
, 

l 

.  

.  

Federal Energy Admimstratim 



ASSISTANT COMPTROLLER GENERAL OF THE UNITED STATES 

WK3,INGTON. 0 C ZO%, 

D-178205 

Chairman, Subcommittee 
/- Research and Internat .- 

/ Committee on Government 
United States Senate 

The Honorable Abraham A. Ribicnff 
on Reorgani 
ional Organ 
Operations 

zation, 
izations f\ %!LZ$ a 

%- Dear Mr. Chairman: 

This report is in response to your letter of February 8, 1974, 
asking that we continuously monitor the operations of the Federal Energy 
Administration (FEA). On July 23, 1974, we sent you a report on -/ s- 

'_ "Prob?er;s in the Federal Energy Office's Implementation of Emergency 
Petroleum Allocaticn Program< at Regicnal Lnd State Levels", (B-178205). 
The report pointed out that *LA'S enforcement and compliance effort was 
rather limited and may have been misdirected and stated that we would 
examine the effectiveness of the compiiance and enforcement program in 
more depth. This report summarizes the information presented at a 
Septe,?ber 30, 1974, briefing with staff members of your Subcommittee on 
the results of our work. 

In developing this report, we (1) visited 4 of FEA's 10 regional 
cffices--Atlanta, Chicago, Dallas, and San Francisco, (21 examined FEA 
audit reports and, in some cases, supoorting documentation, and (3) held 
discussions with FEA auditors, investigators, and program officials. 

Price regulations involve all elements OF the petroleum industry 
from production of crude oil to the retail sale of petroleum products. 
All crude oil producers, refiners of petroleum products, b,holesalers, 
and retailers come under price regulations. To illustrate the magnitude 
of the enforcement effort, there are about, 

--13,C30 producers of crude oil, 
--ZOO companies with a total of about 250 refineries, 
--25,GOO wholesalers, and 
--200,003 reteil gasoline stations. 

The vertical integration and multinaticnal character of the major 
petroleum companies increases the complexity of enforcing petroleum 
pricing.regu?ations. 
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FEA's reluctance to allou L'S full access to information relating 
to the refinery audit impeded or evaluation. FEA provided us with 
information on their completed refinery audits, but would not provide 
any information on uncompleted audits. FEA officials Said uncompleted 
audits involved unresolved issues which might result in court cases 
against the companies and t$ey believed that court cases might be 
jeopardized by providing us with information. Since many of the problems 
FEA uncovered were considered unresolved issues at the time of our audit, 
our ability to completely evaluate the extent of the problems as weli as 
the adequacy of FEA's efforts to resolve them was limited. 

We believe the language of the Federai Energy Admin?stration Act 
of 1974 (88 Stat. 96) is clear regarding GAD's access to FEA recor&. 
Section 12(a) of the act requires GAD to both monitor and evaluate 912 
operations of the Administration and provides that the Comptroller General 

'* * * shall have access to such data within the possession 
or control of the Administ,,:io3 from any public or private 
source whatever, notwithstanding the provisions of any other 
law, as are necessary to carry out his responsibilities under 
the Act * * *." 

Section 12(f) further requires that GAO carry out its responsibilitfes 
in a manner which will preserve the confidentiality of proprietary data 
of private companies as defined by 18 U.S.C. 19C5. The act makes co 
distinctions or exceptions for records relating to uncompleted audits or 
matters under investigation. 

We have continued to discuss with FEA officials their reluctance to 
allow us fuli access to information relating to refinery audits in view 
of the broad aczss authority contained in the FEA Act. On December 4, 
1974, the Administrator, FEA, in a letter to the Comptroller Genera; 
agreed that the FEA Act contains no explicit limitations exempting certain 
classes of data in FEA's possession fron access by GAO when such information 
is necessary for GAO to carry out its statutory responsibilities. Pe also 
stated that FEA doe; not intend to contest further GAO's view that the FEA 
Act allows it "plenary access" to all such data. The Administrator expressed 
FEA's concern that methods can be developed whereby GAO will be able to 
carry out its statutory responsibilities without impairing FEA's co-pliance 
activities, particularly wher e investigations have reached the point that 
FEA is seeking administrative sanctions for violations of its regulations 
or litigation is involved where the United States is a party. A cozy of 
-the Administrator's letter is enclosed as Appendix I. 

We believe the Administrator's letter reflects his sgreement on 
a workable framework for GAO access to the information it requires 
to fulfill its responsibilitjes under the FEA Act. 
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The infomation furnished us on completed aud'ts revealei signiricant 
problems in FEA compliance activities at all four levels of industry 
operations in that: 

--There was almost no direct audit of crude oil producer 
operations which provide the basis for the cost of crude 
oil processed in refineries. 

--FEA concentrated its audits at the retail level and found 
numerous violations, however, there was evidence of large 
violations at the wholesale level wl;ere Tittle audit 
effort had been directed. 

--The audits of refiner operations were not completed. 

--Substantive issues relating to the adequacy of regulations 
remain unrestilved. 

--Organizational disputes within FEA hindered the refinery 
audit effort. 

Assuming petroleum products remain under price control, we believe 
FEA will have to substantially strengthen its compliance and enforcement 
program at all levels if it is to have adequate assurance that firms 3re 
in substantial compliance with pricing regulations. 

On November 12 and 13, 1974, we met with FEA officials to discuss 
their ronxnents on a draft of this report. They indicated general agree- 
ment with our findings and advised us of substa;;tive changes designed to 
!mprove the compl i ante and enforcement program. More detailed information 
on our findings and conclusions and FEA actions follow. 

LEGISLATIVE BACKGROUND 

The Emergency Petroleum Allocation Act of November 1973 (87 Stat. 627) 
was designed to minimize the ad ~xse impacts of short-term petroleum 
shortages. This goal was to be achieved through equitable restrictions on 
supply, cost, and profit. The act is the basic legislative authorization 
for continued control of petroleum product prices and, unless extended, 
its provisions expire on February 28, 1975. 

The Federai Energy Administration Act of May 7, 1974, (88 Stat. 96) 
provided for a reorganization of governmental functions, on an interim 
basis, to deal wit,1 energy shortaqes. FEA was given the tasks of 
(T) inventorying ener y 

'5 
resources, (2) developing a comprehensive national 

energy po?icy, and (3 insuring that energy programs are designed and 
implemented in a fair and efficient manner. 

The act stated that FEA was to, 

--promote stability in energy prices to the consumer, 
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--prom&e free and open competition, and 

--prevent unreasonable profits. 

FEA REGULATIONS 

To bring about the legislated energy goals, FEA and the predecessor 
Federal Energy Office estab!ished a series of regulations governing the 
allocation and price of crude petroleum and refined products. Allocation 
regulations have evolved from a strict proration at 1972 supply levels 
during the Arab oil embargo to a more liberal proration at 3973 supply 
levels, or even higher in recent nxnths. 
relatively constant. 

Price regslations have remained 

Production of crude petroleum is subject to three basic price rules. 
First, monthly production up to the level of 1972 is controlled at 3 
price of about $5.25 per barrel. 
rule is termed "Old Oil." 

Crude petroleum determined under this 

Secondly, production over the level of 1972, termed "New Oil", and 
production from wells yielding 10 barrels or less a day, termed "Stripper 
Well Oil", are qot price controlled and can be sold at the existing market 
price--about $10 a barrel. 

Third!y, for each barrel of new oil that is produced in a given month, 
a iike amount of the old oil production for the month is released from 
price controls. 

The refiner, whoiesaler, and retailer of petroleum products are 
subject to the g<?erel rule that they may not exceed a base period profit 
margin. The base sefiod is determined by averaging the highest annl;al 
profits for any 2 years ending after August 15, 1968. Within that general 
rule, firms may generally charge the prices in effect on May 15, 1973, 
increased dollar-for-dollar for any product costs incurred subseqcent to 
that date. Further, when the fiwrs can substantiate increases in non- 
product costs, such as labor or overhead, they are allawed additional 
price increases. 

COMPLIANCE AND ENFORCEKENT ACTIVIT!ES 

Originally, FEA regional offices were responsible for program 
dfrectiun of compliance and enforcerent activities, except for cert:in 
audits of major oil refiners which FEA headquarters directed. 8ecausz of 
an early need for trained auditors, actual con-,lian+e and zforcement 
work was perfomed by Internal Revenue Service (IfEj employees in 
accordance with a Memorandum of Understanding between FEA and IRS. Under 
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the Hemorandum of Understanding, dated January 11, 1974, FEPl transferred 
compliance and enforcement responsibilities for allocations and pricing 
to IRS through June 30, 1974. IRS immediately assigned 300 investigators 
to this work and agreed t, hire and train addltianal energy investigators 
who would be transferred to FEA on July 1, T974, at which time program 
operations would be returned to FEA. 

On July 7, 1974, FEA, using about 850 investigators hired and trained 
by IRS, assumed con'.rol of the compliance and enforcement effort. In our 
previous report, we pointed out that IRS concentrated its compliance 
effcrts at the retail level, The follotiing table shows how the original 
300 auditors were used by IRS. 

to Assigned 

Producer audit 
Retail-wholesaie 23: 
Refinery audit 

4 Total - 

During the period January to Curie 1974, IRS hired additional auditors 
who were assigned to FEA compliance? and enforcement activfties after 
training. The follcking table shows how FEA assigned compl<ance and 
enforcement manpower after July 1, 1974. 

Assigned to 

Producer audit 
Retail-tiholesale 76; 
Refinery audit 

iti: 

FEA's efforts in each of these assigned areas are discussed below. 

Producers 

As shown by the preceding tables, neither IRS nor FEA essjgned any of 
the compliance and enforcement staff to producer audits. FEA officials 
told us, however, that in so,me instances producer records were 'looked at 
either as part of a refinery audit or on a selected basis. 

Audl:ts of producer operations are important because it is the point 
of production that the type--new, old, stripper or release--and consequent 
price of crude oil used in refineries is determined. Since the cost 
differences between old and other tyves of crude oil are substantial, an 
adequate program of verification at that level is needed to insure that 
crude purchasers and ultimately consumers are not overcharged. 
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Specific steps for review of crude production were added to the 
refinery auds't guidelines on July 24, 1974; however, as of mid-November 
1974, FEA was still in the process of developing its first fcrll-scale 
review cf producer operations. 

The five States covered by FEA's Dallas region account for over 
70 percent of the crude production in the !Jnited States. This region 
planned to audit 20 percent of the independent producers if its staff 
of auditors could be increased from 50 to 70. 

Elholesalers and retailers 

FEA's enforcement and compliance effort has identified substantial 
violations at both the retail atId wholesale level 4s previously 
described, IRS and FEA concentrated their effort at the retail level. 
According to FEA officials, auditors ccncentrated OR violations at the 
retail level because the consuming public was more sensitii*e to these 
violations and because they could be investigated faster than wholesale 
VfOlatiORS. 

According to FEA records, FEA and IRS investigated 8C,l37 wholesale 
and retail firms as of September 27, 1974. These investigations uncovered 
18,034 price violaticns atId resulted in refunds of $51.2 million to the 
marketplace. 

We could not determine from FEA records the total number of 
investigations or violations at the ;lholesale level as opposed to the 
retail level, because IRS did not provide FEA with such a breakdown. 
However, we found that one FEA region had 679 investigations in process 
on June 3, 1974. Of the 679 investigations, 615 were identified as 
retail firms and 33 as wholesale fjrms. 

Regional compliance and enforcement personnel estimated that about 
6,900 retail gasoline firms were in violation from 3 to 10 cents a gallon. 
If this estimate was valid, the potential value of these violations was 
as much as $16.7 million. 

The manager of a compliance and enforcement group in anothnr region 
advised us that a;1 retail gasoline firms investigated during a 2-week 
period were found to be in violation. In the period May 1, 1974, to 
July 30, 1974, violations amounting to 5345,000 were found in 132 retail 
gasoline outlets. Four wholesale firms Mere also found in violation in 
the amount of $513,000. 

Khile there appeared to have been many violations at the retail 'revel, 
the individual violations were in relatively small amounts. OR the other 
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hand, wholesaler investigators found ruch larger violations. For example, 
in January 1974, FEA initiated “Project Speculator“ to investigate 
tiholesale firms dealing in propane. As of CIctobsr 3, 1974, FEA determined 
that 75 companies were in violation or probable violation of FEA regula- 
tions and had overcharged customers by $55 million. Gle recognize that 
the propane situation was somewhat unique but believe that Project 
Speculator illustrates the magnitude of potential vio'lations at the 
wholesale level. 

FEA officials acknowledged that the auditors had concentrated their 
efforts at the retail level, but told us that they will redirect their 
enforcement efforts to concentrate on investigations at the wholesale 
level. In order to accomplish this, they plan to curtail retail investi- 
gations to the point where only custorrer complaints will be investigated. 

Refiners 

One hundred and twenty-five firms were required to submit monthly' 
reports to FEA which outlined the capacity of the firm's refineries, the 
expected supply of crude nil for the refineries, and various cost informa- 
tion. Of the 125 firms, 31 were classified as large refiners and 94 were 
classified as small refiners. The monthly report was used by the refining 
firms to compute adjustments fcr cost increases since the base month of 
May 7973. Under the Refinery Audit Program, FEA and previously IRS were 
to validate the information shown on the monthly report to insure that 
price adjustments were made only f6r allowable cost increases. To determine 
whether pr ;ces charssd were appropriate, FEA develcped a comprehensive 
audit program which was designed to determine that: 

--Only allowable costs were passed on to customers. 

--Profit margin limitations were not exceeded. 

--There was uniformit of price increases. 

--Historic and consistent business practices were maintained. 

--The intent of the FEA regulations was not subverted. 

Before July 1, 1974, IRS audited the 31 large fins to determine 
their costs and prices for tYe period Kay 1973 through January 31, 1974. 
IRS used 64 auditors to investigate these 31 firms--many of which operated 
more than one refinery--and, according :o its agreemer,t with FEA, the 
auditors were to complete their wcrk by May 31, 1974. FEA then planned 
to use its own investigators to audit firms' costs and prices for the 
period February 1, 1974, through June 39, 1974. The latter work was to 
be completed by September 30, 1974. 
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Appendix II shows the 31 large refiners. For 17 of the large firms, 
we examined the audit repcrts issued by IRS, reviewed the documentation 
supporting those reportsr and discussed the audits with the auditors who 
performed the work. 

Neither IRS nor FEA completed its assignments. FEA compliance and 
enfcrcement officials provided us with varying estimates of the extent 
to which IPS completed its audit work; hwever, they stated that there 
were problems with each of the estimates. In any event, FEA officials 
said that as of October 31, 1974, the audit wcrk that was to be completed 
by IRS and the audit work that FEA was to complete by September 30, 1974, 
was net completed. 

Four of the important objectives of the Refinery Audit Program were 
to (1) determine the validity and accuracy of quantity and cost of domestic 
crude purchases, (2) substantiate imported crude costs to insure that 
additional profits did not result from transactions with affiliated foreign 
entities, (3) review selling prices to insure that cost increases had been 
passed on uniformly to the various types of customers and verify that 
consistent pricing practices had been maintained, and (4) detemnine the 
magnitude of profits, return on investment, and dividend distribution. 

Appendix Iii shows the manner in which the auditors carried out these 
4 important objectives in 3 of the 17 audits we reviewed. 

In su~ry, we found that: 

--The scope of work performed was limit&. In a rnumber of 
cases, the auditors agreed with us that the work was not 
adequate. 

--Limited and, in some cases, no verification or tracing of 
pertinent cost or other inforwtion to basic source documents 
was accomplished. 

--In many instances where problems or discrepancies were 
noted, followup or expanded audit effort was not undertaken. 

Failure to accomplish the entire scope of the audit program and the 
lack of followup where discrepancies were noted can be directly related 
to the limited level of audit effort at the refiner level. The basic 
staffing pattern for IRS audits of refiner operations, as continued by 
FEA since July 1, 1974, was to assign two auditors to each of the refiners 
Gnder audit. 
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Considering that many of the refiners are billion dollar corporations 
wit:\ numerous subsidiaries and multinational operations, it is not sur- 
prlsing that the auditxs fell short in completing an ambitious audit 
program. For exrmple, FEA officiais said it took some auditors 4 to 8 
weeks just to gain familiarity with the operations of the ccmpanies. 

ADMINISTRATIVE SAtKTIO!IS -- 

FEA regulations provided various administrative sanc+ions for 
violatjons of the regulations. When FEA believed a provision of the 
price regulations had been violated, tSe first step taken was an atteqt 
to obtain a voluntary price rollback and a refund of overcharges. Where 
specific customers were identified, refunds were to be made directly to 
then. If the customers could not be identified, overcharges were to be 
returned to the marketplace through price reductions. 

If voluntary compliance could not be achieved, FEA may have issued 
a Notice of Probable Violation (NO?V) or a Remedial Order (RO). The 
course selected was dependent upon the degree of certainty of FEA's 
position. NOPV was used to initiatn proceedings when FEA beiieved that 
a violation had occurred or was about to occur, RO was used to initiate 
the proceedings when FEA was certain the violation had occurred or when 
the alleged violation appeared blatent or repetitive. If the company 
complied with the NOPV or RO, both were rescinded. 

NOPV; 
FEA's adnii! istrative procedure allowed 10 days for response t3 an 

failure to respond was considered an admission of the alleged 
violation. If the firm's response to thk NOPV did not disprove the 
allrged violation and/or if the firm did not voluntarily undertake 
correctfve action, FEA issued a RO. 

FEA allowed 30 days for appeal of a RO. If FEA denied the appeal, 
the ffrm could appeal further through the judicial system. 

As of September 30, 1974, FEA records showed that the Refinery Audit 
Program had uncovered overcharges by 13 refining companies amounting to 
$194.3 million. The followina table shows the type of administrative 
sanctions, the number af conpinies 
overcharges. 

involved, and the dollar value of the 

Voluntary rollback or refund 
NOPY 
RO 

Total 

Number .' Value 
companies (millions) 

5 s 35.4 

ii 
90.7 
68.2 

5194.3 

S- 
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In cases of voluntary action, FEA auditors were to verify from the cc-pany 
records that the rollbacks or refunds had been made. The foilowing table 
shows the &nount.invoived, the date issued, and the disposition of GO?Vs 
and ROs as of September 30, 1974. 

Company A 
Company B 
Ccmpany C 

Company D 
Company E 
Company F 
Company G 

Company t! 
Company I 
Company ; 
Company K 

"Unknown 

Sanction 
used 

NUPV 
WJPV 
NOW 

NOPV 
NOPV 
NOPV 

ii 

Amount 
Date issued (millions) 

Vi.; 

12:1 

17.0 

Ii 1 
s.0 
1.9 

21.5 3-09- 74 
11.0 3-12-74 
15.8 4-12-74 
10.0 g-20-74 

3-l 9-73 
5-08-74 
6-26-74 

7-12-74 
8-:2-i4 
8-09-74 
2-12-74 
5-13-74 

Disposition 

Resolved 5-16-74 
Open 
Company signed agree- 
ment tu rollback prices; 
FFA audit to be completed 
befcre resolving 
Open 
Open . 
Open 
FEA plans to resolve 
orders in mid-November; 
awaiting confirmation 
from auditors of colxliance 
Resolved 6-21-74 
Resolveli 5-01-74 
Resolveti 6-24-74 
Under appeal 

One (Company B) of the four NOPVs, whfch gas nD,C, resolved, involves 
transfer pricing, which is the manner in which the firms record the cost 
of c,*ude obtained from a foreign affiliate. FEA believes that a proposed 
regulaL _* change will stop such occurrences in the future and provide for 
soze rollbacks for past violations. 
study and the NOPV was not resolved. 

t!o~:ever, the change is still mder 
Two unresolved NOXs (Companies E 

and F), which involve competitive discounts, will be resolved aCter a 
policy decision is made with regard to such practices. The other unresoived 
NOW (Company D) involves class of purchaser discrimination and errors in 
base-price computations. FEA is awaiting additional information from the 
company. 

In the RO involving Company H, FER stated that the firm had increased 
its prices to recover increased costs in the month incurred rather than in 
the month subsequent to the cos 
As a result, 

t increase, as required by FEA regulatlcns. 
the firm cbtained additional revenues in the month in which 

the costs xere passed through as increasea prices. On April 30, 1374, 
FEA accepted the firm's proposal to reduce the April and May pasrthrough 
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by $21.5 million. The correct',de action consisted largely of a writeoff 
against paper-cost increases accumulated under a cost carryover provision 
of the price regulations. This provision allots refiners to "bank" cost 
increases which the firm feels cannot be imnediateiy passed on in the 
marketplace. The firms have the option of recovering these costs through 
future price increases. According to FEA, thn carryover provision ws 
intended to be a txthod whereby price increases could be smoothfli cut. 
They cited :s an example the instance where a one-half ten: inc;-ease &;uld 
be withheld until further cost increases would justify a one cent increase-- 
presumably an easier adjustment than a fractional one. 

What has happenr?d, however, is that large accumulations, or banks, 
of these unrecovered costs have been made. A number of companies have 
banks which represent over 56 percept of the additional costs they claim 
to have incurred since October 1973. The trend has been towards increasing 
the size of the banks which could, under FEA regulations, be added to 
existing prices at any time. 

During the period of short supply, most costs were immediatelv passed 
through as higher prices. At the end of March 1974, the 125 companies 
reporting to FEA had a collective bank of $386 million, which ha-d been 
accumulating since October 1973 and representing about 16 percent of the 
increased costs incurred. At June 30, however, when supplies had improved, 
this collective bmk had increased to lver $1.3 billion, or 39 percent of 
the increased costs incurred. FEA officials told us that as of September 33, 
1974, tne collective bar,ic totaled about S2 billion. 

FEA officials told us they became concerned with the sizes of these 
banks and on November 6, 1974, FW limited the amount of banked costs 
which could be added to consumer prices to 10 percent of a company's 
total bank a month. In addition, FEA officials believe their transfer- 
pricino regulation of October 31, 
reductzon of these banked costs. 

1974, will eventually result in a 

The other ROs and the vo?untay q .:- concerned technical violations 
which have been or will be corrected, :. si cases, corrective action 
consisted, at leas: in part, of adjusf?..: 
unverified costs. As 3 result, mar> YII:GL:' 

against those banks of largely 

refunds or price rollbacks. 
ens may not result in actual 

UNRESOLVED ISSUES 

iinal 
On August 28, 1974, the Director of the Refinery Audit Program, in a 

renort preceding his leaving FtZA, indicTted that there were several 
regulatory issues bending before t%A awaitin; clarification, interpretation, 
or rulir,g. tie stated that the issr;es include& (1) treatment of propane, 
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._ refiner fuel costs; natural gas liquids and gas plants, import tickets, 
and domestic pipeline charges; (2) computation of cost recoverjes; (3) 
discrimination among different types of customers; (4) allocation of 
increased costs of crude to other covered products; and (5j treatment of . 
cost passthroughs resulting from mandatory crude sales. 

The last issue relates to the recently publicized alleqations of 
"double dipping" or "double recovery" by certain cil companies. The 
problem arose because of a certain provisicn of FW price regulations 
which involved refiners who were in an excess crude supply situation, 
and who were required to sell a certain portion of their excess crude to 
refiners who had insufficient supplies. Certain refiners interpreted the 
price regulation to mean that they could claim the cost of the crude they 
had purchased and subsequently sold to deficient refiners without 
deducting the Frice paid to them by the purchasing refiner from their 
origir.31 cost. 

In the case of the double-dip issue--as well as some of the other 
issues enumerated =bove--FEA has issued rulings or regulations which should 
preclude such practices in the future. However, several issues are still 
not resolved. In addition, FEA has not determined the amount of the 
alleged past overcharges nor sustained the legality of their positions. 
In any event, substantial amoznnts of time elapsed since FEA auditors 
surfaced pctential violators and FEA took final positions. 

In our opinion, most of the unresolved issues resulted from FEA 
regulations, which were either silent or ambiguous regarding certain oil 
industry practices. The developing problems with FEA regulations are 
someiihat understandable considering the haste with which FEA had to 
prepare them. 

We were unable to determine the extent of the problems--how widespread 
or the potential dollar value of the violations--because FEA declined to 
furnish us pertinent information or refused to discuss the cases with us 
on the basis that such disclosure or discussion might compromise its 
position in potential cases. FEA refinery audit officials estimated, 
however, that the magnitude of refineries' potential violations could be 
betieen -and 52 billicn and that some Jf the individual violations were 
SO large that i f sustained by FEA administrative sanctions, could "wipe 
Cut'. the previously mentioned company banks of some companies and thereby 
resr;lt in price reductions. 

In addition tc matters discussed above, organizational changes and 
disputes tiere factors which undoubtedly inhibited sustained program 
direction and effort. 

- 12 - 



B-7 78205 

GIhen IRS was performing compliance and enforcement activities, FEA‘s 
direction of IRS personnel was hampered due to the lack of key regional 
personnel. For example, as of June 1974, some FEA regions did not have a 
permanent director for compliance and enforcement for the retail and 
wholesale level. Aiso, FEA's assessment of the effectiveness of IRS 
efforts Was limited because of the limited amount of information being 
furnished FEA by IRS. 

When FEA assumed full responsibility for compliance and enforcement 
activities in July 1974, a dispute arose as to whether headquarters or 
the regional offices were responsible for the activities af the refinery 
auditors. While FEA headquarters is responsible for program direction of 
the audits of major refiners, the field auditors are assigned to FEA's 
regional offices. In some cases, the lack of c71:ar responsibility for 
the auditors' activities has hindered the effectiveness of the refinery 
audit program. 

CONCLUSION 

The future of petroleum product price controls is uncertain. In 
recent weeks, various Executive Branch officials have commented on the 
need to relax such controls. Existing legislative authority for petro- 
lem product price controls is scheduled to expire on February 28, 1975, 
although bills are currently Rending in the Congress to extend the 
authority through August 1975. 

In any everIt, our work has shown that if such controls are to be 
continued, FEP will have to substantialiv strengthen its compliance and 
enforcement program at all levels if it's to have adequate assurance that 
firms are in substantial compliance with pricing regulations. 

Specifically, FEA will need to devote considerable attention to audits 
of producers and wholesalers in view of the potential i,rpact of pricing 
violations at each of those levels. In the case of refiners, EEA should 
consider the following alternatives to improving the effectiveness of its 
audits: 

--Increese the size of assigned staff. 

--Use a "strike force" approach where a team of auditors would 
visit selected firms and review key facets of the operations. 
Such an approach would provide opportunity to develo;, auditors 
specialized in a particular aspect of FEA regulations or 
refinery operations. Further, if FEA wished to rdintain a 
continuous presence at each refinery operation, one auditor 
could be permanently assigned for the purpose cf identifying 
problem areas which may necessitate more detailed attention 
by a "strike force." 
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Further, we believe that FEA should centralize the control and direction 
of the auditors assigned to review refineries. 

FEA COMVENTS 

On November 12 and 13, we met with officials of FEA's Office of 
Operations, Regulations, and Compliance to discuss our report and obtain 
their coaanen ts. The FEA officials stated that they agreed with our report 
and its findings and had Initiated substantial changes to improve their 
compliance and enforcement program. They stated that the mayor changes 
were a revised organization, clarificaticn of lines of authority, and 
finalization of agency position on many of the unresolved issues we had 
noted. 

On October 16, lS74, FEA approved a revised staffing plan to initiate 
audits of crude producers, increase thz audit attention at the wholesale . 
level, increase the audit attention at the refinery level, and decrease 
the audit attention at the retail level. The following table shcws how 
FEA intends the enforcement and compliance manpower to be directed by 
December 31, 1974. 

Assigned to 

Producer audit 143 
Wholesalers 263 
Retailers 100 
Refiners 188 
Propant Investigation 90 

Total 784 

In addition to this revised staffing plan, operating procedures 
between headquarters and regional offices for compliance activities were 
finalized on November 5, 1974, in order to insure more uniform treatment 
of violations and to coordfnate actions among the regions and the national 
office. Also, a revised audit program for refinery audits was issued in 
October 1974. FEA officials said that these guidelines are the result 
of the experience they have gained in their previous audits and will result 
in a 71ore effective review of refinery operations. 

FEA officials stated that many unresolved issues had been resolved 
by new interpretations of regulations or rti?!ngs. They said that the 
major issues yet to be resolved included whether refinery fuel costs 
should be considered product or nonproduct costs, whether natural gas 
liquids from company-owned wells should be entitlei to a mark-up, and 
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whether FEA regulations requiring maintenance of company discount 
policies should be applied in certain cases. 

FEA's officia,; also stated that planned improvements in FEA's 
reports and data gathering procedures should enhance the ability 
of FEA to identify patterns of suspicious activity or companies in 
violation of FEA regulations through its review of reported inforrna- 
tion. The officials stated that a task force recently has been 
appointed to develop programs integrating forms designs, data 
programming, and compliance activities. 

---- 

Ke do not plan to distribute this report further unless you 
agree or publicly announce its contents. 
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FEDERAL ENERGY ADhlINISl-RATKlS 
K’ASHISGION. D. C 2@461 

is 4 1974 

, 8, 

Honorable Elmer B. Staats 
Comptroller General of the 

United States 
Washington, B.C. 20548 

OEFM E 01: THE ACUISISTRATOR 

’ ? 
27 

Dear Mr. Com-,troLler General: 

Thank you for your letter of November 26, 1974 in which you 
acknowledged my letter of November 8, which discussed our 
position on GAO access to certain FFA data and records under 
section 12 of the Federal Energy Administration Act of 1974. 

I appreciate your advice that, contrary to my previous 
understanding, we arrived at no agreement at our meeting of 
June 28, 1974 with respect to any limitations on access by 
the General Accounting Office to audit data associated with 
pending compliance actions. 

Since my letter of November 8 and Mr. Gorman Smith's cor- 
respondtnc-. of November 27, we have had an opportunity to 
consider further the broad statutory responsibilitie; 
imposed upon the General Accounting Office by the Federal 
Energy Administration Act of 1974, and have met with Messrs. 
Hughes and Canfield of your staff with a view to resolving 
the difficulties which GAO feels it has encountered in 
carrying out its oversight responsibilities. 

Having carefully reviewed the matter, I would agree that the 
language of section 12 of the Federal Energy Administration 
Act contains no explicit limitation exempting certain classes 
of data in FEA's possession from access by GAO when such 
information is necessary for GAO to carry out its statutory 
responsibilities. b'hile my letter of November 8 suggested 
limitations in application of the literal language of 
section 12 in order to reconcile that access with other 
legal and practical considerations, we do not*ilrtend to 
contest further GAO's view that section 12 affords the GAO 
plenary access to audit data in the custody of FEA. 
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Sotwithstanding GAO's legal capacity to obtain access to all 
such information, however, we are very much concerned that 
the methods by which GAO carries out its statutory respon- 
sibilities will not compromise FEA*s ability to meet its 
statutory responsibilities by impairing the integrity or 
efficacy of its compliance activities -- both those pending 
administratively and those invo1vir.g litigation in which the 
United States is a party. Accordingly, I believe it is 
crucial that the manner in which our staffs work together to 
carry out our respective responsibilities be cooperative and 
complementary, and be so designed to assure that GAO requests 
for access to compliance related data be handled with a full 
awareness by both our staffs of their extreme sensitivity. 

I have therefore directed my staff to assure that GAO's 
requests for access to dc: a necessary to carry out its 
statutory responsibilities a fill be promptly and completely 
honored. At the same time, I na?e asked my staff to work 
closely with yours to develop procedures whereby GAO will be 
kept apprised of the sensitivity of particular data requests 
from the enforcement standpoint at the time they are made. 
This will enable GAO to take appropriate steps tc assure 
that FEA's statutory responsibilities are not impaired. 

I hope you will understand that neither my letter of 
November 8 nor Mr. Smith's letter of November 27 was in- 
tended to suggest arbitrary limitations on the statutory 
authority of the General AccountinS Office, and that despite 
the reservations as to some issues expressed in that corre- 
spondence I recognize the necessity that GAO be afforded the 
broadest possible access to data in FEA's custody. I am 
confident that on every occasion in which GAO's statutory 
responsibilities require access to such information it will 
be provided promptly and in such a manner as to meet GAO's 
requirements. I am also confident that your staff is 
sensitive to the importance of avoiding any action that 
would impinge upon the integrity of the regulatory or 
judicial process, and that by cooperating -we can assure that 
application of the principle of plenary access by GAO will 
not have consequences which would be inimical to the public 
interest. 

‘\,S*cerely, , 

i Administrator 
if / 

'J 
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REFINERS UJiTED BY IRS/FEA’ 

Major Smaller 

Exxon 

Texaco 

Gulf 

Mobil 

Standard-California 

Standard-Indiana 

Shell 

Atlantic RichTield 

Phillips 

Continental 

SlNl 

Union-California 

Cities Services 

Getty -'- 

Skel l.,# 

Standaro -0hto 

Marathon 

Amerada Hess 

American Petrofina 

Ashland 

Tenneco 

Kerr NC-Gee 

Koch 

Charter 

Champlin 

Murphy 

Crown Central 

Coastal States 

Clark 

Pace 

Delta 

aFor the companies underlined, we examined the audit 
reports issued by IRS, reviewed the documentation 
supporting those reports, and discussed the audits 
with the auditors assigned to the companies. 
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EWPLES OF PORTIONS OF THREE REFINERY AUDITS 

The following describes four important chjectives of the Refinery 
. hdlt ?rogram and how IRS carried cut these objectives in its audits of 

three companies. The majority of IRS audit work was completed by May 31, 
1974, and our audit work in this area included information available 
through August 19, 1974. 

DOMESTIC CRUDE 

The auditors were to determine the validity and accuracy of quantity 
and cost of domestic crude purchases reported on the firms' monthly 
reports. Verification was to encompass the base month of May 1973 and 
each month subsequent to August 1973. It also consisted of tracing 
representative quantity and cost data to supply and payment documents. 

Company X 

One of the company's geographical regions, accounting for 57 percent 
of the company purchases cf domestic crude during May 1973, was selected 
for audit. further, five different types of crude, comprising 54 percent 
of this region's domestic crltde purchases were tri.zed to production docu- 
ments. The resultant test represented less than 1 percent of the company's 
crude supplies. 

From this limited sample, the auditors determfnef that the domestic 
crude cost at t;ie refinery--with a capacity of about 45,000 barrels a 
day--was overstated by SD.16 per barrel during flay 1973. Despite this, 
the auditors recommended that additional work on May purchases receive a 
low priority because they had a limited amount of time to complete the 
remainder of the audit work on this company. 

Company Y 

. 

The auditors did not determine the total quantity or cost of domestic 
crude purchased in May 1973, nor any subsequent month. Data for* one 
refinery was obtained and production from a limited number of the company's 
properties was traced to computerized production statements. A few of 
the transactions on the production statements were traced to supporting 
documents. 

The auditors stated that they did not believe that a sufficient 
number of transactions had been tested, and accordingly, they could not 
comment on the validity or accuracy of quantitles and cost of even this 
one reffnery. 
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Company 2 

One refinery was selected for audit. The average acquisition ccst 
of domestic crude at that refinery was computed. A 5-percent sample of 
the acquisitions of one type of crude during May 1973 was made. From 
this sample, a further sample of producers of that type of crude was 
traced to May posted prices. 

. 

The audit report stated that the sample was inadequate to evaluate 
the domestic crude purchases. FEA auditors stated that the ISay 1973 
verification would have to be redone. Transactions from August 1973 
through May 1974 were only trated to the company's ledgers. 

FOREIGN CRUDE 

The auditors were to substantiate imported crude costs to assure 
that additional profits did not result from transactions with affiliated 
foreign entities. In addition to perfoming the type of verification 
required for domestic crude, the validity of transfer prices of equity 
crude was to be determined. Review of transfer prices is important to 
determine whether foreign operators are selling to third parties at the 
same p 'ces they are charging affiliated companies. 

X Company 

Procedures for determining purchase price from affiliated and 
nonaffiliated suppliers were examined. Data from the monthly resort 
for May 197? and the months of August 1973 through February 1974 were 
traced to company schedules. Verification to supporting documents was 
substantialfy incomplete. No evidence of tests of transfer prices could 
be found in the audit documentation. 

The auditors stated that company schedules showing curde 'landings 
were not received until May 6, 1974, when the auditors were preparing 
their final report. They said that these schedules did not show tax-paid 
costs or production cost of equity crude. 

Company Y 

This company purchases mast of its foreign crude from nonaffiliated 
entities. Auditors verified a selected number of May 7973 and August 1973 
transactions. May costs were found to be understated by $6GC,OOO, but no 
further action was taken. 
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Company i! " 

Procedures used to determine the cost o;’ foreign crude were 
examf r-ted. January 1974 costs, except for transportation, were verified ., 
by source docments. Verification for all other months was substantially: 

, incomplete. * 
. 

SELLING PRICE . 
The auditors were to determine how the company classified its 

customers, e.g. , affiliated, associated, or independent and recoqMe 
the average sales price to each class on May 15, 1973. They were then to 
reconcile monthly report data and related price increases to insure that 
cost increases had been passed through uniformly to each class of 
purchaser. The auditors were to also verify that consistant business 
practices, such as discounts and incentives had been maintained. 

Company X *. 

Company procedures for'determinfng class of purchaser were reviewed. 
Pricing complaints from the company's customers were investigated. No 
other audit work was performed. 

Investigation of customer complaints showed that the company had 
imprcperly increased rents on retail gasoline facilities; Refunds of 
$36,000 were made and the company was instructed to review all rental 
transactions. 

The auditors also found that the company had discontinued certain 
discounts. However, no formal position was taken on this matter pending 
the results of a similar issue in another company. 

Company Y 

r 
‘ 

Company procedures for determining class of purchasers were reviwed.. 
A small sample of company computed base prices were test checked. Price 
increases reported on the monthly reports were not reconciled to price 
increases implemented. 

Company Z . 

a Company procedures for determining class of purchasers were reviewG. 
No other audit work was performed. 

1 
PROFITS 

The auditors were to determine the magnitude of profits, return on 
investment, and dividend distribution. They were to analyze the absolute 
and relative contribution of each consolidated entity to corporate 
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; .-_ earnings during current and prior perfods. This portfon ctf the refinery 
.<i) , " * audft was cited as a priority item. 

. : 
7 

‘: 
company x 

I .- ---- Profit margin reports were obtsfned from the cmpany; however, no 
verfffcatfon or analysfs was performed. 

. 
Company Y 

Breakouts of foreign and domestic earnings were obtained. It was 
i found that corporate overhead had not been allocated to foreign and 

domestic operations. Analysis showed that domestic earnfngs had increased 
32.5 percent in 1973 while foreign earnings had increased 72.1 percent. 
The auditors determined that foreign earnings had increased from $26 
million in the quarter ending December 31, 1973, te $62 mfllfon in the 
quarter endfng March 31, 1974. No further actfon was taken. 

Company Z 

The company had not provided earnings data that the auditors 
requested. 
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