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CHAPTER I 

INTRODUCTION 

One of the problems in a study of accounting methods or 

practices is the determination of the origin of accounting 

practices. By what authority are some practices deemed "good" 

or acceptable, and other practices discarded as not being 

acceptable? How, really, do accounting practices develop? 

The position taken in this study is that the practices 

used in accounting have developed in response to environmental 

factors rather than from a logical or rational extension of 

accounting theory. Accounting for financial affairs was done 

long before theories were developed to explain things that 

had been done or that were being done. Littleton, indicating 

accounting's origin as a response to known needs, stated that 

changes in accounting can be explained in terms of the forces 

current at the time of the change.''" Bevis expressed much the 

same thought in saying that corporate financial accounting 

O 

has evolved from the social and economic environment. 

Much recent discussion of accounting theory and account-

ing principles has hailed the use of the deductive approach 

•̂A. C. Littleton, Accounting Evolution to 1900, 2nd ed. 
(New York, 1966), p. 362. 

^Herman ¥. Bevis, Corporate Financial Reporting in a 
Competitive Economy (New York, 1965) » P • !•"' 
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to the formulation of accounting principles. The purpose 

of such theory development has been given as the molding or 

directing of accounting practice. The Accounting Research 

Studies, undertaken by the American Institute of Certified 

Public Accountants, have studied several areas within account-

ing and have included specific recommendations on matters of 

theory. In some cases the Accounting Principles Board of the 

American Institute of Certified Public Accountants has follow-

ed the recommendations of the theoreticians and has made 

pronouncements with respect to specific matters of practice. 

In other cases the Board has considered the recommendations 

to be "too radically different" to be followed by the account-

ing profession.^" An additional indication of the Board's 

reluctance to maintain a theoretical position contrary to 

feelings within the profession is that Opinion No. 2 of the 

Board was retracted when the practicing accountants in the 

profession and the Securities and Exchange Commission did not 

agree with the results obtained in its use.-

Practice in the accounting profession continues to 

develop in response to needs and objectives rather than 

^Delmer P. Hylton, "Current Trends in Accounting Theory," 
The Accounting Review, XXXVII (January, 1962), 22; Eldon S. 
Hendriksen, Accounting Theory (Homewood, Illinois, 1965)> P- 1\ 
Harvey T. Deinzer, Development of Accounting Thought (New 
York, 1965) 5 P- 105~ 

^-"Statement by the Accounting Principles Board" (New York, 
April 13, 1962). 

^"Accounting for the Investment Credit," Opinions of the 
Accounting Principles Board, No. l\. (New York, 19614.) , p. 21. 
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through the deductive process of moving from the "ought" to 

the "is." Goldberg has avoided the question of the genesis 

of accounting practice by indicating that one service possi-

ble in an empirical study of accounting would be the bringing 

to light of the influences which do in fact affect accounting 

practices, and that this knowledge could add to the proof or 

disproof of much of the doctrinal writing in accounting 

today 

A recent emergence of an accounting practice has been 

the development of full costing in the petroleum industry. 

Within recent years, several companies in the petroleum 

industry have adopted the practice of capitalizing all of 

the costs of exploration and development as the carrying 

value of whatever hydrocarbon deposits are found. The capi-

talization of all costs is done regardless of the results of 

any specific venture. While there are othei? aspects, the main 

arguments are that exploration is carried on for the purpose 

of finding reserves and that all parties engaged in the 

exploration for oil and gas realize that only a portion of 

the outlays will ever result in the actual discovery of hydro-

carbons. When it is expected that a certain amount of 

unfavorable results will occur in the quest for hydrocarbon 

reserves, the total amounts expended must be recovered from 

the production of whatever reserves may be found. 

^Louis Goldberg, An Inquiry Into the Nature of Account-
ing (Menasha, Wisconsin, 1965)/ P • 11 • 
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Several factors have encouraged accounting practices in 

the petroleum industry to be ultra-conservative. The location 

and production of hydrocarbons involve high risk and large 

amounts of capital. Out of the great amounts of money expend-

ed in the search for hydrocarbons, only a small percentage 

will be applicable to actual discovery of specific reserves. 

Most expenditures will be on efforts that are nonproductive, 

or where results of the effort indicate an absence of hydro-

carbon reserves. The extent of the risk in the development 

phase of the petroleum industry is indicated by the fact that 

in recent years the chances of drilling a wildcat and discov-

ering a significant field are only about one in fifty-nine.^ 

High capital requirements and a relatively high degree 

or risk have tended to make those within the industry cautious 

regarding the carrying value of oil reserves. Costs of the 

unsuccessful wells have generally been treated as losses and 

have been recognized as such in the financial statements. 

Values in excess of the amounts expended in discovery of the 

reserves are not recognized until such time as the reserves 

have been produced and sold. Conservative accounting prac-

tices have generally been the rule in the petroleum industry. 

The treatment of expenditures for tax purposes has also 

influenced financial accounting practices. Most of the 

7American Petroleum Institute, Petroleum Pacts and 
Figures, 1967 Edition (New York, 196 7), p. 19. A significant 
field is one that is defined as having more than one million 
barrels of oil reserves or more than six million cubic feet 
of gas reserves. 
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expenditures made in the search for hydrocarbons are subject 

to immediate deduction for federal income tax purposes. Some 

companies have followed the conservative approach of treating 

most items as deductions for financial purposes as well as 

for tax purposes in order to avoid the additional record 

keeping that would be required in handling expenditures dif-

ferently for tax and financial purposes. 
ft 

The adoption of an additional method or practice of 

accounting has created problems for the petroleum industry, 

the accounting profession, and financial analysts. The capi-

talization of all costs incurred in the finding of hydrocarbon 

reserves, which has come into use only fairly recently, is 

called the full cost method or sometimes the total cost method 

of accounting. While the method is not widely popular in 

terms of the number of companies that are using it, its adop-

tion is growing and the method is apparently considered to be 
Q 

"generally accepted." 

A problem exists in determining the causes and effects 

of an additional practice coming into use at this time within 

the petroleum industry, which already has a wide diversity of 

accounting practices. Primary concern of this research has 

been the determination of the factors which have led to the 

emergence of the full cost method as an acceptable method of 

accounting for certain of the costs within the petroleum 

industry and the determination of the effects upon the 

®See Chapter II, p. 17. 



reported earnings and the statement of financial position of 

the corporation. Through an examination of the reasons for 

and the effects of the use of the full cost method it has 

been possible to see some of the implications for both the 

petroleum industry and the accounting profession. 

In connection with the economics of the industry, the 

advocates of full costing contend that even though the value 

of the reserves cannot be recognized in the financial state-

ments under present accounting practices, these statements 

should at least indicate the total costs involved in the 

discovery of the reserves. Those favoring the use of the 

full cost method of accounting for the finding costs in the 

industry contend that statements prepared under the full cost 

concept are more meaningful in that a greater degree of com-

parability is present between companies and between years for 

the same company. Proponents of full costing also contend 

that the earnings as indicated in the financial statements 

are more realistic in that a more accurate picture of the 

earning capacity of the concern is given and that the earn-

ings do not reflect fluctuations resulting from nonoperating 

factors. 

The accounting profession is faced with the situation 

of an additional alternative among practices which are used. 

In the search for a more meaningful method of presentation 

of financial statements, the development of the full cost 

method of accounting for finding costs is advanced by its 
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proponents as the most desirable method of accounting to use 

in the presentation of financial data with respect to the 

petroleum industry. Changes to full costing have implications 

not only for the petroleum industry and the accounting pro-

fession, but for other industries as well. Perhaps full 

costing will result in a more realistic presentation of the 

financial data in cases where some fairly large amounts of 

capital are required and there is a long lapse of time before 

the full recovery of costs, and some profit, can be expected. 

Research and development expenditures are usually material, 

and require long cost recovery periods. 

Significance of the Study 

The study of the full cost method of accounting for 

finding costs in the petroleum industry is significant 

because it offers a unique opportunity to examine an emerging 

accounting practice and will indicate some of the reasons for 

a shift in the reporting practices of a portion of the indus-

try. The importance of the emergence of the method is shown 

by the fact that a significant portion of the 1967> as well 

as the 1966, Oil and Gas Accounting Institute was devoted to 

presentations on and discussion of the subject of full cost 

accounting in the petroleum industry.^ The topic is of 

^Second Annual Institute on Oil and Gas Accounting 
(Dallas, Texas, September 22-23, 1966), and Third Annual 
Institute on Oil and Gas Accounting (Dallas, Texas, September 
21-22, 1967)j sponsored by the Southwestern Legal Foundation 
of Southern Methodist University. 



current interest to the petroleum industry as well as to 

those outside the industry.^ Perhaps the greatest indication 

of the interest shown in this method or practice of accounting 

within the petroleum industry is that the American Petroleum 

Institute is expected to undertake a research study of this 

1 1 

method of accounting in the near future. 

The financial effect of adoption of the full cost method 

is also considered significant in that there is very defi-

nitely a change in the reported earnings of the firms adopting 

the method and a further change in the statement of financial 

position of the same firms. Significant to this study are 

determination of the changes in the financial statements and 

the reasons for management desiring the effects of adoption 

of the full cost method. 

Hypotheses 

In making a study of the adoption of the full cost 

method of accounting in the petroleum industry, particularly 

in attempting to determine the reasons and effects of the 

adoption, primary and secondary hypotheses are 

James F. Cole, ''Rates of Return and Full Cost Accounting 
i n the Oil Industry," The Canadian Chartered Accountant, 
LXXXIX (September, 196677 202. One of the national public 
accounting firms has pub lished a booklet on the subject for 
purposes of study and discussion: Arthur Andersen & Co., 
Accounting; for Oil and Gas Exploration Costs (Chicago, 1963) . 

1 1 
Letter from Robert H. Stewart, Director of Finance and 

Accounting, American Petroleum Institute, February 29, 1968. 
A copy of this letter is included in Appendix A. 
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(1) The shift to full costing in the petroleum industry is 

caused by changes in the financial and economic environ-

ment of the petroleum industry, and primarily in the 

following: 

(a) There has been an increase in the issuance of stock 

to the public by many companies in the industry. 

(b) There are real and potential increases in govern-

mental regulation in the petroleum industry. 

(c) Security analysts have influenced a change toward 

full cost accounting in the petroleum industry. 

(d) The general maturity of the industry has caused 

some consideration of the full cost method. 

(e) There has been a desire on the part of management 

to raise and smoothen reported income. 

(2) The full cost method of accounting for finding costs in 

the petroleum industry is the logical response to these 

causes because 

(a) It increases income in the short run, particularly 

for the growing or developing companies. 

(b) There is a tendency to smoothen income in all cases, 

to eliminate unusual fluctuations in income which 

are the result of the level of exploratory activity. 

(c) It increases the carrying value of the properties. 

To have some reasonable basis for determination of the 

validity of the hypotheses, an examination was made of the 

environmenb of the industry in recent times. Also necessary 



10 

were examinations of both the influences exerted on the 

petroleum industry by governmental and other groups and data 

relative to specific firms within the industry which have 

actually changed to full cost accounting. 

While the total environment of the industry is important, 

the factors having some degree of influence up through the 

points of production and sale of the hydrocarbons are consid-

ered the most relevant. The increasing difficulty of the 

location of hydrocarbons, the escalating costs involved, and 

the demand-supply relationships pertaining to the crude 

hydrocarbons are part of the environment under consideration. 

Influences are exerted upon the petroleum industry from 

many different sources. Governmental agencies have influenced 

the industry in many cases. Financial analysts have indicated 

a desire for more uniform reporting within the industry. Yet, 

the greatest influences exerted upon the petroleum industry 

are those imposed in the financial community by stockholders, 

potential stockholders, and others who might be considered as 

sources of capital for the industry. For purposes of this 

study, consideration of those exerting influence upon the 

petroleum industry has been limited to governmental agencies, 

some financial analysts, and the general financial community. 

Organization 

The scope of the paper, the methods of research, and 

some of the limitations of the study are presented in the 

next chapter. Chapter III includes a discussion of 
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conventional accounting in the petroleum industry. The 

nature and. definition of full cost accounting and the extent 

of usage of the full cost method are discussed in Chapter IV, 

as well as some of the arguments advanced for and against the 

full cost method. The material in Chapter V deals with the 

reasons for the companies changing to the full cost method 

of accounting for finding costs within the petroleum indus-

try. The specific effects upon the financial statements of 

a company changing to this method of accounting are examined 

in Chapter VI. The findings of the study are summarized in 

Chapter VII and some conclusions are drawn with respect to 

the reasons behind and effects of adoption of the full cost 

method of accounting; discussion in the final chapter also 

deals with the need for additional research in the area of 

full cost accounting in the petroleum industry. 



CHAPTER II 

SCOPE AND METHODS OP RESEARCH 

Basic Assumptions 

Basic to this study is the assumption that existing 

accounting is a function of and develops from prior account-

ing practice and in response to changes in the economic 

environment. This is contrary to some views that practice 
*1 

develops through logical reasoning from accounting theory. 

Some basic assumptions exert influence over the account-

ing that is done regardless of the particular method of 

accounting that is followed. The idea that a concern will 

remain in business is basic to the accounting process as is 

the assumption of an economic entity whose business trans-

actions can be accounted for separately on some meaningful 

basis. A stable monetary unit is assumed for purposes of 

accounting measurements even though the validity of this 

assumption is at times subject to question. For accounting 

•'•For example, see the following: Maurice Moonitz, The 
Basic Postulates of Accounting (New York, 1961), p. 6; Robert 
T. Sprouse and Maurice Moonitz, A Tentative Set of Broad 
Accounting Principles for Business Enterprises (New York, 
1962), ̂  p. 55; Eldon S. Hendriksen, Accounting Theory (Homewood, 
Illinois, 1965)j p« 1; Delmer P. Hylton, "Current Trends in 
Accounting Theory," The Accounting Review, XXXVII (January, 
1962), 22; A. C. Littleton, Structure of Accounting Theory 
(Menasha, Wis., 1953), P- 139; W. A. Paton and A. C. Littleton, 
An Introduction to Corporate Accounting Standards (Ann Arbor. 
Mich., 191+0), p.3. 

12 
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information to be useful, the information must be timely. 

The use of time periods is generally considered necessary in 

accounting. Accounting is concerned with an identifiable 

entity that will remain in business. Measurements will be 

made of the entity for various periods of time through use 

of a stable monetary unit. 

The purposes of accounting measurements are generally 

assumed to be the determination of financial position at a 

particular point in time and the recognition of accomplish-

ment of the concern over a period in time. The measure of 

accomplishment, or of net accomplishment, implies a causal 

relationship between the efforts of the concern and its 

accomplishments. For the accounting measurements to have any 

meaning, a proper matching of the efforts of the concern and 

of the corresponding accomplishments is necessary. The reve-

nues are generally considered to be the accomplishments of 

the firm, and efforts are the costs incurred in the produc-

tion of the revenues, or those costs that can be matched 

with the revenues of the firm. Under these concepts, the net 

accomplishment, or net income in the case of an accounting 

measurement, of the firm is considered the economic contri-

bution of the particular firm. 

The rather broad limitations of accounting theory arise 

from the fact that theory specifies what is to be done, but 

not the specific manner in which the measurements are to be 

made. There are at times alternative methods available for 
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the handling of certain or similar types of transactions. 

Where alternatives exist, the owner-manager group has the 

most direct influence on the accounting methods to be used. 

With net income being a measure of the economic contribution 

of the firm and of the effectiveness of management, the 

accounting practices will generally move in the direction 

which will best serve the interest of the owner-manager group 

if there is permissible latitude in the choice of the prac-

tices followed. 

The fact that the communication of financial data serves 

a useful purpose must also be assumed without specific proof. 

The nature of the communication and the degree of usefulness 

are dependent in part upon the use to which the communication 

will be put by the statement user. One of the possible uses 

is as a measure of managerial efficiency of the concern doing 

the reporting. It is assumed that the trend or rate of growth 

and the degree of fluctuations of the business will be used 

in measuring the effectiveness of management of a concern. 

Definition of Terms 

Some of the following definitions are general within the 

petroleum industry, and some are specific within this study. 

For the sake of clarity, however, the following definitions 

have been followed throughout the remainder of the study. 

Conventional accounting practices are meant to be those 

conservative practices followed by the majority of the firms 

within the petroleum industry whereby only costs relating to 
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particular reserves are capitalized. All other costs, not 

readily identifiable with specific reserves, are charged to 

expense within the year in which they are incurred. Thus, 

under conventional practices, very few exploratory costs 

will be capitalized; delay rentals will be charged to expense 

as paid or incurred; none of the general and administrative 

costs will be included in capitalized costs; and none of the 

dry hole costs will be capitalized, but rather will be charged 

to current income. 

Full cost accounting, or total cost accounting as it is 

sometimes called, involves the capitalization of all explo-

ration and development costs without regard to the success of 

any particular venture. There is usually a portion of the 

general overhead capitalized as pertaining to exploration and 

development operations. Costs to be capitalized do not include 

production expenses and other operating expenses relating to 

the current production of income. Under the full cost method, 

depletion charges which provide for the systematic amortiza-

tion of the investment are determined on a company-wide or on 

a geographic basis such as the North American Continent, 

through reference to the portion of the total estimated 

reserves that have been produced in the current period. This 

method of determining depletion charges is, in effect, a 

composite unit-of-production method. 

2 
American Petroleum Institute, Report c-n Certain Petroleum 

Industry Accounting Practices 1967 (New YorkT 1967), p. 10. 
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Exploration and development costs include such items as 

'land acquisition costs, lease bonuses, geological and geophy-

sical expenses, scouting expenses, and usually a portion of 

expenses of the field or land office. The costs of drilling 

wildcat or strictly exploratory wells are included in this 

category as are the costs of dry holes. The costs that are 

included encompass all of the costs incurred by an oil com-

pany in acquiring leases, in exploring, and in developing 

them. In some cases these costs are referred to as "finding 

costs" or as "pre-production costs. 

Hydrocarbon reserves refer to the deposits of crude oil, 

natural gas liquids, and natural gas in place and in their 

natural or usual form. They are not to include the hydro-

carbons which are the result of shale beds or other deposits, 

the extraction of which is under research in the petroleum 

industry at the present time. The recovery of the hydro-

carbons from shale deposits is more closely related to mining 

than to conventional operations in the oil industry involving 

the drilling of wells. At the present time, the method of 

full cost accounting is applicable only to the usual oil 

industry operations. 

Reference to major oil companies means those companies, 

roughly thirty-two in number, which are included in the annual 

B. Coutts, Accounting Problems in the Oil and G-as 
Industry (Toronto, 1963) , p. 22. 
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financial analysis of petroleum companies as made and pub-

lished by the Chase Manhattan Bank.^" 

Generally accepted accounting principles are those prin-

ciples which have substantial authoritative support. Support 

can be in the form of an opinion of the Accounting Principles 

Board of the American Institute of Certified Public Accoun-

tants, but such can exist without their approval. For 

purposes of this study, it will be assumed that this outside 

authoritative support exists where the principle or practice 

is used by several companies and appears to be allowed by the 

accounting profession. 

Approach Followed in Research 

In order to determine the effects of a change to the 

full cost method, and to examine possible reasons for compa-

nies making the change to full costing, information was 

requested from companies in the petroleum industry, and 

particularly the companies which had actually changed to full 

cost accounting. Most information was obtained through use 

of questionnaires which were sent to firms in the petroleum 

industry. 

The initial questionnaire asked whether the company had 

considered the full cost method of accounting, if the company 

^Chase Manhattan Bank, N. A., Financial Analysis of a 
group of Petroleum Companies (New York, 1955 through 19̂ *67. 

^^American^ Institute of Certified Public Acoountants, 
Special Builetin--Pisclosure of Departures From Opinions 

Accounting Principles Board (New York, 19S57. 
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now used the method, if the company expected to change to the 

method, and the reasons for acceptance or rejection of the 

L 

full cost method by the company. The first questionnaire 

was primarily concerned with the stated reasons for a change 

to the full cost method. The stated reasons were considered 

to indicate some of the causes for companies making a change 

to the full cost method of accounting. 

Additional information of a financial nature was request-

ed in a second questionnaire that was sent to companies known 

to be using the full cost method of accounting.''' The second 

questionnaire was concerned with the effects upon the finan-

cial statements of a change to the full cost method. The 

information requested dealt with items that were capitalized 

under the full cost method but which would have been expensed 

under the conventional practices. The difference between the 

amounts capitalized which normally would have been expensed, 

and the depletion applicable to the cumulative total of these 

capitalized amounts, approximates the difference in the earn-

ings which would be reported under conventional and full cost 

methods of accounting. The difference obtained in this man-

ner may not be exact in all cases, but the error would be so 

small that it would be immaterial for purposes of this study. 

Initial questionnaire is included in Appendix A. 

7 
^The additional questionnaire is included in Appendix A 

to this study. A listing of companies known to have adopted 
the full cost method of accounting was obtained from one of 
the national public accounting firms. 
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In a few instances these same types of data were obtained 

on the basis of interviews with oil company personnel. Some 

information was also obtained through examination of annual 

reports of various companies that had adopted the full cost 

method of accounting. In view of the limited disclosure in 

the annual reports, the information obtained was generally 

limited to the stated reasons for adoption of the full cost 

method and the difference in reported earnings for one year 

as the result of adoption of the full cost method. Even this 

was not always given, however. Only in two annual reports 

were data sufficient so that the effects of use of the full 

cost method over a period of several years could be considered. 

In addition to data obtained from companies which have 

changed to full costing, information was also obtained from 

sources outside the companies involved. Published data deal-

ing with the subject of full cost accounting are very limited.® 

Accordingly, the examination of published materials was more 

concerned with the establishment of the environment of the 

petroleum industry within the time period that various com-

panies made the change to full cost accounting. Specific 

data was obtained which pertained to the degree of success 

achieved in the drilling of wildcat wells, trends in prices 

O 

References dealing to any extent with the subject of 
full cost accounting in the petroleum industry are limited to 
Arthur Andersen & Co., Accounting for Oil and Gas Exploration 
Costs (Chicago, 1963)j "W". B. Coutts, Accounting Problems in 
t h e Oil and Gas Industry (Toronto, 1963); Stanley P. Porter, 
Petroleum Accounting Practices (New York, 1965). 
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for crude hydrocarbons, some of the demand-supply relation-

ships, rates of return on assets and on invested capital, 

number of shares outstanding in companies in the industry, 

and data regarding some of the pressures faced by the petro-

leum industry. Information was obtained from outside the 

companies themselves to determine why some of the changes 

in the industry have taken place, to gain a general under-

standing of the environment of the industry, and to foresee 

possible future trends in the petroleum industry. 

Other sources were sought for information or materials 

that might have a bearing on the subject of this study. 

These included letters of inquiry to each of the major 

national public accounting firms, to the Securities and 

Exchange Commission, to the Federal Power Commission, to the 

American and New York Stock Exchanges, to the American 

Institute of Certified Public Accountants, to the American 

Petroleum Institute, and to several of the large national 

brokerage firms. 

The information obtained from the different sources has 

been analyzed in an attempt to support, or to reject, the 

hypotheses that have been stated with respect to this study 

in Chapter I. Disscussion of the data obtained occurs in 

Chapters V and VI. 

Selection and Response of Companies 

At the outset this study limited its analyses to compa-

nies having their sites in either the United States or 
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Canada. One of the reasons for this restriction was to elimi-

nate problems associated with international, accounting — such 

as an even greater lack of a recognized group of generally 

accepted accounting principles than is the case in the United 

States and Canada. The limitation was also made because of 

the availability of sufficient data from companies in these 

areas. The data should prove valid since 32 per cent of the 

total world production of oil and gas takes place in these 
q 

areas, and a great deal of the production outside of these 

areas is done by companies having their home site in the 

United States. 

Choice of companies to contact for information in the 
n n 

United States was made through use of the API Directory 1967 

and a listing of companies known to be using the full cost 

method of a c c o u n t i n g . T h e API Directory 1967 lists the 

Officers, the Board of Directors, and the Committees of the 

American Petroleum Institute for 1967; a total of 138 indi-

viduals are listed as the Board of Directors, and these 

individuals represent approximately 100 companies or entities 

which are associated with the petroleum industry.12 The list 

^World Oil, International Outlook Issue, CLXV (August 15, 
1967) ,~3^ 

^American Petroleum Institute, API Directory 1967 (New 
York, 1967), pp. 6-12. ~ 

1 1 
A listing of companies known to have adopted the full 

cost method of accounting was obtained from one of the 
national public accounting firms. 

1 P 
American Petroleum Institute, API Directory, pp. 6-12. 
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of United States companies known to be using full cost 

accounting included 21}. companies, £ of which were also 

included on the API list. To the above groups were added If. 

companies which, as indicated by industry sources, were con-

sidering the full cost method. After eliminating companies 

whose operations were not considered relevant, the remaining 

companies were contacted. 

Since one of the aims of the study was to determine the 

effects of a change in accounting methods upon the published 

financial statements of the corporation, consideration was 

placed only on the publicly-held corporations primarily con-

cerned with the exploration for, and production of oil and 

gas. Accordingly, of the 100 companies included in the API 

Directory 1967, restrictions were made for the following 

reasons: (1) 23 companies were eliminated because they were 

independent producers and not answerable to a group of stock-

holders, (2) I}, companies, because of being known subsidiaries 

of other companies that were contacted, and (3) 26 companies, 

which were gas pipelines or well servicing firms, because of 

not being directly associated with the exploration and pro-

duction of petroleum. A total of 70 companies in the United 

States were questioned. Replies received from lj.9 of these 

companies amounted to a 70 per cent response. 

No particular bias resulted from the elimination of 

certain of the companies whose officials were included on the 

13 Ibid. 
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Board of Directors of the American Petroleum Institute. 

Results for independent producers would probably be the same 

as for any other company adopting the full cost method. 

However, data are not generally available from independents 

since only a single owner, or a small group of owners, need 

be satisfied. Use of publicly held corporations assured 

greater access to the information. 

A further justification for the use of the publicly held 

companies is that the operations are usually extensive enough 

so as not to be unduly influenced by a single venture. Data 

for subsidiaries is included with information from the parent 

company in consolidated statements, and no loss of accuracy 

results from not sending questionnaires to these few companies 

Selection of Canadian firms was made through use of the 

section of the Canadian Oil Register dealing with oil and 

gas producers, developers and explorers.^ A total of I4.35 

Canadian companies are included in this section. Question-

naires were sent to all companies having, or appearing to 

have, production of more than 50,000 barrels per year. A 

total of 58 questionnaires were sent to Canadian companies; 

Ij.3 replies amounted to a 7I4. per cent response. 

Prom the responses received and from the previously 

obtained data on companies which used the full cost method, 

it was determined that there are 55 companies in the 

^-C. 0. Nickle Publications Co. Ltd., Canadian Oil 
Register 1967-1968 Edition (Calgary, 1967),"pp. 3-1217" 
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petroleum industry known to be using the full cost method of 

ounting for finding costs. Within this group of 55 compa-

ies, there are several parent-subsidiary relationships which 

report on a consolidated basis. Combining these, there are 

I4.8 reporting entities known to be usî ng the full cost method. 

Specific data for more than two years with respect to costs, 

income and other factors, was obtained from 15 companies out 

of this group, which represents detail information from 

31 per cent of those reporting entities known to be using 

the full or total cost method of accounting. Through an 

examination of annual reports, it was possible to obtain 

limited information dealing with two years or less on an 

additional 17 companies within this group. Specific data were 

also obtained from 2 companies which have considered the full 

cost method of accounting but which have not adopted the 

method at this time. The causes for adoption of the method 

and the effects of use of the method, as determined from the 

data obtained, are discussed in later chapters. 

Limitations of Approach 

The major limitation of the approach used in this study 

deals with the coverage available. Additional resources of 

organization and funds are required to obtain a complete 

coverage of the petroleum industry both in the United States 

and in Canada on the subject of full cost accounting. It was 

pointed out that the American Petroleum Institute will proba-

bly undertake a research study of the full cost method of 
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accounting in the fairly near future.^ There is no reason 

to believe that wider coverage of companies within the petro-

leum industry would change any of the conclusions reached in 

this study. 

The only possible improvement through wider coverage is 

the determination of the extent of usage of the full cost 

method in the industry. Based on various data, even though 

the absolute number of companies using the full cost method 

would probably be greater, there is still only a small per-

centage of the publicly held companies that have adopted the 

full cost method of accounting for finding costs within the 

petroleum industry.^ 

Wider coverage of data would probably not alter the 

reasons for companies adopting the full cost method. It is 

possible that some additional reasons would be given for 

making the change to full costing. However, the major reasons 

would remain the same. Sufficient agreement; was evidenced on 

one of the major reasons, and the other possible reasons are 

substantiated by the effects of the use of the method. 

An additional limitation is present in the approach used 

in this study; it is not meant to be statistically correct. 

No consideration was given to sample size or to a random 

•^See Appendix A. 

•^American Petroleum Institute, Report of Certain 
Petroleum Industry Accounting Practices 1965"TNew York, 1965) 
Graham Hodgson, Controversy Rises Over New Reports," Calgary 
Albertan, May 2 0 , 1966 ; "Sunny Side Up," The Wall Street 
Journal, November 2 7 , 1 9 6 7 . 
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method, of selection. Rather, the entire population deter-

mined to be using this particular method, of accounting was 

selected, since the purpose of the research was to study the 

effects of a specific method of accounting. The same rationale 

applied to determination of the possible reasons for adoption 

of the full cost method, since the same population is involved. 

Further, reasons for a change to the full cost method are sub-

jective in nature and not subject to quantification. 

Limitations of Data 

The major limitation of the obtained data is the non-

availability of data of an extended period of time, in view 

of the relative newness of the full cost method. However, 

sufficient data were obtained to substantiate the conclusions 

reached in other chapters of this study. The effects of the 

use of the full cost method as determined through the use of 

hypothetical data were subsequently verified through refer-

ence to data involving actual companies. There is no reason 

to believe that additional data would change the effects of 

the use of the full cost method of accounting. Additional 

coverage should only serve to verify further these findings. 

Variations can occur among companies in the effects on 

the financial statements. Variations occur because of the 

differences in levels of exploration and production. Except 

in the rare case where the exploration is severely curtailed 

or eliminated, which is discussed later in the study, these 
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variations are of magnitude only. The general effects should 

remain the same. 

The reasons for adoption or rejection of the full cost 

thod are subjective in nature, and accordingly are not 

apable of proof. Conclusions in this area are not based 

entirely on facts, but rather include inferences drawn from 

answers on the questionnaires and the effects noted on the 

financial statements. 

The various data were not entirely comparable, since 

the degree of application of the full cost method will vary, 

just as it does with conventional practices. Some of the 

companies make full use of the method including a completely 

retroactive application of full costing and an entire tax 

deferral; these companies, however, are definitely in the 

minority. Other companies do not apply the tax deferral and 

still others will apply neither the tax deferral nor the 

retroactive application of the method. There are occasional 

minor differences in the nonproductive costs to be capital-

ized, but these are not material and do not present any real 

problem. The majority of the companies using the full cost 

method do so without either the retroactive application or 

the tax deferral. Deferred taxes and the retroactive appli-

cation, when used, were eliminated so that the data would be 

comparable for all practical purposes. 
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Summary of Methods and Scope 

The study undertaken of the full cost method of account-

ing for finding costs within the petroleum industry was 

basically empirical in nature. Very little work done on the 

method has been made public. Published data has been exam-

ined to establish the environment within which the change to 

full cost accounting has taken place. Information has been 

sought from companies within the industry on the basis of 

questionnaires, a limited number of interviews, and examina-

tion of annual reports with respect to the reasons for adop-

tion or rejection of the method and the actual effects of a 

change to the full cost method. The companies that were con-

tacted accounted for more than 60 per cent of the Free World 

production of oil and gas.-'"''' Conventional accounting prac-

tices are discussed in Chapter III and serve as a basis for 

comparison with full cost accounting which is discussed in 

Chapter IV. The causes and effects of changes to the full 

cost method are discussed in later chapters. 

•^Chase Manhattan Bank, Financial Analysis 1966, p. 6. 



CHAPTER III 

CONVENTIONAL ACCOUNTING IN THE PETROLEUM INDUSTRY 

Accounting in General 

Accounting has been recently defined as the identifica-

tion, measurement, and communication of economic data so as 

to permit informed judgments by users of the data.1 Paton 

and Littleton state that "it is the task of accounting to 

make the most truthful and significant measurements possible 

of the continuous flow of business activity."2 Measurement 

of business activities is a complex process which requires 

the use of certain concepts, principles, or practices. The 

applicability of basic concepts does not depend upon the 

particular method of accounting being used by the firm or 

industry. 

The purpose of this chapter is to discuss some of the 

basic concepts of accounting and the conventional accounting 

practices of the petroleum industry. Dis-cussion in this chap-

ter is not intended as an in depth discussion of accounting 

theory, but instead, as a general base against which compari-

sons can be made for the full cost method of accounting. The 

•'"American Accounting Association, A Statement of Basic 
Accounting Theory (Evanston, Illinois, 1966), p. 1. 

^ W. A. Paton_ and A. C. Littleton, An Introduction to 
Corporate Accounting Standards (Ann Arbor, Michigan, 19^), 
]p • J_ J_ • 
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basic concepts of accounting have major significance in the 

determination of periodic net income. 

One of the purposes served by the periodic determination 

of net income is that the net income figure gives some mea-

sure of the efforts and accomplishments of the firm, with 

the net income being a reflection of the concern's ability 

to use effectively the resources that are entrusted to it. 

As such, the net income figure becomes one of the most sig-

nificant measures of managerial efficiency.^ Corporate 

responsibilities are of concern not only to the owners of 

the enterprise but also to groups of present and prospective 

investors, creditors, and governmental bodies. The determi-

nation of periodic net income helps to assess the fulfillment 

of the corporation's public responsibilities 

An adequate rate of return over a period of time serves 

to indicate the capable use of capital by a corporation. 

Paton and Littleton feel that capital should be employed by 
£ 

those firms and managements that most successfully use it.-̂  

Financial statements which indicate effective management of a 

concern aid in the attraction of capital. Whether net income 

is actually a valid measure of managerial efficiency is not 

^Norton M. Bedford, Income Determination Theory, an 
Accounting Framework (Reading, Mass., 1965)* P• 91. Also 
Paton and Littleton, Corporate Accounting Standards, p. 10. 

^Paton and Littleton, Corporate Accounting Standards, 
p. 3-

£lb id. 
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important. If investors and others believe that the measure 

is valid.., capital will flow to those firms indicating favor-

able earnings. Income differences or incorrect determination 

of income can result in a misallocation of resources. 

Not all of the basic concepts of accounting are dis-

cussed. However, concepts of a going concern, an identifiable 

entity, realization, matching, and cost expiration are perti-

nent to an examination of the subject of the full cost method 

of accounting in the petroleum industry. 

Going Concern 

The assumption that the firm will remain in business, 

and not go out of business in the forseeable future, is as 

basic to accounting practice as to accounting theory.^ Busi-

ness managers must view their operations as a continuing pro-

cess. In today's highly technical, complex world, business 

operations must be planned long in advance. Production 

facilities generally last for relatively long periods of 

time. Capital also, is committed for relatively long periods 

of time. Current labor contracts cover periods of two or 

more years. These, and other, requirements of the business 

world demand that business management regard business opera-

tions as a continuing process. In the measuring and report-

ing of business activity, accounting must also assume an 

indefinite continuation of operations. 

^ ^Paul Grady, Inventory of Generally Accepted Accounting 
Principles for Business Enterprises (New York, 196j?), p. 27? 
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The Entity Concept 

Economic activity is engaged in by identifiable entities 

which constitute centers of interest and which are logical 

units of accountability. An individual can conduct'several 

businesses in his own name and can make an accounting on the 

basis of total operations. However, a more meaningful and 

useful reporting can be made on the basis of the commercial 

enterprise or entity. A separate business entity does not 

require that the entity be of any particular type, but only 

that it be identifiable and that it constitute a unit of 

accountability. The economic data may be gathered from sev-

eral sources, but without the limiting factors of an entity, 

the data would have little meaning. Paton attributes the 

identifiable business entity as being one of the basic assump-

tions in accounting.^ In viewing the business entity, 

comparisons can be made with other entities; and analyses can 

be made with respect to differing periods of time. 

The Realization Concept 

Accountants say the realization concept is refraining 

from recognizing increases in value, both the results of pro-

ductive efforts and of holding activities as well, until such 

time as the increases have actually been realized. ''Presently 

accepted tests for realization require receipt of a current 

(or liquid) asset capable of objective measurement in a market 

7. 
W. A. Paton, Accounting Theory (New York, 1922), p. ij.72. 
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transaction for services rendered." When applied to the 

petroleum industry, the realization concept requires that 

the hydrocarbons be already produced and sold to an outside 

party and further that the proceeds be in cash or currently 

receivable in cash. 

Realization also requires that there be objective and 

determinable facts. In the extractive industries, natural 

resource deposits which have been discovered are sometimes 

thought of as inventories of the producing companies. As 

inventories, these assets constitute the most important 

assets of the company. Arguments are sometimes advanced that 

the actual discovery of the mineral deposit constitutes rec-

ognition of a substantial part of the value ultimately to be 
Q 

obtained by the company from its production and sale. The 

major problem in use of discovery value involves the deter-

mination of tjhe value and the quantity of the reserves in the 

ground. 

Matching of Revenue and Expense 

A completely accurate figure of the net income from the 

business activity is possible only at the time that the 

concern ceases to do business and is liquidated. However, 

8 
American Accounting Association, 1961]. Concepts and 

Standards Research Study Committee--The Realization Concept, 
"The Realization Concept," The Accounting Review, XL 
(April, 1965), 3H4.. 

^Stanley P. Porter, Petroleum Accounting Practices (New 
York, 1965)? P* 20, and American Accounting Association, 
Statement of Accounting Theory, p. 78-
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the matching of revenue and expense will allow the determi-

nation of a satisfactory portrayal for periodic net income. 

The matching of revenue and expense is probably the greatest 

single problem that occurs in accounting; this difficulty 

exists regardless of the type of business that is under 

consideration.1-0 Paton and Littleton indicate that the 

primary problem of accounting is the division of the stream 

of costs incurred between the present and the future in the 

process of measuring periodic net income. A proper alloca-

tion of costs is a prerequisite to the matching of effort and 

accomplishment within the activities of the firm. In the 

matching situation, costs are an indication of the efforts 

expended while the revenues are an indication of the accom-

plishments of the firm.^ For the most part, all costs 

incurred in the operation of a business are for the ultimate 

purpose of producing revenues. The expenditures, until dis-

posed of by one means or another, are assets of the firm. 

The problem of matching is of associating costs and 

revenues. If there is some reasonable expectation of ultimatf 

revenue as the result of making the expenditure, the costs 

may be deferred and later charged to the revenue stream when 

there is deemed to be a causal relationship between the 

10 
Rufus Wixon, ed., Accountants Handbook, fourth ed. 

(New York, I960), p. 17-

•^Paton and Littleton, Corporate Accounting Standards, 
p. 67 • 

•^Ibid. , p. 15. 
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expenditure and the revenue.^ Identification of the caiuial 

relationship is difficult; it is in this area that opinions 

differ in determining which costs should be deferred and 

subsequently charged to the income stream. The major prob-

lem in the controversy over full cost accounting is one of 

matching. How should the finding costs be charged to the 

income from the production of hydrocarbons'? Full costing 

takes one view in the charging of costs to the revenues, 

while the conventional practices use a different manner of 

matching. Specific points on conventional practices are 

covered in detail later in this chapter, and the full cost 

practices are discussed in the following chapter. 

Expiration of Costs Through Loss 

The matching concept does not imply that all costs will 

ultimately contribute to revenues of the firm. Rather, it is 

recognized that some of the costs incurred may never contrib-

ute to revenues.^ Costs will expire by one of two methods: 

the costs incurred can contribute to revenues, or the costs 

incurred can expire without any value or compensation to the 

15 

firm. If there is no expectation of revenue in the current 

or future periods as the result of making the expenditure, 

^Ibid. , p. 714.. 

^Porter, Petroleum Accounting Practices, p. 301. 

15lbid., p. 21. 
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the costs incurred should be recognized as losses in the 

current period. 

The net income of a firm is considered to be a measure 

of managerial efficiency or of the contribution of the firm. 

Net income is not what management chooses to say that it is; 

but instead, it is the result from the proper matching of 

revenues and expenses of the firm, and there are different 

ways of matching basically the same types of costs within 

the same basic industry. Essentially the controversy between 

conventional and full cost methods of accounting involves the 

matching of finding costs in the petroleum industry to the 

revenues from the production of hydrocarbons. 

Management is accountable for the activities of a busi-

ness. With the separation of ownership and operation of the 

businesses, management has control over the business and all 

of the assets used in the business. Net income indicates the 

results of operations for the firm, and the financial state-

ments convey information on the results to all interested 

parties for the petroleum industry, just as in other indus-

tries. The petroleum industry itself and the use of the 

conventional accounting practices within it are examined 

next. 

The Petroleum Industry 

Innumerable activities take place in the oil business 

prior to the time that the customer drives up to the pump. 

Ihe nature and extent of these activities are varied and 
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extremely interesting; and yet, few of the customers of the 

oil companies are aware of the tremendous complexity of this 

vital component of our economy. The following diagram 

serves to indicate some of the major activities of the 

petroleum industry. 

Preliminary/ w/Detailed I——5JProduction of; 
E x p l o r a t i o n / / E x p l o r a t i o n / / H y d r o c a r b o n s 

and Lease / /and Drilling/ 
'Acquisition / 

/ " < — < 

Transportation/ ^Refining/ 3/Marketing / 

Fig. 1--Major activities of the petroleum industry 

A brief discussion of the varied aspects of the petroleum 

industry greatly aids in an understanding of the business 

environment within which financial accounting must function. 

Nature of the Quest for Oil 

A great many activities are involved in the petroleum 

industry. Individual companies specialize in one or more of 

the activities called for in the locating, producing and 

ultimate marketing of petroleum products. Yet, a brief men-

tion of each of the major activities in the industry is 

necessary to see the extremely broad scope of the oil and 

gas business. 

A company engaged in finding ana developing oil and gas 

reserves must determine the geographical area within which 

, ?"0r' a n enlightening discussion of many aspects of the 

°NewDYoikeS19l^r ^ W' B a l 1 , Fascinating Oil Business 
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exploratory activities will be carried out; specific geo-

graphic areas are sometimes termed "areas of interest." 

The actual area of interest is determined by every conceiv-

able method: use of geological and geophysical techniques 

for preliminary surveys, the presence of another company, or 

a successful test well on the general geological structure. 

Once the general area of interest is determined, the 

company will obtain leases within the area; a lease permits 

the oil company to conduct exploration and development activi-

ties in the search for hydrocarbons. The acquisition of 

leases involves company land men, lease brokers, and others 

whose purpose it is to acquire leases. The company will, in 

many cases, bid in open competition for the right to operate 

on government lands which may be within the interior or off-

shore, but within the continental limits of the country. The 

lease acquisition activities, by their very nature, precede 

by a lengthy period of time the actual drilling operations. 

Additional exploratory work is required once the company 

has acquired leases. The mere acquisition of leases in an 

"area of interest" does not assure the presence of oil, or 

even that the company will drill a well. Before a transac-

tion of such magnitude is undertaken, additional work and 

information are necessary. Detailed geological information 

is required in order to locate the most logical place for the 

drilling of an exploratory well. Once the drilling site is 

determined, the necessary equipment is moved to the location 
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and actual drilling operations are begun. The drilling of 

the well can be done either by company personnel or by an 

independent drilling contractor. Aside from the risk involved 

in finding or not finding hydrocarbon reserves in commercial 

quantities, there is considerable risk in just trying to 

drill a hole into the depths of the earth, which hole may 

vary from several hundred feet to around five miles in depth. 

Once drilling operations are begun, however, they will usu-

ally continue around the clock until the well is completed as 

a producer or is abandoned as a dry hole. The procedures are 

very complex and involve continual evaluation and testing to 

determine the possibility of a formation holding oil or gas 

in commercial quantities and whether or not a completion 

attempt is justified. If the well is' completed as a producer 

the company moves into the development and production phases 

of operations. 

The presence of some hydrocarbons in the area, is at 

least known once the company has moved into the development 

phase of operations. Development, however, involves much 

the same risk as does exploration, though not to as great of 

an extent. Even in a development well, considerable risk is 

involved in the drilling of a well several miles into the 

earth's crust. At the development stage, much remains in 

terms of geological and other efforts, to delineate the 

boundaries of the hydrocarbon deposit. Ultimate boundaries 

are often established through the drilling of several 
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nonproductive wells. Regardless of the methods used to 

determine the field boundaries, development continues until 

such point as sufficient wells exist to extract the natural 

resources efficiently and effectively. 

During and after the development stage, production is 

begun under the appropriate federal and state regulations, 

and hydrocarbons are produced in the form of oil, gas, or gas 

liquids. Once produced, the hydrocarbons are sold to various 

parties for further processing or storage; a royalty is remit-

ted to the landowner, with the producer keeping the remainder, 

At this point the producing operations are complete, and this 

is the limit of activities engaged in by the producing 

company. 

Other activities in the oil and gas industry include 

transportation of both crude and refined products, refining 

of the hydrocarbons into an untold number of products, and 

the marketing of the various products of the industry. The 

transportation, refining, and marketing operations are not 

incorporated in this study but are only mentioned to trace 

through the range of activities carried on within the petro-

leum industry and to establish the climate for specific 

accounting practices. 

Costs Involved in Locating Reserves 

Definitions of the costs involved in locating hydro-

carbon reserves have been established (See Ch. II, p. 16), 

but it is necessary to go beyond those general meanings to 
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ascertain some of the differences between the conventional 

practices of accounting and the full cost method of account-

ing in the petroleum industry. Since most of the discussion 

of accounting methods in the petroleum industry is concerned 

with rather broad categories of expenditures, these catego-

ries will be used rather than detailed classifications 

necessary for internal accounting purposes. The categories 

include pre-drilling exploration costs, lease acquisition and 

maintenance costs, intangible drilling and development costs, 

and the depletion method used in amortizing these costs. 

The pre-drilling exploration costs include the broad 

geological and geophysical costs or expenses prior to the 

drilling operations. At times these pre-drilling costs are 

capitalized and at times they are not, without very much 

logic behind the decision except that it may follow the tax 

provisions with respect to exploration costs. 

Lease acquisition costs are concerned with two general 

categories of expenditures. The first category of expendi-

tures includes the general overhead of the land department 

and part of the expenditures of general management; there is 

no practical way to identify individual overhead expenditures 

with the acquisition of any specific lease. The second type 

of acquisition cost is readily identifiable with specific 

properties. The lease bonus is paid to the landowner with 

respect to a specific property. Both the general and the 

specific lease acquisition costs are amounts expended in the 



k2 

obtaining title to, and perfecting the title of, the rights 

to explore and develop hydrocarbon reserves that underlie 

certain surface areas. 

Lease maintenance costs are almost self-explanatory; 

after the title to leases, concessions, or other legal 

subdivisions has been acquired, the maintenance costs are 

those necessary to retain the leases for the company. Lease 

maintenance costs are usually limited to the annual rentals 

paid the landowner, but other costs as specified in the 

lease agreement may be present. 

Intangible drilling and development costs include all 

those expenditures that in and of themselves have no salvage 

value but which are necessary in the actual drilling of a 

well.'1-''' These include the clearing and location work in 

preparation for the actual drilling, the drilling, testing, 

perforating, fracturing, and other costs that are necessary 

in drilling a well and in completing it for production. 

However, the intangible drilling and development costs do 

not include the equipment costs that are also necessary in 

the completion of a well. 

Equipment costs, while of a development nature, are not 

included in the above categories. These are amounts expended 

for any tangible equipment such as pipe, rods, pumping units, 

and tank batteries that may be necessary for the productive 

•^Arthur Andersen & Co., Oil and Gas Federal Income Tax 
Manual, ninth edition (Chicago, 1966), pp. 65-66. 
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operations of the lease but which, for the most part, can be 

removed from the lease and have a real salvage value. 

Depletion, which is merely the method of determining the 

amortization of capital costs as pertaining to the mineral 

deposits, is usually determined through use of a unit-of-

production method; the reserves produced are related to the 

total hydrocarbon reserves available. The ratio of reserves 

produced to the reserves available for production is applied 

to the total unrecovered costs to determine the charge for 

depletion. 

Risk in the Oil Business 

Risk is the presence of considerable uncertainty with 

respect to the outcome of undertaken activities. In this 

sense, risk is particularly significant to the petroleum 

industry. The discussion which follows concerns exploratory 

drilling and development activity. 

Success of exploratory drilling--Progress has been made 

in the application of the tools of statistical decision 

1 R 

theory to drilling decisions, but risk cannot be eliminated 

from exploratory and development efforts in the petroleum 

industry. For the petroleum industry as a whole, it is 

possible to determine with some degree of accuracy the cost 

per foot of producing wells or the cost per barrel of crude 

1 ft 
1DC. Jackson Grayson, Jr., Decisions Under Uncertainty: 

Decisions By Oil and G-as Operators (Boston, 19607"! 
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oil reserves. The average number of dry holes per producing 

well also may be figured. For the industry as a whole, the 

various data have not fluctuated too widely; trends in rela-

tive success, profitability, and costs may be ascertained. 

Because the industry averages are available, it would appear 

that the situation could be considered risk and not uncer-

tainty since there may be some element of measurable 

probability attached to the outcomes.^ However, industry 

averages or probabilities cannot be applied to a single com-

pany; "the very nature of the discovery process means that 

results are highly erratic and that no formula can be used to 

guess ultimate recovery related to expenditures in particular 

PO 

periods of time." Risk for individual companies cannot be 

overlooked; "the mere listing of 1 ifs' . . . is enough to 

show that exploring for oil and gas is not an exercise in 

known probabilities, but means investing in the face of con-
P 1 

siderable uncertainty.' 

These industry averages are really not very comforting; 

individual firms will do better or worse than the industry 

averages. In the year 1967, there were %,2$0 exploratory 

•^Frank H. Knight, Risk, Uncertainty and Profit (Boston 
I9I4.O) , pp. 19-20. 

^Richard J. G-onzalez, "Petroleum Statistics—Uses and 
Limitations," The Oil and Gas Journal, LXIV (October 3, 1966), 
1 IS • 

^Stephen L. McDonald, F_ederal Tax Treatment of Income 
from Oil and Gas (Washington, D. C., 1963), pp. I4.2I+3. 
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wells drilled on untried, unproven acreage.22 Within the 

petroleum industry, these wells are technically referred to 

as "new-field wildcats." Of these $,2$0 efforts, only 562 

23 

resulted in producing wells. Of all the new-field wildcat 

exploratory wells attempted, even after ail the geological 

and geophysical efforts of the companies involved, 89.3 

per cent of the wells were dry. Even if hydrocarbons were 

present, they were not in sufficient quantities to be put 

into production. The following data show the relative risk 

and success of exploratory activity in the United States. 

TABLE I 

RELATIVE SUCCESS OP U. S. EXPLORATORY DRILLING, 1958-1966* 

Year s 

New-Field Wildcats 

Dry Holes 
Per Producer 

Percentage of 
Wells Successful 

1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 

7 • 81+ 
8 .11 
8.83 
8.27 
7-63 
7-54 
8.14.6 
8.69 
8.70 

11.31 
10.98 
10.18 
IO.78 
11.58 
11.70 
10.56 
10.32 
10.31 

^-Source: American Petroleum Institute, Petroleum Pacts 
S M Figures, 1967 Edition (New York, 1967), p. 17. 

orecast and Review," The Oil and Gas Journal, LXVI 
(February 5, 1968), II4.8. 

23ibia 
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The percentage of successful wells has decreased, over the 

years involved. The success of the venture depends not 

only on the presence of hydrocarbons, but also oil the nature 

and quantity of the hydrocarbons. 

Development drilling--Risk is not limited to the 

exploratory phase of the activities in the petroleum indus-

try; risk occurs in the development phase of operations as 

well. Even at the development stage of operations, where 

known deposits of hydrocarbons are present, there is a rela-

tively high degree of risk. In 1967? the number of develop-

ment wells drilled which turned out to be dry amounted to 

5*869, which amounted to one out of every four development 

wells attempted.^ 

A discussion of risk only in terms of the number of 

successes or failures loses much meaning. When costs are 

included, even though the costs are based on estimates, the 

tremendous significance of risk in the petroleum industry 

comes into focus. With a 1.69 per cent degree of success, 

and a well cost of $131,000,^ an expenditure of approxi-

mately $7,750,000 would be required to locate a significant 

^"Forecasts and Review," The Oil and Gas Journal, LXVI 
(February 5? 1968), lj+8. ' 

^American Petroleum Institute, Petroleum Facts and 
Figures , 1967 Edition (New York, 19677~» p. 19 • Indicates 
percentage of new-field wildcats resulting in discovery of 
one significant field. 

PA 
Henry J. Struth, "Rising Costs, Low Prices Are Discour-

aging Crude Oil Search," World Oil, CLXIV (May, 1967), lij.8. 
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field by the drilling of new-field wildcats. Even at a top 

price of $3-00 per barrel, a great deal more than one million 

barrels of oil would be required to recover the gross amounts 

expended in the location of the field. 

Risk has influenced the accounting practices followed in 

the petroleum industry; high capital requirements and a rela-

tively high degree of risk have tended to make those within 

the industry cautious in the carrying value of assets which 

have been discovered. Conservative accounting practices are 

meant to include those situations in which sales, revenues, 

and income are not anticipated, but all liabilities or losses 

are recorded even though definite amounts may not be deter-
O 

minable. Conventional accounting has tended to follow 

conservative accounting practices in the petroleum industry. 

Conventional Accounting in the Petroleum Industry 

Conventional accounting practices in the petroleum indus-

try include those accounting practices which are now, and 

have been, followed by the majority of the firms in the indus-

try. These practices are outlined in a report prepared by 

the American Petroleum Institute.2^ The accounting practices 

2 7A significant field is one that is defined as having 
more than one million barrels of oil reserves or more than 
six million cubic feet of gas reserves. See The American 
Association of Petroleum Geologists Bulletin.~ET (June, 1967), 
/ / i- • 

28 
T-, . . Grady, Inventory of Generally Accepted Accounting 
Principles for Business Enterprises (New York. 1965), p. 36.^ 

29. 
American Petroleum Institute, Report on Certain Petro-

I n d u stry Accounting Practices 196 7 (New York^ l9S"7"n ie 
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in the oil industry have generally been conservative, but 

petroleum industry accounting involves a great deal more than 

mere conservatism. 

Conservatism 

Accountants and accounting have traditionally been con-

servative in the approach to financial matters. Ihe extent 

of this conservatism is indicated by the adage that accoun-

tants should provide for all possible losses, but should 

anticipate no gains. Conservatism may or may not be desir-

able, but conservative accounting practices are predominant 

in the petroleum industry today.3® Actual practices in the 

petroleum industry tend to be ultra.conserva.tive in nature, 

and in some cases this has gone beyond any resemblance to 

sound accounting p r i n c i p l e s I t is the view of the 

American Petroleum Institute that conventional accounting 

practices in the petroleum industry must be considered in 

light of the large capital requirements and the. high degree 

of risk present in the petroleum industry.3^-

The petroleum industry requires very large amounts of 

capital, and the location and production of hydrocarbons does 

3°American Petroleum Institute, Report of Certain Petro-
leum Industry Accounting Practices (New York, 1965), p. 15. 

3 1C. Aubrey Smith and Horace R. Brock, Accounting for Oil 
and G-as Producers (Inglewood Cliffs, N. J., 1959], p. 77. 

^American Petroleum Institute, Report of Accounting 
Practices 196 5>, p. li+. 
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involve a high degree of risk. Only a small percentage of 

the funds expended in the search for hydrocarbons will be 

applicable to the actual discovery of specific reserves. The 

greater portion of the expenditures will be on ventures that 

are nonproductive or on test results indicating a lack of 

hydrocarbon reserves. The large capital requirements and 

the relatively high degreee of risk have influenced those in 

the petroleum industry to be cautious in the carrying value 

that is shown for discovered assets. Losses have generally 

been recognized as soon as it is known that the ventures are 

nonproductive. Moreover, increases in value which are the 

result of discovery have not been recognized until the min-

erals produced from these discoveries have been produced and 

sold. 

Risk in the petroleum industry is not the only factor 

influencing conservative accounting. Treatment of expendi-

tures for tax purposes has also had bearing on financial 

accounting practices. Most of the expenditures made in the 

search for hydrocarbons are subject to immediate deduction 

for federal income tax purposes. Companies have sometimes 

treated them as deductions for financial as well as tax 

purposes to avoid the duplicate records that are otherwise 

necessary. 

Operational considerations have occasionally influenced 

financial accounting to follow the conservative practices of 

treating expenditures as expenses when incurred. Exploration 
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budgets are generally dependent upon the amount of cash that 

is available for use in the concern. In order to have close 

control over operations of the concern, some managements 

desire that the income statements come as close as possible 

to reporting income on the cash basis. However, the extreme 

nature of cash basis reporting is not realistic for financial 

reporting purposes. 

Conservative accounting practices in the petroleum 

industry are the result of several influences, and it is not 

possible to attribute conservatism to any single factor. 

Merely stating that accounting in the petroleum industry is 

conservative is not sufficient; the actual practices need to 

be examined. 

Accounting Practices in the Petroleum Industry 

A breakdown of types of costs incurred in the explora-

tion and development phases of oil operations is necessary 

in discussing conventional accounting practices. These 

include expenditures for pre-drilling, for lease acquisition 

and maintenance, and for intangible drilling and development. 

The amortization of these costs through depletion is sig-

nificant in petroleum accounting. It has generally been the 

practice to expense the pre-drilling exploration costs under 

the premise that the exploration costs have been incurred as 

necessary, recurring costs of staying in business. 
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Exploration costs may cover a far greater area than will be 

acquired, or that will ever be found to be productive.33 

Concerning the acquisition and maintenance of leases, 

the handling of the costs depends to a large extent on the 

requirements for federal income tax purposes.3k The federal 

income tax laws, and their application by the Internal 

Revenue Service, are perhaps the most important determinant 

of accounting policy in the petroleum industry.35 This is 

certainly true in the area of accounting for lease acquisi-

tion and maintenance c.osts. On undeveloped properties, the 

initial amounts paid to acquire the leases are treated as 

capital in nature with the maintenance costs; annual rentals, 

property taxes, and other recurring costs are treated as 

expenses in the period in which they are incurred. If the 

lease is abandoned, the costs that attach to it are recorded 

as an abandonment loss under the conventional accounting 

practices. If production is obtained, however, the costs 

are transferred to producing leasehold costs and are then 

subject to depletion. 

The manner of handling intangible drilling and develop-

ment cost in the petroleum industry under the. conventional 

practices depends almost entirely upon the results of the 

drilling activity. These costs are generally capitalized if 

33porter, Petroleum Accounting Practices, p. 2L\.-. 

3%bid., p. 25-

35smith and Brock, Accounting for Oil and Gas, p. 71. 
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they are applicable to a successful well; but the intangibles 

are expensed if they are applicable to a dry hole.36 

Amortization of the producing leasehold costs and the 

capitalized intangible drilling and development costs is 

another area in which there are differences in accounting 

methods. Most of the depletion methods relate the units 

produced to the total estimated reserves that are available. 

The differences which appear between methods are in the 

determination of the basic operating unit and in the reserves 

to be used. The majority practice in the petroleum industry 

is to use the basic lease as the property unit and to deter-

mine reserves on the basis of the developed or proven 

reserves.-37 Reserves do not include the probable reserves 

which are applicable to the areas not fully developed and 

which may at times be used for purposes of financing and of 

mergers or sales of companies. While the producing leasehold 

costs and intangible drilling and development costs are gen-

erally kept separately, a unit-of-production method of 

depletion is usually applied to both of these capitalized 

amounts to arrive at the depletion for the period. 

These practices concerning major expense categories are 

considered conventional accounting. Individual accounting 

practices in the petroleum industry have not always developed 

American Petroleum Institute, Report on Accounting 
Practices 1965, p. 25-

37ibid., p. 30. 
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from sound theoretical framework alone, but instead have 

emerged from various influences. The large capital require-

ments and a high degree of risk have tended toward conserva-

tism in accounting practices; tax laws concerned with the 

implementation of policies rather than adequate accounting 

have also influenced accounting toward conservative prac-

tices. These and other particular influences will be 

discussed in more detail in Chapter V. 

There is no implication that conventional practices are 

right, but merely that they are followed by the majority of 

firms in the petroleum i n d u s t r y . T h e r e are, of course, 

a diversity of practices in the petroleum industry. The 

presence of other accounting practices complicates the use 

of reports issued by companies in the industry. 

Reporting in the Petroleum Industry 

The significance of reporting in the petroleum industry 

was indicated in the opening remarks of Andrew R. Cecil 

before the Second Institute on Oil and Gas Accounting: 

As to the oil industry, nearly three million 
persons--one in every seven shareholders in the 
nation--own stock in oil companies. At the end 
of 196i4-, shares in these oil companies had a market 
value of $79 •!). billion, accounting for 12 per cent 
of the market value of all publicly available cor-
porate stock. 

In the accountants land ultimately in manage-
mentJ of oil companies is vested the responsibility 

• J , "^ie present accounting practices in the petroleum 
industry are outlined in: American Petroleum Institute, 
rteport on Certain Industry Accounting: Practices 1QA7 
(New York, 196 7). -^J-
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ot providing accurate and meaningful statements to 
the shareholders, prospective shareholders, the 
federal and state governments, as well as internal 
management. With so many involved, some degree of 
conformity in the technique of reporting is obvi-
ously desirable. But conformity is especially 
hard to attain in the oil industry with its unique 
complexity.39 

The relative magnitude of the exploration and develop-

ment expenditures is an indication of the significance of 

financial reporting. In 1966, the major oil companies made 

capital and exploration expenditures of $8.1). billion with 

exploration and development costs accounting for $ij..2 billion 

of this total.̂ 4-0 In the same year, the total net income for 

the major group was $!(..9 billion 

A proper financial reporting on the activities of a 

firm and the accountability of its management are as appli-

cable to the petroleum industry as to any other industry. 

Since the petroleum industry has a high risk factor and a 

greater requirement for capital,^-2 a convincing argument 

could be advanced that proper reporting is more essential 

than in other industries; regardless of the argument given, 

39Andrew R. Cecil, "Opening Remarks," Oil and Gas 
Accounting: Financial Analysis and Reporting, ed. A7~C. Ernst 
(New York, 1966), pp. T^2T u 

^-°Chase Manhattan Bank, Financial Analysis 1966., p. 27. 

^Ibid., p. 2k' 

^Douglas H. Eldridge, "Rate of Return, Resource 
Allocation^and^Percentage Depletion," National Tax Journal, 
XV (June, 1962), 211. Indications in this article are that 
the petroleum industry requires 5*0 per cent more capital 
than do other industries. 
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an adequate reporting of financial information is required of 

the petroleum industry. These reports should be appropriate, 

should have adequate disclosure, should include environmental 

information, should be consistently applied, and should have 

a certain uniformity of practice. ̂-3 the area of fair 

reporting, the use of alternative accounting practices pre-

sents a major problem. No indications could be found of any 

individual or group advocating complete rigidity of the 

accounting methods; recommendations have been made for some 

conformity to general principles, with deviations from the 

preferred industry practices being indicated.^ 

The use of alternate accounting practices does not 

always produce diverse results. The study undertaken by the 

American Petroleum institute did not show any significant 

lack of comparability among companies,^ even though the 

data was requested in areas where differences in accounting 

practices were known to exist. The apparent comparability 

can be explained in part by the fact that the thirty-two 

companies involved were quite similar in operations, matu-

rity, and size. As a group, these companies accounted for 

more than one-half of the crude oil production in the United 

^American Accounting Association, Basic Accounting 
Theory, p. 7. & 

^•Kj. Keith Funston, "Financial Reporting for the 
-unvestor, unpublished address before the Executive Committee 
of the American Petroleum Institute, February 2, 1967. 

^American Petroleum Institute, Report of Accounting: 
Practices 1965. p. 13-
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States Further explanation of the apparent comparability 

among these companies is given by Porter: 

Variations in the accounting treatment accorded 
apparently similar transactions are common to all 
phases of the accounting for petroleum exploration, 
development and production operations. Differences 
resulting from these variations may each have a 
significant and material effect for a small and/or 
non-integrated producer, but in the matter of com-
parison between major companies most of these 
differences will, not materially affect the finan-
cial statements .4-' 

Within the petroleum industry in the past, the feeling 

had been that alternative accounting practices were neces-

sary to achieve proper reporting. 

In the oil industry it is neither feasible nor 
desirable . . . to set up a system of accounts or 
a standard for all companies in the industry. 
Competing managements have different ideas as to 
what policies and methods will produce the best 
results. Within the limits of generally accepted 
accounting principles there are differences of 
opinion from one management group to another as to 
the propriety of alternative accounting procedures 
and methods of recording similar transactions.^-

These particular arguments given in 195k appear to be more 

against absolute rigidity of accounting procedures than the 

arguments in favor of alternative methods. The really sig-

nificant alternatives, which deal with the manner of the 

handling of production payments and exploration and develop-

ment costs, have come into use since 195k • 

1+6 Ibid. 

^Porter, Petroleum Accounting Practices, p. 322. 

^American Petroleum Institute, Outline of Petroleum 
Industry Accounting (New York, 195k) > P« 
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The use of alternative methods for basically the same 

type of transactions has been questioned. Norr, a financial 

analyst, has questioned why there are three methods of 

accounting for intangible drilling and development costs and 

for production payments.^ These same opinions were voiced 

by Leonard Spacek, former head of a national public account-

ing firm, when he said that it was absurd that his firm 

should certify the statements of three major oil companies 

as being prepared in accord with generally accepted account-

ing practices when each accounts for drilling costs in a 

different manner and each method can make a drastic differ-

ence in the net income reported.5*0 

The use of these alternatives presents one of the major 

problems of reporting in the industry; alternative methods 

may not be necessary to the extent that they exist at the 

present time. The possibility of defining preferred indus-

try practices is voiced by Porter: 

There would appear to be no sound reason why the 
petroleum industry could not overcome the major 
hurdles to establishing a consensus as to the one 
most logical method of handling each of the impor-
tant accounting problems peculiar to the industry. 

The elimination of significant variations in the accounting 

methods used in the petroleum industry would allow better 

?̂̂ Davf.cl Norr, "Investment Analyst's Views of Financial 
Reporting, Financial Executive. XXXIV (December, 1966), 25. 

of Principle Splits CPAs," Business Week, 
MDCCVIIC (January 26, 1963), 56. 

^Porter, Petroleum Accounting Practices. p. 32J4.. 
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reporting within the industry. Consistent application of 

preferred industry practices would allow valid interperiod 

and intercompany comparisons to be made. 

Summary of Conventional Accounting 

Those accounting practices followed by the majority of 

firms within the petroleum industry constitute conventional 

accounting. Conservative in nature, these practices encour-

age the recognition of losses as soon as determinable. 

Revenues or income, on the other hand, should not be recog-

nized until they have been realized in a market transaction. 

The conservative nature of petroleum industry accounting has 

generally been attributed to the high risk and large capital 

requirements of the industry; moreover, tax practices and 

operational considerations have also influenced the conser-

vative petroleum accounting. 

Details of conventional accounting practices in the 

Co 

petroleum industry are readily available. A summary of 

the conventional practices by major types of costs that are 

incurred in the exploration and development operations will 

serve to indicate the nature of conventional accounting. 

For the most part, the pre-drilling exploration costs are 
expensed within the industry. Lease acquisition costs are 

— , . _ _ _ _ _ 

Smith and Brock, Accounting for Oil and Gas; Robert H. 
Irving, Jr. and Verden R. Draper, Accounting Practices in the 
Petroleum Industry (New York, 1958); Robert E. Waller, Oil 
Acqounting--Principles of Oil Exploration and Production 
Accounting in Canada. (Toronto, 1956): Porter. Petroleum 
Accounting Practices. 
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considered capital In nature; the carrying costs applicable 

to leaseholds are generally considered an expense of the 

period in which they are incurred. Intangible drilling and 

development costs are capitalized if applicable to a produc-

ing well, but are expensed if the well is dry. Finally, 

depletion is usually computed on a unit-of-production method 

but the basic operating unit is held to the basic lease. 

Proper reporting in the petroleum industry is as neces-

sary as in any other industry. Proper reporting includes 

appropriateness, disclosure, environmental information, con-

sistency, and uniformity. The use of alternative accounting 

methods can present serious problems in financial reporting. 

Among the major companies, the use of alternative accounting 

methods does not always produce significant differences; for 

the smaller and/or non-integrated company, drastically dif-

ferent results from the same basic transactions may be 

produced. The determination of preferred industry practices 

might be possible; the problems of alternative practices 

might then be eliminated. The full cost method of account-

ing, as one of the more significant alternative accounting 

practices in the petroleum industry, is discussed in the 

following chapter. 



CHAPTER IV 

FULL COST ACCOUNTING IN THE PETROLEUM INDUSTRY 

The full cost method of accounting for finding costs 

differs significantly from conventional accounting practices. 

Primary differences between the methods occur in the treat-

ment of major expenditure classifications. Conventional 

practices were discussed in the preceeding chapter; the pur-

poses of' discussing the full cost method in this chapter are 

(1) to aid in understanding the method, (2) to allow some 

comparisons with conventional practices, and (3) to serve as 

a base for the examination in later chapters of the causes 

and effects of a change to the full cost method. 

Pull Cost Accounting 

Basically the full cost method of accounting in the 

petroleum industry involves the capitalization of the full 

or total costs that are incurred to find hydrocarbon reserves 

Under the full cost method, the pre-drilling exploration 

costs, the lease acquisition and maintenance costs, and the 

intangible drilling and development costs are all capital-

ized whether or not they are applicable to specific hydro-

carbon reserves that have been found. A portion of the 

general overhead of the company is applicable to explora-

tion and development activities and is usually included in 

60 
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the amounts capitalized. A very few firms capitalize a por-

tion of interest charges in much the same manner as interest 

on construction. 

The existence of a maximum amount of costs which can be 

capitalized under the full cost method is generally recog-

nized in the petroleum industry. Beyond a certain limit, 

the accumulation of costs cannot be said to constitute assets 

of the firm; the limit generally specified is the total fair 

market value of the remaining reserves that are held by the 

concern at the date that the financial statements are pre-

pared.-1- The determination of the fair market value presents 

problems, however, since there is no definite procedure for 

establishing it. The discounted cash flow pertaining to 

future operations is sometimes used; prices used in recent 

sales or purchases of reserves in place are also used as an 

indication of the fair market value.2 The problem of estab-

lishing the fair market value of the reserves is further 

compounded by the fact that hydrocarbon reserves are usually 

a mixture of oil, gas, and gas liquids. Some manner of equa-

ting them into a common unit is necessary in order to value 

the reserves and to serve as a basis for the computation of 

charges for depletion. 

Arthur Andersen 8c Co., Accounting for Oil and Gas 
Exploration Costs (Chicago, 1963), p. 5. 

^Walter E. Plumhoff, "Accounting for Oil and Gas 
Exploration Costs--The Pull-Cost Concept," unpublished 
address given at the Third Annual Institute of Oil and Gas 
Accounting (Dallas, Texas, September 21-22, 1967). 
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Depletion, or the gradual wasting away of the deposit 

f natural resources through production, is recognized in 

the accounts as the amortization of leasehold and intangible 

costs. Depletion is usually computed by means of application 

of a unit-of-production method; this involves determination 

of the ratio of reserves that have been produced during the 

year to the total of reserves held at the beginning of the 

year, plus any additional reserves discovered during the 

year. The ratio of production to reserves is then applied 

to the total unrecovered cost of the reserves to determine 

the depletion charge. The charge for depletion relates the 

cost of the reserves to the production of the same reserves. 

Differences in the depletion expense between convention-

al and full cost methods of accounting arise partly because 

of amounts considered cost of reserves and partly because of 

the property unit used. Under conventional practices, the 

ratio of production to reserves is generally determined for 

each individual lease. Under the full cost method of account-

ing the property unit is generally considered to be the 

entire operations of the company and the ratio of production 

to reserves is determined for the entire company. Under 

conventional practices, the depletion charge depends upon 

specific ratios and costs of individual leases; but under the 

full cost method, the depletion charge is based upon broad 

averages. However, all depletion charges under the full cost 

method are not comparable since not all companies follow the 
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company-wide basis for determination of the property unit. 

Those who have discussed full cost accounting have recom-

mended differing property units to be used in the determina-

tion of the charge for depletion. These property units 

range from a pool or geological area to use of a managerial 

area of interest, up to the widest unit--that of the entire 

3 

operations of the company involved. 

In summary, the full cost method of accounting involves 

the capitalization of all of the costs connected with the 

discovery of hydrocarbon reserves. The costs are capitalized 

whether or not they are applicable to the actual discovery 

of specific reserves. There is a limit, however, on the 

amount of costs which can be capitalized as the cost of 

reserves; this limit is the total fair market value of the 

reserves held by the concern. The costs of the reserves are 

amortized against income from the production of the reserves 

generally through a unit-of-production method of depletion. 

The unit of property for purposes of depletion computations 

under the full cost method is usually a large geological or 

geographical area; the computed charge is a broad average. 

3 
The pool or geological area is discussed by Stanley P. 

Porter, Petroleum Accounting Practices (New York, 1965), 
Cnapter 1^. The managerial area of interest is recommended 
by_W. B. Coutts, Accounting Problems in the Oil and Gas 
Indus try (Topont o~ 1963)> Chapter 7• Use of company wide 
operations is recommended by Arthur Andersen & Co., 
Accounting for Oil and Gas Exploration Costs (Chicago. 
Chapter VI. 
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Extent of Use of Pull Cost Accounting 

Determination of the actual extent of the use of the 

full cost method of accounting for finding costs is not pos-

sible without a complete survey of the petroleum industry. 

However, precise figures for the actual extent of usage of 

the method are not needed in order to examine the full cost 

method of accounting in the petroleum industry. Also, a 

complete enumeration of companies using the method is not 

necessary to draw conclusions with respect to the reasons for 

use of the method and the effects of the use of the method. 

The companies contacted in connection with this study ac-

counted for more than 60 per cent of the Free World produc-

tion of oil and gas,^- which amounts to a sufficient coverage 

for valid conclusions with respect to the method. 

A survey of the petroleum industry conducted in connec-

tion with this research established that there are fifty-five 

firms known to be using the full cost method in the petroleum 

industry at the present time. No evidence could be found of 

any company using the full cost method of accounting prior 

to the latter part of 1959. Even though the full cost method 

is being considered and adopted primarily by non-integrated, 

non-major companies,^ the increasing adoption of the method 

^ ^-Chase^ Manhattan Bank, N. A., Financial Analysis of a 
H£0UP 2JL Petroleum Companies 1966 (iMew York, 196b), p.T.~ 

. fetter from Walter Mickleson, Chief Accountant, 
i)ivisi°n of Corporation Finance, Securities and Exchange 
Commission, December 11, 1967. A copy of this letter is 
included m Appendix A. 
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is of significance. The years of adoption 01' the full noat 

method by companies are indicated in the following table: 

TABLE II 

YEAR OP ADOPTION OP PULL COSTING BY OIL COMPANIES* 

Companies 
Adopting 
Pull Cost 

Year Accounting 

1959 1 
1960 1 
196 1 1 
1962 2 
1963 6 
1961+ 19 
1965 11 
1966 3 
1967 2 
Unable to ascertain 9 

Total 55 

-^-Source: Corporate annual reports and Moody's Industrial 
Manuals, 1959 through 1967* 

While the full cost method is not widely accepted in terms of 

the number of companies which have adopted the method, its 

use in the petroleum industry has been growing. An examina-

tion of some of the arguments advanced for and against the 

method aids in understanding the importance of full cost 

accounting in the petroleum industry. 

Pros and Cons of Pull Cost Accounting 

Prior to the actual examination of some of the specific 

arguments advanced on the subject of full cost accounting, 

the positions taken on the subject within the petroleum 
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industry and the accounting profession should be set out. 

There is no consensus of opinion with regard to the use of 

the full cost method of accounting; some firms or companies 

and some agencies appear to be in favor of the method, while 

others oppose it. Probably the strongest recommendation for 

use of the full cost method of accounting is given by the 

public accounting firm of Arthur Andersen & Co., in its pub-

lication on the subject of accounting for oil and gas explo-

ration costs.^ In a research study, Goutts states his 

recommendations of the full cost method quite succinctly: 

All expenses incurred in the process of 
exploring for oil and gas and developing for pro-
duction those reserves found (pre-production 
expenses) should be capitalized as part of the 
cost of the reserves discovered so that these 
costs may be matched against the ultimate pro-
ceeds of sale.7 

The majority of the major public accounting firms will certi-

fy to statements prepared on the basis of full cost accounting 

in the petroleum industry. The Securities and Exchange 

Commission has not stated any position with respect to use of 

6Arthur Andersen & Co., Accounting for Oil and G-as 
Exploration Costs (Chicago, 1963) . 

?W. B. Coutts, Accounting Problems in the Oil and Gas 
Industry (Toronto, 1963T. This work Is pubITS"h~b7"^hi— 
Canadian Institute of Chartered Accountants, but is not a 
pronouncement of that body. Rather it is a research study 
much uhe^ same as bhe Accounting Research Studies undertaken 
and published by the American Institute of Certified Public 
Accountants. In this work, Coutts advocates use of full 
capitalization of all costs prior to production. These 
costs are subsequently depleted on the basis of a property 
unit that coincides with managerial areas of interest. 
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the method. The Federal Power Commission, on the other hand, 

has rejected the method as not being properly supported.^ 

Other groups or agancies have not taken any position with 

respect to the method--the New York Stock Exchange,^® the 
11 

American Stock Exchange, the American Institute of Certified 
12 1 i 

Public Accountants, and the American Petroleum Institute. J 

In an address before the Third Annual Institute of Oil and 

Gas Accounting, 0. L. Luper, member of the Accounting Princi-

ples Board of the American Institute of Certified Public 

Accountants, indicated that the Board would probably issue 

an opinion on extractive industry accounting in the latter 

8 
^Letter from Walter Mickleson, Chief Accountant, 

Division of Corporation Finance, Securities and Exchange 
Commission, December 11, 1967. A copy of this letter is 
included in Appendix A. 

9 
Letter from Arthur L. Litke, Chief Accountant, Federal 

Power Commission, April 17, 1968. A copy of this letter is 
included in Appendix A. 

^Letter from Morton B. Solomon, Executive Assistant, 
New York Stock Exchange, January 25, 1968. A copy of this 
letter is included in Appendix A. 

1]-Letter from E. Stanley Peck, Jr., Director, Division 
of Securities, American Stock Exchange, March 6, 1968. A 
copy of this letter is included in Appendix A. 

12 
Letter from Reed K. Storey, Director, Accounting 

Research Division, American Institute of Certified Public 
Accountants, January 5, 1968. 

13 
-'Letter from Robert H. Stewart, Director, Division of 

Finance and Accounting, American Petroleum Institute 
February 29, 1968. A copy of this letter is included in 
Appendix A, 
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part of 1968, sometime after the accounting research study 

on extractive industries is published.^* 

More than recommendations are required for the under-

standing of full cost accounting. It was hypothesized that 

the shift to full costing in the petroleum industry is caused 

by changes in the financial and economic environment. The 

change then, is not the result of theoretical arguments for 

or against the method. The theoretical arguments are used 

as the basis for making judgements on the acceptability of 

the method of accounting from the point of view of sound 

accounting theory. Yet, general acceptance in practice, as 

opposed to theory, is the significant criterion. General 

acceptance in practice (Chapter II, p. 17), has been estab-

lished by the fact that the majority of the major public 

accounting firms will certify to the use of the method, and 

accordingly, there is substantial authoritative support for 

full cost accounting in the petroleum industry. 

An examination is given of some of the specific argu-

ments used both by proponents and opponents of full costing 

to facilitate a more complete understanding of the method.^ 

^ 0 . L. Luper, "Current Activities of the Accounting Prin-
ciples Board," unpublished address at Third Annual Institute of 
Oil and Gas Accounting (Dallas, Texas, September 21-22, 1967). 

1 C> 
-'Arguments for and against full costing are given pri-

marily in three sources and will not be cited for each of the 
arguments advanced in this chapter. The sources are: Arthur 
Andersen & Co., Accounting for Oil and Gas Exploration Costs 
vChicago, 1963); ¥. B. Coutts, Accounting Problems in the Oil 

Industry (Toronto, 1963); and Stanley P. Porter^-Petro-
leum Accounting: Practices (New York, 1965) . 
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Many of the arguments are more concerned with environmental 

factors than with theory. These factors are discussed in 

more detail in the following chapter. The arguments gener-

ally used, by both the proponents and opponents of the full 

cost method, can be grouped into the broad topics of financial 

considerations, improved reporting, cost type regulations, 

and problems of implementing full costing. 

Financial Considerations 

Practically all of the problems facing a production 

company, just as other companies and other industries, are 

at some point financial in nature. However, not all of the 

financial considerations are relevant to the subject of full 

cost accounting in the petroleum industry; consideration of 

the cost of reserves, of tax influences, and of the alloca-

tion of resources are pertinent to the subject of full 

costing. 

Cost of reserves--Perhaps the strongest argument 

advanced for the full cost method of accounting is the one 

based on the total cost of the reserves. While there is 

little relation between specific exploration and development 

expenditures and the revenues ultimately to be realized, the 

expenditures are necessary. A company does not enter into a 

business for the purpose of incurring losses; rather, funds 

are spent under the knowledge that some of the attempts will 
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be unsuccessful and will ultimately be abandoned.^ Non-

productive exploration expenditures, or expenditures that 

cannot be identified with specific reserves found, are an 

inevitable part of the total costs of acquiring productive 

assets in the petroleum industry. Since all of the expendi-

tures are necessary in the location of hydrocarbon reserves, 

companies that advocate the full cost method state that all 

costs should be capitalized as the cost of whatever reserves 

that are found. These companies contend that capitalizing 

all costs required to find reserves more realistically re-

flects the cost of the company's proven oil and gas reserves. 

Proponents of the full cost method of accounting point 

to the fact that the economics of the industry require that 

the revenue from the production of the company's reserves 

must return to the company the cost of the successful at-

tempts, the cost of the unsuccessful attempts, and a profit, 

if' the concern is to remain in business. Coutts stresses the-

relationship of all costs to the reserves which are found: 

Although there is no physical or technical 
relationship between many pre-production costs 
(especially dry holes and abandoned properties) 
and the oil and gas reserves ultimately discov-
ered, there is, nevertheless, a very real 
rational relationship between them arising from 
the fact that the reserves cannot be found with-
out incurring these costs.^ 

1 fi 
^Petroleum Accountants1 Society of Western Canada, 

"Study of Full Cost Accounting," unpublished committee report 
(Calgary, not dated). 

•^Coutts, Accounting Problems in Oil and Gas, p. ?)\ • 
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The advocates of full costing further say that the con-

ventional practices of charging unsuccessful exploration 

costs to current income results in an understatement of fi-

nancial income. McDonald, as an economist, shares in this 

view: 

To charge current unsuccessful exploration costs 
to current production is, in a successful, growing 
firm, to understate current income by an amount 
equal to the excess of expensed outlays over that 
portion of past unsuccessful exploration outlays 
economically attributable to current production. 

. . in a growing firm it does understate current 
income by charging against current receipts costs 
that are in excess of those economically attribu-
table to such receipts.1° 

The arguments in favor of full costing that are based on the 

economic facts of the industry do have merit; all costs must 

be recovered through the productive efforts of the concern. 

When management evaluates results, the success or failure of 

the exploratory efforts is not related solely to the costs 

of successful attempts, but refers to the total amounts 

expended to locate reserves. 

Capitalization of the total amounts expended can result 

in serious problems under certain conditions. During a 

period of unsuccessful efforts with a young or growing com-

pany, the total amounts capitalized as cost of reserves could 

very well exceed the value of the reserves. If such a case 

were to exist, the company would be suffering a loss each 

time it produced a barrel of oil or a cubic foot of gas. 

1 8 
Stephen L. McDonald, Federal Tax Treatment of Income 

from Oil and G-as (Washington, D. C., 1963"), p. 23. 
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Users of the full cost method state that there should be a 

ceiling on the amount of costs which should be capitalized. 

Any amounts in excess of the limit (the fair market value of 

company held reserves) should be recognized as losses. How-

ever, do the losses occur at the time the unsuccessful 

venture is completed, or at such time as the costs of all 

unsuccessful ventures and successful ventures exceed the 

fair market value of all the prior successful ventures? If 

the latter is used as would be the case in full costing, the 

nonproductive costs incurred in the drilling of one dry hole 

might be classified as an asset, while the costs incurred on 

the very next well, also a dry hole, might be classed a loss. 

Opponents of the full cost method contend that the non-

productive exploration expenditures represent losses and not 

assets of a concern. The general view in the petroleum 

industry has been that while the economists and theoretical 

accountants would be in favor of capitalizing all costs, 

realism calIs for capitalizing only those costs relating to 

specific reserves.19 The opponents of the full cost method 

agree that the total amounts of successful and unsuccessful 

exploratory efforts are required to locate hydrocarbon 

reserves. However, they do not agree that the cost of the 

reserves is represented by the total of expenditures. Rather, 

the amounts applicable to the actual discovery of reserves 

Aubrey Smith and Horace R. Brock, Accounting for Oil 
and Gas Producers (Inglewood Cliffs, N. J., 1959), p. 1 ^ 7 ~ 
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represents the cost of assets held; only these amounts can 

be expected to benefit future periods. 

While the hydrocarbons reserves represent the major 

assets of a company and must be considered in determining 

the value of a company, the realization of these values 

depends upon much more than the reserves themselves, specifi-

cally upon the producing and marketing of the reserves.^ 

The opponents of full costing maintain that nonproductive 

exploration expenditures are losses and should be charged 

against current income as incurred. Their position is based 

upon the facts that such expenditures will not benefit future 

periods and are a normal recurring cost of operations. ' 

Either side of the full cost controversy has strong 

arguments with respect to the cost of reserves. Proceeds 

from the sale of hydrocarbons must return to the concern the 

amounts expended on both the successful and the unsuccessful 

ventures, if the concern is to remain in business. Yet, the 

nonproductive exploration expenditures cannot be expected to 

benefit future periods. Because of the nature of the oil 

business, however, the nonproductive exploration expenditures 

are normal, expected, recurring expenditures. 

'Jo-x influence--Arguments which consider the tax influ-

ence of full cost accounting are voiced entirely by the 

opponents of full cost accounting. Basically the two 

20 
Porter, Petroleum Accounting Practices, p. 299. 
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arguments used against full costing are that its use in the 

petroleum industry will result in more taxes being paid and 

that certain income tax benefits will be lost. 

One of the effects of a change to full cost accounting, 

which is discussed in detail in Chapter VI, is that there is 

an increase in the carrying value of the properties; there 

will be a similar increase in the owner's equity. Where 

state income or franchise taxes are based partly on the book 

value of assets employed or on the owner's equity, a change 

to the full cost method of accounting would result in a defi-

nite increase in the taxes paid. 

Opponents of the method contend that the capitalization 

of nonproductive exploration costs under the full costing 

could result in the compulsory capitalization of these same 

expenditures for tax purposes.21 Difficulties are often 

encountered in convincing the taxing authorities that a par-

ticular item should be considered a deduction for income tax 

purposes when the item has not been so treated for financial 

Op 

reporting purposes. Proponents of the full cost method 

dismiss this argument by saying that the possible loss of 

deductions applies only to a portion of the geological and 

geophysical expenditures. The deductibility of the major 

PI 
Arthur Andersen & Co., Accounting for Oil and Gas, 

p. 22. Wayne W. Harpster, "Total Cost Accounting for 
Petroleum Exploration Costs," Management Controls, XII 
(August, 1965), 161. 

22Harpster, "Total Cost Accounting," p. 161. 
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nonproductive exploration cost, the intangible development 

cost on dry holes, is provided by statute and is not con-

cerned with the treatment for financial reporting purposes.23 

Sources within the industry indicated concern over the possi-

ble loss of tax incentives to the petroleum industry as the 

result of handling certain expenditures differently for 

financial and tax purposes. 

Allocation of resources--One of the purposes of the 

periodic determination of net income is a reflection of the 

ability of a concern to use effectively the resources that 

are entrusted to it. Bedford terms this a measure of manage-

rial efficiency.^ Opponents of full costing argue that the 

use of the method can result in a mis-allocation of resources 

to an unsuccessful firm: 

Total cost accounting tends to obscure unsuccessful 
drilling programs. . . . In fact, disastrous 
drilling programs could be sustained for a number 
of years (until the aggrsgate capitalized costs 
equalled fair value) witaout disclosure in the fi-
nancial statements. While the success of drilling 
activities is not necessarily disclosed under the 
present method of accounting, it does tend to high-
light unsuccessful exploration since the costs are 
charged to operations currently.25 

The use of the broad averages inherent in the use of full 

cost accounting does tend to obscure or delay recognition of 

23 
Arthur Andersen & Co., Accounting for Oil and Gas, 

p * 22 . 
C3} 
Norton M. Bedford, Income Determination Theory, an 

Accounting Framework (Reading, Mass., 1965), p. 91. 

25 
Harpster, "Total Cost Accounting," p. 161. 
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results from operations. However, the proponents of the full 

cost method contend that use of the conventional accounting 

practices can result in a mis-allocation of resources; they 

argue that the mis-allocation could occur where a successful 

company might report losses because of a high level of explo-

ration and an unsuccessful company might report attractive 

profits through depletion of its reserves without replacing 

them.^6 

The arguments based upon the economic considerations of 

the cost of reserves, the tax influence, and the allocation 

of resources are important in consideration of the full cost 

method of accounting. However, the economic considerations 

do not stand alone as an argument either for or against the 

full cost method of accounting. The effects of the method 

on reporting are also significant. 

Improved Reporting 

Both sides of the full cost controversy argue that the 

use of their method of accounting will result in better 

financial reporting. Primary arguments advanced by the pro-

ponents and opponents of full costing are concerned with the' 

reported earnings, the costs of current production, the carry-

ing value of assets, and the comparability of the reported 

results. 

1926Arthur Andersen & Co., Accounting for Oil and Gas, 
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Reported earnings—Conventional advocates point to the 
J K i in ii n -m i < i iii 

fact that full cost accounting does not represent a conserva-

tive accounting practice. Smith and Brock state that because 

of the element of uncertainty, conservatism has played a 

large part in accounting policy in the oil and gas producing 

industry.2^ Conservatism for its own sake is no guide to 

acceptable accounting practices, but it has been regarded as 

conservative to recognize losses as soon as possible. 

In consideration of full cost accounting, conservatism 

has deeper implications than merely the capitalizing of 

losses as the cost of assets. The use of the method has ef-

fect on the published financial statements of companies in 

the industry. Opponents, of the full cost method state that 

the balance sheets of companies using full costing are materi 

ally overstated as the result of the capitalization of costs 

from which there is no expectation of future revenue. The 

opponents also feel that full costing tends to overstate 

income as the result of capitalizing the nonproductive explo-

ration costs. One speaker indicated his view of the over-

statement of income by saying, "I have yet to read the 

statements of a company that has changed to full costing 

that has shown a decline in earnings. . . . In fact, in some 

cases, the increase in earnings . . . is very substantial tr 2 8 

27 
'Smith and Brock, Accounting for Oil and Gas, p. 77. 

20 
D. N. Walker, unpublished paper presented at 13th 

Annual Western Canada Conference on Financial Management and 
Petroleum Accounting, Banff, Alberta, Canada, May 18-21, 
1966 , p. 2. 
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Others regard the uje of the full cost method with a certain 

amount of skepticism and. state that the use of the method is 

not a service to the industry.^ Several of the respondents 

to questionnaires used in this research indicated that in 

their opinion, the financial statements prepared under the 

full cost method were not conservative, meaningful, or prop-

er. Some of the respondents did not recognize the method as 

being generally accepted. 

Arguments are frequently heard that the method used does 

not have to be conservative and that the choice of the method 

is not of primary importance if it is used consistently. 

Consistency in itself is not enough to give meaning to the 

financial statements. The method used may make little dif-

ference over the life of the concern, and there may be little 

difference in reported income after a number of years, pro-

viding the exploration level and the production level remain 

fairly constant. The amounts spent on exploration do not 

remain the same, however. The differences in reported earn-

ings, even assuming the method is applied consistently, are 

material for small or non-integrated producers.3° Proponents 

of the full cost method are emphatic in their arguments that 

use of the full cost method improves financial reporting by 

providing a more effective matching of costs and revenues, 

J. Richards, "Top Management Views the Accounting 
Function," Oil and Gas Accounting: Financial Analysis and 
Reporting, ed. A. C. Ernst (New York, 1966), p. 55. 

^Porter, Petroleum Accounting Practices, p. 322. 
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since the total costs of finding hydrocarbon reserves are 

charged against the revenues from the production of those 

reserves. With earnings tied almost exclusively to the pro-

duction and sale of hydrocarbons instead of the discovery of 

the reserves, the proponents of the full cost method feel 

that there is a closer relationship between current sales 

and current earnings. 

On the other hand, the opponents of full costing con-

tend that a mis-matching of revenues and expenses occurs as 

the result of capitalizing losses; they believe the nonpro-

ductive exploration costs do not represent assets and cannot 

be considered income producing properties. Opponents of the 

method state that the nonproductive exploration costs should 

not be amortized against income in the future but should in-

stead be recognized as losses as soon as it is possible to 

determine that the results are unsatisfactory in terms of 

the location of hydrocarbon reserves. The nonproductive ex-

ploration costs should be charged against current income, 

not because they are related to current revenues, but because 

they have been incurred in the normal course of business and 

they hold no known future value. 

Use of the full cost method calls for the application 

of deferred tax allocation procedures, discussed in detail 

in Chapter VI. If nonproductive exploration expenditures 

will be of benefit to future periods, the effects should be 

reduced by any possible current tax benefit. Opponents of 
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the full cost method state it is illogical to contend that 

all costs are the cost of finding reserves, and at the same 

time to allow the current reduction in income taxes as the 

result of such expenditures to flow on through to income. 

Opponents of full costing feel that the failure of the major-

ity of companies using full costing to apply tax deferral 

procedures eliminates the contention that full costing re-

sults in a more proper matching of income and expense. 

For decision-making purposes, it is necessary to be able 

to make comparisons as between time periods and among com-

panies. Management, of course, can obtain any financial 

information it desires; stockholders and other outsiders, 

however, must rely upon the external reports for their infor-

mational needs. In investment and other financial matters, 

every decision must be considered relative to alternative 

decisions. 

Those favoring the full cost method feel that more mean-

ingful statements are possible as the result of better com-

parison bases. The elimination of fluctuations in income 

attributable to the exploratory activities allows better 

interperiod comparisons within a company and at the same 

time, better intercompany comparisons. Proponents of full 

costing further contend that use of the method allows more 

valid intercompany comparisons within and without the petro-

leum industry. 
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Opponents state that the lack of uniform application of 

the full cost concept does not increase the comparability of 

reported earnings for companies using the method. Opponents 

of full costing further contend that the introduction of an 

additional method of accounting makes comparisons within the 

industry even more difficult than would normally be the case. 

Current cost of product!on--Determination of the cur-

rent cost of production is closely related to the matching 

of income and expense. Those in favor of full cost account-

ing believe that previously incurred exploration costs are a 

part of the expense of current production. The current 

exploratory costs, which will not result in production for 

perhaps a lengthy period of time, are not a cost of current 

production. Coutts things that none of the arguments in 

favor of immediate expensing are strong enough to reject the 

matching principle; he asserts either that advocates of imme-

diate expensing of nonproductive costs are confused as to the 

•̂ âl assets of oil companies or have decided that proper 

income determination is impossible 

Proponents of full costing contend that current explo-

ratory costs do not apply to current production but rather 

are applicable to reserves that will be produced in the 

future. They feel a more meaningful reporting will result 

from the elimination of the irregularities in financial 

— — — 

Coutts, Accounting Problems in Oil and Gas, p. 25. 
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reporting which are the result of current exploratory activ-

ity and which should be charged to future production found 

as the result of that activity. The advocates of full cost-

ing maintain that the charges to current production are not 

proper under conventional practices. A corporation may be 

highly successful in terms of finding new reserves and 

increasing the total value of the company; yet, because of 

charging a significant portion of the current exploratory 

activities to income as dry hole costs, etc., the company 

may report a loss for financial accounting purposes. Capi-

talizing of nonproductive exploration expenditures rather 

than charging these items to current operations is essen-

tially the normalization of income. These effects are most 

noticeable in the smaller growing companies. 

Opponents of full costing recognize that the cost of 

current production involves the amortization of previously 

incurred costs plus any losses incurred. They contend that 

the previously incurred costs included only those costs appli-

cable to specific properties containing hydrocarbon deposits; 

the nonproductive exploration costs are losses, not assets, 

since they will not benefit future periods. As losses, the 

nonproductive exploratory costs should be charged off against 

the current period's income. 

Carrying value of a.ssets--Opponents of the full cost 

method do not recognize nonproductive exploration expenditures 

as being subject to deferral as assets. They contend that 
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since there is no expectation of future revenue as the result 

of the nonproductive expenditures, capitalization of these 

costs results in a material overstatement of asset values. 

Advocates of the full cost method feel that the balance 

sheet will show the total cost of the reserves that are held 

by the company, not just a part of the unrecovered costs 

attributable to the successful ventures. Since the hydro-

carbon reserves are the major assets of an oil company, the 

proponents of full costing feel that the total cost of these 

assets should be shown on the financial statements for pur-

poses of information and comparison. 

A research study is presently being conducted by the 

American Institute of Certified Public Accountants of account-

ing practices in the extractive industries. In a preliminary 

report, Robert E. Field, director of the study, indicates 

that certain recommendations will be made with respect to 

the accounting and reporting practices of the petroleum in-

dustry. 32 (jhQ preliminary recommendations include the 

immediate expensing of prospecting costs, the deferral of 

exploration costs only if reserves are found, and the deferral 

of development costs only if applicable to specific reserves. 

While the study is not complete at the present time and will 

not be the official position of the American Institute of 

-^Robert E. Field, "A Report on the AICPA Survey of 
Accounting Practices in the Extractive Industries," Oil and 
Gj&s. Accounting: Financial Analysis and Rex>ortins. ed. A~ G. 
Ernst (New York, 1966), p. lBFT * ^ 
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Certified Public Accountants, the preliminary report is wor-

thy of consideration. The full cost concept is not consis-

tent with any of the recommendations; the recommendations 

are, in fact, arguments against the full cost method of 

accounting. Increased comparability of financial statements 

and improvements in financial reporting are necessary not 

only for investors, but for regulatory purposes as well. 

Cost-Type Regulation 

There is a possibility of regulation of the price of 

crude oil and natural gas liquids at sometime in the future.33 

Proponents of the full cost method of accounting believe 

that this method would be preferable in the event of possible 

added regulation. If costs are to be considered in the de-

termination of prices for hydrocarbons, then it is necessary 

that all of the costs be considered. By capitalizing non-

productive exploration costs, the producer can reflect all 

of the costs in his rate base.̂ -t- if the costs are not in-

cluded in the accounting records, it is unlikely that they 

will be allowed as part of the rate base. By inclusion of 

the total costs, the oil company should be allowed to recover 

these costs as well as to earn a "fair rate of return" on its 

unamortized costs. 

D o n a l d E. Kliewer, "Could It Mean Further Control," 
World Oil, CLXIV (May, 1967), 7 . 

3i+s. D. Williams, "Accounting for Exploration Costs," 
0 i l a n d Gas Accounting; Financial Analysis and Reporting, 
ed. A. C. Ernst (New York, 1966), p. lBB. 6 
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The primary argument against the use'? of the full cost 

accounting, in view of the possibility of additional regula-

tions under the jurisdiction of the Federal Power Commission 

or other agencies, is that in use of full cost accounting, 

one is assuming that it is possible to determine the cost of 

the reserves that are found. Within the industry there is a 

fairly predictable relationship between the number of wells 

drilled, total footage drilled, and the total reserves added. 

"It has not been demonstrated, however, that such a relation-

ship exists for any individual company, and therefore the 

total costs of an individual company cannot logically be 

related to total reserves."^ With or without the ability 

to relate total costs and total reserves, an increase in the 

regulation of the petroleum industry is possible for the 

future. Some of the immediate problems with respect to full 

cost accounting are concerned with the implementation of 

full costing. 

Problems of Implementing Full Costing 

As far as can be determined, arguments dealing with prac-

tical aspects of full cost accounting are exclusively against 

use of the method. 

Complete adoption of the full cost method of accounting 

requires a retroactive change to the inception of the firm's 

activities. In any company in existence for some period of 

35porter, Petroleum Accounting Practices, p. 302. 
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time (or one which has undergone several mergers and acquisi-

tions) , the problems of a retroactive change become almost 

insurmountable. There is definitely a practical problem in 

the restatement of the amounts involved for the larger, more 

mature companies. If a retroactive change were to be made 

for the larger companies, there would be little, if any, dif-

ference in the reported income figures. Porter and others 

indicate the lack of difference in larger companies.-^ Adop-

tion of the full cost method without a retroactive application 

leads to an immediate increase in the earnings, and yet there 

is no increase in the carrying value of the properties. Earn-

ings are relieved of nonproductive costs, but the total cost 

of the reserves held is not shown. Adoption of full costing 

without retroactive application would apparently cast doubt 

on the validity of the method, since one of the advantages 

cited is that the carrying value of the assets represents the 

total costs involved in finding the reserves that the company 

holds. 

Record keeping requirements would be increased through 

the adoption of full cost accounting. While it is true that 

depletion computations and many of the costs would be main-

tained in rather broad categories, it is also true that 

detailed records must be maintained for legal, tax, and ana-

lytical purposes. This argument against full costing is 

36Ibid., p. 322. 
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really rather weak; the additional records required for the 

full cost method are not extensive. 

Some aspects of depletion or of amortization of the un-

recovered costs give rise to problems that are also concerned 

with the economics of the industry and effects on reporting. 

Determination of the property unit for purposes of depletion 

computations presents one of the most significant arguments 

against the adoption of full cost accounting. What is the 

unit of property to be? The depletion or amortization charge 

is supposed to match the costs with the revenues. There is 

assumed to be some causal relationship between the revenues 

and the expense of producing those revenues. It has not 

been established that such a relationship exists on a com-

pany wide basisj although this might be possible where a 

company has directed all its efforts to only one area.37 

There is little relationship between the efforts in foreign 

operations and those of domestic operations.38 The same 

rationale can be applied to inland exploration and offshore 

exploration, and the same lack of specific relationship 

exists between one field and another. Use of the full cost 

method of accounting requires the use of a company wide unit 

of property, but some concede that it may be desirable to 

separate domestic and foreign operations.39 others feel 

3?Ibid., p. 302. 38 Ibid, 

_39Arthur Andersen & Co., Accounting for Oil and 'Gas, 
P • 32 • 



88 

that the managerial areas of interest should determine the 

property unitA 0 Opponents of the full cost method believe 

that the lack of consistency among companies using the full 

cost method invalidates some of the arguments made for its 

use . 

Arguments against the use of the full cost method which 

are based on practical considerations are not the major argu-

ments either for or against use of the method. The problems 

involved in implementing full costing must be given consid-

eration but are not the determining factor in adoption of the 

full cost method. 

Summary of Pull Cost Accounting 

In recent years more than fifty wildcats have been 

drilled for every one discovery that the industry considered 

commercially profitable. Large amounts of capital are neces-

sary in the exploratory phase of operations in the petroleum 

industry. Reporting on the expensive, high risk ventures of 

the petroleum industry has not been completely satisfactory. 

Difficulties in reporting arise from the alternative prac-

tices that are followed and from the fact that conventional 

practices have tended to expense everything that is not di-

rectly identifiable with the discovery and development of 

specific reserves. Proponents of the full cost method (in 

use since 1959) think that the use of alternative practices 

^Coutts, Accounting; Problems in Oil and Gas, p. 28. 



or the very conservative practices does not result in proper 

financial reporting. 

The full cost method of accounting, or the total cost 

method as it is sometimes called, is a method of accounting 

for finding costs of hydrocarbon reserves in the petroleum 

industry. It involves capitalizing all productive and non-

productive costs incurred in finding oil and gas reserves. 

Included in the amounts capitalized are costs of lease acqui-

sition and maintenance, of pre-drilling exploration, of 

intangible drilling and development costs (whether the well 

is a producer or dry), and a portion of the general overhead 

costs of the concern. As oil and gas are produced, these 

costs are charged to income through use of a unit-of-

production method of depletion. Generally depletion is 

computed on the basis of a company wide unit of property;, 

however, the property unit in some cases may be continental 

or political boundaries, or areas of management interest, or 

geological boundaries of the natural resources. 

Since the purpose of this study is to examine this rela-

tively new method of accounting, several of the arguments 

advanced in support of each of the major practices have been 

given. The strongest argument in favor of adoption of the 

full cost method of accounting for finding costs is that the 

method is in accord with the economic facts of the petroleum 

industry. The cost of the hydrocarbon reserves is the sura 

total of expenditures that have been made in locating those 
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reserves; a more effective matching of effort and accomplish-

ment results from charging a portion of the total costs 

against revenue production. Arguments against the use of 

the full cost method rest also on economic and reporting 

considerations. Opponents of the method maintain that capi-

talization of losses is not proper since the nonproductive 

expenditures do not represent assets which will benefit 

future periods and that full costing tends to obscure results 

of operations and financial position through the capitaliza-

tion of losses and the use of broad averages. Use of the 

method, they contend, will result in a misallocation of 

resources within the industry. 

Arguments for or against full'costing have convincing 

merit. The method is in use, and while not widely used it 

is significant that at least forty-eight reporting entities 

have adopted the full cost method of accounting for finding 

costs in the petroleum industry. Some of the possible rea-

sons for these companies' adoption of this method are dis-

cussed in Chapter V. 



CHAPTER V 

POSSIBLE REASONS FOR ADOPTION OP PULL COST ACCOUNTING 

There are various possible reasons for petroleum com-

panies to change to the full cost method of accounting for 

finding costs. The reasons are not, for the most part, 

attributable to influences within the companies themselves, 

but rather, are due to changes in the financial and economic 

environment of the entire petroleum industry. 

A change from one method of accounting to another re-

quires a decision on the part of management. The precise 

reason or cause of the change can never be known since the 

decision is based upon reasons known only to the corporate 

managers deciding to make a change in accounting methods. 

Thus, the real cause for making the change in methods is not 

subject to objective verification. Instead, inferences must 

be drawn from interrelationships of the stated reasons and 

the environmental factors facing the petroleum industry.' 

Stated Reasons for Adoption of Pull Cost Accounting 

Whenever possible, the stated reasons for adoption of 

the full cost method of accounting were obtained directly 

from the companies; in connection with this research, ques-

tionnaires were sent to the financial officers of various 

91 
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companies in the petroleum industry.1" Since some companies 

known to be using the full cost method of accounting did not 

reply to the questionnaire, the returned questionnaires were 

supplemented where possible by an examination of the annual 

repcrts of the companies concerned. The usual reasons given 

in £nnual reports for adoption of the full cost method are 

that it offers a more desirable reporting through more sat-

isfactory matching of revenue and expense and that it more 

accurately determines asset costs. Some companies have 

stated that it eliminated the undesirable effects of explora-

tion programs. There were, of course, some companies from 

which no reasons for a change could be obtained. Lack of 

information on the reasons for making a change in accounting 

methods is attributable to the facts that not all of the com-

panies replied to the questionnaires and that the annual 

reports were not available on all companies using the full 

cost method. 

Table III summarizes the reasons given for adoption of 

the full cost method by thirty-nine of the forty-eight 

reporting entities known to be using the full cost method 

of accounting for finding costs in the petroleum industry. 

Most of the companies replying indicated several reasons 

for changing to the full cost method. 

-̂A copy of this questionnaire is included in Appendix A. 
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TABLE III 

STATED REASONS FOR ADOPTION OP PULL COST ACCOUNTING* 

Number Giving 
Reason Given This Reason 

Cost of reserves are indicated. 
by the total of such costs 
incurred in finding such 
reserves 27 

To aid in statement comparability 
between firms and industries ij. 

Majority of non-integrated, non-
major firms are using the 
method 2 

Avoid showing fluctuations or 
losses because of explora-
tory activities II4. 

Improve reporting through more 
accurate matching of revenue 
and expense 2^ 

Pressure of financial analysts 2 

Other reasons given ij. 

-^Source: Questionnaires and corporate annual reports 

Considering the answers and the failure of some companies 

to reply, it is not possible to state that a certain percent-

age of the companies changed because of a particular reason. 

The reasons most often cited for adopting the full cost method 

closely follow the major theoretical arguments given for use 

of the method. It may also be important that at least seven 

of the entities making the change to full costing merely 

stated that such was done, and did not give any reasons for 

making the change. The reasons given are not significant in 
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themselves, since the reasons given may or may not be the real 

cause for a change in the accounting methods of the corpora-

tion. It is also necessary to examine environmental factors, 

and ultimately even the results of a change, before any con-

clusions can be drawn regarding the reasons for the change. 

Environment of the Petroleum Industry 

The success of a business organization and its continu-

ing operation depends, at least in part, upon the ability to 

meet the demands imposed by its surroundings. Continued and 

increasing earnings are used by owners and others as the ulti-

mate test of the success of a company. The climate faced by 

the petroleum industry today includes increasing costs within 

the industry, decreasing finds of hydrocarbons, demand-supply 

relationships, and the objectives of the investors. 

Increasing Costs Within the Industry 

Increasing costs refers to an absolute increase in costs, 

or to an increase in costs relative to the price of the com-

modity. Within the past several years, costs in the petroleum 

industry have increased both on an absolute basis and on a 

relative basis. While the selling prices for raw hydrocarbons 

have increased, the costs of production havfe increased at a 

greater rate. The merging of the costs and sales prices 

could ultimately result in even additional problems for the 

marginal production company. 
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In the following table are given the costs for explora-

tion and development expenditures which include amounts for 

leases and certain overhead charges and which accordingly 

will differ from estimates including only cost of the well: 

TABLE IV 

EXPLORATION AND DEVELOPMENT EXPENDITURES--YEARS 
1955 AND I960 THROUGH 1966* 

Year 

1955 
1960 
1961 
1962 
1963 
196ii-
1965 
1966 

Crude Oil 

$ 86 

Total Cost Per: Well 

Natural Gas 

$ 88,000 
111}., 000 
116,000 
111+,000 
111,000 
119,000 
117,500 
129,200 

. -"-Source: Data on crude oil from Henry J. Struth, 
Rising Costs, Low Prices Are Discouraging Crude Oil 

Search," World Oil. CLXIV (May, 1967), 11+8. Data on 
natural gas from Henry J. Struth, "What the Cost-
Price Squeeze Is Doing to Natural Gas Producers," 
World Oil, CLXIV (June, 1967), 11+2. 

As indicated in this table, the cost of the wells increased 

significantly during the period under consideration, with a 

greater increase in cost being attributable to natural gas 

wells. Struth, a petroleum consultant, contends that this 

dramatic increase is due to the progressively greater depth 

at which new gas reserves are being found. 

2 — 
Strath, nWhat the Cost-Price Squeeze Is Doing 

to Natural Gas Producers," World Oil, CLXIV (June, 1967), 139, 
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The production cost in relation to the sales price of 

the commodity is also a significant factor in the increasing 

costs of the oil industry. In the following figure, costs 

and selling prices of later years are expressed as a percent-

age of the same figures for 1955: 

Data as 
Per Cent 
of 1955 

180-

160-

li|0-

120-

100-

Cost 
Sales Price 

1955 I960 1961 1962 1963 19624. 1965 1966 

Pig. 2--Comparison of sales price and ultimate unit 
cost of natural gas with data expressed as a percentage of 
1955 sales price and unit cost. 

Source: Henry J. Struth, "What the Cost-Price Squeeze 
Is Doing to Natural Gas Producers," World Oil, CLXIV (June, 
1967), 114-2. 

While the chart shows data for natural gas only, the figures 

for crude oil exhibit the same basic pattern even though the 

increases in both costs and prices have not been so great.^ 

For most of the period under consideration, the per unit 

costs increased by a greater percentage than did the selling 

prices of the raw hydrocarbons. If only rising costs and 

^Henry J. Struth, "Rising Costs, Low Prices Are 
Discouraging Crude Oil Search," World Oil, CLXIV (May, 1967), 
IJ4.8. 
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declining prices for the raw products were considered, earn-

ings determined as a rate of return on capital employed would 

have declined as well. 

Earnings as a rate of return on invested and borrowed 

capital in the petroleum industry have been increasing moder-

ately since the large decrease during and immediately after 

the Suez Crisis of 1956 and 1957- Even with the increases, 

however, the rate of return for the petroleum industry is not 

back to the level of 1956 and previous years. The following 

figure indicates earnings as a rate of return on invested and 

borrowed capital for the major oil companies over the past 

several years: 

Rate of 13 
Return 

12-1 

11 

10-

9-

T 

W *> * SB bV bo bt tz b 3 U 66 

& a S i , 
1965")' 
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The Chase Manhattan Bank indicates that an increasingly 

larger share of earnings is coming from other than the pro-

duction side of the petroleum industry.^" Of course, earnings 

from other sources are not available to the non-integrated 

production company. 

In the exploration and production phases of the petro-

leum industry, costs have increased in recent years both in 

absolute terms and in relation to the selling price of the 

raw hydrocarbons. This increase can be attributed to over-

all rising labor costs and to increases in the cost of the 

materials and contract work. An additional reason for the 

rise in costs is the increasing difficulty of locating 

hydrocarbon reserves at greater depths, in colder areas of 

Canada and Alaska, and at offshore locations. 

Decreasing Finds of Hydrocarbons 

In terms of exploration and production of hydrocarbons, 

part of the increases in ultimate costs of the raw products 

is caused by the progressively more difficult task of finding 

hydrocarbon reserves. Those in the industry contend that a 

decrease in profit potentials accompanies the rising cost of 

products: 

During 1956-65, however, many factors combined to 
decrease profit prospects on new investments. These 
included reduced geological opportunities in well-
explored areas, . . . and less attractive prices to 

^"Chase Manhattan Bank, N. A., Financial Analysis of a 
Qroup of Petroleum Companies 1966 (New York, 1966), p."To7 
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producers. . . . Economic exploration opportunities 

have declined particularly for smaller operators.-5 

Unless the producing oil company can continually find 

new reserves in amounts sufficient to replace or increase the 

amounts of reserves held, the company may be producing itself 

out of business. Most of the domestic areas have been well 

explored and companies are finding it necessary to extend 

operations in order to locate sufficient quantities of new 

reserves. New exploration is taking place in deeper strata, 

in colder areas of Canada and Alaska, and in offshore areas. 

In spite of advanced technology in the petroleum indus-

try, the number of new-field wildcats required to.find one 

significant discovery has also increased: 

Year 

1914.5 

1914.8 

1951 

19 51+ 

1957 

1960 

20 30 W To To 
Fig. I4 .—Number of new-field wildcats required to find 

one significant discovery--19i|.5 to I960. 

Source: American Petroleum Institute, Petroleum Pacts 
and Figures, 1967 Edition (New York, 1967), p. 19. 

5 
"NPC Blames Long Drilling Slump on Deteriorating Profit 

Prospects," The Oil and Gas Journal, XLV (February 6, 1967), 
lj-9. 
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The implications of the increasing difficulty of locating new 

reserves are significant; the environment of the petroleum 

industry has become increasingly more complicated and the 

risks have increased. Risks, however, are unavoidable. 

The risks are many. Despite the petroleum 
industry's great technological and scientific 
advances in almost all the energy sources, there 
are no absolutes, and especially in the case of 
gas and oil we will still be dealing in areas 
of relative uncertainty.® 

When the location of reserves is more difficult and the capi-

requirements are greater,^ the potential demand for products 

should be examined to determine the justification for con-

tinued exploratory efforts in the petroleum industry. 

Demand-Supply Relationships 

There are numerous implications in the demand-supply 

relationships in the petroleum industry. Through a compari-

son of production and additional new reserves, it is possible 

to determine whether or not reserves are being replaced. 

^Edward G. Borrego, "Free World Oil Demand May Triple 
in 35 Years," World Oil, CLXI (December, 1965), 108. 

^Increasing capital requirements are partly attributable 
to the increasing costs of greater depths. Moreover, the 
petroleum industry requires more capital than practically any 
other industry. The greater capital requirements are sub-
stantiated by the fact that of the industries included, the 
petroleum industry has had among the lowest sales per dollar 
of capital employed for several years in the "Survey of 500 
Corporations," Fortune, annual issues. For all aspects of 
the petroleum industry, approximately 50 per cent more capi-
tal is required than in other industries. See Douglas H. 
Eldridge, "Rate of Return, Resource Allocation and Percentage 
Depletion," National Tax Journal, XV (June, 1962), 211. 



101 

Projections of the demand-supply relationships indicate the 

potential growth of the industry and the capital requirements 

necessary to attain that growth. Projections of demand-

supply relationships will not be developed in this section, 

since they are more than adequately prepared by the research 

o 

departments of some of the major industry publications, by 

financial institutions, and by companies within the industry. 

Rather, some of the data concerned with demand and supply in 

the industry is presented to establish a pattern of sustained 

growth in the past, and what the industry believes to be 

needed growth in the future. 

The long-range prospects for the petroleum industry are 

for continued growth. Energy needs have been growing at an 

annual rate of I4. 1/2 per cent with oil requirements growing 

at the even greater rate of 6 per cent per annum.^ Esti-

mates indicate that by 1976 the Free World will be consuming 

75 per cent more oil and gas than in the year 1966.10 

Increased production in the short run would be possible 

with little real difficulty; however, other factors must also 

be considered. Any increase in the production level without 
O 
For example see the Annual Review and Forecast Issue 

Ttie Q5-1 and^ Gas Journal which is generally published in 
the^last week in January. The International Outlook and 
Review Issue of World Oil is usually published in the middle 
of August. 

9»0il to Ease Back a Bit This Year," The Oil and Gas 
Journal, LXV (January 2, 1967), 16. 

l0Ibid. 
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a corresponding increase in the hydrocarbon reserves, can 

weaken the ratio of reserves to production, since the indus-

try would be replacing less reserves than it produces. The 

domestic production of crude oil has already exceeded the 

discovery of domestic reserves for some years, and it is 

projected that this will soon be the case in natural gas as 

well. The following table indicates production and reserve 

data for both oil and gas: 

TABLE V 

DOMESTIC PRODUCTION AND NEW RESERVES--
SELECTED YEARS PROM 1955* 

Resource and Year Production New Reserves 

Crude Oi 1 
1955 
1960 
1965 
1966 

2,k&h 
2,575 
2,81 .̂9 
3,039 

2 ,871 
2 ,365 
3,014-8 
2 ,963 

Natural Gas-*-*-* 
1956 
1960 
1965 
1967 

10,908 
13,090 
16,333 
18,250 

2ij.,85l 
13,920 
21,273 
19,360 

-«-Source: Data on Oil from Henry J. Struth, "Why More 
Capital Is Needed For Wildcatting," World Oil, CLXV 
(September, 1 9 6 7 ) , 6 6 . Data on gas from "Day of Reckoning 

Near for U. S Gas Supply," The 0 U and Gas Journal, 
LXVI (February 5, 1968), 107. 

-*-»-Millions of Barrels. -«-::--:;-Billions of Cubic Feet. 

The purpose of the table is to show that in the case of oil, 

there have been years in which the production has exceeded 
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the new reserves which were found. While tnis ha^ not yet 

happened, in the case of gas, it is a likelihood soon. Those 

in the industry believe that the increasing usage of petro-

leum and the decreasing ratio of reserves to production for 

both oil and gas demonstrate the need for the development 

of new hydrocarbon reserves. The data, however, apply only 

to the domestic production and reserve situation and not 

to the entire industry on an international basis. Those in 

the industry further contend that a relatively constant price 

for crude oil in the face of rising exploration and develop-

1 1 

ment costs has undoubtedly curtailed new exploration. 

The need for increased hydrocarbon reserves is usually 

discussed at the industry level. However, the need for 

reserves is felt more acutely by individual companies. The 

continued existence, and growth, of any company depends upon 

profitable operations. In spite of growth of demand at the 

industry level, the increased costs and difficulty of finding 

reserves have made progress difficult for the non-integrated 

production company. Marginal production companies have 

experienced the greatest difficulty in meeting investor 

objectives. 

Investor Ob.jectives 

An important element in the present environment of the 

petroleum industry is the requirement that the company satisfy 

1 1 
"-Henry J. Struth, "Why U. S. Gas and Oil Reserves Are 

Not Keeping Pace With Production," World Oil CLXV (Aoril. 
1967), 130. 
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the objectives of the investors. The petroleum industry, and 

individual companies within the industry, cannot function nor 

continue to meet the many requirements placed on it without 

adequate capital; yet investors and lenders must be satisfied, 

in terms of profitability, before there can be a sufficient 

flow of capital into the industry. 

Meeting the goals of investors proves increasingly dif-

ficult. Reserves are harder to find and costs have risen 

without a corresponding increase in the selling prices of 

the raw hydrocarbons. Some in the industry believe that new 

capital is required to expand exploration in order to meet 

projected future demands, and yet to attract capital it is 

necessary for the industry to show good profits. Because of 

the problems facing the petroleum industry, satisfying the 

goals of the investors is a very difficult necessity. 

Some of the goals of investors are fairly easy to ascer-

tain, at least in general terms, since they are merely the 

objectives which would be held by any individual investing 

funds in a business venture. Investors require that their 

investments return a profit in terms of dividends and/or 

growth in the market price of their investments; they also 

expect the profits of the company to increase. Goldberg 

indicates these goals of investors: 

The shareholders will be concerned (a) with the divi-
dends paid and likely to be paid to them, which in 
turn involves consideration of the profit-earning 
capacity of the company, (b) with the security for 
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their investment, for which the asset backing is a 
significant measure, and. (c) with the potentialities 
of growth of their investment. 

In terms of growth, investors want not only increasing pro-

fits but also require an increase in the carrying value of 

assets. Since the petroleum industry is considered a high 

risk type of industry, investors will require a somewhat 

higher rate of return on their investment in this industry 

than they would in a more secure investment. 

The investors learn the extent that their objectives 

are met through the various communications or reporting of 

economic data pertaining to the corporation. Myers stresses 

the necessity of adequate reporting to all persons connected 

with the corporation. 

The question can certainly be raised as to the 
extent of the obligation to report to external 
audiences. In addition to any legal requirements, 
public corporations have a substantial obligation to 
report to the public and other outside groups. They 
draw upon creditors for funds, employees devote a sub-
stantial part of their everyday lives to the company, 
customers . .^. governments . . . The magnitude of 
this general interest in a corporation's affairs 
bestows upon a corporation an obligation to provide 
dependable and relevant information to all concerned 
in its affairs.Ij5 

The shareholders must read the annual reports, or other 

reports of a financial nature very carefully; and management 

of the corporations should make the reports as dependable and 

12 
t-M k°ufs Goldberg, An Inquiry Into the Nature of Account-

ing. (Menasha, Wisconsin, 1 ^ 5 T 7 p . ^ W . 

T. . i
3S® 0 r g e. V; Myers* "Accounting—Missing or Connecting 

Link, Financial Executive. XXXIII (August, 1965), 25. 
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as meaningful as possible. Bevis indicates that corporate 

financial reporting and accounting has evolved from, and 

responded to, the social and economic environment; the 

reporting is now good, but it will evolve further through 

the interaction of the environment and information needs of 

the investors. ̂  

Parts of the economic environment have remained basic-

ally the same, such as the objectives of investors who have 

generally desired dividends, security, and growth. Changes 

within the economic environment, however, have made satis-

faction of objectives increasingly difficult. 

Changes Prom Prior Economic Environment 

Many changes in the economic environment of the petro-

leum industry have been indicated in setting out parts of the 

present environment. The location of hydrocarbon reserves 

is both more difficult and more expensive than had been the 

case in previous years. With current heavy or even excessive 

production of hydrocarbons, the prices have been depressed. 

Attempts to satisfy investor objectives in the face of these 

changes in the environment of the industry has resulted in 

strenuous competition within the petroleum industry. Addi-

tional changes in the environment affecting competition in 

the industry have included increases in the amount of stock 

^Herman ¥. Bevis, Corporate Financial Reporting in a 
Competitive Economy (New York, 196^}, p. 1. — 
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in the hands of the public, the effects of governmental 

influence, and pressures imposed by the financial community. 

Increased Stock Outstanding 

The number of all corporate shares outstanding in the 

hands of the public has greatly increased in the ten year 

period from 1957 to 1966. The number of companies listed on 

one of the major stock exchanges^ and the number of persons 

16 

owning stock indicate this increase. With one out of every 

seven shareowners owning stock in the oil industry,^ the 

number of shares and the number of shareowners has increased 

in the petroleum industry. 

Twenty companies, from those replying to the question-

naires, were selected for consideration of changes in stock 

outstanding. No attempt was made to obtain a random sample 

since many of the companies were not in existence in 1957 

and some of them are subsidiaries of other oil companies or 

of conglomerate enterprises. Rather the chosen companies 

were selected on the basis of: (1) the companies must have 

^New York Stock Exchange, 1967 Fact Book (New York, 
1967), p. 71. The number of listed companies rose from 1,107 
to 1,286 in this period and the market value of the stocks 
rose from $195-6 billions to $1+82.5 billions. 

Ibid., p. 35- In 1956, one out of every twelve adults 
owned stock for a total of 8,630,000 shareowners. In 1965 
this had increased to one out of every six adults owning 
stock for a total of 20,120,000 shareowners. 

^Andrew R. Cecil, "Opening Remarks," Oil and Gas Account-
ing1 Financial Analysis and Reporting, ed. A. C. Ernst (New 
York, 1966], p. iv. 
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been in existence in 195?J (2) ten of the companies must be 

using the full cost •method of accounting and ten must not be 

using the method, and (3) subsidiary relationships must be 

avoided. The number of common shares outstanding at the end 

of 1957 and 1966 accounting years was obtained.^"® After 

making any adjustments necessary for stock splits and stock 

dividends, the percentage of increase was obtained. The 

stock outstanding in 1966 was approximately 150 per cent of 

that in 1957 for companies using the full cost method; for 

companies not using the method the amount outstanding was 

approximately 128 per cent. As a group, the companies using 

the full cost method represented younger, growing companies. 

With a slightly higher increase in the number of shares 

outstanding for the companies using the full cost method as 

opposed to those not using the method, it is possible for an 

increase in the number of shares outstanding or of the number 

of shareholders to be one of the reasons for some of the com-

panies adopting the full cost method. 

In the case of closely held corporations, the owner-

operators have all of the financial information that is 

needed for financial decisions. In widely held corporations, 

the owners do not have sufficient information. In moving 

from closely held to publicly held corporations, the impor-

tance of the single net income figure is greatly increased. 

1 ft 
Moody's Industrial Manual (New York, 1958 and 1967. 
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Effects of Governmental Influence 

The effects of governmental influence are as noticeable 

in the petroleum industry as in any industry. In the explo-

ration and production phases of the industry, governmental 

influence exists in granting leases, in determining spacing 

requirements, in setting the production allowables, in estab-

lishing the amount of income to be made in some cases, in 

setting reporting requirements, and in a wide variety of 

other areas. Some within the petroleum industry believe not 

only that governmental influence exists within the industry, 

but also that the governmental influence will continue to 

increase. "Government's growing involvement in the petroleum 

industry, therefore, results from its broad range of inter-

ests in the industry. It is a policy-maker in a multitude of 

areas. And it is the administrator of numerous programs 

designed to carry out these adopted p o l i c i e s . " ^ Government 

influence or control originates from many sources; some of 

these should be mentioned. 

Securities and Exchange Commission—The Securities Acts 

have been amended through the years with the aim of pro-

viding that financial statements available for distribution 

will, in fact, be dependable. However, a large portion of 

financial reporting is not covered by any specific rules of 

the Securities and Exchange Commission. The Commission 

19 
Don E. Lambert, "Major Challenges Discussed at IPAA 

Mid-Year Meeting," World Oil, CLXII (June, 1966), 12. 
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requires that the financial statements of a publicly held 

corporation be certified to by an independent public accoun-

tant. However, certification does not assure that the 

financial statements will be comparable since one of the main 

considerations is the use of generally accepted principles 

of accounting. Some of the current controversy over finan-

cial reporting is attributable to the use of alternative 

generally accepted accounting principles. There is concern 

that the disclosure provisions of the securities laws, as 

they are now being applied, do not produce the quality nor 

quantity of information needed for informed and undistorted 

trading. 

The Securities and Exchange Commission has not made any 

general pronouncements on the subject of full cost account-

ing in the petroleum industry.^ The Commission does accept 

reports of companies that use the full cost method of account-

ing. However, the Commission's acceptance of use of the 

method by companies is determined on an individual company 

basis. With respect to the method itself, at present the 

Commission can neither be said to be in favor of, nor against, 

the use of full costing. 

^Manuel P. Cohen, "Public Policy, The Securities Markets 
and Institutional Investing," The Journal of Accountancy, 
CXXIII (January, 1967), £6. 

21Let ter from Walter Mickleson, Chief Accountant, 
Division of Corporation Finance, Securities and Exchange 
Commission, December 11, 1967- A copy of this letter is 
included in Appendix A. 
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Federal Power Commission--The Natural Gas Act of 1938 

gave the Federal Power Commission the authority to regulate 

the prices paid in gas sales made in interstate commerce. 

Until 19Sb-> the provisions of this act were not assumed to 

2? 

be applicable to producers of natural gas. Based upon an 

examination of data, the regulated entity is allowed to 

charge prices which are supposed to allow the recovery of 

cost plus a "fair" rate of return based on the cost of the 

investment.Founded on either the historical cost basis 

or on the current cost basis for determination of a rate 

base, the determination of the costs becomes of prime 

importance. 

At this point, the Federal Power Commission has rejected 

the full cost method of accounting for finding costs in the 

petroleum industry as not being adequately supported. The 

present rejection of the method does not rule out its pos-

sible future acceptance for rate making purposes. Regulation 

of prices paid for gas in interstate commerce is not the sole 

consideration of the Federal Power Commission. Rates must be 

allowed which will provide for a continued and even increas-

ing supply of natural gas. Even though the full cost method 

is presently rejected, the Commission will give further 

22 
Stanley P. Porter, Petroleum Accounting Practices 

(New York, 1965b p. 26k- 6 

2^Ibia., p. 265-
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consideration to it and to other methods of accounting which 

might facilitate regulatory activities.^ 

The Federal Power Commission is considering "the possi-

bility of using the true yield method rather than an expensing 

,2^ 

of exploration and development costs. No indication was 

given as to precisely what the "true yield" method is; but 

where the exploration and development costs are not expensed, 

a reasonable assumption is that the "true yield" method and 

the full cost method are the same. Consideration of another 

method is in line with a policy of trying to improve regula-

tory activities even though the mathod might not be accepted 

initially. 

The Federal Power Commission has not accepted the full 

cost method of accounting at the present. However, the pos-

sibility of increasing the rate base for regulatory purposes, 

with its corresponding increase in the revenues of a concern, 

could be considered a possible reason for some companies' 

adopting the full cost method of accounting. 

Other Governmental agencies--Within the last year or 

two, there has been an increase in governmental regulation 

which affects the petroleum industry. The significance of 

additional dicta is that the rules have been imposed by 

^Letter from Arthur L. Litke, Chief Accountant, Federal 
Power Commission, April 17, 1968. A copy of this letter is 
included in Appendix A. 

2^Don E. Lambert, "Major Challenges Discussed at IPAA 
Mid-Year Meeting," World Oil, CLXII (June, 1966), J+3. 
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agencies which had not previously engaged in extensive regu-

latory activities. Specifically, the involvement of the 

Department of Interior has caused much discussion. Early in 

1967, the Department of Interior announced that it would set 

offshore allowables.Discussion in the petroleum industry 

has not been directed primarily at the existence of federal 

proration; there is anxiety, however, over added federal 

involvement in the petroleum industry. The anxiety within 

the petroleum industry is not merely over the one or two 

agencies that may be seeking additional controls; rather, the 

implications are for all of the governmental agencies and 

their future regulations. Some companies within the industry 

forsee the probability of more numerous and more stringent 

controls for the petroleum industry. 

The various governmental agencies are part of the 

surroundings of the petroleum industry. The activities of 

these agencies with respect to the petroleum industry have 

been changing just as have other parts of the environment. 

With increased governmental involvement in the petroleum 

industry affairs, governmental activity is a potential influ-

ence on petroleum industry accounting. At the present time, 

and in spite of this being an often advanced argument in 

2&Gene T. Kinney, "U. S. Taking Over Proration in 
Federal Waters," The Oil and Gas Journal, XLV (January 9, 
1967), 1+3 • 

^Donald E. Kliewer, "Gould It Mean Further Control," 
World Oil, CLXIV (May, 1967), 7-
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favor of full costing, governmental actions have had no 

direct influence on petroleum accounting. The governmental 

agencies are merely a part of the overall surroundings of 

the petroleum industry. As the result of a general maturity 

of the petroleum industry, some pressures within the finan-

cial community have influenced accounting practices to 

portray favorable results where possible. 

Pressures Imposed by Financial Community 

The pressures imposed by the financial community are 

not explicit in nature. Rather, the pressures are part of 

the environment that must be faced by companies operating 

within the petroleum industry. Part of these surroundings 

include the increased attention of financial analysts, the 

general maturity of the industry, and the continuing need to 

satisfy stockholder objectives.. 

Attention of financial analysts—In the period from 

1956 to 1965* both the number of shares and the number of 

shareowners more than doubled.26 The size of the companies 

involved in all industries also increased. Investment deci-

sions are sometimes the result of mere whims; but these 

decisions are also based on careful analyses, prepared in 

some cases by the financial analyst. 

28 
New York Stock Exchange, 1967 Fact Book, p. 35. 
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Financial reports are one of the primary sources of 

information for the analyst in evaluating various companies. 

The financial reporting of corporations does not furnish all 

of the necessary invormation, and. at times the reports are 

difficult to interpret properly. Analysts and the securities 

markets expect the financial statements of the listed com-

panies to be prepared in accordance with generally accepted 

accounting principles.29 Specifically with respect to full 

costing, implications are that efforts of the New York Stock 

Exchange are to encourage the narrowing of existing alterna-

tive accounting practices.3° Outside of this area of 

alternative accounting practices, the New York Stock Exchange 

has not taken any position even though it recognizes many of 

the problems present in the petroleum industry. In an 

address before a group of the American Petroleum Institute, 

G. Keith Funston of the New York Stock Exchange mentioned 

this situation: 

A "credibility gap" appears to be developing 
as the result of the proliferation of alternative 
accounting^practices which can, and often do, pro-
duce ̂  materially different figures of net income and 
earnings per share under similar circumstances. 

29 
Letter from Morton B. Solomon, Executive Assistant, 

New York Suock exchange, January 25> 1968. A copy of this 
letter is included in Appendix A. 

30 
G. Keith Funston, President of the New York Stock 

Exchange,^ Financial Reporting for the Investor," Unpublished 
address given before the Executive Committee of the American 
Petroleum Institute, February 2, 1967. A copy of this 
address is included as Appendix B. 
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These non-conventional accounting procedures 
may not always have an impact on the earnings of 
the majors, but they can and do have a drastic 
effect on the earnings of smaller companies. 

It also illustrates the need for disclosure 
on a continuing basis of the particular practices 
being followed and of the impact on earnings of 
variations from preferred industry practices 
[Emphasis suppliedJ.31 

As spokesman for the Exchange, Funston implies that the New 

York Stock Exchange prefers to let the petroleum industry 

determine what the preferred practices are. If alternative 

practices can be justified and are used, a continuing, not 

merely initial, disclosure of the differences between the 

methods should be given. It may be significant that in all 

of the replies and annual reports that have been examined in 

connection with this study, not one company has followed the 

policy of continuing disclosure. 

Funston's statement above is the only indication that 

was found of pressure on the part of financial analysts or 

the exchanges to influence reporting practices in the petro-

leum industry in the United States. 

General maturity of the industry--The petroleum indus-

try has come a long way since the first commercial well in 

1859. Initial operations in the industry can be characterized 

as wild speculation and exploitation. Profits, and losses, 

could be spectacular. Yet, the possibility of large quick 

31Ibid. 
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profits laid the groundwork for development of the petroleum 

industry. 

Competition was almost nonexistent in the period from 

1870 to 1910 as the result of the rise of the giant Standard 

Oil Company. With the dissolution of this giant, and several 

significant discoveries of oil, an appearance of competition, 

at least, was restored to the industry. In this same period 

following 1910, vertical integration of oil companies began 

to develop. Rapid expansion in the industry continued until 

even after World War II with great development in the natural 

gas and petrochemical sides of the industry. 

With the development and general maturity of the indus-

try have come significant changes. After initial exploitation 

in the industry and the influx of firms seeking large profits, 

the profit margins have decreased. As desirable locations 

and areas have been developed, exploration has had to move 

into more difficult regions. These regions are more diffi-

cult because of inaccessability, climatic factors, and the 

requirements for exploration of deeper horizons. Integration 

and growth of the companies involved in the industry has per-

mitted the concentration of production in a relatively few 

large companies as indicated by the fact that roughly 60 

per sent of the Free World production of crude oil is pro-

duced by twenty-nine major oil companies. 

3 2 C h a s e Manhattan Bank, N. A., Financial Analysis of a 
G r o u p of Petroleum Companies 1966 (New York, 1967 ) ' , p. ST 
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The growth of the industry, and particularly some of tho 

companies within the industry, has led to opposing or coun-

tervailing power to some extent on the part of various 

governmental groups. The growth and maturity of the industry* 

and of companies within the industry, has also led to keener 

competition within the industry for a greater share of the 

hydrocarbon reserves, for additional distribution outlets, 

and ultimately for increased profits. 

Even integrated companies roughly the size of some of 

the majors have felt the pressure of increased competition 

from the giant corporations. In some cases these companies 

have sold their properties to others within the major group-

ing, and some have revised their operations. With the 

extremely rapid technological innovations in the petroleum 

industry and the greater difficulty in discovering reserves, 

the smaller companies within the petroleum industry have had 

to find ways of raising greater amounts of capital in order 

to compete with the larger companies in the industry as the 

profit margins within the industry have decreased. The 

acquisition of additional capital within the petroleum indus-

try, just as within other industries, has required the 

continuing satisfaction of investor objectives. 

Satisfaction of investor ob,]'ectives--Wha.t does the 

continuing satisfaction of investor objectives have to do 

with some of the petroleum companies changing to full cost 

accounting? Management must attempt to satisfy the goals of 
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investors fop profits, increasing profits, and increasing 

asset values. Only then can management meet its own goals. 

In a petroleum company the objectives of management include 

discovering and producing hydrocarbons, making and increas-

ing profits, attracting adequate capital, and staying in 

business. 

Management in the petroleum industry is extremely profit-

minded-^ and having access to all financial information, has 

been able to determine the effect on reported earnings of a 

change to full cost accounting. According to the hypotheses 

under consideration, a desire to achieve the expected results 

of a particular method of accounting is the reason for adopt-

ing or changing to that method of accounting. This is similar 

to original reasons for going into business. Bedford indi-

cates that "when the desire for business income motivates 

economic activity, it is the expectation of the income, rather 

than the realization of it, which causes the activity. . . . 

the motivation of business activity is expected future 

income. 

Specifically, if the hypotheses are true, full costing 

has been adopted because of the expected effects of use of 

the method. There may be a desire on the part of some 

3 3 " ^ L ® D y n a m i c 0 i l Industry," The Magazine of Wall 
Street, CXVI (April, 1965), 97. 

Q j 

Norton M. Bedford, Income Determination Theorv: An 
Accounting Framework (Reading, Mass., 1965), p.'zfT"'^ — 
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managements to present more favorable results. This might be 

questionable, since the petroleum industry has consistently 

earned a higher rate of return on stockholders' equity than 

has all industry: 

Earnings as 
Percentage 
Return on 
Stockholder 
Equity 

15-

li(.-

13-

12-

11-

1 0 -

9-

Petroleum Industry 

All 
Industry 

T^W~T7~T^~^T^o^Tr~Z2^TT~W~^^ 
Fig. 5--Earnings expressed as percentage rate of return 

on stockholders' equity. 

Source: Monthly Economic Letter, annual April issues. 
First National City Bank of New York. 

The difference, or premium on earnings of the petroleum indus> 

try, has been narrowing, as evidenced in recent years. These 

are averages and the individual companies have done better, 

or worse, in the time under consideration; the majority of 

changes to full cost accounting took place in 1963 and 19614.. 

Perhaps some managers did desire a more favorable reflection 
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of the company's efforts and progress. As will be shown in 

Chapter VI, it is possible to increase earnings and thus to 

show a better rate of return in the short run, through use 

of the full cost method of accounting. Where alternatives 

exist, it is only natural to choose the one presenting the 

more favorable picture; "putting your best foot forward, an 

understandable human trait, is still the rule in reports. 

This is a frequently expressed thought. 

Management, having relatively short tenure, is be-
coming more a steward than an owner. There is a 
tendency on the part of some . . . to put the best 
reflection on their stewardship in terms of profit 
and loss, earnings per share, and balance sheet 
treatment.36 

Earnings alone, or increasing earnings, is not sufficient to 

meet the requirements of investors. A steady pattern of 

earnings is also important; this amounts to a desire for nor-

malised earnings or the elimination of severe fluctuations in 

the earnings pattern. 

While the petroleum industry (as indicated in Pig. 5) has 

consistently earned a higher rate of return on stockholders' 

equity than has all industry, more relevant comparisons involve 

averages for the petroleum industry and for companies which 

have changed to full cost accounting. Earnings for these 

categories are indicated in the following figure. 

^Andrew Barr, "Trends in Corporate Financial Reporting," 
Financial Executive, XXXV (September, 1967), 16. 

Carl L. Blumenschein, "Public Confirmation of Account-
ing Principles," Financial Executive, XXXV (March, 1967), 20. 
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Earnings as 
Percentage 
Return on 
Stockholder 
Equity 

1 2 -

10-

8. 

6' 

k-

2-

Year 19^5 K7 FB F9 5o 51 £2 51 ££ 55 5 F 

Fig. 6--Earnings expressed as a rate of return on 
stockholders' equity. 

A—Industry averages as given in the First National 
City Bank Monthly Economic Letter. 

B--Earnings expressed on full cost basis for companies 
which have changed to_ the full cost method. 

Source: First National City Bank of New York, Monthly 
Economic Letter, annual April issues, for the industry aver-
ages. Other data obtained from companies and from annual 
reports. 

As indicated in Figure 6, the rate of return on stock-

holders' equity for companies changing to full costing has 

been substantially lower than the averages for the industry. 

Even though the earnings of the full cost companies have been 

well below the industry figures, or even marginal in many 
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cases, the use of the full cost method has made their perfor-

mance appear (as is indicated in Ch. VI) substantially better 

than with the use of conventional accounting. In recent 

years the use of the full cost method of accounting for these 

companies has changod subnormal rates of return to supra-

normal rates of return. 

With the changes that have taken place in the environ-

ment of the petroleum industry and the relative position 

before change of the companies making the change to full 

costing, the managements of these companies must have desired 

an improvement in their indicated performance and advantages 

for future improvement. In view of fairly rapid growth and 

recently improved earnings trends, added capital has flowed 

to many of the companies which have adopted full cost account-

ing. Greatly improved earnings and additional capital have 

given a competitive advantage to these companies which have 

adopted full cost accounting in the petroleum industry. 

It is submitted that the full cost method of accounting 

has been adopted by companies in order to secure competitive 

advantage through beneficial effects upon financial statements 

Summary of Possible Reasons for Adoption 
of Full Cost Accounting 

One cf the purposes of this study was to examine some 

of the possible reasons for some of the companies in the 

petroleum industry changing from another presumedly generally 

accepted method of accounting to the full cost method of 
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accounting for finding costs. Stated reasons for the use of 

the full cost method were obtained through the use of a 

questionnaire which called for personal comments and from 

annual reports furnished to the stockholders. Where unsup-

ported comments are given, the question always remains as to 

whether the reasons stated are in fact the real reasons for 

the action taken. 

While certain things have had a definite influence upon 

the petroleum industry, the surroundings of the industry 

should be viewed, as much as possible, in their entirety. 

To support, or modify as the case might be, the reasons given 

for use of one method of accounting or another, certain envi-

ronmental factors facing the petroleum industry now and in 

the past few years, were examined. 

Costs within the industry have increased both absolutely 

and relatively in recent years. Production costs have risen 

faster than the selling price of the raw hydrocarbons. 

Despite many improvements and efficiencies throughout the 

industry, the increase in costs still remains a problem. It 

is also becoming increasingly more difficult to find hydro-

carbon reserves. Increasing costs and greater difficulty in 

the location of reserves both add to the increase in the cost 

of hydrocarbon reserves. The increased difficulty in loca-

ting reserves is indicated by the fact that the number of 

new-field wildcats required to locate a significant discovery 

h.as increased from twenty-seven in 191+5 to fifty-nine in I960. 
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In spite of increasing costs and a greater difficulty 

in the locstion of hydrocarbon reserves, the demand for crude 

oil has been growing at an annual rate of 6 per cent. To 

maintain reserves at an adequate level in view of future 

demands, some within the governmental agencies and within 

industry believe there is some urgency for additional devel-

opment and exploration. An increase in exploration, and the 

discovery of reserves, requires that companies have profit-

able operations. 

Profitable operations are required in order to attract 

the needed capital to the industry. Investors and lenders 

must be satisfied in this respect before the needed capital 

can be obtained. With continual changes in the surroundings 

of the industry, satisfaction of investor objectives is 

increasingly more difficult. 

The general maturity of the industry has had a great 

deal of effect upon the industry. The integration of com-

panies has brought about several changes. With fewer, but 

larger, companies there has been some lessening of competi-

tion within the industry. There has been some decrease in 

profit margins and a concentration of production in the 

hands of the larger companies. In reply, there has, to some 

extent, developed a countervailing power in the added involve-

ment of government in industry affairs. Rapid technological 

developments and increasing capital requirements have been 

the rule in recent years. Changes in the environment and the 
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maturity of the industry have contributed to increasingly 

keener competition in the petroleum industry for additional 

reserves, for outlets, and for profits. 

More strenuous competition in the industry has made the 

satisfaction of investor objectives much more difficult. Yet, 

these objectives must be met if a company is to attract capi-

tal and continue to grow. Satisfaction of the objectives of 

investors requires profitable operations. Companies which 

have now adopted the full cost method of accounting were, as 

a group, earning materially lower rates of return on stock-

holders' equity than the averages for the industry. In some 

cases, the returns were even marginal. The full cost method 

of accounting was adopted by companies in order to secure 

competitive advantage through beneficial effects upon finan-

cial statements. The overwhelming majority of companies 

have not chosen to adopt this method of accounting. For the 

firms who have, application of the method has produced the 

appearance of materially better performance. The actual 

effect of application of the full cost method is discussed 

in the next chapter. 



CHAPTER VI 

IMPACT OP FULL COSTING ON FINANCIAL STATEMENTS 

A change from conventional accounting practices to the 

full cost method of accounting in the petroleum industry has 

effects upon the income statement and upon the statement of 

financial position of a concern. The effects of a change in 

accounting methods are examined in this chapter through a 

comparison of results obtained using both the conventional 

practices and the full cost method. A statement of the 

effects gives credence to the possible reasons indicated for 

companies having adopted the full cost method of accounting. 

The determination of' income and of the values to be 

included on the balance eheet of a firm is indeed a complex 

process. Yet, the majority of items can be held constant 

while the effects of changes in one or a few of the variables 

are examined. Black indicates that individual financial 

transactions can be examined: 

The observation that a given revenue or expense 
transaction hats a known effect on income is not 
invalidated by the fact that income results from 
a combination of all resources. The effects of 
particular transactions on total income can be 
traced convincingly and usefully because analyz-
ing and recording individual transactions is the 
very basis of accounting.1 

•'-Homer A. Black, Interperiod Allocation of Corporate 
Income Taxes (New York, 1966), p. T H 

127 
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In an examination of the effects of a change to the full cost 

method of accounting, the treatment of major categories of 

expenditures were examined. In determining the effects of a 

change in methods, no additional information could be obtained 

by examining individual transactions from within the grouping 

of similar items. 

General Effects of a Change in Methods 

As an indication of the direction of this chapter, some 

discussion of the general effects of a change to full cost 

accounting is given before an examination of the specific 

effects. Most of the primary data examined was obtained 

from corporations that are using the full cost method of 

accounting and which were contacted by survey connected with 

this research. Additional data were obtained through refer-

ence to published annual reports of these and other corpora-

tions using full costing. The effects considered are those 

pertaining to the income statement and the balance sheet of 

concerns changing to the full cost method of accounting. 

Income Effects 

From the data obtained, comparisons were made of the 

income computed using the full cost method and the income 

computed using the conventional accounting practices. The 

general effect upon income of a change to the full cost 

method of accounting was an increase in income in the year 

that the method was initially applied and in subsequent years. 
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In most cases the increase in reported earnings, attributable 

to a change to the full cost method, was significant. The 

amounts of the increases ranged from approximately 10 per 

cent up to several hundred per cent over what the earnings 

would have been through use of conventional practices. The 

increases in reported earnings attributable to a change to 

the full cost method of accounting are indicated in tjae fol-

lowing figure for a group of companies. 

Number of 
Companies 

9 

8 -

7-

6 

5 

w 

3 

2 

1 

OH 
0-25 26-50 5 W 5 76-150 151-250 brev gb 

Percentage Increase in Earnings 

Pig. 7--Percentage increase in earnings attributable to 
first year of application of full cost method of accounting 
for twenty-three companies. 

Twenty-eight companies' figures were used. Under conventional 

accounting practices, five of the twenty-eight companies 
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indicated a net loss for the year. The losses for two of 

these five companies were decreased as the result of changing 

to the full cost method. Because of the change to the full 

cost method, the remaining companies reported profits instead 

of losses. Of the twenty-three companies indicated in the 

above figure, the reported earnings of nine of the companies 

increased between 51 and 75 per cent as the result of chang-

ing to the full cost method of accounting. 

In addition to an initial increase in the reported 

earnings of a concern, use of the full cost method also has 

an effect upon the income for a series of years. Income 

for a period of several years is increased; and, further, 

there is a noticeable smoothing of the fluctuations in the 

reported earnings. The full cost method of accounting, with 

its composite method of computing depletion, is essentially 

a broad based average. Extreme fluctuations in earnings are 

not present when averages are used and the nonproductive 

expenditures are not allowed to influence the reported earn-

ings. The use of broad averages contributes to smoother, 

normalized earnings. 

Balance Sheet Effect 

Not all of the effects of a change to the full cost 

method of accounting are shown on the income statement or on 

a series of income statements; the statement of financial 

position is also affected. However, the effect to the 
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balance sheet is not so noticeable in the year that the method 

is first employed. Increases in the reported earnings are 

attributable to the fact that nonproductive expenditures are 

capitalized rather than currently charged against the income 

from production of oil and gas. Since the items are capi-

talized rather than expensed, the carrying value of the oil 

and gas properties will be increased by precisely the same 

dollar figure as the reported earnings have increased. With 

total assets being a significantly higher base than the total 

income, the change to the carrying value of the properties 

is not as noticeable. However, the increase in the carrying 

value of the properties does exist. The general effects to 

the balance sheet are not always immediately apparent. 

Retroactive Application of Pull Cost Accounting 

When a company uses the full cost method of accounting, 

the amount of reported earnings will change depending upon 

the manner in which the full cost method is applied. Differ-

ences here are not meant to include differences which will 

arise out of the application of a different percentage to 

overhead to be capitalized or the capitalization of a minor 

expenditure. The specific concern is whether a company will 

aPPly the full cost method of accounting on a retroactive 

basis. 

Retroactive application of the full cost method involves 

the reinstatement of net nonproductive costs back to the 
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inception of the company, or, for at least a production cycle. 

A production cycle is that period of time required to locate 

and produce the hydrocarbon reserves. If, for example, a 

company locates reserves that usually produce for a period of 

twelve years, then the production cycle for this particular 

company is twelve years. Every twelve years the company has 

completely replaced its reserves. A retroactive adjustment 

results in adding back all of the nonproductive finding costs 

as the cost of oil properties, for the entire production cycle. 

A partial offset to the increase in property is the addition 

to the accumulated depletion account for the depletion that 

would have been claimed on the increased asset values. The 

adjustment could be further complicated by the use of deferred 

taxes which is discussed in the next section. However, for 

purposes of the immediate section, the subject of deferred 

taxes is not considered,. The retroactive adjustment that is 

considered is the difference between the increases in the 

asset values and increases in the accumulated depletion. The 

adjustment has usually been shown as an extraordinary increase 

in the retained earnings of the corporation. 

One of the reasons given by companies for use of the full 

cost method of accounting is to charge the full or total cost 

of the reserves to the revenues realized from the production 

of the reserves. However, most companies do not follow the 

method completely and make the retroactive application of costs 

Adoption of the full cost method without a retroactive 
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application of the method lets the full revenues be taken 

into earnings but only applies a portion of the "total costs." 

In the following table, hypothetical data are used to illus-

trate this situation. The only variables concern the ques-

tion of a retroactive application of the full cost method. 

Several assumptions must be made in this case: net income in 

each year is assumed to be $1,000 computed under the conven-

tional methods used by the majority of the petroleum industry; 

the total of nonproductive expenditures which are capitalized 

under full costing amount to $1,000 per year; production is 

at the rate of 8 per cent per year of reserves as originally 

discovered; and deferred taxes are not considered in this 

illustration. 

TABLE VI 

COMPARISON OP ADOPTION OP PULL COSTING WITH AND 
WITHOUT RETROACTIVE APPLICATION OP METHOD* 

(a) lb) U ) Id) ie> ' '"ITU 
Income Income 

Cumulative Depletion Retro- Difference Difference 
Expenditures Por Year active Retro- Not Retro-

Year Capitalized on (b) Adjustment active active 
1 $ 1,000 $ 80 $ 920 $920 $920 
2 2,000 160 1,760 8I4.O 920 
3 3 3 000 2lf.O 2,520 760 920 
k 4,000 320 3,200 680 920 
5 5,000 400 3,800 600 920 
6 6,000 J4.80 i|.,320 520 920 
7 7,000 560 ij., 760 hbo 920 
8 8,000 6ij.O 5,020 360 920 
9 9,000 720 5,300 280 920 
10 10,000 800 5,500 200 920 
11 11,000 880 5,620 120 920 
12 12,000 960 5,660 If 0 920 

-"-Source: Hypothetical data, 
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At the beginning of operations, the results are the same 

regardless of whether the change is made on a retroactive 

basis. As indicated in columns (e) and (f), however, the 

reported earnings using the full cost method are $920 more 

than would be the case if conventional practices are used. 

If a change to full costing occurs in the twelfth year of 

operations, the application of a retroactive adjustment is-

significant. For most of the companies making the change 

to full costing, a retroactive adjustment, if made, would be 

significant. 

If a retroactive adjustment is not made, and a change 

to the full cost method is made in the twelfth year, the 

reported earnings would be increased by $920 since there were 

no prior costs to amortize against the increase in earnings 

which resulted from the capitalization of nonproductive 

expenditures. As indicated in column (e), if a retroactive 

adjustment is made, the increase in reported earnings attrib-

utable to the adoption of the full cost method would be only 

$ij.O since $960 of depletion was applied to the costs which 

had been reinstated. With the assumptions given, in the 

twelfth year, the reported earnings would have been: $1,000 

using conventional accounting practices, $1,01+0 using the 

full cost method with a retroactive application of the method, 

and $1,920 using the full cost method without any retroactive 

application of the method. 
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Effects to the balance sheet of a company changing to 

full costing are the same if the year of adoption is the 

first year of operations. In the above table, the carrying 

value of the oil and gas properties would be increases by 

$920 in the first year. In the twelfth year, if no retro-

active application of the full cost method were made, the 

carrying value of the assets would still be increased by 

only the $920., which is the net amount of nonproductive 

expenditures capitalized in that year. If, however, the full 

cost method of accounting were adopted in the twelfth year 

and a retroactive adjustment were made, the carrying value 

of the oil and gas properties would be increased by $5,660 

as indicated in column (d). 

When a company which has been in existence for several 

years changes to the full cost method of accounting, the 

manner in which the change is made can make a significant 

difference in the,reported earnings of the corporation. If 

the change is not made on a retroactive basis, the reported 

earnings will be significantly higher than would be the case 

had the change been made retroactively. 

Of the forty-eight reporting entities known to be using 

the method, the manner of making the change to full costing 

could not be determined for nine of the companies. Four of 

the companies used the method from the inception of their 

operations, or from a substantial reorganization; the ques-

tion of' retroactive application is not applicable to these 
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four companies. Of the remaining thirty-five companies, 

only fourteen have made retroactive application of the full 

cost method. The remaining twenty-one companies have taken 

full advantage of the increases in income possible through a 

change to the full cost method, but have not suffered any 

reduction because of the amortization of reinstated costs. 

The subject of a retroactive application of full costing 

has been discussed separately, and the subject is of primary 

importance in a change to the full cost method. Differences 

in application of the full cost method will produce differ-

ences in the earnings reported; this is also true with the 

area of tax deferrals. 

Deferred Income Taxes 

Some of the companies that have adopted full cost account-

ing use deferred taxes; some do not. Deferred taxes arise 

because of differences between financial income before taxes 

and taxable income. While either financial or taxable income 

can be the greater, the usual situation is that more expenses 

are claimed for tax purposes than for financial purposes. 

The result is that less taxes are paid on taxable income than 

would be the case if the same rate were applied to financial 

income. 

There is no problem on deferral of income taxes when 

particular items of income are not taxable, or where certain 

expenditures are not deductible, under specific provisions 

of the tax law. However, if the differences in taxes are 
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attributable to differences in timing of deductions for finan-

cial and tax purposes, a deferred tax problem is present. 

When deductions are claimed more rapidly for tax purposes 

than for financial purposes, the actual taxes payable will be 

less than the taxes attributable to financial income. If the 

deductions for tax purposes are less than those for financial 

purposes, the actual taxes that are payable will be greater 

than the taxes attributable to financial income. The entire, 

subject of deferred taxes is predicated upon the matching con-

cept. Advocates of deferred tax procedures contend that a 

proper matching of income and expense requires that, for 

financial reporting purposes, the tax expense relate to finan-

cial income instead of to taxable income. 

Deferred taxes are as applicable where full costing is 

used as in other areas where complete expensing or rapid 

amortization are claimed for tax purposes. The amount of 

deductions claimed for nonproductive exploration expenses in 

the tax returns in the earlier years exceeds the amortization 

of the capitalized nonproductive exploration costs for book 

purposes. The result is that the company pays less income 

tax than it would have paid, had the company also capitalized 

these items for income tax purposes and had it amortized the 

costs over the expected life of the properties. If only one ' 

asset were involved, as in the case of a single depreciable 

asset, in later years the taxable income would exceed the 

financial income and greater taxes would be paid at that time. 
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In the earlier years of the asset's life, the temporary 

reduction in income taxes amounts to a deferred tax. In 

order to show a tax based on financial income, an addition is 

made to the tax expense on the financial statements for the 

deferred tax. The additional amount is over and above the 

actual amount paid, and an offsetting credit is shown on the 

balance sheet. The accumulated credit is used in later years 

to reduce the tax expense when taxable income is in excess of 

the financial income. A change in the relative positions of 

the taxable and financial income occurs if there are only 

single assets or a limited number of assets involved. For a 

single situation, the following table will serve to illustrate 

the use of deferred taxes. 

TABLE VII 

EFFECT OF DEFERRED TAXES, SINGLE SITUATION* 

Finan- Tax 
Year cial Tax Deferral Tax Taxes 

Income Income - + Expense Paid 
1 $ 2,000 $ 1,000 $ - $500 $1,000 $ 500 
2 1,800 2,000 100 - 900 1,000 
3 1,800 2,000 100 - 900 1,000 
k 1,800 2,000 100 - 900 1,000 
5 1,800 2,000 100 - 900 1,000 
6 1,800 2,000 100 - 900 1,000 

Total $11,000 $11,000 $5oo $5oo $5,500 $5,500 

-«-Source: Hypothetical data, 

The assumptions used in this illustration are: (1) income 

before nonproductive exploration costs is $2,000. (2) non-

productive exploration expenditures of $1,000 are incurred 
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in year 1 only, (3) reserves are produced at the rate of 

20 per cent of the original reserves beginning in the year 

following exploration, and (ij.) the tax rate is £0 per cent. 

From examining the table, the fact that the total income and 

total tax expense are the same over the six-year period is 

apparent. Yet the deferred tax which arises in year 1, when 

the financial income is in excess of taxable income, is spread 

over the subsequent years when the taxable income is higher 

that the financial income. 

The situation is somewhat different where the assets are 

numerous, and are continually being replaced. Replacement, 

or rather the continual incurring of expenses as in the case 

of exploration costs, is necessary in the petroleum industry. 

A company must explore in order to find reserves; a large 

share of the exploration expenditures will turn out to be 

nonproductive. If this expenditure normally recurs year 

after year, the excess of tax deductions over amortization 

for financial purposes of nonproductive costs in the earlier 

years may be followed by an indefinite period in which there 

is a substantial equality of the deductions claimed for tax 

purposes and the amortization for financial purposes. De-

ferred taxes which had been accumulated tend to remain 

relatively constant thereafter. The effects of stability of 

charges are relevant only when the operations of the concern 

are relatively constant. If a concern is continually growing 

with a continued increase in exploration activities as well, 
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there will be a sustained increase in deferred taxes, without 

the deferred taxes ever becoming a reality. 

The following table illustrates the situation of a con-

stant addition of nonproductive exploration costs being 

capitalized under the full cost method each year. The assump-

tions used in this case are (1) income before nonproductive 

expenditures amounts to $2,000 per year, (2) nonproductive 

exploration expenditures amount to $1,000 per year, (3) the 

reserves are produced at the rate of 10 per cent of original 

reserves beginning with the year of exploration, and (ij.) the 

tax rate is $0 per cent. Taxable income would be $1,000 per 

year for each of the 10 years; net taxable income after tax 

would be $500 for each of the 10 years. 

TABLE VIII 

EFFECT OF DEFERRED TAXES, CONTINUING EXPENDITURES* 

Finan- Financial Wet Income 
Year cial Taxes Tax Tax With Tax Without Tax 

Income Paid Deferral Expense Deferral Deferral 
1 $ 1 , 9 0 0 ? 5 0 0 $ 1+50 $ 950 ? 950 ?l,i).00 
2 1 , 8 0 0 5 0 0 lj.00 900 9 0 0 1,300 
3 1 , 7 0 0 5 0 0 350 850 8 5 0 1 , 2 0 0 
k 1 , 6 0 0 5 0 0 300 8 0 0 8 0 0 1 , 1 0 0 
5 1 , 5 0 0 5 0 0 250 750 750 1 , 0 0 0 
6 1 , 1 4 - 0 0 5 0 0 2 0 0 7 0 0 7 0 0 9 0 0 
7 1 , 3 0 0 5 0 0 150 650 650 8 0 0 
8 1 , 2 0 0 5 0 0 1 0 0 6 0 0 6 0 0 7 0 0 
9 1 , 1 0 0 5 0 0 5 0 550 550 6 0 0 

1 0 1 , 0 0 0 5 0 0 - 5 0 0 5 0 0 5 0 0 
Total $ 1 5 , 5 0 0 $ 5 , o o o $ 2 , 2 5 0 $ 7 , 2 5 0 $ 7 , 2 5 0 $ 1 0 , 5 0 0 

-«-Souroe: Hypothetical data. 



Initially, there is a material difference in the net income 

reported for financial purposes between the use and the non-

application of deferred taxes. In the table above, the net 

income for the first year without tax deferral would be 

$1,1^00. With a tax deferral, however, the net income is 

reduced to $950. By the tenth year, there is no difference 

between the financial income including tax deferrals and the 

financial income without tax deferral. The lack of differ-

ence is because of constant income and expense and the fact 

that under the assumptions used, the ten year period consti-

tuted a complete production cycle. 

Constant situations rarely exist in business; rather, 

some degree of growth is involved if the concern is to remain 

in business. Assuming some growth and an increasing expendi-

ture for exploration, the reported earnings will always be 

higher if deferred taxes are not applied than if a provision 

is made for deferred taxes. Proponents of the full costing 

method contend that deferred taxes must be applied in order 

to effect a proper matching of income and expense. Under 

the assumption of continued growth, the accumulated tax 

deferral of $2,2^0 (in Table VIII) would never be paid and 

would not serve to reduce taxes in a later year. It is sig-

nificant that the Accounting Principles Board is postponing 

consideration of deferred taxes in conditions peculiar to 
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the petroleum industry until aftor the research study on 

p 

extractive industries is published. 

The use, as opposed to the nonuse, of deferred taxes 

will reduce income in situations in which financial income 

exceeds taxable income because of differences in the timing 

of the deductions. The application of tax deferrals by the 

companies using the full cost method of accounting is very 

minor. No information could be obtained on nine of the 

forty-eight reporting entities known to be using the full 

cost method of accounting; only one of the four companies 

which have used full costing from inception of operations 

makes use of deferred taxes. Of the remaining thirty-five 

companies, only four have applied tax deferral procedures. 

Thirty-one of the companies have not been willing to reduce 

reported earnings by making a provision for deferred income 

taxes. 

In order for comparisons to be made between companies 

with respect to the effects of a change to full costing, 

adjustments were required for both the tax deferrals and the 

retroactive adjustments if these items had been applied. 

Data Obtained and Adjustments 

In connection with this research, corporations known to 

be using the full cost method of accounting were requested 

2 
Accounting Principles Board of the American Institute 

of Certified Public Accountants, Accounting for Income Taxes, 
Opinion 11 of the Board (New York, 1967), p.TTl" 
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to furnish information concerning their use of the method; 

since one of the primary aims of the research was to determine 

the effects of a change to the full cost method, information 

which would allow determination of the effects of a change 

was required. 

Differences between the results indicated under full cost 

accounting and under conventional accounting practices arise 

primarily because of three factors. Under full cost account-

ing the nonproducing exploration expenditures are capitalized 

rather than being shown as a current charge to income; con-

sequently, income is significantly increased. The increase 

in income is modified by the amortization or depletion of the 

capitalized nonproductive expenditures and by deferred taxes 

applicable to the differences in timing of the deductions 

for financial and tax purposes. Knowledge of the amount of 

the capitalized nonproductive exploration costs, the amortiza-

tion of the capitalized costs, and the deferred taxes applic-

able to full costing, permits determination of the difference 

between earnings computed on the basis of the conventional 

practices and those computed under full costing. When the 

differences between the methods are known, the effects of a 

change in methods are also known. 

In the majority of cases in which the companies con-

tacted did furnish information for more than one year, no 

adjustments were required to be made. The income which would 

be reported under conventional accounting practices was 
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indicated, as was the income which would be reported under 

the full cost method of accounting. In some instances, how-

ever, adjustments to the information obtained were required. 

Whenever possible, the extraordinary items were elimi-

nated from consideration. The extraordinary item appearing 

most frequently involved the gain or loss from the disposi-

tion of marketable securities. Other extraordinary items 

included the gain or loss on disposition of subsidiaries and 

other nonoperating losses. The extraordinary items were not 

considered pertinent in examination of the effects of the 

full cost method on the exploration and development opera-

tions of an oil company. 

For purposes of most comparisons, the deferred income 

tax was eliminated for those few companies providing for tax 

deferrals. The large majority of companies which have adopted 

the full cost method of accounting has done so without the 

application of tax deferral procedures to the benefits that 

are achieved under the full cost method. The rationale given 

by the companies is generally that no additional taxes have 

been provided since there will never by any added taxes paid 

as the result of the deduction of the exploration expendi-

tures. However, there are some examples of the effects of 

using and not using a provision for deferred taxes (see below 

pp. 165-167). 

An allocation of depletion claimed or indicated in the 

annual reports between the amounts applicable to the full 
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cost items and. conventional amounts was required in a few 

instances. Since depletion is computed on an average or 

composite basis in these cases, no material loss of accuracy 

results from the allocation of the depletion between the two 

portions involved. Companies included in the survey provided 

the amounts indicated as being capital items under conven-

tional practices and the amounts capitalized under full cost 

accounting, except for one case where the amounts were 

obtained from the company's annual reports. In one case the 

difference between full cost accounting and conventional 

practices was indicated as a specific figure, but this figure 

covered a period of three years. Since the differences are 

applicable to nonproducing expenses, the difference was 

allocated over the three years on the basis of the number 

of nonproductive wells drilled in each of the three years. 

Adjustments and eliminations of certain items from the 

information obtained from companies was necessary in order 

that valid comparisons could be made. The effects of a 

change in accounting methods on various companies can vary 

for a number of reasons. The amount of exploration, the 

success of discovering reserves, and the rate of production 

of existing reserves influence the effects of a change in 

accounting methods. Differences in the effects of a change 

in methods can also arise because of the size and variety of 

the operations of the different companies. A classification 

of the companies connected with this research, as well as 
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the adjustment of information from these companies, was bene-

ficial in determining the effects of a change to the full 

cost method of accounting. The categories used in this 

study were those of the mature stable company, the declining 

company, and the growing company. 

Effects on a Mature or Stable Company 

A change to the full cost method of accounting is less 

material to the mature, stable company than is the case with 

other classifications of companies. The mature, stable com-

pany is defined as a company which is exploring, finding, and 

producing reserves at a relatively constant rate and which 

has been in existence for more than one production cycle.3 

Most of the larger, older oil companies would come within 

this category. 

Some growth is necessary for all companies, including 

the mature companies. A completely stable situation in which 

reserves are discovered and produced on a constant and equal 

basis is not to be expected. However, if a stable situation 

did exist and a change to full costing were made on a retro-

active basis, there would be no difference between the income 

reported on the conventional basis as opposed to the full 

cost basis. There would, however, be a difference in the 

3ln_this instance, the term "production cycle" refers 
to the time required to locate, develop, and produce deposits 
of hydrocarbon reserves. For example, if the production rate 
were 6 2/3 per cent of reserves, the production cycle would 
be fifteen years. 
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carrying value of the assets employed in the business; and 

earnings expressed as a rate of return on assets employed 

would be less under the full cost method than under the 

conventional accounting practices. 

Completely Stable Company 

With a constant and equal level of the discovery and pro-

duction of hydrocarbon reserves, the net earnings as reported 

by a company will eventually be the same, regardless of the 

method of accounting that is used. In consideration of a 

change from conventional practices to the full cost method, 

the eventual equality of earnings in a stable situation will 

apply even though the change to full costing is not made on a 

retroactive basis. The period of time that is required for 

the earnings reported under the different methods to become 

equal is the production cycle. To illustrate these points, 

a situation will be posed, and the differences between the 

accounting methods will be shown. The following table con-

tains the assumptions used in this initial illustration. 

TABLE IX 

ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS# 

Exploration activity: 
Preliminary surveys (25 areas comprising 
500,000 acres @$0.10) $ 50,000 

Detailed surveys (20 prospective fields 
comprising 200,000 acres @ $1.50 $ ^00 OOO 

Land activity: ' 
Acreage^acquired (10 prospective fields 

comprising 50,000 acres @ $10.00) $ 500,000 
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$ $ 
k, 

$ 

TABLE IX - Continued 

Acreage released (including 9 prospective 
fields @ 5,000 acres each) . . 

Acreage transferred to producing properties 
Total undeveloped acreage maintained at . . . . 
Delay rentals paid on 200,000 acres $ 

Drilling activity: 
10 exploratory wells, with 9 dry holes 81, 
20 development wells, with ij. dry holes $1, 

Wells equipped: 
17 wells at an average cost of $15,000. . 

Other production investment 
Recoverable reserves added (barrels).... 
Production rate (based on original reserves) 
Field price of oil per barrel 
Lifting cost per barrel (including overhead 

and production taxes but excluding depletion 
and depreciation) $ 

Other assumptions: 
Exploratory surveys are conducted before properties 

are acquired. 
Exploratory drilling is conducted in the fifth year 

of each block of leases. 
One exploratory dry hole is taken as justification 

for abandonment of a prospective field. 
Each year's development is assumed to be one field, and 

production starts the first of the next year. 
No consideration is given to federal income taxes since 

comparison of pre-tax earnings is sufficient. 
Both depletable and depreciable assets are written off 

using a unit-of-production method. 

-̂ -Source: Hypothetical data. 

1+8,500 
1,500 

250,000 
200,000 

5 0 0 , 0 0 0 
5 0 0 , 0 0 0 

2 5 5 , 0 0 0 
3 0 0 , 0 0 0 
200,000 
6 2/3fo 

3.00 

0.80 

Not all of these assumptions are realistic, but they can be 

used since they do serve to illustrate effects between the 

two methods. The assumptions will be further modified to 

illustrate additional points later (see below pp. 157-158). 

Using these assumptions, in a static or constant situation 

the income reported by the entity at the end of the produc-

tion cycle will be the same regardless of the method that 

is used. These data are included in the following table. 
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TABLE X 

ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS--COMPARATIVE 

RESULTS FOR YEAR 16* 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ lj.00,000 
2,500,000 

2,900,000 

261,000 

21,600,000 
1,825,000 

2^336,000 

11,356,800 
12,979,200 
k,500,000 

$20.379.200 

33,600.000 

$0.6065 

$12,600,000 

270,000 
562,600 
200,000 

1,650,000 
3,360,000 
1,622,k00 
7,665,000 

$ k,935.000 

2k. 5% 

Full Cost 
Method 

$ 5,600,000 
8,000,000 
3,200,000 

48,000,000 
k,080,000 

iSIuSc^ooo 

31t,llll.0,000 
5E EEo 000 
Xioo.ooo 

$3B!9IIO!ooo 

33.600.000 

$1.1589. 

$ 1 2 , 6 0 0 , 0 0 0 

3,360,000 
lj-.30g.000 
7,665.000 

$ k,935.000 

12.' 

-"-Source: Hypothetical data. 
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This table shows that while there may be the same income 

reported by a corporation under two differing methods of 

accounting, the carrying values of the assets are not the 

same; accordingly, the rate of return on assets employed 

is far less under the full cost method. In this example, 

the carrying value of the assets is almost twice as much 

under the full cost method as it would be under conven-

tional practices. Were the static situation to continue, 

reported earnings would be the same under either method, 

but of course with differing rates of return on assets 

employed. The significant point is, however, that during 

this production cycle (or until a production cycle has 

been completed, if the change to full cost were made in 

an existing concern without retroactive application) the 

reported earnings of the concern have been considerably 

higher under the full cost method than they would under 

conventional practices. During the initial production 

cycle reported earnings amounted to approximately $21 

million under conventional practices while they were 

$1|.0 million, some 90 per cent higher, under the full 

cost method. The following figure shows the pattern 

that such earnings took in this hypothetical example. 

•̂De tails of individual years involved are given in 
Appendix C. 
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Earnings 
Before Tax 
in Millions 

+$14. 
+$3 

+$2 
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Pig. 8--Comparison of annual pre-tax earnings of 
hypothetical concern under conventional and full cost methods 
of accounting. Production rate of 6 2/3 per cent of reserves. 

The general trends as indicated in Figure 8 can be expected to 

hold true in situations in which the discovery, development, 

and production of reserves hold to a fairly constant pattern. 

Such is not the case in actual situations, however. Some 

factor is always changing; and while the patterns remain fairly 

stable for the industry as a whole, they are not so for an 

individual company. Within the mature or fairly stable com-

pany there is some change in the level of exploratory activity, 

the level of reserves, or the level of production. More than 

likely, there are multiple changes and interrelationships 

among these three variables. Each is important; but a change 

in one factor, with the other variables being held constant, 

does nothing more than shorten or lengthen the time period 

required for the results under both of the methods to be the 
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same, at least in terms of Income effect. The income effect 

shown in the following figure uses the same data given in 

Table IX except that the rate of production has been changed 

from 6 2/3 per cent of reserves to 10 per cent of the 

reserves. 

Earnings 
Before Tax 
in Millions 

+$5 

+$3 

+$2 

+$1 

0 

-$1 

- $ 2 

Year 

Pull Cost 

Conventional 

1 "2 3 5 5 5 7 8 9 10 11 

Pig. 9--Comparison of annual pre-tax earnings of 
hypothetical concern under conventional and full cost methods 
of accounting. Production rate of 10 per cent of reserves. 

The pattern exhibited in Figure 9 is almost identical to that 

in Figure 8 except for the time period involved. 

As the variables of exploratory activity, discovery, and 

production are constantly changing, there will continuously 

be differences between the full cost method and conventional 

practices. The differences depend to a greater extent on 

exploration and production than on the amount of reserves 
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discovered. Exploration and production both have an immedi-

ate impact on one or the other method, while the effect of a 

change in reserves is spread over a longer period of time 

under either conventional practices or the full cost method. 

The magnitude of the differences between the two methods is 

also influenced by a retroactive application of the full cost 

method (see above, pp. 13I-I36). 

Relatively Stable Companies 

The data presented thus far in this chapter have been 

limited to hypothetical data. Assumptions have been made to 

the effect that a change to full costing will increase the 

reported earnings of the concern, that the earnings will be 

smoothened or normalized to some extent, and that over a 

relatively long period of time the differences between the 

methods will become less even though they will not become the 

same except in a static situation. Because of the nature of 

full cost accounting, any increase in income which is appli-

cable to the method also serves to increase the carrying 

value of the assets. These assumptions apply not only to 

hypothetical situations, but also to actual companies. Some 

comparisons of earnings between conventional and full cost 

methods are given for several actual companies in the follow-

ing figures. The use of an index of earnings has converted 

various earnings to a common denominator. This has been done 

to avoid the actual iigures and to permit more valid compari-

sons of the effects of full costing. 
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Pig. 10--Coxnpapison of actual earnings under full cost 
and conventional methods for Company A. 
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Pig. 11--Comparison of actual earnings under full cost 
and conventional methods for Company B. 
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Index of 
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Pig. 12--Comparison of actual earnings under full cost 

and conventional methods for Company C. 
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Pig. 13--C'omparison of actual earnings under full cost 
and conventional methods for Company D. 
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The companies shown in Figures 10 and 11 have a pattern quite 

similar to the hypothetical examples shown in Figures 8 and 

9. The actual data are more erratic because of the changes 

in the variables, as mentioned. Still, the effects are that 

the-full cost method results in smoother and higher earnings. 

The data indicated in Figures 12 and 13 conform to this 

general pattern also. 

The earnings reported under the full cost method for 

these companies have been higher and smoother as they appear. 

Over the period of time involved, there is a significant dif-

ference in the amount of earnings which would be reported, 

depending upon the method used by the company. In order to 

make a comparison among the companies, the data in the 

following figure are based on a four-year time period. 

Company 

A 

B 

0 

D 

Percentage 

Fig. l!|.--Full cost earnings expressed as percentage 
of conventional earnings over a four year period for actual 
companies. 

} 11 i i WiHf-mt 

nmmm 

As indicated in the above figure, the increases in earnings 

attributable to use of the full cost method ranged from 20 

per cent up to 50 per cent. Reported earnings for the 
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mature, relatively stable companies are significantly higher 

under the full cost method of accounting than are earnings 

which would be reported using conventional accounting prac-

tices. However, differences between methods for the mature 

companies are not as great as in the case of growing com-

panies (which are discussed in a later section). 

Effects on a Declining Company 

Data are not available which deal with the classifica-

tion of the declining company. In view of decreasing rates 

of return on stockholders' equity and decreasing reserves in 

some cases, some of the companies included among those using 

the full cost method must be classed as declining companies. 

Since no actual data could be obtained with respect to the 

declining companies, some use must again be made of the 

hypothetical data.^ There are many limitations in the use 

of this kind of data. However, use of hypothetical data is 

necessary for an insight into possible effects of a change 

of accounting methods in a declining company situation. 

If the previous example is to be used, some changes in 

the assumptions are necessary. The changes considered are 

concerned with the discovery rate of reserves, the number of 

dry holes, rate of production, and the time of replacement 

of equipment. First, it was assumed that the discovered 

reserves decreased by approximately 10 per cent each year. 

-^Refer to Table IX, pp. XJL4.7-II4-8, for the assumptions 
used. 
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Starting with the third ysar and in subsequent odd years, an 

additional development well was considered to be dry or non-

productive. Production started with 10 per cent of reserves 

but decreased starting wiah year nine. Finally, equipment 

replacement and leasehold surrender were deemed to occur 

after twelve years even though there was some variance in 

production. 

Another set of assumptions obviously could have been 

adopted. Usually exploration is curtailed to some extent 

when a company is in financial trouble; but since added 

reserves are needed to strengthen the position of any com-

pany, exploration would not be eliminated. The assumptions 

as changed illustrate the effects of a change in accounting 

methods. The pattern or earnings for this example under the 

modified assumptions are shown in the following figure. 

Earnings 
Before Tax 

+$2 

+$1 

0 

-$1 -

-$2 h____ 
Year 1 

Pull Cost 

Conventional 

"3 5 5 5 7 BT 9 10 11 it 
Pig. 15--Comparison of annual pre-tax earnings of a 

hypothetical declining cotapany under conventional and full 
cost methods of accounting. 
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Use of the full cost method would produce earnings in 

each of the twelve years involved in this illustration except 

for the first, where neither profit nor loss would be shown. 

On the other hand, under conventional practices, losses from 

operations would be reported for six of these same twelve 

years. Again, as shown in the preceeding figure, earnings 

to be reported under the full cost method are higher and 

show a smoother trend than do those as determined under con-

ventional accounting practices. With earnings being higher 

under the full cost method, the carrying value of the proper-

ties is also higher under the full cost method. Details, as 

they pertain to the twelfth year, are shown in the following 

table 

TABLE XI 

ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS--COMPARATIVE RESULTS 

FOR YEAR 12 OF A DECLINING COMPANY* 

Conventional 
Method 

Full Cost 
Method 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

$ lj.00,000 
2,500,000 

$ ]+,200,000 
6,000,000 
2,1̂ .00,000 

Total 2,900,000 

$ ]+,200,000 
6,000,000 
2,1̂ .00,000 

Producing properties: 
Leasehold 
Intangible drilling and 

development 

208,800 

13,950,000 36,000,000 

^Details for individual years are included in Appendix C 
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TABLE XI - Continued 

Equipment 
Total 

Accumulated depreciation 
and depletion 

Net properties 
Other productive assets 

Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 2,610,000 
16' 768^ 8oo 

8,678,5110 
»,090,260 
3,600.000 
ii, 590,260 81 

12.700.000 

$l.lk88 

$ 5,100.000 

270,000 
562,600 
200,000 

2,025,000 
1,360,000 
- L 0 2 ^ £ 7 0 
5»kk.2. i7o 

$ ?3i12! 170) 

Pull Cost 
Method 

$ 2,610.000 
51 ,210 ,000 

25.2lj2,520 
25,967,HBO 
3,600 ,000 

$29.567 .ktiO 

12.700.000 

$2.3281 

$ 5.100,000 

1,360,000 
3,|i9.14LO 

• ^ 7 9 . 5 L 0 
$ 520.560 

1.8k# 

-"-Source: Hypothetical data, 

Over the twelve-year period, reported earnings under the full 

cost method would be approximately $12.9 million. Under the 

same conditions, use of conventional practices would result 

in a reported loss totaling $1.7 million for the same years. 

In the description of the full cost method in Chapter 

IV, a ceiling on the capitalized costs was mentioned. There 

is a maximum amount which can be capitalized, as the cost of 
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reserves to a firm. Beyond & point, the accumulation of costs 

cannot be said to constitute an asset, but should instead be 

treated as losses to the concern. In the petroleum industry, 

one often hears figures of $1.00 per barrel and $1.25 P e^ 

barrel mentioned with respect to the market value of reserves 

in the ground. An examination of the per barrel cost of 

reserves in Table XI indicates that there must have been an 

overstatement of the asset values under the full cost method 

during the period involved; this overstatement also indicates 

an overstatement of the earnings within the period. An indi-

cated reserve cost of $2.33 P®r barrel is well above the 

ceiling for capitalized costs that would be determined by 

any company. Even allowing an amount of $1.50 per barrel 

for the reserves, the assets employed in this case would be 

overstated by approximately $10.5 million. 

It is acknowledged that, under the full cost method, 

amounts in excess of the value of the reserves held would be 

charged off as losses. The time to recognize losses is not 

the point here, since even the $1.15 P e^ barrel, as indicated 

under conventional practices for this example, may be pushing 

the ceiling. Rather, the data have been presented in thi'd 

manner as an example of a declining company to re-emphxasize 

the facts that the effects of use of the full cost method are 

to raise roported earnings, to smoothen the reported earnings, 

and to increase the carrying value of assets over that which 

would be reported under conventional practices. 
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Effects on a Growing Company 

The effects of a change to the full cost method of 

accounting in the petroleum industry are more significant to 

the growing company than to other types of companies. The 

growing company is a company whose primary orientation is 

towards the exploration and production side of the petroleum 

industry. The mature firms generally involve completely inte-

grated operations. The growing company has not reached the 

size and stability of operations to be considered a mature or 

fully developed firm. Placement of companies included in 

this research into categories was done through an examination 

of annual reports of the concerns and through reference to 

Moody's Industrial Manuals for determination of the portion 

of operations which were emphasized. The growing company is 

more concerned with the exploration and production phases of 

the petroleum industry than with the refining and marketing 

operations. 

In determining the effects of the adoption of the full 

cost method of accounting, several factors must be examined. 

The subjects of deferred taxes and retroactive adjustments 

have been discussed earlier in this chapter. Retroactive 

adjustments and deferred taxes are both applicable to the 

mature company and to the declining company as well as to the 

growing company. However, in the case of the mature companies 

information on deferred taxes and retroactive adjustments was 

not available and tne analysis of declining companies' was 
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based upon hypothetical data. In the caso of growing com-

panies, information on both the deferred taxes and the 

retroactive application of the full cost method was obtained. 

Accordingly, a more complete analysis of the effects of a 

change in accounting methods can be made for the growing com-

panies than for the other classes of companies. As growing 

companies are generally young and have not built a broad base 

of operations, the reported results are subject to more fluc-

tuation than is the case in the mature, fairly stable 

companies. 

Effects of Retroactive Adjustments on G-rowing Companies 

A more complete discussion of retroactive adjustments 

made in connection with a change to the full cost method of 

accounting was given earlier in this chapter (see pp. 131-

136). However, the discussion dealt with hypothetical data; 

consideration should be given to actual situations. 

A retroactive adjustment, as indicated earlier, consists 

of reinstating certain nonproductive costs, ideally back to 

the inception of the company, in order to have some of the 

"full costs" to amortize against the increase in income that 

will occur when the change to full costing is made in the 

current period. Without a retroactive adjustment being made, 

the effect is an immediate, and usually significant, increase 

in the reported earnings of the corporation without the 

matching of the applicable additional prior costs. The magni-

tude of these factors is indicated in the following figure. ' 
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Company 

E 

G 

Earnings 

mmm 

b ######################m 

100 200 300 

Pig. 16--Earnings expressed as a percentage of conven-
tional earnings and. showing effects of a retroactive change 
to full costing for actual companies for a specific year. 

a Conventional earnings. 
b Pull cost earnings without retroactive adjustment. 
c Pull cost earnings with retroactive adjustment. 

The above figure indicates the material effect of a change to 

the full cost method of accounting for the growing company. 

Sufficient detailed data were not available to permit inclu-

sion of all of the growing companies considered in this study, 

If a retroactive adjustment were made in connection with a 

change to full cost accounting, the reported earnings of the 

companies were materially higher than the earnings which 

would have been reported under conventional practices. How-

ever, the reported earnings were not as high as would be the 

case if the retroactive adjustment had not been applied. The 

data above do not consider the effects of deferred income 

taxes, since only the effects of a retroactive adjustment 

were examined in this case. 
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Effects of Deferred Taxes on Growing Companies 

When a company changes to the full cost method of account-

ing, the effects of using tax deferral procedures are much the 

same as when making a retroactive application of the method. 

Some advocates of full costing indicate that in changing to 

the full cost method, it is desirable for the company to make 

the change on a retroactive basis. They further contend that 

it is necessary to provide for deferred taxes on the increased 

tax differences which are attributable to the change to the 

full cost method of accounting.''' However, as was indicated 

earlier in this chapter, only four out of thirty-five com-

panies changing to full cost accounting have provided for 

deferred taxes on the additional tax differences attributable 

to the use of the method. The general subject of income tax 

deferral has been more than adequately covered in other 

8 
studies, and is not pertinent here. 

7 
Arthur Andersen & Co., Accounting for Oil and Gas 

Exploration Costs (Chicago, 1963) > pp. 2K=29~ 

8Por example see: Homer A. Black, Interperiod' Allocation 
2JL Corporate Income Taxes (New York, 1965TT"~Arthur Andersen 
& Go-> Accounting for Income Taxes (Chicago, 1961), and 
Accounting for Oil and Gas Exploration Costs; and Stanley P. 
Porter, Petroleum Accounting Practices (New York, 1965), 
Chapter 30. At the present time, there has been no position 
taken on^deferred taxes in the petroleum industry by either 
the American Petroleum Institute or by the American Institute 
of Certified Public Accountants. Accounting Principles Board 
of the American institute of Certified Public Accountants, 
Accounting for Income Taxes, Opinion 11 of the Board (New 
York, 1967), p. 171, indicates that an opinion dealing with 
c 8f erred taxes In extracti.v6 Indus bries will be f or fch.coming 
k°raetime after publication of the Accounting Research Study 
cn Accounting Practices in Extractive Industries. 
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The inclusion of deferred income taxes in a change to 

full costing effects the reported earnings of a concern simi-

larly as does a retroactive application of the method. Earn-

ings to be reported by the concern are higher when deferred 

taxes are not used than are earnings when the deferred taxes 

are employed. The following figure shows the effects of 

including or excluding deferred taxes when the full cost 

method of accounting is used. 

Company 

E 

F 

G 

Earnings 

a mmm 
a r 

100 200 300 

Pig. 17--Earnings expressed as a percentage of conven-
tional earnings and showing effect of deferred taxes on full 
cost earnings for actual companies for a specific year. 

a Conventional earnings. 
b Pull cost earnings without deferred taxes. 
c Pull cost earnings with deferred taxes. 

In order to examine the effects of deferred taxes only, the 

data included in the above illustration do not give effect 

to any retroactive adjustments. This illustration included 

three of the four companies using deferred taxes. Data were 
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not available for the fourth company, which is classed as a 

mature, stable company and not included in the category of 

growing companies. 

Use of the full cost method of accounting increases 

earnings substantially over what would be shown for use of 

the conventional practices. If deferred income taxes are 

considered, there is a reduction of these earnings; but the 

difference between the conventional and full cost methods is 

still material. 

Thus far, data presented in this chapter have been con-

cerned primarily with the income effects of a change to the 

full cost method of accounting. The two effects are a defi-

nite and material increase in reported earnings and the 

smoothing or normalizing of these same earnings as the result 

of using full costing. 

Balance Sheet Effects and Return on Assets 

The effects of a change to full cost accounting for a 

growing company are significant to the statement of finan-

cial position as well as to the income statement. However, 

it cakes a longer period of time for the effects to become 

noticeable. As an example, a company could have $5 million 

of earnings under conventional practices and $7-5 million of 

earnings computed under the full cost method; the carrying 

value of assets under conventional practices of $75 million 

would be raised to $77-5 million. It makes no difference 

for purposes of this illustration whether deferred taxes and 



168 

retroactive adjustments are made. Any increase in the earn-

ings of a concern attributable to a change to fe)ie full cost 

method of accounting will have the same absolute increase in 

the carrying value of the assets of the concern. Income has 

been raided by $0 per cent as the result of a change to the 

l'ull cost method of accounting, but asset values have been 

raised only 3 1/3 per cent. Assuming the same facts for an 

additional year, income would again be $0 per cent higher 

through use of the full cost method; but now the carrying 

value of the properties would be 6 2/3 per cent higher. The 

earnings expressed as a rate of return on assets employed 

would have remained stationary under the conventional prac-

tices but would have decreased from 9.68 to 9*37 per cent 

under the full cost method. This pattern is shown for one 

company in the following figure. 

Rate of 
Return on 
Total J4-O • 
Assets 

30-

20-

1 0 -

0 -

Year 

Pull Cost 

Conventional 

"3 5 3 5 7 5 9 10" 

Pig. l8--Comparison of pre-tax earnings expressed as 
a rate of return on total assets employed for full cost and 
conventional methods in one actual case. 
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Eventually, as a result of the continual increase in costs 

under the full cost method, the rate of return on assets 

employed will be less under the full cost method than under 

the conventional practices, as indicated in the preceeding 

figure. This particular case shows a higher rate of return 

than for the industry as a whole. Industry figures are, of 

courso, very broad averages. However, the figure does serve 

to indicate that a point will be reached at which the rate 

of return is less under the full cost method than under con-

ventional practices, in spite of the reported earnings being 

higher absolutely. 

Long Term Effects on Growing Companies 

In the case of growing companies, the effect upon the 

reported earnings of a change to the full cost method of 

accounting has been shown to be significant increase in 

the earnings. An increase in the carrying value of the 

assets of the company also results. Increases in income 

and the carrying value of assets have been given for indi-

vidual years, even though a continuing increase has been 

implied. The increases and a smoothening effect that are 

attributable to a change to the full cost method are shown 

for a period of years in the following figures. 
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Pig. 19--Company ^--Comparison of earnings on full cost 
and conventional methods for an actual nine-year period. 

Index of 
Earnings 
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Pig. 20--Company H--Comparison of earnings on full cost 
and conventional methods for an actual nine-year period. 
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In4ex of 
Earnings 
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+7 

+6 

+5 

+b 

+3 

+2 

+1 

0 -

Full Cost 

Conventional 

Year 1 3 T 
Pig. 21--Company G--Comparison of earnings on full cost 

and conventional methods for an actual nine-year period. 

No provision is made for deferred taxes in any of the three 

preceeding examples. For the first year shown in each of 

the three figures, there is no retroactive adjustment. How-

ever, since the data for individual companies are cumulative, 

the data portrayed for the ninth year include at least a 

partial retroactive adjustment. 

In each of the cases illustrated in the three preceeding 

figures, the use of the fuLl cost method has resulted in an 
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increase in reported earnings and accordingly an Inoroano in 

the carrying valu© of the properties; at the same time, the 

earnings are noticeably smoother. 

The immediately preceeding figures portray data to show 

only relative increases and smoothening. In order to indi-

cate the magnitude of the effects of using the full cost 

method for a relatively long period of time, the following 

illustration is included: 

Company 

E 

F 

G 

H 

700% 

Percentage 100 200 300 ipX) 

Pig. 22--Summation of full cost earnings expressed as a 
percentage of total conventional earnings for a nine-year 
period for actual companies. 

Data is not available which would allow comparisons of earn-

ings for an extended period of time for more of the growing 

companies using the full cost method. The information neces-

sary for comparison was furnished by three of the companies 

included in the preceeding illustration.. Detailed information 

on the fourth company was obtained from the company's annual 

reports. The indicated increases in earnings resulting from 

the use of full costing are very material. In four additional 
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growing companies from which the data was obtained for at 

least four years, the percentage of full cost earnings as 

compared with conventional earnings ranged from 135 P®r 

cent up to 555 per cent. 

An indicated decrease in reported earnings upon adoption 

of the full cost method is possible under certain conditions. 

In one situation, a substantial retroactive adjustment would 

increase the amortization of capitalized costs. If, at the 

same time, the company is in a declining phase or has volun-

tarily curtailed its exploration program, then the increased 

amortization might well exceed the differences in items capi-

talized, and thus a decrease in earnings would result. Under 

consideration of the entire period applicable to the retro-

active adjustment, however, there would be a significant 

increase in the total earnings. 

Summary of Effects of a Change in Methods 

A retroactive application of the full cost method rein-

states some of the prior nonproductive costs in order to 

charge a portion of the full costs to current operations. A 

change to full costing without a retroactive adjustment will 

have the effect of an immediate and significant increase in 

reported earnings. The increase is attributable to the capi-

talization, rather than to expensing, of current nonproductive 

costs and to no additional amortization against this increase. 

With a retroactive adjustment, the increase is still present 
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though modified somewhat because of having the additional 

costs to apply to the increase. 

Deferred taxes arise through differences in the timing 

of deductions for financial and tax purposes. If deductions 

are claimed more rapidly for tax purposes than for financial 

purposes, the taxes paid are less than those attributable to 

the financial income, and a deferral of this difference has 

occurred. The use of deferred tax procedures attempts to 

relate the tax expense to the financial income over the life 

of the company. 

Of the forty-eight reporting entities known to be using 

the full cost method nine companies offered no information; 

four companies had used the method from the inception of 

their operations. Of the thirty-five remaining companies, 

thirty-one have failed to use deferred taxes and twenty-one 

have failed to make any retroactive adjustment. The majority 

of companies employing full costing use the method without 

any reductions caused by deferred taxes or retroactive 

application. 

In this examination of the effects of a change to the 

full cost method of accounting, companies were classified 

according to size and type of operations within the petro-

leum industry: the mature or fairly stable company, the 

declining company, aid the growing company. It was possible 

to obtain sufficient data for the mature company and for the 

growing company; however, no data could be obtained for the 
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declining companies and it was necessary to use hypothetical 

data for this portion of the analysis. Further since the 

majority of companies do not use deferred income taxes or 

make retroactive adjustments in connection with the full cost 

method, these items were eliminated for most comparisons. 

One occasionally hears that the particular method used 

makes little difference so long as the method which is used 

is applied consistently. In the case of the full cost method 

of accounting, this is valid only if the company remains con-

stant or static over a fairly long period of time. In the 

fluid commercial world in general, and in the petroleum indus-

try in particular, companies cannot remain in such a state. 

There is continual change; if a company is to continue in 

business and is to remain successful, the change must be 

growth. 

A company can have sustained growth and still be fairly 

mature and stable in its operations. Several of these com-

panies were examined with respect to the effects on earnings 

and the carrying value of assets. Without exception, there 

was a material increase in ea-nings attributable to use of 

the full cost method of accounting. There occurred a simi-

lar increase in the carrying value of the properties. A 

lurther effect of the use of full cost accounting was a 

noticeable smoothing of earnings. 

The details pertaining to a declining company point to 

basically the same effects of a change from conventional 
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practices to the full cost method: an Increase in tlie earn-

ings of the concern, smoother earnings, and an increase in 

the carrying value of the properties (in the case of a 

declining company, more of a potential problem). In a 

declining company, the increase in the carrying value of the 

properties may well continue to the point that the indicated 

cost of the reserves is above the fair market value; in such 

a case the excessive amounts would be recognized as losses. 

However, the carrying value would still be in excess of that 

under conventional practices. 

Differences between the earnings to be reported under 

conventional practices and the full cost method are more 

noticeable in the case of young, growing companies. This is 

partly because of the fact that the growing companies are 

more susceptible to fluctuati'ons in earnings as the result of 

exploratory activity, and partly that these companies are 

more inclined to be concerned only with exploration and pro-

duction. Older or more mature companies quite often receive 

a large portion of their revenues from sources other than 

the production of raw hydrocarbons. 

In the growing company, just as in other classifications, 

the effect of a change to the full cost method of accounting 

is a significant raising and smoothening in reported income. 

Moreover, the carrying value of the properties will also be 

increased. 

One of the primary differences of effects of the classi-

fications of companies is that fluctuations as the result of 
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the level of exploration are more violent in the case of the 

young, growing companies. Other than the effect of these 

fluctuations, the results of a change to full cost account-

ing are basically the same. 

A change to the full cost method of accounting for find-

ing costs results in usually a material increase in the earn-

ings 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 smoothing or normalizing of 

reported earnings over a period of years. Thus the generali-

zations made concerning the effects of adoption of full 

costing are valid. 

The financial and economic environment of the petroleum 

industry is conuinually changing. For several years the 

climate in the petroleum industry has been such that there 

has been greater competition among companies for added oil 

and gas reserves, for new iistribution outlets, for added 

capital, and for increasing profits. In order to meet its 

own objectives and stay in business, management must meet 

these keener requirements imposed by the industry environ-

ment. To do this, it is necessary that management have the 

support of investors. The investors, however, will support 

coi'porate management only when it appears that the company is 

doing well. The raising and smoothening of reported income 

and the increasing asset values made possible through the use 

of the full cost method aid in presenting more favorable 
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financial statements. Thus, the adoption of the full cost 

method of accounting for finding costs is the logical step 

for management to take in fulfilling its goals. 



CHAPTER VII 

SUMMARY AND CONCLUSIONS 

The various data and factors examined in connection with 

this study of full cost accounting in the petroleum industry 

are summarized in this chapter; in connection with this sum-

marization, some cor elusions are drawn with respect to the 

possible reasons for the adoption of the method and the 

effects of its use in the petroleum industry. 

General Gomments on the Method and Its Use 

Since 1959* accountants have developed a new method of 

accounting for finding costs within the petroleum industry. 

Up to that time, finding costs were accounted for in one of 

two ways: a very few companies elected to expense all explo-

ration and development costs on the rationale that such were 

recurring expenditures to be faced each year; the majority of 

the companies followed the practice of capitalizing as the 

cost of assets only the costs which could be associated with 

specific reserves and of recognizing as losses, when they 

were incurred, all of the costs associated with nonproductive 

efforts . 

The new method of accounting for finding costs in the 

petroleum industry is called the full cost method, or some-

times, the total cost method. Under full costing, the costs 
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to be capitalized include all of the productive and the non-

productive costs incurred in finding hydrocarbon reserves--

the lease acquisition costs, the lease carrying costs, the 

geological and geophysical costs, and the exploration and 

development costs, as well as some of the general overhead 

of the concern. These total costs are then applied to the 

operations as reserves are produced on a broad based unit-of-

production method of depletion. 

The full cost method is not widely used in the petroleum 

industry. Prom information obtained as the result of this 

study, fifty-five companies, which include forty-eigjht report-

ing entities, are known to use this method of accounting for 

finding costs. Use of the method appears to be growing, at 

least in the smaller companies that are oriented primarily 

towards exploration and production. 

Use of the full cost method is more widespread in Canada 

than it is in the United Statesj of the forty-eight reporting 

entities that are known to use the full cost method, twenty-

four are located in Canada. Since there are relatively fewer 

firms in Canada as opposed to the United States, the percent-

age of Canadian firm3 using the full cost method is definitely 

higher. Some of the companies involved have indicated that 

the majority of the ion-major, non-integrated companies in 

Canada have employed, or are considering, the full cost 

method. In view of these facts, and since the method is 

apparently more favorably viewed in Canada than in the United 
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States, use of the method will probably continue to increase 

in the Canadian firms. 

A prediction as to the extent of probable use of full 

costing in the United States is not possible at this time. 

It is not known what conclusions will be reached in the forth-

coming Accounting Research Study on Accounting Practices in 

the Extractive Industries, or what the nature of the opinion 

of the Accounting Principles Board will be on this subject. 

A preliminary report on the Accounting Research Study indi-

cated that the recommendations for preferred practices in 

the petroleum industry would closely follow the conventional 

practices employed by the majority of the industry at this 

time. The assumption that the recommendations will approxi-

mate those included in the preliminary report appears 

reasonable, as does the assumption that the opinions of the 

Accounting Principles Board will follow the recommendations 

made in̂  the study. Even though the opinions of the Board are 

not binding in the strict sense of the word, the failure of 

a company to follow them is difficult to explain in annual 

reports. While the full cost method may continue to be per-

mitted, its place as the preferred practice of the petroleum 

industry is doubtful. G-iven the present conditions in the 

petroleum industry, one would not expect a drastic increase 

in the number of firms using the full cost method of account-

ing. However, if the method is permitted as a generally 

accepted accounting principle, adverse conditions in the indus-

try might result in a more extensive use of the method. 
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Possible Reasons for Adoption of the Pull Cost Method 

Companies in the petroleum industry have adopted the 

full cost method of accounting for different reasons. At the 

outset of this study, several possible reasons for adoption 

were included as part of a general hypothesis stating that 

the reasons for changes to the full cost method are the 

result of changes in the environment within which the petro-

leum industry must operate. The actual causes for a change 

to the full cost method of accounting cannot be determined 

since a change is the result of personal decisions of man-

agement, and the reasons for such decisions are not subject 

to objective verification. 

Isolation of specific factors within the petroleum 

industry environment which might have induced a change to 

full costing was not the purpose of this study. Rather, 

such items as costs and location problems of reserves, 

demand-supply relationships, investor objectives, govern-

mental influence, and the maturity of the industry have been 

studied to gain some insight into the environment of the 

industry together with some of the changes that have occurred. 

Costs involved in the location of hydrocarbon reserves 

have been increasing in recent years. The costs involved 

have increased both absolutely and relatively. Costs have 

increased at a greater rate than have the selling prices for 

the products involved. With increased costs, earnings as a 
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rate of return on stockholders' equity have also had some 

decrease. 

Long-range prospects in the petroleum industry are for 

continued growth. Usage of crude petroleum has been growing 

at an annual rate of 6 per cent. Yet, the big problem for 

the industry as a whole has been that of over-supply, in that 

the industry is capable of producing much more petroleum than 

is required for any given year on a world wide basis. For 

the future, however, the existing supply must be increased by 

a great deal. Individual companies are not; primarily con-

cerned with the needs of the industry, but instead, are 

directly concerned with an increase in the share of the total 

reserves that are held by their company. To insure its 

success in the industry, a company must be capable of showing 

an ever increasing share of the total hydrocarbon reserves. 

In the last ten years, the number of stockholders has 

mope than doubled in this country. This increase has applied 

to the petroleum industry as well as to all industry. The 

increase has been more noticeable in the case of companies 

which have made the change to full costing. Considering the 
\ 

grsater increase in companies making the change in methods, 

it is possible that an increase in stockholders might be a 

contributing factor to the change to full cost accounting. 

Governmental influence with respect to full cost account-

ing is more in the nature of fear of increased regulation than 

it is of present regulation. The Securities and Exchange 
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Commission has not given any opinion on the method at this 

point, and. will accept statements filed on the basis of full 

cost accounting, or on conventional accounting as the case 

may be. The Federal Power Commission has rejected the method 

at the present time for rate making purposes but has left the 

door open to further examination of the method if they feel 

it to be of any significant value. Concern with other agen-

cies, as for instance the Department of Interior, is that of 

a fear of increased regulation in the future rather than an 

immediate threat. The governmental agencies, however, are 

merely part of the total environment of the industry. 

The maturity of the industry is not only a fact for the 

industry as a whole, but for the individual company, this is 

part of the environment in which companies must operate. The 

integration and growth in the industry have permitted large 

concentrations of capital and production. At the same time, 

competition among the companies for the reserves, profits, 

and investor capital has contributed to a decrease itn profit 

margins of companies in the petroleum industry. 

Rapid technological innovations, the increasing diffi-

culty in locating hydrocarbon deposits, and decreasing profit 

margins have made it increasingly difficult for the smaller 

companies to attract sufficient capital to compete with the 

larger, more mature companies. Unless companies can continue 

to satisfy investor objectives, there is no chance to attract 

the capital needed for growth, or even survival. Management 
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can satisfy its objectives of staying in business only by 

meeting the goals of investors. 

While the earnings of the petroleum industry as a whole 

have been consistently higher than other industries, such is 

not the case with the companies (as a group) that have made 

the change to full cost accounting. Prior to such change, 

earnings of these companies have generally been less than 

the industry averages. Earnings as a rate of return on 

stockholders' equity have been less for the group of full 

cost companies than for the industry as a whole. Management 

is able to determine the effects of a change of practices 

upon the reported results of a company's operations. It is 

possible that a desire to improve these results is, in fact, 

a definite reason for making a change in the accounting prac-

tices followed by the company. Most of the companies in the 

industry have not adopted the full cost method of accounting. 

Those companies which have adopted the method, however, have 

shown greatly increased earnings, and reported higher asset 

values as well. These companies have also had less fluctua-

tions in the reported earnings. Adoption of the full cost 

method has given certain companies some degree of competitive 

advantage through the beneficial effects of the method on the 

financial statements. Perhaps, companies which have adopted 

the full cost method have been able to attract additional 

capital through additional stock issues. 

In view of the relative position of the companies which 

have made the change to the full cost method and the effects 
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of actually making the change, a desire to achieve competi-

tive advantage through beneficial effects to the financial 

statements must be considered the primary reason for adoption 

of this method of accounting in the petroleum industry. 

Impact of Full Costing on Financial Statements 

The approach used to examine the impact of a change to 

the full cost method of accounting was to determine the dif-

ferences between the earnings which would be reported under 

the full cost method of accounting and those which would be 

reported using conventional accounting practices. The con-

tinuing impact of a change in methods was also considered 

important. 

Data were obtained through interviews, through the use 

of questionnaires requesting specific data regarding finan-

cial statements, and from examination of annual reports of 

firms known to be using the full cost method of accounting. 

The impact on the financial statements was then determined 

for companies that would fall into the classifications of a 

mature or fairly stable company, a declining company, and a 

growing company; comparisons of results are more valid when 

the comparisons are of like or similar items. 

The mature, stable companies are involved in all phases 

of the petroleum industry, including exploration, produc-

tion, refining, marketing, and research. Because of the 

diversity of operations, earnings are less subject to fluc-

tuation and are less dependent upon exploration and 
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production. The operations of a mature company are different 

from those of a declining company which, for one reason or 

another, is gradually going out of business. In a declining 

company, the production is often decreasing and the success 

of exploratory efforts is insufficient to replace old 

reserves, much less to add needed new reserves. Growing 

companies are oriented primarily towards the exploration, 

development, and production phases of the industry. Earnings 

computed on conventional methods are subject to wide fluctua-

tions as the result of exploratory activities. 

In examining the impact of an adoption of full costing, 

the effects of a change in methods were quite similar among 

the three classes of companies used. The effects were so 

similar that in summarizing the study, generalizations for 

the method can be made with respect to the impact of full 

costing on financial statements. 

Increase in Income 

At times, the comment is made that it really makes little 

difference as to the method of determining income, so long as 

it is applied in a consistent manner. The implication is that 

if the method is consistent, the income reported will be com-

parable to that reported under another consistently applied 

method of accounting. Results in reported income under the 

full cost method of accounting will be comparable with those 

obtained under conventional practices only in the case where 

the company is maintaining a constant exploration program, is 
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discovering the same amount of" reserves each, year, and is 

maintaining the same production level. Earnings as a rate of 

return on assets employed, however, are not comparable even in 

this instance, since the carrying value of properties under 

the full cost method exceeds that of conventional practices. 

The only other case in which the earnings would be comparable 

is after the concern has ceased to exist, since regardless of 

the method, total earnings cannot be changed over the life of 

the concern. Businesses are not constant, however, and there 

is change within the total environment. Accordingly, there 

will always be some differences in earnings presented by the 

full cost method of accounting and those by conventional 

methods in the petroleum industry. 

The immediate impact that can be anticipated on the 

reported earnings of a concern changing to full cost account-

ing is that the earnings will be increased, usually by a 

Significant amount. An increase can definitely be expected 

when it is considered that the majority of firms which have 

changed to full cost accounting have done so without using 

either deferred taxes or a retroactive application of the 

method. Both deferred taxes and a retroactive application 

have the effect of modifying any increase in income which is 

the result of capitalizing nonproductive expenditures under 

the full cost method. However, these adjustments do not 

eliminate the increase in income attributable to a change to 

the full cost method of accounting. As long as some amount 
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of growth continues, the earnings reported under the full 

cost method will exceed those which would be reported under 

conventional practices. 

Smoothening of Income 

There is less fluctuation in the income reported under 

full cost accounting than under conventional practices. The 

capitalization of all nonproductive costs eliminates the 

fluctuations attributable to the level of exploratory activ-

ity. Further, the use of a broad based average for depletion 

and amortization tends to smoothen these charges. The reduc-

tion of items charged to income, and the leveling of those 

items charged against earnings, have the effect of smoothen-

ing or normalizing the reported earnings of a firm which uses 

the full cost method of accounting. 

Increase in Asset Values 

The impact of a change to full cost accounting upon the 

statement of financial position is directly related to the 

impact upon the reported earnings of the concern. Since the 

earnings are increased as the result of capitalizing normally 

expensed items, this capitalization results in an identical 

increase in the carrying value of oil and gas properties. A 

ceiling is placed upon the amount of the costs that can be 

capitalized. This maximum is considered to be the fair 

market value of the underlying reserves, but ordinarily such 

is reached only in the case of declining companies and does 
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not present any major problems to the usual firm. Even if 

the ceiling is not reached, the carrying value under the full 

cost method is above that of the conventional method. 

Summary of Impact on Financial Statements 

The impact of a change from the conventional practices 

to the full cost method of accounting in the petroleum indus-

try is specific, Tpon adoption of the method, there is a 

significant increase in the reported earnings of the company 

involved. Over a period of years, there is a definite smooth-

ening of the reported earnings. There is also an increase in 

the carrying value of the assets, which increase is equal in 

absolute amount to the increase in the reported earnings. 

Management, to meet its own goals, must be able to cope 

with the requirements imposed by the financial and economic 

environment of the industry. The overall climate of the 

industry has been one of increasingly keener competition 

among companies for a greater share of hydrocarbon deposits, 

of profits, and of additional capital. Management looks for 

the support of investors in order to meet its objectives of 

staying in business. The investors, in turn, will support 

management when it appears that the corporation is doing 

well. Since the effects of use of the full cost method are 

to raise and smoothen reported income and to increase the 

carrying value of the assets, then, the adoption of the full 

cost method of accounting is the logical step for management 

to take in fulfilling its goals. 
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Consequences of Adoption of Pull Cost Accounting 

One of the purposes of business is generally assumed to 

be the maximization of profits for the owners. Maximization 

of profits ultimately requires a proper allocation of re-

sources and valid decisions of the owners concerning the 

utilization of resources. Accounting statements do not maxi-

ize the profits; however, the use of accounting statements 

is an aid to the maximization of profits, since decisions are 

based upon the statements. 

Meaningful financial statements are generally considered 

to be based upcn sound theory or standards. Yet, the theory 

in accounting today is in a large part, if not completely, 

induced from practice. The theoretical structure of account-

ing imposes only restraints on practice. These restraints 

are in reality against there being too rapid or too drastic 

changes in accounting practice. 

Accounting theory or induced standards do not determine 

whether or not a given accounting practice is good, or is 

bad. A decision as to whether some practice is right or 

wrong can only be made after considering the consequences of 

the application or nonapplication of such practice. This is 

true with the subject of full cost accounting in the petro-

leum industry. For some situations, however, consequences 

of adoption of full costing remain little more than conjecture 

With the probability of increased involvement of govern-

ment in the petroleum industry, full costing, if recognized, 
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would add to problems of regulation In the industry. Costs, 

whether or not related to specific reserves, are capitalized 

under the assumption that the costs are relevant. Since the 

costs are capitalized, they would become a part of the rate 

base used to determine the prices allowed to the industry. 

Ordinarily, one would assume that it would be contrary to the 

desired public goals to allow earnings on unsuccessful efforts 

as well as the successful ventures. Such would, in effect, 

be in the nature of a reward for inefficiencies, and there 

would be little incentive to optimize the allocation of 

resources. A practice that would lead to higher prices and 

the possible misallocation of resources through failure to 

give the greater reward to companies making the greater con-

tribution could not be considered a desirable practice. 

In terms of adequate financial reporting, the use, or 

nonuse, of the full cost practice would also affect the allo-

cation of resources and the continued existence of the firms. 

In a fairly new company, heavy exploration expenditures 

would also generally mean heavy nonproductive costs. Losses 

would probably be reported in the financial statements under 

the conventional practices regardless of the amounts of new 

reserves that were discovered. Without any indication of 

the reserves actually discovered, the reported earnings, or 

losses, would not serve to indicate the success or failure 

of the company involved. Yet, with the reported losses, 

attraction of additional capital would prove very difficult. 
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On the other hand, use of the full cost method would 

tend to disguise or delay recognition of the actual results 

of the operations. With the use of averages, as is the case 

in full costing, the results of any unsuccessful operations 

may tend to be obscured until such time that the company's 

operations are marginal. Appropriate action may be delayed 

since pertinent information is not readily available when the 

averages are used. The smoother earnings as reported under 

full costing give the appearance of a lesser amount of fluc-

tuations in the earnings picture of a company. Such is not 

the case. Exploration is a vital and necessary part of the 

oil business. Successful years should be indicated. So 

should the unsuccessful, and as soon as is possible to do so; 

not years later when the depletion rate finally indicates 

that the company is operating at less than a desirable rate. 

Favorable financial statements may give rise to unwar-

ranted speculation in the securities of a company. Recently, 

the American Stock Exchange banned trading by its members in 

103 of its most volatile stocks.1 It may be significant that 

live of these companies use the full cost method of account-

ing# If favorable financial statements which ape in papt 

attpibutable to use cf full costing^ add to speculation in 

given stocks9 then use of the method cannot be considered 

desirable. 

a 11 Street Journal, February* 1969. 
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Favorable financial statements do not necessarily mean 

that the company is doing well. The meeting of some of the 

goals of management may not be desirable from an overall 

point of view. Perhaps some companies should not remain in 

business. In some instances, the use of the full cost method 

has resulted in declining conventional earnings being reported 

instead as increasing earnings. Losses under conventional 

practices have also been reported as profits under the full 

cost method. Capital, invested and borrowed, has been 

obtained by some of the firms in these declining or loss 

situations. The attraction of capital, which has been aided 

by favorable financial statements made possible through the 

use of full costing, has resulted in a misallocation of 

resources in some situations. Where such has been the case, 

the use of the full cost method cannot be considered good. 

In terms of improved reporting, the use of any new 

method must offer a great deal to overcome the decided dis-

advantage of increasing the lack of comparability among 

companies within an industry. Based upon this research, the 

full cost method does not appear to offer sufficient advan-

tages to overcome the disadvantage of an additional alternate 

method. 

Need for Research Sponsored by Industry 

Research in the area of full cost accounting will be 

undertaken by the American Petroleum Institute within the 

near future. Additional research is necessary since the 
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present study does not include all of the answers to this 

intriguing subject in petroleum accounting. The conclusions 

reached in this study, however, would probably not change as 

the result of additional research. 

One factor that could be established through industry-

wide research is the actual extent to which the full cost 

method is in use. Industry-sponsored research should also 

be able to obtain a better response to requests for informa-

tion, in that an implied authority exists which is not 

present in an individual research study. Industry-sponsored 

research would also have a bearing on the amount and types 

of information that could be obtained. A need exists to know 

more about this relatively new and different method of account-

ing. More and better information is available through 

industry-sponsored research than through any other method. 

Benefits of Additional Research 

Some benefits may be possible through additional research 

on the subject of full costing since accounting practices in 

the petroleum industry need to be improved. Alternative 

accounting practices have been the subject of much recent 

discussion and writing. There are few, if any, who actually 

want the rigidity of statutory accounting. However, the 

elimination of alternatives which cannot be justified on the 

basis of factual situations must be considered a very desir-

able goal. In view of the extremely wide divergence of the 
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accounting in the petroleum industry, one could question 

whether all of the practices can in fact be justified. 

Interest of the Securities and Exchange Commission in 

alternative practices has been indicated on several occasions 

by Manuel P. Cohen, Chairman of the Commission (Chapter V, 

p. 110). Some have evidenced concern that unless the busi-

ness community, along with the accounting and financial 

analysts professions, can work toward this goal of the elimi-

nation of unjustified practices, the government may increase 

its regulatory activities. If additional research could aid 

in determination of the preferred accounting practice for 

major types of transactions in the petroleum industry, an 

increase in governmental intervention or regulation might be 

lessened or avoided. 

Uniformity of accounting practices in the strictest 

sense is not the answer to some of the reporting problems in 

the petroleum industry. However, uniformity to the degree 

necessary to permit meaningful inter-company comparisons is 

desirable. Disclosure of additional information would also 

improve financial reporting; financial statements are not 

adequate at this time to serve as the basis for decision 

making in the petroleum industry. This inadequacy•is parti-

cularly apparent in the area of accounting for finding costs. 

When comparisons of financial statements are attempted 

between petroleum companies that use conventional practices 

and the companies that use the full cost method of accounting, 

the only result will be that of confusion. 
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NOTE: NEITHER YOUR NAME NOR YOUR COMPANY NAME WILL BE USED IN CON-

NECTION WITH THIS INFORMATION. THERE WILL BE NO TIE-IN TO 
YOUR COMPANY IN ANY WAY. 

Company; 

Questions with respect to use of full cost method of account-
ing in the petroleum industry. 

(1) Has your company considered use of the full cost method 
of accounting for finding costs? 

(2) Does your company now use this method? 

(3) Does your company expect to change to this method in the 
near future? 

(4) What are the primary reasons for your company's rejection 
or acceptance of this method as the case may be? 

(5) Other relevant comments. 

Under the full cost method of accounting for finding costs, items 
such as dry hole costs, delay rentals, exploration costs, certain 
geological and geophysical costs, abandonments, a portion of over-
head, and certain other costs which would normally be expensed 
under conventional accounting, are capitalized and depleted on a 
company wide unit-of-production basis under the Full Cost Account-
ing method. 
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NOTE: NEITHER YOUR NAME NOR YOUR COMPANY NAME WILL BE USED IN CON-

NECTION WITH THIS INFORMATION. FURTHER, THE EXACT FIGURES 
WILL NOT BE USED IN THE FINISHED STUDY, AS ONLY PERCENTAGES 
OR RATIOS WILL BE USED. THERE WILL BE NO TIE-IN TO YOUR 
COMPANY IN ANY WAY. 

Company: 

If the full costing portion is split among the accounts and/ 
or properties, please give the year-end balances for the fol-
lowing . 

Year 1 Year 2 Year 3 Year 4 

Leasehold Costs 
Conventional basis 
Full cost portion 
Total 

Intangible Development 
Conventional basis 
Full cost portion 
Total 

Tangible Equipment 
Conventional basis 
Full Cost portion 
Total 

Accumulated Depreciation 
and Depletion 
Conventional basis 
Full cost portion 
Total 

Depletion for Year 
Conventional basis 
Full cost portion 
Total 

If, however, the amounts applicable to the Full Cost Method 
are kept in a Full Cost Account or a Company Wide Development 
Account, please show net additions to the account for the year, 
and the depletion on the account for the year. 

Year 1 Year 2 Year 3 Year 4 

Full Cost Account 

Full Cost Depletion 
for the Year 
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Please show the year of the change to Full Costing as Year 1. 

The Full Cost portion, or the Full Cost Account, includes 
those items such as dry hole costs, delay rentals, exploration 
costs, certain geological and geophysical costs, abandonments, 
a portion of overhead, and certain other costs which would nor-
mally be expensed under conventional accounting, but which are 
capitalized and depleted on a company wide unit-of-production 
basis under the Full Cost Accounting method. 
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8 6 T R I N I T Y P L A C E , N E W Y O R K , N . Y . 1 0 0 0 6 

E . S T A N L E Y P E C K , J R . , DIRECTOR 
DIVISION OF SECURITIES 

March 6, 1968 

Mr. John Paul Klingstedt, CPA 
North Texas State University 
Denton, Texas 76203 

Dear Mr. Klingstedt: 

I regret the delay in answering your letter of February 17th 
which has been due in part to my attempting to obtain a responsive 
answer for you. 

The Exchange does not have any specific accounting 
requirements for its listed companies. We do require that annual 
financial statements be prepared in accordance with generally 
accepted accounting principles by independent auditors. 

Several of our companies have adopted full-cost methods, 
but we have no guidelines or recommendations on the subject . 

I am sorry that this is not responsive to your inquiry, but 
appreciate your giving the Exchange an opportunity to comment. 

Sincerely, 



M O R T O N B . S O L O M O N 
EXECUTIVE ASSISTANT 
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NEW YORK STOCK EXCHANGE 

E L E V E N WALL S T R E E T 

NEW Y O R K , N. Y. 1 0 0 0 5 

January 25, 1968 

Mr. John Paul Klingstedt 
North Texas State University 
School of Business Administration 
Division of Accounting 
Denton, Texas 76203 

Dear Mr. Klingstedt:: 

Your letter of January 17, 1968 addressed to the Research 
Department of the Exchange has been given to me for reply. 

The Exchange does not have any rules of accounting which 
listed companies must follow. At the time a company becomes 
listed, the form of the financial statements to be included in 
future annual reports is agreed upon and incorporated into the 
listing agreement executed with the Exchange. In addition, the 
company also agrees that all financial statements contained in 
the annual report will be audited by independent public account-
ants. We expect that the financial statements of listed companies 
will be prepared in accordance with generally accepted accounting 
principles. 

A copy of the listing agreement referred to above is enclosed. 
Please note Section II, paragraph 1 through 6. I have also en-
closed Section A-4 of our Company Manual which covers financial 
reporting requirements of listed companies. 

Although the Exchange has no list of accounting rules, it is 
greatly interested in the development of improved reporting stan-
dards among listed companies. We have traditionally supported the 
pronouncements of the American Institute of Certified Public 
Accountants. In addition, we have encouraged various industries 
to work toward the development of reporting practices which will 
lead to greater comparability among companies in the same industry. 
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Mr. John Paul Klingstedt January 25, 1968 

The petroleum industry is one of the industries that we have 
cooperated with in this regard. I have enclosed a copy of a 
speech that G. Keith Funston, former President of the New York 
Stock Exchange gave before a group of oil company executives last 
year. I believe it will crystalize for you the Exchange's thinking 
in this area. 

I'm sure that you will find in the course of your research 
that there are companies listed on the Exchange that use 'full 
costing' in their stockholder reports. Our effort in this area 
is to encourage the industry to narrow the existing alternative 
accounting practices. 

The petroleum industry has made an industry wide research 
effort through the American Petroleum Institute to classify various 
accounting practices within the industry. I have enclosed the 1965 
and 1967 edition of the API's "Report of Certain Petroleum Industry 
Accounting Practices." The AICPA is also in the process of com-
pleting a research study on the extractive industries and they may 
be of further help to you in this regard. 

I hope the above information and the enclosed material will 
be useful to you. We wish you the best of luck on your research 
project. 

Encls. 

O W N Y O U R S H A R E O F A M E R I C A N B U S I N E S S 



FEDERAL POWER COMMISSION 20i|. 
WASHINGTON, D.C. 20426 

IN REPLY REFER TO: 

OAF-SY 

1 7 1968 
AIR MAIL 

Mr. John Paul KLingstedt 
School of Business Administration 
Division of Accounting 
North Texas State University 
Denton, Texas 76201 

Dear Mr. Klingstedt: 

Chairman White has asked me to respond to your letter of 
March 27 regarding the accounting for finding costs in the petroleum 
industry. 

I might note at this point, for clarity of my comments, that I 
interpret your use of the term "full cost" accounting as that 
accounting which capitalizes all finding costs - those associated 
with successful (productive) and unsuccessful (nonproductive) 
projects, wells, leases, etc. - with subsequent amortization of the 
capitalized costs over the production of the successful projects. 

The Uniform System of Accounts Prescribed for Natural Gas 
Companies does not permit full cost accounting and the Commission, in 
proceedings involving Natural Gas Pipeline Companies, has consistently 
required accounting and rate treatment consistent with the prescribed 
accounting. For example, Account 79^, Nonproductive Well Drilling, 
one of the exploration and development expense accounts, provides 
that the net cost of drilling nonproductive wells be recorded therein. 
That is, the cost of nonproductive wells is charged to expense 
currently. Also, all expenditures for preliminary surveys, plans, 
investigations, etc., made for the purpose of determining the 
feasibility of acquiring land and land rights to provide a future 
supply of natural gas are charged to expense currently (Account 798, 
Other Exploration), for those projects abandoned. 

Of course, not all gas pipeline transmission companies are 
directly involved in finding and producing natural gas. Although some 
of the companies operate production properties this is not their 
principal business and the question of full cost accounting for finding 
and developmental costs is of little import in establishing a cost of 
service for a resgulated natural gas transmission company. 
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Mr. John Paul Klingstedt - 2 -

The accounting requirements imposed on natural gas transmission 
companies have not been extended to natural gas producers. Shortly 
after the Supreme Court held, in Phillips Petroleum (3̂ 7 U.S. 672), 
June 7, 195*+> that producers making sales in interstate commerce 
were subject to all the requirements of the Natural Gas Act, the 
Federal Power Commission promulgated regulations governing the 
filing of rate schedules and certificates by producers, but exempted 
producers from the regulations requiring natural gas companies to 
keep their accounts in accordance with the Commission's Uniform 
System of Accounts. 

Interested parties have submitted evidence on this issue in 
the area rate proceedings, and in Opinion No. k6&, the Commission 
rejected the full cost concept saying: 

As we have already noted, other methods of computing 
dry hole costs were suggested in the record. Of particular 
interest is the alternative method of cost determination, 
advocated by the Major Producer Group, often called the 
project method, which capitalizes the total cash outlays 
to acquire a capital asset (i.e.» project) and allows a 
return on that investment over its productive life. Under 
this method, dry hole costs and other costs associated 
with unproductive ventures would be capitalized along with 
the cost of productive ventures. We find that this 
alternative method which would constitute a departure from 
our treatment of E & D in prior proceedings as well as a 
departure from present industry accounting practices is 
not adequately supported in the record. The inadequacy is 
especially notable with respect to the cost of capital for 
establishing the fair rate of return to be allowed on the 
computed investment base. However, capitalization of 
E & D may well be a useful approach and we do not foreclose 
in succeeding cases further consideration of this alterna-
tive method of costing or of improvements in the cost-
finding techniques herein employed. 

You may find other sections of Opinion No. 468 helpful so I am 
enclosing a copy. Another document which may be of assistance is 
the American Institute of Certified Public Accountants research 
study on the extractive industries, and I am enclosing a draft of 
the final chapter setting forth the conclusions and recommendations. 



206 

Mr. John Paul Klingstedt - 3 -

This draft is subject to revision so it should "be used with this in 
mind. Also, you may find the Uniform System of Accounts helpful 
and Commissioner O'Connor's recent speech before the Petroleum 
Accountants Society of Houston may be of interest. 

In summary, we do not anticipate any changes in the Commission's 
policy in the foreseeable future concerning accounting for finding 
costs. 

On behalf of Chairman White I wish to thank you for writing and 
if we can be of further assistance, please contact us again. 

Sincerely yours, 

V. Li 
Chief Accountant 

Enclosures 
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AMERICAN PETROLEUM INSTITUTE 
12 7 1 AVENUE OF THE AMERICAS 

N E W YO R K . N. Y. 10020 

Jl V I S I O N O r F I N A N C E A N D A C C O U N T I N G 

ROBERT M. ST6WAWT. OI«ECTO« 

February 29, 1968 

Mr. John Paul Klingstedt 
School of Business Administration 
North Texas State University 
Denton, Texas 

Dear Mr. Klingstedt: 

In reply to your February 27 letter, I am afraid we can't 
be of much help to you at this time on the subject of your thesis. 

You are probably aware that The Canadian Institute of 
Chartered Accountants covered full costing in its publication, 
"Accounting Problems in the Oil and Gas Industry", 1963. You may 
also know that the AICPA has a research project on accounting for 
the extractive industries, under the direction of Robert E. Field, 
a partner of Price Waterhouse here in New York. This report will 
probably be released within the next few months and it contains a 
discussion of full cost accounting. 

As you noted from our 1965 study of accounting methods, we 
did not go into full cost accounting for the reason that it was not 
being practiced by any of the companies in our survey. However, it 
is one of the subjects suggested to our Accounting Research Committee 
for a research study by the API because there is considerably more 
interest being shown in it in several quarters. I do expect that it 
will be one of the subjects approved by us at our midyear meeting in 
June. 

Yours very truly 

RHS:ed 
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DIVISION OF 
CORPORATION FINANCE 

SECURITIES AND EXCHANGE COMMISSION 

WASHINGTON, D . C . 20549 2 0 8 

December 11, 1967 

Mr. John P. Klingstedt, C.P.A. 
North Texas State University 
School of Business Administration 
Division of Accounting 
Denton, Texas 

Dear Mr. Klingstedt: 

Your letter of November 20, 1967 has been received. Set forth here-
after are answers to the questions raised in the second, third and 
fourth paragraphs of your letter. 

The Commission has not made any general pronouncements with respect 
to the adopting of full cost accounting in the petroleum industry. 
Full cost accounting has been followed in a limited number of cases 
as an alternative practice. It is the writer's experience that full 
cost accounting had been adopted principally by production and ex-
ploration oriented companies rather than by the international inte-
grated oil companies. 

At the time of change to full cost accounting, it is required that 
the change be reported as the change affects the consistency of the 
accounting practices followed in the preparation of financial state-
ments from year to year. The effect on income of the change is re-
quired to be reported for the year of the change but there is no re-
quirement for continuous reporting of the differences in income under 
the full cost and another method for years subsequent to the change. 
Such disclosure in the year of change is deemed required under the 
general disclosure requirements set forth in Rules 2-02-C(ii) and 3-08 
of Regulation S-X issued by the Securities and Exchange Commission. 

1 am unable to recall of any of the national certified public account-
ing firms having submitted a brief with the Commission prior to one 
of its clients adopting full cost accounting. 

Under the conditions indicated, any such brief would no doubt have 
been submitted as confidential information and would not be available 
for release to the public. 

Very truly yours, 

Walter Mickelsen 
Chief Accountant 
Division of Corporation Finance 
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The New York Stock Exchange is proud of the I4.8 companies 
which represent the petroleum and natural gas industry on our 
roster of listed companies. The aggregate market value of 
their 1.2 billion outstanding shares is over $68 billion --
more than of the total value of all of the 10.9 billion 
shares of the 1,26.5 companies making up our list of common 
stocks. This is second only to the II4J4. utility companies 
whose 2.14. billion shares outstanding have a market value of 
$91 billion. 

The petroleum and natural gas industry has attracted an 
impressive following among both individual and institutional 
holders. We estimate that approximately 3 million stockholders 
are direct owners of shares of companies in your industry. 
Six out of the 25 listed companies with the largest number of 
stockholders of record are from this group. Vickers' list of 
the top 50 institutional favorites includes 13 of your com-
panies . 

Let us look for a moment at what has been happening to 
the shareowner population. The Exchange's first Census of 
Shareowners in 1952, estimated the number of individual 
owners at 6 l/2 million. In the intervening years, the 
shareowner population has more than tripled to reach today's 
estimated total of 22 million. Our projections for the 
future indicate that there may be as many as 30 million indi-
vidual shareowners in 1975. 

This stockholder population explosion is, of course, 
very important to the securities industry. I think it is at 
least equally important to your industry and to the entire 
free enterprise system in our country. 

I am told that many of your companies which deal with 
the public find their new stockholders a prime source of new 
and loyal credit card customers. Thus, in a sense, the 
Exchange's vigorous encouragement of broader shareownership 
might be considered as an extension of your own sales efforts. 

Over the years, we have worked with our own securities 
industry and with listed companies to provide a sound basis 
for broadening shareownership on a sound basis. In all of 
our advertising and educational literature, we have urged 
investors to get the facts about a company before they invest. 

The most important source of facts for the prospective 
investor is, of course, the company's annual report and other 
communications to i.ts stockholders. Although investors still 
may not fully understand the nuances of the balance sheet and 
Income statement, there is ample evidence that investors, in 
general are becoming more and more interested in financial 
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information, And, significantly, companies are making a 
major effort to present financial data in terms that are more 
readily understandable to them. This is tremendously impor-
tant -- and particularly apparent in your industry -- and I 
cannot pass up this opportunity to compliment you on your 
continuing efforts to make the annual report a more informa-
tive and useful document. 

Other important sources of investment data are the 
research reports, evaluations and recommendations of brokerage 
firms and statistical services. The professional securities 
analyst brings specialized knowledge and training to bear on 
the interpretation of stockholder reports and other sources 
of data. His need for information is great. He is often con-
cerned with technical data that would not be particularly 
meaningful to the average investor. Recognizing this, more 
and more companies are turning to statistical supplements to 
meet the needs of both the sophisticated investor and the 
professional analyst. These may either be sent along with 
the regular report or offered separately to stockholders who 
wish to receive them. 

This practice has much to recommend it. It makes ade-
quate disclosure possible without unduly complicating the 
report to stockholders. Of course, such a supplement is in 
no sense a substitute for a well written, complete and 
documented annual report. 

Statistical supplements can be used by companies each in 
their own way. There is, however, another question that 
requires attention on an industry-by-industry basis and by 
business as a whole — a question that is even more important 
and urgent. I believe, as a matter of fact, that this 
question may be approaching crisis proportions. 

A "credibility gap" appears to be developing as the 
result of the proliferation of alternative accounting prac-
tices which can, and often do, produce materially different 
figures of net income and earnings per share under similar 
circumstances. Not only is there a lack of comparability 
from an over-all viewpoint, but divergent practices followed 
by companies in the same industry accentuate the problem. 

I.o furtner compound the issue, there are instances 
where companies do not even disclose which of several alter-
native practices they are following in presenting their 
accounts. În addition, and possibly the most perplexing 
question^of all, is the clamor for more data on a product-
line basis by the so-called "conglomerate companies." 
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Essentially, the problem of comparability does not 
center on whether financial data should be compared or not, 
but rather on how to improve the usefulness of the comparisons 
which are inevitably made. Responsible voices in the finan-
cial press and in the top ranks of corporate executives have 
joined in the call for action. 

While strict uniformity does not offer a realistic 
approach to the problem of comparability, there is no question 
that narrowing existing alternatives would be in the best 
interests of both industry and the investing public. 

In a very real sense, every publicly owned company is 
involved in daily competition in the securities market for 
the investor's dollar. It is certainly in the long-term 
interest of every responsible businessman that this competi-
tion be fair, and not complicated by bookkeeping sleight-of-
hand . 

The ultimate responsibility for financial reporting --
and particularly for the public impression created by such 
reporting -- rests, of course, with management. 

Before going on to talk more specifically about the 
specific reporting problems of the petroleum industry, I 
should point out that government agencies -- and particularly 
the SEC -- have increasingly been injecting themselves into 
the current controversy. 

The 196I|. amendments to the SEC proxy rules brought the 
Commission into direct concern with the content of the annual 
report to stockholders for the first time. A further step 
in this area was taken just two weeks ago in another proxy 
rule amendment. 

In 1965» the SEC issued a directive prescribing uniform 
accounting procedures for reporting deferred income taxes for 
retailers. 

The Commission is presently urging increased disclosure 
by "so-called conglomerates" even though in their initial 
reply to the question raised by Senator Hart and the Senate 
Subcommittee on Anti-Trust and Monopoly they took a stand 
against such a requirement. 

Let me assure you right now that the Exchange will vigor-
ously oppose and over-all SEC rule or Conressional rule 
setting rigid requirements in this area. 
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Our opposition to a pigid requirement stems from a ̂  first-
hand appreciation of the problems involved. For some time, 
the Exchange has had a team of full-time employees making cost 
and revenue studies of our member organizations. They have 
encountered the usual problems in allocating expenses and 
profits among various segments of our firms' business. So, 
we can readily appreciate some of the special complexities 
that would be involved in cost allocations relating to 
refining and petrochemical operations if product-line report-
ing should become a requirement in your industry. 

In our continuing review of listed company annual 
reports, we are seeing more and more divisional or product-
line data, relating primarily to volume rather than to 
profit. And we are encouraging this developing trend. 

You can be sure that we are following this entire situa-
tion very closely. The Financial Executives Institute has^ 
launched a research project on this subject, and Mr. Phillip 
West, a vice president of the Exchange is serving on the 
Advisory Committee for this project. 

Up to this point I have talked mostly of problems rather 
than solutions. But I can assure you that, for its part, the 
Exchange has been doing all that it can to encourage progress 
toward solutions, especially through its support of the 
American Institute of Certified Public Accountants. 

In 19614-, I urged that future reports to stockholders 
include a Source and Use of Funds Statement. This was an 
endorsement of an AICPA recommendation. You may be inter-
ested to know that all listed operating oil companies 
included such a statement in their last annual report to 
stockholders -- a fact which clearly demonstrates your 
interest -- as an industry -- to take a leadership role in 
improving financial reporting on a voluntary basis. 

Last month, I forwarded a letter to the Presidents of all 
listed companies, endorsing the most recent Opinions issued 
by the AICPA which are designed to narrow the existing alter-
native practices. I urged all listed companies to adopt these 
new reporting practices -- insofar as feasible -- in preparing 
financial statements for their 1966 annual reports. 

This will further indicate to the investing public that 
management is willing and able to move quickly in making 
voluntary improvements. 
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An Industry Approach to Disclosure and Comparability 

This leads us to the basic question: What additional 
disclosure is required and what needs to be done to make 
reported earnings more comparable in the oil industry? 

In the 1930's, the Exchange worked with the American 
Petroleum Institute Committee on Uniform Accounting Practices 
in order to narrow the alternative practices in use at that 
time. This project was most successful in standardizing the 
fundamentals known at the time. However, there was no provi-
sion for a continuing standardization review of accounting 
practices. During the past 30 years, of course, conditions 
have changed and many complications have arisen. Indeed, a 
provocative array of alternative accounting practices has 
developed for such significant items as production payments, 
exploration surveys, delay rentals, lease bonuses, and 
intangible drilling costs. As you well know, the sums 
involved are material. 

Fortunately, your industry appears to be facing up to 
the problem. The 1965 API Report of Certain Petroleum 
Industry Accounting Practices provides an excellent research 
backgrounc for further action. I understand that a sub-
committee of your Division of Finance and Accounting has 
been hard at work with a view to suggesting a practical 
approach to the problem. 

I knew of no other industry that is better organized 
than yours to consider industry-wide accounting problems. 
And, obviously, the major share of the credit for this can 
be found in your support for the work carried out by the 
American Petroleum Institute. It is hardly surprising, in 
view of this over-all constructive attitude, that the search 
for ways to improve comparability in financial reporting was 
rateda matter of substantial urgency at a recent gathering 
of your industry's financial executives. 

While I am obviously no expert on petroleum accounting, 
there are certain broad areas where comments from an investor's 
viewpoint might be helpful. 

In the first place, it would appear helpful to provide 
for additional disclosure of the particular practices being 
followed where there is more than one alternative. 

For example, a company capitalized all costs incurred 
in the exploration and development of unproductive wells. But 
it would be Impossible for an investor or analyst to determine, 
from either the annual report to stockholders or the 10-K 
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report filed with the SEC, what the net income under the more 
conventional expense accounting would have been. 

In the second place, it would seem desirable to narrow 
the existing alternatives. 

The smaller companies have looked to the majors in the 
industry to lead the way in developing acceptable standards 
of financial reporting. However, some of the smaller com-
panies have exibited a preference for alternatives that are 
less commonly used by the large companies. 

These non-conventional accounting procedures may not 
always have an impact on the earnings of the majors, but they 
can and do have a drastic effect on the earnings of the smaller 
companies. 

On occasion, they also have a material effect on a large 
company. 

In one reported instance, a major oil company adopted 
the practice of capitalizing intangible drilling costs 
rather than expensing such charges as it had done over 
previous years. Notes to the financial statement indicated 
that as a result of the change there had been a $1^0 million 
adjustment to retained earnings and that net income for the 
year was approximately 10% higher than it would otherwise 
have been. 

The point of the illustration is not to express any 
opinion or preference for either method. Rather it illus-
trates the material impact that the use of alternative 
practices can have on net income and net book value not 
only in the year of change but also on a continuing basis. 

It also illustrates the need for disclosure on a contin-
uing^basis of the particular practices being followed and of 
the impact on earnings of variations from preferred industry 
practices. 

Another example where alternative accounting had a 
material effect is illustrated where the bulk of the earnings 
of one company reflected the profit on sale of carved-out 
production payments recognized at the time of sale -- rather 
than at the time of production. This led to several years' 
delay in our listing of this company on the Exchange. 

The more recent Westec situation has led to criticism 
from many quarters on the impact of the accounting for certain 
of its oxl operations which apparently was in accord with 
practices followed by some other members of the industry. I 
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should hasten to add, of course, that there were other 
factors involved in that situation as well. 

Third, the foreign operations of many U. S. oil com-
panies have grown considerably faster than domestic activities 
and they are frequently more responsible for changes in 
company-wide earnings than are domestic activities. The 
investments of U. S. oil companies overseas are substantial. 
Department of Commerce data show that the book value of these 
investments totaled $114..1}. billion at the end of 196]+ with 
earnings of $1.86 billion for that year. Most companies give 
their shareowners general information on their overseas opera-
tions. However, financial analysts and other investors seem 
justified in requesting additional detailed data to permit a 
meaningful analysis of the impact of foreign operations. 

I suggested earlier {.he use of statistical supplements 
as a method of accomplishing adequate disclosure without 
unduly complicating the annual report. It seems to me that 
this practice would be especially helpful to the larger oil 
companies. 

Long Range Planning 

Looking to the future, oil companies have an excellent 
opportunity to further improve comparability and usefulness 
of the financial reports in the industry. Many of your 
reports present information on the underground reserves. 
These reserve estimates are generally not comparable between 
Company^and Company B because they are prepared by differ-
ent ̂  individuals with different backgrounds and different 
training. absence of objective standards for reserve 
estimates limits the usefulness of this information so far 
as stockholders and analysts are concerned. Clearly a com-
pany's oil^reserves are otia of the most important factors in 
any intelligent appraisal of an oil producing company. 

On a long-range basis, therefore, it might be very help-
ful to review the feasibility of establishing more comparable 
reserve information. This is one very important area in 
which^the industry could make substantial contribution to 
existing disclosure techniques. 

Conclusion 

Let me conclude by re-emphasizing the New York Stock 
Exchange s strong commitment to the view that both the invest-
ing public and corporate management can benefit greatly from 
improved financial reporting standards. Important progress 
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has been made in recent years -- but much remains to be done, 
particularly in the area of comparability. We firmly believe 
that the best approach is on a voluntary industry-by-industry 
basis. The petroleum industry can lead the way by seeking 
constructive solutions to the many complex reporting questions 
which are unique to your industry. Through the API, you have 
the machinery and ability to coordinate an industry-wide 
effort. And I feel certain that we can look to you for the 
kind of leadership that can and will be emulated by other 
industries -- and that will earn the attention and respect 
of the investing public. 
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ALTERNATIVE ACCOUNTING- PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR I OF A STABLE COMPANY 

Conventional 
Method 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3*00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Tctal deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

$ 80,000 
500,000 

500,000 

17,^00 

1,350,000 
255,000 

1,622,1^.00 

1,622 ,i(.00 
3001600 

$ 2.502 .14-00 

lu 200.000 

$0.5958 

$ 

270,000 

1,650,000 

1,920,000 
$(1.920.000) 

Full Cost 
Method 

(76. 

$ 350,000 
500,000 
200,000 

3,000,000 
255,000 

14.,305,000 

k,305,000 
300,000 

$ k.605.000 

L.200.000 

$1.096k 

1 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 2 OP A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3-00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease cost 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 
Total deductions 

Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 160,000 
1,000,000 

1.160.000 

311,800 

2,700,000 
5 1 0 . 0 0 0 

3 , 2 i i 4 , a o o 

108 .160 
3 .136 ,6L0 

6 0 0 . 0 0 0 
$ Il.B96.61iO 

8.100.000 

$0.6011.5 

$ 900 .000 

270,000 

50,000 
1,650,000 
2I|.0,000 
108.160 

2,31 ti, 16 0 
$(i:iLiS!i6o 

( 2 9 . 0 ) # 

Pull Cost 
Method 

$ 700,000 
1,000,000 

1+00,000 

6,000,000 
510 .000 

8,610,000 

287 .000 
a . 3 2 3 . 0 0 0 

600.000 
$ 0 . 9 2 3 . 0 0 0 

8.100.000 

$1.1016 

$ 900 .000 

21+0,000 
287 .000 
5 2 7 . 0 0 0 

$ 373.000 

k.2% 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 3 OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3-00 per barrel) 
Deductions: • 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 214.0,000 
1,500,000 

I,711-0,000 

52,200 

1^,050,000 
765,000 

Ij., b67,200 

, j|^A80 
II,514.2,720 

900,000 
$ 7.102,720 

11.700,000 

$0.6139 

$ 1,800,000 

270,000 

100,000 
1,650,000 

1^80,000 
216,320 

2,716,320 
$ (916.320) 

( 1 2 . 8 ) # 

Full Cost 
Method 

$ 1,050,000 
1,500,000 
600,000 

9,000,000 
765,000 

12,915*000 

861,000 
12,051i,000 

900^000 
$12.9511.000 

11.700.000 

$1.1071 

$ 1,800,000 

„ i.'g 

1+80,000 
574.000 

W* 000 

JLj 



222 

ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT. TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR I4. OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barreLs) 

Unrecoverod cost per barral 

Income Statement 

Revenue (at $3*00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 320,000 
2,000,000 

2,320,000 

69,600 

5,1+00,000 
1,020,000 
6,11.59,600 

6J4.8,960 

1,200,000 
$ 9 i 360 l6k0 

15,100.000 

$0 .6199 

$ 2,Ii.00.000 

270,000 

150,000 
1,650,000 
6if.0,000 
3S-.li.8o 

33522°. 
a. ffeTklkBO) 

Pull Cost 
Method 

(6. 

$ 1,1+00,000 
2,000,000 

800,000 

12,000,000 
1,020,000 
17,220,000 

1,722,000 
15,^98.000 

1 , 2 0 0 , 0 0 0 
$16 .698.000" 

15.100.000 

$1.1058 

$ 2,1+00 ,000 

61+0,000 
861,000 

1,501,000 
$ mQ.nna 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 5 OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped. leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 

and development 
Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of 
employed 

income to assets 

Conventional 
Method 

$ lj.00,000 
2,500,000 

2,900,000 

87,000 

6,750,000 
1,275,000 
8,112,000 

1,081,600 
7,030,ll00 
1.500,000 

• 30.li.00 i n 

18.200,000 

$0.6280 

$ 3,300,000 

270,000 

200,000 
1,650,000 

880,000 
1̂ 32,61+0 

3 ,ii32,6u.O 
$ C132l6ito) 

( 1 . 2 ) # 

Full Cost 
Method 

$ 1,750,000 
2,500,000 
1,000,000 

15,000,000 
1,275,000 

21 sis 000 

2,870,000 
I8]655]000 

1,500,000 
$20.155.000 

18.200.000 

$I.107k 

S 3,300|00Q 

880,000 
l,l!j.8,000 
2.028,000 

$ 1.272.000 

6. 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 6 OF A STABLE COMPANY 

Assets at End •>f Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

$3-00 per barrel' Revenue (at 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of 
employed 

income to assets 

Conventional 
Method 

$ i+00,000 
2,500,000 

2 ,900,000 

104,400 

8 ,100 ,000 
1|?3P>P0Q 
9 ,734 ,400 

1,622,I|.00 
8,112 ,000 
1 ,800 ,000 

$12.812 .000 

21 .000 .000 

$0 .6100 

$ 4,200,000 

270,000 
562,600 
200,000 

1,650,000 
1 ,120 ,000 

540,800 
. ^ 3 , { + 0 0 , 
$ (11x3 .Hop) 

(l.I)g 

Full Cost 
Method 

$ C.. 9 
100,000 

3 ,000 ,000 
1,200,000 

18,000,000 
1,530,000 

25,830,000 

4 ,305 ,000 
21 ,525 ,000 

1,800 ,000 
$23. 325.000" 

21.000 .000 

$1.1107 

$ 4,200,000 

1 ,120 ,000 
^ 3 5 , 0 0 0 
2,555,000 

$ 1.6115.000 

7. 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 7 OP A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 
Total 

Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3*00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 
Total deductions 

Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1+00,000 
2,500,000 

2.,900,000 

121,800 

9,1+50,000 
1,785,000 
11^356^800 

2,271,360 
9,085,1010 
2 ,100 ,000 

$Ili,085,lUi0 

23.500,000 

$0 ..5993 

$ 5,100,000 

270,000 
562,600 
200,000 

1,650,000 
1,360,000 
61+8,960 

l+.,69ll560 
$ kO 8. LTlO 

Pull Cost 
Method 

2. 

$ 2,1+50,000 
3,500,000 
1,1+00,000 

21,000,000 
1,785,000 

30,135,000 

6,027,000 
2k, 108,000 
2,100,000 

$26.208,000 

23.500.000 

&1.1152 

$ 5.100.000 

1,360,000 
1,722,000 
3,082,000 

$ 2.018.000 

7.' 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 8 OF A STABLE COMPANY 

Assets at End. of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 
Total 

Producing properties: 
Leasehold 
Intangible drilling 

and development 
Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrol 

Income Statement 

Revenue (at $3*00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1+00,000 
2,500,000 

2,900,000 

139,200 

10,800,000 
2,0li.0,000 
12,979,200 

3,028,21.80 
9:9^o!720 
2,lj.00,000 

25.700.000 

$0.gniL 

$ 6 ,000.000 

270,000 
562,600 
200,000 

1,650,000 
1,600,000 
757,120 

5,039,720 
$ 950.280 

Full Cost 
Method 

$ 2,800,000 
k, 000,000 
1,600,000 

2l(.,000,000 
2,014.0,000 

3^;iSo;oo6 

8,036,000 
26,l4.0iu00'0 
2,lj.00 ,000 
'' .61" $2ti. tiOli.OOO 

25.700.000 

$1.1207 

$ 6,000.000 

1,600,000 
2,009.000 
3,609.000 

$ 2.391.000 

JLM 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 9 OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 14.00,000 
2,500,000 

2,900,000 

156,600 

12,150,000 
2,295,000 

11].,601,600 

3;893,760 
10 ,707 , 8I1O 
2,700,000 

$16 .307. bltO 

27.700.000 

$0.5887 

$ 6 ,600,000 

270,000 
562,600 
200,000 

1,650,000 
1,760,000 

865,280 
5,307!880 

$ 1.292.120 

2^1 

Full Cost 
Method 

$ 3,150,000 
k., 500,000 
1,800,000 

27,000,000 
g,2?5,000 

3B,7i5,000 

10,332,000 
28,Ij-13 ,000 
2,700,000 

$31.113.000 

27.700.000 

$1.1232 

$ 6 ,600,000 

1,760,000 
2,296,000 
lu 056,000 

$ 2.51ili.000 

8.2^ 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING- COSTS -- COMPARATIVE RESULTS 

FOR YEAR 10 OP A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development. 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ lj.00,000 
2 , 5 0 0 , 0 0 0 

2,900,000 

171)-,000 

1 3 , 5 0 0 , 0 0 0 
2 , 5 g o , o o o 
16,22JLf.,000 

k,867,200 
11,356,800 
3'! 000,000 

$17.256.800 

29.k00.000 

$0.5869 

$ 7,500,000 

270,000 
562,600 
200,000 

1,650,000 
2,000,000 
h o 
5,656 .oEo 

J O 960 

10.' 

Full Cost 
Method 

$ 3 , 5 0 0 , 0 0 0 
5 , 0 0 0 , 0 0 0 
2,000,000 

30,000,000 
2,550,000 

14-3,050,000 

12,915,000 
30,135,000 
3,000,000 

$33.135.000 

29.k00.000 

$1 * 1270 

$ 7,500,000 

2,000,000 
2.583.000 
11,583.000 

$ 2.917.000 

8.! 



229 

ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR II OP A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3*00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 
Total deductions 

Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ [(.00,000 
2,500,000 

2,900,000 

191,14.00 

111., 850,000 
2,80^000 

1 7 , 8 L ( J 6 , A + - 0 0 

5 . 9 l l B , 8 0 Q 
11,897,600 

3,300,000 
$18.097.600 

30.800.000 

$0.5875 

$ 8,14.00,000 

270,000 
562,600 
200,000 

1,650,000 
2,2^0,000 
1,081,600 
6,00ii,200 

$ 2.395.800 

13.2* 

Full Cost 
Method 

$ 3,850,000 
5,500,000 
2,200,000 

33,000,000 
2,805,000 

i+7» 355*000 

15,785,000 
31,570,000 
3,300,000 

$ 3 0 7 0 . 0 0 0 

30.800.000 

$1.1321 

$ 8 ,li.00 ,000 

2,2^0,000 
2,870,000 
5,110,000 

£ 3.290.000 

9. 
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ALTERNATIVE ACCOUNTING- PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 12 OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 
Total 

Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1+00,000 
2,500,000 

2,900,000 

208,800 

16,200,000 
3,060,000 
I W O o o 

7,138,560 
12,330,21+0 
3,600,000 

$l5.b30.2[L0 

31,900,000 

$0.5902 

$ 9,300,000 

270,000 
562,600 
200,000 

1,650,000 
2,1+80,000 
1,189,760 

u. k »352, 360 
J O u l S 2 2 M 

15-7# 

Full Cost 
Method 

$ 1+,200,000 
6,000,000 
2,1+00,000 

36,000,000 
3,060,000 
51^660^000 

18,91+2,000 
32:7l5:000 
3,600,000 

$36.318.000 

31.900.000 

&1.I38L 

$ 9,300,000 

2,1+80,000 
3>^7fOOQ 
5,637,000 

$ 3166 3.000 

10.1# 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 13 OP A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ ij.00,000 
2,500,000 

2 ,900 ,000 

226 , 200 

17,550,000 
000 

21 ,091 ,200 

8.^36,11.80 
I2,65ij., 720 
3,900,000 

$19 ik.5ki 720 

32.700,000 

$0 • &l±9 

$10,200 .000 

270,000 
562,600 
200,000 

1,650,000 
2 ,720 ,000 
1 ,297 ,920 
6 i 700,520 

$ 3 ^ 9 9 . ^ 0 

18 .0# 

Pull Cost 
Method 

$ k,550,000 
6,500,000 
2,600,000 

39,000,000 
J, 315,000 
55 ,965 ,000 

22,386,000 
33,579,000 
3,900,000 

$37.k79.000 

32.700.000 

$1.Ik61 

$10 ,200 ,000 

2,720,000 
3,te,ooo 
6,16k.000 

$ k.036.000 

10. 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR IJ4. OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 

and development 
Equipment 

Tptal 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 
Total deductions 

Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1+00,000 
2,500,000 

2,900,000 

21+3,600 

18,900,000 
3,570.000 
22,713,600 

9;gif2,560 
I2,b71,0i+0 
k,200,000 

$19,971 .OIlO 

33,300.000 

$0.5997 

$10,800,000 

270,000 
562,600 
200,000 

1,650,000 
2,880,000 
1,14.06 .080 

s 1.011.120 

19.21 

Full Cost 
Method 

$ 1+,900,000 
7,000,000 
2,800,000 

1+2,000,000 
.3?57o?ooo 
60,270,000 

26,117,000 
3U,153,000 

200^000 
s f c ^ . o o o 

33.300.000 

$1. 1517 

$10,800,000 

2,880,000 
h731>00° 
6,611.000 

$ 111 109 looo 

10. 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARITIVE RESULTS 

FOR YEAR 15 OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3*00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1|.00,000 
2,500,000 

2,900,0"00 

261,000 

20,250,000 
1,825,000 

21)., 336 , 000 

11,356,800 
121979,200 
ij.! 500,000 

$20.379.200 

33.600.000 

$0.6065 

$11,700,000 

270,000 
562,600 
200,000 

1 ,650 ,000 
3 ,120 ,000 
I,51lu2li0 
7,316 , tiltO 

$ k.303.160 

2 1 . ^ 

Full Cost 
Method 

$ 5 ,250 ,000 
7 ,500 ,000 
3 ,000 ,000 

1^5,000,000 
3 ,825 ,000 

6k,575,000 

30 ,135 ,000 
%\ kko, 000 
k\500,000 

$3tt.9k0l0Q0 

33.600.000 

$1.1589 

$11,700,000 

3 ,120 ,000 
k.018,000 
7,130.0(50 

$ L. 562.000 

II. 7% 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 16 OF A STABLE COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3-00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1+00,000 
2,500,000 

2,900,000 

261,000 

20,250,000 
1,825.000 

"2^,336,000 

11,356.800 
12,979,200 
k, 500 ,0*00 

$20:379.200 

33,600.000 

$0.606 5 

$12,600.000 

270,000 
562,600 
200,000 

1,650,000 
3,360,000 
1,622.kOO 
7.665,000 

$ ix. 935.000 

2k. ̂  

Full Cost 
Method 

$ 5,600,000 
8,000,000 
3,200,000 

k8,000,000 
•k;gg0f0Q0 
68,880,000 

3k,kko,ooo 
3k,kko,ooo 

k,500,000 
$3a.9k0.000 

33,600.000 

$1.1589 

$12,600,000 

3,360,000 
k. 305,000 
r.UV.ooo 

3 kl^slooo-

12. 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 1 OF A DECLINING COMPANY 

Conventional Full Cost 
Method Method 

Assets at End of Year 

Undeveloped. leases: 
$ 8 0 , 0 0 0 $ 3 5 0 , 0 0 0 Exploration costs $ 8 0 , 0 0 0 $ 3 5 0 , 0 0 0 

Lease bonuses 5 0 0 , 0 0 0 5 0 0 , 0 0 0 
Delay rentals 

5 8 0,000 
200,000 

Total 5 8 0,000 
Producing properties: 

5 8 0,000 

Leasehold 17,14-00 -

Intangible drilling 
and development 1 , 3 5 0 , 0 0 0 3 , 0 0 0 , 0 0 0 

Equipment 2 5 5 , o o o 255,000 
Total l,622,ij.00 k,305,000 

Accumulated depreciation 
k,305,000 

and depletion - -

Net properties 1,622,11.00 il, 305,000 
Other productive assets 3 0 0 , 0 0 0 3 0 0 , 0 0 0 

Total assets employed 8 2, 502.jLL00 $ I I .605.000 

Estimated reserves (barrels) i l ,200.000 k .200.000 

Unrecovered cost per barrel $0.5958 $1.096k 

Income Statement 

Revenue (at $3*00 per barrel) $ $ 
Deductions: 

Exploration costs 270,000 — 

Surrendered lease costs -

Delay rentals -

Dry hole costs 1,650,000 
Lifting costs - — 

Depreciation and depletion - -

Total deductions 1,920,000 -

Net income (loss) before tax $(1,920.000) 

Percentage of income to assets 
employed ( 76 .7) t -
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ALTERNATIVE ACCOUNTING- PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 2 OP A DECLINING COMPANY 

Assets at End of Year 

Undeveloped, leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

Conventional 
Method 

$ 160,000 
1,000,000 

1,160,000 

3l+,800 

and development 2 , 7 0 0 , 0 0 0 6 , 0 0 0 , 0 0 0 
Equipment 5 1 0 , 0 0 0 5 1 0 , 0 0 0 

Total 3 , 2 1 ^ , 8 0 0 8 , 6 1 0 , 0 0 0 
Accumulated depreciation 

and depletion i5k,i3o 1 4 . 0 8 , 9 8 0 
Net properties 3 , 0 9 0 , 6 7 0 a , 2 0 1 , 0 2 0 

Other productive assets 600.,000 6 0 0 , 0 0 0 
Total assets employed $ 0 , 6 7 0 $ 8 , 8 0 1 , 0 2 0 

Estimated reserves (barrels) 7 , 6 0 0 , 0 0 0 7 , 6 0 0 , 0 0 0 

Unrecovered cost per barrel $ 0 . 6 3 8 2 $ 1 . 1 5 8 0 

Income Statement 

Revenue (at $3*00 per barrel) $ 1 , 2 0 0 , 0 0 0 $ 1 , 2 0 0 , 0 0 0 
Deductions: 

Exploration costs 2 7 0 , 0 0 0 — 

Surrendered lease costs — _ 
Delay rentals 5 0 , 0 0 0 — 

Dry hole costs 1 , 6 5 0 , 0 0 0 
Lifting costs 3 2 0 , 0 0 0 3 2 0 , 0 0 0 
Depreciation and depletion 151U130 ij.08,980 

Total deductions O
 

r—1 

C\J 728 ,980 
Net income (loss) before tax $ll.21iii,130) 1 1 8 Jj.71.020 

Percentage of income to assets 
employed (k9.7)i 1 0 . 2 # 

Full Cost 
Method 

$ 700,000 
1,000,000 
ij.00,000 



ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 3 OP A DECLINING COMPANY 

!37 

Assets at End. of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 
Total 

Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs: 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 
Total deductions 

Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 214.0,000 
1,500,000 

1,711.0,000 

52,200 

3,975,000 
75o,000 

I4., 777,200 

it.78,650 
l l - . 2 9 B . S r o 

900,000 
$ 6.9^,550' 

1 0 . 2 0 0 . 0 0 0 

$0.6802 

$ 2,li00,000 

270,000 

100,000 
1,725,000 

61+0,000 
3 ^ 5 2 0 

3,059,520 
(6 59,520) 

Pull Cost 
Method 

$ 1,050,000 
1,500,000 

600,000 

9,000,000 
750,000 

12,900,000 

1,270,090 
11,629,910 

900,000 
$12.529.910 

10.200.000 

^l.i 

$ 2,I|.00,000 

61^0,000 
861,110 

1 , 5 0 1 . 1 1 0 
$ 090.090 

10.2# 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR li OF A DECLINING COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 320,000 
2,000,000 

2,320,0"00 

6 9 , 6 0 0 

5,250,000 
9 9 0 , 0 0 0 

6 , 3 0 9 , 6 0 0 

9 l i2 ,890 
5 , 3 6 6 i 710 
1 , 2 0 0 , 0 0 0 

& 8.886.710 

12.200.000 

$0. 728Il 

$ 3 , 3 0 0 , 0 0 0 

270,000 

150,000 
1,725,000 

880,000 
^-,2110 

3 , lj.89 ,214.0 
$ (159 ,2 l to ) 

(2..7)% 

Full Cost 
Method 

$ 1,^00,000 
2,000,000 

800,000 

12,000,000 
9 9 0 , 0 0 0 

1 7 , 1 9 0 , 0 0 0 

2,526,120 
11^663! 880 
1,200,000 

$1^.863.880 

12.200.000 

$1.3003 

$ 3 , 3 0 0 , 0 0 0 

880,000 
1 , 2 5 6 , 0 3 0 
2 , 1 3 6 . 0 5 5 

$ 1 . 1 6 3 . 9 7 0 

-2̂ . 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 5 OP A DECLINING COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 400,000 
2,500,000 

2,900,000 

87,000 

6 , 4 5 0 , 0 0 0 
1,215,000 
7,752,000 

1,560,060 
6,191,940 
1 , 5 0 0 , 0 0 0 

$10.591.9110 

13.600.000 

$0.7788 

$ 4,200,000 

270,000 

200,000 
1,800,000 
1,120,000 
617,170 

4,007,170 
$ 192 i 030 

2. 

Pull Cost 
Method 

$ 1,750,000 
2,500,000 
1,000,000 

1 5 , 0 0 0 , 0 0 0 
1,215,000 

21,465,000 

4,212,470 
17,252,530 

1 , 5 0 0 , 0 0 0 
$18.752.530 

13.600.000 

$1.3788 

$ 4,200,000 

1,120,000 
l;686?3gO 
2,806,350 

$ 1,393.650 

8.8fo 
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Assets at End of Year 

Undeveloped lenses: 
Exploration ousts 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3-00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ ^00,000 $ 2,100,000 
2,500,000 3 , 0 0 0 , 0 0 0 

- 1,200,000 
2,900,000 

104,400 -

7,650,000 18,000,000 
1,440,000 1,440,000 
9,194,400 2 5 , 7 4 0 , 0 0 0 

2,334,050 6,369,040 
6,860,350 19,370,960 
1,500,000 1,800,000 

311,^60,350 821.170.960 

14,400.000 14.400.000 

$0.8028 $1.4702 

$ 5 , 1 0 0 , 0 0 0 $ 5 , 1 0 0 , 0 0 0 

270,000 
562,6 00 -

200,000 -

1,800,000 M 

1 , 3 6 0 , 0 0 0 1 , 3 6 0 , 0 0 0 
773,990 2,156,570 

4,966,590 3,516,570 
$ 133.1il0 8 1,583.430 

1.3# e.hfo 

Full Cost 
Method 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 7 OP A DECLINING COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

.Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ i+00,000 
2,500,000 

2,900,000 

121,800 

8,775,000 
1,650.000 

10,51+6^800 

3,287,61t0 
7,259,160 
2,100,000 

$12,259.160 

Ik.600.000 

$0.8396 

$ 6,000,000 

270,000 
562,600 
200,000 

1,875,000 
1,600,000 
953.590 

I 

$ 53a.mo 

Pull Cost 
Method 

$ 2,1+50,000 
3,500,000 
1,1+00,000 

21,000,000 
1,650,000 

30,000,000 

9,061,600 
20,938,lj00 
2,100,000 

$23,038.1100 

III.600.000 

$1.5779 

$ 6,000.000 

1,600,000 

i+,292, &0 
£3 1 . 707 J 4J+0 

8 .1 % 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 8 OF A DECLINING COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ J+00,000 
2,500,000 

2,900,000 

139,200 

9,900,000 
1,860,000 

11,899,200 

11.363,770 
7,515.\30 
2 ,i.|.00,000 

$12,015,M0 

llx.k00.000 

$0,8899 

$ 6,600,000 

270,000 
562,600 
200,000 

1,875,000 
1,760,0 00 
1,096,130 
5.763.730 

0 % .270 

6. 

Full Cost 
Method 

$ 2,800,000 
k,ooo,000 
1,600,000 

2k,000,000 
1,860,000 

3^,260,000 

12,223,300 
22,036,700 
2,1|.00,000 

itS22.k3b.700 

Ik.li.00.000 

$1.5581 

$ 6,600,000 

1,760,000 
,161,700 

a ,,?gl,7°0 
& 1.6 78.300 

1± 
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Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 
Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1+00,000 
2,500,000 

2,900,000 

156,600 

10,950,000 
2,055,000 
13j161,600 

5,533 ,630 
7,627,970 
2,700,000 

$13,227,970 

lit,000,000 

&0.9kli8 

$ 6,600.000 

270,000 
562,600 
200,000 

1,950,000 
1,760,000 
1. iil9.660 
5,092 "ii60 

3L 707.5k0 

Full Cost 
Method 

JL. 

$ 3 , 1 5 0 , 0 0 0 
^ , 5 0 0 , 0 0 0 
1 , 8 0 0 , 0 0 0 

2 7 , 0 0 0 , 0 0 0 
2 , 0 5 5 , 0 0 0 

3 0 , 5 0 5 , 0 0 0 

I5,59lu920 
22,910,0^0 
2,700,000 

$25.610,080 

111.000.000 

$1.8292 

$ 6,600.000 

1,760,000 
3,371.620 
5,131.620 

$ 1.568.380 
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Assets at End. of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Tctal assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 400,000 
2,500,000 

2,900,000 

174,000 

12,000,000 
2,250,000 
14,424,000 

6,624,430 
7,799,570 
3,000,000 

$13,699.570 

13.600.000 

$1.0073 

$ 6,000,000 

270,000 
562,600 
200,000 

1,950,000 
1,600,000 
1,090,800 
5,673,400 

326.600 

Full Cost 
Method 

2. 

$ 3,500,000 
5,000,000 
2,000,000 

30,000,000 
2,250,000 
42,750,000 

18,871,060 
23. tf 70.9110 
3,000,000 

$26 io78 .91L0 

13.600.000 

$1.976 3 

$ 6,000,000 

1,600,000 
,276,140 
!576,i4o 

$ 1! 123 1 860 

4.4# 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR II OF A DECLINING COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 
Leasehold 
Intangible drilling 
and development 

Equipment 
Total 

Accumulated depreciation 
and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ 1+00,000 
2,500,000 

2,900,000 

191,1+00 

12,975,000 
2,14.30,000 

15,596,1+00 

7,653,970 

81, 

7,9112,1130 
3,300,000 
j j .Ui2.l j .30 

13.200.000 

$1.0713 

5 5 ^ 0 0 ,000 

270,000 
562,600 
200,000 

2,025,000 
l,ijl+0,000 
1,029 gkO 
5,527, 11+0 

27.IL0) 

Full Cost 
Method 

$ 3,850,000 
5,500,000 
2,200,000 

33,000,000 
2,1+30,000 

1+6 ,9 o0,000 

22,023,080 
21+. 956,920" 

m 3,300,000 
$28.256.920 

13.200.000 

$2.Ik06 

$ 5,li.00,000 

1,1+1+0,000 
3,152,020 
Li , 592,020 

$ 8071980 

-L. 
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ALTERNATIVE ACCOUNTING PRACTICES WITH RESPECT TO 
PETROLEUM FINDING COSTS -- COMPARATIVE RESULTS 

FOR YEAR 12 OF A DECLINING COMPANY 

Assets at End of Year 

Undeveloped leases: 
Exploration costs 
Lease bonuses 
Delay rentals 

Total 
Producing properties: 

Leasehold 
Intangible drilling 

and development 
Equipment 

Total 
Accumulated depreciation 

and depletion 
Net properties 

Other productive assets 
Total assets employed 

Estimated reserves (barrels) 

Unrecovered cost per barrel 

Income Statement 

Revenue (at $3.00 per barrel) 
Deductions: 

Exploration costs 
Surrendered lease costs 
Delay rentals 
Dry hole costs 
Lifting costs 
Depreciation and depletion 

Total deductions 
Net income (loss) before tax 

Percentage of income to assets 
employed 

Conventional 
Method 

$ ij.00,000 
2,^00,000 

2,900 ,000 

208,800 

13,950,000 
2,610,000 
16,768,800 

g;678,5k0 
8,090,260 
3,600,000 

$ 111 . 590 .260 

12,700,000 

$1 . II188 

$ 5 , 1 0 0 , 0 0 0 

270,000 
562 ,600 
200,000 

2 , 0 2 5 , 0 0 0 
1 ,360 ,000 
1 ^ 0 ^ 5 7 0 
5,kk2,170 

$ (311-2.170) 

12, 

Full Cost 
Method 

$ i+,200,000 
6 , 0 0 0 , 0 0 0 
2,1+00,000 

36 ,000 ,000 
2,610,000 

5 1 , 2 1 0 , 0 0 0 

25,21^.2,520 
25,967,)j.80" 
3,600,,000 

$29.567.k80 

12.700.000 

$2.3281 

$ 5 , 1 0 0 , 0 0 0 

1,360,000 
3,219,kkO 
k,579,kk0 

& %>o & o 

l . i 
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