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Dear Chairman Williams: 

r 

The Commission has stressed the vital importance of an independent Audit 
Committee to oversee the proper functioning of American business corpcrarions 
and we, the members of the Board Audit Committee of Standard OH Company of 
California, commend the support given to this development. It is because of the 
Commission's strong support for audit committees that we take the unusual step 
of writing direcdy to vou concerning Reserve Recognition Accounting; This is 
an issue that has the potential to seriously impair the integrity and meaning0.itness 
of financial reports issued by oil and gas companies. 

It seems appropriate to describe our backgTounds so that you can appreciate the 
broad and diverse viewpoints from which we have addressed this subject. Mr. David 
Packard, Chairman of the Audit Committee, is Chairman of the Board of Hew] ett- 
Fackard, and previously served as U.S. Deputy Secretary of Defense. Mr. Oeorgre 
Weyerhaeuser is Chief Executive Officer of Weyerhaeuser Company, which, like 
oil and gas companies, is involved in a natural resource industry. Mr. Kenneth 
Hill is particularly knowledgeable about evaluation techni~es used for petroleum 
operations by investment.and banking companies as a result of eighteea years 
experience with B1ytb Eastman Dillon & Co., as wen as thirteen years previous 
experience with the COnase Manhattan Bank Petroleum Department. Mrs. Carla Hills, 
a member of a ]aw firm specializing in securities laws, has an unusual awareness of 
the importance of accounting and financial reperNng from a legal standpoint. Mrs. 
Hills, who formerly served as Secretary of the U. S. Deoartment of Housing a~d Urban 
Development, as well as an Assistant Attorney General in the U.S. Department of 
Justice, presently ser~zes as a member of ~ze Financial Accounting Standards P, oard's 
Advisory Committee. 

The central issue is whether Reserve Recognition Accounting will improve the qqM.[t 7 
and use~%~lness of petroleum companies' financial reporting- for a broad spectrum of 
interests -- stockholders, ~vernment. security analysts, bankers and others. "~\,q~ffe 
many details of RRA are va.g~'~e, it is clear that the ~ndamental basis for RRA is the 
estimation of resex%-es in the ground and the reporting of estimated profits from their 
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future production - -  exe rc i ses  involving highly subjective judgments of many sor ts .  
Different r e s e r v o i r  engineers  faced with the same technical data a r r i ve  at widely 
varying professional  es t imates  as to the quantities and producibilicy of oil or  gas 
r e s e r v e s .  This is especial ly  true in the ve ry  ear ly  life of newly d i scovered  fields, 
par t icu lar ly  those with potential for secondary recovery ,  when es t imates  may well 
va ry  by as much as 50°7o to 100%. Even in the case  of older  fields es t imates  can vary  
by as much as 1007o to 15~o. The guesswork inherent  in RRA repor t ing  seems  almost  
intended to encourage manipulation of repor ted  profits,  s ince financial effects of actual 
business t ransact ions  in the cur ren t  year  might easi ly be obscured by rev is ing  es t imates  
for future act ivi t ies .  

Most dis turbing to us is a possibil i ty that somet ime in the future, RRA might be 
substituted for h is tor ica l  cost  accounting in p r ima ry  financial s ta tements .  We do not 

.unders tand how RRA can be expecmd to r e su l t  in improved or  more  useful repor t ing 
of cu r ren t  operat ions,  financial status,  or  future potentials.  A change to substitute 
non-verif iable  e s t imams  of future operations for objectively de te rmined  measu res  of  
actual operations seems  like a step backward.  

As co rpo ra t e  d i r ec to r s ,  each of us knows that accounting and financial repor t ing  should 
provide the best  possible information concerning a company's  operat iom However,  
the ~ proposed repor t ing  of "profit" at the t ime r e s e r v e s  are  d iscovered ,  which can be 
many yea r s  pr ior  to the actual use  of r e s e r v e s ,  is a concept al ien to us. Such unique 
profit recognit ion together  With the conjectura l  orientat ion of RRA makes us very  
seriously-doubt that RRA would be worthwhile or  justifiable on a cost ve r sus  benefits 
basis  for any purpose.  

It seems c lea r  that profits de termined on an RRA b~asis would be more  volat i le  than 
e i ther  actual cash flow or  profits de te rmined  on a h is tor ica l  cost basis .  You cer ta inly  
will apprecia te  that profit volati l i ty genera l ly  is equated with higher  r isk ,  which in 
turn r equ i re s  higher  re tu rn  to investors  in the form of lower  stock pr ices .  Conse- 
quently, we conclude that RRA would tend to reduce p r i ce / ea rn ings  ra t ios ,  resul t ing  
in a potential rea l  capital ization loss for  the petroleum industry,  a loss  which our  
nation can ill afford. 

We are  espec ia l ly  disturbed by the :Commission;s haste  in moving toward the  imple-  
mentation of what we rega rd  to be a radical ,  u n t e s t e d  and imprac t ica l  idea. For this 
r e a s o n  we urge  a r e c o n s i d e r a t i o n 0 f t h e  basic RRA idea in the form of a penetrat ing 
evaluation of its purpose,  prac t ica l i ty  and usefulness.  This recons idera t ion  should 
begin by suspending the April 30, 1979 due dam for comments  concerning the proposed 
Supplementary Earnings S u m m a r y .  A t t h e v e r y  leas t  this suspens ionshould  continue 
until the Commiss ion ' s  Staff has fully studied the repor t ing of 1978 r e s e r v e s  va l ue s .  
Astute exper imentat ion with the r e s e r v e s  repor ted  for 1978 should provide an insight 
into vital problems inherent  in the foundation for RRA. 
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We bel ieve  that  uncons t r a ined  r e c o n s i d e r a t i o n  of RRA by the C o m m i s s i o n  can 
ordy lead  to r e s c i n d i n g  the RRA proposa l s  and r e q u i r e m e n t s .  The C o m m i s s i o n  
should then tu rn  its a t ten t ion  to ident i fying one p r e f e r a b l e  h i s to r i ca l  cos t  bas is  
for  p e t r o l e u m  account ing.  With adequate  t i m e  and study,  it might  be poss ib le  to 
dev i se  a new h i s to r i ca l  cos t  account ing  method which b e t t e r  c o r r e l a t e s  cos ts  with 
r e s e r v e s  to p e r m i t  b e t t e r  match ing  of the cos ts  with r e v e n u e s  when r e a l i z e d .  

We feel  it ou r  duty as an Audit  Commi t t ee  to advise  the C o m m i s s i o n  that  we c o n s i d e r  
RRA to be both unjust i f iable  and undes i r ab l e .  

Kenneth E. Hill 

V e r y  t ru ly  yours, 

Carla Anderson Hills 

CC: Commissioner Io !m_ll._Ky_ans~ 
Commissioner Roberta S. Karmel 
Commissioner Philip A. Loomis, Jr. 
Commissioner Irving M. Pollack 


