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ABSTRACT

Two alternative accoxmting 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 finencial analysts 
whose specialty was cil 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 companies.
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—
CPAs, 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 annual reports of ll4 (of I86) oil 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 earnings per share and rate 
of return on total assets.

2. The "successful efforts" 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 oil and gas industry imposes a multitude of 
difficult and unique problems for the accounting profession. 
The oil and gas producing company is seeking a natural 
resource having an intrinsic value unrelated to the cost 
of finding or development.^ A large amount of money may 
be spent to find a small quantity of oil and gas or, more 
likely, no oil 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 oil 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 
oil and gas will be found.

1



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 Oil 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 d i s c o v e r y . ^

Uncertainty associated with costly exploratory 
activities in the oil 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. 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

4for the petroleum industry. 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 be narrowed. Pandal 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 oil 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, carrying 
properties, and exploratory drilling. Based on the review 
of contemporary literature 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 research 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 reasons 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 analysts, whose specialty 
is oil 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 oil and 
gas producing companies.

2. To examine and evaluate present reporting procedures of 
finding costs of oil and gas producing companies.
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Evaluation of these procedures was made to determine if 
such procedures adequately met the needs 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.

4. 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 problem 
as to which finding costs accounting method is best for the 
investor was examined. This examination focused on what is 
presumed best for inclusion 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 1 3 , 19 7 3, to show fi. 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:



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 Sl4.9 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 alternative accounting treatments 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 oil and 
gas securities. Thus, a large problem area was reduced to 
a more manageable proportion.

Hypotheses and Assumptions 
In attempting to evaluate the two accounting meth

ods within the scope of this study, primary hypotheses were:
1. In the opinion of oil and gas financial analysts, the 

"successful efforts" method of reporting finding costs 
of oil 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 for 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 investigation were obtained from 
published financial statements. Another assumption was that 
individual stockholders are by and large inarticulate on 
matters of financial reporting and, therefore, financial 
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 Oil Company.
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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.?

Latest statistics compiled and published by the American
Petroleum Institute show that of all the new-field wildcats

g
91.51 percent were dry. Also, less than 1% of new-field 
wildcat oil wells resulted in reserves of a million barrels

Qor more. 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 grow 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 financial reporting. The petroleum 
industry itself, if it is to increase its supply of oil and 
gas to meet projected 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 financial analysts 

whose specialty was oil and gas securities. Names and 
addresses of those financial analysts were based on the 
197^ membership of all the United States societies of 
financial analysts. The purpose of the questionnaire was 
to obtain the opinion of oil 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 questionnaire 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 193^»^^ Companies used for 
this examination were listed in this directory under 
companies whose major activity is crude petroleum and 
natural gas extraction. 

k. 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 oil 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 I963 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 I968. The third 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, 
variance analysis, 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 alternative 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 arid 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 alternative 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 oil 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 exploratory 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 oil 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 investor-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.^ Obligation which rests upon
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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 

2thinking.
The utility of accounting data has been accepted

tacitly, and perhaps intuitively for many years. George
O'Hay stated in 1938:

Accounting is "utilitarian" and the relative impor
tance of different uses of accounts is subject to 
great and sometimes rapid changes.3

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.5

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 obcain information and who rely on 
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 when 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 I968 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.7

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

gAccounting and Theory of Decision." 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 a u d i e n c e .9

After discussing the construction of normative 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 "neces
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.10

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 oil and gas securities (see Chapter III). Such 
needs were then compared to the contents of recent published 
financial statements of the oil and gas producing companies 
(see Chapter IV).

Accounting Concepts Involved in Reporting 
Finding Costs of Oil and Gas

Financial reporting of oil and gas producing companies 
is subject to the Generally 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 oil and gas. A
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brief description of these concepts would be necessary as 
a background for this study. The 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 Concept 
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 revenues 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.^^

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 bases 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. Examples 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—

12ceriiible 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 tb n 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

13allocated to the same unit if the cost center is smaller.
The reason for this difference of the cost per unit is 
largely because the costs associated with the overall busi
ness enterprise would be more when the cost center is smaller. 
Consequently, the larger the cost c<mtrr and the number of 
unsold units of production at the end of the accounting 
period the greater the amount of expense are deferred to 
future periods. This problem is significant in reporting 
the results of oil and gas producing companies where large 
amounts of exploration and development costs are associated 
with underground reserves which are normally produced during 
a long period of time.

Expiration of Cost 
One of the important problems of accounting is 

fotmd 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 yardstick for dis
tinguishing expired from unexpired costs. The Committee on 
Concepts and Standards Underlying Corporate F inaneial State
ments defined assets:

They are aggregates of service potential available 
for or beneficial to expected operations.
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Assets are expired vhen they have ’’tio discernible benefit
to future operations."^’ Accounting Research Bulletin No.
43 also stated:

When a cost is incurred the benefits of which may 
reasonably be expected to be realized over a period 
in the future, it should be charged against income 
over such a period.

The problem of \\heiher the cost has expired or not
is especially applicable to the costs of finding oil and gas,
When this concept is applied, it would not be acceptable to
defer costs of unsuccessful activities for which no future
benefit is anticipated.

Hi sclosure
The role oj finaneial statements i:ti communicating 

accounting data requires that full discJosuie of all impor
tant and material accounting inf ormat ion be made. Including 
too much details in the financial statements may confuse the 
reader. On the other hand, condensât Lon may be carried to
an extreme that the financial statements lose much of its 

1usefulness. '
The investor's information need should be reflected 

in the published finaneial 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 natui'e and content 
of the published data. Herman W. Bevis, Partner of Price 
Waterhouse & Co., stated:

J
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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.

The need for more disclosure in financial statements
of oil and gas industry was pointed out by Pobert E. Field,
Partner of Price Waterhouse & Co, He stated:

But even if full—cost 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 
reports include more information than is now given.

Conservât i sm
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

20provide for all loss." The risks inherent in business, 
especially in the oil and gas industry, result 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 oil industry. Conservatism, however, should not appeal
to intelligent individuals as a valid argument for defending 

21untruths. 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 euality 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. k of the Accounting Principles Board also
considered conservatism as a "modifying" convention of per-

23vasive accounting principles.
A research report of the National Association of 

Accountants (NAA) concluded that there was strong evidence 
of an attachment to accounting conservatism 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 against "Successful Efforts'' 
and "full 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—

25ity of annual reports than the other."' Specifically, main 
arguments of the proponents of each method are listed below.

Arguments of Proponents of the "Successful 
Efforts" Method

The views of those who advocate the "successful
efforts" method are summarized as follows:
1. The "successful efforts" method is consistent with



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 s h e e t . T h i s  is because 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.”

2. 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

28failure of exploration and development efforts.
3. 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-

0 9tive ventures under the "full cost" method.“ 
k. 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

30income.

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

11current revenues.
2. The oil 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. “ Therefore, the "full cost" method—  

by capitalizing and amortizing both productive and unpro
ductive exploratory 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 the "successful 
efforts" method when in fact the tangible worth of the 
company may be increasing by adding new oil and gas

33reservoirs.
3. 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-

3 '±grams is permitted.
4. 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

35than under conventional accounting.
5. Elimination of "full cost" method would seriously curtail 

the exploratory efforts of small and medium-sized oil 
companies. This is because such companies would be 
unable to compete with major companies for funds in the 
securities market.

The Position of Major Big Accounting 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
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firms to the Committee on Extractive Industries of the
Accounting Principles Board (of the AlCPA) 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 oil and gas exploration and development costs to investors

37and other users of financial statements in this industry. 
Arthur Young & Company, on the other hand, indicated its 
general argument with the APB tentative approach of favoring

oothe "successful efforts" method. In its position paper. 
Touche Ross & Co. favored the "full cost" method as the appro
priate method of account ing for oil and gas exploration 

39costs. 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 b a s i s . B u t  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 
expenditure. The position of the above firms should not 
be interpreted that they qualify their opinion on the annual



29
reports of companies following other than the method favored 
by them. To the contrary, sach 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 report .ing practices of oil and gas 
companies. In 1969, t he Institute published its Research 
Study No. 11 on Financial Reporting in the Extractive Indus- 
tries. 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

42costs are identified with specific minerals in place.
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

43the recommended cost center. APB Opinion No. 23 stated:
"The Board continues to defer conclusions on intangible
development costs in the oil and gcis industry pending the

44issuance of an Opinion on extractive industries."
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The Financial Accounting Standards Board (FASB) continued to
defer conclusions on these costs. Statement T\io. 2, issued
by the FASB in October 1974 on accounting for research and
development costs, indicated that it did not apply to finding

45costs of the extractive industries. 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)4 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 net 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

46information based on actual accounting practices. The pro
posed rule, therefore, is still under consideration.

Federal Powei;jConKinhssion 
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. kkO-A,
issued by the FPC on January 5i 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 
of costs. . . .  Further, having decided that full-cost 
accounting is the preferable method of accounting, it 
would be inappropriate for us to provide optional accounting.^7

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 I963 a research study by Professor W. B.
Coutts, of the University of Toronto, on Accounting Problems

49
48in the Oil and Gas Industry. This research study recom

mended the "area of interest" as the appropriate cost center. 
This is normally 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 alternative 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 University, 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. 5®

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 
all-inclusive c r i t e r i o n . R e c e n t l y ,  the Accounting Objec
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 d e c i s i o n s . 5 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

53future performance. Recent t r e n d  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 u n c e r t a i n t y .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 p o w e r . 56

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- 

57eral support.
Investment decisions are not made within the frame-

 ̂Q
work of a formally specified decision model. With this 
fact in mind, evaluating alternative 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:

. . . bases his opinions of the returns he can expect 
from the investment in the future on what others have 
earned in the past.^O

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 finance and the accounting 
literature. In the finance literature, for example, Norby, 
xn a symposium on Corporate Financial Reporting (1968), 
stated:

For 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 s i z e s .&1

Shade also stated:
Any type of fundamental analysis of corporate earnings 
starts with obtaining the necessary accounting data on 
that company. . . .  The investor must know, for example, 
what past earnings per share have b e e n .

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 single 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 manner, is likely to be the funds
pjTovdded 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 concerned with evaluating the two alter
native 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 

64hole expenses. 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
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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 costs, and depreciation and depletion be shown 
separately.

In his article on "Preparing an Oil 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 better reflection of earnings 
power than is net income.

Thus, the amount of "cash flow" per share was considered
to be useful in evaluating the two alternative 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 
year on its asset base, i.e., it is the percentage of 
profit on total assets.""

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 effect of the two alternative 
methods on the market price of the stock was examined by

69others. 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. John
Paul Klingstedt, Professor of Accounting at the University
of Oklahoma, stated in I968:

In the growing company, just as in other classifications, 
the effect of a change to the full cost method of
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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 thie 
logical step for management to take in fulfilling itsgoals.72

A simulation analysis was made by Dr. Robert Kendrick
73Eskew in his doctoral dissertation completed in 1973- The 

purpose of this simulation was to demonstrate the ways in 
which oil and gas expense stream, reported under either full 
costing or successful efforts costing, differ in the same 
simulated economic environment under a variety of conditions. 
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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74smaller and less variable. 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/^ This was to determine the effect 
of choice of the "successful efforts" method or the "full 
cost" method upon their financial statements. The two com
panies 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- 

7 Ation were: (l) when the rate of success was held constant,
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 biggest 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 alternative across 
different context. (2) Even within a specific context, 
the conclusion must be considered as tentative.77

Summary
Accounting practices of reporting finding costs of 

the oil 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 
oil 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 yet 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 not for rate-making purposes).

Published position papers indicated that there is no 
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 oil and gas producing 
companies. The major arguments for each method are summarized 
as follows. Those 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.
4. The "full cost" method inappropriately inflates current 

reported income.
Those who favored the "full cost" method supported their 
position as follows:
1. 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. Under 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.



kk

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 of 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.
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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 questionnaire, methodology 
of data analysis, and reliability of the results.

51
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Sample Selection 

An oil 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 non-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
tion^ 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
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parentheses following names of members signified their
industry specialty. It was noticed that the majority of
oil and gas specialists were associated with The New York
Society of Security Analysts. 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 64? 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, Autumn, 1963, p.
202). Stallman got only 12 percent (121/1068) usable ^ 
replies from a similar sample (Stallman, I969, 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 financial analysts whose specialty was oil eind gas
securities. A carefully designed questionnaire and a timely
follow up was used to obtain a fairly good response.

Development of the Questionnaire 
The questionnaire 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 v?as 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 oil 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 questionnaire 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 channel of comnnmication. This is especially true 
because previous experience with mailed questionnaire to 
financial analysts indicated that low response could be 
expected.

Mailing the Questionnaire 
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 
questionnaire and to solicit a prompt response (see Appendix 
A, Exhibit l). This letter was sent to avoid any confusion 
regarding the meaning of the two accounting methods which 
were the subject of the questionnaire. 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 questionnaire. A follow-up letter 
including another questionnaire 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: (l) 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 partner, 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 oil companies such as Exxon Co. , and 
Federal Agencies such as U.S. Treasury Department, were
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included under national firms. Banks and other companies 
viere 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 three parts. The 
first part was concerned with the analysts views of the com
parability of annual reports prepared under one 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 recommendations for improving financial 
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 net 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 additional 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 for 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 External 
Analysts. 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 "uniform minimum disclosure" statement.

Methodology of Data Analysis
The total number of oil 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 
analyst s.

Data obtained from the responses were summarized and 
tabulated (see Appendix B, Exhibits 2, 3, and 4). Respon
dents were classified as follows: (l) 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 #l), or 99 percent recommended 
publishing current expenditure of finding activities, etc. 
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 significemce. 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 national 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
plished by using the computer program BMD 07D, "Description

4of Strata with Histograms." 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: (l) 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
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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 questionnaire 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 questionnaire is of the 
order of 20 to 40 percent.^ 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."^ 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 mail 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 u s e d .7

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 questionnaire 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 oil 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 one oil 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



63
TABLE 3-1

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

U.S. Society* at
Total 
No. of 
Oil 

Ana 1— 
ysts* *

No. of 
Anal
ysts 
Not 

Quali
fied* * *

Net
No. of 
Usable 

Re
sponses

Per-
centa

of
Usabl

Re
sponse

Atlanta 3 (1) 2 1 509̂
Austin/San Antonio 4 (1) 3 1 33%
Baltimore 1 1 1 100%
Boston 35 (4) 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 l4%
Hartford 17 (2) 15 8 53%
Houston 12 (1) 11 5 45%
Indianapolis 2 2 1 50%
Jacksonville 
Kansas City

0
(1)

0 0 0

(Missouri) 3 2 2 100%
Los Angeles 14 (7) 7 6 86%
Milwakee 1 1 0 0
New Orleans 2 (1) 1 0 0
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TABLE 3-1 (Continued)

U.S. Society* at
Total 
No. of 
Oil 

Anal
ysts * *

No. of 
Anal
ysts 
Not 

Quali
fied* * *

Net
No. of 
Usable 

Re
sponses

Per
centage

of
Usable

Re
sponses

Nashville 0 0 0 0
New York 64? (69) 578 217 3896
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 0 0
Pittsburgh 5 (1 ) 4 1 25%
Portland 0 0 0 0
Providence 1 1 0 0
Richmond 4 4 2 50%
Rochester 2 2 2 100%
St. Louis 6 (1 ) 5 3 6o%
San Diego 2 (1 ) 1 1 100%
San Francisco 15 (2 ) 13 5 38%
Toledo 2 2 1 50%
Twin Cities (Min 50%neapolis & St.Paul) 5 (1 ) 4 2
Washington B.C. 10 (1 ) 9 7 78%
Wilmington (1 ) __2 __1 50%

Total 880 (110) 220 310 4o%
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TABLE 3-1 (Continued)

*A11 U.S. Societies of financial analysts, mem
bers of The Financial Analysts Federation (39 Societies).

**Sonrce: 197^ Membership Directory of The Finan
cial Analysts Federation; and a list of oil and gas security 
analyst, members of The New York Society of Security Anal
ysts in December, 19?(t.

* *^Questionnaires returned without completion 
because analyst no longer follow securities of oil 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 (national, regional, or local), their positions, and 
the period of their experience as analysts. Accordingly, 
the composition of the 31O responses was as follows:
1. in terms of the respondent's certification: 8l respon

dents were Certified Financial Analysts and 299 were 
not certified, and

2. in terms of the type of the firm: l62 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

3. in terms of the respondent's position: 43 respondents
were partners, 48 were managers, l4l were analysts, 31 
were in other positions, and 4l did not indicate their 
positions, and

4. in terms of the respondent's experience: 40 respondents
had experience of five years or less, 77 had 6 to 10 
years of experience, I 56 had more than 10 years of exper
ience, and 37 did not indicate the length of their 
experience. Thus, 233 i75%) 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 oil and gas specialist. Second, the
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percentages of responses from members of each of the soci
eties having more than ten oil and gas specialists were 
within a narrow range (between 33% and 53%). The average 
percentage of these responses was kk% which is very close 
to the kO% overall response rate. Responses from New York 
Society, which have 73% 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 financial 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 population.

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

g
Numbers, starting from the beginning of the First Thousand 
table. In order to select a sample size of JO 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 questionnaire instructed the 
respondent to skip question #J (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 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 question #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 l).

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 (oil and gas financial 
analysts).
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Results of the Survey

Results of the survey will be summarized 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 analysts 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 Financial
Analysts Federation to the American Institute of Certified
Public Accountants on November l8, 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.9

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" m e t h o d , o t h e r s  claimed a more conservative
"successful efforts" method:

1 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.H

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 oil accounting one cannot 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 capitalizedry 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— 

13tants as well. In his recent speech before Houston Soci
ety of Financial Analysts, Norr called for the attention to 
the danger of full costing:

There is no single footnote in the oil industry 
which will unravel the mysteries. Trouble can come in 
many forms. The greatest single problem surrounds 
the rise of full costing.1^

After he described some of the full-cost pitfalls, he com
mented: "1 submit that Full Costing has lost the war without
even the opportunity to fight a battle.

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. In 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 
financial analyst would not have a ghost of a chance.
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-

17ation than if such costs are currently expensed. 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 need for 
more disclosure in the vui 
position paper on Acca
Petroleum Industry,
of the Financial An
sity of more disclo^

We believe that 
attested to annua!^ 
part of the audit

Further, -we belie?

^  reports. In its
Practices in the

Policy Committee 
%g on the neces—

ons should be 
consultant as

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 oil and gas accounting 
would not be complete without it.lS

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



73
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 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 oil 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 

19upon all. 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

20method as a minimum requirement.
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, one 
can assume the homogeneity of the population surveyed. Such 
homogeneity may be explained by two reasons. Firstly, the 
population consisted of financial 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 financial 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 financial 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 financial 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
tionnaire. 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:
H^^: There is no significant difference between the

proportion of responses favoring the "successful 
efforts" method and the proportion favoring the 
"full cost" method.
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.

Hq :̂ 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.
When comparing between the "successful efforts" 
method and the "full cost" method in terms of 
their relative predictive ability of earnings 
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.
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.
There is no significant difference between propor
tions of responses favoring and those disfavoring 
a uniform "successful efforts" method or a uniform 
"full cost" method.
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.

B. 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—CPAs), 
present employment, position, and experience. For each 
of these groups, opinions of respondents under differ
ent classifications were examined under the following 
hypotheses :
Hq :̂ 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.



78
• 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 no significant difference of opinion 
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:
A. General Opinions of Respondents:

In this section, opinions of all the respondents will be 
summarized and discussed under the following titles:
I. 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.

II. Opinions of respondents as to which method has 
relatively greater predictive ability.

III. Recommendations of respondents as to:
1. Disclosure.
2. Uniformity.

B. 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. . . .21

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 annual 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 ) that there
was no significant difference between the two proportions.
The null hypothesis was rejected because the difference was 
significant at O.O5 level of significance (X^ = 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 one.
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 questionnaire 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. 
Respondents, however, were less impressed with the first two



TABLE 3-2
REASONS GIVEN BY RESPONDENTS FOR FAVORING "SUCCESSFUL EFFORTS" METHOD

No. of Responses

Reason Yes
Re

sponses
Total
Re

sponses

Percentage of

Total
Re

sponses

Responses
Favoring

This
Method*

d.f.

Signif
icant 
(S) 
Not 

Signif- 
icant 
(N S )* *

a. It is consistent with 
traditional accounting 129

b. It improves matching 
of costs with related 
revenues I38

c. Losses from unsucces
sful ventures are 
currently reflected
in annual reports 195

d. Full-cost method in
appropriately inflates 
current income I83

158

173

203

197

82%

80%

93%

58%

62%

96%

83%

40.96

36.00

84.64

73.96

COto

*Total responses favoring this method was 221,
**At 0.05 level of significance.
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reasons provided in the questionnaire, concerning the con
sistency of this method with traditional accounting and its 
improving matching of costs with related revenues. Only 
3S% 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 "neither method" is meaningful.

Chi-square was used to test the null hypothesis 
(H^g) that there are no significant differences between the 
proportions of responses favoring and those not favoring 
the four reasons listed in the questionnaire 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 O.O5 level of sig
nificance (Table 3-2). Therefore, the null hypothesis (H^g) 
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 
23by some respondents. One of these reasons was that the



84
financial statements prepared under the "successful efforts" 
method reflects current operations better than those state
ments prepared under the "full cost" method. Examples of the 
statements given by the respondents in this respect were:
"It (successful efforts method) is a truer reflection of the 
year'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 to 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 responses 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 not 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 those reasons 
were only 47%, 58%, and 40% of total responses favoring "full 
cost" method, respectively. This is explained by the low 
response to these questions. When Chi-square tests were



TABLE 3-3
RESPONDENTS' REASONS FOR FAVORING "FULL COST" METHOD

No. of Responses Percentage of Signif
icant

Reason Yes Total 
Re— Re

sponses sponses
Total 
Re — 

sponses

Responses 
Favoring 

Thi s 
Method *

d.f.
(S)
Not

Signif
icant

(NS)**
a . Results are not de

pressed by explora
tory costs which are
not related to cur
rent revenues» 59 66 8996 71% 1 60.84 S

b . It improves matching 
of costs with related 
revenues because dis
coveries are unlikely 
without incurrence of
unsuccessful ventures. 75 80 9496 90% 1 77.44 S

c . When presented with 
changes of reservoirs, 
it permits ready com
parison of cumulative 
and current results of

d . exploration programs. 
Balance sheet reflects 
actual costs of min

39 52 75% 47% 1 25.00 S

eral revenues. 48 64 75% 58% 1 25.00 S
e . It encourages explor

ation and development 
of reservoirs. 33 59 56% 4o% 1 10.24 S

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

00ON
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applied to the proportions of "Yes" and "No" responses to 
reasons from (a) through (e) included in the questionnaire 
(89%, 9^%, 75%j 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 
(c) 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"

24method over the "successful efforts" method. 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 considered 
"cash flow" more reliable than net income reported under 
"successful efforts" method or the "full cost" method for 
the purpose of comparability and predictions. 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 63% 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 unsuccessful 
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 Chi-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" (OF) 

IS MORE RELIABLE THAN REPORTED NET INCOME

CF Is More Relia
ble Than

Yes
Re

sponses
No
Re

sponses
Total d.f.

Signif
icant
(s)
Not

Signif
icant
(NS)*

a. Net income re
ported under SE:
Responses fa
voring SE 1 32 4l 173
Responses fa
voring FC 20 _50
Total responses 1 6 2 61 223
Percentage 73% 27% 100% 1 2 1 . 1 5 S

b. Net income re
ported under FC:
Responses fa
voring SE 87 51 138
Responses fa
voring FC 43 11 62
Total responses 1 3 0 70 2 00
Percentage 6 5 % 35% 1 0 0 % 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 (H^^) was rejected.

Opinion of Respondents as to Which Method has Relatively 
Greater Predictive Ability

The opinion of oil 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.^5

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 earnings 
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
RESPONDENTS' OPINION ON RELATIVE PREDICTIVE ABILITY

OF THE TWO METHODS

Signif
icant

Predictive Ability Is 
Better in Terms O f

Under
SE

Under
FC Total d.f.

(s)
Not

Signif
icant
(NS)*

a. Earnings per Share:
Respondents favor
ing SE 1 1 1 90 2 01
Respondents favor
ing PC 5 75 8 0
Total 1 16 165 2 81
Percentage kl% 59% 1 0 0 % 1 3 .2 4 NS**

b. Rate of Return on 
Total Assets:
Respondents favor
ing SE 149 54 203
Respondents favor
ing FC — 9 67 76
Total 1 58 1 21 2 79
Percentage 57% 4 3% 1 0 0 % 1 1 . 9 6 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 earnings 
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 (H^^) 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 one of the two 
methods over the other in terms of predicting rate 
of return on total assets. Thus, the null hypo
thesis (H^^) 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 one 
of the two methods, did not hold for the questions on the 
predictive ability. Ninety respondents who favored "suc
cessful efforts" method (in question #l) indicated that 
"full cost" method provided better predictions of earnings 
per share (Table 3~5)- This number represented h.3% 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 total respondents, as 
previously indicated, still favor the "successful efforts" 
method. One of the respondents,^^ 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 regional firm, stated: "The 'full cost'
method has more 'predictability.' In other words, it can be

28more easily manipulated." 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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Recommendations 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 questionnaire 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 O.O5 level of sig
nificance (Table 3-6 ). Therefore, the null hypothesis 
(Hq^) 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 following 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%).



95

TABLE 3-6
RESPONDENTS' RECOMMENDATIONS ON DISCLOSURE

Item Recom
mend

Do Not
Recom- Total d.f. 
mend

Signif
icant

2 (S)Not
Signif
icant
(NS)*

a. Current expendi
tures of finding 
activities. 
Percentage

301
99%

b. Amount currently 
expended for costs 
of unsuccessful 
ventures. 293
Percentage 98%
Details of com
puting current 
amortization of 
capitalized 
finding costs. 
Percentage

255
92%

Value of recover
able reserves at:
1. Fair market 

value. 
Percentage

2. Future net 
revenues dis
counted. 
Percentage

3. Future net rev
enues without 
discount. 
Percentage.

183
75%

167
69%

90
42%

e. Value of recover
able reserves, 
country-by-country. 172 
Percentage 83%

f. Deferred income
tax 256
Percentage____________ 91%

2
1%

52%

238%

62
25%

74
31%

124
58%

36
17%

24

303 
100% 1

298
100% 1

278
100% 1

245 
100% 1

24l
100% 1

214
100% 1

208
100% 1

280 
100% 1

96.0

92.16

70.56

25.00

14.44

5.76

43.56

67.24
^At 0.05 level 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 questionnaire results indicated that a uniform 
"successful efforts" method was strongly recommended by the 
majority of respondents. This was obviously seen by compar
ing 2 05 responses recommending a uniform "successful efforts" 
method, whereas only 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 l.k% 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 cind h9% 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 (H^^) 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

Type of Uniformity Recom
mend

Do Not 
Recom
mend

Total d.f. X 2

Signif
icant 
(S) 
Not 

Signif- 
icant 
(NS)*

a. Uniform SE 
Percentage

2 05
86%

33
l4%

2 3 8
100% 1 5 1 .8 4 S

b« Uniform FC 
Percentage 91

49%
94
5 1%

1 8 5
100% 1 0 .0 4 NS

c. Uniform minimum 
disclosure state
ment under stan
dard SE 
Percentage

145
78%

4o
22% 1 8 5

100% 1 3 1 . 3 6 S
d. Uniform minimum 

disclosure state
ment under stan
dard FC 
Percentage

96
56%

75
44% 1 7 1

100% 1 1 0 .2 4 S

^At 0.05 level of significance.
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recommendation (185 responses compared with 2 38  responses 
to the uniform "successful efforts" method). Therefore, it 
■was considered that a uniform "full cost" method is rejected. 
This is true because 519̂  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 l45 
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 . 0 5  level of sig
nificance (X^ = 16.4 , d.f. = 1, p ^ .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 questionnaire. 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, emplo^nnent, 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 national, 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 VA R IAN C E: O P IN IO N  ON CO M PARABILITY AND R E LA T IV E  P R E D IC T IV E  A B I L I T Y  

RESPONDENTS C L A S S IF IE D  AS C E R T IF IE D  (C F A )  OR N O N -C E R T IF IE D  ( NC FA)
F IN A N C IA L  ANALYSTS

Question
Mean 

CFA NFCA d.f. F
Ratio

Signif
icant 
(S) 
Not 

Signi f- 
icant 
(NS)*

I. Comparability of Annual Reports
1. Which method (SE or FC) is more meaningful. 1.24 1.28 I&302 0.46 NS
2. Reasons for favoring SE are :

a. Consistency with traditional accounting. 1.19 1.18 I&I56 0.02 NS
b. Improving matching of costs with revenues. 1.17 1.22 I&I7I 0.52 NS
c. Currently reflects losses from unsuccessful 

ventur es. 1.04 i.o4 1&201 0.02 NS
d. FC inappropriately infaltes reported income. 1.06 1.08 I&I95 0.23 NS

3. Reasons for favoring FC are:
a. Results are not depressed by exploratory costs 1.06 1.12 18c 64 0.23 NS
b. Improving matching costs with revenues. 1.11 1.03 18c 78 0.92 NS
c. Permitting ready comparison of cumulative and 

current results of exploration programs. 1.46 1. 20 18c 50 3.18 NS
d. Balance sheet reflects actual costs of 

reservoirs. 1.27 1.25 18c 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 I&I98 0.89 NS

II. Relative Predictive Ability
5 . Â fhich method is more reliable for predicting: 

a. Earning per share. 1.61 1.58 I&279 0.13 NS
b. Rate of return on total assets 1.39 1.43 I&277 0.79 NS

OO



TABLE 3-9
ANALYSIS OF VARIANCE: OPINION ON COMPARABILITY AND PREDICTIVE ABILITY

RESPONDENTS CLASSIFIED BY PRESENT EMPLOYMENT

Question
EAs
Na

tional 
F ir m

Mean
Working

Re
gional 
F inn

For
Local 
F inn d.f. F

Ratio

Signif- 
leant 
(s) 
Not 

Signif- 
icant 
(NS)

I. Comparability of Annual Reports
1. Wiich method (SE or FC) is more mean

ingful 1.42 1.32 1.28 2&3OI 0.94 NS
2 . Reasons for favoring SE are : 

a. Consistency with traditional account 
ing. 1.21 1.20 1.07 2&I55 1 . 31 NS

b. Improving matching of costs with 
revenues 1.24 1.19 1.12 2&I7O 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&I94 1.36 NS
3. Reasons for favoring FC are : 

a. Results are not depressed by explor
atory costs. 1.10 l.l4 1.07 28c 63 0.19 NS

b. Improving matching of costs with 
revenue s . 1.05 1.07 1.07 28c 77 0.04 NS

c. Permitting ready comparison of cum
ulative and current results of ex
ploration programs. 1.35 1.06 1.31 28c 49 2.27 NS

d. Balance sheet reflects actual costs 
of reservoirs. 1.24 1.19 1.36 28c 61 0.62 NS

e. Encouraging exploration. 1.54 1.24 1.50 28c 56 2.11 NS4. "Cash flow" is more reliable for com
parabilities and prediction than: 
a. Net income reported under SE 1.32 1.94 1.62 2&220 1.64 NSb. Net income reported under FC 1.32 1.4l 1.33 2&I97 0.59 NS

II. Relative Predictive Ability5. Which method is more reliable for predi cting:a. Earnings per share,b. Rate of return on total assets. 1:?? 1.61 1 .47 1.61L.43 2&278 0.220.33—

HoH



TABLE 3-10
ANALYSIS OF VARIANCE: OPINION ON COMPARABILITY AND PREDICTIVE ABILITY

RESPONDENTS CLASSIFIED BY POSITION

Que stion
Mea ns

F
Ratio

Signif- 
icant
(s)

Part
ners

Mana
gers

Ana 1- 
ysts Other

d.f. Not
Signif
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. l.l6 1.20 l.l8 1.22 3&154 0.13 NS

h. Improving matching of 
costs with revenues. 1.26 1.07 1. 32 1.17 3&169 1.59 NS

c. Currently reflects losses 
from unsuccessful ventures. 1.02 1.06 1.05 1.00 3&I99 0.77 NS

d. FC inappropriately inflates 
reported income. 1.08 1.09 1.07 1.00 3&I93 0.61 NS

3. Reasons for favoring FC are : 
a. Results are not depressed 

hy exploratory costs. 1.13 1.10 1.10 1.00 3& 62 0.20 NS
h. Improving matching costs 

with revenues. 1.11 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 l.l4 1.29 1.33 3& 48 0 . 26 NS

HO
to



TABLE 3-10 (Continued)

Question
Means

r1 f* F

Signif- 
icant

( s )
Not

Signif
icant

Part
ners

Mana - 
gers

Anal
ysts Other

Q • X • Rati 0

d. Balance sheet reflects actual 
costs of reservoirs. 1.21 1.10 1.39 1 .00 3& 60 1 . 7 9 NS

e. Encouraging exploration. 1 .4? 1.40 1.43 1. 50 3& 55 0.06 NS
4. "Cash flow" is more reliable 

for comparability and predic
tions than:
a. Net income reported under SE 1.27 1.23 1. 32 1.17 3&219 0.91 NS
b. Net income reported under FC 1.41 1 . 3 8 1.29 1.44 3&I96 0 . 9 7 NS

!I. Relative Predictive Ability
5. \fhich method is more reliable 

for predicting: 
a. Earnings per share. 1.65 1 . 4 9 1.59 1 . 5 7 3&277 1.04 NS
b. Rate of return on total 1 . 5 1 1.46 1.38 1.43 3&273 1.23 NS

HO



TABLE 3-11
ANALYSIS OF VARIANCE: OPINION ON COMPARABILITY AND PREDICTIVE ABILITY

RESPONDENTS CLASSIFIED BY EXPERIENCE

Mean-FAs with 
Experience

Question d.f.
0-5

Years
6-10

Years
Over
10

Years

F
Ra t io

Signif
icant
(S)
Not

Signif
icant
(NS)

I. Comparability of Annual Reports:
1. Wiich method (SE or FC) is more 

meaningful. 1.25 1.27 1.29 2&301 0.21 NS
2. Reasons for favoring SE are:

a. Consistency with traditional 
accounting. 1.29 1.16 1.14 2&155 2.02 NS

b. Improving matching of costs 
with revenvies. 1.91 1.29 1.17 2&170 1.25 NS

c. Currently reflects losses from 
unsuccessful ventures. 1.04 1.04 1.04 2&200 0.00 NS

d . FC inappropriately inflates 
reported income. I.l6 1.06 1.03 2&194 4.15 S

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

exploratory costs. 1.00 1.11 1.15 2& 63 1.18 NS
b. Improving matching costs with 

revenues. 1.00 l.l4 1.05 2& 77 1.84 NS
c. Permitting ready comparison of 

cumulative and current results 
of exploration programs. 1. 33 1. 31 1.19 28c 49 0.61 NS

d. Balance sheet reflects actual 
costs of reservoirs. 1.25 1.28 1.26 28c 61 0.01 NS

e. Encouraging exploration. 1.33 1 . 50 1.44 28c 56 0.31 NS

O



TABLE 3-11 (Continued)

Question
Mean-FAs with 

Experience
-p

F

Signif
icant

( s )
TVTi-x +

0 -5Years
6-10

Years
Over
10

Years

Cl • X • Ratio IN OX
Signif
icant
(NS)

4 . "Cash flow" is more reliable for 
comparability and predictions than 
a. Net income reported under SE 1.28 1 .3 5 1 . 2 3 2&220 1.  32 NS
b. Net income reported under FC 1 . 3 7 1.29 1 . 38 2&197 0.58 NS

II. Relative Predictive Ability
5. Wiicb method is more reliable for 

predi cting
a. Earnings per share. 1 .5 9 1.60 1 . 58 2& 2?8 0.07 NS
b. Rate of return of total assets. 1 . 3 9 1 .4 8 1 . 4 4 2&276 0.62 NS

HOVI



TABLE 3-12
ANALYSIS OF VARIANCE: RECOMMENDATIONS OF CERTIFIED (CFA)

AND NON-CERTIFIED FINANCIAL ANALYSTS (NCFA)

Recommendation
Mean

-J -T* F

Signif- 
icant 
(S) 
Not 

Signi f- 
i cant 
(NS )

CFA NCFA • * Ratio

I. Disclosure Of :
a. Current expenditures on finding activities. 1.19 1. 26 I&30I 1.27 NS
b. Amount currently expensed for costs of 

unsuccessful ventures. 1.30 1.31 I&3OI 0.03 NS
c. Details of computing current amortization of 

capitalized finding costs. 1. 70 1.69 I&29I 0.00 NS
d. Value of recoverable reserves based on: 

1. Fair market value. 2.11 2.4? I&263 3.29 NS
2. Future net revenues discounted. 2.30 2.57 I&274 1. 78 NS
3. Future net revenues without discount. 3.14 3.35 I&254 0.92 NS

e. Value of recoverable reserves on a country- 
by-country basis. 1.92 2.11 I&216 1.02 NS

f. Deferred income tax. 1.69 1.84 I&294 1.33 NS
II. Un if or mi ty : 

a. Uniform SE method. 1.66 1.89 I&252 1.78 NS
b. Uniform FC method. 3.29 3.02 1&204 1.09 NS
c. Uniform minimum disclosure statement with 

standard SE. 2.o6 2.35 I&215 1.96 NS
d. Uniform minimum disclosure statement with 

standard FC. 2.83 2.89 1&202 0.05 NS

HO



TABLE 3-13
ANALYSIS OF VARIANCE: RECOMMENDATIONS OF FINANCIAL ANALYSTS (FAs)

WORKING FOR NATIONAL, REGIONAL, AND LOCAL FIRMS

Mean- 
FAs Working For :

d.f. F

Signif- 
icant

( s)
Notlie comme HU a uj.on

Na
tional
Firm

Ré
gi onal 
Firm

Local
Firm

Ratio Signif
icant
(NS)

I. Disclosure Of :
a. Current expenditures on finding activ

ities. 1.22 1.27 1.26 2&3OO 0.30 NS
b . Amount currently expensed for costs of 

unsuccessful ventures. 1.24 1.44 1.31 2&3OO 2.84 NS
c . Details of computing current amortiza

tion of capitalized finding costs. 1.68 1.78 1.60 2&29O 0.58 NS
d. Value of recoverable reserves based on 

1. Fair market value. 2.4? 2.29 2.28 2&262 0.60 NS
2. Future net revenues discounted. 2.53 2.37 2.61 2&273 0.52 NS
3. Future net revenues without dis

count . 3 . 28 3.30 3.35 2&253 o.o4 NS
e . Value of recoverable reserves on a 

country-by-country basis. 2.06 2.16 1.94 2&215 0.38 NS
f . Deferred income tax. 1.72 1.84 2.00 2&293 1.59 NS

II. Uniformity
a. Uniform SE method. 1.72 2.01 1.88 2&25I 1.35 NS
b . Uniform FC method. 3.09 2.93 3.29 2&203 0.61 NS
c . Uniform minimum disclosure statement 

with standard SE. 2.28 2.05 2.57 2&214 1 . 78 NS
d . Uniform minimum disclosure statement 

with standard FC. 2.90 2.58 3.28 2&201 2.68 NS

Ho
■vj



TABLE 3-14
ANALYSIS OF VARIANCE: RECOMMENDATIONS OF PARTNERS, MANAGERS,

ANALYSTS, AND OTHER FINANCIAL ANALYSTS (FAs)

Means F

Signif- 
icant
(s)
Not

Signif
icant
(NS)

Part
ners

Mana - 
gers

Anal
ysts Other

Cl • X • Ratio

I. Disclosure Of:
a. Current expenditures on finding 

activities. 1 . 2 9 1 . 3 1 I . l 4 1 . 4 3 3&299 3 . 9 7 S
b. Amount currently expensed for 

costs of unsuccessful ventures. l . 4o 1 .3 5 1 . 1 9 1 . 5 5 3&299 3 . 8 1 S
c . Details of computing current 

amortization of capitalized 
finding costs. 1 . 8 0 1 . 6 0 1 . 6 0 2.00 3&289 1. 74 NS

d . Value of recoverable reserves 
based on;
1. Fair market value. 2.6l 2 . 2 4 2 . 2 9 2. 52 3 & 2 6 1 1 .11 NS
2. Future net revenues discounted. 2 . 5 6 2 . 3 8 2 . 4 8 2 . 5 8 3&272 0 . 1 7 NS
3 . Future net revenues without 

discount. 3 . 2 3 3 . 2 5 3 . 3 3 3 . 4 4 3&252 0 . 1 7 NS
e . Value of recoverable reserves 

on a country-by-country basis. 2.00 2.22 2.02 2 .1 3 3&2i 4 0 . 2 7 NS
f . Deferred income tax. 2 . 0 5 1 . 6 3 1 . 6 4 2. l4 3&292 4 . 4 8 S

II, Uniformity;
a. Uniform SE method. 2 . 0 6 1.86 1 . 7 1 1 . 6 9 3 & 2 5 O 1 . 2 7 NSb. Uniform FC method. 2 . 8 3 3 . 3 0 3 . 1 7 2 . 9 5 3 & 2 0 2 0 . 8 4 NS
c . Uniform minimum disclosure 

statement with standard SE. 2 . 4 7 2 . 1 5 2.22 2 . 2 5 3 & 2 1 3 0 . 5 6 NS
d . Uniform minimum disclosure 

statement with standard FC. 2 . 9 1 2 . 8 2 2.86 3 . 0 0 3&200 0 . 0 7 NS

HOoo



TABLE 3-15
ANALYSIS OF VARIANCE: RECOMMENDATIONS OF FINANCIAL ANALYSTS (FAs) 

WITH DIFFERENT PERIODS OF EXPERIENCE

Mean-FAs 
with Experience F

Si gnif- 
icant
(s) 
Not 

Si gnif- 
i cant 
(NS)

uecommenaaLion
0-5

Years
6-10

Years
Over
10

Years

Q $ 1 # Rat io

I. Disclosure Of:
a. Current expenditures on finding activ

ities. 1.33 1.24 1.20 2&300 1.77 NS
b . Amount currently expensed for costs of 

unsuccessful efforts. 1.46 1.28 1.25 2&300 2.89 NS
c . Details of computing current amortiza

tion of capitalized finding costs. 1.89 1.62 1.64 2&290 1.97 NS
d. Value of recoverable reserves based on: 

1. Fair market value. 2.86 2. 24 2.22 2&262 5.57 S
2. Future net revenues discounted. 2.90 2.21 2.42 2&273 4.44 S
3. Future net revenues without 

discount. 3.69 3.20 3.13 2&253 3.44 S
e . Value of recovex'able reserves on a 

country-by-country basis. 2.4l 1.90 1.97 2&215 2.70 NS
f . Deferred income tax. 1.92 1.70 1.79 2&293 0.84 NS

II. Uniformity:
a. Uniform SE method. 1.77 2.03 1.76 2&251 1.13 NS
b. Uniform FC method. 3.29 3.12 2.96 2&203 0.75 NS
c . Uniform minimum disclosure statement 

with standard SE. 2.29 2. 42 2.19 2&214 0 . 58 NS
d . Uniform minimum disclosure statement 

with standard FC. 3.04 2.74 2.88 2&201 0.54 NS

o
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over 10 years experience (Table 3-11).
II. Analysis of variance of recommendations for disclosure 

and uniformity of reporting when respondents were clas
sified as:
a. certified or non-certified financial analysts (Table 

3-12).
b. financial analysts working for national, regional, 

or local firms (Table 3-13)-
c. partners, managers, analysts, or other positions 

(Table 3-l4).
d. financial analysts having 0-5 years, 6-10 years, or 

over 10 years experience (Table 3-15)-
The above tables indicated that there is no signif

icant difference of opinion among respondents of different 
classifications, at 0.05 level of significance, with respect 
to all the items listed in the questionnaire with a few 
exceptions. This requires that the null hypotheses (H^^ 
through Hq^) for the difference of opinion among respon
dents’ classifications cannot be rejected except in the fol
lowing cases where such differences were significant:
1. Reason #d, supporting the "successful efforts" method 

that the "full cost" method inappropriately inflates 
reported income (Table 3-H)-

2. Difference of opinion among partners, managers, analysts, 
and others (Table 3-14) with respect to disclosure of:
a. current expenditures on finding activities.
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b. amount currently expensed for costs of imsuccessful 

ventures.
c. deferred income tax.

3. Difference of opinion among respondents having differ
ent periods of experience -with respect to disclosure 
of the value of recoverable reserves (Table 3—15)«

Although all the groups highly favored reason No.
"d" (listed under #1 above) for supporting the "successful 
efforts" method, respondents with 0-5 years experience were 
less enthusiastic than the others. The difference of opin
ion between respondents with short experience and those with 
long experience was explained by one of the respondents.
He stated:

Earlier in my cinalytical career, I strongly supported 
full cost accounting, but as I have gained more experi
ence with its effects on income statements and balance 
sheet, I have changed my position and now believe that 
a successful efforts approach is the desirable one.30

Other differences listed above resulted also from the dif
ference of opinion between analysts and managers or partners, 
or between analysts with 0—5 years experience and those with 
longer experience. For example, partners and managers were 
less enthusiastic than emalysts with respect to disclosure 
of the items listed under #2 above (see Table 3—1^)« On 
the other hand, analysts with 0— 5 years experience were less 
enthusiastic than analysts with longer experience with 
respect to disclosure of the value of recoverable reserves 
(see Table 3-15)«
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Such difference of opinion did not indicate any 
disagreement with the general opinions of the respondents. 
Opinions of the respondents under all classifications were 
in line with the overall opinions indicated under the General 
Opinions of Respondents (Part A above).

Summary
A mail questionnaire was used in this research to 

obtain the opinion of oil and gas financial analysts as to 
the evaluation of the two methods of accounting for finding 
costs in the oil and gas industry, the "successful efforts" 
method and the "full cost" method. The questionnaire was 
divided into three parts. The first and the second parts 
were designed to evaluate the two methods in terms of their 
relative comparability and predictive ability. The third 
part included recommendations to improve reporting of find
ing costs.

The population consisted of 770. oil and gas finan
cial analysts (members of all the U.S. societies of finan
cial analysts in 1974). Usable responses were received from 
310 analysts representing 40.3% of the population. They 
were received from members of all the societies having more 
than one oil and gas financial analyst. Respondents repre
sented a diversity of classifications such as certified and 
non-certified financial analysts; those who were working for 
national, regional, and local firms; partners, managers, 
analysts, and others; those with short period of experience
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such as 0-5 years, and those with longer periods of experi
ence such as 6-10 years or more than 10 years.

The following important results were obtained from 
the survey:
1. The respondents highly favored "successful efforts" 

method over "full cost" method for providing more mean
ingful and yielding relatively greater comparability
of annual reports of oil and gas producing companies.

2. Reasons which received largest acceptance among respon
dents for favoring the "successful efforts" method were:
a. Losses from unsuccessful ventures are currently 

reflected in the annual reports.
b. "Full cost" method inappropriately inflates current 

income.
c. It is consistent with traditional accounting.
d. It improves matching costs with related revenues.

3. Reasons which received largest acceptance among 
respondents for favoring the "full cost" method were:
a. It improves matching of costs with related revenues 

because discoveries are unlikely without incurrence 
of unsuccessful ventures.

b. Results under this method are not depressed by 
exploratory costs which are not related to current 
revenues.

c. The balance sheet under this method reflects actual 
costs of mineral reserves.
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Acceptance of t-wo reasons for supporting "full cost" 
method did not reach 50% of 83 respondents (or 27% of 
all respondents) favoring this method. The two rea
sons are: "full cost" method encourages exploration and
development of reservoirs, and it permits ready compari
son of cumulative and current results of exploration 
programs.

4. Support given by respondents to both methods was not 
sufficient enough to statistically favor one method 
over another in terms of predicting earning per share 
and rate of return on total assets. In terms of pre
dicting earnings per share, 59% of responses favored 
"full cost” method and 4l% favored "successful efforts" 
method. The difference between these proportions are 
not significant at 0.05 level of significance. In 
terras of predicting rate of return on total assets,
57% of responses favored "successful efforts" method 
and 43% favored "full cost" method. This difference 
again was not significant at 0.05 level of significance.

5. Respondents recommended disclosure of the following 
it eras :
a. Current expenditures on finding activities.
b. Amount currently expensed for costs of unsuccessful 

ventures.
c. Details of computing current amortization of capi

talized finding costs.
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d. Value of recoverable reserves at fair market value 

or at future net revenues discounted to present 
value.

e. Value of recoverable reserves on a country-by- 
country basis.

f. Deferred income tax for differences between book 
and tax treatment of finding costs.

6. Respondents highly recommended a uniform "successful 
efforts" method and did not accept a uniform "full 
cost" method. A "uniform minimum disclosure" statement 
under a uniform "successful effort" method was also 
acceptable to respondents more than a "uniform minimum 
disclosure" statement under a "full cost" method.

7. There was no difference of opinion among respondents of 
different classifications with respect to the above 
results except for a few items. These consisted of 
one reason for supporting the "successful efforts" 
method and the disclosure of some items in published 
financial statements. Despite the existence of such 
differences, opinions of the respondents under all 
classifications were in line with the overall opinions 
indicated above.

There is no satisfactory way to draw a universal 
conclusion based on a statistical evaluation of the hypo
theses because responses were not received from the 
entire population. However, it was shown in this chapter
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that the data are consistent with the hypotheses leading 
to the above results. The size of responses, the distribu
tion of respondents geographically and in terms of different 
classifications, and the homogeneity of the population in
cluded lead to the assumption that the responses were repre
sentative of the population and useful results can be 
obtained from the survey.
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CHAPTER IV

EXAMINATION OF PRESENT REPORTING PROCEDURES 
OF OIL AND GAS FINDING COSTS

This chapter is mainly concerned with the examina
tion of the 1973 published annual reports of oil and gas pro
ducing companies. This examination was made to determine 
the extent to which these companies have disclosed the dif
ferent accounting treatments of finding costs and the infor
mation recommended by the financial analysts as indicated 
in the previous chapter. Surveys of accounting practices 
for finding costs, with emphasis on the most recent ones, 
will be briefly described. Although these surveys were 
primarily concerned with big integrated and international 
firms, which were not included in this research; such sur
veys serve as a background for the study performed in this 
chapter. No additional survey will be conducted in this 
chapter, but rather some comments will be made on the dis
closure of finding costs based on a review of 1973 published 
annual reports of the oil and gas producing companies included 
in this study.

120
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Surveys of Accomitin.g; Practices for Finding Costs
Horace R. Brock, Professor of Accounting at North

Texas State College in Denton, published in 1956 a survey
of accounting practices in 6l oil companies of different
sizes.^ Production of each company in the United States
during 1953 varied between less than 1,000,000 bbls. and
over 50,000,000 bbls. The 6l companies produced about 63
percent of the total United States output of crude oil in
1953" Data for the survey were secured from personal visits
to 24 companies and from questionnaire returned by 37 other 

2operators. The survey revealed widely divergent practices 
in the oil industry. One of these was the difference between 
accounting for exploration conducted by the companies' 
own staffs and work performed by outside contractors. Costs 
of exploration work performed by the companies' own staffs. 
Brock stated, were currently expensed by 44 companies or 
76 percent (of companies having such staffs). The rest of 
the companies utilizing their own staffs (l4 companies or 24 
percent) capitalized only costs of work leading to reserves.
On the other hand, costs of work performed by outside explor
ation companies were currently expensed by only 22 companies 
or 37 percent (of companies whose exploration work was per
formed by outside contractors). Whereas the majority of the 
companies surveyed (38 or 63 percent) capitalized such costs 
if the work performed lead to reserves.

The survey indicated also wide variations in accounting
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for costs of individual exploration activities. Examples 
of these activities were as follows : purchasing shooting
rights, securing acreage selection options, acquisition of 
leases, retention and development of oil and gas leaseholds.
All or part of the costs of these activities were currently 
expensed or capitalized. Amortization of capitalized costs 
was computed over a specific period of time for individual 
leases or groups of leases with the same expiration date 
or for each primary term length. An amortization reserve 
equal to some specified percentage of the total leasehold 
account was also maintained by some companies for amortiz
ing the gross undeveloped property account. Details of these 
and other differences are not discussed in this chapter 
because it focuses on recent surveys.

The American Petroleum Institute published three
surveys of certain accounting practices which have special
significance to the petroleum industry. Data for these
surveys were secured from questionnaires sent to petroleum
companies. The first survey was published in I965 and included

332 companies which responded to the questionnaire. The 
second survey was published in 196? to determine the extent 
to which petroleum companies had changed accounting prac
tices since the 1965 survey. The 196? survey included 39 
companies. Thirty of these were included in the previous 
survey— reduced from 32 because of two mergers between report
ing companies— and nine additional companies responded to
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the 1967 survey. The 39 respondents were classified accord
ing to total assets, as of December 3i 1966, as follows: 
l4 companies— over $1 billion, 12 companies— $200 million

ij.but under $1 billion, and I3 companies— under $200 million.
The API report on this survey, however, indicated that the 
results by class were not of particular significance. There
fore, this report was mainly for the total group of companies 
included in the survey.

The latest API survey of accounting practices in the 
petroleum industry was published in 19?4.^ This survey 
included 30 companies of which 22 were included in the API 
previous survey. The thirty companies were classified by total 
assets as follows: large (assets over $4 billion), medium
(assets of $1— 4 billion), and small (assets under $1 billion). 
Accordingly the 1974 survey included 7 large, 10 medium, and 
13 small companies.^

Price Waterhouse & Co. publishes annual surveys of 
financial reporting of the 30 largest petroleum companies.
For each survey, selection of these companies was based on 
their ranking by total assets at the end of previous year. 
Consequently, some companies were replaced each year because 
of the changes in their ranks. Data for these surveys were 
secured from the published annual reports of the 30 com
panies. The latest survey, published by Price Waterhouse &
Co. in 1974, was based on the 1973 annual reports. It
included 9 large, 12 medium, and 9 small companies. This is
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on the basis of the classification determined by the API
g

for its 1974 survey as previously indicated.
Apparently, the API surveys provided more details 

on accounting treatments of finding costs than those obtained 
from Price Waterhouse & Co. surveys. This was because the 
published annual reports -were the only source for the data 
used in Price Waterhouse & Co. surveys. However, each of the 
two organizations served different purposes by publishing 
their surveys of accounting practices in the petroleum indus
try. While the API surveys indicated how some of the signif
icant expenditures were accounted for by the petroleum com
panies, Price Waterhouse surveys focused on what significant 
accounting policies were disclosed in the published financial 
statements of such major companies. Since this chapter is 
concerned with recent practices of reporting finding costs, 
only the 1974 surveys of the API and Price Waterhouse &
Co. are discussed.

The API 1974 Survey 
Accounting treatments of finding costs were pre

sented in the API 1974 survey under five phases. These were 
as follows: prospecting and preacquisition activities,
acquisitions of leaseholds and mineral rights, carrying

9leaseholds and mineral rights, exploration, and development. 
Examples of expenditures on the activities included under 
each of these phases are indicated as follows:
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1. Prospecting and preacquisition expenditures include 

those of magnometer surveys, shooting rights, acreage 
selection rights, options to acquire acreage, and geo
logical and geophysical surveys. Such expenditures may 
be made prior to the acquisition of leasehold mineral 
right s.

2. Acquisition costs include expenditures for lease bonuses, 
lease extensions, surface rights, options exercised, 
title search, and geological and geophysical surveys (G&G) 
and drilling to acquire acreage.

3- After properties have been acquired, carrying costs may 
be necessary to maintain the leasehold interest. Such 
costs include delay rentals, minimum payments, ad valorem 
taxes and title defense.

4. More significant exploratory activities begin after prop
erties have been acquired. Expenditures in this explor
ation phase include those incurred for geological and 
geophysical surveys conducted to determine the "area of 
interest" -which indicate the most likelihood of produc
tion. When the "area of interest" is determined detailed 
surveys are then conducted to determine where drilling 
may be undertaken. Other expenditures may be incurred 
for the drilling of the company's own exploratory wells. 
Contributions may also be made to other companies for 
information on wells they are drilling on their properties. 
Examples of these are "bottom-hole contributions" which
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are payable for data on wells drilled to specific 
depths, and "dry-hole contributions" which are payable 
only when the other party’s well is nonproductive.

5. The development phase begins after the company has deter
mined that there are hydrocarbon reserves of commercial 
value. Expenditures in this phase include intangible 
drilling costs for development wells and minimum pay
ments to landowners which may be required during the 
development period under lease terms.

The survey indicated that there were divergent prac
tices among respondents with respect to whether the above 
expenditures should be capitalized or e x p e n s e d . E x a m p l e s  
of the results of this survey that show such a divergence 
are shown in Table 4-1.

A number of alternative methods and cost centers 
were used by the respondents for the disposition of capital
ized expenditures. The API report on the survey indicated 
the number of respondents which followed each of these alter
natives for the disposition of the expenditures incurred 
in each of the above phases. As a sample of these results, 
Tables 4—2 and 4— 3 show methods and cost centers used by the 
respondents for the disposition of capitalized prospecting 
and preacquisition costs and exploratory intangible drilling 
costs, respectively.
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TABLE 4-1

ACCOUNTING TREATMENTS OF SELECTED ITEMS OF FINDING COSTS 
ACCORDING TO THE API 19?4 SURVEY OF ACCOUNTING PRACTICES 

IN THE PETROLEUM INDUSTRY (CAPITAL/EXPENSE DECISION)

# of Companies*
It ems

Expense Capital ^^^ed

Prospecting & Reacquisition Costs:
Surveys by outside crews 
Survey by company crews 
Shooting rights payments

Acquisition Costs
G&G to acquire acreage 
Drilling to acquire acreage

Carrying Costs:
Delay rentals 
Minimum payments— firm 
Minimum payments— recoverable 

out of production
Exploration Costs— Postacquisitions/ 
Prediscovery:

G&G surveys— outside 
G&G surveys— company 
Bottom—hole contributions—  
successful

Development Costs:
Dry footage below successful zones 
Minimum payments— recoverable 

out of future production 
Indirect general overheads

13 14 3
14 5 2
12 13 3

5 19 3
1 26 3

26 4
13 8 —

17 9

12 15 3
13 6 1

13 17 ——

19 10 "
14 12
21 4

Source; 1974 Report on Certain Petroleum Industry Account
ing Practices, pp. 9-22.

*Based on 30 petroleum companies surveyed. The trans
action was not applicable to all companies where the total 
number of responses was less than 30.
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TABLE 4-2

API 1974 SURVEY OF METHODS AND COST CENTERS FOR DETERMINING 
DISPOSITION OF PROSPECTING AND PREACQUISITION COSTS*

Capital Cost Related To:
Acreage Nonpro— Produc— 

Not ductive tive 
Acquired Acreage Acreage

Disposition Method
(Number of Companies)

Write off at time of loss of
interest 

Unit of production amortiza
tion

15 4

Proved reserves 1 1 10
Developed reserves 

Amortize estimated nonproductive 3 3 15
amount over holding period -- 13 --

Other methods 2 4 1
Total responses 

Cost Centers
21 25 26

Prospect, survey, or area of
interest 8 1 --

Lease 2 12 13Field or zone —  — — — 6
District or region
Country, continent or contigu

2 --

ous area 3 4 3
Organization unit 4 4 3
Total company 2 4 1

Total responses 21 25 26

Source: 1974 Report on Certain Petroleum Industry Accounting
Practices, by American Petroleum Institute, Washing
ton, D.C., p. 9.
*Based on 30 petroleum companies surveyed.
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TABLE 4-3

API 1974 SURVEY OF METHODS AND COST CENTERS FOR DETERMINING 
DISPOSITION OF EXPLORATORY INTANGIBLE DRILLING COSTS*

Capital Cost Related To:

Dry
Holes

Contri
butions
Success

ful
Wells

Success
ful

Wells
Drilling

in
Progress

Disposition Method
Amortize estimated non
productive amount over
holding period -- 3 —

Unit of production amor
tization:
Proved reserves 1 3 6 1
Developed reserves 4 11 20 4

Transfer to producing if 
successful, expense if
dry — -- — — 14

Other methods 1 1 1
Total responses 11 20

Cost Centers
Well 1 14
Lease 1 8 10 1
Field or zone — — 1 8 — —

Country, continent or
contiguous area 3 4 4 3

Organizational unit ----- 4 3 1
Total company 1 1 1 1

Total responses _5 18 27 20

Source: 1974 Report on Certain Petroleum Industry Accounting
Practices, by American Petroleum Institute, Washing
ton, D.C., p. 19.
*Based on 30 petroleum companies surveyed.
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Price Waterhouse & Co. 1974 Survey

Results of this survey were presented under three
classifications: lease acquisition costs, exploration costs,
and intangible development c o s t s . P r a c t i c e s  of reporting
finding costs for only 23 petroleum companies were summarized
in these surveys. These companies were not employing full
costing or partial full costing in the year ending in 1973-
Results of the survey for these 23 companies are summarized 

12as follows :

Lease Acquisition Costs
All companies surveyed initially capitalized lease

acquisition costs which were then written off as follows:
# of 

Companies
Properties proved productive:
Unit of production 21
Unit of production or straight-line,

depending on location 2

Nonproductive properties:
Single method:

Amortization of all or part over period
of holding until proved l8

Expensed on surrender or abandonment 2
Per unit-of—production based on esti

mated recoverable oil and gas reserves 1
Dual methods :
Amortization of all or part over period 

of holding or until proved; unamortized 
balance expensed on surrender or 
abandonment __2

21
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Exploration Costs

The accounting treatments of exploration costs were 
as follows :

# of 
Companies

Expense all exploration costs 9
Capitalize geological and/or geophysical costs 

resulting in the acquisition or retention 
of leases; expense all other exploration 
costs 10

Expense all exploration costs as incurred, 
other than as to Alaska where such costs 
were being deferred until production com
mences 1

No disclosure _2

Intangible Development Costs
The accounting treatments of these costs were as

follows:
# of 

Companies
Productive costs capitalized and written off 

on unit-of-production basis; nonproductive 
costs expensed 19

Expensed in year of expenditure 2
Productive costs capitalized and written off 

50% in first year and 5% annually for ten 
years; nonproductive costs expensed 1

Expensed in year of expenditure, except for 
certain foreign costs capitalized and
amortized using the straight-line method

Obviously, the above presentation indicates a variety 
of accounting treatments of finding costs of the oil and gas 
industry. The lack of adequate disclosure, however, made it
impossible even for a professional to make a complete comparison
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of such difference in accounting treatment. The report of
Price Waterhouse & Co. 197^ survey stated:

Because the different classification of costs and vary
ing degrees of disclosure of accounting treatment, it 
is not possible to produce a complete comparison of the 
cost treatment followed by the companies surveyed.^3

Company Selection 
In compliance with the primary objectives of this 

study, the selection of oil companies for evaluating their 
disclosure of finding costs was designed to meet two require
ments. Firstly, the major activity of the company should be 
exploring for and producing oil and gas. Secondly, the oil 
and gas producer should be operating through a public com
pany with a reasonable number of shareholders and securities 
listed or traded in national securities exchanges. The most 
appropriate listing of such companies was found in the 
Directory of Companies Filing Annual Reports with the 
Securities and Exchange Commission. This Directory con
tained listings of companies required to file annual reports 
under the Securities Exchange Act of 193^ as of December 31, 
1972. It included companies with securities listed on national 
securities exchanges, companies with securities traded over 
the counter which are registered under Section 12(g) of the 
Securities Exchange Act, and certain companies filing pur
suant to Section 15(d) of the same Act as a result of having

l4securities registered under the Securities Act of 1933 »
In general each company was classified on the basis of its
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major activity as determined by the product produced. The 
major line of activity as reflected by the gross revenues 
of the company was the principal criterion used in classify
ing the company. The information used for this purpose was 
obtained from the business description supplied by the com
panies in registration statements and periodic reports filed 
with the Commission.

Under the classification "Crude Petroleum Extrac
tion and Natural Gas," the above Directory listed l86 com
panies. The 1973 annual reports and a few 10-Ks—annual 
reports submitted to the Securities Exchange Commission— were 
received from 115 of these companies upon a mail request.
The rest of the companies either had been liquidated, acquired 
by other companies, or did not respond. One of the annual 
reports received did not include an income statement because 
the company was now and did not have production by the end 
of 1973- Therefore, the annual reports of ll4 companies were 
used, with the few 10-Ks, for the evaluation of finding cost 
disclosure in the following section. The names of these com
panies are listed in Appendix C. Total assets of each of 
these companies according to their balance sheets at the end 
of 1973 fiscal years was less than Si billion. Therefore, 
all these companies are considered to be small according to 
the classification used in the API 1974 survey.
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Evaluation of Disclosure of Finding Costs 
Opinion No. 22 issued by the Accounting Principles 

Board in 1972 required the inclusion of all significant 
accounting policies of the reporting entity as an integral 
part of the financial statements. Accordingly, annual 
reports of all the ll4 oil and gas producing companies 
included some disclosure of the accounting policies fol
lowed in the treatment of finding costs. This was expected 
because the above opinion stressed that such disclosure 
should particularly encompass a selection from existing 
acceptable alternatives or principles and methods peculiar 
to the industry in which the reporting entity operates. Both 
the "successful efforts" and the "full cost" methods are 
existing acceptable alternatives and the capitalization and 
expensing of finding costs are made under methods peculiar 
to the oil and gas industry. In addition, the choice of one 
of the above two alternatives would have a significant effect 
on the financial statements especially of those companies 
whose major activities is exploring for and producing oil 
and gas.

A review of significant accounting policies disclosed 
in the above annual reports revealed that the "successful 
efforts" method was used by 55 companies and the "full cost" 
method was used by 59 companies. Although some of the big- 
eight accounting firms announced their position towards the 
support of one of the above two methods, they are still
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certifying financial statements prepared under the other 
method with no qualification as to the method used. Table
4-4 shows the names of the accounting firms and the number 
of companies audited by each firm under either the "success
ful efforts" method or the "full cost" method. The auditors' 
reports on the 1973 annual reports of the ll4 companies 
included in this study indicated that the financial state
ments presented fairly the financial position of the company, 
the results of its operations and the changes in its financial 
position in conformity with "generally accepted accounting 
principles." In some instances, individual views of the 
accounting firms were against the accounting method for find
ing costs which was used in the preparation of the company's 
fingincial statements. While Arthur Andersen & Co. accounting 
firm issued clean opinion on some of the 1973 annual reports 
prepared under "successful efforts" method, its view was that 
such a method can lead to inaccurate conclusions and deci
sions. The position paper of this firm submitted in 1971 
to the Committee on Extractive Industries of the Board of 
Accounting Principles concluded the following in support of 
the "full cost" method:

Our view is that the accounting should be based on con
cepts and principles that best reflect the economic 
resources and income of producing oil and gas companies 
so that the facts are shown in the most logical and 
realistic manner for the benefit of all segments of 
society. Only in this way can investors . . .  and all 
other interested parties have the financial informa
tion necessary to make informed judgements and deci
sions, On the other hand, less desirable accounting 
can lead to inaccurate conclusions and decisions.
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TABLE 4-4
ACCOUNTING FIRMS A U D IT IN G  O IL  AND GAS PRODUCING 

COMPANIES UNDER EACH OF THE TWO METHODS*

Accounting Firms Method
Pre

ferred**

# of Companies
Successful Full 

Efforts Cost

Using : 

Total

Arthur Andersen & Co. FC 9 15 24
Arthur Young & Company SE 7 2 9
Coopers & Lybrand N/A 3 1 4
Ernst 8c Ernst N/A 1 2 3
Haskins & Sells N/A 2 0 2
Peat, Marwick, Mitchel & Co. N/A 10 18 28
Price Waterhouse 8c Co. SE 4 5 9
Touche Ross & Co. FC 0 4 4
Other firms N/A 19 12 31
Total |1 ll4

*Based on 1973 annual reports of the ll4 companies 
included in this study as listed in Appendix C.

* *S E  = "Successful Efforts" method, FC = "Full Cost" 
method, and N /A  = Method preferred is not announced.
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On the other hand, the accounting firm of Arthur Young &
Company issued a clean opinion on the financial statements
of two companies prepared under the "full cost" method while
it stated in one of its publications in 1972 that:

The full cost method inappropriately inflates income. 
. . .  Inasmuch as financial statements prepared under 
the theories of full cost are value— oriented, they 
provide a distorted comparison to "cost" basis state
ments and place certain investors in this and other 
industries at a disadvantage. 17

Apparently, the "generally accepted accounting principles" 
allowed the accounting firms to issue clean reports despite 
the fact that they believe that the accepted method used may 
lead to inaccurate decisions made by the investors. The 
effect on such decisions could be drastic when the informa
tion disclosed is not sufficient enough to permit comparison 
of the results of companies presented under the other method.

The degree of disclosure of accounting policies 
adopted for the treatment of finding costs varied among the 
reporting companies. However, the examination of accounting 
policies disclosed in the 1973 annual reports of the com
panies included in this study revealed a number of differ
ences even among the companies using the "successful efforts" 
method or those using the "full cost" method. Examples of 
such differences under each of the two methods are indicated 
as follows.
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Differences among Companies Using the 

"Successful Efforts" Method
Most of the companies capitalized acquisition and 

development costs until the results of exploration and drill
ing could be determined. When oil and gas properties become 
productive, i.e., can produce oil or gas in commercial quan
tities, costs are amortized. When producing properties 
become unproductive or -when undeveloped properties are 
abandoned, the balance of capitalized costs is charged 
against earnings. The policy described in the annual report 
of Adobe Oil & Gas Corporation was "Expenditures incurred 
in acquiring and developing productive oil and gas properties 
are capitalized whereas expenditures relating to dry holes 
are charged against earnings." Also, the annual report of 
Equity Oil Company indicated that "The company capitalizes 
intangible development costs relating to productive areas 
and amortizes such costs." Other companies, however, followed 
different treatments in accounting for acquisition and devel
opment costs. EMC Energies, Inc., stated in its annual 
report "Externally generated costs of acquisition are capi
talized," while carrying and exploration costs were currently 
expensed by the same company.

Different accounting treatments of acquisition and 
development costs, however, were followed by other companies. 
EMC Energies, Inc., for example, stated in its annual report 
"Externally generated costs of acquisition are capitalized," 
whereas carrying and exploration costs were currently expensed
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by the same company.

Carrying costs were currently expensed or capital
ized. The annual report of Great Yellowstone Corporation 
indicated that "lease rentals are expensed over the period 
to which they relate." In another example Helmet Petroleum 
Corporation stated in its annual report that "the Company 
adopted the policy of capitalizing, as carrying costs, all 
delay rentals related to undeveloped Canadian oil and gas 
properties."

While exploration costs were expensed by some com
panies, such costs were capitalized by others. The account
ing policy described in the annual report of Canadian 
Superior Oil, Ltd., was: "Exploration expenditures and . . .
applicable to both producing wells and dry holes are charged 
to income as incurred." Whereas the annual report of Inter
continental Energy Corporation indicated that the company 
"adopted a policy of capitalizing all petroleum and mineral 
acquisition and exploration costs on an individual property 
basis." Also, Hudson's Bay Oil and Gas Company Limited 
followed the policy of: "Exploration expenses are charged
against earnings as incurred," whereas Canadian Export Gas 
& Oil Ltd. stated its policy as follows: "Costs of oil and
gas rights and exploration costs are capitalized when 
acquired."

Tangible drilling and development costs were depleted 
by some companies with intangible drilling costs of producing
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properties. Other companies treated tangible drilling costs 
as fixed assets subject to depreciation. According to the 
annual report of Flying Diamond Corporation "the company 
capitalizes all exploration and development costs applica
ble to producing oil and gas properties including tangible 
and intangible drilling and development costs and completion 
costs. . . ." The same treatment -was indicated in other
companies such as General American Oil Company of Texas,
Adobe Oil & Gas Corporation, White Shield Corporation, and 
other companies. On the other hand, the annual report of 
American Quasar Petroleum Co. described the company's policy 
with regards to tangible drilling costs: "Well equipment and
gathering facilities are amortized on a straight line basis 
over the lesser of their estimated useful lives or the 
remaining life of the related property (12 to 30 years)."
May Exploration Ventures, Inc., indicated in its annual 
report that "Depreciation is provided on the straight-line 
basis at rates designated to extinguish the cost over esti
mated service lives of ten years for lease and well equip
ment . . . . "

The disposition of capitalized costs was made under 
many different methods. The depletion of such costs was 
sometimes based on a composite unit-of-production rate 
based on total estimated recoverable reserves of producing 
properties or both developed and undeveloped properties.
The depletion rate was computed by some companies on the



l4l
basis of different cost centers such as the area of inter
est, the field, the lease, the individual property, and the 
well. Capitalized costs were sometimes depleted over a 
period of time on a straight-line basis. For example,
Trans Ocean Oil, Inc., indicated in its annual report that 
"Costs associated with a producing field are depleted on 
the unit-of-production method over the remaining proven 
developed reserves of the field as estimated by the Com
pany." The Superior Oil Company, in its annual report, 
stated that "Depletion and depreciation of producing oil 
and gas properties and related equipment are calculated on 
an individual property basis using the unit-of-production 
method." The annual report of White Shield Corporation 
indicated that "Capitalized costs for each area of interest 
will be amortized on a composite basis on the unit-of- 
production method, or will be charged to income upon cessa
tion of activity in the area. Depletion policy described 
in the annual report of Exchange Oil & Gas Corporation 
indicated that depletion is "computed on the unit-of- 
production method on individual property areas, based on 
estimated net recoverable oil and gas reserves." Annual 
report of Eveter Oil Company was based on a lease cost cen
ter, while that of Hudson's Bay Oil and Gas Company Limited 
was based on a well cost center. Hiko Bell Mining and Oil 
Company elected a life of ten years for purposes of depletion 
on producing properties.
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Costs of undeveloped properties were normally expensed 

when the property is abandoned, surrendered, or otherwise 
proved to be nonproductive. However, other treatments were 
used by some companies. General American Oil Company of 
Texas stated in its annual reports that "Costs for leases 
acquired before July 1 , 1970, are written off when the prop
erties are surrendered while costs of leases acquired after 
July 1 , 1970, are amortized over estimated holding periods."
In another company, Felmont Oil Corporation, the following 
policy was described in its annual report: "The Company's
policy is to amortize a portion (generally 50% of the origi
nal cost which is based on its historical drilling success 
ratio, adjusted for current activity) of its investment in 
undeveloped leases over the period of time (generally five 
years) within which they must successfully develop or abandon 
such leases. If a lease is determined to be productive, the 
original cost is transferred to producing properties and 
becomes subject to depletion on the unit-of-production method 
as described above. Costs of nonproducing leases surrendered 
or otherwise disposed of are charged to reserve for amortiza
tion. "

Differences among Companies Using the 
"Full Cost" Method

The 1973 annual reports of full-cost companies indi
cated also many differences in the accounting treatment of 
finding costs. Although such differences were primarily
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found, in determining the rate of depletion, there were other 
differences in determining the total depletable amount and in 
the treatment of costs of oil and gas properties outside the 
United States and Canada. In determining the total depleta
ble costs, for example, McCulloch Oil Corporation included 
both tangible and intangible costs. But American Eagle Petro
leums Ltd. described its policy: "Depreciation on lease and
■well equipment is provided on a unit-of-production lease," 
while the company used a composite rate for depletion of 
other oil and gas costs. Also, some companies used a company 
wide rate of depletion whereas other companies applied the 
rate on a country—by— coimtry basis except for the United 
States and Canada which was considered one center. Apexo,
Inc., stated in its annual report that "Capitalized costs of 
oil and gas properties are amortized on an overall unit-of- 
production method," while Can Del Oil Ltd. used five centers 
for allocating costs of exploration and development. One of 
these centers was North America (the United States and Canada), 
and the other four centers were in other countries. North 
Canadian Oils Limited excluded the cost of developed sub
lease from the total costs. The sub-lease was depleted in 
less than two years.

In computing the composite depletion rate under the 
"full cost" method, different bases were used as it was 
found in the companies annual reports. Many companies stated 
its policy that capitalized costs are charged to earnings by
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the unit-of-production method based upon total estimated 
recoverable reserves. Examples of companies which used this 
policy in 1973 were: Aztec Oil & Gas Company, 0 & K Petroleum,
Inc., and Buttes Gas & Oil Co. However, there were other 
methods used in determining the composite rate of depletion. 
Whereas some companies used the quantity of proved reserves, 
other companies computed this rate on the basis of proved 
developed reserves only. For example, Belco Petroleum 
Corporation described its policy of determining the composite 
depletion rate: "The provisition for amortization and deple
tion is determined by applying to the total oil and gas pro
duction an overall rate determined by dividing (i) the total 
cost of properties and related assets by (ii) the total 
proven reserves." But Galaxi Oil Company amortized capi
talized costs "on a company-wide composite unit of produc
tion method based on consulting engineers' estimates of 
proved developed recoverable oil and gas reserves."

Other full—cost companies used the dollar value of 
oil and gas in determining the composite depletion rate.
The following are examples of the policies described in the 
1973 annual reports of these companies. Apexo, Inc., used 
"the ratio of current sales to the calculated future gross 
income, based on existing prices." Another company. Basin 
Petroleum Corp., stated that "Recoverable reserves of oil 
and gas are equated on the basis of relative sales prices at 
the end of each period. If costs are capitalized in excess



145
of the estimated economic value of total estimated proven oil
and gas reserves, based on net realizable values discounted

i
at 7%, plus the estimated fair value of undeveloped lease
holds, less a percentage risk factor, . . ., the excess 
costs are charged against income by an additional provision 
for depletion." Consolidated Oil & Gas, Inc., determines the 
composite rate as follows: "The factor is determined by
relating values of oil and gas production during the period 
to comparable values of estimated oil and gas reserves at 
the beginning of the period. The values of oil production 
and reserves are based on the average prices received during 
the period and the values of gas production and reserves are 
based on the average actual prices to be received over the 
life of the gas contracts or on the estimated average con
tract prices expected for gas not yet under contract."
Scurry-Rainbow Oil Limited included exploration overhead 
costs in the total capitalized costs, and the rate of deple
tion was computed by the unit-of—production method based on 
"the total estimated reserves of oil, gas, and other salable 
products."

In summary the above review of the 1973 annual reports 
of the oil companies included in this study indicated the 
following:
1. Approximately half of these companies followed the

"successful efforts" method in reporting finding costs.
The other half used the "full cost" method.
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2. Widely divergent practices of reporting finding costs 
existed among either successful— efforts or full-cost 
companies. However, disclosure of these different 
practices in the published financial statements was not 
adequate enough to show the effect of such practices on 
the annual results. This effect should be disclosed if 
such results were to be compared with those of other 
companies following different practices.

3. Divergence in accounting practices among the successful- 
efforts companies included the treatments of costs 
incurred during all preproduction phases. Such dif
ferences were not significant among the full-cost com
panies where all finding costs were capitalized.

4. Divergent accounting practices did not result only from 
the companies' decisions to capitalize or to expense 
finding expenditures, but also from the different methods 
and bases used for determining the disposition of capi
talized costs. This is true whether the companies fol
lowed the "successful efforts" or the "full cost" 
method.

Disclosure of Information Recommended by 
the Financial Analysts

The examination of the 1973 annual reports and the 
10-Ks was extended to determine whether such reports have 
disclosed the information recommended by the oil and gas 
analysts in their response to the questionnaire conducted
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in this study- As indicated at the end of the previous 
chapter, the items recommended for disclosure in the annual 
reports of oil and gas producing companies were: current
expenditures on finding activities, amount currently expensed 
for costs of unsuccessful ventures, details of computing 
current amortization of capitalized finding costs, value of 
recoverable reserves at fair market value or at future net 
revenues discounted to present value, value of recoverable 
reserves on a countiry-by-country basis, and deferred income 
tax for differences between book and tax treatment of find
ing costs. Table 4-5 shows the number of companies included 
in this study which disclosed these items in their 1973 
annual reports. It was observed that most of the companies 
disclosed current expenditures on finding activities. This 
item was usually found in the statement of changes in finan
cial position, and sometimes in the president’s review of the 
company's activities or in the historical comparative data. 
Costs of unsuccessful ventures were disclosed by approxi
mately half of the companies. The policy of amortizing capi
talized costs was disclosed in different degrees with the 
footnotes on the annual reports. However, the details of the 
rate of amortization was discloed only by 8 companies.
While three companies only disclosed the value of recoverable 
reserves, which is significant as the most important asset 
of oil and gas producing companies, 21 annual reports dis
closed the quantity of estimated reservoirs. Although it is
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TABLE 4-5
NUMBER OF COMPANIES DISCLOSING ITEMS RECOMMENDED 

BY OIL AND GAS FINANCIAL ANALYSTS*

Item No. of 
Companies

a. Current expenditures on finding activities 102
b. Amount currently expensed for costs of 

unsuccessful ventures 57
c. Details of computing current amortization

of capitalized finding costs 8
d. Value of recoverable reserves:**

at fair market value 2
at future net reserves discounted

to present value 1
e. Value of recoverable reserves on a country-

by-country basis 2
f. Deferred income tax for differences between

book and tax treatment of finding costs 40

*Based on ll4 annual reports of oil and gas pro
ducing companies.

* *Estimated recoverable reserves was disclosed in
quantity by 21 companies.
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also considered to be useful, from the point of vie-w of the 
investors, to disclose the value of reservoirs on a country— 
by-country basis, only two companies disclosed such informa
tion. Deferred income taxes for differences between book 
and tax treatment of finding costs was disclosed by only 40 
companies. Some companies did not provide for such deferred 
taxes. An example of the justification for such a position 
■was indicated in the 1973 annual report of Hanover Planning 
Company, Inc. "Deferred income taxes will be provided at 
such time as intangible drilling and development costs capi
talized for financial statement purposes exceed estimated 
future tax deductions for statutory depletion." Also, Galaxy 
Oil Company stated in its sinnual report that "Deferred income 
taxes on such timing differences are provided for only to the 
extent that future tax deductions including statutory deple
tion on oil and gas properties are less than capitalized 
costs."

Summary
Findings of the examination of the 1973 annual reports 

of the oil and gas companies included in this study are sum
marized as follows:
1. Neither the "successful efforts" method nor the "full 

cost" method can be considered predominate in reporting 
finding costs of the above companies.

2. Existing practices of reporting finding costs, whether 
the "successful efforts" method or the "full cost" method
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•was being used, do not allow for comparability among 
reporting units.

3. The information desired by the oil and gas financial 
analysts was not adequately disclosed.

According to these findings one cannot accept the 
second primary hypothesis that "finding costs of oil and 
gas producing companies are adequately disclosed in a man
ner that meets the needs of oil and gas financial analysts 
for comparability between financial statements prepared under 
the 'successful efforts' method or the 'full cost' method." 
The logical conclusion to be drawn from the preceding exami
nation is that more uniformity and disclosure is necessary 
to improve reporting of finding costs of oil and gas produc
ing compani e s.
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CHAPTER V

PREDICTIVE ABILITY OF SUCCESSFUL EFFORTS 
AND FULL-COST METHODS

Introduction
This research focused on the prediction of three vari

ables which are of interest to the investor: net income per
share, "cash flow" per share, and rate of return on total 
assets. For each of these variables, historical data of the 
previous four years were used to project the data of the fifth 
year.

Because extraordinary gains and losses are nonrecur
ring, it was decided to use the net operating income per 
share for the purpose of projections. "Cash flow" per share 
is net operating income after adding back expenses that do 
not require outlay of funds. In general, these expenses 
include depreciation, depletion, amortization, abandoned 
leases, and dry holes if the "successful efforts" method is 
used. Under the "full cost" method, costs of abandoned 
leases, dry holes and other losses of unsuccessful ventures 
are not recognized as expenses except for the amount amor
tized or depleted. Therefore, the amount added back to 
reported net operating income for determining the "cash flow" 
under the "full cost" method is the total of depreciation,

152
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amortization and depletion. Rate of return on total assets 
is computed by dividing annual net operating income by total 
assets at the end of the year.

Data of the three variables "were obtained from the 
published annual reports, the 10-Ks, or by a written request 
mailed to the selected companies. In order to obtain these 
data, the companies were assured that the information pro
vided by them are confidential and will be used in aggregate 
totals. Therefore, the raw data obtained from the companies 
were not disclosed in this research.

Company Selection
Since the relative impact of the two accounting 

methods of finding costs on the financial statements of the 
big integrated, multinational oil companies would be much 
less significant for this type of company. This is true 
because these companies are engaged heavily in many activi
ties other than oil and gas exploration. Therefore, it 
was decided not to include such companies in the selected 
sample.

A list of all companies, whose major activity is 
crude petroleum extraction and natural gas, was obtained from 
the 1972 Directory of Companies Filing Annual Reports with the 
Securities and Exchange Commission under the Securities Exchange 
Act of 1934.^ The list contained I86 companies. Annual 
reports and 10-Ks of the years from 1968 through 1973 were 
requested from all these companies by a letter followed by a
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second request for those who did not respond within thirty 
days from the first request. Annual reports of 115 companies 
and a few 10—Ks were received. The rest of the companies 
were liquidated, acquired by other companies, or did not respond.

All published annual reports and 10-Ks received were re
viewed to determine which of the two alternative methods— the 
’’successful efforts” method or the ’’full cost” method— was used; 
and if there was a shift from one method to another, when was 
the shift to the new method in effect. This information should 
be disclosed according to Opinion No. 22 of the Accounting 
Principles Board of the Americcin Institute of Certified Public 
Accountants. Companies which shifted from one method to ano
ther during the year 1968 or thereafter disclosed the retroac
tive effect of the change to the new method, at least in the 
aggregate and for the previous year. The disclosure in most 
cases, however, was not enough to provide annual retroactive 
data for a period of five years as required for the planned 
projections. It was necessary to contact the oil companies 
which may have retroactive annual data for a period of five 
years. All possible efforts were made to obtain the required 
data. This is to complete the data of the three variables—  
earnings per share, ’’cash flow” per share, and rate of return 
on total assets— under the two methods for a five-year 
period. Finally, available data were only enough to com
plete the information required for five companies concern
ing the same five-year period from 1964 through 1968, and 
for another five companies concerning different five-year 
periods between 1963 and 1973. The rest of the oil companies
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did not disclose their results under the two alternative 
methods for any five-year period. Some of these companies 
were newly organized. The other companies either did not 
change their method of accounting for finding costs, or 
shifted to the other method without considering or maintain
ing information on the retroactive annual effect of the newly 
adopted method.

Another attempt was made to increase the sample to 
the largest possible size. It was possible to collect data 
for 31 companies under the ’’successful efforts” method and 
for 37 companies under the "full cost” method concerning the 
same five-year period from I969 through 1973- One company 
only was included in both groups because its data 
under each of the two alternative methods was available for 
the above period. A decision based on this sample could 
possibly be biased because different results may be attributed 
to differences between the companies of the two groups rather 
than to different method of accounting for finding costs. 
However, it would be of interest to find out whether similar 
results could be obtained from a larger sample size where the 
companies of each group were different.

In summary, the data available for evaluating predic
tive ability of the two alternative methods are: (l) data
for five companies reported under each of the two methods 
for the same five-year period from 1964 through 1968, (2 ) data 
for ten companies— including the first five companies listed 
under No. (l) above— reported under each of the two methods
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for different five-year periods between 1963 and 19731 and 
(3) data for two groups of different companies (except one) 
concerning the same five-year period from I969 through 1973. 
One group consisted of 31 successful efforts companies and 
the other group consisted of 37 full-cost companies.

Since the practice of reporting retroactive effect of 
changes in accounting policies was adopted in 1968, few 
oil companies maintain record of previous years data under 
each of the "successful efforts" method and the "full cost" 
method. It is not possible at the present time to have a 
sample large enough to provide accurate results of the compar
ison between the two methods in terms of their predictive 
ability. It was therefore decided to make an exploratory 
research based on the available information indicated above 
and bearing in mind the limitations imposed by these differ
ent samples. Such exploratory work requires only descriptive 
statistics and no statistical inference can be made in terms 
of the relative predictive ability of the two methods at the 
present ti^e. Of course, after the passage of some years, 
more companies will provide comparative information of the 
effect of applying each of the two alternative methods to the 
same company especially if the present trend of shifting to 
the "full cost" method continues at the same pace. The 
exploratory work in this research will certainly be a start
ing point in that respect.
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Methodology

The predictive ability of the two accounting methods 
was compared by using both simple and multiple regression 
analysis. The work was done by utilizing REGRAN (Veldman,

Q1967) program at the University of Oklahoma computer center. 
This is a multiple linear regression program. It was used to 
predict the outcome of the fifth fiscal year by a least- 
square combination of the outcomes for the preceding four fis
cal years. Specifically,

^5 = + ’̂2^2 + + Y5A5
where the Y's represent the years, and the A's are constants
which yield a least-squares combination of the years.

When using multiple linear regressions the efficiency
of the prediction is determined by correlating the predicted
outcome, so that the more accurate a prediction is, the closer 
the correlation approaches one. This correlation is the mul
tiple correlation coefficient "R" .

Results and Discussion
The presentation and the discussion of the results 

will begin with the simple linear regression of the five com
panies with contemporaneous reporting period (1964— 1968), 

and the ten companies with non-contemporaneous periods 
(between 1963-1973)» This will be shown under each of the 
two methods— the "successful efforts" method and the "full 
cost" method— in terms of each of the following: earnings
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per share (Tables 5-1, 5-2), "cash flov?" per share (Tables 
5— 3, 5-4), and rate of return on total assets (Tables 5-5, 5-6). 
Since the number of observations in the first sample (five 
companies) did not exceed the number of variables (five 
years), multiple correlation results of this sample was not 
useful in evaluating the predictive ability of the two methods. 
Whenever the number of variables equals the number of observa
tions, the multiple correlation will always be 1.00, and linear 
prediction will be perfect. Therefore, the results of the 
multiple linear correlation will be discussed only with 
respect to the second sample (the ten companies) and the 
third sample (the sixty seven companies)-

Table 5— 1 shows the Rs under each of the two methods 
for earnings per share. Under each of the five columns (five 
years), each number indicates the R of predictions from the 
corresponding year number on the horizontal line. For exam
ple, R is -0.6 for predicting year 5 from year 1, and is O.lB 
for predicting year 4 from year 2 under "successful efforts" 
method. This table shows that the Rs under "full cost" method 
■were higher than those under "successful efforts" method and 
also closer to 1.00 for all predictions except for two cases 
only. One of these when the fourth year data was used to 
predict the fifth year earnings per share. The R under "suc
cessful effort" method was 0.97 compared with O .85 under 
"full cost" method. The second exception when the first 
year data was used to predict the second year earnings per share.
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TABLE 5-1
INTERCORRELATION MATRICES OF FIVE YEARS DATA 

FOR EARNINGS PER SHARE*

Under Successful Efforts

Year 1 2 3 4 5

1 1.00 0 . 98 0.55 -0.03 -0.06
2 0.98 1.00 0.71 0.18 0.13
3 0.55 0.71 1.00 0.80 0.75
4 -0.03 O.lB 0.80 1.00 0.97
5 -0.06 0.13 0.75 0.97 1.00

Under Full Cost
Year 1 2 3 4 5

1 1.00 0.82 0.95 0.95 0.95
2 0.82 1.00 0.91 0-94 0.68
3 0.95 0.91 1.00 0.95 0.92
4 0.95 0.94 0.95 1.00 0.85
5 0.95 0.68 0.92 0.85 1.00

*Based on five companies with contemporaneous report
ing period (1964-1968).
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The R under "successful efforts" method was 0.98 compared 
with 0.82 under "full cost" method.

The differences between the Rs under the two methods 
became very large especially when the first or the second 
year data was used to predict the fifth year data. The R 
resulting from predicting the fifth year from the second 
year data under "successful efforts" method was 0.13 compared 
with 0.68 under "full cost" method. In the case of predicting 
the fifth year from the first year data the difference was 
more clear. The R was negative (-O.O6) under "successful efforts" 
method compared with 0.95 (positive) under "full cost" method.

When a year—to—year comparison was made, it was clear 
that the Rs under "full cost" method were always higher than 
those under "successful efforts" method. For example, when 
predicting the fourth year from the third year, and predicting 
the third year from the second year; the "full cost" method 
provided greater Rs. In the first example the R was 0.95 
under "full cost" method compared with O.8O under "successful 
efforts" method, and in latter one the R was O.9I under "full 
cost" method compared with 0.71 under "successful effort" 
method.

Table 5—2, of the ten companies with non-contemporaneous 
five-year periods, shows the same results of the five com
panies with contemporaneous reporting period (shown in Table
5-1) for earnings per share. For all the predictions, the Rs 
for "full cost" reported earnings per share were greater and
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TABLE 5-2
INTERCORRELATION MATRICES FOR F IV E  YEARS DATA 

FOR EARNINGS PER SHARE*

Under Successful Efforts
Year 1 2 3 4 5

1 1.00 0.82 0.68 0.26 0.16
2 0.82 1.00 0.67 0.27 0.30
3 0.68 0.67 1.00 0.85 0.78
4 0.26 0.27 0.85 1.00 0.94
5 0.l6 0.30 0.78 0.94 1.00

Under Full Cost
Year 1 2 3 4 5

1 1.00 0.70 0.89 0.77 0.61
2 0.70 1.00 0.90 0.92 0.75
3 0.89 0.90 1.00 0.94 0.84
4 0.77 0.92 0.94 1.00 0.91
5 0.61 0.75 0.84 0.91 1.00

*
reporting

Based on 
periods

ten companies
(between 1963-

■with non-contemporaneous 
-1973).



162
closer to 1.00 compared with those calculated under "success
ful efforts" method except for two cases. One of these with 
a small difference when the fifth year was predicted from the 
fourth year data (0.94 under "successful efforts" and 0.91 
under "full cost"), and the other when the second year was 
predicted from the first year data (0.82 under "successful 
efforts" and 0.70 under "full cost"). Larger differences 
were also noted when the fifth year predictions were based 
first or second year of the five-year period. For example, 
fifth year predictions from first year data had R = 0.6l under 
"full cost" compared with 0,l6 under "successful efforts," 
and fifth year prediction from second year data had R = 0.75 
under "full cost" compared with O.3O under "successful 
efforts." The difference, however, was less than that of the 
five companies in Table 5-1-

It was noticed also that in the predictions of the 
third or fourth year from previous years' data, the "full 
cost" method showed greater Rs all the time. From this and 
the above discussion, some indications were noticed about the 
predictive ability of the two methods in terms of reported 
earnings per share. Although predictions of the fifth year 
from the fourth year data under "successful efforts" method 
were slightly better, "full cost" method provided, in general, 
better predictions of the five-year period for both the two 
samples (the five and the ten companies). Another important 
notice was drawn from the above tables (5-1, 5-2). Under the
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two methods, projections improved when the base year (of 
which the data was used for predicting purposes) approached 
the year of which earnings per share were predicted. However, 
the range between highest and lowest predictive ability of 
previous years (i.e., ability of each of years 1 through 4 
to predict year 3, or each of years 2 and 3 to predict year 4) 
was much narrower under "full cost" method than the range under 
"successful efforts" method. In predicting the fifth year 
for the ten-companies sample, this range was 0.30 (0.91 less 
0.6l) under "full cost" method compared with 0.78 (0.94 less
0.l6) under "successful efforts" method. In predicting the
fourth year for the same sample, the range was 0.17 (0.94 less 
0.77) under "full cost" method compared with 0.59 (O.85 less
0.26) under "successful efforts" method (see Table 5—2). The
five-companies sample showed narrower ranges under "full cost" 
method and wider ranges under "successful effort" method 
(see Table 5-1)• Apparently, these results indicated remark
able smoothing of earnings per share under "full cost" method 
compared with wide fluctuations under "successful efforts" 
method. This was obviously because of expensing the cost of 
unsuccessful exploration and development activities over a 
long period under "full cost" method.

A different picture of the predictive ability of 
"cash flow" per share under the two methods was obtained for 
both the five companies and the ten companies samples (Tables 
5-3 and 5-4). Both the two methods indicated relatively high
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TABLE 5-3
INTERCORRELATION MATRICES OF FIVE YEARS DATA

FOR "CASH FLOW" PER SHARE*

Under Successful Efforts
Year 1 2 3 4 5

1 1.00 0.87 0.98 0.92 0.82
2 0.87 1.00 0.89 0.81 0.66
3 0.98 0.89 1.00 0.97 0.90
4 0.92 0.8l 0.97 1.00 0.97
5 0.82 0.66 0.90 0.97 1.00

Under Full Cost
Year 1 2 3 4 5

1 1.00 0.94 0.80 0.77 0.66
2 0.94 1.00 0.95 0.94 0.87
3 0.80 0.95 1.00 0.99 0.96
4 0.77 0.94 0.99 1.00 0.96
5 0.66 0.87 0.96 0.96 1.00

*Based on five companies with contemporaneous report
ing period (1964-1968).
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TABLE 5-4
INTERCORRELATION MATRICES FOR FIVE YEARS DATA

FOR "CASH FLOW" PER SHARE*

Under Successful Efforts
Year 1 2 3 4 5

1 1.00 0.91 0.98 0.92 0.86
2 0.91 1.00 0.92 0.85 0.76
3 0.98 0.92 1.00 0.95 0.91
4 0.92 0.85 0.95 1.00 0.98
5 0.86 0.76 0.91 0.98 1.00

Under Full Cost
Year 1 2 3 4 5

T_ 1.00 0.77 0.72 0.68 0.56
2 0.77 1.00 0.97 0.96 0.90
3 0.72 0.97 1.00 0.99 0.96
4 0.68 0.96 0.99 1.00 0.97
5 0.56 0.90 0.96 0.97 1.00

*Based on ten companies with non-contemporaneous
reporting periods (between 1963-1973)*
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predictive ability but the ranges between highest and lowest 
Rs for projections of any fiscal year were generally narrower 
under "successful efforts" methods. In the ten-companies 
sample (Table 5—4), the range of the Rs for the fifth year 
projections from previous years was 0.22 (0.98 less 0.76) 
under "successful efforts" method compared with 0.4l (0.97 
less 0.56)under "full cost" method. The range was 0.10 
(0.95 less 0 .85) for projections of the fourth year under 
"successful efforts" method compared with O.3I (0.99 less
0.68) under "full cost" method. In the five-companies sam
ple (Table 5-3)1 the range of the Rs for the fifth year pro
jections under "successful efforts" method was 0.01 more than 
the range of the Rs under "full cost" method (0.97 less 0.66 
compared with O.96 less 0.66 under the two methods, respec
tively). But for the fourth year projections, the range of
the Rs under "successful efforts" was narrower than the range 
of the Rs under "full cost" method by 0.05 (0.97 less O.8I 
compared with 0.99 less 0.77 under the two methods, respec
tively. This indicated that "cash flow" per share became
even smoother under "successful efforts" method. Such smooth
ing effect can be explained by adding back expenses which 
did not require funds outlay to reported net income in order 
to obtain the "cash flow" amount.

Two observations were obtained from comparing the 
intercorrelation matrices of the "cash flow" per share with 
those of earnings per share, especially with respect to the
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ten-companies sample. The first observation was that the 
use of "cash flow" mitigated the fluctuation effect on earn
ings per share reported under "successful efforts." Conse
quently, "cash flow" per share under "successful efforts" 
method became more meaningful in terms of its predictive 
ability. Secondly, this result agreed with the notion that 
"cash flow" is more meaningful than reported net income because 
it helps to iron out some of the differences in accounting 
procedures. A notion which is popular among financial analysts.

Tables 5-5 and 5~6 show intercorrelation matrices of 
five years data for rate of return on total assets based on 
the five— and the ten-companies samples- In the five-com
panies sample, the "full cost" method provided better projec
tions of rate of return on total assets than the "successful 
efforts" method except in two cases. These were when year 1 
was used to predict year 2, and when year 4 was used to pre
dict year 5- The "successful efforts" method provided better 
predictions of rate of return on total assets than the "full 
cost" method. In the ten-companies sample, the "full cost" 
method provided also better predictions of this rate except 
in three cases. These were when year 3 was used to predict 
year 4, and when years 3 and 4 were used to predict year 5- 
When comparing the above results with those obtained in terms 
of earnings per share, predictive ability of both methods in 
terms of rate of return on total assets was considered to be 
poor. Such results reflected the fact that capital expenditures
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TABLE 5-5
INTERCORRELATION MATRICES FOR FIVE YEARS DATA

FOR RATE OF RETURN ON TOTAL ASSETS*

Under Successful Efforts
Year 1 2 3 4 5

1 1.00 0.95 0.56 -0.11 -0.95
2 0.95 1.00 0.60 0.17 -0.88
3 0.56 0.60 1.00 0.40 -0.28
4 -0.11 0.17 0.40 1.00 0.27
5 -0.95 -0.88 —0 .28 0.27 1.00

Under Full Cost
Year 1 2 3 4 5

1 1.00 0.92 0.64 0.97 0.36
2 0.92 1.00 0.76 0.98 0.09
3 0.64 0.76 1.00 0.69 0.39
4 0.97 0.98 0.69 1.00 0.16
5 0.36 0.09 0.39 0.16 1.00

*Based on five companies with contemporaneous report
ing period (1964-1968).
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TABLE 5-6
INTERCORRELATION MATRICES OF FIVE YEARS DATA 

FOR RATE OF RETURN ON TOTAL ASSETS*

Under Successful Efforts
Year 1 2 3 4 5

1 1.00 0.86 0.38 0.13 -0.16
2 0.86 1.00 0.19 0.09 -0.16
3 0.28 0.19 1.00 0.83 0.31
4 0.13 0.09 0.83 1.00 0.50
5 -0.l6 -0.l6 0.31 0.50 1.00

Under Full Cost
Year 1 2 3 4 5

1 1.00 0.92 0.54 0.86 0.48
2 0.92 1.00 0.63 0.91 0.45
3 0.54 0.63 1.00 0.60 0.24
4 0.86 0.91 0.60 1.00 0.47
5 0.48 0.45 0.24 0.47 1.00

*
reporting

Based on 
periods

ten companies 
(between I963-

with non- 
•1973).

c ont emp or ane ous
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for exploration and development of oil and gas bear no pre
dictable relationship to current net income. One of the 
characteristics of oil and gas industry is that large amounts 
of money should be spent in exploration and development of a 
particular mineral deposit well in advance of the knowledge 
whether minerals will be found. It may take more than five

3years to develop a field for production. Such expenditures 
are capitalized at least until it can be decided whether 
exploration and development activities are successful or not. 
Under "successful efforts" method, when these activities 
prove to be unproductive, capitalized exploration and devel
opment expenditures should be expensed. Consequently, the 
effect on net income may be significant. These facts if 
combined with results obtained from the two samples, as indi
cated in Tables 5-5 and 5— 6, provided an indication that the 
rate of return on total assets was subject to wider fluctu
ations than those of net income per share and "cash flow" 
per share.

Multiple correlation coefficients for predicting 
fifth year data from first through fourth year, in terms of 
earnings per share, "cash flow" per share, and rate of 
return on total assets were compared for the ten-companies 
sample as shown in Table 5-7.

Multiple correlation coefficients for the ten- 
companies sample supported the results of the simple regres
sion analysis previously described. "Full cost" method
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TABLE 5-7
COMPARISON OF MULTIPLE CORRELATION COEFFICIENTS FOR

PREDICTING YEAR 5 DATA FROM YEARS 1 THROUGH 4*

Under
Successful
Efforts

Under
Full
Cost

Earnings per share 0.94 0.97
"Cash flow” per share 0.98 0.87
Rate of return on total assets 0.87 0.93

*Based on ten companies with non—contemporaneous 
reporting periods (between 1963 and 1973).

provided better predictive ability in terms of both earnings 
per share and return on total assets, but the predictive 
ability of ’’successful efforts” method was superior in terms 
of ’’cash flow” per share.

The third sample consisted of 67 companies. Thirty 
companies of these reported under ’’successful efforts” method, 
thirty— six companies reported under ’’full cost” method, and 
one company reported under each of the two methods to show 
the retroactive effect of shifting to "full cost” method.
The multiple correlation coefficients of this sample are 
shown in Table 5—8-

The results of the third sample (67 companies) showed 
opposite results to those obtained from the second sample 
(10 companies) in terms of earnings per share and rate of 
return on total assets only. Better predictive ability in 
these cases was shovm under the ’’successful efforts” method
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TABLE 5-8

COMPARISON OF MULTIPLE CORRELATION COEFFICIENTS FOR
PREDICTING YEAR 5 DATA FROM YEARS 1 THROUGH k*

Under
Successful
Efforts

Under
Full
Cost

Earnings per share 0.89 0.77
"Cash flow" per share 0.99 0.95
Rate of return on total assets 0.88 0.66

*Based on 6? companies with contemporaneous report
ing period from 1969 through 1973- Of these 31 companies 
reported under "successful efforts" method and 37 companies 
reported under "full cost" method (including one company 
reported under both methods) .

than under the "full cost" method. As previously mentioned, 
these results could be biased because the increase or decrease 
of the Rs could be attributable to differences between the 
activities of the companies in each group rather than to 
using different methods in accounting for finding costs of 
oil and gas. One useful observation was obtained from testing 
the predictive ability of this sample (67 companies). The 
superiority of "successful efforts" method predictive ability 
in terms of "cash flow" per share is still unchallenged.

The above analysis had some limitations which should 
be kept in mind before drawing a conclusion. The number of 
companies in the first sample was very small (5 companies).
In the second sample, the ten companies, the data were 
obtained for non— contemporaneous periods; and in the third
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sample, the 6? companies, the two groups compared consisted 
of different companies (except one company reported results 
of the two methods). A conclusion based on the results of 
the third sample would be biased because differences in pre
dictive ability could be attributable to pre-existing dif
ferences between the two groups. Although some noise could 
be caused by using non—contemporaneous periods in the second 
sample, the results obtained from this sample was considered 
the best among those obtained from the other two samples. 
However, the size of the second sample (ten companies) was 
not large enough to allow a generalization of the results 
obtained from its analysis. Since the above were all pos
sible samples which could be obtained at the present time, 
conclusions drawn from these samples were considered to be 
of exploratory nature.

Summary
The "successful efforts" and the "full cost" methods 

were evaluated in terms of their predictive ability of three 
variables which are of primary interest to the investor: 
earnings per share, "cash flow" per share, and rate of 
return on total assets. In order to obtain comparable data, 
three conditions were required: (l) the major activity of
selected companies should be exploring for and producing oil 
and gas, so that the effect of different methods of accounting 
for finding costs would be clearly reflected in reported 
net income, (2) operating results should be available for the
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same company under each of the two methods, so that the 
change of results should be attributable only to the change 
of the accounting method, and (3) the five-year period used 
for comparison should be contemporaneous, so that the change 
of the results would not be attributable to different circum
stances of other fiscal years. When all the three condi
tions were considered, it was not possible to obtain data on 
earnings per share, "cash flow" per share, and rate of return 
on total assets for more than five companies. When the 
third condition was excluded, it was possible to increase 
the sample size by another five companies so that some 
results could be obtained from the ten—companies sample.
When the second condition only was excluded, it was possible 
to obtain 31 financial statements under successful efforts 
and 37 under full cost for the same period (1969—1973)»

Given the paucity of comparable data, this study was 
done using three different samples. The first sample con
sisted of five oil producing companies which provided data 
under both the "successful efforts" and the "full cost" 
methods over a contemporaneous five-year period (1964—1968). 
The second sample consisted of ten oil producing companies 
which provided data under both the "successful efforts" and 
the "full cost" methods over non-contemporaneous five-year 
periods between I963 and 1973. The third sample consisted 
of 67 oil producing companies with contemporaneous reporting 
period from 1969 through 1973. Of these 3I companies
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reported under the "successful efforts" method and 37 com
panies reported under the "full cost" method (including one 
company reported under both methods).

Tentative results, subject to the limitations indi
cated in this chapter, were obtained from the above explora
tory study made on the predictive ability of both methods.
The analysis tended to suggest that the "full cost" method 
provided greater predictive power when dealing with earnings 
per share and rate of return on total assets. On the other 
hand, the "successful efforts" method provided greater pre
dictive power when applied to "cash flow" per share. It was 
noted though that the predictive power of both accounting 
methods was rather impressive when applied to "cash flow" 
per share. This provided one answer to the question of why 
financial analysts favor cash flow from operations over 
reported net income. Obviously, when adding back such 
expenses as those of dry holes and abandoned leases and other 
exploration costs which are, in most cases, not associated 
with current revenues, cash flow from operations would be 
highly smoothed and consequently would show greater pre
dictive power. This is clear especially in accounting under 
the "successful efforts" method.

These conclusions, however, should be considered 
tentative and suggestive of further research. The paucity 
of comparative data will not continue in the future especi
ally if the shift to "full cost" accounting continues at the
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present pace. This is because retroactive effects of the 
shift to another accounting method will be disclosed in 
published annual reports. At that time more accurate results 
can be obtained from annual reports with comparative data 
prepared under the other method retroactively.
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CHAPTER V I  

CONCLUSION AND RECOMMENDATIONS 

C o n c lu s io n

It has been accepted tacitly that accounting data 
is utilitarian. More attention has been given to the 
users of the financial reports, especially those who have 
limited authority, ability, or resources to obtain infor
mation and who rely on financial statements as their 
principal source of information about economic activities 
of the reporting unit. The recent view of accounting as 
an information system requires that published financial 
statements convey a useful message to those who are inter
ested in making investment in corporate stock. In order 
for this message to be useful, its content should at least 
meet the needs of those who regularly make the investment 
decision, particularly the financial analysts. An informed 
decision, however, cannot be made without comparable data.

While accounting for finding costs has been a 
problematic area in financial reporting of the petroleum 
industry, the emergence of full-cost accounting in the 
last two decades made the problem much worse. The compara
bility of annual reports even within the oil industry became

178
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very difficult, if not impossible. No final position has 
been taken by either the American Institute of Certified 
Public Accountants through its Boards or the Securities 
Exchange Commission to solve this problem. Consequently, 
the two methods, the "successful efforts" method and the 
"full cost" method, are still practiced under the "Gen
erally Accepted Accounting Principles." Therefore it was 
not surprising to find some big accounting firms certify
ing, with no qualification, financial statements of oil 
and gas companies prepared under a method which they 
strongly believe that such a method distorts the financial 
results of the reporting unit. Because this method is 
generally accepted, no qualification is required. Such a 
situation brought up to the accounting profession a serious 
dilemma which must be solved.

Proponents of either the "successful efforts" or 
the "full cost" methods focused on the needs and the inter
est of investors. This is to support their arguments for 
or against one of these methods. They argued that the 
other method, if not harmful, is less appropriate to 
investors. Therefore, this study conducted a questionnaire 
to solicit the opinion of the financial analysts— whose 
specialty is oil and gas securities— as to which method is 
better than the other, the reasons for such favorability, 
and what information is recommended for inclusion in the 
financial statements to improve reporting finding costs of
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oil and gas. Usable responses were 310 representing kO.3% 
of all oil and gas financial analysts (770 members of the 
American societies of financial analysts). This rate of 
response was fairly higher than what was usually received 
in similar situations.

It was found that the respondents highly favored 
the "successful efforts" method over the "full cost" method 
(73% vs. 27%) for providing more meaningful and yielding 
relatively greater comparability of annual reports of oil 
and gas producing companies. Most important reasons for 
justifying this position were two: (1) losses from unsuc
cessful ventures are currently reflected in annual reports 
prepared under "successful efforts" method, and (2) "full 
cost" method inappropriately inflates current income.

The questionnaire results indicated that the 
financial analysts favored "cash flow" (net income after 
adding back expenses which required no outlay of cash) 
for comparability and projections over net income reported 
under "successful efforts" or "full cost" methods. Appar
ently, this can be explained by the lack of comparability 
resulting from using a variety of accounting policies for 
finding costs of oil and gas without sufficient disclosures. 
For improving financial reporting of finding costs, the 
financial analysts recommended the inclusion of the follow
ing information in the published financial statements:
1. current expenditures on finding activities
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2. amount currently expensed for costs of unsuccessful 
ventures

3 . details of computing current amortization of capitalized 
finding costs

4. value of recoverable reserves at fair market value or 
at future net revenues discounted to present value

5 . value of recoverable reserves on a country-by-country 
basis

6. deferred income tax for differences between book and 
tax treatment of finding costs.

Uniformity under "successful efforts" method was 
highly recommended by the financial analysts, whereas such 
uniformity under "full cost" method was rejected. Although 
the respondents strongly favored a uniform "successful 
efforts" method, they also favored a "Uniform Minimum Dis
closure" statement under a uniform "successful efforts" 
method. This recommendation indicated that they need some 
kind of minimum uniformity for the purpose of obtaining 
comparable financial statements.

The examination of current annual reports of oil and 
gas companies, whose major activity was exploring for and 
producing oil and gas, revealed that both the two methods 
were equally popular among such companies. The variety 
of practices under each of the two methods makes sufficient 
comparability of financial statements of such companies 
close to impossible. It was found also that all the information
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recommended by oil and gas financial analysts for inclusion 
in the annual reports, except for current expenditures on 
finding activities, were not sufficiently disclosed.

According to the exploratory study made on the 
predictive ability of the two methods, the analysis tended 
to suggest that the "full cost" method provides greater 
predictive power when dealing with earnings per share and 
rate of return on total assets. However, the "cash flow" 
under "successful efforts" method provided the greatest 
predictive power of all. It has been indicated, however, 
that these conclusions were tentative and suggestive of 
further research because of the small number of companies 
used in this exploratory study. This limitation resulted 
from the fact that few oil and gas producing companies 
published a retroactive effect of shifting to another 
method of reporting finding costs. Results of the ques
tionnaire conducted in this study to oil and gas financial 
analysts indicated the same results in terms of predicting 
"cash flow." In terms of predicting earnings per share 
and rate of return on total assets the difference between 
Yes or No responses was not statistically significant, 
at 0.05 level of significance. However, 39% of the respondents 
considered that financial statement prepared under "full 
cost" method is more reliable in predicting earnings per 
share. Such percentage was statistically significant at 
the 0.10 level of significance. But it was a worthwhile
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to notice that most of the respondents who favored "full 
cost" method for predicting earnings per share favored 
the "successful efforts" method in general. This can only 
be explained by the fact that respondents believed that 
such a merit is more than offset by the disadvantages of 
the "full cost" method.

The predictive power of the "full cost" method in
terms of earnings per share stems from the smoothing
effect of this method on reported net income. Such
effect is a normal result of capitalizing such finding
losses as dry hole expenses and amortizing them over a
long period. The limitation of the smoothing approach was
best indicated in the statement of Paton and Littleton:

A sharp distinction is to be drawn between a reasonable 
scheme of spreading an annual charge in short-term, 
interim reports and any policy of income calculation 
designed to bring about an artificial smoothing of 
fluctuations resulting from varying business fortunes 
over a period of years.1

The main argument of the full-costers is that the 
cost of unsuccessful ventures is necessary for finding the 
company's reservoirs. Based on this assumption, they 
argue that such costs are assets, i.e., producing future 
revenues. However, this argument gives rise to an impor
tant question: what would happen if current ventures did
not result in new discoveries? It is unrealistic to believe 
that such unsuccessful ventures are producing future 
revenues from the reservoirs which have already been 
discovered in the past. Apparently, the "full cost" method
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as it is practiced now cannot be accepted without changing 
the basics of accounting.

Recommendations
The significance of the investor's point of view 

suggests that the findings of this study be considered by 
the Financial Accounting Standards Board (EASE) of the 
American Institute of Certified Public Accountants before 
finalizing its position towards the accounting method 
accepted for handling finding costs of oil and gas. Of 
particular importance are such findings as that oil and 
gas financial analysts favored "successful efforts" method 
over "full cost" method, and their recommendations concern
ing the disclosure of additional information or the uni
formity of accounting treatment of finding costs. It is 
also recommended that future research studies be made on 
the predictive ability of the "successful efforts” method 
and the "full cost" method. Such studies can be made 
when more companies disclose comparable results under 
each of these methods. Probably enough data will be avail
able when more oil and gas producing companies publish the 
retroactive effect of shifting from one method to another.

The uniformity recommended by oil and gas financial 
analysts, as stated in the questionnaire responses, was of 
primary interest. A uniform "successful efforts" method 
or a "Uniform Minimum Disclosure" (UMD) statement under 
the same method was recommended. Probably a uniform
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"successful efforts" method would not be acceptable by the
preparers of financial statement. However, a UMD statement
under "successful efforts" method would rather be more
acceptable. The idea of UMD statement is by no means a
new one. It has been proposed in I968 by Dr. Homer A.
Brown, Jr., Professor of Accounting at the University of 

2Oklahoma. In this statement, a single standardized 
"successful efforts" method of reporting for uniform min
imum disclosure purposes is required. The reporting unit 
can continue to use, in its primary statements, any gen
erally accepted methods under successful efforts costing 
or full costing whichever is believed to be more meaningful. 
Once the Financial Accounting Standards Board determined a 
standardized "successful efforts" method, it remains that 
a "Uniform Minimum Disclosure" statement be required in 
financial reporting. Normally, such a standardized method 
should be reviewed periodically. Thus, the suggested uni
formity maintains the merits of both uniformity and flexi
bility.
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Chapter VI Footnotes
^W. A. Paton and A. C. Littleton, An Introduction 

to Corporate Accounting Standards (Evanston, Illinois: 
American Accounting Association, 19^0), p. 65«

2Homer A. Brown, Jr. , "Financial Statements for 
External Analysts: An Evaluation and a Proposal," unpub
lished doctoral dissertation submitted to the Graduate 
School of Business of Indiana University, I968, pp. I56-
179.
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EXHIBIT 1
The

University'of Oklahoma 307 west Brooks, Room 200 Norman, Oklahoma 73069

Division of Accounting
College of Business Administration

Dear Mr.

December 27, 1974

Currently, I am engaged in a research study on the evalua
tion of published annual reports of oil and gas producing 
companies prepared under the "successful efforts" and the "full 
cost" methods of accounting for finding costs. You are aware 
of the fact that the successful efforts method capitalizes only 
the costs of successful exploratory activities and currently 
expenses the costs of unsuccessful ones, whereas the full-cost 
method capitalizes both the productive and the nonproductive 
expenditures--as long as the total expenditures do not exceed 
the value of recoverable reservoirs— and amortizes them on an 
overall unit-of-production method over the aggregate reservoir.
The selection of one of che two methods has a significant effect 
on reported net income, assets, and stockholders' equity espe
cially for companies whose major activity is exploring for and 
producing oil or gas.

This study is mainly concerned with some questions as to 
which of the two methods best serves your needs for the purpose 
of financial analysis and what additional information might be 
published to improve the present financial reporting of finding 
costs for companies whose major activity is exploring for and 
producing oil and gas.

For your convenience, the attached questionnaire has been 
designed so that it will not take more than ten minutes to 
answer, and a self-addressed envelope is enclosed. Your 
additional comments are invited.

It is not necessary to place your name on the questionnaire. 
Please be assured that your answers will be held in the stric
test confidence and will be used in aggregate totals.

Your prompt response would be most appreciated.
Sincerely yours.

A . Naggar



EXHIBIT 2
The

'University'of Oklahoma so? west Brooks. Room 200 Norman, Oklahoma 73069

Division of Accounting
College of Business Administration February 5, 1975

Mr. Roland Horton 
Chase Manhattan Bank 
1 Chase Manhattan Plaza 
New York, New York 10015
Dear Mr. Horton:

Recently, I mailed to you a confidential questionnaire on 
reporting finding costs of oil and gas producing companies with 
my letter of December 27, 1974. Since it appears that the ques
tionnaire may not have been received or may have been misplaced, 
I am enclosing another copy for your consideration.

Your answer to the questionnaire may help improve financial 
reporting of the oil and gas industry so that more meaningful 
data could be available for your analysis. Please take a few 
minutes now to complete and return the questionnaire in the en
closed addressed, stamped envelope.

Your prompt response would be most appreciated. If you 
have already responded, please disregard this request.

Sincerely yours,

A. Naggar
AN/lkb
Enclosure



EXHIBIT 3
The

^niversity 'o f Oklahoma 307 west Brooks. Room 200 Norman, Oklahoma 73069

Division of Accounting
College of Business Administration

December 27, 1974

Dear Mr.
I am writing a dissertation for the Ph.D. degree in 

accounting at the University of Oklahoma on current prac
tices of reporting finding costs of oil and gas. A 
major part of my dissertation involves a survey of these 
practices. Your company, being classified as an oil and 
gas producer, has been selected for the survey.

Please send me a copy of your published annual reports 
for the years from 1968 to 1973. I would be grateful if 
you send me also a copy of your 10-Ks for the same period.

Your prompt response would be most appreciated.
Sincerely yours.

A. Naggar
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The
^n iversity 'o f Oklahoma 307 west BiooKs. Room 200 Notman. Oklahoma 73069

Division of Accounting i  o -7 c
College of Business Administration F e b r u a r y  6,  l y / b

Secretary
Northlode Exploration Ltd.
777 Hornby 
Vancouver 
British Columbia 
Canada
Dear Sir/Madam:

I wrote you a letter on December 27, 19 74, to send me a 
copy of your published annual reports and the 10-Ks for the years 
1968 through 1973. Since it appears that the above letter may 
not have been received or may have been misplaced, I am again 
requesting that you send me a copy of these reports at your 
earliest convenience.

I wish to assure you that iry study is not intended to 
be critical of your company. The data obtained from your annual 
reports will be used only in aggregate totals.

Receiving the above reports within the next two weeks 
would allow me to complete my dissertation on schedule. Your 
prompt response would be most appreciated.

Sincerely yours.

A. Naggar
AN : cl



E X H I B I T  5 
Diyitioa of Aeeooating —  The University of Oklohoma

CONFIDENTIAL
QUESTIONNAIRE ON 

REPORTING FINDING COSTS OF OIL & GAS PRODUCING COMPANIES

Present employment: □  for a national firm □  for o regional firm □  local
Position: □  partner □  manager □  analyst □  other
Experience as analyst- □  0-5 years □  6-10 years □  over 10 years

I. COMPARABILITY OF ANNUAL REPORTS:
1. Which do you think is more meaningful end yields relatively greater comparability of the annual reports of oil & gas producing 

compoines:
□  Successful efforts method (if checked skip question # 3 )
□  Full-cost method (if checked skip question # 2 )

2. If you preferred successful efforts method, the reasons ore: YES NO
a. it is consistent with traditional accounting ......................................................................................................................................  D  O
b. it improves matching of costs v/ith related reserves........................................................................................................................ □  d
c. lasses from unsuccessful ventures are currently reflected in the annual rep o rts ...................................................................  D  d
d. full-cost method inappropriately inflotes current income ...........................................................................................................  d  d

e. other (specify).........................................................................................................................................................................................

3. I f  you preferred full-cost method, the reasons are:
a. results are not depressed by expioiatory costs which ore not related to current revenues ..............................................  d  d
b. it improves matching of costs with related revenues because discoveries are unlikely without incurrence of

unsuccessful ventures .............................................................................................................................................................................  d  d
c. when presented with changes of reservoirs, it permits ready comparison of comulotive and current results of

exploration programs ...............................................................................................................................................................................  d  d
d. the balance sheet reflects actual costs of mineral reserves...........................................................................................................  d  d
e. it encouroges exploration and development of reservoirs..............................................................................................................  d  d

f. other (specify) .......................................................................................................................................................................................

4. Because of the alternative accounting treatments for finding costs, cosh flow (net income plus depreciation, depletion
and omortization) is more reliable for comparability end predictions than net income reported under:

a. successful efforts method ...................................................................................................................................................................  d  d
fa. full-cost method ....................................................................................................................................................................................... d  d

II. RELATIVE PREDICTIVE ABILITY:
5. Under which method would the annual reports of oil & gas 

producing companies be relotively more reliable for predicting: 
o. earnings per shore .........................................................................
b. rate of return on total assets.....................................................
c. returns to investor (dividends plus appreciation of stock) .

Successful efforts 
method
□
□
□

Full-cost
method
□
□□

III. RECOMMENDATIONS:
For the following two questions, circle the letter/s which indicate your answer.

SR=Strongly recommended R =  Recommend U=Undecided
N P =N o t particularly useful UN=Unnecessory

6. Which of the following information V4)uld you recommend for inclusion in the 
published annual reports of oil & gas producing companies:
a. current expenditures on finding ac tiv ities .................................................................................................... SR R U NP UN
b. amount currently expensed for costs of unsuccessful ventures ............................................................. SR R U NP UN
c. details of computing current amortization of capitalized finding costs ............................................ SR R U NP UN
d. value of recoverable reserves based on:1. fair market v a lu e .................................................................................................................................... SR R U NP UN

2. future net revenues discounted to present value .......................................................................... SR R u NP UN
3. future net revenues without discount............................................................................................. SR R u NP UN

e. value of recoverable reserves on a country-by-country basis A u -vA
f. deferred income tax for differences between book and tax treatment of finding costs ................. SR K u NP UN

For improving present financial reporting of oil &  gas producing companies, which of the following 
methods would you recommend:
a. a  uniform successful efforts m e th o d ........................................................................................................... SR R u NP UN
b. a  uniform full-cost method ............................................................................................................................. SR R u NP UN
c. a "uniform minimum disclosure" statement by which a  column is added for data computed 

according to a uniform successful efforts method ................................................................................... SR R u NP UN
d. a  "uniform minimum disclosure" statement by which a  column is added for data computed 

according to a uniform full-cost method .................................................................................................... SR R u NP UN
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EXHIBIT 1
RELIABILITY TEST OF THE QUESTIONNAIRE

No . Random # Test No. 1 Test No. 2 Inconsist ency
1. 231 S* s** None
2. 55 S s None
3. 1 4 8 S s None
4. 1 1 7 s s None
5. 70 s s None
6. 92 s s None
7. 259 s s None
8. 113 s s None
9. 160 s s None

10. 13 s s None
11 . 252 s s None
12. 1 s s None
13. 6 s s None
14. 283 s s None
15. 111 s s None
l6 . 74 s s None
17. 97 s s None
18. 254 s s None
19. 189 s s None
20. 262 s s None
21. 1 8 4 s s None
22. 250 s s None
23. 206 s s None
24. 190 s s None
25. 51 s s None
26. 16 s s None
27. 268 s s None
28. 173 s s None
29. 232 s s None
30. 49 s s None

*S = Satisfactory. Respondent favored SE (question 
#1 ) and answered question #2 , but did not answer question 
#3 as requested in the questionnaire; or favored PC and 
answered question # 3 1 but did answer question #2.

**S = Satisfactory. Respondent favored SE in ques
tion #1, and recommended a uniform SE but did not recommend 
a uniform PC in question #7; or favored PC in question #1, 
and recommended a uniform PC but did not recommend a uniform 
SE in question #?.



EXHIBIT 2
CLASSIFICATION OF OIL AND GAS FINANCIAL ANALYSTS 

WHO RESPONDED TO THE QUESTIONNAIRE
# of

C l a s s i f i c a t i o n  B y  R e s p o n d e n ts  T o t a l

Certification:
Certified Financial Analyst 8l
Not Certified 229 310

Present Employment :
Working for a National Firm 1Ô2
Working for a Regional Firm 92
Working for a Local Firm 54
Employment Not Indicated ___2 310

Position:
Partner 
Manager 
Analyst 
Other
Position Not Indicated 47 310

Experience :
Over 10 Years 156
6—10 Years 77
0—5 Years 40
Period Not Indicated 37 310



EXHIBIT 3
OPINION OF OIL & GAS FINANCIAL ANALYSTS ON 
COMPARABILITY AND PREDICTIVE ABILITY OF 

SUCCESSFUL EFFORTS (SE) AND FULL COST 
(FC) METHODS (TOTAL RESPONSES)*

# of
Quest. Respondents
ir It em Yes No

Comparability of Annual Reports
1. Annual Reports Are More Meaningful and

Comparable Under:
Successful Efforts Method 221 — —

Full Cost Method 83 -----

2. Reasons for Preferring SE Method:
a. Consistency with Traditional Account

ing 129 29
b. Improving Matching Costs with

Reserves 138 35
c. Currently Reflecting Losses from

Unsuccessful Ventures 195 8
d. Full Cost Method Inappropriately

Inflates Current Income 183 14
3 . Reasons for Preferring FC Method:

a. Results not Depressed by Exploratory
Costs 59 7

b. Improving Matching Costs with
Revenues 75 5

c. Permitting Ready Comparison of Cum
ulative and Current Results of
Exploration Programs 39 13d. Reflecting Actual Costs of Reserves 48 16

e. Encouraging Exploration and Develop
ment 33 26

4. "Cash Flow" is More Reliable Than Net
Income Reported Under:
a. Successful Efforts Method 162 6l
b. Full Cost Method 130 70
Relative Predictive Ability

5« a. Earnings per Share Is More Predictable
Under:
Successful Efforts Method 116 —-
Full Cost Method I65 —

b. Rate of Return on Total Assets is
More Predictable Under:
Successful Efforts Method I85 —
Full Cost Method 121 —

*Includes responses of each question only.



EXHIBIT 4
RECOMMENDATIONS OF OIL & GAS FINANCIAL ANALYSTS

(TOTAL RESPONSES)*
Quest.

# Recommendation_____________________
6. Items Recommended for Disclosure:

a. Current Expenditures on Finding 
Activities

b. Amount Currently Expensed for 
Costs of Unsuccessful Ventures

c. Details of Computing Current 
Amort ization

d. Value of Recoverable Reserves 
Based On:
1. Fair Market Value
2. Future Net Revenue Dis

counted
3. Future Net Revenue With

out Discount
e. Value of Recoverable Reserves 

on a Country-by-Country Basis
f. Deferred Income Taxes

7. Uniformity Recommended:
a. Uniform "Successful Efforts" 

Method
b. Uniform "Full Cost" Method
c. "Uniform Minimum Disclosure" 

Statement Under a Uniform 
"Successful Efforts" Method

d. "Uniform Minimum Disclosure" 
Statement Under a Uniform "Full 
Cost" Method

 ̂of Respondent s* ■
SR R u NP UN

235 66 1 1
2 2 7 66 5 2 3
1 5 9 96 15 14 9

79 1 0 4 20 24 38
92 75 35 28 46
39 51 42 43 81
92 8o 10 13 23

1 3 7 1 1 9 16 10 14

1 46 59 l6 12 21
45 46 21 35 59

8l 64 32 11 29

50 46 33 29 46

*lncludes responses of each question only.
**SR = Strongly recommended, R = Recommended, U = 

Undecided, NP = Not particularly useful, and UN = Unnecessary,



EXHIBIT 5
OPINION OF OIL & GAS FINANCIAL ANALYSTS ON COMPARABILITY 
AND PREDICTIVE ABILITY OF SUCCESSFUL EFFORTS (SE) AND 
FULL COST (FC) METHODS (CLASSIFIED AS CFA AND NCFA)*

# of Respondents * *

CFAs NCFAs
Yes No Yes No

1. (favoring SE) 59 —  — 162 ■■ ■ ■

(favoring FC) 19 ----- 64 -----

2—a « 38 9 91 20
b. 4o 8 98 27
c. 53 2 142 6
d. 50 3 133 11

3—a. 15 1 44 6
b. 16 2 59 3
c. 6 5 33 8
d. 11 4 37 12
e. 10 4 23 22

4—a. 4o 14 122 47
b. 31 18 99 52

5-a. (SE more predictable) 28 — 88 —  —

(FC more predictable) 43 “ 122 -----

b. (SE more predictable) 44 114 —  —

(FC more predictable) 28 -- 93 --

*CFA = Certified Financial Analysts, and NCFA = Not 
certified.

* * Includes only responses of each question.



EXHIBIT 6

RECOMMENDATIONS OF OIL & GAS FINANCIAL ANALYSTS
(CLASSIFIED AS CFA AND NCFA)*

# of Respondents * *
Q u e s t . _________CFAs  NCFAs

SR R u NP UN SR R u NP UN
6a . 65 15 0 0 0 1 70 51 0 1 1
b. 59 18 3 0 0 168 48 2 2 3
c. 36 35 3 2 2 123 6l 12 12 7
d-1. 17 3 5 2 5 62 71 15 22 33

2 . 23 26 11 5 8 69 49 24 23 38
3. 10 1 5 13 6 19 29 36 29 37 62

e. 24 28 2 1 5 68 52 8 12 18
f. 37 36 4 1 2 100 83 12 9 12

7a. 45 11 4 3 4 101 48 11 9 17
b. 7 10 8 10 14 38 36 13 25 45
c. 20 20 10 2 3 61 44 22 9 26
d. 13 10 8 6 11 37 36 25 23 35

*CFA = Certified Financial Analyst, and NCFA = Not 
Certified.

**Includes only responses of each question. SR = 
Strongly recommended, R = Recommended, U = Undecided, NP = 
Not particularly useful, and U = Unnecessary.



EXHIBIT 7
OPINION OF OIL & GAS FINANCIAL ANALYSTS ON COMPARABILITY
AND PREDICTIVE ABILITY OF SUCCESSFUL EFFORTS (SE) AND
FULL COST (FC) METHODS (CLASSIFIED BY PRESENT EMPLOYMENT)

# of Respondents* Working For: 
National Regional Local

FirmsFirms Firms
Yes No Yes No Yes No

1. (favoring SE) 122 6l — 38 —

(favoring FC) 39 --- 29 --- 15 ---

2a. 68 18 36 9 25 2
b. 71 22 38 9 29 4
c. 104 4 56 2 35 2
d. 105 5 49 5 29 4

3a. 27 3 19 3 13 1
b. 35 2 26 2 14 1
c. 15 8 15 1 9 4
d. 22 7 17 4 9 CV
e. 13 15 13 4 7 7

4a. 81 38 50 12 31 11
b. 71 34 35 24 24 12

5a. (SE more predictable) 63 — 33 ■ ■■ 2 0 --
(FC more predictable) 83 -- 51 — — 31 ---

b. (SE more predictable) 85 ■ ■ 1 M 44 29 —  —

(FC more predictable) 60 -- - 39 --- 22 —  —

‘Includes only responses of each question.



EXHIBIT 8
RECOMMENDATIONS OF OIL & GAS FINANCIAL ANALYSTS

(CLASSIFIED BY PRESENT EMPLOYMENT)

___________# of Respondents* Working For:
Quest. National Firm Regional Firm Local Firm
# SR R U NP UN SR R U NP UN SR R U N? UN

6—a . 132 29 0 1 1 65 24 0 0 0 38 13 0 0 0
b. 130 30 1 1 1 58 27 1 0 2 39 9 2 1 0
c. 90 49 8 8 5 40 30 7 3 3 29 17 0 3 1
d.-■1 . 40 59 9 14 24 28 21 7 6 10 11 24 4 4 4

2. 50 37 15 17 26 29 22 13 18 10 13 16 7 3 10

3. 23 31 18 22 47 9 13 16 10 21 7 7 8 11 13
e. 46 46 5 6 12 23 20 3 4 7 23 14 2 3 4
1. 82 56 10 3 7 35 4l 5 2 4 20 22 1 5 3

7-a. 85 27 9 4 10 34 19 7 5 6 27 13 0 3 5
b. 23 22 11 24 27 14 15 9 7 16 8 9 1 4 16
c. 42 39 15 3 18 26 12 14 3 3 13 13 3 5 8
d. 23 23 18 17 21 19 15 12 5 11 8 8 3 7 14

'Includes only responses of each question.



EXHIBIT 9
OPINION OF OIL & GAS FINANCIAL ANALYSTS ON COMPARABILITY
AND PREDICTIVE ABILITY OF SUCCESSFUL EFFORTS (SE) AND

FULL COST (FC) METHODS (CLASSIFIED BY POSITION)

# of Respondents
Partner Manager Analyst Other

# Yes No Yes No Yes No Yes No
1. (favoring SE) 60 -- 36 -- 103 — 22 —

(favoring FC) 28 -- 11 -- 36 -- 8 —

2-a. 32 6 20 5 63 14 14 4
b. 32 11 28 2 63 19 15 3
c. 55 1 33 2 87 5 20 0
d. 46 4 29 3 88 7 20 0

3-a. 20 3 9 1 26 3 4 0
b. 24 3 10 1 33 1 8 0
c. 14 4 6 1 17 7 2 1
d. 19 5 9 1 l6 10 4 0
e. 9 8 6 4 l6 12 2 2

4-a. 47 17 24 7 71 33 20 4
b. 35 24 18 11 68 28 9 7

5-a. (SE more predictable) 28 — — 23 — — 53 -- 12 --
(FC more predictable) 52 -- 22 —— 75 —— 16 -

b. (SE more predictable) 39 — — 24 -- 79 -- 16 -
(FC more predictable) 41 — ' " 20 48 —  — 12 — —

Includes only responses of each question.



EXHIBIT 10
RECOMMENDATIONS OF OIL & GAS FINANCIAL ANALYSTS (CLASSIFIED BY POSITION)

 ___________________________# of Respondents*____________________ _______
Quest. Partners Managers  Analysts  Others

# SR R u NP UN SR R U NP UN SR R U NP UN SR R U NP UN

6~a. 67 18 0 1 1 33 15 0 0 0 118 20 0 0 0 17 13 0 0 0
b. 61 21 1 1 2 33 13 2 0 0 115 21 1 1 0 18 11 1 0 1
c. k2 27 7 6 2 27 12 3 3 0 78 46 4 4 4 12 11 1 1 3
d.-1 . 18 25 6 8 13 15 19 1 5 5 38 50 11 10 14 8 10 2 1 6

2 . 27 18 12 17 15 15 15 4 5 6 40 37 15 16 18 10 5 4 0 7
3. 13 l4 12 8 24 6 10 7 9 12 16 24 17 24 35 4 3 6 2 10

e. 28 19 3 2 7 13 15 1 4 4 44 34 4 6 10 7 12 2 1 2
f. 36 31 2 7 8 21 24 3 0 0 70 53 6 3 3 10 11 5 0 3

7-a. 40 15 2 6 10 24 9 3 3 3 66 30 8 2 7 16 5 4 1 1
b. 17 10 5 5 15 6 9 1 10 11 17 21 14 17 27 5 6 1 3 6
c. 20 17 8 5 10 15 11 10 1 3 39 29 11 5 13 7 7 3 0 3
d. 15 10 8 5 15 8 7 7 7 5 24 22 15 16 20 3 7 3 1 6

*Includes only :respondents of each question . 1SR := Strongly recommend.
R = R ecom m end, U = U n d e c id e d ,  NP = N o t p a r t i c u l a r l y  u s e f u l ,  and  UN -  U n n e c e s s a ry .



EXHIBIT 11
OPINION OF OIL & GAS FINANCIAL ANALYSTS ON COMPARABILITY
AND PREDICTIVE ABILITY OF SUCCESSFUL EFFORTS (SE) AND

FULL COST (FC) METHODS (CLASSIFIED BY PERIOD OF EXPERIENCE)
# of Respondents* with 
Years of Experience:

Question 0-5 é- 10 Over 10
# Yes No Yas No Yes No

1. (favoring SE) 58 — 54 — 109 --

(favoring FC) 19 - 20 -- 44 --

2—a « 30 12 38 7 6l 10
b. 38 9 30 12 70 14
c. 50 2 48 2 97 4
d. 43 8 47 3 93 3

3—a. 14 0 17 2 28 5
b. 18 0 18 3 39 2
c . 6 3 11 5 22 5
d. 9 3 13 5 26 8
e . 6 3 8 8 19 15

4—a. 4l 16 35 19 86 26
b. 31 18 4l 17 58 35

5—a. (SE more predictable) 29 - 29 -- 58 --

(FC more predictable) 42 - 44 -- 79 --

b. (SE more predictable) 43 - 37 “ 78 --

(FC more predictable) 27 — — 34 — — 60 — —

‘Includes only responses of each question.



EXHIBIT 12
RECOMMENDATION OF OIL & GAS FINANCIAL ANALYSTS 

(CLASSIFIED BY PERIOD OF EXPERIENCE)

 # of Respondents* with Years of Experience
Quest. 0-5 6-10 Over 10

SR R U NP UN SR R u NP UN SR R U NP UN

6— a. 54 21 0 0 1 58 18 0 0 0 1 2 3 27 0 1 0
b . 51 21 1 0 3 56 19 1 0 0 1 2 0 26 3 2 0

c. 36 24 5 4 5 4l 24 4 3 1 82 48 6 7 3
d. -1. 1 9 15 9 9 17 23 25 5 8 6 37 64 6 7 15

2. 19 14 13 9 18 28 19 10 6 7 45 42 12 13 21
3. 7 8 12 13 28 1 4 10 8 15 18 18 33 22 15 35

e. 17 22 2 2 11 23 17 3 3 3 52 4l 5 8 9
f. 35 29 3 3 6 58 27 4 3 2 66 63 9 4 6

7-a. 38 15 2 6 3 33 l6 6 1 9 75 28 8 5 9
b . 6 15 2 9 16 1 5 10 6 13 1 7 24 21 13 13 26
c. 23 11 4 5 8 18 19 10 3 9 40 34 18 3 12
d. 10 11 8 7 13 16 12 10 9 10 24 23 15 13 23

* Includes only responses of each question. SR = 
Strongly recommend, R = Recommend, U = Undecided, NP = Not 
particularly useful, and UN = Unnecessary



APPENDIX C

L IS T  OF O IL  AND GAS PRODUCING COMPANIES 
INCLUDED IN  THE STUDY

1. Adobe Oil & Gas Corporation
2. Amar ex, Inc.
3. American Eagle Petroleums, Ltd.4. American Quasar Petroleum Co.
5. Apache Exploration Corp. (now Apexco, Inc.)
6. Argo Petroleum Corporation
7. Azamera Oil Corporation, Ltd.
8. Ashland Oil Canada Limited
9. Austral Oil Company Incorporated10. Aztec Oil & Gas Company
11. Basin Petroleum Corp.12. Belco Petroleum Corporation
13. Bell Western Corp.
14. Buttes Gas & Oil Co.
15. C&K Petroleum, Inc.
16. California Time Petroleum, Inc. (now Petrominerals 

Corporat ion)
17. Canada Southern Petroleum, Ltd.
18. Canadian Export Gas & Oil, Ltd.
19. Canadian Homestead Oils, Limited20. Canadian Superior Oil, Ltd.21. Can Del Oil Ltd.22. Cayman Corporation
23. Clinton Oil Company24. Consolidated Oil & Gas., Inc.
25. Coquina Oil Corporation
26. Cotton Petroleum Corporation
27. Damson Oil Corporation
28. Delhi International Oil Corporation
29. Dome Petroleum Limited
30. Dorchester Gas Corporation
31. Double Eagle Petroleum and Mining Company
32. Dowdle Oil Corporation
33. EMC Energies, Inc.
34. Eason Oil Company35* Echo Oil Corporation
36. Equity Oil Company
37. Exchange Oil & Gas Corporation
38. Exeter Oil Company, Ltd.
39. Felmont Oil Corporation40. Flying Diamond Corporation41. Forest Oil Corporation42. Galaxy Oil Company
43. General Americcin Oil Company of Texas



h’l. General Exploration Company
45. Great Plains Development Company of Canada, Ltd.
46. Great Yellowstone Corporation
47. Gulf Energy & Development Corporation
48. Hamilton Brothers Exploration Company
49. Hanover Planning Company, Inc.
50. Helmet Petroleum Corporation
51. Hiko Bell Mining and Oil Company
52. Houston Oil & Minerals Corporation
54. Hudson's Bay Oil and Gas Company Limited
55. Inexo Oil Company
56. Inter-American Petroleum Corporation
57. Intercontinental Energy Corporation
58. International Royalty & Oil Co.
59. Invent Incorporated
6o. Juniper Petroleum Corporation
6l. King Resources Company
62. LVO Corporation
63. Ladd Petroleum Corporation
64. The Louisiana Land and Exploration Company
65. Louisiana Land Offshore Exploration Company, Inc.
66. Love Petroleum Company
67. May Petroleum, Inc.
68. Maynard Oil Company
69. McCulloch Oil Corporation
70. Merchants Petroleum Company
71. Miller Oil Company
72. Mitchell Energy & Development Corp.
73. Norris Oil Co.
74. North Canadian Oils Limited
75. Northwest Production Corporation
76. Numac Oil & Gas, Ltd.
77. Ocean Oil & Gas Company
78. Oceanic Exploration Company
79. Pacific Oil and Gas Development Corporation
80. Page Petroleum, Ltd.
81. Pan Ocean Oil Corporation
82. Pauley Petroleum, Inc.
83. Pennzoil Louisiana and Texas Offshore, Inc.
84. Pennzoil Offshore Gas Operators, Inc.
85. Peruvian Oils & Minerals, Ltd. (now Pominex, Ltd. )
86. Petrol Industries, Inc.
87. Petro-Lewis Corporation

Corporation)88. Plaza Petroleum, Inc. (now Brock Exploration
89. Prairie Oil Royalties Company, Ltd.
90. Sage Oil Company, Inc.
92. Scurry-Rainbow Oil, Limited
93. Seaboard Oil & Gas Co.
94. Shenandoah Oil Corporation
95. Skyline Oil Company
96. Southland Royalty Company
97. State Exploration Company
98. Summit Energy, Inc.



99. The Superior Oil Company
100. Tenneco Offshore Company, Inc.
101. Terra Resources, Inc.
102. Texas American Oil Corporation
103. Texas International Company
104. Texas Oil & Gas Corp.
105. Tipperary Corporation
106. Trans-Ocean Oil, Inc.
107. Tribune Oil Corporation
108. Triton Oil & Gas Corp.
109. United Canso Oil & Gas, Ltd.
110. Universal Resources Corporation
111. Webb Resources, Inc.
112. Western Decalta Petroleum Limited
113. White Shield Corporation
114. Willard Pease Oil & Gas Company
113. The Wiser Oil Company


