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FORWARD-LOOKING PERFORMANCE DISCLOSURE AND EARNINGS QUALITY

Abstract

We investigate the role of earnings quality in istee assessments of the credibility of
forward-looking performance disclosures that mamageovide in the narrative sections of the
annual report. Our proxy for forward-looking disslire is a self-constructed coded index of
statements conveying information about future perémce. We find that the expansiveness of
these statements generally increases in a firnmtsnegs quality, consistent with forward-looking
performance disclosures complementing high quéligncial reporting systems. The abnormal
returns associated with the unexpected elemenhaxet disclosures also increase in a firms’
earnings quality, consistent with investors usiagnengs quality as a credibility signal. Further
analysis distinguishing between the sources ofiegsnquality, shows that earnings quality
serves as a credibility signal when it is predondlya discretionary, i.e. informative of

managerial incentives, rather than driven by isidriactors of the firm’'s economic environment.



FORWARD-LOOKING PERFORMANCE DISCLOSURE AND EARNINGS QUALITY

[.INTRODUCTION

We examine how earnings quality affects investaediance on voluntary forward-looking
performance disclosures that managers provideaméhrative sections of the annual reports. Oarypr
for forward-looking performance disclosure is araed index of statements about future performance
included in the narrative sections. Prior reseéirals that these statements are associated with prices
that are more informative about future earninggigssting that managers provide these disclosures to
communicate their private information to the mark&egulators interest on the content of the niagat
sections of the annual report has grown on theebtiat these sections could improve the relevarice
corporate reporting (Beattie et al. 2004). Howeweer forward-looking performance statements are not
immediately verifiable or auditable and often camarice sensitive information, managers have itigea
to make self serving disclosures that might redbe& credibility, e.g. release overly optimistiews of
the future to maximize the value of their stockioms, reduce the probability of bankruptcy or Hesti
takeovers, or reduce the cost of new equity capitak risk of shareholder litigation might be less
operative in this case as forward-looking disclesun annual report narratives are usually qualéaflo
guard against misleading disclosures, investork foo credibility signals. Viewing earnings quglias a
proxy for the credibility of the earnings signal amating from the financial statements, we examine
whether investors assess the quality of reportediregs to infer the credibility of forward-looking
performance disclosures.

Managers provide extensive voluntary disclosureanamagement discussion and analysis sections
in the annual reports, referred to as the MD&A insincountries and the operating and financial mevie
(OFR) in the UK, often extending to hundreds of gmg We focus on narrative sections of the annual
report that include forward-looking information;etithairman’s statement, financial highlights, sumyma
results, chief executive’s review, operating andaficial reviews and the financial director’'s report

Forward-looking performance disclosure refers forimation on current plans and forecasts that enabl



shareholders, investors, and financial analystaskess a company’s future financial performance. Th
following examples illustrate the nature of forwdndking performance information in the annual neépo
narratives:

‘Management is confident that, with the launchtsfriew division "The Film Factory at VTR", the
company is now well placed to capture a large sw@ikthese special effects commercials and featlme f
market which will ensure the company's continuingagh in profitability. (VTR Plc Annual Report and
Accounts 1996).

‘This was achieved despite significant revenuedtmaent in areas such as the Argos store card
and new products at Experian, which will underpiiufe profits growth.’Great Universal Stores PLC
(2002).

In the above examples, the chairmen of VTR Plc @nelat Universal Stores Plc make strong
predictions about future earnings using mainly gaantitative information. Beattie et al. (2004yelep
a four-dimensional content analysis framework dfgisgy disclosures according to their topic, time
orientation (historical, forward-looking, non-timespecific), financial/non financial focus, and
guantitative/qualitative nature. While quantitatigesclosure usually includes measures and changes,
qualitative disclosures include facts and judgmerithe authors observe that when it comes to fatwar
looking disclosures within the annual report navest of UK firms, quantitative disclosures are rare
Further to their qualitative nature the above statets appear non-time specific as they don't refean
explicit future time horizon. These two charades increase the attractiveness of these statsren
managers as a tool to covey private informationorRPesearch shows that managers use these stateme
to ‘bring the future forward’ as the frequency bése disclosures increases the ability of the stoatket
to anticipate next period earnings (see Section\WWe complement this line of research by explohogv
investors assess the credibility of these forwanking performance statements.

Following prior research examining the credibildy voluntary disclosure (e.g. Jennings 1987;
Hutton et al. 2003; Mercer 2004; Gu and Li 2007k wefine the credibility of forward-looking

performance statements as the extent to which toredelieve in the disclosure. A fundamental



determinant of disclosure credibility is the maragat’s credibility as the credibility of any meseaglies

on its source. Management's credibility reflectanagers’ ability to build a reputation for credible
disclosure that increases the believability of nthaibsequent disclosures (Williams 1996). Assessing
managerial credibility in management earnings fasex is straightforward as investors can check the
accuracy of prior projections through ex-post mlons in the firm's audited financial statements.
Investors however cannot evaluate the precisidhetignal emanating from the firm's record of farar
looking performance disclosures with similar acecyras these often contain qualitative future pipaes

of unspecified time horizon (see Section Ill), fahich it is difficult to trace ex-post realizatians
Therefore when it comes to investors’ assessmentheo credibility of forward-looking performance
disclosures, earnings quality becomes an imposignal of management’s credibility.

A key determinant of whether investors use earniggality as a credibility signal is the
association between earnings quality and disclospireforward-looking performance statements.
Analytical research provides conflicting predicsoabout how earnings quality might affect voluntary
disclosure (see Section Il). We endorse the str@indesearch that stresses the importance of the
endogenous nature of information quality in provgdhigh quality voluntary disclosures. Delibergtion
the information of forward-looking performance staents in relation to the information in reported
earnings, we develop two hypotheses; the firsthenassociation between forward-looking performance
statements and earnings quality and the seconigeoastsociation between the perceived credibilithese
statements and earnings quality.

To construct our coded index of forward-lookingfpemance information in the annual reports we
count the number of forward-looking performancdesteents disclosed in the narrative sections of ainnu
reports using the scoring method of Hussainey.g2803). The index is then standardized usingdted
number of sentences in the annual report narrativé®e accommodate the endogenous nature of forward
looking performance disclosures, exploring varidastors that affect their frequency. Our measure of
earnings quality is the common factor identifiedfagtor analysis performed on three measures cortymon

used in the literature: accruals quality, the altsolalue of abnormal accruals, and earnings Vibjati



(similar to Francis et al. 2008). As there is mutiise in any measure of earnings quality, the comm
factor may not be a reliable measure of the qualitghe financial reporting outcome. To mitigate th
confounding effect of noise and circumvent thisifation, we focus on the variation of the measure
attributed in business characteristics and manaigex@entives. This is a novel feature of our assk
design.

The results of our initial analysis show that oarnéings quality construct is associated with (i)
innate features of the firm’s operating environmeng. the operating cash cycle, firm size, sat#atiity
and intangible assets intensity, and (ii) manabeneentives, e.g. openness in prior forward-logkin
performance disclosures, achieving analyst expeost equity issues, and growth. Focusing on the
variation in the earnings quality construct drivey these factors, we find that forward-looking
performance statements increase in a firm's easniuplity. Forward-looking performance statements
further increase with financing needs, i.e. del@quity issues, reporting of earnings declinesieating of
analyst expectations and growth, and decreasefirm& size. Abnormal returns associated with the
unexpected element of forward-looking performantaesnents increase in a firm's earnings quality,
consistent with investors relying on assessmentkeofirm’s earnings quality to infer the credityliof the
management’s forward-looking performance disclosurl additional analysis we investigate the mfle
the source of the earnings quality and the potemidirect effect of forward-looking disclosures on
investors’ perceptions about reporting credibilitye find that investors condition on earnings gual
when relying on forward-looking performance disci@s only when earnings quality is primarily
discretionary, i.e. driven by managerial incentive8/hen earnings quality is less informative about
managerial incentives and primarily driven fromatefeatures of the firm’s economic environmentait
longer serves as a prerequisite for investorsanele on forward-looking performance statementsthén
later case the indirect effect of forward-lookingrfermance disclosure appears to dominate, astkgy
investors re-assess the information in reportediegs.

Our study makes two main contributions. The figsio the literature examining the credibility of

forward-looking disclosures. Prior studies in tlisea focus on investors’ reliance on management



earnings forecasts (Williams 1996; Hirst et al. 9:990dge et al. 2000; Hutton and Stocken 2007). We
focus on a less verifiable type of forward-lookidigclosure, the forward-looking performance stateisme
that managers provide in the annual report nagstiand probe the role of earnings quality. Outifigs
should be of interest to managers, market partitipgpolicy-makers and regulators. For managers our
results suggest that there is a benefit to maimigia high quality reporting system, as then theketais
more responsive to the forward-looking performamuermation included in the annual reports. For
individual investors and analysts, our evidencersffeassurance that the market uses safeguaelgiimg

in forward-looking disclosures. The insights armdiier for policy-makers and regulators. The UK
government recently considered making an exter@R® a statutory requirement. In the end the siatut
requirement was abandoned, but the UK Accountiagdirds Board (ASB) has published a new financial
reporting standard that recommends the adoptica réfvised OFR which is far more extensive than the
previous version (ASB 2008) and recommends thatsfifocus on publishing balanced and comprehensive
forward-looking information. The greatest riskkiroadening the scope of forward-looking information
the OFR is that managers may exploit this latitt@leake self-serving disclosures and mislead ilwvest
Our results suggest that investors mitigate thsk by conditioning their reliance on forward-loogin
performance disclosure on the firm's reported esy®i quality, especially when this is primarily
informative about managerial incentives.

Our study also contributes to the arguably spate@ture on the information flow through the two
most important communication channels in capitatkeis; firm’'s mandatory and voluntary disclosures.
In the area of the interaction between earningdityuand voluntary disclosure, prior research pdeg
controversial evidence depending on the type ofintalry disclosure examined and the earnings quality
measured used. In developing our hypothesis aheuassociation between forward-looking disclosures
and earnings quality, we deliberate over the sjgeciture of these disclosures and the dominantieeaf
direct or indirect effect on investors’ perceptiosge also allow the association to vary with tharse of
the earnings quality. Our results show that inmesstbehavior differs depending on whether earnings

quality is informative about managerial incentivesrsus intrinsic business characteristics. To our



knowledge, this is the first evidence to suggest the association between voluntary disclosure and

earnings quality is not linear, and concavity ig élnthe source of the earnings quality.

1. PRIOR RESEARCH AND HYPOTHESES DEVELOPMENT

An established finding of prior research is thatfard-looking disclosure is useful for predicting a
firm’s future financial status and performance (&.gnnyson et al. 1990; Clarkson et al. 1994; Bri/297;
Smith and Taffler 2000). Gebl and Zarowin (20029 &undholm and Myers (2002) find that information
revealed by firms’ disclosure activities is incorgied in current stock prices. Measuring voluntary
disclosure through the AIMR-FAF ratingsthey find that firms with more informative volunya
disclosures have a higher amount of future earnmiayss reflected in their current returns. In treeirvey
of US executives, Graham et al (2005) find that piedictability of future profitability is indeedna
overarching theme for voluntary disclosure decisiorlussainey et al. (2003) and Schleicher e2807)
provide consistent evidence for UK firms. They whihat forward-looking performance disclosures in
annual report narratives increase the degree wdualent share price movements anticipate futureiegs
changes. While this research suggests that foreatdng disclosures are relevant for decision mgki
the credibility issue arising from the non-verifiabnature of these disclosures has received limited
attention in the literature.

Kothari et al. (2009) outline the credibility issadsing in analyzing management disclosures and
predict credibility differences by its content,.ifavorable versus unfavorable news. In additiorine
content, prior research on the credibility of vahny disclosure identifies managerial incentiveadey
factor in disclosure credibility (for a review sdéercer 2004). This line of research however draws

inferences mainly based on the analysis of qudingtaand largely verifiable information discloseg b

! Financial analysts produced the AIMR-FAF ratingsevaluating firms’ disclosures along three dimensi a) the

detail of information disclosed in annual publishegorts b) the detail of information in quartergports and c) the
responsiveness and openness of management to tagadgdions. These ratings covered all the vardisslosures

made by firms, including verbal information giveuarihg analyst meetings and conference calls. Pesearch using
these ratings argues that it is not clear how asilselect firms to be included in the ratingsgesting the existence
of a strong bias towards the largest firms in eadlistry sector. Also the financial analysts fetieradiscontinued

the ratings in 1995.



management, the most common type being manageraemngs forecasts. The evidence suggests that
investors and analysts (reasonably) rely more omagrment earnings forecasts when firms have provide
accurate forecasts in the past (Williams 1996; tHitsal. 1999; Hodge et al. 2000; Hutton and Stocke
2007). While the accuracy of management earnilogscésts is easily assessed through subsequent
financial statements, forward-looking disclosures aot as easily verifiable. For this type of thsare
investors need to appraise alternative aspectsaobgement’s credibility. Consistent with this angunt,
recent evidence on managers’ tone and uncertairifynvearnings announcements suggests that ingstor
reliance on this soft non-verifiable informationpgads on factors related to the firm's information
environment e.g. analyst and media coverage, fetetispersion, and earnings quality (Demers andaVeg
2009). Of the information environment parametess,focus on earnings quality as it is a more primit
construct of information quality. As a signal ohnmagements’ credibility, earnings quality is costb/to
maintain a high precision of the reporting outcomanagers would need to invest on a high quality
financial reporting system and powerful internahtrols. They would also need to sacrifice the fiene
associated with earnings management, e.g. a meeketrd for meeting analyst expectations, e.g. lower
public scrutiny, higher job security, lower liketibd for takeover (see Graham et al.2005).

Whether investors rely on the quality of reportednangs to assess the credibility of forward-
looking disclosure depends on how earnings quafiigcts the likelihood of forward-looking disclosuin
the annual reports. Several theoretical studiethereffect of information quality on disclosureoades
shed light into this association. Early work byrkéechia (1983) and Diamond and Verrecchia (1991)
shows that voluntary disclosure mitigates inforimatasymmetry and improves the firm’'s information
environment. Given that the firm’s information @ewnment affects directly the quality of reported
earnings, the implication of this theoretical prsgion is that voluntary disclosures is inversedg@ciated
with earnings quality, so that firms with poorerréags quality disclose more to mitigate informatio

asymmetry. This implies a substitutive association betweeluntary disclosure and earnings quality.

2 Similar to Francis et al. (2008), we believe tearnings quality is causally related to informat@symmetry.
Consistent with this, empirical evidence provide&lence of positive association between measurésfafmation



However, this intuition ignores the endogenous meat voluntary disclosure; managers need to opexat
high quality reporting system to be able to providduntary disclosures that investors would view as
credible. Taking the issue of endogeneity intooaot, subsequent research by Dye (1985) and Vdrigecc
(1990) proposes that high information quality inaplia lower threshold level for voluntary disclosanel
therefore a higher likelihood, as investors treathsdisclosure as more credible. The rational&as as
information quality increases, the likelihood ofdbsure also increases as the market is morey ltkel
perceive information withheld as bad news and distdhe firm's value. This implies a positive,.i.e
complementary, association between voluntary discky and information quality. In his concluding
remarks however, Verecchia (1990) notes that a tmmgntary association between voluntary disclosure
and information quality may not be unequivocal whisk is priced, as higher quality information
conveyed voluntarily has a potential indirect effetlowering the discount on the asset that thekata
imposes for uncertainty. This might raise the thoés of disclosure and therefore decrease itsilikeld,
consistent with a substitutive association.

Empirical studies probing the association betweeluntary disclosure and information quality
provide evidence consistent with both a substieutand a complementary relation, depending on the
disclosure and information quality measures choddging a self-constructed disclosure index Framtis
al. (2008) find a complementary association betwdisolosure and earnings quality. However, focusing
on the disclosure component relating to the comisapsojected information, they find no evidenceaof
significant association with earnings quality. UWgiearnings volatility to measure information qualit
Imhoff (1978) finds that firms issuing earnings doasts have less volatile earnings than non-forecas

firms. Waymire (1985) finds that firms issuing ®iags forecasts more frequently have less volatile

asymmetry and measures of earnings quality. Fompleg Rajgopal and Venhatachalam (2006) and Eckedl.e
(2006) document a significant association betweemagures of earnings quality (including accrualslitwiaand

idiosyncratic returns volatility and informed tradi scores (PINs). We also document a significasbaiation

between our accruals based measure of earninggygqaall two information asymmetry constructs: thd-dsk

spread and analyst forecast dispersion. Therefareassumed link between information asymmetry aardiegs
quality is well-founded.

% Francis et al. (2008, 56-57) provide a detailedens of the two strands of this literature, intesting a negative
(positive) association between earnings quality amduntary disclosure as a substitutive (complerment
association.



earnings relative to firms issuing such projectionsan infrequent basis. On the other hand, Lamy a
Lundholm (1993) find that the AIMR-FAF ratings atecreasing in the correlation between earnings and
returns, consistent with firms with less informatifinancial statements providing more voluntary
disclosure. Similarly, using conference calls adisglosure metric, Tasker (1998) documents anrgave
relation between earnings informativeness andikedihood that a firm uses a conference call. ooy

on a less verifiable type of voluntary disclosubemers and Vega (2009) find that net optinfistetected

in soft information that managers disclose in eagaiannouncements is priced more for firms withelow
quality accounting data, consistent with net ogtimisubstituting for poor earnings quality.

Neither the analytical nor the empirical literatune the interaction between voluntary disclosure
and earnings quality investigate the propertiesliierent types of voluntary disclosure. An imgior
explicit assumption made in most of these studighat mandatory and voluntary signals have a cammo
underlying value (e.g. the firm’s current financsédtus and performance); it is this feature thggers the
indirect effect of voluntary disclosure on investoperceptions of earnings quality and therefore
substitutability between voluntary disclosure aadhengs quality. Even though this assumption hébds
most supplementary voluntary disclosure, it is meeakly sustained for forward-looking disclosuighis
is due to the different time orientation as forwhodking disclosure focuses on future performance,
whereas earnings quality is assessed based omguori@neous and historical performance. It is dls®
to the nature of forward-looking performance stateta as they are predominately qualitative andhofte
offer insights on future performance that may meirxorporated in contemporaneously reported egsnin
(e.g. expected returns from structural businesagéms new divisions and segments, expansion ptans e
see Section Ill). If the correlation between forgvbooking performance disclosure and earningsityuisl
indeed less likely to be driven by the common ulyileg value, a complementary association is more
likely to prevail. We therefore form the followirtypothesis,

H1: Forward-looking performance statements increasefirm’s earnings quality.

* Demers and Vega (2009, p.9) define net optimisiaaguage conveying praise, satisfaction and iagipin, net of
language containing blame, hardship and deniattitavithin the soft information of the earningmaancements.



If issued to complement earnings quality, forwardking disclosure increases in a firm’s earningaligu

and investors would regard such disclosures bysfimith higher earnings quality as more credible. T

Therefore we form the following hypothesis on ttesaxiation between the perceived credibility of

forward-looking disclosure and earnings quality.

H2: The perceived credibility of forward-looking penfieance statements increases in a firm’'s earnings

quality.

1. MEASUREMET OF TEST VARIABLES

Forwar d-looking disclosur e score

Studies of voluntary disclosure use several proféedirm’s disclosure practices, including self
constructed scores, scores generated by capitktyzarticipants (e.g. AIMR-FAF scores and Standard
Poor's S&P scores), management forecasts and emtiercalls. Most of the self constructed indices
measure disclosures of supplementary or both sogpiary and forward-looking information. Botosan
(1997) and Francis et al. (2008) construct a dssol® index comprising four elements: summary of
historical results (e.g. ratio analysis, industrgnts, corporate strategy discussion), other filahnc
measures (free cash flow, residual income, cosapital), non-financial measures (number of empgye
market share, units sold, unit selling price) anojgzted information (e.g. forecasted market sheash
flow forecast, profit and sales forecast, industmgcasts). Kothari et al. (2009) content anakizetypes
of management disclosures in SEC-mandated corp@ptets, namely market and industry risk, firnkyris
organizational risk, reputational risk, performamisl, and regulatory risk. They focus on the exoit
consequences of favorable versus unfavorable disde but do not distinguish these in terms otithe
orientation. We construct a voluntary disclosuréelex that focuses exclusively on forward-looking
performance information. This disclosure differsnfrmanagement earnings forecasts as it often cee®ri
qualitative non-time specific information insteafdgoiantitative time-specific projections. As we fiscon
forward-looking performance information, externafignerated scores would provide a noisy disclosure

proxy, as they usually measure the firms’ overatidsure policies evident in annual and quartszfyort
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and conference calls. In addition to enablingauotus on specific types of disclosures, a selfstmicted
index gives us direct control over the sample selecriteria and the sample period, and the cateuh of
scores for all firm—years in the sample. Hencengures a high degree of comparability acrosssfaind
over time. Our coding and construction procesalde largely automated, allowing for a straightfards
replication. A limitation of our score is that ibels not take into account disclosures in presensiand
conference calls. To mitigate concern over thistition, we perform additional analysis contrddlifor
contemporaneous news about the firm'’s future @bility reflected analysts’ forecast revisions déeling
the earnings announcement. Also, it is possibé¢ tthe usefulness of different narrative sectiohthe
annual report varies. If this limitation though hieportant empirical implications, it will reduckd power
of our tests and work against our ability to docotméhe perceived credibility of forward-looking
performance disclosures.

To calculate disclosure scores we use the scoriathodology developed in Hussainey et al.
(2003, p276-282). The authors automate the gearrat disclosure scores for large samples of Ukaéi
through the us®ludisttext analysis softwareNudistis widely used by qualitative researchers to araly
interviews, speeches, newspaper articles and teundents. Within the annual reports we focus @n th
narrative sections as they are more likely to dontaluntary forward-looking performance predictson
Annual report narrative sections are those witleast one of the following headings: Financial Hiigifts,
Summary Results, Chairman’s Statement, Chief EkexuDfficer's Review, Operating and Financial
Review, Financial Review, Financial Director's Repé&inance Review, Business Review, and Operating
Review. All other sections of the annual repoet @xcluded from our analysis.

Our disclosure measure is the number of forwardtiap performance sentences in the annual
report narratives. We focus on performance indrsabecause Hussainey et al. (2003), Schleichat. et
(2007) and Hussainey and Walker (2009) find thas¢hindicators improve the stock market's ability t
anticipate future earnings changes. Disclosureescare calculated in three stages. The firsestaguires
the identification of all forward-looking statemenin annual report narratives. In this stage, we

electronically search annual report narrative sestiusing a list of forward-looking keywords. Thist
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includes the following thirty five key words: aceedte, anticipate, await, coming (financial) yegr(s
coming months, confidence (or confident), convir{cesrent) financial year, envisage, estimate, &wn
expect, forecast, forthcoming, hope, intend (agrition), likely (or unlikely), look forward (or Idoahead),
next, novel, optimistic, outlook, planned (or plamg), predict, prospect, remain, renew, scope @or (
scope to), shall, shortly, should, soon, will, wplaced (or well positioned), year(s) ahead. Wsp al
include future year numbers in the list of forwdodking key words. The next stage in the calcatatf
performance disclosure scores is the identificatbbrrelevant performance related keywords. These
keywords are identified from sell-side analystg)ads to proxy for the market's view about the fem
disclosure quality. For each forward-looking staat in analysts’ reports, the key noun in theestants
is identified. These keywords include: ‘benefibreakeven’, ‘budget’, ‘contribution’, ‘earnings’eps’,
‘loss’, ‘margin’, ‘profit’, ‘profitability’, ‘return’ and ‘trading’. Finally, we use QSR N6 to couhe
number of sentences that include at least one fdrwaking keyword and one performance keyword. We
do this by finding the intersections of the key @aearch and the topic search. Our forward-looking
disclosure scordsDSCORE is the number of these intersections dividedhgytotal number of sentences
in the annual report narrative sections and migiipby 100. Using this procedufeDSCOREs bounded
by 0 and 100. Panel A of Table 1 summarizes theetbtages of the index construction. We belibaé t
our coding scheme is an improvement on binary agdas it counts the frequency of forward-looking
performance statements in the annual report neeratiot merely their existence. To this extent,
FDSCOREcaptures the expansiveness of forward-lookingrmégion on future performance contained in
the annual report narratives.

Evaluating the success of their scoring methodoliogidentifying forward-looking information,
Hussainey et al. (2003) compare the classificatairthie Nudistautomated search to a manual inspection
of the discussion sections of 50 randomly seleatedial reports and find thiludistidentifies 86% of the

cases correctly. The remaining 14% are misclassivith Type | and Il errors of 12% and 2%. Most

® For each of the elements included in the disclsores a binary scheme codes each element éis@xislue
equals one) or not (value equals zero), e.g. thedither discloses a profit forecast or not.
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errors occur when Nudist misses forward-lookinginfation, but any further additions to the forward
looking keywords would increase the Type Il err@n the firm level the Pearson and Rank correlation
between théludistscore and the index constructed by manual ingpeetie calculated at 0.96 and 0.95.

To evaluate further the validity &FDSCORE we randomly select a sample of 140 forward-
looking performance statements from UK annual respacross our sample period. Panel B of Table 1
presents some of these statement to shed lightedindontent. The statements contain mainly catali
information about future performance often refagrio expected returns from a) new business segments
and divisions; b) expansion programs; c) restruogurand investment programs; d) mergers and
acquisitions; e) development programs f) investsi@mtechnology; g) exploring growth opportunitié3;
new customer contracts; and g) increased capauttyeHiciency. In these statements, consistertt ie
evidence of Bujaki et al. (1999), Clarkson et 4P92), Clarkson et al. (1994), and Clatworthy aode$
(2003) good news appears to dominate bad newshedfandomly selected sample statements, 95 percent
contain good news about the future. Only a fewhefsé statements contain a mixture of good and bad
news. Within these statements the bad news compaogfens to current or past events, leading togihed
news component with the forward-looking perspectidesecond observation is that the statementsagont
predominately qualitative information about theufet with no reference to a specific time horizon.
Consistent with the evidence of Beattie et al. @00nly 1 percent of the random sample statememes

quantitative in nature and a minority contains tispecific projections.

Earnings quality
Given the wide range of metrics for earnings qualie use a combined measure based on the
common factor scoreCFEQ from three earnings quality metrics: accruals ligua AQ), absolute

abnormal accrual#AA{), and earnings variabiliysEARN, similar to Francis et al. (2008)The first two

measures focus on accruals, specifically how atcmap into firm fundamentals. We use an accruals

quality metric based on Dechow and Dichev’'s (20@®del, which focuses on the association between

® Appendix A provides detailed definitions of allriables.
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current accruals and prior, current and future ¢sts. Following McNichols’ (2002) discussion aéso
consider change in revenues as an additional exjganvariable. We further control for operating
performance (Kothari et al. 2005) and extend thedehao account for the role of accruals in

asymmetrically timely loss recognition (Ball andi&tkumar 2006) as follows:

WCA _ CFQ, CFQ CFQ, A CR
& ta +ta ta t g + 3 ROA
A A A A A1 t o
L ACFQ ,_acFQ
% & CFQ} & A CFQy el

-1
whereWCAIis working capital accrualf)CR is the change in revenue less the change in eHulels and

I equals one if the annual change in operating 8asls, ACFQO,, is negative, 0 otherwise. We

ACFQ

focus on the working capital element of accrualsa(mes in receivables, inventory and payablesy},ias
more likely to reflect errors stemming from thetfeas of firm’s operating environment and managderia
incentives to manage earnings than non-currentiatscfe.g. depreciation, amortizatidn)his is because
working capital accruals are directly related te ttolatility of the firm’s operations and involvehigher
degree of judgment in their estimation (Sloan 1986pramanyam 1996; Thomas and Zhang 2000;

Dechow and Dichev 2002). WitACFO capturing current year earnings newcsth and ACFO, x|

CFOi
convert equation (1) into a piecewise linear mawlommodating the asymmetric recognition of accrued
(unrealized) losses. The firm- and year-specdgduals of equation (I)\A, form the basis for aimverse
measure of accruals quality, AQ. AQthe standard deviation 8fA estimated over years—4 through

t, AQ=0(€,). Larger standard deviations of the residuals mdigoorer accruals quality. The second
earnings quality measure is based on the absoalte \of abnormal accruals generated by equatign (1)

|AA{. For comparability with the other earnings qualitgasures, we averagé by firm over years - 4

" We re-calculate the common factor for earningdityusased on total accruals. To measure abnotatal accruals
we replaceVCAin equation (1) with total accruals and augmeateatuation with gross property plant and equipment
(PPE). Our core results remain unaltered using this mdtiéve earnings quality metric. However consistsith our
argument, we find that the total accruals basedsuareaof earnings quality is more weakly associatitd proxies for
managerial incentives included in the earningsitualodel (see Section V).
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throught. Higher values of averagFAA{ indicate poorer earnings quality. The third eagsi quality

measure is the firm-specific volatility of reportedrnings (Dichev and Tang 2008EARNIs the standard
deviation of the firm’'s earnings over years— throught. We define earnings as earnings before
extraordinary and exceptional items, scaled byddgotal assets. Higher valuess&ARNindicate poorer
earnings quality. ACFEQis the common factor of the three earnings quatigygrics higher (lower) values

indicate poor (good) earnings quality.
IV.METHODOLOGY

Tests of therelation between forwar d-looking perfor mance disclosur es and ear nings quality

In our first set of tests we investigate whethesréhis a complementary association between a
firm’s earnings quality and forward-looking perfaante disclosures. Given the ordering of our véemb
a complementary association between a firm’'s egsniquality and the expansiveness of its forward-
looking performance disclosures (Hla) translate® ia negative association betwe&@FEQ and
FDSCORE Our tests of H1 condition on firm characteristtbat prior literature identifies as related to
voluntary disclosure (e.g. Lang and Lundholm 19Bigaly et al. 1999; Baber et al. 2006; Lapointe-
Antunes et al. 2006; Butler et al. 2007). We mddelard-looking performance disclosures as a fionct
of the firm’s information environment, financingeds, contemporaneous earnings news, proprietaty, cos
size, growth and year and industry effects aslo

FDSCORE = g, + 8, CFEQ+ 3, SPREAB 3, TRADEVGLSB, NANAIS, DISPERSION
+ B,FINANCING + 8, MBE + 3, POA EARN+f, PROFIFB, ZSCQRE  (2a)
+3,ROA + B, PROPRIETARY S_SIZE +f,BTM + YEARF INDUSTRY ,

We first include FDSCORE, as evidence suggests that firms’ disclosures ter ‘sticky’ across years

(Bushee et al. 2003; Skinner 2003; Graham et &5R0If according to H1 forward-looking performanc

statements increase in earnings quality, we expedb be negative. We include four additional pesxi

for a firm's information environment: a3PREADiIs the average bid-ask spread during the year; b)
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TRADEVOL is an indicator of abnormal trading volume cajpigithe increased demand for information
for investment decision-making; dJANAL is the number of analysts following the firm captg the
information demands of the investment community ahdDISPERSION is the dispersion of analyst
earnings forecasts during the year capturing theketia uncertainty about how the content of firms’
financial reports translates into firm valiéle include a measure of changes in financiatsire, i.e. an

indicator of debt or equity issuedFINANCING), as managers disclose more information to outside

investors when obtaining internal or external fitiag to increase confidence on the firms’ ability t
generate future cash flows and obtain financiaitabps cost-effectively as possible (Core, 200%e
control for firms that meet or beat the analystbast outstanding at the earnings announcement date

(MBE), and firms that earnings increaseBOSA EARN or profits (PROFIT), as Bagnoli and Watts

(2007) show that if the financial report containgfisiently bad news the manager discloses moreapei
information to mitigate investors’ downward respene a negative earnings surprise. Similarly igirth
survey of US chief financial officers Graham et(2D05) find that firms that miss analyst expectadi and
last year earnings spend additional time justifyingir failure and rebuilding credibility with thmarket
about their future prospects. Also Schleicherle{2007) find that loss firms provide more infortiva
forward-looking performance statements in theiruiatmeport narratives. Return on assB©®A controls
for operating performance, and the industry conmation ratio PROPRIETAR)for proprietary costs. As
a further control for proprietary costs and any aenmg firm-specific factors that could affect dssures
(e.g. public visibility) we include firm size. As control for growth we include the book to markaio
(BTM). Finally year and industry dummies account fifiedences in disclosure practices across years and
industries. Botosan and Harris (2000) show thanhdiin the same industry tend to follow similar
disclosure policies.

In equation (2a) we need to consider the impliceiof the endogenous nature of earnings quality

and the measurement error involved in our meagire earnings quality measures reflects both inveati

8 Bagnoli and Watts (2007) show that the market'semainty about how the content of firms’ financiaports
translates into firm value is a fundamental detaemt of voluntary disclosure.
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and unintentional errors in accruals, i.e. erréesngning from the innate features of the firm's emwic
environment and management’s incentives to managengs. We expect both sources of earnings quality
to affect the propensity and perceived credibilitfy forward-looking performance disclosures. Our
construct however also contains measurement ereraccruals noise that is unrelated to the firms’
business model and managers’ incentives. To nititfee confounding effects of measurement error, we
first model our earnings quality construct on adfefactors affecting intrinsic earnings qualityatiprior
literature has identified (Dechow and Dichev 20B&ncis et al. 2005) and a set of managerial ingent

capturing discretionary earnings quality as follows

CFEQ =4, +J,SIZE + 0,0 CFQ+30 SALES-J, CYCLEJ, LOSSE®, ITENS
+JCINTENSITY+J, AFDSCORE+J, MBEJ, P@AS EARN (2b)
+J,PROFIT +4J,,SEQ+J,, ZSCORE J,BTM + YEAR+ INDUSTRY¥ , e

Following Dechow and Dichev (2002) and Francis let(2005), we add seven innate factors affecting
accruals quality: firm size, standard deviationcash flows (0CFO), standard deviation of revenues
(0SALES, length of the operating cash cyc(€EYCLE), frequency of negative earnings realizations
(LOSSE$ intangible assets intensiffINTENSITY) and capital intensitfCINTENSITY. We expect
smaller firms and firms with greater cash flow eades volatility, longer operating cash cyclesyeater
incidence of losses, and lower asset intensity aeehlower earnings quality. We measure all these
variables at the firm level using a rolling threeay window. For discretionary accruals quality fivst
include a proxy for the openness of prior disclesuof forward-looking informationAFDSCORE,).
Examining the association between management egriorecasts and earnings management, Kasznik
(1999) finds that firms have significantly more pieg discretionary accruals in the forecastingrgethat

in other years, consistent with managers usinguateto meet their prior earnings projections firths
have been excessively open in their prior forwaaking disclosures they may distort reported egsin

the current period along the lines of their fores@erformance. In this casé, would be positive.

Another four variables proxy for managers’ inceesivto engage in earnings management:
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MBE, POAEARN PROFIT, SEQ ZSCORE and BTM . Managers distort earnings quality when

inflating earnings to avoid negative earnings sags; declining profits and losses (Burgstahler Riathev
1997; Degeorge et al. 1999; Peasnell et al. 2000 &t al. 2007; Athanasakou et al. 2009), to bsiostk
price during seasoned equity offerings (Teoh et18B8; Shivakumar 2000), to avoid debt covenant
violations (Sweeney 1994; DeFond and Jiambalvo 19%¢hev and Skinner 2002), or to sustain
continuous growth (Skinner and Sloan 2002). Tau$oon the variation of our earnings quality measure
that is due either on innate factors or managerca@ntives and mitigate the effect of measuremewot ave

estimate equations (2a) and (2b) in a system oétsiral equations using three stage least sqdares.

Tests of the perceived credibility of forwar d-looking disclosur es and ear nings quality

To test our second hypothesis, we examine how atalaeturns associated with forward-looking
performance disclosures vary with earnings quallfye focus on the unexpected component of forward-
looking performance disclosures as this componemtlsl contain the most price sensitive informatoal
be reflected in abnormal returns. Initial analy3iable 3) shows that the forward-looking discl@sscore
of the prior year annual report is the best expigeteor this year’s disclosure score, and accalyinve
use a random walk model to calculate the unexpeébedard-looking performance disclosure as

AFLDSCORE= FLDSCORI-FLDSCORE,. We regress excess market adjusted return=Q8CORE

including an interaction term betwedfRDSCOREandCFEQand controlling for earnings news and other

factors as follows:

° Three-stage least squares requires a two stageothéd be used on equation (2b) of the structuyatesn to
eliminate the random part of the endogenous vajdaFEQ and the dependence between the residuals and the
endogenous variable. The residuals of equation §b)then used to build the variance-covarianceixnat the
residuals of equation (2a) and the coefficienteaiation (2a) are estimated using quasi-generalest squares.
This method allows estimation of both equationthefsystem. We obtain similar results using imetntal variables
(two-stage least squares) estimators. An importamnidition in running two or three stage least sgsdior the
identification of equation (2a) is to ensure thare independent variables in equation (2b) thamnatecontained in
equation (2a) and do not affect the dependent MarlEDSCORE Correlation statistics in Appendix B show thabtw
innate factors affecting earnings quality, opeatiash cycle and cash flow volatility, are not #figantly correlated

with FDSCORE
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CAR ,ion = Vo + YAFDSCORE +yA FDSCORE CFE®y, CFEQy, SURP
+y5MBEt+y6PROFI-|[+y7 POA EARN"VB B-II-IM-VQ RIiS'Kylo SJZ (2¢)
+),ZSCORE+ YEAR INDUSTRY, e

where CAR,,,,,, iS excess (market-adjusted) return cumulated ftarm days before the earnings
announcement to two months following the earningsoancement date. We use this window as the
annual reports of UK firms are released on avetagemonths after the announcement of the resudis, y
the chairman’s statement is usually released attithe of the announcement of the results. As the
chairman’s statement is a primary source of forWaotking information, its release allows investoos
evaluate part of the forward-looking statementshefannual report narratives. If investors extreseful
information from changes in forward-looking perf@nte statements regardless of the firm's earnings
quality, y, would be positive. AFDSCOREx CFEC shows how the perceived credibility of forward-
looking performance statements varies with the ll@feearnings quality. Given the ordering of our
variables, if the perceived credibility of forwal@bking statements increases in a firm's earningglity
(H2), we expecty, to be negativé’

Francis et al. (2008) argue that as a more primit@nstruct, earnings quality has a first order
effect on investors’ perceptions with voluntaryaitisure having a second order effect. Thereforeaga
our proxy for earnings qualityFEQ. To control for earnings news we include the earpisigrprise for
the current period deflated by lagged share p{f8EJRB. The earnings surprise is the difference between
the actual earnings for the period and the anabeings forecast outstanding at the earnings
announcement date. We add the earnings targataias, MBE, PROFIT, and POSA EARN as prior
evidence suggests that the firms meeting thesetsasgarn a market reward (Hayn 1995; Barth et991
Bartov et al. 2002; Kasznik and McNichols 2002; epmnd Rees 2002; Athanasakou et al. 2009). We

also control for the book to market raiBTM market risk(RISK), size (SIZE), and financial distress

(ZSCORE as these variables affect stock returns (Diche3818opez and Rees 2002; Dechow and Ge

9 \We retain our core inferences on the associatiwéen earnings quality and the perceived cret}ilnli forward-
looking performance disclosures, when repeatiny (2mgFDSCOREnNnstead oMFDSCORE
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2006). We estimate equation (2c) as part of thectral system including (2a) fakFDSCORE, 2(b)

and (2c) using three stage least squares.
V.EMPIRICAL RESULTS

Sample and descriptive statistics

A requirement for using Nudist as a scoring toadhis availability of annual reports in electronic
form and in text format. We obtain electronic vens of annual reports frolialog as they store reports
in standard text format deleting images and grdypitsetaining all text and numbers. Usidgdistwe read
UK annual reports available dbialog for the years 1996—2002.The total number of annual reports
available over this period is 11,756. Removing icial companies reduces our sample to 7,977 firaw-ye
observations. Retaining observations with at leaetyears of data for calculating changes in dsate
scores reduces the sample to 6,122 observatiomser@ations with available analyst forecast davanfr
I/B/E/S and price data from Datastream are 4,1G8culating earnings quality yields a final sampfe o
3,155 observations (1,032 firms). To mitigate ¢fffect of outliers on our tests, we winsorize thp and
bottom 0.5 percent of all variables used in outstes

Panel A of Table 2 reports descriptive statistios the variables. MeaRDSCOREis 3.16,
suggesting that about 3 out of every 100 senteimcd#te annual report are forward-looking perforn&anc
statements. This translates into approximately rwdod-looking performance statements on average per
annual report based upon a mean count of 190 sergeén annual report narratives in our sample. The
maximum number of forward-looking performance seoés in annual report narratives per report is 71
(38 per 100 sentences), while the minimum is zeétoen though meanFDSCOREis close to zero, its
standard deviation is 2.57, indicating substarmtiaks sectional variation in annual changes oflaisce
scores across our sample (about 5 sentences pealamport). In terms of our proxies for earnings

quality, mean and median accruals qual®) are 0.049 and 0.039 and its standard deviatidh(52

1 Dialog was discontinued by Thomson Financial in mid-20Dde year 2002 is the last year with comprehensive
coverage.
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(106 percent of the mean value). The other two<ipen|AA{ and cEARN have similar distributional

properties toAQ; their mean values are 0.041 and 0.080 and thedard deviations 0.042 and 0.125,
indicating substantial within-sample cross-sectioraiation in earnings quality. The mean stoclcer
reaction measured by cumulative abnormal retus (eturns minus the return on the FTSE All Shares
index), over the two month window around the eaggiannouncement and the release of the annuat repor
(-2 days to +2 months) is 4.8 percent. The medtaick price reaction is also positive (0.053) and
statistically significant at 1 percent (two tailehk test)? The standard deviation of abnormal returns is
0.243 indicating substantial cross-sectional vimain the market reactions over our window. Cestasit
with prior research, the majority of firms achieagalyst expectations (56 percent) and report ripiogts
(56 percent), while a minority of firms (13 percergport losses. Our sample contains larger lifiteas,
indicated by high average total assets; and thebeuwf analysts following (7).

Panel B of Table 2 reports Pearson (above the dap@nd Spearman (below the diagonal)
correlations between the three earnings qualitysonmes, and the common fact@HEQ). Correlations

between the metrics are substantial ranging fronio198 percent.CFEQ is more highly correlated with

AQ and |AA{ (above 90 percent correlation), and more weakbpaated withcEARN (22 percent). The

weaker correlation is due &Q and|AA{ focusing on working capital accruals astflARNbeing driven by

both total accruals and operating cash flow vadlatil Therefore, whileCFEQ represents all three
underlying earnings quality proxies, it more strigngeflects earnings precision, i.e. accuracy ie th

accruals estimates, rather than just earningsgpensie.

12 With this level of abnormal returns over a two-riowindow (4.8%), it is possible that our sampléiased with
firms disclosing good news. To mitigate concernraugch an effect our multivariate specificationlintes controls
news at the earnings announcement, e.g. earnimgssgy earnings benchmarks indicators. In addii@malyses, we
also control for news released after the earningsoancement by including the analyst forecast rewisof
subsequent year earnings over the three montlmnioly the earnings announcement date (see Tabl&innlly to
mitigate concerns over the length of our sampledavm we repeat the analysis using a shorter windbwetoirns
cumulated from two days before to two days afterehrnings announcement date (see Table 8). Qearfiodings
are robust to these additional tests.
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Forwar d-looking disclosur e and ear nings quality

Table 3 reports the 3SLS estimates of the systestro€tural equations that includes the forward-
looking performance disclosure model (2a) and #raiags quality model (2b). It also reports theufts

of a Durbin-Wu-Hausman test for the endogeneityCSfEQ. ** The test is significan{F = 4.36),

confirming thatCFEQ is endogenous and OLS is not consistent. In ifis¢ $tage estimates of 3SLS
(earnings quality model) four innate facto®YCLE SIZE ¢SALES andlINTENSITY are significant and
in the expected directionCFEQ increases with the length of the operating casthecgnd sales volatility,
and decreases with size and intangible assetssityterThis is consistent with smaller firms andrfs with
longer operating cash cycles, more volatile revenared lower intangible asset intensity having poore
earnings quality. These results indicate that eamnings quality metric performs well in capturitig
effects of most of the innate factors documentegioyr research. Our earnings quality metric appéa

also capture discretionary earnings quality. Amtmg discretionary factorsAFDSCORE; is positive
and marginally significan{0.009z= 1.92, consistent with firms that have been excessigplgn in their

prior disclosures of forward-looking statements poomising their earnings quality. The coefficients
MBE, SEQ andBTM are also significant and in the predicted dirawtio Higher growth firms and firms
that met analyst forecasts or raised equity duttiregyear have poorer earnings quality. The expbepa
power of the innate and discretionary factors idyfdnigh (39 percent). These results serve asrestruct
validity test of our earnings quality proxy, sugtyeg that it contains information for firms’ opeira and
information environment and managerial incentiv€®mcusing on this information through the two stage
process allows for a more refined examination ef ithpact of earnings quality on changes of forward-

looking statements.

3 pavidson and MacKinnon (1993) suggest an augmenmeigession test (DWH test), which is formed by tiishg
the residuals from a regression of the endogenowal@xogenous variables, in a regression of tigiral model. If
the coefficient on the residuals in the augmentpehtion is significant, then OLS is not consisteAtcordingly we
regresSCFEQ on all regressors of equation (2a) and (2b), abttaé residualsACFEQ), and then regress equation
(2a) augmented witl\CFEQ Table 3 reports the results of thetest on the significance of the coefficient on
ACFEQ
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In the second stage resultSDSCORE, is positive and highly significan{0.296z= 17.63)

lending credence to anecdotal evidence on the gpersie of forward-looking performance disclosures
across years. CFEQ is negative and significan(—0.526.z=-2.90) consistent with forward-looking
performance statements increasing in earnings tgualihis is consistent with our first hypothedisit
forward-looking performance statements increase ifirm’'s earnings quality. Among the remaining
disclosure incentives, we find that forward-lookimgerformance statements increase with analysts
following (NANAL:0.022,z= 1.96) and reporting of bad earnings news in the forrearhings declines
(POSA EARN-0.460, z-5.30) The latter result is consistent with Bagnoli anetts (2007) who
propose that managers provide more voluntary discks if the financial report contains bad news to
mitigate investors’ downward response. Value fiats appear to issue more expansive forward-lgpkin
performance disclosures B{M:0.174,z= 1.95) Finally, SIZE is negative and significant
(-0.278z=-6.19) consistent with proprietary costs or public vikipi restraining the frequency of
forward-looking performance disclosurés.Taken together the results of Table 3 suggestftimavard-
looking performance disclosures increase in pastiaures, earnings quality, analyst following,omipg

of bad news, and valuation multiples and decreasdirin size. These factors appear to explain

approximately 21 percent of the variation in thenfard-looking performance disclosures.

The perceived credibility of forward-looking disclosure and ear nings quality

Table 4 presents results on the effect of earningdity on the perceived credibility of forward-
looking performance disclosures (equations 2afelDSCORE 2b, and 2c¢). The Durbin-Wu-Hausman

test for the endogeneity &FEQ and of AFDSCOREare highly significant(F =60.25 and F =11.34),

confirming that earnings quality and changes imwbord-looking performance disclosures are endogenous

' The remaining firm controls are not significandgsociated with disclosure. This is consistent Withncis et al.
(2008) and Nagar, Nanda and Wysocki (2003), whd fireak or no associations between disclosure sads
market to book ratios, firm size, and equity issuen Also several of the firm specific controliahfes are likely
subsumed in our measure of earnings qual®FEQ is significantly negatively correlated witiNANAL
DISPERSIONROA andPROPRIETARYandBTM, and positively associated wiBPREAD(Appendix B).
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and OLS is not consistent. Running equation 2(dhavuit the interaction termnrADSCOREx CFEQ

AFDSCOREs positive and significant (0.005~ 2.05). The magnitude of the coefficient suggésat an
increase in forward-looking performance statemeritd in every 100 sentences is associated with an
abnormal market-adjusted return of 0.5 percent avdwo month window. When we include the
interaction termAFDSCORE is no longer significant, suggesting that the markees not rely

unconditionally on forward-looking performance disures. ADSCOREx CFEC is negative and
significant (-0.051z=-2.59) consistent with abnormal returns associated withnges in forward-

looking performance statements increasing in a’$irearnings quality. This is consistent with the
complementary association between forward-lookingcldsures and earnings quality. Among the
remaining controlsCFEQ, MBE, PROFIT, POSIEARN BTM, SIZE and ZSCOREare significant. The
returns to forward disclosures are incrementah&ostock price reaction to achieving earnings berachs
in the current period and to any abnormal retuss®eiated with firms’ earnings quality, growth,esiand
probability of financial distress. This evidence donsistent with investors extracting useful vadua
information from managers’ disclosures of forwandking information, i.e. viewing these disclosuess

credible, conditional on firms’ earnings quality.

Forwar d-looking disclosur es and ear nings quality: complementary or non-monotonic association?

Verecchia (1990) emphasizes that a complementagcegion between voluntary disclosure and
earnings quality is not unambiguous as the indieffeict of voluntary disclosure on investors’ assesnts
of earnings quality could induce the two signalsitbas substitutes. Einhorn (2005) identifiesitiagrect
effect of voluntary disclosure as the additionaliiect information that improves the market’s dbilio
interpret information of mandatory disclosure. $iggests that of the total error in the mandatmgyas
the weight of the error that is common in the vaduy signal affects the dominant association betwbe
direct and indirect information conveyed by volugtaisclosure. When this weight is sufficientlyo

(high), the direct (indirect) effect of voluntarysdlosure dominates the indirect (direct) effentjucing a
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non-monotonic association between the quality ohdagory disclosure and the likelihood of voluntary
disclosure'?

To the extent the firm’'s economic environment afdbe precision of both projected and reported
information, an implication of Einhorn’s (2005) pasitions is that the source of reported earningsity,
innate or discretionary, could affect the assommatbetween forward-looking disclosures and earnings
quality and therefore the perceived credibilityfefward-looking disclosures. The intuition is thehen
the error in reported earnings is predominately tdude innate factors of the firms economic envinent
rather than managerial incentives, the indireceaffof forward-looking disclosures on investors’
perceptions about the firm’s uncertainty could beigi dominate, as investors would be willing tosreh
forward-looking disclosures to re-assess infornmatioreported earnings. If on the other hand theren
reported earnings is predominately discretionaey, highly reflective of managerial incentives,ward-
looking disclosures would complement high earniggsality as investors would view as credible only
forward-looking disclosures of firms reporting highality profits. To test the impact of the souate¢he
earnings quality, we first measure the weight @f ittmate error, i.e. the extent to which the tetabr in
reported earnings is driven by innate factors. MZIFEQ capturing the total error in reported earnings, we
use the parameter estimates of equation (2b) teedaroxies for the innate and discretionary components
INNATECFEQandDISCCFEQ as follows:

INNATECFEQ=4 SIZE+do CFGJdo SALESS, CYCHB, LOSSES  IITER

_ (3)
+3CINTENSITY

DISCCFEQ =4, AFDSCORE-4, MBRJ,, P@S EARN, PROMD, S @
& ZSCORE+J, BTM+J,. BIG4J, NEDS

'> Expressing the total level of noise in the mangasignalY, v=o?, +0”

evz?!

as the sum of the independent noise term
(a?,) and the common noise that influences both thedawmny signalY and the voluntary signa, o2, Einhorn
(2005) proposes that variation in the relative \Weigf the common noisew=d?,/(0?2,/c?), causes a non-

monotonic association between voluntary disclosune the quality of mandatory disclosure qualitynhern (2005,
605) proposes that whemis relatively low, the direct effect of the sigriadominates its indirect effect. Whanis
sufficiently high, the correlation between the tsignals is largely due to the common noise, salitext effect of the
signalZ becomes dominated by the indirect effect.
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The weight of innate error ®VINNATE= INNATECFE@ INNATECFEQ DISCCFE We then

set an indicator of high weight of innate errdg#| GHWINNATE, ,equal to 1 whetWINNATEis above the
sample median and expand (2a) and (2b) as follows,

AFDSCORE = 3, + 3, CFEQ+ 3, HIGHWINNATE CFE@pB, HIGHWINNATEZ S2®
+ BTRADEVOL + 5, NANAL+ 5, DISPERSIQN 5, FINANCINGS, MB (5
+B3,POSA EARN, + B, PROFIT+ 3, ZSCORE 3, ROAB,, PROPRIETA
+B,SIZE + B.BTM + YEAR INDUSTRY , e

CAR,,,... =V, +VAFDSCORE+y,A FDSCORE CFEQ,A FDSCORE GREQ HIGHWINN
+y,HGHWINNATE +), CFEQ+y, SURRy, MBE)y, PROFAy, POS EARN  (2¢)
+y,BTM, + ), RISK +, SIZE+y,, ZSCORE YEAR INDUSTRY e

The interaction terntHIGHWINNATEx CFEC captures the shift in the association betw#eBSCORE

andCFEQwhen the error in reported earnings is predomipat@ate. If managers issue forward-looking

performance disclosures to complement earningsitguakinly when the error in reported earnings is
predominately discretionary rather than innate weeet 5 to be negative ang3, to be positive. The
interaction termAFDCOREx CFEQx HIGHWINNATI captures the shift in the credibility of forward-

looking disclosures when the error in reported isgs is predominately innate. If investors view as

credible forward-looking disclosures of firms tlzaimplement high earnings quality only when the reirro
reported earnings is predominately discretionamphenainnate, we expecy, to be negative and/,
positive.

We run equations (2a’) (2b) and (2c’) and repoe fhist (equation 2a’) and second stage estimates

(equation 2¢’) in Table 5. In equation (2&0FEQ is negative (—3.867z=- 5.54) consistent with

forward-looking disclosures complementing reporadnings quality when the error in reported eaming

is predominately discretionary. Whil&CFEQ x HIGHWINNATE is positive (1.500z= 2.57)
CFEQ+ CFEQx HIGHINNATE remains negative and significa(#2.367,x* = 6.42p= 0.011 consistent

with a weaker complementary association betweenaiat-looking disclosures and earnings quality when
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the error in reported earnings is predominatelyaiert® In equation (2c’) whileAFDCOREx CFEC is
negative and significant(-0,058z=-2.04) AFDCOREx CFE(x HIGHWINNATI is marginally

positive (0.054z= 2.09, leading to an insignificant ~AFDCOREx CFEC+

AFDCOREx CFEQ< HIGHWINNATI (-0.004,y°=1.51p= 0.219 Therefore when the error in

reported earnings is mostly affected by manageneéntives, investors’ reliance on forward-looking
performance statements increases in a firm's egsngquality. When the error in reported earnings is
predominately innate, investors do not appearljoae earnings quality to infer the credibility fwfrward-

looking performance statements. Additional analysheds further light on the latter group and the

indirect effect of forward-looking performance d@sures on investors’ perceptions of earnings guali

VI. ADDITIONAL ANALYSIS

Construct validity

A way to assess the validity of any disclosure megsi.e. the extent that it represents what the
researcher intends it to represent, is to tesastociation with firm characteristics that pridedature
identifies as related to voluntary disclosure. ©uaire findings enforce the validity of our forwaabking
disclosure measure, as we find that it is signifilya associated with factors affecting the firm’'s
information environment. To further validate oueasure of forward-looking performance disclosure, w
test the reliability of forward-looking performanatatements in terms of the information they convey
about future earnings. Panel A of Table 6 repthésresults of regressions of next period profitgbi
indicators,EARN.;, CFQ.;, and SALES;, on contemporaneous profitability and the disdlesscore,
FDSCORE As expected, the coefficients &ARN, CFG, and SALES are positive and significant

(0.616z=12.64, 0.58%Z= 24.98, 0.78%  49. consistent with the mean reverting nature of these

core profitability indicators. FDSCORE is positive and significant in all three cases

18 We retain this inference when repeating equatar) for FDSCORE
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(0.002z= 2.90, 0.00Z= 3.19, 0.012;  3.: consistent with forward-looking performance discies

predicting future earnings, operating cash flows| sales.

The validity of our earnings quality construct Iscacrucial for our study. The noise involved in
any earnings quality measure raises concern oeerefiability of its use to judge managers’ discies.
Our research design allows us to mitigate the aordng effects of noise in the earnings quality suee,
as through the system of structural equations wadmn the variation of the measure caused byeénnat
factors of firm’s economic environment and managdricentives. A further way to validate our eagsn
quality construct is to relate it to the relialyiliof forward-looking performance disclosure. Evide of
such an association would lend further credenaautchypothesis of the perceived credibility of fand-
looking performance disclosure increasing in eaymiquality. Therefore we explore how the relidpitf
forward-looking performance disclosures, i.e. thi@imation they convey for future earnings, vanigth
earnings quality. In Panel B of Table 6 we repbat analysis of Panel A interactifdSCOREwith
earnings quality as predicted by the intrinsic atigcretionary factors of equation (2 CFEQ)

FDSCORE K CFEQ is negative and significant in all three cases,
(-0.002z=-2.67,- 0.00Zz=- 3.53; 0.006;- 3.£ consistent with the predictive power of

forward-looking performance statements for futurefipability increasing in a firm's earnings qualit
Collectively, evidence in Table 6 provide supporbtir construct validity and reinforce the ratiobehind

investors’ reliance on earnings quality to infez tiredibility of forward-looking performance dissloe.

Controlling for contempor aneous ear nings news

To capture abnormal returns associated with ford@wlling performance statements in annual
report narratives we use a two month window follagvihe earnings announcement date, as some of these
statements are included in the chairman’s statemkich is usually released at the earnings annauenée
date. To mitigate the risk of contemporaneous neves this window confounding our results, we repeat
equations (2a)-2(c) adding in (2c) the revisioranélyst forecasts of subsequent year earnlhGREV.

AFREV is the difference between the analyst forecassulfsequent year earnings outstanding at the
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earnings announcement date and the median foretastbsequent year earnings over the two months
following the earnings announcement date. CalrngaFREVreduces the sample to 2,408 observations.
The first column of Table 7 reports the resultshe second stage estimates (equation 2c). As #dgec

AFREVis positive and significan(0.338z = 4.23) suggesting a stock price reaction of 2 percerni®
standard deviation oAFREV. When excluding the interaction terms§;DSCOREremains positive and
significant (0.007 z= 2.23) The results foAFDSCOREx CFEC (-0.041z=-2.29 are also robust to

includingAFREV,

Other determinants of perceived credibility of forward-looking disclosur es

Further to management credibility, Mercer (2004)iges two broad groups affecting disclosure
credibility, situational incentives and externaldamternal assurance. Situational incentives cefle
managers’ incentives to bias the information cant@nforward-looking statements and are inversely
related to disclosure credibility. Prior studiesumine the role of incentives to mislead by oftemparing
the credibility of good and bad news disclosurest{&h 2003), or the disclosure credibility of firtzaly
distressed and non-distressed firms (Koch 2003)r r@search design captures the effects of marsgeri
incentives through the earnings quality constrast,t is associated with the openness in prior odw
looking performance disclosures, achieving analgspectations, equity issues, and growth. The
documented positive association between the ciigibif forward-looking performance disclosures and
earnings quality implies a negative associatiofnwiese incentives. To test the impact of otheiasbnal
incentives we interactFDSCOREwith POSA EARN PROFIT, andZSCOREMercer (2004) reviews the
risk of legal liability as an additional determitasf disclosure credibility. Litigation risk vasewith the
degree of restrictions in market regulation andictdne one of the main reasons managers are cotcerne
about the reliability of forward-looking disclosste Accordingly we interactFDSCOREwith a proxy for
litigation risk, LIT. The levels of internal and external assurancea fifm can also affect the perceived
credibility of managers’ disclosures of forward#kawg information. A major source of internal asswe

is the board of directors, as it monitors the firmstivities and its financial statements. Mer¢2004)

29



argues that investors are more likely to perceiamagerial disclosures of forward-looking statemexsts
more credible if the firm has a high quality boafddirectors. As external assurance providergraial
analysts may affect investors’ reactions to diaales of forward-looking statements, yet the assiocia
between analyst following and disclosure credipiliemains unexplored. Accordingly we interact
AFDSCOREwith NEDSand NANAL The final column of Table 7 reports the resoltshe second stage

estimates (equation 2cAFDSCOREx CFEC( remains negative and significa(t0.059z=- 3.88) Of
the remaining factors AFDSCOREx POB EAR is negative and significan{-0.012z=-2.43)

suggesting with investors regarding forward-lookjpgyformance statements of firms reporting earnings
declines as more credible. This is consistent @ithleicher et al. (2007) who find that firms repagy bad
news during the year provide more informative favimoking performance statements in their annual

report narratives.

Forwar d-looking disclosur e and earnings quality: indirect effect - reverse causality

Our final analysis explores further the potentialarse association between forward-looking
performance disclosure and earnings quality. Me(@005) develops a model of how openness of
management disclosures affects management repodiadibility. The model predicts that more
forthcoming management disclosures boost managenegoiting credibility in the short-term. This
suggests an association between the openness afamaant disclosures and reporting credibility samil
to that implied by Verecchia (1990) and EinhornQ&)) when referring to the indirect effect of vdlary
disclosure on the perceived quality of the mangasaynal.

In unconditional analysis our evidence points toomplementary association between earnings
quality and forward-looking disclosures, consistesith the direct effect of forward-looking disclass
dominating their indirect effect on investors’ pgptions about earnings quality. The rationale thar
dominance of the direct effect is that forward-lmgk performance statements are less likely to be
correlated with the contemporaneously reportedadjgdue to the different time orientation and their

qualitative nature. Consistent with this, Hussairéwl. (2003) find that forward-looking statemehtdp
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the market anticipate next period earnings, butuamelated to the market's response to current year
earnings. To explore the association between fahh@oking performance disclosures and investors’
perceptions of reported earnings quality furthes, extend equation (2c) by including an interactienm
between AFDSCORE and the earnings surprissSURP  Table 8 reports the results. While

AFDSCOREx CFEC remains negativg—0.051z=-2.50 and AFDSCOREx SUR is insignificant
(-0.008z=-0.44, consistent with forward-looking performance statats not affecting the earnings

response coefficient. To focus on the market nespcacloser to the earnings announcement, we also
estimate equation (2c) using abnormal returns catadl from two days before to two days after the
earnings announcement date. In the second staggtes whileSURP becomes positive and marginally

significant (0.025z= 1.80, as expected due to the shorter windddkDSCOREx SUR remains
insignificant (0.005z = 0.69) AFDSCOREx CFECremains negativé-0.018z=-2.07) Collectively,

this evidence suggests that forward-looking perforoe statements are unrelated to investors’ aseassm
of the quality of contemporaneous profitability tigiting overall concerns of reverse causality.

When we distinguish between the sources of earmjogdity we identified circumstances where
the indirect effect could begin to dominate, i.&ew the error in reported earnings is predominatelgte.
In these cases we argued that investors would Wéengvito rely on forward-looking performance
statements to re-assess information in reportedreg. For the subset of firms where the erroejported
earnings is mainly intrinsic we found no evidentearnings quality affecting the perceived crediipibf
forward-looking disclosures. To shed further ligit the potential dominance of the indirect efffart
these firms, we next repeat the analysis distifguigs between firms with high and low weight of it@ma
error in reported earnings. We focus again on theket response closer to the earnings announcetoent,
capture the relevance of the earnings surprisee Adxt two columns of Table 8 present the results.

AFDSCORE CFEC remains negative and significant only for firmdtwiow weight of innate error in
reported earnings (-0.012z=-1.96) While AFDSCOREx SUR remains insignificant

(-0.009z=-0.69 for these firms, it becomes marginally positive fioms with high weight of error in

31



reported earning$0.015z= 1.75) This evidence suggests that for firms whose agmguality is largely

intrinsic forward-looking disclosures increase tharnings response coefficient, consistent with the
dominance of the indirect effect of forward-lookirdjsclosures on investors’ assessments of the
information in reported earnings. The latter evice though should be treated with caution dubedaw

explanatory power of the results.

VIl. CONCLUSION

While prior research establishes that forward-lagkperformance disclosures in annual report
narratives are relevant and useful for investomsssessing the firm’s future prospects, it ignehesfactors
that affect the extent to which investors belidvie tnformation. This paper examines the roleaheigs
quality in investors’ assessments of the credibitit forward-looking performance disclosures. Vifelf
that the expansiveness of forward-looking disclesumproxied by a self-constructed coded index of
forward-looking statements in annual report navesticonveying mainly qualitative information about
future performance, increases in a firm’'s earniggality. Consistent with forward-looking disclosar
complementing high quality financial reporting enoviments, we find that investors’ reliance on famva
looking performance disclosures also increase fim#’' earnings quality. Extending the analysistést
the impact of the source of earnings quality, wel that earnings quality serves as a credibiligynai only
when the error in reported earnings is largelyrdigonary, i.e. informative of managerial incensveWe
complement our analysis with construct validitytéeand sensitivity checks of our findings to ondtte
variables bias (e.g. contemporaneous earningsgr atbterminants of disclosure credibility, and reee
causality.

Our results have important implications for managand policy makers. For managers they
provide insights into the strategies they couldofelto increase the extent to which stock pricepammd
their private information. If managers maintain @hhquality reporting system, investors are more
responsive to their forward-looking performancecltisures. For UK policy makers who have recently

recommended extensive disclosures of forward-lapkimformation in annual report narratives, our
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evidence suggests that investors mitigate thedfislesource misallocation by conditioning theiriaete
on forward-looking disclosures on the firm’s reparearnings quality and managerial incentives.

A further important insight from our findings isaththe association between voluntary disclosure
and earnings quality is not necessarily monotonit that the direction of the association dependthen
source of earnings quality, inherent risk versusagarial incentives, and the type of voluntary ldisgre.

For a deeper understanding of the interaction betweluntary and mandatory disclosure, future nesea
needs to explore the properties of different typlegoluntary disclosure along with the specific diions

that exist in the firm’s disclosure environmentheTimplications of our study also extend to redeant
accounting choice. We treat financial reporting atigclosure choices as endogenous to the firm’'s
information system and use structural modelinged dbur empirical predictions. By shedding lighttbe
interactive effects between forward-looking disci@s and earnings quality and their consequences for
investor decision making, our findings highlighétheed for examining the firm’s policies not inlégmn,

but as part of a general reporting and disclosgudibrium.

33



References

Accounting Standards Board (200Bgporting Statement (RS) 1, The Operating and FEiaamfReview.
(London: ASB Publications).

Athanasakou, V., N.C. Strong, and M. Walker. 20B&nings management or forecast guidance to meet
analyst expectationg¥ccounting and Business ReseaBh 3—35.

Baber, W.R., S. Chen, and S. Kang. 2006. Stockepm@ction to evidence of earnings management:
Implications for supplementary disclosuReview of Accounting Studi#$ (1): 5-19.

Bagnoli, M., and S.G. Watts. 2007. Financial rejpgrand supplemental voluntary disclosudsirnal of
Accounting Researchb: 885-913.

Ball, R., and L. Shivakumar. 2006. The role of aets in asymmetrically timely gain and loss
recognition Journal of Accounting Researdd: 207-242.

Barth, M., J. Elliott, and M. Finn. 1999. Marketwards associated with increasing earnings patters.
Journal of Accounting Resear87: 387-414.

Bartov, E., D. Givoly, and C. Hayn. 2002. The resigato meeting or beating earnings expectations.
Journal of Accounting and Economi83: 173-204.

Beattie, V., B. Mclnnes, and S. Fearnley. 2004. &hndology for analyzing and evaluating narratives
annual reports: a comprehensive descriptive pradibel metrics for disclosure quality attributes.
Accounting Forun28(3): 205-236.

Becker, C., M. DeFond, J. Jiambalvo, and K. Subrgyam. 1998. The effect of audit quality on earnings
managemenContemporary Accounting Researth (1): 1-24.

Blackwell, D.W., T.R. Noland, and D.B. Winters. B39 he value of auditor assurance: Evidence from
loan pricing.Journal of Accounting Resear@6 (1): 57-70.

Botosan C.A., and M.S. Harris. 2000. Motivations fa change in disclosure frequency and its
consequences: An examination of voluntary quartedgment disclosureslournal of Accounting
Researcl88: 329-353.

Botosan, C. A. 1997. Disclosure level and the obstquity capital.The Accounting RevieW2 (3): 323—
349.

Bryan, S., 1997. Incremental information contentrefuired disclosures contained in management
discussion and analysiBhe Accounting RevieW2 (2): 285-301.

Bujaki, M., D. Zeghal, and R. Bozec. 1999. The ldisare of future oriented information in annualodp
of Canadian corporations. Working paper, UniversitPpttawa, Canada.

Bushee, B., D., Matsumoto, and G. Miller. 2003. @persus closed conference calls: the determinants
and effects of broadening access to discloslmernal of Accounting and Economigd, 140-180.

Burgstahler, D., and I. Dichev. 1997. Earnings ng@naent to avoid earnings decreases and losses.
Journal of Accounting and Economi24: 99-126.

Butler M., R. Fu, A. Kraft, and H. Zhang. 2007. &tial reporting frequency, information asymmetry
and the cost of equity. Working paper available at:
http://www.nbsphd.ntu.edu.sg/specialisation/AccomgntZhang%20Huai_Fu%20Renhui.pdf

Clarkson, P. M., A. Dontoh, G.D. Richardson, an&&fcik. 1992. The voluntary inclusion of earnings
forecasts in IPO prospectus€antemporary Accounting Reseai@h601-626.

Clarkson, P. M., J.L. Kao, and G.D. Richardson.4l9%he voluntary inclusion of forecasts in the MD&A
section of annual report€ontemporary Accounting Researth 423-450.

Clatworthy, M. and M.J. Jones. 2003. Financial répg of good news and bad news: Evidence from
accounting narrativegccounting and Business ReseaBéh 171-185.

Core, J. E., 2001. A review of the empirical discle literature: discussiodournal of Accounting and
Economis 21, 441-456.

Davidson, R. and J.G. MacKinnon. 1993. Estimatiod inference in Econometric®xford University
Press, New York, NY.

Dechow, P.M., and I.D. Dichev. 2002. The qualityaotruals and earnings: The role of accrual esitmat
errors.The Accounting RevieWws (Supplement): 35-59.

34



Dechow, P.M., and W. Ge. 2006. The persistencewfiegs and cash flows and the role of specialstem
Implications for the accruals anomaReview of Accounting Studig$: 253—-296.

DeFond, M.L., and J. Jiambalvo. 1994. Debt covenaation and manipulation of accrualkurnal of
Accounting and Economids: 145-176.

Degeorge, F., J. Patel, and R. Zeckhauser. 1999irtga management to exceed threshaldsirnal of
Business2: 1-33.

Demers, E. and C. Vega. 2009. Soft informationamegs announcements: News or noise? Working
paper available at SSRNttp://ssrn.com/abstract=1153450

Diamond, D., and R. Verrecchia. 1991. Disclosuigyidlity, and the cost of capitalhe Journal of
Finance46, 1325-1355.

Dichev I.D., and D.J. Skinner. 2002. Large-sampiel@ence on the debt covenant hypothedmirnal of
Accounting Research0: 1091-1123.

Dichev I.D., and V.W. Tang. 2009. Earnings vol&filand earnings predictabilityournal of Accounting
and Economicg7: 160-181.

Dichev, I.D. 1998. Is the risk of bankruptcy a systtic risk?Journal of Financé3: 1131-1147.

Dopuch, N., C. Seethamraju, and W. Xu. 2003. An igog) assessment of the credibility premium
associated with meeting or beating both time-seei@sings expectations and analysts’ forecasts.
Working paper, Washington University. Available &SRN: http://ssrn.com/abstract=47162@r
DOI: 10.2139/ssrn.471622

Dye, R. 1985. Disclosure of non-proprietary infotima. Journal of Accounting Resear@3: 123-145.

Ecker, F., J. Francis, I. Kim, P. Olsson, and Khifger 2006. A returns-based representation ofiegsn
quality’. The Accounting Review 81, 749-780.

Einhorn, E. 2005. The nature of the interactiomieein mandatory and voluntary disclosutksirnal of
Accounting Researc#3: 593-621.

Francis J., R. LaFond, P. Olsson, and K. Schig#5. The market pricing of accruals qualijournal
of Accounting and Economi&®: 295-327.

Francis J., D. Nanda, and P. Olsson. 2008. Volyrdesclosure, earnings quality and the cost of tedpi
Journal of Accounting Researdié: 53—99.

Gelb, D.S., and P. Zarowin. 2002. Corporate disgl®golicy and the informativeness of stock prices.
Review of Accounting Studiés33-52.

Gore J.P.O., P.F. Pope, and A. Singh. 2007. Easmmanagement and the distribution of earningsivelat
to targets: UK evidencéccounting and Business ReseaBdh 123-150.

Graham, J.R., C.R. Harvey, and S. Rajgopal. 200& dconomic implications of corporate financial
reporting.Journal of Accounting and Economi8: 3—73.

Gu, F., and J.Q. Li. 2007. The credibility of volary disclosure and insider stock transactidosirnal of
Accounting Researchb: 771-810.

Hayn, C. 1995. The information content of losgesirnal of Accounting and Economi28: 125-153.

Healy, P., A. Hutton, and K. Palepu. 1999. Stockgrenance and intermediation changes surrounding
sustained increases in disclosu@entemporary Accounting Researth (3): 485-520.

Hirst, D.E., L. Koonce, and J. Miller. 1999. Thénjpeffect of management’s prior forecast accuraiosgt
the form of its financial forecasts on investorgutent.Journal of Accounting Resear@&7: 101-124.

Hodge, F., P. Hopkins, and J. Pratt. 2000. Clasgibn discretion, reporting reputation and disgtes
credibility: The case of hybrid securities. Workipaper, Indiana University.

Hussainey, K., T. Schleicher, and M. Walker. 2008dertaking large-scale disclosure studies when
AIMR-FAF ratings are not available: The case ofces leading earningéccounting and Business
ResearciB3 (4): 275-294.

Hussainey, K., and M. Walker. 2008. The effectsvoluntary disclosure and dividend propensity on
prices leading earningé.ccounting and Businefesearct89: 37-56.

Hutton, A.P., and P.C. Stocken. 2007. Effect ofutapon on the credibility of management forecasts.
Working paper available atttp://ssrn.com/abstract=817108

35



Hutton, A.P., G.S. Miller, and D.J. Skinner. 2008¢e role of supplementary statements with managemen
earnings forecastdournal of Accounting Researdii: 867—890.

Imhoff, E. 1978. The representativeness of manageearnings forecast3he Accounting Revie®ds:
836-850.

Jennings, R. 1987. Unsystematic security price mmaves, management earnings forecasts, and revisions
in consensus analyst earnings forecaktsrnal of Accounting Researéb (1): 90-110.

Kasznik, R. 1999. On the association between valyrdisclosure and earnings manageméamntrnal of
Accounting ResearcBi7: 57-81.

Kasznik, R., and M.F. McNichols. 2002. Does meet@agnings expectations matter? Evidence from
analyst forecast revisions and share pridearnal of Accounting Researdl®: 727—-759.

Klein, A. 2002. Audit committee, board of directraracteristics, and earnings managemimirnal of
Accounting and Economi&3: 375-400.

Koch, A. 2003. Financial distress and the credipitif management earnings forecasts. Working paper
available athttp://ssrn.com/abstract=415580D0I: 10.2139/ssrn.415580

Kothari, S.P., X. Li, and J.E. Short. (2009). THée& of disclosures by management, analysts, and
business press on cost of capital, return vohatidind analyst forecasts: A study of content analyhe
Accounting Review4 (5): 1639-1670.

Kothari, S.P., A.J. Leone, and C.E. Wasley. 20@fd?mance matched discretionary accrual measures.
Journal of Accounting and Economigs: 163-197.

Lang, M., and R. Lundholm. 1993. Cross-sectionateheinants of analyst ratings of corporate
disclosuresJournal of Accounting Resear@1: 246-271.

Lapointe-Antunes, P., D. Cormier, M. Magnan, an.SAngers. 2006. On the relationship between
voluntary disclosure, earnings smoothing and theevseelevance of earnings: The case of Switzerland.
European Accounting Reviel: 465-505.

Leftwich, R. 1983. Accounting information in prieamarkets: Evidence from private lending agreements
The Accounting Revie®8 (1): 23—-42.

Lopez, T., and L. Rees. 2002. The effect of beasind missing analysts’ forecasts and the informatio
content of unexpected earning®urnal of Accounting, Auditing and Finant&: 155-184.

Lundholm, R., and L. Myers. 2002. Bringing the ftdorward: The effect of disclosure on the returns
earnings relationlournal of Accounting Researdi®(3): 809-839.

McNichols, M.F. 2002. Discussion of ‘The qualityadcruals and earnings: The role of accrual esibmat
errors’. The Accounting Reviewr (Supplement): 61—-69.

Mercer, M. 2004. How do investors assess the cilégdilof management disclosures®ccounting
Horizons18: 185-196.

Mercer, M. 2005. The fleeting effects of disclosui@thcomingness on management’'s reporting
credibility. The Accounting Revie80 (2): 723-744.

Nagar, V., Nanda, D., and Wysocki P. (2003). Disoraary disclosure and stock-based incentives.
Journal of Accounting and Economi@&t, 283-309.

Peasnell, K.V., P.F. Pope, and S. Young. 2000. walcmanagement to meet earnings targets: UK
evidence pre- and post-CadbuByitish Accounting Revie®2: 415-445.

Rajgopal, S., T. Shelvin, and M. Venkatachalam.e¢Bthe stock market fully appreciate the impliaagio
of leading indicators for future earnings? Evidefroen order backlog’. Review of Accounting Studies
8, 461-492.

Schleicher, T., K. Hussainey, and M. Walker. 2003ss firms’ annual report narratives and shareepric
anticipation of earningd.he British Accounting Revie3®: 153-171.

Schleicher, T., and M. Walker. 1999. Share pridécgration of earnings and management’s discussfon
operations and financingccounting and Business Reseagéh(4): 321-335.

Shivakumar, L. 2000. Do firms mislead investors dyerstating earnings around seasoned equity
offerings?Journal of Accounting and Economi28: 339-371.

Skinner, D.J., and R.G. Sloan. 2002. Earnings @epr growth expectations, and stock returns oitdon
let an earnings torpedo sink your portfolReview of Accounting Studiés289-312.

36



Skinner, D., 2003. Should firms disclose everythtngeverybody? A discussion of ‘open vs. closed
conference calls: the determinants and effectsaddening access to disclosuteurnal of Accounting
and Economic84, 181-87.

Sloan, R.G. 1996. Do stock prices fully reflectoimhation in accruals and cash flows about future
earnings?he Accounting Reviewd: 289-315.

Smith, G.M. and R.J. Taffler. 2000. The chairmastatement: A content analysis of discretionary
narrative disclosuregccounting, Auditing and Accountability Jourrie8 (5): 624—647.

Subramanyam, K.R. 1996. Uncertain precision ancemeactions to informatioithe Accounting Review
71: 207-220.

Sweeney, A.P. 1994. Debt-covenant violations anchapers’ accounting responsedournal of
Accounting and Economids: 281-308.

Taffler, R.J. 1984. Empirical models for the mornitg of UK corporationsJournal of Banking and
Finance38: 199-277.

Tasker, S. 1998. Bridging the information gap: Qerdy conference calls as a medium for voluntary
disclosureReview of Accounting Studi8s137-167.

Tennyson, B.M., R.W. Ingram, and M.T. Dugan. 1986sessing the information content of narrative
disclosures in explaining bankruptdpurnal of Business Finance and Accountibg(3): 391-410.

Teoh, S.H., I. Welch I. and T.J. Wong. 1998. Eagairmanagement and the underperformance of
seasoned equity offeringdournal of Financial Economics0: 63—-99.

Thomas, J., and X. Zhang. 2000. Identifying unetg@@ccruals: A comparison of current approaches.
Journal of Accounting and Public Polid®: 347-376.

Verrecchia, R.E. 1983. Discretionary disclosui@irnal of Accounting and Economigs179-194.

Verrecchia, R.E. 1990. Information quality and diionary disclosureJournal of Accounting and
Economicsl2: 365—-380.

Waymire, G. 1985. Earnings volatility and voluntanyanagement forecast disclosurdsurnal of
Accounting Research3: 268—295.

Williams, P. 1996. The relation between a priom@ags forecast by management and analyst response t
a current management forecaite Accounting Reviewd (1): 103-113.

37



Appendix A

Definition of variables (in alphabetical order)

Variable
AA

AFDSCORE

AFREV

AQ

BTM
CAR -2q,+2m

CFEQ

E(CFEQ)

CFO
CINTENSITY

CYCLE

DISPERSION
FINANCING

FDSCORE

HIGHWINNATE

IINTENSITY

ICFqTI
LEV

LIT
LOSSES
MBE
NANAL

NEDS

Definition

Average abnormal working capital accruals by firmeoyearst —4 throught. AA are estimated
using the Dechow and Dichev’s (2002) model extenwli¢ld changes in revenues (McNichols 2002),
return on assets (Kothari et al. 2005) and negathanges in cash flows to account for the role of
accruals in timely loss recognition (Ball and Skiwaar 2006).

Openness of disclosures of forward-looking infoliorat measured as=DSCORE minus the
industry—year mediaRDSCORE

Analyst forecast revision of subsequent year egmioalculated as the difference between the
forecast for next year earnings outstanding atatieouncement of the results for yeaand the
median analyst forecast for next year earnings thetwo months following the announcement of
the results for year

The standard deviation of a firms’ abnormal workirepital accrualsAA) calculated over years
t—4 through t.AA are estimated using the Dechow and Dichev’'s (200@)lel extended with
changes in revenues (McNichols 2002), return optag¥othari et al. 2005) and negative changes
in cash flows to account for the role of accrualdimely loss recognition (Ball and Shivakumar
2006).

Book (DS307) to market (DSHMV) ratio.

Excessdaily returns cumulated from two days before the earnamgsouncement to two months

following the earnings announcement. Excess reifitm return less the market return using the
FTSE All Share Index. Returns are from Datastream.

Common factor of three earnings quality metriceraals quality AQ), absolute abnormal accruals

(|AA{ ), and earnings variabilittsEARN.

Quintiles of CFEQ as predicted by a number of innate features ofithés economic environment
and managerial incentives (equation 2b).
Operating cash flows (DS1015) scaled by lagged &stsets.

Rerage ratio of net property plant and equipmer8389) divided total asset (DS392) over the
accounting periodst-2.

[(Days ininv+ Days inrAR )

N 365 ’

, Inv;_; + Iny_

where Days inAR= 365 AR AR g Days inlnv = 36— =1 T M2

2x Saleg_; 2x CostofSalgs;
accounts receivable (DS287) alV is inventory (DS364). Cost of sales is the cdggands sold
(DS129).
Standard deviation of analyst forecasts duringatt@unting period scaled by the absolute value of
actual earnings.
Equals 1 if the share capital (DS301) or total det81301) increases by more than 5 percent during
the year, 0 otherwise.
The number of forward-looking performance statemdntluded in the annual report narratives
divided by the total number of sentences in theuahneport narrative sections and multiplied by
100.
Equals 1 wheWINNATEis above the sample median, O otherwise.

Cycle is the operating cycle length of the firmyeart—1 computed a

AR is

Aerage ratio of research and development expenS€9(&01) divided by sales (DS104) over the
accounting periodst-2.
Equals one whelCFQ, is negative, 0 otherwise.

Total debt (DS1301) over total assets (DS392).

Standard deviation of firm daily returns over thstlyear.

Equals 1 if adjusted earnings number (DS210) istieg over the accounting periotds-2.
Equals 1 if the earnings surpris® {RP is non-negative, 0 otherwise.

Number of analysts following the firm over the agoting period (source: I/B/E/S).

Number of non-executive directors in the board (8®2over the total number of directors in the
board (DS242).
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POSIEARN
PROFIT

PROPRIETARY

RISK

ROA
SALES
SEO
SIZE
SPREAD

SURP

TRADEVOL

WCA

ZSCORE

WINNATE

ACFO

4CR
AFDSCORE
oCFO
cEARN

oSALES

Equals 1 if annual change in I/B/E/S actual EPSosstive, 0 otherwise.
Equals 1 if I/B/E/S actual EPS is positive in theerent accounting period, 0 otherwise.

The four firm concentration ratio calculated as $hen of the sales of the four largest companies in
the industry (in terms of sales) divided by totalustry sales.

The beta coefficient derived from firm specific regsions of stock return on the FTSE All Share
Index return over a 60 month window ending at tharfcial year end in question The beta estimate
of the firm’s return sensitivity for the month pesting the announcement of the results (obtained
from Datastream).

Earnings before interest, tax, depreciation, andrtiration (DS1502) over total assets (DS392).

Total sales (DS104) scaled by lagged total assets.
Equals 1 if the share capital (DS301) increasesbre than 5 percent during the year, 0 otherwise.
Log of market value of equity (DSHMV).

Average bid-ask spread during the year. The bidsps&ad is the difference between the bid and the
ask price divided by half the sum of the bid anel dkk price.

Earnings surprise calculated as the difference detwl/B/E/S actual EPS and the forecast
outstanding at the earnings announcement datesot.y

Equals 1 if the firms’ average trading volume dgrthe year divided by the total number of shares
outstanding is greater than the sample mediarhérwise.

Working capital accruals measured as change i ¢otaent assets (DS376) net of change in cash
(DS375), minus change in current liabilities (DSB8&@t of change in the current portion of long-
term debt (DS309).

Financial distress measure using Taffler's (1984) K-hdsed Z-score  model,
Z=32+12.8 + 2.% - 10.68 + 0.029, where x_is profit before tax (DS154) over current

liabilities (DS389), x, is current assets (DS376) over total liabilitieS@I2-DS307).x, is current
liabilities (DS389) over total assets (DS392), axdis the non-credit interval computed as quick

assets (DS376 — DS364) minus current liabilitiesddid by sales (DS104) minus profit before tax
(DS154) and depreciation (DS136) over 365.

The weight of innate error in reported earnings xo as INNATECFEQ divided over
INNATECFEQplus DISCCFEQ INNATECFEQIs part of the error in reported earnin@FEQ,
attributed to innate factors, i.6&CYCLE SIZE oCFO, ¢SALES, LOSSES, IINTENSITY and
CINTENSITY. DISCCFEG} part of the error in reported earnin@:EQ, attributed to managerial
incentives, i.eAFDSCOREMBE, POSIEARN PROFIT, SEQ ZSCOREBTM, B4, NEDS

Annual change it€FO.

Change in revenue (DS104) minus change in accoeotsvable (DS287).
Annual change irDSCORE
The standard deviation of operating cash flows (@%) over the accounting periods-2.

Standard deviation of the firm's earnings (DS21€glsd by lagged total assets over years 4
throught.
The standard deviation of total sales (DS104) tiveraccounting periodst—2.

DS = Datastream code WC = Worldscope code
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Appendix B
Pearson (above the diagonal) and Spearman (betodidlyonal) correlations between key variables

FDSCOF CFEQ SPREAL TRADE NANAL DISPER FINAN  MBE POS PFOFIT ROA PROPRI SIZE BTM CYCLE oCFO oSALES LOSSESIINTENS CINTEN AFL SEO ZSCORE cAR,,,,, SURP RISK
E SION  CING AEARN ETARY ITY SITY DSCORE

FDSCORE 1 0.15¢-0.047 -0.171 -0.107 -0.038 -0.081 -0.256 0.18¢ —-0.052 0.33:-0.062 -0.030 0.033 -0.058 -0.109
CFEQ 1 0.123 -0.167 -0.074 -0.041 -0.059 -0.133 -0.096 —0.202 -0.144 -0.103 0.084 0.195 0.183 0.068 0.031 0.047 0.144 -0.045 -0.063 0.131
SPREAD 0.18¢ 0.146 1 -0.171 -0.385 -0.145 -0.038 -0.146 -0.214 -0.378 -0.330 0.054 -0.489 0.278 0.035 0.101 0.045 0.245 0.045 0.036 0.144 0.005 -0.243 -0.253 -0.090
TRADEVOL -0.061 -0.182 1 0.108 0.101 0.081 0.055 0.050 0.058 -0.112 0.084 0.049 -0.030 0.056 0.112 0.040 0.053 0.055
NANAL -0.15¢-0.177 -0.634 0.087 1 0.382 0.078 0.046 0.167 0.121 0.817 -0.195 -0.134 -0.203 -0.123 -0.133 -0.041 -0.042 -0.179 -0.065 -0.024 0.084 0.256
DISPERSION -0.107-0.149 -0.459 0.091 0.708 1 —-0.031 -0.047 —-0.048 -0.069 0.375 -0.049 -0.034 0.060 0.062 -0.071 —-0.039 -0.036 0.175
FINANCING -0.03¢ -0.089 0.081 0.076 0.045 1 -0.051 -0.041 -0.064 0.101 -0.120 0.087 0.036 0.029 0.088 0.430 -0.094 -0.079
MBE -0.036 -0.163 0.063 -0.051 1 0.305 0.244 0.196 0.042 -0.055 -0.024 -0.068 -0.082 -0.144 -0.037 -0.045 -0.064 0.116 0.064 0.386 -0.058
POSIEARN  —0.08(-0.049 -0.270 0.055 0.053 0.305 1 0.252 0.225 0.036 -0.159 0.042 -0.057 -0.077 -0.079 0.034 -0.066 0.080 0.071 0.212 -0.042
PFOFIT -0.090 -0.329 0.208 0.096 -0.041 0.244 0.252 1 0.594 0.163 -0.105 -0.103 -0.270 -0.086 -0.621 —0.161 -0.155 —0.040 -0.153 0.337 0.085 0.401 -0.125
ROA -0.07¢-0.052 -0.340 0.066 0.162 0.065 -0.090 0.240 0.303 0.521 1 0.146 -0.163 -0.145 -0.226 -0.081 -0.549 -0.238 -0.102 -0.036 -0.157 0.561 0.264 -0.164
PROPRIETARY  0.08¢-0.496 -0.045 0.068 0.084 -0.045 0.047 0.063 0.118 1 -0.038 0.045 -0.026 -0.036 —0.044 0.036
SIZE -0.23: 0.167 -0.669 0.041 0.831 0.638 0.101 0.045 0.041 0.169 0.167 1 -0.320 -0.101 -0.171 -0.082 -0.130 -0.018 -0.226 -0.044 0.059 -0.062 0.107 0.319
BTM 0.20: -0.084 0.369 -0.149 -0.219 -0.124 -0.124 -0.051 -0.160 -0.040 -0.373 0.215 -0.315 1 -0.134 -0.145 —0.033 -0.050 0.098 -0.156 -0.036 0.102 -0.082 -0.136
CYCLE 0.093 0.070 -0.125 -0.075 0.098 0.046 -0.077 -0.098 -0.112 1 0.162 -0.040 0.103 0.151 0.031 0.119 -0.030
oCFO 0.221 0.220 0.096 —0.285 -0.198 0.036 -0.071 -0.056 -0.237 —0.050 -0.127 -0.251 -0.201 0.124 1 0.464 0.251 0.041 0.262 0.031 0.216 —0.083 -0.043 -0.012 0.095
6SALES 0.06¢ 0.243 0.132 0.086 —0.133 -0.099 -0.074 -0.115 -0.106 -0.078 -0.139 -0.121 -0.205 -0.080 0.451 1 0.055 0.126 0.034 0.182 -0.096 -0.041 -0.041 0.096
LOSSES -0.067 0.047 0.236 -0.030 -0.163 -0.071 -0.144 -0.079 -0.621 -0.432 -0.115 -0.137 0.077 0.183 0.067 1 0.191 0.160 0.041 0.142 -0.333 -0.047 -0.170 0.107
IINTENSITY -0.14¢ 0.069 0.093 0.098 -0.049 -0.061 -0.173 -0.042 -0.068 0.124 -0.161 0.270 0.039 -0.042 0.156 1 0.091 -0.151
CINTENSITY -0.056 0.035 0.084 0.075 -0.085 -0.060 0.099 —-0.086 -0.138 —0.047 -0.053 -0.104 -0.063 0.181 0.167 0.150 0.037 1 0.155 —-0.042
AFDSCORE  0.29¢ 0.036 0.159 -0.179 -0.113 —-0.050 -0.050 -0.085 -0.195 0.092 0.037 0.055 0.054 0.050 -0.060 1 -0.048 -0.083
SEO -0.077 0.115 0.112 -0.061 -0.073 0.430 -0.064 -0.153 -0.153 -0.140 -0.045 -0.191 0.116 0.206 0.176 0.142 0.150 1 —0.050 -0.102 -0.037 0.054
ZSCORE -0.067 -0.052 -0.209 0.074 -0.136 0.159 0.169 0.379 0.525 0.038 0.093 0.095 -0.058 -0.198 —0.335 0.052 -0.049 -0.066 -0.075 1 -0.035 0.171 -0.116
CAR,,.,, 0.03t -0.056 0.074 -0.073 0.067 0.071 0.079 0.079 0.101 -0.066 -0.030 —0.061 -0.097 -0.031 1 —-0.035
SURP —-0.030 -0.140 0.039 -0.069 0.860 0.338 0.297 0.226 0.061 —-0.065 -0.083 —-0.148 -0.059 -0.030 -0.036 -0.076 0.167 0.095 1
RISK -0.10. 0.054 -0.177 0.338 0.248 -0.047 —-0.068 -0.057 -0.038 0.369 -0.147 0.043 0.093 0.080 0.108 -0.047 -0.074 0.045 -0.061 -0.069 1

All correlations in the table are significant at pl0 (two-tailed (significance levels).
The sample consists of 3,155 observations duriagériod 1996—2002 for 1,032 UK listed nfamancial firms that have their annual reports amdi$t, no changes in year ends and available atiogurorporat
governance, return and price-based data from Detastand analyst forecast data from I/B/E/S. AppeAdiefines the variables.
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Table 1
Panel A Stages for constructifgDSCORE

Stage 1: Identify forward-looking keywords

Accelerate Estimate Next Scope for, Scope to
Anticipate Eventual Novel Shall

Await Expect Optimistic Shortly

Coming (financial) years Forecast Outlook Should

Coming months Forthcoming Planned, Planning Soon

Confidence, Confident)  Hope Predict Will

Convince Intend, Intention Prospect Well placed, Well positioned
Current (financial) year  Likely, Unlikely Remain Year(s) ahead

Envisage Look forward, Look ahead Renew

Stage 2: Identify performance related keywords feoralyst reports

Benefit Contribution Loss Profitability
Break even Earnings Margin Return
Budget EPS Profit Trading

Stage 3: Count the intersections between forwan#lifg and performance related keywords, scalingrttegsections by
the total number of sentences inatmeual report and multiply by 100.

Panel B Sample forward-looking disclosure statements

Source
Statement (Year of annual report)

‘Management is confident that, with the launch shiew division "The Film Factory at VTR PLC (1996)

VTR", the company is now well placed to capturargé stake of these special effects

commercials and feature film market which will eresthhe company's continuing growth

in profitability.’

‘Of the three divisions, RCO Healthcare is attragtithe highest level of investment and RCO Holdings PLC (1996)
offers considerable prospects for good returnsimmedium and long term.”’

‘We intend to increase profits both by a controlfrdgramme of organic expansion and Vardon PLC (1996)
by improving the performance of the existing uhits.

‘We believe that the restructuring and investmeongpamme will restore profitability to  Stoddard Sekers International

the group and strengthen our position in the magtate.’ PLC (1996)
‘Its merger into Montgomery will provide an opporityrfor profits recovery in future Macfarlane Group
years.’ (Clansman) PLC (1996)

‘We will continue to invest to improve the businsd to translate the many opportunitied=irstBus PLC (1997)
available to us into good returns for our shareheril’

‘The Directors believe that the Company is now welitioned to support further growth Stoves Group PLC (1997)
which should result in a consequent improvemenopigrating margin.’

‘Going forward, Cantab will retain key commerciagints to provide both flexibility and  Cantab Pharmaceuticals PLC
greater financial return.’ (1997)

‘Importantly, we expect to produce solid profitddazash flow above the norms of our  Abacus Polar PLC (1997)
competition, whilst maintaining our capability take advantage of improving markets.’

‘I am confident that our carefully targeted exparsprogrammes across all our Stagecoach Holdings PLC
businesses will result in strong growth in earnifigsthe future.’ (1997)

‘As with our previous acquisitions we expect therbdnefit from being part of McBride McBride PLC (1998)
and to be earnings enhancing during the forthconyiear.’
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‘Superscape will invest these funds to continugréev the company and move towards  Superscape VR PLC (1998)
profitability.’

‘We are looking forward to the years ahead and arefient of generating major rights  Bloomsbury Publishing PLC
assets and of producing significant growth in eags.’ (1998)

‘The development programme will concentrate prifyaoh large capacity key sites in high Chorion PLC (1998)
profile locations which have the potential indivédly to generate profits well in excess of
the average bar or nightclub.’

‘Our focus on sales will ensure that the Group proes revenue growth and areturnto  IES Group PLC (1999)
profit and thus progressively build value for otiaseholders.’

‘To match this investment in technology, we hasge aicreased our sales and marketing Dee Valley Group PLC
activities and expect to see the benefits comirmuth in the near future.’ (1999)

‘We believe that such opportunities combined withrearganised UK operations will lead Liberfabrica PLC (1999)
to improved levels of profitability.’

‘A consistent focus on service quality, at susthieanargins, will contribute to long term  Go Ahead Group PLC (1999)
profitable growth in this business.’

‘Future prospects look encouraging and we intenthie advantage of every opportunity t€olumbus Group PLC (1999)
increase Group profits and earnings, and enhandeevt shareholders.’

‘However, the situation is now improving signifitgmand the company is moving towards Mchbride PLC (2000)
profit and regaining the confidence of its retaildacontract customers.’

‘The winning of new contracts and the maintenarfoexasting relationships will ensure IES Group PLC (2000)
that SSS continues its positive contribution toGheup.’

‘It is our intention to continue to expand the satdé our testing services, which will bring Dee Valley Group PLC
the benefits of greater flexibility and additionatome.’ (2000)

‘Thus the Group is well placed for further acqusiis and profit growth in the future.’ Beale PLC (2000)

‘Demand for our products remains buoyant and | amfitlent that the addition of further Coral Products PLC (2000)
CD and DVD case capacity in the coming months shptdvide the opportunity to further
increase turnover and profitability.’

‘We shall be actively exploiting new growth oppoities to enhance the Group's Stoves Group PLC (2000)
profitability.’

‘The business is building but will inevitably tatk@e to achieve an acceptable return.’ Burnden Leisure PLC (2001)
‘We expect there to be benefits from increased dgpand improved efficiency.’ W T Foods PLC (2001)

‘The Board is confident that the enlarged estatéapntinue to produce substantial returnsFuller Smith & Turner PLC
in the years ahead'. (2001)

‘We are confident that our significant investmentiltnation and our strategic strengths Mcleod Russel Holdings PLC
will produce a good and increasing return for shiao&ers, and a rewarding environment (2001)
for our employees and customers.’

‘Over the short term, profit growth will be consimad by the cost of investment.’ Boots Company PLC — (2002)
‘This was achieved despite significant revenuestient in areas such as the Argos storeGreat Universal Stores PLC
card and new products at Experian, which will unglerfuture profits growth.’ (2002)

‘We shall continue our ongoing strategy of using #hirplus to buy back shares, in order tiNext PLC (2002)
enhance long term growth in earnings per share.’
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Table 2

Panel A:Descriptive statistics of key variables

Variable Mean Median Std. Dev Min Max

FDSCORE 3.161 2.660 2.420 0.000 37.500
AFDSCORE -0.075 0.000 2.565 -9.404 8.571
AQ 0.049 0.037 0.052 0.000 0.325
|AA{ 0.041 0.031 0.042 0.000 0.476
ocEARN 0.080 0.042 0.125 0.003 1.103
SPREAD 0.044 0.031 0.048 0.001 0.973
TRADEVOL 0.428 0.000 0.495 0.000 1.000
NANAL 6.618 4.000 6.455 1.000 30.000
DISPERSION 0.975 0.071 2.096 0.000 17.324
FINANCING 0.527 1.000 0.499 0.000 1.000
MBE 0.558 1.000 0.497 0.000 1.000
POSIEARN 0.563 1.000 0.496 0.000 1.000
PFOFIT 0.872 1.000 0.335 0.000 1.000
ROA 0.114 0.132 0.167 -0.944 0.489
PROPRIETARY 0.030 0.003 0.114 0.000 1.000
SIZE 11.509 11.445 1.744 7.810 16.442
BTM 0.740 0.558 0.695 -0.365 4.482
CYCLE 4.863 4.876 0.710 2.437 7.297
oCFO 0.072 0.047 0.089 0.003 0.741
oSALES 0.287 0.173 0.379 0.004 3.038
LOSSES 0.092 0.000 0.289 0.000 1.000
IINTENSITY 0.151 0.000 2.280 0.000 81.228
CINTENSITY 0.037 0.025 0.041 0.000 0.482
AFDSCORE 0.366 0.000 2.348 -5.435 14.710
SEO 0.171 0.000 0.376 0.000 1.000
ZSCORE 3.676 3.286 10.554 -53.819 58.787
CAR,4.2m 0.048 0.053 0.243 -0.840 0.936
SURP -0.008 0.000 0.070 -0.545 0.281
RISK 0.757 0.790 0.540 -0.500 2.970

Panel B: Pearson (above the diagonal) and Spedimeéow the diagonal) correlations between earnings

quality measures

CFEQ AQ |AA oEARN
CFEQ 1.000 0.983 0.978 0.196
AQ 0.975 1.000 0.933 0.194
|AA 0.989 0.936 1.000 0.192
GEARN 0.215 0.218 0.216 1.000

The sample consists of 3,155 observations duriegpriod 1996—-2002 for 1,032 UK listed non-finahcia
firms that have their annual reports on Nudist,changes in year ends and available accountingocate
governance, return and price-based data from Datastand analyst forecast data from I/B/E/Sppendix A

defines the variables.
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Table 3

Forward-looking disclosurdsDSCORE and earnings quality (CFEQ) — Endogenous earrgogéity (3SLS)

FDSCORE =g, + 5, FDSCORE+ 5, CFE@ [, SPREADS, TRADEV®J, NANAL
+ G,DISPERSION+ 8, FINANCING+ 5, MBE 5, P@S EARNS,, PRQF (2a)
+ 5,ZSCORE+ 5, ROA+ 5,PROPRIETARY+ 3, SIZE B, BTM
+YEAR+ INDUSTRY e
CFEQ =9, +9,SIZE +J,0 CFQ+0,0 SALES O, CYCLEJ, LOSSESD, IITENS
+J,CINTENSITY+J, AFDSCORE+J, MBEJ,, P@AS EARN (2b)
+9,PROFIT +J,, £Q, +9,ZSCORE+J,, BTMJ,, BIg
+0,NEDS + YEAR+ INDUSTRY¥ , e
First-stage estimates Second-stage estimates
CFEQ FDSCORE
Predicted Coefficient/ Coefficient/
Variables sign (z-stat) Variables Predicted sign (z-stat)
Intercept —-1.015%** Intercept 5.354%*
(-2.57) (3.98)
CYCLE + 0.069*** + 0.296***
(3.24) FDSCORE, (17.63)
SIZE - —0.037*** - —0.526***
(-4.66) CFEQ (-2.90)
oCFO + 0.102 SPREAD + 1.912
(0.64) (1.58)
oSALES + 0.129*** TRADEVOL + -0.035
(3.63) (-0.43)
LOSSES + -0.114* NANAL + 0.022**
(-2.21) (1.96)
IINTENSITY - —0.015*** DISPERSION + -0.010
(-2.86) (-0.50)
CINTENSITY - 0.524* FINANCING + 0.092
(1.73) (1.17)
AFDSCORE + 0.009** MBE _ 0.031
(1.92) (0.37)
MBE + 0.052*** POSIEARN - —0.460***
(2.16) (-5.30)
POSIEARN + -0.013 PROFIT - -0.082
(-0.51) (-0.51)
PROFIT + —0.134*** ROA - 0.239
(-2.81) (0.78)
SEO + 0.093*** PROPRIETARY - -0.533
(2.92) (-0.98)
ZSCORE - -0.001 SIZE +/- —0.278***
(-1.09) (-6.19)
BTM - —0.062*** BTM +/- 0.137**
(-3.05) (1.95)
INDUSTRY Yes INDUSTRY Yes
DUMMIES DUMMIES
YEAR DUMMIES Yes YEAR DUMMIES Yes
R? 0.3920 0.2069
Chi-square 2,034.72 904.31
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Durbin-Wu-Hausman test for endogeneityGHEQ (Davidson and MacKinnon 1993)

F 4.36

p-value 0.053

*[*x[*xx indicate significance at the 0.1/0.05/0.0level (two-tailed). Regressions are estimatechgighree stage least
squares (3SLS). Inferences are based satistics in parentheses below coefficients.

The sample consists of 3,155 observations duriegptiriod 1996—2002 for 1,032 UK listed non-finahdiians that have

their annual reports on Nudist, no changes in yeals and available accounting, corporate goverpastgen and price-
based data from Datastream and analyst forecasfrdan |/B/E/S. Appendix A defines the variables.
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Table 4
Abnormal returns CAR ,4,,m) changes in forward-looking disclosu#FDSCORE and earnings qualityOFEQ) — Endogenous forward-looking disclosure
and earnings quality (3SLS)

First-stage estimates Second-stage estimates

CFEQ AFDSCORE CAR ,4.1om
Predicte  Coefficient/ Predicte  Coefficient/ Predictet Coefficient/
Variables d sign (z-stat) Variables sign (z-stat) Variables sign (z-stat)
Intercept —0.918* Intercept -0.708 Intercept 0.028 0.039
(-2.37) (-0.39) (0.76) (0.98)
CYCLE + 0.039** CFEQ - =3.778** AFDSCORE 0.005** 0.001
(2.16) (-8.55) (2.05) (0.21)
SIZE - -0.014* SPREAD + 1.345 AFDSCOREX —0.051***
(-1.85) (1.05) CFEQ (-2.59)
oCFO + 0.086 TRADEVOL + -0.016 CFEQ -0.021** -0.024**
(0.65) (-0.16) (-2.25) (-2.37)
6SALES + 0.068** NANAL + 0.020 SURP -0.074 -0.060
(2.25) (1.50) (-1.05) (-0.80)
LOSSES + -0.015 DISPERSION + -0.025 MBE 0.021** 0.016*
(-0.35) (-1.00) (2.15) (1.69)
IINTENSITY - -0.008* FINANCING + 0.242** POSIEARN 0.029*** 0.032%*
(-1.84) (2.51) (3.07) (3.13)
CINTENSITY - 0.312 MBE _ 0.309** PROFIT 0.078*** 0.068***
(1.23) (2.55) (5.09) (4.09)
AFDSCORE + 0.083*** POSIEARN - —0.499*** BTM 0.033*** 0.032***
(10.34) (-4.06) (4.83) (4.32)
MBE + 0.066*** PROFIT - —0.484** RISK 0.006 0.004
(2.71) (-2.19) (0.71) (0.41)
POSIEARN + -0.024 ROA - -0.047 SIZE -0.009*** —0.009***
(-0.95) (-0.12) (-2.94) (-2.76)
PROFIT + -0.098** PROPRIETARY - -0.783 ZSCORE -0.002** -0.001**
(-2.15) (-1.15) (-3.80) (-2.36)
SEO + 0.087*** SIZE +/- —0.178%*+*
(3.17) (-2.96)
ZSCORE - -0.001 BTM +/- -0.162
(-0.63) (-1.54)
BTM - —0.074** INDUSTRY Yes
(-3.70) DUMMIES
INDUSTRY Yes YEAR DUMMIES Yes
DUMMIES
YEAR Yes
Chi-square 2,405.72 140.68 112.61 105.42
0.3472 0.0479 0.0347 0.0359
Durbin-Wu-Hausman test for endogeneity (Davidsash iiacKinnon 1993)
Endogeneity of CFEQ 60.25
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<0.001
11.34

Endogeneity off FDSCORE
<0.001

*[*xx[x*x indicate significance at the 0.1/0.05/0.0kvel (two-tailed). Regressions are estimatedgitfiree stage least squares (3SLS). Inferenedsased oa-

statistics in parentheses below coefficients.
The sample consists of 3,155 observations duriagpéniod 1996—-2002 for 1,032 UK listed non-finahfitas that have their annual reports on Nudist, n

changes in year ends and available accountingpratggovernance, return and price-based dataBatastream and analyst forecast data from I/B/E/S.
Appendix A defines the variables.
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Table 5
Changes in forward-looking disclosuHDSCORE and earnings qualityCFEQ — Endogenous forward-looking disclosure and
earnings quality (3SLS). The role of the weighinsfate earnings quality\(INNATBE.

First-stage estimates Second-stage estimates

AFDSCORE CAR ,4.om
Predicted Coefficient/ Predicted Coefficient/
Variables sign (z—stat) Variables sign (z—stat)
Intercept 1.108 Intercept 0.033
(0.28) (0.91)
- -3.867*** AFDSCORE 0.001
CFEQ (-5.54) (0.40)
CFEQx + 1.500*** AFDSCOREx CFEQ - -0.058**
HIGHWINNATE (2.57) (-2.04)
+/- -0.056 AFDSCOREXx CFEQxX + 0.054**
HIGHINNATE (-0.40) HIGHWINNATE ° (2.09)
SPREAD + 1.943 HIGHWINNATE +/- -0.003
(1.31) (-0.25)
TRADEVOL + -0.032 CFEQ - -0.022***
(-0.28) (-3.06)
NANAL + 0.029* SURP + -0.066
(1.93) (-0.89)
DISPERSION + -0.025 MBE + 0.017*
(-0.95) (1.69)
FINANCING + 0.243** POSIEARN 0.029***
(2.31) + (2.96)
MBE _ 0.298** PROFIT + 0.074***
(2.47) (4.44)
POSIEARN - —0.496*** BTM + 0.030***
(-4.05) (3.92)
PROFIT - -0.336 RISK + 0.005
(-1.46) (0.49)
ROA - 0.092 SIZE - -0.008**
(0.23) (-2.46)
PROPRIETARY - -0.753 ZSCORE - —0.001***
(-1.03) (-3.04)
SIZE +/— —0.130**
(-2.04)
BTM +/- -0.189*
(-1.67)
INDUSTRY Yes
DUMMIES
YEAR DUMMIES Yes
R 0.0375 0.0353
Chi-square 413.81 113.71
N 3,155 3,155
Linear combinations of the Wald »? Wald »*
coefficients
CFEQ+CFEQx HIGHWINNATE 6.42 151
0.011 0.219

*[*x[**x indicate significance at the 0.1/0.05/0.0level (two-tailed). Regressions are estimatesgishree stage least squares
(3SLS). Inferences are basedzstatistics in parentheses below coefficients.
The sample consists of 3,155 observations duriagpériod 1996-2002 for 1,032 UK listed non-finahfitans that have their

annual reports on Nudist, no changes in year endswaailable accounting, corporate governancermetnd price-based data

from Datastream and analyst forecast data fronElB/ Appendix A defines the variables.
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Table 6

Forward-looking disclosure reliability and earnirgslity CFEQ).

Panel A: Forward-looking disclosure reliability: gRessions of next period profitabilitE ARN,,, CFO.1, SALES,) on
contemporaneous profitabilitEARN, CFQ,, SALE9 and forward-looking disclosuré&@SCORE

EARN,; CFOu1 SALES,;
Predicted Coefficient/ Coefficient/ Coefficient/
Variables sign (z-stat) (z-stat) (z-stat)
Intercept -0.008 0.032** 0.192%**
(-1.11) (2.17) (6.61)
EARN + 0.616***
(12.64)
+ 0.587***
CFG, (24.98)
SALES + 0.787***
(49.33)
FDSCORE + 0.002*** 0.002*** 0.012%**
(2.90) (3.19) (3.31)
RZ-adjusted 0.3547 0.4118 0.7353
Number of observations 2,876 2,876 2,876

Panel B: Forward-looking disclosure reliability ardrnings quality Regressions of next period profitabilitEARN.,
CFO1, SALES,) on contemporaneous profitabilitEARN, CFQ,, SALEY and forward-looking disclosureEDSCORE
conditioned on earnings qualit€FEQ).

EARN,, CFOyyq SALES,,
Coefficient/ Coefficient/ Coefficient/
(z-stat) (z-stat) (z-stat)
Intercept -0.010 0.022%** 0.183***
(-1.21) (3.37) (6.31)
EARN + 0.609***
(12.60)
+ 0.580***
CFG (24.55)
SALES + 0.796***
(52.30)
FDSCORE + 0.006*** 0.005*** 0.023***
(3.21) (4.12) (3.64)
FDSCOREx E(CFEQ) - —0.002*** —0.002*** -0.006**
(-2.67) (-3.53) (-2.45)
R’-adjusted 0.3571 0.4147 0.7359
N 2,876 2,876 2,876

*[xx[x* indicate significance at 0.1/0.05/0.01 l&ls (two-tailed). t-statistics in parentheses are based on robusiastan

errors clustered by year and firm to control farss-sectional dependence and heteroskedastic towberelated residuals.
The sample consists of 3,155 observations duriagpiriod 1996—-2002 for 1,032 UK listed non-finahéiians that have
their annual reports on Nudist, no changes in geals and available accounting, corporate governaet@n and price-
based data from Datastream and analyst forecastfidanh I/B/E/S. CalculatingEARN,;, CFO,;, andSALES,; reduces
the sample to 2,876 observatiomgpendix A defines the variables.
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Table 7
Abnormal returns CAR_2d+2m) changes in forward-looking disclosuHDSCORE and earnings qualityCFEQ) —

Endogenous forward-looking disclosure and earningdity (3SLS). Controlling for contemporaneousvee@nd other
determinants of disclosure credibility.

Second-stage estimatéSAR ,4, o,

Contemporaneous Contemporaneous Other disclosure
earnings news earnings news credibility factors
Predicted Coefficient/ Coefficient/ Coefficient/
Variables sign (z-stat) (z-stat) (z-stat)
Intercept 0.026 0.029 0.032
(0.61) (0.66) (0.80)
AFDSCORE 0.007** 0.003 0.003
(2.23) (0.84) (0.06)
AFDSCOREx CFEQ - -0.041* —0.059***
(-2.29) (-3.88)
AFREV + 0.338*** 0.305***
(4.23) (3.63)
AFDSCOREx POSIEARN - -0.012*
(-2.43)
AFDSCOREx PROFIT - -0.001
(-0.07)
AFDSCOREx ZSCORE + 0.001
(1.43)
AFDSCOREx LIT + 0.656
(1.35)
AFDSCOREx NEDS + -0.026
(-0.62)
AFDSCOREx NANAL + -0.001
(-0.88)
CFEQ - -0.028*** -0.027*** -0.025**
(-2.70) (-2.59) (-2.42)
SURP + -0.318*** -0.258** -0.069
(-2.88) (-2.20) (-0.90)
MBE + 0.019* 0.015 0.016
(1.88) (1.36) (1.53)
PROFIT 0.082*** 0.071%*= 0.071%**
+ (4.46) (3.62) (4.25)
POSIEARN + 0.028*** 0.030%** 0.031***
(2.75) (2.83) (3.02)
BTM + 0.042%** 0.043*** 0.031***
(5.26) (5.17) (4.20)
RISK + 0.022** 0.018 0.005
(2.26) (1.73) (0.47)
SIZE - -0.010*** -0.010%** -0.009***
(-3.11) (-2.83) (-2.64)
ZSCORE - —0.002%** -0.002*** -0.001**
(-3.65) (-2.87) (-2.30)
Chi-square 135.40 131.09 115.57
R 0.0528 0.0528 0.0412
N 2,408 2,408 3,155

*++[* indicate significance at the 0.1/0.05/0.0level (two-tailed). Regressions are estimatedgisiree stage least
squares (3SLS). Inferences are based-staistics in parentheses below coefficients.

The sample consists of 3,155 observations duriagoéitiod 19962002 for 1,032 UK listed non-finahfirans that have
their annual reports on Nudist, no changes in geds and available accounting, corporate governaatten and price-
based data from Datastream and analyst forecaatfdah I/B/E/S. Calculatind\FREVreduces the sample to 2,408
observations.The Appendix defines the variables.




Table 8
Abnormal returns CAR_2d+2m) changes in forward-looking disclosuHDSCORE and earnings qualityCFEQ) —
Endogenous forward-looking disclosure and earningdity (3SLS). Reverse causality.

Second-stage estimatéSAR , ., om

ERC ERC CAR—2d+2d ERC CAR—2d+2d ERC CAR—2d+2d
HIGHWINNATE=0 HIGHWINNATE=1
Predicted Coefficient/ Coefficient/ Coefficient/ Coefficient/
Variables sign (z-stat) (z-stat) (z-stat) (z-stat)
Intercept 0.036 0.003 0.010 0.010
(0.93) (0.16) (0.48) (0.48)
AFDSCORE 0.001 0.001 0.004** 0.002
(0.54) (0.54) (2.16) (0.99)
AFDSCOREx CFEQ - —-0.051** -0.018** -0.012** -0.009
(-2.50) (-2.07) (-1.96) (-1.00)
CFEQ —-0.023** —-0.002 0.004 -0.004
(-2.38) (-0.48) (0.59) (-0.75)
SURP -0.061 0.025* 0.012 0.030
(-0.82) (1.80) (0.26) (0.75)
AFDSCOREx SURP -0.008 0.005 -0.009 0.015*
(-0.44) (0.69) (-0.69) (1.75)
MBE 0.015 0.013*** 0.013** 0.015*
(1.48) (3.06) (2.14) (1.65)
PROFIT 0.068*** 0.029*** 0.018*** 0.016***
(4.09) (4.24) (3.00) (2.93)
POSIEARN 0.032%** 0.017*** 0.022* 0.032%**
(3.14) (4.04) (1.75) (3.97)
BTM 0.032%** 0.014*** 0.012%** 0.020***
(4.31) (4.67) (3.15) (2.75)
RISK 0.004 0.002 0.001 0.003
(0.42) (0.55) (0.16) (0.68)
SIZE -0.008*** -0.003*** -0.001 -0.004**
(-2.76) (-2.60) (-0.30) (-2.51)
ZSCORE -0.001** -0.001 -0.001 -0.001
(-2.35) (-0.45) (-1.33) (-0.112)
Chi-square 105.56 130.06 49.60 69.23
R? 0.0392 0.0434 0.0252 0.0390
N 3,155 3,155 1,576 1,579

*[*x[**x indicate significance at the 0.1/0.05/0.0level (two-tailed). Regressions are estimatesgishree stage least squares
(3SLS). Inferences are basedastatstics in parentheses below coefficients.

The sample consists of 3,155 observations duriegpiriod 1996—-2002 for 1,032 UK listed non-finahdiilans that have their
annual reports on Nudist, no changes in year ends@ailable accounting, corporate governancermetnd price-based data from
Datastream and analyst forecast data from I/B/EpSendix A defines the variables.

51



