to the determination of whether the Commission 

should rely on the standards developed by the FASB. - 5/ In 

its solicitation of cominents, the Commission requested 

advice on the following questions: 

1. What a r e  the.most appropriate financial 
accounting and reporting standards 
for oil and gas producing activities 
f o r  purposes of reporting to the DOE 
pursuant to the EPCA? 

2. What are the most appropriate such 
standards for purposes of the preparation 
of financial statements to be included 
in filings w i t h  the Commission unde,r the 
Federal securities laws? 

In addition, the Commission solicited comments on issues 

relating to the competitive impact of its proposed rule. 

It is to the competitive issues that the Department's 

comments are primarily directed. 

S U l l l i A R Y  OF POSITION 

The Commission has a statutory responsibility to 

consider the competitive impact of 'any proposed regulation. 

Pursuant to this responsibility, the Commission must choose 

the least anticompetit,ive alternative available to carry out 

- 5 /  4 3  F.R. 8 7 9  (January 4 ,  1 9 7 8 ) .  
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t h e  purposes o f  t h e  s e c u r i t i e s  laws. T h i s  r e s p o n s i b i l i t y  

a l s o  e s t a b l i s h e s  a d u t y  on the  p a r t  of t he  Commission t o  

a f f i r m a t i v e l y  demonstrate t h a t  any burden on compet i t ion  

imposed by i t s  a c t i o n  is  necessary o r  a p p r o p r i a t e  t o  f u r t h e r  

t h e  purposes o f  the  s e c u r i t i e s  laws. 

To s a t i s f y  t h i s  burden, t h e  Commission, i f  i t  is t o  

r e l y  on FASB Statement  No. 1 9 ,  m u s t  a f f i r m a t i v e l y  demonstrate  

t h a t  the  s u c c e s s f u l  e f f o r t s  account ing method is  p r e f e r a b l e  

t o  f u l l  c o s t  o r  any a l t e r n a t i v e  account ing systems a s  an 

accu ra t e  measure of the  f i n a n c i a l  o p e r a t i o n s  o f  a l l  t h e  ~ 

f i rms  t o  which success fu l  e f f o r t s  w o u l d  apply.  I f  t h e  

Commission cannot demonstrate t h a t  s u c c e s s f u l  e f f o r t s  is 

supe r io r  t o  each of the  p r a c t i c a l  f i n a n c i a l  r e p o r t i n g  

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

t h e  market e f f e c t s ,  i f  any, o f  a mandated s w i t C h  t o  success-  

f u l  e f f o r t s  w o u l d  no t  be a n t i c o m p e t i t i v e .  I f  such market 

e f f e c t s  a r e  shown t o  be a n t i c o m p e t i t i v e ,  then t h e  Commission 

m u s t  demonstrate  t h a t  a mandated swi tch  t o  s u c c e s s f u l  

e f f o r t s  i s  n e v e r t h e l e s s  necessary o r  appr0priat .e i n  fu r t l i e r -  

ance of the  purposes  of the  s e c u r i t i e s  laws. The re fo re ,  if 

t h e  Commission r e q u i r e s  more informat ion ,  more t ime,  o r  

both,  i n  o rder  t o  make the  r e q u i s i t e  demonst ra t ion ,  i t  

should,  c o n s i s t e n t  w i t h  i ts  s t a t u t o r y  o b l i g a t i o n , .  postpone 

t h e  adoption of a f i n a l  r u l e  u n t i l  the  r e q u i s i t e  j u s t i f i c a t i o n  

- 6 -  



fo r  imposing a compet i t ive  burden can be a f f i r m a t i v e l y  

shown. I n  the meantime, of course ,  t he  Commission has ,  and 

w i l l  cont inue  t o  have, t h e  op t ion  of adopt ing a uniform r u l e  

l i m i t e d  t o  r epor t ing  by o i l  and gas  producers  t o  t h e  Dcpart- 

ment of  Energy. 

I .  THE COMMISSION H A S  A STATUTORY D U T Y  TO CONSIDER 
THE COMPETITIVE IMPACT OF ITS ACTIONS A N D  TO ADOPT 

THE LEAST ANTICOMPETITIVE A L T E R N A T I V E  

The  S e c u r i t i e s  Act Amendments of 1975 ("1975 Amendments") 

represented  a profound change i n  n a t i o n a l  p o l i c y  w i t h  

r e s p e c t  t o  cornpetition i n  t he  s e c u r i t i e s  f i e l d .  A s  enacted 

i n  1934, t h e  S e c u r i t i e s  Exchange Act was v i r t u a l l y  s i l e n t  on 

compet i t ion .  N o w ,  under t h e  1 9 7 5  Amendments, compet i t ion  

has  become one of . the  A c t ' s  p r i n c i p a l  s t a t u t o r y  o b j e c t i v e s ,  

Congress having recognized t h e  wisdom of more e x p l i c i t l y  and 

f o r c e f u l l y  applying t h e  N a t i o n ' s  "fundamental economic 

p o l i c y "  - 6 /  t o  i t s  c r u c i a l  c a p i t a l  markets.  The Commission 

is t h u s  under an a f f i r m a t i v e  mandate t o  e l i m i n a t e  " a l l  

p r e s e n t  and f u t u r e  compet i t ive  r e s t r a i n t s  t h a t  cannot  be 

j u s t i f i e d  by t h e  purposes of t h e  Exchange Act.'' - 7/  

- 6/ Carnat ion Co. v .  P a c i f i c  Westbound Conference,  383 U.S. 
213, 218 ( 1 9 6 6 ) .  

- 7/ Senate  Report No. 94-75 accompanying S .  2 4 9 ,  Sena te  
Committee on  Banking, Hous ing  and Urban A f f a i r s ,  9 4 t h  Cong. ,  
1st Sess .  ( 1 9 7 5 ) ,  a t  1 3 .  
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In addition, the 1975 Amendments require that 

the Commission, in making rules and regula- 
tions pursuant to any provisions of this 
chapter, shall consider amonq other matters 
the- impact any such rule or iegulation would 
have on competition. The Commission shall 
not adopt any such rule or regulation which 
would impose a burden on competition not 
necessary or appropriate in furtherance of 
the purpose of this chapter. - 8/  

Furthermore, if the Commission determines that the imposition 

of some burden on competition is necessary or appropriate, 

it must include in its rulings a statement of the reasons 

for such a determination. 9/ - 
Thus, the Commission has a duty to assess the c0mpet.i- 

tive effects of its regulatory proposals, and the statutory 

l a n g u a g e  calls f o r  t h e  Commission t o  e v a l u a t e  thos-e e f fec t s  

in relation to other purposes of the Act. As a result of 

that competitive analysis, the Commission must adopt those 

approaches to its regulatory goals that are the least 

anticompetitive alternatives. 

The legislative history of the Securities Act Amendments 

of 1975 describes best this responsibility: 

The Senate bill did not attempt to eliminate 
specific enumerated barriers to competition. 
Rather, the Sepate bill charged the SEC with 

- 8/ 15 U.S.C. §78w(a)(2) (1975). 
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an e x p l i c i t  and p e r v a s i v e  o b l i g a t i o n  t o  
e l i m i n a t e  a l l  p re se ,n t  and f u t u r e  c o m p e t i t i v e  
r e s t r a i n t s  t h a t  could not  be j u s t i f i e d  
by t h e  purposes  of t h e  Exchange Act . . . 
F u r t h e r  , t h e  Cotxmission was r e q u i r e d  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  fundamental  n a t i o n a l  economic 
p o l i c y  of f u r t h e r i n g  c o m p e t i t i o n  and was 
p r o h i b i t e d  from promulga t ing  any r u l e  w h i c h  
imposed a burden on compe t i t i on  n o t  n e c e s s a r y '  
o r  a p p r o p r i a t e  t o  ach ieve  t h e  pu rposes  of t h e  
E x c h a n g e  Act. T h e  Commission's r e s p o n s i b i l i t y  
under t h e  S e n a t e  b i l l  i s  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 i t i v e  e f f e c t s  o f  a 
r e g u l a t o r y  p o l i c y  o r  d e c i s i o n  (whether  i t s  
own or  t h a t  of  a s e l f - r e g u l a t o r y  o r g a n i z a t i o n )  
a g a i n s t  t h e  pu rposes  of  t h e  Exchange Act t h a t  
a r e  advanced the reby  and t h e  c o s t s  o f  do ing  
so .  The confe rence  s u b s t i t u t e  a c c e p t s  t h e  
Senate  p r o v i s i o n s  w i t h  r e s p e c t  t o  c o m p e t i t i v e  
s t a n d a r d s .  1 0 /  

a 

- 
I n  s h o r t ,  t h e n ,  c e n t r a l  t o  t h i s  p roceed ing  is t h e  

Commission's s t a t u t o r y  duty t o :  c o n s i d e r  t h e  c o m p e t i t i v e  

e f f e c t s  of proposed r e g u l a t i o n s  i n  l i g h t  of  t h e  pu rposes  t o  

be s e r v e d  by s u c h  r e g u l a t i o n  under t h e  s e c u r i t i e s  laws;  

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

t h e  pu rposes  of s u c h  laws;  and c l e a r l y  a r t i c u l a t e  t h e  

r easons  f o r  adop t ing  any r e g u l a t i o n  t h a t  c r e a t e s  a burden on 

compe t i t i on .  

- 10/ House Conference 
p. 94-95.  

Report  No. 9 4 - 2 2 9  , May 1 9 ,  1 9 7 5 ,  

- 9 -  



11. THE COMPETITIVE ANALYSIS 

In this proceeding, the Commission's mandate is to 

vindicate two policies: one is to protect competition; the 

other is to insure disclosure of accurate information to 

investors. These policies are not conflicting. Both goals, 

protecting competition and encograging meaningful disclosure 

for t h e  protection of investors, may be served simultaneously. 

The supply of accurate information to capital markets should 

further the achievement of both goals. Indeed, if one 

method of reporting is clearly superior to all others in 

terms of the accuracy or reality of the picture it portrays, 

i t  cannot be said that changes in capital market behavior in 

respofise to such information would injure competition among 

oil and gas producers. - 11/ Easy access to accurate informa- 

tion will help investors to make appropriate decisions 

regarding the efficient allocation of scarce capital. 

Furthermore, when the quality of information available to 

investors is less than optimal, markets will adjust more 

slowly to changed circumstances. Hence, better information 

will tend to improve the competitiveness of markets. 

However, despite the conceptual congruence o f  these 

policies, agency action may be inconsistent with either or 

- ll/ It should be noted that a Commission decision to 
change accounting rules does not automatically create an 
inference of anticompetitive market effects. This contrasts 
with Commission action which would clearly l e a d  to such an 
inference; e . g . ,  a decision to reinstitute fixed commissions 
for secucities brokers. 

- 10 - 



both. For example, if two different reporting standards 

resulted in equally meaningful disclosure, a mandated 

switch from one to the other would not enhance the quality 

of information available, but it might cause structural 

or behavioral changes which bear on competition. 

that case, agency action would certainly not be inconsistent 

with disclosure policy, but would be highly questionable in 

terms of competition policy. Obviously, if the mandated 

reporting change were to result in less meaningful disclosure, 

and also produced capital market effects that were anticom- 

petitive, Commission action would be inconsistent with both 

In 

policies. On the other hand, if there were no anticompeti- 

tive effects, and the impact on disclosure would be neutral, 

or even negative for that matter, then the Department 

would be indifferent as t o  any action taken by the Conmis- 

sion with respect to accounting practices. Accordingly, to 

sa,tisfy its statutory duty, the Commission must determine 

whether successful efforts is superior to other practical 

reporting alternatives in terms of meaningful disclosure and 

whether, apart from the merits of these accounting systems, 

the mandated- change from full cost to succesful efforts 

would have anticompetitive consequences- for oil and gas 

producers. 

As an initial matter, then, the Commission will need to 

determine which of the available accounting methods supplies 

the market with the best information. Each method will 

therefore be discussed in turn. 

- 11 - 



A .  Disc losu re  I s s u e s  

1. "Successful  E f f o r t s "  

The s u c c e s s f u l  e f f o r t s  method of  account ing ,  among 

o the r  t h i n g s ,  involves  the  expensing o f  exp lo ra to ry  d r y  

holes. - 1 2 /  The e f f e c t  of  t h i s  immediate expensing is  a 

depress ion  of  p r e s e n t  earn ings .  J u s t i f i c a t i o n  f o r  such a 

system d e r i v e s  from t h e  b e l i e f  t h a t ,  a s  i n  o the r  a r e a s  of 

account ing ,  c o s t s  may n o t  be c a p i t a l i z e d  u n l e s s  they r e l a t e  

t o  " a s s e t s  having i d e n t i f i a b l e  f u t u r e  b e n e f i t s .  'I - 13/  

Because, i t  is  argued, no f u t u r e  b e n e f i t  accrues  from a dry  

ho le ,  c a p i t a l i z a t i o n  of t he  c o s t s  incur red  t o  d r i l l  t h a t  

ho le  i s  precluded.  

Several c r i t i c i s m s  have been  l eve led  a g a i n s t  t h e  

s u c c e s s f u l  e f f o r t s  approach regard ing  i t s  " d i s c l o s u r e "  

c a p a b i l i t i e s .  F i r s t  and foremost ,  i t  is contended t h a t  

s u c c e s s f u l  e f f o r t s  does n o t  conform conceptua l ly  t o  t h e  

na tu re  of t he  o i l  and g a s  e x p l o r a t i o n  i n d u s t r y .  - 1 4 /  An 

account ing method which se rves  t o  i l l u s t r a t e  f i n a n c i a l  

- 1 2 /  Statement  of  F i n a n c i a l  Accounting S tandards  N o .  1 9  
(December 1 9 7 7 ) ,  j116-20 a t  5-6.  

- 13/ - I d . ,  11143, a t  7 2 ;  11177, a t  8 6 .  

- 1 4 /  Statement of J o h n  S .  Chals ty  (Donaldson, Lufkin & 
J e n r c t t e )  b e f o r e  t h e  Department of Energy 's  Inqu i ry  on 
F i n a n c i a l  Accounting S tandards ,  a t  4 -6 ,  February 2 1 ,  1 9 7 8 .  
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r e a l i t y  i n  t h e  o i l  and gas  e x p l o r a t i o n  and product ion  

indus t ry  should not  overemphasize c o s t s ,  Success or f a i l u r e  

of a company is a func t ion  of  the  company's a b i l i t y  t o  f i n d  

and develop r e s e r v e s  i n  q u a n t i t i e s  s u f f i c i e n t  t o  r e s u l t  i n  a 

r e t u r n  on t h e  t o t a l i t y  of c a p i t a l  i nves t ed ,  no t  a well-by-well 

c o s t / b e n e f i t  a n a l y s i s .  - 1 5 /  

A second c r i t i c i s m  which has been made of t he  s u c c e s s f u l  

e f f o r t s  approach is t h a t  i t  a r b i t r a r i l y  c a t e g o r i z e s  expendi- 

t u r e s  f o r  purposes  o f  being e i t h e r  expensed or  c a p i t a l i z e d  

'on the  occurrence o f  t h e  event  o f  f i n d i n g  r e s e r v e s .  I t  is  

argued t h a t ,  under t h i s  system, t h e  order  i n  which wells a r e  

d r i l l e d  will have a s i g n i f i c a n t  impact on t h e  company's . 

f i n a n c i a l  p i c tu re :  - 1 6 /  By way o f  i l l u s t r a t i o n ,  assume a 

company d r i l l s  t en  ho le s  i n  a f i e l d .  I f  t h e .  f i r s t  of t h e  

t en  ho le s  is s u c c e s s f u l ,  each of t h e  n ine  subsequent we l l s  

w i l l  be c a p i t a l i z e d ,  a s  they a r e  considered p a r t  of t h e  

"development" o f  a known asse$. I n  c o n t r a s t ,  i f  t h e  S ~ I C C E S S -  

. f u l  ho le  were d r i l l e d  l a s t ,  each of t h e  preceding dry  ho le s  

would have t o  be expensed a s  being un re l a t ed  t o  t h e  def ined  

a s s e t ,  t he  s u c c e s s f u l  ho le .  T h i s  r e s u l t  appears  incongrouous,  

and the  r e s p e c t i v e  balance s h e e t s  would not  d i s t i n g u i s h  

between t h e  apparent  "success"  of t h e  f i r s t  ven tu re  and 

- 15/ 
Pub l i c  Record, Volume 1, Sec t ion  A ,  a t  B-10 ( 1 9 7 8 ) .  

A l t e r n a t i v e  Concepts - F u l l  Cost and Success fu l  E f f o r t s ,  

- 1 6 /  Statement of  F inanc ia l  Accounting S tandards  No. 1 9  
(December 1 9 7 7 )  (D i s sen t  o f  Mr. L i t k e )  a t  35.  
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" f a i l u r e "  of t h e  second. R i s k s  were i d e n t i c a l ,  c o s t s  were 

i d e n t i c a l ,  r e s e r v e s  discovered were i d e n t i c a l ,  and y e t  t h e  

information d i s c losed  var icd widely.  

T h e s e  arguments would appear t o  c a s t  doubt on t h e  

d i s c l o s u r c  c a p a b i l i t i e s  of  t he  s u c c e s s f u l  e f f o r t s  method. 

While a t tempt ing  t o  bare t h e  r i sks  of e x p l o r a t i o n  t o  t h e  

i n v e s t o r ,  t h i s  approach may be mis leading .  S t a t i n g  t h a t  

t h e  s u c c e s s f u l  e f f o r t s  technique r e s u l t s  i n  a more "conserva- 

t i v e "  approach is only a v a l i d  argument s o  l o n g  a s  i t  can be 

determined t h a t  the method is a c c u r a t e .  Otherwise,  conscr-  

vatism is, i n  e f f e c t ,  merely a p o l i c y  o f  d e l i b e r a t e  under-. 

s t a  tenien t . 
2. "!?ull C o s t "  

The f u l l  c o s t  method, p r e s e n t l y  used by a s u b s t a n t i a l  

number of small  exp lo ra t ion  and development companies, 

c a p i t a l i z e s  c o s t s  incurred i n  e x p l o r a t i o n .  I n  t h i s  system a 

"cos t  c e n t e r "  is  used, e i t h e r  on a count ry ,  c o n t i n e n t ,  o r  

company-wide b a s i s ,  w i t h i n  which c o s t s  a r e  amortized when 

r e s e r v e s  a r e  produced. The ea rn ings  s t ream of t h e  company 

is rendered comparatively s t a b l e  u s i n g  t h i s  approach. A 

l i m i t a t i o n  on t h i s  method is  t h a t  t he  amounts c a p i t a l i z e d  

may not  exceed t h e  va lue  of t h e  r e s e r v e s  found. - 1 7 /  I n  i t s  

broades t  s ense ,  t h i s  l i m i t a t i o n  may s a t i s f y  t h e  FASB r equ i r e -  

- .. 
- 1 7 /  Statement of  F inanc ia l  Accounting S tandards  No. 1 9  
(December 1 9 7 7 ) ,  11104,  a t  58.  
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ment t h a t  c o s t s  r e l a t e  t o  " a s s e t s  having i d e n t i f i a b l e  f u t u r e  

b e n e f i t s "  before  they a r e  c a p i t a l i z e d .  E/ 
F u l l  c o s t ,  i t  seems, is a l s o  sha rp ly  c r i t i c i z e d  f o r  i t s  

i n a b i l i t y  t o  provide adequate d i s c l o s u r e  f o r  i n v e s t o r s .  

I n i t i a l l y ,  i t  s u f f e r s  from t h e  same conceptual  problem a s  

s u c c e s s f u l  e f f o r t s ,  .- i . e . ,  i t  a t t empt s  t o  p o r t r a y  the  f inan -  

c i a 1  p i c t u r e  of a company i n  terms of h i s t o r i c a l  c o s t  r a t h e r  

than t r u e  va lue .  

More impor tan t ly ,  though, t h e  system h a s  been c r i t i c i z e d  

fo r  a l l e g e d l y  obscuring r i s k s  a s s o c i a t e d  w i t h  o i l  and gas  

e x p l o r a t i o n .  - 19/ Not only a r e  c o s t s  spread o u t  over a long 

per iod of time w i t h  t h i s  method, b u t  t h e  impact of f a i l u r e  

( a  dry h o l e ,  f i e l d ,  or count ry)  is d i l u t e d  by successes  i n  

t o t a l l y  un re l a t ed  a r e a s  w i t h i n  t h e  c o s t  c e n t e r .  

Furthermore,  t h e r e  is feared  t h e  p o s s i b i l i t y  t h a t  c o s t  

c e n t e r s  w i l l  be manipulated by companies s o  a s  t o  a l t e r  t h e  

r e s u l t a n t  ea rn ings  p i c t u r e .  An i n c r e a s e  i n  t h e  s i z e  of a 

c o s t  c e n t e r ,  f o r  example, would  r a i s e  t h e  l i m i t  on c a p i t a l -  

i z a b l c  c o s t s .  Such manipulation would c e r t a i n l y  no t  be 

c o n s i s t e n t  w i t h  an at tempt  by t h e  Commission t o  implement 

t h e  most  a c c u r a t e - s y s t e m  p o s s i b l e .  Unless a c o s t  c e n t e r  

were def ined  w i t h  reasonable  p r e c i s i o n ,  i n v e s t o r s  would 

not  have a s u i t a b l e  b a s i s  f o r  comparison. 

18 /  - See d i s c u s s i o n  supra a t  p .  1 2 .  - 
L 19/ Statement  o f  F inanc ia l  Accounting S tandards  No. 1 9  
(December 1 9 7 7 ) ,  41149-151, a t  7 4 - 7 5 .  
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I n  s p i t e  of t hese  concerns,  an argument can be made 

t h a t  f u l l  c o s t  accounting c l o s e l y  r e p r e s e n t s  t h e  t r u e  worth 

of a company's reserves:20/ ._ T h i s  p o s i t i o n ,  which assumes a 

company-wide c o s t  c e n t e r ,  main ta ins  t h a t  while i t  is not  

p o s s i b l e  t o  p r e d i c t  w i t h  c e r t a i n t y  which ho le s  w i l l  be d r y ,  

n e v e r t h e l e s s ,  t h e r e  is a c o r r e l a t i o n  between t h e  a c q u i s i -  

t i o n ,  e x p l o r a t i o n  and development c o s t s  and the  f i n d i n g  of 

r e se rves .  To s t a t e  i t  more p r e c i s e l y ,  t h e  p r e s e n t  d i scounted  

value of r e s e r v e s  is roughly e q u i v a l e n t  t o  t h e  c o s t s  of 

exp lo ra t ion  and development, p l u s  l e a s e  bonus payments. 

Conipanies b i d  on l e a s e s  by e s t i m a t i n g  t h e  value of r e s e r v e s  

and the  c o s t s  a s soc ia t ed  w i t h  producing those  r e s e r v e s .  A 

bonus payment b r ings  the  a n t i c i p a t e d  c o s t s  up t o  t h e  l e v e l  

of p ro jec t ed  worth. I t  can,  t h e r e f o r e ,  be considered 

an equa l i z ing  f a c t o r  i n  t h e  equat ion f o r  t he  i n d u s t r y .  

If companies expect t o  spend l e s s  on t o t a l  e x p l o r a t i o n  

and development than t h e  expected p r e s e n t  d i scounted  va lue  

of r e s e r v e s ,  l e a s e  bonus  payments will tend t,o r i s e  u n t i l  

expendi tures  equal  the  expected p r e s e n t  discounted va lue  of 

r e se rves  f o r  t he  indus t ry  a s  a whole. S imi- la r ly ,  i f  expendi- 

t u r e s  i n c r e a s e ,  bonus  payments f o r  t h e  indus t ry  can be 

expected t o  f a l l  t o  a l e v e l  where t h e r e  w i l l  once aga in  be 

equivalency w i t h  p re sen t  discounted value.  

20 /  - See,  Statement o f  Professor  Walter J .  Mead before  
the  Department of Energy's Inqui ry  on F inanc ia l  Accounting 
S tandJrds ,  February 1 7 ,  1 3 7 8 .  For a con t r a ry  o p i n i o n ,  s e e  
Statcmcnt of F inanc ia l  Accounting S tandards  No. 1 9  (Decembcr 

- 

1 9 7 7 ) ,  11185 a t  8 9 - 9 0 .  
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E s s e n t i a l l y ,  then ,  the  f u l l  c o s t  system is claimed t o  

be s u p e r i o r  because of i t s  c l o s e r  r e l a t i o n s h i p  t o  t r u e  value 

over t ime. The  problem presented  by t h i s  approach is i t s  

e x t e n s i v e  use o f  aggregate  f i g u r e s .  I t  is only over t h e  

long run t h a t  t h e  indus t ry  a s  a whole can expect i t s  l e a s e  

bonus paynents t o  balance t h e  c o s t s  of d r i l l i n g  w i t h  t he  

va lue  of r e s e r v e s .  The same p o i n t  can be made w i t h  equal  

f o r c e  regarding ind iv idua l  companies. Moreover, t o  t h e  

e x t e n t  an i n d i v i d u a l  f i rm d e v i a t e s  from t h e  average company 

i n  t h e  i n d u s t I y  i n  i t s  a b i l i t y  t o  f i n d  o i l  or gas  I t h i s  

method w i l l  d i s t o r t  the  company's worth. I t  is only  a f t e r  a 

number of y e a r s  t h a t  companies can be expected t o  approach 

indus t ry  averages .  

3 .  Value Accounting 

A t h i r d  accounting a l t e r n a t i v e ,  d i scovery  v a l u e ,  

involves  the  e s t ima t ion  of  mineral  r e s e r v e  va lue  a t  t h e  time 

of  d i scovery .  T h i s  method, a s  well  a s  c u r r e n t  va lue  account- 

i n g ,  a t t empt s  t o  d i r ec . t l y  compare or  match the  c o s t s  of 

d r i l l i n g  w i t h  expected revenues genera ted  from discovered  

r e s e r v e s .  I n  t h a t  sense these  methods a r e  concep tua l ly  

s u p e r i o r  t o  methods based  upon h i s t o r i c a l  c o s t .  Unfortun- 

a t e l y  however these  techniques can be c r i t i c i z e d  a s  

involving a g r e a t  d e a l  of e s t ima t ion  and s u b j e c t i v e  
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judgment. - 21/ Many argue t h a t  i t  is not  f e a s i b l e  t o  imple- 

‘ m e n t  a t r u e  va lue  approach a t  t h i s  time because of t h e s e  

inhe ren t  u n c e r t a i n t i e s .  -- 2 2 /  The Department recognizes  t h e  

advantages of a t r u e  va lue  account ing method, b u t  a l s o  

a p p r e c i a t e s  t h a t  t h e r e  a r e  p r a c t i c a l  problems which may 

h inder  implementat ion.  

4‘. The Perceived Need f o r  Uniformity 

Wholly a p a r t  from arguments regard ing  t h e  m e r i t s  o f  

t h e  va r ious  account ing methods is the  d e s i r a b i l i t y  o f  a 

uniform system. I t  is  claimed t h a t  un i formi ty  o f  r e p o r t i n g  

w i l l  b e t t e r  a l low i n v e s t o r s  t o  compare the  companies i n  t h e  

i n d u s t r y .  Even i f  one system were not  demonstrably s u p e r i o r ,  

i t  is asserted, the b e n e f i t s  t o  be der ived  from adopt ing  a 

s i n g l e  s tandard  would warrant  choosing one. However, 

un i formi ty  a s  a goa l  can o n l y  c la im s u p e r i o r i t y  where l i k e  

e n t i t i e s  a r e  b e i n g  compared. I f  two e n t i t i e s  or groups of  

e n t i t i e s  were s i g n i f i c a n t l y  d i s s i m i l a r ,  a t t empt s  t o  draw 

simple account ing comparisons would only confuse t h e  

a n a l y s i s .  

- 21/ Statement of F inanc ia l  Accounting S tandards  No. 1 9  
(December 1 9 7 7 ) ,  11133 a t  6 9 .  
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For example, some f u l l  c o s t  advocates  contend t h a t ,  a t  

l e a s t  w i t h  regard t o  success fu l  e f f o r t s ,  one uniform s t anda rd  

of account ing would be inappropr i a t e  as it  would 'have a 

d i s p r o p o r t i o n a t e  e f f e c t  on  one segment o f  t he  i n d u s t r y .  

That segment c o n s i s t s  of companies heav i ly  engaged i n  

e x p l o r a t i o n ,  - 23/  a s  opposed t o  product ion  of o i l  and gas .  

The argument is t h a t  success fu l  e f f o r t s ,  because i t  f o r c e s  . 

immediate expensing of  dry e x p l o r a t o r y  h o l e s ,  t ends  t o  

impact e x p l o r a t i o n  o r i e n t e d  companies t o  a g r e a t e r  e x t e n t  

than product ion  o r i e n t e d  companies. I f  t h i s  d i f f e r e n c e  i n  

t rea tment  is n o t  r e f l e c t i v e  of  t he  d i f f e r e n c e s  i n  r i s k s  

betwsen the  two types  of companies, bu t  i s  r a t h e r  due t o  an 

accounting p o l i c y  which encourages understatement ,  explora-  

' t i o n  companies would appear t o  be disadvantaged i n  propor- 

t i o n  t o  t he  i n t e n s i t y  of t h e i r  e x p l o r a t i o n  e f f o r t s .  The 

earn ings  p i c t u r e s  of companies would not  simply be r e f l e c t -  

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

p r o j e c t s  under t h i s  view. 

The  r e b u t t a l  t o  t h i s  concern has  been t h a t  a swi tch  

from f u l l  c o s t  t o  s u c c e s s f u l  e f f o r t s  w i l l  no t  p r e j u d i c e  t h e  

switching companies because i n v e s t o r s  " l o o k  t h r o u g h "  e a r n i n g s .  

- 23/ An e x p l o r a t i o n  company s e l l s  o r  l e a s e s  the  o i l  it f i n d s  
t o  product ion o r i e n t e d  f i rms .  Major o i l  companies o f t e n  
obta in  p r o p e r t i e s  s u i t a b l e  f o r  product ion  i n  t h i s  way. 

- 19 - 



However, assuming t h a t  t o  be t r u e ,  t h e  c o n t e n t i o n  a l s o  

s u p p o r t s  t h e  argument t h a t  maintenance of t h e  s t a t u s  quo 

will n o t  impede comparab l i ty ,  Consequent ly ,  i f  t h e  Commis- 

s i o n  d e t e r m i n e s  t h a t  a s i n g l e  accoun t ing  method is r e q u i r e d ,  

i t  should  f i r s t  f i n d  t h a t  the system w i l l  be a p p l i e d  t o  

s i m i l a r  e n t i t i e s  i n  a uniform manner and t h a t  u n i f o r m i t y  

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

I n  l i g h t  of t h e  f o r e g o i n g ,  we cannot  s a y  on t h e  b a s i s  

of t h e  p r e s e n t  reco'rd t h a t  e i t h e r  s u c c e s s f u l  e f f o r t s  o r  f u l l  

c o s t  is c l e a r l y  t h e  s u p e r i o r  method of accoun t ing  f o r  

d i s c l o s u r e  pu rposes .  Each system p r e s e n t s  d i s t i n c t  problems ' 

i n  convert . ing e x p l o r a t i o n  and development a c t i v i t i e s  t o  

ba l ance  s h e e t  f i g u r e s .  However, supp lemen ta l  d i s c l o s u r e  of 

i n f o r m a t i o n ,  such a s  r e s e r v e  d a t a ,  could  h e l p  t o  m i t i g a t e  

t h e  ha r shness  of  e i t h e r  method. I d e a l l y ,  a t r u e  v a l u e  

method would seem b e s t ,  b u t  implementat ion of s u c h  a system 

appea r s  i m p r a c t i c a l .  

Abscnt a demonst rab le  advantage  i n  u s ing  one p a r t i c u l a r  

sys tem,  t h e  Commissi'on m u s t  de t e rmine  whether t h e  proposed 

mandated s w i t c h  would l i k e l y  a f f e c t  c a p i t a l  market  behav io r  

i n  ways which would s i g n i f i c a n t l y  d i s a d v a n t a g e  t h e  competi -  

t i v e  v i a b i l i t y  Of segment of  t h e  o i l  and g a s  producing  

i n d u s t r y  and t h u s ,  whether implementat ion of  a uniform 

method f o r  f i n a n c i a l  d i s c l o s u r e  ought  t o  be pos tponed .  
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B. Compe t i t i ve  Issues 

S i n c e  t h e  proposed e s t a b l i s h m e n t  of s u c c e s s f u l  e f f o r t s  

a s  a uniform system o f  accoun t ing  would be t h e  r e s u l t  of 

agency compulsion,  n o t  v o l u n t a r y  a c t i o n ,  t h e  Commission h a s  

a du ty  t o  examine the p o s s i b l e  c o m p e t i t i v e  e f f e c t s  of i t s  

d e c i s i o n .  E s s e n t i a l l y ,  t h e  c o m p e t i t i v e  i n q u i r y  t u r n s  on 

whether a mandated change from f u l l  c o s t  accoun t ing  t o  

s u c c e s s f u l  e f f o r t s  would impai r  or  impede t h e  a c c e s s  of  

c o m p e t i t i v e l y  s i g n i f i c a n t  o i l  and g a s  producing  companies t o  

f u n d s  i n  t h e  c a p i t a l  markets .  Answering t h i s  q u e s t i o n  

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

r e l a t i o n s h i p  of such f i rms t o  c a p i t a l  marke t s ,  and t h e  

behavior  of such f i r m s  i n  r e sponse  t o  p e r c e i v e d  changes i n  

i n v e s t o r  a t t i t u d e s .  

I t  is uncon tes t ed  t h a t  a s w i t c h  from f u l l  c o s t  account -  

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

e a r n i n g s  and n e t  worth f o r  t h o s e  companies t h a t  m u s t  z l t e r  

t h e i r  accoun t ing  methods. T h e  e x t e n t  of t h e  change i s ,  a s  

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

s u b s t a n t i a l  d e c r e a s e .  - 2 4 /  

- 2 4 /  As a r e s u l t  of a q u e s t i o n n a i r e  mai led t o  o i l  and g a s  
pcoduce r s ,  Touche Ross & Co. de t e rmined ,  i n t e r  a l i a ,  t h a t  
over t h e  p a s t  f i v e  y e a r s  a s w i t c h  t o  s u c c e s s f u l  e f f o r t s  
would have caused a 31% drop  i n  Reta ined  Ea rn ings , .  a 20': 
d e c r e a s e  i n  Net Earn ings  and a 1 6 %  r e d u c t i o n  i n  S t o c k h o l d e r s '  
Equ i ty .  P e n n z o i l ,  a s  a s p e c i f i c  example, has  e s t i m a t e d  t h a t  
implementat ion o f  t h e  s u c c e s s f u l  e f f o r t s  method would r e s u l t  
i n  a 35% d e c r e a s e  i n  Reta ined  E a r n i n g s ,  and a 2 0 %  d e c r e a s e  
i n  Total S h a r e h o l d c r s '  Equi ty .  L e t t e r  o f  Commcnt, N .  J .  
Luke, Pe-nnzoil  Company, Submission No. 7 7  a t  737 (September 2 1 ,  
1 9 7 7 ) .  
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A change i n  t h o s e  f i g u r e s  does  n o t ,  however, l e a d  

i n e x o r a b l y  t o  t h e  conc lus ion  t h a t  a commensurate amount of 

harm w i l l  o ccu r .  S e v e r a l  i n t e r m e d i a t e  d e t e r m i n a t i o n s  m u s t  

i n i t i a l l y  be made t o  p r o v i d e  a f o u n d a t i o n  f o r  a Commission 

c o n c l u s i o n  t h a t  c o m p e t i t i v e  i n j u r y  i s  l i k e l y .  

T h e  f i r s t  d e t e r m i n a t i o n  which m u s t  be made i s  t h a t  

independent  o i l  companies z/ g e n e r a l l y  and f u l l  c o s t  

companies s p e c i f i c a l l y  comprise  a c o m p e t i t i v e l y  s i g n i f i c a n t  

segment of  t h e  o i l  and g a s  e x p l o r a t i o n  and development 

i n d u s t r y .  I f  t h e  companies t h a t  might  be d e t r i m e n t a l l y  

a f f e c t e d  by an accoun t ing  r u l e  change a r e  a l r e a d y ' a  - d e  

mininus  c o m p e t i t i v e  f a c t o r  i n  t h e  marke t ,  t h e n  c o m p e t i t i o n  

w o u l d  n o t  l i k e l y  be i n j u r e d  by any f u r t h e r  handicap  t o  such 

companies. However, t h e  f a c t s  show th ' a t  t h e  companies w h i c h  

may be i n j u r e 6  a r e  c o m p e t i t i v e l y  s i g n i f i c a n t .  

I t  has  been demonst ra ted  t h a t  a very  l a r g e  p r o p o r t i o n  

of e x p l o r a t o r y  wells d r i l l e d ,  a r e  i n i t i a t e d  by independen t s .  - 2 G /  

- 2 5 /  Our i n q u i r y  c e n t e r s  on independent  f i r m s  because ,  i n  
major i n t e g r a t e d  o i l  cornpaniSs, e x p l o r a t i o n  r e p r e s e n t s  a 
r e l a t i v e l y  sma l l  p o r t i o n  of  o v e r a l l  a c t i v i t y .  Fur thermore ,  
most of t h e  majors  p r e s e n t l y  use s u c c e s s f u l  e f f o r t s  and t h e r e -  
f o r e  will n o t  be f o r c e d  t o  change t h e i r  accoun t ing  method. 
As a r e s u l t ,  t h e  e a r n i n g s  p i c t u r e  f o r  major i n t e g r a t e d  
companies would be u n a f f e c t e d  by t h e  FASU p r o p o s a l .  

- 2 6 /  P r e s e n t  e s t i m a t e s  i n d i c a t e  t h a t  between 8 5 %  and 9 0 %  
of  a l l  e x p l o r a t o r y  w e l l s  a r e  d r i l l e d  by independen t s ,  i . e . ,  
companies w i t h o u t  r e f i n i n g  or  marke t ing  a c t i v i t i e s .  S t a t emen t  
of  Ar thur  D .  L i t t l e ,  I n c .  b e f o r e  t h e  Department of E n e r g y ' s  
I n q u i r y  on F i n a n c i a l  Accounting S t a n d a r d s ,  a t  3 ,  February  2 1 ,  
1 9 7 8 .  S ta tement  of Dr. Edward Er i ckson  h c f o r e  t h e  Department 
of  Ene rgy ' s  I n q u i r y  on F i n a n c i a l  Account ing S t a n d a r d s ,  a t  2 ,  
February  2 2 .  1 9 7 8 .  
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Although t h e s e  i n c l u d e  a s u b s t a n t i a l  number of  small f i r m s ,  

approximate ly  5 0 0  companies a r e  p u b l i c l y  owned and account  

f o r  a m a j o r i t y ' o f  t h e  d r i l l i n g .  2J/ Of t h o s e  w h i c h  a r e  

p u b l i c l y  h e l d ,  1 5 0  p roduce r s  have been i d e n t i f i e d  a s  u s i n g  

t h e  f u l l  c o s t  accoun t ing  method. - 28/  

P r e s e n t  d a t a  seems t o  i n d i c a t e  t h a t  t h e  f u l l  c o s t  

f i r m s  account  f o r  a s i g n i f i c a n t  p o r t i o n  of t h e  t o t a l  produc- 

t i o n  of c rude  i n  t h e  United S t a t e s .  - 29/  I n  a d d i t i o n  , t h o s e  

companies have a c t i v e l y  p a r t i c i p a t e d  i n  b idding  f o r  Outer  

C o n t i n e n t a l  S h e l f  ( O C S )  t r a c t  l e a s e s ,  w i t h  a h i g h  p e r c e n t a g e  

of s u c c e s s .  - 3 0 /  T h e r e f o r e ,  based upon c u r r e n t l y  a v a i l a b l e  

i n f o r m a t i o n ,  t h e  Commission would have t o  conclude  t h a t  

t hese  companies r e p r e s e n t  a c o m p e t i t i v e l y  impor t an t  segirrent 

of t h e  pe t ro leum i n d u s t r y .  

The second s t e p  i n  t h i s  a n a l y s i s  i s  t o  a s c e r t a i n  whether 

and t o  what e x t e n t  such independent  companies r e q u i r e  e q u i t y  

f i n a n c i n g  from c a p i t a l  marke ts .  As t h e  fo l lowing  d i s c u s s i o n  

- 27/  These 5 0 0  companies account  f o r  roughly  6 0 5  of  t h e  
d r i l l i n g  a c t i v i t i e s .  - I d . ,  a t  5 .  

- 28/ S t a t emen t  o f  Dr. E r i ckson ,  s u p r a  n .  2 6 ,  a t  4 .  

- 29 /  On t h e  b a s i s  of i n fo rma t ion  t a b u l a t e d  f o r  33  f u l l  
c o s t  companies,  Er ickson  e s t i m a t e s  t h a t  they  account  f o r  
7 . 3 8  of t o t a l  c rude  p roduc t ion  and 1 6 . 6 %  of t o t a l  m a t e r i a l  
g a s  p r o d u c t i o n .  Those f i g u r e s  i n c r e a s e  t o  2 5 %  and 4 5 %  
r e s p e c t i v e l y  w h e n  t h o s e  93  f i r m s '  p r o d u c t i o n  f i g u r e s  a r e  
conf incd  t o  t h e  independent  s e c t o r  a l o n e .  - I d .  

- 30/ "One o r  more f u l l  c o s t  companies have p a r t i c i p a t e d  
i n  6 4 . 9  p c r c e n t  o f  t h e  w i n n i n g  b i d s  ( 1 7 2  o u t  of  2 6 5 )  f o r  t h e  
OCS t r a c t s  l e a s e d . "  I d .  
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i n d i c a t e s ,  i t  i s  only  e q u i t y  f i n a n c i n g  t h a t  might be n e g a t i v e l y  

impacted by an immediate d e p r e s s i o n  of d e p i c t e d  e a r n i n g s  

brought  about  by an accoun t ing  r u l e  change. 

T h e  overwhelming number of companies engaged i n  o i l  and 

gas e x p l o r a t i o n  a r e  s m a l l ,  p r i v a t e l y  owned companies.  - 31/ 

T h e s e  companies,  consequen t ly ,  a r e  not  s u b j e c t  t o  d i s c l o s u r e  

r e q u i r e m e n t s ,  nor do t hey  look t o  c a p i t a l  marke ts  f o r  f i n a n c i n g :  

O f  t h e  remaining companies, i . e . ,  t h o s e  which a r e  p u b l i c l y  

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

bank d e b t .  Balance s h e e t  changes w i l l  have very l i t t l e  

impact on t h i s  c a t e g o r y  of  f i n a n c i n g ,  a s  l o a n s  a r e  made on 

t h e  b a s i s  o f  r e s e r v e s ,  no t  d e p i c t e d  e a r n i n g s .  - 32/ F inanc ing  

g e n e r a t e d  17y t h e  u s 2  of l i m i t e d  p a r t n e r s h i p  d r i l l i n g '  fur?ds  

would a l s o  remain unharmed by a change i n  accoun t ing  method 

because t h i s  form of inves tment  con templa t e s  immediate 

expens ing  f o r  t a x  purposes .  

N e v e r t h e l e s s ,  s u b s t a n t i a l  amounts of money r a i s e d  

by independen t s  a r e  g e n e r a t e d  i n  t h e  c a p i t a l  marke ts ;  

i n c l u d i n g  long-term d e b t  common e q u i t y  and c o n v e r t i b l e  

. s e c u r i t i e s .  - 33/  Over t h r e e  b i l l i o n  d o l l a r s  has  Seen r a i s e d  

, by t h e  i n d u s t r y  i n  t h i s  manner d u r i n g  t h e  l a s t  1 0  y e a r s .  I t  

is a l s o  of  i n t e r e s t  t h a t ,  a s  a group,  f u l l  c o s t  companies 

- 31/ Approximately 4 , 5 0 0  o f  t h e  5 , 0 0 0  o p e r a t o r s  a r e  i n  
. t h i s  c a t e g o r y .  S ta tement  o f  Ar thu r  D .  L i t t l e ,  I n c . ,  s u p r a  

n.  2 6 ,  a t  5 .  

- 32/  - I d .  a t  7 .  

- 3 3 /  Sta t emen t  of  J o s e p h  S .  F re l inghuysen ,  J r .  ( F i r s t  Boston 
Corp . )  b c f o r e  t h e  Department o f  Ene rgy ' s  I n q u i r y  on F i n a n c i a l  
Accounting S t a n d a r d s ,  E x h i b i t  I1 a t  7 ,  February  2 2 ,  1 9 7 5 .  
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have  r e l i e d  upon d e b t ,  common s t o c k  and  c o n v e r t i b l e  

s e c u r i t i e s  t o  a much g r e a t e r  e x t e n t  t h a n  compani.es u s i n g  

s u c c e s s f u l  e f f o r t s .  I 3 4 /  

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

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

i n  p e t r o l e u m  e x p l o r a t i o n  and  p r o d u c t i o n .  I t  t h e n  r e m a i n s  t o  

be seen w h e t h e r  a mandated  c h a n g e  f rom f u l l  c o s t  t o  s u c c e s s -  

f u l  e f f o r t s  would somehow d i s t u r b  o r  i n t e r f e r e  w i t h  t h a t  

f u n d i n g .  

W i t h i n  t h e  c a t e g o r y  o f  market f i n a n c i n g ,  d e b t  may b e  

d i s t i n g u i s h e d  f r c m  e q u i t y .  The for iner  i s  most  o f t e n  a 

s e c u r e d  f i x e d  o b l i g a t i o n ;  hence, i t  i s  n o t  d e p e n d e n t  upon 

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

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

sophisticated’professional a n a l y s t s  ( e . g . ,  u n d e r w r i t e r s ,  

b r o k e r s ,  e t c . ) .  - 35/ T h e i r  j udgmen t  is  b a s e d  upon t h e  

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

r e p o r t e d  r e s e r v e s ,  two f i g u r e s  which  w i l l  r e m a i n  unchanged  

by t h e  a d o p t i o n  of  success fu l  e f f o r t s .  A s w i t c h  t o  success-  

f u l  e f f o r t s  would n o t ,  t h e n ,  cause them t o  c h a n g e  t h e i r  

i n v e s t m e n t  o r  l e n d i n g  p o l i c i e s  t o  any  s i g n i f i c a n t  d e g r e e .  

- 3 5 /  I n t e r v i e w s  c o n d u c t e d  by P r o f e s s o r s  N e l s o n  ( C o l u m b i a )  
and  Brock ( N o r t h  T e x a s  S t a t e  U n i v e r s i t y )  w i t h  30  i n d i v i d u a l s  
a s s o c i a t e d  w i t h  b a n k s ,  s e c u r i t i e s  f i r m s ,  r a t i n g  a g e n c i e s  and  
o t h e r  f i n a n c i a l  i n s  t i t u  t i O t i s  g e n e r  31 ly acl: now1 e d g e d  t h a t  
d e p i c t e d  e a r n i n g s  d i d  n o t  a f f e c t  i n v e s t m e n t  d e c i s i o n s .  
S e v e r a l  i n t e r v i e w e e s ,  however ,  s t a t e d  t h a t  e a r n i n g s  c h a n g e s  
a f f e c t e d  some i n v e s t o r s .  I n t e r v i e w  P r o j e c t  R e p o r t ,  a t  G 
( 1 9 7 7 ) .  - 25 - 



I t  t h e r e f o r e  becomes e v i d e n t  i n  l i g h t  of these  f a c t o r s  

t h a t  e q u i t y  c a p i t a l ,  i n  t h e  form of common s t o c k  and con- 

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

concern .  While t h e  focus  on t h e  scope  of f i n a n c i n g  h a s  been 

narrowed c o n s i d e r a b l y  , i t  should n o t  be concluded t h a t  

t h e  a m w n t s  of money gene ra t ed  a r e  i n s i g n i f i c a n t .  I n d e e d ,  

d u r i n g  t h e  p a s t  t e n  y e a r s  i ndependen t s  have a p p a r e n t l y  

r a i s e d  $1-1/2 b i l l i o n  through t h e  i s s u a n c e  of these  secu- 

r i t i e s .  - 36/  And companies us ing  the  f u l l  c o s t  system 

accounted  f o r  approximate ly  two- th i rds  of t h a t  amount. 

.Me t hen  come t o  t h e  o v e r r i d i n g  concern :  will i m p o s i t i o n  

of an accoun t ing  change from f u l l  c o s t  t o  s u c c e s s f u l  e f f o r t s  

by t h e  Commission cause  a s i g n i f i c a n t  effectsin the market 

f o r  e q u i t y  c a p i t a l .  Compsnies which a r e  c o n t e s t i n g  t h e  

s w i t c h  a rgue  t h a t  e a r n i n g s  i n f o r m a t i o n  - i s  u s e d  by a segment 

of t h e  i n v e s t m e n t  p u b l i c  i n  t h e  e q u i t y  marke ts .  They a l s o  

contend ,  a s  was s t a t e d  p r e v i o u s l y ,  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 of accoun t ing  w i l l  n o t  be evenhanded a s  

a p p l i e d .  - 37/ Moreover , uneven a p p l i c a t i o n  would OCCIIIT n o t  

because of  a g r e a t e r  pe rce ived  r i s k  a t t r i b u t a b l e  t o , e x p l o r a -  

t i o n  companies b u t  r a t h e r  from t h e  unde r s t a t emen t  b i a s  of  

t 11 e a c c o u n t i ng t echn ique .  

c 36/  S t a t emen t  of F re l inghuysen ,  s u p r a  n.  33 a t  E x h i b i t  11. 

J 
c 3 7 /  - See d i s c u s s i o n  of u n i f o r m i t y ,  s u p r a  a t  1 8 - 2 0 .  
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Assuming t h e s e  c o n t e n t i o n s  t o  be c o r r e c t ,  i t  would 

fo l low t h a t  e x p l o r a t i o n  companies would be d i sadvan taged  i n  

t h e i r  s e a r c h  f o r  e q u i t y  c a p i t a l  i n  t h e  marke tp l ace .  Moreover, 

s m a l l e r  non- in t eg ra t ed  companies w o u l d  be p l aced  a t  a 

g r e a t e r  d i s a d v a n t a g e  because e x p l o r a t i o n  accoun t s  f o r  a 

l a r g e r  p r o p o r t i o n  of t o t a l  expenses .  The i r  e a r n i n g s  w o u l d  

show a high degree  of v o l a t i l i t y ,  r e f l e c t i n g  t h e  t i m i n g  of 

t h o s e  o u t l a y s .  Secondly,  e n t r y  i n t o  o r  expansion w i t h i n  t h e  

e x p l o r a t i o n  market would be made more d i f f i c u l t  when i t  

became e v i d e n t  t h a t  a company beg inn ing  e x p l o r a t o r y  opera-  

t i o n s  might nced t o  s u s t a i n  an ex tended  p e r i o d  o f  l o s s  on 

i t s  ba lance  s h e e t s .  And f i n a l l y ,  i t  i s  claimed t h a t  p r e s e n t l y  

e x i s t i n g  o b l i g a t i o n s  w h i c h  a r e  based on pric6-earnj.ngs 

r a t i o s ,  such a s  bank loc;ns, could  be a f f e c t e d  by a r a d i c a l  

change i n  t h o s e  f i g u r e s .  

There a r e ,  however, s e v e r a l  f a c t o r s  which m u s t  b e  con- 

s i d e r e d  a s  p o s s i b l y  i n d i c a t i n g  t h a t  no s u c h  harm would occur. .. 
T h e  f i r s t  p o i n t  w h i c h  would m i l i t a t e  a g a i n s t  a f i n d i n g  o f  

compe t i t i ve  harm d e r i v e s  from t h e  " e f f i c i e n t  market t h e o r y .  'I 

The e x i s t e n c e  of a e f f i c i e n t  market  means t h a t  p r i c e s  of 

s tock will " f u l l y  r e f l e c t "  a l l  of t h e  p u b l i c l y  a v a i l a b l e  

d a t a  - 3 8 /  because market p r i c e s  a r c  de te rmined  by s o p h i s t i c a t e d  

- 38/  W. Beaver ,  What Should -- B e  T h e  FASB's -- O b j e c t i v e s ?  
' J o u r n a l  o f  Accounting a t  5 1  ( A u q u s t  1 9 7 3 ) .  As used ?;ere t h e  

e f f i c i e n t  market theory  means t h a t  -market p r i c e s  r e f l e c t  
c u r r e n t ,  p u b l i s h e d  in fo rma t ion ,  r a t h e r  t han  i n s i d e  i n f o r m a t i o n  
or p a s t  market t r e n d s .  
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p r o f e s s i o n a l  i n v c s t o r s .  There  have been s e v e r a l  a t t e m p t s  t o  

q u a n t i f y  t h e  market e f f e c t  when t h e r e  were changes i n  

accoun t ing  r u l e s .  - 39/ 

mandated change from f u l l  c o s t  t o  s u c c e s s f u l  e f f o r t s  account -  

W i t h  r e s p e c t  t o  t h e  p r o s p e c t i v e  

i n g ,  an a n a l y s i s  of s tock  market p r i c e  f l u c t u a t i o n s  a f t e r  

t h e  r e l e a s e  of t h e  FASU exposure  d r a f t  was under taken  

by P r o f e s s o r  Thomas Dyckman. - 4 0 /  P r o f e s s o r  Dyckman found 

t h a t ,  c o n s i s t e n t  w i t h  t h e  p r i n c i p l e  of  an e f f i c i e n t  marke t ,  

s tock  p r i c e s  f o r  t h o s e  companies p o t e n t i a l l y  a f f e c t e d  by t h e  

change were Rot a d v e r s e l y  impacted.  

O n e  r a t i o n a l ?  f o r  t h e  f i n d i n g s  of  P r o f e s s o r  Dyckman 

is  t h a t ,  because of  an e f f i c i e n t  marke t ,  the s o p h i s t i c a t e d  

p r o f e s s i o n a l  segment of t h e  market  provided  s u p p o r t  t o  t h o s e  

l e s s  informed i n d i v i d u a l s  who might be tempted t o  r e l y  upon 

d e p i c t e d  e a r n i n g s .  However, an e q u a l l y  v a l i d  i n t e r p r e t a t i o n  

of  t h e s e  f i n d i n g s  is t h a t  t h e  absence  of d e t r i m e n t a l  e f f e c t  

i n d i c a t e d  t h e  accuracy  of t h e  former accoun t ing  method. 

3 9 /  Compare R. Eskew, -- A n  Enpi r j . ca l  -- Examination I_- of t h e  
I n t e r s c t i o n  Bctween Accounting AI. t c r n a t i v c s  and S h a r e  P r i c e  
i n  t h e  E s t r a c t i v c  -- P e t r z e u n  I n d u s t y y ,  The Account ing I<eview, 
a t  316-324  ( A p r i l  1975)  w i t h  D .  C o l l i n s  and P.1. O'Connor,  

- -- 

Account i n ?  P r i  tic i p l e  Formulat ion and I nvcs t o r  React  i o n  
( A p r i l  1 9 7 5 ) .  
--- 

- 40/  P r o f e s s o r  Dyckman's s t u d y  i s  c o n t a i n e d  I n  Repor t  
on t h e  E f f e c t  of t h e  E x p o s u r e  D r a f t  on t h e  Re tu rns  o f  O i l  
and Gzs Company S e c u r i t i e s  ( 1 9 7 7 ) .  We have no t  under taken  
t o  e v a l u a t e  t h e  v a l i d i t y  o f  t h e  methodology used by P r o f e s s o r  
Dyckmsn i n  h i s  a n a l y s i s .  
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And a n o t h c r ' p o s s i b l e  e x p l a n a t i o n  f o r  t h e  absence  o f  a d v e r s e  

.impact i s  t h e  c a u t i o n  e x h i b i t e d  by t h e  i n v e s t i n g  p u b l i c  -- 

t h e  a n a l y s i s  concerned market r e s p o n s e s  t o  t h e  FkSB's 

Exposure D r a f t ,  i . c . ,  any e f f e c t s  would n o t  be ev idenced  

u n t i l  mandatory implementat ion of  t h e  change. - 4 1 /  

Another way t o  de t e rmine  whether  a mandated change of 

accoun t ing  t echn ique  would r e s u l t  i n  c o m p e t i t i v e  harm is  t o  

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

companies. S i n c e  some e x p l o r a t i o n  and development f i r ins  

(non-majors)  a l r e a d y  use s u c c e s s f u l  e f f o r t s ,  i t  would be 

u s e f u l  t o  e v a l u a t e  t h e i r  methods f o r  r a i s i n g  c a p i t a l .  In 

t h a t  way, t h e  Commission m i g h t  b e t t e r  p r e d i c t  t h e  e f f e c t s  on 

f u l l  c o s t  companies a f t e r  t h e  change becomes, e f f e c t i v e .  

One t e l ephone  su rvey  4 2 /  found t h a t  t h e  managements of - 

s u c c e s s f u l  e f f o r t s  companies vo iced  no d i f f i c u l t y  whatsoever  

i n  o b t a i n i n g  f i n a n c i n g  f o r  e x p l o r a t i o n  a c t i v i t i e s .  However, 

- 41/ A t  t h e  p r e s e n t . t i m e  companies a r e  r e q u i r e d  by t h e  
Commission t o  d i s c l o s e  t h e  p r o j e c t e d  impact of  t h e  change,  
a l b e i t  i n  g e n e r a l  t e rms .  -- See S E C  S t a f f  AccounkiI?g B u l l e t i n  

.No. 1 6 ,  4 2  F .R .  4 4 9 8 3  (September 1, 1 9 7 7 ) .  D i s c l o s u r e  of 
this i n f o r m a t i o n  could cause  a n o t i c a b l e  e f f e c t  on t h e  s t o c k  
p r i c e s  of companies s u b j e c t  t o  t h e ' c h a n g e .  

- 42/ These i n q u i r i e s  were conducted by P r o f e s s o r  Brock 
. (North Texas S t a t e  U n i v e r s i t y )  and c o n s i s t e d  o f  c o n v e r s a t i o n s  

w i t h  o f f i c e r s  of twenty-seven s u c c e s s f u l  e f f o r t s  companies. 
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t h o s e  companies a lmost  i n v a r i a b l y  sough t  f i n a n c i n g  from 

. sou rces  o t h e r  t han  thc e q u i t y  marke ts .  T h i s  l a c k  of  e q u i t y  

funding  may i n d i c a t e  an acknowledgment by t h o s e  companies 

t h a t  such fund ing  w o u l d  be more d i f f i c u l t  o r  expens ive .  

t h e  o t h e r  hand, i t  may r e f l e c t  t h e  g e n e r a l  unimportance of  

On 

e q u i t y  c a p i t a l  t o  e x p l o r a t i o n  and development f i r m s  -- a 

€ a c t  which, i f  t r u e ,  would negate  t h e  impor tance  of any 

p a r t i c u l a r  accoun t ing  method t o  t h e  c o m p e t i t i v e  a b i l i t y  of 

independent  o i l  and g a s  p roduce r s .  G i v e n  t h e s e  p o s s i b i l i t i e s  , 

t h e  Commission m u s t  de t c rmine  whether s u c c e s s f u l  e f f o r t s  

cornpan i e s  merely p r e f e r  -- s o u r c e s  of f i n a n c i n g  o t h e r  t h a n  

e q u i t y  o r ,  r a t h e r ,  m u s t  r e l y  upon a l t e r n a t i v e  means. 

T h e  f i n a l  s t a g e  of t!ie a n a l y s i s  concern's t h e  p o s s i b l e  

changes i n  managements' behavior  i n  a n t i c i p a t i o n  o f  changcs 

i n  i n v e s t o r  a t t i t u d e s  br  oiig h t about  by t h e  adopt  i on  of 

s u c c e s s f u l  e f f o r t s .  I t  has  been a s s e r t e d  t h a t  because of a 

p e r c e i v e d  n e e d  t o  avoid t h e  impact of t h e  accoun t ing  change,  

management o f  f i r m s  s u b j e c t  t o  the change will modify t h e i r  

behav io r .  - 4 3 /  Examples of possible changes i n  conduct  would 

be' t h e  a l t e r a t i o n  of d r i l l i n g  s c h e d u l e s  t o  b e t t e r  time t h e  

43/  See, e . g . ,  Sta t emen t  of H . A .  Nelson (Nelson Pe t ro leum 
Company) , b e f o r e  t h e  Department o f .  Ene rgy ' s  I n q u i r y  on 
F i n s n c i a l  Account ing S t a n d a r d s ,  a t  7 - 8 ,  February  2 1 ,  1 9 7 8 .  

- - 
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impact  on b a l a n c e  s h e e t s  and t h e r e b y  minimize f l u c t u a t i o n s ;  

e l i m i n a t i o n  of some h igh - r i sk  d r i l l i n g  a l t o g e t h e r ;  o r  

mergers  w i t h  non-explora t ion  o r i e n t e d  companies t o  cush ion  

t h e  long-term impact  of t h e  s w i t c h  t o  s u c c e s s f u l  e f f o r t s .  

Contemplated a c t i o n s  of t h i s  k i n d  t aken  by f u l l  c o s t  

managements no doubt  r e f l e c t  a b e l i e f  t h a t  accoun t ing  

i n f l u e n c e s  c a p i t a l  markets .  T h e  r e c o r d  shows t h a t  s u c h  

b e l i e f  i s  s i n c e r e .  T h e  Depa r tmen t ' s  v i ew of suc,h a t t e s t a -  

t i o n s  is t h a t  t hey  a r e  p r o b a t i v e ,  a l though  n o t  C O 1 l C 1 u S i V e r  

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

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

who depend ofi such s o u r c e s  of c a p i t a l  m u s t . b e  g iven  we igh t .  

On t h e  o t h e r  hand, a s  p o i n t e d  o u t  above,  t h e * c o m p e t i t i v e  

i n q u i r y  cannot  end w i t h  such t e s t imony .  S imply  p u t ,  Ranage- 

ment p e r c e p t i o n s  may no t  a c c u r a t e l y  r e f l e c t  c a p i t a l  market  

i m p e r f e c t i o n s .  S i m i l a r  compla in t s  could  be heard even i f  

d i s c l o s u r e  were t o  be made more meaningful  by t h e  mandated 

change. S i m i l a r l y ,  management d e c i s i o n s  t o  reduce o r  

e l i m i n a t e  c e r t a i n  e x p l o r a t i o n ,  y h i l e  perhaps i n c o n s i s t e n t  

w i t h  n a t i o n a l  energy p o l i c y ,  would no t  be an a n t i c o m p e t i t i v e  

r e s u l t  i f  t hey  were brought  about  by c a p i t a l  market r e s p o n s e s  

t o  more a c c u r a t e  in fo rma t ion .  

F i n a l l y ,  i t  is hard t o  e n v i s i o n  any change i n  account -  

ing  a s  having more than  a temporary e f f e c t  on management, i n  

t h e  absence of a d i s t o r t i n g  impact on i n f o r m a t i o n  a v a i l a b l e  

t o  i n v e s t o r s .  
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C O N C L U S I O N  

T h e  Commission has  r e s p o n s i b i l i t y  f o r  t h e  e s t a b l i s h m e n t  

of a uniform s t a n d a r d  of  accoun t ing  f o r  n a t i o n a l  ene rgy  

d a t a  b a s e  pu rposes .  I t  is c l e a r  t h a t  t h e  e s t a b l i s h m e n t  of 

t h a t  uniform system f o r  d i s c l o s u r e  purp0se.s as w e l l  r e q u i r e s  

t h e  Commission t o  cons ide r  t h e  c o m p e t i t i v e  impact  of s u c h  

. '  proposed a c t i o n .  

A s e r i o u s  quest l .on has  a r i . s en  a s  t o  whether a r e g u l a t i o n  

w h i c h  mandates a change t o  one method of accoun t ing  f o r  

f i n a n c i a l  r e p o r t i n g  a s  well a s  d a t a  base  r e p o r t i n g  will harm 

a c o m p e t i t i v e l y  s i g n i f i c a n t  segment of  t h e  pe t ro leum i n d u s t r y .  

In promul.ga.ting f i n a n c i a l  accoun t ing  p r i n c i p l e s ,  t h e n ,  

c o m p e t i t i v e  impact m u s t  also be f a c t o r e d  i n t o  t h e  Coinmission's 

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

Commission m u s t  f i n d  t h a t  t h e  accoun t ing  method chosen f o r  

uniform a p p l i c a t i o n  is  s u p e r i o r  t o  o t h e r  f e a s i b l e  a l t e r n a -  

t i v e s ,  t h a t  no compe t i t i ve  harm will r e s u l t ,  o r  t h a t  any 

such harm which may r e s u l t  is  j u s t i f i e d  i n  l i g h t  of t h e  

purposes  of  t h e  s e c u r i t i e s  laws. 

The Department s u b m i t s  t h a t ,  on t h e  c u r r e n t  r e c o r d ,  i t  - 
cannot  be r easonab ly  found t h a t  s u c c e s s f u l  e f f o r t s  i s  

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

t h a t  such method should b e  a p p l i e d  t o  a l l  f i r m s .  Moreover, 

i nadequa te  in fo rma t ion  e x i s t s  on t h e  r e l a t i v e  dependence of 

o i l  and g a s  p roduce r s  on e q u i t y  c a p i t a l  t o  p e r m i t  a reason-  

ab ly  c o n f i d e n t  assessment. of t!ie c o m p e t i t i v e  consequences of 
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t h e  Commission's r e l i a n c e  on t h e  accoun t ing  s t a n d a r d s  

developed by t h e  FASB. Given t h e  c o m p e t i t i v e  s i g n i f i c a n c e  

of f i r m s  now us ing  f u l l  c o s t  a c c o u n t i n g ,  t h e  Commission is  

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

FASB r u l e .  U n t i l  r eco rd  d e f i c i e n c i e s  conce rn ing  the  corn- 

p e t ' i t i v c  issue can be cured t h e  Commission s h o u l d ,  c o n s i s t e n t  

w i t h  i t s  s t a t u t o r y  o b l i g a t i o n s ,  pos tpone  the adop t ion  of a 

f i n a l  r u l e .  A uniform s y s t e m  f o r  d a t a  base  pu rposes  may 

s t i l l  be achieved  independen t ly  where t h e  r e q u i s i t e  justi- 

f i c a t i o n  f o r  a s i n g l e  f i n a n c i a l  r e p o r t i n g '  system i s  l a c k i n g .  

R e s p e c t f u l l y  s u b m i t t e d ,  

John  M. Shenef i e l d  
Ass i s  t a n t  A t t o r  ncy Gener c l  
A n t i t r u s t D i. v i s i on 
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