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ABSTRACT

Two alternative accounting methods of handling find-
ing costs in oil and gas producing companies were evaluated
in this study from the investor's point of view. These
alternatives were the '"successful efforts" method which
capitalizes expenditures on successful ventures and expenses
costs of unsuccessful ones, and the "full cost" method
which capitalizes both productive and nonproductive expendi-
tures and amortizes them on a composite rate based on aggre-
gate reservoirs.

A mail survey was conducted to all financial analysts
whose specialty was c¢il and gas securities. The following
findings were based on the opinions of 310 participants
(40.3% of the total).

1. The "successful efforts' method was highly favored over
the "full cost" method (73% vs. 27%).

2. "Cash flow'—--net operating income after adding back
expenses which did not require the outlay of funds--
was preferred for comparability of annual reports and
projections to net income reported under both methods.

3. Difference of opinion between participants who favored
the "successful efforts" or the "full cost" method for
predicting earnings per share and rate of return on
total assets was statistically insignificant.

4, Additional information were desired for inclusion in the
annual reports of oil and gas producing comvanies.
Among these were current expenditures on unsuccessful
ventures, details of amortization of capitalized costs,
value of recoverable reserves and deferred taxes.

5. Uniformity under the "successful efforts" method was
highly desired. Such uniformity was recommended to be
achieved through a uniform "successful efforts" method
or a "Uniform Minimum Disclosure" statement prepared
under a uniform "successful efforts" method.

6. When the participants were classified as CFAs or Non-
CFAs, or by employment, position, or length of experi-
ence, their opinions under all classifications were in
line with the overall opinions indicated above.



The following findings were based on the examination
of the 1973 amnual reports of 114 (of 186) o0il and gas pro-
ducing companies: '

1. Both methods were equally popular among these companies.

2. The variety of practices under each method makes com-
parability between the annual reports of these companies
too difficult, if not impossible.

3. All the information desired by the financial analysts,
except for current expenditures on finding costs, were
not adequately disclosed.

Given the paucity of comparable data, an exploratory
study on the predictive power of both methods was based on
data obtained from a few companies which reported their
results under both methods for a five-—year period. Accor-
dingly, possible samples were only two. One of these con-
sisted of 5 companies with contemporaneous reporting period
(1964-1968), and the other sample consisted of 10 companies
with non~contemporaneous reporting periods (between 1963 and
1973). Analysis of the data obtained for these samples tended
to suggest the following tentative findings, which should. be
subject to future research:

1. The "full cost" method provided greater predictive power
when dealing with reported earmings per share and rate
of return on total assets.

2. The "successful cfforts'" method, however, provided the
greatest predictive power when dealing with "cash flow"
per share.



AN EMPIRICAL STUDY OF EVALUATING "SUCCESSFUL EFFORTS" AND
"FULL COST" METHODS OF ACCOUNTING FOR FINDING COSTS
OF OIL AND GAS INDUSTRY FROM THE INVESTOR'S

POINT OF VIEW
CHAPTER I
INTRODUCTION

The o0il and gas industry imposes a multitude of
difficult and unique problems for the accounting profession.
The o0il and gas producing company is seeking a natural
resource having an intrinsic value unrelated to the cost
of finding or development.l A large amount of money may
be spent to find a small quantity of oil and gas or, more
likely, no o0il or gas at all. On the other hand, a huge
reservoir might be found with a relatively small expendi-
ture. In either event, the value of the o0il and gas dis-
covered by a company has no predictable relationship to
the costs of exploration and development. The problem of
allocating costs of exploration and development is apparently
acute in the petroleum industry where large amounts of money
must be spent in exploration and development of a particular
mineral deposit well in advance of the knowledge whether any

0il and gas will be found.
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The principal asset of an oil and gas producing

company is its underground oil and gas reserves. The search
for oil and gas is a high risk operation. Despite all the
elaborate exploration methods in use today, uncertainty is
still the most predictable characteristic of any oil and
gas exploration activity. George S. Buchanan, Senior Vice-
President of Husky 0il Company, stated:

It is still possible with all the tools and techniques

which today's exploration manager has at his call that

he would not be fortunate enough to make a discovery.

Uncertainty associated with costly exploratory

activities in the o0il and gas industry gave rise to differ-
ent accounting practices, especially for unsuccessful explor-
ation and development expenditures. The differences were
enlarged with the emergence of the "full cost" accounting
practice in 1959.3 This practice has gained some popularity
among the independent producers, but it has not been wel-
comed by most of the big integrated companies. The '"full
cost" method is apparently an addition to the '"generally
accepted accounting principles'" and thus created problems
for the petroleum industry.l1l Some accountants believe that
the existence of alternative accounting practices for simi-~
lar transactions and economic events may be confusing to the
users of financial statements and, therefore, such differ-
ences need to he narrowed. Randal B. McDonald, Partner of

Arthur Andersen & Co., stated:
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In recent years not only the accounting profession but
many other interested groups have made a sincere effort
to reduce these alternatives and, while_ some progress
has been made, much remains to be done.

Statement of the Problem

There is a long-standing controversy relative to
which accounting treatment is more appropriate for finding
costs in the o0il and gas industry. Finding costs are defined,
for the purpose of this study, as those expenditures incurred
for the exploration and development of oil and gas. These
expenditures include the costs attached to prospecting, geo-
logical and geophysical surveys, acquisitions, carrving
properties, and exploratory drilling. Based on the review
of contemporary lilerature concerning this subject. the prob-
lem appears to be causing increasing concern in the indus-—
try and in accounting. Currently, there are mainly two
methods for handling finding costs: the conventional
method, and the one most widely used, is known as the
"successful efforts" costing method; and the alternative
which appears to be gaining some acceptance. is the "full
cost'" method. The conventional method capitalizes success—~
ful ventures and currently expenses costs attached to unsuc-
cessful ones. The "full cost" method capitalizes both pro-
ductive and non-productive expenditures——as long as the
total expenditures do not exceed the value of recoverable
reserves——and amortize them on a composite rate based on the

aggregate reservoirs. The purpose of this rescearch is to
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evaluate which of the two methods best serves present and
potential investors.

Few research studies have been done in this area
for a number of reasons. One of these reasoms could proba-
bly be that the oil and gas industry. especially where
finding costs are involved, is viewed by many as a compli-
cated area. Based on the review of relative literature,
and the growing magnitude of the problem, a research study

of this nature appears to be timely.

Objective of the Study

The primary purpose of this study is to evaluate
current practices of reporting finding costs of oil and gas
producing companies from the point of view of the investor.
In particular, the two controversial methods of accounting
for finding costs: '"successful efforts" costing method and
"full cost" method were the main concern of this research.
This objective is more narrowly defined as follows:

1. To perform an empirical field survey by utilizing the
opinion of present financial aanalysts, whose specialty
is 0il and gas securities, as to which of the two
methods is perceived as best for the investor and what
additional information on finding costs should be pub-
lished to improve financial reporting of the o0il and
gas producing companies.

2. To examine and evaluate present reporting procedures of

finding costs of o0il and gas producing companies.
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Evaluation of these procedures was made to determine if
such procedures adequately met the meeds of investors
in terms of financial statements comparability within
the industry.

3. To perform an exploratory examination on the basis of
historical data in order to study the ability of alterna-—
tive finding costs accounting methods to produce data
predictive of future earnings.

L, To present the findings of preceding investigations and
suggest a solution for meeting the needs of the investor.

In summary, the above immediate and growing probiem
as to which finding costs accounting method is best for the
investor was examined. This examination focused on what is
presumed best for imclusion in present financial statements
according to those who regularly recommend investment deci-

sions.

Scope of the Study

Since the big integrated, multinational oil compan-
ies are engaged in many activities, the proportion of their
exploration and development expenditures is not large enough
to have significant impact on their financial statements.
For example, Texaco, Inc., announced a release on Febru-
ary 13, 1973, to show the effect on its earnings
by using the "full cost" method and deferring the effect of
deducting intangible drilling costs for income tax purpose.

In this release, the company stated:
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The net effect on the Company's earnings of these
accounting policies from their inception, as compared
with assumed alternative policies, has been minor. . . .
The comparison shows that the effect has been a net reduc-
tion in reported earnings totaling $14.9 million over
the entire period of 24 years during which the account-
ing policies involved have been followed.
Therefore, such companies are not included in this study.
The focus was on the companies whose major activity is explor-
ing for and producing oil and gas. By limiting the scope of
this study altermative accounting treatmentis of finding
costs are likely to have greater impact on the annual reports
of these companies.
The scope of this study was further delimited by
focusing on financial analysts whose specialty is o0il and

gas securities. Thus, a large problem area was reduced to

a more manageable proportion.

Hypotheses and Assumptions

In attempting tc evaluate the two accounting meth-—
ods within the scope of this study, primary hypotheses were:
1. In the opinion of o0il and gas financial analysts, the

"successful efforts'" method of reporting finding costs
of o0il and gas producing companies is better for the
investor than the "full cost"” method.

2. Finding costs of oil and gas companies are adequately
disclosed in a manner that meets the needs of oil and
gas financial analysts {or comparability between finan-—
cial statements prepared under the "successful efforts"

method or the "full cost" method.
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3. When comparing the two methods in terms of their predic-
tive ability of earnings per share and rate of return
on total assets, the "full cost'" method provides better
predictive ability.

Some detailed hypotheses were tested in the process
of analyzing the financial analysts opinion. Such hypo-
theses were indicated when deemed necessary in the course
of this study.

One assumption of this research was that investors
rely on published annual reports as their principal source
of information about the company's economic activities and,
therefore, data used for investigatiou were obtained from
published financial statements. Another assumption was that
individual stockholders are by and large inarticulate on
matters of financial reporting and, therefore, finaacial
analysts stand in the place of the investor and have become
the most important users of published financial statements.
For this reason, investigation in this research was directed
to the opinions of the financial analysts in place of the

investors.

Need for the Study

Despite all the elaborate exploration methods in
use today, uncertainty is still the most predictable charac-—
teristic of any oil and gas exploration activity. High risk
associated with exploratory activity was indicated by George

S. Buchanan, Senior Vice-President of Husky 0il Company.



He stated:

It is still possible with all the tools and techniques

which today's exploration manager has at his call that

he would not be fortunate enough to make a discovery.7
Latest statistics compiled and published by the American
Petroleum Institute show that of all the new-field wildcats
91.51 percent were dry.8 Also, less than 1% of new-field
wildcat o0il wells resulted in reserves of a million barrels
or more.9 Such risks may drive many investors away taking
with them needed investment money. This problem may be
amplified by being offered inconsistent financial measuring
methods. In addition, the problem of alternative accounting
treatments of finding costs may gfow if the oil and gas
companies increase their spending on the search for reser-
voirs.

Investors are, however, not the only recipients of
the benefits of adequate finmancial reporting. The petroleum
industry itself, if it is to increase its supply of oil and
gas to meet projecied demands, requires additional invest-
ment capital. This investment capital will, to a large
extent, come from public investors, but only to the degree
these investors feel confident in their investment. The
results of this study are of primary importance to the Finan-
cial Accounting Standard Board (FASB) of the American Insti-
tute of Certified Public Accountants. Should the FASB
address itself to the full-cost/successful efforts issue,

it may decide to choose the practice which appears to
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best serve in analyzing the oil and gas securities. The
opinions and recommendations of the oil and gas financial

analysts have been focused upon in this study.

Methodology

In a broad sense, the primary steps of investigating
the problems of this research are summarized as follows:

1. Current literature on the subject was reviewed as indi-
cated in the next chapter.

2. A questionnaire was mailed to all the fimancial analysts
whose specialty was oil and gas securities. Names and
addresses of those financial analysts were based on the
1974 membership of all the United States societies of
financial analysts. The purpose of the questionnaire was
to obtain the opinion of o0il and gas financial analysts
as to the evaluation of the two methods in terms of com-
parability of annual reports and their relative predic-
tive ability. The questionmaire was also designed to
obtain the financial analysts' recommendations for
improving financial reporting of finding costs in the
oil and gas industry.

3. Published annual reports of oil and gas producing com-
panies available for the year 1973 were examined. The
purpose of such an examination was twofold: to review
current reporting practices of finding costs, and to
determine the extent to which the items recommended by

the financial analysts were disclosed in the financial
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statements. Names of the companies were obtained from
the 1972 Directory of Companies Filing Annual Reports
with the Securities and Exchange Commission under the
Securities Exchange Act of 1934.10 Companies used for
this examination were listed in this directory under
companies whose major activity is crude petroleum and
natural gas extraction.11
An exploratory study was made by using historical data
of earning per share, '"cash flow'" per share, and rate
of return on total assets to test the relative predic-—
tive ability of "successful efforts"™ and "full cost"
methods. Given the paucity of comparable data, three
samples of o0il and gas producing companies were selected
for this purpose. The first sample consisted of five
companies which provided data under both the methods over
a contemporaneous five-year period (1964-1968). The
second sample consisted of ten companies which provided
data under both the two methods but the five-year period
was non-contemporaneous (between 1963 and 1973). These
were all the companies which provided data under the two
methods for a period of five years. This is because the
practice of reporting the retroactive effect of shifting
from one method of accounting to another was not com-
monly in use before 1968. The thiird sample consisted
of 31 annual reports prepared under '"successful efforts"

method and 37 reports prepared under "full cost'" method
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for a contemporaneous five-year period (1969-1973).
Statistical techniques such as Chi-square tests,
var jance amnalysis, and simple and multiple regression analy-
ses were used in the process of examining and evaluating
results for this study. Details of the methodology will be

described before discussing the results in later chapters.

Organization of the Study

In order to place the subject in proper setting,
Chapter II presents a brief theoretical background of the
study. Since this study is concerned with the evaluation
of two altermative accounting methods from the investor's
viewpoint, the presentation of the theoretical background
starts with illustrating the significance of the investor's
needs in determining accounting principles and practices,
and the role of financial reporting in conveying the account-—
ing message to the investor. This is followed by summariz-
ing the arguments for and against the two altermative methods
and the position of the accounting organizations. Chapter
III outlines the methodology and results of the survey
questionnaire sent to oil and gas financial analysts.
Chapter IV outlines recent surveys of current accounting
practices of finding costs of o0il and gas. Disclosure of
finding costs in the 1973 annual reports available for oil
and gas producing companies is also examined and evaluated
in Chapter IV. Chapter V presents the exploratcry work

on the evaluation of predictive ability of the two
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alternative methods. Conclusions and recommendations of the

study are included in Chapter VI.
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CHAPTER II

BACKGROUND OF THE STUDY

The purpose of this chapter is to present a brief
review of accounting literature for illustrating the envir-
onment in which this study was involved. Since this study
is mainly concerned with the point of view of the investor,
this chapter focuses on the recognition of the investor's
needs in accounting literature and pronouncements. Then,
the chapter discusses the accounting concepts involved in
accounting for finding costs of o0il and gas. Finally,
arguments for and against "successful efforts'" and '"full
cost" methods, and the position of the accounting organiza-—

tions were summarized.

The Significance of the Investor's Needs

The tendency to separate ownership and management
has been a phenomenon of the modern corporate form of
large enterprises. With a condition of detached and scat-
tered invéstor—interests, Paton and Littleton stated that
the service of accounting had necessarily been expanded;
the function of reporting information to absentee investors
had been added to that of recording and presenting data for

owner—operator use.l Obligation which rests upon

14
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corporation accounting to furnish dependable and relevant
information is greatly increased by the extent of public
interest in corporate affairs.

Herman W. Bevis, Partner of Price Waterhouse & Co.,
stated that the corporate financial report, nominally
addressed to stockholders, also maintains a healthy
corporation—-society relationship. In his opinion, corporate
profit is the strong connecting element, and the principle
of full and fair disclosure underlying the corporate finan-
cial report is deeply imbedded in both corporate and social
thinking.2

The utility of accounting data has been accepted
tacitly, and perhaps intuitively for many years. George
O'May stated in 1938:

Accounting is "utilitarian" and the relative impor-
tance of different uses of accounts is subject to
great and sometimes rapid changes.

In his opinion, both the present and the potential investor
are interested in corporate financial reporting. He stated:
Investors are interested in reports of accountants on
the affairs of business in which they already are, or

contemplate becoming, security holders.

Significance of the investors' needs was clearly
indicated in Paton and Littleton's definition of a frame-
work for the purpose of accounting:

The purpose of accounting is to furnish financial data
concerning a business enterprise, compiled and presented
to meet needs of management, investors, and public.>

More attention has been given to the needs of the

users of financial reports, especially those who have limited
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access to information. In its report submitted to the
American Institute of Certified Public Accountants in
October 1973, the Study Group on the Objectives of Finan-
cial Statements concluded:
An objective of financial statements is to serve pri-
marily those users who have limited authority, ability,
or resources to obrain information and who rely omn
financial statements as their principal source of
information about an enterprise's economic activities.

Management, creditors and government can obtain more
information about the company than equity investors, except
in such cases whemn the investors are dealing with equity on
large scales. So, the above objective, which is the first
one stated by the Study Group,.is mainly intended to serve
the investors with the least ability to obtain information
and, consequently, the needs of others will be served as
well.

Investors in equities endeavor to determine rela-
tive values among alternative investment opportunities. An
investment is most attractive if it shows the greatest total
return, allowing for the degree of risk relative to other
alternatives. A wide variety of techniques are employed for
investment analysis but the starting point is reported
financial data which are primarily used to analyze the
comparative historical trend of earnings. In a symposium
trend in 1968 on Corporate Financial Reporting, William C.
Norby, Past President of the Financial Analysts Federation

and representing it in the symposium stated:
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Financial information is the heart of an analysis of a
company's current position and of a projection of future
earning power. While financial analysts may use these
data in different ways, they all start on the presump-
tion that the financial reports are accurate and con-
sistent. To the extent that financial reports fall short
of this standard, there can be no question that improved
financial data can provide a better base for appraisal
and projection of a company's earning power which in the
long run should narrow the range of forecasts and hence
investment values.’

Obviously, there is a complicated set of wide range
variables-~other than the raw magnitude of accounting numbers
per se--—that influence investment decision—making. However,
despite the shortcomings of present financial reporting, the
financial analyst normally begins his analysis with histori-
cal and current earnings, apparently with some adjustment to
compare alternative investments. Some of these adjustments
may be related to general and industry economic factors, or
to investor psychology and subjective judgment and expecta-—
tions.

The above background demonstrates the importance of
the investor as a major user to whom the accounting message
is communicated through published financial statements.

Such importance requires that the investor's information
needs be considered in preparing corporate annual reports.
This emphasis has been indicated by Professor Nils H.
Hakansson (of Yale University) in his article on "Normative

Accounting and Theory of Decision."8 He described the task

of normative accounting theory:
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The task of normative accounting theory . . . is to
specify, so to speak, what information should be com-
municated to what audience.?

After discussing the construction of mnormative accounting

theory--focusing on the accounting aspects which are con-

cerned with furnishing of information for decision-making

purposes——Professor Hakansson concluded:

The stage is now set for meaningfully defining the
notion of reporting--relevant information. Essentially
it is taken to be that subset of the decision-relevant
information of the shareholder, present or prospective,
the reporting of which (by the firm) is either ''meces-
sary" or "efficient" with respect to his computation of

an optimal decision. .

« « Finally, the reporting-

relevant information of this model is examined and
compared to the contents of reports based on the con-
ventional accounting model.lO

Thus, the needs of the receivers may well indicate the form

and content of the accounting message. The questionnaire

survey conducted in this research was developed to explore

the expressed needs of the financial analysts who are deal-

ing with o0il and gas securities (see Chapter III). Such

needs were then compared to
financial statements of the

(see Chapter 1IV).

Accounting Concepts

the contents of recent published

0il and gas producing companies

Involved in Reporting

Finding Costs

of 0il and Gas

Financial reporting

is subject to the Generally

of oil and gas producing companies

Accepted Accounting Principles.

However, some accounting concepts are especially applicable

to the petroleum industry and are important in evaluating

accounting practices for finding cost of o0il and gas. A
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brief description of these concepts would be necessary as
a background for this study. 7The description is not intended
to discuss whether they are postulates, principles, con-
cepts, conventions, or theories, but emphasis will be given
to the meaning and the application of each. In particular,
the following basic concepts will be described below:

matching, expiration of cost, disclosure, and conservatism.

The Matching Concent
In business operations, expenditures are incurred
with the anticipation that revenues in excess of the out-
lays will provide satisfactory return on investment. Within
a reporting period. costs represent one measure of the
enterprise's efforts and revemues represent the results of
this effort. The Committee on the Matching Concept of the
American Accounting Association stated:
Costs constitute one measure of business efforts, and
revenues represent accomplishments coming from those
efforts. Appropriate reporting of costs and revenues
should therefore relate costs with revenues in such a
way as to disclose most vividly the relationship between
efforts and accomplishments.ll
The term "matching'" is often applied in accounting
to indicate the process of associating costs with revenue
on a cause-and-effect basis. Such association can be direct
or indirect. Examples of direct association with specific
revenue are sales commissions and costs of products. Some

assumptions regarding relationships are often made to accum-

ulate costs. For example, manufacturing costs are attached
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to products on bhases of association such as labor hours,
machine hours, or other bases. In the absence of a direct
means of associating cause and effect, costs may be system—
atically and rationally allocated among specific accounting
periods in which benefits are provided. FExamples of these
costs are depreciation, amortization and depletion. Other
costs incurred during the current accounting period or capi-—
talized in prior periods are immediately recognized and

associated with the current period if they provide no dis—

1)
=

cernible future benefits.
Cost centers are established to provide a medium
through which costs and revenues are accumulated and matched.
The association of costs with benefits can th a be deter-
mined in terms of completed product. The selection of a
cost center depends on the management's objectives and
information needs regarding the¢ business operations. Once
the cost center is selected, all expenses, direct and
indirect, identified with that center can be reflected in
the cost of the final product. Other indirect expenses,
which cannot be rationally identifiable with one of the
cost centers, are associated with the overall business
enterprise and, consequently, such expenses are currently
expensed unless they provide benefits for other periods as
well.
Costs assigned to some units of the final products

are deferred to future periods as long as these units are
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not sold. Also, the costs absorbed by a unit of production
in a large cost center is likely to be more than the costs
allocated to the same unit if the cost center is smaller.13
The reason for this difference of the cost per unit is
largeiy because the costs associated with the overall busi-
ness enterprise would be more when the cost center is smaller.
Consequently, the larger the cost center and the number of
unsold units of production at the end of the accounting
period the greater the amcunt of expense are deferred to
future periods. This problem is significant in reporting
the results of o0il and gas producing companies where large
amounts of exploration and development costs are associated
with underground reserves which are mormally produced during

a long period of time.

Expiration of Cost

Onc of the important probhlems of accounting is
found within the asset-expense dichotomy. The central
issue of this problem is based on the question of whether
costs should be carried forward as assets or should they be
recorded as an expiration--i.e., expenses or losses.
Future benefits are conceived of as a yardsiick for dis-
tinguishing expired from unexpired costs. The Committee on
Concepts and Standards Underlying Corporate Financial State-
ments defined assets:

They are aggregates of service potential ayailable
f'or or beneficial to expected oper‘a.tions.l'l
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Asscts are expired when they have "no discernible benefit
to future operations."l) Accounting Research Bulletin No.
43 also stated:

When a cost is incurred the benefits of which may

reasonably be expected to be realized over =2 period

in the future, it shguld be charged against income

over such a per’iod.:I

The problem of whether the cost has expired or not

is especially applicable to the costs of finding oil and gas.
When this concept is applied. il would 7ot he acceptable to

defer costs of unsuccessiul activities (or which no future

benefit is anticipated.

Disclosure
The role of fimnancial statements< 11 commumnicat ing
accounting data requires that full disclosuie of all impor-
tant and material accounting information be macde. Including
too much details in the finauncial statementis may confuse the
reader. On the other hand, condensation may be carried to

an extreme that the financial statements lose much of 1its

1—7
usefulness. !

The investor's informalion meed should be reflected
in the published financial statements as far as possible.
Stockholders, as the addressee of corporate financial
reports, and financial analysts have interests and infor-
mation needs that should influence the nature and coutent
of the published data. Herman W. Bevis, Partner of Price

Waterhouse & Co., stated:
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The willingness of the multitude of distant investors

to supply the capital must rest to a large extent on

their confidence that, when the corporate financial

report arrives, it will contain a full presentation of

the financial position of the corporation and the results

of its operations.l

The need for more disclosure in financial statements

of 0il and gas industry was pointed out by PFobert E. Field,
Partner of Price Waterhouse & Co. He stated:

But even if full-coxt companies were to switch to suc-

cessful efforts accounting or successful efforts com-

panies to full-cost, true comparability of reported

operating results would not exist unless the annual 9

reports include more information than is now given.

Congervatism
Accounting principles and practices are often justi
fied upon the ground of the convention of conservatism.
The rule in this respect is "Never anticipate profit but
o

provide for all 10ss."“0 The risks inherent in business.
especially in the oil and gas industry, resuli in uncer-
tainties surrounding the preparation of financial reports.
These uncertainties are reflected in a general tendency toward
early recognition of unfavorable events such as dry holes in
the o0il industry. Conservatism, however. should not appeal
to intelligent individuals as a valid argument for defending
untruths.2l Thus, conservatism is not a justification of
deliberate understatement. Rather, it is viewed as a modify-
ing convention to assure that reasonable provisions are made

for potential losses. Paul Grady stated:

It is rather a cuality of judgment to be exercised in
evaluating the uncertainties and risks present in a
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business entity to assure that reasonable provisions are
made for potential losses in the realization of recorded
assets and in the settlement of actual and contingent
liabilities.22

Statement No. 4 of the Accounting Principles Board also
considered conservatism as a "modifying" convention of per-
vasive accounting principles.23
A research report of the National Association of
Accountants (NAA) concluded that there was strong evidence
of an attachment to accounting comnservatism on part of both
users and preparers of financial statements. The NAA report
indicated that security analysts, who are also the main
concern of this study, preferred to rely on conservatively
constructed income base as a guide to future income projec-
tion, and they regarded the risk of a possible overstatement

: o
of income to be greater than an understatement.

Arguments for and againzt "Successful Efforts"
and "tull Cost'" Methods

Proponents of either the '"successful efforts" method
or the "full cost" method contended, in general, the method
they favor is more meaningful and yields greater comparabil-

25

ity of annual reports than the other.” Specifically. main

arguments of the proponents of each method are listed below.
Arguments of Proponents of the "Successful
Ffforts" Method
The views of those who advocate the "successful
efforts" method are summarized as follows:

1. The "successful el{forts'" method is consistent with
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conventional accounting because it capitalizes only
finding costs which result in reservoirs. Thus, it
upholds the traditional concept of assets~—that they are
economic resources which contribute to future earnings.
Consequently, no basis exists for assuming that nonpro-
ductive finding costs have value which should be reflected
on the balance sheet.26 This is hecause such costs can-
not be associated with future revenues. The "full cost"
method, by capitalizing such costs, deports from tra-
ditional concepts of historical cost and move in the
direction of a value system. This partial value system
is not comparable to any other costing method in the oil
and gas industry or, for that matter, in any other indus-
try.27
There is a better matching of costs and revenues under
the "successful efforts” method than under the "full
cost" method whereby all costs lose their identifica-
tion with specific oil and gas revenues. This is due
to the lack of a cause and effect relationship under
"full cost" accounting. Consequently, the "full cost"
method, by capitalizing both productive and unproduc-
tive expenditures, tends to obscure relative success and
failure of exploration and development efforts.28
Under the "successful efforts" method, losses from

unproductive ventures are currently reflected in the

company's financial statements. Such losses are obscured
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by capitalizing them together with the costs of produc-
tive ventures under the "full cost" method.29
To capitalize and amortize unsuccessful exploratory costs
results in the postponement of reporting the effects of
such losses. By obscuring such losses, the '"full cost"
method inappropriately inflates current reported net

. 30
income.

Arguments of Proponents of the '"Full Cost" Method

Those who advocate the "full cost'" method support

their position as follows:

1.

Results of operations under the "full cost" method are

not depressed, as they may be under the 'successful efforts"
method, by exploratory costs which are not related to
current revenuo.«--.’)’1

The o0il company makes investments in widespread areas
with expectation that many individual ventures will be
fruitless and will eventually be abandoned. The costs
incurred in all of those ventures are as necessary to

the discovery process as are the costs necessary to manu-—
facture a product.32 Therefore, the "full cost' method--
by capitalizing and amortizing both productive and unpro-
ductive cxploratory costs—-provides proper matching of
costs with related revenues. If unproductive exploration
costs are currently expensed, companies concentrating

their efforts toward exploration rather than development

of reserves may well report substantial losses. In this
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case, such losses are reported under ithe "successful
efforts" method when in fact the tangible worth of the
company may be increasing by adding new oil and gas
reservoirs.33
Financial statements under full-cost accounting show
cumulative unamortized costs of exploration and develop-
ment of existing reservoirs. Therefore. when such costs
are presented with changes of reservoirs, ready compari-
son of cumulative and current results of exploration pro-
grams is peermi‘cted.yi
By capitalizing and amortizing all exploration costs under
the "full cost" method, the balance sheet reflects.actual
costs of mineral reserves. Assets, therefore, become
closer to the value of reserves at the time of discovery
than undcr conventional accounting.35
Elimination of "full cost'" method would seriously curtail
the exploratory efforts of szmall aand medium-sized oil
companies. This is because such companies would be
unable to compete with major companies for funds in the

36

securities market.

The Position of Major Big Accouniing Firms and
Organizations Concerned with the Problem

Major Big Accounting Firms

There is disagreement among the big accounting firms

as to which method is preferred. This can be seen from the

position papers submitted by some of the big accounting



28
firms to the Committee on Extractive Industries of the
Accounting Principles Board (of the AICPA) at the Public
Hearing on November 22-23, 1971. Arthur Andersen & Co.
strongly supported the "full cost" method. Their position
is that the "full cost'" method improves financial reporting
of 0il and gas exploration and development costs to investors
and other users of financial statements in this industry.37
Arthur Young & Companv, on the other hand, indicated its
general argument with the APB tentative approach of favoring

38

the "successful efforts" method. In its position paper,
Touche Ross & Co. favored the "full cost" method as the appro-
priate method of accounting for oil and gas exploration
costs.39 Touche Ross & Co. justified its position by stat-
ing that the ""full cost" method "embraces the economic real-
ities of the industry, and it conceptually is the best pos-
sible approach in the proper matching of costs and revenues
on an accrual basis."qo But Price Waterhouse & Co. strongly
supported the "successful efforts'" method because it pro-
vides for greater comparability among individual companies
by reflecting the relative success or failure of exploration
and development efforts. The latter firm argued that the
conservative results obtained under the "successful efforts"
method are particularly appropriate in an industry where
high risk and uncertainty are associated with capital
expenditufe. The position of the above firms should not

be interpreted that they qualify their opinion on the annual
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reports of companies following other than the method favored
by them. To the contrary, such annual reports are certified
with no qualification regarding the effect of the method used.

This is simply because both methods are generally accepted.

The American Institute of Certified Public Accountants
Being aware of the significance of this problem, the

American Institute of Certified Public Accountants devoted
sizable effort to study reporting practices of oil and gas
companies. In 1969, the Institute published its Research
Study No. 11 on Financial Reporting in the Extractive Indus-
tries.hl This was the first Accounting Research Study on
reporting practices of a specific industry. This research
study was concluded with nineteen recommendations based
generally on the '"successful efforts'" method. The indivi-
dual mineral deposit was chosen as the cost center by which
costs are identified with specific minerals in place.b‘2
The Committee on Extractive Industries of the Accounting
Principles Board, based on those recommendations and the
comments received in response to the above research study,
issued tentative conclusions to serve as a public hearing
on November 22 and 23, 1971. Again, the above APB Committee
tentatively concluded that the field should be selected as
the recommended cost center.43 APB Opinion No. 23 stated:
"The Board continues to defer conclusions on intangible
developmnent costs in the o0il and gas industry pending the

bk

issuance of an Opinion on extractive industries.”
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The Financial Accounting Standards Board (FASB) continued to
defer conclusions on these costs. Statement No. 2, issued
by the FASB in October 1974 on accounting for research and
development costs, indicated that it did mot apply to finding
costs of the extractive :industries.45 No subsequent opinion
has yet been issued on the extractive industries. Thus,

both the "successful efforts" and the "full cost" methods

still qualify as generally accepted accounting procedures.

Securities and Exchange Commission

The Securities and Exchange Commission proposed Rule
3-8(a)k to require that companies, which use generally
accepted accounting principles other than the principle "in
prevailing use among other companies in the same industry,"
publish the estimated dollar impact on met earnings of using
the prevailing principle whenever the impact is significant.
Release No. 5343 indicated that the individual property unit
costing (successful efforts costing) is the prevailing prin-
ciple in the petroleum industry. But the full-costers were
opposed to this requirement because it favored the '"success-
ful efforts" method. They recommended that it would be bet-
ter to require all petroleum companies to disclose additional

!

information based on actual accounting practices.“16 The pro-

posed rule, therefore, is still under consideration.

Federal Power, CommIwsion
The Federal Power Commission (FPC) was the first and

the only authoritative body to make a choice between the two
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methods. The FPC favored "full cost'" method for financial
reporting of pipeline companies only. Order No. LLo-A,
issued by the FPC on January 5, 1972, stated:
In reaching our decision to adopt full-cost accounting,
however, we compared the merits of the two concepts of
accounting and concluded that full-cost accounting is
more consistent with the economics of exploration and
development over a period of time than current expensing
cf costs. . . . Further, having decided that fuil-cost
accounting is the preferable method of accounting, it
would be inappropriate for us to provide optional account-
ing.
Although the FPC favored the "full cost" method for finan-

cial reporting of the pipeline companies, this method is not

used for rate-making purposes.

Canadian Institute of Chartered Accountants

The Canadian Institute of Chartered Accountants did
not take a position with respect to the two methods. Instead,
it published in 1963 a research study by Professor W. B.
Coutts, of the University of Toronto, on Accounting Problems
in the 0il and Gas Industry.48 This research study recom—
mended the "area of interest” as the appropriate cost cen.ter.49
This is mormally a larger cost center than the "field" as
tentatively recommended by the Committee on Extractive Indus-
tries of the Accounting Principles Board of the American
Institute of Certified Public Accountants.

Predictive Ability Criterion for Evaluating
Alternative Accounting Methods

The problem of using altermative accounting methods

for similar transactions has been a phenomenon of financial
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reporting. Controversies in accounting are mostly disputes
over relative merits of one alternative over another. Yuji
Ijiri, Professor of Industrial Administration at Carnegi-
Mellon University, and Robert K. Jaedicke, Professor of Account-
ing at Stanford Umiversity, stated:
Accounting is a measurement system which is plagued by
the existence of alternative measurement methods. For
many years accountants have been searching for criteria
which can be used to choose the best measurement alterna-
tive.50
The idea that accounting data ought to be evaluated in terms
of their usefulness for decision making is one of the most
prevalent thoughts in accounting. The American Accounting
Association viewed "usefulness of the information" as "the

ol Recently, the Accounting Objec-

all-inclusive criterion.
tives Study Group of the American Institute of Certified
Public Accountants agreed with a fundamental function of

financial accounting:

The basic objective of financial statements is to pro-
vide information useful for making economic decisions.>2

For accounting data to be useful for the investor's
decision making, financial reports should provide informa-
tion to aid him in predicting the enterprise's future earn-
ings. Traditionally assumed in accounting, there is a rela-
tionship between the enterprise's historical data and its
future performance.53 Recent trend in accounting empha-
sizes the notion that financial reporting to investors ought
to aid in predicting future performance of the business.

This emphasis was expressed by the American Accounting
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Association in its 1966 publication: "A Statement of
Accounting Theory:"

Almost all external users of financial information
reported by profit-oriented firms are involved in

efforts to predict the earnings of the firm for some
future period. . . . The past earnings of the firm are
considered to be the most important single item of infor-
mation relevant to the prediction of future earnings.

It follows from this that past earnings should be mea-
sured and disclosed in such a manner as to give the

user as much aid as practicable in efforts to make this
prediction with a minimum uncertainty.5

Robert T. Sprouse, Professor of Accounting at Stanford Uni-
versity, reiterated the belief that income reported to
investor is primarily to aid him in projecting future income.
He stated:
The primary purpose of the measurement of last year's
income reported to investors is to provide a basis for
predicting future years' income.”?
The Accounting Objectives Study Group of the American Insti-
tute of Certified Public Accountants concluded:
An objective of financial statements is to provide users

with information for predicting, comparing, and evaluat-—
ing enterprise earning power.-®

This conclusion, among others, was evaluated by the Commit-
tee on Concepts and Standards for External Financial Reports
and was perceived to be a step forward that is worthy of gen-
eral support.57
Investment decisions are not made within the frame-
work of a formally specified decision model.58 With this
fact in mind, evaluating altermnative accounting measures in

terms of their predictive ability is considered an appealing

idea because the predictive ability of accounting data can be
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explored without waiting for further specification of the
decision models. Thus, Professors William H. Beaver, John
W. Kennelly, and William M. Voss, at the Universities of
Chicago, Iowa, and Arkansas, respectively; drew an important
relationship between predictions and decision-making:

A prediction can be made without making a decision, but

a decision cannot be made without, at least implicitly,

making a prediction.59

Fundamental to the determination of the future poten-

tial of a corporation's stock and its quality and value rela-
tive to other securities is an appraisal of the enterprise
earning power. Professor Philip A. Shade, at Colorado Uni-
versity, stated that the investor:

e« « « bases his opinions of the returns he can expect

from the investment in the future on what others have

earned in the past.
The valuation of common stock generally involves two basic
steps: the first is the preparation of some estimate of the
probable range of earnings potential for the future, and the
second step is the establishment of a reasonable price for
the estimated earning power. Essential to the investors'
evaluation of the enterprise earning potential for the
future is the focus on some basic figures obtained from
published annual reports. Most important of these figures
are these: earnings per share, cash flow from operations
per share, and rate of return on total assets.

The significance of earnings per share figure to

investors' decisions regarding investment in common stock is
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widely recognized in both the fimance and the accounting
literature. In the finance literature, for example, Norby,
in a symposium on Corporate Financial Reporting (1968),
stated:
Fer the investor, of course, net earnings per share is
the significant figure since his participation is pro-
portionate. It is a small number which is more easily
remembered and it permits a more ready comparison between
companies of different sizes.
Shade also stated:
Any type of fundamental analysis of corporate earnings
starts with obtaining the necessary accounting data on
that company. . . . The investor mast know, for example,
what past earnings per share have been.
In the accounting literature, Leonard Spacek views the earn-—
ings per share figure as the most significant single quantity
measurement even to sophisticated investors:
- « « reported profits are the factor which has the great-
est influence on the public investor's judgement and
is the one financial fact on which there is the greatest
understanding of what the terminology mean. '"Profit
per share'" is the most important sing%e quantity measure-
ment even by sophisticated investors. 3
Cash flow from operations is another important figure
to the financial analysts. The term '"cash flow" is commonly
used by the financial analysts to mean reported net income plus
items on the income statement which do not require the outlay
of funds-—-such as depreciation, depletion, and amortization.
The term, as used in this mammer, is likely to be the funds
provided by operations which normally appears on the fund

statement published with the other annual reports. Because

of the popularity of the term "cash flow'" and "cash flow per
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share" among the financial analysts, these terms are frequently
used in the corporation's annual statistics and information
published with the financial statements. Perhaps this is
done for the sake of simplicity or because the term is under-
stood by the users of the data. The term, however, is a
misnomer because '"cash flow" encompasses both the inflows and
outflows of cash. All noncash transactions should be excluded
if accounting is based on the cash basis, and therefore, the
simplified term '"cash flow," as defined above, is not found
in the financial statements certified by CPAs. However,
discussing whether the term "cash flow from operations'" or
"cash flow" should be used is beyond the scope of this study.
Since this study is concermned with evaluating the two alter-
niative methods from the point of view of the investors,
the term "cash flow" used in financial analysis was considered
more convenient.

Under the "successful efforts' method, items which
do not require the outlay of funds include in addition to
depreciation such items as depletion, amortization, aban-
doned leases, and deferred intangible development, and dry
hole expenses.64 But under the "full cost'" method, since no
intangible development expenses, abandoned leases, or dry
hole expenses are currently recognized, the amount added back
to reported net income is normally limited to depreciation,
depletion, and amortization calculated under this method.

In no sense can the amount of '"cash flow'-—-as



37
defined above-—-be a substitute for 'net income" properly
measured. Alternative accounting methods applied to expenses
which require no fund outlays may have induced the financial
analysts to believe that the amount of ''cash flow'" is more
indicative of the earning power than the reported '"net
income." This may be especially true when the total of such
items is significant as in the case of the oil and gas indus-
try. In his research study on '"cash flow" and analysis quoted:
In analyzing and comparing particular companies with one
another, the investor should pay attention to the very
useful yardstick known as cash earnings. . . . The use
of cash earnings figures helps to iron out differences
in accounting procedures among oil and gas companies.
Oil-industry analysts tend to base their real comparisons
on "cash'" earnings rather than reported net income because
of the variation in the handling of property extinguish-—
ment costs. To facilitate such comparisons it is recom-—
mended that exploratory costs, amortization of intangible
drilling cogts, and depreciation and depletion be shown
separately. 6
In his article on '"Prepariang an 0il Share Analyzer,'" Michael
Kourday stressed on the superiority of reported amount of
"cash flow" over reported earnings:
Perhaps the most revealing item to be derived from an
oil company's income statement is "cash flow." As gen-—
erally defined, this figure represents net income plus
items on the income statement which require no cash
outlay. . . . It is a begter reflection of earmnings
power than is mnet income. 7
Thus, the amount of '"cash flow'" per share was considered
to be useful in evaluating the two altermnative methods in
terms of their predictive ability.

Rate of return on total assets is an important ratio

derived from the relationship between reported net income and
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total assets. This ratio is sometimes called the '"profita-
bility rate." It is widely used to measure management per-—
formance in terms of profitability of investing the assets
under the management control. Shade considered the rate of
return on total assets the best indicator in that respect:
Since profitability is the best single measure of manage-
ment efficiency . . . profitability is the ratio showing
the percentage return that the firm is earning during a
vyear on its asset base, j.e., it is the percentage of
profit on total assets.6§
Emphasis on the three items, earnings per share,
cash flow per share, and rate of return on total assets,
should not imply that these are the only useful items of
information to the investor. The amount of return to investor,
defined as dividends plus appreciation of stock, may be of
equal importance. But, the e¢ffect of the two alternative
methods on the market price of the stock was examined by
69

others. Therefore, returns to investors was not included

in the scope of this study.

The "smoothing' effect of the "full cost'" method on
reported net income attracted the attention of a number of
scholars. By spreading the losses from unsuccessful ventures
over a long period of time, the "full cost" method may
smooth reported net income in some instances. In his pioneer
research on full costing in the petroleum industry, Dr. Johm
Paul Klingstedt, Professor of Accounting at the University
of Oklahoma, stated in 1968:

In the growing company, just as in other classifications,
the effect of a change to the full cost method of



39

accounting is a significant raising and smoothing in
reported income.70

In supporting this generalization, he emphasized that:
A change to the full cost method of accounting for find-
ing costs results in usually a material increase in the
earnings of the concern. A similar absolute increase
will occur in the carrying value of the oil and gas
properties. An additional change is a definite smooth-

ing or normalizing of reported earnings over a period
of years.71

The question of why some oil and gas corporations favored
the "full cost" method was well explained by his statement:

The investors, however, will support corporate management

only when it appears that the company is doing well.

The raising and smoothing of reported income and the

increasing asset values made possible through the use

of the full cost method aid in presenting more favorable

financial statements. Thus, the adoption of the full

cost method of accounting for finding costs is the

logical step for management to take in fulfilling its

goals.72

A simulation analysis was made by Dr. Robert Kendrick

Eskew in his doctoral dissertation completed in 1973.73 The
purpose of this simulation was to demonstrate the ways in
which o0il and gas expense stream, reported under either full
costing or successful efforts costing, differ in the same
simulated economic environment under a variety of conditioms.
Number of wells drilled annually, percentage of successful
wells among those drilled each year, and life of a produc-
tion well were systematically altered to produce information
on the effect of the variables on the magnitude and variance
of the reported expense stream. Eskew's conclusion from his

simulation results that the "full cost" expense stream when

compared with the "successful efforts" expense stream was
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smaller and less variable.74 Obviously, when exploration
and development expenses is relatively significant in the
income statement, the profit stream under "full cost" method
would be larger and less variable when compared with the same
stream under "successful efforts" method.

In his study made in 1974, Dr. John H. Myers, Profes-—
sor of Accounting at Indiana University, constructed two hypo-
thetical oil companies:/-5 This was to determine the effect
of choice of the '"successful efforts'" method or the '"full
cost" method upon their financial statcements. The two com-—
pPanies were built up to maturity by identical economic trans-
actions, then various changes were introduced to observe the
results on the financial statements on the basis that one of
the two companies was using the "successful efforts" method
(with small cost centers), and the other company was using
the "full cost" method (with a single, company-wide cost
center). Among the major findings of Professor Myers simula-

76 (1) when the rate of success was held constant,

tion were:
decreased exploration resulted in increased net income of
the "successful efforts" company, whereas the '"full cost"
company did not have declined net income in the period of
declining exploration activity; (2) when the success rate of
exploratory wells was changed with the same average amount
per well, the income of the "successful efforts" company

was strikingly different from what it was when the extra oil

was found in the same number of wells; and (3) when an
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offshore large activity was simulated, the successful efforts
company showed a drastic reduction in income in the year of
its bigges* success. However, the results were inconclusive
when several combinations of elementary changes were made.
The net direction of annual profits was a result of the weight
implicitly given to the various factors.

Predictive ability, however, is only one criterion,
among others, for evaluating accounting alternative method.
Therefore, if one of the two methods provided better predic-
tive ability, it should not be implied that this is the best
of the two methods. Moreover, general and specific limita-
tions of projections should be kept in mind before drawing
unwarranted conclusions. In terms of general limitations of
predictive ability evaluation, one should agree with the
concluding remarks of Beaver, Kennelly, and Voss:

(1) The preference for an accounting measure may

apply only to the context of a specific predictive pur-
pose or prediction model. It may be impossible to gen-—
eralize about the '"best'" measurement altermative across

different context. (2) Even within a specific context,
the conclusion must be considered as tentative.’7

Summarz

Accounting practices of reporting finding costs of
the 0il and gas industry are subject to the Generally Accepted
Accounting Principles. With the emergence of the "full cost"
method, accounting and other organizations concerned with the
0il industry are attempting to solve the problem of the diver-

gent practices in accounting for finding costs. But the
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problem has not vet been solved. Whereas the American Insti-
tute of Certified Public Accountants and the Securities
Exchange Commission tended to favor the '"successful efforts"
method, the Federal Power Commission ruled that the "full
cost" method should be used for financial reporting of pipe-—
line companies (but mot for rate-making purposes).

Published position papers indicated that there is mno
agreement among the big accounting firms about favoring either
the "successful efforts" method or the '"full cost" method.
Proponents of each method contended, in general, that the
method they favor is more meaningful and yields greater
comparability of the annual reports of o0il and gas producing
companies. The major arguments for each method are summarized
as follows. Thosc who advocated the "successful efforts”
method argued that:

1. The successful efforts method is consistent with tradi-
tional accounting.

2. The "successful efforts" method provides a better match-
ing of costs with related revenues.

3. Loss from unsuccessful ventures are currently reflected
in the annual reports.

. The "full cost" method inappropriately inflates current
reported income.

Those who favored the "full cost" method supported their

position as follows:

l. The results under the "full cost'" method are not depressed
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by exploratory costs which are not related to current
revenues.

2. The '"full cost'" method provides a better matching of
costs with related revenues because discoveries are
unlikely without incurrence of unsuccessful ventures

3. When presented with changes of reservoirs, the '"full
cost' method permits ready comparison of cumulative and
current results of exploration programs.

4, TUnder the "full cost'" method. the balance sheet reflects
actual costs of mineral reserves.

5. The "full cost" method encourages exploration and devel-
opment of reservoirs.

For the purpose of this study, the opinions of the
financial analysts on the preceding arguments were obtained
through a questionnaire as indicated in the following chap-
ter. The questionnaire included other questions such as
whether the financial analysts favor '"cash flow" figures
over net income reported under one of the two alternative
methods. Other questions were designed to obtain their
opinions as to which of the two methods provides relative
projections of earnings per share and rate of return on total
assets, and their recommendations for improving the present
financial reporting of finding costs of oil and gas. Compar-
ison of the expressed needs of the financial analysts to the
contents of current published of the oil and gas producing

companies will be shown in Chapter IV of this study.
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The predictive ability has been indicated as one of
the criterion for evaluating the alternative accounting
method. An attempt was made to evaluate the predictability
of earnings per share, '"cash flow" per share, and the rate
of return on total assets under each cf the "successful
efforts" method and the "full cost" method. Such an explor-
atory work will be summarized and discussed in Chapter V

of this study.



45

Chapter II Footnotes

1W. A. Paton and A. C. Littleton, An Introduction to
Corporate Accounting Standards (Evanston, Illinois: Ameri-
can Accounting Association, Monograph No. 3, 1970), p. 1.

2Herman W. Bevis, Corporate Financial Reporting in a
Competitive Economy (New York: The Macmillan Company, 1965),
p- 7.

3George O'May, Financial Accounting (New York:
American Institute Publishing Co., Inc., 1938), cited in
Handbook of Modern Accounting Theory, ed. by Morton Baker
(Englewocod Cliffs, N.J.: Prentice-Hall, Inc., 1955), p. 1k.

quorge Oliver May, Twenty-Five Years of Accounting
Responsibility (New York: American Institute Publishing
Company, 1936), p. 4.

5Paton and Littleton, An Introduction to Corporate
Accounting Standards, p. 1l.

6Rgport of the Study Group on the Objectives of
Financial Statements (submitted to the American Institute
of Certified Public Accountants; New York: October, 1973),
p. 17.

7William C. Norby, "The Needs and Responsibilities
of the Investor in Equities," in John C. Burton, ed.,
Corporate Financial Reporting: Conflicts and Challenges;
a symposium sponsored by American Institute of Certified
Public Accountants, Financial Analysts Federation, Financial
Executives Institute, and Robert Morris Associates; held at
Absecon, New Jersey, November 7-8, 1968 (New York: American
Institute of Certified Public Accountants, Inc., 1969), p. 98.

8Nils H. Hakanson, "Normative Accounting Theory and
the Theory of Decision," The International Journal of
Accounting Education and Research (Spring, 1969), pp. 33-45.

9Ibid., p. 39.

10Tpid., p. 45.

llCommittee on the Matching Concept, The Accounting
Review (April, 1965), p. 369.

leccounting Principles Board of the American Insti-
tute of Certified Public Accountants, Basic Concepts and
Accounting Principles Underlving Financial Statements of
Business Enterprises, Statement of the Accounting Principles
Board No. 4 (New York: American Institute of Certified Public
Accountants, 1970), pp. 61-62.




46

13Robert E. Field, Financial Reporting in the Extrac-
tive Industries, Accounting Research Study No. 11 (New York:
American Institute of Certified Public Accountants, Inc.,
1969), pp. 30-31.

4Committee on Concepts and Standards, Accounting and
Reporting Standards for Corporate Financial Statements
(Evanston, Illinois: American Accounting Association, 1957
Revision), p. 538.

lslbid., p. 54l.

16American Institute of Certified Public Accountants,
"Accounting Research Bulletin No. 43, APB Accounting Princi-
ples (New York: Commerce Clearing House, Inc., 1970),
Chapter 15, paragraph 9, p. 6058.

17R. K. Mautz and Hussein A. Sharaf, The Philosophy
of Auditing, Monograph No. 6 (Evanston, Illinois: American
Accounting Association, 1961), p. 170.

Bevis, Corporate Financial Reporting, p. 19.

l9Robert E. Field, "Financial Reporting in the 0il
Industry," Price Waterhouse & Co., Review (No. 1, 1974),
p. 12.

20Kenneth MacNeal, Truth in Accounting (Lawrence,
Kansas: Scholars Book Co., 1970), p. 50.

21Ibid., p. 52.
22Paul Grady,.Inventory of Generally Accepted Account-
ing Principles for Business Enterprises, Accounting Research
Study No. 7 (New York: American Institute of Certified Pub-
lic Accountants, Inc., 1965), p. 35.

23Statement of the Accounting Principles Board No. 4,
paragraph 28, p. 12.

24Financial Reporting for Security Investments and
Investment Decisions (New York: National Association of
Accountants, 1970), pp. 257-266.

2DSee for details of arguments position papers in
APB Public Hearing on Accounting and Reporting Practices in
the Petroleum Industry (Chicago: Arthur Andersen & Co.,
1972), pp. 225-89%4.

261pid., p. 729.




b7

12

“7Stanley P. Porter, "Full Cost" Accounting: The
Problem It Poses for the Extractive Industries (New York:
Arthur Young & Company, 1972), p. 10.

2

“8APB Public Hearing on Accounting and Reporting
Practices in the Petroleum Industry, p. 445.

2
“9Porter, "Full Cost" Accounting: The Problem It
Poses for the Extractive Industries, p. 17.

30

Ibid.

31APB Public Hearing on Accounting and Reporting
Practices in the Petroleum Industry, p. 513.

321pid., p. 260.

33115
Ibid., p. 230.

31vid., p. 785.

351pid., p. 303.

36Ipid., p. 571.

371bid., p. 250.
Ibid., p. 290.

39Ibid., p. 862.

407134,

41Robert E. Field, Financial Reporting in the Extrac-—
tive Industries (New York: American Institute of Certified
Public Accountants, 1969).

b

2Ibid., p. 150.

43APB Public Hearing on Accounting and Reporting
Practices in the Petroleum Industry, p. 18.

/

Q*Qpinions of the Accounting Principles Board No. 23
(New York: American Institute of Certified Public Accoun-
tants, April 1972), p. 4h2.

5Financial Accounting Standard Board, Statement of
Financial Accounting Standards No. 2, Accounting for Research
and Development Costs, Stamford, Connecticut: Financial
Accounting Standard Board, 1974), p. 1. ’




48

46Gainsburg, Feldman and Bress, Attorneys for the Ad
Hoc Committee, "Comments of the Ad Hoc Committee on Full Cost
Accounting," filed with Securitiés and Exchange Commission,
Washington, D.C., on March 14, 1973.

47FPC Rulemaking on Accounting for Gas and Oil Explor-
ation and Development Costs (Chicago, Illinois: Arthur Ander-
sen & Co., 1972), pp. 348-349.

QBW. B. Coutts, Accounting Problems in the 0il and
Gas Industry (Toronto: The Canadian Institute of Chartered
Accountants, 1963).

*91pid., p. 50.

50Yuji Ijiri and Robert K. Jaedicke, "Reliability and
Objectivity of Accounting Measurements,!" The Accounting
Review (July, 1966}, p. 474.

51Committee to Prepare a Statement of Basic Account-
ing Theory, A Statement of Basic Accounting Theory (Evanston,
Illinois: American Accounting Association, 1966), p. 3.

52Report of the Study Group on the Objectives of
Financial Statements (emphasis supplied), op. cit., p. 61.

SBWérner Frank, "A Study of the Predictive Signifi-

cance of Two Income Measures," Journal of Accounting Research
(Spring, 1969), p. 123.
54

A Statement of Basic Accounting Theory, pp. 23-2k.

55Robert T. Sprouse, "The Measurement of Financial
Position and Income: Purpose and Procedure," in Robert E.
Jaedicke, Yuji Ijiri, and Oswald Nielson, eds., Research in
Accounting Measurement (American Accounting Association,

1966), p. 106.

56Report of the Study Group on the Objectives of
Financial Statements (emphasis supplied), p. 62.

571Report of the Committee on Concepts and Standards
for External Financial Reports, The Accounting Review (Sup-
plement to Vol. XLX, 1975). p. A4l.

58William H. Beaver, John W. Kennelly, and William
M. Voss, "Predictive Ability as a Criterion for the Evalu-
ation of Accounting Data," The Accounting Review (October,

1968), p. 679.

59fbid., p. 680.

®0pyilip A. Shade, Common Stocks, A Plan for Intel-
ligent Investing (Homewood, Illinois: Richard D. Irwin, Inc.,

1971), p. 29.




49

61Norby, The Needs and Responsibilities of the
Investors, p. 23.

6

o .
“Shade, Common Stoecks, p. 82.

63Leonard Spacek, A Search for Fairmess in Financial
Reporting to the Public (Selected Addresses by Leonard Spacek,
Arthur Andersen & Co., 1969), p. 341.

QPerry Mason, "Cash Flow" Analysis and the Funds
Statement, Accounting Research Study No. 2 (New York: Ameri-
can Institute of Certified Public Accountants, 1961), p. 4.

65”IBA Report—--The Security Underwriters Analyze
Today's Investment Scene," Barrow's (December 5, 1960),
pp. 5-6, 22-27; cited in "Cash Flow" Analysis and the Fund
Statement, p. 12.

66E. Linwood Savage, Jr., "Conclusions Regarding
Annual Reports," The Analysts Journal (February, 195%4), pp.
51-53; cited in '"Cash Flow" Analysis and the Fund Statement,
pp. 12-13.

67Michael Kourday, '"Preparing an 0il Share Analyzer,"
The Analysts Journal (February, 1957), p. 39.

68

Shade, Common Stocks, p. 97.

69For studies made in this report see for example:
Rober Kendrick Eskew, II, "An Empirical Examination of the
Interaction between Accounting Altermatives and Share Price
in the Extractive Petroleum Industry,'" doctoral dissertationm,
Perdue University, 1973; and Donald A. duBois, "Full-Cost
Accounting for Exploration and Development Costs of Petroleum
Companies: Its Effect on Stock Market Prices," doctoral
dissertation, University of Missouri, 1974.

70John Paul Klingstedt, "Full Costing in the Petro-
leum Industry and Its Implication for Accounting Principles
and Practices,!" doctoral dissertation, North Texas State
University, 1969, p. 176 (emphasis supplied).

“lrpid., p. 177.

721bid., pp. 177, 178 (emphasis supplied).

73Eskew, An Empirical Examination of the Interaction
between Accounting Alternatives and Share Price in the Extrac-
tive Petroleum Industry, pp. 60-98.

!
7%1pid., pp. 97-98.



50

-re

?John H. Myers, Full Cost vs. Successful Efforts in
Petroleum Accounting, An Empirical Approach (Ad Hoc Committee,
Petrolecum Companies, on Full Cost Accounting, 1974).

76

Ibid., pp. 80-85.

77Beaver, Keunelly, and Voss, Predictive Ability as
a Criterion for the Fvaluation of Accounting Data, pp. 682-

6813.



CHAPTER III

THE QUESTIONNAIRE USED IN THE STUDY

The significance of published annual reports as a
starting point of investment decision-making, it was of pri-
mary importance, in the process of evaluating reporting
practices of finding costs of oil and gas, to consider the
opinion of those who make the investment decisions. One of
the purposes of this research was to conduct a survey by
mailing a questionnaire to the financial analysts to obtain
their opinions as to which of the two methods of accounting
("successful efforts" and "full cost" methods) best served
the investors needs, and what information should be published
to improve current practices of reporting finding costs.

The first part of this chapter describes the methodology used
in conducting the survey and summarizing its results. In

the second part, results are analyzed and discussed.

Methodology

The methodology of conducting this survey and analyz-
ing its results is described under the following titles:
sample selection, development of the questionnaire, mailing
the questionnaire, contents of the questiomnnaire, methodology

of data analysis, and reliability of the results.

51
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Sample Selection

An o0il share analyst needs to be aware of the prob-
lematic areas of this industry, especially those of finan-
cial reporting. A questionnaire directed to a nomn-specialist
financial analyst on the evaluation of reporting practices
of finding costs would be meaningless. Such a questionnaire
might not be answered because the financial analyst may not
be qualified to do so. If it were answered, results would
most likely be misleading.

It was decided, therefore, to send the questionnaire
to those financial analysts whose specialty was in oil and
gas securities. Whether the financial analyst was certified
(CFA) or not was insignificant for the purpose of this
research. The response of a non-~certified specialist would
felt to be more reliable than a guess made by a non-
specialist certified financial analyst (CFA). This was
found to be the case when a number of personal interviews
with some financial analysts were made in New York City to
discuss the proposed questionnaire. During these inter-
views, the Membership Directory of The Financial Analysts
Federation was suggested as a source for obtaining names and
addresses of the specialists on oil and gas securities.

The 1974 Directory of the Financial Analysts Federa-
tion1 was used for selecting the analysts to be surveyed in
this research. In this Directory, the members of 39 American

financial analysts societies were listed. Letters in



53
parentheses following names of members signified their
industry specialty. It was mnoticed that the majority of
0il and gas specialists were associated with The New York
Society of Security Amnalysts. Therefore, an updated list
of oil and gas specialists who were members of this society
in December, 1974, was obtained and used for the survey.

The total number of members who indicated a specialty
in oil or.gas securities in the Directory was 880 in all the
United States societies. Members of the New York Society
only indicating such a specialty represented 647 of this
total. Findings of other research studies based on a mailed
questionnaire revealed that low response had been received from
financial analysts:

Thomas Glenvall Estes, Jr., was successful in getting
32.7 percent (98/300) return from the members of the
Financial Analysts Federation (Estes, Autumm, 1963, p.
202). Stallman got only 12 percent (121/1068) usable 5
replies from a similar sample (Stallman, 1969, pp. 35-36.
These experiences were considered in determining the sample
size for this research. In order to maximize the number of
responses, it was decided to mail the questionnaire to all
the 880 finmancial analysts whose specialty was oil and gas

securities. A carefully designed questionmaire and a timely

follow up was used to obtain a fairly good response.

Development of the Questionmmaire
The questionmaire used in this research was in fact
one of the important channels through which empirical data

could be obtained. Developing an effective communication
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through this channel was far from easy. The final question-
naire was prepared after a number of revisions. A pilot
study was made to ascertain the content validity of the
questionnaire. In particular, personal interviews were made
with 0il and gas financial analysts in New York City to
discuss the questions included. Also, some professors of
accounting and finance at the University of Oklahoma
reviewed the questionmnaire and their comments were very
helpful. The last revision was made to minimize the number
of questions and still cover the subject (see Appendix A,
Exhibit 5). Undoubtedly, well designed and printed question-
naire, combined with contents of primary interest of the
respondents, contributed to the success and effectiveness of
this chammel of communication. This is especially true
because previous experience with mailed questiomnaire to
financial analysts indicated that low response could be

expected.

Mailing the Questionmaire

The questionnaire was mailed to the 880 financial
analysts specialized in oil and gas securities - on December
27, 1974. A covering letter was attached to introduce the
questionmaire and to solicit a prompt response (see Appendix
A, Exhibit 1). This letter was sent to avoid any confusion
regarding the meaning of the two accounting methods which
were the subject of the questionmnaire. Therefore, the letter

identified the broad lines which distinguished each of these
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methods. For the convenience of respondents, a self-
addressed and stamped return envelope was enclosed with
the questionnaire. Forty days were allowed to receive the
responses, to the first questionmaire. A follow-up letter
including another questionmaire was mailed on February 5,
1975, to those who did not respond to the first request
(see Appendix A, Exhibit 2). Two months were allowed for
receiving responses to the second request. April 7, 1975,
was considered the cut-off date for including the responses
in the results of the survey. This date was determined after

no response had been received for fifteen days.

Contents of the Questionnaire

Some classifications were included at the top of the
questionnaire to identify the respondent (see a copy of the
questionnaire-—Appendix A, Exhibit 5). These classifica-
tions were: (1) in terms of his present employment; whether
he worked for a national, a regional, or a local firm,
(2) in terms of his position; whether he was a partmner, a
manager, an analyst, or had another position, and (3) in
terms of his experience; whether he had 0-5 years, 6-10
years, or over 10 years of experience. When the respondent
did not indicate whether the firm for which he worked was a
national, a regional, or local firm; a classification was
given according to the kind of the firm's business. Inter-
national and big o0il companies such as Exxon Co., and

Federal Agencies such as U.S. Treasury Department, were
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included under mnatiomnal firms. Banks and other companies
were considered regional firms. When the respondent's
personal address was only indicated in the Directory, the
firm was classified as local.

The questionnaire consisted of threse parts. The
first part was concerned with the analysts views of the com-
parability of annual reports prepared under omne of the two
accounting methods ("successful efforts" or "full cost"),
the second part focused on the analysts views of the relative
predictive ability of the two methods, and the third part
included the analysts recommendaticas for improving fimancial
reporting of finding costs and oil and gas reserves. In the
first part, comparability of annual reports, the major ques-—
tion was intended to explore the financial analysts opinion
as to which of the two methods yields relatively greater
comparability and what are the reasons supporting such an
opinion. It was necessary to test the truth of the popular
notion that the financial analysts prefer the "cash flow"
figure (cash flow from operations) to the reported met income
for their analysis. Therefore, an important question was
included as to whether "cash flow" figure is more reliable
for comparability and predictions than reported net income
under either or both the two methods. Questions in the second
part were aimed at comparing relative predictive ability of
the two methods in terms of earnings per share, rate of

return on total assets, and returns to investor {dividends
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plus appreciation of stock).

Recommendations included in the third part focused
upon two groups of questions. The first group was concerned
with the kind of additiomal information which the financial
analyst would recommend for inclusion in published annual
reports of oil and gas producing companies. Opinions of the
financial analysts were requested as to the extent to which
the inclusion of six items in the annual reports would be
necessary. These items are: current expenditures on find-
ing activities, amount currently expensed for costs of un-
successful ventures, details of computing current amortiza-
tion of capitalized finding costs, the value of recoverable
reserves, and deferred income tax foxr differences between
book and tax treatment of finding costs. The second group
of questions focused on the uniformity of published annual
reports.

It was important to know the opinion of the financial
analysts, who are the major users of published annual reports,
as to whether they recommend that financial statements of oil
and gas producing companies should be reported under a uni-
form "successful efforts" method or a uniform "full cost"
method. The financial analysts were also asked whether they
recommend a "uniform minimum disclosure' statement prepared
under a uniform "successful efforts" method or under a uni-
form "full cost" method. The attractive idea of the "uniform

minimum disclosure'" statement, as a solution to problem of
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uniformity vs. flexibility, was borrowed from Dr. Homer A.
Brown's research on Financial Statements for Extermnal
A:nalysts.3 This type of statement maintains the flexibility
of reporting under generally accepted accounting principles,
but requires that only one standard method would be accepta-

ble in the firm's "uaniform minimum disclosure' statement.

Methodology of Data Analysis

The total number of o0il and gas financial analysts
listed in the 1974 Directory of the Financial Analysts Fed-
eration was 880, as previously indicated. Of this total,
110 letters were returned for such reasons as the financial
analyst no longer follows oil and gas securities, had left
the firm with which he was associated, or deceased. The pop-
ulation was, therefore, reduced to 770 oil and gas financial
analysts.

Data obtained from the responses were summarized and
tabulated (see Appendix B, Exhibits 2, 3, and 4). Respon-
dents were classified as follows: (1) by certification:
Certified Financial Analysts (CFA) and those who are not
certified; (2) by employment: respondents working for
national, regional, and local firms; (3) by position: part-
ners, managers, analysts, and other positions; and (4) by
length of experience as analysts: respondents having 0-5
years, 6-10 years, or over 10 years of experience. Under
each of these classifications, the data obtained from the

questionnaire were tabulated as shown in Appendix B,
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Exhibits 5 through 12.

Descriptive statistics such as percentages used
for tabulating the result were self-explanatory of the
opinion of the majority of the respondents on all impor-
tant questions. For example, 73 percent vs. 27 percent
favored the "successful efforts'" method over the 'full
cost" method (Question #1), or 99 percent recommended
publishing current expenditure of finding activities, étc.
However, it was decided to use the Chi-square test for eval-
uating the results as to whether the response with greater
proportion would be acceptable, at a reasonable level of
significance, as representing the respondents' general
opinion. In particular, the test was made to determine
whether to accept or reject the hypothesis that there is
no significant difference between proportions of "Yes" and
"No" responses at 0.05 level of significance. In place
of "Yes" or "No", this test was applied to the second part
of the questionnaire for proportions of responses favoring
"successful efforts" or "full cost'" method in terms of its
relative predictive ability. For recommendations in the
last part of the questionnaire, responses were tested as
between two groups. One group consisted of responses which
strongly recommended or recommended the item indicated in
the questionnaire, and the other group consisted of responses
which considered the item not particularly useful or unneces-

sary.
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It was also necessary to determine whether the gen-
eral results of each question obtained from the previous
step was not significantly affected by one or more of the
respondents groups. The question, for example, could be
raised as to whether the opinion of the certified financial
analysts was significantly different from the opinion of
those who were not certified, whether the opinion of the
respondents working for a mational firm is significantly
different from the opinion of those working for regional or
local firms, and whether the opinion of the respondents were
dependent on the period of experience, etc. Variance analy-
sis technique was considered more appropriate than Chi-square
test in this respect. The analysis of variance was accom-
pPlished by using the computer program BMD 07D, "Description
of Strata with Histograms."4 Accordingly, means and standard
deviations for each group, and an analysis of variance table
were computed. When mean differences were explored, the "F"
ratio was computed to determine the significance. In par-
ticular, the "F" test was made for each question to show dif-
ferences in opinions of different classifications within
each of the following groups: (1) certified and non-certified
financial analysts; (2) respondents working for national,
regional, and local firms; (3) partners, managers, analysts
and other; and (4) respondents with 0-5 years, 6-10 years,
and over 10 years of experience. Thus, analysis of variance

procedures were used to test the hypothesis that there is no



61
significant difference between the opinion of respondents
under each of the above classifications within each group.
When computed "F'" is below the critical "F" value with
appropriate degrees of freedom at 0.05 level of significance,
the hypothesis was accepted. In other words, the general
opinion of the respondents would be the same despite dif-

ferences in their classification.

Reliability of the Results

A common problem which faces every researcher using
mail questionnaire is the possible bias resulting from non-
response. But this does not necessarily mean that no intel-
ligent judgments can be derived from a questionnaire with
some nonresponses. Some facts or characteristics normally
enhance the confidence in questiommnaire results. First of
all, large percentage of responses is essential in evaluat-
ing the results. Paul E. Green and Donald S. Tull stated
that the modal response rate of mail questiommaire is of the
order of 20 to 40 percent.5 Morton Baker, Professor of
Accounting at the University of Massachusetts, and Walter
B. McFarland, Research Director at the National Association
of Accountants, selected from the financial analysts only
72 for interview in 1968. They stated: "It seems reasonable
to expect that the interviewees are representatives of skilled
professional users of financial reports of investment deci-
sions."6 David M. Robinson argued that a 30 percent response

would be representative if combined with the homogeneity of
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the population. He stated:
The fact that wmail survey is of a sample of a homo-
geneous population may be a sufficient reason for the
researcher to make the practical assumption that returns
of 30 percent are at least representative enough for the
information gathered to be used.”

In terms of size, responses received for this research
were considered to be ample in both number and proportion.
The number of usable responses was 310 which represented
40.3 percent of the population. The questionmnaire was
administered to a special group of financial analysts within
the same specialty (oil and gas securities). Homogeneity
of the population is, therefore, obvious.

The distribution of responses was also examined so
that a judgment could be made about whether these responses
were likely to be representative of the population. Geo-
graphically, Table 3-1 shows the number of responses
received from members of each U.S. financial analysts soci-
ety compared with total number of the society members whose
specialty is o0il and gas securities. This tabulation was
made primarily to show how each society having more than
one oil and gas specialist was represented by responses.

It can be seen that the responses were received from members
of all the societies except four which had only omne o0il and
gas specialist in each.

In addition, the composition of respondents was

examined. A tabulation was made to show the number of

respondents in terms of their certification (CFA and
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TABLE 3-1

DISTRIBUTION OF OIL AND GAS SECURITY ANALYSTS AND
THEIR RESPONSES TO THE QUESTIONNAIRE

;gfaif NZ;aif No. of ciﬁzgge
U.S. Society* at 0il YSES  wet USpPle L of .

Anal:* Quali- sponses Re-

ysts fied*** sponses
Atlanta 3 (1) 2 1 50%
Austin/San Antonio 4 (1) 3 1 33%
Baltimore 1 1 1 100%
Boston 35 (&) 31 11 35%
Chicago 25 (6) 19 10 53%
Cincinnati 1 1 0 0
Cleveland 6 6 5 83%
Columbus 0 0] 0] 0]
Dallas 12 (3) 9 5 56%
Denver 3 3 1 33%
DeMoines 3 3 2 67%
Detroit 8 (1) 7 1 14%
Hartford 17 (2) 15 8 53%
Houston 12 (1) 11 5 45%
Indianapolis 2 2 1 50%
Jacksonville 0) o) o 0
s 3 (1) 2 2 100%
Los Angeles 14 (7) 7 6 86%
Milwakee 1 1 o) 0
New Orleans 2 (1) 1 o 0
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TABLE 3-1 (Continued)

Total No. of Per-
o Anal-~ No. of centage
U.S. Societv* at Ngfl°f ysts Net Usable of
+Se Socrety” a * Not € Re- Usable
Anal- .
Sto** Quali- sponses Re-
y fied*** sponses
Nashville 0 0 0] o)
New York 647 (69) 578 217 38%
North Carolina 0 0 0] 0]
Oklahoma City 2 2 1 50%
Omaha~Lincoln 4 4 2 50%
Philadelphia 18 (4) 14 5 36%
Phoenix 2 (1) 1 o o
Pittsburgh 5 (1) 4 1 25%
Portland 0] O 0 0]
Providence 1 1 0 0]
Richmond 4 4 2 50%
Rochester 2 2 2 100%
St. Louis 6 (1) 5 3 60%
San Diego 2 (1) 1 1 100%
San Francisco 15 (2) 13 5 38%
Toledo 2 2 1 50%
Twin Cities (Min-
neapolis & St.Paul) 5 (1) 4 2 50%
Washington D.C. 10 (1) 9 7 78%
Wilmington 3 (1) 2 1 50%
Total 880 (110) 770 310 40%
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TABLE 3-1 (Continued)

*All U.S. Societies of financial analysts, mem-
bers of The Financial Analysts Federation (39 Societies).

**Source: 1974 Membership Directory of The Finan-
cial Analysts Federation; and a list of o0il and gas security
analyst, members of The New York Society of Security Anal-
ysts in December, 1974.

***Questionnaires returned without completion
because analyst no longer follow securities of o0il and
gas producing companies, left his job, retired or deceased.
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non-CFA), the type of the firm with which they were associ-—

ated (natiomal, regional, or local), their positions, and

the period of their experience as analysts. Accordingly,

the composition of the 310 responses was as follows:

1.

in terms of the respondent's certification: 81 respon-
dents were Certified Financial Analysts and 299 were

not certified, and

in terms of the type of the firm: 162 respondents were
associated with national firms, 92 with regional firms,
54 with local firms, and two did not indicate the type
of their firms, and

in terms of the respondent's position: 43 respondents
were partners, 48 were managers, 141 were analysts, 31
were in other positions, and 41 did not indicate their
positions, and

in terms of the.respondent's experience: 40 respondents
had experience of five years or less, 77 had 6 to 10
years of experience, 156 had more than 10 years of exper-
ience, and 37 did not indicate the length of their
experience. Thus, 233 (75%) of total responses were
received from financial analysts who had more than five
years of experience.

Important observations were obtained from Table 3-1

and the above tabulations. The first observation was that

responses were received from members of all the societies

having more than one o0il and gas specialist. Second, the
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percentages of responses from members of each of the soci-
eties having more than ten o0il and gas specialists were
within a narrow range (between 35% and 53%). The average
percentage of these responses was 44% which is very close
to the 40% overall response rate. Responses from New York
Society, which have 75% of the total number of oil and gas
security analysts, were 38% of the members of this society
which is also very close to the overall rate of response.
Such a distribution indicated that the responses can be con-
sidered fairly representing the U.S. societies of financial
analysts in terms of geographic areas and size of membership.
Thirdly, responses included a diversity of qualifications and
levels of financial analysts which made the results of the
questionnaire more meaningful. The responses came from both
certified and non-certified fimnancial analysts; from those
who were working with national, regional, or local firms;
. from those who occupied different positions such as part-
ners, managers, or analysts; and from those with different
length of experience. But more important was the distribu-
tion of the responses among these variety of groups. Fourthly,
the majority of responses were received from financial anal-
ysts with experience of more than ten years, and more than
75% were received from those with more than five-year experi-
ence. Based on these observations, it can be stated that
the fair distribution and size of responses received from

highly qualified and experienced oil and gas financial
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analysts with homogeneity in nature contributed to a high
reliability and success of the questionnaire conducted in
this research. Therefore, it was assumed that the responses
were representative of the nopulation.

Although one should have confidence in the relia-
bility of responses received from such skilled professionals
as oil and gas financial analysts, it was decided to examine
the consistency of the responses for the sake of strengthen-
ing such confidence. A reliability test of the questionnaire
was made on a random sample of 30 responses (10% of the
total). Responses were arranged as listed in the 1974
Directory of the Financial Analysts Federation. The sample
was selected by using the first three digits from the left
obtained from Kendall and Smith Tables of Random Sampling
Numbers,8 starting from the beginning of the First Thousand
table., In order to select a sample size of 30 responses,
repeated random numbers were replaced. The random number
128 was also replaced because respondent did not mark the
questions selected for this examination.

Two tests were made on the sample selected. The
first test was made to ascertain that the respondent read
the questionnaire carefully before answering the questions.
Question number 1 of the questiommaire instructed the
respondent to skip question #3 (reasons for favoring '"full
cost" method with Yes or No response) if he favored "suc-

cessful efforts" method. On the other hand, the question
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also required skipping question #2 (reasons for favoring
"successful efforts" method with Yes or No response) if the
"full cost" method was favored. Obviously, reliability of
the questionnaire was considered satisfactory if the respon-
dent favored '"successful efforts" method and did not respond
to all parts of question #3, or if he favored "full cost"
method and did not respond to all parts of question #2.
The second test was made to examine the consistency of the
sample responses. The last question (number 7) was the most
appropriate one for that purpose. A response should be con-
sidered inconsistent if '"successful efforts" method was
favored under question #1 and a "uniform full cost'" method
was recommended under question #7; or if "full cost" method
was favored under guesticon #1 and a "uniform successful
efforts" method was recommended under question #7. It was
found that the results of the two tests made on the sample
responses were satisfactory (see Appendix B, Exhibit 1).

With the knowledge of adequacy and reliability of
the responses combined with the high quality of the respon-
dents, it was possible to proceed confidently toward further
steps in the analysis of the results in hand. Obviously,
this was based on the assumption that the responses were
representative of the population (0il and gas financial

analysts).
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Results of the Survey

Results of the survey will be summnarized and dis-—
cussed in the remaining part of this chapter under the fol-
lowing titles: assumptions, hypotheses, and results and dis-

cussion.

Assumptions

The empirical part of this research, concerning the
opinions of the financial anélysts toward the problem of the
two methods of accounting for finding costs of oil and gas,
began with some preliminary assumptions and expectations
derived from studying relative literature on the subject
matter. In particular, six major assumptions were relative
to this research.

The first assumption was that the financial analysts
are inclined to favor conservative financial reports for the
purpose of their evaluation decisions and recommendations.
This attitude was clearly expressed in the position paper on
Reporting Practices in the Petroleum Industry submitted by
the Financial Accounting Policy Committee of The Fimnancial
Analysts Federation to the American Institute of Certified
Public Accountants on November 18, 1971:

Our comments and suggestions are designed to further
our twin objectives. First is our concern with con-
servatism in accounting. Given a choice we prefer
understatement to overstatement.?

Thus, one would expect that financial analysts favor expens-

ing the costs of unsuccessful activities rather than deferring
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such costs to future periods. In other words, they would
generally prefer the "successful efforts" method than the
"full cost'" method. Although some financial analysts favored
the "full cost" method,10 others claimed a more comnservative
"successful efforts" method:

I do not see how any dry hole can be capitalized,
regardless of where it is located. If it has no
economic usefulness its value is zero and its cost
is an ordinary operating expense.ll
David Norr, a research partner at First Manhattan Co.
(members of the New York Stock Exchange), who was displeased
with the full-cost accounting, stated:
In 0il accounting one canmnot convert from full costing
results to successful effort. How can the market be
efficient in such circumstances? How can resources
be allocated efficiently if some companies capitalize
dry holes.12
The significance of Mr. Norr's opinion stemmed from being
known for his research in security analysis and he is a
member of the American Institute of Certified Public Accoun-
tants as well.13 In his recent speech before Houston Soci-
ety of Financial Analysts, Norr called for the attention to
the danger of full costing:
There is mno single footnote in the o0il industry
which will unravel the mysteries. Trouble can come in
many forms. The greatest iingle problem surrounds
the rise of full costing.l
After he described some of the full-cost pitfalls, he com-—
mented: "I submit that Full Costing has lost the war without
even the opportunity to fight a battle."l5

The second assumption was that the oil and gas finan-

cial analysts favor '"cash flow" figure to net income reported
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under either the "successful efforts" method or the "full
cost" method. This may be a result of the wide differences
in reporting net income under alternative methods of account-
ing for finding oil and gas. Undoubtedly, such differences
would have a significant effect on comparability of reported
net income even within the petroleum industry alone. Imn his
comment in Forbes magazine, Randal B. McDonald, Partner of
Arthur Andersen & Co., described the difficulty of comparing
the annual reports of the oil companies. He stated: "I think
I could piece it together, but the normal CPA and the normal
firancial analyst would not have a ghost of a chance."16
In calculating the "cash flow" amounts for oil and gas com-
panies, the cost of unsuccessful activities—-—i.e., dry holes
and abandoned leases, etc.-—are added back to reported net
income. Such costs are not added back for '"full cost"
companies, except for an amount equal to depletion and amor-
tization thereof, because they are not included among the
charges against current revenue in the income statement.

The third assumption was derived from the "smoothing"
effect of the "full cost' method. Obviously, when the unsuc-
cessful costs of exploration and development are spread over
a long period, annual profits are likely to have less fluctu-
ation than if such costs are currently expensed.17 Given a
smoother periodic income, one would expect better projections
of future net income if past net income is used as a basis

for such projections. Consequently, the opinion of the financial
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analysts should favor full cost accounting in terms of its
predictive ability of net income per share; but that should
not mean that the "full cost" method is preferred to the
"successful efforts" method. Smoothing effect cannot stand
by itself as a decisive criterion for favoring one method
over another. A current expense, for example, may not be
deferred only because such a deferral can smooth reported
annual profits.

The fourth assumption was that the financial analysts
recommend the disclosure of the items listed in the question-

naire under number (6). This is to express their mneed for

more disclosure in the pig reports. In its

position paper on Accy '\ Practices in the

Petroleum Industry, 42 Policy Committee

of the Financial An om0 : %g on the neces—

sity of more disclo¥

lligns should be

We believe that 1 /
V' consultant as

attested to annua\
part of the audit y

Further, we belie> should be segmented
by field, basin, trend, coucry. This could be on
more than one logical basis. The differing political
and economic risks requires that this information be
made available to the investor for intelligent deci-
sions.

We believe that the problem of income tax alloca-
tion ought to be included in any opinion issued by the
Committee. A rationalization of o0il and gas accounting
would not be complete without it.l

In summary, this paper indicated that financial analysts
needed more disclosure of information such as current expendi-

ture on finding activities and how much was currently
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analysts should favor full cost accounting in terms of its
predictive ability of mnet income per share; but that should
not mean that the '"full cost" method is preferred to the
"successful efforts" method. Smoothing effect cannot stand
by itself as a decisive criterion for favoring one method
over another. A current expense, for example, may not be
deferred only because such a deferral can smooth reported
annual profits.

The fourth assumption was that the financial analysts
recommend the disclosure of the items listed in the question~
naire under number (6). This is to express their need for
more disclosure in the published annual reports. In its
position paper on Accounting and Reporting Practices in the
Petroleum Industry, the Financial Accounting Policy Committee
of the Financial Analysts Federation, focusing on the neces—
sity of more disclosure, said:

We believe that reserve data and valuations should be

attested to annually by an independent consultant as
part of the audit process.

Further, we believe that data should be segmented
by field, basin, trend, country. This could be on
more than one logical basis. The differing political
and economic risks requires that this information be
made available to the investor for intelligent deci-
sions.

We believe that the problem of income tax alloca-
tion ought to be included in any opinion issued by the
Committee. A rationalization of o0il and gas accounting
would not be complete without it.l

In summary, this paper indicated that financial analysts
needed more disclosure of information such as current expendi-

ture on finding activities and how much was currently
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expensed, details of computing current depletion and amorti-
zation of capitalized amounts, value of recoverable reserves,
and deferred income tax.

The fifth assumption was concerned with the uniform-—
ity aspect of published annual reports. It was assumed that
financial analysts would be inclined to favor some sort of
uniformity over flexibility with respect to accounting treat-
ment of finding costs. David Norr stated that the need for
greater uniformity and comparability has by now been impressed
upon all.19 Such uniformity of reporting could be accom-
plished through the use of a uniform method of accounting
for finding costs, or by using a "uniform minimum disclosure"
statement in which results should be reported under a uniform
method as a minimum requirement.20

The sixth assumption was related to difference of
opinion among the financial analysts classified by their
certification, employment, position, or length of experience.
Such difference of opinion was assumed to be insignificant.
The financial analysts selected for this survey were spe-
cialized in oil and gas securities. For a group of finan-
cial analysts having their specialty in such securities, ome
can assume the homogeneity of the population surveyed. Such
homogeneity may be explained by two reasons. Firstly, the
population consisted of fimancial analysts having the same
specialty. Secondly, the financial analysts are specialized

in the securities of oil and gas industry which is a risky one.
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Therefore, they are expected to have a minimum amount of
knowledge of both the fimancial analysis and the oil and
gas industry. This knowledge should be sufficient enough
for dealing with such securities efficiently as specialists.
Meanwhile, the questionnaire focused on basic information
needs for financial analysis of oil and gas securities.
Thus, opinions of those financiél analysts on the question-
naire may not vary significantly.

These logical assumptions lead to the general and
other hypotheses regarding the opinions of the financial
analysts on the favorability of the two methods and the
disclosure needs. These hypotheses will be indicated in

the following section.

Hypotheses

Based on the above assumptions a number of null
hypotheses were tested according to the results of the
questionnaire sent to all the members of U.S. societies
of fimancial analysts whose specialty was in oil and gas
securities. The first seven hypotheses indicated below
are concerned with the total data obtained from the ques—
tiommaire. The first and the second hypotheses were derived
from the first assumption. The third, fourth, and fifth
hypotheses were derived from the second, third, and fourth
assumptions, respectively. The sixth and seventh hypotheses
were derived from the fifth assumption. Other six hypotheses

for the difference of opinion among respondents of different
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classifications were derived from the sixth assumption. The
above hypotheses are listed as follows:
A. General Null Hypotheses for Opinion of Oil and Gas

Financial Analysts:

HOl: There is no significant difference between the
proportion of responses favoring the "successful
efforts" method and the proportion favoring the
"full cost'" method.

HOZ: There is no significant difference between propor-
tions of responses favoring and those not favoring
the reasons listed in the questionnaire for prefer-
ring one of the two methods to the other.

HOB: When the annual reports of the oil companies are
reported under either the "successful efforts" or
the '"full cost' method, there is no significant dif-
ference between proportions of responses prefer-—
ring and those not preferring '"cash flow" to
reported net income.

HOQ: When comparing between the "successful efforts"
method and the "full cost" method in terms of
their relative predictive ability of earmnings
per share and rate of return on total assets,
there is no significant difference between propor-
tions of responses favoring and those not favoring

one of these methods over the other.

HOS: There is no significant difference between propor-
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tions of responses which recommended the disclo-
sure of each of the items listed in the third part
of the questionnaire and those which considered
the disclosure of these items unnecessary.
H06: There is no significart difference between propor-
tions of responses favoring and those disfavoring
a uniform "successful efforts" method or a uniform
"full cost" method.
07: There is no significant difference between pro-
portions of responses favoring and those disfav-
oring "uniform minimum disclosure!" statements
under a uniform "successful efforts'" method or
"full cost" method.
Null Hypotheses for the Difference of Opinion among the
Respondents' Classifications:

As previously indicated, responses were grouped
according to different classifications of the respon-
dents as to their certification (CFAs and non-CFAs),
present employment, position, and experience. For each
of these groups, opinions of respondents under differ-
ent classifications were examined under the following
hypotheses:

H01: There is no significant difference of opinion
among respondents of different classifications

with respect to favoring the "successful efforts"

method over the "full cost" method.
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There is no significant difference of opinion
among respondents of different classifications
with respect to favoring the reasons listed in the
questionnaire for preferring one of the two methods
to the other.
There is no significant difference of opinion among
respondents of different classifications with
respect to favoring ''cash flow'" over reported net
income under either "successful efforts" method
or "full cost" method.
There is mno significant difference of opiniomn
among respondents of different classifications
with respect to the relative ability of each of
the two methods (successful efforts and full cost)
in terms of predicting earnings per share and
rate of return on total assets.
There is no significant difference of opinion
among respondents of different classifications
with respect to items recommended for disclosure
to improve reporting of finding costs of oil and
gas producing companies.
There is no significant difference of opinion
among respondents of different classifications
with respect to type of uniformity recommended
for reporting finding costs of oil and gas pro-

ducing companies.
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Results and Discussion

The questionnaire results will be discussed accord-

ing to the following sequence:

Ao

General Opinions of Respondents:

In this section, opinions of all the respondents will be

summarized and discussed under the following titles:

L.

IT.

ITT.

Comparability of annual reports:

1. Opinions of respondents as to which method is
more meaningful.

2. Reasons for favoring one of the two methods over
the other.

3. Is "cash flow" more reliable than net income
reported under either one of the two methods.

Opinions of respondents as to which method has

relatively greater predictive ability.

Recommendations of respondents as to:

1. Disclosure.

2. Uniformity.

Difference of Opinion among Respondents:

After finding the opinions of the respondents as a whole,

this section will be concerned with the question of whe-

ther there is a significant difference of opinion among

respondents of different classifications.

It has been indicated that one cannot avoid some

possible bias from generalizing the results of responses

which are less than the entire population. However, the
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quantity and quality of responses analyzed in this research
lead to the judgment that useful results can be obtained
from the questionnaire. Professor K. Fred Skousen at
Brigham Young University used only 68 responses from man-
agement, financial analysts, and Certified Public Accountants.
He concluded:
« « « because of the limited number of responses,
one cannot draw universal conclusions from this study,
but the findings provide reliable indications of the
realities surrounding the question. .
The following results, therefore, were primarily based on the

assumption that the responses were representative of the

population of oil and gas analysts.

General Opinions of Respondents

Comparability of Annual Reports
Results of all responses to the first part of the
questionnaire, on comparability of ammual reports, will be

summarized and discussed as follows:

Opinions of Respondents as to Which Method Is More

Meaningful. Responses to question number 1 indicated that

the respondents highly regarded the '"successful efforts"
method for providing more meaningful and relatively greater
comparability of the annual reports of oil and gas producing
companies than the "full cost" method. Responses favoring
"successful efforts" method were 221 representing 73% of total

responses to this question (304 after excluding 6 did not decide
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which method is better). Only 83 or 27% of the respondents
favored the "full cost" method of total responses. Chi-
square was used to test the null hypothesis (HOl) that there
was no significant difference between the two proportionms.
The null hypothesis was rejected because the difference was
significant at 0.05 level of significance (x2 - 21.6, d.f. =
1, p > .05). This indicated that the respondents favored

"successful efforts" method over "full cost" method.

Reasons for Favoring One of the Two Methods over the

Other. Respondents were requested to indicate the reasons
for favoring one of the two methods over the other ome.

This was done by answering some questions commonly used in
literature and in addition, a space was provided to all the
respondent specify other reasons which he felt necessary to
support his opinion (see a copy of the questionmaire in
Appendix A, Exhibit 5). Table 3-2 summarizes the reasons
given by respondents who favored the "successful efforts"
method. This table shows that the respondents were highly
impressed with two of the reasons provided in the question~
naire in support of the '"successful efforts'" method. In
particular, reason number ''¢c', that losses from unsuccess-—
ful ventures are currently reflected in the annual reports;
and reason number (d) that "full cost" method inappropriately
inflates current income. Percentages of the respondents who
agreed upon those two reasons were 96% and 83%, respectively.22

Respondents, however, were less impressed with the first two



TABLE 3-2

REASONS GIVEN BY RESPONDENTS FOR FAVORING "SUCCESSFUL EFFORTS" METHOD
Signif-
No. of Responses Percentage of .
icant
Responses 2 (s)
Reason Yes Total Total Favori d.f. X Not
Re- Re - Re- Thisng Signif-
sponses sponses sponses Method * %ﬁg?t*

a. It is consistent with

traditional accounting 129 158 82% 58% 1 40.96 S
b. It improves matching

of costs with related

revenues 138 173 80% 62% 1 36,00 S
¢. Losses from unsucces-~

sful ventures are

currently reflected

in annual reports 195 203 96% 96% 1 84,64 S
d. Full-cost method in-

appropriately inflates

current income 183 197 93% 83% 1 73.96 S

*Total responses favoring this method was 221,

**At 0.05 level of significance.

¢g
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reasons provided in the questionmaire, concerning the con-
sistency of this method with traditional accounting and its
improving matching of costs with related revenues. Only
58% and 62% of respondents favoring this method, respec-—
tively, agreed upon those two reasons. The above percentages
were calculated in terms of the total number of respondents
who favored the successful efforts method. The decline in
positive responses to those two reasons may be a result of
having no standard procedures of successful efforts account-
ing. One of the respondents made it clear in that respect.
He stated that he felt '"meither method" is meaningful..

Chi-square was used to test the null hypothesis
(Hoz) that there are mo significant differences between the
proportions of responses favoring and those not favoring
the four reasons listed in the questionmnaire for preferring
the "successful efforts" method to the "full cost" method.
The Chi-square tests indicated significant differences between
proportions of "Yes'" and "No" responses at 0.05 level of sig-
nificance (Table 3-2). Therefore, the null hypothesis (HO2)
was rejected. The proportion of responses favoring the four
reasons were higher than the proportion of responses disfav-
oring them as shown in Table 3-2. This indicated that the
respondents favored those reasons for justifying their posi-
tion.

A few other reasons were added on the questionnaire

by some respondents.23 One of these reasons was that the
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financial statements prepared under the "successful efforts"
method reflects current operations better than those state-
ments prepared under the '"full cost'" methocd. Examples of the
statements given by the respondents in this respect were:
"It (successful efforts method) is a truer reflection of the
vear's operations,'" "I prefer the 'successful efforts' method
because it currently states what has happened when it hap-
pened," the "successful efforts" method "Alerts stockholders
to overextension of company exploration programs,'" and "It
(full cost) inflates current income and frequently results
in substantial write-offs as reserves values become lower
than their booked cost.'" Conservatism of the "successful
efforts" method was felt by some respondents to be desirable.
Others were displeased with capitalizing dry holes. Exam-
ples of their statements were as follows: "full cost put
non-asset (dry holes) on balance sheet," "In no way is a
dry hole an asset," "It (full cost) presents a valueless
project as asset," and "It is foolish to capitalize an iso-
lated expenditure that cannot possibly provide a future
return." These statements did not identify the dry holes to
productive or unproductive properties. However, dry holes
of unproductive properties was felt tc be what the respondents
wanted to state on the questionnaire. The other comments
indicated by the respondents were general statements against
the "full cost" method. Examples of those statements were

as follows: "full cost conceals poor (unsuccessful)
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management," "There is less opportunity for abuse under suc-—
cessful efforts," and "full cost accounting is unrealistic
and financially unsound."

Table 3-3 shows the reasons given by respondents
who favored the "full cost" method. Responses favoring
this method, as previously indicated, represented only 27%
of total responses.

Most of those who favored the "full cost" method
(90% of total respomses favoring this method) believed
that it improves matching of costs with related revenues
because discoveries are unlikely without incurrence of
unsuccessful ventures (reason #b). Another reason which
was less applaudable by this group of respondents (agreed
upon by only 70% of total responses favoring this method)
was that results under this method are mot depressed by
exploratory costs which are not related to current revenues
(reason #a). Other reasons, such as that "full cost'" method
permits ready comparison of commulative and current results
of exploration programs (reason #c), that balance sheet under
this method reflects actual costs of mineral reserves (reason
#d), and that the "full cost" method encourages exploration
(reason #e): were not applaudable by respondents as the
first two reasons were. Positive responses to tliose reasons
were only 47%, 58%, and 40% of total responses favoring "full
cost" method, respectively. This is explained by the low

response to these guestions. When Chi-~-square tests were



TABLE 3-3

RESPONDENTS' REASONS FOR FAVORING "FULL COST" METHOD

Signif-
No. of Responses Percentage of icant
Responses 2 (S)
Reason Yes Total Total F por d.f. X Not
avoring . .
Re- Re- Re- Thi s Signif-
sponses sSponses sSponses % icant

Results are not de~

pressed by explora-

tory costs which are

not related to cur-~

rent revenues. 59 66 89% 71% 1 60,84 S
It improves matching

of costs with related

revenues because dis-

coveries are unlikely

without incurrence of

unsuccessful ventures. 75 80 94% 90% 1 77 .44 S
When presented with

changes of reservoirs,

it permits ready com-

parison of cumulative

and current results of

exploration programs. 39 52 75% b 7% 1 25.00 S
Balance sheet reflects

actual costs of min-

eral revenues. 48 64 75% 58% 1 25,00 S
It encourages explor-

ation and development

of reservoirs. 33 59 56% L0% 1 10.24 S

*Total responses favoring this method was 83.
**At 0.05 level of significance.

98
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applied to the proportions of "Yes" and "No" responses to
reasons from (a) through (e) included in the questionnaire
(89%, 94%, 75%, 75%, and 59% were "Yes'" answers, respec-—
tively), it was found that differences were significant at
0.05 level of significance (Table 3-3). Nevertheless, it
should be noticed that the "Yes" responses to reasons numbers
(¢) and (e) did not reach the majority of the responses
favoring "full cost" method. It was considered, therefore,
that these two reasons were not accepted by respondents
favoring '"full cost'" method.

Some reasons were added by respondents in the space
provided for "other" reasons for favoring the "full cost"
method over the "successful efforts" method.24 Examples of
those reasons were: "It (full cost) prevents manipulation
of earnings by manipulation of the exploration budget,"
"Earnings contains fewer anomalies,'" "Our customers feel
more comfortable with this method," and "Costs related to

attempts to expand asset value are clearly stated."

Is "Cash Flow'" More Reliable than Net Income

Reported under Either One of the Two Methods. The previous

questions were concerned with a relative comparison between
the "successful efforts" method and the "full cost" method.
Because of the variety of accounting treatments of finding
costs, question number 4 was designed to show the financial
analysts opinion as to whether they considered 'cash flow"

(cash flow from operations) more reliable for comparability
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and predictions than reported net income under each of the
two methods. Responses to this question are shown in Table
3-4.

Apparently, responses to this question indicated
that the "cash flow" amount is highly regarded by the
respondents. Table 3-4 shows that the respondents comnsidered
"cash flow" more reliable than net income reported under
"successful efforts" method or the "full cost" method for
the purnose of comparability and predictiomns. The table
shows also that the majority of respondents favoring the
"successful efforts" method preferred '"cash flow" figures
to net income reported under this method. However, '"cash
flow" was favored in the case of "successful efforts" account-
ing more than it was favored in the case of "full cost"
accounting. It was favored by 73% and 65% of total respondents
in the two cases, respectively. This can be explained by
two reasons. Firstly, adding back expenses which did not
require the outlay of funds may reduce the fluctuation of
net income reported under the "successful efforts'" method.
Secondly, some items such as deferred costs of umnsuccessful
ventures may be added back to net income reported under
"successful efforts" method only. Thus, resulting '"cash
flow" amount may be relatively smoother than the amount
calculated under "full cost" method.

It is clear from the Cbi—square tests that the

respondents favor '"cash flow" for comparability and
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TABLE 3-4

RESPONDENTS' OPINION AS TO WHETHER "CASH FLOW" (CF)
IS MORE RELIABLE THAN REPORTED NET INCOME

CF 1Is More Relia-

ble Than

Yes
Re-

sponses sponses

No
Re-

Signif-
icant
(s)
Not
Signif-
icant
(Ns)*

Total d.f. X2

a. Net income re-

ported under SE:
Responses fa-—
voring SE

Responses fa-
voring FC

Total responses
Percentage

Net income re-
ported under FC:

Responses fa-
voring SE

Responses fa-
voring FC

Total_responses

Percentage

132

162

73%

87

43

130
65%

41

20
61

27%

35%

100% 1 21.15 S

138

62
200

100% 1 9.00 S

*At 0.5 level of significance.
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predictions over reported net income under either 'success-
ful efforts" method or "full cost" method. Therefore, the
null hypothesis (HOB) was rejected.
Opinion of Respondents as to Which Method has Relatively
Greater Predictive Ability
The opinion of o0il and gas financial analysts con-
cerning the relative predictive ability of each of the two
methods represented an important part of the questionnaire.
The focus on the predictive ability was in terms of three
items: earnings per share, rate of return on total assets,
and returns to investors (dividends plus appreciation of
stock). The third item was excluded from this research
because other studies were made on the relationship between
the two methods and market prices of oil and gas securi-
ties.25
Results of the survey with respect to the predictive

ability of the two methods are shown in Table 3-5. These
results indicated the following:
1. The majority of the respondents (59%) felt that the

"full cost" method is better in predicting earmnings

per share. But in terms of predicting the rate of

return on total assets, the majority of the respondents

(57%) felt that the "successful efforts" method is better.
2. The statistical analysis, on the other hand, indicated

the following:

a. At 0.05 level of significance, differences between
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TABLE 3~5

OPINION ON RELATIVE PREDICTIVE ABILITY

OF THE TwWO METHODS

Signif-
icant
s - (s)
Predictive Ability Is Under Under 2
Better in Terms Of SE FC Total d.f. X .NOF
Signif-
icant
(NS)*
a. Earnings per Share:
Respondents favor-
ing SE 111 90 201
Respondents favor-
ing FC 5 75 80
Total 116 165 281
Percentage 41% 59% 100% 1 3.24  NS**
b. Rate of Return on
Total Assets:
Respondents favor-
ing SE 149 54 203
Respondents favor-
ing FC 9 67 76
Total 158 121 279
Percentage 57%  43% 100% 1 1.96 NS

*At 0.05 level of significance.

**Significant at 0.10 level of significance.
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"Yes'" and "No'" response proportions were not sig-

nificant for both questions on predicting earmings

per share and rate of return on total assets. This
indicated, statistically, that the respondents’
opinions did not favor one of the two methods over
the other in these respects. Thus, the null hypo-
thesis (HOQ) cannot be rejected.

b. At 0.10 level of significance, such differences were
significant in terms of earnings per share, but they
were insignificant in terms of rate of return on
total assets. This indicated, statistically at this
level of significance, that the respondents favored
the "full cost" method in terms of predicting earnings
per share, but they did not favor omne of the two
methods over the other in terms of predicting rate
of return on total assets. Thus, the null hypo-
thesis (HOQ) should be rejected in terms of pre-
dicting earnings per share and accepted in terms of
rate of return on total assets.

The above analysis indicated that the strong sup-
port, given in the other parts of the questionnaire to omne
of the two methods, did mot hold for the questions on the
predictive ability. Ninety respondents who favored "suc-
cessful efforts'" method (in question #1) indicated that
"full cost" method provided better predictions of earnings

per share (Table 3-5). This number represented 45% of
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successful-efforts proponents who responded to this ques-
tion (201 respondents). Therefore, an important observa-—
tion was obtained from these responses. In spite of such
recognition of the predictive power of the '"full cost"
method, a great majority of the totai respondents, as
previously indicated, still favor the "successful efforts"
method. OUmne of the responden.ts,26 the Vice President of a
financial corporation, explained this fact clearly:

While the full cost method can be more reliable for

predicting reported earnings on an annual basis for

smaller companies, it leads, I believe, to many abuses

that more than offset its advantages.27

Another respondent, the Chairman of the Executive and Finan-

cial Committee of a regiomal firm, stated: "The 'full cost'
method has more 'predictability.' In other words, it can be
more easily manipulated."28 Thus, although financial analysts

recognized the relative predictive power of the '"full cost"
method in terms of earnings per share (only), a high major-
ity still favor the "successful efforts" method. A logical
explanation to this result is that, in the opinion of oil
and gas financial analysts, the disadvantages of the '"full
cost" method offset its advantages. In terms of the predic-
tive ability of the rate of return on total assets, the
results were opposite to the hypothesis. However, the dif-
ference between those who favored the "successful efforts"
method in this respect and those who favored the "full cost"

method was insignificant.
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Pecommendations of Respondents

Disclosure. Table 3-6 shows the results of the

disclosure recommendation of the respondents. It shows the
results in terms of how many recommended or did not recom-
mend the item indicated in the questiommaire to be disclosed
in published financial statements. The results of the Chi-
square tests are also shown in the table. The Chi-square
was used, as previously mentioned, to test the hypothesis
that there is no significant difference between the propor-
tion of respondents who recommended each item and the propor-
tion which did not recommend that item. The results of
Chi-square tests were all significant at 0.05 level of sig-
nificance (Table 3-6). Therefore, the null hypothesis
(HOS) was rejected. All the items, except one, were recom-
mended by the majority of the responses. The exception was
the disclosure of the value of reservoirs at future net
revenues without discount.
The £ollowing items were recommended for disclosure
by more than 90% of respondents:
1. Current expenditures of finding activities (90%).
2. Amount currently expensed for unsuccessful ventures
(98%).
3. Details of computing current amortization of capitalized
finding costs (92%).
4. Deferred income tax for differences between book and

tax treatment of finding costs (91%).
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TABLE 3-6
RESPONDENTS' RECOMMENDATIONS ON DISCLOSURE
Signif-~
icant
Recom. D0 Not 5 (s)
Item Recom- Total d.f. X Not
mend . .
mend Signif-
icant
(NS)*
a. Current expendi-
tures of finding
activities. 301 2 303
Percentage 99% 1% 100% 1 96.0 S
b. Amount currently
expended for costs
of unsuccessful
ventures. 293 5 298
Percentage 98% 2% 100% 1 92.16 S
c. Details of com-
puting current
amortization of
capitalized
finding costs. 255 23 278
Percentage 92% 8% 100% 1 70.56 S
d. Value of recover-
able reserves at:
1. Fair market
value. 183 62 245
Percentage 75% 25% 100% 1 25,00 S
2. Future net
revenues dis-
counted. 167 74 241
Percentage 69% 31% 100% 1 14.44 S
3. Future net rev-
enues without
discount. 90 124 214
Percentage. L2% 58% 100% 1 5.76 S
e. Value of recover-
able reserves,
country-by-country. 172 36 208
Percentage 83% 17% 100% 1  43.56 S
f. Deferred income
tax 256 24 280
Percentage 91% 9% 100% 1  67.2k S

*At 0.05 leve

1 of significance.
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Other items, except the value of recoverable reserves at
future net revenues without discount which was rejected,

were recommended by at least 69% of the respondents.

Uniformity. It was found that the respondents highly

recommended uniformity for reporting finding costs of oil
and gas. Table 3-7 shows a summary of the questionnaire
results with respect to uniformity recommendations given by
the respondents to the questionnaire.

The questiomnaire results indicated that a uniform
"successful efforts" method was strongly recommended by the
majority of respondents. This was obviously seen by compar—
ing 205 responses recommending a uniform "successful efforts"
method, whereas omly 91 respondents recommended a uniform
"full cost!" method. In terms of proportions, 85% of total
responses (238) recommended a uniform "successful efforts”
method and only 14% answered that this uniformity is not
necessary. With respect to a uniform "full cost' method,
51% of total responses (185) answered that it is not neces-
sary and 49% recommended reporting under this method. Chi-
square tests, at 0.05 level of significance, indicated a sig-
nificant difference in the case of recommending a uniform
"successful efforts" method and an insignificant difference
in the case of recommending a uniform "full cost" method.
Therefore, the null hypothesis (H06) was rejected for the
first recommendation and accepted for the second. However,

a lower response was observed with respect to the latter
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TABLE 3-7

RESPONDENTS' RECOMMENDATIONS ON UNIFORMITY OF
REPORTING FINDING COSTS

Signif-
icant
R Do Not 5 (s)
Type of Uniformity :Zgg- Recom- Total d.f. X Not
mend Signif-
icant
(NS)*
a. Uniform SE 205 33 238
Percentage 86% 14%  100% 1 51.84 S
b. Uniform FC 91 94 185
Percentage 49% 51% 100% 1 0.04 NS
c. Uniform minimum
disclosure state-
ment under stan-~
dard SE 145 40 185
Percentage 78% 22% 100% 1 31.36 S
d. Uniform minimum
disclosure state-
ment under stan-
dard FC 96 75 171
Percentage 56% 4%  100% 1 10.24 S

*At 0.05 level of significance.
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recommendation (185 responses compared with 238 responses
to the uniform "successful efforts" method). Therefore, it
was considered that a uniform "full cost'" method is rejected.
This is true because 51% of the respondents considered that
such a uniform method is not necessary.

A "uniform minimum disclosure'" statement was recom-—
mended under a standard "successful efforts'" method by 145
respondents, and under a standard '"full cost'" method by 96
respondents. In terms of proportions, 78% of respondents
favored the first method and 56% recommended the second.
Chi~square tests, at 0.05 level of significance, indicated
significant differences between proportions favoring and
disfavoring the above two recommendations. Therefore, it
was concluded that the respondents favored both presentations.
However, by comparing the number and percentages of responses
recommending such disclosure, it was clear that "uniform
minimum disclosure'" statement under a standard '"successful
efforts" method received a greater acceptance by the
respondents. Chi-square test confirmed this finding. The
difference between proportions of respondents favoring both
presentations was found significant, at 0.05 level of sig-
nificance (X° = 16.4, d.f. = 1, p D> .05).

Finally, very few recommendations were added on the
questionnaire by the respondents. One respondent suggested
the disclosure of reservoirs in volume rather than in value.

Another recommended a uniform footnote to restate results
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under the method not used by the reporting company for find-
ing costs. Other comments were made to express the need for
more disclosure in general, without indicating specific items

other than those listed in the questionnaire.

Difference of Opinion among Respondents

The general results of the survey summarized in the
previous section indicated the opinions of all the respondents
as to the questions listed in the questionmaire. The analy-
sis of variance technique, as previously indicated, was used
to determine whether there was a significant difference of
opinion among respondents of different classifications (Tables
3-8 through 3-15). For this purpose, respondents were clas-—
sified by their certification, employment, position, or
length of experience. Results of the analysis were tabu-
lated.for each of these classifications under two parts as
follows:

I. Analysis of variance of opinions as to questions of
comparability and predictive ability of the two methods
when respondents were classified as:

a. certified or non-certified financial analysts

(Table 3-8).

b. financial analysts working for mational, regional,

or local firms (Table 3-9).

c. partners, managers, analysts, or other positions

(Table 3-10).

d. financial analysts having 0-5 years, 6~10 years, or



TABLE 3-8

ANALYSIS OF VARIANCE: OPINION ON COMPARABILITY AND RELATIVE PREDICTIVE ABILITY
RESPONDENTS CLASSIFIED AS CERTIFIED (CFA) OR NON-CERTIFIED (NCFA)

FINANCIAL ANALYSTS

Signif -~
Mean l?g?t
Question crn wrca 9+f+ pagio  Not
Signif-
icant
(NS)*
I. Comparability of Annual Reports
1. Which method (SE or FC) is more meaningful, 1.24 1,28 1&302 0.46 NS
2. Reasons for favoring SE are:
a. Consistency with traditional accounting. 1.19 1.18 1&156 0.02 NS
b. Improving matching of costs with revenues. 1.17 1.22 1&171 0.52 NS
c. Currently reflects losses from unsuccessful
ventures, 1.04 1.04 1&201 0.02 NS
d. FC inappropriately infaltes reported income. 1.06 1.08 1&195 0.23 NS
3. Reasons for favoring FC are:
a. Results are not depressed by exploratory costs 1.06 1.12 1& 64 0,23 NS
b. Improving matching costs with revenues. 1.11 1.05 1& 78 0.92 NS
c. Permitting ready comparison of cumulative and
current results of exploration programs. 1.46 1.20 1& 50 3.18 NS
d. Balance sheet reflects actual costs of
reservoirs. 1.27 1.25 1& 62 0.03 NS
e. Encouraging exploration. 1.29 1.49 1& 57 1.78 NS
4, "Cash flow" is more reliable for comparability
and predictions than:
a. Net income reported under SE 1.26 1.28 1&221 0.07 NS
b, Net income reported under FC 1.37 1.34 1&198 0.89 NS
II. Relative Predictive Ability
5. Which method is more reliable for predicting:
a. Earning per share. 1.61 1.58 1&279 0.13 NS
b. Rate of return on total assets 1.39 1.45 1&277 0.79 NS

00T



TABLE 3-9

ANALYSIS OF VARIANCE: OPINION ON COMPARABILITY AND PREDICTIVE ABILITY
RESPONDENTS CLASSIFIED BY PRESENT EMPLOYMENT

Mean Signif -
EAs Working For icant
, (s)
Question .Na- .Re“ L9cal d.f. F. Not
tional gional Firm Ratio . .
. X Signif -
Firm Firm .
icant
(NS)

I. Comparability of Annual Reports
1. Which method (SE or FC) is more mean-
ingful 1.42  1.32 1.28 2&301 0.94 NS
2. Reasons for favoring SE are:
a. Consistency with traditional account-

ing. 1.21 1.20 1.07 2&155 1.31 NS
b. Improving matching of costs with

revenues 1.24 1.19 1.12 2&170 1.02 NS
c. Currently reflects losses from

unsuccessful ventures. 1.04 1.03 1.05 2&200 0.13 NS
d. FC inappropriately infaltes income. 1.05 1.09 1.12 2&194 1,36 NS

3. Reasons for favoring FC are:
a, Results are not depressed by explor-

atory costs. 1.10 1.14 1.07 2& 63 0.19 NS
b, Improving matching of costs with
revenues, 1.05 1.07 1.07 2& 77 0.04 NS

c. Permitting ready comparison of cum-
ulative and current results of ex=

ploration programs. 1.35 1.06 1.31 2& 49 2,27 NS
d. Balance sheet reflects actual costs

of reservoirs. 1.24 1.19 1.36 2& 61 0.62 NS
e. Encouraging exploration. 1.54 1.24 1.50 2& 56 2.11 NS

k, “"Cash flow" is more reliable for com-
parabilities and prediction than:
a. Net income reported under SE 1.32 1.24 1.62 2&220 1.64 NS
b. Net income reported under FC 1l.32 l.41 1l.33 2&197 0.59 NS
IT. Relative Predictive Ability
5. Which method is more reliable for
predicting:
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ANALYSIS OF VARIANCE: OPINION ON COMPARABILITY AND PREDICTIVE ABILITY

TABLE

3-10

RESPONDENTS CLASSIFIED BY POSITION

Signif-
icant
Means (S)
Question d.f F Not
Part- Mana- Anal- tTe Ratio . )
Other Signif-~
ners gers ysts icant
(Ns)
I. Comparability of Annual Reports
1. Which method (SE or FC) is
more meaningful. 1.32 1.23 1.26 1.27 3&300 0.47 NS
2, Reasons for favoring SE are:
a. Consistency with tradi-
tional accounting. 1.16 1.20 1,18 1.22 3&154 0.13 NS
b. Improving matching of
costs with revenues., 1.26 1.07 1.32 1,17 3&169 1.59 NS
ce. Currently reflects losses
from unsuccessful ventures. 1.02 1,06 1.05 1.00 3&199 0.77 NS
d. IFC inappropriately inflates
reported income, 1.08 1.09 1.07 1.00 3&193 0.61 NS
3. Reasons for favoring FC are:
a. Results are not depressed
by exploratory costs. l1.13 1.10 1.10 1.00 3& 62 0.20 NS
b. Improving matching costs
with revenues., l1.117 1.09 1.03 1.00 3& 76 0.79 NS
c. Permitting ready compari-
son of cumulative and cur-
rent results of exploration
programs. 1.22 1.14 1.29 1.33 3& 48 0.26 NS

20T



TABLE 3-10 (Continued)
Signif-
icant
Means F (s)
Question d.f. . Not
Part- Mana- Anal- Ratio g, onif-
Other .
ners gers ysts icant
d. Balance sheet reflects actual
costs of reservoirs. 1.21 1.10 1.39 1.00 3& 60 l1.79 NS
e. Encouraging exploration. 1.47 1.40 1.43 1.50 3& 55 