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ABSTRACT: This study examines the potential information content of oil and gas
reserve value disclosure requirements mandated by the SEC in 1979 by examining whether
the reserve value disclosures based on Reserve Recognition Accounting (RRA) are
obtainable from transformation of other concurrently available non-RRA data. This
can be interpreted as a “necessary condition” approach to studying potential information
content in general. Three increasingly complex specifications of an expectation model
were developed. All identifiable RRA signals were excluded from their information sets.
Association between the resulting model estimates based on non-RRA data and reported
reserve values based on RRA was studied using a sample of about 160 firms. The strong
linear relationships uncovered imply that RRA signals may have potentially low incre-
mental information content in the sense that they may not have much incremental
impact on observed security prices. Prediction errors at the firm level were often large,

implying usefulness of RRA data in other contexts.

1. INTRODUCTION

N 1978, the Securities and Exchange
I Commission (SEC) issued Account-

ing Series Release 253 [SEC, 1978],
requiring oil and gas firms to compute
and report reserve values based on esti-
mated future cash flows rather than past
incurred costs of finding and developing
the reserves. The SEC reasoned that its
proposed Reserve Recognition Account-
ing (RRA) procedure was superior to the
historical cost methods in measuring the
success of oil and gas firms in adding new
reserves. RRA was intended to provide a
better measure of earnings that reflected
accurately the risks borne by firms in
exploration. In 1982, the Financial Ac-
counting Standards Board (FASB) issued
Statement No. 69 [FASB, 1982], which

essentially adopted the RRA procedure
for supplementary disclosure of reserve
values, though an earnings measure based
on the procedure was not required. Since
then, the SEC has withdrawn its own
rules in favor of the new FASB standard.

The issue of information content of
RRA disclosures has not been studied so
far in the accounting literature. This
paper examines the potential incremental
information content of the RRA reserve
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value disclosures by examining whether
the disclosed reserve values are obtain-
able from a transformation of other
concurrently available non-RRA data.
Three alternative specifications of an
expectation model, whose increasingly
complex information sets exclude all
RRA signals, are first formed. The as-
sociation between model expectations
and actual reserve value data for a sample
of 162 firms is then used to draw infer-
ences on the potential information con-
tent of RRA signals excluded from the
expectation models.

Implicit in this approach is the assump-
tion that a necessary condition for a new
disclosure such as the RRA reserve value
to have incremental information con-
tent (i.e., to affect stock return distribu-
tion incrementally) is that the new dis-
closure is not obtainable by a costless
known transformation of other previ-
ously released or concurrently released
signals. If this *“‘necessary condition” is
not satisfied by a new disclosure, then
market participants with a need for the
reserve value information would clearly
have access to it even without the new
disclosure; hence, the stock return would
reflect that information even before the
disclosure. If the condition is satisfied,
then the new disclosure adds something
new to the information set of the market
participants which may or may not
affect stock returns; hence it is said to
have potential information content. Since
perfect transformations are seldom pos-
sible, this paper assumes that the degree
of association between expectations
based on the non-RRA signals and the
actual RRA reserve values nevertheless
provides an inverse measure of the po-
tential information content of the RRA
signals.

The above approach of examining
potential information content differs
from the approach used by most infor-
mation content studies. In the traditional
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approach (e.g., Ball and Brown [1968]),
forecast errors from an expectations
model are used to form portfolios, and
differential behavior of the portfolios’
abnormal (residual) security returns is
interpreted as the information content
of the forecast errors.! The approach
used in this study is complementary to the
traditional approach in two ways. First,
the traditional approach often relies
critically on the appropriateness of an
expectation model. As Beaver, Christie,
and Griffin [1980] note, if the expectation
model is poorly specified, the empirical
study would understate the association
between the signal and the security
returns, and hence understate the infor-
mation content of the signal. This paper
emphasizes appropriate design of the
information set of expectation models.
The procedure is first to identify the
signals unique to the disclosure under
study and then to exclude them from the
information set of the expectation model.
This procedure is relevant to analyzing
many other new disclosure requirements
apart from the RRA disclosures, and it
is clearly preferable to using ad-hoc
expectation models, such as “expected
value of a signal equals its previous
realization.”

Second, the approach used here can
potentially explain null results obtained
in a security return-based study. As
Beaver, Griffin and Landsman [1982,
p. 16] note, lack of association between
residual returns and the signal of interest
(assuming it is a relevant signal) may
mean 1) “security prices already ‘re-
flected’ such information because of the
prior availability of substitute data,” 2)
the signal is so “garbled” that it provides
no information, or 3) the market has yet
to learn how to use the information. Con-
ditional on null results from a security

! Many variations of this method have been used. See
Beaver [1981] for a formal discussion of the information
content research methodology.
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return study, the first two hypotheses can
be differentiated using this paper’s ap-
proach, which allows an expectation
model to use concurrent as well as past
financial data so long as they are a com-
plement to the signal of interest. High
association between forecasts from such
an expectation model and actual signals
would then point to the validity of Hy-
pothesis (1). By contrast, a low correla-
tion would imply that the signal is com-
puted nonuniformly and thus is garbled.?

This method is somewhat related to
the approach taken by Falkenstein and
Weil [1977], who constructed estimates
of replacement cost data for 1975 for 31
companies, using the data in their his-
torical cost-based financial statements of
the same year. The main difference is that
the expectation models developed here
explicitly test for potential information
content by recognizing and avoiding
signals specific to RRA from their infor-
mation sets. Fabozzi and Shiffrin [1979]
tested the Falkenstein-Weil procedure on
the 1976 replacement cost disclosures of
17 pharmaceutical firms. However, they
did not address the issue of potential
information content of the replacement
cost disclosures. They seemed more con-
cerned with the usefulness of the Falken-
stein-Weil procedure for estimating pre-
1976 replacement cost data. Finally,
Easman, Falkenstein and Weil [1979]
evaluated the correlations between esti-
mates obtained from the Falkenstein-
Weil procedure, historical cost income,
and stock returns. Here again, the testing
of potential incremental information con-
tent of the new disclosures was not an
objective.> Nevertheless, the present
study should be considered a generaliza-
tion of Falkenstein and Weil [1977] to
constructing expectation models and
studying potential incremental informa-
tion.

The rest of the paper is organized as
follows. In the next section, ASR-253/
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FASB-69 disclosure requirements are
analyzed to identify signals present in
those disclosures that are not present in
other non-RRA disclosures. Using this
analysis as a basis, Section 3 presents the
development of three alternative specifi-
cations of a reserve value expectation
model. The three models can be described
as naive, industry-based, and company-
specific, based on the level of detail in
their information sets. Section 4 de-
scribes sample selection and results of
association and predictability tests be-
tween model expectations and actual
reserve value data of 162 large and small
oil and gas firms. Results are summarized
in the concluding section.

2. RRA DISCLOSURE SIGNALS
2.1 Background

From the beginning, there have been
questions raised about the potential
information content of RRA disclosures.
One line of argument has focused on the
fact that the reserve value estimates are
based on reserve quantity estimates which
can be highly variable (e.g., Connor
[1979]) and subjective [Porter, 1980].
Responses from financial analysts to the
disclosures have been mixed. For exam-
ple, in a questionnaire survey of 190
financial analysts, Deakin and Deitrick
[1982] found that 92.8 percent of the

respondents said “‘yes” when asked
whether companies’ estimates of reserve
value should be disclosed to investors,
and 90.5 percent said that the reserve
value data were useful for their invest-
ment decision. But it is clear that the
analysts were referring to supplementary
RRA disclosures. When asked if RRA
should replace historical cost in primary
financial statements, only 7.7 percent

2 An alternative interpretation would be that the ex-
pectations model is misspecified, or garbled.

3 See Beaver, Griffin and Landsman [1982] for a dis-
cussion of the Easman, Falkenstein and Weil [1979]
study.



