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Dear Chairman Wiltiams:

The Commission has siressed the vital importance of an independent Audir
Commirtee to overcee the proper functioning of American business corperarions
and we, the members of the Board Auwdit Commireee of Srandard Oil Comparny of
Califernia, commend the supperr given to this developmeant, It is because of Tha
Commission's errong support for audit commirtees that we take the uousual siep
of writing ¢irecdy o vou concerning Reserve Recogunition Accounting, This is

an issue that has the potential to seriously impair the integrity and meatingiil ress
of financlal reperts issued by cil and gas companies.

it seems apprepriate o describe our backgrounds so that you can appreciaie the
broad and diverse viewpoines frorm which we have addregsed this subject. My, David
Pacrard, Chairman of the Audit Committee, is Chairman of the Board of Hewieir-
Frckard, and previously served as U, S, Depury Secretzry of Defense. Mr, Qeorpe
Weverfiaeuser is Chief Executive Qfficer of Weyerhaeuser Compsay, which, like

il and ras comnpanies, is invelved in a natural resourcee industry. Mr. Kenneth

Hill i5 particularly knuwledpzatle about evaluation technigues used for perrolenm
operaiions by iovestment.and bauking compaties a5 a result of aighesn vears
esxperience with dlyth Eascman Dillnn & Co., as well a3 thirteen years previcus
experience wirh the Chase hMachattan Banok Perroleum Department. Mrs. Carla tlills.
a member of a law firm specializing in securiries laws, has an unusual awoareness of
the importance of accormeing and Fnpanciad rapersing from a legal standpoint. Lirs,
Hills. wiwe farrmeriy served as Secrewnry of the UL 5. Deoparvment of Housing and Uhrkan
Development, as well as an Assigtent Antorney Ceneral in the U, 5, Department «f
Jusrice, presently serves a3 a mamber of the Filnancial Aceounting Standards Board's
Advisory Committee,

The ceniral issue is whether Beserve Recopricdon Accounting will imprave the guality
and uschilness of petroleum companies’ financial reporting for a bread spectrum of
imterests -- srockholders, gmivernment, security analvsts, bankers and others, Waiic
many detzilz of RBA are vspue, [t iz clear thai the fundamenral basis for RRA iz the
estimation of reserves in e ground and the reporting of estimated profits from their
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future production -- exércises invelving highly subjective judgments of many sorts.
Different reserveir engineers faced with the same technical data arrive at widely
varying professional estimates as o the gquantities and producibility of oil or gas
reserves, This iz especially true in the very early life of newly discovered fields,
particularly those with potential for secondary recovery, when estimates may well

vary by as much as 50% to 100%. Even in the case of older fields estimates can vary

by as much ag 10% to 15%. The guesswork inherent in RRA reporting seems almost
imtended to &ncourage manipulation of reported profirs, since financtal effects of actual
business transactions in the current year might eastly be obscured by revising estimates
for fumire activides,

Most disturbing to us 15 a possibility that sometime {n the future, ERA might be
substituted for historical cost accounting in primary fnancial statements. We do oot
understand how RRA can be expecred to result {n improved or more useful reporting
of current operations, flnancial smatus, or future porentials. A change to substitute
nen-verifiable estimates of future operations for objecdvely determined measures of
actual operations seems like a step backward,

As corporate diregtors, each of us knows that accounting and fipancial veporting should
provide the best possibie information concerning a company's operation, However,

theé proposed reporting of “profit” at the time reserves are discovered, which can be
many years pricr o the actual use of reserves, is a concept alien to us. Such unique
profitrecognition together with the conjectural orientaton of ERA makes us very
gseriously-doubt that RRA would be worthwhile or justifiable on a cost versus benefits
basis for any purpose,

It seems clear that profits determined on an RRA basis would be more volatile than
either actuzl cash fow or profits determined on a historical cost hasis, You certainly
will appreciate that profit volatlity generally 15 equated with higher risk, which in
turn requires higher return te investors In the form of lower stock prices. Conse-
gquently, we conclude that RREA would tend o reduce price/earnings ratios, resuidng
in a potential real capitalization loss for the petroleum industry, a loss which ous
natien ean ill afford.

We are especially disturbed by the Commission's haste in moving toward the imple«
méentation of what we regard to be a radical, untested and impractical idea, For this
reason we urge a reconsideration of the basic RRA idea in the form of a penetrating
evaluation of its purpose, practicality and usefulness, This reconsideration should
begin by suspending the April 30, 197 due date for comments concerning the proposed
Supplementary Earnings Summary, - At the very least this suspensgion should continue
nntil the Commission’s Staff has fully studied the reporting of 1978 reserves values,
Asmie experimantation with the reserves reported for 19738 should provide an insight
into wital problems inherent in the foundation for RRA.
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We believe that unconsirained reconsideracion of REA by the Commission can
only lead to regcinding the RRA proposals and requirements. The Commission
should then turn its attenton to identifying cne preferable historical cost basis
for petroleum accounting, With adequate time and study, it might be possihle to
devise a new historical cost accounting rethod which better correlates costs with
Teserves o permic better matching of the costs with revenues when realized.

We feel it our duty as an Audit Committee o advise the Commission that we consider
BREA to be both unjustifiable and undesirable.

|

Yt Mt Byl

Kenneth E, Hill Georpge HY Wevyerhadiser

Very troly yours,

L
L ckard ! Carla Anderson Hills

cc: Commissioper john R, Fyvans
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Commissicner Philip A. Loomis, fr.
Commissioner Irving M. Pollack



