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PETROLEUM PROPERTY EVALUATION AND APPRAISAL

February 19, 2008

The Honorable Christopher Cox
Securities and Exchange Commission RECE,VED
100 “F” Street, NE FEB 2
Washington, DC 20549-1090 1 2608
Attention: Nancy M. Morris, Secretary

Re:  Concept Release
File Number 57-XX-07

Dear Mr. Cox;

Thank you for the opportunity to participate in providing information to SEC regarding
possible revisions to the disclosure requirements relating to oil and gas reserves. This opportunity
is particularly appreciated because as both an evaluator of and an investor in oil and gas properties
and companies I have been able to observe the expansion of SEC influence on the “reserves”
estimation and reporting aspects of the petroleum industry for the past 30+ years.

I will not belabor this submission with personal information except to note that I am a
petroleum engineer (BS and MS) who also has an MBA with 40 years of experience in oil and gas
evaluation. Over 30 of those years as an independent consultant. At times I have done evaluations
for SEC filing purposes. A full resume is attached for further reference. I have also been an investor
in and an observer of the market performance of companies in the energy industry for much of the
past 30 years.

Under Section VL General Request for Comment the Concept Release lists fifteen
questions many of which are multiple and address specific concerns. I assume that these are meant
to prompt responses rather than be answered point by point as in a test or survey. The questions are
generally well framed and considering the objectives of SEC in opening these issues for discussion
a considered response will be provided.

However, in the opening paragraph of Section VI and in the closing paragraph of the
document, there is offered the opportunity to go beyond the numbered questions to discuss the
broader issue of “...reconsidering our oil and gas reserves disclosure requirements.” particularly
as they may relate to “...investors, issuers and other market participants...”. The numbered
questions relate to revisions of the reporting system as it is currently structured with reserves and
related matters presented in the disclosure notes to the financial statements. Should SEC determine

that this structure will continue, then certainly revisions are in order.
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I strongly suggest a much broader reconsideration of the reporting requirements for oil and
gas companies. My recommendation is that “reserves” disclosure be removed from the financial
statement altogether. This recommendation is made for two reasons:

First, the information provided under the current disclosure requirements provides very little,
if any, information that is useful to an investor in an oil and gas company whether that company be
an integrated, multinational company or a small regional independent. (Examples abound but would
only be a distraction.)

Second, much of the information provided in the disclosures is misleading, not in any
dishonest or manipulative sense, but in the presumption by the user that the data is valuable because
it appears in an SEC document prepared under SEC rules. Caveats and prominent disclaimers aside
and irrespective of multiple notices regarding the difficulty of estimating reserves, etc., the
information is rarely intelligible to ordinary investors and is, more frequently than not, grossly mis-
interpreted by even the most knowledgeable industry analysts.

The history of SEC involvement in reserves disclosure is pertinent and interesting but is also
sufficiently well known to not require recitation here. I was in the industry in the 1970's when the
issue of reserves disclosure through SEC was being debated and I, along with others, breathed a sigh
of relief when Reserves Recognition Accounting (RRA) died. The idea of placing the value of
“reserves” as an asset on the balance sheet was ill-conceived and dangerous. Many people also
assumed that, as the DOE and later EIA became functional, the reserves reporting would be removed
from SEC.

The retention of “reserves” disclosure by SEC and the adoption, over the past 30 years, of
various rules and interpretations of rules regarding the estimation of “reserves” and related issues
(such as benchmark values) has had a serious and not altogether beneficial effect on the evaluation
professional.

The Value of Investors of Reserves Information

If it is accepted that the purpose of financial disclosure through SEC filings by public
companies is to provide investors in those companies with useful, consistent and reliable information
upon which to make investment decisions, and if “investors” include all those who own or seek to
own equity in oil and gas companies then SEC has certainly attempted to meet those goals. The
question, however, is whether all the effort that is required to provide reserves information supplies
useful data to the investor. As non-balance sheet items the reserves, as reported by the standard
measure, do not add to book value nor do they relate to the market value of company equity.
Reserves are reported only once each year and, absent an interim announcement if some kind by the
company, could only effect value for a short period.

Even assuming that an investor chose to compare Company A to Company B using the
“reserves” disclosure data, this provides only a snapshot of an “asset” that exists only by virtue of a
very narrowly drawn definition. There is a large amount of information that is not provided that
would be far more useful.



The equity value of oil and gas companies is directly related to the price received for the
commodities they produce and sell. A simple comparison of oil and gas company stock prices shows
that those prices increase and decrease in response to the day to day change in the price of oil and/or
natural gas irrespective of the volume of reserves reported in the company’s SEC filings. The premise
underlying the relation of product price to equity value is that the change in product price is related
to earnings particularly in the short-term. Eamings are presumed to come from production and sale
of the commodity. Information about “reserves”, whether Proved or UnProved, is periferal to the
expectation for future production, sales, and earnings. While it can be argued that changes in oil
and/or gas price(s) bring about changes in reserves, this is only true in theory and only under the
definition of reserves that is used. It is also true that an absence of reserves (or the lack of future
production capacity) would influence earnings and hence equity value, these are extreme conditions.
The investors, particularly in the short-term, assume that production and sales will continue.

However, the information needed by an investor to assess the earnings potential of the
company is not provided by the reserve disclosures included inthe SEC filing. Indeed, the restrictions
placed on the disclosures regarding commodity prices and estimated production preclude any attempt
to estimate future income. The standardized measure is no help in the regard because it summarizes
all production into the “reserves” and “10% PW”value.

The Information is Misleading

This does not mean, and should not be interpreted to mean, that the data included in SEC
filings by reporting companies are erroneous or false in any way or that it is not provided in good
faith based on the understood rules of the SEC for disclosures. It is misleading to the investor,
relatively knowledgeable investors, and analysts for several reasons.

. As noted above, simply including the “reserves” information in an SEC filing implies
much more accuracy and reliability than is warranted by the nature of the estimate.
This is true notwithstanding the numerous explanations and disclaimers that appear
throughout the filing document.

. The reserves that are reported are based on criteria (fixed price, 10% discount rate,
etc.) that are very likely not the evaluation criteria that would be used to assess the
value of the those reserves for financing, A&D purposes, or that would be used by the
company for capital budgeting purposes. Even through most companies state in their
reports that other criteria are used for evaluating capital expenditures, the alternative
conditions are not disclosed.

. Even in those rare cases where reserves are reported for specific large or prominent
projects, there is no information about production timing or specific capital costs.

. The disclosure data make no distinction among the reported reserves sources as to
duration of production and related risks. Even among projects with Proved
production, the reserves of one project may require 30 years to be produced and be
capital intensive whereas another project may recover the same volume of reserves



in 10 years at low capital investment. The risks associated with each may be different
even through both are proved.

The lack of forward data has led to the creation, by analysts, of certain artificial
measures of performance that are exceptionally misleading. Paramount among these
is the Reserves Replacement measure which attempts to equate the performance of
a company as a function of the degree to which production in the prior period is
replaced by new reserves. In theory, this measure should be a test of the company
success in exploration and development but in fact it is a false measure. If a company
produces 1 billion barrels of oil in a year and adds 1 billion barrels of reserves this is
thought to be a good result. However, this measure ignores the source of the reserves
and whether those new reserves can be produced to equal 1 billion barrels in the
coming year. It is entirely possible that, because of the source, the reserves will
require 30 years to recover the 1 billion barrels. The real issue is volume of
production to be expected in the coming one, three, or five years.

If this false measure was restricted to use by analysts fooling themselves, it
might only be harmful to their clients but Reserves Replacement is often touted to the
public (small) investor as a measure of company quality.

The SEC rules for reserves disclosure preclude an reasonable business assessment of
the company and therefore make the information misleading. Several examples would
be useful but one or two will suffice.

- Under the prevailing definition of Proved reserves, the production
related to those reserves must be economic (price exceeds production
costs) which would then require that when production becomes
uneconomic due to a decline in product prices the reserves would be
reduced or eliminated. But production companies routinely produce
oil and/or natural gas under uneconomic conditions with the
expectation the prices will increase in the future. The reserves are not
a concern. The production potential remains.

- In recent history there have been several cases of large “write-downs”
of reserves by companies (Shell and Stone Energy come to mind)
because the Proved reserves reported did not meet the SEC definition
of reserves. The “write-downs” of an essentially artificial number
triggered very real declines in company value. The decline in
company value (stock price) was occasioned not by any real change
in the future operating capability of either company but because of
panic induced in investors by misleading reports.

The later point above leads to the most prominent misleading aspect of “reserves”
reporting which is that such reporting implies that reserves actually exist; in the mind
of most investors there is the concept that reserves are akin to inventory which can
be stored on a shelf and produced and sold as necessary; a false concept which is




encouraged by the seemingly precise numbers reported in SEC filings.

Reserves are strictly a function of definition whether that definition be the
SEC or the “industry” definition. The sub-division of reserves into classes (Proved,
Probable, etc) is also artificial despite efforts to quantify the criteria that distinguish
the classes.

Alternative Approach

Given the above concerns it is unlikely that the expansion of the reporting of reserves would
achieve much. The alternative is to remove the reserves reporting from the SEC document (10-K
etc.) and allow the company the option of including the relevant information in the management
report either as part of the annual report or as an entirely separate document. This is not a new idea.
It was one of the suggestions back in the 1970's and has been eloquently enunciated by Deliotte
Touche in a document published in 2005. That document, a copy of which is enclosed, speaks for
itself and will not be repeated here, however, several points are worth emphasizing.

First, a projection of anticipated production for the next 5-years would allow investors to
determine if the company can be reasonably expected to continue meet earnings expectations.

Second, a projection of the product prices anticipated by the company over the next few years
would be useful in assessing the optimism or pessimism of management.

Third, a discussion of the development potential of major projects, regardless of “reserves”
class, would allow investors to determine whether the company has growth potential or is simply
running off production.

Fourth, a discussion of capital investment requirements and associated risk would allow
investors to determine near term and/or long-term growth potential.

Further Comments

I would be pleased to discuss these issues and comments with you or members of your staff
at your convenience. Thank you for the opportunity to participate in this effort.

CHARD ] MILLER & ASSOCIATES INC.

Richard J. Miller,



Deloitte.
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Presenting the full picture.

Oil & gas: reserves measurement and reporting
in the 21st century

by Peter J. Newman and Victor A. Burk

Strong oil demand growth, coupled with the tightest oil supplies in over 25 years, caused oil
prices to surge upwards, averaging almost $40 a barrel. Natural gas production declines in the
US, and linkage to oil prices in Western Europe, led to higher natural gas prices and
heightened the awareness that much more gas must be piped or shipped over much longer
distances in the coming years. Against this backdrop of higher oil and gas prices and tight oil
and gas supplies, there was renewed anxiety about political instability in some of the key
producer countries and the related vulnerability to short term supply disruptions.

Amid the renewed interest in security and adequacy of oil and gas supplies came the revelation
by Shell of a dramatic downward revision to its previously reported proved oil & gas reserves,
announced initially in January 2004 and much exacerbated by a succession of subsequent
further downgrades. Oil & gas reserves information is vitally important as a driver of market
values of publicly quoted companies in the sector. It is also critical to the calculation of reported
income, through its use in asset depletion and impairment calculations. The Shell revelation
triggered a torrent of regulatory, analytical and journalistic scrutiny of oil & gas reserves
reported by many other companies across the industry.

Some other companies have had to revise their own reserves figures downwards too and
several more have engaged in technical debate with the authorities to rebut challenges that
they too may have categorised some of their reserves inappropriately. In consequence there is
evidence of a much wider breakdown in confidence about reserves disclosed by the oil & gas
industry generally. This has afforded greater publicity once again to those geoscientists and

“LOOklﬂg back, 2004 analysts who continue to warn that the peak of global oil production is approaching rapidly.
was a momentous Public concern has shifted to question the medium term availability of adequate supplies
f h l of oil & gas. Investors and consumers in the OECD countries are voicing anxieties over the
year for the o1 & gas industry’s ability to access sufficient reserves of oil, which must increasingly be sourced from
ind loballv.” OPEC countries and Russia, and to meet growing natural gas demand in the major markets by
mn l.lSIZl‘y globally. piping or shipping gas over much greater distances at affordable cost.

It is in this context that we explore whether existing oil & gas reserves disclosure requirements
applicable to public oil & gas companies really meet investor and consumer needs. We make
several suggestions for improvements to enhance the usefuiness of reserves disclosures and
that will help to restore user confidence in this critical aspect of reporting by oil & gas
companies.

Audit.Tax . Consulting . Financial Advisory.
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Regulatory definitions for
disclosure of oil & gas reserves

The role of the US Securities and Exchange
Commission (SEC) is central in this context. Its
requirements for disclosures about oil & gas
reserves, amplified by the standards issued by
the US Financial Accounting Standards Board,
set the global benchmark in an industry
dominated historically by US-based major

oil companies.

The SEC’s disclosure rules were introduced in
1978. They focus on ‘proved reserves’, which
is just one category of the overall pool of oil &
gas resources controlled by companies in the
industry. The definition applicable to this
category of reserves was originally based on
that developed by the Society of Petroleum
Engineers (SPE). Although the SEC staff has
made public a range of interpretative
guidance over the years, its original version of
the actual reserves definition, and its
emphasis on ‘deterministic’ estimation
methods, have remained unchanged.

Meanwhile the technigues used across the oil
& gas industry for the collection and analysis
of scientific data have advanced in leaps and
bounds. Recognising these advances, the SPE
itself, working in close co-operation with the
American Association of Petroleum Geologists
(AAPG), and other scientists globally through
the World Petroleum Council (WPC) and
under the auspices of the United Nations
Framework Convention (UNFC) on natural
resources, has significantly updated the
structure and wording of the definitions
recommended for categorisation of oil & gas
resources, including the sub-category of
proved reserves. These SPE definitions and
related estimation methods are essentially
‘probabilistic’, rather than ‘deterministic’ in
their approach.

Geoscience, engineering and other
professionals within the industry work on a
daily basis with information calibrated and
presented according to the framework
established by the current SPE definitions and
guidance. Increasingly this differs from that
organized according 1o the SEC rules. This is
illustrated particularly sharply by a recent
announcement from the SEC that it will now
accept the application of certain new
techniques in ‘proving’ reserves...but only if
these reserves fall within the deepwater areas
of the US Gulf of Mexico. This position is
scientifically indefensible and serves only to
underline the weakness inherent in the SEC's
continued adherence 1o a set of rules which
have been outdated by technical progress
over the last 25 years.

Around the world other market regulators
and accounting standard setters have also
made reference to the oil & gas reserves
definitions established by the SPE as the basis
for disclosures required in prospectuses and
annual filings. Some of these regulations
elsewhere, eg in Canada, already closely track
current SPE definitions.

In our view the current joint SPE/AAPG/WPC
framework for definition and categorisation
of oil & gas resources, including proved
reserves, should be generally adopted by
market regulators and accounting standard
setters globally as the single universal set of
reserves definitions. We believe that this
framework and set of definitions are based
on sound principles that are already widely
used by many companies and are sufficiently
detailed to facilitate universal application.

As technologies continue to emerge and
advance, continuation of the joint
SPE/AAPG/WPC group working under the
auspices of the UN may provide a reliable
process for the definitions to be updated if
and as needed in the future. In consequence
the various national regulatory agencies may
have no cause to issue further detailed
prescriptive interpretative guidance; the
geoscience and engineering professionals
could be relied upon to exercise appropriate
judgment in applying the guiding principles to
the particular circumstances in each case.

Scope of reserve disclosures

The current joint SPE/AAPG/WPC framework
for categorisation of resources clearly defines
proved, probable and possible reserves. These
sub-sets of reserves are most commonly
expressed through varying degrees of
probability that at least this level of estimated
quantities will be commercially recoverable,
often abbreviated as the P30, P50 and

P10 categories.

The ‘downgrades’ to reserves announced by
Shell and others during 2004 appear to have
been widely misinterpreted by those outside
the industry. The SEC's very strict and limiting
rules for inclusion of reserves within the
‘proved’ category are designed to virtually
eliminate the risk of downward revision;
especially in a period of rising oil & gas
margins. So it is easy to understand the huge
public concern which has arisen. But the
stance taken by some regulators, such as the
SEC/FASB, limiting reserves disclosures to only
the ‘proved’ category, has resulted in a
widespread misperception that these
‘downgraded’ quantities have been effectively
‘lost’ to the reporting companies. The fact
that these reserve revisions have essentially
transferred estimated quantities from the
‘proved’ category to the ‘probable’ category
has not been well understood by the

public at large.

Clearly more knowledgeable investors and
industry professionals understand that the
reality, whilst a serious concern, is far less
dramatic than the general public may
perceive. Within the industry itself,
management as well as engineers and other
professionals routinely utilise estimates of
proved AND probable reserves together, in
making decisions about investments, in
infrastructure planning, in portfolio
management, in lending against projects and
in commercial valuations. industry executives
make a clear distinction between the
categories of proved and probable reserves,
but never ignore the latter category.

In our view, it would be a very positive
advance for market regulators and
accounting standard setters to extend the
required disclosures about reserves to
embrace the category of probable reserves.
We recommend that proved and probable
reserves should be clearly distinguished in
such disclosures, but that both categories
should be reported.

Such disclosure could be set out in tabular
form as illustrated in figure 1, distinguishing
also developed and undeveloped reserves.

Content and format of reserve

quantity disclosures

Existing regulatory requirements commanly
focus on disclosure of the reserves guantities
at the balance sheet date, with an analysis of
the main sources of change since the
previously reported figures. But contrary to
the common language use of the term,
‘reserves’ of oil & gas are not quantities neatly
held in ‘storage’ and available to bring to the
market in the near term. The estimates that
are made underlying the ‘reserves’ as
disclosed are essentially forward-looking
projections of future production of oil & gas,
often over many years into the future. It
follows that an appreciation of the likely
timing of future production of reported
reserves is of the utmost importance in
evaluating the information.

In the US, the SEC/FASB have indirectly
addressed this aspect through a requirement
for disclosure of a 'standardised measure’ of
discounted future cash flows projected to
arise from production of proved reserves. But,
although users of accounts would not wish to
lose this measure, there is widespread
acknowledgement that it suffers serious
limitations. Indeed several major companies
publish warning messages and disclaimers to
alert readers that the measure in no way
represents the ‘value’ of their overall reserves.
And in any case it still does not actually
provide information about the expected
timing of future production from

disclosed reserves.
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. *Ol includes condensate and natural gasiiquids

We believe that disclosure of the expected
timing of production from both proved and
probable reserves would be of more value to
investors and consumers. For companies
following US regulations it is our suggestion
that such disclosure would be additional to,
not in place of, the ‘standardised measure’.
This new disclosure could be set out in a
tabular format, again distinguishing between
projected production of proved and
probable reserves, as illustrated in figure 2.

Given the forward-looking nature of reserves
disclosures we believe that such information
should most properly be included within the
narrative provided by the management
accompanying the annual financial
statements: for example in the ‘"Management
Discussion and Analysis’ (MD&A) in the US, or
the 'Operating and Financial Review’ (OFR) in
the UK.

The scope and content of these sections

of corporate annual reports have changed
significantly in the years since disclosure
standards were first introduced requiring oil &
gas reserves to be included as unaudited
accounting footnote information. Indeed

maost management teams already provide
important commentary on their oil & gas
reserves within the MD&A/OFR. We believe
that the oil & gas reserves data disclosed is
qualitatively very different from other
information included within footnotes to the
financial statements. In our view it has no
place there at all. Combining the narrative
and unaudited tabular quantitative disclosure
within the MD&A/OFR would be much more
appraopriate and effective in communicating
to investors and other users of annual
reports.

Economic assumptions
underpinning reserve quantity
estimates

Estimation of reserve quantities entails
selection and application of economic
assumptions, principally about price and cost
levels. This is acknowledged in the
SPE/AAPG/WPC definitions which require that
estimates reflect 'current economic
conditions’. For investment planning
purposes, for lending decisions and for
commercial valuations, engineers and other
industry professionals apply price and cost

level projections that they assess to be
appropriate to the circumstances. As few

oil & gas wells are produced to physical
extinction, the selection of economic
assumptions is important in projecting

the effective economic cut-off point for
production, and hence the overall quantities
of oil & gas reserves. In circumstances where
cash operating costs are relatively high, the
economic cut-off point can be especially
sensitive to the selection of such
assumptions, particularly as regards future olil
or gas prices.

In interpreting the term ‘current economic
conditions’ the SEC/FASB have insisted on the
application of prices prevailing exactly at the
balance sheet date, both in estimating reserve
quantities and then in computing the
‘standardised measure’ of discounted future
cash flows. The principle repeatedly
emphasized by the SEC in arguing its position
is that ‘judgment’ should be minimised in
estimating proved oil & gas reserves for
disclosure to investars.
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The SEC argues that ideally it would expect
different engineers to arrive at essentially
similar estimates of reserves given the same
set of technical data.

Arguments for a less prescriptive approach
have been put forward over the years,
especially during periods of high short

term price volatility, by many companies,
economists and other commentators. Even in
relatively stable periods, the economic
planning assumptions generally used within
the industry internally rarely if ever coincide
exactly with the price and cost levels
prevailing at a balance sheet date.

In our view it would be preferable to permit
managements to select the economic
assumptions that they believe to be most
appropriate to the circumstances of their own
companies. These should be clearly disclosed
and explained within the disclosures related
to their oil & gas reserve quantity estimates.
Indeed, it is already quite common for
executives to brief investors publicly as
regards their corporate views on the
development of oil & gas price curves into the
medium term.

Such views underpin corporate strategy,
budgets and longer range financial plans.

It is proper in our view that they be used to
estimate reserves, even though they reduce
the consistency of estimates across different
companies within the industry. We believe
that coherence and consistency as between
disclosures about a company’s reserves and
the other information about its strategy and
plans are more important.

Restoring investor confidence in

reserve information disclosed

There has been an unprecedented level of
public debate during 2004 concerning the
processes of collection, analysis and
interpretation of the complex technical data
required to develop estimates of oil & gas
reserves data. Daunted by this complexity,
many commentators have focused on the
absence of regulations requiring independent
assurance of the reserves figures as estimated
by the geoscientists and engineers directly
involved. Much less has been heard about the
absence of regulation or standards covering
the professional competence of the preparers
of reserves estimates, whether they be
internal or ‘independent’,-and the processes
they use in reaching their conclusions about
reserves.

Again the SPE/AAPG/WPC have been at

the forefront of development of relevant
standards and guidance in this regard, in this
context also in collaboration with the Society
of Petroleum Evaluation Engineers (SPEE).
There is currently a joint workgroup active at
a global level to ensure that standards and
guidelines are in place for the professional
‘certification’ of the competence of engineers
involved in preparation of reserves estimates.
This body of material is intended to provide
for appropriate courses of study, for testing,
and for Continuing Professional Education of
those who are 'qualified’ in respect of this
work.

In our view, the first and most important step
in improving assurance and restoring
confidence is for market regulators and
accounting standard setters to require that
reserves estimates disclosed in annual reports
and used in accounting calculations be
prepared by suitably ‘certified’ engineers in
accordance with the standards and guidelines
set out by the SPE/SPEE. ‘Certified’ engineers
in this context will thus include oil companies’
internal employees and/or those engaged
through petroleum engineering consulting
firms.

Internal controls over reserves
estimation and reporting

We believe that the regulatory requirement
for reserves information to be prepared by
‘certified’ engineers should help to restore
investor confidence. This in no way reduces
the responsibility of the management and the
Board to ensure that reserves disclosures
comply with all aspects of the regulatory
requirements.

In this context it is pertinent to note the SEC's
preliminary response to enquiries concerning
the applicability of Section 404 of the
Sarbanes-Oxley Act to the internal control
processes surrounding the estimation and
disclosure of oil & gas reserves. Whilst it is
considering whether there is a need for
further rulemaking the SEC asserts that, for
the time being, ‘internal control over the
preparation of this supplementary
information need not be encompassed in
management’s assessment of internal
control over financial reporting’.

In our view oil & gas reserves estimates are of
fundamental importance to the annual report
and financial statements of an upstream oil &
gas company. As such we believe that those
internal control processes in operation for
financial reporting purposes that surround
the reserves compilation should certainly be
subject to the corporate governance
regulations applicable in the reporting
jurisdiction. For example we would expect
that these control processes should be
encompassed by the section 404 provisions of
the Sarbanes-Oxley Act in the US, by the
Turnbull requirements in the UK and other
similar regulations elsewhere. We would
recommend that the SEC’s initial conclusion
in this regard should be revised during 2005.
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If the scopes of Section 404 of the Sarbanes-
Oxley Act or other corporate governance
regulations are extended to include internal
control processes for the estimation of oil &
gas reserves and the related disclosures, then
the role and responsibilities of financial
statement auditors should be clarified.
Financial statement auditors are required to
examine and report on management’s
assertions on internal controls; however, they
do not normally have the competencies to
opine on the actual oil & gas reserves
estimates themsleves. If companies seek third
party opinions on the oil & gas reserves
figures, then this is properly the business of
independent petroleum engineering
consulting firms.

Independent audit of reserves
disclosures

The issue of whether reserves disclosures
should be audited was extensively considered
when the SEC/FASB first introduced disclosure
requirements in the 1970's. The troubling
series of reserves restatements during 2004
has suddenly resurrected the question.
Market regulators in many jurisdictions
already require the inclusion in prospectuses
for natural resources companies of reports
prepared by engineering consultants. Some,
mainly smaller companies, routinely and
voluntarily include reports of external
petroleum engineers along with their
published annual oil & gas reserves
information.

The development and acceptance of
international standards are essential pre-
requisites in governing the audit or review of
0il & gas reserves information. For the time
being, however, compared for example with
the regulations surrounding financial
statement audits, there is relatively very little
in the way of relevant standards in any
jurisdiction.

To begin with there is no widely accepted
definition of ‘independence’, applying to the
engineering firms themselves or to

their owners and staff as individuals in the
context of audit or review work undertaken.
Also, there is no body of standards setting
out the qualifications required of reserves
auditors or of the essential processes to be
completed in order to undertake an ‘audit” or
a 'review’ of reserves estimates prepared by
management. And there is no standard form
of report wording that clearly and
consistently identifies the role and scope of
the audit work and the form of the
professional opinion to be given.

In our view, until and unless a framework of
such standards and guidelines is established
governing the independent audit or review of
reserves information, it is neither practicable
nor desirable for regulators to introduce
mandatory audit requirements in respect of
disclosures of reserves in annual reports.

In the medium term we recommend that
efforts are made to develop such a body of
standards. Companies who choose to have
their reserve disclosures audited or reviewed
will be better placed to define and explain to
investors exactly what the ‘independent’
professional opinion entails and investors will
be able to gain greater levels of assurance
than at present.

In conclusion

We believe there is a need for considerable
improvement in disclosures about oil & gas
reserves in annual reports and financial
statements as this information is so important
10 users in assessing business performance
and in the calculation of reported income.

Regulators globally should co-operate

to seize the opportunity to embrace the
comprehensive and current reserves definition
and categorisation structure, already
endorsed by petroleum engineering
professionals worldwide. Mandatory
disclosures should be expanded to include
probable, as well as proved reserves, and
information about the projected production
of proved and probable reserves should be
given.

In estimating reserves, managements should
be permitted to interpret the phrase ‘current
economic conditions’ so as to apply
reasonable price and cost assumptions that
are consistent with their overall plans and
budgets. Reserves information is essentially
‘forward-looking’ and should be disclosed
within the MD&AJOFR, not as an unaudited
footnote to the financial statements.

Regulators should support the petroleum
engineering profession in completing the
current international exercise to establish a
body of standards and guidelines to govern
the competence of reserves estimators and
the processes applied in their work. tt should
be a requirement that reserves information
included in annual reports be compiled by
appropriately certified professionals, whether
internal employees or external consultants.

Corporate governance regulations concerning
internal financial control processes generally,
such as Sarbanes-Oxley 404 and Turnbull,
should apply to the controls over the
compilation and reporting of oil & gas
reserves as they are so fundamental to the
accounts of upstream companies.

Independent audit of oil & gas reserves
disclosures should continue to be optional,
but it should be undertaken against a much
better developed framework of standards and
guidelines governing independence,
competence, audit procedures and prescribed
forms of reporting.

These recommendations will improve the
usefulness of oil & gas reserves information
disclosed publicly to investors and will be a
big step in restoring investor confidence in
reserves information.

Mr Newman and Mr Burk are, respectively,
the Managing Partner and Chairman of
Deloitte’s Global Qit & Gas Group.
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